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Luncheon Presentation to Ambassadors to the OECD 

Deauville, France, 25 October, 2012  

by W R White  

 

Last night, at the end of the NAEC conference, we had an entertaining and 

thoughtful presentation by Professor Kahneman, who demonstrated admirably 

how psychological insights can be of use to economists. His contention was that 

we are conditioned by evolution to be optimists. This is because it is a survival 

trait that works. Unfortunately, according to Professor Kahneman, it also exposes 

us to certain dangers. Not least, a bias towards optimism often gives us a false 

confidence about our capacity to forecast the future. Indeed, he noted that, even 

after forecasts (and the associated punditry) are proved false by events, humans 

tend to continue to rely on them regardless. Worse, forecasters often tend to 

simplify their basic story in an attempt to enhance its coherence and thus 

reinforce confidence.  It appears that it is part of our human nature to want to 

believe that someone, somewhere, really understands what is going on. 

Today at lunch, I want to follow on from Professor Kahneman's talk, but to give it 

a certain epistemological twist. Epistemology is the science of knowledge, and 

essentially asks the fundamental question -  how do we know we know? The basic 

distinction made is that between knowledge and belief, where the former is often 

defined as “justified belief”. The justification is ideally provided by some 

combination of inductive and deductive methods, the cornerstones of the 

scientific method. I want to emphasize that these philosophical ruminations are 

not idle when it comes to the OECD. That is because you are in the knowledge 

business, not the belief business. In the end, what the OECD hopes to offer to its 

clients is what Adrian Blundell-Wignall yesterday called “evidence based policy 

advice”. 
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 Yesterday at the NAEC meeting, I suggested that the macroeconomic models (or 

more generally frameworks) in common use today do not constitute real 

“knowledge” about how the economy really works. Both theory without testing, 

and testing without theory, fall well short of the scientific method. 

On the one hand, we have the Modern Macroeconomics preferred by academics, 

DSGE models and the like. These models are based on very strong assumptions, 

like rational expectations, representative agents and market clearing. However, 

this theoretical rigor has rarely been confronted with the data and the model’s 

capacity to forecast. In effect, the current crisis has provided such a 

confrontation, and the approach of Modern Macroeconomics has proved 

seriously deficient.  

On the other hand, we have the kind of Keynesian type models preferred by 

policy makers and institutions like the OECD and IMF. These models tend to be 

rather weak in theory, but are regularly confronted with the data. Structural and 

reduced form models are estimated and inferences drawn about causal 

relationships. Unfortunately, confronted with the data thrown out by the crisis, 

these models also appear inadequate. What were previously thought to be causal 

relationships now appear to have been simple correlations, exclusively based on a 

particular historical data set.  

In fact these failures should not be surprising. It now seems generally agreed that 

the crisis had its roots in unsustainable accumulations of stocks; excessive credit 

expansion, increases in debts, overleveraged financial institutions and other 

“imbalances”. None of these phenomena play a crucial role in any of the models 

just referred to. 

So I would contend that, in the area of macroeconomics, we are still in the realm 

of belief rather than knowledge.  The NAEC initiative is important because it 

begins with the premise that “we know we do not know”. Moreover, the OECD is 

well placed to lead such a cooperative intellectual endeavor. My experience as 

the chairman of the EDRC leads me to believe that the OECD is well trusted by its 

clients, and trust is the cornerstone of all cooperative enterprises. 
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It is particularly important that this NAEC work proceeds, because much of what 

we currently believe in this macroeconomic arena is not only untrue, but 

dangerously untrue.  

Think back to Professor Kahneman’s comments about forecasting.  In the Spring 

WEO of 2008, The IMF’s forecast for real growth in the advanced market 

economies was 3.8 per cent, while the actual outturn was -3.7 percent. In effect, 

the earlier forecast was more or less a simple extrapolation of previous 

performance. Moreover, in spite of this past, huge forecasting error, current 

forecasts that the recent recovery will continue (another simple extrapolation?) 

continue to be treated with the utmost seriousness. One source of danger is that 

such optimistic beliefs might be encouraging reckless behavior in financial 

markets. Another danger, perhaps even more important, is that a belief in 

continued growth implies there is no necessity to introduce the painful policies 

that might actually be needed to make growth sustainable.  

Another example of dangerous false beliefs has to do with income distribution. 

Gini coefficients are up everywhere, but in some countries the proportion of GDP 

gains going to the top .1 percent of the population has been astounding. In this 

regard, the gains going to top people in the financial industry have been centrally 

important. For a long time this was acceptable, because it was believed that these 

people were contributing materially (so called alpha) to the extra value added in 

the economy. The crisis revealed, however, that the source of their earnings was 

rather their willingness to take on more risk (so called beta), and their capacity to 

use asymmetric information to systematically exploit their clients.  As a result of 

those previous false beliefs, bonuses were paid out wrongly and the whole 

structure of the industry morphed into something much more dangerous and 

unstable than it was before. 

Again harkening back to something Professor Kahneman said, the onset of the 

crisis was unexpected and shocking. However, far from questioning previous 

beliefs, a common response of “shocked” policymakers actually seems to have 

been a retreat back into the previous belief system. In effect, the response to the 
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crisis has been “more of the same”  policies that led to the crisis in the first place. 

A number of examples, drawn from a variety of countries, come readily to mind. 

In the United States, the first reaction to the crisis was denial. Since generally held 

frameworks for analysis had no room for crises, the crisis was simply not 

happening. Recall that Chairman Bernanke first said the losses would be only 50 

billion dollars and would be confined to the sub prime mortgage market. Then as 

the crisis spread, it was said at each stage to have reached its limit. Indeed, it took 

almost three years and the actual onset of recession in 2009 before policymakers 

were prepared to say the real economy might be affected. Since then we have 

had five unsuccessful years of trying to “clean up” afterward, yet the belief 

system (manifest in QE1, QE2, QE etc.) that it will work remains essentially intact. 

Finally, in spite of all the accumulating evidence that ultra easy monetary and 

fiscal policies might have material unintended consequences over the longer 

term, the focus of policy continues to be on their presumed positive effects on 

near term aggregate demand. 

In the euro zone area, a set of prior beliefs also continues to be applied in spite of 

all evidence to the contrary. First, it is contended that the basic cause of the 

problem in the euro zone has been excessive government debt. Not only is this 

factually not true, but it excludes consideration of the true cause of the crisis – 

rising trade imbalances culminating in a “sudden stop” of capital flows. Second, it 

continues to be contended that  debt reduction must be avoided at all costs, and 

that only debtors bear responsibility for adjusting. This has resulted in a failure to 

confront the nexus of bank and sovereign debt, and has left creditor countries 

failing to do their part in resolving the eurozone balance of payments problem.  

Finally, there is the belief that the European Central Bank should be solely 

concerned with resisting inflation. This ignores the traditional central bank 

preoccupation with financial stability as well as the massive costs likely to be 

associated with a breakup of the euro zone. Moreover, in light of the crisis, 

deflation in Europe now looks much more likely than inflation. Deflation, it hardly 

needs noting,  is not price stability either. 
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Finally, there are a number of countries, not least China, where it continues to be 

believed that the growth strategies that worked before the crisis can still be relied 

upon. In China the reliance on credit-fuelled investment and exports to foster 

growth intensified after the crisis hit them seriously in 2009. More recently, as the 

economy has slowed, the leadership has shown less willingness to do this all over 

again. However, whether this means a full conversion to implementing a new 

policy focused on domestic consumption growth still waits to be seen. What is 

sure is that we cannot all rely on an export led growth strategy to raise global 

growth rates. 

In short, policymaker’s belief systems are a serious impediment to the pursuit of  

policies that might put the global economy on a more sustainable recovery path.  

The first thing required in order to identify policy solutions is an accurate 

assessment of the problem. As I noted yesterday, through excessive and 

imprudent credit creation, we have managed to build up enormous “imbalances” 

in various countries across the globe. There are internal imbalances in the real 

economy (variously, too low savings and too high investments), in financial 

institutions (too much leverage), and in financial markets (too high asset prices, 

overinflated by monetary policy).  Moreover, these internal imbalances have been 

the root cause of the external (trade) imbalances which now plague the euro zone  

and the broader global economy. 

Resolving these imbalances in a sustainable way demands a number of policy 

reactions. Some are on the demand side, while others are on the supply side. 

First, we need more overt cooperation between debtor countries and creditor 

countries. Countries which still have some macroeconomic room for maneuver 

should use it.  

Second, we must recognize that some debts are so big that they cannot be 

serviced. Debt restructuring and, perhaps, outright forgiveness is essential. For 

sovereigns this demands a greater willingness to let exchange rates adjust, 

preferably in nominal terms if this is possible. Exchange rate depreciation, for 
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debtors whose debt is denominated in their own currency, is implicitly a form of 

debt reduction.  Within countries, and between countries where nominal 

exchange rate adjustment is not possible, an explicit recourse to legal procedures 

to reduce debt is required. Resulting capital shortfalls for banks should be 

addressed as quickly as possible. 

Third, we need more public and private sector investment in many countries. 

Public sector investment can have high social rates of return. Moreover, there is a 

qualitative difference between governments borrowing to finance consumption 

and borrowing to finance needed investment in infrastructure and education.  

Surely markets can be convinced that, in the latter case, there is an asset to go 

with the liability.  As for private sector investment, it would be very helpful to 

have more certainty about when (the “fiscal cliff”) and where the burden of 

future fiscal adjustment might fall. Further, a generally pro business attitude on 

the part of Governments might play a big role in reviving “animal spirits”.  

Fourth, we need structural reforms to raise potential growth, making debt service 

more bearable, and to increase the relative competitiveness of debtor countries. 

This, of course, is the OECD’s strong point.  

In terms of process, the transition from one belief system to another is still 

incomplete. We are still at the stage of “cognitive dissonance” where old beliefs 

are being challenged by the facts. If it takes a further worsening of the crisis to 

finally effect the “paradigm shift”, then we are on an exceedingly dangerous path. 

The NEAC project has the potential to bring this change in thinking forward and to 

help establish the analytical foundations for better policies. This would constitute 

an important contribution to human welfare. 

Finally, Professor Kahneman yesterday made the disturbing point that insiders 

can never lead change. What that seems to imply is that the OECD must have the 

courage to be an outsider. Given that the OECD depends for its support on the 

very countries whose policy beliefs must change, this will not be an easy task. The 

collective embrace of the NAEC project by the community of Ambassadors to the 

OECD seems to me to be a crucial step going forward.  
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