HOW GEORGE SOROS KNOWS WHAT HE KNOWS

Towards a General Theory of Reflexivity
By Flavia Cymbalista, Ph.D.

In its traditional formulation as an explanatory principle, reflexivity means that any
object of thought contains in itself the thinking activity that generates it. Applying the
concept of reflexivity to the question of financial markets valuation, Soros concludes that
economic reality is actively shaped by the perceptions of market participants. This leads
him to a theory of investment radically different from other existing approaches.

Existing approaches try to make sense of market reality by delineating factors that are
determinants of price and identifying indicators that can be used to predict the future
course of prices. Different theories emphasize different factors, they differ with respect to
the definition of factors that determine market events. But the different approaches share
the assumption that market events are determined by factors that function like logical
units. The unit-like factors function like the discrete terms in a logical calculus,
remaining fixed, unchanged through the process of events. What is not covered by such
factors is viewed as just indeterminate and unpredictable.

But this traditional explanatory structure, based on deductive logic, cannot capture
reflexive processes. The fluidity and particularity that characterizes the unfolding of
events do not match the constancy of logico-mathematical patterns. In reflexive
processes, we cannot assume discrete entities at the bottom: any factors we isolate might
not survive the process of events in their original form.

Consequently, Soros does not offer an alternative particular cut of market reality,
a different set of already defined factors. Instead, he operates with that which eludes any
particular cut of market reality: intrinsic uncertainty. Rather than assuming a static order,
Soros embraces the lack of fixed references in his guiding principle, the belief in
fallibility, meaning both the belief in his own fallibility and the belief that the
misconceptions and misunderstandings that go into our decisions help shape the events in
which we participate.

Soros goes beyond the denial of a static order. He asserts that the concept of reflexivity
allows him to structure situations and recognize profit opportunities. These are found
when the participants’ biases lead prices to diverge from an underlying trend which is
itself influenced by market prices — a process which is at first self-reinforcing, then self-
defeating. However, Soros could not formulate the general theory of reflexivity he
originally intended to put forth. Reflexivity remained mysterious, both at the theoretical
and at the practical level: neither his conceptual framework nor the manner in which it
gets translated into investment decisions is fully understandable.

Soros did not find a way of speaking in positive terms about that which distinguishes his
approach: a thinking without assuming fixed units at the bottom. As a result, he can only
articulates his thoughts in the negative: “imperfect understanding”, “fallibility”,
“uncertainty”. The reality of his concepts of underlying trend and prevailing bias can
never be successfully captured by any given set of terms and definitions. But without



having the alternative to a static epistemology necessary to explain himself, Soros needs
to recur to the inevitable mismatch between two sets of discrete units. Soros tells us that
reflexivity renders not only standard approaches to investment but also standard
economic theory and the standard view of the scientific method inapplicable to the
market situation. And leaves us without a clear formulation of what does apply.

Further, when Soros tries to show us reflexivity at work, what his examples seem
to reveal is that he is exploiting crass errors in conventional thinking. In retrospect, the
fact that the underlying trend has no fixed referent — a main distinction from the standard
notion of fundamental valuation that Soros derives from the concept of reflexivity — gets
lost.

As a result, Soros’ theory of reflexivity is often misrepresented as revolving around the -
unremarkable - idea that in the financial sphere reality is affected by the beliefs of market
participants and/or as boiling down to the platitude "Life is unpredictable”. Family
members' testimony that gut instinct and intuition are what inform Soros' decisions is
usually drawn in as evidence that Soros' attribution of his financial success to the
application of his theoretical framework is far from being the truth. The following widely
quoted remark by his son Robert Soros is often used in support of dismissing the theory
of reflexivity:

"My father will sit down and give you theories to explain why he does this or that.
But I remember seeing it as a kid and thinking, Jesus Christ, at least half of this is
bullshit. I mean, you know the reason he changes his position on the market or
whatever is because his back starts killing him. It has nothing to do with reason.
He literally goes into a spasm, and it's this early warning sign."

This paper resolves the apparent contradiction between Soros’ attribution of his success
to his theoretical framework and the guidance that his bodily instincts provide him.
Combining Gendlin’s process philosophy and more-than-logical epistemology with
Cymbalista’s market theory, it places the theory of reflexivity on firm epistemological
and economic theoretical foundations and shows the necessary relationship between
Soros’ thinking without assuming fixed units at the bottom and the bodily knowledge
expressed by his (in)famous backache. A practice derived from the broader reflexivity
framework explains Soros’ operating principle, the belief in fallibility, as a positive
methodology that can be taught and learned.
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Steps towards a general theory of reflexivity

With The Alchemy of Finance, Soros originally intended to put forth a general theory of
reflexivity. However, he wasn’t able to fully make his case. Not formulating his concepts
In positive terms, together with the difficulty of showing it in practice, he could not
demonstrate reflexivity as a universally valid way of looking at the evolution of market
prices. In the preface to the second edition of the book, Soros retracts his original claim
that reflexivity is at work at all times, rendering standard economic theory irrelevant. He
now distinguishes between far-from-equilibrium conditions where reflexivity plays a role
and near-equilibrium conditions where economic theory applies and reflexivity can be
safely ignored.

Since the publication of “The Alchemy”, the grip of the axiomatic model has been
loosened. In many areas, two-way feedback mechanisms have become well known. This,
however, does not mean that the concept of reflexivity is too obvious, as Soros [2000, p.
18] has recently suggested. Rather than being rendered banal by current developments in
complexity theory and the theory of adaptive systems, the general theory of reflexivity
we believe is implicit in Soros’ theoretical framework and practice requires a departure
from current modes of explanation that goes beyond what these formal approaches have
to offer. The now widely searched conditions for the emergence of novelty cannot be
found in logic alone. This is clear, for instance, in the pricing models of the Santa Fe
Institute, which do incorporate recursive relationships but where a fundamental value
independent of the valuation process still remains the norm from which market prices
diverge.

Far from being trivial, formulating the reflexivity implicit in Soros’ theory and
practice in positive terms requires a reversal of the usual explanatory order. Instead of
reducing phenomena to structural units, this requires we take a functional view, giving
primacy to functional processes that create structure, that is, viewing content as derivative
of process.

The reversal of the usual explanatory order required by reflexivity means we need to
jettison the most basic assumption underlying the way standard economic theory
explains: the view of the economy as an atomic interacting system.

With the atomic hypothesis, standard theory reproduces the traditional notion of
the structure of an explanation, based on deductive logic, assuming that the process of
events can be reduced to the sum of atomic units. In an atomic interacting system, the
essential characteristics of the system’s components are independent from their
relationships to other components, such that interaction does not lead to the emergence of
new properties. The atoms are conceived of as existing, objective “facts” that have an
independent existence. They are fully formed entities, fixed units that not only precede
interactions but also last through events in their original form.

The atomic hypothesis — which in Gendlin’s terminology is called the “unit
model” - permeates standard theory at many levels. It is embedded in the assumption of
pre-coordinated results of equilibrium theory, in the notion of value as an objective
category independent from the perceptions of economic agents, in the definition of



economic rationality as the representation of this underlying reality. Most important, the
atomic hypothesis underlies the assumption of the neutrality of money. Further, the
atomic hypothesis legitimizes the universal reducibility of uncertainty to the risk case
behind expected utility theory and the rational expectations hypothesis as well as the
statistical research methods associated with logical-positivism.

Logical reasoning requires a given set of fixed units, a single set of possibilities. The
space of possibilities is pre-defined: we might not know which of the given possibilities
will occur, but the space itself does not change; in this sense, it is certain. But reflexive
processes are characterized by a changing space of possibilities, being intrinsically,
irreducibly uncertain.

In order to capture reflexivity within an economic explanation, a new economic
paradigm is needed in which economic interaction is conceptualized as organic. In other
words, we need an alternative theory of value, that is, a different conception of what
determines scarcity and a corresponding notion of economic choice that allows for
intrinsic uncertainty. The first part of this paper presents an economic theoretical
framework in which the reflexive relationship between observed conditions and the
participants’ perceptions of them is an essential characteristic of the system. With
reflexivity at work at all times, Soros’ original insight is confirmed: standard economic
theory is irrelevant regardless of whether or not reflexive interaction is giving rise to a
major boom and bust cycle.

How then can we have an economic framework that doesn’t begin with individuated units
at the bottom? We can do so if we begin with money, a reflexive object par excellence.
We need thus to begin with Keynes. As anyone who spends time with Keynesian
scholarship soon realizes, there are almost as many “Keynes” as there are interpreters of
Keynes. Particular to our Keynes is first of all the use of his early philosophical work on
probability theory and how it entered into his economic theory and methodology. Second,
the emphases on The Treatise on Money that is characteristic of a recent development of
Keynesian value theory known as the “Berlin School of Monetary-Keynesianism”, whose
founder and main exponent is Hajo Riese. Together they served as the starting point of
Cymbalista’s On the Impossibility of Rational Valuation under Uncertainty. The title
refers to a statement by Nobel Prize winner Robert Lucas asserting that intrinsic
uncertainty - as opposed to probabilistic risk - renders economic theory valueless.
Cymbalista [1998] refutes Lucas’ assertion by showing the fruitfulness of a liquidity-
preference approach which has uncertainty at its core. The approach, in which the
orthodox hierarchy between the financial and the real sphere is reversed, was shown to
both illuminate the shortcomings of the current academic discussion around market
rationality and to solve the anomalies that have thrown the efficiency paradigm in what
Kuhn calls a “crisis”.

Now informed by Gendlin’s philosophy, the approach explicates the organic
nature of economic interaction. In our organic approach, there are no fundamentals
independent of valuation. That is, like the “reflexive fundamentals” associated with the
“underlying trend” in “The Alchemy of Finance”, fundamentals always already embody
the interactive valuation process that generates them. We believe this to be indeed the
economic theory which implicitly underlies The Alchemy of Finance. In other words, the




organic framework stands to Soros’ reflexive theory of investment in the same way in
which Neoclassical economic theory stands to standard fundamental analysis and in
which random walk theory stands to the recommendation that investors hold the market
index rather than trying to outperform the market by picking assets.

Gendlin’s [1997] concept of the space of possibilities renders the progression in
economic theory obvious. First, in standard equilibrium theory, the space consists of a
fixed, single set of possibilities which are determined by exogenous parameters. Second,
with Keynes, money destroys the coherence of this fixed, single set. Third, Riese restores
the coherence by — as we can now say - viewing the space of possibilities as a
multiplicity of sets, each associated with a given supply of liquidity, that is, with a given
macroeconomic budget constraint. The budget constraint, however, is endogenous: it
depends on the state of confidence. For analytical purposes one can artificially hold the
state of confidence constant — which is what lets us see each of the multiple sets of
possibilities as fixed, with each set being an equilibrium path. Last, with reflexivity, we
face a changing space of possibilities.

It’s intrinsic to equilibrium analysis that unit-like factors last through time. But
with a changing space of possibilities the question becomes how new factors are
generated and re-generated — and how they can sometimes be discerned while still in the
process of being made.

The reflexive theory of economic value demands a corresponding epistemological shift.
Standard theory views markets and their participants as information processors — whether
perfect, as assumed by advocates of efficiency, or imperfect, as argued by its behavioral
finance critics. But with reflexivity we no longer have the fixed set of possibilities
required by the logical-representational notion of rationality. Section Il derives the need
for a more-than-logical epistemology from the economic theoretical framework and
presents Gendlin’s reversal of the usual philosophical order of priority between
conceptual logic and the experiencing process. While in the old order of priority
conceptual criteria, rules or distinctions were considered prior determinants of our
actions, Gendlin [1962] shows that meaning creation involves implicit functions that
include but exceed logic and patterns. These implicit functions are found in our
experiencing process. Experience does not consist merely of already formed entities, it
always has an implicit, pre-conceptual, only sensed or felt aspect. It’s not an axiomatic
system working by deductive logic, it’s multischematic and non-numeric. But it’s not at
all arbitrary, rather an intricate, finely ordered on-going change process. The process
creates the content-units to which deductive logic can be applied: logic itself cannot
determine where logic begins, but after newly formed contents emerge, logic is again
needed.

By having a body — rather than a machine — as its conceptual instance, Gendlin’s
philosophy develops the terms with which we can study first-person activity, the
originative formation of entities from self-organizing, organic processes. A further
meaning of reflexivity is introduced, this time not as the relationship between two content
variables (the content of the participants thinking and the content of the underlying trend)
but as the relationship between content and the living process that creates it.

Gendlin gives us a way to speak about the implicit nature of “facts” while they are
still embedded, still in the process of being formed. It’s in this state that Soros first



discerns them. The process view lets us describe the unfolding of the market process, the
formation and dissolution of consensual frames, the emergence of new “facts” which
impinge on conventional valuation and market pricing. The same concepts that capture
the object creation process involved in Soros’ generation of investment hypothesis also
apply to the market process itself. These concepts allow us to clarify Soros’ notion of
underlying trend and prevailing bias — and thus the emergence of profit opportunities -
without recurring to the external anchor independent of valuation which alternative
approaches based on complexity theory cannot avoid.

The broader reflexivity framework combining Gendlin’s view of the relationship between
logical reasoning and bodily felt experience and the organic approach to market valuation
allows us to explicate what Soros is actually doing: how his operating principle, the belief
of fallibility, gets translated into investment hypotheses. In the third part of the paper we
draw on the psychology of uncertainty together with a practice derived from Gendlin’s
philosophy in order to reconstruct and explain the different stages of the generation of
reflexive investment hypotheses in a manner that is congruent with Soros’ writings.

According to Soros, his investment methodology consists of a combination of
analysis and instinct. Informed by his theoretical framework, he instinctively picks up
self-reinforcing trends that might eventually be self-defeating: “They send out certain
signals that activate me” (Soros [1995, p. 10]). He then articulates the rationale behind
the trend — that is, he formulates an investment hypothesis - and follows it. Knowing that
any hypotheses is but a cut of market reality which can be neither unique nor indefinitely
survive the process of events, he searches for a flaw. Once he finds the flaw, he’s ahead
of the curve. He can then watch out for signs that the flaw is becoming salient in the
public’s eyes, causing a shift in conventional valuation. At this point he can either
simply cover his position when the trend has played itself out or, in the cases where the
shift is strong enough to lead to a trend reversal, reverse his trade.

But how does Soros pick up the signals? And how does he find the flaw? At both
spots a knowing which at first can only be bodily sensed plays a role alongside his
capacity to conceptualize it. The practice created by Gendlin systematically teaches the
inner process at work at each of these spots.

The practice, Focusing, is a means to explicate one’s implicit bodily sensing of a
situation, it teaches people how to think with their gut. It gives a way to engage with
organic bodily reactions such that one can access the information they contain. The
process works in a zigzag that has both a bodily felt and a conceptual side. Cymbalista
has developed it into a procedure for decision-making in financial markets, taking into
account both affective and cognitive aspects of the biases that enter into trend formation.
These are interrelated and associated with deeply ingrained habitual reaction patterns that

stem from an intolerance for uncertainty. With the procedure, the person learns to
separate her own individual-psychological habitual tendencies and biases from her
implicit sensing of the situation which is uncertain because it's not finished, it's still
being formed. Explicating one’s bodily apprehension of uncertainty enables a re-cutting

of the space of possibilities. It leads to new hypothesis, new questions, new information-
gathering and new probes, generating a new kind of information concerning factors that
could not have been thought of or isolated before and resulting in better decisions.



Because Soros formulates his propositions in the negative, one cannot see how his
belief in fallibility can indeed be a method. Now the fact that a practice developed from
the broader reflexivity framework can be systematically taught and learned demonstrates
the fact that the belief in fallibility is much more than the awareness of the lack of
certainty, of the impossibility of deductive prediction. It is also a positive methodology in
which the direct access to uncertainty permits the creation of new entities — new
questions, new hypothesis — that in turn permit probing the still ongoing events.

Assuming fixed units at the bottom and a representational notion of rationality, standard
theory cannot account for the profit opportunities that Soros finds nor for his manner of
doing so. Because its underlying epistemology does not allow for a tracking of the
ongoing change in what is possible, according to the standard view Soros’ performance
can only be attributed to luck.

The market efficiency literature has interpreted tests showing that single sets of
individuated and located referents cannot be used as a basis for systematically beating the
market as evidence that markets are random. From the reflexive organic perspective, this
evidence merely reflects the fact that no single cut of market reality can be expected to
survive the process of events. Market events aren’t determined by factors that are logical
units, but they aren’t fully indeterminate either. The intricate order characteristic of
organic processes is different from a rigid structure, and yet there is an orderliness in it.
With reflexivity, prediction lies elsewhere than usually assumed: There can be a thinking,
probing and action that taps into ongoing and always unfinished entity formation. Soros’
performance is a brilliant illustration of how the rejection of representational truth can
lead us not to arbitrariness but to a deeper understanding.



I. AREFLEXIVE THEORY OF ECONOMIC VALUE

1. Time, Money, Uncertainty and the Mode of Interaction

As an empirical research program, the efficient markets theory stems from an attempt to
combine statistical observations of the apparently random character of stock price
changes with the Neoclassical theory of value. The fact that empirical research on
efficiency emphasizes return predictability makes it easy to overlook that efficient
markets theory is closely related to the basic disagreement between Keynesian and
Neoclassical economics: the question of the (non-)neutrality of money.

Efficient markets theory embodies the notion that the financial sphere is subordinate to
the real economy. It not only asserts that market prices represent an unbiased assessment
of an underlying fundamental value, but also defines value as walrasian equilibrium
theory: as an objective category determined by the relative scarcity resulting from the
interplay of consumption needs, the physical productivity of capital goods and the
availability of resources. In other words, the timeless walrasian construct is extended to
an intertemporal frame by the rational expectations hypothesis. An implicit assumption is
that the qualitative differences introduced by the element of time can be ignored: a
stochastic version of the timeless general equilibrium is seen as a good approximation of
the process that generates observed prices. Intrinsic, irreducible uncertainty - as opposed
to probabilistic risk - is considered intractable and thus outside the domain of economic
theory.

The belief in the irrelevance of Walrasian analysis for explaining economic processes in
time was the main force that drove Keynes to reformulate economic theory (Keynes
[1937]). Once the qualitative differences introduced by the element of time are
considered, the atomic hypothesis brakes down. This requires an alternative solution to
the coordination problem: acknowledging the role of money between present and future.
As soon as money - a social convention or institution - is assigned an independent
function, the atomic hypothesis no longer applies; instead, organic complexes become an
adequate metaphor for economic reality and uncertainty is no longer reducible to the risk
case. In short, uncertainty does not make economic theory useless but mandates a
monetary approach.

The relationship between the mode of interaction and the conceptualization of uncertainty
was an old interest of Keynes. It’s a core theme of his early philosophical work on
probability theory. His “Treatise on Probability” [1921] is an attempt to extend the theory
of probability beyond its concern for numerical measurability. Keynes differentiates
between two dimensions of a probabilistic argument: the probability judgement proper
and the degree of confidence one attaches to it (“weight of argument”). Unlike the
common definition, in which the dichotomy risk/uncertainty is directly related to the
question of numerical measurability, Keynes’ treatment of uncertainty is connected with
the question of confidence, with the “weight”. Examining the conditions under which the
degree of belief in a hypothesis is amenable to a mathematical calculus of probability,



Keynes shows that numerical measurability presupposes an equal degree of confidence.
He then shows that the universal reducibility of uncertainty to the risk case is only
justified if the system observed shows the limited independent variety typical of games of
chance. While this is true for atomic systems, it does not hold in case of organic
interaction, where the collective behavior of the whole is qualitatively different from that
of the sum of individual parts.

The fact that these two threads of Keynesian thought — the non-neutrality of money and
the insight into organic interaction - are interrelated is not widely recognized, even
among Keynesians. In the course of this paper, both threads will be taken further. Part Il,
where we present a reflexive epistemology, develops Keynes’ original insight into
organic interaction further. Keynes original distinction between atomic and organic
interaction suffices for a critique of the standard view (Cymbalista [1998]). But his
organic whole remains mushy, we do not know much more than that everything depends
on everything else. Integrating Gendlin’s process view with economic thought, we’ll pick
up where Keynes himself stopped.

The present section concentrates on the first thread: money. Keynes himself was never
able to fully formulate an alternative to Neoclassical value theory. He could not yet show
that the non-neutrality of money wasn't only a short-run phenomenon. In other words,
Neoclassical long-run equilibrium kept its normative role, even though "in the long-run
we're all dead". While Neo-Keynesians (mostly in the USA) created a synthesis of
Keynes and the Neoclassical by assuming away uncertainty, and Post-Keynesians
(mostly in the UK) continue to emphasize the fact that the uncertainty we find in reality
renders equilibrium theory irrelevant, Riese's Berlin School of "Monetary-Keynesianism"
rightly recognizes that economic theory can only then inform economic reality if the non-
neutrality of money and uncertainty are present also at the normative level. By offering
an alternative notion of economic choice which is typified by a bank's credit decision and
viewing the supply of liquidity as the endogenous macroeconomic budget constraint of
the market system, Riese (1983) offers a full and explicit formulation of a monetary
theory of value. We’ll present the Monetary-Keynesian framework with the emphases on
the organic insight - which plays no role in Riese’s original work — already taken in
Cymobalista (1998), but now already informed by Gendlin’s philosophy.

In sections Il and Ill, where we go into Soros’ generation of investment
hypothesis, we will show how he, in turn, goes beyong Keynes’ thoughts on valuation
under uncertainty. For now, let’s return to Keynes: to the reversal of the hierarchy of
markets by means of which he introduced uncertainty into economic theory.

2. Reversing the Hierarchy of Markets

The Walrasian model is unable to let the present effect the future because it places pre-
coordinated exchange transactions in the foreground, without acknowledging the
difference between physical resources and wealth categories. Wealth and capital are
treated as goods, as a mountain of delayed consumption and/or a quantity of means of
production, so that its valuation is subordinate to the exchange of resources. However, the
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distinction between physical resources and wealth — between goods and assets - is
essential for an analytical grasp of the intertemporal aspect of economic relationships.

Transactions in good markets relate to a point in time: they end with the exchange
of a good for another. In contrast, transactions in asset markets only end with a return of
the transferred wealth. They’re not comparable to exchange but to credit relations and are
thus subject to the possibility of loss, that is, of illiquidity. The later is assumed away by
the walrasian pre-coordination of outcomes, which blends out the distinction between
resources and the general purchasing power that allows the acquisition of resources: since
all transactions are finalized before any transfer occurs, the wealth transfer within the
household sector and between the households and the firms always flows back. The
auctioneer is a warrantor of the firms’ ability to return the assets borrowed from the
households, ie. he secures for each the fulfillment of the contracts by the others.

In the walrasian system, we only have present moments: the stable units that went
into the interaction hold across the interaction, the outcome is a mere re-arrangement,
units are neither lost nor added. In other words, an interaction doesn’t change the pre-
determined system of possibilities. This uneventfulness is not altered by the attempt to
the extend the basic model to an intertemporal frame. We then have a linear sequence of
time-points, each of them purely present and unrelated to any other. The arrival of
information - which is understood as an exogenous shock, that is, a change in
preferences, the availability of resources or technology - leads to a new re-arrangement,
the interaction itself involves nothing that wasn’t already there to begin with, nor does it
imply any future occurring.

However, dispositions in asset markets never involve just an actual present. Like a
credit relation, they always also entail a tension towards a future time which is part of the
present decision. Accounting for the element of time therefore requires a reversal of the
hierarchy of markets.

Neoclassical theory subordinates the credit market to the market for capital: the credit
supply function is associated with the savings function of the households, dependent on
consumption preferences, and the credit demand function is identified with the
investment function, itself dependent on the physical productivity of capital goods. The
rate of interest is determined at the capital market equilibrium where savings and
investment are equalized. Money remains only a reference quantity, a neutral link, a veil
over transactions that take place in the real sphere; its sole function - which can be
fulfilled by any divisible good - is that of a numéraire. This means that the specific
institutional form in which a monetary economy is organized is not supposed to affect the
way the system works. The quantity of money, which is seen as exogenous, influences
only nominal prices but not value formation.

In his well-known critique of Neoclassical capital theory, Keynes shows that a
change in income renders the simultaneous determination of investment, saving and the
rate of interest unable to generate an equilibrium. Supply and demand curves can no
longer be seen as independent and total investment remains undetermined unless the rate
of interest is given exogenously. Further, in a monetary economy forgoing consumption
and credit supply can fall apart. Investment doesn’t presuppose a savings fund but a cash
advance:
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“The investment market can become congested through shortage of cash. It can
never become congested through shortage of saving. This is the most fundamental
of my conclusions within this field.” (Keynes [1936], p. 222)

Firms engage in/enter credit relations in order to carry out production processes, which
then generate income, which households can consume or save. By saving the households
become wealth owners; they then have a choice, which asset to hold. But there’s no
causal relationship between savings and investment: the choice not to consume doesn’t
have a direct effect on investment. Rather, it only means a net-decrease of demand for
consumption goods, so that a part of the wealth transferred from the firms to the
households doesn’t flow back to the firms.

Keynes therefore interprets the rate of interest as a monetary phenomenon: it’s the
price for the temporary transfer of liquidity. Productive capital is itself viewed as an asset
and investment as determined not by the physical productivity of capital goods but by the
interest rate and the expected money returns. Rather than the real rate of return of
productive capital ruling the roost, with the money rate of interest and the returns on
financial assets adjusting to that, in Keynesianism the money rate of interest becomes the
central coordinating variable of the market economy. The market for productive capital is
thus now subordinate to the market for money, that is, to the credit market.

As mentioned above, Gendlin’s concept of the space of possibilities makes the
progression clear. Neoclassical equilibrium theory sees only one set of possibilities,
determined by the exogenous parameters. Keynes shows how the demand for money
destroys the coherence of this single fixed possibilities-space. But Keynes could not yet
formulate a long-run equilibrium alternative to the Neoclassical notion, that is, an
alternative in which the non-neutrality of money wasn’t only a short-run phenomenon
(this shortcoming comes to light in his famous saying “in the long-run we’re all dead”).
Riese, the founder of the Berlin School of Monetary-Keynesianism, recognized that the
hindrance lied in Keynes’ treatment of liquidity preference as a demand category and of
the supply of money as exogenous. A full and explicit formulation of a monetary theory
of value becomes possible once the role of liquidity preference on the supply side - as
well as the role of money as a means of payment - is emphasized.

3. The dual economic decision calculus

Monetary-Keynesian decision theory is, like Keynes’ concept of expectations, two-
dimensional. Wealth holders have a dual goal: they attempt to both increase and secure
wealth. The prototype of a wealth holder is not a consumer but a bank, at the same time
debtor and lender.

This formulation of the economic decision calculus is intimately related to the
specific function of money that is derived from the institutional organizational form of a
monetary market economy. Among all functions of money, Monetary Keynesianism
emphasizes its function as a means of payment. A constitutive part of a monetary
economy is a dual banking system, where the central bank issues legal tender while the
commercial banks supply the public with money. Money enters into the economy when
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the commercial banks assume liabilities vis-a-vis the central bank in order to be able to
deal in credits. And money is destroyed when the banks redeem their liabilities with the
central bank. On the one hand, through credit relations, banks create debts that are fixed
in units of the legal tender; on the other hand, the credit beneficiary acquires deposits,
which represent a claim to legal tender. A payment chain is created, where all payment
transactions and every credit relation lastly recurs to legal tender. While bank deposits
and other liquid assets fulfill money functions, legal tender is the only means of payment
that redeems liabilities without being itself a liability.

The banks’ decision to give credit depends, on the one hand, on a comparison of the
credit rate of interest with the expected cost of funds. On the other hand, since remaining
solvent is a necessary condition for their business activity, banks” willingness to supply
money depends on their estimate of the capacity of the firms to refund the accredited
liquidity. This dual goal of banks also applies for the portfolio decisions of the private
wealth holders. First, the various assets can be conceptualized like a bank credit, as forms
of forgoing liquidity. Equity holding can be seen as an open-ended credit to oneself.
Second, wealth holders attempt not only to increase wealth but also to secure wealth.

The capacity of the firms to fulfill their commitments towards their creditors
depends on the prices that the produced goods can achieve in the sales markets. But sales
lastly depend on the amount of allocated capital, which influences the scarcity of
production processes, employment and income. In Neoclassical theory the auctioneer
ensures that the proceeds from sales are settled before the exchange of initial endowment
actually occurs. Pre-coordinated outcomes thus exclude insolvency, since the transfer of
wealth between consumers and producers is guaranteed to reflow continuously.
Increasing wealth is subordinated to the aim of maximizing consumption so that holding
money is never preferred to the alternative of holding an asset that yields a return. But in
a monetary economy the dispositions of the totality of the wealth holders has a bearing on
whether the firms will be able to pay off their liabilities. With the introduction of money,
uncertainty emerges from the coordination problem. Thus, money creates uncertainty and
fulfills the - in the Neoclassical unknown - security goal.

In order to describe the non-pecuniary reward of money, the opportunity cost of forgoing
liquidity, Keynes coined the term “liquidity premium”. Increasing wealth requires
surrendering liquidity whereas liquidity fosters security, so that the decision calculus of
wealth holders consists of weighing up the liquidity premium of holding money and the
expected return of foregoing liquidity, i.e. the risk premium. In addition to money, all
assets are assigned liquidity premia which reflect the ease with which they can be
transformed into money. In order for a wealth holder to be willing to forgo liquidity, the
sum of the risk and liquidity premia of 