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Recently, debates on macroeconomic theory 
have become quite passionate 

 
The discussion has even taken to the streets 



All sorts of arguments are used in order 
to convince the other side 



The debate sometimes leads to 
inflamed arguments 



Plan 

• Importance of economic theory 

• Origins and evolution 

• Fundamental logical assumptions: autonomy, system, mechanism, laws, 
nomenclature hypothesis 

• Comparative economic theory: construction of the fundamental 
concepts 

• Relations and contrasts between micro and macroeconomics: money, 
reductionism and aggregation 

• Keynes and his ‘revolution’ 

• Keynesianism: recovery, distortion and treason 

• The new Classical Macroeconmics 

• Post-Keynesianism 

• Modern monetary theory 

• Global financial and economic crisis 



• “I believe myself to be writing a book on economic 
theory which will largely revolutionize, not I suppose at 
once but in the  course of the next ten years, the way the 
world thinks about economic problems. I don’t merely 
hope what I say, in my own mind I’m quite sure” 

– John Maynard Keynes a George Bernard Shaw, Enero 1935 

• He was right. But his contribution was first distorted, 
recovered and betrayed 

• Today’s crisis reveals his intuitions were correct 

• To understand this process is crucial: to uncover a 
historical falsification of first order of magnitude. 

• Importance of economic theory 



Graffiti in downtown Mexico City, June 2013 

WHOEVER CONTROLS YOUR MIND, 
CONTROLS YOUR LIFE 



Evolution of Economic Theory 

• Market theory and the theory of relative prices 

• Prices and distribution 

• Differences between Classical political economy and Neoclassical 
economic theory 
– Smith 
– Ricardo and Sraffa 
– Walras 
– Arrow-Debreu 

• Microeconomics: theory of the general market (all partial markets are 
connected through a price system) and rationality postulate  

• Macroeconomics: relations between aggregates y workings of the 
overall system 

– Neoclassical project: transform macroeconomics into a 
branch of microeconomics 



Sraffa 

• Sraffa’s Model: system of prices of production 

 

• And its solution: 

 
   (Use of Perron-Frobenius theorems)  

• Two important results 

– Distribution: there is an inverse relationship between 
profits and wages 

– There is no measure of ‘capital’ that is independent of 
distribution (critique of the agregate production function) 

p = lnw+ (1+ r)Ap

p = ln I - (1+ r)A[ ]
-1
w

r = R(1-w)

Ap* = l*p*



Marginalism 

• Before Sraffa, neoclassical economic theory attempted to show 
that distribution was determined by technological imperatives 

• Marginal productivity theory tried to prove that the two “factors 
of production”, capital and labour, received as reward for their 
contribution to production their fare share 

• The key  idea: wages are determined by productivity (the higher 
the productivity, the higher the wages) 

• Corollary: a person’s income is determined by his/her contribution 
to production 

• And profits are determined by the productivity of capital 

• This required the possibility of measuring each factor’s 
productivity 

• How do we measure the productivity of each factor?   



Marginalism, production and distribution 

• Basic idea: incomes are earned in the production of goods and services and the value of 
productive factors reflect their contribution to the total product. Developing this idea 
was impeded by the difficulty of separating the contributions of the various inputs 

• The difficulty was “solved” by J.B. Clark (1900) with his theory of marginal productivity 

• The marginal product of an input, say labour, is defined as the extra output that results 
from adding one unit of the input to the existing combination of productive factors. 
Clark pointed out that in an optimum situation the wage rate would equal the marginal 
product of labour, while the rate of interest would equal the marginal product of capital 

• The profit-maximizing firm will hire more labour when the wage rate is less than the 
marginal product of additional workers and will employ more capital when the rate of 
interest is lower than the marginal product of capital 

• The value of the final output is separated (imputed) by the marginal products, which 
can also be interpreted as the productive contributions of the various inputs 

• The prices of the factors of production are determined by supply and demand, while 
the demand for a factor is derived from the demand of the final good it helps to 
produce. The word derived has a special significance since in mathematics the term 
refers to the curvature of a function, and indeed the marginal product is the (partial) 
derivative of the production function.  



Theory of Production? 

• "It is the purpose of this work to show that the 
distribution of income to society is controlled by a 
natural law, and that this law, if it worked without 
friction, would give to every agent of production the 
amount of wealth which that agent creates."(John Bates 
Clark, Distribution of Wealth, 1899: p.v) 



Marginalism, production and distribution 

• The mathematics behind this narrative contributed to give it an aura of scientific sanctity 

• The production function is the relation between all hypothetical combinations of land, labour, and 
capital on the one hand and total output on the other. It is given as Q = f (L,K) in which Q stands for 
total output, L for the amount of labour employed, and K for the stock of capital goods. Land is 
subsumed under capital 

• In marginal productivity theory, the wage rate is equal to the partial derivative of the production 
function, or Q/L. The total wage bill is (Q/L) L. The distributive share of wages equals (L/Q) (Q/L) 

• The share of capital equals (K/Q) (Q/K) 

• The distribution of the national income among labour and capital is fully determined by three sets 
of data: the amount of capital, the amount of labour, and the production function 

• The magnitude (L/Q) (Q/L), which can also be written (Q/Q)/(L/L), reflects the percentage increase 
in production resulting from the addition of 1 percent to the amount of labour employed 

• This magnitude is called the elasticity of production with respect to labour. In the same way the 
share of capital equals the elasticity of production with respect to capital 

• Distributive shares are, in this view, uniquely determined by technical data. 

• This theory states that income distribution is independent of trade union action, labour legislation, 
collective bargaining, and the social system in general 

• TFP studies in Africa conclude that trade liberalization and privatization are good for “productivity” 
and growth: many examples 



Political implications of Sraffa: labour 

• How do we measure the productivity of these ‘factors of 
production’, capital and labour? 

• Labour: possible, but many problems 

– Is there such a thing as a labour market? 

– Labour can be treated as any other commodity: a higher price 
will bring about an increase in supply 

– But the labour market shows a backward sloping supply curve: 
how is this possible and what are its effects? 

– Sraffa’s critique of aggregation also destroys the notion of a 
labour market (see SK page 136 and Chapter 3) 

– Still, a physical measure of L productivity may be possible  

 

 



Political implications of Sraffa: capital 

• Measuring capital: impossible 

• Capital: a sum of money or a set of things (machines, buildings, trucks, etc.)? 

• Economists like to think of these two as interchangeable, equivalent 

• The generic term ‘Capital’ is used as if there existed a universal productive 
substance that turned out steel, corn flakes or airplanes 

• Capital as a set of things: the only thing that machines, trucks and buildings 
have in common is that they have a price. Therefore, we can add their prices 
and arrive at something we can call ‘capital’ and then measure its marginal 
productivity 

• Is that a valid proposition? The price of capital depends on its contribution to 
production (i.e., its profit). In other terms, this same theory tells us that the 
price of capital is determined by… its marginal productivity 

• In order to measure the marginal productivity of capital, we need to 
know…the marginal productivity of capital! 

• There is an impossible circularity in this theoretical construction! 



Political Implications of Sraffa 

• Recap: circularity in the neoclassical theory of distribution 

• It is impossible to calculate the marginal productivity of ‘capital’ 

• The price of machines depends on expected profits and the rate of profit is 
defined by the ratio of profit to price 

 

 

• The neoclassical theory of marginal productivity wanted to show that the rate 
of profit would fall smoothly as the amount of capital used in production rose, 
so that capital, as labour, would manifest diminishing marginal productivity 

• Sraffa showed that there was no uniform relationship between the rate of 
profit and the amount of capital (and that the relation of causality was the 
opposite). Rather than the rate of profit depending on the amount of capital, 
the measured amount of capital actually depended on the rate of profit. 
Thus, it is impossible to argue that the rate of profit depends on the marginal 
productivity of capital     

   

ROP =
profit

price



Political Implications of Sraffa 

• Sraffa’s results: there is no ‘measure of capital’ that is 
independent of distribution 

• Also, there is an inverse relationship between the variables 
of distribution and prices are determined by  technology 
and distribution 

• Thus, income distribution is not the result of impersonal 
forces and technology, but instead reflects the relative 
power of different classes in society 

• The debate between the two Cambridge’s is of great 
importance: Samuelson accepted defeat 

• But today the “theory” of marginal productivity continues 
to be at the centre of the mantras about distribution that 
neoliberalism likes so much 

 



Marginalism: Political Implications 

A Cobb Douglas aggregate production function states that total output is the 
result of combining the two ‘factors of production’, capital (K) and labour (L) 
 

Labour productivity is measured in terms of hours worked multiplied by the 
normal wage rate. This is rather problematic 

Capital productivity is measured by aggregating the combined value of 
machines and buildings 
This represents a serious problem: the prices of these buildings have to be 
recalculated as producers’ prices in order to get rid of distortions 



Political implications of Sraffa 

• In spite of the theoretical-logical implications of Sraffa’s 
critique, the Cambridge controversies over capital theory 
and Samuelson’s recognition of defeat, even today 
governments and international organizations continue to 
use and promote the notion of “Total Factor Productivity” 

• TFP is an attempt to reintroduce the basic idea of 
marginalism: distribution is determined by technical 
parameters 

• This notion is supposed to measure the productivity of 
capital and labour using a Cobb-Douglas production function  

• Inputs are supposed to be sold at equilibrium prices and 
capital is supposed to be remunerated at its marginal 
productivity 



Political Implications of Sraffa: An Example 



Sraffa’s Critique: response of the Establishment 

• Sraffa proved that the neoclassical paradigm built on the 
marginalist theory of production and distribution was logically 
flawed 

• There was no aggregate production function, there was no 
relation between the rate of interest and the quantity of ‘capital’ 
and there was no relation between any measure of marginal 
productivity and the rate of wages 

• But there was another school of neoclassical economics that was 
not affected by Sraffa’s critique: General Equilibrium Theory 

• In this theory there is no aggregate measure of capital, there is 
no single rate of profit… 

• But it has its own damning problems! 

• It is important to critique them because macroeconomic theory is 
now reduced to general equilibrium theory 



General Equilibrium Theory: Walras 

• Walras (1887) published his Elements of Pure Economics 

• Interested in social reform. He called for the nationalization of 
all lands (rent would replace taxes) 

• The problem: although it can be demonstrated that prices can 
equate supply and demand in individual markets, it remained to 
be seen if equilibrium existed in all markets simultaneously 

• His theoretical approach works with interdependent markets 

– Price systems and interconnected markets 

• Uniqueness of price (for each commodity, one price) 

– Equilibrium depends on the entire system of prices (or, the 
system of prices connects all markets) 

 

 

   

jDå (p) =
jSå (p)



• Walras asked the question: is there a solution 
to the system of equations 

  

 

• such that  

  

General Equilibrium Theory: Walras 

  

jD p( )å =
jSå p( )

dpi(t)

dt
= F i zi(p)[ ]

? 



Walrasian Price Adjustment Model 

• The price adjustment process is supposed to 
describe the way in which the forces of 
competition in free markets lead to the 
formation of equilibrium prices 

• Equilibrium is important because only in this case 
is there a measure of “efficiency”: Pareto 
Optimality 

• PO: allocations in which it is not possible to 
improve the position of one agent without 
worsening that of another in the system 



General Equilibrium Theory: Arrow-Debreu 

• The model is based on a system of differential equations 

– LSD 

• Properies of equilibrium  

– Uniqueness 

– Stability (Lyapunov) 

– Existence (Kakutani) 

– Optimality (Pareto) 

• Relative prices and money 

• Parametric prices and dynamic processes 
(tâtonnement and non-tâtonnement) 

• Walrasian auctioneer: many roles  

 

 

 

 

p® p*

Dj (p*) =Oj (p*)Ú j



GET: Main Results 

• Stability: tâtonnement models 

– Auctioneer 

– No exchanges outside of equilibrium position 

– Non monetary model (big problem once equilibrium has 
been attained) 

– Convergence in two cases:  

• All goods are gross substitutes 

• Weak axiom of revealed preferences at market level 

– Arrow’s conjecture (1959) 

– Scarf’s counterexample (1960) 

– Sonnenschein-Mantel-Debreu (1974) theorems: the 
demand curve does not necessarily have a negative slope 



– Stability in non-tâtonnement models 

• Auctioneer 

• Exchanges in disequilibrium 

• Strong assumptions: Negishi-Hahn rule on efficient 
markets 

• Hysteresis 

– Individual endowments change during the process 

–Multiple equilibria: problem with comparative statics 

• Money needs to be introduced at the start of the price 
formation or adjustment process 

• Why is the introduction of money a big problem? 

 

Main Results of GET 



The problem with money 

• Money that is at the same time a commodity 
is not a good means of exchange 

• The relation between use value and positive 
prices is inverted when we introduce fiat 
money 

• Fiat money: it has no use value, so why should 
it have a positive price? 

• Hahn’s problem (1968) 



SUMMARY 

• Sonnenschein-Mantel-Debreu Theorems (1974) 

• But in spite of this failure, the project to 
transform macroeconomics into a branch of 
microeconomics is resurrected 

– Monetarism 

– Lucas & Co.: rational expectations 



The Fallacy of Reductionism 

“Only in very spcial cases can we expect an entire economy to 
behave like an idealized consumer”                  

                                                                              Hugo Sonnenschein 

Price 

Q a b 0 



Macroeconomic Theory before Keynes (I) 

• Markets are stable 
– Flexible prices ensure natural tendency towards equilibrium 

– This includes the labour market (wage flexibility is sufficient 
comndition for equilibrium) 

• Economic aggregates conserve properties of individual 
agents 

• Neutrality of money 

• Law of supply and demand (D curve has negative 
slope) 

• Loanable funds (interest rate is price that equilibrates 
S and D of loanable funds) 

• Say’s Law: supply creates its own demand 

 

 

 



Macroeconomic theory before Keynes 

• Equilibrium and stability of markets with flexible 
prices 

• Including the labour market and the capital 
market 

• Logical conclusion: any “Economic Problem” 
arises from rigidities, frictions and/or external 
shocks (later, the economy absorbs the shock 
and restablishes equilibrium) 

 

 



Macroeconomic Theory before Keynes: Say’s Law 

• Classics reject possibility of a defficient aggregate demand: 
peple work in order to buy goods with their reward 

• An increment in supply leads to an increase in demand 

• In barter, wages are paid with commodities and it is impossible 
to sell one commodity without accepting another one in 
exchange 

• In monetary economy: money is neutral and useful only as a 
means of exchange (people do not demand money, only 
commodities) 

• Say’s Law becomes Walras’ Law: the sum of excess demands is 
zero    

 

 

 

 

 

pizi
i
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Macroeconomic Theory before Keynes: Say’s Law 

• There is no demand for monetary balances and all 
excess of income (above expenditures) is taken to the 
loanable funds market (all savings are invested) 

– Interest rate: price that equilibrates S and D of LF 

– Loanable funds: non-monetary theory of the rate of interest 

– Money cannot have effects on output and only affects the 
general price level(QTM: MV = PT) 

– There cannot be a defficiency of aggregate demand 
(although partial disturbances can occur) 

 



Keynes: Main Messages 

• Monetary production economy is marked by 
cycles, unemployment and inequality 

• Aggregate demand determines total output and 
employment 
– One component of aggregate demand is stable but 

insufficient, while the other is large but is marked by 
uncertainty 

– Aggregate demand may be insufficient to maintain full 
employment 

– External intervention wll be required 



Keynes: A Short Summary 

• There is an ‘economic problem’: high unemployment, the 
business cycle and extreme inequity of income distribution 

• Because of the uncertainty which of necessity must surround 
decisions about investment and holding money, and because 
producers in a monetary economy of necessity must produce in 
anticipation of demand and of a money profit, and must make 
contracts in money terms, there are no equilibrating forces which 
take the economy to full employment either at a point in time or 
over the cycle 

 

   Geoff Harcourt New Palgrave, “Bastard Keynesianism” 



Aggregate Effective Demand 

PQ 

N 

De(N
) 

Z(N) 

E PE 

D(N) curve: purchasing 
power associated to each 
level of employment 

Z(N) curve: locus of aggregate supply 
points given profit maximization 
opportunities for firms (cost curve) 



Keynes: Critique of Say’s Law 

• Keynes divides total production in two classes of goods: 
consumption and investment goods. In equilibrium, because 
of Say’s Law the excess demand of each type of good will be 
zero 

• If the excess demand for consumption goods were negative (S 
> D), by Say’s law the demand of investment goods would 
increase to compensate this (the excess demand for 
investment goods would have to be positive) 

• However, the demand for investment goods depends on 
expectations on profits, and therefore, they depend on the 
possible sales to consumers of final goods: but because of the 
fall in the demand of consumption goods, the demand of 
investment goods would also fall, leading the economy to a 
depression 



• Say’s Law states that in a market economy nobody desires to 
accumulate: “every producer demands money in exchange for 
his commodities withthe exclusive purpose of using that 
money in the immediate purchase of another product” (letter 
from Jean Baptiste Say to Malthus, Letters to Malthus, 1821: 
NY Augustus Kelley) 

• Marx points out that accoding to this nobody in a capitalist 
economy would be interested in accumulation. This is 
patently false: capitalists are very special agents in that 
economy 

• “A capitalist always throws less money into circulation than 
the amount he hopes to recover….” 

• This is the sense of the formula describing the full circuit of 
capital 

Marx: Critique of Say’s Law 



Keynes and Marx on Say’s Law 

• Keynes knew about Marx’s critique (1933 draft of GT) 

• “The nature of production in the real world is not C_M_C. 
Maybe that’s the case of an individual consumer, but it is 
not the case a firm that seeks M-C-M’, that separates 
itself from money in order to make more money” (JMK, 
CW, XXIX: 81) 

• One hypothesis: Keynes did not want to quote Marx and 
this caused a lot of confusion 



Keynes’s Macroeconomics (1) 

• Uncertainty 

– Definition of Uncertainty 
• Risk vs. Uncertainty (Treatise on Proability, 1921) 

• Financial markets are not like insurance makets or horse races 

• Hisorical time and the Ergodic Axiom” 

– The linkage between S and D implicit in Say’s lawdoes 
not exist 

– IMPORTANT: according to Skidelsky uncertainty is 
generated by the capitalist system itself (capital 
accumulation implies investment today in order to 
obtain profits in the future) 



Keynes’s Macroeconomics (2) 

• Effective Demand 
– Activity and employment levels depend on aggregate demand 

– TG: model of a capitalist economy that maintains itself for along 
period of time in an “equilibrium” position with unemployment due 
to a high interest rate (or a low MEC) 

– The principle of effective demand exlains the structural flaw in a 
capitalist laissez faire economy 

– An equilibrium is attained when buyers purchase a good at 
profitable prices that justify hiring workers 

– But that point of intersection between the aggregate supply and 
demand curves (the point of effective demand) maynot be sufficient 
to maintain full employment 



Keynes’s Macroeconomics (2.1) 

• Effective Demand (contd.) 

– Decomposition: consumption and investment (marginal efficiency 
of capital, interest rate and liquidity preference) 

– Short term: the marginal propensity to consume (MPC) a certain 
proportion of income is stable because it depends more on habits 
and customs 

– But MPC is always < 1 

– As a result, investment has to intervene in order to increase 
agregate demand and the level of employment 

– Problem: investment depends on expectations under 
uncertainty and that makes it unstable 

• Capitalist economies are inherently unstable 

• There is no adjustment mechanism to fix this 

• The intervention of an external agent is required 



Effective Demand (2.2) 

• Output adjusts to the demand of goods (the economy is 
determined by demand and is not constrained by the supply 
and initial resource endowments) 

• The interest rate does not adjust automatically so that the 
point of effective demand coincides with full employment, 
even if one has complete flexibility of wages and prices 

• Keynes’s theory of the rate of interest implies there is no 
automatic adjustment that tends towards full employment 

• Thus, investment is independent frm savingaquí se 
desprende que la inversión es independiente del ahorro (la 
inversión y la acumulación de capital no dependen de las 
decisiones inter-temporales sobre consumo de los hogares) 



Keynes’s Macroeconomics (3) 

• Investment 

– Depends on the marginal efficiency of capital: the expected rate 
of return and its comparison with the market rate of interest (if  
MEC > im then investment increases) 
• MEC = present value of flow of expected revenues associated with the 

use of a given capital good using as discount rate the market rate of 
interest  

– Adjustment through quantities, not prices 

• Classics: aggregate supply (the monetary cost of production) 
adjusts rapidly and with great flexibility when sales expectations 
change. If wages are reduced, full employment is maintained 

• Keynes rejects this: if incomes are lower tha expected and do not 
cover production costs, workers will be fired in order to reduce 
costs 



SUMMARY: Classical Macroeconomics 

– Say’s Law 

– Stability in all markets with flexible prices 

– Savings are invested in the loanable funds market (a 
corollary of Say’s Law) 

– Money is neutral 

– Thus, the economy is always in full employment 
because it is stable and self-regulated 

– Short term disturbances do occur: rigidities, frictions 
and exogenous shocks 



SUMMARY: Keynes 

• Principle of Effective Demand 

– Investment decisions (supply) depend on expectations 
about demand 

– Supply responds to demand 

• Level of expenditures not sufficient to maintain full 
employment in a capitalist economy 

• Interest rate is not the main determinant of 
decisions on savings and investment 

• Wage flexibility is insufficient to ensure full 
employment 

• Ergodic axiom 



Keynes’s Macroeconomics 

• Money  

– Not a technology  

– It is a convention, an institution to cope with uncertainty 

– Contrast with Classics: money is not only a means of exchange, 
it is also a reserve of value 

– Demand for money: determined by transactions and 
speculative motives, but also by liquidity preference 

– Interest rate is not a reward for saving but a reward for parting 
with liquidity 



Keynes: money is not neutral 

• Keynes highlights the role of money as a reserve of value 
and relegates to the background its role as means of 
payment 

• Thus, money ceases to be neutral 

• In a monetary economy there is an inverse relationship 
between decisions to accumulate wealth and he 
possession of liquidity. These decisions depend on 
uncertainty and the expectations of agents 

• Endognous money (monetary creation in hands of private 
banks) 



Schumpeter and monetary creation 

• Entrepreneurs introduce technical change (waves of 
creative destruction) 

• They use money (first heresy) 

• … and credit (second heresy) 

• Money and credit perform essential functions in capitalism 
(“they are not simple reflections of things that happen in 
terms of goods”) 

• “From this it follows that in the real world total credit must 
be greater than what it would be if it was only credit 
backed by savings (…). The structure of credit goes well 
beyond the base of existing goods” 

               J. Schumpeter,  Theory of Economic Development (1934) 



Money, uncertainty and the rate of interest 

• Keynes: three properties of money explain the rigidity of the 
interest rate 

– Elasticity of production = 0 

– Elasticity of substitution = 0 

– Carrying costs = 0 

• Goods are produced when their MEC is higher than the own 
rate of interest of the good being used as unit of account and 
as a means of payment 

• Production is hindered bythe rigidity of the interest rate (to 
go down) 

• The three properties mentioned here are the cause of this 
rigidity 



Keynes: money, uncertainty, liquidity 
preference and the rate of interest (3)  

• An increment in the interest rate of money puts a brake on the 
production of all other goods (whose production is elastic) without 
any stimulus to the production of money (it is inelastic) 

• Money’s interest rate determines the rhythm of the evolution of the 
own rtes of interest of all the other goods and restricts investment in 
the production those goods 

 

Due to the essential properties of money Keynes concludes: 

• “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 which cannot be produced and 
the demand for which cannot be readily choked off”.  

 



Keynes’s Macroeconomics (5.5) 

• Liquidity Preference 

– Uncertainty and liquidity preference are intimately related. 
Fluctuations in effective demand and employment arise because 
uncertainty makes men prefer liquidity at certain points in time 

– There is no market mechanism that allows the economy to 
generate a “natural” rate of interest such that the point of 
effective demand coincides with full employment 

– Interest rate and liquidity preference 

• Liquidity preference comes after the decision to save: it 
corresponds to the decision over which form (asset) savings are 
going to be kept 

• Thus, the interest rate is not determined by the supply and demand 
of loanable funds, but by the supply and demand of the assets 
chosen to keep those savings. Money is simply on of those assets 

 



Keynes’s Macroeconomics (6) 

Wage rigidities and the interest rate (A) 
•The belief in the capacity of self-regulation of a capitalist economy is 
grounded not only in the absence of uncertainty in investment. It is also 
based on the belief in the ability of markets to lead to equilibrium (with 
flexibility of prices) 

•Keynes: the possibility of involuntary unemployment does exist and the 
fall in wages reduces aggregate demand, leads to bigger (unsold) 
inventories and greater reductions in jobs 

– Falling wages lead to price reductions because MPC < 1 and this leads to 
inventory accumulation and lower prices 

– The reduction in prices makes real wages (w/P) remain constant and the 
so-called adjustment in the labour market ceases to operate. Thus 
unemployment persists 

 

 



Keynes: Insights and Main Messages 

• Capitalism in inherently unstable 

• Need for state intervention 

• Money is not neutral: it has effects on real variables 

• Uncertainty is crucial 

• Reductionist assumptions are rejected 

• The labour market does not adjust with flexible wages 

• It is not a radical revolution. But the establishment felt a 
dangerous threat and spared no efforts to distort and 
recover Keynes’s messages. Treason was brewing even as 
GT was going to print 



The recovery of Keynes 

• Keynes himself made several mistakes and setthe stage for 
his betrayal and recovery 

• The so-called Keynes effect allowed to get Classic results with 
Keynes’s own model 

• Hicks: the IS-LM model 

• This model was further developed by Samuelson and 
Modigliani 

• The end result: the conventional interpretation of Keynes as 
being summarized in the IS-LM model 

• Bastard Keynesianism (Joan Robinson) and the Neoclassical 
Synthesis 

• Monetarism and rational expectations finish the job 

• DSGE models and representative agents 



Keynes’ Effect 

Rigidity in Wages and the Interest Rate (B) 
•Keynes recognizes a case in which the reduction of wages may 
cause a fall in the interest rate (and thus bringing about greater 
investment and may reactivate employment generation) 

•Keyes’ Effect: a long and complicated mechanism 
– Fall in wages is associated to an increment in production 

– MPC < 1 conduces to an increase in inventories and price reductions 

– The demand of money for transactions motive drops 

– Demand for bonds (financial assets) increases 

– The price of bonds increases and this causes a drop in the interest rate 

– Investment increases and this brngs about an increment in aggregate 
demand 

– Elimination of involuntary unemployment 



IS-LM (Hicks-Samuelson-Modigliani) 
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DSGE Models 

• Inspired in RBC models where the economy has an immortal 
agent,there’s one single good and he problem is maximizing inter-
temporal utility in the context of external shocks and an stochastic 
process 

• These models can incorporate price rigidities and are capable of 
generating both Keynesian and Classical results 

• Importance of transversality conditions (Goodhart): stability 
conditions (get rid of explosive trajectories) and in fact, eliminate 
the need for money 

• Two classes of models: for the new Classical macroeconomy (with 
self-adjusting competitive markets) and for the New Keynesian 
economy (with imperfect markets and rigidities) 

• The foundations of the reductionist project are found in…General 
equilibrium Theory! 

 

 

 

 



New Classical Macroeconomics 

• DSGE models: the only policy priority is price stability 
– This will provide more solid bases for calculations of the 

representative agent 

• Macroeconomic theory based on the assumption that 
competitive markets are stable… 

• …but at the same time, in the New Keynesian DSGE 
models the assumption of rigidities is introduced and this 
leads to a series of contradictions 

• If there is no convergence to equilibrium, that is due to 
rigidities and imperfections 
– Importance of a thorough critique of GET: the problem is NOT 

with the assumptions (lack of realism or too abstract) 



What You Need to Know to Understand New 
Classical Macroeconomics 

• General Equilibrium Theory (1958-59) has two 
theorems of global stability (p       p* V p) 
– GS 
– WARPm 
– PLUS: A, tâtonnement, no money 

• Sonnenschein-Mantel-Debreu Theorem (1974) 
– the excess demand function for an economy is not 

restricted by the usual rationality restrictions on 
individual demands in the economy. Thus microeconomic 
rationality assumptions have no equivalent 
macroeconomic implications. Its main implications are 
that with many interdependent markets the economic 
equilibrium may neither be unique nor stable. 

 
 

http://en.wikipedia.org/wiki/Sonnenschein%E2%80%93Mantel%E2%80%93Debreu_theorem


SMD 

• If you know SMD, that also means you can 
understand why New Classical, Real Business 
Cycles, Dynamic Stochastic General 
Equilibrium and New Keynesian (supposedly 
micro-founded) macroeconomic models are 
not good theoretical reproductions of real 
world (or even GET models). 

• And why they are bad substitutes for real 
macroeconomic analysis. (Lars-Sylls) 



All you need to know to understand New 
Classical Macroeconomics 

Theorem 7.6.1 Sonnenschein-Mantel-Debreu (1973, 74, 76) 

Suppose           is a continuous function defined on 

 

 

 

where Pe is the price simplex and z() is defined in R+
n.  

Assume z() is homogenous of degree zero and satisfies Walras Law. 

Then there is an economy of n consumers whose aggregate demand 
function coincides with z(p) in the domain Pe. 

 

This means that the aggregate excess demand function, as a function 
of prices only, has no structure. 

z ×( )

Pe = pÎ{ R+

n pi / p j ³e"i, j}



Imposibilidad del programa reduccionista 

• Teoremas Sonnenschein-Mantel-Debreu 

• Pregunta: ¿existe un equivalente a nivel del mercado de la curva 
de demanda individual de un agente racional? 

• Sonnenschein: ¿puede una función contínua arbitraria ser una 
función de demanda excedente para alguna mercancía en un 
modelo de EG? Demostramos que todo polinomio es una 
función de demanda excedente para una mercancía en un 
modelo de n mercancías 

• La función de demanda puede adoptar cualquier forma 

• La “ley de la demanda” no se aplica para un mercado (a menos 
que se introduzcan condiciones adicionales) 

– Preferencias homotéticas y distribución del ingreso independiente 
de los precios 



Keynes: lessons in economic policy 

• Policy recommendations stem from his macroeconomic theory 

• Fiscal Policy: the need to “socialize investment” to stabilize 
aggregate demand, increase the rate of return on private 
investment and reduce risks for private capital 
– Without this socialization of investment the variations in MEC are too 

large and cannot be compensated by reductions in the interest rate 

– Needed to reduce volatility in the business cycle (counter cyclicality) 

– The way to do this is by increasing the size of the public sector with 
respect to GDP and the realization of investments in infrastructure, R&D, 
public services (subsidies) 

• Monetary Policy: public control over the central bank to reduce 
the expected normal rate of interest (long term) 

• Macroeconomic policy for the real (non financial) sectors of the 
economy 

 



Minsky: cycle theory 

Synthesis: Minsky’s financial theory is inspired by Keynes’ 
work 
It centers on how investment is financed and the associated 
risks with this financing 
Anticipations on the capacity to cover debt commitments 
occupy a central place in the analysis  
 
Minsky’s cycle theory: stability engenders instability 
 
Key idea: periods of tranquility generate expansion of 
investment, unsustainable modes of finance and finally, a 
crisis 
 Endogenous 
 Expectations play key role 



Hypothesis of financial instability  

• In the context of an economic (investment) boom, debt 
commitments of firms grow faster than profits and they 
eventually come to surpass them 

• Given favourable expectations towards the future, firms 
(with the tolerance of their financial agents) begin to 
finance principal payments with more debt (“speculative 
financing”) 

• Another level is reached when even interest payments are 
financed by additional debt (“Ponzi or ultra-speculative 
financing”) 

• Covering financial commitments is not carried out any 
more with profits but with more debt and roll-over. This 
leads to an unsustainable stage 

• From a robust financial system, we have moved to a 
system with financial fragility 



End of the ‘boom’ 

• The persistance of the ‘boom’ leads necessarily to the 
appearance of bottlenecks in the financial system or to 
inflationary pressures in the goods’ market 

• The restrictions set up by the financial system or the central 
bank to contain the inflationary pressures imply that the supply 
of funds is not infinitely elastic. This leads to rising short and 
long term interest rates 

• Unexpected hikes in financial charges is associated with a fall in 
net profits 

• Due to the fragility of the financial system it is not possible to 
resort to more borrowing to refinance previously acquired debt 
commitments 
– There is no more trust 
– Increases in interest rates close this door 

• Finally, we reach the crisis stage: firms cannot refinance their 
debt commitments, and they cannot do it through their profits 



Minsky: end of the cycle and the crisis 

• In the downward phase of the cycle the key objective of firms is not to 
engage in new (expansive) investments, but rather cover their 
previously acquired debt commitments 

• Refinancing (roll over) is now out of the question. The only path is the 
sale of (illiquid) assets 

• This causes a drop in the prices of assets, reducing further the net 
worth of firms and has negative implications for portfolios of their 
financial agents 

• This strengthens the need to reduce indebtedness further through 
greater asset sales: the drop in assets prices intensifies 

• Drop in asset prices causes greater collapse in investments and profits, 
etc. 

• The financial crisis becomes a generalized deflation 
• Financial obligations cannot be covered 
• A wave of bankruptcies follows 
• The entire process unravels in a deep and prolonged recesion 



Minsky and the Open Economy Model 
(with special reference to LDCs) 

• What happens when we extend Minsky’s model to a less 
developed open economy? 

• New access to financial sources 
• Dual effect on interest rates 

• Distortions in investment pàtters: speculative booms 
encouraged 
• Lower interest rates for big corporations 

• Higher interest rates for consumers and SME 

• Capital flows impact exchange rates 
• Risk and indebtedness in foreign currencies 

• Domestic capital goods sector: that section of Minsky’s 
model disappears 

• Minsky at the firm level: see Treeck on financialisation: from 
managers-workers alliance to managers-shareholders 
alliance 

 



THANK YOU 


