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PREFACE

This collection of essays provides a tribute to Alessandro Roncaglia, one of the most important representatives of what has come to be a threatened species: the classical political economist.

His work has provided insight into the joint journey of economic theory with economic history and its application to economic policy related to both the past and the present problems of an evolving economy.

While economic history serves the classical economist as insight into the diverse theoretical development underpinning of economic policy debates, the focus is always on the objective of understanding the economy in which he/she lives and works. The classical economist is thus bound to think that economic theory is “historically conditioned” (Sylos Labini, 2005): as social systems evolve, the appropriate theory to represent a certain phenomenon must evolve too. Therefore, plurality in methods, including history of economic thought, must be a deliberate choice.

As Salvatore Biasco stresses in his contribution to this volume,


At the base of a nonmainstream way of looking at the economy, from a descriptive and normative perspective, cannot be but social complexity, uncertainty and innovative dynamics. Through these lenses, the aggregate behaviour of the economy is studied as determined by constantly evolving endogenous events, which are fed by a number of driving forces: unstable and potentially explosive relationships; nondeterministic developments; a financial system closely interconnected to the real economy but also able to acquire an autonomous dimension; and a social dynamic that changes in parallel to the whole process and that at the same time affects it.


These contributions in honor of Roncaglia’s work follow in this tradition, dealing with themes that have characterized his work or that represent expressions of his personality, his interests and method. Geoffrey Harcourt, Heinz Kurz, Nerio Naldi and Neri Salvadori all deal with one of Roncaglia’s major contributions to classical economics, that is, the presentation, interpretation and extension of Piero Sraffa’s work on the classical theory of prices. Marcella Corsi, Carlo D’Ippoliti, Peter Groenewegen, Cosimo Perrotta, Alfonso Sánchez and Gianni Vaggi all provide essays reflecting the great legacy of classical economists and the interpretation of their work, a permanent source of inspiration for Roncaglia. Jan Kregel, Michele Salvati and Mario Tonveronachi provide an integration of the work of the classics with the more modern contributions to this tradition in the work of John Maynard Keynes, Hyman Minsky and Josef Steindl, economists who also provided inspiration for Roncaglia’s work on economic policy. Other contributions deal with topics of great relevance for Roncaglia (e.g., the oil market) while the macroeconomic picture of the impact of austerity measures given by Davide Antonioli and Paolo Pini is much in line with Roncaglia’s view of economists not “as servants or as princes” but as citizens, socially and politically engaged, as any citizen should be (Roncaglia, 2017).

It is our hope that these essays will incite an interest in Alessandro Roncaglia’s life work and a revival of interest in classical political economy.

Marcella Corsi, Jan Kregel and Carlo D’Ippoliti
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 Chapter One

 THE RECONSTRUCTION OF AN ALTERNATIVE ECONOMIC THOUGHT: SOME PREMISES

Salvatore Biasco


1. Introduction

Alessandro Roncaglia has given us fundamental reflections on the methodological and conceptual canons that should be the cornerstones of a realistic (and at the same time, stylized) vision of how the capitalist economy behaves.1 Roncaglia has taught us that reconstructing the political economy on alternative methodological assumptions—in a direction opposite to the dominant neoclassical vision—involves an interpretation of history, and also of the present as history. Of course, not all of its branches or issues can be treated as a part of a comprehensive “model,” as Roncaglia frequently states. Optics that do well in one field may not be as good in another; each branch also has its technical specificity. The reconstruction can take place even in separate pieces, and can involve retrieving and updating what, of precious developed writings, one finds scattered in the critical literature on economic and social sciences. But what is important is that the methodological and epistemological apparatus maintains a uniform inspiration as well as should remain the points of reference of the analytical approach.

In what follows I devote my attention to some basic points of setting an alternative vision, knowing that on so much Roncaglia and I agree in full, but that there are minor distinctions between us.

2. Complexity

In a nutshell, at the base of a nonmainstream way of looking at the economy, from a descriptive and normative perspective, cannot but be social complexity, uncertainty and innovative dynamics. Through these lenses, the aggregate behavior of the economy is studied as determined by constantly evolving endogenous events, which are fed by a number of driving forces: unstable and potentially explosive relationships; nondeterministic developments; a financial system closely interconnected to the real economy but also able to acquire an autonomous dimension; and a social dynamic that changes in parallel to the whole process and that at the same time affects it.

In complex systems, the whole is more than the sum of its parts. Although the representation of a society and an economy’s aggregate behavior cannot ignore their components (not only individual actors but also collective and institutional ones), the interaction of these components results in an outcome that is not predictable from the parts themselves and not necessarily inferable from them. This is the opposite of the mainstream idea that the system can be observed from the standpoint of the representative agent.2

Despite this complexity, it is always possible to establish macroeconomic relationships of cause and effect in a rigorous academic framework or to draw a theoretical framework for state action. It would be a mistake to leave to mainstream economics the power of generalized abstraction. As economists deal with the inborn dynamism of the production and social system, the most appropriate abstraction for them is extracting—in the specific process under analysis—the causal chains relating to the dominant forces at work and conjecturing about the strength of forces and counterforces (and contingent circumstances) that determines which would prevail. This then entails the necessity of putting in a logical sequence (short) chains of cause-effect relationships that can capture the points of tension (or friction or imbalance) and reduce the analysis to a core of simplified propositions, which are compact and logically solid. Following general interdependencies (and seeking their equilibrium) only obfuscates the hierarchy of processes. Pretending to move relations mechanically (even to the ultimate consequences) leads to losing sight of the fact that the material that economists deal with is not constant, homogeneous, or stable, and cannot be reduced to parametric determinations.

The cause-effect sequences placed at the center of a representation of any single macroeconomic process can be nothing but abstractions drawn from the wide empirical knowledge of a reality that demands to be known and studied in detail (and that is the background of all single conjectures), without necessarily being a bare transposition of that reality. That empirical world, however, burst back onto the scene since the plausibility of a theory (and its lifeblood) rests on how many microeconomic phenomena that theory crosses, or manages to encompass within it or gives an account of, once confronted with a complex and differentiated society. This is the only test of a theory.3 “The master-economist,” writes Keynes, “must possess a rare combination of gift. He must contemplate the particular in terms of the general and touch abstract and concrete in the same flight of thought.”4 Therefore, a sensible alternative economic theory can only be based on the study of actual social interactions, markets, specific situations, and institutions and also rely on studies in the field, case studies, and even on significant anecdotal evidence. It cannot but be, in essence, inductive and empirically oriented (much like the dominant thought is axiomatic and deductive), even in the awareness that a work of synthesis and abstraction must follow from it. Such a work must be aimed at reconstructing the order of phenomena or their internal engine, taking into account that many microrelationships change in perspective at the aggregate level. It is unlikely that a deterministic configuration is the right frame for this synthesis.5 Among the underlying forces considered in any specific theorizing, those relating to social structure and collective action, to institutions and distribution of income, to wealth and power are of key importance in the economic dynamics. Social identities forge economic choices. This means that the economy should be a tributary to sociology, political science, history, and law as well as the behavioral sciences (which do not support the hypothesis of full rationality and exclusive utilitarianism).

3. Instability

Let us now put aside issues of methodology.6 Concerning matters of merit, however, a context dominated by instability requires a paradigm for instability, that is, the way in which it is generated endogenously. At its center there is the logic of capital accumulation and of finance. Within a methodological approach aimed at studying (as it should be done) processes under conditions of permanent disequilibrium and the irreversibility of real decisions, it would be easier to grasp that such processes, once begun, do not necessarily imply a point of arrival. This means that there is no attraction toward an indefinable equilibrium. Indeed, an initial imbalance more likely leads to further imbalances, even if of a different nature or size, and, in doing so, it induces institutional and behavioral changes along the path that the economy is following.7 Instability is an endogenous feature of the economic system stemming from many factors: the internal chains of phenomena, the difficulties faced by operators in assessing the situation, uncertainty about the future, the variability of responses, and the internal logic of markets. When left to themselves, internal causal relationships can potentially lead to spiraling developments, and this is especially evident if one takes into account the strict links between macroeconomic facts and the financial structure, and vice versa (finance and the real economy do not live in two separate worlds). Accordingly, expectations cannot be firmly anchored to some point of convergence, and nothing can be inferred about the characteristics of the “long period.”

4. State

Sometimes spirals either remain in the background as a potential outcome or end by themselves (with lasting consequences), but more often it is public action that manages them, either leaving them in a latent state (which erroneously may let the economy appear stable) or intervening to block them once they are already in action. If an anchor of the economy exists, it can only be found in a cooperative framework of rules of the game, organization of markets, and state monitoring.

In this context, the role of public decisions shares in the overall complexity. Public actions are not, differently from what is assumed by orthodox economics, either juxtaposed to a stable economy or destined by their own nature to create exogenous shocks. They are, instead, always reactions to the endogenous instability of the system. Such reactions are not always deterministically undertaken in obvious directions and size because they encounter inner conflicts: between public objectives, in divergent effectiveness in different areas of a heterogeneous society, because of side drawbacks closely connected to problems they tackle and because, after all, governments have to deal with the consensus and cohesion required in democratic societies as well as with the complication of the decision-making processes. Moreover, only after certain thresholds have been reached is it sometimes perceived that a process has progressed and can get out of hand.

5. Trust

A theoretical framework of public action must start from the general context dominated by uncertainty and from the state of operators’ confidence. Economic decisions are not taken on strong anchors by operators, and those concerning demand are different from those concerning supply. Rationality in decisions is limited, and the knowledge of reality that individuals have is imperfect. In few areas can expectations about the future be traced to probabilistic schemes (if not subjective ones) or calculable risk; the majority are dominated by uncertainty (see Roncaglia, 2012). Depending on the case, exploratory, irrational, and imitative behaviors as well as routines and (partly) social and behavioral conventions have a role in the analysis. It is not just the type of behavior that is indefinable. The perception of a situation as a basis for decisions is weak (only the reductive idea about information and rationality that mainstream economics maintains can avoid these problems).8

If the above is true, the system is somewhat dominated by collective confidence, which influences the attitude and behavior of operators. Such confidence may depend on many exogenous factors. Today, for example, new elements of the economy have a negative effect on confidence [as, for example, globalization itself, the complexity of new technologies, the shortness of required reaction time, the weight of finance (involving more risk), the speed of technical progress, the rapidity of changes in the labor market, the fall in the quality of international governance, and more]. However, it is public action and the institutional structure that—by socializing many variables and providing the necessary anchoring—are decisive. They ultimately allow operators to deal with these aspects with more or less optimism and to make operators’ confidence higher or lower and their way of looking at the future more open and less uncertain or, on the contrary, more dense with insecurity and more labile. Since the degree of confidence is the frame in which the whole economic process evolves, it follows that the task of the normative and operative aspects of public action is to turn economic policy in the direction of strengthening trust itself, dominating the complexity and reducing uncertainty. This is the key factor that governs growth and stabilization.

6. Remarks

Two considerations at the end. The alternative analytical framework can only be aimed at a cultural fallout. This basically entails the collective awareness that a society led by private profit produces social and economic uncertainty, a deep social economic divide, conflicting interests that find solution in the law of the stronger, market failures, and economic instability (and transformation)—all features that can be brought under control and governed in the collective interest only with the primacy of politics over economics (almost an opposite conclusion to that of orthodox economics). This leads me to a second consideration that may appear unusual in an academic setting. Although it is true that reconstructing an alternative way of thinking is a disciplinary task, nevertheless, it aborts or changes meaning if it is a purely intellectual effort and does not occur with the participation of culturally committed political forces that feel this reconstruction is an integral part of their process of definition of their cultural identity.


Notes

1The whole body of work of Roncaglia is food for thought concerning methodological and analytical issues including his seminal work, The Wealth of Ideas (Roncaglia 2005a). It is also worth reading Why the Economists Got It Wrong (2010), “What Do We Mean by Anglo-American Capitalism?” (2011), and Il mito della mano invisibile (2005b).

2Many phenomena that have a causal direction from the standpoint of an individual operator present reversed causality at the aggregate level. A few well-known simple textbook examples can be cited: deposits determine loans for individual operators, while the opposite is true at the aggregate level; the same goes for the saving-investment relationship. What appears to be true in isolation may not be true in the aggregate, as, for example, also occurs in the relationship between decreases in wage costs and increases in profits for single firms, but not possibly for the economy as a whole. And so on.

3This is a perspective that is opposite to the mainstream one. The latter states that one can draw inference with regard to the economy as a whole by studying a “representative” single agent (depicted as similar to the others, as abstract and utility maximizing). It relies on a mechanistic (econometric) analysis of aggregate phenomena (built on a database extended over a considerable length of time) for testing deductively derived propositions, as if the economy were stable and maintained identical parametric relationships over time. In that perspective, techniques and good software, not a thorough knowledge of reality, are needed.

4“He must be mathematician, historian, statesman, philosopher in some degree” (Keynes, 1933, 173).

5This implies that no variable is parametrically bounded in its movements and values to other variables, but is often determined by beliefs and conventions that dominate the behavior of operators. We can call this approach a “conventionalistic” one (meaning, for instance, that a given level of the exchange rate or inflation is compatible with a wide range of shapes and levels of the yield curve or vice versa). In this alternative analytical context, mathematical relations, formalized in a model, do not give a demonstration of anything, but can be sometimes a useful exercise that translate into the form of a model the ideas developed independently from the use of formal analysis; it can help (possibly) to extract the essence of these ideas and explore the ultimate abstract consequences, but the place of that model is in the Appendix of an essay. However, the exercise can be useful as long as one does not lose sight of the fact that it is a reductive operation, which can only be based on mechanistic relations and standardized reactions, and reduce to risk what is uncertainty (that is, the immeasurable as it were measurable).

6These issues of method can be deepened in the essays contained in Becattini (1991a), especially in the essays of Becattini, Kregel, and Biasco. See also Roncaglia (2009).

7I quote here as simple examples some basic spirals, such as wages-prices, inflation-exchange rate, or speculative bubbles, but many others can be brought out concerning more structural variables. Induced changes occurring during these spirals persist when they end. An inflationary process induces financial innovations (and redistribution of income); in a speculative bubble on the equity market firms strengthen their capital structure at low cost; a spiral of the exchange rate displaces sectorial production irreversibly, and so on. As the scale of a phenomenon increases, it reaches thresholds at which the operators’ perception of it changes and therefore their behavior toward the phenomenon itself does, too. The conditions under which a spiral ends, can also bring irreversible changes.

8If any decision implies a sequence of phases—that the perception of a situation leads to the evaluation of possible alternatives of actions, then to the decision itself, and finally to the application of a decision—in the mainstream approach the crucial phase is the third (the decision, i.e., the choice), while the others do not present problems. In other words, for mainstream economics what is crucial is which decision (rational and utility maximizing) is taken, once that the alternatives are evaluated on the basis of a complete information, which is perfectly deductible from reality. In a vision that is not mainstream, the crucial phase is the first, and this makes the others poorly definable.
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 Chapter Two

 REFLECTIONS ON UNITY AND DIVERSITY, THE MARKET AND ECONOMIC POLICY

Jan Kregel


1. Introduction

The theoretical foundations of what has come to be called “market fundamentalism” suffer from an internal contradiction that renders it useless as a basis for economic policy. This is not a problem of abstraction or reliance on simplified models. It is the ubiquitous presence of the simultaneous assumption of uniformity and diversity. A simple example will illustrate the contradiction. Consider an airline ticket. Initially, it represented the provision by an airline to transport by air from point A to point B at a stipulated time and date in exchange for a posted fare. The service provided for a meal (usually rubberized chicken), transport of accompanying baggage and the right to sit in a seat. If you buy an airline ticket today, you may have to pay separately for the air transport, for the baggage transport, for the meal if you want one and even for the seat!

What is the “market” for airline tickets in which supply and demand is presumed to determine price? To answer that question it is necessary first to define the “commodity” that is being purchased in the market. As the example makes clear, the market is undefined until the commodity traded in the market is specified. Is there any economic basis for considering the separate services that now accompany air transport as separate commodities? And, more importantly, is there any economic basis for considering that the prices determined in separate markets are determined by a competitive process? Or are they, as Piero Sraffa has suggested in one of the most overlooked parts of his famous book, “joint products,” which may be identified but for which there may be no separate production and thus no separate supply curve and no possibility of market or market price?

2. Prices and Markets: Theory and History from Smith to Schumpeter via Petty

This real-world example has a detailed theoretical history that is often ignored. Proponents of the superiority of market mechanisms consider a major benefit in what may be summarized as diversity. The market brings together diverse individual preferences to determine the quantities and prices of a wide range of commodities. These preferences and individual endowments are the given data that form the basis for the supply and demand functions, which in turn determine equilibrium prices that provide all the information required to permit maximum economic utility. Yet, closer inspection of this facade of diversity suggests that its general application requires a presumption of uniformity or homogeneity. Thus, just as the diversity of individual preferences is taken as the data of the economic landscape, the very definition of a commodity that elicits those preferences requires the presumption of uniformity.

Start with the question of how choice is exercised through free market exchange. Adam Smith provided the classic response to this question. In his Theory of Moral Sentiments, he noted that, our senses being limited, “they never can carry us beyond our own person, and it is by imagination only that we can form any conception of what are [others’] sensations” (1976, 9). “How selfish so every man may be supposed, there are evidently some principles in his nature, which interest him in the fortune of others, and render their happiness necessary to him, though he derives nothing from it except the pleasure of seeing it” (ibid.). This might be called the “Existential Diversity of Individuals.” We might all have similar preferences, but no one would know it. The result, which Smith put forward in The Wealth of Nations, is that exchange takes place by means of each individual trying to please the imagined needs of others: altruistic hedonism. When Smith argues that “it is not from the benevolence of the butcher, the brewer, or the baker that we expect our dinner, but from their regard to their own interest,” he is simply stating what he considered to be an incontrovertible fact that no individual can possibly act benevolently, given the impossibility of knowing the tastes and preferences of others. It is thus in one’s own interest to imagine and try to discover the preferences of others. He then goes on to note that “though it may be true, therefore, that every individual even in his own breast, naturally prefers himself to all mankind, yet he dares not look mankind in the face, and avow that he acts according to this principle”; rather, “he must […] humble the arrogance of his self-love, and bring it down to something which other men can go along with” (1976, 83). This Existential Diversity thus implies Existential Uncertainty about how one can best satisfy one’s own needs since it relies on satisfying the unknowable needs of others. Thus, Smith argues that these needs can only be discovered through diversity and exchange. The market mechanism is thus a series of multiple bilateral exchanges between diverse individuals with diverse preferences, each seeking to serve their own needs by imagining and seeking to discover and satisfy the needs of others.

It is now necessary to identify what is exchanged between these diverse, self-interested individuals. Economists often speak of “commodity exchange,” but if each individual has a different appreciation of what is exchanged, and if what is exchanged satisfies unknown wants, then each thing exchanged must be composed of different perceived characteristics—each of which would appeal to one or more of the diverse needs of diverse individual consumers. This means that there may be as many diverse “commodities” as individuals involved in each of the millions of exchanges that take place in the market, since each person evaluates them differently and considers them a different commodity because each satisfies a different need or preference. The market will thus be comprised of the bilateral exchanges of a multitude of unique commodities identified by their different characteristics.

Now, if all exchange is bilateral, what is the counterpart in these exchanges? The answer is usually other commodities, but traditional theory suggests that in a market economy, efficiency considerations should lead to the creation of an intermediary or standard commodity, usually called “money.” But this raises another question of what commodity will serve as money.

The traditional answer is that it is a commodity that becomes uniformly accepted by reducing transactions costs, that is, it has a common property. Thus, the first condition for the existence of exchange is the existence of a commodity that does not represent diverse characteristics to each individual but satisfies a common need of all in exchange. Here begins the need of a functioning market economy to eliminate diversity and introduce uniformity.

Historically, precious metals, even though they have diverse particular characteristics, have been the commodity that served this purpose—but only when they are minted by a sovereign into coin to guarantee the required uniformity. But even in the case of minted coin, most economies that used metallic currency experienced the circulation of many different types of coinage, with different metallic content and different weight due to wear and tear and clipping. Thus, coins were in fact highly diverse, and were reduced to the underlying metal content by the application of a uniform market price. It is interesting that historically the difficulties in ensuring uniformity led to the adoption of a notional “unit of account,” what Luigi Einaudi called “imaginary money,” which was uniform by definition.

3. The Textbook Definition of the Perfect Competitive Market

The theoretical definition of a market found in any standard textbook would include the following characteristics:


1.a public gathering held for buying and selling commodities

2.a defined location for the purchase and sale of each commodity, for example, the soybean market

3.a single, equilibrium market price for each commodity traded in the location


Thus, what we usually mean by a market is a homogeneous geographical location, where buyers and sellers meet to exchange a single, uniform commodity, for a common uniform price expressed in a common uniform means of payment called money at specific periods of time. Indeed, the first markets in history were held at the pleasure of the sovereign in specified locations on specific days of the week with restricted participation. The diversity of continuous, bilateral free market exchange seems to have required uniformity, at least on the spatial and temporal levels. Exchange can only take place at specific times and specific places for well-defined commodities with uniform characteristics. Thus, while the benefits of free markets depend on diversity, the operation of these markets depends on uniformity.

The interesting point is that this problem is not new in economics. Indeed, it concerned one of the founders of modern political economy, William Petty, who was the first to confront this conundrum between diversity and uniformity. In his little book on Petty (Roncaglia, 1985), and then in his magnum opus The Wealth of Ideas, Alessandro Roncaglia notes that Petty was among the first to recognize that “the commodity is not the smallest existing unit of matter of which the economic universe is composed, but it is itself an abstraction” (2005, 64). Petty dealt with the “notions of commodity and market [… in] a brief essay written in the form of a dialogue, the “Dialogue of Diamonds”:


The protagonists of the dialogue are two: Mr. A, representing Petty himself, and Mr. B, an inexperienced buyer of a diamond. The latter sees the act of exchange as a chance occurrence, a direct encounter producing a bilateral relationship of bargaining conflict between buyer and seller, rather than a routine episode in an interconnected network of relationships, each contributing to the establishment of stable behavioural regularities. The problem is a difficult one because the specific individual goods included in the same category of marketable goods—diamonds in our case—differ the one from the other on account of a series of quantitative and qualitative elements, even leaving aside differing circumstances (of time and place) of each individual act of exchange. Thus, in the absence of a norm which might allow the establishment of a unique reference point for the price of diamonds, Mr. B considers exchange as a risky act, since it appears impossible for the buyer to avoid being cheated, in what for him is a unique event, by the merchant who has a more extensive knowledge of the market. In the absence of a web of regular exchanges, that is of a market, the characteristics and circumstances of differentiation mentioned above operate in such a way as to make each act of exchange a unique episode, where the price essentially stems from the greater or lesser bargaining ability of seller and buyer. (See Petty, 1899, 624–30: as quoted in Roncaglia, 2005, 63)


The existence of a market, on the contrary, allows transformation of a large part of the elements that distinguish each individual exchange from any other into sufficiently systematic differences in price relative to an ideal type of diamond taken as a reference point.

Thus the paradox of supply and demand as determinants of price: a uniform commodity is necessary for the creation of a market, but the uniformity that creates a commodity requires a market and a market price.


There is thus a relationship between the emergence of a regular market on the one hand and, on the other hand, the possibility of defining as a commodity a certain category of goods, abstracting from the multiplicity of effective exchange acts, a theoretical price representative of them all. […] Petty’s writings thus offer a representation of the process of abstraction leading to the concepts of market and commodity from the multiple particular exchanges that occur in the economy. (Roncaglia, 2005, 64)


Thus, for Petty, the market itself is an abstraction, in the sense that each individual act of exchange concerns a specific diamond, exchanged at a specific time and place, at a specific price. The market exists as a concept that is useful, indeed indispensable, to an understanding of the functioning of a mercantile and then a capitalistic economic system, precisely because it allows one to abstract from the myriad of individual exchanges a given set of relationships that can be considered as representative of actual experience and that can provide a guide to behavior. The same considerations apply to the concept of the commodity. In fact, reality is composed of an infinite number of specific individual objects. We group them into categories, such as diamonds, on the basis of some affinities to which we attribute central importance while ignoring elements of differentiation considered as of secondary importance. In other words, the commodity is not an atom of economic reality, but is itself an abstraction, which already implies a certain level of uniformity. The most opportune level of uniformity is determined by the extent of the interrelationships between the various acts of exchange. Thus, it is possible to consider different specific diamonds as the same commodity, with its own specific market, only because the separate exchanges of specific diamonds make plausible the hypothesis that they are the same good since they allow traders to reduce qualitative differences to quantitative price differences. The same process is required for consideration of a market for apples, or a fruit market, or the market for food in general: apples, fruit or food may be considered, in turn, as a commodity according to the level of aggregation thought to be most adequate, keeping in mind the relationships that come into play within the group of producers and within the group of buyers.


Some abstraction is also necessary in formulating the concept of price so as to deal with the analytical problem of determining relative prices, namely exchange ratios between different commodities. Indeed a “price” corresponds to a “commodity”; it represents a multiplicity of values, each relative to an individual act of exchange, when such acts of exchange concern goods sufficiently similar among themselves as to be included under the unique label of the same commodity (as in the case illustrated above of the “price” of the “diamond”). Furthermore we have to delimit the set of acts of exchange to which we refer as the basis for our notion of price, relative to the time and space in which they take place. (Roncaglia, 2005, 66)


Thus, the theory of free markets requires markets to furnish the prices that render homogeneous the diversity of aspects of commodities, but a market can only exist if there are homogeneous commodities.

This internal contradiction between uniformity and diversity is usually hidden behind the assumptions that are set out to define a perfectly competitive market, which are defined in textbooks as the existence of a single price for a given commodity:


1.There are many suppliers, each with an insignificant share of the market—this means that each firm is too small relative to the overall market to affect price via a change in its own supply—therefore each individual firm is assumed to be a price taker.

2.An identical, homogeneous output is produced by each firm—in other words, the market supplies homogeneous or standardized products that are perfect substitutes for each other. Consumers perceive the products to be identical and perfect substitutes.

3.Consumers have perfect information about the prices all sellers in the market charge—so if some firms decide to charge a price higher than the ruling market price, there will be a large substitution effect away from this firm, and vice versa, for those selling below the ruling price.

4.All firms (industry participants and new entrants) are assumed to have equal access to resources (technology, other factor inputs), and improvements in production technologies achieved by one firm can spill over to all the other suppliers in the market.

5.There are assumed to be no barriers to the entry and exit of firms in the long run—which means that the market is open to competition from new suppliers—and this affects the long-run profits made by each firm in the industry. The long-run equilibrium for a perfectly competitive market occurs when the marginal firm makes a normal profit only in the long term and each firm faces a horizontal demand curve for its output.

6.There are no externalities in production and consumption, so that there is no divergence between private and social costs and benefits.

7.There are no advantages or disadvantages from a geographical location, since all exchanges take place in a single location at the same time.


Thus, the definition of the competitive market eliminates the diversity that emerges from Smith’s insistence on the individual assessments of one’s own utility to be derived from each exchange and is replaced by perfect uniformity in all aspects of market exchange.

It is interesting that most economists did not fully accept these preconditions for the existence of competitive markets. For example, both Walras and Marshall used as referent financial markets where homogeneity assumptions appear to be satisfied—in particular, Walras’s reference to the institution of the “auctioneer” operating a “call market” such as that used at the time in the Paris Bourse. Here exchanges took place at fixed periods, in a fixed place, for financial assets that were homogeneous. There is no difference in the multiple shares issued by a company or the debts, rentes, issued by a government. They are homogeneous by design, as is the market design. But more on this later. Walras believed that this example generalized to market exchange.

However, there were dissenters. For example, in his Capitalism, Socialism and Democracy, Joseph Schumpeter (1942) argued that the kind of competition that actually takes place in capitalistic economies is that associated with the creation of a “new commodity, the new technology, the new source of supply, the new type of organization (the largest-scale unit of control for instance)—competition which commands a decisive cost or quality advantage and which strikes not at the margins of the profits and the outputs of the existing firms but at their foundations and their very lives” (1942, 84).

For Schumpeter, it is the creation of diversity from existing production that provides for the benefits of the capitalist market system. But this also requires the continual creation of monopoly positions through the offer of better, different output, which provides for the “creative destruction” that produces wealth and accumulation in the economy. But, note that this is a different kind of diversity than that proposed by Smith, for it does not emanate from the idiosyncrasy of individual’s preferences. It results from a change in the given data, and is thus much closer to the kind of process that Fag Foster had in mind. Schumpeter rejected the existence of “an entirely golden age of perfect competition” (ibid., 81). Yet, he maintained the Walrasian framework of equilibrium, in the belief that the market would eventually eliminate competitive advantages and return to stationary equilibrium, although in his later years he saw the advent of the large corporation as dimming the force of creation for destruction.

Somehow, economists seem able to live with the juxtaposition of the two principles of diversity and homogeneity—market efficiency that requires diversity, perfect competition that requires homogeneous products and Schumpeterian competition, which, again, requires differentiation to provide creative destruction.

There is a parallel to this argument at the macrolevel. A corollary of Sraffa’s criticism of supply and demand theories of prices produced the Cambridge capital theory controversies in which mainstream economists put forward models in which a homogeneous capital good produced a homogeneous commodity in a model meant to show the operation of relative prices (which requires at least two prices) of capital and labor. But there is no market in which capital exchanges for labor; rather, there are only markets in which capital or labor-intensive goods compete.

4. The Diversity, Uniformity and Perfection of Financial Markets

It is now necessary to return to the market, where the assumption of homogeneity in support of perfect competition is said to be most naturally satisfied. Just to start, note that the entire mechanism of market efficiency that operates in financial markets is based on the difference between diversity and homogeneity in the form of the definition of alpha returns and beta returns. The former is idiosyncratic, and based on the diversity of an asset’s returns, while the latter represents the market’s uniform performance. The only justification for paying an asset manager is the ability to identify alpha returns, that is, returns that have not yet been homogenized by the market. Of course, once they are recognized, competition should cause conformity with market performance.

But, there is a more important example of this conflation of diversity and homogeneity. The very conception of an equilibrium market price requires diversity of expectations of the future movement in price on the two sides of a market exchange, since a buyer will only buy expecting a rise, and a seller will expect to avoid a decline in price. Equilibrium, and the determination of price, thus requires diversity of expectation, while rational expectations require full information and uniform assessment of all current information in prices. As the story goes, a Chicago finance professor will never bend down to pick up a $100 bill since he knows that in an efficient market someone will already have picked it up. Note that if everyone believes this, there should be a lot of $100 bills laying around on the streets of the South Side of Chicago!

Of course, note the implications of the idea that it is impossible to beat the market, so you should always buy the market. If there are no sellers, then it always goes up and by definition you cannot beat the market, but in order to have any transactions, you need sellers, and even in the presence of “liquidity” sellers (i.e., you need to sell to get money to pay the doctor bills), as long as they do not dominate, the market still cannot beat a market that only rises!

Finally, consider modern financial markets where financial innovation dominates. Now, just exactly what is financial innovation? As already noted, financial markets, pace Walras, are based on the distinction between diverse, idiosyncratic alpha risks, and market or homogeneous beta risks. Things like consumer loans, auto loans, credit card loans, and especially home mortgages were all once considered iconic idiosyncratic risks. They were all essentially, idiosyncratically different, so that that the market process of uniformity and homogenization could not work. They could not be treated in the same way as bonds or shares. Every share of a given class issued by IBM is the same as any other, and any bond of a given class issued by IBM is the same as any other. A loan to John Smith to buy a Porsche is not the same as a loan to Adam Smith to buy a Chevrolet; a mortgage to John Smith to buy a house on Broadway is not the same as a mortgage to Adam Smith to buy a house on Park Place. They differ in terms of the borrower as well as in the underlying asset and the location that is being purchased. There is no way to compare the two, and thus there is no market and no market prices.

5. The Financial Engineers, Unbundling and Innovation

Or, at least that was the case until the financial engineers showed up. First, they challenged the idea of the uniformity of a bond by unbundling. A bond is not a bond; rather, it is a bundle of differentiated cash flows. The first coupon on, say, a thirty-year annual coupon bond is the same as a one-year bond. The second coupon is the same as a two-year discount bond, and so forth. A thirty-year bond can be split up into thirty-one separate cash flows (one for each coupon and one for the repayment of principal). Each can be traded, bought, or sold, sliced or diced in any shape or form. The market for thirty-year bonds is thus also thirty-one different underlying markets—more diversity and homogeneity and the possibility of earning from differences in the different markets.

But that still left the idiosyncratic risks. This was taken care of by the process of securitization. We can skip the consumer loans, the auto loans, and the credit card loans, and go straight to the mortgages. In the words of Lewis Ranieri (2000), who worked for Salomon Brothers and is credited with the creation of the collateralized mortgage assets that created so much difficulty in the current crisis, the “objective was to try to create a mortgage asset that was the equivalent of a bond, which was stripped of its idiosyncratic nature, of its diversity, to reduce the diverse mortgages to homogeneity.”


The goal was to create an investment vehicle to finance housing in which the investor did not have to […] know very much, if anything about the underlying mortgages. The structure of the deal was designed to place him or her in a position where, theoretically, the only decisions that had to be made were investment decisions. No credit decisions were necessary. The credit mechanisms were designed to be bullet-proof, almost risk-free. The only remaining questions for the investors concerned their outlook on interest rates and their preferences on maturities. (Ranieri, 2000, 38)


But,


many of the factors that gave standard mortgage products high credit quality were missing in new mortgage products we devised. One such product was the GPM, to assist families that could not previously afford home ownership. This product is based on the principle that inflation enables workers to get annual wage increases of 6 percent or more each year. The mortgage was designed with a rising payment schedule that gives credit for these wage increases. Therefore, a lender can qualify a borrower at a low monthly payment today and then step up the payment up 6 to 7 percent a year. This enables more households to qualify for mortgages. (ibid., 40)


This is a description of an adjustable rate subprime mortgage that came to dominate the mortgage market. Ranieri notes, however,


Unfortunately the GPM proved to be a failure […] because we overlooked a fundamental reality—everyone does not succeed. In fact some of us fail. Most simply get along. Therefore, a pool of GPM loans has default rates well above the actuarially allowable standard of three or four out of a hundred. Furthermore, if pay raises slowed or a recession occurred, defaults could be catastrophic. We learned that structures that depend on people succeeding and earning more each year do not follow the same actuarial trend as traditional mortgage products. […] A second new product that suffered from structural flaws was the adjustable rate mortgage (ARM). The early adjustable rate mortgages […] were designed to float within external market rates or a cost of funds index. However, when the interest rate index rose, which in turn increased the borrower’s monthly payments, mortgagees protested the payment hike, and many defaulted on their mortgages. Securitization starts to break down as a concept when the issuer imposes on the investor the responsibility of analyzing the underlying collateral. As a general principle, we found that in order to successfully securitize an asset type, one must be able to predict the actuarial experience of defaults. Single family homes have an actuarial foundation. […] This problem could not be mitigated by insurance because the premium would be prohibitively expensive. (ibid., 40–41)


In simple terms, Ranieri is saying that his attempt to convert diversity into homogeneity failed. And as a result, there was no “commodity,” no “market” and no efficient market “price.” We could say that the fundamental theoretical error behind the subprime crisis was the failure to distinguish diversity from uniformity and the failure to realize that without a logical foundation for a uniform homogeneous commodity, there can be no market—and with no market, there can be no market prices to provide perfect information to inform decisions. The market was an imaginary construction, based on imaginary commodities, and decisions were based on imaginary prices. And on this basis, Foster would quickly tell us, maximum satisfaction clearly did not produce sustainability and the ability to continually be able to feed ourselves. More than simple regulations are needed to improve the operation of markets; institutions need to be reformed to restore viability to the financial system as a support for the financing of productive activity that provides employment and incomes.

But the real world keeps throwing up examples of the difficulties involved in resolving the paradox of uniformity and diversity. The scandal over the manipulation of the London Interbank Offered Rate (LIBOR) is an attempt to create a uniform, homogeneous rate of interest as a benchmark. But interbank lending takes place on a bilateral basis, between banks of diverse credit quality, of different amounts, at different times and places. LIBOR is an attempt to make these diverse bilateral exchanges appear as if it is the rate that would be created by the textbook definition of a competitive market producing a single price. Obviously, this could never be achieved, and the traders who manipulated the rate were working to their own advantage, but they were able to do so because of the paradox of diversity and uniformity.

6. Diversity, Homogeneity and the Fallacy of Composition in Current Economic Policy

Finally, consider the surprise that was caused when the subprime crisis produced impacts on real production and employment, producing the most serious disruption to economic activity since the Great Depression. Here, also, hides the paradox of individual diversity and homogeneity at work. Once the prices of mortgage securities were called into question, there was a uniformity of opinion on their values, which called into question the existence of markets in which to trade them. Not surprisingly, the imaginary prices soon proved to be just that, and financial firms were no longer willing to engage in borrowing and lending, resulting in a severe liquidity crisis and a drying up of funding for productive activities. Indeed, this is just an application of what was called the fallacy of composition. It is best understood by reference to the old story of the optimal behavior against the risk of fire in the movie house. For any single individual, there is an optimal path to the emergency exit. Each individual believes that it is possible to escape in case of fire. When fire breaks out, all individuals attempt to implement the optimal path, but none of them succeeds because they are all trying to execute the strategy at the same time. The same is true of financial institutions that believe that they have assets that can be converted at market prices into liquidity as required. But this implies the existence of diversity of opinion. When all hold the same view and that diversity disappears, there is no liquidity and everyone dies in the fire. Thus the importance of the central bank acting as lender of last resort, taking a diverse view and acting as a residual buyer when everyone is a seller—of becoming the market maker and the price maker.

And the same principle is at the basis of John Maynard Keynes’s explanation of the impact of individual decisions on aggregate output. An individual can increase savings only if someone else is willing to take the opposite view. When everyone seeks to save to offset the losses incurred in the collapse of housing prices, there is no longer a diversity of views, and incomes will fall and stymie the attempt to recover from the crisis. Who will take the opposite view? Keynes’s answer was that only the government had the ability to take a diverse view and dissave in order to allow the private sector to save. The government thus plays the same role as the central bank in providing the required diversity in the face of homogeneity of view: of being the buyer of last resort.

The current political discussion appears to be an attempt to introduce homogeneity in the behavior of all sectors of the economy: financial institutions are to reduce leverage to save and build up more capital, households are to reduce expenditures to increase savings to meet their losses from the housing collapse, the business sector is to reduce costs to improve profitability and the government is to reduce leverage by spending less to pay down debt. There is no longer the diversity that is required for a viable economy. But the lack of diversity is the characteristic of the command economy, and diversity the heart of economic survival.
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 Chapter Three

 ENDING LAISSEZ-FAIRE FINANCE

Mario Tonveronachi


1. Introduction

In the current debates on financial reforms we often encounter the aphorism regarding the danger of fighting the last war. Because pervasive financial reforms are predominantly reactions to recent events, the perceived causes of the last crisis tend to attract the attention of reformers. Being right in fighting the last war requires the firm belief that the preexisting strategy was substantially sound, needing adjustments but not a radical redesign. Calling attention to the next war means trying to understand how the recent defeat was the product of a strategy based on the wrong understanding of the art of the war. If the previous financial regulatory framework were considered structurally unfit to contain the explosive effects of endogenous dynamic forces, a radical financial reform would be necessary. If the financial sector were considered as only part of the problem, further reforms should be called in.

The discussions that have arisen or been reignited by the recent crisis and the adopted or planned reforms have followed the two above strands. Reforms have tended to mend, not revolutionize, the previous regulatory framework. To a large extent they constitute a compromise between those calling for harsher measures and the milder position advocated by the industry, with both camps accepting the essentials of the previous approach. The other strand variously singles out structural weaknesses in the general design of public intervention, at international, regional and national levels.

Economists are accustomed to division. Another aphorism says that if ten economists are asked to interpret a passage of the Bible, they will produce ten different interpretations, eleven if one of them were John Maynard Keynes. However, in our case economists may be grouped in two significantly different clusters, so that our interest should lie in understanding what causes the main division. Keynes offers an explanation based on the ideas of past economists and political philosophers that should also apply to our subject, with politicians, financiers and the civil servants of regulatory and supervisory authorities among the main actors.


At the present moment people are unusually expectant of a more fundamental diagnosis; more particularly ready to receive it; eager to try it out, if it should be even plausible. But apart from this contemporary mood, the ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed, the world is ruled by little else. Practical men, who believe themselves to be quite exempt from any intellectual influences, are usually the slaves of some defunct economist. Madmen in authority, who hear voices in the air, are distilling their frenzy from some academic scribbler of a few years back. I am sure that the power of vested interests is vastly exaggerated compared with the gradual encroachment of ideas. Not, indeed, immediately, but after a certain interval; for in the field of economic and political philosophy there are not many who are influenced by new theories after they are twenty-five or thirty years of age, so that the ideas which civil servants and politicians and even agitators apply to current events are not likely to be the newest. But, soon or late, it is ideas, not vested interests, which are dangerous for good or evil. (1936, 383–84)


Section 2 follows Keynes’s argument offering a discussion on the theoretical roots of the current approach to financial regulation and supervision. However, section 3 argues why, at least for the topic taken up in the present work, we may dare to disagree with the previous passage on the relevance of vested interests.1 Section 4 presents an alternative approach to financial regulation based on Minsky’s ideas. Section 5 briefly concludes.

2. The Theoretical Roots and Features of the Current Approach to Financial Regulation

History shows that capitalism may be blended with a large variety of political organizations, each summarily representing a different solution given to the public-private partnership. It is not a purely quantitative question just implying more of one term at the expense of the other. More or less of the public side of the relation implies a different quality of public intervention. Putting together received economic and political ideas, Keynes suggests in the previous passage that we cannot speak of science in the sense of applying purely deductive methodologies. Theoretical contributions are not an end in themselves; understanding of the functioning of the real system serves to design political and policy initiatives oriented to better social results. For example, Keynes mixes economic and political thinking when targeting a new balance between freedom and social justice (1931). His analysis on the inability of the laissez-faire system for producing convergence toward full employment is one aspect of the necessity of a political design capable of improving social justice.

The reference to Keynes is not meant to neglect other thinkers who, although in different ways, point to similar directions. For example, Henry Calvert Simons and Frank Knight, the guardians of liberal thought in the Chicago of the 1920s, argued that absolute economic freedom does not produce competition and social justice and asked for radical structural interventions by the state (Tonveronachi, 1982 and 1990). We may discuss at length policy issues that differentiate liberals like Keynes, Simons and Knight. However, the relevant fact is that they saw the state as the commanding molder of the system because markets do not produce the desired social results when these are defined according to openly stated political liberal principles and not through elegant but purely deductive theoretical propositions that help hide political preanalytical positions.

The latter is the case for the laissez-faire approach, a term that, following Keynes, is preferred to neoliberal or ultraliberal because it has nothing to do with the founding principles of liberal thought.2 Its mission is to show, or to demonstrate in its jargon, that an anarchic economic system guided by a supernatural invisible hand is the best arrangement for producing a general optimum.3 The eventual role of the state in the economy is to remove or weaken specific man-made imperfections defined in terms of discrepancies with respect to the anarchic model. However, even this supportive role of the state is looked upon with suspicion. The state is presented as full of political moral hazards and a myriad of other imperfections that miraculously disappear when the private governance of firms and markets collectively guided by the supernatural hand are considered. Following this logic, technical authorities (politically independent but well connected with the markets) should be the right solution.4 The fact is that this approach does not pass the test of any reasonable scientific standard, which requires that the model must conform to reality, not vice versa. When uncertainty, money and financial markets are fully considered, the model collapses, but its policy prescriptions continue to be utilized “as if” the model were representing the optimal form of economic organization of the real world. Trying to force the real world to partially adapt to the anarchic model can only produce disasters. If these positions were to remain confined to academic circles, we would just sadly observe how much intelligence is being wasted. The problem is that for a variety of reasons, some of which are discussed in the next section, this approach is the (often covert) dominant foundation of economic policies. Financial regulation is a case in point.

Global finance requires the international harmonization of minimum regulatory and supervisory standards, the so-called regulatory level playing field. Weak home rules and supervision give an international bank competitive advantages, while, due to size and financial interconnectedness, its fragility puts the entire system at risk. Recipient countries must be convinced of the viability of foreign banks, as parents of local branches or as financial counterparties. Although specific financial regulatory measures are often considered issues to be left to technical experts, the overall regulatory design from which they descend requires an interpretation of the functioning of the economic system (Kregel, 2012a). In difference from the interwar period, in which the state in many countries played a direct role in designing the structure of the financial system, the spread of financial deregulation that accompanied the collapse of the Bretton Woods system and was sustained by a vibrant theoretical and policy counterrevolution confided in free markets to create efficient institutions, products and processes. Even when trying to flex their muscles in response to the recent crisis, the political leaders convened at the G20 reasserted that financial regulation should not limit the freedom of the private sector to innovate (G20, 2009a). Regulation should only impede the “excesses” that were considered the causes of the crisis (Geithner, 2009; G20, 2009b). In other words, the laissez-faire regime dictates its own market-based “best practices,” defined as trying to hedge risks that any entity is free to assume in the quantity and quality that it desires. Technical authorities should then avoid excesses due to any single institution departing from those practices.
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