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On a More Interdisciplinarian Economic Thinking 2

Olivér Kovács

In this short article we addreass the issue whether psychological factors have been playing increasing

role in maintaining (or even) strengthening uncertainty.

Since financial markets have become greatly integrated with the real economy, and since financial

markets are governed especially by uncertainty, the linchpin role of psychological factors comes into

the forefront in explaining some sort of events. Psychological factors play fundamental role in

maintaining fundamental uncertainty encoded into the market system, and they are also responsible

for triggering excessive uncertainty in turbulent times. In this respect, we argue that at least the

following six factors can be deciphered as decisive ones that have been contributing to the

phenomena of autochthonously increasing uncertainty: (i) trust, (ii) increasing sensitivity; (iii) halo-

effect; (iv) priming; (v) creeping normalcy; (vi) opportunity and certainty effects.

As far as trust is concerned, it has been long recognised that the lack of trust impedes economic

development as Banfield (1958|1967) and Arrow (1972) also argued. Incorporating the role of trust,

the parties of the given contract promise compliance in some sort of transaction (Levi, 1998), bridges

the gap between abstract economic modelling and analysing on-the-ground realities. Trust is of

particular importance in lessening the costs of the given transaction for each party whereby even the

riskier transactions (e.g. investments, innovations etc.) can take place. Accordingly, trust

infrastructure plays a crucial role in our socio-economic development. It holds for the relation

between state institutions, governance and citizens. Governance also needs trust from the citizens to

implement necessary policies.

It goes without saying that economic crisis have been therefore always explained by the lack of

confidence and trust (Akerlof – Shiller, 2009:34; OECD, 2013). Similarly, trust, which was built up

during the era of Great Moderation, was systematically shattered with the 2008 financial and

economic crisis in believing market forces and public sector including governance and institutions.

Trust and confidence were started to dispose into the air, inter alia, with respect to the issue of

whether governmental measures can be seen as instructive way forward or not. Although economic

governance is expected in time of a deep crisis to serve as a catalyst of achieving a positive

turnaround even in the shorter run, the challenges it faces are complex and the impacts of its policy

intervention cannot be anticipated accurately ex ante which translates into increasing uncertainties.

2 This research was realized in the frames of TÁMOP 4.2.4. A/2-11-1-2012-0001 „National Excellence Program –
Elaborating and operating an inland student and researcher personal support system”. The project was
subsidized by the European Union and co-financed by the European Social Fund.
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Let us underscore that always the longer run effect of economic policy shall be successful if it is in

accordance with and supported by prevailing social norms, informal institutions and trust

infrastructure, because short term effects cannot be accurately estimated (wicked policies) and

supporters may back out in a low trust environment leading to failed initiatives/policies. Additionally,

even though policies can be wicked ones maintaining uncertainties, in good times (e.g. dynamic

economic growth) trust base of citizens tends to prevent that kind of uncertainties to generate

serious problems. With the necessary trust base, even those policy initiatives can survive and be

eventually carried out (e.g. deep and ambitious structural reforms that require longer time period to

mature and express their benevolent effect) that are appearing to be inefficient ones in the short

run.

The successfulness of policies always relies heavily on policy learning and refinement. While

explorative and experimental approaches can be seen as the conditio sine qua non of an effective

and efficient policy learning, the extent of uncertainty being permanently generated by these

approaches is not indifferent and it depends on the extent and scope of policies as well as that of

initiatives ranging for instance from incremental, smaller-scale innovations to comprehensive

structural reforms. The complexity of a policy grows accordingly and, as a corollary, uncertainty is

likely to increase as well. It sheds light on the crucial importance of dampening the perceptible

potential uncertainty in time of crisis, otherwise it will evaporate trust base of citizens – through

increasing democratic deficit that has to be mitigated since democracy is an extremely important

framework condition (Bhatta, 2003; Pollitt, 2003) – exuded towards government and state

institutions.

Concerning our second factor, the notion of decreasing sensitivity is originated in psychology to

capture events when our sensitiveness loses its ground in a certain moment (e.g. at one point we can

easily become unable to distinguish between the light coming from a night light in the room and the

light given by the fact that daylight has come). Increasing sensitivity, as a reversed form of the

indicated one, has a pivotal role in explaining events in uncertain situations. Let us add immediately

that uncertainty is not an independently existing phenomenon (objectum) that should be identified

and estimated, it is therefore the dynamically evolving pattern of perceptions (subjectum) over

economic policies. Since the importance of a momentum can be even higher if it generates

significant differences in the experience and perceptions of another momentum, uncertainties

become a complex web of mutually reinforcing phenomena perceived dynamically over time. This

was explicitly the case after the eruption of the Greek crisis when financial markets’ confidence with

regard to Spain and Portugal was also crumbled because their sensitivity (tolerance) level against the

degree of macroeconomic instability (linked to international competitiveness and sustainability of
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public finances) lowered substantially. Increasing sensitivity occurs and reflects to a certain degree

that uncertainty is encoded into the morden economic system.

Another equally important recognition justifying that uncertainty is encoded into the market system

is linked to our third and well-known issue of halo-effect. As Rosenzweig (2009) sensitively

documented, public and the economic profession often have a predilection to overestimate the role

of leaders in case of a successful or unsuccessful enterprise. In case of a successful enterprise, people

are likely to believe that the leaders of that enterprise are flexible and thorough, while they tend to

presume that the leaders are rigid and inconsistent later when the same enterprise is in an economic

quagmire. Although both arguments seem to be logical in their own time, halo-effect brings

significant bias into our perceptions: we tend to believe that a company is declining because of the

rigidity of its leadership, but the truth is that the leadership seems to be rigid because of the

declining situation.

In similar vein, when it comes to economic policy, initiated and conducted policies are often believed

to be responsible for economic growth or decline. Let us note that, economic governance has a

crucial role, but according to the extended literature, governance is able merely to shape economic

growth indirectly rather than directly (Csaba, 2007; Erd s, 2006). This has important implications for

judging economies by using various rankings (e.g. IMD Competitiveness Yearbook, Global

Competitiveness Report, Innovation Union Scoreboard etc.), namely that an improvement or decline

from one year to another in terms of competitiveness or innovativeness (of which has a nexus)

cannot be attributed exclusively to the discretionary domestic economic policy engineering. The

competitiveness of a country depends not only on its innovativeness, but also on its international

embeddedness which through the economy can be competitive in spite of having not efficient

economic policy. This bias by any means can feed into the volatile of uncertainties by maintain it as

an endogenous phenomena of our modern economic system.

Our forth consideration refers to the so-called priming that should also be addressed simply because

public opinions affect directly or indirectly policy outcomes through the emerging attitudes on risk

and uncertainties associated to public policy issues (Eckles – Schaffner, 2011). To this end, one should

incorporate that mitigating complex problems is challenging since expectations over the

effectiveness of newly introduced policies or initiatives are influenced by memory. This kind of

reasoning resonates to that of Musto (2010) who demonstrated that complex, open and dynamic

systems like the economy and society have memory. Introduced and implemented policy actions,

initiatives, statements either from the government or the independent central bank can be by no

means completely removed from the system or even neutralised. They become part of the memory

of the given socio-economic-political system (i.e. part and parcel of the memory of actors) which
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memory in turn impinges on psycholocigal factors and behaviour. By and large, perceptions,

interpretations and opinions over policies may vary across citizens (voters) and experts by leading to

uncertainty-generating inconsistency; and what is perhaps even more important; their reactions to

novel policies cannot be estimated ex ante precisely with certainty. This maintains the wicked-

feature of policymaking especially in turbulent and unprecedented times when old routines and

standard procedures do not appear to be useful any longer which gives rise to risk and uncertainty

priming. Consequently, the cumulative impact of a policy often evolve along a complex way in which

partial impacts are transmitted and may be strengthened in a Brownian-motion like way. It is mainly

the reason behind the phenomena when macroeconomic news on policy consequences have a big

impact on the economy.

Risk and uncertainty priming also matter when politicians or influential leaders declare something. It

is important both in case of monetary policy (see Greenspan, 2008) and fiscal policy (see Hollmayr –

Matthes, 2013). For example, when the president of the European Central Bank was to free the ECB

from its shackles by stressing that „do whatever it takes” to safeguard financial stability and the

survival of the Euro-zone by launching the unlimited purchase of debt instruments from debt-crisis

ridden states from July 2013, uncertainty, on the one hand, was reduced because of the powerful

institutional signalling that boosted trust and confidence of markets. On the other hand, this action

also had uncertainty-generating feature since this declaration was crystal-clearly unlawful, that is to

say, equivalent to breaching Article 123 of the Treaty on the Functioning of the European Union and

might have therefore served as a catalyst for further non-compliance in case of other actors by

paving the way to intensifying uncertainty. To date, no one really knows whether the consequences

of the infringment will be beneficial or its positive effect will be ephemeral, merely. To sum, it is

therefore a rather gargantuan task to get a shared understanding of the causes and consequences of

problematic events and even that of the reactions they trigger. However, in the absence of that

consensual view, policy hysteresis and thus uncertainty may prevail.

The above mentioned points are also interrelated with our fifth consideration, creeping normalcy.

The concept of creeping normalcy encapsulates slow trends concealed within noisy fluctuations

(Diamond, 2011) thereby these fundamentally influencing trends remain hidden for the wider public

for a long period. Once they are widely revealed, the awareness of their long-lasting development

creeps uncertainty into the system because it reflects to some extent our admitted inability to

perceive and understand these trends in time, hence they can recurrently happen without being able

to predict. Speculative bubbles, financial and economic crises are rather unpredictable because they

can be seen as major changes of which causing processes happening previously in a slow and gradual

way of which slight changes can be accepted as the normal situation. In case of the 2008 financial
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and economic crisis, the lurking danger of speculative bubble remained hidden for a long period of

time. It was mainly due to the calmness determined by the era of Great Moderation (1992-2007).

This period provided a fertile ground for stabil trust infrastructure, relatively stable tolerance level of

financial investors (i.e. not resulting in increasing sensitivity), the belief that economic policies

contributed to the stabilisation of macroeconomic fluctuations in terms of employment, inflation etc.

by leading to some sort of halo-effect as well as positive attitutes (priming) towards public policies in

the advanced world. However, with the benefit of hindsight, withering secular trends were

registrable such as declining productivity and increasing income inequality since the 1970s both in

the US and the European continent.

Last but not at all least, our sixth consideration embraces the psychological findings of Daniel

Kahneman, Amos Tversky, and Maurice Allais. This is about the issue of opportunity effect as well as

certainty effect. Opportunity effect refers to the behaviour of agents (e.g. financial investors, people

who are searching for returns that were not available before) when there is a chance (even small

one) to obtain something beneficial they are overweight the importance of such an outcome over a

situation when someone can gain a little bit more in addition to the earlier reached returns. For

instance, with the even-intensifying and increasing financial globalisation, the abundance of liquidity

attracted more and more people to invest or borrow to reach desires that were previously

unavailable. This was partly the psychological leitmotif behind the indebtedness of households – and

that of public sectors as well that led to increasing uncertainty over the solution. Contrary to the

opportunity effect, certainty effect means that people have a predilection to appreciate better

outcomes of which probability is certain (100%). In our context, the outcome of any policy measure

cannot be estimated properly even with the greatest benevolence simply because of the non-

linearity on which along it evolves in a complex, open and dynamic system. Consequently, crisis

management triggers uncertainty since the outcome is not certain at all.

In sum, economics should have incorporated the role of psychological factors both into the process

of theorysing and empirical investigations. Uncertainty can be to a large degree explained by these

factors; however, further research is needed to develope effective policy instruments to dampen

uncertainty (e.g. for example by using fiscal consolidations as an uncertainty reducing mechanism).
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