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Document Outline 

Introduction 

“It is a miracle that curiosity survives formal education.” 
Albert Einstein 

Welcome to my exam revision for 316-202, Intermediate (neoclassical) 
Microeconomics. Using my exam preparation time to write this critique will very 
likely have a negative impact on my marks. However, it was the only way I could 
motivate myself to spend time going through and learning material which I believe is 
so substantially flawed that I will never rely on it in my professional life. If exam 
revision is your only interest in this document then skip ahead to Subject 
Syllabus: Summary and critical review section and good luck in the exam. 
However, if you have a genuine interest in economics I humbly suggest you read on 
(even if you save it till after the exam). 

“Scepticism is the chastity of the intellect, and it is 
shameful to surrender it too soon or to the first comer.” 
George Santayana - Scepticism and Animal Faith 

In the course outline we are told that “this subject seeks to provide you with a 
more formal understanding of how decisions are made by households 
and businesses, and then how these decisions interact to determine 
market outcomes”. 

It’s my intention here to test whether or not the course material achieves this aim by 
examining what evidence is available from modern studies in psychology, sociology, 
neurology and behavioural economics regarding decision making and market 
behaviour. I’ve tried to use peer reviewed journal articles which are available online 
to substantiate my points where possible so those who are interested can easily 
follow up any particular topic. 

I’ve spent the last couple of years while studying economics at Melbourne mostly 
biting my tongue while waiting for the absurdly simplistic and fundamentally flawed 

 2



view of human behaviour expounded by our economics lecturers to be fleshed out 
into something more realistic. It has finally dawned on me (I’m a bit slow) that this is 
not going to happen. Traditional neoclassical economists (Dr Freebairn et al.) really 
do think that people behave as if they are rational utility maximising calculators who 
have no moods, emotions, systematic biases, passions or evolutionary history. I’ve 
spent some time looking at alternative economic models and have found that there is 
a wealth of research demonstrating the flaws in neoclassical economics. These 
alternative approaches really began to gather steam in the 1970s (though Adam 
Smith well understood the flaws in the system which has been since developed in his 
name) and have spawned numerous journals, books, conferences and a substantial 
following among progressive economists. I believe the fact that our micro and macro 
economics lecturers fail to even mention these criticisms and alternatives (with a few 
rare exceptions) demonstrates that their adherence to neoclassical economics is 
dogmatic rather than being based on an open minded empirical enquiry. 

“The most common of all follies, is to believe passionately in the 
palpably not true. It is the chief occupation of mankind.” 
 H. L. Mencken 

I encourage Dr Freebairn or any of the other faculty members to respond to these 
comments and begin a discussion. We can use the class email list for this purpose. 
Earlier in the semester I had a brief email exchange with Dr Freebairn in which I 
asked why he teaches neoclassical economics to the exclusion of other ideas when 
there is so much evidence it is flawed and he responded that he teaches it because it 
has stood the test of time. I said that this was like claiming that creation science had 
stood the test of time 30 years after Darwin published the Origin of Species. Dr 
Freebairn never responded. Perhaps he is a religious fundamentalist and found my 
comment offensive (in which case I apologise as causing offence was not my aim). 
Another similar example would be teaching Newtonian physics in the 1940s and 
claiming it had stood the test of time. It’s true that Newton’s physical laws stood the 
test of time and were very useful but Einstein’s two major publications on relativity 
demonstrated the flaws in Newtonian physics and the world of physics moved on. 
Neoclassical economists refuse to move on. This would not be a problem except that 
they are teaching the new generations of economists. The failure of neoclassical 
economics to understand the mechanisms that underpin human decision making 
will lead these economists (that’s us) to perpetuate the economic boom and bust 
cycles and eventually and inevitably lead to the next great global recession. This 
explains my motivation for sending my critical review to the entire class. 

“There is always a kind of contempt in the act of speaking.” 
 Nietzsche - Twilight of the Idols 

Neoclassical economics persists only by shutting itself off from its critics and 
refusing to answer their questions or address their concerns (Dr Freebairn’s lack of 
reply to my second email being a good example). It is taught to students as if it is 
economics rather than being honestly taught as a contentious model of economics 
which is under siege from multidisciplinary research that undermines its 
fundamental tenets. The critical comments below provide just a small window into 
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the academic debate surrounding economic theory. A debate that it seems our 
lecturers would prefer we didn’t know about (I’m guessing they would prefer not to 
know about too). 

 
"It is difficult to get a man to understand something when his salary 
depends upon his not understanding it." 

Upton Sinclair (1935 p 104) 

I’m sure you’ve all heard of toxic debt which has been clogging up the global financial 
system and preventing it functioning properly. There is a growing belief among 
economists that we also have a problem with toxic text books. These are 
neoclassical text books which are clogging up our economics departments in 
universities and preventing them from functioning properly. Just as it is necessary to 
purge toxic debt from our financial institutions in order to recover from the current 
financial crisis; it is also necessary to purge toxic texts from our education 
institutions in order to avoid repeating the financial crisis. See 

 www.toxictextbooks.com  

or join the Facebook group which currently has over 1000 members only two weeks 
after launching: 

http://www.facebook.com/group.php?gid=73911783278 

We are the next generation of economists. Purging these toxic text books and 
demanding an economics curriculum which is empirically based instead of ideology 
based is our responsibility. 

 
“The first thing that the global financial crisis should therefore do to 
economics is to galvanise student protest about the lack of 
debate within academic economics itself, because dissident 
academic economists will be unable to shift the tuition of economics 
themselves without massive pressure from the student 
body.” 

Steve Keen [University of Western Sydney, Australia – 
quoted at www.toxictextbooks.com] 

The obvious questions here are why academics in economics departments would 
teach outdated and flawed economic theory and why hasn’t the latest research 
filtered through into the curriculum. I don’t think these questions are easy to answer 
but certainly a part of the answer is that neoclassical economics is simple and elegant 
and has considerable explanatory power. For these reasons it’s very appealing. Also, 
academic economists, and those in most places where graduate economists are likely 
to get jobs, were trained in neoclassical economics using similar methods to those 
they are using to train us. 
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In one of his great works, Discipline and Punish, the French philosopher Michel 
Foucault (1986) described the effective methods of disciplinary power for creating 
conformity. The three key factors are hierarchical observation (we see this in 
tutorials), normalizing judgement (lectures, tutorials and the drive for good grades) 
and examinations (obvious enough). Intro and intermediate micro and macro are 
taught at Melbourne in a way that very effectively discourages independent and 
critical thought and focuses attention on integration and retention of spoon fed 
concepts and ideas. Tutorials are entirely focussed on learning to get the “right” 
answer to questions using what has been taught in lectures. The tutorial programs 
are so full that any time spent discussing the theory, the history of the ideas or the 
validity of the underlying assumptions means missing out on answering problems 
that may be important for the exam. When I’ve raised questions like these in 
tutorials very sympathetic tutors have often looked slightly panicked because they 
know if they stop to answer questions or to have a discussion they will not complete 
that week’s pink sheet problems. This means these questions get either brushed 
aside or given flippant shallow answers. The tutors are not to blame for this but 
rather those who design the courses who clearly do not want any discussion or 
independent or critical thought going on in these classes. The only way to have these 
conversations is to take them up privately with tutors or lecturers (if they will 
respond), which means that there is no broad exposure to discussion or debate of the 
content of the course. 

The high emphasis given to examinations and the low emphasis given to essay style 
assignments is another method for stifling independent thought. In Inter Micro this 
year we had one full lecture and one full tutorial dedicated to teaching us, step by 
step, how to write our assignments. We were only given 1000 words and we were 
explicitly told what was expected of us. If the intention is to get good marks then 
there is little scope for deviating from the formulaic desired response. Similarly, if 
you want good marks then you are focussed all semester on the exam, knowing that 
you have to absorb all the material and be able to regurgitate it back into your 
examination booklet. This intense focus on examinations in which we are required to 
come up with the “correct” answers leaves no space for critical appraisal of the 
material.  

It’s interesting isn’t it that so few economists predicted the current economic crisis. 
Why was that? I believe it’s because they see the world through neoclassical 
economic lenses. Neoclassical economics cannot explain the sort of persistently 
irrational behaviour that causes massive asset bubbles. Similarly, the neoclassical 
dogma cannot explain the way that emotion influences risk taking and investment 
behaviour (Hermalin and Isen 2008, Lo and Repin 2002). For similar reasons we 
should not be relying on the solutions to the crisis offered by neoclassical 
economists. 

“We can't solve problems by using the same kind of thinking we 
used when we created them.” 

Albert Einstein 
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I want to make it clear that I’m not arguing for the removal of neoclassical economics 
from the curriculum. I’d like to see a pluralist approach to the teaching of economics 
in which there is an open discussion of the strengths and weaknesses of different 
approaches. This would actually lead to a much better understanding of neoclassical 
economics as simply being spoon fed economic tools and asked to use them in an 
exam can leave you totally blind to their weaknesses. By examining the criticisms of 
the neoclassical models and the responses to these criticisms students would not 
only develop a more thorough appreciation for economics in general but would also 
learn to think critically. The way economics in first and second year is taught at 
Melbourne University actively discourages critical thought and stifles creativity.  In 
the “generic skills” section of the subject outline for Intermediate Microeconomics 
we are told that one of the skills we will gain from this course is “critical thought”. 
Really? How? I challenge anybody to explain how this course fosters 
critical thought. There are a few electives at third year in which alternative views 
are included but it’s easy and common enough for commerce degrees to be 
completed without them. 

“Great is the power of steady misrepresentation.” 
  Charles Darwin – introduction to the last edition of the Origin of Species 

Economic theories, by necessity, are based on simplifications of reality. The theories 
are created through the systematic loss of information (see Stillwell 2002 p 52 for a 
good description). This distils the subject area down into what we consider are the 
important factors which can then be studied. Different approaches to economics 
choose different types of information to discard during this process. This is a critical 
point which economist academics like Dr Freebairn choose not to discuss with us. 
You could complete an entire commerce degree at Melbourne University without 
ever even knowing that you had been taught neoclassical economics. Instead, you 
might believe you had been taught economics. These are far from the same things. 

Here’s the type of exam essay question I think we would see if this course was an 
open and genuine investigation of economics: 

“Explain the neoclassical model of consumer decision making. What 
are the strengths and weaknesses of this model and its’ underlying 
assumptions?” 

It’s unimaginable that our lecturers would ask us that kind of question isn’t it? 
Instead they pretend there is only one model of consumer decision making and ask 
us to use it to answer questions. This completely shuts out alternative views and 
critical thought. 

Try not to let the pressure to regurgitate flawed material in examinations prevent 
you from gaining an education. 

Warwick Smith 

 

 6



"Pseudo-scholarship is, on its good side, the homage paid by ignorance 
to learning. It also has an economic side, on which we need not be 
hard. The pseudo-scholar often does well in examinations (real 
scholars are not much good), and even when he fails he appreciates 
their innate majesty. They are gateways to employment, they have 
power to ban and bless. A paper on King Lear may lead somewhere, 
unlike the rather far-fetched play of the same name." 

E. M. Forster (1963 p 18) 

Subject Syllabus: Summary and critical review 

Grey shaded boxes are copied from the subject outline. Key concepts have been 
written in bold. 

1. Introduction. Revision of market models for determining the quantities and prices of 

goods and services outputs and for factor inputs; responding to shifts in demand and 

supply and the role of elasticities; consumer and firm decision models as the building 

blocks for market models. Perloff, chapters 2 and 3 

Summary 

Mostly just revision but outlined some key assumptions: more is better, 

completeness and transitivity. 

More is better 

This assumes non-satiation. We can never have enough. The obvious absurdity of 

this assumption is worked around by saying that an improvement in quality counts 

as increase in quantity. We always want more and when we don’t want more we want 

better. The more we have (materially) the happier we are. 

Completeness 

Assumes you can always rank preferences (“This is rational behaviour” Dr 

Freebairn). You prefer B1 to B2 or B2 to B1 or you are indifferent between them. 

Transitivity 

If you prefer A to B and B to C then you must also prefer A to C. 
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Critique 

Dr Freebairn openly admitted that we usually do not meet the assumption of 

transitivity (Lecture 1). It’s also clear that we don’t meet the assumption of 

completeness. For an entertaining illustration and introduction I highly recommend 

watching Dan Ariely, Professor of behavioural economics at MIT, on a 20 minute 

Youtube video (http://www.youtube.com/watch?v=JhjUJTw2i1M&feature=related) 

and also his book Predictably Irrational http://www.predictablyirrational.com/ (see 

also Shampanier et al. 2007, Ariely and Norton 2008). It hardly needs saying that 

we don’t meet the assumption of more is better (though as a poor student in a 

wealthy consumption oriented society this might be difficult to see first hand). 

There have been a series of very well designed and interesting experiments which 

have teased apart and tested some of these assumptions. One of the classics is known 

as the ultimatum game (Fehr and Gachter 2000). Two participants are randomly 

assigned as proposer and responder. The rules of the game are initially explained to 

both participants. The proposer is assigned a sum of money – say $20. They then 

decide how much of that money to offer to the responder. The responder has only 

two choices; they can accept the offer, in which case both players keep the proposed 

sums; or they can reject the offer, in which case both players get nothing. In a game 

which is not going to be repeated with the same individual, using neoclassical 

economics, we would predict that the proposer would offer the responder the 

minimum divisible amount – let’s say in this case it’s $1 and that the responder 

would accept. The rationale here comes from the assumption that we are rational 

decision makers who act to maximise our own utility. So, the Homo economicus 

proposer wants to get as much as possible while being confident that the responder 

will accept. The Homo economicus responder will accept anything more than zero 

because rejection would mean receiving nothing. Knowing this the proposer offers $1 

(keeping $19) and the responder accepts. 
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However, when these experiments are actually conducted on real Homo sapiens, we 

find that very rarely do people offer less than 20% and when they do they are almost 

always rejected. This demonstrates that people place fairness above material gains in 

some circumstances. Neoclassical economics cannot explain this behaviour and it 

illustrates a fundamental flaw in the way this economic theory views the behaviour of 

the individual. 

This basic experiment has been expanded and modified by many subsequent studies. 

All of these find peculiarities in the behaviour of Homo sapiens that cannot be 

explained by neoclassical economics. If you’re interested, look up (Fehr and Gachter 

2000) on the Web of Knowledge or similar database and check out the 300 odd 

papers that have cited them over the last nine years. Interesting isn’t it that none of 

these criticisms of neoclassical microeconomics was mentioned by Dr Freebairn? 

It’s also very clear that people can be satisfied and no longer seek more and that they 

often make choices which offer them a satisfactory level of utility instead of a 

maximised level (Lo 2004). This is often referred to as satisficing. 

Selfishness is also an underlying assumption in neoclassical economics. We act to 

maximise our own “utility”. In their appropriately named paper, “Do economists 

make bad citizens?”, Frank et al. (1996) found that the promotion of the idea that 

humans are selfish makes economics students (and graduates) more selfish and less 

likely to cooperate with others when compared with those who have not studied 

economics. This makes neoclassical economics a self fulfilling prophecy with respect 

to those who study it (Ferraro et al. 2005 but see, Felin and Foss 2009 for a rebuttal 

of this suggestion). If we drum it into student’s heads relentlessly enough that people 

are selfish then those students will start to behave according to that assumption. 

Economic systems are human constructs. There is nothing inherently true or false 

about them. If we construct an economic system based on greed and selfishness then 

we will create a society based on greed and selfishness. We have a choice about these 

things. 

“ ‘It has always seemed to me,’ said Doc, ‘The things we admire in 
men – kindness and generosity, openness, honesty, understanding 
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and feeling – are the concomitants of failure in our system. And 
those traits we detest – sharpness, greed, acquisitiveness, 
meanness, egotism and self-interest – are the traits of success. And 
while men admire the quality of the first they love the produce of 
the second.’ ” 

 John Steinbeck – Cannery Row 

After admitting these assumptions are not credible, Dr Freebairn then continued 

with the entire course as if they are. What was the reason he gave for simply 

continuing on as if these assumptions were true when he knows they are not? 

“Because, if they’re not, then I’m up shit creek without a paddle”. I think we can 

safely conclude that Dr Freebairn is indeed up shit creek without a 

paddle (for details see the examples throughout the rest of the syllabus below) and 

that he’s trying to take hundreds of unsuspecting undergraduate students with him 

into the same fetid waters. 

Given Dr Freebairn himself has admitted these assumptions are in some instances 

false and in others questionable, I’m not going to go into too much detail here 

demonstrating their flaws but there are plenty of good articles on this if you’re 

interested (a small cross section of different approachese: de Sousa 2008, Sen 1977, 

Rabin 1998, Xu et al. 2009). It’s important to note that there are several other 

assumptions which are critical to the theory of this subject which Dr Freebairn 

doesn’t discuss. From the perspective of the behaviour of individuals, the critical one 

is that people are “rational agents” (sometimes referred to as Homo economicus 

(Traut-Mattausch et al. 2008). That is: people make their decisions using cognitive 

rational processes with the aim of maximising their “utility”. Without this 

assumption the whole house of cards of neo-classical economics in relation to the 

individual falls down. As we shall see below, Homo sapiens and Homo economicus  

are very different beings. 

These false (to varying degrees in varying circumstances) assumptions are essential 

for neoclassical economic theories to hold true. In empirically based disciplines 

(such as the sciences) theories or hypotheses are constructed and then experiments 

are designed to test them. The results of the experiments are then fed back in to the 

theory to help to refine and improve it. In neoclassical economics, by contrast, the 
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theory is constructed and, when experiments show that the theory does not provide 

accurate predictions or explanations in the real world, economists will claim that 

there is something wrong with the real world and leave the theory intact. That’s what 

Dr Freebairn is doing by building the entire course on a set of fundamentally flawed 

assumptions. He is effectively saying “this may not be how the real world works but 

this is how neo-classical economists believe the world should work”. 

“Even when we act from cool and calculated self-advantage, our 
conception of where that advantage lies is shaped and sustained by 
our 'passion': sometimes passions of vanity, or of fear, or of how we 
stand in the eyes of others; sometimes deposits from memories of 
shameful failures or elating successes. This tradition provides a far 
richer account of motivation than does classical rational choice 
theory, whose 'economic man' is too often a horrible caricature of 
actual human agency.” 

Simon Blackburn - The New Republic 31/12/01 

 

2. Consumer theory. Preferences, utility, indifference curves and MRS; budget 

constraints and MRT; optimal choices to maximise utility or to minimise cost by equating 

ratio of marginal utilities with ratio of prices; deriving product demand functions, income 

and substitution effects; using indifference curves to evaluate assistance support options, 

remuneration packages, and index numbers; deriving labour supply functions. 

Perloff, chapters 4 and 5 

Indifference curves and budget constraints 

Summary 

In this section of the course we were introduced to indifference curves and we 

entered Perloff’s interesting world of burritos and pizzas. An indifference curve is 

“the set of all bundles of goods that a consumer views as being equally desirable” 

(Perloff 2009 p A-44). So, Perloff’s Homo economicus doesn’t care whether he or she 

has 25 burritos and 15 pizzas per semester (point c in Figure 1) or 10 burritos and 35 

pizzas (point a in Figure 1). Indifference curves are nested in infinitely fine, non-

crossing series stacked on top of each other. Three out of this infinite set are 
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illustrated in Figure 2. The further away from the origin we can get the higher the 

indifference curve we are on and the better off we are. One million burritos will make 

you happier than 999,999, even if by only a little. 

 

Figure 1. The indifference curve (Freebairn, Lecture 2). 
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Figure 2. Nested indifference curves. The higher the indifference curve (further 
from the origin) we can get on the better off we are (Freebairn, Lecture 2). 

 

Building on the indifference curve idea we looked at budget constraints (Perloff 

2009 pp 87-91). A budget constraint in a simple two product situation is shown in 

Figure 1. We can buy 25 burritos, 50 pizzas or any combination of pizzas and burritos 

along the budget constraint line. We spent interminably long on this very simple 

concept. The recollection of the tedium of these lectures is almost enough to make 

me give up on this project right here. Anyway, Error! Reference source not 

found. shows what happens to the budget constraint if you halve the price of pizzas. 
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