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The Endogenous Flow of Credit and the
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Marc Lavoie

The aim of this article is to show that there exists an alternative view
on monetary matters, a view distinct from both the neo-quantitative view
of the monetarists and from the so-called neoclassical synthesis, as repre-
sented by authors such as Edmond Malinvaul, James Tobin, or Paul
Samuelson. I shall attempt to show that this alternative view is shared by
economists from both sides of the Atlantic, and that their different con-
tributions form a coherent whole. This alternate monetary theory I shall
call “post Keynesian.” It is part of this new post Keynesian paradigm, as
presented by Alfred Eichner and Jan Kregel, said to describe genuine
monetary production systems: “On the view presented here, that post-
Keynesian theory deals with a monetized production economy in Keynes’s
sense, there can be no analysis of money separate from the overall actions
of the system” [Eichner and Kregel 1975, p. 1309, fn. 39].

As I understand it, the term “post Keynesian” describes those econo-
mists who attempt to carry on J. M. Keynes’s creative attempt to break
with tradition. Typical authors in the field of monetary economics and
finance are: in Britain, Nicholas Kaldor and Richard Kahn; in the United
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States, Paul Davidson, Hyman Minsky, and Basil Moore. Several French
economists may also be added to the list. As pointed out by Davidson
and Sidney Weintraub [1981], this list would not correspond to the names
that Samuclson would attach to his “Post Keynesian™ brand. This is why
an extensive definition is required.

Onc can say that “orthodox™ monctarists face critics from three differ-
ent sides. First, there are the partisans of rational expectations, who go
to the extreme limits of Milton Fricdman’s framework, and who some-
times draw opposite conclusions.! Secondly, there is the usual neoclass-
ical synthesis critique, represented by the “Bastard” or “Hydraulic™
Keynesians, most of whom have anachronistically joined the ranks of the
monetarists.® These Keynesians accept the ideas presented by monetar-
ists in the late sixties and carly scventies—for instance, the natural rate
hypothesis or Friedman's aphorism that inflation is always and every-
where a monetary phenomenon. At the same time, they attempt to keep
intact pieces of their grand ncoclassical synthesis puzzle. The overall re-
sult, as pointed out by members of the two other sides [Lucas 1981;
Minsky 1981], is totally incoherent critique and a theory in shambles.

The third side of the critique is the post Keynesian. Whereas the first
two critiques were “internal™ critiques (based, along with the monetarist
model, upon somec version of a general equilibrium model), the post
Keynesian critique is “external™ to monetarism, because it rejects any
formulation of neoclassical general equilibrium. The foundations of post
Keynesian theory are radically different from those advocated by the “In-
visible College.” Post Keynesian theory is nonetheless perceived as either
a theory without money or else as a theory without any distinctive features
[Tarshis 1980, p. 4; Yellen 1980, p. 19]. Surely, this must be attributed
to the fact that post Keynesian theory has mainly been known through its
growth models (the Cambridge models of growth and distribution),
which except for comments made by Joan Robinson [1956, chaps. 3, 23,
24], Davidson [1972, chaps. 5, 12, 13], and Kaldor [1966], deal very
little with monetary matters. The same, a fortiori, can be said of the neo-
Ricardian school. Furthermore, until the early seventies, post Keynesian
monetary theory was still influenced by the textbook interpretation of
Keynes.® The similarities with the “"Bastard™ Kcynesians® position can be
partly attributed to the strength of tradition, to Keynes's own position,
and to the desire to use a common language.* With the advent of mone-
tarism, however, post Keynesians have been forced to present explicitly
their monetary framework, that is, to integrate explicitly financial con-
siderations within their view of the functioning of a capitalist economy.
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Credit Money as a Flow

Keynes came very close to describing the monetary production econ-
omy in which we live [Kregel 1980, p. 33]. The most explicit statements
are not to be found in the General Theory or in the Treatise on Money;
they are to be discovered in the various sketches of the General Theory,
which appeared as early as 1932. In these drafts, Keynes describes what
he calls an “entrepreneur economy,” that is, a true modern economy
where the fluctuations of effective demand are a monetary phenomenon.
The main characteristic of this entrepreneur economy is that the reward
of the factors of production is not set a priori in real terms; on the con-
trary, as payments to households are made with money, neither the work-
ers, the rentiers, nor the entrepreneurs know their final share of the na-
tional output [Rotheim 1981].

According to orthodox economics, money can appear only as tie re-
sult of the injection of some high-powered money by the government or
because some economic units (usually consumers) intend to modify their
portfolios. These approaches are variations on the well-worn monetarist
theme. They cannot in any way explain the existence of a monetarized
economy in Keynes’s sense. Neoclassical and Bastard Keynesian econo-
mists emphasize this portfolio approach because it sets money in the usual
neoclassical static framework. Money is predominantly seen as an asset,
as a stock, which can be augmented or reduced according to the whims
of the central bank or according to those of households. Money is held
by households, despitc its low or non-existent yield, because of its use-
fulness for cxchanging goods already produced. Since neoclassical eco-
nomics is founded on scarcity, money—as all other economic resources—
must be scarce to be of some value. Hence the amount of money at any
time must be a given stock, as for any other scarce commodity.

The integration of money in the cconomic system must not be done
when output is already specified, as in the exchange economy of general
cquilibrium models or even in models a la Clower-Leijonhufvud [David-
son and Weintraub 1973, pp. 1121-32; Davidson 1977; Barrére 1979;
Parguez 1977], but rather money must be introduced as part of the pro-
duction process. Such a process is inhcrently dynamic, as entrepreneurs
in each period must producc a new flow of commodities. Those who or-
ganize production require access to cxisting resources, mainly human
labor. This access is provided by credit-moncy. Any flow of production
requires a flow of new credit or the rencwal of past flows of credit. The
banking system creates the necessary credit. Houscholds have no role to
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play in the creation of credit. Borrowers are the causal factor, as em-
phasized by A. B. Cramp [1971]. Their motivation to accept the burden
of a debt is their desire to produce and their hope to realize a surplus.
Industry and production, being dynamic concepts, cannot be explained by
substitution effects designed for static behavior (that is, portfolio theory).

When entrepreneurs determine the effective demand, they must plan
the level of production, prices, distributed dividends, and the average wage
rate. Any production in a modern or in an “entrepreneur” economy is of
a monetary nature and must involve some monetary outlays. When pro-
duction is at a stationary level, it can be assumed that firms have at their
disposal sufficient cash to finance their outlays. This working capital, in
the aggregate, constitutes credits that have never been repaid.® When
firms want to increase their outlays, however, they clearly have to obtain
extended credit lines or else additional loans from the banks: “Such in-
creased spending can only be paid cut of new debt” [Ranson 1983, p.
906]. These flows of credit then reappear as deposits on the liability side
of the balance sheet of banks when firms use these loans to remunerate
their factors of production. Money does not fall like manna from heaven;
on the contrary it appears when corporations (or the government if corpo-
rations are reluctant) are prepared to distribute revenues to households.

A monetary economy goes much further than supposing that part of
investment is financed through banking loans; any production in a modern
or in an “entreprencur™ economy is of a monetary nature and must in-
volve some monetary outlays.® Money is introduced into the economy
through the productive activities of the firms, as these activities generate
income. There can be no money without production. As pointed out by
Will E. Mason [1980-81, p. 240], no sophisticated analysis is required to
justify the introduction of money at the level of production: “It follows
from the simple fact that incomes are paid in money.” It has also been
underlined by Bernard Ducros:

It is the payment of wages with money which explains that money be-
comes the instrument of settlement for all transactions—the fact that
purchases of goods are made with money does not justify the payment of
wages in monetary units. To admit this is to admit that money intervenes
when revenues are being distributed rather than when they are spent
[1978, p. 23].

This emphasis on production and credit explains why post Keynesians
are more concerned about the asset side of commercial banks than they
are about the liability side, which corresponds in part to the stock of
money. Any expansion process must be started through new loans [Moore
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1979, p. 127; Eichner 1979, p. 40]. Therefore, to understand the func-
tioning of a monetary economy, one must recognize that the basic func-
tion of the banking system is to create new monetary units that make pro-
duction (and, to a lesser extent, consumption) possible. The function of
financial intermediation is relegated to the backstage, since this function
is the offspring of the orthodox linkage that runs from collecting deposits
(and excess reserves) to making loans. This link cannot make any sznse
in a post Keynesian analysis [Levy-Garboua and Weymuller 1979, p.
142]. Albert Wojnilower [1980], for instance, describes the recent U.S.
monetary history from the point of view of credits and their availability
instead of analyzing the behavior of money aggregates.

In what follows, we make use of the term “money stock.” It should be
clear, however, that the decisive factor according to the post Keynesian
view is the flow of credits. In talking of the “stock of money,” we are
yielding to convention and habit of mind. The money stock is in fact the
resulting factor of the expansion of credit. It can explain neither employ-
ment nor prices. The money stock is a residue and as such it cannot be
causal. This implies that economists have generally been looking at the
wrong aggregates:

[The] increase in the supply of money is a consequence of increased loan
expenditure, not the cause of it....In so far as the expenditure is ‘fi-
nanced’ by making use of an existing overdraft facility or as a result of
a new loan arrangement, there will be an automatic increase in the money
supply for the simple reason that the additional expenditure will swell
the bank deposits of the recipients [Kaldor and Trevithick 1981, pp. 5-6].

I can testify that to all except perhaps the most indigent of the economic
actors, the money stock—in contrast to oil or credit—is a meaningless
abstraction. . . . If [M1 balances] were to be promulgated a permanent
zero money-growth target, hardly anyone would regard himseif as con-
strained [Wojnilower 1980, p. 324].

Before dealing with this stock of money, a further point should be
made. The post Keynesian claim that investment determines savings,
rather than the converse [Kregel 1973, pp. 159-60; Moore 1979, p. 128],
logically follows, within the context of a monetized production economy,
from the causal role played by credit-money. This fact is particularly clear
in a growing economy, where the power of access to additional resources
is granted to the entrepreneurs by the banking system. In a modern econ-
omy, no saving can appear without income being distributed, and no in-
come can be distributed without entrepreneurs getting into debt. Banks
make loans to entrepreneurs “without someone having previously trans-
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ferred purchasing power to them” [Cramp 1971, p. 66]. Therefore, in-
vestment plans can be made and carried on without there being any need
to consider savings plans.” Several important implications can then be
drawn, one of which is that savings cannot be the dynamic element of a
development strategy [Junker 1967; Ranson 1983].

A Major Theme for Post Keynesians:
The “Endogenceity” of the Money Stock

In contradistinction to orthodox Keynesians, who ignored most aspects
of a monetary economy, and in contradistinction to monetarists and all
their converts who preach the exogenous aspects of the stock of money,
post Keynesians claim that the major part of the money stock arises for
endogenous reasons. One can find strong post Keynesian statements in
this regard:

Post-Keynesians, in sharp contrast to monetarists, regard the stock of
money as being essentially endogenous, responding and accommodating
to changes in the level of money wages [Moore 1979, p. 125].

What then, governs . . . the changes in ‘money supply'?! In my view, it is
largely a reflection of the rate of change in money income and, therefore,
is dependent on, and varies with, all the forces, or factors, which deter-
mine this magnitude [Kaldor 1970, p. 16].

Other post Keynesians prefer to recognize that the stock of money has
endogenous as well as exogenous aspects. For instance:

There can thus be a good deal of both ‘endogeneity’ and ‘exogeneity” in
[the Monetary Authority] M actions [Weintraub 1978, p. 75].

The money supply can be expanded exogenously (i.e., by the deiibera-
tions of the central bank) or endogenously when the banking system
responds to an increased demand for money [Davidson 1980, p. 303].

Weintraub and Davidson believe this because they attach some impor-
tance to portfolio reshuffling. However, this does not mean that the cen-
tral bank can directly affect the demand for loans and credit.

Tt can be said that post Keynesians demonstrate the incoherence of the
monetarists’ theses in four stages. In a first step, post Keynesians show
that the existence of a credit multiplier, as a result of some exogenous
control by the monetary authorities, does not necessarily imply a causality
running from high-powered money (monetary base or central bank
money) to the money stock. On the contrary, causality runs from higher
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credit needs, to higher bank deposits, to higher required reserves. Sec-
ondly, post Keynesians argue that central banks generally prefer to ac-
commodate the needs of commercial banks. Thirdly, even if central banks
attempt to control the stock of money, they can do so only through the
level of interest rates. Finally, post Keynesian theory claims that it can
be done only at the cost of disrupting financial markets. A monetary pol-
icy based on the supply of money is thus useless or destabilizing.

The Credit Multiplier

Milton Friedman and Anna Schwartz have defined a monetary multi-
plier (which many claim to be simply tautological) with the help of the
identities they derive from their definitions of the money stock and of
central bank money [Friedman and Schwaitz 1963a, pp. 790-91].8 Since
the monetary base (B) is defined as the sum of the reserves of the com-
mercial banks (R) plus the currency in the hands of the public (C),
whereas the money stock (M) is equal to this same currency plus the de-
posits of the public at the counters of the commercial banks (D), one
can obtain the following well-known equality:

M = B/ [R/D) + (C/M) — (RC/DM)] (1)

According to the monetarists, the central bank should have no problem
in controlling the level of the monetary base (B). Furthermore, the re-
serves/deposits ratio (R/D) is fixed by the legal reserves coefficient (at
least, with respect to its minimum value), which is imposed by the central
bank, whereas the degree of preference of the public for cash (C/M) is
thought to be sufficiently stable. The central bank can thus impose the
money stock of its choice, through open-market operations. These opera-
tions allow the central bank to control R, the reserves of the commercial
banks, and hence it can control B, the amount of high-powered money.
Monetarists generally admit that the ratios C/M and even R/D are not
constant, but they claim that the demand for money has been proven to
be a sufficiently stable variable. Hence, the main source of the fluctuations
of the money stock must be seen from the supply-side: the central banks
and the variations of the monetary base (B) are usually held as the cul-
prits.

Although most economists today accept some form of the deposit
multiplier principle (it suffices one to browse through textbooks to be-
come convinced of this), only monetarists believe that, even in the short
run, it is enough to control B to be able to control M. The Bank of Can-
ada, which declared itself of monetarist allegiance as early as 1975, does
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not try to control directly the stock of money by reading off the level of
reserves of chartered banks [Courchene 1979, p. 605].? The same applies
to most “monetarist™ central banks, including the Federal Reserve. The
short-term fluctuations in the values of the credit multiplier, as observed
in the past, are too wide to assure that the rates of growth of M and B will
be parallel and to guarantce that controlling one parameter will enable
one to predict the behavior of the other parameter [Clinton and Lynch
1979, p. 3]. However, these controversies are only quarrels within the
monetarist framework. Much more important is the question about the
causality between the monectary base and the stock of money.

The shape of equation (1) being given, monetarists could just as well
argue that the main sources of the variations of high-powered money (B)
happen to be the fluctuations of the money stock (M). Monetarists prefer
the reverse relationship bzcause they believe that the monetary authorities
are successful in attempting to impose their policies upon the banking
institutions. This means that bankers, because they stand in dread of
bankruptcy or because they fear losing their privileges, are aware of and
prefer to comply with the actions initiated by the monetary authorities.
The latter are “dynamic,” they take initiatives, they do not hesitate to put
constraints on the banking system or to pursue policies that could be detri-
mental (at least in the short run) to the survival of some banks or to the
stability of the financial system. If monetary authorities are indeed dy-
namic, and if they do not fear going against the opinions voiced by the
commercial banks, then, argues Victoria Chick [1977, p. 89], there is no
doubt that the supply of money is exogenous. For post Keynesian econo-
mists, however, money is in some sense endogenous whether central banks
are dynamic or not. We shall see later in what sense.

The Credit “Divisor”

To sum up the monetarist point of view, which, for causality purposes,
is similar to the view endorsed by the great majority of economists, one
can use equation (2):

M=mB (2)

where m is the monetary multiplier, and where causality is read from right
to left, B being the independent variable while M is the dependent one.

On the other hand, the post Keynesian view can be summarized by
equation (3):

B=(1/m) M 3)
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where 1/m is the so-called credit divisor; B is the dependent variable and
M is the independent variable. As a matter of fact, this equation cannot
be found explicitly in any of the post Keynesian writings, but it is clear
that such a relationship is implied by a large segment of the post Keynesian
literature.1®

The choice between the multiplier and the divisor is a function of the
opinions one has about general equilibrium. If one believes that money
appears as the result of production processes, that is, as a consequence of
the flow of credit created for entrepreneurs by commercial banks, then the
multiplier is unacceptable since money becomes a sort of residue, which
is incompatible with gencral equilibrium theorizing. Furthermore, central
banks are generally engaged in “defensive” operations, that is, they act
according to equation (3).

Post-Keynesians rank the supportive responsibilities of central banks
above their control duties [Moore 1979, p. 126].

The function of central banks therefore is not to stabilize the economy
so much as to act as a lender of last resort. This they are able to do
[Minsky 1982, p. 176].

As long as the central bank attempts to stabilize interest rates, as
pointed out by Victoria Chick [1977, p. 89, fn. 1], the supply of money
adapts itself to the demand for money, instead of the reverse. What is
perhaps less obvious is that the central bank can operate only upon the
level of interest rates, as is explained in the next section. But how can the
large monetarist empirical evidence be justified within the post Keynesian
context?

According to Nicholas Kaldor [1970, p. 8], the historical stability of
the credit multiplier is mainly a result of the fact that monetary authorities
generally have an accommodating behavior. They have consistently re-
fused to apply severe pressures on the liquidity of the banking system.!
If such pressures were exercised, the various economic units would use
all sorts of subterfuges to avoid the utilization of money (currency or
checking accounts). There would be a move from banking activities
toward non-banking financial activities, as explained by John Gurley and
Edward Shaw: Banks would encourage the transformation of demand
deposits for term deposits; large firms would start acting as banking insti-
tutions and credits between companies would be extended [Gurley and
Shaw 1960]. As a consequence the velocity of money as defined by the
authorities would be on the rise. For these reasons, monetary authorities
realize that they must show some flexibility, otherwise private financial
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institutions and their customers would try to extricate themselves from
this very constraining hold and create new kinds of money. As long as
restrictions are bearable, the supremacy of the central bank stays un-
challenged. The relationship between the central bank and the commer-
cial banks is very similar to that between the vassals and their suzerain.
Kaldor has used an equivalent picture: “The Federal Reserve or the
Bank of England are in the position of a constitutional monarch: with
very wide reserve powers on paper, the maintenance and continuance of
which are greatly dependent on the degree of restraint and moderation
shown in their exercise” [Kaldor 1970, p. 9].

1t is clear that the theory of “‘moral suasion,” according to which the
central bank can regulate the banking system without having recourse to
laws or (immediate) sanctions, should not be considered a one-way street.
The central bank must face an insidious “‘moral suasion™: it must comply
with decisions taken and the environment created by the commercial
banks. Otherwise, the central bank may lose whatever control it has on
financial operations, either because (financial or non-financial) economic
units would attempt to diminish their needs for banking money and high-
powered money, or because financial markets would have been thrown
into a pessimistic frenzy, following the bankruptcy of a few banks. Since
the government cannot let things get out of hand, and since all economic
units are aware of this, the central bank is in a rather awkward position:
“[Trade unionists] know that if they stick to their claims no government
will permit the liquidity crises, bankruptcies, and widespread loss of em-
ployment that strict adherence to a money target implies. . .. The ac-
ceptance of full-employment policy is an institutional change that pre-
sents a dilemma™ [Kregel 1979, p. 235, fn. 58].

The above quote could just as well apply to bankers. They know that
governments have to meet their responsibilities (although some govern-
ments nowadays do not scem to consider themselves responsible for the
full employment of the labar force) and that central banks must act as
lenders of last resort. Provided that the individual commercial banker
feels that he is respecting his own “rules of thumb,”™ he cares very little
about the liquidity of the whole system, unless there is some “moral”
agreement with the central bank. Such an agreement is almost a require-
ment when the banking sector behaves oligopolistically because in such a
case, the likelihood of the bankruptey of a bank is very small. Therefore,
the threat of such an c¢vent is not efficient. On the other hand, since no
liquidity crisis is likely to arise as a result of restrictive monetary policies,
the central bank is bound to tighten the screw for a longer period within
an oligopolistic banking system. This is becausce the central bank does not
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fear to disrupt financial markets, although non-financial institutions are
badly affected by the financial crunch.

Endogenous Money Supply or Money Demand?

By adopting the concept of the credit divisor, post Keynesians reject
the causality implicit in the formulation of the credit multiplier. Conse-
quently, they also reject the direction of the causality between the money
stock and the value of aggregate output, as suggested by the old quantita-
tive school and as somehow proposed anew by the monetarists. This is
usually written as:

MV =PQ 4)

where M is the independent variable. Joan Robinson has been rather sar-
castic about the monetarist interpretation of this equation: “If the quan-
tity equation had been read in the usual way, with the dependent variable
on the left and the independent variable on the right, though rather vague,
it would not have been silly” [Robinson 1970, p. 504].

According to post Keynesians, PQ is somehow exogenous, whereas
MYV is determined by PQ. Indeed, M is never considered to be an exoge-
nous variable, except when fluctuations of ¥ cannot allow the previously
determined value of PQ to adjust to a fixed M, set as an upper bound for
PQ. This means that the supply of money is generally determined by
effective demand as imagined by entrepreneurs, that is, provided the bank-
ing system accepts or is in a situation where it can accept providing the
required monetary units. Paul Davidson calls this the income-generating
finance process [Davidson 1972, p. 227]. When entrepreneurs decide to
produce more goods, they must increase their wage-fund as well as their
other outlays. They are thus required to ask for more monetary units
from the banking system. If the latter is as optimistic as the group of
entrepreneurs, it increases its loans to the firms, which brings about an
increase of deposits at the banks. Variations in the supply of money are
therefore caused by fluctuations in prices and quantities of production in-
stead of the reverse.

The leading role, according to Keynes and the post Keynesians, is
played by the entrepreneurs and their “animal spirits.” Entrepreneurs
must foresee what effective demand will be and infer from this the cash
outlays they will be required to make in order to pay their factors of pro-
duction or finance their investments. Once this is done, they can go to the
banks and formulate their demand for money. Consequently, as Kaldor
explains: “It is never true to say that the level of expenditures on goods
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and services rises in consequence of an increase in the amount of bank
money held by the public. On the contrary, it is a rise in the level of ex-
penditure which calls forth an increase in the amount of bank money”
[Kaldor 1980, p. 294].

There is some identification problem here. As a matter of fact, some
monetarists, in particular Friedman and Schwartz [1963, pp. 46-7], as-
sume that the supply of money is independent of the level of income
[Mayhew 1983]. This allows them to claim that causation must run from
money to income. It also explains how they view the Great Depression:
the recession kept on going because the Federal Reserve let the stock of
moncy fall. But this can be true only if the money stock is determined
solely by an independent supply of money [Temin 1976, pp. 13-31; Kal-
dor 1970, pp. 12-15).

We can draw two simple figures to illustrate the position of the mone-
tarists and the “Bastard™ Keynesians on the one hand, and the position of
the post Keynesians on the other hand. The first group supposes that the
money supply, as set by the actions of the banking system, that is, the
central bank, determines the stock of money available in the economy.
The central bank must aim at controlling the stock of money rather than
the cost of credit (that is, interest rates). This is the Currency School. If
the public’s demand for money increases, interest rates go up. The addi-
tional demand of the public is not met by the banking system, but follow-
ing a drop in the prices of bonds or other assets, there is a return to
equilibrium as a consequence of portfolic adjustments. Within the frame-
work, the money-supply curve is a vertical line.

Post Keynesians, on the other hand, suppose that the money-supply
curve is a horizontal line. Commercial banks, or more generally the cen-
tral bank, set the cost of credit and, at the chosen rate of interest, they
stand ready to provide whatever monetary units entrepreneurs see fit to
ask for. The responsibility of ihe monetary authorities, in this new frame-
work, is to control the quality of the credits being granted and to make
sure that they are “productive.” This is the Banking School.'* Post Keyn-
esians can thus be distinguished from “sythesis™ Keynesians for it can
be deduced from the preceding analysis that the monetary authorities can
control (short-term) interest rates but not the quantity of money.

Now in the case of credit money, the proper representation should be a
horizontal “supply curve' of money, not a vertical one. Monetary policy
is represented not by a given quantity of money stock but by a given rate
of interest; and the amount of money in existence will be demand-deter-
mined [Kaldor 1982, p. 24].
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The economics profession in general must come round to the view that
the supply of money is horizontal at every going short-term interest
rate. . . . Central banks can determine the short-term interest rate at
which they will be willing to supply liquidity. But the money stock itself
is not a control variable [Moore 1983, p. 555].

This can be seen in Figure 2. An increase in money demand (for pur-
poses of transaction or speculation) corresponds to a shift of the whole
demand curve: this leads to an increase in the existing money stock with-
out any change on the part of interest rates.!?

North American versus European Monetary Institutions

Some economists would argue that the type of framework described in
the previous section can be applied only to some monetary systems such
as the French or the English systems, where the liquidity of firms and
banks depends on the possibility of borrowing from commercial banks
and from the central bank respectively. Within these overdraft economies
(as they were called by John Hicks and analyzed by Claude Toullec
[Hicks 1974, p. 51, Toullec 1979]), the outstanding stock of money is
not the result of a market process where various economic units, including
the central bank, exchange money for liquid assets, in particular Treasury
bills. In overdraft economies, commercial banks may own reserves at the
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central bank, but a large part of their liabilities is constituted of advances
from the central bank. The latter promises to produce high-powered
money, whenever required, at a given rate. Hence French commercial
banks first distribute loans and then try to balance thelr position by bor-
rowing from the central bank.

Although there exists a true money market in the United States and in
Canada (the so-called open market), which allows North American
banks to have recourse to the advances of the centrzl bank for only very
brief periods or else to aveid them altogether, Figure 2 and the corre-
sponding theory of endogenous money apply to these two countries as
well. One must remember that the coefficient of legal reserves does not
apply to current deposits, but that it applies (by and large) to deposits of
the previous month. This implies that, even in historical time, North
American banks first consgnt to additional loans &nd later attempt to
finance their credits on the open market. If the central bank defines a rate
above or under which it will intervene, the demand for money will de-
termine the money supply. In any case, commercial banks always have
the passibility of recourse to the discount window. Tliis possibility is al-
ways exploited in the United States in times of credit crunches. “With
lagged reserve accounting, once loans have been granted and deposits
created, the monetary authorities have no choice but to provide the banks
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with the necessary required reserves. ... Their only decision concerns
whether such reserve funds should be provided by open market opera-
tions, or whether the banks should be driven to the discount window”
[Moore 1981, p. 45].

French economists have always provided an explanation of the increase
in the money supply that was not based on high-powered money nor on
some other exogenous expansion of free reserves. Despite their different
monetary institutions, French economists such as Jean Denizet and Jean-
Gabriel Thomas have always emphasized that the aphorism “credits make
deposits’ and its consequences applied equally as well to the U.S. bank-
ing system [Denizet 1969; Thomas 1981, p. 125]. The principle of the
high-powered money multiplier is no more valid in the United States and
in Canada than it is in the United Kingdom or in France. Textbook econ-
omists usually claim that bankers are naive in not recognizing that the
free reserves of a bank allow the whole monetary system to expand the
money supply by a multiple of the amount lent by this bank. In fact, aca-
demic economists are the naive ones, for they do not inquire about the
origins of the free reserves. For bankers, including U.S. bankers, larger
reserves are provided to the commercial banks as a response to expanding
loans. This is made clear by Wojnilower [1980, pp. 324-25], and also by
Alan Holmes, who was the System Open Market Account Manager:

[The orthodox idea] suffers from a naive assumption that the banking
system only expands loans after the System (or market factors) have put
reserves in the banking system. In the real world, banks extend credit,
creating deposits in the process, and look for the reserves later. ... In
any given statement week, the reserves required to be maintained are
predetermined by the level of deposits existing two weeks earlier. . . .
Since banks have to meet their reserve requirements each week, and
since they can do nothing within that week to affect required reserves,
that total amount of reserves has to be available to the banking system
[Holmes 1969, pp. 73-74].

Post Keynesians and most French economists believe that central banks
have no power over the quantity of money.* They can influence the
supply of money only through the impact of interest rates on the demand
for money by entrepreneurs, or on the amount of loans that the banks are
ready to consent. This is not necessarily related to portfolio effects be-
cause it mainly affects those who have liabilities, not those who have
assets:

It is therefore totally erroneous to attribute the failure of the FED’s

monetary policy to a perpetual hesitation between objectives set around
the quantity of money, and objectives set around interest rates. The truth
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is that the FED can master interest rates, not quantities, The FED can
hope to exercise some action upon the overall money creation of the
system through interest rates, and only through them [Thomas 1981,
p. 128].

A further point on the subject of Hicksian overdraft economies may
be made. It used to be that only British banks offered lines of credit to
their customers on a regular basis. But as recently emphasized by Woj-
nilower [1980, pp. 288-89], the recurrence of credit crunches in the
United States has led to the creation of extensive legally binding credit
lines. Unused bank-credit commitments are now in excess of demand de-
posits. Considering the relationship between firms and commercial banks
(instead of the one between commercial banks and the central bank, as
we have done until now), we see that the U.S. economy is definitely an
overdraft economy.

Keynes has shown that unused overdrafts are equivalent to an invisible
money supply because a firm may draw a cheque either against its de-
posits (in which case they are decreased) or against its unused overdraft
(in which case its debit with its bank is increased) [Keynes 1930, vol. 1,
pp. 41-43]. In both cases, the private bank has to fulfill its obligations and
supply the required cash. The value of legally binding credit lines cannot
be controlled by open-market operations. Hence, even if there were no
lagged reserve accounting, it would be quite impossible for the central
bank to control the stock of money or not to provide the necessary re-
serves.

An Inversion of Causality

From the above discussion, it would seem that monetarists are the vic-
tims of their own methodology. Empiricism has led them to confuse tem-
poral ordering for logical causality [Mason 1980-81, p. 239]. As readers
of the “letters to the editor™ of The Times of London in the seventies
know, some monetarists claim to have discovered a temporal relationship
between the stock of money and the value of national income, the former
always preceding the latter in empirical time. This justifies, according to
monetarists, the one-way causality they have adopted in their analysis.!®

But neither the idea of a potential control by the central bank nor the
concept of an empirically found temporal link can determine in any sense
what causality is [Kaldor 1970, p. 10]. Post Keynesians usually propose
Keynes's finance motive as a counter-example [Keynes 1973, pp. 201-
23].1® To demonstrate, in a statistical sense, that a rise in the money stock
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always happens before an expansion of production or an increase in prices
cannot be of any help, provided one accepts the principle of effective
demand and provided one does not assume that money falls from the sky
(thrown out of a helicopter). Those who advocate the existence of the
finance motive claim that the demand for money (and hence the money
stock) increases initially as a consequence of the additional expenditures
that irms expect to realize. Also, some investment expenditures are only
recorded upon completion, long after additional funds have been required
and obtained. This implies that the temporal sequence—money stock/
income—discovered by the monetarists can have no causal significance
at all [Davidson and Weintraub 1973, p. 1118]. In fact, studying the data
published by Friedman and Schwartz [1963a] or else by another mone-
tarist, Phillip Cagan [1965], one could just as easily argue that “the dom-
inant direction of causal influence runs from business to money” [Dugger
1980, p. 121; cf. Moore 1979a, p. 54].

Recent empirical investigation has also shown that all sorts of statis-
tical correlations could compete with the typical monetarist (temporal)
relationship between the stock of money and gross national product. For
instance, Benjamin Friedman has now worked for some time on the lia-
bility side and has discovered that just as strong a link could be estab-
lished between the debt of non-financial corporations and nominal na-
tional income [Friedman 1981].17 Raymond Lombra and Raymond Torto
have shown, long ago, that the reverse-causation argument could be sup-
ported by empirical studies [Lombra and Torto 1973]. Edgar Feige and
Robert McGee [1977, pp. 546-47], applying the Sims-Granger detection
procedures for ‘“‘causality,” have shown that there was evidence of the
stock of money influencing the level of reserves, at least since the intro-
duction of the lagged required reserve accounting conventions in the
United States in 1968, whereas it appeared that reserves did not “cause”
money. Finally, Moore has demonstrated, using the same type of proce-
dure, that money-wage rates could be said to ‘“cause” increases in the
money stock [Moore 1979, pp. 61-64].

All of this empirical work suggests that there are valid alternative in-
terpretations to the views professed by the monetarists or by the standard
Keynesian textbooks. From these empirical results and from the previous
theoretical scheme, it can be concluded that to increase the value of pro-
duction firms require supplementary finance. This increase is related to
the unit cost of production, that is, the nominal wage rate.?® The increase
in loans leads to increases in money balances and allows increases in pro-
duction expenditures.
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Portfalio Effects and Elasticity of Substitution

Up to now, we have either assumed that the central bank was ready to
accommodate the needs of commercial banks or else that central banks
were somehow forced to create the reserves required by law from those
commercial banks. As a consequence, the stock of money appeared to be
mainly the result of an income-generating finance process, where money
was maialy the result of decisions pertaining to liabilities and debts.
Money, however, is an asset for households and firms, and as such it is
part of portfolio theory. It would therefore appear that money cannot be
totally endogenous. This has been admitted by Davidson [1972, pp. 226~
27], Minsky [1982, pp. 280-84], Cramp [1971], and others. What is then
the role of portfolio theory and substitution effects within a post Keynes-
ian theory of money and credit?

From the traditional standpoint (monetarists and Keynesians), mone-
tary authorities intervene on the open market by offering such prices for
Treasury bills held by financial institutions and households that they
cannot afford ignoring such offers and are condemned to modify the
structure of their portfolios. Purchases (sales) of these bonds by the
central bank induce, in a static framework, a decrease (an increase) in
the interest rate of Treasury bills, and an increase (a decrease) in the
free money deposits of households and the reserves of commercial banks.
The change in the rate of return on bills spreads to all other assets; free
reserves are transformed into new loans; the excess part of extra money
balances is distributed toward other markets, financial or non-financial
(in particular new durable consumer goods).

Post Keynesians recognize all of this [Dow and Earl 1982]. Their
interpretation is, however, slightly different. When the central bank de-
cides to increase the money supply, it is simultaneously forcing the public
and the banks to shift the composition of their assets. If households decide
to spend some of their new cash holdings, it is simply a response to the
fall in interest rates. This is nothing other than the well-known classical
effect. As to the excess reserves of the banks, they can be depleted only if
interest rates on loans are sufficiently low to induce entrepreneurs to in-
crease production, or if the reduced reward on savings accounts encour-
ages households to leave their deposits in the more convenient current
accounts. When the central bank decides to decrease free reserves, it can
do so only through higher interest rates, which discourages households
and firms from keeping demand deposits, and forces some entrepreneurs
to abandon production plans.
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Post Keynesians usually assume that the demand for money is interest
inelastic, as the monetarists do.!® One of the main reasons is that rising
(or decreasing) interest rates have very little effect on the behavior of
banks and entrepreneurs as long as expectations of future short-term in-
terest rates do not change or unless the monetary authorities announce
drastic changes in policy [Kaldor 1964, p. 132; Wojnilower 1980, pp.
278-323; Thomas 1981, p. 138]. It follows that large movements in the
level of interest rates are required for the central bank to be able to
modify the money supply. A restrictive monetarist policy thus requires
wide variations in bond prices to induce a fall in the stock of demand for
money. Since such a policy is not possible without disrupting financial
markets, the power of the central bank to control the stock of money is
severely limited [Kaldor 1970, p. 8, fn. 2]. In any case, controlling the
stock of money as such is useless since money is a residue. The choice for
the central bank should be between setting the level of interest rates or
controlling bank lending and the extent of credit lines.

Even if households or entrepreneurs somehow wind up with a stock of
money that is larger than desired, it is obvious that they are not compelled
to get rid of the excess money by buying consumer goods or by ordering
investment goods. An economic unit, or even the whole of all economic
units, can always diminish the level of its cash holdings by paying back the
loans that had been previously granted [Kaldor 1980, p. 294]. The can-
cellation of the loans leads to the suppression of deposits and conse-
quently to the reduction of the stock of money. Then, commercial banks
have excess reserves at their disposal. But these reserves cannot be acti-
vated if the public in general, and entrepreneurs in particular, have no
desire to get into debt (this is a likely situation if entrepreneurs and house-
holds have just decided to reimburse part of their debt). An historical
example can be found in the large free reserves of U.S. banks during the
Great Depression.

Endogenous Money and Financial Instability

If monetary authorities always ratify or are forced to ratify the deci-
sions taken by entrepreneurs and bankers, as these authorities always
pursue “defensive” policies, then one may wonder why post Keynesians
keep claiming that a market economy is inherently unstable. The financial
instability hypothesis has mainly been presented by Hyman Minsky [1976;
1982). This thesis rests on the contractual structure of the economy. Any
market economy is basically of a speculative nature, since economic
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units take and carry out decisions in a world of uncertainty. Corporations
take risks because they are able to reimburse their borrowings only if
they realize the profits that they expected when the initial outlays were
made; banks also take risks since their debtors could find themselves short
of liquid resources [Wood 1975, pp. 24-32].

Stability breeds instability. The more tranquil the economy, the more
entrepreneurs and bankers are ready to indulge in risky ventures. When
memories of the last liquidity crisis start to fade into the past, bankers
grant loans on easier grounds, for, with constant risks, banking profits are
a direct function of the volume of credit accepted by bankers. This slack
in the rules of financial conduct on the part of the banking institutions
finally modifies the behavior of the corporations: the latter are incited to
change the extreme and the normal values of their financial ratios [Minsky
1976, pp. 118-19]. The utilization of ratios that incorporate the value of
a company as assessed by the stock exchange leads to the appearance of
*“virtuous™ effects. In periods of expansion, most of the purchases on the
stock market are financed through banking loans. Banks grant this type
of loan only if they have high expectations. And if these credits are
granted, then the expectations oi the banks come true, and firms, as a
result of this increase in the stock exchange index, are allowed to get
even more into debt.2°

The financial crisis can appear when some firms refuse to ask for more
credits. Minsky argues that in a dynamic economy, firms are always re-
quiring banks to create new loans, which implies that the central bank
is always pressured to create new reserves. There are therefore forces that
are continuously pushing interest rates upward [Cramp 1971, p. 66].
When the central bank stops accommodating the needs of the banks, in-
terest rates do go up. As we have seen, however, a gradual monetary pol-
icy will not do. Any required slowdown necessitates a credit crunch. When
this condition is fulfilled, expansion is stopped and it forces firms that
went too far in their commitments to ask for additional loans in order to
pay back those that have just expired. When banks refuse to finance these
roll-overs, there is an impending crisis, as the bankruptcy of one firm
entails the collapse of several other firms and even of some banks perhaps
[Davidson 1977, p. 555, fn. 1; Minsky 1982, p. 199].

Why do banks bring about their own downfall by refusing to renew
the loans that their customers had initially obtained? It follows from the
fact that banks are in a situation very similar to that of the entrepreneurs.
The latter as a group should be as dynamic as possible, but each entrepre-
neur taken individually cannot afford to be more optimistic than the
average entrepreneur. This is the principle of effective demand.
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How can unemployment be explained? The answer must be found in the
principle of effective demand. ... In the capitalist system, an entrepre-
neur with ‘animal spirits’ which are more optimistic than those of the
group constituting the rest of the entrepreneurs is necessarily penalized.
Whereas it would be in the interest of all entrepreneurs to have the high-
est possible ‘animal spirits,’ it is in the interest of each entrepreneur not to
be too optimistic, or at least, not more optimistic than the other entre-
preneurs [Grellet 1976, pp. 202-203].

The same principle applies to bankers. A bank gets into trouble only
if its spirits are too high, that is, if it lends more than its rivals, for in this
case, loans that have been made are not compensated by deposits (unless
this particular bank launches a successful publicity campaign). A bank
in such a situation has to ask other financial institutions or the central
bank for the missing monetary resources, at a cost that could exceed its
lending rate.

When bankers begin losing some of their high “animal spirits,” though
they are aware of the fact that their new behavior will harm the economy,
they prefer to restrain their creation of credit-money. They know that
those banks that are the least affected by the recession are those banks
that show the most moderation. For this reason, it is quite possible for
the banking system to start reducing its credit lines just when firms need
extended loans. It is difficult to see how the creation of excess reserves by
the central bank could reverse this trend.

Conclusion

It should by now be clear why and how post Keynesian thought on
money differs from orthodox monetary theory. The money stock is a
residue. Except for speculative periods, which are not dealt with in this
essay, money has no role to play. One must look at the other side of the
banks’ balance sheet for proper information. Money arises as a result of
credit, from the needs of firms to pay their factors of production. Money
should essentially be understood as income-money and credit-money.
Alain Parguez has extensively shown how strange it is to assess the im-
portance of money, as do orthodox economists, by simply measuring the
idle part of it, that is, the portion of the monetary flow that is stocked or
hoarded [Parguez 1975]. Thus one should stop referring to the exogenous
money stock and start considering the endogenous flow of money, or
rather the endogenous flow of credit. It is credit-money that matters.

Thus the post Keynesian framework of monetary matters differs much
from the portfolio approach of neoclassical Keynesian analysis. The two
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critiques of monetarism must not be confused: the latter is superficial
whereas the former is fundamental,

Notes

1. Frank Hahn's recent critique of monetarism is another version of this

type of voyage to the marshes of Friedman's world [Hahn 1982]. Hahn

shows that monetarists, once their hypotheses are incorporated into a

truly general equilibrium framework, cannot make any claims to scien-

tific coherence.

These names have been given scholarly wisdom by Joan Robinson and

Alan Coddington [1976].

3. This can be seen mainly in [Robinson 1952]. Richard Chase [1975], and
Robert Brazelton [1980-81], have shown the importance of this textbook
interpretation for U.S. economists.

4. Kaldor has recently recognized that Keynes's view of the supply of
money was more compatible with the standard textbook interpretation
than with the new post Keynesian view [Kaldor 1980, p. 296]. In the
General Theory, Keynes seems to be dealing with an exogenously deter-
mined supply of money.

5. The proof of this statement can be found in [Lavoie 1982a]. It does not
imply that corporations make no profits.

6. All production must be financed by credit. This was one of the points
raised by Keynes in his response to Bertil Ohlin in 1937 and reiterated
in 1939: "It is not an increase of investment as such which requires an
immediate increase in ‘available funds,’ but an increase of output whether
for investment or for consumption, or more strictly an increase in the
turnover of transactions for any purpose whatever” [Keynes 1973, p.
282].

7. That firms can grow at the rate that they see fit to choose, whatever the
propensity to save of households, has been argued persuasively by Kaldor
[1966].

8. For instance [Moore 1979a, p. 55].

9. The Bank of Canada used to publish a weekly series of M1 aggregates,
with an accompanying chart comparing the target ranges of the rate of
growth of the money supply so defined with the realized rates of growth.
The chart was phased out November 29, 1982, following a short period
of unexpected negative rates of growth and two years of zero-growth.
During the same period M2 has grown by 30 percent (Bank of Canada,
Weekly Financial Statistics) .

10. The expression “credit divisor” (diviseur de crédit) was introduced by
Jacques Le Bourva [1962]. Kaldor, in his essay on “the new monetar-
ism," does everything but define this concept [1970, pp. 8-10].

11. On the other hand, the theses developed by James Tobin or R. L. Teigen
are not compatible with a stable credit multiplier [Tobin 1978; Teigen
1978). Tobin and Teigen assume that banks, as any commercial firm,
aitempt to maximize their profits within the limits imposed by the cen-

™)
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tral bank, by modifying their portfolios and by encouraging the public
to modify theirs. This leads to a fluctuating credit multiplier, instead of
the stable monetarist multiplier.

For a summary of the Banking School/Currency School controversy,
see [M. R. Daugherty 1942; 1943]. Cramp links this controversy to the
views of] the Radcliffe report [Cramp 1962] (see also [Kaldor 1982, pp.
pp. 2-32]).

Figure 2 is Jacques Le Bourva's idea [Le Bourva 1959, p. 720]. It can
also be found in [Kaldor 1982, p. 24].

As pointed out in note 4 above, it is difficult to find any indication of the
post Keynesian endogenous money thesis in Keynes’s major works
[Keynes 1930; 1936]. Furthermore, as noted by Coddington [1976, p.
1262], Keynes's endorsement of Hicks's IS-LM presentation, where the
money supply is an exogenously given stock, is a source of embarrass-
ment for post Keynesians. Yet, it is possible to find relevant quotes.
Moore has recently linked some of Keynes’s writings with the theory of
endogenous money supply [Moore 1983a}.

For excellent critical reviews of Friedman’s positive economics, see
[Mason 1980-81 and Dugger 1983]. It must however be recognized that
some economists of monetarist allegiance sometimes concede that this
unidirectional link between money and national income has not yet been
successfully demonstrated by empirical research, at least for countriss
such as Canada or Great Britain [Laidler 1978, p. 157].

On the finance motive, see [Davidson 1972, pp. 160-85]. Peter Smith
has attempted to identify the empirical significance of the finance motive
on the demand for money [Smith 1979].

I am indebted to Harvey D. Wilmeth, from Milwaukee, for making me
aware of B. Friedman’s paper. The latter rightly emphasizes that the
available empirical evidence does not warrant an exclusive focus on
money rather than credit aggregates. The chosen focus, it appears from
Friedman’s paper, should result from an econometric investigation of
causality, of the Granger-Sims type. His research in that field is, however,
inconclusive. Although Friedman is sympathetic to analyses such as the
one presented by Albert Wojnilower [1980, comments pp. 327-32], his
search for correlations or temporal relations is devoid of economic con-
tent. There are not processes, only markets. The same can be said of
R. W. Kopke’s similar work [Kopke 1983].

In the post Keynesian view of inflation, “it is the rise in wages which is
the cause of prices rising” [Kahn 1972, p. 138]. Rises in prices are not a
consequence of excess money supply or excess aggregate demand [Lavoie
1982, pp. 207-11]. Prices are mainly determined by the money-wage
rate. A simple formalized version of this approach to inflation can be
found in S. Weintraub [1978], where it is called the “wage-cost markup”
theory. Most of it can be found in Keynes’s General Theory. The level
of money wages depends mainly on social, political, and historical fac-
tors. Although accelerating investment or changes in the degree of mo-
nopoly can induce price increases, inflation is mainly the result of a
struggle between labor groups.

The wild fluctuations of interest rates have recently shown that any at-
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tempt by the monetary authorities (most obviously the U.S. Federal Re-
serve) to control the quantity of money is constrained by the interest
inelasticity of the demand for money, as predicted by Kaldor.

20. Minsky thus identifies the main weakness of the theory of endogenous
money supply. Not all credit is being created for production purposes.
New loans may be misallocated by banks, in favor of speculation or the
expansion of conglomerates, as explained by Veblen [1965, chap. 5).
Post Keynesian theory must consider credit for production as the normal
case, but it cannot ignore the anomaly of non-productive credit.
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