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Should students of macroeconomics
still read theGeneral Theory?
No.
Robert E. Lucds

(...) one might suppose that reading Keynes
is an important part of Keynesian theorizing.
In fact, quite the opposite is the case
N. Gregory Mankiw

1. INTRODUCTION

As late as 2007, two influential economists (Alesand Giavazzi) were still arguing that there
was a need to substitute the Italian pay-as-yop@usion system with a fully-funded, privately-
managed one, in which workers would directly chooge to invest their pension savings. One of
the most serious drawbacks of such a system - dBsilplity of large losses for workers - was
considered secondary to its advantages, espeaiglbe (according to the two economists) this
possibility could be kept in check by providing thavith a “brief course in finance” (2007: 95)
Today such a proposal appears grotesque when osa&lecs that it was made just before one of the
worst economic and financial crises in the historycapitalism. Nevertheless, it is still important
because of its potential to stimulate debate orctineent state of economic theory.

The first issue we shall deal with in our paperuses on how aware mainstream economists
were as regards the possibility of a crisis comiplaréo the current one. Clarifying this point can

provide information on the usefulness of the prawvgitheory as a tool for understanding central
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social and economic phenomena. With this purposeiral, we will conduct a thorough analysis of
the articles published over recent years by then@wmac journals with the highest impact factors.
Publishing almost exclusively mainstream economgspers, these journals are therefore the most
suitable source to analyse the views of the ortkddeory on the possibility of a crisis like theeon
underway. Our analysis brings to light a considierddick of contributions indicating the existence
of such a possibility.

This result gives rise to a second question. Whatufes of mainstream theory prevented
ongoing trends from being understood? One way & déh this issue is to analyse heterodox
contributions in which the possibility of the cgsivas indeed envisaged. It is our view that the
causal relationships singled out in such contrdngican provide useful elements to bring into
focus the chief shortcomings of the mainstream @ggr. The contributions we have analysed
focus on the increasing levels of household indki#es, viewed as the means to neutralize the
negative impact on consumption of the marked chaigacome distribution and increasing social
inequalities. In this context, financial dereguwatiand cheap money are interpreted as the
permissive factors of a process of substitutiorloahs for wages, which brought low wages to
coexist with relatively high levels of aggregaterdad. The crisis is thus viewed as the outcome of
the eventual non-sustainability of rising houseladtt, and hence of this process of substitution of
loans for wages.

In our view, therefore, the causes of mainstreaonewists’ difficulty to envisage the crisis
must be sought in their nearly unanimous agreemtht the major aspects of a pre-Keynesian
form of reasoning, and especially with the idea tha economy’s actual output tends to adapt to
potential output, and that employment and outpu¢lie cannot be constrained by demand. Some
years ago Lucas was asked whether he still corsideuseful to study th&eneral Theoryand he
sharply replied in the negative (cf. Snowdon anehé/a998: 122), with a similar opinion having
previously been voiced by Mankiw (1992: 560-1). &gcevents and the economic and financial
crisis prove the current relevance of the queséind that a different answer is more than ever

required.

2. THE PURPOSE OF THE PAPER: ANALYSING HOW PREDICTIVE THE PREVAILING
THEORY CAN BE

In this study we are not analysing current explanatof the ongoing crisis. The main difference
between such a study and ours is that we examihevdmt had been writtebeforethe crisis

began. Although there may be points of contact betwthe two types of analysis—the causal



relations referred to by scholars who had foregbenapproach of the crisis necessarily give an
explanation of its causes — they nevertheless rehatinct.

Clearly the choice we made entails the exclusiomos$t of the studies on the topic published to
date; however, this has certain advantages. Hiratl,oit avoids entanglement in an attempt that
might prove to be dated even before reaching algsion. It might well be premature to take into
account the various points of view on the causethefcrisis, but not to analyse what had been
written before the crisis arose. But this alone Mownot be enough to justify such a temporal
limitation. Indeed, our choice stems from our ie&trin one crucial aspect of the dominant theory:
its usefulness as a tool for understanding ongoargral social and economic phenomena and for
pointing out what consequences they might haverief, we are mainly interested in the predictive
ability of mainstream theory over the medium-loagn. This characteristic would likely have been
overshadowed if we had taken into account als@xpéanations of the crisis provided ex-post. The
approach that we have used, in our opinion, make®dsible to evaluate this ability not in an
abstract manner but in relation to extremely imgatrreal events; for this reason, its failure would
necessarily give rise to an open debafée purpose of this work is therefore to contigbto the
current debate on the validity of the prevailingdretical paradigm, and on a possible return to the
Keynesian point of view on the links between incodigribution, aggregate demand and GDP
levels.

Before moving on a few remarks need to be madet Bir all, we have to set down precise
temporal limits to our analysis. As concerns thgitang it only seemed natural to choose 2002,
when the expansive phase interrupted by the cureeession began in the U.S.; however, in some
cases citations led to papers of particular intepeblished in a previous year. In these cases, we
chose to broaden the period of reference for alldrnals in consideration, resulting in a twotyea
extension (2000). More difficult was the choicetlod final year to consider. Since it was necessary
to exclude all research papers written after thggriméng of the crisis, it was a matter of identifyi
a date which could conventionally be consideredraing point. Despite the fact that significant
signs of difficulty were seen in the mortgages @eatready in early 2007, it was only in mid June
2007 that the seriousness of the crisis became®cleblems rapidly arose within the interbank
market due to rumors of heavy losses linked tgpsnoie mortgages, forcing the Federal Reserve
and the ECB to bring in huge cash injectionsitially it therefore seemed reasonable to disthb
the summer of 2007 as the end date for our rese&totvever, due to the delays—at times
lengthy—with which journals publish the articlessutted to them it seemed preferable to show

® See for example Krugman (2009) and Stiglitz (2009)
® Cf. BIS (2008: 94)
" Cf. ECB (2007: 32)



more flexibility: in the end, we decided to analybe available literature up to mid 2009, while
only taking into account the articles which hadadig been submitted before the summer of 2007.

We must also specify the works we took into consitien and explain the reasons for our
choices. Our main goal—to evaluate the predicthiéty of the orthodox theory—required that we
choose papers that could unquestionably be corsidifinitive drafts, authoritative and typical of
the points of view of the theory. This immediatédg to the exclusion of all publications of a
provisional nature (i.e. working papers, discusspapers, etc.), in which the points of view
expressed were subject to modifications, and oaceuatrating on academic journals. Concerning
the other two requisites—that they be both authtivie and representative—we opted to make use
of the most important bibliometric index currenityuse, the Impact Factor (IF). As is well known,
the IF ranks journals on the basis of the averageber of citations per article publisfiedf we
accept that this mechanism gives accurate resolterfvise all indexes based on it would be
rendered irrelevant) we can state that the IF piessian indication of what literature economists,
taken as a whole, mainly referred to in a giverry® course, the most frequently cited articles ar
based almost exclusively on the orthodox theorpguatise it would not be the prevailing one).
Moreover, since they are the most frequently céditles, they can be considered in their entirety
as the literature to which orthodox economists ilgaimake reference. There would otherwise be no
way to explain the most widely held belief amonthodox economists, according to which the
journal rankings based on the IF are indicativéhefscientific value of the articles within. Thesa
point of view which heterodox economists—whoseckes are almost never published in those
journals—cannot but disagree wittHowever, what is important when evaluating thedjotive
ability of a theory is what the economists suppgrtinat theory hold to be authoritative and
representative about it—not what opponents oflteery hold to be. This is why we chose to focus
on the journal with the highest IF.

8 The Journal Citation Repor(8CR) calculates the two indexes we will use iis thork (see the following footnote),
the Journal Impact Factor (IF) and, beginning i 2Ghe 5-year Journal Impact Factor. We quoteilirttie definitions
of the two indexes provided by the JCR: “The Joulmgpact Factor is the average number of timeslagifrom the
journal published in the past two years have bé&ed in the JCR year. The Impact Factor is calealdty dividing the
number of citations in the JCR year by the totaibar of articles published in the two previous gean Impact
Factor of 1.0 means thaih averagethe articles published one or two years ago len cited one time. An Impact
Factor of 2.5 means that, on average, the artmiétished one or two years ago have been citedatwdoa half times.
Citing articles may be from the same journal; mzshg articles are from different journals.” (iied in the original
text) “The 5-year journal Impact Factor is the aggr number of times articles from the journal mh#d in the past
five years have been cited in the JCR year. lalsutated by dividing the number of citations i thCR year by the
total number of articles published in the five poes years. The 5-year Impact Factor is availallg 0 JCR 2007
and subsequent years (...)" @ftp://admin-apps.isiknowledge.com/JCR/help/h_imapfam

° The evaluation of studies in economic disciplibgsindirect indexes like the IF has recently begticized by some
of the most important heterodox scholars, includdgrangelo Garegnani and Luigi Pasinetti. See fQpatter on the
Evaluation of Research in Economics”, availablbtgi://www.heterodoxnews.com/htnf/htn78/Open%2etepdf
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The journals we selected were the followiAgnerican Economic Review, Brookings Papers on
Economic Activity, Econometrica, Economic Journatonomic Policy, Journal of Economic
Growth, Journal of Economic Literature, Journal B€onomic Perspectives, Journal of Financial
Economics, Journal of International Economics, Jairof Monetary Economics, Journal of
Political Economy, NBER Macroeconomics Annual, @erdy Journal of Economics, Review of

Economics and Statistics, Review of Economic Stiidie

3. RESEARCH FINDINGS

Such wide ranging research as described above widdly not have been very effective
without having previously established a benchmaittertum. The simplest among the various
possibilities we took into consideration was alse bne found to be the most reliable: among all
the possible articles on the U.S. economy we salettiose in which concerns were voiced over
future trends. As will soon become clear, in aligh articles reference is made to risks that a non-
orthodox reader can see as having sprung fromriheirgg indebtedness of American households.
However, this phenomenon never explicitly appeansray the reasons for concern found in the
most important economic journals over the past f@ars. In any case, interpretations of an
opposite slant exist which consider the growingvate indebtedness as a mostly positive
phenomenon: an important issue from a theoretioadtpf view to which we will return. For the
time being, we will focus on what emerged in anlexXpnmanner from the research conducted.

We divided the articles we selected into differgrdups. One is made up of works in which an
attempt is made to understand whether the entegpkeaown as Fannie Mae and Freddie Mac
represented a risk to the American financial syst@rsecond group includes articles which focus
on the analysis of the U.S. real estate markathich an attempt was made to understand whether
the rise in house prices was of a speculative aand whether the phenomenon would soon see a
drastic turnaround.

In previous years, in contrast with what we areirgp¢oday, the debate on systemic Hsk
focussed predominantly on Fannie Mae and Freddie. Maparticular, the spotlight was on the

possibility that financial problems experienced liyese enterprises would have serious

° The methodology we used is the following. We tatuk consideration the top 20 journals accordinthe®5-year IF
of 2007 and 2008 (the only years available so \fde) then added all the journals that at least omee 2000 were
within the top 10 on the basis of the IF. Fromitisulting list we excluded the following ten joulsiaince they seemed
too highly specialized to prove of use for our msgs:Economic Geography, Energy Journal, Health Econemic
Industrial and Corporate Change, Journal of Accangtand Economics, Journal of Econometrics, Jolrofa
Economic Geography, Journal of Health Economibsiirnal of Labor Economics, World Bank Researcheblas:.

1 According to the ECB (2004: 59) systemic risk tise risk that the inability of one institution tceet its obligations
when due will cause other institutions to be unaiolemeet their obligations when due. Such failurayncause
significant liquidity or credit problems and, asegult, could threaten the stability of or confidenn markets.”
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consequences for the real economy, due to how theyehad grown. The debate was undoubtedly
stimulated in part by a number of attempts maddheyFederal Reserve to induce Congress to
introduce reforms (Greenspan 2004 and 2005, Bem&®@07). However, the main journals
published few articles on the subject. A possibtplanation could be that the risk to the US
economy was seen as serious but not immtAeamd therefore the subject was dealt with mostly i
specialist journals. Moreover, it should be notedt thot every article on the activities of the two
enterprises dealt exclusively with this aspecthat tsuch concerns were shared by all. Peek and
Wilcox (2006), for example, analysed the effectsl@felopment in the secondary mortgage market
- due in large part to Fannie Mae and Freddie {Gic Greenspan 2004) - and concluded that the
latter had reduced fluctuations in residential staeent and real GDP, thereby contributing to the
“Great Moderation” (Peek and Wilcox 2006: 139).sed by Frame and White (2005: 175, n.11),
some also believed that the two enterprises maglétherican financial system less vulnerable to
external shocks. However, the theory of systenms& seemed widespread (though to varying
extents) among orthodox economists, and was sugapbst those in the upper levels of the Federal
Reserve. It is on this that we therefore focus. $itagting point of the argument was the status of
the Government Sponsored Enterprises (GSEs) Fahageand Freddie Mac: a case of (private)
enterprises set up by Congress in order to purstdaie objectives, in particular to supply liquidit

to the real estate mortgage sector. For this retisnactivities were subject to certain restadns,

first and foremost their only being allowed to warnk the secondary market and therefore not able
to directly grant mortgages. While they did haveatbde by such limitations, they also enjoyed
privileges compared with other private enterpriseg;h as the “exemption from state and local
income taxes” (Cf. Frame and White 2005). The mogtortant was in any case of an implicit
manner (Cf. Krugman 2008). Among operators the mtiowm was widely held (and later proven
true) that in the case of difficulty the two ent@sps would not have gone bankrupt since the
government, despite the fact that it was under Iplggation to do so, would undoubtedly have
intervened to help them. Thanks to this convictitiey were able to borrow— despite already high
leverage — at rates which were only slightly abtdvese on US government bonds. They were
therefore able to bring in certain profits by gaftiinto debt and using the capital obtained to
acquire other mortgages. Hence, there was an imeetd growth in size, which progressively

worsened the systemic risk. The rise in systensk further strengthened the conviction that the

12 “Fannie Mae and Freddie Mac are in strong finanodaldition today, and the possibility of either &mpirise failing
or contributing to a financial crisis is remote. Y Nevertheless, it is useful to consider, hypottadly, what systemic
impact an Enterprise could have on the housing etanfd financial system” (OFHEO 2003: 1).



passivity of the two enterprises — which had by rmeome “too big to fail” — had a de facto
guarantor in the form of the government.

The origin of the risks which it was believed FanMae and Freddie Mac exposed the US real
economy to — directly in the case of bankruptcy,vmy of the increase in public debt if the
government were to intervene — was therefore faarile particular nature of their status as GSEs
and for this reason not subject to market rulesnany senses. According to Frame and White
(2005: 180), the first-best solution consistedha tomplete privatisation of the two enterprises.
They would then not have enjoyed any privileges wmaild have operated freely on financial
markets. The only drawback that the authors coakl sas a slight increase in interest rates on
mortgages, equal to 20-25 base points, the eftéatdhich would easily have been compensated for
by measures to support first-time home buyers \athh and moderate incomes. An alternative,
more realistic solution — according to the saméeust— was the adoption of measures which while
leaving the legal form of the two enterprises umgjeal would have emphasised the distance from

the government. In particular,

“One useful step would be for the government cdfidb state clearly, whenever the subject comestha, the
federal government does not guarantee the deldriie Mae or Freddie Mac and will not bail themtfaair creditors)
out.” (Frame and White 2005: 181)

In light of what we has been said in this sectithre bailing out of the two GSEs by the
government - as occurred in September 2008— ceedn to confirm the grounds for concern
expressed by those stressing the risks connectedivd semi-public nature of the two enterprises.
However, it would be a superficial interpretatidn.reality, the argument that Fannie Mae and
Freddie Mac are the main culprits of the crisissdnet appear widely-held even among those who
see the origin of the crisis within the financiat®r. Against such an interpretation, put forward
example by Calomiris and Wallison (2088}the opinion held by Greenspan seems worthy a,not

since he can in no way be considered prejudicethstgarivate financial sector . In “The Financial

3 position between the two that we have illustratettie one held by Peek and Wilcox (2006) and tiely Frame
and White (2005) — is that of Green and Wachte0%20These authors recognised the existence baotislaf and of
advantages connected with the two GSEs, withoutelrewclearing up the question of which of the twowdd be

considered predominant. Take, for example, thefatig quote: “Any risk that the implicit governmeguiarantees for
Fannie Mae and Freddie Mac might bring on a systemsis must be weighed against their ability ihes settings to
advance the stability of the financial system.”(@reand Wachter 2005: 112) And at the end of thticle, they state
that:“(...) the risk that Fannie Mae and Freddie Mgl malfunction in a way that will either cost thiederal

government a lot of money (...) is real. But the gaérom the current U.S. system of mortgage ficeafor borrowers
and macroeconomic stability are also real and shoaot be lightly discarded.”(Green and Wachter 200%)

14 “Many monumental errors and misjudgements conteduib the acute financial turmoil in which we noindf

ourselves “Nevertheless, the vast accumulatioroxittmortgage debt that poisoned the global fingnsystem was
driven by the aggressive buying of subprime andAAihortgages, and mortgage-backed securities, bypiEaMae and
Freddie Mac. The poor choices of these two goventisponsored enterprises (GSEs) -- and their spsniso
Washington -- are largely to blame for our curneetss.” (Calomiris and Wallison 2008)



Crisis and the Role of Federal Regulatotegaring held on 23 October 2008 before the Coremitt
on Oversight and Government Reform, in response\tery direct question, Greenspan explicitly
ruled out the theory that Fannie Mae and Freddie Mare the “primary cause” of the financial
crisis™. In the same circumstance, a similar opinion wasressed both by John Snow (former
Treasury Secretarypnd by Christopher Cox (Chairman of the Securiteesd Exchange
Commission).

Even stronger were the words used by Krugman (2008)

“Fannie and Freddie had nothing to do with the esioin of high-risk lending a few years ago, an esjn that
dwarfed the S.& L. fiasco. In fact, Fannie and FEiedafter growing rapidly in the 1990s, largelgéad from the scene
during the height of the housing bubble. Partlyt'thhecause regulators, responding to accountiagdals at the
companies, placed temporary restraints on both iBaammd Freddie that curtailed their lending justhasising prices
were really taking off. Also, they didn’t do anytgurime lending, because they can't: the definittba subprime loan
is precisely a loan that doesn’t meet the requirémienposed by law, that Fannie and Freddie buy ombrtgages
issued to borrowers who made substantial down patgvand carefully documented their income”.

The growth in real estate values beginning in the-1990s gave rise to debate over whether a
new speculative phenomenon was underway afterrieeseen in dot-com companies. Simply the
fact that such debate arose is a direct consequeh@ progressive reduction in agreement
concerning the Efficient Market Hypothesis (EMB&)a theory which became the prevailing one
during the 1970s in the intellectual climate ofioaal expectatiortd. According to the EMH,
arbitrage impedes the market price of an asset flimtancing itself in a lasting manner from the
present value of expected yields (“fundamentaB)nce all relevant new information—i.e.
information influencing the fundamental—would quickbecome embedded in the price, a
variation in the latter would necessarily resultaitorresponding variation of the fundamental. A
speculative bubble—defined as a persistent increatee price not due to the fundamental but to
the expectation of future increases in the priselfift—is therefore a phenomenon which the EMH
seems unable to explain.

An attempt used to defend the theory consistedimiting the possibility of divergences—even
substantial ones—in the short term between marnketgpand the fundamental, thereby considering
the EMH as a theory for the long tefin

15 The preliminary hearing transcript is availablé@p://oversight.house.gov/story.asp?id=2256

16«p generation ago, the efficient market hypothesis widely accepted by academic financial econtsin(s..) “ By
the start of the twenty-first century, the intetlead dominance of the efficient market hypothesid lhecome far less
universal.” Malkiel (2003: 59-60). See also Shil[2003: 83)

" See Fama (1970, 1991 and 1998), Samuelson (1965).

18 According to Stiglitz (1990: 13): “if the reasoratithe price is high today is only because investalieve that the
selling price will be high tomorrow—when ‘fundamehtfactors do not seem to justify such a price—ntlaebubble
exists.”

¥ “what | do not argue is that the market pricingaieays perfect. After the fact, we know that maskeave made
egregious mistakes, as | think occurred duringréoent Internet “bubble”. Nor do | deny that psyoigical factors
influence securities prices. But | am convincedatth..) while the stock market in the short run ni@ya voting
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It should therefore come as no surprise that antbnge who supported the theory of a real
estate bubble there were authors known as beitigatf the EMH, in particular Robert Shilf8r
It is, however, worthy of note that even when thisory was supported it was in a very cautious
manner. Initially caution was directed at the ektarthe phenomenon. Significant on this point are
closing remarks of Case and Shiller (2003: 341-2):

“(...) our analysis indicates that elements of a sf@ive bubble in single-family home prices—theosty investment
motive, the high expectations of future price ims®s, and the strong influence of word-of-moutlkdision—exist in
some cities. (...) it is reasonable to suppose thahe near future, price increases will stand tvad prices will even
decline in some cities. (...) However (...) a nationsvidiop in different cities are not likely to be skronous (...).
Such a lack of synchrony would blunt the impacttmaggregate economy of the bursting of housirtdplas”.

Three years later, Shiller seemed markedly momenaid:

“(...) this boom, which begun in the late 1990s, iskiably the biggest home price boom the UnitedeStaias ever
seen” (Shiller 2006a: 59).

Caution nevertheless remained as concerns the waastia or gradual—in which the growth in
real estate prices would come to an end, and tirerefs concerns the possible consequences on
activity levels. (Shiller 2006b)

The theory of a speculative bubble, at least injtlienals that we studied, did not gain general
consensus. The growth in real estate values washéomost part explained in other ways. For
example, Glaeser, Gyourko and Saks (2005: 328 having noted that the price increase was
seen only in a limited (though growing) number cétropolitan areas, supported the view that it
had been caused by regulatory limits to supply. Halberg, Mayer and Sinai (2005: 68) were
skeptical over the existence of a bubble (“our wakions do not reveal large price increases in
excess of fundamentals”). The increase in prices tharefore explained by a consistent trend in
fundamentals (“recent price growth is supportedohgic economic factors such as low real long-
term interest rates, high income growth and houspince levels that had fallen to unusually low
levels during the mid-1990s”). The possibility tipmices would decrease in the short term was not
ruled out, but once again this was dependent amoa yariation in fundamentals (p.90). Smith and
Smith (2006: 47), authors of a paper significamthfitied “Bubble, Bubble, Where’s the Housing

Bubble?”’come to an even strong conclusion:

mechanism, in the long run it is a weighing meckiamiTrue value will win out in the end..” (Malkie2003: 61).
Greenspan (2007: 466) seemed agree with this pdifiten markets are behaving rationally, as theyhbiaost all the
time, they appear to engage in a ‘random walk’:phst gives no better indication than a coin fliph@ future direction
of the price of a stock. But sometimes that wallinterrupted by a stampede. When gripped by fesople rush to
disengage from commitments, and stock will plunged when people are driven by euphoria, they wile up prices
to nonsensical levels.”

2 See Shiller (1981, 2003); see also Case and S{i#89).



“In a bubble, market prices rise far above fundatalevalues (... ) By this definition there was no blgbin the prices
of single-family homes in 2005".

It cannot therefore be said that the tools providedhe orthodox analysis proved useful in this
field. Those making use of the latter did not, as lmave seen, identify any reason for serious
concern over the real economy. Moreover, it is ificant that the only alarm signals seen were
raised by authors analysing the market from a diffepoint of view and in open opposition with

the prevailing one.

4. SOME HETERODOX CONTRIBUTIONS

Therefore, concerns over the possibility of a wigleging economic crisis do not seem present in
the articles which can be traced back to the maast theory. The situation appears quite different
when one considers a wider set of journals. Heeeetlare some analyses which, before the crisis
emerged, pointed out the elements that could dause

The contradiction which could bring on a recesswhich in turn could develop into a crisis,
had already been noted in a May 2000 article irMbathly Review:

“increasing inequality in income and wealth canelypected to create the age-old contradiction oftalgm: on the
one hand, sluggish consumer demand narrows theetaaility of the goods that capital needs to safl;the other,
profitable investment opportunities depend ultihata vigorous growth in the effective demand fonsumer goods”
(Foster, Magdoff 2000).

The two authors, John B. Foster and Fred Magdoifitpd out that the rapid growth in income
and consumption in the second half of the ninetias not accompanied by rising real incomes for
the majority of the population, who were not wefi-and whose wages on the contrary were
stagnant on the whole. Given the greater propemditpw income households to consume, this
income redistribution could be expected to cheekgtowth of consumer demand. On the contrary,
as Foster and Magdoff also pointed out, the grawthe second half of the nineties was boosted by
consumption more than any other economic exparedfien the Second World War. And so, where
exactly was this huge consumption boom coming from?

“The obvious answer — or a good part of it — id fhathe period of stagnant wages, working peopéeiacreasingly

living beyond their means by borrowing in ordemtake ends meet (or, in some cases, in a despétetepts to inch
up their living standard” (Foster, Magdoff 2000).

In their view, this idea was corroborated by therked increase in household debt and by the

fact that it increased in proportion to disposabtome for the majority, and hence those living on

10



lower incomes, while it was proportionately muchrenmoderate for households with an income of
almost 100,000 dollars a year. This led Foster Maddoff to surmise that the expansion in the
second half of the nineties was fuelled to a ges#&tnt by household indebtedness, and mainly by
households belonging to the low or middle-incomessés. Furthermore, the increase in debt was
mainly related to one of the most affordable kimdsndebtedness for the vast majority of the
population, i.e. mortgages and home-equity loartschvwere bolstered by refinancing and new
loans secured by the rise in home prices.

In Foster and Magdoff's opinion, the marked growthindebtedness and the fact that it was
mainly related to the low-mid income majority halp&o bring about an increasing financial
insecurity for many households, as can be seemddyise in foreclosures and insolvencies. This
situation, they maintained, would be necessarily\denaorse by possible rises in interest rates,
which would put an end to the “bull markets that)(have been fueling consumer spending”
(Foster, Magdoff 2000). Foster and Magdoff beliewbdt in order to deal with this situation
income redistribution would be required soonerater, not so much to improve workers’ standard
of living but simply so that they could finance anwlated debt.

In May 2006 Foster published another article in henthly Review based on the analysis
drawn up with Magdoff six years before. He noted #tagnation of real wages in the last few
decades (with the exception of a small rise in gheond half of the nineties) and the fact that

nevertheless,

“rather than declining as a result, overall constiomphas continued to climb. Indeed, U. S. econogn@mwnth is ever
more dependent on what appears at first glance tmbtoppable increases in consumption” (Foste200

The paradox of declining wages as a share of ratiomcome accompanied by soaring
consumption can be explained, Foster reassertedighm of the substantial indebtedness of
households in proportion to disposable income, anpmenon involving mainly the low-mid
income brackets. This is also shown by the fact tha most sizeable portion of their debt is
secured by primary residences, the main assetofast majority of households:

“In this general context of rising household déis of course the rapid increase in home-secbardowing that is of
the greatest macroeconomic significance, and thatdllowed this system of debt expansion to ballsonrapidly.
Houseowners are increasingly withdrawing equityrfrineir homes to meet their spending needs anafidlye credit
card balances (...). The fact that this is happeaina time of growing inequality of income and tle@and stagnant or
declining wages and real income for most peopledgdittle doubt that it is driven to a considesbktent by need as
families try to maintain their living standard$®

2L Foster 2006. “Americans have been using their é®w@s Mastercards”, Doug Henwood maintained inrtde
quoted in Foster 2006, in which the end of risimgnie prices and a crisis were forecast: “So manyséloaids have
taken on so much mortgage debt that if prices mestdp rising, they’re going to find themselves endvater”
(Henwood 2006).
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The trend seen towards a redistribution resultimgvages accounting for a lower share in
income, Foster maintained, is in any case of sermncern for an economy whose growth has
become more and more dependent on private consumiti his view, the most likely result of a
further increase in household indebtedness wolddtenally be the financial meltdown of the entire
system:

“There is no growth miracle whereby a mature cédiptteconomy prone to high exploitation and vamghinvestment
opportunities (and unable to expand net exporhéorest of the world) can continue to growth rapidlother than
through the action of bubbles that only threateburst in the end”(Foster 2006).

Some of the factors pointed out in the two artigtethe Monthly Review are also at the root of
the analysis - in many respects broader and mai@letk - made by Aldo Barba and Massimo
Pivetti. Though published at the beginning of 20@3he Cambridge Journal of Economicthe
first version of the article had already been sutadito the journal in July 2007.

Barba and Pivetti also took the view that the saistl growth in household debt occurring in

the last few decades in the U. S. economy is thaltre

“of the effort by low and middle-income househols maintain, as long as possibile, their relatit@ndards of
consumption in the face of persistent changes éorire distribution in favour of households with héghincomes”
(Barba, Pivetti 2009: 121-2).

Barba and Pivetti observed that increasing indetgssl had been seen mainly in low and
middle-income household$.0wing to the rise in home prices, household deist treen bolstered
through the refinancing of existing mortgages aew borrowing secured on the increased value of
houses already securing previous loans: these ommsf of indebtedness were used in to a
considerable extent for purchasing goods and ssvigll this led to a decline in the household
saving rate and, in turn, in the saving rate offieate sector of the econorfiyAt the same time
households’ liabilities grew considerably (Barbajefti 2009: 116 and 123-4).

Thus, increased household debt would appear tageakie solution

“to the fundamental contradiction between the ngitesf high and rising levels of consumption, fbe growth of the
system’s actual output, and a framework of antagjinconditions of distribution, which keeps witHimits the real
income of the vast majority of society” (Barba, €&tv2009: 127).

22 4(j) the highest debt-to-income ratios are foundhe low and middle-sections of the income distiitn; (i) debt

relative to the value of assets held also tendbetdhe highest among indebted households at theatmvmiddle
sections of income distribution; and (iii) the dektvice ratio of indebted households is highestldaver-income
households” (Barba, Pivetti 2009: 113-4).

% The private saving rate, Barba and Pivetti poirdat had reached its lowest level since the Gbearession. In
2006, bank lending to households (including morégagnd consumer lending) was double bank lendithgistesses,
while in 1995 it was less than 70 per cent of gl (Barba, Pivetti 2009: 125).
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However, as Barba and Pivetti remark, this “proadssubstitution of loans for wages” cannot
go on indefinitely. Given disposable income, howdgldebt and the burden of servicing it cannot
be accumulated beyond a definite amount. The latigeraccumulated debt and the difference
between the average interest rate paid on theatebthe growth rate of the household disposable
income, the larger savings must be in order to tamirthe debt to disposable income ratio at least
stable (Barba, Pivetti 2009: 127 and 135-6). fil&nly a constraint tending to become increasingly
severe in a situation like the one outlined abaveyhich real wages are stable or increase less tha
productivity (and therefore decline as a proportdbmcome) and households are already heavily in
debt. In this situation, with wages capable of abisg an ever more reduced share of the output,
household debt is limited to an ever greater extent

The sustainability of the process through which detwld indebtedness bolsters a consumer
demand that wages are less and less capable ofbadzgs@an be protracted, Barba and Pivetti
maintain, by two means. Firstly, by trying to invelan increasing number of households in the
indebtedness process, even at the cost of an sicgeask of default: e. g., the case of the sdechal
subprime loans. Secondly, by a policy of a progvessowering of interest rates in order to
maintain stock exchange quotations and home phigs as well as — and especially - to reduce
the debt service in proportion to disposable hoolselncome. This was the monetary policy
pursued by the Federal Reserve in the 1995-2006cdb€Barba, Pivetti 2009: 128-9). However,
Barba and Pivetti assert, a day of reckoning masessarily one day come as regards substituting
household indebtedness for an increase in realsvagel this day would come sooner if monetary
policy were to change, bringing in a rise in ingtnates, or if home prices fell considerably;hist
contingency households’ financial distress would éecerbated more rapidly. In both the
situations the necessary result would be a shawp dr households’ propensity to borrow and
access to credit, which would result in a fall ggeegate demand and activity levels.

The issue of the sustainability of U. S. houselt@dt was also raised by Christopher Brown in a
2004 article in the Review of Political Economy ceming the relationship between income
distribution and the level of effective demand. Bnoasserted that the growth in consumption
observed in the last twenty years, even for low amddle-income households, can be explained
only through the widened credit availability andltlze same time, the higher propensity to make

recourse to it:

“A softening of the income constraint for thosetie middle and lower echelons of the income hiénargas the
potential to raise spending and the propensityottsame (...). It follows that the aggregate profigiie consume can
remain stable, or even increase, amidst a sharpase in income inequality — given a sufficientgeuin borrowing”

(Brown 2004: 303).
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This does not mean that consumption growth canimendéed indefinitely through household
indebtedness:

“it is difficult to overstate the importance of tlwensumer lending industry in sustaining the demfamdconsumer
goods (...). But as things stand, growth may not dsible unless a significant segment of the pojmiatontinues to
be willing to borrow on a scale that creates censtfies budgetary pressure on the household” (Br2004: 305).

The issue was once again taken up in a broaderirwawy article in the spring of 2007 in the
Journal of Post Keynesian Economifcsn which Brown examines the role played by finahc
engineering in making it possible to expand houkklmdebtedness. Brown maintains that the
financial innovations of the last few decades hamlenit possible to convert mortgages and
consumer loans into marketable assets (securdrgatiwvhereas previously they had been
essentially illiquid assets. This occurs by straathem into lots (not necessarily homogeneous as
regards risk and yield) and then placing them tbhothe market, usually with institutional
portfolios?>. Holders of the marketable assets thus createdircanrn hedge against the risk
connected with collateral securities through treation of derivatives, which provide for a number
of conditions, e. g., sale at a specified prica apecified future date. The process of securitizat
Brown maintains, is nothing but a technique foredsifying the risk. The collateral of each lot of
marketable assets consists of a multitude of siveatis, so that the exposure to the risk arisingnfro
the behaviour of a single borrower is reduced @wtholé®. This made credit easier to obtain also
for middle and low-income households, who use laaasly to finance the purchase of goods and
services:

“The practical effect of widened and deepened tradailability is to soften the budget constrainthat is, to free
spending from the discipline imposed by currenbime. (...) borrowing is an expedient by which indials are able

to maintain their consumption status vis-a-vis peeial classes in the face of rising income dispa” (Brown 2007:
445).

The result, in broader terms, is that

“[flinancial engineering boosts aggregate demandabse it effectively raises the maximum amount twatld be
borrowed by households at virtually every tierlwé treditworthiness hierarchy” (Brown 2007: 441).

In such a way, however, the conditions are cretiethe emergence of financial instability. In
order to illustrate the indebtedness situationamideholds, Brown used a taxonomy introduced by

Minsky, according to which they can be divided irdphedge unitswhose income is adequate to

repay the debt and interests accruing on it ovnee;tb)speculative unitswhose income is adequate

24 An earlier version of the article had been presgrit the April 2006 meeting of the Association fiastitutional
Thought.

% n such a way, “[t]he securitization of consumeceivables removes the constraints on the expao$iorortgage or
consumer lending imposed by the general distasteeafth controllers for nontradable assets” (Br@o07: 432).

% Brown 2007: 442. Brown disregards that, for thesaeason, each lot of securities is characteriged certain
opacity, which can lead investors to underestirttaderisk, thus facilitating lending still further.
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to pay interests, but not the debt itself (whickréfiore must be renewed continually); ROnzi
units whose income does not allow them even to payaste, and who must therefore accumulate
new debt only to meet the interest outlay. An exsp@amn of consumption and output supported by
the indebtedness of households must necessarilit,ras Brown’s opinion, in the migration of a
part of them from the hedge status to the spewelaine, and from this to the Ponzi one. Data from
the Survey of Consumer Finangeshich mainly refers to the period since the mé®Qs, appears
to confirm this view (Brown 2007: 448-9). The pregsive worsening of the household financial
situation, Brown remarks, is “potentially catastnagd; sooner or later it will result in an increaise
defaults (already observable in 2005), a crediesga and, therefore, a contraction of consumer
spending (Brown 2007: 439). As a matter of factpv@n sums up, growth based on household
indebtedness and on the financial innovationsitatiihg it is not capable — except for a short peri

— of solving the problem of aggregate demand imseficy and of preventing the emerging of a
crisis:

“The debt-financed consumption boom of the late0E3&nd early 2000s (...) created the illusion thathtbllowing out

of the income distribution function need not haetridnental macroeconomic consequences. [Finanmaiaviations] do
not solve the problem of the insufficiency of etfee demand — they merely pospone it"(Brown 202}

Before the crisis arose, therefore, analyses canfobed asserting the long-term non-
sustainability of growth similar to that occurriing the U.S. over the past few decades, based on
household indebtedness as an alternative to theease in wages to support consumption
expansion. Two conditions are common to these amalyl) the independence of investment
decisions on saving decisions, and 2) the impoetamtich follows from the first condition, of
increasing consumption for income growth.

The first condition can plainly be traced back teyKkes’s analysis and entails the reversal of the
prevailing theoretical approach. In this approabh flexibility of prices and monetary wages
resulting from competition should constantly brthg economic system to its potential output. The
possibility that an insufficient level of aggregatemand prevents actual output from adjusting to
potential output would be left out, at least in theg period, since (according to the mainstream
theory) variations in interest rate would be capabi adjusting investment decisions to saving
decisions associated with any level of consumptibus providing the level of aggregate demand
necessary to absorb any volume of production (hacefore potential output as wéll) The exact
opposite point of view was taken in the articlesvimch, even before it emerged, the possibility of

crisis was taken into consideration. It presupptisasa tendency of investment decisions to adjust

27 |n this idea of investment adjusting to the supgfipaving, what really matters is the flexibiliof interest rate as a
consequence of any divergence between them — tiath, @en more basic level, the inverse relatignbletween the
rate of interest and the volume of investment.
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to saving decisions through variations in intenege does not exist in the economic system;
however, saving decisions do adjust to those ogstment through variations in output. In other
words, according to this view there is no spontasetendency of the economic system to bring
about a level of aggregate demand capable of aibpgoaimy volume of production. Consequently it
is aggregate demand that determines the poterftialtput expansion. Only on this basis is it
possible to analyse the role played by househaléhtedness — as an alternative to increasing
wages — in bringing about the fall of the saving r@and, as a result, the expansion of consumption
and aggregate demand to a sufficient extent tevadlatput growth. In the same way, on this basis it
is possible to assert that, once household indebssdis no longer sustainable, the drop in
consumption — caused by the credit squeeze —uwwillinto a crisis of vast proportions.

From the last remarks it plainly emerges that teeosd condition — the importance of the
increase in consumption for the growth of incomeolows directly from the idea of the
independence of investment decisions from savingsabas. In broader terms, if aggregate
demand does determine activity levels and the awpan economic system, an expansion of them
normally requires an increase in consumption intamdto that in the other component of demand
(investment, public expenditure and exports). i phevailing approach this is not needed, since —
as we have seen - an insufficient level of consiwonptiould tend to be offset by higher investment,
in this way providing an aggregate demand capdaddsorbing potential output.

This view explains the position that, before theesgence of the crisis, mainstream analyses
took as regards the issue of household indebtediiéey did not see this phenomenon as the
consequence of wage stagnation, and thereforeeaohsufficiency of consumer demand as financed
by current income, but as the result of the maximgizoehaviour of households, which — once
financial innovations and a policy of lowering irdst rates have softened liquidity constraints —
would try to level their consumption by means afébtedness, in line with life-cycle or permanent
income theories (see, e. g., Barnes, Young 2008; Debelle 2004: 2-4; Dynan, Kohn 2007: 3-4).
As for the question of the sustainability of housldhindebtedness, this was not seen as a source of
concern owing to the sharp drop in consumption smdme which debt accumulation could
eventually cause. The financial situation of howd#g$h was not regarded as a problem in itself, but
only as a fact that could amplify the cyclical tiuations affecting the economic system because of

different kinds of shocks:

“Increased household indebtedness, in and of jteeHot likely to be the source of a negative &htmcthe economy.
Rather the primary macroeconomic implication ofthigbt levels will be to amplify shocks to the emay coming
from other sources” (Debelle 2004: 37).
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Moreover, a monetary policy taking this problemoirdccount could reduce, in Debelle’s
opinion, the amplitude of these fluctuations (D&bek004: 37) . These assertions require
confidence in the capacity of the economic systemaldsorb any given volume of production, as
well as in the effectiveness of monetary policycas be seen in remarks like the following:
“Although high debt service obligations relativeibcome would appear to leave households more tipanexpected

changes in income and interest rates, many maanoetio shocks involve the demand for goods and sesvénd tend
to lead to offsetting movements in income and agerate” (Dynan, Kohn 2007: 110).

CONCLUSIONS

What stands out in the articles taking a Keynesipproach is not only the awareness of the
possibility of an economic crisis of vast propomso It is also the fact that these analyses use
theoretical tools admitting of the possibility ofcasis. It is a situation opposite to that of the
prevailing theory, in which the idea that the ecoisystem tends to gravitate around potential
output seems to have prevented the possibilitif kéeémagining a crisis like the current one.

It is reasonable to believe that over the next years there will be theoretical developments to
include within the orthodox analysis the possipibf large contractions of GDP and employment
levels, contractions of an extent comparable tesehwhich would have occurred in this crisis
without massive state intervention. Likewise, gss reasonable to expect that these developments
could lead to recommendations for stricter regatatn credit and finance due to imperfections in
these sectors which the theory, in particular ma@paomic theory, has not taken into account. In
such a line of development of theory and policyoremendations, we see the following risk: that
the introduction of tighter credit and finance riagion - without having previously dealt with the
problem of stable income redistribution for workepossibly through public expenditure and
taxation - would likely lead to lengthy stagnatiorthe U.S., and therefore in the rest of the world
Orthodox theory seems unable to imagine a recawettye growth process that must occur through
changes in distribution in contrast with those whi@ave occurred over the past thirty years, which
is why the emphasis has been placed on regulatithre@redit and finance sector.

Undoubtedly, part of this tendency also derivesnfra defensive mechanism. Those accepting
the dominant theory find themselves in the uncotafie situation of having to explain why, after
for many years of seeing the policy recommendatlmased on the orthodox theory implemented,
one of the worst crises in the history of capitalisas occurred. Therefore they are obliged to
explain—to the public as well—why those policy resoendations should not now be considered
among the causes themselves of the crisis. Focasirizad regulation for which the theory can in

no way be considered to blame - is a convenienttavagply to such objections.
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The theories which acknowledge that productionnstéd by demand and the validity of the
Keynesian principle of effective demand find thelwsg in an entirely different situation. In at leas
some of these theories, the existence of a caakstlonship between wages and GDP trends is
explicitly acknowledged in reference to both therstand the long term. In our view, it is by
focusing on this relationship—and therefore onrked for stable income distribution in favor of
workers—that heterodox economists have the bestilplty to bring about significant change

within theoretical analysis and the prevailing direns for economic policy.
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