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Abstract

The focus of this contribution is on the notion that there is often inadequacy of aggregate demand
relative to what would be required for full employment of the factors of production. The level and
distribution of productive capacity can often be inadequate to underpin full employment.
Distributional effects are paramount and should be seriously taken on board in the analysis; and such
effects are actually considered in this contribution. Economic policies are thereby very relevant and
important. We briefly summarise the theoretical framework that underpins the relevant economic
policies before we turn our attention to the latter themselves. We suggest that in addition to the well-
known economic policies, namely fiscal and monetary policies, and co-ordination of them, two new,
relevant and important policy dimensions emerge as paramount: distributional effects and financial
stability. We also discuss briefly current ‘unorthodox’ monetary policies.

Keywords: Macroeconomic framework, economic policies, financial stability, distributional effects,
‘unorthodox’ policies

JEL Classification: D31, E12, E44, E61, E63



1. Introduction

This contribution relies mainly on the notion that there is often inadequacy of aggregate demand
relative to what would be required for full employment of the factors of production.® The level and
distribution of productive capacity can often be inadequate to underpin full employment. Fiscal and
monetary policies are of course important and we suggest that co-ordination of them is a way
forward. In this contribution we briefly discuss our theoretical framework that underpins the relevant
economic policies before we turn our attention to the economic policies themselves. In terms of the
latter we argue that two ‘new’ important policy dimensions, which have been ignored in the past,
namely distributional effects and financial stability, should seriously be taken on board in relevant
discussions of economic policy. Such economic policies are thereby urgently required to avoid crises
similar to the ‘Great Financial Crisis’ (GFC) of 2007/2008, in the future.? We also discuss briefly the
current ‘unorthodox* monetary policies.

We proceed as follows. After this short introduction, section 1, section 2 deals briefly with our
theoretical background that comprises of five blocks.® Section 3 proceeds to discuss the ‘new’
economic policies that emerge from the theoretical framework of this contribution. Section 4
discusses the current ‘unorthodox’ monetary policies. Finally section 5 summarises and concludes.

2. A Coherent Theoretical Macroeconomic Model

The purpose of this contribution is to briefly discuss our theoretical framework that underpins our
proposed economic policies. Clearly, economic policy formulation is heavily conditioned by the
underlying theoretical framework that should underpin it. We, thus, begin with the essential elements
of such a theoretical framework. The overall focus of economic analysis should be: sustainable and
equitable economic development and growth. Full employment should be the objective of economic
policy. Achieving such objective requires the maintenance of a high level of aggregate demand and
sufficient productive capacity. The general background to this theoretical framework relates to an
economy, which has degrees of instability in the sense of having ups and downs of the business cycle
and prone to crisis. It also relates to a monetary production economy in which finance and credit
play a significant role. This theoretical framework draws on the following main elements, which
comprise five blocks as summarised in the appendix. In this section we discuss briefly the main
elements of each block. We begin with block I.

Block I (equations 1 to 7 as in the appendix). This is based on the demand-side of the economy,
which relates to expenditure, income and employment, and also on the supply-side. The level of
economic activity is set by aggregate demand. No market-based mechanism exists to propel the level
of aggregate demand to any specific level of output. Distributional effects are paramount and are
seriously taken on board in the current contribution. Changes in economic activity affect the rate of
change of prices and wages, and consequent changes in the distribution of income between wages
and profits emerge. Changes in the distribution of income have effects on the level of aggregate

! Relevant contributions include Arestis (2010), Arestis and Sawyer (2010) and Arestis (2013). The current contribution
is, however, more extensive in terms of the economic policies, and covers more recent aspects and developments.

2 1t should be noted that this contribution goes well beyond the New Consensus Macroeconomics (NCM) and its policy
implication, namely inflation targeting (see also Arestis, 2007, 2009, 2010).

® The five blocks briefly discussed in section 2 were originally put forward in the Arestis (2013) approach. The current
contribution, though, relies more extensively on the relevant economic policies of such approach.



demand, with the nature of the effects depending on whether there is a wage-led or a profit-led
regime. Aggregate demand has a dual characteristic in this model: it is a relatively volatile
component; and it is also a creator of productive potential. This establishes interdependence of
demand and supply. The supply-side of the economy is viewed in terms of the following
characteristics. The interaction between production decisions of firms in the light of the (expected)
level of aggregate demand; and the consequent decisions on employment. It is also viewed in terms
of the relationship between prices and wages, and their setting. Clearly, this approach denies the
validity of the NCM approach that portrays the long run as characterised by a supply-side
equilibrium (at NAIRU), with aggregate demand having no impact whatsoever.

Block Il (equations 8 to 13 as in the appendix). It relates to the distributional aspects and the
inflationary process. The range of factors, which impact on the distributional aspects and the rate of
inflation, includes: struggle over income shares; the level and rate of change of the level of aggregate
demand; cost-push factors emanating notably from the foreign sector (changes in import prices and
the exchange rate); and the sources of inflationary pressures vary over time.

Block I11 (equations 14 to 18 as in the appendix). This block relates to the money, credit and finance
sector. Money is endogenously created within the private sector with loans initiated by banks thereby
generating bank deposits. The behaviour of banks and related credit institutions become important
for the economy. Their willingness or otherwise to create loans and the terms upon which they are
provided impact on the level and structure of demand. The central bank sets the key policy interest
rate, which governs the terms upon which the central bank provides the ‘base’ money to the banking
system. Monetary policies, however, such as credit-rationing by the authorities, which can properly
control the financial sector, are also important. These are what is labelled as ‘financial stability’
policies as dicussed below in sub-section 3.3.

Block 1V (equations 19 to 23 as in the appendix). There is also the government sector, which is
accounted for in this block. Government expenditure and taxes along with the public sector
borrowing requirement are taken on board and examined; as well as endogenised as necessary.

Block V (equations 24 to 27 as in the appendix). Finally, the open economy aspects are examined as
in this block. The openness of the economy means that the domestic economy is buffeted by events
in the rest of the world. A relevant and significant aspect of the foreign sector is that imports and
exports are included in the aggregate demand equation, and endogenised in this block. This inclusion
also reflects the effects on demand (and hence employment) of variations in the exchange rate.

The model just presented is cyclical and could potentially produce periods of instability. It is, thus,
paramount that economic policies to stabilize the economy and lead it to high levels of employment
and output are vitally necessary. This is undertaken in the section that follows, where we concentrate
mainly on ‘new’ economic policies rather than on the traditional ones.

3. Economic Policies
3.1. Introduction

The overall objective of economic policies should be sustainable and equitable economic develop-
ment and growth, along with the achievement of full employment of the labour force. Maintenance
of a high level of aggregate demand and provision of sufficient productive capacity are important
prerequisites for such objectives. It is clear from the analysis in section 2 that traditional fiscal and



monetary policies employed in a co-ordinated manner (see, also, Arestis, 2012, 2013, 2015) could
potentially help on this score. Our theoretical analysis, however, suggests that further economic poli-
cies for the achievement of the above mentioned objectives are paramount. These are relevant eco-
nomic policies for a fair distribution of income and financial stability, which have not been seriously
considered previously. We elaborate on these two prerequisites in the rest of this section.

3.2 Distributional Policies

Distributional effects should be a major objective of policy as this is clear from our theoretical analy-
sis (see, also, Arestis and Gonzalez-Martinez, 2016). Recent evidence of a steady but sharp rise in
inequality is also very supportive of this proposition.* Inequality had risen prior to the emergence of
the GFC of 2007/2008 and the *Great Recession’ (GR) that followed, and has continued since then.
Galbraith (2012) suggests that “inequality was the heart of the financial crisis. The crisis was about
the terms of credit between the wealthy and everyone else, as mediated by mortgage companies,
banks, rating agencies, investment banks, government sponsored enterprises, and the derivatives
markets” (p. 4). Arestis and Karakitsos (2011, 2013; see, also, Arestis, 2016) argue that inequality
was one of the main causes of the GFC and the subsequent GR. Stiglitz (2012) suggests that income
inequality in the US is an important cause of the economic and financial troubles in the last twenty
years. According to Stiglitz (op. cit.) in 2007 the income of the top 0.1 percent in the US was 220
times larger than the average of the bottom 90 percent. Piketty (2014) also shows that the income
share of the top 1% in English speaking countries (especially in the US) has risen since 1980; the
same 1% appropriated 60% of the increase in US national income between 1977 and 2007. Kumhof
and Renciére (2010a, 2010b, 2011) make the point that restoring equality through redistribution of
income from the rich to the poor could very well save the global economy from another crisis similar
to the GR. Atkinson et al. (2011) show that the share of US total income going to top income groups
had risen dramatically prior to 2007. The top pre-tax decile income share reached almost 50% by
2007, the highest level on record; the share of an even wealthier group — the top 0.1% - more than
quadrupled from 2.6% to 12.3% over the period 1976 to 2007.

Clearly, the declining wage and rising profits share were compounded by the increasing concentra-
tion of earnings at the top, especially in the financial sector. An important piece of evidence in the
case of the US is the share of the financial sector to GDP, which almost doubled in size between
1981 and 2007, and subsequently accounted for 8% of the US GDP (Philippon 2008). Between 1981
and 2007 the US financial sector as measured by the ratio of private credit to GDP grew from 90% to
210%; also, a sharp, nearly six-fold increase occurred in their profitability since 1982. Similar but
less pronounced financial shares are relevant in many other countries. Germany, China and the UK
are three examples but many more can be cited (see OECD, 2008, for a relevant discussion and em-
pirical evidence on these economies). Turner (2010), the ex-Chairman of the UK Financial Services
Authority, made the point in the case of the UK: “there has been a sharp rise in income differential
between many employees in the financial sector and average incomes across the whole of the econ-
omy”. A recent contribution to the UK inequality has been the pursuit of ‘Quantitative Easing’ (QE)
type of policy. The Bank of England (2012) report shows that its QE programme increased the value

“tis interesting to note that at the G20 meeting in Hangzhou, China (September 2016), the managing director of the
IMF praised the group’s commitment to reduce excessive inequality and to ensure growth was more widely shared.



of the relevant financial assets by 26 percent with 40 percent of the gains having gone to the richest 5
percent of British households. Similar results are expected for the US economy, where the top 5 per-
cent of wealthiest households owns 82 percent of all individually held stocks and more than 90 per-
cent of the individually held bonds.

Even more recent evidence shows that US household incomes have been falling for the fifth con-
secutive year; the typical US family earned less in 2013 than in 1989, according to the US Census
Bureau (September 2013). In fact the medium household income is now 8.3 per cent below its pre-
GR peak in 2007. Still, the share of the wealth accruing to the top 1 per cent grew by 31 per cent in
the three years to 2012, while the rest rose by just only 0.4 per cent. The top 1 per cent is close to full
recovery since the emergence of the 2007/2008 GFC, while the bottom 90 per cent has hardly started
recovering (Saez, 2013). Cynamon and Fazzari (2014) also argue that rising income inequality as
from 1980 reduced income growth for the bottom by 95 per cent of the US income distribution. The
debt to income ratio of the bottom 95 per cent increased dramatically. The income growth for the top
5 per cent increased by contrast. The consumption-income ratio of the bottom 95 per cent rose dra-
matically unlike that of the top 5 per cent. The end of that borrowing boom prior to the 2007/2008
GFC, caused household spending to collapse, which was the proximate cause of the subsequent GR.
However, during the GR and subsequently the borrowing boom came to an end, and as a result the
higher inequality with the associated demand drag provides an explanation of the slow US recovery
following the GR.

These are clear empirical examples, in addition to the theoretical premise as above in section 2, of
the importance of distributional effects as a clear and vital objective of economic policy, which if not
accounted for and proper action initiated, can produce serious problems. A clear message then fol-
lows from both our theoretical framework and the evidence discussed in this sub-section: distribu-
tional effects should be a major objective of economic policy. We have also argued in Arestis and
Sawyer (2011) for the importance of accounting for ‘distributional effects” in both economic theory
and policy, which have been fatally ignored recently (see, also, Arestis, 2016; and Arestis and Gon-
zalez-Martinez, 2016). Consequently, it is vital that economic policies not only should they focus on
achieving full employment but should also be geared towards reducing inequality. This theoretical
framework is supported by empirical evidence, as for example, the findings of Onaran and Galanis
(2013).°

It clearly is the case then that pro-labour distributional policies that promote wage policies,
strengthening the status of labour unions and collective bargaining, are important and relevant
policies. Such a strategy should be complemented by fiscal and monetary policies, along with proper
co-ordination of them. The objective should be full employment. Fiscal policy in particular is an
important dimension in this regard (Arestis, 2012, 2015). The study by Muinelo-Gallo and Roca-
Sagalés (2011) employs an endogenous growth model that incorporates fiscal policy and economic
growth along with their effects on income inequality. Pooled-panel estimations are undertaken for 43
upper-middle and high-income countries for the period 1972-2006 to conclude that increases in pub-

® See, also, The Economist (2014) where it is argued that redistribution does help to increase national income.
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lic investment expenditure reduce inequality without harming output, regardless of whether they are
financed through direct or indirect taxes.

Targeting social spending, including people’s investment in skills and education, is paramount from
the government spending point of view. Reforming taxes to make them fairer is another important
aspect of fiscal policy. Indeed, Berg and Ostry (2011) show that a redistributive tax system is associ-
ated with higher and more durable economic growth. Raising the minimum wage and indexing it to
inflation is another important tool to fight inequality (see, for example, The Economist 2014). A
further example, and priority, is the removal of subsidies for the ‘too-big-to-fail’ financial insitutions
(see, also, The Economist 2012). Such a policy initiative would help to remove, to a large extent, one
of the main contributory factors to the surge in wealth at the top of income distribution and to the
financial sector in particular. This inequality, as we have argued elsewhere (Arestis and Karakitsos,
2011, 2013; see, also, Arestis, 2016), was one of the main causes of the GFC of 2007/2008 and the
subsequent GR. In the latter sense, addressing the problem of income inequality is even more im-
portant today with the background to which we have just referred. A recovery led by domestic de-
mand and an increase in the wage share in the global economy would help to reverse the major factor
of inequality behind the GR.

To summarise, a combination of economic policies is needed to tackle inequality; progressive taxa-
tion and public expenditure policies, social welfare, industrial relations,® are all relevant and im-
portant. Most important of it all is the suggestion by Atkinson (2015) that “a more progressive struc-
ture for the personal income tax” (p. 290) should be introduced. Atkinson (op. cit.) also suggests that
it is of paramount importance to have in place proper distributional policies along with wage policies
if a viable growth regime is to emerge and be sustained. We would go a step further, though, and ar-
gue that to reduce inequality significantly proper policies as discussed above are necessary but also
with appropriate coordination of monetary and fiscal policies, along with financial stability, would
be the best way forward. Monetary and fiscal policies should be directed at reducing inequality
through appropriate expenditure and progressive tax policies, which should be supported by financial
stability type of policies. The latter should be concerned with reforms in an attempt to regulate the
financial sector and avoid the type of financial architecture that led to the 2007/2008 GFC.

3.3 Financial Stability Policies

Financial stability is the second ‘new’ objective of economic policy we discuss next. The objective
of financial stability should be the most significant one for central banks. The focus of financial
stability should be on proper control of the financial sector so that it becomes socially and
economically useful to the economy as a whole and to the productive economy in particular. Finan-
cial deregulation entails redistribution effects in favour of the financial sector by allowing for greater
risk-taking and higher expected profits; at the same time, though, greater risk-taking can lead to loss-
es sufficient to cause a credit crunch. Redistribution of welfare thereby emerges from workers to
bankers (Korinek and Kreamer, 2013). As suggested above and argued elsewhere (Arestis, 2016, for

® An important aspect on this score is the change in labour markets over the recent years, where the role of trade unions
has diminished. Re-strengthening the role of trade unions is crucial in terms of reducing inequality.



example), this process had been one of the major causes of the 2007/2008 GFC and the subsequent
GR. Clearly, then, banks should serve the needs of their customers rather than provide short-term
gains for shareholders and huge profits for themselves. This requires the development of alternative
policy instruments alongside the downgrading of interest rate policy, as the only instrument of
monetary policy, and of any notion of price stability as the only objective of economic policy.

Financial stability policies have emerged as particularly important in view of the GR. In Arestis and
Karakitsos (2013) it is argued that in the past, especially prior to the GFC and GR, a variety of
regulatory policies were in place, which were intended to maintain financial stability. However,
those policies were focused merely on the stability and viability of individual banking institutions,
the microprudential type of policies, rather than embracing also the whole of the financial system,
the macroprudential type of policies. The key point here is to bring to the forefront a form of
financial policy, which is focused on proper financial stability. Such a policy has to be
comprehensive in its coverage, in terms of both the range of financial institutions covered and its
international coverage. It further suggests that the policy needs to act in a counter-cyclical manner
and to differentiate between assets.” Central banks should go beyond the traditional single objective
of targeting inflation; they should monitor price fluctuations of assets, especially housing. Of equal
importance is the further proposition, discussed below, which suggests that co-ordination of macro-
prudential and monetary policies along with fiscal policy is paramount, as argued in Arestis (2015).

Financial stability should incorporate both microprudential and macroprudential instruments.
Microprudential instruments relate to the structure and regulation of individual banks. Banks that are
‘too big to fail’ should be reduced in size; guarantees to retail depositors should be limited to banks
with a narrower range of investments; risky banks to taxpayers and economy should face higher
capital requirements; large and complex financial institutions can be wound down in an orderly
manner; and large banks should not be allowed to combine retail banking with risky investment
business. The macroprudential toolkit should account for the potential failures of the system: low
levels of liquid assets; inadequate levels of capital with which to absorb losses; too big a financial
sector; too leveraged a sector with high risks to the taxpayer and the economy. Thus,
macroprudential financial instruments should be able to control the size, leverage, fragility and risks
of the financial system. And to quote the Bank of England (2009), “In general terms, the goal of fi-
nancial stability policies should be the stable provision of financial intermediation services to the
wider economy — payment services, credit intermediation and insurance against risk. They should
seek to avoid the type of boom and bust cycle in the supply of credit and liquidity that has marked
the recent financial crisis” (p. 9). Most importantly from our theoretical framework perspective,
macroprudential policy should be linked to other relevant policies that affect cyclical fluctuations,
and in particular monetary policy, which affects asset prices and bank credit. The latter variables are
also affected by macroprudential policies and thereby can influence the transmission mechanism of
monetary policy in terms of avoiding excessive liquidity and containing cyclical fluctuations. In this
sense macroprudential authorities should take credit as an important indicator of financial stability as
suggested by our theoretical framework. Possibly all the elements just suggested could be combined
so that both micro- and macro-prudential instruments would be under the banner of the policy

" See, Arestis and Karakitsos (2013) for further discussion on the impact of asset bubbles in the context of the housing
market.



makers, and properly co-ordinated with the central bank to avoid conflicting policies and results (see,
also, Angelini et al., 2012). Policy makers should avoid rules and employ instead judgement and thus
discretion.

Clearly, serious interest in financial stability requires the development of a range of policy instru-
ments. There is an important ingredient in the idea of financial stability as the key objective of the
monetary authorities. This relates to the notion of independent Central Banks, based on the idea of
price stability being the single objective of economic policy, to be pursued by inflation-averse central
bankers. Such notion substantially weakens the idea of financial stability. With multiple objectives
pursued by multiple instruments, there is a need for co-ordination between the macroeconomic au-
thorities (e.g. the Ministry of Finance/Economics and the Central Bank), which is precluded by the
independent Central Bank notion. This suggestion also reinforces the argument for co-ordination be-
tween monetary and fiscal policies (Arestis, 2015). With financial stability policies in place, the new
economic policies will work best if co-ordinated with other areas of economic policy outside the re-
mit of the central bank. The GR has clearly demonstrated the need for more than one objective of
economic policy and indeed proper co-ordination of the relevant economic instruments to achieve
the objectives. Such co-ordination is supported by empirical evidence, which suggests that under fis-
cal and monetary policy co-ordination, fiscal multipliers are higher than when no policy coordination
prevails (even bigger than the Keynesian ones). This is possible so long as the fiscal and monetary
authorities have a common objective, for example maximization of social welfare. The multiplier
under fiscal and monetary policy coordination, and in the case of deficit spending, is found to be of
the order of 3.8 (Eggertsson, 2006; see, also, Arestis, 2015). When there is no policy coordination,
i.e. when the central bank is ‘goal independent’, the deficit spending multiplier is zero. This large
difference in fiscal multipliers is explained by the expectations channel, which is thought to work via
inflation expectations. Fiscal expansion increases expectations about future inflation, the real rate of
interest is reduced (provided the central bank collaborates with the fiscal authority) and spending is
stimulated. Expectations of future income also improve, thereby stimulating spending further (Eg-
gertsson, 2011). These results suggest that macroeconomic stability is the joint responsibility of the
monetary and fiscal authorities: potentially destabilising behaviour by one authority can be offset by
an appropriate stance of the other authority. These results are particularly important in view of the
current New Consensus Macroeconomic (NCM) theory and practice that sees fiscal policy better di-
vorced from monetary policy.

It is the case that efforts to establish a financial stability framework have been undertaken as shown
in Arestis and Karakitsos (2013). Perhaps the most promising initiative on this score is the estab-
lishment in the UK of a Financial Policy Committee (FPC) created in April 2013, which “is charged
with a primary objective of identifying, monitoring and taking action to remove or reduce systemic
risks with a view to protecting and enhancing the resilience of the UK financial system”.® The FPC
agreed at its meeting of June 2013 on the creation of two further committees: the Financial Conduct
Authority (FCA), whose purpose is to regulate “financial firms providing services to consumers and
maintain the integrity of the UK’s financial markets. It focuses on the regulation of conduct by both

8 The quote is from the Bank of England website:
http://www.bankofengland.co.uk/financialstability/pages/fpc/default.aspx
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retail and wholesale financial services firms”.® And the Prudential Regulation Authority (PRA)
whose responsibility is “the prudential regulation and supervision of banks, building societies, credit
unions, insurers and major investment firms. In total the PRA regulates around 1,700 financial
firms”.*® There is also the Financial Policy Committee (FPC), which is an official committee of the
Bank of England; this is a body responsible for macro-prudential measures. It focuses on the macro-
economic and financial issues that may threaten long-term growth prospects. It cooperates and coor-
dinates action with PRA and FCA. These committees are in addition to the Monetary Policy Com-
mittee created in May 1997. Despite this recent UK experience, progress around the world on finan-
cial reform is extremely slow and worrying poverty of action is evident. And as the IMF managing
director (Lagarde, 2014) suggests “the behaviour of the financial sector has not changed fundamen-
tally in a number of dimensions since the financial crisis”; the IMF managing director proceeds to
complain that “The bad news is that progress is still too slow, and the finish line is still too far”. It is
the case that financial stability remains a work in progress across the world; positive action is des-
perately needed along the lines suggested in this contribution.

4. Current ‘Unorthodox’ Monetary Policies

Monetary policy since the GFC of 2007/2008 in effect has abandoned the main policy instrument,
namely manipulation of the rate of interest to achieve the central bank’s inflation target (IT). This
was the only policy instrument to achieve the only policy objective, namely price stability, which
had been very fashionable prior to the GFC. In view of the rate of interest reduced to nearly zero in
many countries, and even to negative interest rates in some cases, after the GFC, and has stayed there
ever since in most cases, monetary policy makers introduced unconventional means to still achieve
an IT. QE has been introduced along with negative interest rates in some cases. A new, and addition-
al, objective has been introduced, namely financial stability, as argued above,™ but IT is still around
to be achieved through the new ‘unorthodox’ instruments of monetary policy, namely QE and near
zero or negative interest rates.*?

These policies, however, entail serious problems. The most serious problem of the current QE and
negative interest rate policy, is the potential negative impact on the banking system. Commercial-
bank profitability is determined by the difference between the interest rates they pay on deposits and
receive on loans. If lending rates fall more than deposit rates, which would happen more so in the
case of negative interest rates, in view of the fear of the banks that depositors would respond by
withdrawing their cash, then the profitability of the commercial banks suffers and the performance of
the financial sector is undermined. This would be more likely to happen when negative interest rates
emerge as in the case of Japan and the EMU for example. This clearly implies that under such poli-
cies the performance of the financial sector is undermined.

Still there are further problems with the current ‘unorthodox’” monetary policies. One of the main
aims of these policies is to stimulate investment. But investment has been unresponsive. Our invest-

® The quote is available on the relevant website, which is: http:/en.wikipedia.org/wiki/Financial_Conduct_Authority

1% The quote is from the Bank of England website: http://www.bankofengland.co.uk/PRA/Pages/default.aspx

1 However, see above on the slow progress on the financial stability ‘new’ objective.

12 The Bank of Japan pledged (end of September, 2016) to overshoot its 2 per cent inflation target and has also adopted a
new tool to achieve it. This is to cap the 10-year bond yields at zero, in addition to its Quantitative and Qualitative and
negative interest rate policies.
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ment equation above contains the variables of profitability and growth in addition to other variables.
If expectations of profitability and growth are not robust, investment would not be forthcoming. Cen-
tral banks need to think in terms of their monetary policies in a way that they would have a direct
impact on consumption and investment. Financial stability and fiscal policy thereby become para-
mount.

Another problem is that when interest rates of all debt maturities are zero, “then money and long-
term government bonds become perfect substitutes (they are both government promises to pay,
which offer zero interest), and the creation of one by buying the other makes no difference” (King,
2016, p. 183). Under such circumstances it is highly unlikely for productive investment to material-
ise for investors prefer to hold more cash than investing in view of poor growth expectations and un-
certainty. It is also the case that those who rely on bonds for their income, such as banks, insurance
and pension companies, suffer substantially. UK pension fund deficits in particular have emerged in
view of the QE; as a result a pensions crisis could follow.

A further problem with negative interest rates is that in those cases where there is a strong ‘savings
culture’, negative interest rates have hurt savers and smaller banks that rely heavily on interest in-
come for profits. It is also the case that banks in some countries, Germany in particular, resist to pass
negative policy rates on to retail customers in view of the uncertainty of the latter’s reaction to such a
move. Retail customers might begin to store cash outside the banking system in response to such a
move. In other countries banks have responded by introducing quietly fees for services that were free
previously (Financial Times, 30 June, 2016). In other countries, such as the UK, for example, Na-
tional Westminster Bank, Royal Bank of Scotland, HSBC, and Lloyds Banking Group are the first
banks to have warned business customers that negative interest rates on current accounts could be
introduced (personal customers are not to be affected), if the Bank of England base rate was reduced
below 0%. Negative interest rates have also hurt life insurers, pension funds, and in more general
terms they have put financial institutions, and investors/savers, under strain. As reported in the Fi-
nancial Times (21 May, 2016), the Fitch credit rating agency estimates show that $10 trillion nega-
tive—yielding government bonds cost investors annually around $24 trillion. It is also the case that
German banks have accused the ECB for punishing savers and their business model with negative
interest rates; and Japanese banks raised the issue of ending their sales of government debt to the
central bank (Financial Times, 9 June, 2016). All these fragile consequences of negative interest
rates have been particularly harmful in the case of Germany as reported in the Financial Times (21
and 22 April, 16 May, and 01 June, 2016). Also reported in the Financial Times (21 July, 2016), and
based on data from the Bank of America Merrill Lynch, more than 50 percent of German bonds eli-
gible for the ECB’s QE have become too expensive (with an interest rate lower than the -0.4%
ECB’s deposit rate charged on bank reserves) for the Central Bank of Germany to purchase. The
ECB president, however, has defended negative interest rates arguing that without them and the

ECB’s QE, serious deflation would have emerged along with substantially lower euro-area growth.**

3 The ECB president has also argued at the conference of the European Systemic Risk Board in Frankfurt (available at:
https://www.esrb.europa.eu/news/speeches/date/2016/html/sp160922.en.html) that the euro-area banks have overgrown
capital markets and have become too big relative to the needs of the economy. Bank lending should flow to productive
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A further problem with negative interest rates is that they could produce reductions in the velocity of
circulation of money. Economic agents may very well take their money out of the banking sector,
and keep it in “home safes’, and in more general terms money could be kept out of circulation in the
economy. Such a reduction in money velocity of circulation increases deflationary pressures. Savers,
especially by getting low returns on their savings, may be forced to save more rather than spend and
stimulate the economy in an attempt to increase savings to make up for what is perceived permanent
loss of returns. This would lead to lower consumption and lower GDP growth as a result; thereby
making the negative interest rate policy counterproductive. This would be especially so for those
savers who are prevented from getting the returns they need for retirement. It is also the case that
negative interest rates can cause disruption by jeopardising the insurance companies and pension
funds sectors through lowering their incomes. Under such circumstances both insurance companies
and pension funds may shift the composition of their portfolios to risky assets, thereby adding to as-
set price bubble pressures. A further serious concern is the impact of negative interest rates on the
rather fragile banking sectors, especially in the EMU. Those institutions that are unable to increase
lending or pass the costs of negative interest rates on to their depositors face a serious squeeze on
their profits with serious implications on their ability to provide credit. Indeed, a prolonged period of
low and negative interest rates may discourage lending as the net interest rate merging becomes
smaller. Indeed, it may encourage EMU banks to turn their deposits with the ECB into cash.

Our main conclusion in terms of this section is that the unorthodox instruments have not been really
effective in terms of achieving their objectives, especially that of boosting the level of nominal eco-
nomic activity. In terms of financial stability, the relatively new objective, and although proposals
have been put forward to achieve it, not much is evident in terms of implementing these proposals
and succeeding to produce financial stability; and thereby avoid a future crisis of the GFC type. It is
true, nevertheless, that central banks managed to avoid a complete collapse of their financial systems
and their real economies after the emergence of the GFC. However, monetary policies have been
very ineffective in restoring a robust recovery as the proponents expected. The enormous expansion
of the monetary base has had little effect on the broader monetary and credit aggregates, let alone on
the level of nominal economic activity. No wonder the IMF (2016) World Economic Outlook sug-
gests that the current world-wide poor economic situation, especially in developed countries, risks
getting into a full- blown deflation gap. Governments should avoid their continuing over-reliance on
central banks and monetary policies, which are increasingly constrained, to single-handedly stimu-
late economic growth. Governments need to join central banks to undertake more economic policies
to boost growth rates. Our suggestion on this aspect is that proper coordination of monetary and fis-
cal policies along with financial stability is the best and probably the only way forward to produce
and maintain healthy growth in the economy.

5. Summary and Conclusions

We have put forward a theoretical framework, which entails ‘new’ aspects of economic policies. In
terms of the theoretical framework of this contribtion, it is constructed by putting together five build-

projects if the economy is to prosper. But bank lending in the euro area tends to be procyclical: growing too fast in the
upswing and insufficiently in the downswing. Thereby banks in the euro area have not been helpful to the economy in the
aftermath of the GFC.
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ing blocks. The focus of all five blocks is on five propositions: (i) aggregate demand is always im-
portant for the level of economic activity; (ii) the supply side of the economy has to be fully incorpo-
rated; (iii) distributional effects are very important for they do matter, but are not always acknowl-
edged as such; (iv) money is endogenous and credit driven, with financial stability being of primary
importance; and (iv) co-ordination of economic policies is paramount.

A number of economic policies follow from our theoretical construct, but two ‘new’ economic poli-
cies emerge. The pursuit of distributional policies, which should be properly and fully considered
and proper economic policies should be implemented; such policies should focus on an attempt to
mitigate inequality. Inequality is strongly correlated with shorter spells of economic expansion and
less economic growth over time; inequality, therefore, matters for it does have an important impact
on economic growth (see Berg and Ostry 2011; see, also, Stiglitz 2012). It clearly is the case, then,
that reducing inequality and promoting economic growth are “two sides of the same coin” (Berg and
Ostrey 2011, p. 3). Of equal importance is the pursuit of financial stability policies by the central
banks, a rather slow process currently; the central bank role, however, should be to achieve financial
stability. In terms of current monetary policies, QE and low/negative interest rates, they have not
been successful in terms of achieving their objectives. A sustainable recovery, with achieving the
targeted inflation rate, remains elusive.

The banking sectors around the world are still fragile, especially in Europe. A relevant contribution
in this respect is the Sarin and Summers (2016) study, which, using financial market information on
a number of relevant variables, shows that despite regulatory changes initiated in the wake of the
GR, such as higher capital requirements, increases in bank liquidity, bank stress-tests, major finan-
cial institutions in the United States and around the world are more vulnerable to adverse shocks than
they were before the GFC. The decline in financial institutions’ ratio of the market value of their eg-
uities to total assets on both risk-adjusted and risk-unadjusted basis, promoted, at least in part, by the
new regulations, is the major cause. Proper regulatory policies need to be urgently introduced.
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In what follows, the sign under the variables indicates the partial derivative of the dependent variable
with respect to the relevant independent variable. In all equations in this contribution lower case let-
ters stand for the rate of change of the relevant variable; otherwise letters indicate the level of the rel-
evant variable.

BLOCK I: Aggregate Demand and Supply
1) Y=C+I+G+(X-Q)

where Y is national income, C is consumption, | is investment, G is government expenditure, X is
exports and Q is imports, and thus (X — Q) is net exports (NE).

(2) C = C[(WE(L - tw), [I(1-tx), R, ABLP}]
+ + -+

where W is wages, E total employment so WE is the wage bill, tw is the tax rate on wages, IT is total
profits, tr is the tax rate on profits, R is the rate of interest on loans to households, and ABLPy, is
changes in bank lending to households.

(3) 1= I(I/K, Y/Ya, R, ABLPj)
+ + - +

where the symbols are as above with the exception of K, which is capital stock, ABLP; that stands
for changes in bank lending to firms, and Ya, which is a measure of capacity output and corresponds

to the ‘desired level’ of operation.

(4) Ya=Ya(E K, ST)
+ + +

so that Ya would change over time in the same direction as changes in employment, capital stock and
state of technology (ST).

There is a level of employment that corresponds to the capacity-output measure:

(5) Ea=E(Y/Ya, K, ST)
+ o+ o+

Ya is taken as a benchmark for firms’ investment decisions and employment.
Aggregate supply of output is:

(6) Ys=Ys(E, K, ST)
+ + +
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where the aggregate supply output (Y's) is determined by E, which is employment, and the rest of the
symbols are as defined above.

There is a level of employment that corresponds to output:

(7) E=E(Y, K, ST)
+ - -

BLOCK II: Distributional Aspects and the Inflationary Process

(8) m==n[(P/ULC), Y/Ya, R, dRy]

+ + - -

where the variables are as above. In addition, « is the profit rate, P is the level of prices, ULC is unit
labour cost, and dRy is the debt ratio of firms, defined as total debt to total assets of firms.

(9) ULC = W/PR

where W is the level of wages, and PR is productivity.

(10) w = w{[(W/P)? - (W/P)], (Y/Ya), p, U, m, w'}

+ + o+ -+ 4+

where the variables are as above with the exception of the bargaining position of workers, which is
defined as the difference between their desired real wage [(W/P) ] and the actual real wage (W/P); p,
which is inflation, U is unemployment, where unemployment is taken as per cent of the labour force,
and w°® that stands for expectations of the wage rate.

(11) U =U[(Y/Ya), PR]

where the variables are as defined above.



18

(12) p=plw, (Y/Ya), q, er, pm, p°]

+ o+ -—— + +

where the variables are as defined above, with the exception of g, which is the rate of change
of productivity, er is the rate of change of the nominal exchange rate, pm is the rate of change
of the prices of raw materials, and p° that stands for price expectations.

(13) pm = pm(er, WT)

- 4+

where the variables are as defined above with the exception of WT that stands for world trade.

BLOCK Il1: Money and Credit

(14) AM = ABDGC + ABDP

where AM is changes in the money supply, namely the sum of changes in bank deposits to the
government including currency (ABDGC) and changes in bank deposits to the public (ABDP). In
view of the small proportion of ABDGC of the total money supply, we treat it as the residual in the
following identity:

(15) ABDGC = ABLP + ABLG + ABLES — ABDP

Identity (15) then defines ABDGC as the sum of changes in bank lending to the public (ABLP) and
to the government (ABLG) as well as of changes in bank lending to the external sector including
other non-bank lending (ABLES), minus ABDP. ABLES is treated as an exogenous variable and with
ABLG endogenised in Block IV (see equation 19), the remaining variables in equation (15) are
endogenised as follows.

(16) ABLP = ABLP(AY, AR, MP1)

+ - —

where the variables are as defined above, with the exception for the variable MP1, which stands for
monetary policy variables such as credit-rationing by the authorities; this is of course in addition to
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changes in the rate of interest, which as equation (18) below shows it is influenced by changes in the
bank rate.

(17) ABDP = ABDP(AY, AR, MP2)

+ - -

With the variables as defined above, with the exception of MP2 that stands for monetary policy
variables.

Both MP1 (equation 16) and MP2 ((equation 17) can be thought of as financil-stability policy
variables as discussed in section 3.3 above.

(18) AR = AR(ABR, AEF, APDC)

+ 4+ +

where in addition to the variables as defined earlier, ABR stands for changes in the bank rate, AEF
stands for changes in external financing, and APDC that stands for sales of public debt to the non-
bank public.

BLOCK IV: Government Sector

(19) ABLG =PSBR + AEF — APDC

where the variables are defined as above with the exception of PSBR that stands for the public sector
borrowing requirement.

PSBR, as portrayed in equation (20), is simply defined as the difference between government
expenditure (G) and tax revenues (T) along with other government revenues (OGR).

(20) PSBR =G - T - OGR

We treat OGR as exogenous and hypothesise G and T to be determined as shown below in equations
(21) and (23) respectively.

(21) G =PeQq + WEg + UUg + ID

where the symbols are defined as follows, with the exception of G, W and U that are defined as
above: Qq denotes the amount of goods and services bought by the government, with Pg being their
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prices, Eg stands for the number of employees in the government sector, Ug is unemployment
benefits, and ID stands for interest payments on government debt. Eg is defined as in equation (22):

(22) Eg=E-Ep-U

where E is is total working population, as defined above for the purposes of equation (2), and Ep is
employment in the private sector. Clearly Eg + Ep = E that is total employment.

(23) T=T(Y)

+

BLOCK V: Open Economy Aspects
(24) AEF = CB + AKM - OEF

where AEF is equal to the current balance of international payments (CB) plus changes in capital
movements (AKM) minus other external financing (OEF); the latter variable includes external lend-
ing to the public sector plus domestic bank lending to the public sector in foreign currencies. We
treat OEF as exogenous and endogenise CB and AKM.

(25) CB = NE + OCB = X(WT, RER) - Q[(WE(1 — tw), [I(1-tx), RER) + OCB
+ - + + +

where CB and NE are as above, OCB stands for other earnings on foreign investments minus pay-
ments made to foreign investors and cash transfers, WT is world trade, RER is the real exchange rate
(where the exchange rate is defined as foreign to domestic currency), with WE(1 - tw) and I1(1-tr)
being the income distribution terms as they influence imports; all these variables are in real terms.

Finally, equations (26) and (27) define AKM and RER:

(26) AKM = AKM[(R/Rw), (er)?]
+ -

where the variable, ratio of domestic interest rates (R) to world interest rates (Rw), is included, along
with the expected rate of change of the nominal exchange rate variable, (er)®.

(27) RER =RER[(R/Rw), Y, WT, (er)°]
+ -+ o+

where the variables are as defined above.
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