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A post-Keynesian alternative to the New consensus on monetary policy

Summary

A common view is now pervasive in policy research at universities and central banks, which one
could call the New Keynesian consensus, as can befound in Taylor (2000a) and Romer (2000). This
new consensus relies on essentially three simple equations, one of which isthe well-known Taylor
rule. Theseequationsend up reproduci ng accepted dogmaamong neocl assical economists|la pensée
unique], i.e., expansionary fiscal policy only leads to higher inflation rates and higher real interest
ratesin thelong run, while more restrictive monetary policy only leadsto lower inflation ratesin the
long run. The sole novelty of the current literature is that the emphasis has moved out from money
supply targeting to real interest rates targeting.

The paper provides a simple graphical apparatus to represent the above, and it shows that
simple modificationsto the new consensus model are enough to radically modify received doctrine
as to the likely effects of fiscal and monetary policies. The same graphical apparatus is used to
provide these aternative effects. The aternative model is based on the well-known notion of
hysteresis, which was already used in the debate on the natural rate of unemployment. Since there
isreally nothing new with the new consensus, one should not be surprised that thereisreally nothing
new with its critique! The paper concludes with a section that shows that the new Keynesian
consensusframework, despite exhibiting somesimilaritieswith somekey post-K eynesianideas, just
cannot encompass the post-K eynesian research programme, in contrast to what has been claimed by

some disillusioned heterodox economists.



A post-Keynesian alternative to the New consensus on monetary policy

1. Introduction

There is a new consensus that seems to arise among mainstream macroeconomists, a consensus
developed essentially by New Keynesians. Thisnew consensusis being heralded by John B. Taylor
(2000a: 90), who claims that “at the practical level, a common view of macroeconomics is now
pervasivein policy-research projects at universities and central banks around theworld.... | t differs
from past views, and it explains the growth and fluctuations of the modern economy; it can thus be
said to represent amodern view of macroeconomics’. Allsopp and Vines (2000: 3) also believe that
thereis an emerging New Keynesian “ consensus-type model”, where policy reaction functions are
“an essentia part of the macroeconomic system”. This consensus model, as already pointed out by
Blinder (1997), setsasidethe | S/LM model. “ The main changeisthat it repl aces the assumption that
the central bank targets the money supply with an assumption that it follows a smple interest rate
rule” (Romer 2000: 154). According to the new consensus view, “thereisreally no dispute that the
control instrument of the central bank is a short-term interest rate and that this influences the
behaviour of commercial banks by determining theprice at whichthey lend”, asclaimed by Allsopp
and Vines (2000: 7). However, these new consensus models “include no reference to any monetary
aggregate” (Taylor 2001: 145). One can always argue, as do Allsopp and Vines (2000: 7), that “the
interest rateinstrument can affect the amount of money, which isendogenous’, and hence one could
add amoney demand relation, but such an equation “would be superfluous’ (Taylor 2001: 146).
Notwithstanding itsappealing featuresto all those concerned with teaching macroeconomics,
this consensus model is of particular interest to post-Keynesian economists, because it eschews
discussions centred around agiven money supply or agiven growth rate of the money supply. Inthis
sense the post-Keynesian view of the money supply, i.e., the argument that it is endogenous and
demand-led, seems to have been accepted by the better-known New Keynesian economists, those
that give adviceto central bankers, although they will never mention past writingsof Kaldor or other

post-Keynesians. These same New Keynesians now argue in terms of central-bank determined
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interest rates, going so far as to argue that central banks have the power to determine real interest
rates. Thereisthuslittle difference between these claims and the long-standing claims of many post-
Keynesians, to the effect that interest rates ought to be regarded as the exogenous element in
economic models, being understood that central banks would set interest rates on the basis of their
desired goals and on the basis of realized and anticipated fluctuations in the main economic
variables.!

Onecould conjectureat length asto the reasonswhich haveled to this change of view among
mainstream economists. Obviously, as claimed by Woodford (1998: 174), the inability of
neoclassical economists to establish a stable demand-for-money function, even when economists
could agree on the proper definition of money, seems to be a valid reason. Perhaps the direct
involvement with monetary policy of some well-known New Keynesian economists like Alan
Blinder also led to the abandonment of the money-supply led macroeconomic models. A further
reason, perhaps, isthat in many countries like Canada compul sory reserve requirements have been
abolished, demonstrating the absurdity of the standard money multiplier model. In addition, many
central bankshave set up explicit and public proceduresthrough which they target theinterbank day-
to-day loan rate (the overnight rate), thus demonstrating that they could attain, with almost perfect
success, thetarget rate of their choice, without paying much, if any, attention to monetary aggregates.
As Meyer (2001: 3), the specification proposed in the models of the new consensus “has the
advantage of more accurately capturing the prevailing operating procedures at central banks around
theworld”. In addition, changesin the overnight rate are most often achieved without any required
change in high powered money (without conducting open-market operations); the change is made
just by changing what is considered by financial participants to be the normal rate. Indeed, in the
pedagogical package that intends to simulate the procedures followed by the Federal Reserve when

making decisions asto the target interest rate, there is no mention whatsoever of monetary or credit

! On other grounds, however, Rochon (1999: ch. 7) explainsin great detail why the monetary
theory views of New Keynesians are still very different from the more radical views entertained by post-
Keynesians.



aggregates.?

While post-K eynesian economists can rej oicethat the new fad among mai nstream economists
gives comfort to their long-held views on endogenous money supply and exogenous interest rates,
the other features of the new consensus among New Keynesian economists simply look as old wine
inanew bottle. This new consensusrelies on essentially three simple equations, one of which isthe
well-known Taylor rule. These equations end up reproducing accepted dogma among neocl assical
economists, la pensée unique as the French say. With the new consensus, as in the old one,
expansionary fiscal policy leadsto higher inflation ratesand higher real interest ratesin thelong run,
whileit hasnoimpact onreal activity; morerestrictive monetary policy leadsto lower inflation rates
in the long run, without any (long run) impact on real interest rates and economic activity.

In the next section of the paper | present the equations that drive the model of the new
consensus. In the third section, | provide a coherent graphical apparatus that reflects that simple
model. In the fourth section, | discuss how the new consensus model could be modified to reflect
post-K eynesian concerns. These modifications are introduced in the fifth section, whereit is shown
how simple modifications to the new consensus model are enough to radically modify received
doctrineastothelikely effectsof fiscal and monetary policies. The samegraphical apparatusisused
to provide these dternative effects. The amended model is based on the well-known notion of
hysteresis, which was already used in the debate on the rel evance of the concept of anatural rate of
unemployment. Since there is really nothing new with the new consensus, one should not be
surprised that thereis not much new withitscritique! Thisshowsthat the new Keynesian consensus
framework, despite exhibiting similarities with some key post-Keynesian ideas, just cannot
encompass the post-K eynesian research programme, in contrast to what has been claimed by some

disillusioned heterodox economists.

2. The simple model of the new consensus and its graphical representation

2 See the Federal Reserve Bank of New Y ork web site,
www.newyorkfed.org/pihome/education/fomecsim.html ?



The new consensus model

Aspointed out in theintroduction, the new consensus model isbased on essentially three equations.
These are an aggregate demand equation; aprice, or rather, an inflation equation, and aninterest rate
rule. More equations can be inserted into the model, or complications can be added, but they only
decorate the main model, and are there to answer some specific questions. For instance, as does
Pollin (2000: 89), we could add an equation that determines inflation expectations, and introduce
these expectationsinanominal interest raterule. We could also introduce lags, that add some degree
of realism to the model, and which complicate the task of finding the optimal policy rule for the
monetary authorities. Or we could aterm for expected aggregate demand as in Meyer (2001)and
McCallum (2001). But as argued by Krugman (2000), there is some virtue in using small and
simplified models. Hence thisiswhat | shall do. The model to be discussed is the one to be found
explicitly in Allsopp and Vines (2000) and Taylor (2000a), and the model that arises from the
graphical analysis provided by Romer (1999, 2000). This simplified new consensus model comes

down to the following three equations.

(1) 9=0,- Pr+e

Thisisthe aggregate demand equation, or rather the IS relationship. We assume the growth
rate of output demand g is of concern, as Pollin (2000) does, but g could aswell stand for the level
of output demand, asisthe casein Romer (2000) or in (Allsopp and Vines 2000). Theterm g, covers
all autonomous growth components, including the impact of fiscal policy. Aggregate demand, or
more precisely the growth rate of output demand, is assumed to respond negatively to increasesin

thereal rate of interest r; the term €, represents temporary changes in aggregate demand.

(2) dm/dt=v(g - g) + €

Equation (2) describes the behaviour of inflation. It is either called the price equation (Fair
2000: 2) or the aggregate supply equation (Allsopp and Vines 2000:10). As before €, stands for a
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temporary shock to inflationary forces (due to expectations or a cost shock), while g, isthe natural
growth rate of output, or the growth rate of potential output, which isequal to the sum of the labour
force growth rate and the rate of technical progress. The rate of price inflation is give by 7, and
hence equation (2) saysthat the change in theinflation rate is positive whenever the growth rate of
output demand exceeds the natural growth rate or when there is some kind of inflationary shock.
This equation, asis clearly pointed out by Allsopp and Vines (2000:10) and Taylor (2000a: 92) is
avariant of the vertical Phillips curve —the standard expectations-augmented Phillips curve; it can
be considered as the equivalent of the NAIRU, as shown by Arestis and Sawyer (2000: 536). Itis
the accelerationist equation, since the inflation rate will accelerate whenever the growth rate of

demand exceeds the natural rate of growth.

B r=rpta(m- 7

Equation (3) isthe central bank reaction function. This reaction function is an integral part
of themodel. Itisdefined intermsof therea interest rate, on the assumption that central banks have
the capacity to set real interest rates because of their absolute control over the shortest nominal rates.
Equation (3) isthe simplest such reaction function. It saysthat higher inflation rates generate higher
real interest rates asaresponse. Thereaction function hereincorporatesatargetinflationrate ', and
hence when the target rate is achieved, the real rate equals r,,

An alternative to equation (3), or rather an extension of this equation, is equation (4) below,
which correspondsto the so-called Taylor rule. With thismodified reaction function, thelevel of the
real interest rateisalso influenced by the discrepancy between the actual growth rate of demand and
the natural growth rate of the economy as perceived by the central bank, which we may denote as

g,’, and which may be different from the actual natural growth rate g,..

(4) F=ry+ 0y (T - 7)) + 0y(9 - 9,)

A fully-enclosed graphic representation of the new consensus view
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It is possible to represent all three equations (1) to (3) in an entirely self-contained four-quadrant
diagram. Thisisdonein Figure 1. The first quadrant (north-east) representsthe IS relationship; the
second quadrant (south-east) represents the aggregate demand function AD, that is, the relationship
between growth and the inflation rate; the third quadrant, with its 45-degree line, just moves the
inflation rate from a vertical to an horizontal axis; and finally the fourth quadrant (north-west)
features the central bank reaction function RF.

Aslong asthe central bank reaction function only depends on the inflation rate, thereal rate
of interest r is a constant seen from the perspective of the IS curve. The monetary policy of the
central bank can thusbe represented by ahorizontal line MP inthefirst quadrant, whichisnot unlike
the horizontal LM curve that would arise from the horizontal money supply or credit supply curves
advocated by Horizontalist post-K eynesians. The advantage of such asimplified presentation isthat
it givesriseto afully recursive model. First the rate of inflation is given historically from the third
guadrant; this determines the real rate of interest in the fourth quadrant; the intersection of the real
interest rate with the IS curve determines demand growth in the first quadrant, allowing to closethe
model coherently in the second quadrant.

However, if the central bank reaction function is given by equation (4), then, for any given
inflation rate, the higher the actual growth rate the higher the real interest set by the central bank. In
thiscase, asisshownin Figure 2, to each historically-giveninflation ratewill correspond an upward-
sloping monetary policy curve MP inthefirst quadrant. Thiswill generatethe same simultaneity that
was observed with an upward-sloping LM curve. It should be pointed out however that there is
nothing natural or inevitable with real rates of interest moving up with higher growth rates of output
demand: the higher interest rates are entirely the result of a discretionary policy decision by the
monetary authorities, as Horizontalists usually argue. “[The rate of interest] is not the result of a
market equilibrium; it necessarily arisesasan act of economic policy” (Creel and Sterdyniak (1999:
528).

Themain feature of the upward-sloping MP curve, compared to itsflat version, isthat shifts
in effective demand, as symbolized by changesin g, or €,, will lead to smaller variations in the
realized growth rates; asaresult variationsininflation rateswill also be of smaller amplitudes. Thus

the fact that the central bank takes into account both the inflation rate and the so-called output gap



reduces cyclical fluctuations.

3. The effects of shifts in effective demand and inflation targeting

A shift in effective demand

Let usnow consider the effects of these shiftsin effective demand. Let us consider apermanent shift
in effective demand, as symbolized by an increase in the g, coefficient of equation (1). This could
arise either as a result of a permanent change in fiscal policy, or as a result of more optimistic
entrepreneursor consumers. Thisshift isrepresented in Figure 3 by arightward shift of the IS curve,
and hence by a similar rightward shift of the AD curve. We assume we start from a fully-adjusted
position, point A in Figure 3, where the natural and the actual growth rates are equal, g, =g, , and
where the inflation rateis Tt, so that the real interest rateisr,.

Theincreasein effective demand is assumed to have no impact on theinflation rateinitially,
so that the inflation rate remains at 1, on the inflation-adjustment line 1A, while the growth rate of
output demand moves on to g,, as shown by the short-run equilibrium point B. In the next period
however, equation (2) gets into operation, and the positive discrepancy between the actual and the
natural growth rate pressures up the inflation rate, which starts to rise. The economy moves along
the BC segment in thefirst and second quadrants, asinflation rateskeep rising whilethe central bank
reacts by increasing real rates of interest.

The new long-run equilibrium isillustrated by point C of Figure 3. In the new equilibrium,
therate of growth of output demand isback toitsnatural growth rate, g; = g,. However, theinflation
rate isnow higher, at 7, > T,, and the real interest rate is higher than itsinitial level aswell, at r; >
r;. The‘new consensus model allowsto retrieve all the desired results. Expansionary fiscal policy
leadsto no faster growth rateinthelong run; it can only lead to faster inflation and higher real rates
of interest, thus crowding out private expenditures. Similarly, if the shift in effective demand is
attributed to less thrifty consumers, the fall in saving propensities ssmply induce arise in interest
rates, as it would in the famous Solow neoclassical growth model, which seems to be the starting

point of New Keynesian intermediate macroeconomics.



Shifts in the reaction function of the central bank

It should be noted that, although the central bank is assumed to react to differentials between the
actual inflationrateanditstarget inflationrate t', asisclear from equation (3), in general the central
bank will be unable to achieve its target inflation rate. This peculiar feature of the new consensus
model — the inability of the central bank to achieve its target inflation rate if it overestimates or
underestimates the natural real interest rate — has been underlined by several authors (Pollin 2000:
92; Arestis and Sawyer 2002: 542). In the instance just given, we could assume that the initial
inflation rate T, is the target inflation rate m'. Therefore, any time that the economy would be
subjected to apositive and permanent demand shock, therealized infl ation rate woul d be higher than
the targeted rate. The economy would only come back to the target inflation rate set by the central
bank in the case of atemporary demand shock, symbolized by €, in equation (2), or in the case of
atemporary supply shock, symbolized by €, in equation (2).

In the case of a permanent increase in demand, as occurred in Figure 3, the central bank
would need to take further action and revalue its reaction function. For the central bank to achieve
its target inflation rate, the parameter r, cannot be a constant when the economy is faced with
permanent demand shocks. The parameter must take a special value, which we shall cal r.;, to
reflect the fact that thisis the value that the real interest rate must take for the target inflation rate
Tt" to be achieved when the growth rate of demand g is equal to the natural rate of growth g,..

In general, putting together equations (1) and (3), and setting the actual growth rate of

demand equal to the natural growth rate, we obtain;

(5 m=7m"+(g - gy~ Pro)fef

Thisimpliesthat the T = t" inlong-run equilibrium when thetermin parenthesesis set equal

to zero. This means that the r, parameter must be such that:

(6) Fo="Tor = (9o — 9n)/ B
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If the r, parameter is set in accordance with equation (6), then in the long-run equilibrium
the actual and the target inflation rateswill be equal. Looking back at equation (3), thisimpliesthat
r.; 1Istherea rate of interest that central banks should set in the long-run equilibrium. Clearly, this
natural real interest rate depends on the slope of the IS curve, and it depends positively on the
strength of growth demand g, and negatively on the natural growth rate g,..

Figure 4 illustrates this change in the behaviour of the central bank. Start from point C that
was previously achieved as aresult of the permanent shift in demand. The inflation rate 7, given
by the new long-run equilibrium at point C isthen higher thanthetarget inflationrate ™. The central
bank must then modify its monetary policy, by setting ahigher r, parameter, that will be compatible
with the new demand conditionsand itstarget inflation rate. Therefore, at the existing inflation rate,
the central bank now decidesto increasethereal interest ratefromr,tor,. Thisinducesafall in the
growth rate of demand, which moves down to g, Note that while the shift in the reaction function
generates no shift of the IS curve, in contrast the AD curve must shift down sinceto agiveninflation
rate now corresponds ahigher interest rate and hence alower growth rate of demand. The economy
thus moves to points D in the first and the second quadrants.

Thisisonly ashort-run equilibrium however. Since, the actual growth rateisnow below the
natural rate, theinflation rate falls, and so doesthereal interest rate set by the monetary authorities.
The economy moves along the DC segment along the IS, curve, and along the DA segment of the
AD, curve, until it hits point C of thefirst quadrant and point A of the second quadrant. Ultimately,
inthe new long-run equilibrium, the economy is back to agrowth rate which equatesthe natural rate
of growth, and the target inflation rate " is met. Asto the real rate of interest it is back to r, —the
real rate of interest that was consistent with the long-run equilibrium generated by the permanent
positive demand shock. The natural real interest rateisthusr,; =r,.

This exercise thus demonstrates another core feature of mainstream dogma-— that monetary
policy only impacts on the rate of inflation in the long-run. In the short-run, the desire of the central
bank to lower the actual inflation rate towards its target rate leads to high rea interest rates, a
slowdown of the economy, and a reduced growth rate of output. However, in the long run, this
restrictive monetary policy has no impact on the growth rate of the economy, and it has no impact

either on the equilibrium real interest rate. At the new equilibrium, given by point C of the first
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guadrant, thereal interest rateisstill r;, asit wasin the previouslong-run equilibrium with the same
demand conditions. Thus monetary policy isneutral, in the sense that it has no impact on the long-
run value of the real interest rate and no impact on long-run output demand. The only long-run
impact of monetary policy ison theinflation rate. Thus, as Dalziel (2002: 523) recalls, the bedrock
of the new consensus, aready to be found in monetarism, is preserved: “monetary policy does not

affect the long-run growth of output”.

The hidden equation of the new consensus

Now, if thiswastheentire story behind the neoclassical model, onewould wonder why central banks
should ever get concerned with inflation. We aretold that whatever the level of inflation, the actual
growth rate of output isidentical to the natural growth rate. But there must be something else to the
neoclassical story. Imbedded inthe mainstream view isthe belief that alower inflation rate creates
better conditions for the economy. What neoclassical economists have in mind is that there is an
additional relation that must be taken into account when setting up economic institutions.

Neoclassical economists believe that the additional relation exists:

(7 9y =0o—HK|T|

where | 1t| isthe absolute value of theinflation rate, and where . becomes zero when theinflation
zerois near zero and positive.

This implies that the aggregate supply curve, which was represented by a given natural
growth rate, isnot avertical line. Rather the aggregate supply curveisgenerally downward sloping,
becoming a vertical only at near-zero positive rates of inflation, as suggested in Figure 5. Another
way to put it isto argue that money is not super-neutral. High rates of growth of the money supply
which are presumably associated with high inflation rates generate slower rates of natural growth.
This means that with low rates of inflation, the natural growth rate is higher than otherwise. Ones
suggested in Figure 5, one could even say that the aggregate supply curveis backward bending. The

natural growth rate declinesboth for high rates of inflation and for rates of deflation, since changing
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prices confuse signals procured by relative prices, thus leading to a decline in productivity growth.
There is no doubt that central banks have adopted this relationship, at least when attempting to
justify their obsession with low inflation rates, as shown by Seccarecciaand Lavoie (1996), despite
the fact that the empirical evidence looks so thin when dealing with industrialized countries with
single-digit inflation (Stanners 1996; Thirlwall and Sannal996).

My summary view of the new consensus is the following. The new consensusis simply a
variant of monetarism, but without any causal rolefor money. Thecrucial ideasembraced by Milton
Friedman can be found in his Nobel Lecture (Friedman 1977). There Friedman reiterates his belief
in the natural rate of unemployment and the validity of the vertical Phillips curve, which is
essentially equation (2) of the new consensus model. He also proposes a positively-sloped Phillips
curve, which isessentially equation (7) of the new consensus, which assertsthat high inflation rates
hurt the natural growth rate. Asto the equilibrium real rate of interest that drivesthe new consensus
system, as given by equation (6), it is no different from Wicksell’ s natural rate of interest to which
Friedman (1977: 458) refers approvingly. The only truly new element in the new consensus is the
rejection of the exogenous supply of money, and the replacement of amoney growth rulefor areal
rate interest targeting rule. But as early as 1981, some New Keynesian authors were already
advocating such arule, as a replacement for the standard monetarist money supply rule (Blinder
1981).

4. Proposing a post-Keynesian alternative

What could be a post-K eynesian alternative to the above model ? One possibility is provided by the
macroeconomic model constructed by Wynne Godley (1999), to which one could add acentral bank
reaction function such as equation (3) or (4). The advantage of Godley’ smodel isthat the supply of,
and demand for, various assetsis explicitly modelled. Thefinancial sideand thereal flowsarefully
integrated, wealth and debt effects are taken into account, and the model is stock-flow consistent.
| shall not pursue this avenue for now, however, because Godley’s model needs to go far beyond
three equations, even in reduced form. | shall instead accept the new consensus model as a useful

approximate representation of the economy, but a representation that requires an important



12

amendment to make it more realistic and more akin to the core of post-Keynesian theory. What |
shall thus do in this section is to suggest an amended new consensus model.

| shall thus keep equation (1), which asserts that high real interest rates do have a negative
impact on the economy. Although empirical evidence still appears to be unconvincing to alarge
number of economists (Taylor 1999), such a negative impact appears intuitive and it has been
observed in post-K eynesian empirical models of the economy (Semmler and Franke 1996; Gordon
1997). The standard central bank reaction functions, as given by equations (3) and (4), also ook
reasonable to me. Several post-Keynesian or Sraffian authors — such as Skott (1989: 57), Ciccone
(1990: 455), Lavoie (1996a: 538) — have assumed pegged real interest rates or have argued that, by
setting nominal rates of interest in aworld of sticky prices, central banks are able to set the real
interest rates of their choice, and as aresult one would be hard-pressed to criticize these reaction
functions.

We areleft with theissue of the vertical Phillips curve, which arisesfrom equation (2). This
accelerationist view of inflationisacrucial aspect of the model, for without it there could be along-
term trade-off between output growth and inflation. Some New Keynesian economists such as
Akerlof (2002), claim that empirical data shows that such a long-term trade-off does exist at low
rates of inflation, and therefore they reject the vertical Phillips curve. But for the sake of discussion,
let us accept this core assumption of the new consensus model: theinflation raterises aslong asthe
growth rate of output demand exceeds the natural rate of growth. What is there left to amend?

Asrecalled in the previous section, the new consensus model infact requiresfour equations,
not three. | have already pointed out that the concern for inflation of central bankers can best be
understood with an additional relationship, the onelinking highinflation ratestolow natural growth
rates. But in general, the new consensus models smply assume that the natural growth rate is
determined exclusively by supply-side factorsthat have nothing to do with demand. Infact, in some
of the new endogenous growth models, higher propensities to save are conducive to higher natural
growth rates, aresult obtained by ignoring demand-side effects. In the simplified consensus model,

the following equation is an important feature:

® 9.=0,
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As pointed out by Fontana and Palacio-Vera (2002: 560), implicit to the new consensus
literature, following on the steps of mainstream theory in general, isthe assumption that “ potential
output isindependent of thelevel of aggregatedemand”. Now, akey organizing principleunderlying
post-Keynesian economics is the principle of aggregate effective demand (Palley 1996: 16). The
distinguishing feature of post-Keynesian theory isthe core belief that effective demand playsarole,
not only in the short run, asisrecognized by many other schools of thought, but also inthelong run.
Thisimpact of effective demand on long-run resultsis| believe the main feature that distinguishes
post-K eynesian theories from Marxist macroeconomic theoriesthat al so take effective demand and
profit realization seriously (Lavoie 1996b).

Colander (2001) thinks that post-Keynesians should forsake the expression “effective
demand” and should replaceit with “ effective supply”. He believesthat “telling the Post Keynesian
story using effective supply rather than effective demand would make abig difference”’ (2001: 375).
Inasense, thisiswhat | shall do here. Colander’ s own view on the matter, which he called the post-
Walrasian view, isthat “disequilibrium adjustment paths can affect equilibrium outcomes’ (1996:
60), leading to multiple equilibriaand to path-dependent equilibria, where“equilibriaarrived at are
dependent on the disequilibrium adjustment paths that led to those equilibria’.

Thepost-Walrasian approach that Colander advocatesresemblesthe long-standing tradition
in post-Keynesian growth theory described by Setterfield (2002). He argues that: “the essence of
macrodynamic analysisisto beginwith the short run, and to understand the long run as ahistorical
(path-dependent) sequence of these short-run outcomes” (2002: 5). Setterfield does not seethelong
run as apredefined position; instead he believes it isan ongoing process. Setterfield arguesthat the
natural rate of growth is not a strong attractor in demand-led growth models. “The natural rate of
growth is ultimately endogenous to the demand-determined actual rate of growth” (2002: 5). This
will constitute our amendment to the new consensus mode!.

Several reasons could be offered for this phenomenon. Fast growth rates of demand imply
fast growth rates of output; the latter encourages learning by doing but also a fast pace of capital
accumulation, which on its own drives up the rate of technical progress; faster growth rates also

encourage potential workers to enter the workforce, and they also encourage foreign workers to
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immigrate to the area where growth proceeds at a faster pace. The two main components of the
natural rate of growth, the growth rate of thelabour force and the rate of technical progress, arethus
positively linked to the rate of growth of demand, as was also argued by Hargreaves-Heap (1980:
616).

Whether such mechanismsindeed exist can be said to lie “at the heart of the debate between
neoclassical growth economistson the one hand, who treat the rate of growth of thelabour force and
labour productivity asexogenousto the actual rate of growth, and economistsin the K eynesian/post-
Keynesian tradition, who maintain that growth is primarily demand driven because labour force and
productivity growth respond to demand growth” (Ledn-Lesdemaand Thirlwall 2002: 441-2). Kaldor
(1957), with his technical progress function, very clearly established such a relationship at the
theoretical level: he assumed that higher capital accumulation per head would generate afaster rate
of growth of output per head, and hence afaster rate of technical progress. Thisisalso tied with an
empirical variant of Kaldor’ stechnical progress function, Verdoorn’slaw, which has been verified
in various incarnations (McCombie and Thirlwall 1994).

Morerecently, in astudy based on asample of fifteen developed countries over the post-war
period, Ledn-Lesdema and Thirlwall (2002) have shown that the natural rate of growth is
endogenousto the rate of growth of output demand, and hencethat it isamistaketo treat the natural
rate of growth as an exogenous supply-side determined variable. They show that the natural rate of
growth risesin booms, and fallsin recessions. Asthey say, “growth createsits own resourcesin the
form of increased |abour force availability and higher productivity of thelabour force” (2002: 452).
Thusthese empirical results give some justification to my amendment to the new consensus model.

This amendment consists in replacing equations (7) or (8) with equation (9) below:

(9 dg,/dt=¢(g - g,) +€;

Equation (9) saysthat whenever short-run demand growth diverges from the natural rate of
growth it generates a change in the natural rate of growth that pulls this rate towards the rate of
demand growth. Asbefore, €, represents possible temporary shocks that would otherwise affect the

evolution of the natural rate of growth Within the context of the new consensus model, equation (9)
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introduces the possibility of multiple equilibria, that make long-run supply forces dependent on
short-run disequilibrium adjustment paths induced by effective demand. The implications are thus
quite substantial.

As pointed out in the introduction, this amendment to the new consensus model bringslittle
that is really new. The consensus model of the 1970s, based on rational expectations and vertical
Phillips curve, was precisely criticized on similar grounds. Both Hargreaves-Heap (1980) and
Cottrell (1984-85) have argued that an obvious way to question the strong policy implications of
rational expectations, thevertical Phillipscurveand thenatural rate of unemployment, oritsNAIRU

equivalent, isto introduce the following simple equation:

(10) dU,/dt=dU - U) +e€,

where U isthe current rate of unemployment and U, is the natural rate of unemployment, bringing

the notion of an hysteresis-augmented natural rate of unemployment.

5. Implications of the post-Keynesian amendment to the new consensus model

The amended new consensus model

Let us analyse the behaviour of the following system of equations which we repeat here for

convenience:

1) 9=0,- Pr+e

(2) dm/dt=v(g-g)+¢€,

(4) F=ro+ 0y (T — T7) + 0y(9 - 9,)

(6) Fo="Tur = (9o — 9)/ B
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(9 dg,/dt=¢(g - g,) +€;

Equations (1) and (2) are no different from what they were in the consensus model of section
2. Weassume an upward-sloping MP function with thereaction function of equation (4), and assume
initthat central banksare ableto assess correctly the natural rate of growth aswell asthenatural real
rate of interest, through equation (6). Nothing of importance in the dynamics of the model would
change if we were to assume instead that the central bank is unable to assess the natural rate of
growth correctly in equations (4) and (6): the target rate of inflation just would not be achieved. On
the other hand, with respect to equation (6) we need to be careful: we shall assume that any
permanent increase in effective demand, denoted by ahigher g,, isinitially perceived by the central
bank as atemporary shock of the €, type. Only in the next period would the central bank recognize
that the presumed €, temporary shock isin fact a permanent one, which must beincorporated in the
g, term. Hence it is only in the next period that the central bank would adjust the r, term in its
reaction function, to make it compatible with the appropriate real natural rate of interest r,;, to be
found in equation (6). Thislag isrequired, for otherwise any permanent shock to demand would be
instantaneously wiped out by an increasein real interest rates, and the actual growth rate of demand
could never depart from the natural rate when there is a permanent shift of the IS curve. In other
words, without the assumption of a lag, the model could not get to point B in the standard new
consensus model illustrated in Figure 3.

Putting together equations(1), (4) and (6), wearriveat thefollowing expression for theshort-

run value of the rate of growth of demand:

(1) 9 =9go- B@ - 9)/B - - ") - (g - 9) + €

Taking the total differential of this equation, we obtain:

(12)  dg/dt ={(1+ a,B)(dg,/dt) - o,B(dr/dt) + (de,/dt)}/(1+ e, B)
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With the help of equation (2) and (9), equation (12) becomes.

(13)  dg/dt={d - a,py/(1+ a,P)}(g - g,) + {(de/dt) + €; - €)/(1+ t,P)

We thus have a system of two differential equations, given by equations (9) and (13), both
of which depend on the discrepancy between g and g,,. In matrix form, these two equations can be

rewritten as:

, o éf(l+ab)-apy -f(l+a)+abg o ée,- e, +(ce, /dt)u
g/t y g Gegu g f
A o= o2 ltalh 1+a.h A ntx o ltalh 7
o /oY ~ @ 2 2 1§ U" 8 2 (
eag, oty % f f 60,0 % /

Bt . f B € f

The dynamics of this system are pretty straightforward, because the determinant of this
system is zero, as can easily be computed, and because itstrace, given by the sum of the two terms

in the main diagonal, is always negative sinceit is given by:

tr= - a,py/(1+ap)

Path dependence and hysteresis

Because of the zero determinant, our amended new consensus model displays a continuum of
equilibria. The model issaid to contain azero root. We no longer have apoint of equilibrium, asin
the new consensus model; rather, the locus of equilibriaisaline. Thislineis given by the set of all
combinations where g = g,,, because both dg and dg,, become zero when that equality is reached.
From any giveninitial state, we know that the model convergesto thisline of equilibria, and hence
that the model is stable, sinceitstrace is dways negative. This model has remarkable features that
resembl ethe K aleckian growth model swith hysteresiswhich have been proposed by Lavoie (1996),
Dutt (1997) and Bruno (1999). The dynamic characteristics of the present amended model are quite
similar to those outlined in the passage reproduced below.
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As the long-run equilibrium is not predetermined anymore, the steady-state rate of
accumul ation now dependson transitional dynamics, which cannot beignored: short-
run events have aqualitative impact on long-run equilibria. It iscommon to speak of
‘path-dependence’ for such a characteristic. It is possible to show that this kind of
model displays hysteresisin the sense of a‘ permanent effect of atransitory shock’.
Indeed, consider an initial equilibrium .... Any transitory shock ... would
instantaneously displace the economy to anew state that can be [a] non-equilibrium
state. The dynamics of adjustment of the system that take place immediately would
then lead the economy to afinal equilibrium state that will be different from thefirst
one. Consequently the model displays hysteresis .... In order to know the current
position of the system one needs knowledge of the chronicle of the exogenous
shocks. Moreover, atransitory shock not only initiates an adjustment process, but it
also changes the equilibrium finally selected in the continuum of equilibria, i.e., the
system does not go back to itsinitial position. (Bruno 1999: 133-4).

In the present model, atemporary shock, denoted by the occurrence of a non-zero €, or €,
that would only occur for one period would lead to apermanent change in the long-run equilibrium:
the new natural real rate of interest and the new natural rate of growth would not be the same any
more. For instance, atemporary increasein therate of priceinflation that would arise independently
of excess demand pressure would have permanent effects on the natural rate of growth and the
natural real rate of interest. This is particularly relevant for post-Keynesian authors, since they
believe that alarge proportion of the inflation rate remains unexplained by demand pressures, and
must be attributed to cost inflation, asin the conflicting-claimsinflation approach (Lavoie 1992, ch.
7; Cassetti 2002).

It should be noted however that if the €, or €, shocks reverse themselves, meaning that they
take the same amplitude, but of reverse signs, then the economy returns to its starting position. In
this sense, we can say that there is reversibility in the present model (Setterfield 1995: 5). One way
to bring back irreversibility and full hysteresisis to assume that the reaction parameters such as 'y

and ¢ (or even the o’ s) are time-dependent or vary depending on whether the shock is positive or
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negative, whichisnot totally unreasonable, given that some researchers have found evidence about
the non-linearity of the short-run Phillips curve.

Inthe case of the €, parameter, things are slightly more complicated as can be guessed from
our discussion of equation (6) at the beginning of the present section. When the change in €,
representsapermanent changein effective demand, its permanent effect remains. On the other hand,
when the €, parameter represents atruly temporary shock on effective demand, so that in the next
period €, =0, the effect on the long-run equilibrium will reverse itself, since it is the term de,/dt,

negative when €, goes back to zero, that enters the differential equation (13).

Graphical representation of the path-dependent phenomenon

The phase diagrams of the system given by equations (9) and (13) are shown in Figures 6 and 7,
since two distinct situations can arise. In both cases, the demarcation curves corresponding to the
long-run equilibrium, given by dg/dt = 0 and dg, /dt = 0, are both to be found on the 45-degreeline,
where g = g,. In both cases we have dg,/dt > 0 whenever g > g,., which explains the northward-
pointing directional arrow arising from point A in both Figures 6 and 7, as well as the southward-
pointing directional arrow arising from point B. Asto the eastward and westward directional arrows,

let usfirst focus our attention on Figure 6. Thisfigure corresponds to the case where:

(14 ¢ <oPy/(1+ap)

so that dg/dt < O whenever g > g,.s0 that the directional arrow is pointing towards the west from
point A and all such pointsto theright of initial steady state E (and hence pointing towards the east
from point B and all such pointsto the left of E).

In thisfirst case, as shown in Figure 6, whenever a shock pushes up the short-term rate of
demand growth, the new natural rate of growthinitsnew long-run equilibrium ends up being higher
aswell, somewhere between its old level and the temporary growth rate of demand. In Figure 6, the
initial long-run equilibrium natural growth rateis shown by g,. Whenever a shock occurs, whether

it isa permanent one or atemporary one, the actua growth rate of demand isinitially pushed out,
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along the horizontal linerepresenting the natural growth rate. Thedirectional arrowsare shownwith
solid arrowswhile possi ble phasetrajectories of the economy, or streamlines, are shown with dashed
arrows. For instance, when demand growth has increased, so that the rate of growth of demand is
given by g, in the short run, the economy moves from point A to point A* during the rest of the
transition, as shown by the heavy dashed streamline. Point A* is the new long-run equilibrium,
where the growth rate of the economy and the natural growth rate are once more equal .

With aninitial fall in demand growth, down from g, to gz, the economy moves from point
B to point B* during therest of thetransition. Notethat, at pointsA* and B*, the actual inflation rate
would be exactly equal to its target rate ', since we have assumed that the central bank would
always be able to find the natural real interest rate.

Figure6would alsoillustratethe casewherethe central bank refusesto recognizeany change
in the natural rate of growth. It can be shown that when g,° - the natural rate of growth
acknowledged by the central bank - is a constant, then equation (13) becomes:

(15  dg/dt={- a,By/(1+aPB)}(@ - gn)

so that this expression is always negative when g > g,,. With such central bank behaviour, the actual
long-run natural rate of growth would tend to remain closer to itsinitial equilibrium level.

The second case is shown with the help of Figure 7. In the case of Figure 7,

(16) ¢ > o, Py/(1+ o)

so that the directional arrow is pointing towardsthe east from point A and all such pointsto theright
of initial steady state E, and hence in this case the changes in the natural rate of growth induced by
short-run developments are so large that the initial shock on g isamplified.

Looking at theillustration provided by points A and A*, the figure shows that the new long-
run natural rate of growth g, , (and the new growth rate of demand) islarger than the short-run value
g, taken by the rate of growth of demand as aresult of the shock. Symmetrically, a small negative

shock would end up producing an even larger negative impact on long-run growth rate values. This
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would belikely to happen if the economy were not sensitive to changesin thereal interest rate (low
B), if theinflation ratewas not really affected by excess demand (low ), and if the central bank was

not reacting to high inflation (low o).

Inflation targeting in the amended model

We now come back to the issue of inflation targeting. Recall that, in the new consensus view,
targeting lower rates of inflation only had negative short-run effects on the rate of growth of the
economy. In the long-run, the economy is back to its given natural rate of growth —the move from
Cto D to A in the south-east quadrant of Figure 4 would correspond to a horizontal move from E
to B and back to E in arevised Figure 6 that would reflect an unchanging natural rate of growth.
Inthe post-K eynesian alternative being provided here, thetemporary higher real interest rates
imposed to achieve lower inflation targets would move the economy to point B in Figures 6 and 7,
and hence they would induce a permanent fall in the natural rate of growth and in the actual growth
rate, asthe economy would gradually moveto point B* in these two graphs. Monetary policy inthis
case has detrimental long-run effects on the real economy. In addition, since the new long-run
equilibrium growth rate gg* would be lower than theinitial natural growth rateg,*, thisimplies, by
checking equation (1), that the new long-run real interest rate rg* would have to be permanently
higher than theinitial natural real rate of interest, which existed before the central bank decided to
launchitslow-inflation policy. Thisseemsto be consistent with what most industrialized economies
have experienced throughout the last twenty years of the 20" century: high real rates of interest and
slow growth rates relative to the rates observed the first thirty years that followed World War 11..
Thislast effect on interest ratesis illustrated with the help of Figure 8, which corresponds
tothe caseillustrated with Figure 6 on the basis of condition (14) —the case where the new long-run
natural rate of growth remains between its old value and the new value taken in the short-run by the
growth rate of demand. To simplify the graphs, we assume that reaction function (3) isthe relevant
one, so that the MP curves are horizontal, as in Figures 1, 3 and 4. We assume that the starting
position is asteady state equilibrium, point E given by the growth rate g, , thereal interest rater,
and the inflation rate 1t.. We then assume that the central bank is unhappy about this steady state
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inflation rate, and decides to target a lower inflation rate, given by 7', as shown in the second
quadrant of Figure 8.

Todo so, the central bank setsahigher real rate of interest, rg, inlinewith its new reaction
function RF, , and under the assumption that the central bank believesthat the natural rate of growth
will remain constant at g,.. The growth rate of demand is then pulled down to gg as aresult of the
restrictive monetary policy. If the central bank were unable to take note that its high interest rate
policy hasinduced areduction in the natural rate of growth, that isg,° = g, in Figure 8, then the new
inflation target " set by the central bank would not be achieved, and the economy would settlein
anew long-run equilibrium at point C, with anatural rate of growth g,., areal interest rater, and
aninflation rate T

Themonetary authoritieswould thusrealizethat further, tougher, actionisneeded, and more
restrictive monetary policies would be imposed. A second round of high real interest rates would
need to be administered. Eventually, the reaction function would haveto move asfar asRF;, and the
economy would end up in its new equilibrium, given by point B* in Figure 8. At this point, the
natural real rate of interest would be achieved and it would stand at rg* —ahigher ratethan theinitial
natural rate; the new lower target inflation rate " would also be achieved; and the growth rate of
demand and the natural rate of growth would be equal at g.z* —asmaller rate than theinitial natural
rate.

6. Conclusion

The authors of the new consensus models contend that monetary policy and inflation targeting only
have short-run effects on real variables. In the long run, New Keynesian authors and other
mainstream economists assert, monetary policy and inflation targeting have no impact on real
interest rates and real output, nor on real growth rates. These assertions are usually said to be based
on a simple three-equation model, which has been illustrated here with the help of a closed four-
quadrant diagram.

Theresults of the new consensus are based however on afourth equation, which asserts that

the natural rate of growth depends exclusively on supply-side effects. This fourth equation is
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replaced by another equation — the amendment to the model — which asserts that the natural rate of
growth is itself influenced by the actual rate of growth of demand, besides being influenced by
supply-side factors.

Such asimpleamendment hassubstantial implications. The post-K eynesian alternative model
embodies path-dependence and hysteresis. It implies once more that governments cannot avoid a
long-run trade-off between inflation and economic growth. It shows that monetary policy affects
morethantheinflationrate: zero-inflation or low-inflation targeting hasanegativeimpact on thereal
economy, bringing in high real rates of interest and low real rates of growth. Path-dependence is
illustrated with graphs, in particular by drawing on the same four-quadrant figure that was used to
show the effects of the new consensus model.

The new economy approach advocated by several New Keynesians seems to accept the fact
that money isessentially endogenous and that monetary policy isconducted by setting interest rates.
Thisapproach certainly sharesmany aspectswith the post-K eynesian approach on money and credit.
However, the new consensus model still reflectsthe view that while aggregate demand isimportant
inthe short run, it playsno rolein the long run. By contrast, acore belief of post-Keynesian authors
isthat aggregate demand plays arole both in the short and the long run. Monetary policy does have
an impact on real variables in the long run. The constructed amended model, which | believe is
sufficiently simple to be used as a pedagogical tool along with the suggested graphs, reflectsthis
fundamental belief.
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