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    Introducción1


    Oscar Dancourt


    Waldo Mendoza


    «Idealmente, uno debería ser capaz de enseñar macroeconomía en la universidad durante la mañana, asesorar al ministro sobre cómo aplicar la macroeconomía en la tarde, y escribir artículos académicos en la noche, practicando el mismo oficio todo el día». Esta definición impresionista del macroeconomista comprometido con su tiempo y su gente es de Lance Taylor (1988, cap. 3), quien refiere que la idea se la debe a Roberto Frenkel.


    La definición dibuja bien a nuestro colega Félix Jiménez. Como profesor universitario en las mañanas, no solo ha dictado durante muchos años los diversos cursos de macroeconomía que conforman la carrera del economista en la PUCP, sino que también ha escrito libros de texto populares en el país. En el campo de la determinación de la actividad económica y el empleo en el corto plazo, destacan dos libros. El primero es Macroeconomía: enfoques y modelos (Jiménez, 2017a), que incluye modelos sobre la determinación de la balanza de pagos y del tipo de cambio, así como las teorías tradicional y moderna de la política macroeconómica. El segundo es Elementos de teoría macroeconómica para una economía abierta (Jiménez, 2012). En el campo de la teoría del crecimiento económico de largo plazo, el texto es Crecimiento económico: enfoques y modelos (Jiménez, 2011a). En estos tres libros de texto desfilan pluralmente modelos representativos de diversas escuelas de pensamiento económico, desde los más antiguos hasta los más recientes, con la dosis apropiada de matemáticas y gráficos. Félix cree que una teoría es una colección de modelos, Hicks dixit, que usamos para entender la realidad y para discutir de políticas.


    Como asesor del ministro en las tardes, Félix también ha circulado por los corredores del poder donde se decide la política macroeconómica y se nombra a quienes la hacen, para bien o para mal. Fue director de crédito público en el Ministerio de Economía y Finanzas (MEF) y trabajó, a principios de la década de 2000, en la desdolarización de la deuda pública y en la creación de un mercado de bonos soberanos en moneda nacional con el entonces viceministro de hacienda Kurt Burneo. También fue jefe del plan de gobierno del candidato Ollanta Humala que ganaría las elecciones de 2011 y luego fue asesor económico del presidente de la República, hasta que renunció a fines de 2011.


    Como intelectual público preocupado por los problemas de su época, una extensión quizás de las asesorías vespertinas al ministro, Félix ha participado en muchas discusiones sobre la política macroeconómica peruana y ha cuestionado el modelo neoliberal implantado en los años noventa, planteando alternativas para un estilo de crecimiento liderado por el sector industrial. Aquí destacan sus libros Otra ruta de desarrollo para el Perú (Jiménez, 2016) y Veinticinco años de modernización neocolonial: crítica de las políticas neoliberales en el Perú (Jiménez, 2017b). Y en las noches, Félix ha encontrado el tiempo para escribir sus artículos y sus libros académicos. Un par de ejemplos. El primero es Reglas y sostenibilidad de la política fiscal: lecciones de la experiencia peruana (Jiménez, 2008), donde se demuestra que es posible tener una regla fiscal estructural de carácter contracíclico, que proteja la inversión gubernamental y que garantice la sostenibilidad de la deuda pública. El libro defiende también la necesidad de desarrollar un mercado de deuda pública en soles. El segundo es Producto potencial, fuentes del crecimiento y productividad en la economía peruana (1950-2008) (Jiménez, 2011b), donde se presenta un procedimiento para el cálculo del producto potencial y de la productividad total de los factores (PTF), que luego es aplicado a la economía peruana.


    Este libro en homenaje a Félix Jiménez incluye nueve textos de amigos y colegas. Los dos primeros textos han sido elaborados por Edward Nell, prestigioso macroeconomista estadounidense, antiguo maestro de la New School for Social Research en New York, donde fue profesor y asesor de tesis de Félix.


    El primer texto de Nell, The Simple Theory of Effective Demand: Aggregate Demand and Employment in Mass Production, es una presentación poderosa del modelo keynesiano básico de un solo bien, y gira alrededor de un tema central: ¿qué fuerzas determinan el nivel de empleo agregado en una economía capitalista moderna? La respuesta corta es que el nivel de empleo depende, vía el nivel de actividad económica, de la demanda agregada de bienes y servicios, es decir, de la suma del consumo, la inversión privada y el gasto de gobierno en esta economía cerrada. El modelo de Nell supone una función de producción de corto plazo con un producto por trabajador constante. La respuesta larga se obtiene especificando las funciones de consumo (depende directamente del salario real) e inversión privada y la forma en que operan tanto la política fiscal (el gobierno paga un subsidio a los desempleados) como la monetaria (el banco central fija la tasa de interés, no la cantidad de dinero). El empleo agregado se determina así en un sistema de dos ecuaciones, una curva IS parecida a la del libro de texto y una ecuación que estipula que el banco central fija la tasa de interés, como en Blanchard (2017). Nell denomina MPR a la ecuación que fija la tasa de interés, por regla de política monetaria. En el modelo de Nell, la curva LM determina la cantidad de dinero en circulación.


    La respuesta larga que surge de este sistema IS-MPR es que el empleo agregado depende directamente del multiplicador keynesiano y de los componentes autónomos de la inversión privada y del gasto público, y depende inversamente de la tasa de interés fijada por el banco central. A su vez, este multiplicador keynesiano es una función directa del salario real, lo que implica que el empleo agregado se eleva cuando sube el salario real porque sube el consumo, y viceversa.


    El segundo texto de Nell, Alternative Post-Keynesian Models of Financial-Real Cycles, analiza la interacción entre el sector real y el financiero. El modelo básico de esta sección consta de dos relaciones directas entre la tasa (r) de ganancia (los beneficios divididos entre el stock de capital) y la tasa de crecimiento (g) de la economía (la inversión dividida entre el stock de capital). La primera ecuación captura la conexión causal entre el gasto de inversión y las ganancias realizadas vía la demanda efectiva. Según el aforismo kaleckiano, los capitalistas ganan lo que gastan y los trabajadores gastan lo que ganan. En estas condiciones, una mayor inversión genera mayor empleo y mayores ganancias. Esta ecuación es rE = r0 + (1 - d)g, donde 0 < d < 1. El intercepto (r0) con el eje vertical en el plano (g, r) aumenta o disminuye con el mayor o menor impulso fiscal y con el incremento o reducción del consumo autónomo de los empresarios. El término (d) en la pendiente representa la desvalorización esperada del capital existente debido a la competencia del nuevo equipo de capital.


    La segunda ecuación muestra cual es la tasa de ganancia requerida para financiar un cierto monto de inversión. Esta ecuación es rF = r1 + eg + x(g) donde 0 < e < 1, y x(g) es una función creciente. El intercepto (r1) refleja los costos fijos y la tasa de interés real, y aumenta o disminuye con ellos; la pendiente (e) es la fracción del gasto de inversión financiada con las utilidades retenidas y el termino x(g) representa que el riesgo crece con la inversión. Nell utiliza este modelo para determinar simultáneamente la tasa de ganancia (rE = rF= r) y la tasa de crecimiento, para discutir la estabilidad del sistema y su dinámica, así como para analizar el impacto que ciertas variables financieras y reales tienen sobre el equilibrio.


    En el tercer texto, Un modelo Bernanke-Blinder abierto, Oscar Dancourt presenta un modelo Mundell-Fleming con bancos para discutir cómo impactan los choques externos y los diversos instrumentos de la política monetaria sobre la actividad económica y el nivel de precios en una pequeña economía abierta donde la estructura financiera está dominada por las instituciones bancarias. Los instrumentos de política monetaria analizados incluyen la tasa de interés de referencia o tasa de interés de política, la tasa de encaje, los préstamos del banco central a los bancos comerciales y la intervención cambiaria esterilizada. Los choques externos analizados incluyen cambios en la actividad económica mundial y cambios en la tasa de interés externa. Una conclusión es que, dado un choque externo adverso transitorio, el banco central requiere dos instrumentos independientes (tasa de interés e intervención esterilizada en el mercado cambiario) para lograr sus dos objetivos (estabilidad precios y pleno empleo). Estos dos objetivos entran en conflicto si el banco central carece de suficientes reservas de divisas.


    En el cuarto texto, La macroeconomía de la cuarentena: un modelo de dos sectores, Waldo Mendoza, Luis Mansilla y Rafael Velarde simulan los efectos de la cuarentena sobre la actividad económica y el nivel de precios. En ambos sectores (1 y 2), la producción está determinada por la demanda y los precios dependen de la brecha del producto y de los precios esperados. En el equilibrio estacionario, los precios esperados y los realizados son iguales y la brecha del producto (la diferencia entre el producto efectivo y el potencial) es nula. La cuarentena se replica como un descenso del producto potencial y del consumo autónomo en el sector 1. Como los trabajadores consumen bienes de ambos sectores, el sector 2 es afectado indirectamente por la cuarentena vía el shock de demanda negativo procedente del sector 1. Caen la actividad económica y el nivel de precios en ambos sectores.


    Si se supone que las reducciones del producto potencial y del consumo autónomo en el sector 1 son permanentes, tras la caída de la producción y los precios en el periodo de la cuarentena, la economía se recupera paulatinamente en los siguientes periodos debido al descenso sostenido de los precios que eleva la demanda y la producción en ambos sectores. La recuperación continúa hasta que la economía alcanza el equilibrio estacionario final, donde el producto del sector 1 es inferior al nivel inicial y el producto del sector 2 es igual al nivel inicial, prepandemia. Si se supone que las reducciones del producto potencial y del consumo autónomo en el sector 1 son transitorias, la dinámica descrita previamente se interrumpe cuando el producto potencial y el consumo autónomo en el sector 1 recuperan sus valores originales. Este choque, como un espejo inverso de lo acontecido en el periodo de la cuarentena, eleva la actividad económica y el nivel de precios. En este caso, el equilibrio estacionario final de producción y precios será igual en ambos sectores al nivel inicial, prepandemia.


    Según los autores, los hechos estilizados de la recesión de la COVID-19 en el Perú se asemejan a este segundo caso ya que el PBI está actualmente por encima de sus niveles prepandemia. Y estos resultados son consistentes con la política crediticia expansiva aplicada en 2020-2021 que evitó la quiebra masiva de empresas y la caída permanente del PBI potencial.


    En el quinto texto, Trend-Cycle Descomposition for Latin American and G7 Countries: Application and Empirical Comparison of Old and New Univariate Methodologies, Joaquín Díaz, Khertd Palermo y Gabriel Rodríguez, comparan la calidad de las estimaciones de los ciclos económicos en un grupo heterogéneo de países, utilizando diez métodos de descomposición de la producción en ciclos y tendencias, con información trimestral del PBI. Se incluyen países del G7 (Canadá, Francia, Alemania, Italia, Japón, Reino Unido y EUA) y de América Latina (Argentina, Brasil, Chile, Perú y México). Se encuentra, primero, que los filtros estadísticos (HP, BK, CF, KMH) registran bien las recesiones y expansiones; segundo, que los mejores métodos son los de Perron y Wada (2009, 2016), Perron, Shintani y Yabu (2017) y Hamilton (2018), porque identifican adecuadamente los periodos recesivos; 
tercero, que los ciclos económicos de Brasil, Chile, México y los países del G7 son similares, cosa que no ocurre con Perú y Argentina; cuarto, que el modelo de tendencia determinística con quiebres, a pesar de su simplicidad, arroja resultados equiparables a los obtenidos con métodos más complejos.


    En el sexto texto, Política fiscal y de endeudamiento en el nuevo siglo: dos caras de una misma moneda, Julio Villavicencio y Augusto Rodríguez, dos cercanos colaboradores de Félix en el Ministerio de Economía y Finanzas (MEF) del Perú, describen cómo este equipo impulsó la desdolarización de la deuda pública peruana y el desarrollo del mercado de bonos soberanos en soles, partiendo de una situación inicial, principios de los años dos mil, donde imperaba la dolarización financiera y solo existían activos en soles de plazos muy cortos. Los autores también explican por qué el MEF no acogió la propuesta de Félix, una regla fiscal estructural contracíclica ligada a un modelo de sostenibilidad fiscal y con protección de la inversión pública, diseñada para sustituir la regla fiscal procíclica de la época, que tenía a la inversión pública como variable de ajuste. El MEF terminó proponiendo la Ley de Responsabilidad y Transparencia Fiscal (LRTF) promulgada en 2003, que era una variante de la Ley de Prudencia y Transparencia Fiscal de 1999.


    Esta estrategia de desdolarización permitió la creación de un mercado local de deuda pública, y de una curva de rendimiento para los bonos soberanos con tasas de interés en soles a plazos largos, que se convertiría en una referencia para el sector privado, y contribuiría así a la desdolarización financiera de la economía peruana en las dos siguientes décadas.


    En el sétimo texto, Un modelo macroeconométrico para el Perú, Rodolfo Cermeño, Oscar Dancourt, Gustavo Ganiko y Waldo Mendoza, estiman un pequeño modelo macroeconómico para la economía peruana con datos trimestrales del periodo 2003-2016. Rodolfo, fallecido en 2019, fue profesor e investigador del Centro de Investigación y Docencia Económicas (CIDE) en México y colega nuestro en el Departamento de Economía de la PUCP. El modelo permite simular el impacto que tienen los choques externos y las políticas monetaria y fiscal sobre la actividad económica y la inflación. Es un policy model, según la tipología de Blanchard (2017).


    El modelo, una versión del Mundell-Fleming, tiene cuatro componentes básicos. Una ecuación (IS) que determina la actividad económica en función de las tasas de interés activas bancarias en moneda nacional y moneda extranjera, del tipo de cambio real, de la política fiscal y del contexto externo. Una ecuación (RT) que determina la tasa de interés de política monetaria vía una regla de Taylor. Una ecuación de oferta agregada (OA) que determina la inflación actual en función de la inflación pasada, de la inflación esperada, de la actividad económica y del tipo de cambio real. Y, por último, una ecuación de balanza de pagos (BP) que determina el tipo de cambio real en función del contexto externo (precio internacional de las materias primas de exportación y tasa de interés externa de largo plazo) y de la intervención cambiaria del banco central.


    Se realizan cuatro simulaciones: cambios en los precios de las materias primas de exportación, cambios en el gasto público, cambios en la tasa de interés de política monetaria y cambios en la intervención esterilizada del banco central en el mercado cambiario. El resultado es que para enfrentar un choque externo adverso se requiere una respuesta de política monetaria y fiscal bastante agresiva. Por ejemplo, para mantener constante la brecha del producto registrada durante el periodo 2014-2016 ante una caída extra de 10% en el precio de las materias primas de exportación, se hubiese requerido un incremento del gasto público equivalente a 3% del PBI no primario o una reducción impracticable (más de 1500 puntos básicos) de la tasa de interés de referencia fijada por el banco central. Igualmente, para mantener constante la tasa de inflación durante los años 2014-2016 ante una caída extra de 10% de los precios de las materias primas de exportación, se hubiese requerido un incremento de 60% de las ventas de dólares.


    En el octavo texto, Migraciones laborales internacionales y mercado de trabajo, Daniel Martínez sostiene que la migración internacional tiene impactos positivos tanto para los países emisores como para los receptores. La emigración contribuye, en los países emisores, a reducir el excedente de mano de obra y, por consiguiente, el desempleo y la informalidad, a la vez que contribuye a evitar rebajas del salario real que se habrían producido si la oferta laboral fuera mayor. En los países receptores, donde no abunda la mano de obra, los impactos económicos de la migración tienen menos envergadura. La tasa de participación y de ocupación de los inmigrantes suele ser más elevada que la de los trabajadores nativos, lo que contribuye algo al crecimiento del producto y de la productividad. El aporte de los inmigrantes al financiamiento de los sistemas de protección y seguridad social de los países receptores es significativo y suele ser mayor que el costo de los servicios públicos que reciben.


    Según la Organización Internacional para las Migraciones (OIM, 2020), la población migrante ascendía en 2020 al 3,5% de la humanidad, distribuida en partes casi iguales entre hombres y mujeres. El 75% de la población migrante se dirigió a los países de altos ingresos, donde están incluidos los miembros de la OECD. En el caso de América Latina y el Caribe, se estimó que los emigrantes representaron el 4,8% de la población total de la región en 2010.


    En el noveno texto, Giros en la agenda de desarrollo de México 1950-2020: luces y sombras, Juan Carlos Moreno y Joaquín Sánchez evalúan el desempeño económico del gobierno de Andrés Manuel López Obrador desde una perspectiva histórica. La reactivación de la economía mexicana en 2021, tras la pandemia de la COVID-19 y la recesión internacional sincronizada que esta detonó en 2020, se debe al impulso de las exportaciones explicado, a su vez, por el extraordinario dinamismo de la economía de EUA. Esta reactivación está 
consolidando el modelo de desarrollo implantado décadas atrás cuyo eje es una expansión notable del sector exportador manufacturero que, sin embargo, ha sido incapaz de arrastrar al resto de la economía.


    Los autores precisan que esta reactivación liderada por las exportaciones está asociada a un colapso de la inversión privada y a una política fiscal que ha frenado la inversión pública para generar superávits primarios en las cuentas gubernamentales. México es el único país de América Latina que registró un superávit fiscal primario tanto en 2019 como en 2020. Los apoyos a las familias que dio el gobierno mexicano frente a la pandemia son, como proporción del PBI, de los más bajos tanto en la región como entre las economías emergentes. Y las proyecciones oficiales indican que se esperan continuos balances primarios superavitarios a lo largo del sexenio de Andrés Manuel López Obrador.


    Los autores señalan una contradicción peculiar de la política mexicana actual. Mientras que en el discurso oficial del gobierno domina una retórica antineoliberal, sus políticas económicas y sociales, salvo en el ámbito laboral, son una continuación de la agenda neoliberal que ha imperado en México desde los años ochenta.
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    The Simple Theory of Effective Demand: Aggregate Demand and Employment in Mass Production


    Edward J. Nell2


    Introduction


    In recent years, following the development and consolidation of the Mass Production economy, a new and substantial debate has broken out in the area of monetary theory over concern for the way deficit spending is funded. «Modern money» is said to be different, and its speed of movement reflects the new information technologies. But exactly how? Different in what ways? Where does this «modern money» come from? Can banks create it? Can governments? What forces determine interest rates? These issues will be addressed in a model of monetary development that grew out of discussions with two truly leading monetary economists. These debates also concern the nature and sources of financial instability. But on close inspection most of these discussions seem to involve very traditional Keynesian issues, and in some cases only appear to be new—although the technologies at issue are certainly new. But we can identify some very traditional pressures leading to cyclical behavior. However, while such behavior takes place largely in the real economy in the early stages, it soon comes to affect the financial economy as well. The issues are fundamental; the behavior in the financial sector tends to be speculative and self-reinforcing.


    Let’s start at the beginning. Investment spending appears to be a major source of demand variation, as Keynes and post-Keynesians have long argued against conservative and mainstream opposition. The purpose of investment according to neo-classical tradition is to bring about an optimal combination of resources, simply a corrective, moving the actual capital/labor ratio to its «optimal level». This can be modeled as a maximizing problem. But not an easy one because technological innovation is continually changing the picture, requiring continual scrapping of old systems and the building of new. Such a long-run position would not be stationary; certainly, even if innovation were low, if the labor force were growing, the economy would expand. If innovation were strong, investment would likely be intense, too. So rather than an optimal position, an optimal path for investment should be traced over time. This is the picture presented by conservative neo-Classical theory, articulated, for example, by Hayek (1941) and, later, Lucas and the New Classicals.


    There is a different view; both Keynes and the older-Keynesians, along with the Classicals, especially Ricardo and Marx, (but also including heterodox writers like Henry George), see investment as the accumulation of capital, a process by which productive power is created, organized and managed. It is driven by the desire for power and wealth, and there is no definable optimum involved. Investment expands productive power—«progress»—but does not move the economy towards any definite destination, though its direction may very well head toward increased poverty for the many alongside greater but more concentrated wealth for the few! Given such motivation and paradox, and depending on the important role of technological innovation, the urge to invest will sometimes be strong and widespread, but at other times weak and uncertain, and there is no definable optimum, and no optimal path can be proposed. To counteract such weakness arising from the demand side there may be a need for stabilizing policies.


    Such policies will have to be financed, and this brings us to monetary policy and the financing of government activities, fiscal policy. This is the post-Keynesian problematic: given that the economy is not self-stabilizing and has no tendency to seek optimal paths, how to develop governmental approaches to stabilize and direct the growth of the economy, while ensuring a reliable monetary system and fairness in taxation and subsidy policies? All being done consistently with the economy remaining a mixed but still capitalist system.


    First, we will examine aggregate demand with respect to households and firms, setting the impact of Government to one side. This is a first step, not a simplification. In post-War Mass Production economies (Nell, 1998), constant returns appear to prevail in the short run; to put it differently, unit costs appeared to be broadly constant.3 The shift to Mass Production brought significant changes to the workplace. In earlier eras, operating Craft technologies, skilled and experienced workers were often essential, work crews and their morale could be crucial, and costly to break up, processes had to be operated more or less at full or nearly full capacity—or shutdown altogether. But shutdown and startup costs were often substantial. By contrast after the shift to Mass Production workers needed only to be semi-skilled and work-teams could easily be broken up and re-formed; processes could now be operated at varying levels of intensity in response to variations in demand, and they could easily be shut down and started up. It likewise became easy to layoff and recall workers, as demand fluctuated. But laid-off workers reduced their spending, exacerbating the demand shortfall, while recalled workers increased their spending. The variation in employment in response to demand fluctuations intensified the effects, whereas previously fluctuations in overall demand had chiefly affected prices, leading to changes that tended to be stabilizing4. Let’s examine the new system.


    1. Aggregate Demand and the Multiplier


    We will make use of the following ideas, all suggested in one place or another in many post-Keynesian writings. We will define relationships when there is a good theoretical case for them, but we will postulate the simplest reasonable version of the relationship. We will assume linear relationships for the most part, which means assuming that variations up and down move on the same line—frequently not the case, and seldom strictly true. But the discrepancies tend to be small. We will also provisionally assume that the relationships are numerically stable; small shifts and wobbles can be neglected—even though some relationships are stronger and more reliable than others. Why? Because we are after large game: we want to outline a macro pattern in the working of the modern economy and consider the implications of this for the monetary system. So, here goes:


    

      	Aggregate output (Y ) is a simple linear function of the level of aggregate employment (N ), given the presently existing productive facilities. That is, Y = aN, where output per worker (a) is a constant. That is, these facilities operate at constant marginal productivity as their degree of utilization varies. The implication—supported by many empirical studies—is that marginal and average variable cost curves have long flat sections.



      	Household consumer spending (C) depends largely on current household wage income; all household income is spent (C = wN, where w is the real wage). This is a first approximation, but it is not far off the mark; more elaborate theories have been shown to fail badly.



      	Investment planning, depending largely on long-run expectations (and therefore uncertain), must be distinguished from current investment spending—they depend on different variables. Investment spending (I), filling in earlier plans, will depend current conditions and on «animal spirits»—as a first approximation this can be taken as autonomous (I = I0). Interest rate effects can be taken into account (I = I0 - bi), but they are unreliable5.



      	Income consists of wages (wN) and profits (P); expenditure consists of spending on consumption and investment (rents are folded into profits; transfers will be considered in the policy discussion).



      	The money wage (W) is given at the outset; wages are paid in money and the price level (p) will be taken as given also, until the question of inflation is reached. The real wage is w = W/π.



    


    These propositions abstract very significantly from reality. Many important features of the economy are left out or smoothed over. But long ago, Joan Robinson (1937) proposed, and we can easily see, various ways to relax these abstractions. Output could be disaggregated, for example, into investment and consumption goods (Keynes, 1930) and each could be disaggregated further (Nell, 2012). Increasing or diminishing returns could be explored (Nell, 2020). Workers could be assumed to save (Nell, 1992; Nell, 2018; Pasinetti, 1962); other categories of income can be added; besides workers and firms we may wish to add other categories of agents, e.g., landlords and rents. And so on.


    Equally important, in contrast to much economic theorizing, nothing has been idealized. No agents are assumed to have superhuman powers, or supernatural foresight; no processes are assumed to work in unimaginably perfect ways; no adjustments are instantaneous.


    In the figure 1 it looks when diagrammed (we do ignore lumpiness and discontinuities).


    Figure 1
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    The diagram is based on an aggregate utilization function (higher employment means higher utilization of production facilities): here the Mass Production economy will be characterized by a straight line rising from the origin. Output, valued in real terms and equal to incomes (wages plus profits), is measured vertically, employment horizontally. As a first approximation consumption can be identified with wages and salaries, while investment can be taken as exogenous. As employment rises, the wage bill (including managerial salaries) will rise at a constant rate, namely the normal wage rate. The wage bill—assumed equal to consumption spending—is represented by a straight line rising to the right from the origin; its angle is the wage rate. Investment spending will be treated as exogenous in the short run, so will be marked off on the vertical axis. Aggregate demand will then be the line C + I, rising to the right from the I point on the vertical axis; its slope is the wage rate.


    The origin, here and in later diagrams, is the point at which labor cost absorbs all output, i.e. economic subsistence. That will be the point of zero employment, meaning we are only concerned with employment above that minimal level. Such employment, in such an economy, will depend only on effective demand; there is no marginal productivity adjustment6. That is, N* = [1/(a - w)]I0, where a > w. Output will increase with the amount of labor employed (capacity utilized); all and only wages will be spent on consumption, and all profits will be saved as retained earnings. Investment can be taken as exogenous as a first approximation7. (But defining an investment function will prove problematical, since investment is building capacity for the future—and the future is irredeemably uncertain (Nell and Errouaki, 2013). Expenditure is given by the C + I line. (This ignores G, government spending, for the moment; in fact, it is very important—in the modern world it will be much greater than in the earlier forms of the capitalist economy). But the output function will be a straight line rising from the origin with a slope equal to the average productivity of labor. Suppose investment is exceptionally high; then employment will be increased, and consumption will also be exceptionally high. Conversely, if investment is low, employment will be low, and thus so will consumption. Consumption adjusts in the same direction that investment moves8. When investment rises, consumption, output and employment also increase in a definite proportion9.


    Simple as this is, it provides us with a number of powerful insights. Admittedly, they are derived on the basis of very great abstraction, so they cannot be expected to prove literally true—but they may nevertheless give us genuine guidance in investigating the way the world works. For example:


    

      	Investment and profits are equal here; this suggests that we should expect to find them closely correlated in practice—as we do (Nell, 1998; Asimakopulos, 1992).



      	Investment determines profits here; investment is the driving force. We should expect to find something like this in reality—which many studies suggest we do (Lavoie, 1995).



      	The multiplier here will equal 1/(1 – w/a), where w is the real wage. That is, the multiplier will reflect the distribution of income, and will not be very large. Again, this seems plausible.



      	Employment is chiefly determined by the level of activity; it is not determined in the labor market (Nell & Errouaki, 2013; Ray Fair, 1984; Lavoie, 2004). J. S. Mill (1921) famously claimed that «demand for goods is not demand for labor»; the decision to employ labor requires choosing the capital/labor ratio. But in Mass Production systems that decision has already been made, on a large scale. The current question concerns degree of utilization.



      	Real wages and the level of employment and output are positively related. See figure 2. This can be seen by drawing in a steeper wage line, with the same level of investment. The C + I  line will then also be steeper; so, it will intersect the output line at a higher level of output and employment. In fact, most empirical studies of the post-war era do find real wages and employment to be positively related. This suggests a very different picture of the labor market, its working and its (in)stability (Blanchard & Fisher, 1989; Lavoie, 2004; Nell, 1998).



      	Household savings reduce output, employment and realized profits! (Obviously, qualifications are needed, and it must be remembered that this is a short-run analysis—but the long-run may never come! If the proposition that increased savings reduces output seems hard to accept, think about Japan in the 1990s—and even recently).



      	Unemployment is indicated by marking off the level of full employment on the horizontal axis. It clearly results from deficiency in demand. That is, either investment is too low or wages are too low; which implies that unemployment can be reduced by increasing either.



    


    Figure 2
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    2. The Monetary System


    As indicated, this simple model is easily extended to include money and interest, albeit in a very rudimentary form, only applicable to «currency issuers», i. e. strong economies with a good tax base (and a flexible exchange rate, MMT would argue). The rate of interest may be assumed to have some influence on both business and household spending. When interest is relatively high, businesses are likely to curtail or postpone investment projects, and households may cut back on consumer durables. Thus, when interest rises the investment line will shift down to a lower intercept, while the household’s consumption line will swing down, reducing its angle. Similarly, of course, when interest rates are relatively low, investment and household spending will be correspondingly higher.


    We can then construct a downward-sloping function (an analogue to the traditional IS) relating the rate of interest, i, to employment, N 10. If the rate of interest has some influence only on investment, a linear IS equation could be: N = [1 / (a - w)](I0 - bi). If b = 0, the IS curve is completely vertical. The IS will intersect a horizontal line (MPR for monetary policy rule), representing the level of the rate of interest as pegged by the Central Bank; this will determine the level of employment. The MPR equation is: i = i0. The LM curve of Hicks determines the quantity of money. A linear LM equation could be: M = π + Y – ni, where π is the level of prices. The LM curve passes through point a. See figure 3.


    This reflects Joan Robinson’s preferred approach. Referring to Keynes she says «[…] It would have been much simpler to start by assuming a constant rate of interest and a perfectly elastic supply of money [My italics]. But then his whole case would have been dismissed as a misunderstanding of the orthodox position. He was obliged to accept the presumptions of his critics in order to explode them from within» (1970, p. 507).


    The result is strikingly simple (see figure 3).


    Figure 3
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    This is often hailed as the basic post-Keynesian result: the interest rate, pegged exogenously, rules the roost! Except, of course, in reality it doesn’t—the relationships on which this derivation depends are much too unreliable. So…what are we to conclude? The early-Keynesians tended to think that monetary policy was weak—the interest elasticity of investment was low at best, and that of consumption unreliable, the quantity of money could not be reliably targeted—and couldn’t be controlled at all if interest was pegged. But that meant that countercyclical policy had to rest on taxation and spending, the most contentious areas of government activity. And, of course, the stimulus would come from the deficit—which conservatives argued, imposed a burden of debt on future generations!


    Look again at the diagram. There is no supply and demand for reserves here, so there can be no crowding out effects. The Government can create and cancel money at will11 (MMT carefully—but controversially—explains exactly how). Deficits certainly do not drive-up interest rates; indeed, they have no impact so long as the rates are pegged. Early-Keynesians, including Joan Robinson, did not express this clearly, largely because UK monetary policy at that time alternated between focusing on the interest rate and the money supply. And some were bamboozled by the fractional reserve model, which only applied when the interest rate was left to float. Robinson did, however, see that interest rates responded to many conflicting influences, so the various rates would not always move together, and intervention would be needed to keep markets orderly. But that undermined the fractional reserve approach, (which the textbooks continued to promote).


    In a nominal money system—where the money is acceptable because it is what taxes are paid in—the spending corresponding to deficits comes from money creation. That money will drive interbank interest rates down unless it is absorbed—sterilized—by bond issues. This was recognized, although stated for a world in which interest rates were often allowed to float, by Joan Robinson as early as 1937: «[…] The increase in the quantity of money, which takes place cumulatively as long as the deficit is running, will tend to produce a fall in the rate of interest and (unless confidence has been badly shaken) […] an increase in investment, induced by lower interest rates, will be superimposed upon the direct effects of the budget deficit […]» (Robinson, 1937, pp. 70-71).


    Today this would be put differently—the effect will be on the interbank or overnight rate, and the aggregate excess reserves will tend to drive that rate almost immediately to zero; until recently the reserves earned nothing, so anything above zero would be better. But was that the case in the period between the wars? Today securities can be marketed and reserves can be moved around almost instantaneously—and gold has been largely irrelevant since 1971. But earlier, reserves were a constraint and interest rates were allowed to float, as long as the movements were not excessive; so, something like a money multiplier may have operated, along with effects on interest rates12.


    She did not seem to see that the interest rate effect undermined the story about the money multiplier applied to reserves. She repeats the money multiplier, pp.58-9, in her account of the way the money supply is adjusted. At each step there is supposedly an excess of cash over that required; this excess will be spent on securities, increasing the cash of the next round—but also forcing interest rates down. But in modern conditions this situation will not be—cannot be—allowed to take place, especially when reserves can be moved instantly. To maintain a reliably positive and stable interest rate, the central bank will have to act, which means pegging the interest rate. The so-called money multiplier sequence cannot get beyond the first step. Robinson did not explicitly see the complications here, even though she did discuss how the bank set the interest rate through open market operations. She had many of the basic ideas now associated with MMT, although she did not draw out the implications.


    3. Taxation, Deficits and the Government Budget


    The Government spends and it also taxes, and this raises the question of what taxes are for. We all know that George Washington needed to pay his troops and that, because it could not raise taxes, the Continental Congress had to issue paper money, which depreciated rapidly. To effectively pay for Government spending, taxes needed to be collected, assembled and distributed to the appropriate agencies carrying out government projects. Taxes provided the funds—sometimes the actual coins—that the government spent or distributed.


    Summing up this, according to a longstanding and widespread view, «[…] Taxes are an essential part of a modern society: they pay for public services and for government. Proper debate about the nature and level of taxation is therefore crucial to the wellbeing of democracy itself» (Commission on Taxation & Citizenship, 2000).


    But in a modern, fully nominal money system, this is not true. Public services and government projects are paid for by money creation. This is a legacy of war finance: funding had to be arranged so that there would be no need to wait for tax collection to build tanks or bombers. Government can spend at once as soon as projects are authorized and appropriated; no need to see if money is on hand. Taxes, on the other hand, cancel money: paper bills submitted in payment of taxes are destroyed, and checks are credited to the Government account, which is not part of the money supply. Since taxes reduce the money supply, i.e. cancel money, they cannot pay for anything.


    The preceding quotation, therefore, would hold only in the past tense, referring to an economy with a metal-based convertible money, or operating as if it had such a currency. For today’s economy, it would have to read more like this: 


    Taxes are an essential part of a modern society; they are an important part of financing public services and government, in the sense that they cancel money created by government for its spending. Such cancellation is essential to managing the rate of interest. They also reduce the spending or wealth of those taxed, which can be essential in preventing inflation and in keeping resources available. Proper debate about the nature and level of taxation is therefore crucial to developing an optimal mix of methods for financing government.


    Instead of taxes falling on wages, suppose that taxes fall on profits (P), at a fixed rate, t. Profits are a withdrawal, so the tax does not reduce any form of expenditure; that is, since it falls on funds already taken out of circulation, it has no effect on spending. Aggregate expenditure will be C + I + G, which in turn will equal output (Y ): Y = C + I + G. Since C = wN, it turns outs that Y – wN = I + G. That is, P = I + G.


    The whole government expenditure, G, adds to pre-tax profits, which means that it increases employment and output. Output, Y, and the associated level of employment, N, will be those corresponding to a level of demand equal to C + I + G, (rather than C + I + G - tP). In this case, if the rate of interest has some influence on investment, a linear IS equation could be: N = [1/(a – w)](G + I0 – bi). An increase in G shifts the IS curve to the right and raises employment and output if the Central Bank does not change the rate of interest. See figure 4. The quantity of money increases. The tax on profits has no effect on employment and output.


    Figure 4
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    This simple framework can help overcome the inadequate conception of the role of Government so prevalent in macroeconomics. Let us consider welfare payments (g) to the unemployed (NF - N). Government spending may be considered to be largely welfare payments to the unemployed and autonomous government spending (G0). That is, 
G = G0 + g(NF - N ). When employment is minimal, welfare payments, g(NF - N ), will be maximal; at full employment they will drop to zero. Taxes may be levied at a fixed rate (t) on wages. That is, T = twN. We assume that g < w(1 - t ).


    Introducing such welfare payments creates an automatic stabilizer that changes the way the Mass Production economy adjusts; it raises consumption at every level short of full employment, while reducing its range of variation. At full employment (NF), transfers, g(NF - N ), will be zero; as employment falls, transfers rise, until at zero employment transfers reach their maximum level. The aggregate household income function will be the sum of wages plus transfers, and by assumption, this will equal household consumption, C = w(1 - t)N + g(NF - N ) . When investment and autonomous government spending are added, the result is aggregate demand, which intersects the utilization function (Y = aN) to determine employment and output. That is, aN = Y = C + I +G0 = w(1 - t)N + g(NF - N) + I + G0.


    In this case, if the rate of interest has some influence on investment, a linear IS equation could be: N = [1/(a – w(1 - t)+g)](G0 + gNF + I0 – bi). The multiplier is reduced by (g) and (t). An increase in welfare payments (g) shifts the IS curve to the right and raises employment and output if the Central Bank does not change the rate of interest. See figure 5. The quantity of money increases. An increase in tax on wages (t) has a negative effect on employment and output; an increase in t shifts now the IS curve to the left. Unemployment can be reduced or eliminated by increasing the welfare payments (g) to the unemployed or lowering the taxes (t) levied on wages.


    Figure 5
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    The budget itself can be illustrated in figure 6: tax revenues rise with N, and welfare spending falls with N. For given G0, t and g, whether the Government is in deficit or surplus will depend on employment and the real wage. The budget balances if G0 + g(NF - N ) = twN. The budget balances at full employment if G0 = twNF. If investment spending falls below the level required for full employment, tax revenues decline and welfare spending rises, providing a stimulus. If investment booms, taxes rise and spending falls, and the resulting surplus acts as a drag on the economy.


    Figure 6
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    Normally, then, N will not be at the point where T = G, nor is there any particular merit in that position. Much more important is NF, the level of full employment. The proper goal of short run policy should be to bring about N = NF, regardless of the relationship between T and G.


    In the earlier Craft economy, a partially stabilizing price mechanism ensured that investment and consumption tended to move inversely to one another. Nell and Forstater (2003) provided an automatic stabilizing adjustment. By contrast, in modern economies investment and consumption tend to move in the same direction, so that fluctuations are enhanced, rather than dampened. The system is volatile and will be even more so if investment responds to changes in output through an accelerator. But the Government budget automatically moves countercyclically; as unemployment rises in a slump, welfare spending rises and tax revenues fall, opening up a deficit and stimulating demand.


    The early-Keynesians saw many things clearly; they were very conscious of their differences with the mainstream. Their estimations of many particular relationships often proved sound; parts of the approach held up throughout. These were the reliable function —household consumption spending for different social groups on various categories of goods and services, certain categories of business spending, labor productivity in the different sectors, import propensities, multiplier relationships—all these generally came through ok. With some sensible adjustments these provided a sound foundation for developing simple models at a highly aggregative level.


    But monetary and financial relationships have not fared so well. Investment and interest rates proved troublesome, and the stock market elusive, but inflation was the killer. The big models tended to get it seriously wrong. For the models were built around the Phillips Curve, or the NAIRU, and so could not accommodate stagflation, meaning the simultaneous development of unemployment and inflation. (Even more destructive, it appeared at one point that as inflation increased, stagnation deepened and vice versa).


    4. Inflation


    This brings us to the problem areas. The failures of the large econometric models in the 1970s were in many ways as much a failure of theory as they were of econometric or statistical method. Yet this should not have been such a surprise. The Phillips Curve is not robust econometrically (Nancy Wulwick in 1987 has argued that the original version would not pass elementary econometric tests today). Nor does it have a clear grounding in theory. Many different versions have been estimated, and they are not generally compatible. The original version rested on the view that all inflation is demand-driven; lower unemployment reflects a spending boom that puts greater pressure on markets, so prices tend to be driven up. The cost of lower unemployment is higher prices. Early-Keynesian thinking considered this reasonable, even though the evidence was not very strong. Moreover, it was not clear that this established a relationship between changes in demand (unemployment) and inflation. The change in demand and employment might be permanent but the corresponding change in prices could be once-for-all, the consequence of adjusting to a higher level of capacity utilization. When will it be one way or the other—and why?


    But critics like Friedman and Phelps shifted from Keynesian thinking to pre-Keynesian, and argued that causality ran from inflation to unemployment, through the labor market, and further that the tradeoff was only valid for the short run. Instead of agreeing with Keynesians and early econometricians that lower unemployment reflects higher aggregate demand pressure, bringing about inflation after a point, (or that higher demand for labor supports claims for higher wages, pushing up prices) these critics contended that higher inflation (supposedly caused by increases in the money supply—you can push on strings after all!) leads to temporarily lower real wages, leading business to hire more labor. But money illusion is only temporary; labor will soon realize that real wages have been lowered and will demand higher money wages, perpetuating the inflation, but leading unemployment to rise once again to its natural level. So reducing unemployment markedly by policy is a mistake: it will lead to a permanent rise in inflation; but the unemployment rate would not remain permanently lower. It would rise again to a natural rate. In the same way, if it were too high, it would eventually fall to the natural rate. At this unemployment rate, however, there would be no tendency for the inflation rate to either increase or decrease. This rate of unemployment was christened the «NAIRU»—non-accelerating inflation rate of unemployment.


    From a post-Keynesian point of view this entire line of argument is defective; it has two flaws, each of them fatal. First, it assumes that changes in the money supply, controlled by the Fed, will move nominal aggregate demand more or less in the same proportion. But the Fed does not have that degree of control over money (Moore, 1988; Nell & Forstater, 2003; Nell & Bell, 2003; Wray, 2003; Goodhart, 1989); surprisingly Monetarists never examined exactly how the money supply was increased or manipulated. (MMT has pushed its way through a half open and largely unused doorway!). On top of this, money simply does not govern nominal demand. It’s a factor, no doubt, but expectations are more important. Even the money-income correlations are unreliable, and Monetarist causality has never been made clear, let alone decisive.


    Second, it is based on the neo-Classical picture of the labor market. Fieldwork should tell us that over most of a modern economy, marginal products—physical products—in the required sense cannot be identified; marginal costs in monetary terms are constant or falling; and employment is adjusted to sales or to inventories. The neo-Classical falling demand curve for labor simply does not exist. Conceptual analysis then says that the model of the economy must show employment being determined by the level of demand in the product market in conjunction with the output function. The neo-Classical labor market is conceptually defective.


    Instead of a Philips Curve or a NAIRU consider a wage-price spiral, (Nell, 1988; Nell, 1998) an idea developed in the post-Keynesian literature, but even present in the playbooks of the early-Keynesians13. There are two relationships here, (Flaschel et al., 2008). The first shows the ability of workers, unions and households to push up wages in response to a rise in the cost of living. If the cost of living goes up by x% in period 0 the wage will be driven up by αx% in period 1, where a > 0.


    (dW / W)t = α(dπ / π)t - 1


    where W is the money wage and π is the level of prices.


    The second shows the response of business to a rise in labor costs. If wages rise by x% in period 0, then business will impose a price increase of βx% in period 0.


    (dπ / π)t = β(dW / W )t


    So


    (dπ / π)t = αβ(dπ / π)t - 1


    (Example, α = 2 / 3, β = 3 / 2. Steady inflation, but every period the real wage falls)


    When αβ = 1 steady inflation, αβ < 1, inflation converges, αβ > 1 inflation is explosive. Each of these relationships is solidly grounded in institutional practice. Businesses have to defend their profits, and households their standard of living; in each case an uncompensated rise in costs will create difficulties in meeting obligations. Each therefore will seek to pass along the rise in costs. But their potential success in doing so, indicated by coefficients ‘a’ and ‘b’, cannot be assumed a priori, but must be examined case by case.


    The effects of this can be seen by starting from the accounting identity where total profits (P) are equal to the rate of profit (r) times the capital stock (K):


    Y = (W / π)N + rK


    which when differentiated, assuming dY = dN = dK = 0, gives us


    dr = (wN / K)[dπ / π - dW / W ]


    The rate of profit (r) increases or decreases according to whether price inflation is greater or less than money wage inflation. The impact of inflation is on distribution, as in Kaldor’s approach, and can therefore be expected to generate feedback effects on aggregate demand.


    Notice that we are here modeling both money wages and prices on the basis of normal costs, costs of living for households, and costs of producing for firms. Each is assumed to try to pass along any increases in such costs. The equations shown are the simplest way to model the basic idea; the equations we would use to estimate would contain additional terms for technological change, for feedback effects from changes in distribution and from changes in inflationary expectations (Rose effects and Mundell effects). But the two equations could also be written on the basis of demand pressures. The wage equation would show the money wage rising with demand pressures as these caused deviations from the normal level of unemployment (NAIRU), and the price equation would show prices rising with the deviation from the normal level of capacity utilization (Flaschel et al., 2008).


    But the contention here is that the wage-price spiral is largely cost-driven; the chief effect of demand on inflation comes through driving up the demand sensitive prices of primary products, which then become cost increases for manufacturing. Another and very important generator of cost increases, especially for poorer and weaker economies, is the exchange rate. When exchange rates are flexible, weaker economies are likely to suffer shocks, often unexpected, that drive up import costs, generating wage-price spirals14. When these cost shocks do not happen even very strong demand pressures normally do not generate much inflation, vide the late 1990s in the US.


    By contrast, the Monetarist story rests on an assumed demand for labor curve, derived from an assumed production function with diminishing marginal products, for which there is little evidence—and which is inconsistent with widespread constant or falling costs, for which there is lots of evidence. Neither the production function nor diminishing marginal products appear to have any grounding in contracts, and both appear to be inconsistent with Mass Production technology. The supposed reaction of business to inflation, hiring more workers, rests on this labor demand curve, and the long-term real wage is given by the marginal product at the natural rate of unemployment. In these models the decisions to hire labor, offer labor, or produce output are typically made on the basis of assumed mistakes by one or another party; cf. Friedman and Phelps, above. Mistakes? Don’t people learn? Can this be serious?


    Let’s consider the explanatory benefits of the approach suggested here, bearing in mind that it is a stripped-down version and the equations to be estimated in any actual study would contain a number of additional terms:


    

      	First, a wage-price spiral model can accommodate stagflation easily. When price inflation is greater than wage inflation, the real wage falls from period to period; this reduces consumption spending, and aggregate demand falls, so unemployment rises. But, if anything, this would weaken the ability of labor and households to pass on the cost of living; this would make the stagnation worse. But while it might weaken wage inflation, it would not necessarily have any effect on price inflation. Hence, we would have stagflation.



      	Second, this approach can generate an explanation for the apparent success of the Phillips Curve. Consider a case of inflation triggered by an external shock, say an increase in oil price. But in this case unions are strong and firms relatively weak in their ability to pass on cost increases. So, wage inflation will be greater than price inflation, and this will lead the real wage to rise, stimulating consumption, with the result that aggregate demand increases; so unemployment will fall as inflation progresses. Inflationary expectations will develop, which will also encourage demand. The faster the inflation, the stronger the demand stimulus, so inflation not only leads to a rise in employment, accelerating inflation leads to faster increases in employment. In short, we have an inverse relation between unemployment and inflation. This looks like a Phillips Curve, but it is not one.



    


    Both of these depend on there being a broadly positive relation between real wages and employment, running through the effect of real wages on consumption spending, and impacting aggregate demand through multiplier re-spending. By contrast, mainstream theory operates with a labor market based on supply and demand curves, according to the demand curve real wages are inversely related to employment and output, while the supply curve rises. This is not consistent with the evidence.


    In short this suggests that inflation is not primarily a monetary matter; rather it is a question of the relative abilities of labor and business to influence the development of money wages and prices respectively. Market power, in short. But this means that the presence of inflation is not a reliable guide to the pressure of excess demand, as suggested by MMT, for example. Inflation has real causes, and they may be more serious than the monetary ones.


    5. An Unstable Labor Market


    Now looking at modern conditions in the labor market, we find that money wages tend systematically to be driven in the wrong direction. The labor demand function—or employment function—is derived by plotting the real wage (w) and employment (N), against each other. As shown above, total employment is given by


    N = I0 / (a - w)


    We already saw in figure 5 that an increase in the real wage would lead to an increase in output and employment, as the workers spent their additional wages on consumer goods. In figure 7, we plot this same equation, the curve labor demand, with the real wage (w) on the vertical axis and employment (N) in the horizontal axis. That is, 


    w = a – I0 / N


    We take the partial derivative with respect to N:


    δω / δΝ = I0 / N 2 > 0 


    and


    δ2 ω / δ2 N = -2I0 / N 3 < 0


    Assuming profits to be retained and saved, and wage income spent, ignoring both household saving and household spending financed by credit, the curve labor demand in figure 7 will show the employment generated by consumption spending at each level of the real wage. The intercept on the horizontal axis shows the employment generated by investment spending; then the curve rises at a falling rate from left to right, approaching the line a asymptotically, where a is output per worker15 (Lavoie, 1992, 2009; Nell, 1988, 1991; Rowthorn, 1982).


    This curve can be combined with either of two hypotheses about labor supply. Households may be supposed to defend a certain target level of consumption. If the real wage falls the household will then have to offer more labor. In the extreme case this may take the form of a rectangular hyperbola. Alternatively, there is the more conventional view that higher wages will call forth greater labor force participation.


    Figure 7. Mass Production Labor Market: Lifestyle Defense


    

      [image: ]

    


    In figure 7, it is clear that if the real wage is too high, labor demand will exceed labor supply, and there will be a tendency to bid money wages up. (If labor is in short supply, so that goods are not being produced, there will also be pressure on prices and inflation will result). If the real wage is too low, labor supply will exceed labor demand, and the labor market will be slack, putting downward pressure on money wages. But in the modern economy money wages are likely to be sticky, so may not drift down. Nevertheless, there will be no tendency for the market to make a correction. The same clearly holds in figure 8, with a conventional labor force participation function16.


    Figure 8. Mass Production Labor Market: Rising Participation


    

      [image: ]

    


    The shift from a Craft Economy to Mass Production (Nell, 1998), then, besides vastly increasing productivity and raising normal growth rates, has also brought us from a system with automatic self-correcting features to one in which volatility is self-augmenting, in both product and labor markets17. By contrast, the pre-World War I economies had a built-in system of self-regulation—although admittedly it didn’t always work very well. Post-World War II advanced economies have been regulated by Governments.


    The problem is that Mass Production labor markets seem to tend to generate inflationary pressures, independently of monetary matters. To control inflation Governments in the advanced economies have typically resorted to squeezing credit and slowing down the economy, i.e. creating unemployment. Automatic stabilizers would tend to undermine this kind of effort to control inflationary pressures, which is not reliable anyway. Consequently, such stabilizers have been neglected or even dismantled. By contrast, the argument here strongly supports them and opposes austerity. Taxes should be designed to provide counter incentives to inflation, along the lines considered by the Carter Administration. But that’s another story.


    6. Conclusions


    However, this model has some serious shortcomings, starting with the fact that it rests on a single basic rate of interest, and a single concept of risk, adding varying levels of risk to the basic interest rate to get the panorama of rates. Real money cannot figure in this, output and employment are too volatile, but credit money establishes a separate money market, undercutting the idea of a single interest rate. Most importantly, the approach only allows for a weak, almost non-existent, connection between the real and the financial sectors, working through the effects of ‘the’ rate of interest on investment. No connection is established between the current real rate of return on capital and the rate of interest—we could go on. But let’s take up the main point here: the approach so far in theory and model-building has not kept pace with the actual development of the financial sector. Let’s look at financial-real interaction.
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