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ECO301 MACROECONOMIC POLICY


KEYNES, KALECKI AND THE FAILURE OF THE CLASSICAL EQUILIBRATING MECHANISM: THE RATE OF INTEREST

Last week we examined the Classical economic model in the form of Say’s Law and the Irving Fisher Quantity Theory of Money Equation and their interaction. We saw that the tendency for the model to tend to equilibrium depended on ‘automatic adjustments’ brought about through the perfectly flexible adjustment in prices (notably real interest rate and real wages).

The specification of the model and the assumption of flexible prices – both upward and downward - presented problems for some theoretical and applied economists.  The specification presented problems because to these economists the model in the Classical form did not contain essential and important features of the working of the market economy and so could not shed light on some important features of the workings of the economy.  Or, perhaps worse, gave us an inaccurate view of the working of the economy and so led us to not properly understand the working of the economy, that in turn made us incapable of devising appropriate policies – if policies were indeed necessary or desirable.

The attack on the Classical model began from the late 18th century but the successful development of a theoretical argument to counter the Classical notion that the economy tended toward some form of optimal operating conditions – equilibrium- was not until the 1936 publication of John Maynard Keynes’ General Theory of Employment, Interest and Money. A Polish economist Michal Kalecki also independently produced work at around the same time countering the Classical propositions.  So the two names are often associated in this regard but Keynes is more often regarded as the father of modern macroeconomics and is by far better known.

Keynes’ model begins by attacking the structural features of the Classical model.  Whereas the Classical model was set out in real terms with no fundamental role for money and there were only ‘fungible individual’ buyers and sellers interacting in markets, the Keynes/Kalecki approach contrasted this approach with the assumptions that two essential features of the market economy were:

(a) a monetary economy, which is largely the product of conventions or rules that have emerged over time;

(b) social classes, (workers, capitalists/entrepreneurs, rentiers), which are affected by price movements in different ways and, therefore, react differently to actual or expected changes in wages, interest rates and other prices.

So in the Keynes/Kalecki approach they dispense with the barter economy and with 'fungible' individuals. Instead they have a monetary instead of a barter economy and they have social classes, notably the owners of firms (capitalists) and the owner of labour (workers), they also have savers and investors.  In effect, they have identifiable classes of people in the economy and not the amorphous individuals of the Classical model.  They go on to show that the whole argument of the necessity for macroeconomic policy comes back to the effectiveness of price adjustment (notably the interest rate) as a co-ordinating mechanism. Acocella
 (p.135)  provides a concise overview of Keynes’ analysis, he writes:

“Keynesian analysis focuses on the changes in employment caused by changes in aggregate demand and behavioural parameters.

Compared with the classical argument hat changes in relative prices would always be able to ensure that aggregate demand was at the full employment level, the Keynesian view is that nominal price movements are slow relative to changes in quantities.  The stickiness of nominal prices (especially their downward rigidity) is a consequence of the distributive conflict between the various classes of income earner: each individual will tend at least not to reduce the price of the good he supplies fearing that the prices of the goods he purchases will remain unchanged or will rise.  Paradoxically, a monetary economy makes it more difficult to coordinate the decisions that determine the income distribution.”

We should be able to see from the above that the structure of the Keynesian model (being a monetary model rather than a dichotomous model of the Classical type) leads to a different type of analysis.  Conspicuously, there is an intricate interaction between nominal and real variables – this was certainly not the case in the Classical model.  In this way Keynes/Kalecki are able to develop a model of the economy that leads to different conclusions to the Classical model that they thought was inherent weak in its explanation of the workings of market economy.  In the remainder of this lecture we shall focus on their explanation of the failure of the Classical interest rate as an equilibrating mechanism.

Keynes describes a situation in which there is involuntary unemployment as an ‘underemployment equilibrium’. This is an equilibrium position only in the sense that there is no tendency to move from it - it is not a market-clearing position since the demand for labour is less than the supply of labour at the existing real wage rate.

If there is involuntary unemployment the issue is how the economy can be moved to the market-clearing full employment position. So in this model the possibility exists that, in the current period, saving is greater than investment and hence that effective demand (for goods and services) is too low. 

In the Keynesian approach one possible reason for this is that the decision to save is different from the decision to invest and that the two decisions are made by different social classes of people, households and firms respectively. Thus, current actual income may differ from the long-run equilibrium level of income because there is a lack of coordination between saving activities and investment activities.  People can only make plans on what they think their income for the current period is going to be. They can make saving plans but these plans may not be fulfilled - whether their plans will be fulfilled depends on macroeconomic forces outside of the control of individuals.  This is the famous Keynesian ‘under-full-employment ‘ equilibrium that can be demonstrated using the ‘Keynesian Cross’.
Once we have two sets of actors the possibility of a lack of co-ordination arises. In a simple Keynesian model, firms need to estimate the likely future demand for their products but this will depend on the consumption decisions made by households. Households, in their turn, make decisions based upon their predicted income level but this will depend on the investment decisions of firms. There is no logical reason why the decisions of households and firms should match up. 

However, we have seen that the co-ordination problem should be overcome by signals conveyed to the two groups by the real rate of interest. The problem is that in a Keynesian two-sector (goods market and money market) model, the decision to save or consume is a financial decision. Saving is simply subtraction from demand and thus a decision to increase saving causes a reduction in demand for goods and services. Savings are held as financial assets. Whether firms choose to make use of the total amount of savings depends on the view that firms take about the likely profitability of investment. Keynes expresses this in terms of the marginal efficiency of capital and the 'animal spirits of entrepreneurs'.  In order to seal an important part of this interest rate failure argument, Keynes presents various situations under which a fall in the nominal or real interest rates may not lead to a rise in investments.

(a) animal spirits

Interest rates may have an important role in determining the level of investment but the level of investment is more likely to depend on the view firms take of their ability to sell their output in future periods. As long as businessmen think that there will be only low demand for their products in the future, they will not borrow in order to invest and increase output, even if they can borrow at low rates of interest. Hence, starting from a position where planned saving is greater than planned investment, a fall in interest rates might not cause investment to increase sufficiently to move the economy to equilibrium.

(b) forecast demand

This leaves us with the question of how firms decide whether they are likely to be able to sell their goods in the future. This will depend on their estimate of future aggregate demand. In assessing this, they might take account of the existing level of aggregate demand, the direction in which it is currently moving and its rate of change, the current level of unemployment, the current level of profits and so on. Their optimism or pessimism might or might not be soundly based. Because of this, attitudes are subject to rapid and frequent change and investment is highly volatile. We can draw an interest-elastic investment function but it will be subject to sudden shifts. Any change in interest rates might be dominated by shifts in the function.

(c) falls in real interest rates would be viewed pessimistically for the future 

Worse still, Keynes argued that falls in real interest rates would be viewed pessimistically by firms since they imply a fall in demand (increased demand would push up the demand for money and hence push up interest rates). Therefore, a fall in the real interest rate might cause an inward shift in the demand for investment curve. 

(d) paucity of investment funds

Even if firms wished to invest as the interest rate fell, they might not be able to obtain funds from banks since bank managers are conservative and more likely to be gloomy about the prospects of firms than the firms are themselves. Although Keynes did not express it in this way, we have here a case of asymmetric information. Banks cannot have as much information about the prospects of firms as the firms do themselves and they are likely to respond to this by taking a cautious view. 

Could not, then, firms obtain funds directly from the market? Could they not raise capital to invest by issuing long-term bonds on the bond market or new shares on the stock market? 

(e) interest rates do not fall enough

To add to Keynes’s case, we must consider the possibility that the interest rate does not fall in recession or, more realistically, that it does not fall sufficiently fast to take us back to equilibrium in any reasonable period of time. We shall see that the same argument also suggests that firms wishing to invest would have difficulty raising funds directly from financial markets.

Recall that in the simple classical model above, interest rate was seen as being determined by the interaction between real savings and real investment decisions and was regarded as a reward for ‘waiting’ i.e. for postponing consumption. Since, in a Keynesian model, the principal influence on saving is the current level of income rather than the interest rate, the rate of interest can no longer be seen as a reward for ‘waiting’ especially as a decision to increase planned savings may not, in fact, generate an actual increase in saving. Thus, the rate of interest in a model of this kind is not determined by the relationship between real savings and real investment.

So, starting with a model specification that is not dichotomous, but allows for the interaction of nominal and real variables, Keynes is able to argue that the rate of interest (the nominal rate of interest) is not able to bring about the equalisation of savings and investment as the Classical model suggests
. Keynes is thus able to argue that there are various factors that might lead to a fall in nominal and even real interest rates being unable to bring about an increase in investments – as may be necessary for equilibrium.  

According to Keynes the decisions households make about how to hold their savings determine the rate of interest. This explanation is known as Keynes' liquidity preference theory of interest rates – 

(i)
people hold savings as financial assets where 
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(ii) then decide whether to hold those savings in the form of liquid or illiquid financial assets, 
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where L is a negative function.  This essentially means that as interest rate increases people will want to hold less of their wealth in money (liquid assets).  There is an inverse relationship between the demand for liquid assets and interest rates.

In his liquidity preference theory "the interest rate 'is the reward for parting with liquidity' for a certain period" (Acocella, p. 137). We may see this in these terms, that in the absence of inflation, money is by definition the perfectly liquid financial asset and we can express the demand for liquidity as the demand for money. If people choose to hold their assets in a more liquid form than previously (the demand for money increases), issuers of other financial assets wishing to borrow in financial markets will need to raise interest rates in order to attract funds back to them. It is in this liquidity sense, that, in Keynes' view, the interest rate is the price that brings the demand and supply of money into equilibrium.

So, to summarise Keynes’ attack on the Classical model as it relates to the failure of the interest rates as an automatic adjustment mechanism, he argued:

(a)
a fall in interest rates might not persuade firms to invest, if they are not confident they will be able to sell the extra product resulting from their investment;

 

(b)
even if firms wish to invest at existing interest rates, they might not be able to obtain funds because:

(i)  they cannot sell long-term bonds in order to raise funds since long-term bonds are illiquid and, in conditions of pessimism about the future, households prefer to hold their savings in liquid form; and

(ii) they cannot borrow from banks to invest because banks are conservative and lack confidence in firms’ assessment of their ability to sell their product in a depressed market.

 

This argument, interest rates are sticky and may, indeed, be downwardly rigid is known as the liquidity trap.  "The liquidity trap is a situation in which the public is prepared, at a given interest rate, to hold whatever amount of money is supplied.  This implies that the LM curve is horizontal and that changes in the quantity of money do not shift it.  In that case, monetary policy carried out through open market operations have no effect on either the interest rate or the level of income.  In the liquidity trap, monetary policy is powerless to affect the interest rate" (Dornbusch, Fischer and Startz, 2001. p.245)
.

The inability of monetary policy to shift the economy due to the liquidity trap was for a long time seen as a theoretical construct not likely to be observed.  In recent years, however, Paul Krugman has famously interpreted Japan's economic recession since the mid-1990s as a case of the liquidity trap - see Manfred Gartner (2003)
 that explains this brilliantly.

Tutorial Questions

1. (a)  Explain Keynes criticism of the Classical model with respect to the interest rate as an automatic adjustment mechanism.
   (b)  Explain Paul Krugman's use of the liquidity trap to explain Japan's prolonged economic recession.

2.
For Keynes, movement in the rate of interest may not function to bring about the equality of savings and investment at the full-employment level of output, consequently, the economy could be stuck in under-full-employment equilibrium.  Elucidate and Explain.
INDICATIVE ANSWER
Explain Keynes’ arguments of the failure of the Classical interest rate as an equilibrating mechanism able to bring about full employment. … If there is involuntary unemployment the issue is how the economy can be moved to the market-clearing full employment position. So in this model the possibility exists that, in the current period, saving is greater than investment and hence that effective demand (for goods and services) is too low. 

In the Keynesian approach the decision to save is different from the decision to invest and that the two decisions are made by different social classes of people, households and firms respectively.   
In order to seal an important part of this interest rate failure argument, Keynes presents various situations under which a fall in the nominal or real interest rates may not lead to a rise in investments (a) animal spirits; (b) forecast demand; (c) falls in real interest rates could be viewed pessimistically for the future; (d) paucity of investment funds; (e) interest rates do not fall enough.

Keynes is able to argue that the rate of interest (the nominal rate of interest) is not able to bring about the equalisation of savings and investment as the Classical model suggests
. Keynes is thus able to argue that there are various factors that might lead to a fall in nominal and even real interest rates being unable to bring about an increase in investments – as may be necessary for equilibrium.
*****
� Acocella, Nicola (1998), The Foundations of Economic Policy, Cambridge University Press.


� Of course, the Classical equilibrating interest rate is not the nominal interest rate but the real interest rate.


� Dornbusch, Fischer and Startz (2001) Macroeconomics, 8th edition McGraw-Hill Irwin, International Edition.


� Manfred Gartner (2003), Macroeconomics, FT Prentice Hall.


� Of course, the Classical equilibrating interest rate is not the nominal interest rate but the real interest rate.
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