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Introduction
Eckhard Hein and Achim Truger

After a period of New Classical dominance in the 1980s, nowadays ortho-
dox macroeconomics is dominated by the New Consensus view, in particu-
lar when it comes to economic policy analysis.! This view has New
Keynesian features: similar to the old Neoclassical Synthesis and to Mon-
etarism, there is a short-run impact of aggregate demand on output and
employment. Due to nominal and real rigidities, for which ‘micro founda-
tion’ is provided, the short-run Phillips curve is downward sloping. In the
long run, however, there is no effect of aggregate demand on the ‘Non
Accelerating Inflation Rate of Unemployment’ (NAIRU), which is deter-
mined by structural characteristics of the labor market, the wage bargain-
ing institutions and the social benefit system. Therefore, the long-run
Phillips curve remains vertical. Monetary policy applying the interest rate
tool is able to stabilize output and employment in the short run, but in the
long run it is neutral and only affects inflation (Fontana and Palacio-Vera
2005). The economic policy implications of modern orthodoxy are quite
straightforward: prevent unemployment in the short run by means of
applying appropriate monetary policies and reduce the existing NAIRU by
means of structural reforms in the labor market and the social benefit
system, which reduce laborers’ nominal wage demands and hence inflation
pressure and allow for more expansive monetary policies.

Allowing for short-run real effects of monetary variables, the New
Consensus model can be considered as some progress compared to New
Classical economics and the Real Business Cycle school with their short-
and long-run neutrality of money, and economic policy inefficiency
hypothesis. In the New Consensus models it is also conceded that it is the
short-term interest rate which is the central bank’s instrument variable and
which is applied in order to target inflation. Modern theory has thus
accepted what inflation targeting central banks have done in reality for a
considerable period of time — and what Post-Keynesian authors have been
arguing for a few decades now.2

But the New Consensus view still suffers from an inappropriate treat-
ment of money and effective demand. And it has nothing to say on the
relationship between functional income distribution, aggregate demand
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2 Introduction

and employment. Taking into account the features of a modern monetary
production economy with distribution conflict, it is by no means clear how
the short-run rate of unemployment affected by monetary policy should
adjust to a stable long-run equilibrium rate, the NAIRU. There have also
been advanced convincing arguments that the NAIRU, instead of being a
strong attractor, rather follows the path of actual unemployment deter-
mined by effective demand and monetary policies.? The economic policy
implications of the New Consensus model may therefore be seriously
misleading.*

The present volume covers contributions which are critical of modern
orthodoxy. They explore alternative approaches to macroeconomics
and economic policy analysis. The volume is divided into three sections.
Section 1 presents contributions dealing with the development of hetero-
dox economic theory and the role of money in macroeconomics. Section 2
addresses the relationship between distribution and aggregate demand.
Section 3 provides contributions on macroeconomic policy issues from a
broader heterodox perspective.

I. HETERODOX ECONOMIC THEORY AND MONEY
IN MACROECONOMICS

In the introductory chapter, G.C. Harcourt, who was brought up in the
Cambridge tradition himself and who significantly contributed to it,
reflects on “What is the Cambridge approach to economics?’. He concen-
trates on the approaches and methods which are characteristic of econo-
mists steeped in the Cambridge tradition. Harcourt takes the Cambridge
approach to economics to mean the approaches of the great days of the
Faculty of Economics and Politics in Cambridge. Those days were princi-
pally associated with the development of Economics as a separate Tripos
from 1903 on and ending with the retirement, then deaths of the first gen-
eration of Keynes’s ‘pupils’ and/or close colleagues — Piero Sraffa, Joan
Robinson, Austin Robinson, Richard Kahn, James Meade, Nicholas
Kaldor, David Champernowne and Brian Reddaway — in the 1980s and
1990s.

‘Heterodox economics: a common challenge to mainstream economics?’:
this question is addressed by Sheila Dow. According to her view, both
orthodox and heterodox economics have been going through a process of
change, which some have suggested spells the end of schools of thought
as a useful construct. This chapter puts forward the argument that think-
ing of heterodox economics in terms of schools of thought can still play a
constructive role in the development and communication of ideas. It need
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not detract from the challenge posed by heterodox economics to orthodox
economics, but rather, as a way of organizing knowledge, contribute to that
challenge. The discussion of schools of thought illustrates why it is useful
to classify thinking in this way: different schools of thought attach different
meanings to terms. Thus different understandings of the term ‘schools of
thought’ have created some confusion. Sheila Dow uses a new diagram-
matic framework to provide an account of how schools of thought have
been understood in different ways in the past, and how they are understood
differently now.

In the chapter ‘Elements of a monetary theory of production’, Trevor
Evans, Michael Heine and Hansjorg Herr attempt to suggest a minimum
consensus for an alternative to Neoclassical economics. This consensus
first stresses the importance of money and the fact that the central
dynamic of a capitalist economy involves advancing money with the aim
of making more money. It argues that a modern banking system provides
an extremely flexible supply of money that can be expanded as required by
the rhythm of investment and growth. The authors hold that it is the deci-
sion by firms to advance money for investment that is decisive in deter-
mining the level of employment, and that attempts to increase employment
by reducing the wage rate are misguided. Rather, since prices in a devel-
oped economy are largely based on costs plus a mark-up, this is more likely
to carry the risk of deflation. The chapter rejects the idea that there is some
pre-given long-term economic growth path, and argues that it is the
pattern of the business cycle which determines the way the economy grows
in the long term. Evans, Heine and Herr conclude with some comments on
the limits of economic policy in a system where workers, but not employ-
ers have an interest in full employment, and where employers can refrain
from investing if they do not consider economic conditions sufficiently
favorable.

The chapter by Jean-Vincent Accoce and Tarik Mouakil presents “The
monetary circuit approach: a stock-flow consistent model’. In opposition
to the Neoclassicals or the Neo-Keynesians, the Monetary Circuit approach
rejects the idea of an economy based on exchange. The economy is rather
analyzed as a monetary economy of production. Therefore, Accoce and
Mouakil claim that the Monetary Circuitists can be seen as true heirs of the
Keynesian theory. However, there are some problems with this approach:
lack of formalism, omission of stocks and only basic analysis of the
banking system. Applying a stock-flow consistent accounting framework
developed by Wynne Godley and Marc Lavoie, which links stocks and
flows together and integrates money in the best Cambridge Post-Keynesian
tradition, Accoce and Mouakil tackle these problems and attempt to con-
tribute to their solution.
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II. DISTRIBUTION AND AGGREGATE DEMAND

In “What drives profits? An income-spending model’, Olivier Giovannoni
and Alain Parguez investigate the relationship between the different types
of income and their expenditure. As a case study they use the United States
from 1954 to 2004. The authors employ an a-theoretical approach and
estimate a large-scale error-correction system with particular attention to
profits. The dynamics of the system are studied using the four different
concepts of ‘temporal causality’, ‘feedback causality’, ‘variance causality’
and ‘impact causality’. Special attention is paid to definitions and method-
ology. The main finding is that profits turn out as an adjusting variable,
both in the short and in the long run. Giovannoni and Parguez obtain the
result that profits are primarily driven by consumption-related and policy
variables.

Stefan Ederer and Engelbert Stockhammer deal with “Wages and aggre-
gate demand: an empirical investigation for France’. They observe that in
recent policy debates the suggestion of a reduction of wage costs as a means
to increase employment and growth has figured prominently. However,
other things being equal, an increase in wage incomes will have a positive
effect on consumption and a negative one on investment and net exports.
Therefore, the effect of a redistribution of income between capital and
labor will depend on the relative size of these effects. The chapter applies a
neo-Kaleckian growth model to France and estimates consumption,
investment, export and import functions. The results indicate that the effect
of a wage cut on consumption is larger than that on investment. Thus the
domestic sector of the French economy is wage-led. However, the sensitiv-
ity of net exports to labor costs turns the open economy profit-led. This
raises challenging policy issues. Wage coordination is proposed to avoid
prisoners’ dilemma situations.

III. ECONOMIC POLICY

Jesus Ferreiro and Felipe Serrano discuss ‘New institutions for a new eco-
nomic policy’. They argue that the inclusion of asymmetric information
problems in the traditional models of economic equilibrium has enriched
economic theory. Further on, it has put the analysis of the institutional
framework surrounding markets in the focus of empirical and theoretical
studies. However, one of the main problems faced by economic agents,
the problem of fundamental uncertainty as defined by post-Keynesian
thought, has not received the same attention in orthodox economic theory.
Ferreiro and Serrano argue that the problems created by Post-Keynesian
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uncertainty cannot be ignored, but have to be at the centre of any theory
that tries to understand the real working of market economies. The chapter
focuses on the institutional implications of taking fundamental uncertainty
seriously and argues that economic policy has to be closely related to the
design of institutions.

Gustav A. Horn outlines the connection between ‘Structural reforms and
macroeconomic policies’. He starts with the observation that when growth
declines, most orthodox economists tend to demand structural reforms to
ensure a return to a stable growth pattern. Labor market reforms designed
to increase the flexibility of labor supply are regarded as particularly appro-
priate for fostering growth. The basic hypothesis underlying all these efforts
is that the growth path of an economy can be improved by structural
reforms alone. By way of example, he presents an econometric simulation
for Germany, a country particularly affected by this line of thought.
He argues that structural reforms should be embedded in a favorable
macroeconomic policy framework in order to avoid negative side effects.
Otherwise these reforms may actually prove self-destructive in growth
terms. In the light of these findings the reform process in Germany is seen
as having been severely marred by neglect of the macroeconomic context.
And the present dismal situation in that country, and by extension in a
number of other European countries, is found to be at least partly attrib-
utable to this neglect, which, moreover, places in jeopardy all further
attempts at reform.

The chapter by Douglas Mair and Anthony J. Laramie is on ‘Theories of
fiscal policies and fiscal policies in the EMU’. They argue that leading
public finance economists have expressed reservations against the adequacy
of the theoretical foundations of mainstream public finance, but continue
to use the competitive general equilibrium model as their preferred
medium. Rather than proposing a return to the Keynesian approach to
public finance, the chapter advocates a new approach inspired by Kalecki.
The basic framework of a dynamic Kaleckian model which identifies the
macroeconomic effects and incidences of a balanced change in the struc-
ture of taxation is presented. This underlines the importance of tax-
induced changes in the distribution of income as a factor in determining
macroeconomic effects. The necessary conditions for a change in the struc-
ture of taxation to have a positive effect on an economy’s long-term growth
rate are identified. The chapter then explores the macroeconomic implica-
tions for the European Monetary Union (EMU) if one of its member states
were to pursue the fiscal strategy proposed in this chapter. A positive fiscal
stimulus to the growth performance of one member state could have
beneficial effects in the rest of the EMU. The chapter concludes by arguing
for a reappraisal of fiscal policy from a Kaleckian perspective.
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“The link between fiscal and monetary policy lessons for Germany from
Japan’is explored by Richard A. Werner. Monetary policy decision makers,
such as the European Central Bank (ECB), often argue that responsibility
for fiscal policy and other growth policies lies entirely with the government.
This contribution examines these arguments. It is found that there is no evi-
dence to support the argument that weak economic performance in
Germany is due to problems with the economic structure. Instead, mone-
tary policy carries a far larger responsibility for economic growth and the
effectiveness of fiscal policy than is generally recognized. A macroeco-
nomic model centered on credit quantities is employed, which clarifies the
link between fiscal and monetary policy and the determinants of nominal
GDP growth. Empirical evidence from Japan is used to test the model.
Implications for other countries, especially Germany and the EU, are
pointed out. These include the recommendation for the German govern-
ment to implement monetization of fiscal policy via credit-based policies,
which can be achieved even within the institutional setting of an indepen-
dent and uncooperative central bank.

The final chapter by Eckhard Hein and Achim Truger is on ‘Monetary
policy, macroeconomic policy mix and economic performance in the Euro
area’. In order to explain slow growth and high unemployment in the Euro
area, in particular if compared to the USA, Hein and Truger suggest a
macroeconomic policy view focusing on the more restrictive stance of mon-
etary, fiscal and wage policies in the Euro area. In the present chapter they
focus on the particular role of monetary policy, because the ECB seems to
be the major obstacle to higher growth and employment. Wage policies and
fiscal policies are taken into account at the outset, but then the determi-
nants of ECB policies are assessed in more detail. The analysis confirms
that it is the ECB’s overemphasis on a too low inflation target which is a
major problem for macroeconomic performance in the Euro area. And the
ECB is too exclusively occupied with inflation and wage developments and
puts insufficient emphasis on the development of real variables. It is finally
argued that, in order to improve growth and employment, the ECB should
raise its inflation target and pay more attention to real economic activity.
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NOTES

1. See for example Clarida er al. (1999), Romer (2000) and the textbook by Carlin and
Soskice (2006).

2. See Fontana (2003) for a recent review of post-Keynesian monetary theory.

3. See Sawyer (2002), Arestis and Sawyer (2005) and Hein (2006) for a discussion of the
NAIRU in a post-Keynesian/Kaleckian framework.

4. For a more extensive discussion of the New Consensus model from a post-Keynesian per-
spective see Arestis and Sawyer (2004), Lavoie (2004), Setterfield (2004), Fontana and
Palacio-Vera (2005) and Palacio-Vera (2005).
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PART I

Heterodox economic theory and money
In macroeconomics






1. What is the Cambridge approach
to economics?

G.C. Harcourt

1.1. INTRODUCTION

I take the Cambridge approach to economics to mean the approaches of the
great days of the Faculty of Economics and Politics in Cambridge (it is now,
significantly, the Faculty of Economics — period). Those days were princi-
pally associated with the development of Economics as a separate Tripos!
from 1903 on and ending with the retirement, then deaths of the first gen-
eration of Keynes’s ‘pupils’ and/or close colleagues — Piero Sraffa, Joan
Robinson, Austin Robinson, Richard Kahn, James Meade, Nicky Kaldor,
David Champernowne and Brian Reddaway — in the 1980s and 1990s.2

The dominant group in the Faculty at present seems to wish the Faculty
to be a clone of the leading United States departments, especially Harvard,
MIT, Stanford and Yale, for example, but certainly not Chicago. In doing
so it seems to have forgotten two important principles of good economics:
comparative advantage and a role for differentiated products. As a liberal
educator I strongly support teaching students what is going on at the fron-
tiers of mainstream research in a discipline, even if it is done in a critical
manner (after all, we are talking about university education); but I also
think it sensible, indeed necessary, to preserve what elsewhere I have called
the Cambridge tradition, in which I was brought up in Australia in the
early 1950s and to which I have tried to contribute over my working life
(still going on) at Adelaide, Cambridge and elsewhere; see Harcourt
(2001a, 2001b, 2003, 2006), Harcourt and Kerr (2003), for example. In this
chapter I concentrate on the approaches and methods which are charac-
teristic of economists steeped in the Cambridge tradition.

1.2. MALTHUS

I start with Thomas Robert Malthus, a Fellow of my college, Jesus, the
person called by Keynes ‘The first of the Cambridge economists’, (Keynes
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12 Heterodox economic theory and money in macroeconomics

[1933]1972, p. 71) — by which he meant the first person to think like Keynes
(Keynes never considered modesty a virtue). Keynes admired the first
edition of the Essay on population (Malthus 1798) more than the second
edition (1803) because, though it was mostly deductive in form, it was so
all-of-a-piece that its message came through loud and clear, at times in an
extremely witty fashion. In the second edition, this clarity was rather over-
laid by copious empirical evidence and qualifications of ifs and buts — see
Keynes ([1933]1972, pp. 34-5).3

1.3. MARSHALL AND HIS LEGACY

This last was also an outstanding characteristic of Keynes’s other mentor
in economics, Alfred Marshall, whose capacity for putting up fog-like
smoke screens when weak points in an argument, or unpalatable conclu-
sions were present, was second to none. I thoroughly agree with Joan
Robinson. She wrote: “The more I learn about economics the more I admire
Marshall’s intellect and the less I like his character’ (Joan Robinson [1953b]
1973, p. 259). Her judgment is amply confirmed with detailed evidence, evi-
dence which does not detract from the essential message, by my former PhD
student and distinguished Marshall scholar, Rita McWilliams Tullberg.
Rita coupled her evaluation of Marshall with her admiration (universally
shared in the profession, I would guess) of Mary Paley Marshall, whose
treatment by Marshall after they married is a major scandal of our trade,
see, for example, McWilliams Tullberg 1990, 1991, 1992, 1995.

Be that as it may, Marshall was a really great economist. He bequeathed
to us his development of demand and supply analysis as a means of han-
dling that elusive but fundamental concept, time, by his partial equilibrium
approach incorporating three different analytical periods — market, short
and long. Not that this allowed him ever fully to overcome the basic incon-
sistency in his ‘vision’. On the one hand, there is his understandable pride
in his development of static, partial equilibrium analysis with its judicious
use of the ceteris paribus pound in order to illuminate complex real-life sit-
uations. On the other hand, there is his ‘vision’ of economies as evolving
organic systems so that biology and its method, rather than (classical)
physics and its method were the appropriate analogy and framework.

In one sense it has been the endeavor to break out of the first approach
and form ways of working within the second that has been the greatest
challenge and organizer of the contributions of the people I have placed in
the Cambridge tradition. Naturally enough, no one has been completely
successful but all saw the problem clearly and worked away at providing
solutions. To my mind, the two who have come closest, and so bequeathed
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to us the most promising ways forward, are Richard Goodwin and Kalecki.
They developed their ideas pretty much independently of each other but
had in common some of the same mentors — Smith, Marx and Keynes, for
example.*

Marshall also worked with a dichotomy between the real and the mon-
etary. Breaking out of this in order to analyze the nature of a monetary pro-
duction economy was the greatest challenge that Marshall’s most
illustrious pupil, Keynes, was to face. Marshall also provided the ingredi-
ents but was very timid about using them himself for the other major strand
that came out of his work — the rise of the economics of welfare through
his successor in the Chair of Political Economy, A.C. Pigou, and continued
to this day by, for example, Tony Atkinson and, of course, Amartya Sen.
Atkinson acknowledges James Meade’s influence and example — part of
Meade’s great range of contributions was his deep concern with equity and
equality in economic policy and political life generally. Sen is an obvious
successor to Pigou in this strand of Marshall’s influence.? But I shall leave
this strand for others to write on as I want to concentrate on Keynes and
his contributions and on those of his followers, not only because macro-
economics is the subject of the conference® but also because it is the devel-
opments associated with it that I am most familiar with from teaching and
research.

Both strands reflect Marshall’s desire that even more than light-bearing,
economics should be fruit-bearing, that is to say, have sensible applications
to the making of policy. Pigou’s Economics of Welfare (1920) was one of the
first major examples of this philosophy; and, of course, Keynes’s approach
is the example par excellence, the inspiration and example for many of the
people whose contributions I discuss below.

1.4. KEYNES

Keynes was Marshall’s pupil after he graduated in 1905 and was preparing
for the Civil Service examinations. As an undergraduate, though, he read
mathematics and spent much time on philosophy, including moral and
political philosophy. G.E. Moore and Edmund Burke were major
influences on him at that time and subsequently. He always regarded eco-
nomics as a branch of moral philosophy, even though Marshall, after a
long battle, had created a separate Economics Tripos by the time Keynes
became his pupil. Incidentally, the first major book in political economy
that Keynes read was William Stanley Jevons’s The Theory of Political
Economy (1871). He remained an admirer of Jevons, who ‘chiselled in
stone’, as opposed to Marshall (whose Principles he also admired) who
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‘knitt[ed] in wool’ (Keynes [1933] 1972, p. 131). Until after the publication
of A Treatise on Money in 1930, Keynes claimed to be working within the
Cambridge and especially the Marshallian approach to economics, using
supply and demand analysis, distinguishing between market, short and
long periods, accepting at least for the long period, a dichotomy between
the real and the monetary so that in monetary matters the quantity theory
of money explained the general price level, and viewing markets and
systems as equilibrating mechanisms.

The role of the economic analyst was to explain the conditions of equi-
librium, the forces that would return the system to equilibrium if it had
been shocked away from it, and the mode of transition between one equi-
librium position and another new one when the values of the fundamen-
tals determining the equilibrium position changed. In what was intended
to be his masterpiece, a definitive treatise on money, Keynes wrote:

My object has been to find a method which is useful in describing, not merely
the characteristics of static equilibrium, but also those of disequilibrium, and to
discover the dynamical laws governing the passage of a monetary system from
one position of equilibrium to another. (Keynes [1930] 1971, p. xvii)

It is true that early on after the end of World War I Keynes was putting
more emphasis on short-term malfunctions and the need for theory and
policy to cope with them than did Marshall — hence Keynes’s best known
remark about the long run and mortality, which was included in the passage
in A Tract on Monetary Reform [1923] (1971) where he was cheeking his old
teacher.” But in A Treatise on Money he still felt inhibited about tackling in
too great detail, the intricate analysis of short-period output in aggregate
because it was out of place in a treatise on money; see, for example, Keynes
(1973a, pp. 145-6).

Yet events and the increasing realization of the significance of what he
had learnt from his philosophical musings, together with the influence of
Richard Kahn in particular® and the members of the ‘circus’ in general, his
close association with Dennis Robertson in the 1920s and arguments with
Ralph Hawtrey, led Keynes increasingly to change his approach. He
brought into play three main philosophical tenets for a subject such as eco-
nomics. Their source is A Treatise on Probability (Keynes [1921] 1973), the
published version of his fellowship dissertation for King’s College,
Cambridge, in 1908-1909. He argued that, in certain disciplines, of which
economics is a leading example, the whole need not be only the sum of the
parts. Keynes’s realization of this, that overall systems could have separate
lives of their own, that the behavior of parts could itself be constrained by
overall relationships, and that profound implications follow from this,
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played an increasingly important influence in his subsequent work in eco-
nomics. His full and mature realization of all this came to fruition in The
General Theory (Keynes [1936] 1973), especially in one of the meanings that
he gave to the term ‘general’, and his repeated stress on the need to avoid
the fallacy of composition when the workings of the economy as a whole
are analyzed. In the preface to the French edition (20 February 1939) he
wrote:

I mean [by a general theory] that I am chiefly concerned with the behaviour of
the economic system as a whole . . . [ argue that important mistakes have been
made through extending to the system as a whole conclusions which have been
correctly arrived at in respect of a part of it taken in isolation. (Keynes 1973,
p- Xxxii)

Another issue which preoccupied Keynes in A Treatise on Probability was
his systematic pondering on the principles of reasonable behavior in an
uncertain environment. This fitted with Marshall’s stress, which runs
through the Principles (Marshall [1890] 1961), on the nature of reasonable
behavior of businesspeople, particularly in their own uncertain environ-
ments. Of course, Keynes also discussed not too sensible or reasonable
behavior by decision makers of all kinds in a similar environment and their
implications for systemic behavior. Ted Winslow (2005) puts far more stress
on economic decision making being not sensible and on Keynes arguing
this than I have. After reading his closely argued and documented paper I
am more inclined to agree with his emphasis.

Keynes’s philosophical reasoning also discerned many different appro-
priate languages for different situations, issues and aspects or dimensions
of both of them. In effect he believed there was a spectrum of such lan-
guages running all the way from poetry and intuition through lawyer-like
arguments to mathematics and formal logic. All these were consistent in
their appropriate settings with arguments being possible and knowledge
being acquired (see Harcourt 1987, Sardoni 1992).

The major outcome of these endeavors was the publication of The
General Theory in 1936. It contains Keynes’s analysis of a monetary pro-
duction economy in which the dichotomy between the real and the mon-
etary has been scrapped, money being integrated in the analysis right from
its start. The equilibrium method was retained, but the equilibrium of the
system — perhaps rest state is a better phrase — need not be the special case
of full employment; investment leads and saving responds, mostly through
changes in income associated with the working of the Kahn-Meade multi-
plier, with the rate of interest being determined principally in the money
market by reconciling the demand for and supply of money; and the
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expected rates of profit on investments having to match up to the nominal
rate of interest (rather than as in ‘classical’ thought, the nominal rate being
consistent with the natural rate in order to avoid cumulative inflations or
deflations, a Wicksellian as well as Keynesian insight). The general price
level was principally determined in the short term by the productivity of
variable factors, primarily labor and the level of the money wage. In 1937,
Keynes added the finance motive as an important determinant of the
demand for money, drawing attention to the availability of finance as the
ultimate constraint on investment expenditure rather than the willingness
to save; see Keynes (1973b, pp. 201-26). Meade put it very well when he
wrote that ‘Keynes’s intellectual revolution was to shift economists from
thinking normally in terms of a model of reality in which a dog called
savings wagged his tail labeled investment to thinking in terms of a model
in which a dog called investment wagged his tail labeled savings’ (Meade
1975, p. 82, emphasis as original).

Though Keynes remained essentially a Marshallian equilibrator in
method, he did take us a considerable way towards tackling dynamic
processes and tendencies with his method and theory of shifting equilib-
rium (Keynes [1936] 1973, pp. 293-4). By it he allowed feedbacks from one
set of determinants of rest states to other sets if, initially, the rest states, in
particular the point of effective demand, were not achieved; see Kregel
(1976). This constituted a bridge which partly allowed the profession to
move from static analysis to more evolutionary, dynamic analysis of the
second part of Marshall’s ‘vision” and provided the base on which the
postwar developments by Keynes’s colleagues principally were to build.
Keynes also adapted the apparatus of The General Theory, the use of
aggregate demand and supply relationships, to analyze inflationary situa-
tions such as were expected to arise in wartime; see ‘How to pay for the
War’ (Keynes 1978, ch. 2). This illustrates that, theoretically and subse-
quently through wartime policies, he had indeed created a general theory
of employment, interest and money, and now prices as Omar Hamouda
(1997) pointed out. Finally, David Vines makes crystal clear in his splen-
did review article (2003) of Robert Skidelsky’s third volume of his majestic
biography of Keynes (Skidelsky 2000), that, in his wartime writings for the
Treasury and for Bretton Woods, Keynes laid the conceptual foundations
for postwar international macroeconomic analysis and policy.

1.5.  JOAN ROBINSON AND COLLEAGUES

During the 1920s and 1930s both Kahn and Joan Robinson used Marshall’s
approach and method in their pioneering contributions to the theory of
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imperfect competition — Kahn in The Economics of the Short Period ([1929]
1989),° Joan Robinson in The Economics of Imperfect Competition (1933a).
They were both tackling a real question: why did firms survive in prolonged
slump conditions, albeit with excess capacity, when the implications of
Marshallian/Pigouvian analysis of competitive conditions was either full
capacity working or complete shut down. But, as we shall see, Joan
Robinson subsequently repudiated the method of her book, saying it was
‘a shameless fudge’, to wit, that the equilibrium price and quantity for each
mini-monopoly in a competitive environment waited patiently ‘out there’
to be found by trial and error, the groping process of businesspeople’s price
setting and production and employment decisions. That is to say, there is a
denial of path-dependence processes so that where the firm ended up was
independent of the path that it took to get there; see, for example, Joan
Robinson ([1953a], 1960, p. 234) for a succinct statement of her argument.
In the first ever issue of what Dennis Robertson called ‘the Green Horror’,
the Review of Economic Studies, Kaldor clearly outlined the nature of path
dependence in what must have been one of his earliest published papers
(1934).10 Kahn, Meade, Austin and Joan Robinson and Piero Sraffa were
continuously criticizing and helping Keynes as he moved from 4 Treatise
on Money to the making of The General Theory (see Keynes, 1973a,
Harcourt 1994, 1995). Kahn provided an essential ingredient with his (and
Meades’s) concept of the multiplier; Joan Robinson provided two prelimi-
nary reports (Joan Robinson 1933b, 1933c).!! After the publication of The
General Theory, she published her ‘told to the children’ version of the new
theory, (Joan Robinson [1937a] 1969), and a selection of essays (Joan
Robinson [1937b] 1947), which extended the theory to the open economy,
foreign exchange markets and the Marshallian long period at the level of
the economy as a whole. She still used Marshall’s method and orthodox
concepts, for example, the then fashionable concept of the elasticity of sub-
stitution between capital and labor in an explanation of the distribution of
income between profits and wages in the Keynesian consumption function.
Austin Robinson wrote an illuminating review of The General Theory in
The Economist in 1936; his own work after that was very much the appli-
cation in a common but deep sense of what he found in Marshall’s
Principles and The General Theory (see Harcourt 1997, 2001a).12

1.6. JOAN ROBINSON AND SRAFFA

Sraffa was rather intellectually aloof from these contributions. He, of
course, provided criticism — he was already renowned for his remorseless
logic and critical skills — but he was preoccupied with the edition of
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Ricardo’s works and correspondence (which finally emerged in 1951!) and
his conceptual critique of the foundations of the neoclassical theory of
value and distribution combined with the rehabilitation of Classical eco-
nomics, especially its organizing concept of the surplus and its long-period
method (Sraffa 1960). He had mounted a devastating attack on Marshall’s
partial equilibrium method and its limited application to the real world in
his 1925, 1926 and 1930 articles and his lectures at Cambridge at the end of
the 1920s. His 1926 article served as an impetus to Joan Robinson to write
her 1933 book. He also, at this time, developed at least one basic aspect of
the critique of Neoclassical capital theory in the 1950s-1970s (see Bradford
and Harcourt 1997, p. 131). Sraffa did ruthlessly and enthusiastically
support Keynes in the fight back against Hayek’s criticisms of A4 Treatise
on Money (see Sraffa 1932).

Joan Robinson first met Kaleckiin 1936 and quickly recognized that he had
independently discovered the principal propositions of The General Theory;
furthermore, his discoveries were placed in a more appropriate setting, a
Marxian analysis of capitalism using the departmental schema of production
and reproduction. This became even more clear to her after she read Marx at
the beginning of the war and wrote her 1942 Essay on Marxian Economics.
By the time she wrote The Accumulation of Capital (Joan Robinson [1956]
1969) she was mainly working within a Kaleckian framework.

1.7. POSTWAR DEVELOPMENTS

In the postwar period there were two, possibly three major developments
in Cambridge concerning approaches and topics.!3 The first is what Joan
Robinson called ‘the generalization of The General Theory to the long
period’. This had two major stimuli: the seminal writings on dynamic
theory by Roy Harrod in his 1939 article and 1948 book; and the awakened
interest in the postwar era in development problems in both war-torn
Europe and in the developing countries themselves. The major contributors
to this in Cambridge were Joan Robinson, Kaldor, Kahn, Goodwin, Allan
Brown and Richard Stone, and in my generation, Luigi Pasinetti.!4 Kalecki
independently tackled similar problems.

The developments were a new look at the old Classical and Marxian pre-
occupations with distribution, accumulation and growth, tackled afresh in
the light of the ‘Keynesian’ revolution. For Kahn and Joan Robinson, two
steps were involved: first, working within a ‘Golden Age’ framework — the
analysis of mythical situations — in order to set out precise definitions of
core concepts, and of the relationships between them, in order to get a “feel’
on the nature of development and its accompanying interrelationships
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within a mostly competitive capitalist structure, (though the economics of
planned economies, usually of a democratic socialist variety, were not com-
pletely neglected).

The analysis that was most difficult technically yet said by Joan Robinson
to be of secondary importance in an analysis of the growth process was
the analysis of the choice of techniques in the investment decision at the
level of the economy as a whole. It was, though, linked on to the second
preoccupation, the critique of the conceptual foundations of the neoclas-
sical theory of value and distribution, in Cambridge associated with Joan
Robinson and, most fundamentally, with Piero Sraffa in what became
known as the Cambridge — Cambridge controversies in the theory of
capital (see Harcourt 1969, 1972, Cohen and Harcourt 2003, Bliss et al.
2005). There were again two strands to this: a doctrinal critique of concepts
within the framework of either stationary states or steadily growing Golden
Ages; and a methodological critique associated with using ‘differences’ to
analyze ‘changes’. This procedure, it was argued, was common to the
method associated with the revival of Classical political economy by, for
example, Sraffa, and to Neoclassical procedures associated with compara-
tive statics analysis.!3

Returning to the first theme, Golden Age analysis was a preliminary to
the more satisfyingly fruitful task of analyzing situations in historical as
opposed to logical time. In logical time we try to answer questions framed
as ‘what would be different if . . .”. In historical time we ask ‘what would
follow if .. ..19 Here Kahn and Joan Robinson, on the one hand and
Kaldor, on the other, diverge.

From the very start Kaldor intended his analysis to relate exclusively to
the second theme. He started from his famous concept of ‘stylized facts’ —
observed empirical regularities on development and distribution that
needed to be explained by the then emerging models of growth, many of
them his. He had in common with Sraffa, Joan Robinson and Kahn dissat-
isfaction with mainstream theories of value, distribution and growth, as
witnessed to in probably his best known paper, ‘Alternative theories of dis-
tribution’ (Kaldor 1955-56). In it, having set out and dismissed all that had
gone before, he set out his version of a ‘Keynesian’ macroeconomic theory
of distribution, albeit set in the long period and assuming full employment.
Kalecki had already in the 1930s provided such a theory for the short
period and without assuming full employment while explicitly including
microeconomic pricing behavior; see especially Kalecki (1936). Also, in
common with Joan Robinson and Kahn, Kaldor provided a solution to one
of Harrod’s problems, whereby if there was a divergence between the war-
ranted rate of growth, g, and the natural rate of growth, g, a change in
distribution would so change the value of the overall saving ratio (because
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of the different saving behavior at the margin of wage-earners and profit-
receivers) as to make g,, approach g, in value.

Joan Robinson set out the methodological critique very clearly but never
solved the problem of analysis in historical time itself. She wrote:

The short period is here and now, with concrete means of production in exis-
tence. Incompatibilities in the situation . . . will determine what will happen next.
Long-period equilibrium is not at some date in the future; it is an imaginary state
of affairs in which there are no incompatibilities in the existing situation, here
and now. (Joan Robinson 1962b, p. 690; 1965, p. 101 in the 1965 reprint)

By the late 1960s Kaldor decided that he had failed to solve the same
problem. He changed direction for the rest of his life, incorporating an
insight from his teacher at the London School of Economics (LSE), Allyn
Young, the concept of cumulative causation,!” about which I say more
below.

1.8. CAPITAL THEORY CRITIQUE

As I noted, there were two aspects to the capital theory critique. The first
was in effect a doctrinal critique in which it was legitimate to use highly
abstract constructions in order to express in an ideal setting the funda-
mental stance of an approach, for example, that in neoclassical economics
price is an index of scarcity. The object is to see whether in these settings,
the insight rigorously goes through, that the theory meets Sraffa’s stringent
conditions for a theory to be logically robust. He stated the conditions in
his intervention in the discussion at the Corfu Conference on capital theory.

[O]ne should emphasise the distinction between two types of measurement.
First, there was one in which the statisticians were mainly interested. Second,
there was measurement in theory. The statisticians’ measures were only approx-
imate and provided a suitable field for work in solving index number problems.
The theoretical measures required absolute precision. Any imperfections in these
theoretical measures were not merely upsetting, but knocked down the whole
theoretical basis . .. The work of JB. Clark, Bohm-Bawerk and others was
intended to produce pure definitions . . ., as required by their theories . . . If we
found contradictions, . . . these pointed to defects in the theory. (Sraffa 1961,
pp- 305-6)

The capital-reversing and reswitching results were taken to undermine the
conceptual foundations of the Neoclassical theory of distribution, espe-
cially in its aggregate production function and marginal productivity forms,
but also, Sraffa, Krishna Bharadwaj, Garegnani and Pasinetti would argue,
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in all its forms. Bliss, Hahn, Samuelson and Solow, for example, while
accepting the results, deny that they constitute a fundamental critique of
the highest form of Neoclassical theory (see Dixit 1977). As Cohen and
Harcourt (2003, 2005) point out, the disagreement rumbles on.

Joan Robinson, though, increasingly concentrated on the second strand
of history versus equilibrium, a strand not acceptable to the Sraffians (neo-
Ricardians). (We shall probably never know what Sraffa himself thought.)
Her stance is, ironically, increasingly accepted now by the most sophisti-
cated mainstreamers, for example, by Franklin Fisher, at least as far as the
application of aggregate production functions to real-world data is con-
cerned and by Bliss, at least as far as high theory is concerned; see Bliss’s
introduction to Bliss et al. (2005).18

Of course, the debates were not confined to capital theory because
Neoclassical growth models associated with Solow and Swan (eminent
Keynesians, I should add) were developed alongside the Cambridge capital
theory controversies. As we know they stressed Marshall’s ‘dynamical prin-
ciple of “Substitution”. . . seen ever at work’ (Marshall [1890] 1961, p. xv)
as a possible solution to Harrod’s problems of instability if the economy
was not on g,, and how it would approach g, if initially, they were not equal
to one another. ‘New’ endogenous growth theory is still Neoclassical in
inspiration and analysis but also draws on Schumpeter explicitly and later
Kaldor (sometimes without knowing it); see Kurz (1997).

To my mind the most promising solution so far to the conundrum in
Marshall’s approach and the issues raised by Joan Robinson in particular
are to be found in Kalecki’s later writings and, independently, in Goodwin’s
writings, especially those which come out of his classic 1967 paper, ‘A
growth cycle’, in the Dobb Festschrift volume (Feinstein 1967). In Kalecki’s
last paper on these issues, published in the Economic Journal in 1968, he
wrote ‘the long-run trend [is] but a slowly changing component of a chain
of short-period situations . . . [not an] independent entity’ (Kalecki 1968,
1971, p. 165). This viewpoint on method embraces Goodwin’s approach of
cyclical growth, with trend and cycle indissolubly mixed as well and does,
it seems to me, tackle directly Marshall’s conundrum. It is, moreover, con-
sistent with the later Kaldor’s stress on cumulative causation processes.

As many of you may know, I illustrate these processes and their contrast
with the mainstream approach, at least before some convergence between
the two started, with the modern writings on path-dependent equilibrium
and hysteresis processes, by the analogy of a wolf pack. There are two
major views on the workings of markets and economies. The dominant one
is akin to a wolf pack running along. If one or more wolves get ahead or
fall behind, powerful forces come into play which return them to the pack.
(The parallels with the existence of an equilibrium position that is unique
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and stable, and that the forces responsible for existence are independent of
those responsible for stability are, I hope, obvious.) The other view has the
forces acting on the wolves who get ahead or fall behind making them get
further and further ahead or fall further and further behind, at least for
long periods of time. This captures the notions of virtuous or vile processes
of cumulative causation.

I submit that theories incorporating these views, plus Kaldor’s analysis
of markets where stocks dominate flows, and expectations by transactors
on both sides of markets dominate the more usual factors determining
supply and demand and price setting, as set out in Kaldor (1939), help us
to make much more sense of the recent behavior of foreign exchange, stock
and property markets and indeed of whole systems than do the currently
fashionable macroeconomic theories. The latter include the use of Frank
Ramsey’s benevolent dictator model (in a completely inappropriate setting
for which it was never intended), representative agent models, real business
cycle theory and New Keynesian analysis.!?

1.9. ECONOMIC HISTORY

Cambridge also has a long and distinguished history associated with con-
tributions to economic history, history of economic theory, and applied
and policy work. As to economic history, there is the pioneering work of
John Clapham, Maurice Dobb (from a Marxist standpoint), Phyllis Deane,
Charles Feinstein, Robin Matthews and Brian Mitchell, principally in a
Keynesian setting. Dobb, of course, was the leading Marxist economist in
the United Kingdom for many decades; he bequeathed to us a rich legacy
of careful scholarship in economic history and history of economic theory
with at least two classics, Political Economy and Capitalism (Dobb [1937]
1940) and his last book, Theories of Value and Distribution since Adam
Smith (Dobb 1973), as well as insightful, beautifully written articles on the
economic history of Russia and on the problems of developing economies.
In addition to her pioneering work on the history of the industrial revolu-
tion, Phyllis Deane took over Dobb’s lecture slot on the history of theory
when he retired and wrote her wonderful little volume, The Evolution of
Economic Ideas (Deane 1978), which was set in the framework of Kuhn’s
paradigm explanation of the nature of scientific development. Both Dobb
and Deane thought it impossible to make sense of a subject such as
economics without analysis of theories, applications, policies and people
within their historical context, a point of view which I heartily endorse and
try to follow in my teaching and research; see, for example, Harcourt
(2006).
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1.10. THE DIRECTORS

The Department of Applied Economics (DAE) at Cambridge, alas now no
more, has had four outstanding but very different directors — Richard
Stone, Brian Reddaway, Wynne Godley and David Newbery. As my col-
league, Michael Kitson, wrote in our joint article reviewing the achieve-
ments of 50 years of the National Bureau of Economic Research,
(Harcourt and Kitson 1993, Harcourt 2001a), all of their approaches could
be placed under the following rubric (with, of course, different emphases).

The Cambridge approach to applied economics . . . stresses the limitations of
much of orthodox neoclassical theory, however elegant, in explaining economic
phenomena in the real world. Instead, it emphasises the importance of relevance
in economics, incorporating the lessons of history, the institutional context and
prevailing social and political conditions. Theory and measurement are thus
mutually interdependent as robust empirical analysis is dependent on relevant
theory, which in turn depends on reliable observations. Cambridge advances
in theoretical and applied economics have, therefore, gone hand in hand.
Furthermore, techniques have never been allowed to obscure the analysis —
the medium is not the message. (Harcourt and Kitson 1993, Harcourt 2001a,
p. 221.)

When Stone ceased to be Director in 1955 he directed and developed
with Allan Brown the Cambridge growth project. It combined in an inte-
grated whole previous work on demand analysis, input-output analysis and
the national accounts, all of which featured in the research of the DAE
under Stone’s directorship. Reddaway and Godley shared an affinity in that
Marshall and Keynes were their principal mentors. Reddaway presided
over down-to-earth, common sense applied projects, usually with implica-
tions for policy. Respect for what data actually means and what it could and
could not tell us, and a healthy skepticism about techniques divorced from
what the basic data could take predominated. Godley drew on Marshall’s
concept of the long period and Keynes’s analysis of the processes at work
in modern capitalism to provide a logical framework of relationships incor-
porating the profit and loss account, the balance sheet and funds statement,
macroeconomic constraints that must always bind in empirical work on
explanation and policy. Newbery is very much a sophisticated Marshallian
interested in applied microeconomic problems and also in developing
economies and, now, the problems of transition economies.

In his later years Meade returned to his Keynesian roots and combined
his humane civilized outlook with the use of the techniques of control engi-
neers. (He first came across these in the work of his great friend and protégé
at the LSE, Bill Phillips.) Meade worked with Andrew Blake, David Vines
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and Martin Weale as well as with control engineers (see Meade 1982, Vines
et al. 1983, Weale et al. 1989).

1.11. THE CAMBRIDGE TRADITION TODAY

There are still some colleagues in the Faculty at Cambridge working within
the Cambridge tradition as I have defined it — Gabriel Palma, Bob
Rowthorn, Ajit Singh, Frank Wilkinson, for example — and on method,
principally through Tony Lawson’s influential contributions to critical
realism; see, for example, Lawson (1997, 2003). As I often tell Lawson, the
central core of truth in critical realism is to be found in Marx’s method and
Keynes’s methodological critique of Tinbergen’s early econometric work
on investment — but I would say that, wouldn’t I.

Frank Hahn is not within this tradition, at least not consciously. But his
courageous attacks on the Monetarists and New Classical macroeconom-
ics seem to suggest that he recognizes aspects of Keynes’s method when he
writes that he finds himself at times able only to provide ‘arguments that
are merely plausible rather than clinching’ (Hahn 1982, p. xi).

Here I must close if only for reasons of space and exhaustion. I hope I
have written enough to encourage readers to chase up at least some of the
readings in the references at the end of the chapter.

NOTES

1. Previously Economics was part of the Moral Sciences Tripos.
Though sadly Michal Kalecki never had a permanent post in the Faculty, his influence
on Joan Robinson in particular, and his remarkable contributions were so great that he
must play a major role in the narrative. Personally, I regard him as the greatest all-round
political economist of the twentieth century.

3. Let me quote what Keynes said of Malthus’s approach, for the latter is still a role model
for economists to follow, and Keynes’s beautifully written paragraph is a succinct, lucid
description of the Cambridge approach to economics: Malthus was

above all, a great pioneer of the application of a frame of formal thinking to the
complex confusion of the world of daily events. Malthus approached the central
problems of economic theory by the best of all routes. He began . . . as a philoso-
pher and moral scientist, . . . brought up in the Cambridge of Paley, applying the a
priori method of the political philosopher. He then immersed himself . . . in the facts
of economic history and of the contemporary world, applying the methods of his-
torical induction and filling his mind with a mass of the material of experience. . . .

finally he returned to a priori thought, . . . to the pure theory of the economist proper,
and sought . . . to impose the methods of formal thought on the material presented
by events, . . . to penetrate these events with understanding by a mixture of intuitive

selection and formal principle and thus to interpret the problem and propose the
remedy. In short, from being a caterpillar of a moral scientist and a chrysalis of an
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historian, he could at last spread the wings of his thought and survey the world as an
economist! (Keynes [1933] 1972, p. 107)

In Goodwin’s case we should add Knut Wicksell, Roy Harrod, Wassily Leontief and
Joseph Schumpeter.

Sen was my exact contemporary as a PhD student at Cambridge in the 1950s. I always
thought he would be the first person among my contemporaries at Cambridge who
would get the Nobel Prize. Another contemporary who should have but I fear will not,
is Luigi Pasinetti, probably the last of the great system builders in our profession and,
today, the senior living heir to the Cambridge tradition discussed here.

I should say that, as with my mentor Joan Robinson, I regard the dichotomy between
micro and macro a major error, a distinction which cannot be defended logically.
There is always a macroeconomic background to microeconomic behaviour and vice
versa. | think the Marxist view that the macroeconomic foundations of microeco-
nomics are of fundamental importance is a vital insight, ‘see Crotty (1980), and,
though not coming from Marx but from Marshall and Keynes, the work of Wynne
Godley.

‘But this Jong run is a misleading guide to current affairs. In the long run we are all
dead. Economists set themselves too easy, too useless a task if in tempestuous seasons
they can only tell us that when the storm is long past the ocean is flat again.” (Keynes
[1923] (1971), p. 65)

Kahn wrote a fellowship dissertation for King’s in 1928-29 on the economics of the short
period and was always skeptical of the quantity theory of money as a causal explana-
tion of the general price level; see footnote 9 below.

Kahn’s dissertation was not published in English until 1989 just after his death. (An
Italian translation was published in 1983 due to the efforts of Marco Dardi.) Had it been
published in the 1930s, it and his 1931 Economic Journal article (Kahn 1931) on the
multiplier would surely have seen him receive the Nobel Prize.

Kaldor was at the LSE in the 1930s but joined the Cambridge Faculty after the Second
World War when he was already well known as an enthusiastic and original Keynesian
who had broken with Robbins’s and Hayek’s approach at the LSE.

One was written in 1931 but only published in 1933.

He wrote two classics on industrial organisation in the 1930s and 1940s, both using
Marshall’s methods and incorporating detailed observations on and knowledge
about production methods and market structures (Austin Robinson [1931] 1953 and
[1941] 1956).

I abstract from the influence of Frank Hahn who came to Cambridge in the early 1960s
and who, according to Bob Solow, single-handedly pulled the Faculty, kicking and
screaming, reluctantly into the 20th century.

Maurice Dobb and Amartya Sen also made important contributions, which, however,
were on the whole separate from those of the people in the text. Frank Hahn’s and Robin
Matthews’s 1964 survey of growth theory provided the definitive model for survey arti-
cles ever afterwards.

This is not an uncontroversial view. The most sophisticated neoclassicals have a neo-
classical (Irving) Fisherian ‘vision’ of the accumulation process but are often and
increasingly suspicious of comparative statics results. Franklin Fisher is an outstanding
proponent of this view as is Christopher Bliss. Joan Robinson and the neo-Ricardians
shared a classical-Marxian—Keynesian ‘vision’ of the accumulation process but differed
radically on method. The latter argue that the long-period method is the only legitimate
way of doing precise rigoros theory, which Joan Robinson rejects as far as descriptive
analysis in historical time is concerned.

For a further discussion of the differences, see Joan Robinson (1962a, pp. 23-6).

It was independently developed by Gunnar Myrdal and was, of course, to be found in
Adam Smith.

My own view veers towards that of Joan Robinson but not completely. I still see a useful
and valid role for the classical concept of centres of gravitation as sometimes useful
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short cuts, especially in short-period analysis; see Harcourt (1981, 1982) for why and
Harcourt (1965, 1982) and Harcourt and Kenyon (1976) for applications.
19. For a further statement of my views on all this, see Harcourt (2004, 2006).
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2. Heterodox economics: a common
challenge to mainstream economics?

Sheila Dow

2.1. INTRODUCTION

Heterodox economics has been going through a period of change. The
most noticeable change has been the drawing together of heterodox econo-
mists using different approaches into the larger category of ‘heterodox eco-
nomics’. This has had a series of positive outcomes: notably a growing
confidence in heterodox economics, and an increasing interchange of ideas
among those taking different heterodox approaches. The increasing duality
that this has created, between orthodox and heterodox economics, has had
both positive and negative outcomes: a growing cohesion among those
seeking to put forward a convincing alternative to orthodox economics, on
the one hand, but the temptation to slip into a dualistic mode of thought
which is more characteristic of the orthodoxy, on the other hand. While
orthodox economics has been criticized for its exclusivity, as being the
‘right’ approach so that all others are ‘wrong’, there is a danger that het-
erodox economics might fall into the same habit.

At the same time, orthodox economics has also been undergoing a period
of change. In the 1980s it was reasonable to characterize mainstream eco-
nomics as unified around the commitment to building up a general equi-
librium theoretical system (see Weintraub 1985). But there has been
increasing evidence of fragmentation, with the development of such appar-
ently diverse research programs as game theory, experimental economics,
evolutionary economics, behavioral economics, complexity economics and
so on (Davis 2006). While many heterodox economists (such as Lawson
1997, 2003) continue to focus on the common features of orthodox eco-
nomics, orthodox economists themselves (such as Pencavel 1991) tend to
focus on its diversity.

A particular question posed by these developments is whether the
different schools of thought in heterodox economics continue to have a
useful role to play, and what that role is. It is the purpose of this chapter to
address this question. We approach the question in a range of ways, and at
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arange of levels. (This is an example of a pluralist methodology, something
which we will consider explicitly during the discussion.) At the most general
level, we can consider schools of thought quite apart from questions
of orthodoxy and heterodoxys; is it a good way for promoting the develop-
ment of knowledge, for knowledge communities and/or ideas to be seg-
mented into schools of thought? In this discussion we bear in mind the
importance of issues of meaning; what are the implications of different
schools of thought employing different meanings? And, focusing on the
orthodoxy/heterodoxy divide, which is the more effective strategy for pro-
moting heterodox ideas — emphasizing or de-emphasizing differences
within heterodoxy?

Much of the discussion of the current state of economics has contrasted
it with the fierce debates between schools of thought in the 1970s (Pencavel
1991, Colander 2000, Goodwin 2000). The implication has been drawn that
economics has moved on from this, regrettable, kind of division. Here
already we see issues of meaning arise — perhaps schools of thought are
understood differently now — or indeed differently, depending on school of
thought? We start therefore by considering a range of traditional views
about schools of thought. We then proceed to consider more recent views.
Some of these issues have been discussed in more detail elsewhere (Dow
forthcoming). The particular contribution of this chapter is to suggest a
diagrammatic framework for depicting these different understandings of
schools of thought. The case is made that thinking of heterodox econom-
ics in terms of schools of thought can be enabling rather than constrain-
ing. This argument draws on the argument developed more fully elsewhere
(Dow 2004) for structured pluralism. We conclude by considering the
strategic issues raised for heterodox economics.

2.2. OPEN AND CLOSED SYSTEMS

In considering how schools of thought have been understood, we will use
the concepts of open and closed systems. These concepts can be applied to
the different levels of social systems, theoretical systems and systems of
thought, and there are connections between the levels (Dow 2001). (Indeed
it is the critical realist argument that open social systems require open the-
oretical systems and open systems of thought; see Lawson 1997, 2003.) But
our primary focus here is on systems (or schools) of thought. How we
understand the concepts of open and closed systems themselves is a matter
for current discussion. For the purposes of this chapter we employ the
meaning set out in Chick and Dow (2005), which differs, for example, from
the critical realist meaning. We define openness and closure as following
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from a range of conditions. A closed system has fixed, well-defined bound-
aries; all variables within the system, and the structure of their interrela-
tions are identified, and their values either knowable or random. (An open
model is a closed system, since the exogenous variables are well-defined and
either known or random.)

Open systems are those in which any of these closed-system conditions
is not met. There is a range of possibilities therefore for open systems, since
all it takes is for one element of the system to be unknowable, one bound-
ary not to be fixed, one interrelation to be indeterminate (and non-
random). So open systems are not the opposite of closed systems, but
rather they are not-closed systems. The conditions for closed systems are
very strict. Mearman (2005) has argued that it is more helpful to think in
terms of poles than opposites, so that we can think of systems as being
more or less close to the extreme closed end of the spectrum. For the pur-
poses of the following argument, however, we will simplify by referring to
closed and open systems, where a closed system is understood to be
‘towards the polar extreme of strict closed systems’.

2.3. ‘OLD’ VIEWS ON SCHOOLS OF THOUGHT
2.3.1. The Orthodox Economics Perspective

Let us consider first how schools of thought were understood in the 1980s,
starting with the perspective of orthodox economics. The most common
example given of differences between schools of thought is the Mon-
etarist-Keynesian debate which was conducted in terms of the IS-LM
framework. Differences in how the economy functioned were reduced to
debates about the relative slopes of the IS and LM curves. To the extent that
the differences were not purely technical, they were seen as ideological.

The term ‘ideological’ in the orthodox literature was always used to dis-
parage. It referred to the import of political values into scientific debate.
Since it was taken for granted that science in general, and economics in par-
ticular, should be value-free, political values had no place. Introductory
textbooks were habitually introduced with a discussion of the distinction
between positive and normative economics. The economist was to demon-
strate the consequences of different policy stances in a positive manner, but
it was for the politician to choose between them.

Within orthodox economics, there were different theoretical approaches,
as theory moved beyond general equilibrium theory, dealing in different
ways with the difficulties encountered with specifying the microfoundations
of macroeconomics. Thus Phelps (1990) could identify seven different
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theoretical approaches to macroeconomics, all within orthodox economics;
indeed he referred to them as schools of thought. But these approaches
all held in common the key characteristics of orthodox economics: rational,
atomistic agents with certainty-equivalent knowledge (or some well-defined
constraint on full knowledge), a fixed structure of economic relations which
were knowable or random, and could thus be expressed mathematically, and
clearly defined exogenous variables which produced random shocks. As a
positive discipline, economics itself was value-free; disputes in principle
could be tested against objective facts. In other words, positive economics
(which was understood as coterminous with orthodox economics, and
indeed with economics as a whole) was a closed system.

This closed system is illustrated in Figure 2.1 by a solid line defining the
discipline. Within economics, the different theories (New Classical theory,
New Keynesian theory and so on) are illustrated as falling within the well-
defined boundary of economics. But they are shown with dashed bound-
aries, to capture the fact that, as evolving systems within the closed system
of economics, they are open systems. Since the Monetarist-Keynesian
debates were classified as ideological, they fell outside economics proper,
belonging rather to normative analysis. The thick closed boundaries
illustrate the fixity with which these normative values were associated, and
the ferocity with which they were defended. While positive economics was
well-defined as orthodox economics, it was recognized that there were other

Keynesianism w ‘

Economics
----------- Theories
Ideologies

Figure 2.1 "Old’ orthodox view of economics
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schools of thought beyond Monetarism and Keynesianism. Kantor (1979)
for example recognized the roots of the rational expectations revolution in
Austrian economics. So there was a perception of interplay between ideas
developed within an ideological framework and economics-proper (illus-
trated by the two-way arrows). The most obvious exception was Marxism,
which was understood as an ideological system which operated quite inde-
pendently of economics-proper, so no connecting arrows are shown.

2.3.2 The Heterodox Economics Perspective

This period is referred to by Pencavel (1991) as tyrannical. The implication
is that there was excessive criticism, from an ideological perspective. He
contrasts this with what he identifies by the 1990s as a greater openness of
debate, implicitly conducted within the confines of economics-proper. The
period is also often associated with the ideas of Thomas Kuhn, which
seemed to have removed the grounds for criticism from an agreed set of
principles, exchanging it for an ‘anything goes’ framework. If we think of
schools of thought as paradigms, then each has its own set of principles,
and therefore any debate across schools of thought is a debate at cross pur-
poses. These ideas were embraced by heterodox economists as legitimizing
their alternative paradigms, taking them outside the ambit of criticism on
the basis of the principles of orthodox economics (as making insufficient
use of mathematical formalism, for example).

From a heterodox perspective, there was no sharp divide between posi-
tive and normative economics. Rather, as Myrdal (1953) argued, ideology,
in the sense of values, was embedded in economic thought. This is captured
in the range of levels at which Kuhn’s paradigms are defined. The distinc-
tion then between orthodox and heterodox economics was not, as ortho-
dox economists suggested, the distinction between positive economics and
ideology, but rather a distinction between paradigms. Each paradigm was
defined by its understanding of the real world (its ontology), its method-
ological principles and the theories which these supported. It was also
defined by the meanings attached to terms; ‘rational’ for example was taken
to mean something very different in Post-Keynesian economics from what
it meant in orthodox economics. But there was an element of commonal-
ity between the different heterodox schools of thought in that they had all
adopted a methodology which, while distinctive, in each case was
differentiated from the closed-system methodology of orthodox economics
(Dow 1985).

This view of the discipline is shown in Figure 2.2. Orthodox economics is
more explicitly seen as a closed system, its boundary being marked by a heavy
solid line; the second, lighter, boundary line represents the particularity of
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Austrian  <___2
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Figure 2.2 "Old’ heterodox view of economics

meanings associated with that boundary. The radii represent the centrality
of the rationality axioms to orthodox economics. But within the resulting
structure, there were different theories associated with different assumptions
about constraints within the overarching general equilibrium framework (for
example, constraints on expectations formation). Since these theories were
continually evolving, as assumptions were revised, they are shown with
dashed boundaries.

The different heterodox schools of thought (represented here by four
examples) are shown by light solid lines, with a second line to capture par-
ticularity of meaning. The boundary is solid, implying only limited
differentiation from the closed-system approach of orthodox economics.
Indeed in the 1980s there was only limited awareness among heterodox
economists of the closed-system/open—system distinction. Further, schools
of thought were regarded (at least in principle) as reasonably well-defined.
The objections to such definition referred more to the fact that individuals
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did not necessarily fit these definitions than that schools of thought could
not be understood in terms of a well-defined ‘representative individual’.
Indeed, the schools illustrated here are shown as overlapping, to reflect the
cross-fertilization of ideas facilitated by individual economists whose
thought straddled different schools of thought (like Shackle, who was in the
interface between Post-Keynesian economics and Austrian economics).
Some overlap is also shown with orthodox economics (Hicks being an
example of an orthodox economist who nevertheless interacted with Post-
Keynesian economics). Again, however, no direct connection is shown
between Marxian economics and orthodox economics.! Within each school
of thought, a range of evolving theories is illustrated by dashed lines. But
the heterodox schools of thought do not have an axiomatic structure as is
shown for orthodox economics.

While we have seen that orthodox economists associated the 1980s with
excessive (and inappropriately ideological) criticism, some heterodox
economists (such as Fullbrook 2003) have associated it with insufficient
criticism. At the time, Kuhn’s framework had been seen as supportive of the
whole notion of a range of paradigms offered as alternatives to the domi-
nant, orthodox paradigm. But the suggestion now is that Kuhn’s frame-
work had been even more influential in protecting orthodox economics
from criticism. Just as orthodox principles had only limited purview as far
as heterodox economics was concerned, so the principles of heterodox eco-
nomics were seen only to apply to heterodox economics. This outcome was
reinforced by the emergence of postmodernism, and constructivism more
generally, which seemed to remove all grounds for criticism altogether. This
development was to change the way in which schools of thought were
understood.

2.4. ‘NEW’ VIEWS ON SCHOOLS OF THOUGHT
2.4.1. The Orthodox Economics Perspective

The view of schools of thought in orthodox economics is colored by the
growing theoretical plurality we noted in the introduction to this chapter.
The perception of increasing fragmentation in orthodox economics has
been welcomed (for example, by Pencavel 1991, Colander 2000 and
Goodwin 2000) as an opening-up of the discipline in contrast to the ideo-
logical divides of the previous decades. These different theoretical
approaches might be called schools of thought, but they were to be
differentiated from schools of thought defined by ideology; these new
differences were well within the boundaries of ‘economics-proper’.
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Economics is still seen as well-defined, and there is a consensus that this
definition is at the level of method. The same commentators have noted
that the increasing plurality of theories has arisen alongside an increasing
monism in terms of the method of mathematical formalism. Thus eco-
nomics is understood to be coterminous with orthodox economics. Since
heterodox economics shares the view that economics should not be defined
in this way, it is understood as ‘non-economics’. Thus, while debate
occurred between orthodox and heterodox economics in the 1980s (even if
it was frowned upon as being ideological), the connection is now broken.

Figure 2.3 illustrates this perspective. Economics as such is a well-defined
(closed) system, defined by method. Anything which does not conform
methodologically is treated as non-economics, illustrated by a separate
ellipse, with dotted boundary (since it is not well-defined other than in not
employing the approved ‘economic’ method). There is a reluctance to use
the term ‘heterodox’ (see for example Goodwin 2000), in that all economic
discourse is now perceived to occur within the ‘economics’ ellipse. What
would once have been heterodox is now seen as just part of the general
fragmentation — as long as it employs the appropriate methodology.
Anything else by definition falls outside economics. The different theories
within economics, as evolving entities, are shown by dashed boundaries.
Experimental economics is shown right at the boundary of economics to
illustrate its interdisciplinary nature. But experimental economics is defined
still in terms of method.

The different approaches within orthodox economics also are not seen as
well-defined because of the influence of constructivism, which has affected
orthodox economics as much as, if not more than, heterodox economics.
Weintraub’s (1999) account of twentieth-century economics is a good
example of constructivism at work. He shows how different histories may
be written from different perspectives; there is no longer any sense that it is
possible to identify a ‘true’ history. Similarly, there is no scope for writing
a ‘true’ account of modern economics.

2.4.2. The Heterodox Economics Perspective

2.4.2.1. Pure pluralism

Constructivism has had a more explicit role in the development of hetero-
dox thought. Indeed the launch pad for constructivism in the form of post-
modernism was a critique of positivist orthodox methodology. Kuhn’s
framework provided the basis for a critique of any attempt to establish
universal appraisal criteria as inevitably being paradigm-bound. But
postmodernists extended the critique to any attempt to establish even para-
digm-bound appraisal criteria, a position encapsulated in their embracing
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of the term ‘nihilism’ (see for example Amariglio and Ruccio 1995). There
is no role therefore for methodology as a prescriptive, rather than descrip-
tive exercise. Further, our understanding of the real world is subjective; it
is not even individualistic, since the self itself is fragmented (Amariglio
1988). There is therefore no scope for identifying paradigms defined by
shared understandings of the real world and shared methodologies.

This postmodern reluctance to think in terms of schools of thought, and
indeed of the ontologies and methodological principles which define them,
is shared by the rhetoric approach pioneered in modern economics by
McCloskey (1986, 1994). According to this form of constructivism, know-
ledge progresses by means of good conversation. Anything which is
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thought to impede conversation, like identification with one school of
thought or another, or discussion of methodological principles, is to be
avoided. McCloskey is not a heterodox economist, and indeed her work
arguably has had greater impact on the orthodox reluctance to address
methodological issues. Nevertheless she is often cited by heterodox econo-
mists (such as Garnett, forthcoming), particularly in support of pluralism
within heterodox economics.

While Garnett still sees a role for schools of thought in economics, others
who accept constructivist arguments do not. On the one hand, postmod-
ernists see heterodox economics as an open system with ill-defined bound-
aries, and including a range of approaches, each also having ill-defined
boundaries. Problems of meaning are seen as endemic, and contribute
significantly to the difficulties with defining boundaries. To define bound-
aries, that is, to define schools of thought, requires shared meaning and
shared methodological principles, which are ruled out by nihilism. This is
illustrated in Figure 2.4 by the dashed boundary for heterodox economics
and for the approaches within it. Orthodox economics remains well-defined
by its mathematical formalist methodology and the consequences for the
axiomatic structure, and content, of theory.

Somewhat curiously, the same diagrams may be used to represent criti-
cal realism, even though, far from de-emphasizing methodology, critical
realists focus on it. The constructivist argument is shared, that there is no
basis for demonstrable truth. Further, the difference between orthodox eco-
nomics and heterodox economics is that the former takes a closed-system
approach to knowledge while the latter takes an open-system approach.
Schools of thought are given a role in critical realism. But the emphasis is
on the overarching open system of heterodox economics, and thus the
shared basis for methodological principles. Schools of thought are
differentiated merely by their ‘ontological commitments’, by which is
meant their focus of attention within a shared ontology. The distinctions
between schools of thought are thus secondary to their shared philosoph-
ical principles, and may thus be shown as if they were simply different the-
ories within a single approach, as in Figure 2.4.

2.4.2.2. Structured pluralism

While we have been talking of the constructivist approach to schools of
thought as a ‘new’ view, it could be said in fact to be perpetuating the
old view of schools of thought as being rigidly defined, providing the
basis for destructive, rather than constructive debate. Or, as in Lawson’s
view, differences between heterodox schools of thought may be seen as
relatively insignificant, and thus the ‘old’ view of schools of thought was
overplayed.
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But, by considering further the concept of pluralism, we can see a con-
tinuing, constructive, role for schools of thought in heterodox economics.
The arguments for pluralism have been discussed ever since Caldwell
(1982) first proposed it as the way forward, beyond positivism. The
Salanti and Screpanti (1997) volume provides a good range of perspec-
tives, with the editors emphasizing both the ethical arguments for open-
ness to a range of approaches as well as the methodological arguments.
But there has been less discussion about what pluralism would actually
consist of, leaving the impression that what is intended is the pure plural-
ism discussed above. Caldwell has however always emphasized the role of
criticism (see for example Caldwell 1986), which suggests limits to pure
pluralism, or ‘anything goes’. The difficulty is the grounds on which crit-
icism is to be made.

An answer lies in the study of science, or indeed of a social system like
the economy. Pure pluralism is unworkable in practice. Unless there is
some shared understanding of reality, some shared meaning of terms, and
some shared view about the parameters for argument, then communica-
tion cannot take place. There would be no such thing as science. In prac-
tice, knowledge communities function by means of some sharing of
ontology, meaning and means of argument. There is no need for this
sharing to be perfect, and even less for it to be universal. (And we know
that there is no basis for any universal standard for knowledge.) What this
implies is, rather than pure pluralism, a structured pluralism; rather than
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an infinite range of approaches to knowledge, a discrete number of know-
ledge communities (or schools of thought). Further, given the need for
open systems of knowledge to address an open-system reality, this struc-
ture itself would be open (and thus provisional), with overlap between
communities, shifting meanings and methodologies as reality and ideas
evolve.

While it has been argued that, for functionality, such communities must
form for any shared knowledge to develop, we can see further that identi-
fying these communities can play a constructive part. Classifying econ-
omics as a set of communities according to ontology, meanings and
methodologies helps us to understand each other better, communicate
better (albeit imperfectly) and benefit from each other’s ideas, which can
then be adapted to different frameworks. Perhaps this argument is best put
by means of an anthropological analogy. When traveling to visit a new
country, we benefit most (and indeed behave ethically) if we attempt to
learn something of the local language and customs. Then we have a better
chance of understanding the people and circumstances we come across.
What we learn from the experience may not be exactly how matters
are understood within that country, but nevertheless can enhance our
own experience, just as our encounters may enhance the experience of those
we meet.

Figure 2.5 attempts to illustrate this view of identifying schools of
thought as a constructive measure, enabling rather than inhibiting the
building up of knowledge (however defined). Orthodox economics is still
shown as axiomatically structured, with a range of evolving theories. It is
defined by a thick line, representing a positivist methodology, with a second
line to indicate particularity of meaning. But these are both shown as
dashed, to capture the influence of constructivism in encouraging an avoid-
ance of being explicit about methodology, which introduces the possibility
of some openness. Mathematical formalism is still taken to define eco-
nomics, but without methodological justification, and with most decisions
(about which techniques to use, and how) being tacit.

Heterodox economics is defined in terms of a range of schools of
thought (illustrated here by four schools). Structured pluralism is shown by
double boundaries, which indicate that they are reasonably well-defined,
although these definitions are provisional and partial. The purpose of
defining the boundaries at a particular time is to aid communication; the
process of changing these definitions as thought evolves itself is aided by
having an initial set of definitions as a point of reference. Again there is
overlap between the different heterodox schools of thought, and between
some of these and orthodox economics.
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2.5. CONCLUSION

We have made the case here for schools of thought to make a constructive
contribution to the practice of economics, and to critical debate. The
(inevitable) failure of positivism has meant that a range of approaches can
be sustained, where none can be demonstrated to be superior to the others.
That range is limited by the practical requirement for knowledge to be
developed within knowledge communities of a minimum size. Seen in this
light, we can continue to move on from the old idea of schools of thought
as citadels to be defended at all costs, to a more helpful view of schools of
thought as an inevitable feature of the scientific landscape, that is, as a
means of organizing knowledge.

There remains however the strategic question. Knowledge communities
function in an environment where power can be exercised. Far from the
new fragmentation of orthodox economics opening up a new era of free
competition between ideas (as suggested by Pencavel 1991), we continue to
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experience the exercise of market power by the socially-dominant orthodoxy.
This power has now been given additional institutional form by such devel-
opments as the UK’s Research Assessment Exercise, which distorts research
programs and hiring decisions according to what is believed to be the likely
judgment of the panel of peers (see further Gillies 2006). In such an environ-
ment, would it be better to downplay divisions within heterodox economics?

Fragmentation as such need not be an issue, in that there is widespread
recognition that there has been increasing fragmentation within orthodox
economics, and this has been welcomed by many. Indeed heterodox econo-
mists are much better placed to handle fragmentation among schools of
thought, given the heightened awareness of methodological issues (relative to
orthodox economists). The case has been made that using schools of thought
as a means of classifying different approaches enables constructive criticism
and more effective cross-fertilization of ideas. It is, in contrast, unhelpful for
it to be used as an inhibitor of communication. This applies to communica-
tion across the heterodox-orthodox divide as much as to communication
across divides between heterodox schools of thought. The development of
more fora for communication among heterodox economists using different
approaches is thus most welcome, and there is no reason why that should not
be extended to cover orthodox economics were there to be more awareness
there of what is involved in communication across schools of thought.

There is indeed a case, consistent with structured pluralism applied to a
plurality of methodologies, for a methodology which is itself structured
and pluralist. Specifically this would involve a range of methods. This itself
can be applied to strategy for heterodox economics. As argued in more
detail elsewhere (Dow 2000), heterodox economics can be promoted in a
plurality of ways: developing theory within schools of thought, persuasion,
criticism and learning across heterodox schools of thought, and persua-
sion, criticism and learning with respect to orthodox economics. There is
no justification for a monist strategy, any more than a justification for a
monist methodology of economics.

The usefulness of the concept of schools of thought therefore rests on
how they are understood. As a set of defenses they can no longer be
justified. But as long as they are understood as an aid to learning and com-
munication, they have a constructive role to play in the development and
communication of heterodox economics in all its diversity.

NOTE

1. The precise details of these figures are of course highly contestable. The priority here is to
suggest a framework within which detail can be debated.
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3. Elements of a monetary theory of
production

Trevor Evans, Michael Heine and
Hansjorg Herr

3.1. INTRODUCTION

The current dominance of Neoclassical economics continues a tradition of
economic analysis characterized by an adulatory attitude to the market that
has held sway, almost uninterruptedly, for over 200 years. The idea of a self-
regulating market system, of which Adam Smith was one of the most
prominent early proponents, has been developed by more recent Neoclas-
sical writers using ever more sophisticated mathematical models, and these
are presented today as the last word in economic analysis.

The central concern of Neoclassical economics is the allocation of
resources. In this approach, money appears merely as a technical instru-
ment which enables economic processes to function with greater efficiency.
The specific forms of social mediation that bind capitalist market
economies together and which make it possible for them to function at all
are, however, entirely neglected. Neoclassical theory starts by assuming a
complete market system, and any notion of uncertainty is excluded by
including a set of futures markets which cover every conceivable contingent
eventuality that could arise for everything that is transacted. In this
approach, a central feature of the process is the hypothetical construct of
the Walrasian auctioneer, which ensures that a set of market-clearing prices
is established. However, such an auctioneer cannot be regarded simply as a
technical aid in constructing a model since it is, in effect, the mechanism
which constitutes the market system.

As Keynes noted in his preparatory drafts of the General Theory, the the-
oretical model employed by Neoclassical economics — which he character-
ized as a ‘cooperative economy’ — is quite different from the realities of a
modern ‘entrepreneurial economy’. It is not that the Neoclassical model is
different from reality, as is the case with any model, but that it systemati-
cally fails to include the central, defining feature of a capitalist economy,
namely the advance of money with the aim of making a profit. For this

47
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reason, Neoclassical economics is, in effect, concerned with analyzing a
dream world.

It is striking that the most sophisticated academic representatives of
Neoclassical theory, such as Bliss (1975) or Hahn (1981), repeatedly stress
the assumptions that underlie the Neoclassical model, and the limits of
applying it to the real world. But the economic experts at business-friendly
research institutes and the advisers to governments of virtually every polit-
ical hue appear to be completely unaware of such limits. On the basis of the
Neoclassical dream world, they call for economic policies (the deregulation
of markets, cutbacks in welfare provisions) and for individual behavior
(flexibility, more self-responsibility, that is, private provision) that are pre-
sented as the result of unavoidable economic necessities.

There has, of course, always been opposition to this approach. Perhaps
the most systematic criticisms of the Neoclassical approach are those that
have been based on the work of Marx and of Keynes. In the case of both,
however, the dominant interpretations of their work must be viewed with
caution. Thus Marx has frequently been presented as a left-wing represen-
tative of the Classical school, who adopted a non-monetary labor theory
of value, principally to explain the exploitation of the working class, and a
theory of crisis rooted in the questionable (and also non-monetary) law of
the tendency of the profit rate to fall. In a comparable way, Keynes’s analy-
sis was reduced to the simple IS-LM mechanism, and then, in Samuelson’s
‘Neoclassical Synthesis’, was reincorporated into Neoclassical theory as
describing a particular short-term special case — an interpretation which
Joan Robinson famously derided as ‘bastard Keynesianism’.

For both Marx and Keynes, the dominant interpretations of their work
have tended to reduce their analyses to particular cases of, respectively,
Classical and Neoclassical theory, and in this way, many of the more inno-
vative features of their thought have become lost. This is particularly true
of the importance that both writers gave to the role of money in a capital-
ist economy. In this chapter, we should like to draw on the ideas of the two
writers to suggest a basis for developing a minimum consensus for an alter-
native to the Neoclassical paradigm.

3.2. MONEY

Money is a social phenomenon which establishes the specific form of
coherence found in a capitalist market economy. This is a notion that is
quite missing from most standard Neoclassical approaches to the analysis
of money. These begin by positing an economy in which the direct exchange
of one commodity for another commodity is already widespread; they then



Elements of a monetary theory of production 49

provide some amusing illustration showing the problems faced, for
example, by a hungry tailor, who must first search for a baker who happens
to need a new jacket before he can satisfy his hunger (the so-called ‘double
coincidence of wants’); and money is then introduced as a technical
medium which can reduce the time involved in such a search procedure,
thereby facilitating a reduction in the costs of the exchange process.

Although it is not always made explicit, by introducing money in this
way, Neoclassical economics gives analytical priority to money’s function
as a medium of exchange. Furthermore, this approach is based on the
assumption that the introduction of money into a pre-existing exchange
economy does not involve any significant change in the basis on which the
economy functions. For this reason, money is often referred to as being like
a veil, in that it obscures what lies behind it, and Neoclassical economics
therefore believes that it is helpful to distinguish between a real and a mon-
etary sphere of the economy. According to this view the most important
economic processes occur in the real sphere, and this can be seen and under-
stood most clearly by constructing an analytical model in which money is
first left out of the picture. The idea that money does not affect the under-
lying logic of the economy is captured by the notion of the neutrality of
money. Some Neoclassical writers accept that money might have some
effect on the real economy in the short run, but all are agreed that, in the
long run, money is neutral.

A heterodox view of money has a quite different starting point.
According to this approach, there is a fundamental difference between a
society which engages in isolated acts of barter and one in which there is an
extensive production of commodities for exchange. In an economy where
commodities are produced for the purpose of exchange, the decision about
what to produce is based on an assessment of the value that the product
can realize when it is sold. This presupposes that the society in question has
developed some independent means by which the value of the commodity
can be expressed — namely money. Accordingly, money is not seen as a
something that can be added on to an existing exchange process to reduce
the costs of conducting transactions; it is rather viewed as an essential pre-
condition of widespread exchange. In contrast to the Neoclassical
approach, it is money’s function as a measure of value that is therefore
accorded analytical priority (Marx 1867, chapter 3; Keynes 1930,
chapter 1). Without a socially accepted means of expressing the value of
commodities, it is impossible to establish the proportion in which they
should be exchanged. More importantly, once exchange is viewed as a
means of obtaining money, it becomes clear that, far from being simply a
means of facilitating exchange, the pursuit of money itself becomes a key
motivation for economic activity.
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For the heterodox approach, the idea that it is helpful to distinguish a
real from a monetary sphere of the economy is therefore quite mistaken.
On the contrary, the notion of a real economy, devoid of money, will fail
to grasp the central, motivating dynamic of a capitalist economy, namely,
the advance of money with the aim of making more money. This is the basis
for Marx’s famous ‘general formula’ for capital, M — C — M’, where money
(M) is advanced to purchase commodities (C) which can then be sold for a
larger sum of money (M’). Keynes, although he generally disapproved of
Marx, quoted this formula approvingly in an early draft of the General
Theory, and insisted that a monetary economy functions quite differently
from what he referred to as a ‘real exchange economy’ in which money is
absent (Keynes 1933).

A key feature of a monetary economy is that the sale of one commodity
is not necessarily followed by the purchase of another. In a hypothetical
‘real exchange’ economy without money, the sale of one product necessar-
ily involves the simultaneous purchase of another product. However, in a
monetary economy, it is possible for some producers to sell a product for
money and then to hold on to the money, at least for a time. This, of course,
implies that some other producers will be unable to sell their products,
which may lead them to reduce their level of output and employment. For
Marx, the separation of a sale from a purchase in a monetary economy was
the basis for what he referred to as the possibility of crisis. He used this term
because, at the time when he was writing, a generalized inability to sell
goods occurred with a certain regularity, and this could set off a chain of
payment defaults that led to bank failures and a financial crisis (Marx 1867,
p. 209). For Keynes, the possibility that a sale might not be followed by a
purchase was the basis for his emphasis on the importance of uncertainty
in understanding how a capitalist economy functions (Keynes 1936,
chapter 12). Uncertainty permeates Keynes’s view of capitalism, affecting
wealth owners, banks, entrepreneurs and workers, and he believed that the
action these groups take to protect themselves from uncertainty can be a
major source of economic and financial instability.

The most unstable form of expenditure in product markets is that asso-
ciated with investment in fixed capital. Such investment invariably involves
a considerable risk, since it means taking a position in fixed assets which
cannot easily be reversed, except at a substantial loss. Yet firms must make
investment decisions on the basis of judgments about the future — in many
cases, several years hence — which are subject to considerable uncertainty.
The expected profitability of a project is subject, not only to the vagaries of
a particular product market, but —and often more so — to the overall macro-
economic situation. Furthermore, a firm must also take a view about the
future rate of interest on the capital market. Since neither the future
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profitability of a project nor the future rate of interest can be known with
any certainty, firms are required to make a leap of faith.

In practice, firms’ investment decisions are strongly influenced by the
overall business climate, and there is, as a result, a marked tendency for
investment to bunch. When overall investment is weak, firms will tend to
be cautious; when the outlook begins to improve, firms will tentatively
increase their investment; when output is rising strongly, investment can
boom, perhaps spurred on by rising asset prices in financial or property
markets. But declining profitability, rising interest rates, a reversal of asset
prices, or simply overcapacity can bring such a boom to an abrupt end and
precipitate a renewed downturn in investment. The instability of invest-
ment is the principal reason why economic development under capitalism
does not occur along a stable growth path, but is rather marked by recur-
rent cycles, in which periods of growth and rising prosperity are inter-
spersed with periods of recession.

The impact of uncertainty can also be a significant factor in determin-
ing the consumption spending of households. The most obvious example
of this is that workers who fear that their jobs might be at risk are less likely
to undertake discretionary purchases, especially of consumer durable
goods. Cuts in a country’s unemployment insurance benefits, as recently
introduced in Germany, can also increase workers’ sense of insecurity, and
encourage them to save a larger proportion of their income so as to provide
a greater shield against an uncertain future. Where asset prices have an
important influence on household consumption — as has been the case with
house prices in the US since the ‘dot.com’ boom ended — uncertainty as to
the future course of prices can also have an impact on the level of con-
sumption spending.

In addition to the effects of uncertainty in product markets, it also plays a
major role in determining the behavior of financial investors in asset markets.
Since the value of financial assets is highly dependent on expectations about
the future, they can be subject to large shifts in valuation. As financial
investors seek to second-guess the market, this can lead to huge shifts in the
holdings of different types of financial asset, as capital is moved back and
forth between shares, bonds and bank deposits, and between one currency
and another. Such shifts can have a significant impact on interest rates and
the availability of finance, and are a major source of financial instability.

3.3. CREDIT AND BANKING

Just as widespread exchange presupposes the existence of money, so a cap-
italist economy also presupposes the existence of credit. This is not just a
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practical matter of the day-to-day functioning of the economy — something
that any Neoclassical economist would agree with — enabling, for example,
the idle funds of one firm to be put to profitable use by another. Rather the
necessity of credit arises as a result of the specific expansionary dynamic of
a capitalist economy. A capitalist firm advances a certain amount of money
for fixed capital, raw materials and wage costs, and — supposing the process
is successful — it produces commodities which can be sold for the original
sum of money plus a profit. For the economy as a whole, the sale of the
finished products therefore requires more money than was initially
advanced, and this need for additional money is met through the creation
of credit.

As the profits (or at least a part of them) are reinvested to expand the
scale of production, so the economy grows, giving rise to the highly
dynamic character displayed by capitalism in certain phases. Credit is able
to supply a supremely flexible supply of money that can expand as neces-
sary in accordance with the rhythm of profits, investment and growth. In
this way, it avoids the limitations that would be faced by a purely com-
modity system of money.

The existence of credit in a capitalist economy has two important con-
sequences. The first concerns the rate of interest. A firm that employs credit
to finance part of its activities is subsequently required to pay one part of
the profit it generates with the borrowed funds in interest. As a result, the
rate of interest comes to play a key role in the economy since it sets the
minimum rate of return that a firm is normally required to achieve when it
invests. The second consequence is that, although credit is a necessary
feature of capitalism, it also introduces a significant source of instability
into the economy. Credit involves an advance against future expected rev-
enues but, as noted above, the future is uncertain. As with investment in
fixed capital, the expansion of credit is strongly cyclical, and as Minsky
(1986) has shown, is prone to serious overexpansion when a business
upturn is proceeding strongly. The danger is that the onset of a business
downturn can lead to payment difficulties, and set off a chain of defaults.
This can disrupt the complex web of obligations on which the credit system
rests and, because of the central role of money in a capitalist economy,
threaten to provoke a major economic crisis.

In response to the experience of financial crises during the nineteenth
and early twentieth century, which culminated in the 1929 crash, the mon-
etary system that has emerged as the most adequate in a modern capitalist
economy is based on a state-owned Central Bank, and a set of independent
commercial banks.

The Central Bank is responsible for issuing currency and it acts as banker
to the commercial banks. Commercial banks can obtain currency by
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making a withdrawal in cash from their account at the Central Bank. The
Central Bank provides loans to the commercial banks, predominantly in
the form of open market operations. Commercial banks can also borrow
additional funds from the Central Bank (typically overnight) on the secu-
rity of high-grade bonds, but at a slightly higher interest rate as a result of
the Central Bank’s function as ‘lender of last resort’. When the Central
Bank provides the commercial banks with loans, it creates deposits at the
Central Bank, and these deposits function as the commercial banks’
reserves. Because the Central Bank is the ultimate source of finance for the
commercial banks, the interest rate that the Central Bank sets for its loans
has a decisive influence on the interest rate that the commercial banks
charge for loans to their customers.

The defining feature of the commercial banks is that they accept deposits
from, and make loans to, firms and households. In a developed capitalist
economy, most payments are made by transferring deposits from one bank
account to another. Within this system, commercial banks play a key role
in determining the total volume of deposits. When a commercial bank
extends a loan to a customer, it credits his or her account with a deposit,
and this deposit can then be used to make a payment to another account.
In this way, commercial banks create deposits and thereby increase the total
volume of deposits in the commercial banking system.

Far from the passive role envisaged in simple analyses of the money mul-
tiplier, the commercial banks are actively involved on a day-to-day basis in
the dynamics of the money supply process. In the first place, it is the com-
mercial banks that have to make the decisions as to whether to extend credit
to particular customers. Banks make such a decision on the basis of the
information that is available to them but, as Joseph Stiglitz has stressed in
his writings on information asymmetry, the banks are always less fully
informed than a potential borrower, and this can give rise to the phenom-
ena of credit rationing (Stiglitz and Greenwald 2003). At the same time, the
commercial banks have to manage their overall assets, deciding whether to
grant further loans, or whether instead to increase their holdings of other
assets, such as bonds or short-term securities, that can easily be sold if the
bank itself is in need of liquid funds. This process is emphasized by Victoria
Chick, who refers to it in terms of banks’ liquidity preference (Chick and
Dow 2002).

The commercial banks are themselves usually motivated by profit maxi-
mization, and this can result in a pattern of extending loans that is strongly
pro-cyclical. There is a marked tendency for banks to increase the supply
of loans strongly in the expansionary phase of the business cycle, when
returns seem more assured, but to adopt a much more restrictive position
when the economy is facing a downturn — a time when many firms might
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be in urgent need of additional finance. In this way, the commercial banks
can contribute to exacerbating the uncertain, crisis prone nature of cap-
italist growth.

In many countries, the Central Bank requires the commercial banks to
maintain a minimum amount of reserves in relation to the size of their
deposits. Minimum reserve requirements were originally introduced in
order to ensure that commercial banks would always have sufficient funds
available to meet their customers’ withdrawals, but such a requirement is
not a necessary feature of the system. In some countries, such as Canada,
there are no longer minimum reserve requirements, and in those countries
that have reserve requirements, these are very low (3 per cent in the US;
2 per cent in the European Central Bank (ECB) zone). However, commer-
cial banks do need to keep some reserves at the Central Bank in order for
them to be able to clear payments from accounts at their own bank to
accounts at other commercial banks.

It is important to note that, where the Central Bank imposes a minimum
reserve requirement, commercial banks can always borrow additional
reserves through the ‘lender of last resort’ facility. Furthermore, if the
Central Bank does not provide the commercial banking system with
sufficient reserves, commercial banks will compete with each other in the
inter-bank money market for the reserves that are available, and this will
drive up the inter-bank interest rate which, in turn, will be reflected in the
rate of interest that banks charge their customers for loans. The US Federal
Reserve did introduce a policy which attempted to control the supply of
reserves to the commercial banking system in 1979, but this led to such
great interest-rate volatility that the experiment was effectively ended in
1982, and explicitly abandoned in 1984.

The reality of the modern banking system is sharply at odds with the
assumptions of the quantity theory of money. In the first place, the Central
Bank does not have direct control over the money supply. The volume of
deposits in the banking system will depend on the demand for credit by
firms and households, and the extent to which the banks are willing to meet
this demand. The Central Bank only has indirect control over the expan-
sion of bank deposits insofar as it can influence the demand for loans
through its ability to set short-term interest rates. If the Central Bank raises
interest rates, this can sometimes initially lead to an increase in the demand
for credit, since the working costs of firms are increased. However, there is
always some level of interest rates at which the demand for credit will col-
lapse, thereby leading to a recession. But the opposite is not always true. If
the Central Bank lowers interest rates, this will only lead to a monetary
expansion if firms or households respond by increasing their demand for
loans.
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A second problem with the quantity theory arises from making an ana-
lytical separation between a real and a monetary sphere of the economy. It
is assumed that, provided market forces are allowed to act, the real sphere
of the economy will operate at a level of output and employment that is at,
or close to full capacity. By contrast, the monetary sphere is viewed princi-
pally in terms of money’s function as a medium of exchange in product
markets. It follows that, if the economy is already working at close to full
capacity, a monetary expansion will raise aggregate demand and thereby
lead to an increase in the price level. If, however, the economy is working at
below full capacity — as has usually been the case under capitalism — an
expansion in the supply of credit can have a positive influence on output
and employment.

A third problem with the quantity theory arises from its tendency to
focus on product markets to the detriment of money’s important role in
asset markets, in particular, the markets for financial assets. There are two
aspects here. One is that, in a modern capitalist economy with a highly
developed financial system, money also plays a very important role as a
means of exchange in transactions involving bonds or other financial
assets. The scale of these transactions is very large, but also far more
volatile than is the case in product markets. This is because a change — or
even an expected change — in the price of bonds or shares can spark a large
shift in the composition of the assets held by financial investors, and lead
to a very marked increase in the scale of financial transactions. The second
aspect arises because money is not just a means of payment, but also a store
of value. This involves conceiving of money in terms of what Keynes
referred to as an asset, and what Marx termed capital. In both cases, money
is itself a form of holding wealth that can be more attractive than other
forms, particularly when other forms of holding wealth threaten a capital
loss. This too can lead to large shifts between the holding of financial secu-
rities and money, and between one currency and another. Both aspects
explain why the velocity of circulation of money is not constant, as
assumed by the quantity theory of money.

3.4. PRODUCTION AND EMPLOYMENT

The decision by a firm to advance money for investment is the decisive
factor in mobilizing the process of production, in creating employment and
in generating income. Income in turn provides the basis for consumer
demand, for paying taxes and for savings.

In the short term, output is determined by the expected aggregate demand.
In addition to spending on investment and consumption, aggregate demand
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isinfluenced by the state, directly through its expenditure on providing public
services and infrastructure, and indirectly through its policies on taxation
and social insurance contributions. There is also a further important indirect
effect on demand through the distribution of income, since a redistribution
of income in favor of lower-income groups tends to increase domestic
demand, as higher-income groups have a higher propensity to save. Finally,
overall demand is also influenced by the net demand for exports from abroad.
Saving raises the possibility of a deficiency in aggregate demand. The only
condition under which such a deficiency will not occur is if the amount that
is saved is compensated for by some other form of expenditure, such as
investment.

There are several important points that are raised by this approach. First,
it implies that the Neoclassical idea that saving must precede investment is
not true. In a capitalist economy, thanks to the banking system, production
can be financed by credit, and is not dependent on prior savings. Second, it
also challenges the theoretical claim, known as Say’s Law, that supply
creates its own demand. Since the value of an economy’s output corre-
sponds to the income it generates, it is true that, in principal, there is
sufficient income to provide a demand for the total output. But Say’s Law
is premised on the notion of a capital market in which the rate of interest
adjusts to ensure that investment and savings are brought into equilibrium.
In this way, income that is not spent on consumption will be spent on invest-
ment and demand will equal supply. This is, however, an invalid assump-
tion. In a monetary economy characterized by uncertainty, where the
banking system plays a key role in making decisions about whether to
advance credit, there is no automatic mechanism that brings planned
savings and investment into equilibrium.

For the heterodox approach, the relation between supply and demand
is exactly the opposite of that proposed by Say’s Law. Consequently,
an increase in demand will — assuming underutilized capacity — lead to an
increase in output and employment. The only exception is when an
economy is at, or close to, full capacity utilization, in which case an increase
in demand can lead to higher prices.

Once firms have decided to aim for a particular level of output, this will
determine their demand for workers in the labor market. If the working
time is given, the demand for labor will be determined by the planned level
of output, and the level of labor productivity. If planned production is des-
ignated with Y, the average productivity per worker with 7, and the number
of employed workers with &, then it follows that N = Y/w. Expressed in
terms of growth, it follows that N = Y — 4r . If the rate of economic growth
is higher (or lower) than the rate of growth of labor productivity, employ-
ment will rise (or fall).
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The relation between economic growth and employment is demonstrated
by the rise in unemployment in Western Europe since the 1970s. Although
the rate of productivity growth has in fact declined since then, the rate of
economic growth has remained even lower. If this trend continues, an
employment disaster will only be avoided if working time is reduced, or if
the rate of productivity growth is reduced.! This problem would become
even more acute if, for ecological reasons, a lower rate of economic growth
was aimed for.

According to the heterodox analysis, there is no market mechanism
which ensures that involuntary unemployment can be avoided. Whether a
given level of labor productivity and a given aggregate demand will result
in a level of output that provides employment for everyone seeking work is
an open question, both theoretically and practically. The history of
capitalism has shown this with unmistakable clarity.

This approach is very different from the Neoclassical analysis of the
labor market, in which a flexible real wage is able to ensure full employment.
In fact, in the heterodox approach, the labor market is not really a market
in the normal sense of the word, since the usual market relation between
prices and quantities is absent. In the case of the labor supply, the over-
whelming majority of workers do not have a choice about whether or not
to take a job. At the same time, the demand for labor is determined in a
hierarchical system, in which the financial markets stand over the product
market, and the product market stands over the labor market.

There are a number of ways in which the Neoclassical analysis can be crit-
icized. First, as Keynes pointed out (Keynes 1936, p. 11), wage negotiations
can only agree on nominal wages. The resulting real wage only becomes
clear once the price level is known. Real wages are, consequently, not the
outcome just of wage negotiations but also of processes involving the com-
plete market system. For this reason, even workers are not able to achieve a
reduction in the real wage, should they try to out of a misplaced sense of
responsibility for the labor market. This is shown by the case of Japan in the
second half of the 1990s, when reductions in nominal wages led to a decline,
not in the real wage, but in the price level. For this reason, it is a mistake for
workers to restrain their nominal wage demands during a recession.

This leads to a second problem. The Neoclassical analysis of the labor
market implies that changes in wages have no effect on prices, even though
they are undoubtedly a cost for the firm. It goes without saying that an
increase in the price of oil, or of sales taxes, or of any other costs that a firm
has to pay will be passed on in higher prices. Quite why this is not also the
case with wage costs is unclear. In practice, a close relation between changes
in unit labor costs and changes in the price level can be observed in the
developed capitalist countries (Heine et al. 2006).
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A third criticism of the Neoclassical approach to the labor market is its
widespread failure to account for the way that capitalism has actually devel-
oped historically. With the exception of quite specific instances, such as the
post-war ‘Golden Age’ in the advanced capitalist countries, unemployment
has been a persistent feature of all capitalist countries since the rise of
industrial capitalism in the 18th and 19th centuries. It is difficult to believe
that, whatever the political regime or the economic policy of the day, unem-
ployment is always explained by a labor market failure arising from an
incorrect real wage.

On the basis of these criticisms, the Neoclassical analysis of the labor
market, and the variations proposed by writers associated with the neo-
classical synthesis and, more recently, the so-called New Keynesian
approach, must be firmly rejected. The idea that employment policy should
focus on real wages carries the danger that it will lead, not to full employ-
ment, but rather to deflation.?

3.5. THE PRICE LEVEL AND THE DISTRIBUTION
OF INCOME

Following the tradition of Keynes (1930), Kalecki (1954) and Kaldor
(1960), in a developed capitalist economy with underutilized capacity the
price level is principally determined by costs and firms’ mark-up.

For the economy as a whole, wages are the most important component
of costs, since wage costs also influence the cost of intermediate products
and of fixed capital. In a closed economy, this leads to a close relation
between unit wage costs, unit costs and the price level. In the event that unit
wage costs rise, firms will usually attempt to maintain their mark-up by
raising prices. In the event of a decline in unit wage costs, prices might fall,
but this can be a more sluggish process, depending on the degree of com-
petition in product markets. For this reason, a productivity-oriented wage
policy is the most appropriate means of ensuring price stability. In practice,
this means that nominal wages should rise at a rate equal to the trend
growth rate of labor productivity plus the target rate of inflation.

The bargaining power of workers is linked to the level of unemployment.
As unemployment falls in the course of a business expansion, firms are only
able to attract additional staff if they offer better rates of pay. In such a situ-
ation, workers — or their union representatives — are in a stronger position
to push for higher nominal wage increases. If wages should increase by
more than that associated with a productivity-oriented wage policy, this
can lead to firms raising their prices. If workers should then increase their
wage demands to compensate, a wage—price spiral can be set in motion.
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In addition to wages, the other basic cost that faces firms in the devel-
oped capitalist countries is that of imported raw materials. These are pro-
duced predominantly in developing countries, and the developed countries
have benefited greatly from relatively depressed prices for many primary
products for much of the last twenty or so years — something that is closely
linked to the policy of expanding raw-material exports that developing
countries have been obliged to follow in order to qualify for loans from
the World Bank and other international organizations. When primary
commodity prices do rise, firms invariably pass this increase on by raising
their prices.

There are two other factors that affect costs which can be mentioned
here. One concerns sales taxes, any increase in which is virtually always
passed on in increased prices. The other is the exchange rate, which affects
the cost of imported products, and is particularly serious for small coun-
tries and for developing countries, which generally have a relatively high
import quota. A depreciation of the currency, by making imports more
expensive, tends to reduce the real wage. If workers manage to compensate
for this by achieving higher nominal wages, and firms attempt to protect
their mark-up by raising prices, it will lead to higher inflation, which in turn
can promote a further depreciation of the currency.

The extent to which increases in costs result in increased prices depends
on the mark-up, and the ability of firms to maintain their mark-up. Various
factors enter into the determination of the mark-up:

e Firms strive to achieve a rate of profit that is not less than the rate
of interest.

e Firms will normally only invest in a project if they expect to achieve
a premium above the rate of interest to compensate for the risk
involved in conducting their business.

® The size of the mark-up is influenced by the market structure, with
higher mark-ups in markets characterized by a high degree of oli-
gopoly or monopoly. In such markets, leading firms can benefit from
additional profits through strategies of product differentiation and
through bringing innovative products to the market before other
firms.

e The ability of firms to raise prices is influenced by the extent of inter-
national competition in product markets.

e A shift in institutional power within capitalism can lead to a change
in the mark-up. An example of this is the way that institutional
investors have strengthened their position in the last two decades,
effectively pressuring firms to increase their profitability so that the
benefits could be distributed to share holders.
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The ability of firms to pass on increased costs is also influenced by the
degree of capacity utilization. If demand in product markets is strong, and
capacity utilization is high, firms are more able to pass on any increase in
costs and, indeed, to raise prices by more than the increase in costs, thereby
obtaining windfall profits. On the other hand, if demand is relatively weak,
and capacity utilization is low, then firms might not be able to pass on
increases in costs, and they will be obliged to accept a lower mark-up.

From the analysis presented here, it follows that the distribution of
income cannot be explained in terms of the marginal product of labor, or
of some fictitious bargaining over the real wage. Rather, it is the result of a
complex process which cannot be analyzed without also taking account of
the price level. If firms were always able to maintain their mark-up, wage
bargaining would have a relatively limited impact on the distribution of
income. However, in a dynamic world, where wages and prices are chang-
ing at rates which are at least slightly different, and where such changes do
not occur with quite the same tempo, then the outcome can lead to changes
in the distribution of income. In recent years, this has led to a notable
increase in the share of income accruing to profits in many developed coun-
tries. Under different conditions, it is possible that the share of income
accruing to workers might increase. But in a capitalist economy there is a
crucial asymmetry. If workers should increase their share of income
beyond a certain point, firms will cease to invest and, as unemployment
rises, workers tend to retreat from their wage demands and to focus on
defending their jobs.

3.6. TREND AND CYCLE

In a capitalist economy, there is no underlying, long-term growth path
around which actual growth fluctuates in the short term, as a Neoclassical
notion of the production function would hold. Rather, it is the pattern of
short-term business cycles that determines the way the economy grows in
the long term. There is, consequently, also no potential output — even
viewed as a long-term tendency — that sets a physical limit to growth. On
the contrary, the more that is invested, the more the economy will grow.
Consequently, the productive potential of an economy is not something
that is given, but is instead the result of the investment process. But invest-
ment, as already noted, is subject to marked fluctuations, and so any notion
of a stable long-term growth path of the economy’s productive potential is
quite mistaken.

Attempts to measure an economy’s productive potential faces various
difficulties. There is, in the first place, a methodological problem, since
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heterogeneous fixed capital can only be aggregated in monetary units. In
this case, however, the value of the capital stock — and hence of the pro-
ductive potential — would vary with changes in the interest rate and the dis-
tribution of income (Sraffa 1960). Partly for this reason, the productive
potential is usually measured by simply extrapolating past growth into the
future. But this also presents problems. Previous growth was the outcome
of the economic policies adopted in the past, as well as a host of one-off
factors. In the future, it is possible to adopt different policies that could
enable the economy to grow more rapidly. If monetary policy, for instance,
is guided by some pre-given notion of an economy’s productive potential,
then growth might be unnecessarily constrained, and the result would
appear to confirm the initial assumption of the economy’s potential!

This points to the necessity for an active economic policy that adopts a
discretionary approach to actual historical developments. Joan Robinson
made this point clearly:

Keynes was very interested only in very short-period questions (he used to say
‘The long period is a subject for undergraduates’) and so for him the distinction
between making comparisons of the structure of different positions and tracing
the consequences of change was perhaps not so very important . . . But when it
comes to long-run questions the distinction is indispensable, and those who
learnt to float in the smooth waters of equilibrium find the requirements of his-
torical analysis very uncomfortable. We are still slipping and floundering about
like ducks who have alighted on a pond and found it frozen over. (Robinson
1962, p. 75)

What is necessary is an economic policy that pays attention to the short-
and medium-term stabilization of the economy, rather than simply trust-
ing in the self-regulating capacity of markets.

3.7. THE LIMITS OF ECONOMIC POLICY

Debates about economic policy are generally characterized by two opposing
positions. One of these is the Neoclassical position, which stresses the inher-
ent stability of markets, and for which the best economic policy involves
leaving as much as possible to the market, with as little intervention as pos-
sible. Since this leaves a relatively limited role for the state, taxation and
public borrowing should remain low. According to this approach, the
efficiency of the market system will, provided markets are sufficiently flexible,
of itself ensure full employment and the optimal allocation of resources.

In opposition to this is the standard Keynesian position which held sway
after the Second World War, some features of which have been taken up
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more recently by what are known as New Keynesians.> This type of
approach emphasizes market imperfections (in particular in financial and
labor markets), and therefore supports state intervention in the economy.
Low interest rates and credit-financed public investments during a reces-
sion are supposed to lead to an economic upturn so that, as tax payments
rise in the subsequent expansion, the state can pay back its loans.
According to this view, state intervention to stabilize the inherently unsta-
ble economy is not only necessary, but also promises success. Full employ-
ment and a high rate of return for capital are not seen as mutually exclusive
and, if the public investment which is used to stabilize the economy is
deployed in the right branches, it is thought that a high level of technical
and social development can be promoted.

What both approaches have in common is the idea that, if only the right
economic policy is employed, it is possible to achieve a healthy economy
without unemployment in which both capitalists and their employees can
be satisfied. The approach proposed by the pro-marketeers fails to achieve
its goal because markets only function smoothly in a model based on very
restrictive assumptions (perfect competition, complete information, exis-
tence of a complete set of contingent markets, an auctioneer and so on),
which bears little relation to the reality of a capitalist economy. Although
the standard Keynesian approach initially appears to be somewhat closer
to the reality of capitalism, it too faces serious limits. Whether, and to what
extent, low interest rates and public investment will be effective depends on
a host of factors, including the degree of capacity utilization, the legacy of
inflation, consumer behavior and, perhaps most importantly, the extent to
which the economy is internationally integrated, which has major implica-
tions for trade, investment and the exchange rate. Expansionary policies,
therefore, do not offer a guaranteed recipe for success.

Furthermore, even if full employment, price stability and high pro-
fitability were (somewhat exceptionally) to be achieved, this would not be
sustainable. Full employment, or at least strongly rising employment, is
usually accompanied by rising nominal wages, either because unions take
advantage of their stronger bargaining position, or because employers have
to compete for increasingly scarce workers. Rising nominal wages can have
a number of consequences. If firms are able to pass on the increased wage
costs by raising prices, it can lead to a wage-price spiral to which the central
bank will at some point react by raising interest rates in order to defend the
value of the currency. This can lead to a recession that will successfully
reduce inflation, but at the cost of higher unemployment. If firms cannot
pass on the cost of higher wages, then profitability will decline. Then firms
are likely either to seek for other investment possibilities, in which case
economic growth and employment will be reduced, or to increase their
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investment in fixed capital so as to replace workers, which will also reduce
employment.

There is also another major factor that both Neoclassical and standard
Keynesian analyses have in common: both fail to take account of the fun-
damental differences of interest that exist in a capitalist economy. Workers
have a direct interest in full employment. This improves their collective bar-
gaining position (both as regards wages and working conditions) as well as
the opportunities faced by each individual worker. Capitalists, on the other
hand, do not share this interest in full employment. On the contrary, a
certain level of unemployment not only dampens the collective bargaining
power of the employed; it also serves to exert greater discipline over each
individual employee. Since the threat of unemployment is usually enough
to persuade workers to make concessions, and since this appears to be the
result of objective economic conditions, it is a much more effective form of
pressure than even the most favorable laws. The much-loved public appeals
for a joint approach to fighting unemployment are therefore misguided.

The owners of financial assets are interested, above all, in maintaining
the value of money (that is, low inflation) and a high return on their assets.
For low inflation, however, it is not full employment, but a certain degree
of unemployment that is most effective, as noted above. And high returns
on financial assets must be earned somewhere. This means that —apart from
short-term speculative gains — they can only be paid if the rate of profit
is high.

Industrial and commercial capitalists also have an interest in a high rate
of profit, rather than full employment. From the perspective of an individ-
ual firm, a high rate of profit is more likely if wages are as low as possible
and workers have minimal legal protection, and if taxes and social security
contributions are kept down. Of course, aggregate demand will suffer if
wages and public spending are depressed. But, for an individual firm, poli-
cies that are motivated by a concern for the overall economy are not very
rational. By contrast, an increase in costs (through higher wages, or taxes)
raises the prospect of very unwelcome effects.

An adequate rate of profit is, however, not just in the interest of the
employers’ side; in a capitalist economy, it is a structural necessity that is
also apparent to workers. It is only if expected profitability is sufficiently
high that firms will invest, that jobs will be created and, in the end, that
wages will be increased. While the interest in full employment is limited to
the workers’ side, strong profitability is a general social interest — so long as
we are concerned with a capitalist society.

The structural necessity for profits is also something that affects the
policies pursued by the state. Because a high tax take and low social spend-
ing are only certain during the expansionary phase of the business cycle,
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economic policy — especially in a recession — tends to concentrate on mea-
sures that can produce a quick improvement in profitability, such as a
reduction in the taxation or social security contributions levied on capital-
ists, or a weakening of employment protection legislation. If this is com-
bined with an obsession with balancing the budget, then lower taxes implies
cuts in public spending, which usually leads to reductions in public-sector
spending on wages and in social benefits. An improvement in the position
of employees, by contrast, is only likely when there is a relatively protracted
period of strong growth.

The challenge facing a progressive economic policy is to develop propos-
als that reduce the financial instability of a capitalist economy; that con-
tribute to improving employment opportunities, working conditions and
the distribution of income; and that will point forward towards an economy
which is not driven primarily by the incessant search for ways of increasing
the profits of a minority of capitalist wealth owners at the expense of the
working and living conditions of the great majority of the population.

NOTES

1. Neo-liberal policies strive to lower the rate of growth of productivity by creating low-wage
sectors of employment that can meet the rising demand for personal services, such as
household help. The development of labor-intensive, but well-paid jobs in the service
sector could create employment in various branches of the service sector without resort-
ing to low-paid jobs.

2. For the classic statement of the dangers of deflation, see Fisher (1933).

3. Incontrast to Keynes and the standard Keynesians, new Keynesians support the view that
macroeconomic analysis should be founded on Neoclassical microeconomic analysis.
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4. The monetary circuit approach:
a stock-flow consistent model*

Jean-Vincent Accoce and Tarik Mouakil

The aim of this chapter is to present the stock-flow consistent approach
(SFC) developed by Lavoie and Godley (2001-2002) and to show that, in
accordance with Lavoie’s assertion, this method makes it possible to model
and to understand better the so-called Circuit theory.! The first section pre-
sents the main principles of the Circuit school and some of the criticisms
related to this approach: lack of formalism, omission of stocks and only
basic analysis of the banking system. The second section proposes a model
that tries to represent the Circuit theory and to remedy some of its
deficiencies. We use this macroeconomic model in order to study the
effectiveness of various policies.

4.1. A CIRCUIT SCHOOL PRESENTATION AND
CRITICISMS

The basis of the monetary circuit of production is directly inspired from
Books 1 and 2 of John Maynard Keynes’s General Theory of Employment,
Money and Interest, published in 1936. In this work, considered as the core
of the Keynesian revolution, the author from Cambridge gives money a key
role in economic system regulation. So do the Circuitists. In opposition to
the Neoclassicists or the Neo-Keynesians, they reject the idea of an economy
based on exchange. They analyze the economy as a monetary economy of
production and thus they can be seen as real heirs of the Keynesian theory.

Today, economists and politicians pay little attention to Circuitist analy-
sis. This lack of interest can be explained by the limitations inherent to
circuitist analysis. According to Lavoie (1987), the main limitation of this
current, which can explain why it collapsed in the early 1990s, is the extreme
heterogeneity of Circuitist developments. The Circuitists never managed to
agree upon fundamental hypotheses and did not build a real school. Then,
even if the Circuitist point of view is very close to John Maynard Keynes’s
theory, this current failed to gather all Keynesians.

66
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First, we will focus on the shared propositions of the Circuitists. Then
we will deal with the limitations or the unanswered questions of this
school.

4.1.1 Circuitist Propositions: A Monetary Economy of Production

As Lavoie (1987) argued, the ‘Circuitist School” does not really exist. The
Circuitists mainly agree upon the importance of money in the economy.
They never managed to find common fundamental hypotheses, never found
a leader and never induced dissidence. Why do we call them ‘Circuitists’, if
they have not managed to form a joint school versus the Neo-Keynesian
school and sometimes do not even consider themselves Circuitists?

As we said, these authors reject the idea of an economy ruled by
exchange. In the mainstream conception, the only function of money is to
allow for exchange. Dostaler (2005, p. 309) insisted that Keynes rightly
remarked that money is not only a ‘pivot’ as the Classicists and the
Neoclassicists think (Keynes 1933, pp. 408-9). In his eyes, money has three
functions:

e It helps economic actors to exchange.
e Itis a transaction unit.
e Itis a store of value.

This last function, ignored by Classicists, is perfectly integrated by Keynes
in his theory. According to him, money is the link between present and
future. Anyone has the choice to spend his money now or to save it in order
to spend it later. The Circuitists emphasize this Keynesian vision of money
in their developments. They give money a key role in the economic system.
As Parguez shows in his work, if we integrate money into the analysis, we
must reject the equilibrium analysis and use a monetary circuit (Parguez
and Seccarecia 2000, Parguez and Ducros 1975). Even if the Circuitists do
not represent a proper school, they do agree about a number of proposi-
tions. We can list two shared ones: endogenous money and priority of
macroeconomic laws.

Endogenous money and the finance motive
Endogeneity of money is linked to production needs. As Rochon and Rossi
(2004, p. 144) said:

In a monetary economy of production, credit is needed to enable firms to con-
tinue and expand production. There is a definitive link between bank credit and
economic growth.
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Actually, the Circuitists give a key role to credit and therefore to the finance
function in the economy. This function is essential to production. The
Circuitists are convinced that finance appears twice in the monetary circuit:
before the production process and during the production process (in the
circuit).

Before they start producing, entrepreneurs need to borrow money from
banks. This is what Graziani (1990) calls initial finance. This step is funda-
mental in Circuitist analysis because it is the first monetary flow that
appears in the circuit. In the Circuitists’ conceptions, money is created to
answer entrepreneurs’ anticipations. During the production process entre-
preneurs recover part of the income generated by production (investment,
consumption, saving). This is final finance (Graziani 1990). At this stage,
entrepreneurs can pay back their loans.

The endogenous character of money appears at the first step of the
circuit. Actually, money creation does not depend on a money supply func-
tion but on firms’ needs and entrepreneurs’ anticipations of sales.

Using a monetary circuit involves a hierarchy between macroeconomic
agents and a temporal perspective. In its first phase, money creation and all
activities are linked to this creation. Step by step, after money creation,
economic activity appears in the circuit and makes possible relationships
between macroeconomic agents. This idea is shared by all the circuitists and
probably represents the originality of their developments.

Macroeconomic laws
Poulon (1982) argues that the microeconomic method of integrating
money is wrong. In his view, we cannot consider money in the economy in
the light of a money supply function. This method would be right if money
were — as the classicists think — a simple good which enables exchange. But
money has a store of value function which can only be considered in a
macroeconomic view. Money is a macroeconomic phenomenon so that the
integration of money into the analysis cannot take place with a microeco-
nomic method. According to the Circuitists, the correct macroeconomic
method to integrate money in the economy is to consider money creation.
The consequences of using this method are important because Circuitist
analyses show that the structural relationships that exist between macro-
economic agents are totally independent from rational microeconomic
behavior. The most important one is the reversal of the traditional causal-
ity between saving and investment. From a microeconomic point of view,
investment is dependent on saving. Poulon (2000) underlines that this
causality vanishes when we use a macroeconomic method. This macroeco-
nomic law, supposed to be the core of the Keynesian revolution, can be per-
fectly understood using the monetary circuit of production.
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4.1.2 Limitations of Circuitist Developments

Basically, we can point out three limitations of the Circuitist approach: lack
of formalism, only a basic analysis of the banking system and omission of
stocks.

Lack of formalism

One problem of Circuitist developments is that there is almost no formal-
ization of the monetary circuit approach. In the second section of this
chapter we propose a model that tries to represent the circuit theory on the
basis of the framework proposed by Poulon (1982). Using Books land 2 of
Keynes’s General Theory, Poulon reduces the economy to three basic func-
tions: finance, production and consumption. The economy is regulated by
these three functions and relationships between them are established
through monetary flows.

Functions
e Banks: finance.
e Firms: production.
e Houscholds: consumption.

Flows
e AF: initial finance.
e U: user cost.
e [: firms’ net investment.
® Y: household income. We suppose that household income is com-
posed of wages and shared profit: Y= W+ Pd.
C: household consumption.
e S: household saving.

We can follow a representative monetary unit along the circuit in
Figure 4.1. This unit is created by banks (AF). Once in the production pole
it is split into two. The first is a monetary flow oriented to firms themselves.
In order to produce, firms need to invest in equipment goods (/), raw mate-
rial (CI) and in maintenance of their own equipment (CCF). Poulon sup-
poses that these last two costs represent the Keynesian User Cost (U),
described in Chapter 6 of the General Theory. The second monetary flow
goes to the consumption pole. As described in this circuit, only households
consume, and they get their income from firms. We suppose that house-
holds’ income is composed of wages (W) and firms’ shared profit (Pd).
Households consume a part of it (C) and save the rest (S). As we can see,
the circuit is closed with this last monetary flow.
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Figure 4.1 Poulon’s framework

Poulon’s (2000, p. 61) framework expresses rigorously the two shared
propositions of circuitists. However, this model is not accepted by all the
circuitists. Some feel that this framework is already an extrapolation.

Basic analysis of the banking system

A problem of the framework proposed by Poulon is that it practically ignores
the role of the central bank. In fact, the central bank is represented in the
finance pole (pole B in the previous circuit), but this is not very explicit.
Poulon and Marchal (1987) propose a more complex framework that tries to
explain the links between the deposit banks (DB) and the Central Bank (CB).

New flows induced by the central bank
o AA: Central Bank advances.
e AH,;: DB reserves placed at the Central Bank.
o AH,;: Households’ cash holdings in circulation.
e AD: Households’ bank deposits.

In this new circuit the government function (Gvt) is also considered.

Flows induced by the government
® G: Public expenditures.
e T:taxes paid both by firms (7 f) and households (77).
e AB: Public deficit financed by Treasury bills.
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W+ Pd

U+1

Figure 4.2 Circuit with Central Bank

In the second section of this chapter we will use this framework linking the
circuit theory to the post-Keynesian analysis of endogenous money (the
so-called horizontalist approach). Another way to introduce a Central
Bank in Circuit theory has been proposed by Rochon and Rossi (2004).
They note that the existence of multiple banks raises the possibility that a
bank may be indebted to another one as a result of the great number of
incoming and outgoing payments initiated by the non-bank sector. They
also argue that:
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inflows or outflows implied by the monetary transactions require that the
banking system be complemented by a settlement institution that provides
lender-of-last-resort facilities for the bilateral debt-credit relationships born in
the interbank market to be settled (Rochon and Rossi 2004, p. 146).

Rochon and Rossi built a circuit which emphasizes the relationships
between two banks and a Central Bank. They admit that if the two banks
were one and the same bank, the result of the transaction between their
respective clients would be simpler and correspond to the case traditionally
considered by the theory of the Monetary Circuit (described in our previ-
ous circuit).

Their contribution helps Circuit theory to fill an important void because
they give to the Central Bank a key role in the economy. They underline
that the Central Bank is not only a lender of last resort acting in times of
crisis, but that it is ‘at the heart of the stability of the financial system on a
daily basis’ (Rochon and Rossi 2004, p. 150).

Omission of stocks

In Circuitist writers’ views, hoarding is considered as a part of the saving
flow. Actually they consider liquidity preference as a propensity applied to
the saving flow. Van de Velde (2005) argued that this point of view is wrong.
According to him, liquidity preference is a function which links the inter-
est rate to stocks of money people want to hold.

The last remark sheds some light on the more important limitation of
monetary circuit analyses: the absence of stocks. As we know, the monet-
ary circuit is only composed of flows; stocks are never taken into account.
So a part of the information relating to liquidity preference may be missing.
Therefore, the circuit theory fails to present properly the Keynesian inter-
est rate theory. The model proposed in the next section tries to incorporate
stocks in a circuit analysis framework and to fill that void.

4.2. THE STOCK-FLOW CONSISTENT (SFC) MODEL

Building an SFC model requires two steps: writing the matrices and defining
each unknown with an equation (accounting identity or behavioral equation).

4.2.1 Matrices
We discuss a closed economy without inflation which is essentially the same

as the one proposed by Lavoie and Godley (2001-2). Firms issue equities
and borrow money from banks to finance investment, but they neither hold
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money balances nor issue bonds. They have excess capacity but no inven-
tories. Firms use two factors for producing goods (fixed capital and labor),
but we deal with a vertically-integrated sector and hence ignore all inter-
mediate goods. Banks have no operating costs and they do not make loans
to households. Banks have zero net worth, but contrary to Lavoie and
Godley, the rate of interest on money deposits is different from the rate of
interest on loans. We postulate that any profits realized by private banks are
immediately transferred to households.

The main improvement to Lavoie and Godley’s growth model is the
introduction of a government and a Central Bank.2 In the same way as
private banks, the Central Bank has neither operating costs nor net worth
(the Central Bank pays back all its profits to the government). The govern-
ment collects taxes from firms and households (but not from private banks)
and finances its deficit by issuing treasury bills. Government expenditures
are only for final consumption goods: there are neither operating costs (like
wages for state employees) nor transfers between households.

Godley’s accounting method is based on two tables: a balance sheet
matrix and a transactions matrix. Table 4.1 gives the transactions matrix
that describes monetary flows between the five sectors of the economy.
Every row represents a monetary transaction and every column corres-
ponds to a sector account which is divided, except in the basic case of the
government, into a current and a capital account. Sources of funds appear
with plus signs and uses of funds with negative signs. So every row must
sum to zero; each transaction always corresponds simultaneously to a
source and a use of funds. The sum of each column must also be zero since
each account (or sub-account) is balanced.

Table 4.2 gives the balance sheet matrix of our postulated economy.
Symbols with plus describe assets and negative signs indicate liabilities. The
sum of every row is again zero except in the case of accumulated capital in
the industrial sector. The last row presents the net wealth of each sector and
permits each column to sum to zero.

In our model we must use the accounting identities resulting from the
fact that each row and each column sum to zero. A feature of SFC models
is that if there are M columns and N non-ordinary rows in the transactions
matrix, then there are only (M + N — 1) independent accounting identities
in the model. Because of this principle, similar to Walras’ Law, one
accounting identity must be kept out.

4.2.2 Equations

Now we have to define every variable relating to the five sectors of the
economy using an accounting identity or a behavioral equation.
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Table 4.2 Balance sheet matrix

Government Firms Households Private Central 3

Banks Bank

Capital +K +K
HPM +H, +H, 0
T. bills —-B +B, +B, +B, 0
Equities —ep, +ep, 0
Bank deposits +D -D 0
Loans —-L +L 0
CB advances —A +A4 0
Net wealth +B - Vf -V, 0 0 -K
3 0 0 0 0 0 0
Government

We assume that public expenditures G are growing at the same rate gr, as
national income Y:

G=G,1(1+gry,l) 4.1
gr,=AY/Y_, (4.2)
Y=C+I+G 4.3)

When we solve the model using a computer, this assumption makes it easier
to find a steady state, although we think that it would have been better to
model the growth rate of public expenditure as an exogenous parameter.

In this model, the government collects taxes from firms 7 and house-
holds 7;:

T=T,+T, (4.4)

where taxes on firms are composed of indirect taxes on sales Y and direct
taxes on profits:3

T,=T,+T, (4.5)
T,=mY (4.6)
T,=m,P_, (4.7)

and households pay direct taxes on wages and wealth:
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Th = Tw + Tv (48)
T,=t7,W_, 4.9)
T,=7V, . (4.10)

with 7;: constants.

The government finances any deficit issuing bills, so that the supply of
bills B in the economy is identical to the stock of government debt. In other
words, government debt is given by the pre-existing stock of debt plus its
current deficit DG:

B=B_,+DG @.11)
DG=G+r, B_,—~T—-P, 4.12)

Firms

The investment function is the most important one in a growth model. In
their paper, Lavoie and Godley (2001-2) use the Post-Keynesian investment
function tested empirically by Ndikumana (1999). In the Ndikumana model
there are four variables that explain the rate of accumulation gr,: the ratio of
cash flow to capital r,,, the ratio of interest payments to capital (r, L)/K,
Tobin’s g ratio and the rate of growth of sales. Lavoie and Godley use the first
three of these and replace the fourth by the rate of capacity utilization u:

I=grK_, (4.13)
K=K_|+1 (4.14)
& =Yot Vil — Yol tYag o T vguy @.15)

with vy;: constant.
In order to make this function compatible with the Circuit theory, we have
decided to suppress the constant -y, and Tobin’s ¢ and to replace the rate of
cash flow r by its expected value r ¢ Therefore equation (4.15) is replaced
by equation (4.15a): ‘

grkz\(lrjff—'yzr,,llf1 +ysu_ (4.15a)

with v,: constant.

According to the Post-Keynesian theory, it is the expected rate of cash
flow r & which enters into the investment decision. As it is impossible to
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measure empirically these expectations, Ndikumana’s function only con-
tains the rate of cash flow of the previous period while the residue v, is
understood as the ‘animal spirits’ of the entrepreneurs, including expecta-
tions. However, there is no place for such a residue in a theoretical model.
We must have an investment function that contains the expectations expli-
citly although we know that the question of modeling them has still not
been answered satisfactorily. Even if it does not make the slightest
difference with Lavoie and Godley’s formulation, it is better to introduce
an expected rate of cash flow defined by a basic mechanism. In this model,
the expected value of any variable for the current period (represented with
the superscript a) depends on its value from the previous period plus an
error correction mechanism where 8 represents the speed of adjustment in
expectations:*

Fep= Tep—1 001y —1G1) (4.16)
with 6/-: constant

where the rate of cash flow is the ratio of retained earnings to capital:

ry=PYK_, (4.17)

As for Tobin’s g-ratio, it would be hard to justify its utilization from a
Circuitist point of view. Lavoie and Godley themselves recognize that

Tobin’s ¢ ratio is not usually incorporated into heterodox growth models with
financial variables. . . . Kaldor himself did not believe that such a ratio would
have much effect on investment. (Lavoie and Godley 2001-2, pp. 286-7)

Due to the presence of Tobin’s ¢, Lavoie and Godley’s model could gener-
ate non-intuitive results in what they call a puzzling regime.

On the other hand, we have retained the negative impact of interest pay-
ments on investment and Lavoie and Godley’s change concerning the
replacement of the growth rate of sales by the utilization rate. The negative
impact of firms’ interest payments on investment reflects credit constraints
by banks that appear at the beginning of the monetary circuit:

Credit constraints thus appear at the stage of initial finance [as in equation
(4.16)], not at the stage of final finance [as in equation (4.48)]. (Lavoie 2001,

p. 14)

In equation (4.16) the leverage ratio / is the debt-to-capital ratio of the
firms:
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I=LIK (4.18)

The adoption of Lavoie and Godley’s investment function may seem strange
considering that the Circuitists mention the impact of the growth rate on
investment (through the traditional accelerator effect), but never analyze the
impact of the utilization rate. However, this change is the consequence of
reintroducing stocks into the analysis. As they do not pay attention to the
stock of capital, the Circuitists do not use any rate of capacity utilization.
Contrary to that, in a Kaleckian model, an increase in demand will generate
an increase of production and of the utilization rate. This rise leads the entre-
preneurs to accelerate accumulation. Thus, any rise in effective demand will
induce an increase in the growth rate of the economy. This is a variant of the
traditional accelerator effect. The rate of capacity utilization is defined as the
ratio of output to full capacity output Y

u=YY, (4.19)
where the capital-to-full capacity ratio o is defined as a constant:
Y,=K_/o (4.20)
with g constant.

Wages can be decomposed into a unit wage w and the level of employment N:
W=w-N (4.2)
where employment is determined by sales given productivity w.>
N=Ylu (4.b)
with p: constant.

Following Lavoie and Godley, it is assumed, as is usual in Post-Keynesian
models, that prices are set as a mark-up p on unit direct cost UDC:

p=(1+p)UDC (4.0
with p: constant,

where unit direct costs is the ratio of direct costs (that consist entirely of
wages) on net sales (gross sales minus indirect taxes on sales):

UDC=WI(Y—T,) 4.d)
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Under these assumptions we have:
p=I+p)w/(u(l—1)) (4.0)

In this model there is no inflation, and prices are set to 1 so equation (4.e)
can be rewritten:

w=p(l—7)/(1+p) 4.e)

Finally, equations (4.a), (4.b) and (4.¢’) can be condensed in equation
(4.21), that determines wages:

W=Y(—-1)/(1+p) 4.21)
with p: constant.

Total profits P of firms are the difference between their sales and their
expenditures (wages, taxes and interest payments):

P=C+I+G—-W+T,—r, L (4.22)

Distributed dividends P? are a fraction of profits realized in the previous
period:

Pl=(1-s)P_, (4.23)
with s constant

and retained earnings P* are determined as the residue:
pi=p—pd (4.24)

Equations concerning issues of equities by firms are usually over-
simplified in SFC models. We assume that firms finance a percentage x of
their investment expenditures with equities, regardless of the price of
equities or of the value taken by usual valuation ratios. With a lag our
function is:

Aep,=xI_, (4.25)
ee=e_+xI_/p, '

with x: constant.
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Households

We assume that households determine their consumption expenditure C on
the basis of their expected disposable income and their expected wealth 14

C=a Y+ o, Y+ o V9 (4.26)

with o;: constants, 1 >a; >, >a;>0.

Y =w-T, 4.27)
Yo=Y, +0,(Y, = Yi ) (4.28)
with 6,: constant.
Y,=r, \D_+r, B, +PI+P, —T, (4.29)
Y?’ = erfl + eh( YV*I - Ygfl) (430)

where Y% is the expected disposable income of workers, Y the expected
disposable financial income and each «; is a propensity to consume. We
assume, following the Kaleckian tradition, that wages are mostly
consumed while financial income is largely devoted to saving (1>, >
a, >0).

This consumption decision determines the amount that households will
save out of their disposable income Y

S=Y,-C (4.31)

Y,=Y +7Y (4.32)
h w v

The change in total households’ wealth AV, is equal to these savings plus
the capital gains of the period:

V,=V, +S+CG (4.33)

where CG are capital gains arising from the fluctuations in the price of
equities:®

CG=Ap,e_, (4.34)

In the same way, the expected wealth of households V4 is a function of their
expected disposable income Y and of their expected capital gains V¥:
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Vi=V, +Yi—C+CG" (4.35)
Y=Y, +0,(Y, = Yj)) (4.36)
CG'=CG_,+6,(CG_, — CG“)) (4.37)

We assume that households’ holdings of cash money are a fixed share of
their consumption:

H,=n,C (4.38)
with m,: constant.

In this model the central bank provides all the cash money demanded by
households.

We now come to the equations defining the portfolio behavior of
households. We follow the methodology developed by Lavoie and Godley
and inspired by Tobin (1969). On top of cash money, households can
hold three different assets: treasury bills B,, equities E=e.p, and bank
deposits D. We first present portfolio behavior in the form of matrix
algebra:

B, N STRSERSE Ty
E|= )\20 X(VZ—H,)-I— Ny )\22)\23 X |rd X(VZ—H,I).
D A3 Ajp Mgy Ay, Ty

Households are assumed to hold a certain proportion A, of their expected
wealth 1, (net of cash holdings H,) in the form of asset i, but this pro-
portion is modified by the rates of return on these assets. Households are
concerned about r, and r , the rates of interest on treasury bills and on bank
deposits to be determined at the end of the current period, but which will
generate the interest payments in the following period. We have further
assumed that it is the expected rate of return on equities r¢ that enters into
the determination of portfolio choice:

ri= P+ CGp,_e_,) (4.39)
pda= pda 1@ (pd  — pda) (4.40)

The three assets demand function described with the matrix algebra are
thus:

B, = (Njgt Nyyry = Npre = Ngr ) (Vi — Hy) (4.41)
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with )\ij: constants.

E=(Nyg = Ny, T Mgprg — Ny ) (Vi — H,) (4.42)
D= (Ayy = Nyyry = Ny + Moar ) (Vi — H)) (4.43)

As is the case with every matrix, we cannot keep all these equations in the
model, because each one of them is a logical implication of the others. We
have decided to model bank deposits as the residual equation, because,
when there is imperfect foresight, the amount of deposits held will be the
residual. So equation (4.43) has been dropped and replaced by (4.43a):

D=V,-H,—B,—E (4.43a)

The only price clearing mechanism of this model occurs in the equity
market. The price of equities will allow the equilibrium between the
number of shares e that has been issued by firms (the supply) and the
amount of shares E that households want to hold (the demand):

p,=Ele (4.44)

Banking system

It is assumed that banks are obliged by the government to hold reserves H,
that do not generate interest payments and that must always be a fixed share
(the compulsory ratio m,) of deposits:

Hy,=x,D (4.45)
with m,: constant.

The bank reserves together with cash in the hands of households /7, make
up what is called base money or high powered money H:

H=H,+ H, (4.46)

Following the theory of endogenous money (the so-called horizontalist
view) we assume that private banks are fully accommodating. They (i) fix a
rate of interest on loans r; applying a mark-up m, on the key rate of the
Central Bank r, and then (ii) provide whatever loans L are demanded by
credit-worthy firms at this rate: ’

n=r,tm (4.47)
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with m: constant.

L=L,+I-P'—Aep, (4.48)

Credit-worthy firms are firms that can provide financial guarantees. In this
model, credit constraints imposed by banks at the stage of initial finance
(as analyzed in the circuit theory) are incorporated within the investment
function, with the latter being sensitive to the weight of debt payments
Fi_yl_y.

The initial finance provided by banks to allow production is in all cases larger
than the final finance requirements of firms at the end of the period. If finance
has been granted to start the production process, problems of credit restraints
cannot arise at the end of the accounting period. (Lavoie 2001, p. 14)

In the same way, the Central Bank (i) fixes a key rate r and (ii) provides
whatever advances 4 are demanded by banks at this rate:

F,=Ty (4.49)

with r,: constant.

A=B,+L+H,—D (4.50)

The latter equation corresponds to an overdraft financial system as in con-
tinental Europe. However, our model does not describe a pure overdraft
economy: private banks wish to hold a certain proportion of their assets in
the shape of safe treasury bills. We assume that they demand bills on the
basis of an exogenous banking liquidity ratio BLR that expresses their lig-
uidity preference:

B,=BLR'L (4.51)
with BLR: constant.

When their liquidity preference is increasing, banks wish to hold a higher
proportion of safe assets and the bills-to-loans ratio BLR is rising. In this
model, if banks wish to hold more bills, everything else being equal, they
will need to borrow more from the Central Bank. This assumption explains
that when the model is subjected to simulation, the value of BLR does not
play any role.

In our model without inflation, the rate on treasury bills is the same as
the Central Bank key interest rate:
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r,=r, 4.52)
How is the Central Bank able to sustain a fixed rate of interest whatever the
demand for bills of households and private banks and whatever the
fluctuations in the government deficit? It is possible because the Central
Bank is the residual buyer of bills: it purchases however many of the bills
issued by the government that households and private banks are not willing
to hold at the given interest rate. In other words, ‘the central bank clears the
market at the price of its choice by providing an endogenous demand for
bonds’ (Lavoie 2001, p. 15):

B,=B—-B,— B, (4.53)

This is another feature of the Post-Keynesian theory. In the Neoclassical
view the bills rate is endogenous and the money supply exogenous so that
the Central Bank decides arbitrarily about the proportion of the deficit that
will be financed by bonds issues and by the creation of high powered
money:

In the post-Keynesian view, cash is provided on demand to the public. The gov-
ernment, or the central bank does not decide in advance on the proportion of
the deficit that will be ‘monetized’. This proportion is set by the portfolio deci-
sions of the households, at the rate of interest set from the onset by the mon-
etary authorities. (Lavoie 2001, p. 15)

Banks apply a spread m, between the rate on loans and the rate on deposits
in order to realize profits P,

Fg=T =y (4.54)
with m,: constant.
Py=r L +r, By =1y D_j—r, A, (4.55)
Since the Central Bank is collecting interest payments on bills and advances
while paying out no interest on the notes, it is also making profits P,

Pp=r, A +r, By (4.56)
It is assumed, in line with current practice, that any profits realized by the
Central Bank are reverted to the government.

Our model is now closed. The missing identity is the one related to the

capital account of the Central Bank:
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H=A4+B, (4.57)

This identity reflects the fact that base money is supplied to the economy
through two channels: purchases of treasury bills and advances to private
banks. Of course, this accounting identity must invariably hold. When we
solve the model we have to verify that the numbers issued from simulations
do generate H=A + B ,. As Lavoie and Godley have underlined:

it is only when an accounting error has been committed that the equality given
by the missing equation will not be realized. With the accounting right, the
equality must hold (Lavoie and Godley 2001-2, p. 294).

When we solve our model numerically, identity (4.57) holds perfectly.
4.2.3 Experiments®

Given the complexity of the model, it would be difficult to find analytical
solutions. We therefore make simulation experiments using the E-views 4.0
software and following the methodology used by Lavoie and Godley:

First we assigned values to the various parameters using reasonable stylized
facts. Then, we solved the model and found a steady-state solution through a
process of successive approximations. Having found a steady state, we conducted
experiments by modifying one of the exogenous variables or one of the eco-
nomically significant parameters of the model at a time. (Lavoie and Godley
2001-2, p. 296)

There is nothing original about this methodology: It is the one used by
orthodox economists for their dynamic models.® As for Post-Keynesian
economists in general and Circuitists in particular, they show some
distance from the notion of steady state. In fact, Lavoie and Godley use
it only as an analytical tool, but they themselves recognize that such a
theoretical construct is never reached in practice because parameters and
exogenous variables are continuously changing (Lavoie and Godley
2007, introduction). That is why, when running a simulation, it is impor-
tant to make a distinction between initial effects of some change (in the
early periods of the dynamic response) and terminal effects (in the steady
state).

Space considerations prevent us from discussing experiments for each
parameter. For each sector, we have just selected the experiments corres-
ponding to the main results of the circuit theory and we explain them
briefly. Further explanations on similar experiments can be found in Lavoie
and Godley (2001-2) or Dos Santos and Zezza (2004).
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Government: gr, (=AGIG_))

In our model, there is no parameter corresponding to government expend-
iture because the search for a steady state requires postulating that public
expenditures are growing at the same rate as national income. However,
once we have obtained a steady state, we can study what happens if the gov-
ernment raises the growth rate of its expenditures gr, slightly. This perman-
ent increase pushes the economy to a higher growth path, generating both
a rise in the utilization rate and in the ratio of cash flows. This is coherent
with Circuit theory: public expenditures correspond to sure receipts for
firms and can reduce the lender’s risk from private banks. In our model, the
increase in government receipts due to taxes on higher national income, is
not sufficient to balance the increase in government payments due to higher
expenditure and to an increase in payments of the stock of bills which rise
initially to finance the increase in expenditure: in the long run, the govern-
ment deficit turns out to be higher, as a ratio to output, than in the base
case. All of these effects are shown in Figure 4.3, where, as in all the fol-
lowing figures, the various series are expressed as a ratio of the steady-state
base case.

Households: o, A,

In our Post-Keynesian model, an increase in the propensity to consume o
leads to a higher rate of utilization and higher rates of profit, both of which
encourage entrepreneurs to increase the rate of accumulation (Figure 4.4).
Hence, a drop in the propensity to save brings about faster growth. This is the
famous paradox of thrift which is a feature of Keynesian models in contrast
to Neoclassical models of endogenous growth where the opposite occurs.

Banking system: r,, m,, v,

Let us consider now an increase in the interest rate on Central Bank
advances r . With such a rise, it is in fact the entire structure of interest rates
that shifts upwards. The rise in the Central Bank key rate increases the rates
on loans, deposits and bills. Households therefore increase their demand
for bank deposits and treasury bills while reducing their demand for equi-
ties, thus generating a fall in the price of equities.

Basically, the increase in the structure of interest rates has two effects on
effective demand. On the one hand, the increase in the rate on loans has a
negative impact on investment through higher interest payments and
smaller retained profits. But on the other hand, an increase in interest rates
has a favorable effect on consumption demand and hence on the rate of
capacity utilization, since more income is now being distributed to house-
holds. However, the drop in the price of equities generates negative capital
gains with a negative impact on wealth and consumption.
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Figure 4.3  Higher government expenditure

In our model, the negative effects are initially stronger: an increase in the
interest rate on Central Bank advances generates adverse effects on all deter-
minants of investment. But in the long term, the positive effects tend to play
a greater role and the evolution of all these determinants is reversed. Finally,
our virtual economy stabilizes on a lower growth path (in accord-ance with
the Keynesian literature) characterized by a lower rate of cash flows but also
by a higher capacity rate and a lower leverage ratio (Figure 4.5).

Post-Keynesian economists have generalized the concept of liquidity
preference to private banks. Such a liquidity preference is an indication of
banks’ prudence, a measure of their confidence in the future. When banks
become more pessimistic, their liquidity preference increases with two
consequences.

On the one hand, the interest rate on loans rises higher. As banks fear that
more borrowers could become insolvent, they try to protect their rate of
return, applying a higher mark up m, on the central bank’s key rate (Figure
4.6). As we have just seen, this increase in the rate on loans has a negative
impact on investment through higher interest payments and smaller
retained profits. It also generates higher bank profits: since bank profits are
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Figure 4.4 Higher propensity to consume (o)

transferred to households, this can induce a positive effect on consumption
demand and hence on the rate of capacity utilization (because sales growth
rate becomes higher than capital growth). That is why the steady-state rate
of utilization ends up at its starting value. As for the debt ratio, it first
increases since more loans are required to balance the reduced retained
profits but it decreases in the long term with the drop of investment.

On the other hand, banks will apply stronger requirements with res-
pect to credit-worthyness and credit rationing will rise at the stage of
initial finance. In our model the effect of this is a rise in the value of the
parameter vy, in the investment function. Such an increase leads to a smaller
debt ratio and has a negative impact on investment, cash flows and capacity
utilization.

4.3. FINAL REMARKS

In this chapter, we intended to solve some problems of Circuit theory: lack
of formalism, omission of stocks and only basic analysis of the banking
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system. However, since the Circuitists have never managed to agree upon
fundamental hypotheses, we do not pretend that our model is represent-
ative of all their different works and ideas. We have used some results from
Poulon but we cannot even claim that our model is a ‘Poulonian’ one for at
least two reasons.

The first reason is that we have not introduced user costs in our model.
According to Poulon (2000, p. 57), these costs, described by Keynes in
Chapter 6 of the General Theory (1936), are fundamental to the explan-
ation of economic crisis. Poulon thinks, like Marx, that crisis appears when
entrepreneurs do not properly anticipate the rise of these costs and so do
not anticipate properly the competition intensity in the economy. From a
‘Poulonian’ point of view there is a real problem linked to the absence of
user costs in our model, because errors in anticipation of competition are
not considered. These errors are supposed to have consequences in the
determination of such variables as investment. Actually, an unanticipated
rise in competition (which raises the user costs through the depreciation of
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Figure 4.6 Higher mark up (m,) on the central bank’s key rate

capital) will have consequences for the firms’ capital value and hence for
investment.

The second reason is the integration of time into our dynamic model.
Every Circuitist mentioned the importance of time in economic activity.
They show that some decisions are taken before or after others and describe
a hierarchy in economic decisions. But Poulon (2000, p. 105) goes further:
he isolates a crisis condition related to time. Like Marx, he thinks that crisis
appears when entrepreneurs do not have the time to recover their loans. Our
model does not integrate this consideration either.

NOTES

*  The authors are grateful to Marc Lavoie and Frédéric Poulon for their helpful comments.
Tarik Mouakil also thanks Jung-Hoon Kim for providing him the technical support on
simulation programming during his stay in Ottawa University.

1. In 1999, Marc Lavoie, Professor at the University of Ottawa and author of Foundations
of Post-Keynesian Economic Analysis (1992), invited Wynne Godley, former Director of
the Department of Applied Economics at Cambridge University (1970-1994), to present



The monetary circuit approach 91

1.001

1.000 =3

|

0.999 \ -——'—'—'_-_—_-_t::
0.998 \\

0.997 \\

0.996 \

0.995 V
0.994 \

0.993

0.9%2+—7—""—"—""—""7TT T T T T T T T T T T T T T T T T
1995 2000 2005 2010 2015 2020

debt ratio / = = = rate of cash flows rcf
- = rate of utilization capacity u rate of accumulation grk

Figure 4.7  Stronger credit rationing (v,)

in Canada’s capital what Godley considered to be his most important and radical work
to date. Godley had been Deputy Director of the Economics Section at HM Treasury
(1956-1970). He is perhaps best known in the UK for his role as one of the ‘six wise men’
that provided independent advice to successive Chancellors of the Exchequer between
1992 and 1995. Godley had finally managed to represent his macroeconomic theory in a
stock-flow consistent accounting framework linking stocks and flows together and inte-
grating money in the best Cambridge Post-Keynesian tradition (Godley 1996, 1999).
Most of Godley’s ideas had already been presented 16 years ago in Godley and Cripps
(1983). Godley’s accounting framework was inspired by the works of Tobin and some of
his associates at Yale University (Tobin 1969, Tobin and Brainard 1968; Backus et al.
1980). For his part, Lavoie was trying to build a Post-Keynesian growth model incorpor-
ating money and equities but did not know exactly how to do it, especially for represent-
ing choices in the composition of portfolios. He found with Godley’s work the method he
was missing and Godley found in him the heterodox economist who would help to make
his work more pedagogical, linking it to the rest of Post-Keynesian theory. As a French
Canadian and a former student of the University of Paris 1 (Panthéon-Sorbonne), Marc
Lavoie is well up on French economics and, according to him, the ‘matrix method pro-
posed by Godley makes it possible to formalize the circuit theory and to justify the main
assertions of the thesis of endogenous money’ (Lavoie 2003, p. 159).

2. This work is also inspired by the model by Dos Santos and Zezza (2004).

3. In this closed economy, sales are equal to the national income.

4. Note that with this expectation mechanism, if the variable to be forecasted is stationary,
its expected value will always be correct on average.
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5. Here we assume implicitly that there is no overhead or fixed labor. However, additional
outlays on unproductive labor could have a significant impact on economic activity.
6. Ascapital gains do not appear in the transactions matrix, it is important to remember that
any change in the value of an asset may be made up of two components: a component
associated with a transaction involving additional units of the asset in question and a
component with a change in the price of the asset. In our model, shares are the only assets
of households’ portfolio whose price can change. The change in the value of equities
arising from the transactions is Ae p, while the change in the value of equities arising
from capital gains is Ap, . e_,. The global change in the value of equities is A(e p,) = Ae p,
+Ap,e_,.
In Ju;le 210()5 in France, r, (bottom rate) is 2 per cent and r, (ten-years rate) is 4.8 per cent.
Values of our parameters and exogenous variables and the E-views program are available
from Tarik Mouakil on request.
9. For example, Mercado et al. (1998) describe the same methodology for modeling ortho-
dox dynamic macro models with the GAMS software.
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PART II

Distribution and aggregate demand






5.  What drives profits? An income-
spending model

Olivier Giovannoni and Alain Parguez

INTRODUCTION

This chapter is an attempt to inquire into the role and determinants of
aggregate profits. It has been partly motivated by what has been dubbed the
New Consensus in growth theory (see Romer 2000, Taylor 2000, Lavoie and
Kriesler 2005), which relies on the fundamental postulate of a dual tem-
poral nature of the economy. In the short run, the economy is seen as in a
Keynesian (or demand-led) disequilibrium, but in the long run, supply
factors only drive the economy along a natural growth path. The focus of
the New Consensus approach is to study the conditions, such as economic
policy rules, under which short-run disequilibria would disappear in favor
of a ‘Classical’ or a ‘New Wicksellian’ equilibrium path.

On this long-run growth path, capital accumulation (investment) is given
the preponderant role of the leading variable. Here the classical law of
thriftiness rules: investment needs to be financed out of prior savings. Since
the primary source of such savings is profits, the amount of profits deter-
mines savings, therefore investment, therefore growth. The bottom line of
this approach is that profits are the exogenous, leading factor which propels
the rest of the economic system. Demand is left aside and consumption, in
particular, is the residual of the saving pattern.

From this set of theoretical propositions a whole policy agenda
stems, which seems to be espoused by a growing fraction of the American
business community (Ferguson 1995). The New Consensus typically
views economic policies as curative action in the short run only because
the economy is believed to be on its equilibrium path over the long
run. In a sense, economic policies should only be done to correct for
the short-run market imperfections which are brought by Keynesian-
style deviations. The role of monetary and fiscal policies is to enforce a
smooth short-run adjustment of the economy towards its natural long-
run, supply-led, growth path. This is commonly understood as a zero-
inflation target for monetary policy, because such is the natural level of

97
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the interest rate which reconciles savings (profits) with investment (capital
accumulation). It also implies a supplementary fiscal policy aiming at bal-
anced budgets or even surpluses — as they are (public) saving. This is espe-
cially true in the case of ‘excess consumption’ leading to a shortage of
private savings.

Another view of the relationship between profits and macroeconomic
policy, when the economy operates in excess capacity, has been spelled out
as the ‘Profit Paradox’ (Parguez 2002, 2005). This approach challenges the
New Consensus view of economic policy on the basis that the savings target
will merely generate a smaller amount of consumption and is far from
certain to raise investment in return. In the end, aggregate demand and pro-
duction and employment are squeezed, so that the New Consensus theory
is likely to miss its long-run equilibrium target — should its policy recom-
mendations be effectively implemented.

Starting from a generalized Post-Keynesian approach, the Profit
Paradox spells out three fundamental and interrelated propositions: (1) ‘in
the long run you are still in the short run’, (2) profits are demand-driven in
the short run as well as in the long run, and therefore (3) the New Consensus
theory raises a deep Profit Paradox in the sense that its agenda is more likely
to squeeze profits than to promote them.

Such is the conflicting framework of the New Consensus and Profit
Paradox theories. This chapter leaves theoretical debates aside for a time
and concentrates upon shedding a new light from an empirical perspective.
Our goal is to study the real-world behavior of profits through the lens of
a large-scale econometric model that relies upon the least possible theoret-
ical and restrictive assumptions. Our research focuses on the post-war US
economy, from 1954 to 2004 (quarterly data), and our data sources are the
National Income and Product Accounts (NIPAs).

Not much previous work has been done in that particular empirical
direction. A noticeable exception is Asimakopulos (1983), who provides an
empirical investigation of American profits. His study, however, is con-
ducted in a statistical accounting way and lacks the dynamics approach per-
mitted by modern econometrics. The profit theme frequently appears in the
papers of the Federal Reserve (see Burke 1973, Uctum 1995, Himmelberg
et al. 2004, McGrattan and Prescott 2005 and the references therein), yet
many of those contributions are more centered around distributional or
measurement implications than we presently are.

The rest of the chapter is organized as follows. Section one presents the
motivation behind the choice of variables, their properties and the econo-
metric model which make up the non-partisan framework of the analysis.
Section two addresses the dynamics of the model and especially the issue
of causality through the various channels and meanings allowed for by the
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model. Section three sums up the results and provides concluding direc-
tions in terms of economic theory and policy.

5.1. BUILDING A REAL-WORLD MODEL FOR
PROFITS

This section is devoted to building a framework that is empirical in nature
and global in perspective. We model profits and related variables but, for
space requirements, we will concentrate almost exclusively upon profits.
Three crucial decisions have to be made: choosing the variables affecting
profits, choosing a technique allowing information to be extracted from the
data, and choosing the parameters of that technique.

5.1.1 The Data: Choice, Sources and Properties

Virtually all schools of thought have addressed the issue of profits.
However, theoretical propositions are generally of little help because they
often represent a schematized vision of reality, they typically rely upon
a priori knowledge and do not always make explicit all the variables
involved (Sims 1980). The fact that profits are one variable among many
other aggregates makes it hard, from an empirical perspective, to choose
the variables to which profits may be empirically related.

A major challenge underlying the process of variable selection has its
econometrics counterpart known as the ‘omitted variable’ case. Keynes
(1939) for instance was highly skeptical of Tinbergen’s early econometric
work, partly because Tinbergen did not make it clear on what basis he
decided to include, or not to include, some variables in his models. Yet, as
is well documented now, we know that statistical inference depends cru-
cially on which variables are included in the model.

Here we will analyze profits as stemming from a definition stated in the
National Accounts. In the National Income and Product Accounts of the
United States (NIPAs) a ‘corporate income’ line appears which we shall
rename as ‘profits’ throughout the rest of the text. Profits are reported in
the accounting identity relating the income decomposition to the demand
decomposition of national income. The general income-spending identity
featuring profits and thirteen related variables is the following, with mag-
nitudes in billions of current US dollars as of the first quarter of 2005:

8538 2084 2259 1249 1940 1405 31
C+1 +G + X —M —CFC + IncRW

=W +P[ +11 +NI +T +R +BTr +& (5.1)
6977 961 1345 557 834 155 83
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where C stands for private consumption, 7 for total private investment,
G for total government spending, X for exports, M for imports, CFC for
consumption of fixed capital (private and public), IncRW for net income
from the rest of the world, W for aggregate employee compensation, P/ for
proprietors’ income, II for corporate profits, NI for net interest, 7 for taxes
on production and imports (less subsidies and surplus of government
enterprises), R for rental income and BTr for business transfers. Finally, &
stands for a statistical discrepancy which we will not include in the model
because it is not directly interpretable and because it is negligible most of
the time. This discrepancy is likely to be attributable to misreporting or
measurement issues on the income side.

Equation (5.1) is a definitional identity. It holds true every time the data
is collected. What is at the core of the present analysis is the study of the
macroeconomic relationships among the variables of definition (5.1), with
particular emphasis on the place and role of profits. The interesting
feature of such a point of departure is that it avoids the pitfalls of model
selection based upon theoretical considerations. However, any time series
analysis based upon (5.1) can only be a statistical analysis of realized
profits (or of any other variable of the model for that matter) yielding ex
post results. Before proceeding to the study of the dynamic properties of
such an income-spending system, a lot of knowledge is to be gained, as a
pre-analysis exercise, from the statistical properties of each variable.

The data comes from the 2003 revision of the NIPA Tables 1.5.5, 1.7.5
and 1.12. All variables in identity (5.1) are reported in billions of current
US dollars; all income variables are before tax and are log-linearized. For
notational simplicity we shall refer to X, as the set of all such variables,
except for the discrepancy. The data is available on a quarterly basis since
1947 but due to the accumulation of specific events — the Korean War, the
Treasury—Fed accord! and the price control experience — we choose to start
our analysis at the later date of 1954ql. The final observation is 2004q3,
leaving 203 quarterly observations.

We turn first to the time plots of the variables. Figure 5.1 presents a com-
parison of the amount of profits (and its linear trend) together with a
selection of income and outlays. Two observations ought to be made. The
first observation is that of the smooth evolution of most variables, so that
a more-or-less pronounced trend appears in retrospect. In any case many
variables have decelerated since the eighties — a pattern absent from profits.
The exceptions here are trade variables and rents. The second observation
is that corporate profits appear as the most stable of all variables, appar-
ently reverting around their linear trend.2

The stability of profits is indeed a result that is both puzzling and rarely
mentioned in the economic literature. Yet the business literature provides
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left scale except for profits and their time trend. The trend is obtained from a regression of
corporate profits on time and a constant.

Source: NIPAs.

Figure 5.1 Plot of corporate profits and selected variables

disseminated ideas which may explain this stability; one may think for
instance about financial markets’ preference for smooth profit reports. This
potential explanation is further reinforced by accounting techniques allow-
ing firms to (temporarily) hide, convert or even transfer profit earnings. Yet
the weight of such explanations is hard to assess at the present stage; for
now we will take the stability of profits as an empirical fact and will account
for that through the rest of the paper.

We now turn to the order of integration of the variables to inquire
deeper into the question of trends; as widely known, this pre-test has
important implications for theoretical and applied economists. For the
purpose of the present study we recall that the key difference between
processes integrated of order zero and one is that exogenous shocks persist
in the latter case while they have merely transitory effects in the former
case. The I(0) case is that of stationary, linear variables while the /(1) case
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is that of non-stationary, stochastically-dominated variables. Indeed, we
know since the early eighties that most macroeconomic aggregates fall into
the I(1) category, notwithstanding some controversies about the general-
ity of this result when alternative methods or samples are used (Nelson
and Plosser 1982).

The classic way to discriminate between /(0) and (1) variables is through
testing for unit root(s). We performed two unit root tests with different
spirits (the ‘old” ADF and the ‘newer’ DF-GLS) as well as the KPSS sta-
tionarity test on each variable of the model, considered both in log levels
and in log changes on 1954-2004. Because of model size and space require-
ments we will not report the results here. Instead we point to two comments
which stand out from the results.

First, the ADF test reports a significant trend for three series (I, PI and
I) and does not appear irrelevant for six other series (R, BTr, C, X, CFC
and IncRW, at the 15 per cent significance level). We are thus dealing with
a set of variables featuring quite a significant trending pattern in log levels.
But are the series fluctuating significantly around their trend? The unit root
test results indicate unambiguously that this is not the case for any series
with the notable exception of corporate profits. Note that those results are in
line with the time plots of the variables.

Second, all series become highly stationary when log changes are
considered. Equivalently we find that shocks have had persistent effects
on all series in log levels except on profits, for which shocks have
proven to be merely transitory. This translates into profits featuring as
some sort of attractor set, from which profits have not deviated persis-
tently in time.

The puzzling finding of profits’ trend-stationarity reminds us of the
quote by Newbold et al. (2001, p. 97) about real GNP:

Faith in the hypothesis of trend-stationarity in RGNP over the period
1875-1993 would imply a belief that, at the beginning of time, God stretched out
Her hand and drew a (straight) line in the sky, ordaining that henceforth (or at
least from 1875) RGNP (measured in logarithms) would not wander arbitrarily
far from that path.

Indeed, the nature of real GNP (trend-stationarity or not) is a recurring
topic in the applied literature. However, we will not get into that debate
for the present case of profits and we will content ourselves with a con-
clusion similar to that of Newbold er al. We document the puzzling
stability of profits over fifty years, but we consider that taking profits as
stable through time, whatever happens, is an overly restrictive, barely cred-
ible assumption.
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5.1.2 VECMs: Dynamic Econometrics with a Rich Structure

Equation (5.1) is disappointing in several respects because it is just a static
accounting identity. It does not allow us to deal with the dynamics of the
system itself. In addition, the variables under study are income and spend-
ing variables, and a general modeling strategy would be to allow for the pos-
sibility of interaction between the variables.

A classic starting point for the study of economic relationships is the one
initiated by Sims (1980). Sims’s idea was that econometric models could
‘not be taken seriously’ because they relied too often upon restrictive and
arbitrary theoretical assumptions. Instead, Sims proposed vector autore-
gressions (VAR models) to discuss relationships in terms of the dynamics
that prevail in an estimated system. Sims’s goal was to build a general a-
theoretical framework which would broaden the scope of analysis by
relying on fewer assumptions.

Our preceding section showed that the variables we are dealing with
are better understood as I(1) variables. Those variables are a priori not
unrelated to each other, and Figure 5.1 provided empirical evidence of co-
movements. Such co-movements between the variables provide important
information which is better not left out of the modeling process.?
Economically speaking, those co-movements can be intuitively thought of
as proportionality between variables. Econometrically speaking, the co-
movements call upon the classic works of Granger (1981), Granger and
Weiss (1983) and Engle and Granger (1987) on cointegration, that is, the
idea that there exist common stochastic trend(s) which cancel out in the
long run or ‘on average’. The present case therefore calls upon an extension
of Sims’s original VAR model made to accommodate the case of
cointegration.

The cointegrated VAR model has been extensively studied since the pio-
neering works of Johansen (1988, 1991) and Johansen and Juselius (1990).
It is also known as the vector error-correction model (VECM), and is a
classic VAR model (in levels and with Gaussian errors) extended to account
for possible cointegration. The most general representation of VECM:s is
given by (5.2):

k=1
AX,=aB' X, + 2 TAX, 1+ OD,+py+ e+, (5.2)

error

long —run Tort—r T
Short—run deterministics

where X, stands for the set of variables being modeled, A is the differ-
ence operator* and D, is a set of dummy variables intended to account for
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exceptional events. The weights o, 3,®D,I", . 1, are coeflicients of the model
which are freely estimated. However, the researcher has choices to make
about the deterministic component, as well as k, the number of relevant
past values to be included. We will return to that in the next section.

For now we will outline a few interesting features of VECMs. We will not
discuss the VEC model from an econometrics perspective — interested
readers can refer to the excellent exposition of Johansen (1995), among
many other places. We will instead discuss the most interesting feature of a
VECM, its structure, and the subsequent various causality tests one can
perform on it.

A foremost interesting feature of a VECM is that there is no assumption
made from the outset about the nature of the variables. As equation (5.2)
shows, each variable of a VECM is in turn endogenous and exogenous (in
the sense of being a consequence and a cause). Every variable depends
upon each and every variable with no « priori.

Second, and as a result of the above property, VECMs make up systems
of variables. Time matters and is explicitly taken into account by the lagged
terms AX,_,. Tests performed on their coefficients I" allow temporal causal-
ity to be dealt with in the Granger sense. A sequence of Granger tests per-
formed on each equation of the model results in an exogeneity/endogeneity
ranking.

Third, VECMs are comprised of distinct ‘short-run’ and ‘long-run’ parts
whose link is made through the adjustment coefficients a. Null values of «
for a given variable translate into that variable featuring ‘no long-run’ feed-
back. The significance of that adjustment effect for each and every variable
of the model gives rise to a second measure of causality.

Fourth, those systems are dynamic systems: one can simulate shocks on
the system and see how a given variable reacts. There are two relevant mea-
sures here: a shock may affect a variable in variance or magnitude. Those are
alternative measures of causality: no significant effect in either magnitude or
variance can be interpreted as ‘no causality’. They make up two additional
measures of causality, namely ‘variance causality’ and ‘impact causality’.

5.1.3 Limitations and the Choice of the Parameters

The VEC models provide a particularly rich structure, which makes them
desirable tools. They nonetheless suffer from potentially severe limitations.
The usual criticisms are their lack of theoretical underpinnings and the
high number of coeflicients to be estimated, which decrease the explana-
tory power.

However, the most important problem with VECMs is that they suffer
from high sensitivity to the parameters involved. There are three major
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parameters to choose: the lag length &, the deterministic specification in
Mo, Iy and the number of cointegrating relationships r. Those are indeed
tough choices, for at least three reasons: (1) different parameters are likely
to change the results, (2) the choice of a parameter has consequences for
the choices of the other parameters and (3) the statistical procedures
involved in helping to choose the parameters are perfectible. Here we will
refer the interested reader to the works of Johansen (1995) and Liitkepohl
(2005).

Because of those limitations we spent a considerable amount of time
searching for the best model available over the sample. For space require-
ments we will not supply the detailed parameterization procedures or the
fully estimated system. Following Sims (1980) we provide instead causality
tests, variance decompositions and impulse/response functions as a
description of the estimated system. Below are some comments about the
choice of the model parameters.

Lag structure
The value of the lag length k has to be set so that the errors of the time series
in levels included in the VAR are Gaussian, that is, neither autocorrelated
nor heteroscedastic, and normally distributed. Those requirements have
been tested for with the Breush-Godfrey test, the White test and the Jarque-
Bera test respectively. We avoided using the usual information criteria to set
k (FPE, LR, AIC, BIC and so on), since all failed to provide Gaussian errors.
We consequently checked the properties of the residuals sequentially in
a specific-to-general manner, starting with value k = 1. It turned out that no
major serial autocorrelation was present when k=2 or 7 or possibly 4 lags
were used. The White test for homoscedasticity for those three candidates
indicated that k =7 was an overall better choice. However, the errors could
not be made normally distributed for any reasonable choice of k, including
k=7. Non-normality is a far less serious issue than autocorrelation.

Deterministic component and tests for the cointegration rank
Given k=7, the number of linearly independent cointegrating relation-
ships r has been tested for with Johansen’s two cointegration tests, the trace
test and the maximum eigenvalue test. The results of those tests depend on
the deterministic specification of the model in w,, i;, however. Johansen
provides five cases all nested one into another, with case five featuring the
most general deterministic specification. The choice of the deterministic
component can be made on the basis of the significance of the extra deter-
ministic component using an LM test (Johansen 1995).

In the following, we employed Johansen’s cointegration test as imple-
mented in JMulti and Eviews, which feature different critical values. Case
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five was consistently rejected on the basis that (1) it is known for provid-
ing unreliable out-of-sample forecasts (Johansen 1995), (2) there do not
appear to be quadratic trends in the data, and (3) the trend coefficients in
the VAR are not significant. Case four was accepted instead, yielding
eleven cointegrating relationships at the 1 per cent level according to
Johansen’s trace test. That specification features a linear trend in each
cointegrating relationship, which all simultaneously turned out to be
significant. This result corroborates the visual inspection of the series in
(log) levels in Figure 5.1 which showed smoothly trending variables. This
is also compatible with the finding of significant trends when performing
the unit root tests.

At this stage all parameters have been chosen consistently and the model
can be fully estimated. A battery of tests has been applied to check for the
robustness of the results subject to alternative parameter choices. The
general result is that the results do not change by much, even if other rele-
vant parameter combinations appear to exist. In its present form, the model
explains (R?) between 60 per cent and 80 per cent of the variance of all vari-
ables in Alogs (approximately growth rates), but those figures drop to the
20 per cent — 60 per cent range when degrees of freedom are accounted for
(adjusted R?).

5.2. THE DYNAMICS OF THE MODEL

We may now turn to the study of the model’s dynamics quite confidently.
Our goal here is not so much to discuss the structure of the model as to
analyze the direction and magnitude of the causal relationships involving
profits.

As often noted, the concept of causality has different meanings which
may or may not coincide with (economists’) conventional views on the
subject. The same applies to exogenous and endogenous and to the short-
and long-run dichotomies. For those reasons we will define precisely several
econometric concepts before discussing the results. In the three sections
below we should in turn distinguish between temporal ‘short-run’ causality
(5.2.1), ‘feedback causality’ (5.2.2), ‘variance causality’ (5.2.3) and ‘impact
causality’ (5.2.4).

5.2.1 Exogeneity and ‘Short-Run’ Temporal Causality
The first measure of causality we address is that of temporal causality,

better known as ‘Granger causality’ (Granger 1969, 1988). In our model the
equation for profit is the following:
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. 6 .
I,=af’X,_, + ZFHCCt—k
o s 4 (5-3)
it oo+ D T yprBTr,_ + C+ gy,
k=1 k=1

where a dot above a variable indicates its transformation in Alog, that is
roughly the variable’s growth rate (quarterly rates here).

Granger causality tests for the significance of all the lagged terms in the
equation for profits, that is, the significance of each and every I';.
coefficient. Here, we test whether the past growth rates of consumption C
affect the present growth rate of profits, and do so for each and every vari-
able of equation (5.1). We will thus end up with the significance level of
each and every spending and income variable in the profit equation. A low
significance level, say <10%, means that the basic hypothesis, that the inde-
pendent variable does not Granger-cause profits, is rejected. Alternatively
such a low probability is an indication that there is significant causality
towards profits. The joint significance levels of all independent variables
may be used to deduce a Granger causal ordering, from the most leading
to the most lagging variable (that is, from the most exogenous to the most
endogenous).

Note that causality in the Granger sense covers a specific definition of
causality. First and as widely noticed, it is a precedence or predictability
test. It thus helps determine the significance of the direction of causality
(which may run both ways), but does not provide any weight of the impact.
Second, note the temporal nature of Granger’s test: The test is that of past
values causing present values. Yet since the model features a long-term part
(the ‘long run’, or ‘steady state’ part a3’ X,_,), Granger causality is only
one side of the temporal causality coin. It measures only precedence when
the long run has been accounted for, so that Granger causality is only
indicative of precedence during the business cycle. Third, Granger causal-
ity is better thought of as ‘short-run’ causality, for it measures precedence
between variables taken in quarter-to-quarter growth rates.

We have performed Granger tests on the whole system. Because of space
requirements we will only present the following results:

e The significance of each variable as a determinant of profits.
e The significance of profits when explaining each other variable.
o The ranking of profits in the exogeneity/endogeneity scale.

Those results are summed up in Table 5.1.
A quick comparison between columns (a) and (b) of Table 5.1 reveals
that profits have been caused by virtually every other variable of the model,
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Table 5.1  Results of Granger causality and weak exogeneity

X, (@) () © @
X—lII =X, Granger ordering Weak exog. tests
(prob. [rank] x2)
C 0.04 0.66 0.05 [3] 113.6 0.00 [10] 45.4
I 0.13 0.52 0.00 [11] 144.9 0.00 [3] 29.9
G 0.08 0.91 0.01 [7] 1236 0.00 [12] 56.4
X 0.00 0.92 029 [21 978 0.00 [9] 44.8
M 0.01 0.58 0.11 [3] 107.6 022 1] 142
CFC 0.03 0.12 0.00 [13] 169.4 0.00 [8] 43.9
IncRW 0.01 0.43 0.00 [11] 141.2 0.00 [7] 43.5
Y 0.16 0.99 0.08 [3] 110.5 0.00 [6] 42.0
PI 0.00 0.00 0.00 [10] 132.6 0.00 [11] 48.2
I1 - - 0.00 [14] 175.8 0.00 [14] 70.9
NI 0.45 0.82 085 [11 77.3 0.03 [2] 21.8
T 0.03 0.52 0.01 [7] 125.6 0.00 [5] 336
R 0.04 0.77 0.08 [3] 1105 0.00 [4] 308
BTr 0.84 0.73 0.01 [7] 125.3 0.00 [13] 63.3
All 0.00
Jointly 175.8 [14]

Note: Values are probabilities of ‘not being a cause in Granger’s sense’. Bold figures
indicate causality up to the 10 per cent level. Values in brackets indicate the ranking
position, from most exogenous [1] to most endogenous [14]. Values in italics are the
chi-squared statistics.

while being the cause of almost no variable. As a result, profits are highly
jointly caused by the remaining variables of the model with probability 0.00
and a chi-square statistic 175.8. This same type of measure is provided in
column (c) for each and every variable of the model. As compared to the
other variables, profits are ranked last at position 14, indicating that profits
are given the highest degree of endogeneity.

Quite unambiguously, Granger causality results give profits the ‘conse-
quence’ role rather than the ‘cause’ role. Profits are being significantly pre-
dicted by the past growth rates of each and every variable of the model,
while at the same time the rate of growth of profits does not help in pre-
dicting them. This is true whether the income and spending variables are
taken as individual or joint regressors of profits. Remember, however, that
Granger causality is only one specific measure of causality, that of prece-
dence in the ‘short run’, during the business cycle.
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5.2.2 ‘Feedback Causality’ and Weak Exogeneity

The rich structure of VEC models reveals an additional channel of tempo-
ral causality, that through the o’ X,_, terms. If those terms are null, that
is, if the estimated a coefficients are zero, then profits do not participate in
the long-run realignment of the variables. Note that this measure of causal-
ity is that of causality towards the long run. Together with causality in the
Granger sense, both measures are indicative of temporal causality, either
during the business cycle or towards the steady state.

The test for the nullity of the adjustment coefficients « is presented in
Johansen and Juselius (1990) and labeled the weak exogeneity test. The
term ‘weak’ refers to the fact that exogeneity is with respect to the long-run
parameters (3 only. The test hypothesis is that all &, for a given variable i are
jointly null. The results are reported in the last column of Table 5.1.

Imports turn out to be the only weakly exogenous variable of the model.
All other variables have a test significance level below 5 per cent, indicating
that they are endogenous with respect to the long run. As a result the weak
exogeneity tests do not help much in discriminating between causes and
consequences.

One may, however, still order variables by degree of exogeneity. The
ranking is given in the last column of Table 5.1, and is broadly identical to
the Granger causality ranking. There are exceptions,’ but of particular
interest is that profits, again, appear on the last rank. Profits are thus found
to be highly endogenous with respect to the long run.

Profits appear very much endogenous by the two measures of causality
discussed thus far. Note that those measures are temporal measures so that
profits follow in time the movements of the other income and spending
variables of the model. One way to make sense of those results is to think
of profits as a consequence of the consumption, imports, compensation,
and so on.

Another result stemming from the Granger and feedback measures of
causality is that the system we consider is highly causal. This is in line with
what should be expe