KEYNES AND THE MONETARY THEORY OF PRODUCTION

The aim of this paper is threefold. First, it setd to provide a critical reconstruction of the ibas
schema of the monetary theory of production (MT&#Jjoaamulated by Graziani (2003), emphasising
the existence of ‘open issues’ relating to interawadl external inconsistencies. Second, it seeks to
verify the elements of affinity of this schema wiKbynes’s thought. Third, it aims at expanding the
basic schema of the MTP by explicitly consideringydesian elements, mainly deriving from the
General Theory.In so doing, a simple macroeconomic model isqresd, where two key issues of
the Keynesian theoretical framework as statedénGh are considered (i.e. the idea that the lefrel o
employment depends on aggregate demand and thialaie played by expectations), preserving
the fundamental assumptions of the MTP, namely thahey supply is endogenous and credit
serves above all to finance production. It is sholat the Keynesian version of the MTP establishes
a causal link where unemployment depends on adhelggregate demand, and where low levels of
aggregate demand, in turn, depend on low crediplguf.e. credit rationing) and/or low credit
demand on the part of firms.
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1 - Introduction

The monetary theory of production or monetaiscuit approach (hereafter MTP) is a line of
research which started with a series of seminatrifmtions coming, in particular, in Italy from
Augusto Graziani. Graziani constructed a basicreehef the working of a monetary economy (see
below — section 2), based on the idea that monpplgus endogenous and demand-driven. This
schema has been subjected to a number of exteremmonevisions, by scholars working within the
theoretical frameworks of Marxism (cf. Bellofior005), Institutionalism and evolutionary
Political Economy (cf. Fumagalli and Lucarelli, B)0Forges Davanzati and Realfonzo, 2009;
Forges Davanzati and Pacella, 2013) and Keynesianis

Graziani’s point of departure rests on his own ipaldr interpretation of Keynes’s thought. He
focuses on Keynes’s short article entitled “A MargtTheory of Production” (published Essay

in honor of Arthur SpiethaffLl933), which, as we know, was also the title &eegto his lectures at
the time. In this work, Keynes stressed that tHas%ical” economic theory of exchange was the
picture of the working of a barter economy. Althbugwas understood that money was employed
in all market transactions, money was nonethelessaived “as being in some semsautral” It
was not supposed to affect “the essential natutbeofransaction” as “one between real things.” In
radical opposition, Keynes proposed a monetaryrtheproduction, assuming that it is impossible
to analyze the dynamics of a capitalist system authexplicitly considering its monetary and
financial aspects.
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The aim of this paper is threefold. First, it sets to provide a critical reconstruction of the ibas
MTP schema as formulated by Graziani (2003), empimasthe existence of ‘open issues’ relating
to internal and external inconsistencies. Secansleeks to verify the elements of affinity of this
schema with Keynes’s thought. Third, it aims at aaging the basic schema of the MTP by
explicitly considering Keynesian elements, maingyiding from theGeneral Theory.

The exposition is organized as follows. Sectioredlsl with the description of the basic schema of
the MTP and the analytical problems deriving frdmin order to find the points of affinity and
divergence between the MTP and Keynes's thoughtti®e 2 deals with Graziani’'s model,
conceived here as the seminal work at the beginoirigis line of research. In section 3 a simple
macroeconomic model is provided in order to expdhd basic schema of the MTP by
superimposing some fundamental Keynesian topias ¢he role of aggregate demand and
uncertainty). Section 4 concludes.

2 — The monetary theory of production
2.1 — The basic schema

The MTP describes the functioning of a sequenttanemy which involves three macro-agents:
banks, firms and workers. The banking system cseateneyex nihilg in accordance with the idea
that loans make deposits; firms advance the moragewbill and produce commaodities; workers
supply labour power. The circular process of thenetary economy starts with bargaining in the
money market between banks and firms. Banks supptg with initial finance; firms need money
in order to pay workers and to start productior. &given bargained money wage, they advance
the money wage bill. After the production proceas taken place, the price level is determined, so
that real wages are known ex-post. Income disiobhuamong banks, firms and workers does not
reflect the marginalist rules, depending on thetret market and socio-political power of the
agents. The monetary circuit closes with the repaytrof the initial finance to banks — the so-called
“destruction of money” (see Graziani, 2003 and Welkection 2).

The basic schema of the MTP, as presented by Gra@803, pp.100 ff.), aims at finding the
mechanisms which determine income distribution agnibmee macro-agents: the banking system,
firms and workers. It can be formalized as follbws

The symbols used here are listed below.

Xis output

ais labour productivity

N is employment

C is the demand for consumption goods

C is workers’ propensity to consume

w is the unitary money wage

| is investment

F is firms’ initial finance

b is the fraction of aggregate product that firmguae for their own use (i.e. real investments)

sis the propensity to save

p is the market price

Aggregate supply is equal to:

X = paN [2.1]

! Graziani's model considers the equities issuedrpyst For the sake of simplicity, this variable lwibt be considered
below. This will not alter the conclusions of thedel.



Aggregate demand in the commodities market equatswmption plus investment. Workers’
consumption is equal to:

C =cwN [2.2]
Investment expenditure in monetary terms is:
I =baNp [2.3]

And the equilibrium price level results from theuatity between aggregate supply and aggregate
demand:

paN = cwN + pbaN
paN — pbaN =cwN = p(aN —baN) = cwN

cwN w,1-s

aN-baN _ a'1-p [2.4]

p

Equation [2.4] shows that — for a given unitary mpmwage and labour productivity — the price
levelrises with the increase ipnworkers’ propensity to consume aindfirms’ propensity to invest.
The unitary real wage is:

w_w (4=b), __ (-b) [2.5]
p w (@-9) @-9

Equation [2.5] establishes that “Average real comstion of wage earners depends not only on the
average productivity of labour but also on the slhmof total product that firms decide to buy for
investments in order to use in further producti@@faziani, 2003, p.102).
The rate of profits is defined as the ratio betwéenm value of net aggregate product and the
monetary cost of production, i.e.zwI =—pa—1.

wN w
In Graziani’s formulation, aggregate gross monefipderives from the rate of profits which firms
can obtain from the monetary value of capital inedsi.e.:

=1 (WN) :[%‘—1](w|\|) = paN-wN [2.6]

Equation [2.6] emphasizes that firms as a wholaratbe position to obtain money profits only on
condition that they can sell the whole amount & ¢joods they have produced. Moreover, since
firms are indebted towards the banking systemr tieti monetary profits are:

77, =r(wN) —iwN [2.7]
As regards the profit rate, Graziani stresses ithgbes up as public expenditure rises, since “an

increase of public expenditure [generated by acdefpending policy] will produce an increase in
money profits” (Graziani, 2003, p.109 — see belsaction 3).



However, in the absence of external influxes otilility (such as public expenditure), equation
[2.7] suggests that aggregate net money profitdaaver than zero. This occurs for the following
reason. The money wage bill is, at the same tinsepece of revenue for firms and a monetary cost,
and there are no other costs deriving from theafisther inputé In this situation, the amount of
money firms spend on paying workers equals the amotimoney they receive when workers
spend their money incomes, provided that workemspensity to consume is unitary. Therefore, in
the most favourable condition for firms (i@=1), they are in a position to gain zero gross money
profits. Note that this occurs for whatever prieedl: since it is assumed that a single consumption
good is produced, workers, not being able to chaseng different goods, can only choose
between consumption and savings. Moreover, firnisaa@ consolidated macro-agent, setting the
scale and the composition of output in a non-coitipetenvironmerit Moreover, since the money
interest rate is higher than zero, aggregate netesn@rofits are lower than zero. Thus, equation
[2.7] can be re-written as:

paN= wN andi >0= 7, = paN-wN- iF<0 [2.77].

Equation [2.7’] expresses the so-called paradgxrofits, i.e. the impossibility for firms as a wikol
to make money profits. Graziani concludes that $etions are in order) firms remain indebted
towards banks according to a “normal” degree otbtddnessii) firms reimburse their debt in
kind. This question will be discussed below (setfa3).

2.2 — The Keynesian features of the basic schere d1 TP

Most supporters of the MTP maintain that this tyederives from a long tradition which goes from
Knut Wicksell, Joseph Alois Schumpeter, Dennis Rigom to John Maynard Keynes (cf. Fontana
and Realfonzo, eds., 2005). It is maintained thasé scholars agreed on the endogenous money
theory and, apart from minor differences, theypatlvided theoretical schemas designed to analyze
the functioning of a credit economy as distinctnira barter econorfly This section sets out to
delve more deeply into this issue by tracing thgrésian features of the basic schema of the MTP.
To do so, it is helpfulo distinguish its links with Keynes’s TM and GT.

A) The MTP and the TMCircuit scholars give an interpretation of Keyndasisught where the TM

is conceived as the work describing the “generaketand the GT as the book describing the
“special case” of mass unemployment and crisesowicgly, they support a “continuist” reading
of Keynes’s thought. The TM has been interpreted asrk within the Neoclassical tradition and
containing significant differences compared to Bd&, according to what can be called a
“discontinuist” reading of Keynes'’s thought. In peular, it has been stressed that Keynes’s works
before the GT are aligned with the neoclassicaldialtian tradition; it was only with the GT that
Keynes developed his idea of revolutionising ecoiedireory essentially by overturning Say’s law
(it was now aggregate demand that determined agtgesupply). Well-known examples of this
interpretation are Blaug (1968) and Patinkin (195687, 1990). By contrast, other scholars
interpret the links between the TM and the GT imadically different way. Seccareccia (2004,
p.302), among others, stresses that:

% In the basic schema of the MTP, it is assumed thsince firms act as a consolidated macro-agemiying and
selling amongst themselves does not produce addlitinflows of money (cf. Graziani, 2003).

% This does not mean that firms can fix the pricelat whatever value. As shown, in particular Beflofiore, Forges
Davanzati and Realfonzo (2000), if workers’ expdcteal wage is significantly higher than the cutrezal wage,
social conflict is likely to occur, thus pushingnfis to reduce prices.

* Lunghini and Bianchi (in Arena and Salvadori, e@804, ch.10, p.152) stress that the basic schdrtteedTP is
“neither a theory nor a model, it is a scheme assQay’sTableau économiqule..], Marx’s reproduction schema, and
Sraffa’s equations iRroduction of commoditiés



“In carefully examining the two works, one acquithe obvious impression that, with
some inevitable modifications, th@eneral Theorycould be incorporated into the
Treatise perhaps, as an additional volume on the workofgs particular phase of the
Credit Cycle [...]. In the presentation of the Gtétlycle, theTreatisetakes ughrough

a logical process covering a complete cycle. Caelgr in theGeneral Theory he
limits himself to the notional spacg representing an interval of logical time within
which the level of investment, the capital stockl #ime state of long-term expectations
are all given”.

Tily (2011, p.55) stresses that “while [the TM] wasclear departure from the existing theories,
especially with the macroeconomic approach to thendamental equation’ it remained
underpinned by classical doctrine”. Smithin (203250, italics added) convincingly argues that
the differences between Keynes’'s TM and the GT weaaly motivated by the fact that “Keynes
[...] wanted to couch his arguments very much in gemh Marshallian microeconomics. This
therefore meant using marginalist mathematicseastlto the limits of his own personal technical
range. Even more importantly — in fact, cruciallyit-also required the assumption of perfect
competition prevailingn all markets. These dubious features were preblymacluded to prove
his bona fidesto the rest of the economics profession in thipdartant work. Why, though, was it
felt necessary to do this? | suppose that everwdrehas spent any time at all studying economics,
or taught in a university, will be familiar withersort ofpeer pressurehat might lead someone to
go down this route”.

Moving along this line of interpretation, Forgesvaazati and Pacella (2013b) show that the TM
departs from the Neoclassical tradition in at Ié¢astfollowing basic respects:

i) Keynes describes the working ofronetary economyvhere the banking system does not act as
a pure intermediary, being in the position to eeatdit-money without a previous collection of
savings, and to fix theominalinterest rat2 The assumption that the banking system can create
money ex-nihilo is a cornerstone of the MTP, reflecting the Kesyae monetary theory as
expressed, in particular, in hiseatise on monefsee Graziani, 2003and — as will be argued - it is
the principal element of affinity between the MTitdl&Keynes'’s thought It is well known that in
the TM,Keynes (1971 [1930], p.23) points out that “it \sdent that there is no limit to the amount
of bank money which the banks can safely crpateided that they move forward in stép

i) In the TM, Keynes emphasises the existence of gamms mechanisms which generate
structural disequilibrium involving a dynamic process where vicious circleswrot be stopped
except by means of external intervenfioihese features of the TM are underlined by Keynes
himself in the “Preface” (Keynes, 1971, p.xviiglits added):

“... | propose anovel means of approach to the fundamental problemsafetary
theory My object has been to find a method which is wisef describing, not merely
the characteristics of static equilibrium, but algwse of disequilibrium and to
discover thedynamic lawsgoverning the passage of a monetary system froen on
position of equilibrium to another”

® Keynes (1971, pp.17 ff.) also explicitly considére case where money is used as a “store of vaféth is — as we
know — a key analytical category expanded in the 84 adds (ibid., p.18) that the same phenomenomefar to “the
hoarded ingots and ornaments held as a store wé gl the nobles and the people of the country”.

® Ccardim de Carvalho (2012, p.203, italics in orijnstresses that “the classical approach contamn@&sthdamental
normativeview of what should be the ‘correct’ role of banksorder to minimize the imbalances in the econpthgy
should act essentially as ménéermediariesbetween savers and investors”.

"in theGeneral Theor{Keynes, 1973 [1936], p.230), Keynes emphasizass tmoney has, both in the long and in the
short period, a zero, or at any rate a very srakdkticity of production”, adding that he will agse that “the supply [of
money] is fixed".

8 Forges Davanzati and Realfonzo (2008) providesartstruction of the different interpretations o fTM.



iii) By contrast to the interpretations which imputediraplicit assumption of full employment to
Keynes’s TM, it should be recalled that — in wiggihis work — Keynes was aware that “In Great
Britain, Germany and the United States at leastnilllon workers stand unemployed” and that —
insofar as they were involuntarily unemployed stivias a “catastrophe” (Keynes, 1971, p.338).

iv) Keynes considers State intervention necessarydardo reduce unemployment. In his view,
recessive phases can be stopped only through ektémtervention, namely by means of
expansionary fiscal policy. Keynes (1971, p.33&lias added) points out that, in cases of “severe
unemployment”, “the Government must itself promatgrogramme of domestic investments”.
Moreover: “the desired result [i.e. the reductidnruaemployment] can only be obtained through
some method by which, in effect, the Governmentsglibes approved types of domestic
investment oitself directs domestic schemes of capital devedoim

These theoretical elements enter the basic schétha M TP, with particular reference to the view
of endogenous money supply. More in detail, thecsshema of the MTP establishes that:

a) The level of production is autonomously decidsd firms, as is the aggregate level of
employment and its distribution between the sepr@ducing wage goods and that producing
investment goods. Real wages increase as firmsleléoi employ more workers in the sector
producing consumer goods, reducing the number okeve employed in the sector producing
investment goods. This conclusion can be interdragean extension of Keynes’s argument — as
stated in the TM - thabroducer’s sovereigntys a typical feature of a capitalist econortiyte
entrepreneurs have been deciding quite independient/hat proportions they shall produce the
two categories of output [consumption goods or stvent goods]” (Keynes, 1971, p.123).

b) The conclusion reached in equation [2.4] is similarthat reached by Keynes in the TM.
According to his “fundamental equation”, the priegel of consumer goods is determined by the
sum of the average cost of laboW/€ - i.e. the ratio between money wages and prodtyct and
the difference between the cost of production gfiteh goods and savings divided by the total
amount of consumer goods(-S)/R (Keynes, 1971, p.124), i.e.

oLyl =S
e

[2.4]

and, in line with Keynes (1971), profits are niltive event of savings equals investments (Graziani,
2003, p.105). As in the TM, in this theoreticalnfrawork, aggregate demand affects the price level,
not the level of employmehtAccording to Graziani (2003, p.21), this does mean that money is
neutral. On the contrary, he maintains that — exMTP — “the theorem of the neutrality of money is
clearly rejected in point of principle, since amgation of money increases the spending abilitst of
well-defined group of agents, which means that gffects it exerts on the price level cannot be
neutral”.

B) The MTP and the GTKeynes'’s theoretical framework, as stated in the Gih be reduced to
four fundamental propositions (cf. King, ed., 2Ql2)management of the money supply produces
real effects, impacting on the level of activitydaemployment;ji) the path of aggregate demand
plays a crucial role in determining the level of@gayment and the growth rate both in the short and
the long runjii) agents behave in a context of “fundamental uniceytd®: iv) a deficit spending
policy is required in order to increase the emplegphrate.

As has been shown, Graziani’s research projectistsnsf posing a theoretical nexus between Marx
and Keynes's TM, in the belief that Keynes’'s mostuaate description of the working of a
monetary economy can be found in this work, while &eneral Theoryfocuses on the “special
case” of mass unemployment and crises (cf. Grazia®84). However, Graziani (and other

® Graziani (2003, p.20) maintains that, in the tle¢oal framework of the MTP, “the market does noagntee full
employment”, although he does not provide a cleptamation of why this should happen.
1 This issue, connected with the MTP approach, ieresively analysed, among others, by Fontana (2009)



circuitist scholars) point out that the basic asstioms of the GT can be integrated into the

theoretical framework of the MTP, in view of thdléeving arguments.

1. It is maintained that uncertainty — conceivedaasrucial variable in the GT — can play a

significant role in the basic schema of the MTPcading to Graziani, the function of money as a
reserve of value cannot to be neglected: in fatyohg this role means admitting the non-existence
of uncertainty and returning to a model of barteormmy, where money paradoxically does not
play any role.

“In a hypothetical world free from uncertainty afidm frictions, [...] money is
created, passed on from one agent to the nextestdoyed in the same instant. If
this is the case, money is no longer an observablignitude and the paradoxical
result emerges of a monetary economy being defasedn economy in which
money [...] escapes any observation and any possielgsurement. [...] As a
paradoxical consequence, the image would emergerainetary economy [...] in
which money did not exist (Graziani, 2003, p. 13*12And “In order for money
to be an observable variable, not only does monaye hto be the regular
intermediary of exchanges, but a second conditiasm to be met, namely that
agents constantly keep a fraction of their moneymmes in the form of liquid
balances” (Graziani, 1996, p. 146).

The monetary economy is by its very nature charaet@ by uncertainty and by the presence of
money serving as a reserve of value against thertamcty of future events. This conclusion has
important implications for the equilibrium conceptGraziani’s circuit approach.

It is only when wage earners spend their incoméisenand the banks spend all their net profits
that firms are able to completely recover the tatabunt of the initial finance received from banks
and to close the circuit with the destruction ofrap. If instead wage earners decide to keep a
portion of their savings in the form of liquid batses, the circuit does not close and the firms are
unable to repay their bank debt. This is tleemal conclusion of the production cycle: in the final
position the money is kept in the form of liquidldreces, like a reserve of value, and a certain
amount of firms’ debt is accumulated from one puwitiin cycle to another (Graziani, 1994, pp.
126-127).

“As a consequence, at the end of the productiofedye money initially created
will not be entirely destroyed. If banks are nowemding to finance a new
production cycle equal to the preceding one bytgrgrihe same finance, the total
money stock will be increased: precisely, it wl bqual to the wage bill plus the
new liquid balances set aside by wage earnerseagrnld of the previous cycle”
(Graziani, 2003, pp. 30-31).

In the condition of uncertainty, which is a typidalature of the monetary economy, the final
situation of the circuit is characterised by ingeltess of firms towards the banking system.

This is a questionable issue, insofar as Graziamispretation does not seem in line with Keynes'’s
view on the role of uncertainty. Schematically, ey stresses that uncertainty affects the demand
for money for a precautionary reason. The exist@ficaoney as a reserve of value has a negative
effect on aggregate demand and as a result oretled df employment. Graziani conceives the
existence of uncertainty (and, thus, of liquid baks) as a possible cause of monetary
disequilibrium, i.e. a situation where firms areahle to realize profits in money and to reimburse
their debt to banks in money terms.

2. Keynes’s monetary theory is supposed to be stamdi with the circuit approach. The link
between the monetary circuit theory and Keynesianetary theory is based on the endogeneity of
money. Basil J. Moore has proposed a different wwéwhe characteristics of ti@eneral Theory



overturning the conventional interpretation. Acéogdto Moore: “in theGeneral Theorythere are
passages which reflect Keynes'’s earlier recognitibthe endogeneity of money supply [and] it is
possible to find evidence in tli&eneral Theorof his awareness of the endogeneity of the supply”
(Moore, 1984, p. 58, p. 60).

Graziani adds thaj Keynes was fully persuaded that money has a nafureedit and that money

is created by banks, which grant loans, without am@yious collection of deposits (Keynes, 1930, I,
ch. 2 (i), p. 25; Graziani, 1996, p. 145) and if)aKeynes considered the banking sector as clearly
distinct from the firms sector, in tHgeatise on Monegnd in some later essays. Even though in the
General Theorythis distinction is missing, the problem of theeggnce of the banking sector in
Keynes’s analysis coincides with the role to attiib to the Treatise in Keynesian thought
(Graziani, 1988, p. 9%). More specifically, Graziani (1991, p.29) maintathat in the GT:

“Keynes adopts the hypothesis that the amount ofayan existence is given. It is
however well known that not everyone today agrées this idea applies to the whole of
the GT [Moore 1984]. Keynes himself stated thatdeetainly did not mean to give
constant value to the amount of money [Keynes 1828, n. CW, XV, 232 n]. What's
more, Keynes had good analytical reasons to conti@eamount of money as equivalent
to a parameter. As will be recalled from the eadiescription of money circulation, money
is created when banks give firms credit to stagtghoduction process, and it is destroyed
when those receiving money incomes spend theimigcon consumer goods or on buying
securities issued by firms. Therefore if the amaoiimoney in existence is presumed to
stay constant, this also means presuming thatotiaé df the money incomes generated in
each production cycle is spent, no matter whethebbwying goods or financial securities,
and that nothing is used to increase liquid reser®&ich a hypothesis is the same as
supposing that at the end of each period firmsgfbgll the debts contracted with banks at
the beginning of that period; this equates to stathat the repayment of bank debts is a
condition of equilibrium. Now we know that in ord® fulfill this condition, the yield on
the securities placed on the financial market lbydi must be high enough to attract the
whole amount of the money savings formed duringpéeod. This in turn means that if
there is a great preference for liquidity, the liegt rate on the securities may become so
high that investments will be discouraged and ureympent will result. So here we see
that the idea of a constant amount of money, whely look like a mere simplification of
the reasoning, is in fact invaluable in showing twias very important for Keynes, namely
that the monetary economy normally produces uneynpiot”.

In our interpretation, Keynes - in the GT — is @aclon this point. The basic framework of the GT
is based on the assumption that “the quantity ofhegois virtually fixed” and that “the old-
fashioned view that saving always involves investiméhought incomplete and misleading, is
formally sounder than the new-fangled view thatréhean be saving without investment or
investment without ‘genuine’ saving” (Keynes, 191936], pp.82-83). However, he also considers
the case where “the quantity of money is itsel@iaction of wage- and price-level” (Keynes, 1973
[1936], p.266). As we know, Keynes (1973 [193682).also explicitly considers the expansionary
effects of “credit creation by the banking systetm| which ‘no genuine saving’ corresponds”,
which is made possible by the fact that “money ba# in the long and in the short period, a zero,
or at any rate a very small elasticity of productiKeynes [1973 [1936], p.230).

1 Graziani (2003, p.24) also maintains that “A paifitconvergence between circuit theory and the p@smesian
school can be found in the analysis of income iBistion. Here circuitist theorists follow the pd&tynesian school in
the analysis of income distribution”. He also egiplly clarifies that circuitist scholars “assigrckear preference to the
Treatise on monegver theGeneral Theory(Graziani, 2003, p.23).



In view of these considerations, one reaches tmelgsion that the basic schema of the MTP
reflects some basic ideas presented by KeynesiiMi Some assumptions put forward in the GT
(namely the existence of uncertainty) are also idened, although the basic element of the GT
(namely, the role played by aggregate demand) doesxplicitly enter the mod¥l As a general
observation, it can be said that the basic schdrtfeedM TP mainly contains Marxian features. This
conclusion appears to be confirmed by Grazianitmmoent on Keynes’s paper on the “Monetary
Theory of Production”, where Graziani (1984, pp)4-finds a strong theoretical link existing
between Marx’s and Keynes’'s analyses, establishivag for Keynes, too, the condition for
capitalist reproduction in monetary terms is enadgied in the Marxian sequent&C-M’. As a
matter of fact, Keynes distinguished between wieatdiled a “co-operative economy” (essentially
a barter system) and an “entrepreneur economy,revh@netary transactions entered into the
determination of “real-exchange” relatidisGraziani stresses that, in theC-M’ economy, it is
not only individual behaviour that is motivated bynetary objectives, but, as a fundamental
difference with theC-M-C economy, conflict among macro-agents — banks sfiamd workers - is a
structural feature (cf. Fontana, 2009, pp.64 ff.)

Otherwise, the main policy prescription derivednirthe basic schema of the MTP concerns the
fact that workers can obtain a rise in real wagaly by means of conflict in the socio-political
arena, by modifying the scale and composition d@pou Insofar as money wage rises are nullified
by the firm’s price rises, it follows that: “If thgovernment wants to alter the distribution of real
income against profits and in favour of wagess mo® use working by means of monetary taxes and
subsidies. The government should instead providelgg@and services in real terms and make them
available to social groups whose real income itreedesirable to increase” (Graziani, 2003).

2.3 — The basic schema of the MTP: some unsettiestigns

The recent developments of research within the Mpproach have emphasized some unsettled
qguestions present in the basic schema. For the afalkee arguments presented in this paper, the
focus will be on two aspects.

1.Bank behaviourln the basic schema of the MTP, the objective fioncof banks is not clearly
specified. As a matter of fact, banks are assurnedet purely “passive” agents, which finance
production without taking expected returns intocastd. Graziani (2003, p.95) maintains that, while
the credit potential of thimdividual bank depends on the deposits collected, banksvasle are in

the position tacreatecredit. This is because the individual bank borrdivesrequired reserves from
the central bank. The central bank, in turn, doetsfacetechnicallimits in producing money:
accordingly, money is not a scarce resource aodntbe produced without employing workers. In

2 French circuitists propose this interpretatiortta links between the MTP and the GT. The sourcthefcircuitist

approach can be found, according to Schmitt (1960he equations in Chapter VI of the GT: IncomE€ensumption
+ Investment; b. Saving = Income - Consumption. fitts¢ equation defines the creation of money inepthrough the
investments made by firms using the money creayelanks. At this stage money and purchasing poweseparate
and they will become the same thing only when ti@pction process is finished. The payment of #dis, i.e.
distributed money income, is the basis of purclppimwer (“investment of money”) (Schmitt, 196618). The second
equation represents the destruction of purchasimgep The money income available at time t is sfpetime t+1 on

buying the goods produced, or it is saved (“disstrent of money”) (Schmitt, 1966, pp. 65-69). MoreQ they

maintain that it is aggregate demand which detezmite level of activity and the level of employmédiCencini,

2008, p.220).

13 4[This distinction] bears some relation to a pragnobservation made by Karl Marx [...]. He pointad that the

nature of production in the actual world is not, e@®nomists seem often to suppose, a case-MFC, i.e., of
exchanging commodity (or effort) for money in order obtain another commodity (or effort). That mag the
standpoint of the private consumer. But it is r@ attitude obusinesswhich is a case dflI-C-M/, i.e., of parting
with money for commodity (or effort) in order totabn more money [...].An entrepreneur is interesteat, in the
amount of product, but in the amountrmbneywhich will fall to his share. He will increase hasitput if by so doing
he expects to increase his money profit (Keyne34&8, vol. XXIX, pp. 81-82)".
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particular, he stresses that: “collecting depasitseases in more than one way the credit potential
of the single bank. At the same time, the sameiglekearly wrong if applied to the banking system
as a whole”. This occurs because the credit pateotithe individual bank depends positively both
on savings and on the required reserves obtaioad thhe Central Bank (Graziani, 2003, p.95).

This argument can be extended as follows. Savioection allows commercial banks to create
monetary reserves without having to ask the Cemealk for credit, thus reducing the costs of
liquidity collection (cf. Fontana, 2009). As we kmothe MTP states that money is not
discretionallymanagedby the Central Bank but it is endogenously produadthin the system.
Money supply is the consequence of the demand &oreyy where the demand for money depends
on the demand for credit expressed by firms. Mooeation therefore follows a logical chain
unlike that involved in the exogenous money the&pecifically, in the exogenous money theory
the logical chain is thateserves make deposits and deposits make .I&msf the Central Bank
does not produce monetary reserves, commercialsbeaknot produce deposits and then loans,
since loans are a part of the free deposits. Ia theoretical context, in fact, the money in
circulationis a multiple of high powered money money baser reserve moneyhile in the
exogenous money theory credit is a multiple of nyome the MTP money is a multiple of credit.
So the traditional logical chain is reversddans make deposits and deposits make monetary
reserves This is because the economy is a monetary ecoramaynot a pure credit economy. The
system therefore needs liquidity when someone &mk#g and commercial banks need liquidity
only if firms need liquidity. When commercial bankisance firms they create a deposit (‘a sign’)
in their favor. Since these deposits are expressetbnetary terms, the commercial bank then has
to provide the required mony

2. The paradox of profitsThe failure to realize a monetary surplus is coreeias a logical puzzle
or the verification of the problem connected witipitalist reproduction in monetary tertsThis
latter interpretation is mainly supported by Matxgésholars. They maintain that the MTP reflects
Marx’s sequenc®-C-M’ and that, in this sense, the ‘paradox of profigsuses on a key problem
of the capitalist system, namely the problem ofréwization of a monetary surpfisThey argue
that, depending on the historical and social comdl capitalism solves the problem in different
ways, and these ways — not being a mere ‘outsiterfaused as and hocassumption in circuitist
models — are, as a matter of fact, social devieedrg) for the reproduction of the system. In this
sense, the MTP approach provides an ‘open’ modeérevthe closure of the circuit depends on
‘outside factors’ which are historically, institatially and socially determined, as well as
empirically/factually significant. It should be agftlthat — by its very nature - the problem of the
realization of a monetary surplus is a macroecongroblem, closely linked to Kalecki’s view that
capitalist reproduction needs low wages with highsumptior(Kalecki, 1971Y".

While the Marxist interpretation of the profits @l implies that onlyexternalinfluxes of money
(such as public expenditure, consumer credit, sargf the balance of payments) can allow

% Proponents of the MTP stress that the commereiak ladopts the interest rate fixed by Central Barskthe cost for
its loans and follows the mark-up rule in ordeffifoits own interest ratd, =TI (1+m) where I is the interest

rate fixed by the commercial bank,. is the interest rate fixed by the Central Bank eni the commercial bank’s
mark-up.

!> Forges Davanzati and Patalano (2011) providesanstruction of the different analytical solutiosfsthe “paradox
of profits” in the recent developments of the MTP.

16 Forges Davanzati (2011) finds an analytical pnobie the Marxian interpretation of the MTP. If oc@n admit that
the real wage is set by firms at the level corresligy to its subsistence leviala theoretical context where real wages
are advancedin a credit economy — where firms advance nieney wages the price level is set at the end of the
circuit, implying thatthe equality between the subsistence wage andcthalaeal wage can occur only by chance

" In this theoretical context, capitalist reprodantirequires low (or declining) wages at the sammetas high (or
increasing) total demand. This occurs because vithite profitable for firms — on the microecononptane — to cut
wages and to oppose public intervention, for fiaasa whole high total demand allows the realizadbmoney profits
(see Kalecki, 1971).
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capitalist reproduction in monetary terms, diffdremterpretations and solutions of the “paradox of
profits” have been provided, in order to show thais a puzzle which can be solved without
external intervention. First, it has been obserheat the paradox of profits can be sohigdy
assuming that the speed of money circulation ikdrighan 1 (sinc&>1 implies 721) and/orii)

that multiplicative effects of investments on inarare in operation (cf. Trigg, 2006). Second,
Messori and Zazzaro (2004) show that monetary f{sroin be generated by the bankruptcy of the
less efficient firms, and Zazzaro (in Rochon and$Roeds., 2003) emphasises that this solution
leads to abandoning “any concept of subjective @ndbjectiveequilibrium ... in favour of a
systemic concept adrder’. Zezza (2012), in a stock-flow consistent modemdaestrates that the
“closure” of the circuit is made possible by comsidg banker income arising from interest
payments as a source of demand. Chapman and Kee@®) (@how that aggregate money profits can
arise in a dynamic context where a continuous finmetion is considered in overlapping circuits.
Febrero (2008) maintains that firms as a wholeaiaain money profits — within one single circuit

- by means of long-term debt with the banking syst€hese are “internal” solutions, insofar as
they do not require an external influx of moneyomter to allow (some) firms to obtain money
profits (see Dupont and Reus, 1989; Parguez, in Arena alvdd®ri, eds. 2004).

Note also that Graziani's solution that firms reurde their debt in kind is questionable on two
grounds. First, finding that the monetary valuenviestments is equal to the interest firms have to
pay banks can occur only by chance. Second, itaapgmizzling that a schema designed to describe
the functioning of anonetaryeconomy should end with firms repaying their debbanks in kind.
Moreover, this solution implies that banks and fireend to become a single macro-agent, in
contrast to the view that firms and banks are disbinct macro-agents, as emphasised in particular
by Seccareccia (2003) and by Messori and Zazz&@bP.

It can be seen that these open questions derinethie fact that the basic schema of the MTP sets
out to describe the working of a credit economytstg solely with credit creation, in the absence
of initial (monetary or real) endowments. Note ttias does not only pertain to the lack of realism
of the basic schema, but also to its internal ctescy, for two main reasons.

i) In the basic schema of the MTP, it is assumedfitmas advance money wages without knowing
labour productivity and that workers obtain the#alr wages once the production process has
finished. These assumptions are very questionatile ¢n the factual and logical plane. First, one
can question why firms advance the money wageirbil situation where they will know labour
productivity onlyex-post Quite evidently, this behaviour cannot be justifeither on rational or on
reasonable grounds. A possible answer lies in #t fhat firms employ workers whose
productivity is known, because, for instance, thvegre employed in the previous production
process. Moreover, since the production processlveg time, this implies that, in the period
between the payment of money wages and the entieoptoduction process, workers cannot
consume. In order to avoid this counterfactual mgdion, one must assume that workers have
alreadyconsumed when the current production processsstémtboth cases, it cannot be admitted
that the monetary circuit stagg-nihilo

i) As Graziani emphasises, banks finance capitalistt, workers’. Quite evidently, this
presupposes that — at the beginning of the monetenyit — some individuals are capitalists in the
sense that they are owners of the means of prastudti follows that a given stock of capital (or
monetary wealth) must exist in order to justify @aai’'s assumption on bank behaviour.
Accordingly,the monetary circuit can start only if past varieblare taken into accoufit

8 Moreover, in the basic schema, it is unclear whickerion which firms adopt in order to decide hemuch
consumption goods and how much investment googsoduce.

19 “Credit [...] is not granted to anyone presumabljeaio repay his debt, but only to selected agargsally being
productive firms [...]. A similar assumption cleadghoes the Marxian distinction between a classabgrty owners
and a class of propertyless workers” (Graziani, 2 @p.20-21).

20 Apart from Graziani’s view, it can be admitted thminks finance only on the basis of the expectéarns of
investments, independently of real collateral, valiey full social mobility. In this case, some iniiuals become
capitalists because banks finance them. Howeven éwugh this can happen in the real world, tesuimption may
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3 - Towards a Keynesian version of the MTP

The current developments of the MTP are seekirigseclink between this approach and Keynes’s
work, with particular reference to the considenataf the role played by aggregate demand and
expectations (cf. Arena and Salvadori, ed. 2004 )pdrticular, it is stressed thatthe so-called
paradox of profits holds only on condition that #@nomic process starts with money creation in
the absence of an accumulated stock of weajtl® monetary economy with a deregulated labour
market does not automatically generate a full eympknt equilibriurd®; iii) expansionary fiscal
policies are required in order to increase the egmpent rate and to stop deflationary processes.
These questions will be addressed by considering key issues of the Keynesian theoretical
framework as stated in the GT (i.e. the idea thatlevel of employment depends on aggregate
demand and the crucial role played by expectatjgmsserving the fundamental assumptions of the
MTP, namely that money supply is endogenous artltgerves above all to finance production.
The following assumptions are made:

a. The economy is formed by two sectors, one produconsumer goods (sector 1), the other
producing investment goods (sector 2). For the sa#tksimplicity, it is assumed that a single
consumer good is produced, and it is acquired by lbeorkers and capitalists. The economy
considered is a closed economy, without exteraaletr

b. At the beginning of the production process, tdigis own a disposable income deriving from
the net profits made in the previous productioncpss. Capitalists can use this stock of wealth
either to consume or save, and, as regards savingan be used to finance production and
investments. This occurs in every production pe(cfdTrezza, in Arena and Salvadori eds. 2003,
pp.75-86).

c. It is assumed that firms finance the productbnonsumer and investment goods both by means
of their internal funds and of bank finance. Thdesrof the financing channels is given, based on
their cost for firms: firmdirst finance production and investments via their iriémetention and
after that they contract debts. Firms’ indebtedness is assumetpend on the expected rate of
profits and on the interest rateThe level of employment is determined by the eig® aggregate
demand®. Public expenditure has a positive effect on firaggregate money profits (cf. Parguez,
2007; Forges Davanzati, Pacella and Realfonzo,)2009

pose theoretical problems if inserted in the MTRBrapch. In fact, in this framework, in order torstidnie production
process, firms need not only initial finance bigoatapital goods, and it is unclear where they ctoma in a context
where firmsas a wholeare financed only on the grounds of the expecteditpbility of their investment project,
particularly if one admits that the production @ptal goods involves time. Below, in the framewaikthe basic
schema, the view that capitalists are financedusexthey are owners of means of production wilirlaéntained, on the
grounds that fixed capital is the collateral than§ offer banks. Second, as regards the realistheoAssumption that
the wholeproduction is financed via bank creation of monaye should consider that this is a very speciaécand
there is no logical constraint internal to the MfbRexclude self-financing (see, in particular, S&eccia, 2003, p.177).
2 Cartelier (in Arena and Salvadori, 2004, pp.20Bdmphasises that “involuntary unemployment ebyiilim does not
come directly from cash or finance constraints Wwraccount only for low employment equilibria. Ttadodur market
always clears in these models even if it is a level of employment. The main assertiorGafneral Theorys socially
stronger than that: the labour market can be irgxsupply (involuntary unemployment) even if dtiles markets are
in equilibrium”.

% The idea that an order of financing channels\vemi- which contrasts with the standard Modiglisfiiier theorem -
reflects the so-called “pecking order theory” (diyers andMajluf, 1984).

Z “Employment can only increagmri passuwith an increase of investments [...] whereas emplenyt is a function of
the expected consumption and the expected investinesnsumption isset.par.,a function ofnetincome, i.e. omet
investment” (Keynes, 1973 [1936], p.98).

2 This assumption reflects Keynes’s argument that iticrease of aggregate demand — in particularscéeed
including public expenditure) — can have a diregsifive effect on profits. This case is examinedKdgynes when
dealing with the employment function, in these terfiif the output of the industry is perfectly iastic, the whole of
the increased effective demand (in terms of wagksuis expected to accrue to the entrepreneumad” (Keynes,
1973 [1936], p.283). This occurs when “the direttiaf the demand is changed in favour of productangalow
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d. Capitalists as a whole decide how much to sadecansume.

The symbols used are listed below.

JTare aggregate profits

W is capitalists’ disposable income

Cw is workers’ consumption

Cy is capitalists’ consumption

A is firms’ expenditure deriving from their internal eetion

w is the unitary money wage

N is the level of employment

i is the interest rate

Fr is firms’ total expenditure for production, inciad their internal finance

Fq is the amount of finance demanded by firms to banlorder to produce consumption goods and
investments goods

Fc is the amount of monetary resources devoted améia the production of consumption goods
F, is the amount of monetary resources devoted &méia the production of investment goods
r®is the expected rate of profits

| are investments

G is public expenditure

p is the unitary price of consumption goods

ais average labour productivity

CRis consumer credit

a is the degree of banks’ accommodation

a) The paradox of profitsin the basic schema, it is assumed that firmsirget debt with the
banking system in order to advance money wages, i.e

F = wiN [3.1]

and the “paradox of profits” emerges because werkeronetary expenditure equals firms’
monetary costs (i.e. the money wage bill). In fhicgure, it is assumed that no accumulated stocks
of wealth exist, and the situation where aggregabdits derive from aggregate consumption plus
investments (Keynes, 1973, pp.54 ff.) is not com®d. Moreover, the profits equation in the basic
schema does not include either capitalists’ congiom or investments (cf. Webster, in King ed.
2012, pp.468-473). In view of these factors, it banconcluded that firms’ profits come from sales
of consumer goods plus sales of investment gooalspnly from workers’ expenditure (Zezza,
2004). Moreover, in the basic schema, it is assuthat while production is financed via bank
credit, investments are entirely financed via sgsifGraziani, 2003), according to the view that
firms as a whole act as a single macro-agent. Asyshabove (section 2) this assumption is both
unrealistic and not strictly necessary

At the beginning of the production process, firnexzide the amount of finance demanded to the
banking system. In view of assumption b), this is:

F.=F,+A = F,+(W,-C) [3.2]

and

elasticity of employment [...]. Some products takedito produce, so that it is practically impossiteléncrease the
supply of them quickly” (Keynes, 1936 [1973], p.287

% Under the simplifying assumption that capitalstssume the same goods as workers.

% |n some recent models of the MTP it is assumetfitias finance investments by issuing bonds. @zza (2004).
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FT = Fc + F| :ﬂDec)+¢(De|)

Equation [3.2] establishes that the ‘initial finehdepends on firms’ expectations on the demand
for consumer goods and on the demand for investigmods. The amount of credit applied for by

firms producing consumer goods will rise in linetwtheir expectations on workers’ consumption

(and, hence, on the wage bill paid in the sectodpeing investment goods, for a given propensity
to consume), and the demand for credit by firmslpcing investment goods will increase with the

growing optimism of their expectations on the dechéor investment goods expressed by firms
producing consumer goods.

On the basis of assumption I, >0 if r®—-i >0. On the assumption of initial given expectations

implying that the expected rate of profits is higtlean the interest rate, firms’ demand for creslit

a given: i.e. resi - F, >0. On the macroeconomic plane, firms’ indebtednessatds the

banking system will be highea) the lower their internal retentions) the more optimistic their
expectations anii) the lower the interest réte
By assumption, aggregate consumption is:

C,=C +C, [3.3]
In a closed economy, without State interventiomgragate demand is:

AD=C, +C,+ | [3.4]
When firms repay their debt, they obtain a volurhaggregate net money profits equal to:
m=C +C,+1-F,—iF, [3.5]

In view of equation [3.5], the condition for aggadg money profits to be nil is:
C +C,+1=F,@a+i). On the assumption that firms own an initial stokvealth, this condition

cannot occur, for two reasons. First, the paymémntages and the demand for investment goods are
not entirely financed via bank credit. Abstractirgg, the moment, from the interest rate and
capitalists’ consumptionC,, + | > F,, since, by assumptior,, + | = F, + A, . Second, capitalists’
consumption is not financed via bank credit, bud wiccumulated wealth, so that capitalists’
consumption does not involve financial costs. lis fhicture, the lower the workers’ propensity to
consume and the higher the interest rate, the |thveeaggregate money profits will fe

Note that the existence of ostentation and emudaftects can play a major role in dealing with the
issue, on the basis of three arguments. First,eas&s points out, the propensity to consume can be
influenced by “subjective factors”, like “Enjoymer@stentation and Extravagance” (Keynes, 1973,
p.108). If these factors are applied to capitdlisisumption, the result will be that the more
interested they are in ostentation, the higher tb@msumption and the higher the aggregate money
profits’®. Second, as Forges Davanzati (2011) argues, vrélemand for credit depends on the
gap between their target wage and their curreneywadich, in turn, depends on their “memory” of

27 At the other extreme (i.e. in the case of pessimixpectations, high internal retentions and higflerest rates),
firms may find it profitable to entirely self-finae production and investment. This case is obwoemlinterfactual and
falls outside the theoretical schema of the MTPemghbank credit always exists.

% |n general terms, this conclusion is in line withlecki's view that workers spend what they earhilevcapitalists
earn what they spend.

2 This argument is in line with the Institutionateénpretation of the MTP (cf. Forges Davanzati aaddfa, 2013c).
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past successful wage claithd" Third, as Forges Davanzati and Pacella (2010)vshkofurther
reason underlying the propensity to get into ind@bthe part of workers can be derived from the
Keynesian relative wages argument:

“any individual or group of individuals, who conselo a reduction of money-wages
relatively to others, will suffer aelative reduction of real wages, which is a sufficient
justification for them to resist it” (Keynes, 194814, italics in original).

They argue that — in a context of heterogeneoukfmae — low paid workers emulate high paid
workers via consumer credit, so that additionawfoof money enter the economic system
increasing aggregate money profits.

In the event of workers indebtedness, short-rumegggde money profits are:

m=C +C,+1+CR- F,(1+1) [3.6]

Quite evidently, workers’ demand for credit is alsegatively affected by current and expected
interest rate¥3 It is worth noting that the basic schema of th€RViconceived banks credit as
solely devoted to financing production, while imstexpanded version, it is admitted that banks can
also finance the demand for credit for consumpgiorposes.

Let us now analyse the distribution of profits beén the two sectors. In line with the basic
assumption of the MTP, it is maintained here thatwhole of banks’ finance is only devoted to
financeproduction of both consumer and investment goods. In a wabes model, the demand for
investment goods is expressed by firms operatinghen sector producing consumption goods
(sector 1), and it is financed via accumulatedifsah that sector (cf. Lavoie, 1987; Nell, 20¢2)
This result can be shown as follows.

Profits in sector 1 are:

7 =C+Cy+ G~ R+ [3.7]

Equation [3.7] reflects the assumption that caisitland workers consume a homogeneous good,
and that the wage bill paid in sector 2 entersghadit function of firms operating in sector 1.
Insofar ad) wN, = C,, > F, (since part of the money wage bill is paid via’ internal retention),

andii) C +C,, >0, it follows that 7z, > 0. Let us assume that firms in sector 1 expresseadd
for investment equal to a shdref their money profits.

% There are — Keynes (1973 [1936], p.109) maintairiime motives which lead to an excess of consimnpover
income”, generating “negative savings”: “family deeor old age”, or “present hopes and past expegien

%! In formal terms, one obtaif€R = [ C,, .4 +Z—l) - G Z+)]

whereCRis workers’ indebtednesg, ; indicates worker bargaining power in the previpasods. This equation shows
that workers tend to get into indebt as their wadesline over time, on condition that their targetge (and
consumption) derives from what they obtained invimes production processes. Moreover, the loweir thgrrent
bargaining power, the lower their wages and congiompwill be and the higher their incentive to iease
consumption via bank credit.

2 Of course, in a long-run perspective, when workensburse their deb€R will disappear from the profits equation.
% n the GT, Keynes (1936 [1937], p.111, italicsoiiginal) finds that consumption (and savings) eso depend on
the interest rate: “The rise in the rate of intemagght induce us to save moii&,our incomes were unchanged”. As
regards workers’ indebtedness, this establishds dsathe interest rate goes up, this stimulatemenease in savings
and, hence, a reduction of consumer credit.

3 As Parguez (in Arena and Salvadori, eds., 200%53).correctly points out, in the basic schemahef MTP, while
the sector producing consumer goods can realizeynprofits via the consumption on the part of weskemployed in
the sector producing investment goods, firms op&gan this latter sector necessarily obtain nagathoney profits.

% In view of assumption dj1-b)7z equals the consumption of capitalists operatinggictor 1.
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Profits in sector 2 are:
7T, = b, — F,(1+1) [3.8]

so profits in sector 2 grow in proportionijdirms’ propensity to demand investment goada)s &nd

i) profits in sector 1, i.e. with higher consumptitmoth by capitalists and workers), lower interest
rate, and higher internal retentions in firms. Ntiat, in line with Keynes, there is nothing to
ensure that a deregulated market economy will spaausly achieve equality between savings and
investments, and, above all, such an outcome isanobieved even when the interest rate can
fluctuate freely. There are two reasons for thisstFthe decisions to acquire investment goods ar
quite independent of the decision on the amoumtastment goods to be produced. Second, this
also occurs because the amounCpfandC,, , crucially depends on firms’ expectations.

b) Involuntary unemploymentAs in the GT, the level of employment depends aggregate
demand. For the sake of simplicity, it is assuntet firms’ expectations are corréctEquation
[3.4] above states that aggregate demand is:

AD=C +C,+ | [3.47]
By assumingC, as an institutional datum, and considering eqad8®], equation [3.4’] becomes:
AD=C, + cwN+ bz [3.9]

In line with the “employment function” of the GThé level of employment is set at the point of
intersection between aggregate demand and aggregapdy, i.e. at the point of effective demand.
The aggregate supply function can be constructetherbasis of Keynes’s assumption that: “if
wages are constant and other factor costs are siacrproportion of the wage-bill, the aggregate
supply function is linear with a slope given by tieeiprocal of the money wage” (Keynes, 1973
[1936], p.56, footnote n.2).

Therefore, in view of equation [3.9] the level ahgloyment is proportional to) capitalists’
consumptiofY, i) the propensity to invesiii) workers’ propensity to consume aiw) the money

%t can be shown that, if firms’ expectations aoe correct, they tend to become correct over tifriejs accepted that
— other things being equal — firms learn from tlestpand adjust their current behaviour taking fragttakes’ into
consideration. In any case, as Keynes (1973 [1986]1) points out: “it is sensible for producers tiase their
expectations on the assumption that the most rgosralised results will continue, except in sodarthere are definite
reasons for expecting a change”. This is becausedlld be too complicated to work out their exjg¢icnsde novo
whenever a productive process was being startedl;itamould, moreover, be a waste of time since rgdgpart of
circumstances usually continue substantially ungkdrfrom one day to next”. Keynes (1973 [1936]/fdbtnote n.1)
adds that “My method there was to regard the ctinealized profits as determining the current exgtéan of profits”.
Allain, Harwing and Hayes (2013) have recently jnled a detailed analysis of this issue.

37 This result derives from the assumption that ediptt consumption enters the profits function. histsense, this
assumption goes beyond the conventional descrigifodlassical models, where — in the extreme casmpitalist
consumption is assumed to be nil. Note that thissentional description is not typical of classieabnomists, if one
considers Marx’s view that: “When a certain stadedevelopment has been reached, a conventionaledegf
prodigality, which is also an exhibition of wealihd consequently a source of credit, becomes adrsinecessity to
the ‘unfortunate’ capitalist. Luxury enters intopdal’'s expenses of representation”. And, by réegliGoethe, “along
with this growth, there is at the same time inlhisast a Faustian conflict between the passiomdoumulation, and
the desire for enjoyment” (Marx, 1994 [1867], pi82204). Further arguments can be added in suppohioview: a)
The existence of a “dynastic” motive which, accogdito Michl (2009), may induce capitalists to abstat least
partially, from accumulation, for the sake of pagson to their households an amount of (physicdl@nmonetary)
resources so that their status can be reproducedlamg-run perspective. On the formal plane, t@s lead to an
increase in the propensity to consume, assuminggibads are durable and transmissible, and/or arase in non
spent liquidity; b) A significant cause of disint@ent is to be found in the so-called financiali@matprocess (cf.,
among others, Palley, 2007, Stockhammer, 2009}. lkkmsesian scholars tend to consider financidbneas the result
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wage bill. Importantly, and in line with the basic principle$ the MTP, the level of employment
ultimately depends on firms’ demand for credit,hbfmr production and consumption purpo$éis

is because high levels of firms’ indebtedness intpbh levels of the money wage bill (in both
sectors), and high levels of the money wage hill{uirn, imply high profits in sector 1 and high
demand for investment deriving from firms operatingthat sector. Moreover, insofar as firms’
indebtedness, for a given interest rate, crucidéigends on their expectations, employment grows
as firms’ expectations become more optimistic. lenmore, for a given level of firms’
indebtedness, employment grows as capitalists’ rkpge (both on production and consumption)
increases, which, in turn, depends on their accatedlwealth. As regards the supply side, since
aggregate supply isnS= paN the lower the price level and the labour produttivthe higher the

employment®.

a. The demand for crediSince the amount of, depends on the difference between the expected

rate of profit and the interest rate, employmerdides (increases) when this difference diminishes
(increases). More generally, the level of firmgl@btedness is crucially affected by the dynamics of
money wages and by the degree of uncertainty. kegeals with this question, in particular, in
chapter 19 of the GT, analysing the effects of geanin money wages on investments, via
modification of entrepreneurs’ expectations. Heéestéwo fundamental theses:

“The reduction in the wages-bill, accompanied bsneaeduction in prices and in money-
incomes generally, will reduce tmeed for castior income and business purpose; and it
will therefore reducero tantothe schedule of liquidity-preference for the conmityuas a
whole. Cet.par. this will reduce the rate of interest, and thusvpr favourable to
investment” (Keynes, 1973 [1936], pp.262-263, dahdded).

And:

“the reduction in money-wages will have no lastiiegdency to increase employment
expect by virtue of its repercussion either onghepensity to consume for the community
as a whole, or on the schedule of marginal efficyesf capital, or on the rate of interest”,

As shown below, these effects can be taken intsideration within an expanded version of the
MTP, in a theoretical framework where banking pplan have a significant impact on the path of
aggregate demand, with particular reference to wage worker consumption.

In line with the basic schema of the MTP (and wagsumption b), Keynes’'s argument can be
expanded, by considering that — under given circantes (see below) - firms can find it profitable
to minimize their indebtedness towards banks (&ll,N2002; Chapman and Keen, 2006). In a
theoretical schema where firms have internal reigst this implies that most of the production and

of a radical modification of the structure and #ims of firms, in a context where a ‘shareholdduseorientation’
prevails, rejecting the view that it is the outcoafethe alteration of agents’ preferences and nspeifically of the
fact that investors are becoming increasingly tedsloving and increasingly risk averse and thatjn the mainstream
approach, this helps to generate macroeconomidlistafésraziani, 2003, p.158). A different interpagion can be
suggested, based on the conviction that contempaagpitalist firms are even more interested in tineng of the
realization of money profits. Accordingly, firms ropare the turnover of fixed capital with the turapwf money
capital, and — for a given speed of goods and aesyproduction — the lower the money turnover ntioge profitable it
is for them to try to make money by means of moridgreover, as suggested by Bronars and Dreere 1991
financialization can be regarded as a device ferphrpose of resisting increasing worker claimghi expansionary
phases of the cycle, when wages normally tenddw.gr

¥ A detailed discussion of the Keynesian aggregapply function falls outside the scope of this paj@f. Ambrosi
(2001) and Hayes (2007).
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investment are financed via internal fufid§ he reduction of the demand for credit on the pér
firms implies the reduction of aggregate demandeangdloyment.
As Keynes (1973 [1936], p.261, italics in originpfints out:

“Perhaps it will help to rebut the crude conclustbat a reduction in money-wages will
increase employment ‘because it reduces the cdspsoduction’, if we follow up the
course of events on the hypothesis most favourablkis view, namely that at the outset
entrepreneurgxpectthe reduction in money-wages to have this effdcis indeed not
unlikely that the individual entrepreneur, seeing tosts reduced, will overlook at the
outset the repercussion on the demand for his ptaghd will act on the assumption that
he will be able to sell at a profit a larger outthan before”.

Moreover, one can argue that the minimization deltedness can be conceived as a competitive
strategy, on the assumption that firms compete prviae cutting. The reduction df (which
presupposes policies of wage cutting), in facgvedl the individual firm to lower production costs,
and, insofar as firms are in competition with eatiier, each of them has to reduce prices to stay
competitive. This, in turn, produces a reductiomoddl costs and prices thus giving rise to inoeelas
expectegrofits.

It can also happen that, if the burden of debbisstdered too high by firms, they find it profitabl

to reduce their demand for credit, even when thnkibg system is fully accommodatitig

Following Keynes, a possible counterbalancing ¢fifethe higher incentive to invest as wages fall,
insofar as this implies a decline in the demandtfedit and the consequent reduction of the interes
rate. However, as Keynes himself remarks, thisceffieay occur only in the event where wage
reductions do not have a negative impact on investst.

The following remarks are in order.

i) These conclusions are in line with the basic sehefithe MTP (as well as the Keynesian view
on the link between wage dynamics and the demandragdit). In that theoretical framework,
moneywage increases are non effective for redistrileupurposes, insofar as firms react by
increasing prices. In the Keynesian expanded versiache MTP,moneywage increases may be
counterproductive for workers as a whole, insofathas pushes firms to react by reducing their
indebtedness towards banks, thus generating atiedwé aggregate demand and employrffent

i) Firms can increase their market share and theiitpralso by raising labour productivity. As
shown by Forges Davanzati and Pacella (2008)ydisisit can be reached through policies of labour
market regulation. Wage rises combined with legstaagainst the use of flexible labour contracts
is likely to force firms to compete by raising puativity and, hence, via innovation. In any case,
this is a more costly strategy than wage cuttimgl, @s a norm, it happens when firms are not in the
position to compete by means of continuous rednatibwages, which can occur as a result of
labour market regulation. Furthermore, as Dutt (20d.54) emphasises: “Firms increase labour

% In the extended Keynesian version of the model,am®unt of production and investment financed wi@rnal
retentions crucially depends on the amount anditleeation of capitalists’ initial stock of wealtn particular, a low
level of Wk — for a given interest rate, and expectations exjgected to push capitalists to express a highaddrfor
credit from the banking system. It follows that thever the past rate of growth, the lower the eatrgrowth rate, and
the current employment level.

“0 These issues have been recently examined by Bdadtsposito (2012, pp.139-141).

*1 More generally, and considering that Keynes adthi&s money wage variations affect aggregate demamel can
argue that the reduction of firms’ indebtedness aan derive from the following causes. First,iacreaseof money
wages is likely to push firms to try to reduce thedsts via the reduction of their demand for dreSiecond, ifimoney
wages are constanthe reduction of firms’ indebtedness can be civeceas a strategy aimed at gaining market shares
insofar as this reduces their financial burdemweilhg price reductions.

*2 These different outcomes of money wage increaséktionary pressures or reduction of firms’ indetness)
crucially depend on the intensity of competitivegsure. In an environment where the intensity afpetition is high,
firms tend to react to money wage increases byaiaduheir financial costs, while they react viacprincreases in the
event they are price-maker in a market structurere/ithe intensity of competition is low.



19

productivity growth when the labour market becontggter, or the employment rate rises:
necessity is the mother of invention”.

i) The reduction of firms’ demand for credit may atdgpend on pessimistic expectations about
the path of aggregate demand. In particular, iéelide in aggregate demand is expected — caused,
for instance, by restrictive fiscal policies (or bywcreased liquidity preference) — firms may be
induced to reduce their production and investment, @s a result, to reduce their indebtedness
towards the banking syst&fIn so doing, firms’ expenditure diminishes andde®s aggregate
demand. This is a case of self-fulfilling propheacianexpectedreduction of aggregate demand
produces itactualreduction. Moreover, restrictive fiscal policiesngeate a decline @D not only
directly, through the reduction of public expenditubut also indirectly, through the reduction of
private investment.

iv) Firms can also compete via the use of “flexibl@ddur contracts, insofar as — if a discipline
device mechanism is in operation - temporary jotes associated with increasing worker effort.
However, as Forges Davanzati and Realfonzo (2002 Pacella (2008) among others, have shown,
labour market deregulation increases uncertairgggbse of higher job insecurity), and this reduces
the present propensity to consume, thus generatingeduction in aggregate demand and
employmerit’. According to this viewmoney is held as a reserve of value in a conditibhigh
uncertainty on the part of workers, which can deritom high job insecurify.

b. The supply of creditAs we know, Keynes maintains that, as a norm, tleeicmarket is not
competitive and banks tend not to behave in a fadlgommodating way. This issue is addressed, in
particular, in the TM:

“There is, that is to say, in Great Britain an laéii system of credit rationing in the
attitude of bank to borrowers - the amount lerany individual being governed not solely
by the security and rate of interest offered, lbsb &y reference to the borrower’s purposes
and his standing with the baak a valuable or influential clientThus, there is normally a
fringe of unsatisfied borrowers who are not congddo have the first claims on a bank’s
favours, but to whom the bank would be quite retdiend if it were to find itself in a
position to lend more” (Keynes, 1971 [1930, vol.itdlics added, p.327)

In the theoretical framework presented heredit rationing and credit restriction may be, thie
same time, cause and effect of a lack of aggredateand Let us pose the condition that banks
restrict their credit supply in the event theirremt and expected profits are lower than the ctirren
and expected profits on the part of firms. Thisdiban reflects the assumption that banks are
interested in gaining money profits. Two distinases are in order.

First, in the case where firms are not homogenethes,credit system tends spontaneously to
contribute to the increase in the size of the Bydems. Firms with a higher amount of collateral
obtain a higher amount of credit and hence canrekpidus gaining further advantages over their
(smaller) competitors. As a result, an ‘imperfexedit market is likely to spontaneously generate a
selection of firms on the basis of their collatethus allowing the expansion of the bigger firms
and the possible bankruptcy of the smaller firmsdekline in aggregate demand has a primary
negative impact on small firms’ profits, entailiagdecline in their current and expected profits.
Banks react by revising their expectations on firprsfits, thus reducing their credit supply at the

“3 As regards lItaly, Panetta and Signoretti (2010pignally finds that the reduction of credit is mbi derived from
the reduction of credit demand, both on the patiafseholds and on the part of firms. Firms redbe& demand for
credit due to their pessimistic expectations, lihkdo the decline of domestic aggregate demand.
http://www.bancaditalia.it/pubblicazioni/econo/quescofin_2/QF 63/QEF _63.pdf

“* Following Lavoie et al. (2004), it can be argukdttuncertainty can also affect firms’ reserve citgain an attempt

to anticipate unexpected increases in demand.

% Stockhammer and Ramskogler (2007) stress i}hat a capitalist economy, uncertainty is not evedistributed
among social classes and that ii) workers, in paldr, suffer from higher levels of uncertaintyedo job insecurity.
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expense of smaller firms. Moreover, one can argue hkne with Keynes’'s view — thabanks’
decisions are affected by fundamental uncertairdg that — in economies populated by
heterogeneous firms — banks tend to finance bigsfiinsofar as they consider them less likely to
go bankrupt (cf. Rasmkogler, 2007). This is theeaafsredit rationing”.

Second, assuming that firms are homogeneous smffeythe same amount of collateral to banks,
credit restriction — hence low levels af- can arise in the event banks’ expected profisi@aver
than firms’ expected profits, and, importantly, rdnes no endogenous mechanism guaranteeing
equality between banks’ and firms’ expectationsrédoer, in view of assumptiar), both current
and expected profits also depend positively orafipolicy. It follows that an increase (reduction)
in public expenditure — for a given taxation levahcreases (reduces) current and expected profits.
This is likely to occur due to the following effe@& reduction of public expenditure reduces the
money wage bill, thus aggregate money profits, mgki more difficult for firms to reimburse their
debt to banks. Banks are expected to react by magiticeir credit supply. In this case, it follows
thatrestrictive fiscal policies are likely to produceedit restrictior?”.

Insofar as the path of aggregate demand, employarehiprofits ultimately depends on relations
between firms and banks (and hence on the valug),ofhe expanded Keynesian version of the
MTP describes the dynamics of a monetary economya credit-led growth regime This
conclusion is in line with Graziani’'s (2003, p.28gw that: “The wage policy of the firms [...]
ultimately depends on the credit policy of the k&ink

c) The role of fiscal policyAs shown above, the recent developments of the Btidw that public
expenditure has a positive effect on firms’ aggtegaoney profits (cf. Parguez, 2007; Forges
Davanzati, Pacella and Realfonzo, 2009). In pddicut is argued that expansionary fiscal policy
can act as an “anchor” of profit expectations.sltsiressed that expansive fiscal policy allows
employment to increase thanks to the additionaV fdd money that the State produces. In short, the
higher the deficit spending, the higher the emplegtrin the public sector and, since firms’ profit
expectations rise, the higher the additional empleyt in the private sector. Moreover, insofar as
public expenditure can directly increase aggregatesumption (via, for instance, the payment of
unemployment benefits — see Forges Davanzati andllRa2013a), expansionary fiscal policies
increase aggregate money profits even when thegodaaffect firms’ expectations. Abstracting
from workers’ indebtedness, equation [3.2] candweritten as:

m=C,+C,+1+G-F,(1+1) [3.16]

Let us assume now that public expenditure fallss Henerates two effects, which manifest in the
ensuing production process. First, it means a wedf net profits, because ®fthe direct effect of
G on T, ii) the negative effects on firms’ expectations (de®/a). Second, it increases the interest
rate. This occurs because — given capitalists’ ebghens — in order to finance production and
investment they have to increase their demand fedit®. This, in turn, reinforces banks’
bargaining power, allowing banks to raise the Eseraté’. Note that this is likely to occur

“ Note that, in the Keynesian version of the MTPspreed here, uncertainty plays a significant nolddtermining the
path of employment, becaugeit can reduce the amount of credit suppligd;it can have a negative impact on
workers’ propensity to consume, in a deregulatedua market with high job insecurity.

" In the basic schema of the MTP, the opposite linlds. An increase in public expenditure producgtionary
pressure, thus reducing interest rateseal terms.Banks are likely to react by increasing the momegrest rate or by
reducing their credit supply. Of course, the premak of one of these two effects crucially depedthe outcomes of
expansionary fiscal policy (i.e. increase in empieyt or inflationary pressure).

8 The fact that firms get into debt when interegtésare high is justified on two groundstheir expectations on future
profits are optimistic and/ai) they expect further increases in the interest rate

9 Note that this effect (the decrease of public exlitere generating an increase in the interest ratpedes the
standard “crowding out” effect as derived from 18%LM model. This depends on the fact that, in K&ynesian
theoretical model, public expenditure is compleragnto capitalists’ expenditure. As Graziani (20p25) points out,
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independently of the behaviour of the Central Basikce the Central Bank in fact does not fully
control the interest rates of commercial bafkaccordingly, restrictive fiscal policies redistribute
income from wages and profits to financial rents.

4 — Concluding remarks

This paper dealt with the monetary theory of praiducand its affinity with Keynes’s thought. It
has been shown that the basic schema of the MT® established by Graziani (2003) — mainly
focuses on the problem of the monetary reproduadioa capitalist system, in a situation where
firms as a whole are unable to realize money wofithas been stressed that this conclusion — the
so-called paradox of profits — holds on some resie assumptions and, particularly, on the
assumption that every production process startsowit pre-existing stock of wealth. It has been
shown that Graziani’'s formulation is close to KeyseTreatise on Moneyand can also be
interpreted as a ‘rationalization’ of the Marxiagsence M-C-M’. A simple macroeconomic model
has been provided in order to show that the basaraptions of the MTP are consistent with the
fundamental Keynesian thesis, as stated both iTkhend in the GT, with particular regard to the
role of aggregate demand and uncertainty.
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