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LETTER FROM THE PRESIDENT
_________________________________________________________________________________________________________________________|

To our readers:

This issue begins with a working paper by Senior Scholar Edward N. Wolff and Research Scholars Ajit Zacharias and Asena Caner,
in the program on the distribution of income and wealth. Their paper is part of the Levy Institute Measure of Economic Well-
Being (LIMEW) project. The authors find that household wealth and public consumption affect economic well-being. Their
measures of economic well-being differ significantly from the official U.S. government measure.

A policy note by Research Associate Jorg Bibow opens the program on financial markets and monetary policy. He out-
lines Germany’s poor economic record since unification and warns that the “German disease” (protracted policy-inflicted domes-
tic demand stagnation) and the threat of a deflationary spiral is spreading throughout the Economic and Monetary Union (EMU).

A working paper by Institute Professor Philip Arestis, Machiko Nissanke, and Howard Stein finds that financial lib-
eralization policy is built on shaky theoretical premises and a weak empirical foundation, which leads them to propose the
adoption of an institutional-centric view of finance and development. To avoid instability in developing and transitional
economies, capital accounts and access of banking systems to international loans must be carefully controlled and combined
with banking structures that are diverse, participatory, and accessible, they say.

Bibow’s working paper analyzes macroeconomic policymaking in euroland, finds a fundamental imbalance in the
Maastricht regime, and proposes the reformation of the European Central Bank (ECB). The whole process of European inte-
gration is threatened by continued economic stagnation, he says. A nominal GDP target and the cooperation of fiscal and
monetary policies would provide Europe with the growth anchor that it currently lacks.

Another Arestis working paper on financial liberalization policy focuses on Egypt, which was able to avoid serious
problems with its financial system by introducing and implementing reforms slowly and cautiously. Strengthening the bank-
ing sector in Egypt, probably at the expense of the stock exchange, can be interpreted as a major policy innovation, says Arestis.

A working paper by Arestis and Senior Scholar Malcolm Sawyer outlines the theoretical foundation and policies of
the EMU and finds them overtly deflationary, defective, and unable to cope with the effects of recession. Their paper comple-
ments Bibow’s findings and proposes a number of institutional changes, such as coordinating monetary and fiscal policies and
including economic growth and employment objectives alongside inflation considerations.

The program on federal budget policy begins with two working papers by Arestis and Elias Karakitsos. In the first, the
authors analyze the factors affecting the anemic investment behavior in the United States, find serious imbalances in the cor-
porate sector of the U.S. economy, and conclude that current fiscal policy will not provide the foundation for a new long-lasting
business cycle. Industrial production suggests that a double-dip recession may have already started in manufacturing, they say.
In the second, the authors identify two main threats to continued U.S. consumer resilience: a jobless recovery and growing
personal sector imbalance. According to the authors, the outlook for consumption during the next year remains uncertain and
the long-term outlook is bleak.

Two working papers by Arestis and Sawyer suggest that fiscal policy influences aggregate demand and, therefore, fis-
cal policy should be reinstated as a tool of macroeconomic policy. They believe that arguments against discretionary fiscal
policy and long-term budget deficits are flawed because they do not consider the functional finance view.

Under explorations in theory and empirical analysis, a working paper by Resident Research Associate Greg Hannsgen
confirms Hyman Minsky’s theory of investment, even if one assumes that many of the critiques voiced by Minsky’s post-
Keynesian antagonists are correct.

As always, I welcome your comments and suggestions.

Dimitri B. Papadimitriou, President

THE LEVY ECONOMICS INSTITUTE OF BARD COLLEGE 3



INSTITUTE RESEARCH

Program: Distribution of Income and Wealth

Household Wealth, Public Consumption,

and Economic Well-Being in the United States

EDWARD N. WOLFF, AJIT ZACHARIAS, and ASENA CANER
Working Paper No. 386, September 2003
www.levy.org/docs/wrkpap/papers/386.html

Conventional measures for assessing economic well-being
focus exclusively on money income and do not adequately
reflect the role of household wealth and public expenditures.
Senior Scholar Edward N. Wolft and Research Scholars Ajit
Zacharias and Asena Caner outline an approach for integrat-
ing household wealth and public consumption into a more
comprehensive measure in order to understand the level and
distribution of economic well-being. Their approach follows
the Levy Institute Measure of Economic Well-Being (LIMEW)
model, which is designed to assess economic well-being for
the noninstitutional population and significant demographic
groups in the United States (see Working Paper No. 372). They
find that their measure of well-being differs significantly from
the official U.S. government measure—gross money income.
There is a higher growth rate of well-being at the median, and
inequality of income increases less over time.

The authors focus on 1989 and 2000 and use public files
developed by the U.S. Census Bureau from the Current
Population Survey’s Annual Demographic Supplement
(ADS), the most comprehensive source for information about
household income, housing tenure, receipt of noncash trans-
fers, and many key demographic characteristics of house-
holds. They integrate the ADS files with household wealth
information from the Federal Reserve Board’s Survey of
Consumer Finances (SCF), using statistical matching based
on household characteristics such as race, family type, and
the age of the head of the household. In the case of govern-
ment expenditures, the authors use the expenditure category

that appears on the product side of the U.S. National Income
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and Product Accounts (NIPA): government consumption
expenditures and gross investment. Other supplemental data,
drawn from sources such as the Annual Survey of Government
Finances and personal transportation surveys, are used to allo-
cate government expenditures among households, by state and
by expenditure function.

The authors examine the overall distribution of three
measures: money income, wealth-adjusted income (WI), and
public-consumption-adjusted income (PCI). Marketable
wealth (net worth) is defined as the current value of all mar-
ketable or fungible assets, less the current value of debts. This
definition portrays wealth as a store of value and, therefore, a
source of potential consumption reflecting the level of well-
being associated with a family’s holdings (consumer durables,
future Social Security, and retirement benefits are excluded
because they are not in the direct control of households and
cannot be marketed).

Household net worth is incorporated into the measure of
household well-being by adding two factors to money
income: imputed rent from owner-occupied housing and the
lifetime annuity value of nonhome net worth. The approach
differs from the standard by distinguishing between home
and nonhome wealth and by accounting for the differences
in portfolio composition of nonhome wealth. To measure
WI, the ADS money income (excluding property income) is
combined with the imputed income flows from wealth.
Household patterns of public consumption expenditures are
imputed based on other surveys (e.g., Nationwide Personal
Transportation Survey). Expenditures are grouped according
to purpose, using the functional classification in the NIPA,
and distributed among the states.

The authors find that their WI is approximately 30 percent
higher than the traditional measure at the mean. Mean and
median net worth increased between 1989 and 2000, but the

mean (dominated by the value of financial assets and retire-



ment assets) increased more rapidly than the median, a phe-
nomenon that suggests a growing inequality. The means of
imputed rent, property income, and annuities relative to the
mean of money income all appear to be stable over time.

Unlike traditional measures, the authors do not consider
that all public expenditures augment household consump-
tion. To derive PCI, the authors allocate expenditures between
households and other sectors based on a set of assumptions
regarding a schema of 44 functions. Functions providing no
directly usable services to the household sector include social
overheads, such as national defense, general public service,
law courts, and prisons. Functions dedicated to the household
sector comprise elementary and secondary education, and
income security. Functions serving the household and non-
household sectors—such as economic affairs and housing
and community services—are allocated on the basis of avail-
able empirical information. In 1989 approximately 43 percent
of total government expenditures were allocated to the house-
hold sector. In 2000 that figure was 51 percent. The increase
over time reflects, primarily, the declining share of national
defense expenditures.

The authors define two major categories of public con-
sumption, based on whether it is distributed equally across
persons or according to household-level or person-level char-
acteristics (such as income by type, employment status, and
vehicle ownership). In distributing public consumption

among households, the authors follow the same principles of

direct usage and cost responsibility as those used in allocat-
ing government expenditures between the household and
nonhousehold sectors.

The authors find that average household public con-
sumption was $8,241 in 2000, a figure 16 percent higher than
in 1989. They also find that the ratio of public consumption
to household income remained unchanged, although there
were differences by decile of income and by function. House-
holds in the top income deciles experienced the fastest
growth in both money income and public consumption. The
relative importance of public consumption declined for
households at the tail ends of the distribution and increased
for those in the middle.

Furthermore, the authors find that the distribution of WI
is less equal than the distribution of money income, while the
distribution of PCI is more equal. They confirm their finding
by using both the Gini and the Atkinson measures of inequal-
ity. According to the authors, inequality changes dramatically
if the conventional method is adjusted for household wealth
or public consumption.

The authors note that an adequate measure of economic
well-being should also take into account factors such as taxes,
government transfers, and nonmarket production (in particu-
lar, household production). They intend to incorporate these
factors into future measures, analyze intertemporal changes
in inequality, and study the distribution of well-being across

key demographic groups.

Program: Financial Markets and Monetary Policy

Pushing Germany Off the Cliff Edge
JORG BIBOW

Policy Note 2003/4
www.levy.org/docs/pn/03-4.html

Since the 2000-2001 economic downturn, public finances in
Germany are in a worse state than at any time since unifica-
tion. The German GDP growth rate has collapsed and the

unemployment rate exceeds 10 percent. According to Research

Associate Jorg Bibow of the University of Hamburg, Germany;,
domestic demand has stagnated as the government continues
its program of cutting its structural deficit until the budget
is balanced and the Maastricht regime forces upon euroland
those very policies that have wrecked Germany.

Germany’s poor economic record since 1992 is not the
result of “unification shock,” nor is it the result of structural
problems (i.e., rigid labor markets), says Bibow. Rather, con-

tractionary macroeconomic policies that arose in response to
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unification pushed Germany into a situation of unstable debt
dynamics. Since Germany provided the blueprint for Europe’s
stability-oriented macroeconomic policy regime, the risk is
that the “German disease” is spreading throughout the regime
and, potentially, beyond Europe.

Germany’s central bank, the Bundesbank, fearing that
strong economic growth would lead inevitably to rising infla-
tion, strongly opposed the government’s use of deficit spend-
ing in coping with the unification challenge. The problem of
unsustainable public finances arose with the sharp recession
of 1992-93 and government measures to reduce borrowing,
both of which caused headline consumer price inflation and
wage inflation to increase (while market-determined infla-
tion remained remarkably stable). The strategies of the gov-
ernment and the Bundesbank after unification did not heed
the existing favorable alignment among Germany’s key eco-
nomic parameters (interest rates, deficit and debt ratios, and
GDP growth rates).

If Germany’s fiscal and monetary policies had been more
in line with economic theory and had followed the best-
practices example of the United States, the country easily
could have achieved a more favorable economic performance
in the 1990s, asserts Bibow. The Bundesbank’s aggressive and
single-minded pursuit of price stability has exacted a steep
penalty in terms of high unemployment and low economic
growth, a penalty that has had stark consequences for public
finances. Bibow notes that the Stability and Growth Pact
(SGP), which Germany forced upon its European partners, is
now posing an acute problem, as the SGP’s enforcement con-
tinues to result in the enactment of new discretionary meas-
ures meant to cut public expenditures and raise revenues.
These measures are supported by another “made in Germany”
product, the European Central Bank (ECB), which focuses
on a goal of maintaining price stability and is obsessed with
inflation in today’s deflationary environment.

It has been popular to blame Germany’s and euroland’s
poor performance on allegedly manifold structural problems.
The actual underlying disease, says Bibow, is protracted policy-
inflicted domestic demand stagnation. Cutting public invest-
ment and hiking direct taxes and social security contributions
cause structural problems (rising nonwage labor costs and
disincentives to work and hire). These unpleasant supply-

side by-products of contractionary demand policies lead to

6 SUMMARY / FALL 2003

a vicious cycle of stagnation and fiscal squeeze. Structural
reforms under way in Germany today are part of yet another
fiscal austerity package. All budgetary planning for 200305 is
still based on growth assumptions that look increasingly opti-
mistic and there is a risk of further contraction of disposable
incomes by way of a new round of discretionary hikes in social
security contributions and emergency savings throughout the
public sector. This event might be sufficient to push Germany
off the cliff edge and raise its budget deficit.

Given that Germany’s inflation rate is close to zero, the
ECB’s remaining room for cutting nominal interest rates may
prove insufficient and come too late to stop the German econ-
omy from slipping into a deflationary spiral. There is the equal
chance that Germany could pull the rest of euroland down
with it, rather than euroland’s providing enough counter-
weight if Germany is pushed off the cliff edge. The fiscal posi-
tions of France and Italy are not fundamentally different from
those of Germany and they are also under pressure for addi-
tional procyclical consolidation.

Bibow notes that the recovery of the euroland economy
was negligible in 2002 and mainly export driven as domestic
demand stabilized at a depressed level. The ECB has a pen-
chant for referring to important imbalances “elsewhere in the
world economy” as hindering growth in euroland. However,
euroland relies on U.S. economic growth to stimulate the
world economy. Euroland’s notorious free-riding strategy
blocks one possible route to rectifying global current account
imbalances (i.e., euroland’s domestic-demand growth out-
pacing that of the United States). The author believes that
economic recovery in euroland is no longer just an uphill
struggle against a strengthening currency. It is also a struggle
against rising unemployment, an SGP—imposed fiscal squeeze,

and some banking problems.

Finance and Development: Institutional and Policy
Alternatives to Financial Liberalization Theory

PHILIP ARESTIS, MACHIKO NISSANKE, and HOWARD STEIN
Working Paper No. 377, April 2003
www.levy.org/docs/wrkpap/papers/377.html

There are many examples of financial fragility and banking

crises following the implementation of financial liberalization



policies by various governments throughout the world.
According to Institute Professor Philip Arestis; Machiko
Nissanke of the School of Oriental and African Studies,
University of London; and Howard Stein, Roosevelt
University, Chicago, financial liberalization policy is built on
shaky theoretical premises. These scholars, therefore, ques-
tion the rationale of governments and institutions, such as
the International Monetary Fund and World Bank, that adopt
financial liberalization policy prescriptions based on a very
shallow understanding of the dynamic relationship between
finance and economic development.

Current financial liberalization theory leans toward the
“supply-leading” relationship between growth and develop-
ment: Investment is self-financing and the expansion of
financial institutions leads to economic growth. Financial
intermediaries set interest rates to balance the supply and
demand for savings of borrowers and depositors. The key to
economic expansion is to alter the incentives between con-
sumption and saving.

According to the imperfect information school, many
imperfections, such as the divergence between the social and
private costs of bank failures and between the private and
social benefits of loans, are embedded in financial markets.
The school recognizes that financial markets, left to their
own devices, are generally incapable of providing correct sig-
nals to the marketplace—they cannot, for example, set inter-
est rates—and, contrary to financial liberalization theory,
greater competition erodes franchise value, which, in turn,
reduces incentives for prudential behavior and substantially
increases risk.

The authors outline several fundamental problems in the
financial liberalization hypothesis. Those problems include
the hypothesis’s weak theoretical base and poor empirical
performance. The holding of money is subject to social obli-
gations and constraints and is not driven simply by invest-
ment needs, the productivity of capital, and the real rate of
return. Capital markets are fragmented, have never operated
under the auspices of a single unifying marginal rate of
return, and are replete with different levels of risk and uncer-
tainty. The authors question the validity of the competitive-
model assumption within financial liberalization theory,
citing profound divergence between the model and the

financial world. Although the authors agree that many mar-

ket imperfections are embedded in the financial markets,
they believe that the problem of finance in developing coun-
tries is much deeper and more multifaceted than suggested
by the imperfect information school.

According to the authors, interest rates, while important,
are only one component influencing the decision-making
process in financial systems. They contend that, contrary to
McKinnon’s outline of the optimal sequencing of events—
controlling inflation, deregulating interest rates, privatizing
and commercializing banks, unifying foreign exchange rates,
and liberalizing trade prior to opening up the capital
account—there is increasing evidence that any sequence pro-
duces the same results. The results that the authors list
include rising interest rates, credit contraction, import price
inflation, and lower domestic demand. They also point out
that the likelihood of a banking crisis increases with time.

The authors find that politics can play a major role in
attempts to reorganize a financial system after a banking crisis
(e.g., Nigeria). They note the importance of examining the
underlying structure of a developing economy, where instabil-
ity is often the rule. They also note that financial liberalization
leads to a decline in duration of loans and a rise in holdings of
government paper (e.g., Venezuela, Nigeria, Russia).

Econometric testing of the financial liberalization hypoth-
esis shows that support for it is not very strong. There are
growing indications confirming Keynes’s view of the links
among interest rates, investment, and saving. Investment,
growth, and rising incomes lead to saving, rather than vice
versa, and there is little proof of a positive relationship
between interest rates and saving. Some surveys have shown
declining investment, few examples of increased saving, rising
spreads between deposit and lending rates, and falling GDP
growth rates. These results lead the authors to support the
development of alternatives to financial liberalization theory.

Since ideology and history play a central role in trans-
forming institutions, the authors propose the adoption of an
institutional-centric view of finance and development. They
outline five interactive, institutionally related components of
financial systems: norms, incentives, regulations, capacities,
and organizations. One of the great tragedies of liberaliza-
tion, they say, is the asymmetric expansion of banking enti-
ties as compared to the regulatory capacities of supervising

agencies. The authors recommend that countries assume the
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risk for borrowers and depositors, and act as intermediaries in
creating assorted ownership and banking options that address
the multitiered financial needs of developing economies.
They suggest that, to avoid instability, capital accounts and
access of banking systems to international loans must be care-
fully controlled.

In the wake of widespread failure of financial liberalization
policies in the 1990s, developing and transitional economies,
such as those of Hungary and the Czech Republic, have
resorted to selling financial institutions to foreign banks using
a single organizational construct, the commercial bank. Some
countries (e.g., Tanzania) have simply moved from state own-
ership to foreign ownership. The new foreign banks, there-
fore, hold massive excess reserves in the form of government
paper, service a few wealthy customers, and export national
savings to safer havens. According to the authors, for banking
norms to support economic development, they need to be
absorbed into the consciousness of the general population,
which is more likely to happen when banking structures are

diverse, participatory, and accessible.

Is Europe Doomed to Stagnation? An Analysis of the
Current Crisis and Recommendations for Reforming
Macroeconomic Policymaking in Furoland

JORG BIBOW

Working Paper No. 379, May 2003
www.levy.org/docs/wrkpap/papers/379.html

Euroland is experiencing very low economic growth rates
and high unemployment. Many European government offi-
cials blame the recent 2001 slowdown and stagnation on
external shocks to the economy, such as the bursting of the
Internet and telecommunications bubble, stock market
decline, and a surge in oil prices. According to Research
Associate Jorg Bibow of the University of Hamburg, Germany;,
the European Central Bank (ECB) has failed to stabilize the
economy. The ECB’s aggressive interest rate hikes in 2000 and
cautious rate cuts in 2001-02 thoroughly misjudged develop-
ments, says Bibow, who concludes that the ECB regime must
be reformed so that it plays a vital role in stimulating domes-
tic demand and stabilizing the economy. Bibow recommends

a nominal GDP target and the cooperation of fiscal and mon-
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etary policies, which would provide Europe with the growth
anchor that it currently lacks.

A key idea behind the creation of the Economic and
Monetary Union (EMU) was the establishment of an eco-
nomic area subject to common policymaking and, therefore,
resembling a closed economy. The ECB, however, has blamed
external factors, rather than fiscal and monetary policies, for
the deceleration of economic growth in the eurozone. The
ECB, notes Bibow, has not addressed two central events of the
1998 and 2001 economic slowdowns: the interest rate conver-
sion process and associated price surges since the mid 1990s,
and the near doubling of ECB interest rates in the year after
October 1999. Bibow believes that euroland’s prosperity was
the result of “free riding” on the United States’s “new econ-
omy” stimulus and that European policymakers should have
been alert to the ramifications of the latest U.S. economic
slump. Bibow also notes that euroland’s wage anchor has been
remarkably stable since the mid 1990s and the structural pri-
mary surpluses from 1997 to 2000 came at a high price in
terms of growth, as financial ministers inflicted a severe fiscal
tightening on the European economy during the 1990s.

According to Bibow, the ECB hiked interest rates aggres-
sively as a result of its obsession with inflation and a remark-
able disrespect for economic growth. The markets perceived
these rate hikes as growth risks and indications of a weaker
outlook for the euro. As a result, aggregate demand was skewed
further toward exports, while interest rate hikes took their toll
on domestic demand. The ECB fully misjudged the impact of
its aggressive interest rate hikes on domestic demand and the
euro’s exchange rate (and inflation) and seemed unaware of its
stabilization role within the Maastricht regime.

It is crucial to get the empirical record straight, says Bibow.
Export growth plunged in 2001, long after domestic demand
fell, and, by the end of the year, the domestic-demand growth
rate had turned negative. Net exports kept euroland afloat
and prevented the GDP from shrinking during the 2001
slowdown, but there was no recovery in 2002—domestic
demand continued to stagnate at a depressed level. The cur-
rent stagnation is not a result of external developments, says
Bibow; blame should focus instead on domestic factors such
as macroeconomic policymaking.

Bibow observes a fundamental imbalance in the

Maastricht regime: Although a common market and, essen-



tially, a common currency are controlled by supranational
European Union (EU) institutions, economic and fiscal poli-
cies remain under national control. The regime is a “made
in Germany” product and features such as Bundesbank inde-
pendence have become conventional wisdom at the EU’s
key policymaking institutions (the ECB and the European
Commission). According to the regime, fiscal discipline
improves economic performance through two main chan-
nels: lower interest rates and fiscal consolidation. The only
coordination of national fiscal policies, says Bibow, stems
from the imposed discipline that demands that deficits be
cut and the budget be balanced at any price. Monetary pol-
icy, therefore, is the only instrument that manages domestic
demand growth.

Euroland’s unsuccessful attempts to get its debt ratio
under control results from a procyclical consolidation strat-
egy and nonaccommodating monetary policies. Furthermore,
the debt ratio is on the rise again, due to protracted stagna-
tion rather than fiscal profligacy. The crucial point, says
Bibow, is that, since interest rates are manipulated by the
ECB, fiscal consolidation will not steer interest rates toward
levels conducive to potential growth at full employment.
What is needed is “easy money” in the Wicksellian-Keynesian
sense (i.e., monetary policies that deliberately push interest
rates below neutral levels when an economy remains in a
state of equilibrium characterized by stagnation and high
unemployment). These policies were in effect in the United
States during the 1990s. Bibow contends that gearing mone-
tary policy toward GDP growth raises employment, shrinks
the interest burden, and leads to fiscal consolidation.

The author also notes that by raising taxes and social
security contributions in response to recession and a soaring
budget deficit Germany has slipped into a deflationary spiral.
Indirect tax hikes keep inflation up and play a role in fore-
stalling monetary easing. Other EU countries (e.g., France,
Italy, Portugal) are also operating in a fiscal straitjacket that
calls for perverse responses to recession. The 2006 balanced
budget deadline portends another round of severe fiscal
tightening in Europe.

The Stability and Growth Pact’s balanced budget rule
implies that the debt ratio will converge to zero in the long
run, a goal that not only lacks any basis in economic theory

but causes instability and stagnation, as well. Bibow suggests

an alternative approach that involves a shift toward variables
(such as tax rates, the rules underlying entitlement spending,
and the volume of discretionary spending) that are directly
controlled by governments. He believes that policy must be
forward-looking and ignore temporary price shocks, and the
inflation target must not be too low.

Two factors explain the United States’s superior eco-
nomic performance: a quick monetary easing process by the
Fed and a dramatic fiscal easing by the George W. Bush
administration. The combined effect amounted to a budget-
ary swing of approximately 5 percent of GDP. Bibow also
notes the impressive performance in the United Kingdom
since 1992, including its sound macroeconomic demand
management and better coping mechanisms during the 2001
slowdown. The EU accession countries and the whole process
of European integration is threatened by continued EU eco-
nomic stagnation, says Bibow.

Bibow suggests the establishment of a wage norm, at the
EU level, that focuses on productivity growth plus some
desired inflation trend (i.e., tying wage inflation to nominal
GDP growth—prices anchored by wages). In order to enforce
discipline throughout the EU, this objective would require
symmetric coordination and enforcement mechanisms.
A fundamental overhaul of euroland’s macroeconomic poli-
cymaking arrangements, including the end of the ECB’s
unbounded discretion in monetary policy, is urgently needed,

says the author.

Financial Sector Reforms in Developing Countries,
with Special Reference to Egypt

PHILIP ARESTIS

Working Paper No. 383, July 2003
www.levy.org/docs/wrkpap/papers/383.html

Financial reforms have been a part of development policy
through the work of the International Monetary Fund (IMF)
and the World Bank. Recent studies have shown, however, that
banking and financial crises are more likely to occur in liberal-
ized financial systems. According to Institute Professor Philip
Arestis these crises are the result of policies based on a model
with an inaccurate theoretical framework and a weak empiri-

cal foundation. Egypt was able to avoid serious problems with
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its financial system reforms, says Arestis, by introducing and
implementing reforms slowly and cautiously. He recommends
a strong regulatory framework with some degree of control
over lending and deposit rates of newly privatized and inexpe-
rienced banks, which are prone to inducing excessively high
real interest rates.

The theoretical model suggests liberalizing the financial
markets and letting the free market determine the allocation
of credit. The real rate of interest would adjust to its equilib-
rium level, investment projects with low yields would be
eliminated, and the overall efficiency of investments would
be enhanced. As the real rate of interest increased, saving and
the total real supply of credit would increase and induce
more investment, which would stimulate economic growth
and increase the average productivity of capital. Further
enhancements to the model include the removal of interest
rate ceilings, reduction of reserve requirements, and abolish-
ment of directed credit programs.

Key assumptions in the model, which are highly unlikely,
says Arestis, are perfect information, profit-maximizing com-
petitive behavior by commercial banks, and an institution-free
analysis with scant attention to the role of stock markets.
Asymmetric information leads to adverse selection and moral
hazard, and profit-maximizing competitive behavior is
particularly unrealistic in the case of developing countries,
where the banking sector is operated as an oligopoly. The
crisis in Southeast Asia has demonstrated weaknesses in the
legal framework (e.g., deficiency of bankruptcy laws and
procedures) and a lack of attention toward stock market
development.

The author reviews the financial crises of countries in the
period from 1977 to 1998. He notes that two-thirds of the
members of the IMF have experienced significant banking
sector problems and that financial crises have many common
features: They are preceded by financial reforms and deregula-
tion. There is excessive lending on such assets as property and
stocks. There are sharp increases in capital inflows, which lead
to currency appreciation and deterioration of the capital
account. There is a reversal of capital flows leading to capital
losses. He finds that the cost to resolve the crises was enor-
mous: from 10 percent of GDP in Hungary, Tanzania, and
Brazil to over 50 percent of GDP in Argentina. Interest rates

often exceeded 20 percent and there were bank failures, other
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bankruptcies, and extreme asset volatility, which were followed
by severe and prolonged recession.

Financial reforms unleashed a massive demand for credit
by households and firms (under the expectation that govern-
ment bailouts would prevent bank failures), which was not
offset by a comparable increase in the saving rate. An increase
in foreign saving (external debt) made the economies vulner-
able to oscillations in the international economy, increased
the foreign debt-to-reserves ratio, and increased the likeli-
hood of currency crises. Financial reforms replaced domestic
with international markets and resulted in a flourish of
short-term speculative activities.

The author outlines four main findings: (1) The banking
crises were frequent and severe; (2) The cost of the crises to
the local economies was substantial and lowered economic
activity; (3) The banking crisis episodes were unique in mon-
etary history; and (4) Spillover effects on the industrialized
countries became a real possibility.

During the 1990s southeast Asian countries undertook
extensive financial deregulation, including the ability to bor-
row abroad without government control and coordination, so
a credit boom ensued. Investors in the region had higher
returns because growth and interest rates were higher and
currencies were pegged to the U.S. dollar. Large net private
capital inflows (private and short-term) escalated foreign debt
and were directed toward speculative activities (real estate and
equities). When the bubble burst there was contagion across
countries and the region’s pegged currencies did not move in
response to fundamental changes in the domestic economies.

The author finds that the principle reason for the south-
east Asian financial crisis was insufficient government control
over the financial liberalization process. He notes that these
economies are different because they have high levels of saving
recycled as loans to corporations, and companies are closely
linked with governments. These differences imply that finan-
cial liberalization in Asia has higher costs and smaller benefits.
He further notes that IMF officials and leading economists
now favor capital controls as a means to overcome financial
crises and to protect countries from international financial
instability.

Arestis outlines three reasons why the stock market is an
important mechanism for promoting economic growth in

developing countries: (1) High interest rates encourage firms



to issue equity; (2) International investors are able to gain
access to developing economies; and (3) It is often condi-
tionally imposed as part of financial liberalization packages.
The success of the stock market depends on a developing
country’s efficiency in pricing risk, which, in turn, depends
on many institutional factors (e.g., the legal framework,
transparency, bankruptcy laws). Otherwise there is excessive
volatility, lack of transparency, and insider trading.

The modern version of the liberalization thesis is an
attempt to account for the implications of imperfect informa-
tion and institutions. Arestis notes that even in cases of correct
sequencing (e.g., trade liberalization before financial liberal-
ization), there was not much success. Financial liberalization
should be approached cautiously, he says, especially if institu-
tions are not fully developed. Even under the best circum-
stances (e.g., Southeast Asia) financial liberalization is risky.
Adequate banking supervision, macroeconomic stability,
appropriate sequencing of reforms, and transparency are not
sufficient to prevent financial crises. The list should also
include strong and uncorrupt institutions, including the civil
service and the central bank; a well-functioning legal system
that effectively enforces contracts and property rights; and effi-
cient bankruptcy laws and procedures. The success of financial
reforms depends on the level of interest rates achieved follow-
ing the introduction and implementation of the reforms.

Arestis reviews the Egyptian experience with financial
reforms during the period from 1981 to 2001. The 1981-91
period was characterized by an attempt to create more finan-
cial intermediation, but state-owned banks dominated the
financial sector and financial reforms were very slow. In 1991
Egypt embarked on extensive financial and economic
reforms, as well as structural adjustment programs, in accor-
dance with the prescriptions of the IMF and the World Bank.
The first stage of the reforms was characterized by orthodox
macroeconomic stabilization programs: substantial reduc-
tions in the fiscal deficit and of monetary restraints; financial
liberalization measures; and major restructuring of the capi-
tal and foreign exchange markets. The second stage continued
with the liberalization of prices, but also embraced foreign
trade liberalization along with privatization and deregulation.

Arestis finds that Egypt avoided serious problems in its
financial system; there were no major banking or currency

crises. He notes four economic indicators of particular sig-

nificance: (1) The spread between lending and borrowing
rates narrowed and reached a low of 3.4 percent in 1999; (2)
Overall provisioning declined, reflecting improved loan
quality; (3) The profitability of the four public banks steadily
increased; and (4) There was indirect bank-specific assistance
in the form of Treasury Bills, which were mainly held by the
commercial banks. The financial reforms were introduced
gradually and cautiously and remain incomplete. A degree of
control over lending and deposit rates may very well be nec-
essary, concludes Arestis.

The emphasis in the 1980s and 1990s on strengthening
the banking sector, probably at the expense of the stock
exchange, can be interpreted as a major policy innovation,
says the author. It strengthened the institutional framework
of the economy and enabled Egypt to avoid the speculative

excesses that could have been induced by the stock market.

Macroeconomic Policies of the Economic and Monetary
Union: Theoretical Underpinnings and Challenges
PHILIP ARESTIS and MALCOLM SAWYER

Working Paper No. 385, August 2003
www.levy.org/docs/wrkpap/papers/385.html

The Economic and Monetary Union (EMU) faces the chal-
lenge of facilitating full employment and low inflation in the
euro area. According to Institute Professor Philip Arestis and
Senior Scholar Malcolm Sawyer, the theoretical foundation
and policies of the EMU are overtly deflationary, therefore,
fiscal and monetary tightening, along with currency appreci-
ation, cannot deliver a healthy macroeconomic landscape.
They propose changes to the EMU model, such as the removal
of political constraints on national budget positions and the
setting of fiscal policy by national governments; creation,
strengthening, and coordination of national fiscal institutions
and policies, so that monetary authorities do not dominate
economic policy making; and coordination of monetary and
fiscal policies. Monetary policy should be recast to include eco-
nomic growth and employment objectives alongside inflation
considerations, the authors say.

Arestis and Sawyer outline the theoretical foundations
of the EMU model, such as the “new consensus” macroeco-

nomics paradigm (see Working Paper Nos. 363 and 364); the
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EMU’s institutions for conducting monetary and fiscal poli-
cies (see Working Paper No. 357 and Policy Note 2003/2); and
the implications of EMU monetary and fiscal policies (see
Working Paper No. 369). They note that there is a complete
separation between the monetary and fiscal authorities and lit-
tle coordination when implementing policies. They also note
that the EMU’s outlook for economic growth, unemploy-
ment, and inflation is poor relative to the United States and
Great Britain.

Recent theoretical and empirical studies suggest that cap-
ital stock is an important determinant of the nonaccelerating
inflation rate of unemployment (NAIRU), therefore, aggre-
gate demand is important in reducing unemployment. There
is also evidence that the euro area’s “inflexible” labor markets
are not responsible for the region’s high unemployment rate.

The official doctrine of the European Central Bank (ECB)
is based on a “two-pillar” monetary strategy: (1) a commit-
ment to analyze monetary developments in terms of future
price developments (based on a target of 4.5 percent of the
M3 money supply), and (2) a broadly based assessment of
the outlook (e.g., labor market, fiscal policy, and financial
market indicators; and the euro exchange rate) of price devel-
opments and the risks to price stability. The strategy is based
on the theory that different time perspectives require different
foci in the conduct of monetary policy. The ECB focuses on
long-term price trends that require monetary analysis and it
believes strongly in the long-term link between money supply
and inflation.

The authors outline a number of defects in the ECB’s
monetary policy (see Working Paper No. 345). They note that
there is considerable doubt regarding the ECB’s ability to
respond to recession and that the ECB is ignorant with
respect to the transmission mechanism of monetary policy.
Despite economic problems and the threat of deflation, the
ECB continues to defend its relatively high interest rates.

The authors review fiscal policy in the EMU and con-
clude that there is a deflationary bias in the operation of the
Stability and Growth Pact (SGP) and that management does
not adhere to its own rules. They note that the European
Commission has admitted that, in view of economic weak-
nesses in the euro area, SGP fiscal rules relating to the euro
need to be more flexible. The commission relaxed balanced
budget deadlines and stated that it would judge fiscal deficits
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in relation to cyclical economic conditions. The authors fur-
ther note that the economic slowdown shows that the fiscal
rules of the SGP are counterproductive and cannot cope with
the effects of recession.

Countries differ with respect to variations in their GDP
and budget sensitivities during the course of the business
cycle. The SGP assumes, without justification, that any level of
output and employment is consistent with a balanced budget
and that governments are required to fund investment pro-
grams from current tax revenue. There is no reason to think
that a balanced budget is consistent with high levels of
employment or that the SGP—imposed deficit limit (3 percent
of GDP) allows the automatic stabilizers to work. The SGP
imposes a fiscal policy that suits no one, say the authors.

Arestis and Sawyer outline recent proposals by Working
Group IV of the European Convention, the Centre for
European Reform, and the U.K. Treasury. They consider all
the proposals incomplete because the deflationary bias
remains. In considering a proposal that the ECB abandon its
two-pillar strategy and adopt in its stead the international-
best-practice strategy of flexible inflation (as implemented by
the Banks of England and Norway), the authors conclude
there is no evidence that inflation targeting improves a coun-
try’s economic performance.

The paper outlines obstacles to full employment and ele-
ments needed to achieve high levels of economic activity in
the euro area (see Working Paper No. 345). With the goal of
producing full employment and low inflation, the authors
propose a number of EMU institutional changes: abolishing
the SGP, creating a substantial EU budget (e.g., 5 percent of
GDP) as a fiscal stimulus in conjunction with coordinating
national fiscal policies, ensuring that active fiscal policy
remains under the control of national governments, and
changing the objectives and operations of the ECB (e.g., hav-

ing it function as a lender of last resort).



Program: Federal Budget Policy

The Conditions for a Sustainable U.S. Recovery:
The Role of Investment

PHILIP ARESTIS and ELIAS KARAKITSOS
Working Paper No. 378, May 2003
www.levy.org/docs/wrkpap/papers/378.html

Although interest rates and debt service costs in the current
economic downturn are lower than in previous downturns,
credit risk has soared and investment rebound has been ane-
mic since the trough of the business cycle. According to
Institute Professor Philip Arestis and Elias Karakitsos of
Trafalgar Asset Managers Ltd., London, investment will not
recover until the financial health of the corporate sector
improves and credit risk abates. It is unlikely that these con-
ditions will be met in the short run, the authors say, because
it will take time to correct the serious imbalances in the cor-
porate sector of the U.S. economy. Although the U.S. govern-
ment’s fiscal policy will boost investment in the short run, it
will not provide the foundation for a new long-lasting busi-
ness cycle. Investment could collapse, the authors argue,
because the weak economic recovery is susceptible to shocks
and the economy could experience a double-dip recession.

The authors analyze the short- and long-term factors
affecting investment behavior and compare current invest-
ment with that of previous business cycles. They find that
investment, which is a coincident or lagging indicator, fell
11 percent leading up to the trough of the last recession and
experienced the steepest decline of all recessions (-3.4 percent
of GDP). Investment in the first year of recovery grew by only
0.7 percent of GDP (compared to a recession average rise of
2.4 percent), a figure comparable in magnitude to the 1991
recession.

In terms of the short-term factors affecting investment
and a sustainable recovery, the authors assert the need for a
return to profitability and higher capacity utilization, both
of which have not yet recovered from the euphoria of the
second half of the 1990s. Coincident or leading indicators
of the trough of the business cycle include nonfarm- and

nonfinancial-corporate profits per unit of output, unit labor

costs, and inventory-to-sales ratios in manufacturing. These
indicators show that growth rates are slowing, labor and non-
labor costs are increasing, and future corporate profitability
is in doubt. Since demand is unlikely to pick up, the authors
posit, a new round of layoffs and a double-dip recession
may occur before profits recover. In fact, although there are
no excess inventories, industrial production (a lagging indi-
cator) suggests that a double-dip recession may have already
started in manufacturing.

In terms of the long-term factors affecting investment, the
authors find that debt levels have continued to rise throughout
the recovery and now stand at 48 percent of GDP. The stock of
debt as a percent of corporate internal funds (debt leverage)
soared 173 percentage points during the business cycle down-
turn but, after a year in recovery, debt now stands at 654 per-
cent of internal funds (i.e., only 54 percentage points above its
starting level). Although deleveraging has been progressing
very well, the authors caution that it may have stalled now that
profit improvements appear to have ended.

Retrenchment depends on the ease with which the stock
of debt is refinanced and the debt is serviced. The authors
find that companies switched to long-term debt (e.g., corpo-
rate bonds, municipal securities, mortgages) earlier and to a
greater extent (8 percent of total debt) during the last busi-
ness cycle downturn as compared to previous downturns. It
has been more expensive, in the first year of recovery, for
high-grade companies to borrow from the capital markets
than from banks (the rate spread has increased by 4.75 per-
cent), so the switch to long-term debt has not helped net cash
flow. Although debt servicing as a proportion of net cash
flow is lower than average, the current recovery is weak.

The authors develop a model that includes four short-
term variables (capacity utilization, industrial production,
corporate profits, and real interest rates), and two long-term
variables (ratio of debt to investment and of corporate sector
net worth to GDP). They find that industrial production and
capacity utilization were the main determinants of invest-
ment in demand-led business cycles during the 1947-72

period, while the addition of corporate profitability and real

THE LEVY ECONOMICS INSTITUTE OF BARD COLLEGE 13



interest rates helped to explain investment in the supply-led
business cycles during the 1973-84 period. Long- and short-
run factors were needed to explain investment in the last two
business cycles.

The majority view is that investment will pick up in the
first half of 2003 and the recovery will be sustainable. The
minority view is that it will take some time to correct the cor-
porate sector imbalances. The authors use two scenarios, a
double-dip recession and an economic recovery resulting
from fiscal policy, to forecast how the majority and minority
views might explain investment behavior.

In the first scenario, investment would fall by 15.4 percent
(relative to the first quarter of 2003) by the end of the second
year of recession. The overall impact on investment would be
-21 percent, as captured by the steady-state multiplier (indus-
trial production declines by 2.5 percent). The authors note
that investment might collapse during a double-dip recession
because the long-range factors that affect investment are
unfavorable and there are serious imbalances in the corpo-
rate sector.

In the second scenario industrial production would
recover to a sustainable figure of 2.5 percent over the previ-
ous year. Investment would increase by 10 percent in the year
following the tax reduction package but would stall in the
second year and ultimately fall by 3.4 percent (relative to
December 2002 investment levels). This scenario reflects pre-
vious findings that indicate that short-term incentives to
invest (e.g., an increase in depreciation allowances in 2003)
are largely irrelevant to most long-term investment plans.

A sensitivity analysis of the authors’ model shows that
in the first year of economic recovery the largest effects are
exerted on capacity utilization, debt, and corporate sector
net worth, in that order. In terms of investment, industrial
production is the most important determinant, followed by
profits and the real cost of borrowing. Fiscal policy measures,
therefore, cannot perpetuate a sustainable economic recov-
ery, and tax reductions are wasted unless corporate imbal-

ances are corrected through processes such as debt deflation.
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How Long Can U.S. Consumers

Carry the Economy on Their Shoulders?
PHILIP ARESTIS and ELIAS KARAKITSOS
Working Paper No. 380, May 2003
www.levy.org/docs/wrkpap/papers/380.html

Since a large proportion of a country’s GDP relates to con-
sumption, consumer behavior is extremely important in ana-
lyzing the determinants of aggregate demand. Noting that
consumers have been carrying the U.S. economy on their
shoulders, Institute Professor Philip Arestis and Elias
Karakitsos of Trafalgar Asset Managers, Ltd., London, pose the
question, “How long can consumers continue to be resilient
and prop up the economy?” The authors believe the U.S. con-
sumer is on a tightrope, as losses in the equity markets have
been partly offset by gains in real estate and fiscal support.
They identify two main threats to continued consumer
resilience: a jobless recovery and growing personal sector
imbalance. Their analysis of real disposable income and the
relationships among interest rates, net wealth, and fiscal pol-
icy shows that the gap between financial assets and debt has
widened and that households are vulnerable to exogenous
shocks to the economy, shocks that would cause them to save
more. According to the authors, the outlook for consump-
tion during the next year remains uncertain and the long-
term outlook is bleak.

There are two views regarding the outlook for consump-
tion. Either it will falter as a result of a new round of layoffs,
excess capacity, and a double-dip recession or it will remain
robust as a result of easy fiscal and monetary policy. The latter
is the consensus. The authors note that although personal
income is recovering, it is below the average of previous busi-
ness cycles. They also note that the recovery in wages and
salaries has been uniform across services, distributive indus-
tries, and manufacturing; that other earned personal income is
growing satisfactorily; but that unearned personal income is
struggling to recover. Due to fiscal support (e.g., net transfers
increased and taxes fell), the recovery in disposable personal
income has been more pronounced than that in personal
income. The authors find that the increase in the annual rate
of recovery in real disposable income, from 0.2 percent in
November 2001 to 6.1 percent in November 2002, has been

spectacular, which explains why consumers have been resil-



ient. They point out, however, that the most significant boost
to real disposable income has come from fiscal policy, which
is fading away. Therefore, long-term factors (i.e., the saving
ratio, which is determined by wealth, job security, and con-
sumer confidence) need to be included in the consumption
outlook.

The authors also point out that a rise in the saving ratio
reflects increased caution on the part of consumers, real
estate as a percent of disposable income is at an all time high,
debt has continued to increase, reduction in net wealth has
been huge, and job security and income growth depend on
the outlook for the corporate sector, an outlook that is not
favorable. Moreover, the process of repaying debt through
retrenchment has not yet started.

The authors review economic theory with respect to sav-
ing and find that, during the business cycle, the saving ratio
depends not only on the ratio of permanent-to-current
income, but also on the wealth-to-income ratio. They con-
clude that in a leveraged economy the saving ratio moves
countercyclically (i.e., falling in a boom and rising in a reces-
sion). In the short run, consumption depends on real dispos-
able income, the saving ratio, and the rate of interest.

Using data from the Flow of Funds Accounts of the
Federal Reserve Board and the National Income and Product
Accounts (NIPA) of the Bureau of Economic Analysis, the
authors outline a model of consumer behavior. A sensitivity
analysis shows that the various determinants of consump-
tion, listed in order of importance, are real disposable
income, net wealth, consumer confidence, the real mortgage
rate, and unemployment. Using two scenarios (a double-dip
recession, and an economic recovery as a result of fiscal pol-
icy), Arestis and Karakitsos combine short- and long-term
factors that shape consumption decisions; they then evaluate
consumption over the next two years.

In the first scenario, factors such as the war in Iraq and the
high price of oil would collapse consumer and business con-
fidence and cause the economy to stumble. Real disposable
income would decline; the recession would deepen as GDP
fell by 2.5 percent; net wealth would fall to 425 percent of dis-
posable income; and unemployment would rise to 7 percent.
Real consumption would fall 1.7 percent within the year,
before recovering in the second year. The combined results

imply that a recession would last two years.

In the second scenario a huge fiscal package combined
with a continuous accommodative monetary policy would
cause a cyclical upturn, creating the impression that the recov-
ery would be sustainable. The fiscal package would lift the
annual real disposable income growth rate to 5 percent. The
property market bubble would also continue to grow, leading
to higher equity prices, which would lift net wealth to 550
percent of disposable income. Unemployment would fall to
5.5 percent and consumer confidence would rise. Real con-
sumption would increase 2.1 percent in the first year and 3.8
percent in the second year. According to the authors’ second
scenario, fiscal and monetary policy would be capable of cre-

ating a cyclical upturn that could last for two years.

Reinventing Fiscal Policy

PHILIP ARESTIS and MALCOLM SAWYER
Working Paper No. 381, May 2003
www.levy.org/docs/wrkpap/papers/381.html

Opver the past two decades, macroeconomic policy has focused
on monetary policy (with interest rates as the key policy
instrument) rather than fiscal policy. According to Institute
Professor Philip Arestis and Senior Scholar Malcolm Sawyer
of the University of Leeds, fiscal policy should be reinstated
as a tool of macroeconomic policy. The authors disagree with
economic theories, such as the “new consensus,” that suggest
that fiscal policy has a limited role to play in influencing
aggregate demand.

The fiscal policy norm is to allow automatic stabilizers to
operate in an environment of balanced budgets over the
business cycle. The authors state that the incorporation of
supply-side equilibrium in econometric models, combined
with policy regimes that push economies toward supply-side
equilibrium, leads to empirical conclusions that fiscal policy
is ineffective, since any fiscal stimulus is quickly dissipated
within the context of the models. They observe that fiscal
policy is not accounted for in the new consensus model and
that the model’s proponents suggest using discretionary fis-
cal policy as the exception rather than the rule.

The authors expand the new consensus model by explic-
itly introducing fiscal policy into its equations, by way of

consumer and investment demand, the income tax rate, and
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government expenditures. The equilibrium rate of interest—
there is no unique natural rate of interest—depends on gov-
ernment expenditures as well as on the parameters of
consumption and investment functions. The authors note
that, based on evidence from the United States and the United
Kingdom during the 1990s, raising the propensity to consume
and invest can cause these parameters to change substantially.

The four main factors cited by some economists to sup-
port their stance against discretionary fiscal policy and long-
term budget deficits relate to “crowding out” and the Ricardian
Equivalence Theorem (RET). The factors are: (1) The Central
Bank raises interest rates following a fiscal expansion; (2)
Higher aggregate demand caused by an increase in the deficit
absorbs savings and reduces investment; (3) Aggregate
demand adjusts to the supply-side equilibrium (e.g., the non-
accelerating inflation rate of unemployment [NAIRU]); and
(4) The RET assumes equivalence between debt and taxes
(consumers are aware of the government’s intertemporal
budget and the direction of future tax rates and adjust their
saving accordingly), so permanent income and aggregate
demand do not change and the fiscal multiplier is zero.

The authors believe that arguments based on the four fac-
tors are flawed. They assert that crowding out would not occur
if expansionary fiscal policy raised interest rates; that, since
saving responds to changes in government expenditures (e.g.,
expansionary fiscal policy raises income, investment and sav-
ing), domestic saving should be treated endogenously rather
than exogenously; that it is not clear that the effectiveness of
fiscal policy is short-lived and damaging in the long run; and
that fiscal policy affects aggregate demand (it should not be
assumed that a supply-side equilibrium must be attained).

The authors particularly object to the RET argument.
They believe lower taxation could make people feel wealthier
and spending could increase as a result. If the RET proposi-
tion held, then the size of the budget deficit would be irrele-
vant to the level of aggregate demand and there would be no
need for fiscal policy. This is because a balanced budget would
be compatible with full employment and, in a closed economy,
saving and investment would be equal. If fiscal policy is
approached in functional finance terms—as in instances where
a budget deficit is created by the difference between private
saving and investment at a desired income level, and the gov-

ernment, therefore, wishes to increase economic activity—
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then saving cannot exceed investment. Also, under such cir-
cumstances, the budget deficit does not necessarily put
upward pressure on the interest rate. The authors agree that
the response to an increase in government expenditure that
is not matched by a change in taxation would include a com-
mensurate increase in saving, but they note that the increase
in saving can come either from a change in the level of
income (the Keynesian view) or a change in saving behavior
(the RET view). They assert that fiscal policy, appropriately
applied, does not lead to crowding out.

The authors outline other causes that may lead to inef-
fective fiscal policy. Their list of possible causes includes: (1)
Model uncertainty and infrequent decisions can trigger inac-
curate forecasts, which hamper decision making and create
significant lags between policy decisions and implementa-
tion; (2) Fiscal policy is procyclical rather than countercycli-
cal and is affected by inside lags (caused by policymakers and
the political process) and outside lags (the time it takes fiscal
measures to affect aggregate demand); and (3) Fiscal policy
may entail a “deficit bias” from institutional factors (e.g., it
may be politically unrealistic to increase taxes or decrease
government expenditures during economic upswings). The
authors note that fiscal policy is more subject to democratic
decision making than is monetary policy.

The persistence of unemployment in market economies
suggests a general lack of aggregate demand and a need for
fiscal stimulus, say the authors. The tendency for saving to
exceed investment also requires a budget deficit to counter
any excess net private saving.

The authors note that there is, as yet, no empirical vali-
dation for the notion that supply-side inefficiencies are asso-
ciated with tax-rate volatility—as when tax changes affect
labor supply, saving, and investment—or that the inefficien-
cies have an impact on the mobility of international labor
and capital. They also observe that some studies show that
fiscal policy as a tool of demand management is used less fre-
quently in developing countries, where the availability and
cost of domestic and external finance is a major constraint.
The authors’ analysis suggests that deficit bias may be rela-
tively higher in developing countries.

Studies show that fiscal multipliers, while overwhelm-
ingly positive, are small; long-term multipliers are smaller

than short-term multipliers; fiscal policy during recession is



effective in closed economies but not in open economies
with flexible exchange rates; and fiscal expansions are more
effective when they are expenditure based, associated with
big government and excess capacity, and accompanied by
monetary expansion. There is little evidence of direct crowd-
ing out or crowding out through interest or exchange rates.
The authors are encouraged by the empirical evidence of the

effectiveness of fiscal policy.

The Case for Fiscal Policy

PHILIP ARESTIS and MALCOLM SAWYER
Working Paper No. 382, May 2003
www.levy.org/docs/wrkpap/papers/382.html

Many economists argue that fiscal policy does not raise the
level of economic activity and, therefore, governments
should operate with balanced budgets. John Maynard Keynes
and Michal Kalecki reject this notion on the premise that
balanced budgets are not generally compatible with high
levels of aggregate demand, and the difference between
full-employment saving and investment or a fall in full-
employment saving can be accounted for by redistributing
income from rich to poor. Institute Professor Philip Arestis
and Senior Scholar Malcolm Sawyer of the University of
Leeds agree with Keynes and Kalecki, particularly when fiscal
policy is viewed in “functional finance” terms.

Functional finance is based on the proposition that
budgets should be used to generate higher levels of economic
activity and total spending should be adjusted to reduce
unemployment and inflation. The authors note that private
saving tends to exceed investment. Therefore, in the absence
of trade surpluses, budget deficits are necessary and may be
a quasi-permanent feature. This notion is supported by the
fact that industrialized economies in the postwar period
have had budget deficits in most years. The authors further
note that the case for fiscal policy rests on the proposition
that equality between ex ante savings and investment at full
employment income cannot be assured.

The authors outline and dismiss three main arguments
that fiscal policy is ineffective due to “crowding out” (see
Working Paper No. 381). They note that the arguments do

not take the functional finance view into account.

The first argument is that monetary policy does not
accommodate fiscal policy and that investment and other
forms of private expenditure are sensitive to the interest rate.
According to the authors, in industrialized economies most
money takes the form of credit money (bank deposits), so
the stock of money is eventually determined by the demand
for money and interest rates are not set by money’s supply
and demand. Crowding out would be a function of the
responses of the monetary authorities rather than the mar-
kets and, in the short run, of the discretionary actions of the
central bank. However, a Keynesian central bank whose poli-
cies were coordinated with fiscal policy would not change the
key interest rate.

The second argument is that higher aggregate demand
caused by an increase in the deficit absorbs savings and
reduces investment. The authors note that crowding out
would occur only if supply-side equilibrium were attained (in
order to ensure a constant rate of inflation) and the level of
aggregate demand were equivalent to supply-side equilibrium.
In the absence of automatic market forces or monetary poli-
cies that ensure aggregate demand is consistent with supply-
side equilibrium, fiscal policy has a role to play. This is the case
because supply-side equilibrium constrains economic activity.

Arestis and Sawyer observe that changes in real wages
appear to function as adjustment mechanisms that affect the
supply side of the economy. Wages and prices, on the other
hand, change in response to demand and no mechanism
guides real wages to their equilibrium level. The adjustment of
the nonaccelerating inflation rate of unemployment (NAIRU)
comes from the demand side. The authors also find that there
are no mechanisms available for making the supply and
demand sides of the economy compatible; the central bank’s
interest rate policy is discretionary; and fiscal policy (of the
functional finance type) boosts aggregate demand, stimulates
investment, and raises the future productive capacity of the
economy.

The third argument, which relates to the Ricardian
Equivalence Theorem (RET) and relies on Say’s Law, is irrele-
vant in the context of functional finance, say the authors. The
RET is derived in the context of full employment and under
the assumption that private sector aggregate demand under-
pins the level of income and is invariant to the budget deficit

position. According to the authors, there is no assurance that
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a shift in the supply-side equilibrium will generate a corre-
sponding shift in the level of private demand (estimates of
NAIRU vary over time and across countries).

The functional finance approach recognizes that the
expenditure/tax system can act as a (partial) automatic stabi-
lizer—government expenditures rise and tax revenues fall
when output slows, thereby limiting the extent of a slow-
down in output. The operation of the automatic stabilizer
also indicates that the budget deficit can be an endogenous
response to changes in the demand side of the economy. The
authors find that fiscal policy as an automatic stabilizer could
(through the relationships among the budget deficit, current
account, and net private savings) generate results that mimic
those generated by the Ricardian equivalence approach.

The functional finance approach suggests that a govern-
ment can run a perpetual and sustainable budget deficit of
any size and that the debt-to-GDP ratio will eventually stabi-
lize, provided the interest rate is less than the growth rate. An
alternative approach suggests that the government accept
an intertemporal budget constraint in which the present value
of current government debt and future budget positions

would sum to zero (future primary budget surpluses would

be needed to offset existing government debt). Governments
would have to clear their debts, a premise based on a relation-
ship in which the interest rate exceeds the growth rate.

In viewing the growth process, a number of economists
posit higher rates of capital formation with faster productivity
growth. This suggests that fiscal policy increases the growth
rate of the economy even in the presence of intertemporal
budget constraint. Tight monetary policy harms sustainability
directly and indirectly. According to the authors, the size of the
overall budget deficit (rather than the primary budget deficit)
is appropriate in the context of functional finance because the
impact of the deficit on aggregate demand and the ability of
the deficit to counter excess saving is relevant.

Empirical evidence derived from various studies on the
relationship between the posttax interest rate on government
debt and the growth rate shows that the interest rate tends to
fall below the growth rate and that the difference between the
two is small. The excess of saving over investment can be low-
ered through the adoption of an appropriate tax structure,
and fiscal policy can function, somewhat, as an automatic sta-
bilizer in the face of demand shocks that arise from fluctua-

tions in the saving and investment functions.

Explorations in Theory and Empirical Analysis

Minsky’s Acceleration Channel and the Role of Money
GREG HANNSGEN

Working Paper No. 384, July 2003
www.levy.org/docs/wrkpap/papers/384.html

Hyman Minsky’s financial fragility hypothesis states that a
growing economy becomes unstable over time, as companies
and investors engage increasingly in risky investments, so an
economy is unstable at full employment. His financial theory
of the business cycle suggests that monetary factors could con-
tribute to an economic cycle of boom and bust and be miti-
gated only through government intervention. Minsky’s critics
allege that his theory fails to account for the business cycle. It

cannot account for cyclical phenomena, income growth may
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keep debt-equity ratios from rising, and there is no inverse
relationship between the quantity of investment and the rate
of return.

Resident Research Associate Greg Hannsgen uses
Minsky’s financial fragility hypothesis and financial theory of
the business cycle to formulate a model and study the effects
of monetary policy, while, simultaneously, omitting those
elements that Minsky’s critics find objectionable. Because
GDP depends on the pace of change in the interest rate,
only the acceleration channel (interest rates change at an
increasing rate over time) is capable of affecting output, says
Hannsgen. The closest counterpart, in the mainstream liter-
ature, to Hannsgen’s model is the balance-sheet channel

posited by some new Keynesians. The model and empirical



evidence confirm Minsky’s argument that an economy can be
destabilized when agents with speculative and Ponzi positions
(using borrowed money to make interest payments in addi-
tion to principal payments) face an environment of changing
short-term interest rates caused by an activist antiinflationary
monetary policy. It is possible to adhere to Minsky’s theory of
investment, says Hannsgen, even if one assumes that many of
the critiques of his post-Keynesian antagonists are correct.
Hannsgen’s paper represents an effort to establish a role
for money, while satisfying the belief of some economists that
the money supply is completely endogenous (the banking sys-
tem is completely accommodative) and that the usual account
of the channels through which monetary policy affects the
economy is subject to fatal objections. In one interpretation of
Minsky’s model, changes in the interest rate are generated
endogenously by the interaction of the demand and supply of
money, and higher interest rates affect investment by raising
the cost of financing the production of capital goods and by
lowering the present discounted value of the income streams
that result from the use of the capital goods. Minsky did not
mean to argue that leverage and interest rates increase
throughout an economic expansion, says the author.
Hannsgen notes that after the Fed-Treasury Accord of
1951 the Fed attempted to counter inflationary pressures dur-
ing booms by tightening monetary policy. This policy regime
caused interest rates to rise late in economic expansions,
which eroded the financial strength of firms. The cycle of
financial boom and bust is the product of a specific form of
macroeconomic policy rather than a natural law, so it is pos-
sible to alleviate instability by changing the activities of the
monetary authorities, says Hannsgen. Minsky’s theory of
investment is clearly meant as a critique of the Fed’s strategy
for fighting inflation and is consistent with the observation
that interest rates are not procyclical in some economies.
Hannsgen pursues two strategies to address the critics of
Minsky’s model: (1) Make the interest rate a function of policy
only, and (2) Avoid dubious assumptions about the dynamics
of leverage ratios. He attempts to show that one can be a
Minskian and simultaneously believe that the money supply is
completely endogenous, the interest rate is policy determined,
the Cambridge critiques are valid, and a boom can partially
provide its own financing and avoid the perils of rising indebt-

edness by generating strong cash flows.

In Minsky’s view rising (changing) interest rates, rather
than high interest rates per se, harm the economy. Hannsgen
notes that there is much psychological evidence that people
are as concerned with changes in variables as with absolute
levels (and investment depends upon the perceptions of
executives and stockholders). He shows that the variables in
the aggregate demand function capture three effects: (1) The
expectations and animal spirits of entrepreneurs are influ-
enced by sales and capital utilization in the previous period;
(2) Lagged output affects the cash flow of the firm; and (3)
Consumption is partly driven by past income. These effects
tend to cause a persistence of boom or bust conditions.
Hannsgen incorporates these effects into his model, using a
central bank reaction function (the central bank increases
interest rates proportionately as inflation rises) to determine
if these effects can offset the acceleration effect, as claimed by
Minsky’s critics. Rising interest rates in a boom would be a
result of a policy response by the central bank.

Few studies consider the impact of the pace of change in
interest rates, and the business cycle component of cash flow
variations is often deemphasized. Hannsgen uses a vector
autoregression (VAR) analysis (which assumes, conservatively,
that all variables are endogenous) to construct impulse-
response functions (the reaction of a variable to a random
shock in another variable) and variance decompositions (the
percentage of variability in one variable due to random vari-
ation in another variable). He uses such data as the federal
funds rate, the pace of growth of the federal funds rate, indus-
trial production, the consumer price index, and the M1
money supply for the period from April 1960 to June 2002.
His analysis shows that the pace of change of the interest rate
influences the level of output in a relationship that resembles
the aggregate demand function. The results justify the claim
that corporate balance sheets, under some circumstances,
deteriorate during an economic boom, even as cash flow rises.

The findings suggest that a regime of interest rate target-
ing provides the greatest stability and that expansionary
monetary policies are unsustainable over the long term. The
downward trend of interest rates must accelerate in order for
output (and inflation) to rise. Hannsgen proposes institutional
reforms to the banking systems, aimed at reducing the mis-
match between the maturities of assets and liabilities (related

to the speculative and Ponzi financing implicated in Minsky’s
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theory), which can make the economy vulnerable to increases
in short-term interest rates.

The paper illustrates the dangers associated with setting
monetary policy according to its dubious connections with

economic outcomes. Future research recommendations by the

PUBLICATIONS AND PRESENTATIONS

author are to factor, explicitly, the level of debt into the invest-
ment model, as it clearly interacts with the effects of changing
interest rates, and to explore the asymmetry of changing inter-
est rates (i.e., the effects of falling interest rates may not coun-

terbalance equally the adverse impact of rising interest rates).

PUBLICATIONS AND PRESENTATIONS
BY LEVY INSTITUTE SCHOLARS

PHILIP ARESTIS Institute Professor of Economics
Publications: Monetary Union in South America: Lessons from
EMU, P. Arestis and L. F. de Paula, eds., Cheltenham: Edward
Elgar Publishing Limited, Summer 2003; “The Euro and the
EMU: Lessons for MERCOSUR” (with F. Ferrari-Filho, L. F. de
Paula, and M. C. Sawyer), in P. Arestis and L. E. de Paula, eds.,
Monetary Union in South America: Lessons from EMU,
Cheltenham: Edward Elgar Publishing Limited, Summer
2003; also published in Revista Venezolana de Analisis de
Coyuntura / IIES-UCYV, Caracas, Vol. IX, No. 1, Enero—Junio
2003; Globalisation, Regionalism, and Economic Activity, P.
Arestis, M. Baddeley, and J. McCombie, eds., Cheltenham:
Edward Elgar Publishing Limited, Summer 2003.
Presentation: “Critical Realism and the Political Economy of
the Euro” (with A. Brown and M. C. Sawyer), International
Network for Economic Method Conference, University of
Leeds, September 2-3.

THOMAS L. HUNGERFORD Research Director and
Senior Scholar

Publication: “Is There an American Way of Aging?” Research
on Aging, Vol. 25, Issue 5, September 2003.

Presentation: “Economic Consequences of Investing in Edu-
cation,” Education and the Economy Roundtable, National

Education Association, St. Petersburg, Florida, August 8.

20 SUMMARY / FALL 2003

JOEL PERLMANN Senior Scholar
Publication: “IPUMS” (Website review), Journal of American
History, Vol. 90, No. 1, June 2003.

MALCOLM SAWYER Senior Scholar

Publications: “The Euro and the EMU: Lessons for MER-
COSUR?” (with E. Ferrari-Filho, L. F. de Paula, and P. Arestis),
in P. Arestis and L. E. de Paula, eds., Monetary Union in South
America: Lessons from EMU, Cheltenham: Edward Elgar
Publishing Limited, Summer 2003; also published in Revista
Venezolana de Analisis de Coyuntura / IIES-UCV, Caracas,
Vol. IX, No. 1, Enero—Junio 2003.

Presentation: “Critical Realism and the Political Economy
of the Euro” (with A. Brown and P. Arestis), International
Network for Economic Method Conference, University of
Leeds, September 2-3.

EDWARD N. WOLEFF Senior Scholar

Publications: Downsizing in America: Reality, Causes, and
Consequences (with William J. Baumol and Alan S. Blinder),
New York: Russell Sage Press, 2003; “Productivity, Computer-
ization, and Skill Change,” in Donna K. Ginther and Madeline
Zavodny, eds., Technology, Growth, and the Labor Market,
Boston: Kluwer Academic Publishers, 2003; “What’s Behind
the Recent Rise in Profitability in the U.S?”, Cambridge Journal
of Economics, Vol. 27, No. 4, July 2003; “The Wealth Divide:
The Growing Gap in the United States between the Rich and
the Rest,” Multinational Monitor, May 2003; “The 401(k) Rip-
Oft)” Challenge, Vol. 46, No. 4, July—August 2003.



Presentations: Discussant, Conference on Relative
Canadian—U.S. Productivity and Living Standards Trends,
Canadian Consulate, New York City, April 16; The Thom
Hartmann Program, IE America Radio Network, June 5;
Biznet, ABC Television, New York, June 29; “The Vintage
Effect in TFP—Growth: An Analysis of the Age Structure of
Capital,” NBER CRIW Workshop, Cambridge, Massachusetts,

July 28-29.

RECENT LEVY INSTITUTE PUBLICATIONS

WORKING PAPERS

Household Wealth, Public Consumption, and
Economic Well-Being in the United States
EDWARD N. WOLFF, AJIT ZACHARIAS,

and ASENA CANER

No. 386, September 2003

Macroeconomic Policies of the Economic and

Monetary Union: Theoretical Underpinnings and Challenges
PHILIP ARESTIS and MALCOLM SAWYER

No. 385, August 2003

Minsky’s Acceleration Channel
and the Role of Money

GREG HANNSGEN

No. 384, July 2003

Financial Sector Reforms in Developing
Countries, with Special Reference to Egypt
PHILIP ARESTIS

No. 383, July 2003

The Case for Fiscal Policy
PHILIP ARESTIS and MALCOLM SAWYER
No. 382, May 2003

Reinventing Fiscal Policy
PHILIP ARESTIS and MALCOLM SAWYER
No. 381, May 2003

How Long Can U.S. Consumers

Carry the Economy on Their Shoulders?
PHILIP ARESTIS and ELIAS KARAKITSOS
No. 380, May 2003

Is Europe Doomed to Stagnation? An Analysis

of the Current Crisis and Recommendations for
Reforming Macroeconomic Policymaking in Euroland
JORG BIBOW

No. 379, May 2003

The Conditions for a Sustainable U.S. Recovery:
The Role of Investment

PHILIP ARESTIS and ELIAS KARAKITSOS
No. 378, May 2003

Finance and Development: Institutional and Policy
Alternatives to Financial Liberalization Theory
PHILIP ARESTIS, MACHIKO NISSANKE, and
HOWARD STEIN

No. 377, April 2003

Mexicans Now, Italians Then: Intermarriage Patterns
JOEL PERLMANN
No. 376, April 2003

U.S. Workers’ Investment Decisions
for Participant-Directed Defined
Contribution Pension Assets
THOMAS L. HUNGERFORD

No. 375, March 2003

The Nature and Role of Monetary Policy When
Money Is Endogenous

PHILIP ARESTIS and MALCOLM SAWYER
No. 374, March 2003

Does Trade Promote Gender Wage Equity?

Evidence from East Asia

GUNSELI BERIK, YANA VAN DER MEULEN RODGERS,
and JOSEPH E. ZVEGLICH, JR.

No. 373, February 2003

THE LEVY ECONOMICS INSTITUTE OF BARD COLLEGE 21



The Levy Institute Measure of Economic Well-Being
EDWARD N. WOLFF and AJIT ZACHARIAS
No. 372, February 2003

Credibility of Monetary Policy in Four Accession Countries:
A Markov Regime-Switching Approach

PHILIP ARESTIS and KOSTAS MOURATIDIS

No. 371, February 2003

Testing for Financial Contagion between Developed and
Emerging Markets during the 1997 East Asian Crisis
PHILIP ARESTIS, GUGLIELMO MARIA CAPORALE, and
ANDREA CIPOLLINI

No. 370, January 2003

On the Effectiveness of Monetary Policy and Fiscal Policy
PHILIP ARESTIS and MALCOLM SAWYER
No. 369, January 2003

How Far Can U.S. Equity Prices Fall
under Asset and Debt Deflation?

PHILIP ARESTIS and ELIAS KARAKITSOS
No. 368, January 2003

STRATEGIC ANALYSIS

The U.S. Economy: A Changing Strategic Predicament
WYNNE GODLEY
March 2003

Is Personal Debt Sustainable?

DIMITRI B. PAPADIMITRIOU, ANWAR SHAIKH,
CLAUDIO H. DOS SANTOS, and GENNARO ZEZZA
November 2002

Strategic Prospects and Policies for the U.S. Economy
WYNNE GODLEY and ALEX IZURIETA
June 2002

The Developing U.S. Recession and Guidelines for Policy

WYNNE GODLEY and ALEX IZURIETA
October 2001

22 SUMMARY / FALL 2003

As the Implosion Begins . .. ?

Prospects and Policies for the U.S. Economy:
A Strategic View

WYNNE GODLEY and ALEX IZURIETA
July 2001

POLICY NOTES

Is International Growth the Way Out of

U.S. Current Account Deficits? A Note of Caution
ANWAR M. SHAIKH, GENNARO ZEZZA, and
CLAUDIO H. DOS SANTOS

2003/6

Deflation Worries
L. RANDALL WRAY
2003/5

Pushing Germany Off the Cliff Edge
JORG BIBOW
2003/4

Caring for a Large Geriatric Generation:
The Coming Crisis in U.S. Health Care
WALTER M. CADETTE

2003/3

Reforming the Euro’s Institutional Framework
PHILIP ARESTIS and MALCOLM SAWYER
2003/2

The Big Fix: The Case for Public Spending
JAMES K. GALBRAITH
2003/1

PUBLIC POLICY BRIEFS

Asset and Debt Deflation in the United States
How Far Can Equity Prices Fall?

PHILIP ARESTIS and ELIAS KARAKITSOS

No. 73, 2003 (Highlights, No. 73A)



What Is the American Model Really About?
Soft Budgets and the Keynesian Devolution
JAMES K. GALBRAITH

No. 72, 2003 (Highlights, No. 72A)

Can Monetary Policy Affect the Real Economy?
The Dubious Effectiveness of Interest Rate Policy
PHILIP ARESTIS and MALCOLM SAWYER

No. 71, 2003 (Highlights, No. 71A)

Physician Incentives in Managed Care Organizations
Medical Practice Norms and the Quality of Care

DAVID J. COOPER and JAMES B. REBITZER

No. 70, 2002 (Highlights, No. 70A)

Should Banks Be “Narrowed”?

An Evaluation of a Plan to Reduce Financial Instability
BIAGIO BOSSONE

No. 69, 2002 (Highlights, No. 69A)

Optimal CRA Reform

Balancing Government Regulation and Market Forces
KENNETH H. THOMAS

No. 68, 2002 (Highlights, No. 68A)

The Economic Consequences of German Unification
The Impact of Misguided Macroeconomic Policies
JORG BIBOW

No. 67,2001 (Highlights, No. 67A)

Racial Wealth Disparities

Is the Gap Closing?

EDWARD N. WOLFF

No. 66, 2001 (Highlights, No. 66A)

Easy Money through the Back Door
The Markets vs. the ECB

JORG BIBOW

No. 65,2001 (Highlights, No. 65A)

The Summary and all other Levy Institute publications are
available online on the Levy Institute website

(www.levy.org).

To order any of the above publications, call 845-758-7700
or (in Washington, D.C.) 202-887-8464, fax 845-758-1149,
e-mail info@levy.org, write The Levy Economics

Institute of Bard College, Blithewood, PO Box 5000,
Annandale-on-Hudson, NY 12504-5000, or visit our

website at www.levy.org.

THE LEVY ECONOMICS INSTITUTE OF BARD COLLEGE 23



THE LEVY ECONOMICS INSTITUTE
OF BARD COLLEGE

Blithewood
PO Box 5000
Annandale-on-Hudson, NY 12504-5000

ADDRESS SERVICE REQUESTED

NONPROFIT ORGANIZATION
U.S. POSTAGE PAID
ANNANDALE-ON-HUDSON, NY
PERMIT NO. 12



