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To our re aders :

This Su m m a ry begins with Sen i or Scholar James K. G a l bra i t h’s analysis of a very topical issue—the war econ omy. He bel i eves that

the Un i ted States is facing an econ omic calamity and forecasts a long and deep rece s s i on in spite of c u rrent ef forts to co u n ter this

tren d . What is requ i red , he su gge s t s , is a govern m ent sti mu lus pack a ge three times the amount curren t ly propo s ed . A rel a ted

a n a lysis by Di s ti n g u i s h ed Scholar Wynne Godl ey and Re s e a rch Fell ow Al ex Iz u ri eta con c u rs with these con clu s i ons and su gge s t s

that the deep rece s s i on can on ly be rem ed i ed if t h ere are large ch a n ges in U. S . policy and el s ewh ere , i n cluding an immed i a te 

fiscal sti mu lu s , reconvers i on to cru de Key n e s i a n i s m , and coord i n a ted ref l a ti on ac ross the worl d . An ex tract of this report , wri t ten

by Godl ey and publ i s h ed in the Gu a rd i a n, is repri n ted here .

In the program on the distribution of income and wealth, a working paper by Seymour Spilerman of the Center for

the Study of Wealth and Inequality at Columbia University and Research Associate Yuval Elmelech examines values and 

attitudes about intergenerational transfers in Israel. They find that attitudinal disposition and standard of living both have a 

considerable impact on transfer decisions, while ethnic terms play no role in determining transfer attitudes.

A working paper and Policy No te are su m m a ri zed in the program on financial markets and mon et a ry po l i c y. In the 

form er, Vi s i ting Scholar Jörg Bi bow takes excepti on to the vi ew that stru ctu ral ri gi d i ties are the main re a s on for the weakness of t h e

eu ro curren c y. His inve s ti ga tive analysis su ggests that the probl em stems from the mac roecon omic fra m ework of the Ma a s tri ch t

and Am s terdam Tre a ties on Eu ropean Un i on and the mon et a ry policies of the Eu ropean Cen tral Ba n k . In his Policy No te , Re s e a rch

As s oc i a te Robert E. Ca rpen ter con tends that co u n terc yclical mon et a ry policy may not be ef fective in sti mu l a ting aggrega te dem a n d

wh en uncert a i n ty is high , and it is unlikely to affect the current econ omic slowdown . In the short ru n , he bel i eve s , s pen d i n g

i n c reases are a more po tent stabi l i z a ti on tool than tax cuts in the govern m en t’s propo s ed fiscal sti mu lus pack a ge .

In the program on federal bu d get po l i c y, Sen i or Scholar L. Ra n d a ll Wray and I wri te that econ omists and po l i c ym a kers

h ave been living in a 30-year fantasy by shifting their econ omic policy preferen ces from Keynes to unbri dl ed free market s . Bi g

G overn m ent needs to play a bi gger role in the U. S . econ omy, wh i ch otherwise may ex peri en ce the sharpest down tu rn since Worl d

War II, fo ll owed by a slow pace of recovery com p a ra ble to the 1930s.

Two working papers are su m m a ri zed under ex p l ora ti ons in theory and em p i rical analys i s . Vi s i ting Scholar Jörg Bi bow

and Paul Lewis and Joch en Ru n de of the Un ivers i ty of Ca m bri d ge examine two recent soc i o t h eoretic pers pectives on the econ-

omy and agree with Robert Shill er ’s approach , wh i ch explains the climb in the stock market since 1982 in terms of a plu ra l i ty and

con f lu en ce of c a u s e s . Ma rtin Gay n or and Lowell J. Tayl or of Ca rn egie Mell on Un ivers i ty and Re s e a rch As s oc i a te James B. Rebi t zer

a n a ly ze the impact of con tracts that give physicians in an HMO net work financial incen tives to redu ce medical ex pen d i tu re s .

Th eir stu dy shows that su ch incen tives have a stati s ti c a lly and econ om i c a lly significant ef fect on ex pen d i tu res for pati en t s’

m edical servi ce s , and that there is no evi den ce that incen tives advers ely affect standard qu a l i ty indicators .

As always, I welcome your comments and suggestions.

Dimitri B. Papadimitriou, President
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The War Economy

JAMES K. G A L B RA I T H

Policy Note 2001/8

www.levy.org/docs/pn/01-8.html

In light of the economic decline that was already under way

prior to the September 11 terrorist attacks, Senior Scholar

James K. Galbraith asserts that the United States is facing an

economic calamity. He forecasts a very deep and long reces-

sion based on expected steep cuts in consumer spending as a

result of extensive borrowing by households since 1997.

If households bring their expenditures into line with income,

return to normal saving levels, or try to restore depleted

reserves, unemployment will rise dramatically. Factors such

as technology, productivity growth, lower interest rates, or

provisions of the recent tax act, he reasons, will be unable to

counter this trend. He concludes that the issues of global

financial architecture and the U.S. national monoculture of

oil and cars lie behind the present emergency.

According to the author, current and proposed federal

s pending measu re s , i n cluding ex p a n ded unem p l oym en t

insurance, extended tax rebates, and payroll tax relief, are

based on numerical guesswork rather than the objective of

maintaining full employment. He recommends discarding

the concept of “stimulus” in favor of the larger objective of

economic stabilization.Drawing on a Levy Institute Strategic

An a lysis by Wynne Godl ey and Al ex Iz u ri et a , As the Im pl o s i o n

Begins...? (2001), the author suggests that to put the U.S.

economy back on an even keel would require an increase in

federal budget deficits to 6 percent of GDP ($600 billion),

or three times the current federal spending proposal.

Galbraith notes that business tax cuts and changes in the

tax regime are useless without profits and investments.

Moreover, personal tax cuts targeted at working households

may not stimulate spending in a time of crisis if households

increase their financial reserves and are flush with durable 

goods after a long expansion. He recommends payroll tax

ra te redu cti ons (to ef fectively stabi l i ze spen d i n g, s i n ce they 

t a r get households that are incom e - con s tra i n ed) com bi n ed

with liberal federal funding increases for public health,

edu c a ti on , tra n s port , and other are a s .

Since direct purchases by state and local governments

constitute nearly 10 percent of GDP, Galbraith sees revenue

sharing between federal and other levels of government to

stabilize budget and service provisions and cover as much as

one-fourth of total expenses this fiscal year ($300 billion) as

the most effective way to stimulate the economy. This, in

association with a halt in tax increases and suspension of

l ocal property and sales taxe s , would provi de rel i ef to 

middle-class and working households. Galbraith asserts that

increased state and local action,including direct job creation,

should be a very high priority at this time.

Wa rtime mon et a ry po l i c y, the aut h or note s , is incon s i s ten t

with a stable do llar unless every other major power con du ct s

policy in the same way. Si n ce the U. S . po s i ti on tod ay more

cl o s ely re s em bles that of Eu rope in 1914 than its own in 1939,

a high - order Keynesian re s ponse would have gl obal financial

reperc u s s i ons and could unhinge the do llar (and po ten ti a lly

shift the balance of financial power to Eu rope ) .G a l braith out-

lines a nu m ber of s cen a rios that could de s t a bi l i ze the do llar in

excess of the 20–25 percent deva lu a ti on prob a bly needed for

c u rrent account ad ju s tm en t . This could lead to an econ omy

with high unem p l oym ent and high inflati on .

In light of the necessity for continued support from U.S.

allies, Galbraith calls for a transition toward an effective

mu l ti l a teral reg u l a tory and stabilizing gl obal financial 

system. He recommends a return to a Bretton Woods frame-

work of fixed but adjustable exchange rates among major

currencies backed by a multilateral reserve, after first allow-

ing for a su b s t a n tial deprec i a ti on of the do ll a r. He also su gge s t s

c re a ting regi on a lly decen tra l i zed exch a n ge stabi l i z a ti on and 

l i qu i d i ty fac i l i ties for the devel oping worl d .
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Galbraith notes that the current crisis offers compelling

reasons to examine the structural sources of the U.S. trade

position and to cut oil and car imports. In addition,a major

national initiative in reconstructing transportation networks

and urban housing patterns would usefully absorb private

sector unemployment. This planning process, he suggests,

should involve experts not dominated by partisan views or

special interests.

The Developing U.S. Recession and Guidelines for Policy

WYNNE GODLEY and ALEX IZURIETA

Strategic Analysis,October 2001

www.levy.org/docs/stratan/recess.html

This arti cle ori gi n a lly appe a red as “ Re ce s s i o n , U S A” in the

Gu a rd i a n on October 23, 2 0 0 1 , and is repri n ted by perm i s s i o n .

A year ago, good times seemed here to stay. Now Goldilocks

and structural growth are forgotten, but the chances of spon-

taneous recovery are slim. The U.S. is in the early stages of a

recession which could be as deep and intractable as any since

the second world war, with serious consequences for the rest

of the world. The situation can be remedied, but only if there

are large changes in policy, in the U.S. and elsewhere.

A year ago, the general opinion in the U.S. was that the

business cycle had been abolished and that the good times

were here to stay. There was neither any need nor any place

for active fiscal policy, and inflation would be controlled if

i n terest ra tes were su i t a bly ad ju s ted by an indepen dent 

cen tral bank. Profe s s or Edmund Phelps of Co lu m bi a

University pronounced growth to be “structural” and in

September 2000 the consensus forecast was that GDP in the

U.S. would rise 3.7% between 2000 and 2001.

These euphoric views,based on a supposed “supply side”

revolution, ignored the fact that aggregate demand in the

U.S. had been driven for many years in an unusual and

unsustainable way. The fiscal stance had become so tight that

the bu d get was in stru ctu ral su rp lus while net ex port

demand had fallen so much that there was a record balance

of payments deficit.

That total demand could nevert h eless rise so fast was du e

to the fact that these nega tive forces were more than of fs et by

a uniqu ely large rise in priva te ex pen d i tu re rel a tive to incom e .

Net saving by the priva te sector fell from 5.5% of GDP in 1992

to –6% at the end of last ye a r; this was the ex tent to wh i ch

priva te spending at that time exceeded incom e .

This excess spending was only possible because there had

been a prolonged surge in private borrowing which resulted

in ever higher levels of debt relative to income. The whole

process was obviously unsustainable and had made the 

priva te sector (businesses and households) dangero u s ly 

vulnerable to negative shocks—a downturn in investment,

asset prices, income, employment or profits.

Although nothing comparable had previously happened

in the U.S.,similar falls in saving, generated by credit booms,

drove rapid expansions in the U.K., Scandinavia and Japan

just over 10 years ago. In each case there was a reversion of

net saving to normal levels—that is, private expenditure fell

back below income—and a severe and intractable recession.

It is clear that in the U.S.a similar implosion began in the

fourth quarter of 2000. There has been a rise in private net

saving caused initially by a fall in investment and stock

prices, consequently the economic expansion ground to a

halt in the second quar ter of 2001, well b efore the terrorist

attacks. A further slowdown, reinforced by the attacks, has

almost certainly continued.

The amazing ch a n ge in rh etoric has not been very 

edifying. Everyone agrees that the U.S. is now in recession

and everyone agrees too, in an astonishing volte face, that an

immediate fiscal stimulus is needed. Goldilocks and “struc-

tural growth” have been quietly forgotten. Yet it is better for

the U.S. that the authorities (including chairman of the

Federal Reserve Board, Alan Greenspan) be silently recon-

verted to crude Keynesianism than that they should be in

thrall, like the poor Europeans, to the perverse doctrines 

of the Growth and Stability Pact spawned by the Maastricht

treaty.

As to the scale and duration of the U.S. recession and the

policies which may now be appropriate,three points need to

be borne in mind. First, the recession may be much more

severe than most people suppose; for instance the October

consensus forecast is that U.S.GDP will rise by 1.2% between

2001 and 2002, implying that recovery from the recession

will be in full swing in nine months’ time. But if, as I believe

to be possible, private net saving reverts to its historic norm

over the next two years, this would remove a gigantic chunk
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of demand equal to about 7–8% of GDP, or $750bn,from the

circular flow of income. Such a demand deficiency would

swamp all the announced expansionary fiscal measures,

which can hardly exceed $100–200bn per annum at the out-

side. If private saving were to revert to its normal level as fast

as it did 11 years ago in the U.K., there could be an absolute

fall of 2% in GDP between this year and next.

Secon d ,t h ere seems to be a growing con s en sus in the U. S .

t h a t , because there wi ll soon be a spon t a n eous recovery, a ny

fiscal sti mu lus should be tem pora ry. However, according to

the scen a rio I am out l i n i n g, the unravelling taking place 

is a revers i on to a normal situ a ti on from an abn ormal on e .

For this re a s on , t h ere may be no spon t a n eous recovery 

in pro s pect at all . According to this story, the move of t h e

bu d get over a peri od of ye a rs into stru ctu ral su rp lus was 

misguided and will have to be permanently reversed.

Third, fiscal and monetary expansion would probably

not, by themselves, provide an effective and lasting anti-

dote—should there now be a long period of stagnation with

rising unemployment—because the period starts off with

such a huge balance of payments deficit. If growth were

rehabilitated by unilateral expansionary measures at home,

it seems probable, particularly as growth in the rest of the

world is faltering, that the deficit would start growing again,

perhaps reaching 6–7% of GDP in a few years.

If the balance of payments deficit were to rise this much

there would be an ongoing need for huge and rising inflows

of foreign capital (which might not be forthcoming), while

the net foreign indebtedness of the U.S. would be reaching

startling levels—40% of GDP or more. Moreover, in order to

achieve adequate growth under these circumstances, there

would have to be another very large, rising budget deficit.

These processes could not continue. For the recovery to be

sustainable, any stimulus from fiscal and monetary policy

will have to be matched by measures to increase net exports.

Yet “m e a su res to increase net ex port s” sounds distu rbi n gly

vacuous. As the exchange rate is no longer an instrument of

policy in any ord i n a ry sense and as spon t a n eous ch a n ges in

ra tes cannot be co u n ted on to correct imbalances autom a ti-

c a lly, the soluti on would appear to be coord i n a ted ref l a ti on

ac ross the worl d . However, n ei t h er appropri a te insti tuti on s

n or agreed principles exist to give ef fect to su ch a progra m m e .
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Israeli Attitudes about Inter Vivos Transfers

S EYMOUR SPI L E R M A N and Y U VAL ELMELECH

Working Paper No. 341, November 2001

www.levy.org/docs/wrkpap/papers/341.html

Priva te tra n s fers of m a terial re s o u rces play a cri tical role in the

reprodu cti on of i n equ a l i ty ac ross gen era ti on s . To date , l i t t l e

re s e a rch has direct ly ex a m i n ed va lues and atti tu des abo ut

i n ter gen era ti onal tra n s fers , ei t h er from the point of vi ew of

p a rental motives or that of p a rental feel i n gs of obl i ga ti on

tow a rd of fs pri n g.

In Is rael , t h ere is a need for su b s t a n tial assistance early in

adult life , and a con s equ ent rel i a n ce upon parental re s o u rce s . In

this working paper, Seymour Spilerman of the Cen ter for the

S tu dy of Wealth and In equ a l i ty at Co lu m bia Un ivers i ty and

Re s e a rch As s oc i a te Yuval Elmel ech examine parental asset tra n s-

fers in the form of i n ter vivos gifts and bequ e s t s , and seek to

a s certain the causes of a t ti tu de form a ti on in rega rd to paren t a l

obl i ga ti on s . Using data for the urban Jewish pop u l a ti on from the

1994–95 Su rvey of Families in Is rael , t h ey tap percepti ons and

vi ews abo ut parental re s pon s i bi l i ty to provi de financial assis-

t a n ce , and examine the determinants of tra n s fer atti tu des wi t h

re s pect to four sorts of a i d — h ome and car purch a s e , s ch oo l i n g

ex pen s e s , and on going financial su pport fo ll owing marri a ge .

The analytic stra tegy to explain the process of a t ti tu de

devel opm ent uses a regre s s i on fra m ework and three sets of

va ri a bles repre s en ting po ten tial determinants of tra n s fer atti-

tu de s : terms rel a ting to parental aid recei pt early in marri a ge ,

c u rrent financial re s o u rce s , and du m my (con trol) va ri a bles for

et h n i c i ty and marri a ge du ra ti on . The aut h ors first examine the
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i m p act on tra n s fer atti tu des of a re s pon den t’s own recei pt of

e a rly assistance ,t h en en ter va ri a bles for current re s o u rce s . Th i s

a pproach permits the measu re of i n d i rect ef fects of e a rly tra n s-

fer recei pt s , a l ong with po s s i ble direct ef fects on atti tu de s .

Ho u s eh o l d s’ financial re s o u rces are measu red using three va ri-

a bl e s : obj ective and su bj ective s t a n d a rds of l iving and nu m ber of

ch i l d ren . Th ree ad d i ti onal su b s t a n tive regre s s ors are introdu ced :

edu c a ti on and age of the re s pon dent (determinants of va lues and

a t ti tu des) and recei pt of on going parental assistance . Four atti tu-

dinal con s tru cts are then regre s s ed against the sets of ex p l a n a tory

va ri a bl e s . The impact of a t ti tu des on parental beh avi or is meas-

u red using a simu l t a n eous equ a ti ons model , wh i ch inclu des 

va ri a bles pre su m ed to direct ly influ en ce a tra n s fer dec i s i on and

o t h ers rel a ting to atti tu des abo ut parental obl i ga ti on .

A more gen eral stru ctu ral model is used to esti m a te an

u n ob s erved atti tudinal con s tru ct — p a rental re s pon s i bi l i ty for

a s s i s ting ch i l d ren financially. To account for su ch assistance in

a va ri ety of w ays and with different goa l s ,t h ree indicators are

con s tru cted from the su rvey data: type of h elp provi ded ,

tra n s fers of at least $10,000 in the past 10 ye a rs , and hom e

p u rchase assistance . The re sults show that, at least in the

Is raeli con tex t , p a rental tra n s fer dec i s i ons and atti tu de s

tow a rd assistance are best vi ewed as single con s tru cts (one for

a wi ll i n gness to provi de tra n s fers and another repre s en ting a

diffuse sense of p a rental re s pon s i bi l i ty ) .

The main findings are that both atti tudinal dispo s i ti on and

the re s pon den t’s standard of l iving have a con s i dera ble impact

on tra n s fer dec i s i on s , and that the form er is not affected by

h aving made tra n s fers in the past. Pa rental atti tu des have a

s trong direct ef fect on beh avi or while parental re s o u rces influ-

en ce tra n s fer dec i s i on s . Al t h o u gh atti tu des influ en ce beh avi or,

t h ere is no su pport for a cogn i tive con s i s tency argumen t . In

terms of a t ti tu de form a ti on ,t h ere is evi den ce that edu c a ti on a l

a t t a i n m ent and modeling beh avi or (recei pt of p a rental assis-

t a n ce in the past) affect the dispo s i ti onal va ri a bl e .E a rly hom e-

own ership appe a rs to en co u ra ge an atti tu de of p a ren t a l

obl i ga ti on , while family size has the oppo s i te ef fect . A high er

s t a n d a rd of l iving pred i s poses a parent to a more favora bl e

vi ew of a s s i s ting ch i l d ren , e s pec i a lly for housing and edu c a-

ti on . Th ere is a clear trend rel a tive to marri a ge du ra ti on to 

feel i n gs of less re s pon s i bi l i ty for assisting with a home pur-

ch a s e , a re sult with implicati ons for futu re tra n s fer beh avi or 

of Is raeli paren t s .

Ethnic terms were insignificant in all cases stu d i ed and,

t h erefore , p l ay no role in determining tra n s fer atti tu de s . Th i s

su ggests that, con tra ry to the pers i s ten ce of ethnic differen ce s

in econ omic attainment and living standard s , et h n i c - b a s ed 

c u l tu ral divi s i ons are small , at least with re s pect to the matter

of p a ren t s’ a t ti tu des of re s pon s i bi l i ty for the wel f a re of t h eir 

adult ch i l d ren .

Program: Financial Markets and Monetary Policy

The Mon et a ry Policies of the Eu ropean Cen tral Bank and the

Eu ro’s (Ma l ) Perform a n ce : A St a b i l i ty - O ri en ted As s e s s m en t

J Ö RG BIBOW

Working Pa per No. 3 3 8 , Septem ber 2001

w w w. l ev y. or g / doc s / wrk p a p / p a pers / 3 3 8 . h tm l

S tru ctu ral ri gi d i ties are of ten cited as the main re a s on for the

eu ro curren c y ’s weakness since its inaugura ti on in Ja nu a ry 1999.

Vi s i ting Scholar Jörg Bi bow takes excepti on to this vi ewpoi n t :h i s

i nve s ti ga tive analysis su ggests that the weakness stems from the

m ac roecon omic fra m ework of the Ma a s tri cht and Am s terd a m

Tre a ties on Eu ropean Un i on and the mon et a ry policies of t h e

Eu ropean Cen tral Bank (ECB). Bi bow maintains that the

Ma a s tri cht regime should not have gra n ted the ECB unbo u n ded

d i s c reti on and that the ECB, in tu rn , has been incom petent in

s et ting interest ra tes as a re sult of an anti growth bi a s . Hen ce ,

econ omic policy ra t h er than the market econ omy has been the

s o u rce of econ omic instabi l i ty and the cause of a weak eu ro. A

m ore balanced and proactive atti tu de tow a rd growt h , he says ,

a l ong with a med iu m - term ori en t a ti on rega rding inflati on by the

E C B, would have kept inflati on lower in the short term and

i m proved growth in the lon ger term .



Bi bow ’s stabi l i ty - ori en ted assessment begins with a revi ew

of the role of the ECB within the Ma a s tri cht regi m e . He iden ti-

fies el em ents of an anti growth atti tu de in the cen tral bank’s

policy fra m ework and con f i rms an anti growth bias within its

i n terest ra te po l i c i e s . This is fo ll owed by a pre s en t a ti on of t h e

ti m e - i n con s i s tency hypothesis of the eu ro’s decl i n e ,a l ong wi t h

the econ omic con s equ en ces of the ECB’s failu re to con du ct

s t a bi l i ty - ori en ted po l i c i e s .

Bi bow ’s analysis shows that the Ma a s tri cht regime is 

t h oro u gh ly flawed . Its mac roecon omic po l i c ymaking displays

an imbalance among the roles of f l ex i bi l i ty, coord i n a ti on , a n d

d i s c i p l i n e . He bel i eves that fiscal flex i bi l i ty fell prey to fiscal dis-

cipline wh en the goa l , according to the Stabi l i ty and Growt h

Pact , became a bu d get deficit of 3 percent of GDP or less wi t h i n

the con text of a balanced or su rp lus bu d get . Autom a tic stabi-

l i zers were con s equ en t ly shut of f , causing poor econ omic per-

form a n ce . Moreover, he note s ,s i n ce nati onal fiscal policies are

u n coord i n a ted , Eu ro l a n d ’s overa ll fiscal stance is largely a ra n-

dom outcome and the Ma a s tri cht regime is ill equ i pped to

ach i eve an appropri a te policy mix. In ad d i ti on , discipline doe s

not app ly to the indepen dent cen tral bankers . Th ey have

u n bo u n ded discreti on in the con du ct of m on et a ry po l i c y, s i n ce

t h eir pri m a ry obj ective — pri ce stabi l i ty—is not cl e a rly def i n ed

(it incorpora tes the caveat “ wi t h o ut preju d i ce” ) . As a re su l t ,

t h ere is a singl e - m i n ded com m i tm ent to the med iu m - term

i n f l a ti on record . Bi bow bel i eves that unbo u n ded discreti on ,

ex treme goal indepen den ce , and a lack of a ny ef fective acco u n t-

a bi l i ty for perform a n ce all ow the ECB to make ri s ky ch oi ce s

with po ten ti a lly nega tive implicati on s .

Pri ce stabi l i ty, as def i n ed by the ECB, is a ye a r- to - ye a r

i n c rease in the Ha rm on i s ed In dex of Con su m er Pri ces of l e s s

than 2 percent in the med ium term . Bi bow su rmises that this is

an ambiguous pri ce target , com bining a headline inflati on

m e a su re with an unspec i f i ed med iu m - term hori zon , wh i ch

l e ads to ad hoc po l i c ym a k i n g. Moreover, t h eory and evi den ce

i den tify growth ri s k s , as oppo s ed to any improvem ent in eco-

n omic perform a n ce assoc i a ted with very low ra tes of i n f l a ti on .

Bi bow qu e s ti ons the ECB’s ch o s en mon et a ry aggrega te ,

M 3 , wh i ch inclu des both bank deposits and market a bl e

i n s tru m en t s . The referen ce va lue for M3 was set at 4.5 

percen t ,b a s ed on a formula that inclu des a ra t h er con s erva tive

real GDP growth ra te of 2 to 2.5 percen t . The aut h or notes 

that the ECB should not have ex tra po l a ted the eu rozon e’s 

econ omic perform a n ce of recent dec ades wi t h o ut taking into

account the oil pri ce shocks of the 1970s and disinflati on 

policies du ring the 1980s and 1990s. Fu rt h erm ore , m e a su re-

m ent inacc u rac i e s , com bi n ed with an increase in the intere s t -

be a ring mon et a ry instru m ents inclu ded in the def i n i ti on of M 3

( wh i ch are not affected by interest ra te ti gh ten i n g ) , su ggest that

M3 is of no stra tegic use as a mon et a ry referen ce and should

s i m p ly be tre a ted toget h er with other financial indicators , as is

the case with other cen tral banks.

In his revi ew of the co u rse of the ECB’s interest ra te dec i s i on s

and its ex p l a n a ti ons for them , Bi bow notes that the overn i gh t

l ending ra te at the time of the eu ro’s inaugura ti on , 3 percen t ,w a s

rem a rk a bly low by Eu ropean historical standards (although it is

not clear wh et h er it was low rel a tive to the equ il i brium ra te ) .

He cauti ons against ign oring the sizable nega tive outp ut ga p

i n h eri ted from the conver gen ce proce s s , s i n ce both mon ey and

the econ omy can grow above trend until full po ten tial is re ach ed

wi t h o ut posing med iu m - term inflati on ri s k s . Hiking intere s t

ra tes to force mon et a ry growth into line with the referen ce va lu e

before closing the nega tive outp ut gap repre s ents del i bera te

m on et a ry ti gh tening of an anti growth va ri ety.

According to Bi bow, the pattern of ECB con du ct has

been to act too late in re s ponse to deteri ora ting econ om i c

con d i ti on s . He con tends that the cen tral bank overe s ti m a te s

the degree of cl o s eness of the eu rozon e’s econ omy and 

s ys tem a ti c a lly undere s ti m a tes the import a n ce of the Un i ted

S t a tes and world growth to internal devel opm en t s . Th ere is

also mu ch con f u s i on abo ut ECB rh etoric and beh avi or rel a t-

ing to its mandate of maintaining pri ce stabi l i ty. A guiding

principle appe a rs to be that growth at or above po ten ti a l

i nva ri a bly poses inflati on risks and should be avoi ded ; h ow-

ever, this pre s ents the pro s pect of a vicious circle of m on e-

t a ry ti gh tening that pushes inflati on up ra t h er than down .

A we a kening eu ro en ters ever more prom i n en t ly into the

E C B’s dec i s i on to hike interest ra te s , wh i ch in tu rn co u n ters

the risk of po ten tial wage rises and preem ptively punishes

l a bor market s . The currency markets re s pond accord i n gly

and the eu ro we a kens furt h er. These com mu n i c a ti on 

f a i lu res lead markets to perceive a lack of c red i bi l i ty, wh i ch

m ay disru pt the implem en t a ti on of m on et a ry po l i c y.

Overa ll , the ECB’s mon et a ry ti gh tening is high ly co u n ter-

produ ctive ; a ny incipient econ omic upswing is qu i ck ly

a borted by mon et a ry po l i c y.
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The analysis diagnoses an anti growth bias in the ECB’s

d i s c reti on a ry interest ra te po l i c i e s . The ti m e - i n con s i s ten c y

hypothesis of the eu ro’s plu n ge states that attem pts to bo l s ter the

c u rrency by narrowing the interest ra te spre ad vi s - à - vis the U. S .

do llar may be co u n terprodu ctive if this is perceived to risk a

wi dening growth differen ti a l , wh i ch underlies any su s t a i n a bl e

path of f utu re interest ra te differen ti a l . This hypothesis of fers a

co h erent ex p l a n a ti on of the eu ro’s perform a n ce since its 

i n a u g u ra ti on , and the inverse interest ra te / exch a n ge ra te nexus 

su rrounding it.

Con tra ry to what cen tral bankers say, Bi bow con tends that

the stru ctu ral story does not explain the eu ro puzzle and the

l evel of u n em p l oym ent in Eu rope . The eu ro’s decline occ u rred

wh en Eu rope’s em p l oym ent and growth pro s pects were shift-

ing in its favor rel a tive to the Un i ted State s . Al t h o u gh inve s t-

m ent flows from Eu rope to the Un i ted States might be seen as

of fering some proof of a stru ctu ral story, f rom a liqu i d i ty pref-

eren ce pers pective , this devel opm ent might also indicate a 

rel a tive repricing of a s s ets affected by mon et a ry po l i c y.

Bi bow rej ects the ECB’s con ten ti on that its policies are for-

w a rd - l ooking and med iu m - term - ori en ted . Evi den ce shows a

b ack w a rd - l ooking focus on current inflati on trends and an

ob s e s s ive focus on the short - term out l ook for upw a rd pri ce

ri s k s . He calls for the Eu ropean po l i tical bodies to ch a n ge the

Ma a s tri cht regime so that cen tral bankers no lon ger have

u n bo u n ded discreti on . The launching of the eu ro notes and

coins in the spring of 2 0 0 2 , s ays Bi bow, wi ll be affected by the

E C B’s co u n terprodu ctive po l i c i e s , and the we a kening U. S .

econ omy wi ll be unable to assist. He calls for Eu rope’s el ected

repre s en t a tives to reform the ECB and revise the cen tral bank’s

goals in order to improve the mac roecon omic policies affecti n g

econ omic perform a n ce .

Ha rd Ti m e s , Easy Mon ey? Co u n terc yclical 

St a b i l i z a ti on in an Un certain Econ omy

ROBERT E.CARPENTER

Policy No te 2001/9

w w w. l ev y. or g / doc s / pn / 0 1 - 9 . h tm l

The current ex p a n s i on a ry policy of the Federal Re s erve is based

on deteri ora ting U. S . econ omic con d i ti on s . Th ere has been a

s h a rp decline in con su m er and business con f i den ce abo ut the

f utu re of the econ omy and an ex tra ord i n a ri ly high level of po l i ti-

cal and econ omic uncert a i n ty as a re sult of terrorist attacks and

w a r. As a re su l t , business plans and prof i t a bi l i ty must be re a s s e -

s s ed as the tools of co u n terc yclical mon et a ry policy are bro u gh t

f u lly to bear on a po ten ti a lly severe rece s s i on .

Re s e a rch As s oc i a te Robert E. Ca rpen ter bel i eves that 

co u n terc yclical mon et a ry policy is less ef fective wh en uncer-

t a i n ty is espec i a lly high ;t h erefore , it is likely to do little good in 

com b a ting the current econ omic slowdown . No ting that

ex p a n s i on a ry fiscal policy is an important stabi l i z a ti on too l

wh en there are dem a n d - s i de econ omic shocks (wh i ch mon et a ry

policy can co u n ter on ly we a k ly ) , the aut h or con tends that

s pending increases are a more po tent stabi l i z a ti on tool in the

s h ort run than are tax cuts (wh i ch have an important lon g - ru n

ef fect on incen tives to work and inve s tm ent in capital).

Mon et a ry theory su ggests that lower interest ra tes sti mu-

l a te inve s tm ent spending by reducing the real cost of capital 

and increasing aggrega te outp ut and dem a n d . Ca rpen ter note s

that this trad i ti onal ch a n n el of m on et a ry policy can on ly be

ef fective if t h ere is a strong link bet ween interest ra tes and

i nve s tm ent spen d i n g, but that there is little em p i rical evi den ce

to su pport a link. Non et h el e s s , he agrees that mon et a ry po l i c y

a f fects econ omic activi ty and that it may be tra n s m i t ted

t h ro u gh two financial ch a n n els—bank lending and balance

s h eet — wh en inform a ti on asym m etries create important fric-

tions in capital markets (e.g., when borrowers cannot fully

inform lenders of the expected payoffs to their investments,

or when different sources of finance are not good substitutes

for one another). Variations in the supply of credit affect

investment spending.

The bank lending ch a n n el occ u rs wh en banks have a com-

p a ra tive adva n t a ge in providing loans to firms that have prob-

l ems with asym m etric inform a ti on (and poor access to

su b s ti tutes for bank loa n s ) . In c reasing bank re s erves incre a s e s

the su pp ly of bank loans so that wh en borrowing con s tra i n t s

s l acken ,f i rms borrow and invest more , t h ereby increasing out-

p ut . The balance sheet ch a n n el links the qu a l i ty of a firm’s 

b a l a n ce sheet to the amount of ex ternal funds it wi ll receive .

Th erefore , the firm’s co ll a tera l i zed net worth is rel a ted to the

pre s ent va lue of its assets (and ex pected futu re cash flows ) .

Wh en interest ra tes fall , the pre s ent va lue of the co ll a teral ri s e s ,

and len ders provi de ad d i ti onal access to debt finance , wh i ch

a ll ows the firm to increase inve s tm ent and outp ut . Both ch a n-

n els em ph a s i ze how mon et a ry policy can ch a n ge the amount of



ex ternal finances ava i l a ble to the firm , and both assume a

f ri n ge of u n s a ti s f i ed borrowers who would invest more if

t h ere were no fri cti ons in the capital markets to limit acce s s

to out s i de sources of f u n d s .

Ca rpen ter notes that uncert a i n ty is not important in 

the standard tra n s m i s s i on of m on et a ry po l i c y, because firm s

a re model ed as though they beh aved in a “risk neutra l ”f a s h-

i on . Key n e s , on the other hand, bel i eved that uncert a i n ty

a bo ut the futu re had a firs t - order ef fect on inve s tm en t

s pen d i n g. The aut h or su ggests that uncert a i n ty abo ut pay-

of fs from inve s tm ent magnifies asym m etric inform a ti on

probl ems in the capital market s ,t hus increasing the fri cti on s

and dec reasing the ava i l a bi l i ty of c red i t , i rre s pective of t h e

f act that mon et a ry policy is ex p a n s i on a ry. For ex a m p l e ,

u n cert a i n ty might redu ce bankers’ wi ll i n gness to make

l oa n s , and it affects calculati ons of n et wort h , wh i ch we a k-

ens both the bank lending and balance sheet tra n s m i s s i on

ch a n n el s . Moreover, a high degree of u n cert a i n ty and irre-

vers i bi l i ty (of s pecific inve s tm ents) may cause firms to po s t-

pone inve s tm en t , t hus reducing the demand for loans and

of fs et ting the ef fect of l ower user co s t s . Th erefore , ex p a n-

s i on a ry mon et a ry policy may not be ef fective for sti mu l a ti n g

a ggrega te demand wh en uncert a i n ty is high .

Fiscal policy has been deem ph a s i zed as a co u n ter-

c yclical policy tool because of past large federal bu d get

def i c i t s . However, tod ay ’s govern m ent recogn i zes the

i m port a n ce to com b a ting the current rece s s i on of a fiscal

s ti mu lus bi ll containing a mixtu re of tax cuts and spen d-

ing incre a s e s . In light of the likel i h ood that bu s i n e s s e s

wi ll po s tpone and con su m ers del ay spending until the

econ omy becomes more cert a i n , the aut h or con tends that

the tax cut com pon ent of the propo s ed fiscal sti mu lus bi ll

is unlikely to sti mu l a te aggrega te demand as ef fectively in

the short run than would a direct injecti on of govern-

m ent spen d i n g. Su ch announced spending could redu ce

u n cert a i n ty and re s tore con f i den ce immed i a tely, t h ereby

i n d i rect ly sti mu l a ting dem a n d . In ad d i ti on , i f this spen d-

ing was rel a ted to public safety, p u blic health, and hom e-

land defen s e , and used for non rec u rring programs that

did not con tri bute to futu re def i c i t s , it would be mu ch

e a s i er to ra tify (com p a red to tax cuts invo lving distri bu-

ti onal issu e s ) .

Given the size of the current stimulus package and the

expectation that tax cuts will have a smaller stimulative effect

in an uncertain environment, Carpenter concludes that the

proposed fiscal stimulus will not offset the expected, poten-

tially large cumulative decline in output. A fiscal stimulus

package of the correct size and strength is important to

counter terrorists’ beliefs that their actions could seriously

harm the U.S. economy.
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Program: Federal Budget Policy

Are We All Keynesians (Aga i n ) ?

DIMITRI B. PA PA D I M I T R I O U and L . RA N DALL W RAY

Policy No te 2001/10

w w w. l ev y. or g / doc s / pn / 0 1 - 1 0 . h tm l

Over the past three dec ade s , econ omists and po l i c ym a kers

s h i f ted from econ omic policy preferen ces based on Keynes to

su pport for unbri dl ed free market s . Redu ced su pport for state

govern m ents and defense spending and an increase in payro ll

t a xes redu ced the role of govern m ent while ti gh tening the fiscal

s t a n ce . Fiscal re s pon s i bi l i ty and cuts in federal wel f a re spen d i n g

and taxes led to bu d gets that gen era ted su rp lu s e s . Trade barri ers

were redu ced and social pro tecti on rem oved for labor, con-

su m ers , and the envi ron m en t . The Un i ted States procl a i m ed that

u n fet tered markets could del iver high growth and full em p l oy-

m en t . The net re sult was the lon gest econ omic ex p a n s i on in U. S .

h i s tory and a booming New Econ omy. In the same peri od ,h ow-

ever, t h ere was an unpreceden ted bu rden of h o u s ehold debt ,a n d

i n come inequ a l i ty con ti nu ed to ri s e . Perm a n ent em p l oyees were

rep l aced with low-paid con ti n gent and part - time workers , or

ch e a per forei gn labor. U. S . m a nu f actu ring decl i n ed as ch e a p

i m ports cre a ted ch ronic and growing trade def i c i t s , and publ i c
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i n f ra s tru ctu re was negl ected . Na ti onal and intern a ti onal 

financial crises became ro uti n e .

According to Pre s i dent Di m i tri B. Pa p ad i m i triou and

Vi s i ting Sen i or Scholar L. Ra n d a ll Wray, econ omists and po l-

i c ym a kers have been living in a 30-year fantasy. Ra t h er than

fo ll ow the trend for free market po l i c i e s , the aut h ors con c u r

with Keynesian theory and the vi ews of Mi n s ky and su gge s t

that Big Govern m ent needs to play a bi gger role in the U. S .

econ omy. In light of c u rrent econ omic trends—a con tracti on

in GDP; s h a rp ly high er unem p l oym ent ra te s ; declines in con-

su m er con f i den ce ,s pending on du ra ble good s , and corpora te

prof i t s ; l ower- t h a n - ex pected state govern m ent revenu e s ; a n d

a s s oc i a ted bu d get probl ems—the aut h ors think that the U. S .

econ omy may be abo ut to ex peri en ce the sharpest econ om i c

down tu rn since World War II, fo ll owed by a slow pace of

recovery com p a ra ble to the 1930s.

No ting that there is mu ch uncert a i n ty over the proper way

to ramp up govern m ent invo lvem ent in the econ omy, t h e

a ut h ors iden tify three main ch a ll en ges ahead . Most immed i-

a tely, govern m ent must cushion the econ omic down tu rn .

A com bi n a ti on of tax cuts and spending increases totaling at

least $600 bi ll i on annu a lly, t h ey say, is the minimum needed to

ach i eve the nece s s a ry lon g - term fiscal ad ju s tm en t . Th i s

amount is up to six times larger than the propo s ed 

fiscal policy sti mu lus of $100–$150 bi ll i on annu a lly and 

would move the bu d get to a su s t a i n ed deficit of a bo ut 3 

percent of G D P. This larger deficit may be needed to avoid a

rece s s i on . The aut h ors favor a bias tow a rd bu d get deficits since

t h ere is a high prob a bi l i ty that the Un i ted States wi ll con ti nu e

to run significant trade deficits into the fore s ee a ble futu re . Th e

n ormal case here is a small priva te - s ector su rp lu s , wh i ch can

on ly be ach i eved if the bu d get deficit exceeds the trade def i c i t .

Th erefore , a ny lon g - term stra tegy that relies on a su s t a i n ed

priva te - s ector deficit and publ i c - s ector su rp lus wi ll ulti m a tely

fail because a stru ctu ra lly ti ght govern m ent bu d get wo u l d

re sult in a rece s s i on and a cyclical bu d get def i c i t — prec i s ely

what is happening tod ay.

The second ch a ll en ge is to increase federal govern m en t

s pending on public infra s tru ctu re , p u blic health servi ce s ,

preco ll egi a te edu c a ti on , training and appren ti ceship 

progra m s , j ob progra m s , and fiscal rel i ef for state and local 

govern m en t s . The real needs of this physical infra s tru ctu re

wi ll requ i re ex pen d i tu res of almost $2 tri ll i on .

The third ch a ll en ge rel a tes to lon g - term pro s pects for

ren ewing robust econ omic growt h . The aut h ors note that the

l on g - term stru ctu ra lly imbalanced federal bu d get has led to

su rp lu s e s , wh i ch are largely re s pon s i ble for the econ om i c

down tu rn . Th ey su ggest that a “perm a n en t” and sign i f i c a n t

revenu e - s h a ring agreem ent bet ween the federal govern m en t

and state and local govern m ents be put in place ra t h er than

the propo s ed short - term fiscal sti mu lus pack a ge , s i n ce an 

econ omic recovery wi ll not occur until there is a fundamen t a l

re s tru ctu ring of the federal bu d get stance .

To make up the differen ce bet ween their su gge s ted fiscal

s ti mu lus pack a ge and the govern m en t’s ($450 bi ll i on annu a lly,

or 4.5 percent of G D P ) , the aut h ors recom m end that the federal 

govern m ent increase its funding of s t a te and local proj ects by

$150 bi ll i on annu a lly and make all ow a n ces for local dec i s i on-

making and con tro l . This acti on wo u l d , by rel i eving state and

l ocal bu d get s , redu ce incen tives to use regre s s ive taxes and 

l o t teries to meet cri tical need s . An o t h er $150 bi ll i on annu a lly

could come from payro ll tax rel i ef , and a tax credit against 

p ayro ll taxe s , the aut h ors say, should be equ a lly shared

bet ween em p l oyers and em p l oyee s . This policy measu re wo u l d

c ut the bu rden of p ayro ll taxes by on e - t h i rd , provi de real tax

rel i ef to workers and their em p l oyers , m a ke Am erican labor

m ore com peti tive by loweri n g em p l oyer co s t s , and redu ce lay-

of fs du ring an econ omic down tu rn . According to the aut h ors ,

this policy would be more ef fective than capital gains tax cut s

or corpora te income tax rel i ef . Fu rt h erm ore , $150 bi ll i on

a n nu a lly could be ad ded to the fiscal sti mu lus pack a ge thro u gh

a com bi n a ti on of ex p a n s i on of the Earn ed In come Tax Cred i t ,

ex p a n s i on of m edical insu ra n ce , i n c re a s ed federal spending on

u n em p l oym ent com pen s a ti on , and significant improvem ents in

p u blic health servi ce s .

While noting that Keynes and Mi n s ky did not want 

govern m ent invo lved in every aspect of econ omic life , t h e

a ut h ors point out that these econ omists loo ked to govern-

m ent to ach i eve an appropri a te lon g - term bu d get stance given

l on g - term priva te sector spending propen s i ti e s , and that

n a ti ons that run trade def i c i t s , su ch as the Un i ted State s ,n eed

a more sti mu l a tive fiscal stance . Th erefore , built-in mild auto-

m a tic stabi l i zers su ch as a progre s s ive tax sys tem and an ade-

qu a te safety net , wh i ch gen era te co u n terc yclical spen d i n g, a re

de s i ra ble and all ow bu d get deficits to rise du ring econ om i c

s lumps and fall du ring boom s . The aut h ors also align



t h em s elves with Keynes and Mi n s ky by su pporting govern-

m ent job progra m s , s i n ce on ly govern m ent can provi de a

“perfect ly el a s ti c” demand for labor, and these programs hel p

to stabi l i ze wages and pri ce s . Moreover, a com preh en s ive , fed-

era lly funded job training and job cre a ti on program could be

u s ed to el i m i n a te both stru ctu ral and cyclical unem p l oym en t .

Pa p ad i m i triou and Wray note that the govern m en t’s 

propo s ed demand sti mu lus pack a ge is non - Keynesian bec a u s e

it is tem pora ry, and su pp ly - s i de policies are ex pected to gen er-

a te lon g - term growt h . The real probl em , t h ey con clu de , is that

a stru ctu ra lly imbalanced bu d get wi ll kill any econ om i c

recovery by gen era ting bu d get su rp luses at a low growth ra te .

Th erefore , i f Keynesian policies are to be su cce s s f u l ,

d i s c u s s i ons in the po l i c ymaking arena should focus on 

permanent adjustments to the budget that will eliminate

structural budget surpluses.
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Ex p l ora ti ons in Th eory and Empirical An a lys i s

Un cert a i n ty, Conven ti onal Beh avi or,

and Econ omic Soc i o l ogy

J Ö RG BIBOW, PAUL LEW I S, and J OCHEN RU N D E

Working Paper No. 339, September 2001

www.levy.org/docs/wrkpap/papers/339.html

E con omic soc i o l ogy is the app l i c a ti on to econ omic ph en om-

ena of ex p l a n a tory models drawn from soc i o l ogy. In dec i d i n g

wh i ch social theory should form the basis for this pers pective ,

it is nece s s a ry to con ceptu a l i ze social stru ctu re and its 

rel a ti on to human agen c y. It is important to determine how

ra ti onal acti on is po s s i ble in the face of s evere uncert a i n ty

( wh en there is no scien tific basis on wh i ch to assign nu m eri c a l

prob a bi l i ties to events) if one is incapable of the ex pected

ra ti on a l , uti l i ty-maximizing beh avi or that lies at the heart of

ort h odox econ omic theory.

In this working paper, Vi s i ting Scholar Jörg Bi bow of

the Un ivers i ty of Ha m burg and Paul Lewis and Joch en 

Ru n de of the Un ivers i ty of Ca m bri d ge examine two recen t

s oc i o t h eoretic pers pectives on the econ omy—the Fren ch

In tersu bj ectivist Sch ool and the Econ omics as Social Th eory

proj ect . The aut h ors begin their stu dy by com p a ring these

s ch oo l s’ i n terpret a ti ons of Keynes on uncert a i n ty and con-

ven ti onal beh avi or in the stock market . Th ey then ex a m i n e

the works of Je a n - P i erre Du p uy, a prom i n ent mem ber of t h e

Fren ch In tersu bj ectivist Sch oo l , and iden tify some spec i f i c

probl ems with his account of s tock pri ce form a ti on . Th e

a ut h ors outline an altern a tive account of the stru ctu re - a gen c y

rel a ti on s h i p, b a s ed mainly on the work of Tony Laws on 

( repre s en ting the Econ omics as Social Th eory proj ect ) , and 

con clu de by introducing con tem pora ry con c rete ex a m p l e s

f rom Robert Shill er ’s book Irra tional Ex u bera n ce.

In their revi ew and interpret a ti on of Key n e s , the aut h ors

m a ke two main ob s erva ti on s : in the con text of financial 

m a rket s , prevailing pri ces ref l ect an aggrega ti on of the vi ews of

m a rket parti c i p a n t s ; and the “conven ti onal met h od of c a l c u l a-

ti on” is com p a ti ble with a con s i dera ble degree of s t a bi l i ty and

con ti nu i ty in our affairs “so long as we can rely on the mainte-

n a n ce of the conven ti on .” Th ey note that the instabi l i ty of

s tock markets is also roo ted in Key n e s’ t h ree conven ti ons and

that it cre a tes two issu e s : i nve s tor bel i efs are form ed on the

a s su m pti on that the futu re wi ll be mu ch like the pre s en t ; a n d

m i m etic beh avi or, the attem pt to con form with the majori ty,

m ay de s t a bi l i ze ruling va lu a ti ons wh en market participants try

to profit thro u gh spec u l a ti on ahead of the publ i c .

The Fren ch In tersu bj ectivist Sch ool explains the natu re of

s ocial conven ti ons in terms of s el f - referen tial thinking and

m i m etic beh avi or. Sel f - referen tial sys tems (those in wh i ch a

va ri a bl e’s va lue is the produ ct of the interacti on of the actors

i nvo lved in the va luing process ra t h er than ex ternal factors )

m ay be interpreted in the same way as Key n e s’s conven ti on s ;i n

this con tex t , pri ces are determ i n ed by what market parti c i-

pants bel i eve other market participants think pri ces wi ll be .

The Fren ch In tersu bj ectivist Sch ool rej ects the mainstre a m

“ef f i c i ent market theory ” that stock pri ces acc u ra tely ref l ect all

p u blic inform a ti on abo ut econ omic fundamentals at all ti m e s .
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In terms of h ow the social world is made up, this sch oo l ’s

su gge s ti on is that it ref l ects a form of vo lu n t a rism that is

en ti rely redu c i ble to the shared bel i efs of its current parti c i-

p a n t s . The aut h ors rej ect this su gge s ti on and bel i eve that it

u n dere s ti m a tes the impact on pri ces of va rious factors ex tern a l

to the bel i efs of the parti c i p a n t s . In their vi ew, s oc i ety is a

dynamic process of i n teracti on bet ween preex i s ting soc i a l

s tru ctu re and current human agency thro u gh wh i ch soc i a l

s tru ctu re is reprodu ced and tra n s form ed over ti m e .

Du p uy bel i eves that players re s ort to com m on sense ra t h er

than spec u l a tive beh avi or and adopt ex ternal or obj ective

points of referen ce to guide their acti on . Thu s , s tock market

pri ces are the produ ct of on ly the mutu a lly rei n forcing bel i efs

of the actors in the sys tem (a specular mimetic proce s s ) . Th e

a ut h ors , h owever, raise a nu m ber of points against Du p uy ’s

account of Keynesian conven ti on . Th ey accept that mimeti c

ep i s odes may be re s pon s i ble for driving pri ces to certain level s ,

but note that Du p uy has not su cceeded in explaining how they

produ ce the market con s en sus that all egedly marks their en d ,

or why market participants should for get the arbi tra ry way

conven ti onal ju d gm ent is form ed on ce it has been establ i s h ed .

The authors analyze their general observations using the

boom in the U.S. stock markets over the second half of the

1990s, when stock prices became detached from “fundamen-

tals” of mainstream economic and financial theories. In their

vi ew, Irra tional Ex u bera n ce repre s ents a con tem pora ry 

version of Keynes’s vision of the workings of the financial

m a rket s . S h i ll er explains pri ce movem ents in terms of

changes in economic fundamentals, and allows for the fact

that asset pri ces may diver ge from fundamental va lu e s

(which, alone, cannot account for the historically unprece-

dented price-earnings ratios). Daily market price stability is

affected by psychological, quantitative, and moral anchors,

and their occasional fragility (echoing Keynes) may cause

dramatic shifts in market prices in the face of exceptional

events. Shiller also considers the possible repercussions of

external factors such as changes in institutions, technology,

regulation, demography, culture, and politics. The authors

agree with his approach, which explains the stock market’s

climb since 1982 in terms of a plurality and confluence of

causes, and believe that the stock market bubble cannot be

purely the product of an intersubjective dynamic of the kind

envisaged by the French Intersubjectivist School.

Both Shill er and the Fren ch In tersu bj ectivist Sch ool argue

that it may be ra ti onal for indivi duals to en ga ge in mimeti c

beh avi or in times of u n cert a i n ty, wh i ch is essen ti a lly the third

of Key n e s’s three conven ti on s . Thu s , pri ces may easily diver ge

f rom fundamen t a l s , and failu re to eva lu a te and dissem i n a te

i n form a ti on abo ut the latter undermines the ef f i c i ent market

t h eory. S h i ll er ’s account of m i m etic con t a gi on on stock 

m a rkets differs from the Fren ch In tersu bj ectivist Sch oo l ’s by

em phasizing va rious ex ternal factors that con d i ti on the

m i m etic process (su ch as the roles of the new media and “n ew

era” econ omic thinking in prop a ga ting a spec u l a tive bu bbl e )

and com bining these with psych o l ogy and the ten dency for

people to con form to the majori ty.

In su m , the aut h ors ack n owl ed ge the con tri buti on of

the Fren ch In tersu bj ectivist Sch ool to the theory of s ocial 

conven ti on and our understanding of s pec u l a tive and mimeti c

beh avi or on stock market s . Th ey disagree ,h owever, on its con-

cen tra ti on on conven ti on s , wh i ch of fer a on e - s i ded , vo lu n t a ri s-

tic vi ew of s ocial stru ctu re (pri ces are en ti rely indepen dent of

the su rrounding social sys tem and econ omy, and depend on 

the mutu a lly rei n forcing bel i efs of m a rket parti c i p a n t s ) . Th e

a ut h ors favor Shill er ’s Keynesian acco u n t , wh i ch ach i eves a

m e a n i n gful causal ex p l a n a ti on of s tock market beh avi or by

i nvoking a plu ra l i ty and con f lu en ce of c a u s e s .

Incentives in HMOs

M A RTIN GAY N O R, JAMES B. R E B I T Z E R,

and LOWELL J. TAY LO R

Working Paper No. 340, October 2001

www.levy.org/docs/wrkpap/papers/340.html

A sys tem of financial and nonfinancial incen tives that rew a rd s

m a n a ged care physicians for limiting medical ex pen d i tu res is

con troversial to the ex tent that it indu ces them to take acti on s

on beh a l f of p a ti ents that differ from those they would take in

the absen ce of i n cen tive s . On the other hand, su pporters of

m a n a ged care are con cern ed abo ut policy initi a tives that

m a ke it difficult for HMOs to implem ent ef fective incen tive

s ys tem s . In this working paper, Ma rtin Gay n or of Ca rn egi e

Mell on Un ivers i ty, Re s e a rch As s oc i a te James B. Rebi t zer of

Case We s tern Re s erve Un ivers i ty, and Lowell J. Tayl or of

Ca rn egie Mell on Un ivers i ty analy ze the impact of con tract s

that give physicians in an HMO net work a financial incen tive
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to redu ce medical ex pen d i tu re s . Th eir stu dy shows that co s t -

con t a i n m ent incen tives have a stati s ti c a lly and econ om i c a lly

s i gnificant ef fect on ex pen d i tu res for pati en t s’ m edical serv-

i ce s . These ex pen d i tu res rel a te mainly to outp a ti ent ra t h er

than inpati ent servi ces and are redu ced by abo ut 5 percen t .

The stu dy con f i rms the con cern that incen tives indu ce phys i-

cians to take acti ons on beh a l f of p a ti ents that differ from

those they would ch oose wi t h o ut incen tive s . However, t h ere is

no evi den ce that financial incen tives advers ely affect standard

qu a l i ty indicators ; ra t h er, physicians appear to re s pond to

qu a l i ty incen tives by improving qu a l i ty.

The authors’ research into the organizational economics

of an HMO relies on three key elements: detailed knowledge

of the structure of the incentive system, development of a

model of behavior tailored to this setting, and detailed data

on the outcomes. Their HMO’s incentive system had two

noteworthy features. First, primary care providers (PCPs)

ch o s en by each pri m a ry care physician in the net work

received specific financial rewards if their average medical

utilization expenditures were below a target level. Second,

incentive contracts were group-based: rewards were based on

the performance of panels of primary care physicians rather

than individual doctors. The authors note that panels of

doctors (PODs) were haphazardly assembled by the HMO 

without regard to POD size.

A model was formulated to understand the nature of the

group incentive and to derive testable predictions for its

effect on physician behavior. In modeling the difference

between the medical services desired by a patient if he or she

does not bear any of the costs versus the level of service if the

patient pays, the authors show that for any chosen bonus

level and target, the difference depends on the unobservable

clinical needs and preferences of the patient. In addition,the

model points out the rationale for implementing a bonus

scheme on a group basis. The marginal disutility of allocat-

ing medical care is not necessarily equalized across doctors,

even when they have identical preferences. The HMO can

reduce this disparity by adjusting the physician’s target on the

basis of observable patient characteristics (such as age and

gender), and grouping physicians and providing bonuses

based on observed group outcomes. Pooling pati ents ac ro s s

doctors can redu ce the differen ce ac ross pati ents in the 

m a r ginal disuti l i ty of ra ti oning care . The theory su gge s t s

t h a t , a ll else being equ a l , physicians who have a small share

of the POD’s pati ents wi ll provi de high er levels of m ed i c a l

s ervi ces than wi ll physicians with larger share s . Si m i l a rly,

per- p a ti ent ex pen d i tu res wi ll be high er in large PODs.

To examine the correlation between medical utilization

spending and the intensity of incentives to limit it, data 

from about 1,000 PCPs and 100 PODs in the HMO were

analyzed for the period 1994 to 1997. The results show that

physicians are clearly responsive to financial incentives and

incentive contracts reduce medical utilization expenditures.

Consistent with theory, as the number of physicians in a

POD increases,the panel is less likely to win back their with-

hold by about 10 percent of the mean. Under the HMO’s

incentive system, PCPs can reduce medical expenditures by

lowering the number of office visits by patients or reducing

specialist referrals. In smaller PODs, expenditures are cut on

services and procedures that generate fees for other physi-

cians. Analysis shows that by increasing panel size from 10 to

12 physicians, outpatient spending increases about 5 percent

above the mean, and expenditures about 7 percent. The

empirical study of POD size and variation over time shows

that use of group incentives can lead to a more efficient allo-

cation of resources among an HMO’s patients than incen-

tives geared toward individual physicians.

The authors linked quality incentives based on preventive

care and indicators of patient satisfaction to cost-control

incentives for the year 1997, the first year that the HMO’s

incentive system incorporated quality measures. They found

a statistically significant and negative relationship between

(stop-loss) expenditures and quality; i.e.,panels with the best

quality scores had the lowest average expenditures.

These results are consistent with the notion that the

HMO’s incentive system moves physicians to offer both

l ower- cost care and care with high er measu red qu a l i ty.

Therefore, physicians respond positively to incentives for

metered quality and there is no evidence that properly

designed incentive systems adversely affect quality.
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NEW RESEARCH STAFF

Re s e a rch As s oc i a te Robert E. Ca rpen ter is an assistant profe s-

s or of econ omics at UMBC. His current re s e a rch areas in-

clu de the theory of the firm , financial econ om i c s , and mac ro -

econ om i c s . He is the coa ut h or, with Bru ce Peters on , of t wo 

fort h coming publ i c a ti on s : “Capital Ma rket Im perfecti on s ,

Hi gh - Tech Inve s tm en t , and New Equ i ty Financing” in the

Economic Jou rn a l and “ Is the Growth of Sm a ll Firm s

Con s tra i n ed by In ternal Finance ? ” in the Revi ew of Eco n o m i cs

and St a ti s ti cs. Ca rpen ter con du cted re s e a rch at the Claus M.

Ha lle In s ti tute for Global Le a rning at Emory Un ivers i ty, wh ere

he stu d i ed the ef fects of Eu ropean integra ti on on the growt h

of Eu ropean firm s , access to finance , and govern a n ce stru c-

tu re s . He received a Ph.D. in econ omics from Wa s h i n g ton

Un ivers i ty.

NEW BOOK IN THE LEVY INSTITUTE BOOK SERIES

How can the pers i s tent wors ening of the income distri buti on in

the Un i ted States in the 1980s and 1990s be ex p l a i n ed? Wh a t

a re the pro s pects for the reem er gen ce of su s t a i n a ble pro s peri ty

in the U. S . econ omy over the next gen era ti on ?

Co rpo ra te Govern a n ce and Su s t a i n a ble Pro s peri ty, the late s t

in the Levy Econ omics In s ti tute Book Seri e s , ad d resses these

i s su e s . It is ed i ted by Wi lliam Lazon i ck and Ma ry O’ Su ll iva n

and publ i s h ed by Pa l grave . The book focuses on the microeco-

n omics of corpora te inve s tm ent beh avi or, e s pec i a lly as ref l ected

in inve s tm ents in integra ted skill bases, and the mac roecon om-

ics of h o u s ehold saving beh avi or, p a rti c u l a rly in rega rd to the

growing probl em of i n ter gen era ti onal depen den ce by reti ree s

on em p l oyee s . S pec i f i c a lly it analy zes how the com bi n ed pre s-

su res of exce s s ive corpora te growt h ,i n tern a ti onal com peti ti on ,

and inter gen era ti onal depen den ce have influ en ced corpora te

i nve s tm ent beh avi or over the past two dec ade s .

Pa rt One sets out a pers pective on how corpora te inve s t-

m ent in skill bases can su pport su s t a i n a ble pro s peri ty. Pa rt Two

pre s ents studies of i nve s tm ents in skill bases in the mach i n e

too l , a i rc raft en gi n e , and medical equ i pm ent indu s tri e s .

Pa rt Th ree provi des a com p a ra tive and historical analysis of

corpora te govern a n ce and su s t a i n a ble pro s peri ty in the Un i ted

S t a te s , Ja p a n , and Germ a ny. By integra ting a theory of i n n ova-

tive en terprise with in-depth em p i rical analyses of i n du s tri a l

development and international competition, Corporate

Govern a n ce and Su s t a i n a ble Pro s peri ty ex p l ores the rel a ti on

bet ween ch a n ges in corpora te re s o u rce all oc a ti on and the 

pers i s ten ce of i n come inequ a l i ty in the Un i ted States in the

1980s and 1990s.

Con tri butors to the vo lume inclu de Beth Al m ei d a , Robert

Forra n t , Mi ch ael J. Ha n del ,Wi lliam Lazon i ck , Philip Mo s s , Ma ry

O’ Su ll iva n , and Ch ris Tu lly. E d i tors Lazon i ck and O’ Su ll ivan are

Levy In s ti tute re s e a rch assoc i a te s , as is con tri butor Ha n del .

CONFERENCE

The 12th Annual Hyman P. Minsky Conference on

Financial Structure

April 25, 2002,

The Roosevelt Hotel, Madison Avenue and 45th Street,

New York City

Regi s tra tion and pro gram info rm a tion wi ll be po s ted on the

Levy In s ti tu te web s i te (www. l ev y. o rg) as it be comes ava i l a bl e .

CALL FOR PAPERS

Economic Mobility in the United States and 

Other Advanced Countries

October 18–19,2002,

Annandale-on-Hudson, New York

Organizer: Edward N. Wolff,

Levy Economics Institute and New York University

It has been argued that rising inequ a l i ty in the Un i ted State s

and several other adva n ced co u n tries is not a probl em

because it is measu red using annual incom e , while mobi l i ty—

the movem ent of h o u s eholds from one income group to

a n o t h er—has ri s en over ti m e . Th erefore , the argument goe s ,

INSTITUTE NEWS
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over an indivi du a l ’s lifetime inequ a l i ty may actu a lly decl i n e .

Moreover, the high er degree of i n equ a l i ty (com p uted on the

basis of a n nual income) in the Un i ted States as com p a red to

o t h er indu s tri a l i zed co u n tries may be of fs et by high er U. S .

m obi l i ty. One obj ective of this con feren ce is to determ i n e

wh et h er these arguments are tru e .

Focus is on empirical research on economic mobility in

the United States and other advanced countries. Potential

topics include:

1. Mobility in jobs, earnings, income, wealth,

and other indicators of well-being over a lifetime

2. The distribution of lifetime income and

other measures of lifetime resources

3. Intergenerational mobility in income, wealth,

and other indicators of well-being

4. Changes in mobility, both over a lifetime

and across generations

5. International comparisons of mobility,

both over a lifetime and across generations

Please e-mail an abstract of the propo s ed paper to Fra n ces M.

S pring at s pri n g @ l ev y. o rg by April 1, 2 0 0 2 .

P U B L I CATIONS AND PRESENTAT I O N S

PUBLICATIONS AND PRESENTATIONS BY

LEVY INSTITUTE SCHOLARS

WYNNE GODLEY Distinguished Scholar

Publication: “Recession,USA.” Guardian, October 23.

PHILIP ARESTIS Visiting Senior Scholar

Pu bl i c a ti on s : “Wi ll the Eu ro Bring Econ omic Crisis to

Eu rope ? ”( with Ma l colm Saw yer ) . In P. Are s ti s , M .

Bad del ey, and J. Mc Com bi e , ed s . , What Gl obal Eco n o m i c

Cri s i s ? Ba s i n gs to ke : Pa l grave , 2 0 0 1 ; Mo n ey, Fi n a n ce and

Capitalist Devel opm en t ( ed . with Ma l colm Saw yer ) .

Nort h a m pton , Ma s s . : E dw a rd Elga r, 2 0 0 1 ; Eco n o m i cs of

the T h i rd Way: Experi en ce from around the Wo rl d

( ed . with Ma l colm Saw yer ) . Nort h a m pton , Ma s s . : E dw a rd

E l ga r, 2 0 0 1 ; The Eu ro: Evol u tion and Pro s pe ct s ( ed . wi t h

An d rew Brown and Ma l colm Saw yer ) . Nort h a m pton ,

Ma s s . : E dw a rd Elga r, 2 0 0 1 ;“ Explaining the Eu ro’s In i ti a l

Decl i n e” ( with Ma l colm Saw yer, Iris Bi ef a n g - Fri s a n ch o

Ma ri s c a l , and An d rew Brown ) , Ea s tern Economic Jou rnal 2 7

( 2 0 0 1 ) ; Mo n ey, Ma croe co n o m i cs and Keynes: Es s ays in

Ho n our of Vi cto ria Chick , Volume I ( ed . with M. Desai and

S . Dow ) . Lon don : Ro ut l ed ge , 2 0 0 2 ; Met h od ol o gy,

Mi croe co n o m i cs and Keynes: Es s ays in Ho n our of Vi cto ri a

C h i ck , Volume II ( ed . with M. Desai and S. Dow ) .

Lon don : Ro ut l ed ge , 2 0 0 2 .

Presentations: “The State of Economic Integration and

Obstacles to Full Employment,” WSI-Herbstforum,

Düsseldorf, November 29–30;“Fiscal and Monetary Policies

in the Eurozone,” Berlin, October, and Salvador, Brazil,

December; “Economics of the Third Way and European

Macropolicies,” Bad Mitterndorf, Austria, January 5;

“Inflation Targeting: What Have We Learned?”

Austrian National Bank, Vienna, January 7.

WA LTER M. C A D E TT E Senior Scholar

Publication: “Two Decades of Overstated Corporate

Earnings.” Quarterly Commentary of Sanders Research

Associates Limited, Third Quarter, 2001.

Presentation: “Corporate Profits, a Miracle of Modern

Bookkeeping,” Institute of Directors conference, London.

JAMES K. G A L B RAITH Senior Scholar

Presentations: “The Price of the War System,” New School

University, New York City, November 8; Keynote speaker,

Conference on Globalization and Development, China

Academy of Social Sciences, Wuhan, China, November 21;

“Increasing Inequality in China: Further Evidence from

Official Sources,1987–2000,” Allied Social Science

Association Meetings, Atlanta, January 4–6, 2002.
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JOEL PERLMANN Senior Scholar

Publications: Women’s Work?: American Schoolteachers,

1650–1920 (with Robert A. Margo). Chicago: University of

Chicago Press, 2001; Editor (with Mary Waters), Counting

Races, Recognizing Multiracials. New York: Russell Sage

Foundation Press, 2002. Appointed to the board of advisors

for the forthcoming Harvard University Press book 
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