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1
Jan Kregel’s Economics
Dimitri B. Papadimitriou

I first met Jan Kregel in the early 1980s at the annual summer Trieste
International School that he had organized along with Pierangelo
Garegnani and Sergio Parrinello on various topics of Post-Keynesian
Economics. I had read his work, which was included in most PhD syllabi
classes at The New School. My next encounter with Kregel was through
Hyman P. Minsky at the Levy Economics Institute in New York when he
became a frequent speaker, panelist and discussant at conferences, workshops and other institute events. He would regularly contribute his writings to the institute’s publications; the first one was on ‘Globalization,
Capital Flows and International Regulation.’
Jan Allen Kregel was born in Dallas, Texas in 1944. He is currently
senior scholar directing the monetary policy and financial structure
research program of the Levy Economics Institute and the director of
Bard College’s Master degree in Economic Theory and Policy. In addition, he holds the appointment of professor of development finance
at Tallinn University of Technology in Estonia. He holds a BA degree
from Beloit College in Wisconsin and received his PhD from Rutgers
University (Paul Davidson was the chairman of his dissertation
committee); he also studied under the tutelage of Joan Robinson and
Nicholas Kaldor at the University of Cambridge. He has held professorial appointments in Europe at the University of Bristol, Université
Catholique de Louvain, University of Southampton, Rijksuniversiteit
Groningen, Universität Bremen, Università di Firenze, Università degli
Studi di Roma-La Sapienza, Università di Pavia, Université d’Orléans,
Université de Nice, Johns Hopkins University School of Advanced
International Studies-Bologna Center, Università di Bologna; in the US
at Livingston College at Rutgers University, The New School for Social
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Research, University of Tennessee, University of Missouri-Kansas City;
and in Mexico at Universidad Nacional Autónoma de Mexico.
Furthermore, for some years, Kregel was a high-level expert in international finance at United Nations Conference on Trade and Development
(UNCTAD), directed the Policy Analysis and Development Branch of the
UN Financing for Development Office and was deputy secretary of the
UN Committee of Experts on International Cooperation in Tax Matters.
In 2009, he served as Rapporteur of the President of the UN Assembly’s
Commission on Reform of the International Financial System.
In 2011, Kregel was elected to the Accademia Nazionale dei Lincei,
also known as the Lincean Academy, the oldest honorific scientific
organization in the world. Founded in 1603, the academy counts Galileo
Galilei among its original members. It has remained an elite organization of only 540 members, with only 180 of those from outside Italy.
Although the academy covers all scientific and literary fields, Kregel is a
member of the division for moral, historical and philological sciences,
specifically, the social and political sciences. Robert Solow, Amartya Sen
and the late Paul Samuelson are among the other American economists
who have been elected foreign members of the academy. He is a life
fellow of the Royal Economic Society (UK) and an elected member of
the Società Italiana degli Economisti. In 2010, he was awarded the prestigious Veblen-Commons Award by the Association for Evolutionary
Economics for his many contributions to the economics field.
Just as Kregel’s faculty appointments have been geographically diverse
and the content wide ranging, so have his intellectual endeavors. His
voluminous contributions – more than 200 articles in edited volumes
and scholarly journals (the Economic Journal, American Economic Review,
Journal of Economic Literature and the Journal of Post Keynesian Economics
among them) and a roster of highly acclaimed books – show his deep
understanding of the economics of Keynes. He was strongly influenced
by the teachings and writings of Davidson and Sidney Weintraub in
the US while his move to the UK exposed him to the Anglo-Italians –
Robinson, Kaldor, Sraffa and Pasinetti, who became the impetus for
his concentration on ‘synthesis, integration and delineation of a PostKeynesian methodology and paradigm’ (Wray 2013). Interested in the
controversies surrounding capital and distribution theories and their
implications for models of long-run economic growth, he argued that
a theory of distribution is necessary for a proper theoretical analysis
of growth; and, by extension, a proper growth theory aimed at determining the rate of profit, in its turn, will determine a distribution theory
consistent with a capital theory, thus closing the theoretical circle. In
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his attempt to delineate theoretical cohesiveness, Kregel suggested some
generalized formulations to deal with the controversies by examining
and contrasting models that represented the classical, neoclassical and
Keynesian traditions. The examination included the von Neumann
and Sraffa models compared with Samuelson’s ‘Surrogate Production
Function’ that in its attempt to rescue the neoclassical model from
Sraffa’s Critique of the ‘impossibility of determining the rate of profit
by the marginal net product of capital’ (Kregel 1971, p. 39) ‘utilised a
malleable capital input [assuming] a smooth substitution in the production function between capital and labour’, thus arguing that the same
results can be obtained using either the Sraffa system or the neoclassical marginal productivity approach (Kregel 1971, p. 40). To show
how a consistent theoretical framework can be developed, Kregel
compared a representative group of marginal theory-based neoclassical
models (Meade, Tobin, Solow and Samuelson-Modigliani) with models
belonging in the Keynesian-Kaleckian tradition (exemplified by those
bearing the signature of Harrod, Kaldor, Pasinetti and Joan Robinson),
whose method and overall approach in determining the rate of profit
and distribution was grounded on the assumption that investment decisions were independent of savings decisions.
This line of research inquiry continued in which Kregel focused
on the reconstruction of political economy drawing again from the
work of Keynes, Kalecki and the classical economists in an attempt to
develop a coherent framework for economic analysis. In so doing, he
established the foundations of what has come to be known as the PostKeynesian theory presenting it primarily ‘as a positive approach to
economic analysis, showing along the way some similarities with what
the classical economists called Political Economy’ but paying limited
attention to criticizing the neoclassical theory (Kregel 1973, p. 205).
A seminal and very influential article written subsequently together
with another Post-Keynesian theorist, the late Alfred S. Eichner (1975),
clarified the general theory of the new paradigm including its critique
of neoclassical theory, especially for its reliance on the aggregate
production function and general equilibrium approach. This article
proclaimed the paradigm of Post-Keynesian Economics. The theories
of profit and distribution that were debated in Cambridge, UK in the
1960s and 1970s led Kregel to examine the possibilities of whether
Keynes’ method could integrate his theory of monetary production
with the Cambridge theories of value and distribution (Kregel 1971,
1976c, 1978, 1980a), growth theory (1972, 1980b) and the capital
debates (1976a).
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Even though his books on growth (1972) and capital (1976a) were
not ‘Modern Treatises’ that would settle the controversies once and for
all, they dealt extensively with the controversial issues between the two
Cambridge (US and the UK) approaches surrounding these topics. While
growth and capital have many similar aspects, Kregel’s books avoided
duplication and were complementary. Drawing from the work of Sraffa
and Robinson, he showed the serious shortcomings of the neoclassical production function, and the crucial distinction that a quantity
measure of capital could not be defined independently of the rate of
profit (or price of capital) unlike the orthodox theory approach based
on the two being independent of each other. Kregel’s many writings on
Post-Keynesianism have established him as is one of the leading economists in this area, and his theoretical and policy work have inspired and
guided many Post-Keynesian scholars.
As Wray points out in Chapter 4, Kregel shifted his attention from the
Cambridge debates to issues of effective demand (1983a, 1984–85, 1987).
He became interested in Keynesian methodology, contrasting Keynes’
method with that of the so-called bastard Keynesians (a la Robinson) and
contending that when modeling expectations form under uncertainty,
Keynes’ methodology relied on changing states of equilibrium (1976b,
1977, 1980c, 1982, 1983b). In a number of papers, he concentrated on
asset price formation and Keynes’ analysis of ‘the essential properties of
interest and money’ (Chapter 17 of The General Theory, 1988a, 1988b,
1992c) showing that ‘Keynes multiplier theory and own interest rate
analysis were equivalent expressions of his theory of effective demand’
(Wray 2013, p. 355). Reading this later work, one can see the connection to his earlier work; it demonstrates the compatibility of Sraffa’s
commodity rates of interest that in equilibrium produce Sraffa prices,
and Keynes’ theory of money prices based on own rates of interest that,
too, in equilibrium equal the money rate of interest in concert with the
liquidity preference (1983a, pp. 60–61). He became intolerant of nonneoclassical writings that disregarded Keynes’ ideas regarding formation
of expectations, criticizing equally the Cambridge and French circuitist
approaches that interpreted Keynes’ analysis as ‘long run’ (1985, 1986).
Other research has focused on investigating the implicit use of derivatives (forward, futures, options) prices in Keynes’ analysis of production
decisions. This has led Kregel to further investigate the relation between
the pricing and use of financial derivatives and macroeconomic performance and, particularly, determining the relation, if it exists, between user
costs and options prices in the specification of investment decisions and
supply resources. He achieved this through a historical examination
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of the development and evolution of financial market institutions
and behavior, as well as by exploring the linkages between the diverse
versions of neoclassical price theory and particular equity market microstructures. Kregel identified clear linkages between different theories
and institutional structures of financial markets and provided an explanation of the evolution of market forms and pricing that are dependent
on the effects of technology, trading rules and government constraints.
Examples of this abound, one of which was the case with the increasingly unwieldy and costly call options market, because of its size and
complexity, which was ultimately transformed into a dealer market
(1988c, 1992a, 1995).
Kregel, then, turned his research to various aspects of economic policy,
institutional structure – mainly international financial institutions –
and the international monetary system. This new focus culminated in a
number of new papers focusing not only on the US and Europe (1994a,
1994b, 1994–45) but also the Eastern European economies in transition,
strongly criticizing the mainstream ‘market shock’ doctrine (Kregel,
Matzner and Grabher 1992). As many of the Post-Keynesian writers,
Kregel is critical of restrictive monetary policy and the mainstream
belief that budget deficits must be controlled with high interest rates.
He has questioned the notion of fiscal responsibility that is equivalent
to restrictive fiscal and monetary policy, which, if allowed to continue,
generates financial market instability (2010a).
While continuing to publish papers on various aspects of Keynesian
monetary theory and policy (1998a, 2004a, 2009a, 2010b, 2013a), Kregel
developed an interest in issues of economic development at almost the
same time he joined the UN. In a number of papers, he explored issues
relating to obstacles in instituting and implementing options for development policy and strategy (2004b), the difficulties and challenges
in creating a stable international environment and financial system
fostering resource transfers to developing economies (1996a, 2004c),
capital transfers that ensure financing development (1994c) and employment strategies toward mobilization of the usually plentiful unemployed labor in developing countries (2009b). Writing on development
economics, various aspects of trade theory and policy become inescapable. Kregel has written a significant number of papers on trade policy
and globalization issues (2008a, 2008b, 2009c) and co-edited two books
on the economic contributions of one of the most prominent trade and
development economists of our time, Ragnar Nurkse (2009a, b). The UN
assignment created yet another fertile ground for Kregel to carry out
research and write on issues affecting economic and financial stability
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in the emerging markets of Latin America and elsewhere, drawing from
Minsky’s ‘financial instability hypothesis’ and the lessons of the Asian,
Brazilian and Mexican financial crises (1998b, 1998c, 2000, 2009d).
Kregel’s razor-sharp mind and critical pen did not spare the European
Union economies and, more specifically, the incomplete construction of
the Economic and Monetary Union. In a series of papers (1996b, 1999a,
1999b), he foresaw the sovereign debt crisis coming, not only because
of the flaws of the Maastricht Treaty, based on unrealistic and irrelevant
supply-side assumptions of countries’ convergence on which the Euro
project was structured, but also due to the absence of a banking union to
ensure that deposits could not fly from the banks of the weakest economies to the banks of the strongest Eurozone member states. What he
foresaw has come to pass (2011, 2012).
After retiring from the UN, his association with the Levy Institute was
changed and he became senior scholar and director of the monetary
policy and financial structure research program to continue and expand
the program initiated and run by Minsky until his untimely death. It
was particularly fitting for Kregel to continue Minsky’s research as the
most knowledgeable follower of his work. Kregel’s own work embraced
and extended the Minskyan canon as demonstrated in many of his
published articles (1992b, 1997, 2000). Shortly thereafter, the US and
the global financial system began to unravel and everyone came to
Minsky searching for answers (Kregel 2010c). Kregel’s main research and
writing at the Levy Institute has been both theory and policy specific,
ranging from financial regulation and supervision, the role of the Federal
Reserve, the short comings of ineffective legislative initiatives (such as
the Dodd-Frank Reform Act in the US and others in Europe and elsewhere), public deficits and debt, the continuing crisis in the Eurozone
and the emerging markets, particularly in Latin America, and critiquing
the responses from the European Commission and the European Central
Bank (ECB). Furthermore, articles on the enduring problem of high
unemployment in Europe, the US and elsewhere promoted the macro
and microeconomic benefits of Minsky’s Employer of Last Resort policy
as a development and a stabilization program. He secured a very significant and multi-year financial grant from the Ford Foundation to undertake a Minskyan project to provide insights to crucial questions such as:
How to re-regulate markets and financial institutions that would ensure
financial system stability? How can shadow banking be controlled?
How can the safety and soundness of the payments system be secured?
Under what conditions can the ‘too-big-to-fail’ doctrine end? How
can systemic risk be eliminated or dramatically reduced? What is the
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proper financial structure that will promote the capital development of
the economy? Will the Dodd-Frank Reform Act, once it is put in place,
prevent a financial collapse from happening again? Finally, in a globally
interconnected world, how do attempts to reform the financial system
in Europe and the rest of the world ensure financial stability? While the
work is continuing, a number of reports (Levy Institute 2011, 2012) and
a plethora of articles have been produced and published (see especially
Kregel 2008c, 2010d, 2010e, 2013b).
This introductory chapter does not provide an adequate summary of
those that follow but, in a few sentences, attempts to demonstrate how
each chapter contributes to and extends Kregel’s ideas. The reader will
need to delve into the details of each contribution to discover its individual message. Part I of the book concentrates on issues of economic
theory and relating to Kregel’s contributions to it. It opens with Mathew
Forstater’s Chapter 2, which mostly details Kregel’s early contribution
to economics by confronting ‘head on the cutting edge problems in
the discipline’ and attempting to produce a coherent heterodox alternative (Post-Keynesian paradigm) to mainstream economics in a way as
a ‘reconstruction of political economy and generalization of [Keynes’]
General Theory’. Forstater focuses on Sraffa’s contributions on value and
distribution recognized as the revival of Classical Political Economy –
important to Kregel’s writings as mentioned earlier – and Adolph Lowe
whose concentration on growth and technical change independently
made similar arguments with Sraffa. As Forstater contends, both shared
some common and complementary views, and of great significance are
their independent rediscoveries of the circular nature of production in
the classical approach. Alessandro Roncaglia and Mario Tonveronachi, in
the next chapter, follow Forstater’s presentation of Sraffa’s contributions
in that they seek to develop an internally consistent Keynesian-Sraffian
framework of analysis. Their approach is, to some extent, in concert
with that developed in Kregel’s writings drawn from Sraffa and Keynes.
Methodologically, they suggest that there may be value in relying on
‘pieces of analysis’ for different issues without requiring universality in a
single unifying general model, but instead seeking ‘conceptual compatibility’. They illustrate what they mean by suggesting that neither an
attempt to subordinate Keynes to the classical (Sraffian) analysis of value
and distribution within the context of long-run period nor preserving
Keynes’ reliance on Marshall’s frame of short-period analysis is a good
research strategy. A better research strategy, instead, may be one that
relies on making use of separate analytical building blocks to deal with
different issues within an internally consistent framework. In his chapter,
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L. Randall Wray examines Kregel’s contributions that help us understand
Keynes’ treatment of money in his General Theory. While most economists adopted what is written in The General Theory’s Chapters 13 (The
General Theory of the Rate of Interest) and 15 (The Psychological and
Business Incentives to Liquidity), which is based on Marshall’s supply
and demand concepts, Kregel emphasized the crucial importance of
Chapter 17’s own rate analysis (Kregel 1988a). The own rate approach
came out of analyses of commodities prices and exchange rates in
Keynes’ earlier work A Treatise on Money. It was also determined by Sraffa
and is not subject to the Cambridge critiques of price determination by
the forces of supply and demand. Wray offers an analysis of the three
Cambridge revolutions in theory (imperfect competition, capital and
Keynesian) and demonstrates the relation of those to Keynes’ approach
to money. Furthermore, he shows that Keynes offers a coherent endogenous money approach with a fundamental role for liquidity preference.
Eric Tymoigne’s chapter further explores the role of money by analyzing
various monetary systems based on their financial characteristics. As
Minsky long ago pointed out, anyone can issue money, but the important issue is how to have it accepted. As Tymoigne suggests, the fact that
something is a legal tender, circulates at a fixed price or is a medium of
exchange provides only a preliminary assessment that it is a monetary
instrument. Using this framework of analysis can provide some insights
into past monetary systems and monetary mechanisms as well as what
influences the fair market value of monetary instruments and how these
can circulate at par value. Differences are also drawn between changes
in the value of money as a unit of account and changes in the fair value
of monetary instruments.
Part II of the book considers the important issue of employment
policy and opens with Pavlina R. Tcherneva’s contribution in Chapter 6.
Full employment over the long run is an important issue in Kregel’s
study and writings (1985, 1999a, 2008d) and Tcherneva’s contribution
explores the sort of economic structure that can achieve it without
inflation. Using a Post-Keynesian markup model, she examines the
effects of different fiscal policies on price stability and income distribution. She considers the government playing several distinct roles
such as income provider, employer and buyer of goods and services.
Modeling Minsky’s Employer of Last Resort (ELR) policy – government
functioning as employer – she derives a price equation for a full employment economy, in effect creating a ‘price rule’ (the basis for the ELR
wage rule) for government spending that ensures the ELR policy does
not contribute to inflation. Jayati Ghosh’s contribution, in Chapter 7,
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considers the effects of an employment guarantee program as a development strategy (Kregel 2009b) in India. Her analysis centers on the
effects of the Mahatma Gandhi National Rural Employment Guarantee
Act (MGNREGA) on raising employment levels and wages, increasing
demand and improving agricultural productivity. Despite the program’s
partial implementation, she reports that it has had positive impacts
such as increasing rural wages, reducing gender wage gaps, smoothing
consumption of the poor, acting as a built-in stabilizer during crisis,
enabling better access to nutrition and other essential consumption,
reducing extreme distress migration and enabling more household
expenditure on health and education. Furthermore, in some areas it has
improved rural connectivity and created more sustainable forms of irrigation and production. However, Gosh also raises concerns about the
program’s functioning and the level of government commitment to it.
Part III of the book concentrates on various issues of economic development, an area in which Kregel has contributed a lot. The opening
chapter, by Leonardo Burlamaqui and Rainer Kattel, attempts to bridge
the Schumpeterian with and the Minsky–Kregel financial Keynesianism
approach to better understand economic development paths. In doing so,
the authors argue that empirical evidence shows that divergence among
nations, rather than convergence, is the more appropriate conceptualization of development. Moreover, they suggest that the development
theory needs a framework of analysis to conceptualize continuous,
structural, cumulative change and Schumpeterian ‘creative destruction’
different than the conventional perspective of convergence and catch-up
of economic development. The alternative framework can be found in the
concept of leapfrogging through innovation. Finally, financial stability
must be ensured via robust organization of financial regulation and supervision as Minsky and Kregel have argued. In the next chapter, Luiz Carlos
Bresser-Pereira argues in favor of assessing economic development using
‘developmental macroeconomic models’. He discusses, extensively, the
importance of Keynesian aggregate demand, but that empirical evidence
shows that in developing countries aggregate demand does not always
motivate sufficient investment to achieve full employment. History
reveals that it will be necessary for developing economies to consider the
effects of cyclical and chronic overvaluation of the exchange rate and
establish consistent policies in managing capital flows through capital
controls. In the chapter that follows, C.P. Chandrasekhar is concerned
with sources of financing development in an era of financial liberalization. Development finance before the era of market liberalization was
dependent on specialized development banking institutions, that is,
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Brazil and China, but with financial liberalization this form of financing
has been substituted by financing obtained in equity and bond markets,
that is, India and many other developing countries. Chandrasekhar
examines, in considerable detail, the differences of these financing
strategies by assessing how development finance institutions have been
strengthened and protected in contrast to the market obtained finance
and draws significant implications in their respective paths of development. Mexico’s economic development from the ‘economic miracle’
period to periods of stagnation is documented and analyzed by Julio
Lopez Gallardo in Chapter 11. His analysis echoes a number of Kregel’s
ideas on the obstacles of development and the varying adjustment policies to ensure the continuation of economic prosperity. The examination
and evaluation of the roller coaster performance of Argentina’s economy,
from late 2001 to date, is the topic of Chapter 12. Mario Damill, Roberto
Frenkel and Martin Rapetti assess the government of Argentina’s policy
that delivered a rapid recovery after currency devaluation in 2002, from
the deep economic contraction and a severe financial crisis that led
to a large default of public debt a year earlier. Despite the strong and
sustained economic growth that ensued and lasted for almost a decade,
a very favorable external context, Argentina’s economy faced a lack of
foreign exchange reserves that precipitated a currency crisis early this
year (2014) and threw the economy into a perilous state. In the authors’
assessment, the reasons for this cycle of success and failure lays in
macropolicy switching from a stable and competitive real exchange rate
to one of populist orientation.
Financial instability and crises are the subject matter of Part IV.
Chapter 13 opens by exploring global governance and its relation to financial stability. Stephany Griffith-Jones and José Antonio Ocampo attribute
the boom and bust patterns of financial markets to both financial liberalization and inadequate prudential regulation and supervision (Kregel
1998d, Ocampo, Kregel and Griffith-Jones 2007). Despite the multiple
and costly crises that this has caused, including the severe 2007–09 North
Atlantic crisis, only some uneven changes in the international financial
architecture have been adopted. To be sure, the authors note that some
progress has been achieved on the domestic front in prudential regulation and supervision in the developed and emerging economies that
also include some small design changes in the International Monetary
Fund’s (IMF) emergency facilities. However, there continues to exist inadequate regulation of cross-border capital flows and IMF conditionality
that is still dependent on an old and inappropriate mechanism used in
dealing with international debt workout problems. In the next chapter,
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Jomo Kwame Sundaram echoes the inadequacy of international financial governance reforms subsequent to the 1997–98 East Asian crisis. He
argues that contradictory lessons have been learned from the East Asian
crisis experience, and these are very likely due to ideological and political differences that have prevented the implementation of far-reaching
reforms. Moreover, he contends that obstacles for reform are supported
by conventional economic wisdom, the media and the existing international monetary and financial governance arrangements. An altogether
different approach to ensuring stability is put forward by Erik S. Reinert
in Chapter 15. In his chapter, a comparison is drawn on the actions of
two central bankers when faced with a financial crisis: Marriner Eccles,
who was the Federal Reserve Chairman from 1934–48, and Mario Draghi,
the current president of the European Central Bank. While Eccles was
a facilitator of the US recovery from the Great Depression, Draghi, in
preventing inflation, has allowed the welfare-reducing austerity to take
hold with catastrophic results in the Southern Eurozone member countries. Reinert attributes the countermovements, or lack of them, to the
differences in theoretical Zeitgeist – domination of esoteric knowledge –
together with personal goals that impede the implementation of a countermovement to a financial crisis.
The focus of Part V is on financial regulation and supervision. The
single contribution, Chapter 16, explores the adequacy of the proposed
revisions of the Basel III Accord on the capital requirements of banks.
Fernando J. Cardim de Carvalho questions the assumed success of the
revised Basel III. Drawing from the work of Minsky (1982) and Kregel
(1998d), he argues that the revisions in Basel III relating to leverage
and liquidity would do little to prevent another financial crisis from
happening again. A financial innovation-guided banking sector would
discover new ways to self-calculate the risk-weighted exposure despite
the assumed tightening in the Basel III Accord.
The essays that form the chapters of this volume were especially
commissioned to celebrate Kregel’s contributions to economic theory
and policy analysis on the occasion of his 70th birthday and were written
by scholars from many parts of the world who were associated with
Kregel or who have been influenced by his economic research. These
essays will be delivered in a conference to be held in October 2014 at the
Levy Economics Institute, Kregel’s intellectual home.
Very few economists have published as extensively as Kregel has. He
has, as detailed above, written on macroeconomic theory and policy,
methodology, growth and capital theory, unemployment, development
and trade, uncertainty, formulation of risk, the role of the state, finance,
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the financial structure and instability, central banking, macro-prudential
supervision, globalization, the Economic and Monetary Union (EMU)
and the European sovereign debt crisis. His contributions to any one of
these areas would manifest a truly distinguished career; the collection is
absolutely remarkable. He taught many generations of students, influenced the professional careers of many economists and has contributed
immensely to the Levy Institute’s research activities and reputation. I
thank Jan Kregel, who has professionally done so much for economics,
the Levy Institute and me.
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Part I
Economic Theory

2
The Reconstruction of Political
Economy: Alternative, Parallel
Paths to Rediscovering the
Distinctively Classical Surplus
Approach
Mathew Forstater

2.1

Introduction

Jan Kregel has been an important contributor and participant in virtually every major debate and discussion concerning economic theory and
policy in the last forty years. Known around the world for his razor-sharp
analytical acumen, encyclopedic knowledge of economic history and the
history of economic doctrine, non-dogmatic approach to the most difficult questions in political economy and creative synthesis of theoretical
and institutional analysis, Kregel has successfully tackled issues ranging
from capital theory and the uncertainty of investor expectations to value
theory and monetary policy; from the special challenges of developing
and transitional economies to the analysis of the stock market and financial fragility; and from the complex philosophical problems of method to
the pragmatic difficulties regarding economic policy.
First a student and later a respected colleague of such 20th century
luminaries as Joan Robinson and Nicholas Kaldor in Cambridge, England
and Paul Davidson, Alfred Eichner and Hyman P. Minsky in the United
States, it is no exaggeration to say that Kregel is one of – if not the –
leading figure in the area of international and financial economics and
political economy in the world today. As Geoff Harcourt remarked to
me in 2006 at the conference at the University of Missouri, Kansas City
celebrating the 70th anniversary of the publication of The General Theory
19
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of Employment, Interest, and Money by John Maynard Keynes, ‘Jan Kregel
is the greatest living general economist’.
As a young graduate student, Kregel confronted head on the cutting
edge problems in the discipline – the capital controversies, the revival of
the classical approach to value and distribution, the critique of bastard
Keynesianism and the development of an appropriate methodology for
incorporating money, uncertainty and historical time into the analysis
of the determination of output and employment in the economy as
a whole. As one of the original organizers (along with Garegnani and
Parrinello) of the famous Trieste School for Advanced Economic Studies
that brought together Post-Keynesians, Sraffians, Kaleckians, Circuit
theorists and Marxists, Kregel emerged as one of the very few participants of whom it can be said: his understanding of the strengths and
weaknesses of each of the approaches represented there is as deep and as
nuanced as that of the respective leaders of each of the branches of the
new heterodox political economy.
Kregel’s early works such as The Reconstruction of Political Economy
(1973), Rate of Profit, Distribution, and Growth (1971), The Theory of
Economic Growth (1972) and Theory of Capital (1976), based on his lectures
on both sides of the Atlantic, remain to this day much more than minor
classics in their fields, constituting not only a careful, comprehensive and concise survey of over 200 years of economic doctrine, but at
once a devastating critique of the orthodoxy and a penetrating critical
synthesis of alternative traditions, laying the groundwork for a constructive theoretical framework in historical and institutional context. His
famous Journal of Economic Literature article co-authored with Alfred
Eichner heralded Post-Keynesian Economics as a new paradigm in the
discipline of economics, and his Economic Journal article on ‘Economic
Methodology in the Face of Uncertainty’ is now widely recognized as,
after Keynes himself, the seminal work on the subject. Kregel’s work
on the theory of value, expectations and the determination of aggregate economic activity not only constitutes a path-breaking approach
to the solution to problems plaguing political economy since Petty, but
is directly relevant to the complex issues of the ‘economic society in
which we live’ – a dynamic, money-using, high-tech capitalist economic
system with complicated financial instruments.
Against the view of continuity in the history of economic thought
from classical to neoclassical (or marginalist) economics insisted on by
Marshall and later by such authors as Jacob Hollander and Samuelson,
Kregel followed Sraffa and Robinson in viewing the transition between
the two schools as a sharp break. While some marginalists such as Jevons
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also rejected the continuity interpretation, for Sraffa and his followers
the project was not to lay the classical authors to rest, but to revive the
classical or surplus approach as an alternative theory of the operational
tendencies of capitalism relevant to the current political economy. For
Kregel, this reconstruction meant ‘Classical Political Economy with the
inclusion of the theory of effective demand in a monetary economy
(or without Say’s Law and the Quantity Theory of Money)’ (1973, p.
xv). Kregel has often referred to Robinson’s ‘generalization of Keynes’s
General Theory’, by which he meant extending the short-run analysis of
Keynes’s principle of effective demand to a theory of growth and development in the sense of the classical economists.
Like Sraffa, Adolph Lowe also interpreted Classical Political Economy
as a different school of thought from neoclassical economics. Taken individually and as a whole, the similarities and differences in the views of
Sraffa and Lowe on these matters permit a number of interesting insights
and raise a few thought-provoking questions concerning a host of areas
of prime concern to Kregel, including the history of ideas, economic
theory, economic methodology, the scope of economics, historical and
institutional analysis and the project of constructing an alternative
approach to economics. The similarities between the views of Sraffa and
Lowe concerning classical economics are striking, because they appear
to have developed quite independently and so may be of interest also
for historians of science and social science. The differences are notable
because for the most part they constitute views that are complementary
rather than opposed.
The rest of the chapter proceeds as follows. In Section 2.2, Sraffa’s
and Lowe’s roles in reviving classical theory are outlined and compared.
Section 2.3 briefly examines three additional issues of commonality: a
debate with Hayek, concern with technological unemployment and J. S.
Mill as a transitional figure in the decline of classical economics and the
rise of marginalism. Section 2.4 considers the respective views of Sraffa
and Lowe on the scope and method of classical economics, drawing on
views put forward by Kregel in suggesting a potential solution to some
methodological issues. A brief conclusion is provided in Section 2.5.

2.2

Sraffa, Lowe and the revival of classical economics

Consideration of the personal similarities between Sraffa and Lowe is
not a purpose of this chapter. However, it is worth noting that they were
born five years apart, Sraffa in 1898 and Lowe in 1893; both came from
Jewish families from continental Europe, Sraffa from Italy and Lowe
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from Germany; both were affected by the rise of fascism with Lowe
dismissed from his position at Frankfurt University for political reasons
shortly after Hitler came into power in 1933 while Sraffa’s articles on
the Italian banking system in the early 1920s had angered Mussolini
and he was later interned in England as an enemy alien for a short
time following Italy’s entry into the war. Both scholars had continental
European educations, which helps explain their common appreciation
for the writings of the great thinkers of the past, but both also left their
countries of birth for England, Sraffa in 1927 and Lowe in 1933, where
they both accepted university posts (Sraffa at Cambridge and Lowe at
Manchester). While Sraffa remained at Cambridge for the rest of his
career, Lowe left England in 1940 when he accepted a position at The
New School for Social Research, where he spent the remainder of his
long career before returning to Germany in 1983 (the year Sraffa passed
away). In another interesting connection, Sraffa also considered moving
to The New School in 1940, as he was a close friend of at least one
member of the faculty there, the political scientist Max Ascoli.
It appears that both Sraffa and Lowe clearly distinguished the classical
and neoclassical schools from the start. Interestingly, an early common
distinction they both appear to have made concerned the practical relevance of the respective approaches. Lowe recalled that:
Having been brought up by my teacher Franz Oppenheimer on
Ricardo and Marx I found it easy to look through the formal brilliance of the Walrasian system or even the persuasive common sense
of Marshall, to the barrenness of neoclassical economics when judged
by its applicability to the real world. (1980, p. 247)
In ‘The Laws of Returns Under Competitive Conditions’ Sraffa remarks
that the marginalist theory of value:
more than any other part of economic theory, has lost much of its
direct bearing upon practical politics, and particularly in regard to
social changes, which had formerly been conferred upon it by Ricardo
and afterwards by Marx. (1926, p. 535)
In contradiction to the perspective that draws the line of descent from
Ricardo to John Stuart Mill to Marshall, and bypasses Marx, they both
viewed Marx as part – and in many respects the apex – of the classical tradition. As we will see, they also both viewed Mill as departing
from the classical tradition in important respects and opening the way
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for Marshall to make the full break (see Dobb 1973; Das Gupta 1985;
Bharadwaj 1986).
While Sraffa’s Production of Commodities by Means of Commodities was
not published until 1960, ‘the central propositions had taken shape in
the late 1920’s’ (Sraffa 1960, p. vi). These ‘central propositions’ are part
of an ‘investigation ... concerned exclusively with such properties of an
economic system as do not depend on changes in the scale of production or in the proportions of “factors”.’ He continues:
This standpoint, which is that of the old classical economists from
Adam Smith to Ricardo, has been submerged and forgotten since the
advent of the ‘marginal’ method. (Sraffa 1960, p. v)
Appendix D of Production of Commodities by Means of Commodities is
entirely dedicated to highlighting the ‘connections of this work with the
theories of the old classical economists’ (1960, p. 93). Quesnay’s Tableau
Economique is cited for its depiction ‘of the system of production and
consumption as a circular process’, which ‘stands in striking contrast to
the view presented by modern theory of a way-one avenue that leads
from “Factors of production” to “Consumption goods”’ (1960, p. 93).
Ricardo is then cited for ‘singling out corn as the one product which is
required both for its own production and for the production of every
other commodity’:
As a result, the rate of profits of the grower of corn is determined
independently of value, merely by comparing the physical quantity on the side of the means of production to that on the side of
the product, both of which consist of the same commodity. (1960,
p. 93)
This is the method used by Ricardo in his Essay on the Influence of
a Low Price of Corn on the Profits of Stock (1815), put forward as the
‘corn-ratio theory’ of profits by Sraffa in his 1951 ‘Introduction’ to
Ricardo’s Principles of Political Economy and Taxation. Corn thus plays in
Ricardo’s system in the Essay on Profits the role of a ‘basic commodity’
in the terminology of Sraffa’s Production of Commodities by Means of
Commodities.
Sraffa writes that the ‘rational foundation of the principle of the determining role of the profits of agriculture [in Ricardo’s Essay on Profits],
which is never explicitly stated by Ricardo, is that in agriculture the
same commodity, namely corn, forms both the capital (conceived as
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composed of the subsistence necessary for workers) and the product’
(1951, p. xxxi). Importantly, Sraffa informs us that:
it was only when the Standard system and the distinction between
basics and non-basics had emerged in the course of the present investigation that the above interpretation of Ricardo’s theory suggested
itself as a natural consequence. (1960, p. 93)
Ricardo’s theory is then related back to the Physiocratic notion of the
‘produit net’ and Marx’s emphasis on the ‘“physical” nature of the surplus
in agriculture’ (1960, p. 93). We thus have the full expression of production as a circular process, the central role of the surplus and the important distinction between basic and non-basic products.
Several more points of contact with the classical economists are
made in Appendix D by Sraffa. These include Ricardo’s conception of
the standard measure of value, Adam Smith’s labor commanded theory,
Marx’s notion of a maximum rate of profits corresponding to a zero wage
and the treatment of fixed capital as a joint product (1960, pp. 94–95).
Lowe and his colleagues were also working on reviving the classical
tradition during the 1920s, when he was the Director of Research of the
Institute for World Economics at Kiel University. Interestingly, David
Clark has remarked that the atmosphere at Kiel ‘was greatly enlivened
by what appears to be an interesting equivalent to Keynes’s Political
Economy group which was operating at Cambridge at the same time’
(1984, p. 114). Led by Lowe, the Kiel group was struggling with issues
regarding accumulation, employment and structural and technological
change. The marginalist approach of the Austrian school was felt to
offer little aid, and the search for an adequate framework led them back
precisely to the circular production models of Quesnay’s Tableaux and
Marx’s schemes of reproduction, which they incorporated into their
analyses of fixed capital and technological unemployment in relation to
the path of economic growth.
In the course of their investigations, a puzzle emerged. Working with
his colleague, Fritz Burchardt, Lowe began with a technical sequence of
production depicting working capital moving through a series of successive stages en route to becoming final output. For example, we can follow
working capital through a series of transformations, such as cotton-yarncloth-dress in dress production or wheat-flour-bread in the production
of bread. At each stage, labor (Ni), fixed capital (Fi) and natural resources
(Ri) combine to produce the working capital (wi) as output:
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N1 ⊕ F1 ⊕ R1
→ w1 = cotton
N2 ⊕ F2 ⊕ R2 ⊕ w1 → w2 = yarn
N3 ⊕ F3 ⊕ R3 ⊕ w2 → w3 = cloth
N4 ⊕ F4 ⊕ R4 ⊕ w3 → w4 = dress
Capital letters indicate stocks, lower case indicate flows. Output at the
last stage is a final good.
It is clear that at every stage except the first, the working capital
that was the output of the previous period, wi-1, is also an input. In
this picture, working capital appears as depicted in the Austrian linear
view: the process can be traced back from the final output through each
intermediate stage to an initial stage in which no working capital had
been taken over from a previous stage. However, the picture, as thus far
presented, does not explain the origin of the fixed capital. In addition,
mere accounting for the origin of fixed capital would only suffice to
guarantee temporary provision; permanency or continuity of production requires the ongoing replenishment of stocks undergoing wear and
tear in the production process and thus a second sector in which fixed
capital equipment is produced and reproduced. Thus, if F1 through F4 are
identified as gin-spindle-loom-sewing machine, a technical sequence of
production of several stages may be derived for each, similar in structure to that of dress production, but with inputs of a nature appropriate
for the production of the equipment good at hand as final output. The
weakness of this ‘solution’ is immediately revealed, as another production flow will now be required to account for the production of the
fixed capital used to produce each of gin-spindle-loom-sewing machine.
The analysis appears mired in an infinite regress. Lowe rejected the
possibility that industrial production could be accurately described by
such an infinite regress, demonstrated by the permanency of the actual
industrial system. The Austrian solution was to posit some original stage
in which only labor and natural resources were used. This was rejected
on a number of grounds, including historical, theoretical, empirical and
common sense.
The solution to the puzzle appeared as a result of a clue provided by the
other example given above, that of bread production. In specifying the
input requirements for bread production, one in particular stands out:
We can imagine dispensing with plows, even human labor, and yet
raising wheat, but we cannot imagine dispensing with another input
so far not mentioned: seed-wheat. But what is seed-wheat and how is
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it obtained? It so happens that it is physically identical with the semifinished output bread-wheat, and it is a moot question whether it can
really be called a natural resource. But whatever the correct classification may be, seed-wheat not only is indispensable but it possesses an
outstanding quality which is absent from flour and bread, from plows
and mills and ovens: the power of self-reproduction. Differently
stated, seed-wheat as an input is capable of producing two types of
outputs: bread-wheat as a potential consumer good and seed-wheat
as its own replacement good. (1977 [1965], pp. 269–70)
The technological condition for continuous reproduction of wheat is
the physical identity of the input and output; that is, its capacity for
self-reproduction. A similar condition might also explain the seeming
paradox of infinite regress in the replacement of fixed capital. Lowe
searched for a special equipment good that was capable of producing
other equipment goods as well as reproducing itself:
What we actually find is not one such mechanical instrument, but a
comprehensive group which is defined as machine tools. In conjunction and combined with labor and working capital goods such as steel,
machine tools are the progenitors of all other machinery and also of
themselves. For the physical maintenance of an industrial regime of
production they play the same strategic role as seed-wheat plays in
agriculture, and the reproductive system plays in the maintenance of
organic life. (1977 [1965], p. 270)
Lowe has cited this revival of the circular view of production as the
product of the heuristic search procedure at the core of his instrumental analysis. In fact, he later referred to section 3 of chapter 11 of
On Economic Knowledge as ‘the re-enactment of the “discovery” of the
circular nature of an industrial structure of production’ (1969, p. 184
n.25). This ‘discovery’ is variously recounted by Lowe (1952, pp. 36–37;
1976, pp. 29–30; 1977 [1965], pp. 266–71). The work of Burchardt
(1931–32), oft cited by Lowe in this regard and the drafting of which
Lowe participated in, grew out of the collective discussion and investigations at Kiel during the 1920s (Lowe 1952, p. 32; 1959, p. 63; see
also Hagemann 1990, pp. 148–49). Note that the machine tools sector
in Lowe’s model plays the same role as a ‘basic industry’ in the Sraffa
system (see Hagemann 1990, p. 152).
We have here a highly interesting phenomenon in the history of
ideas. It would be of interest in and of itself if Sraffa and Lowe (and Kiel
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colleagues) had independently rediscovered the classical approach, both
focusing on a single key characteristic. But what makes this case all the
more fascinating is that, while Sraffa’s discovery took place while investigating the theory of value and distribution (and was ‘concerned exclusively with such properties of an economic system as do not depend
on changes in the scale of production or in the proportions of factors’),
Lowe’s discovery occurred while investigating the theory of accumulation and technical change. Lowe makes no explicit reference to prices at
all at this stage of his ‘structural analysis’; he is concerned with physicaltechnical consistency conditions that are independent of prices.
Lowe has remarked that ‘it is hardly an exaggeration to say that the
standard works of the classical economists – Smith, Ricardo, Marx – not
only contain but essentially are theories of economic growth’ (1976,
p. 5). Moreover, Lowe has put forward the view that ‘upon this issue of
endogeneity versus exogeneity [of “metaeconomic conditions” such as
“behavioral patterns and the institutional environment”], rather than
upon conflicting theories of value, hinges the main difference between
genuine classical theory and post-Millian reasoning, including all
versions of neoclassical analysis’ (1987 [1954], pp. 107–08).
Both Sraffa and Lowe revived the classical approach, highlighting
the same specific key issue regarding the physical identity of input and
output to lay bare the circular aspects of production. They do so, not only
investigating different areas of economics – value for Sraffa and growth
and structural change for Lowe – but also each conducting his analysis
while abstracting from the issues of central concern to the other.

2.3 Debates with Hayek, technological unemployment
and J.S. Mill’s transitional role
Both Sraffa and Lowe viewed the revival of the classics as the basis for
an alternative theory for studying the contemporary political economy,
not simply for the sake of contributing to the history of economic ideas.
Both ‘rediscovered’ classical theory while struggling with theoretical
questions arising out of their analyses of modern economic systems,
not as a result of exploring issues in the history of economic thought
proper. In both cases, their interpretation of classical theory came out
of their struggle with these analytical questions, rather than starting
with an interpretation of classical economics and then applying it to
the contemporary political economy.
Three other relevant areas of contact may be noted. First, Sraffa and
Lowe both engaged Hayek in direct debate and criticism. Second, both
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economists dealt with issues related to Ricardo’s chapter on machinery
and technological unemployment. Third, John Stuart Mill is cited by
both Sraffa and Lowe as contributing to the decline of the classical
approach and the rise of marginalism.
In their (independent) debates with Hayek, both Sraffa and Lowe
focused on Hayek’s monetary theory of the cycle and his Austrian view
of the underlying structure of production. Lowe was on the opposite
side from Hayek during the business cycle debates in the Germanspeaking countries during the late twenties and early thirties (see
Hagemann 1994). Sraffa (1932) wrote a devastating critique of Hayek’s
Prices and Production in the Economic Journal. Both also later specifically
criticized what Lowe (1976, p. 34 n.6) called the ‘linear imperialism’ of
the Austrians and Sraffa (1960, p. 93) called the ‘one-way avenue that
leads from “Factors of production” to “consumption goods”,’ as part of
their more general critique of neoclassical theory. Examinations of the
Sraffa-Hayek debate often refer to the Lowe-Burchardt circular view of
the production process (sometimes as presented by Nurkse, 1934–35)
and the critique of the Austrian linear view (Desai 1982; Kurz 2000).
Lowe’s underlying motivation for the study of modern industrial
systems and their interlocking sectoral dynamics was the problem of
unemployment in capitalist economies. One of the important questions Lowe posed with his model was under what conditions could full
employment be maintained once it is attained, by whatever means. In
The Path of Economic Growth (1976) Lowe demonstrates the unlikelihood
of market-based mechanisms to guarantee full employment in the face
of ongoing structural and technological change, encompassing changes
in the supplies of labor and natural resources, and capital-displacement
and/or labor-displacement processes. The problem of technological
unemployment was a major concern of Lowe. As far back as the 1920s,
Lowe rejected static equilibrium models as unsuitable for analyzing
systems exhibiting periodic fluctuations and called for uncovering the
endogenous determinants of business cycles. While others thought
that monetary crises led to the trade cycle, Lowe claimed that these
explanations were insufficient and put forward the view that technological change was the primary disturbing factor. In this regard, while
admirers of Keynes’s contribution, Lowe and his colleagues were also
dissatisfied with the analysis in The General Theory due to the lack of
any attention paid to income distribution and technological change.
For Lowe, if labor-displacing technical change results in a shift in
income distribution away from workers and toward capitalists, the lower
marginal propensity to consume of capitalists may result in a kind of
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under-consumption and so an important link between technological
change and effective demand.
Lowe’s ‘Technological Unemployment Reexamined’ (1955) depicts the
problem as an ongoing struggle between the forces of compensation and
those of displacement, the outcome of which is impossible to predict
on purely theoretical grounds. Over thirty years later, in Has Freedom
a Future? (1988), Lowe continued to argue in a chapter entitled ‘The
Specter of Technological Unemployment’ that an uncontrolled market
cannot compensate for the displacement effects of new technologies.
Lowe noted that ‘the issue was first introduced into respectable theory
in the third edition of Ricardo’s Principles’:
In a newly added chapter, ‘On Machinery,’ the recognized head of
liberal economics formally abandoned one of its basic tenets, namely
that industrial progress is necessarily beneficial to all classes of society.
Reluctantly, he had reached the conclusion ‘that the substitution of
machinery for human labour is often injurious to the interests of the
class of labourers’. (Lowe 1955, p. 232)
Ricardo’s conclusion that ‘[t]he opinion entertained by the laboring
class, that the employment of machinery is frequently detrimental to
their interests, is not founded on prejudice or error, but is conformable
to the correct principles of political economy’ (1951 [1821], p. 392) was
based on an analytical framework that has been called ‘an early and
rude type of traverse analysis’ (Kurz 1984). For Lowe, Ricardo’s ‘capital
shortage’ framework ‘threw out a fundamental challenge to the free
enterprise system to assure full employment through the operation of
spontaneous forces’ (Lowe 1955, p. 234). One can see, then, why Sraffa
(1951, p. lvii), in his ‘Introduction’ to The Works and Correspondence of
David Ricardo, describes this chapter ‘On Machinery’ as constituting the
‘most revolutionary change in edition 3’.
While Sraffa concentrated on the classical theory of value and distribution and Lowe focused on the classical theory of growth, the beginning of the decline of the respective theories and the rise of marginalism
is viewed as commencing with the work of John Stuart Mill. In the case
of the theory of value and distribution, Sraffa (1951) demonstrated
that, contrary to the thesis held by Jacob Hollander, Ricardo’s surplus
approach was maintained from the Essay on Profits through the successive editions of the Principles. Closely following Sraffa’s lead, Bharadwaj
has documented the ‘deviationist beginnings in Mill, paving the way
toward the acceptance and proliferation of the supply and demand
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approach’ (1989, p. 136). Lowe (1987 [1954]) similarly located the
decline of the classical theory of growth in Mill. The deterministic causal
theories of Smith, Ricardo and Marx are replaced in Mill by theories in
which ‘everything affects everything else’. Lowe sees this as key to the
transition to the neoclassical models.
Lowe’s revival of the classical theory of capital accumulation and structural and technological change began in the twenties at Kiel University
and spanned over fifty years, culminating in The Path of Economic Growth
(1976). It has been viewed as opening the ‘second stage in the systematic work of reconstruction of the Classical approach,’ the ‘first stage’
being the work of Sraffa and his followers on value and distribution
(Kurz 1984, p. 211; also Hagemann 1992, p. 236). Therefore, their differences in emphasis may be regarded as highly complementary. So far, the
discussion of similarities and differences in the thought of Sraffa and
Lowe has been on the content of classical theory. However, other important issues arise when we move from the substance of classical theory as
a genuine alternative to orthodox marginalist theory to issues regarding
the scope and method of economics.

2.4

The scope and method of economics

With regard to the scope and method of economics, the issues concerning
the relation of the positions of Sraffa and Lowe become a little more
complicated. Sraffa wrote little on these issues in his published work.
Kurz and Salvadori (1998, p. 243) have put forward the position that
‘Piero Sraffa was not a dissenter [from mainstream economics] in terms
of either scope or method’:
His dissent concerned the content of received theory. His contributions to the theory of value and distribution do not advocate
widening the scope of analysis as it was defined by earlier authors,
most notably Adam Smith and David Ricardo. Also, he does not question the adequacy of the method of analysis, developed by the classical authors and adopted by the marginalist ones, to deal with the
problem of value and distribution. (1998, p. 243)
According to this viewpoint, Sraffa’s distinction between the classical and
marginalist approaches is in terms of theoretical content. Others have put
forward the view that there are important differences in the scope and/or
method of Sraffa’s interpretation of classical economics and marginalism.
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Bharadwaj (1989, p. 244), for example, has expressed the opinion that
in Sraffa’s interpretation it is ‘the relatively more open character of the
classical structure which renders it more flexible to deal with a wider
range of historical changes.’ Separating the theory of value and distribution as the ‘core’ of classical economics:
opens up the possibility of introducing a wide range of determinants
and the real dynamics of the process of change; precisely because,
thereby, the more complex historically specific, institutional, and
social forces that govern changes (particularly in distribution, technology of production, and investment) can be introduced. (Bharadwaj
1989, p. 244)
According to this viewpoint, Sraffa considered there to be important
differences in the scope of classical and marginalist economics, a view
also expressed by other scholars, including Roncaglia (1978), Davis
(1998a) and Dobb (1973, pp. 31–35). Davis (1998a, p. 135) writes that
Sraffa’s ‘conception of economics was that of political economy, the
framework of classical economics that made the economy part of a wider
social-historical process’. In his view, Sraffa ‘required that economic
theory reference the social-historical context in which an economy
being studied was thought to operate’ (Davis 1998a, p. 144): ‘economic
behavior cannot be understood apart from other dimensions of social
life ... The economic process needs to be understood in the context of
political, legal, cultural, and other social-historical phenomena’ (Davis
1998a, p. 149).
Notice that no claim has yet been made regarding method. We can
assume, for the moment, that the method of the classical and early
neoclassical theories was the same (Garegnani 1983 [1976]; 1989 [1979];
1983 [1979]). This position – that the method of the classical and early
neoclassical theories was the same, but that the scope was not – was also
accepted by Lowe. Lowe had become dissatisfied with work in economic
dynamics in which ‘the time-honored distinction between dependent
and independent variables – that is, between an economic process and
the underlying metaeconomic forces that drive it on and change it – is
generally maintained’ (Lowe 1987 [1954], p. 108). He did find an exception in the ‘dynamic process analysis’ of the period that went further
in endogenizing some of the structural variables in their theories of
growth, but found these attempts to be ‘but a dim reflection’ of what is
found in the classical economists and Marx. It is in this regard that Lowe
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highlighted a key difference between the classical and early neoclassical
approaches to be in ‘the entire possible range of deductive reasoning’:
Let us be quite clear about the disputed region. It concerns the
whole natural, social, and technical environment of the economic
system ... and ... the changes in these elements through time. [For
the classical economists and Marx] the explanation of the order and
changes of these data formed part of the theoretical work of economists. (Lowe 1987 [1954], p. 109; emphasis added)
For Lowe, then, the classical economists applied their method over a
much wider range than the neoclassical authors to include precisely
those areas identified by Bharadwaj, Roncaglia and Davis as included
by Sraffa in the scope of the classical approach, but outside the scope of
neoclassical economics: the social-historical context of economic processes. For Lowe a revived classical approach would aim to once again
‘extend the range [of analysis] ... to the sphere of the natural and social
data of the market process, and thus to facilitate an estimate of the direction and limits of possible dynamic changes of the system as a whole’
(1935, p. 67).
Sraffa distinguished between the classical and marginalist theories of
value and distribution and Lowe did the same with respect to the respective theories of economic growth. In addition, there is reason to support
the view that both Sraffa and Lowe also distinguished between the scope
of economic theory in the classical and neoclassical approaches. In this
view, the classical approach considers areas thought to be outside the
scope of economics in the neoclassical view – areas falling broadly under
the heading of the social-historical context of economic processes – as
legitimate targets of analysis. These areas are also to be included in a
revived classical approach to analyzing the contemporary political
economy. However, the question remains as to the views of Sraffa and
Lowe on the method of classical economics.
We have seen that some of Sraffa’s followers (for example, Kurz and
Salvadori, Garegnani) take the position that Sraffa considered the method
of the classical and (early) neoclassical economists to be the same, and
that Sraffa was not a critic of the neoclassical method. Others have
interpreted Sraffa’s position as implying a critique not only of the scope
but of the method of the marginalists as well. Davis has argued that, in
his criticism of Marshall, ‘Sraffa clearly rejected what has since come
to be known as the deductivist mode of explanation’ (1998b, p. 488).
Based on his interpretation of Sraffa’s early philosophical thinking as
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influenced by historical materialism, Davis puts forward the view that
Sraffa ‘rejected a deductivist conception of science that failed to respect
how ideas reflect concrete historical circumstances’ (1998b, p. 488), but
with the rider that this ‘critique of the deductivist mode of explanation
is arguably an early career project’ (1998b, p. 489).
Davis’s interpretation raises a number of interesting issues with regard
to Lowe. First, Lowe was a life-long opponent of the idea that there are
any universal economic laws (Lowe 1935; 1977 [1965]; also see Forstater
1994; 1998; 1999; 2000). Hence, if we are to accept Davis’s interpretation, Lowe and Sraffa shared the belief that economic theory is context
dependent and historically conditioned. Second, because, as described
above, the ‘explanation of the order and changes’ of the ‘whole natural,
social, and technical environment ... formed part of the theoretical work’
of the classical approach, Lowe considered not only Marx, but the classical approach generally to display something of an historical materialist
approach: ‘Even in its loose classical form the idea of a mutual relationship between the economic and social process has some savour of a
materialist interpretation of history’ (Lowe 1935, p. 104). Furthermore,
Lowe thought that this aspect of the classics was an extremely important
part of a revived classical approach to the analysis of modern industrial
economic and social systems:
Having at once realized the decisive influence technique of production
exerts on modern economic dynamics, we immediately see historical
materialism in a new light. It may be doubted whether it can be used
as an open sesame for the whole history of mankind. But applied to
the analysis of the industrial system it proves an informative working
principle. It points to the strange process of self-generation in modern
economic evolution which determines the institutional and psychological data of any constellation in the market by the previous results
of the preceding constellation. (Lowe 1935, p. 111)
Third, while Lowe took the position that the deductive method was the
method of the classical and neoclassical approaches (though, as seen
above, in the classical approach, the range of deductive reasoning was
much wider), he also maintained that economic method and not only
economic theory is historically dependent. Thus, while Lowe was a critic
of the deductive method, especially later in his life, he held that the
conditions for the appropriate application of deductive reasoning were
in fact in place during the period of classical economics (Forstater 1994;
1999). But with the historical structural-technological transformations
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of capitalism and associated feedback effects resulting in environmental,
institutional, behavioral and socio-psychological changes, these conditions no longer hold under modern capitalism (Lowe 1977 [1965]; also
Forstater 1994; 1998; 1999). From around the mid-1950s onward, Lowe
began arguing that what he called ‘instrumental analysis’ is the appropriate methodology for economic theory and public policy.
Clearly, Lowe was a critic of the long-period method, though his
differences stem from the fact that he was not concerned with the ‘core’
of value and distribution theory, but rather with the classical theory of
accumulation and structural and technological change. For Lowe (1935,
p. 97), ‘in the industrial system the economic process itself produces
and changes its data.’ The neoclassical approach of taking the ‘whole
natural, social, and technical environment’ as given ‘cannot be reconciled with the experience that the economic circular flow transforms its
social environment’ (Lowe 1935, pp. 105–06):
Any realistic theory of the modern economic system must start from
the general premise that it can no longer deal with a constant structure and with homogeneous processes, but that the economic order
under consideration is subject to an evolutionary transformation.
Therefore, any deductive operation with invariable data is defective
from the very outset. Long-period analysis cannot dispense with a
previous examination of the tendencies of the data themselves, that
is to say, the corresponding sociological constellation and its regular
changes, and moreover of the mutual relations of the variations on
both sides. Above this dynamic chain of reciprocal causation between
the economic process and its social environment calls for a theoretical system of co-ordinates which is on the one hand determinate
enough to define the course of individual movements, and on the
other hand elastic enough to reproduce the system as a whole. We
need not expressly decide henceforth to insert sociological elements
into our economic deductions – there was never any substantial statement which was not based on such premises. But we are to render
manifest and open to continuous examination and revision those
implications which formerly remained latent, and whose modifications were usually neglected. (1935, pp. 138–39)
For Lowe, data can be treated as given only for short-period analysis:
‘If long-period movements and final constellations are to be examined,
the autonomous tendencies of the several data and their contact with
the process under consideration are to be investigated in coincidence
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and in constant confrontation with the special deduction’ (Lowe 1935,
p. 136):
It is the fundamental theorem of realistic theory that under the
particular social conditions of the industrial system, data and process
are involved in a regular and continuous interaction which makes
any concrete constellation, and therefore the system as a whole,
essentially unstable and liable to transformation. For this reason in
any long-period analysis concerning the industrial system, on principle the data are to be handled as ‘dependent variables’. (Lowe 1935,
pp. 146–47)
What are we to conclude, then, when considering the contributions
of Sraffa and Lowe, and the revival of Classical Political Economy,
with regards to issues of scope and method? If we accept the Davis–
Bharadwaj–Roncaglia interpretation of Sraffa on the scope of classical
economics, then clearly Lowe’s position is not only consistent with
Sraffa, but because he wrote considerably more on the issue, his work
may be of importance in developing this aspect of the classical revival.
On the issue of method, Lowe’s position is that the classical method
was the deductive method, which seems to be the Kurz–Salvadori–
Garegnani position as well. The difference is that Lowe concludes that
while that method was appropriate for the classical period of analysis, it
may no longer be so under contemporary conditions. The Davis interpretation, by rejecting the deductive method, may therefore be more
helpful in establishing a revived classical method that is more appropriate for contemporary circumstances, even though it is questionable
whether it accurately describes the actual method employed by the classics, and it may also not be consistent with the long-period interpretation of Sraffa. One way out is to abandon the long-period method.
Sraffa’s work has been utilized in frameworks outside of the long-period
approach (see, for example, Pasinetti 1981; 1993).
Little has been said with regard to Lowe’s instrumentalism, his alternative methodology for economic theory and public policy elaborated
from the mid-fifties through the end of his life. In the instrumental
method, we begin with a vision of the desired end-state, a vector of
macroeconomic (and other) goals and then work backward to discover
the social, structural and technical paths capable of achieving those
ends, the behaviors capable of setting the system on such a path, the
motivations capable of eliciting those behaviors, the contexts capable
of inducing those motivations and the policies capable of creating or
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shaping those contexts (Forstater 1999). It is essentially an alternative methodology for planning other than rational or optimal planning methods. The affinities of Production of Commodities by Means of
Commodities with Leontief’s input-output framework provide direction
as to how Sraffa’s work may indeed contribute to economic planning
(see Forstater 1994, p. 33; Dymski 2004).
Another possible methodological reconciliation is to approach
the issue from the standpoint of methodological pluralism (Caldwell
1982) and, appropriately, takes us back to Kregel’s views put forward in
The Reconstruction of Political Economy (1973). There, Kregel emphasized
the distinction between an economic system ‘at a specific point in time’
and an economy undergoing ‘changes occurring through the passage of
time’ (1973, p. 119 and passim). Sraffa’s analysis of value has often been
characterized as a ‘snapshot’ or ‘photograph’ of an economic system
at a moment in time (for example, Roncaglia 1978). Lowe’s concerns
with growth and structural and technological change are ones associated with movements over time. Others have made this distinction
with reference to the classical economists, notably Heinz Kurz (2003:
170). The long-period method has been utilized by authors such as
Kurz and Garegnani, not only for the analysis of value, but for effective demand, technological change and other factors ‘outside’ the ‘core’.
The proposition being made here is to investigate the potential fruitfulness of using one method for the analysis of the ‘core’ of value, of the
economic system at a particular moment in time and another method
for analyzing phenomena changing over time, such as growth and structural and technological change.

2.5

Conclusion

Piero Sraffa is well-recognized for and rightly credited with the revival
of Classical Political Economy as a distinct paradigm from neoclassical
marginalism. Less well known is Adolph Lowe’s arguments along similar
lines. Although they focused on different areas of economics – Sraffa
on value and distribution, Lowe on growth and technical change – the
two authors share some common and complementary views and their
work has some similar themes. Of particular note is their independent
rediscovery of the circular nature of production in the classical approach
in the 1920s.
As shown above, things become a bit more complicated once we move
from the content to the scope and method of the classics. There is some
disagreement among scholars concerning the degree to which Sraffa
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dissented from standard economics when it came to issues of scope and
method. It is possible that the publication of Sraffa’s unpublished manuscripts may shed light on these topics. An important motivation of this
chapter is to introduce Lowe’s work and ideas to a wider audience, and
that this might result in constructive discussion and debate on these
matters.
Jan Kregel has made enormous contributions to economics and
continues to do so today. His work in economic theory, history and
policy constitutes some of the most innovative and important work
in political economy in the late 20th and early 21st centuries. Kregel’s
ideas will be part of any full and coherent alternative to mainstream
economics – the reconstruction of political economy, the generalization
of The General Theory.

Note
It is with sincere humility and appreciation that I offer this contribution in honor
of Jan Kregel. I am grateful to call myself his student and proud to call him my
friend.
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3
Post-Keynesian, Post-Sraffian
Economics: An Outline
Alessandro Roncaglia and Mario Tonveronachi

3.1

Introduction: some personal background

The authors of this chapter belong to the so-called Anglo-Italian school,
being Italian economists educated at Cambridge. They were accordingly
nourished with Keynesian and Sraffian ideas (plus the capital theory
debate and Sylos Labini’s oligopoly theory), and their initial research
work was in this field, producing an interpretation of Sraffa’s economics
(Roncaglia 1975; see also Roncaglia 2009a) and an interpretation of
Keynes’ economics (Tonveronachi 1983).
In both cases, our interpretations differ from ‘orthodox’ ones – namely,
from interpretations (see more below) relying on notions of ‘long-period
equilibrium’ for the economy as a whole or ignoring the microfoundations of macroeconomics or presenting unemployment as a short-period
phenomenon belonging to the theory of the trade cycle. As it became
clear to both of us in the fullness of time, and as we shall try to illustrate
below, this is connected to methodological choices and to a different
interpretation of some basic concepts. In this, we were helped by two
different kinds of influences: Sylos Labini on the side of method1 and
the Anglo-American blend of Keynesianism represented by Jan Kregel.
By Anglo-American Keynesianism, we mean a unique and fruitful
blend of Cambridge ideas pointing to the compatibility of the Keynesian
and the ‘classical’ approach and of American Post-Keynesian ideas
(Davidson, Minsky, Weintraub) stressing the non-ergodic nature of the
economy, uncertainty and the role of money and finance.2
In our opinion, neither the attempt at subordinating Keynesian ideas
to the classical (Sraffian) analysis of value and distribution by means of
the notion of ‘long-period positions’ of the economy, nor the attempt at
preserving Keynes’ original reliance on a Marshallian frame of analysis
40
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for the short period, nor indeed the attempt to exclude the issue of the
microfoundations from the reconstruction of Keynesian economics,
constitute a solid research strategy. In what follows, we shall try to briefly
indicate how a different strategy may be built, relying on an internally
consistent Keynesian-Sraffian conceptual framework and on the possibility of building separate analytical building blocks for dealing with
different issues.
Labels are useful for suggesting to insiders a particular direction that
certain research may be taking, but cannot substitute a serious attempt
at better specifying the basic characteristics of such a research effort and
its differences from other projects. We shall try to flesh out such labels
in what follows, considering in sequence methodology, conceptual
representation of the capitalist economy, analytical structure, economic
theory and policy. Thus, we begin by raising a point of method: the
possibility of relying on ‘pieces of analysis’ for different issues without
requiring their unification in a single unifying general model of the
economy, but instead requiring their ‘conceptual compatibility’ (Section
3.2). We shall then illustrate the basic distinction between the classical
and the marginalist conceptual representations of the capitalist economy
(Section 3.3). Drawing on our previous writings recalled above, in
Sections 3.4 and 3.5 we provide a short illustration of our interpretation
of the nature of Keynes’s and Sraffa’s analyses, subsequently (Section
3.6) considering two contending interpretations of Keynes, focusing on
the connection between Keynes and the classical approach they posit.
Against this background, in the final section (Section 3.7) we shall
attempt to provide an outline of a research strategy that relies on an
internally consistent Keynesian-Sraffian conceptual framework and on
the possibility of utilizing separate analytical building blocks for dealing
with different issues.
An Appendix includes a document, mainly written by one of the
authors (Alessandro Roncaglia) in the early 1980s as the result of a
debate with Kregel and Minsky, meant as the first draft of a sort of PostKeynesian Post-Sraffian Manifesto.

3.2 Method: different pieces of analysis within a common
conceptual foundation
The first point we need to establish is a methodological one. It is the
distinction between a general theory that subsumes within itself all ‘partial’
analyses, constructed as variants of the same analytical structure and the
requirement of conceptual compatibility within any given approach.
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This distinction has been illustrated by one of us (Roncaglia
1975, 2009a) in terms of an opposition between the (logical positivist) approach adopted in Ludwig Wittgenstein’s Tractatus LogicoPhilosophicus (1921) and the approach subsequently adopted, under
the influence of Sraffa’s criticism, in his posthumous Philosophical
Investigations (1954).
As it is widely known, Wittgenstein’s first contribution can be considered as the point of arrival of logical positivism. According to it, there is a
correspondence between the constitutive elements of the world, the ‘facts’
and the ‘propositions’ by which we represent the world. Elementary propositions (which can be true or false, according to whether the fact each of
them represents is or is not true) can be combined into complex propositions; the set of all true propositions is a complete description, not of the
whole world, but of all that which we can speak of; as for the rest (which
includes sentiments, religious beliefs, aesthetic judgments), ‘one must be
silent’. Thus, we establish a connection between reality and language,
meant as (the tool for) human representation-interpretation of reality
itself; our truth-criterion allows us to construct a sort of general theory
encompassing all aspects of reality or at least all those aspects that can be
subject to analytical scrutiny for determining their truth or falsehood.
Sraffa criticized the idea of a unique theoretical construction encompassing all aspects of reality, even leaving aside the issue of the ‘unspeakable’. We do not have indications as to his specific criticisms, apart
from an anecdote about the difficulty of defining the grammar of a
‘Neapolitan gesture’.3 The result, in any case, is that Wittgenstein abandoned the approach developed in the Tractatus and went on to develop
a substantially different approach in the Philosophical Investigations. This
latter approach can be synthetically expressed as the theory of ‘language
games’: there is not just one type of language, ‘but there are countless kinds: countless different types of use of what we call “symbols”,
“words”, “sentences”. And this multiplicity is not something fixed,
given once for all: but new types of language, new language games, as
we may say, come into existence, and others become obsolete and get
forgotten’ (Wittgenstein 1953, p. 21).
Translated into a methodological rule, this implies rejection of the
idea of a general theory, in favor of adopting specific theories for dealing
with specific issues, where each theory can be adapted to the individual
characteristics of the specific issue being taken up for analysis. Thus,
for instance, Sraffa’s 1960 analysis constitutes a contribution to the
understanding of the connection between ‘natural’ prices and income

Post-Keynesian, Post-Sraffian Economics

43

distribution while Harrod’s 1939 model illustrates the basic conditions
of growth.4
In any case, each theory constitutes a specific piece of analysis to be
evaluated according both to its internal logical consistency and to its
realism. This latter requisite cannot be specified as a strict dichotomy
(satisfied or not satisfied); broadly, it points to the need that the theory
should either accommodate directly or as a complication that does not
change the substance of the analysis, the characteristics that can be
considered as representing the main aspects of reality, from the point of
view of the issue taken up for consideration. For instance, Sraffa’s analysis of prices and their relation to income distribution, referring to the
technology prevailing at a given moment in time, is compatible with
increasing returns (while the Marshallian theory of the equilibrium of
the firm under competitive conditions is not, since increasing returns
contradict the conditions required for equilibrium). Again, Solovian
one-commodity models cannot be expanded to accommodate what
is a crucial aspect for a society based on the division of labor, namely
the multiplicity of commodities, since – as the capital theory debates
of the 1960s have shown – the negative relationship between the real
wage rate and the demand for labor, which constitutes a basic pillar
of such models, does no longer necessarily hold in a multi-commodity
context.5
The requisite of realism can also be presented in a somewhat different
way. We cannot assume with certainty that our theories correspond
one-to-one to reality; we always select for analysis the aspects of the
world that we deem most important. This implies defining a ‘view’ of
the world. Such a view of the world cannot be specified in terms of a
series of definitions, but can be located and discussed by looking at the
basic concepts of our analysis and possibly at the opposition between
contending world views – precisely what we shall do below, in Section
3.3, when contrasting the ‘one-way avenue’ marginalist approach to the
‘circular flow’ classical approach.
Thus, when we are confronted with different theories aimed at dealing
with different issues, and we want to organize them into a ‘structured’
economic science for interpreting the capitalist economy as a whole, we
need not collate them into a ‘general theory’, namely a theory that includes
all significant aspects of reality, but instead need to verify whether the
underlying world view is basically the same for the different theories –
namely, whether there is consistency/coherence between the concepts
utilized within the different theories. For example, we cannot pick up a
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theory based on the notion of perfect knowledge such as the theory of
efficient financial markets and connect it to a theory based on Keynesian
uncertainty, for example Minsky’s theory of financial fragility. This is the
requisite of ‘conceptual compatibility’ that we shall try to apply below
in order to sketch out a Post-Keynesian, Post-Sraffian approach, defining
the worldview that may accommodate the different analytical specific
contributions. The first step in this direction consists of pointing out the
main differences between the classical and the marginalist approach.

3.3 Alternative representations of the capitalist economy:
one way versus circular flow
Sraffa (1960 p. 93) suggests that one could characterize the opposition between the marginalist and the classical approaches through the
metaphor of a ‘one-way avenue’ as opposed to a ‘circular flow’. Let us
consider, albeit in a cursory way, what this implies.6
Classical economists (Adam Smith and David Ricardo being the main
references) focus their analyses on the working of the ‘circular flow of
production and consumption’. Namely, they consider a society where
the division of labor prevails; each productive unit and each sector
of activity require means of subsistence and means of production
provided by other units and other sectors in exchange for their own
requirements.
The market is thus conceived of as a web of repetitive exchanges
connecting the different sectors and productive units, allowing them
to recover the necessary quantities of means of production and means
of subsistence and to continue or start anew their consumption and
production activities.
Rather than as a circular flow, as originally suggested by Sraffa, such
a production and consumption process is more reminiscent of a spiral7
since commonly there is more at the end of the production process than
what is strictly needed: hence the notion of the surplus, in fact a vector
of quantities of the different commodities computed as the difference
between the vector representing gross production of all activities and
that representing the means of production utilized in the economy as
a whole.
In this context, ‘natural’ prices are indicators of the difficulty of
production (while ‘market prices’ are their empirical correlate, influenced
but not determined – not being theoretical variables – by supply and
demand); as a first approximation, a uniform rate of profit is assumed,
which may be interpreted as corresponding to free competition.
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According to ‘traditional’ classical theory, accumulation depends on
savings, hence on income distribution (namely, the distribution of the
surplus between the different social classes: workers, capitalists, rentiers). According to ‘modern’ (Post-Keynesian) classical theory, investments are not determined or constrained by existing savings, but are
the product of entrepreneurs’ decisions based on expected cash flows,
on the availability and cost of financing and hence on all elements –
including income distribution – that influence these variables.
Marginalist economics (in its different streams originating with
Jevons, Menger and Walras) instead focuses its analysis on the ‘one-way’
road leading from the ‘original’ endowment of scarce resources, taken
as a given, to the satisfaction of human agents’ needs and desires. The
analytical structure of the system can be represented by a pure exchange
model; production can be added as a complication that does not modify
the basic structure of the argumentation.
Within the classical approach scarcity is a complication referring to
the set of non-producible consumption goods (while non-producible
means of production are handled through Ricardian rent theory); within
the marginalist approach instead it becomes the dominant feature of
economics, so much so that economic science becomes, according to
Robbins’ (1932, p. 16) famous definition, ‘the science which studies
human behaviour as a relationship between ends and scarce means
which have alternative uses’. Economics, therefore, does not study the
conditions of society’s economic reproduction and development, but
the conditions of optimal utilization of the scarce resources available.
Hence, the basic requirement of full utilization of such resources which
translates into the condition of equality between supply and demand.
The market is thus conceived, within the marginalist approach, as the
point in time and space where demand and supply meet; its archetype
is the medieval market fair or the modern stock exchange (or better, as
Kregel 1995 pointed out, its old continental variety). In this context,
competition refers to the absence of individual power in the process of
price formation, coming either from the demand or from the supply
side. In a market economy with perfect competition, the confrontation
between supply and demand provides the mechanism that ensures a
tendency to the full utilization of resources; equilibrium prices are but
indices of the relative scarcity of different goods and services.
Thus, full employment corresponds to the equilibrium state of the
economy and unemployment – measuring the distance from full
employment – can only be caused by non-competitive conditions, such
as the excessive power of trade unions or labor market frictions and
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rigidities. Accumulation (hence growth), as in ‘traditional’ classical
theory, depends on savings; but here these are interpreted as the result
of intertemporal choices on the part of economic agents, in accordance
with the subjective orientation of the approach.
Within the classical conceptual framework, employment (in the
capitalist sector of the economy) mainly depends on past accumulation and – according to Keynes – on aggregate demand; income distribution is also relevant due to its influence on aggregate demand. The
notion of employment rates (the ratio between the number employed
and the population within a specified age bracket) should be preferred
in the analysis to the notion of unemployment, since the latter refers
in mainstream economics to the distance between current employment
levels and the level corresponding to the ‘equilibrium’ between labor
supply and demand (the ‘full employment’ level). Such an equilibrium
is not relevant in the classical-Keynesian context, in which no automatic adjustment mechanism exists (no ‘invisible hand of the market’).
In fact, in this context the notion of full employment is a very artificial
one, introduced in the analysis in order to characterize the ‘factor of
production’ labor as a scarce resource.
As we shall better see in Section 3.4, Keynesian analysis implies that
unutilized productive capacity and involuntary unemployment are
normal conditions of the economy. As hinted at above, within the
marginalist conceptual framework some Keynesian results may only
be obtained by a malfunctioning of the market adjustment mechanisms. This has been the way followed by the neoclassical synthesis:
interpreting Keynes’ theory as the short-period span of the Marshallian
adjustment in logical time, eventually marked by competitive imperfections, some Keynesian results are connected to temporary maladjustments or to non-competitive conditions (especially in the labor market)
while the traditional marginalist approach retains full validity for the
long period and for perfectly competitive conditions.
This is a compromise and an unstable one: acceptance of the validity
of traditional marginalist truths for the long period clears the way for
their percolation into the short period, notably by means of the rational
expectations assumption. Let us stress, in this regard, that were it not
for acceptance of traditional macroeconomic theory for the long period,
which implies full employment, the rational expectations assumption
would lead nowhere. Sraffian and Keynesian criticism of long-period
traditional theory leaves the whole marginalist approach hanging in the
air. We shall concentrate in the subsequent sections on Keynesian and
classical ideas.
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Keynes

Starting from his Treatise on Probability, Keynes’ break with received
wisdom is based on how uncertainty molds his vision and analysis of
economic problems.8 Without fully grasping the implications of uncertainty in Keynes’ work, the path is clear to assimilate his single relations
and entire construction into the ‘classical’ framework.
This is not to say that expectations and the problem of realization
were not present before Keynes, especially in the Marshallian milieu.9
As Kregel notes, after the publication of The General Theory, Keynes was
forced to clarify that ‘his innovation was not the simple introduction of
elements of uncertainty and expectations into the orthodox theory [ ... ]
but rather the recognition of the fact that any theory that took the existence of uncertainty and expectations seriously would have to formulate
decision-making processes, indeed human behavior, differently from
the traditional theory. A radical change from the orthodox formulation
of human behavior, which more resembled that of a “lunatic asylum”
than the real world, was required. It was only under such a reformulation that Keynes’s theory of effective demand could have any meaning
[ ... ]. The originality of Keynes [ ... ] is then not the simple recognition
and introduction into economics of the implications of uncertainty
and expectations, but rather the much more significant recognition
that the full implication of these aspects of real economies could not be
handled adequately within the framework of traditional theory and thus
required a completely new theoretical approach. Minor adjustments to
the orthodox theory would not be enough’.10
Uncertainty comes from continuous and unforeseeable qualitative
and quantitative changes that are the result of the uncoordinated decisions about the future that are typical of capitalism. In such a system,
the existence of a complete set of spot, future and contingent markets
is impossible and savings do not constitute specific future demands for
consumption goods. Investment decisions, the engine of the system,
must be taken in advance by entrepreneurs according to their best
estimates of an uncertain future. The result is that, to a large extent,
the future crucially depends on today’s long-term expectations and
decisions.
Money and finance are institutional proxies for the missing future
and contingent markets for products, but they cannot fill the information gap on which their existence depends. They acquire a proper
identity as a way to carry purchasing power into an uncertain future,
thus becoming alternatives to real decisions; the signals coming from
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monetary and financial markets ‘are in no sense related to the information required to lead the system to a full employment level of
investment’.11 Furthermore, these markets may work in opposite directions, to either favor or render it more difficult to base real decisions on
the best possible long-term estimates. This is the vision to which Keynes
tried to give analytical substance.
This vision has profound implications on Keynes’ economic methodology. As Kregel explains in his seminal paper on economic methodology in the face of uncertainty (Kregel 1976), Keynes regarded his
theory as general not because it encompasses all basic economic interrelations at the same time, but because it explains that the economic
system may operate at any level below full employment.12 Results are
general if they derive from a theory capable of embodying the essential
features of real systems. The reference to an uncertain world fundamentally affects the way in which Keynes models reality. Even at his simplest
expository level, the essential features of a monetary economy are taken
into account. Thus approaches such as those starting from the Robinson
Crusoe parable are incompatible with his analysis.
Moreover, Keynes’ approach is fully consistent with the methodology outlined above in Section 3.2. Since the complexity of the real
world does not permit one to handle all problems at once and requires
abstraction, according to Keynes one has first to clarify the specific
object of the analysis and then choose the set of dependent, given and
independent variables as suggested by experience.13 Different problems may need to be analyzed at different levels of abstraction, and the
same problem may be analyzed incorporating more specific features,
hence at lower levels of abstraction. As we will see below, Keynes’
method of shifting equilibrium requires the assumption of specific
dynamic paths and reactions, hence more specific hypotheses than
those required for his static or stationary equilibria. The specific question posed by the analysis determines the choice of both the concept
of equilibrium and the level of abstraction. Especially when the analysis is conducted at a high level of abstraction, in order to obtain
results that are general according to the definition illustrated above,
the causal chains must be kept short.14 As Keynes (1936, p. 297) wrote,
‘The object of our analysis is, not to provide a machine, or method
of blind manipulation, which will furnish an infallible answer, but to
provide ourselves with an organized and orderly method of thinking
out particular problems’.
The big analytical change comes from the way in which Keynes
merges uncertainty, money and decisions.15 This is best seen in Keynes’
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generalization of his theory by means of the notion of own rates of
money-interest, defined in terms of own expected returns net of carrying
costs, the appreciation relative to the common monetary standard and
liquidity premiums.16 If we consider what Minsky later called ‘positions’,
namely the series of dated cash inflows and outflows stemming from an
economic agent’s decisions,17 each position represents a specific mix of
decisions concerning production, consumption and real and portfolio
investments according to an array of own rates of money-interest. Under
the simplest expository device of the static equilibrium, where a given
and invariant set of long-term expectations is coupled with validated
short-term expectations, the equilibrium of a position is defined as the
equality among its own rates. If we allow for heterogeneous expectations across the positions, the overall competitive equilibrium does not
necessarily present uniform observable returns.18 The static equilibrium
shows in a clear way that the level of employment depends on a given
state of long-term expectations.
As Kregel (1976) shows, after the publication of The General Theory,
Keynes came to believe that he should have started the exposition with
the static equilibrium. However, he could not have dispensed with the
further steps of the stationary and shifting equilibrium that he introduced in The General Theory; in the first, the validation of short-term
expectations is relaxed, and in the second, long-term expectations may
change and may be influenced by short-term disequilibria. This latter
assumption also allows the consideration of a dynamic adjustment to
equilibrium at lower levels of abstraction, necessary to show that the
endogenous adjustment mechanisms hypothesized by the ‘classics’ and
the post-Keynes neoclassical synthesis that are capable of producing full
employment with any state of long-term expectations, do not work. The
discussion of these mechanisms in The General Theory includes the flexibility of interest rates and money wages.19
Critical to Keynes’ analysis is the nature and role of the money-rate of
interest. If, for a given state of long-term expectations, the own rate of
interest of an asset becomes inelastic before the adjustment process of the
other rates produces a full employment equilibrium, that asset acquires
the essential properties of money; multiple equilibria are then the possible
analytical outcome negated by the orthodox theory. In such a situation,
Keynes uses the stationary and shifting equilibria to show that there is
no endogenous mechanism, such as downward flexible wages, capable of
generating full employment as a general rule. When discussing equilibrium and adjustment processes, Keynes introduces money prices and their
relation with quantities.
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We defer the discussion of these aspects of Keynes’s analysis to Section
3.6, since they are the main targets of the critique leveled at Keynes
by some Sraffians, according to whom the novelty and usefulness of
Keynes’ contribution is severely limited by his persisting adhesion to
features of the traditional marginalist theory of value and distribution.

3.5

Sraffa20

Sraffa’s 1960 book has a dual purpose: to lay the foundations for a criticism
of the marginalist theory of value and distribution and to provide the solution to the problem of value within a classical framework (a problem for
which classical economists had had recourse to the labor theory of value,
though for instance Ricardo and Torrens already knew that this solution
was not adequate). The simultaneous pursuit of the two aims implies that
the formal analysis of the 1960 book can be interpreted as belonging both
to the marginalist and to the ‘classical’ conceptual framework.
Sraffa points out in his preface to the work how this may be the case.
Quite simply, the price equations (one for each process of production,
establishing the equality between the value of the product and the value
of the means of production plus the wages for the labor required plus
profits on advanced capital, at a rate of profits that is unique for the
whole economy) may be interpreted in two different ways.
First, the system of price equations can be interpreted as representing
a general economic equilibrium under conditions of constant returns to
scale, so that the other half of the general equilibrium system, namely
the quantity equations establishing the equality between quantities
supplied and quantities produced, may be considered separately. Thus,
the result at which Sraffa arrives, concerning the impossibility of establishing a monotonous decreasing relationship between the real wage
and the capital intensity of production, holds within the marginalist
framework and can be utilized for criticizing it from inside. More specifically, the critique concerns the determination of equilibrium values for
the wage rate and the rate of profits ensuring the full employment of
the ‘factors of production’ labor and capital, so that both the traditional
marginalist theory of value and distribution and the traditional (preKeynesian) macroeconomics no longer hold.21
Alternatively, we may consider the analysis as a contribution to the
reconstruction of the classical approach. In this context, the issue of value
and distribution at a given moment in time is traditionally dealt with separately from the issue of accumulation and development of the economy
over time. When considering the first issue, namely the relationships
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between natural prices and distributive variables, by means of his system
of price equations, Sraffa explicitly assumes production levels as given,
so that no assumption about returns is necessary.22 The state of technical
knowledge is also assumed as given. In this context, the analysis focuses
on the relationship between ‘natural’ (or ‘production’) prices, namely
those prices that are consistent with a uniform rate of profits in all sectors,
and the distributive variables wage rate and rate of profits.
As we may see, unlike the (marginalist) general equilibrium theory,
Sraffa’s analysis does not claim to be general, in the sense of providing a
general representation of the whole economy. It is general in the same
sense as Keynes’ analysis as discussed above, namely in dealing with the
analytical issue under consideration at a level of abstraction involving
simplifying assumptions (such as free competition) that can be relaxed
when shifting to lower levels of abstraction with no substantial changes
in the argumentation. In his 1960 book, Sraffa deals with a specific
problem, though a most important one, and through the assumption
of a given state of technical knowledge and given levels of activity in
the different sectors it ‘cuts out’ problems such as technical change and
economic growth, industrial relations and income distribution, finance
and inflation, market forms, employment and so on. The problem under
consideration is ‘cut out’ from all others in such a way that it is possible
to usefully deal with it in isolation.
Analogously, other well specified issues can be dealt with in isolation
from the issue considered here: such is the case for instance with Harrod’s
growth model (though not with Solow’s model, which relies on an inverse
wage-employment relationship which Sraffa shows to be without foundation outside of a one-commodity world); it is also the case for Sylos
Labini’s analysis of market forms based on barriers to entry or for theories
such as Hirschman’s ‘exit, voice, and loyalty’ and many others.23

3.6

Long- and short-period positions

There are different streams of Keynesians, and by their very definition they are far from univocal. We shall focus here on interpretations
internal to the Keynesian field, broadly defined so as to include American
Post-Keynesians, such as Davidson, Minsky, Weintraub; Cambridge
Keynesians, such as Richard Kahn and Robinson; and Sraffians, such as
Garegnani and Luigi Pasinetti.24
The crucial issue here concerns the connection between macroeconomics and its microfoundation and the distinction between the long
and the short period.
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Undoubtedly, The General Theory contains elements derived from
the Marshallian theory of prices. As Keynes himself made clear after
the publication of The General Theory, he did not make this choice for
any substantive theoretical reason, but instead thought it an expository
device that would ease the absorption of his new ideas by contemporary
readers, often trained on Marshall’s Principles. Furthermore, Keynes’ efficiency of capital has often been interpreted as accepting the marginalist
theory of decreasing returns. A somewhat more detailed discussion of
both matters may be useful at this point.
Some Sraffians consider the marginalist element in Keynes’ analysis
to be incompatible with the novel ideas he proposes, giving rise to an
internally incoherent theoretical framework.25 Such criticisms stem from
accepting the orthodox methodology of contrasting short-period and
long-period equilibria, thus interpreting Sraffa’s prices as long-period
prices (the center of gravitation for market prices) and Keynes’ theory as
a short-period one based on the orthodox theory of value.26 Following
Kregel (1976), we have already seen that the relevant distinction in
Keynes is between short-period and long-period expectations in the
context of his expository device based on three notions of equilibrium.
Being based on expectations and validation, none of these equilibria
imply adjustments in logical time and may thus be defined as short-period ones in the Marshallian sense. A further doubt cast upon the above
interpretation should come from the fact that in Keynes’ analysis there
is no causal link connecting income distribution to the productivity of
capital and labor; indeed, the Keynesian notion of return on capital,
as well as the very notion of capital, are quite different from the corresponding marginalist notions of capital as a factor of production and its
marginal productivity. In Keynes’ analysis, the return of capital is related
to the prices of both commodities and financial assets for any given set
of expected and realized equilibrium values; thus, the physical attributes
of the means of production that determine marginal productivity are
only one of the components of his analysis.
Although the state of long-term expectations dominates investments,
Keynes (1936, chapter 11) framed the investment demand schedule
in terms of decreasing returns and the investment supply in terms of
increasing costs, as noticed above. From the point of view of the economy
as a whole, it may be argued that higher investment by all firms increases
income and demand, so that in the long period there is no room for
decreasing returns. However, apart from the fact that some investment
may not be replicated assuming the same return (think, for instance, of
the case of railways) and that different investment projects do not offer
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the same return and may be ordered in a descending order, our main
point is that investment decisions that affect Keynes’ effective demand
are uncoordinated. As a consequence, given a general state of expectations, the individual investor knows that whenever s/he goes beyond
the expected growth of demand s/he will encounter diminishing returns.
From the same perspective, Minsky (1975) has shown how investment determination can put aside any reference to decreasing returns
and increasing costs by considering, following Keynes and Kalecki, the
increasing risks computed by both lenders and debtors in an environment characterized by uncertainty. Uncoordinated investment decisions
may thus produce validated results that fall short of full employment.
To assume coordinated decisions, as recourse to a notional long-period
equilibrium would imply is the same thing as to assume Say’s Law.
As for decisions on current production, Kregel (1985) traces back the
influence on The General Theory of the young Cambridge economists
who at the time were interested in developing the theory of imperfect
competition and Kahn’s short-period supply function in particular.27
To cut the link between monetary prices and the quantity equation,
Keynes had, in the Treatise on Money, defined equilibrium prices as
incorporating the normal (natural) rate of profit; an increase of demand
would produce extra profits that would lead to an upward revision of
production decisions in the following period. If he had incorporated a
consumption function in the Treatise, he would have transformed those
disequilibria into The General Theory’s multiple equilibria, dominated by
investment decisions. The debate on the Treatise made it evident that
Keynes had neither offered a theory of the normal rate of profit, nor
suggested a quantitative relationship between extra profits and decisions
on changes in production. He initially defended himself from the charge
of assuming constant returns to scale asserting that he had no more
sensible assumption at hand. The theory of the own rates of moneyinterest solves the first problem by making the money-rate of interest the
reference for the other own rates, which diverge from it for having their
own expected return and appreciation, as well as different carrying costs
and liquidity premiums. The adoption of Kahn’s short-term supply function was intended to solve the second problem, by connecting changes
in the own return and/or the rate of appreciation to changes in quantities. However, and independently of the criticisms of an upward-sloped
supply function when less than full employment conditions prevail, a
short-term function should have no room in Keynes’ equilibrium. As
he made clear when rejecting the interpretation of The General Theory
in terms of an ex-ante and ex-post framework, his equilibrium goes on
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unaltered as long as expectations do not change and production decisions (effective demand) are validated, as in his ‘static’ model discussed
above. A Marshallian short-term supply function is not consistent with
this definition of equilibrium and only helps to distort the interpretation
of Keynes’ theory as a Marshallian short-period one.
When production decisions are determined by demand, we do not
need an increasing supply function to determine their equilibrium
level: a markup theory could be sufficient to determine money prices.28
Consistently with Keynes’ theory, we suggest that equilibrium mark-ups
may be thought of as determined by the parameters defining the own
rates of money-interest. At this level of abstraction, we may treat the relation between costs and production not as a theoretical but as an empirical problem (Keynes 1939). The money-rate of interest thus assumes
the unifying role performed by the uniform rate of profit in the English
‘classical’ theory, instead of interest being just part of the surplus generated in production; the spreads of the own rates of money-interest over
the money-rate will then depend on their specificities and on the degree
of competition. Sraffa’s (1960, p. 33) hint at the influence of the moneyrate of interest on the uniform rate of profit is then perfectly coherent
with this reformulation of Keynes’ theory. If we assume free competition
and substitute differing individual expectations with a uniform view,
we obtain Sraffa’s uniform rate of profits as a uniform markup over the
money-interest rate.
In summary, Keynes’ theory may be purged from its orthodox
elements without twisting his arms, but following his own method and
operating within his own worldview. Keynes has led the way for the
theoretical reunification, under conditions of uncertainty, of real and
financial decisions, showing how unemployment equilibria are not the
outcome of frictions but of the physiology of an unfettered capitalism.
Post-Keynesians have built their analytical and policy contributions on
Keynes’ shoulders. Minsky, in particular, has developed Keynes’ method
of shifting equilibrium into a fertile theory of financial fragility and
instability (Minsky 1975, 1982, 1986). Kregel (1973, 1976, 1980) has
clarified what crucially characterizes the method and analysis of Keynes
and the Post-Keynesians with respect to the orthodox theory, which
cyclically resurfaces under new guises, expanding the scope of analysis
and bringing into consideration its policy implications.
Robinson maintained not only the persistent validity of this choice,
but also the existence of a basic incompatibility between Keynesian ideas
and Sraffa-type analysis, which is accepted for its critique of the marginalist theory of value and distribution, but not as a positive reconstruction
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of economics since no room is seen within it for uncertainty as well as,
correlatively, for money and finance, which according to Keynes exert
a prior influence on the real side of the economy. Robinson expressed
this point of view with characteristic vigor when rebutting the ‘Sraffian’
criticisms of the marginalist element in Keynes’s analysis discussed
above.29 Although she did not seek to limit the foundations of The
General Theory to the short period, such positions suggest there’s room
to contrast a ‘short period’ Keynesian framework with a supposed ‘long
period’ Sraffian framework.
In fact, considering Sraffa’s analysis only as a critique of the marginal
theory of value and distribution and not also as a positive contribution to the reconstruction of the classical approach means discarding its
role in clarifying the nature and effects of the ‘competition of capitals’,
which is a basic unifying force in a market (capitalist) economy.30
The ‘Sraffian’ idea of ‘long-period positions’ is born out of the idea that
the original Keynesian analysis has insufficient or incorrect micro foundations – not so much due to the adoption of a Marshallian–Kahnian
short-period imperfect competition background, but due to the relationship between the rate of interest and investments – and must therefore be inserted in a Sraffian-type analysis of relative prices and their
relationship with income distribution. This also involves an interpretation of Sraffa’s analytical schemes as determining relative prices and
their relationship with income distribution as a center of gravitation for
actual prices and for the economy as a whole.31
This is a misleading interpretation. Market prices are not a theoretical
variable in Sraffa’s analysis, so they cannot be interpreted as the ‘short
period’ counterpart to ‘long-run’ prices of production. These are simply
the theoretical variable under analysis in Sraffa’s 1960 book: neither
‘long’ nor ‘short’ period variables, they correspond to a ‘photograph’ of
the system at a given moment in time, with technical knowledge and
levels of activity taken as given.32
In fact, since production prices depend on a given technology, in
the absence of any assumption regarding returns to scale (and such an
absence is explicitly noted by Sraffa), assuming the technology as given
implies assuming the levels of activity of the different sectors of the
economy as given. This can be interpreted in two ways: as a ‘separation
of issues’ (as illustrated in Section 3.2) or, as in the case of the ‘longperiod positions’ approach considered here, as suggesting that the technological constellation constitutes a standpoint sufficiently stable for a
theory of relative prices endowed with substantive meaning. However, it
is precisely this assumption that does not stand up to scrutiny: first, the
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building blocks of a theoretical construction should not depend on an
empirical statement, such as the one concerning the relative velocity of
changes in technology compared to the velocity of the gravitation of the
market to natural prices; second, in any case, the velocity of change obviously differs among sectors, with some sectors relatively stable and others
subject to very rapid change (for instance computers). Moreover, the idea
of the gravitation process excludes any possible path dependence, while
in reality the path followed by market prices may influence techniques,
activity levels and income distribution, namely those elements entering
as givens into the determination of prices of production.
Thus, the idea of long-period positions is neither theoretically valid
nor a sound interpretation of Sraffa; more especially, in the context of
the present chapter, it is not necessary to a non-marginalist reformulation of Keynesian ideas.

3.7 The conceptual foundations of the Post-Keynesian,
Post-Sraffian approach
Let us now indicate, in extreme synthesis, the main constituent elements
of the Post-Keynesian, Post-Sraffian approach. These are the features of
reality that are deemed essential for interpreting the working of the
economy.
First, there is division of labor, hence the necessity to allow for the
existence of different commodities – so that the results of one-commodity
models which do not hold in a multi-commodity environment cannot
be accepted (which implies rejection of the whole corpus of mainstream
macroeconomics, based as it is on the inverse wage-employment relationship, which only holds in a one-commodity world).
Second, the world changes over time; we can analyze the directions
of change, but we cannot unequivocally determine by theory alone the
future course of the economy: as an Arab proverb goes, ‘those who foretell the future lie, even when they say the truth’. This is a crucial reason
for the uncertainty that surrounds economic events (and, crucially, there
are different kinds of uncertainty, as Keynes stressed with his notion
of the weight of the argument: the Knightian dichotomy between risk
and uncertainty is simplistic and misleading; expected utility models are
unacceptable as being totally unrealistic).
Third, there is the multiplicity of economic agents: they differ in the
place they hold in society, in opinions and tastes, as well as in their
expectations for the future (which are, moreover, based on different
‘weights of the argument’) and in a number of other characteristics
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which include sex, age, state of health, family environment and personal
characteristics. A one-to-one representation of reality being excluded,
economists can analyze for instance how specific characteristics affect
individual economic behavior or how ‘groups of interest’ (such as social
classes) interact in the economy. Whatever the line of research chosen,
it is essential that even when the analysis is conducted in terms of aggregates of individuals, the results should not be contradicted in a lower
level aggregation.33
Fourth, money and finance play a central role in a ‘monetary production economy’, and we must follow Minsky in rejecting the distinction
between financial and real decisions.
Fifth, competition is also a central concept: meant, as in ‘classical’ theory, as freedom of movement from one sector of activity to
another, it may be considered a limit state of the economy (absence
of any barrier to entry), with monopoly as the opposite limit state
(impossibility of entry), the general condition being one in which
barriers to entry exist but may be surmounted, albeit at a cost. This
explains, as a first approximation, the assumption of a uniform rate of
profits. In any case, in a market economy this element must be taken
into account.
There are other elements that may be added to the list; but what
matters here is the possibility of a simple thought experiment. Let us
consider whether the above conditions are satisfied for Sraffa’s analysis of
prices of production and their relationship with income distribution; for
Keynes’ analysis of the role of money and finance in the economy and
of their impact on production levels and employment; for Sylos Labini’s
oligopoly theory; for Hirschman’s analysis of exit, voice and loyalty and
so on.
Of course, in each case we have to interpret the specific analyses
not as ‘general’ theories (unless ‘general’ is conceived as endowed with
general validity in relation to the specific issue, not as providing a
general framework for dealing with all conceivable issues), but as a
specific ‘language game’ referring to a particular issue considered in
isolation. What the thought experiment shows is that all these analyses and others constitute a corpus relying on common conceptual
foundations.
These foundations also provide a criterion for interpreting the ‘background’ of such analyses, for rejecting mainstream interpretations based
on the grafting of such analyses on to the marginalist conceptual background, as well as for clarifying the reasons why the marginalist conceptual framework is to be rejected.
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Appendix
An episode in the search for a Sraffian-American Keynesian
compromise
An attempt to produce a joint document stating the foundations of a
Post-Keynesian, Post-Sraffian approach involved one of the authors of
the present essay (Alessandro Roncaglia) together with Minsky and, in
part, Kregel during a session (possibly in 1985; the typescript is undated)
of the Trieste summer school. The debate at the school was at times
rather fiery, and we thought it useful to see whether we could define
some common ground. The resulting document was a provisional draft
and no final text was agreed on. At a time in which email did not exist,
at the end of the school session it was too difficult to continue discussing
it and the attempt was abandoned. Roncaglia was responsible for the
first and the last draft of the document, so that – notwithstanding all
efforts at embodying the suggestions of Minsky and Kregel – while there
is nothing in the document with which Roncaglia did not agree, there
may still be points on which Minsky and Kregel could have had different
opinions or, more likely, would have felt the need for different forms of
expression or for qualifications.
The text was typewritten, with pencil additions and deletions. It is
reproduced below.
1. ‘Economic laws’ are ‘historically determined’.
1.1 Willingly or unwillingly, economists refer to the reality that
surrounds them.
1.2 Most of contemporary Post-Keynesian economic analysis refers
to an economic reality which Marx identified as the ‘capitalist
mode of production’.
2. Within the capitalist mode of production, social classes are basic
concepts of economic analysis.
2.1 The dichotomy of social classes – capitalists and dependent
laborers – is a good ‘astrazione determinata’; for a less abstract
analysis, rentiers and landlords should also be considered.
2.2 Class distribution of income is a central problem of economic
analysis. It influences all aspects of economic life, and is therefore relevant to the analysis of all economic problems.
3. In the capitalist mode of production, where division of labor prevails,
the behavior of the economy is determined by the interaction of
different decision-making entities.
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The analysis of the way in which economic entities take their
decisions is an essential component of economic analysis.
The constraints on the behavior of economic entities are
not ‘given by God’, but are system-level phenomena which
economic theory should try to explain.
The analysis of the behavior of individual economic entities
and the analysis of system-level phenomena are interrelated.
[Note: in current terminology, we might say that we should aim at
the integration of ‘micro’ and ‘macro’ economics].

4. The basic force producing coherence and evolution in a capitalist
system is competition.
4.1 Hence the assumption of a uniform rate of profits for all sectors
of economic activity is a good ‘astrazione determinata’. The
explanation of the level of the general rate of profits is – and has
traditionally been – a central problem of economic analysis.
4.2 The general rate of profits is a basic constraint for the behavior
of individual firms. The study of market forms is best conducted
as the study of the conditions under which individual firms are
more or less constrained by competition, as represented by this
constraint.
5. The basic instrument by which the unity of the capitalist system manifests itself is money. Capitalist economies are monetary economies.
5.1 Money and financial markets are a decisive aspect of the representation of economic activity in a capitalist economy; specifically, monetary factors influence production decisions and
income distribution.
5.2 The analysis of monetary institutions, their evolution in time,
and their influence on production decisions and income distribution does not require the development of formal models in which
relative prices and distributive variables are explicitly considered,
but it should be conducted in such a way so as to ensure compatibility with the basic ‘value’ concepts of the ‘classical’ approach.
6. The ‘capital’ debates of the 1960s have conclusively shown that
income distribution is not determined by a supply and demand
mechanism.
6.1 As a corollary of this, there is no spontaneous tendency to full
employment in a capitalist society. This is why monetary factors
can have a decisive influence on activity levels, and explain the
necessity for external intervention in the economy.
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7. Economic analysis is the basis for economic policy. This is true both
for those who wish to change the capitalist system and for those who
wish to improve its operation. There is no such thing as a ‘revolutionary’ or a ‘bourgeois’ economic theory; there may merely be a
difference in emphasis.

Notes
Thanks are due to Carlo D’Ippoliti and Cristina Marcuzzo for useful comments
on a previous draft.
1. On Sylos Labini’s economics, see Roncaglia 2006.
2. See, for instance, Davidson 1972, Minsky 1975, Weintraub 1978. We shall
not discuss the various streams of so-called New Keynesians, grafting some
‘Keynesian’ assumptions onto short-period, partial equilibrium models
(Stiglitz, asymmetric information, menu costs and so on).
3. See Roncaglia 2009a, p. 27 and the references given there.
4. By the way, the example of Harrod’s model shows that the distinction –
proposed by Garegnani and others – between a ‘core’ of economic theory
where necessary relations are possible, and the rest of economic analysis
where relations are not of the same kind is a misleading construct. See,
for instance, Garegnani 1984, pp. 296–67 and for a critique of this view,
Roncaglia 2009a, pp. 147–51. The relations between growth rate, propensity to save and the capital-output ratio within Harrod’s model are as ‘necessary’ as the relations between technology, distributive variables and prices of
production within Sraffa’s analysis.
5. For a summary illustration of the first issue see Roncaglia 1991; the second
issue is discussed from a Post-Keynesian point of view in Kregel 1971, 1972,
1973.
6. For a wider illustration of the history of economic thought that relies on this
dichotomy, see Roncaglia 2005.
7. See Sylos Labini 1985.
8. For a treatment of Keynes’ theory of uncertainty and probability, see
Roncaglia 2009b.
9. Kregel 1976 and 1977.
10. Kregel 1977, p. 498. The reference to a ‘lunatic asylum’ is Keynes’ own: in the
absence of uncertainty, since money yields no interest or profit, ‘why should
anyone outside of a lunatic asylum wish to use money as a store of wealth?,
Keynes 1937, p. 216.
11. Kregel 1980, p. 46.
12. Kregel 1976, p. 217, note 2.
13. Kregel 1976, p. 218. Tonveronachi (1983) argues that one of the main differences between A Treatise on Money (Keynes 1930) and The General Theory lies
in the different objects of the two books, namely the instability typical of
the monetary cycle for the former and the persistence of unemployment
for the latter. Experience drives the economist in choosing the object of the
analysis and the structure of the model; therefore, the latter cannot remain
unaltered when the object of analysis changes, even apart from changes
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18.

19.
20.
21.

22.
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that may intervene in the author’s interpretation of relevant aspects of
reality.
Keynes inherits the preference for short causal chains from Marshall, see
Keynes 1924; Tonveronachi 1992; Roncaglia 2004. The general equilibrium approach of the IS-LM plus labor market model proposed for example
by Modigliani (1944, 1963), as well as Hicks’ (1937) previous formulation
without the labor market, contradict Keynes’ methodology by putting all
relations at the same ‘general’ level of abstraction and constitute just a
more mathematically elegant revival of Pigou’s theory that Keynes was criticizing (see Roncaglia and Tonveronachi 1985). When Keynes deals with the
problem of flexible wages (1936, chapter 19), he has to introduce alternative specific hypotheses, thus lowering the level of abstraction of the entire
construction.
What follows draws on Tonveronachi (1983 and 1992).
Keynes (1936, chapter 17) borrows the concept of commodity own rates
from Sraffa’s criticism of Hayek (Sraffa 1932), adapting them to the own rates
of money-interest consistent with his theory.
Minsky 1975, pp. 77–92.
We must remember that the own money rates of interest embody subjective
factors, especially for expected values and liquidity premiums. This means
that for every asset, the market equilibrium is consistent with different views
(own rates), as in the bull and bear positions of Keynes’ Treatise on Money. For
a discussion of these aspects see Tonveronachi (1983, chapter 8; 1992) and
Kregel 1985. Notwithstanding these differences, the concept of equilibrium
adopted by Keynes with the own rates apparatus comes from the classical
English tradition of a uniform rate of profit.
For the Sraffian criticisms to the Pigou-Modigliani adjustment to full employment driven by changes in the distributive variables, see Section 3.5.
This section draws on Roncaglia 1975, 2009a.
See Harcourt 1972, for a survey of the ensuing debates on the traditional marginalist theories of value and distribution, and Roncaglia and
Tonveronachi 1985, for its application to traditional (both pre-Keynesian
and neoclassical synthesis) macroeconomics.
In the preface to his 1960 book, Sraffa first indicates the possibility, for a
marginalist reader, to assume constant returns (‘Anyone accustomed to think
in terms of the equilibrium between demand and supply may be inclined, on
reading these pages, to suppose that the argument rests on a tacit assumption of constant returns in all industries’), but then explicitly (to the point
of repeating in the second sentence the substance of the first sentence of
the quote) rejects the assumption: ‘No changes in output and (at any rate
in Parts I and II) no changes in the proportions in which different means of
production are used by an industry are considered, so that no question arises
as to the variation or constancy of returns. The investigation is concerned
exclusively with such properties of an economic system as do not depend on
changes in the scale of production or in the proportions of “factors”’ (Sraffa
1960, p. 5). It is worth noting that Part III of the book, to which Sraffa’s statement does not apply, concerns the ‘reswitching of techniques’, namely the
critique of the traditional marginalist theory of value and distribution – thus,
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23.
24.

25.

26.

27.

28.
29.

30.

31.
32.
33.

by the way, Sraffa’s analysis of this point cannot be considered as a direct
contribution to the analysis of technical change.
Harrod 1939; Solow 1956; Sylos Labini 1962, 1984; Hirschman 1970.
In our opinion, Kregel may be considered representative of an intermediate
position between these groups – which shows, inter alia, that these labels
should not be considered as identifying crystallized self-contained groups.
See, for instance, Garegnani 1964–65/1983, p. 58: ‘The General Theory might
be said to contain two fundamentally heterogeneous strands of thought,
the one superimposed on the other. A vision of the mode of operation of
the economic system, which is in radical conflict with that of the dominant
theory, is imposed, as if by force, upon a conceptual basis which is to a large
extent still the traditional one, thus giving rise to an inherently unstable
compromise.’
This interpretation of Sraffa’s prices is discussed and criticized in Roncaglia
2009a; we shall consider it in somewhat greater detail. Here we may notice
that, methodologically, Sraffa’s ‘multiple equilibria’ for distribution and relative prices, taking technology and the levels of activity as given, more closely
resemble Keynes’s static equilibrium than a long period as a center of gravitation for market prices.
Kahn developed this framework in his 1929 fellowship dissertation, published
later as Kahn 1989, following publication of an Italian edition edited by
Marco Dardi, in 1983.
See, for instance, Weintraub 1978.
See, for instance, Robinson 1974. See also Kahn 1984, pp. 246–67. However,
as noted by Kregel (1985, p. 138), Joan Robinson later came to suggest that
‘Post-Keynesian analysis should be extended to reconcile Keynes and Sraffa’.
On Sraffa’s positive contribution see Roncaglia 2009a. Let us note here that
Sylos Labini’s analysis of oligopoly as related to barriers to entry integrates
rather than contradicts Sraffa’s analysis, when oligopoly theory is interpreted
as determining profit rate differentials relatively to the uniform rate of profits
that would prevail under conditions of unfettered free competition.
See, for instance, Garegnani 1990.
See Roncaglia 2009a, p. 50 for more on the metaphor of the ‘photograph’.
The critique of the single representative agent is analytically equivalent to
the critique of the one-commodity assumption. See Forni and Lippi 1997.

References
Davidson, P. (1972) Money and the Real World (London: Macmillan).
Forni, M. and M. Lippi (1997) Aggregation and the Microfoundations of Dynamic
Macroeconomics (Oxford: Clarendon Press).
Garegnani, P. (1964–65 [1983]) ‘Note su consumi, investimenti e domanda
effettiva’, Economia Internazionale, 1964 n. 4 and 1965 n.4; abridged translation, ‘Notes on consumption, investment and effective demand’, Cambridge
Journal of Economics, 1978, 2: 335–53 and 3: 63–82; reprinted in J. Eatwell and
M. Milgate (eds) Keynes’s Economics and the Theory of Value and Distribution
(London: Duckworth).

Post-Keynesian, Post-Sraffian Economics

63

Garegnani, P. (1984) ‘Value and Distribution in the Classical Economists and
Marx’, Oxford Economic Papers, 36: 291–325.
Garegnani, P. (1990) ‘On Some Supposed Obstacles to the Tendency of Market
Prices towards Natural Prices’, Political Economy, 6: 329–59.
Harrod, R. (1939) ‘An Essay in Dynamic Theory’, Economic Journal, 49: 14–33.
Hicks, J. (1937) ‘Mr. Keynes and the Classics: A Suggested Interpretation’,
Econometrica, 5: 147–59.
Hirschman, A. (1970) Exit, Voice, and Loyalty (Cambridge, MA: Harvard University
Press).
Kahn, R. (1984) The Making of Keynes’ General Theory (Cambridge: Cambridge
University Press).
Kahn, R. (1989) The Economics of the Short Period (New York: St. Martin’s Press).
(Italian edition), L’economia del breve periodo, Marco Dardi (ed.) (Torino:
Boringhieri) 1983.
Keynes, J.M. (1924) ‘Alfred Marshall’, Economic Journal, 34, reprinted in The
Collected Writings of J.M. Keynes, Macmillan, 1972, vol. X, 161–231.
Keynes, J.M. (1930) A Treatise on Money (London: Macmillan) reprinted as volumes
V and VI of The Collected Writings of J.M. Keynes, Macmillan, 1971.
Keynes, J.M. (1936) The General Theory of Employment, Interest and Money (London:
Macmillan) reprinted as vol. VII of The Collected Writings of J.M. Keynes,
Macmillan, 1973.
Keynes, J.M. (1937) ‘The General Theory of Employment’, Quarterly Journal of
Economics, 51, reprinted in The Collected Writings of J.M. Keynes, Macmillan,
1973, vol. XIV, 109–123.
Keynes, J.M. (1939) ‘Relative Movements of Real Wages and Output’, Economic
Journal, reprinted in The Collected Writings of J.M. Keynes, Macmillan, 1973, vol.
VII, 394–412.
Kregel, J.A. (1971) Rate of Profit, Distribution and Growth: Two Views (London:
Macmillan).
Kregel, J.A. (1972) The Theory of Economic Growth (London: Macmillan).
Kregel, J.A. (1973) The Reconstruction of Political Economy: An Introduction to PostKeynesian Economics (London: Macmillan).
Kregel, J.A. (1976) ‘Economic Methodology in the Face of Uncertainty: The
Modelling Methods of Keynes and the Post-Keynesians’, Economic Journal,
86(342): 209–25.
Kregel, J.A. (1977) ‘On the Existence of Expectations in English Neoclassical
Economics’, Journal of Economic Literature, 15(2): 495–500.
Kregel, J.A. (1980) ‘Markets and Institutions as Features of a Capitalistic Production
System’, Journal of Post Keynesian Economics, 3(1): 32–48.
Kregel, J.A. (1985) ‘Hamlet without the Prince: Cambridge Macroeconomics
without Money’, The American Economic Review, 75(2): 133–9.
Kregel, J.A. (1995) ‘Neoclassical Price Theory, Institutions and the Evolution of
Securities Market Organization’, Economic Journal, 105(492): 459–70.
Minsky, H.P. (1975) John Maynard Keynes (New York: Columbia University Press).
Minsky, H.P. (1982) Can it Happen Again? (Armonk: M.E. Sharpe).
Minsky, H.P. (1986) Stabilizing an Unstable Economy (New Haven, CT: Yale
University Press).
Modigliani, F. (1944) ‘Liquidity Preference and the Theory of Interest and Money’,
Econometrica, 12: 45–88.

64

Alessandro Roncaglia and Mario Tonveronachi

Modigliani, F. (1963) ‘The Monetary Mechanism and its Interaction with Real
Phenomena’, Review of Economics and Statistics, 45: 79–107.
Robbins, L. (1932) An Essay on the Nature and Significance of Economic Science
(London: Macmillan).
Robinson, J. (1974) History versus Equilibrium (London: Thames Polytechnic).
Roncaglia, A. (1975) Sraffa e la teoria dei prezzi (Roma-Bari: Laterza) English translation, Jan Kregel (ed.) Sraffa and the Theory of Prices (New York: Wiley) 1978.
Roncaglia, A. (1991) ‘Sraffa’s 1925 Article and Marshall’s theory’, Quaderni di storia
dell’economia politica, 9: 373–97.
Roncaglia, A. (2004) ‘Le catene causali brevi: le variazioni di Maynard su un tema
di Alfred’, in N. Bellanca, M. Dardi and T. Raffaelli (eds), Economia senza gabbie.
Studi in onore di Giacomo Becattini (Bologna: il Mulino).
Roncaglia, A. (2005) The Wealth of Ideas (Cambridge: Cambridge University
Press).
Roncaglia, A. (2006) ‘Paolo Sylos Labini, 1920–2005’, BNL Quarterly Review,
59(236): 3–21.
Roncaglia, A. (2009a) Piero Sraffa (Basingstoke: Palgrave Macmillan).
Roncaglia, A. (2009b) ‘Keynes and probability: an assessment’, European Journal of
the History of Economic Thought, 16(3): 489–510.
Roncaglia, A. and M. Tonveronachi (1985) ‘Pre-Keynesian Roots of the Neoclassical
Synthesis’, Cahiers d’Economie Politique, 10–11: 51–65.
Solow, R. (1956) ‘A Contribution to the Theory of Economic Growth’, Quarterly
Journal of Economics, 79: 65–94.
Sraffa, P. (1932) ‘Dr Hayek on Money and Capital’, Economic Journal, 42: 42–53.
Sraffa, P. (1960) Production of Commodities by means of Commodities (Cambridge:
Cambridge University Press).
Sylos Labini, P. (1962) Oligopoly and Technical Progress (Cambridge, MA: Harvard
University Press).
Sylos Labini, P. (1984) The Forces of Economic Growth and Decline (Cambridge, MA:
MIT Press).
Sylos Labini, P. (1985) ‘La spirale e l’arco’, Economia Politica, 2(1): 3–10.
Tonveronachi, M. (1983) J.M. Keynes. Dall’instabilità ciclica all’equilibrio di sottoccupazione (Roma: La Nuova Italia Scientifica).
Tonveronachi, M. (1992) ‘Keynes and Equilibrium: A Note’, in M. Sebastiani (ed.)
The Notion of Equilibrium in the Keynesian Theory (London: Macmillan).
Weintraub, S. (1978) Capitalism’s Inflation and Unemployment Crisis (Reading, MA:
Addison-Wesley).
Wittgenstein, L. (1921) Tractatus Logico-Philosophicus (London: Kegan Paul).
Wittgenstein, L. (1953) Philosophical Investigations (Oxford: Basil Blackwell).

4
Money in The General Theory: The
Contributions of Jan Kregel
L. Randall Wray

When I was a student at Washington University, Hyman P. Minsky
handed to me a 1984 draft paper by Jan Kregel titled ‘Reading Copy. The
Multiplier and Liquidity Preference: Two Sides of the Theory of Effective
Demand’ – which would later be published in a 1988 volume edited
by Alain Barrere. It was the first time I had been exposed to a serious
exposition of Keynes’ own rates analysis. By coincidence, an office mate
was preparing to leave for his first position and he happened to have a
copy of Kregel’s The Reconstruction of Political Economy (Kregel 1973) that
he gifted to me. I then pursued Kregel’s earlier books that detailed the
Cambridge approach to capital and profit. By that time, I had been at
Washington University for two years and had absorbed what I thought
was enough of Minsky’s financial instability hypothesis as well as of
the neoclassical economics that was the mainstay of the PhD program.
Before coming to Washington University, I had been most interested in
Marxist economics and Institutionalism. I was ready for a change. I dove
into the Cambridge surplus approach.
I secretly began to prepare for a move to the Netherlands to write my
dissertation under Kregel’s direction. The thesis would integrate the two
spheres of circulation – monetary and real – in a sort of Neo-Ricardian
synthesis. I wrote to Kregel and prepared a Fulbright dissertation fellowship application to the Netherlands. I began to study Dutch. Somehow,
Minsky found out and called me into his office. I expected the worst, but
instead found enthusiastic support. He told me Kregel was his friend (I
had no idea how small the Post-Keynesian world was), and he grabbed
the phone and dialed Groningen. After a minute, he handed the phone
to me. I got my first disappointment: Kregel said it all sounded fine, but
he was moving to Bologna, Italy. Minsky excused me to talk more with
him. When Minsky brought me back into his office, I told him I had no
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interest in going to Italy; he insisted I must. I revised my application and
we enrolled together in an Italian class at Washington University. He
was hopeless at foreign languages but I was a bit better. I – somehow –
successfully defended the dissertation proposal even though I’m sure
that Minsky and Steve Fazzari were the only faculty who had any idea
what the heck I was doing.
I arrived at Bologna the next year and got my second disappointment after I explained the thesis to Kregel. ‘Oh, I don’t do that stuff
anymore’, he said. I persevered. Early in the fall semester he got a desktop
computer – an Olivetti – the first I’d ever used. I finished up the dissertation in early spring and printed a copy. And then I somehow managed
to reformat the computer’s hard drive, erasing everything. However, I
had the one copy, which I presented to Minsky, who was visiting in
Siena. I then met with him and he handed it back. There was red ink on
every page – the only manuscript I’ve seen that Minsky actually seemed
to have read cover to cover (he left drawers full of manuscripts with his
scribbles on the first couple of pages, apparently abandoned and filed
without sending comments to the authors). He said it would be too difficult to get the dissertation through the department. However, he told
me one chapter could be expanded into an acceptable dissertation – the
one on endogenous money.1
I went back to Bologna, and Kregel helpfully recommended Hartley
Withers, which led to all the early stuff on the nature of money. He also
explained bills of exchange and the operation of the sterling standard.
Otto Steiger visited with a novel reconstruction of the origins of money.
That led to Knapp and Keynes’ Treatise. Even more usefully, Kregel guided
me back to chapter 17 and renewed my appreciation for Minsky’s work
on Keynes. For about a decade, Kregel sent to me everything he wrote
for editing and comments. And he edited my early papers – sometimes
completely reorganizing them in an evening. Minsky often introduced
me as Kregel’s student – untrue, but not incorrect – although Minsky
also influenced me much more than he probably knew.
A few years after leaving Bologna, I wrote a paper arguing that there
are three sides to the theory of effective demand: the multiplier, liquidity
preference and endogenous money. Kregel objected: but how can you
have three sides of a coin? Fair enough. What I was trying to do was
to broaden our definition of money in the same way that Keynes and
Kregel were allowing for the full range of assets – each of which has a
demand price and an own rate. Money is endogenous, but not horizontal. It was a way to get around the horizontalist rejection of liquidity
preference theory. I made use of Kenneth Boulding’s notion of a desired
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liquidity ratio – related to Keynes’ liquidity preference theory – and I
made the quantity of various kinds of money endogenous, depending
on bank demand for assets. Issuing money, in turn, affects prices of the
full range of assets. I concluded:
There can be no difference between asserting that an increase in the
diversity of null prices between banks and borrowers will increase
the quantity of money and ‘bonds’ until null prices of lenders and
borrowers are equalized (the endogenous money story); or that
when the marginal efficiency of investment is driven back down to
the interest rate, where demand prices of capital equal supply prices
(the liquidity preference story); or that when the demand price of
investment exceeds its supply price, investment occurs until income
is raised through the multiplier to equate saving and investment (the
multiplier story). Thus, there are three sides to the Keynesian effective
demand coin, rather than Kregel’s two sides. (Wray 1992)
In this chapter, I will focus on Kregel’s contributions on the treatment
of money in The General Theory. This will require some discussion of the
Cambridge revolutions of thought before and after The General Theory –
which will take me back to Kregel’s earlier work that first caught my
attention. Along the way, we’ll see why Kregel moved some distance
away from the Cambridge approaches – particularly the contributions
by Robinson and Sraffa. However, the early work is important in terms
of its critique of Marshall’s supply and demand approach, which showed
up in The General Theory and weakened Keynes’ exposition.

4.1

The price of money: supply and demand approaches

What is the ‘price’ of money? In orthodoxy, money’s value is determined
relative to the goods and services for which it is exchanged. We begin
with the quantity equation; if velocity is stable and if the ‘free market’
produces the full employment level of real output, then growth of the
money supply equals growth of the aggregate price level. However, this
is an identity. The Cambridge economists transformed the identity into
a Marshallian supply and demand exercise. Money is demanded for
transactions, which is related to nominal income or output. Growth of
money supply that exceeds growth of money demand – given growth of
real output – will push up prices and nominal output. Friedman revived
the quantity theory along these lines, with nominal income adjusting
to a disequilibrium between money supply and money demand.
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Inflation – that is, a decline in money’s value – is ‘always and everywhere’ a monetary phenomenon.
However, in the Keynesian approach, the ‘price’ of money is usually
taken to be the interest rate – which is the opportunity cost of holding
money over earning assets. Or, as Keynes said, the ‘money-rate of
interest ... is nothing more than the percentage excess of a sum of money
contracted for forward delivery, e.g. a year hence, over what we may call
the “spot” or cash price of the sum thus contracted for forward delivery’
(Keynes 1964, p. 222). In chapters 13 and 15, he defines it as ‘the reward
for parting with liquidity for a specified period’ and as ‘the “price” which
equilibrates the desire to hold wealth in the form of cash with the available quantity of cash’ (Keynes 1964, p. 167). This leads to a Marshallian
‘demand and supply’ approach: the demand for money confronts the
supply of money to determine the interest rate.
Keynes then discusses the usual three motives for holding money that
lie behind the demand curve – transactions, precautionary and speculative motives. He does not discuss the money supply in the same detail,
although in a footnote he says that while the line between ‘money’ and
‘debts’ can be drawn arbitrarily he will ‘assume that money is coextensive with bank deposits’. Notwithstanding that definition, he also uses
the terms ‘cash’ and ‘liquidity’ almost interchangeably with ‘money’ in
these two chapters. While he does not clearly – or at least consistently –
take the money supply as ‘given’, it is not difficult to interpret the exposition along the typical textbook lines. One needs only to squint to find in
chapters 13 and 15 a downward sloping money demand curve crossing
a vertical money supply curve, with the intersection determining the
interest rate.
However, that did not sit well with everyone. Recalling that Keynes
assumed that money is ‘coextensive with bank deposits’, then a fixed
money supply means that somehow banks do not respond to ‘money
demand’. In the US, the textbooks resolved that by adopting an exogenous money supply in the sense that the central bank controls bank
creation of demand deposits through control over reserves. We won’t
go into this in detail, but that supposition can be attacked from many
angles. A survey of Keynes’ writings outside chapters 13 and 15 reveal
that he did not have a ‘deposit multiplier’ view of bank money. Tobin and
his students challenged the deposit multiplier in the ‘new view’. Tobin
also argued for interdependence of the supply of money and spending
in two of his famous papers.2 Gurley and Shaw (1960), Rousseas and
Minsky (1957) all provided analyses in the 1950s that cast doubt on
a simplistic deposit multiplier. Kaldor (1970) reversed the direction of
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causation, arguing that a stable deposit multiplier is simply evidence
that the central bank provides reserves on demand. Goodhart (1975)
also stands out as a textbook writer who rejected the US deposit multiplier notion. Indeed, as I showed (Wray 1990), the ‘endogenous’ money
view has usually been dominant. (See also Cramp 1962.). Finally, even
if money is ‘exogenous’ in the control sense (through the deposit multiplier), that does not make it exogenous in the relevant ‘theoretical’ sense
that the curves are independent. As Cooley and Leroy argue, it is highly
unlikely that central banks ignore shifts of money demand – since they
are concerned with interest rate effects (even if they are not targeting
interest rates) – so money supply would probably also shift. (One could
argue that the central bank should ignore money demand, but that is a
policy recommendation) (See Wray 1990).
In the Post-Keynesian literature over the past quarter century, the
problem has been resolved with a horizontal money supply curve, so
that ‘money demand determines money supply’. That leaves the interest
rate up in the air; however, we can take the central bank’s target rate as
the exogenous cost of reserves. Following Moore (1988) the loan rate of
interest is determined as a markup over the policy rate and the deposit
rate of interest is a mark-down below the policy rate. Moore distinguished
between retail and wholesale markets for both loans and deposits, but
that is not important for our discussion here. We take the supply of
reserves provided by the central bank as well as the supply of loans and
deposits from banks as ‘horizontal’ at the respective interest rates. In
turn, the demand for reserves, loans and deposits determines quantities
not ‘prices’ (interest rates). All of this is consistent with a Marshallian
approach as modified by Post-Keynesian extensions that bring imperfect
competition and price-setting behavior into the analysis (See below).
Other interest rates are determined by expectations theory: since the
overnight rate is determined by the central bank, expectations of future
policy would go into determining rates on longer maturities.
This led at least some Post-Keynesians to reject Keynes’ liquidity preference theory on the argument that it relies on a fixed money supply (See
especially Lavoie 1985 and Moore 1988). They have interpreted Keynes’s
liquidity preference theory to be a theory of money demand –which is
not hard to do if one focuses on the supply and demand approach of
chapters 13 and 15. Note that the horizontalist approach really has a
different time dimension in mind. Keynes’ exposition is based on a stock
approach: the interest rate equates the stock of money with the demand
for money to hold. The horizontalist approach is based on a demand
for money in order to spend it (money ‘on the wing’); banks respond
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to that by increasing the flow supply of deposits. There has been some
effort to link this to Keynes’ fourth motive for holding money, which
he added after The General Theory, the finance motive (Davidson 1965;
Keynes 1973). This is a demand to hold money in advance of planned
spending. Keynes argued that if banks lend to satisfy this motive, there
is no pressure on the interest rate. Horizontalists argue that banks will
always do so, hence, an increase in the demand for loans will not pressure interest rates. While these are very similar arguments, they are not
quite identical. Keynes’ finance motive is still related to a desire to hold
money (even if only for a short period), while Post-Keynesians relate this
‘money demand’ to a desire to spend money.
The important point is that the horizontalist approach rejects a money
supply and demand approach to determination of interest rates, substituting a markup over the central bank’s policy rate. The interest rate is
thus ‘exogenous’ but the money supply is ‘endogenous’, determined by
money demand.

4.2 The Cambridge revolutions in theory and the rise of
Post-Keynesian Economics
However, Kregel argues that the typical Keynesian approach to the price
of money conflicts with the thrust of the developments at Cambridge
that led to two revolutions in theory: capital theory and the Keynesian
revolution. Ironically, the markup approach to interest rates is tangentially related to a third Cambridge revolution, Robinson’s theory of
imperfect competition; however, that was a revolution that failed. As
Kregel recounts, Robinson refused to republish her book3 and tried to
recant – she had been trying to ‘fix a problem that could not be fixed’
as Kregel puts it. In a sense, all three of these revolutions were trying
to ‘fix’ Marshall, but two of them were supposed to ‘fix’ Keynes, too.
The Cambridge approach to imperfect competition was an attempt to
‘generalize’ The General Theory by relaxing the assumption of perfect
competition; the Cambridge approach to capital theory was an attempt
to extend Keynes to the long run by dropping the assumption of a fixed
capital stock. Let us first focus on the problems with supply and demand;
we then move on to capital theory and the Keynesian revolution.
As Kregel argues, Marshall applied the demand and supply scissors to
virtually everything, although he was well aware of the fundamental
problem: except for very small perturbations around equilibrium, a shift
of one function is likely to affect the other and would impact other
markets as well.4 At best, the supply and demand approach could tell
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partial equilibrium stories – where, say, a decline of the demand for fish
on Friday afternoon could not reduce the quantity supplied, nor is a
decline in the income of fishermen allowed to affect aggregate demand.
Otherwise, the decline of fish demand would affect fish supply and
supplies and demands in other markets as well.
To try to get around the interdependence of supply and demand,
Marshall distinguished among the market period, the short period
and the long period. In the market period, the supply is determined so
demand determines price. In the long period, fluctuations of demand
average out, so supply drives prices that must cover costs and normal
profit. In the short period, output can be adjusted, although capacity
cannot. How do you move from the market period, where we can assume
that demand and supply are independent, to the short and long periods
where they are not independent? Further, how do we transition from
the short period in which capacity is fixed, to the long period where it
is not?
Cambridge economists (and others) engaged in the debate about
Marshall’s theory of the firm. As Kregel (2006) recounts, they questioned
the real world reality of the (neo) classical assumptions of increasing
and (eventually) decreasing returns. Robinson, in particular, argued that
‘what was really was wrong with Marshall’s theory was that it was a theory
of perfect competition and, once we move to imperfect competition, we
no longer have difficulty’5 (Kregel 2006). Kahn tackled Marshall’s short
period, developing the employment multiplier to describe the process
through which output expands as we move from the market period
to the short period. Hicks applied marginal analysis to develop the
notion of elasticities of substitution in the labor market, with Kahn and
Robinson engaging him in the journals. Work on distribution and the
long period in which capital is not fixed led to Post-Keynesian growth
theory. While Sraffa had long before destroyed the orthodox theories of
capital, growth and factor substitution, his work was revived in the ‘two
Cambridges’ debate of the 1960s. In an important sense, then, two of
the Cambridge revolutions grew out of critiques of Marshall’s demand
and supply approach: imperfect competition and capital theory.
Keynes had adopted the Marshallian approach in his Treatise on
Money with the fundamental equations determining prices. The price of
consumption goods is basically determined by efficiency wages adjusted
by the imbalance between savings and investment (which affects profits).
While Keynes later claimed that he was a ‘quantity theory’ economist
in the Treatise on Money, the quantity of money does not appear in price
determination. However, he also said that the Treatise on Money takes
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output as given and then works out how a profits disequilibrium leads
to adjustment. Hayek criticized Keynes for having no capital theory –
proclaiming that you cannot have a price of investment goods if you do
not have a theory of capital (Kregel 2006). Keynes recognized the weakness when he later admitted that he had failed to distinguish the price of
assets (including capital) from the price of debts. In The General Theory,
he attempted to resolve that problem, with asset prices related to the
marginal efficiencies while debts are related to the interest rate in order
to distinguish between ‘results due to a change in the rate of interest
and those due to a change in the schedule of the marginal efficiency of
capital’ (1964, p. 174).
According to Kregel (2006), before The General Theory, Keynes did not
know how to respond to Hayek, so he called on Sraffa. In his response,
Sraffa destroyed not only Hayek but also the Marshallian supply and
demand approach using the own rates of interest idea that he and Keynes
(and Fisher) had developed for analysis of forward prices in commodity
markets (and for exchange rates). The movement from short-period to
long-period analysis requires an ‘inter- temporal theory of value with
prices for today, for tomorrow and for the day after tomorrow. All rates of
own interest are differences between prices today and prices tomorrow.
An interest rate is the difference between the price of money today
and the price of money tomorrow’ (Kregel 2006). Taking production
costs and (equal) profit rates as given, Sraffa determines prices without
demand. He throws out production functions, distribution according
to marginal contribution and factor substitution. Commodities are
produced by means of commodities, and it is not really necessary to
separate ‘capital’ from ‘labor’ since capital is just dated labor inputs that
are grossed up by a profit rate. The value of capital – necessary for determining the profit rate – depends implicitly on prices that are determined
by wages. A change of wage rates or profit rates changes the prices and
values of every commodity. This is the Sraffian analog to interdependency of supply and demand, which destroys both the ‘labor market’ and
the ‘capital market’ demand and supply scissors: it is not possible to
claim that flexible wage rates will clear the labor market, nor that flexible interest rates clear the capital market.
While Robinson’s imperfect competition approach proved to be
a dead-end, it lived on in Post-Keynesian Economics in the form of
Kalecki’s markup. The capital revolution not only provided the grounds
for battling neoclassical distribution theory but Sraffa’s own rates analysis played a big role in Keynes’ own revolution. Keynes’ problem in
The General Theory was not that he accepted perfect competition but
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rather that he yielded too much to those pushing him to use supply and
demand.

4.3

Money and effective demand

While all this was useful, it was not quite what Keynes wanted – a monetary theory of production. He wanted production to begin and end with
money, and he wanted a theory of the determination of employment
and output as a whole. As Kregel notes, Keynes consistently argued that
money ‘becomes the real factor, rather than being simply the nominal
factor or a veil that hides these things’ (Kregel 2006). In The General
Theory’s exposition, money determines ‘the behavior of the real factors
such as output and employment in the economy’ (Kregel 2009, p. 9).
Further, ‘it was Keynes’s contention that the economy could achieve
an equilibrium state at any level of output, so in monetarist terms the
natural rate of unemployment was not unique, just as the natural rate
of interest was not unique. If output was constrained by demand, then
policy could improve the outcome of the market without necessarily
creating an impact on prices’ (Kregel 2009, p. 4).
How did Keynes do it? He used two approaches in The General Theory.
The first and better known method was a (non-Marshallian) aggregate
supply (Z curve) and aggregate demand (D curve) approach to effective demand. This is introduced in chapter 3. The Z curve represents
‘the aggregate supply price of the output from employing N men’ while
the D curve shows the ‘proceeds which entrepreneurs expect to receive
from the employment of N men’. Note that unlike the Keynesian Cross,
Keynes’ exposition has employment on the horizontal axis and expected
or required money proceeds on the vertical. In chapter 4 he explains
why he uses only two units of measurement: ‘quantities of moneyvalue’ (wage unit) and ‘quantities of employment’ (labor hour), thus
evading the problem with orthodoxy’s capital theory that Sraffa identified (Keynes 1964, p. 41.) His supply price is determined as the ratio of
expected net proceeds plus user costs over output, with all variables a
function of employment.
Later, in chapter 20, he introduces the ‘employment function’ that
relates ‘the amount of the effective demand, measured in terms of the
wage unit, directed to a given firm or industry or to industry as a whole
with the amount of employment, the supply price of the output of which
will compare to that amount of effective demand’. He explains that his
employment function is superior to the ‘ordinary supply curve’ which is
liable to shift every time aggregate output changes and to the ‘ordinary
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demand curve’ that ‘has to be re-drawn if the incomes change’. Hence,
he resolves the Marshallian problems (without Sraffa).
Effective demand (and employment) is determined where the D and Z
curves cross. Aggregate demand has two components, spending that is a
function of income (‘available’ goods and services in the terminology of
the Treatise on Money) and autonomous spending (‘nonavailable’). Since
the propensity to consume is less than one, a demand gap must be filled
by autonomous spending; the problem is that autonomous spending is
not necessarily at the level that would give full employment. Further, if
the point of effective demand is below the full employment level, there
are no market forces to move it to full employment.
In a somewhat strange chapter 2, Keynes offers up several arguments
as to why labor market dynamics cannot eliminate unemployment. He
accepts the first ‘classical postulate’ that the real wage equals the marginal
productivity of labor, but rejects the second postulate that the real wage
equals the marginal disutility of working, which just sets the lower bound
workers will accept. Much of his discussion in the chapter is based on
casual observation: workers do not bargain over the real wage, and they
do not quit their jobs when prices of consumption goods and services
rise (implying the real wage must have been above the lower bound).
However, at the end of the chapter he finally gets to the main point,
which is that the classical assumption that the real wage must settle at
the market clearing level implies that supply creates its own demand:
the whole of the costs of production must be spent in the aggregate on
purchasing the output. That means that the Z curve lies on top of the D
curve and violates Keynes’ assumptions adopted in chapter 3 that there
are two kinds of demand and that the propensity to spend out of income
is less than one. Consequently, the labor market supply and demand
curves do not operate to clear the labor market since employment is
determined by the point of effective demand.
Finally, Keynes’ chapter 20 also explains that the elasticity of output
is normally between zero and one; when it reaches zero, an increase
of effective demand only raises price and when it reaches one, rising
effective demand only increases (real) output. Normally we are between
the extremes, so both quantity and price increase with the share of an
increase of effective demand going to prices versus quantity adjustment
depending on aggregate unemployment but also on where the demand
is directed since each sector will have its own elasticity of output and
make its own weighted contribution to the overall price level.
Keynes and his ‘circus’ thought this demand and supply exposition
would be comprehended immediately by his readers (Kregel 2006).

Money in The General Theory

75

With the vantage point of over 75 years of experience, we know that
was not true. The employment function was dropped, while the D and
Z curves morphed into the Keynesian Cross. The labor demand and
supply exposition of chapter 2 became a sticky wages cause unemployment argument. The chapters 13 and 15 approach became a sticky interest
rate (liquidity trap) causes unemployment argument. The chapter 20
exposition was abandoned in favor of a simplistic Phillips Curve.
Keynes made matters worse by unnecessarily adopting the supply and
demand approach to labor markets (chapter 2), to money (chapters 13
and 15) and to investment. His simplification of the investment decision to a comparison of the mek (a demand for capital) against ‘the’
interest rate made it relatively simple to reconcile The General Theory
to orthodoxy. For example, Hicks used the ‘money market’ as the basis
for the LM curve and the investment-interest rate relation for the IS
curve; Patinkin added the ‘labor market’ to restore full employment as
the unique equilibrium.
According to Kregel, these openings for bastardization of Keynes
resulted at the urging of Robinson, Kahn and Harrod to ‘keep it simple,
in terms of supply and demand’ (Kregel 2006). By contrast, Sraffa
pushed Keynes to drop all the supply and demand and to develop the
argument in terms of the own rates that he had used against Hayek
and Marshall. In the end, Keynes followed both – contrary – sets of
advice. The Sraffa version is contained in chapter 17, which was virtually ignored until the ‘fundamentalist Keynesians’ such as Davidson,
Minsky and Kregel made it the centerpiece of their analyses. Even
Keynes’ aggregate demand and supply (D and Z curves) approach
proved to be too much for orthodox Keynesians. Practically, the only
thing they adopted in the neoclassical synthesis was the spending
multiplier, which was not Keynes’ contribution and, which according
to Kahn, was not even necessary for The General Theory’s arguments.
As Kregel recalls, Kahn put it this way: ‘We included the multiplier in
order to be able to influence policy by getting government to spend
some money, by showing how much employment it would generate; it
had nothing to do with output – really we could have done the theory
without it’ (Kregel 2006).

4.4

Money in value theory

Many credit Keynes for making the distinction between the ‘value theory
of the firm, or economics, and the theory of money and cyclical fluctuations, or applied economics, which is where the real economics was
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done. We now think of these areas as macro theory and micro theory’
(Kregel 2006). Keynes put it this way in The General Theory:
One of the objects of the foregoing chapters has been to escape from
this double life and to bring the theory of prices as a whole back to
close contact with the theory of value. The division of Economics
between the Theory of Value and Distribution on the one hand
and the Theory of Money on the other hand is, I think, a false division. The right dichotomy is, I suggest, between the Theory of the
Individual Industry or Firm and of the rewards and the distribution
between different uses of a given quantity of resources on the one
hand, and the Theory of Output and Employment as a whole on the
other hand. So long as we limit ourselves to the study of the individual industry or firm on the assumption that the aggregate quantity of employed resources is constant, and, provisionally, that the
conditions of other industries or firms are unchanged, it is true that
we are not concerned with the significant characteristics of money.
But as soon as we pass to the problem of what determines output
and employment as a whole, we require the theory of a Monetary
Economy. (Keynes 1964, p. 293)
What Keynes is trying to do, in fact, is to end the confusion over which
‘side of the moon’ we live on (Keynes 1964, p. 292). Orthodoxy had
reserved its monetary analysis to inflation and cyclical fluctuations away
from equilibrium – one side of the moon – and its analysis of production
and distribution to value theory, on the other side of the moon. Keynes
would synthesize the two, with his theory of the ‘monetary economy’
remaining ‘a theory of value and distribution and not a separate “theory
of money”’ (Keynes 1964, p. 294). Kregel put it this way: in The General
Theory, ‘The real value theory is the theory that starts with money, so
basic price relationships go back to the interest rate’ (Kregel 2006). Or,
again, money is the real factor and ‘[s]o long as there exists any durable
asset, it is capable of possessing monetary attributes and, therefore,
of giving rise to the characteristic problems of a monetary economy’
(Keynes 1964, p. 294). Paramount among those problems, of course, is
involuntary unemployment and excessive income inequality (as Keynes
discusses in chapter 24) as well as instability (as Keynes discusses in
chapter 12, extended by Minsky throughout his career).
The two sides of the moon are brought together in chapter 17. Supply
and demand are dropped in favor of Sraffa’s own rates, that again go
back to earlier work on commodities markets, foreign exchange markets
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and Keynes’s development of the interest rate parity theorem. In The
General Theory (especially in chapters 16 and 17), Keynes makes references to his prior work, as Kregel argues:
For example, the definition on the first page of chapter 17 of ‘[t]he
money-rate of interest – we may remind the reader – —is nothing
more than the percentage excess of a sum of money contracted for
forward delivery, e.g. a year hence, over what we may call the “spot”
or cash price of the sum thus contracted for forward delivery’ (CWK
7, p. 222). Keynes also notes that every commodity can be expressed
in this fashion and that ‘for every kind of capital-asset there must
be an analogue of the rate of interest on money’. (ibid., pp. 222–23)
(Kregel 2010, p. 249).
Keynes then uses his analysis of different currencies in the Tract as a
template for the analysis of the different own rates on the individual
efforts of investors. Indeed, he alerts the reader that he is doing this
by pointing out that ‘It may be added that, just as there are differing
commodity rates of interest at any time, so also exchange dealers are
familiar with the fact that the rate of interest is not even the same in
terms of two different moneys, e.g. sterling and dollars. For here also
the difference between the “spot” and “future” contracts for a foreign
money in terms of sterling are not, as a rule, the same for different
foreign moneys (ibid., p. 224)’. (Kregel 2010, p. 249).
Following his interest parity analysis, Keynes notes that just as currencies can appreciate or depreciate relative to one another, for assets there
will be an expected appreciation or depreciation in terms of the national
money of account – what he terms ‘a’. There is also a carrying cost, ‘c’,
that is the analog to the carrying costs of stocks of commodities. And
there is a ‘q’ – yield or net return – that will be produced over time.
Finally, Keynes defines ‘l’ as a premium ‘that attaches to assets as determined by a preference to hold them rather than other similar assets’
(Kregel 2010, p. 251). This is determined by liquidity preference.
Thus Keynes provides a full specification of the returns that will attach
in some degree to all investments as given by the difference between
spot and forward prices in terms of the three attributes, q, c and l,
all of which are themselves expressions of the impact of the future
on the present. The adjustment to equilibrium comes via an analysis
of the movement of the a factor. Keynes thus provides a system in
which the own rate of own return for every investment possibility, r,
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is adjusted by a, the discount or premium, and will be determined by
the relative importance of q, c and l. (Kregel 2010, p. 251–52)
Townshend called this a liquidity preference theory of asset pricing, or
of value. While we could in principle choose any asset as the standard
of value, Keynes chooses money and its return (the marginal efficiency
of money) as the ‘rooster’. This is because of money’s special properties
that generally ensure that its own rate (the MEM) falls more slowly as its
supply expands in comparison to all other commodities. ‘In other words,
the present money-price of every commodity other than money tends to
fall relatively to its expected future price. Hence ... a point comes at which
it is not profitable to produce any of the commodities, unless the cost of
production at some future date is expected to rise above the present cost
by an amount which will cover the cost of carrying a stock produced now
to the date of the prospective higher price’ (Keynes 1964, p. 228).
This gives Keynes his formal definition of a monetary economy – i.e.,
one in which expectations of the future determine present decisions, as
one in which there is an asset whose rate of return declines more slowly
than all others in the presence of an increase in demand (or, alternatively, the definition of a nonmonetary economy as one in which there
is no asset whose liquidity premium is greater than its carrying costs).
‘In such an economy, there is no guarantee that all rates of return will
come into equality at a level of investment that produces full employment. Conversely, where this conditions [sic] is not met, investment will
continue until all resources have been employed – which might require
an increase in the employment of labor to produce money’ (Kregel 2010,
p. 253).
Money plays a role of its own – ‘The money-rate of interest, by setting
the pace for all other commodity rates of interest, holds back investment in the production of these other commodities without being
capable of stimulating investment for the production of money, which
by hypothesis cannot be produced [with labor]’ (Keynes 1964, p. 235).
Note that here Keynes is not arguing that the quantity of money is fixed,
but rather that unemployed labor cannot be diverted to its production.
Hence, we are stuck: ‘Unemployment develops, that is to say, because
people want the moon; men cannot be employed when the object of
desire (i.e. money) is something that cannot be produced and demand
for which cannot be readily choked off’ (Keynes 1964, p. 235). This is
not because of problems in the labor market (that is, a sticky wage, or
money illusion) but because of liquidity preference that keeps effective
demand too low.
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As Kregel concludes:
[W]hat Keynes was trying to do was to develop the monetary side,
or, if you like, a monetary equivalent of Marshall’s real value theory.
Keynes frequently describes his theory as the theory in which money
becomes the real factor, rather than being simply the nominal factor
or a veil that hides these things. This is something I like to stress in
my own writings: ... The real value theory is the theory that starts with
money, so the basic price relationships go back to the interest rate.
(Kregel 2006)

4.5

Commodity money?

What is money? Keynes has adapted the commodity own rates of
interest analysis that Sraffa used in his ‘production of commodities
by means of commodities’ for his monetary theory of production.
He makes it clear that the defining characteristic of money is that
its liquidity premium is greatest relative to its carrying cost. In addition, its elasticity of substitution and production are near to zero, so
that when the demand for money rises, liquidity preference cannot be
satisfied by substitution into another asset nor can it be satisfied by
diverting employment to its production. However, Keynes notes that
in some conditions, some other asset might take money’s place. Most
importantly, this would occur if wages become ‘unstuck’ in money
terms. He also refers to the traditional fascination with gold, which
shares with money a relatively inelastic supply in the face of rising
demand.
Indeed, Hayek had suggested that on a gold standard, unemployment
could be reduced by diverting labor to gold mining. The problem is that
gold reserves are not distributed in a manner that would make it practical to relieve unemployment through mining.
Note that Sraffa struggled to define a standard commodity to deal with
the aggregation problem. Along related lines, composite commodity
currency proposals were popular during the Great Depression (and
occasionally rise to the surface again). A commodity-backed currency
could relieve unemployment since labor could be directed to produce
the basket of commodities. Further, the state could operate a commodities buffer stock policy to stabilize the currency’s value – standing ready
to buy if the underlying commodities were falling in price or to sell if
prices were rising. In that manner, full employment and price stability
could be achieved.
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Keynes had suggested that unemployment could be resolved by hiring
labor to bury money that would be ‘mined’ by prospectors. In that way,
the ‘money commodity reserves’ could be properly distributed – in
holes – where unemployment is high, in a manner that gold reserves are
not. However, for Keynes, that would be a last resort to be undertaken
only if the state could not come up with a better use for labor resources.
Why not, instead, hire labor to do useful things, and pay workers for
their efforts? Kregel ties this to Minsky’s Employer of Last Resort (ELR)
proposal in which government would stand ready to offer an infinitely
elastic demand for labor at a fixed (but presumably adjustable to maintain real purchasing power) basic wage. In this way, full employment is
achieved without pushing up wages and prices because those employed
in the program act like a commodity buffer stock – government ‘buys’
labor when there is downward pressure on money wages or ‘sells’ labor
when there is wage inflation. The currency is effectively tied to labor,
anchored by the basic wage (Kregel 2008, pp. 141–142).

4.6

Stabilizing exchange rates

Turning to the foreign exchange value of the currency in a post-gold
standard world, in the Tract Keynes still ‘endorses the general validity
of the quantity theory’, with the goal of ‘controlling the money supply
to produce domestic price stability to produce stability in the international purchasing power of money – purchasing power parity’ (Kregel
210, p. 243). (Note that purchasing power parity was to be achieved by
policy intervention rather than through market forces). To deal with
exchange rate risk, Keynes recommended ‘the use of forward foreign
exchange markets’ to hedge the risk. This led to the interest rate parity
theorem ‘according to which the forward discount or premium to the
spot exchange rate will be determined by the interest rate differential
between the currencies’ (Kregel 2010, p. 244). As Kregel argues:
The important point to note here is the formulation of the problem
in terms of spot versus forward prices representing the preference for
holding one asset rather than another, and the idea that a change in
interest rates will create an incentive to take action that brings the
relation back into equality. Thus, if a change in the domestic interest
rates causes the interest rate differentials to change, it will be profitable to act in the forward market to arbitrage the discrepancy between
the forward market and the loan markets in the two countries. If there
is a decline in domestic interest rates, the cost of providing forward
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cover falls, so the existing quote for the forward rate is overvalued,
and profit can be made by selling foreign currency in the forward
market and by borrowing domestic currency and selling it at the spot
rate for foreign currency, investing it at the foreign interest rate, and
delivering it forward. Doing so will increase the supply of forward
foreign exchange, driving down the forward rate and increase the
demand for spot foreign exchange, pushing up the spot rate. At the
same time it increases the demand for domestic borrowing and the
supply of foreign loans, increasing the interest rate on the former and
decreasing it on the latter. This combination of actions corrects the
mispricing of forward foreign currency. If the domestic borrowing
rate is fixed, then it is the foreign rate and the spot and forward prices
that adjust. (Kregel 2010, p. 245)
However, in the Treatise on Money, Keynes ‘rejects the quantity theory
as the basis for the impact of money on prices, instead formulating the
price equations’ as discussed above (Kregel 2010, p. 245). The analysis
of different currencies provides the basis for The General Theory’s exposition of the own rates – breaking the direct link between the quantity of money and the price level. Without the quantity theory, how
can we ground the exchange rate in the absence of a gold standard?
Clearly, we cannot do it by controlling the money supply, and hence
domestic prices. One way is to peg to a foreign currency. Throughout his
career, Keynes argued for a ‘managed currency’ rather than a strict peg.
The notable exception was his Bancor proposal with fixed but adjustable rates offered as an alternative to the USA plan based on a dollargold standard – a topic beyond the scope of this chapter. But is there an
alternative?
Pegging the exchange rate reduces the domestic policy space available
to use expansionary monetary and fiscal policy to achieve full employment. It makes sense to peg to gold if unemployed labor can be hired
to mine gold. Since the wages can be paid – in a sense – out of the gold
that is mined by the labor, there is little danger that additional employment would threaten the peg. Likewise, if a nation pegs to, say, the US
dollar, it can safely hire the unemployed so long as their employment
‘produces’ dollars (that is, through the export trade). In that case, even if
the newly hired workers spend wages on imports, their exports earn the
dollars needed to finance the imports.
An alternative is to peg the currency’s value to domestic labor. With
the ELR program in place, the ‘value’ of the currency is determined on
the margin by the wage necessary to recruit an ELR worker out of the
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program. As discussed above, rather than trying to use control over the
quantity of money to hold inflation in check, the ELR program uses a
labor buffer stock to stabilize wages and hence production costs. Ideally,
ELR workers would be used to increase the nation’s productivity, which
also helps to stabilize wages and exchange rates. As Keynes argues in The
General Theory, the desirability of using money and money contracts
is enhanced by stability of the wage unit – wages denominated in the
domestic money of account. This makes more sense than trying to
operate either a gold buffer stock or a foreign currency reserve buffer
stock – which stabilizes money in terms of gold or foreign currency.
However, to maintain domestic policy space a country adopting
the ELR buffer stock program will probably need to float the currency.
Keynes generally preferred a flexible exchange rate with a representative
money, as he called it in the Treatise on Money. A representative money
‘is created and issued by the state’ and may take the form of ‘fiat money’
at one extreme and ‘managed money’ at the other. A fiat money ‘is not
convertible by law into anything other than itself, and has no fixed value
in terms of an objective standard’, while a managed money ‘is similar to
fiat money, except that the state undertakes to manage the conditions of
its issue in such a way that, by convertibility or otherwise, it shall have
a determinant value in terms of an objective standard’ (Keynes 1976,
pp. 7–8). While Keynes had in mind some kind of promise to convert
the currency to gold or foreign exchange, the ELR buffer stock would
also qualify as a (loose form) managed money.

4.7

Keynes and state money

In his early work on ancient monies as well as in the Treatise on Money
and The General Theory, Keynes adopted the state money or chartalist
money approach of Innes (1913) and Knapp (1924). (See also Wray 1998,
2004; Kregel 2010.) Very briefly, the state adopts the money of account,
issues currency denominated in that unit, and accepts its own currency
in payments made to itself (such as taxes, fees, and fines). Currency is the
state’s debt; with a nonconvertible currency, the state is indebted in the
sense that it promises to ‘redeem’ its own currency in payment to itself.
Other entities such as commercial banks also issue money denominated
liabilities. As Innes said, the fundamental law of credit is that the issuer
must take it back in ‘redemption’ (payments to the issuer). Issuers also
might promise to convert their IOUs to the IOUs of others; for example,
the bank promises to convert its demand deposit liabilities to currency
on demand. That is like the state’s managed money that is convertible
to gold or foreign currency. However, it is not necessary for all issuers
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of liabilities to promise conversion – whether on demand or on some
other contingency – even if it is usual for private issuers. Finally, a state
can impose liabilities on those under its jurisdiction – taxes, fees, fines –
-while non-state entities normally cannot. This is an important component of sovereignty of states.
As Kregel argues, the state spends (or lends) its liabilities into circulation, while taxes (and loan repayments) remove them:
It thus follows that the creation and destruction of [high powered]
money depends on the goods and services that the state seeks to buy
from its citizens, relative to the tax liabilities imposed by the state on
them. If the state runs a balanced budget, citizens as a whole can just
meet their tax liabilities (although some individuals may not be able to
do so). Conversely, if the state spends less than it taxes in an attempt
to run a surplus, citizens as a whole will not be able to meet their
tax liabilities (although some individuals may be able to do so) unless
there are accumulated [high powered] money balances held over from
prior periods in which the state ran a deficit. (Kregel 2010, p. 254)
Kregel links this up with unemployment and policy prescriptions:
If the public wants to hold of [sic] more money than the State is willing
to create through its budget deficits, individuals will cut expenditures
and lower effective demand, causing a reduction in private sector
activity and creating unemployment. There is a contango on money,
and an increase in the demand for money does not bring about an
increase in its supply nor does it increase employment. A monetary
economy is thus defined as one in which unemployment may be an
equilibrium position. Conversely, it also shows that in the absence
of money, or if there is only asset money on the wing that it is never
held, money can never be in contango and the economy will automatically produce the level of effective demand compatible with full
utilization of resources. (Kregel 2010, p. 255)
That brings us back to the ELR proposal, which gives us a policy that can
help to stabilize employment, domestic prices, and the exchange rate
(Wray 1998). Kregel argues that by combining a flexible exchange rate
with the ELR program, nations can substitute domestic policy for foreign
competition to provide for full employment with price stability:
While they are designed to solve the problem of unemployment at a
stroke so to speak, by offering employment to anyone who is willing
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and able to work at the ELR wage, the second and perhaps most important aspect of these programs is that they purport to provide price
stability. And the argument that is given is that in difference from
traditional Keynesian demand management wielding fiscal policy as
a blunt instrument, it avoids sectoral bottlenecks and shortages, since
the amount of government expenditure is made in precisely the areas
in which unemployment occurs and in precisely the right amount to
keep the system running at full employment. But more importantly, by
fixing a base for the wage, it sets a base for the price system. It is much
more difficult for a wage-price spiral to break out if it is always possible
to find labour in the ELR pool at the going wage, without having to bid
up wages ... [I]nstead of looking to competition from foreign labour to
keep wages stable it is an implicit attribute of the program design.
Further, price stability can be enhanced by appropriate government
expenditure policy. In the ELR pool the government sets the price
(wage) at which it is willing to buy labour. It can also do this for
its other expenditures – by fixing the prices at which it is willing
to contract which sets the base price at which producers can sell
their output. These replace the role of foreign production from
the periphery in controlling goods prices. This is a program that is
designed for a single country, on the condition that it is subject to
monetary sovereignty, i.e. the government taxes in and produces
its own currency, without setting an external value of the currency.
Instead, by setting the ELR wage and government purchase prices,
it sets the internal value of the currency. This may provide a better
answer to the question of whether it is possible to have full employment with price stability and it seems much more appropriate for the
countries in the periphery. (Kregel 2009, pp. 7–8)

4.8

Conclusion

Kregel argues that The General Theory contains essential elements of
Keynes’ contributions that were developed in earlier work including
both the Tract and the Treatise on Money. Most notably, the own rates
analysis he had used for commodities prices and exchange rates formed
the basis of the chapter 17 approach to asset pricing. Townshend called
this the liquidity preference theory of asset pricing, which zeroed in on
the role played by money in setting the standard for returns. Keynes also
presented his analysis in another form – the D and Z curves of chapters 3 and 18 – an aggregate demand approach to determine the point of
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effective demand. Kregel (1988) argued that these are ‘two sides of the
same coin’. If we add a proper analysis of endogenous money, we end
up with three sides of the coin – financial institutions provide loans in
response to borrowers weighing prospective returns (Wray 1992).
Kregel also linked the later Post-Keynesian developments to three
Cambridge revolutions in thought: the imperfect competition revolution, the capital revolution and the Keynesian revolution. While each
had some success – sometimes in spite of the protagonists – all were also
in some sense unsuccessful. Robinson’s version of imperfect competition
was a failure, although Kalecki’s degree of monopoly and the markup
had lasting impact. Sraffa’s take-down of Hayek’s capital theory was later
used to great effect against neoclassical growth theory. However, this has
largely been ignored by the mainstream, and the Post-Keynesian ‘growth
theory’ that came out of the debate proved to be largely a dead-end.
Keynes made great use of Sraffa’s contribution in chapter 17, although,
again, that was largely lost in the postwar period. The truly innovative
parts of Keynes’ The General Theory were even lost in much of the PostKeynesian literature. For example, the main Post-Keynesian approach to
money – horizontalism – is closer to a Marshallian demand and supply
analysis than is Keynes’ (preferred?) approach in chapter 17. As another
example, the treatment of money in the Neo-Ricardian literature is rudimentary (or worse) in comparison to what Keynes was trying to do.
We would do better to return to Keynes’ work on ancient monies, to
his state money approach of the Treatise on Money and to his own rate
analysis of The General Theory. Kregel’s contributions have been among
the most compelling arguments in the postwar period for a return to
Keynes’ revolution in theory and policy.

Notes
1.
2.
3.
4.

Eventually published as Wray 1990.
Tobin, ‘Commercial Banks ... ’ (1963) and ‘Post Hoc ... ’ (1970).
Robinson: The Economics of Imperfect Competition (1933).
I will use a (transcribed) lecture given by Kregel at the University of MissouriKansas City, February 4, 2006 for much of the discussion of the Cambridge
revolutions, referenced as Kregel 2006 here; there are no page numbers.
5. But the neoclassical theory of the firm could not be rescued by her imperfect
competition theory.
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5
A Financial Analysis of Monetary
Systems
Eric Tymoigne

5.1

Introduction

The functional analysis of monetary systems is currently the most popular
among academics of all disciplines – ‘money is what money does’ (Walker
1878; Hicks 1967; Dalton 1965; Kemp 1956). It is used in a narrow way
by most economists who focus on the function of medium of exchange.
In order to avoid the problem of double coincidence of wants, a unique
commodity was progressively sorted out as best for market exchanges
(Jevons 1875; Menger 1892). A monetary system can be detected by
checking for the presence of a medium of exchange. Einzig (1966) and
Quiggin (1949) reject this narrow functional approach. In primitive societies, exchange was not done principally, or even at all, for economic
reasons and so the nonexistence of a double coincidence of wants was
not a problem. The broad functional approach classifies anything as
monetary instrument as long as it performs all or parts of the functions
attributed to monetary instruments. The distinction between ‘all-purpose
money’ and ‘special-purpose money’ follows (Polanyi 1957).
This chapter presents an alternative framework to analyze monetary
systems by drawing on the work of Smith (1811, 1832), MacLeod (1889),
Knapp (1905), Innes (1913, 1914), Hawtrey (1919), Keynes (1930), Murad
(1939, 1943, 1954), Olivecrona (1957), Wray (1998, 2012) and Ingham
(2004), among others. Monetary instruments are not defined by what
they do, or by what an inquirer thinks they do, but by specific financial
characteristics. By defining explicitly what ‘money’ is, this framework
provides some insights into past monetary systems and into monetary
mechanisms.
The first part of the chapter presents the analytical framework used
in the rest of the chapter. Concepts of finance are used to categorize
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different financial instruments, and to explain what payment means and
how monetary payments differs from payments in kind. The second part
of the chapter applies this framework to define what a monetary instrument is and to analyze past historical events. It shows that the establishment of liquid monetary instruments took time, and that quite a few
mistakes were made in the process due to a misunderstanding of the
nature of monetary instruments. The third part synthesizes the previous
findings by arguing that the functions performed by monetary instruments are not the primary reasons why monetary instruments are held.

5.2

Finance: a world of promises

5.2.1

Promises and finance

The world of finance deals with financial instruments. Financial instruments are promises involving future monetary payments, that is, future
delivery of specific amounts of a specific unit of account. Finance establishes a legal framework for recording the creation and fulfillment of
promises, and it measures, more or less accurately, the credibility of these
promises at any point in time. These promises are formalized through
contracts that are financial liabilities for issuers and financial assets for
bearers. They are legal acknowledgments that the issuer of the contract
(the debtor) owes monetary payments to the bearer(s) of the contract (the
creditor).
All promises have some similarities. First, the issuer agrees to take back
his financial instruments whenever they mature; thereby extinguishing
his debt to others (Innes 1914, p. 161). Reflux mechanisms – channels
available to bring back a financial instrument to its issuer – are determined at issuance but can be changed over time at the discretion of
the issuer or after mutual agreement with the bearer. Second, financial
instruments have specific characteristics (words, colors, signs, illustrations, shape, electronic signature) that allow bearers to know who the
issuer is. Third, they have a face value which is the price at which the
issuer will take back his financial instrument.1 Fourth, they are denominated in a specific unit of account. Fifth, the nominal value at which
a financial instrument circulates among bearers is often based on a
discounted value of the future monetary payment(s) promised; the fair
value:
Pt =

N

Et (Yn )

∑ (1 + d )
n =1

n

t

+

Et ( FVN )
(1 + dt )N
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Where the subscript t indicates the present time, Pt is the current fair
value, Yn is the nominal income promised at a future time n, FVN is the
face value that will prevail at maturity, Et indicates current expectations
about income and face value, dt is the current discount rate imposed by
bearers, N is the time lapse until maturity (n = 0 is the issuance time).
There is a wide variety of financial instruments that use this formula.
At one extreme are modern government monetary instruments that
provide no income (Y = 0), have a zero term to maturity (N = 0, they can
be redeemed instantaneously), and are universally expected to be taken
back by the government at their initial face value at any time, Pt = FV0.
At the other extreme are consols that have a given expected income and
an infinite term to maturity, Pt = Et(Y)/dt. In case of default, the fair value
will depend on the expected ability of creditors to recover the payments
that are due.
Beyond these similarities, the characteristics of financial instruments
vary in terms of term to maturity, sources of benefits for the bearer,
redemption clause, availability of guarantees in case of default, negotiability, credibility and liquidity. These characteristics can be used to classify financial instruments according to acceptability.
In terms of term to maturity, that is, the time lapse after which a
financial instrument can be handed back to the issuer (full repayment
of principal), promises vary from fulfillment on demand to open-ended
fulfillment. Stated alternatively, the fulfillment of that component of a
promise depends either on the choice of the bearer (zero term to maturity), or the passing of a specific period of time or occurrence of a contingency over a period of time (positive term to maturity) or the choice of
the issuer (infinite term to maturity).
In terms of sources of benefits for the bearer, a financial instrument
may promise timely income payments, payments depending on the
occurrence of a contingency or payments at the wish of the issuer. Some
provide a say in the economic affairs of the issuer. Modern government
monetary instruments make none of such promise, common stocks
provide a dividend depending on the occurrence of a profit and at
the discretion of the issuer, insurance contracts pay if a specific event
occurs and all other promises make an income payment at specific dates
(coupons, interest payments).
In terms of redemption clause, there are two main means for a bearer
to redeem a promise. First, a promise contains a conversion clause that
states if a bearer has the right to request delivery at maturity of another
promise, usually considered more acceptable. Bank accounts promise
to deliver government currency on demand, government currency
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may promise to deliver on demand gold coins or a foreign currency.
The conversion clause of many contemporary government monetary
instruments states that they are unconvertible. Second, in addition to
the conversion clause, there is usually another redemption clause that
allows the bearer to redeem a promise by using it to make payments due
to the issuer.
In terms of availability of guarantees, promises can be secured or
unsecured and specify available recourses if any. Another form of guarantee comes in terms of the seniority of promises in the bankruptcy
process. These guarantees protect the bearer in case the issuer reneges
on his promise, that is, defaults. In terms of collateral, this protection is
provided not by the collateral itself (house, car, gold content and so on)
but by its market value; this market value helps the bearer to get access
to the unit of account despite the default of the issuer and so helps to
preserve the bearer’s liquidity and solvency. Modern government monetary instruments are unsecured, non-recourse financial instruments.
Previous monetary instruments, like gold coins or gold certificates, were
secured but not necessarily up to the face value. Other commodities, like
land, were also popular collateral because a monetary system anchored
on a commodity was argued to be more stable.
In terms of credibility, some promises are considered more credible because their issuer is expected to be able to fulfill the terms of
the promise more easily. The higher the creditworthiness, the lower d
given everything else, that is, the closer to parity the promise will circulate. The discount rate may actually be negative (a financial instrument
circulates at a premium) either because the issuer accepts back his/her
financial instrument at a higher value than the stamped face value, or
because of the scarcity of the financial instrument relative to the number
of economic agents who are indebted to the issuer and need to pay him/
her soon or because of other reasons related to the high credibility of
the issuer that makes this financial instrument a core component of the
financial system.2 Convenience as a means of payment may also lead a
financial instrument to circulate at a premium among bearers (Hawtrey
1919, p. 176).
In terms of negotiability (or transferability) of ownership, promises
that are easier to transfer are those that do not name a specific bearer
(that is, a person or organization to whom the promise must be fulfilled);
they are impersonal. Monetary instruments have this characteristic but
also financial instruments that trade on an exchange. Other promises,
such as mortgages or US savings bonds, are more difficult or impossible to transfer because they name the bearer. Some negotiable financial
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instruments are in between these two extremes. They can be used by a
bearer to pay a third party by changing the name of the bearer through
endorsement or, more crudely, by simply erasing or scratching the name
of the former bearer.
In terms of liquidity, some financial instruments circulate more
readily at parity at any time or record less fair-price volatility. As such,
d is impacted by the views of bearers about the easiness to part quickly
at low cost with a financial instrument. Liquidity depends partly on the
previous factors because a promise that is highly credible, of a short term
to maturity, and negotiable will be more liquid. Liquidity also depends
on the structure of the market in which a financial instrument circulates.
For example, the deeper the market and the more transparent the information, the more liquid a financial instrument will be because expectations influencing the fair value will be more stable. As such, liquidity
is not intrinsic to any financial instrument, it is only the result of its
characteristics and a proper financial infrastructure.
Finally, within a country, there is a hierarchy of financial instruments in the sense that some are more acceptable by bearers. The
most generally accepted financial instruments are those that are negotiable, of the highest creditworthiness, of the highest liquidity and of
the shortest term to maturity. In contemporaneous economies with
a monetarily sovereign government, central bank monetary instruments are at the top of the hierarchy. They are followed by bank
monetary instruments that were made perfectly liquid following
the emergence of interbank par-clearing and settlement and deposit
guarantee.3 Below the previous monetary instruments are financial
instruments traded on an exchange (issued mostly by governments
and corporations). At the bottom of the hierarchy, there are all sorts
of promises such as local currencies and personal debts. This hierarchy
is not fixed; throughout history the top monetary instrument was not
always government currency.
5.2.2

Fulfillment of promises: means of settlement

To pay means to fulfill the promises embedded in a financial instrument,
that is, to deliver the promised amount of monetary units (Innes 1913;
Mann 1992, 64ff.).4 As such, payment involves transferring a certain
amount of a unit of account from the debtor to the creditor. However,
contrary to non-financial promises (for example, a coupon for a free
pizza), financial promises do not specify what form the delivery of these
units should take. Outside of the courts, payment can take whatever
forms as long as the creditor agrees.
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A payment is not final (that is, it does not release a debtor from
potential legal pursuits by his creditors) if the debtor makes a payment
through endorsement and other similar methods that involve guaranteeing a third-party promise used to pay creditors. Only payments with a
legal tender are final in court disputes, but this legal tender may not be a
monetary instrument and does not define what a monetary instrument
is. For example, Maryland made tobacco a legal tender, at a penny per
pound of tobacco, in 1732 (Markham 2002, p. 46), even though tobacco
was not a monetary instrument because it lacked any of the financial
characteristics to be one.5 Payment in tobacco (like the payments of
some taxes in the medieval times) was a payment in kind. Outside of
the courts, one way a payment is considered to be final is when an issuer
receives his own promises as means of payment from his debtors.
Simply stating ‘I owe you ten dollars’ does not mean that someone
promises to deliver cash or any other specific forms of monetary instruments for a total of ten dollars. It also does not mean that someone
promises to provide in the future the equivalent of today’s ten dollarsworth of purchasing power.6 It only means that someone promises to
deliver ten units of the unit of account named ‘dollar’. Ten dollars can
be delivered in many forms. One essential way is to give back to a bearer
some of his promises for an amount of ten dollars; this is a case of net
clearing. Another way, if a debtor does not own his creditor’s promises
(or if they have not matured yet) involves using a third-party promise.
Usually, this is done with a promise of a greater acceptability; however,
it is possible that settlement be done with a hierarchically lower form
of promises than the promise that it clears. Finally, payment in kind or
with a financial instrument denominated in another unit of account
can also be solutions to settling a promise as long as they are worth ten
dollars (in a bankruptcy process creditors may have to settle for less).
For example, Figure 1 shows what happens if ten units of ‘dollar’ are
created through the issuance of a promise by a firm F to a bank B (promissory note) in exchange for the promise of the bank (bank account).
Then F uses the funds in its bank account for whatever purposes. At
maturity, F must take back its promissory note by giving ten dollars to
bank B. This can take many forms. First, firm F will usually make a profit
so its bank account at B will be credited by more than ten dollars. F can
then give back to B ten dollars-worth of B’s promises (B’s banknotes or
debiting of ten dollars from F’s bank account at B). In exchange, B gives
back to F (or destroys) its promissory note. This net clearing leads to the
exact opposite balance sheet transaction relative to Figure 5.1. Another
solution is for F to give to B some government monetary instruments.
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The bank may also accept in payment from F a promissory note from
another firm F1 (Figure 5.2).
In this case, the payment is not final because if F1 defaults on its
promise, F must pay B.7 A payment usually will be final only if F delivers
the promised monetary units via the use of B’s, or higher level, financial
instruments, which do not have to be a legal tender.8 As long as the
bank agrees, a payment in kind would also be final and would replace
the entry ‘promissory note of F1’ by a physical object. The broader
point is that many things beside monetary instruments can be used to
make payments so a means of payment is not necessarily a monetary
instrument.

5.3
5.3.1

Money and the world of promises
What is money?

The preceding section provides an alternative way to define ‘money’
based on what it is rather than what it does. A monetary system is
composed of two elements: a unit of account and monetary instruments. Contemporaneous government monetary instruments are just
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a specific sort of promise. They are unconvertible, zero-coupon, zero
term to maturity negotiable, unsecured, non-recourse financial instruments denominated in a unit of account. Bank monetary instruments
are similar except that there is a recourse (they are not legal tender)
and they are convertible. Gold coins are similar to modern government
instruments except that they are secured; however, the gold content is
not the monetary instrument the coin is.
To work properly as a monetary instrument, financial instruments
must have a very short term to maturity (zero term to maturity is best),
something that was not always understood throughout history:
Paper money has no intrinsic value; it is only an imputed one; and
therefore, when issued, it is with a redeeming clause, that it shall be
taken back, or otherwise withdrawn, at a future period. Unfortunately,
most of the governments, that have issued paper money, have chosen
to forget the redeeming clause, or else circumstances have intervened
to prevent their putting it into execution; and the paper has been left
in the hands of the public, without any possibility of its being withdrawn from circulation. (Smith 1832, p. 49)
Probably, no government paper money was ever sent forth which was
not expected to be redeemed in full value, at some time, although
that might be distant. [ ... ] Nevertheless, the issues of government
money that have not been redeemed, or the payment of which has
been either formally or tacitly renounced, have been very numerous.
(Langworthy Taylor 1913, p. 309)
By not creating any means for their paper currency to reflux, governments had effectively imposed an infinite term to maturity so the fair
value was zero.9 The importance of this reflux for the stability of a monetary system was already recognized, albeit imprecisely, by John Law in
1705 (Vickers 1959).
The nature of the conversion clause in a financial instrument does
not define what a monetary instrument is. In the literature, this conversion clause is used to make a difference between ‘money’ and ‘credit’
with ‘credit’ (for example, bank accounts or banknotes) being a claim
on ‘money’ (for example, gold coins). This distinction is not relevant
because even full-bodied gold coins are financial instruments (that is,
promises); they are unconvertible financial instruments that issuers
promise to accept at any time in payments due to them. As such, over
time, the fair value of full-bodied coins may differ from the given market
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value of the gold content. The word ‘credit’ comes from the Latin word
for ‘trust’ and all monetary instruments, being promises, require trust in
the financial abilities of the issuer. Thus, the nominal value of a financial instrument is inherently forward looking. It is not based on its cost
of production but rather on the credibility of the issuer.
The unit of account is not a function of money; it is one of the characteristics of a monetary system, the other one is the existence of monetary
instruments. A unit of account is an abstract, nominal and arbitrary10
scale of measurement for accounting purposes. Its purpose is strictly to
make economic transactions commensurable. As such, a unit of account
cannot be a medium of exchange, a store of value or a means of payment.
Stated another way, a monetary system necessitates a unit of account and
carriers of this unit of account, but they have separate roles – one measures, the other records the measurement.
A unit of account can take the name of an object; however, once
created, it has an independent existence from the object. This manifests
itself in two ways – the object may disappear but the unit of account
persists, or the relationship between the unit of account and the object
can change. A cowry unit of account may exist without any cowry shell
being used in transactions. If cowries are used, their value in terms of
the cowry unit may change – one cowry shell may be worth one cowry
at one time and three cowries at another time. Similarly, a coin with a
denomination of one French franc issued before 1960 was worth one
French franc, but only one cent of a French franc after. This change in
the method of recording is completely at the discretion of the monetary authority. This change does not represent a change in the value
of the unit of account within the domestic economy because the value
of everything in the country is redefined to correspond to the new
counting method. However, it does represent a change in the relative
value of units of account (devaluation or re-evaluation).
There cannot be monetary instruments without a unit of account
but there can be a unit of account without monetary instruments. By
historical accounts, units of account were created by religious authorities around 3000 BC in Mesopotamia in order to improve the administration of their planned economy. It was the end result of a long quest
to develop a numerical system, starting from 8000 BC with concrete
counting to 3100 BC with the creation of abstract counting (SchmandtBesserat 1992; Nissen et al. 1993). While a unit of account was present,
there was no financial instrument issued to bearers – all accounting
records were for internal purposes of the temple and all dues to the
authorities by the population were paid in kind (Hudson and Wunsch
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2004; Henry 2004). Financial instruments appeared around 1800 BC and
negotiability progressively emerged around that time too, long before
coins (Van De Mieroop 2005).
Given that a monetary instrument is a promise, one may wonder
what kind of promise the issuer of a monetary instrument makes (what
does the issuer owe the bearers?). In the case of modern unconvertible
currency, the only promise that the government makes is to accept its
monetary instruments at the stated face value at any time for payments
of debts due to the government (with some exceptions for safety, tractability of payment, and other reasons in which case government monetary instruments are returned to the government through the private
banking system). Private banks make two promises when they issue
monetary instruments; one is to accept them at the stated face value
at any time as means of payment from debtors, the other is to convert
them into government monetary instruments at any time.
A monetary instrument is demonetized when it ceases to be a promise.
This can be done at the initiative of the issuer (refuses to accept in
payments) or, illegally, at the initiative of the bearers (melting of gold
coins, burning paper currency). One should not confuse demonetization and non-monetary uses of monetary instruments. Bearers may hold
a monetary instrument only as personal ornament or for its collectible
value, but it is still a monetary instrument.
5.3.2

Fair value of a monetary instrument

Given the characteristics of monetary instruments, they should circulate at parity all the time; however, circulation at par does not define
a monetary instrument. Par circulation is only the result of the inner
characteristics of a financial instrument together with the existence of
a proper financial infrastructure that allows these characteristics to be
expressed in the fair value. For reasons related to poor techniques of
production, inexperience, political instability, fraud and a poorly developed banking system, it took quite a long time for the proper characteristics and infrastructure to be established. This section uses three
examples to illustrate that point: the bills of credit of Massachusetts Bay
colonies, the banknotes issued during the wildcat era in the US and the
precious metal coins issued during the Middle Ages.
Massachusetts Bay colonies responded to the lack of currency by
issuing bills of credit that ‘shall be accordingly accepted by the treasurer
and receivers subordinate to him, in all public payments, and for any
stock at any time in the treasury’ (Davis 1900, p. 10). Technically, they
had a zero term to maturity (accepted by the Treasury in payments at
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any time), but the tax imposed to retire the bills was only levied at a
later date. Thus, bearers had no opportunity to test the credibility of
that promise at issuance so the term to maturity was not effectively zero.
This created uncertainties for bearers because they were unsure that the
government would enforce the tax (a concern that turned out to be
justified, as explained in the next section). Thus, when bills were issued
for the first time, d was positive for economic and political reasons, and
bearers’ expectations about the term to maturity (E(N)) compounded
the discount applied to the bills.
Pt =

FV
(1 + dt )E( N )

Initially, the government asked for help from Boston merchants who
agreed to take the bills in payment at a small discount. The government
tried to offset the discount by accepting its bills at a 5 % premium relative to the printed face value (in the formula above FV would rise). The
5 % premium rapidly became unnecessary11 as bearers noted that tax
collection was prompt and so d declined to zero:
When the government first offered these bills to creditors in place
of coin, they were received with distrust. [ ... ] their circulating value
was at first impaired from twenty to thirty per cent. [ ... ] Many people
being afraid that the government would in half a year be so overturned as to convert their bills of credit altogether into waste paper,
[ ... ]. When, however, the complete recognition of the bills was
effected by the new government and it was realized that no effort was
being made to circulate more of them than was required to meet the
immediate necessities of the situation, and further, that no attempt
was made to postpone the period when they should be called in, they
were accepted with confidence by the entire community [ ... ] [and]
they continued to circulate at par. (Davis 1900, pp. 10–20)
However, as explained below, tying the issuance of bills of credits to a
specific tax created problems that contributed to the return of a positive
discount.
Prior to the existence of a central bank that provides a uniform monetary system through clearing and settlement at par of bank monetary
instruments, banknotes usually circulated at a discount. In the US, private
initiatives, like the Suffolk bank, established an interbank par-clearing
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system that did allow par circulation of banknotes in some areas of the
United States. Only the Second Bank of the United States had banknotes
that circulated at par on the whole national territory – due to the fact
that its banknotes were acceptable for payments due to the US government (Markham 2002, p. 134).
Given that most banks had a limited area of business dealings and
given the lack of a well-developed interbank clearing and settlement
infrastructure, it was not always possible for all bearers of banknotes
to give them back to the issuing bank on demand (either directly or
through another bank). As such, the term to maturity of the banknotes
was not effectively instantaneous while the confidence in the capacity
of the issuing bank to be a profitable business as a going concern was
not necessarily high. If the issuing bank closed, the banknotes it issued
became worthless given that none of the bearers could use them to make
payments to that bank. A discount was applied that varied with the
confidence about the viability of a specific bank. The violation of the
conversion clause further increased the discount applied to a banknote.12
Some banks discouraged or refused conversion in species on demand:
Banks sometimes used remote locations as their redemption points
in order to avoid having to redeem their notes in specie. Another
method used by the banks to discourage specie demands was to refuse
to accept their own notes, except at a large discount. Customers were
told that, if they waited, the notes would be later redeemed at par,
but such promises were not always kept. The states attempted to
require the banks to redeem at par, but those efforts did not meet
with success. (Markham 2002, p. 169)
This problem was compounded by widespread forgeries that reinforced
the reluctance of banks to take their notes immediately at par, even in
payments from debtors, because the truthfulness of the note could not
be established.
Finally, the most complex historical case regarding the fair value of
monetary instruments concerns the medieval coins made of precious
metal. There are three broad problems in this case. One relates to the
face value of the coins, another relates to the intrinsic/bullion value of
the coins (that is, the market value of the precious metal content) and a
third relates to the interaction between the first two problems.
Up until recently, the face value was not stamped so it ‘was carried
out by royal proclamation in all the public squares, fairs, and markets,
at the instigation of the ordinary provincial judges: bailiffs, seneschals,

100 Eric Tymoigne

and lieutenants’ (Boyer-Xambeu et al. 1994, p. 47). This announcement
declared at what value the king would take each of his specific coins in
payments due to him; thereby establishing their face value. With kings
and other individuals issuing coins in an unregulated system, it was
hard to know the official face value of a coin. Kings and other issuers
confused the public about the current face value by crying coins down
or up too often (that is, changing their face value). Frequent changes in
face value led to situations in which ‘there were so many edicts in force
referring to changes in the [face] value of the coins, that none but an
expert could tell what the [face] value of various coins of different issues
were, and they became highly speculative commodities’ (Innes 1913,
p. 386).
Coins made of precious metals were a way to partly deal with the
uncertainty surrounding the face value of coins. Coins with high
precious metal content would be demanded from sovereigns that could
not be trusted, either because they cried down too much, refused some
of their coins in payments too often or were weak politically. The higher
the content of precious metal relative to the face value, the more limited
the capacity of kings to cry down the coinage because coins would
disappear if the face value fell below its intrinsic value (Hawtrey 1919,
p. 173). Coins would be melted (or exported) to extract the precious
metal because more units of the unit of account could be obtained per
coin by selling the precious metal instead of handing over coins to the
king. Finally, others (for example, mercenaries) demanded payment in
such a form because they did not expect to be debtor to the king, or
to meet someone in debt to the king, or to meet someone who would
expect to make transactions with someone else indebted to the king.
The issuance of such coins created several issues related to their
intrinsic value and its impact on the fair value. If circumstances in the
precious metal market pushed the value of the precious metal higher
than the prevailing face value, mint masters and money changers would
melt or illegally debase (via clipping and sweating) the coinage even if
the creditworthiness of a king was excellent (Boyer-Xambeu et al. 1994,
p. 45). In theory, illegal debasements would occur until the intrinsic
value was brought back to the face value, but it became such a habit
that it continued even when the value differential was nil (Murad 1939,
pp. 27–29). Expectations about future rises in the price of the precious
metal (or future crying down) also encouraged illegal debasement even
if no profit could be made right now. Fraud was further encouraged by
the imperfect production methods. Coins with the same denomination
and date of issuance had different weight and fineness even under the
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best circumstances (Mélitz 1974, p. 71). Coins also had uneven edges
that made clipping difficult to notice if done moderately.
Fraud was problematic because it disturbed the uniformity and order
that kings wanted to establish to give confidence in their coinage; the
stamp partly being a certificate of authenticity of the weight and fineness
of the collateral embedded in coins (Macleod 1894). The king’s reputation was at stake. If allowed to go on, the country was left with a coinage
of an insufficient quantity and quality to promote smooth economic
operations, and clumsy coinage encouraged forgery. In order to prevent
this from happening, kings actively fought any fraudulent alteration of
the intrinsic value of coins. They did so through several means. One was
to punish fraudsters severely. Another means was to weigh the coins
that were brought to pay dues and to refuse in payments all coins that
had a lower weight than at issuance. Finally, two other ways were either
to debase or to cry up the coinage:
debasements were only necessary alterations in the quantity of silver
in the coins, in order to keep pace with the rise in the price of silver
bullion in the market; [ ... ] It has always been necessary to regulate
the quantity of metal in the coins, because, if too much was put in,
they would immediately be withdrawn from circulation and sold for
bullion, [ ... ]; if too little was put, they might be imitated. (Smith
1832, p. 34)
In this case, debasement was not a means to increase the financing
capacity of the king. It was a legitimate means to preserve the stability
of a monetary system in which the value of precious metal played a role
as collateral (Hawtrey 1919, pp. 280–81). The rising price of precious
metals was the cause of debasement, not the other way around. And the
rising price of precious metal had to be found in their short supply relative to the demand. This state of affairs may have had its origins in the
needs of kings to fund their wars and other lavish expenses and more
broadly in persistent trade deficits that drained coins out of the country.
Speculation in the gold market may also have played a role.
Debasement was a limited solution to offset the rising price of
precious metals because the risk of forgery grew with further debasement. Debasement also negatively impacted the king’s creditworthiness
even though he may have had nothing to do with the problem and was
trying to promote a stable monetary system. Crying up the coins was
not constrained by the risk of forgery, but it created another problem as
potential inflationary pressures emerged when the money supply was
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raised unilaterally overnight in nominal terms. Price pressures in the
precious metal markets could creep into the market for goods and services, and, once again, the king would be blamed. Finally, frequent crying
up created further confusion among the public about the face value of
coins; thereby reinforcing distrust and creating demand for coins with a
high content of precious metal.
If one combines the first point (changes in face value) and the second
point (changes in intrinsic value), as well as their interactions, the determination of the fair value of coins becomes complicated. On one side,
abusing crying down led to two types of speculation, one regarding the
occurrence of a future crying down, another concerning the face value of
the coins relative to the intrinsic value. On the other side, developments
in the precious metal markets affected expectations about future debasements or crying up of coins. Thus, the fair value of coins could fluctuate greatly within a band determined, at minimum, by the discounted
expected cried-down face value at a time m or the current market value
of the content of precious metal (PGtQGt) and, at the maximum, by the
discounted expected resale value of a given quantity of precious metal in
the coin at a time n or the discounted cried-up face value at time q.
⎡
⎛ Et ( PGn )Q Gt ) Et ( FVqmax ) ⎞ ⎤
⎛
E ( FVmmin ) ⎞
Pt ∈ ⎢max ⎜ PGt Q Gt , t
,
max
⎜ (1 + d )n , (1 + d )q ⎟ ⎥
(1 + dt )m ⎟⎠
⎝
⎝
⎠ ⎥⎦
⎢⎣
t
t
Expectations about legal and illegal debasements (E(QG)) would add
another layer of complexity, even more so if the time horizon of expectations regarding debasements differed from that regarding the price of
precious metal. Thus, coins may have circulated at a premium (only for
a short time if crying up is not expected unless one of the special conditions presented in the first section prevailed), or at a discount, relative
to their official face value for complex reasons related the changes in
expectations regarding the future fair value of coins, divergence of these
expectations among the population, confidence in these expectations
and the time horizons of these expectations. These expectations, in
turn, were dependent on the credibility of the king (and so socio-politico-economic forces at play in ever changing territories of influence), the
existence of frauds and speculation in the gold and silver markets and its
expected impact on the face and intrinsic value of coins.
Finally, another problem during the Middle Ages was the difficulty
of carrying information about changes in the face value efficiently due
to an underdeveloped banking system. This led to long delays in the
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adjustment of the fair value to a new face value. Given the frequency
of changes, the fair value may never have had a chance to adapt fully.
In addition, some bearers of the king’s coins may have been in isolated
areas where the king’s officials or merchants rarely went. This led some
coins to circulate at discount between third parties because it was impossible to bring back coins to the king at will (either directly or through
the banking system). Given the difficulty to ascertain the fair value of
coins and the presence of widespread fraud, it is not surprising that coins
would be weighed and would circulate at their bullion value. This is all
the more so that, once the king made the weighing of coins a precondition for their acceptance in payments due to him, weighing became
common in private transactions (Wray 2012). While not demonetized
unless refused by the king or illegally melted down by bearers, coins
would effectively be treated as a commodity by their bearers. In brief,
monetary disorder prevailed. The next section argues that this disorder
was compounded by the existence of free coinage.
5.3.3

Value of the unit of account

There are situations in which the value of all financial instruments
changes at the same time relative to the value of goods and services (inflation or deflation) or relative to another unit of account (depreciation or
appreciation). These changes in purchasing power are due either to the
discretionary decisions of a monetary authority (for example, devaluation) or to mechanisms at work in a monetary system. The changes
in the value of the unit of account should be differentiated from the
changes in the fair value of a monetary instrument, that is, changes in
the real value and nominal value of the monetary instrument should
be differentiated. While both changes lead to the same result (changes
in purchasing power), the mechanisms at play are different. Changes in
the value of the unit of account relate to expected and actual changes in
macroeconomic conditions. Changes in the fair value relate to expected
and actual changes in the characteristics of a financial instrument or in
the financial infrastructure. For bank and government monetary instruments, this second type of change has not occurred since government
guarantees have been put in place, and unconvertible currency has
become common and its supply elastic. These two types of change can
work together for the worse as the Massachusetts Bay case shows.
The value of a unit of account depends on how hard it is to access
(Minsky 1986, chapter 7). To access it one must obtain financial instruments that carry this unit, either by earning an income, by being granted
an advance from suppliers of monetary instruments or by government
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spending in the economy. If it is too hard to access the unit of account
(for example, too low wages, too strict credit standards, too low government deficit), the economy will tend to be deflationary, and if it is
too easy to access, the economy will tend to be inflationary. Leaving
aside cost-push inflation, the final effect of inflationary pressures will
depend on the elasticity of the supply conditions of goods and services,
the way monetary instruments are used and the strength of the reflux
mechanisms.
Historical cases help to illustrate some of these points. Starting with
the Massachusetts Bay colonies, the provincial government noted the
importance of a tax system for the stability of its monetary system; but it
also noted that taxes tended to drain too many bills out of the economy
compared to what was desired by private economic units. This created a
dilemma (Davis 1900, p. 380):
The retirement of a large proportion of the circulating medium
through annual taxation, regularly produced a stringency from
which the legislature sought relief through postponement of the
retirements. If the bills were not called in according to the terms of
the acts of issue, public faith in them would lessen, if called in there
would be a disturbance of the currency. On these points there was a
permanent disagreement between the governor and the representatives. (Davis 1900, p. 21)
Private economic agents desired to hold bills for other purposes than
the payment of tax liabilities; namely daily expenses, private debt
settlements, portfolio choices and precautionary savings. However,
by draining most of the bills via taxes, the government prevented the
domestic private sector from accumulating the amount of bills it desired,
which created deflationary pressures. At the same time, taxes were at the
foundation of the monetary system so they needed to be implemented
as expected to avoid loss of purchasing power through circulation at a
discount. Ultimately, the provincial government was unsure about how
to proceed in terms of the amount of bills to recall. One drastic method
was to breach the promised term to maturity by postponing the implementation of the tax levy for several years. This was an effective default
relative to the terms of the bills and a sure means to decrease the confidence in the bills and so their fair value (Davis 1900, p. 108); ‘this fact
alone would have caused them to depreciate, even if the amount then in
circulation had been properly proportioned to the needs of the community’ (Davis 1900, p. 20). Later on, the provincial government found a

A Financial Analysis of Monetary Systems

105

more appropriate solution by broadening the types of obligations that
could be paid with the bills.
Some knowledge of national accounting helps to solve this dilemma.
The flow-of-funds accounts use balance sheets to analyze the three main
economic sectors of an economy: the domestic private sector (DP), the
government sector (G) and the rest of the world/foreign sector (Ritter
1963). To simplify, the foreign sector will be left aside. A balance sheet
is an accounting document that records what an economic unit owns
(assets) and owes (liabilities and net worth) (Figure 5.3).
A balance sheet must balance, that is, the following equality holds all
the time: FA + RA ≡ FL + NW. Each macroeconomic sector has a balance
sheet (Figure 5.4).
Financial assets are claims on other economic sectors. Financial liabilities are claims of other economic units on an economic sector. For every
creditor there is a debtor, so if one adds together the claims of the creditor and the debtor they must cancel out:
(FADP – FLDP) + (FAG – FLG) ≡ 0
Given that the previous identity holds in terms of levels, it also holds in
terms of changes in levels:
Δ(FADP – FLDP) + Δ(FAG – FLG) ≡ 0

Assets

Figure 5.3

Figure 5.4
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Δ(FA – FL) is called “net financial accumulation.” If an economic sector
accumulates more claims on the other sectors than the other sectors
accumulate claims on the economic sector in question, the economic
sector records a positive net financial accumulation, it is a net creditor:
Δ(FA – FL) > 0. It is quite straightforward to notice that not all sectors
can be net creditor at the same time. For every creditor there must be a
debtor.
Usually the DP sector desires to have a net financial accumulation
of government financial instruments so the government sector must
be in deficit.13 However, by linking the issuance of its bills of credit to
a specific tax, the Massachusetts government put on itself two impossible tasks to accomplish simultaneously: fulfilling the term to maturity
of bills and providing an adequate supply of monetary instruments.
There should be a term to maturity and it should be implemented at
the terms promised at issuance, but, for monetary instruments, the
redemption should not be tied to a specific reflux mechanism and
should be left to the discretion of the bearers. By doing this, the issuer
avoids creating specific expectations from bearers beyond the knowledge that term to maturity is zero and that payments to the issuer
are due and can be made by using the issuer’s monetary instruments.
This also contributes to an elastic supply of monetary instruments by
allowing for the quick removal from the economy of any unwanted
quantity of monetary instruments. The injection and removal of
monetary instruments must be demand driven to have a smoothly
operating monetary system.
While the Massachusetts experiment provides an example of inadequate reflux mechanisms, free coinage provides an example of inadequate injection mechanisms. Anybody who had gold or silver could
issue the king’s monetary instruments by going to the local mint
(Helfferich 1927, p. 370). The metal was accepted without question and
coins were struck with the distinctive sign and shape that the king used.
The king accepted in payments due to him all the coins with his distinctive stamp, even those he did not issue. Thus, the king had no control
over the issuance of his coins and, in practice, had legalized counterfeiting. Anybody holding gold could issue financial instruments bearing
a promise of the king. Today, in the US, an equivalent would be for the
Bureau of Engraving and Printing to readily print Federal Reserve notes
for anyone who comes with paper that respects the Bureau’s specifications. This is a recipe for inflation. Thus, while the supply of monetary
instruments should be elastic enough to respond to the demand for
them, the issuer should control the methods of creating his monetary
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instruments. Banks should perform proper underwriting, governments
should have budgetary procedures and control over the means used to
make physical monetary instruments.

5.4 Reasons for holding financial instruments: looking
beyond monetary functions
Financial instruments are promises and a promise is a present agreement
about a future action. Thus, from the point of view of the issuer, the
primary reason to create financial instruments is to implement intertemporal economic activities of all sorts (productive or speculative).
The degree of intertemporality (term to maturity) depends on the needs
of the issuer. In order for these intertemporal decisions to be financed,
the bearer must believe that the intertemporal decisions of the issuer
make sense and are credible. Thus, if one goes more specifically into
the reasons for holding financial instruments, one must first look at the
expectations that the intertemporal decisions contain. These expectations concern the ability of the issuer to become a creditor. The issuer
must have the capacity to entice, or to force, other economic units to
become indebted to him so that the issuer can acquire the amount of
unit of account he promised to deliver to his creditors.
Government’s ability to levy taxes and other dues seems to have been
the preferred method to create an initial willingness to hold its monetary
instruments. The population willingly bears these instruments because
they could be used to pay the tax debt imposed on all, or part of, the
population. When the credibility of this promise was low (for reasons
explained above), the provision of collateral through the embedding of
precious metal was an additional means to create a willingness to bear
government monetary instruments. The financial basis for this artifact
disappeared with greater political stability, better enforcement and types
of reflux mechanisms and improvement in the production technology
of coins that made forgery very difficult. This artifact may have persisted
for other reasons like demonstration of power, culture or other nonfinancial reasons.
Financial instruments issued by the private sector allow private issuers
to gain an immediate access to some financial resources for business
or household purposes. The issuer promises to take back his promissory note in the future in addition to provide a reward to the bearers.
Households promise to repay their mortgages (at the maturity date they
get their promissory note: the mortgage note), companies promise to
take back their bonds (repay principal due at maturity in exchange for
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the bond). Households fulfill that promise by earning a wage, companies do it by selling goods and services; both of them may also fulfill that
promise through speculative activities in goods and financial markets
(capital gains). Each of these means to fulfill a promise creates a demand
for the promises of the specific economic unit and also affects the financial fragility of the economy (Minsky 1986).
The main problem is that most private issuers have a limited capacity
to find people willing to bear their financial instruments. This is the case
for two reasons. First, individuals have a limited credit history given their
limited lifespan. Their credibility takes time to establish and evaporates
once they die. This is less true for well-established businesses that have
been around for decades, can technically operate forever and issue promises on a routine basis. Second, even if someone has a good credit history,
she/he usually does not have many, or any, debtors so, for most individuals, it is hard to find someone willing to hold their promissory note.
In response to this problem, a new business opportunity emerged: private
banking. Banks specialize in evaluating the credibility of promises and are
dealers of promissory notes. At the same time, banking involves maturity,
credit, negotiability, and liquidity transformation by swapping promissory
notes of different degree of acceptability. The fact that the credibility of
bank promises can be tested quickly and repetitively contributes to their
wider acceptance. The main difficulty with banking is that the promises
that a bank bears (its financial assets) are only fulfilled over the long run
while the promises that a bank issues (its financial liabilities) are mostly
of short term. Therefore, banks must carefully evaluate the credibility of
long-term promises and get rewarded accordingly to be able to operate as a
going concern. They must also have access to a stable, low cost, refinancing
channel (central bank). The more successful a bank, the more payment will
be directed toward that bank – that is, the more debtors it will have – and
so the more widely its financial instruments will be accepted. This tremendously helps non-bank agents to fund their intertemporal decisions.
To conclude, in the broadest terms, the greater the credibility of the
issuer, the greater his/her ability to find people willing to hold his/her
promises. Indeed, more people will have to make payments to that
issuer. This provides the core reason why a specific financial instrument is accepted. Beyond this core reason, economic units may hold a
financial instrument to perform transactions now or in the future with
other people (‘third party’) than the issuer. However, if it ceases to be a
financial instrument (for example, demonetization), these other reasons
(store of value, medium of exchange, etc.) to hold a financial instrument
do not maintain its fair value. In addition, while societal trust (trust of
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bearers about other bearers’ willingness to hold a monetary instrument)
may help financial instruments to circulate more broadly, the trust at
the core of the circulation of a financial instrument is the financial credibility of the issuer (trust of bearers about the issuer’s willingness and
ability to pay). Without the latter, the fair value of an unsecured nonrecourse unconvertible financial instrument falls to zero.

5.5

Conclusion

The study of monetary history and monetary systems is a complex matter
that cannot rely on checking for the functions performed by an object.
Anything issued by anybody can be a monetary instrument and any type
of material can be used to make a monetary instrument, as those are
unimportant determinants of what a monetary instrument is. The public
opinion about what is or what is not a monetary instrument also does
not matter and popular belief, by itself, cannot turn something into a
monetary instrument. The fact that something is a legal tender, circulates
at a fixed price, or is a medium of exchange provides only a preliminary
clue that this thing is a monetary instrument. What matters is the existence of specific financial characteristics. These characteristics lead to a
stable nominal value (parity) in the proper financial environment. This
stable nominal value plays a crucial role in the stability of the financial
system because it provides a reliable means to pay debts, which promotes
liquidity and solvency. However, these characteristics do not guarantee a
stable purchasing power. A good part of the story of monetary systems has
been to try to establish a smoothly working monetary system based on a
financial instrument that is both perfectly liquid and of stable purchasing
power. This quest has been unsuccessful (only perfect liquidity has been
achieved), but it has had a tremendous influence on the view of scholars,
politicians and the general population about ‘money’.
This alternative framework has important implications. First, it shows
that any modeling must take into account the financial implications of
economic decisions. Monetary instruments are specific financial instruments and all financial instruments are contractual bets about the future
that involve two parties; a debtor and a creditor. Thus, both sides of
the monetary framework must be modeled to have a consistent analysis
of monetary affairs (Godley and Lavoie 2007). Second, one can understand easily why Starr (1974) finds a non-zero price for unconvertible,
non-recourse, unsecured monetary instruments when there are taxes.
Because of the nature of monetary instruments, any model that includes
them must have individuals with a shortage of monetary instruments
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(debtors). This is sufficient to create a demand for monetary instruments. If the state is not modeled, economic agents indebted to a bank
have a demand for bank promises. Third, monetary instruments cannot
be modeled as pure assets (the ‘nth commodity’), and there are not
commodities even if made of a commodity. As the adage goes ‘money
does not grow on trees’. Fourth, a proper analysis of a monetary system
involves a detailed analysis of the financial mechanics at play in terms
of fair value and purchasing power. What was the unit of account used?
Who issued the financial instruments and why? What were their face
and fair nominal values and how did they change over time? What were
the promises embedded in the instruments? How were the instruments
injected in the economy? What were the mechanisms that allowed
the instruments to flow back to the issuer? How was the scarcity of the
instruments managed in order to preserve their purchasing power?
Finally, the framework of analysis brings forward the crucial importance of underwriting in the issuance of financial instruments, as well
as the existence of well-defined reflux mechanisms. Issuance must be
based on the expectation that the promise can be fulfilled by the issuer.
The credibility of that promise depends on how reasonable the expectation is as well as the mechanisms put in place to make the realization of
this expectation possible (Minsky 1986). This requires pro-active regulation, supervision and enforcement to maintain financial stability. In
addition, as the Massachusetts experiment shows, reflux mechanisms
consistent with the terms of the promise must be in place. All this was
poorly understood for a long period of economic history because of the
conflation of monetary instruments with a commodity. The focus on the
value of the metal content was partly justified when monetary disorders
prevailed, but these monetary disorders partly existed because of the
insistence of having a commodity at the foundation of the monetary
system.

Notes
The author thanks John F. Henry, Charles A.E. Goodhart, Yan Liang, Perry G.
Mehrling and L. Randall Wray.
1. The fact that the face value is the price at which the issuer takes back his
promise is evident when that face value is not written down (medieval
coins). Today, the initial face value is marked on a promise, but it is implicitly
changed if the promise is accepted by its issuer at a different value because the
fair value will converge toward that new value.
2. This explains why nominal interest rates on US treasuries can be negative
(Clouse et al. 2003).
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3. Prior to the existence of a central bank and deposit guarantee, the subordination of all other bank promises to banknotes helped banknotes to circulate
closer to parity (Nussbaum 1957, p. 69).
4. To pay comes from the Latin word pacare, ‘to please, pacify, satisfy’ especially
‘to satisfy creditors’ in Medieval Latin.
5. Legal scholars such as Nussbaum (1950, p. 54) and Kemp (1956, p. 45) provide
many examples of commodities used as a legal tender. While the latter
author argues that legal tender laws (finality of payment) define ‘moneyness’, the former does not. Hirschberg (1971, p. 43) sides with Nussbaum
and Kemp sides with Mann (1992, pp. 5–6). Legal tender laws are merely a
devise used to try to increase the acceptance of a monetary instrument; a
monetary instrument is not defined by them and exists independently from
them. Commodities can also be included in legal tender laws to facilitate
final payments when monetary instruments are scarce (for example tobacco
in the U.S.).
6. Legal scholars discuss this issue in terms of Nominalism versus Valorism
(Hirschberg 1971). Given that Nominalism prevails in the law, the prevailing
view among economists that a monetary instrument is a claim on goods and
services is incorrect. A monetary instrument only carries a stable nominal
amount of a unit of account, it does not promise that this nominal amount
has a stable purchasing power but it can extinguish a stable amount of
debts.
7. Payments in that form used to be a crucial means of business operations and
are at the origins of the emergence of merchant bankers who were dealers in
bills of exchange (Hawtrey 1919; Boyer-Xambeu et al. 1994).
8. Similarly, economic agents indebted to firm F can make a payment to F that
is considered final by handing to F some maturing promissory notes that F
issued in the past.
9. Some monetary instruments may have nonmonetary uses so their commodity
value may be much higher than their fair value. For example, a one dollar
silver certificate can be used to pay the US Treasury. However, the US Treasury
will only accept it in payments at face value while some one dollar certificates can be sold to collectors for tens of thousands of dollars. The fair value
as monetary instrument is one dollar but the numismatic value may be much
higher (or lower).
10. The name of some units of account originated in the weight units but rapidly
lost their connection to them (for example, a pound sterling is not represented by a pound of fine silver, a pound sterling is just a pound sterling)
(Smith 1832, p. 20; Murad 1939; Olivecrona 1957).
11. While unnecessary, the acceptance of bills at a 5 % premium proved difficult
to remove. It became a custom and did not disappear until 1720 (Davis 1900,
p. 17).
12. Nussbaum (1957, p. 65) wonders why banknotes were still accepted in thirdparty transactions when the conversion clause was violated. The reason is
that banks still accepted their banknotes from their debtors; people could
repay their debts to a bank by handing back its banknotes (1957, p. 64).
13. More formally, the equilibrium fiscal position is the one that allows the
domestic private sector to reach its desired net accumulation of government
financial assets: Δ(FAG – FLG)* = -Δ(FADP – FLDP)d = -Δ(FADP – FLDP). Framed in
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terms of national income accounts, the equilibrium fiscal deficit is the one
that allows the DP sector to achieve its desired net saving (G – T)* = (S – I)d
= (S – I). If that does not prevail, aggregate income will change and so will G
and T and so S.
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Part II
Employment Policy

6
Full Employment, Inflation and
Income Distribution: Evaluating
the Impact of Alternative Fiscal
Policies
Pavlina R. Tcherneva

Few have contributed to the positive development of Post-Keynesian
theory in scope, method, theory and policy as Jan Kregel. While the PostKeynesian approach had unfortunately and mistakenly been identified
as a medley unified by its critique of mainstream theory (Snowdon and
Vane 2005), Kregel’s scholarship, unique among its peers, has demonstrated that it stands on its own merits and does not exist solely as a
rejection of orthodoxy. From the Rate of Profit, Distrubution and Growth:
Two Views (1971) and the Reconstruction of Political Economy (1973), to
his seminal article with Eichner (1975) and his articulation of the effective demand approach to employment and inflation analysis (1985a),
Kregel has reconstituted the Post-Keynesian paradigm as independent
and distinctive. Kregel has not only masterfully integrated the contributions of Keynes, Robinson and the Cambridge school with those of
their Classical Political Economy ancestors, like Smith, Ricardo and
Marx, but he has himself been an intellectual pillar for much of modern
Post-Keynesian thinking. His scholarship that spans five decades and
hundreds of publications has also given us original reinterpretations of
the works of Fisher, Keynes, Robinson, Minsky, Prebish and others. There
is no other Post-Keynesian who has produced as many and wide-ranging
rigorous, applied and sensible policy proposals on topics ranging from
structural reforms for development (2004a), international financial
reform (2000 and 2004b), European unification (1990a, 1990b, 1991),
full employment policies for the Euro Zone (1999), bank regulations
(for example, 2002), stabilization policies in Asia and Latin America and
117
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many other (1989, 1999, 2000, 2003). He remains not only one of the
most astute interpreters of the great masters but one of the most original and innovative contributors to the discipline. To borrow the title of
one of Kregel’s leading articles (1985b), a strong case can be made that
Post-Keynesian theory without the work of Kregel would be like ‘Hamlet
without the Prince’.
Like those of many others, my worldview and academic work have
been irrevocably shaped by Kregel’s scholarship and mentorship. His
lucid synthesis of short- and long-period Keynesian analysis and
unfailing emphasis on social relations, distribution, effective demand
and money in historical time constitute the path many of us walk in
our research. A coherent model that underpins this approach need not
be overly complex or rooted in faddish mathematical tools. Indeed a
model must be first clear, simple and consistent. It must be based on
assumptions that describe the real world and its logical relationships in
a socially embedded and rigorous manner. For if the simplest explanation of economic life are based on flawed assumptions, one would only
expect confusion, obfuscation and deception from the highly complex
ones.
In this spirit, this chapter will employ the simplest of models for the
study of a problem that is at the heart of Kregel’s scholarship, namely
how to produce and evaluate policies that aim to formulate and maintain true full employment over the long run. I take this model straight
from Kregel’s Reconstruction of Political Economy (1973) and apply it to
the examination of the relative impact of alternative fiscal policies on
employment, prices and income distribution. I examine conventional
fiscal policies, such as income support like unemployment insurance
and investment subsidies, and compare them to the proposal for the
government to act as an employer of last resort (ELR).
The analysis is also inspired by one of Kregel’s close friends and colleagues,
Hyman Minsky, who was critical of conventional pump-priming measures as a method for producing full employment over the long run
(Minsky 1986). As I have shown elsewhere, the pro-growth, pro-investment method for stabilizing the business cycle bears little resemblance to
Keynes’s own full employment proposals (Tcherneva 2012a). And indeed
Keynes preferred direct on-the-spot employment of the unemployed. In
addition to a broader socialization of investment and large scale public
capital investments carried out by public-private partnerships, Keynes
was convinced that full employment can be maintained over the long
run (that is, even in expansions) by taking the contract to the worker and
distressed areas in a targeted fashion. A full employment of less than 1%
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of unemployment is what Keynes considered an acceptable full employment level during any phase of the business cycle (recession or expansion)
(Tcherneva 2012a). As Kregel had put it, anyone who has taken the trouble
to attempt to understand The General Theory, should recognize his theory
can be and was applied to conditions outside of depression (Kregel 2008).
Minsky (1986) articulated a proposal for the government to act as
an employer of last resort (ELR) to achieve the long-run full employment objective. Separately, in the same volume, he conducts an inflation analysis utilizing the same simple model that we find in Kregel’s
1973 book. (Indeed the Levy Institute Library copy of Kregel’s The
Reconstruction of Political Economy is all marked up in pencil by Minsky
himself). Nevertheless, Minsky did not use this simple model of the
general price level to study the impact of the ELR (or alternative fiscal
policies) on employment, prices and income distribution. This is the
task of the present chapter.
Using this model, the chapter presents a framework for thinking
about the comparative macroeconomic advantages and disadvantages
of alternative fiscal policies. It extends a previous argument made in
Tcherneva (2012a) that targeted labor demand policies are more effective
than aggregate demand management in connecting fiscal policy with
the full employment objective and demonstrates that such policies
are also less inflationary and more equitable. Conventional aggregate
demand management policies are not only a misapplication of the original Keynesian blueprint for full employment (Tcherneva 2012a), but
over the decades have contributed to the deepening of income inequality
(see, for example, Minsky 1986).
Kregel (2008) also discusses the difficulties of attaining and maintaining full employment via pumping more aggregate demand. Minsky
adds government to the basic foundational price equation found in
the basic model developed by Kregel (following Kalecki 1971), but he
does not derive such an equation for a full employment economy with
government.
The chapter will derive such an equation and model the ‘on-the-spot’
employment/ELR proposal. Thus it will add support to the claims about
the countercyclical and price-stabilization effects of such a policy and
the need to permit the governments to spend on a ‘fixed price-floating
quantity’ rule (for example, Mosler 1997–98, Wray 1998, Mitchell 1998).
The equation will also add support to the argument that a job guarantee can tame the government-led demand side sources of inflation by
replacing pump-priming policies with a policy that offers a better price
anchor at full employment.
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Government spending, prices and profits

As is customary in Post-Keynesian analysis, I too will begin with the
straightforward two-sector model to illustrate some of the basic relationships and mathematical derivations of price determination and
income distribution. A three-sector model is presented in the following
section, where the government spends, taxes and runs large deficits as is
normally the case in the postwar world. I will present several scenarios of
different government programs and their impact on prices and income
distribution. While Minsky studied the role of government spending in
the determination of profits and the markup, he offered only a cursory
discussion of the effects of different types of government policies on
them.
Government has traditionally had three distinct functions. First, it
provides income support – a function normally associated with income
transfers to the unemployed and the poor (for example, unemployment
insurance or temporary assistance for needy families [TANF]). However,
government also provides sizable income transfers to firms in the form
of investment subsidies. I will compare the relative effects of these two
policies.1 Second, government is an employer when it hires people
directly into public sector offices. Government can provide employment either by guaranteeing a job to the unemployed in a manner in
which Keynes and Minsky envisioned (Keynes’s ‘on-the-spot’ employment or Minsky’s ELR) or via a direct job creation policy that does not
promise to hire all of the unemployed who are ready, willing and able
to work. Finally, the government is a buyer of goods and services from
the private sector. This is generally limited to the purchases of investment/production goods in the form of large military equipment, infrastructure contracts and purchases of other goods and services from the
private sector. In this context, government is an indirect employer. These
different fiscal policies will have different effects on employment, prices
and income distribution. In all cases, except the ELR case, full employment is not guaranteed. As is usually the case, less than full employment
is the normal condition. If each policy (other than the ELR) aims to
produce full employment by channeling more funding into their respective priorities (that is, boosting income transfers to firms or households,
directly employing more workers or buying more goods and services
from the private sector), government spending will amplify its respective effects on prices and income distribution. So our first task is to draw
a skeletal model to begin to discern these effects. To summarize, we will
look at:
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A basic two-sector model with consumption and investment
A basic three-sector model with consumption, investment and
government, where:
1. government spending is a source of income transfers to individuals via unemployment insurance
2. government spending is a source of income transfers to firms via
investment subsidies
3. government acts as an employer via indirect job creation through
purchases of investment goods and services and
4. government acts as an employer via direct job creation but without
a commitment to provide jobs for all of the unemployed
5. government acts as the employer of last resort (ELR)

6.2

The basic two-sector model

Although there are various approaches to price determination and inflation, the emphasis on administered price in Post-Keynesian theory
frequently evokes the Kaleckian markup approach to pricing. The skeletal
version of this model assumes that there are two sectors, the consumption goods sector (C-sector) and investment goods sector (I-sector).
Wages and employment in the C-sector (WC and NC, respectively)
produce a wage bill (WCNC) associated with the production of a given
quantity of consumer goods (QC) sold at consumer goods prices (PC).
The output (PCQC) produced in the C-sector must satisfy the demand for
consumer goods by both consumer goods workers ( Q CC ) and investment
goods workers ( Q CI ), where Q C = Q CC + Q CI . The C-sector generates profit
πC because its sales of goods and services exceed the cost of production
(the revenue PCQC is greater than the wage bill WCNC). Part of that profit
is used to buy investment goods from the I-sector, generating profit
from investment goods production. If we assume (for the moment) that
workers spend their entire income, while firms do not consume out of
profits, we can develop the following relationships:
PCQC = WCNC + WINI

(1)

The wage bill generated in the C- and I-sectors is spent on consumer
goods produced. Therefore, the profit generated in the C-sector is equal
to the wage bill in the I-sector:
πC = PCQC – WCNC = WINI

(2)
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Separately, investment goods output sold must pay for the wage bill in
the I-sector (that is, the cost of production) and generate profit.
I = PIQI = WINI + πI

(3)

πI = I – WINI

(4)

or

Combining (2) and (4):
πC + πI = WINI + I – WINI

(5)

π=I

(6)

or

Aggregate profits add up to total investment, reproducing the famous
Kaleckian result that consumers spend what they get while investors
get what they spend. In a capitalist/investing economy investment determines income, employment and aggregate profits and prices must carry profits
(Kregel 1973, p. 76; Minsky 1986, p. 142). This approach, also at the
heart of Post-Keynesian theory, extends the Keynesian argument that
investment not only determines output and employment, but also the
distribution of income (Kregel 1978).
Notation:
WC and WI – wages in the C- and I-sectors, respectively;
NC and NI – the number of employed in each sector;
WCNC and WINI – the wage bills in the C- and I-sectors, respectively;
πC+πI = π are the profits generated in each sector, which add up to
total profit in the economy.
If demand for consumer goods came only from C-sector workers (that
is, if PCQC = WCNC), then πC would be zero, but since I-sector workers
also consume, the C-sector must produce surplus, which is rationed by
the price system between the two sources of demand. This permits the
system simply to reproduce itself. Note, because workers spend all they
earn and firms administer their prices by markingup their direct costs
(WCNC, if we ignore the cost of materials) with some targeted rate of
return, which they expect to receive from production,2 not all output
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in the C-sector can be sold. Thus, the micro-markup and the macromarkup ensure that workers in the C-sector cannot purchase all output.
The C-sector will produce surplus which will be rationed by the price
system. Consumer prices will distribute output, employment and profits
across sectors and will ensure that the system is able to reproduce itself.
The first important insight for our purposes is that: (1) the aggregate
level of investment in the economy determines the aggregate level of
profits; (2) the wage bill in the non-consumption goods sector generates
profits in the consumption goods sector; (3) the C-sector must produce
and sell its surplus to generate profit; and (4) the price system ensures
that (3) takes place. Now we need to show how prices actually do that.
From (1) above we derive a price formula for consumer goods, which
will be our simplified foundational equation for all subsequent queries:
Divide (1) by QC:
Pc =

WC NC WI N I
+
QC
QC

(7)

If we multiply and divide the second term in (7) by [ WC NC ], we get:
WC NC
PC =

WC NC WI N I WC NC
+
[
]
QC
Q C WC NC

(8)

Reworking the equation, we get:
PC =

WC NC
WN
[1 + I I ]
QC
WC NC

(9)

Although 7 and 9 are identical, for ease of exposition, we will be using
both equations. Equation (7) allows us to trace more easily changes in PC
from changes in employment and output, while equation (9) allows us
to observe the markup over direct costs. Equation (9) was used by Minsky
to relate consumer prices to (1) wages in the C-sector, (2) the ratio of
employment and wages between the C- and I-sectors, and (3) what he
called AC – the average productivity in the C-sector (where AC = QC/NC).
Although in the analysis below I will assume, as Minsky and Keynes
did, that a given change in QC brings about a proportionate change in
NC, I will not speak of ‘productivity’ per se, to avoid confusion with the
neoclassical notion. In the latter, all factors of production are paid factor
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incomes based on their marginal productivity, all factor incomes add up
to and determine total output, and the different relative productivity of
each factor of production then determines income distribution. In this
work, I treat QC/NC as a simple ratio, allowing for QC and NC to change
with changes in the volume and composition of final demand. Such
a treatment is consistent with the Post-Keynesian emphasis that total
output determines the productivity of different factors of production,
not the other way around. It further stresses that ‘surplus is forced by the
investing process and that the distribution between wages and profits is
determined by the economic process and not by technology’ (Minsky
1986, p. 151).
We can now express prices in terms of output, employment and wages
in the C-sector and the relative wages and employment (that is, the relative wage bills) in the C- and I-sectors. If we assume in equation (9) that
WC=WI, then prices will depend on the relative employment in each
WN
sector. The term [1 + I I ] is the markup required in the C-sector to
WC NC
produce the surplus necessary to ration all consumption goods to the
different sources of demand. In other words, the price level is determined by the composition of final demand. The greater the relative
employment in non-consumption-goods-producing sectors, the greater
the markup would be.
In this ex-post relationship the multiplier is implicit – it illustrates
what has already happened and how different sources of demand affect
the aggregate markup. When we add government in the subsequent
section, we will use this equation to trace the effects of alternative fiscal
policies on the markup, prices, profits and income distribution. As with
any comparative static analysis, there are considerable limitations to
this approach, but it allows us to examine the immediate and secondary
effects of government spending. The fundamental equation derived
here also does not account for saving out of wages and consumption
out of profits, two conventional Post-Keynesian model features. That
derivation can be found in Tcherneva (2012b), following Minsky (1986).
These variables are excluded for ease of exposition, in order to focus the
attention on the implications of two methods of government spending:
one that fixes the budget at a given level and the other that allows it to
float with the amount of unemployment.
Let us examine the changes to prices, profits, and distribution from
changes in investment. We know from (3) that:
I = WINI + πI

(3)
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Therefore,
ΔI = ΔWINI + ΔπI

(10)

Assume that investment collapses, we can expect that both the wage bill
and profits from investment will decline (falling expected profits may
have been the precursor to the collapse in investment). When the wage
bill in the investment sector falls (ΔWINI), profits in the C-sector will
fall by the same amount ΔπC. (Since WINI = πC, then ΔWINI = ΔπC). This
collapse in C-sector profits will produce a multiplier effect, depressing
production in the C-sector because now I-sector workers are not buying
as many C-goods (that is, part of Q CI – the consumption goods produced
for I-sector workers – goes unsold, which in turn will trigger layoffs on
the C-sector of workers who used to produce this (now unsold) output).
As noted above, we will assume, as did Keynes, that changes in output
and employment in the C-sector are proportionate (%ΔQC = %ΔNC).
Thus, with the collapse in investment, the wage bill and profits in the
I-sector (WINI and πI) fall, C-sector profits (πC) fall, consumption goods
output (QC) falls, and the wage bill in the C-sector (WCNC) falls as well,
which as we will see in a moment must have a depressing effect on
consumer prices PC.
Why should this be the case? When WINI falls by X%, QC falls by less
than that (say Y%, where Y% < X%) because a small proportion of QC
goes unsold (that is, a portion of Q CI ). We can expect WCNC also to fall
by a smaller percentage (Y%), because only the portion of the workers
dedicated to the production of the unsold Q CI would be laid off.
Consider the modified equation (7) from above, where QC is now
decomposed into its components Q CC and Q CI :
PC =

WC NC
WN
+ CI II
Q CC + Q CI
QC + QC

(11)

If WINI falls by say 20%, then only Q CI will fall by 20%, but that would
only make, say, 5% of QC, which is reasonable since the wage bill in the
I-sector is much smaller than the wage bill in the C-sector (in the US for
example investment is only about 17% of gross domestic product (GDP),
while consumption comprises about 69%). Now, if QC falls by 5%, then
WCNC will also fall proportionately. This means that the first fraction
of equation 10 remains the same, but the second is markedly smaller.
Prices of consumer goods PC have fallen. This shows that in a two-sector
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economy, a collapse in investment has a strong deflationary effect on prices. If
we use equation (9), all we are saying is that the markup over direct costs
has fallen, because ΔWINI >ΔWCNC
PC =

WC NC
WN
[1 + I I ]
QC
WC NC

(9)

In this scenario, we have lost jobs from both the I- and C-sectors and
profits have declined by the amount of the drop in investment.
Now let us reverse the analysis to explore what happens if investment
rises. In this case WINI will rise, and so will πC, which will produce a
multiplier effect and cause Q CI to increase and QC and NC to rise, but by
a smaller percentage. In this case, the markup will rise, since the percent
increase in WINI exceeds that of WCNC (ΔWINI >ΔWCNC). The ratio
WCNC/QC remains unchanged because both NC and QC rise by the same
amount (even if proportionately less than WINI, as per our assumption),
but because of the increase in the markup, a rise in investment produces
a rise in prices. This is our first indication that an investment-led expansion
is inflationary. Using the same equations, it can be easily verified that a
consumption-led expansion will have a taming influence on the markup.
Note, that wages in the investment sector tend to be higher than
wages in the consumption sector. This means that if there is a 20%
increase in the wage bill of both the C- and I-sectors, there will be a
smaller employment creation effect in the I-sector because their wages
weigh more. Relatively speaking, directing the same amount of demand
toward investment rather than consumption would yield a smaller
employment effect (ΔNI ΔNC).
This also means that, in conditions of less than full employment
(NI + NC < NF), policies that produce an investment – as opposed to
consumption – boom would create proportionately greater inflationary
effects, but with a proportionately smaller employment effects. In the
off-chance that the economy is at full employment (NF), an increase
in employment in the I-sector will be accompanied by a decline in
employment in the C-sector. This relative redistribution of employment
would cause the price increase to be even greater than in the below full
-employment scenario above. This result also illustrates how in modern
economies, unemployment can be used as an inflation-inhibiting tool.
But can we envision a level of investment growth that would eventually produce full employment? This is highly unlikely scenario is
hypothetically possible, as long as firms enjoy perpetual investment
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optimism, that is, profit expectations are sustained and improving. This
result would be difficult to achieve, because the marginal efficiency of
capital (mec) declines when the market is flooded with capital goods. But
even if expectations did not falter, a prolonged investment boom may
eventually produce full employment by increasing prices and profits
and, therefore, by increasingly more inequitable distribution of income.
But as we know, a perpetual investment boom cannot be relied upon to
sustain full employment even if it were achieved. Because investment
is by far the most volatile component of aggregate demand, profits and
employment too will be unstable. Note from (7) above that π = I. When
investment is volatile, so are aggregate profits. Profits in modern economies and profit expectations in particular, have a special role to play as
they determine the offer of employment. If falling profits depress expectations of future profits as well, investment (and employment) will fall
even further.
This basic two-sector model describes a system with volatile prices
PC, investment I, profits π, employment N, and income distribution – a
system where idle capacity is the normal condition, NI+NC < NF and which
is prone to sizable inflationary and deflationary forces. It is a model that
describes earlier (pre-World War II) market economies, when neither
government spending nor trade contributed much to final demand. In
such a system, bringing the economy to full employment via investment stimuli, would add to the markup on consumer prices, (that is, via
a relatively more inflationary method of producing full employment),
whereas increasing output and employment in the C-sector would
have a dampening effect on prices. In the prewar period, total federal
government spending comprised less than 3% of total output, hardly
an influence on total demand and not enough to offset fluctuations
in private demand. As government spending ballooned in the interwar
period, the share of government spending in GDP has varied from 46%
during the Second World War to 27% today. With its new expanded
roles and responsibilities, the government sector has been able, by exercising its discretionary spending power, to help stabilize prices, profits
and employment.
The relatively large share of government spending in GDP means
that sizable fluctuations in investment can be offset by discretionary
spending. But by doing so, the government can also impart an important inflationary bias on the system. This is what Minsky referred to as
the role of government as a ‘blessing and a curse’ (Minsky 1986, p. 283).
The much needed stabilization effect of government has also made the
economy more susceptible to inflationary forces. To understand the
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inflationary bias of government, one must understand, first, the government effect on the size and distribution of final demand and, second, its
effect on the financial system and the resources available for financing
private investment. This second effect is of critical import in a monetary production economy, but we will abstract from it here to focus on
how different types of government spending affect the composition
of final demand and therefore the markup, employment and income
distribution.

6.3 The basic three-sector model with consumption,
investment and government
We already know that demand from income generated in sectors other
than the consumer goods sector adds to the markup. Thus, it is easy
to extend the analysis above and to anticipate, even before deriving
the equations, a greater overall markup on consumer prices, by adding
government. But the size of the markup will be different depending on
the different government policy employed. As we compare the effects of
transfer payments and the direct and indirect employment effects from
government spending, we will make the following assumptions. For
comparison purposes, we will initially assume that wages in all sectors
are the same WI=WC=WG. We will later relax this assumption to make it
more realistic, especially as we discuss the role of ‘price rules.’ Secondly,
for simplicity of exposition, I have abstracted from taxes, in order to
compare different government policies without confusing the reader
with the implications of ‘after-tax income’. Taxes are added back to the
price equation in Minsky (1986) and Tcherneva (2012b) to show how
income taxes reduce the markup, but profit taxes increase it.
I will first examine the two cases when the government provides
transfer payments. In the first idealized case, the transfer payments are
only in the form of unemployment insurance to those who have been
laid off (TRUI). In the second idealized case, government only provides
investment subsidies to firms (TRIS). The two scenarios will examine the
effect of the two policies on prices, profits and income distribution.
6.3.1 Government spending on transfer payments to
individuals in the form of unemployment insurance: TRUI
Consumer goods production must satisfy the demand of wage earners
in the C-sector, I-sector as well as non-wage earners. Suppose now that
investment has collapsed, leading to a fall in WINI and πI. We know that,
after the multiplier effect, output and employment in the C-sector will
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also fall but by a proportionately smaller amount. Collapsing investment
produces a depressing effect on consumer prices, profits and employment.
However, suppose that those who have been laid off from the I-sector
are now paid unemployment insurance by the government such that
ΔWINI=ΔTRUI. In reality, of course, unemployment insurance is only a
fraction of the lost wage bill from unemployment and we will address this
issue below, but for now it should be clear that because unemployment
insurance replaces the lost wage bill in the investment sector, income to
the working class in the system is restored, but not employment. Because
this injection in unemployment insurance goes directly to the C-sector,
it restores profits πC, produces a small multiplier effect and induces the
C-sector to rehire those workers who were laid off when part of QC (the
part Q CI that went unsold after the collapse in investment). Therefore,
unemployment insurance restores PC, πC, and the small decline in WCNC,
but not πI or WINI. Such an unemployment insurance policy brings the
markup back to its previous level so that the price system can now redistribute output between those who still have their jobs and those who
lost theirs. As noted above, TRUI is usually far smaller than the lost wage
bill in the I-sector; it is also only a temporary safety net. This means that
it will not normally restore prices to their original level, although it will
halt their fall. Neither is it going to produce the same employment effect
in the C-sector after the multiplier if πC recovers only partially. This is
temporary patch that forestalls the deflationary effect from collapsing
investment and prevents further layoffs.
I assumed that ΔTRUI=ΔWINI in order to show that price stability is
possible without employment stability. This illustrates why Keynes was
so skeptical of income stabilizing policies that did not guarantee stabilization of employment. Suppose that the government wanted to stimulate the C-sector by pumping more demand and does so by increasing
unemployment insurance. We know that by virtue of the larger transfer
payment, profits in the C-sector πC also increase. This produces a multiplier effect, generates some more production of C-goods and employment in the C-sector (but recall this is a proportionately smaller increase),
and prices continue to rise since unemployment insurance (TRUI) adds
directly to the markup.
When we examine the two core equations above (7) and (9), but now
add TRUI, we get:
PC =

WC NC WI N I ′ TRUI
+
+
QC
QC
QC

(12)

130 Pavlina R. Tcherneva

and
PC =

WC NC
WN ′
TRUI
[1 + I I +
]
QC
WC NC WC NC

(13)

From (13) the markup on consumer goods will depend on the relative
wages and employment in the C- and I-sectors and the size of the transfer
payment, relative to the wage bill in the C-sector. Note here that WI N It is
the new, now lower, level of investment, which necessitated the government intervention via unemployment insurance. Note also that whether
one considers equation (12) or (13), TRUI still increases proportionately
by more than either QC in equation (12) or WCNC in equation (13).
Both equations show that pumping an increasing amount of aggregate demand via increasing expenditures on unemployment insurance
would increase prices much faster than output or employment in the
C-sector. Growth in the C-sector production and employment will not
be able to offset the inflationary effects of the UI policy because the
latter has relatively small employment creation effects (the denominator
increases more slowly than the numerator).
A quick look at profits reveals that government deficit spending,
which in our case equals unemployment insurance (that is, Def =
TRUI),3 is a direct injection into aggregate profits. Now that we have
three components of final demand, we can derive new equations for
profits:
PCQ C = WC NC + WI N I ′ + TRUI

(14)

From here, profits in the C-sector are:
π C = PCQ C − WC NC = WI N I ′ + TRUI

(15)

that yields:
π C = WI N I ′ + Def
I = PI Q I = WI N I ′ + π I

(16)
or

π I = I − WI N I ′

(17)
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Therefore, adding (15) and (16) we get the familiar result that profits
equal investment spending plus the deficit:
π = I + Def

(18)

This well known result illustrates that countercyclical government
spending, in the presence of investment volatility, will stabilize profits.
In our case, the job is done by unemployment insurance, but any type
of government deficit spending will have this effect.
While unemployment insurance is an important safety net for the
immediate short term, it is by definition not a pro-employment policy.
It also offers smaller income than the lost wages due to unemployment
and a poor automatic stabilizer, because it expires well before the private
sector has recovered sufficiently to provide employment for all. So if the
objective of the policy maker is to institute pro-employment policies,
the next question to ask is: how does unemployment insurance compare
to alternative government policies that aim to stimulate employment
creation?
6.3.2 Government spending on transfer payments to
firms in the form of investment subsidies: TRIS
We now examine government spending on transfers to firms (investment subsidies) (TRIS). These subsidies would partially fund the wage
bill associated with this new production and partially the profits earned
from I-goods production:
ΔTRIS = ΔWINI + ΔπI

(19)

This is a pro-profit policy because any boost in investment increases
aggregate profits by the same amount. Of course, the newly created
employment in the I-sector will increase its demand for C-goods. Thus,
after the multiplier effect, we can expect employment in the C-sector to
increase as well, but by a proportionally smaller amount than the new
employment in the I-sector. Now, would such a transfer policy necessarily increase investment? This depends on the state of expectations
and the reasons why investment fell in the first place. Giving investment subsidies to firms would reduce the supply price of capital, but if
profit expectations and the marginal efficiency of capital are collapsing
even faster than the falling cost of production, no net new investment
would occur.
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If the government decided to keep pumping transfer payments to the
I-sector in order to further stimulate investment, prices would rise faster
than the C-sector can respond to alleviate these inflationary effects by
increasing employment and production. Therefore, again, a pro-investment
policy redistributes income away from the wage to the capital share in income. Is
there a limit to the amount of transfer payments that need to be provided
to the I-sector in order to generate full employment? Under the foregoing
assumptions, if government pumps enough demand, at some point,
we would expect to produce full employment, but since much of these
transfer payments leak into profits πC and πI, it is unclear how long and
how large a profit boom would be needed to produce the kind of job creation NC+NI that would absorb all of the unemployed into either sector.
Hypothetically, whether investment increases on its own, or transfer
subsidies are provided for purchases of investment goods, the employment creation effects of each should be the same. When investment
is insufficient to produce full employment, Keynes proposed that the
government step in to provide the requisite demand. However, he did
not favor transfer payments to firms, which only reduced the cost of
investment, because there was still no guaranteed that sufficient demand
would exist to buy the newly produced investment goods. We know that
inventory stock buildup has a negative effect on the marginal efficiency
of capital and tends to depress future investment plans. Thus, a policy
of transfer payments via investment subsidies could increase investment, GDP and employment in the near term, but if this production
goes unsold, the stimulus effect will quickly be reversed in subsequent
periods. Similar to unemployment insurance, investment subsidies may
only prove to be a temporary fix.
The government could purchase the unsold inventories, in which case
it will indirectly stimulate demand for workers. So the next question to
consider is how government transfer payments compare with government employment policies – both direct and indirect.
6.3.3

Government as an employer via indirect job creation

If the government buys the unsold investment goods, whenever demand
falters, the I-sector will always have a guaranteed source of demand and
could keep producing I-goods, employing workers necessary to produce
the output now consumed by government ( WIG N IG ) and earning profits
from producing for the government ( π IG ).
Here, total profit is given by:
π = πC + πI + πG

(20)
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The price level is:
PC =

WC NC
WN
W GNG
[1 + I I + I I ]
QC
WC NC WC NC

(21)

Total government deficit spending is:
Def = WIG N IG + π IG

(22)

Full employment NF could be sustained by a level of government
spending sufficient to buy all the investment goods necessary to sustain
this employment demand, which boost profits in the aggregate by πG.
N F = N I + N I + N IG

(23)

Such a policy produces a wage bill in the I-sector, which is now larger by
WIG N IG and which adds to the markup. Prices are sustained at a higher
level and so are profits.
But is there a better alternative? What if the government bought
the necessary amount of consumption goods in order to maintain full
employment and then either stockpiled, destroyed or distributed them
to the working poor? Now government spending changes to
Def = WCG NCG + π CG

(24)

This policy is preferable to indirectly supporting employment in the
I-sector, since the newly generated wage bill in the C-sector has a multiplier effect that will increase C-goods production for the private sector
(not for government) and will therefore have a taming influence on the
markup (see equation 25). In addition, there is a positive effect from the
government’s redistributive policy of C-goods to the poor.
PC =

WC NC + WCG NCG
WI N I
[1 +
]
Q C + Q CG
WC NC + WCG NCG

(25)

This is a viable policy option but note that it too inflates profits (this
time of the C-sector; see equation 24) in order to entice firms to hire
the unemployed. Such policies are difficult to implement because it is
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unclear what type of consumption goods industries should be stimulated by government spending in order to distribute the excess production to the needy. But, once again, with this policy too, if we pump
enough demand, hypothetically, we should at some point get to full
employment even at the cost of inflating C-sector profits.
The discussion so far has ignored structural unemployment, which was
important for Keynes (for example, chapter 20 in The General Theory).
There is a policy option that addresses structural and cyclical unemployment problems well, absorbs all the unemployed and unemployable,
and does so more cheaply than all of the alternatives that have been
presented so far – this is the ELR.
6.3.4

Government direct job creation via the ELR program

The ELR secures full employment by giving a job to all who want one.
It is targeted labor demand policy that fits the job to the worker. The
program pays a base wage that is exogenously fixed (Mosler 1997–98;
Mitchell 1998; Wray 1998). Wages in the C- and I-sectors will need to be
higher to make employment in those sectors more attractive.
The immediately obvious difference between the ELR and the indirect
job creation government policies is that government spending does not
initially leak into the profits of either the C- or I-sectors. Compare the
deficit associated with the ELR program with that of the alternative policies. The deficit levels are:
Def ELR = WELR N ELR

(26)

Def C = WCG NCG + π CG

(24)

Def I = WIG N IG + π IG

(22)

If DefELR, DefC and DefI are the full employment levels of government
spending from these three policies (ELR, stimulating C-sector employment by purchasing C-goods and stimulating I-sector employment by
buying I-goods), we can expect these expenditures to be ranked in the
following fashion:
DefELR < DefC < DefI .
The pro-investment policy generates the largest deficit DefI, because
it has the smallest employment creation effects; thus, a lot more
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government spending is required to get the economy to full employment NF. This is because investment is a small percentage of GDP and
because much of the government spending is absorbed by the higher
wage (recall that WI>WC>WELR, which means that the same amount of
government spending is distributed more toward wages and less toward
employment). Furthermore, DefC > DefELR because wages in the C-sector
are greater than the ELR wage and because part of the government
spending leaks into C-sector profits. Thus, it is reasonable to expect that
the smallest amount of government spending will be associated with the
direct job creation policy.
If the government decided to act as an ELR, what happens to the rest
of the economy? WELRNELR is still income earned in a non-consumption
goods industry but spent on consumption goods, which adds to the
markup and to C-sector profits, albeit by less than when we attempted
to get to full employment by pumping government demand for C-goods
(this is because WC > WELR and because none of the government ELR
stimulus leaks immediately into profits). ELR will also have some multiplier effects, that is, it will increase the wage bill and production in the
C-sector (WCNC and QC), which means that either WINI will fall as the
C-sector hires away workers from the I-sector (remember that we are
now at full employment) or WELRNELR will fall for the same reason. In
both cases the markup will fall. But if the C-sector hires from the ELR
pool, then, spending on ELR is even smaller than that from the other
fiscal policies. The size of the government deficit matters not because
of some budgetary constraints the government faces, but because a
smaller government deficit will add less to the profit share of income
and to the markup. Furthermore, the Chartalist literature stresses that it
is important to know what government spending actually buys because
we will be able to discern how the government supplies its currency
to the non-government sector. When we stimulate the production of
consumption goods via DefC, the deficit is spent partially on the newly
created wage bill in the C-sector (ΔWCG NCG ) and partially on profits
earned from producing for the government (Δπ CG ). When we stimulate
investment (DefI), government spending produces a new wage bill in the
I-sector (ΔWIG N IG , where spending now buys more ‘expensive’ workers)
and new profit from producing for the government Δ π IG . With ELR we
know that government spending pays only for the wage bill of the ELR
workers where, regardless of the size of the public sector labor force,
one hour of work is always set at the base ELR wage WELR. As Keynes
argued, in dealing with a theory of employment, we ‘can make use of
only two fundamental units of quantity, namely, quantities of moneyvalue and quantities of employment’ (Keynes 1936, p. 41). If quantity of
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employment is measured in terms of labor units and the money wage of
a labor unit is the wage unit, then we can deal with the behavior of the
economic system as a whole by measuring output by the employment
that went into its production and its relative remuneration. From the
Modern Money perspective, if the ELR wage sets the terms of exchange
between the ordinary labor unit and the base wage, then we have an
anchor of ‘value’ of the currency and we will know exactly how much
work one unit of currency (provided via government spending) is worth.
The ELR can create a benchmark for the ratio between the ordinary labor
unit and the base wage.
Here is the ex-post price relationship for consumer goods with ELR.
PC =

WC NC
WN
W N
[1 + I I + ELR ELR ]
QC
WC NC
WC NC

(27)

Compare it with the price equation from the pro-investment government policy
PC =

WC NC
WN
W GNG
[1 + I I + I I ]
QC
WC NC WC NC

(21)

Because WIG N IG is larger than WELR N ELR , the markup is also larger. A policy
that pumps increasing amounts of investment demand to produce full
employment is bound to be more inflationary than the ELR.
The price equation from the fiscal policy that stimulated consumption goods production is:
PC =

WC NC + WCG NCG
WI N I
[1 +
]
Q C + Q CG
WC NC + WCG NCG

(25)

The first fraction does not change after we add the demand from government, because the numerator and denominator increase proportionately, but the second fraction is now smaller, which is why we argued
above that this pro-consumption goods policy has a taming effect on
the markup, even as it inflates profits.
This result was to be expected since this is a policy of flooding the
market with consumption goods. However, the problem remains that
we may not know which consumption goods industries to target and,
even if we did, the structurally unemployed and those who are believed
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to be unemployable, may still remain without jobs, no matter how large
the government spending. With ELR, we address both problems directly
but at the cost of producing a higher but more stable markup. By contrast,
the markup from unemployment insurance, investment subsidies or
purchases of investment goods from the I-sector is not only higher than
that from the ELR policy, but it must also rise, because as the economy
approaches full capacity, an increasing amount of spending on each of
these policies is necessary to secure true full employment (recall much of
it directly leaks into profits and prices). With the ELR policy in place, we
know exactly how much spending is required to employ all the jobless
who wish to work, whereas through any of the alternative policies we
do not how large a demand would be required to encourage the private
sector to secure and maintain true full employment.
If the size of the markup from the ELR policy option is considered too
large, there are ways to reduce it, for example by having the ELR program
produce consumption goods, which will absorb part of the wage bill.
Finally, we need to relate consumer goods prices to the ELR wage and
the relative employment shares in the three sectors (C-sector, I-sector,
and G-sector). With ELR, the ex-post equation is the following:
PCQC = WCNC + WINI + WELRNELR

(28)

Where the total consumption goods production is given by the consumer
goods produced in the private sector ( Q CC ) and those produced by the
ELR program ( Q CELR ). In other words,
Q C = Q CC + Q CELR

(29)

We also know that the ELR wage will be the base wage and that the Cor I-sectors can always hire workers at a premium over the ELR wage.
Therefore,
WC = (1 + α)WELR
WI=(1 + β)WELR

(30)
(31)

where β > α.
Given these conditions, we can derive PC by substituting equations
(29), (30) and (31) into equation (28). Thus we can express the price
level as a function of the ELR wage (WELR), the relative employment
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shares in different sectors, and the ratio between the premiums charged
over the ELR wage in the C and I-sectors α and β. Let us derive it:
PC =

WC NC
WN
W N
[1 + I I + ELR ELR ]
Q CC + Q CELR
WC NC
WC NC

(32)

PC =

(1 + α )WELR NC
(1 + β )WELR N I
WELR N ELR
[1 +
+
]
Q CC + Q CELR
(1 + α )WELR NC (1 + α )WELR NC

(33)

PC =

(1 + α )WELR NC
(1 + β )N I
N ELR
[1 +
+
]
C
ELR
QC + QC
(1 + α )NC (1 + α )NC

or

or

(34)

We can simplify further:
PC =

WELR NC
(1 + β )N I N ELR
[(1 + α ) +
+
]
Q CC + Q CELR
NC
NC

(35)

Equation 35 is our fundamental equation for a full employment economy
with an ELR type policy. It illustrates a full employment condition
NELR+NC+NI=NF, where the multiplier is implicit. If the ELR wage rises,
so will prices PC, which is why the modern ELR proposal emphasizes
that the ELR wage must serve as an anchor and would be raised discretionarily, but should not be indexed to prices. Any discretionary rise
in the WELR would produce a one-time jump in prices, but wage-price
indexation will likely render the ELR policy inflationary. PC could also
rise for other reasons, for example, when private sector wages are bid up
or when employment in the I-sector rises faster than employment in the
C-sector. If this occurs and the ELR pool does not change, then we can
expect production of consumer goods to decline somewhat if workers
are now redirected to investment goods production. This decline in QC,
will fuel the inflationary effect of the investment boom. But it is unlikely
that the ELR employment and production will remain unchanged. If
there is indeed an investment boom that hires workers away from the
C-sector, the demand for QC will not decline; it may in fact increase if
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these workers now command higher wages from I-sector employment
and can increase their standard of living. This means that QC will not
fall (it may actually increase) and the production of these new goods
will have to be done by somebody. In this scenario, it is likely that the
C-sector will hire away workers from the ELR sector in order to satisfy the
demand for consumer goods. Another way of seeing this is to say that as
NI increases and WINI increases, so will πC. This in turn will prompt the
C-sector to hire from the ELR pool in order to boost QC production. So
as NI rises, NELR falls and serves as a countercyclical stabilizer to prices. But
because I-sector workers command higher wages WI=(1+β)WELR, there
will still be small upward pressure on the markup and prices from this
private sector driven investment boom. Output of consumer goods may
remain the same or may increase as workers move from the ELR industry
to the C-sector.
Conversely, when investment collapses, NI falls but NELR expands.
Thus, the ELR program offsets the deflationary pressures from falling
investment demand. Because the ELR wage is lower than WI, this offsetting effect is only partial. Furthermore, as WINI falls, πC also falls and
so will Q CC after the multiplier effect. But since the ELR pool has now
expanded, so has ELR production of C-goods Q CELR , which partially
sustains the output of C-goods, as workers move between sectors. Apart
from the other benefits of ELR that have been explained elsewhere in the
literature (see for example, Kregel 1999), this simple Kaleckian model
allows us to see the price-stabilization feature of a government policy
that attains and maintains full employment.
In other words, with the ELR in place, under conditions of full
employment, price increases result when the private sector expands
and government shrinks. Conversely, when employment in the C- and
I-sectors falls, it is immediately absorbed in the ELR labor force, which
prevents the markup from collapsing while at the same time it stabilizes
prices. In other words, the markup falls by less than in the absence of
ELR. Government ELR policy can be seen as taming the markup. There
are, of course, other government and non-government factors that can
produce inflation, but inflation it must be emphasized does not result
from the ELR program.
The ELR is a policy that favors wage incomes and consumption. It is
a policy that does not rely on fueling the profits of the private sector in
order to generate employment and as such it yields better income distribution than the alternatives. It is a cheaper policy option that tames
the inflationary and deflationary effects from changes in investment
demand while maintaining full employment. It sets a clear ceiling to
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government spending, as spending stops once all of the jobless who wish
to work have been hired. By contrast, priming the pump or directing
demand to private sector production requires larger deficits because
some of these deficits will leak into profits and most of the spending
will go first toward hiring more ‘expensive’ and generally employable
workers. Near full capacity, it is possible that no amount of government
demand will entice the private sector to hire the least skilled and least
educated workers, thereby ensuring that all new demand will go directly
into prices and profits.

6.4

Government spending, employment and ‘price rules’

Today, governments perform all of the different types of fiscal policies
discussed so far except for the ELR option. In the US, the government
provides unemployment insurance to the unemployed for a limited
duration, transfer payments in the form of large (direct and indirect)
subsidies for military production, direct purchase of military and nonmilitary consumption and investment output, while increasingly
outsourcing its operations to the private sector, and therefore steadily
diminishing the amount of public sector employment (mostly federal).
Direct job creation is virtually non-existent. The model presented here
indicates that all of these policies add to the markup when they result
in large deficits, all of them boost profits, and none of them have so
far achieved or sustained a full employment level of output. The only
time of true full employment in the US was during the Second World
War when the government did indeed serve as the ELR, extending its
peacetime Depression-era New Deal policies to the war effort. Following
Keynes, Kregel (2008) argued that direct employment can be organized
around civilian purposes, in a way to serve the needs of modern societies during peacetime. This model shows that all other peacetime fiscal
policy alternatives have an inflationary bias, even as they stabilize profits
and put a floor on incomes and layoffs. Profits and prices recover and
even increase, but without achieving or maintaining full employment.
The analysis thus far examines the impact of the amount and type of
government spending on the determination of income and inflation.
This differential impact depends on how much it pays for particular
goods or services or, in the ELR case, for labor. The foregoing analysis can be complemented with a price-rule axiom, which states that
government spending must adopt a price rule that involves the least
amount of income and price distortions and the greatest amount of job
creation.
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The rule that government spending follows currently is a budget rule:
policy aims to produce a certain level of deficit spending as a share of
GDP. But since the government financial balance (deficit or surplus)
is endogenously determined (as tax collections and automatic countercyclical spending depend on economic activity), the government
effectively follows a spending rule. That is, spending caps are placed
on various items as they are appropriated in the budgetary process. In
recessions, certain expenditures increase automatically. If such countercyclical measures are deemed inadequate, the government may
authorize emergency measures to help things along. Tax rebate checks,
for example, are a favored discretionary policy that aims to inject quick
cash in the economy. This approach is no different from the income
transfer approach above. In the aggregate these are all approaches that
favor profits over wages, which in normal circumstances would impart
an inflationary bias on the economy.
In the absence of an ELR policy, government direct job creation is still
more stabilizing than spending on transfers or investment goods, but
it does not ensure full employment. Finally government spending on
investment goods should also follow some rule, such that the costs and
employment creation associated with every government contract are
carefully monitored, monopoly pricing is limited and the size of profits
that could be earned from producing for government is also restrained.
As already discussed above, the ELR base wage (WELR) becomes the
anchor for all labor inputs in all sectors. But if it is indexed, it would stop
serving as an anchor for PC and would impart a strong inflationary bias on
prices. Wage indexation links, by design, price changes to wage changes,
thereby guaranteeing a spiral inflationary process. If government uses a
discretionary rule for wage increases, for example, WELR is periodically
revised up (say, every five to ten years, which is still more frequent than
the historical revisions in the minimum wage), then any increase in the
markup will be a one-time adjustment that does not constitute inflation. Discretionary increases do not produce the same automatic inflationary effects as indexation. A stable ELR wage is a stable anchor for
prices. Only in conditions of full employment, can we clearly examine
the inflationary effects of government policy. To mitigate price pressures
the ELR wage should be exogenously fixed and changed discretionarily,
whereby government spending must be allowed to fluctuate with the
level of ELR employment. This is what has been dubbed the ‘fixed price/
flexible quantity’ rule in the literature (for example, Mosler 1997–98).
A final word is in order with regard to profits. Notice that it is the
government deficit, not government spending that enters the profits
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equation. Deficits, as well as all of the above relationships, are ex-post
results, leaving employment to rest solely on profit determination,
which leads to a rather unstable system. With ELR, full employment is
guaranteed, whereby the inflationary influences on the markup from
government are controlled. Moreover, the government ELR program
imparts countercyclical price stabilization even if it does not eliminate all
sources of inflation entirely (namely those which emerge from changes
in private demand). ELR will eliminate the need for a wide range of
income transfers that are currently used to support the unemployed and
the poor. With an ELR, full employment is guaranteed and price stability
is strengthened through the program’s countercyclical mechanism. In
conditions of true full employment over the short and long run, economists would still need to devise comprehensive anti-inflationary policies
that would deal with private sector generated inflation.
Kregel (1995) had once said that much of the distrust of economics
is created by a dissonance between what the economist considers the
‘real economy’ and what the common man considers as the ‘real world’.
Kregel’s life’s work has been dedicated to mending this discord: from
fundamentally rebuilding the approach to political economy by reinterpreting the ideas of our classical forefathers, to offering original and
rigorous solutions to real world problems like those of uneven development, unstable international finance, mass unemployment and worsening income inequality. It is hoped that, in some small measure, this
paper offers some insights into the question of policy effectiveness by
remaining true to the method, vision, and economic approach Kregel
has laid before us.

Notes
1. Government also provides social insurance, food stamps and other cash assistance but for simplicity in our model we will only study unemployment insurance and firm subsidies.
2. This is at the firm (micro) level.
3. Recall that we have no taxes at the moment – government spends simply by
issuing unemployment insurance checks.
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7
Can Employment Schemes
Work? The Case of the Rural
Employment Guarantee in India
Jayati Ghosh

7.1

Introduction

Jan Kregel’s wide-ranging work has covered many issues of direct and
contemporary relevance to developing countries, and is marked by
his careful attention to both the broad sweep and the detail of policy
interventions. His contributions to the issues of financing development, macroeconomic instabilities generated by financial deregulation,
including capital account liberalization and how to alter patterns of
development toward diversification to higher value added activities, are
all well known. But he has also been an insightful advocate of specific
types of demand management policies that can play multiple roles in
developing economies. One such strategy is of implementing public
works as part of employment guarantees, which can then have positive
effects on both the demand side of the labor market and the supply-side
of production conditions.
India’s rural employment guarantee program provides an interesting
recent example of such a strategy. In this chapter, therefore, this program
is described, analyzed and assessed. The specific question that this
analysis seeks to answer is whether employment programs can actually
work on various levels: in raising the level of employment, increasing
wages and thereby reducing poverty; in generally increasing demand in
the economy through subsequent multiplier effects; and in positively
affecting supply by improving the conditions of agricultural productivity. In the next section, the legal act on which the program is based is
briefly described, followed by an analysis of the pattern of implementation thus far and the variations across different states. The third section
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considers some of the evidence on the impact of the program: on wages
and employment; on livelihoods, consumption and poverty reduction;
on women’s empowerment and gender relations; on distress migration;
on rural markets through increased direct demand and multiplier effects:
on conditions of supply and particularly agricultural productivity and
ecological sustainability. The fourth section identifies some concerns
about the design and implementation of the program, as well as the
backlash particularly among employers. The concluding section sums
up the discussion.

7.2 The rural employment guarantee program in India:
objectives and implementation
Unemployment and (more commonly) underemployment have been
dominant features of the Indian economy for some time now. Indeed,
low levels of productive employment generation in the aggregate, the
persistence of poverty and poor nutrition along with low educational
levels can be seen as the most significant failures of the Indian development strategy thus far. But the problem became especially acute in
the early part of the 2000s, when the contrast between rapid growth
of national income and productive employment generation became
acute (Ghosh 2005). This is the context in which the Mahatma Gandhi
National Rural Employment Guarantee Act (MGNREGA) was tabled by
the United Progressive Alliance (UPA) government and then passed by
the Indian parliament in October 2005.
The act came into force on February 2, 2006 and was implemented in a
phased manner to cover all rural districts within three years. It currently
operates in rural blocks of 644 districts. At its peak in 2010–11, it covered
more than fifty-five million rural households (around one-third of all
rural households), generating 2.6 billion person days of employment in
that year.
The program is certainly ambitious in its scope. Its stated objectives
include: ensuring social protection for the most vulnerable people living
in rural India through providing employment opportunities; ensuring
livelihood security for the poor through creation of durable assets,
improved water security, soil conservation and higher land productivity;
strengthening drought proofing and flood management in rural India;
aiding in the empowerment of the marginalized communities, especially
women, Scheduled Castes (SCs) and Scheduled Tribes (STs), through
the processes of a rights-based legislation; strengthening decentralized,
participatory planning through convergence of various anti-poverty
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and livelihoods initiatives; deepening democracy at the grassroots by
strengthening the (locally elected) Panchayati Raj Institutions; effecting
greater transparency and accountability in governance (MORD 2012).
Even if the implementation of the act manages to partly meet only some
of the objectives, the MGNREGA would still be one of the more historic
pieces of legislation in independent India. It is based on two interlinked
concepts: ensuring livelihood security to rural residents by providing at
least one hundred days of guaranteed wage employment in a financial
year to every household whose adult members volunteer to do unskilled
manual work; and utilizing the program for the mobilization of existing
surplus labor in the countryside so as to unleash productive forces and
generate more economic growth in the rural areas. Both of these features
are importantly complemented by a rights-based approach, whereby
employment is seen as the right of the citizen that must be delivered by
the state. This involves a crucial reversal of the underlying basis of public
delivery in India, which had hitherto been much more driven by a paternalistic view of the state as delivering ‘gifts’ to the people. In addition,
because of the wage and work norms that are defined in the act, it has the
potential to stabilize rural wages at levels that are at least close to the legal
minimum and even to increase them beyond this in some cases, to reduce
the extremely exploitative working conditions that prevail in rural labor
markets in many parts of India, and to provide work on relatively equal
terms to women and other marginalized groups like SCs and STs who are
routinely discriminated against in rural labor markets.
The way the program is designed to work is as follows (MORD 2013).
Adult members of all rural households who are willing to do unskilled
manual work must apply for registration with the local Gram Panchayat
(lowest level elected body). Each household is entitled to one hundred
days of employment per year. The registered household is then issued a
job card, which should be done within fifteen days. Thereafter, a written
application for work has to be made to the Gram Panchayat or the block
office, stating the time and duration for which work is sought. The dated
receipt of the written application for employment forms the basis for
the guarantee of providing employment within fifteen days. In case
employment is not provided within fifteen days, the state should pay an
unemployment allowance (of half the wage rate) to the beneficiary.
Work should be provided within a radius of five kilometers from
the village; in case the distance is greater, extra wages of 10% must be
provided to meet additional transport and living expenses. At least onethird of the beneficiaries under the scheme must be women – and in
practice substantially more have been women. At least half of the works
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(in terms of cost) must be executed by the local Gram Panchayat. There
is a ceiling on material costs (including wages of skilled and semiskilled
workers) of 40% of the total costs. Contractors and use of labor-displacing
machinery are prohibited. This is well-intentioned but the restriction
on using machinery is emerging as a constraint for some activities that
have significant potential otherwise. The law states that facilities such as
crèches for children, drinking water and shade have to be provided.
Wages have to be paid as per the state-wise Government of India
(GOI) notified MGNREGA wages. There has been much debate over this
matter because these wages are still below the legal minimum wages in
many states. However, recently it was ensured that at least the wages are
inflation-indexed. And it is important that male and female wages do
not differ under the scheme, unlike the prevailing situation in most of
rural India where there is a wide gender gap in wages. Wages may also
be paid according to piece rates, as per the Schedule of Rates (SORs).
This has created some problems because the SORs were earlier found
to be so stringent as to prevent most workers from receiving the full
wage for a day’s work. The schedule has subsequently been revised, but
problems remain. Payment of wages has to be done on a weekly basis
and not beyond two weeks in any case – but cases of late payment are
widespread, and indeed this has become a serious problem in the recent
past. An important rule since 2008 is that payment of wages must be
mandatorily done through bank/post office beneficiary accounts, so
as to reduce leakages and ensure transparency. This has the additional
benefit of financial inclusion of such workers.
The Gram Sabha (village meeting) is supposed to be responsible
for all plans and decisions regarding the nature and choice of works
to be undertaken, as ratified by the Gram Panchayat. There is a list
of ‘permissible works’ from which the district’s shelf of works is to
be selected. This includes water conservation and water harvesting;
drought proofing, including plantation and afforestation; irrigation
canals including micro and minor irrigation works; renovation of traditional water bodies; land development; flood control and protection
works including drainage in water logged areas and construction of
storm water drains for coastal protection; rural connectivity to provide
all weather access; agriculture-related works, such as composting and
generating biomanure; livestock-related works, such as constructing
animal shelters and fodder troughs and producing cattle-feed supplement; fisheries-related works, such as fisheries in seasonal water bodies
on public land; works in coastal areas, such as, fish drying yards, belt
vegetation; rural drinking water related works; rural sanitation related
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works, such as individual household latrines, school and anganwadi
(child day care centers) toilet units, solid and liquid waste management;
construction of anganwadi centers; construction of play fields. Work is
allowed on public or common land as well as on private land or homesteads owned by households belonging to the SCs and the STs or below
poverty line families or the beneficiaries of land reforms or the beneficiaries under the Indira Awas Yojana of the GOI or that of the small or
marginal farmers or the beneficiaries under the Scheduled Tribes and
Other Traditional Forest Dwellers (Recognition of Forest Rights) Act,
2006. In addition, state governments may conceive of other relevant
works and have them approved by the central government. However,
most of the approved works still involve heavy and demanding manual
labor, which excludes or makes it difficult for older workers as well as
pregnant and lactating women and persons with disabilities. Therefore,
there have been calls for widening the scope of work to include any
activity that improves the quality of life in rural areas.
The act has several provisions to ensure accountability and prevent
corruption. There is a stipulation that a social audit has to be done by
the Gram Sabha at least once in every six months. Further, grievance
redressal mechanisms have to be put in place for ensuring a responsive implementation process. All accounts and records relating to the
scheme are to be made available for public scrutiny and to any person
desirous of obtaining a copy of such records, on demand and after
paying a specified fee. Increasingly, there has been a shift to providing
information on websites as much as possible, with a view to striving for
greater transparency.
In terms of financing, the central government bears about 90% of the
costs, covering the entire cost of wages of unskilled manual workers,
75% of the cost of material, wages of skilled and semiskilled workers;
administrative expenses (as determined by the central government)
including the salary and the allowances of the program officer and his/
her supporting staff and work site facilities; and expenses of the National
Employment Guarantee Council, which is the overall administrator
of the program. State governments bear 25% of the cost of material,
wages of skilled and semiskilled workers, which means a contribution
of 10% of the total expenditure. In addition, they have to provide the
unemployment allowance payable in case the wage employment is not
provided on time, which has led to practices that dilute the provisions
to ensure that demands for work are recorded only when there is already
work available. They also have to bear the administrative expenses of
the state-level employment guarantee councils.
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Data for India as a whole show that the peak years of MGNREGA
performance in terms of both financial and employment indicators
were 2009–10 and 2010–11, and since then there has generally been
a decline. There are some states (such as Tripura) that have continued
to show improvement, but this has been against the odds and possible
only because of a very determined state government.
Figure 7.1 shows that the release of funds by the central government
rose continuously until 2010–11, but since then have actually declined
in nominal terms. In real terms, adjusted for inflation, the decline
would be even sharper. Total expenditure rose substantially until
2009–10, but since then has been more or less flat, with a small decline
in 2011–12 but overall no increase, which again suggests a decline in
inflation-adjusted spending. The gap between central funds release
and total expenditure needs to be further examined; it is possible that
this reflects the continued spending by some state governments that
are anticipating the eventual (and legally necessary) reimbursement
from the center. Even at its peak, the program did not even account for
1% of GDP in total spending; currently, it accounts for less than 0.5%
of GDP.
From Figure 7.2, it is very evident that 2009–10 was the peak year in
which more than 2.8 billion person days of employment were generated under the MGNREGA. Thereafter, the employment created under
the program in recent years has declined to levels of 3–4 years earlier.
The number of households that were provided employment under the
scheme peaked at fifty-four million in 2009–10.
It is only in terms of the participation of women workers that ratios
have continuously improved over the years of implementation. The
share of work days of women increased from 41% in 2006–07 to 52%
in 2012–13 – but that could simply reflect the fact that women workers’
days of employment have remained largely stable while male employment has fallen. The share of work days of SC workers increased from
25% in 2006–07 to 31% in 2010–11, but has since fallen to only 22%
in both 2011–12 and 2012–13. The share of STs in total employment
has fallen throughout from 36% to only 17%. However, this shift
may reflect the nature of the implementation: since the program was
originally implemented in backward districts where there is a preponderance of STs population, it is to be expected that their share would
fall as the program was extended to cover all the districts of India.
However, insofar as both SCs and STs are disproportionately part of
the rural poor households, their current participation in MGNREGA
is below par.

Can Employment Schemes Work?

151

450.0
Central release of funds
Total expenditure
T
400.0

350.0

300.0

250.0

200.0

150.0

100.0

50.0
2006–07 2007–08 2008–09 2009–10 2010–11 2011–12 2012–13
Figure 7.1

Financial indicators (Rs mn)

By mid-2012, around fifteen million work projects had been taken
up, of which about 60% were complete. Of these works, 19% related to
rural connectivity (such as village roads); 25% related to water conservation and water harvesting; 14% related to irrigation canals and renovation of traditional water bodies; 13% related to flood protection and
drought proofing; 13% relate to land development; and 14% relate to
work done on private lands (lands belonging to small and marginal
farmers, SCs, STs, households below poverty line and land reform
beneficiaries).
It has been noted that there is a clear regional pattern in the implementation (Khera and Kukreja 2013). This actually fits in with the pattern of
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implementation of other social welfare schemes. Thus, while the southern
states began with lower levels of employment generation, they have since
shown overall better performance, according to MIS data. The small northeastern state of Tripura, led by a Left Front government for nearly two
decades now, has emerged from a low base to become the best performer
in recent years. The northern state of Rajasthan has been unlike other
northern states in showing better than average performance, despite some
deceleration in recent years. This better performance is probably related
to the active social mobilization for MGNREGA by non-governmental
organizations (NGOs) and social movements in that state. However, there
are still quite a few states in which the program has not really taken off
and the number of person days of employment generated per household
remains very low. This includes the poorer eastern states such as Assam,
Bihar and Odisha as well as better off states such as Punjab.
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7.3

Impacts of MNREGA

Employment generation schemes like MGNREGA, if properly implemented, go well beyond the usual attributes of ‘social protection’ to
provide not only some livelihood stability and poverty reduction, but
also significant positive implications for the level of economic activity
and the overall quality of life. They can have very substantial effects in
terms of creating conditions for much higher levels of economic activity
and therefore growth, especially in the rural areas. Because of the obvious
positive obvious multiplier effects of such spending, additional wage
employment plays an important role in reviving local markets and rural
industries. In addition, since the program should ideally ensure public
employment of a certain level for a continuous period, it allows local
authorities to plan to put such labor to the best possible use. These uses
can include creating durable rural assets, water management and watershed development, activities designed to increase land productivity and
create more sustainable agriculture with less chemical use, providing
essential public services such as sanitation and mobilization for health
purposes, providing mid-day meals in school and the like. All of these
activities do not only provide sources of wage employment, they also
ensure a better quality of life for rural residents, and can have important
positive supply effects in enabling future economic growth on a sustainable basis.

154

Jayati Ghosh

Given the significant departure in approach that was presented by
the very formulation of the MGNREGA as a rights-based scheme, and
the obvious effects of such a program in raising the bargaining power
of rural workers, both initial resistance and subsequent backlash to such
a program were only to be expected. Further, despite substantial safeguards with respect to transparency and accountability written into
the act and the guidelines, it was always unlikely that a single program
could completely transcend the various problems of corruption, elite
capture and clientelism that have been significant features of public
service delivery in India. Therefore, very extensive social and political
mobilization was required to ensure effective implementation. The argument that corruption and weak delivery systems have meant that the
target population received less of the benefits is not without foundation in several areas, since even the bravest supporters of governments
at state and central level would not argue that there are no leakages in
government expenditure or that there is still not widespread corruption
at the local level in implementing government programs. However, it
is also evident that the amounts of wasted resources involved are tiny
compared to the vast sums that have been reported in various other
financial scams that have been revealed in the recent past.
This explains why, in the context of some overall success, the performance of the MGNREGA has been uneven across states and even across
districts within states with some areas showing dramatically better
performance and outcomes. Nevertheless, the overall indications are
that there has been significant positive impact of the implementation
of the act in different parts of the country, despite all the justified criticisms of uneven and often poor implementation in some states and the
still very limited and household-based (rather than individual-based)
nature of the right.
There is much to appreciate in terms of the various different levels
at which the MGNREGA has worked even in less successful locations.
Thus, the program has provided a crucial alternative source of employment and wages in rural economies where most workers were not able to
access even minimally decent work for the greater part of the year. It has
proved to be especially welcoming of women workers – even though the
work is physically arduous and essential legal requirements like worksite crèches are frequently not made available – simply because it offers
wages that are mostly on par with male workers. It is now generally
accepted that the MGNREGA has played a positive role in stabilizing
rural wages and in reducing gender wage gaps in much of rural India.
Its significance as a built-in stabilizer and its consumption-smoothening
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features were greatly evident during the 2008–09 global economic crisis,
when urban migrant workers who lost export-oriented employment
were able to rely on some form of stable wage income being generated
among their families in their rural places of origin. It has reduced to
some extent the severity of short-term distress migration, which had
become a pervasive feature of rural India in the period just prior to its
implementation. In states where it has been implemented with some
seriousness and efficiency, it has not only provided a boost to local wage
incomes and local markets, but also assisted in easing supply conditions
by providing and improving minor irrigations works, improving soil
quality and so on. It has also been an important means of financial
inclusion for those workers who were earlier excluded from all forms
of institutional finance, because of wage payments made through bank
accounts and post office savings accounts.
Indeed, it may be that the almost virulent backlash against the
MGNREGA in some quarters has been not because of its failures but
because of its very successes, particularly in stabilizing wages and
reducing distress migration. This has meant that both rural and urban
private employers are now forced to pay wages that are closer to (but still
below) legal minimum wages. This backlash may have contributed to
some downplaying of the program in the more recent period.
7.3.1

Wages

Around 66% of the total spending on MGNREGA thus far has been on
workers’ wages – somewhat more than required by the act. This has
clearly had an impact on wage incomes and livelihood security. One of
the expected roles of MGNREGA was in providing a floor for rural wages
and thereby positively affecting the bargaining power of rural workers.
In fact it is the case that real wages for casual work in rural India have
increased significantly in the recent period and the gender wage gap
has also declined (Figure 7.5). This can obviously be the result of several
factors, but the role of the MGNREGA in stabilizing the rural wage floor
and providing a better bargaining situation for rural workers is possibly
the most significant. Indeed, wages have also increased in urban India
as well.
It is tempting to see this as the result of the growth process generating
higher labor demand, and indeed there is an argument that growth,
rather than wages, has caused the wage increase. However, there was
no increase in rural real wages in the period before 2005 even though
this was also a period of rapid GDP growth. Furthermore, the recent
period has not seem substantial job increases in any sector other than
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construction, which has emerged as the most dynamic employer in the
recent period. Therefore it is likely – although attribution is always a
complex and questionable process – that the MGNREGA played a positive role in this. Even in urban India, to the extent that MGNREGA
has reduced and moderated rural-urban distress migration for work, it
is likely that it has had some underlying impact on bargaining power
of unskilled workers and therefore their ability to command wages
that are closer to official minimum wages (Ghosh 2013). Finally, the
greater involvement of women in the MGNREGA than in other rural
paid employment has clearly had an effect in terms of the faster rise
of women’s wages, as reflected in the falling gender gaps in rural wages.
This pattern has been noted by others (for example, Dreze and Sen
2013) who have observed that in the period since 2006, which coincides
with the rollout of MGNREGA, agricultural wages that were earlier stagnant in real terms began to record positive growth. According to MORD
(2012, pp. 8–10) ‘the advent of MGNREGA has resulted in a significant
structural break in rural wage increases. Between 1999 and 2005, preMGNREGA, nominal wages in the rural economy grew at an average
annual rate of 2.7% ... Post-MGNREGA, average wage increases almost
quadrupled to 9.7% between 2006 and 2009. And between January 2010
and May 2011, annual nominal wage growth averaged almost 18.8%’.
A survey of MGNREGA in five states in 2008 found that MGNREGA
wages were close to the statutory minimum wage of the time, with
hardly any difference between wages earned by men and women on
National Rural Employment Guarantee Act (NREGA), even though
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gender discrimination in wages continued in the private labor market
and that wages in the private labor market were lower than MGNREGA
wages (Khera and Kukreja 2013). A later study using monthly wage
data from the period 2000–11 for a panel of 249 districts across nineteen states (Berg et al. 2012) found that MGNREGA boosted the real
daily agriculture wage rate by 5.3%, with the effect taking six to eleven
months. The effect was equal for men and women workers and only
affected unskilled wages rather than skilled wages.
7.3.2 Livelihood security, increased consumption and reduction
of poverty and hunger
The major role played by MGNREGA has been to provide some livelihood security to wage workers particularly in lean seasons when there is
little or no other wage employment available. So, even if it is inadequate
and has not met expectations of providing the full 100 days of work per
household, it still provides an important source of income and even
survival for rural families. For most rural workers, this was indeed the
only form of wage work they could find at those times when the work
was offered (NSSO 2011).
Field surveys have found that it has been an important source of
supplementary income that has generated rising incomes over time
(Jha, Gaiha and Pandey 2011; Engler and Ravi 2012). A study based
on small sample surveys in six districts in three states suggested that
MGNREGA has generated substantial gains in money incomes for poor
rural households (Ghose 2011, p. 11) and on that basis it was estimated
that ‘MGNREGS may have increased the combined wage income of the
rural poor by around 20% in 2009–10 and hence should have reduced
the incidence of rural poverty by anywhere between twelve and sixteen
percentage points in that year alone’. These rising incomes clearly have
a positive effect on essential consumption as well, and therefore on food
security and nutrition (Deininger and Liu 2011; Babu and Rao 2010;
Bordoloi 2011; IDYWC 2010; Rao and Singh 2013).
7.3.3

Women’s empowerment and gender relations

At one level, MGNREGA has been unequivocally good for rural women
since it has been drawing them in as workers to a much greater extent
that was anticipated. As was noted earlier, women workers’ participation in MGNREGA (at between 40 and 48%) has been much higher than
the statutory 33%. In fact, the participation rate of women under the
scheme has been higher than in all other forms of recorded work (MORD
2013). This has largely been driven by the equal wages (which make
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them significantly higher than market wages for most unskilled women
workers), the requirement of having work sites within five kilometers of
the village and some attempts to provide basic facilities for women such
as creches and so on. In Kerala, the use of the association of women’s self
help groups – Kudumbashree – and their members for grassroots mobilization for the program as well as for employing the ‘mates’ or on-site
managers, has played an important role in attracting women to such
work in a state that otherwise has notoriously low female work participation rates. It is evident that the MGNREGA has played an important
role in increasing women’s access to work in rural India, even though
this work is physically demanding and arduous. It has also been significant in causing female wages to increase rapidly and thereby reducing
gender wage gaps, which were very marked in rural labor markets. These
are all obviously features greatly to be welcomed.
The role played by MGNREGA in increasing female wages is very
evident. Along with this, gender gaps in rural wages also tended to
decline almost everywhere, even in states where the program was less
active, possibly because of the higher reservation wage it created for
women workers (Sudarshan 2009; Verma 2011). Participation in the
scheme has led women to come out of their homes, not only to work,
but also to visit banks and Panchayat offices, which they did not always
do previously (Arulselvam and Deepika 2013).
However, the women’s empowerment from the program is also related
to the extent to which women can access their earnings independently.
Where women did not have automatic access to MGNREGA payment
through individual or joint bank accounts, their employment in the
program had no impact on household relationships (Holmes, Sadana
and Rath 2011). Instead, the added pressure of this outside work was
found to add to household tensions because of women’s continued
responsibilities for unpaid domestic duties. The fact the childcare provision under the program was limited and even negligible (despite the
legal provision for crèche facilities) added to these difficulties.
The scheme has been especially important for single women and
women-headed households, including widows (Khera and Nayak 2009).
The policy of opening bank accounts in women’s names and ensuring
that they receive their wages directly into these accounts has also been
very important in providing greater autonomy. A study across eight states
(Dheeraja, Sivaram and Rao 2010) found that women tended to exercise greater independence in both collecting and spending MGNREGA
wages, largely using the money for common family purposes such as
avoiding hunger, repaying small debts, paying for children’s schooling
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and bearing medical expenses. The use of bank accounts has enabled
financial inclusion for many women and provided them with more
financial autonomy. Participation in the program has also encouraged
wider participation in public life, for example in the decision-making
bodies such as the village employment councils.
However, the implementation of the program is still far from being
truly gender-sensitive. The absence of crèches on most work sites, the
lack of flexibility with respect to hours and the inadequate concern for
the tasks that can be easily performed by pregnant or lactating women, as
well as the insufficient number of women ‘mates’ who actually monitor
and run the work sites, are all problems that have been widely noted.
In some places it has reinforced patriarchal division of labor by forming
couple work teams that render women’s work invisible (Gupta 2009).
The full picture with respect to the impact of the program on women’s
empowerment is still quite complex. One unfortunate and unintended
consequence of the positive impact of MGNREGA on wages and rural
household incomes could well be reflected in declining women’s work
force participation (in recognized, rather than unpaid work) that seems to
have occurred across rural India since 2005. While there are many reasons
for this, it has been found that less women are available for outside work
when family income conditions improve. This is definitely at least partly
due to patriarchy and the need for control over women to confine them
to unpaid work within the household, but women themselves may wish
to quit the labor force when there is no pressing need simply because the
paid work that is available for most of them is so arduous, taxing and
poorly paid. Indeed, this is why it has been noted that much of women’s
work participation in India is of the ‘distress’ variety, engaged in when
the household is very poor or when there is a natural calamity, economic
shock or other decline in household income (Srivastava and Srivastava
2010; Himanshu 2011). Since paid work is not so readily available, and
what is tends to be both difficult and low remuneration, as well as associated with the double burden of paid and unpaid work, it is not implausible that some improvement in household income levels could result in
reduced pressure for women to seek outside employment.
These factors point to why women workers could be withdrawn from
the labor force as household incomes increase even in relatively poor
families. The peculiar form of backward bending labor supply curve
for households could also simply be the outcome of patriarchy, as men
prefer to restrict the mobility and autonomy of their womenfolk and
their access to independent incomes once households move beyond
extreme penury and confine working-age women to mostly unpaid and
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unrecognized work within the home (Ghosh 2013). This tendency is
unfortunately evident in many regions of India, not only those that
with traditionally low female work force participation, but even in
regions where earlier more women openly engaged in the labor market,
even if not on equal terms.
7.3.4 Economic activity and growth – local supply
conditions in agriculture and rural demand
If the works are effectively designed and implemented, they can have
strong positive effects on rural supply, for example by improving connectivity, increasing land productivity and ensuring better irrigation and
drainage. This can occur though both works that involve public land
or common property resources or infrastructure, as well as those that
are directly undertaken on private land. A study of small and marginal
farmers in Madhya Pradesh found that due to the works taken up on
individual land there was an increase of around 15% in the cultivated
area of sample households. This also increased food security for the
participating households, such that availability of food went up from
six months to nine months (quoted in MORD 2012). Studies in other
states like Andhra Pradesh and Gujarat find significant increase in the
percentage of assigned lands (earlier waste or fallow) brought into cultivation and significant positive impacts on livelihoods of beneficiary
marginal farmers (Verma 2010). Most studies indicate that the assets
created under MGNREGA, even when they are intended for single use,
end up being used for multiple purposes, such as irrigation sources being
used for groundwater recharge, household use, livestock, pisciculture and
so on (Kumar and Chandra 2010). This makes the full benefits of such
asset creation difficult to quantify, with dangers of underestimation.
Obviously, the impact of MGNREGA works on the environment depends
on many factors, including the scale of the activities undertaken, the
technical design, the quality of assets created and ownership and use of
physical structures constructed. There are cases where these have worked
favorably – for example, studies in Madhya Pradesh have found significant
increases in irrigated area and in area covered by perennial water supply
through MGNREGA works as well as improved recharge in the watersheds
considered (IIFM 2010; MPISSR 2010). Similarly, a study of MGNREGA
wells in Jharkhand found multiple benefits, including increase in multicropping in addition to paddy toward vegetables and other higher value
crops and therefore rising agricultural value added, associated diversification of local diets and access to a valuable source of drinking water and
other household use (Aggarwal, Gupta and Kumar 2012).
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A recent large empirical study (Esteves et al. 2013) of forty sample
villages in four districts of four states with diverse socioeconomic and
environmental conditions showed that MGNREGA works are generating
multiple environmental and socioeconomic benefits, including maintaining or enhancing groundwater levels, improving the storage capacity
of water bodies, improving irrigation, increasing the soil organic carbon
content and reducing soil erosion. These have in turn led to improved
water availability and soil fertility resulting in increased crop production,
increased employment generation and reduced migration. Districts that
have performed better in use of MGNREGA funds and implementation
of the scheme show visible growth in agricultural productivity (IDYWC
2010) although, of course, not all of this can necessarily be attributed
to the MGNREGA. And it must also be noted that the evidence on the
impact on MGNREGA on agricultural productivity is neither conclusive nor consistent across locations, with varying results from different
studies – some showing positive impact and other no evident impact at
all (CRRID 2009).
In general, the creation of useful and sustainable rural assets remains
one the major challenges of the scheme and the area in which its performance may be the weakest (Shah et al. 2010), similar to many other schemes
across the world in which the employment generation aspect is taken as
the primary goal. The difficulties of ensuring the correct technical coordinates for planning the shelf of works as well as the constraints posed
by the limits on expenditure on material and skilled work are all part
of the problem. MGNREGA works are often chosen without adequate
consideration for agro-ecological specificities (Bassi and Kumar 2010).
Concerns are frequently voiced that overall the quality of assets created
under the program has been poor (Ghose 2011).
Apart from the supply-side effects and the impact on improving agricultural productivity, MGNREGA can have substantial effects in reviving
stagnant rural economies through the injection of new demand provided
by additional wage incomes, as the multiplier effects of such spending can
be significant. The multipliers for such spending in different parts of rural
India have been found to range from 2 to 3.6 (MORD 2012; Hirway, Saluja
and Yadav 2009). The value of the multipliers may even increase with the
MGNREGA interventions because of increasing consumption of locally
grown crops, likely increase in local processing of food grains, oil seeds and
so on, because of greater stability of output and more services becoming
available locally with infrastructure and connectivity improvement.
The countercyclical consumption-smoothing effects of MGNREGA
were particularly evident during the economic slowdown of 2009, when
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the effects of the global financial crisis were felt in export-oriented
manufacturing and hundreds of thousands of migrant workers lost their
jobs in gem and garment and leather factories in the West and South
of the country and were forced to return home. The continued functioning of the MGNREGA ensured both the survival of these workers
and their families back home who had earlier relied on the remittances
such workers sent home.
7.3.5

Financial inclusion

Since 2008, the payment of MGNREGA wages has been made mostly
through bank and post office accounts. As a result, nearly eighty-six
million accounts (forty-one million bank and forty-five million post
office) of rural people have been opened under MGNREGA thus far.
Approximately 80% of MGNREGA payments are now made through
this route. This has brought the poor into the ambit of the organized
financial sector, provided a secure formal savings route for them and in
some cases provided them with better access to credit (MORD 2013).
However, it is now evident that even wage payments through banks
are not always free of the maladies which afflicted the previous system
of payments: corruption, fraud and misconduct (Adhikari and Bhatia
2010) as well as inadequate staff and infrastructure in banks and post
offices to cope with the massive numbers of payments involved and
associated poor record keeping. Further, while there are many benefits
associated with the direct delivery of payments to bank accounts, the
large distances to banks cause substantial hardship to workers particularly in remote areas and in difficult terrain.
7.3.6

Marginalized groups

For obvious reasons, the poorest households disproportionately seek
employment under the scheme. SC and ST workers have been disproportionately represented (compared to their share in rural population)
among MGNREGA workers, but their involvement has declined somewhat in recent years. In a survey conducted in 2008, in six poorer states
it was found that 81% of the sample workers lived in non-permanent
houses, 61% were illiterate, and 72% had no electricity at home and
73% were from SC and ST families (Imai et al. 2009). A key positive
aspect of MGNREGA, particularly for SCs or Dalits, is that ‘it is free from
the largely caste-based relations of subordination, discrimination and
exploitation that mark both agricultural daily wage work and powerloom employment (where) the work is closely related to past relations
of subordination and servitude, which all Dalits aspire to move away
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from’. (Carswell and de Neve 2013). However, lack of awareness of the
program and of their own rights under the law is particularly evident
among these groups, who tend to be already less literate and more
excluded from access to knowledge about public schemes and facilities
(Bebarta 2013).
An empirical study of Maoist and extremist violence in ‘backward’
districts found a strong positive relationship between greater numbers
of households covered by the MGNREGA program and lower incidence,
frequency and severity of violence (Hoelscher, Miklian and Vadlamannati
2012). In several conflict zones, Maoists have encouraged participation
of local people and social audits of its performance in the districts where
they are active (Banerjee and Saha 2010).
7.3.7

Distress migration

It is difficult to generalize on the impact of MGNREGA on either labor
markets or local demand and supply conditions for labor since the spread
and efficiency of implementation of the program vary substantially
across states as well as districts. This largely depends upon the nature
of the labor market and its degree of dynamism in a particular area, the
volume of MGNREGA work that is provided, the conditions of the work
and whether the stipulated facilities are provided, the timely payment of
wages to the workers and the extent to which the entire program actually runs according to the guidelines (which is by no means assured).
Overall in rural India, the program has reduced distress migration to
some extent, particularly by women, since it has provided at least some
alternative income during lean agricultural seasons and played a role in
stabilizing wage incomes. Several studies (Kareemulla et al. 2009; Mistry
and Jaiswal 2009; Kumar and Prasanna 2010) have found dramatic
reductions in distress migration, once wage employment was available
on reasonable terms closer to home. Where the actual functioning of
the program is quantitatively limited or qualitatively does not meet the
required standards, so that wage payments are delayed, very few days
of employment are provided and unemployment allowance is not paid
by the state government, it is likely that distress migration persists and
there has not been much impact (Ghosh 2011; Das 2013).
7.3.8

Health and education

Centre for Education and Research Development (CERD) (2010) found
that people’s access to health facilities increased due to the type of works
taken under the scheme, such as road connectivity and regular income
to the household. In addition, MGNREGA wages provided an income
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buffer to families whose members had suffered illness that necessitated extra expenditure (Engler and Ravi 2010). The CERD study also
concluded that the trend of workers sending their children (especially
girls) to schools increased, due to the assured income. In some work
places in Odisha and Andhra Pradesh, it was found that some young
people accessed MGNREGA work to help pay for their tuition and other
requirements during tertiary education.

7.4
7.4.1

Concerns about the program
Worker awareness and elite resistance

There are serious issues with respect to lack of awareness: about work on
demand, about unemployment allowance and about redressal mechanisms (MORD 2012). For example, in Rajasthan, 72% of households were
aware that MGNREGA work can be demanded at any time during the
year. But only 47% households in Madhya Pradesh and 29% households
in Andhra Pradesh were aware of this. Similarly, in Madhya Pradesh
18% households and in Andhra Pradesh and Rajasthan, less than 10%
households were aware of the legal provisions of the unemployment
allowance. About 35% households in Andhra Pradesh, 28% in Madhya
Pradesh and 16% households in Rajasthan were not aware of any grievance redressal mechanism in the MGNREGA.
Part of the lack of awareness also comes from local elite resistance,
since both public functionaries and potential employers may be reluctant to disseminate information about a program that codifies the rights
of citizens and increases the bargaining power of workers. As noted
earlier, the rights-based nature of the MGNREGA makes it quite different
from earlier government schemes that could be presented as favors or
gifts from government representatives to an appropriately grateful populace. If the responsibilities of the state at different levels are not fulfilled,
the onus is on them – and this naturally reduces the incentive of state
players to ensure that they make themselves fully accountable.
Meanwhile fears of labor scarcity have dominated the perceptions of
local and national private employers in both agricultural and non-agricultural operations as well as those who have benefited from distress
migration. However, while such fears and concerns are widely felt and
expressed, it is likely that they are overplayed. MGNREGA has played
a role in increasing wages, especially of women workers (even though
prevailing market wage rates in most parts of the country still remain
below the legal minimum wages) but for male workers in particular, the
rapid emergence of construction as a dynamic employer has probably
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had a more important effect in increasing wages. Since most MGNREGA
works in most states have occurred only in the agricultural lean season
(even though this is not required and indeed effectively contravenes the
law) they are unlikely to have affected labor supply for major crop operations. Indumati and Srikantha (2011) find that the impact of MGNREGA
wage on the economic scarcity of labor is relatively modest when
compared with the impact of hike in non-farm wages. However, since
the MGNREGA has operated to reduce labor distress to some extent, it
has obviously improved the bargaining power of workers and helped
to stabilize rural wages – a process that should really be welcomed by
policymakers and all those interested in the economic development of
the country.
7.4.2

Corruption and faulty implementation

Almost all the empirical studies point to very wide gaps between the law
and its guidelines and the actual implementation. There are concerns
about faulty and sometimes false muster rolls, inadequate supervision
at worksites and leakages that represent corruption in different forms
(CAG 2008). Some states have clearly performed better than others in
this regard. Strong political will, presence of civil society agencies and
NGOs, higher levels of awareness among the communities and prior
experience and capacities of civil servants and officials of implementing
similar programs (like drought relief schemes) have been identified as
some factors responsible for better performance of the program in some
states (Reddy and Upendranadh 2009). The ability to use new information and communication technology methods effectively to ensure
greater transparency and accountability and to reduce leakages and in a
socially sensitive way has also played a role.
Not all faulty implementation is because of corruption. Sometimes
even the most well-intentioned local authorities are not able to develop
a useful and relevant shelf of works in the required time frame. Several
studies have noted that Gram Sabhas (village assemblies) have not been
convened according to the requirement or that when they are convened,
there is very little participation. It is usually the case that – contrary to
the law – the Gram Sabha’s involvement in plan preparation is minimal,
with its role more of a formality, a simple rubber stamping of what has
already been done in the particular block. It is very often the case that
the choice of works is not oriented to the priorities laid out in the act and
that Gram Panchayats prepare only a limited and often inadequate shelf
of works, which leaves them unprepared for more demand for work.
This may be one of the reasons for the large unmet demand for work
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under MNREGA that is evident from the National Sample Survey data
of 2009–10 (Usami and Rawal 2011). Much of this inadequacy may be
related to lack of capacity and shortage of technical staff for planning.
Thus, Mukherjee and Ghosh (2013) based on a study of Birbhum district
in West Bengal, point out that Gram Panchayats have not been able to
come up with adequate number of schemes. They generally lack the
capacity to design and implement large number of meaningful schemes,
and requirements of adequate technical assistance for this have not been
factored into the program. This has been a major limiting factor.
This poor planning then has other consequences, such as poor results.
For example, there are cases where plantations were made, but there were
no arrangements for subsequent watering, so many plants died. Several
works have been left incomplete. The constraint on using machinery
has also been problematic since some works, such as road construction,
necessarily require machinery to ensure durability and quality.
7.4.3 Inadequate employment generation, not capturing demand
for work and not providing unemployment allowance
The Comptroller and Auditor General (CAG) audit (2008) found that
dated receipts of applications were not given in two hundred and
eighty-two GPs across twenty-one states. The demand for work is typically not recorded separately in most states; rather it is registered only
when a work site is ready. This is related to the reluctance of state governments to pay unemployment allowance that has been widely noted
across different states (Ghosh 2011). It is very common even so for work
not to be provided within fifteen days, so that job seekers are denied
employment and even then unemployment allowance is rarely paid.
7.4.4

Rigidity of permissible works

The rigidity of the permissible shelf of works to provide employment
is a limitation. It is largely focused on earth work and other very heavy
physical work for unskilled workers. Not only is such work very arduous
and demanding, it is also excludes the elderly, pregnant and lactating
women, the disabled and others who are not able to meet these very
demanding physical requirements. It is possible to be much more imaginative in terms of the list of permissible works, to expand it to include
all activities that improve quality of life in rural areas and bringing in
other semiskilled types of work.
7.4.5

Low wages and late payment of wages

The system of piece rates has involved wage payments that are typically
lower than the statutory minimum wages, because of the excessively
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stringent SORs or the strict norms required by the site engineers. Delays
of two to three months, and even up to one hundred and fifty days,
in making wage payments are common across India, and this can be
hugely significant for working households who are already at the margin
of survival. This has even been responsible for dwindling interest in
employment under the MGNREGA (Sahoo 2013; Bebarta 2013). Shortage
of funds at the block, district and state government levels is often the
purported reason for the delays in wage payments. These are also related
to shortage of staff and inability to handle the volumes of transactions or
delays in engineer’s visits to measure the work performed so as to determine whether the work conforms to the requirements in the SORs.
7.4.6

Inadequate monitoring, audit and accountability systems

All these problems can be fixed, and indeed many of them are only to
be expected in a relatively new and very ambitious program that is still
really in early stages. Part of the problem is that the monitoring and
accountability mechanisms that were put down in the act are not being
adequately implemented. Thus, proper social audits are only rarely
conducted. Where they are done, often there are no records made of the
event and no proper follow up in terms of dealing with the complaints
and grievances. Indeed, the grievance redressal mechanisms tend to be
either non-existent or ineffective. Other than a few places where NGOs
are active, there are no vigilance committees, and activists working to
ensure transparency and accountability are often under physical threat
from local power brokers. Some whistleblowers have been physically
attacked and even killed to prevent such exposure.

7.5

Conclusion

It is evident that the MGNREGA has not reached its full potential in
terms of delivery and impact, for various reasons. However, despite
various concerns and limitations, it has already had a substantial impact
in increasing rural wages and reducing gender wage gaps, smoothing
and stabilizing consumption of the poor, enabling better access to nutrition and other essential consumption, reducing extreme distress migration and providing opportunities for more household expenditure on
health and education. In some areas it has also played a positive role
in improving rural connectivity, improving supply conditions in agriculture and creating more sustainable forms of irrigations and production. It has also served as a built-in stabilizer of the economy during
downturns and has the potential to add to longer run development
possibilities.
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Employment programs are often defined as a part of social protection, but this may be a misinterpretation, particularly as such schemes
typically involve arduous work in difficult conditions for a basic wage.
They are certainly not social transfers, but wage based transactions. They
should in no way be seen as substitutes for other more standard forms of
social protection such as pensions, social security, unemployment insurance, child support, assistance to pregnant and lactating mothers and
infants and so on. However, the dignity to workers that is provided by
an employment scheme, as opposed to pure cash handouts (as possible
parts of basic income schemes) is an important aspect that should not
be overlooked.
The Indian experience with MGNREGA shows that employment
programs can work in various ways, even when they are only partly
implemented. This provides useful lessons not only for India but for
all other economies where inadequate employment generation is a
persistent and continuing problem.
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Part III
Economic Development

8
Development Theory:
Convergence, Catch-Up or
Leapfrogging? A Schumpeter–
Minsky–Kregel Approach
Leonardo Burlamaqui and Rainer Kattel

8.1

Introduction

Mainstream development theories differ in many ways. However, they
share two key assumptions, which are adopted by most policy makers
and embed the ‘governance’ of trade, knowledge and finance under the
World Trade Organization (WTO) treaties and its multiple descendants.
The first assumption is that all economic activities (or all innovations)
have inherently the same growth inducing potential, and the second is
that free trade is the best regime for enabling all countries to scale up their
comparative advantages and develop. The implication of those assumptions is clear: In essence, under a free trade regime, eventually all countries should converge around a certain level of development, provided
that they have ‘law and order’ and ‘save’ in order to be able to invest. Yet,
there is growing evidence both from heterodox and (discontent) neoclassical economists that at least the convergence corollary – that however
long it may take, eventually all development is toward a shared equilibrium – is in fact not what the data shows us. (See, for example, Ocampo,
Kregel and Griffith-Jones 2007; Reinert 2007 and Rodrik 2007). There
are some well known examples: measured in 1990 international dollars,
South Korea had in 1950 almost exactly the same GDP per capita as an
average African country (around 860 GK dollars); by 2012, the difference
was twelve-fold.1 However, diverging fortunes between regions (such as
Africa versus East Asia) and within regions (such as Sweden vs. Greece)
seem to be rather the norm in the international economy.
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This chapter aims to show that, if we use a Schumpeterian approach to
understand and analyze development processes, divergence, not convergence should be the expected outcome. In other words, differentiation,
not homogenization, is the result of Schumpeterian competition and is
in fact an essential dimension of capitalist evolution. It is easy to translate that perspective into a Hirschmanian parlance labeling it as development as an un-balanced growth process (Hirschman 1958; Adelman
2013). In fact, the policy take away we offer is that promoting economic
development requires very distinctive policy tools as well as continuous,
evolutionary, institutional reforms. It is essentially a Hirschman-Kregel
policy statement. A key point of the chapter is that the theoretical
backing for this policy perspective is that successful economic development involves a leapfrogging process – a straightforward dimension of
Schumpeterian competition – rather than a path toward of convergence
or catching-up. In other words, development, both successful or not, is
not a continuous but rather an abrupt and conflict-prone process.
More precisely, the chapter offers four propositions for discussion in
this context. First, it argues that instead of the often-assumed convergence among nations, history shows us that divergence is a more appropriate way to conceptualize development trajectories; and that this is
especially visible in the last half a century. Second, the chapter suggests
that ‘convergence’ and ‘catch-up’ are, from a Schumpeterian perspective,
theoretically inadequate concepts as they frame development narratives
similarly to the Rostovian idea of a linear path toward some sort of ‘development equilibrium’ (the technological frontier). We call this ‘equilibrium
imposed on history’. Furthermore, we argue that development theory
needs an alternative framework to conceptualize continuous, structural,
cumulative change and creative destruction that we witness empirically.
Third, the chapter outlines this Schumpeterian framework, centered on
the concept of leapfrogging through innovation, as a more promising
way to address both development theory and the historical trajectories
observed since the industrial revolution in Britain. Finally, the paper
points out that macrofinancial coherence and ‘robust’ state-led financial
governance are essential – but underdeveloped – dimensions of such an
alternative framework for understanding development trajectories.
In that regard, we submit that while finance was already a core element
in Schumpeter’s analysis, a more refined elaboration of its role came with
Keynes, Minsky and Kregel. Keynes introduced money and financial
market’s expectations as central features of the system’s dynamics (Keynes
1936). Minsky extended that view through the ‘Wall Street Paradigm’
where capitalism is conceived as essentially a financial system and prone
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to waves of financial fragility and economic vulnerability (Minsky 1982,
1986). Kregel broadened Minsky’s theories by linking them to development as well as introducing exchange rate instability, derivatives and
the ‘international dimension’ to our understanding of how the financial
structure of an economy is, always, a key element of its development
path (Kregel 1998, 2001a, 2001b, 2010, Burlamaqui and Kregel 2005).
The novelty here is not ‘financing for development’, but macrofinance:
the way the financial system works and how it should be structured and
governed to effectively foster innovation and development. We use this
body of work to attempt a bridging process and propose that successful
development as leapfrogging processes are coupled with financial structures
and financial governance that enable particular countries and their technological and innovation capabilities to engage in a strategy of following
as a prelude for surpassing.
A core point we are making here is to suggest, following Minsky, that
capitalism is essentially a financial system (which may deteriorate into
a collection of ‘Ponzi Nations’, as it did in 2008). But we are also adding
the Schumpeterian dimension, by pointing out that under certain institutional and financial arrangements, not fully understood yet, it may
also become an innovation system creating wealth and a positive sum
game for the economy.
This framework might help us to rethink how both domestic and
international policymaking bodies should think about development
processes and in particular how domestic growth and competitiveness
policies could be reshaped.
Before we proceed, let us be clear about what we want to propose. In
one sense, what we are arguing runs close to what Hikino and Amsden
have submitted as a ‘new learning paradigm’ to assess late industrialization. (See Amsden and Hikino 1994). However, our claim is either broader
or narrower, depending on the perspective one adopts. It is broader in
the sense that we are indicating that there is nothing intrinsically new
about late industrialization. An appropriate analytical framework for
analyzing development processes – ‘late or early’ – is what is missing. It is
narrower in the sense we are not claiming to have invented this analytical framework, we are just borrowing from Schumpeter, Keynes, Minsky
and Kregel and, maybe, doing – at most – some creative adaptation.2

8.2

Converging policies, diverging trajectories

Since the advent of WTO agreements in 1990s, we witness, globally, a
growing homogeneity among economic policies used for development.
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While emulation of successful policies is historically nothing new (E.
Reinert 2009a; S. Reinert 2011), WTO and its descendants (for example,
bilateral agreements) assume universal rules and institutions that should be
more or less precisely copied by the developing countries. All these agreements internationally regulate areas that were previously typically left to
countries themselves to govern.3 Consequently, what we witness during
past 20 years is a strong convergence in formal policies – from patent policies to financial regulation. (See also Karo and Kattel 2010). However, this
increasing policy convergence leads, not surprisingly if looked from the
perspective we are suggesting, to diverging economic fortunes. In what
follows, we do not intend to give an exhaustive empirical overview of
divergence; rather we offer only snapshots of development trajectories,
but hope this extremely condensed discussion suffices to query the idea
that successful development trajectories should be understood as processes of convergence and catching-up at work in the global economy.
As Figure 8.1 shows, if we take US GDP per capita as the goal all development processes should convergence and catch-up toward, we see
that during the last sixty years there is no clear trend of catching-up or
convergence globally. Indeed, judging from this figure, one can even
argue that with the onset of WTO, divergence between regions and
between countries has in fact become much more pronounced.
Indeed, we see impressive success stories such as Japan, South Korea,
Taiwan and Singapore that have not only caught up with Western
Europe and US but, in the process, changed both the technological and
business organization frontiers leapfrogged ‘Western’ best practices and
completely left behind Latin America and what used to be called Soviet
Union. In particular the latter region, Eastern Europe and former Soviet
republics, experienced massive changes in 1990s and fell rapidly behind
East Asian economies that were substantially less developed and poorer
only a few decades earlier. As Guerrieri argued already in 1998 – less
than a decade after the fall of the Berlin Wall – the East Asian economies
‘have surpassed Eastern Europe in many industries, not only in traditional product groups, but also in more technologically sophisticated
sectors’ and this is particularly so in ‘R&D-intensive (science-based)
sectors’. (1998, p. 20) While Eastern European share in world trade grew
from 0.73% in 1980 to 0.95% in 1995, East Asia’s share grew in the
same period from 3.80% to 10.83%. (Guerrieri 1998, p. 29) This trend
is particularly pronounced for science-based industries: Eastern Europe’s
share grew from 0.29% to 0.39% in the period from 1980 to 1995; East
Asia’s share grew from 4.83% to a staggering 17.82%. (1998, p. 38) One
can argue that the transition of Soviet Union was particularly badly
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managed process were looting and theft were the norm. Furthermore, if
we look at Eastern European countries, such as Hungary, early transition
success story with high levels of foreign direct investment (FDI) and high
technology exports, we still see a surprisingly similar picture. Figure 8.2
depicts South Korea’s and Hungary’s highly diverging fortunes during
twenty-five years since 1980. While South Korea’s GDP per capita more
than quadrupled during this period, Hungary rapidly deindustrializes
and her GDP per capita barely raises above the 1980 level by 2005.
Today, China is doing – on steroids – precisely the same as South
Korea and other Asian tigers did during the previous decades. If we take,
for instance, the development paths followed by Russia and China since
the late 1980s, it is clear that there is no convergence whatsoever, but
accumulating divergence. As Nee states: ‘While in 1990 China’s gross
domestic product (GDP) was 60% that of Russia, by the end of the decade
the numbers had been reversed. While Russia saw an unprecedented
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increase in poverty, China saw an unprecedented decrease’. (2007,
p. 6) According to the World Bank (2010), transformative economic
growth in China resulted in a population of one hundred and seventy
million moving out of absolute poverty, accounting for more than
75% of poverty reduction in the developing world from 1990 to 2000.
China’s explosive economic growth has shown to have self-sustaining
momentum. By 2040, The Economist (September 16, 2006, p. 10) predicts
China will emerge as the largest economy in the world. Not surprisingly,
international economic institutions now view China as the latest entry
in the pantheon of successful developmental trajectories, along with
South Korea, Taiwan and Japan.
A comparison of Asia and Latin America leads us to similar results:
no convergence or catching-up, but another case of continuous divergence. In a recently published book on the subject, Kevin Gallagher and
Roberto Porzecanski, using China as a proxy for East Asia, succinctly
illustrates the point:
China and the Latin American-Caribbean region (LAC) began to
implement economic reforms within a few years of each other;
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China in 1978, much of Latin America in 1982. In 1980, the collective economic output of Latin America and the Caribbean was seven
times that of China – 14 times greater on a per-capita basis. Nearly
30 years later, China had pulled ahead, with gross domestic product
of $2.7 trillion in 2009 versus pan-regional GDP of $2.6 trillion in
Latin America. Over the three decades, China registered a robust
annual economic growth rate of eight %. The average annual rate
in Latin America has been a more modest 3.8%. Between 1980 and
2009, GDP per capita increased by 6.6% annually in China, while
in Latin America, per-capita GDP edged up by a mere 1.7% annually during years that were marked by crises and volatility. (2011,
chapter 1)
Table 8.1 exemplifies divergence between China and Latin America
as measured in their respective shares in the world’s manufacturing
exports: China’s share keeps climbing, while most of the Latin American
countries see their shares diminish.
Furthermore, if we look within Asia and Latin America individually,
divergence shows up once more. In Asia, China is the country clearly
forging ahead from all others; in Latin America, Brazil performs partially
the same role. Also within Eastern Europe we do not see convergence,
for instance Poland did not experience any recession during the recent
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economic and financial crisis, while the Baltic economies saw their GDP
drop in 2009 more than 15%. (Kattel 2010)
However, convergence does not describe development trajectories
among highly developed nations either. If we look at dynamics of income
growth among European nations since 1950s, we see that some nations
such as Ireland have enjoyed rapid growth and in fact have forged ahead
of most developed countries in Europe while others such as Italy and
other Southern European economies are falling behind, in particular
since the single market came to force in Europe in mid-1980s.
Consequently, it is safe to assume that there are different dynamics
going on among nations rather than convergence or catching-up. Here,
a more skeptical and historically minded reader might ask: even if that
is true for the last three or four decades, what if we go back to the ‘classical’ period of convergence and catch-up stories, the ‘Gerschenkronian’
19th and early 20th centuries? The answer to that question is the same:
in fact what happened in the comparative histories of industrialization
in Britain, USA, Continental Europe (especially Germany) and Japan was
creative destruction and leapfrogging, not catching-up or convergence:
a succession of episodes of corporations, industries and countries – but
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especially corporations and industries – overtaking others and becoming
leaders. Thus, for instance, by introducing new methods of production, organization, financing as well as new institutional arrangements,
Germany managed – around the turn to the 20th century – to surpass
Britain in steel, chemistry, electricity, big pharma, investment banking
and corporate-based research (Landes 1969; Watson 2011).
Similarly, what Japan did, in fact, was to introduce, along with industry
specific innovations, a new set of institutional innovations to foster
development by means of a very coherent industrial policy (building on
Germany, and the US, as we know). As a result, Japan did not ‘converge’
with the West. It leapfrogged Europe and became ‘number two’, threatening to displace the US as number one by 1980s. Its 1990s financial
bubble buried this goal – at least for now – but the ‘Governing the
Market’ development strategy perfected by Japan, adopted later by its
neighbors and now being re-invented by China, enabled it to at least for
some time leapfrog and surpass technologically, rather than converge
with, most of the developed world (Vogel 1979; Johnson 1982; Dore
1987; Fruin 1992; Studwell 2013).
Conceptually speaking, this is precisely what Britain, Germany and
the US had done before. Leapfrogging through powerful paradigm and/
or frontier changing innovations, not convergence or catching-up (Perez
2002). The theoretical framework best suited to understand these processes is, we argue, Schumpeterian: Schumpeterian competition and creative destruction performed with borrowed money, embedded into the wider
institutional framework and leading to differentiation, stumbling back,
sneaking up and soaring ahead. Before we show the broad contours of
that framework, we must take a brief detour and critically appraise the
concepts of convergence and catch-up processes.

8.3 Convergence and catch-up equilibrium in
development trajectories?
There are many theories that try to explain convergence and catching-up. In essence, almost all economic development theories that deal
with long-term economic growth, one way or the other, touch upon
convergence. What follows is again but a snapshot of theories dealing
with convergence and catch-up and is not meant to be an exhaustive
treatment. Largely, these theories can be divided into two large schools
of thought: first, theories that explicitly or implicitly assume that nations
will eventually convergence toward an equilibrium; second, theories
that understand international economic development through stages.
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Convergence theories tend to assume that technology and innovation are exogenous to development and more or less freely available
to all, and that countries are similar to each other but for the productive structures. Essentially, for these theories, development is a matter of
copying best practice solutions and about getting the institutions right
for such copying (See also Boyer 1993). Convergence theories assume, in
sum, that there is one best way of capitalism (in terms of technological,
organizational, financial, etc. capabilities exhibited by leading firms) in
any given point in time and that countries will converge toward this
best way and equilibrium. Policy and institutions, including international trade agreements, foster movement of all countries toward such
equilibrium, or are hindrance to expected convergence.
Stage theories of development,4 on the other hand, assume a variety
of economies, but the same ‘route’. They fall into two large categories:
first, static theories that are mostly interested in how various stages of
development differ from each other drawing on history (institutional
underpinnings, social and political features and so on) and, second,
technologically rooted stage theories that are mostly interested how and
why countries pass from one stage to another – and, importantly, may
also fall back. In particular within this latter group of theories, we find
concepts and frameworks that help to understand how countries tend to
follow similar ‘techno-economic paradigms’ but not necessarily end up
converging toward a frontier.5
As for catch-up it seems to be one of those ‘general purpose concepts’,
given the multiple uses it allows. In a recent book, Nelson, Odagiri,
Goto and Sunami6 provides the following definition: ‘Catch-up may be
defined as the process in which a late-developing country narrows its
gap in income (as one may specify by the word ‘economic catch-up’) and
in technological capability (equally ‘technological catch-up’) vis-à-vis
a leading country’. In addition: ‘This fact has been evident since, say,
the Industrial Revolution of the 18th Century and is now even more so
as many industries became technology-intensive’ (2011, pp. 2–3).7 One
cannot say that this is a particularly precise definition. It is more like a
reference to a multidimensional process that some countries go through
and others do not. The authors acknowledge that point even before introducing the concept: ‘To be sure, some countries did catch-up and some
even forged ahead. Some, however, actually fell behind’ (2011, p. 2).
This imprecision seems to create a conceptual problem: is catch-up
a tendency (an ‘evident fact’) or a possibility (some achieve it, some do
not) for late developers? Furthermore, catching-up seems to imply
‘convergence’ (narrowing the income gap) and, apparently, some kind of
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alignment at the technological frontier, in which case that frontier must be
seen as a well-defined object that moves incrementally, as in a SolowSwan growth model. However, if some late developers actually ‘forge
ahead’, then neither convergence nor alignment are sure to happen.
Before we conclude this brief discussion, a mandatory mention to
Alexander C is due. Gerschenkron, the doyen of economic history in
the United States during the fifties and sixties, was a product of the same
milieu Schumpeter has lived and, like Schumpeter himself, influenced a
whole generation of Harvard economists through his required graduate
course in economic history (Fishlow 2001). Although often associated
with catch-up narratives, his thesis on the ‘advantages of backwardness’
(Gerschenkron 1962, chapter 1) puts him far away from stages theories
a la Rostow, and brings him very close to our proposed ‘leapfrogging
hypothesis’. In his 2001 review of the classic book, Fishlow provides a
well-balanced perspective pointing toward that conclusion:
Gerschenkron’s analysis is conspicuously anti-Marxian. It rejected
the English Industrial Revolution as the normal pattern of industrial
development and deprived the original accumulation of capital of
its central force in determining subsequent expansion. It is likewise
anti-Rostovian. There were no equivalent stages of economic growth
in all participants. Elements of modernity and backwardness could
survive side by side, and did, in a systematic fashion. Apparently,
disadvantageous initial conditions of access to capital could be overcome through new institutional arrangements. Success was indicated
by proportionally more rapid growth in later developers, signaled by
a decisive spurt in industrial expansion. (2001, p. 1)
We cannot delve into a comprehensive discussion of that controversial
matter here but would like to suggest that his thesis, more historically
than theoretically crafted, sides more with Schumpeterian leapfrogging
processes than with the other development theories just discussed.
Let us conclude this section by re-stating one of our initial points:
‘convergence’ and ‘catch-up’ are rather loose ways (or concepts) to
frame development narratives and more akin to the idea of a tendency
toward equilibrium imposed on history. After all, what it really says is
that once a nation manages to ‘develop’ by reaching the existing, given
technological frontier (a process that may or may not happen), it tends
to ‘stay there’ or that development once achieved is self-sustaining, but
maybe not even that, since nations can also ‘forge ahead or fall behind’.
In order to get a firmer grasp of these processes of structural change
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where catching-up is temporary and just a prelude for forging ahead or falling
behind, let’s move to the Schumpeterian terrain and to an alternative
framework.

8.4 Development theory as Schumpeterian competition
and leapfrogging by means of innovation
Economics as a scientific discipline starts with development-oriented
questions, such as why some cities, like Venice, surged ahead while
others, like Naples, fell behind. In that regard, Antonio Serra’s 1613
highly significant treatise, titled as A short treatise on the causes that make
kingdoms abound in gold and silver even in the absence of mines, with particular reference to the Kingdom of Naples should be taken as a well-argued
starting point. It is no coincidence that Schumpeter greatly praised Serra
since he defined capitalism as a process grounded on wealth creation
(of new things ‘competing old things out of existence’ – 1939, p. 228).
To that matter, his, perhaps, oversimplified reflection of Sombart and
Weber is telling: Schumpeter argues that it makes no sense to look for a
new spirit or new rationalism in order to ‘decode’ capitalism, it is rather
the process by which capitalism incessantly moves forward – innovations and their impact on competition – that economists should try to
understand8 (Schumpeter 1939, p. 227).
Furthermore, Schumpeter’s theory of innovation is an application to
economics and business of his wider theory of how evolutionary change
takes place in societies (see Andersen 2009). In his 1939 Business Cycles,
Schumpeter states, in a footnote, that he ‘believes, although ... cannot
stay to show, that theory [of innovation] here expounded is but a special
case, adapted to the economic sphere, of a much larger theory which
applies to change in all spheres of social life, science and art included’
(1939, p. 97).
His 1912 Theorie der wirtschaftlichen Entwicklung/The Theory of Economic
Development9 assumes apparently a similar theory, without going into
details either. We can infer that what Schumpeter meant by this larger
theory of change in social life is that change is driven by entrepreneurial,
creative entities. Persons, or ‘new men’ as he called them in 1939, or
organizations that became his focus in 1942, that look for ‘new combinations’, innovative solutions and bring forth evolutionary changes:
entirely new ways of doing things (in business, politics, art, science and
so on) that will spread, in some cases more than others, throughout the
given sphere of life.10 Some of these changes will change value systems
and disrupt incumbent hierarchies.11
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In the seventh and last chapter of this book,12 summarizing his argument, Schumpeter argues that innovations as new combinations (‘neue
Kombinationen’) form the internal dynamics of an economy that break
the economy away from existing paths into new directions and force thus
firms, individuals and eventually institutions to adapt; for Schumpeter,
such dynamics define the form of the economy (‘Wirtschaftsform’).
The key point is that in both passages what emerges, as fundamental
outcomes are disruptions and dislocations, not convergence.
Furthermore, in Schumpeter’s framework the core of the ‘process of
economic development’ is not restricted to technology. It springs from
virtuous interaction among finance (credit), entrepreneurship and
competition by means of innovation, which builds up as a struggle for
survival and growth in a structurally uncertain environment (Schumpeter
1942 [1992], part 2). Profits that result from dominant market positions
are always under threat from imitative strategies or other firms’ innovative behaviors; they can only be maintained by continuous product
differentiation and productivity enhancement. Very importantly
though, neither the process nor the outcome – successful innovations
and structural change – are granted. For each Thomas Edison, Henry
Ford or Steve Jobs, there are hundreds of failed attempts that end up in
bankruptcy courts. Divergence again. It is important to note that such
Schumpeterian divergence is a powerful force of changing economic
behavior of individuals and firms. In one sentence: Schumpeterian
divergence which enforces diversity and diversity – not convergence – is
at the heart of leapfrogging processes.
In any event, firms that survive invariably innovate – that is, they
exploit opportunities for change by applying new ideas, methods or
combinations of resources. Further, the innovation process is ceaseless – but not success. The very success of firms’ reactions to competitive challenges acts to reinforce uncertainty, instability and diversity
calling forth new reactions and innovations and leading to continuous
economic change. Many of these innovation processes are in effect firms
trying to imitate other successful companies (think how today almost
every serious information technology and/or electronics company tries
to enter the iPad market). However, success is not achieved through a
one size fits all formula. It, rather, engenders massive asymmetries as it
generates positive feedback from markets to producers, which translates
in different competitive strategies for some and bankruptcy for many.
Firms thus compete continuously for market niches, with asymmetric
results: success for some, with strengthened technological, organizational or legal13 capabilities and above-average (their own) past profits;
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failure for other firms, which either disappear or are reduced to marginal
activities – or move into other business segments. Schumpeter put it as
follows: ‘to escape being undersold, every firm is compelled to follow
suit, to invest, and to accumulate’ (Schumpeter 1942 [1992], chapter 3,
p. 32). However, the key point here is that the pressure of imitation
via competition does not lead to one best business practice in a given
sector – that is, to convergence of business practices – but rather to
continuous technological, organizational and legal change, financial
innovation and differentiation; and temporary monopolization of
market opportunities.
For instance, while in the 1920s the radio industry was one of the most
dynamic industries, nobody would consider radios a dynamic sector in
2013. Yet, creative destruction processes (evolution of technological,
organizational, financial, institutional capabilities) started by RCA in the
1920s – leading radio manufacturer of the time – created, in succession,
the black-and-white and color television industries that in turn revolutionized news and entertainment businesses and were instrumental in the
development of video recording and computer businesses, that in turn led
to internet, mobile phone and social networking. Along the way, the US
lost almost all capabilities to actually produce any consumer electronics,
but of course, it gained leading positions in today’s dynamic industries,
such as internet search and social networking (See Chandler 2001).
In other words, creative destruction processes bring forth not only
technological changes at company level and are not restricted to a
sectoral level. These processes generate entire new industries based
on technological, organizational, spatial and cultural restructuring.
Electricity made radios possible, but also home appliances that transformed how food is stored that in turn made suburban living and mass
consumption possible (Landes 1969; Chandler 2001; Perez 2002). In one
sentence: electricity provided open-ended possibilities for developing
new technologies in a whole host of sectors. Corporations used that to
re-design, over and over, the ‘technological frontier’ ... and leapfrog.
Google, Apple14 and Amazon provide us with clear examples of our
main thesis. Those companies have changed the way we organize our
daily activities as trough successful ‘gales of creative destruction’ – technological, organizational, spatial, legal, financial and strategic – the full
Schumpeter catalog. Most importantly, they didn’t ‘catch-up’. They
leapfrogged their competitors and redesigned the ‘frontier’. They have
revolutionized entire industries and become dominant players on a
global scale in a very short-period of time (Levy 2011, Issacson 2012,
Stone 2013). Obviously, these socioeconomic changes are not bound by
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national borders. However, the nature of trade regulations and agreements makes a huge difference on how creative destruction works out
in a given country, and this should be perhaps a key theme in a development agenda for the 21st century. To conclude the section, let’s state
the following: leapfrogging processes do not necessarily depend on, or
spring from, groundbreaking scientific advances. Their kernel is the
strategic use of both old and new technologies in creative ways. That
requires finance and ‘productivity-oriented’ financial governance.

8.5 Leapfrogging and finance in Schumpeterian
development processes
Schumpeter’s theory of economic development stands on two pillars:
innovations that increases productivity in production and finance that
supports these innovations. Briefly summarized, for Schumpeter finance
plays the role of the handmaiden of creative destruction that allows
industry to produce technological advance and economic development.
However, Schumpeter did not deal in detail with finance; in particular,
he did not look at the financial system as a system that is, similarly to
production system, based on innovations. Here, enters Minsky. Bankers
as much as industry captains are innovators, and both sides of the
economy, finance and production, are intimately linked through corporation’s balance sheets. The inherent uncertainty (liabilities to set up or
upgrade production and/or innovate) faced by firms in a competitive
environment is reflected in their financial asset’s prices, in the way their
cash flows and cash commitments evolve over time and, in particular, in
the way financial markets evaluate them (Minsky 1982, 1986).
Modern capitalism has to be understood through what Minsky called
‘The Wall Street Paradigm’: ‘Looking at the economy from a Wall Street
board room, we see a paper world – a world of commitments to pay cash
today and in the future. These cash flows are a legacy of past contracts in
which money today was exchanged for money in the future. In addition,
we see deals being made in which commitments to pay cash in the future
are exchanged for cash today. The viability of this paper world rests upon
the cash flows (or gross profits after out-of-pocket costs and taxes) that
business organizations, households, and governmental bodies receive as
a result of the income-generating process’ (Minsky 1982, p. 63).
According to Minsky, financial institutions are profit-seekers and
driven – in the same way that the industrial structure is – by competition
and innovation. Profits arise from the exploitation and protection of their
acquired/developed competitive and knowledge-based advantages. In
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finance, as in the production, successful innovation produces dominant
competitive positions, which can only be challenged by firms that are
capable of reproducing the innovation or perfecting another technique
that is more profitable and more attractive to the market. Innovations
are inherent to the financial system. However, government regulations
play a prominent role in which direction financial sector innovates.
As Minsky and Kregel have shown, over the past decades, what was
once a bank’s most important source of earnings, the net interest margin
between borrowing and lending rates and the size of its deposit multiplier, has been declining dramatically. To meet this shortfall in earnings, commercial banks have been forced, by competition, to innovate.
To enter into other areas of activity, such as the provision of financial
services in order to generate fee and commission income, by ‘over-leveraging’ their proprietary trading in financial assets and toward ‘reckless’ innovations such as credit default swaps and all sorts of betting
techniques with no relationship with productivity increases whatsoever
(Kregel 1998, 2001).
This – bad finance – is a potential outcome essentially missing from
Schumpeter’s framework. It is here where both Minsky and Kregel made
their mark. Moreover, it is here that the concept of ‘robust financial
governance’ finds meaning. Robust financial governance is pivotal in
determining whether the given financial system is oriented more toward
funding the productive sector and sustaining innovation and development or biased toward gambling, financial arbitrage and betting against
its clients. Kregel’ s contribution in that realm was to show that the way
financial sector is organized and governed is a core dimension of any
development process.
By asserting that ‘It’ has happened again in East Asia, describing the
role of derivatives in the Asian crisis and analyzing the subprime crisis
as a Ponzi scheme from the very beginning (with no evolution from hedge
and speculative phases), Kregel provided us with crystal-clear analyses
of the dysfunctional impact that unsound financial governance has on
development, innovation and, in terms of our hypothesis, on leapfrogging processes.
Kregel has further shown that financial systems’ organization
and their impact on the productive sectors does not only depend on
domestic financial regulations and institutions, but, especially in the
case of developing nations, also on global regulatory processes (such as
exchange rate management, trade openness and international treaties),
which play an equally important role in shaping both the demand for
goods and availability of credit (Kregel 2004).
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Thus, while Minsky showed that the structure of an economy consists
of units with different balance sheets (hedge, speculative and Ponzi) that
mirror the macrofinancial evolution; Kregel has analyzed the international dimension of financial governance and how the interplay between
domestic and global forces and institutions can produce hedge, speculative or Ponzi countries (or regions). Furthermore, Kregel has also underlined
how reliance on foreign financial flows, in particular in form of short-term
financial flows, tends to drag countries into Ponzi schemes (Kregel 2004).
Summing up, what Minsky and Kregel have shown is that
Schumpeterian innovation and competition theory needs to be supplemented by a theory of the evolution of the financial system along the
same lines – as an innovation system. In other words, leapfrogging as
described above is not only a technological and institutional issue, but
also a financial governance matter. A question of having a financial structure that leads to productive investments and ongoing creative destruction (See Studwell 2013 for evidence – not theory – on this issue).

8.6

Conclusion

Schumpeterian competition – creative destruction by means of innovation – is a permanent leapfrogging process where forging ahead and
falling behind are expected (predictable) results. Moreover, leapfrogging processes are not technology-driven neither techno-institutional
constructs. They are outcomes of virtuous feedbacks among financial
structure, financial governance and competition by means of innovations that lead to diverse technology trajectories and paradigms and to
open-ended institutional changes. Divergence, once again, is the norm.
Furthermore, there is no fixed technological (or ‘financial’) frontier;
competition itself is a process of permanently redefining and reinventing it. Moreover, this is valid for firms, industries and countries.
Development in itself is thus an open-ended and highly uncertain
process where there are hardly any ‘best practices’ since they are continually challenged by innovations and where imitation is often ‘creative’.
Financial structures and financial governance are still largely absent of
that framework, but we hope to have indicated how the contributions
of Keynes, Minsky and Kregel allow us to dig deeper in that bridging
exercise. However, this is a task for another paper.
To conclude, we leave you with our title question: convergence,
catch-up or leapfrogging, which is the best way to approach development history in general and, especially, the trajectories of ‘late developers’ in the last three decades? By now, you know our answer.
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Notes
The authors are grateful to Erik S. Reinert and L. Randall Wray for their comments
on an earlier draft of this chapter.
1. The Conference Board and Groningen Growth and Development Centre,
Total Economy Database, extracted March 2012, http://www.conferenceboard.org/economics/.
2. Furthermore, Schumpeter had important predecessors (such as Marx, Sombart
and Veblen among others) and successors (such as Freeman, Rosenberg,
Nelson, and Winter among others). In what follows, we use Schumpeter as our
departing point because in our understanding he provides the best combination between a bird’s eye view of capitalist dynamics – combining economics,
sociology, politics and culture – with a permanent quest for theoretical and
analytical deepness.
3. Many heterodox economists have discussed the impact of WTO on development; thus, for example, Correa 2000; Wade 2003; Gallagher 2005; Shadlen
2003 and 2005; Thrasher and Gallagher 2008 and Li and Correa 2009 offer
useful summaries of these discussions.
4. Reinert 2009b is an invaluable discussion of economic stage theories.
5. Varieties of capitalism literature could be seen as a sub-form of stage theories, only in this particular framework multiple forms of capitalism are not
following each other but rather coexist as multiple ‘best practices’ in parallel.
6. Who have worked extensively on the subject (Nelson in particular).
7. By ‘narrowing the income gap’, should we understood total GDP, in which
case, according to the World Bank Fact Book, Brazil and China are ahead of
Sweden and Switzerland, Taiwan comes in as number 24 and Denmark as 31?
Or GDP per capita, in which case (also according to the World Bank) Qatar,
Bermuda, Brunei and Kuwait would have surpassed the US, Germany and
Japan comes in as 31 and 32 respectively and China and Brazil are way behind
the United Arab Emirates and Greece? As for ‘technological catch-up’, how
do you measure it? How far are China, India and Brazil from the ‘frontier’?
How close is the UK (which produces and exports services, especially financial
services)? Productivity and changes in productivity might be a better way to look
at the dynamics of development trajectories among industries and nations’,
keeping in mind the nation is a very problematic unit of analysis anyway.
Furthermore, narrowing the income gap is a possible result, not a given, but
divergence, not convergence, a more likely outcome.
8. Here it is worth mentioning that Schumpeter was probably not familiar with
Weber’s mature assessment of capitalism’s origins, his ‘last theory of Capitalism’.
This approach, developed in his book Wirtschaft und Gesellschaft, published
in 1922, is far more sophisticated and institutionally complex than the better
known version delivered in ‘The Protestant Ethic and the Spirit of Capitalism’.
Schumpeter’s criticism would not fit the 1922 version. See Collins 1986 for a brilliant discussion of Weber’s ‘last theory’. As for Sombart, a proper analysis of his
theory is still needed (see H. Reinert and E. Reinert 2006 for an important discussion of the idea of creative discussion in Nietzsche, Sombart and Schumpeter).
9. We use here the German original first edition as in later editions (that served
as the basis for English translation as well), these discussions were cut by
Schumpeter; so, for example, the second chapter of the original edition runs
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to almost 100 pages, the English translation carries only half as many. In this
chapter, Schumpeter discusses his theory of innovation.
‘Das erste Moment, die Freude am Neugestalten, am Schaffen neuer Formen der
wirtschaftlichen Dinge ruht auf ganz denselben Grundlagen wie das schöpferische
Tun des Künstlers, des Denkers oder des Staatsmannes.’ (1912, p. 142)
‘Sie werden Neues schaffen und Altes zerstören, kühne Pläne irgendwelcher Art konzipieren und durchführen, deren Originalität aller Erfassung zu spotten scheint, ihre
Mitbürger ihrer Herrschaft unterwerfen, vielleicht die nationale Politik und Organisation
beinflussen, ‘den natürlichen’ Gang der Wirtschaft durch gesetzliche und ungesetzliche
Mittel und jedenfalls anders als durch ‘Tausch’ abändern uws.’ (1912, 157)
Translated into English only in 2002 in a special issue of Industry and
Innovation.
Such as patents, copyrights, trademarks and a whole host of intellectual
property-based monopolies.
Or Baidu, Google’s main rival – and monopolist – in China.

References
Adelman, J. (2013) Worldly Philosopher: The Odyssey of Albert O. Hirschman
(Princeton, NJ: Princeton University Press).
Andersen, E.A. (2009) Schumpeter’s Evolutionary Economics: A Theoretical, Historical
and Statistical Boyer, R. (1993) ‘The Convergence Hypothesis Revisited:
Globalization but still the Century of Nations?’, available at http://www.
cepremap.ens.fr/depot/couv_orange/co9403.pdf.
Burlamaqui, L. and J.A. Kregel (2005) ‘Innovation, Competition and Financial
Vulnerability’, Brazilian Journal of Political Economy 25(2): 5–23.
Chandler, A. (2001) Inventing the Electronic Century: The Epic Story of the Consumer
Electronics and Computer Industries (The Free Press).
Collins, R. (1986) Weberian Sociological Theory (Cambridge: Cambridge University
Press).
Correa, C.M. (2000) Intellectual Property Rights, the WTO and Developing Countries:
The TRIPS Agreement and Policy Options (London and New York: Zed Books).
Dore, R (1987) Taking Japan Seriously (Stanford, CA: Stanford University Press).
Fishlow, A. (2001) ‘Alexander Gerschenkron: A Latecomer Who Emerged
Victorious‘, Review of Economic Backwardness in Historical Perspective, Project
2001: Significant Works in Economic History.
Fruin, M. (1992) The Japanese Enterprise System: Competitive Strategies, Cooperative
Structures (Oxford: Oxford University Press).
Gallagher, K.P. (2005) Putting Development First: The Importance of Policy Space in
the WTO and International Financial Institutions (London and New York: Zed
Books).
Gallagher, K. and R. Porzecanski (2011) The Dragon in the Room: China and the
Future of Latin American Industrialization (Stanford, CA: Stanford University
Press).
Gerschenkron, A. (1962) Economic Backwardness in Historical Perspective: A Book of
Essays (Cambridge, MA: Harvard University Press).
Guerrieri, P (1998) ‘Trade Patterns, FDI, and Industrial Restructuring of Central
and Eastern Europe’, BRIE Working Paper Series, no 124, available at http://
brie.berkeley.edu/publications/WP124.pdf.

194

Leonardo Burlamaqui and Rainer Kattel

Amsden, A. and T. Hikino (1994) ‘Project Execution Capability, Organizational
Know-how and Conglomerate Corporate Growth in Late Industrialization’,
Industrial and Corporate Change 3 (1), 111–147
Hirschman, A.O. (1958) The Strategy of Economic Development (New Haven, NJ:
Yale University Press).
Johnson, C. (1982) MITI and the Japanese Miracle (Stanford, CA: Stanford University
Press).
Karo, E. and R. Kattel (2010) ‘The Copying Paradox: Why Converging Policies
but Diverging Capacities for Development in Eastern European Innovation
Systems?’, International Journal of Institutions and Economies 2(2): 167–206..
Kattel, R. (2010) ‘Financial and Economic Crisis in Eastern Europe’, Journal of Post
Keynesian Economics 33(1): 41–60.
Keynes, J. M. (1936) General Theory of Employment, Interest and Money (New York,
NY: Harcourt, Brace and World).
Kregel, J.A. (1998) ‘The Past and Future of Banks’, Ente per gli Studi Monetari,
Bancari e Finanziari Luigi Einaudi, Quaderni di Ricerche, No. 21, Rome, Bank
of Italy.
Kregel, J.A. (2001a) ‘Yes, “it” did happen again: the Minsky crisis in Asia’, in R.
Bellofiori and P. Ferri (eds) Financial Keynesianism and Market Instability: The
Economic Legacy of Hyman Minsky (Cheltenham: Edward Elgar).
Kregel, J.A. (2001b) ‘Derivatives and Global Capital Flows: Applications to Asia’,
in H. Chang, G. Palma and H. Whitaker (eds) Financial Liberalization and the
Asian Crisis (London: Palgrave Macmillan).
Kregel, J.A. (2004) ‘External Financing for Development and International
Financial Instability’, G-24 Discussion Paper No. 32, October.
Kregel, J.A. (2010) ‘What would Minsky have thought of the mortgage crisis?’,
in D. Papadimitriou and L.R. Wray (eds) The Elgar Companion to Hyman Minsky
(Cheltenham: Edward Elgar ).
Landes, D. (1969) The Unbound Prometheus (Cambridge: Cambridge University
Press).
Levy, S. (2011) In The Plex: How Google Thinks, Works and Shapes Our Lives (New
York: Simon & Schuster).
Li, X. and C.M. Correa (2009) Intellectual Property Enforcement: International
Perspectives (Cheltenham: Edward Elgar).
Minsky, H.P. (1982) Can “IT” Happen Again: Essays on Instability and Finance
(Armonk: M.E. Sharpe).
Minsky, H.P. (1986) Stabilizing an Unstable Economy (New Haven, CT: Yale
University Press).
Nee, V. (2007) ‘Russia and China: The Reversal of Fortunes’, unpublished
manuscript.
Nelson, R. et al. (2011) Intellectual Property Rights, Development, and Catch Up: An
International Comparative Study (Oxford: Oxford University Press).
Perez, C. (2002) Technological Revolutions and Financial Capital (Cheltenham:
Edward Elgar).
Ocampo, J.A., J.A. Kregel and S. Griffith- Jones (2007) International Finance and
Development (New York: Zed Books).
Reinert, E.S. (2007) How Rich Countries Got Rich ... and Why Poor Countries Stay Poor
(Washington, DC: Public Affairs).
Reinert, E.S. (2009a) ‘Emulation versus Comparative Advantage: Competing and
Complementary Principles in the History of Economic Policy’, in M. Cimoli, G.

Development Theory

195

Dosi and J.E. Stiglitz (eds) Industrial Policy and Development: The Political Economy
of Capabilities Accumulation (Oxford: Oxford University Press), 79–106.
Reinert, E.S. (2009b) ‘Production-Based Economic Theory and the Stages of
Economic Development: From Tacitus to Carlota Perez’, in W. Drechsler, R.
Kattel and E.S. Reinert (eds) Techno-Economic Paradigms: Essays in Honour of
Carlota Perez (London: Anthem Press).
Reinert, H. and E.S. Reinert (2006) ‘Creative Destruction in Economics: Nietzsche,
Sombart, Schumpeter’, in J. Backhaus and W. Drechsler (eds) Friedrich Nietzsche
(1844–1900) Economy and Society (New York: Springer), 55–85.
Reinert, S.A. (2011) Translating Empire: Emulation and the Origins of Political
Economy (Cambridge, MA: Harvard University Press).
Rodrik, D. (2007) One Economics, Many Recipes: Globalization, Institutions and
Economic Growth (Princeton, NJ: Princeton University Press).
Schumpeter, J.A. (1912) Theorie der wirtschaftlichen Entwicklung (Berlin: Duncker
& Humblot).
Schumpeter, J.A. (1939) Business Cycles: A Theoretical, Historical, and Statistical
Analysis of the Capitalist Process, Volume 1 (London and New York: McGrawHill).
Schumpeter, J.A. (1942 [1992]) Capitalism, Socialism and Democracy (New York:
Harper & Row).
Shadlen, K. (2005) ‘Policy Space for Development in the WTO and Beyond:
The Case of Intellectual Property Rights’, Global Development and Environment
Institute Working Papers 05–06.
Shadlen, K. (2003) ‘Patents and Pills, Power and Procedure: The North-South
Politics of Public Health in the WTO’, Development Studies Institute, Working
Papers 03–42.
Stone, B. (2013) The Everything Store: Jeff Bezos and the Age of Amazon (New York:
Little, Brown and Company).
Studwell, J. (2013) How Asia Works: Success and Failure in the World’s Most Dynamic
Region (New York: Grove Atlantic.
Thrasher, R.D. and K. Gallagher (2008) ‘21st Century Trade Agreements:
Implications for Long-Run Development Policy’, The Pardee Papers, 2.
Vogel, E. (1979) Japan as Number One: Lessons for America (Cambridge, MA:
Harvard University Press).
Wade, R. (2003) ‘What Strategies Are Viable for Developing Countries today? The
World Trade Organization and the Shrinking of “Development Space”’, Review
of International Political Economy 10(4): 621–44.
Watson, P. (2011) The German Genius: Europe’s Third Renaissance, the Second
Scientific Revolution, and the Twentieth Century (New York: Harper Academic).
World Bank. (2010). Results Profile: China Poverty Reduction @ http://www.
worldbank.org/en/news/feature/2010/03/19/results-profile-china-povertyreduction

9
The Access to Demand
Luiz Carlos Bresser-Pereira

Keynes opened The General Theory with a critique of Say’s Law, according
to which supply creates its own demand. In his book, which transformed
economic theory, he argued that capitalist countries face a tendency to
chronic insufficiency of demand and must adopt an active macroeconomic policy (fiscal and monetary) to neutralize it and achieve full
employment. In this chapter, I argue that in developing countries it
is not enough to guarantee effective demand; policymakers must also
adopt an active exchange rate policy to guarantee economic growth and
full employment, because of a further tendency – the tendency to the
cyclical and chronic overvaluation of the exchange rate. The cyclical
nature of this tendency explains why developing countries go from
currency crisis to currency crisis, from sudden stop to sudden stop; and
the chronic nature of this tendency indicates that the currency overvaluation is not just a ‘misalignment’ associated with the well-known shortterm volatility of the exchange rate, but a long-term problem that makes
the exchange rate central to macroeconomics in general and to development macroeconomics in particular, requires policymakers to ensure not
only that effective demand is sufficient but also that competent business
enterprises have access to existing demand.
In this chapter, I first discuss the investment decision in the context
of an exchange rate that is chronically overvalued; second, I define the
equilibrium exchange rate that serves as a parameter for the appraisal of
the overvalued or undervalued condition of the market price exchange
rate based on the value of foreign currency, and I distinguish the current
equilibrium from the industrial equilibrium exchange rate. Third, I briefly
present the causes of the tendency to the cyclical and chronic overvaluation of the exchange rate; and, fourth, I conclude with the discussion of a third equilibrium, namely the foreign debt equilibrium – the
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equilibrium usually recommended to developing countries – which,
besides corroborating the tendency to over-appreciation, is a risk equilibrium because it easily generates currency crises.

9.1

The investment decision and the exchange rate

In a national economy full employment and economic growth depend
essentially on investment, which depends on the expected rate of profit
(given the cost of capital and productivity), which in turn depends on
demand and the exchange rate or, in other words, on the existence of
effective demand for the goods and services that a country produces and
on the access to the domestic and the foreign markets that the exchange
rate is supposed to guarantee. The interest rate here is assumed to be
constant only because this is a medium-term model while productivity
is increasing at the same rate as in the rest of the world. Thus, instead
of making investment depend on variations of the interest rate along
the curve of the marginal efficiency of capital, as short-term macroeconomics does, in this developmental macroeconomics model it depends
on the shifts of this curve, which are caused by movements of the
exchange rate in and out of equilibrium.
Thus, the exchange rate is a variable of the utmost importance in the
investment decision. In Keynes’ terms, given the existence of credit,
investment precedes savings, and what determines the investment rate
is not the savings rate but the investment opportunities that an equilibrium exchange rate assures to competent business enterprises, whereas
the savings rate is the residuum. The level or equilibrium around which
the exchange rate fluctuates according to the demand for and supply of
foreign money affects the expected sales, the expected margins and the
consequent expected rate of profit.
This economy contains some manufacturing business enterprises or,
more generally, business enterprises producing tradable goods and services, which utilize world state-of-the-art technology. Yet, if the exchange
rate is chronically overvalued, these business enterprises will be disconnected from local and global demand. They will not be able to export, and,
what is worse, in their domestic market they will be exposed to competition from foreign firms whose technology may be on a par with, or even
inferior to, their own. Thus, the exchange rate, by assuring or denying
investment opportunities to business enterprises, determines the extent
of their access to foreign and domestic markets. If the exchange rate
remains chronically overvalued, competent enterprises that use world
state-of-the-art technology will be uncompetitive, not because they are
inefficient, but because they face a distorted macroeconomic price.
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Generally, when we discuss a country’s competitiveness, we discuss
business enterprises’ technological and administrative capability, the
wage and non-wage labor costs they incur, the quality of the economic
infrastructure and the tax burden. But these factors should not distract
our attention from most important variable determining competitiveness: the exchange rate. The same applies to international trade relations. Import tariffs are extensively debated. Their presence is normally
understood as ‘protectionism’, as the implicit acknowledgment by a
country that imposes them that its business enterprises are inefficient.
Yet they may be just an awkward form of neutralizing the chronic overvaluation of the exchange rate that prevails in developing countries,
whose causes, including the Dutch disease, I briefly discuss below.

9.2

What is the equilibrium exchange rate?

Why does the exchange rate tend to be chronically overvalued? To
answer this question I must first define the equilibrium exchange
rate. Economic theory does not clearly provide such a definition, but
simply assumes that the exchange rate is determined by the supply of
and demand for foreign money. In recent years, by studying the Dutch
disease, I believe that I have answered the question and arrived at a
correct and very simple theory of the exchange rate. In this theory, the
key distinction is between the value and the price of foreign money, and
the central claim is that the market exchange rate fluctuates around its
value or necessary price. The value of the exchange rate is, in a given
country, the value in local money of a basket of foreign currencies that
covers the costs plus reasonable profit of the business enterprises that
participate in the country’s foreign trade and assures the intertemporal
equilibrium of its current account. I call the equilibrium exchange rate
the ‘current equilibrium’. It is an equilibrium in value – not in price –
terms. Its basic determinant is the unit cost of production (wages divided
by productivity) of the country compared with the unit costs of production of the main countries with which this country trades. It is a value
of the foreign money (1) because it is determined in the real sector of
the economy, (2) because it is equivalent to the labor value of the goods
and services, which have a practical expression in the cost of production
plus a satisfactory or reasonable profit margin (satisfactory in the sense
of being sufficient to motivate business enterprises to invest) and (3)
because it serves as a hub in money terms around which the true price,
the exchange rate market price, turns or fluctuates.1
Note that, in my definition of it, the value of the exchange rate has
two determinants – the cost of production and the equilibrium in the
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current account. In principle, one corresponds to the other, although
the more important one for economic growth is the cost of production (cost plus a reasonable or satisficing profit margin). With this factor
taken into account, in countries vulnerable to the Dutch disease there
is a second value for foreign money and a second equilibrium for the
exchange rate that I call the ‘industrial equilibrium’.
The Dutch disease is a permanent overvaluation of the exchange rate
caused by exports of commodities that benefit from Ricardian rents and,
for that reason, may be exported at a satisfactory profit at an exchange
rate that is substantially higher than that required by other existing (or
potential) business enterprises producing tradable goods using world
state-of-the-art technology. In the case of the Dutch disease, there are
two values for the exchange rate: (1) the one around which the market
price of the foreign money will float – which is defined by the commodities that cause it and corresponds to the current equilibrium, (2) and the
value of the foreign money relative to the other tradable goods which
are produced or potentially produced by business enterprises utilizing
technology in the world state-of-the-art, the ‘industrial equilibrium’. The
market price exchange rate will fluctuate around the lower value or the
more appreciated equilibrium, the current equilibrium. The difference
between the two equilibriums is the Dutch disease; the bigger this difference, the more severe the disease is. It is a disease because it inhibits
potential business enterprises from producing more sophisticated goods
and services that have a higher value added per capita, and for that
reason damages the fundamental source of increase in productivity,
which is the transfer of labor from low value added per capita industries
to high value added per capita industries.
Given the existence of two values or two equilibriums, the one that is
the true equilibrium – the one that makes the exchange rate the correct
rate – is the industrial equilibrium. It is this equilibrium that is consistent
with the elementary principles of economics, which makes business
enterprises utilizing world state-of-the-art technology competitive.
A country relatively poor in natural resources, as many Asian countries
are, will not suffer from the Dutch disease or will do so only moderately,
and its industrialization and catching-up using cheap labor will be facilitated. A poor country that has abundant natural resources and faces the
Dutch disease, as most African countries do, will diversify its economy
and grow only if it is able to neutralize the disease by shifting the current
equilibrium ‘upward’ to the level of the industrial equilibrium.2 Middleincome countries like Brazil, which industrialized in the past because
they were able to neutralize the disease (usually by imposing a tax on
the commodities that cause it and by adopting an active exchange rate
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policy that includes capital controls),3 but stopped such neutralization
because they liberated trade and capital flows, will undergo a process of
deindustrialization and their rates of growth will fall.

9.3

Tendency to overvaluation

Thus, a non-neutralized Dutch disease is a basic cause of the chronic
overvaluation of the exchange rate that exists in developing countries.
In this case, the exchange rate will fluctuate around the current equilibrium, whereas the true and competitive equilibrium – the one that
assures that competent business enterprises existing in the country have
access to demand – is the industrial equilibrium. But my contention
is that the overvaluation of the exchange rate in developing countries
is not only chronic, it is also cyclical; the country goes from balance
of payments crisis to balance of payments crisis. However, this cyclical
character is unconnected to the Dutch disease; whereas a country’s
cycles of indebtedness in foreign money require large and persistent
current account deficits, the Dutch disease is consistent with the longterm current account equilibrium: it only ‘pulls’ the exchange rate from
the industrial equilibrium to the current equilibrium.
What are the basic factors that usually lead developing countries to
high current account deficits and to currency crisis? To answer this
question, I must first make clear what I mean by a cyclically overvalued
exchange rate. It is an exchange rate that is so overvalued that it causes
current account deficits great enough to lead the country into cyclical
financial crises. A currency crisis or balance of payments crisis will materialize if the ratio of foreign debt to GDP increases, which will happen
in so far as the rate of increase of the current account deficit (which is
directly associated with the exchange rate) normally remains for several
years above the rate of growth of GDP. The fundamental characteristic
that distinguishes developing countries from rich countries is that they
cannot become indebted in their own currencies to foreign creditors. If,
as I am assuming, the foreign debt/GDP ratio is increasing because the
current account deficit in relation to GDP is higher than the growth of
GDP, the first effect is a credit bubble, in so far as creditors are happy or
euphoric to finance the country independently of its capacity to honor
the debt; second, the increase in the external vulnerability of the country
forces it to carry out a pathetic ‘confidence building policy’ – an attempt
to retain the confidence of foreign creditors by acceding without question to their recommendations and pressures; and third, as the debt in
foreign currency grows, the creditors, hitherto euphoric about their loans,
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suddenly and displaying well-known herd behavior, lose confidence in
the country’s ability to repay its debts and suspend the debt rollover, and
the currency crisis unfolds as the domestic currency depreciates violently.
This crisis or sudden stop happens because it then becomes obvious to all
the creditors that they and the government and the enterprises of the
debtor country have together been engaged in what Hyman P. Minsky
called ‘Ponzi finance’, in which additional indebtedness was being used
to repay not the principal but the interest on the existing debt.
Thus, the Dutch disease explains the overvaluation of the exchange
rate, but does not explain the large current account deficits that characterize the tendency to the cyclical and chronic overvaluation of the
exchange rate. But why are such deficits so common in developing
countries? The exchange rate often depreciates and falls below the
current equilibrium in response to external factors, such as a financial
crisis in rich countries or as an increase in the prices of the commodities that the country exports. But I am not interested in such causes,
which are exogenous and unpredictable. To explain large and persistent
current account deficits and the corresponding chronic exchange rate
overvaluation, we need to identify systematic causes – causes that, in
line with the historical-deductive method adopted here, normally and
regularly lead to that outcome. I suggest a single structural cause and
four policy causes. All of them affect the price, not the value, of the
exchange rate; all of them involve excessive or unnecessary capital
inflows.
The structural cause is the fact that in developing countries the profit
rate and the interest rate tend to be higher than those in rich countries,
which causes capital inflows and exchange rate appreciation. But I don’t
believe that this cause is important. Certainly more relevant are the four
policy causes: the adoption of the policy of growth with foreign savings,
the use of the exchange rate as an anchor to control inflation, the carry
trade practiced by financial markets and exchange rate populism.
I begin with the policy of growth with foreign savings. This policy has
been adopted in all developing countries except the fast-growing Asian
countries, where current account surpluses are frequent. Conventional
policymaking in developing countries sees current account deficits as
‘natural’ and ‘necessary’. Actually, they appreciate the exchange rate and,
for that reason, reduce access to demand; in other words, they hamper
investment and stimulate consumption, thus involving an usually high
rate of substitution of foreign savings for domestic savings. This policy is
usually accompanied by high interest rates deemed necessary ‘to attract
foreign capital’.
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The second policy cause of large current account deficits and the
cyclical overvaluation of the exchange rate is the frequent use of the
exchange rate as an anchor to control inflation. Such a policy may be
legitimate in the event of hyperinflation, but is definitively perverse in
the case of normal inflation. It is an old practice, but it became disastrous when liberal economics became hegemonic, transformed the
control of inflation into the only important objective of economic
policy and adopted inflation policy targets as a kind of religion. A policy
target for inflation is reasonable for central banks if it is combined with
an informal exchange rate target corresponding to the administration’s
estimation of the industrial equilibrium.
It is undoubtedly good for the control of inflation that the central
bank gains credibility by meeting its inflation target. But there is a
circular problem that the use of the exchange rate anchor perversely
‘solves’. After all, the bank’s credibility ultimately depends on the target
being met. Since the ability of the interest rate to control inflation is
limited and takes time to have its effect, the temptation to resort to – or
profit from – an appreciation of the exchange rate in order to meet the
inflation target becomes difficult to resist. Therefore, we often have an
inflation target, an explicit interest rate policy to meet it and an implicit
exchange rate policy. This exchange rate policy is never avowed, because
conventional economics maintains that the only legitimate instrument
to be used by the central banks is the interest rate, and that the price of
foreign currency is adequately defined by the market.
Models of the inflation targeting include the exchange rate, but treat
exchange rate appreciation or depreciation as an endogenous variable –
as the consequence of the supply of and demand for foreign money, over
which the administration has little control. Thus, for instance, if the
prices of the goods and services exported are increasing, the exchange
rate may appreciate; if foreign demand for the goods exported by the
country falls, the exchange rate will depreciate. But my general contention is that the cyclical overvaluation of the exchange rate is an exogenous variable: it is the outcome of policies that developing countries
usually adopt, following the prescriptions of the liberal orthodoxy or
the demands of populism. When the policymaker decides on growth
with foreign savings or decides to use the exchange rate as an anchor to
control inflation, s/he is deciding to appreciate the exchange rate, which
in this case is an exogenous variable: the appreciation is deliberate.
The third cause that keeps the exchange rate below the current equilibrium is a market price exchange rate that still has room for appreciation combined with a high interest rate. When, after the sharp
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devaluation that occurs with the sudden stop, the exchange rate begins
to appreciate, there is plenty of room for its appreciation. But there is
also a floor to it: the point at which even the export of commodities
becomes uneconomic. Whereas the country does not achieve this floor,
the speculative practice of carry trading is highly profitable for its practitioners and makes the appreciation of the national currency a selffulfilling prophecy. Counting on the appreciation of the currency and
on the high interest rate offered by government bonds, the trader buys
the currency continuously, causing the exchange rate to appreciate.
The fourth cause of large current account deficits and the overvaluation of the exchange rate is the exchange rate populism. The appreciation
of the exchange rate is attractive not only to foreign countries because
it opens the way for their loans and their multinationals but also to
the general public because it increases the income and the wealth of all
in the short term. It is attractive also to politicians, because when the
exchange rate appreciates, inflation goes down and real incomes go up;
and, provided that the financial crisis does not does break before the
election, the politicians are re-elected.

9.4

A third dangerous equilibrium

I summarize the tendency to the cyclical and chronic overvaluation
of the exchange rate and the consequent lack of access to demand in
Figure 9.1. In this figure, we have the exchange rate in the ordinate and
time in the abscissa. From the top down, the first horizontal line is the
industrial equilibrium – the value of the exchange rate when there is
Dutch disease; and the horizontal line below it is the current account
equilibrium – the equilibrium that balances the country’s current
account intertemporally. The market price exchange rate is depicted by
the curve with a flat bottom, having as its limits two currency crises
that sharply depreciated the currency which in the preceding years had
appreciated.
By examining the figure we can understand why business enterprises
in developing countries that don’t manage their exchange rates don’t
have access to demand. The figure depicts the cyclical character of the
exchange rate, which is in line with the extensive literature on political cycles and with the meager literature on the role of the exchange
rate in such cycles, to which the latest contribution is Adolfo Canitrot’s
(1975) classical paper on the subject.4 The figure also shows that the
overvaluation is chronic. We are assuming that the exchange rate cycle –
a financial cycle of foreign indebtedness – lasts several years. During this
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Figure 9.1

The three equilibriums and the market exchange rate

period, in a brief moment, immediately after the balance of payments
crisis breaks, the national currency depreciates; for the rest of the time it
appreciates – it appreciates chronically or in the long term.
Note that Figure 9.1 contains a third horizontal line, which depicts
what I propose to call the ‘foreign debt equilibrium’. This is, in my view,
a mistaken and dangerous equilibrium; it is the exchange rate that corresponds to a ratio of current account deficit to GDP that keeps the ratio
of total foreign debt to GDP constant at a level viewed by international
financial markets as ‘comfortable’. I say that this equilibrium is mistaken
because it disconnects actual and potential competent business enterprises existing in this economy from demand; it is dangerous because
the exchange rate easily falls below this third level, which increases the
ratio of foreign debt to GDP and enhances the likelihood that a currency
crisis will materialize.
I stress this third line in Figure 9.1 not only to emphasize the risk
involved but also to observe that this is the equilibrium that most
economists believe to be correct or advisable for developing countries.
According to these economists, this is the exchange rate that would
maximize the growth rate of the country, given their belief that capitalrich countries should transfer their capital to capital-poor countries – a
belief based on the false assumption that foreign savings add to domestic
savings instead of substituting for them and increasing consumption, as
is usual in developing countries.
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Conclusion

I believe that by now the reader will understand why full employment and
growth do not depend on active macroeconomic policies that neutralize
the tendency to the insufficiency of effective demand; in developing
countries, where the exchange rate tends to be chronically overvalued,
full employment and growth depend on an active exchange rate policy.
Such a policy has a structural component and a day-to-day component.
The structural component is an export tax on the commodities that cause
the Dutch disease, because this tax increases the value of the exchange
rate, so making the current equilibrium and the industrial equilibrium
coincide and, for that reason, making the market price exchange rate
fluctuate around this equilibrium. The day-to-day exchange rate component is the macroeconomic policy that manages capital inflows and
outflows either administratively by the adoption of capital controls or,
in price terms, by the central bank buying and selling foreign reserves.
I have been sketching over the last twelve years the developmental
macroeconomics models that I have summarized here. In this paper I
draw on them and add to them the problem of access to demand, which
I have not previously fully discussed. Together these historical (rather
than hypothetical-deductive) models constitute a developmental macroeconomics under construction. They are based on experience; they
have been verified by the research of many economists – often economists who were not aware of the entire underlying theory. In order to
develop, they need much theoretical thought and much research, but
they already add up to an instrument that developing countries may use
to accelerate their growth and catching-up.5

Notes
1. See Bresser-Pereira 2010 and 2013.
2. I say ‘upward’ because I am defining the exchange rate as the price of the
national currency divided by the different reserve monies.
3. The tax will increase the costs plus reasonable profit margins of the business
enterprises exporting the commodity and, for that reason, will increase the
value of the current equilibrium. On the assumption that this tax is equal to
the difference between the two values, the disease will be neutralized, but the
exporters of the commodity will not suffer because what they pay in tax they
receive back in the devaluation of the exchange rate.
4. See Canitrot 1975, pp. 331–51.
5. These ideas will be put together in the book by Luiz Carlos Bresser-Pereira,
José Luis Oreiro and Nelson Marconi (2014) Developmental Macroeconomics
(London: Routledge).
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Development Finance in the
Era of Financial Liberalization
C.P. Chandrasekhar

Conceptual discussions on development alternatives often tend to swing
between extremes. This is true, for example, when the discussion centers
on inward versus outward oriented strategies, open versus regulated
capital accounts or centralized versus decentralized decision-making.
Such ‘extremism’ affects actual decision-making as well. But more often
than not, ground realities and/or pragmatism induced by circumstances
forces policy to lag behind advocates of change when economic transitions occur. Moreover, institutions and policy instruments that are seen
as typical of one kind of regime often persist, even if in differentiated or
changed form and serving different objectives, when the policy environment varies or changes. But the element of similarity or continuity is
substantially different across geographies and time.
This chapter is concerned with the extent of continuity and/or change
when the transition in question is the dilution or dismantling of regulatory controls over the operations of financial markets and agents. Its
focus is a set of institutions that are almost ubiquitous across market
economies and have survived in varying forms in different stages of
development: development banks.
The process of ‘financial liberalization’ that has diluted controls or regulations that were common features of developing country financial regimes
has now been underway in developing countries for close to four decades.
While presented as an effort to address policies of ‘financial repression’
that distort financial prices, ostensibly leading inter alia to low interest and
savings rates and misallocation of resources, this process has in fact transformed finance and introduced new elements of vulnerability. In particular, it has led to an expansion of the non-bank financial sector and the
introduction of a whole set of new markets, institutions and instruments,
the benefits of which for the real economy remain uncertain.
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The result has been that the financial structure that was consciously
shaped in these countries to overcome a range of deficiencies that
were obstacles to industrialization has been transformed in ways that
recreates those obstacles. One element of that financial structure were
development banks, which minimally are institutions that provide
long-term financial support for investment projects that are unlikely to
be adequately financed by conventional financial institutions.
Specialized institutions of development finance, namely, development banks, were established to overcome a deficiency afflicting not
just developing countries, but also developed countries in certain phases
of their development. This was the inadequate availability of long-term
finance, especially for capital intensive projects that are part of any
industrialization effort.
All underdeveloped countries launching on national development strategies, often in the aftermath of decolonization, were keen on accelerating
the pace of growth of productivity and per capita GDP by diversifying
into manufacturing. The difficulty, of course, was that the take-off led
by industrialization required substantial investment. On the one hand,
given the advances in technology between the period when current day
developed countries had launched on industrialization and the point in
time when less developed countries had the option to launch on a trajectory of industrial development, the investment required to establish
or expand particular activities was greater than what would have been
required earlier. Moreover, catching-up requires not merely establishing
or expanding particular activities, but engaging in a whole cluster of them
because some crucial requirements for development cannot be imported
from abroad and because not all traded goods can be imported given the
finite volume of foreign exchange available to individual economies. If
larger sums of capital are required for investment in each of a cluster of
activities, the total investment requirement would indeed be high.
Moreover, there are many sectors and industries, epitomized by infrastructural services of different kinds (roads, power, communications and
the like), which are capital intensive in character and non-tradable in
nature, but are characterized by economy-wide externalities. Their presence is crucial for industrialization, but they cannot be imported and
cannot be supplied without substantial investment.
Other features of these kinds of manufacturing and manufacturingrelated activities are that they tend to be not just capital intensive, but
are in the nature of long-gestation projects that are substantially illiquid
in the sense that their ownership cannot be transferred easily to obtain
liquid resources to meet the investor’s other commitments. This implies
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that the emergence and growth of these kinds of industries and activities requires substantial access to ‘long-term finance’, in the sense of
resources that expect returns only in the medium or long term and are
not looking for a high degree of liquidity.
If the investments involved are to be undertaken by a government
that has a substantial degree of fiscal maneuverability, the challenge can
be addressed. Governments can tax to raise resources and are in a position to borrow from either the central bank or the open market, since a
market for safe and secure government bonds is the easiest to establish
and build. Moreover, governments, in collaboration with central banks,
are able to pre-empt a part of private saving for their own investments.
A problem arises when the investment is to be financed from sources
other than the government or public agencies. This, under normal
circumstances, requires either a high level of capital accumulation among
investors willing to bet on capital intensive investments or mobilization of household savings from a large mass of relatively small savers.
Late industrializers with a nascent industrial class do not have too many
willing investors with adequate capital accumulated. And small savers
prefer instruments that are characterized by low levels of income and
capital risk and are highly liquid. This makes the banking system the
preferred destination for most small savers.
Having mobilized deposits in small amounts from those wanting to
abjure income and capital risk and expecting a high degree of liquidity
of their savings, banks of the traditional Anglo Saxon kind are normally
reluctant to provide long-term finance to capital intensive projects for
fear of being adversely hit by maturity, liquidity and risk mismatches.
This implies that special long-term bond markets are needed that
give financial investors liquidity by being active. Unfortunately, bond
markets are not costless to create and are difficult to establish and render
active. Most developing countries have active markets for government
bonds, but less developed markets for corporate bonds.
This creates a special problem in the so-called ‘mixed economies’, where
the private sector is expected to play an important role. Backwardness
implies that the investor classes would include only a few individuals
who would have adequate capital to undertake the required investments.
Their ‘own capital’ would have to be substantially backed with credit.
And such credit would not be backed with adequate collateral, other
than the assets created by the investment itself. Most savers, on the other
hand, would not like to lock up their capital for long periods especially
in projects that are inevitably ‘risky’. This would imply that in the market
for finance there is bound to be a shortage of long-term capital.
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Historical antecedents

Interestingly, even late industrializers in 18th century Europe benefited
from institutions that geared themselves to providing long-term finance
to capital intensive projects. An early example was the Credit Mobilier
in France, which, though being privately owned, successfully played this
unusual role for a time but then failed. As Sraffa argued in his Cambridge
lectures on continental banking (De Cecco 2005), the Credit Mobilier
failed because it turned toward financing long-term investment with
short-term deposits. But he suggests that this happened because the
Banque de France not only refused to support the Credit Mobilier with
liquidity as and when required, but also prevented it from issuing longterm bonds.
Inspired, perhaps, by the lessons of this experience, other late industrializers like Germany and Japan provided for a special relationship
between joint stock banks and the bank of issue or the central bank
where the latter assured the former access to liquidity of a magnitude
and in a manner that would allow joint stock banks to provide longterm finance for industrial investment. The German universal banks,
Sraffa argued, built on the experience of the Credit Mobilier to serve
as banks that (backed by the Reichsbank) financed German industrialization. De Cecco (2005, p. 355) summarizes Sraffa’s perception of the
system as follows: ‘German Grossbanken, which were heavily involved
in maturity transformation, were likely to find themselves periodically
stuck in illiquidity situations, and required reliable access to last resort
lending by the Reichsbank. In fact, the whole concept of last resort
lending, which had been developed in the English context, had to be
adapted, indeed drastically transformed, to be used in the German one.’
According to De Cecco (2005, p. 354) in Sraffa’s perception, ‘the German
experience represented a clear case of planned institution building’, to
realize the task at hand. The relationship between the Bank of Japan
and the city banks in Japan under the main bank system that financed
industrial investment was similar.

10.2

Development banking

It is this tradition that developing countries took over when they
designed institutions, sources of finance and instruments that can bridge
the significant mismatches in the expectations with regard to maturity,
liquidity, risk and interest rates between savers and investors. An important institutional innovation in many late industrializing developing
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countries was the creation of what are broadly called development
banks. Playing multiple roles, these institutions have helped promote,
support, nurture and monitor a range of activities, though their most
important function has been as drivers of industrial development.
Development banks, which most often are public or joint sector institutions, are mandated to provide credit at terms that render industrial
and infrastructural investment viable. They tend to lend not only for
working capital purposes but to finance long-term investment as well,
including in capital intensive sectors. Since such lending often leads to
higher than normal debt to equity ratios, to safeguard their resources,
development banks are expected to closely monitor the activities of
the firms they lend to. Often this involves nominating directors on the
boards of companies who then have an insider’s view of the functioning
and finances of the companies involved. In case of any signs of errors in
decision-making or operational shortcomings, corrective action can be
undertaken early.
This close involvement makes it possible for these institutions to
invest in equity as well, resulting in them adopting the unconventional
practice of investment in equity in firms they are exposed to as lenders.
They also provide merchant banking services to firms they lend to,
taking firms to market to mobilize equity capital by underwriting equity
issues. If the issue is not fully subscribed the shares would devolve on
the underwriter, increasing the equity exposure of the bank. Firms using
these services benefit from the reputation of the development bank and
from the trust that comes from the belief of individual and small investors that the banks would safeguard their investment by monitoring
the firms concerned on their behalf as well. Thus, development banks
are a component of the financial structure that can ensure that lending
leads to productive investment that accelerates growth and makes such
lending sustainable.

10.3

Role for the state

Institutions such as these that can support late industrialization need not
evolve automatically. They are often, although not always, established
by the government, even owned by it and supported with significant
resources from the budget or the central bank. Here again, the principal
motivation for the creation of such financial institutions is to make up for
the failure of private financial agents to provide certain kinds of credit to
certain kinds of clients. As noted elsewhere (United Nations 2005), left
to themselves, private financial markets in developing countries usually
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fail to provide enough long-term finance to undertake the investments
necessary for economic and social development. As a result, firms in
developing countries often hold a smaller portion of their total debt
in long-term instruments than firms in developed countries. Private
institutions may fail to provide such finance because of high default
risks that cannot be covered by high enough risk premiums because
such rates are not viable. In other instances, failure may be because of
the unwillingness of financial agents to take on certain kinds of risk or
because anticipated returns to private agents are much lower than the
social returns in the investment concerned (Stiglitz 1994).
Industrial development banks help deal with the fact that local industrialists may not have adequate capital to invest in capacity of the requisite scale in more capital intensive industries characterized by significant
economies of scale. They help promote such ventures through their
lending and investment practices and often provide technical assistance
to their clients.

10.4

Policy banks

Developing countries soon realized that development banking of the kind
described above was not in itself adequate to deal with their needs. This
is because the financial structure must not only contribute to growth by
directing investment to crucial investment projects, but it must render
development broad-based by delivering credit to sectors that may otherwise be ignored by the financial sector. Some development banks, for
example, are mandated to focus on specific sectors such as the small scale
industrial sector, providing them with long-term finance and working
capital at subsidized interest rates and longer grace periods, as well as
offering training and technical assistance in areas such as marketing.
Another typical example of this is small peasant farming. Credit to
support agricultural operations that are seasonal in delivery of produce
and subject to much volatility is crucial. But providing credit in small
volumes to dispersed and often remotely located borrowers increases
transaction costs substantially. Further, the volatility of production,
especially in rain-fed agriculture, often results in costly restructuring or
large scale defaults. This implies that the risk premiums associated with
such lending would also be high.
If these transaction costs and risk premiums are to be reflected in
interest rates charged on loans, rates could be so high that the loans
concerned cannot be used for productive purposes. This implies that
returns on lending to sectors such as these would be significantly lower
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than normal, which would require the state to intervene in one of many
ways. It could insist on ‘social banking’ on the part of ordinary banks, set
low ceilings on interest rates chargeable to priority sectors and provide
the banks a subsidy in the form of a subvention. Or it could require public
banks to lend at low interest rates and cross-subsidize such lending with
returns on normal commercial operations. This would imply that the
returns expected of such banks would be lower than a normal purely
‘commercial’ benchmark. Or it could create specialized development
banks, that are provided state funds at extremely low interest rates to
carry out these operations.
Most countries have found that it is best to create separate development banks to provide long-term capital at near-commercial rates and
‘policy banks’ to provide credit to special areas such as agriculture or the
small scale sector where interest rates have to be subsidized and grace
periods have to be longer. This allows different criteria to be applied to
the evaluation of the performance of these banks, with profitability a
more important consideration in the case of the former.

10.5

The prevalence of development banking

According to an OECD estimate quoted by Eshag (2000), there were
about three hundred and forty development banks in some eighty
developing countries in the mid-1960s. Over half of these banks were
state-owned and funded by the exchequer; the remainder had mixed
ownership or were private. A study by Nicholas Bruck (1998), estimated
that there were over five hundred and fifty development banks worldwide, of which thirty-two were in the nature of international, regional
and sub-regional development banks, leaving around five hundred and
twenty national development banks (NDBs) in one hundred and eightyfive countries, or an average of about 2.8 per country. Developing countries had on average three or more development banks, while industrial
countries had fewer reflecting the greater role these institutions play
in late industrializing countries. Latin America and the Caribbean had
the largest number of NDBs (152), followed by Africa (147), Asia and
the Pacific (121), Europe (49) and West Asia (47). However, these banks
varied significantly in terms of size and scope of operations, making the
numbers inadequately representative of DFI presence in each country.
A more recent survey conducted by the World Bank in 2009 with
support from the Word Federation of Development Financing institutions (Luna-Martinez and Vicente 2012), which covered ninety DFIs,
found that private participation in their equity structure was not
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uncommon. However, 74% of these institutions were entirely government owned and controlled and a further 21% had less than 50% of
private equity ownership. While more than half of these were rather
small, with assets less than $10 billion, 5% were mega-banks with
assets greater than $100 billion, which included institutions like China
Development Bank, BNDES and Kreditanstalt fuer Wiederaufbau (KfW)
that were bigger than the World Bank.
A point to note was that while there was substantial variation in
funding sources, DFIs by and large depended on non-depository resources.
Though 41% of the institutions surveyed by the World Bank reported
taking deposits, 89% were borrowing from other financial institutions
or issuing debt in local markets, 40% had obtained budgetary transfers
from the government1 and 64% had benefited from government guarantees of the debt they issued. Access to government support allowed
development banks to offer credit at subsidized interest rates. Half of
the development banks surveyed reported that practice, two-thirds of
which claimed to finance those subsidies with transfers from government. Some reported financing subsidies through cross-subsidization.

10.6

Growth strategies and DFI presence

In the case of countries like Brazil and India, DFIs came into their own
during the import substitution years, but they also played a role where
growth was based on export markets. In South Korea, for example, the
Korea Development Bank (KDB) was established in 1954, when import
substitution was a priority. But when the military government came to
power in 1961 and decided to launch on an export-oriented strategy,
KDB’s mandate and functioning was suitably modified. It was permitted
to borrow funds from abroad and guarantee foreign borrowing by Korean
enterprises (Cole and Park 1983). In fact, an interesting feature of industrial finance in Korea was the guarantee system, created largely to privilege borrowing abroad to acquire technology over attracting foreign
investment, to keep Japanese capital at bay. Firms wishing to borrow
from abroad obtained approval from the Economic Planning Board,
which was ratified by the National Assembly. Once that was done, the
Bank of Korea (BOK, later the Korea Exchange Bank) issued a guarantee
to the foreign lender and the KDB issued one to the Bank of Korea.
So, while the borrower was committed to repay the loan and carry the
exchange risk, that commitment was underwritten by the KDB and BOK,
which by guaranteeing against default were ensuring access to foreign
borrowing. There was also an implicit or explicit sovereign guarantee
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of the US government given the special relationship between the South
Korean state and the US government. Between 1960 and 1978, foreign
loan guarantees by the KDB rose from 0.2 billion won to 3898.3 billion
won, whereas that of the commercial banks rose from 0.4 billion won
to 4565.7 billion won. Total guarantees by the KDB and the banks rose
from 0.6 billion won to 8484 billion won, whereas loans by both during
this period rose from 27.4 billion won to 5686.4 billion won. Loans by
other special banks rose from 12.8 billion won to 2366.1 billion won.
This was clearly an instance where a development bank was being used
as an instrument to drive investment as part of a state-directed, exportoriented mercantilist growth strategy.

10.7

DFIs and financial liberalization: India

Given the preponderance of DFIs in developing countries, the question
arises whether they have survived the thrust toward financial liberalization since the 1980s. The World Bank survey mentioned above found
that 12% of DFIs in developing countries had been established before
1946, 49% between 1946 (after the end of World War II) and 1989, and
39% between 1990 and 2011. This suggests that despite the change in
policy orientation after 1990 in most developing countries, governments continued to rely on DFIs, which in this instance were defined
as ‘financial institutions with at least 30% state-owned equity’, with ‘an
explicit legal mandate to reach socioeconomic goals in a region, sector
or particular market segment’.
The experience is, of course, varied. India, for example, with a remarkable
track record with development banking after industrialization destroyed
its development banking infrastructure after liberalization. India’s experiment with development banking began immediately after Independence
with the establishment of the Industrial Finance Corporation of India
(IFCI) in July 1948. There have been three phases in the evolution of
development banking. The first began with Independence and extends
to 1964 when the Industrial Development Bank of India was established,
which was the phase of creation and consolidation of a large development financing infrastructure. The process that started with the setting
up of the IFCI to undertake long-term term-financing for industries, was
extended to support small firms. State Financial Corporations (SFCs) were
created under an act that came into effect from August 1952 to encourage
state-level, small and medium-sized industries with industrial credit. In
January 1955, the Industrial Credit and Investment Corporation of India
(ICICI), the first development finance institution in the private sector,
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came to be established, with encouragement and support of the World
Bank in the form of a long-term foreign exchange loan and backed by a
similar loan from the US government financed out of PL four hundred
and eighty counterpart funds.2 In June 1958, the Refinance Corporation
for Industry was set up, which was later taken over by the Industrial
Development Bank of India (IDBI). Other specialized financial institutions that were set up included the Agriculture Refinance Corporation
(1963), Rural Electrification Corporation Ltd. and Housing and Urban
Development Corporation Limited (HUDCO). Two other major steps in
institution building were the setting up of IDBI as an apex term-lending
institution and the Unit Trust of India (UTI) as an investment institution,
both commencing operations in July 1964 as subsidiaries of the Reserve
Bank of India.
That the development banks were special institutions was reflected
in the role the central bank had in the development financing infrastructure. An Industrial Finance Department (IFD) was established in
1957 within the Reserve Bank of India (RBI) and the central bank began
administering a credit guarantee scheme for small scale industries from
July 1960. With a view to supporting various term-financing institutions,
the RBI set up the National Industrial Credit (Long-Term Operations)
Fund from the financial year 1964 to 1965.
As institutions were established, the scope of development banking
in India increased, but even in 1970–71 disbursements by all financial
institutions (including investment institutions such as the Life Insurance
Corporation [LIC], UTI and General Insurance Corporation [GIC])
amounted to just 2.2% of gross capital formation. The second period
stretched from 1964 to the middle of the 1990s when the role of the DFIs
gained in importance, with the assistance disbursed by them amounting
to 10.3% of gross capital formation in 1990–91 and 15.2% in 1993–94.
The importance of these institutions is clear from the fact that their
investments (disbursals) as a proportion of Net Domestic Capital
Formation in India rose from less than 5% in the early 1970s to around
24% in 2000–01.3 Over 70% of sanctions went to the private sector and
took the form of loans as well of underwriting and direct subscription
of shares and debentures. Aggregate disbursals as a ratio of net capital
formation in the private sector rose from 24% in 1970–71 to 80% just
before the 1991 crisis. This provision of long-term industrial finance was
indeed a major source of support for investments in the country and
constituted an important way in which the limitations of the financial
structure as it evolved under colonialism was sought to be addressed and
finance made a tool of development.
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The pattern of financing of investment began to change in the 1980s
when the availability of foreign finance from the private financial
market (as opposed to the bilateral and multilateral development aid
network) opened up, largely because of changes in the international
financial system. That access was seen as providing an opportunity to
pursue a more outward oriented development strategy based on allround liberalization and deregulation. The balance of payments crisis
of 1991 served as the trigger for that transition. An important component of the resulting ‘economic reform’ was financial liberalization
that provided for a growing role for domestic and foreign firms in the
financial sector and offered all financial institutions greater flexibility
in mobilizing resources and lending and investing them. It was at this
point that these domestic and foreign private institutions resented the
ability of the DFIs to obtain concessional finance to fulfill their mandate
and thereby compete with them and keep them out of areas that they
were earlier least interested in entering, but were now looking to enter.
The resulting pressure to create a ‘level playing field’, to which the
government succumbed not because that was unavoidable but because
of its own commitment to liberalization reflected in the Narasimham
Committee reports of the 1990s (especially Narasimham 1998), began the
process of transforming leading development financial institutions into
commercial banks, starting with the ICICI in 2002 and the IDBI in 2004.
Even during the financial liberalization period, aggregate assistance
provided by India’s long-term financing institutions (including investment institutions) rose significantly, with the average annual assistance
disbursed rising from Rs.199.65 billion in 1990–91 to 1992–93, Rs.542.28
billion in 2000–01 to 2002–03 and Rs.925.39 billion in 2010–11 to
2012–13 (RBI 2013: Table 83). The figures adjusted for inflation (using
the deflator for capital formation in the National Accounts Statistics) are
Rs.41.3 billion during 1990–91 to 1992–93, Rs.83.8 billion in 2000–01 to
2002–03 and Rs.137 billion in 2010–11 to 2012–13.
However, underlying this trend is an important structural change.
Disbursals of assistance by the All India institutions, which rose continually till 2000–01, collapsed thereafter, as the DFIs were transformed
or closed. Even the small industry-focused financial institutions saw
a decline after 2000 for a short period, but registered a robust revival
as the SIDBI took an important role. The other major change was the
growing importance of the investment institutions (the LIC, GIC and
UTI) in financing development. What needs to be noted is that even
these institutions were publicly owned, at least till the collapse of UTI
in 1998.
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In terms of the relative roles of different kinds of institutions in
the early 1970s and till the end of the 1980s, the All India Financial
Institutions (IDBI, ICICI, and IFCI) dominated disbursals of resources
accounting for between two-thirds and almost three-quarters of total
disbursals. During this time, the specialized institutions set up to support
small and medium industries at the state and national levels (SIDBI, the
SFCs and the SIDCOs) accounted for between 15% and 30% of disbursals and the investment institutions (LIC, GIC and UTI) saw their share
rising from less than 10% to about 20%.
In the second phase stretching from the start of liberalization to the
transformation of the ICICI and IDBI into commercial banks (2002–04),
the share of the All India DFIs fell from two-thirds to just 30%, that of
the small industry financing institutions remained more or less stable
and that of the investment institutions rose to pick up the slack. Finally,
after 2004, the share of the All India FIs collapses to a low of 1.7% in
2012–13 and that of the small industry financiers and the investment
institutions rises to 46% and 52%, respectively.
Thirdly, after 1993–94, the importance of development banking
declined with the decline being particularly sharp after 2000–01, as
liberalization resulted in the conversion of some development banking
institutions into commercial banks and in a decline in the resources
mobilized by other firms. By 2011–12, assistance disbursed by the DFIs
amounted to just 3.2% of gross capital formation.4
It needs to be underlined that liberalization has damaged the structure of development banking in India. On March 30, 2002, the ICICI
was, through a reverse merger, integrated with ICICI Bank. That was
the beginning of a process that is leading to the demise of development
finance in the country. The reverse merger was the result of a decision
(announced on October 25, 2001) by ICICI to transform itself into a
universal bank that would engage not only in traditional banking but
investment banking and other financial activities.
Since the announcement of that decision, not only has the merger
been put through, but similar moves undertaken to transform the other
two principal development finance institutions in the country, the IFCI,
established in 1948 and the IDBI created in 1964. In early February 2004,
the government decided to merge the IFCI with a big public sector bank,
like the Punjab National Bank. Following that decision, the IFCI board
approved the proposal, rendering itself defunct.
Finally, the parliament approved the corporatization of the IDBI,
paving the way for its merger with a bank as well. IDBI had earlier set up
IDBI Bank as a subsidiary. However, the process of restructuring IDBI has
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involved converting the IDBI Bank into a standalone bank, through the
sale of IDBI’s stake in the institution. Now IDBI has been merged with
IDBI Bank. With this creation of a universal bank as a new entity, that
has multiple interests and a strong emphasis on commercial profits, it is
unclear how the development banking commitment can be met. These
decisions are bound to aggravate the shortage of long-term capital for
the manufacturing sector, especially for medium-sized units seeking to
grow.

10.8

The case of Brazil

However, the experience can be different. Another developing country
that relied heavily on development banking in its postwar industrialization effort was Brazil. Among the standout development banks
across developing countries is the Banco Nacional de Desenvolvimento
Econômico e Social (BNDES) in Brazil, established in 1952. As a development bank, BNDES both offered loans to, as well as invested in the
equity, of the firms it supported. At the end of 2011, the bank’s assets
amounted to 15% of Brazil’s GDP, of which ten percentage points were
accounted for by loans and another three consisted of investments in
corporate equity and debt securities. The importance of BNDES support
for private investment in Brazil was large and has increased significantly,
with a transition in 1965 when BNDES support rose from below 3% of
capital formation to 6.6%. This heightened role has continued. Annual
loan disbursements by the institution have risen from just R$23.4 billion
in 2000 to R$168.4 billion in 2010, when it came to play a central role in
the stimulus adopted by the government in response to the global financial crisis. Subsequently, disbursements came down to R$139.7 billion
in 2011 and R$156 billion in 2012 (Armijo 2014). While during 2000
to 2007, BNDES disbursements fluctuated between 2% and 2.5%, the
figure rose to 3% in 2008, 4.2% in 2009 and 4.5% in 2010, before falling
to 3.5% in 2011 and 2012. At its peak in 2010 annual BNDES lending
amounted to around 70% of long-term credit in the country.
In the mid-1960s there was also a shift in the focus of BNDES activities. While initially sectors like transport and power overwhelmingly
dominated its lending (besides investments in developing a new capital
at Brasilia), subsequently there was considerable diversification in
support, to sectors such as nonferrous metals, chemicals, petrochemicals, paper, machinery and other industries. Further, while in its early
years BNDES investments were focused on the public sector, there was a
significant shift in favor of the private sector in later years. In the period
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1952–66, 80%–90% of financing was directed to the public sector. That
figure fell to 44% during 1967–71, and then to between 20% and 30%.
In terms of activities, BNDES has since the 1970s taken on the role of
supporting Brazilian firms seeking to target foreign markets or go global,
by supporting the modernization of potential export sectors such as
textiles, footwear and apparel. More recently, it has also, for example,
funded meat major JBS Friboi to acquire rivals abroad to enhance its
presence in international markets.
Funding for BNDES activities has come from a range of sources, such
as bond issues, resources from multilateral organizations, transfers from
the treasury and deposits from the government of funds from privatization, for example. Under President Ernesto Geisel (1974–79), the
administration of funds collected through payroll taxes imposed on
company profits under the Social Integration Programme (PIS) and the
Public Employment Savings Programme (PASEP) that were started in
early 1970s were transferred to BNDES. Changes in the management of
PIS-PASEP in the 1988 Constitution led to the creation of the Workers
Assistance Fund, 40% of accruals to which had to be mandatorily routed
to BNDES for investments in employment generating projects. Over time
the government has also used various measures such as special taxes and
cesses, levies on insurance and investment companies and direction of
pension fund capital to mobilize resources for the industrial financing
activities of the BNDES (Baer and Villela 1980). As a result, the Brazilian
Federal government through BNDES has been an important source of
long-term credit to the country’s corporate sector.
This contribution increased when at the time of the global financial crisis the government decided to use BNDES as an instrument to
implement its stimulus program. In 2007, 10% of BNDES’ funds came
from the government’s investment in its equity and 75% from the
government through obligatory investments of FAT (Workers’ Support
Fund) resources and special programs such as the Accelerated Growth
Programme (PAG) and the Sustainable Investment Programme (PSA).
Implicit in this reliance on federal funds is a subsidy to the BNDES
(Armijo 2014). This is because the SELIC (Sistema Especial de Liquidação
e Custódia or Special System for Settlement and Custody) rate set by the
central bank and serving as the benchmark for the credit system rules
higher than the TJLP (Taxa de Juros de Longo Prazo or Long-Term Interest
Rate) that governs BNDES’ operations. Since the government borrows at
the SELIC rate and lends to the BNDES at the TJLP, there is an implicit
subsidy being paid out to BNDES from the budget and being borne by
the tax payer. To the extent that BNDES offers credit to its borrowers at
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a rate lower than the SELIC, there is a transfer to the latter as well. The
BNDES does indeed lend at rates close to the TJLP.
According to one study (Lazzarini et al. 2011), if the BNDES had been
obtaining funds at the SELIC rate, then its net interest margin would
have been negative in many years. If BNDES is profitable it is because
of its lower cost of borrowing and the returns that come from its investments. Clearly, BNDES is being used by the federal government as a
means to make implicit transfers to a select set of firms it supports.
Hence, another criticism of BNDES has been that it has concentrated
lending with a few firms. In 2012, close to two-fifths of BNDES outstanding
loans were with the five top borrowers. During the 2008–10 period when
BNDES lending accelerated, $16 billion was advanced to the food industry
and $30 billion to Petrobas. Together, this amounted to 50% of BNDES
lending to the manufacturing sector. It is difficult to explain why these
two sectors should be favored so much with subsidized credit.
Since the public sector is a major recipient of funds from BNDES and
the latter records a positive bottom line, criticisms such as these do not
necessarily amount to allegations of malpractice. Nor can the decision
of the government to use BNDES as an instrument of its policy be criticized, because that is the motivation for creating special development
financing institutions in the first place. Disagreements would relate to
the priorities that the lending practices of the institution reflect and on
the magnitude of the cost borne to further those priorities.

10.9

Post-liberalization trends

The real difference between Brazil and India with respect to development banking has occurred in the period since the early 1990s when
the governments in these two countries opted for internal and external
economic liberalization. In Brazil, reform notwithstanding, the BNDES
has grown in strength. Its assets totaled R$277.3 billion or close to $120
billion at the end of 2008. This has served Brazil well. The bank’s role
increased significantly, when private activity slackened in the aftermath
of the financial crisis. This countercyclical role helped Brazil face the
crisis much better than many other developing countries.
According to reports, during the global financial crisis the BNDES
stepped in to keep business credit going, when private sector loans dried
up in 2008. It lent a record R$168.4 billion ($100.8 billion) in 2010,
which was 23% higher than the previous record in 2009. As a result, the
country’s credit to GDP ratio continued to grow after the onset of the
financial crisis (Bevins 2010).
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10.10

Countercyclical role

In fact this counter-cyclical role of development banks has been highlighted by the World Bank survey of development banks as well. Between
the end of 2007 and 2009, only 16% of the institutions in the survey experienced a negative growth in their loan portfolios; 27% of DBs recorded
a loan portfolio growth between 0% and 20%, 33% between 20% and
50%, 15% between 50% and 100%, and 9% of DBs experienced a growth
above 100% in their loan portfolios. Overall, between the end of 2007
and the end of 2009, the combined loan portfolio of DBs increased from
US $1.16 trillion to US $1.58 trillion dollars. In nominal terms, this 36%
increase, in just three years, is well above the 10% increase in private
bank credit for the countries surveyed during the same period.
Development banks increased short- and long-term lending, not only
to their existing customers, but also to new customers from private
commercial banks which faced temporary difficulties in refinancing
their loans or acquiring new lines of credit. Even large multinationals,
like the automaker Chrysler, benefited from loans provided by DBs in
middle-income countries. This countercyclical role is another major way
in which the contribution of development banks has remained significant despite the changes wrought by liberalization. These experiences
point to other ways in which countries, such as India, which did not
stop with transforming but did away with development banking during
the liberalization years, could have lost out.

10.11 Post-liberalization development banking and
external expansion
Another way in which development finance has been transformed under
liberalization is that in some countries, such as China and Brazil, DBs have
become a way of financing the ‘going out’ strategy of both firms and government, financing new investment and acquisitions abroad by domestic firms
and supporting infrastructural investments in countries that are important
as markets or sources of raw materials for domestic firms.
China Development Bank (CDB) was set up in 1994, by which time
the reform program in China had progressed considerably. It was
not established as a deposit taking institution, which was limited by
liquidity mismatches from investing in capital intensive projects that
would yield returns only in the long run, if at all. Rather, the bank mobilized resources by issuing bonds that were subscribed to by banks that
saw these instruments as being safe despite yielding higher returns. In
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fact, the presumption was that these bonds carried a sovereign guarantee, even though there was no formal commitment. This was also
suggested by the fact that these bonds carried a zero risk weight for
capital adequacy purposes.
By 2011, the assets of CDB were estimated at $991 billion, as
compared with $545 billion for the World Bank group (consisting of
IBRD, IDA and IFC), $306 billion for BNDES (2010) and $132 billion
for the Korea Development Bank (Sanderson and Forsythe 2013).
Four areas account for CDB’s huge asset base. The first, is lending that
was part of its original mandate, involving replacing the government
and the commercial banks as lender to the state-owned enterprises.
The second, was lending to the local government financing vehicles
(LGFVs) to finance the huge infrastructural investments being undertaken by the provincial governments. According to one estimate, as
much as one-half of CDB’s loan book could consist of lending to local
governments and the bank may account for as much as one-third of all
LGFV loans, making it a bigger lender than all of the four commercial
banks put together. The third, which has been visible since the last
decade, is financing China’s ‘going out’ policy or spread abroad, partly
as manufacturing investor in low cost locations in Africa and Latin
America but more importantly as acquirer of mineral and oil resources
across the globe. Finally, as a major investor in China’s wind, solar and
telecommunications companies, with Huawei Technologies being the
largest beneficiary.
It was the third of these that has received considerable attention.
According to one study (Downs 2011): ‘Since the mid-2000s, CDB
has participated in some of China’s most high-profile cross-border
deals, including financing the acquisition of a 9% stake in the AngloAustralian mining giant Rio Tinto by the Aluminum Corporation of
China (Chinalco), bankrolling the global expansion of China’s telecommunications firms Huawei Technologies and ZTE Corporation, funding
the natural gas pipeline that runs from Turkmenistan to China, and
managing the China-Africa Development Fund’. In 2009 and 2010, CDB
is reported to have extended lines of credit amounting to almost $65
billion to energy companies and government entities in Brazil, Ecuador,
Russia, Turkmenistan and Venezuela. The loans are often secured by
revenue earned from the sale of oil at market prices to Chinese national
oil companies (NOCs). Given their large size (up to $206 billion) and
long terms (up to twenty years), these loans provided over a short
period cannot but be supported in some form by the government as
part of a state-directed international strategy. Here too the role of the
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development bank as an instrument of state policy even in an economy
in rapid transition is more than apparent.

10.12

Conclusion

Thus, over a significantly long-period of time, governments of countries
embarking on a process of development within the framework of mixed,
capitalist economies have sought to use the developing banking function,
embedded in available or specially created institutions, to further their
economic objectives. These objectives may be the government’s development goals, as was true during the import substitution years, or they
may be the goals of promoting corporate interests that are being used as
development instruments within a state-directed, even if market mediated, development trajectory. In either case, the role of these institutions
in late industrializing, developing countries cannot be overemphasized.
However, as noted above, with financial liberalization of the neoliberal
variety transforming financial structures, some countries are doing away
with specialized development banking institutions on the grounds that
equity and bond markets would do the job. This is bound to lead to
a shortfall in finance for long-term investments, especially for medium
and small enterprises. However, there are some countries such as Brazil
and China that have thus far not opted for this trajectory. Crucial to that
is the decision to sustain non-market funding for the DFIs, failing which
they would be forced to wither away or lose their developmental role.

Notes
1. Eighteen per cent of the institutions that received transfers declared that if
transfers were withdrawn, they would not be able to operate.
2. Public Law 480 enacted in 1954 in the US allowed for the use of surplus agricultural produce (especially wheat) from the US as food aid to developing countries through sale at concessional terms including payment in local currency,
with the local currency funds being used for US diplomatic and development
expenditures in the country concerned.
3. Computed using figures from RBI (2013).
4. Figures computed from information provided in Tables 13 and 83 of Reserve
Bank of India (2013).
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From Miracle to Stagnation:
The Last Two Stages of Mexico’s
Economic Development
For Jan Kregel
The only Keynesian economist capable of eating Chiles en Nogada
at 11 pm without fatal consequences

Julio López-Gallardo

During the last three decades, the Mexican economy has behaved poorly.
However, for several decades immediately before and after World War II,
economic growth in the country was remarkable, such that the term was
coined of the ‘Mexican economic miracle’ (Hansen 1971).
Rapid and stable development during the ‘miracle’ years supported
the alliance forged between the upper classes and the state bureaucracy, as well as the coexistence of different projects at the top of the
latter. Different economic and political problems took place in the 1970s
eroding all this. After a brief episode of growth acceleration backed by
an oil boom during the late 1970s and the early 1980s, Mexico suffered
a deep economic crisis in 1982 and another one in 1986. At the end of
the 1980s, the state bureaucracy had achieved homogeneity, rallying
around a new economic strategy, which, lacking a better term, we in
Latin America labeled neoliberalism. During this recent stage economic
growth has been low and, besides, the country suffered two deep crises,
the first in 1995 and then a second in 2009. In spite of that, the strategy
has been stubbornly preserved.
The main objective of this chapter is to analyze Mexico’s economic
evolution from the ‘miracle’ years up and during the neoliberal regime.
Mexico’s recent economic history has several very specific peculiarities.
Nevertheless, it shares with other Latin American countries many institutional and structural characteristics. Moreover, Mexico’s experience
has been so rich and varied, that I hope that parts of the story I am going
to tell here may be useful to understand other nations’ experiences.
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The Mexican ‘miracle’ years

During the ‘miracle’ years, Mexico carried out an economic strategy
combining demand management with structural intervention to foster
economic growth and modernization (Mantey and Levy, 2010). It thus
mixed Keynesian with Structural policies, which were especially advocated by the Latin American structuralist economic school. Members
of this school saw in fast capital accumulation and import substitution
industrialization the two main keys to overcome economic backwardness,
and they understood that neither could be achieved relying solely on
market forces, so that state involvement was necessary both to stimulate
and manage demand and to support the expansion of supply capacities.
From the mid-1970s onwards, growth began to falter due to both
domestic and external constraints. Thus, fast growth of domestic
demand at its historical rates began to bring with it an increasing trade
deficit. At the same time, they restricted the state’s capacity to foster
growth by simply manipulating demand even as they diminished its
available resources to expand supply capabilities. However, the demise
of the import substitution strategy did not come about step by step, but
took place rather abruptly due to the emergence of a political conflict
during the 1970s. I will briefly delve upon this issue.
During the postwar period important changes in the character of the
dominant classes took place. First of all, the upper crust of the Mexican
bourgeoisie became richer, more deeply internationalized and thus
more independent vis-à-vis its national state, all of which reinforced
the ‘neoliberal’ ideology. This ideology has always existed in the upper
classes, but by then it became more influential because it found a strong
support in the predominant economic thought in the industrialized
capitalist countries, where the Keynesian paradigm was progressively
being abandoned.
Equally important,1 a well-placed segment of the high state bureaucracy was identifying itself with the neoliberal ideology, in part because
it had become more and more ‘internationalized’ due to studies in2 and
all sorts of contacts with its northern neighbor, in part because the functioning of the prevailing economic strategy was becoming less smooth
and the awareness that reforms were necessary was generalized.3
However, the elite of the state bureaucracy was far from homogeneous. Indeed, another important group within it, which we will call
‘reformist’, assumed itself as representative, in the historical sense, of
the popular, nationalist and radical vein of the Mexican revolution. This
group was becoming ever more conscious of the large gap between the
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official speech, based on the ideology of the Mexican revolution and the
ever-increasing dependence of the country from its northern neighbor
and the weak material benefits of the economic strategy for the poorest
sectors of the population. This diagnosis made a feasible option – for
some unavoidable – to make some adjustments in the social economic
system. Luis Echeverría, the man who, in December 1970, took power of
the presidency of the Republic, was the leader of this second group.

11.2

The Echeverría government and the interregnum

All along his period, President Echeverría and his team of collaborators
tried to implement a reformist project. The overall economic results
achieved under the Echeverria government were not bad.4 However, the
growth rate became much more unstable, even as internal and external
disequilibria worsened.
Now, these economic problems appeared partly owing the world
economic crisis and the world stagflation ensuing after the oil price
hike of 1973. However, the government carried out a stop-and-go fiscal
policy, which also played an important role because it brought about
instability to aggregate demand and to growth of private investment.
The question then arises: Why this ‘stop-and-go’ policy? Part of this
resulted from the worsening and the instability of the international
economic environment. But another part came as a result of the coexistence of different projects in the upper levels of the political bureaucracy.
The constraints to public spending imposed by the escalating political
conflict and the opposition of the high bourgeoisie were also important.
Let us briefly ponder over this last issue.
In one of his most frequently cited works, the Polish economist Michal
Kalecki (1943) reflected upon the reasons why the ‘captains of industry’
opposed public spending. In his view, this opposition is all the more
puzzling since higher government spending brings with it higher sales
and thus higher profits.
The reasons he gave for this opposition were basically three. First, there
is the dislike of government intervention in the problem of employment as such. This arises because, when the government influences
directly (through its spending) the overall economic situation, then the
state of ‘business confidence’ becomes less important, and the ‘captains
of industry’ lose an important lever that allows them to impose their
own interests upon the government. Second, there is the opposition
to the direction of such spending, public investment and subsidizing
mass consumption. Third, there is the dislike of the social and political
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changes resulting from the maintenance of full employment. Under full
employment, the ‘social position of the boss would be undermined, and
the self-assurance and class-consciousness of the working class would
grow’ (Kalecki 1943, p. 351). Besides, full employment would bring with
it wage rises which would cause prices to rise, which ‘is to the disadvantage of small and big rentiers’ (Kalecki 1943, p. 355), that is, financial
capitalists are affected.
To the above-mentioned reasons explaining the dislike among the
higher classes toward higher state spending given by Kalecki, there was
in Mexico an additional one. In fact, the structural characteristics of the
country implied a much lower elasticity of supply than in the advanced
countries the author had in mind. Because of this, higher government
deficit did not bring about such a high increase in real output and in
profits, as in that case, while higher government spending financed
via taxes on profits would certainly reduce profits. Apart from that, the
possible short-run negative effects of government spending, on the trade
deficit due to higher import requirements and on prices owing to supply
bottlenecks were magnified. Finally, the way in which the government
deficit was financed, which involved absorption of compulsory reserves
from the banking system, lend credence to the myth that government
spending crowds out private spending.5 The government attempt to
somewhat limit the expansionary consequences of that spending by
introducing a relatively mild tax reform provoked an opposition –‘of a
surprising vocal brutality’ (Tello 1980, p. 44) – from the private sector
and the reform was only marginally implemented.
An acute observer of Mexico’s reality thus summarized the Echeverria
presidency at the end of his mandate:
The concentration of forces the Echeverría government brought to
play ... opened a stage of uninterrupted fight in almost all areas of
State activity, and especially in the one related to economic policy.
The development of the crisis itself ... contributed to reinforce the
inequality of such a dispute. On the one hand, the ever more intense
immediate economic difficulties reduced the degree of maneuver –in
any case very limited to start with – to the project of articulating an
alternative economic policy, in a context in which the short-term
policies, taken from the orthodox battery, contributed to deepen
the crisis. On the other hand, the rhetorical insistence that a new
economic strategy was in fact being implemented, in a context in
which the economic situation was ostensibly worsening, could not
but reduce the social appeal of the reformist speech, even as the
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conservative positions, that claimed for a restoration of the political
and budgetary order as a precondition to recover the path to stable
growth, gained strength. (Cordera 1978)
As said, the economic results during the Echeverría presidency were not
bad. Anyway, the reformist project was defeated, to a large extent because
it was never resolutely undertaken. However, the defeat of that project
did not bring with it the absolute triumph of the neoliberal strategy, and
the ‘reformist’ segment of the state bureaucracy was not yet completely
exiled from power.
The basic reason was the discovery of enormous new oil fields almost
at the end of the Echeverria period, which came to production at the
beginning of Mexico’s next president José Lopez Portillo. The country
thus became an important oil power, and huge resources began flowing
to the country and to the government. As is well-known, when resources
abound harmony becomes easier, and in our case the two factions of the
state bureaucracy and their projects could coexist at the top of the state
machinery. Money seemed to be enough to carry out the investments
needed to modernize the industry and the countryside and to redistribute and improve the lot of the poor, even as the fiscal accounts could
be maintained in balance and prices relatively under control.
Oil resources, complemented with huge international borrowing,
allowed a spending spree giving rise to spectacular growth rates of output
between 1977 and 1981. Nevertheless, in 1981, practically at the end of
the López Portillo presidency, oil prices dramatically fell and international lenders refused the renewal of credit. A dramatic crisis took place
at the end of 1982 and a second erupted in 1986, which led the government to opt resolutely for an entirely new development approach.
After this episode, namely between 1983 and 1986, government
expenditure plummeted, because the De La Madrid government deliberately contracted internal demand so as to free resources to service
the external debt. In fact, the service of the debt was punctually paid,
the country transferred abroad about 6% of its GDP, and the economy
went through a prolonged stagflation (Tello 2007). Concurrently, the
‘reformist’ faction was evinced from the summit of the state bureaucracy, and the reign of neoliberalism had begun.

11.3

Mexico under the ‘neoliberal’ regime

Let us first of all say a few words about the main reforms undertaken in
the period. These reforms involved privatization of a large proportion of
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state firms and of the whole banking system (which was in the hands of
the state by then) and reduction of the scope and in some cases closure
of many institutions supporting state’s economic intervention. Of course,
this came together with drastic dismantling and dispersion of that segment
of the bureaucracy associated with the economic functions of the state.
I will now single out and discuss more in depth two reforms, trade
liberalization and financial deregulation and liberalization since these
two were, to my mind, of utmost importance from the point of view of
the subsequent macroeconomic development.
Between 1984 and 1987, Mexico’s average import tariffs fell from 41%
to 14%. In addition, while in 1982 almost all imports required government authorization, the percentage of imports requiring a permit was
drastically reduced, first in 1985 and then again in 1987, in a downward
movement that went ahead until imports requiring a permit had fallen
to a little more than 10% in 1992.
Arguably, Mexico’s openness to international trade has brought positive results. In 1980, exports plus imports accounted for about 23% of
gross domestic output (10.7% for exports and 12.5% for imports), while
in 1998 this proportion had increased to over 55% (22.5% for exports
and 22.8% for imports) and in 2012 it stood at 67%. The structure of
exports, on the other hand, underwent a radical transformation and the
share of manufacturing in total exports rose from 24.3% in 1982 to 85%
in 1997 and it stood at about 80% in 2012. Moreover, between 1985
and 2010 Mexico’s share of world manufacturing exports rose 2.5 times
(it is currently about 2%), a performance second only to Chile’s among
Latin American semi-industrialized countries. Notably, in 2010 Mexico’s
manufacturing exports were twenty-five times greater than Chile’s, 10.1
times greater than Argentina’s and 3.2 times greater than Brazil’s.
Yet, this exceptional export achievement did not come along with a
high growth rate of output in manufacturing. Indeed, between 1985 and
2010, Mexico’s share of world manufacturing output fell about 40% (it
is currently below 1%).
As to financial deregulation and liberalization, the story evolved as
follows. Until the beginning of the 1980s, Mexico’s central bank set the
deposit interest rates that financial institutions were allowed to pay to
depositors and credit was regulated through a complex system of reserve
coefficients and preferential lending rates for specific sectors or activities.
In the mid- and late 1980s, institutional reforms began to be executed
that led to deregulation, re-privatization and liberalization of Mexico’s
financial system, which went along the following lines (Mantey 1996;
Tello 2004 and 2007). The first step was the implementation of a system
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of auctions, whereby the interest rates were established for commercial bank deposits at the central bank and lending from the central to
commercial banks. Later on, in the second half of the 1980s, the mandatory reserve ratio of banks was drastically reduced (from 50% to 10%)
and the interest rates for some specific banking instruments were liberalized. In turn, commercial banks were given complete freedom to allocate, the resources obtained from these instruments at will. This reform
was followed by the full and complete liberalization of domestic interest
rates in 1988. The banking system was re-privatized in 1990 (at a minimal
cost for purchasers), and a year later the mandatory reserve ratio was
eliminated for all banking liabilities denominated in domestic currency.
In 1993, commercial banking portfolio investment was completely
deregulated. On the other hand, by the end of the 1980s, banks were
permitted to borrow abroad – although with some minor restrictions –
and non-residents were allowed to invest in domestic financial assets
with practically no limitation. The period also saw the almost complete
dismantling of the development banks, the substitution of the open
market system for the previous reserve system to finance the government debt and the overhaul of the legal status of the banking system
and the full autonomy for Mexico’s Central Bank (Tello 2007).
I will now summarize the most salient aspects of Mexico’s macroeconomic performance under the neoliberal regime.
Generally speaking, Mexico’s economic strategy and policy under
neoliberalism achieved relative price stability, coupled with unstable
growth of economic activity and, for the poorest segments of the
population, the deterioration of their wellbeing and quality of life. In
particular, over the last decades, per capita GDP growth rates were disappointing, generally falling below the rates attained over the same period
in other countries with similar levels of development, such as Argentina,
Brazil and Chile. Table 11.1 below compares the growth rates in these
countries, during the periods of presidential terms of office in Mexico.
Table 11.1 Per capita GDP average annual growth rate % (1982– 2011)

Mexico
Argentina
Brazil
Chile

De la Madrid
1982–88

Salinas
1989–94

–0.95
–1.06
2.78
5.15

1.95
5.23
–0.33
5.38

Zedillo
Fox
1995–2000 2001–06
3.78
1.40
0.50
2.75

1.63
3.66
2.07
3.29

Calderón
2007–11
–0.25
5.43
2.82
2.58

Source: World Bank Group, Databank, World Development Indicators & Global
Development. Finance – GDP per capita (constant US$ 2000).
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The main contradictions of the neoliberal regime

If I were asked to synthesize the main features of the new, neoliberal
regime, I would propose that the key words would be: financial exuberance and stagnation. To a certain extent, these two features correspond
to different moments in the evolution of this regime: financial exuberance predominated between 1988 and 1994 and stagnation from 1995
onwards. I will therefore analyze the two stages in this order.
As noted previously, at the end of the 1980s and throughout the
1990s, Mexico completely liberalized its financial sector vis-à-vis foreign
trade and, concurrently, deregulated (1) the types of activities in which
financial investment capital was allowed; (2) the sector’s reserve coefficient; and (3) its domestic operations in general. When these measures
were taken, the interest rate in Mexico was higher than the rate abroad,
and the price of real and financial domestic assets was lower than similar
assets in international markets.
Thus, in these circumstances, financial liberalization led to a capital
inflow to Mexico, provoking a series of consequences, both in financial
and in real variables. Let us first look at how financial variables, always
the fastest to respond, played out.
The initial consequence was a rise in the amount of international
reserves, in the price of domestic assets and in personal wealth. In turn,
the growth in international reserves led to an increase in the ratio of
said reserves-to-product. To the extent that this ratio is an important
indicator used by currency market brokers to judge a country’s international solvency, a rise in the ratio leads to an appreciation of the real
exchange rate.
The real effects on the domestic economy were expansionary, manifested in a number of ways. One way was the increase in the price
of both assets and personal wealth, leading to a rise in consumption
mostly by the country’s wealthy sectors. Another way was associated
with an appreciation of the Mexican peso. This appreciation provoked
a small rise in the share of wages in value added6 and so stimulated
workers’ consumption. It also reduced the debt ratio of companies
holding dollar-denominated debt and so possibly encouraged private
investment. Thus, in Mexico’s situation, all private spending factors
began to increase. This tendency was able to take hold with relative ease
given the greater willingness of the central bank and commercial banks
to grant credit as a result of the widening monetary base brought on by
the increase of international reserves and by deregulation of Mexican
banking activities in both domestic and international markets. Even so,
the growth in output was not very significant and, in any event, was
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well below the growth in domestic demand, given that a great portion of
the latter leaked abroad due to a rapid rate of increase in imports.
Furthermore, another real effect with important financial implications was the increase in the current account deficit.7 Yet the increase in
capital flows into Mexico more than compensated for the deterioration
of the current account, so that international reserves and the ratio of
the latter to GDP continued to increase with the impact, already alluded
to, on both financial and real variables. Specifically, this situation reinforced the tendency of the peso to appreciate and the current account
deficit of the balance of payments to increase.
In addition, the aforementioned cycle had its own feedback loop. The
reason for this is easily grasped: the rise in asset prices produced capital
gains for those purchasing them. These gains then attracted new foreign
and domestic purchases of participating assets, further pushing up their
price. In fact, capital gains were decidedly above the profits those same
assets would have produced had they been put into use. In other words,
financial capital gains always outpaced real gains, since the latter depend
on expenditures, which flow at a slower rate than that of speculative
capital.8 In one sense, we could say that as this process went on, it apparently created unstoppable growth of a financial pyramid throughout the
entire economy.
However, we know that sooner or later pyramids collapse, unfailingly
buckling at their weakest point. In this case, the weakest point was the
external imbalance.
Throughout this entire process we saw an increasingly large rise in
the ratio of the current balance deficit to GDP which is normally used
to measure the degree of external fragility.9 It is true that this is an indicator whose upper-limit (or acceptable) value lacks precision and, in
any event, greatly depends on the international agencies’ practices and
evaluations of whichever economy they may be analyzing. It is also true
that during the period we are reviewing, Mexico was faithfully implementing the neoliberal strategy linked to the Washington Consensus,
the economy was growing and this, in itself, was inducing growth in the
‘acceptable’ value of this indicator, so that, in the opinion of those same
agencies, Mexico was on the right path.
The positive assessment of Mexico’s economic outlook by international
financial institutions and foreign investors lasted approximately until
the first quarter of 1994 (though expectations of domestic entrepreneurs
remained optimistic until the outbreak of the crisis at the end of that
year). The capital account balance and the reserve position deteriorated
in the course of 1994 and even though the former remained positive, and
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reserves were at a relatively high level until the crisis erupted, in the course
of that year the government had to offer increasingly favorable conditions – and guarantees – to foreign investors in order to attract foreign
funds. In any case, the composition of the capital account dramatically
changed during the year. Thus, the share of short-term capital inflows
in total capital inflows rose about fifty percentage points with respect to
the previous year. All this may have caused misgivings about a possible
debt moratorium. Furthermore, dramatic political events occurred in the
course of that year: the Zapatista uprising in January of 1994, the assassinations in May of the presidential candidate of the ruling party and two
months later of its secretary general. On top of all that, the US interest
rates rose significantly. Bonanza turned into a crisis.
The evolution of the crisis was analogous to the boom, even though
the former played out much faster and with greater turbulence. Capital
inflow rapidly reversed course as investors suddenly realized that the
deterioration in the current account had gone too far and the coefficient of foreign fragility had (greatly) surpassed an acceptable limit.
Consequently, the peso’s depreciation was substantial: between
December 21, 1994, and January 3, 1995, the nominal exchange rate
plummeted from 4 pesos to 5.5 pesos per dollar. The consequences
of the devaluation on prices, on real wages, on expectations and on
the debt ratio of companies with dollar-denominated loans, were such
that private investment and consumption plunged in just a few weeks.
Making matters worse, the government’s decision to cut its expenditures
in order to correct the foreign trade deficit added to and worsened the
drop in domestic demand. The result was a gross national product (GNP)
contraction of 6.5% in 1995.
11.3.2

The macroeconomics of stagnation

At the end of 1995, a new recovery followed the crisis. But the recovery
was short-lived, and economic growth stopped almost completely in
2001, resuming at a modest pace after 2003 and until 2008. When the
world crisis erupted, Mexico’s economy was the most affected within
Latin America, with a drop in output of about 6.5% in 2009.10
I submit that slow growth in the most recent period is associated with
the weak expansion of aggregate demand, coupled with a huge rise in
the import coefficient. In my view, effective output grew slowly to a large
extent because demand stagnated, which naturally affected capital accumulation and thus potential output. This brought about a vicious circle
whereby effective output was always below potential output, which in
turn discouraged capital accumulation and modernization and thus
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again potential output. The rise in the import coefficient, in its turn,
was mainly the consequence of the absence of an industrial policy and
lack of support for local producers.
Slow growth of demand, in turn, was the result of a government
decision not to implement expansionary fiscal and monetary policies,
even as wages were prevented from rising due to high unemployment
and, consequently, workers’ lack of bargaining power. As if it were not
enough, a part of internal demand leaked abroad as a consequence of
fast growth of imports.
As is true of all policy decisions, the decision to keep effective demand
in check was the outcome of a certain theoretical and even ideological
outlook. In this outlook, economic growth depends on the one hand, on
how the country can position itself into the international economy and,
on the other, on the exogenously given rate of growth of labor supply
and growth rate of labor productivity. This makes unnecessary any type
of macro policies directed toward ensuring that demand is sufficient to
guarantee full utilization of supply capacities and bans industrial policies and all unconventional measures.
It is precisely this view that explains the quandary in which economic
authorities find themselves. In fact, Mexico’s total and working-age
population grows much faster than in the US, its main trading partner.
Therefore, if it does not want its per capita income to lag even more
and more behind that of its northern neighbor and a fortiori if it wants
to solve its inherited economic and social problems, Mexico must grow
faster than the US. But if it wishes to keep its external balance at or near
equilibrium, its international competitiveness must also grow faster
than in the US and its export mix must upgrade persistently. Only in
that case will its export growth be higher than import demand in the
US, and export earnings will be enough to provide the foreign exchange
required to pay for its imports.
Persistent improvements in competitiveness and in the export mix can
be achieved under two alternative, not mutually exclusive approaches.
Both demand a competitive exchange rate, but while the former relies
exclusively on this mechanism, the latter uses a variety of instruments.
The instruments include industrial and monetary policies geared to
stimulate and direct new investments toward the tradable goods sector,
coupled with non-traditional measures such as exchange controls, subsidies and tariffs and the like.
I have insisted upon the fact that the theoretical (and ideological)
framework underpinning national economic policies in Mexico’s recent
experience prevents the use of bold industrial policies, especially when
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government resources are severely limited and forbids all unconventional measures, which leaves exchange rate management as the only
instrument available to gain competitiveness. But this is a very inadequate instrument: to maintain external balance under conditions
of fast growth, the peso would have to depreciate, not only once but
also persistently. But currency depreciation clashes with the objective
of price stability because higher import prices are transferred to higher
domestic prices, which bring about pressure to raise wages. Alternatively,
if wages do not grow, persistent currency depreciation entails a continuous decline in real wages and in the wage share and brings about social
discontent. Additionally, currency depreciation negatively affects firms
indebted in dollars.
What is more, contrary to the conventional wisdom, in Mexico
currency depreciation does not stimulate output and employment but
rather the opposite. As previously argued, the wage fall and the rise in
the indebtedness ratio of firms indebted in foreign currency tend to
depress consumption demand and private investment (See also López,
Sánchez and Spanos 2011). Under these constraints, Mexico’s economic
performance is practically doomed to be sluggish or at most will follow
a pace strictly dictated by international conditions.
To conclude this point, I would stress that it does not follow from
the previous analysis that if demand had only grown faster, Mexican
output would have also grown more rapidly. This conclusion would be
erroneous or at least incomplete. I would rather uphold that if economic
authorities had momentarily put aside their ideological blinders and
tried to expand demand faster or allowed wages to rise, while leaving
the remaining aspects of their economic strategy unchanged, then the
economy would have encountered supply-side obstacles and especially
an external equilibrium barrier.11

11.4

The political economy of neoliberalism

After our review of Mexico’s recent development experience, many
questions remain still unanswered. There is one I would not like to leave
open, because it has been a matter of debate not only in Mexico, but
also in all Latin America for a long time. I refer to the reasons why these
countries did not complete their industrialization process, as was the
case in the East Asian nations. The question is all the more puzzling,
because at the beginning of the 1970s, when development in the two
regions began to diverge, Mexico and the other semi-industrialized
Latin American countries had a higher income level and their degree
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of industrialization was more advanced.12 I do not pretend to have a
complete answer to the question but only a tentative hypothesis I would
like to share with readers. It goes without saying that my hypothesis is
not entirely original.
Let us first of all mention that initially the debate on the issue
emphasized the poor export performance of Mexico’s manufacturing
sector, in comparison with the Asian economies. This was sometimes
interpreted as the consequence of the industry’s ‘inefficiency’, which
was often attributed to sociopolitical factors such as for example, lack
of ‘Schumpeterian’ spirit of domestic entrepreneurs. However, in fact
that ‘inefficiency’ came as a consequence of the asymmetric treatment
given to manufacturing exports, owing to the way the policy of import
substitution worked in Mexico (and in general in Latin America). In
effect, due to the protection of the domestic market, the prices of the
protected goods exceeded those of the international market. Thus, when
the imports substitution moved on to include intermediate inputs,
the domestic prices of those inputs increased, which raised the cost of
manufacturing homemade goods. This caused Mexico’s manufacturing
prices to rise above international prices. In such circumstances, goods
manufactured in the country could only be sold in the domestic market
thanks to trade barriers, but they could not compete in the international market, unless a drastic rise in the real exchange rates, coupled
with other measures, was undertaken. This bias of the economic policy
against manufactured exports, contrasts with the strategy followed by
the East Asian countries, who combined import substitution with export
promotion and where exporting firms enjoyed government support;
including competitive exchange rate and access to intermediate inputs
at international prices.13
But as time went by, we have come to realize that the issue at stake
was much more complex than mere differences in anti-export bias and
export outcomes. As previously shown, Mexico corrected the anti-export bias of its trade policy and has achieved remarkable export performance of manufactures, which has not been accompanied with high and
sustained growth rate of output. By the way, something similar can be
said about the experience in other Latin American countries.
Many authors would agree in that the differences have to do with
the whole industrialization pattern in Mexico as compared with East
Asian economies. In our case, industrialization has been ‘shallow’ and,
to use the apt term devised by the renowned United Nations Economic
Commission for Latin America and the Caribbean (ECLAC) economist
Fajnzylber (1990), has been characterized by an ‘empty box syndrome’.
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The author of the term had in mind mostly the underdevelopment in
our case of strategic sectors producing basic intermediate inputs as well
as machinery and equipment, as well as lack of indigenous technical
progress14. Along with the many negative consequences resulting from
this situation one may mention the low level of technological development and small world demand elasticity for the main export items
and the high import elasticity of manufacturing production among
others.15 Now, how can one explain that some Asian countries, most
notably Korea and Taiwan could proceed with their industrialization
processes much beyond the stage achieved by Mexico? The most serious
studies on those countries emphasize the extensive state involvement
in their experiences (Amsden 1989; Wade 1992). State intervention was
pervasive, including sequential plans to guide the overall development
of the economy, selection, direction and control over private investments, imports control and on foreign trade in general, credit control
and public property of a large part of the banking sector, important
public investment on productive sectors (especially in Taiwan), total
control over capital movements, management of the exchange rate to
keep it competitive and the like. Also, the government administered
the level of aggregate demand to avoid slumps and ensure that demand
was adequate to guarantee a high degree of utilization of the productive
capacities. Aggregate demand was managed not through fiscal policy –
government accounts were normally kept in balance – but through
control over the availability of credit. In sum, government intervention went much beyond the Latin American experience and also much
beyond whatever has taken place in any capitalist economy – except
perhaps during Nazi Germany.
Taking stock of the previous discussion, I conclude that if we want
to understand why Mexico (and Latin America in general) could not
follow the East Asian example, we must go beyond the purely economic
reasoning and ask ourselves which were in our case the limits, both selfimposed and external to it, of state action. This is obviously a very vast
area of reflection, which would require another study. However, I would
like to emphasize what was to my mind a crucial sociopolitical difference between Mexico and the East Asian industrialization experiences as
regards to this particular point. I refer to the degree of development and
the force of their industrial bourgeoisies.
East Asian countries commenced their import-substitution-cum-export-promotion phase at a quite late date, with an indigenous industrial bourgeoisie weak, because what was previously there had been
practically dismantled during the Japanese occupation. Therefore, such
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‘captains of industry’ as remained may have also disliked state intervention as per Kalecki, but they could not oppose it because they lacked
sufficient strength. By contrast, Mexico had initiated its industrialization experience much earlier, and in fact its development had already
given a quantum leap between the end of the 19th and the beginning of
the 20th century,16 and in the course of the ‘miracle’ years its industrial
bourgeoisie had reinforced its wealth, its international integration and
its clout. When a new, more advanced stage of industrialization and
modernization became indispensable to maintain high growth rates of
output, ‘captains of industry’ in Mexico were much more powerful and
in much better position than their Asian counterparts to oppose state
involvement, and to make abort a change of regime that demanded
even stronger state intervention than had been in existence hitherto.
In more general terms, what Mexico’s industrialization experience
suggests, at least for the present author, is that the development of
the productive forces and of the high bourgeoisie in this country, had
reached a level where the autonomous maneuvering margin of the state
to materialize an advanced reformist project, without a strong political
will and without the active cooperation of the popular sectors, was
extremely restricted. By the way, students of East Asian experience have
found that the recent weakening of the developmental state in these
countries has been also linked with the internationalization and the
strengthening of their industrial bourgeoisie. Chang and Evans (2005,
p. 114) write, ‘since the late 1980s the chaebols increasingly viewed the
Korean state as more of a liability than an asset in their competitive
struggle in the world market. The many spectacular successes they had
had in export markets ... convinced them that they could now stand on
their own. Their confidence was corroborated by the fact that by the
mid-1990s the leading chaebols were considered creditworthy enough to
float bonds in advanced-country capital markets. Their rapidly growing
foreign ventures also started to weaken their identification with the
nationalistic outlook of developmentalism’.
Perhaps we have found here an interesting paradox, of the type Marx
liked so much: in the course of its evolution and to ensure its success,
the developmental state necessarily strengthens capitalism and thus the
big bourgeoisie, the class that will ultimately destroy it.
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This chapter is the outcome of many years discussing the issues dealt with here
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of Economics of the Universidad Nacional Autónoma de México (UNAM), to all
of whom I express my deep gratitude. I want to thank also Carlos Tello and Carlos
Ibarra for their detailed comments to a previous version of the chapter. Finally, I
acknowledge the support of DGAP-PAPIIT-UNAM.
1. Reduced to its most paradigmatic form in the ‘Washington Consensus’,
neoliberalism is often associated with outside influence and even pressure.
Yet we should not forget that this is a long-time phenomenon, often pushing
down domestic roots and that the Washington Consensus has only reshaped
a vision with a long tradition in Latin America and Mexico.
2. In the Latin American economic policy debate, graduate studies abroad have
been recognized as having an important influence on policy and economic
strategy choices. See Pinto and Sunkel (1966) for a pioneering study. See also
Babb (2001) for a more recent work dealing with Mexico. But this appears
to be a worldwide phenomenon. Referring to Korea’s experience, Chang and
Evans (2005, p. 114) write: ‘An increasing number of elite bureaucrats and
academics earned advanced degrees in the US at the height of its neoliberal
revolution; the return of this cohort to Korea meant more and more people
inside and outside the government who were convinced of the virtues of free
market, and who regarded developmentalism as a “backward” and “mistaken”
ideology. In this ideological battle, the Neo-liberals were critically helped by
the ideological dominance of Anglo-American academia and media at the
world level. Neoliberalism thus established itself as the dominant ideology
among Korean elite circles, including the elite bureaucracy, by the late 1980s
and early 1990s’.
3. Cordera and Tello (1981) suggest that the core of this segment of the high
bureaucracy was located in the central bank (Banco de México) and in the
Finance Ministry. Tello is an especially well-placed observer, inasmuch as he
was a prominent member of the second group within the state bureaucracy,
to which I refer below.
4. Concerning this period, see among the cited works, especially Ayala et al. 1979;
Blanco 1979; Cordera 1978; González 1978; Hansen 1971 and Tello 1980.
5. Since the capital market was not well developed in Mexico from 1955 onwards,
government bonds were mostly in the power of private banks and were used
as mandatory draft reserves. Most of the fiscal deficit was financed through
mandatory loans from the private banks to the government and this allegedly
subtracted lending capacity that under different conditions would have gone
to the public. Technically, nothing would have prevented the Central Bank to
accommodate the demand for finance from the public with an elastic supply.
But the Central Bank was adamantly opposed to this solution. See Quijano
1983.
6. Let us recall Kalecki’s (1954) specification for the wage share ω :
ω =

1
1 + ( μ − 1)( j + 1)

where μ is the ‘degree of monopoly’ or the ratio of aggregate proceeds to
aggregate prime costs (which is also equal to the price/unit direct cost ratio)
and j is the ratio of aggregate cost of materials to the wage bill. It is easy to see
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7.

8.

9.

10.
11.

12.

13.

that j depends (positively) on the real exchange rate (Θ) because a higher real
exchange rate increases the value of imported intermediate inputs vis-à-vis
labor costs. The differential of ω with respect to Θ is unambiguously negative
for a given μ.
Exports grew in spite of the peso’s appreciation, which limited to a certain
degree but not totally the tendency for the external deficit to increase. The
rise in exports was the (delayed) consequence of the decrease in the cost of
imported inputs, itself the result of lower import tariffs during the latter half
of the 1980s.
In this regard it is useful to recall Kalecki’s formulation in which profits are
equal to the sum of capitalist expenditure in investment and consumption, plus workers’ dissavings, plus the budget deficit, plus the foreign trade
surplus. None of the positive profit components grew as fast as asset prices.
Referring to developments in Argentina during the 1990s, which led to the
crisis that erupted at the beginning of the 2000s, Kregel (2003, p. 18) writes:
‘ ... even if sufficient domestic savings could have been created through a
fiscal surplus the repayment of internal and external claims on the government depends on the existence of a sufficiently large current account
surplus. ... The most appropriate measure of debt sustainability under such
conditions is not the ratio of debt to GDP or debt service to exports, but the
ratio of debt service to the current account surplus’.
Lack of space prevents discussing the 2009 crisis here. Readers are referred to
Ros (2010).
Most of the growth models inspired by the principle of effective demand
assumed initially closed economies and only later they considered the
foreign exchange barrier (Beckerman 1962 and 1965, Cornwall 1977;
Thirlwall 1979). In contrast, the Latin American structuralist school growth
theory, mostly developed at ECLAC, stressed from its inception the need for
any country to balance its external sector. Incidentally, this goes a long way
toward explaining why the principle of effective demand – a very powerful
analytical instrument to enlighten the evolution of economies under conditions of low growth or stagnation – is insufficient to make clear why and
how economies can achieve fast and sustainable growth during long periods
of time. Probably this is the reason why Raúl Prebisch, the founding father
of the Latin American structuralist school of economics and an admirer of
Keynes, did not accept being labeled a ‘Keynesian’ economist.
In 1970, figures for income per capita (in 2005 US$) were: 4,722 for Mexico,
2,277 for South Korea and 2,462 for Taiwan. In 2012, the respective figures
were: 8,919, 23,153 and 18,700 (Institute for Health Metrics and Evaluation
estimates).
Hirschman (1968, p. 26) noted: ‘Maintaining an overvalued Exchange rate
meant that the Exporters of traditional primary products would receive a
smaller real income than with an equilibrium or undervalued Exchange rate.
At the same time, the overvalued Exchange rate permitted the acquisition at
favorable prices (in domestic currency) of those imports that were let in by
the control authorities. And since machinery and essential industrial materials enjoyed preferential status, the overvalued exchange rate acted in effect
as a mechanism to transfer income from the traditional export sector to the
new industries’.
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14. Kregel (2004, p. 283) reminds us that unlike modern approaches, Smith
‘emphasizes the importance of the organization of production as representing the source of technical progress. It was the new methods of organization – the division of labor – that produced technical progress’.
15. Mexico’s manufacturing export mix seems at first sight biased toward goods
with medium and even medium-high levels of technological development.
However, at a deeper level, one finds that the country specialized in the lessskill intensive stages of the production processes for the said goods. This
explains an apparent paradox: wages in the high-export manufacturing
industries, which are certainly the most advanced ones, tend to be below
the national average. On the other hand, note that in the 1992–2011 period
Mexico, with an annual rate of growth of exports of 9.1%, had an income
elasticity of imports of about three and achieved a rate of growth of output of
only 2.7%. In contrast, in the 1982–1991 period, when Korea was at a comparable level of development, its rate of growth of exports was about 11%, but
its income elasticity of imports was about 1.2 and this went along with a rate
of growth of output of around 8.5%.
16. According to Moreno-Brid and Ros (2009), between 1895 and 1910 the share
of agriculture in GDP fell from 38.2% to 33.7%, while the share of industry
(manufacturing plus mining) rose from 19% to 23.3%.
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The New Millennium Argentine
Saga: From Crisis to Success and
from Success to Failure
Mario Damill, Roberto Frenkel and Martín Rapetti

12.1

Introduction

Argentina’s economic performance, since the beginning of the new
millennium, has been an object of analysis and intense debate. This is
not surprising. The period began with a severe financial and debt crisis.
In December 2001, the government announced the largest default on
public debt in global financial history. The economy had also sunk into
a deep depression: GDP contracted by more than 20% compared to its
previous peak in mid-1998, unemployment reached almost 22% of the
labor force and half of the population became poor. Rather unexpectedly for most observers, the economy began a rapid and strong recovery
in mid-2002, which then turned into rapid and strong economic
growth. During this process, employment grew very fast, many tradable services, manufacturing and agricultural activities boomed and
non-traditional exports expanded at an unseeing pace. The impact of
the global financial crisis of 2008–09 was short-lived and not as severe
as in other emerging markets. However, by late 2011, despite the very
favorable external context of low interest rates and high terms of trade,
the economy started to be constrained by the lack of foreign exchange.
In early 2014, it finally faced a balance of payments crisis. As a result,
inflation accelerated and output and employment contracted. The full
resolution and consequences of this crisis are – at the time we write
these lines – still to be seen.
Many interpretations have been advanced to explain this convoluted thread of events. Although all of them have their own details and
nuances, two polar views can broadly be presented. One view – especially
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held within the international financial press – claims that the default
and repudiation of other contracts during the 2001–02 crisis caused
long-lasting negative effects on sentiments of investors and consequently on the economy’s long-run growth. Under this view, Argentina
only experienced a short-lived recovery mostly due to an unsustainable
fiscal stimulus and especially to the tailwind of the exceptionally high
terms of trade during this period. Another widespread view – mostly
held by the government and its supporters – argues that Argentina’s
performance represents a successful experience of progressive economic
policy based on a demand-led growth strategy that has the sustained
expansion of wages and public consumption as its main pillars. The
emergence of a foreign exchange shortage since 2011 would be, under
this view, the consequence of a gradual deterioration of the external
conditions– ‘the world fell on us’, in President Cristina Fernandez de
Kirchner’s words – and also to some degree the effect of speculative and
destabilizing maneuvers of financial actors and large corporations.
In this chapter, we argue that both interpretations are wrong. In
contradiction to the claims of the first view, evidence clearly shows that
the strong economic recovery largely responded to the positive environment created by the policies implemented during the period immediate
following the 2001–02 crisis. This new policy orientation was supported
essentially on five pillars: (1) a stable and competitive real exchange rate
(SCRER)1 (2) twin surplus of the current account and fiscal balance, (3) a
large and increasing stock of international reserves at the central bank,
(4) a successful public debt restructuring carried out in 2005 and (5)
an employment program – called Plan Jefes y Jefas de Hogar Desocupados
(Program for Unemployed Male and Female Heads of Households) –
implemented to mitigate the negative social impact of the crisis and
to alleviate the initial contractionary effects of it. These elements were
instrumental in creating a sound macroeconomic configuration and
social environment that made a rapid recovery possible and, later on,
strong and sustained economic growth. It is during this period that real
wages, employment and income distribution improved the most.
Despite its success, this macro policy orientation was gradually abandoned and replaced by a shortsighted strategy that sought to stimulate
aggregate demand disregarding the impacts on the macro-balances (for
example, inflation, the balance of payments and the fiscal deficit). The
new orientation favored the expansion of wages and public consumption to stimulate employment and output growth, in an economy that
already had signs of excess demand – a rate of unemployment around
7%–8% and inflation around 25%. The demand-led strategy was jointly
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implemented with a monetary policy that implied highly negative real
interest rates and used the exchange rate (and also public utilities) as
the main nominal anchors. This cocktail resulted in a growing misalignment of key relative prices, especially a real exchange rate (RER) overvaluation. Thus, contrary to the second view, the balance of payments
problems arose not due to changing external conditions and speculation, but due to intrinsic inconsistencies of the economic policy.
We devote the rest of the chapter to making our case. In Section 12.2,
we offer a periodization to characterize the periods in which the two
different policy orientations were carried out. In Section 12.3, we analyze
the first and successful period. We describe the main measures and policy
changes that followed the 2001–02 crisis and preceded the 2003 election
of Néstor Kirchner as President. We also explain how these measures
were instrumental in setting up a new macroeconomic scenario that
encouraged investment, exports, and employment growth. In Section
12.4, we first discuss the factors and changes in the policy orientation
and then the economic performance during the second, less successful
phase. We close in Section 12.5 with a few remarks.

12.2

A tentative periodization

Most analysts agree that two distinct periods exist: the first, a very
successful economic performance and the second, a rather mediocre
one. Some disagreement persists about the precise periodization, particularly regarding the moment of the shift from one period to another.
Several candidates for the turning point are in dispute: the beginning of
the falsification of official statistical data in January 2007; the conflict
with rural producers due to the increase in export taxes in early 2008;
the collapse of Lehman Brothers in September 2008 and the onset of the
global financial crisis; the change in the conduct of the central bank in
January 2010; the death of Néstor Kirchner in October 2010; the introduction of controls on the foreign exchange market in November 2011,
the reform of the central bank law that relaxed the limits to monetize
fiscal deficits; and the change of the economic team (including, again,
the governor of the central bank) in November 2013.
As in the plot of Mario Vargas Llosa’s classic book Conversación en
La Catedral, it is hard to determine at what precise moment the initial
successful economic performance did ‘fuck itself up’. In Sections 12.3
and 12.4, we go through the relevant events – the falsification of official statistics having a heavy weight in our assessment – and argue
how they contributed to gradually jeopardize macroeconomic policy
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and performance. However, in our view, rather than a single event, the
switch from one period to another is mostly the result of a sequence of
wrong turns in the conduct of economic policy that gradually eroded
macroeconomic performance.
Since a central goal of this chapter is to argue that Argentina managed
to recover from the economic crisis and sustain a rapid growth of output
and employment largely due to the sound macroeconomic policy
conducted by the government, we need to set up the period during
which this happened.
Figure 12.1 shows that the economy began a period of very fast
recovery and then growth in mid-2002. It is clear that sustained growth
is interrupted in 2008; a minor contraction is observed in the second
quarter, during the conflict with rural producers, and a larger one in
the fourth quarter, once the effects of the global crisis spread out to the
emerging world. From mid-2002 to early 2008 is, in our view, when
the macroeconomic policy based on the SCRER strategy was fully operating. Later on, as Figure 12.1 shows, the trajectory of the GDP becomes
sinuous, with two contractions in 2009 and 2012, and growth is much
slower than in the precedent phase.
Table 12.1 shows a set of indicators that support our claim that
Argentina’s successful economic performance, since 2002, had occurred,
by and large, during the SCRER period and, after that, economic performance was rather mediocre.
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Table 12.1

Key macroeconomic variables

GDP
growth
rate (1)
2002
2003
2003–07
2007
2008–13
2010–13
2013
(1)
(2)
(3)
(4)
(5)
(6)
(7)
(8)
(9)
(10)

–10.9%
8.8%
8.7%
8.2%
2.2%
3.7%
3.1%

CPI
RER
inflation
(Dec 2001 = 100) (3)
rate
(2)
Bilateral US Multilateral
40.9%
3.7%
11.2%
25.3%
23.3%
25.5%
29.7%

244
215.8
196.7
170.2
119.6
108.1
97.3

236
216.3
226.3
224.6
174
161.9
143.2

Manufacture
wages (4q
2001=100) (4)
Real
80.1
86.2
114.3
135.1
149.6
157.7
164.5

Terms
of trade
(2004=100)
(5)
in US$

Fed
funds
rate
(6)

33.8
40.1
59.4
79.8
129
147.4
169.5

1.67
1.10
3.15
5.00
0.52
0.25
0.25

Sources: see Figure 12.1.
Sources: see Figure 12.2.
Sources: see Figure 12.3.
Sources: see Figure 12.4.
Source: INDEC.
Source: Ministry of Economy.
Includes the federal government and the provinces. Source: Ministry of Economy.
Source: INDEC.
As a percentage of active population. Source: EPH, INDEC.
Source: CEDLAS (Center for Distributive, Labor and Social Studies).

86.4
93.4
100.0
107.7
131.4
136.6
136.8

Primary
Unpublic
Current employsector
ment Gini coefaccount
balance
rate
(% of GDP)
ficient
(% of GDP) (7)
(9)
(8)
(10)
0.7%
2.3%
3.3%
3.1%
0.9%
0.2%
–0.7%

9.1%
6.5%
3.6%
2.8%
0.8%
-0.2%
-0.5%

19.7
17.3
12.2
8.5
7.6
7.3
7.1

0.533
0.528
0.493
0.468
0.440
0.431
0.420
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For convenience, we use yearly data and, consequently, encapsulate
the SCRER period into the five years between 2003 and 2007. For the
second, we use two alternative periods: 2008–13 and 2010–13. We do
this because we want to stress that the degradation of economic performance during the second period is largely independent of the negative
effects of the global crisis.
The contrast is evident. In the 2003–07 period, the economy grew at
an average rate of 8.7%, in contrast to alternatively 2.2% or 3.7% during
the second. Employment and real wages also grew more substantially in
the first period as compared to the second. Furthermore, private sector
employment remained virtually stagnant during the second period,
and total employment grew mostly because of public employment.
Income inequality – measured through the Gini coefficient – improved
the most during the first period as well. Table 12.1 also shows that the
robust macroeconomic configuration, consisting of a competitive RER,
low (although accelerating) inflation and twin surpluses, during the
2003–07 period, switched to another with a substantially more appreciated RER, higher inflation rates and lower surpluses, which turned into
twin deficits in 2013. These outcomes happened despite the fact that
external conditions – measured via terms of trade and the federal funds
overnight interest rate – improved significantly in the second period.

12.3

From crisis to success

Key policy decisions that were instrumental to the configuration of
the SCRER strategy were implemented between the declaration of the
default, in the last days of 2001, and the beginning of President Néstor
Kirchner’s administration in May 2003. During this transition period,
the decade-long currency board was replaced by a pragmatic managed
floating regime and the peso devalued; capital controls were implemented to help stabilize the foreign exchange market; banks’ balance
sheets were converted into pesos to avoid the collapse of the financial
system; dollar-linked public utility rates were converted into pesos. Taxes
were imposed on primary exports, in order to both reduce the impact of
devaluation on domestic prices and also to capture resources to finance
public spending; in particular, an employment program – called Plan
Jefes y Jefas de Hogar Desocupados – that reached almost two million families. The new policy orientation did not arise swiftly from a planned
and articulated strategy, but it managed to stop the steep contraction of
output and employment in a short period of time. It also paved the way
for the economic recovery and growth that soon would follow.
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The defaulted debt was restructured in 2005.2 A debt swap, that
included a heavy haircut on the nominal face value, was accepted by
76% of the bondholders. The debt restructuring implied a substantial
improvement to the federal government’s balance sheet and consolidated the widening of the fiscal space that had de facto occurred, since
2002, with the suspension of interest and capital payments after the
default. The debt swap is the only key measure that helped consolidate
the post-crisis macroeconomic framework that was implemented after
the transitional period.
12.3.1

A transitional period

One of the most complex challenges faced after the collapse of the convertibility regime was the stabilization of the financial system. Some aspects
are worth mentioning. First, the financial system, in the late 1990s, had
developed a high indirect exposure to exchange rate risk. In 2001, about
70% of financial contracts were denominated in US dollars. Although
there was not a significant currency mismatch in banks’ balance sheets,
a large portion of credit in dollars had been awarded to borrowers whose
income flows were in pesos. Thus, debtors’ financial position and their
ability to repay were very sensitive to exchange rate risk.
In such conditions, the devaluation of the peso – without any additional compensatory measure – would have severely impacted on a great
proportion of borrowers, leading to a wave of contractual breaches and
widespread bankruptcies, including the collapse of the banking system.
Consequently, some form of debt write-off became unavoidable. Right
after the devaluation, the government decided to convert foreign currency-denominated debt into pesos at a preferential exchange rate of one
peso per US dollar. The ‘pesification’ of dollar-denominated bank deposits
was also carried out but at a different rate of 1.4 peso per US dollar. The
different exchange rates used to ‘pesify’ banks’ balance sheets became to
be known as ‘asymmetric pesification’. The government assumed the full
cost of the capital losses resulting from the asymmetric pesification of
banks’ balance sheets and issued sovereign bonds for such a purpose.
Banks were facing difficulties, since late 2000, due to successive
rounds of deposit withdrawals that had taken place in the final stage
of the currency board regime. Deposit withdrawals, in turn, caused a
gradual fall of international reserves at the central bank. In order to
stop the draining of deposits and the depletion of the central bank’s
reserves, the authorities imposed severe restrictions on bank deposit
withdrawals in early December 2001. The restriction on deposit withdrawal – commonly known as corralito – was one of the main triggers of
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the riots that forced President De la Rúa and his government to resign.
However, despite these measures, the loss of bank liquidity continued,
because of the existence of various ‘leaking’ mechanisms.
Facing the delicate situation of many banks and the prevailing high
economic uncertainty, the new authorities had very narrow margins in
which to maneuver and operate on the financial system. After some
twists and turns, a strategy of gradual reorganization of the financial
system was adopted during provisional President Eduardo Duhalde’s
administration. In particular, massive financial support was provided
to troubled banks through the rediscounting window of the central
bank and the use of ‘regulatory forbearance’ by the regulatory agency,
which accepted the non-fulfillment of capital requirements; a measure
taken against the recommendations of the IMF, which advocated for a
much more drastic treatment. This gradual approach offered time for
the recovery of economic activity and the stabilization of the exchange
rate and domestic prices, which in turn favored the gradual restoration
of liquidity and solvency of financial institutions.
The gradual strategy proved successful. As the macroeconomic situation began to improve and the banks to recover, it became possible to
start releasing withheld deposits. This was done in successive rounds,
through the voluntary conversion of deposits into public securities.
The process of monetary stabilization also included the redemption
of provincial small-value negotiable bonds that were massively circulating as quasi-currency. Several provinces had issued them in the final
phase of the currency board in order to alleviate their intense liquidity
constraint.
The stabilization of the foreign exchange market was another key
challenge for the authorities after the collapse of the currency board.
It was achieved thanks to a combination of factors. In addition to the
sharp nominal depreciation of the peso, the rise of domestic interest
rates – up to 110% in mid-2002 – the intensification of controls over
foreign exchange transactions, the obligation to surrender the proceeds
of exports and an aggressive selling intervention by the central bank in
the foreign exchange market were all key to stabilizing the exchange
rate. By July 2002, the exchange rate stopped rising and international
reserves at the central bank stopped falling.
As soon as the public perceived these developments, the market’s
sentiment switched from expecting a nominal depreciation to anticipating an exchange rate appreciation trend. In this context, local assets
became increasingly attractive. For the first time after the crisis, the
amount of cash in circulation and bank deposits began to increase, as
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did the demand for central bank bills and private companies’ stocks.
Portfolio shifts in favor of peso-denominated assets resulted in a steady
decline of domestic interest rates.
The initial depreciation of the peso was followed by a rapid increase
in domestic prices. However, the acceleration of inflation was shortlived and the inflation rate was already declining within a few months
(Figure 12.2).
Several factors contributed to the mitigation of the inflationary impact
of the devaluation and the risk of a hyperinflation. The factors include the
introduction of export taxes, which avoided a full pass through of devaluation to prices. The decision to ‘de-dollarize’ public utility rates – which
were linked to the nominal exchange rate by contract since the privatization in the 1990s– was also important. The underutilization of capacity
and unemployment rates were both very high at that time. In this context,
nominal wage hikes initially remained bounded, and producers of goods
and services for the domestic market found it difficult to pass the full
increase in the cost of imported inputs to prices. The stabilization of the
nominal exchange rate was also important in this process.
The fact that the pass through of the devaluation to domestic prices
was so low implied a substantial real depreciation in just a few months.
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The RER level in 2003 more than doubled the one prevailing at the end
of 2001 (Figure 12.3).
This substantial rise in the RER implied a similar improvement in
the profitability of labor-intensive tradable activities. For instance, the
average manufacturing wage measured in US dollars was, at the end of
2003, about 60% lower than the pre-crisis level. It is worth noting that –
because of the low pass through – the decline in real wages (that is, the
nominal wage deflated by the consumer price index) was much lower; it
only contracted by 14% in the same period (Table 12.1).
This significant change in relative prices had a very significant impact on
the tradable sector. On the one hand, it increased the profitability of firms
in these industries, which had been strongly damaged by the prolonged
RER overvaluation during the 1990s. On the other, imported goods became
more expensive, thus aggregate demand shifted toward domestic substitutes. The subsequent import substitution process was the determinant of
sudden stop in the contraction of output in mid-2002 (Figure 12.1). The
recovery of GDP strengthened after exports and, especially, fixed investment reacted to the incentives of the higher tradable profitability.
The recovery of economic activity gradually led to a recovery of
employment and real wages. The latter began to recover in the fourth
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quarter of 2002, as a result of an explicit policy aiming to raise nominal
wages (that is, lump-sum increases in private wages were granted by
government decrees between 2002 and 2004) and the deceleration of
inflation. Wage increases were also associated with the rapid reduction
of unemployment. Figure 12.4 shows that manufacturing real wages
reached the pre-crisis level by the end of 2003.
A V-shaped recovery was also observed in employment. This phenomenon affected full-time jobs in the private sector, in particular.
12.3.2

The successful performance with the SCRER strategy

Once the foreign exchange market was stabilized in mid-2002, a process
of nominal appreciation of the peso followed. It lasted until early-2003,
when the government strengthened its buying intervention in the foreign
exchange market to maintain the exchange rate around three pesos per
dollar. The resulting RER level was about 115% higher compared to end of
the currency board. The authorities conceived that the RER had reached
a level sufficiently competitive to support the rapid rates of recovery
observed in manufacturing and other tradable activities. This moment
can be considered the end of the transitional period, and the full beginning of the macroeconomic policy framework based on a SCRER.
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The idea of preserving a SCRER became a key objective for the macroeconomic policy. Early on, the Kirchner administration began to make
explicit how important it was in their goal of economic growth and
job creation. Although the authorities never mentioned a specific target
for the RER, interventions in the foreign exchange market by both the
central bank and the treasury sought to keep the RER stable, around the
level of 2003.3
To maintain the RER as stable and competitive, the central bank
followed a managed floating regime within a monetary framework of
targeting a monetary aggregate.4 To achieve the targets, the central bank
had to sterilize part of the increase in liquidity generated by its buying
intervention in the foreign exchange market, issuing short- and medium-term securities (that is, LEBAC bills and NOBAC notes). Initially, the
foreign exchange market operated under excess supply due to the trade
and current account surpluses. After the debt restructuring of 2005, the
excess supply was also fed by the net capital inflows.
It is commonly argued that sterilized foreign exchange interventions
are not sustainable in time because of the rising costs of issuing shortterm securities. However, if the interest payments that these instruments
generate are equal or lower than the yields obtained from the international reserves, sterilized foreign interventions can be sustainable.5 This
was the case during the SCRER period. The evolution of the balance
sheet of the central bank showed no signs of unsustainability related to
the sterilization policy.
A SCRER strategy can foster growth via two main mechanisms. First, a
competitive RER implies a high tradable profitability and, thus, encourages investment in tradable activities. The stability of the RER level
reduces uncertainty, which also favors investment. Development economists have long argued that structural change and economic development are associated with the expansion of key tradable activities such
as manufacturing and some special tradable services (for example, software). These activities are the locus where innovation and increasing
returns to scale in the form of technological spillovers and learningby-doing externalities are more prevalent. Consequently, a macroeconomic policy that maintains a SCRER, by inducing investment in these
key activities, is development-friendly and fosters growth. Historical
experience – especially in Asia – and, more recently, empirical evidence
support the claim that competitive and stable RER levels favor economic
growth.6
Second, a SCRER plays an important role at promoting macroeconomic stability. Competitive RERs typically generate current account
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surpluses and facilitate international reserve accumulation. Current
account surpluses and large stocks of foreign exchange reserves operate,
in turn, as insurance against international financial instability and
sudden stops. Countries that face lower external financial volatility
arguably tend to grow faster. Evidence seems to support this hypothesis
too. Polterovich and Popov (2002) and Levy Yeyati and Sturzenegger
(2007) find a positive correlation between international reserve accumulation and RER levels, as well as between reserve accumulation and
economic growth. Similarly, Prasad, Rajan and Subramanian (2007) find
that current account balances are highly and positively associated with
both competitive RERs and economic growth.
The SCRER policy in Argentina came along with a substantial improvement in the current account of the balance of payments. In 2001,
Argentina had a deficit of 1.5% of GDP; in 2003 it turned into a surplus
of 5.5% of GDP. Certainly, a good part of this improvement was due
to the contraction of imports caused by the fall in domestic demand.
However, Argentina maintained, on average, a current account surplus
of 3.2% of GDP during the SCRER period, even when the economy had
surpassed, in early 2005, its previous GDP peak.
A peculiarity of the SCRER strategy in Argentina was that it also
promoted a sounder fiscal balance. The rise in the RER also facilitated an
improvement of the fiscal accounts, through the introduction of export
taxes. These taxes allowed the public sector to capture a portion of the
redistribution of income caused by the devaluation. The primary result
of the consolidated public sector went from -2% of GDP in 2001 to 4%
of GDP in 2003 (see Table 12.1). This surplus would reach the maximum
of the decade in 2004, with 5.2% of GDP.
Thus, from the point of view of macroeconomic stability, the SCRER
policy helped the economy build a solid twin surpluses configuration.
This, together with the positive development effect on tradable output
and investment, created a macroeconomic environment that fostered
economic growth. This was, indeed, what happened in the nearly six
years from mid-2002 to early 2008, during which the SCRER strategy
was operating in full.
The improvement of the external environment – in particular, the
rise of terms of trade – had a positive effect on economic performance.
However, it is worth noting that terms of trade began to improve from a
local minimum reached at the beginning of 2002 and that they remained
below the pre-Asian crisis peak until early 2004, when the economy was
already growing very fast (Figure 12.5). Furthermore, the boom of terms
of trade would only start in 2006.
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12.4

From success to failure

12.4.1 Tensions in the SCRER model: inflation and the
manipulation of official statistics
Despite its success, macroeconomic management during the good days
of the SCRER strategy was not problem-free. Inflation accelerated from
3.7% in 2003 to 6.1% and 12.3% in 2004 and 2005, respectively. An
important driver of the acceleration of inflation was the rise of international food prices. Other relevant factors were of domestic source:
monetary, fiscal and wage policies followed an expansionary stance
almost constantly since 2005. At that time, the only nominal anchor
that the government provided to curb inflation were public utility rates,
which had remained unchanged since before the devaluation.
The authorities deemed it unnecessary to instrument a comprehensive disinflation program. Instead, they had implemented price
‘controls’ under the form of price agreements with leading firms since
2005. The strategy also included specific regulatory measures for certain
markets, such as meat and dairy products. Its effectiveness was limited.
Although inflation decelerated to 9.8% in 2006, the prices of goods and
services that had not been in the agreement rose, on average, about
15%. Furthermore, after a while, even prices under the agreement
started to rise at an accelerating rate. By late 2006, the persistence of
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inflation revealed to everyone that the price agreements and controls
were becoming increasingly ineffective.
A program to preserve one-digit inflation rates would have required
a tighter management of aggregate demand and a reshaping of the
macroeconomic policy scheme. Considering that monetary policy was
partly constrained by the objective of preserving a SCRER, a comprehensive disinflation program would have posed higher weight on fiscal
policy to affect the pace of aggregate spending than a standard inflation targeting framework. This would have implied switching the bias
of fiscal policy from expansive to contractive. The program would have
also required a more active income policy aiming to coordinate the pace
of wage increases with productivity growth. Such a reorientation of the
macroeconomic policy – including the adoption of a one-digit inflation
target – should have been announced publicly to coordinate the private
sector’s expectations toward decelerating inflation rates.
Instead of such a program, the authorities opted to start manipulating
the official figures of the consumer price index (CPI), since January 2007,
to keep the annual inflation rate below 10%. In other words, the government decided to control the inflation figures rather than inflation itself.
This move severely deteriorated the credibility of official statistics. Both
provincial bureaus of statistics as well as private consultancy firms began
to publish inflation estimates that were considerably above official
figures. The official CPI lost social acceptance and stopped being used as
a reference for nominal wage negotiations and for the calculation of any
variable in real terms.7
Statistical data manipulation had various negative effects on the
economy. Most sovereign peso-denominated bonds – many of them
issued in the debt swap of 2005 – were indexed to the CPI. Thus, the
underreporting of inflation implied lower adjustment of the principal
of the debt. Once it became clear that inflation underestimation had
become systematic, bondholders began to get rid of Argentine bonds
and their prices to descend. Argentina’s sovereign risk premium – which
was similar to other emerging markets like Brazil – became much higher
after this move (Figure 12.6).
The loss of credibility also extended to other debt instruments,
making the government unable to get access to the international financial markets to issue new debt. Only the falsification of official statistics
can explain the otherwise strange case of a country with very robust
macroeconomic fundamentals – low foreign and public debt to GDP
ratios, rapid economic growth, twin surpluses – being isolated from the
international capital markets.8
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12.4.2

The impact of the global financial crisis

The global financial crisis violently hit emerging market economies,
especially after the collapse of Lehman Brothers in September 2008. The
crisis spread through two main channels: a trade channel and a financial channel. The sharp fall in commodities prices affected Argentina’s
exports, which in turn damaged export tax revenues. However, since
Argentina’s commodity exports are mostly concentrated in agricultural
products whose prices suffered a lower decline than other commodities,
the impact through the trade channel was not extremely severe.
The financial channel manifested itself through the behavior of
private capital flows. The crisis drove investors to move their capital
away from riskier to safer assets. This ‘flight to quality’ affected many
emerging market economies, particularly in the last quarter of 2008.
Argentina was a priori in a robust position to digest the impact of capital
outflows, since it had a large stock of international reserves, as well as
significant current account and public sector surpluses. However, the
impact of the global financial crisis, combined with other uncertain
factors of domestic source, made capital outflows very intense. One
source of uncertainty was the falsification of official statistics. Another
source was the conflict between the federal government and the agriculture producers over tax exports. The conflict, between March and July
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2008, caused an intense capital outflow mostly driven by the domestic
private sector. The nationalization of the private pension system, in late
2008, was a third important source of uncertainty. Figure 12.7 shows
how private capital outflows increased in the second half of 2007,
shortly after the CPI falsification became public and another jump in
the second quarter of 2008, during the conflict with the farmers and
before the fall of Lehman Brothers.
The size of capital outflows during 2008 and 2009 can only be compared
with other traumatic experiences in Argentina’s economic history such
as the financial crisis of the early 1980s, the Tequila effect of 1995 and
the collapse of the currency board in the early 2000s. However, the
destabilizing effects were comparatively lower in the recent period. The
reason lies on the substantially different macroeconomic fundamentals
Argentina had in the more recent event. In the older episodes of capital
outflows, Argentina was in a much more vulnerable condition due to
growing current account deficits, strong RER overvaluations and public
sector deficits. In all previous cases, the domestic financial system had
undergone strong credit booms fed by large capital inflows before the
outbreak of capital outflows. This feature made banks highly vulnerable
to exchange rate risk.
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The situation was completely different in the capital outflows episode
of 2008 and 2009. The economy had been maintaining a SCRER and,
as a consequence, it had been running current account surpluses,
reducing its external debt and accumulating large amounts of international reserves at the central bank. However, the low degree of financial
deepening, inherited from the financial crisis of 2001–02, was also an
important factor that helped to reduce the impact of the global financial
shock. While it is true that the scarcely depth financial system made
almost no contribution to strengthen the recovery after the crisis, it is
also true that the same characteristic turned the system less vulnerable
to capital outflows.
The low degree of dollarization of banks’ (and other domestic agents’)
balance sheets was another important aspect that reduced the degree of
financial vulnerability. The de-dollarization of balance sheets resulted,
to a great extent, from regulations introduced after the crisis of 2001–02,
seeking to reduce currency mismatches. New regulations forced banks
to offer foreign currency loans only to clients capable of generating
resources in the same currency (for example, exporters), thereby
shielding the banking system from systemic exchange rate risk.
Finally, the fact that the government was running a fiscal surplus,
instead of a deficit, was also an important factor that helped buffer the
effect of the global financial crisis.
We emphasize the factors that enhanced Argentina’s resilience to
external financial shocks because crisis prevention is one of the main
objectives of a sound macroeconomic policy. This is particularly relevant regarding employment, real income and income and wealth distribution, since crises often have negative impacts on all of these variables.
The SCRER strategy, that enabled the accumulation of foreign reserves
and the preservation of twin surpluses, helped Argentina surf the global
financial crisis without serious social or political disruption and without
jeopardizing its long-run growth prospects.
12.4.3

Macroeconomic populism: 2010– ...

The acceleration of inflation since 2007 posed a dilemma for the
economic authorities. During 2003–06, the government had benefited
from a sort of ‘divine coincidence’ in which the central bank managed
to maintain a SCRER and accumulate international reserves through a
policy of sterilized foreign exchange interventions that kept the nominal
exchange rate stable, around three pesos per dollar. Once inflation accelerated, the monetary authorities found it increasingly difficult to target
both the nominal and real exchange rates simultaneously. There was
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now a trade-off. Keeping the SCRER would require devaluing the peso
at a similar rate as the inflation rate, but this would imply stopping the
use of the exchange rate as a nominal anchor. Keeping the nominal
exchange rate stable to provide an anchor for inflation, on the contrary,
would imply letting the RER appreciate and giving up the SCRER goal.
For some time, the authorities handled this conflict somewhat ambiguously. Between early 2007 and the collapse of Lehman in September
2008, they kept the exchange rate stable, at around 3.10 pesos per dollar,
in order to provide a nominal anchor for inflation. The consequence was
a significant appreciation of the RER. In 2009, the central bank sought
to reverse this outcome and guided the exchange rate upwards – from
about 3.05 to 3.85 pesos per dollar – to reach a multilateral RER level
broadly similar to the one prevailing in early 2008 (Figure 12.3).
In early 2010, the central bank started, again, to utilize the exchange
rate as a nominal anchor, although this time more thoroughly. In our
view, it is at about this time that the government fully adopted a new
macroeconomic strategy. Some analysts like to label the new orientation as ‘demand-led’, because of the strong impulse that the government gave to wage increases and public consumption during these
years. We disagree with this way of characterizing the strategy since
we believe that there is no intrinsic incoherence in the formulations of
demand-led growth developed by various authors. On the contrary, we
think that the macroeconomic policy strategy followed, especially since
early 2010, had severe inconsistencies. We prefer to label it as ‘macroeconomic populism’. This is certainly a bold and controversial term.
To avoid confusion (and hopefully controversy), we clarify in advance:
we use this label to characterize a strategy that – seeking to improve the
economic conditions of the working class – engages in very expansive
monetary, fiscal and income policies. After a while, these policies end
up generating inflationary pressure and balance of payment problems
as well as a generalized excess demand that is not sustainable in time,
which typically leads to a balance of payments crisis, devaluation and,
consequently, a contraction of employment and real wages.9
Although fiscal policy started to follow an expansive stance in 2007,
it intensified, especially since 2010. The unexpected nationalization of
private pension funds in 2008 was instrumental to this change. The decision altered the fiscal scenario radically, both in terms of flows and stocks.
Regarding flows, it ensured the government a significant annual income
stream from payroll contributions to the pension system. Regarding
stocks, it implied a transfer to the government of bank deposits, foreign
assets and other financial claims that were previously held by the pension
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funds. It also implied the virtual cancelation of the government bonds
that were previously held by the private pension system. All of these
resources enabled the government to face the negative effects of the
global crisis in a much better financial condition and, later on, to stimulate the recovery of aggregate demand. In 2012, the central bank law was
reformed in order to allow a larger financing of fiscal deficits.
The size of fiscal impulse to aggregate demand can be measured by the
reduction of the primary fiscal surplus. In 2007, the federal government
had a primary surplus of 3.1% of GDP, which then turned into 1.7% in
2010 and -0.7% in 2013. As a result of international financing being
virtually shut down, since the beginning of the manipulation of official
statistics, the government had to rely on domestic sources to finance
the move from fiscal surplus to deficit. Resources came from transferred
dividends from the central bank – both in the form of ‘inflation tax’
and pure seigniorage – or loans of the nationalized pension system.
Public sector debt in foreign currency had to be paid with central bank
reserves.10
Monetary policy also had a very expansionary bias. Figure 12.8 shows
the evolution of the ex-ante real interest rate of the LEBAC and NOBAC
notes, a policy interest rate. It is clear that monetary policy had a relatively neutral stance until early 2007 and then behaved pro-cyclically
from that moment up to late 2009. From early 2010 onwards, the ex-ante
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Decomposition of changes in unit labor cost (ULC) in foreign
ULCU$

2002
2003–07
2008–12

2002
2003–07
2008–12
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–65.3%
80.3%
59.3%

Real wage
–18.9%
68.7%
21.2%

Multilateral Real wage
ULC
–64.7%
–18.9%
33.4%
68.7%
41.9%
21.2%

Real appreciation
–58.5%
40.7%
69.5%
Real appreciation
–57.6%
3.5%
51.3%

Productivity
1.0%
–22.2%
–22.6%
Productivity
1.0%
–22.2%
–22.6%

Source: Own calculations based on INDEC, BCRA and CIFRA for CPI since January
2007.

real interest rate used by the monetary authority had an extremely
expansive bias; it remained around negative 7% until the devaluation
of early 2014.
In 2010–11, consumer prices grew at an average annual rate of 23%
and private sector wages at 27%. In the same period, the exchange rate
rose 5.5% per year. These nominal variations imply an annual growth
rate of real wages around 3.5% and one of 20.5% for wages in US dollars.
The flipside of the latter was a substantial RER appreciation. By the end
of 2011, the level of the bilateral RER against the US was about the same
as the one prevailing before the 2001 crisis; a level that was no doubt
overvalued. The multilateral RER was about 50% higher than at the
end of the currency board, but this was due to the fact that some Latin
American trade partners – most notably Brazil – had overvalued currencies themselves.
International competitiveness can be observed by looking at the unit
labor cost measured in constant US dollars (ULCU$) for the manufacturing sector (Figure 12.4). Variations of the ULCU$ can be decomposed
into the variations of three components: the real wage, the RER and
labor productivity.11 Table 12.2 shows the variation of the ULCU$ and
its components for the manufacturing sector during the two analyzed
periods.12
On the top panel, the analysis is carried out using the ULCU$; on
the bottom panel the currency basket of the multilateral exchange rate
is used instead of the US dollar. Both panels reveal that the increase in
the ULCU$ in foreign currency (either US dollar or the basket of foreign
currencies) during the SCRER period was largely the result of real wage
increases and, to a lesser extent, RER appreciation. The opposite happens
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in the populist period: the rise in real wages had a relatively minor effect
on the increase of the ULCU$, which is largely explained by the appreciation of the RER.
It is important to note the following points regarding the relationship between the RER, real wages and output. A well-known notion,
developed within the structuralist tradition, claims the existence of a
negative relationship between real wages and currency depreciation. It
is argued that in the short run a change in the RER (that is, a real devaluation) implies a redistribution of income that reduces real wages. The
regressive redistribution of income has, in turn, a negative impact on
aggregate demand and output level. There is plenty of historical evidence
supporting this prediction. Other more recent propositions – also within
the structuralist tradition – argue that a high or competitive level of the
RER– through mechanisms discussed above – have in the medium run
a positive effect on the growth rate of output and real wages. The two
structuralist propositions are not contradictory: the former refers to the
short-run effects of a change in the RER and the latter to the medium-run
effects of the level (and stability) of the RER. Argentina’s experience in
the period under analysis provides support to both. The real devaluation, in 2002, is coincident with a contraction of both real wages and
output as predicted by the former. In the six years of the SCRER policy,
a competitive RER level coexists with strong growth rates of manufacturing output, GDP and real wages, as predicted by the latter.
12.4.4 Macroeconomic populism reloaded: controls and the
balance of payments crisis
In October 2011, Cristina Fernandez de Kirchner won re-election in a
landslide victory, with 54% of the vote, retaining the top office for a
second term; the third in a row for the Kirchner family. In the months
before the election, there was a generalized perception that the economy
was turning uncompetitive, the RER was appreciating at a rapid pace and,
sooner than later, the exchange rate would have to be corrected upwards
(that is, devaluation). Because devaluation is unpopular, people believed
that the authorities would wait until the election had passed. Trying to
anticipate this move, the public ran against the international reserves of
the central bank, which lost six billion dollars in the process.
Once Cristina Kirchner was re-elected, the government decided not
to devalue the peso. The excess demand for foreign currency continued
and the central bank kept losing reserves. The government could have
tried to correct the excess demand for foreign exchange with a standard
balance of payments stabilization program; a mix of devaluation and
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interest rate hikes. This option would have surely accelerated inflation,
reduced real wages and contracted the level of activity and employment.
In other words, the correction of the overvaluation of the RER would have
implied an adjustment of real wages and a contraction of employment.
The government considered this option unpopular despite the fact that
they had won the election and had a large political capital. They decided,
instead, to curb the excess demand of foreign currency by imposing
controls on imports, the transfer of profits from foreign investment and
the acquisition of foreign currencies for saving motives and tourism.
Many Latin American countries experienced with this kind of control in
the past. A lesson learned from this experience is that controls can be very
useful when implemented in conditions of sound macroeconomic fundamentals (for example, the RER is not misaligned and fiscal and external
balances follow sustainable paths). However, experience has also shown
that controls not only fail to correct macroeconomic imbalances, but also
tend to exacerbate them. The prototypical sequence is that the controls
end up debilitating or destroying existing markets and stimulating the
creation of new ones: black markets. Black markets undermine transactions and shorten planning horizons and, thus, have negative effects
on output and employment. Historical experience also reveals that the
black market exchange premium tends to increase the tighter the controls
and the stronger the imbalances. The widening of the premium is especially problematic because it generates incentives to reduce the supply
of and increase the demand for foreign exchange in the official market.
Exporters have incentives to postpone and under-invoice their proceeds
and importers to anticipate and over-invoice their purchases. Firms and
banks also try to have access to the official market to cancel foreign debts
up-front. The proliferation of this kind of strategy creates a feedback loop
that exacerbates the excess demand in the official market, the fall of the
central bank’s reserves and the rise of the black market premium. At some
point, when international reserves reach a critical level, the central bank
has no choice but to devalue and raise the interest rate.
These stylized trends were observed in Argentina after controls were
imposed in late 2011. The black market exchange premium followed an
upward trend and the central bank’s international reserves fell non-stop.
In November 2013, after a poor mid-term election, Cristina Kirchner
fired the governor of the central bank and put a new economic team in
charge. International reserves were 33 billion dollars and the exchange
rate had reached six pesos per dollar. The situation had severely worsened since July 2011, before the presidential election, when the stock of
international reserves at the central bank was 52 billion dollars and the
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exchange rate 4.1 pesos per dollar. The new economic team accelerated
the rate of depreciation but, since interest rates were substantially lower
than expected inflation, international reserves at the central bank kept
falling. In January 2014, when reserves reached a low of 28 billion dollars,
the central bank devalued the domestic currency from 6.7 to eight pesos
per dollar and raised the reference interest rate from 15% to 29%.
As of this writing, the economy is absorbing the impact of these measures. Preliminary evidence suggests that the currency crisis has accelerated inflation – which is estimated to be between 35% and 40% by most
analysts – and output and employment is contracting.

12.5

Closing remarks

We assess the complete dissolution of the macroeconomic policy
scheme that prevailed broadly from mid-2002 to mid-2008 as the loss of
a big opportunity to set Argentina on a sustainable and inclusive path
to economic growth. The SCRER strategy resulted in high growth rates
for output, employment and productivity and relaxed both the external
and fiscal balances. We believe that the maintenance of this macroeconomic configuration would have allowed a sustained non-inflationary
increase in real wages which, combined with the increase in private
sector employment, would have tended to reduce income inequality. All
of these trends were observed in the first period under analysis.
The SCRER strategy was not problem-free. Along with the positive
trends that we have highlighted, inflation was accelerating. Inflationary
pressure should have been addressed with a widespread anti-inflationary
program that would have involved a proper coordination of fiscal,
monetary and income policies.13 In 2005, there were some initiatives
within the government in that direction, as the constitution of a countercyclical fiscal fund. However, they were soon abandoned. Whether
such a comprehensive approach would have been successful at stabilizing inflation around a one-digit rate, while simultaneously maintaining a SCRER and its positive effects on growth, is an open question.
Nothing guarantees that its full implementation would have delivered
such a positive outcome. What we do know is that the government did
not try this alternative, headed in the opposite direction and drove the
country to a new economic failure.

Notes
The authors are thankful for the collaboration of Daniel Kampel and Diego
Friedheim.
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The authors are grateful to Jan Kregel for his long-standing support of the research
activities at CEDES on which this chapter is based.
1. We follow the Latin American tradition of defining the exchange rate as the
domestic price of a foreign currency. Consequently, a rise (fall) of both the
nominal and the real exchange rates implies a nominal or real depreciation
(appreciation).
2. See Damill, Frenkel and Rapetti (2010) for an analysis and description of the
debt restructuring process.
3. Initially, it was not clear whether the targeted level was the multilateral RER
or the bilateral RER against the US. The latter began to show a sustained
appreciating trend, especially since mid-2004, whereas the former remained
stable, around its 2003 level, until the end of the period in early 2008. The
divergence between the two indexes was mostly due to the nominal appreciation that several currencies of Argentina’s Latin American trading partners
experienced against the US dollar, especially during the booming years that
preceded the 2008–09 global financial crisis.
4. See Frenkel and Rapetti (2008) for an analysis of monetary and exchange rate
policies during this period.
5. See Frenkel (2007) for the conditions for sterilized foreign interventions to be
sustainable.
6. See Rodrik (2008), Razmi, Rapetti and Skott (2012) and Rapetti, Skott and
Razmi (2012), among others.
7. The manipulation of the CPI affected the elaboration of other statistics, in
particular real and nominal GDP as well as poverty and extreme poverty
rates.
8. It is interesting to note that, before these events, there was a debate within
the government about how to best deal with capital inflows and the peso
appreciating pressure. The government had even started to move in the
direction of introducing controls to capital inflows to lean against the
wind.
9. The seminal article on macroeconomic populism was written by our late
CEDES colleague Adolfo Canitrot (1975). Dornbusch and Edwards (1991)
and Bresser-Pereira and Dall’Acqua (1991) are other relevant contributions to
this literature.
10. A presidential decree, in late 2009, determined the creation of a fund (called
‘Bicentennial Fund’) to serve the public external debt. The fund was built
with more than six billion dollars from the central bank’s reserves. This
move freed fiscal resources −that otherwise would have been used to service
foreign debt – to finance public consumption and, thus, helped keep the
expansionary fiscal stance.
11. Formally, ULCU$ = W/yEP* = ω / qy where W represents the nominal wage
rate, E the nominal exchange rate, y labor productivity, P* the US price level,
ω the real wage rate, and q the RER.
12. The sum of all factors adds up to the total variation of ULC$ when the calculation is carried out in continuous time. Because calculations in Table 12.2
were done in discrete time, the sum of the parts does not add up to the total.
The reported variation of the factors, however, suggests the relative incidence
of each of them on the total variation.
13. See Frenkel (2008) and Rapetti (2013) in this regard.
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Part IV
Financial Instability and Crises

13
Global Governance for Financial
Stability
Stephany Griffith-Jones and José Antonio Ocampo

13.1

Introduction

The problems of boom-bust patterns of financial markets have a long
history (Kindleberger 1978; Reinhart and Rogoff 2009). Its frequency has
been high since the 1970s, as a result of both financial liberalization and
inadequate prudential regulation and supervision. Indeed, the North
Atlantic financial crisis1 of 2007–09 provided further evidence that unless
properly regulated, financial markets are prone to harmful boom-bust
patterns, often leading to costly crises.2 In contrast, when financial systems
had had simpler structures and were better regulated, as in the quarter of a
century that followed the Second World War, crises were infrequent.
Boom-bust cycles reflect investor herding and associated contagion –
of both optimism and pessimism. Volatility is associated with significant changes in risk evaluation, which involve the alternation of periods
of ‘appetite for risk’ (or underestimation of risks) with periods of a ‘flight
to quality’ (risk aversion). Market-sensitive risk management practices increase herding. Furthermore, due to information asymmetries,
different assets tend to be pooled together in risk categories that are
viewed by market agents as being strongly correlated. This practice turns
such correlations into self-fulfilling prophecies.
Boom-bust cycles have given a renewed relevance to the endogenous
unstable dynamics of financial markets analyzed by Minsky (1982),
who emphasizes how financial booms generate excessive risk taking by
market agents during periods of economic expansion, which eventually
leads economies into crises. As the Bank for International Settlements
(BIS) stated, back in 2005: ‘The main risks to the financial sector could
stem from financial excesses linked to a generalized complacency toward
risk, reinforced by a benign short-term outlook’ (BIS 2005, p. 120).
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One of the major manifestation of financial volatility, and that which
affects emerging and developing countries most severely, is that of crossborder capital flows. Different types of capital flows show different volatility patterns. The higher volatility of short-term capital implies that
reliance on such financing is highly risky (Rodrik and Velasco 1999),
whereas smaller volatility of foreign direct investment (FDI) has traditionally been considered a source of strength. However, according to IMF
(2011, Chapter 4), although bank and other capital flows are more volatile, followed by portfolio debt flows, the volatility of FDI has increased
and is now similar than that for portfolio debt flows. Also, according to
this analysis, capital account volatility is larger for emerging and developing countries than for developed countries. The increasing volatility of
foreign direct investment reflects the fact that financial FDI (borrowing
by subsidiaries from parent banks or firms) has tended to increase, but
also that ‘financial engineering’ can make different flows increasingly
similar. So, the use of derivatives by multinationals may make FDI as
volatile as traditional financial flows (Griffith-Jones and Dodd 2007).
There is also widespread evidence that financial exuberance encourages pro-cyclical macroeconomic policies during booms. Thus, financial cycles distort the incentives that both private agents and authorities
face throughout the business cycle, inducing a pro-cyclical behavior of
economic agents and macroeconomic policies. In the words of Stiglitz
(2009), increased exposure to financial market risks replaced Keynesian
automatic stabilizers with automatic de-stabilizers. This issue has been
particularly acute in emerging and developing countries over the past
four decades, leading to copious literature on the subject. As the North
Atlantic financial crisis has shown, this literature is highly relevant to
several developed countries, particularly to the European periphery. It
has shown that there is overwhelming evidence that pro-cyclical financial markets and macroeconomic policies increase growth volatility.3
The net result is that the hypothetical efficiency gains from financial
market integration have been swamped by negative effects of financial
volatility on growth. From the perspective of emerging and developing
countries, this means that the major task of a development-friendly
international financial architecture is to mitigate the pro-cyclical effects
of financial markets and open ‘policy space’ for countercyclical macroeconomic policies (Ocampo and Griffith-Jones 2008).
The East Asian crisis and its dramatic spread to many emerging economies gave rise to an important discussion on reform of the international
financial architecture. However, after a positive start, progress on reform
became very disappointing: too little was achieved at the international
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level, and most of the action took place at the national level in emerging
and developing countries, particularly in financial regulation, reduction
of debt burdens and accumulation of foreign exchange reserves.4 This
lack of progress in the international financial architecture was particularly problematic as the North Atlantic crisis hit the world in 2007–09.
As a result of the extreme severity of this crisis, some significant,
though uneven, changes in the international financial architecture
have been adopted. Those changes seem particularly important in relation to international official liquidity provision and strengthening and
improving financial regulation in developed countries. Previous crises
have already led to a stronger financial regulation in emerging economies and some improvements in official liquidity provision. In contrast,
little has been done to regulate cross-border capital flows and to put in
place an international debt workout mechanism.
This chapter analyzes central issues of global governance and financial
stability. It summarizes our research on this topic, some of which was
done jointly with Kregel, in whose honor this book is being published.
The chapter is divided in three parts, the first of which is this introduction. The second examines crisis prevention, particularly the role
of prudential and capital account regulations. The final section looks at
better crisis management: IMF lending facilities, debates surrounding
conditionality and debt workouts.

13.2
13.2.1

Crisis prevention
The basic principles of financial regulation

Though crises have complex causes, experience indicates that liberalization of financial markets, especially if not accompanied by appropriate
regulation and supervision, is the cause of costly crises. This does not
imply that financial crises are inevitable, but that they may be prevented
or ameliorated, by appropriate public policy and, especially, by prudential regulation and supervision. Such regulation is not just in the interests of the real economy, but also of the stability of the financial system
and thus of financial institutions themselves.
The only silver lining is that crises provide a political opportunity to carry
out desirable regulatory reforms. The depth of the recent North Atlantic
crisis represented such an opportunity. It led to massive bailouts that were
very costly to taxpayers and therefore caused a great deal of political opposition. The crisis also had negative effects on growth and employment
especially in the developed countries. As a consequence, there emerged
significant political appetite for more and better regulation.
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Steps to improve regulation led to important actions especially in
the US (the Dodd-Frank Act) and Europe. At the international level, the
responsibility to re-regulate finance was given by the Group of Twenty
to the Financial Stability Board, and the most important step was the
approval of the Basel III framework for banking regulation.
The principles on which financial regulation needs to be built are
based, to an important extent, on the causes of crises. This relates to the
inherent flaws of banking and capital markets operate. In particular, the
main manifestation of market failure in those markets is their boombust pattern.
The second major cause of crises is rapid liberalization within and
across countries, which has been accompanied by insufficient and inappropriate financial regulation. Indeed, the excesses of financial liberalization and the major mistakes of regulation, as well as its incompleteness,
imply a massive policy failure.
To overcome the failures – both of markets and of policy– two key
principles of regulation need to be followed: one is introducing countercyclicality at the heart of regulation; the second is the need for regulation to be comprehensive, so the domain of regulation coincides with
the domain of the market.
In relation to global financial markets, comprehensiveness includes
regulation of cross-border capital flows. This implies that prudential
regulation should be complemented with capital account regulations.
Indeed, the boundaries between the two are sometimes difficult to
discern, as they can sometimes be used as alternative ways to manage two
basic underlying problems: pro-cyclical flows and currency mismatches
in portfolios.
In what follows, we look at the two basic principles of prudential
regulation: comprehensiveness and counter-cyclicality. We then look at
capital account regulation.
Although we underscore in this chapter the two basic principles of
prudential regulation, there are other, well-established ones: consumer
protection, restricting monopoly power (a major issue looking forward,
as private finance is experiencing rapid concentration) and encouraging
portfolio diversification. However, due to space constraints, these issues
will not be analyzed in this chapter.
13.2.2

Comprehensive prudential regulation

Financial systems – both nationally and internationally – have undergone very large changes. For example, in the US and other developed
countries like the UK, there had been a massive shift of savings from

Global Governance for Financial Stability

277

banks to capital markets. As pointed out in D’Arista and Griffith-Jones
(2009), in 2007, only 25% of the US financial systems’ assets belonged
to commercial banks. Regulation had clearly not kept up with these
changes.
However, commercial banks were the only part of the financial system
that were significantly regulated, including in particular through riskweighted capital requirements, but even that regulation was partial, as
risk weights underestimated risk and off-balance sheet instruments were
practically unregulated. Investment banks were very lightly regulated.
Other financial actors, like hedge funds, were not regulated at all. For
some of the financial instruments that grew to astronomical levels, such
as over-the-counter (OTC) derivatives, there was no transparency and
even less regulation. This was equally true of asset and, particularly,
mortgage-backed securities, which were issued by financial agents to be
sold in capital markets.
As a result of regulatory shortages, a massive ‘shadow financial system’
emerged, which had no or very little transparency and regulation.
Indeed, regulatory arbitrage often drove or strongly encouraged the
growth of shadow financial activity. Many of the problems that caused
the financial crisis arose mainly in institutions (for example, mortgage
lenders) or instruments (for example, credit default swaps) that were not
regulated. This is similar to many previous developing country financial crises, where, too, the most liberalized and unregulated parts of the
financial system were major causes of crises.
In capital markets, there was practically no formal regulation. Private
actors, such as insurance companies, pretended they were able to sell
systemic risk insurance, like credit default swaps (CDS). Some major
insurance companies, like American International Group (AIG) in the
US, had to be rescued, as they essentially went bankrupt during the
crisis. This was because they did not have sufficient capital and reserves
to fulfill credit swap insurance contracts that had a massive amount of
systemic risk. Indeed, no entity – except the government – was capable of
fulfilling such a contract once the crisis spread. The government not only
became lender of last resort, but also insurer of last resort. Furthermore,
rating agencies, a major agent in capital markets, in charge in particular
of evaluating the risks of different securities, were also unregulated.
To summarize, regulation has to be comprehensive so that the domain
of the regulator coincides with the domain of the market; if not, regulatory arbitrage will be inevitable. Another reason –illustrated by massive
bailouts– is the need to have comprehensive regulation to avoid moral
hazard.
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A precondition for comprehensive regulation is comprehensive transparency. Thus, OTC derivatives should all be brought on the exchanges;
off-balance sheets instruments, like structured investment vehicles,
should be brought into balance sheets, and on-site inspection should
be expanded.
The US legislation (the Dodd-Frank Act), which obliges all standardized
derivatives to pass through clearing houses is a positive step to improve
transparency and reduce counterparty risk. Ideally, it should be applied
to all derivative transactions. It is, therefore, unfortunate that the US
legislation maintained a series of exceptions, especially for derivatives
used by non-financial companies. However, a positive aspect of the US
legislation is that it imposes margin requirements on all derivatives that
go through clearing houses, which diminishes their risks.
In the case of alternative investment funds, especially hedge funds, the
European Union (EU) improved transparency by requiring their registration, as well as approving some precautionary regulatory measures. The
US legislation not only took initiatives to improve their transparency but
also opened the possibility that the newly created Systemic Risk Council
can declare these funds as systemically important. The creation of this
Council, as well as its European equivalent, the European Systemic Risk
Board, whose objective is macroprudential regulation, are institutional
innovations that are potentially very positive. It is also very positive that
a rather ambitious architecture has been created at European level of
three pan-European regulators for key financial sectors: for banks, insurance and pensions and capital markets.
Two additional issues should be underscored. The first is the recognition that financial intermediaries that are systemically important should
be subject to particularly rigorous supervision and even to stricter regulation. The second is importance of the separation of bank resources
from proprietary trading. The US legislation introduced, in this regard,
the so-called ‘Volcker rule’, which forbids the use of the banks’ own
resources and that of its depositors for its capital market business.
However, this rule was diluted in the legislation and even more in its
implementation, in particular by allowing banks to maintain property
of alternative investment funds up to 3% of their Tier 1 capital.
Comprehensive regulation should relate both to liquidity and
solvency. As regards solvency, equivalent regulation of different actors,
instruments and activities should especially refer to leverage, as excessive leverage has been such a major source of systemic risk. It is therefore positive that Basel III, as discussed below, has introduced limits on
leverage.
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Persaud (2009) has forcefully argued that tying leverage requirements
to maturity of funding (‘mark-to-funding’) will also encourage diversity
of behavior among different actors, thus discouraging herding. Persaud
proposes that, whatever they are called, those financial institutions that
have short-term funding should follow bank capital adequacy requirements. Those with long-term funding could have a different long-term
‘solvency’ regime.
In turn, separate and sufficient minimum liquidity requirements are
now recognized as an essential part of regulation, an aspect that was
neglected in Basel I and Basel II, but which has been introduced into
Basel III.
For regulation to be comprehensive, there should also be minimum
capital requirements for all derivatives dealers and minimum collateral
requirements for all derivatives transactions to reduce leverage and lower
systemic risk. Collateral requirements for financial transactions function
much like capital requirements for banks.
As already indicated, the major international innovation was the introduction of Basel III (Basel Committee 2010). This new regulation has a
number of positive elements. First, it raised Tier 1 capital requirement
from 2% to 4.5% of risk-weighted assets and defined far more strictly the
assets that make up this capital. It required an additional capital conservation buffer of 2.5%, thus raising common equity requirement to 7%
of risk-weighted assets and increased the capital for banks’ operations
in the financial markets (the so-called trading book). It introduced an
additional countercyclical capital requirement, in a range of 0% to 2.5%
of common equity, which would be implemented nationally, along the
lines we discuss below. A maximum leverage ratio, calculated on total
assets and not on risk-weighted assets, was also introduced. Finally, as
already indicated, liquidity requirements were made explicit.
Nevertheless, Basel III has several problems.5 First of all, many
observers consider that the increases of capital requirements are not
enough. A second important critique relates to the excessively long-time
period in which they will they be implemented, culminating in 2022.
The main reason is that there have been strong pressures by the banks,
both to avoid even higher capital increases and for delaying the reforms.
This was combined with the fear by regulators that an early increase in
capital requirements would discourage even more the ability and willingness of banks to lend, considered key for the recovery.
A more radical critique is that maintaining risk-weighted assets capital
requirements may be inadequate, and that it would be better to give
a larger role to overall leverage. Furthermore, it seems likely that the
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leverage indicator has been put at an excessively high level, as it can
reach 33. Further tightening has been considerably resisted by banks.
13.2.3

Countercyclical prudential regulation

As pointed out, the most important manifestation of market failure
in financial markets is pro-cyclicality. Risk is mainly generated during
booms, even though it becomes apparent during crises. Therefore, the
time for regulators to prevent excessive risk taking is precisely during
boom, when one of their key functions is to take away the punch-bowl
when the party is at its best, as the Federal Reserve Chairman William
McChesney Martin Jr. famously stated in 1955. As a consequence,
prudential financial regulation has to have at its heart the principle of
counter-cyclicality.
This should lead, first of all, to the adoption of simple rules which
cannot be easily changed by regulators when they become ‘captured’
by the general over-enthusiasm that characterizes booms, which has so
often led to undesirable relaxation of regulatory standards.
In fact, Basel II did exactly the opposite. It calculated required capital
based on the banks own models, which perversely incorporated the
inherent pro-cyclicality of bank appreciation of lending risks into bank
regulation, accentuating boom-bust patterns. It is thus very encouraging
that the Basel Committee has now placed very clear emphasis on the
need to introduce counter-cyclicality, in particular by introducing a
countercyclical capital buffer.
Countercyclical regulation implies that the traditional microeconomic focus of prudential regulation and supervision be complemented
by a macroprudential perspective (for an early analysis of this issue, see
Ocampo 2003). The simplest recommendations are to increase capital
and/or provisions for loan losses during booms and to avoid mark-tomarket asset pricing from feeding into leverage by introducing sectoral
limits on loan-to-value ratios and/or rules to adjust the values of collateral for cyclical asset price variations.
Countercyclical bank regulation can be easily introduced, through
banks’ capital or loan-loss provisions. The first was the choice in Basel
III. Introducing countercyclical bank provisions has already been done
for some time in Spain and a few other countries, showing that this is a
feasible and perhaps even a better option.6 The Spanish system requires
higher provisions when credit grows more than the historical average,
linking provisioning to the credit and business cycles. Under this system,
provisions build up during an upswing and are accumulated in a fund
that can be drawn down in a slump to cover loan losses. This counters
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the financial cycle as it both discourages (though does not eliminate)
excessive lending in booms and strengthens the banks for bad times.
Accounting rules should be designed to capture the basic fact that risk
is incurred when loans are disbursed, not when they come due and are
not paid.
Should the focus just be on the dynamics of total bank assets, or should
there also be some weighting for excessive growth of bank lending in
specific sectors that have grown particularly rapidly (such as real estate)?
Often crises have arisen due to excessive lending during boom times to
particular sectors or group of countries. However, most systemic bank
failures have also been preceded by excessive growth of total bank assets.
A good option is to have both general and sectoral instruments in place.
Particularly, financial institutions could be asked to increase general or
sector-specific provisions when there is an excessive growth of credit
relative to a benchmark, a bias in lending toward sectors subject to
strong cyclical swings and to the growth in foreign currency loans to
sectors producing non-tradable goods.
All maturity and currency mismatches on balance sheets should be
subject to specific regulation. In emerging and developing countries,
specific regulations aimed at controlling currency mismatches (including
those associated with derivative operations) are particularly important. The strict prohibition of currency mismatches in the portfolios
of financial intermediaries is probably the best rule. Authorities should
also closely monitor the currency risk of non-financial firms operating
in non-tradable sectors, which may eventually become credit risks for
banks. Regulations can be used to establish more stringent provisions
and/or risk weighting (and therefore higher capital requirements) for
these operations or a strict prohibition on lending in foreign currencies to non-financial firms and households which lack revenues in those
currencies.
In relation to maturity risks, prudential regulation also needs to ensure
adequate levels of liquidity for financial intermediaries so that they can
handle the mismatch between the average maturities of assets and liabilities, which is inherent in the financial system’s essential function of
transforming maturities.
Some of the least regulated parts of the financial system may have
some of the strongest pro-cyclical impacts. One such example is the role
that hedge funds and derivatives play in carry trade. There is increasing
empirical evidence that carry trade has very pro-cyclical effects (over- or
under-shooting) on the exchange rates of both developed and developing economies. Therefore, an issue to explore is whether regulation
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of derivatives’ collateral requirements should also have countercyclical
elements. This would imply that when derivatives positions, either long
or short, were growing excessively, collateral requirements could be
increased.
13.2.4

Capital account regulations

In a complementary way, and as long as there is no international lender
of last resort, international rules should continue to provide room for
the use of capital account regulation. This is particularly important for
emerging and developing countries, which are subject to the strongest
volatility of external financing. However, more broadly, they may be
essential to facilitate the effectiveness of monetary policies, in developed
and developing countries alike, in a world in which they are adopted to
respond to national conditions (or regional, in the Eurozone) without
taking into account their possible international spillovers.
Capital account regulations play a dual role. They are a complementary tool of macroeconomic policy – that is, a macroprudential instrument. But they also help to improve debt profiles, and in this way reduce
the risks associated with liability structures that are biased toward shortterm capital flows – that is, they are a financial stability instrument.
Viewed as a financial stability instrument, capital account regulations recognize the fact that the market rewards sound external debt
profiles. This reflects the fact that, during times of uncertainty, the
market responds to gross rather than merely net financing requirements,
which means that the rollover of short-term liabilities is not financially
neutral. Under these circumstances, a maturity profile that leans toward
longer-term obligations will reduce domestic liquidity risks.
In practice, capital account regulations segment domestic and international markets. Traditional ‘quantity’ controls of the type still used
in China and India (but being gradually dismantled in these countries,
as in others before) openly differentiate between residents and nonresidents and between corporate and non-corporate agents among the
former. Prohibitions or ceilings may be imposed on foreign borrowing
by domestic residents and/or on foreign investors taking positions
in domestic securities. There may be limitations on various forms of
lending and borrowing in foreign currency by banks.
Another option is to introduce price-based regulations that effectively
tax inflows or outflows. This was the choice pioneered by Chile in 1991
and Colombia in 1993, using the mechanism of unremunerated reserve
requirements (URRs) on capital inflows. Brazil has been the country
using direct taxation on capital inflows in an active way, particularly

Global Governance for Financial Stability

283

after the North Atlantic financial crisis. Taxing outflows was introduced
by Malaysia in February 1999 as a substitute for the quantitative regulations it had introduced in 1998. The basic advantage of price-based over
traditional regulations is their non-discretionary character.
A large literature on these experiences leads to five main conclusions.7
First, all types of capital account regulations are particularly useful as a
financial stability instrument, in particular by helping hold down shortterm debt, which is more volatile and thus a significant source of vulnerability. Second, quantitative restrictions may be the best means to reduce
the domestic sensitivity to global financial cycles, as reflected in China’s
and India’s avoidance of the Asian crisis in the late 1990s. URRs and
similar measures have a robust influence on interest rate spreads and, as
such, are a useful complement of countercyclical monetary policy, but
may only have temporary effects on capital inflows (especially if they
are not ratcheted up during a surge). Third, regulations on both inflows
and outflows can work, but the authorities must be able to administer
regulation while closing loopholes and (especially) avoiding corruption. Permanent regulatory regimes that can be tightened or loosened
in response to external market conditions are probably the best option
in this regard. Fourth, as research on the impacts of the North American
financial crisis indicates, the use of capital account regulations prior to
crisis reduced its contractionary effects on economic activity, thus acting
as an effective countercyclical macroeconomic policy. Fifth, and perhaps
foremost, these regulations are a complement to sound macroeconomic
policies, not a substitute for them.
Capital account regulations obviously have costs. During surges, they
increase the cost of financing, but this should not be seen as a drawback,
because this is precisely what they are supposed to do. Longer-term costs
may also be generated by the segmentation in capital markets that they
create. However, to the extent that they contribute to financial stability
and open the space for more active countercyclical macroeconomic policies, the benefits far outweigh those costs.
Despite their advantages, capital account regulations were not widely
used during the boom in the early to mid-2000s. The moves to introduce
URRs by Argentina, Colombia and Thailand during the boom years prior
to the North Atlantic financial crisis were not followed, but there was a
broader move to introduce prudential instruments aimed at mitigating
currency mismatches and, more generally, at regulating the domestic
use of foreign currencies. Since capital flows again surged in 2010, a
number of emerging and developing countries again introduced measures to discourage capital inflows.
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Although the issue of capital account regulation was not made part of
the regulatory efforts coordinated by the Financial Stability Board, it was
taken on board by the IMF in 2011 and 2012, leading to the approval
of an ‘institutional view’ in November 2012 (IMF 2012). This view
recognized that capital account regulations on inflows can be useful in
managing the risks associated with large inflows, and that regulations
on outflows can also be useful in crisis conditions. In both cases, in the
IMF’s view, regulations should be temporary, concentrate on the use of
currencies and avoid discrimination according to the agents involved.
However, and despite the improvements in the formulation introduced
during the debates, the institutional view still tends to see regulations as
sort of ‘interventions of last resort’, once other macroeconomic options
had been exhausted – that is, allowing the exchange rate to appreciate,
accumulating foreign exchange reserves, adopting restrictive fiscal policies and lowering the domestic interest rate.
The institutional view also recognized that push factors are important,
and that the source countries should ‘better internalize the spillovers
from their monetary and prudential policies’, but gave no guidelines as
to actions that they should undertake. However, it encouraged countries to foster a more consistent approach to capital account regulations
under bilateral and regional agreements, including OECD rules and free
trade agreements.

13.3

Crisis management

A critical role of international financial institutions is to mitigate the
effects of financial crises. A key mechanism for this purpose is the provision of IMF emergency financing, the moderate version of the role that
central banks play at the national level as lenders of last resort. IMF
credit facilities have improved significantly during the current crisis
but major questions remain, particularly in relation to conditionality. A
complementary and still missing item in the agenda is the creation of an
international debt workout mechanism to manage unsustainable debt
burdens. The rest of this paper considers these issues in detail.
13.3.1

Improvement in IMF emergency financing

In recent decades, capital account liberalization and large capital
account volatility have greatly increased the need for official liquidity to
deal with boom-bust cycles in external financing. The enhanced provision of emergency financing in the face of capital account crises is not
only important to manage crises when they occur, but also to prevent
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such crises, among others by placing a ceiling on rollover costs to avoid
debt crises triggered by unsustainable refinancing rates, and to avert
contagion (Griffith-Jones and Ocampo 2003; Cordella and Yeyati 2005;
IMF 2005). To address this need, the IMF has made efforts to improve
its lending policies during recent crises. In 1997, the Supplemental
Reserve Facility (SRF) was created, substantially increasing the size of
individual programs. This was accompanied by a debate on the need
for a precautionary financial arrangement, closer to the lender of last
resort functions of central banks. This led to the creation, in 1999, of
Contingent Credit Line (CCL), which was not used and was thus discontinued. Shortly after the outbreak of the North Atlantic financial crisis,
the short-term liquidity facility (SLF) was introduced which, again,
remained untapped.
A basic reason for these two lines to remain unutilized was the
preconditions for eligibility. Paradoxically, the same day that the IMF
announced the creation of the SLF, the US Federal Reserve finalized
reciprocal currency arrangements with Mexico, Korea, Singapore and
Brazil, on top of those that it had with developed countries’ central
banks. These swap lines with emerging economies had limits of up to
$30 billion and expired in October 2009.
The approval of the Flexible Credit Line (FCL) in March 2009 directly
addressed the noted shortfalls of the SLF. It is a renewable credit line
with no borrowing limit, allows borrowers to draw at any time or use it
as a precautionary instrument, has a longer repayment period of three
to five years and has no ex-post conditionality. This line was further
improved in 2010, when its potential used was extended from one to
two years. Despite its advantages, the FCL is still for “countries with very
strong fundamentals and track records of policy implementation”. So,
it maintained some of the problem raised by Dervis (2008) on the SLF:
that it had effectively created two groups of countries, those deemed
by the IMF as having solid macroeconomic fundamentals and those it
considered did not.
This time, three countries rapidly used the facility: Mexico, Poland
and Colombia. Positive reception was not universal; however, as South
Korea and Singapore announced they were not interested in pursuing
an IMF loan, even with the modified facility. These statements point to
the Fund’s more serious, and much more difficult to tackle, problem:
stigma. Still feeling the effects of the IMF response to the Asian crisis,
these countries were refusing to turn to the IMF.
The approval of the FCL was part of a broader package of reforms
of IMF credit facilities in March 2009, perhaps the most ambitious in
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history; they were further improved in 2010. The package included
doubling the other credit lines and allowing a wider use of stand-by
agreements for preventive purposes (termed ‘high-access precautionary arrangements’). In August 2010, a new Precautionary Credit
Line (PCL) was created for countries that the IMF deems to have good
policies but that do not meet the criteria of the FCL. The other significant reform introduced in March 2009 was to eliminate the relationship between IMF disbursements and structural conditionality (see
below).
This process was accompanied, in December 2009, by a major reform
of facilities for low-income countries. Three main facilities were kept
or redesigned: (1) the stand-by credit line, which can either be used
for larger external shocks or balance of payments needs linked to
domestic policy problems; (2) the Extended Credit Facility; and (3) a
Rapid Credit Facility (RCF), which provides limited support for balance
of payments needs due to natural disasters or a trade shock, with relatively low conditionality. These concessional lines were also redesigned
as a menu of options, which takes into account the debt vulnerability
of countries and their macroeconomic and public finance management capacity. A final positive change was temporarily granting a zero
interest rate for concessional loans, as well as lower interest rates on
future loans.
The 2009 reforms were accompanied by the elimination of several
existing credit lines. This included, regrettably, the Compensatory
Financing Facility (CFF), which had been created in 1963 and modified
many times since, particularly to address members’ balance of payments
problems arising from adverse terms of trade shocks. Adjustments to this
facility in 2000 had led to an increase the level of conditionality. A Fund
review of the facility in 2004 revealed that, despite external shocks, no
country had borrowed from the CFF since these modifications had been
made, a stark contrast to the forty-two loans made in the 1990s under
this facility. In 2009, rather than correcting its basic deficiency – excessive conditionality – it was eliminated.
The reform of the credit facilities was accompanied by a boom in IMF
financing, which actually started from very low levels in 2007 – the
lowest since the first half of the 1970s. By 2011, the previous 2001–02
peak was surpassed. Furthermore, for the first time since the 1970s, a
series of high-income countries, all of them from the European periphery,
became major borrowers. The scale of financing relative to individual
countries’ quotas reached, in turn, the highest level since the IMF was
created.
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Conditionality

As important as lending facilities is the conditionality attached to them.
Conditionality in IMF-supported programs had been introduced in the
1950s and incorporated into the Articles of Agreement in 1969. Until
the 1980s, conditionality focused on monetary, fiscal and exchange
rate policies. However, in the late 1980s and especially in the 1990s,
in addition to traditional quantitative targets for macroeconomic variables, IMF financing was increasingly conditional on structural changes
involving variable mixes of changes in policy, legislation and institutional reforms. This resulted in a significant increase in the average
number of structural conditions in Fund-supported programs. These
climbed from two to three per year per program in the mid-1980s to
twelve or more per year per program by the second half of the 1990s.
This change was also reflected in increasing numbers of performance
criteria, structural benchmarks and prior actions.
The increase in the number of structural conditions raised concerns
that IMF was exceeding its mandate and expertise. Attacks became
frontal after the Asian crisis. It was argued that the number and detail
of structural policy conditions were too extensive to be fully effective.
There were also concerns that excessive conditionality might have
undermined the national ownership of programs thereby impeding
their implementation. In this regard, it was argued that ownership can
be promoted only by an effective plural discussion of the virtues of alternative types of ‘structural reforms’ (Griffith-Jones and Ocampo 2003).
As a result of these pressures, in September 2002, the IMF’s Board
approved a new set of guidelines with a clear intention to streamline
conditionality. The new guidelines emphasized the need for member
countries’ ownership of the policies and introduced the requirement
that structural conditions be ‘macro-relevant’. Guidelines stipulated that
conditions must be ‘critical to the achievement of program goals’, and
the Fund should thus be ‘flexible and responsive in discussing alternative policies with countries requesting financial assistance’ (IMF 2002).
Further efforts were made in the following years along the same lines.
In early 2008, the IMF’s Independent Evaluation Office published
an evaluation of the use of structural conditionality in IMF-supported
programs (IMF-IEO 2008). It focused on two issues: the effectiveness of
structural conditionality in bringing about lasting economic change and
the impact of the 2002 reforms of conditionality. The report found that
the average number of structural conditions in IMF-supported programs
had not declined since the launching of the streamlining initiative.
However, progress has been made in the composition of structural
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conditionality, showing a significant shift toward supposed core areas
of IMF expertise, with marked declines in the share of conditions in
trade and privatizations and increases in tax policy, public expenditure management and financial sector issues. Yet, about one-third of
structural conditions continued to fall in non-core areas. These conditions were very detailed, not obviously critical and often too intrusive,
thus undermining the domestic ownership of programs. The report also
found that compliance with structural conditionality, at about 50%, was
low compared to about 85% for macroeconomic conditionality.
Our own later, though less detailed, evaluation (Griffith-Jones
and Ocampo 2012), indicated that for all IMF programs in 2008–10,
the average number of structural conditions was slightly over fifteen,
compared to seventeen found in the IMF-IEO report for the period 1995–
2004. For middle-income countries, the average number of structural
conditions had fallen to 14.3, excluding a highly-conditional program
(that of Ukraine), significantly less than the average of nineteen that
IMF-IEO had estimated for the previous period. For low-income country
programs, the average for 2008–10 was 14.5, very similar to that of the
previous period. In turn, conditionality continued to focus on the Fund’s
core mandates – public financial management and financial sector
soundness – and included fewer conditions beyond those mandate than
before 2007.
In the link between structural features and macroeconomic policies,
it is important to underscore that structural macroeconomic balances
can be produced and in fact have been produced in the past in economies with high degrees of public sector intervention. Also, considerable
academic debate still goes on as to whether more liberalized economies are superior in terms of their resilience, their efficiency and their
ability to grow. As underscored in previous parts of this paper, there is
growing evidence that vulnerability to capital account shocks may, in
fact, increase with liberalization.
This implies that ‘ownership’ requires meeting additional conditions. In particular, effective alternative reform packages should be
available to countries. Such alternatives should be provided by the
Bretton Woods institutions with the same technical rigor as traditional reform programs. This implies that the composition of IMF
(and World Bank) staff should be representative of the heterogeneous
views that exist on structural and macroeconomic adjustment. In a
complementary way, these institutions should be ready to call organizations or economists who think differently to support the design of
alternative programs.
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It must be said finally on this issue that one positive change introduced as part of the 2009 reforms was that implementation of structural
policies in IMF programs will be monitored in the context of program
reviews rather than through the use of structural performance criteria.
This means that countries no longer need formal waivers if they fail to
meet a structural reform by a particular date.
However, these reforms are only a step in the desired direction, which
is critical to reduce the stigma associated with borrowing from the IMF.
A more ambitious reform would establish a strong negative presumption
should be established against any form of structural conditionality that
goes beyond factors that directly hinge on macroeconomic balances.
And it would expand the number of unconditional IMF facilities, in the
line initiated by the FCL or even aim at imitating central bank swap
facilities.
13.3.3

Increased Fund resources

Expansion of Fund lending obviously led to a demand for additional resources. The way this problem was solved was through bilateral financing from member states, particularly through the New
Arrangements to Borrow (NAB) with thirty-eight countries, which
now include some emerging economies. However, as the older General
Arrangements to Borrow (GAB), the essential deficiencies of NAB are
that it is not truly multilateral mechanism, gives a disproportionate
influence to those countries providing funds and generates uncertainty
as to the Funds available to the IMF for its operations.
So, following the long-standing recommendation by Polak (1979),
the best solution is that IMF lending should be financed by creating
Special Drawing Rights (SDRs), thus using a similar mechanism to that
by which central banks to create money. Polak suggested issuing SDRs
during crisis to finance new lending, which would be automatically
destroyed once such loans are paid for. An alternative way is for SDRs
that are periodically issued but not used by countries to be considered as deposits in (or lending to) the IMF, which could use then to
lend to countries in need (Ocampo 2011). Either of these proposals
would involve eliminating the division between what are called the
‘general resources’ and the ‘SDR accounts’, which severely limits the
usefulness of SDR allocations. Although, for this reason, following a
recommendation of the G-20, the largest allocation of SDRs in history
was approved in 2009, for the equivalent of $250 million, these
funds remained largely underutilized as a mechanism of emergency
financing.
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The other mechanism of IMF financing is obviously quotas. A doubling
of quotas was approved by the IMF Board in December 2010. Together
with some former agreements, they increased the share of emerging
and developing countries in IMF quotas by 3.9 percentage points and
voting power by 5.3 points, thanks in the latter case to an increase in
the basic votes allocated equally to all countries. However, this reform is
still not effective at the time of writing, as it has not been approved by
US Congress; it requires approval by 85% of votes, with the US having
an effective veto power in this as well as other critical areas of IMF
governance.
13.3.4

Creation of an international debt workout mechanism

As it is widely accepted, the global financial architecture cannot rely
exclusively on emergency lending for two major reasons. The first is that
it may result in unsustainable levels of foreign indebtedness. The second
is that it may generate moral hazard for creditors. For these reasons, an
international financial architecture must have a complementary debt
workout mechanism.
Indeed, this is the way national systems are designed: they include
both ‘lender of last resort’ financing and some bailouts of non-financial
firms as well as bankruptcy procedures. National bankruptcy frameworks
are intended to give the debtor a ‘fresh start’, treat debtors and creditors
fairly and promote efficiency by creating incentives for creditors to undertake due diligence in lending. The basic reason for rescuing firms is that
bankruptcy generates a significant loss of capital. The reasons for rescuing
countries are even more powerful but the instruments must be different.
The dividing line between when to use emergency lending versus debt
restructuring has been traditionally set as that between ‘liquidity’ and
‘solvency’, but as we know this line is not easy to draw, as in many cases
the lack of liquidity financing may lead into insolvency. The original
Bretton Woods arrangements had another dividing line: only current
account deficits were financed, whereas capital account deficits were
supposed to be managed with capital controls. In a world of large procyclical capital flows, it is inevitable that there should be some financing
of capital account crises, though also an active use of capital account
regulations as discussed in previous sections of this paper.
In recent decades, the only regular mechanism for debt restructuring
has been the Paris Club, born in the mid-1950s to manage official
debts. Official ad-hoc frameworks also include the Heavily Indebted
Poor Countries (HIPC) Initiative launched in 1996 and its successor, the
Multilateral Debt Relief Initiative (MDRI) of 2005. In the case of private
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debts, the Brady Plan was a late but important part of the process of
overcoming the Latin American debt crisis, and interventions by industrial countries’ governments and central banks were common to twist
the arms of private creditors to maintain short-term financing lines and
rollover credits during the Asian crisis.
The remaining mechanisms are ad-hoc in nature. They include the
‘London clubs’ to renegotiate bank debts, which is really not a formal set
up. Collective action clauses (CACs) in bond issues have been used for
some time in some markets (for example, London) to facilitate eventual
renegotiations and became broadly accepted in recent years in others
(New York), but they have not been fully tested yet. Bond swaps that
amount to important rescheduling of debt service have been used in
some cases even without CACs. And, of course, a few cases of unilateral default have led to (conflictive) settlements that have had significant ‘haircuts’. Argentina, in the 2000s, is probably the most important
example in that regard.
All these mechanisms have serious deficiencies. The most important
is that they generally come too late, when over-indebtedness has had
devastating effects on countries: a collapse of economic activity, a longperiod of lost income and jobs, increased poverty and, in many cases,
worsening income inequality. Haircuts are absent or insufficient to guarantee a fresh start and may lead to renegotiations later on – including in
the Paris Club, which has historically relied on sequential rescheduling
of debts. This was also true of HIPC, which had to be complemented
with the MDRI. In a sense, a common strategy has been simply to use
renegotiations to postpone, not solve the problem.
This has been particularly bad in the case of consensual, market-based
private rescheduling. Although they are useful to manage ‘bumps’ in the
debt servicing schedule, they have not contributed to solving problems
of over-indebtedness. The underlying problems could therefore resurface later, as the case of Ecuador shows.
An additional problem is that the existing system – or rather, nonsystem – treats creditors and debtors in dissimilar ways, thus leading to
horizontal inequities. Even Paris Club creditors have complained that
private lenders do not follow the guidelines of their renegotiations (in
which, of course, private creditors have no voice). Leaving private renegotiations to take the lead may be particularly unfair to debtors with
weak bargaining power, whereas large countries may be able to get a
better deal in the end.
The major problem of unilateral defaults is, of course, that countries
may face persistent demands in court by non-participants –‘holdouts’,
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as they are generally called. This generates significant uncertainly, even
regarding the legal decisions in the countries where issuance of debt
contract was done. This is the problem that Argentina faced in 2013–14,
forcing it into an ‘undesired default’ with US creditors.
The 1994 Mexican and the 1997 Asian crises led to several initiatives in
this area, but no final solution was adopted (see a full review in Herman,
Ocampo and Spiegel 2009). The most important initiative was undoubtedly the Sovereign Debt Restructuring Mechanism (SDRM) proposed by
the IMF in 2001. However, it was killed in 2003 by a coalition of the
US Treasury, several emerging market governments – which feared that
they were giving a signal to the market that they would contemplate
defaulting in the future – and the private sector. The private sector and
civil society also opposed the IMF as an unlikely ‘neutral mediator’, as it
was also a creditor.
The most important initiative that went forward in the early 2000s was
the generalization of CACs. This initiative was finally speeded up by the
private sector, largely to help kill the SDRM discussions. The initial fear
that this would result in higher risk premium for those countries choosing
to include this provision in their bond contracts did not materialize.
Meanwhile, a group of banks together with some major emerging countries promoted a code of conduct for market-based renegotiations, the
Principles for Stable Capital Flows and Fair Debt Restructuring, which was
promoted by the Institute of International Finance and adopted in 2004.
As part of the current debates on redesigning the world financial
architecture, it is urgent that this long debate come to conclusion by
designing a well-structured sovereign debt workouts mechanism. As
Herman, Ocampo and Spiegel (2009, Chapter 17) have argued, this
should be a single mechanism that should follow a sequence of voluntary negotiations followed by mediation – if they failed – and eventual
arbitration. The goal should be to reach a timely and comprehensive debt
restructuring that gives the debtor country a fresh start. A complementary
but major task of multilateral development cooperation is to support
countries that have undergone debt restructuring to have a smooth and
hopefully speedy return to markets. This should include IMF’s lending,
including ‘lending into arrears’, loans by multilateral development
banks and official bilateral loans, but also some private credits which
would have seniority over defaulted debts.
The institutional structure could follow two alternative approaches.
The first would be a new International Debt Court. The second would
be to empower a global institution to take over the responsibilities of
‘honest broker’ and eventual arbitrator. This can be a United Nations
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body, but also the IMF. However, as the SDRM discussions revealed,
the fund is unlikely to be seen as a neutral mediator. However, in this
case, the mechanism could function through a system of independent
panels of experts, similar to those used under the dispute settlement
mechanism of the World Trade Organization. The panel would take the
responsibility for mediating the negotiation between the debtor and
its creditors and ultimately determine the solution, following agreed
international policy guidelines. The institution in charge would have
to ensure that agreed international principles of a fresh start, equitable
sharing of haircuts and priority of claims against the debtor government are followed. Debtors will also benefit from the definition of clear
rules of the game and the sustainability of the debt situation once the
process is over.

Notes
1. We prefer this term, suggested by Rakesh Mohan, to that of ‘global financial
crisis’. Although it had global contagion effects, it essentially originated in the
US and Western Europe.
2. See, among many others, the early analyses of Soros (2008) and Stiglitz
(2009).
3. See, for example, Prasad et al. (2003).
4. There is a very large literature on this subject. For our own work, see GriffithJones and Ocampo (2003) and Ocampo, Kregel and Griffith-Jones (2007).
5. See, for example, Griffith-Jones, Silvers and Thiemann (2010).
6. Unfortunately, Spain did not apply the novel system to mortgage financing
and paid dearly for that.
7. See Ariyoshi et al. (2000) and Ostry et al. (2012) for excellent IMF research on
the topic, Ocampo (2008) and Erten and Ocampo (2013).
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14
What Did We Learn from the
1997–98 East Asian Crises?
Jomo Kwame Sundaram

Some of the larger countries in the developing world, flushed with recent
market recognition as ‘emerging market economies’ (EMEs) and corresponding easily reversible capital inflows, have pursued policies seemingly oblivious of lessons from recent financial crises, both in 1997–98
and 2008–09. India, Brazil, South Africa and Indonesia are now among
the more prominent ‘victims’ of events following growing uncertainty
about the imminent end of the US Fed quantitative easing (QE)-induced
emerging market bubbles of recent years.
In mid-2013, several EME currencies slid, raising concerns that some
of them may well experience financial crises and economic slowdowns.
In such a situation, economic behavior becomes even more perverse as
rumors and normally pessimistic predictions can become self-fulfilling.
Typically, after an EME is ‘discovered’ by international investors, it
receives massive capital inflows, soon contributing to domestic asset
price bubbles and perhaps booms in some sectors of the real economy.
This pushes up the RER, reducing incentives for those producing exports
and import substitutes. Instead, investors invest in non-tradables, such
as construction and real estate. So, asset prices – of stocks, shares and
real property – rise. The rising current account deficit is largely ignored
as long as the money keeps flowing in to cover it, and the economy
keeps growing.
Short-lived market rallies inadvertently make things worse, often
inducing further pessimism. Hurriedly announced policy measures, such
as capital controls, even if needed and desirable, can have adverse effects
in the short term whatever the authorities do and typically appear too
little too late, if not worse. Investors, long encouraged to think in the
short term, may be genuinely shocked, but policymakers and researchers
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have little excuse for being surprised. Most did not expect the recent
turn of events, even though the looming signs of crisis now seem so selfevident with the benefit of hindsight while speculation about US Fed
quantitative easing can be blamed for the recent turn of events.
The EMEs have been in trouble for some time, with output growth
decelerating, albeit gradually, while private investment has fallen.
Such booms do not lead to significant improvements in the lives of
the majority, as public expenditure on infrastructure, health, sanitation, education, let alone social protection, do not rise adequately to
compensate. Consumer price inflation has accelerated, with rising prices
despite slowing growth. Export growth has weakened while the appetite
for imports has continued to grow, worsening both trade and current
account balances.
All too many recent EME booms have involved debt-financed
consumption binges and investment sprees with short-term capital
inflows. This generated asset price bubbles in stock and property markets,
inducing construction booms. Euphoria induces credit bubbles for both
companies and households, only making things worse. Growing private
and sometimes public debt as well as current account deficits in the
EMEs were increasingly financed by easily reversible short-term capital
inflows. These started leaving the EMEs as portfolio investors rushed to
safety to avoid being the last ones out.
Such debt-driven bubbles have long been known to be unsustainable,
but those who suggested otherwise were dismissed on various grounds.
Recent economics education trends have increasingly devalued studying economic history. All bubbles eventually burst, typically easily and
quickly. A minor change in global conditions, an unexpected slowdown
in growth, political instability or even economic problems in a supposedly influential neighboring country can trigger such changes, inducing
panic as in manias. Once markets turn, the very features celebrated
during the boom may become the villains in the bust.

14.1

The 1997–98 East Asian crises

The East Asian financial crises of 1997–98 gave rise to two major responses
from mainstream economists. The first was an attempt to explain the
unexpected events from mid-1997 in terms of economic orthodoxy,
especially theories of currency crisis. Proponents made much of current
account or fiscal deficits, real as well as imagined. When such reasoning
clearly proved to be wrong, inadequate or unpersuasive, they turned the
preceding celebration of the East Asian miracle on its head by suggesting
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that supposedly East Asian characteristics, such as government intervention, social, capital and corruption, were responsible for the crises. They
emphasized cronyism (government favoritism for particular business
interests) and poor corporate governance – both genuine problems, but
irrelevant in this regard. Some grudging acknowledgment of the ostensible
consequences of poor or wrong sequencing of financial liberalization –
rather than of financial liberalization itself – emerged in this connection.
Two consequences of this failure to address the full implications of the
East Asian debacle require revisiting to ensure that their most important
lessons are not lost. Subsequent currency and financial crises elsewhere
suggest that many important lessons have not been appreciated. First,
erroneous lessons – drawn by orthodox economists, financial analysts
and the media – have obscured the important policy-relevant analysis
that has emerged. Second, the policies and policymakers responsible for
creating the conditions that culminated in the crises need to be identified. More importantly, erroneous lessons have diverted attention away
from the intellectual and ideological bases of the thinking, analyses and
policies responsible for the crises largely associated with the Washington
Consensus’ advocacy of economic liberalization.
This chapter considers various views of the causes of the crisis and its
spread through the region often referred to as contagion. The transformation of the East Asian miracle into a debacle is explained with reference
to financial liberalization in the region. The crises were of a new type,
somewhat different from earlier currency and financial crises, involving
easily reversible portfolio capital flows besides foreign bank borrowings.
It proposes six areas for urgent international financial system reform
from a development perspective that go beyond crisis avoidance and
management considerations and concludes with some consideration of
why there has not been more progress in making needed reforms since
the Asian crisis.
Although considerable work had been critical of East Asia’s economic
development (Krugman 1994), none actually anticipated the East Asian
financial debacle of 1997–98, some identified weaknesses did imply that
the region was economically vulnerable (for example, Jomo 1998, 2004).
While certain aspects of the crises were common to all four East Asian
economies most adversely affected – Indonesia, the Republic of Korea,
Malaysia and Thailand – others were unique to a particular country or
common only to the more open economies of Southeast Asia, namely
Indonesia, Malaysia and Thailand.
Most of the literature did not address the implications of the greater
volume and fluidity of foreign capital in Southeast Asia as international
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financial liberalization became more pronounced in the 1990s. Indeed,
finance developed a complex symbiotic relationship with politically influential rentiers, later dubbed cronies in the aftermath of the
1997–98 crisis. Southeast Asian financial interests were quick to secure
new opportunities for capturing rents following international financial
integration. Thus, foreign dominance of Southeast Asian industrialization encouraged the ascendance of politically influential financial interests and other rentiers. This powerful alliance was primarily responsible
for promoting financial liberalization in the region.
Insofar as the interests of domestic finance did not entirely coincide
with those of international finance, international financial liberalization was partial and uneven. The varying influence of domestic financial interests in the region was also relevant. For example, although the
Malaysian banking crisis in the mid-1980s led to the introduction of
a better prudential regulatory framework, caution was thrown to the
winds as external liberalization measures succeeded in attracting capital
inflows. Both Malaysia and Thailand wanted such flows to finance
current account deficits caused by service account deficits (mainly for
imported financial services and investment income payments abroad)
and growing imports for consumption; speculative activity in other
stock markets and output of non-tradables.
There is little evidence that such capital inflows contributed significantly to accelerating economic growth, especially of tradables. Instead,
they contributed to asset price bubbles, whose inevitable bursting accelerated the crises, with devastating economic, social and political consequences. After months of international speculative attacks on the Thai
baht, the Bank of Thailand let its currency float from July 2, 1997, allowing
it to drop suddenly. By mid-July 1997, the currencies of Indonesia,
Malaysia and the Philippines had fallen precipitously after being floated,
with their stock market indices following suit. In the following months,
currencies and stock markets throughout the region came under pressure
as easily reversible earlier short-term capital inflows took flight in herdlike fashion referred to as contagion. In November 1997, despite Korea’s
different economic structure, its currency had collapsed following the
withdrawal of official support. Most other East Asian economies were also
under considerable pressure, either directly (for example, the attack on
the Hong Kong dollar) or indirectly (for instance, to retain a cost advantage against the devalued currencies of the Southeast Asian exporters).
Contrary to the impression conveyed by the business media as well as
by the IMF, there was no consensus on how to understand and respond
to the crises. The debates between the IMF and its various critics about
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the appropriateness of its negotiated programs in Indonesia, Korea and
Thailand remain unresolved. The East Asian crises have challenged the
previously accepted conventional wisdom. However, contrary to the
popular impression pointing to crony capitalism as the culprit, the crises
essentially began as currency crises of a new type, different from those
previously identified with macroeconomic indiscipline (for example,
fiscal profligacy), before affecting the real economy. Reduced liquidity in
the financial system, inappropriate official policies and herd-like market
responses exacerbated this chain of events.

14.2

International financial liberalization

International financial flows grew following the replacement of the
Bretton Woods system of fixed exchange rates in the early 1979. Strong
speculative motives are associated with most international capital flows
not associated with FDI. Much FDI into East Asia both before and after
the crises – was for mergers and acquisitions, rather than for greenfield investments. The new exchange rate regime was also conducive to
capital account liberalization. Recent financial innovation has resulted
in a proliferation of financial instruments, diversifying the range of
investors’ financial assets.
These trends gathered steam with financial liberalization in the wake
of the 1980’s international debt crises, especially in the 1990s. By 1995,
the volume of foreign exchange spot transactions had grown to well
over a trillion US dollars per day, more than sixty-seven times the international trade in goods, or more than forty times the value of all international trade, including services. The daily foreign exchange market
in 1997 was estimated at US$1250 billion, with foreign exchange spot
transactions worth more than seventy times total commodity trade
transactions. With this ratio continuing to grow, financial transactions
have become increasingly divorced from the real economy.
Such currency trading is hardly natural, inevitable or even desirable; it
has not been ‘integral to global trade in goods and services’, as then US
Treasury Secretary Robert Rubin (1998) claimed. With the proliferation
of new financial instruments and markets, finance has greater capacity
to inflict damage on the real economy. With the 2008–09 financial crisis,
many are now more wary of financial liberalization. Furthermore, many
promised benefits of international financial liberalization have simply
not been realized (Eatwell 1997), including the following:
Liberalization was supposed to move financial resources from capital-rich
to capital-poor countries.1 Instead, such net flows of finance have been
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modest over time and have rarely gone to capital-poor economies.2 Of
course, most net flows to supposedly capital-poor states before 1998
were mainly to the most attractive emerging markets, especially in
East Asia. The rush to convertibility and capital account deregulation
in most transition economies resulted in many becoming significant
net capital exporters.3 Such flows contributed instead to asset price
bubbles and, eventually, to financial panic and thus to currency and
stock market collapses.
Liberalization was expected to enhance options and returns for savers
and to lower the cost of funds to borrowers; however, savers have
benefited most from higher real interest rates. The lower cost of funds
in the late 1970s was due to the exceptional circumstances caused by
enhanced liquidity brought about by petroleum revenues and high
inflation and, more recently, due to quantitative easing following the
economic slowdown induced by the 2008–09 financial crisis.
New financial derivatives were expected to improve risk management.
They have undoubtedly reduced some older sources of volatility and
instability, but have also generated new systemic risks especially
vulnerable to sudden changes in sentiment.
Improved macroeconomic performance resulting in greater investment
and growth expected to follow better allocative efficiency due to
financial liberalization has not been realized. Instead, overall macroeconomic performance has been worse than during the postwar
Golden Age before financial liberalization.
Financial liberalization has introduced a persistent deflationary bias in
economic policy as governments try to gain credibility in financial
markets to avoid capital flight instead of improving macroeconomic
performance to accelerate development.
Financial liberalization has generally further constrained the role of
the state, with governments facing reduced monetary and fiscal policy
options. Besides such macroeconomic policy constraints, the room for
discretionary state interventions has been much reduced, for example,
for selective industrial promotion so crucial to late industrialization.
Thus, financial liberalization has greatly weakened governments’ development capacities. To preserve the limited, but still significant scope for
monetary independence, liberalization should not frustrate the sound
development of a country’s financial system and its effective deployment for development.
Financial markets impose their own expectations on the real economy.
Financial markets do not simply process information in order to allocate
resources more efficiently. Instability in the now massive capital market
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requires both governments and private investors to pursue risk-averse
strategies, resulting in less growth and employment creation. A deflationary bias in government policy and the private sector emerges, exacerbated by the high costs of debt associated by high real interest rates.
Thus, long-term price stability supersedes high and stable employment as the macroeconomic policy priority. A liberalized financial
system, prioritizing flexibility and the possibility of easy exit, tends to
become fragile, resulting in:
●
●
●
●

liquidity crises that reduce real output;
private sector risk aversion encouraging short-termism;
public sector risk aversion resulting in a deflationary policy bias; and
persistent pressure for ever greater flexibility easing exit.

While increased (real) FDI flows generally require countries to agree to
unrestricted repatriation of profits, this is quite different from the free
exit conditions financial markets demand. In the longer term, economic
progress has been associated with developmental states promoting
selected new economic activities with industrial or selective investment policy. The postwar Golden Age – which saw fast rising levels of
output and employment as well as efficiency gains until the 1970 – was
based on active macroeconomic management under the Bretton Woods
system. Postwar European reconstruction was achieved with tight capital
controls. Similarly, Japan, Korea and Taiwan (Province of China) all
began industrialization and achieved rapid capital accumulation with
such capital controls.
Financial disintermediation and grossly undervalued currencies have
also had adverse consequences for economic development. Typically,
deflationary policies imposed by international finance and its proponents have thrown out the baby of economic development with the
bathwater of inappropriate economic policies resulting in stagnation,
unsustainable growth or financial crisis. Some dangers associated with
financial liberalization are now acknowledged, but most have not
been.

14.3

From miracle to debacle

Rapid economic growth and structural change in Southeast Asia, mainly
associated with export-led industrialization, can be traced back to the
mid-1980s. Devaluation of the currencies of Indonesia, Malaysia and
Thailand, as well as selective deregulation of onerous rules, helped
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to create attractive conditions for relocating production facilities in
Southeast Asia and China. This was especially attractive for Japan and
the first-generation newly industrializing economies, that is, Hong Kong
(Special Autonomous Region of China), Korea, Singapore and Taiwan
(Province of China), most of which experienced currency appreciation,
tight labor markets and higher production costs.
Sustained export-oriented industrialization well into the 1990s was
accompanied by the growth of other manufacturing, services and
construction activities. High growth was sustained for about a decade
from the late 1980s, during much of which fiscal surpluses were maintained, monetary expansion was not excessive, and inflation was generally under control. Table 14.1 shows various summary macroeconomic
indicators for the 1990s, paying greater attention to the period from
1996. Prior to 1997, savings and investment rates were high and rising
in all three Southeast Asian economies. Foreign savings supplemented
high domestic savings in all four East Asian crisis economies, especially
in Malaysia and Thailand. Unemployment was low, while fiscal balances
generally remained positive until 1997–98. This is not to deny some
problems with East Asian microeconomic fundamentals (Rasiah 2001).
As Table 14.1 shows, the incremental capital-output ratio (ICOR) rose
in all three Southeast Asian economies during the 1990s before 1997,
suggesting declining returns to new investments before the crises, linked
to asset price inflation, especially property and stock market booms.
Export-led growth boom was soon followed by a construction and
property boom, fueled by financial systems favoring ‘short-termist’
investments – for example, loans with collateral which bankers prefer –
over more productive, but also more risky investments in manufacturing
and agriculture. Investment bubbles in such non-tradables exacerbated
the economies’ current account deficits. Although widespread in East
Asia, the property-finance nexus was particularly strong in Thailand,
which made it especially vulnerable (Jomo 1998, 2004; Pasuk and Baker
2000). Financial liberalization from the 1980s had major ramifications
in the region, as foreign savings increasingly supplemented already high
domestic savings to further accelerate capital accumulation, albeit in
increasingly unproductive activities. Such rapid growth gave rise to several
related macroeconomic concerns that had emerged by the mid-1990s.
By definition, the savings-investment gap was financed by foreign
savings, including FDI, as well as by private and public sector foreign
borrowing, with the latter declining rapidly from the mid-1980s. Both
FDI and foreign debt, in turn, increased investment income outflows
abroad.4 In the 1990s, current account deficits were also increasingly
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being financed by short-term capital inflows, as in 1993 and 1995–96,
with disruptive consequences later when such flows reversed.5
Many subsequent confidence restoration measures have sought to
induce such short-term inflows once again, but cannot be relied upon
to address the underlying problem in the medium to long term. Foreign
portfolio investments increasingly influenced stock markets in the region,
especially in Malaysia from the early 1990s. With incomplete information exacerbated by limited transparency, foreign portfolio investment,
fund managers’ incentives and short-termist investment horizons,
foreign financial institutions were more prone to herd behavior, thus
exacerbating contagion. Private sector debt, especially from abroad,
exploded in the 1990s, not least because of ‘debt-pushers’ keen to secure
higher returns from the fast-growing region.6 Commercial banks’ foreign
liabilities also increased quickly, as the debt ratio rose rapidly.
Over-investment of investible funds, supplemented from abroad, in
non-tradables made things worse, especially for the current account.
Only a small proportion of commercial bank and other loans were
invested in productive activities. This share became even smaller with
foreign borrowing, most of which was collateralized with assets such as
real property and stock.7 Thus, the inflow of foreign savings contributed
to asset price inflation, mainly involving real estate and share prices.
As such investments did not increase the production of tradables, they
exacerbated, rather than alleviated the current account deficit.
This, in turn, worsened currency mismatch problems, with borrowing
typically in US dollars invested in activities not generating foreign
exchange. As much foreign borrowing was short term, but was used to
finance medium- to long-term projects, a term mismatch problem also
arose (Table 14.4). According to the Bank for International Settlements
(BIS) (Asian Wall Street Journal, January 6, 1998), well over half the
foreign borrowing by commercial banks was short-term in nature: 56%
in Malaysia, 59% in Indonesia, 66% in Thailand and 68% in Korea. More
generally, foreign exchange risks rose, increasing the vulnerability of
these economies to the maintenance of currency pegs to the US dollar.8
The pegs encouraged a great deal of unhedged borrowing by an influential constituency with a strong stake in defending the pegs regardless of their adverse consequences for the economy. Because of the
foreign domination of export-oriented industries in Southeast Asia,
unlike in Northeast Asia, no politically influential industrial community committed to exporting was lobbing for floating or depreciating
the Southeast Asian currencies, despite the obvious adverse consequences of the pegs for international cost and price competitiveness.
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East Asian crisis four: macroeconomic indicators, 1990–99
Savings/GDP

Country
Indonesia
South Korea
Malaysia
Thailand

1990–95
31.0
35.6
36.6
34.4

1996

1997

1998

1999

26.2
33.7
37.1
33.0

26.4
33.3
37.3
32.5

26.1
33.8
39.6
34.9

23.7
33.5
38.0
31.0

(Savings-Investment)/GDP
1996
1997
1998
4.0
–2.3
–3.4
4.1
–3.1
–1.8
–5.8
12.8
–5.4
–8.1
–0.9
12.8

1999
4.4
5.5
15.7
10.0

Indonesia
South Korea
Malaysia
Thailand

1990–95
–0.3
–1.2
–0.9
–5.6

Indonesia
South Korea
Malaysia
Thailand

1990–95
31.3
36.8
37.5
41.0

Investment/GDP
1990–95
Indonesia
Indonesia
31.3
South Korea
36.8
South Korea
Malaysia
37.5
Malaysia
41.0
Thailand
Thailand

31.3
36.8
37.5
41.0

Indonesia
South Korea
Malaysia
Thailand

1987–89
4.0
3.5
3.6
2.9

Incremental Capital-Output Ratios
1987–89
4.0
Indonesia
Indonesia
South Korea
3.5
South Korea
Malaysia
3.6
Malaysia
Thailand
Thailand
2.9

4.0
3.5
3.6
2.9

Indonesia
South Korea
Malaysia
Thailand

1990–95
0.2
0.2
–0.4
3.2

Fiscal Balance/GDP
1990–95
Indonesia
0.2
Indonesia
South Korea
0.2
South Korea
Malaysia
–0.4
Malaysia
Thailand
3.2
Thailand

1990–95
0.2
0.2
–0.4
3.2

Country
Indonesia
South Korea,
Malaysia
Thailand

Unemployment Rate
1990
–
Indonesia
–
Indonesia
–
2.4
South Korea,
2.4
South Korea,
2.4
6.0
Malaysia
6.0
Malaysia
6.0
4.9
Thailand
4.9
Thailand
4.9
Investment/
Investment/
Investment/
GDP
GDP
GDP
1990–95

Sources: ADB (1999); Radelet and Sachs (1998: Table 11); Bank of Thailand, Bank Indonesia,
Bank of Korea and Bank Negara Malaysia data
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Instead, especially from the mid-1990s, most Southeast Asian central
banks resisted downward adjustments to their exchange rates, which
could have averted the 1997–98 currency collapses.9 Not surprisingly,
the 1997–98 East Asian crises saw excessive ‘overshooting’ in exchange
rate adjustments.
Investor panic was the principal cause of the Asian financial crises
(McKibbin 1998; Montes 1998). Tightening macroeconomic policies in
response to the panic served to exacerbate, rather than overcome the
crises. Economic disasters are not necessarily punishment for economic
errors and, while cronyism is wrong, it was not the cause of the East
Asian crises. Even sound macroeconomic fundamentals cannot guarantee immunity from contagion and crisis. With the currency collapses,
the assets acquired by portfolio and other investors in the region depreciated in value, panic and precipitating an even greater sell-off, causing
herd behavior and contagion across national borders to the rest of the
region.
Meanwhile, liberalizing the capital account essentially guaranteed
residents and non-residents ease of exit and placed fewer limitations
on nationals holding foreign assets, thereby facilitating capital flight.
Financial liberalization also enabled lucrative opportunities for taking
advantage of falling currencies, thus accelerating and exacerbating volatility of regional currency and share markets. Together with injudicious
official responses, all this transformed the inevitable correction of overvalued currencies in the region into a collapse of currencies and stock
markets aggravated by herd behavior and contagion.

14.4

Reversible capital inflows

Easily reversible capital flows into the East Asian region are increasingly
acknowledged as the principal cause of the 1997–98 crises. National
financial systems in the region did not adapt well to international financial liberalization (Jomo 1998, 2004). The bank-based financial systems
of most East Asian economies affected by the crises were vulnerable to
the sudden drop in availability of short-term loans as foreign confidence
in the region dropped during 1997. Available foreign exchange reserves
were exposed as inadequate to meet financial obligations abroad,
requiring governments to seek temporary credit facilities to meet such
obligations mainly incurred by their private sectors. BIS data show that
banks were responsible for much of this short-term debt, although it
should be noted that trade and some other short-term credit are essential in modern economies.
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However, the rapid growth of short-term bank debt during the stock
market and property bubbles suggests that much short-term debt is
due to factors other than trade credit expansion. In Malaysia, temporary capital controls introduced in early 1994 briefly dampened the
growth of such debt, but by 1996 and early 1997 there was a new shortterm borrowing frenzy involving not only the banks, but also other
large private companies with enough political influence to circumvent
central bank guidelines. As Table 14.2 shows, in Indonesia, Malaysia
and Thailand, the non-bank private sector was the major recipient of
international bank loans, accounting for more than half of total foreign
borrowing by mid-1997. In contrast, 65% of borrowing in Korea was
by banks, with only 31% by the non-bank private sector. Government
borrowing was low and lowest in Korea and Malaysia.
Private foreign debt grew remarkably in the early and mid-1990s,
especially in the three most externally indebted economies of Indonesia,
Korea and Thailand (Jomo 2001b, appendix tables 2a–2d; Wong, Jomo
and Chin 2005). While FDI grew in all four economies in the 1990s,
it grew least in Korea. Profit remittances were least from Korea and
Thailand and highest from Malaysia, reflecting FDI’s historically greater
role there. Portfolio equity flows into all four economies grew strongly
in the mid-1990s. External debt as a share of export earnings rose from
112% in 1995 to 120% in 1996 in Thailand and from 57% to 74% over
the same period in Korea, but grew more modestly in Malaysia and
declined in Indonesia. By 1996, foreign exchange reserves as a share of
Table 14.2 East Asian four and developing countries, lending by banks by
BIS, end June 1997 (US$ billion)
Sector
Total
borrowing,
of which:
Bank
Private
non-bank
Government

Indonesia

S. Korea

Malaysia

Thailand

Developing
Countries

58.6

103.4

28.9

79.4

743.8

12.4
(21.1)
39.7

67.3
(65.1)
31.7

10.5
(36.3)
16.5

26.1
(32.9)
41.3

275.3
(37.0)
352.9

(67.7)
6.5
(11.1)

(30.6)
4.4
(4.3)

(57.1)
1.9
(6.6)

(52.0)
12.0
(15.1)

(47.4)
115.6
(15.5)

Note: Figures in parentheses are percentages.
Source: BIS data.
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Table 14.3 Exposure of banks reporting to BIS and
non-BIS borrowers, end June 1997 (US$ billion)
Banks’ national location

Amount

Total
Germany
Japan
United States
France
United Kingdom
Percentage of private non-bank
borrowers

1054.9
178.2
172.7
131.0
100.2
77.8
45

Source: BIS data.

external debt were 15% in Indonesia, 30% in Korea, 43% in Thailand
and 70% in Malaysia. By 1997, this ratio had dropped to 15% in Korea,
29% in Thailand and 46% in Malaysia, reflecting the reserves lost in
futile currency defense efforts.
Despite V-shaped recessions in 1998, reserves soon picked up again in
all four economies, mainly because of the effects of currency devaluations on exports and imports. The short-term debt share of total external
debt in 1996 stood at 58% in Korea, 41% in Thailand, 28% in Malaysia
and 25% in Indonesia. Table 14.3 shows that French, German, Japanese,
UK and US banks accounted for much of the lending to developing
countries, with the share of UK and US banks far less than lending to
other emerging markets. This pattern was quite different from 1970’s
lending and suggests that such banks were generally more reluctant to
lend in the 1990s, following the Latin American and other debt crises
in the 1980s.
Malaysia sustained a current account deficit from the start of the 1990s
with increased capital inflows making things worse. As such investments
did not contribute to net export earnings, they aggravated the problem
of currency mismatch, with foreign borrowings invested in activities not
generating foreign exchange. An additional problem of term mismatch
also arose, as a high proportion of foreign borrowings was short-term
in nature (Table 14.4), but deployed to finance medium- to long-term
investments. Also, although foreign capital inflows may have adversely
affected domestic savings, they generally supplemented, rather than
substituted for, domestic savings (Wong with Jomo 2005), even though
the nature of foreign capital inflows may have changed significantly
over time with very different consequences.

What Did We Learn from the 1997–98 East Asian Crises? 309
Table 14.4 Maturity distribution of lending by banks reporting to the BIS to the
East Asian four, 1996–97 (US$ million)
All loans

Country

June
1996

Indonesia
S. Korea
Malaysia
Thailand

49,306
88,027
20,100
69,409

Dec.
1996

June
1997

Under 1 year
June
1996

55,523 58,726 29,587
99,953 103,432 62,332
22,234 28,820
9991
70,147 69,382 47,834

1–2 years

Dec.
1996

June
1997

June Dec. June
1996 1996 1997

34,248
67,506
11,178
45,702

34,661
70,182
16,268
45,567

3473 3589 3541
3438 4107 4139
834
721
615
4083 4829 4592

Source: BIS data.

International financial liberalization undoubtedly succeeded in
temporarily generating massive net capital inflows into East Asia – unlike
into many other developing and transition economies, some of which
have experienced net outflows. However, it also exacerbated systemic
instability and reduced the scope for government interventions responsible for the region’s economic boom. Increased foreign capital inflows
reduced foreign exchange constraints, financing additional imports, but
also inadvertently encouraging current account deficits. Finally, foreign
capital inflows increased factor payment outflows and influenced export
and import propensities, terms of trade, capital flight and thus the
overall balance of payments.
From the mid-1990s, the current account of the balance of payments
and the savings-investment gap were in deficit in the Southeast Asian
economies, especially Malaysia and Thailand. As Table 14.5 shows, the
short-term foreign debt and current account deficits shares of international reserves were better in Malaysia than in Indonesia, Korea and
Thailand, thereby averting the need for IMF emergency credit and its
onerous conditionalities. Domestic credit expansion had also ballooned
in all four countries by the mid-1990s. From the mid-1980s, East Asia
embraced financial liberalization, including bank liberalization, stock
markets promotion and greater capital account convertibility, in turn
attracting considerable capital inflows.
While the other three crisis hit East Asian economies had succeeded
in attracting considerable, mainly short-term, US dollar bank loans into
their more bank-based financed systems, Malaysia’s vulnerability was
mainly due to the volatility and reversibility of international portfolio
capital flows into its stock market. Hence, Malaysia’s external vulnerabilities at the start of the crisis were quite different from the other crisis
that hit East Asian economies. A greater share of Malaysia’s external
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Table 14.5 Debt service and short-term debt, East Asian four, selected years

Debt service as
share of exports

Short-term debt (US$
billions)a

Current account deficit
plus short-term debt as
share of international
reserves (%)

Country

1980 1992 1995 1992 1994 1995 1996 1992 1994 1995 1996

Indonesia
S. Korea
Malaysia
Thailand

13.9
14.5
6.3
18.9

Note:

a

32.1
6.9
6.6
14.1

30.9
5.8
7.8
10.2

18.2
11.9
3.6
14.7

14.0
31.6
7.6
29.2

16.2
46.6
7.5
41.1

17.9
66.6
8.5
44.0

191
133
29
101

139
125
46
127

169
131
60
152

138
127
55
153

Year-end figures.

Sources: UNCTAD (1997: Table 14); World Bank (1994: Tables 20, 23; 1997: Table 17).

liabilities consisted of equity, rather than debt. Compared with Malaysia’s
exposure in the mid-1980s, the liabilities of the others, including debt,
were more private rather than public. In contrast to the others, much of
Malaysia’s debt in the late 1990s was long term, rather than short term.
Monetary policy and banking supervision were generally more
prudent in Malaysia, for example, Malaysian banks were not allowed
to borrow from abroad to lend domestically. Such practices involved
currency and term mismatches, which increased vulnerability to foreign
bankers’ confidence and exerted pressure on the exchange rate pegs.
Thus, Malaysia was considered by many to be an innocent victim of
regional contagion.
But this benign view of portfolio investment inflows does not acknowledge that such inflows are even more easily reversible and volatile than
bank loan inflows (Jomo 2001a). Hence, Malaysia’s experience suggests
greater vulnerability because of its greater reliance on the capital market,
becoming hostage to international portfolio investors’ whims and preferences. Therefore, when government leaders engaged in rhetoric and
policy initiatives that upset these investors’ confidence, Malaysia paid a
heavy price as portfolio divestment accelerated.

14.5

Priorities for international financial system reform

The experiences of the 1997–98 East Asian crises should have given rise
to six major lessons for international financial reform. First, existing
mechanisms and institutions for preventing financial crises are grossly
inadequate. Financial liberalization is likely to increase, rather than
decrease the likelihood, frequency and severity of currency and financial
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crises.10 Too little has been done by national authorities and their foreign
advisers to discourage short-term capital flows while there has been too
much emphasis on expected protection from adherence to international
codes and standards (Rodrik 1999).11
Financial liberalization has also reduced macroeconomic instruments
available to governments for crisis aversion, leaving governments with
little choice but to react pro-cyclically, exacerbating economic volatility
and downturns. Governments need autonomy of national macroeconomic policy to enable them to intervene counter-cyclically to avoid
and mitigate crises, which have generally had much more devastating
consequences in developing countries. The exaggerated effects of
currency fluctuations should also lead to greater coordination among
the four major international currency issuers – the United States, Japan,
Europe and the United Kingdom.
Second, existing mechanisms and institutions for financial crisis
management are also grossly inadequate. The greater likelihood, frequency
and severity of currency and financial crises in middle-income developing countries in recent times – with devastating consequences for the
real economy and for innocent bystanders ‘in the neighborhood’, as in
the East Asian crises – makes speedy crisis resolution imperative. There
is an urgent need to increase emergency financing during crises and to
establish adequate new procedures for timely and orderly debt standstills and workouts.12 International financial institutions, including
regional institutions, should provide adequate countercyclical financing,
including for ‘social safety nets’ during crises (Ocampo 2000).13 As
current arrangements tend to benefit foreign creditors, new procedures
and mechanisms should ensure that they too share responsibility for the
consequences of their lending practices.
Third, the international financial reform agenda needs to go beyond
crisis prevention and resolution to address the declining availability
and provision of development finance, especially to small and poor countries (Ocampo 2000) that have limited and expensive access to capital
markets. The IMF was facing growing pressure to return to its supposed
core function of providing emergency credit and core competencies
of crisis prevention and mitigation. Meanwhile, the World Bank and
other multilateral development banks have either abandoned or sharply
reduced industrial financing, further limiting funding for developing
countries to develop new manufacturing capacities and capabilities. The
March 2002 United Nations Conference on Financing for Development,
held in Monterrey, Mexico, was not allowed to address this challenge in
order to arrive at the Monterrey consensus.
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Fourth, inertia and vested interests stand in the way of urgently needed
international institutional reforms. The international financial institutions
need to reform their governance to ensure greater and more equitable
participation and decision-making by developing countries at all levels.
There is also a need to reduce the power of some apex institutions, such as
the IMF, by delegating authority to other agencies, such as the proposed
World Financial Organization or World Financial Authority, as well as by
encouraging decentralization, devolution, complementarity and competition with other international financial institutions, including regional
ones.14 The Group of Twenty (G20) must help ensure greater voice for
developing countries in relation to international economic issues to
avoid insensitive and potentially disastrous oversights and further loss
of political legitimacy.
Fifth, reforms should restore and ensure national economic authority
and autonomy, which have been greatly undermined by international
liberalization and deregulation and have proved essential for more
effective expansionary and countercyclical macroeconomic management and initiatives to promote equitable development, for example,
by ensuring the availability of development finance as well as more
inclusive access to financial facilities. Policy conditionalities accompanying IMF financing must be minimized, if not eliminated altogether.15
One size clearly does not fit all, and imposed policies have not contributed much to either economic recovery or growth, let alone sustainable development. Such ownership will ensure greater legitimacy for
public policies and must include capital account regulation and choice
of exchange rate regime.16 As international financial reforms in the near
future are unlikely to adequately provide global public goods and other
international financial services that most developing countries need, the
reforms must ensure national policy independence so that governments
are better able to exercise regulatory and interventionist functions.
Finally, greater regional monetary cooperation is desirable in the face
of growing capital mobility and greater frequency of currency and
related financial crises, often with devastating consequences for the
real economy. Instead of trying to assert greater national control, probably with limited efficacy, cooperation among governments in a region
is more likely to be effective in the face of the greater magnitude and
velocity of capital flows. However, there is no single formula or trajectory for fostering such cooperation, and it probably cannot be promoted
successfully, independently of economic cooperation on other fronts.
Such regional arrangements also offer an intermediate alternative
between national and global levels of action and intervention and reduce
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the otherwise monopolistic powers of global authorities. To be successful
and effective, such regional arrangements must be flexible, but credible
and capable of both effective countercyclical initiatives for crisis prevention and management. In East Asia, the Japanese proposal for an Asian
monetary facility soon after the outbreak of the Asian crises could have
made a major difference in checking and managing crises, but US opposition blocked the proposal. With the earlier reluctance – especially of the
US – to allow the IMF to serve as a lender of last resort (as it had in the
Argentine crisis), it should have been more tolerant of regional cooperative arrangements as alternatives. However, with new attitudes following
the Eurozone crises, this issue should be revisited urgently.

14.6

Conclusion

The conventional wisdom blamed the crisis on bad economic policies
by the governments concerned. Citing the first and second generation
currency crisis theories, the initial emphasis was on poor macroeconomic
policies, especially fiscal policies. Ignoring the fact that most East Asian
economies had been maintaining budgetary surpluses for some years at
least, the IMF and others, including the influential Western Anglophone
business media, recommended spending cuts and other pro-cyclical
policies (for example, monetary policies raising interest rates), which
exacerbated the downturns. Such policies were adopted in much of the
region from the end of 1997, precipitating economic collapses.
However, by the second quarter of 1998, it was increasingly and widely
recognized that these policy recommendations and conditionalities had
actually worsened, rather than ameliorated the deteriorating economic
situation, transforming currency and financial crises into crises of the real
economy. In early 1998, as macroeconomic explanations lost credibility,
a new line of criticism condemned cronyism in corporate governance as
the cause of the regional financial crises. Then US Federal Reserve Bank
chair Alan Greenspan, US Treasury Deputy Secretary Lawrence Summers
and IMF Managing Director Michel Camdessus criticized Asian corporate governance in quick sequence over a month from late January.
The fiscal and corporate governance explanations of the Asian crises
were not only evidently unconvincing to heterodox economists in the
region and beyond, but also to relatively orthodox economists familiar
with the actual situation in the affected economies. The World Bank’s
senior vice president and chief economist Joseph Stiglitz as well as other
prominent economists such as Jeffrey Sachs and Paul Krugman provided
important international support for adopting countercyclical policies.
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More heterodox views emphasized the transformation of the region’s
economies and financial systems from the late 1980s, making them
more vulnerable and fragile. Rapid economic growth in the region and
liberalized financial institutions served to attract massive capital inflows.
Much of these came from Japanese and continental European banks as
UK and US banks exercised greater prudence in lending abroad, especially to the emerging market economies, after the 1980s’ debt crises.
BIS regulations encouraged short-term lending, generally ‘rolled over’
in good times, but which could be quickly reversed when conditions
became less favorable – as happened when the crises began.
Significant inflows were also attracted by stock market and other asset
price bubbles in the region. Such inflows were even more easily reversible. Herd behavior – especially characteristic of capital markets, particularly in situations of constrained information – served to exacerbate
pro-cyclical market behavior, worsening panic during downturns. Such
fickle market behavior also exacerbated contagion, worsening regional
neighborhood effects.
US President Clinton acknowledged the need for a new international financial architecture in July 1998, a year after the crisis began.
The apparent spread of the crisis to Brazil and Russia by mid-1998 had
prompted this new discourse attitude. The collapse of Long-Term Capital
Management (LTCM) following the Russian crisis led the US Federal
Reserve to coordinate a private sector bailout of the hedge fund. This, in
turn, legitimized East Asian government interventions to ensure functioning financial systems and liquidity to finance economic recovery.
The US Federal Reserve also lowered interest rates, encouraging net
capital flows to East Asia once again. The Malaysian government’s establishment of bailout institutions and mechanisms in mid-1998 and its
imposition of capital controls on outflows from September 1998 may
also have raised the possibility of other countries going their own way.
The Japanese government’s offer of $100 billion to the Asian region
to manage the crisis during the third quarter of 1997 was blocked by
some Western governments and the IMF. Later, a more modest amount
was made available under the Miyazawa Plan for more modest facilities,
institutions and instruments. From around 2000, following a regional
meeting of finance ministers in Chiang Mai, Thailand, a series of bilateral credit lines emerged, but with the condition of requiring an IMF
program. Since then, the finance ministers of Japan, China and the
Republic of Korea have agreed to multilateralize the arrangements and
to increase the size of the credit facility, but the IMF program requirement remains. There have also been other regional initiatives, including
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the Asian bond market, which have made varying degrees of progress.
An important initiative, which has not taken off, is the idea of an Asian
Investment Bank mobilizing private funds for long-term investments,
for example, in infrastructure. However, progress on these various initiatives has generally been slow and politically contingent on cooperation
between Japan and China.
The successful and rapid V-shaped economic recoveries in the region
from the last quarter of 1998 may well have weakened the pressure to
address flaws in the international financial system. Talk of a new international financial architecture began to fade as rapid recovery in the
region was portrayed as proof of the resilience of the international
financial system. Nevertheless, little has been done to address crisis
avoidance, crisis management, development finance, governance of the
Bretton Woods institutions, reasserting national economic sovereignty
and regional financial cooperation.
Various different and sometimes contradictory lessons have been
drawn from the Asian crisis experiences. The ideological implications and
political differences involved have hindered drawing clear lessons from
the crises. For different reasons, better economic growth performance in
most developing countries in the period after 2001 as well as the financial crisis from 2008 and its aftermath have served to undermine the likelihood of far-reaching reforms. The vested interests supporting existing
international financial governance arrangements continue to impede
greater progress. Such interests are supported by conventional wisdom,
reinforced by the business media and its pervasive influence on the political economy of international monetary and financial governance.

Notes
This chapter is revised from an article originally written for an Asianist audience.
It seems appropriate to contribute it to a volume in honor of Jan Kregel. Although
I knew of his work from the early 1980s and met him in the mid-1990s, our first
direct collaboration began after the East Asian financial crises began in mid-1997.
Kregel drew attention then to the significance and relevance of Minsky’s pathbreaking work, as well as to the vulnerabilities of some of the ten much celebrated
‘emerging market economies’ of East Asia (see Kregel 1998).Kregel has also contributed a great deal to IDEAs, the International Development Economic Associates, a
South-based network where it was my honor to be Founder Chair. When I joined
the United Nations’ Department of Economic and Social Affairs (DESA) in 2005,
Kregel provided invaluable advice that enabled me to get off to a running start
in somewhat alien terrain. Although he retired from the UN less than two years
later, he continued to advise me after I became (honorary) Research Coordinator
for the G24 Intergovernmental Group on International Monetary Affairs and
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Development.In mid-2008, Father Miguel d’Escoto, the incoming 63rd President
of the General Assembly (PGA), kindly requested that I advise him on development and economic issues. As Wall Street went into a tail-spin as Father Miguel
began his presidency, the PGA took a number of bold pro-active initiatives to
address the crisis, unfortunately without garnering enough needed support and
cooperation. These initiatives included establishing a commission of experts,
chaired by Joseph Stiglitz with Kregel as Chief Rapporteur. Despite having access
to modest resources, we worked hard and quickly to finalize and issue the report
before the end of the PGA’s term in September 2009. Kregel (2011) provides a
succinct summary of the significance of the report.
1. Recent findings suggest that national savings tend to equal national investment, indicating that flows of capital to the best possible use are far from
universal and much smaller than predicted. Lack of information or other
risks and uncertainties tend to reduce cross-border capital flows.
2. Eatwell (1997) suggests a negative correlation between dependence on
foreign savings and economic performance mainly due to short-term money
market flows, including government efforts to prop up their currencies with
high interest rates, which temporarily draw in money from overseas.
3. Of course, capital flight is not an inevitable consequence of financial liberalization, but may reflect locals’ fears and hedging behavior.
4. At low real interest rates, cheap foreign funds can help temporarily close
both (domestic) savings-investments and foreign exchange gaps, especially if
well invested or deployed.
5. Financial analysts had become fixated with the current account deficit,
especially after the Mexican meltdown of early 1995, although some economies sustained similar deficits for much longer without such consequences.
After the Mexican crisis, several Southeast Asian economies had comparable
current account deficits because of rapid investment growth.
6. In some countries, state-owned enterprises accounted for much of supposedly private sector debt.
7. The stock market boom of the mid-1990s did not raise funds for productive
investment more effectively. Instead, the converse was true, with financial
disintermediation from commercial banks to the stock market.
8. Although the US economy was strengthening, the Southeast Asian economies were growing even faster.
9. From the mid-1990s, as the US dollar undoubtedly strengthened, both
Germany and Japan allowed their currencies to depreciate, to regain international competitiveness.
10. In contrast to his earlier view cognizant of the dangers of unregulated crossborder flows (Summers 1999), then US Treasury Secretary and former World
Bank Vice President and Chief Economist Lawrence Summers later became a
prominent proponent of financial including capital account liberalization.
11. Pistor (2000) demonstrates that international legal standards are unlikely
to have the desired outcomes due to pre-existing conditions and path
dependency.
12. Standstill and other procedures for international debt workouts akin to US
bankruptcy provisions for corporations and municipal authorities, although
the then IMF Deputy Managing Director Anne Krueger’s (2002) proposals
were not well received in certain quarters.
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13. Social safety nets are no substitute for social protection floors to ensure an
adequately decent standard of living within a government’s means while
enhancing human resources for development.
14. As Ocampo (2000) put it, ‘The required financial architecture should in some
cases have the nature of a network of institutions that provide the services
required in a complementary fashion (in the areas of emergency financing,
surveillance of macroeconomic policies, prudential regulation and supervision of domestic financial systems, etc.), and in others (particularly in development finance) should exhibit the characteristics of a system of competitive
organizatons.’
15. They have been shown to have been ill-informed, erroneous and irrelevant
to addressing the problems at hand and to have also exacerbated the East
Asian crises.
16. Then IMF Senior Deputy Managing Director Stanley Fischer (2001) admitted
that ‘willingly or otherwise, a growing number of countries have come
to accept [the belief that intermediate regimes between hard pegs and
free floating are unsustainable] ... Proponents of the bipolar view – myself
included – have perhaps exaggerated their argument for dramatic effect.
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Financial Crises and
Countermovements: Comparing
the Times and Attitudes of
Marriner Eccles (1930s) and Mario
Draghi (2010s)
Erik S. Reinert

But the emerging regimes of fascism, socialism, and the New
Deal were similar only in discarding laissez-faire principles.
Polanyi 1944, p. 244
In The Great Transformation, Karl Polanyi (1886–1964) argued that ‘for
a century the dynamics of modern society was governed by a double
movement: the market expanded continuously, but this movement was
met by a countermovement checking the expansion in definite directions. Vital though such a countermovement was for the protection of
society, in the last analysis it was incomparable with the self-regulation
of the market and thus with the market system itself’.1 In the eyes of
Polanyi, the forces promoting laissez-faire have been met by a countermovement attempting at protecting society and the commonwealth.
As Fred Block puts it, ‘What we think of as market societies or “capitalism” is the product of both of these movements; it is an uneasy and
fluid hybrid that reflects the shifting balance of power between these
contending forces’.2
At the present time of writing – almost seven years into the financial crisis – the ‘countermovements’ so far created against this crisis of
capitalism have arguably been weaker and of a different nature than
the countermovements found by 1936, seven years into the 1929 crisis.
This chapter looks into these differences and argues that the main
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explanation may be somewhat vaguely summarized by referring to a
completely different Zeitgeist in economic theory and social attitudes
then and now. In order to be more concrete and to provide an illustration to the difference in Zeitgeist, we contrast the personal experience,
attitudes and values held by two men in power at the peak of the crises:
Marriner Eccles – head of the Federal Reserve from 1934 to 1948; and
Mario Draghi – who will be at the helm of the European Central Bank
from November 1, 2011 until October 31, 2019.
The writings of Marriner Eccles show us a man whose point of reference was the poverty and lack of freedom his father suffered in the slums
of Glasgow. Eccles’ goal was – at the depth of the crisis of the 1930s – to
achieve economic security for his fellow Americans with a minimum loss
of freedom. From Italian newspapers and interviews we find a similar ideology-defining reference point in Draghi’s philosophy: His stated goal is to
prevent the kind of inflation that struck Italy in the 1970s and decimated
Draghi’s fortune as a young orphan. Eccles’ background as an extremely
successful industrial entrepreneur and banker – working with both his
own money and other people’s money – contributed to his holistic understanding of production and finance, whereas Draghi’s – with a background
in academia, politics, and banking – misses the experience both from the
world of production and from the ‘own money’ perspective.
To the Polanyan perspective of countermovements, this chapter first
adds the complementary perspectives of Harold Innis (1894–1952) and
Thorstein Veblen (1857–1929). This is followed by brief accounts of
the lives and careers of Eccles and Draghi. Then follows an attempt to
analyze the political origins of Southern European monetary ‘irresponsibility’. Then the chapter moves on to analyze the effects of the high
inflation in Italy of the 1970s and 1980s – the fate so dreaded by the
EU – from Draghi’s perspective in the financial sector and my own from
the world of production in the same country during the same period. We
find in spite of the high inflation – or rather due to the relative pricing
of capital and labor – ‘irresponsible Italy’ in the 1970s and 1980s actually experienced a higher growth of real wages and industrial production
than did ‘responsible Germany’.
The chapter closes with a brief discussion of the quote from Polanyi
that opens the chapter. The quote states the fact that in the 1930s –
along the whole political axis from communism via Rooseveltian New
Deal to the fascists – there was a distrust of laissez-faire, including the
need to control the financial sector. Today, the whole political axis from
the European right to the European left leans almost exclusively on
more than one generation of neoclassical economics. In this theory, the
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financial sector – and with it financial crisis – are absent. What ‘everybody’ understood in the 1930s, very few understand now.
15.1 Countermovements: adding the perspectives of Thorstein
Veblen and Harold Innis
I have argued elsewhere that economic thought is cyclical,3 theory itself
being subject to a Polanyian ‘double movement’. Historically, theories at
high levels of abstraction which eliminate all frictions and differences in
the economy – almost by definition producing arguments favoring laissez-faire – alternate with less abstract theories that highlight the factors
that the very abstract theories leave out. In other words, economics oscillates between what Thorstein Veblen called esoteric knowledge – abstract
and prestigious but fairly useless for solving practical problems – and
pragmatic and exoteric knowledge – based on facts and experience, which
carries little prestige. In a Veblenian perspective the present-day ‘surprising
non-death of neoliberalism’ – as one book title puts it – is due to the
‘stickiness’ of esoteric theories, strongly reinforced by the vested interests
of capital investing heavily in maintaining the domination of esoteric
theory, where financial crisis cannot happen. Regardless of their political
inclination, neoclassical economists therefore tend to become useful tools
in the service of the financial sector. A well-known Norwegian economist
recently argued that economists were as much to be blamed for the financial crisis as medical doctors were to be blamed for bacteria.
Canadian economist Harold Innis suggests that scientific fashions of
what Veblen called esoteric and exoteric knowledge follow a pattern, and in
his scheme it becomes clear that scientific fashions may be driven by what
Veblen dubbed ‘vested interests’. I would argue that sectors of the economy
may actually be collecting rents from irrelevant economic theories, as the
financial sector now does due to the failure of mainstream economics to
model the tensions between the financial and the real sectors in a relevant
way. Without reference to Veblen, Innis sees that abstract science, communicated in Latin, gets more and more abstract, monopolizes knowledge
and enters into alliances with the political elites (with Veblen’s vested
interests).4 Today’s Latin would be mathematics, and today a de facto alliance exists between mainstream (neoclassical) economics and the financial sector. This alliance comes to an end only when a sufficient number of
people speaking the vernacular (that is, not Latin or mathematics) understand that alliance between the politicians and the high priests of knowledge. This would – in Polanyi’s language – trigger the countermovement.
A fascinating aspect of Innis’ vision of the cyclicality of science is that
he sees Western civilization again and again being saved by knowledge
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that for a time only survives in the periphery, in near-defunct theoretical paradigms. To take an example from today’s financial crisis: US
economist Minsky (1919–96) was for a long time a lonely voice when he
claimed that ‘it’ – a severe financial crisis – could happen again. As Innis
would have predicted, Minsky’s exoteric economics only survived in the
academic periphery: at Jan Kregel’s intellectual homes, the University of
Missouri, Kansas City, the Levy Economics Institute of Bard College in
New York State and – more recently – Tallinn University of Technology.
Here, the vernacular of experience-based economics is spoken.5
The Innis pattern of scientific cyclicality has a parallel in Minsky’s
‘destabilizing stability’, one of the mechanisms that lead up to a financial crisis. As economic booms and good times last for long periods,
bank routines become less and less cautious, until one day the loans that
should not have been granted default in large numbers and return with
a vengeance producing economic crises that could not be foreseen by
the tools employed by the mainstream of the profession. In the case of
economic theory this destabilizing stability is expressed when, in good
times, theory gets more and more abstract assuming away more and
more of the factors that are important in real-life economics. Starting in
1848, Ricardian economics, with the absence of a financial sector, slowly
gave way to theories which explicitly included a financial sector. This
happened along the whole political axis, from Marx to the left via social
democrat Rudolf Hilferding to Keynes and Schumpeter more to the right.
With the return of Ricardo-based neoclassical economics, the important
distinction between the real economy and the financial sector – rendered
in Figure 15.1 – had been assumed away from the theoretical edifice.

The real economy
“Güterwelt”

”Black
Box”
Production
of goods
and services

Figure 15.1

The circular flow of economics

Financial economy
“Rechenpfennige”

Money/capital
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Veblen completes the picture of double movements by adding the
theoretical level of abstraction of a theory as an important variable. The
movement toward the common good needs a theory at a lower level
of abstraction, an exoteric theory that accounts for more factors than
does esoteric theory such as neoclassical and mainstream economics.
Just as the hunger in Paris which started the French Revolution could
not happen in theory – this impossibility was clearly pointed out by the
Physiocrats6– a financial crisis could not happen in a theory that did not
sufficiently account for the basic dichotomy between the financial and
the real economic sector as that expressed in Figure 15.1.
15.2 Crisis: Mario Draghi and the failing countermovement
based on finance
You can therefore rest assured that I am personally and not only
professionally committed to delivering price stability
Draghi 2012
Whereas Adam Smith and David Ricardo disregard the important distinction between the real economy and the financial sector, this distinction
is of course an old subject in the continental European economic tradition. The distinction hails back to biblical times and to 14th century
philosopher Nicholas Oresme, and – as is being rediscovered – frictions
between the financial and real sectors of the economy were important in
the context and teachings of Martin Luther.7 As just mentioned, closer
to our days, economists from the far left to the far right all agreed on the
importance of this distinction. But, founded on principles and priorities
of the 1991 Maastricht criteria, EU economic policy is, at the moment –
until his term expires on October 31, 2019 – in the hands of Italian
economist and former Goldman Sachs banker Mario Draghi with one
single mandate: to control inflation.
In the Spiegel interview with Draghi, quoted above, the head of the
ECB confesses to having personal interests in the matter of inflation.
The interview runs like this:
Spiegel: At the start of the Monetary Union, Germans were promised
that the ECB would behave like a second Bundesbank, the country’s central bank. Many people here now speak of a new Banca
d’Italia, which tolerated double-figure inflation rates in the 1970s.
Draghi: I consider such accusations, to put it mildly, inelegant. For
two reasons: in the 1970s, the Banca d’Italia was not independent.
Today, the situation is completely different. But there is also a
personal reason. Because of inflation, my family lost a large part
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of its savings at that time. You can therefore rest assured that I am
personally and not only professionally committed to delivering
price stability.8
At the age of 15 – in 1963 – being the eldest of three siblings, Mario
Draghi lost his father and shortly after also his mother.9 He became the
head of the family that included his sister Andreina, now an art historian who made important Medieval discoveries in Rome, and Marcello,
today a businessman.
The early 1960s was the period when real interest rates in Italy briefly
became negative (Figure 15.2) and later – during the 1970s – it is clear
how the inflation rate would eat away at the capital invested in treasury
bonds (Buoni del Tesoro or BOT) which would be the traditional safe
investment vehicle in Italy (the data used in Figure 15.2). In some years,
the annual loss would be as much as 15%. The decline of the traditional treasury bonds (BOT) as a preferred investment vehicle pushed
the Italians into markets demanding more financial sophistication,
like shares and bonds. This would lead to Ponzi schemes and financial
fraud – like Parmalat and Cirio – and Draghi’s enemies in Italy would
make him partially responsible for the loss suffered by small investors.
Looking at Figure 15.2, it is easy to understand how the young orphan
Draghi came to hate the inflation that was eating away at the capital
belonging to him and to his siblings.
In 1970, at the age of 23, Mario Draghi graduated from the University
of Rome La Sapienza, where he had studied under Federico Caffè, a wellknown Italian economist. The year after – on a stiflingly hot summer
day in 1971 in Rome – Draghi, for the first time, showed the determination which would create an impressive career. At Palazzo Koch, which
houses Banca d’Italia – the Italian National Bank – the bank’s governor,
Guido Carli, was receiving Franco Modigliani, a Massachusetts Institute
of Technology (MIT) professor, who was very influential in Italy and who
would later receive the Nobel Memorial Prize in economics. Outside the
door, a young graduate was engaging in small talk with the governor’s
staff. It was Draghi who wanted to speak to Modigliani, whom he had
never met before. The bank staff tried to talk him out of the idea, but
Draghi walked up to Modigliani as he left Carli’s office, and without
hesitation asked him to be admitted as a PhD student at MIT.
‘You have absolutely no chance’ was the dry first response from the
MIT professor. As Modigliani’s wife, Serena, would recall many years
later, ‘not only was the deadline for admission long past, but Mario did
not even have the tuition money’. But to his first line, Modigliani added
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something: ‘You don’t have a chance unless we can change that stupid
law’. The law referred to was one that prevented Italian students from
the use of education grants to study abroad. They managed and Draghi
went to study at MIT.
Five years later, in 1976, Draghi completed his PhD at MIT with a thesis
entitled Essays on economic theory and applications.10 Draghi’s thesis – with
a heavy overload of mathematics partly attempting to ‘prove wrong’
what intuitively is right – clearly qualifies to Veblen’s description of
esoteric knowledge: highly prestigious but practically useless. If Draghi
had kept the promise to his professor, Federico Caffè – that his only
ambition was to become a university professor – the damage would have
been considerable less than it proved to be.
Only two years after having been appointed to the Chair of
International Economics at the University of Florence, in 1983, we find
Draghi as counselor to the Italian Ministry of Treasury. At the age of 37,
in 1984, we find him as executive director at the World Bank, where he
remained until 1990. From 1991 to 2001, Draghi worked as a General
Director of the Italian Treasury.
In this position, wielding his power and without much discussion,
Draghi supervised the sell-off of most of the Italian public sector companies – the industrial holding company IRI, the telephone company SIP
Telecom, the electricity company ENEL and a large number of banks –
and then moved on to the private sector and became vice chairman and
managing director of Goldman Sachs from 2002 to 2005.
In 1992, before starting the massive sell-off of the Italian public sector,
Draghi had met the top brass of the international finance community
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onboard the royal yacht of Queen Elizabeth II. It is in the combination with high finance11 that Draghi’s esoteric knowledge becomes so
damaging to the real economy. Selling out the Italian public sector
which – particularly the holding company IRI (The National Industrial
Reconstruction Company) – had served the reconstruction of Italy
after World War II extremely well, Draghi’s meeting with high finance
started a political turmoil where Draghi was accused of being a well-paid
crony in charge of selling off Italian assets to foreign bankers. In 2008,
Francesco Cossiga – Christian Democrat, former Prime Minister and
Former President of Italy – accused Draghi of being an evil speculator
(vile affarista)12 and rejected the idea that Draghi had a future in Italian
politics because he would ‘sell off everything to his American friends’.
With the rest of Europe having scant knowledge of Draghi’s previous
track record, in 2011 he was elected President of the ECB with a term
running from November 1, 2011 to October 31, 2019. As announced on the
bank’s webpage, ‘The ECB is the central bank for Europe’s single currency,
the Euro. The ECB’s main task is to maintain the Euro’s purchasing power
and thus price stability in the Euro area. The Euro area comprises the
eighteen EU countries that have introduced the Euro since 1999.’
This mandate is based on the treaty negotiated in Maastricht in
December 1991, where the monetary stability was the basis for the
criteria to join the Euro. This narrow focus on monetary issues rather
than a balanced view, also including employment and GDP levels,
created the foundation on which the present EU crisis rests. On his
way back from that 1991 Maastricht meeting, then German Chancellor
Helmut Kohl decided that as many countries as possible should join
the Euro. Draghi – with his abhorrence of inflation and his newfound
background in high finance – was the ideal person to carry through the
perhaps politically well-meaning but in the end economically disastrous
visions of Helmut Kohl. Perhaps Germany wanted to ‘make good again’
the disasters of World War I and World War II, but the country is presently ending up as a form of parasite riding high on an undervalued
Deutsche Mark and – to different degrees – overvalued currencies in the
rest of the Euro countries.13
Interestingly enough, Draghi himself has issued a written warning against
monetary power coming into the hands of the wrong people, writing
‘The currency ... is one of those precious institutions which may
become malignant if used to the advantage of organized groups’.14
This is an exact description of what happened to the Euro in the hands of
Draghi: the currency is used to the advantage of the financial sector – of
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high finance – in the disfavor of the real economy, where the German fear
of inflation and obvious benefit from the present situation are used to
increase the power of the financial sector.
15.3 Crisis: Marriner Eccles and the countermovement
based on production
The unifying idea ... in the account is to state by illustration how democratic capitalism can avoid the evils of boom and depression, which, if
unchecked, can destroy the political and economic freedom we value
Eccles.
In contrast to Draghi’s difficult youth, Eccles (1890–1977) – who headed
the US Federal Reserve during the pivotal years from 1934 to 1948 – came
from a successful economic background as the son of a very wealthy
businessman. What they have in common – also with so many other
entrepreneurial men – is that they lost their fathers relatively early:
Draghi at 15, Eccles at 22. Given their different backgrounds, one could
have suspected Draghi to show compassion for the social suffering of the
poor during a financial crisis and Eccles not to. The opposite happened.
From Eccles’ biography it becomes clear why.15
Eccles, the long-term chairman of the Fed, uses the first chapter of his
499 page biography Beckoning Frontiers. Public and Personal Recollections
(1951) to tell the story of his father David Eccles (1849–1912) and his
road from the slums of Glasgow to great wealth in the United States as a
Mormon in Utah. Already in the first paragraph on the first page, Eccles
sets the scene for his own thinking about capitalism: ‘David Eccles, my
father, was born in Glasgow, Scotland, in 1849, seventy-four years after
Adam Smith published The Wealth of Nations. English political economy,
shaped in imitation of what Smith wrote, had by this time produced
the conditions Dickens used as a backdrop for his novels, and Marx and
Engels used for their Communist Manifesto. That is to say, it was a political
economy whose base was formed by a dense mass of slum dwellers.’
The setting is clear: ideas based on the principles of Adam Smith –
imitations of what Smith wrote – had led to a world of massive slums.
Eccles’ work at the Fed can be seen as one unified effort to prevent the
United States from sliding into the conditions that his father and so
many of his fellow Americans had left Europe in order to leave behind.
Using the Polanyian term which starts out this chapter, Eccles
described Charles Dickens’ accounts of human suffering and Marx’ and
Engels’ Communist Manifesto as countermovements against the evils
of capitalism. Eccles’ own work was to represent a theoretical countermovement in what I have called ‘civilizing capitalism’, which gathered
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momentum in the United States starting in the 1890s.16 It is this countermovement that seems to be seriously lagging in today’s context.
Not that Eccles disregards Herbert Spencer and the doctrines of social
Darwinism that had dominated the US, he specifically refers to them:
‘As between half-brothers, we had tested ourselves by the nineteenthcentury doctrine of the survival of the fittest and I had survived’.17
In the chapter entitled The Pit, Eccles recalls his feelings in 1930, one
year into the depression. Faced with the responsibilities toward family,
friends and the community at large, all of whom saw to him as a leader
and who all expected him to find a way out of the pit. He describes how
he at times felt ‘the whole depression was a personal affront’.18
He heard grass-root talk that the government ought to do something.
‘But why the government? ... Is it not the sum of all individuals?’ he
writes and then continues:
Or, granting there is a difference, what specifically should the government do?
For instance:
What should be done in a situation where the dollar was so painfully
sound when measured by its power to buy goods and services that
when prices fell and unemployment increased, the dollar somehow
got ‘sounder’?
What was to be done in a situation such as I faced in our lumber mills,
where we would operate at a loss even if men worked without pay?
What was to be done by our banks when loans on our homes, farms,
livestock, and securities or to business and industrial enterprises could
not be paid because values had drastically declined?
What was to be done when the pressure on the banks to ‘get liquid’ so
as to meet depositor claims caused a situation where the liquidation
of debts made it impossible to pay off debts?
What was to be done when men on farms and in the cities, who
needed each other’s goods, were stranded on opposite river banks
without the consumer purchasing power by which they could navigate a crossing for trading?
These were not academic questions. They were intimately connected
with day-to-day dangers, and particularly the danger of a sudden run
on the banks. It didn’t matter where the run started. A weak bank that
closed its doors could create community tensions of a sort that could
close the doors of sound banks as well.19
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Admittedly with the clarification that comes with writing many years
later, Marriner Eccles sees the cumulative causations and maelstroms
of a depression. Later in the book, he specifically stresses that – in spite
of having been called a Keynesian – his ideas were homegrown. When
he arrived in Washington in late October 1933, starting his career
there, Eccles muses, ‘the concepts I formulated, which have been called
“Keynesian”, were not abstracted from his books, which I have never
read. My conceptions were based on naked-eye observation and experience in the intermountain region. Moreover, I have never read Keyne’s
(sic) writings except in small extracts up to this day’.
It was the initiative of Rexford Tugwell – the ‘Red Rex’ of the New Deal –
that brought Eccles to Washington in 1933. Eccles, by the way, does not
show much enthusiasm for the politically radical Tugwell. But clearly the
common sense approach from Utah Mormon Eccles – with an extremely
successful track record both morally and in banking and industry – hit
home with the New Dealers surrounding President Roosevelt. Eccles
went back to Utah, but just over a month later he received a telegram
from Washington, instigated by the new Secretary of the Treasury, Henry
Morgenthau, Jr., urging him to return to Washington. Having been
hired by Morgenthau as his special assistant to deal with monetary and
credit matters, Eccles moved to Washington in February 1934. In August,
Morgenthau suggested him to the president as the new Governor of the
Federal Reserve and, on November 10, President Roosevelt announced
his appointment as Governor of the Federal Reserve.
A dark horse from the provinces was bound to meet opposition in
Washington. In order to win the confidence of the business community,
the White House issued a statement with a thumbnail sketch of Eccles’
business holdings and banking concessions, written as though it were
a stockholders’ report. This unique appendix to a presidential appointment, explains Eccles, ‘was designed to offset the charge then current
that every official of the New Deal was a crackpot and a visionary,
unqualified to hold public office because he had never met a payroll’.20
Eccles had met payrolls, large ones, and his banks had come through the
depression years without a loss to its depositors. This was a perfect case
of business experience with high morals and ideals meeting idealistic
bureaucrats and politicians who did not have the experience but shared
the goal of a common good.
Before appointing him, Roosevelt made the difficult time ahead clear
to Eccles, commenting, ‘Gossip has gotten around about my considering appointing you the new Governor. It is only fair that you should
know what formidable opposition has developed as a result. However,
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I don’t give a damn. That opposition is coming from the boys I am not
following’. To which Eccles replied, ‘Well, Mr. President, if you don’t
give a damn, I don’t see why I should’.21
The most frequent quote from Eccles, also used on Wikipedia, is:
As mass production has to be accompanied by mass consumption,
mass consumption, in turn, implies a distribution of wealth ... to
provide men with buying power. ... Instead of achieving that kind
of distribution, a giant suction pump had by 1929–30 drawn into a
few hands an increasing portion of currently produced wealth. ... The
other fellows could stay in the game only by borrowing. When their
credit ran out, the game stopped.
Eccles was a key person in the successful working of the New Deal.
Contrary to today’s advocates of austerity, Eccles understood – as every
businessman should – that production required demand. This is the
same intuitive understanding that Henry Ford had 15 years before the
1929 crash, when he introduced the famous five-dollar-a-day wage;
increasing productivity, in his plans, required higher wages in order for
a sufficient increase in demand to meet the higher productivity. This is
the intuition that today has been killed off by supply-side economics
and neoclassical economics, which is based on what Schumpeter once
called ‘the pedestrian view that it is the accumulation of capital per se
that propels the capitalist engine’.22
15.4 The origins of Southern European ‘Irresponsibility’ and
inflation
In what is also a personal vendetta against inflation, Draghi – ostensibly in the interest of all Europeans – has sealed the escape valve that
once saved the world of production in many Latin American countries
from the excesses of finance: sovereign default. This becomes clear when
one looks at previous inflationary periods in many Latin American
countries.
I once had a professor in Latin American economic history – Tom
Davis at Cornell – who distinguished between three types of inflation: in
addition to the traditional cost-push and demand-pull he added democratic
overspending (which of course would feed the two former mechanisms).
His third type of inflation, he emphasized, was a sign of democracy, but
of a democracy under stress. Democracies were overspending to live up
to their promises and achieve more than they were able to created inflation, dictators had no such problems.
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Davis was essentially right. Hyperinflation was first observed in the
most democratic countries in Latin America, in Chile and in Costa Rica,
often created through government spending with an urban, middle
class and pro-industrial bias. Coupled with land reform – for a long time
supported by the United States – the democratic overspending may be
seen as part of a Cold War context where ‘modernization’ and increased
wealth were to stop communist advances in Latin America, just as the
Marshall Plan had so successfully done in Europe. As in Europe, the
free trade was sacrificed in the name of industrialization and increasing
wages and living standards. Latin American dictatorships like those of
Paraguay under Stroessner or Haiti under Duvalier did not have inflation,
but stable exchange rates.23 Neither did they have any industrialization.
It is in this perspective we need to understand the ‘irresponsibility’ of
the Southern EU periphery, and the origins of the inflation that decimated the savings of the Draghi family, an inflation which Draghi –
until October 31, 2019 – has as his sole mandate to prevent.
Decades of terrorism both from the right and from the left dominated
Italian politics during the period Italians call gli anni di piombo or the
‘years of lead (leaden years)’.24 Highlights of this terrorism were the
killing of Prime Minister Aldo Moro by the left in 1978 and the 1980
massacre at the Bologna railway station by right-wing political forces.
Under these circumstances – much like in Latin America – social peace
could be achieved only through compromises that necessarily would
produce increased inflation. The government made more commitments
than could be met with domestic resources, given the constraints of the
then ruling Exchange Rate Mechanism. Inflation was, in a real sense, the
price of democracy and peace.
Before the Economic and Monetary Union (EMU) was converted into
the straightjacket enforced by the Euro – the ‘irresponsible’ inflationary
systems in Southern Europe took on the same logic as in Latin American
democracies: inflationary budget spending led to falling exchange rates and
to depreciation.25 In Europe, this took place within the ERM. In this way,
international competitiveness of the real economy was saved. Government
debt also tended to be issued in local currency, so government debt was
devalued with the currency. Figure 15.3 shows the developments of the
price levels in ‘responsible Germany’ and ‘irresponsible Italy’ starting in
the late 1950s. It is shown how the United States – where the Federal
Reserve from 1970 to 1978 was under the leadership of Arthur F. Burns –
on the whole followed a middle path between Italy and Germany.
As they would normally evolve, these mechanisms would lead to a
default on debt in foreign currency, so frequent devaluations and defaults
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on debt were necessary correction mechanisms in the ‘cycles of irresponsibility’. Flexible exchange rates were an integral part of keeping the
system going. Introducing the Euro – that is, a fixed exchange rate – had
the effect of completely sealing the safety valve in the system. In the EU
periphery, the choice is now either to force down real wages further, which
will cause more migration, or devaluation and sovereign default. Sooner
or later ‘something’s gotta give’, either the population or the exchange
rate. In other words, either people would have to leave the EU countries
where the fixed exchange rate and the overvalued currency destroyed the
competitiveness of the real economy – as more than 20% of the Latvian
population has done – or the exchange rate has to be changed.
My colleague Rainer Kattel and I, in several papers,26 have argued that
the core of the problem of the EU lies in the asymmetrical form of integration – instant integration between non-equals – which started with
the triumphalism of the 1990s, after the fall of the Berlin Wall. As we
see it, such asymmetrical processes of integration created huge structural imbalances within the EU, which for almost a decade were offset
by the convergence of interest rates resulting from a common currency.
This convergence produced declining interest rates in Southern and
Eastern Europe as well as in Ireland and fueled public and private asset
bubbles, growing demand for imports of goods and services from the
core European economies, chiefly Germany.27 However, with the highly
peculiar financial structure of the Eurozone – a single currency but
segmented sovereign and private capital markets, no uniform-deposit
guarantee scheme and the absence of a real lender of last resort – as
well as with a highly uneven national economic restructuring in terms
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of presence or lack of Schumpeterian dynamics, such imbalances were
bound to lead to huge problems as the union essentially became a mix
of a Ponzi scheme (sustaining private sector income growth by increased
borrowing) and beggar-thy-neighbor policy, in the form of German wage
constraints throughout the 2000s.
The internal dynamics of Europe is in some ways a microcosm of the
same type of problems confronting the entire global economy governed
by the WTO rulebook and, perhaps even more importantly, bilateral
free trade agreements: the key problem of uneven development in
the productive structure, especially in the de-industrialized or non-industrialized peripheries, is marginally – if at all – addressed in the EU.
Similarly to the European situation, flaws in the productive structure
are temporarily ‘offset’ by financial inflows and/or asset bubbles, engendering Ponzi-scheme-like dynamics where further growth relies on
continuing inflow of foreign savings.28 The poorly developed industrial
structure in respective peripheries fails to create the necessary demand
that would create a high value added service sector. Economic problems
in the peripheries are solved by the migration of labor, rather than by
addressing their structural and financial requirements for development.
Contrary to mainstream discourse in economic integration that predicts
a convergence toward ‘factor-price equalization’, asymmetrical integration may lead to ‘factor-price polarization’ – that is, increasing gaps in
real wages and growing inequality.
The logical sequence of overspending, devaluation and in the end
sovereign default was first challenged in Argentina in the 1990s until
the devaluation of 2002. In an attempt to keep the peso-dollar exchange
rate at one to one, real wages in Argentina – from peak to trough – fell
by 40%. Industry slowly died out and Argentina saw a primitivization
of the real economy,29 in the suburbs of Buenos Aires horses and mules
reconquered roads where there were once cars, and social problems were
rampant. In Celso Furtado’s terms, Argentina’s overvalued currency
caused a breakdown in the capacity to import.
The EU, under the direction of Draghi, seems determined to lead
the European periphery down the same path as Argentina. Italian and
French press has started to flag the Nobel Economics Laureates who
agreed that the Euro is a folly, and as of January 14 the number has
reached seven.30 As in any Ponzi scheme, the default in some form will
eventually have to come anyway, the question is how much damage and
human suffering will be caused before default is admitted.
To the folly of the Euro another folly was added: the International
Monetary Fund’s (IMF) total underestimation of the multiplier effect from
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austerity, of reducing government spending. This second folly has been
admitted by the IMF: seemingly the low multiplier estimate was set by
ideology rather than by science.31 This is indeed the problem of neoclassical economics, which – regardless of the intentions of those employing
the theory as a tool – in effect is mathematized neoliberal ideology. As
Kregel once put it, ‘What we see is not an alternative economic theory,
what we see is repenting neoclassical economists’. That economists are
sorry for the damage caused by employing their theories will, of course,
not bring us any further.
15.5 Why the inflation that scares Draghi so much actually
was a blessing for the Italian real economy
Being two years younger than Draghi, I spent much of the 1970s
and 1980s in Italy building up and running my own industrial plant
producing color cards – that is, color sampling material – for the paint
and automotive industries. Thus, I experienced first-hand the apparently ‘irresponsible’ inflationary process from the point of view of an
actor in the real economy. In this section I look at the development of
Italian industry in these turbulent years – the years which decimated the
capital of young Draghi – from the point of view of technology: what
the crisis did to the technology level and real wages.
As can be observed in Figure 15.4, the inflation rate in irresponsible
Italy was very much higher – up to almost 25% – than in Germany,
where the maximum level reached was below 8%.32 Figure 15.4 again
includes data for the United States, which in terms of inflation represented an intermediate case between Germany and Italy.
In August 1971, the convertibility of the dollar into gold was
suspended, hailing the coming of inflationary spirals that were also
nourished by an inflow of petrodollar. At the time, as an economics
student at the University of St. Gallen, I was put in charge of the project
building a factory and preparing for production in Bergamo in Northern
Italy, about 350 kilometers across the Alps. The factory was employing
a different technology – originally bought from a Chicago company –
from that which at the time dominated in Europe and dominated exclusively in Italy. I was supervising the project for a Norwegian company
where my family had shares, but as time progressed – until I sold out in
1991 – I found myself running the plant as its sole owner. My experience
with the real economy of Italy during the years of ‘irresponsibly high
inflation’ is therefore very close and hands-on.
From a traditional point of view the overall picture looked far from
responsible. But I soon found that it also brought some advantages. For
example, the currency risk was always in my favor. I could put in bids for
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international orders in foreign currency – no one wanted prices in lira –
and invariably when the job had been done, a few months or even a year
or two later, my company could cash in on agio, when payments arrived
we always received more in lira than what my original cost estimate in lira
had been. In England – where ICI was one of our customers – I was helped
by Margaret Thatcher’s creed that a strong nation needed a strong currency.
In some segments of the color card business, the appreciation of the pound
vs. the lira almost drove my English competitors out of business.
The negative side of the positive currency effect was of course that my
costs producing in Italy were rising in local currency. Through the infamous scala mobile – the ‘escalator’ – Italian wages were indexed to the CPI.
The political agreement around this was a result of the Cold War tensions
between the political right and left in Italy. Initially, I, too, thought this
was just an irresponsible inflation-creating machine, but then I started
thinking about what incentives the situation created for me as a businessman and I had to reconsider. The key to the incentive-system that
inflation created for Italian industrialists is found in Figure 15.1.
When my company became operative late in 1972, the real interest
was plummeting and was very soon into extremely negative territory,
soon hitting minus 15%. My wage costs as well as the general prize
level were rising sharply while the cost of capital was hugely negative.
As with other Italian industrial companies, I found myself frenetically
buying machinery in order to use labor more efficiently. Whole operations, which until then in this business, as by some natural law, had
had to be done manually were now mechanized. This coincided with an
impressive growth of the Italian machine industry. I found many of my
specialized machine producers in The Third Italy, in the Emilia Romagna
region.
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With inflation, the mortgage on my factory building continuously
shrank as a percentage of the market value, and the building could in addition serve as collateral for the purchase of more machinery. In addition –
seen from my point of view in Northern Italy – the otherwise not very
creative central government in Rome contributed to the technological
development unleashed by highly negative interest rates and increasing
wages. The Italian government introduced subsidies of 30% to companies
that invested in machinery based on modern electronic technology.
Figure 15.2 compares the irresponsible inflation rate in Italy with the
very responsible policy of the Germans. Figure 15.5, however, shows
that in terms of increasing real wages, Italy consistently produced higher
wage increases than did Germany both during the 1970s, the 1980s and
the 1990s. Not until the 2000s did Germany do better than Italy in terms
of real wage growth.
It may of course be argued that the Italian boom had an element of
catching-up with German industry. My point is that – from my point of
view as a former Italian industrialist – this catching-up was only made
possible by the cost of capital being very cheap – in many years negative – and the price of labor correspondingly expensive.
This point – the role of high wages as a determinant for increased
productivity – is not frequently mentioned. However, during the Great
Depression, a booklet was produced at the University of Heidelberg
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with the title The Economic Importance of High Wages (Die wirtschaftliche
Bedeutung hoher Löhne). This booklet makes this rather obvious but often
neglected point:
The consumer- and producer-interests of the worker: In economic
life an apparently unbridgeable conflict of interests exists between
producer and consumer. This is because the producer wishes to
achieve as high prices as possible, while the consumer is interested in
as low prices as possible.
This conflict of interest is, however, considerably reduced through a
broad “personal union” (Personalunion) of producers and consumers.
In fact the pure consumer does not exist (except marginal exception),
nor does the pure producer. Every producer must consume and every
consumer is – in the long or the short term, and in one way or the
other – connected with the progress of production.33
An unintended byproduct of the ‘irresponsible’ wage policies in Italy
during the tumultuous 1970s and 1980s – when my small industrial
company grew about 30% annually in local currency – was a national
Italian policy that addressed the incarnation of the two roles of any
person, that of the consumer and that of the producer, to the benefit to
both and to society at large.
The ‘end-of-history’ Zeitgeist that characterized the Western world
after the fall of the Berlin Wall, also dominated the Maastricht Treaty
which was written in late 1991. With the death of communism the
only threat to Europe was seemingly defined as being inflation, and the
Maastricht criteria for responsible behavior for nation-states focused
virtually exclusively on factors that would determine inflation. In other
words, on factors that would prevent European societies from overheating into inflation in good periods in a business cycle. Naturally –
under the opposite conditions of a business slump – these Maastricht
criteria would do nothing to improve the situation. They were criteria
only made for ‘good weather’. On the other hand – as we now see – in
the hands of Draghi as a representative of Polanyi’s haute finance – the
logic behind the Maastricht criteria is used to convert the financial sector
from a symbiotic partner to the real economy into a parasite reducing
the size of the real economy.34
Within that framework, the ‘irresponsible’ politicians who produced
what – from the point of view of the real economy – could be seen as an
Italian Wirtschaftswunder were removed from any control of monetary
policy. The bankers’ boys – Mario Monti and Mario Draghi – were put
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in charge. With the same single-minded focus on preventing inflation,
Draghi was elected for an eight-year period, from 2011 to 2019. It is
tempting to compare the length of Draghi’s term as a de facto monetary
dictator to the terms of elected officials in the early Italian city states.
Officials of the signoría of Florence were elected for two months, citizens
elected to Venice’ Council of Ten (Consiglio dei Dieci) were elected for six
months at a time.
Not only has Draghi been elected dictator for too long a time with
the wrong mandate for the context Europe is in, there are also serious
problems with the present-day innovation policy of the EU. Innovation
tends to be seen as context-free cure-all, oblivious to the kind of mechanisms that brought so much innovation to Italy in spite of – or because
of – the ‘irresponsible’ inflation.35
15.6 Beyond right and left: why is it that what ‘everybody’
understood in the 1930s is hardly understood anywhere now?
As Polanyi points out in the quote that heads this chapter, what communism, fascism and the New Deal had in common was a distrust of laissezfaire. Virtually the whole political spectrum of the 1930s was united in
two beliefs that separate them from today’s mainstream: (1) an understanding of the need to control the financial sector and (2) the need for
an active industrial policy. An important question to ask during this
financial crisis seems to me to be why the need to control the financial sector – once agreed by ‘all’ – now no longer came to be seen as
important. Here, it seems to me, is where we find the explanation for
the missing countermovement promoting the common weal against the
interests of high finance.
A main reason explaining the lack of countermovement is clearly the
absence of a financial sector in English economics from Adam Smith to
David Ricardo, on which neoclassical economics essentially builds. This
theory provides a blind spot in terms of understanding how the financial economy instead of working in symbiosis with the real economy
starts acting like a parasite. The intellectual high ground continues to be
held by esoteric, prestigious, but practically irrelevant, theories and the
providers of these theories. The esoteric knowledge of the Mario Draghis
of this world dominates, and there is no room for the likes of Marriner
Eccles, whose exoteric (practical) knowledge (Phronesis) combined
a deep practical understanding of both banking and industry with a
genuine desire to improve the lot of his fellow men. Esoteric knowledge and ‘evil speculators’ – as a former President of Italy characterized
Draghi – are in, while practical knowledge and idealism are out. This
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is the difference in Zeitgeist between the Great Depression and now,
which is referred to in the introduction to this chapter.
Another reason, I would argue, is the inability of Europe to clean up
in the chamber of horrors of the 1930s and early 1940s. History now
tells us that the ‘bad guys’ – the communists and the fascists/Nazi – lost
while the ‘good guys’ won. Lost is the dimension that the good guys
who won in the US – the New Dealers – shared a common element with
the bad guys: they understood both the need to control the financial
sector and the need to build industry. This also explains why the ‘bad
guys’ to the right and left – fascism and communism – for such a long
time managed to deliver high growth in the real economy. Having lost
both the understanding of the need for a manufacturing sector and the
need to control the financial sector – key elements of New Deal policies
on both sides of the Atlantic – the West is now losing out to Asia, which
has understood both.
The importance of the ugly European past only became obvious to
me in the summer of 2008, when I was invited by the international
movement Attac to speak at their summer school at the University of
Saarbrücken in Germany. I was asked what I would like to talk about,
and my reply was that I would like to talk about the relationship
between the financial economy and the real economy. The immediate
reply from Attac Germany was that in no way could I speak about this
subject because it was anti-Semitic.
This reaction was logical only from a German point of view. There
used to be a distinction between normal finance and what Polanyi
called haute finance. The dustcover flap of Eccles’ memoirs refers to high
finance, the direct translation of the German term Hochfinanz. However,
the term Hochfinanz and the discussion around finance achieved a taboo
status in Germany after World War II. A German colleague, a journalist
covering economic issues, explains to me that Hochfinanz was a term
he could not use due to its Nazi overtones. A German bookdealer lists
a book with the word Hochfinanz in its title as available only to bona
fide scholars because it contains Nazi propaganda. That may very well
be the case, but that in the year 2008 it was still considered taboo to
talk about the relationship between the financial economy and the real
economy – without a hint of using the word Hochfinanz – came as a
surprise. The political incorrectness that has surrounded the discussion
of high finance is one reason why financial crises – once understood
along the whole political spectrum – are so poorly understood today. In
a strange way, the horrors of Holocaust have acted to deter and delay our
understanding of the role played by the financial sector today.
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The dangers of high finance were once understood – not only in
Islamic economics as today – but all along the political axis from Marx
and Lenin on the left, to social democrat Rudolf Hilferding, to the more
conservative Schumpeter and Keynes, all the way to Hitler’s economists
on the far right. The German distinction between schaffendes Kapital
(creative capital) and raffendes Kapital (capital grabbing existing wealth)
is useful in understanding the type of money-making or ‘greed’ that is
good and bad for society at large, but unfortunately these terms were
used by persons too close to fascism.
Schumpeter’s differentiation between Güterwelt (the world of goods
and services) and Rechenpfennige (the accounting units or tokens that
inhabit the world of the financial sector) shaped Minsky’s understanding
of financial crises. He considered them as results of mismatches in the
innovation capacity of the two spheres of economy, that is, the innovative capacity of the financial sector far outstrips the ability of the real
economy to use these funds in a profitable way. In present mainstream
economics which – in contrast to virtually the whole political spectrum
of the 1930s – fails to distinguish adequately between the financial
and the real sectors, ‘the magic of the market’ may easily deteriorate
into a free ride for the financial sector to usurp the real sector of the
economy.
The financial crisis is part and parcel of the same trend of deindustrialization that now hits the West. In this respect, the present crisis in the First
World – the financial sector growing at the expense of the real economy,
accompanied by falling real wages – also has an important geographical dimension. It is the continuation of a development that started in
the Third World – in the smaller Latin American countries and partly
in Africa, in the 1970s, and hit the Second World very hard during the
1990s. Starting in 2007, ‘the chickens came home to roost’ in the sense
that the destructive influence of mainstream economics that had de-industrialized the First and Second World now hit the core of the Western
economies.36
A countermovement protecting society against the present ravages of
the financial crisis and de-industrialization would have been expected –
using different terms – by Polanyi, Veblen and Innis. It seems the
process is unfolding much more slowly than expected. It is still possible
for Draghi and his allies to save the financial sector – but not the real
economy – while pretending to save ‘the economy’. Both in Europe
and the United States, the countermovement is clearly hindered by the
fact – as Draghi himself had warned – as quoted in the second section
of this chapter – that a currency ‘is one of those precious institutions
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which may become malignant if used to the advantage of organized
groups’.
If we are to believe in the mechanism suggested by Innis, any future
tipping point is related to a mechanism of an Emperor’s New Clothes
type. A misfit between the Latin theory of the ruling class and their high
priests and reality is perceived by common people, by the Vernacular. A
simultaneous overthrow of power and of science (of the vested interests and their overly abstract Latin science) takes place after a shock to
the system. One example of this was the French Revolution, when the
free trade doctrine of the Physiocrats made it possible that more money
could be made by moving wheat out of Paris, waiting for prices to rise,
than from baking bread to feed the population of Paris. After this, the
doctrine of the Physiocrats was – for all practical purposes – dead everywhere except in the history books of economic thought. During the
French Revolution, the 1848 revolutions and the financial crisis of the
1930s, esoteric economic theories have created crises. As Innis points
out, these crises were only solved by resurrecting alternative, sometimes
near-defunct, paradigms of knowledge that were only alive in the intellectual periphery. It is in this type of tradition that we thank Jan Kregel
for working so hard.
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Part V
Financial Regulation and
Supervision

16
Can Basel III Work When Basel II
Didn’t?
Fernando J. Cardim de Carvalho

16.1

Introduction

In the 1990s, banks’ capital requirements calculated as a ratio of riskweighted-assets became the main tool of regulatory strategies designed
to ensure banking system stability. This was largely an accidental development. The first Basel Agreement, signed in 1988, established that
internationally active banks should maintain an 8% capital/risk-weighted
assets ratio, but the concerns behind the agreement were only secondarily related to financial stability.1 At the time, the regulatory structure
created in the 1930s in the United States in reaction to the banking
collapse was widely considered obsolete. Even many of those who recognized its effectiveness to support banking system stability in that country
(and elsewhere, since much of that structure was copied by many countries) accepted that times had changed and demanded new approaches
to bank regulation. Some authorities and academic economists, in fact,
went further and argued that the whole building, created mostly during
the Roosevelt years, was a mistake. Notions such as the efficient market
hypothesis or the rational expectations hypothesis were taking root in the
academic community, although not necessarily among policy- and
rule-makers. If one accepted either of those hypotheses, it was hard to
argue for the necessity of financial stability regulation. But the growing
opposition to bank and financial regulation was not confined to ideologically motivated priests in the academic community. Some opposed
the then-existing body of regulation on potentially more persuasive
grounds. Some empirically minded analysts, for instance, contested
the factual bases of arguments in favor of Glass-Steagall-like measures.
Others argued that the notion of systemic risk, which relied strongly
on the notion of contagion, was a theoretical possibility but there was
347
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no evidence of its actual importance, then or afterwards. Moreover,
measures to contain or revert contagion, such as the creation of deposit
insurance, were supposed to introduce significant distortions in the
workings of banking. Finally, theoreticians of public choice argued that
market failures were, if anything, far smaller and more self-corrective
than government failures. Regulatory capture, incentive to rent-seeking
behavior, relative price distortions, were all that financial regulators had
to show for their work.
Less radical critics, that is, those opposing regulatory methods rather
than regulation per se, were happy to embrace regulatory capital requirements such as those defined by the first Basel Agreement (hereafter Basel
I). The work of regulators should be drastically reduced and simplified
by Basel I, to the benefit of regulatees and, in fact, of the whole society.
Banks would reduce their risk exposures, increasing their resilience in the
face of adverse shocks, because it would be in their interest to do so. They
were freed from regulators’ and supervisors’ meddling in their activities, free to accept whatever risks they desired, as long as they paid the
costs of improving their defenses in the form of building higher capital.
Basel I seemed to point to the future in terms of banking regulation:
market-friendly strategies where banks kept their freedom to operate,
responding to ‘market’ prices, including those of issuing capital instruments that Basel I defined as components of regulatory capital.
Kregel (1998) offered the foundations for a critique of the Basel
strategy of privileging capital coefficients, showing that bank capital is
not only theoretically but had also been historically irrelevant. Liquidity
risks involved in deposit taking and maturity transformation were the
really important variables to determine how safe the activity was and
should be of most concern to financial regulators.
Kregel’s approach overlapped with that of Minsky’s; both authors
were deeply concerned with liquidity risks. In this chapter, I propose to
develop an evaluation of the Basel strategy based on those two authors,
with special attention given to the latest embodiment of that strategy,
Basel III. To do it, in the next section I expand the examination of the
criticism to the body of stability regulation built during the first years
of the Roosevelt administration, which led to the switch to Basel’s stress
on capital requirements.2 I also explore the weaknesses shown by the
most advanced form of the Basel strategy, known as Basel II, when the
financial crisis of 2007–08 began. The third section is dedicated to an
analysis of what took the place of Basel II, called Basel III. The section
actually begins by a summary reconstruction of the Kregel/Minsky
approach to give support to the analysis of Basel III itself. The fourth
section concludes the chapter.
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The rise of the Basel agreements

The 1980s and 1990s witnessed an intense debate about the future of
banking. Bank disintermediation was moving forward at full steam.
Capital markets were growing fast, and while bank loans were also
growing, large blocks of borrowers were turning to financing their activities through the placement of securities instead of bank borrowing.
In fact, only small and medium firms, who could not access securities
markets, still turned to banks to finance their activities. Magazines like
The Economist frequently published articles speculating about a possible
extinction of banks in a not so remote future leaving only securities
markets to channel funds from savers to investors.
Financial liberalization, both domestic and international, implemented
in the developed world since the early 1980s, was tearing down regulatory
barriers between segments of the financial system. Financial innovation,
particularly through securitization and the expansion and differentiation
of derivatives markets, was encroaching on markets traditionally reserved
to banks. Many countries were adopting (or had adopted in the past)
the universal bank model. In the United States, banks were pressing for
changes in banking regulation seen as impediments to effective reaction
to rising competitive pressures. In particular, the repeal of the 1933 GlassSteagall Act separation between commercial and investment banking
was demanded by banks, many times with the support of regulators and
supervisors themselves.3 It was alleged that US commercial banks were
doubly penalized by Glass-Steagall, since they had their hands tied by
the law both against domestic capital markets operators and non-bank
financial intermediaries (who being free from the need to comply with
banking regulation could charge less for their loans) and against foreign
banks, since most developed countries had adopted (or were adopting) the
universal bank model, which allowed their banks to combine commercial and investment banking activities. Underlying these debates was the
assumption that, if liberalization was inevitable, banks were expected
to become ‘universal’ (that is, to turn into financial supermarkets able to
supply every financial service customers demanded) or to be extinct.
Intellectual support was provided to bankers’ demands and for liberalization in general by many groups in the academic economics community. Extreme positions, influential among academics but with limited
impact on the real world of actual financial regulation, relied on the
hypotheses of efficient markets or of rational expectations to suggest that
financial regulation was at best superfluous and at worst downright
deleterious.4 In a world where market results cannot be improved by
regulatory (or other kinds of state) intervention, all one could expect
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from financial regulation was the waste of scarce resources, reducing by
definition society’s welfare.
More mainstream economists strengthened the attack on financial
regulation questioning the empirical bases on which the pro-intervention camp relied. First, researchers like Eugene White, argued initiatives
like the Glass-Steagall Act relied on a mistaken reading of the banking
crisis evidence of the early 1930s. While the dominant view then (and
afterwards) was that universal banks (as US banks were then allowed to
be) served as a transmission belt for crises in securities markets (notably
the Stock Exchange crash of 1929) to hit banking loans and the ‘real’
economy, these authors argued that there was no basis to conclude that
this was what had actually happened. In theory, one should expect the
exact opposite: universal banks should deal better with the turbulences
because their activities were diversified, which would allow them to
dilute the negative impacts of adverse shocks originated in particular
segments of the financial system.5 It was the specialized small banks that
had suffered the runs and caused panic.6
Noted specialists in the economics of banking, such as George
Kaufmann, went further. He questioned the empirical importance of
the concept of contagion, the foundation of the notion of systemic
risk and systemic crisis that justified the restrictions imposed on banks.
The concept of contagion allowed to characterize a bank crisis (and
bank runs at the time) as an externality. When a bank, an intrinsically
opaque type of institution, is unable to honor deposits, customers of
other banks will doubt the health of the other institutions, no matter
how prudent they actually are. The implication, of course, is that
there is nothing a bank can do against runs, just as it happens when
contagion of an infectious disease takes place. A person may follow
religiously all the healthiest practices known and still get sick if an
infected individual transmits a virus to him. Social rules are necessary to prevent contagion, since individual behavior is not enough to
prevent infection.
Kaufmann and Scott (2003, pp. 376–77) argued that the concept was
empirically irrelevant: ‘evidence indicates that problems at one bank or
at a group of banks do spill over to other banks in general, but almost
exclusively only to banks with the same or similar portfolio-risk exposures and subject to the same shock. There is little if any empirical
evidence that the insolvency of an individual bank directly causes the
insolvency of economically solvent banks or that bank depositors run
on economically solvent banks very often or that, when they do, they
drive these banks into insolvency’.

Can Basel III Work When Basel II Didn’t?

351

Thus, according to Kaufmann and Scott, there was no evidence of
banks closing because of runs in the 1930s that were not under risk of
insolvency to begin with. In other words, they were already sick when
they died. Preventing contagion would not save them anyway.7
Perhaps the strongest element in the overall pro-liberalization environment was, however, memory. As Minsky stressed many times, when
memories of adverse shocks fade, and they all do sooner or later, no
matter how important the shock and its consequences, institutions
created to defend against those shocks inevitably have their necessity
questioned. That was the meaning of his perhaps most famous aphorism, stability is destabilizing. According to this thesis, the very success of
the institutions created to prevent a financial crisis that could lead to a
new depression, in the long term, will lead people to ask themselves if
the costs and/or constraints imposed by these institutions are still worth
it (as we saw, some will even question if they ever were).
The result of these changes was that, by the 1980s, concerns with
the cost of financial crises had given way to concerns with the costs of
maintaining the regulatory system. Deposit insurance had all but eliminated the risk of bank runs, but two related new concerns took their
place in the minds of regulators: moral hazard, which in this case meant
the possibility that banks overexposed themselves to risk since depositors stopped caring for their asset purchase policies when they had their
deposits guaranteed; and the burden of resolving failing banks. The
central idea was that, in the absence of the market discipline imposed
by depositors, bankers worked under asymmetric incentives that led to
overexposure to risk: by investing resources collected with depositors,
banks maximized their gains when they acquired the riskiest assets. If
those assets performed, banks would pocket high spreads; if they didn’t,
the insurance fund would compensate depositors. For critics of the traditional structure of bank regulation, the failure of Continental Illinois,
in 1984, offered a vivid illustration of its risks and costs.8 Proposals to
reform deposit insurance rules abounded, culminating, in the United
States, in the partial reform of the system through the Federal Deposit
Insurance Corporation Improvement Act (FDICIA), of 1991, which
imposed a graded system of bank evaluation that was supposed to allow
regulators to act against a failing institution well before actual failure.
By the time FDICIA was passed, however, it was already the cherry on
the cake. A more fateful step had already been taken with the signing, in
1988, of the Basel Agreement, which defined minimum capital requirements for internationally active banks. Capital requirements were not a
new idea, of course. The Basel Agreement innovation was to calculate capital
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requirements as a function of credit risk exposures of banks in their asset holdings. Minimum capital/risk-weighted-assets ratios quickly became a
panacea, offering a solution to all the dilemmas surrounding stability
regulation. Paraphrasing Marx, it was Moses and his prophets.
Interestingly enough, the 1988 Basel Agreement, or Basel I, was only
secondarily concerned with banking system stability.9 Its actual target
was to regulate competition among internationally active banks, trying to
eliminate cost advantages of banks headquartered in countries imposing
low regulatory capital requirements and establishing a level playing field
in what respected regulatory costs. This is made very clear in the language
of the agreement, restricting its application to internationally active banks.
Basel I was clearly not intended to apply to domestic banking systems, not
even those of the countries actually signing the agreement.
To the obvious surprise of the authors of Basel I, the agreement was
rapidly adopted by a large number (more than one hundred and twenty,
in fact) of developed and developing countries in the early to mid-1990s.
The fundamental notion of capital requirements calculated as a ratio of
risk-weighted assets seemed to respond the most important concern of
regulators at the time: how to restore incentives for banks to reduce
their risk exposure, reducing thereby the probability of insolvency and
the costs of resolution?
In a straightforward application of the agent/principal approach,
Basel I was supposed to force bankers (in fact, equity holders rather than
bankers themselves) to share the risks to which a bank was exposed when
investing their own capital together with the resources collected with
depositors (and other buyers of the bank’s liabilities). Basel I should in
fact attack two concerns at the same time: it should induce banks to
accept lesser risks and, in the case of failure, it would reduce the cost of
resolution, since part of it would be covered by the bank’s equity.
All this, however, is hindsight. The writers of Basel I clearly didn’t
have these objectives in mind. It was estimated, when the agreement
was published, that no more than fifty very large banks, all over the
world, would actually be covered by its dispositions. The assets classes
they invested in were assumed to be largely homogeneous; in fact so
much so that the Basel Committee could summarize them in five groups
and attribute the risk coefficients that should apply to each group.
Basel I was hardly adequate to the whole banking system of any given
country, let alone all the more than one hundred countries that adopted it.
The five ‘risk buckets’ listed by Basel I cannot accurately portray the enormous heterogeneity of risks represented by assets held by all categories
of banks. Besides, only credit risks were contemplated in the agreement.
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Because of these limitations, criticism of Basel I grew to become very
strong, leading the Basel Committee to initiate discussions to extend
and revise its text. In this process, the nature of the agreement changed
dramatically, from the initial aim to establish a level playing field for
competition among internationally active (and similar in profile) banks
toward building a new approach to banking stability regulation.
In accepting the task of rewriting the rules of stability regulation
for the banking sector, the committee reflected the ruling view of the
time, already described. Although refraining from using the ideological
language of academic discourse,10 the committee’s work revising Basel I
relied on the assumption that regulators should not impose rules on regulated banks, but to induce them to behave as regulators wished. In contrast
with the heavier-handed methods of the past, banks should be allowed to
retain as much freedom to operate as possible. Efficient regulation would
act through banks’ self-interest, by subtly modifying relative prices and
costs to reflect the value society attributed to bank stability besides the
private preferences of banks for risk and return combinations.
The Basel Committee also reflected dominant opinion at the time by
assuming that safe individual banks made for safe banking systems. In
other words, Basel Agreements relied on the notion that no significant
externalities, such as contagion, were in operation in the banking sector.
Accordingly, the committee set itself to search for rules that would stimulate better banking practices, particularly with reference to risk measurement and management.
The first step in this direction was the 1996 Amendment to Basel I,
dealing with market risks.11 The significance of the amendment resided
not so much in the consideration of an additional class of risks besides
the credit risk dealt with in Basel I, but in the possibility it opened that banks
themselves could measure their risk exposure. The perspective that better risk
measurement systems could lead to lower capital requirements should
stimulate banks to improve their risk management techniques which,
the committee assumed, would make the banking system more solid.12
The notion that the role of bank regulators is to stimulate banks to
improve their risk measurement and management systems is also the core
of the major revision of Basel I, published in 2004, known as Basel II.
Basel II explicitly sought to mimic advanced bank risk measurement
practices, extending them to credit risks. The new agreement split the
banking sector into two segments: banks classified in the first group
maintained state-of-the-art risk measurement practices (identified with
the operation of Value-at-Risk models), and could use their in-house
risk measurements to calculate how much capital they should hold; the
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second group, comprising the less sophisticated banks, would have to
rely on risk estimates produced by other entities, such as credit rating
agencies, export promotion banks, etc. As successive drafts of Basel II
were made public, criticism of it intensified, from academic economists,
regulators and industry representatives. Some of these criticisms are wellknown by now: the agreement is too complex (and therefore expensive)
to implement, it imposes too many responsibilities on supervisors (pillar
2), does not give any significant role to market discipline (pillar 3), it is
heavily pro-cyclical, etc. Changes were made to the text, but all these
features were still present in the final version.
Few critics attacked the basic premises of Basel II: that systemic safety
was achievable through ensuring individual banks’ safety and that
inducing them to improve in-house risk management systems was the
way to ensure their individual safety. In fact, the emphasis on these
notions was generally praised by most critics as an important advance
in regulation technique.13
The financial crisis initiated in 2007 in the United States and spread
throughout the world in 2008 falsified all these expectations and vividly
demonstrated the inadequacy of Basel II’s most cherished principles. The
crisis showed that systemic risks could not be reduced to private risks,
since there is no possible risk strategy that can protect an institution
against contagion. It also showed that many of what banks take as risk
parameters in their individual decision-making are in fact endogenous
to the operation of the banking (or the financial) system as a whole,
reducing to practically nothing the usefulness of accepted risk management techniques in the face of a systemic crisis. This was particularly
important when dealing with a risk long neglected or underestimated
by the Basel Committee, liquidity risk.14 Perhaps less important, it also
showed, of course, that in-house risk measurement systems can be used
in a less than completely honest way. This should not be surprising: given
the potential gains represented by a reduction of capital requirements,
banks have an obvious incentive to underestimate risks when they are
allowed to produce their own risk estimates. But, as Goodhart (2009, p. 2)
has observed, ‘in good times risks appear low. Moreover, mark-to-market
accounting practices, being increasingly widely adopted, cause rising asset
prices to be translated directly into higher profits and enhanced capital’.
As soon as the depth and geographical reach of the crisis became clear,
in 2008, the newly resurrected G2015ordered the Basel Committee to
revise Basel II, even though its implementation was still incomplete
in most countries. The result was Basel III, a collection of documents
produced by the committee in the following months and amended as
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new evidence was known or new critical arguments were raised. Is Basel
III a decisive improvement over Basel II? Does it have better chances to
guarantee systemic stability than Basel II?

16.3

Basel III

To evaluate how far Basel III represents progress in relation to Basel II it is
necessary, first, to propose an analytical framework that allows the comparison. As indicated in the introduction to this chapter, the framework to be
used in this section combines elements raised by Minsky and Kregel.
16.3.1

An approach to financial fragility

We don’t need too much theory to make a comparative evaluation
of Basel III. All we need is a coherent approach to financial fragility,
and, for the purposes of this chapter, we can find one good enough in
Minsky’s model of financial fragility.
Minsky’s starting point is the notion that any economic agent, be it
a person or an entity, can be described as a balance sheet, that is, as
a combination of expected cash inflows at various dates (assets) and
contracted obligations also due at various dates (liabilities).16 The robustness of an economic unit’s balance sheet position at any given moment
of time depends on two key features: leverage (that is, the extent to
which an agent relies on third parties’ money to acquire assets) and
maturity mismatches between assets and liabilities (that is, the extent to
which the agent tries to explore gains from the difference between long
and short interest rates). Leverage allows asset-holders to increase the
return on their capital whenever the rate of return on assets is higher
than the rate of interest paid on loans. Maturity mismatches allow them
to gain from yield curve spreads when yield curves are in their ‘normal’
rising shape (that is, interest rates that increase with the maturity of the
contract). Both of them expose one to risks of illiquidity (inability to
honor obligations when they come due) and insolvency (present value
of liabilities greater than the present value of assets). Therefore, ‘[t]he
relation among the various sources and uses of cash for the various
classes of economic units determines the potential for instability of the
economy’ (Minsky 1982, p. 18).
In fact, as Minsky himself realized, insolvency and illiquidity risks
determine the financial fragility of individual economics units. To determine the degree of instability of whole economies one should also identify the mix of individual portfolio positions in the economy17 and the
financial interconnections among them.18
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Minsky argued that the most important decision a unit has to make
is how much of revenues expected to be earned through the possession
of a set of assets should be committed to the service of the liabilities
issued to allow the purchase of the said assets. Individual asset-holders
were assumed to look at their assets and liabilities in a different way:
one knows that expected revenues from assets are uncertain, but one’s
obligations, as defined in one’s liabilities, are not, since non-payment
implies sanctions. So when deciding how much to commit of one’s
future earnings to the payment of obligations, it is advisable to consider
adequate margins of safety, that is, to make some kind of provision for
the possibility that revenues may turn out to be insufficient to honor
those obligations. These margins of safety may be provided by keeping
liquid assets in the balance sheet to make up for some revenue shortfall;
by ensuring some contingent credit lines (CCL) for those same situations; the consideration of pessimistic scenarios for future revenues
when deciding how much debt to issue; by imposing ‘haircuts’ to the
value of assets accepted as collateral in lending operations;19 or other
types of precautionary behavior that may contribute to the same end,
that is, to hedge one’s portfolio choices against financial risks. All these
precautions, of course, have a cost. Keeping liquid assets in the balance
sheet implies losing revenues that could be earned if those resources were
invested in higher earning assets. Contracting CCLs implies payment of
fees and, perhaps, of some minimum interest rates. Considering lower
bounds for future revenue imply buying less of potentially earning assets
than could be possible and so on. Because precaution has a cost, assetholders are always on the lookout for new information that may allow
them to fine tune their balance sheet choices.
The decision of how much exposure one may accept given revenue
expectations is not entirely rational (in the sense used, for instance, in
the rational expectations hypothesis) because uncertainty surrounds the
expectations about the future. It is not, however, irrational either. The
asset holder is not supposed, for instance, to ignore available relevant
information that may help to form more accurate estimates of future
asset yields. He is assumed, though, to be aware that the information
that is available is probably always going to be insufficient to safely
predict future outcomes.20
New information can be produced, if for no other reason, simply
by the passage of time and the accumulation of experience. Minsky
proposed that expectations are heavily influenced by current and recent
experience. Once one lives through periods of stability, one tends to
assume stability will last, if not forever, at least for a long time. But
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if the environment is currently believed to remain stable in the future,
precautions taken in the past on the assumption that the future was
going to be unstable may seem, in the present, to be excessive. Good
profit opportunities may be being wasted because of the cost of keeping
defenses against events that are no longer likely to take place. That is
why stability is destabilizing: because of precautions taken to avoid
adverse future events, future losses are contained. However, since losses
did not materialize, the asset holder will inevitably question if precautionary strategies are not being excessively costly. If this exam leads to
a reduction of precautions, thereby lowering the margins of safety in
the unit’s balance sheet, the asset holder will increase his exposure to
insolvency and illiquidity risks. This may go on and on until the balance
sheet becomes so fragile that even a small adverse shock may cause so
much loss that one is forced, if the unit survives the shock, to take new
precautions again, reinitiating the cycle.
Minsky’s model is actually built to describe choices open to all kinds of
agents. Kregel (1998) is a particularly interesting study specializing the
analysis on banks. He argued that modern banks are, by nature, particularly fragile, both for theoretical and for historical reasons. Once modern
banks begin to combine deposit taking with asset purchase, not only illiquidity risks rise but what he called ‘alchemic’ nature of banking reveals
itself, the ability to create wealth out of nothing. According to Kregel,
this alchemy is performed not only in the widely known operations in
which banks create their own deposits liabilities when they buy assets
(making them, in the aggregate, largely independent of what depositors
may or may not want), but it is also present in the way modern bank
capital was historically created. In the historical examples given in his
1998 study, Kregel shows that the ‘discovery’ of asset capitalization (that
is, the determination of current asset values by the capitalization of
their expected future earnings) allowed banks to create capital by selling
shares of the capitalized value of the assets they held. Contrasting the
evolution of German and US banks, Kregel noted that
The typical bank of this class would thus start its life with the acquisition of an asset with expected earnings potential, which it would
capitalize through the sale of shares. If the shares were not fully paid
it would create credit to fill the balance. Income was generated by the
earnings and appreciation of the value of the original asset. ...
In the case of the state banks formed in the US, where there were no
asset and no capitalized value, the issue of other short-term liabilities was imperative. The only asset possessed by these banks was
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their Charter, which was capitalized by the sale of shares to investors
who used them as collateral for borrowing from the bank and which
created the bank’s assets. The banks thus had liabilities composed of
the shares issued and assets composed of loans made against those
shares which it held as collateral. (Kregel 1998, p. 26)
In fact, he shows that American banks took the process to its limit:
The alchemy of banking was taken to its extreme limit in the US
where the first banks capitalized themselves without any income
earning capital assets. They issued equity shares which did not have
to be paid immediately, or could be bought in the market on a ‘time
bargain’, that is on 100% margin. The bank would then lend to the
purchasers of the shares against the collateral of the same shares.
(Kregel 1998, p. 20)
A necessary implication of Kregel’s argument is that a bank’s capital is
conceptually a much less important variable than is usually assumed.
A modern bank does not need capital. It may be used as an exogenous
constraint on banks’ choices, as in the case of the definition of leverage
ratios, but it is not entirely clear how efficient a brake on a bank’s speculative drive this can actually be because capital losses punishes shareholders, but bank decisions are not taken by shareholders.
In contrast, as the 2007 crisis illustrated so strongly, illiquidity risks,
long neglected by the Basel Committee, are a real threat to bank safety.
In fact, in contrast with other classes of agents, banks, as they exist
in reality cannot avoid being exposed to important liquidity risks at
least as long as maturity transformation remains their core business.
Nevertheless, Kregel also warns that direct constraints on maturity transformation may not be the efficient way to strengthen banks’ defenses.
Hedging against illiquidity risks can be just as efficient through other
means, such as the purchase of derivatives:
Looking at hedging as taking place either through positions in reserves,
or in terms of market traded derivatives on reserves thus allows a
different perspective on the way in which the ‘market’ has entered
into the operations of financial institutions, by providing alternative
methods of hedging bank risk. ... It is for this reason that it is important for bank supervisors to change their approach to prudential regulations in order to clearly identify the use of derivatives to augment
bank earnings through investment, and the use of derivatives to
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augment bank earnings through a more efficient reduction in the
risks associated with providing client services. Thus suggests that
the segmentation of banking systems is not the real issue. The issue
is how the risk characteristics of a bank’s overall balance sheet are
evaluated for prudential purposes. It is not clear that the matching of
maturities of bank asset and liability positions, whether within banks
of across categories of banks, is the most appropriate way of assessing
the stability of bank operations. Indeed, imposing maturity matching
by categories of assets may be just as inappropriate in the current
bank environment as the segmentation of banks into commercial
and investment banks. (Kregel 1998, p. 82, 94–95)21
In sum, the approach proposed in this chapter to assess Basel III stresses
three points: (1) Rising leverage and maturity transformation increase
financial fragility by increasing insolvency and illiquidity risks; (2)
Expanding interconnections between financial institutions and markets
(layering) increase bank systemic risks; (3) Prudential regulation should
focus preferentially on bank hedging strategies against illiquidity risks.
How does Basel III fare in the light of these concerns?
16.3.2

Basel III: An evaluation

Basel III is not directly comparable to Basel I or Basel II. It is rather a
collection of amendments to Basel II, which were made public as each
section was finalized, without any clear directing principle to unify
them.22 Taken as a whole, Basel III is a hybrid document, combining
elements conceived to tighten the rules set by Basel II with some new
demands of a different nature. The impression it leaves on readers is
that the committee could not arrive at a common diagnostic of what
went wrong with Basel II so it decided to explore two parallel lines of
action. The first is based on the notion that Basel II was conceptually
correct but insufficiently calibrated to reach its objectives. In particular,
the committee judged that capital requirements should be higher than
those resulting from the implementation of Basel II, and that the concept
of capital utilized so far was ‘contaminated’ by too many elements that
were not really similar to equity, as intended. Accordingly, minimum
capital coefficients were set at higher levels than those resulting from
the application of Basel II, and the composition of regulatory capital
shifted toward a stronger emphasis on what is called ‘tier 1 capital’, to
the detriment of ‘tier 2’ (and the elimination of ‘tier 3’).
The first set of measures contained in Basel III therefore reaffirmed the
basic tenet adopted in Basel II, namely that private calculations of risk
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should remain the focus of bank stability regulation. Calibration, not the
conceptual foundations, of Basel II was put in question by the crisis.
The other set seems, to some extent, to be conceived for a different
world. In that world, closer in spirit, perhaps, to the description given by
Minsky and Kregel, banks’ financial fragility results from excessive leverage
and excessive mismatching between assets and liabilities, so that measures
are proposed to limit both of them. Interconnections between entities and
markets that entailed systemic risks, on the other hand, were acknowledged as an important question but it was left for future consideration.
To prevent excessive leverage, the committee proposed a maximum,
straightforward, leverage ratio, of the type adopted in the United States,
that is, without any consideration for risk. More than anything, perhaps,
the leverage ratio shows the ambiguity of Basel III, which ended up
defining two measures of leverage, one considering the risk of assets, the
other just taking total values of capital and assets. It is obvious that one
of them has to be superfluous. Even more important than that, however,
is the diverging views in the committee the ambiguity illustrates. Those
defending the risk-weighted risk measurement insist that improving
each bank risk management is the way to promote stability. In this case,
the role of the regulator, as we already saw, is to provide the incentives
to the improvement of risk management techniques, leaving all the rest
to the banks’ discretion. The second method, that is, the direct calculation of a leverage ratio, returns to the old principle whereby the role
of regulators is to constrain the behavior of banks so as to prevent its
socially destructive aspects. In other words, the leverage ratio partially,
at least, restores the view that regulators and supervisors should police
the banking system to prevent banks from conducting their business in
ways that do not correspond to social tolerance for risk.
Dealing with liquidity risk is much more complex than controlling
leverage. Conceptually, liquidity is hard to define and empirically it is
even harder to measure. Generally, liquidity means access to money.
Of course, the quickest way to get hold of money is to keep it in the
portfolio to begin with, but it is also possible to hold other liquid assets,
that is, those which can be sold quickly and without any significant fall
in prices, or by holding assets that are accepted as collateral to get loans
or by keeping contingent credit lines open. As the list shows, except for
the first alternative, liquidity always depends on the willingness of others
to provide money, either in exchange for an asset or as a loan.23 Liquid
assets are liquid because they are easily and quickly convertible into
money. Money itself is the core of what Minsky called ultimate liquidity,
the closest one can get to the idea of intrinsic liquidity.
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Being solvent does not ensure balance sheet’s liquidity. Only in rational
expectations models solvency is enough to guarantee the possibility of
anticipating future revenues to pay outstanding obligations when they
come due. Authors such as Keynes, Minsky, Davidson and Kregel, among
others, made this point the fulcrum of their theories.
The Basel Committee seemed to think at least until the 2007–08
crisis, that solvency was all that mattered to guarantee the stability of
the banking system. But the crisis began with the inability of financial entities to roll over or to liquidate their liabilities, although most
of these entities were considered solvent up to that moment. Actually
many banks became insolvent because of their inability to honor their
liabilities or to roll them over at a given moment, inverting the causality
proposed by orthodox theorists. Forced to liquidate assets to pay their
obligations they caused a debt deflation, much like the ones described
by Fisher (2011) and Minsky (1982), which devalued their assets (and,
because of the generalization of mark-to-market accounting practices, of
other financial entities) and made them insolvent at the end.
In 2008 and 2009, when Basel III was written, it was impossible to ignore
liquidity risks, as the committee had done in previous years. Accordingly,
Basel III included two new rules to contain illiquidity risks in banks’ balance
sheets. First, it defines a liquidity coverage ratio, in which a bank is expected
to maintain a set of liquid assets sufficient to cover expected outflows for a
certain period of time. The second is the stable net financing ratio, in which
a bank has to show that the ratio between its stable or long-term sources of
finance and its total finance needs attains a certain level.
The leverage ratio and the two liquidity ratios are certainly steps in the
right direction or, at the very least, reflect the right concerns, although
one should remember that the devil is always in the details. The first of
these details obviously refers to the actual ratios set by the committee.
A 3% leverage ratio, for instance, is widely considered too low to actually bite. With respect to the two liquidity ratios, the problem may be
less the numbers chosen by regulators than the definition of what is to
be considered liquid assets for the calculation of the liquidity coverage
ratio or what constitutes a stable finance source. Demand deposits, for
instance, are potentially very unstable, since they can be drawn at any
time, but they tend to be stable (at least in ‘normal’ times, which can
precisely be the problem). But even contingent credit lines set contractually may be retracted if the lender perceives the borrower to become
unreliable. Difficult conceptual problems like these have to be solved
before one discusses the numbers that should be demanded by regulators. Kregel (2014), however, may offer a clue to a better regulatory
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treatment of the need to guarantee the system’s liquidity: to make
banks rebuild their basic function of acceptance, that is, the creation
of liquidity against the purchase of illiquid liabilities issued by income
creators. In fact, his main criticism of current regulatory proposals seems
to be directed precisely against their failure to address the point:
The basic error of current proposals for regulation is that they do
very little to limit the creation of ‘fictitious’ liquidity or to redirect
the creation of that liquidity to the financing of the capital development of the system. ... The increase in capital ratios will do nothing
to increase the returns to traditional liquidity creation by means of
acceptance lending. (Kregel 2014, pp. 140–41)
Finally, the systemic aspect of financial crises is left practically untouched
by Basel III. The committee admitted the shortcomings of the previously exclusive attention given to microprudential rules and the need
to develop a systemic view of the workings of the banking system.
Nevertheless, the committee’s documents also show that it does not
seem to have the faintest idea of how to do it.

16.4

Conclusion

Basel III, as argued before, is a hybrid document reflecting the ambiguities of the Basel Committee and the wider community of bank regulators
and supervisors when dealing with the failure of Basel II. Some members
seem to believe that the Basel strategy of working through incentives
for banks to improve their risk measurement and management systems
represented by the need to build regulatory capital is fundamentally
correct. The problem with Basel II, in this case, was that its prescriptions
were not tough enough to induce a stronger drive toward proper risk
management so that banks remained underprotected by their risk strategies. Accordingly, Basel III increased the costs of higher risk exposures so
that it would pay, for banks, to reduce them in the future.
Others, in contrast, judged that it was the strategy itself that was
wrong, not the numbers or specific definitions. They think, therefore,
that Basel III is at least partly innocuous because it insists on pursuing
a method of bank stability regulation that does not really address the
system’s fragilities. Some in this group, however, believe that Basel III’s
hybrid nature is actually an advantage, since the committee at least
admits now that another strategy has to be exploited, even if in parallel
to the toughened up dispositions of Basel II. But not everybody share
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what may be seen as an optimistic assessment of Basel III’s possibilities.
Many critics still think that more radical initiatives need to be taken,
instead of simply amending Basel II, even if the amendment escapes the
previous model by considering leverage and liquidity ratios.
Mainstream critics of Basel strategies still defend their survival. It is
not entirely clear why. One reason may be more or less trivial: although
irrelevant and innocuous against systemic risks and financial instability,
incentives for improved risk management in banks cannot be bad in
themselves. It is better to have banks that are better run than the opposite. But it is still unclear why this is a matter for stability regulators.
Finally, a few analysts remain unreconstructed defenders of the full
liberal approach to maintaining the freedom of banks to operate as
they see fit and limiting government intervention to the stimulation
of efficiency in the banking system and the demand of high capital
requirements as a proportion of risk exposures. For this group, capital
requirements remain a panacea.24
More radical proposals include splitting banks’ activities between
deposit taking and financial intermediation, where deposit taking would
be the job of 100%-reserve banks. This is not a new idea. In fact, it has
been brought to the debate, on and off for decades, without ever being
seriously considered and nothing suggests its fate will be different (or, in
fact, that it should be different) today. They also include restoring GlassSteagall-like constraints on the activities of banks, separating commercial
banking from activities in capital markets. Kregel (1998) addressed this
family of proposals directly, defending the idea that in large part what
was seen as a radical departure from a traditional model of banking was
no more than an adaptation to the emergence of new forms of hedging
risks, including through the purchase of derivatives.
In the end, one is left with the impression that pursuing ideal models
of regulation is a will-o’-the-wisp. Banks, like any other social institution, evolve and because of that no model of regulation can ever be the
final word. In fact, the interaction between banks and their regulators
generate complex patterns of financial innovation that make both banks
themselves and regulators to change their ways. But one has to recognize
when experiencing failure and it is hard to see what happened to Basel
II otherwise. Whether the failure of Basel II means that Basel III is also
going to fail is for the future to say. Basel III, however, at least opened
new, if partial, vistas to the problem of bank stability, which happen to
be the ones that were successful in guaranteeing stability in the past.
Perhaps ironically, the most promising avenue for the future of regulation may end up being largely a return to the recent past.
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Notes
1. The agreement was reached among the participants of the Basel Committee
for Bank Supervision, an autonomous committee sponsored by the BIS,
whose components were representatives of bank supervisors from the G10
countries.
2. In discussing bank regulation and supervision it is almost impossible not to
give pride of place to the United States experience in the 20th century. Most
financial innovations, particularly in banking stability regulation, were first
introduced in the United States, from which they spread out to most countries
in the Western world.
3. In this chapter, we will use the term ‘regulators’ in a wide sense, to cover both
regulators strictu sensu, that is entities aiming at creating rules, and supervisors, which are entities responsible for guaranteeing the application of those
rules. In practice, although regulators, in the general sense, can be defined
to include, for instance, the legislative power which defines the legislation
applying to financial markets, a much more limited number of institutions
actually do the job on a day-to-day basis. Moreover, these institutions are not
always clearly distinguishable from supervisors. Many entities that are technically supervisors exercise regulatory powers when they are called to define
the means by which general rules have to be complied with by regulatees. A
current example of such gray area where regulation and supervision overlap is
given by the translation, mandated by the Dodd-Frank Act, of Volcker’s Rule
into actual rules of conduct for banks in the United States.
4. It should be clear by now that in this chapter we are dealing exclusively with
regulation designed to promote banking system stability. Regulations to
protect customers, to fight monopolies or to improve conduct-of-business
pose different problems and were affected in different ways by the liberalization movement.
5. White’s research is widely quoted in the literature on the banking crisis of the
1930s to that effect. See, for instance, Kroszner and Rajan (1994, p. 811, fn.
4): ‘White (1986) finds that securities operations of commercial banks did not
impair their stability prior to Glass-Steagall. Banks engaged in the securities
business had no higher earning variance or lower capital ratios than banks
without such operations. In addition, those banks with securities operations
were less likely to fail. Although 5000 banks failed during the 1920s, virtually
none were the city banks, which were the most likely to have securities affiliates (Vincent P. Carosso 1970, p. 242; see also White 1983). In the bank crises
between 1930 and 1933, more than a quarter of all national banks failed, but
less than 10 percent of those with large securities operations closed (White
1986, p. 40). Since banks with securities affiliates tended to be larger than
average-size banks and larger banks failed less often than smaller ones, this
evidence must be interpreted cautiously’.
6. In a recent interview about the Dodd-Frank Act, Calomiris commented on
the Glass-Steagall Act as follows: ‘No, and the irony is that even the original
of the Glass-Steagall Act, as passed in 1933, had nothing to do with the crisis
it was supposed to address. Senator Carter Glass, who had been Chairman of
the House Committee that drafted the Federal Reserve Act under President
Woodrow Wilson in 1913, in 1933 played the same role as Volcker did some
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75 years later. On Carter Glass’s laundry list was the notion that mixing
investment banking with commercial banking was a bad idea. There was
no evidence for that, and all subsequent research has rejected Glass’s view.’
(Barron’s, ‘The Big Flaws in Dodd-Frank. Interview with Charles Calomiris’,
April 14, 2012 (http://online.barrons.com/article/SB500014240531119
04857404577342680482638196.html?mod=BOL_columnist_latest_col_
art#articleTabs_article%3D1), downloaded December 28, 2013).
The point is more extensively explored in Calomiris (2010).
In fact, the case of Continental Illinois illustrated a different moral hazard
problem, the existence of too-big-to-fail banks. In these cases, guarantees
had to be extended to practically all of the bank’s liabilities and not only to
deposits to avoid strong adverse confidence shocks on the banking system.
This point is explored in more detail in Kapstein (1994) and Cardim de
Carvalho (2005).
One does not find references either to the efficient market hypothesis or to
rational expectations in the documents issued by the Basel Committee.
The risk of changes in the market value of the bank’s trading book of
securities.
Some regulators were deeply skeptical that Basel could actually reach such a
goal. A particularly insistent critic was the head of the FDIC, Sheila Bair. See
Bair (2012).
Goodhart et al. (1998, p. 194) included among its policy conclusions about
regulation the statement that ‘[l]ess emphasis should be placed on detailed and
prescriptive rules and more on internal risk analysis, management and control
systems. ... More reliance needs to be placed on institutions’ own internal risk
analysis, management and control systems.’ Writing after the 2007 financial
crisis had already broke, Goodhart seemed to doubt his past recommendation: ‘The problem is that the purpose of regulation should be to contain the
systemic risks, the possibility of contagion, the externalities of the system as a
whole, not so much to make each individual bank address risk more sensibly’
(Goodhart 2009, p. 53–54). Even more forcefully, he observed that ‘[w]hat
regulation needs to do is to counter the natural proclivities of managers (by
the appropriate adjustment of incentives, sanctions and trade-offs), not to try
to mimic them (as in the boast that Basel II sets regulatory capital closer to the
economic capital desired by bank managers’ (Goodhart 2009, p. 103).
Goodhart (2009, p. 84) adds a touch of mystery to the question of why the
Basel Committee has neglected liquidity risks: ‘What is not so well-known
is that in the 1980s, at the same time as the Basel Committee was wrestling
with capital adequacy issues, it was also attempting to reach agreement on
liquidity risk management. For reasons that I have yet to discover, it failed.’
The G20 group of countries gathers representatives of the ten largest developed and the ten largest emerging economies. The group was formed in
1998, in the aftermath of the Asian crisis, but it assumed a new, stronger role
in international governance in 2008 when the financial crisis initiated in the
previous year was globalized after the failure of Lehman Brothers.
‘In a capitalist economy, one way every economic unit can be characterized
is by its portfolio: the set of tangible and financial assets it owns, and the
financial liabilities it owes’ (Minsky 1975, p. 70). A similar, perhaps more
direct, way of putting it was ‘It is desirable to analyze all economic units as
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if they were a bank – or at least a financial intermediary. The essential characteristic of such a financial unit is that it finances a position by emitting
liabilities’ (Minsky 1982, p. 145).
‘The stability of an economy depends upon the mixture of hedge, speculative,
and Ponzi finance.’ As it is well-known, these are types of financial posture
distinguished by the exposure they imply to interest rate risks connected
with refinancing needs.
Minsky called these interconnections ‘layerings’. The concept reminds us
that, to a large extent, a unit’s assets are, in fact, another unit’s liabilities. See,
for instance, Minsky (1982, p. 125, 144). In a more recent work, published
after the 2008 crisis was fully developed, Kregel stressed the importance of
‘financial layering’ as co-cause of the financial collapse. He observed that,
during the credit boom of the 2000s, ‘ ... most of the lending has been
lending to by financial institutions to other financing institutions to finance
their holdings of financial assets. This is the “financial layering” within the
system that represents the increased financial fragility that was generated by
the creation of this excess liquidity’ (Kregel 2014, p. 140).
Imposing haircuts on asset values seemed to be the main margin mechanism
in Keynes’s time. See Keynes (2010, p. 152).
As Shackle beautifully put it: ‘ ... I conceive the nature of expectation itself ... as
an act of creative imagination and not of “rational” calculation; for calculation is impossible when the data are incomplete, and in the face of ignorance,
rationality is a mere pretence’ (Shackle 1955, p. 74). In another occasion,
Shackle had observed, ‘Much arrogance about “rationality” has been allowed
to issue from the mouths and pens of economists. The only rationality
which human beings can achieve is the avoidance of explicit inconsistency
between different facets of their activity’ (Shackle 1969, p. 295). The latter
quote shows that one should not confuse such a theory of decision-making
under uncertainty with, for instance, the one currently being advanced by
behavioral economics.
It is interesting to notice how this work anticipated debates still in development about the participation of banks in derivatives markets.
All documents related to Basel III are available for download at the site of the
Basel Committee for Bank Supervision, located at the BIS website (www.bis.org).
Of course, foremost among ‘others’ is the Central Bank: ‘The relative liquidity
of financial assets is significantly influenced by the Central Bank’s willingness
to buy such assets, or to accept them as collateral, in the course of providing
additional cash to banks. Those assets which the Central Bank will deal in for
such purposes become more liquid, and more marketable, than those that
the Central Bank will not’ (Goodhart 2009, p. 59).
An interesting reaffirmation of faith in the efficacy of capital requirements
is the interview given by Allan Greenspan to Jon Stewart’s The Daily Show,
in October 21, 2013 (http://www.youtube.com/watch?v=AWM0l8_F_X0,
downloaded December 30, 2012).
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