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I. Intraoductiaon

I.1. What is the central element of the sa called ‘Keyresian
Revolution? ? Ferhaps the vast majority of economists waould
answer this question by saying that there was rever really a
Keynesian Revoalution. These ecornomists would argue that Keynres,

irn the General Theory, provided a special case of the recclass~—

ical model irn which morey wages are ripgid. Uremplayment only
results from the fact that the money wapge rate is too high in
relation to the price level arnd, therefare, firms are unable tao
employ all the workers willing to work at the prevailing real

wapge.

II.2. Not all ecoriomists, however, will give this arnswer. Twa
relatively small groups of non-mainstream Keyresians (ar, to use
Joar Robinson’s tewrm, non—-bastard Keyresians) would deny that the
cause of unemployment is the fact that wages are rigid. Past -
Keynesians would point ocut to the role of uncertainty sorraunding
any act of decision making. In a world of uncertainty morey plays
a major role in protecting agerts against the effects of the
irreversability of time. When uncertainty increases agents prefer
to haold liquid assets (money being a liquid asset par__
excellence). If agents are able to hold money rather tharm use
their ircome to buy goods, there is a permanent threat that the
income—expenditure circuit will be interrupted, thus causing
urnemployment.

Arother group, the rec-Ricardian Keynesians, would argue
that in a model with many commodities the rate of interest may

nat  perform the role of equilibrating variable between saving




and investment. That is why the rieaclassical theory of employment
was flawed. Keyrnes's multiplier mechanism provides a consisternt
theory of the adjustment of saving and investment, and the level
of output. According te this mechanism, saving adjusts to
irnwvestment through charges in the levels of cutput and employ-
ment. The level of emplaoyment determined by the equilibrium
betweeri saving and investment will correspond to full employment
anly by coincidence.

Thus whereas one group emphasizes the role of urncertainty
and money as the major causes of unemplayment and instability,
the other emphasizes the multiplier mechanism as the central
element of Keyrnes's analysis. The main objective of this paper is
ta assess the ideas of these two schools of Keyrnesianm ecorncomic
thought, ta compare them, and to ascertain to what extent they

are truly in contradiction to each cther.

I.3. The paper is organized as follows. Sections 11 and II1
analyses the central elements of the nec—Ricardian and post-—

<
Keynesian contributions, respectively. Part IV compares the twao

sets of ideas. Part V concludes.

1I1. The Neo—Ricardian Kevnesians

I1.1. A group of ‘Cambridge economists’, with Garegnani, Eatwell
and Milgate as its most rnotable members, has beer working on a
research program which has Keyrnes and Sraffa as its primary
intellectual scurce. It has put forward an interpretation of

Keyres's General Theory based on the classical ‘lonng  periad

methad’, and has been studying the adequacy of Sraffa’s prices of




praoducticn system as an alternative theory of value ta Keyres’'s
usage of the marginalist theory. The mativation for such a study
is twofold: first, to praovide Keyres’s principle of effective
demand with a consistent thecry of value; second, to provide a
criticism of the margirnalist theory of Eutput and emplayment
based, as it is, on the equalization of saving and irnvestment
through charnges in the rate of interest.

This approach toa the econamics of Keynes retains the central
features of classical political economy, in particular, the
separation of the thecries of distributiorn and relative prices an
the ore hand, and on the other, autput, emplayment, and
accumulatian. In what focllows we shall assess some of the
praopositions of this approach to which we shall refer as nea—
Ricardian Keyrnesianisn.

I11.2. The neo—Ricardian approach is centered onn the nrationm of
long—-periad (or equilibrium) positions of the econamic system,E
that is, positions towards or arround which the relevant
variables gravitate. Before discussing the specific neo—~Ricardian
characterization of equilibrium positions, it will be useful ta
cansider an abstract notion of the term and its relationship tao
the Marshallian usage of the terms short and long pericds.
Corsider a system composed of a set of data (parameters and
exogenaus variables), a set of endcgencusly determired variables,
and a set of functional relatiorns betweer the variables of the
system, To arny change in the data, there will correspond a rew
configuration of the endogericus variables. Ar equilibrium simply

describes this final configuration towards which or arrcund which




the system gravitates. Equilibrium refers to a position of
systemic rest associated with a given set of exagencus variables
arnd the parameters specifying the (expectaticnal, bebavicural and
technalcegical) functiconal relatiorns of the system. According to
this rnotion of the term, disequilibrium positions are asscciated
with the transitory path betweer two positions of rest; they are,
so to speak, unstable positions.

We may refer to the data cum functicnal relations which
characterizes the system as the 'core! of the system.3 Feedback
effects from the endcogerncus variables to the data and betweern the
elements of the data may cccur but they are not considered
explicitly since this wcoculd essentially imply the redefinition of
the equilibrium. The decisicon as to which are the excgerncus and
endaogencus variables depends very much on the specific purpose of
the arnalysis. RAccordingly, the relevant val-iables for the charac-—
terization of the equilibrium position will depend on the choice
of the determined and determinant variables.4 There are different
reasons why a variable shculd be part of the data rather than an
endogencus wvariable. The three main reascns are the following.
First, the variable in question may depend more on factors alien
te the system than on the dynamics of the systemn. Second, the
variable in guestion may maintain multiple and highly urisystemaic
functiomal relaticons with one or more of the variables of the
system thus weakening the definiteness of the r*esults.5 The third
reasaon  is associated with the sparn of historical time underlying

the analysis: chrornological considerations resulting from the

purpose of the analysis influerices the logical structure of of




the system. Aralyses asscciated with a short time horizeon
gernerally will have a greater riumber of ‘gﬁvens’ than analyses in
which the underlying time spanm is longer. The laornger the periad
the greater the flexibility of the system and, therefore, in
principle, the greater the number of endagercus variables. These
considerations lead us to Marshall’s riotions of short and  laong

periads.

11.3. Marshall (1830) made use of the terms shert and long
periods in a very specific fashion. In the shart pericds, writes
Marshall, “"Ctlhe supply of specialized skill and ability, cf
suitable machinery and other material capital, and aof the
appropriate industrial organization has not time to be fully
adapted to demard ... Ivn laong pericds cn the cther hand all
irvestments of capital and effort in providing the material
plant and organization of a busirness ... have time to be adjusted
ta the incomes which are expected to be earmed by them ..."
{(Marshall, 1830, p. 313). Thus the short pericd may be
characterized by a given size and composition of the productive
capacityy only the utilization of capacity and the emplayment of
the variable inputs adjust to demand. In the long pericd bath the
sectoral structure and size of the stock of capital (capacity
itself) adjust to charpges in demand.

A cambinat ion of the nations af eguilibrium and

disequilibrium, and the Marshallian specific usage of the terms

short and long pericds provides the following table:




Positions disequilibrium equilibrium

Marshallian
naotions of

shaort adjustment variables: firnal configuratiaon
pericad employment and of employment and
utilization utilization
long
periad adjustment variables: firial configuratiaon
structure arnd size of the structure
of capacity and size of capacity

{(ricrmal capacity uti
lizaticmnm)

In the Marshallian short pericd, disequilibrium positions
are associated with the adjustment of capacity utilization and
employment. The equilibrium positiorn, in turn, corresponds to the
final configuration of employmert and utilizaticn. Once capacity
itself starts adjusting to demand (the Marshallian long pericd)
the analysis is supposed to discuss the process according to
which the stock of capital charnges (acraoss a series of
disequilibrium positions) and the determiration of the final
configuration of the sectoral structure and size of the stack of
capital. In equilibrium firms are assumed ta coperate at the
narmal or expected degree of utilization.

I1.4. It should be noted that Keyres, en route to the Gerneral
Thecry, considered three alternative rictions of equilibrium posi-
tions (long-pericod positions in Keynes's terminalagy) -—= not
mutually exclusive -- which are quite in accordance with what
has beer discussed above. He writes that:

there are three suggestions conveyed by the term [long-—
pericdl, which are differently dominant on different cccasions of




its use. The first suggestion conveyed by the term ‘long period?
is that it relates to a position towards which forces spring up
ta  influerce the short-pericod positiorn whernever the latter has
diverged from it. The second suggestion conveyed is that the
leng-periad position differs from the short-pericd positicons in
being a stable position capable cet. par. of being sustained,
whilst short-period positions are cet. par. unstable and carmot
be sustairned. The third suggestion is that the long-pericd
position is, in some sense, an optimum or ideal position from the
paint of view of production (IMK, XXIX, p. S54).
<

The first two suggestions are quite in accordarce with the
nation of equilibrium positions presented in paragraph I1.&. The
third one refers to the adjustment of the structure of production
to the conditions of demand, and, therefore, maintains close
relation with Marshall?’s dichotomy. Keynes does not differen-
tiate, however, betweer the Marshallian short and long periods.
It is significant that in relation to the third suggestion Keynes
nates that "there is no reason to suppose that positions of long-—
pericod equilibrium have an inherent tendercy or likelihcod to be
positions of optimum output" (IMK, XX1IX, p. 53). This could be
interpreted as meaning that in neither instarnces of the equi-
librium position (long or short) capacity utilization recessarily

matches the normal or expected degree.

I1.5 We may now turn to the rneco-Ricardian characterization of the
equilibrium {(or, in the nec—Ricardian termincology, long pericad)
position. Reccording to this appreocach "fal capitalist economy is
said to exhibit long-~period characteristics (to be ‘in' a long—
period position) if, when the price of each commodity is uniform
throughout the system , a general (uniform) rate of profit on the
supply-price of capital asscociated with the dominant .

techriique obtains® {(Milgate, 1382, p.12). Furthermore, "the




waiformity of the rate of profit (...) requires that the scale
arnd composition of cutput and the size and caompasition of
capacity are adjusted ore to the cther" (Eatwell, 1583, p. 271).
It is obvicus from the second condition that the equilibrium
pasition corresponds to the usage of the term asscciated with the
Marshalliarn long period since the size and structure of capacity
are supposed toa be be compatible with the scale and campasitian
of cutput or demand. Therefore, this characterization is wnot
cansistent with situatiaons in which capacity does not caorrespond
to its normal level as suggested by Keyrnes in the passage gquated
abave.

The mechanism through which the system gravitates arcund (ar
canverges toward) the equilibrium position as characterized by a
urifaorm rate of prafit is the "operation of free campetition in a
qapitalist ecaoncmy [whichl induces capitalists to seek the most
profitable emplayment of their stock"® (Milgate, 1882, p. 24). The
nation of gravitation arcund the equilibrium position implies
that the latter corresponds to a steady state arcund which the
ecanamy actually cocsilates. Deviations of market prices (and
actual output for that matter) from the rnormal prices and cut put
levels may result fram temporary (non persistent) phernomerna such
as expectational errors (see paragraph I1I1.7 belcw). The averanging

aut over time of these deviations which are associated with

"incongruities betweern existing plant and demand for praducts®,
i.e., deviations from the rcrmal level of capacity utilization,
"is ore and the same thing as gravitation arcund a urni form,

‘niormal? rate of profits calculated on the supply price of the
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means of production (Garegrani, 1979b, p. 76).6

II1.6. In section II.2 refererce was made to the rncoticn of 'core?
af a system by which we meart the set of data and endagencus
variables ard the set of functicnal relations betweer those same
variables. The core of the rec—Ricardian system is compased of
three data variables —— the wage rate (cr the urmiform rate of
prafit), the methads of producticrn, and the size and compasiticon
acf cutput. The endogencous variables are the relative prices and
the rate of profit {(cr wage rate measured(in terms of the price
of cre of the reproduceble commoadities). The furncticonal relaticons
are a set of price equatiorns according toa which prices are deter-—
mived by the casts of production and the rate of profit on
capital advarwced.

Feedback effects can be studied, and irdeed, “the treatement
of the real wage, the sccial praduct and the technical conditicons
of production as irdependent variables in the ‘care' in no way
entaillsl denying the existence of influernces of ary single cone
af these three sets of variables over the remaining twa"
(Garegnani, 1984, p.296). The reason for treating them as
independent variables is that the multiplicity of influerces of,
Say, a change in the real wage on the level of cutput, the
methods of production, and relative prices may rernder the results
af the analysis much less definite.

These interactive effects between data variables ard
endogenous variables must be considered, however, if and when
closures are appended to the classical or nec—-Ricardian system.

One such closure would be Keyrnes’s theory of autput as proposed




by the nrec—-Ricardiars themselves. Fotertial effects ta be
cansidered would be the influerce of distribution cn aggregate
demand and output, the influerice of charges in the scale of
cutput on the methods of praducticn and, therefore, on the prices
of praduction. Nec-Ricardians have been quite timid in exploring
alternative clasures, and have for that reascor been accused of

taking too many things as ‘pivens' —- see Hahn (19832).

I1.7. The rotiorn of equilibrium position plays a central rale in
the reo—Ricardian approach to the econcmics of Heyres. Same
critics of the approach —— mast natably goan Rabinsor and the
Post Keynesians —- have pointed cut te a certain discrepancy
betweers the nrotion of equilibrium and the rcole of expectations
and uncertainty. Joarn Rabinson’s view is that “fals scon as  the
uncertainty of the expectations that guide econamic behavicour is
admitted, equilibrium drops cut of the argument and history takes
its place" (1974, p.48). As for the specific rale of expectations
in equilibrium analysis she argues that “long-pericd balance
cauld be contirucusly maintained only on a steady grawth path
where confident expectations about the future can be maintaired,
continucusly fulfilled and so rerewed" (1378, p. 214). Therefore
the existerce of uncertainty and expectations threatens the
relevarce aof equilibrium analysis, and, in particular,
camparative statics analysis which omits the role of expectations
whernever the system deviates from the equilibrium positicn.

We submit, haowever, that the noticns of equilibrium and
disequilibrium (and steady state path) discussed in the previaus

paragraphs are powerful intruments of analysis. BGiven alternative
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assumpticons about what are the data variables and the endogercus
variables, and the furncticmal relatiorns between them, the
equilibrium method has the quite desirable characteristic of
providing definite results. Furthermore, the methaed is rict
entirely incompatible with disequilibrium analysis which may

arise, inter alia, from expectational ervrors. The ricticr of

equilibrium is only the first step tc understanding the
systematic relations betweerr a set of variables. Instituticornal
factors and the caveats resulting from the irreversability of
t ime may thern be irtroduced as factors affecting the
determirnaticon of the data variables and the parameters of the
furictional relations to make the results more relevant.

The nec—-Ricardian position concerning the rale o f
expectations is not that they should ncot be takenm into account,
but that they cught rict be giver such a disturbing role as to
render the analysis devoid of any definite result (see Garegnani,
1976, p. 140). Expectations should instead play the role of the
‘acciderntal (riori—persistent) forces’ which make the actual path
aof the system (asscciated with the ‘market prices’ and actual
utilization of capacity) deviate from the rormal positicon.
Fram this we car cornclude that expectations are supposed to  be
satisfied in equilibrium through the ‘averaging out process? of
deviaticns from the reorm, that is, expectations carrncot  be
persistently falsified. This, it should be rcted, is quite a

conventional assumpticr (if not result) in Marshallianm long

pericd analysis.

I1.8. Irvn face of this discussion where dces Keynes's Gereral




Theory lie in terms of methads of analysis? There seems to be no
doubt that, urilike the Treatise in which Keyrnes concertrates on

deviations from a norm, the objective of tpe Gereral Theory is to

argue for the possibility of a norm characterized by involuntary
uremplayment. Neco~Ricardians bhave correctly pointed out the

equilibrium rnature of the General Theory's analysis.

There is no fundamental differerce amcrigst most Keyresians

about the equilibrium nature of the Gerneral Theory’'s analysis.

The diségreement starts with the neo—~Ricardian claim that the

General Theory is cast in a ‘lerng-period? analysis. What deces

this mean? Does it mean equilibrium arnalysis or does ‘lorng-
Yy o
pericd’ analysis mean something more tharn this? According to Joan

Rabinsan, "[tlhe Gerneral Theory is set in a strictly ‘shaort

pericad’? situation... Keyrnes hardly ever peered over the edpge of
the short pericd to see the effect of irnvestment in making
addition to the stock of productive equipment" (1978, pp. <Z11-—
12). Garegnani, himself a promirnent neo—Ricardian, argues that
"it should be clear that Keyres is corcerred with a shart pericd
analysis of aggregate output (the determinaticn of capacity
utilizatior)and that a long-pericd analysis of aggregate cutput,
i.e, an analysis of the reciprocal adaptation of aggregate supply
and aggregate demand is one and the same thing as a thecory of
accumulation. This is absent in Keynes ..." (Eatwell and Milgate,
preface). From the point of view of the (ron-)adjustment of the
size of capacity to the scale of cutput there seems ta be no

doubt that the Gerneral Theory refers to the Marshalliarn short

pericd.

Eatwell and Milgate, however, disagree with the idea that




Keyres’s General Theory should be iderntified with the Marshallian

shart pericd. The rnaoticr that the size of the capital stock is
nat adequate to the size of cutput is not cornternded. What 1is
challanged is the interpretation of the Marshallian taxornomy of
periacds based on this criterion. In Milgate’'s waords, “[Ltlhe
relevant property of a Marshallian short—&ériod . is nat that
the stock of equipment is inadequate in ‘guantity? but rather
that its physical cowposition has rict yet assumed a ° form?

compatible with long—-pericd conditions in the serse that it will

yield a uniform return on its supply-price" (19882, p. 89). The

idea is that unemplaymert ir the Gereral Thecry is ncot due to the
wroag? composition of the stock of captital —-— “the relevant
praperty «of a Marshallian shart-periad" -- but only ta the

‘wrong! size of the staock. Therefare, the General Theory is nat

arly cast in the equilibrium methad but should alsc be identified
with the Marshallian long pericd. From cur perspective there can
be YICs guarrel as ta the possible compatibility between
unemployment and idle capacity or the ore hand, and the ‘right?
campasition of capital on the acther hand. We would submit,
haowever, that only by cainciderice the composition of the stoack of
capital would be compatible with the composition of demard after
a change in autcocrnaomous demand, arnd the multiplier process had
come  to an end. In any case, the real problem seems ta be the
assertiom that composition is the only relevant criterion foo
the Marshallian conception of the long-pericd. According to this
conception, rnot  anly should the compoasition be vight but  the

scale of cutput and the size of capacity must be adjusted -— see




paragraphs 1I1.3 abave. If the latter doces not abtain, there may
be uniformity of the rate of profit across sectors but such a
rate will nrot correspond ta the normal level of capacity

utilizatior.

I11.9. We may now consider the riec—Ricardianm contributicorn to
ecanamic  theory as such. The careful reconstruction of the
classical system by Sraffa (1960) -- fram which the nec-—
Ricardian approach to the economics of Keyres was developed ~—-—
has the great merit of revealing the problems asscciated with the
marginalist theory of value and distribution based on aggregate
praduction functions. It can be shown that in a system with more
thar cone reproducable commadity the value of any given vector of
physical quantities is rnot independernt from the distribution of
income betweers wages arnd profits. As a result, it can alsa be
showrn  that the value of any given physical stoack of capital dces
rnot maintain  a monotonic (inverse) relaticn with the rate of
praofit as contended by the marginalist thecry. {(See PFasinetti
(1977) for a careful treatement of this point.)

Nec—Ricardiarms have extended these results to a critique of
the marginalist theory of cutput and employment. In their view

Keyrnes's analysis in the Gereral Theory retained same orthodox or

marginalist elements which, orn the one hand, did not allow him to
develap a negative critique of the orthadox thecory (in the sernse
of showing its inconsistencies), and on the other hand, left apen
the rocad for a return of the marginalist theory now incorporating

some of Keynes'’s positive carntributions.
I1.10. The nrec—Keynesian critique of the marginalist thecry of

14




autput and emplayment is due essencially ta Garegnani (1378-3,
1983). I what follows we shall repraduce his arguments, and
afterwards present some critical considerations.

The non—moncotonicity of the relationship between the rate of
prafit (or interest) and the value of a given stock of capital is
an outcome of the Sraffian gerneral equilibrium system. Let the
stock of capital be compatible with the full emplayment of labew,
that is, let the stock of capital be give; by QXf where A is the
matrix of technical ccefficiernts and Xf is a vector of autput
corresponding  to the full employment of labor. Curve D(Nf) in
Figure 1 corresponds to the value of such stock of capital, i.e.,
K o= p’ﬂxf where p' is the (row) vector of Sraffa's prices of
praductian.lc This cwrve can be seern as the demand schedule for
capital or, as Garegrnani refers to it, the ‘capital-employment
curve?. For sake of simplicity assume that there is only circular
capital which implies that there is ro differerce between the
investmert demand and the demand for capital schedules.11

Let the supply of capital or locarable furds depend
positively on the level of cutput ard the rate of interest (r).
Alsa, let the saving function correspond to the full emplayment
of  labar, S(Nf). Twee altermative combinations of investment

demand and supply of capital functions are depicted in Figures 1

and 2.

FIGURE 1 FIBURE 2

In Figure 1 equilibrium cum full employment of labeor exists

15




but it 1s abviocusly unstable. A marginal deviation fram
equilibrium wcould lead the system to one of the extremes of the
distributicon gpectyrum. Garegrnani (1383, p. 73) abserves that if
the capital emplaymert curve was to be lite the are depicted ir
Fig. 1 "it would be urreascrable to describe them as demand
curves?, and reasonable to look elsewhere fcr the explanation of
the division of the praoduct betweer wages and praofits". In Fig. &
equilibrium does rnot exists; this simply means that, if this was
arn empirically observed fact, the marginalist argument abcut a
tendency to full emplayment through the equalization of the

g
investment and saving schedules would be incomsistent. =

IT.11. For the sake of the argument, let us put aside
temporarily the implications of the capital contraversy for the
shape «f the capital demand curve. Assume —— as Keyrnes does in

the Gerneral Theory -—— that the schedule (labeled Kd in Figures 3

and 4) is downward slopivng given the inverse relaticn between the
demand price of capital and the rate of interest. Remember that
accarding ta Keyres's construction the level of cutput is not
taker as given in the derivation of the capital demand curve; in
fact, the levels of output and emplayment maintain a direct
relation with the equilibrium level of investment (or stock of
capital given ouwr assumpticon abaut the circulating nature of
capital). These assumptions imply that a full emplayment equi-
librium may be attained through the equalization of the capital
demand schedule and the saving curve asscciated with the full
emplaymernt level of output. Such equilibrium exists arnd is

stable: it may be represented by pcint A in Figure 3. Hawever,

16




if, for some reasorn, the actual or market rate of interest is
persistently above the rate corresponding te the full employment
equilibrium, such pasitiocn will rnever be attained.

FIGURE 3 FIGURE 4

It is a well kricwrnn fact that both inm the Treatise and the

General Theory the actual rate of interest does not depend only

ot saving and investment decisions. It deperds o the state of
liquidity preference of the ecarncmy cr, what is the same, on the
decisions of the various agents as to how toe allocate their stock
of wealth, The demand for funds to be invested and the supply of
funds that have beern saved play enly a marginal role on  the
canditions of liguidity of the econcomy. They are decisicans about
the allecaticn of flows which may enly affect the decisicons about

the allacation of stacks very marginally. Irn the General Theory

the rate of interest is assumed to be only relatively deperdent
ean the demand and supply of current fundsj; it depends essentially
ari the demand for and supply of money or, more generally, liquid
assets, The interest rate thus determired car be represented by
the 1lirne LL in Figure 4. The existerce of such 1lirne would
preclude the system from attaining the %ull emplayment equi-
librium. Enter Keyres’s principle of effective demand: in egui-
librium, the flow of saving must correspond ta the current level
of investment which is, in turn, determined by the egqualizaticn
of the marginal efficiency of capital and the market rate of
interest. As Keyrnes argued, "it is not the rate of interest, but
the levels of income which ensures equality between saving and

investment" (IMK, VII, p.211).
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In Figure 4 a rew saving schdule, S(N*), and a riew liquidity
preference curve L7L7, both correspornding to a level of income
smal ler tharn the level compatible with full employment,
intersects the investment schedule (Paint B). Equilibrium exists
arnd is stable but it does rnot correspornd to the full employment

of labor.

II.12. Fram the rnec—Ricardian point of view the above explanaticn
for the possibility of equilibrium cum uremplaymernt provides anly
a partial critique of the marginalist approach. The principle of
effective demand is arn alterrnative tc the margiralist theory of
cutput and emploayment. But the liquidity theory of the rate of
interest leaves tooc much to be desired. Neo—Ricardians argue that
Keyrnes’s thecory of interest left opern a door for the marginalist
resurgence. Falling money wages, through its effect on the price
level and, therefore, arn the liquidity of the system, or an
expansion of the morey supply, car always make the actual rate
canverge to the rate asscciated with the full emplaoyment of
labor. In terms of Figure 4, this means that point B is wot a
stable position. The principle of effective demarnd, therefore, is
not irncomsistent with full employment.

Nec—Ricardiarns claim to have pravided a defirnite critique of
the marginalist theory of distribution and employment by shawing
the passibility of a ror—monctonic relation betweer the rate of
interest and the value of capital. The critique, however, is rnot
free from caveats. One basic problem is that it places tcc much
emphasis on the shape of the investment demand schedule. Yet it

is not impossible to have am upward rising demarnd schedule
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campatible with a stable equilibrium asscciated with the full
emplaoymert of laber. Figure S depicts this case.
FIGURE &S
A second problem is that the nec—Ricardiarn construction
assumes a uniform rate of profit acrass sectors., We have already

referred to the inadequacy of treating Keyres's Gerneral Thecry in

terms of the Marshallian long pericd. Irvn the short pericd the
compesition of the stock of capital will be compatible with the
canmpesition of demand only by coinciderce; therefaore, cnly by
cainciderice there will be a uniform rate of profit across sectors
of praduction.

The third problem is that the rec-Ricardian derivation of
the capital-employment curve assumes the level and structure of
cutput to be given; it therefore igrnores the effects on the level
af cutput of charnges in the rate of interest, that is, of charges
in the distribution of ircome. If this effect was taken into
account the shape of the capital employment curve would be

affected.

A final problem with the rec-Ricardian constructiorn as a
critique of marginalist theory is that the capita emplayment
curve is the cutcome of the Sraffian general equilibrium system,
and, as such, it does not embody any behavicural assumpticn on
the part of the ecoromic agents. The curve simply reflects the
value of a given stock of capital asscciated with differernt rates
af profit. This curve carmoct be compared with Keyres marginal
efficiency theory of irvrvestment demand or any other thecry

embadying behaviocural assumpticons for that matter.
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Evenr if we ignore the problems asscciated with the
uriformity of the rate of prafits, the giveriess of the level of
autput and lack of behavicural assumptions underlying the
derivation of the capital emplcyment curve, and corncerntrate o
the argument about the shape of the schedule, the rnec—Ricardians
anly provide a ‘possibility argument?. The possibility that the
equilibrium dces not exist (Figure &) or is unstable (Figure 1).
In principle the argument can be falsified (Figure S). It can alsao
be empirically falsified. What if it was? What if the empirically
cbserved general equilibrium relation between the value of
capital and the rate of profit vields a demard schedule for
capital consistent with a full emplayment stable equilibrium? Two
alternatives routes are thern possible. Orne would be to agree with
the margirnalist argument that the econamy will persistently
gravitate arcurd full employment.

The second alternative would be ta sericusly consider
Keyres’s arguments abcocut the ambiguities absociated with changes
in money wages and monetary pcalicy. As for the former the points

raised in chapter 19 of the Gereral Theory are simply toc well

kriown tco be repeated here. As for the role of monetary palicy,
the following passages taken from early drafts of the Gereral

Theory are worth considering:

it carmot be held that the pasition towards which the
econamic system is tending or the position at which it wculd be
at rest ..., whichever of these terderncies we have in view, is
entirely independert of the policy of the mornetqry authoritys;
whilst, on the cther hand, it carmct be maintained that there is
a unique pcolicy which , in the long run the moretary authoruty is
bournd to pursue. - Or my view, there is no urnique lorng—-periad
position of equilibrium equally valid regardless of the character
of the monetary authority. On the contrary there are a rnumber of
such positions corresonding teo different policies" (JMK, XXIX, p.

55).




The central message of this passage is that moretary
palicies do influernce long—pericd positicons; that is, different
rates of interest correspond to different palicies. A certain
palicy may give rise to a lang-pericd rate of interest which rnot
necessarily corresponds to the eqgualizationm of saving and
investment wherr these are both compatible with the full
emplayment of labcr. This asserticn, we submit, shaould nat
surprise the rec-Ricardians sirnce Sraffa (1360) himself suggests
that the rate of profits could be affected by the mornetary rate
of interest as determined by Keyres's liguidity preference

theory.I4

ITI. The FPost Keynesians

ITI. 1. A  rumber of Keyresian economists have emphasised the
historical {(as cpposed to lagical) nature of time, the importance
of urcertainty (as opposed to risk), the raole of morney and
marnetary irnstitutions, and the inaccability of the eguilibrium
methad in the study of economics, both in Keynes’s work and faor
arn adequate arnalysis of real econcomies. Same of these econamists

have beern referred ta by such rames as “Post Keyrnesians",
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"Americarn poast Keyresiarns", and "Keynesian furndamentalists",
while others who are rormally associated with other groups have -
recently -~ expressed similar ideas. For the purposes of this

paper we shall refer to the entire group as Past Keyresians.

ITI.Z2. We start with a brief description of their views on  the

issues just menticred.




Concerning time in econcmics, they treat it as historical
t ime, rather than lcogical time as in most of rnecclassical ecorno—
mic theory.ie They emphasise that production takes time, that
irvvestment gives rise to productive capacity in the future, and
that the purchase of assets results in income in the future. For
these and other reasons, ecoriomic agents have to make decisions
at a point in time which have consequences in the future. Since
historical time is irreversible, decisions leading to action at
arne point in time carnot be undone at a later point, so that time
carmot be reduced to timelessness, a situatiorn in which every-—
thing happerns at ance.

They give uncertainty a cerntral role (n Keyrnesian economics.
Econoamic agerts have to make decisions in an uncertain enviror-—
ment in which uncertainty rather tharn risk prevails, sa that
agents could at most have subjective ideas about likely ocutcomes
of their decisions. Necclassical ecornomics, by treating uncer-
tainty as risk, essentially reduces uncertainty tc certainty. In
actual ecornaomies, individuals could be thought of as using sub-
Jjective probabilities, but their decisions based ornn such dis-—
tributions would depend on the confiderce with which they be-
lieved them. Mary decisions with future consequernces - Keyres
emphasised mainly those invalving investment and asset holding -
would be made folloawing conventions, the behavicur of cthers, and
whims rather than actuarial calculaticons. Decisions would thus
depernd on a haost of influernces which would ternd to create in-
stability in the econcomy, which would cause further uncertainty.
In the presernce of uncertainty individuals could just reduce

their purchase of goods (for investment, for example) and reduce
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demand; with an increase in urcertainty they may increase their
liquidity prefererce.

They believe that HKeyres emphasised the fact that actual
econcomies are monetary ecornomies, rather than barter ecorcomies.
The issue of money is connected closely to concepts of historical
time and urcertainty. The institution of mormey can be thought of
as a response to uncertainty, as a way of postponing the making
of actual decisions; without uricertainty there would be rc reed
tc hold money except for normal  transactions purposes.  Money
pravides an anchor to which the terms of future payments ccould be
fixed to reduce urcertainty. But by reducing uricertainty, morney
also creates it: the fact that mast contracts are denominated iwn
money terms, and the fact that in moderrn scocieties morney is
created by urcontrolled private businesses, caould be responsible
for this. The existerice of money is also at the rocot of urn—
employmerit due to the lack of demand. In the absewvnce of morey
agents will supply goods only to demand cthers, so that Say’s law
will hold. Also, the payment of wages ir the form of morey means
that firms cannot pay workers with the goods they produce, and
thus resclve the effective demand problem. Necclassical theory,
by starting its analysis with barter econcomies, and thern intro-—-
ducing morney in a manner which was as good as rnot introducing it,
thus misses the whale point of the Keynesian revalution.

Firnally, they believe that the analytical COﬁCEptrof equi-—
librium is not a useful device, and in f;ct misleading. Equi-
librium is a concept that is central to recclassical theory, but

is an inappropriate device to use in actual econcmies travelling




along historical time and surrcounded by pervasive uncertainty.
Such ecornomies are irherently urstable, rather than beirng in, co
tending towards, a tranquil state of equilibrium.

Not all post Heyresians have similar ideas about each of
these issues arnd their importarnce in Keynes’ s wark. Prabably all
would emphasise historical time and stress the role of
urncertainty in Keyrnes’s waork. However, the role of moretary
factors, and the irnstability of actual econcmies (and the role of
equilibrium in economic arnalysis), is emphasised irn some more

than in others.

I11.3. Past Keyresianism in cour sense arcse almost from the time

of the Gerneral Theorvy. Townshend (1937) spelt cut the impli-

cations of a Keynesiarn analysis of urncertainty and expectation
faor necclassical price theory. There have beer many subsequent
contributors. In a series of writings, Shackle (1938, for

example) bas emphasised the rature of uncertainty described by

Keyres, and its " implications for decision makirng and the
furctioning of the ecoricmy. In Shackle (1982) he writes unequi-
vacally that "the elemental core of Keyres? conception of

econaomic scciety is uricertain expectation, and uncertain expecta-
tion is wholly incompatible and in conflict with the noticnm of
equilibrium®. Joan Robinsorn has repeatedly emphasised the idea
of hisctrical time irn Keynes’'s thecry, and‘has questicorned the use
of the necclassical rotion of equilibrium and stability aralysis
in ecorncomic theory. The tric of Americar post Keyresians -

Davidson, 8. Weintraub and Wells - have focussed on the role of

money in the General Theory, and argued that uremploymert could




cccocuwr only  in a monetary ecoromy, and any reasconable macro-—
econamic thecry would have to incorporate money in an appropriate
marmer, something rot dore in neoclassical thecry. Minsky has
emphasised the role of the finarcirng of investment, the raole of
banks, and the liability structure of busiresses; his vision of
the economy is that of ar  inherertly unstable one. Metzler
(1981) has emphasised the role of expectaticrs arnd money in much
the same way as the other post Keyresians, although he differer—
tiates his product from theirs’ by asserting - without adequate
Justification —~ that the capitalist system is basically stable.17
Apart from these, whom we would not hesitate to call post
Keynesians, similar ideas have beern expressed by some who are not
primarily post Keyresiar. Thus Clower (1967) has emphasised the
rale of morey irn causing the effective demarnd problem. Leijorn—
huvfud (1968) has discussed the implicaticrns of price deflation
for the supply of morey and aggregate demarnd much ir the same way
as the post Keyresians. Scme general equilibrium theorists, such
as Arrow and Hahr (1971) and Hahwn (1977) have argued that if money
is appropriately incorporated into an Arrow-Debreu type gereral
equilibrium model, there would be problems in showirng the
existerce of equilibrium. Evern Hicks (1976), the creatcr of the
I8~LM model, a favourite whipping dog of many post Keyrnesians for
its timelessress, has turned against himself and emphasised the
role of time in Keyrnes’s theory. Several mainstream Keyresians
have riow recogrnised that wage flexibility may not result in  full
employment, recognising the importance of historical time and
money. Tobin (1973) argued that deflation, through its effect on

the real irterest rate, could discourage consumption and




investment expenditure, a mecharnism which Hahw and Scalow (1386)
have recently scught to formalise with an averlapping generations
model. Weitzmarn (1382) and Sclow (1385) have shown that a lower
real wage ivn an economy characterised by increasing returns to
scale and imperfectly competitive firms is assaciated with &
lower level of emplayment, due to lower aggrepgate demand. It
wauld be quite fair to infer that these mainstream Keyresians are
begirming to accept Fost Keyresian views, althcugh they have
usually beern interested in formalising cone or twe isclated
mechanisnms, and without ackricwledging the corntributiorns of the

Paost Keynesians.

III.4, There is no question that Keyres had a lot to say on the
issues mentioned- above, which have allowed the members of the

graup to quote extensively fram his waork. On uncertainty, his

approach was develaoped very early, fraom the Treatise o Froab—

ability. 18 No one reading chapter 12 of the Gerneral Theory, ar

Keynes's 1337 paper responding to some comments aon  that book

carn doubt the importance that he placed on uricertainty. There is
also no reason to believe that such issues are specific ta this
chapter and the paper; chapter 5 alsce discusses the question of
short and long pericd expectations. However, in chapter 11,
which discusses the determirnarnts of investment, his treatment is
rather Fisherian, and uncertainty and expectations are
suppressed. Regarding money, Keyres's initial exposition of the
aggregate demand - aggregate supply analysis irn chapter 3 does

rict introduce money explicitly. But he does emphasise the point

that one must forsake the classical postulate of the equality aof
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the real wage toc the marginal disutility of work because the wage
bargain was made in terms of the morey wage rather thanm the real
wage, and it reed not be that a fall in the morey wage resulting
from uremployment would reduce the real wage, which was reguired
for making firms increase their employment of labor. The Fost
Keyresians who argue that Keyres was primarily concerrned with
monetary economies, lear heavily on chapter 17, orn the essential

properties of interest and morney, to substantiate their claim.

III.5. We now turn to an appraisal of the key issues emphasised
by the post Keynesians, as described in section III.Z2.

Regarding the guestiocn of time, it should be realised that
the fact that time actually is historical does not inm itself
imply that it carmot be reduced to logical time in the way inter-—
temporal nrecoclassical theory treats it. In the absernce of urn-—
certainty (cr in the presence of a complete set of futures
markets) time and risk can be reduced legitimately intc a static
gereral equilibrium system. (Or, evernn with uncertainty, if
decisions are completely reversible, final equilibrium positions
can be studied by treating time as beirg logical.) Thus the
force of the claim regarding historical time ultimately boils
daown to the relevance of the other criticisms.

The arguments regarding uncertainty are extremely persua-
sive. There is no question that there is much economic decisicn
making which involves future possibilities to which objective
praobabilities just carmot be assigned. "Experiments" are rnot re-—
peated under the same conditions to allow actuarial calculaticns

to  be made.ao The relevant question, however, is what such




wncertainty implies about the behaviocur of economic agerts and
about the behavicur of the ecornomy. Keyrnes and the post
Keyrnesians argue that the implications are (1) that investing
firms would be affected by urcertainty and not necessarily wish
ta invest the full employment level of saving and (2} irherent
instability {(which in turn would of course affect confiderce).

Regarding urnemployment, the strergth of the argument should
be obvicus. If firms had full khowledgecof the futuwre (or risk
could be reduced to acturial calculations), there would be ro
reasaon  for firms not to invest the entire full employment level
of saving in the econcmy. Iry the face of uncertainty firms,
hawever, firms may not want to invest the full employment level
of saviﬂg; However, it car be argued - as some of Keyres’'s
contemporaries did - that although there could be pessimism and
reduced investment due to that, full emplaoymerit ocutput waould
still be produced since if unemployment existed, wages would fall
to induce firms to hire more labour, and if investment fell sheort
of saving the interest rate would fall to bring saving and
irnvestment to equality at full employment. Keynes had arnswers to
bath questions: a fall in wages would not necessarily irncrease
labour  hiring since it could further increase uncertainty in the
ecarnamy and otherwise reduce aggregate demand; further, since
incame would fall to bring saving and investment to equality,
there would be no reasorn for the interest rate to decline, and
even if the interest rate did decline, it rieed not affect saving
and irnvestment in the necessary directions.e

Regarding irnstability, the argument is that the existerice of




uvicertainty {as opposed to risk) makes economic agernts have at
best subjective praobability distributicms about the unknowrn  cut-—-
come of events, and also different degrees of confiderce with
which they believe such distributions. Small changes irn  their
present envirorment could drastically charge such degrees of
confidence, and thus alter behavicr substantially, making the
economy irherently unstable. This argument may rnot seem com-
pletely persuasive, haowever, even if we accept the motion of
uricertainty. In the presernce of such pervasive urncertainty indi-
vidual agents might find some peace in followirng the rule aof
thumb of following a stable behavicor when cornditicons charnge to a
small degree, and only revise their actioms for large changes, so
that for small changes (which could be gquite large in principle)
ivi the external ernvircorment the ecornomy would be guite stable.
But the argument in favor of instability could comtirnue further.
External changes which are quite small (orn average) may be large
ericugh for some agents which could alter their behavior, and this
could change the ernvirorment for others, and cumulatively,
created a great deal of uncewtainty.ee

There have beer some attacks on the instability argument,
which appear to us to be gquite illegitimate. Coddington (1383)
has argued that investmernt (and asset holding) behavior could
exhibit erratic fluctuations if " (1) present conditicons charnge
erratically leading to erratically fluctuating beliefs about
future circumstarnce; or (2) beliefs charge erratically without
corresponding charnges in their basis irn conditions." He believes
that irstability of the type the post Keyrnesians (and HKeynes)

discuss must have its crigins in the second of the two, since if
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they were due to the first, they waould not truly be autonomous,
since the aobjective circumstances should have counterparts else-
where in the maodel. Coddington thus argues that instability must
insist on a subjectivist wedge between behavicour ard
circumstance. But once such subjectivism is introduced, the
guestion arises as to why it should be introduced selectively (in
private investment and asset holding behavicow and not in
cansumption and government expendituwre) as dorne in  Keynes and
according to Coddington is corucial to Keyres's argument; further,
by divercing behavior from circumstance, the way is opened for
"anything goes". First, Coaddirngtonn is wrong to insist that
instability can only be due to changes in behavicour and not in
circumstance. As already implicit in the previous paragraph,
changes in confidence can be caused by changes in external
circumstances. These external circumstances do not have to be
variables in the model, since scome of them can be implicit

parameters of the model, and this follows from the use of a

particular type of a dichotomy, something Coddingtorn - in view of
his insightful examinaticon of the nrature af analytical
dichotamies - certainly ought to have understocod. There are
legitimate reasans for leaving these "circumstances" as

parameters: some could be political and truly excogerncus to  the
madel ; cthers could be insignificanmt for the ecornomy but
important for some individualss; further, the relationship between
these circumstances and behavicour is rot stable, but affected by
psycholagical forces which ecoriomists — as well as psychologists!

- may have little definite understanding. Yet we are entitled tao
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have some informal understanding of these issues. With no wedpe
necessarily introduced between behaviour and circumstarce, every-—
thing does not have ta go. The gquesticon regarding the selective
intraductionn of uncertainty is a separate one, but is again both
unfair and irrelevant. Unfair, because Keyries and the past
Keyrnesians have argued convincingly that investment and asset
halding invalve decision making which has future profitability
considerations far greater than does consumption spending; while
instability ir goverrment spending could exist, it is rnot based
orni the same reasons as those that govern expectations regarding
future prafitability anmd inherent in the coperation of the private
enterprise system. Irrelevant, because all HKeyrnes rieeds is to
intraoduce urncertainty somewhere. If it is everywhere, the in—
stability in the econcmy becomes very great (and ever the value
of the multiplier becomes unstable); the logical demonstration of
the existence of instability is not refuted.

Turning to the role of money, the assertions of the post
Keyresians are generally valid, but it appears that they argue
further than they rneed to. That money is rnot adeguately consi-
dered in gerneral eguilibrium theory, and that its incorporation
in a proper way wcould cause enormous problems for it is candidly
admitted by at least cne of its ablest practiticrners, Hahn.

FPost Keynesians have ofteri made the claim that in an econcmy
withaout money there cculd be no unemployment, so that the esserce
aof the Keynesian revolution is the proper analysis of money. One
argument, as noted abave, is that otherwise firms wculd pay
woarkers not in terms of money but in terms of their product,

autamatically creating a demand for their products. This argu-—




ment is wnot persuasive in a multi—-commodity world in which
consumer—workers are not specialised in consumption and insist on
wage payment in product bundles. Thern firms would realise that
the offer of employment does not imply the automatic creation of
demand for its product and the problem of effective deﬁand would
arise. The other argument is that an asset such as money is
required to drive a wedpge betweer irncome and spernding: indi-
viduals can hold morney which can be praduced without generating
employment. Some writers, such as Drazen (1980), have argued
that mocrey is rnrot required to diverce income from current
spending: the existernce of any rnon—produced asset will do  the
same. While this is true for an individual, it is rot true in
the aggregate, sirnce the purchase of such an asset by one indivi-
dual would put purchasing power intce the sellers’ hands, which
could be spent on employment generating goods. Thus morney seems
teo be recessary for an overall discrepancy between (full employ-
ment ) income and spendinn, which would result in urnemploayment.
However, it is not erncugh to show that morney is rnecessary for
unemployment. It must be shown that in a monetary economy
unemploymernt is possible (sufficiency reed rnot be insisted upon
since Keynes did riot derny that a monetary economy could sometimes
be at full employment).

Suppose instead of spending on goods, individuals want to
hald money, which pushes up the price of money and asset demand
spills over intco other assets, the production of which (and hence
employment pgerneration) will be stimulated. Here Davidson (197:&,

13980) invokes the second essential property of money - zero




5 e s T, 5 5

substitutability with other assets - (the first being zero elas-—
ticity of ocutput and employment, so that more of it either carmat
be produced, or car be produced without ircreasing employment),
which prevents substitution from morey to other assets,
presumably because of the urnique characteristic of liguidity
possessed by money. Here we must agree with Friedmarn (1374) that
Davidscorn "appears to start from the propositiorn that there does
ot exist a long rurn equilibrium positicon characterised by full
employment, arnd ther try to deduce the empirical characteristics
of money (and cother elements of the econcomy) from that proposi-
tion". This deoes not show that the existerce of something
empirical called morney implies uremployment; it merely gives a
definition of what property money must have if its existerce is
to result in unemployment. Such a money need rot exist. How—
ever, by relying or only these two essential properties of money,
Davidsori is doirng himself injustice. The other institutional
consequernces which he arnd other post Keyresianm discuss — such as
uncertainty, contracts i money terms, and the endogereity of
money supply, together with limited substitutability may well be
encough to imply unemployment in the ecornomy. We shall show this
at a later stage.

Finally, consider the guestiorn of equilibrium. We have seen
that the pasition of marny post Keyresians is that equilibrium is
a tool that shows the ecoromy in a pasition of trarnguility, a
state of rest; since the ecornomy is {(according to their inter—
pretation) irherently unstable and constarntly moving, primarily
due to the sudder shifts in the level of investment, reflecting

changes in the state of lorng term expectations (as discussed
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aboave), equilibrium is a device not suitable for a HKeyresian
analysis of the economy. There are actually two different issues
here: first, whether the economy is inherently unstable, and
second, whether it is appropriate to use the tool of equilibrium.
We have already examined the first gquestion; let us turn to the
second.

Evern if we believe that the economy is inherently unstable,
this does rnaot imply that we must reject equilibrium analysis. Irn
rejecting rneoclassical gerneral equilibrium analysis the post
Heyresian have had a terndency to throw the baby out with the
bathwater. The wnaotion of equilibrium — cleansed of necclassical
influences — simply says that we specify a set of parameters and
fix their values, and sclve for the equilibrium values of the
variables. (See Shapiro (1978) for a contrary view, arguing that
a rnecclassical view of the economy is inherent in any equilibrium
analysis, which we carmot accept). There is no reason to insist
that the ecorncomy is actually at that equilibrium, but close to
it, and having a ternderncy to go towards it. Even if the econamy
is always at the equilibrium, the econcmy is rnot rnecessarily in a
trangquil state since the parameters held constant in defining the
equilibrium carn be changing all the time, even according ta some
laws of motion which carn be studied in a more inclusive madel. A
valid criticism of a particular equilibrium theory (for example
the reoclassical one) is that it does riot consider the instabili-
ty of some parameters due to reasorns such as uncertainty, but it
does nat follow that the noticon of equilibrium  must be

jettisoned.dé




The rejection aof equilibrium analysis of any type implies
the rejection of faormal madelling. While there is certainly much
T Conm for what Shackle (1384) calls ‘rhetarical? werk ivs
ecancamics, as apposed to Taxiomatic? work, there is the danger
bath of internal abscurity and of the breakdown of communication
with econamists aof other varieties. With mainstream necclassical
ecoanamics — rightly cr wrongly — having made techwical formalism

part of its methoadalagical morality, 4 there is a danger of past

o

Keyresian economics being largely ignored by the economics
prafession. Scalow (1373) in his partial review of altermnative
appracaches ta macraecaoncmic theory passes the fallawing
urifavawrable judgement:

Same of the post—-Keyresianms seem toa regard...[thel emphasis
o dyrnamics, ot the instability or at least non—stability of an
urnmanaged capitalist econcomy, as the essernce of the doctrine.
But I carmot see haow to assaciate this view with the rather
vicolent attacks orn the North American style of model-building
that unsually accompany it. Ore would think that instability or
non—stability would be a likely candidate for madel-building.
The proper way to do macroecorncomics can hardly be all historical

context and no analytical structure. Urnfortunately the schoal
has provided noa systematic description or example of what it
corceives ta be the right way to do macroecorncomic theary. Thus

far so-called post—-Keyresiarnism seems to be more a state of mind
that a theaory.

Keyres, despite drawing only one diagram in the General theory,
and despite his faatriate (Keynes (1936), pg. 280) stating "those
wha (rightly) dislike algebra will lase little by omitting the
first secticrn of this chapter', does write down a few equations

e
in the General Theory,hd and discusses imnm moadelling language

(although verabally) his analysis in several places, moast rnotably
ivn chapter 18. He also proceeds to show haw unemploymernt can
exist withirn the analytical framework of those that he called the

classical econcmists.
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ITI.6. It is wnot guite fair to say, hcowever, that the post
Heyrnesians have not developed formal madels to  represent their
views orn the functicning of the ecorncamy and crticisms of alter-—
native madels. They have develaped, usually in a marnmer faithful
to Keynes’s (1936) chapter 3 analysis, the aggregate demand and
aggregate supply diagram which plots the level of emplayment in
the horizontal axis and money values (the praduct of prices and
quantities) on the vertical. Several derivations of the madel
are available,86 and we pravide a brief descripticon of a lagical-
ly consistent representatioﬂ.e

Assume that firms are perfectly competitive in the sense of
producing a homogenecus praduact as atomistic agents. However,
they do nat have perfect krnowledpe regarding the futuwre. They
bave to make praductiorn plans before knowing what price they will
receive upon selling it; we assume that they make a point esti-
mate of the price, which reflects their short term expectation.
They alsca have ta invest in order to produce in the more distant
future, and such decisions are governed by their long term expec—
tations. Assume that piven lang term expectations, firms plan to
invest a given amount in real terms. There are twae i1ncome
classes: workers who receive a fixed morney wage and consume all
their income, and capitalists wha receive profits and consume a
fixed amcunt in real terms.ee The firms are identical soa that
we can use the device of the representative firm.

In Keynes’'s ‘day?, or Marshall’s market pericd, firms have a
given expected price and praduce to maximise expected profits.

The level of employment ivn the economy is shown by the intersec-—
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tion of the aggregate supply (Z) curve and the expected proceeds
(E) curve in Figure 6. The Z curve, shawirng the profit maximi-
sing level of the value of ocutput at any level of employment, is
givenr by

Z(N) = W F(N)/F? (N) (1)
with given W, the movney wage, and the E curve, showing the value
of output at any given level of employment for a particular

expected price, is given bydg

EN) = £ F(N (2

~

far a given expected price Pe, where N is the level of employ-—
ment, and F((N) the producticrn furnction (given the level of
capital). Hoth curves are obvicusly upward rising and the Z
curve steeper than the E curve. Note that at the point of inter-—
sectiornn we have
W/PE = F7 (N) (3)

which implies profit maximisation at the given expected price.
There is no reascon, however, why the price expectatiorn will be
realised, so that expected proceeds will equal actual proceeds.
In the market pericd, giveri the ocutput and employment chosen by
firms the product price, P, will adjust to clear the market and
equate aggregate demand to output. Givernn ocur assumptions, and
dencting the real level of investment and capitalist consumption
by I, the equilibrium is givers by

FIN) = WN/F + 1 (4)
so that the market pericd equilibrium price is

P = WN/EF(N)-I1] (3)

We can thus draw the actual proceeds curve A, showing the rela-

37




<

tiornship between the actual value of output realised by the firm
in the market at any level of emplayment, given by
AN) = WNF(N)/LCF(N)-I] (&)
Depending on whether the expected price is higher or locwer than
the actual price, EN) > o ( A(N) at any N.
FIGURE 6
Beyornd the ‘day’ the firm, if its price expectation is nrat
realised, revise its expectation. Assume that if FS)P the firm
revises its F® down (but rot all the way down toa B) and cornverse-—
ly for the opposite case. In the short run this will imply a
series of shifting market pericd equilibria with the E curve
maving (up if € is increased and down if it is reduced). In
short runm equilibrium, the firm’s price expectation must be
fulfilled so that it will not wish to charge its level of emplay-—
ment, s  that the E curve must have shifted to irtersect the Z
and A curves at their point of intersection. Notice that there
is rno reason why the short runm equilibrium level of employment is
it full employment, since it depends on the parameters of the Z
and A curves, and in the figwe the short run equilibrium level

of employment, N is shown to be less than the full emplayment

1!

level N which can be taken to be given by the level of emplay-—

£
ment at which the marginal product for labor is equal ta the
marginal disutility of werk. Note also that if there is a fall
in the level of the morey wage in response to unemplayment, the Z
and A curves will shift down by the same vertical amount, leaving
the short run equilibrium level of employment unchanged, and

given (from equations (1) and (6)) by

N = G(I) G'>0 (7)




where B 1=F (N)~NF? (N).

The past Keyresians have used models of this type to critic-—
ise those who do Keyrnesian ecornomics with the income—-expenditure
model (45 diagram model and its successive developments, inclu—
dirng the IS-LM), idertifying them as ‘bastard Keynesians’. Amaong
other things, they argue that (1} the level of cutput is deter-—
mined by the interaction of demand (consumption, investment) and
supply (techrnalcony, wages) and rnot by demand alorme as  in the
diagornal cross model; (2) the price level is a variable irn the
short run, and rict fixed, as im the IS-LM model o in the claims
made by Leijonhuvud (13969); (3) that since the Z and A curves
irntersect to determine the level of N, the demarnd for labar
depends on the demand for gooads and is not piven by the marginal
product curve, as in the models of the bastard Keyrnesians; and
(4) wage ripgidity dces not cause unemployment as claimed by
bastard Keyrnesians, since evern with morney wage reductions in
their {the post Keyrnesiarn) model, urnemplayment does rct
disappear.

While the poast Keyresiarn model presernted above is internally
consistent and faithful in prirvnciple to Keyrnes's discussion in
chapters 3 and 95, it carmct support the weight of all the
criticisms made on its basis. It does shaow, of course, that
Keyres did not assume a fixed price level (as irn the IS5-LM mcdel)
and his revolution was not concerned with reversing the speeds of
price and quantity adustment as claimed by lLeijormhuvfud. If the
diagonal cross model is in error in, it is so only in assuming

that aggregate demand is independent of changes in  monetary
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variables (which lepgimately allaows it to determine the short run
equilibrium value of cutput by cornsidering only the demand side) ;
it does rnict necessarily assume fixed prices. The demand curve
far labaor, assuming atcomistic competition, carmct invalve the
demand for pocds as ar argument; the marpgimal product curve would
still be the demand curve for labor, with firms employing labor
uptc the point at which the expected real wage egquals the margi-
rnal product of labor. Firnally, the claim that wape flexibility
does not restore full employmernt carmot be adequately sustained
i terms of the maodel. I the rnecclassical synthesis achieved by
the bastard Keynesians, wage flexibility would restore full
emplaymert by the sa called Keyries effect in which a fall in  the
money wage would increase the real supply of money inm the
ecancmy, reduce the interest rate and incrkase investment and the
level of aggrepate demand: what has come toc be called the "Heyrnes
effect’. Others have added the real balarnce effect (which was
riot menticomed by Keyrnes (13936)), by which the increase in the
real morney supply would directly stimulate spending. These
monetary considerations are absent iv the post Keynesian maodel,
since the level of irnvestmernt is assumed to be constant (thus
ruling out the Keyrnes effect) and spending dcoes rnot depend on
real balances (thus rulirpg cut the real balarce affect). If, far
example investment were to deperid ori the rate of interest, a fall
in W could reduce the interest rate and raise the level of
investment. This wcould imply that a fall ir W would make the I
curve shift dowm more than the A curve, increasing N. (This 1s
alsa obvicus from equaticon (7), since I rises.) Thus the post

Keynesian positiorn carmnot be sustained iv terms of the model. It
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seems that HKeyresian unemployment is possible only with money
wage rigidity in the face of unemploymert, ard does rnot have much
tc da with historical time, uncertainty, Moriey, or inherent

-

ivistability. "

I111.7. This dces wot imply that the post Keyrnesians are wrong:
crmly that the maodel they usually use does not by itself make
their case for them. In fact, their pasiticrn can be argued
forcefully in terms of the madel develrsped by the ‘bastard
Keyresiarns' and row proliferating macro textbcucuks.B1 This mcdel
uses aggregate demand and aggregate supply curves, but measures
real coutput oan the horizorntal axis and the umit goods price on
the vertical.

The usual presentatiorn draws a dowrnward sloping aggregate
demand curve, AD iw Figure 7. It is dawnward sloping for a
claosed ecorncmy because of the Keyries effect or the real balance
effect. The aggregate supply curve, AS, is upward rising given
the morney wage: for example, for the econamy described in  the
post Keyrnesian model, it wcould be given by

Fo= W/E (FT Loy (8)
The intersectiorn of the AD and AS curve determine the short run
equilibrium level of Y, which could well be less than YF’ which
emplays the full emplcayment labor force. With uremplayment, W
falls aver time, pushing the AS curve dowrwards, till the shaort
run equilibrium level of cutput results irv full emplayment.
Urnemplaymert would persist only if the money wage was rigid and

prevented the eccrnomy fraom moving down the RAD curve to a position

of full emplcoyment.
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FIGURE 7

Thig analysis implicitly assumes that the AD curve is (1)
downward slaping and (ii) does noat shift whernn the A5 curve
shifts. We riow argue that these assumptions can be sustained
crily by arbitrarily igrnoring a variety of factors emphasised by
Keynes and/cr the poast Keynesians. In the discussion we assume
that the AD curve, like the AS curve representing equation (8) is
drawn for a givern money wapge.

First, the level of investment may not respond positively tao
a fall in the interest rate, sa that one reasornn for the downward
slape of the AD curve would disappear. For a world with pervasive
uncertainty, Keyres emphasised that investment decisions depended
largely on expected long term yields on capital assets, and such
expectations may mnat be affected by reductiorns in interest rates.
(Chapter 12, especially page 164.) Rather tharn being an urreal-
istic special case (of a gerneral case which assumes that there is
a presumpticn that irvestment depends on the interest rate), it
may be the peneral C‘ase.,3

Second, the real balance effect provides an incomplete pic-—
ture of charnges in the position of asset holders in the econcomy.
Since nominal assets held by them are net just liabilities of
monetary authorities (cutside money), but more importantly, those
of other individuals, firms and banks, a fall in P would re-—
distribute real wealth from debtors to creditors. The effect on
real spending would depend on the extent of wealth redistribution
and the partial derivatives of real spending with respect to real

wealth: if debtors have higher marginal propernsities to spend




than creditors, a net reduction in real sperding wowld follow.
These arguments have beer made by Kalecki (1344), Leijorhufvuad
(1369), Wells (1373b), Davidsor (1385), arnd Minsky (1382) (whao
emphasises the debt pasition of firms). The argument is not made
by Keyrnes (1336), which dces rnot mentiorn the real balarce effect,
but there is every reason to believe that he agreed with these
arguments. 3

Third, the dowrward slaoping AD curve assumes & given nominal
supply of money, and therefore igrnores the endogeneity of that
supply in real economies. For example, when P falls, firms may
firnd it harder to repay their loans from banks; many of them may
default. This waould result in reductions in bank assets and
hence liabilities, resulting in a decline in credit money. The
situation ccould be aggravated by a spurt of bank failures, fur-—
ther reducing the supply of credit money. Evern withaout such
dramatic evens, barks may recall lcans to firms whern P begins to
fall. These possibilities have been explored in Wells (1373b),
Minsky (1382) and Davidsaon (1982). Keyrnes (1936) himself seems
to be assuming a given supply of money, but this does rnot imply
that he believed this to be the actual state of affairs; morecover
in chapter 12 (pg. 138) he comments on the role of barnks in
affecting irnvestment and in chapter 19 (pg. 266) explicitly
mentions this possibility. If the reductiorns in nominal money
supply reduce spending, the level of aggregate demand would
fall.34
Fourth, changes in P would also result irn redistributiorns aof

¢

incame, if all incames ir money terms did not charge proportion—

ately with P, The effect on aggregate demand would depend on




differences in margimal propernsities to spend by different
groups. This possibility was noted by Keynes, pg. &62, and
develaped by post HKeyrnesians, as in Davidson and Smaolensky
(1364). This could imply that the AD cuwrve may not be dowrnward
sloaping. Alsao, whern W falls, there would alsc be shifts in
ircome distribution betweer workers and other groups, which could
reduce aggregate demand if workers had a higher propensity to
consume, thereby shifting to the left the AD curve.

Fifth, Keyrnes argued that a fall in P could set off charges
in expectations of inflation, (as alsa passibily changes in
expectatiorns regarding wage changes). Thus a fall in P could
lead to a postporemernt in purchases of goods with the expectation
of further falls (ard similarly for investment and wages). of
course, if expectations were ‘normal?, the opposite would be
true; the poinmt is that rno gerneral claim can be made that a fall
irn P would result in a greater aggregate demand due to charges in
inflationary expectations. The AD curve could thus be upward
rising.

Sixth, if W and P fall, arnd this results inm a downward
revision of the expected lormg run rate of interest, there may be
rno  excess supply of money which would reduce the interest rate.
The demand for money depends not just orn the rate of interest,
but alsc on the expected long rurn rate of interest (since this

.
would affect expected charmges in  interest rates, and hence
capital gains on non—-money assets. If the long term interest
rate fell, asset holders would rict expect interest rates to rise

and thus cause capital gains; they could thus hold the additional
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real quantity of morney without requiring a fall in the interest
rate. The Keyres effect is thus short-circuited.

I1f, due to the existence of uremplayment, W falls, the mere
recagnition that moriey wages are flexible and can vary fram day
to day with charnges in the economy and therefore affect the
future productiornn caosts of every producer, will increase the
gereral level of uricertainty in the econamy. This cculd happen
since the morey wage was the main element of cost to producers,
as argued by Lerrner (19352), Davidson (1372), and Wells (1378,
1973b). This greater uncertainty, cther things constant, would
reduce the level of real investment in the ecorncomy, shifting the
AD curve toa the left. Greater urncertairnty would alsc presumably
ircrease the demand for liquidity in the econcamy, which cculd
further reduce spending.

It thus fcllows that the AD curve cow'd be upward rising, as
shown irn Figure 8. With urnemployment for a given W at the inter-
section of the AD and AS curves, if W fell, everi for a given AD,
aoutput (and herce employmert) would fall. But the AD cculd alsa
shift tco the left, further reducing cutput and emplayment. In
this situation wapge flexibility would increase the problem of
uriemplayment rather than removing it. The level of P and W wcould
fall r‘apidly.35

FIGURE 8

Urder these circumstarces it would be sccially desirable to
stabilise the morney wage; the government might then respond by
instituting measwres, such as mirnimum wage legislation, wich
waould make W rigid. Irdividual firms and hcousehalds would alsca

enter intca lorny term contracts to make prices and wages more
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rigid, thereby reducing uncertainty. Thus the AS curve wculd be
frozern due to wage rigidity. But the argument of the "bastard
Keynesians? is now on its head: instead of wage rigidty causing
urnenplaoyment, urnemplayment (and the factors that cause it) cause
wage rigidity! Greater wage flexibility wculd irncrease unemplay-—
mevrit rather than reduciwvg it; this would be true if wage rigidity
was the result of trade union pressures or any of the other
explanaticns that have recently beern produced ta explain the
cbserved rigidity of wages.

Twa comments on this analysis may be made. First, what has
been said using the aggregate demand and supply curves here cculd
have beern said using the Z and A curves of the standard post
Keyrnesian model: wape reductions would push the A curve dowrn more
thar the I curve, thereby increasing urnemplcoyment if the post
Keynesian argumerts were true. However, there wcould be na reascrH
to suppose that the textbock apparatus was funadamentally flawed,
arnd as we have seen, cculd be suitably modified to represent post
Heyresian results.37 Secand, this type of formalisation does
suggest that the three basic features —~ historical time, uncer-
tainty and morney - play fundamental rcoles in causing unemplayment
equilibrium by making the AD cuwrve upward rising and shifting.
Uncertainty enters into the first, fifth, sixth and final
arguments; monetary factors in the second, third, fourth and
final arguments; and the rcle of historical time everywhere.
Further, with uremployment equilibrium, the stage is set for
urcertainty to play a role in shifting the AD curve in response

ta changes in the econcomic environment by affecting the state of
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lavigp rurn expectations, thereby creating inmstability. BHut wage
rigidity arnd lorng term contracts iv money terms alsa serve to
prevent excessive instability and cause the breakdown of

capitalism.

I111.8. Dur analysis sugpgests that the post Keyriesians may well
be right in their aralysis of the problem of Keynesiarn unemploy-—
ment. The question thern arises as ta why the mainstream
Keynesians have turrned a deaf ear to their arguments and have
held fast tco the wapge (cr wapge—-price) ripgidity view aof Keynes—
ians.

We have already menticrned that the perierally verbal style of
presentaticon of the past Keynesians does not go well with the
methadological merality of mainstream ecornomists, which demands
farmalism. Students in the major (usually American) unviersities
have rot pgorne to Keyrnes o to the post Keyrnesians, but have
instead been dazzled by the farmalism of fashiconable (thoaugh rot
necessarily relevart!) mainstream theorising. The post HKeyrnes-—
ians have partly beer responsible by pgenerally urrecessarily
eschewirng formalism. The arpuments that(Keynes and they make,
are less amerable to formalisation tharn the wape rigidity argu-—
ments, as testified by the recent growth of the Clower—-Malirnvaud
type literature.

There could be deeper reasons, however. It could be
explained by an attempt by the eccornomics profession ta deny the
truly revalutionary character of Keynes’s theory. Keyrnes can be
made sernse of by assuming uremployment due toa wage rigiditys:

unemplaymert eqguilibrium can be shown to exist, his multiplier
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works, and uncertainty and instability can be intraduced. And if
wages are in fact rigid, the behaviour of the econamy would be
very much the same (thaugh with great differences iy
instituticnal detail) as the poast Keyrnesian madel. But the
classical econamists before him had realised that wage rigidity
could cause uremplaoyment (althcugh they had nrot completely
spelled out its implications for goods markets and aggregate
demand). Keynes was well aware of this. He writes that "the
classical thecry has been accustomed to rest the supposedly self-
adjusting character of the econcmic system on an assumed fluidity
of money wagess; and, when there is rigidity, ta lay aon  this
rigidity the blame of maladjustment". He makes it guite clear
that he disagrees with the classical rnoticn that a declive in the
mconey wage would take the ecoromy to full emplayment by inducing
firms ta hire more, since this ignored the macroecorncomic effects
which he analysed in detail. Thus Keynes viewed his theory ta be
quite revaoluticnary in rot requiring wage rigidity to cause
unemployment. The question arises as to why the profession would
¢
want ta deny this revolutionary character. There may be purely
academic reasons such as the desire to maintain the corpus of
standard necclassical theory, which has learnt to incorporate
wage—-price rigidity {(reconstituted reductionism, as Coddington
(1983) calls it) withcout destroying the necclassical edifice.
But it may not be possible to introduce past Keynesian arguments
within the general equilibrium system irn an adequate marrer, and
toe recogrnise the importarce of these features could imply the
abandornment of that appar*atus.38 Or it cculd be ideclagical.

The remaval af unemployment in the bastard Keyresian
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interpretation seems ta require the cutting of wages and the
destruction of unions, while irn the post Keynesian interpretation
such changes would conly aggravate uwemplofhewt. Thus which view
cone takes could depend on what position cne takes arn the question
of class struggle. Recernit work or wage rigidity, however, shows
that it could be the result not just of union pressures, but iwn
the profit maximising interests of the firms (wage depends on
productivity), or in the joint interests of workers and firms

(implicit contracts theory).

IV. The Neo—Ricardian Kevriesians and the Fost Keyresians

IV. 1. Having examivied the arnalysis of the nec—Ricardian Keynes-—
ians and the post Keyrnesiarns in turn we are rnow in a position to

examirne them in a comparative marmer.

IV.2. Since the economists belonging to each group have tried to
sharply distivguish their product from those of the other, and iwn
fact have shown opern hostility to the work of the other gv*c-u;:),':‘;9
it seems more natural to start by comparing the main differerces
in the approach and analysis of the two groups.

Arny such compariscon would seem to have to take into account
the possible darngers of such a vernture due to the fact that the
two groups supposedly work within two alternative research pro-
grammes. This fact could possibly imply that they pose different
questions and speak different languages, makivng any comparisorn
tricky busiress. The Neo—Ricardian Keynesianss clearly belong to

a research programme which takes the Sraffian prices of produc-

tiorn approach, with its implied dichotomy and the equalisation of
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rates of praofit corncept of equilibrium, as its hard caore. The
Fost Keynesians have also argued that they hbhave their own
"paradigm" {(see Eichrier and Kregel (1975)40), and at least one
riorn—Fast Keynesiarn has been willing to recognise the existernce of
a post Keynesian research programme.41 While it is possible to
list some issues which the group consider important, the hard
care of this research praogramme seems not to have beern defined,
arnd we do not believe can be def‘ined.42 Consequently, we feel
entitled to overlook this problem. Further, in what we are
concerned with, both groups seem toa be dealing with at least ane
iderntical question — the existerice of uremployment - and there is
rno  reasorn tao believe that they define uremployment in  different
Wways.

Fayr purposes of compariscon, it is convenient to returrn to
the fouwr issues that have beern discussed by the Post Keyrnesians:
time, uricertainty, morney and equilibrium, and thern toc compare
their explanations of the existernce uriemployment.

Regarding time, the Neo—-Ricadian Keyresians regard it as
lagical time, and the Fast Keyresianss insist on historical time.
We have already argued that one’s attitude ta the treatment of
time ultimately reduces to ores attitude towards urncertainty and
the nature of equilibrium, and so there is rno reason to believe
that apart from differences arising from these issues, there can
be arny difference regarding the attitudes to time.

Regarding urnmcertainty and the formation of expectations, the
Fost Keynesians have given it a central role in their analysis.

Regarding the Nec—-Ricardiarn Keyrnesians, they do naet deny the




existence of uwncertainty, and the rnecessity of takirg inta

consideraticrn the fact that individuals canm form expectations

abaut the future.4 What they deny is that expectational issues

G

- which are subjective -~ have any bearing on long—period
equilibrium in their sense — which is determined by objective
factors. The former could have a bearing on the study of
questions relating to the deviation from long-period eguilibrium,
but nothing definite couwld be said about the behaviocour of the
econcmy during such deviatiorns, because ricthing definite could be
said about expectations. Since ecoriomists reed definite results,
they should igricre any position out of long-period equilibrium
and thus should rnot overemphasize the role of uncertainty and
expectations.

There seem ta be two separate issues that divide the twao
groups. First, there is the issue as to whether "short periocd®
phenomeria which admittedly depend on expectaticns carn be studied
in a systematic marnner. While the Nec—Ricardian Keynesians deny
this, their demnial is made on the basis of how they define
"systematic', which is defirned internally in their research
programme, as positions of lorng period equilibivium iwn  their
serse, and alsa, their analysis is not contradictory with an
arialysis of such transient phencomena, anly that they choose not
to do it. The PFost Keyresians, in nat  following the same
definition of "systematic', and sometimes going to the extent of
saying that ecoriomies are inherently unstatle and thus should not
be described by systematic relatiorns, have taker the step of
analysing short periocd phencomena and hence expectational issues

in their analysis. Second, there is the issue as ta whether




expectational issues and urncertainty have a bearirg on the long
pericd equilibrium positionn of the Nec—Ricardians, arnd that by
igroring history (that is, the actual path of the ecoricomy) they
have a mistaken rnotiorn of long pericod equilibr‘ium.44 Logically,
the Neo-Ricardian Keyresians carnncot be faulted onm  this ground,
since by taking, for instawnce, cutput levels as giver, they may
already have takers intc accourmt the role of history ivn the given
levels of output, without denying the effect of history in deter-—
miviing them (in arn urnspecified and unknowrn manmer). We therefore
conclude that there is ro recessary contradiction between the two
groups in their attitudes towards uncertainty and expectations.
One group has merely chosern rot ta analyse short period pherncomerna
because of its transitory wature, while the other group has
decided to take such a step. Whether such a step is forward or
backward seems to have mo real bearing on the coriticisms that
each group makes of the cther.

Regarding morey, the Post Keyresians give it center stage in
their analysis, while it firds rno place in the Nec—Ricardian
Heyrnesiarn core. Nevertheless, the Nec—-Ricardian Keynesiarns have
realised the nreed to incorporate money into their amalysis to
explairn certairm crucial features of the real world. We have
already referred to Sraffa’s (1360) comment that monetary factors
would determine the distribution of irncome, thraough the interest
rate, and some working in the Neco-Ricardian tradition have
pursued the matter further.4s However, the Nec—Ricardian
Heynesians have riot analysed the implications of haviwng morey for

the analysis of output and employment, since they have not




examined in a systematic marmer the relatiorship betweern distri-
buticon and cutput, bath considered to be given in their arnalysis.
This does not consist of a denial of the role of money in
questions relating ta uremplayment: at most a claim that nothing
"systematic" can be said about such a relationship.

Regarding equilibrium, the Post Keynesians and Nec—Ricardian
Keyrnesians seem to have gone to two extremes. The former have
insisted that ecorcomics can anly be studied in terms of long
periad equilibrium positions, while the latter have analysed
short periocd behavicur of capitalist ecornomies, and in studying
their irbherent instability, sometimes dernied the applicability of
the equilibrium methaod to economics. The Nec—Ricardian Heyres—
ians are probably right to the extent of arguing that if an
equilibrium concept is rnot emplayed, nothing definite can be said
regarding the ecorncomy; we have argued that the FPost HKeyresians,
by denying the noticn of equilibrium seem to have gone too clase
tae nihilism, and that their arguments can be couched in
terms of equilibrium analysis, as showrn in the previcus section.
But the Neco—-Ricardian Keynesians have gone too far to deny any
ricticon of equilibrium cother than their cwn, which fixes the level
and compositicon of output, distributicn (wage or proafit) and
techrnalany, arnd finds prices which equalige rates of praofit.
Evernn if their equilibrium is an useful orne to consider, there is
no  logical reasorn why some ather equilibrium position carmat  be
studied, which has a different set of excgerous variables. A
Fost Keynesiarnn notion of equilibrium could thus be thought to be
consistent with a larger set of data (since in a shorter time

horizen more things could be said to be given, fallawing
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Marshall). And it 1is possible that in some cases, the Neo-
Ricardian dichotomy (with a particular specification of the data
set) is nrot a useful one.46 We cornclude that regarding their
attitudes towards eguilibrium, there is a difference separating
the two groups, but due to reasons that carmot be sustaired. The
Fost Keynesiawns reed rnot jettison the rotion of equilibrium, and
the Nec—-Ricardian Keyrnesians can use their particular
characterisation of equilibrium without dernying the existerce of
aothers.

Finally, there are differerices in the arguments that the
Nec—-Ricardian Keyrnesians and Post Keynesians pravide aon  the
reasons for the existerce of uremployment and the flaws in  the
reaclassical claim of an automatic terndercy toward full emplay-
ment. The Neo-Ricardian Keyresiarns seem to rely exclusively on
the nrotionn of capital hetercgereity which could make investment
ot be a dowrward slopirng function of the interest rate. Thus,
with urnemplaoyment, if the morey wage fell, and soa did the
interest rate, the level of investment demard reed not rise to
take the econaomy to full employment. Noatice that this aonly
dernies the rnecessary cperation of the "Keyres effect'. The Paost
Keyresiarns have pravided a richer mernu of wrguments, relating to
urncertainty and expectations, to income distributicnal shifts, to
the role of monetary institutions, to rmegate the recclassical
argument. Their argumerts rnot only show that irvestment reed rnaot
be an inverse function of the interest rate (using expectational
arguments), but alsco that falliwg morey wages may prevent a fall

im  interest rates (both arguments regating the "Keynes effect'),
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and that falling wages and prices could reduce aggregate demand
in other ways, offsetting even any possible '"real balance
effect". However, the poaint to note here is that there is ro
inconsisterncy betweern the Neo—Ricardian Keynesian and the Fost

. «
Keynesian arguments.

IV.3. From the foregoing we are led to believe that there seem to
be na sustaimable contradictions between the Neco—Ricardian
Keyrnesians and the FPost Keyresians, anly & difference as to the
reasons why the ecornomy will not be led to full employment by
market Forces.47 In fact, as we now argue, there are some funda-—
mental similarities between the two groups.

The first is the fundamental similarity in that rneither of
the two groups are saying that the ecorcomy does not achieve full
employment due to some imperfections in the workings of the
market. Some varieties of HKeyrnesianism do argue that
uriemployment exists due to wage (and/or price) rigidity, and have
led economists and policy makers to believe that the removal of
such imperfections would sclve the problem of unemploymernt. The
Nec—Ricardian HKeyrnesian argument follows from the fact that
capital goods hetercogeneity: this is a fact that carmot be
removed, except by a poverrment that invents arne machine that can
do everything and abolish all other kinds of machinery! The Paost
Keyrnesian argument shows how wage-price changes will do nothing
te cure uremployment. Uncertainty, banks, and the existence
different groups {(workers, rentiers, capitalists, firms) with
different behaviour patterns, are not market imperfections which

can be removed. Thus the removal of restrictions on wages and
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prices (by breaking unions or by promoting competition ivm  goods
markets) wéuld rict deliver the econcmy from uremplayment.

We here object vehemently to the assertion made by scme Neo-
Ricardian Keynesians (Eatwell and Milgate (1383), Magrani
(1983)) that the Post Keynesians are "imperfectionists®. If by
"perfect" one defines the world portrayed by the nrecclassical
general equilibrium system which leads to full employment equi-
librium, thern by definition anyone whoa argues that the econcomy
can experience unemployment for a “long" pericd of time {(both
types of HKeyrnesians were are considering fit the bill) is an
“imperfectionist". Alternatively, if by "perfect" ane defines
the textbook necclassical synthesis model with all its functions
having regularly sigrned partial derivatives with respect to their
arguments, and with all prices perfectly flexible, both types of
Keynezsians tuwrn out to be imperfectionists: the HNeo—-Ricardian
Keynesians, by arguing that the investment schedule is not
downward sloping, and the Faost Keyrnesians by denying that the
same thing, and by showirng that the interest rate need ncot fall
(due to the "perversities" in the demand for money furnctiocn or
the endogerneity of money supplyl). By calling the FPost Keyrnesians
imperfectionists, the Nec—Ricardiarn Keyrnesians become imperfect-
ionists, taoc. Actually, boath the definitions of imperfecticnist
{(which roughly amount to the same) imply a rnecclassical view of
perfectionism, which is a thecretical one, based, as it is, on
corcepts which are sensible anly within a necclassical research
programme. Mcre generally, if we define imperfections as those
which interfere with the free forces of the market that can, in

principle be removed without destroying the free markets (by
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breaking unions and mamopolies)48 neither of the two groups are
imperfectiamists.49 The NRs may still insist that they have
destrayed the neaclassical argumernt by shaowing the neacclassical
system ta be irncaonsistent. This is a claim that we carnmnct enter-—
tair.

Secaond, bath groups cauld be interpreted as wmot only saying
that uremploymerit is riot the result of ripgidities, but that
removal of ripgidities (which exist for whatever reasons) could
destabilise the ecornomy and increase unemplayment. The Fost
Keyrnesians argue this paint explicitly, as showrn in sectiorn III.
If money wages become perfeclty flexible, the ecconamy wauld be
subjected to wide fluctuations, and uncertainty would increase,
confounding the prablem of urnemployment. The Neoc—Ricardian
Keyresians do rniot make the point explicitly, but the argument can
be distilled from their work. Suppase that the capital
emplayment schedule is upward rising and steeper thar the saving
schedule (as drawn in Figure 1). Then if there is an excess of
savirng over investment, the irnterest rate would fall, increasing
the pap. The interest would just rnot be an adjusting variable,
and the level of cutput and employment would have ta fall. EBut
if irnterest rates charge guickly and cutput takes more time to
adjust, the ecoricmy would become highly unstable with the
interest rate falling withcout limit. This would rnot destray the
Nec—Ricardian Keyrnesian result that uremplaoymernt would exist, but
make the econcmy seem more unstable tharn it actually is.

Sraffa’s solution was to suggest that the interest rate was made

rigid by the marnetary authorities. But this is rot the cause of




urniemplaymert. Remoaval of the rigidity of the interest rate waould
increase uncertainty ir the ecariamy, and presumably,

uriemplayment !

IV. 4, Ouyr conclusiorn from this compariscon of the analysis of the
twa types of HKeyresians suggests that there is na necessary
contradiction betweers the two groups which can be sustained. The
gquestion still remains as to why there have quarelled sa much.
The reascons, we believe, cari be attributed to twoe factors.

The first has to do with the scciclagy of science. It may be
argued that there exists a natural tendency in mincorities to lock
for  their roots, and firmd ways to establish their identities.
Ecormaomists are no exception. Marx tried to differentiate his
praduct by calling almost anything written before he started
writing ‘bourgoise Political Ecorcomy'. Keyrnes similarly gave the
name ‘classcocal’ ecorncmists to a group of econamists ranging from
Ricarda to Pigou. Radical ecoricmists iv both the Marxiarn and
Keyresian traditions also try to ehphasize the differenrces
between their ideas and those of mainstream economists. In doing
this there is a strong terndericy to go back to the original text

{Marx's Capital cr Keyres’s General Theory), and to identify (in

their opinion) truly Marxian and Keyrnesian conceptions.
The twa varieties of Keyresiarns we are comsidering inm  this

paper explore different dimensions of Keynes's General Theory.

Irn a word, the Post Keyresiarns emphasize the role of money and
uricertainty, whereas the Nec-Ricardian Keynesians emphasize the
multiplier mechariism, and the role of cutput as the equilibria-

ting variable between saving and investment. By doaing this they
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are, irn fact. searching fcr their identities: they are focussing
their analyses on what they comsider to be the truly irmaovative
or revolutionary elements of Keynes’s ideas. Orie  important
reason for the existence of two groups of norn—mainstream Keyres-—
ians is the fact that Keyrnes himself emphasized the notions of
uriemployment equilibrium (for which the role of the multiplier is
central) and the instability of the system (focr which the rale of
money and uncertainty are fundamental).

The second has to do with ideclogy. Same of the Fost
Keynesians have expressed a belief in the workings of the private
enterprise system if it could be corntrolled in specified ways,
that is, by contreol of the barking and financial systems, and
with incomes and price policies.51 Same of these prescriptions
have toa do with their analysis of the 1ills «of the private
enterprise system, as discussed above. Same of the Neco—Ricardian
Keynesians, on the cther hand, have expressed a more fundamertal
distrust in the workings of the free market, and this is
cbvicusly related ta their belief that they have shcwn the incon-
sistency of the rnecclassical adjustment mechanism. What belief
aore has in the efficacy of the free market system is based on
one's ideclopy. While ideclogy coauld drive one to this camp or
that, it should be realised that it deoes rot legically imply the
acceptarnce of a particular type of economic analysis. The Nea~—
Ricardian HKeyrnesians have naot showrn that the free market system
does not work (or canrict be made to work): at best, they have
shawri that the necoclassical demonstration is flawed. The Post
Keyrnesians have nat shown that the free market system could be

suitably madified toa make it work: they might suffer from naivete
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about political realities and class conflicts, and a consequently
mistaker {(or overly optimistic) view of the state and its ability

or willingrness to rescolve the problem of unemplaoyment.

V. Conclusion

There seems to be no reason why the Neo—Ricardian Keyrnesians and
the PRost HKeynesians, while recognising their paradigmatic
differences (if they consider them to be important), carmot
devote more time and effort to battling orthodoxy thanm battling
themselves. This would imply that the group could become a
larger minority, and find strength in rumbers.

Such ar unity is probably desirable from the tactical peoint
of wview. The "eremy" is too strong to take on alone. Alsa,
mainstream ecoromists may get the impressicon that 1if the under-—
dogs spend so much time fighting themselves, they must both be
wrong. Further, each group has been able to cast some doubt on
the necclassical claims and argued other possibilities. If the
possibilities are added together, they could make more reasonable
mainstream economists begin to doubt their doctrines, and give
the Nea—Ricardian Keyresians and the Post HKeynesian views a

fairer trial.

FOOTNOTES
i. Both motivations are justified on the basis of the
inconsistencies of the marginalist theories of value,

distribution and cutput based on aggregate production functions.
We shall come back to this point.

2. Neco-Ricardians prefer the term "long pericd positions' rather
than ‘equilibrium pogitiong’. The reason for this is that the
classical theory of value and distribution (based on which the
nec~Ricardian contributions are developed) does not ‘"resort to

60




the ‘apposite forces of supply and demand’" which implies that
the “wcrd ‘equilibrium’ does not seem appropriate to describe the
pasiticon of the ecorcmic system characterized ‘natural’ prices,
wages and profits" (Garegnani, 1376, p. 130, wn. 2). In the text
we shall refer ta equilibrium and disequilibrium (rather than
lang and short) pericods; we shall restrict the usage of the terms
long and short pericds to their Marshalliarn mearning.

3. See Garegrnani (13984, pp. 2395-37).
4. See Dutt (1986) and faatrnote 232 belaw.

S. Fraom a logical point of view the first and second reasorns seem
to provide a reasonable justification for considering the morey
wage parametrically in the General Thecory's system. First, there
are ingtituticnal factoars determining the wage which may be
stranger tharn the conditions of supply and demand for labar.
Secand, the effect of charges in morney wages on the endogencus
variables {(emplayment arnd distriburicn) is highly ambigucus.

6. The fact that the eqguilibrium position according to the nec—
Ricardian approcach correspornds toe the Marshallian long pericd is
alsa evident from the fallowing passage by Garegnani: “Cllong-—
pericd thecry arnalyses what will happen cover an_average of such
‘short  periads’, when, with the possibility of charnges in the
size of plant, the effects of such irncorngruities [betweer the
stock of capital amd demardl will tend to cancel each ather out”
(13973b, p.76, emphasis added).

7. Accarding ta Garegnani, “incaorrect price expectatiaons
entertaired in the past might indeed be a way of describing some
of the factars that make the market prices deviate from the
rmatural prices" (13976, p. 133).

8. In this respect the Gerneral Theory departs from cther past-
Wicksellian contributions (including Keynes’s Treatise) in which
short pericad expectations play quite a central role in
determining the path of the system aover a series of short-
pericds. In these analyses the notion of equilibrium position is
relegated to a second plan. See Amadec (13835).

3. Ferhaps we should be more careful about this statement. Fost-
Keyresiarns would suggest that due to the vrole of charnging lang-
pericd expectaticons the equilibrium wcoculd be caontinucusly maving.
Keyrnes himself could argue that the General Thecry, rather than
baged on a stationary equilibrium method is a "theory of shifting
equilibrium —— meaning [by thisl the theaory of a system in which
changing views about the future are capable of influencing the
the present situation®" (JIMK, VII, p. 293). Other Keynesians such
as Leijohnfvud would argue that “"Keyries used the term ‘unemplay-
ment equilibrium’... (Butl ... it is rnot an equilibrium in the
strict sense at all. It is preferable toc use scame mcre reutral
term which does not carry the cormotation that ro equilibrating
forces at all are at work. The real question is why the forces
ternding to bring the system back ta full employment are sa weak"
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(1969, p. 22).

10, Let a be the vector of labor:ocutput ratios, then aX_ = N
where N is the level of employment corresponding to fulf
emplayment. According to this construction, since the physical
stock of capital and physical level of cutput are given, the
value of capital only depends on the prices of production.

11. For the case in which there is fixed capital, see Garegnani,
(1970).

1:2. It is interesting to note that Keynes in his critigue of the
classical theory of interest (chapter 14 of the General Theory)
refers to the possibility of the non—existernce of equilibrium
based on the argument that the saving function may be negatively
slaoped. He there argues: “it has beern agreed ... that it is rot
certain that the sum saved out of a given incaome necessarily
increases when the rate of interest is increased; whereas no one
daubts that investment demand—schedules falls with a rising
interest rate. But if the Y—-curves [saving schedules]l and the X-
curves [investment schedulesl both falls as the rate of interest
rises, there is rno guarantee that a given Y-curve will intersect
a given X-curve anywhere at all." (p. 182)

13. The elasticity of the saving function with respect to the
rate of interest does nct alter the following arguments.

14. See Panico (1985) for a discussion of the relation between
Keyrnes's theory of the rate of interest and the long-pericd rate
of prafit.

13, The designation Post Keynesian comes from the chief journal
associated with this school, the Journal of Post Keynesian
Economics. A problem with this name is that another group of
economists, writing with a different perspective — that of laong
pericd equilibrium in the classical sense -~ have also  been
inmcluded under the label. To distinguish those that concern us
here from this other group, some have used the designation
American paost Keynesians. This name is inadequate since all
those whao are part of the group are not Americans. Coddington

(1383) has used the term fundamentalists to underline the fact
that members of the group try to interpret Keyrnes’s word tao the
letter, although he agrees with Fatinkin that they do so in a
selective marmer to serve as a vehicle for expounding their acuwn
views. There are some other economists who have sometimes been
called ‘Post-Keynesians? (Tarshis (1980), Harcourt (1398%) and
Carvalho (1384-85) have used the name iv a broader sense to
include these others) who have tried to extend Keyrnes?s analysis
and make it more realistic by incorporating imperfect
caompetitiaon, and by examining the question of income
distribution. Frominent among this group are Kaldor, Eichner and
Harcaourt. Kalecki has sometimes also been placed in this group,
but it would be unfair to call him a post Keynesian. We will not
discuss their work here, canfining attention to those whao have
tried tao interpret Keynes, and ta find the essence of his own

1)
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revaoluticon (althcough the dividirng 1lirne betweernn the two 1s
admittedly somewhat fuzzy).

16. Joarn Robinson (1964) has beern the most vocal expositor of
these views. See, for a summary of her views, Gram and Walsh
(1383). See also Asimakopulos (1378).

17. Others wha could also be called Fost Keynesians include
Asimakopulos, Chick, and Kregel. See especially Chick (1383) for
a careful presentation of Post Keyresiarn ideas, especially a
thorough discussion of the role of historical time in Keyrnes’s
analysis of production econcmies.

i8. Keynes (1321). For a discussion of Keynes’s ncotions regard-
ing uncertainty and probability, and their relationship to the
Gerneral Thecorvy, see Cochrarne (1371), E. Weintraub (1373), and
Stohs (13580).

13. Keyrnes (1337).

20. Some of the criticisms of this, as in Coddington (13983), pg.
57, seem to overlook the basic distinction between risk and

uricertainty.
21. We shall returrn to these arguments below.

2. Ar example would be a few large losses affecting a few people
(toc small to affect average prafitability) would shake the
confidence of businessmern they are regularly in contact with,
reduce their levels of investment, and thereby have a greater
effect on aggregate demand, at which point firms more generally
could have a loss of confidernce and a change in behavior.

23. Any theorising — formal or ctherwise — must involve some
type of dichotomy, which implies that the thecry explains the
behavicor of some things (variables) and takes as given some other
things (parameters) that are rict explained within the theory.
While stability in time (relative to the things that are being
explained) could be one reason for using a dichotomy which makes
certain thirngs parameters, it is not the only one. Arnother ane
would be to make things parameters which are extremely volatile,
and/or the relationship betweers them and the other variables is
riat {(cr carmot) be well understood. See Dutt (1386). This
latter point implies that "order" may be a stronger requirement
tharn "determirnacy", contrary to what Carvalho (134-83) argues.

24, See Dow (19380).

-

25. The chapters are 3, 4, 6, 8, 10, 13, 15, 13 (appendix), 20
arnd 21.

26. See, for example, S. Weintraub (1358), Davidson and Smolensky
(1364), Chick (13983), and Casarcza (13981).

27. This follows Dutt (13985). See also Amadeo (198%5).
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28. Orly in one paragraph in chapter 19 (and perhaps a hint in
chapter 8) does Keyrnes distrniguish betweern income classes; many
post Keynesians, however, distiriguish between classes in their
models.

9. Atomistic firms carmot have expectations regarding the
guantity of sales.

30. Yellen (1980) has used the reasoning to criticise a slightly

different Fost Keyrnesiarn model. But as the rnext section shows,
her final judgement orn the absernce of any role of morey in  the
post Keyrnesian model is completely misplaced.

31. This follows Dutt (1986-87).

32. This argument, derying that irnvestment responds inveresely
ta the interest rate, is the commori paint between the post
Keyrnesians and neo-Ricardian HKeynesians. However, while post
Keyrnesians would argue in terms of uncertainty and long term
expectations, the latter would argue it on the basis of the
hetercagereity of capital goods, as shown above.

33. See Fresley (1986). Keyres seems to have had an important
role in Robertson’s development of the argument.

34, Note that if this is thought to be due to the interest
elasticity of irnvestment and the real balance effect, and our
analysis irn the two previcous paragraphs is correct, it may be
thought that ro reductions in aggregate demand would occur.
However, post Keynesiarns could try to have it both ways, and with
reason, thanks to possible ratchet effects. It could be argued
that an increase in the rate of interest could reduce investment
and wot the other way arocund; similarly for a fall in  real
balarnces.

35. This is strongly reminiscent of Keyrnes’s own discussion of

the subject. For example, ", ..very small fluctuationm in  the
propensity to consume and the inducement to invest would cause
money—-prices to rush violently between zero and infinity" {pg.

239), and "...prices would be irn an unstable equilibium...racing
to zero whenever investment was below [the critical levell, and
to infinity wherever it was above it.. (pgs. 269-70).

S

36. See, for example, Sclow (1979).

37. The argument that the post Keynesian curves can be drawn for
ari  ecoriomy with many firms with different expectations and many
goods and the AD and AS cuwrve carmot, does not hold water; in
both cases arbitrary assumpticorns are required for aggregation to
be exactly justifiable. For the aggregatiorn assumptions in post
Keynesiarn models, see Asimakopulos (13982). In macroeconcomic
aralysis approximating aggregations are made all the time, arnd
that is what gives it its analytical power in the analysis of
macroecoriomic issues.
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38. See E. Weirntraub (1975) for a review of the relationship
betweern general equilibrium thecry and uncertainty.

39. For the Neco—Ricardian Keynesians writing apgainst the Fost
Keynesians, see, for example, Eatwell and Milgate (1983) Intro-—
duction, and Magrani (1983); for Post Keynesians against the Neo-—
Ricardian Keyrnesians, see RAsimakopulos (19835).

40. We should hasten to add that Eichrner and Kregel define the
paradigm more broadly than we have, not excluding the Neo—
Ricardian Keynesians, and including those wha have extened
Keyrnes’'s work. See footrnote 15.

41. See E. Weintraub (1985).

42, Part of the reason lies in the widely different backgrounds of
those who have made contributicons to the approach. There is no
implicaticn that there is thus a weakrness in the Fost Keynesian
approach. In fact, it could be considered to be a strength, in
nat shackling them to any particular research program and thereby
reducing their creativity.

43. See Kregel (1976) for an interpretation.

44, It is easy to see that if there are irreversibilities in the
movement of some variable cutside equilibrium, the equilibrium
pasitiaon will depend on the path taken by the eCariciy .
Irreversabilities may arise with capital stocks, or with wages
(with dowrward wage rigidity). The final equilibrium may alsa
depend on the path taken by the econcmy if we make a distinction
betweern expectaticns regarding thirngs that occur within the
periad (within pericd expectations) and expectations regarding
things beyond the pericd (beyond pericod expectations) (like
Keynes's distinction between shcort pericd and long period
expectations), and assume that values takern by within periad
expectations can affect beyond periocd expectations. (See Kregel
(1976) for whether Keyres made this assumpticn or not).

45, See FPanico (1380, 198%5) and Fivetti (1383) for further
analysis.

46. See Dutt (1986).

47. We should repeat that we do na imply that there are na
fundamental (irnn some sense) differences betweer the two groups.
Carvalhao (1984-85) stresses these differernces, and argues that
they are rocoted in the "vision" adopted by each group and we
would agree with much of his analysis. What we do argue is that
both views make positive conmtributions which, wher appropriately
interpreted, are rot necessarily in contradiction with each
aother.

48, The force of this argument is reduced somewhat by the fact
that someone would argue that such "rigidities" are intrinsic




parts of free markets and by remaving them, free markets would
ultimately ccollapse. We still believe that our definition of
imperfection serves some purpose.

49. Magnrari {1983) seems to misrepresent the Fost Keyrnesians
{particularly Davidsor) on many particular paints. For example,
while the Post Keyrnesiarns do argue that uncertainty results in
wage rigidity, they do not argue that ‘ wage ripgidity causes

unemplayment. Further, the Post Keyresiarns are right in  their
critique of the fixed-price disequilibrium theories, despite
Magnani’s claim. While in some of their mcadels, a fall in the
real wage irs response  to uriemployment would increase

unemplayment, this happens because of assumed price rigidities
(sometime just taken as giver, and scometimes argued on the basis
of imperfections in competition). If prices and wapges were
completely flexible in these models, the economies would converge
to the Walrasian equilibrium. This is because they overemphasise
the real balance effect and leave cut of consideration all the
factors considered to be important by the Post Keynesians.

50. The nec~Ricardians at best have shown that the convergernce to
a necclassical full employment equilibrium may be unstable. But
they have alsc not shown that their own equilibrium with
irtersectorally equalised profit rates is a stable one. See, for
example, Hahn (1982) and Dutt (1986).

S51. See Davidson (1972), for example.
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