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1. Keynes, you should be alive today!

Keynes’s fundamental insight was that we do not know — cannot calculate — what
the future will bring. In such a world, money offers psychological security
against uncertainty. When savers become pessimistic about future prospects,
they can decide to hoard their savings [in liquid assets] rather than invest them
in business. Thus there is no guarantee that all income earned will be spent. This
amounts to saying that there is no natural tendency for all available resources to
be employed (Lord Skidelsky!)

The Englishman, John Maynard Keynes, was unquestionably the most
important economist of the twentieth century. The policies he proposed to
fight the Great Depression as well as those he worked on to develop a new
postwar international monetary system helped save the entrepreneurial
directed, market-oriented economies of the world from collapse.

Keynes’s biographer, Lord Skidelsky suggests that the task Keynes ‘set
for himself was to reconstruct the capitalist social order on the basis of
improved technical management’.2 As a strong proponent of an improved
capitalist system, Keynes did not criticize the existing system ‘on the
grounds that it unfairly or unjustly distributed life-chances; rather, that the
laissez-faire system did not protect economic and social “norms”. Injustice
became a matter of uncertainty, justice a matter of contractual pre-
dictability’. (We shall see that the concepts of uncertainty, contracts and
money were at the heart of Keynes’s revolutionary vision of the economy
in which we live.)

1. POSTWAR ECONOMIC PERFORMANCE

For almost a quarter of a century after the Second World War, govern-
ments actively pursued the types of economic policies that Keynes had
advocated in the 1930s and 1940s. The result was that per capita economic
growth in the capitalist world proceeded at a rate that has never been
reached in the past or matched since (see Table 1.1). Adelman? has charac-
terized this postwar ‘Keynesian’ era of unsurpassed economic global pros-
perity as a ‘Golden Age of Economic Development . . . an era of
unprecedented sustained economic growth in both developed and develop-
ing countries’. The average annual per capita economic growth rate of

1



2 Financial markets, money and the real world

OECD (Organization for Economic Cooperation and Development)
nations from 1950 to 1973 was ‘almost precisely double the previous peak
growth rate of the industrial revolution period. Productivity growth in
OECD countries was more than triple (3.75 times) that of the industrial
revolution era’.#

Table 1.1 Real GDP (annualized growth rate)

Real GDP per capita %
Years World OECD Nations Developing nations*
1700-1820 na 0.2 na
1820-1913 na 1.2 na
1919-1940 na 1.9 na
1950-1973 na 4.9 33
1973-1981 na 1.3 na
1981-1990 1.2 2.2 1.2
1991-1993 -04 0.6 2.6
1993-2002* 2.7 2.0 3.0
Total real GDP %
Years World Industrial nations Developing nations**
1950-1973 na 5.9 5.5
1966-1973 5.1 4.8 6.9
1974-1980 34 2.9 5.0
1981-1990 2.8 2.9 2.4
1991-1997 2.2 1.9 5.0
1993-2002* 3.5 2.7 5.1

Notes:
* Includes estimates for 2001 and 2002 assuming no recession in these years.
** Excluding Eastern and Central Europe and Former Soviet Union.

Sources: 1. Adelman, ‘Long Term Economic Development’, Working Paper No.
589, California Agricultural Experiment Station, Berkeley, CA, March 1991;
International Monetary Fund, World Economic Outlook, IMF, Washington, DC,
1999, 2001.

The resulting prosperity of the industrialized world was transmitted to
the less-developed nations through world trade, aid and direct foreign
investment. As Table 1.1 indicates, from 1950 to 1973, average per capita
economic growth for all less-developed countries (LDCs) was 3.3 per cent,
almost triple the average growth rate experienced by the industrializing
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nations during the industrial revolution. Aggregate economic growth of the
LDCs increased at almost the same rate as that of the developed nations,
5.5 per cent and 5.9 per cent, respectively. The higher population growth of
the LDCs caused the lower per capita income growth.

By 1973, however, Keynes’s analytical vision of how to improve the oper-
ation of a market-oriented, entrepreneurial system had been lost by politi-
cians, their economic advisors and most academic economists. As a result,
Keynes’s policy prescriptions fell from grace. As Table 1.1 demonstrates,
since 1973, the economic performance of capitalist economies is much
more dismal than it was during the quarter century following the Second
World War. The annual growth rate in investment in plant and equipment
in OECD nations fell from 6 per cent (before 1973) to less than 3 per cent
(since 1973). Less investment growth means a slower economic growth rate
in OECD nations (from 5.9 per cent to 2.7 per cent) while labor produc-
tivity growth declined even more dramatically (from 4.6 per cent to 1.6
per cent).

Keynes, once offered a toast ‘to economists who are the trustees, not of
civilization, but the possibilities of civilization’.> With the building of
proper economic institutions to guide the operations of a market-oriented
economic system, nations could foster full employment and rapid eco-
nomic growth that would improve, on average, the economic well-being of
all members of society. With persistent full employment and rapid eco-
nomic growth the pressure of economic problems on society could easily
disappear within a few generations. Then society could devote more of its
efforts into producing a more civilized society where we shall ‘value ends
above means and prefer the good to the useful. We shall honour those who
can teach us how to pluck the hour and the day virtuously and well’.6

In the twenty-first century, most nations (even those who still proclaim
themselves communist) show a preference for productive economic activi-
ties to be directed by entrepreneurs — and not socialist technocrats. It is
therefore worth asking whether the vision of the economy propagated by
today’s mainstream economists has helped (or hindered) the reconstruction
of the capitalist system that promotes the possibilities for civilization. For
as Keynes correctly noted:

The ideas of economists and political philosophers, both when they are right
and when they are wrong, are more powerful than is commonly understood.
Indeed the world is ruled by little else. Practical men, who believe themselves
quite exempt from intellectual influences, are usually the slaves of some . . . econ-
omist . . . [Ultimately] it is ideas . . . which are dangerous for good or evil.”

This volume is dedicated to resurrecting Keynes’s analytical vision as an
aid for developing twenty-first century policies that will reinstate a golden
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age of rapid economic growth that is the prerequisite for creating a civilized
society for our global community.

1.2 KEYNES’S REVOLUTION

In 1936, Keynes published his General Theory of Employment, Interest and
Money. This ‘general theory’ was advanced to promote civilized solutions
to the ‘outstanding faults of the economic society in which we live . . . its
failure to provide full employment and its arbitrary and inequitable distri-
bution of wealth and incomes’.8

As several scholars have noted,® the first three words of the title of
Keynes’s book mimics those of Albert Einstein’s famous contribution to
physics, The General Theory of Relativity. This is not just a coincidence, for
just as Einstein’s ‘General Theory’ overthrew the dominance of classical
Newtonian theory and led physicists to a revolutionary way of thinking
about the physical world, so Keynes believed his ‘General Theory’ would
depose classical economic theory from the minds of economists and revo-
lutionize the way we think about our economic world.

On New Year’s Day in 1935, Keynes wrote a letter to George Bernard
Shaw. In this letter Keynes stated:

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

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

Classical economic theory had dominated academic discussions for
more than a century before Keynes developed his general theory to explain
why the classical analysis was not applicable to the economic problems of
a money-using, market-oriented entrepreneurial economy. Classical theory
subverts the possibilities of developing a civilized society in a capitalist eco-
nomic system because it presumes that the problems of dealing with uncer-
tainty and the resulting demand for liquidity are irrelevant for determining
unemployment, production and the price level. Yet when households and
entrepreneurs become pessimistic regarding the uncertain economic future
in the world in which we live, their resulting liquidity demands can signifi-
cantly disrupt the stability of a nation’s economy.
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During the Second World War, Keynes applied his revolutionary analy-
sis to propose the creation of new international financial institutions and
an innovative international payments system for the postwar world.
Keynes argued that a global economic system with free international
trade and unfettered international financial markets was incompatible
with the existence of global full employment and global prosperity. The
need for international institutions to provide technical management of
the global economy was paramount. Keynes’s proposals for an interna-
tional clearing union and an international money were not acceptable to
the US delegation at the 1944 Bretton Woods conference. Nevertheless
most of his important proposals, in a modified form, initially were incor-
porated in such international institutions as the International Monetary
Fund (IMF), the World Bank, and the US policy known as the Marshall
Plan. As a result, for more than a quarter century after Keynes’s death in
1946, the non-Communist world of industrial nations and LDCs devel-
oped into a more productive and civilized society than ever before existed
in the history of mankind. With the resurrection of classical economic
theory in academia in the 1950s and 1960s, university-trained economic
policy advisors began providing classical advice to government decision
makers facing important economic problems. The result was the disman-
tling of Keynes’s innovative proposals and a regression toward the bar-
baric policies of the classical system where unemployment is the main
weapon against inflation and available resources are rarely used to their
full potential.

Keynes’s vision produced innovative thinking in policy discussions.
Keynes’s revolutionary theoretical framework, however, was not under-
stood by most academic economists at America’s prestigious universities,
not even by many who identified themselves as ‘Keynesians’. Since these
academic economists failed to adopt the logically consistent, innovative
theoretical analysis laid down by Keynes, what developed in mainstream
professional writings and popular economics textbooks after the Second
World War was a modernized version of the pre-Keynesian classical
system. Prominent academic economists at the Massachusetts Institute of
Technology (MIT), Harvard and Yale universities attempted to graft
Keynes’s macro-policy suggestions for solving the unemployment
problem onto the axiomatic foundations of classical microeconomic
theory. The resulting Neoclassical Synthesis Keynesianism (or Old
Keynesianism) as espoused by Nobel Laureates Paul Samuelson, Robert
Solow and James Tobin conquered mainstream academic discussions as
completely as the Holy Inquisition conquered Spain (to paraphrase one of
Keynes’s more colorful expressions). The theoretical ideas generated
by these self-proclaimed Neoclassical Synthesis Keynesians, however, are
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based on classical axioms that are logically incompatible with the portion
of Keynes’s ‘general theory’ that is applicable to our entrepreneurial
economy.

1.3 THE ACADEMIC RESURRECTION OF
CLASSICAL ECONOMICS

The resulting logical inconsistencies between these Old Keynesians’s clas-
sical microfoundations and their Neoclassical Synthesis Keynesian macro-
policies provided an opportunity for logically consistent classical theorists
to launch a successful theoretical counter revolution against all
‘Keynesians’. The result was the 1960s revivification of the classical theory
(and the promotion of classical policies) that began to dominate academic
discourse. By the mid-1970s, many economic textbooks declared Keynes’s
theoretical revolution dead. The winners of the academic debate were the
old classical economists, especially the ‘Monetarists’, led by Milton
Friedman.

By the 1980s, however, the New Classical economists replaced the
Monetarists as king of the academic hill. The New Classical economists,
like the Monetarists before them, denied the validity and relevance of
Keynes’s general theory and its policy implications. Old and New Classical
economists insist that governmental policies cannot affect the long-run
‘natural’ rate of unemployment that is assumed to be predetermined and
preprogrammed by Mother Nature into the economic system.

Also in the 1980s, a younger generation of ‘New Keynesians’ arose to
challenge the New Classical theorists. Unfortunately, these New
Keynesians accepted the basic microfoundation logic of the classical
model, while their common sense suggested that the capitalist system did
not work as efficiently as the classical model suggests. Accordingly, these
New Keynesians invented all sorts of ad hoc constraints on the efficient
functioning of the classical model to show that unemployment is a tempor-
ary problem due to rigidities in the price system that will disappear in the
long run. Since the New Keynesians are too impatient to let the market
restore full employment in the long run, they advocate policies to speed up
the hypothesized market actions to achieve the long-run path. But these
New Keynesians never deal with the fundamental problems of uncertainty,
contracts, liquidity and money that Keynes identified as the source of the
major faults of the real economy in which we live.

The models of the Old Classical Monetarists, the New Classical econo-
mists, and even the New Keynesians provided the rationale and fig-leaf
political cover for many of the uncivilized economic policies that were
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adopted by government policy makers and central bankers in the last
quarter of the twentieth century. The result has been a significant decline
in the rate of economic growth and persistent high rates of unemployment
around the globe. And for some groups in the industrial nations as well as
some of the nations struggling to become more economically developed
there has been a regression in terms of economic progress compared to the
post-Second World War golden age of economic development.

1.4 DIFFERING VIEWS ON THE ROLE OF
FINANCIAL MARKETS

One of the main theoretical differences between the classical vision of how
an economy operates and Keynes’s general theory involves the role of
financial markets and their impact on the ‘real economy’ of production and
employment opportunities. For the classical scheme, free financial markets
are the efficient allocator of capital goods that promotes the economic
progress of society. In Keynes’s scheme of things, real world financial
markets provide liquidity and not necessarily efficiency. In good times the
liquidity of financial markets encourages capital accumulation and rapid
economic growth. In bad times, however, this appearance of liquidity in
financial markets is capable of producing persistent high rates of unem-
ployment, excess idle capacity, slow economic growth and even depression.
When fears of an uncertain future rise, ‘Money, or what Keynes called
liquidity, emerges, above all, as a strategy for calming the nerves’!! but at
what can be a terrible cost to the real economy.

In stark contrast to the emphasis that Keynes places on money and
liquidity for causing persistent unemployment, the fundamental classical
presupposition that dominates today’s academic economics profession
thought is that money, the demand for liquidity and financial market activ-
ity cannot affect the secular, long-run equilibrium real growth path of the
economy and the ‘natural rate of unemployment’. In other words, mone-
tary events have no impact on the long-run trend of the real economy; the
real and monetary sectors are independent of each other.

This fundamental classical belief in the independence of the real
economy from monetary and financial influences is labeled the neutral
money axiom.'2 By imposing this neutral money axiom as a fundamental
building block of ‘scientific economics’, today’s orthodox economists are
assuming that in the long run there is a natural rate of unemployment and
real future production flow that are already predetermined and cannot be
improved by any deliberate actions of governments. Since all mainstream
economists accept the neutrality of money as a fundamental article of
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faith, it is no wonder that logically consistent ‘talking heads’ economists
proclaim that fiscal policies aimed at increasing demand can only make
things worse in the long run. What they do not tell the public is that their
promotion of a laissez-faire government fiscal and regulatory orientation
as a socially desirable policy is an assumption rather than a conclusion of
their ‘scientific’ studies of the economic system in which we live.

Given their axiomatic foundation, classical theory can attribute systemic
short-run unemployment problems only to the existence of temporary
monopolies producing rigid prices and/or irrational government interfer-
ence in the market. Consequently, the only socially desirable goal of
government policy is to assure completely ‘liberalized’ (that is, unfettered)
free financial, product and labor markets so that the preordained long-run
outcome occurs closer in time to the present.

The classical neutral money axiom is similar in its policy implication to
the assumption of an unchanging gravitational constant in classical
Newtonian physics. In the latter, from the moment of the creation of our
solar system until its end in the far distant future, the immutable law of
gravity determines the path of the planets around the sun. Newton’s hea-
venly clockwork mechanism implies that any attempt by government to
repeal the law of gravity in order to affect the path of the planets is bound
to fail. By analogy, economists who build their economic models of the
world on the neutral money axiom are logically constrained to argue that
government interference in the marketplace to change the path of the eco-
nomic system is useless — or worse.

In a moment of surprising candor, Professor Oliver Blanchard, a New
Keynesian member of the economics faculty of the Massachusetts Institute
of Technology and the prestigious National Bureau of Economic
Research, has characterized all the macroeconomic models widely used by
mainstream economists as follows: ‘All the models we have seen impose the
neutrality of money as a maintained assumption. This is very much a
matter of faith, based on theoretical considerations rather than on empiri-
cal evidence’.!13 In other words, there is no empirical evidence underlying
the fundamental classical presumption of neutral money. Rather this belief
in neutral money is merely the dogma of mainstream economists that
permits them to claim that only the absence of governmental interference
to regulate markets can permit the economy to achieve its goal of efficiency
in our time. Mainstream economists are, in other words, assuming what
they pretend to be proving.

The first and second world wars, the stock market crash of 1929 and the
ensuing Great Depression had a strong influence on Keynes and others
who questioned the reasonableness of applying the neutral money axiom
to the world of experience while trying to explain the persistence of large-
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scale unemployment in the capitalist system. In developing the applicability
of his general theory to a market-oriented economy, Keynes specifically
argued that the neutral money axiom must be rejected in both the short run
and the long run.!“ It was the rejection of this and two other restrictive and
unrealistic classical axioms that permitted Keynes to develop his analytical
vision — a vision that generated successful postwar policy solutions to the
unemployment problem and the international monetary payments prob-
lems. The result was ‘the golden age of economic development’ that ended
in 1973 with the abandonment of Keynes’s policies by governments of the
free world.

The financial market crises of the 1990s, cumulating in the 1997 East
Asian currency crisis and the Russian debt default of 1998, induced a
seizing up of global financial markets in the fall of 1998 that almost pre-
cipitated a global market crash (while causing great economic suffering in
the real economy of many nations). The global economy still struggles with
the aftermath of these crises and the possibility that volatile financial
market episodes in the future will have real impacts of whole industries and
national economic systems. It is time once again to question the use of the
neutral money presumption and other restrictive classical axioms to
develop economic models that rationalize economic policies such as those
promoting liberalization of financial and labor markets, dismantling the
social safety nets for workers and so on and the resulting movement toward
a complete laissez-faire capitalist system.

1.5 FIVE KEY POINTS

There are five key points underlying Keynes’s analytical vision of the pros
and cons of the entrepreneurial economic system in which we actually live.
Comprehending the validity of these points can help governments design
institutions and policies that will promote economic prosperity and a
global civilized society for all in the twenty-first century.

These five points are:

1. The outstanding faults of an entrepreneurial society are its failure to
provide sustained full employment and its arbitrary and inequitable
distribution of income and wealth.

2. The failure to provide sustainable full employment is not due to supply-
side market imperfections such as monopolies or rigid money (or real)
wages. Hence policies designed (a) to increase wage-price and exchange
rate flexibility and (b) to liberalize financial markets will not solve per
se, and may well exacerbate, the unemployment problem.!3
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3. Government’s responsibility is to ‘exercise a guiding influence’ on
private spending decisions to assure that there is never a persistent
lack of effective demand for the products of industry. Government-
operating budgets should be balanced. If private spending fails to
produce full employment, then government should run a capital
account deficit to employ resources to produce, with the cooperation
of private initiative, additional productive facilities.!®

4. Persistent unemployed workers and excessive idle capacity create an
intolerable ‘public scandal of wasted resources’.!” The ultimate cause
of such a scandal is nested in the human weakness of speculation and
an obsession with liquidity. Consequently, a necessary condition for
solving the unemployment problem involves (a) dampening destabiliz-
ing financial speculation by assuring orderly financial markets and (b)
providing all the liquidity that entrepreneurs can use for ‘bank credit is
the pavement along which production travels, and the bankers if they
knew their duty, would provide the transport facilities to just the extent
that is required in order that the productive powers of the community
can be employed to their full capacity’.!

5. Liquidity is a double-edged sword. The good cutting edge provides an
orderly, well-organized market where financial assets can be readily
resold for cash. Liquid financial markets encourage savers to provide
funding to entrepreneurs for durable investments that savers would not
be willing to furnish if their investment was illiquid. Liquid markets
encourage financial asset holders to believe they have a fast exit strat-
egy to liquidate their position the moment they are dissatisfied with the
way matters are developing. Without liquidity, the risk of funding
investments as a minority owner would be intolerable.

The ‘bad’ edge of the sword appears when a strong bearish view
develops in financial markets. The resulting demand for liquidity
impedes the production of new investments even when real resources
are idle and available to be employed. The basic message of Keynes’s
General Theory is that too great a demand for liquidity can prevent
‘saved’ (that is, unutilized or involuntarily unemployed) real resources
from being employed to expand the economy’s productive facilities.

This volume is dedicated to explaining these five points and indicating
how once their applicability is understood, economists can help to promote
the possibilities of a civilized society.
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1.6 KEYNES, THE POET OF MONEY

Keynes’s criticism of classical economic theory ‘consisted not so much in
finding logical flaws in its analysis, as in pointing out that its tacit assump-
tions are seldom or never satisfied, with the result that it cannot solve the
economic problems of the actual world’.!® The discussion in this volume is
similarly oriented — not as an investigation of the intricate logical flaws in
the structure of Old and New Classical, or Old and New Keynesian the-
ories (though at times such flaws will be noted in passing).

Following Keynes, our analysis will be developed around some import-
ant characteristics of the economic system in which we live, namely:

1. The future outcomes of crucial economic decisions are uncertain in the
sense that these outcomes cannot be reliably predicted on the basis of
past or current market data. As Nobel Laureate John Hicks noted, for
economic models to reflect the world in which we live they must incor-
porate the idea that decision makers ‘know’ that they do not know what
will ‘happen’.2® Crucial economic decisions are made in the light of an
unalterable past, while moving toward an uncertain, perfidious future.

2. Production takes time and therefore if long-duration productive pro-
cesses are to be undertaken by entrepreneurs, they must make money
contractual commitments in the present involving performance and
payments at specified dates in the uncertain future,

In contrast to these fundamental characteristics of the economy in which
we live, classical theory presumes:

1. Decision makers on average ‘know’, if not with perfect certainty at
least in the sense of statistically significant (reliable) forecasts, all the
possible future outcomes for all possible decisions that can be taken
today. In other words, decision makers are presumed to have ‘rational
expectations’ regarding all possible future outcomes and therefore
cannot make persistent mistakes. If one assumes people can on average
reliably predict the future, then it follows that bureaucrats in govern-
ment, the IMF, or the World Bank, cannot make better decisions than
individuals do in a liberalized market environment.

2. If any contracts are entered into at market prices other than those deter-
mined by the assumed to exist preprogrammed long-run real outcomes
of the economic system, parties to such ‘false trade’ contracts can
recontract their commitments without a penalty in order to reach the
‘correct’ equilibrium price. In other words, it is assumed that any errors
made by people in free markets can be corrected by recontracting
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without costs to themselves or to society. Classical theory implicitly
assumes that it is always possible to costlessly correct any individual
errors of foresight, thereby reinforcing the notion that there is no need
for government to try to correct economic problems as they arise.

3. When the economy is on its equilibrium growth path, decision makers
are making choices that are completely consistent with the economy’s
long-run (presumed to exist) most efficient preprogrammed path.

It is only when we remove classical restrictive axioms underlying how
‘rational’ decision makers operate in a market-oriented, money-using,
entrepreneurial economy that we can analyse the role of financial markets
and money in the real world. For as Keynes wrote:

For the importance of money essentially flows from its being a link between the
present and the future. We can consider what distribution of resources between
different uses will be consistent with equilibrium under the normal economic
motives in which our views concerning the future are fixed and reliable in all
respects; — with a further division, perhaps, between an economy which is chang-
ing and one subject to change, but where all things are foreseen from the begin-
ning [that is, a world of rational expectations?!]. Or we can pass from this
simplified propaedeutic to the problems of the real world in which our previous
expectations are liable to disappointment and expectations concerning the
future affect what we do today. It is when we have made this transition that the
peculiar properties of money as a link between the present and the future must enter
into our calculations . . . we cannot even begin to discuss the effect of changing
expectations on current activities except in monetary terms.??

Mainstream economists assume that booms and slumps are merely
random shock-induced episodes superimposed on the preprogrammed
long-run steady-state equilibrium growth path. Today’s Post Keynesian?3
followers of Keynes, on the other hand, argue that the actual historical path
of real world economies is not one which can be decomposed logically into
independent secular trend and short-run trade-cycle aspects. Such a dichot-
omous construction is merely the handiwork of the classical economist’s
imagination, and if accompanied by empirical analysis of the historical
record it is likely to be the artistic creation of the econometrician misapply-
ing the basic tools of the statistician.

It is only in a world where the future is uncertain that the importance of
money, contractual arrangements, and financial market activity becomes
predominant in determining future real world outcomes. Lord Skidelsky,
Keynes’s biographer, insisted that the basic theme of Keynes’s General
Theory was that ‘monetary forces were not temporary disturbances . . . they
entered fundamentally into the determination of equilibrium states. All
economic values were monetary values, which meant that the theory of
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money and the theory of production could not be separated’.2* It was
Keynes’s liquidity preference theory of money and financial markets that
was the revolutionary aspect of Keynes’s analysis.

For putting forth this view of the revolutionary aspect of Keynes’s
General Theory, Skidelsky notes that ‘Don Patinkin has reproached me
[Skidelsky] with having adopted a “post-Keynesian” interpretation of
Keynes’s economics’.25 And Skidelsky’s response to Patinkin’s reprimand is
‘If T am guilty of this fallacy, I can say only that this is how Keynes’s eco-
nomics appeared to me’.

If the biographer of Keynes is to be believed, it is the Keynes-Post
Keynesian view that the essential properties of money and the reasons why
savers demand money (and other liquid assets) to hold as a store of wealth
rather than using their savings to buy and hold durable real capital goods
produced by industry that is the foundation upon which the Keynes’s prin-
ciple of effective demand is based (this principle will be explained in the
next chapter). As Skidelsky pointed out:

Keynes is the poet of money. The struggle between consumption and . . . invest-
ment . . . is fought with the weapons of goods and money, and it is money, ulti-
mately — in chapters 15 and 17 [of The General Theory] — which controls the
outcome . . . [money] is first and foremost a store of value, an alternative to con-
sumption and investment, a ‘subtle device’ through which the fear of the future
takes its revenge on the hopes of the present.26

1.7 A BRIEF OUTLINE OF THIS MONOGRAPH

To understand this ‘poet of money’ argument we shall have to first develop
the analytical tools and concepts that were the basis of Keynes’s general
theory and then explain their relevance for entrepreneurial hiring and
production decisions in a money-using, market-oriented, contractual
economy.

Chapter 2 develops the analytical concepts that are the basis for Keynes’s
poetry of money. As such, the chapter is full of technical apparatus and
professional jargon. It will be of most interest to professional economists
but it may put off the more general reader. I therefore suggest that the
general reader, who is not interested in the theoretical apparatus underly-
ing the general theory will lose little by omitting initially Sections 2.3-2.5
and Appendix 2A2 of this chapter.

Chapter 3 discusses how the various schools of economic thought have
attempted to explain economic reality where the economic future cannot be
reliably predicted while the success or failure of today’s crucial economic
decisions depends on outcomes that will only be known when the future
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becomes the immediate past. Three restrictive classical axioms that Keynes
argued are inapplicable to a market economy are discussed and the impli-
cations that this overthrowing of classical axioms has for a money-using
economy.

Chapter 4 draws a distinction between the concept of investment as the
purchasing of newly produced capital goods and investment as the pur-
chase of financial assets on an organized market. Chapters 5 and 6 then
delve into the question of why people want to be liquid and how that affects
the bull and bear behavior in financial markets. The role of the banks and
nonbank financial intermediaries in promoting investment and providing
liquid assets for savers is discussed. Chapter 7 explains how savers’ deci-
sions regarding what liquid financial assets to use as a store of value can
create instability in economic growth rates even when planned savings
exactly equals planned investment.

The discussion in these early chapters is restricted to what economists
call a ‘closed economy’, that is, an economic system where there is no trade
with foreigners and the same currency is used to denominate all contrac-
tual transactions. Chapter 8 introduces into the analysis the complications
of an ‘open economy’ with foreign trade, and international contracts and
payments made with different currencies. Chapter 9 discusses how imbal-
ances between the value of exports and the value of imports affect pay-
ments between nations and impacts the real economic growth that any one
nation can maintain in a global economic system.

Chapter 10 discusses the problem of liquidity in an international setting
where the exchange rates between different currencies can be either fixed or
variable. Chapter 11 answers the question as to why, if international finan-
cial markets are as efficient as mainstream economists claim, there has been
so much volatility in these markets in the last decades of the twentieth
century. Chapter 12 examines the flaw in the Tobin tax proposal that has
been presented as the policy for reducing volatility in both domestic and
international financial markets. Chapter 13 raises the question as to
whether the recurring international currency crises can be fixed by patch-
ing up the existing international payments system to prevent liquidity leaks
(the plumbing solution) or whether an entire new international payments
system (a new financial architecture) is required. The flaws in the publicly
discussed plumbing prescriptions are explained. Chapter 14 provides a new
financial architectural plan for international payments based on Keynes’s
‘poetry of money’. This proposal is then compared with two more classical
architectural proposals that have been developed by John Williamson and
Ronald McKinnon respectively. As this book manuscript was being com-
pleted, the terrorist attack of September 11, 2001 took place. The attack
augmented the uncertainty and fear of the future already existing as the
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global economy teetered on a worldwide recession. Chapter 15 raises the
question as to whether the global financial community will try to muddle
through the resulting economic dislocations, or will nations recognize the
positive role that governments can play in rebuilding a strong financial capi-
talist system.
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2. Keynes’s principle of effective
demand

Keynes’s general theory demonstrated that even a competitive economy
with instantaneously flexible wages and prices can suffer from persistent
high levels of unemployment. To understand why this can occur, it is nec-
essary to discuss the major aspects of Keynes’s analytical framework. Some
rather technical matters are discussed in Sections 2.3-2.5 and Appendix
2A2 of this chapter. Those general readers not interested in these analyti-
cal intricacies can skip these portions of the current chapter.

2.1 ISLACK OF COMPETITION THE
FUNDAMENTAL CAUSE OF UNEMPLOYMENT?
LIQUIDITY VERSUS SAY’S LAW

Long before Keynes developed the principle of effective demand in his
general theory, classical economists ‘explained’ that unemployment was the
result of short-run ‘imperfections’ or monopoly elements on the supply side
of the market system. These imperfections took the form of rigidities in the
money wage rate (and/or product prices) due to noncompetitive labor and
product markets.! If the government did not interfere during this tem-
porary period of unemployment, then the resulting weak markets would
induce increased competition that would weed out these imperfections
leaving a stronger, more powerful economy to carry on. In the long run, the
causes of these imperfections would always be liquidated by market forces
and full employment of resources would be restored. If, on the other hand,
the government intervened in economic matters during these temporary
periods of unemployment, then the economic situation could only dete-
riorate and the economy would take a longer time to right itself.

In true Social Darwinian fashion, classical theory asserted that episodes
of unemployment and depression were merely symptoms of nature’s law of
the jungle where the market environment killed off the weak and inefficient
and thereby assured the ‘survival of the fittest’. When the economic system
purged itself of all its inefficient elements, it would generate full employ-
ment and prosperity for all the efficient survivors.

17



18 Financial markets, money and the real world

A wonderful example of this classical prescription is revealed in the
memoirs of Herbert Hoover, the President of the United States during
the onset of the Great Depression. Whenever the President wanted to take
positive action to end the depression, his Treasury Secretary, Andrew
Mellon, always cautioned against government action and offered the same
advice. ‘Mr. Mellon had only one formula. Liquidate labor, liquidate
stocks, liquidate the farmer, liquidate real estate. It will purge the rottenness
out of the system . . . People will work harder, lead a more moral life’.2

Keynes, on the other hand, argued that the fundamental cause of unem-
ployment was not any imperfections such as monopoly elements, or wage
rigidities in labor markets. Rather the cause was nested in the peculiar prop-
erties possessed by money and liquid assets which, in bad times, encour-
aged people to try to liquidate assets. A lack of effective demand could not
be automatically cured by weak market forces ‘purging the rottenness
[monopoly elements] out of the system’. Keynes noted that it is the non-
neutrality of money (due to the attributes of any assets that possess liquid-
ity) in both the short and long runs, and not to any degree of monopoly or
other imperfection on the supply side of product or labor markets, that is
the fundamental cause of persistent unemployment in the entrepreneurial
economy in which we live.

In the very first paragraph of The General Theory Keynes challenged the
classical explanation for unemployment and its proposed remedies when he
wrote:

I have called this book the General Theory of Employment, Interest and Money,
placing the emphasis on the prefix general. The object of such a title is to con-
trast the character of my arguments and conclusions with those of the classical
theory of the subject . . . which dominates economic thought, both practical and
theoretical of the governing and academic classes of this generation, as it has for
a hundred years past . . . [ shall argue that the postulates of the classical theory
are applicable to a special case only and not the general case . . . . The charac-
teristics of the special case assumed by the classical theory happen not to be
those of the economic society in which we actually live, with the result that its
teaching is misleading and disastrous if we attempt to apply it to the facts of
experience.’

The nineteenth-century economic proposition known as Say’s Law is the
foundation of the classical argument that a free market system inevitably
generates full employment. Keynes was convinced that weaker classical
economists did injury to their logical consistency when they espoused Say’s
Law of markets while simultaneously making less than perfectly flexible
wages and prices the necessary condition for explaining unemployment.

Say’s Law evolved from the writings of a French economist, Jean Baptiste
Say, who in 1803 claimed that ‘products always exchange for products’. In
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1808, the English economist, James Mill, translated Say’s French language
dictum into ‘supply creates its own demand’. Mill’s phraseology has since
been established in economics as Say’s Law. It was this economic law that
Keynes railed against in his General Theory.

2.2 SAY’S LAW

A simplified explanation of Say’s Law is as follows: the sole rational expla-
nation of why people work to produce, that is supply, things for the market,
is to earn income. Engaging in income-earning productive activities is pre-
sumed to be disagreeable. The more hours one works the more disagreeable
or unpleasant is the work, that is, in the jargon of economists, the mar-
ginal disutility of working increases with hours per week worked.

On the other hand, only the products of industry provide utility or hap-
piness for people. The best things in life are not free. Accordingly, people
are willing to work as long as the income they earn permits them to pur-
chase goods and services that provide sufficient utility to compensate for
the unpleasantness of engaging in their income-earning activity. If people
are rational utility maximizers, then all income earned in the market by the
selling of goods and services should be spent to buy (demand) things pro-
duced by others. The very act of production generates enough income, and
therefore the demand for utility-generating goods and services, to purchase
everything produced. Business people seeking profits will always be able to
find sufficient demand for any output produced by the workers they hire.
There is, in a Say’s Law world, never any obstacle to full employment since
everything produced by workers can always be bought by the income
earned in the production process.

Under Say’s Law, goods always exchange for goods. Money is only a ‘veil’
behind which the real economy operates unhampered by financial consid-
erations. The notion that money is merely used as an intermediary in the
exchange of goods for goods is encompassed, in the lexicon of economists,
by the classical neutral money axiom. If money is neutral, then there is no
inherent obstacle in a competitive economic system to prevent output and
employment from being at the maximum flow possible given the size of the
population and the technology available to producers.

If unemployment is observed, classical economists argued, it is because
idle workers refuse to accept a job at a wage rate low enough to equate the
demand for labor with the available supply of labor. In other words it is the
truculence of labor resisting job offers at a market equilibrium wage that
creates the perception of large numbers of unemployed. The logic of classi-
cal theory implies that unemployed workers are not to be pitied (as bleeding
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heart liberals would like us to believe) for it is the workers” market-defiant
behavior of refusing to accept lower wages that cause them to remain idle.
Classical theory provides the rational for Andrew Mellon’s advice to
President Hoover. When the unemployed workers have starved long
enough, they will be less truculent and ‘will work harder, lead a more moral
life’.

The only full employment policy that government should undertake is to
make sure financial markets and labor markets are free of government
interference so that wages and other fringe benefits fall rapidly in periods
of unemployment. Legislation that reduces the power of labor unions as
well as repeals minimum wage laws are desirable, for these laws would
remove supply-side rigidities from the determination of the wage rate.
Hardheaded classical theorists would also suggest that unemployment
compensation laws and other laws providing a social safety net (for
example, welfare payments to the poor) merely increase workers’ bellicose
behavior and permit workers to refuse to accept reduced market wages for
their labor. The repeal of such legislation would therefore be socially desir-
able; workers would become more docile and ready to accept lower wages,
thereby making them employable.

Keynes, on the other hand, stated that the classical economists’ claim
that curing unemployment required cutting wages is an ‘ignoratio elenchi’.*
In other words, in blaming workers’ refusal to accept lower wages, classical
theorists are engaged in offering a ‘proof” that is irrelevant to the question:
‘What causes unemployment in the entrepreneurial economy in which we
live?’. Keynes compared this ‘ignoratio elenchi’ of classical economists to
an explanation that might be given by Euclidean geometers in a
nonEuclidean world

who, discovering that in experience straight lines apparently parallel often meet,
rebuke the lines for not keeping straight — as the only remedy for the unfortunate
collisions which are occurring. Yet in truth, there is no remedy except to throw
over the axiom of parallels and to work out a non-Euclidean geometry.
Something similar is today required in economics. We need to throw over the . . .
postulate[s] of the classical doctrine and to work out the behaviour of a system
in which involuntary unemployment in the strict sense is possible.’

By throwing over three fundamental classical axioms (see Chapter 3),
Keynes was able to develop his principle of effective demand in The General
Theory as the analogue of a ‘nonEuclidean’ economics explanation of the
existence of persistent unemployment in the real world. Keynes demon-
strated that the classical assumptions of the existence of wage and price
rigidities and monopoly elements are neither a necessary nor a sufficient
condition to explain unemployment, recessions and sluggish economic
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growth. Nor will cutting wage rates, ceteris paribus, increase the number of
workers hired in a money-using, entrepreneurial economy.®

2.3 CLASSIFICATION AND THE PRINCIPLE OF
EFFECTIVE DEMAND

In his biography of Keynes, Roy Harrod wrote: ‘Classification in econom-
ics, as in biology, is crucial to scientific structure . . . It was Keynes’s extraor-
dinarily powerful intuitive sense of what was important that convinced him
that the old classification was inadequate. It was his highly developed
logical capacity that enabled him to consider a new classification of his
own’.’

In order to explain why Say’s Law ‘is not the true law relating the aggre-
gate demand and supply function’,® Keynes developed a new classification
scheme for handling demand factors compared to the way demand is cate-
gorized in classical economics. Say’s Law specifies that the total of all
expenditures on the products of industry (aggregate demand) is always
exactly equal to the total costs (including gross profits) of aggregate pro-
duction (aggregate supply). Moreover, the more workers employed, the
greater the total costs of production and pari passu total spending. Letting
D" symbolize aggregate demand and Z" aggregate supply (both measured
in wage units, that is, nominal values deflated by the money-wage rate), then
one can specify:

DY =f(N) @.1)
and
Zv=£.(N). (2.2)
Say’s Law asserts that
SAN)=£N) 2.3)

‘for all values of N, i.e., for all values of output and employment’.? In an
economy subject to Say’s Law, the total costs (including profits and rents)
of the aggregate production of firms (whether in pure competition or not)
are recouped by the sale of output. There is never a lack of effective
demand. The aggregate demand and aggregate supply curves as expressed
in equations (2.1) and (2.2) coincide (see Figure 2.1). In a Say’s Law
economy, there is never an obstacle to full employment, no matter what the
degree of price flexibility in this system.
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To develop the ‘true law’ relating the aggregate demand and aggregate
supply in a money-using, market-oriented, entrepreneurial economy,
Keynes indicated that the aggregate demand and aggregate supply func-
tions, f(N) and f.(N), need not be coincident (see Figure 2.2). Keynes devel-
oped a logical argument of why, as a general case, there is no necessity for
the determinants of the aggregate demand function to be identical with the
determinants of aggregate supply. Instead these aggregate demand and
supply functions, like Marshallian micro demand and supply curves,
tended to be equal to each other only at a single point of intersection. This
intersection Keynes called the point of ‘effective demand’.!0

As equation (2.1) suggests, classical theory fitted all expenditures into a
single category of aggregate demand, D" (where DY is determined entirely
by the same determinants as aggregate supply). Keynes taxonomically
differentiated his theory from classical economics by dividing all expendi-
tures into two demand classes, that is,

DY=D", +D",=f(N). (2:4)

D", was defined as representing a// expenditures which ‘depend on the level
of [current] aggregateincome and, therefore, on the level of employment N”: 11

DY, =f,(N). 2.5)

In other words, the first expenditure class, D", is determined by all the
factors that determine aggregate supply. Nevertheless, there is a second
class of expenditures, D",, that represents a/l expenditures not related to
current income and employment and therefore determined by different
determinants than those of the aggregate supply function, that is,

D", # fIN). (2.6)

To demonstrate that his dichotomous demand classification scheme was a
general analysis that could lead to unemployment equilibrium, Keynes had
to explain why his second expenditure category, D",, is not related to
current income and employment by being equal to ‘planned’ saving (where
the latter is defined as f.(N) — f;(V)).

If, as classical theory assumes, D", spending is always equal to planned
savings out of any level of current income, then

D", =f.N) - f(N) (2.6)

and

D= D"+ D"y =f(N)+£(N) =) =L (). @)
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Comparing equation (2.7) and equation (2.2), shows that, if planned
savings is assumed to be equal to planned investment,!? then aggregate
demand and supply are identical and therefore Say’s Law is applicable.

To assure that equations (2.6) and (2.7) are not a general case, Keynes
asserted that those future outcomes associated with today’s crucial invest-
ment decisions are uncertain in the sense that the future cannot be either
perfectly foreknown or statistically predicted by analysing past and current
market price signals.!?

In an uncertain environment, expected future profits, the basis for
current D", investment spending in a simple two-sector model, can be
neither reliably forecasted from existing market information, nor endog-
enously determined from today’s ‘planned’ savings function (f.(N) —f,(N)).14
Rather, investment expenditures depend on the exogenous expectations of
entrepreneurs about future profitability, or what Keynes called ‘animal
spirits’. Thus investment spending is not related to aggregate supply
(income) and employment, that is,

D¥, # fIN) (2.8)

in either the short or long runs.

Explicit recognition of the possibility of two distinct and independent
classes of current demand expenditures for producible goods and services
required Keynes to throw over the aforementioned classical axioms. The
resulting smaller axiomatic foundation underlies Keynes’s claim that his
enunciation of the principle of effective demand provides a more general
theory of employment equilibrium than classical theory. The expanded
axiomatic base of classical theory indicates that the latter is ‘a special case
only and not . . . the general case’ where the category of ‘all expenditures
not related to current employment’ will never contain any spending items.
In terms of equation (2.4) classical theory states:

Dv,=0 (2.9)
and therefore

D =f(N)=fN)=Z (2.10)

for all values of N.

After demonstrating that the classical theory is a special case of a
general theory, the next logical task is to explain why ‘the characteristics of
the special case assumed by classical theory happen not to be those of the
economic society in which we actually live’.!> Keynes had to demonstrate
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that even if D",=0, the D", function would not be coincident with his
macro analogue of the age-old supply function.!¢ To do this Keynes jetti-
soned the classical axioms of neutral money (where the possession of
money per se provides no utility) and the axiom of gross substitution. If
the possession of money and other liquid assets is deemed to provide
security against an uncertain future in a way that the products of industry
cannot, then a wutility-maximizing person will want to withhold some
income from the purchase of producible goods and use this portion of
one’s income to purchase liquid assets as resting places for savings — es-
pecially as one’s income increases. Consequently, in an entrepreneurial,
money-using economy, there is a fundamental psychological law where the
marginal propensity to spend income on the products of industry is less
than unity,!” that is, people will save a portion of their income in the form
of liquid assets rather than the products of industry. It therefore follows
that the general statement for the behavioral aggregate D", function under-
lying Keynes’s principle of effective demand in a money-using, entrepre-
neurial economy is:

D, =/,(N) # f(N). 2.11)

Planned savings (f,(N) — f(IV)) is equal to the amount out of current
income that utility-maximizing agents plan not to spend on the products of
industry. The decision to save today means ‘a decision not to have dinner
today. But it does not necessitate a decision to have dinner or to buy a pair
of boots a week hence or a year hence or to consume any specified thing at
any specified date’.!8

By proclaiming a ‘fundamental psychological law’ associated with ‘the
detailed facts of experience’ where the marginal propensity to spend out of
current income on the products of industry is always less than unity,
Keynes finessed the possibility that classical theory’s equation (2.10) is ever
applicable to the world in which we live. If the marginal propensity to spend
is always less than unity, then f;(N) would never coincide with f.(N), even if
Dv,=0.

The basic message of Keynes’s principle of effective demand is that (for
a given level of entrepreneurial investment spending) too great a demand
for savings in the form of liquid assets can prevent ‘saved’ (that is, unuti-
lized or involuntarily unemployed) real resources from being employed to
expand the economy’s stock of productive facilities.!” The unemployment
problem is basically always a liquidity problem.



26 Financial markets, money and the real world

24 WHY FLEXIBLE WAGES DO NOT ASSURE FULL
EMPLOYMENT

We have now developed the tools and concepts necessary to explain why
persistent unemployment can exist even in a purely competitive economy
that possesses completely flexible prices and money-wages. We can demon-
strate that classical economists are assuming, rather than proving, that flex-
ible wages and prices assure full employment when they assert that

1. rigidity of wages and prices per se is the only necessary and sufficient
condition for the existence of an involuntary unemployment equilib-
rium, and therefore

2. reducing the wage rate will automatically increase employment until
full employment is obtained.

In Figure 2.3, assume a discrete one-time exogenous decline in the aggre-
gate demand function from D’  to D, . If nothing else occurred, employ-
ment would fall from N,to N, as the point of effective demand declines
from point F to point A. Even if money wages and product prices instan-
taneously fall, however, the aggregate supply function, Z  in Figure 2.3,
will be unchanged, since aggregate supply is measured in terms of mone-
tary sums deflated by the appropriate money-wage rate. If wages and prices
are instantaneously flexible, then when the money-wage declines, the
money aggregate sales proceeds (Z£) declines proportionately, but there is
no change in the monetary aggregate supply proceeds deflated by the
money-wage rate at any level of employment. Having fixed the position of
the aggregate supply function measured in terms of the money-wage unit
by construction, Keynes can insist that for classical economists to demon-
strate that completely flexible wages and prices will restore full employment
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after an exogenous decline in the aggregate demand function, they must
demonstrate what the effects of the assumed instantaneous decline in all
wages and prices have on the two components (D", and D",) of the aggre-
gate demand function. In other words, by deflating aggregate supply by the
money-wage, Keynes has fixed one blade of the aggregate demand — aggre-
gate supply scissor (to use Marshall’s scissor analogy) so that any change
(cutting of the employment cloth) must be explained by movements in the
aggregate demand blade of the scissor.

As Keynes put it: ‘the precise question at issue is whether the reduction
in money-wages will or will not be accompanied by . . . an aggregate
demand . . . which is somewhat greater measured in wage units’.20 Classical
analysis, however, has no answer to this precise question. Keynes’s analy-
sis,2! on the other hand, involved tracing how a change in money-wages and
prices affects both the D", and D", components of the aggregate demand
function when both are measured in wage units.

Keynes’s parameterization of the money-wage forces the classical
analyst to evaluate how any hypothesized change in the money-wage works
through the D", and D", components of aggregate demand. If the classi-
cal theorist’s claim that a too high wage causes unemployment and a suffi-
cient decline in the wage (that is, flexible wages) per se will always cure the
unemployment problem is to be proven, then the classicist must demon-
strate that a fall in the wage rate will increase some component of aggre-
gate demand measured in terms of the wage unit.?

2.5 SOME FURTHER CLARIFICATIONS

Since Keynes’s aggregate supply and demand curves are behavioral func-
tions and since only the aggregate demand function is fully developed in
detail in The General Theory, some economists have suggested that
Keynes’s analysis of the aggregate supply function remains incomplete.
When his colleague Dennis Robertson raised the same issue in 1935,
Keynes explained he was quite willing to accept the classical theory’s
explanation of the behavior of profit-maximizing sellers as the basis of
his aggregate supply analysis. Hence there was no need to spend much
time on the aggregate supply function. Moreover, by fixing the position
of the aggregate supply function (by constructing it in terms of the wage
unit), the degree of competition between sellers underlying the aggregate
supply curve is not important. Fixing the position of the aggregate
supply function lays all the emphasis on changes in the aggregate demand
function for explaining the cause of change in the level of employment
hiring.
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Keynes specifically denied that his aggregate supply function required
imperfect competition to explain the persistence of involuntary unemploy-
ment, in his 1939 rebuttal of Lorie Tarshis’s and John Dunlop’s claim that
imperfectly competitive supply-side market conditions are a necessary con-
dition for involuntary unemployment. Keynes responded that he readily
accepted ‘the prevailing generalization at the time I was writing my General
Theory . . . for a closed system as a whole. In a competitive system prices
are governed by marginal costs’.23 but even then involuntary unemploy-
ment equilibrium can be shown to exist. In response to Tarshis’s criticism,
Keynes indicated that his willingness ‘to concede a little to the other view’
of pure competition was for the purpose of showing that the principle of
effective demand does not assure a full employment output even if a purely
competitive flexible price system exists24.

The revolutionary aspect of Keynes’s analysis lies in his liquidity prefer-
ence theory of money. In a money-using, entrepreneurial economy, liquid-
ity is essential to meet contractual liabilities as they come due. What
Keynes’s principle of effective demand demonstrates is that the unemploy-
ment problem is nested in three words ‘liquidity, liquidity, liquidity’.

APPENDIX 2A1 A SIMPLE ILLUSTRATION OF THE
PRINCIPLE OF EFFECTIVE DEMAND

Keynes’s aggregate supply function represents the relationship between
entrepreneurs’ expected sales revenues tomorrow and the amount of labor
hiring today that the entrepreneur requires to produce sufficient output to
meet tomorrow’s expected demand. In Figure 2A1.1, the aggregate supply
curve (Z) emanates from the origin to indicate that if entrepreneurs expect
zero sales revenue tomorrow they will hire zero workers today. If, on the
other hand, they expect to sell $z; worth of goods in the future, they
will hire n, workers today. Alternatively, if they expect a greater profit-
maximizing sales revenue of $z, tomorrow (where z,>z,), they will hire n,
workers today, while if $z sales are expected then ny workers will be hired
(where z;>z,>z)). Accordingly, the aggregate supply curve is drawn (in
Figure 2A1.1) as upward sloping to represent the common sense notion
that if entrepreneurs expect to sell more, they will hire more workers.

The aggregate demand function (D) represents the desired expenditures
of all buyers at any level of aggregate employment. In Figure 2A1.1, D is
drawn as upward sloping, but independent of the aggregate supply func-
tion (Z). The positive slope of D represents the notion that if employment
is larger, more income is earned, and therefore the demand for (spending
on) goods and services will be larger.
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Figure 241.1 Illustration of the principle of effective demand

The curves in Figure 2A1.1 are drawn to illustrate why a less than full
employment equilibrium situation can occur. For descriptive simplicity
assume that the production of the economy can be represented as an aggre-
gation of what happens on a single tomato farm. On Monday morning,
our representative entrepreneur, Farmer Brown, has to decide on the
number of workers to hire to harvest sufficient tomatoes to maximize
profits at next Saturday’s market. Assume (as in Figure 2A1.1) that Farmer
Brown expects his profit-maximizing sales next Saturday to be z, dollars
(say $1000) worth of tomatoes. According to this supply schedule he has
calculated that hiring n, workers to produce g, tomatoes will bring in rev-
enues of z, (where z;=p,q,, and p, is the price Farmer Brown expects to
be able to sell ¢, tomatoes). The resulting n, workers hired by Farmer
Brown toil all week and receive their week’s pay on Friday night from their
employer.??

On Saturday morning, Farmer Brown takes his harvested tomatoes to
market. At 8§ a.m. the market opens and consumers (mainly, but not only,
the employees of Farmer Brown and the other entrepreneurs in the system)
come to market with the income they received the night before. Farmer
Brown expects to sell the last tomato he has brought to market to the last
customer expected to arrive a few seconds before closing time (5 p.m.). If
his expectations regarding demand are met, then he correctly guessed the
size of the market when he made his hiring decision last Monday morning.

From Figure 2A1.1, we can see that if in the aggregate, all entrepreneurs
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hire the equivalent of n, workers, then the planned spending of buyers that
make up the level of aggregate demand will be equal to d, (=p,q,, where
q,4>>4,) - As drawn in Figure 2A1.1, planned spending exceeds the amount
entrepreneurs expected to sell (d,>z,). Several hours before the market
closes (say 3 p.m.) Farmer Brown (representing all entrepreneurs in the
system) finds he has sold his last tomato. For the rest of the market day dis-
appointed buyers arrive at Farmer Brown’s counter trying to purchase
tomatoes, but his shelves are bare.26

On the following Monday morning Farmer Brown must again choose the
number of workers to hire based on this Monday’s expectations of sales for
the following Saturday. Assume that Farmer Brown kept a record of how
many tomatoes last Saturday’s disappointed buyers said they would have
bought had he still had tomatoes for sale. Brown may adopt the d, poten-
tial expenditures of last Saturday as the best estimate of next Saturday’s
sales proceeds (z,), that is, z, (=p,g,). According to Figure 2A1.1, Farmer
Brown will therefore hire n, workers in the expectation of earning z,
revenue. Again, the workers labor in the fields and are paid on Friday
evening.

Farmer Brown arrives at Saturday’s market with g, tomatoes that he
expects to sell at a price of p,. The market doors open at 8 a.m. and buyers
keep arriving at Farmer Brown’s counter during the market day. From
Figure 2A1.1, we see that Farmer Brown has underestimated again this
Saturday’s demand for tomatoes which will be d, (= p,q,, Where q,, > g¢,).
The presumed unforeseen increase in demand is the result of more workers
being hired and therefore swelling the number of income earners who are
tomato buyers).

As drawn in Figure 2A1.1, Farmer Brown’s underestimate of market
demand is less than it was last Saturday, that is,

(dy—z)) <(d,—z,).

Consequently, this Saturday Farmer Brown will not sell his last tomato
until later in the day than last Saturday, say 4:15 p.m.

How many workers will representative Farmer Brown hire on the follow-
ing Monday, and on each Monday after that? If this hypothesized process
of adjusting expectations of next week’s sales proceeds in the light of the
past week’s revenues plus evidence of disappointed buyers continues, then
Farmer Brown’s hiring decisions will tend to follow the dotted line in Figure
2A1.1 until Farmer Brown expects sales proceeds equal to z,, when he hires
n, workers. Since d,=z,, on that Saturday Farmer Brown will sell his last
tomato just as the clock strikes 5 p.m. and the market closes. There are no
frustrated buyers. Farmer Brown (representing all entrepreneurs) realizes
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that his expectations of sales are just being met and there should be no
further incentive to change employment plans.

Consequently, as long as the aggregate demand curves remain as drawn
in Figure 2A1.1, then once entrepreneurs have hired the equilibrium level
of employment (n,), their expectations of sales are just being fulfilled by
buyers’ demands and there is no reason for them to alter their hiring
plans.

This intersection of the aggregate supply and demand functions, point E
in Figure 2A1.1, is designated the effective demand by Keynes.?’ The point
of effective demand?® can occur at any level of employment — even one
where all workers who wish to work at the going real wage will not be
employed.

APPENDIX 2A2 DERIVING KEYNES’S
AGGREGATE SUPPLY AND DEMAND ANALYSIS
FROM MARSHALLIAN MICRO DEMAND AND
SUPPLY FUNCTIONS

Keynes argued that money value and employment are the two ‘fundamen-
tal units of quantity’? to be used when dealing with macroeconomic rela-
tionships. The aggregate sales proceeds and intended demand purchases in
Keynes’s aggregate supply and demand functions are always measured
either in money value terms or in a money value deflated by the money-
wage. This deflator Keynes called the wage unit.

Keynes’s aggregate supply function is derived from ordinary Marshallian
micro flow- supply functions.’® The aggregate supply function relates the
aggregate number of workers (V) that profit-maximizing entrepreneurs
would want to hire for each possible level of expected sales proceeds (Z) —
given the money-wage rate, technology, the degree of competition (or
monopoly), and the degree of integration of firms.

For any given degree of integration, gross domestic product (GDP) is
directly related to total sales proceeds. If each firm is fully integrated from
raw material production to finished product sales then aggregate sales pro-
ceeds equals GDP in monetary terms

The aggregate supply function in monetary terms is specified as:

Z=f,(w, N) (2A2.1)

or in money-wage unit terms as:

Z,=H{N) (2A2.2)
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where Z is measured in money units and Z_ is in terms of wage units, while
N is hiring in terms of employment units.

For purposes of simplicity and ease of comparability with the ordinary
Marshallian micro supply function, only the form of equation (2A2.1) will
be developed. Equational form (2A2.2) of the aggregate supply function
can be derived by dividing all money sums expressed in equation (2A2.1)
by the money-wage rate.

The Marshallian flow-supply curve for each firm indicates the profit-
maximizing output possibilities for alternative market demand conditions
facing the firm. The profit-maximization condition is

p(-1IE, )= MC, (2A2.3)

where p is the market price, |E,/ is the absolute value of the price elasticity
of demand facing the firm for any given level of effective demand, 1/1E ] is
the firm’s degree of monopoly () and MC;is the marginal cost schedule
facing the firm. The supply schedule of any profit-maximizing firm (s) is
related to its marginal cost and its degree of monopoly,

5p=[MCpps). (2A2.4)

Assuming labor is the only variable input in the production process, the
firm’s marginal cost equals the money-wage (w) divided by the firm’s mar-
ginal productivity of labor (mp,) where the latter is a function of hiring by
the firm and the laws of returns involved in the technology of the firm, that
is,

MC, = w/mpf. (2A2.5)

For any given ‘law of returns’ facing the firm, there will be a different mar-
ginal production cost structure. With diminishing returns, marginal pro-
duction costs increase with increasing output. With constant returns to
labor, marginal production costs are constant. With increasing returns,
marginal costs decline with increases in output and employment.?!

For a perfectly competitive firm, |E,|=o, the firm has no monopoly
power (= 0). In this case, the marginal cost schedule of the firmis its flow-
supply curve. For conditions of less than perfect competition, the degree of
monopoly will vary between zero and one as 1> | E, | <o. Whenever 0 >, <
1 both marginal costs and monopoly power affect the firm’s supply curve
offerings at alternative market prices.’? If the firm has some degree of
monopoly power, the supply function would be the marginal cost schedule
multiplied by some scalar equal to [1/u.].
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The Marshallian industry flow-supply schedule(s) is simply obtained by
the usual lateral summation of the individual firm’s supply curves. The
industry supply schedule is, therefore, related to the average industry mark-
up or ‘average’ degree of monopoly () and the industry’s marginal cost
schedule (M C), that is,

=35, =f(MC, ). (2A2.6)

Given (a) each firm’s production technology, (b) the money-wage, and (c)
average degree of monopoly based on specified market conditions for any
given potential output and employment level, a unique industry supply
function can be derived. Output across firms in the same industry may be
homogeneous and therefore can be aggregated to obtain the industry
supply schedule.

Keynes rejected this homogeneity of output assumption as the basis for
summing across industries to obtain the aggregate supply function.?? It is
necessary to convert the Marshallian industry supply function, s, which
relates prices (p) and quantities (g) to a function (that we may call Keynes’s
industry supply function) whose units can be aggregated across industries
to obtain an aggregate supply function. Keynes’s industry supply function
relates total industry sales proceeds in money terms (z) with total industry
employment hiring (n), that is,

z=fyn). (2A2.7)

Given productivity, the money-wage, and the degree of monopoly, every
point on the Marshallian industry supply function is associated with a
unique profit-maximizing price-quantity combination whose product
equals total expected sales proceeds (that is, p X g=z). Every industry
output level (¢) can be associated with a unique industry hiring level, that
is, ¢ =f(n). Given industry A’s supply curve, if entrepreneurs of that indus-
try expect a price of p,% they will produce ¢,“ and expect a total sales
revenue of z,9 (=to p,“q,“). To produce ¢,% output, n,* workers will have to
be hired in the A industry. Consequently, z,* and n,* describe the coordi-
nates of one point on Keynes’s industry supply function.

In a similar manner, every point of the Marshallian industry supply func-
tion in the p versus ¢ quadrant can be transformed to a point on the Keynes
industry supply curve in z (= pq) versus n space. For every industry where
a traditional Marshallian flow-supply function can be formulated, a
Keynes industry supply function can also be uniquely specified. All of
Keynes’s industry supply functions can then be aggregated together to
obtain the aggregate supply function of Figure 2A1.1 in terms of aggregate
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money proceeds (Z) and the aggregate quantity of employment units (),
provided one reasonably assumes that corresponding to any given point of
aggregate supply there is a unique distribution and employment between
the different industries in the economy.3*

If all firms in each industry are fully integrated, then the aggregate
expected sales proceeds is equal to the GDP of the economy.? The distri-
bution of GDP between workers and capitalists will reflect the average dis-
tribution of the total revenue of each of the firms in the economy. The
distribution for each firm can be obtained if we combine equations (2.8)
and (2A2.5) to obtain

p (1=1IE )= wIMP,. (2A2.8)
Rearranging terms
wip=(MP)(1-1/IE)). (2A2.9)

The fraction of the total revenue of the firm paid to wage earners is called
the wage share. The wage share for each firm is the total wages bill of the
firm (wn,) divided by total sales proceeds (pg). It is (wn)/(pq,). The average
product of labor (ap)) in the firm is equal to g/n, If both sides of equation
(2A2.9) are multiplied by the reciprocal of the average product of labor

(”f/ q),
(WIp) 1) = (MP)(1=1/1E ), )
then the wage share is obtained as
(wn lpq) =[(MP)I(AP/J(1-1/IE,) (2A2.10)

If all firms in the economy are fully integrated, then the wage share in GDP,
at any level of employment, is

WIZ=(MPIAP)(1—M) (2A2.11)

where W is the aggregate wage bill, Z is GDP, MP is the aggregate mar-
ginal product of labor, AP is the average product of labor, and M is the
average degree of monopoly in the economy. In a purely competitive
economy, M =0, and the aggregate wage share is equal to the economy’s
MP/ AP ratio.

The aggregate wage bill (W) is total money-wages (wN) paid to workers
at any level of aggregate employment. Given a money-wage rate of w,, the
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aggregate wage bill line, W, (=w N) will be a straight line emanating from
the origin. The slope of this wage bill line is w,. Given the MP/AP ratio as
determined by productivity relations, and the economy wide average degree
of monopoly, the distribution of income for any given level of employment
can be derived. The vertical distance between the wage bill line and the
aggregate supply curve at each employment level depends on the economy-
wide MP/AP ratio and degree of monopoly. (In a purely competitive
economy, the vertical distance between the Z curve and the wage bill line
depends only on the M P/AP ratio.) If the M P/AP is a constant at each level
of employment,3® then the aggregate supply curve is a straight line emanat-
ing from the origin. If the MP/AP ratio declines (due to diminishing
returns), then the Z curve will be convex to the wage bill line.

Given our discussion of the aggregate demand categories D, and D,, for
any given money-wage is w,, the slope of the aggregate demand curve will
depend on the marginal propensities to consume of the various income
recipients.3” The point of effective demand, E, is given by the intersection
of the aggregate demand curve and the aggregate supply curve.

Unlike the upward-sloping aggregate demand curve, the Marshallian
micro demand curve facing an industry is normally downward sloping.
Despite these different slopes, the aggregate demand curve can be derived
from a Marshallian micro demand and supply analysis.

At an expected price of p,, entrepreneurs in industry A will produce ¢,
output, will hire n; workers, and expect a total revenue of z; (=p,q,). A
Marshallian demand curve is based on the assumptions of given tastes,
given other industry demand and supply conditions, and given the aggre-
gate demand schedule. The demand schedule for an industry ‘can only be
constructed on some fixed assumption as to the nature of demand and
supply in other industries and as to the amount of the aggregate effective
demand’.*® If entrepreneurs in industry a expect p, choose to produce ¢,
there must be implied concomitant prices and outputs of all other indus-
tries that will generate a level of aggregate income such that there will be a
specific Marshallian downward-sloping demand curve facing industry A.

At an alternative expected supply price of p,, entrepreneurs in represen-
tative industry A expect to sell ¢, output for a total revenue of z, (=p,q,)
and will hire n, workers. This increased output and employment in repre-
sentative industry A will be associated with similar increases in all other
industries. The result will be larger factor incomes throughout the economy
associated with supply price p, compared to supply price p,. The larger
aggregate factor payments imply a new, outward-shifted Marshallian
demand curve facing industry A.

Implicit in this analysis is the recognition that if employment and
output increase in each industry, then aggregate factor incomes rise and the
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quantity of aggregate demand increases. Every movement up the given
aggregate demand curve associated with an alternative higher level of
employment and output generates a higher member of a Marshallian
family of industry demand curves.

NOTES

1. ‘For the Classical Theory has been accustomed to rest the self adjusting character of the
economic system on an assumed fluidity of money-wages; and, when there is rigidity, to
lay on this rigidity the blame for maladjustment’ (J.M. Keynes, The General Theory of
Employment, Interest and Money, Harcourt, Brace, New York, 1936, p. 257).

2. H. Hoover, The Memoirs of Herbert Hoover; The Great Depression 1929-1941,
Macmillan, New York, 1952, p. 30.

3. Keynes, The General Theory, p. 3.

4. Ibid., p. 259.

5. Ibid., pp. 16-17.

6. During the Great Depression, classical theorists argued that unemployment would end
when the market would self-correct this supply imperfection. In the long run, market
forces would cause wages and prices to fall sufficiently to restore full employment.
Keynes, on the other hand, in a September 1935 broadcast for the BBC, argued: “We
must not regard the conditions of supply . . . as the fundamental sources of our troubles
... [I]tis in the conditions of demand which our diagnosis must search and probe for an
explanation’.

7. R.F. Harrod, The Life of John Maynard Keynes, Macmillan, London, 1951, pp. 463-4.

8. Keynes, The General Theory, p. 26.

9. Ibid., pp. 25-6.

10. Ibid., p. 25.
11. Ibid., p. 28.

12. Planned saving would automatically equal planned investment if savers voluntarily
decided to store all their savings directly in the form of real capital goods. Chapters 4
through 6 explain why savers do not want to store their savings in real capital goods.

13.  As explained in Chapter 3, the ergodic axiom of classical economics assumes that the
future can be reliably predicted from past and current market price data. Hence,
although, in the 1930s, neither the classical theorists nor Keynes knew the term ergodic,
Keynes’s concept of uncertainty overthrows this classical postulate (which was implicitly
rather than explicitly stated in classical theory).

14. Keynes, The General Theory, p. 210.

15. 1Ibid., p. 3.

16. Evenif D, were to be defined in some way as related to aggregate income, that is,

D,=/(N) (2.7)
so long as
SN+ SN #LN) (2.8

for all values of NV, then Say’s Law is not applicable. Hence, even if D, is defined as related
to employment, neoclassical theory is still a special case where f}(N) + f,(N)=7.(N) for
all values of N.

17. Keynes argues that there is a fundamental psychological law that as income increases
(decreases), the amount that people spend via D, will increase (decrease) by some lesser
amount. Hence the marginal propensity to spend on D, is less than unity.
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Keynes, The General Theory, p. 210.

In essence we can catagorize ‘saving’ into two kinds — saving type-A and saving type-B.
The more familiar economists’s concept of saving — what I have labeled type-A — is
derived from the national income and product accounts (NIPA). Basil Moore has cor-
rectly indicated that this type-A saving is that form of ‘saving [that] is the accounting
record of investment’ (B.J. Moore, ‘Savings and investment: the theoretical case for lower
interest rates’, in P. Davidson (ed) A Post Keynesian Perspective on 21st Century
Economic Problems, Cheltenham: Edward Elgar, 2002. pp. 140ff). Since NIPA is nothing
more than double entry bookkeeping, the accounting definition of saving is all currently
produced goods that are not categorized as consumption.

Saving type-B, on the other hand, has been ignored by most economists even though
it conforms to the more usual, colloquial concept where things that are ‘saved’ are not
used in this accounting period. Given this latter conceptualization, all idle resources
(whether they be labor, capital or land) not used today are saving type-B. In other words,
whenever saving type-B is greater than zero, resources that are available to be employed
in today’s production process at the going (real) market price, are involuntarily unem-
ployed.

Keynes, The General Theory, pp. 259-60.

Ibid., p. 257.

Harrod’s argument regarding the importance of Keynes’s new classification scheme is
right on the mark. The classical taxonomy of supply and demand deflected attention
away from the necessity of studying the components of aggregate demand to explain
involuntary unemployment, whether money-wages (and prices) are flexible or not.

The Collected Writings of John Maynard Keynes, vol. 13, edited by D. Moggridge,
Macmillan, London, 1973, pp. 399-400.

Ibid., p. 411.

The payroll will probably be financed by a working capital loan from Farmer Brown’s
banker.

Out of the z; sales revenue received, Farmer Brown pays off his working capital loan
from the banker that financed his payroll. Whatever remains is his gross profit.

Keynes, The General Theory, pp. 25, 55.

The reader can see that a similar process of movement towards the point of effective
demand can be described even if Farmer Brown started with over optimistic sales pro-
ceeds expectations of z; and hence hired n; workers. At the end of the first Saturday, in
this case, Farmer Brown would find himself holding an unwanted inventory of unsold,
but perishable tomatoes when the market doors closed at 5 p.m. Accordingly he would
reduce his hiring level, but sales would then fall off further until the point of effective
demand was reach.

Keynes, The General Theory, p. 41.

Ibid., pp. 44-5. The following derivation of the aggregate supply function has its origins
in Keynes’s General Theory (1936) as elucidated by S. Weintraub, An Approach to the
Theory of Income Distribution, Philadelphia, Chilton, 1957 and further developed by P.
Davidson, ‘More on the aggregate supply function’ Economic Journal, 72, 1962 as
reprinted in L. Davidson (ed.), Money and Employment, the Collected Writings of Paul
Davidson, Vol. 1, London: Macmillan, 1990, pp. 467-72, and P. Davidson and E.
Smolensky, Aggregate Supply and Demand Analysis, New York, Harper & Row, 1964.
The last two cases are incompatible with perfect competition; they require some degree
of monopoly and hence some positive mark-up, k>0 over marginal costs, so that market
price covers average unit costs. If marginal user costs (M UC) are not negligible, then
MC.=wlMP+MUC.

In tl{w simplest case when aggregate demand changes, the demand curve facing the firm
shifts without altering the degree of monopoly of the firm. For example, for the purely
competitive case, shifts in the firm’s demand curve does not alter the competitive market
conditions. In more complex cases the degree of monopoly may vary as aggregate
demand changes and the firm’s demand curve shifts, that is B= f5(N).

Keynes, The General Theory, Ch. 4.
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Ibid., p. 282.

Implicit in this statement is the assumption that all production firms are organized by
profit-making entrepreneurs in the private sector, that is, there are no charitable or
government organized firms.

Assuming diminishing returns, the MP/AP ratio will be a constant at each level of
employment, if the marginal product and average product decline at the same rate. This
would occur, for example, in a Cobb-Douglas production function of the form ¢ = an”.
Otherwise it will cause the aggregate supply function to be convex relative to the wage
bill line. For a further explanation of the shape of the aggregate supply function, see P.
Davidson and E. Smolensky, Aggregate Supply and Demand Analysis, Harper & Row,
New York, 1964, pp. 126-8.

A fuller derivation is given in Davidson and Smolensky, ibid., Ch. 10.

Keynes, The General Theory, p. 259.



3.  Uncertainty and reality in economic
models

3.1 A PARABLE: THE FABLE OF THE P’S, OR WHAT
MORTALS THESE P’S FOOL!

Many years ago in the never-never land of Chicago where the busy P’s of
economic theory often flourish, there dwelt a wise and famous Knight
(Frank H.) who recognized the sterility of using a classical economic
theory that presumed the economic future could be reliably predicted by
the use of probability theory. This Knight attempted to redirect the eco-
nomics profession toward the study of relevant economic problems where
the future was uncertain and therefore incapable of being reliably fore-
casted. If the future is merely risky, this Knight maintained, then these
risks are measurable and by using probability theory the economic future
is actuarially knowable. An uncertain economic future, however, is inca-
pable of any measurement. Hence the term uncertainty must be restricted
to ‘non-quantitative’ views about the future and it is this ‘true’ uncertainty,
and not risk, the Knight insisted, that forms the basis of economic decision
making.!

At about the same time, in a distant land across the seas, the brave and
intelligent warrior, Keynes, who had also labored in the field of probability
and nonmeasurable uncertainty, took up the cudgel and attempted to
produce a revolution in economic thinking by developing a taxonomic
structure that differentiated an uncertain future from a probabilistic risky
one.

Now it came to pass that with the upheaval of the Great Depression and
the Second World War, politicians were open to Keynes’s proposals for
policies to cure the outstanding faults of the capitalist system and for
several decades there were continuing progress and growth. But after a
time, in the land of Chicago, new leaders appeared who desired to resurrect
the classical structure; and one, who was a most exalted classical savant of
the day, mounted a balcony and said to his followers:

Oh Students, Scholars, wherefore art thou Scientists? Deny thy fore-
father (F.H. Knight) and refuse his conceptual distinctions between

39
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probabilistic risk and uncertainty. If thou wilt but do this we can recon-
quer the free world with the elegance of mathematics and the scientific
laws of probability.

What’s in a name? That which we call uncertainty can be more easily
handled when dealt with ‘as if” it had another name. So uncertainty, was
it but called risk, would obtain that dear perfection without which scien-
tific quantification and probability analysis is inapplicable.

If you, the next generation of classicists has but the will to do, and the
soul to dare, then we will win out. Today Chicago and then MIT, tomor-
row the free world!

And this modern generation of students was taken by these words and they
said of their new scientific leader: ‘He speaks the kindest words, and looks
such things, Vows with so much passion, swears with so much grace. That
’tis a kind of heaven to be deluded by him’.2 And thus it was that classical
economists recaptured the academic heaven and earth and the dark ages
descended once more upon the economic community.

Moral: Those who insist on quantifying nonquantifiable concepts can
only provide a regressive form of analysis.

As this parable suggests, economists are split into two irreconcilable
theoretical camps about the meaning of uncertainty regarding future out-
comes and consequently what decision makers can know about the future
and how this affects choices made. These two camps provide very different
explanations of the cause of unemployment, inflation and financial market
volatility. Understanding the difference in these two concepts of uncer-
tainty is essential to understanding the philosophical differences between
economists who see no active role for government in the economy and those
who urge positive actions to cure the faults of the capitalist system while
preserving the good attributes of capitalism that can produce a global
golden age of economic development and prosperity

3.2 AXIOMS AND MODEL BUILDING

The best way to evaluate any economic model is to consider the model
builder as if he/she is a magician. Model builders rarely make logical
errors in moving from axioms to conclusions, any more than professional
prestidigitators drop the deck of cards while performing a card trick.
Economic model builders are proficient at creating the illusion of pulling
policy conclusion rabbits out of their black hat model. The more surpris-
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ing the policy rabbits pulled from the hat, the greater the audience enjoy-
ment and applause.

A careful examination of the rabbits the magician put into the hat back-
stage is required to evaluate the relevance of the policy rabbits pulled from
the black hat on stage. The policy rabbits pulled from the classical econo-
mists” hat cannot be criticized if the axiomatic rabbits being put into the hat
have been accepted, often unwittingly, by the audience. In other words,
before accepting the conclusions of any economist’s model as applicable to
the real world, the careful student should always examine and be prepared
to criticize the applicability of the fundamental postulates of the model;
for, in the absence of any mistake in logic, the axioms of the model deter-
mine its conclusions.

Neutral money was a fundamental axiom of nineteenth-century classi-
cal theory. By the early twentieth century, this neutrality of money pre-
sumption became one of the basic axioms of the prevailing orthodoxy in
economics textbooks. An axiom is defined as ‘a statement universally
accepted as true . . . a statement that needs no proof because its truth is
obvious’. For those who are trained in classical economic theory, the neu-
trality of money is an article of faith, requiring no proof or justification (as
the cited quotation from Oliver Blanchard in Chapter 1 revealed).

A religious person who accepts as a fundamental truth the Bible’s story
of creation where a Divine Being created humans and all the animals in six
days must reject any ‘scientific’ evolutionary evidence that purports to dem-
onstrate that humans evolved from lower life forms over thousands of
years. Similarly, a true believer in the axiomatic foundations of classical
theory will deny that money can be shown to be ultimately nonneutral in
the long run. This is not to deny that some members of the ‘New Keynesian’
school and even some Old Classical school Monetarists accept the notion
that money may be nonneutral in the short run, because of some ‘tempor-
ary’ supply-side failure of the free market. Nevertheless all mainstream
economists believe that in the long run, money is neutral.

In 1933 Keynes explicitly indicated that the ‘monetary theory of pro-
duction’ that he was developing explicitly rejected the classical neutrality of
money assumption as applicable in either the short run or the long run.
Keynes’s resulting analytical system required fewer restrictive axioms than
classical theory. By definition, therefore, Keynes provided a more general
theory of employment. Once the neutrality of money is rejected as a nec-
essary axiomatic building block, then Say’s Law is not applicable as the
organizing principle for studying a market system where money is used as
a means of settling contractual obligations and liquidity plays an essential
role. Keynes noted:
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An economy which uses money but uses it merely as a neutral link between trans-
actions in real things and real assets and does not allow it to enter into motives
or decisions, might be called — for want of a better name — a real-exchange
economy. The theory which I desiderate would deal, in contradistinction to this,
with an economy in which money plays a part of its own and affects motives and
decisions and is, in short, one of the operative factors in the situation, so that the
course of events cannot be predicted either in the long period or in the short,
without a knowledge of the behavior of money between the first state and the
last. And it is this which we ought to mean when we speak of a monetary
economy . . .

Booms and depressions are peculiar to an economy in which . . . money is not
neutral. I believe that the next task is to work out in some detail such a mone-
tary theory of production. That is the task on which I am now occupying myself
in some confidence that I am not wasting my time.3

Here, in Keynes’s own words, is his claim that a theory of production for
a money-using economy must reject what classical theorists have always
believed is a ‘universal truth’, the neutrality of money. But this neutrality
axiom had been the foundation of classical economic theory for 125 years
before Keynes, ever since James Mill introduced Say’s Law into English
economics. No wonder Keynes’s General Theory was considered heretical
by most of his professional colleagues who were wedded to the classical
analysis. Keynes was delivering a mortal blow to the very foundation of
classical faith. No wonder Keynes’s original analysis and the further elab-
oration and evolution of Keynes’s system by Post Keynesian economists in
recent decades has not been understood by the majority of economists
who, as Professor Blanchard has expressly noted, are ideologically bonded
to either the old or new classical tradition of neutral money.

To accept Keynes’s logic and its Post Keynesian development threatens
the Panglossian conclusion that, in the long run, all is for the best in this
best of all possible worlds where an unfettered market economy assures full
employment for all those who want to work. The less-restrictive axiomatic
foundation of Keynes’s general theory allows for the possibility that an
entrepreneurial system might possess some inherent faults such as its
‘failure to provide for full employment’.* This fundamental flaw in the capi-
talist system can be ameliorated by developing corrective policies and insti-
tutions for our financial markets. There can be a permanent role for
government to correct systemic economic faults. The Keynes-Post Keynesian
logic is just as antithetical to the classical Social Darwinistic classical eco-
nomics as the view on the origin of human life as asserted by the ‘scientific
theory of evolution’ is to the ‘scientific creationism’ biblical view of some
fundamentalist Christian religions.
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3.3 CLASSICAL AXIOMS AND MONEY'’S
ELASTICITY PROPERTIES

By invoking three additional axioms, classical theory thus becomes a
special case of Keynes’s general analytical system. These three restrictive
axioms assure that the aggregate demand function is the same as the aggre-
gate supply function. This is a Say’s Law world where there is no obstacle
to reaching full employment. These three necessary additional classical
postulates underlying Say’s Law are:

1. neutral money,
2. the gross substitution axiom, and
3. the ergodic axiom.

The axiom of gross substitution asserts that everything is a substitute for
everything else. Gross substitution means that when relative prices change,
agents will buy more of the relatively cheaper item and less of the now more
expensive one while spending the same amount of income. This axiom
therefore assures that if all market prices are perfectly flexible, then all
markets, including the labor market, clear instantaneously (and even with
less than perfect flexibility of current prices all markets clear at least in the
long run). And a cleared labor market is one where everyone who wants to
work has a job; there is no unemployment. Arrow and Hahn? have demon-
strated, however, that if gross substitution is removed as a universal assump-
tion, then all existence proofs of general equilibrium (that is, proofs that
there exists a price vector that will clear all markets simultaneously) are
jeopardized. In other words, if the axiom of gross substitution is not initially
imposed, then it cannot be demonstrated that even with instantaneous flex-
ible prices all markets will clear simultaneously; full employment of all
resources cannot be shown to be an automatic outcome of free markets.

The ergodic axiom asserts that the future can always be statistically reli-
ably calculated from past and present market data.® In nineteenth-century
Old Classical theory ergodicity was usually implicitly assumed under the
claim that decision makers possessed perfectly reliable foreknowledge of
the future. In New Classical theory, ergodicity is a necessary condition for
agents to form rational expectations about a presumed statistically reliable
predictable future.”

While Keynes was developing his principle of effective demand in the
early 1930s, the modern classical axiomatic theory of value had not yet
been developed. Consequently, Keynes could not explicitly label all the axi-
omatic equivalents of the ‘axiom of parallels’ that he claimed had to be
‘overthrown’ to produce a general theory of employment, interest and
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money. As the earlier quotation indicated, Keynes specifically noted that in
his new ‘monetary theory of production’ the neutral money axiom was not
applicable to the operation of a monetary, entrepreneurial economy in
either the short run or the long run. Nevertheless, the gross substitution
axiom and the ergodic axiom are not specifically identified in The General
Theory as axioms to be rejected in a general theory. But the gross substitu-
tion axiom is incompatible with Keynes’s emphasis on the essential elastic-
ity properties of liquid assets (in Chapter 17 of The General Theory) and
the ergodic axiom is not consistent with Keynes’s concept of uncertainty
regarding future outcomes of today’s decisions (in Chapters 11 and 12).

Once these three classical axioms are jettisoned, Keynes’s concept of
liquidity and the importance of money in the real economy comes to the
foreground of the analysis. Keynes noted that money and all other liquid
assets must possess two essential elasticity properties.® These intrinsic prop-
erties are:

1. The elasticity of production of all liquid assets (including money) is
zero. This elasticity property means that money and liquid assets in
general are not producible by the use of labor in the private sector. In
essence, money does not grow on trees. Entrepreneurs cannot hire the
otherwise unemployed workers to harvest money trees whenever
people demand to hold additional liquid assets as a store of value
instead of using the money earned as income to buy the products of
industry.

2. The elasticity of substitution between all (nonproducible) liquid assets
and the producible goods and services of industry is zero. Any increase
in demand for liquidity (that is, a demand for nonproducible liquid
financial assets to be held as a store of value), and the resulting changes
in relative prices between nonproducible liquid assets and the products
of industry, will not divert this increase in demand for nonproducible
liquid assets into a demand for producible goods and/or services.

The ‘attribute of “liquidity” is by no means independent of these two
[elasticity] characteristics’.? Thus, as long as wealth owners demand any
liquid asset that has ‘low elasticities of production and substitution and low
carrying costs’!0 as a resting place (store of value) for their savings out of
current income, then involuntary unemployment equilibrium is possible
even in the long run. In a money-using, entrepreneurial economy, earned
income is saved in the form of nonproducible financial assets rather than
spent on the products of industry.

Classical theory, on the other hand, assumes that only producible goods
and services provide utility. Why then would any rational human being



Uncertainty and reality in economic models 45

engage in unpleasant income-earning activities only to store that portion of
their income that they save in the form of nonproducible liquid assets which
classical theorists insist provides no utility to the saver? In the classical long
run, only an irrational lunatic would behave this way and make a fetish over
the liquidity of one’s portfolio. Yet, in the world of experience, sensible
people do store their savings in the form of currency, bank deposits and a
plethora of other financial assets traded on well-organized, orderly finan-
cial markets.

In a world where the ergodic axiom is not applicable, people recognize
that they do not ‘know’ the future in a statistically reliable sense. Decision
makers’ may fear a future that they ‘know’ that they cannot know. It is sen-
sible for decision makers to store some portion of their income in money
and other nonproducible liquid assets that can be readily converted into
money as long as future liabilities can be expected to be legally discharged
by the tendering of money. Sensible behavior of savers then implies that
they do not use all their earned claims on industry’s products and resources
today. He who hesitates to buy the products of industry today is saved to
make a purchase decision another day. The more liquid the asset used to
store savings today, the more readily it can be used another day to command
resources in the future.

If decision makers fear an uncertain, unpredictable future then the pos-
session of nonproducible liquid assets is a security blanket providing the
holder with considerable utility in a way that producibles cannot, for the
latter require using up one’s claim on resources today.

One of the most erudite classical scholars, Frank Hahn, demonstrated
that involuntary unemployment equilibrium can occur in any market
system including a competitive economy with perfectly flexible relative
prices, whenever ‘there are in this economy resting places for savings other
than reproducible assets’.!! Hahn explains that the existence of ‘any non-
reproducible asset allows for a choice between employment-inducing and
non-employment inducing demand’.!> Nonreproducible assets must, by
definition, have an elasticity of production of zero. If the price of nonpro-
ducibles (used as saving vehicles) rises relative to producibles in this
economy, then, as long as the gross elasticity of substitution between pro-
ducibles and nonproducibles is zero, savings will continue to ‘rest’ in non-
producibles that represent a ‘non-employment inducing demand’.

Hahn’s ‘resting place’ analogy, therefore, implies a zero elasticity of sub-
stitution between nonproducible assets used as savings and the producible
goods or industry. Thus decades after Keynes spelled out the essential
elasticity properties of all liquid assets in his General Theory, Hahn math-
ematically demonstrated that the specific elasticity properties Keynes
attributed to liquid assets are necessary and sufficient conditions for the
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possible existence of involuntary unemployment even in a purely competi-
tive economic system with ubiquitous instantaneously flexible prices.

If one incorporates ergodicity, gross substitution and neutral money into
the microfoundations of theory as classical economists do, then these
axioms assure that all income is always spent on the products of industry.!3
In the simplest classical case, all current expenditures are equal to current
income as utility maximizers are constrained by their income (budget-line
constraint) in their choice among producible good A and good B (which
represents all other producibles). To spend less than one’s income on the
products of industry (that is, to use nonreproducibles as vehicles for saving
out of current income) is to reveal a preference for a position below the
budget line and thereby to engage in nonutility-maximizing behavior.

The backstage rabbits of classical utility-maximizing micro theory
require all income earned to be spent only on producible goods. If this
utility-maximizing behavior is unquestioningly accepted as t/ie microfoun-
dation of macroeconomics, then the aggregation of all market micro
demand (for producibles) must be classified under the D", expenditure cat-
egory (as described in Chapter 2). There can be no market demands for
Keynes’s D", category where expenditures are not related to current
income. Since any additional supply of the products of industry must
increase people’s income pari passu (the micro equivalent is an upward shift
in budget-constraint lines), therefore, every increase in supply creates an
exact equivalent additional total demand for the products of industry'# in
classical theory. Consequently, in either the short run or the long run, clas-
sical economic theory assumes that the aggregate supply and demand func-
tions are identical. Say’s Law prevails and Figure 2.1 (of Chapter 2) is the
logically consistent relationship between the aggregate demand and supply
functions.

3.4 TWO CONCEPTS OF ECONOMIC REALITY

The two fundamentally different concepts of uncertainty in economics are
the classical theory concept where an uncertain future is actuarially certain
and the Keynes concept where the future is unknown and unknowable. The
explanation of how economic agents make decisions under uncertainty
conditions in various classical and Keynes-type models depend on (a) the
analyst’s conception of the cause of uncertainty in the external economic
reality in which decision makers operate, and (b) the ability of agents to
understand that reality.

All classical models are based on the presupposition that the external
economic reality is immutable and therefore the future path of the
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economy, like the movement of the planets in Newton’s classical theory,
depends on fundamental parameters that are unalterable by any human
(government) action. In some classical models, however, the model builder
assumes that decision makers already ‘know’ the immutable future path of
the economy, that is, agents either have perfect foreknowledge of the future
or have formed ‘rational expectations’ about future outcomes. In other clas-
sical models there is some limitation on humans’ ability to foresee the
immutable future path of the economy. Some agents can make persistent
errors in the short run. These persistent error-making economic agents are
‘killed off’ by competitive market forces. In the long run, the survival of the
fittest, nonerror-making agents push the economy toward its long-run
immutable equilibrium path.

In contradistinction to the classical model, in Keynes’s model crucial
future outcomes are uncertain and hence are not statistically predictable.
The economic future is conceived as being transmutable and can be created
by human actions today. In such a world, decision makers know that they
do not know just what will happen on any given future date.

The role of money, liquidity and monopolistic imperfections in market
forces for determining the volume of involuntary unemployment is differ-
ent in models that utilize the classical concept of uncertainty vis-a-vis those
that are based on Keynes’s concept. In the next section we shall indicate
how orthodox economists in the nineteenth and twentieth centuries
handled the problem of what people knew about the future when they made
decisions. This will require that we distinguish between the classical and
Keynes concepts of uncertainty in a precise technical sense. With this back-
ground, the reader will be better able to understand why mainstream econ-
omists recommend liberalizing markets rather than direct government
action to improve the economy. Post Keynesian followers of Keynes’s
General Theory, on the other hand, argue that there is a need for govern-
ment to build new institutions to cure the major economic faults of a
market-oriented entrepreneurial system.

3.5 A BRIEF EXCURSION INTO THE HISTORY OF
ECONOMIC THOUGHT

The economy is a process in historical time. Time is a device that prevents
everything from happening at once. The production of commodities takes
time and the consumption of goods, especially durables, takes considerable
time. Economics is the study of how households and firms make decisions
regarding today’s production and consumption expenditures when the
outcome (payoff) of these decisions occurs at a significantly later calendar



48 Financial markets, money and the real world

date. Any study of the behavior of economic decision makers, therefore,
requires the analyst to make an assumption regarding what today’s decision
makers ‘know’ about future outcomes.

David Ricardo, one of the forefathers of classical economics, and his
nineteenth-century followers, assumed a world of perfect certainty. All
households and entrepreneurs possessed complete knowledge of a pre-
sumed-to-exist preprogrammed external economic reality that governed all
past, present and future economic outcomes. The external economic envi-
ronment was assumed immutable in the sense that it was not susceptible to
change induced by human action. The path of the economy was deter-
mined by timeless natural laws. Economic decision makers had complete
knowledge of the market outcomes determined by these immutable laws.
Households and firms never made errors in optimizing their economic
choices. They always spent everything they earned on things with the
highest ‘known’ future payout in terms of utility for households and profits
for businesses. Accordingly, there could never be a lack of demand for the
products of industry or for workers who wanted to work to produce the
things that people valued most highly. The assumption of perfect fore-
knowledge of the future permitted nineteenth-century classical economists
to justify a laissez-faire philosophy for the economic system. Government
policy actions could never provide a higher payout for the use of resources
today than that obtained by individuals making fully informed decisions in
a free market system.

In the early twentieth century, classical economists tended to substitute
the notion of probabilistic risk premiums and ‘certainty equivalents’ for the
perfect foreknowledge presumption of earlier Ricardian classical theory.
Risk premiums provided uncertainty allowances where the latter referred
to the difference between the estimated value of a future event, held with
an objective (frequency distribution) probability of less than unity and the
value of a perfectly certain event (that is, an event associated with a prob-
ability equal to unity) that evokes the same behavior. The future was
assumed to be actuarially certain. It was this actuarially certain classical
model that Frank Knight was reacting against.

While rejecting Ricardo’s nineteenth-century perfect foreknowledge
model, today’s mainstream economists follow the dictum of Old
Keynesians and Robert Lucas that if economists are to be hardheaded sci-
entists, then they must accept, as a universal truth, the presumption of an
existence of a predetermined, preprogrammed, immutable economic
reality that can be fully described by unchanging objective conditional
probability functions.!> This does not preclude an economy that is moving
or changing over time. It does mean that all future movements and changes
are already predetermined by the fundamental real parameters of the
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system. Whereas in the nineteenth-century classical economics assumed
that economic decision makers already knew all future outcomes, late twen-
tieth century classical theory required that if agents are to make optimal
decisions, then they must form probabilistic expectations that mimic the
objective probability programmed reality that it presumed governed future
outcomes.

This classical probabilistic analysis evolved into what economists call the
New Classical Theory of ‘rational expectations’ where individuals make
decisions regarding future outcomes based on their subjectively formed
probability distributions as they learn from experience. If these expecta-
tions are rational then it is presumed that the subjective probability distri-
butions of decision makers are identical to the presumed-to-exist
immutable objective probability distributions that govern the future path of
the external reality that the decision makers live in.

Today’s mainstream economists, whether they call themselves New
Classical or New Keynesian, define the uncertainty concept in economics
as involving immutable objective probabilistic distributions that govern
past and present events as well as future outcomes.'® Since economic
agents in New Keynesian and New Classical models are presumed to be
rational, then (by definition) people in these models are assumed to form
rational expectations. In a world of rational expectations no one makes
persistent errors. The future is already known in an actuarial sense by the
market. These rational expectations models assume away the problem
facing most of us in the real world, namely how do we make crucial deci-
sions regarding a future that cannot be accurately forecast by the use of
statistical probabilities.

The new classical presumption that statistically reliable estimates of pro-
babilistic risks is the measure of an actuarially knowable uncertain future
permits today’s mainstream economists to preserve intact most of the
analysis and conclusions that had been developed under the nineteenth-
century classical Ricardian perfect certainty presumption. Unlike the
perfect certainty model, however, conflating the concept of uncertainty
with the probabilistic risk permits each individual decision maker to make
an occasional random erroneous choice (in the short run) just as a single
sample mean can differ from the true universe value. The assumption that
people with rational expectations already ‘know’ the objective probabilities
assures correct choices on average for those ‘fittest’ decision makers who
survived in the Darwinian world of free markets. The laissez-faire approach
to resolving economic problems is justified by assumption.
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3.6 UNCERTAINTY AND ERGODIC STOCHASTIC
PROCESSES

When mainstream economists measure uncertainty in terms of a probabil-
ity distribution function, then logical consistency requires them to assert
that existing market data are part of a time-series realization generated by
an ergodic stochastic process. Paul Samuelson made the acceptance of the
ergodic axiom the sine qua non of the scientific method in economics.

To make a ‘scientific’ statistical statement regarding the characteristics
of any statistical universe requires the analyst to draw a sample from that
universe. An arithmetic mean and standard deviation is calculated from
the sample observations to achieve a statistically reliable estimate of the
parameters of the universe. It therefore follows that if one wants to make
reliable forecasts about the universe of events on a particular future date,
today’s decision makers should obtain and analyse sample data from that
future universe. Since it is impossible to draw a sample from a future stat-
istical universe, mainstream economists invoke the assumption of an eco-
nomic reality system governed by ergodic stochastic economic processes.
This ergodic axiom asserts, as a universal truth, that drawing a sample
using past time-series and/or current cross-sectional market data is equiv-
alent to drawing a sample from the universe of future market data. In an
ergodic environment, the stochastic process generates immutable objective
probabilities that govern all past, present and future data. Invoking the
ergodic axiom means that the outcome at any future date is merely the stat-
istical shadow of events that have already occurred; the future is written in
today’s historical ‘evidence’. To fully comprehend why this is so, we must
delve into some technical statistical jargon regarding stochastic processes,
that is, processes that generate probability distributions, and the necessary
and sufficient conditions for a stochastic system to be either ergodic or
nonergodic.

A historical record of the magnitude of some economic variable col-
lected over a period of calendar time is called a time-series realization of a
stochastic process. A realization is defined as a series of sample values of a
multidimensional variable over a period of time. A stochastic process
makes up a statistical universe of such time series. The term time statistics
refers to statistical averages (for example, the mean, standard deviation,
and so on) calculated from a single realization over any period of calendar
time. Space statistics, on the other hand, are the statistical averages calcu-
lated from data generated at a single fixed point of calendar time and are
formed (calculated) over the universe of realizations existing at that specific
calendar date (that is, space statistics are averages obtained from cross-
sectional data).
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If, and only if, the stochastic process is ergodic, then time and space sta-
tistics coincide except for random errors. These time and space statistics
will tend to converge (with the probability of unity) as the number of obser-
vations increases. If, therefore, ergodicity is assumed, then statistics calcu-
lated from past time-series or cross-sectional data are statistically reliable
estimates of the space statistics that will occur at any specific future date.
Accordingly, the ergodic presumption assures that outcomes on any spe-
cific future date can be reliably predicted by a statistical analysis of existing
past and current market data. Presuming ergodic conditions, therefore
reduces the modeler’s problem to explaining how and at what cost agents
obtain and process existing historical and/or current market data (in the
form of market ‘price signals’) to form statistically reliable probabilistic
estimates (rational expectations) about the future.

All rational expectations models require the ergodic axiom as a funda-
mental logical foundation. This presupposition imposes the logical condi-
tion that all economic relationships are ‘natural’ laws of motion that have
been preprogrammed into the system at the initial instant of the system’s
creation.!” These natural laws cannot be changed by human action.
Rational decision makers recognize that future outcomes of any decision
made each day are already determined by the preprogrammed external
reality. Historical market data provides ‘information’ for calculating prob-
ability (or decision weights)!8 that can be used to produce a statistically reli-
able forecast of the future outcome of any decision choice made today. This
presumption reduces the modeler’s analyst’s problem to either (a) assum-
ing that people in their model have already processed the necessary infor-
mation and therefore ‘know’ the future, or (b) explaining how and at what
cost agents obtain and process existing market data to form reliable esti-
mates about future outcomes. The New Keynesian theory of asymmetric
information suggests that if it is costly to extract the information from
existing market data, then one can assume that some agents obtain reliable
forecasts before others.

Old Classical theorists assumed that the people in their model have perfect
foreknowledge of the deterministic future.'® New Classical theorists do not
claim that decision makers have perfect foreknowledge of the external
reality. Rational expectations models only assume that people have already
processed past information and current market signals to calculate subjec-
tive probabilities that are presumed to be identical with the objective prob-
ability functions describing the external reality that governs future events.

Such an assumption cannot be a correct description of the reality in
which we live, as even one of the leaders of the rational expectations school,
Thomas Sargent, has admitted. Sargent wrote that a rational expectations
model
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imputes to the people inside the model much more knowledge about the system
they are operating in than is available to the economist or econometrician who
is using the model to try to understand their behavior. In particular, an econo-
metrician faces the problem of estimating probability distributions and laws
of motion that the agents in the model are assumed to know.20

Despite the patently false axiomatic foundation of rational expectations
models, it is widely used because it permits the analyst to reach the same
laissez-faire conclusions that would be forthcoming in a perfectly certain
Ricardian world.

Knight’s 1921 seminal work (Risk, Uncertainty and Profit) drew a distinc-
tion between ‘true’ uncertainty and probabilistic risk, where the latter is cal-
culable based on probability distributions generated by ergodic processes
and is, therefore, conceptually insurable. True uncertainty is neither calcu-
lable nor insurable. In Keynes’s analysis of an entrepreneurial economy,
whenever the full consequences of many of today’s important economic
decisions occur far in the future, true uncertainty would prevail and eco-
nomic behavior could not be described as an ‘outcome of a weighted
average of quantitative benefits multiplied by quantitative probabilities’.2!

Keynes implicitly rejected the classical ergodic axiom?? as applicable to
an entrepreneurial economy. With the later development of the theory of
ergodic stochastic process analysis, it is possible now to interpret Keynes’s
uncertainty concept in terms of this stochastic concept. In Keynes’s model,
decision makers recognize that the external reality in which they operate is
in some, but not necessarily all, economic dimensions uncertain.
Consequently, decision makers ‘know’ they cannot reliably predict the
future on the basis of any statistical analysis of past market data.?? This
nonergodic concept of uncertainty implies that the future is transmutable
or creative in the sense that future economic outcomes may be permanently
changed in nature and substance by today’s actions of individuals, groups
(for example, unions, cartels and/or governments), often in ways not even
perceived by the creators of change.?*

This nonergodic view of modeling uncertainty has been described by Sir
John Hicks as a situation where people in the model ‘do not know what is
going to happen and know that they do not know what is going to happen.
As in history!”.2> In support of this nonergodic view, Hicks declared that ‘I
am bold enough to conclude from these considerations that the usefulness
of “statistical” or “stochastic” methods in economics is a good deal less
than is now conventionally supposed’.26 And in a letter (dated 12 February
1983) Hicks wrote to me:

I have now read your RE [rational expectations] paper . . . I do like it very much.
I have never been through the RE literature . . . but I had just enough of it to be
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put off by the smell of it. You have now rationalized my suspicions, and have
shown me that I missed a chance of labeling my own point of view as nonergodic.
One needs a name like that to ram a point home.

Partly in reaction to the obviously unrealistic conditions necessary for
accepting the rational expectations hypothesis, in recent years some main-
stream economists have raised questions regarding the use of ergodic sto-
chastic concepts to define uncertainty as probabilistic risk. For example,
Robert Solow stated: ‘economics is a social science . . . much of what we
observe cannot be treated as the realization of a stationary stochastic
process without straining credulity’.2’

A stationary stochastic process?® is a necessary but not sufficient condi-
tion for ergodicity. Nonstationary processes must be nonergodic systems.
If, as Solow suggests, time-series data are generated by nonstationary (and
therefore nonergodic) processes, then Solow is implying that only idiots
would ever believe that most important macroeconomic processes are
ergodic. Yet all mainstream academic economists who crave to be thought
of as ‘hardheaded’ scientists — including Robert Solow - accept
Samuelson’s creed that economics can be a science only if it presumes the
ergodic axiom. If Solow is to be believed, then the ‘best and the brightest’
in the mainstream of modern-day economics have been duped by what
Phillip Mirowski once called ‘physics envy’ into accepting the ergodic
axiom as an article of faith.

3.7 IMMUTABLE VERSUS TRANSMUTABLE
THEORIES OF REALITY

If the external economic reality is ergodic (and therefore immutable), then
society cannot enact laws (policies) to alter the inevitable predetermined
future outcomes any more than a legislature can overturn either Nature’s
‘law of gravity’ or the probability distribution associated with a fair game
of roulette. In this conception, humans have no freedom to alter their long-
run economic future. Moreover the state cannot have any more ‘informa-
tion” about the future than individuals in a free market can obtain. This
view results in the Ronald Reagan-type rhetorical question: ‘How can
bureaucrats in Washington know better how to spend your money than you
do?”

The only issues for immutable reality theorists are: (a) how, and at what
cost, do humans obtain reliable information regarding the future from
existing market data and (b) if each agent’s computing ability is not suffi-
cient to obtain statistically reliable conditional probabilities (or decision
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weights), that is, each agent faces an epistemologically uncertain future,
then does a nonhuman deus ex machina exist that can provide the relevant
probabilities and predictions that are, in principle, computable in an
ergodic system?

In responding to these queries, orthodox economists have developed a
number of variants of two basic types of immutable reality models. In
Table 3.1, type 1 immutable reality models are distinguished from type 2
immutable reality models by a fundamental epistemological assumption
regarding how much, if any, reliable information about the immutable
reality can be obtained and processed by agents in the short run.

Table 3.1 Concepts of external economic reality

Examples of theories using this

Concept postulate
A. Immutable reality (an ergodic 1. Classical perfect certainty models
system) 2. Actuarial certainty equivalents, e.g.,

Type 1 in the short run, the future
is predetermined and known to the
people in the model

Type 2 in the short run, the future is
predetermined but is not completely
known to all people in the model due
to some limitation in the cost of
human information processing and
computing power

B. Transmutable or creative reality (a
nonergodic system) Some aspects of
the economic future will be created by
human action today and/or in the
future

rational expectations models
. New Classical models
4. Some New Keynesian theories

w

—_

. Savage’s expected utility theory

2. Some Austrian theories

3. Some New Keynesian models e.g.,
asymmetric information and
coordination failure theories)

4. Chaos, sunspot and bubble theories

. Keynes’s General Theory

. Post Keynesian monetary theory

. Post-1974 writings of Sir John Hicks

. G.L.S. Shackle’s crucial experiment
analysis

5. Old Institutionalist theories

B W N =

Type 1 immutable reality models presume that at the initial instant agents
already reliably ‘know’ the preprogrammed future path of the external
reality. Type 1 models include Old Classical perfect certainty models, New
Classical and all New Keynesian models that assume that agents already
possess rational expectations, as well as any other models where in the short
run, agents ‘know’ actuarial certainty equivalents.

Type 2 immutable reality models assume that, in the short run, agents’
knowledge regarding reality is severely incomplete or even completely
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unknown as some limitation on human ability (that is, some constraint on
humans’ computing power) or costs of analysis prevent agents from using
(collecting and analysing) historical time-series and/or cross-sectional data
to obtain short-run, statistically reliable knowledge regarding future eco-
nomic variables. Epistemological human ignorance about some aspect(s) of
the immutable economic reality is the hallmark of type 2 immutable reality
models.

In mainstream economics, the long run is conventionally defined as that
point of time when all agents’ plans are being met and no forecasting errors
occur.?? In the long run, all type 1 and type 2 immutable reality models
presume that the external predetermined reality is somehow revealed to all
successful market participants, or, at least, successful agents behave ‘as if’
they know this reality. According to Mankiw:

Most [economists] accept the natural-rate hypothesis which interpreted broadly
states that classical economics is right in the long run. Moreover, economists
today are more interested in long-run equilibrium. The long run is not so far away
that one can cavalierly claim, as Keynes did, that ‘in the long run we’re all dead’.3°

Some mainstream economists even conceptualize the long-run equilib-
rium position as a ‘center of gravity’ toward which the system is reverting,
even if the system never reaches this long-run equilibrium position in any
given period of calendar time.3! As a logical construct, however, the long
run ultimately must be realized unless either (a) the analyst postulates con-
tinuous additional exogenous ‘shocks’ to the system, or (b) the analyst deals
only with an open-ended model where the long run is never reached within
strict time limits placed on the model’s future time horizon.3? In the latter
case, no matter how many calendar time periods are covered by open-ended
models they are, by construction, short run.

Except for the perfect certainty case, immutable reality models typically
employ a subjectivist orientation. Agents form subjective expectations
(usually, but not necessarily in the form of Bayesian subjective probabili-
ties). In type 1 models these subjective probabilities are assumed to be the
same as the underlying objective probabilities. In type 2 immutable models,
short-run subjective probabilities need not coincide with the presumed
immutable objective probabilities. Today’s decision makers can make short-
run errors regarding the uncertain (that is, risky) future for they do not
possess sufficient mental processing power (even if past and present market
data (‘information’) exist) to reliably ‘know’ the objective probabilities that
govern future outcomes. By definition of the conventional long run,
however, agents ‘learn’ so that subjective probabilities or decision weights
tend to converge onto an accurate description of the programmed external
reality in the long run.
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Grandmont and Malgrange have characterized this learning process as
follows:

‘Individual traders are bound to make significant forecasting errors . . . while
they are learning the dynamical laws of their environment, during the period of
transition of the economy toward an hypothetical long-run equilibrium — if it
ever reaches one along which all forecasting errors vanish eventually.’33

Those agents whose subjective probabilities do not converge on the
objective probabilities that govern the external reality will make persistent
systematic forecasting errors. The market is typically seen as embodying
some form of a Darwinian process of natural selection that weeds out these
persistent error makers who make inefficient choices until, in the long run,
only agents who do not make systematic errors remain.

Theories that claim that free markets are efficient are usually based on
some variant of this Darwinian theme where the long-run intrinsic real
values of all economic assets are determined by the programmed real para-
meters of production and exchange that cannot be changed by any deliber-
ate human action. In the long run, rational agents make efficient choices as
subjective expectations adapt to the predetermined and immutable reality.*

3.8 UNCERTAINTY AND ‘IRRATIONAL BEHAVIOR

For Keynes and the Post Keynesians, long-run uncertainty is an attribute
of a transmutable reality concept. A fundamental tenet of Keynes’s revo-
lution is that probabilistic risks, conceptually knowable on the basis of past
and present market signals, must be distinguished from those aspects of the
future that are uncertain and cannot be known today.

Probabilistic risk characterizes routine, repeatable economic decisions
where it is reasonable to presume an unchanging reality (that is, an ergodic
system). Keynes, however, rejected the ergodic axiom as applicable to all
economic expectations when he insisted that the ‘state of long term expec-
tations’ involving nonroutine matters that are ‘very uncertain’ form the basis
for important economic decisions involving investment, the accumulation of
wealth, finance and funding.® In these areas, agents ‘know’ they are dealing
with an uncertain, nonprobabilistic creative economic external reality.3°

As a matter of logic, rational expectations are rational in a hypothetical
ergodic world. Rational expectations are irrational when agents ‘know’ that
the system is not ergodic. Under nonergodic economic conditions, it is sen-
sible for decision makers to make choices that would be seen as ‘irrational’
in an immutable ergodic system. For example, to mainstream theorists, the
fact that income recipients may decide over their entire life never to spend
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(to save) some current income on any products of industry may seem ‘irra-
tional’. In the real world, these ‘irrational’ income recipients save in the
form of money and other liquid assets as a permanent hedge against a per-
manently uncertain future.

For example, analysing a sample of more than 9000 households, investi-
gators from the Poverty Institute at the University of Wisconsin found that
‘the elderly spend less than the nonelderly at the same level of income and
the oldest of the elderly have the lowest average propensity to consume’.
Instead of exhibiting a spending pattern over their life cycle as rational
utility maximizers would in an ergodic world where people save for their
retirement years and then spend down their wealth as they age, the elderly
in the Wisconsin study who ‘face a complex problem of uncertainty about
their health, life expectancy, and ability to maintain independent house-
holds . . . respond by reducing their consumption’ and increase their savings
propensity out of every level of income during retirement.3® In so doing,
these households would be irrational if they lived in the ergodic world of
New Classical models, but they are being perfectly sensible in the non-
ergodic reality in which we live.

3.9 CRUCIAL DECISIONS AND SCHUMPETERIAN
ENTREPRENEURS

Shackle has developed the concept of crucial choice, that is, a situation
where a decision is made that changes forever the economic environment so
that the identical decision conditions can ‘never to be repeated’.’® The
future is transmutable in that it can be created by crucial choice decisions*0
although the future that is created is often not precisely what anyone
intended. In Shackle’s crucial choice models the future is not discovered
through the Bayes—LaPlace theorem regarding relative frequencies or via
any error-learning model. This principle of cruciality ties Shackle’s
Austrian background with Schumpeter’s theory of creative destruction
where an entrepreneur who introduces innovative changes creatively
destroys forever the existing economic environment.

If entrepreneurs have any important function in the real world, it is to
make crucial decisions. Entrepreneurship, which is but one facet of human
creativity, by its very nature, involves crucialities in a nonergodic setting.
To restrict entrepreneurship to robot decision making through ergodic cal-
culations in a stochastic world, as Lucas and Sargent do,*! ignores the role
of the Schumpeterian entrepreneur — the creator of technological revolu-
tions that bring about future changes that are often inconceivable even to
the innovative entrepreneur. Exogenous expectations in a transmutable
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environment are a necessary condition for assuming the human free will
that creative entrepreneurs exhibit.

Ergodic probability models are a beguiling representation of decision
making only in a world where routine decisions are made by Lucas and
Sargent’s ‘robot decision maker’ entrepreneur.*> In a Lucas and Sargent
New Classical model, an electronic computer can make all the entrepreneu-
rial decisions. Since crucial decisions are never made by entrepreneurs in
Lucas and Sargent’s world, these models cannot explain the essential crea-
tive function of entrepreneurial behavior in a Keynes—Schumpeter world
where the reality is transmutable.

The possible existence of crucial decisions has implicitly been recognized
and summarily rejected by mainstream theorists in their desire to be seen
as ‘hardheaded’ scientists obeying Samuelson’s canon that invoking the
ergodic hypothesis is necessary to do scientific economics. For example,
Lucas and Sargent indicate that they desire to draw conditional inferences
about human behavior from observed economic times series:

[W]e observe an agent, or a collection of agents behaving through time; we wish
to use these observations to infer how this behavior would have differed had the
agent’s environment been altered in some specified way. Stated so generally, it is
clear that some inferences of this type will be impossible to draw. (How would
one’s life have been different had one married someone else?) The belief in the
possibility of a non-experimental empirical economics is, however, equivalent to
the belief that inferences of this kind can be made, under some circumstances.3

Unlike Shackle, whose principle of cruciality defines a sufficient condi-
tion for the existence of nonergodic worlds, Lucas and Sargent provide
neither necessary nor sufficient conditions when ‘some circumstances’ will
prevail. If Lucas and Sargent are correct and only in ‘some circumstances’
can statistical inferences based on a realization be drawn, then an immut-
able (ergodic) reality where rational expectations can exist cannot be ubig-
uitous in economics. Necessarily there must be other circumstances where
nonergodic circumstances pertain, and in such instances probability theory
and the rational expectation hypothesis can be a seriously misleading
analogy.**

If the relatively innocuous (and replicative?) choice of spouse is admitted
by Lucas and Sargent to be so crucial that despite the large number of mar-
riages recorded over time, statistical inferences about conditional probabili-
ties regarding happy marriages cannot be drawn, then should not decisions
‘marrying’ entrepreneurs to plant and equipment, or to production runs, or
even decisions marrying the economy to money supply policies, or to spe-
cific banking institutions, and so on, also be classified as crucial choices?

Crucial choices are more common than one might expect. Where there
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are transaction costs, no decision is fully reversible.*> Mainstream micro as
well as macro theorists ignore this element of cruciality. Orthodox theorists
avoid Shackle’s crucial decision concept by assuming the ability to recon-
tract without costs if one does not initially trade at the general equilibrium
prices that embody the objective reality governed by the real parameters of
a predetermined economic system. Because of the substantial transactions
costs involved in investment, production, and (at least) big ticket consump-
tion decisions, in these areas, agents are necessarily married to their choices.
Decisions in these areas are normally crucial and nonergodic conditions
prevail.

In the real world, some economic processes may appear to be ergodic, at
least for short subperiods of calendar time, while others are not. The epis-
temological problem facing every economic decision maker is to determine
whether (a) the phenomena involved are currently governed by probabili-
ties that can be presumed ergodic — at least for the relevant future, or (b)
nonergodic circumstances are involved. It is only in the later case that entre-
preneurship, money, liquidity and contracts have important and essential
roles to play.#¢ It is only the latter case where important policy decisions
need to be made.

Arrow and Hahn have written:

[The terms in which contracts are made matter. In particular, if money is the
good in terms of which contracts are made, then the prices of goods in terms of
money are of special significance. This is not the case if we consider an economy
without a past or a future . . . If a serious monetary theory comes to be written,
the fact that contracts are made in terms of money will be of considerable
importance.*’

A nonergodic (uncertain) environment provides an analytical rationale
for the existence of fixed money contracts and nonneutral money. The Post
Keynesian emphasis on a nonergodic external reality provides the basis for
a ‘serious monetary theory’ that Arrow and Hahn have called for.

Finally, as Arrow and Hahn demonstrated, all general (full employment)
equilibrium existence proofs are jeopardized in a world with fixed money
contracts over time, that is, it cannot be demonstrated that a freely competi-
tive market system will automatically generate full employment.*® In other
words, if transactors in the real world enter into monetary contracts, main-
stream economic models are not relevant. Only a nonergodic setting pro-
vides the analytical basis for the use of fixed money contracts and therefore
provides for the possibility of the existence of long-period unemployment
equilibrium — and the possibility of the nonexistence of a general equilib-
rium in the absence of deliberate government policy to assure there is never
a lack of aggregate effective demand.
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APPENDIX 3A  ARE PROBABILITIES KNOWABLE
BUT UNKNOWN BECAUSE OF LIMITED HUMAN
COMPUTING POWER?

In this appendix we explain why Knight’s ‘uncertainty’ model, as well as the
expected utility model of Savage, and the recent fads of chaos theory,
sunspot theory and bubble theory models all fail to break out of the clas-
sical axiomatic foundation. Those not interested in these aspects of the
history of economic thought can skip this appendix without loss.

Frank Knight

Knight explicitly distinguished between quantifiable risks and uncertain-
ties. Knight wrote:

[TThe practical difference between the two categories, risk and uncertainty, is that
in the former the distribution of the outcome in a group of instances is known
(either through calculation a priori or from the statistics of past experience),
while in the case of uncertainty, this is not true, the reason being in general that
it is impossible to form a group of instances, because the situation dealt with is
in a high degree unique.*

In an ergodic universe, any single event can appear to be unique to the
observer only if he/she does not have a sufficient knowledge of reality to
properly classify this event (by a priori reasoning if not from the frequency
distribution of past occurrences) with a group of similar conditional
events. Knight explains that uncertainty involving ‘unique events’ occurs
because agents possess only ‘partial knowledge’ of the cosmos.>

Knight’s reflections on the immutability of the economic cosmos are
ambiguous. He appears to argue that uncertainty is an epistemological
factor in an ontological immutable reality when he writes that the ‘universe
may not be knowable . . . [but] objective phenomenon [reality] . . . is cer-
tainly knowable to a degree so far beyond our actual powers . . . [and there-
fore] any limitation of knowledge due to lack of real consistency in the
cosmos may be ignored’.3!

In other words, Knight suggests that any lack of knowledge about exter-
nal reality that might be attributed to a lack of real consistency over time
in the cosmos is insignificant and may be ignored when compared to
humans’ cognitive failures to identify the predetermined external reality.
Knight suggests, rather than dogmatically claims, that it ‘is conceivable that
all changes might take place in accordance with known laws’.>2 Though
Knight left the theoretical door slightly ajar, it does appear that his analy-
sis is primarily based on the concept of a predetermined immutable cosmos.
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The primary difference between risk and uncertainty for Knight is that
uncertainty exists only because of the failure of humans’ actual powers to
process the information ‘knowable’ about the programmed economic
COSMOS.

Since probabilistic risks can be quantified by human computing power,
Knight correctly argued that the future is insurable against risky occur-
rences. The cost of insurance, or self-insurance, will be taken into account
in all entrepreneurial marginal cost calculations (or by contingency con-
tracts in a complete Arrow Debreu system). This insurance process permits
entrepreneurs to make rational profit-maximizing production and invest-
ment choices. The existence of what appears to be a ‘unique’ and therefore
an uncertain event in Knight’s scheme, on the other hand, seems to arise
only because humans do not have sufficient cognitive powers to group cor-
rectly uncertain outcomes by their common characteristics. For Knight all
agents cannot capture the insurance costs of these ‘uncertain’ events in
their marginal cost computations.

If we accept Knight’s position that humans’ inability to ‘know’ areas of
the consistent, that is, immutable, cosmic reality in which we live is so large
that it permits us to ‘ignore’ (for analytical purposes) the possibility of a
transmutable reality, then the probabilities associated with ‘uncertain’
events are already programmed into the ‘consistency in the cosmos’.5?

Leonard Savage

Savage’s expected utility theory presumes that a decision maker examines
all possible future outcomes of any action taken today. Savage charac-
terizes this examination process as ‘Look before you leap’.5* The first pos-
tulate underlying Savage’s ‘look before you leap’ expected utility theory
framework is the ordering axiom, that is, the presumption that there exists
a finite set of acts and outcomes and that each agent can make a complete
and transitive preference ordering of all possible alternative choices.?>

Savage recognizes that his ordering axiom-based ‘Look before you leap’
analysis is not a general theory of decision making for it fails to explicitly
deal with uncertainty per se. Savage admits that ‘a person may not know
[all] the consequences of the acts open to him in each state of the world. He
might be . . . ignorant’® and hence might want to leave his options open.
This leaving options open, which Savage characterized as “You can cross
that bridge when you come to it’ is, Savage admits, often a more accurate
description of human behavior. In fact, the ‘look before you leap’ approach
‘[clarried to its logical extreme . . . is utterly ridiculous . . . because the task
implied is not even remotely resembled by human possibility . . . the “look
before you leap” principle is preposterous if carried to extremes’.5
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Savage is careful to call attention to the fact that there is a “practical
necessity of confining attention to, or isolating, relatively simple situations
in almost all applications of the theory of decision [expected utility theory]
developed in this book’.5® The ordering axiom implies that the expected
utility explanation of decision making is useful only when one ‘attack][s] rel-
atively simple problems of decision by artificially confining attention to so
small a world that the “Look before you leap” principle can be applied’.?®
Expected utility theory is ‘practical [only] in suitably limited domains . . .
At the same time, the behavior of people is often at variance with the
theory. The departure is sometimes flagrant’.®0

If in some areas of economic activity the ability of humans to form a
complete preference ordering regarding all potential consequences of all
possible actions is beyond human computing power, then expected utility
theory cannot provide a useful explanation of the behavior of decision
makers in these areas. These areas include decisions involving investment
and savings in liquid assets.

If people recognize that they are ignorant of all possible current acts and
all future consequences, they may wish to defer making the ‘rational’ deci-
sions of expected utility theory. Agents can recognize that they are unable
to ‘look before they leap’. Decision makers may prefer to leave their options
open (‘Cross that bridge when they come to it”) when either (a) the decision
maker ‘knows’ he/she is unable to specify and/or order a complete list of
prospects regarding all possible choices, even if the future is predeter-
mined,®! or (b) the future is transmutable so that agents ‘know’ it is impos-
sible to possess today a complete list of prospects for any specific future
date.

Whenever Savage’s ordering axiom is violated, expected utility theory is
not applicable. Hicks associates violations of Savage’s ‘ordering axiom’
with Keynes’long-term ‘liquidity’ concept.®? Accordingly, Keynes’s empha-
sis of nonprobabilistic uncertainty and liquidity preference implies that
expected utility theory is not logically applicable to Keynes’s general analy-
sis of the determination of employment in an entrepreneurial economy.

Chaos Theory

The short-run emphasis on the limitations of human computing power of
type 2 theories may explain the recent popularity of complex mathematical
models such as chaos theory or complexity theory models to analyse eco-
nomic fluctuations — especially those in the financial markets. ‘Chaos theory
shows that a simple relationship that is deterministic but nonlinear can yield
a complex time path . . . When chaos occurs economic forecasting becomes
extremely difficult . . . basic forecasting devices become questionable’.%3
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This determinate theory of chaos claims that the fluttering of a
butterfly’s wings® in China will, through a complex but determinate system
of nonlinear difference equations ‘cause’ a hurricane in the Atlantic Ocean.
For an omnipotent Mother Nature, there is no uncertainty about butterfly-
induced hurricanes in a structure described by such a programmed nonlin-
ear equational system. The problem is that the structure is so complex that
unless humans already know it or have some deus ex machina to describe it,
it is extremely difficult to discover the future before the hurricane hits. In
the long run, those who survive hurricanes act as if they knew the complex
structure of these nonlinear models.

Austrian Theory

Modern-day Austrian economists such as O’Driscoll and Rizzo® believe in
an economic world where there is an immutable external reality similar to
the way nineteenth-century physicists viewed the working of the physical
world. In their emphasis on uncertainty, however, Austrians often differ
from mainstream Old and New Classical theorists. Many Austrians believe
that the external reality may be predetermined by Mother Nature but this
reality is too complicated for any single human being ever to process the
information being sent out by market signals. The free market is the
Austrians’ deus ex machina that provides the (in principle calculable) rele-
vant probabilities and predictions to coordinate plans and outcomes via a
Darwinian process® in a world of epistemological uncertainty and a pro-
grammed external reality.

Sunspot Theory

Modern sunspot theorists, who often suggest compatibility ‘to earlier
Keynesian macromodels’ involving ‘animal spirits’,” are attempting to
marry the rational expectations hypothesis with the view that the subjective
probability distributions need not, in the short run, match the objective
(and assumed ergodic) probability functions governing real production and
exchange processes.®® In such systems, only in the ‘hypothetical long run’
will ‘forecasting errors vanish’.

Such models of ‘self-fulfilling’ forecasts seem to permit mainstream
economists to salvage a more sophisticated longer-run form of what
Samuelson has called the ‘ergodic hypothesis’ (and thus meet Samuelson’s
criterion for economist-cum-hard scientists) while providing models that
possess, at least in the long short run, a real world business cycle due to the
errors of decision makers.

For sunspot theorists, ‘sunspots’ represent extrinsic uncertainty, that is a
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random phenomenon that does not affect ‘tastes, endowments, or produc-
tion possibilities . . . [t]he basic parameters defining an economy . . . the fun-
damentals of that economy’.®® These fundamental forces of tastes,
endowments and productive technology predetermine the economic reality
environment and produce the predetermined long-run center of gravity or
long-run equilibrium toward which the endogenous forces in the economy
are always pushing. Only continuous demand and/or supply shocks™ creat-
ing new exogenous ‘extrinsic’ uncertainty can prevent the system from set-
tling down to this long-run equilibrium position.

The extrinsic or ‘extraneous uncertainty’, however, always ‘disappears in
the long run — or in a stationary state, or when enough contingent claims
markets exist to cover all probabilities’.”! that is, when probabilities asso-
ciated with the presumed immutable reality are calculated by a deus ex
machina marketplace.

Sunspot theorists only permit ‘temporary’ departures from the long-run
equilibrium determined by immutable real economic ‘fundamentals’ in the
system. In the long run, though we may all be dead, the ergodic economic
process involving the real ‘basic parameters’ defining the economic system
will persist and determine the final solution to the economic problem.

Despite claims of comparability to Keynes by demonstrating the pos-
sibility of short-run ‘Keynes-type’ unemployment, sunspot models are not
compatible with Keynes’s ‘animal spirits’ analysis where (a) money is non-
neutral in both the short and the long runs, and (b) crucial decisions by
humans (under uncertainty) alter the fundamental real forces of the eco-
nomic system as decision makers create (and therefore affect) the future.

Bubble Theory

Speculative bubble theory attempts to explain the ‘excessive’ financial spot
market price volatility often observed in the real world within the context
of a predetermined external reality that imparts ‘intrinsic’ or fundamental
values to all real economic assets. If the bubble is ‘rational’ in the orthodox
theory sense, decision makers believe that there is a probability p of a posi-
tive deviation from the ‘intrinsic’ value (that is, the ‘real’ value inherent in
an asset derived from the programmed immutable real parameters [funda-
mentals]) in the next period’s financial spot market price. This probability
will not only already be expressed in today’s spot price, but it will also rep-
resent the prospect of an even larger deviation in each future period ad infi-
nitum.

As long as the system is open-ended, the deviation of market values from
intrinsic values can increase without limit. Although this ‘bubble’ analysis
appears to utilize a rational expectations equilibrium framework it is fun-
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damentally inconsistent with the logical foundation of rational expecta-
tions where subjective evaluations (in probability terms) equal the intrinsic
objective valuation, that is, today’s spot market price reliably reflects the
intrinsic value (objective reality) of each asset. Moreover, in rational expec-
tations equilibrium, current expectations are backward (rather than
forward) looking in the sense that past data provide the reliable informa-
tion upon which today’s expectations are based. Nevertheless, the term
‘bubble’ suggests that sooner or later the bubble valuations will burst, that
is, the deviation from the intrinsic value will not go on to infinity.”?

Glickman has argued that the attempt to obtain theoretical consistency
in the bubble literature leaves this bubble theory devoid of any explanation
of ‘why future deviations occur or why agents should expect that they will
do so . .. the argument is therefore no more than a neoclassical abstraction
which shuffles off into a mysterious and indefinite remote future the
problem of what is happening today’.”? Speculative bubble theory permits
exuberant but false forecasts of intrinsic value to persist indefinitely only
by postponing the long-run day of reckoning to the infinite horizon.”

Unlike the sunspot or speculative bubble theorists, Keynes reminded his
readers that ‘we must not conclude from this that everything depends on
waves of irrational psychology . . . We are merely reminding ourselves that
human decisions affecting the future, whether personal or economic,
cannot depend on strict mathematical expectation, since the basis for
making such calculations does not exist’.”?
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4. Investment: illiquid real capital
versus liquid assets

Chapter 2 indicated that in The General Theory, Keynes identified two dis-
tinct classes of expenditures on the products and services of industry. The
category D, spending is associated with all expenditures that are related to
(and normally financed out of) current income. D, is defined as all expendi-
tures not related to income. Consequently expenditures in this category are
unlikely to be financed out of current income. D, and D, are precisely and
unambiguously defined but in terms that were not easy to understand by the
average person or politician. To make this classification more meaningful to
the reader of The General Theory, Keynes indicated that consumption spend-
ing could be classified as D,, while expenditure category D, was linked to the
‘amount which it [the community] is expected to devote to new investment’.!

Once the vernacular terms of consumption and investment were intro-
duced, the meanings of these spending categories become more equivocal.
The term investment, for example, is often applied to different kinds of pur-
chases in different contexts.2 To avoid such ambiguities and sort out these
different meanings of investment a strict technical set of definitions regard-
ing investment expenditures, markets, real capital goods, financial assets
and money will be developed in this chapter. A crisp taxonomy is, after all,
the essential starting point in a meaningful discussion and analysis of eco-
nomic problems.

4.1 TWO TYPES OF INVESTMENT

For the individual, investment spending denotes the purchase of some
durable asset today that is expected to enhance future net cash inflows over
the period that the purchaser holds the asset by an amount that exceeds the
purchase price and yields a positive return. For the ordinary person the
term investment is applied equally (a) to the purchase of equity, debt securi-
ties, or other financial assets traded on an organized financial market and
(b) to the purchase of a real durable good to be used in production and
exchange processes to generate a net cash inflow. Investment purchases fall
into two broad classes of asset purchases:

70
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1. Financial assets such as equities, debt instruments, derivatives, options,
and so on. These securities may be newly issued or, if they are traded
on an organized exchange, they may be purchased secondhand from
current holders. Secondhand securities may have been issued many
years earlier than the current accounting period. The selling of newly
issued equity or debt securities (sometimes referred to as initial public
offerings or IPOs) typically represents a seller’s demand for liquidity
for the purpose of funding the purchase of some long-lived real invest-
ment project.

2. Real assets or capital goods such as plant, equipment and inventory.
These capital goods are durable produced commodities that are pur-
chased primarily to be used in the production of goods and services for
the purposes of yielding a net cash inflow for the enterprise. Real assets
are either newly produced plant, equipment, or secondhand goods for
inventory or goods produced in an earlier accounting period.
Secondhand purchases when they occur are often part of bankruptcy
or liquidation proceedings. Since, in the real world, there are very few
organized markets for the purchase of secondhand capital goods,
expenditures on such capital goods are a rather rare occurrence, gener-
ally associated with bankruptcy or liquidation proceedings.

In the lexicon derived from Keynes’s General Theory, neither the pur-
chase of newly issued securities nor expenditures on secondhand financial
assets or secondhand real capital goods are categorized as a D, (invest-
ment) expenditure. In any macroeconomic analysis where Keynes’s D, cat-
egory is associated with the term investment, it is meant to apply only to
the purchase of real capital goods produced during the current accounting
period.

4.2 MARKETS, CONTRACTS, LIQUIDITY AND
CHARTALIST MONEY?

In a money-using, market system, all economic transactions are made on
either a spot market or a forward market. A spot market is any market
where buyers and sellers contract for immediate payment and delivery at
the moment of contractual agreement. A forward market is any market
where the buyer and seller enter into a contractual agreement today for
payment and delivery at specific dates in the future. A contract is a legal
agreement between the parties to perform specific actions at a specified
date. In an entrepreneurial system, contracts denominated in money terms
are used ubiquitously to organize production and exchange transactions.
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If either party to a legal contract reneges on its commitment, the
aggrieved party can ask the state, under the civil law of contracts, to force
the other party to honor its contractual commitments. The sanctity of con-
tracts is the essence of an entrepreneurial system. Money is defined as that
thing that will always discharge any and all legal contractual obligations.
This view linking state enforcement of contracts with the definition of
money is known as chartalism.

An elemental contract is one where the date of payment and date of deliv-
ery is the same specified date. There are only two types of elemental con-
tracts; an elemental spot contract, when both (immediate) payment and
delivery are specified to be carried out at the instant of contractual agree-
ment and an elemental forward contract, when a specific future date is
specified as the time where both delivery and payment will be made.

Actual real world contracts are often more complex than these elemen-
tal ones but any complex contract can always be analysed as a combination
of elemental contracts. Thus, if deliveries (and/or payments) are to be made
at a specified sequence of dates in a real world contract, this can be ana-
lysed as a series of elemental forward contracts each of which calls for deliv-
ery (and/or payment) at a different specified date. If the date of payment
differs from the date of delivery, we can allow this difference by reckoning
that the actual sales contract includes an elemental loan contract.

In an entrepreneurial system, all markets are organized on a spot money
contract and/or a forward money contract basis. In mainstream economic
textbooks, on the other hand, it is implicitly assumed that entrepreneurs
typically only ‘produce to (spot) market’, that is, firms produce goods
without any contractual orders from buyers on their order books. After
production is complete, entrepreneurs bring the products to market to sell
them at whatever spot market price clears the market.

This produce to spot market analysis is equivalent to Alfred Marshall’s
market period analysis of the ‘fish market’. In the real world such entrepre-
neurial behavior is sometimes referred to as ‘producing on speculation’
since the seller is never sure as to what the spot market price that clears the
market will be. Entrepreneurs in retail establishments typically ‘produce to
spot markets’ by ordering goods from manufacturers before they have any
orders to sell.* Nevertheless, if the product is durable, then the seller can
always hold the product in inventory (at a cost)? if no buyer will pay today
the seller’s asking price.

Entrepreneurs may also ‘produce to contract’, that is, undertake the hiring
of inputs and the supervision of the productive flow, only after they receive
a contractual order from a buyer specifying quantity, a delivery date and a
purchase price. In real world capitalist economies, entrepreneurs before the
retail stage in the distribution chain typically ‘produce to contract’.
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The production period was defined by Keynes as the calendar ‘time which
elapses between the decision to employ labor in conjunction with capital
equipment to produce output and output being “finished”’.® If a produc-
tion period spans any significant length of calendar time, then it would be
foolish for any entrepreneur to undertake the hiring of inputs and the
organization of production unless the firm has some significant method of
maintaining cost controls. These money cost controls are obtained by exe-
cuting forward contracts with the suppliers of inputs. With the abolition of
slavery the labor-hiring money-wage contract has become one of the most
universally used forward contracts for production cost control purposes.

Spot purchases and delivery of all needed raw and intermediary mate-
rials at the initial start-up time of the production process would be cost
inefficient, for it would involve incurring warehousing and other carrying
costs for many material inputs that are not needed until well into the pro-
duction period. If, on the other hand, the producer waited and entered a
spot market for the purchase of material inputs on the actual day when the
input was required in the production process, then from the very beginning
the entrepreneur would have given up all control over material costs during
the entire production process. Thus, the institution of forward money con-
tracts is a sine qua non for cost-efficient entrepreneurial firms in production
economies.” The success of the Toyota motor car company, for example,
was associated with its innovative ‘just in time’ method of inventory
control. In this method, forward contracting is used to make sure that sup-
pliers’ delivery is efficiently timed to Toyota’s production schedule so that
Toyota does not need to carry a large inventory of component parts.

In reality, of course, there are some products that may be sold on both
spot and forward markets. For example, sales of the newspapers and mag-
azines at the newsstand involve a spot market transaction, while subscrip-
tions to such publications involve a forward contract for delivery in
combination with a spot contract for payment — and, hence, an implicit
interest-free loan from the buyer to the producer. In the newsstand spot
market for newspapers and magazines, however, the publisher normally
‘makes’ the spot market price by being willing to credit the retail newsdealer
for all unsold publications. This contractual repurchase agreement prevents
a fall in the retail spot price to clear the market and thereby avoids ‘spoil-
ing the spot market’ for tomorrow’s newspaper and magazine.

In the single family housing market, a developer may build houses before
they have a purchase contract from a buyer. The produce-to-market house
is said to be built ‘on speculation’. If, when the house is complete, the
current spot market price will not provide a profit over the builder’s costs
of production, the builder may carry the house in inventory until he gets
his price or is forced to sell by a lack of liquidity to maintain his operations.
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Alternatively a developer may produce ‘custom-built’ houses, that is,
houses produced to forward contract. In this case, no production occurs
until the builder receives a legal contract assuring him that the buyer will
pay him his contractually specified money (supply) price at the delivery
(‘closing’) date. This supply price will permit the builder to recoup all the
contractual cash outlays for land, labor and material inputs, as well as inter-
est on any working capital loan obtained from his banker and still yield a
sufficient profit to make it worthwhile for the builder—entrepreneur to exert
the effort necessary to manage the production process.

That thing we call money is defined in terms of its primary function as
the legal means of contractual settlement. The civil law of contracts speci-
fies that all contractual obligations are enforceable only in terms of money.
Liquidity is the ability to meet all one’s money contractual liabilities as they
come due. In an entrepreneur system where it is always possible that unfore-
seeable events may make it difficult to meet one’s future contractual obliga-
tions, a primary consideration in the plans of all participants in the system
is that before they put their plans into operation they need to possess suffi-
cient liquidity to meet their existing and planned future contractual liabil-
ities as well as to have ample liquidity to meet emergency future contractual
commitments. This demand for the continuing ability to maintain one’s
liquidity would be unimportant if one lived in a cooperative economy
where production is not organized on a money contract basis, or if one
operated in an economy — the theoretical economy of mainstream eco-
nomic theory — where spot money payments on all contracts were required
even if delivery was specified for some date in the future.

In real world entrepreneur economies, workers and other resource
owners as well as entrepreneurs willingly and freely enter into money con-
tracts where the legal obligations for fulfilling one’s commitments are
spelled out in the civil law of contracts. As long as people in society are law-
abiding, the civil law of contracts is the fundamental legal institutional
basis for organizing production and exchange agreements in our society.
The civil law of contracts requires the state to enforce performance or
payment any time one party to a legal contract proves that the other party
is unable or unwilling to fulfill its legal contractual obligations.

Legal tender is the thing that always discharges all public and private
contractual liabilities. Acceptance of the civil law by the members of
society means that whatever the state designates as legal tender must be
money. Bank credit, while not being legal tender, can also function as a
medium of contractual settlement as long as the holders of bank depos-
its believe that these bank liabilities can be immediately converted into
legal tender at the option of the holder without significant costs. The insti-
tution of a Monetary Authority (that is, a central bank) that guarantees
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convertibility of specific deposit liabilities of banks into legal tender as
long as the depository institutions have obeyed the regulatory rules of the
central bank assures that private bank deposit liabilities that economists
call demand deposits (that is, checking accounts) will be universally
acceptable — in the eyes of the courts — in the discharge of contractual
commitments. As long as residents have confidence in the legal system, the
Monetary Authority of the state determines what it will permit to be the
medium of contractual settlement — money.

In an entrepreneurial system, people expect production and exchange
processes organized on a money contract basis to continue to operate into
the indefinite future. Money is, therefore, not only that thing that settles
today’s contractual obligations but it is also that thing in which future
liabilities (for example, the money cost of future production, the future cost
of living, and so on) will fall due. Money, therefore, possesses the capabil-
ity of acting as a vehicle for moving generalized (nonspecific) purchasing
power into the indefinite future. Money is a one-way (present to future)
time vehicle or time machine for store of value purposes. Today’s money can
always be held to pay for future purchases, as long as the carrying cost in
the shape of storage, wastage, and so on of today’s money is lower than any
other thing that has some degree of liquidity. Money is, as far as the private
sector is concerned, a time machine par excellence. Durables other than
money can also possess this time machine store of value function (liquid-
ity) in various degrees. Nevertheless, any durable besides money cannot (by
definition) be used as a universal means of settlement of contractual liabili-
ties order. For any durable other than money to be considered a liquid asset
for moving generalized purchasing power to the future, it must have very
low carrying costs and it must be readily resalable for money in a well-
organized, orderly spot market.

The degree of liquidity associated with any durable other than money
depends on the degree of organization and orderliness of its spot market.
A well-organized market is one where it is not costly to bring buyers and
sellers together.® In normal times in a well-organized market, there will be
many participants on both the buyers’ side and the sellers’ side of the
market. An orderly market is one that operates under rules that are meant
to assure buyers and sellers that changes in moment-to-moment market
prices can be expected to be small. The difference between the last transac-
tion price and the next transaction price will not differ by more than what
the preannounced rules of the market deem appropriate.

In a world where the future is uncertain, in order to assure an orderly
market, an institution known as a ‘market maker’ must exist. A market
maker is defined as an institution that publicly announces a willingness to
act as a residual buyer or seller to assure orderliness and continuity if an
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abrupt disruptive change occurs on either the demand or supply side of the
market. As long as participants believe that financial markets are orderly,
financial assets possess a significant degree of liquidity. Holders of finan-
cial assets can have a ‘fast exit’ strategy where each holder believes that if
he/she wants to liquidate his/her asset position he/she can execute an imme-
diate sale at a price that does not differ significantly from the previous
market price. In other words, financial asset holders believe that their port-
folio can provide an ‘undated’ cash inflow approximately equal to the
market value of the last recorded transaction.

To assure an orderly market when a disruptive change in market senti-
ment is threatened, the market maker requires a buffer stock of the asset
being traded in the market plus a significant stock of money (and/or imme-
diate access to obtain additional money when required). If demand or
supply tends toward unruly changes that threaten large swings in market
prices, then the market maker must step in to buy in a declining market, or
sell in an advancing market to limit the otherwise disorderly market price
movements.

A credible market-making institution in every financial market is a
necessary condition for the public to believe that a market is orderly.”
Orderliness is a necessary characteristic of liquid financial markets. The
existence of a market-making institution allows holders of financial assets
to sleep peacefully at night ‘(knowing’ that the opening spot price tomorrow
will not differ significantly from the closing price today.

If a spot market for a specific durable is thin or nonexistent, it is not well
organized. The purchase of a durable for which there is no well-organized,
orderly spot resale market is likely to be ‘permanent and indissoluble, like
marriage, except by reason of death or other grave cause’.!? These durables
are illiquid, even though they may be capable of delivering to the holder a
stream of specific services or a dated cash flow in the future.

4.3 FINANCING AND FUNDING ASSETS: WHY
MONEY MATTERS

Marshall warned that the ‘element of time is the center of the chief diffi-
culty of almost every economic problem’.!! Modern economic systems deal
with the difficulty by organizing markets that operate in different time
dimensions. Spot markets are equivalent to Marshall’s market period or to
Hicks’s flexprice markets where the existing stock supply is, by definition,
perfectly inelastic with regard to alternative possible spot market prices.
Any change in the public’s spot demand, therefore, will be immediately and
completely reflected in a change in the spot prices.
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Forward markets (because of the fixity of contractually agreed-upon
money prices for the duration of the contract) are equivalent to Hicks’s fix-
price markets in a calendar time setting or Marshall’s short-run period
analysis. Flexprice and fixprice markets coexist in the real world, despite the
often apparent impossibility of this occurring in mainstream macroeco-
nomic models.

Classical general equilibrium is the basic theoretical model of all main-
stream economic theory. In a classical general equilibrium model, as devel-
oped by Debreu, all payments (for either factors of production or products)
are made simultaneously at the initial instant of time!2 whether the trans-
action requires immediate (spot) delivery or specifies a delivery date in the
future. According to Debreu this requirement that all payments be made at
the initial instant remains even in a model where the future is said to be
uncertain. Debreu wrote: ‘uncertainty of the environment . . . originates in
the choice that nature makes among a finite number of alternatives’.!3 Even
in an ‘uncertain’ (that is, probabilistic risky) classical world ‘a contract for
the transfer of a commodity now specifies, in addition to its physical prop-
erties, its location and its date, an event on the occurrence of which the
transfer is conditional’.!* Nevertheless, the payment on this conditional
contract occurs at the initial instant when both parties agree. This initial
instant payment, unlike contracts in the real world, is nonconditional since
the price of any commodity is ‘the amount paid . . . initially by . . . the agent
who commits himself to accept . . . delivery of one unit of that commodity.
Payment is irrevocably made although delivery does not take place if specific
events do not obtain’.">

Since Debreu’s general equilibrium formulation is the theoretical foun-
dation of all mainstream models, even if orthodox models explicitly have
markets for forward delivery, all payments are made on the spot (at the
initial instant of acceptance of the contract.). No wonder that the
concept of liquidity is given short-shrift in mainstream economic models.
No wonder that these models stress a budget line (income) as the sole
constraint on spending, and ignore the possibility of a more important
liquidity constraint on spending. With liquidity having no role to play in
orthodox models, it is easy to understand why the money neutrality
axiom is unquestionably accepted as a fundamental truism in mainstream
economics.

It cannot be stressed too much that the fundamental microfoundations
of today’s logically consistent mainstream economic theories presume that
no economic agent needs to worry about his/her ability to meet future
contractual liabilities since, by assumption, all payments occur at the initial
instant of the analysis. Mainstream theory has removed the problem of
matching cash inflows and outflows from their analysis. This unrealistic
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assumption has led to the famous businessman’s jibe about economists:
‘They have never had to meet a payroll’.

Logically consistent mainstream theory emasculates the importance of
money, cash inflows, cash outflows and liquidity from any historical time
setting. There are never any cash-flow problems in the model. This is an
inevitable outcome of assuming as an ‘article of faith’ that money is neutral.
In the real world, payments and receipts are contractually generated in the
form of money in a sequential time setting as buyers and sellers engage in
spot and forward markets. Liquidity is a fundamental recurring problem
whenever people organize most of their income receipt and payment activi-
ties on a forward money contractual basis. For real world enterprises and
households, the balancing of their checkbook inflows against outflows to
maintain liquidity is the most serious economic problem they face every
day of their lives. The fear of not being able to meet one’s cash outflow com-
mitments sometime in the future leads to a demand for liquidity (and the
holding of monetary reserves) ‘for a rainy day’. It is only in this real world
setting that the institutions of money and money contracts have an essen-
tial role to play in determining the real output and employment of the com-
munity. It is only in this nonergodic world that cash flows over time are
essential to asset-holding positions and money is never neutral as the fear
of liquidity problems worries us all.

4.4 ASSET POSITION TAKING AND LIQUIDITY

Essentially there is a spectrum of assets that range from completely illiquid
assets to fully liquid assets. For simplicity all assets can be categorized as
belonging to one of three classes. These are:

1. Illiquid assets are durables whose spot (resale) markets are poorly
organized, disorderly, thin or even notional so that, for all practical
purposes, these assets cannot be readily resold during their useful lives.
Most real capital goods are illiquid assets. These illiquid assets are used
to produce output in the future that when sold are expected to yield net
cash inflows at specific future dates. In other words, these illiquid assets
are expected to provide a ‘dated’ cash inflow over their useful lives.
These ‘productive’ assets are never held primarily for being able to
immediately convert the present value of the dated future cash inflows
into money if the holder needs funds. If the holder of an illiquid asset
is unable to meet any future contractual liabilities, a distress sale of
these assets may be held. But it is clear to the holder of the illiquid asset
that even if such a liquidation sale of these assets is possible, the sales
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receipts will involve a money sum far less than the asset’s purchase
price (minus any depreciation). In other words, a distress sale of illiquid
assets is almost always certain to involve large capital losses for
the seller and is never contemplated as a strategic option by someone
planning to take a position in illiquid assets.

2. Liquid assets are financial assets that are traded in well-organized,
orderly spot markets where spot market prices are expected to change
in an orderly fashion. As long as an asset is readily resalable in an
orderly market, it has some degree of liquidity. Positions in liquid
assets are held for two possible reasons: (a) for a dated stream of cash
inflows (dividends and/or interest payments) the asset may be expected
to yield (net of carrying costs) to the holder and (b) the expected sales
receipts that can be obtained by immediately reselling (liquidating) the
asset at any future point of time prior to the end of the asset’s useful
life. If this sale price exceeds the purchase price, then the holder has
made a capital gain. If the sale price is less than the purchase price, a
capital loss has been incurred.

Securitization is a process whereby a market-making institution
takes an illiquid asset and by guaranteeing to ‘make’ an orderly spot
market in that asset, converts the asset into a liquid asset.

3. Fully liquid assets are any assets that can be immediately converted into
(resold for) money in a spot market where a market maker ‘guarantees’
a fixed and unchanging net spot money price. As long as the market
maker has sufficient money reserves to back up his/her guarantee, then
holders of a fully liquid asset can at any time sell out their position to
obtain the ‘guaranteed’ quantity of ‘undated’ cash which can be used
to discharge contracts at any future date. Similarly all potential buyers
know they can always take a position at the price ‘guaranteed’ by the
market maker. Money is the basic fully liquid asset of the system
because the spot price of money in terms of itself is certain and
unchanging (no capital gain or loss in nominal terms is possible) as
long as society honors and obeys the civil law of contracts.

Forindividuals and business firms savings means holding unspent income
as a liquid store of value that can be used at any point of time to meet
contractual liabilities. Only liquid and fully liquid assets will be used by
savers for store-of-value purposes. Illiquid assets may have a store of value
in the sense that when they are used in production there may be a stream of
future ‘dated’ money receipts that are expected to be received by the holder
of these illiquid assets. For profit-oriented entrepreneurs, this expected
‘dated’ stream of future net money income flows (or quasi-rents) is the
primary reason for demanding illiquid assets such as plant and equipment.'°
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The boundaries between fully liquid, liquid and illiquid assets are not
watertight or even unchanging over time. The degree of liquidity associated
with any asset depends on the degree of organization and orderliness of the
relevant spot market at any moment of calendar time. Depending on social
practices and institutions, the degree of liquidity of any asset can change
from time to time if the operating rules of the market maker change. For
example, securitization of a formerly illiquid asset can create liquidity for this
asset if the securitized asset market maker is credible. Differences in degree
of liquidity among assets are reflected in differences in the transaction costs
of buying and selling and the stickiness of the money spot price over time.
The smaller the transaction costs and/or the greater the stickiness, ceteris
paribus, the greater the degree of liquidity of any asset. These factors depend,
in large part, on the ability of a market maker maintaining orderliness.

4.5 REAL CAPITAL, SAVINGS, TIME PREFERENCE
AND LIQUIDITY PREFERENCE

Durability is a characteristic possessed by real illiquid capital goods and by
liquid financial assets including money. This quality of durability makes
capital goods a primary form of wealth and a capitalized source of dated
future money income. Classical economic theorists, therefore, conceive of
the individual’s saving out of income as taking the form of durable, produ-
cible capital goods that will yield a ‘known’ dated stream of future net cash
inflows (income). This conflating of savings with the demand for produ-
cible illiquid durables underlies the Say’s Law fallacy that today’s increased
desire to save on the part of households is the same thing as an increased
demand to buy real producible capital goods today.

Keynes and Post Keynesians, on the other hand, argue that people save
out of current income primarily in the form of nonproducible (by the use
of labor in the private sector) liquid assets. The demand to use liquid assets
to store one’s wealth occurs because savers desire to have readily available,
at any indefinite future date, sufficient funds for the discharge of any
contractual commitments that may arise. Unlike the classical economy
where all payments are made at the initial instant for goods and services to
be delivered today and for all possible dates in the future, in a money-using
economy an act of saving does ‘not necessitate’ the purchase of any produ-
cible durables today or ‘a week hence or a year hence or to consume any
specific thing at any specified time’.!7 Today’s desire to save is a desire to
transfer command of unspecified resources to the indefinite and uncertain
future. Savers, therefore, have to engage the two-step decision process illus-
trated in Figure 4.1
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Income (Y)

(Time preference)

Consumption (D) Nonconsumption (savings)

(Liquidity preference)

(Liquid assets) Money and any other fully liquid assets

Figure 4.1 Two-step decisions about the use of current income

In the first step, the time preference decision, income-receiving house-
holds choose how to allocate current income between spending on D, (con-
sumption) and how much will not be spent on currently produced goods
and services, that is, how much will be saved (nonconsumption).!8 After the
consumption versus nonconsumption (saving) time preference decision is
made, savers are required to make a second decision, the liquidity preference
decision, which requires each saver to decide how to allocate unspent
income (savings) among alternative time machines (liquid stores of value)
that can transport generalized purchasing power from today to the indefi-
nite future.

In a monetary economy, the possession of money always gives one the
ability to exercise an immediate claim on current resources — as long as
claims on resources are exercised through the use of money contracts.
Money and any other asset, with negligible carrying charges, that can be
readily converted into money in an orderly resale spot market can provide
this time-machine store-of-value function for savers wanting to move
resource claims into the uncertain future. Illiquid assets, by definition,
cannot provide this time-machine function.

The saver’s choice of a time-machine vehicle to transport savings to the
future is limited to a choice between liquid and fully liquid assets. Unlike
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the products of industry, an essential and peculiar property of all liquid
assets (as discussed further in Chapter 5) is that they cannot be produced
by labor in the private sector (that is, they have an elasticity of production
of approximately zero). Current resources are never used (employed, con-
sumed) to satisfy this liquidity demand by savers.!® A decision to save does
not create an increase in demand for producing additional (illiquid) real
capital for the latter must use current resources in its production.

This obvious conclusion that planned saving is a demand for a liquid
store of value and not a demand for real capital is in stark contrast to main-
stream economists’ classical belief that any increase in the propensity of
households to save out of current income is equivalent to an expansion in
demand for newly produced real capital goods. If the classical view were
applicable to the real world, then any policy that increases household
savings out of each level of income automatically increases the demand for
real investment. If, on the other hand, the Keynes—Post Keynesian ‘liquid-
ity preference as an allocation of savings’ view is true, then a policy to
increase saving will, ceteris paribus, reduce today’s effective demand for the
products of industry and therefore depress real economic activity.

In the 1950s and 1960s most well-known American (Old) ‘Keynesians’
ignored Keynes’s taxonomic distinction between savings as a demand for
liquid financial assets and entrepreneurs’ investment demand as a demand
for illiquid real capital goods. It became impossible to dislodge from econ-
omists’ minds the classical fallacy that if the propensity to save increased,
the demand for real capital increased pari passu. The classical sophism that
the decision to save automatically means a decision to buy producible dur-
ables was quickly resurrected in the economic growth literature?® and today
often adversely affects policy choices for economies that want to stimulate
real economic growth.

The Keynes—Post Keynesian anti-classical perspective of savings involv-
ing taking a position in liquid financial assets means that our entrepreneur-
directed, market-oriented, monetary economy is fundamentally different
from a classical world where liquidity is irrelevant. Only the Keynes—Post
Keynesian view involving the use of a nonproducible money can correctly
and properly explain the implications for the real economy of the develop-
ment of financial markets with financial intermediaries who ‘make’ the
market by operating as residual buyers and sellers in specific financial
assets. Only under this Keynes—Post Keynesian conceptual approach can
we understand why:

1. money is demanded both as a means of contractual settlement and as
a liquid store of value, that is, a vehicle for transferring savings (gener-
alized purchasing power) over time;
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2. titles to capital goods, debt contracts and other financial assets, with
negligible carrying costs, that are traded on organized orderly resale
spot markets are demanded primarily as liquid stores of value, rather
than to gain control of the management of any underlying real dur-
ables. Accordingly, in any entrepreneurial economy with developed
markets for financial assets there will be an institutional separation of
ownership from control of real capital;?!

3. reproducible capital goods are illiquid assets that will be demanded pri-
marily as an input to produce goods and services that are expected to
yield a future ‘dated’ stream of cash inflows. Producible durable goods
are never demanded as a store of value of generalized purchasing
power.

4.6 ATTRIBUTES OF ALL DURABLES

In the obscure and oft-neglected Chapters 16 and 17 of The General
Theory, Keynes wrestled with the problem of trying to extricate himself
from the short-period single-production period outlook of the rest of his
book. The essence of these chapters involves the problem of financing and
funding the demand for additional investment in capital goods as the real
wealth of the community accumulates.??

It is the durability of all assets — capital goods, money and other finan-
cial assets — that links the uncertain economic future with the present and
the past. There are four attributes that all durable assets possess in differ-
ent degrees and these affect their desirability to be held. These four attri-
butes are:

1. g, the expected quasi-rents or money value of the output, net of the
running expenses, which can be obtained by assisting some process of
production or supplying services to a consumer, or the expected divi-
dend or interest payments associated from holding financial assets;

2. ¢, the carrying costs (including wastage) of the asset over any account-
ing period;

3. [, the liquidity premium which arises from the quick power of disposal
of the asset during any period.?} In a monetary economy the power of
disposal of an asset involves the ease of reselling the asset for money
in a well-organized, orderly spot market. The degree of liquidity and
hence the liquidity premium associated with an asset cannot be dis-
cussed independently of the financial institutions that make the spot
(resale) market for particular durables; and

4. a, the expected appreciation (or depreciation) in the money spot price
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of the asset at the end of the period compared with the current market
spot price.2*

For all illiquid assets, the value of a=0 and /=0.

Keynes tended to measure the attributes of ¢, ¢, [, and «, in a unit equal
to a percentage (per period) of the initial cost of the asset. This allowed
Keynes to normalize for differing life expectancies of the various assets and
differing initial costs. In most of what follows it will be more useful to con-
ceive of these ¢, ¢, /, and a attributes in units of absolute monetary sums
per accounting period over the lives of the various assets. This latter unit
of measure can be directly converted into the demand price of the asset (in
the mind of the holder) by a present value calculation.

Entrepreneur—investors are not primarily interested in titles to real
capital goods or other financial assets as a liquid store of value. Their object
is to acquire the services of real capital as inputs for the production process.
To obtain the services of capital goods, investors must acquire control over
the physical capital stock. What is relevant to the profit-maximizing firm’s
calculations is the marginal unit supply price of the service of the capital
factor. Investors do not necessarily want title to the stock of capital.
(Similarly, firms do not care whether they own their labor force (slaves) or
allow others to hold title to the factor called labor. What is relevant is the
marginal supply price of labor services.)

Savers, on the other hand, are interested in protecting and possibly
increasing the value of their liquid asset holdings. Savers want an undated
source of liquidity, that is, readily resalable assets that assure that cash will
be available to them at anytime in the future. Even if a well-organized spot
resale market for plant and equipment existed, the market value of these
capital goods would be less than the spot price of the associated debt and
equity securities. If a saver possessed a physical capital instrument and
intended to convert his/her store of value (for example, a sausage machine)
into future consumption goods in a different time pattern from the ‘dated’
stream of anticipated quasi-rents over the life of the sausage machine
he/she would, at some point of time, have to find a sausage machine buyer.
In selling, he/she would almost certainly disrupt the machine’s physical
(and value) productivity yield and incur delivery costs to dismantle and
transport the equipment to the buyer.

Moreover, since real capital assets are normally large indivisible physical
units, the saver may be required to search out a buyer of the whole unit in
a future period, even if he/she desires only to increase consumption in that
period by some amount smaller than the expected value of the whole physi-
cal asset. The smaller the unit of an asset, ceteris paribus, the greater its
salability is likely to be. Thus, as Makower and Marschak have shown in a
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model where the probability distribution of future quasi-rents is given,
sales of large units ‘not only increase the dispersion of future yields, but
also reduce their actuarial values’.?

Accordingly, the problem of finding a buyer for a secondhand piece of
equipment is likely to be complex and costly. It is here that financial assets
are clearly superior to real physical goods as liquid stores of value for finan-
cial assets can be quickly resold in orderly markets with little or no trans-
action costs for delivering the asset to the buyer. Financial assets can be
bought and sold without any physical disruption to the usage of any under-
lying real capital. To the surprise of mainstream economists, the market
values of fractionalized titles to physical goods are often worth more than
the book value of new indivisible physical goods themselves.

Since savers are interested in titles to real capital as a liquid store of value
and typically do not have the expertise to operate the underlying real assets,
while entrepreneurs have the knowledge to manage the flow of productive
services from capital goods to obtain quasi-rents, savers’ liquidity prefer-
ence decisions and entrepreneurs’ investment decisions will look toward
different price levels. Capital investment decisions depend on the market
demand price (that is, the present value of the expected ‘dated’ flow of
future money quasi-rents) relative to the flow-supply price (money cost of
production) of real capital goods. Savers’s liquidity decisions, on the other
hand, depend on the price of securities relative to their expected future
price and the fear of being illiquid. The only common determinant between
the investment decision and the liquidity decision is the interest rate that is
(a) the basis for the discounting factor in calculating present values of
expected future quasi-rents, and (b) basis of the liquidity premium savers
require to give up their holding of money to hold a less liquid financial
asset.

NOTES

1. JM. Keynes, The General Theory of Employment, Interest and Money, Harcourt, Brace,
New York, 1936, p. 29.

2. Elsewhere I have explained how the terms ‘consumption’ and ‘income’ resulted in a
semantic dispute regarding alternative consumption hypothesis. See P. Davidson, Post
Keynesian Macroeconomic Theory, Edward Elgar, Cheltenham, 1994, pp. 44-6.

3. The development of the contractual category concepts in this section benefitted greatly
from private correspondence with Sir John Hicks in the 1970s and 1980s.

4. But even in the retail market, the seller may exercise a ‘reservation price’ below which
he/she refuses to sell. Marshall associated this reservation demand price with the seller’s
fear of ‘spoiling the market’ for future sales. Retail spot market clearing prices are usually
associated with ‘clearance sales’.

5. Whether to hold in inventory or to sell (liquidate) the product today at the spot price will
depend on the concept of ‘user costs’. See Keynes, The General Theory, pp. 66-73.
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The Collected Writings of John Maynard Keynes, vol. 29, edited by D. Moggridge,
Macmillan, London, 1979, p. 80. Keynes defined consumption goods as finished ‘when
they are ready for sale to the consumer, or to a Capitalist for the purpose of holding them
in stock for speculation [for later sale on a spot market]’ while capital goods are “finished’
when they are ready for use by consumers as consumption-capital (for example, houses)
or by producers as instrumental capital.

Fixed money forward contracts are an essential aspect of all production processes organ-
ized by entrepreneurs. Since Arrow and Hahn have demonstrated that classical theory is
not applicable to systems using money contracts, it should be obvious that classical
theory, despite its popularity among mainstream New Classical and New Keynesian
economists alike, is not a useful tool for resolving the real economic problems that our
entrepreneurial, contract-oriented, system faces.

A well-organized market deals in a standardized ‘product’ so that each buyer ‘knows’ the
characteristics of the unit he/she buys without having to make a detailed examination of
each unit.

In organized financial asset markets, whenever the market maker finds he/she is unable
to carry out his/her function of maintaining orderliness, trading is suspended to permit
the market maker to reorganize his/her resources sufficiently so that order can be restored
when the market is reopened. ‘Circuit breakers’ in financial markets such as the New York
Stock Exchange are preannounced rules that stop trading if the market maker is unable
to prevent the market from getting too disorderly. Until the market is opened again, the
liquidity of assets traded on the market has to virtually disappear. Circuit breakers and
suspended trading rules therefore are a form of capital flow regulations and controls.
Keynes, The General Theory, p. 160.

A. Marshall, Principle of Economics, 1st edn, London, Macmillan, 1890, p. viii.

G. Debreu, Theory of Value, University of Yale Press, New Haven, CT, 1959, p. 32.
Ibid., p. 98. As already indicated, in the classical model uncertainty is conflated with
probabilistic risk.

Ibid., p. 98.

Ibid., p.100. Emphasis added.

Technically this is true for all fixed capital illiquid assets. Working capital illiquid assets
may yield up their entire quasi-rents at a single future date.

Keynes, The General Theory, p. 210.

Classical theory presumes that the time preference decision is the only one that utility-
maximizing savers make regarding the use of their current earned income claims. In clas-
sical analysis time preference involves allocating income between currently produced
consumption goods and currently produced investment goods.

See the essential elasticity properties of money and liquid assets in Chapter 5 infra.

For example, see J. Tobin, ‘Money and economic growth’, Econometrica, 33, 1965, pp.
671-84.

Since A.A. Berle and G.C. Means’s landmark study (7he Modern Corporation and
Private Property, Commerce Clearing House, New York, 1932), applied economists have
recognized this separation of ownership from control as an important problem for devel-
oped capitalist economies. Since classical theory does not make the distinction between
time preference and liquidity preference, it is not surprising that mainstream economic
theorists have provided little guidance on this problem.

For similar views on these chapters, see J. Robinson, ‘Own rates of interest’, Economic
Journal, 71, (1961) pp. 596-600, and R. Turvey, ‘Does the rate of interest rule the roost’,
in The Theory of Interest Rates, edited by FH. Hahn and F.P.R. Brechling, Macmillan,
London, 1965.

According to Keynes, a nonmonetary economy is one where there is no asset whose / is
always greater than c. See Keynes, The General Theory, p. 239.

Keynes, The General Theory, pp. 225-6.

H. Makower and J. Marschak, ‘Assets, prices, and monetary theory’, Economics 5, 1938,
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5. Why liquidity preference?

The fundamental question for any monetary analysis applicable to a
money-using, market-oriented economy is: “Why do people prefer to hold
money which is barren or even interest bearing or dividend yielding securi-
ties as a store of value rather than real “productive” physical goods?” Our
response involves explaining that the use of money contracts to organize
production and exchange processes is the way an entrepreneur system deals
with an uncertain (nonergodic) economic future. This use of money con-
tracts requires economic decision makers to maintain a liquid cash position
in order to avoid the malady of illiquidity or the gallows of bankruptcy.
Money is the liquid asset par excellence in that tendering it will always
legally discharge a contractual obligation. The demand for liquidity
involves either the demand for money directly or the demand for any other
financial asset with low carrying costs that can be readily converted into
money rapidly and without significant transaction costs.

5.1 THE FOUR MOTIVES FOR HOLDING MONEY

Without money [as a liquid store of wealth], we cannot put off deciding what to
buy with the thing we are in the act of selling. If we do not know precisely what
use a thing will be to us, we are compelled nevertheless, by an absence of money,
to override and ignore this ignorance. It is money which enables decisions to be
deferred.!

In The General Theory, Keynes distinguishes three motives for holding
money:

(1) the transactions-motive, i.e., the need for cash for the current transaction of
personal and business exchanges; (ii) the precautionary-motive, i.e., the desire
for security as to the future cash equivalent of a certain proportion of total
resources; and (iii) the speculative-motive, i.e., the object of securing profit from
knowing better than the market what the future will bring forth.2

Keynes recognized that

money held for each of these three purposes forms, nevertheless, a single
pool, which the holder is under no necessity to segregate into three watertight

87
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compartments for they need not be sharply divided even in his own mind, and
the same sum can be held primarily for one purpose and secondarily for another.
Thus we can —equally well, and perhaps, better — consider the individual’s aggre-
gate demand for money in given circumstances as a single decision though the
composite result of a number of different motives.3

There is only a single demand for money for liquidity purposes. For expo-
sitional reasons it is useful to study each motive for holding money as if it
was separate and independent of the others, even though in reality it need
not be. In 1936 Keynes suggested that the three motives formed an exhaus-
tive set and that all other reasons for holding money (for example, the
income motive or the business motive) are merely subcategories of these
three major divisions. By 1937, however, Keynes was forced to admit that
one of the three motives, the transactions demand for money, was misspeci-
fied in The General Theory. He rectified this error by adding a fourth motive
for demanding liquidity, the finance motive.

Unfortunately, this respecification of the demand for money went unno-
ticed as most economists were still trying to understand Keynes’s liquidity
preference theory as it had been set out in The General Theory. Keynes’s
1936 triumvirate analysis of the demand for money was hailed by his fol-
lowers as ‘a study in depth of a magisterial quality not matched in the
present century’.* Yet, by ignoring Keynes’s 1937 finance motive correction
to the theory of liquidity preference, many admirers of Keynes fostered a
retrograde analysis that was incompatible with his earlier Treatise on
Money where his ‘views about all the details of the complex subject of
money are . . . to be found’.’ By the 1960s, what had evolved as mainstream
Neoclassical Synthesis (Old) Keynesianism was so different from Keynes’s
corrected monetary analysis that Milton Friedman’s claim, that these
‘Keynesians’ were championing a theory in which money does not matter,
was quite accurate.

As Keynes’s first biographer, Roy Harrod, pointed out: ‘it is a paradox
that the man whose worldwide fame during most of his lifetime arose from
his specific contributions to monetary theory, which were rich and varied,
should be studied mainly in one of his books which contains little about
money as such’.® Although in 1937, Keynes admitted that his abbreviated
General Theory monetary analysis was misspecified, most Old ‘Keynesians’
ignored Keynes’s 1937 correction as they regressed into a classical analysis
which implicitly assumed the neutrality of money. The Keynesian
Revolution was aborted by those who claimed to be Keynesians but who
disregarded Keynes’s Treatise on Money and his finance motive revision
that requires a nonneutral monetary view.

Keynes’s most recent biographer, Lord Skidelsky, has noted that
only the modern Post Keynesian school has followed Keynes’s monetary
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approach by developing a research agenda that has been directed to judi-
ciously blending Keynes’s monetary analysis of his Treatise on Money
with his 1937 corrected version of liquidity preference. In Skidelsky’s
words:

The Post Keynesian school has continued to emphasize the stress on the import-
ance of time and uncertainty, the use of money as a store of value, and the
‘animal spirit’ theory of investment. Conventional behavior by capitalists or
workers which produces perverse results for the economy as a whole is seen as a
sensible response to uncertainty.’

5.2 THE DEMAND FOR THE MEDIUM OF
CONTRACTUAL SETTLEMENT®

Keynes’s 1936 conception of the transactions demand for money involved
the need ‘to bridge the interval between the receipt of income and its dis-
bursement’.? This calendar time interval is determined by institutional
contractual payments arrangements. For example, hourly wage workers are
often paid at the end of each week, while salaried employees are paid at the
end of each month, credit card balances are due on a certain date each
month, the rent is due at the beginning of each month, and so on.

Households hold transaction balances to avoid the possibility of being
unable to meet their contractual purchase liabilities that come due between
income receipt dates. The quantity of transaction balances held by house-
holds depend on (a) the length of time between well-established contrac-
tual pay receipt intervals, and (b) the planned household spending during
the pay interval.

Similarly, business firms require transaction cash balances to meet their
contractual obligations for the purchase of productive inputs into the oper-
ation of the enterprise. The quantity of business transaction balances held
by entrepreneurs depends on (a) the planned spending of firms during the
period between cash inflows from sales receipts, (b) the length of time
between sales receipts, and (c) the degree of vertical integration of the firms.

While defining the transactions motive as the ‘need for cash for the
current transaction of personal and business exchanges’,'® Keynes’s 1936
analysis encouraged viewing this demand for money for transaction bal-
ances primarily from the householders’ position to the neglect of any sep-
arate business motive. In The General Theory, household consumption
expenditures are identified with D, expenditures which were to be primar-
ily financed out of current income. Consequently, many ‘Keynesians’ (and,
in 1936, Keynes himself!!') were misled by this cursory treatment to incor-
rectly specify the demand for transaction balances as uniquely and directly
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related to the level of income per accounting period. In other words, in the
1936 General Theory, the only cause for a change in the volume of cash bal-
ances demanded for transactions per period purposes is a change in the
actual level of income in that period.

Before discussing Keynes’s finance motive correction for his 1936
misspecified transactions demand for money, it will be helpful to discuss the
other motives for demanding money in The General Theory, the precau-
tionary and the speculative demands for money.

5.3 THE DEMAND FOR A LIQUID TIME MACHINE

Keynes’s precautionary motive for holding cash balances concept is usually
given perfunctory treatment in most economic models. Typically, the pre-
cautionary motive demand is, like the incorrectly specified transactions
demand, assumed to be directly related to one’s income. The only signifi-
cant difference between the transactions and precautionary demands for
money is that the former involved contractual liabilities that are expected
(or planned for) during the current income receipts period while the latter
involved unplanned liabilities that might be expected or feared in general
even if unplanned in specifics.!2 This precautionary motive is a demand to
have liquidity immediately to meet all unplanned liabilities.

Chapter 4 indicated that all income recipients have to make two sequen-
tial decisions regarding their currently earned claims on resources. These
decisions are:

1. the time preference decision of how to allocate current income between
current (consumption) expenditures and planned nonconsumption
(saving); and

2. the liquidity preference decision of how to allocate savings out of
current income among various time machines (liquid assets) to trans-
port purchasing power to the indefinite and uncertain future.

This time-machine decision where savers choose to store their savings
among alternative liquid assets (including money) involves the speculative
demand for money. In the absence of well-organized and orderly spot
markets for financial assets there can be no speculative motive for there are
no alternatives to money as a liquid store of value. In the absence of the
speculative motive, the precautionary motive would come to the fore as
the rationale for holding the only possible liquid store of value money into
the indefinite future.

In all but the most primitive of money-using economies, however, there
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are at least some well-organized and orderly spot markets where durables
can be resold. Liquid financial assets, by definition, are durables traded on
well-organized, orderly spot financial markets. Since the spot market price
of any liquid financial asset can differ, in an orderly manner, each day, any
liquid asset is a potential object of speculation to serve as a possible alter-
native to money as a time machine for transferring liquidity to the future.
In making a choice as to which financial assets to use as stores of value,
savers face two potential uncertainties: an income uncertainty and a capital
value uncertainty. In an uncertain world, savers must choose how much of
each uncertainty they wish to bear.

1.

Income uncertainty Issuers of many liquid assets either contractually
or conditionally quasi-contractually agreed to provide a cash inflow at
specific calendar dates to the holders of the assets (for example, inter-
est payments on bonds, dividends on equity securities). The longer the
saver holds a liquid asset, the larger total cash inflow that the holder
may receive. From this cash income flow the holder will have to sub-
tract the carrying costs of holding the asset to arrive at an estimate of
the net cash inflow accruing to taking a position in the specific asset.
In a world of uncertainty, savers also must consider whether the issuer
of each specific liquid asset will be able to meet this future cash
contractual or quasi-contractual obligation. For the saver the income
uncertainty involves how the saver compares the expected net income
from taking a position in any liquid asset vis-a-vis holding cash where
the latter typically yields a zero net cash inflow to the holder.!® There
is no income uncertainty for the holder of cash.

Capital uncertainty Since the spot market price of liquid assets can
change over time, savers must contemplate the possibility of an
increase or decrease in the asset’s market price at a future date when the
holder wishes to liquidate his/her holdings. This potential capital gain
or loss is obtained by subtracting today’s spot price (p,/) from the
expected spot price at a future date (p,'') when the asset will be resold.
If (p,! —p,©)>0, a capital gain is expected from holding the asset until
t1 and the holder is said to be bullish on the asset. If (p /! —p ©)<0, a
capital loss will be expected. If the saver holds money instead, there will
be no capital uncertainty. The price of money in terms of itself can
never change.

Both income uncertainty and capital uncertainty are vexatious to savers

who can avoid these uncertainties only if they hold all their stores of value
in the form of money. The cost of this option is to give up all possible
income earnings on one’s savings as well as the possibility of capital gains.!
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Buying liquid assets with one’s savings, however, exposes the saver to the
uncertainty of possible capital loss.

Moreover, there are usually transaction costs (7)) incurred in both buying
and reselling (that is, liquidating) any liquid asset. These transaction costs
are usually independent of the time interval that the liquid asset is held. If
an unforeseen liability should come due in the immediate future, then the
transaction cost of taking a position in a liquid asset and then liquidating it
can easily swamp any income flow that can be expected to be received from
holding the asset for such a short time. It is, therefore, normal to prefer to
hold some saving in the form of money to cover planned (and possibly
unforeseen) obligations that can come due in the very near future.!’

The more uncertain the future appears, the more unplanned contractual
liabilities may come due and the greater the fear of possible capital loss on
financial assets. The more savers fear the uncertain future, the more they
will desire to store their savings in the form of money rather than other
liquid assets. Holding money always soothes the savers’ fear of becoming
illiquid if anything unpredictable occurs.!®

5.4 BULLS VERSUS BEARS

All savers find a capital loss repugnant. To induce a saver to exchange
his/her money holdings for a liquid asset whose spot market resale price can
change over time, the saver must expect that in so doing he/she will receive
a liquidity premium in terms of promised future income payments less
carrying costs that exceed the possible capital loss plus transaction costs
of getting into and out of the liquid asset.

Let ¢ be the future expected income (or quasi-rents) to be received over
a period of time, ¢ is the carrying costs, p " the current spot market price of
the asset, p /! the expected spot market price at some future date, and 7', the
transaction cost of taking and then liquidating a position. If one holds
money there is no income ((¢—¢)=0), no capital gain or loss!7 ((p,"! —p,)
=0), and no transaction costs (7,=0). Savers will estimate the expected
future income plus capital gain or loss plus transaction costs associated
with holding a liquid asset and compare this result with that of a zero
return on money.

If, for a specific liquid asset the saver expects

(g—o)+@—pO+T>0, (5.1)

then the saver is a ‘bull’ and should buy all the assets that he/she currently
can afford. If it is expected that
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(g—o+ @/ p/+T,<0, (5.2)

then the saver is a ‘bear’ and would prefer to hold money rather than the
liquid asset for speculative purposes. Of course, in a world of uncertainty,
most people are unlikely to have absolute confidence in any expectation of
future capital gains or losses they might hold. Few savers are, therefore,
likely to be a complete bull or a complete bear. Most sensible people will
hold a mixed portfolio of money and other liquid assets — rather than
putting all their liquidity eggs in one basket. The larger the positive evalu-
ation a saver puts on (p/! —p ), the more bullish he/she is and the more
he/she will alter his/her portfolio from money toward other liquid assets.

This bull-bear evaluation applies to any easily resalable durable. In The
General Theory, Keynes ignored the availability of equities, options, deriv-
atives and other financial assets and used bonds and money as the only
alternative liquid assets that savers would consider using as a time-machine
store of value. This simplification permitted Keynes to provide an easy
explanation of how the price of bonds and hence the nominal rate of inter-
est was determined in the marketplace.

For long-term negotiable bonds where the annual monetary interest
payment is fixed, the effective rate of interest is inversely related to the spot
price of the bond, that is, i=f{1/Py) where i is the market rate of interest
and Py is the spot price of the bond. If most participants in the bond
market think today’s interest rate on outstanding bonds is ‘high’ (bond
prices are ‘low’), then they will tend to be bullish on bonds. Since the term
‘high’ connotates the expectation that the interest rate is normally lower
and therefore bond prices are normally higher, the market must think bond
prices should rise and the interest rate decline. Consequently savers will be
bullish on bonds and will hold very little of their total savings in the form
of money (for store of value purposes).

Figure 5.1 is a hypothetical diagram that displays the aggregate demand
curve for money held for speculative purposes at alternative rates of inter-
est. At the ‘high’ interest rate of i, of Figure 5.1, point A indicates the rela-
tively small (that is, close to the ordinate axis) quantity of money demanded
for speculative purposes as most bond market participants are bullish on
bonds. If most people believe interest rates are ‘low’ at the interest rate i, in
Figure 5.1 (bond prices are high), then most savers will expect interest rates
to increase and bond prices to decline. People will be bearish on bonds. The
further from the y-axis is any point on the demand curve for money for
speculative purposes (Figure 5.1), the more bearish on bonds are market
participants as a group. The quantity of money demanded for speculative
purposes will be greater at the i, interest rate than at interest rate i,
Connecting points such as A and B produces a downward-sloping demand
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Figure 5.1 The speculative demand for money

for money for speculative purposes curve D, S in Figure 5.1. In other words
the demand for money for speculative purposes is, in this simple two-asset
model, inversely related to the rate of interest, that is,

D, s=f(—i). (5.3)

If the money supply is determined exogenously by the actions of the central
bank, then the supply of money can be represented as the vertical curve, S,
in Figure 5.1. Any exogenous increase in the supply of money will shift the
money supply curve outward, say from S, to S,. The rate of interest will
decline from i, to i,

Every fall in the interest rate reduces the current earnings from holding
a bond. The reduced earnings of bondholders will offset a smaller possible
capital loss if the price of bonds falls (the interest rate to rise) in the future.
If, for example, there are no transaction costs of buying or reselling bonds,
then if the interest rate is 4 per cent, it is worthwhile to invest in bonds as
long as the saver does not think the rate of interest ‘will rise faster than by
4 per cent of itself per annum, i.e., by an amount greater than 0.16 per cent
per annum. If, however, the interest rate is already as low as 2 per cent, the
running yield will only offset a rise of as little as 0.04 per cent per annum’.!8
This implies that the speculative demand for money curve is a downward-
sloping rectangular hyperbola that approaches the abscissa asymptoti-
cally.’® The lower the rate of interest the more to fear that the rate of
interest will return to a more normal level while the smaller the running
yield is available to offset this fear.
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In contrast to this rectangular hyperbola formulation of Keynes’s specu-
lative demand for money curve, Old Keynesians claimed that, at some low,
but positive, interest rate, the demand curve for speculative money balances
becomes infinitely elastic (horizontal).20 This horizontal segment of the
speculative demand curve was designated the liquidity trap by OId
Keynesians such as Paul Samuelson and James Tobin. These mainstream
Old Keynesians made the liquidity trap the hallmark of what Samuelson
labeled Neoclassical Synthesis Keynesianism. If the economy is enmeshed
in the liquidity trap, then Old Keynesians argued that the Monetary
Authority is powerless to lower the rate of interest to stimulate the economy
no matter how much the central bank exogenously increased the supply of
money. This view of the impotence of monetary policy was succinctly sum-
marized in the motto ‘you can’t push on a string’.

The liquidity trap implied that monetary policy would be powerless to
stimulate the economy if it fell into recession. These Old Keynesians, there-
fore, proclaimed that deficit spending fiscal policy was the only policy
action available to pull an economy out of a recession. This faith in deficit
spending as the only solution for recessions became the policy theme for
‘Keynesians’, even though Keynes’s speculative motive analysis denies the
existence of a ‘liquidity trap’. Nor was Keynes enamored with government
deficits per se. Indeed Keynes was a firm believer in pursuing a ‘cheap
money’ policy to its practical limits before any fiscal stimulus was under-
taken. Moreover Keynes believed that government should always try to
maintain a balanced operating budget. If fiscal deficits were required to
stimulate the economy, they should always be associated with capital
budget spending on productive investment projects that hopefully permit-
ted government to ‘co-operate with private initiative’.2!

In the decade after the Second World War, econometricians searched in
vain to demonstrate the existence of a liquidity trap (that is, a horizontal
segment of the speculative demand for money) where monetary policy
could not affect the interest rate. In a stunning volte face of the history of
economic thought, Milton Friedman and his followers who accept the neu-
trality of money as an article of faith used this failure of econometricians
as an attack on Keynes’s theory. Friedman’s motto ‘Money Matters’
became an anti-Keynesian weapon. This may have been an effective argu-
ment against Old Keynesians who followed Samuelson’s lead in accepting
the neutral money axiom. Keynes, however, explicitly declared that in his
analysis money was never neutral, that is, that money matters in both the
short run and the long run in the real world.
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5.5 THE FINANCE MOTIVE AND ENDOGENOUS
MONEY

In the early 1930s, Keynes searched for a simplification of his Treatise on
Money after he concluded that his critics ‘simply failed to grasp’ the
Treatise’s elaborate monetary analysis.?2 The result was a less rigorous
monetary specification in The General Theory where ‘money enters into the
economic scheme in an essential and peculiar manner, [but] technical mon-
etary detail falls into the background’.2? This deliberate ensconcement of
monetary analysis led Keynes into incorrectly specifying the transaction
demand for money in his 1936 General Theory. This error encouraged
mainstream Old ‘Keynesians’ to develop a ‘Bastard Keynesian” model (to
use Joan Robinson’s felicitous phrase) that fit better with the classical axio-
matic microfoundations that Samuelson asserted in the Foundations of
Economic Analysis (1947). Bastard Keynesianism is a perversion of
Keynes’s monetary analysis.

In 1937, Bertil Ohlin quickly spotted the error in Keynes’s 1936 simplifi-
cation of the transactions demand for money. In reply to Ohlin’s criticism,
Keynes introduced a new and what appeared to be a somewhat novel
purpose for demanding money, namely the finance motive.2* Keynes argued
that if planned investment expenditures per period are unchanged, that is,
contractual commitments to buy new real capital goods each period are
constant, then the demand for money to be used to ‘finance’ the production
of the investment goods each period would be unchanged and could be
lumped under a subcategory of the transactions motive where capital
goods production transactions are involved.

Producers of capital goods had to assure themselves that when they
entered into forward contracts for the hiring of inputs for production of
capital goods they would be able to meet all these contractual liabilities
until the product was finished, delivered and paid for. The quantity of cash
balances needed each period by capital goods producers to meet these
forward contracts for producing investment goods would be unchanged as
long as planned investment production was unchanged.

‘But if decisions to invest are (e.g.,) increasing, the extra finance involved
will constitute an additional demand for money’.2> Any increase in profit
expectations will induce entrepreneur—investors to enter into ordering more
investment goods if they believe they can obtain funding for the purchase
of these investment goods when they are delivered. When the producers of
investment goods receive more contractual orders, they will require more
working capital loan finance (the finance motive) to meet their expanded
contractual payrolls, raw material and semifinished material costs.

Capital goods producers will contact their bankers to request these larger
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working-capital loans. The producers can show their greater volume of
contractual orders as ‘collateral’ for these working-capital loans. The
bankers, having experience that in the past these customers repaid their pre-
vious working-capital loans, will be agreeable to make these additional
loans since the borrowers have met the ‘three C’s’ criteria — creditworthi-
ness, collateral and character. In an uncertain world, this three C’s standard
is the rule of thumb that bankers use to determine whether they should
make a loan.

If this greater quantity of requests for working-capital loans are
approved by the bankers, the money supply will increase endogenously. The
resulting working-capital loans will be outstanding until the investment
project goods are finished and delivered to the buyers. The resulting sales
receipts will repay the outstanding working-capital loan finance advanced
by bankers (or other financial intermediary institutions). These repayments
will make the equivalent volume of finance available for new working-
capital loans. Keynes’s finance motive analysis recognizes that there will be
an increased demand for money in terms of working-capital loans to
finance the production of the higher volume of investments at any given
interest rate — even before any additional employment and income are gen-
erated?® in the capital-producing industries.

The next question that this analysis has to answer is where will the entre-
preneur-investor buyers of these newly produced capital goods obtain the
funds to pay for these costly, durable investment goods at the time of deliv-
ery. The buyers of long-lived investment goods rarely have enough liquid
savings to pay the entire purchase price at the delivery date. Typically the
buyers will have to externally ‘fund’ most (if not all) of the purchase price
by selling long-term debt (for example, a mortgage bond) and/or by float-
ing new equity securities to savers.

5.6 THE FINANCE MOTIVE, FINANCE AND
FUNDING

To understand the different roles that money-finance vis-a-vis saving-
funding play in the capital accumulation process, it is vital to draw a sharp
distinction between working-capital loan finance and funding. Working-
capital loan finance provides the capital producer with money to pay for
inputs in the production of long-lived durables during the production
period, while ‘funding’ provides the investor with money to pay the pur-
chase price of a completed investment project. In this funding process the
investor—buyer sells a liquid financial asset (a bond or an equity security)
to obtain directly, or more typically through financial intermediaries, the
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small pools of savings in the economy. Financial asset markets therefore
play a major role in permitting external funding of large-scale investments.
This role will be discussed in detail in Chapter 6.

To clarify the essence of the finance motive, and to indicate why it is not
properly taken into account in his General Theory discussion of the trans-
actions motive, in 1937 Keynes wrote:

It follows that, if the liquidity-preferences of the public (as distinct from the
entrepreneurial investors) and of the banks are unchanged, an excess in the
finance required by current ex-ante output (it is not necessary to write ‘invest-
ment’, since the same is true of any output which has to be planned ahead) over
the finance released by current ex-post output will lead to a rise in the rate of
interest; and a decrease will lead to a fall. I should not have previously over-
looked this point, since it is the coping-stone of the liquidity theory of the rate
of interest. I allowed, it is true, for the effect of an increase in actual activity on
the demand for money. But I did not allow for the effect of an increase in planned
activity, which is superimposed on the former. . . . Just as an increase in actual
activity must (as I have always explained) raise the rate of interest unless either
the banks or the rest of the public become more willing to release cash, so (as [
now add) an increase in planned activity must have a similar, superimposed
influence.?’

Since Keynes felt that the finance motive was the coping-stone of his
liquidity preference theory, it is surprising that the concept was never
adopted in the mainstream Keynesian economic literature.

The introduction of the finance motive involves relating the demand for
transaction balances to finance planned increased production to meet
increased spending propensities. If the supply of money does not change in
response to an increase in planned spending to increase production, then
producers’ demand for additional working-capital loans will increase the
rate of interest before there is any additional production undertaken?® as
the additional borrowers tend to crowd out others in the loan market. If,
on the other hand, the Monetary Authority and the banking system
attempt to maintain the interest rate in response to an increased demand
for finance, then the money supply will endogenously expand before there
is any increase in the production flow from the nation’s enterprises. This
increase in the money supply (to finance additional working capital loans)
before production actually expands has been wrongly interpreted by
Monetarist economists as demonstrating that an increase in the money
supply ‘causes’ an increase in output.

The finance motive is the macro analogue of the microeconomic maxim
‘Demand means want plus the ability to pay’. The demand for money,
therefore, is not independent of demand in the real sector. This interdepen-
dence of the real and monetary sector demand functions violates the so-
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called ‘classical dichotomy’ where the neutral money axiom assures the
independence of the real and monetary sectors.

When Keynes linked the finance motive with changes in the decision to
invest, he was, as he readily admitted, discussing ‘only a special case’ of the
finance motive. Keynes’s justification for linking the finance motive to
changes in planned investment contractual orders was his belief that
planned investment is ‘subject to special fluctuation of its own’. In his dis-
cussion of war finance, Keynes generalized the application of the finance
motive to other exogenous components of aggregate demand. In a letter
printed in the 18 April 1939 edition of The Times, Keynes elucidated his
reasoning still further. The immediate question was how the government
was going to fund the additional expenditures for rearmament. Keynes
argued that

If an attempt is made to borrow them [the savings which will result from the
increased production of nonconsumption (war) goods] before they exist, as the
Treasury has done once or twice lately, a stringency in the money market must
result, since pending the expenditure, the liquid resources acquired by the
Treasury must be at the expense of the normal liquid resources of the banks and
of the public.’

In other words, an increase in the letting of government contracts will
increase the aggregate demand for working-capital (transactions) balances
by the suppliers of government (for example, war) goods, even before the
increased expenditures on production are undertaken.?® Once the addi-
tional production is finished, additional income will have been paid out
from which there will be an additional pool of saving in the community.
The government can tap this pool of savings to fund the government’s pur-
chases by selling government bonds to the savers.

The finance motive makes clear the need for an endogenous increase in
the money supply if increases in planned spending are to be translated into
increases in production flows without any constraints raised by increasing
interest rates. Keynes noted an overdraft system ‘is an ideal system’ for
mitigating the effects on the banking system of an increased demand for ex
ante finance; for bank ‘credit is the pavement along which production
travels, and the bankers if they knew their duty, would provide the trans-
port facilities to just the extent that is required in order that the productive
powers of the community can be employed at their full capacity’.3!

The inevitable conclusion of the correctly specified liquidity preference
analysis (to include the finance motive) is that the money-contract-based,
entrepreneurial system in which we live cannot be dichotomized into inde-
pendent real and monetary subsets. The classical dichotomy based on the
neutrality of money axiom does not apply.
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Keynes’s finance motive analysis emphasizes the importance of banking
and financial institutions in facilitating expansion in the real world. In the
absence of an endogenous money supply system:

a heavy demand for investment can exhaust the market and be held up by the
lack of financial facilities on reasonable terms. It is, to an important extent, the
“financial’ facilities which regulate the pace of new investment. Some people find
it a paradox that, up to the point of full employment, no amount of actual
investment, however great, can exhaust and exceed the supply of savings. . . . If
this is found paradoxical, it is because it is confused with the fact that too great
a press of uncompleted investment decisions is quite capable of exhausting the
available finance if the banking system is unwilling to increase the supply of
money and the supply from existing holders is inelastic. It is the supply of avail-
able finance which, in practice, holds up from time to time the onrush of ‘new
issues’. But if the banking system chooses to make the finance available and the
investment projected by the new issues actually takes place, the appropriate level
of incomes will be generated out of which there will necessarily remain over an
amount of saving exactly sufficient to take care of the new investment. The
control of finance is, indeed, a potent, though sometimes dangerous, method for
regulating the rate of investment (though much more potent when used as a curb
than as a stimulus).32

5.7 ENDOGENOUS VERSUS EXOGENOUS MONEY

Money does not enter the system exogenously like manna from heaven, nor
is it dropped from a helicopter as Milton Friedman often presumes. Nor
does the money supply increase come from the hiring of additional labor
in the private sector to produce the money commodity. In our world the
supply of money can increase only through two distinct institutional pro-
cesses — both of which are related to the institution of money contracts.

1. The income-generating-finance process Whenever entrepreneurs
expect demand for their output to increase, they will have a profit
incentive to increase borrowing to obtain more working-capital loans
to meet the higher costs of the increased flow of output. If the banking
system is designed to accommodate this increased demand for
working-capital loans, then the bankers will be responding positively
to the ‘needs of trade’.3® Bank money supply will expand endog-
enously.3* Depending on the short-run production flow-supply elastic-
ities of the industries thus stimulated, changes in real income and/or
prices will follow (with varying time lags) this endogenous increase in
the money supply. Once a new higher level of equilibrium output is
reached there is no further need to increase the money supply (due to
the finance motive) as the needs of trade are no longer expanding.
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Of course, if entrepreneurs expect demand for producible goods to
decline, then the finance process will work in reverse. Firms will use
some of their current sales proceeds to pay off last period’s working-
capital loans and reduce their demand for this period’s loans. In the
absence of other borrowers willing to expand loan obligations, the
total supply of money will endogenously decline.

2. The portfolio change process The Monetary Authority can exoge-
nously initiate action (open-market operations) to induce the public to
hold more or less money balances. By bidding up the price of outstand-
ing government debt (lowering the rate of interest), the Monetary
Authority makes it profitable for bondholders to sell some government
securities to the central bank and substitute additional bank deposits
as their alternative liquid store of value. Alternatively, by selling bonds
and depressing their price, the Monetary Authority can raise the inter-
est rate sufficiently to induce the public to reduce its holdings of money
by purchasing bonds from the central bank.

In sum, under the income-generating-finance process, an increase in the
demand for money induces an endogenous increase in supply if bankers are
willing and able to expand under the rules of the game that regulate banking
operations. This endogenous money supply increase occurs pari passu with
additional contractual purchase orders for resources and goods. Changes in
the money supply and changes in resource utilization can be directly corre-
lated through the income-generating-finance process. Because production
takes time, however, changes in measured output flows will tend to lag
changes in the volume of outstanding bank loans. This calendar sequence
of events has led some empiricists to incorrectly infer that an increase in the
money supply ‘causes’ an increase in output. Rather it is the endogenous
increase in the supply of money that permits an increase in production that
is induced by increasing order books of capital goods producers.

In the portfolio change process, increases in the supply of money are
immediately used by the bond-selling public as a substitute for securities
as a time-machine liquid store of value. If both money and securities have
zero elasticities of production, and if they are good substitutes for each
other but poor substitutes with respect to producibles, then this exogenous
increase in the quantity of money will not necessarily be associated with
any increased demand for output and resource utilization. An exogenous
increase in the money supply initiated by the Monetary Authority can
increase the demand for producible capital goods only if it (a) lowers the
discount rate used by firms to evaluate an assumed unchanged expected
stream of future quasi-rents associated with investment projects, or (b)
reduces the amount of credit rationing to a previously unsatisfied fringe of
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borrowers, or (c) induces an improvement in the expected flow of quasi-
rents.3 There is no requirement that exogenous policy induced increases
in the money supply must induce a pari passu increase in aggregate
demand.
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6. Financial markets, liquidity and fast
exits

In modern entrepreneurial economies, the development of well-organized,
orderly markets for financial assets sever the direct link between ownership
and control of real capital assets. In the modern corporation, ownership is
typically widely dispersed among a population that holds its savings in the
form of financial assets. Owners of these enterprises hold legal titles pri-
marily for the expected capital gain they expect from changes in financial
market prices and secondarily for the dividend yield that accrues to them
while they hold legal title. Most owners would know little about managing
the real capital goods that enterprises use.

6.1 THE DOUBLE-EDGED SWORD OF FINANCIAL
MARKETS

For the real economy, the existence of liquidity-creating financial markets
is a double-edged sword that in good times facilitates investment in real
capital goods but in bad times ‘adds greatly to the instability of the
system’.!

The good edge of the financial market sword is that the existence of
financial markets makes real investments that are fixed for the community
appear to be liquid for the individual. This prospect of liquidity encour-
ages today’s savers to transfer their command of existing real resources to
entrepreneur-investors who require funding in order to command real
resources in excess of what their own earned claims will permit. In good
times, the expectation of high returns? associated with the possession of
financial assets encourages many savers to surrender the full liquidity of
their money holdings. The result is that very large investment projects —
projects often too large to be funded by any single individual or small
group of partners — can be funded by pooling the small sums of many
savers.

As long as financial markets are orderly, financial asset holders believe
they have a readily available fast exit strategy for liquidating their ‘in-
vestment’ the moment they become dissatisfied with the way matters are
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developing. Without the liquidity provided by orderly markets, fast exits,
even if they were possible, would involve very large costs and therefore the
‘risk of making an investment as a minority owner would be intolerable’.3
In the absence of liquid financial markets, the small sums of many savers
could not be readily pooled and mobilized to fund the accumulation of
large capital-using projects.

The bad edge of the double-edged financial market sword is that the exis-
tence of financial markets makes investments that are fixed for the commu-
nity only appear to be liquid for the individual. The fast exit strategy that
calms all financial asset holders’ fears of the uncertain future is available to
all only as long as the vast majority of these people do not simultaneously
try to execute this strategy. When fear of the uncertain future is rampant,
many holders of financial assets may simultaneously rush for the exit. The
result is a market liquidity crisis. The resulting market crash adds to the
instability of the real economy

6.2 MARKET LIQUIDITY, FAST EXITS AND
FUNDING INVESTMENTS

Because of the absence of any precise knowledge of the prospective yield
of any long-lived asset, the daily reevaluations of equities on the organized
exchanges are based on a tacitly agreed upon convention, that is,

The existing market valuation, however arrived at, is uniquely correct in relation
to our existing knowledge of the facts which will influence the yield of the invest-
ment and that it will only change in proportion to changes in this knowledge;
though, philosophically speaking it cannot be uniquely correct, since our exist-
ing knowledge does not provide a sufficient basis for a calculated mathematical
expectation.*

Because each holder of financial assets believes he/she has a fast exit
strategy, the only question is at what price can one sell one’s holdings. If
there were no transaction costs in converting securities into money and vice
versa, then the expected spot price of an asset at the next moment of time
vis-a-vis this moment’s price would be the only relevant price comparison
for deciding on whether to hold one’s position or to execute a fast exit at
this moment. The decision to buy or hold securities today would simply
depend on what the individual expected to happen between today and
tomorrow, and expectations about the spot price the day after tomorrow
would not be relevant until tomorrow became today. Decisions can be made
afresh in the light of tomorrow’s spot price and expectations about the spot
price that will occur in the market the day after tomorrow.
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It is because the spot markets for securities are so well organized in
modern economies, that is, the transaction costs of moving between money
and financial assets are so very low, that each potential buyer believes that
his/her store of wealth is extremely liquid. This appearance of being able to
immediately sell a liquid asset with very low transaction costs attracts many
persons who, as minority shareholders in an enterprise, do not, and could
not, manage the production process of the firm. Moreover these minority
shareholders have little knowledge (or even interest) in the long-run pros-
pective yield of the capital assets that they legally own. The result is that
financial asset market valuations are a result of a convention established on
‘the mass psychology of a large number of ignorant individuals’.

The prices of equities need bear little relationship to entrepreneurial
views of future profit opportunities. The appearance of a high degree of
liquidity of securities means that those current owners of the underlying
capital goods are under no moral or legal obligation to see that the real
capital assets are used efficiently whenever there is an unexpected perceived
change in the external reality.

This ubiquitous belief in the possibility of a fast exit for closing out one’s
position in liquid securities means that portfolio balance decisions of savers
are typically oriented toward expected short-term capital gains (or losses)
via spot market purchases and sales, rather than the expected, but uncer-
tain, long-term income flows that the underlying capital goods might yield.
Moreover, the daily market value of any financial asset is determined, not
by the terms one could expect to pay for all the outstanding units held by
the general public, but only by the small volume that is actually traded on
any day. It should not be surprising, therefore, to find the total market value
of securities is unrelated to either entrepreneurs’ estimates of the present
value of the underlying real capital goods or the market’s long-run expected
dividend yield. In times of either euphoria or fear of the future, there are
no market ‘fundamentals’ that determine the market price of the equities of
any specific enterprise.

The valuation ratio is the total market value of the outstanding titles to
the enterprise relative to the cost of production of the real assets of the
enterprise. If the price of equities is depressed (because households have
increased their bearish preference for money vis-a-vis titles to capital goods
for any reason), then it may be possible to buy titles to capital goods at a
price far below the replacement (cost of production) price of the underly-
ing real capital. The valuation ratio is, in this case, less than unity.

When the valuation ratio is less than one, an individual entrepreneur,
who can obtain the funding for a merger or acquisition, can obtain control
of the flow of services from the enterprise’s existing capital stock less
expensively by a take-over than either by purchasing the equivalent real
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secondhand capital assets directly on a spot market (if it exists) or by
ordering the equivalent in new capital goods.® This merger and acquisition
process retards the rate of real capital formation for society by reducing
the demand for ordering new capital goods to be produced.

Depressed security prices also retard the rate of investment because
financial intermediaries may be unwilling to float new issues in security
markets where prices have fallen significantly. Financial intermediaries
such as investment bankers and underwriters, whose function it is to bring
new issues to the market, are often concerned with the goodwill of their
customers who have previously purchased new issues that the intermediar-
ies have sponsored. These financial institutions, therefore, may be reluctant
to provide arrangements for an entrepreneur who wishes to embark on a
new large investment project if recent previous new issues are showing a
loss when the current spot price is compared to their initial public offering
(IPO) price. These financial middlemen may well ‘try to protect the market
for their previous issues by restricting the output of new ones’.” The result
will be to create an ‘unsatisfied fringe’ of would-be entrepreneurs needing
funding as sponsors are loathed to add pressure to an already depressed
market.

If the spot price of titles to capital goods is high relative to the flow-
supply (or production) price for real capital so that the market value of
equities exceeds the replacement value of the underlying capital goods
(that is, the valuation ratio exceeds unity), then entrepreneurs will find it
cheaper to order new equipment rather than attempt to gain control over
the flow of services from existing capital goods via the merger and acqui-
sition purchases of secondhand equities. If equity prices are high, then
‘there is an inducement to spend on a new project what may seem an
extravagant sum if it can be floated off on the stock exchange at an imme-
diate profit’.® The profit opportunities from floating IPOs during the
NASDAQ dot-com bubble of the 1990s induced investment bankers and
venture capitalists to actively search out and encourage entrepreneurial
plans for capital expansion. As a result, the number of entrepreneurial
investors who were assured funding increased, raising the demand for
capital goods and the accumulation of real capital goods that created the
boom years of 1993-2000.

Keynes used ‘the term speculation for the activity of forecasting the
psychology of the [financial] market, and the term enterprise for the activ-
ity of forecasting the prospective yield of assets over their whole life’.? For
the most part financial market activity is speculative and independent of
both real investment activity and the rate at which new securities are being
floated since the latter is very small relative to the total number of trans-
actions and the outstanding stock of existing securities. The lower the
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transaction costs of organized security market activity, the more the focus
of market participants will be on the capital gains or losses due to expected
changes in the very near future spot market prices of financial assets. In
essence, stock market activity and financial markets prices depend almost
entirely on people’s view about how rich (or poor) they are likely to be in
the near future, that is, changes in the public’s expectations of future spot
security prices are much more important than such ‘fundamentals’ as
price-earnings ratios.

Because the cost of moving into and out of financial markets has been
reduced so much in the last two decades, the foundation for the public’s
daily reevaluations of securities has become ever more evanescent. The
growth of day traders who continuously churned over their portfolios in
hopes of short-term capital appreciation became more prevalent in the
1990s. Active financial market participants, including many mutual fund
managers, held securities at any moment only for capital gains rather than
for income.!? This idea that people buy securities primarily for capital gains
and not for the income-producing potential is sometimes known under the
derogatory terminology as ‘selling to the bigger-fool’ theory.

In modern entrepreneurial economies, security markets are organized so
that the majority of traders can gamble on unknown and unknowable
future changes in the conventional basis of valuation of securities with a
minimum of transactions costs.!! As a consequence the market value of
equities will often appear to be quite absurd to ‘a rational observer from the
outside . . . [as] the vast majority of those who are concerned with the
buying and selling of securities know almost nothing whatever about what
they are doing’.!? Perhaps, this is what Federal Reserve Chairman Alan
Greenspan meant when he noted, in 1996, that the stock market valuations
were being driven by ‘irrational exuberance’. Moreover, the fund manager
who does try to focus the long-term prospects of the enterprise

will in practice come in for the most criticism . . . For it is the essence of his beha-
viour that he should be eccentric, unconventional and rash in the eyes of average
opinion. If he is successful that will only confirm the general belief in his rash-
ness; and if in the short run he is unsuccessful, which is very likely, he will not
receive much mercy. Worldly wisdom teaches it is better for reputation to fail
conventionally than succeed unconventionally.!?

The vast majority of owners of corporate enterprises are, for the most
part amateurs or professional speculators interested only in taking advan-
tage of the expected misguided views of the crowd.!* Nor need holders of
financial assets possess real capital managerial skills as long as transaction
and carrying costs are so small that the potentially profitable date for liqui-
dating one’s specific asset holdings, for given expectations, is near enough



Financial markets, liquidity and fast exits 109

in the future so that the money dividend or interest yield on the securities
and/or the underlying capital goods is relatively negligible.!

The only unequivocal links between the liquidity preference behavioral
decision and the investment demand decision for the hire-purchase of
capital goods are those changes in the interest rate affecting (a) the rate of
discount used by entrepreneurs to evaluate future expected net cash inflows
or their optimism regarding future cash inflows, or (b) the public’s bearish-
ness propensity which in turn may affect the number of unsatisfied entre-
preneurs who cannot obtain funding commitments from nonbank financial
intermediaries.

The existence of a money-creating banking system and well-organized
liquidity-creating financial markets permit today’s entrepreneurs to make
investment expenditure decisions that may be incompatible with the
public’s portfolio allocation preferences at the current rate of interest. If
entrepreneurial investors can obtain funding commitments from financial
intermediaries such as investment bankers, then they can sign purchase
order contracts for capital goods that will stimulate capital goods produ-
cers to employ necessary resources to meet these forward contractual
orders. Ultimately it will be the spot market price of securities that will be
the adjusting mechanism that brings the public’s portfolio balance decision
into harmony with the outstanding volume of securities representing past
and present needs for external funding for the investment projects under-
taken. In a monetary economy, it is finance and funding that provide the
energy fuel that permits the investment tail to wag the portfolio balance
dog.

No matter what the current portfolio holdings desire of the public is, or
what changes may occur in the public’s bullish-bearish balance in the
immediate future, the Monetary Authority and the banking system can act
as a balancing factor to stabilize the prices of financial assets. By operating
either directly or indirectly through financial intermediaries on the spot
market for securities, and by laying down (either by law or custom) rules
and regulations of the financial markets game, the Monetary Authority can
affect the spot price of securities and the volume of securities and money
available for the public to hold.'® The banking system can permit (encour-
age?) entrepreneurs to undertake any level of expenditure on newly pro-
duced capital goods that their animal spirits desire — as long as the public
has confidence in the existing money-contractual system for organizing
production and exchange activities. In a closed economy, this confidence in
the ongoing contractual system depends, in large part, on the expectation
that the contractual money—wage rate (relative to productivity), that is, unit
labor costs of production, will remain relatively more sticky in terms of
money than in terms of anything else. This expectation of money price of
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the products of industry being sticky in terms of money encourages indi-
viduals to enter into money contracts and store purchasing power in terms
of domestic liquid financial assets. In an open economy where different
nations use different chartalist monies, if the exchange rate between monies
can vary then it is possible for the expected domestic unit labor costs to be
more sticky in terms of some foreign nation’s money rather than the domes-
tic money. This can lead to a ‘flight of capital’ or ‘hot-money’ flows as
people speculate on the exchange rate and store purchasing power in terms
of foreign financial assets. This open economy case will be discussed in later
chapters.

6.3 THE MARKET FOR SECURITIES

Money and liquid securities are the primary vehicles used to transfer gen-
eralized purchasing power over time.!” Each individual saver’s disposition
to allocate his/her savings between money and other liquid assets depends
on many factors including the saver’s desire to maximize generalized pur-
chasing power for unspecified claims on resources in the future; the saver’s
fears of income and capital losses; the saver’s vision as to future spot prices
of financial assets, and the saver’s confidence in his/her ability to foresee an
unforeseeable future better than other financial market participants.

If the public (a) increases its fear of capital loss or (b) lowers its expecta-
tions about the rate of increase in future spot securities prices, or (c) has less
confidence in its expectations of changes in security prices or (d) shortens
the time period until the expected date of liquidation of a position in finan-
cial assets, then the public has become more bearish (because of either specu-
lative or precautionary factors).!® This will cause a fall in security prices,
thereby reducing the aggregate value of the public’s liquid store of wealth.

A change in the market value of the liquid store of wealth per se can have
an effect on the public’s bull-bear balance. A fall in the market value of
securities can make the public even more bearish and a rise, more bullish.!®
Changes in the price of financial assets can also generate a wealth effect that
can have an impact on households’ demand for real goods and services. 2
As Keynes noted, ‘A country is no richer when it swaps titles to capital at a
higher price than a lower one, but the citizens, beyond question, feel
richer’.2! When spot prices of financial assets rise, households may believe
it is less necessary to save out of current income and therefore aggregate
consumption at all levels of income may increase. This increment in the
propensity to consume is likely to come at the expense of ‘normal’ savings
out of income, rather than, in the aggregate, the liquidation of paper profits
in the spot markets for securities. In the United States, for example, there
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was an example of such a wealth effect during the 1990s when NASDAQ
stock prices rose dramatically while there was a recorded fall in the personal
savings rate to zero and even to negative levels.??

In the absence of central bank actions to create or destroy liquidity by
directly (or indirectly through the banking system) buying or selling securi-
ties to the public, it is the flexibility of the spot price of marketable finan-
cial assets that permits each decision-making unit to hold as much of its
liquid store of wealth in securities as it desires and to alter its portfolio as
often as it desires, while in the aggregate the public holds exactly the quan-
tity of financial assets and money that is made available to it.

Any decline in the spot price of securities can be offset by the banking
system if the central bank regulators encourage depository institutions or
other financial intermediaries to purchase financial assets on the spot
market and simultaneously create bank deposits for the public. During the
stock market crash of October 1987, for example, the Federal Reserve
flooded banks, government bond market makers, and other financial inter-
mediaries with liquidity in order to encourage them to buy from the general
public financial assets overhanging the markets.

A similar but stronger action flooding the financial system with liquidity
was taken by the Federal Reserve immediately after the September 11, 2001
terrorist attacks on the World Trade Center and the Pentagon. In the two
days following the attack, the Federal Reserve pumped $45 billion into the
banking system. Simultaneously,

to ease cash concerns among primary dealers in bonds — which include invest-
ment banks that aren’t able to borrow money directly from the Fed — the Fed on
Thursday [September 13, 20001] snapped up all the government securities
offered by dealers, $70.2 billion worth. On Friday it poured even more into the
system, buying a record $81.25 billion of government securities.?3

In effect, these actions of the Federal Reserve removed securities from
the general public by making liquidity available to financial intermediaries
who would purchase securities from those members of the general public
who wanted to make a fast exit.

The Wall Street Journal reported that just before the stock market
opened in New York after the terrorist attack, investment banker Goldman
Sachs, loaded with liquidity due to Fed activities, phoned the chief invest-
ment officer of a large mutual fund group to tell him that Goldman was
willing to buy any stocks the mutual fund managers wanted to sell.
Similarly, the Journal notes that corporations ‘also jumped in, taking
advantage of regulators’ newly relaxed stock buyback rules’.2* These cor-
porations bought back securities that the general public had held, thereby
propping up the price of their securities.
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The post-September 11, 2001 activities of the Federal Reserve flooding
the banking and financial system with liquidity vividly demonstrate that
the Monetary Authority can either directly or indirectly reduce the out-
standing supply of securities available to the general public. The public
could then satisfy its increased bearish tendencies by increasing its money
holdings without depressing the spot market price for financial assets in a
disorderly manner. Until, and unless, the public’s increase in bearishness
recedes, the Monetary Authority and the banking and financial intermedi-
aries can hold that portion of the total titles to the underlying real capital
of enterprises that the public does not want to own.

Although the public shifted its portfolio holdings from titles to real
capital goods toward money and other safe haven financial assets after the
terrorist attack, the community cannot alter its holdings of aggregate real
capital at all in the short run. Accordingly, the total market value of titles
to capital goods held by the public at any point of time does not neces-
sarily bear any particular unique relationship to the total stock of capital
goods in the economy, despite the claims of some financial market ‘experts’
that there is a long-run fundamental price-earnings ratio.?> The actual
market value of securities will largely depend on (a) the historical accidents
of the past needs of firms to externally fund investment expenditures; (b)
the net buy back of securities by enterprise; (c) the current sentiment of the
wealth-holding public and (d) the behavior of the Monetary Authority,
the banking system and financial intermediaries in response to changes in
the bull-bear sentiment of the public.

In an economy where the major form of money is bank deposits, port-
folio decisions in combination with the operations of the financial system
will determine what proportion of the community’s total of real wealth is
owned by households and what proportion is owned or looked after by the
banking and financial system.

6.4 THE DIFFERENT ROLE OF BANKS AND
NONBANK FINANCIAL INTERMEDIARIES

It is often difficult to explain the nuances of an economic theory —especially
a revolutionary theory such as Keynes’s General Theory — to politicians, to
central bankers and to other decision makers who are engaged in import-
ant real world economic decisions. Keynes noted that the famous nine-
teenth-century economist and founder of The Economist magazine, Walter
Bagehot, once complained that the directors of the Bank of England were
not acquainted with the correct theoretical principles under which a central
bank should operate. Bagehot wrote:
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They could not be expected themselves to discover such principles. The abstract
thinking of the world is never to be expected from persons in high places; the
administration of first-rate current transactions is a most engrossing business,
and those charged with them are usually but little inclined to think on points of
theory, even when such thinking most nearly concerns those transactions.26

In trying to explain to policy makers the implications of his revolution-
ary analysis, Keynes wrote that his proposals involved ‘an extension . . . of
the essential principles of banking by which, when one chap wants to leave
his resources idle, those resources are not withdrawn from circulation but
are made available to another chap who is prepared to use them — and to
make this possible without the former losing his liquidity’.2

Those savers who, at the moment, do not want to exercise their earned
income claims on the real resources of the system but do not want to give
up the option of being able to exercise these claims immediately at any
future moment, should hold their unexercised claims in the form of fully
liquid bank deposit money. A well-designed monetary system should be
able to create additional monetary claims (bank deposit liabilities) on
resources for those borrowers who are prepared to exercise them immedi-
ately without having to extinguish the bank deposit claims of savers who
want the complete freedom of full liquidity.

Nonbank financial intermediaries cannot create additional claims to be
used to command resources. Instead nonbank intermediaries can only act
as transfer agents moving liquidity from savers to entrepreneurial invest-
ment spenders. This transfer is accomplished by inducing savers to give up
the liquidity of their bank deposits in return for the promise that the savers
will receive a positive return (a liquidity premium) in excess of what the
savers could ‘earn’ if they kept their savings in the form of bank demand
deposits. This liquidity premium is offered if savers hold either the nonbank
intermediaries’ liabilities, or other securitized assets issued by the investor-
spenders. To minimize the liquidity premium that savers will demand to
surrender their bank deposits to the nonbank financial intermediaries, the
latter often securitize their own liabilities that they sell to savers while
attempting to convince the public that the financial assets they offer are
almost as good as money.

In the case of securitized money market funds, for example, the market
maker typically suggests that the market price for the securities of the fund
is fixed and unchanging and that conversion can be made within the day.
The small type in the money-market equity contract, however, usually indi-
cates that (a) the redemption of money-market shares can be postponed at
the option of the issuers for several business days if the fund manager does
not have sufficient money to repurchase the securities and (b) the redemp-
tion price of money-market funds is not guaranteed.®
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Liquidity is the essential focus of Keynes’s revolutionary analysis. Too
great a demand for liquidity by the public can saddle the system with persist-
ent involuntarily unemployed resources. It is the public’s demand for liquid-
ity combined with the actions (and reactions to this demand) of the bank
and nonbank financial community that rules the roost (that is, the path of
the real economy) for good (that is, rapid economic growth and the rapid
accumulation of capital) or for evil (stagnation, persistent unemployment
and persistent poverty).

For rapid economic growth, two conditions are necessary:

1. entrepreneurs must have strong ‘animal spirits’ that encourage them to
see additional significant profit opportunities in the future that can be
obtained by innovation and investment today, and

2. aslongas there are idle resources available, liquidity desires on the part
of savers must not be allowed to prevent ‘animal spirited’ entrepre-
neurs from having sufficient access to liquidity to be able to sign pur-
chase order contracts for all the new capital goods they desire.

Animal spirits depend in large part on the creative imagination of the
entrepreneurial class. Obtaining the claims on resources necessary to put
creative ideas into capital facilities requires the positive cooperation of the
central bank, the banking system and the nonbank financial community.
Financial markets can help promote economic progress if they are organ-
ized as closely as possible to Keynes’s banking principles in that they permit
savers to believe they have not lost any significant liquidity when they trans-
fer their claims to entrepreneurs who want to command resources that
otherwise would remain idle. The presence of a properly designed accom-
modating (endogenous money) banking system and associated financial
intermediary institutions provide the potential to contribute significantly
to a golden age of economic development and growth. On the other hand,
unregulated ‘liberalized’ financial markets that encourage topsy-turvy
growth of financial institutions can, at times of stress, experience liquidity
crises that produce poor economic performance.

In order to understand the mechanics of how the financial system can
produce prosperity or provoke havoc, it is essential to understand how
banks and nonbank institutions link the entrepreneurial demand for
finance and funding of large, costly investment projects with the household
demand for savings and liquidity. Once the relationship between financial
markets and the public’s liquidity preference are taken into account, it can
be demonstrated that even if society plans to save a proportion of its full
employment income that is compatible with the entrepreneurial planned
proportion of total output devoted to the production of investment goods,
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a stable economic growth rate may not be attainable unless certain actions
are taken by these financial intermediaries and accommodated by the
Monetary Authority.?

6.5 BANK LOANS AND MONEY-MARKET
FINANCIAL INTERMEDIARIES

Throughout most of the twentieth century, there has been a clear division
between the role of commercial banks and the role of nonbank financial
intermediaries. Commercial banks were the primary providers of working-
capital loans to producers of capital goods. The resulting producers’ debt
contracts were nonmarketable assets that were held by banks. The interest
received on these loans was the primary source of profits for the banks.

Nonbank financial intermediary promoters (such as investment bankers)
made contractual commitments to entrepreneur-investors to float new
issues that would provide funding for large investment projects by the date
when payment was due to the producers of the investment projects.3? Trust
companies, insurance companies and other financial intermediaries that
collected small pools of savings from many saving households were willing
buyers of the new issues promoted by investment bankers. In return for
their custom, the investment bankers typically offered options on forth-
coming flotations of new issues to these good customers. Any unsubscribed
portion of the new issue flotation was then offered on the over-the-counter
market to the general public.

Until the 1990s, nonbank financial intermediaries such as insurance
companies, mutual funds and so on rarely bought and held positions in the
short-term (working capital) debt obligations of producing enterprises. In
the 1990s a trend developed where banks, who are the originators of short-
term working-capital loans to enterprises as well as household loans on
credit card purchases, sold their short-term loan portfolio. According to a
report in the July 23, 2001 Wall Street Journal, US banks sold off $1.2 tril-
lion dollars of their loan portfolio in 2000 “‘up from $234 billion a decade
earlier’.

Nearly half of the outstanding loans initiated by banks in 2001 are now
held by nonbank financial intermediaries, especially mutual funds. This
resale of loans to nonbank intermediaries permits banks to shed much of
their default uncertainty arising from the large volume of working capital
and consumer loans that the banks originate. The effect has been to shift
banks’ profit orientation from earning interest on outstanding loans to
earning fees for making, servicing and reselling short-term loans to mutual
fund managers and ultimately to individual investors in these funds.
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The downside aspect of this shift in the source of bank profits from inter-
est earnings to originating and servicing fees is that bank loan officers do
not worry as much about the creditworthiness of borrowers as long as there
is a strong market for these loans. There is therefore an incentive for bank
loan officers to become ‘loan pushers’ and loan traders rather than investi-
gators of the soundness of the borrower’s use of loan money.?!

This selling of bank-originated loans to nonbank financial intermediar-
ies has permitted banks to make more loans per period without increasing
their total loan portfolio holdings. By advertising, but not guaranteeing,
larger yields and by suggesting the safety of principal (but not providing
insured deposits), the mutual fund intermediaries have been able to attract
the medium of contractual settlement from the bear hoards of abstaining
households and even, on occasion, leveraging these bear hoards with addi-
tional loans to purchase additional loans from banks.

Saver households are willing to accept an equity position in money-
market mutual funds (rather than holding fully liquid interest-bearing
insured bank deposits) because they believe that holding a position in a
money-market fund promises (a) a greater reward (yield) without any fear
of capital loss than can be expected from holding savings in the form of a
bank deposit, while (b) if mutual fund holders decide on a fast exit, they
have greater confidence in the ability of the managers of the mutual fund
to readily redeem its shares than the confidence that the household saver
would have if the householder had to liquidate the underlying loan con-
tracts directly; and (c) the very low transaction costs of buying and resell-
ing the mutual fund’s securities encourages the belief in the cheapness of a
fast exit strategy.

The greater the confidence the saver has in the money-market fund
manager’s ability to repurchase its outstanding mutual shares at a fixed
price with very low transactions costs the higher the value of the marginal
propensity to purchase securities (72) out of current household savings. At
the limit, m =1, that is, all increments in income that are not spent will be
stored in securities that are presumed to be fully liquid rather than bank
deposits.

Although both nonbank financial intermediaries’ liabilities and bank
deposit liabilities are evidence of private debt, a major difference between
them is that only the bank liabilities can be generally used to discharge a
contract. Only banks can directly use the central bank’s clearing facilities
and are specially favored by the central bank in the sense that the latter
guarantees converting bank liabilities into legal tender at the option of the
holder. Banks” demand deposit liabilities are a ‘tap issue’ in the sense that
each holder of the banks’ deposit liabilities is assured of being able to
convert his/her deposits into legal tender (central bank liabilities) at his/her
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initiative and without costs or the possibility of capital loss. Bank deposits
therefore represent the preeminent fast exit strategy asset.3>? Nonbank
financial intermediaries’ liabilities are denied this tap issue status and the
direct use of a central bank clearing system. Hence the securities of
nonbank financial intermediaries such as mutual funds, while being a good
substitute for money as a store of value, cannot be directly used in settle-
ment of a contractual obligation. As a consequence there will always be
some transactions cost involved in converting nonbank financial interme-
diaries’ liabilities that are used as a store of value into the medium of set-
tlement — a cost which does not exist for legal tender money or bank money.

6.6 CONCLUSION

Recent trends in the growth of mutual funds and other nonbank financial
intermediaries have encouraged saver households to reallocate their saving
portfolio from holding less (government insured) bank deposits toward
holding more liabilities of nonbank financial intermediaries. This has per-
mitted a significant expansion of debt obligations on the part of debtor
households and enterprises. This suggests that a sudden switch by many
households to a fast exit strategy at a future date could cause a horrific
liquidity problem, unless the central bank is alert to the need for pouring
as much liquidity into the system as necessary, quickly and promptly. The
experiences of October 1987 and September 2001, suggest that the Federal
Reserve bank has, on an unsystematic ad hoc basis, responded adequately
to individual financial market liquidity crisis. It is not clear that the central
banks of other nations or currency unions will respond similarly, or that
the Federal Reserve might fail to respond adequately in some future crisis.
It does suggest that a more systematic response to such liquidity experi-
ences should be built into the organization of central banks.
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diaries do not have the same backing of the central bank. Accordingly, nonbank finan-
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7. Planned investment, planned savings,
liquidity and economic growth

7.1 HARROD’S ACTUAL, WARRANTED AND
NATURAL RATES OF GROWTH

Drawing on Keynes’s General Theory, Sir Roy Harrod developed formula-
tions that appeared to demonstrate that to maintain a stable (equilibrium)
rate of economic growth there was a necessary equality between the pro-
portion of planned savings out of income and the proportion of current
output devoted to the production of investment goods. Although Harrod
recognized that economic ‘growth is the aggregated effect of a great number
of individual decisions . . . based on trial and error’,! he failed to see that
the liquidity preference of the public can alter the rate of economic growth
even if the public’s planned savings ratio is equal to the ratio of planned
investment production to total output. In this chapter we shall demonstrate
why the existence of liquid financial markets creates many a slip between
the planned savings cup and the planned investment lip. But first we should
review Harrod’s taxonomic approach to the theory of economic growth.
Harrod developed three concepts of economic growth of output:

1. the warranted rate of growth occurs when growth would be in an ‘equi-
librium of steady advance’? as entrepreneurs’ expectations of sales
growth are just being met by contractual purchases (realized demand)
of buyers;

2. the actual rate of growth at any point of time may not be an equilib-
rium rate. Instead the growth rate may be changing as entrepreneurs
revise their investment plans if they discover that realized demands of
buyers differ from the entrepreneurial expectations of sales; and

3. the natural rate of growth, is the growth rate that would maintain full
employment of labor and capital.

Harrod showed that the warranted or equilibrium rate of growth (G, ) of
total production in the economic system could be formulated as

G, =s,IC, (7.1)
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where s, is the ‘desired’ or expected ratio of aggregate planned savings to
aggregate income implicit in entrepreneurial expectations of short-period
sales proceeds, and C, is the required stock of capital facilities that are
necessary to produce a volume of output that just meets entrepreneurs’
expected short-period sales proceeds. In other words, the warranted rate of
growth in effective demand is defined as that rate which will justify or vali-
date the sales expectations that are the basis for the capacity that produ-
cers are installing in each period. As long as net investment is positive, new
capacity is being added to the system and there will be some increment in
demand that will make entrepreneurs satisfied with the investment commit-
ments they are currently undertaking.

The actual (or realized) rate of growth of an economy depends on the
realized change in effective demand between periods. If the realized change
in aggregate effective demand between production periods is equal to that
which entrepreneurs expect, then the actual and warranted growth rates
coincide as the ‘desired’ saving ratio (s,) exactly equals what income recipi-
ents are planning to save out of income. If on the other hand, the planned
saving ratio is greater (less) than the expected or desired savings ratio, then,
in the aggregate, buyers will be spending less (more) out of income than
entrepreneurs expected.

Harrod’s natural rate of growth (G,) concept is the growth in total pro-
duction and sales necessary to maintain full employment. The natural rate
of growth ‘is not determined by the wishes of persons and companies as
regards savings’.3 The natural rate of growth depends solely on the aggre-
gate supply factors of (a) the growth in the working population and (b)
the improvement of productivity of workers due to changes in the
capital-labor ratio and technological progress. Chapter 2 indicated that the
determinants of aggregate demand are not identical with the factors deter-
mining aggregate supply. Consequently, in a free market economy, it would
be fortuitous if either the warranted or the actual rate of growth equaled
the natural (or full employment) rate of growth.

If individuals, in the aggregate, plan to save more out of full employment
income than the savings ratio associated with the natural rate of growth,
then aggregate demand will be less than can be produced at full employ-
ment. The warranted growth rate will be less than the natural growth rate.
If the aggregate planned savings ratio is less than the savings ratio compat-
ible with the natural rate of growth, then aggregate demand will exceed
aggregate supply at full employment. In Harrod’s growth analysis there is
no automatic mechanism that assures that aggregation of individual
savings decisions and entrepreneurial investment spending decisions will
result in a golden age of full employment economic growth.

Harrod’s growth analysis did not inquire into the role played by financial
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markets and financial intermediaries in achieving and maintaining any spe-
cific warranted growth rate when planned savings equals planned invest-
ment. The rest of this chapter addresses that problem.

7.2 PLANNED SAVINGS AND THE SUPPLY OF
FINANCIAL ASSETS

All economic models are simplifications of reality. To explain the relation-
ship between planned savings, the role of financial markets and planned
investment, some simplifications will be made at this stage of the analysis.
Initially assume that all financial assets are in the form of equities (titles to
ownership of real capital). At any point of time, there is a given stock of
equity securities available to the general public equal to all the previously
issued securities net of those repurchased by the issuer or purchased and
held by the banking system.

Any increase in the stock of equities available in the marketplace will
come through initial public offerings (IPOs) or ‘new issues’ that are floated
to fund a new investment project that has just come ‘on stream’.* Since a
portion of the cost of these investment projects may be internally funded
by the firm, it is only to the extent that the firm uses external sources of
funding that there will be an increase in the supply of securities available in
the market.

Each period, the quantity of additional equity securities offered in the
marketplace will depend upon (a) entrepreneurial demands for newly pro-
duced capital goods, (b) the necessity to externally fund some portion of
that demand and (c) the behavior of financial intermediaries who raise the
funds by floating the new issues to the public.

If only a fraction (g) of all investment spending is externally funded and
if /1 is the fraction of long-term external funding provided directly by the
banking system,° then the value of new issues offered to the general public
will be equal to a fraction of the market value of net investment expendi-
tures per period. If g and / are taken as exogenous, while 7 is net invest-
ment spending, then the quantity of new issues necessary to fully fund the
external funding requirement is

O, =[(1-h)(I)V(p,) (7.2)

where Q. is the quantity of newly issued securities and p, is the spot market
price of equities.” Equation (7.2) indicates that given the fraction of net
investment that must be externally funded via ‘new issues’ each period, the
quantity of securities that must be sold to the public will be greater the
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lower the market price. At the end of each period, the total market supply
of securities being held by the public depends on (a) the pre-existing stock
supply of previously issued securities plus (b) new issues floated in the
market during the current accounting period.?

The fact that the volume of new issues floated on the market is related
to the need to externally fund net investment expenditures indicates that
the supply of equities available to the public is not completely independent
of the demand for net real investment. The existence of g and / as exoge-
nous variables which depend partly on financial institutions’ behavior, and
partly on the financial rules of the game, suggests that real investment
expenditures and the flow of new issues are independent ‘at least in the
sense that any degree, positive or negative, of the one is compatible in
appropriate circumstances with any degree, positive or negative of the
other’.? Accordingly, when the relationship between planned savings and
planned investment spending is analysed to obtain generalizations about
economic growth, it is necessary to provide an explicit hypothesis regard-
ing the actions of the banking system, the magnitudes of g and /4, the
behavior of financial intermediaries, the liquidity preference of the public
for allocating current savings between equities and money, and the price of
IPOs.

When households have positive savings out of income, they must decide
in what liquid ‘time machines’ to store their savings. If households plan to
hold some of their savings in the form of financial securities, then we can
posit that there is a marginal propensity to buy securities (1) out of house-
hold savings (S,). This propensity to use savings to purchase additional
securities was called the ‘non-speculative demand for securities’ by
Kaldor.!9 In modern times, this non-speculative demand for securities can
be closely associated with institutional arrangements and tax policies that
encourage income recipients to put a fixed proportion of their income into
401(k) and other tax sheltered pension plans. The administrators of these
pension plans ‘invest’ these funds in financial securities.

The magnitude of this marginal propensity, to buy (the non-speculative
demand for) securities, Keynes assumed, would be between zero and
unity.!! Old and new classical economists and old and new Keynesians, on
the other hand, implicitly assume that the marginal propensity to buy
securities out of household savings equals one. If this marginal propensity
for ‘non-speculative demand for securities’ is less than unity, then there is a
potential slip so that even if planned savings equals planned investment, a
warranted rate of growth may not be possible to maintain.!2
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7.3 OWNERSHIP AND LIQUIDITY

The business of the daily exchanging of existing financial titles to wealth
that occurs in modern security markets absorbs a significant volume of
human energy and attracts worldwide attention, yet the role of organized
security markets and related institutions as the link between the desire to
accumulate capital goods by firms and the desire to store wealth by house-
holds is only vaguely perceived in mainstream economic texts. The exis-
tence of a banking system and continuous well-organized spot markets in
titles to real capital makes the investment decision independent of the deci-
sion to save and to own equity securities. When, centuries ago, there were
no organized, orderly securities markets, then

Decisions to invest in private business were . . . largely irrevocable, not only for
the community as a whole, but also for the individual. With the separation
between ownership and management which prevails today . . . a new factor of
great importance has entered in, which sometimes facilitates investment but
sometimes adds greatly to the instability of the system . . . the daily revaluations
of the Stock Exchange, though they are primarily made to facilitate transfers of
old investments between one individual and another, inevitably exert a decisive
influence on the rate of current investment.!?

In a world of perfect foreknowledge, of course, there would be no need
for continuous reevaluation of the market value of existing titles and out-
standing debt contracts that occurs in real world financial markets. In a
world of actuarial certainty (in the sense that the sum of the ‘known’ objec-
tive probabilities of all possible events equals unity) insurance markets
could produce an actuarial certain market valuation for equities.!
Organized security markets, however, are not insurance markets — nor do
the financial intermediaries connecting savers and investors in these
markets operate on actuarial principles.

Some nonbank financial intermediaries have developed semi-privileged
arrangements with the banking system and the central bank. The existence
of semi-privileged liquidity-creating arrangements between some financial
market intermediaries and the Monetary Authority either directly or indi-
rectly!® (via commercial banks) has meant that, under certain conditions, if
central bankers understand their job, the money supply will respond
endogenously to both changes in the needs of trade and changes in finan-
cial (liquidity) conditions.'® Let us examine the possible relations between
planned savings decisions, planned investments, financial intermediaries,
and financial markets and liquidity demands.
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7.4 EXTERNAL FUNDING AND SAVERS’
‘NONSPECULATIVE’ DEMAND FOR
SECURITIES

To simplify the following analysis of external funding requirements and
economic growth, assume that (a) neither the central bank nor commercial
banks engage in any open-market operations to affect the supply of
(equity) securities available to the general public and (b) no changes occur
in the public’s liquidity preference (changes in the precautionary and specu-
lative demand for securities) during the period of analysis. For the purpose
of analytically separating ‘independent’ economic factors, the following
analysis emphasizes first, household decisions about what time machines
households plan to use to store their current savings (Kaldor’s non specu-
lative demand for securities) and second, entrepreneurial decisions on how
much net investment spending must be externally funded and how much
will be internally funded. These decisions will determine the increments in
the market demand and supply of financial assets.!” The price of financial
assets will increase (be constant, decline), if the nonspeculative demand for
securities out of current savings exceeds (equals, falls short of) the volume
of new issues required to externally fund the planned investment projects
during the current accounting period.

If entrepreneurs expect sales to grow, they will plan to increase produc-
tion and capacity. Typically a firm plans to fund externally a significant
portion of its large investment projects. By selling long-term securities to
obtain the external funding, capital-accumulating enterprises attempt to
mobilize the pools of savings that are being generated as the capital goods
are produced and the owners of the productive inputs are paid. Before
placing an order for the investment project, any prudent firm will make sure
that sufficient external funding will be available when the investment project
is delivered and payment is required. To that end an investment banker (or
a venture capitalist, or promoter) is engaged to float a new issue at the date
when external funding will be required.

Once assured of long-term funding, the investing firm does not have to
worry whether it will have sufficient liquidity to pay for the delivery of the
goods. It can enter into contractual agreements for the delivery of plant and
equipment from the capital goods producers ‘knowing’ it will have the
funds when the bills come due. Armed with these orders, the producers of
capital goods obtain short-term working-capital loans from their bankers
to pay for their required labor and raw material inputs in the production
process. Upon delivery, receipts from floating the new issue are combined
with any internal funding the entrepreneur has undertaken. The payment
received by the capital goods suppliers is used to repay the bankers for the
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working-capital bank loans and to make final payroll and material supply
payments.!® The repayments to the banks of the working-capital loans
become a revolving pool of finance which can be used to maintain a similar
level of investment expenditures in the next period.

If, at the initial financial asset price level, the aggregate planned net exter-
nal funding (or quasi-debtor) position of firms is growing pari passu with
the aggregate planned net creditor position of households, then the volume
of new issues just equals the (nonspeculative) demand for securities out of
current household savings,

il=ms, Y, (7.3)

where i is the fraction of investment expenditures (/) which entrepreneurs,
in the aggregate must finance externally, m is the marginal propensity to
purchase securities out of aggregate household savings, and s,, is the
public’s planned savings ratio out of household income (V).

If the funds used to internally finance investment spending are equal to
corporate savings out of profits (s.P), then,

s P=(1-i) 1. (7.4)

If entrepreneurial expectations of sales proceeds from current production
are being realized, then aggregate savings out of household income must be
equal to the fraction of investment spending that is being externally
financed, that is, ms, Y, =il and m=1. Given these conditions, the equilib-
rium growth path (Harrod’s warranted growth rate) will be maintained
while new issues are being floated at an equal pace with the (nonspecula-
tive) demand for securities out of household savings.

Mainstream growth models assume that the equilibrium growth path will
be maintained as long as the planned savings ratio equals the planned
investment ratio. Consequently our analysis shows that mainstream eco-
nomic models must implicitly be assuming that the marginal propensity to
buy securities from household saving equals unity. If, however, households
desire to hold some of their saving each period in the form of bank depos-
its!® (that is, m<1), then the supply of new issues coming to market will
exceed the nonspeculative demand for securities. The price of securities will
have to decline (the interest rate will increase) as firms struggle to raise suffi-
cient external funding to pay for the capital goods they ordered. This
increase in the cost of financial capital will induce entrepreneurs to reduce
their planned investment spending.
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7.5 ACTUAL GROWTH WHEN NEW ISSUES
EXCEED THE NONSPECULATIVE DEMAND
FOR SECURITIES

In a monetary economy, there is no reason to expect the marginal propen-
sity to buy securities out of saving to equal unity. In fact it is more reason-
able to assume that as household wealth increases a portion of saving will
go to the accumulation of additional bank balances.2? Accordingly even if
sales expectations are being justified as planned savings equals planned
investment, that is,

s,P+s, Y,=(1 — DI+il (7.5)

if the marginal propensity to buy securities (1) out of household saving is
less than unity, then

sP+ms, Y, <(1 — )I+il (7.6)

and, at the current market price of securities, the value of the new issues
that is necessary to externally fund the planned investment spending will
exceed the demand for securities out of household saving. As a result the
market price of equities will fall, the cost of capital funding will rise and
some planned investment project will be choked off.2!

The financial intermediaries who float new issues will interpret the
decline in the market price of equities as a resistance to buy their new offer-
ings by their usual customers. In an attempt to protect this goodwill with
their best customers for new issues, the bankers, underwriters and venture
capitalists will reduce the future flow of new issues coming to market. They
will reduce their commitments to float new issues and perhaps even actively
encourage investor firms to postpone their investment plans (thereby
forcing firms to reduce their planned investment spending). Also, invest-
ment bankers and other promoters of IPOs may, in the very short run, hold
some of the already committed new issues off the market. They will finance
this unplanned increase in their inventories of new issues by increasing their
indebtedness to the banking system. These actions will tend to support the
financial market against this unforeseen slump?? and to maintain a more
orderly market for new issues. The banking and financial system is looking
after that portion of the real wealth of the community that the public does
not wish to own.??

Even if the real forces in the economy are such that the planned savings
ratio at a given level of income is equal to the proportion of aggregate pro-
duction that entrepreneurs want in the form of capital goods production,
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as long as il > m s;, Y,, then the liquidity needs of the public are not being
entirely met by the banking system and this excessive demand for fully
liquid assets will constrain the rate of real economic growth. To remove this
liquidity constraint will require either (a) the central bank directly, or indi-
rectly through the banking system, accommodating the ‘bears’ by increas-
ing the money supply via market purchases of outstanding securities from
the public, or (b) investment underwriters financing their excessive new
issue security inventories. In other words, the banking system must endog-
enously respond to these needs of the financial circulation (in excess of the
needs of trade) by increasing the money supply.

If the Monetary Authority does not permit the banks to expand the
money supply at the initial security price level and the bearish tendencies
of the public are unchanged, then as promoters borrow to finance their
swollen inventories, the banks will have to ration the remaining credit
among the borrowers from the industrial circulation.?* This rationing of
credit to the industrial sector will obviously reduce growth and may even
induce a slump, even if financial intermediaries took no voluntary actions
of their own to staunch the forthcoming flow of new issues.

Even if the banking system increased loans to encourage financial mid-
dlemen to hold unplanned inventories of new issues, these financial inter-
mediaries would not be willing to hold their excessive inventories for any
length of time. This is especially true if there is a persistent flow of new
issues coming to market that exceeds the demand for securities out of
household saving. Instead, encumbered by increasing indebtedness to the
banks, the financial intermediaries would basically turn off the spigot of
new issues so that they can disgorge their swollen inventories with a
minimum of adverse effect on security prices. As long as the quantity of
new issues reaching the market exceeds the ‘nonspeculative demand’ for
financial assets, funded orders for new capital goods will be reduced by such
Procrustean devices as rationing access to long-term funding.?

In sum, an excessive demand for liquidity by the public can restrict
expenditures on new capital goods even if the public proposes to be suffi-
ciently thrifty out of a given level of income to maintain the warranted
rate of growth. If the planned savings ratio is compatible with a full
employment growth of real effective demand, a golden age of economic
growth may be interrupted or prevented solely by an excessive demand for
liquidity by savers. In such circumstances the Monetary Authority should
redress immediately the financial constraints on growth by accommodat-
ing this excessive liquidity demand. The central bank must be ready to
supply sufficient cash to meet all the bearish desires of savers and to
provide adequate funding for all planned investment projects. As Keynes
declared:
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The banks hold the key in the transition from a lower to a higher scale of activ-
ity. ... The investment market can become congested through a shortage of cash.
It can never become congested through a shortage of savings. This is the most
fundamental of my conclusions in this field.26

Since expectations of future spot prices of securities can greatly affect the
current financial market conditions,?” it may be necessary and desirable for
monetary policy to make a pre-emptive strike on excessive liquidity prefer-
ence tendencies before adverse expectations are generated in the financial
market. By removing securities from either the public or the dealers just
before the excessive market bearishness appears, the Monetary Authority
can create positive financial conditions so that all the new issues offered on
the market will be voluntarily taken up by the public without depressing the
market price.

A growth-oriented monetary policy necessitates providing increases in
the money supply in anticipation of all the needs of trade and finance as
long as the point of effective demand does not exceed full employment. Of
course, to diagnose these monetary needs in advance and to achieve an exact
balance is not possible via either any simple quantitative rule for expanding
the money supply, or using an econometric analysis of past events. Instead,
if the Monetary Authority is to promote a financial atmosphere which is
compatible with a golden age, it should err on the side of ‘cheap money’ and
the ‘best’ judgment forecasts of the trend of liquidity forces in the financial
markets. The Monetary Authority will need flexibility and discretion if it is
to anticipate, or at least not frustrate, the ‘needs’ for the financial ‘paving
stones’ that permit the real factors to achieve an equilibrium rate of growth
that approaches full employment of resources. On balance, it will be desir-
able for the Monetary Authority to provide in advance all the credit paving
stones that enterprise might need at full employment.28

7.6 THE CONTRACTIONARY CASE WITH A BULL
MARKET

If the ‘nonspeculative’ demand for securities out of household savings
exceeds the flow of new issues coming to market, that is, i/ <m s, Y,, then
although there is a tendency for the spot price of securities to increase
(interest rates to fall), this liquidity imbalance will slow the economy below
the equilibrium (warranted) rate of grow