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Abstract 
Following our long-standing interest for the analysis of economic imbalances, in this work we concentrate 

our attention on the tendency of effective demand to lag behind the supply of full employment. 

In fact, in the post Keynesian oriented analysis, much attention has been paid to the destabilizing effects of 

the “financial capitalism” of today. Along these lines, a number of important issues have been investigated, 

from labour market to banking policy, from market imperfections to international relations. Among them, an 

aspect which has received a good deal of attention has been the marked redistribution of income in favour of 

the wealthier classes that has occurred in the latest decades. This phenomenon has had an adverse effect on 

the effective demand because, as is known, the marginal propensity to consume tends to be higher with lower 

incomes. In these contributions, with the exception of the latter aspects, the role of effective demand has 

been perhaps put a bit in the background in the explanation of economic imbalances.  

In fact, our overall impression is that the emphasis has been more on the effects of financialization on the 

economic system than on the effects of the chronic insufficiency of the effective demand (of full 

employment, however defined) on the emergence of financial-led economy.   

We have organized the work as follows. In the first chapter, we will address the main aspects of Keynes’s 

theory of effective demand. We underscore its revolutionary import, together with some aspects of weakness 

which, in our view, are caused by some adherence of his theory to the neoclassical theory of labour market. 

In this light, we also briefly compare Keynes’s approach with the main theories of under-consumption. 

In the second chapter we will outline a broad theory of effective demand by analysing more in detail the 

irreplaceable role of public spending and credit creation in sustaining effective demand, and profits for the 

entrepreneurs.  

Then, in the third chapter we will address a number of structural factors that may contribute to render more 

complex and slow the dynamics of effective demand.  

In the concluding chapter, we will focus attention on the policy implications of this analysis for the 

imbalances of today.  
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Introduction 

 

Following our long-standing interest for the analysis of economic imbalances, in this work we 

concentrate our attention on the tendency of effective demand to lag behind the supply of full 

employment. 

As a matter of fact, in the post Keynesian oriented analysis
2
 of the economic imbalances, much 

attention has been paid to the destabilizing role of the “financialization” of the economy and to the 

inadequacy of neoclassical theories
3
 in addressing these phenomena. Along these lines, a number of 

important issues were investigated, from labour market to banking policy, from market 

imperfections to international relations. 

Among them, an aspect which has received a good deal of attention has been the marked 

redistribution of income in favour of the wealthier classes that has occurred in the last decade. This 

phenomenon has had an adverse effect on the effective demand because, as is known, the marginal 

propensity to consume tends to be higher with lower incomes. Furthermore, as this redistribution 

has been accompanied by a growing economic precariousness and insecurity of work and life 

conditions, the overall effects of this trend has been much worse, as it has affected the (relative) 

stability of the economic and social fabric. 

In these contributions, the role of effective demand has been perhaps put a bit on the background in 

the explanation of economic imbalances. In fact, the overall impression is that the emphasis has 

been more on the effects of financialisation on the system than on the effects of the chronic 

insufficiency of the effective demand (of full employment, however defined) on the emergence of 

financial-led economy.   

 

We think a more comprehensive analysis appropriate also on account of the paramount role that, 

along other systemic factors, the lack of effective demand has played in the emergence of the recent 

economic crisis; and, in turn, in the effects of economic crisis in reinforcing societies based on 

intolerance, authoritarian relations and armed conflicts. 

                                                 
2
 There are many contributions that address these aspects, so we are at loss to fairly select among them. Refer, among 

many others, to Arestis and Sawyer (2010), Davidson (2008 and 2011), Harcourt and Kriesler (2013), Jespersen (2013), 

Keen (2011), King (2002 and 2015), Lee (2009), Lee and Lavoie (2012), Minsky (2008), Nell (1988), Stiglitz (2009).  
3
 The main aspect of these theories is to place an unconditioned emphasis on the rationality of economic man and on the 

maximizing virtues of free markets. 

The chief drawback of this account lies in its excessive simplification of economic phenomena which prevented these 

economists from detecting the complexity and imperfections of the markets and of human behaviour. 

Reality, in fact, has proved to be much different from these simplified pictures. It became apparent that, in particular but 

not only, in the financial sector, economic behaviour was often driven by irrational or non-rational elements and that, 

relatedly, markets not only did not adequately signalled the risk of certain ventures but in some cases provided perverse 

incentives to go on with these initiatives (see also later). 
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This happens also because, as witnessed by many historical events, public spending on military 

objectives constitutes, at least in the short run, a very powerful way to create effective demand. In 

fact, for this kind of public spending there is no need to embark in the arduous task of convincing 

consumers to buy products, because the demand is created directly by public sector, and in a 

virtually unlimited way. 

What seems needed to solve these problems is a comprehensive course of policy action able to 

consider, in an integrated way and within a principle of subsidiarity, macroeconomic and structural 

policies. 

 

In order to try to make a contribution towards this end, we have organized the work as follows. In 

the first chapter, we will address the main aspects of Keynes’s theory of effective demand. We try 

to show its revolutionary import, together with some aspects of weakness which, in our view, are 

caused by some adherence of such theory to neoclassical economics, in particular with regard the 

relations between wages and employment. In this light, we also briefly compare Keynes’s with the 

main theories of under-consumption. 

In the second chapter we will outline a broad theory of effective demand by considering more in 

detail a number of aspects of Keynes’s theory which, in our opinion, are not sufficiently clarified. In 

particular the role of public spending and credit creation as fundamental drivers of effective 

demand, and profits for the entrepreneurs. We also underscore the central role of public action, and 

its related legal and institutional framework, in managing the growing complexity and 

contradictions of the later (perhaps final?) stage of today’s capitalism. 

Then, in the third chapter we will consider a number of structural factors that may contribute to 

render more complex and slow the dynamics of effective demand.  

We conclude the work by considering the policy implications of this analysis for the imbalances of 

today.  
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1. KEYNES’S THEORY OF EFFECTIVE DEMAND AND 

    THE THEORIES OF UNDER-CONSUMPTION    

    

Main Outline of the Theory 

 

In addressing Keynes’s theory of effective demand as laid out in The General Theory of 

Employment, Interest and Money (GT), one remains astonished at noting its simple, and at the same 

time revolutionary, character. In order to convey the principal aspects of such theory, the best thing 

is to let Keynes speak about it,  

 

“It follows that in a given situation of technique, resources and factor cost per unit of employment, 

the amount of employment, both in each individual firm and industry and in the aggregate, depends 

on the amount of the proceeds which the entrepreneurs expect to receive from the corresponding 

output. Entrepreneurs will endeavour to fix the amount of employment at the level which they 

expect to maximise the excess of the proceeds over the factor cost.  

 

Let Z be the aggregate supply price of the output for employing N men, the relationship between Z 

and N being written as Z = φ(N), which can be called the aggregate supply function. Similarly, let 

D be the proceeds which the entrepreneurs expect to receive from the employment of N men, the 

relationship between D and N being written D = f(N), which can be called the aggregate demand 

function….The value of D at the point of aggregate demand function, where it is intersected by the 

aggregate supply function, will be called the effective demand.” [Keynes, The General Theory, 2013 

(1936): 18]. 

 

The simple and revolutionary aspect of this theory is that marks a neat departure from the so-called 

Say’s law, according to which effective supply always creates an equal amount of effective demand. 

As Keynes notes, this implies that Z = φ(N) is always equal to D = f(N) for every value of N. In his 

words,  

 

“[according to Say’s law]…..Effective demand, instead of having a unique equilibrium value, is an 

infinite range of values all equally admissible; and the amount of employment is indeterminate 

except in so far as the disutility of labour sets up an upper limit. If this were true, competition 

between entrepreneurs would always lead to an expansion of employment up to the point at which 

the supply of output as a whole ceases to be elastic….evidently this amounts to the same thing as 

full employment.”, (ibidem: 19). 
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Before addressing these aspects, and in particular the circumstance that he remained attached to the 

neoclassical theory of employment, let’s complete our sketch of Keynes’s theory of effective 

demand by quoting the following passage, 

    

“The outline of our theory can be expressed as follows. When employment increases, aggregate real 

income is increased. The psychology of community is such that when aggregate real income is 

increased aggregate consumption is increased, but not by so much as income. Hence employers 

would make a loss if the whole of the increased employment would be devoted to satisfying the 

increased demand for immediate consumption. Thus, to justify any given amount of employment 

there must be an amount of current investment sufficient to absorb the excess of total output over 

what the community chooses to consume when employment is at the given level….The amount of 

current investment will depend, in turn, on what we shall call the inducement to invest; and the 

inducement to invest will be found to depend on the relation between the schedule of the marginal 

efficiency of capital and the complex of rates of interest on loans on various maturities and risks.”, 

(ibidem: 19). 

 

The Relations with the Theories of Under-Consumption 

 

This is the gist of Keynes’s theory of effective demand as laid out in the GT. In this regard he 

clarified that the book has the goal of developing in detail the core concepts of such theory. It 

constitutes a path-breaking innovation in respect to the classical and neoclassical world dominated 

by “Say’s law”. However, Keynes was by no means alone in elaborating such theory. We should 

mention, at least, (i) the contributions of various authors who were in closer contact with Keynes, 

such as R.F.Kahn and D.H.Robertson. (ii) The various theories of under-consumption; we can 

mention, in particular, the contributions
4
 of Henry A.Abbati, W.Catchings, W.T.Foster, J.A.Hobson 

and A.F.Mummery.  

Let us look briefly at what are the distinctive contributions of the theorists of under-consumption. 

They underscored, although with various differences between their analyses, that the crucial feature 

of capitalistic economies is a structural tendency towards under-consumption in respect to the level 

of full employment (however defined). To any level of under-consumption corresponds an over-

saving in respect to the level of investment into which it can be channeled. There are number of 

reasons for these phenomena: (i) the lower propensity to consume of the richer people which, 

especially in presence of an unequal distribution of income, tends to reduce the amount of aggregate 

                                                 
4
 For more detail see Di Gaspare 2011, Foster and Catchings (1926), Hobson and Mummery (1889). 
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consumption; (ii) if this happens, an increased amount of investment cannot make up for less 

consumption; in fact, since investment expenses are, by definition, instrumental to consumption, 

they must bear a well-defined relation with to the production of consumption goods; (iii) these 

aspects are reinforced by the tendency, especially in times of boom,  towards over investment and 

multiplication of firms and a consequent excess of productive capacity; (iv) these effects are likely 

to be reinforced by the process of credit creation of the banking system. 

These are in extreme synthesis — which does not make justice of the richness of such theories — 

the key-points addressed by these scholars. 

We can wonder why the theories of under-consumption were rather downplayed by Keynes and 

also by other economists. As for Keynes, in his opinion these theories did not stress enough the role 

of MEC in promoting investment. This can be true up to a point, but it is also true that Keynes did 

not fully elaborate the reasons why there is no guarantee that saving are promptly converted into 

investment.    

As for other economists, the reasons for this neglect can be twofold: (i) On the one side, there was a 

general reluctance to accept a theory which overtly questions the “Say’s law”, one of the central 

tenet of classical and neoclassical economics. 

Furthermore — and unlike Keynes who was more introduced within the economics’ profession — 

the under-consumption economists were in the main outsiders of the profession. (ii) On the other 

hand, there are also more endogenous reasons for this neglect. These can be traced back to the 

circumstance that these theories remained underdeveloped for several aspects. For instance, there is 

no clear analysis — let apart a number of interesting insights — of the role of public spending and 

credit creation in sustaining effective demand. Also, the reasons for under-consumption — in 

addition to the unequal distribution of income already mentioned — remain a bit in the shadow: in 

particular, it is not clear whether these reasons relate to micro and macro market imperfections or to 

other structural features of the system.   

Owing to these shortcomings, the policy implications of these analyses do not seem particularly 

path-breaking. What they suggest, in a rather timid and generic way, is a more egalitarian 

distribution of income, and to resort to public works in case of severe depression. 

This is fine, of course, but in order to render these proposals workable, there is a need of having a 

more complete picture of their overall effects: for instance, how can we attain a more egalitarian 

distribution of income? We can raise wages, of course, but according to what criteria if we do not 

have a defined theory of wage determination? Or, for instance, should we run a public budget’s 

deficit or raise taxation for financing public works in times of depression? And what should we do 

when the depression is over, reduce or maintain stable the level of public spending? It is difficult to 
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answer, of course, if we do not have a well-crafted theory regarding whether or not public spending 

“crowds out” private spending.  

 

Some Aspects of Strength and Weakness of Keynes’s Theory 

 

In this regard, Keynes’s great contribution lies in having organized these insights in “a general 

theory” of the functioning of economic system largely innovative in respect to the traditional 

theory.  

There are, however, at least in our view, some aspects of this theory which appear weak and/or 

demand a better clarification. We briefly address some of them. A more detailed analysis of how 

these aspects can be overcome is contained in the next paragraphs.  

 

A) Wages and Employment  

 

in chapter 2 of the GT Keynes critically addresses the postulates of “the classical theory”, in which 

he includes both classical and neoclassical economics. He considers in particular the postulates of 

the neoclassical theory of employment — in particular in Marshall’s and Pigou’s versions — which 

are: (a) “the wage should be equal to the marginal product of labour”; (b) “the utility of the wage 

when a given volume of labour is employed is equal to the marginal disutility of that amount of 

employment.” 

While Keynes finds himself substantially in agreement, except for some minor qualifications, with 

the first postulate, he is more critical of the second one. 

He notes that the supposed rigidity of real wages is more apparent than real. This happens because 

what are really more sticky are nominal wages, because, normally, workers try to resist their 

reduction. And this also on account of the circumstance that such reduction, as it is likely to be 

more pronounced in the weaker economic sectors, is a tantamount to a redistribution of income and 

power among sectors. 

However, notes Keynes, workers, when contracting a certain level of money-wages, can only 

imperfectly forecast the future variations of prices. More in general, workers tend to resist much 

less an increase in the cost of living than a reduction in the nominal wages. 

If things stand like this, the second postulate does not hold, because workers are willing to accept 

lower real wages. Hence, a moderate process of inflation, by reducing real wages, would be able to 

increase the level of employment.  
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This theory, however interesting in many respects, presents various aspects of weakness, which find 

their common origin in Keynes’s attitude towards the classical theory of employment. 

 

In our view, he remained too attached to such theory
5
 as he seems to agree with the neoclassical 

view that more flexible real wages would entail more employment. True, he remains highly 

sceptical about the positive effects of a reduction in nominal wages on employment (see also 

below), and to the real possibility of workers to fix real-wages but this does not really shake the 

neoclassical core of the reasoning.  

Firstly, the emphasis put by Keynes on the incapacity of workers (and their unions) to fix real 

wages seems utterly exaggerated. True, the fact that money-wages are more sticky than real wages 

is indicative of an imperfect adjustment between the two. But not completely, however. As a matter 

of fact, the factual analysis show that workers and unions consider — although with varying 

degrees of accuracy — in their bargaining of the money-wages, both the increase of the level of 

prices intervened in the period prior to the contract renewal and the expectations about their future 

increase.  

Moreover, what seems really unconvincing is the core reasoning of neoclassical (and also of 

Keynes
6
 in this respect) analysis: namely, that it is chiefly on account of a social and institutional 

convention that money-wages are rigid and workers can only imperfectly fix their real wages. 

Hence, should real-wages become more flexible, this would eliminate unemployment (however 

defined). 

                                                 
5
 This appears in particular from the following passage, “In emphasizing our point of departure from the classical 

system, we must not overlook an important point of agreement. For we shall maintain the first postulate as heretofore, 

subject only to the same qualifications as in the classical theory; and we must pause, for a moment, to consider what this 

involves. 

It means that with a given organisation, equipment and technique, real wages and the volume of output (and hence of 

employment) are uniquely correlated, so that, in general, an increase of employment can only occur to the 

accompaniment of a decline in the rate of real wages….thus, if employment increases, then, in the short period, the 

reward per unit of labour in terms of wage-goods must, in general, decline and profit increases…[hence, his critique the 

classical theory concerns its second postulate]….But when we have thrown over the second postulate, a decline in 

employment, although necessarily associated with labour receiving a wage equal in value to a larger quantity of wage-

goods, is not necessarily due to labour’s demanding a larger quantity of wage-goods; and a willingness on the part of 

labour to accept lower money-wages is not necessarily a remedy for unemployment. The theories of wages in relation to 

unemployment, to which we are leading up, cannot be fully elucidated, however, until chapter 19 and the related 

Appendix has been reached.”, [Keynes, The General Theory, 2013 (1936): 15].  
6
 One can wonder what are the reasons underlying this attitude. There could be the objective difficulty in devising a new 

theoretical paradigm. But there are also the psychological conflicts (and the related feeling of guilt) in overcoming 

ingrained habits of thought. In all his writings one can perceive this tension between the old and the new by his 

continual reassurances that his theory, however innovative, continues to have a significant adherence which the 

neoclassical theory in economics. It is perhaps for this reason that, even when he declares to adhere to neoclassical 

principles, he seems not very convinced about the realism of these hypotheses. 

Another related explanation for this attitude can be found in a kind of “diplomatic reason”: namely, the attempt, in order 

to gain a wide political acceptance, to hide as much as possible the innovative aspects of his theory. This hypothesis 

seems plausible also on account of other aspects. For instance, the interesting analysis contained in the last part of the 

“Essays in Persuasion” on the structural transformations of the system towards a “society of free time” is barely alluded 

to in the GT.  
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True, Keynes made important qualifications to this statement. In particular, his acceptance of the 

first postulate of the classical theory hardly squares with his theory of effective demand. He notes 

that a reduction in the nominal wages, in order to have a positive effect on employment, requires 

that effective demand remains unaffected by such reduction. 

In order to attain this result, it becomes necessary that a reduction in wage spending be 

accompanied by an increase of investment, and/or by an increase of the marginal efficiency of 

capital, in particular through a reduction of real interest rate, an improvement of expectation and an 

increase of exports. 

But, notes Keynes, the fulfilment of these conditions in response to a diminution of nominal wages 

is highly uncertain and problematic. In particular, there is no guarantee that to such  reduction will 

follow an increase of investment sufficient to upset the reduction of consumption due to the 

diminution of wages. In particular, if prices tend to follow the reduction of nominal wages, there is 

likely to arise a harder burden of real debt for firms. Furthermore, a reduction in nominal wages, 

especially if carried out imperfectly according to the contractual powers of the various trades, tend 

to cause unwelcome social conflict and to undermine the relative stability of prices. 

Then, for all these reasons it seems more expedient to achieve a reduction of real wages through a 

moderate process of inflation.  

These are valid arguments, but not strong enough to effectively withstand the neoclassical attempt 

to dismiss Keynes’s theory by considering it just as a special instance of unemployment caused by 

market imperfections. 

In particular, the acceptance of the first postulate risks to be a Trojan horse able to weaken and 

confuse the whole Keynesian edifice. And this much more so, on the ground of the “fiscal crisis of 

the state” and the supposed urgency of dismantling public sector and render productive factors 

“more flexible”.   

This negative aspect tends to be reinforced by the following elements: (i) As we will see presently, 

in Keynes’s theory the role of public spending and credit creation is imperfectly appraised and enter 

only in an implicit way in his analysis. (ii) Owing to his acceptance of the first postulate (with its 

underlying hypothesis of perfect competition), Keynes assumes that, in a situation of unemployment 

and other factor remaining stable, a decrease in real wages would bring, through a parallel price 

reduction, more product and more employment. But, as shown by countless contributions and by 

factual evidence, this assumption is utterly unrealistic. As a matter of fact, whenever firms enjoy 

some degree of market power (and this appears to be the rule rather than the exception), firms 

would find convenient to reduce prices only if the elasticity of demand is superior to the unity 

(otherwise they would incur a loss). But, owing to market imperfections and also on account of the 
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phenomenon of satiation for many consumption goods (see also the third part), the elasticity of 

demand tends to be rather low. This being the case, a reduction in money wages is likely to 

positively influence only mark ups. 

                                         

************************************ 

 

In our view, what is needed for overcoming this weakness is a sharper departure from the 

neoclassical theory of employment. In particular, both hypotheses (a) and (b) of such theory seem 

very unrealistic. As for the hypothesis (a) — “the wage is equal to the marginal product of labour” 

— this seems to be, at the best, only a kind of lower bound of a much wider range of choices. As a 

matter of fact, we should also consider the following aspects: (i) in modern economies market 

imperfections are the rule rather than the exception. In these systems economic actors try to get a 

differential advantage from their activities. For this reason, firms do not try to equalize 

mechanically marginal costs to prices but to realize a certain mark-up over their costs. But, even 

more significant, firms do not try to realize a certain mark-up in a vacuum but in accordance with a 

certain strategy (which can be, of course, more or less accurate). This implies that decisions about 

employment and other matters are likely to be oriented in a “holistic way” by their strategies.  

For instance, supposing that hiring an additional worker would involve the same prospective gain 

for two firms, this would not warrant that their choices would be the same. As a matter of the fact, 

these choices are likely to vary according to the objective of firms in terms of long-term growth, 

product and market strategies, relations with workers, innovation strategies, and many other factors.   

This reminds of the circumstance that markets, market imperfections and firms’ strategies are 

closely interlinked
7
 and are heavily embedded with the social and institutional framework.  

 

(ii) Also the workers would try to get a differential advantage out of their expertise but it is likely 

that their bargaining power is, at least in the average, much less than that of firms. Hence, a notable 

difference in bargaining power between workers and entrepreneurs tends to be the rule rather than 

the exception; but, this being the case, it is very unrealistic to stick to the hypothesis of perfect 

markets in determining labour remuneration. 

Therefore, the hypothesis (b) — “the utility of the wage when a given volume of labour is 

employed is equal to the marginal disutility of that amount of employment” — is unrealistic for 

                                                 
7
 In order to better analyze these manifold relations, we believe much useful to realize a closer collaboration between 

Keynesian theories and other fields of economics: we can mention institutional economics, especially in its “old” 

tradition, Marx’s and other theories of socialism and social justice, also in their relations with social and psychological 

sciences. 
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most workers. In fact, for many of them the wage constitutes the only and vital source of income. 

Hence, there is little room for a precise balance of the utility/disutility of work, because in most 

cases workers need to work even in presence of a high disutility of work. 

Furthermore, this argument implicitly rests on the assumption that firms are moving along a 

neoclassical production function: namely, with decreasing returns beyond the minimum average 

cost (and no technological innovation for the time being). Hence, according to such hypothesis, 

workers can always get a job by accepting a lower real wage corresponding to a lower marginal 

productivity. If they do not work, then, it depends on their free choice—on the fact that their 

disutility of work is higher than real wage.  

It is easy to note the inconsistency of this idea. In fact, by following the “logic” of this reasoning, it 

follows that the only actual equilibrium will be reached at zero real wage. In fact, before that level, 

however infinitesimal, there could always be, according to the “disutility” argument”, a lower and 

lower level of real wage compatible with a lower and lower marginal productivity of labour. But 

when zero real wage is reached, for obvious reasons no labour supply would be available in the 

aggregate.  

But we need not follow in detail this exercise, since real firms’ behaviour is governed by very 

different principles. First, production functions rarely display the characteristics of a typical Cobb-

Douglas form. Rather, they tend to be characterised by a range of production possibilities where 

marginal costs are rather sticky, and, beyond that range, they rapidly increase. 

In this instance, then, increasing employment by indefinitely moving up along the curve of marginal 

cost becomes uneconomical, and hence unfeasible, for firms. 

More realistically, when firms intend to increase production in a more permanent way, they do so 

by adding new plants and/or by technological innovation.    

Finally, the hypothesis of “disutility” is inadequate also for “intrinsic” reasons. As a matter of fact, 

in many instances it is likely that workers obtain an intrinsic utility from working, and it is then 

useful for individual and collective progress to constantly improve work conditions for all the 

workers.   

 

 

 

 

B) Public Spending, Credit Creation and the Relation  

    between Consumption and Investment 

 

In Keynes’s foregoing account there is another aspect which deserves more clarification and which 

is related to the aspects we are going to consider. 
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As we have seen, in Keynes’s analysis a moderate process of inflation, by reducing real wages (and 

real interest rates), would bring about more employment. We can wonder how the additional 

production would create (or find ready at hand) an equal amount of additional demand. Keynes’s 

answer is that — although he does not seem himself convinced of its real viability — a parallel 

increase of investment would absorb the additional demand. We believe this conclusion rather weak 

for two reasons:  

 

(I) it is unrealistic to think of investment as a kind of “independent variable” in relation to 

consumption. As we know, such expenses are instrumental to produce a programmed vent of 

consumption goods. Hence, there is, in a given state of technique and organization, a definite 

correspondence between the programmed production of consumption goods and the investment 

expenses. Furthermore, if we consider technological (and organizational) progress, we can note that 

the ratio of strictly productive investment — fixed and circulating capital related to production 

process — on consumption sector has steadily diminished over time across the most industrialized 

Countries. To these elements we should add the circumstance, which we shall address in the next 

chapter, that, for the firms as a whole, investment cannot constitute a source of profit. As a matter of 

fact, to the gain for the investment sector would corresponding an equal loss for the consumption 

sector, and hence the aggregate profit would remain unaffected. 

 

(II) Considering these aspects, a solution for increasing effective demand would be a parallel 

expansion of public spending and credit creation. How did Keynes deal with these aspects? As for 

public spending, it can safely be noted that the idea of its necessity for addressing situations of crisis 

and unemployment constitutes, however in an implicit
8
 way, a leit-motif of the GT. 

However, it remains unclear whether, and to what degree, public spending can be replaced by 

private action. This is due to his rather substantial adherence to the neoclassical theory of 

employment. As we have just seen, his account seems to imply that, were workers more willing to 

accept lower real wages, this would bring about more employment.  

                                                 
8
 In fact, as unbelievable it may appear on account of the widespread interpretation of Keynes’s theory as a quest for the 

necessity of public spending (possibly in deficit) for ensuring full employment, in the GT public spending is barely 

mentioned, and even less analysed. Its necessity for overcoming situations of equilibrium of unemployment (and when, 

as just noted, real wages are not flexible enough) is only alluded to throughout the book. Only in the final chapter there 

is a somewhat more precise (but still vague) reference to the necessity of a certain socialization of investment, but it is 

not clear how this should be realized. In this respect, it should also be stressed that Keynes had never been a blind 

advocate of public spending as such. Even in the works — in particular the Essays in Persuasion — where he more 

openly proposes public works as a way to increase demand and employment, he considered these measures useful only 

as long as they minimize their impact on the level of taxation on productive activities.  
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This analysis brings a degree of ambiguity and indeterminacy to his analysis of public spending. As 

a matter of fact, it seems that public spending becomes necessary only in so far as (i) real wages are 

imperfectly flexible, and (ii) it is not fair or expedient to try to lower them through a reduction of 

money-wages.  

Of course, Keynes made important qualifications to this conclusion and seemed never really 

convinced about its real viability. On that account, especially in chapter 19, he strongly opposes the 

hypothesis of a money-wage reduction. In his view, as just noted, a moderate process of inflation, 

coupled when necessary with an increase in public spending, could work much better towards the 

end of full employment.  

In this regard, he was aware that markets are structurally imperfect (in particular at the macro level) 

and that, for this reason, “a certain socialization of investment” is necessary for ensuring the 

working of market system.   

However, notwithstanding these qualifications, Keynes’s theory of effective demand remains 

slippery in respect to the neoclassical theory of employment. These feeble aspects have been readily 

caught up by the “neoclassical synthesis” to dismiss all the innovative aspects of Keynes’s theory. 

In the last decades, as a result of the increase of public spending and the “fiscal crisis of the state”, 

these criticisms appeared more convincing and ended up in a strong neo-liberalistic orientation.  

The main aspect of this tendency — which has gained acceptance not only in conservative quarters 

but also in more progressive fields — is an uncritical exaltation of the virtues of free markets, which 

is coupled with a systematic dismissing of public intervention. In the next paragraph we will show 

that the increase in public spending of the last decades is not due to the failure of Keynesian policies 

but to its irreplaceable role in performing many relevant functions, and, not least, in sustaining 

effective demand, and hence profits for private sector. 

 

As regards credit creation, Keynes’s analysis of its role in increasing effective demand is virtually 

non-existent. True, there is in GT a very acute and detailed analysis of the supply and demand of 

money, with particular attention to their implications on the real interest rate and their negative 

effects on the MEC. This is linked to his bright analysis of long-term expectations and the role of 

“animal spirits” in economic development. 

However, in all this account the role of money and of the banking system in creating new credit for 

firms and families, and hence additional demand in the economic system, is left far in the 

background.  

This was partly different in the Treatise on Money (TM) (1930), where he more explicitly addresses 

the role of the banking system in creating new money (and hence new additional purchasing power) 
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for the firms. However, the stress is put on the effect on economic cycles on the divergences 

between saving and investment, which is related to the latter being partly financed by credit 

creation. However, it can safely be stated that the crucial role of credit creation in creating new 

demand is imperfectly integrated into his theory of production. 

Furthermore, these early insights were dropped in the GT, where the money is chiefly treated in its 

relation to its effect on the real interest rate. This, of course, is a central issue but by no means the 

sole one in monetary issues. 

All this, of course, does not diminish the relevance of the TM as a comprehensive “non orthodox” 

attempt to consider the role of money and banking system in the development of capitalistic 

institutions. 

In the next paragraph we will address the role of public spending and credit creation in sustaining 

effective demand. Here we can note that a more comprehensive account of these aspects would 

allow a better appraisal of the divergences between effective supply and effective demand, with the 

structural tendency of the latter to lag behind the supply of full employment (however defined). 

As we know, Keynes located the eruption of a crisis in a sudden diminution of investment, caused 

by a decline of the (actual and expected) MEC, in relations to saving. The reduction of investment, 

if severe, is likely to trigger a vicious circle of further diminution of demand and employment.    

This analysis catches a relevant aspect of the underemployment of resources. However, a more 

detailed appraisal of the aspects just considered would reveal that the reduction of investment is not 

the sole cause for the reduction of demand. As we shall presently see, a reduction of the effective 

demand may also be due to a decrease in consumption and/or investment chiefly stemming from a 

diminution of public spending and credit creation.  

In concluding this chapter, we can note that a better collaboration of Keynesian economics with the 

theories of under-consumption would help frame a more complete and powerful interpretative 

framework of the macroeconomic imbalances.  
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2. PUBLIC SPENDING AND CREDIT CREATION   

    AS THE DRIVERS OF EFFECTIVE DEMAND 

 

Introduction: The Role of Public Action in Economic Development  

 

As noted by several authors and witnessed by historical events, modern economic systems are 

increasingly moving away from a pure capitalistic system—composed of private agents acting 

within a self-sustaining mechanism, the market, with the state playing only the external role of 

controller. 

To be sure, this system existed only in “mainstream” oriented textbooks even in the heyday of the 

“laissez-faire capitalism” of the XIX century. However, as this system seemed to approach that 

ideal in various respects, the theoretical foundations of these theories were little questioned. 

Needless to say, even in that period public intervention had played a relevant role in promoting and 

maintaining the institutions of capitalism. However, as the emphasis centred on the changes brought 

about by industrial revolution, and as this revolution had its most apparent driving force in the 

activities of private firms, the role of public sector was easily downplayed. Other circumstances that 

reinforced this tendency are (i) public sector tended (and tends) to be perceived as the locus of 

corporatist interests, as contrasted with the dynamic forces of modern industry; (ii) public policies 

and public spending, however important, had not yet reached the overwhelming importance of 

today. As we know, since then the role of public sector has steadily — with various “cyclical” ups 

and downs — grown in importance both from quantitative side, through a long-term increase of the 

share of public spending on GDP; and from a qualitative side, through a continual enlargement and 

diversification of its functions.      

There are many reasons for this phenomenon, a noteworthy group of them referring to the role of 

public sector in managing the complexity and contradictions of the “mixed economies” of our days. 

Public action, among other things, performs an irreplaceable role in providing public goods, 

including the legal and institutional framework; in managing and/or regulating important economic 

sectors; in redistributing resources; and in promoting research and innovation. 

 

The Impressive Increase of Public Spending and Credit Creation 

 

Among its many functions, public sector plays a relevant role — directly through public spending 

and more indirectly through credit creation — in the formation of effective demand. Now we focus 

attention on a number of macroeconomic implications of this aspect. We can start by noting the 

impressive increase of public spending (PS), not only in absolute but also in relative terms, as 
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shown by the ratio of Public spending on GDP. The available data clearly make evident this trend. 

The values of the ratio have shifted, for the most important OECD Countries, from 20-30% of 

1970s to 40-50% of recent years. This trend has been accompanied by a parallel increase of credit 

creation both at public
9
 and private level for the most important OECD Countries.  

In the following tables 1-3 we report the data for the more recent available years. A more complete 

analysis of the data can be found in the links at the bottom of the tables.  

 

 

    Table 1 

 

      Total Public Spending 

         as a Percentage of GDP 

 

Nations     Year 2009 

Australia 37.19 

Austria 52.97 

Belgium 54.11 

Canada 44.37 

Chile 24.62 

Czec-Republic 45.95 

Denmark 58.42 

Estonia 45.17 

Finland 55.86 

France 56.74 

Germany 47.50 

Greece 52.85 

Hungary 50.54 

Iceland 51.05 

Ireland 48.17 

Israel 44.27 

Italy 51.83 

Japan 42.03 

Korea 33.08 

Luxembourg 42.19 

Mexico 23.51 

Netherlands 51.35 

New Zealand 42.33 

Norway 47.31 

Poland 44.51 

Portugal 49.85 

Slovak Republic 41.54 

                                                 
9
 Needless to say, the reasons for the increase of public debt reflect the inadequacy of taxation to adequately finance 

public spending. We have addressed more in detail these aspects in Hermann (2015a). 

In this regard, what seems highly need to reduce public debt is a more progressive taxation and a substantial and 

permanent reduction of the real interest rate. It is also important to note, as highlighted by the so-called Haavelmo’s 

theorem (1945), public spending has an expansionary effect even if it is accompanied by an equal amount of taxation. 
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Slovenia 49.16 

Spain 45.80 

Sweden 55.15 

Switzerland 34.15 

Turkey 39.44 

United Kingdom 51.45 

United States 42.18 

 

Source: Based on data from OECD (2011),  

“General government expenditures”,  

in Government at a Glance 2011, OECD Publishing.  

http://dx.doi.org/10.1787/gov_glance-2011-10-en 

 

 

 

Table 2 

 

Private Sector Debt 

as a Percentage of GDP 

 

Nations Year 2011 

Australia 184,4 

Austria 179,5 

Belgium 251,8 

Canada 233,7 

Chile 166,4 

Czech Republic 147,0 

Denmark 261,1 

Estonia 166,6 

Finland 207,4 

France 221,9 

Germany 159,5 

Greece 142,7 

Hungary 219,5 

Iceland Na 

Ireland 411,6 

Israel 132,0 

Italy 188,5 

Japan 243,0 

Korea 251,3 

Luxembourg 451,5 

Mexico Na 

Netherlands 252,2 

Norway 254,8 

Poland 119,6 

Portugal 331,0 

Slovak Republic 113,9 

Slovenia 176,4 

http://dx.doi.org/10.1787/gov_glance-2011-10-en
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Spain 279,8 

Sweden 295,2 

Switzerland 221,4 

Turkey Na 

United Kingdom 204,2 

United States 198,7 

 

Source: Based on data from "Financial Indicators – Stocks" 

http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS  

in OECD.StatExtracts http://stats.oecd.org/ 

 

 

 

                                                                   Table 3 

 

Debt of General Government 

as a Percentage of GDP 

 

Nations Year 2012 

Australia 56,3 

Austria 85,2 

Belgium 106,4 

Canada 109,7 

Chile 18,7 

Czech Republic 55,7 

Denmark 59,3 

Estonia 13,2 

Finland 64,5 

France 109,3 

Germany 88,5 

Greece 164,2 

Hungary 89,6 

Iceland Na 

Ireland 125,7 

Israel 80,0 

Italy 141,7 

Japan 235,8 

Korea 37,5 

Luxembourg 30,1 

Mexico Na 

Netherlands 82,7 

Norway 34,7 

Poland 62,3 

Portugal 127,8 

Slovak Republic 56,8 

Slovenia 61,4 

Spain 92,8 

http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
http://stats.oecd.org/
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Sweden 48,8 

Switzerland 
46,1  

(2011) 

Turkey 46,3 

United Kingdom 101,5 

United States 123,0 

 

Source: Based on data from "Financial Indicators – Stocks" 

http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS  

in OECD.StatExtracts http://stats.oecd.org/ 

 

 

 

What are the structural reasons for such an impressive increase in public spending and credit 

creation? As regards public spending, this phenomenon has been first highlighted by Adolph 

Wagner, who observed that economic and social development carries with it an enlargement and 

diversification of the functions of the public sector. With regard to credit creation, Keynes and other 

authors underscored the role of public sector (meant in a broad sense, and then also including 

Central Banks) in guaranteeing the value of money and in orienting the banks in their policies of 

credit creation.  

The reason why we accept banknotes of intrinsic minimal value is that we are fairly confident that 

their real purchasing power is monitored and guaranteed (up to a certain degree, of course) by 

public action. In this sense, as underscored by many authors, money is a highly institutional 

phenomenon. 

These insights have evolved into three lines of research, which often tend to be blurred: (i) public 

choice, chiefly belonging to mainstream domain, which investigates the role of interest groups in 

lobbying the political system for obtaining more public resources in their favour. The limitations of 

these studies lie in the circumstance that they tend to consider public spending only as a negative 

phenomenona kind of unwelcome departure from the perfect world of mainstream hypotheses; 

(ii) a number of theories belonging to the fields of institutional and evolutionary economics, which 

point out the potential of the institutional framework for the unfolding of the national system of 

science and innovation, and of the related framework of human and social capital; (iii) Keynesian 

oriented theories, which investigate the role of public spending and credit creation in ensuring 

macroeconomic stability and the full employment of the labour force.  

 

Especially in the last three decades, the strands (i) and (ii) have received surely more attention than 

the point (iii). In particular, both critics and advocates of public spending often implicitly agree that 

today’s level of public spending is “too high” and should be abated in one way or another. And this 

http://stats.oecd.org/Index.aspx?DataSetCode=FIN_IND_FBS
http://stats.oecd.org/
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opinion has gained some ground even among Keynesian economists, chiefly as a result of the 

supposed “failure” of the “Keynesian” oriented policies of the post WWII period.  

However, since the data indicate that such massive increase of PS/GDP ratio has been fully 

compatible with the development of capitalistic system (in reality, “mixed economies”), a 

macroeconomic explanation along Keynes’s insights is highly needed for casting more light on the 

profound reasons for such increase. 

Public spending is important for private sector not only as a component of the effective demand but 

also because such component is paramount (along with credit creation) for forming the profit of 

firms. Since this aspect, as we have seen, remains largely implicit in Keynes’s analysis, in the next 

paragraph we try to “disentangle” the macroeconomic components of effective demand.        

 

A Keynesian Inspired Interpretative Framework 

 

Introduction 

 

In the very simple interpretative framework that we develop, we do not assume specific hypotheses 

regarding its microfoundations and/or the effects on growth, income distribution, quality of life. We 

assume only that profits, in the meaning given below, imply a certain degree of market power and 

hence of markets imperfections. On that account, we tend to consider markets as social and 

institutional phenomena characterized by many “markets imperfections”. The latter do not 

necessarily represent negative phenomena because they can play the role — as shown, for instance 

in the theory of “small menu costs” — of stabilizing the economic and social relations underlying 

market transactions.   

In the same spirit, we do not assume any particular hypotheses as regards the links between profits 

and rate of accumulation. This also because we believe much more important the qualitative 

transformations of the system, which can be compatible with a steady state. 

 

The Components of Effective Demand 

 

Let us consider some macroeconomic effects of public spending and credit creation. On that 

account, it is interesting to note that, in the absence of such factors, no significant aggregate profit
10

 

would be possible for firms. 

                                                 
10

 By the expression aggregate profit we mean an amount of profit which exceeds the “normal” incomes of all the 

workers engaged in the private sector, including the so-called executive-salaries. Needless to say, a kind of aggregate 

profit can be present also in a hypothetical pure private economy, but in this case it is difficult that it acquires the nature 
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As a matter of fact, labour cost constitutes an aggregate cost for the system of firms. This cost can 

be brought to zero if employees spend all their earnings but can never become a source of profit. 

But, very interestingly, not even the entrepreneurs’ investment expenses can create an aggregate 

profit for the firms as a whole. In such case, in fact, to the profit of an entrepreneur must correspond 

the expense of another, so that the net result for the firms would be zero.   

As a consequence, aggregate profit
11

 must derive from sources “external” to the system of firms: 

these sources — not considering, for the sake of simplicity, international trade whose balance
12

 is 

zero at world-level — take two interrelated forms: public spending and net credit
13

 creation. We can 

express these relations in the following way: 

 

1.      P + L ≡ Y = C + I + G ≡ amG + bmCD + bmID + (1- a)mG + (1 – b)mCD + Cp + Ip 

 

where P denotes the aggregate profit for the system of private
14

 firms, L the sum of “labour” 

incomes, including the “executive salaries”, G public spending and CD the amount of aggregate 

consumption generated by credit creation, ID the amount of investment generated by credit 

creation, m the value of multiplier, a and b, and (1- a) and (1 – b) the ratios of the effective demand 

                                                                                                                                                                  
of the extra-profits typical of expansionary period driven by public spending and credit creation. As a matter of fact, in 

a “pure private economy”, the income differences between persons and classes find a limit in the principle of the 

effective demand. For instance, if the entrepreneurs want to increase their profits by reducing real wages, they must also 

make up for the reduction in the effective demand caused by wages reduction. In a private economy, as investment 

goods are intrinsically related to consumption goods, the only available way for increasing the effective demand is to 

attain a higher level of the entrepreneurs’ consumption. However, this process finds many limitations, especially in the 

presence of scale-economies associated with mass consumption (the entrepreneur can buy himself a yacht, but for the 

class of entrepreneurs buying, say, one thousand iPads each in order to sustain effective demand is likely to be a bit less 

practical). This aspect can help explain why the marginal propensity to consume tends to be lower for the richest 

sections of populations. For these reasons, we consider the consumption of entrepreneurs in the formation of aggregate 

profit as a relatively unimportant phenomenon.    

It is important to underscore that all these economic relations embody, at the same time, also a social, cultural and 

psychological aspect, the study of which becomes paramount for a full understanding of the real features and problems 

of the examined contexts.      
11

 Another condition for the existence of profits as defined above is the presence of some kind of market power on the 

part of entrepreneurs. This can arise in the labour market, where normally entrepreneurs have a strong contractual 

powers over the workers, and in the market for goods, when firms hold various forms of monopoly power.     
12

 Needless to say, this is a gross simplification. In fact, as well underscored by the theories of unequal exchange, the 

total effects of international trade tend to adversely affect the weaker countries.  
13

 In order to calculate the effects of credit creation on the effective demand (and hence on profits), we should detract, 

for any time span, from the total credit creation the amount of “credit destruction”, which is equal to the amount of 

credit repayments. As highlighted by the available data, the amount of credit creation tends to be far superior to the 

amount of credit destruction. The reason why this becomes possible resides in the circumstance that, as we know, 

money can be created ex-nihilo from the banking system, provided that the State (including the Central Bank) provide 

an “institutional guarantee” for such creation. If things stand like this, it is easy to see that the real issue does not lie in 

debt repayments — as debt can be consolidated over longer and longer periods, and when repaid, is likely to be soon 

employed in new loans — but in the sums received by the creditors in the forms of interest payments.  
14

 Also in this case, the multifarious aspects of the growing complexity of the system comport with a parallel 

articulation of the structure of ownership of the firms, with the presence of many “mixed” forms. It is interesting to note 

that this analysis will apply also to the case of state-owned enterprises, provided be they organized as administratively 

independent bodies.  



 23 

generated by public spending and credit creation accruing to private profits and to labour incomes, 

Cp + Ip  the sum of consumption and investment originated
15

 in the private sector. CD and ID 

indicate that, in a monetary economy, purchasing power is created through a process of credit 

creation (both short and long term based) made available to borrowers. In this context, P constitutes 

a fraction of the aggregate income and is equal to: 

 

2.                                                          P ≡ amG + bmCD  

 

Now, considering a “pure system” of private agents, we obtain that: 

 

3.                                                          P + L ≡ Cp + Ip ≡ C + I 

 

such identity implies that in a private system, without public spending and credit creation, the sum 

of consumption and investment tends to be equal to wages and salaries and, therefore, there is little 

room for aggregate profit, in the meaning described above.  

 

To What Extent Private Investment Can Replace Public Spending?  

 

This analysis is linked to the following central question, namely, whether in the familiar identity,  

 

4.                                                                    Y ≡ C + I + G  

 

the terms I and G are mutually replaceable. As a matter of fact, it is on this (more or less explicit) 

assumption that the neoclassical economists base their reasoning—namely, that the economic space 

now “ineffectively occupied” by the public sector can easily be replaced by private investment. But 

to what degree is this alternative feasible (and advisable)? We have two main hypotheses:  

 

The Neoclassical Hypothesis of “Crowding out” Effect  

 

Let us assume that we have, at the time zero, with an income multiplier equal to 1,66, and 

supposing that the volume of credit creation would remain the same : 

 

5.                                       Y0 ≡ C + I + G ≡ 400 + 100 + 500 ≡ 1000 

                                                 
15

 We are aware of the difficulty of “disentangling” the various components of aggregate demand in real economies. 

Besides, in our complex credit-based economies, it seems really arduous to find significant instances of a pure private 

economy: namely, an economy in which credit creation and public spending play a minor role in creating aggregate 

demand. Such realities can perhaps be found in simple economic arrangements, like local markets based on 

craftsmanship and typical products. 
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In this case, neoclassical oriented theories tend to posit that a diminution, say, by 100 in public 

spending would entail a parallel increase in private investment.  

In the opinion of many, if 1000 is an equilibrium of underemployment, the reduction in public 

spending would generate an increase in I even higher than the correspondent reduction in public 

spending. In this way, the new level of Y1 would be higher than Y0. By assuming that the decrease 

in public spending by 100 is accompanied by an increase of I equal to 150, we obtain: 

 

6.                                                Y1 ≡ 429 + 250 + 400 ≡ 1079 

 

 

The Keynesian Hypothesis of the Additionality of Public Spending   

 

In this case, if the reduction in public spending is not accompanied by a parallel increase in private 

investment, and supposing that the volume of credit creation would remain the same, the result of 

the cut is, with same multiplier equal to 1,66, a diminution of GDP equal to, 

 

7.                                                       Y0 ≡ 400 + 100 + 500 ≡ 1000 

 

8.                                                        Y1 ≡ 330 + 100 + 400 ≡ 830 

 

In this case, even the gain for public budget will be scant.  

In fact, if we assume, as a reasonable hypothesis, that the total taxation (direct + indirect) is 

approximately equal to 50%, the reduction of public spending will cause a reduction of fiscal 

revenue equal to 170*0,5 = 85.  

The net balance of this operation for public finance is then only + 100 - 85 = 15 and is only the role 

of the “social absorbers” that can mitigate these negative effects.  

 

                                            ************************** 

 

Which hypothesis is closer to reality?  

 

For the reasons we have tried to set forth, and also on account of actual economic trends, the 

Keynesian hypothesis seems closer to reality. 
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This of course is compatible, and requires indeed, an increase of the efficiency of public spending, 

which can also imply its reduction whenever possible. 

In this regard, the real issue is to focus public spending less on the agenda of the various interest 

groups and more on proactive policies for economic and social development.  

In this regard, the crowding out effect of mainstream economics is hard to be attained as the 

hypothesis of perfect substitutability between I and G is very far from reality. In fact, as we have 

seen, public spending and credit creation are the main drivers of aggregate profit. Furthermore, a 

perfect substitutability
16

 between I and G finds a limit in the circumstance that the amount of 

investment goods need be geared to the amount of consumption goods that firms plan to produce 

which, in turn, depend on the available income of the labour force. We can represent this situation 

with the general equation:  

 

9.                                                                     C = f(I) 

 

we define this equation general to imply that, in order to produce a given amount of consumption 

goods, many productive ways are possible. However, the possibility of choosing different 

productive techniques does not imply the perfect flexibility of productive factors postulated by 

neoclassical economics.  

Quite the contrary, this formulation takes into account that any kind of productive process  with 

their present and prospective techniques  is highly evolutionary and path-dependent as it is fully 

ingrained in the complexity of the social and cultural context.  

 

The Unrealistic Hypothesis of a “Pure Private Economy” 

 

An implication of this analysis is that a “perfect” private economy is unlikely to be attained in the 

modern world. Such an economy, in allowing little growth, little innovation and little change, can 

have as its correlate only very simple economic systems, based on vicinity and direct personal 

relations. But, as soon as these systems start growing, the role of public sector (and credit creation) 

becomes paramount, paradoxically enough, for the growth of profit associated with modern 

capitalistic institutions (in reality, mixed economies). Both public spending and credit creation 

                                                 
16

 As noted in the previous part, the notions of public and private action, markets, competition and efficiency are 

determined by the complex and evolutionary systems of norms, institutions, policies in their relation with the cultural 

and psychological orientations at the individual and collective level. In this respect, one noteworthy phenomenon is the 

growing importance of the “mixed forms” of economic activities. They are characterized by an articulated presence of 

“stakeholders” carrying different objectives and systems of value. 

Also for this reason, it becomes more and more necessary an adequate level of coordination between institutions and 

policies in order to take in due account the multifariousness of these issues.    
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originate from public intervention. This is evident for public spending, but also for credit creation 

the role of public sector is no less important. In fact, as just noted, public sector (meant in a broad 

sense and then including also the Central Bank) plays a pivotal role in creating and guaranteeing the 

value of money.  

Public spending and credit creation can accrue to the effective demand in numerous ways: as for 

public spending, in particular, (i) classic multiplier effects related to public consumption, public 

investment and civil servants’ incomes; (ii) subsidies and incentives to firms, which can accrue to 

both firms’ consumption and investment expenses. And, (iii) as for credit creation, the various types 

of consumer credit and investment credit, which also combine to shape the level and forms of 

public spending. 

For these reasons, it appears clearly that the neoclassical idea of a crowding out effect of public 

spending
17

 on private sector can display, if any, only a limited effect in our economies. As we have 

tried to show, in a “pure private economy” aggregate profit is unlikely to be very high. Public 

spending and credit creation play the fundamental role of pushing the growth of the system, also 

because they contribute to create an important part of the effective demand, which accrues to the 

private sector.  

It can also be interesting to note that these conclusions hold true whatever be the elasticity
18

 to 

prices of the aggregate supply function. As a general remark, we believe that the aggregate supply 

                                                 
17

 In this sense, a psychoanalytic perspective can also be employed for the study of other economic and social issues. 

On that account, it can be very interesting to analyse how people perceive and interpret their economic and social 

realities and the reasons that can hinder the attainment of a more equitable and sustainable society (see also Hermann 

2015a).  

We can observe these aspects by investigating how people tend to perceive and interpret the increase in public spending 

of the past decades.  

In this situation, a vicious circle tends to arise: as a result of the structural tendency towards increase in public spending, 

it is gained ground the opinion, even across various sectors of the progressive domain, that the only remedy to the 

present crisis consists in a progressive reduction of public spending. 

In these situations, in which the only faith in economic progress rests on a kind of a wild and unregulated competition, 

the market tends to be psychologically perceived as an inflexible and punitive superego. In that vision, the only possible 

thing we should do is to comply with the “needs of the market”, without any further enquiry on the adequacy of the 

system to respond to the profound needs of economy and society. Similar remarks can be made for the psychology of 

debt and credit creation.  

In this regard (see also the next paragraph), the superego can constitute an important explanation of the difficulty to 

move towards a society of “free time”.   

the superego represents the psychological instance through which cultural values are internalized by the child. For this 

reason, it constitutes a fundamental link between individual and collective psychology.  

The superego can be considered as the heir of the Oedipus complex, since it arises from the internalization of the 

prohibitions and of the moral and cultural values — as perceived by the child — of the child’s parents and also of later 

institutional figures such as teachers and other opinion leaders. 
18

 It can be worth noting that the classic hypothesis of vertical aggregate supply curve, corresponding to full 

employment, in which there is perfect flexibility of prices and wages, is quite unrealistic for a host of reasons: (i) Full 

employment is hard to achieve not because of too high wages but owing to an insufficient level of effective demand; (ii) 

Technological progress can contribute, in a complex way, both to the rise of the unemployment and to the shifting of 

the “supply functions” at firm at industry level; (iii) The role of expectations, which makes the distinction between short 

run and long run more blurred; (iv) The phenomenon of sticky prices, which do not depend only on “market 

imperfections” but are often needed in order to provide the system with a minimum of stability and reliability: if 
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function is in most cases elastic enough in the short run, and even more in the medium and long run, 

due to the effects of technological progress.  

 

3. THE ROLE OF THE STRUCTURAL FACTORS 

  

 

As we have seen, a central trait of the modern “mixed economies” lies in a chronic tendency of 

effective demand to lag behind the supply of full employment (however defined).  

There are also a number of structural reasons for this tendency: in particular, both the growing 

productivity of labour and the satiation for certain categories of goods combine to render the 

objective of full employment more difficult to achieve.  

In the former case, this happens because the increase in productivity signifies that, for a given level 

of production, fewer jobs are required; and that, in order to keep up with the same level of 

employment, more products should be produced and sold in the market.  

In the latter case, this happens because, since the needs of consumers are becoming increasingly 

tied to the immaterial and intellectual side
19

 of consumption, their fulfillment tend to depend less 

and less on the “material and quantitative” aspects of consumption. In fact, we do not buy books by 

kilos and cultural activities by mere numbers. Also, if we buy a high-tech product, we are likely to 

be more interested in learning well how to use it, than in changing it with every new model. 

These aspects constitute a significant explanation of the tendency of the socio-economic systems to 

move from work activities resting on “the economic motive” to activities — social, cultural, 

scientific, artistic — based on the true expression of the real needs and inclinations of persons.    

In this regard, what are the effects of technological progress on job creation? The increase in 

productivity requires a growing amount of goods for guaranteeing the same level of employment. 

Of course, firms can introduce new products on the market, but this would not solve that structural 

issue. In fact, even if new jobs are created in these fields, the increase in productivity extends also, 

and perhaps even more, to the new products. This could contribute to explain that every innovative 

wave tends to create fewer and fewer jobs. For instance, it is easily observable that, whereas the 

                                                                                                                                                                  
everything were wild flexible, no stable economic and social life would be possible (see also the previous chapter); (v) 

Also for this reason, the decision to change prices necessitates some planning activities in order to foreshadow the 

possible consequences. As this activity should be made in advance, it constitutes a good explanation, set forth in 

particular by the theory of “small menu costs”, of the reason why firms do not quickly adjust their prices even when it 

would seem more profitable to do so; (vi) The same phenomenon has been observed in labour markets, where both 

firms and workers prefer to negotiate long-term contracts.  

As can easily be seen, all these relations do not take place in a vacuum but are heavily interlinked in the social and 

cultural domain. For all these reasons, an interdisciplinary approach can help to look more deeply into the 

microeconomic foundations of the macroeconomic aggregates. 

 
19

 See, for instance, R.Skidelsky and E.Skidelsky (2012) and J.K.Galbraith’s (1958) The Affluent Society. 
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durable goods typical of 1960’s and 1970’s involved hundred thousands workers, the innovative 

cycles of today high-tech products would employ no more than some thousands workers.  

All this suggests that a kind of “forced” over-consumption is the only and very imperfect way, in 

our present economies, for attaining some kind of full employment level.  

How many high-tech items, cars, clothes, etc., should we buy to sustain the effective demand? For a 

host of economic, social and environmental reasons, this system is untenable in the long run. In this 

respect, the problem becomes to identify the set of institutional and policy arrangements for moving 

along a new avenue of economic and social progress. 

 

The Nature of the Problem in a Nutshell 

 

We can delineate some aspects of these problems by developing a very simple scheme which, of 

course, needs become far more complex in the analysis of specific issues. 

Let us denote with N the number of workers — who are supposed to work approximately for the 

same time and with same productivity —  the average labour productivity and Y the aggregate 

product. Supposing that, for the sake of simplicity, the product is homogenous, consists of additive 

units and is sold at the unit price, we obtain: 

 

1.                                                              N = Y 

 

For instance, supposing N = 1000 be the level of full employment (however defined), and  = 5, the 

corresponding value of Y for a given time span will be equal to: 

 

                                                             1000*5 = 5000 

 

Now, if, for instance, the productivity increases by 20% the potential product will be equal to: 

 

                                                             1000*6 = 6000 

 

As it can be easily seen, in order to maintain the same level of employment, it is necessary that the 

new product of 6000 will be produced and sold in the market. 

Conversely, if, with the new level of productivity, the product sold would remain at 5000, the 

productive capacity could not run at full blast.  

As a result, the new level of employment will be equal to,  
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4.                                                     N = 


Y
 = 

6

5000
 = 833,3  

 

with a corresponding drop of 166,6 units (1000 – 833,3). 

In this way, 166-167 labour units will be made redundant. Thus, in order to secure full employment, 

it is necessary to sell on the market 6000 units. How can this be accomplished? There are two main 

ways, with all the degrees of intermediate cases: (a) a corresponding reduction of prices, in which 

case the benefit of the productivity increase will be transferred on consumers; (b) the invariance of 

prices, which implies that the benefit of the productivity increase will be retained by firms. 

As for the case (a), which more closely corresponds to neoclassical economics, the required 

flexibility of the factors of production rarely occurs in practice. For a number of reasons, prices, 

wages and mark-ups tend to be rather sticky
20

, also because these “prices” tend to reflect the social 

and institutional arrangements upon which economic activity is framed. 

But also supposing a sudden realization of that condition, the problems of satiation pointed out 

before would still remain, and even getting worse over time. As a matter of fact, the increased vent 

of product would compel us to buy a growing quantity of goods in order to afford full employment. 

As a result of this tendency, the elasticity of the demand is in most cases inferior to the unity, which 

implies that it is not convenient for firms to reduce prices. 

As for the case (b), its realization demands nothing less than a parallel increase of the demand, in 

the form of disposable income of the consumers. As we have seen, the main channels for attaining 

such increase are a continual expansion of the share of public spending and credit creation on GDP.   

 

Can Prices and Wages Flexibility Realise Full Employment?  

 

From the previous account it appears that the prevailing productive paradigm, based on ever-

growing consumption and on unlimitedness of natural resources, is becoming more and more unfit 

for ensuring a sustainable and equitable development of economic systems. 

For this reason, measures aimed only at increasing effective demand are important but not sufficient 

for thoroughly addressing these problems. 

                                                 
20

 These aspects have been developed first within the field of institutional economics, and afterwards within the theories 

of informational asymmetries. Refer, among others, for the former to Commons (1924) and the volume edited by 

Tugwell (1924) and in particular the chapters by Slichter (1924); and for the latter to Stiglitz (2013) and Mankiw 

(1985). In previous works (Hermann 2014b and 2015a), we have highlighted that the concepts developed by the 

theories of informational asymmetries can receive better insights by employing the concepts developed by the “old” 

institutional economics, such as path-dependency, habits, legal and institutional framework, power, cultural and 

psychological aspects of economic action. 
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As for the neoclassical oriented policies of public spending cut and tax reduction, we have seen in 

the previous paragraphs that — although it can be possible and advisable to realize a better 

rationalization and accountability of public sector — it is utterly unrealistic to believe that public 

spending can be easily and massively substituted by private spending. 

For these reasons, policies based on these premises are unlikely to be effective in sustaining the 

effective demand. 

At this stage, it can be interesting to wonder if the other central prescription of neoclassical 

economics can work in our economies. As we know, such prescription relates to the importance of 

realizing a high level of flexibility
21

 of productive factors, and in particular of prices and wages. 

We have just seen that, in presence of an increase in productivity, a corresponding reduction of 

prices is in many cases unlikely, owing to a low level of the elasticity of demand, to absorb the 

corresponding demand. 

Now we can wonder what happens in the hypothesis of a money-wages reduction — which we need 

not suppose, for our reasoning, substantially different from a real-wages reduction —, with an 

unchanged level of labour productivity. 

For instance — and even letting apart the circumstance that sticky prices also reflect the complexity 

of socio-economic relations and hence cannot be properly explained through the lens of a simple 

framework of market imperfections — in presence of a rate of unemployment (however defined) of 

20%, can a corresponding reduction of labour cost restore full employment? 

Our impression is that measure can possibly have some positive effect on employment in the short 

run. Such effect, however, tends to vanish in a longer while. Why? First, even in the short run, there 

is no guarantee that a reduction of wages of, say, 20% would entail a corresponding increase of 

employment. In fact, if the entrepreneurs perceive that this reduction is due to the weakening of 

workers’ contractual power, they would be induced to increase the intensity and duration of the 

workday. These measures can be accompanied by the attempt of further reducing the wages, which 

can be made more effective by prospecting a delocalization of production in lower labour cost 

Countries.  

But even supposing that such reduction can work in the short period, in the long run the effects are 

likely to disappear because the factors just depicted — also in conjunction with the increasing 

difficulty of effective demand to reach the full employment level discussed before — tend to grow 

stronger over time. 

                                                 
21

 In this discussion, of course, we do not refer to the desirability that “productive factors” should possess a degree of 

flexibility but to the simplistic idea (see also the previous paragraph on the complex reasons underlying the 

phenomenon of sticky prices) that un unlimited flexibility can be easily realized and that, once realized, would be able 

to realize an economic growth of full employment. 
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In fact, as observed in the previous chapters, in the capitalistic, or “mixed”, systems of today, the 

“natural” tendency of entrepreneurs is to reduce as much as possible labour cost in order to try to 

acquire price competitiveness and accrue their profits. 

In this regard, we can also note that, as underscored by many studies on technological 

accumulation, a policy action based only on the reduction of labour cost will contribute — by 

disregarding the need of a proper development of human and social capital
22

 for upgrading the 

capacity of a Country to compete in the higher levels of the value chain — to marginalize and 

impoverish that Country. 

 

 

CONCLUSIONS: TOWARDS AN ALTERNATIVE PARADIGM 

 

A central aspect of a novel economic system relates to the building a society less based on the 

“economic motive” and more on the unfolding of the true inclinations and potentialities of persons. 

This comports that this system will be fully compatible with limited growth, steady state, or de-

growth. The objective of our work is not that of indicating what option is preferable but how to 

facilitate the move towards this path of progress. 

It can be interesting to note that this more “qualitative” tendency was noted by important 

economists, and now we mention some significant examples. The first one can be found in the most 

“heterodox” classical economist, John Stuart Mill. In his appraisal of the long term economic 

evolution, he remarks that the structural tendency towards the stationary state does not imply a 

static way of living but, on the contrary, constitutes the necessary condition for the full expression 

of the more advanced aspects of personality. The central element for attaining such a state is the 

control of population. In his words, 

 

“There is room in the world, no doubt, and even in the old countries, for a great increase of 

population, supposing the arts of life to go on improving, and capital to increase. But even if 

innocuous, I confess I see very little reason for desiring it….I sincerely hope, for the sake of 

posterity, that they….[the future generations]…..will be content to be stationary, long before 

necessity compels them to it.  

It is scarcely necessary to remark that a stationary condition of capital and population implies no 

stationary state of human improvement. There would be as much scope as ever for all kinds of 

mental culture, and moral and social progress; as much room for improving the Art of Living and 

                                                 
22

 For more detail on these issues see in particular Woolcock (1998). 
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much more likelihood of its being improved, when minds ceased to be engrossed by the art of 

getting on. Even the industrial arts might be as earnestly and as successfully cultivated, with this 

sole difference, that instead of serving no purpose but the increase of wealth, industrial 

improvements would produce their legitimate effect, that of abridging labour. Hitherto it is 

questionable if all the mechanical inventions yet made have lightened the day’s toil of any human 

being….Only when, in addition to just institutions, the increase of mankind shall be under the 

deliberate guidance of judicious foresight, can the conquests made from the powers of nature by the 

intellect and energy of scientific discoverers, become the common property of the species, and the 

means of improving and elevating the universal lot.”, [John Stuart Mill, 1994, (1871): 128, 129, 

130].    

Another relevant contribution
23

 to these issues has been provided by J.M.Keynes, in particular in 

the final part of the Essays in Persuasion. 

This can appear a bit surprising because Keynes, owing to his proposals for recovering from 

economic depression, is often depicted as the theorist of the short period. This opinion tends to be 

reinforced by his famous expression “in the long run we will be all dead”. 

However, from the reading of the Essays we discover that the long-term perspectives of economy 

and society play a central role in his analysis. 

For Keynes, focusing attention on short-term problems constitutes only a part of a more profound 

awareness of the structural transformations of society. The pith of these changes will be on a 

substantial shortening of the working time, made possible by the increase of productivity. The main 

obstacle to the attainment of this potential rests not in a technical but in a psychological difficulty, 

which can be related to an unconscious feeling of guilt related to the presence of superego. He 

pinpoints, with great psychological intuition, the difficulty of people to employ leisure time for a 

better realization of their personalities. In his words,  

 

“We are being afflicted with a new disease of which some readers may not yet have heard the name, 

but of which they will hear a great deal in the years to come—namely, technological 

unemployment. This means unemployment due to our discovery of means of economising the use of 

labour outrunning the pace at which we can find new uses for labour….But this is only a temporary 

stage of maladjustment. All this means in the long run that mankind is solving its economic 

problem….[but, despite this opportunity]….Yet there is no country and no people, I think, who can 

look forward to the age of leisure and of abundance without a dread. For we have been trained too 

long to strive and not to enjoy…[hence, in this perspective, economics]….should be a matter for 
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 For more detail refer also to Hermann (2014a). 
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specialists—like dentistry. If economists could manage to get themselves thought of as humble, 

competent people, on a level with dentists, that would be splendid!”, [Keynes 1963 (1931), 364, 

368, 373].   

 

Also J.K.Galbraith’s The Affluent Society complements in interesting ways with this analysis. In his 

words, 

“To furnish a barren room is one thing. To continue to crowd in furniture until the foundation 

buckles is quite another. To have failed to solve the problem of producing goods would have been 

to continue man in his oldest and most grievous misfortune. But to fail to see that we have solved it, 

and to fail to proceed thence to the next tasks, would be fully as tragic.”, [Galbraith 1998 (1958): 

260].  

 

In order to solve these problems, it becomes central to reduce the all-important role of production. 

In order to attain this objective, Galbraith observes, there is no other way that to loosen the 

dependence of the income on production. This can be achieved, firstly, by increasing the duration 

and the amount of unemployment benefits and other forms of support for people who cannot 

profitably carry out work activities. And, secondly, by increasing public spending on essential 

public goods, in order to achieve a better "social balance" between public and private property, and 

thus abate the phenomena of social and environmental decay. 

But how these measures can be financed? In this regard, an increase in taxation, both direct and 

indirect, it is the only way to attain a better balanced economic and social system. There is, 

however, a general reluctance to tax increase, both in progressive and conservative domains. In fact, 

any change in the tax regime will trigger the debate on equality, with the likely result that the 

reciprocal vetoes will render arduous to attain significant changes.  

Furthermore, the conventional wisdom is prone to cut taxation in any case, even if this involves a 

reduction of essential public services. Therefore, a tax cut for the poor, although it may seem more 

equitable, threatens to undermine the central goal of the elimination of the causes of poverty and 

degradation. In this sense, Galbraith complains, "The modern liberal rallies to protect the poor from 

the taxes which in the next generation, as the result of a higher investment in their children, would 

help eliminate poverty.", (Ibid: 230). 

To eradicate poverty, in fact, not only a higher income is needed, but also a thorough understanding 

of the social causes that determine such plague. These negative factors, such as, for example, 

insufficient resources for primary and secondary education, can be eliminated mainly through 

higher public investment. In this sense, "Poverty is self-perpetuating partly because the poorest 

communities are the poorest in the services which would eliminate it.", (Ibid: 240). 
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In conclusion, we believe that much more than a simple laissez faire
24

 option is needed for realizing 

full employment, and economic and social progress. What is highly required for an effective policy 

action is an adequate process of coordination of the related policies. 

We can mention, among others:  

 

(i) macroeconomic policies targeted at driving effective demand to the level of supply of full 

employment (however defined); this requires, within a principle of subsidiarity, an adequate and 

efficient level of public spending; progressive taxation; a permanent low level of interest rate; a 

reform of the banking system aimed at discouraging speculative ventures and promoting productive 

activities.  

 

(ii) In following these policies, we should not forget the structural transformations of the system. As 

we have seen, they have as their correlate the tendency towards a progressive shrinking of the 

“economic motive” and the working time related to it. In order to orient these processes towards a 

better individual and social progress, a provision of a citizen’s income seems particularly 

appropriate. However, in order to avoid the risk that these measures would induce laziness and 

marginalization, it is highly advisable to link these provisions to social and educational activities.    

 

(iii) In pursuing these activities it would be preferable to follow a policy of a tendentially balanced 

public budget. As a matter of fact, a policy of deficit spending, although far more advisable than a 

policy of “austerity”, has the serious drawback of increasing the burden of interest payments. In this 

way, an increasing share of public spending is diverted from objectives of public utility to rent. We 

think that this aspect plays a two-fold role in depressing the economic system: (a) the multiplier 

effects of rent-based incomes are likely to be lower than that of public spending; (b) public 

spending directed to public purposes is likely to be more useful than rent for economic and social 

progress.  

In order to overcome these drawbacks, it is pertinent to note, as highlighted by the “Haavelmo’s 

theorem” (1945), that public spending has an expansionary effect even if it is accompanied by an 

equal amount of taxation. 

 

                                                 
24

 Interestingly enough, the inadequacy of laissez-faire and the corresponding importance of public policies for the 

functioning of a market economy was stressed by Léon Walras in particular in his Studies in Social Economics. We 

have addressed these aspects in Hermann (2016).  
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(iv) Policies for promoting human capital in the workplace, in particular through an ongoing 

upgrading of the workers’ competencies coupled with the improvement of their motivation and 

participation.  

 

(v) Policies aimed at fostering scientific, cultural and technological development in public and 

private institutions, and in the society at large; and other structural policies directed at the building a 

more equitable and sustainable society.  
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