




Economic modelling since about 1970 is idealist – deduction from axioms about 
how people ought to behave but with little adjustment to knowledge about actual 
decision-making or testing for empirical support.  

“In his seminal work, Frank Knight drew a sharp distinction between risk, as 
referring to events subject to a known or knowable probability distribution, and 
uncertainty, as referring to events for which it was not possible to specify 
numerical probabilities.  I have not referred to this distinction because I do not 
believe it is valid.  I follow L. J. Savage in his view of personal probability, which 
denies any valid distinction along these lines.  We may treat people as if they 
assigned numerical probabilities to every conceivable event.  

Milton	  Friedman	  (1976	  )	  Price	  Theory:	  	  A	  Provisional	  Text.	   

…And then that all rational people reach the same conclusion…. 
But conclusions drawn in this way are at risk for being irrelevant or 
misleading if empirically not so - particularly in Macro and Finance.  

Very different to early generation of economists: 



William Stanley Jevons (UCL)  

“The mind often hesitates and is perplexed in 
making a choice of great importance: this indicates 
either varying estimates of the motives, or a feeling 
of incapacity to grasp the quantities concerned. I 
should not think of claiming for the mind any 
accurate power of measuring and adding and 
subtracting feelings, so as to get an exact balance” 
The Theory of Political Economy (1871) 



Maynard Keynes 1921 

By	  uncertain	  knowledge	  I	  do	  not	  mean	  merely	  to	  dis5nguish	  
what	  is	  known	  for	  certain	  from	  what	  is	  only	  probability.	  	  The	  
sense	  in	  which	  I	  am	  using	  the	  term	  is	  that	  in	  which	  the	  
prospect	  in	  which	  a	  European	  war	  is	  uncertain,	  or	  the	  price	  of	  
copper,	  or	  the	  rate	  of	  interest	  in	  twenty	  years	  hence	  or	  the	  
obsolescence	  of	  inven5on	  or	  the	  posi5on	  of	  private	  wealth	  
owners	  in	  the	  social	  system	  in	  1970.	  	  About	  these	  maDers	  
there	  is	  no	  scien5fic	  basis	  to	  form	  any	  calculable	  probability	  
whatever.	  	  We	  simply	  do	  not	  know.	  

J	  M	  Keynes,	  Trea5se	  on	  Probability,	  p.149-‐150 



The Financial Crisis: an intellectual crisis? 

‘We were seeing things that were 25 standard deviation moves, several 
days in a row’. David Viniar, CFO Goldman Sachs (Financial Times, 13 August 2007) 

“Sharp changes in sentiment, confidence, animal spirits – whatever words 
you care to use – are capable of wreaking havoc on the world and our 
own economy”. (Mervyn King, 2009) 

“When the crisis came, the serious limitations of existing economic and 
financial models immediately became apparent. Arbitrage broke down in 
many market segments, as markets froze and market participants were 
gripped by panic. Macro models failed to predict the crisis and seemed 
incapable of explaining what was happening to the economy in a 
convincing manner…As a policy-maker during the crisis, I found the 
available models of limited help. In fact, I would go further: in the face of 
the crisis, we felt abandoned by conventional tools.” (JC Trichet. 
Frankfurt, 18 November 2010) 



Tuckett, D. (2012) Financial markets are 
markets in stories: Some possible 
advantages of using interviews to 
supplement existing economic data sources. 
Journal of Economic Dynamics and 
Control 36(8):1077-1087. http://dx.doi.org/
10.1016/j.jedc.2012.03.013 

New Empirical Methods 



 When examined empirically, the context in which decisions are 
made often precludes the main decision-making 
assumptions on which models rest: 

  Optimisation under constraints is not usually possible due to 
uncertainty, as the earlier economists pointed out. 

  Independent (atomistic) agents are not possible due to evolved 
social capacities developed over 18,000 years. A substantial 
literature shows how economic decisions are embedded in social 
institutions, routine practices and networks. 

 The Main reason is that most decisions that matter take place 
under Ontological Uncertainty  

  Decision contexts not well defined – agents are not choosing beans 
from a jar or throwing dice. Future outcomes are often unforeseen.  

 But, human Agents are good at Ontological Uncertainty 

  Far superior to machines, because they are evolutionarily adapted for 
it – in particular because they are sentient and imaginative.  





OR... 

 Financial Markets 
 Transport - Railway lines 
 Energy – different methods and their costs. 
 Euro 
 Exit from QE 
 Output on Nov 1 2016 
 Inflation Nov 1 2016 



Human Sentient Actors 

•  Contemporary Brain Science shows we are endowed 
with a range of capacities from evolutionary 
development, not just cognition.  

•  Able to take advantage of highly efficient mental 
capacities like imagination, mental simulation 
(including anticipating what will feel like) and to 
become emotionally attached through endocrine and 
other systems. 

•  Human sentient agents develop expectations by 
imagining and simulating very complex futures and 
what they feel about them.  

•  We interpret and weigh complex information (and past 
history available) to create conviction narratives.  



Behavioural Economics 

 For clarity the difficulties mentioned apply to Behavioural 
Economics (a development from outside economics by the 
way) just as much as to standard neoclassical. 
 Nature of experimental support. 
 Biases and framing depends on measuring deviation from “ideal”. 
  Ignore many established psychological systems involved in 

perception, attention, interpretation and action. 
 In fact people are not paralysed if they can’t calculate 

probabilities. They act.  
 For the remainder of the talk I want to focus on alternative 

empirically supported Social-Psychological theories which 
now exist along with methods to operationalize their 
impact. 



Reverse Perspective 
•  Traditionally we explore the outcome 

of whether or not decision makers 
calculate correctly what to do.   

•  An additional approach would be to 
focus on the processes that 
determined how, given uncertainty 
and the threat of failure, economic 
agents actually manage to act at all. 

•  Here at UCL we have developed the 
theory of conviction narratives to 
conceive how agents create the 
confidence to act by bringing 
together cognitive and emotional 
components – we think that in fact 
we are operationalizing Keynes’ 
animal spirits. 



Keynes on Animal Spirits 

•  “..our decisions to do something positive ...can only be 
taken as a result of animal spirits — of a spontaneous 
urge to action rather than inaction, and not as the 
outcome of a weighted average of quantitative 
benefits multiplied by quantitative probabilities’  

•  ‘ Enterprise only pretends to itself to be mainly 
actuated by the statements in its own 
prospectus...only a little more than an expedition to 
the South Pole is it based upon benefits to come.  
Thus if the animal spirits are dimmed and 
spontaneous optimism falters, leaving us to depend 
on nothing but mathematical expectation, enterprise 
will fade and die’. 



Conviction Narratives 

•  Narrative lies at the heart of perception and brain 
function so that we create stories about what we see 
and its implications. 

•  Conviction Narratives are essentially preferred stories 
about the future, combining cognitive and emotional 
elements to create support for action. 
–  Is a rationalisation in part – but rationalisations generally very 

functional guiding principles under uncertainty. 
•  Are socially and institutionally constructed.  
•  Contain attractors and Doubt-repellers 

– Many examples in “Minding the Markets”. 
•  The crucial point is that this concept can be 

operationalized to explore how narrative plays a role 
both in macroeconomic policy and financial stability.  



Financial Stability 

•  Financial Assets are: 
–  Different from ordinary goods and services – legally framed 

exchangeable contracts with no intrinsic value except that they 
give rights to uncertain future income streams and exchange 
value. 

–  So, can be valued only by imagining what will happen (Note 
this is not “just” psychology.) 

–  Are volatile! Creating opportunity & danger and with them 
excitement about gain and/or fear of loss  

•  They create a radically uncertain and inherently emotional context 
with consequential decisions to be made all the time to manage 
fundamental and irresolvable dilemmas about loss and gain. 

•  Create irresolvable and ongoing conflicts of confidence -solved by 
conviction narratives which are vulnerable to capture by phantastic 
objects, divided states of mind and groupthink.  

•  These have the constant potential to create financial instability.  



Relative Sentiment Shifts in Reuters News concerning Fanny Mae 



Anxiety in Narratives 



Macro 



Animal Sprits in UK Reuters Stories – measured by relative sentiment shifts 



Animal Sprits in US Reuters Stories – measured by relative sentiment shifts 



•  Two series similar ( not surprising correlation between the levels is 
0.902 and between monthly changes 0.704).   

•  Animal spirits are high during the boom years of 2004, 2005 and 2006 
but there is a marked downturn in the middle of 2007.  

•  Specifically, in July 2007, in both economies, the measure falls to its 
lowest level to date.   
–  The July 2007 level in the US is 2.69 standard deviations below the mean 

value August 2003-June 2007, and the comparable figure for the UK is 3.68 
standard deviations below.   

–  By September 2007, the level in the US is 4.82 standard deviations below the 
August 2003-June 2007 mean, and in the UK it is 7.50 standard deviations 
below (using the standard deviation calculated August 2003-June 2007 in each 
case). 

•  This picture was not widely anticipated at the time.  
–  Although there had been rising concern about the economic situation, and at 

the very end of July the inter-bank market in London experienced a liquidity 
crisis, consensus economic forecasts remained reasonably buoyant.   

–  The October 2008 edition of the Bank of England Quarterly Bulletin shows that 
as late as January 2008 the consensus forecasts for real GDP growth for 2009 
were +2.7 per cent for the US and +2.0 per cent for both the UK and the 
Eurozone.   

–  As late as August 2008, just one month before the collapse of Lehman 
Brothers, the consensus forecasts for 2009 still showed positive growth for 
2009 in all three areas, albeit at levels close to zero.   



•  The fall in our animal spirits series in 2007 pre-dates that of existing 
survey measures by several months.   
–  Michigan Consumer Confidence Index level in July 2007 was almost exactly the 

same as its mean value over the August 2003-June 2007 period.  It did not fall 
below 2 standard deviations of this mean until November of that year, being 2.48 
and 2.59  standard deviations below in November and December, and only 2.08 
below in January 2008.   

–  The Federal Reserve Bank of St Louis’ assessment of the probability of a 
recession in the US has values less than 1 per cent up to and including 
September 2007.  It rises to 2.4, 2.9 and 9.7 per cent in October, November and 
December respectively, and shows strong increases to 22.7, 39.3 and 53.8 per 
cent in January, February and March 2008.   

–  An index of economic uncertainty constructed using a number of proxy 
economic indicators by the Bank of England matches closely the path of GDP 
growth, but it does not really show any substantial increase in uncertainty until 
2008. 

•  In terms of actual GDP growth, in the US growth leveled off in the first 
half of 2008. The recovery did not really start to get under way until the 
winter of 2009/10. But US animal spirits series rises sharply prior to 
this.   

•  The movement in the animal spirits indices since the depth of the 
recession in 2009 is particularly interesting. We now know, comparing 
2009 with 2012, for example, that fixed investment plus inventory 
spending by firms rose by almost 30 per cent in America but only 10 per 
cent in Britain Bureau of Economic Analysis and Office for National 
Statistics estimates 



•  Turning now to our series over the period January 2009 to 
August 2013, the mean value of the level of animal spirits in the 
two economies has been very similar.  However, the variance of 
the series in the UK (at 0.061) has been almost twice as high as 
in the US (0.033).   

•  So, against a general upward trend in animal spirits from the 
time of the very depths of the recession, the variability has been 
lower in American than in Britain.   

•  We interpret the result to mean that there was higher volatility in 
the degree of belief in any given level of animal spirits in the UK 
than in the US, which reflects itself in the more cautious 
approach to spending during the recovery phase in Britain.  For 
comparison, over the August 2003 through June 2007 period, 
the variance was 0.0063 in the US and 0.0106 in the UK, 
several times lower in the boom than in the recovery period. 

•  Note, not suggesting that the animal spirits series will always 
offer accurate, point predictions of the future course of GDP.  
–  The track record on forecasting GDP growth suggests that consistently 

accurate prediction is an exceptionally difficult problem. 
–  An economy with human sentient actors cannot be mechanical, 

inconvenient as that is. 



Conclusion 
•  Believe we have provided evidence to argue that a 

potentially useful way exists to capture social-
psychological dynamics within an economy. 

•   If so, the omission of such variables by simplifying 
assumptions (that make little sense in the context 
of the reality of making decisions under 
uncertainty established in the wide scientific 
community) is no longer necessary. 

•  The method and similar efforts have considerable 
potential, particularly if narratives can be tracked 
in networks. 


