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THE IMPACT OF Keynes’s work in the
1930’s has been viewed by some
economists as a “revolution” in economic
thinking (see Lawrence R. Klein [56,
1947]). Yet, to those who were most
closely associated with Keynes at Cam-
bridge during that period, the revolution
proved largely abortive. Over the past 30
years, many of Keynes’s critical insights
into the workings of a modern, technologi-
cally advanced economy seem to have
been ignored, with the result that there
has been little fundamental change in the
way economists perceive the world. Those
one-time associates of Keynes, joined by a
small number of the younger generation
at Cambridge and elsewhere, have con-
sistently tried to highlight the incompati-

1 The term neo-Keynesian has also been used. It
should be added that Keynes’s is only one of the
contributions upon which the new approach is based.
Certainly the work of Michal Kalecki has been no less
important than that of Keynes; and to the extent that
the new approach rests on the theory of value which
grows out of the work of John von Neuman and Piero
Sraffa, those names need to be mentioned as well.
Indeed, to Marxists the work of Sraffa is seen as being

bility of Keynes’s views with orthodox the-
ory even as they worked to develop more
fully a “generalization of The general the-
ory” (see Joan Robinson [78, 1952]).

This generalization may be said to
represent, in Thomas Kuhn’s sense [62,
1962], a new paradigm; and since it ex-
tends the analysis set forth in Keynes’s
Treatise on money (1930) and The general
theory, it can be termed post-Keynesian.!
Few American economists seem aware of
the major works that have contributed to
the development of this new paradigm?
and fewer still, even among those likely to
be sympathetic, seem to be aware of the

the most fundamental of all, and they are likely, as
a result, to refer to the new approach as neo-Ricar-
dian.

2 The American tradition is more representative of
Keynesianism than of Keynes’s own work. See, for
example, the distinction set out by Axel Leijonhuf-
vud [63, 1968]. Even he now admits that his own
interpretation is based on Walrasian rather than Mar-
shallian principles and, thus, not a valid representa-
tion of Keynes’s work [64, Leijonhufvud, 1974]. The
distinction he draws, however, still holds true.
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possible significance of the new ap-
proach.?

Part of the problem has been the diver-
sion created by the “Cambridge contro-
versy” over the theory of capital (see
Geoffrey C. Harcourt [23, 1972]). While it
is true that some of the elements of post-
Keynesian theory became better known
through the criticisms by Cambridge,
England, of the treatment of capital in the
neoclassical growth models favored by
Cambridge, Mass., the debate has none-
theless left the misleading impression
that the adversaries from across the Atlan-
tic had only a negative critique to offer,
one which applied only to highly abstract
capital theory and which only persons
skilled in mathematics could understand.

The purpose of this review article is to
provide a guide to the post-Keynesian lit-
erature, not only noting the basic works
but also bringing out the salient features
of the new approach. The paper divides
into four parts, each dealing with a sepa-
rate distinguishing characteristic of the
post-Keynesian approach, plus a brief con-
cluding section. The four distinguishing
characteristics emphasized are (1) growth
dynamics, (2) distributional effects, (3) the
Keynesian constraints, and (4) the micro-
economic base. No attempt is made to pro-
vide a substitute for all the various aspects
of the orthodox viewpoint in economics;
nor indeed is the new theoretical struc-
ture meant to displace all of the old.
Nonetheless, implicit in the paper is the
view that post-Keynesian theory has the
potential for becoming a comprehensive,
positive alternative to the prevailing neo-
classical paradigm. Trying to grasp this po-
tential from the arguments about capital

3 However, one should point out the work of
Sidney Weintraub as one of the few American econ-
omists to appreciate the extent of Keynes’ contri-
bution towards over-throwing the neoclassical
orthodoxy. (See Weintraub [102, 1959; 103, 1966].)

4 Many critics have mistakenly focused on these
issues as being the central ones of post-Keynesian
economics. (Cf. Mark Blaug [7, 1974] and Joseph Sti-
glitz [99, 1974).)
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reversal and double-switching,* however,
is likely to be just as treacherous as trying
to understand the marginalist revolution
of the late 19th century from the debate
over the “wages fund” doctrine.

I. Growth and Dynamics: History and
Time

Post-Keynesian theory, in contrast to
other types of economic analysis, is con-
cerned primarily with the depiction of an
economic system expanding over time in
the context of Aistory. This point means
that not only must time rates of change be
included in the analysis but also the basis
for change—the impact of both past his-
tory and expectations about the future on
the current decisions that are bringing
about the change—must be taken into ac-
count. It is through investment and sav-
ings behavior that this influence of past
history and expectations about the future
is felt. To incorporate this influence into
the analysis, one must therefore make ex-
plicit allowance for the role of investment
and savings, not only at the macroeco-
nomic level but at the micro level as well.
This first distinguishing characteristic of
post-Keynesian theory—its being rooted
in a dynamic process—is sufficient by itself
to set the new approach apart from the
neoclassical model, especially that variant
found in most textbooks, the one which
begins with the analysis of the individual
household and the individual firm in static
equilibrium.

The dynamic element in post-Keynes-
ian theory can be traced to the influence
of Roy Harrod,’ in particular his funda-
mental equation. The equation is better

5 See his Economica discussion [25, 1934; 26, 1934]
with D. H. Robertson as well as the hints laid in his
Trade cycle [27, 1936] and the final paragraph of his
review [28, 1939] of Keynes’s General theory. The
publication of Keynes’s correspondence with Harrod
suggests that Harrod’s dynamic theory grew out of
discussions between Harrod and Keynes about the
dynamic aspects of Harrod’s book as applied to The
general theory. (See Keynes [55, 1973, XIV, pp.
150-79, 298, 321-50].)
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known to Americans as the Harrod-
Domar formula,® and in the form, G= ‘f—),
with G as the rate of growth of national
income, s as the average propensity to
save and v as the capital/output ratio. This
equation provides the starting point not
only for the post-Keynesians but for the
various neoclassical growth theorists as
well. (See R. M. Solow [92, 1956; 93, 1970],
T. W. Swan [100, 1956], and J. E. Meade
[68, 1962]; all of whom have sought to
make the neoclassical model more rele-
vant to a world known to be experiencing
continuous economic expansion, but with
the analysis carried out at the macroeco-
nomic level only.) Where the two ap-
proaches diverge is in how the fundamen-
tal equation is elaborated. The neoclassical
growth model modifies the Harrod-
Domar formula by insisting that at least
two factors of production—homogeneous
aggregate capital” and labor—Dbe taken ex-
plicitly into account, with changes in their
relative scarcities and prices in a long-
period context the main explanatory vari-
ables.

The post-Keynesian approach modifies
the assumption that the average propen-
sity to save—s in the equation—is constant
by allowing changes in the distribution of
income and differences in the propensity
to save out of different incomes to affect
aggregate savings ratios.® This line of in-
quiry has been pursued by Mrs. Robinson
[80, 1956; 81, 1962; 85, 1971], N. Kaldor
[38, 1956; 40, 1959; 43, 1961], N. Kaldor
and J. Mirrlees [46, 1962], and L. L. Pasi-
netti [75, 1962; 76, 1966]; and their work
constitutes the main body of post-Keynes-

8 See Harrod [28, 1939; 29, 1948; 30, 1973]. Pasi-
netti [77, 1974, pp. 93-95] makes clear the independ-
ent contribution of Domar.

7 One of the first important questions raised by the
post-Keynesians about neoclassical theory was
whether it was possible to define any homogeneous
set of goods as “capital,” and this was before the
appearance of the neoclassical models of growth
which became the focal point of the capital contro-
versy. (See Robinson [79,1954] and Sraffa [95,1960].)
The first use of aggregate capital in a neoclassical
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ian literature. Professor Joan Robinson’s
The accumulation of capital is typical of
this literature, making clear its concern
with the problems of an economy expand-
ing over time [80, 1956]. In order to em-
phasize the influence of clock-time and
history on the process of growth, the argu-
ment is carried out through the method of
comparing economies that have digested
any short-period changes that might
momentarily disturb their expansion path.
By then showing how the expansion of one
economy is affected over time relative to
the other by differences in specific varia-
bles, Mrs. Robinson is able to isolate the
most critical determinants of the long-run
growth of a developed, market-oriented
economy. These determinants are (1) the
initial endowment of capital equipment,
(2) the real wage rate (and thus, given the
assumptions employed, the real savings
rate), (3) the rate of growth of the labor
force, and (4) the rate of technical progress
[80, 1956, Book II].

More important than the specific con-
clusions reached, however, is the method
of analysis employed: the comparison of
alternative growth paths based on a differ-
ence in one of the underlying variables in
one but not the other economy. The pur-
pose behind this approach is to replace
what Mrs. Robinson refers to as “pseudo-
causal” models predicated on “logical”
time with historical models that are em-
pirically testable predicated on real time
[81, 1962, pp. 23-29]. The key point is that
causation is not the same as simultaneity
of determination; one cannot infer the one
from the other as the usual static equilib-

production function as a basis for a model of growth
is in Solow [92, 1956] and Swan [100, 1956}, building
on the earlier static use of aggregate capital found
in Clark [8, 1899] and Wicksell [104, 1934].

8 The effect on the savings ratio of the distribution
of income and the association of a higher propensity
to save out of profits than out of wages are both found
in Keynes’s Treatise and The general theory. Keynes,
however, did not countenance the constancy of these
values over time.
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rium analysis, based on the neoclassical
model, attempts to do.?

The purpose of the exercise in compara-
tive dynamics is not to show how some
hypothetical economy can expand indefi-
nitely over time given certain underlying
conditions. It is rather to explain why, as
the historical record bears such strong wit-
ness, the expansion path of a free enter-
prise economy is likely to be so erratic.
Post-Keynesians are thus ultimately con-
cerned with the analysis of the economy
in disequilibrium, but this presents meth-
odological problems not encountered
when the concern is simply with what
conditions would be consistent with the
system being in a steady state of rest.}®

To handle these problems, post-Keynes-
ians first consider explicitly the conditions
required for a steady rate of expansion,
based on the warranted growth rate given
by the Harrod-Domar formula. Once this
has been done, the actual observed rate of
growth can be analyzed in terms of (1) a
change in the warranted growth rate due
to a change in one of its underlying deter-
minants and (2) the forces operating in the
short run to divert the economy from its
warranted growth path. Approaching the
problem of disequilibrium in this manner
gives rise to the distinction found in the
post-Keynesian literature between long-
period analysis, focusing on the determi-
nants of the warranted growth rate; and
the short-period analysis, focusing on cy-
clical deviations in the actual rate relative
to the warranted rate. The methodologi-
cal point is that the deviations cannot be
understood except with respect to some
reference growth path. The mistake that
is all too frequently made is not just in
confusing the long- and the short-period
adjustments (or the difference between

®See L. L. Pasinetti [77, 1974, pp. 45-48); F. H.
Hahn [20, 1973, p. 15).

10 See Robinson [81, 1962, pp. 6-7]. Thus Blaug [7,
1974, p. 82], in arguing that post-Keynesian theory

is concerned only with long-run steady-state growth,
has missed the essential point.
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closed, equilibrium and open, causal mod-
els) but in leaving out the short-period al-
together, thereby fusing the actual and
warranted rates into one through the be-
lief that technical substitutability is suffi-
cient to establish the validity of Say’s Law.

II. Distributional Effects

A second distinguishing characteristic of
post-Keynesian theory is that the distribu-
tion of income is considered integral to the
explanation of economic activity. Rather
than ignoring this factor altogether or as-
suming that it can be derived from the
technological nature of the production
process, post-Keynesian theory treats the
distribution of income as a variable di-
rectly linked to the rate of economic ex-
pansion—one which, moreover, may well
be subject to political manipulation. In-
deed, the simple versions of the post-
Keynesian model have been set up to
show how control over the rate of invest-
ment implies control over the distribution
of income and the rate of profit (see Pasi-
netti [77, 1974, p. 113]).12

In these simple versions of the model,
which can be traced back to Keynes’s
Treatise as well as Kalecki’s work in the
1930’s, but which were first fully elabo-
rated by Mrs. Robinson and Kaldor in-
dependently of one another in 1956, the
national income is divided into total wage
income and total profits. This recalls the
world of classical economics, with its two-
fold class structure: (1) workers, whose in-
come consists solely of the wages and sal-
aries they receive for their labor services
and which are entirely spent on personal
consumption, and (2) capitalists, whose in-
come consists solely of the profits obtained
through their ownership of the means of
production. It is because profits are the

11 Within the context of Keynes’s own model, this
requires that two of the three independent variables
(liquidity preference and the propensity to consume)
be taken as given, leaving the marginal efficiency of

capital or the rate of aggregate investment as the one
exogenously determined variable.
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only source of finance for capital expendi-
tures that the capitalist class, in this model,
controls the rate of investment. In other
words, the workers consume all their in-
come (their marginal propensity to save,
S, is zero) and the capitalists carry out and
finance all investment (their marginal pro-
pensity to save, §,, is unity).!2 If this nine-
teenth century terminology seems inap-
propriate to the twentieth century, one
can just as easily substitute the term non-
worker for capitalist and the term non-
wage income for profits. The essential
point is that one group receives a wage
determined by market forces, collective
bargaining, or custom while the other re-
ceives the residual income of all the pro-
ducing units in the system. This makes the
argument considerably more general.

From the “classical” assumption that
the workers do all the consuming and that
the capitalists do all the investing and sav-
ing, it follows that the amount of wages
and salary on the income side of the na-
tional income and product accounts must
be equal to the amount of consumption
goods enumerated on the product side as
having been produced. Similarly, the
amount of profits received as income will
be equal to the amount of investment
goods produced. A higher growth rate,
given the same production techniques
and money wage rate, will therefore, be-
cause of the implied increase in the rate
of investment, imply a different distribu-
tion of income, with a higher ratio of profit
(nonwage income) to wages. On the other
hand, a lower growth rate, everything else
unchanged, will mean a lower ratio of prof-
its to wages.

The point can be further elaborated
with the aid of an algebraic formula based
on that given by Kaldor [38, 1956] (see also
Kregel [58, 1971, chaps. 9-10]). With s,

12 This seems to be the kind of model Keynes had
in mind when he gave his interpretation of the pre-
World War I economic history. (See Keynes, [52,
1920, p. 16).)
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and s, as defined above, total savings in
the system can be written as S=s,Y+
(s,—s,)P. That is, total savings at any
point in time are equal to the savings rate
of workers applied to the total national
income plus the difference between the
savings rate of capitalists and workers ap-
plied to that portion of the national in-
come received as profit. Substituting the
above relation for S into the Keynesian
S= I condition yields the following equa-
tion:
I=s,Y+(s,— s,)P (1)

Dividing through by Y and rearranging
terms,
-1 I_ s,

(55—S0) Y (855w @)
When the classical assumptions hold (i.e.,
s, =0, s,= 1), the equation collapses to

P_1
T°Y ®

i
Y

This brings out most sharply the relation-
ship between the share of investment in
total output and the share of profit in total
income. The greater the rate of economic
expansion as a result of a higher level of
investment, the greater will be the share
of national income going to the capitalists
(non-wage earners) in the form of profits
(nonwage income) and the lower the share
going to workers.

Relaxing the assumption that s,=1
means that some income from profits is
spent on consumption goods. The equa-
tion then becomes

P_1 I
Under these circumstances the profit
(nonwage) share of national income for a
given ratio of investment to total output
will be higher by a factor equal to the
reciprocal of the marginal propensity to
save out of profits. Thus, if the capitalist
class uses half of its income to purchase
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consumption goods, its share of the na-
tional income would be twice as high as it
would be with s,= 1. If the propensity to
consume by capitalists (non-wage earners)
is greater than 0.5, the share of profits
(nonwage income) will be correspond-
ingly higher. There are, then, two basic
factors determining the relative shares of
national income: (a) the ratio of invest-
ment to total output and (b) the propensity
to consume out of profits.

It should be pointed out that what is
being discussed here is the distribution of
income, not the level of income. The two
are not necessarily the same, and one of
the insights that can be derived from the
post-Keynesian theory is that it is possible
for the level of income going to workers
to be increasing at the same time that
their share of the national income is de-
clining. The determination of the level of
income will be taken up in the next sec-
tion.

Finally, if savings from wages are posi-
tive, that is, if s, > 0, the correspondence
with the classical categories of workers
and capitalists is lost and, as Pasinetti em-
phasized [75, 1962], equation (2) above
will not be an adequate representation of
the distributional relationships of a system
where s5,>0 and s,<1. The relative
shares of workers and capitalists (non-
wage recipients) must be considered sepa-
rately from that of wages and profits (non-
wage income).

If workers save and are allowed a return
on the investment of their savings, they
will have both wage and nonwage income.
It is then obvious that the distribution of
income between wages and profits will not
be the same as the distribution between
workers and capitalists, since some of the
profits must be paid to workers as a return
on their savings. Pasinetti, however, has
shown that when workers become enti-
tled to a share of the profits as a result of
their contributing to the financing of in-
vestment through their own direct savings

Journal of Economic Literature

(with the rate of return paid them equal
to or less than the rate of profit), it makes
no difference insofar as the distribution
between wages and profits is concerned.
The ratio of wages to total income is still
determined by the share of investment in
total output and the marginal propensity
to consume by the capitalist (non-wage-
earning) class. Only the distribution be-
tween workers as a social class and other
income recipients will be affected, with
the share going to workers increasing with
their marginal propensity to save, s,,. As
Pasinetti has noted, “These conclusions

. shed new light on the old Classical
idea . . . of a relation between the savings
of that group of individuals who are in a
position to carry on the process of produc-
tion and the process of capital accumula-
tion” [77, 1974, p. 113].

Thus the relationship given in equation
(4) above can be considered adequate as
a description of the distribution of income
between wages and profits (nonwage in-
come) if s, is defined as the propensity to
save by non-wage earners. Most impor-
tantly, it holds independently of the value
assigned to s,.'2 This goes back to another
earlier point, namely, that what lies be-
hind the post-Keynesian delineation of in-
come shares is not so much a distinction

13 1t should be stressed that Pasinetti strictly con-
fines his analysis to the long period; and that the main
thrust of his argument, notwithstanding the response
from critics (e.g., Meade [68, 1963]; Meade and Hahn
[70, 1965); Samuelson and Modigliani [87, 1966)),
was to show that the distribution of income between
wages and profits as well as the rate of profit is “de-
termined by the natural rate of growth divided by
the capitalists’ propensity to save, independently of
any ‘productivity’ of capital (no matter how it may
be defined) and indeed independently of anything
else” [77, Pasinetti, 1974, p. 144]. Further analysis of
the points at issue are dealt with by Harcourt [23,
1972] and Kregel [58, 1971). Pasinetti, besides re-
printing the earlier article, has now made a further
clarified assessment [77, 1974, chaps. 5, 6] in which
he says, “The most surprising outcome of all is that
the long-run rate of profit is even independent of
‘capital’l In the long run, capital itself becomes a vari-
able; and it is capital that has to be adapted to an

exogenously determined rate of profit, not the other
way round” [77, 1974, p. 144].
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between social classes as a distinction be-
tween quasi-contractual and residual
forms of income (see Kregel [60, 1973,
chap. 11}]). The point becomes clearer
when, in addition to dropping the classical
assumptions, the analysis is removed from
the nineteenth century context of small,
family-held business enterprises and
brought into the world of the modern in-
dustrial corporation.

While there were early hints that the
post-Keynesian arguments about income
distribution applied just as well to an econ-
omy dominated by large industrial corpo-
rations,'* systematic efforts to develop the
theory along these lines are of relatively
recent date (e.g., Kregel [58, 1971)). In this
type of formulation (found in Kregel [60,
1973] and Eichner [12, 1973)), the savings
propensity of the capitalist class becomes
the savings propensity of the corporate
sector. With just this one change in
nomenclature, all the conclusions that
seem to apply only to an economic system
in which the participants are divided into
capitalists and workers applies to an eco-
nomic system dominated by large corpo-
rations as well. The higher the level of in-
vestment that the corporate sector as a
whole undertakes, the higher will be its
share of the national income. And if there
is consumption out of the profits earned by
these corporations, whether it be as a re-
sult of distributing dividends to the rentier
remnants of the earlier entrepreneurial
group or as a result of expenditures by the
corporations themselves on such non-
capital-augmenting items as advertising,

14 See Robinson [80, 1956, pp. 404-06]; Kaldor [38,
1956); Pasinetti [77, 1974, p. 112, n. 2). Kaldor went
further in an appendix to his response [44, 1966] to
Samuelson and Modigliani’s critique [87, 1966] of
Pasinetti [75, 1962). To deal with one of the issues
that had been raised, Kaldor explicitly introduced
corporate share finance and the concept of the
“valuation ratio” (c¢f. Marris [65, 1964] and Kahn [36,
1972] for further uses of this concept), but the inten-
tion was more to remove an anomaly from the anal-
ysis than to fully analyze the effect of a change in
institutions on the performance of the model.
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their relative share will be even higher.
Savings by workers, especially if turned
back over to the corporations for reinvest-
ment, will improve the relative position of
that group vis @ vis the corporate sector,
but it will not change the functional distri-
bution of income between quasi-contrac-
tual payments (wages, fixed interest, and
rent) and residual earnings (corporate
profits). Indeed, these conclusions apply
to any economic system in which some
one group, private or public, receives a
residual share depending on the level of
economic activity—and it is hard to con-
ceive of an economic system without that
characteristic.!®

With the focus on the savings behavior
of a type of economic institution rather
than a class of individuals or type of in-
come, there is reason to inquire as to what,
besides some undiscoverable indifference
map, lies behind savings behavior. For
Kregel, at least in this 1971 work, the ex-
planation lies in the rate at which corpora-
tions decide to pay out dividends. The
higher the dividend rate, and thus the
lower the retention (of profits) rate, 7, the
lower will be the marginal propensity to
save—s, in the notation used up to
now—of the group receiving nonwage in-
come.'® For Eichner, the key to the sav-
ings behavior of large corporations is their
pricing policy. To generate a higher rate
of savings, the large corporation—or
megacorp, as he terms it—need only in-
crease the margin above costs which it es-
tablishes as part of its price. While Kregel
focuses on the retention rate, 7, holding
the price level constant, Eichner focuses
on the price level, holding 7 constant. The
two explanations are therefore comple-

15 Kregel entitles the appendix in which the corpo-
rate model is first laid out, “The Classless, Non-In-
come Differentiated Model,” thereby hinting at its
universal applicability.

16 This linking of s, to r establishes a direct rela-
tionship between post-Keynesian theory and the
managerial theory of the firm developed by Marris
[65, 1964; 66, 1973; 67, Marris and Wood, 1971].

This content downloaded from
151.31.3.232 on Mon, 27 Mar 2023 15:25:13 UTC
All use subject to https://about.jstor.org/terms



1300

mentary rather than antithetical to one
another.”

Even though considerable work still re-
mains to be done in refining the above
arguments, what the post-Keynesian para-
digm has to say about the distribution of
income is already far more easily verified
empirically (see National Bureau of Eco-
nomic Research [74, 1964]) than what can
be gleaned from the marginal produc-
tivity analysis that lies at the heart of the
prevailing neoclassical model. Still, as has
been pointed out, explaining the distribu-
tion of income is not the same as explain-
ing how much there is to be distributed.
It is to the latter point that we now turn.

III. The Keynesian Constraints

The third distinguishing characteristic
of post-Keynesian theory is that it retains
the fundamental approach to a monetized
production economy outlined by Keynes
in his Treatiseand The general theory. This
implies more than just the use of a certain
set of aggregate classifications and accom-
panying vocabulary—words like con-
sumption function, multiplier, efc. It im-
plies as well the following:

1. The need to recognize that real com-
modity and labor flows are expressed in
the system as monetary flows, the real as-
pect being reflected on the product side of
the national accounts and the monetary
flows on the income side. Post-Keynesian
theory is thus a theory of a monetized pro-
duction economy, one in which commodi-
ties and labor exchange for something
which, because of its unique characteris-
tics—a zero, or negligible, cost of produc-
tion together with a zero, or negligible,
elasticity of substitution with respect to

17 The difference in approaches taken by Kregel
and Eichner can be attributed to the different na-
tional contexts in which they were writing. U.S. cor-
porations have much less to fear from international
competition if they should raise their prices than do
U.K. companies. When Kregel considers the possibil-
ity of the price being varied, he introduces interna-
tional considerations into the analysis [60, 1973].

Journal of Economic Literature

anything else able to serve as a store of
value and/or a medium of exchange—can
be called money.'® While this would seem
to set post-Keynesian theory apart only
from the basic Walrasian variant of the
neoclassical model,!® it actually involves a
considerably greater degree of differentia-
tion, as can be seen once all the implica-
tions of a monetized economy are fully
spelled out. Among these corollary fea-
tures are a full panoply of financial institu-
tions ranging from commercial banks to
investment brokers; the ability of these fi-
nancial institutions, acting together, to
sterilize or activate the available mone-
tary stocks and thereby provide a cushion
against exogenous shocks to the system;
and the possibility that, as a result of these
monetary adjustments to the real com-
modity and labor flows, the money wage
rate will vary independently of the real
wage rate.20

2. The division of the national product
and of the national income into discre-
tionary and nondiscretionary compo-
nents. On the product side, the relevant
distinction is between discretionary ex-
penditures and nondiscretionary expendi-
tures. (Keynes himself used the terms
“non-available” and “available” goods in
the Treatise and the terms “investment”
and “consumption” in The general theory.
The three sets of terms are broadly inter-
changeable.) Nondiscretionary expendi-
tures represent the flow of goods and serv-
ices required to keep economic units
functioning at a given level of output,
whether they be the material and labor
inputs used by business firms in the pro-
duction process or the food and other

18 Cf. Keynes [54, 1936, chaps. 16, 17]. The neces-
sity of these requirements is explained by P. David-
son [9, 1972] and Kregel [61, 1974].

19 See Bent Hansen [21, 1970, chaps. 5-7.]

20 The essential features of the type of monetized
economy that is the subject of post-Keynesian theory
have been perhaps best discribed by Paul Davidson
[9, 1972]. See also Kregel [60, 1973, chap. 11]. The

influence of financial institutions is stressed in the
work of Hyman Minsky [71, 1972; 72, 1975].
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items consumed on a daily basis by
households. Even in a monetized econ-
omy, these expenditures are so closely
linked to the corresponding monetary
flows that there is no need to distinguish
between the two. Those making the pur-
chases are the same as those with the cur-
rently earned and disposable income. The
situation is somewhat different, however,
in the case of discretionary expenditures.
One of the most important of Keynes’s in-
sights was that those with the power to
determine the level of discretionary ex-
penditures, or investment, were not the
same as, nor need they be limited by what
they can obtain from, those with the dis-
cretionary income, or savings. Thus the
level of discretionary expenditures can
deviate from the level of discretionary in-
come—at least in an ex ante, anticipatory
or planned sense.

3. An ex post equality between discre-
tionary expenditures (investment) and
discretionary income (savings) as the sole
condition for aggregate equilibrium. This
gives greater freedom to the analysis be-
cause, with only one set of flows that must
be brought into balance before the chain
of causal explanation can be considered
complete, many other things—like the
flow of those who would like to obtain em-
ployment or the desired portfolios of
wealth holders—can remain out of bal-
ance. It should be stressed that in setting
up an ex post equality between discretion-
ary expenditures (investment) and discre-
tionary income (savings) as the one condi-
tion which must be met before the
analysis can be considered complete, no
causal relationship is implied by what is
essentially an accounting identity. The
causal relationship follows from the next,
quite separate point.

4. Discretionary expenditures (invest-

ment) as the primary factor determining-

the level of economic activity. This means
that if the level of economic activity or—
shifting into a post-Keynesian frame-
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work—the rate of economic expansion is
to be increased, it can only be accom-
plished by increasing the rate at which dis-
cretionary expenditures are being under-
taken. A corollary proposition is that
when, as a result of any such change in the
rate of discretionary spending, there
develops an ex ante imbalance between
the two flows, it is the discretionary in-
come (savings) that will necessarily have
to adjust to the level of discretionary ex-
penditures (investment), and not wvice
versa. This decisive role played by discre-
tionary expenditures needs to be kept
firmly in mind when considering the dis-
tributional effects pointed out in the
preceding section.?! The capitalist class
(or, if you prefer, the non-wage-earning
group, the corporate sector, the state or
whoever else is viewed as receiving the
residual income) in effect determines its
own relative share of the national product
in the process of deciding what the rate of
discretionary expenditures will be. The
more it invests (and consumes), the
greater will be the share it obtains of the
total output.22

Because of the importance placed on it
in their analysis, post-Keynesians have,
quite naturally, been concerned with
what determines the rate of discretionary
expenditures. Most of the attention has
been given to discretionary expenditures
(investment) in the narrow sense of spend-
ing by business firms on capital equip-
ment. Here the starting point has usually
been Keynes’s own emphasis on the “ani-
mal spirits” of entrepreneurs and the
volatility of their expectations. To the ex-
tent that any formal model of investment

21 See Kregel [58, 1971, pp. 148-49].

22 This is what lies behind Kalecki’s pithy observa-
tion so often quoted by post-Keynesians, that “the
workers spend what they get and the capitalists get
what they spend.” The phrase is not to be found in
any of Kalecki’s English works, but the essence of the
argument is to be found in Kalecki [48, 1939, p. 76].
Another of Kalecki’s epigrams is that “the capitalists

cannot decide to earn more; they can only decide to
invest more” [51, 1971].
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behavior can be said to be favored, it is
Kalecki’s in which the level of spending on
new capital equipment is a function of
past profits.2® Together with a macrody-
namic model in which the level of profits
is a function of the rate of investment, it
makes for an economy which is cyclically
unstable. However, this type of explana-
tion for investment behavior is not intrin-
sic to post-Keynesian theory; and indeed,
almost from the beginning, Kaldor has
given at least equal place to the endoge-
nous factors emphasized in the alternative
“accelerator” model.?¢ Eichner [13, 1976]
has shown how Robert Eisner’s [14, 1963;
15, 1967] lagged-sales accelerator model
can be made consistent with Kaldor’s ap-
proach to investment determination. The
point is that post-Keynesian theory is com-
patible with a number of different models
of investment behavior, the main excep-
tion being the so-called “neoclassical”
model developed by Dale W. Jorgenson
[34, 1963].25 The latter makes the rate of
spending on new capital equipment a
function of the change in the returns to
capital relative to wages, and thus it re-
verses what, according to post-Keynesian
theory, are cause and effect.2®

Just as there is nothing inherent in post-
Keynesian theory that would limit the
determinants of investment, narrowly de-
fined as expenditures on new capital
equipment, to past profits as a proxy varia-
ble for entrepreneurial expectations or
“animal spirits,” so, too, there is nothing
inherent in the theory that would limit
investment itself to spending by business
enterprises on capital equipment. Eichner

23 The model first appeared in Polish [47, Kalecki,
1933] but has since been reprinted in English [50,
1966; 51, 1971]. See also Kalecki [48, 1939; 49, 1954].

24 See Kaldor [39, 1957; 43, 1961] and Kaldor and
Mirrlees [46, 1962].

25 See also Jorgenson [35, 1971], especially pp.
1116-1117, 1126-1127, and the sources cited
therein.

26 It is on this point, of course, that the post-
Keynesian arguments about double-switching and
capital reversal apply.

Journal of Economic Literature

has shown how the argument can be gen-
eralized, so that not just the business sec-
tor but the household and government
sectors as well are capable of discretionary
spending [13, 1975]. Besides leading to a
multi-sector analysis of investment-sav-
ings equilibrium, with deficits in one sec-
tor being offset by surpluses in others, this
extension of post-Keynesian theory opens
up the question of what are the separate,
and perhaps quite distinct, determinants
of discretionary expenditures in the sev-
eral sectors. Part of the answer can be
found in the quite substantial work which
has been done by economists over the past
20 years on the determinants of spending
by households on consumer durables??
and by government on public and quasi-
public goods?®*—work that has clearly
been inspired by The general theory and
which can now be incorporated back into
the mainstream of post-Keynesian devel-
opments in economic theory. Clearly,
however, much still remains to be done in
synthesizing these disparate elements
before a fully satisfactory explanation of
what determines the overall rate of discre-
tionary spending will have been pro-
duced.

The rate of growth of discretionary ex-
penditures is but one of three rate-of-
change variables required for the analysis
of macrodynamic disequilibrium. Another
is the warranted growth rate given by the
Harrod-Domar formula. Should the rate gf
growth of discretionary expenditures, 7,
not be equal to the warranted growth rate,
G, the economy will move off its secular

27 See Michael Evans [16, 1969, chaps. 6-7].

28 Since government expenditures are usually con-
sidered to be an exogenous variable entirely subject
to political control, less empirical work has been
done on that component of discretionary spending.
But see the various econometric models, Duesen-
berry [10, 1965], Evans and Klein [17, 1967], and
Hickman [32, 1972]. The progress in developing a
theory of public goods has been more impressive. See
Head [31, 1962], Schultze [89, 1968], Eatwell [11,
1971], Asimakopulos and Burbidge [4, 1974], and
Kregel [60, 1973, Italian ed., Latarza, Rome].
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growth path and begin tracing out a cycli-
cal pattern around that trend line. Thus,
the post-Keynesian analysis of macrody-
namic disequilibrium begins by looking at
the current or actual growth rate, whether
it be of the economy as a whole, é,,, or of
some component thereof, say investment,
b , relative to the warranted growth rate.
Whenever there_ is a difference between
the two, that is, &'a or [ # &u, the analysis
ceases to be that of long-run steady-state
expansion and instead becomes that of a
shorter-period cyclical movement.
Pasinetti has provided an algebraic
framework [77, 1974, chap. 3] and Eich-
ner [13, 1976, chap. 6] a geometric one for
considering the possible dynamic growth
paths that may be traced out once an
economy has been dislodged from its
warranted growth path. The Eichner dia-
gram measures the rate of growth of discre-
tionary expenditures, /, and the, rate of
growth of discretionary income, S, on the
29 The fact that the investment demand curve, ;,
has any slope at all reflects a point brought out by
Asimakopulos [2, 1971]—namely, that current eco-
nomic conditions are likely to cause some revision in
planned investment. In Pasinetti’s algebraic analysis,
the slopes of the two curves are identified as the
marginal propensity to save and the marginal pro-

pensity to invest. Pasinetti’s use of algebra makes his
analysis more general [77, 1974, pp. 59-61].
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same vertical axis. Separate curves can
then be drawn showing how each of these
two rate-of-change variables will respond
as the aggregate growth rate, G, itself var-
ies. The curves can be drawn so as to de-
pict either the type of cyclically unstable
situation that ensues when a Kalecki-type
investment demand model is postulated
or, alternatively, the type of economy
that, when pushed off its steady-state ex-
pansion path by some exogenous factor, is
subject to forces from within that will
cause it to return to the warranted growth
rate. It all depends, as can be seen from
the accompanying diagrams, on the slope
of the savings curve, S, relative to that of
the investment demand curve, /.2° Figure
1a depicts an unstable situation and Figure
1b a stable one. What, in fact, are the
slopes of the two curves, as well as what
are their respective parameters, is there-
fore of crucial importance, but these are
questions which need to be dealt with em-
pirically, not @ priori. The answers will de-
pend on the values of the savings propen-
sities, the composition of discretionary
expenditures, efc. While this type of anal-
ysis may at first seem unfamiliar, it is actu-
ally implicit in the large-scale economet-
ric models that have been developed for
the American and other economies based
on the pioneering work of Jan Tinbergen

1§
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Figure 1b.
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and Lawrence R. Klein.?? One need only
reduce the equations in these models to
two: one attempting to explain or predict
discretionary expenditures and the other
attempting to explain or predict discre-
tionary income.

The third rate-of-change variable re-
quired for the analysis of macrodynamic
disequilibrium is what is usually referred
to, following Harrod [29, 1948], as the
“natural” growth rate but which, follow-
ing Mrs. Robinson [80, 1956, p. 405], is
perhaps better thought of as the “poten-
tial” gG;owth rate. Both the actual growth
rate, G, and the warranted growth rate,
G, reflect the constraints on the growth
process that derive from the endogenous
forces at work within the economic system
itself. On the other hand, the potential
growth rate, &p, reflects the constraints
imposed by the availability of resources
from without, as well as by technological
possibilities. While these limiting, exoge-
nously supplied resources could just as
well be natural ones, in line with the re-
cently revived Malthusian sensitivity to
what are the true limits on economic
growth, the emphasis within the post-
Keynesian literature has been almost en-
tirely on human resources, together with
changes in technology. In the simplest for-
n;lulation, then, the potential growth rate,
G,, is identified with the growth of the
work force, N. Compounding this variable
by the rate of growth of output perworker
as most post-Keynesians would do or sub-
stituting for it the skill matrix of the work
force as suggested by Eichner [13, 1975]
makes the analysis somewhat more re-
fined but does not change the essential
point. This is that comparing the actual
growth rate, G,, with the warranted
growth rate, éw, to determine whether a
steady-state rate of expansion can be

30 In addition to the sources cited in fn. 28 above,
see Tinbergen [101, 1939] and Klein and Goldberger
[57, 1955].

Journal of Economic Literature

maintained on the basis of the endoge-
nous forces at work within the system is
not enough. In addition, the warranted
growth rate, G, must be compared with
the potential growth rate, G, to deter-
mine whether the availability of exoge-
nously supplied resources—uviz., man-
power—makes that steady-state rate of
expansion either feasible or desirable.

Within this framework, there if no fixed
point of “full employment.” All that one
can say, based on the model, is whether
the amount of unemployed human re-
sources is decreasing or increasing, de-
pending on whether G, is greater or less
than G,,. It is on this basis that Mrs. Robin-
son [81, 1962] has defined the several pos-
sible variants to the Golden Age whose
existence neoclassical growth theorists are
so fond of demonstrating. There is, of
course, the true Golden Age in which not
only is the warranted growth rate, &, the
desired growth rate but, even more im-
portant, &G,= G, = ép. In addition, how-
ever, there is the “limping” Golden Age
in which, although G, = G, and this is the
desired growth rate, it turns out that G,
< G,. This implies a growing class of
unemployed workers. The obverse of
the limping Golden Age i(%the restrained
Golden Age. Here G, > G, implying an
eventual slowing down of the growth
process as the economy bumps against the
upward limit on the rate of expansion set
by the availability of manpower and tech-
nological progress. Finally, there is the
“bastard” Golgen gge. 'I(‘.gnis occurs when,
even though G,=G, = G, and this is the
desired growth rate, the real wage dic-
tated by the rate of economic expansion
is less than what workers are willing to
accept. The result, as workers seek to push
up their money wage rates, is the now all
too familiar wage-price inflatjonary spiral,
with its resulting effect on G, as well as
on the share of wages in national income.
This brings us to the last of the four points
to be taken up.
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IV. The Microeconomic Base

The fourth distinguishing characteristic
of post-Keynesian theory is its microeco-
nomic base. It is necessary to assume nei-
ther that the individual firms are price tak-
ers equating marginal cost with marginal
revenue nor that wages reflect the “mar-
ginal productivity” of labor. Indeed, post-
Keynesians view both prices and wages as
being determined by a quite different set
of considerations.

The real wage is, of course, set in the
manner already indicated—Dby the rate of
discretionary expenditures that has been
opted for by the society and the relative
distribution of income between residual
and nonresidual income recipients which
that rate of expansion requires. There is,
however, still the nominal wage to be ex-
plained, the difference between the two
being crucial to the macro adjustment
process. Post-Keynesian theory accepts
Keynes’s view that the nominal wage is for
the most part exogenously determined. It
may depend on the type of Malthusian
population dynamic, which in the classical
model keeps wages at the subsistence
level. Or it may depend, as Keynes himself
emphasized, on the bargaining strength of
the trade union movement.?! In either
case what is being put forward is some-
thing other than a strictly economic expla-
nation for the nominal wage rate. A corol-
lary proposition is that the major role
played by the level of money wages is in
the determination of the level of money
prices. While some economists may be un-
comfortable with an exogenously deter-
mined money wage rate, this approach
has two advantages. First, it seems to
agree with the situation that is observable
in most countries. Second, it introduces
another instrumental variable for in-
fluencing the aggregate price level. To

31 There is a third possibility pointed out by post-
Keynesians, this being that the nominal wage may

actually reflect the degree of tightening in the labor
market. But this does not alter the main point.
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understand what is implied by that, one
must turn to the post-Keynesian pricing
model.

The competitive conditions assumed in
post-Keynesian theory are far less strin-
gent than those postulated in the conven-
tional neoclassical analysis. There is no
need to stipulate that the individual firm
is a price taker, with little or no ability to
affect the price prevailing at the industry
level. All that is required is that there be
sufficient rivalry among firms, whether in
the same industry or not, so that no poten-
tially profitable investment opportunity is
eschewed. In other words, the rivalry
among firms need only be sufficient to as-
sure that the expected rate of return on
investment will tend to be equalized for
all firms. This means that competition is
focused around investment, or discretion-
ary expenditures, rather than around the
price variable.

Post-Keynesian theory also employs far
less stringent assumptions about the tech-
nical conditions of production in the short
run. Kaldor early raised the question of
why the firm should be thought of as en-
countering diseconomies, or increasing
costs, over the range of output at which it
tends to find itself producing [37, 1934].32
Today the accepted view among post-
Keynesian economists, based both on the
empirical evidence available on the sub-
ject and on the theoretical implications of
assuming fixed technical coeflicients in the
short run, is that the firm actually faces
constant prime or direct costs over the
relevant range of output, with the zone of
increasing costs lying to the right of that
(cf. Robinson and Eatwell [86, 1974, p.
168], Kregel [60, 1973, p. 139], Davidson
[9, 1972, pp. 37-40], and Eichner [13,
1976, chap. 2]. This gives rise to the set of
cost curves depicted in Figure 2, rather
than the U-shaped cost curves of the con-
ventional neoclassical analysis. Two sig-

32 He has by no means dropped the point. See Kal-
dor [45, 1972).

This content downloaded from
151.31.3.232 on Mon, 27 Mar 2023 15:25:13 UTC
All use subject to https://about.jstor.org/terms



1306

Journal of Economic Literature

average total
costs

average variable
or prime costs

1
|
|
'
|
!

o/t

capacity

Figure 2.

nificant propositions follow from this for-
mulation. The first is that the firm is not
subject to any pressure on the cost side to
raise its price solely as a result of an in-
crease in the demand for its product. This
lends support to the argument that it is the
firm’s supply curve—and not its demand
curve as assumed in Walrasian-type mod-
els—that is perfectly elastic in the short
run. The other significant proposition that
follows from cost curves as drawn above
is that the profits, or residual income, of
the firm will be an increasing function of
the rate of capacity utilization or—what is
essentially the same thing—the level of
demand. This is because, while prime or
direct costs remain constant as output ex-
pands, the per unit overhead costs are
continuously falling, leaving a growing
gap between a fixed price and average to-
tal costs, even when the latter include a
certain “normal” or anticipated profit.
This disproportionate increase in the
firm’s residual income as the level of de-

mand rises produces at the micro level the
same redistributive effects already de-
scribed at the macro level. It thus demon-
strates the consistency of the theory at the
two levels.

Putting these various elements together
leads inexorably to the formulation of a
pricing model based on a certain mark-up
or margin above costs. This type of “cost-
plus” pricing model goes back to Kalecki’s
writings in the 1930’s,%? although the em-
pirical work being carried out contempo-
raneously by Andrews at Oxford pointed
in the same direction.?4 While the connec-
tion between the mark-up above costs in
Kalecki’s model and the savings out of
which investment is financed was pointed

33 See Kalecki [50, 1966; 51, 1971]. It is only re-
cently that these earlier writings by Kalecki have
been translated into English. For the first source in
English, see Kalecki [49, 1954]. For a full explication
of Kalecki’s contributions, see Feiwel [18, 1975] and
Asimakopulos [3, 1974].

34 See Andrews [1, 1949] and Wilson and Andrews
[105, 1951].
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out by Steindl as early as 1952,3% it is only
recently that post-Keynesians have turned
their attention to what actually deter-
mines the size of the mark-up, and hence
the savings rate, in the business sector.

Donald J. Harris [24, 1974] has pointed
to two factors—besides the “monopoly
power” stressed by Kalecki—upon which
the margin above costs may depend. One
is the “normal” or expected rate of capac-
ity utilization. In the resulting model,
which Harris attributes to Mrs. Robinson
[83, 1969, p. 260], the expected rate of
capacity utilization becomes the basis for
estimating the average total costs upon
which the margin is figured. The model
has the important short-run property, al-
ready mentioned, that above average lev-
els of aggregate demand lead to above av-
erage profits and/or business savings, and
vice versa. The other factor pinpointed by
Harris is the planned level of investment.
In the alternative model based on this sec-
ond factor, a model attributed to Harcourt
[23, 1972, p. 211], the planned level of
investment serves as a measure of business
confidence, including confidence in the
ability to maintain a given margin above
costs. Thus the higher the planned level
of investment, the higher will be the mar-
gin that prevails.

While Harris sets up these two models
as alternatives to one another, there is no
reason why they need be treated as such.
Eichner has combined the two models
into one, at the same time offering a some-
what different interpretation of the rela-
tionship between planned investment and
the margin above costs [12, 1973; 13,
1976]. He has also given a more specific
meaning to Kalecki’s “degree of mo-
nopoly” by positing three separate con-
straints on the individual firm’s pricing
discretion. One of these is the substitution
effect, reflecting the influence exerted by

35 Steindl’s work, in relation to post-Keynesian the-
ory, is surveyed in Kregel [59, 1972]. For an early
post-Keynesian model based on this point, see Har-
court [22, 1965].
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the elasticity of industry demand, the
same factor emphasized in the conven-
tional pricing models except that greater
weight is placed on the impact of that vari-
able over time. A second constraint is
what is termed the entry factor, this being
the probability of new firms entering the
industry as the margin above costs is in-
creased. Inclusion of this factor serves to
make much of the work that has been
done over the years in industrial organiza-
tion a central part of microeconomic the-
ory rather than the corpus of anomalies it
is viewed as being from the perspective of
orthodox price theory.?¢ The third con-
straint is the fear of government interven-
tion in all its possible forms. This incorpo-
rates an exogenous political factor into the
analysis.?” The three constraints each im-
pose a certain long-run cost on the firm if
it should decide to exercise its pricing
power to increase the margin above costs,
m. Together, the three constraints give
rise to a supply curve for internally gener-
ated funds—S,' in quadrant I of the accom-
panying diagram—which is positively
sloped, indicating that the higher the
mark-up above costs, the greater will be
the cost to the firm—transformed into an
implicit interest rate, R—of obtaining ad-
ditional investment funds, F, internally.
This supply curve, after taking into ac-
count the possibility of obtaining addi-
tional investment funds at a market rate
of interest, 7, can be compared with the
firm’s marginal efficiency of investment
schedule, D,,?® to indicate what is the opti-
mal change in mark-up. (Quadrant II
shows how the implicit interest rate, R,

36 See Bhagwati and the sources cited therein [6,
1970]. See also Scherer [88, 1970].

37 A fourth constraint would be the fear of market
inroads by foreign-produced goods. Cf. Glyn and Sut-
cliffe [19, 1973] and Kregel [60, 1973, chap. 12]. Al-
though Eichner encompasses this factor as part of the
substitution effect, it perhaps deserves separate
treatment, especially when examining open types of
economies [13, 1976].

38 It is important to distinguish this ex anfedemand
curve for investment from the ex post demand curve
(cf', Asimakopulos [2, 1971]).
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increases as the mark-up, m, is increased,
while quadrant IV shows how the addi-
tional funds being generated internally, F,
increases simultaneously as a result of a
change in the same factor.)

The essential point here is that the
mark-up above costs depends on the de-
mand for investment funds relative to the

Journal of Economic Literature

termined and a mark-up above costs that
reflects the rate of growth of investment
—post-Keynesian theory has little trouble
interpreting what has been unfathomable
to the alternative, neoclassical paradigm.
The recent inflationary experience in the
United States and other Western nations
can be simply described as the bastard
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cost of obtaining those funds internally
rather than externally. Thus, while the
conventional theory of the firm empha-
sizes the importance of external funds—
the availability of internal funds except
to replace worn-out capital equipment
being viewed as necessarily the result of
some disequilibrium situation—the post-
Keynesian microeconomic model takes in-
ternal fund generation as the rule and ex-
ternal financing as the exception.

From this microeconomic base—a
nominal wage rate that is exogenously de-

Golden Age outlined by Mrs. Robinson. At
the heart of the inflationary process is the
question of relative income distribution;
and because the neoclassical model is not
able to take this aspect into account, it is
not able to offer any viable solution to the
problem of inflation. Just as Keynes had
pointed out how difficult it was for a mar-
ket-oriented economy to avoid unemploy-
ment, so now the post-Keynesians are
bringing out how difficult it is for such an
economy to escape an inflation-prone bas-
tard Golden Age. Indeed, the tendency,
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Aspect

Dynamic properties

Explanation of how income is
distributed

Amount of information assumed
to be available

Conditions that must be met
before the analysis is con-
sidered complete

Microeconomic base

Purpose of the theory

Post-Keynesian Theory

Assumes pronounced cyclical
pattern on top of a clearly
discernible secular growth rate

Institutional factors determine
a historical division of income
between residual and non-
residual shareholders, with
changes in that distribution
depending on changes in the
growth rate

Only the past is known, the
future is uncertain

Discretionary income must be
equal to discretionary expendi-
tures

Imperfect markets with signif-
icant monopolistic elements

To explain the real world as
observed empirically

Neoclassical Theory

Either no growth, or steady-
state expansion with market
mechanisms assumed to preclude
any but a temporary deviation
from that growth path

The distribution of income
explained solely by variable
factor inputs and the marginal
productivity of those variable
factor inputs

Complete foresight exists
as to all possible events

All markets cleared with
supply equal to demand in each
of those markets

Perfect markets with all micro
units operating as price takers

To demonstrate the social
optimality if the real world

were to resemble the model

given the reluctance of the economists
who advise governments to abandon the
neoclassical model, is to convert the bas-
tard Golden Age into a limping one.

V. A Concluding Thought

In this brief review of post-Keynes-
ian theory, a number of aspects—such
as money,*® technological change—have
been touched on only tangentially. Oth-
ers—such as value,*? international trade#!
—have not been dealt with at all. Still,
enough should have been said to indicate
the scope of post-Keynesian theory as well

39 On the view presented here, that post-Keynes-
ian theory deals with a monetized production econ-
omy in Keynes’s sense, there can be no analysis of
money separate from the analysis of the overall ac-
tions of the system.

40 Here one would need to trace a line of develop-
ment going back to Sraffa [94, 1926; 95, 1960].

41 In some ways, this has been the least developed
area in post-Keynesian theory. But see Steedman [96,
1971], Steedman and Metcalfe [97, 1973] and Kregel
[60, 1973, chap. 12].

as its most essential features. For some
readers, the important question will be
how this body of theory differs, if at all,
from the prevailing neoclassical model. It
is a question that can readily be answered
—indeed has already been dealt with
obliquely—but which needs to be ap-
proached, if confronted directly, with care
lest the issues become muddled. It must
first be pointed out that there is no single
neoclassical model with which post-
Keynesian theory can be compared. The
Arrow-Debreu elaboration of the basic
Walrasian model is different from the Mar-
shallian partial equilibrium model em-
phasized in intermediate price theory
courses, and the latter is different from the
Swan-Solow aggregate growth model. All
of these neoclassical models share certain
features in common. Indeed, it is these
common features that make a comparison
with post-Keynesian theory possible. Still,
not all the different versions display every
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one of the common features, just as not all
post-Keynesian models have every one of
the characteristics outlined above. This
means that only a rough comparison can
be made between the post-Keynesian
group of models and the neoclassical, or
orthodox, group; and even then the com-
parison runs the risk of misrepresenting
some particular variant. None the less, TA-
BLE I may serve at least a heuristic pur-
pose:

All but the last of the several aspects in
TABLE I have already been touched on in
the earlier discussion, and there is no need
to dwell on them further. The last point,
however, has not previously been brought
out. It reflects the distinction made by
Kornai between theory as that term is un-
derstood by the natural sciences, meaning
some general statement about the empiri-
cally observable world, and theory as the
basis for an optimal decision rule [57a,
1971]. The distinction is an important one
for understanding why those who use the
one type of model often seem to be talking
past—that is, failing to communicate
with—those who use the other type. The
problem of communication is, of course,
compounded when the neoclassical the-
ory is used for a purpose for which it is
not suited, that of explaining the real
world. 42

Once the quite different purposes
which post-Keynesian and neoclassical
theory are meant to serve are clearly un-
derstood, certain other differences be-
tween the two theories begin to fall into

42 The best example of this is the use of the Swan-
Solow growth model to “measure” the importance
of technological change in economic growth. Actu-
ally, all that is measured is what the relative impor-
tance of technological change would be if the
marginal productivity theory were empirically valid.
But since the empirical validity of the marginal pro-
ductivity theory has never been rigorously tested
—indeed, considered simply as the basis for an
optimal decision rule for the distribution of income
there is no need to test its “realism”—it is not clear
what meaning is to be attached to the estimates

derived from plugging data into a Swan-Solow
growth model.

Journal of Economic Literature

place. For example, the willingness to
make assumptions so at variance with the
available evidence is less clearly a fault
when the objective is to define an optimal
decision rule rather than to explain the
world as it is. At the same time, however,
the quite different purposes that post-
Keynesian and neoclassical theory are
meant to serve makes even more prob-
lematical the already difficult task of de-
termining which of these two models is
the better one for analyzing a modern,
market-oriented economy. As Kuhn’s
work brings out, it is difficult to choose
between alternative paradigms—espe-
cially when the newer one is still in an
inchoate state—even if there is agreement
that the purpose of a theory is to explain
the empirically observable world. When
there are two alternative paradigms, each
designed to serve a quite different pur-
pose, the task of choosing between them
is further complicated.
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