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O6r'pyHmoeaHo, W0 eKOHOMIYHa Kpu3a Hocumb YUKiYHUl xapakmep i noe's3aHa 3i 3MiHOO mexHosio2iyHoi napaduamu. EKoHoMiyHa Kpu3a —
ye npouyec, sikuli Xxapakmepu3lyembCsi KOJIU8aHHSIMU €KOHOMIYHOI aKmueHOCMi, NPose/IIEMbCSI 8 €KOHOMIYHUX, coyiaslbHUX, eKoslo2iyHux i noni-
MuYHUX NOMPsICiHHAX. Y wocmuli mexHono2iyHil napaduzmi ekoHoMiyHe 3pocmaHHs1 3abe3neyyembcsl 3a PaxyHOK 8npoeadXXeHHsl NPUHYUNoeo
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"Sldpom" wocmoao mexHos02i4HO20 yKnady € anbmepHamueHa i amoMHa eHepaemuka, oxopoHa 30opoe ‘s, oceima, asiayisi, kopabesnbHe i sepc-
mamo6ydyeaHHsl, elekmpomexHika, mesniekomyHikayii ma iH., a tio2o "knroqoei gpakmopu"” — iHgpopmayiliHi ma komyHikauiliHi mexHonoezii, 6iomex-
Honoeil, HaHomexHoJsogzii. PopMysaHHsI WOCMOi MexHOo102i4YHOIi NnapaduamMu icmMomHO mpaHcghopMye cmpyKkmypy npodyKmueHuUX cus i cucmemy
8UPO6HUYUX 8IOHOCUH, 3MiHIO€ NPOdyKm i npoyec lio20 NpPocyeaHHs1 8 Pi3HUX cghepax: oxopoHa 300poe s, oceima, eHepaemuka, KOMyHaslbHi noc-
nyau i m.@. lcmomHo 3MiHIOIOMbCSA SIKICHI Xapakmepucmuku rnocsiye i mosapis, a makox nidsuwyemscsi pieeHb docmynHocmi MamepianbHux i
HeMamepianbHux 6n1a2 Ans ecix 2pyn HacesieHHs1. Y 38'A3Ky 3 yuM egheKmueHicmb iHK/IIO3UBHUX iHiYiamue eumazae KoHconidayii 3ycunb 2poma-
OsIHCbKO20 cycninbcmea, depxasu i 6i3Hecy, pedhopMye8aHHSI cucmeMu oceimu i cmeopeHHs ymoe Onsi nidsuujeHHs1 pieHss Momuseauit i coyianbHoi
sidnoeidanbHocmi cycninbcmea.

Knro4oei cnoea: ekoHomi4yHa Kpu3a; wocma mexHosio2iyHa napaduama; 6io- i HaHomexHosnogil; iHKkII3ueHicMb.

E. MpuwHoOBa, A-p 3KOH. HayK, Npod.

KneBckuin HaumoHanbHbIN yHUBepcUTeT UMeHn Tapaca LLleB4yeHko, YkpauHa,

W. BepexHasi, A-p 3KOH Hayk, npod.

Fondo Bateral para el Desarrollo en Transiciéon Chile — Unién Europea, CaHTbsaro, Yunm,
E. MuxypuHckas, A-p 3KOH. HayK, npod.

Fondo Bateral para el Desarrollo en Transiciéon Chile — Unién Europea, CaHTbsro, Yunm,
A. BepexHoW, A-p 3KOH. HayK, MeHeXkep No NocTaBKam

Hunland Impex BV, HupepnaHabi
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O60cHO8aHO, YMO 3KOHOMUYECKUUl KPpU3UC HOCUM YUKIUYHbLIU XapaKkmep u cesi3aH co CMeHOU mexHosio2u4eckoli napaduemMbl. IKOHOMUYeE-
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coyuanbHbIX, 3KO/I02U4EeCKUX U MouUMuYeckux nompsiceHusix. B wecmolii mexHonozauyeckoli napadusme 3akoHoMu4eckuli pocm ob6ecrnevyusaemcs
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4yeeble ¢hakmopbl" — UHGhOPMaYUOHHbIE U KOMMYHUKayUOHHbIe mexHosio2uu, 6uomexHosiozuu, HaHomexHonozuu. dopmupoeaHue wiecmoil mex-
Hoso2uyeckoli napaduambl cywecmeeHHO mpaHcgopmupyem cmpykmypy npou3eoodumesibHbIX Cusl U cucmemy npou3eodcmeeHHbIX omHoule-
Hul, MeHsiem npodyKm u npoyecc e2o NPodewxeHuUsi 8 pa3iuYyHbIX cghepax: 30pasooxpaHeHue, o6pa3osaHue, IHep2emuKa, KOMMyHasbHble yciy-
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THE IMPACT OF THE LUCAS CRITIQUE ON MACROECONOMICS:
A BRAIDING OF ECONOMIC AND CYBERNETIC INSIGHTS

The Lucas Critique has attracted discussion since it was published in 1976. This article evaluates its impact on the
epistemology of Macroeconomics. It probes deeper than an analysis on Rational Expectations into a debate on theory and
practice in macroeconomics. The originality of the research concerns the convergence/divergence between the Keynes and
Lucas critiques of econometrics/econometric policy. The paper updates and refines Lucas's contribution to econometric policy
evaluation framed by the Keynes — Tinbergen — Friedman — Lucas literature. The exegesis uses the expertise of the authors (one
a cybernetician and one a macroeconomist) to provide a novel and stimulating platform for further debate.

Keywords: Lucas Critique, Micro/macro divide, Rational Expectations.

1. Introduction the last three centuries but analyses the philosophical
This paper takes a meta view of the epistemology of underpinnings of economics as a discipline. The paper is a
Economics. It does not concern itself with the differences critical appraisal based on a nuanced literature survey of

between the different schools which have developed over the contributions to econometric policymaking covering
© Moscardini A. O., Lawler K., Vlasova T., 2021
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Tinbergen's structuralism, Keynes' refutation in his review
to the United Nations in 1939, Friedman's essay on
Positive Economics, the Lucas Critique in 1976 and recent
writings by Krugman in the 2000's. Although the literature
on comparisons of the Lucas -Keynes critiques in relation
to modelling methodology is sparse, the selection offered
can be seen as a convenient skeleton on which to frame an
original interpretation using second order cybernetic
thinking. Hidden in these critiques are many economic
issues but the authors believe that the metaphor of
equilibrium plays a central role. Unfortunately, the word
"equilibrium" (as is the case with many economic terms)
has different meanings when used in different schools and
by different economists. A short glossary is therefore
provided which details the meanings used in this article.

e Reality — this is "what is". The debate is whether
reality is an independent entity outside and independent of
homo sapiens (absolutist view) or an entity constructed by
homo sapiens (constructuralist view)

e Equilibrium — its strongest meaning is when a
system exists a state in which all variables are in balance
or harmony. Deviations from this state are regarded as
temporary perturbations and there is a systemic pressure
to return to the equilibrium state.

e Homeostasis — is a weaker form of equilibrium
when variables relate to each other in a self-correcting
way using negative feedback. It can be called a dynamic
equilibrium which means that the state is in balance, but
this balance is not static.

e Homeorhesis- is the weakest form of equilibrium
where there is a restoration of a flow. There is systemic
adjustment not back to an initial stable equilibrium, as in
homeostasis, but to some future stretch of the time
trajectory. It focusses on the path not the destination. For a
dynamical system, order and normalcy is maintained under
internal and external disturbances.

e Systems Thinking — does not regard a system as an
agglomeration of independent parts. It concentrates on
relationships rather than identities. This allows properties to
emerge in the whole that are not present in the parts.

e Cybernetics — first order cybernetics is used to
describe the work initiated by Weiner and concentrates on
feedback and circular reasoning. This is the meaning
ascribed by Leijonhufvud [53] which focused on feedback
control. The authors focus on second order cybernetics
where the observer cannot be disentangled from the system.
This has ramifications in measurements and objectivity.

e Structural Model — this is used by many economists
to mean a linear model.

e Static Model — this is used by Economists to mean
that time is not used as a variable. Entities and
relationships are defined as fixed.

e Keynesian economics. A distinction is made in the
text between what Keynes perceived to be the main thrust
within his own theory [41], compared with Hick's famous
suggested interpretation of the General Theory [33].

e Keynesian Thoughts: These are taken from
voluminous repository of papers (30 volumes) of John
Maynard Keynes.[45]. These papers, letters reviews reveal
Keynes philosophical perspectives on economics.

2. Philosophical Issues

The issues raised by Lucas cannot be viewed in
isolation. They are an instance of various epistemological
queries that have existed since the inception of Economics
as a discipline. The articles discussed are by necessity
selective but chosen to cover all major issues.

2.1. The Invisible hand

Adam Smith lived at the onset of the Industrial Revolu-
tion which was the stimulus for great intellectual debate

about how an orderly society could grow and be governed
[34] argues that it was the change in feudal land tenure that
enabled landowners to consolidate their position and thus
plan long-term investment in agriculture which resulted in the
accumulation of wealth. Tax revenues controlled by parlia-
ment were then used to build a formidable navy which gave
control of the seas and had a significant influence on interna-
tional trade which contributed yet more to the growth of the
wealth that fuelled the Industrial Revolution. This is hindsight
but illustrates the combination of the prevalent political and
economic forces which were taken up by Smith.

Although Adam Smith is regarded as the first Western
economist, he regarded himself more as a moral philoso-
pher who later applied his ideas to economics. His ideas
are more clearly espoused in the "Theory of Moral Senti-
ments" [40] where he tried to explain how ordinary men
can resolve their differences and live in a reasonable har-
monious manner most of the time. At the centre of this
work lies the concept of equilibrium but Smith departed
from the prevailing ideas which were the strong version of
equilibrium as an ideal state. This mechanical metaphor
originated with Newton and was adapted by science into
"the scientific paradigm". Smith introduced an element of
uncertainty into Newton's machine and tried to determine
what the restoration mechanism might be. He opposed
Hobbes who argued that an equilibrium state be imposed
by the absolute power of government but saw equilibrium
arising naturally from the interaction of humankind. He
postulated an innate tendency towards balance arising
through moral sentiments, in particular "sympathy" which
he defined as "fellow-feeling". This was an invisible force
that returned the state to equilibrium. Although there were
general rules, they are imprecise because of the indeter-
minism and unpredictability of human behaviour. He be-
lieved that small actions and the emotions of people could
lead to a greater good.

Smith's work "The Wealth of Nations" is regarded as
the first western economic treatise where the equivalent
of "sympathy" was competition which behaved as "an
invisible hand." Here, one person's drive for betterment is
directed against another. It is in the unintended outcome
of this competitive struggle for self-betterment that the
invisible hand regulating the economy shows itself. Smith
tried to create a "machine for growth" which involved
moving from the strict form of equilibrium to homeostasis.
He states:

.. some obscurity may still appear to remain upon a
subject in its own nature extremely abstracted"” [79]

showing that he is not fully comfortable with these
ideas. Smith was interested in understanding how an
ordered society could function and thus he created more of
a theory than a practical tool. Despite this, his theory
especially the invisible hand, was mentioned six times in
Samuelson's general equilibrium study.

"Smith was unable to prove the essence of his
invisible-hand doctrine. Indeed, until the 1940's, no
one knew how to prove, even to state properly, the
kernel of truth in this proposition about perfectly
competitive market" [73].

Smith recognises an economy which has causal ori-
gins and is tending towards some sort of long-term equi-
librium, but this is an abstract concept. He is aware of the
imperfections of human nature and thus an economy will
not run as a machine. Perhaps this is why he does not
create a mathematical form for his theory as he realises
that the precision needed does not and cannot exist. He
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was aware of the difficulties in measuring economic vari-
ables and believed that their relationships should be un-
derstood (a systemic view). He also questioned whether
the functional dependency needed for a mathematical
formulation could be obtained. This also questioned the
role of deductive reasoning in economics. He was warn-
ing about what Ryle [70] calls category mistakes and try-
ing to separate theory from practice.

"If doing economics is just one other means of "reading”
the world, and consists of no more nor less of
"commentary” on it, then one can at least challenge the
first order, epistemological privilege that is accorded to
high economic theory and/or econometric analysis" [8].

Many elements of modern cybernetic theory and sys-
tems theory can be seen in his thoughts. The idea of an
invisible hand is similar to Newton's concept of "gravity"
which was only apparent from its actions. Einstein created
more detailed models of gravity but its essence in still invis-
ible. We thus have the intriguing situation where an un-
known can be usefully employed in a working theory. A
cybernetician would substitute "competition" by "organisa-
tion" Everything is organisation" [9] A complex organisa-
tional system is organisationally closed but in a structural
relationship with its environment (homeostasis) The ap-
proach today would be to use a "network" metaphor [10]
instead of a mechanical one.

Smith is also recognising what is now termed
emergence where the outcome is an unintended
consequence of the parts.[79] This is a major component
in non-linearity and the concept of a system. At the time,
the consequences of people's actions (practice) were not
known or even foreseen, but it was thought there is a
convergence of ideas (theory) and behaviour (practice)
that would lead to future unanticipated events. Smith
describes the conditions that correspond to what is now
termed a "free market". His concept of economic
equilibrium is an ideal condition toward which a market is
constantly and freely moving. Building on this
assumption, mathematical models through Marshall [62]
and Walras [87] became the sui generis of Economics.
Many of these insights were taken up by Keynes which
resulted in an epistemological crisis in 1939.

2.2. The Keynes Critique 1939

In the 1930's, a prominent theory on the microeconomic
determinants of inequality was that of Tinbergen [59] who
shared the first Nobel Memorial Prize in Economic
Sciences with Ragnar Frisch in 1969 for having developed
and applied dynamic models for the analysis of
economic processes [16. 17] . He is widely considered to
be one of the most influential economists of the
20th century and one of the founding fathers of
econometrics [59]. Keynes' review, undertaken for the
League of Nations in 1939, published in The Economic
Journal, is a devastating critique of Tinbergen's
econometric work [44]. In a letter to Harrod [30] prior to the
Economic Journal review, Keynes outlined the restrictive
and illusory character of the assumptions underpinning the
Tinbergen econometric models. Specifically, he dealt with
completeness, homogeneity, stability, measurability,
independence, linearity and uncertainty [30].

Where Tinbergen tried to count and quantify different
factors which influence cyclical movements in economies,
Keynes maintained that a complete list of all the relevant
factors would be required to avoid misspecification and
spurious causal claims and that such a list would be
impossible to construct [44]. To make feasible econometric
inductive inferences, the system under examination needs
to exhibit a large degree of 'homogeneity.' According to

Keynes most social and economic systems (especially
from the perspective of historical time series) lack such
homogeneity. Tinbergen assumes there is a stable
temporal relationship between the econometric variables
[82]. However, Keynes argued that it was not possible to
make inductive generalisations based on
correlations/regressions from long time series samples
[44]. Tinbergen's model also assumed that all relevant
factors were quantifiable. Keynes doubted if it is possible to
quantify phenomena such as expectations, political,
economic and psychological factors. Tinbergen assumed
that the instrumental variables to be independent whereas
Keynes argued that in a complex, evolutionary system like
an economy, independence is a profoundly improbable
assumption to maintain. To make the models tractable,
Tinbergen assumed the relationships between the
variables to be linear [82]. This was standard practice, but
Keynes argued that non-linear relationships were most
probable over the trade cycle. Finally, regarding
uncertainty, Keynes, queried, on epistemological and
ontological grounds, if it was possible to measure
uncertainty using probabilistic risk procedures. There are
two views about the meaning of uncertainty: one view is
that "true uncertainty" is the same as the view that Keynes
promulgated, namely that uncertainty in economics focuses
on unknown events for which no probability function can be
assigned. The other view, espoused by modern
econometrics conceives of known events where stochastic
processes exist but where the respective parameters are
unknown or not knowable. Keynes's uncertainty is not used
in current econometrics. According to Keynes [41] "we live
in a world permeated by unmeasurable uncertainty". Few if
any of Keynes's contemporaries understood Keynes's
interpretation of non-numerical probabilities. However,
Keynes made this point stridently [41] in considering the
pervasive influence of uncertainty in aggregate
consumption and investment decisions [41] Nonetheless,
this view is normally discarded by classical theory. It can
be seen that Keynes' issues with the Tinbergen's
econometric philosophy were profound.

"the basic, fundamental conflict between Tinbergen.
and Keynes...... , is over the application of probability to
conduct (decision making). Kalecki and Tinbergen are
both frequentists, who believe in precise and exact,
additive probability. Keynes was a logician who,
proposed non-numerical probabilities, which were
inexact, non -additive and imprecise, could be
integrated with evidential weightings" [4].

In his thesis of 1968, Leijonhufvud [53] argued that in
broad outline Keynes's own theory was a cybernetic one.
But here Cybernetics is used in a different sense to the
authors. Leijonhufvud refers to the first order cybernetics
introduced by Weiner [88] which was heavily dependent
of feedback and circularity. Leijonhufvud (ibid) did favour
homeostasis over equilibrium, regarding the economy as
having no long-run objective but a dynamical system
whose behaviour over time can be studied regardless of
whether or not it approaches any particular reference
point. Leijonhufvud (ibid) could also invoke homeorhesis
when he states:

"It might exhibit a strong attraction to certain reference
points, but there will be circumstances under which it
will not converge or will converge slowly or non-
monotonically”.

Keynes can thus be regarded as a prototype second
order cybernetician in that he did not believe in the deus ex
machina — the auctioneer who is assumed to furnish,
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without charge, all the information needed to obtain the
perfect coordination of the activities of all traders in the
present and through the future.

Econometricians at first took Keynes's devastating
criticism seriously [2, 49, 69]. The debate on the role of
econometrics previous to Haavelmo [26] developed
econometric procedures in probabilistic terms. Haavelmo
(ibid) adroitly eluding the technical issues raised by
Keynes, proposed a new framework which short-circuited
the Keynes — Tinbergen — Koopmans controversy [52].
Haavelmo [26] proposed that actual data sets have to be
chosen as complements of theoretical variables, and
declarations inferred from theory must be backed by
empirical data. Verification of such propositions do not
necessarily sanction compliance with underlying theory,
since the same prediction/hypothesis may be consistent
with disparate theories. By means of this perception
Haavelmo [26] was able to circumvent Keynes's disquiet
about the lack of completeness of a list of all factors.
Haavelmo [26] contended, that it is conceivable to use a
regression equation comprising an incomplete list of causal
factors, by the verification of parsimonious hypotheses
which are nonetheless perspicacious in increasing
knowledge [19]. Therefore, Haavelmo [26] articulated that
both theoretic and observable variables should be
envisioned as stochastic entities to rebuff Keynes's
pronouncements to Harrod [29]. Haavelmo [26] maintained
that statistical testing is a mechanism to derive inferences
as to the nature of the mechanisms or propositions which
generated the original data [19].

Haavelmo's philosophy (which conceived the role of
econometrics to be an inferential paradigm embedded in
stochastic terms) provided the footing for the empirical
methodology embraced by Cowles Commission which
pioneered sophisticated developments in econometrics [5].
The Cowles Commission's distinguished staff have
included many Nobel Laurates including Haavelmo,
Koopmans, Debreu, Simon, Klein, and Stiglitz. According
to Christ [5], the Cowles Commission, in the years after
Keynes's formidable appraisal of Tinbergen's methodology,
subscribed to a corpus of precepts which constitute an a la
carte menu of current econometrics. These include :
simultaneous economic behaviour; linear equations and
disturbances; systematic, observable variables without
error; discrete as opposed to continuous variable
changes; a priori determination of exogenous versus
endogenous variables; the existence of reduced forms;
independence of the explanatory variables; a priori
identified structural models; normal distributions
disturbances with zero means, finite with stable co-
variances and dynamically stable systems of equations

One way of approaching Keynes' objections is to
examine the difference between theory and practice. The
authors believe that knowledge is a concrete human
activity which recognises the facts of the world in which it
interacts. Predictions are intelligent guesses — nothing
more. They are not accurate depictions of the future — that
is clairvoyance. After a prediction is made, it must be
checked and depending on its accuracy, decisions are
taken, or the prediction amended.

In terms of macroeconomic theory, Keynesians were
critical of the new classical theorist's utilisation of
instantaneous market clearing in general equilibrium
models [7, 11, 18, 20, 24]. Moreover, Trautwein [83] argues
that Leijonhufvud maintains a similar perspective in his
portrayal of DSGE models proposed by new Keynesians.
However, new Keynesians argue that general equilibrium
models inspired by Walras [87] are not relevant [7] because
real mixed economies normally experience slow price

/output reactions because adjustment to equilibrium is
gruelling due to market "frictions". Hence modelling
economies experiencing shocks, under the aegis of general
equilibrium is likely to be ambiguous and not suitable for
examining economic crises. Free market mixed economies
are not dependent on the tenets of general equilibrium
theory [7]. Capitalist economies still endure whether general
equilibrium models are empirically verifiable or not. Applied
economics research aims to understand agent behaviour
and explore paths for improvement. Classical and new
classical theorists, however, embrace the view that free
markets are self-stabilising which runs counter to ideas of
Keynes and the Keynesians . New classical and original
classical theorists contend that if the economy is shocked
into disequilibrium the price system reacts quickly to regain
equilibrium. Classical theorists typically argued that given
wage — price flexibility Say's Law automatically restored
equilibrium. Applying Say's Law allowed Classical theorists
to propose that disequilibria were ephemeral because
aggregate production vyields sufficient income to move the
economy back to equilibrium [41].

Keynes foreshadows modern cybernetic thinking which
recognises that elements can exhibit different behaviour
dependent of its level of recursion. A human need not
exhibit the same behaviour when acting as an individual as
when acting in a group situation. This conflicts with Adam
Smith who believed that individual self-interest would
replicate itself in group self-interest. Keynes also
recognised that changes in behaviour cannot be attributed
to external causes. Recent cybernetic thinking is that
external events (shocks) will cause a human to examine
his behaviour and will only be a potential stimulus to
change. (Complex Adaptive Systems).

"The macroeconomics of John Maynard Keynes is then
revisited to provide an example of how some
economists in earlier times were able to provide
powerful economic analysis that was based on
intuitions that we can now classify as belonging to
complex systems perspective on the economy" [13].

The actual change will be made by the element
according to its own set of rules- culture, religion, tribe,
nation, politics even the way it feels at the time. This is the
case when Keynes disputed Tinbergen's research
methodology. Keynes claimed that it was unrealistic to
assume a "state where there is no changing future to
influence the present” [41]. This was the basis for the
Lucas Critique which argues that rational expectations
cause agents to make reasonable predictions derived from
economic theory based on optimisation principles.

2.3. The Influence of Friedman

The next important contribution to the role of economic
theory was provided by Friedman in 1966, where he
introduced the ‘“instrumentalist "role of modelling",
specifically:

The relevant questions to ask about the "assumptions”
of a theory is not whether they are descriptively "realistic
for they never are, but whether they are sufficiently good
approximations for the purpose in hand. And this question
can be answered only by seeing whether the theory works,
which means whether it yields sufficiently accurate
predictions [14].

"

Friedman is arguing here that the strength of a theory
(model) should only be judged by its outcomes in the sense
that its predictions agree with what is perceived to be
"reality". This is a problem if one believes in a constructed
i.e., subjective reality which rests on assumptions.
Freidman's (ibid) thesis is based on the existence of
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regularities in nature from which "general laws" can be
discovered. The prime task of economic theorists is to
search for these laws which can then be verified by
accurate prediction and thus produce an economic truth.
There is a logical sequence here: empirical data is
gathered, general laws are discovered using induction,
deductions (predictions) are made which are then tested. In
this view, theories are only instruments for making
predictions. There can be no clear resolution to this polemic
as outcomes rest on the philosophical beliefs of the user: for
example, whether reality is constructed or absolute and
whether there is an economic equilibrium. The authors
favour the view of Cullenberg [8] that there are multiple
bases for knowledge production, and it is impossible to set
up criteria for deciding the "correct" one. Often the
observations (data) used to test the predictions are selected
to fulfil that purpose, thus producing tautologies.

Friedman initiated a useful methodological debate
which reveals differences between theory and practice and,
at a deeper level, the relationship between deduction and
induction within economic epistemology [39]. Friedman
concedes that the purpose of a theory need not only be
prediction but could be understanding which is about "why"
rather than" what" happened. The authors thus believe that
predictive models can only apply to the limited context in
which they are posed and even then, may not predict well
due to unforeseen circumstances.

One of Friedman's key insights was that
"expectation" was relevant to what actually happened
e.g., his work on the augmented Phillips curve. Contrary
to Keynes, he believed that "long-term" macroeconomic
forecasting was possible although his view of the "long-
term" was the time required for expectations to become
aligned with reality [14]. Friedman's focus on adaptive
expectations was a forerunner of the Lucas Critique
although evidence is that he did not fully believe in
rational expectations [134, 15]. Friedman's view of
expectations were more adaptive than rational.

2.4. The Lucas Critique 1976

In 1969, Phelps wrote; "The New Microeconomics in
Inflation and Employment Theory", in which he explained
how money surprises could have real effects in the
absence of nominal rigidities, using as an example markets
physically separated; this metaphor is nowadays known
as Phelps' island parable [66]. Phelps used the concept of
adaptive expectations (which was central to Freidman) and
then extended by Lucas by a seemingly innocuous
assumption of rationality in his publication "Economic
Policy Evaluation: A Critique" which questioned the ability
of empirical economics to correctly model, test, or predict
the economy [58]. This is since known as the Lucas
Critique and caused a major upheaval in macroeconomic
theory. Tinbergen-type structural models had been
endorsed by Samuelson [72] when, for example, he argued
that the Phillips Curve could be portrayed as a long run
structural equation, thereby enabling a montage of macro-
economic policy options for governments [71]. At this time
economists exuded the confidence of control engineers
[61, 86]. Lucas's critique challenged Tinbergen- type
models stating that they were inconsistent with the
assumption of ‘"rational" expectations [63], which
undermined the raison d'etre of macroeconomic policy
intervention. The Lucas Critique denied the notion that the
macroeconomy could be controlled by identifying specific
failures of the Tinbergen-type econometric models where
parameter stability in regression equations is dubious.
Within this narrow focus, regarding stability and
homogeneity issues, Lucas can be seen as restating some
key criticisms that Keynes had levelled at the methodology
and practice epitomised by the Tinbergen paradigm
regarding specification bias [64].

The Lucas Critique concerned the feedback link (called
rational expectations) which changed the relationship
between microeconomic  agent behaviour  and
macroeconomic theory. (see Fig. 1).

Microeconomic
Assumptions

Macroeconomic
Theory

N o —

Expectations

Fig. 1. The links between micro and macroeconomics

The core of the problem was that the linear equation
models of the macroeconomy (typified by Tinbergen-type
models) assumed that private agent behaviour was
disconnected from a changing policy vector Thus the policy
maker could formulate  macroeconomic  policies
independent of agent behaviour. However, if agents have
rational expectations of policy variations, the policymaker is
denied control of the macroeconomic system, because the
agent's behaviour will change and render policy ineffective
[74]. Thus, there is link from microeconomic behaviour to
macro behaviour. Lucas emphasizes that rational agents
can only realise the consequences of a government policy
change by knowing the economic model used by the policy
makers (the "true" model) and hence this model must
consistently explain effects of policy deviations [47]. This
can be difficult as in in the case of wage setters, labour
markets and phenomenon such as Stagdflation. Discounting

perfect foresight, in formulating a model with consistent
expectations, an agent must initially choose the "true
model" perhaps based on the "wisdom of the crowd".
Because a rational agent needs to evaluate the
consequences of a policy option within an available model;
the model will often be superseded by uprated theories that
convey superior opportunities.

The possibilities of such undermining of policy by
rational expectations is undisputed today. What can be
discussed is the accuracy of these expectations and their
widespread use. Both links of the feedback loop in figure
one need to be investigated.

For the upper link, the Tinbergen-models assumed that
the micro economic variables were independent and
stable. If this is not the case (and Keynes suggested that it
isn't), then their models cannot provide accurate
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predictions. In Lucas's Phillips curve exemplar, relative
prices are constant by assumption; whence a
disequilibrium (or suboptimal outcome) emerges caused by
agent confusions regarding aggregate labour /product price
levels. Applying this assumption, Lucas jettisons (in
opposition to Keynes) the hypothesis that in a
microeconomic labour market, causal relationships depend
on macroeconomic issues. But, in the Critique Lucas does
not provide a narrative for microeconomic market
mechanisms whereby market prices are established
regarding demand conditions, so the concept of feedback
is not present. In such cases, then the idea underlying the
Lucas approval of the requirement of micro foundations
pre-determine macroeconomic  phenomena lacks
substance since all market relationships are
interdependent. In labour markets, income effects, and/or
insider/outsider issues may engulf relative price effects. It
is difficult to judge which micro relationships are more
essential than others. One microeconomic relationship
cannot be considered more essential than another
especially in the context of potential employment/output,
effects at industry levels of aggregation. This idea was first
developed by Triffin [84] in a critique of the theory of
monopolistic competition Perhaps a version of the model
insinuated by Triffin [84] that is superior to that which
Lucas explicated, is a model where the quantity/labour
supplied in each industrial market is positively correlated
with the inputs/outputs supplied in all other markets and
where an increase in the inputs/outputs supplied in one
market tended to increase demand in all other markets
and vice versa. In that case, deviations from aggregate
supply would tend to be cumulative with multiplier effects
entailing a more complex transmission mechanism. In
such cases inflationary and/ or disinflationary booms
might occur given a Triffin-type general equilibrium
perspective on industrial completion [78, 84].

Lucas focussed on the lower link. One immediate
difficulty is that if agents' base predictions on a given time
series it follows that if regime change causes the times
series to alter so will agent behaviour. It is not clear how
agents can use rational expectations in the context of
bubbles or acute external shocks since by extension no
times series exists. Lucas argues that rational expectations
require that the macroeconomic models must not only
exhibit model consistent expectations but also take into
account the ephemeral nature of the model itself. Consider
an example relating to a positive fiscal policy boost. Most
Lucas Critique "immune" theoretical/econometric models
contend that the long-run effect of a fiscal boost results not
in a rise output but a rise in the aggregate price levels.
Rational expectations models predict that a rational agent's
response is to raise prices immediately decreasing the
output effect of a fiscal expansion to zero. However,
considering the Lucas Critique in the Phillips curve
example, raising prices may not be the rational response.
This is because a rational agent may know uprated models
where the best response is to do nothing on prices or
lowering prices. In the Phillips curve models Nash
bargaining outcomes might lead to lower prices. In Lucas's
view, there can only one rational policy option. This case
arises when the ultimate, undisputed "true" model is
universally known and available Are such cases plausible?
If the "true" model was common knowledge, or that the
"true" model was being progressively enhanced rational
agents would decide to do nothing in oligopoly [84]

Rational expectations as depicted by Lucas in the
Critique requires an augmented choice criterion for the

context of what Keynes considered to "be true
uncertainty" [41]. The message of the Lucas critique is
ontological, driving an inexorable search for super -
exogeneity in econometric model parameters. Therefore,
the Lucas Critique may be viewed as an assiduous
research incentive towards encompassing known
"uncertainty" into economic theory. Rational expectations
or feedforward modelling could be understood as a means
of facilitating decisions in the face of otherwise paralysing
Keynes -type "true uncertainty". [4, 41, 42].

Because of the Cowles Commission's acceptance of
the stochastic approach, Keynes' strident critique of
Tinbergen -type econometrics had been marginalised and
the tricky issues regarding causal inferences lay buried
until 1976 [51, 64] However, nowadays econometricians
recognize that most of the problems Keynes raised were
fundamental and his warnings such as those relating to
business cycles are still relevant. The Lucas Critique
essentially provides the intellectual basis for
understanding Keynes critique of Tinbergen with regards
to  stability, completeness, independence  and
homogeneity in statistical time series research. To a
degree the Lucas Critique is a special /niche case of
Keynes's generalised appraisal of
econometric/mathematical methods in economics [43].

2.5. The Legacy of Lucas

In his critique, Lucas [58] censures the macro-
econometric policy paradigm inspired by Tinbergen-type
models characterised by Klein [48] for failing to encompass
fundamental microeconomic agent optimisation
behaviours. This new classical critique led by Lucas [55,
56, 57, 58] and Sargent [75, 76] respectively, signalled a
revolution in macroeconomic theory. In particular, the
Lucas Critique argued that macro-econometric models
needed to be built on micro-foundations, espousing rational
expectations about the way that individual agents formed
future expectations. This revolution meant that the New
Classical School gained ascendency in macroeconomics
sparking a resurgence in macro -econometric modelling
based on a search for the existence of stable long run
parameters [3, 31, 32].

In the decades following the Lucas Critique, the
microeconomics  /macroeconomics  divide  widened.
Macroeconomics was seen as esoteric based on curious
psychological notions such as the marginal propensity to
consume. By contrast microeconomic theory was
esteemed as pristine, being grounded in rigorous
mathematical derivations of consumer/producer behaviour
based on the principle of utility/profit maximization. Thus,
microeconomics was portrayed, both in partial and general
equilibrium terms as the gold standard. Economists were
urged to repose in the tranquillity of microeconomics (the
area with solid substance). In the late 1990s, a quasi-
theoretical consensus was achieved when new Keynesians
integrated rational expectations into their macroeconomic
models based on imperfect markets (Goodfriend, 1997).
This quasi consensus engendered a hew macroeconomic
paradigm called the new neoclassical synthesis which
displays New Keynesian aggregate demand/monetary
features and new classical supply side norms [22].

The theory of rational expectations stigmatised the use of
macro-econometric models based on large systems of
equations as irrelevant. Predictions attached to large-scale
econometric models particularly the Phillips curve appeared
to be imprecise [36]. The New Classical School saw this
inaccuracy as being the result of instability in the parameters
of equations in the Keynesian models which excluded the
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impact of policy change but the Lucas Critique disagreed
arguing that, if a causal relationship between economic
variables is widely known to be consistent, then policy
makers, when developing future policies, cannot exploit that
causal relationship because agents fully anticipate the new
arrangements and policy targets are thereby foiled. The spirit
of the Lucas Critique is exemplified by the Friedman-Phelps
— Sargent thesis. [14, 65, 66, 74] namely that, monetary
policy permitting inflation would fail to diminish
unemployment because wage setters would adjust their
wage expectations of future inflation, so negating the
monetary stimulus. Fischer [12] however, reversed this
conclusion using Sargent's rational expectations model in
staggered wage setting environments.

An example of how economic theory has incorporated
rational expectations is the attempt to run traditional
feedback demand for money models against feedforward
rational expectation models. In this respect Hendry [31]
found, in an analysis of the M1 money aggregate in the UK
that: "A statistical theory-model to discriminate between
rival pure feedback and feedforward models was presented
and the role of changes in the marginal models for the
expectations processes was highlighted. The analysis
reveals that for sufficient change in the marginal
processes, it is feasible to tell the model types apart
despite their similarities. In the particular example of the
M1 aggregate the expectations interpretation of the
conditional model was rejected". Moreover, Stanley [80] in
a meta-analysis of the omnipresence of the Lucas Critique
in econometric modelling found that:

"Although there is great dissonance concerning the
Lucas critique, our meta- analysis revealed how the
apparent applicability of the Lucas critique may be
attributed to misspecification and the manner in which
expectations are treated. When models with questionable
specification are discounted, empirical support for the Lucas
critique vanishes".

In support of this proposition Abbott [1] shows in an
advanced cointegration study of the aggregate demand for
beer in the UK, that surprisingly after a decade of
significant government intervention in the industry all
demand coefficients for beer demand in the UK tested as
stable. This evidence is consistent with Stanley's (ibid)
finding that perhaps in the context of properly specified
econometric procedures empirical support for the Lucas
critique disappears. Thus, empirical tests that seemed to
undermine the very basis of rational expectations [80].

Sargent and Lucas [76] suggest that rational
expectations will help solve the identification problem by
introducing a new set of "cross-equation restrictions."
However, the parameter identification issue in all macro-
econometric models awaits convincing solution, this
includes the modern practise of using Bayesian priors [78]
which only increases the number of parameters to identify.
Keynes in a letter to Koopmans [49] argued; " In much of
the statistical research, in order to get enough
observations, they have to be scattered over a lengthy
period of time; and for a lengthy period of time it very
seldom remains true that the environment is sufficiently
stable. That is the dilemma of many of these enquiries,
which they do not seem to me to face. Either they are
dependent on too few observations, or they cannot rely
on the stability of the environment. It is only rarely that
this dilemma can be avoided." This was a key element in
Keynes' critique [46].

There has been a sea change in recent years led by
Nobel prize winners such as such as Krugman and Stiglitz.

They argue that macroeconomic theory does make
successful predictions and any failures are not due to the
theory but to the failure of economists to believe them.
Utility Maximisation which is one of the foundations of
microeconomics is not a fact about the world; it is also
derived from similar psychological thought experiments,
disparaged in macroeconomics. Krugman [50] makes the
point that neither microeconomics or macroeconomics is
useless nor that either sub paradigm is superior. The effort
to make macroeconomics more and more like
microeconomics — to establish everything in rational
behaviour — is seen now as destructive [67] Krugman [50]
believes that the second part of Lucas Critique — namely that
rational  expectations  heralded the demise of
macroeconomics since macroeconomics might become a
branch of applied microeconomics is false. Both sub -
paradigms provide a classic example of the difference
between theory and practice. Proponents in both areas have
realised that even robust theories cannot achieve anything
unless they have the backing of strong government.

3. Cybernetic Comments

A cybernetic view of the Lucas Critique would consider
several issues:

e Recursion. Cybernetics accepts that every entity
has two identities — it exists as a whole and also as a part
of a bigger whole. These are not either/or but are
contemporary and simultaneous occurrences. Which
aspect is operative depends on the observer? An economic
activity can be seen from a macro or a micro viewpoint.
The task is not to connect from microeconomic events to
macroeconomics but to adjust the observation [41]. One is
either looking at the economic "event" as complete in itself
or as part of a larger event. This is the basis for the
rejection of an independent i.e., objective reality. Keynes's
subscribed to this viewpoint and is evident in Gruchy [25]
Current cybernetic theory would suggest microeconomics
and macroeconomics exist at different levels of recursion.
They are linked but because of non-linear behaviour and the
phenomenon of "emergence" (where the macroeconomic
could have properties that are generated by the
microeconomic but do not reside there) they are not causally
determinate. Relationships can be expressed metaphorically
as a pair of ballroom dancers making intricate patterns within
the framework of accepted norms which are flexible enough
to allow ad hoc decisions whilst preserving homeorhesis. It is
interesting that Samuelson [73] used the same "dance
metaphor when describing the progress of economics "two
steps forward and one step back"

o Self-Circularity

Companies maximise some variables and provide data
for the policy makers. Using this data, in a selected model,
predictions are made which form the basis of a policy
which is then implemented. The companies adjust to these
changes and thus generate new data which forms a basis
for new policy etc. Hence performance and policy are in a
continual interplay — homeostasis. Lucas [58] assumes the
companies will reach the same predictions as the policy
makers (using same data and same model) and thus
second guess the implementation. They can then change
their behaviour to adapt to the change or to mitigate the
effects of the change. Thus, the policy will not be fully
implemented. All this means is that the economic dance is
changed — homeorhesis is substituted for homeostasis.
The economy still functions. This anticipation is not
particular to a specific model so that Lucas Critique is a
general observation and is present is all cybernetic models.
Theoretically, it is resonant to second order cybernetics
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where the observer is part of the system. Policy makers
and the agents are all economists and will naturally form
predictions. That these predictions interplay with each
other cannot be avoided. One cannot say what things are,
only how they are manifested. "Models are neither true nor
false but should be useful" [81]. Truth expresses the
relationship of the human collective to the things of its
experience. "There are no subjective or objective views,
just relationships." [68]

e Data. How is the data selected, is there bias in the
selection and how sensitive is the prediction to the
accuracy of the data? Data are measurements but how
does one select the measure for performance? If a
machine is regarded as performing well, it may be inferred
that it is achieving its designed task. But what is the
designed task? This is difficult to pin down. Then how does
one measure that it is achieving the task? There must be
an evaluation or measurement against a standard.
Christianson gives many examples where different
measures (such as RONA and IRR) effect a company's
performance.[6]. If performance means satisfying the
measure, then how does one satisfy a measure. A
measure is a comparator. So, improving performance
means that a certain state is measured and compared with
it timewise. This assumes that there is a desired, known
state which reflects the view of reality. Often this desired
state is seen as an equilibrium one.

e Causality. Even when using the same data and
model, will "rational expectation theory" ensure that the
agents arrive at the same economic predictions as the
policy makers? This would only be possible for
deterministic methodologies. Cybernetics assumes non-
linear behaviour. Thus, a similar solution method could
produce a different outcome. If the agents were
cyberneticians, then they would be playing a dangerous
game in continuously trying to second guess a putative
state. Their time would be better spent in focussing on their
internal problems. It is here also that Keynes was more
prescient than Lucas.

A cybernetician (who is, by definition, an
interdisciplinarian) could not help but notice that that in the
same decade, Lorentz [54] published his paper on weather
predicting, Mandelbrot [60] published his paper on Fractals,
which were linked by Chaos.[21] (Von Foerster [86]
published "Cybernetics of Cybernetics" which introduced
second order cybernetics, and the quantum theorists
began to come to term with the paradox that the measurer
is inseparably linked to the measure. In mathematics,
neural networks, [37] genetic algorithms,[35] and Fuzzy
logic [89] were discovered. A similar debate was taking
part in biology with the discovery of punctuated equilibria
in evolutionary history, the distinction between selection
and sorting, and group selection [38]. The common
thread in these different branches of knowledge is that
dichotomies ceased to be binary objects, but there satisfy
a self-referencing feedback loop and are seen as
complementary rather than distinct.

The authors argue that both microeconomic and
macroeconomic processes drive economic change, and that
macroeconomic change cannot be explained by micro level
optimising alone. The distinction between reductionism and
holism is of little use and in its place a recursive approach is
proposed. This allows for both upward and downward
causation and interaction between levels.

4. Final Comments

The basic idea contained in the Lucas critique is a
simple one. It was that if agents are rational, they can

anticipate policy and will change their behaviour. It targeted
the structural econometric models then in vogue [48] or
econometric models validated by the tenets of the Cowles
Commission) and concluded that macroeconomics could
not be regarded as useful as it could not predict the
behavior of an economy after a policy intervention. In the
Critique, Lucas gave examples of where estimated
parameters based on previous observation may change
their value in a significant and unpredictable way, so
counterfactual exercises of economic policy were pointless
[58]. Generally, the issue of rational expectations was
favourably received:

"The general point made by the critique is correct and
was known before it was so eloquently and forcefully
propounded by Lucas" [12].

Gordon argued that:

“Lucas is right when he says that not all simulations will
provide useful results, however, some simulations may be
useful. This may happen when parameter shifts can be
estimated from the sample data or can be deduced from a
priori theory [23].

But had misgivings about the broader aspects of the
critique:

"but he (Lucas) goes too far when he charges the
'econometric tradition' is fundamentally in error™ [23].

Lucas disagreed with this view replying that:

"Gordon's comment manages to leave the impression
that relatively modest modification of current models will
serve to correct their difficulties. To me, this is like trying to
design an airplane by putting wings on a steam engine" [58].

Lucas perceived fundamental errors in macroeconomic
theory and did not believe it could be rescued by making
modifications in a Ptolemaic fashion or using the Duhem-
Quine thesis [28]. We agree with Gordon in that Lucas was
correct in identifying the problems of rational expectations
(although this was not new or irreparable) but we developed
a rich heritage of economic thought and criticism, which
preceded Lucas (in particular that of Keynes and Friedman)
and that Lucas erred in his opinion of its effect on
macroeconomics. This is the deeper question — the
relationship between microeconomics and macroeconomics.

The relationship between theory and practice is a long-
standing debate [27]. To quote Einstein," In Theory, there
is no difference between theory and practice but in
practice, there is" [77]. The second order view is that
theory and practice are examples of this cosmic dance.
The success of a policy depends on whether and how the
policy is executed. This is the message for economics. It
must exist in two levels of recursion and its theories and
practices are continuously oscillating together. Keynes
foresaw this concurrence. Using classical theory, Keynes
focussed on economic states within a static model. But in
practice, Keynes believed in dynamic processes [25]. As
the son of JN Keynes (a prominent English economist who
advocated the use of both induction and deduction in
Economics) and a member of Cambridge Apostles (which
included, Whitehead, Moore, Russell, and Wittgenstein),
the views of JM Keynes are not surprising. A Systems
viewpoint was evident in all Keynes' work and the authors
see his critique as fundamentally a juxtaposition between
theory and practice. This key issue was undertaken by
Friedman [14]. Gruchy [25] contends that, in Keynes'
conception, economic science involves the notion of "events"
including the past, present and future. Gruchy [25] also
maintains that Keynes used a notion of equilibrium, in the
context of specific labour/capital markets but deliberated on
the balance of "psychological expectations" to explicate
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equilibria when all markets in the economy were at play.
These ideas are consistent with the concept of "process" in
economic events and is also underpinned in Whitehead's
philosophy [25].This is the final conclusion of the paper that
Keynes' thoughts were prescient, foreshadowing many ideas
in second order cybernetic theory.
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BNNMB KPUTUKN NYKACA HA MAKPOEKOHOMIKY:
NEPEMNETEHHA EKOHOMIYHUX | KIBEPHETUYHUX YABJIEHDb

Kpumuka Jlykaca euknukae duckycii 3 MomeHmy ii ny6nikayii 8 1976 poui. OyiHloembcs ii ennue Ha enicmemMos102il0 MakpoeKoHoMiIKu. Bo-
Ha npoHukae 2nubwe, Hix aHani3 "PayioHanbHuUx oYikyeaHb" y de6bamu npo meopiro i NpakmMukKy MakpoeKkoHomiku. OpuziHanbHicmb docni-
O)KEeHHS1 Cmocy€embCsi CX00KeHHs1 / po36ixHocmi mix kpumukoro KeliHca i Jlykaca wjo0o ekoHoMempuKu/eKoHoMempuyHoi nonimuku. OHoenro-
embcs | ymo4Hooembcsi éHecok Jlykaca @ eKOoHoOMempuYHy OUiHKy nonimuku e pamkax nimepamypu Kelinca — TiH6ep2eHa — ®piomaHa — Jlykaca.
Ek3eze3a sukopucmosye doceid aemopie (00uH — KibepHemuk, iHWuli — MaKkpoeKkoHomicm), uy06 HaGamu Hogy i cmumynrody nnamgpopmy
ons nodanbwux debamis.

Knro4oei cnoesa: kpumuka Jlykaca, nodin Ha Mikpo/Makpo, payioHasnbHi 04iKyeaHHsl.

A. O. MockapAuHUW, npurnaweHHbIn npod.

YuuBepcutet Kapaudd MetpononuraH, Benukobpurtanus,
K. Noynep, npod., KOA,

YuuBepcurtet KyBenTa, KyBent,

T. BnacoBa, npurnalieHHbI Hay4. COTp.

YHuBepcutet Hoptym6pun, Benukobpuranus

BNNAHUWE KPUTUKN NTYKACA HA MAKPO3KOHOMMUKY:
NEPENNETEHUE 9KOHOMUYECKUX U KUBEPHETUYECKUX NPEACTABIEHUIA

Kpumuka Jlykaca ebi3bieaem Ouckyccuu ¢ MoMeHma ee ny6nukayuu e 1976 2ody. OyeHueaemcs ee enusiHue Ha 3NUCMEMOJI02U0 MaKpPO3KO-
HoMmuku. OHa npoHuKaem any6xe, YyeM aHanu3 "PayuoHanbHbix oxudaHuli" 8 de6ambl 0 Meopuu U NPaKmMuKe Makpo3KOHOMUKU. Opua2uHanbHoCcmb
uccnedoeaHusi kKacaemcsi cxoxdeHusi/pacxoxdeHusi mexady kpumukol Kelinca u Jlykaca @ omHoweHUU 3KOHOMempUKU/3KOHOMempu4ecKol nosiu-
muku. O6HoenIsiemcsi u ymo4Hsiemcsi eknad Jlykaca @ 3KOHOMempPUYECKyH0 OUEHKY Mosumuku e pamkax aumepamype! KeiiHca — TuH6epzeHa —
®pudmaHa — Jlykaca. k3eze3a ucnonb3yem onbim aemopoe (00uH — KubepHemuk, dpy2ol — MaKkpo3KoHoMucm), Yymobbi npedocmasume HO8YyH0 U
cmumynupyrowyto ninamgopmy Ans anbHeliwux de6amos.

Knroyeenie cnoea: kpumuka Jlykaca, pazdesieHue Ha MUKPO/MaKpo, payuoHasibHble OXUOaHUsl.



