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Preface

The topic of this essay is broad. Much more can be written than I have written here. I hope, however,

to have given my opinion on the development of a general theory. I believe that it is impossible to make

any economic analysis without being influenced by your personal ideology. I have, therefore, attempted

to make sound arguments that I actually believe in instead of attempting to produce a different argument

which I do not hold personally. As the paper is too long Section 3 of the paper can be skipped. Originally

I ommitted section 3 due to page constraints, but I have eventually added it to give the reader a more

complete picture.

I must thank Prof. Woitek for an interesting and engaging lecture from which many of the following

ideas have emerged.

Henry Gruijters
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1 Introduction

QUAM PARVA SAPIENTIA MUNDUS REGITUR1

John Maynard Keynes ends The General Theory of Employment, Interest and Money2 with the

following quote:

”The ideas of economists and political philosophers, both when they are right and when they

are wrong, are more powerful than is commonly understood. Indeed the world is ruled by little

else. Practical men, who believe themselves to be quite exempt from any intellectual influence,

are usually the slaves of some defunct economist.” (Keynes 1936; p.239)

For decades the world has been ruled by the interpretation of the ideas of one economist, John

Maynard Keynes. As can be seen from the first Chapter of “The General Theory”, Keynes purposely

chose to emphasise the prefix ’general’ to distinguish his theory from the dominant theory of the time, the

Classical Theory. Keynes believes the Classical Theory to be specific, limited to the case of equilibrium,

and both disastrous and misleading if we attempt to apply it to the facts of experience (Keynes 1936;

p.9).

Is The General Theory, itself really general? A truly general theory should be applicable within all

general economic circumstances. As we shall see, Keynes’ theory, however, only seems applicable when we

return to Depression Economics3. Whereas an organic economic emphasis found in the classical liberal

tradition based on the ideal of minimal state and open markets, is generally applicable, and antifragile4.

This essay will first discuss the essential elements of human nature which should be taken into account

in any general theory: limited rationality and limited benevolence. Secondly, the essay will deal with

the flawed challenges from (neo)classical economic thought, rational expectations and Post-Keynesian

economics. After which the essay will stipulate where Fiscal Policy, “The General Theory” and other

specific theories fit within a general economic theory.

1.1 Human Nature

The phrase “Robust Political Economy” comes from Boettke and Leeson (2004) and has been expanded

by Pennington (2011). Pennington sees a “robust” set of institutions as one that generates beneficial

results, even under the least favourable conditions (Pennington 2011: p.2). An alternative view of that

same problem is that of Nassim Taleb. For Nassim Taleb,” robust is not robust enough” as he states:

”You need perfect robustness for a crack not to end up crashing the system. Given the

unattainably of perfect robustness we need a mechanism by which the system regenerates

itself continuously by using, rather than suffering from random events, unpredictable shocks,

stressors and volatility.” (Taleb 2012; p.5)

1Latin: with how little wisdom the world is governed
2The Author will frequently refer to The General Theory of Employment, Interest and Money as The General Theory
3This phrase is taken from Krugman (1999)
4Antifragility will be introduced later in this article. For now it suffices to know that it is the opposite of fragile.
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These unpredictable shocks, BLACK SWANS, are the topic of his 2008 best seller. “Antifragility”; is the

antidote to these shocks and the topic of his forthcoming book (Taleb 2007). Anti-fragile systems react

positively to stresses. According to Taleb (2012), we see anti-fragility everywhere in “mother nature”.

Without the stress of gravity, human bone density declines; any athlete will tell you that the human body

is put under stress in the gym to make it perform better when it matters. Evolutionary learning enhances

anti-fragility. We must not be fearful of fragility, but accept it as necessary for progress. Nature is a good

manager of black swans as it has a wonderful ability to regenerate itself and has a great number of self

regulating cycles working without much command and control. So why do we believe a command and

control mechanism is necessary for our political life and economic policy, could we not create inherent

mechanisms? When designing a general theory we should not lose sight of the fact that the protagonists

of the social process (the economy), are, humans. As Mises points out:

”Economics is not about things and tangible material objects; it is about men, their meanings

and actions.” (Mises 1996; p.92)

This means that when designing a theory based on human interaction we must design it in such a way

as to take human weaknesses into account. Two problems are particularly pressing: firstly humans are

bound by a limited knowledge, secondly, human actors have a very limited benevolence.

1.1.1 Limited Knowledge

Keynes is very aware of the knowledge problem in chapter 12 on The state of Long-Term Expectations,

as Keynes writes:

We have to admit that our basis of knowledge for estimating the yield ten years hence of a

railway, a copper mine, a textile factory, the goodwill of a patent medicine, an Atlantic liner,

a building in the City of London amounts to little and sometimes to nothing; or even five

years”(Keynes 1936; P.97)

To deal with this knowledge problem, Keynes observes that economic actors rely on tacitly agreed rules,

which are actually conventions, to fall back on. So long as this convention is maintained, all is well. This

is, however, a precarious position because if this convention fails, investment markets break down.

Scholes and Merton shared the 1997 Nobel Memorial Prize in Economic Sciences for a new method

to determine the value of derivatives. Confident that their method was superior, as their pricing would

be scientific and not based on human convention, they used their model for trading strategies at a hedge

fund, Long-Term Capital Management (LTCM). Initially LTCM was highly successful, yet with the 1997

Asian Financial Crisis and the 1998 Russian financial crisis, the markets changed, effectively taking

LTCM down with it. Options that seemed completely uncorrelated, based on historical data, suddenly

had a correlation of 1. The failure of LTCM, illustrates how the world is ever changing. Events that may

not have occurred in the last 10 years may conceivably occur tomorrow. One could argue that LTCM
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did not look back far enough and that history is full of systematic crises. Yet this would be ignoring the

fact that the world is an unpredictable place even to the most advanced models.

Thus humans will act according to conventions. One of the best known results of such conventions is

reflexivity. The concept of reflexivity has been around in sociologies since approximately 1923 (Merton

1935). Billionaire George Soros popularized the phase among economist with The Alchemy of Finance:

Reading the mind of the Market. Reflexivity asserts that prices do in fact influence the fundamentals and

that these newly-influenced set of fundamentals then proceed to change expectation, thus influencing

prices; the process continues in a self-reinforcing pattern. This pattern may create bubbles. Sooner or

later the bubbles burst. As a consequence, conventions change and negative expectations become self-

reinforcing in the downward direction, thereby explaining the familiar pattern of boom and bust cycles

(Soros 1987).

Keynes is rightly careful to avoid the conclusion that economic action is dependent on waves of

irrational psychology. On the contrary, he believes that the state of long-term expectations is often

steady. He is merely reminding us

”that human decisions affecting the future, whether personal, political or economic, cannot

depend on strict mathematical expectation, since the basis for making such calculations does

not exist.” (Keynes 1936; P.105)

Uncertainty is an important fact of life. This impossibility of mathematical calculation, lies at the

heart of both Mises’ and Hayek’s criticism of socialism (Mises 1935). F.A. Hayek (1945) observes that

resource allocation is not the fundamental economic problem society faces, but just a small part of the

true economic problem. The real problem is that of intangible information (knowledge). The problem

economists and other social scientists should answer is: “what economic order can best utilize dispersed

pieces of incomplete, subjective and frequently contradictory knowledge, which all individuals possess

separately?” (Hayek 1945). An economic system acting on limited knowledge must take into account

that if decisions are made centrally, a mistake has more far reaching consequences than a local decision.

.

Central decision making is not robust. There is probably not one best solution for all economies,

industries or services. A competitive context may deal with the problem that people are imperfectly

informed, as this facilitates a process of learning by trial and error, which allows economies to learn how

best to use knowledge and thus minimize the consequences of any particular errors.

1.1.2 Limited benevolence

Humans are opportunistic. They act strategically and exploit the limited knowledge. Opportunism is

the driving force behind mutual beneficial exchange. Due to problems of asymmetric information, moral

hazard and adverse selection, otherwise beneficial economic coordination may, however, not take place.

Keynes observes this with reference to involuntary unemployment and defines involuntary unemployment

as:
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Men are involuntarily unemployed if, in the event of a small rise in the price of wage-goods

relatively to the money-wage, both the aggregate supply of labour willing to work for the current

money-wage and the aggregate demand for it at that wage would be greater than the existing

volume of employment. (Keynes 1936; P.17)

Due to information problems, it is quite possible that workers who would want to work for certain

entrepreneurs (and vice versa) never meet and thus fail to seize the mutually beneficial agreement.

Finding an agreement may be easier, if the real wage decreases. Many economists, who Blanchard

(2005) places in the New Keynesian school of economic thought, focus on rigidities as an explanation of

why profitable interactions do not take place.

Akerlof (1970) is famous for his paper discussing asymmetric information in the used car market.

His approach has been expanded by Stigilitz and Weis (1981) in their explanation of credit market

imperfections and by Hall et al. (1975) concerning efficiency wages. Many of these economist let us

believe that informational problems are limited to private enterprise. Opportunism is not limited to the

private market. Controlling a government is the mother of all principal agent problems. In many cases

there is no incentive at all for voters to find out of what politicians are doing, because the chance that any

one individual voter can affect the result of an election is negligible. In addition, these elections occur

infrequently. The case in favour of private enterprise is exactly because the principal agent problem,

between voter and politician, is more pervasive in the public sector (Buchanan 1990).

A general theory must, therefore, structure the economy in such a way that economic actors can still

coordinate and minimize information problems that are present in both the private and public sectors.

A competitive environment able to hold opportunistic actors accountable and root them out, may be

important.

The following section of the paper will look at how the economic consensus has changed since Keynes,

after which the paper will look at the specific nature of The General Theory and develop a new general

theory taking human actions into account.

2 A History of Economic Thought

2.1 Neoclassical Synthesis and Cambridge Controversy

By the 1950’s a large consensus had emerged based on the integration of many of Keynes’ ideas with the

ideas of classical economists. Paul Samuelson (1955) coined this consensus “the Neoclassical Synthesis”.

In the 1950s the prevailing economic theories were integrated into increasingly larger econometric models.

(Blanchard 2005).

With such rapid “progress” the future looked bright according to some Cambridge MIT macro-

economists. In their mind the time when the economy could be fine-tuned, and recessions could be

eliminated, did not seem far away. Other (mostly Post- Keynesian) economists in Cambridge UK dis-

agreed. The main disagreement was related to the the formulation of an aggregate production function

6



and the assumption of homogeneous and mobile factors of production, in what has been coined the

Cambridge Capital Controversy. Fisher (1969) and Felipe and Fisher (2001) show that aggregation of

production functions is only possible under the very restrictive assumptions, that technological differences

between firms are restricted to augmented differences in the immobile factor.

This is a very restrictive assumption, as the likelihood a unique aggregate production function based

on the assumption that the marginal product of capital would equalize across firms is decreasing in

the number of firms and different technologies. A regional, let alone a national aggregate production

function, is inconceivable. Cambridge UK, rightly, declared victory. Yet, the error has persisted, as

Burmeister explains:

MIT was wrong and therefore neoclassical economics was wrong. As a result there are some

groups of economists who have abandoned neoclassical economics for their own refinements

of classical economics. In the United States, on the other hand, mainstream economics goes

on as if the controversy had never occurred. Macroeconomics text books discuss ’capital’ as

if it were a well-defined concept - which it is not, except in a very special one-capital-good

world.”( Burmeister 2000; P.310)

2.2 Rational Expectations

The next attack on Neoclassical Economics came following the mid-1970’s experience of stagflation (high

unemployment and inflation). Neoclassical macroeconomists had not predicted stagflation. A plausible

explanation is based on an adverse supply shock, due to the oil-crisis which affected both prices and

output (Blinder and Rudd 2008). Yet, as it took time for the supply shock explanation to be suggested,

the neoclassical synthesis was open to attack.

It is fair to say that Robert Lucas, Thomas Sargent and Neil Wallace did not pull any punches when

criticizing the Neoclassical Synthesis and emphasising the importance of rational expectations. One of

the most famous products of the rational expectation movement is the Lucas Critique (Sargent 1975,

Lucas 1976). Lucas argued that when policies changed based on past and current variables, people’s

expectations would change also. If policy- makers try to exploit past trade-offs, these would be anticipated

and the trade-off would disappear. In relation to monetary policy, only unanticipated changes will affect

output. Thus an increase in the money supply to decrease real wages and increase unemployment would

not work, as it would not only be anticipated, but even worse, the mere possibility of policy-makers trying

to manipulate the economy would create higher wage demands and other labour market adjustments.

The most damaging implication of the rational expectations movement on the neoclassical synthesis,

was the implication that it is deeply flawed to think of policy as the control of a complicated, but passive

system, which can be adjusted through turning different policy dials. Economists have started to think

of policy as more of a game, which incorporates the limited benevolence of economic agents. A good

example is the time inconsistency model. Policy-makers, however good their intentions, are more liable

to make things worse than better (Kydland and Prescott 1977)). In his Nobel Prize lecture, Thomas
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Sargent looks at two historical attitudes towards individual state debt in the US. His main message is

that investors buying debt today have expectations regarding tomorrow’s future government surpluses.

He believes Fiscal Union may be a temporary signal, yet it also creates moral hazard as some states

accumulate debt at the expense of the more frugal. A supporting argument would be that to escape

fiscal crisis, of the likes we currently see in the EU, credibility and the signal for future surpluses, not

fiscal union, is critical (Sargent 2011).

2.3 Depression Economics

While the Neoclassical School of Economic thought struggles to deal with the problem of rational expec-

tations and the “Cambridge Controversies”, where does Keynes’ General Theory stand? A weak form of

rational expectations does not really weaken Keynes’ original analysis much. With rational expectations,

economic agents’ best approximation for the future is generally the current observation, thus economic

agents adhere to Keynesian convention unless an event occurs that causes them to deviate. Rational

expectations in its strongest form, with the Lucas critique holding strongly, makes most macro-economic

intervention irrelevant as any intervention would be anticipated, making it ineffective or damaging. Thus

the later would render many Keynesian policies ineffective and damaging.

According to Lord Skidelsky (2009), the Post-Keynesian school remains closest to the spirit of Keynes’

theory. Post-Keynesians feel that The General Theory has been hijacked by the Neoclassical school and

seriously misrepresented. Contrary to the New Keynesian and Neoclassical school, they reject the IS/LM

model, which is influential in Neoclassical theory. Post Keynesian Economists are always analysing

economies and people behaving in the light of the fact that they have to make decisions in the face

of inescapable uncertainty. Risk is not the same as uncertainty: risk has a probability distribution,

uncertainty does not. Thus conventions and rules of thumb have to be developed (Skidelsky 2009). The

break-down of convention is the final straw leading to the dreaded liquidity trap.

We currently find ourselves in an economy with zero interest rates, negative growth, low consumption

and low investment. Economic life is so uncertain that liquidity comes at a premium and interest rates are

so low that this premium is affordable. Thus individuals prefer to hold cash rather than invest. Monetary

policy no longer works, even if banks are forced to lend, because one cannot force consumers to spend.

The marginal efficiency of capital is deemed so low that the minimum (subsistence) investment and

consumption levels persist and unemployment remains high. In this world, Keynes believes expansionary

fiscal policy is the solution:

”For my own part I am now somewhat sceptical of the success of a merely monetary policy

directed towards influencing the rate of interest. I expect to see the State, which is in a

position to calculate the marginal efficiency of capital-goods on long views and on the basis

of the general social advantage, taking an ever greater responsibility for directly organising

investment; since it seems likely that the fluctuations in the market estimation of the marginal

efficiency of different types of capital, calculated on the principles I have described above, will
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be too great to be offset by any practicable changes in the rate of interest.” (Keynes 1936;

p.106)

The belief is that spending is key. In chapter 10 of The General Theory, Keynes’, much quoted assessment

is that, failing productive investment, even unproductive spending helps. The way to bring an economy

out of a depression caused by a liquidity trap could, according to Keynes, even be wars or the digging

of holes, then burying banknotes for entrepreneurs to dig up (currency-mining). Yet, how general is this

policy advice? Does active fiscal policy really work under all general circumstances in which we have

unemployment? The answer to that question will be discussed in the following section of the paper.

2.4 The Specific Nature of the General Theory

As Austrian economists5, had concluded before, Keynes concludes that under certain circumstances Say’s

Law fails to hold true. Thus supply does not always create its own demand and unemployed resources

may exist. In addition, the Austrian economists agree with Keynes and his post-Keynesian followers, that

neoclassical theory of aggregate production is flawed. Austrian economists, however, criticize Keynes’

General Theory. Firstly, the Austrians believe The General Theory lacks a sound capital theory and

secondly they believe that the Keynesian analysis lacks awareness of the dynamic effects of its polices

on the structure of production making it applicable only in special cases.

In The General Theory the multiplier hinges on a mathematical argument (the reciprocity of the

marginal propensity to save), which contradicts most of the basic Austrian logic of capital theory. The

multiplier indicates that any increase in credit expansion will cause a rise in national income by this

multiplier. Thus if people save less, the more real income will grow. This relationship does, however,

not have anything to do with the real process of change in the productive structure of the economy. The

credit expansion will stimulate investment that will drive up the price of the factors of production, and

increase the price of consumer goods and services. Even if gross income rises as a result, the multiplier

will be smaller and is inadequate to depict the disruptive microeconomic effects on the structure of

the production process in the economy. Keynes ignores the possibility of widespread mal-investment of

resources, which in the long run impoverishes society as a whole (Soto 2007). The danger that Keynes

ignores is that with mal-investment of resources, fiscal expansion through direct spending is bound to

add to previous errors which have not yet been liquidated. This will add to the fragility of the system.

On unemployment too, Keynes seems unaware of some of the consequences of his policies. If we

go back to his definition of involuntary unemployment we see that he is basically stating that a drop

in relative wages increases employment. There are two methods to decrease relative wages: nominal

wage reductions or inflation. In the case of inflation the worker is effectively deceiving himself. Most of

5Soto (2008) goes back as far as Scholastics of the Spanish Golden Age as forerunners of the Austrain school, who

emphasisedd the economic processeconomic liberalism before Scottish Calvinists and Protestants. It is impossible to

pigeonhole economists de Soto (2008) refers to Austrain economists as successors from the Austrain School such as Menger,

Hayek and Bohm-Bawerk.
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Keynes’ policy prescriptions are increasing employment though increasing inflation. This policy is likely

to fail if workers are no longer fooled by inflation and have inflationary expectations, we must, therefore

realize that these fiscal and monetary measures are one of the reasons that labour markets become more

rigid. Secondly, this “medicine” is not effective and entails the enormous social cost of the economic

crises causing recession credit expansion and subsequent mal-investment.

Hayek (1931) has conclusively demonstrated that the entire Keynesian doctrine of the “marginal

efficiency of capital” as the determining factor in investment is acceptable only if we assume that there

is absolutely no shortage of capital goods and hence that any quantity can be acquired at a constant set

price. This may be true in particularly dire economic situations. For Roger Garrison this means that

Keynes’ General Theory becomes a special case of the Austrian theory (Garrison 2001)

The Post-Keynesian school itself has developed since 1936. As Lord Skidelsky points out, many of

the followers were more extreme than the ”prophet” (Keynes) himself and many followers have tried to

distance themselves from Keynes and have admitted his flaws and developed their own theories based

on Keynes’ emphasis on uncertainty and limited rationality (Skidelsky 2009).

Hyman Minsky (1986) observes that stability itself is destabilizing. In his Financial Instability Hy-

pothesis (FIH) debts would build up gradually over time. Government debt is a very safe asset for

the financial sector, which encourages it to take risks elsewhere, creating a fragile financial structure as

increasingly risky financial innovation occurs. The initial returns build confidence to take increasingly

more risk. If a crisis hits big governments, and big central banks intervene, it is likely that the economy

will quickly get out of these crises. This means that we do not learn much from the smaller financial

crises and the risks excessive public and private leveraging is not accounted for. Not learning, and there-

fore not adapting, means that the economy will become increasingly fragile. According to Minsky the

beginning of the crisis is 1951, when, based on the misunderstanding of Keynes Theory policy-makers

felt they could get rid of boom and bust and ignored the dangers of increased risk-taking. In his opinion,

every time the economy got pushed out of a downturn without learning from past failures, simply more

dynamite was place at the foundations of the financial system (Minsky 1986).

Although Minsky was a student of Schumpeter at Harvard University and his theories bear resem-

blance to the Austrian credit expansion theories, Minsky is regarded by many as a Post-Keynesian

economist due to his opposition to financial deregulation in the 1980’s and his emphasis on uncertainty

and risk. Minsky believed government regulation could reduce the fragility of the financial system by

reducing the speed of financial innovation and risk taking. Where the author believes Minsky’s initial

analysis of the crash is plausible, the author does not believe that government regulation is the anti-

fragility solution, as regulation itself may cause less transparency as banks try to hide their risky assets.

Many economists observe limited rationality and knowledge amongst private agents, but fail to apply

this same observation to policy makers. Policy makers too, have limited knowledge of the structure of

the economy and do not know if a sector is suffering a cyclical or structural problem. In addition an

principle agency problem too is present here. In conclusion, it may be better to avoid political discretion
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and create evolutionary stable countercyclical mechanisms. The author also believes that the increasing

management of the economy by government authorities has allowed the financial sector to take risks

without taking the full burden of possible failures.

In the following section6 we will first observe the conditions for a robust economy, after which we will

theorize on general policies that may make an economy anti-fragile.

3 Antifragile General Theory

Economic theory proposes plausible reasons why financial markets, particularly those ones reliant on

leverage, can be quite fragile and subject to crises of confidence (Shleifer and Vishny 1992; Fostel and

Geanakoplos 2008). Perhaps more than anything else, failure to recognize the fragility of confidence,

especially in cases in which large short-term debts need to be rolled over continuously, is the key factor

that gives rise to the imprudent tight walk mentally (Reinhart and Rogoff 2009)). What does economic

theory tell us about government fragility? Governments can be subject to the same dynamics of fickle

expectation that can destabilize banks and lead to bank-runs. This is particularly so when a government

or bank:

1. borrows from external lenders over whom it has little influence

2. runs large deficits year after year

3. concentrates its borrowing on shorter-term maturities

4. has many ’hidden’ off-balance sheet guarantees

On the contrary, a prudent government which is sufficiently frugal is not that vulnerable to crises of

confidence, because it consistently runs fiscal surpluses, maintains relatively low debt levels, and mostly

borrows at longer-term maturities, and does not have many hidden, off balance sheet guarantees such as

public pensions. Further economic theory tells us that high debt levels lead to multiple equilibria results,

in which there can be a fine line between fiscal survival and disaster. Economists do not have a terribly

good idea of what causes the events that shift confidence from survival to disaster (Diamond and Dybvig

(1983); Allen and Gole (2007); Calvo (1988).

The fragility of debt can be as great a burden on the economy; at critical times this burden is even

greater than the tax-burden on the population. It is therefore important for countries to make themselves

less vulnerable. Certain countries have made themselves less vulnerable through other measures than

fiscal responsibility, namely financial transparency. Both governments and private companies seem to be

anything but transparent when it comes to borrowing. Yet as observed by Ferguson (2008) in the case

of the British Empire, better reporting can indeed reduce borrowing costs. Transparency and prudent

finances only give us a robust economy, what we want is an anti-fragile economy which adapts to shocks.

6this section can be skipped see preface, but the author believes that the section does add to the essay
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To make an economy anti-fragile, we must first get rid of fragility (left tails). To find a policy that

practical men can apply we emphasise the two human economic facts that are at the heart of these tails:

limited knowledge and limited benevolence.

We have a limited knowledge of crashes. Bad economic events happen, we cannot accurately predict

them. What we must try to protect ourselves against are the extremes. Bad economic events are non-

linear (normally convex) a 1 percentage fall in the stock market is not nearly as bad or extreme as a

10 percentage fall. A two year recession is more than eight times more disastrous than one quarter of

economic negative growth. To make an economy stronger we want to accelerate the speed at which

weaknesses leave the system. If you give somebody a little bit of poison, he becomes immune. It is

radiation that browns your skin and protects you from skin cancer, it is not healthy to sit inside all day.

I do not propose to create artificial crashes, yet one should not react to every economic shock with some

magical philosopher’s stone. According to Schumpeter (1943) :

“The essential point to grasp is that in dealing with capitalism we are dealing with an evo-

lutionary process....capitalism, then is by nature a form or method of economic change and

that not only never is but never can be stationary.... The fundamental impulse that sets and

keeps the capitalist engine in motion comes from new consumers’ goods, the new methods of

production or transportation, the new forms of industrial organization that capitalist enter-

prise creates.... this process of Creative Destruction is an essential fact about capitalism.”

(Schumpeter 1943; pp.72-73)

The relevant problem for economists, according to Schumpeter, is not how existing structures allocate

resources, but how capitalism destroys and creates economic structures. One example of an adaptive

economy is the economic reaction to the oil-crises of the 1970’s. Blinder and Rudd (2008), observe that

subsequent movements in the oil-price did not have a large effect on the economy as the structures of

the economy had adapted.

Yet since the Second World War, increasingly the economy has been managed without taking human

nature into account. According to Stiglitz we are now faced with a new danger:

”Today, the issue is very much saving capitalism from capitalists, from a form of statism that

is far worse in some ways than socialism, something I have called ’corporate welfarism’ in

which the power of the state is used to protect the rich and powerful, rather than the poor

and society more generally. It is a failure borne out of limitations of the kind of competitive

democracy that he (Schumpeter) trumpeted.” (Stiglitz 1943; p.X)

Stiglitz, however, misses Schumpeter’s paradox. Schumpter believes capitalism creates a better func-

tioning economy, but thinks it will not survive, due to the imperfections in democracy and the lack of

belief in the power of the business process itself. He predicts a post-war growth in public spending and

an atrocious mis-management of resource that could threaten the organic nature of capitalism. One of

the major reasons for this is the limited benevolence of policy-makers and vested interests. Taleb (2012)
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call this ”the absence of skin in the game”’.

The banker that takes risks can make millions when his risk pays, yet is bailed-out when the bank

goes bust. The European bureaucrat can write rules and regulations to increase his influence, without

needing to deal with the local consequences. National politicians can make grand promises knowing that

they are no longer in power when the promises need to be paid. The problem is the lack of accountability.

In a competitive, political or market economy, weaknesses should be killed off. A local politician is more

likely to be held accountable by voters at his local bakery (shame is a strong tool) and a small bank can

safely fail without needing a bail-out. The growth of government and the support to big co-operations

though cheap credit and government guarantees has crippled the organic nature of the economy.

4 Conclusion

There are economists who do not seem to believe in the organic economy (Schumpeter calls them Stagna-

tions). They believe that in stagnation active policy is needed, most Austrian economists tend to believe

that there may be a very special case when Keynesian depression economics applies and as Blanchard

states:

”The General Theory ... offered a clear policy that was in tune with the times. Waiting for

the economy to recover was irresponsible. In the midst of a depression, trying to balance the

budget was not only stupid, it was dangerous. Active use of fiscal policy was necessary to

return to high employment.”(Blanchard 2005; 576)

However, developed economies with low corruption tend to have higher automatic fiscal stabilizers built

into the economic system (Alesina and Tabellini 2008). Automatic fiscal stabilizers decrease the effec-

tiveness and the need for discretionary fiscal policy and would decrease the fiscal multiplier (Silmbergo

and Schindler 2009). More inherent counter cyclical mechanisms which are preferable, compared to

discretionary policies as this would discourage, both pro cyclical political point scoring and not require

politicians to have special knowledge of the structural or cyclical nature of the economy. The author

believes that returning to an economic policy in which policymakers accept the limits of knowledge,

benevolence, and the importance of a competitive organic structure, are essential for the return to an

economic structure that will ensure a continued economic prosperity. Where Schumpeter is pessimistic,

in his address to the American Economic Association titled ”The March to Socialism”, as the says:

”Marx was wrong in his diagnosis of the manner in which capitalist society would break down;

he was not wrong in the prediction that it would break down eventually. The Stagnationists

are wrong in their diagnosis of the reason why the capitalist process should stagnate; they may

still turn out to be right in their prognosis that it will stagnate with sufficient help form the

public sector which they helped create.(Schumpeter 1950)”
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The author is more nave or optimistic and believes that evolution cannot be stopped, only slowed with

increasing friction. Like the mammoth, the Corporative Welfare State too will crumble. The evolution

of the digital age will bring a larger demand for personal liberty and political accountabillity, and much

smaller, more local and direct democratic states with it. They will only be able to survive if they have

economies which are permitted to adapt to a more open world. It is time that policy maker realize that

a true ”General Theory” takes into account with how little wisdom the world is governed.
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