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Abstract

This paper entertains two distinct hypotheses about the meaning and

effect of the Lucas critique. The first is that the Lucas critique represents

advancement in the theory of economic policy. To accept this interpre-

tation, we will have to find evidence that the Lucas critique is empiri-

cally valid, ontologically rigorous, and theoretically sound. In search of

such evidence, we will review the writings of economists both within and

outside the profession’s mainstream that engage the Lucas critique on

these criteria. The alternative hypothesis considered in this paper is that

in denouncing the traditional theory of economic policy, Lucas sparked

an ideational shift in how macroeconomists understand the meaning and

value of policy. By considering macroeconomics as a moral science with

a specific ontology, we can understand the philosophical implications of

the Lucas critique. This paper entertains the idea that the Lucas critique

altered the aspirations of economists and policymakers by undermining

belief in the ability of economists to make meaningful interventions in

the economy and therefore infusing implicit policy nihilism into macroe-

conomics.
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Introduction

The economic crisis of the early 21st century uncovered a troubling incongruence

between macroeconomic reality and the theory of economic policy. The failure

of large-scale dynamic stochastic general equilibrium (DSGE) models to predict

the financial crisis is well known and often criticized (Colander et al, 2008).

In a similar vein, the crisis also revealed a dissonance between the ubiquity of

“New Consensus” DSGE models, and lack of a cogent policy framework. Since

the financial crisis, there have been divergent attempts to address the recession:

from fiscal stimulus and quantitative easing in the United States, to austerity

measures in Europe. Considering the dominance of “New Consensus” models, it

is curious that in practice, economic policy displays such discordance.

To understand this dissonance between macroeconomic theory and policy, we

will examine the transformation of the theory of economic policy from Keyne-

sian activist policy to new classical economics (NCE). Rather than retrace the

transition through the history of economic thought, we will focus on Robert

E. Lucas, Jr.’s influential 1976 paper, “Econometric Policy Evaluation: A Cri-

tique,” which put forth the policy non-invariance argument, also known as the

Lucas critique (LC).1 In order to not reject the null hypothesis that new classical

economics represents the advancement of the theory of economic policy, we will

have to find evidence that the Lucas critique is empirically valid, ontologically

rigorous, and theoretically sound. In search of such evidence, we will review the

writings of economists both within and outside the profession’s mainstream that

engage the Lucas critique on these criteria. If we reject the null hypothesis that

the Lucas critique represented scientific advancement in the theory of economic
1It is impossible to overstate the significance of Lucas’ classic paper. The 1976 paper is

described as “the pivotal document” in the development of new classical thinking (Hoover:
2005). Cited by more than 6,900 articles, the Lucas critique continues to be the subject of
inquiry and debate forty years after its original publication.
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policy, then we can entertain an alternative hypothesis as to the critique’s ul-

timate purpose and effect. The alternative hypothesis considered in this paper

is that in denouncing the traditional theory of economic policy, Lucas sparked

an ideational shift in how macroeconomists understand the meaning and value

of policy. By considering macroeconomics as a moral science with a specific on-

tology, we can understand the philosophical implications of the Lucas critique.

This paper entertains the idea that the Lucas critique altered the aspirations of

economists and policymakers by undermining belief in the ability of economists

to make meaningful interventions in the economy.

The paper is structured as follows. First we will review the basic argument of

the Lucas critique and the implications of the policy non-invariance argument

that it puts forth. Second, we will review a number of critiques of the policy

non-invariance argument from both within and outside mainstream economics.

Third, based on this literature, we will evaluate the null hypothesis which un-

derstands the LC as a paradigm shift that represents scientific progress and

advanced macroeconomic policy evaluation. Finally, we will offer an alternative

interpretation of the Lucas critique, examining its implications in terms of the

moral philosophy of economics, that may shed light on the current state of the

theory of economic policy.

The Lucas Critique

Lucas argues that the traditional theory of economic policy is inadequate (Lucas:

1976, 106).2 The econometric argument follows a fairly straightforward logic,

but has broad reaching implications.
2The traditional theory refers to the target-instrument approach as described by Tinbergen,

“On the Theory of Economic Policy” (1952). For a useful text on this approach, see Hansen
(1958).
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Consider an economy characterized by an agent decision rule and a policy reac-

tion function:

yt+1 = F (yt, xt,✓, "t) (1)

xt = G(yt, xt�1,�, ⌘t) (2)

where yt is the endogenous state variable and xt is the exogenous policy variable,

both at time t, ✓ and � are their respective parameters, and "t and ⌘t are the

respective independent, identically distributed (iid) shocks.

Through agent optimization, we find that:

✓ = ✓(�) = �� (3)

where � is a “deep parameter” related to utility maximization. This implies that

✓ will change when the value of � changes.

Using examples of consumption, tax expenditures, and the Phillips Curve, Lucas

argues that economic agents react to policy change, which alters the aggregate

outcomes predicted by the model. Lucas asserts that parameter values ✓ and

l are not structural or policy invariant, and will change whenever policy and

“rules of the game” change. For this reason, econometricians cannot assume

that parameter values are stable, as in:

yt+1 = ✓̄xt + "t (4)
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A policy model such as (4) that assumes a constant ✓ will produce systematically

incorrect yt+1 for all xt following a change in l. In other words, models such as

(4) that treat ✓ as a fixed parameter will produce misleading results.

The policy non-invariance argument is intuitive and has devastating impact on

the legitimacy of macroeconometrics as it was being practiced at the time of

the critique. If econometrics cannot be used to reliably predict the outcomes

of policy change, then, as Lucas argued, the theory of economic policy based

in econometric analysis, provides “no useful information as to the actual conse-

quences of alternative economic policies” (Lucas: 1976, 105). Treating param-

eters as stable in econometric theory will produce misleading and inaccurate

quantitative policy evaluation.

There are two implicit claims about the validity of macroeconometric models

within the Lucas critique that undermine economists’ ability to conduct policy

analysis. The first is that macromodels are incapable of accurately forecasting

policy changes because they fail to capture the actual causal structure of the

economy. The second claim is that models are not properly identified, and

therefore fail to represent the existing structure of the economy (Hoover: 1994,

65). The argument quickly shifts from a critique of econometric practices, to

an argument about the ability of econometricians to predict the effect of policy.

Taking a swing at the Phillips Curve debate, Lucas writes, “. . . the ‘long-run’

output-inflation relationship as calculated or simulated in the conventional way

has no bearing on the actual consequences of pursuing a policy of inflation”

(Lucas: 1976, 123). It follows quite simply that economists cannot prescribe

interventions based on what they cannot predict.

As a solution, econometric models must be founded in dynamic economic the-

ory. A general structure that incorporates stochastic parameter drift is a more
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appropriate alternative. In order to avoid the pitfalls of the critique, economet-

ric analysis must be grounded in optimization problems that model the “deep

parameters” of utility maximization that govern the “tastes and technology” of

economic agents (Hoover: 1994, 70). Lucas argued that an analysis based in

deep parameters was the “only way to stabilize the relationships among macroe-

conomic aggregates” (Hoover: 2006, 24). Similarly, models that assume rational

expectations will be able to account for the response of individual agents and

calculate the actual macroeconomic effect of a policy change. The solution as ar-

gued by Lucas, and widely interpreted by the economics profession, calls for the

rational expectations hypothesis, which implies that private agents understand

the impact of policy (Lawson: 1995, 259). 3

Consider the following example in Ericsson and Irons (1995) of a conditional

forward-looking model:

yt+1 = ✓E(xt+1|It) + "t (5)

xt = �xt�1 + ⌘ (6)

Where E(·) is agent expectations and It is the information available at time t.

Assuming rational expectations, It consists of (6), therefore,

E(xt+1|It) = �xt (7)
3Lucas’s contribution to the non-invariance problem is that “the formation of expectations

may depend upon people’s understanding of the causal structure of the economy in general
and of the process of policy formation in particular. This is why the rational expectations
hypothesis is often linked with the Lucas critique” (Hoover: 1994, 69).
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With substitution, we see that:

yt+1 = ✓�xt + "t (8)

The Lucas critique “sounded the knell for the first-generation macroeconometric

models” (Hoover: 2006, 28). Modeling in accordance with the Lucas critique,

as illustrated by (8), takes the non-invariance of parameter values into account,

rather than treating ✓ as fixed and independent of � as in (4). As NCE rose

in prominence, the Lucas critique became important to address in policy eval-

uation. Frequently the Lucas critique is used to justify introducing rational

expectations into empirical macroeconomic models (Ericsson and Irons: 1995,

20). However, not all modern macroeconomic models adhere strictly to the

Lucas critique. While the critique enjoys widespread acceptance, it is often ig-

nored in practice. This is because the simple logic of the Lucas critique is easy to

understand but difficult to apply. Economists who ignore the critique might im-

plicitly claim that it does not apply to policy experiments which are not “regime

changes.” An alternative approach is to acknowledge that the critique applies,

but then circumvent the Lucas critique by adding dummy variables for years

with structural changes or otherwise omitting regime change from the analysis

(Estrella and Fuhrer: 1999, 22). Finally, while new classical macroeconomists

are all “radical advocates of microfoundations,” and emphasize rational expec-

tations, constrained optimization, and general equilibrium, they do not all have

the same approach to quantitative policy evaluation (Hoover: 2005, 17).4

4Hansen and Sargent, for example, emphasize estimation in order to conduct policy analy-
sis. Lucas and Prescott advocate calibration, in which they build idealized models consistent
with microeconomic theory and then simulate policy solutions, rather than attempting to
estimate theories directly (Hoover: 2005, 18).

7



The Critic’s Critics

In addition to inspiring the next generation of macromodels and new classical

thinking, the 1976 paper also inspired a cottage industry of critiques of the

Lucas critique. There exists a wide and diverse literature on the LC. These

papers, authored by economists from both within and outside the profession’s

orthodoxy, appraise the content and contributions of the Lucas critique. In

this section, we will first consider literature on the empirical validity of the LC

to gauge if there is there empirical evidence in support of Lucas’ econometric

argument. Next we will review discussions of the ontology of the Lucas critique

which examine the implications of deep parameters. Finally, we will consider a

paper that addresses the internal consistency of the LC’s stated problem and

solution. Together, these papers will allow us to determine if we can reject

the null hypothesis that the Lucas critique represents scientific progress and

advancement.

Empirical Critiques

The Lucas critique challenged the accuracy of econometric forecasts based in the

theory of economic policy. Due to the analytical content of the Lucas critique

as an argument based in econometric reasoning, “the LC is itself empirically

testable” (Stanley: 2000, 92). Nevertheless, the Lucas critique has been widely

accepted and incorporated into mainstream theory without passing rigorous

tests. Most modelers simply assume that the Lucas critique is empirically valid,

and choose models based upon its criteria of microfoundations and deep pa-

rameters (Ericsson and Irons: 1995, 20). In other words, the Lucas critique

has been used as a justification for introducing rational expectations without
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testing the constancy of conditional models, forcing variables, or alternatives to

rational expectations models. As Fischer (1983) wrote, “It is indeed remarkable

that the Lucas policy evaluation critique has triumphed without any detailed

empirical support beyond Lucas’s accusation that macroeconomic models in the

1960s all predicted too little inflation for the 1970s. . . ” (quoted in Ericsson and

Irons: 1995, 2). Given the significance of the Lucas critique for the theory of

economic policy, it is important that economists consider its empirical relevance

and validity.

The thrust of the Lucas critique relies on an argument about the relationship

between parameters ✓ and �, which can be empirically tested, confirmed, and

refuted (Ericsson and Irons: 1995, 3). An implication of the Lucas critique is

that conditional models will not contain superexogenous variables, and refuting

this implication “invalidates the applicability of the Lucas critique in practice”

(Ericsson and Irons: 1995, 4). This is because the concept of superexogenen-

ity, consists of weak exogeneity and invariance, which contradicts the Lucas

critique.5

There are two approaches to testing the empirical validity of the Lucas critique.

The first approach tests for constancy of ✓ and �. If ✓ is constant and � is not,

then ✓ is invariant to �. The second approach consists of adding dummy and

other variables to equation (2) to model how � varies over time. Then, these

same variables are applied to equation (1) to test their significance. Significance

implies variance of ✓ to �, and insignificance implies invariance. Invariance of

✓ to � implies the superexogenenity of x, which contradicts the Lucas critique

(Ericsson and Irons: 1995). If these tests refute the empirical validity of the

Lucas critique, then “a whole class of expectations-based models,” including

rational expectations models, as well as models with imperfect information, are
5For useful explanations of superexogenenity see Engle et al (1983) and Ericson (1991).
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inconsistent with the data. The reason why these tests can produce a “generic

refutation” of expectational models is because the null hypothesis of the tests

specifically excludes expectational models (Ericsson and Irons: 1995, 5).

Ericsson and Irons (1995) attempt to decipher the empirical validity of the

Lucas critique. The authors construct a database of articles citing Lucas and

report that their findings from the literature “reveals virtually no evidence”

in support of the empirical validity of the Lucas critique, and “considerable

evidence” refuting the Lucas critique (Ericsson and Irons: 1995, 39). They

also find that tests of superexogenenity empirically refute the Lucas critique

(Ericsson and Irons: 1995, 2).6

Stanley (2000) claims that the studies that demonstrate the empirical validity

of the Lucas critique are largely due to misspecification and the treatment of

expectations. “When models with questionable specification are discounted, em-

pirical support for the Lucas critique vanishes” (Stanley: 2000, 91). According

to Stanley, researchers are capable of producing results that confirm or deny

support for the Lucas critique based on their model specification. A researcher

who “wishes to find support” should specify an expectational model without

lags or differences, whereas making “the opposite modeling choices” will gener-

ally find evidence that the Lucas critique does not hold (Stanley: 2000, 103).

While his argument points to the misuses of econometric testing, Stanley main-

tains that correctly specified statistical models can be used to predict economic

phenomena (Stanley: 2000, 103).

Estrella and Fuhrer (1999) find that forward-looking models with rational ex-

pectations are less stable than backward-looking models, which contradicts the
6However, they do not suggest that backward-looking models are preferable to forward-

looking models. Instead, they conclude that, “agents’ formation of expectations is simply not
model-based” (Ericsson and Irons: 1995, 39).
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Lucas critique. Rather than question the theoretical validity of the Lucas cri-

tique, they argue that the finding “probably reduces the ability of statistical

tests to reject specific hypotheses” (Estrella and Fuhrer: 1999, 23). Despite

their findings which could be interpreted as contradicting the Lucas critique,

they do not intend to argue against the use of structural forward-looking mod-

els. They claim that, “In practice, no model is strictly policy invariant and

results must be viewed empirically as relative and not as absolute. . . [in addi-

tion] every model should be thoroughly tested for stability before being used for

policy analysis” (Estrella and Fuhrer: 1999, 23). Although their findings are not

supportive of the empirical validity of the Lucas critique, their interpretation

errs on the side of restoring the relevance of the Lucas critique.

The empirical validity of the Lucas critique is an ongoing debate that is inves-

tigated at another level of analysis - critiques of the validity of the criticism of

the Lucas critique. Lindé (2001) seeks to address the “puzzle” of why the Lucas

critique has very little empirical support. He asks, “Why is it that the Lucas

critique, although regarded as highly important, does not seem to be important

in studies of real-world data?” (Lindé: 2001, 987). Lindé attempts to respond

to Lucas critique critics and restore the empirical validity of the critique by

using a real business cycle (RBC) model to “verify that the Lucas critique is

quantitatively important in theory” and restore the applicability of the Lucas

critique in practice in light of superexogenenity tests. He concludes that the

superexogenenity test cannot evaluate the empirical validity of the Lucas cri-

tique in small models because it does not have enough power and “does not

constitute evidence against the Lucas critique in practice” (Lindé: 2001, 998).

He writes that constancy/non-constancy of ✓ and � can be the result of other

exogenous influences or processes. For that reason, he maintains the “quanti-

tative importance” of the Lucas critique in RBC theory, reiterating that there
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are statistically significant changes to the structure of the economy as a result

of monetary policy rule changes (Lindé: 2001, 997). He argues that more tests

of the superexogenenity test must be conducted before it is used to refute the

empirical relevance of the Lucas critique (Lindé: 2001, 1003). While authors

such as Lindé are not convinced that tests of the empirical validity of the Lucas

critique hold water, the seeds of doubt over the empirical significance of the

Lucas critique have been planted.

Ontological Critiques

Lucas’ main assertion that economists should study “tastes and technology” as

a means of stabilizing and closing macromodels, raises ontological questions as

it assumes the existence and nature of deep parameters. This normative criteria

includes the assumptions that deep parameters exist and are only found at the

level of the individual. While many economists have accepted the claim that

deep parameters exist at the microeconomic level at face value, others have

questioned this claim.

Lawson (1995) writes that the Lucas critique makes a correct diagnosis, that the

structure of econometric relationships is unstable, but advocates for an incorrect

solution of invoking rational expectations and appealing to deep parameters as

an attempt to close the model. Lawson argues that the Lucas critique is a general

phenomenon that cannot be avoided because social systems are open systems.

For this reason, attempts to meet the intrinsic or extrinsic closure requirements

will be unsuccessful. Lawson disputes the existence of deep parameters in the

economic realm. Lawson writes that there is a need for a new approach to

policy formation and evaluation that does not rely on the predicative ability

of models which in general does not exist. Prediction requires closure that
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produces so-called event regularities of the form “whenever x occurs then y

occurs”. According to Lawson, these kinds of event regularities are rare in

open systems. Therefore, a method of policy evaluation that relies on them is

necessarily hopeless. As an alternative, Lawson advocates for a “transcendental

realist alternative perspective” to economics and policy evaluation which would

be “empowering” of economics as a science.7

Hoover (2006) questions the scientific validity of microfoundations for macroe-

conomics, claiming that “the ideology of microfoundations rests on a mistake

about the ontology of the social world” (4).8 He claims that there is “no valid

reason” that justifies why the representative-agent theory should apply to ag-

gregates (Hoover: 2006, 5). This is not to say that microeconomic behavior

is irrelevant for understanding macroeconomic phenomena or that the relation-

ship between aggregate outcomes and individual behavior should be ignored

(Hoover: 2006, 7). The problem is that “reductionist” economics excludes social

relations and other important factors. The assertion by Lucas that that deep

parameters are necessarily microeconomic, “reflects the ideology of microfounda-

tions and ignores the superindividual quality of economic facts and institutions

based in collective intentionality” (Hoover: 2007, 24-25). In fact, the relevant

deep parameters may be the institutional setting in which individual choices

and actions are made (Hoover: 2007, 24-25). Knowledge of these institutions is

necessary in order to understand the aggregate outcome of individual optimiza-

tion. Macroeconomists must theorize the nature and the role of macroeconomic

social relations and institutions beyond individual economic agents (Hoover:

2006, 19).
7See Lawson (1995) for a further discussion of this alternative approach.
8Hoover states that he uses the term ideology, both in its neutral sense of a “set of be-

liefs” that guide the activity of macroeconomists, and also in its pejorative sense, of a “false
consciousness – a collective illusion” which serves “as a tool of persecution and intellectual
repression” (Hoover: 2006, 4).

13



Theoretical Critiques

Another issue arises with the uneven treatment of intentionality in the Lucas

critique. Marcellino and Salmon (2002) argue that the Lucas critique is inter-

nally inconsistent and “rests on a weak theoretical paradigm in that it fails to

consider the motivation for the policy change by the government” (167). The

common solution to the problem presented by Lucas is modeling individual pri-

vate sector agents with rational expectations. However, the implicit assumption

of the model is that the policymaker has limited rationality. This is clear be-

cause if the policymaker had rational expectations, then it would presumably

know the parameter value of the agents’ reaction to the policy change, thus

undermining the Lucas critique argument (Marcellino and Salmon: 2002, 168).

Furthermore, Lucas “did not offer any model as to why policy should change

and did not attempt to explain the policymaker’s behavior” (Marcellino and

Salmon: 2002, 168). Since policy is inherently the result of the policymaker’s

intentions, and macroeconomics centers around the effect of the policymaker’s

actions on the aggregate economy, “the intentional actions of the policymaker

may be pertinent to the macroeconomic outcome” (Hoover: 2006, 22).

When rational expectations is extended to the policymaker, policy can then be

formalized as a dynamic game in a general equilibrium framework. When a

“strict” rationality-expectations paradigm is imposed, policymakers base their

actions on optimizing their objective functions due to full knowledge of con-

straints and the true probability distribution (Marcellino and Salmon: 2002,

170). Upon doing so, Marcellino and Salmon observe that the “force of the

critique simply vanishes” (2002, 167). This points to a “basic theoretical am-

biguity and contradiction within the Lucas critique.” Agents are assumed to

determine the optimal decision rules based on all future information, including
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government policy. However, agents change their behavior as a result of gov-

ernment policy, which implies that their initial decision did not account for the

change. This is problematic, as it implies that “the original decision rule was

not fully optimal, which contradict Lucas’s basic initial assumption” (Marcellino

and Salmon: 2002, 170). In this case, the theoretical framework of the Lucas

critique “collapses” and becomes descriptive of a partial equilibrium (Marcellino

and Salmon: 2002, 171).

The Lucas Critique: An Evaluation

The variety of critiques presented in this review demonstrate the multilayered

implications of the Lucas critique. The Lucas critique inspired fervent debate

about superexogenenity, the existence and nature of deep parameters, and the

rationality of public and private economic actors. Although not exhaustive, the

preceding survey of papers demonstrates that the Lucas critique raised many

questions that remain unanswered in the minds of economists. In order to make

sense of these arguments, we will consider the following.

The first issue concerns the unresolved question on the empirical validity of the

Lucas critique. From our review of the debate on superexogenenity, it is clear

that the Lucas critique does not get its strength from a substantial body of

empirical literature. The ongoing debate over the empirical validity of the Lu-

cas critique demonstrates that as an empirically testable hypothesis, the Lucas

critique is far from iron-clad. Some of the interpretations of results that con-

tradict the Lucas critique, point to the pervasive fidelity to Lucas’s influential

doctrine. The Lucas critique appears to rest on “the tacit agreement of theo-

rists trained and working in a particular framework” more than on empirical
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science (Hoover: 1994, 71). Issues within the literature on the empirical valid-

ity of the Lucas critique highlight more general methodological problems with

econometrics, which have caused “some to question the possibility of empirical

tests of economic theory altogether. . . or whether econometrics is genuinely em-

pirical” (Stanley: 2000, 91). Misspecification of models and data-mining make

econometrics notoriously unreliable and surrounded by a “shroud of bias” (Stan-

ley: 2000, 91). However, when used appropriately, observations about the “real

world” have a place in model building and can “give grounds for reconsidering

theoretical commitments” (Hoover: 1994, 76).

Second, the ontological questions about the existence of deep parameters - and

whether or not they are inherently microeconomic - raises doubts related to the

metaphysics of the Lucas critique. Once the underlying ontology of the Lucas

critique is challenged, it becomes difficult to continue to accept that deep pa-

rameters exist at the microeconomic level. The argument for microfoundations

in macroeconomics, these being the essential solution to the problem that Lucas

raised, comes sharply into question.

Third, an additional question raised in this paper is the often ignored issue of

the policymaker’s behavior, expectations, and decision-making. The critique of-

fered by Marcellino and Salmon points to an inconsistency of the Lucas critique

which may unearth, not intellectual sloppiness, but a strong prior of the incom-

petence of the policymaker. Furthermore, most theories of economic policy have

an implicit theory of the state. A typical Keynesian model might conceive of

a state as benign or benevolent, in contrast to Lucas’s theoretical policymaker

which wields considerable power to disrupt the economy by producing exoge-

nous shocks based on its (implicitly) limited rationality.9 However, it is worth
9The target instrument approach of Tinbergen made the aims of the policymaker explicit,

but did not necessarily contend with his decision-making process or expectations.
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considering if it is possible to develop a coherent theory of policy without an

explicit theory of the state. A stronger theory of policy will require more robust

theories of the behavior of both private and public sectors.

The preceding review does not support the argument that the Lucas critique

is based on a strong empirical, ontological, and theoretical framework that ad-

vanced macroeconomics in a positivist sense. If the null hypothesis that the

Lucas critique represents objective scientific progress can be rejected, therefore

we must develop a plausible alternative hypothesis regarding its intrinsic nature.

On the Theory of Economic Policy Nihilism

The alternative hypothesis considered in this paper is that the Lucas critique

can be interpreted as an important philosophical document that furthered an

ideational shift in the realm of the theory of economic policy. It will be hypoth-

esized that the policy non-invariance argument contains implicit policy nihilism.

The phrase “policy nihilism” or reference to a “nihilistic” approach towards policy

has appeared in Velupillai (2005, 2011, 2012, 2014) as well as Moos and Velupillai

(2014) and Velupillai and Weber (2014), among other sources. These phrases

are provocative, but there has not been an argument that outlines the meaning

or effect of a nihilistic philosophy in the context of macroeconomic thought.10

We will now attempt to examine this claim, offer a definition, and discuss its

implications.

Following Critchley’s (2001) interpretation of Nietzsche, we will define nihilism

as “the devaluation of the highest values.” In the case of a religious philosophy,

the highest values may be the belief in an omnipotent God or the immortal soul.
10For an interesting but distinct argument on nihilism and marginalism, see Robin (2013).
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Nihilism, in this context, is a reaction to the belief that these highest values are

false. For example, if one wakes up “with the consciousness of the death of

God, the true world is revealed to be a fable” (Critchley: 2001, 81). Beginning

as early as the work of John Maynard Keynes and throughout the 1960s, the

highest values in macroeconomic theory was in the ability of economists to devise

efficacious policy in pursuit of a more stable and prosperous economy.11 For

our purposes of studying the transformation of macroeconomic theory, policy

nihilism can be understood as the devaluation of the belief in efficacious policy.12

The question then becomes, did the Lucas critique work to devalue the belief in

efficacious policy? If so, how? As detailed earlier, the Lucas critique argues that

econometrics cannot be used to reliably predict the outcomes of policy change.

This is because the instability of parameter values under policy changes means

that, in Lucas’ language, “the kind of policy simulations called for by the theory

of economic policy are meaningless” (1976, 111, emphasis added). However,

the policy non-invariance argument does not have to be interpreted so strongly.

One could be presented with Lucas’ policy non-invariance argument and respond

that a model that captures imperfect or diminished information is not the same

as a model without meaning. The possibility not just of “fine tuning,” but

also of “coarse graining” or “muddling through” policy evaluations seems to be

eliminated in Lucas’ argument. What accounts for Lucas’s interpretation of his

own critique?
11Keynes’ own view on this topic of moral values in economics is best summarized in his

letter to Roy Harrod (1938), “... economics is essentially a moral science and not a natural
science. That is to say, it employs introspection and judgments of value” (see Hausman, 1996).
Economics as a moral science is also pre-Keynesian, as evidenced by Adam Smith’s work in
classical political economy and moral philosophy.

12One could also argue that the highest values in Keynesian macroeconomics was efficacious
policy in pursuit of a more stable and prosperous economy on behalf of a wise and benevolent
policymaker . In this case, the LC seeks to devalue both the belief in a) efficacious policy and
b) the wisdom and/or benevolence of the policymaker. For the purpose of this paper, we will
focus on the devaluation of the belief in efficacious policy, leaving a further analysis of the
devaluation of the belief in a wise and benevolent policymaker for future research.
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To explain why Lucas declares that simulations based on the traditional theory

of economic policy are “meaningless,” we can draw an analogy with Nietzsche’s

response to the Christian-Moral interpretation of the world and Lucas’ response

to Keynesianism and the widespread adoption of Tinbergen’s theory of economic

policy. Just as Nietzsche’s “reactive response” to the perceived failings of the

Christian-Moral interpretation of the world inspired the declaration of mean-

inglessness, the Lucas critique is also a reactive response to Keynesianism.

Let us suppose that the Lucas critique begins in disappointment in the state

of econometric policy analysis and the traditional Tinbergen theory of eco-

nomic policy. The Keynesian-Moral interpretation of macroeconomics (and the

Tinbergen-Moral theory of policy) is a moral philosophy with a specific ontol-

ogy. It describes the world through underlying structural relationships, affirms

that the theory of policy has meaning and that policy interventions have value.

Keynesianism therefore bestows upon economists the ability and the moral re-

sponsibility to make meaningful interventions on behalf of a more stable and

prosperous economy. This makes the economy (and therefore the world as we

know it) understandable to economists, manageable to policymakers, and less

distressing to laypeople.

The Keynesian-Moral interpretation of the macroeconomic world, as both a

moral belief system and a social science, necessitates a true theory to legitimate

this approach to macroeconomic policy. In philosophical terms, the Keynesian-

Moral interpretation of the world is driven by the desire and the necessity of

a true and honest understanding of the reality, what Critchley calls a “will to

truthfulness” (1997).

The necessity of a true theory is why the Keynesian-Moral interpretation suffers

a crisis when it appears to be untrue. That is to say, in the eyes of economists
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who believed that a stable relationship between inflation and employment was

both true and key to efficacious policy, the breakdown of the Phillips Curve rela-

tionship meant that the Keynesian-Moral interpretation of the world appeared

to be untrue. Similarly, the theory of policy suffers a crisis when parameter val-

ues are revealed to be unstable. Now, to maintain the scientific and moral “will

to truthfulness” and also continue to believe that the economy is manageable

through policy, appears to be a disregard for reality, or a “will to untruth.” The

antagonism of the Keynesian-Moral need to be grounded in a true theory and

its crisis of ideas is what Nietzsche calls the “process of dissolution” (Critch-

ley: 1997, 8). The process of dissolution of the Keynesian-Moral interpretation

of the world is the genesis of policy nihilism. At this point, the ground on

which macroeconomists moral values are based appears to be shaky, and the

Keynesian-Moral interpretation of economics appears to be driven by a “will to

untruth.” The “reactive response” to this contradiction is to declare the theory

of economic policy meaningless. This analogy can explain Lucas’ own interpre-

tation of the Lucas critique, and why the 1976 paper can be interpreted as a

philosophical document of policy nihilism.

This process of dissolution results in the acceptance of the idea that economists’

ability to intervene on behalf of a more stable and prosperous economy is severely

limited. Focusing on policy evaluation, the Lucas critique renders the traditional

view of policy as without meaning or value. Econometrics becomes incapable

of analyzing or producing a meaningful intervention that would benefit society.

The impotence of traditional econometrics and the incompetence of policymak-

ers are intertwined. The Lucas critique “denied the possibility of using macroe-

conometric models for policy simulation, and since this was a basic objective

of the research program that started with Tinbergen and Klein, it represented

a devastating criticism of existing economic practice” (Marcellino and Salmon:
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2002, 167). If econometric models cannot produce accurate forecasts or predic-

tions, then this implies that a meaningful policy is impossible or far-fetched. In

other words, only if it were possible to completely predict the economy, could

policymakers use this information to make a meaningful impact (Stanley: 2000,

93). In an effort to build rational expectations models that withstand the Lucas

critique, econometricians “have been forced to reject the notion of efficacious

policy action, viewing it as effectively illusory. In a similar fashion they have

found it difficult to sustain any meaningful role for policy advice by economists”

(Lawson: 1995, 274). By developing the relationship between policy, individual

behavior, and outcomes, the Lucas critique unravelled the theory of economic

policy.

Policy nihilism exhibits both destructive and constructive properties, which can

make it more difficult to identify. As Critchley writes, “. . . Nihilism is ambiguous

insofar as it is both negative (devaluing) and positive (revaluing)” (1997, 14).

The Lucas critique contains both the devaluation of values and an attempt to

overcome nihilism through the revaluation of values. Lucas best describes the

devaluation aspect of his critique:

“The argument is, in part, destructive: the ability to forecast the

consequences of ‘arbitrary,’ unannounced sequences of policy deci-

sions, currently claimed (at least implicitly) by the theory of eco-

nomic policy, appears to be beyond the capability not only of the

current-generation models, but of conceivable future models as well”

(1976, 126).

The destructive aspect of the argument is the birth of policy nihilism. How-

ever, there is also a positive agenda to the Lucas critique, which is to practice
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econometrics with regards to rational expectations. In philosophical terms,

the positive or constructive element of the Lucas critique, can be understood

as the “revaluation of values” or “transvaluation” (Critchley: 1997, 7). Lucas

presents the transvaluation of the theory of economic policy as his approach to

counterfactual analysis: invariant structural models with rational expectations.

Applying these idealized models appropriately became the new “highest val-

ues” in macroeconomic policy work. Rather than strengthen the old values, the

revaluation of values in the Lucas critique shifted the focus of macroeconomists’

efforts, displacing the highest values of efficacious stabilization policy tied to

the Keynesian-Moral interpretation of macroeconomics. In a purely academic

sense, this may appear to have raised the standard of econometric policy analy-

sis, although the preceding discussion of critiques of the Lucas critique has cast

doubt on this interpretation. In the sense of a moral philosophy, this ideational

shift diminished the scope and ambition of the theory of economic policy.

The identification of policy nihilism and the interpretation of the transvalua-

tion of macroeconomic values do not necessarily imply that Lucas or any other

new classical economist (either the pioneers of the science, nor their heirs) is

consciously nihilistic towards policy. It is beyond the scope of this paper to

speculate on their intentions or investigate their ideological commitments. It

is also irrelevant to the argument presented in this paper. Let us suppose that

this ideational shift comes from a protective impulse to prevent the destabiliz-

ing effects of poorly planned and erroneously evaluated policy. From this view,

the devaluation and revaluation of the theory of economic policy need not be

ideological attempts to undermine the advancement of policy, but a reaction to

the perceived realization of the untruthfulness of the Keynesian-Moral interpre-

tation of the world. In this case, even assuming the best of intentions of Lucas,

his work can still be understood as implicit policy nihilism.
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The existence of policy nihilism has been obscured, but not necessarily under-

mined, by the persistent political influence of Friedman’s Monetarism since the

late 1970s, as well as by the rise of so-called New Keynesian economics (NKE)

in academic and policy circles. The NKE school admits price and wage rigidities

and may find efficacious policy in the short-run. For these reasons, the economic

philosophy of policy nihilism does not map one-to-one in actual, contemporary

economic policy-making. However, the Lucas critique continues to play a major

role in shaping the work of New Keynesian macroeconomic modelers. Viewed

this way, the NKE model is a reformation, not a rejection of implicit policy

nihilism. While implicit policy nihilism may not be expressed through the im-

plementation of actual policy, the ideational shift towards policy nihilism has

not been without consequence. This can be seen by the dismissive attitude of

New Keynesian macroeconomists towards Post-Keynesian macroeconomics.13

Generations of academic economists are now trained with a diminished ambi-

tion with respect to the theory of economic policy. This has lead to a profession

that scrambles to make sense of its own policy framework when confronted with

an international economic crisis, and a theory that can lead to self-contradictory

policy advice.

Conclusion

This paper has entertained two distinct hypotheses about the meaning and ef-

fect of the Lucas critique. The null hypothesis considered the Lucas critique as

scientific progress that has advanced the theory of economic policy empirically,

ontologically, and theoretically. By reviewing the literature on the Lucas cri-

tique, this hypothesis was called into question, if not rejected. The alternative
13For an example see Krugman, Paul. “Wynne Godley and the Hydraulics.” New York

Times Opinion Pages. September 13, 2013.
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hypothesis considered if the Lucas critique infused implicit policy nihilism into

the theory of economic policy. This analysis offers a new interpretation of the

philosophy of new classical economics. From this perspective, the transforma-

tion of the theory of economic policy is not the result of objective, scientific

progress in a positivist sense, but instead a profound and lasting shift in the

value system that orients the way that economists think about the world and

the capabilities of economic policy.

The problem of nihilism is a real one that exists throughout the history of philos-

ophy, politics, literature, and the arts. This paper has argued that nihilism may

also exist in the transformation and transvaluation of the theory of economic

policy. If this interpretation of the Lucas critique is even partially correct, then

we will need to consider if the belief in efficacious policy as the highest value

of macroeconomics is worth restoring. Before we do this, we must fully appre-

ciate the moral significance of the theory of economic policy. By returning to

Keynes’ classical conviction that economics is a moral science, and that policy

intervention serves as our only material-moral lever in an an unstable system

and an uncertain world, we overcome policy nihilism. This is not to say that we

should ignore the assertions made by Lucas about the limitations of structural

models, nor should we plead ignorant to the shortcomings of econometric policy

evaluation. However, the Lucas critique as originally argued and most often

interpreted is about more than the reliability of the technocracy. It is about the

highest values espoused by macroeconomists, and what kind of world we allow

ourselves to imagine and create.
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