2, ,"'@p
- J"maf&’
>




Fruitful Economics



This page intentionally left blank



Fruitful Economics

Papers in Honor of and by Jean-Paul
Fitoussi

Edited by

Eloi Laurent
Senior Economist, OFCE, Sciences Po, Paris, France

and

Jacques Le Cacheux
Professor, University of Pau-Pays de I’Adour, France



Selection, introduction and editorial matter © Eloi Laurent and
Jacques Le Cacheux 2015
Individual chapters © Contributors 2015

Softcover reprint of the hardcover 1st edition 2015 978-1-137-45104-0

All rights reserved. No reproduction, copy or transmission of this
publication may be made without written permission.

No portion of this publication may be reproduced, copied or transmitted
save with written permission or in accordance with the provisions of the
Copyright, Designs and Patents Act 1988, or under the terms of any licence
permitting limited copying issued by the Copyright Licensing Agency,
Saffron House, 6-10 Kirby Street, London ECTN 8TS.

Any person who does any unauthorized act in relation to this publication
may be liable to criminal prosecution and civil claims for damages.

The authors have asserted their rights to be identified as the authors of this work
in accordance with the Copyright, Designs and Patents Act 1988.

First published 2015 by
PALGRAVE MACMILLAN

Palgrave Macmillan in the UK is an imprint of Macmillan Publishers Limited,
registered in England, company number 785998, of Houndmills, Basingstoke,
Hampshire RG21 6XS.

Palgrave Macmillan in the US is a division of St Martin’s Press LLC,
175 Fifth Avenue, New York, NY 10010.

Palgrave Macmillan is the global academic imprint of the above companies
and has companies and representatives throughout the world.

Palgrave® and Macmillan® are registered trademarks in the United States,
the United Kingdom, Europe and other countries

ISBN 978-1-349-49717-1 ISBN 978-1-137-45105-7 (eBook)
DOI 10.1057/9781137451057

This book is printed on paper suitable for recycling and made from fully
managed and sustained forest sources. Logging, pulping and manufacturing
processes are expected to conform to the environmental regulations of the
country of origin.

A catalogue record for this book is available from the British Library.
Library of Congress Cataloging-in-Publication Data

Fruitful economics : papers in honour of and by Jean-Paul Fitoussi / [edited by]
Jacques Le Cacheux, Eloi Laurent.
pages cm
1. Economics. 2. Macroeconomics. 3. Fitoussi, Jean-Paul, 1942-
I. Le Cacheux, Jacques. II. Laurent, Eloi. lll. Fitoussi, Jean-Paul, 1942-

HB171.F785 2014
330—dc23 2014028969



Contents

Notes on Contributors

Introduction: Fitoussi’s Fruitful Economics
Eloi Laurent and Jacques Le Cacheux

Prologue: The Measurement of the Economic World
Kenneth J. Arrow

1 Reconstructing Macroeconomic Theory to Manage
Economic Policy
Joseph E. Stiglitz
Response by Jean-Paul Fitoussi

2 Undemocratic and Unequal: Fitoussi’s Critique of
Europe’s Institutions
Edmund S. Phelps
Response by Jean-Paul Fitoussi

3 Thinking about Sustainability a la Facon de Fitoussi
Robert M. Solow
Response by Jean-Paul Fitoussi

Epilogue: The Leadership of Jean-Paul Fitoussi
Amartya K. Sen

Vi

15

20

50

57

65
73

81
87



Notes on Contributors

Kenneth J. Arrow is the Joan Kenney Professor of Economics and
Professor of Operations Research at Stanford University. He won the
Nobel Prize in Economics in 1972.

Floi Laurent is a senior economist at Observatoire francais des
conjonctures économiques (OFCE/Sciences Po) and teaches at Stanford
University and Sciences Po. He was a visiting professor at the University
of Montréal and Harvard University.

Jacques Le Cacheux is Professor of Economics at the Université de Pau
et des Pays de I’Adour and teaches at Sciences Po and Stanford University
Programme in Paris. He was the Director of Research at OFCE until 2013
and one of the rapporteurs of the Stiglitz-Sen-Fitoussi Commission.

Edmund S. Phelps is the McVickar Professor of Political Economy and
Director of the Center on Capitalism and Society at Columbia University.
He was the 2006 Nobel Laureate in Economics.

Amartya K. Sen is the Thomas W. Lamont University Professor and
Professor of Economics and Philosophy at Harvard University. He won
the Nobel Prize in Economics in 1998.

Joseph E. Stiglitz is University Professor of Economics at Columbia
University, winner of the 2001 Nobel Prize in Economics, and a lead
author of the 1995 IPCC report, which shared the 2007 Nobel Peace
Prize.

Robert M. Solow is Institute Professor of Economics at MIT. He won the
Nobel Prize in Economics in 1987.

vi



Introduction: Fitoussi’s Fruitful
Economics

Eloi Laurent and Jacques Le Cacheux

When it comes to generosity, Jean-Paul Fitoussi is ultra-liberal. When it
comes to economic analysis and policy, not so much. Here are summed
up the private and public man. But Jean-Paul Fitoussi is also in between
private and public, a great friend and thinking partner. This is why
“fruitful economics” well describes to our eyes to what branch of our
discipline Jean-Paul Fitoussi belongs.

What we mean by “fruitful economics” regarding Jean-Paul Fitoussi’s
scholarship is the plurality of his research agenda: he has shaped modern
macroeconomics of course, but also political economy, economics of
inequality, and, more recently, the economics of sustainability. A plural
agenda means also in the case of him conceiving economics as open to
other social sciences and even the natural sciences, not bunkerized and
full of itself. Fruitful must also be understood as useful, because his work
has benefited generations of policymakers around the world but also
citizens, especially in France and Europe.

Finally, because this volume is also and maybe mostly about friend-
ship, intellectual and otherwise, fruitful means that many of his ideas
have over the years emerged, developed, and been tested in continuous
dialogues, or better exchanges, with the five illustrious contributors to
this volume, who happen to be his friends.

The formative years: assembling a modern Keynesian
toolbox to serve European integration

Trained in econometrics and economic theory at the University of
Strasbourg, Jean-Paul Fitoussi has always been a Keynesian economist,
although interested at a very early stage in his career in the reasons
why unemployment equilibria were the rule rather than the exception
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2 Introduction

in market economies. His dissatisfaction with neoclassical economics
and the quantitative theory of money was strongly influenced by Don
Patinkin’s (1956) attempt to introduce money in standard Walrasian
equilibrium analysis via a real balances effect. In the late 1960s, Robert
Clower (1965) and Axel Leijonhufvud (1968) were emphasizing the
disequilibrium foundations of Keynesian economics. The late 1960s,
the time when he was writing his dissertation, were precisely the years
in which the old consensus on the “neoclassical synthesis” — IS-LM plus
traditional Phillips curve — was being challenged on two fronts, that
were to lead to radically opposed predicaments: Edmund Phelps and
Milton Friedman were attacking the standard Phillips curve, paving
the way for the “rational expectations” or “new classical” revolution
in macroeconomics, while Robert Barro and Herschel Grossman, soon
followed by Jean-Pascal Benassy, Edmond Malinvaud, Jacques Dreze,
and other French and Belgian economists, were exploring non-Walra-
sian equilibrium - elsewhere called “disequilibrium” - theory. While
the latter had a strong impact on his thinking in the 1970s — witness
his publications during that decade, in particular the books (Fitoussi,
1973; Fitoussi and Malinvaud, 1977), the former was to give birth to the
paradigm that has dominated macroeconomic thinking for more than
three decades, a paradigm that Jean-Paul Fitoussi was to methodically
challenge and criticize.

From the very beginning of his academic career, Jean-Paul Fitoussi
embraced general equilibrium analysis as a congenial framework to
grasp interacting agents and markets. Not in the Walras—Arrow-Debreu
tradition, though, with its perfect adjustment mechanisms, but for the
notion of spillovers and for the systemic dimension. One major source
of inspiration for that approach was the Georgescu—Roegen representa-
tion of bio-economic systems, with its embracing and heterodox intel-
lectual ambition and its borrowings from thermodynamics, rather than
the standard Newtonian mechanics that pervade standard economic
theory, both micro and macro, and was to become the major character-
istic of New Classical Macroeconomics.

European integration: the Florence school of political economy

Appointed professor in the economics department of the European
University Institute in Florence (Italy) in 1978, Jean-Paul Fitoussi was
immediately embedded in the fast evolving European integration
process, and soon acquainted with this new and innovative research
in what may be termed “applied European political economy.” Even
though the decade nearing its end had not been very successful for the
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European Community (EC), with high inflation and mounting unem-
ployment, unstable monetary parities in the failing “European snake,”
then barely surviving as a “mini Deutsch Mark zone,” the horizon was
clearing, both within the Organization for Economic Cooperation and
Development (OECD) with the “locomotive initiative” — in which the
then social democratic German government under Helmut Schmidt had
accepted to take the lead in reinflating an ailing world economy — and
in the EC, with the launching of negotiations to build a new fixed-ex-
change rate system, the European Monetary System (EMS), to be inau-
gurated in March 1979.

The Economics Department in Florence was then headed by Andrew
Shonfield, a former director of Chatham House, a publicist, and renowned
specialist in political economy, who, in the previous decade, had
published Modern Capitalism (Shonfield, 1965), an analysis of the func-
tioning of the mixed economy, mostly about Germany and its successful
institutions — the trade unions’ co-management of firms and what is now
commonly labeled the “social market economy.” Shonfield had a perva-
sive influence on Jean-Paul Fitoussi’s thinking, by systematically embed-
ding reflections on economic policymaking into the broader frame of
politics and institutions, especially in the field of European integration.

Emerging and contending new paradigms: microfoundations
vs disequilibrium
The search for a new and firmer foundation for macroeconomic theory
had been the underlying thread of much of Jean-Paul Fitoussi’s work over
the 1970s. In Florence, he had the opportunity of meeting with many of
the protagonists of the macroeconomic theory debate. The conference he
organized in 1980, and the volume he edited (Fitoussi, 1983) testify to the
liveliness of macroeconomic theoretical thinking at the time, with such
participants as John Hicks, Axel Leijonhufvud, and Edmond Malinvaud.
The introductory chapter to Modern Macroeconomic Theory provides
a clear statement of the reasons why conventional interpretations of
Keynes analysis — IS-LM plus Phillips curve — have been misleading due
to their common bias in favor of a Walrasian setting and the neglect of
expectations. JPF argues that emphasis should instead be put on non-
Walrasian equilibria, on sources of non-neutrality of money, and on
expectation formation. The conclusion is a carefully argued critique of
the state of the art in macroeconomic theory in the early 1980s, stressing
the shortcomings of both “New Classical Economics” and the “fixed-
price” approaches; it is also a plea for a return to what Keynes himself
had wanted to do: to study “the system as a whole.”



