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Introduction

John McCombie and Carlos Rodriguez Gonzdlez

It is not any scarcity of gold and silver, but the difficulty which
such people find in borrowing, and which their creditors find in
getting payment, that occasions the general complaint of scarcity
of money.

(A. Smith, 1776, Book IV.I)

The theory which I desiderate would deal . . . with an economy in
which money plays a part of its own and affects motives and
decisions, and is, in short, one of the operative factors in the
situation.

(J.M. Keynes, 1973, pp. 408-9)

Money and financial issues have been studied for several centuries and
have played a central role in general discussions about the functioning of
economies. Nevertheless, there exists among economists, and will probably
continue to exist, a fierce debate over monetary relationships. Monetarists
placed money as a central determinant of economic activity, at least in
the short run, while Keynesians had already rejected the classical neutral-
ity axiom of money in both the short and long run. Today, new Keynesians
reject the classical dichotomy that has been revived in, for example, real
business cycle theory.

The chapters in this book, which contribute to this debate, are a selec-
tion of papers from the Second International Conference on ‘Developments
in Economic Theory and Policy’ held in Bilbao in July 2005. It was organ-
ized under the auspices of the Department of Applied Economics V of the
University of the Basque Country, Spain, and the Centre for Economic and
Public Policy, Department of Land Economy, University of Cambridge,
UK. As can be seen from Chapter 2, the contribution of Paul Davidson who
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presents the foundations of a critique of the neoclassical view, the starting
point of the various authors is that money is not neutral. A sound mone-
tary policy and well-functioning financial markets and institutions are
crucial to promoting economic efficiency, fast growth, and high employ-
ment. Indeed, the chapters of this book try to assess to what extent current
developments in monetary policy regimes and financial institutions serve
the ultimate goal of producing rapid economic growth.

One of the major recent changes in the monetary policy of many coun-
tries has been the adoption of inflation targeting. In the context of finan-
cial deregulation and flexible exchange rates, anchors that were used for
price stability in the past are now proving ineffective. Many central banks
have therefore designed an alternative monetary policy strategy, in which
the sole objective is to keep the medium-term rate of inflation low. This is
what may be described as the current fashion, but there are also other
developments occurring. The Federal Reserve Bank (Fed) is, at least for the
moment, following its own path and, since 1999, the European Central
Bank (ECB) has been, too. These three ways of conducting monetary policy
certainly share many things in common, but there are still substantial dif-
ferences. Given the different economic performances of economies under
these different policies, it is worthwhile critically analysing them.

Chapters 3-6 raise some important questions about this topic. Is there
any clear evidence that countries pursing inflation targeting have achieved
better results for price stability than those that do not? Are the foundations
of this strategy well grounded, or does the ‘constrained discretion frame-
work’ reveal a weakness rather than a proper synthesis of the rules and
discretion approaches? What are the effects of monetary policy if the
commercial banks’ behaviour is explicitly incorporated into the analysis
of the transmission channels? Was the monetary policy of the countries
under the European Monetary System (EMS), before adopting the so-called
‘two pillar’ monetary policy of the ECB, already more oriented towards price
than output stability?

Countries have experienced a rapid change in the financial field. The
financial liberalization promoted by international and national agencies
has induced lenders and borrowers to take advantage of increased oppor-
tunities to make profits and access funds. At the end of the day, however,
there is no certainty that liberalized financial markets have led to a more
efficient allocation of capital and faster growth. Market failures in the
form of recurrent currency crises, bankruptcy, tax havens, capital flights
and exclusion of the poor from financial resources are all clear indicators
of the serious risks that are ignored by the proponents of financial deregu-
lation. These advocates disregard the problems posed by severe uncertainty,
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information asymmetries, transaction costs and market power, despite their
high prevalence in financial markets. The authors of Chapters 7-9 are well
aware of these and other market failures when they analyse the hedging and
other strategies used by firms to reduce risk and the functioning of banks
in emerging economies. Hedging decisions by non-financial firms may
lead to the establishment of hedge funds such as Long-Term Capital
Management, which collapsed in 1998 with severe consequences and
necessitated a bailout coordinated by the Federal Reserve Bank. Financial
liberalization in Latin America has made banks more profitable, but this
may be due to their increased market power through increased concen-
tration and to the widening of their margins. Government intervention
may be required in the initial stages to finance development in poor
countries, because private banks are unwilling to bear the risk, as exempli-
fied by events in South Korea and India.

In Chapter 2, Paul Davidson starts with the argument that, under capit-
alism, governments have an important role to play in order to avoid major
economic crises. Investors’ desire for liquidity as the preferable way to carry
savings into an uncertain (non-ergodic) future could create financial crisis
and lead to permanent unemployment. Therefore, the visible hand of the
government has to provide liquidity and ensure full-employment demand
through, if necessary, budget deficit policies. Despite its ideological com-
mitment to laissez-faire, this is, in fact, what the Federal Reserve did after
the 9/11 attacks, when it pumped $45 billion into the banking system to
match the liquidity demand generated in the wake of an event that her-
alded an increasingly uncertain future. In the same vein, an orderly solution
to the huge US current account deficit will require the help of the G-7, or
better still, the G-24, governments to create a new international financial
architecture in line with the author’s proposed International Money
Clearing Unit plan.

Alvaro Angeriz and Philip Arestis, in Chapter 3, consider that, after
more than a decade of inflation targeting (IT), there is enough experience
and ample empirical evidence to assess its merits. In their review of the
literature, mainly dated after 2000, they grouped studies according to their
findings concerning inflation persistence, inflation expectations, sacrifice
ratios, monetary policy performance, and several other economic variables,
including exchange rates. The empirical evidence for the developed and
emerging countries is clearly rather mixed. It is true that IT countries have
achieved low inflation rates, but so to have non-IT central banks. In the light
of the empirical studies that they review, therefore, the answer to the
important question of whether or not a country needs to adopt IT to
deflate and maintain price stability is clearly no.
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In Chapter 4, Emmanuel Carré very convincingly reveals a major contro-
versy underlying ideas regarding the functioning of the economy that is
occurring behind an apparently semantic problem of ‘transparency’ versus
‘openness’ in monetary policy. There is an ongoing debate between two
schools of thought. On the one hand, there are those who believe in the
existence of the natural rate of unemployment economic model (i.e., the
New Classical Macroeconomic model) from which they draw simple rules
for the conduct of monetary policy. On the other hand, there are those who
are well aware, at least in practice, that we are living in a non-ergodic world,
where monetary policy evolves in a radically uncertain environment. They
therefore argue that decisions at all times must, in fact, be discretional, and
depend on the evaluation of the currently changing circumstances.

Meanwhile, the New Monetary Consensus of the new Keynesians (at the
risk of over-simplifying) claims that the true position is somewhere in
between. They advocate a synthetic strategy for the conduct of monetary
policy (IT) for which such seemingly paradoxical terms as ‘constrained
discretionary framework’ have been coined. In these three different con-
texts, the interplay between the central bank and agents in the implemen-
tation of monetary policy implies three different meanings of transparency.
For the New Classical Macroeconomics, transparency means simply the pub-
lishing of a form of the k per cent monetary growth rule and the announce-
ment of a mandate solely to combat inflation. Transparency is actually less
important than reputation, which guarantees credibility and eliminates
time-inconsistency problems.

Transparency in inflation targeting is more important, but in a somewhat
perverse sense: it is a way of manipulating inflation expectations. In fact,
itis the only way to reconcile the anchoring of long-run, low level, inflation
expectations with short-run divergences between the current and target
inflation rates, as a result of an unexpected economic shock (i.e., it is a pol-
icy of constrained discretion). This manipulation of transparency is due to
central banks, despite what they say, trying to hide their concern about
employment, which would be adversely affected in the short run if they
were to neutralize an adverse shock. Carré advocates a Fed-style openness
strategy instead of transparency: ‘in radical uncertainty, with unpredictable
shocks, it is not easy to believe in a “true” model of the economy - it is open
to discussion’. The good performance of the Fed in the Greenspan era, with
its dual mandate and no explicit inflation target, is seen as the result of
extensive communication, shared comprehension of the uncertain model,
and confidence (the so-called ‘3C strategy’).

Edwin Le Heron, in Chapter 5, explains the theory behind the effects on
the economy of a contractionary monetary policy, once the reaction of
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commercial banks to such a shock has worked its way through the trans-
mission channels. This is the novelty of his contribution, because bank
behaviour is neglected in the standard literature, where banks, despite their
active role, are considered simply as the drivers behind the transmission
mechanism. His approach is to generalize Keynes’s liquidity preference
theory to banks. He shows how, at the microlevel, the liquidity prefer-
ence of banks limits their profitability and increases their solvency risk. At
the macrolevel, their liquidity preference influences long-term interest rates
through its effect on risk premiums.

Consequently, an increase in short-term interest rates, due to the central
bank reducing asset values and increasing liability costs and lenders’
risk, provokes an increase in the banks’ liquidity preference. This, in turn,
leads to a decrease in bank profitability. This may trigger a solvency crisis
in the banking system, especially during a speculative bubble. Indeed this
transmission channel may become a vicious circle because, when liquidity
preference rises, banks try to sell equities, thus pushing asset prices down,
further diminishing their solvency. Furthermore, an increase in the central
bank interest rate causes the risk premium to rise and leads to higher than
normal long-term interest rates.

Chapter 6, by Philip Arestis and Kostas Mouratidis, studies monetary
policy credibility with respect to price stability in several countries of the
EMS over the period 1979 to 1998. While their use of the Markov Regime-
Switching model is similar to a number of other studies, these authors
are the first to introduce two new information variables into the analysis:
namely, the output gap and inflation variability. The results of this model-
ling show, for example, that the French monetary authorities were the
ones who relied most heavily on bringing down inflation in order to
improve France’s price competitiveness. The model also indicates that, in
the cases of Italy and the Netherlands, the priority was to keep inflation
low and stable. In contrast to this, the results show that Finland and Spain,
who were already inflation targeters, displayed no significant shifts in infla-
tion. These authors end by noting that EMS countries, in general, adopted
more inflation-sensitive monetary policies.

In Chapter 7, Amrit Judge presents a critique of the empirical literature
focused on testing the various theories of hedging by non-financial firms.
This chapter argues that the lack of a general consensus regarding these
theories may be due to several issues. One critical question is how hedging
is to be defined, because there are many different risk-reducing methods.
A related problem is how hedging is measured. In many studies hedging
is simply treated as a binary variable (i.e., either there is a hedge or there is
not a hedge) because limited data make it impossible to take account of the
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determinants of the level of hedging. Another point is the confusion that
may arise in studies that use only derivatives in their definition of hedging,
because these can be used for speculation as well as hedging. Sample com-
position also poses problems. Studies tend to concentrate on samples of
large firms because they are more inclined towards hedging. There is also
a tendency to fail to exclude firms that have an incentive to reduce risks,
but lack ex ante exposure. This last weakness is due to the fact that some
empirical studies include firms hedging other exposures within the non-
hedger sample, thus biasing the empirical results. In short, while the litera-
ture leaves many issues unresolved, Judge puts forward some clues for
solutions, such as the adoption of a more inclusive definition of hedging,
and the use of a sample of hedgers that hedge foreign currency only.

In Chapter 8, Georgios Chortareas, Jesus Gustavo Garza and Claudia
Girardone assess the implications of financial liberalization on banking
concentration and efficiency in Latin America since the late 1980s, in
order to explain the higher profits obtained by the banking sector. They
discuss the question of how financial liberalization may have propagated
or mitigated collusion and/or efficiency using two well-known structural
models. The implications of the two possible developments for consumers
and the economy as a whole are clear. If the higher profitability is the result
of greater concentration in the banking sector, then financial liberaliza-
tion has benefited banks at the expense of the rest of the economy. The
Structure-Conduct-Performance model provides many arguments in
support of this, and the empirical evidence includes the wave of acquisi-
tions by foreign banks of local banks. But profitability can also be due to
enhanced efficiency from increased liberalization. This would be the
‘natural’ outcome expected by the mainstream consensus, resulting in a
more efficient allocation of resources, lower interest rates, and so on. This
is also what the Efficiency-Structure model suggests, in contrast to the
previous model: indeed, the same foreign acquisitions argument may be
used to explain how managerial innovations in foreign banks (most of
them Spanish) have led to increased efficiency.

The volume concludes with Chapter 9, by Santonu Basu, who raises the
question of whether or not, in poor countries, government intervention
in the banking system will be required to facilitate economic growth and
development. Due to the presence of low-profit opportunities and high
risks for banks, the important business of financing the development
process cannot be led by private banks guided by free market forces. This is
exemplified by the case of South Korea and India, which nationalized their
major commercial banks in the 1960s. South Korea soon became a success
story, while India only started to improve in the 1980s.
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This direct intervention was not without problems, however. Regulation
concentrated on loan allocation, while overlooking the necessity of effect-
ive controls on loan repayments. The South Korean government failed to
acknowledge the credit standard issue. This is where, in the face of adverse
selection and moral hazard, the bank reduces the risk of default by asking
for collateral. The Indian government overlooked the problem of credit risk-
adjusted interest rates. These concepts were, at the time, largely unknown,
or ignored, by the advocates of financial liberalization. In consequence, the
banking systems in both countries were vulnerable to crises. It was no
wonder that when the Korean economy slowed down in 1997, it led to
a banking crisis while, in India, the whole banking system was put under
pressure due to the non-repayment of a small fraction of failed loans.
This situation was further magnified by the presence of weak bankruptcy
laws. To sum up, Basu argues that government intervention is required, but
its associated limitations need to be addressed.

As a final word, we would like to thank the University of the Basque
Country, the Basque Government and the Bilbao Bizkaia Kutxa for provid-
ing financial support for the conference and to all the participants and
contributors.
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Strong Uncertainty and How to
Cope with it to Improve Action
and Capacity

Paul Davidson

Introduction

The entrepreneurial system that most people call capitalism, though
imperfect, is the best system humans have yet devised for promoting
economic growth, development and prosperity. In fact, classical economic
theory in its nineteenth- and early twentieth-century version and its
modern Walras-Arrow-Debreu interpretation that is the foundation of
twenty-first century mainstream economic theory can ‘demonstrate’ that
free market capitalism is the most efficient engine possible for propelling
our society towards an economic Utopia here on earth. In such a system,
a free market coordinates the decisions of self-interested agents without
any need for government interference.

After the experience of the Great Depression and the Second World War,
however, a myriad of institutional arrangements for regulating product,
labour, exchange rate and financial markets were installed. Today’s main-
stream conventional wisdom tells us that these welfare state institutions
are now barriers to economic progress. To improve economic action and
growth capacity, we are told, all markets must be liberalized.

Logically consistent classical theory ideologues urge immediate disman-
tling of these regulatory institutions (the equivalent of the shock therapy
recommendations for nations pursuing a transition to capitalism). The
common sense of mainstream ‘Keynesian’ economists breaks into their
classical logical consistency when they urge a longer time horizon for com-
plete liberalization. For these economists the only question is: ‘How long
before complete liberalization?’ All mainstream economists theorists agree
that in the long run governments should adopt a laissez-faire stance that
encourages globalized free trade and unfettered international financial cap-
ital mobility. Perhaps for political reasons, these advocates of unhampered
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capital mobility often remain silent regarding the question of whether
governments should encourage free international labour mobility.

When asked what specific market needs most to be liberalized, especially
in the more developed nations, the response is typically the domestic
labour market. It is my understanding that economic advisers to German
politicians believe that Germany’s labour market is especially sclerotic.
Consequently, they recommend removal of legislation that (1) protects
labour unions, collective bargaining, and high minimum wages, (2) pro-
vides significant unemployment insurance, (3) restricts working hours
per week, (4) encourages ‘long’ annual vacations for workers, (5) causes
exorbitant firing costs, and (6) provides other social safety net protections.
The removal of these institutional arrangements will reduce, if not elim-
inate, the reluctance of workers to accept the free market conditions that
lead to classical theory’s Utopia.

In our world of experience, the entrepreneurial system is not as perfect
as the one classical theory describes primarily because the future cannot
be as reliably predicted as classical theory postulates. In our world, where
the economic future is uncertain, there are two ‘outstanding faults of the
economic society in which we live.. . . its failure to provide full employment
and its arbitrary and inequitable distribution of income and wealth’
(Keynes, 1936, p. 372).

Keynes’s General Theory focused on the unemployment fault as his
analysis explained why labour and product market rigidities were not
to be blamed for economic maladjustments. Supply-side constraints on
prices, wages, exchange rates, and so on are neither necessary nor sufficient
conditions to cause persistent unemployment, recessions, depressions and
overall poor economic performance. Instead, these economic ills are
inevitably tied to the question of liquidity.

Keynes limited his discussion of the inequality fault to a few side com-
ments in the last chapter of The General Theory. At the end of this chap-
ter I will spend a few moments providing potential recommendations
regarding reducing existing inequalities, while explaining why classical
theory assumes that whatever inequalities exist are an inevitable out-
come of our progress towards economic Utopia.

What was revolutionary about Keynes’s analysis?

On New Year’s Day in 1935 Keynes wrote a letter to George Bernard
Shaw stating:

To understand my new state of mind, however, you have to know
that I believe myself to be writing a book on economic theory which
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will largely revolutionize not I suppose at once but in the course of the
next ten years the way the world thinks about economic problems.
When my new theory has been duly assimilated and mixed with pol-
itics and feelings and passions, I cannot predict what the final upshot
will be in its effect on actions and affairs, but there will be a great
change and in particular the Ricardian Foundations of Marxism will
be knocked away.

I can’t expect you or anyone else to believe this at the present
stage, but for myself I don’t merely hope what I say. In my own mind
I am quite sure.

Classical theory attributed unemployment and recessions to built-in
labour market institutional rigidities. Keynes (1936, p. 259) demon-
strated that this classical argument that rigidities cause unemployment
is an ignoratio elenchi (i.e., a fallacy in logic of offering a proof irrelevant
to the proposition in question).