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1. Introduction: money and employment

1.1 INTRODUCTION

The study of money and finance is one of the most difficult areas of economic
analysis, and as a result if continues to be an area of controversy and debate.
This is largely because of the unique role which money plays in the economic
system. Money is not demanded for its intrinsic ability to satisfy wants or
needs in the same way as are other commodities, but because of its systemic
role in facilitating exchange. This role allows it to perform three classic
functions of acting as a medium of exchange, a unit of account and a store of
value (Harris 1985, §; McCallum 1989, 16-18; Mishkin 2004, 4448}, and
the behaviour and effects of money demand are argued by some to depend on
which of these three functions dominates in motivating the desire to use
money,

The supply of money is also characterised by some unigue features.
Govemnments can determine what kinds of instrument serve as money in the
narrowest sense and can operate in financial markets to affect the amount of
this instrument that is made available to the economic system. Given this
ability, the principles that determine how much money is made available to
the system become paramount and these can vary from time to time and place
to place, and will be driven by current thinking about what money does in an
economic system and the effects it can have. In addition, markets can generate
substitutes for narrowly defined legal tender and this complicates any effort
by public authorities to fix the supply of money at a particular level whatever
principles drive their actions.

The potential to arrive at different conclusions about the impact of money
and the circumstances surrounding its use and availability is, therefore, not
surprising. According to conventional neoclassical theory, for example, while
money represents a technical improvement over barter to the operation of an
exchange economy, it plays no long term role in defining the fundamental
features of the economic system. Consumption, preduction, employment,
income disiribution and interest rates, all rea/ variables, are determined
independently of money’s influence, according to this view. Its only role is to
affect nominal magnitmdes including money prices and, through its impact on
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the rate of price inflation, interest rates. A corollary of this real-nominal
dichotomy, or money neutrality, is an automatic tendency for the economic
systemn to gravitate to full employment, sometimes referred to as Say’s law,
Real interest rates are central to the operation of this law since the presence of
unemployed resources will cause adjustments to interest rates, generating
additional demand for goods and services until the excess supply of
productive resources is eliminated and foll employment is reached. The
resulting equilibrium level of interest, the natural rate, signais that all is well
in the economic system and that markets have done their job of allocating and
directing resources to their most efficient uses and of reconciling demand and
supply at a macroeconomic level.

A fundamental feature underlying this neoclassical orthodoxy is that the
quantity of money is given exogenousily by the operation of the banking
system and financial markets, and by central bank imposed controls. If for
some reason this quantity is allowed to grow too rapidly, inflation of money
prices results, and this inflation represents an important exception to the idea
of money neutrality. Inflation of nominal prices, it is argued, imposes a range
of costs on an economic system including increased levels of uncertainty, and
these lead to reduced investment spending and lower rates of economic
growth.! Policies to prevent excessive monetary expansion have at times,
therefore, been an important implication of neoclassical monetary theory.

An alternative view to neoclassical theory is the Post Keynesian idea that
money plays an essential role in defining key dimensions of real economic
activity, This 15 sometimes argued to result from a stronger emphasis on
money’s store of value function in driving money demand. More generally
according to this view, if money is essential both to the exchange of every
other commodity in the system and to the process by which all of these other
commodities are produced, then it smust play an essential role in defining key
economic variables. A groundbreaking attempt to provide an explanation of
macroeconomic phenomena along these lines was JL.M. Keynes’ The General
Theory of Employment, Interest and Money. In this work, Keynes sought to
explain the existence of persistently unemployed resources essentially as the
result of monetary conditions. The heart of his explanation was the principle
of effective demand, according to which production and employment are
determined by the level of aggregate demand rather than the other way
around. Since the level of demand is affected by forces which are independent
of the supply of productive resources, demand may persistently be below that
required to fully employ those resources. Such a view clearly runs contrary to
the neoclassical principle of Say’s law described above, and given the role
played by the rate of interest in Say's law, it is not surprising that an
important feature of Keynes’ arpument in The General Theory was a
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dismantling of the neoclassical (or loanable funds) theory of interest by which
the natural rate and full employment were established.

This dismantling of the loanable funds theory was essentially a by-product
of Keynes’ formulation of the consumption function, Consumption and
saving, for Keynes, both became functions of the level of income and certain
psychological laws rather than of the rate of interest (as in the neoclassical
theory). Were interest rates to fall in the presence of inequality between
saving and investment (as in the loanable funds theory), no equilibrating
change in saving or the supply of loanable fands would be generated, and
hence the rate of interest would be indeterminate by this route. But while
dismantling the loanable funds theory enabled Keynes to provide a new
explanation for unemployment, it also left the rate of interest unexplained m
his framework, forcing him to offer an alternative defermination of this
variable. His famous lquidity preference theory of interest was developed
precisely to fill this gap but it was constructed in such a way 4s to enhance
Keynes’ monetary explanation of unemployment. The liquidity preference
theory combined investor preferences with the available stock of money to
determine interest rates at a particular level, but this level could be too high to
generate sufficient effective demand to warrant full employment of the entire
labour force. Money is non-neutral in this theory because it helps to
determine interest rates alongside investor preferences. It thus has real
consequences in Keynes’ theory contrasting strongly with the neoclassical
approach to macroeconomics,

Keynes® message has, however, been interpreted by neoclassical theorists
as operating in very particular short run, depression-type circurnstances, and
has been assimilated into the overall body of neoclassical thought as a special
case. The determination of long run economic variables thus continues to be
characterised in this neoclassical-Keynesian synthesis by money neutrality
and a tendency towards full employment. But a considerable amount of work
has been done by Post Keynesian theorists to develop a version of Keynes’
theory in which unemployment and money non-newtrality characterise the
everyday operation of capitalist economic systems rather than simply special
cases. To a significant degree, the monetary dimensions of this approach have
('ieveloped against the background of developments in neoclassical theory
itself and their application to particular problems of economic policy. The
emergence of monetarism has been especially important in this Tespect.

' 'Ihe development of Post Keynesian monetary theory may be very loosely
divided into three broad phases. The first phase was made up of a series of
largely independent contributions from a range of authors including Minsky
(1957), Gurley and Shaw (1960), Cramp (1962, 1970, 1971), Tobin (1963,

_ 1970) and Davidson and Weintraub (1973). In this phase attention focused on,



5,

i,

i

4 Money and employmen

the role of banks in the money determination process and the idea of an
endogenous money supply emerged in this context. Antention thus slnﬁgd
from features of money demand, which had been emphasised by Keyn.c.s in
atternpting to describe the impact of money on the economy, to conditions
surrounding money supply. Rather than assuming that the money suppl'y was
fixed and given as both Keynes and neoclassical theorists had.done, it was
argued that money could be created by the banking system as dictated by the
needs of the economy. .

In the second phase, Post Keynesian theorists focused a considerable
amount of their attention on monetarism, and extended and developed the
ideas of the first phase. This second phase included contributions from Kalc.ior
(1970, 1985, 1986), Davidson (1988, 1991), Dow (198_8)', Do_w a_nd Saville
(1988), Moore (1988a), and Rousseas {1992). Iis implicit objective was to
deronstrate that inflation could be generated by forces other than growth in
the quantity of money and should be dealt with by policies apart from the
tightening of monetary conditions which imposed serious negative efi:ects on
production and employment, But the theoretical framework within which ﬂ?JS
demonstration was offered also articulated the idea of money non-neutrality
and provided an explanation of unemployment as the result of-particular
monetary conditions. Thus a strong element of this literature was its attempt
to interpret Keynes® General Theory in non-neoclassical terms. -

The 1990s witnessed a third phase of contributions which was more
reflective than the previous two and which began to systematically categorise
the struciure of Post Keynesian monetary theory. Wray (1990), Pollin (1991),
Cottrell (1994a), Smithin (1994), Hewitson (1995) and Rochf'm '(1299a) all
present surveys of work from the earlier phases, identifying similarities and
differences evidenced by the constituent contributions of these pha'ses. All of
these surveys report a large degree of consensus among contributions of the
earlier phases on a continued commitment to the idea of money S}Jpply
endogeneity. Rochon (1999b, 64-77) identifies a series of additional issues
on which there was also substantial agreement: exogeneity of the base rate of
interest; rejection of the idea of a natural rate of interest; a central role for
banks and the credit process in making the money supply endogenous;
causality running from loans to deposits to reserves being the reverse of the
neoclasgical conception of banking and money supply determination; an
upward sloping dynamic supply curve; attention to the .real features of
economic systems and an attempt to build them into theor‘ettcal mod_els; and
an emphasis on uncertainty. The early contributions of this survey literature

generated a series of responses and debates which have further developed and
clarified the structure of Post Keynesian monetary thought although some
important differences persist.

LA
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Two names from the second phase of development have become
associated with a particular version of endogeneity used almost unijversally as
a reference point in defining other positions within Post Keynesian monetary
theory. These are the names of Nicholas Kaldor and Basil Moore, Their
extreme version of endogeneity is rejected by many Post Keynesian theorists
on grounds which involve some of the most important analytical issues in
macroeconomics and for this reason alone their work deserves ongoing
consideration. However, other theorists continue to support the Kaldor—
Moore version of endogeneity, making the analytical issues to which it draws
attention controversial as well as important. As well, mistakes and omissions
regarding the Kaldor-Moore school persist with sufficient frequency that
ongoing analysis of their contribution has the potential to bear further
analytical fruit for Post Keynesian monetary theory.

The aim of this book is, therefore, to provide a detailed consideration of
the Kaldor-Moore version of endogeneity, The book examines the Kaldor—
Moore approach from a fresh perspective and thoroughly reviews Kaldor’s
contribution in particular. It also examines the relationship between Kaldor’s
contribution and a range of other monetary positions including that of Keynes,
neoclassical theory and some dimensions of often-cited classical monetary
thought. Such an exercise is designed both to clarify the dimensions of the
Kaldor-Moore theory of endogeneity and to identify its theoretical
implications.

The remainder of this chapter sets some groundwork for the enquiry fo
follow. Section 1.2 explores possible meanings of the terms exogenous and
endogenous since this distinction lies at the heart of the issues raised in the
book. Section 1.3 outlines the standard neoclassical model of exogenous
money supply determination fo act as the orthodox Teference point against
which theories of endogenons money will be compared. The final section
considers some of the issues raised in the survey literature in slightly greater
detail to sharpen the analytical direction that our enguiry will take.

1.2 THE SEMANTICS OF EXOGENEITY AND
ENDOGENEITY

A number of studies, including Dow (1988), Davidson (1991), Poliin (1991),
Desai (1992), Wray (1992) and Cotirell {1994a) have considered definitions
of the terms exogeneity and endogeneity, arguing that debate aver monetary
endogeneity (especially between Keynesians and monetarists) has been

confused partly because the two sides have sometimes used inconsistent
definitiong,
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Dow (1988), for example, argues that the exogenous-endogenous
distinction revolves around two criteria. The first relates to causality and the
second to control. Using the first criterion, a variable is exogenous if it causes
other variables. Dow points out that the issue of causality only makes sense
within the context of a formal meodel. Thus, given any particular model,
exogenous variables are those given from outside the model but which exert a
determinative influence on variables determined within the model and which
may, therefore, be regarded as endogenous.

The second criterion, that of controllability, raises the question of whether
forces or institutions outside of the model might be identified that could
determine the value of variables within the model. At this point Dow links the
issue of exogeneity to methodological questions. The methodology of
standard neoclassical models, according to Dow, uses a unifying set of
axioms to determine all endogenous variables. These are the axioms of
individual rationality. Exogenous variables are, therefore, those variables
which are neither determined, nor susceptible of being determined, by the
axioms of individual rationality. Variables which can be argued to be
determined institutionally become prime candidates for classification as
exogenous within this kind of framework because institutions are not subject
to the dictates of rationality at the level of the individual. The theory of public
choice does, however, embody an atiempt to apply the axioms of individual
rationality even at the institutional level. Notwithstanding the theory of public
choice and given the influence that central banks, as public institutions,
appear to exert over the markets in which monetary instruments such as bank
deposits are created, Dow (1988, 22} argues that it is logical to classify the
money supply as exogenous according to neoclassical methodology.

Dow’s methodological challenge to this approach is to suggest that the
content of a theory may have both formal and non-formal components. A
theory may contain a formal model of equations in which 1t makes sense to
identify some variables as exogenous and some as endogencus, but it may
also have a set of propositions which camnot easily or effectively be
formalised mathematically, yet which describe important forces at work on
the variables of the system. Thus, variables which are exogenous to the formal
component of the theory may nevertheless be endogenous to the theory taken
as a whole. The money supply, for example, may be best modelled as
exogenous in the formal model but this does not mean that it is exogenous to
the overall model nor controllable by the central bank. Dow (1988, 23) argues
that the non-formal part of a monetary theory may, for example, involve
historical--institutional propesitions about the respense of the financial system
to central bank actions aimed at exerting control over the financial system,
This response may well undermine ultimate control of the system by the

£,
Introduction 7

central bank, so that it would be quite sensible to regard the money supply as
endogenous in such a theory even if it is €xogenous to the theory’s system of
formal equations. She cites both Kaldor {1970) and Moore (1979) as theorists
who offer theories of monetary processes which attempt something along
these lines in contrast to standard macroeconomic models (Dow 1988, 21
27).2 T
Davidson (1991) also offers two criteria for identifying whether the money
supply‘ is exogenous or endogenous in a particular theory: its interest-
eigstigty and its independence from other variables, Accarding to the first
f:ntenon, the money supply is exogenous if its interest-glasticity is zero (Af, 5
in panel (a) of Figure 1.1). In this case it can be drawn as a vertical ﬁlnctioln

i‘} ' My MS

l‘[ """""

- 5 -
M, M, M M M

(a) Interest sensitivity of M (b) Dependence of M°

Figure 1.1 Davidson's treatment of exogeneity~endogeneity

of interest rates as it often is in the textbooks, According to this approach, any
degree of positive interest-elasticity, no matter how small, renders the money
supply endogenous. Davidson (1991, 249) thus points ocut that Moore’s
horizontalist theory of the money supply (considered in Chapter 7 of this
book} should not be taken as defining the essential nature of monetary
endogeneity but as the limiting extreme case of endogeneity,

I.)avicison’s second criterion is that the money supply is exogenous in a
particular modet if it does not respond to the value of other variables in the
model. Thus if the money supply is interest-insensitive, and therefore
exogenous according to the first criterion, but responds to changes in demand
for money despite this interest-insensitivity, it can still be regarded as
endogenous. This is illustrated in panel (b) of Figure 1.1. As the demand for
money function shifts to the right for whatever reason, the money supply
funf:tmn ‘alsc shifts to the right. Thus while the vertical curves MF and M3
indicate interest-insensitivity and therefore supgest money supply cxogeneiti/,
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the horizontal line MA" indicates the locus of money market equilibria which
trace the acmual levels of the money supply, and suggest money supply
endogeneity. Such a sitmation could arise via interest raie targeting or
accommodation by the central bank for example. B
Like Dow (1988), Desai (1992) identifies causality and controllablhty. as

the core issues in the debate over the definition of money supply endogeneity.
He suggests that the values of prices, interest rates and output all depend on

an exogenous money supply in conventional macroeconomic theory (Desai

1992, 762). This has implications for policy in as much as the supply 9f
money, being an exogenous variable, is also controilable by some public

authority. Desai points out, however, that it is possible to have an exogenous

variable that i not controllable, like sunspot activity in a model of weather

patterns. He also points out that the concept of exogeneity gnly makes sense

in the context of a particular model, and participants in the monetary
endogeneity debate have all too often failed to properly s.pecify.the‘model
they have in mind when advancing their arguments, a point which is well
taken, His central distinction is between two types of exogenei.ty: _weak
exogeneity and strong exogeneity. The first involves a variable which is not
determined directly by any of the variables in the model but is subject to what
might be called feedback effects from other variables. The second pr.eclt}des
any such feedback effects. For Desai (1992, 764) weak exogeneity is a
necessary but not sufficient condition for the money supply to determine
prices, interest rates and output as advocated by standard models. .

Cottrelt (1994a, 597) identifies three types of monetary endogeneity. Tk}e

first arises from the portfolio decisions of banks and individuals. A change in
interest rates may lead to economising portfolio behaviour and cause changes
in the money supply within the familiar money base multiplier approac'h
discussed in the following section of this chapter. This h_e calls porifolio
endogeneity. The second arises from deliberate accommodation by the central
bank to meet the needs of the economy. This he calls political endogeneity
since central banks will usually provide this accommodation for political
reasons. These two types correspond to Pollin’s {1991) frequently-cited
classification of endogenous money theories into structuralist and
accommodationist. Cottrell’s third type is labelled structural endogeneity.
This type of endogeneity may have similarities with the othcr.types of
endogeneity identified by Cottrell but whereas those other types are inherently
volitional, structural endogeneity requires a money supply response of some
kind. This necessity emerges from the very structure of the economic system
and Cottrell argues that it is this type of endogeneity which is found in the
works of Kaldor and Moore.”
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Wray (1992, 298{f) follows some aspects of Davidson’s approach outlined
above. He identifies three senses in which the terms exogeneity and
endogenetty may be used. Conirol exogeneity refers to whether the variable is
determined outside the model or not. This appears to correspond to the first of
the categories suggested by each of the treatments discussed above.
Theoretical exogeneity refers to whether any of the variables determined
within a model can exert a secondary influence on the variable in question, for
example by some kind of reaction function. Statistical endogenetty refers to
independence in the error terms of unobserved explapatory variables in a
model. This definition attempts to account for a comelation which may
operate through variables omitted from the model specification.

There is a certain degree of overlap between these treatments of the
exogencity-endogeneity dichotomy. Most of the approaches identify causality
and controllability as the central criteria for distinguishing an endogenous
money supply from an exogenous one. Desai’s concept of weak exogeneity
appears to coincide with Davidson’s concept of variables which are interest-
insensitive but not independent from other variables. Such variables also
appear congistent with Dow’s identification of variables exogenous to a
formal model but influenced by factors which are not easily modelled such as
historical-institutional factors. While Wray associates control with
explanation within the formal model {(something which Dow would appear to
challenge), he also distinguishes between determination directly by the model
and feedback or reaction effects which are more indirect. There also appears
to be quite a close connection between Wray’s theoretical endogeneity and
Desai’s wezk exogeneity.

Most of these writers reject the idea that the money supply is exogenous in
the strongest sense of the term within their particular taxonomy, Instead they
argue for a money supply that is non-controllable, weakly exogenous,
theoretically endogenous or dependent as the case may be. In the terminology
employed by Rousseas (1992, 96), the money supply is efectively
endogenous. That is, for whatever reason, the money supply responds to the
value of other variables in the economic system. This position clearly stands
in contrast to the conventional view mentioned earlier in this chapter. The
strength of this taxonomic literature is its identification of conirol as an
important concept in ascertaining whether the money supply is endogenous or
exogenous, 2 concept which is clearly a feature of the conventional view of
money supply processes considered in more detail in the following section.
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1.3 THE STANDARD MODEL OF EXOGENOUS MONEY
SUPPLY DETERMINATION

i he money supply is
f arcuments designed to demonstrate that tl

M i control of the central bank revolve around the more
e monetary base is exogenous and controllable.
ws given a money base model of money
inati i i ics textbook

Iy determination which can be found in any macroeconom  textboo
:255 l{lewlyn and Bootle 1978, 19-25; McCallum 1989,. 55-71; Mlsh!'cm
5004, 357-391). At the heart of money base models is _the connectlf)r;
betw:acn base money {the most liquid category of agset in the ﬁnan(c;}?
system) and the money supply more broadly defined (to include assets readily
convertible into base money, such as bank deposits). o ‘ -
This connection is illustrated in the money supply multiplier relationship

of equation {1.1) below:

exogenous and under the
fimited proposition that th
Money supply exogeneity then follo

M=m.H Q.

where the three terms in this equation are given as follows:

M=C+D (1.2)
H= C*+R (1.3)
{(c1D)+1 (1.4)

"={CID)+(RID)

C being the amount of currency held by tl:ie non-bank public, [ the amtm;?ttﬁg
deposits which are liabilities l())f t::e banking system and R the amoun

¥ its at the central bank. ' _
bané:uggggs(l.!) can be derived in one of two ways. 1‘**i'rstl.y it may beddeav;;:l
from a simple algebraic manipulation of identities gl .2)‘ an e.tri(;
Alternatively, it may be obtained by taking tl}e sum of an mﬁnflga geo'rtn e
serics which logically follows from a description of the flows o ] eposlus"1 and
lending in the banking system. Goodhart (1984, 182-183) dcr;]ves ;q tio?
{1.1) by the first method. Newl)yn an;l1 Bootle §197§; 1d9—23) on the other

i ations (1.1} and (1.4) via the second metnod. ’ .
Obt’:;‘ilili: q:econd (rnet)hod identifies the key aspects of agents ﬁna:}ctlha;
behaviour in terms of portfolio ratios. The relevant agents are members % )
public and the banks. Members of the public hold a balance‘be{wcerr; ;asbaz:]rll( !
deposits represented by the ratio between these two variables. The

similarly hold a proportion of funds deposited with them in the form of
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reserves deposited at the central bank. The ratio of these reserve deposits to
the public’s holding of bank deposits determines the degree to which banks
are able to meet any demand that might exist for loans.

Newlyn and Bootle prefer this behavioural approach to the money base
model because the ratios which it uses may be influenced by variables such as
the relative yields on alternative financial assets to bank deposits and
prudential requirements imposed upon banks by the monetary authority. A
stronger economic rationale thus underpins this approach to money supply
modelling as compared with the alternative coefficients of expansion
approach despite the fact that the coefficients of this approach indicate ‘the
telationship which must necessarily exist between primary [base] money and
secondary money [which includes bank deposits]’ (Newlyn and Bootle 1978,
22). Hence while Newlyn and Bootle prefer the behavioural formulation over
the coefficients of expansion formulation, there is no suggested contradiction
between the two.”

Given this explanation of the money multiplier approach, Newlyn and
Bootle indicate its strength as follows: the ‘multiplicr approach to the credit
structure has the merit of reflecting the dependence of the whole inverted
pyramid of credit on primary money’ (Newlyn and Bootle 1978, 28; see also
Rist 1966, 210). The importance they attach to primary money leads them to
the conclusion that the money supply is in fact under the control of the
monetary authority. The cash base of the system, together with its behavioural
ratios, set the limits within which the money supply is determined. Control of
this base {and these ratios) limits the ability of the banks to lend and therefore
to create additional deposits. The monetary authority is able to set one of the
ratios which determine the multiplier and to determine the size of the money
base itself. As a result it has a strong degree of control over the crucial
parameters of the system and therefore over the money supply itself.

An important counterexample to the case for central bank control which
Newlyn and Bootle consider is the possibility of a sitvation in which the
banking system has over-extended itself by granting more loans than the
parameters of the system can support. In such a situation individual banks can
attempt to obtain ‘additional funds to support this over-lending by increasing
the rate of interest paid on deposits. If this policy is successfil such funds
must come from one of three sources: other banks or financial institutions; a
reduction in the cash ratio of the non-bank public; or an injection from the
central bank under some form of lender of last resort facilify. For the banking
system as a whole the first source is obviously not available. Newlyn and
Bootle admit the second as a real possibility so that the parameters of the
system are capable to some degree of adjusting to cope with a lending over-
extension. The third, however, is a matter of pure discretion on the part of the
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central bank which may be unwilling to make such injections if its inclination
is toward monetary control. Despite the availability of additional funds via the
second channel, however, Newlyn and Bootle argue that the money supply
will remain under central bank controk:

Bven if such intercst payments as the banks could afford [in order to attract
additional reserves to support a lending over-extension} were effective, however,
their gain in cash could be offset by the action of the monctary authorities in
contracting the total supply of cash. (Newlyn and Bootle 1978, 24)

The most effective way in which the central bank or monetary authority could
contract the amount of cash or base money is via the sale of government
securities on the open market. The condition for the effectiveness of such
operations is the standard one of the existence of a sufficiently deep market in
which trading may take place.

There are occasions, however, when the central bank’s ability to influence
the cash base of the system by dealing in government paper will undermine jts
ultimate control of that base by opening up the third channel by which banks
can obtain additional funds. Again Newlyn and Bootle explicitly consider this
possibility; it ‘involves consideration of central banks’ function as the lender
aof last resort to the financial system and to the government’ (Newlyn and
Bootle 1978, 25). In other words, it is possible that funds may be flowing out
of the banking system via open market operations but may at the same time be
flowing into the system via the lender of last resort facility. This is, as we
shall see, an argument used by some advocates of endogeneity but Newlyn
and Bootle dismiss it as having any ultimate undermining influence on the
monetary authority’s ability to control the cash base and, through if, the
money supply. The basis of their dismissal revolves around the propesition
that ‘the central bank can determine the rate of interest at which this support is
given’ (Newlyn and Bootle 1978, 26). They also indicate that this bank raie is
usually kept above the marginal rate of interest at which banks can normally
lend.

This argument is an interesting one. Banks will not make use of the support
facility of the central bank to expand their lending because the interest rate
attached to the facility will make it prohibitively expensive. The curious thing
is that some endogeneity theorists include precisely the same proposition as a
central part of their own arguments aimed at arriving at exactly the opposite
conclusion. This point will be discussed at some length later in the book. For
the moment it should be noted that Newlyn and Bootle provide one of the
most intelligent and comprehensive explanations of the standard case for
monetary exogeneity that may be found in the literature, and the reference
point their work defines will be used throughout the rest of the book.
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1.4 CENTRAL ISSUES AND PLAN OF THE BOOK

As argued in Section 1.1, a substantial degree of consensus exists among Post
Keynes.ian.monetary theorists against the model of exogenous money supply
determination outlined in Section 1.3. A number of points of disagreement,
howevgr, continue to exist Hewitson (1995, 291) identifies interest rate
determination as the most divisive of these issues. As suggested by Rochon
(1999a) Post Keynesians universally reject the neoclassical concept of the
natural rate of interest and all accept some degree of-central bank control over
short term interest rates at least, but the precise degree of this central bank
control and how far along the term structure it extends is a matter of the most
fundam-enta-l disagreement. Hewitson (1995, 291-298) identifies two Post
Keynesian interest rate schools: the mark-up school which sees interest rates
as set essentially exogenously by the central bank; and the liguidity preference
school which retains Keynes’ (1936) theory of interest as a fundamental
element in non-neutrality theory.

Hew'itso-n’s dichotomisation Iargely comesponds to Pollin’s (1991)
categorisation of endogenous money theories into accommodationist and
structuralist approaches (compare Rochon 1999a; Moore 2001). The work of
Kaldor (1970, 1983, 1985, 1986) and Moore {1979, 1988a, 1988b) represent
the accommodationist approach with its stress on the creation of deposit-
money via the bank credit process, and reserve accommodation of bank
lending by the central bank at an exogenously determined interest rate. The
structuralist approach associated with Minsky (1982, 1986), Rousseas (1992)
Dow and Dow (1989) and Wray (1990) argues negatively that central banks,
need not, and do not, always accommodate bank credit growth as
auForpatically as the Kaldor school suggests, and so positively replaces the
Prmmpie of accommodation with 2n emphasis on bank liability management
in rendering the money supply endogenous {(Pollin 1991, 375}.5 The main
consequence of this replacement is that money supply endogeneity is obtained
at increasing interest rates. Thus not only do Post Keynesians disagree about
the determination of interest rates, they also disagree about the slope of the
money supply function. The Kaldor—Moore position suggests that the money
supply f:‘unction should be horizontal whereas the structuralist position argues
for an increasing money supply function with interest rates rising as the
volume of money expands.

The significance of these two related issues lies in the possibility that the
process of interest rate determination associated with an upward sloping
money supply function allows a theoretical system otherwise desipned to
reflect money non-neutrality to become victim to long run money neutrality
Cottrell (1994a, 593) describes this possibility in terms of a phenomenm;
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which may be called the Keynes effect. According to this effect, price
deflation in the face of unemployment reduces the demand for money an'd
hence interest rates, and thereby stimulates demand untit thle un_employmegt is
eliminated. Tt is a phenomenon perfectly capable of operating in a thefare.nc?al
system composed of the principle of effective dcmand'and the liguidity
preference theory of interest and it essentially und.ermmes The General
Theory’s purpose of providing a monetary explanation for unemployment
equilibrium. The question that emerges is whether The Ge_neral ‘Theafy
contains any additional features that are capable of msulatmg its
superstructure from the operation of the Keynes effect-or whether3 in Eh‘e
absence of such protection, some other feature can be dtj:mgped to dehv'er this
protection. If such a feature can be designed, what implications would it have
for the existing apparatus of The General Theory? ' .

Cottrell (1094a, 591) identifies three possible mechamsms which could
theoretically prevent the operation of the Keynes effect in the context of The
General Theory, only one of which could be defined as monetary. At the heart
of this monetary mechanism is the failure of interest rates to fall in tl:{e face of
unemployed resources, so that the spending necessary to gencrate_ mcreascd_
output is not forthcoming, Cotirell (19%94a, 593-596) cons%ders four
arguments which could prevent the reduction in intel:est rates requu'eql by the
Keynes effect. These are: Rogers’ (1989) conventional theory of interest;
Keynes’ own theory offered in chapter 17 of The General Tfrectr'y associated
with the essential properties of money and interest; an additional set of
arguments offered by Keynes in chapter 19 of The General Tha.zary; and th?
radical monetary endogeneity of Kaldor and Moore. Cottrell ?e_]ects Rogers
arzurment and Keynes® chapter 17 argument for reasons that will be exz.xmmed
in Chapter 4 of this book. The argument with the greatest promuse, he
suggests, is that of chapter 19 of The General Theory although there appears
to be some doubt about this in the final analysis. ,

Cottrell also rejects the argument based on Kaldor's and Moore s
monetary endogeneity for several reasons. Firstly, monetary endogenefty can
be shown, according to Cottrell, to be neither neces_sary nor :::ufﬁcwnt to
generate unemployment equilibrium. It is unnecessary explaining long nun
unemployment since Keynes ultimately provides a succz?ssful alternative
explanation of unemployment in The General Thgory assumifg an eX0genous
money supply. It is insufficient because Wicksell (_1898) provides z
neoclassical theory of full employment equilibrium assuming that the money
supply is endogenous (Cotirell 1994a, 600; see %\lso Pivetti 199.1, 98; 2001,
108). Given this argument, Cottrell suggests that it would be unwise to accept
the radical theory of endogeneity because of the collateral damage it would
inflict on other aspects of the framework in The General Theory. Interest
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rates, for example, are determined exogenously by the central bank in radical
endogeneity with no role for liquidity preference. Since liquidity preference is
a central feature of originality in The General Theory, its deposition would do
serious damage to Keynesian economics. This position appears to be shared
by Wray (1990, 1992), Dow and Dow {1989) and Maclachlan (1993) among
others. A second problem with accepting radical endogeneity is that it
becomes impossible to speak intelligently of the money supply as a variable
independent of the demand for money within its framework and this does not
square with reality according to Cottrell. Curiously, Cottrell sees radical
endogeneity as inconsistent with Keynes’ argument in chapter 17 of The
General Theory which he suggests is worth preserving (although he also
argues that chapter 17 unsuccessfolly deals with the Keynes effect), Cottrell’s
final reason for rejecting radical endogeneity is that it is inconsistent with
Keynes’ post General Theory discussion of the finance motive for demanding
money, where investment can be constrained by a lack of finance if not by a
lack of saving. He views this analysis as implying that investment can be
quaritity-constrained due to a lack of finance, but if the money supply always
accommedates demand in the Kaldor—-Moore sense then investment will never
be constrained in this way. This argument receives close attention in Chapter
& of this book,

Cottrell’s position is shared by a significant number of Post Keynesian
theorists. Thus while some form of moderate endogeneity is accepted by these
theorists, the radical or extreme endogeneity of Kalder and Moore is
generally rejected. But the central theme of this book is that the thrust of this
analysis is mistaken and that Kaldor and Moore provide a vital theoretical
contribution to Post Keynesian monetary theory by grafting endogenous
money onto the framework of The General Theory in such a way that it is not
only compatible with the superstructure of The General Theory but so that it
insulates that superstructure from the workings of the Keynes effect in a
manner that no other suggested mechanism has been able to do. The Kaldor—
Moore version of endogeneity thus solves one of the fundamenta] problems of
Keynesian economics. The implications of this theoretical construction for
elements of The General Theory such as liquidity preference theory will
indeed be critical and must be considered carefully but it is shown that these
implications do not provide a justification for rejecting Kaldor’s and Moore’s
version of endogeneity.

It will not be argued, however, that the works of Kaldor and Moore are of
equal value. Kaldor provides a theoretically superior analysis of endogenous
moeney to Moore’s, the latter involving a number of important analytical
errors. However, it will be shown that despite these errors, Moore strengthens
the overall theory of endogeneity by providing a strong institietional analysis
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of the banking system which includes the behavieur of the' commercial banks,
the central bank and the wholesale money markets. It is also argued that
Kaldor’s contribution to monetary economics which spans the years 1939 to
1986 forms an integrated whole which explicitly dovetails with the framework
e General Theory.
o j"Ifimcl;;cz:ok proceedz with a careful examination of the issues idcntiﬁcd by
Cottrell (1994a), Hewitson (1993) and Pollin (1991). C_Jhapter 2 pr_owcies a
consideration of the central themes of money in classical economics. This
analysis is of value for two reasoms. Firstly, frequent parallels‘are dre-\wn
between the work of Kaldor and the Banking School of: the ciasE;lcal period.
Ascertaining the nature of this connection is one c?bjective o.f th.lsltre.atmcpt.
But secondly and more importantly, exploring this co.nnectlon. Wl:ll identify
key theoretical issues which will be helpful in interpreting the mgmfjxcancc of
Kaldor’s coniribution in the modern context. Chapter 3 considers t1.1c
neoclassical model of endogeneity espoused by Wicksell (.1898) and its
connection with the traditional quantity theory of money. It is showr} that,
contrary to the position of Cottrell and Pivetti, Wicksell does not provide an
effective full employment theory of output which ix.lcorpf)rate's an endogenous
money supply and that in fact endogenous money is antithetical to Ithe model
advanced by Wicksell. Monetary endogeneity thus has thg poifentml to be a
much more powerful analytical device than Cottrell and Pivetti are prepared
to admit. Chapter 4 compares the neoclassical modet of full emplo?rmcnt
outlined in Chapter 3 with Keynes’ model of unemploymen.t advocated in Ti?e
General Theory, and examines the monetary reasons ldet}ht.']cd by Keynes in
chapters 17 and 19 to prevent his system frem falling vietim to t}}e Keyne.s
effect. It is argued that Keynes does not provide effective insulation of his
theoretical framework from the Keynes effect either in chapter 17 or chapter
19, and that protection must be sought élsewhere. o
Chapters 2 to 4 thus provide a detailed background of theoretical issues
against which the Kaldor—Moore thesis of endogenous money can be and
should be considered. This consideration is undertaken in Chapters 5 to 8, In
Chapters 5 and 6 Kaldor’s contribution is examined. Chapter 5 loocks at
Kaldor's interaction with monetarism which some commentators refer_to as
his mature theory of endogeneity. Chapter 6 demonsu'ates‘ a logical continuity
between Kaldor’s earlier writings on interest rate determmatiop and his 1atc:,r
teatment of monetarism and endogeneity. Chapter 7 considers Moo.re s
contribution. This revolves arcund two elements: a theory of ban}_c behaviour
and a theory of wholesale interest rate determination, both of wl}ich develop
and extend Kaldor’'s work. It will be shown, however, that while these are
important contributions that are worth building into a large-scale theory of
output and employment incorporating endogenous money, Moore makes a

i
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seties of theoretical mistakes and interpretations which contradict Kaldor’s
superior theoretical formulation. For this reason Kaldor must be seen as by far
the senior partner in the accommodationist school. Chapter § examines some
of the key criticisms of the Kaldor-Moore theory. While the issues considered
are analytically important, al} of them are shown to be more than adequately
dealt with by the Kaldor-Moore hypothesis.

Moore’s work in particular raises issues about the role of the banking
sector in a revised Keynesian model of the macroeconomy characterised by
money non-neutrality. A variety of approaches to modelling the banking
system are therefore considered in Chapter 9 before a model is developed for
use in the following chapter. Chapter 10 incorporates the banking model
developed in Chapter 9 and formalises the treatment of the Kaldor—-Moore
theory from Chapters 5 to 7 to construct a revised non-neoclassical Keynesian
model of a closed macroeconomic system. The features of this model are also
explored. Finally Chapter 11 draws some conclusions about the questions
raised by Cottrell (1994a) and some suggestions are made for the .
development and extension of the Kaldor-Moore model,

NOTES

—

See Smithin (1994, 151-170) for 2n excellent discussion of the cosis of inflation.

2. Other theorists cited by Dow in this context include Tobin (1970), Davidson and
Weintraub {1973), Godley and Cripps (1983).

3. Although in an earlier paper Cottrell (1986, 4) also cites Cramp (1970, 1971) as possessing
such a concept of endogeneity.

4. Newlyn and Bootle (1978, 28) refer for support on this point to the 1975 edition of

Goodhart's Money, Information and Uncertainty but no page number is provided. This

assessment js interesting because it will be argued later that the coefficients of expansion

approach is not as wrang as some endopencity theorists suggest. This approach sets out a

simple framework within which the money supply process may be described, so that as

Newlyn and Bootle argue, a certain relationship betwesen base money and broader money

must always hold given the coefficients. The problem arises when no theary of the

determination of the coefficients or the money base is offered and the framework becomes

a de faeto theory. It is important to note that Newlyn and Bootle share this concemn about
the framework.

5. Rochon (199%, 1) cites Pollin’s categorisation but in another place expresses the

categorisation slightly differently in terms of a revelutionary theory and a porifolio theory
of endogeneity {Rochon 1999, 2). The first of these is buill around satisfaction of Keynes
finance motive by the revolving fund which the existence of banks facilitates. Rochon’s
circuitist approach is designed to fit within this category. The second looks very much like
Pollin’s structuraiist school in which Rochon locates Kaldor and which for Rochon is
simply a modification of orthodox neoclassical theory foeusing on variability in the
veloeity of circulation. Dalziet (1996, L20} alsc identifies two schook of endogeneity: the
cireuitist school and the Post Keynesian school of Kaldor and Moore.





