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Financial stability requires macroeconomic
foundations of macroeconomics

Sergio Rossi

Abstract: Financial stability features prominently among the goals of several
post-crisis macroeconomic policies around the world. Being a systemic
characteristic, financial stability requires a systemic analysis, which only
macroeconomics can offer logically. Yet, the current way of doing
macroeconomics is not up to the task, as it is grounded on so-called
microfoundations. Considering macroeconomics as the science of aggregating
data obtained at microeconomic level can lead indeed to conclusions that are
either misleading or wrong. This paper points out that the true foundations
of macroeconomics are macroeconomic, and that understanding the working
of monetary economies of production and exchange requires a conceptual
rather than a mathematical treatment of economic issues at a systemic level.
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Introduction

The objective of financial stability features prominently in any post-crisis
macroeconomic policies around the world, to avoid another systemic turmoil
after the 2007–2009 global crisis. Yet, at the time of writing, neither policy
makers nor academic economists seem to be aware of the urgent necessity to
provide truly macroeconomic foundations for a stability-oriented economic
policy, by considering that the economic system as a whole is more than the sum
of its constituent parts. To be sure, no economic set can be defined as the sum of
its elements logically. To state it a bit less esoterically, the workings of
economic systems do not depend exclusively on behaviour by individual agents
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(producers, consumers, and the general government sector): macroeconomics has
its own laws, which are in fact monetary–structural rather than behavioural. In
this paper, we will argue that the theoretical principles – or “foundations” – of
macroeconomics are by no means microeconomic, and that bank money requires
a conceptual rather than a mathematical treatment of economic issues at a
systemic level.

As is well known, mainstream economics stems from exactly the opposite
arguments, claiming in particular that (1) macroeconomics has to be founded on
microeconomics, (2) the microeconomic foundations of macroeconomics must be
derived from general equilibrium analysis, and (3) the core of economics is
mathematical (see Malinvaud and Younès, 1977; Parkin, 2000). This paper shows
that these arguments lead macroeconomic analysis astray. We will focus on the
essential elements of the debate, without entering into irrelevant details for the
issues at stake. The next section explains that no microeconomic foundations can
be helpful for a truly macroeconomic approach to the (either orderly or
disorderly) workings of an economic system considered as a whole. The third
section elaborates on this point, arguing that both the nature and role of money
are instrumental in understanding the structural workings of the whole
economy. The fourth section shows that macroeconomic analysis has to be
grounded on logical identities rather than on equilibrium conditions. The fifth
section provides a macroeconomic appraisal of financial capital and financial
market transactions in order for macroeconomic policies to have an impact on
the monetary–structural architecture of capitalist systems, within which
financial markets and motives have taken centre stage. The last section concludes
briefly.

Mainstream economics and the fundamental
shortcomings of any “microfounded” macroeconomics

Malinvaud (1991) maintains that no macroeconomic phenomenon can be
understood independently of microeconomic events, because economists must
necessarily derive data from empirical evidence, which stems from their direct
observation of the latter events. This approach informs not only economists’
models, but also policy-makers’ decisions as well as financial institutions’
choices based, as a general rule, on these models, with little or no reservations
about their analytical soundness. “[The macroeconomic] models’ purpose is to
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specify what we already know about factors liable to determine macroeconomic
events and about the relations between these factors; but our previous knowledge
derives from the microeconomic level, as it concerns the conditions in which
economic agents act as well as the decisions they take” (Malinvaud, 1991, p. 24,
our translation). In this view, largely shared by the economics profession, agents’
behaviour is all what counts in determining any results at the macroeconomic
level. In order to influence macroeconomic performance, therefore, policy
makers will have to understand and influence microeconomic behaviour.
Malinvaud recognizes, however, that “the [mathematical] modelling of behaviour
has not yet been achieved” (p. 120, our translation). He has nevertheless no
misgivings about the validity of mathematical modelling in economics, as, in his
view, this is the only way to transform economics into a scientific discipline –
even though Malinvaud agrees that too much complexity into mathematical
models makes them become useless, as they are then too intricate to provide any
solutions to actual macroeconomic problems (Cencini, 2005).

To be true, economists have different opinions about what kind of
microeconomics is best suited to provide relevant foundations to macroeconomics.
Generally speaking, Keynesian economists privilege non-Walrasian individual
choice theories (Canale, 2007). Mainstream economists, by way of contrast,
consider to date that the “study of the microfoundations of macroeconomics is
coextensive with general equilibrium analysis” (Weintraub, 1979, p. 10). Be that
as it may, according to Mankiw (1997, p. 456), there should be no doubt that “all
macrophenomena are the aggregate of many microphenomena”. In this view,
which is the conventional method of macroeconomic analysis, “[t]he first step is
to write down the problem faced by the microeconomic agent in terms of
fundamental parameters. This agent is assumed to be representative, and the
solution to this problem is assumed to hold for the macroeconomy” (Hartley,
1997, p. 26).

Now, Mankiw (1997, p. 456), for one, acknowledges to be true that it is not “sure
that all macroeconomics necessarily has to start off with microeconomic
building blocks”. In this respect, Fitoussi (1983, pp. 27–8) points out that
“macroeconomics has its own dimension which must be considered and not just
alluded to”. Hoover (2001, p. 285) reinforces this point, maintaining that
macroeconomics is independent of individual behaviour, and noting also that
“the arguments for microfoundations for macroeconomics are unsound, resting
on equivocations and false analogies”. This echoes the Samuelson well-known
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“fallacy of composition”, that is, “[a] fallacy in which what is true of a part is,
on that account alone, alleged to be true for the whole” (Hartley, 1997, p. 170).
Indeed, reducing the behaviour of a group of different economic agents to the
behaviour of a somehow representative standard utility, or profit, maximiser
leads to conclusions that can be either misleading or wrong (see Kirman, 1992,
p. 117; Janssen, 1993, pp. 84–93; Martel, 1996, pp. 140–1). The whole is, in
reality, more than the sum of its constituent parts (see Ormerod, 1994; Bortis,
1997).

In this perspective, as Romer (1993, p. 20) points out cogently, “uniting
microeconomics and macroeconomics may not be [a realistic objective]: the
simplifications that are useful in understanding most microeconomic phenomena
may be fatal to efforts to understand macroeconomic fluctuations”. As he claims,
“perhaps the most obvious and fundamental [line of research in this regard] is to
examine the macroeconomic evidence concerning the effects of monetary and
other aggregate demand disturbances” (p. 20).

To be true, Weintraub (1979, p. 8) acknowledges that monetary analysis is best
developed through a macroeconomic approach, when he states that
“understanding of money, bonds, and intertemporal choice in a monetary
economy will be shaped almost totally by the more sophisticated, although more
aggregated understanding of macro-monetary theorists” Yet, as shown by Rossi
(2001, Ch. 3), in mainstream economics money is considered “as if” it were an
item in the set of goods and services, whose utility and rarity determine its value
in exchange allegedly. Indeed, money-management policies à la Friedman (1968)
epitomize the view that central banks can control the money supply because of
its supposed (at least partial) exogeneity, and that the rate of interest is an
endogenous magnitude resulting from supply and demand on the so-called money
market (as in the canonical IS–LM model). Let us elaborate on this in the next
section, to show that monetary economics is the cornerstone of the
macrofoundations of macroeconomics, since money is essential for the existence
and workings of our monetary systems of production and exchange. We will then
argue that a monetary macroeconomic theory of production, in the spirit of
Keynes, must be put to the fore and developed logically, to explain the workings
of a capitalist economy as well as to inform public policies aimed at financial
stability as well as macroeconomic stabilization.
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Monetary economics as the cornerstone of
macroeconomics

As a number of economists note, money and banking are not satisfactorily
considered in general equilibrium analysis. Recent developments within
mainstream economics show that both the Walrasian “auctioneer” and the
“tâtonnement” process fail to account for modern monetary and financial
institutions. A new series of models has therefore been put forward, ranging
from non-Walrasian models of general equilibrium grounded on game theory to
monetary search models with a Mengerian pedigree (see, for instance, Ostroy,
1973; Starr, 1980, 1989; Kiyotaki and Wright, 1989, 1993; Kocherlakota, 1998).
All these attempts rely in fact on an old-fashioned conception of money, because
they do not consider the totally immaterial nature of bank money (see Rossi,
2007, Ch. 1). Their anachronistic choice of commodity money stems from the
untiring attempt by mainstream economists to preserve the neoclassical
paradigm of general equilibrium analysis, as it allows them to exacerbate
mathematical modelling rather than entering the realm of conceptual thinking
in economics, which to be sure is a much more difficult task intellectually. The
workings of any monetary economies of production and exchange, nevertheless,
show that money is pervasive in any economic activities. Wages, prices, profits,
capital, interest, saving, investment, and so on, are concepts and magnitudes
having a monetary nature. Further, money is not a real good, so that any
attempts at explaining economics in purely real terms are doomed to fail. Unless
one uncritically accepts the Debreu (1959, p. 32) axiom that “real goods are
numbers”, an idea that is of course wrong in the real world, one has to concede
that the Walrasian view is not suited to solving the problem for which it was
conceived, namely, the determination of monetary prices. This problem can only
be solved when money is conceived of as a purely numerical form (see Rossi,
2007, Ch. 1), although this implies a principal change in theory, and in
particular in considering the relation between microeconomics and
macroeconomics.

In this collective task, which remains to be achieved by the economics profession,
the work carried out by Keynes (1930, 1936) proves to be seminal. His own
contributions are beyond dispute in modern macroeconomics, as is the fact that
Keynes privileged the analysis of production over that of exchange. The
principal advance made by him consists in choosing money as the numerical
standard of value, notably in his attempt to work out a “monetary theory of
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production” (see Keynes, 1933/1973a). Keynes’s aim was to provide a synthesis
between classical and neoclassical analyses, although this aim has been betrayed
and usurped through the attempts by mainstream economists to subsume Keynes’s
original contribution under the neoclassical synthesis à la Hicks–Hansen, as
epitomized by the IS–LM graph. A true synthesis between Walras, on the one
hand, and Keynes and the Classics, on the other hand, requires in fact the
application of Walras’s concept of numéraire to the monetary analysis of
production as well as to the working out of coherent macroeconomic principles
(Cencini, 2005). To be sure, as cogently noted by Pasinetti (1993, pp. 63–4) in
this connection, there is “an important asymmetry between monetary regimes in
which the numéraire of the price system is physical, and monetary regimes in
which the numéraire of the price system is a purely nominal unit of account, not
linked to any quantitative specification of any particular physical commodity”.
Indeed, money is a purely numerical means of payment, which amounts to saying
that it is not the object of any payments. These objects are indeed, always and
everywhere, produced by wage earners in an “entrepreneur economy”, as Keynes
(1933/1973b, p. 89) labelled our monetary economies of production.

A truly systemic, that is, macroeconomic analysis of monetary production
economies has in fact still to be worked out, as neither neoclassical nor
Keynesian theories of any kinds have provided macroeconomic foundations to
macroeconomics to date: all these theories are still essentially based on
(dis)equilibrium analysis, rather than being logically derived from truly
macroeconomic identities. Keynes’s logical identities are actually crucial in this
respect, as we are going to show in the next section.

Money, income, and effective demand as seen
through Keynes’s identities

Rather than being useless tautologies or “simplifying assumptions of doubtful
validity” (Vercelli, 1991, p. 225), Keynes’s identities are, in fact, crucial for
macroeconomics, and provide its own macrofoundations (see Gnos, 1998). In
Hicks’s interpretation of Keynes’s theory, however, the identities Y ≡ C + I and
S ≡ I are actually transformed into equilibrium conditions. Keynesian
economists did the same, thereby implicitly accepting to integrate Keynes’s
original contribution into the theoretical framework of equilibrium analysis.
Post-Keynesians have thus to go back to the originality of Keynes’s message, and
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to reappraise his logical identities, to provide truly macroeconomic foundations
to macroeconomics and macroeconomic policy making (Cencini, 2005). Once
again, conceptual analysis rather than mathematical modelling is the key for
the opening of a fruitful and long-needed avenue in both economics and
economic policy. Let us elaborate on this point referring to Keynes’s principle of
effective demand.

Keynes’s (1936) principle of effective demand shows that a macroeconomic
approach to macroeconomics is possible if effective demand is seen through
Keynes’s identities, and if bank money is conceived of as a purely numerical
means of payment. Keynes (1936, Ch. 3) introduced the principle of effective
demand to show that the equality between total supply and total demand obtains
irrespective of the level of employment (see Hartwig, 2004). The principle of
effective demand can in fact be interpreted to mean (1) “the present value of the
expected sale proceeds” (Keynes, 1973, p. 425), or (2) the amount of global
demand for any given level of produced output. In the first case, effective demand
concerns the ex-ante relation between planned production and expected sales.
Supply and demand are therefore also expected (purely virtual magnitudes), and
no functional relation can be established in this case between them. Indeed,
before production occurs, no agent can express a demand, because no income is
available to this effect. In this interpretation, the principle of effective demand
amounts then to the view that entrepreneurs’ decisions are influenced by their
own expectations. The second interpretation of Keynes’s principle of effective
demand considers by contrast actual magnitudes. Current income being generated
by current production, and since the amount of income determines demand,
ex-post the principle of effective demand establishes the necessary equality (to
wit, the identity) between supply and demand on the market for produced goods
and services (Cencini, 2005).

To be sure, current output (supply) and current income (demand) are the results
of the same action: the payment of current production costs by firms through
banks (Gnos, 1998, p. 45). Being the twin outcomes of current production, supply
and demand cannot but be identical objectively: “the income derived in the
aggregate by all the elements in the community concerned in a productive
activity necessarily has a value exactly equal to the value of the output” (Keynes,
1936, p. 20). The macroeconomic identity between total supply and total demand
results thus from the fact that production generates the amount of national
income which is necessary and sufficient for the final purchase of current
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output. Independently of agents’ expectations and behaviour, the identity
Y  ≡ C + I means indeed that actual supply (produced output) cannot differ from
actual demand (current income), although this does not mean that Say’s law is
the guarantee of full employment (see Gnos (1998, pp. 45–6), and Rossi (2001,
pp. 193–4) for analytical elaboration on this point). This is confirmed by
Keynes’s identity between S and I. As the theory of money emissions explains (see
Rossi, 2006, for a survey), S and I are always identically equal, independently of
the actual level of total income produced (Schmitt, 1972, pp. 164–5; Cencini,
2001, pp. 158–60). To put it in the words of Moore (2006, pp. 156–73), saving is
in reality just the accounting record of investment: the latter, carried out
through a bank credit, gives rise to the former as a result of the payment of
wages in the investment-goods sector. These wages, in the form of bank deposits,
are necessarily saved before they are spent on either the products or the financial
market, even though their existence as savings might be very short in time,
because wage earners can dispose of them the instant after they have been formed
as a result of a bank’s payment of the relevant wage bill.

In this regard, one should be aware that money and income are not one and the
same thing. This is so much so that banks can and do issue money but cannot
create income by a stroke of the keyboard. Money is the numerical form of any
kinds of payment, which is an “asset–liability” (Schmitt, 1975, p. 13), that is, a
double-entry in any bank’s ledger: it measures (numerically) both the debt of the
payer (which is an asset for the bank) and the credit of the payee (a liability for
the bank, in the form of a deposit). Income, by way of contrast, is the result of
production activities to which the banking system gives a monetary (that is, a
purely numerical) form, in order to commensurate the newly-produced output
and thereby to remunerate the relevant production factors, namely, wage
earners. As soon as income exists, banks do lend it, through a financial
intermediation, to those agents, like firms, that are looking to finance their
activities through the sale of securities. “Banks, therefore, do not create value as
they issue money, and their newly issued money takes on a real value only if it is
associated with new production” (Bossone, 2001, p. 870, fn. 19). It is therefore
production that makes it possible for income to exist and to be lent by banks to
any kind of borrowers. Yet, without banks, no income would ever be produced,
as no credit would be available in order for businesses to pay out any amounts of
wages. In reality, banks issue the means and not the object of payment, when
they act as money-purveyors, which means that money is issued as a flow any
time a bank carries out a payment on behalf of one of its clients.
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The macroeconomics of financial capital and
finance-dominated capitalism

When income is produced, it is saved and transformed into a financial capital
within a bank’s ledger, until the relevant deposit holder spends it on the products
market. Banks are thereby in a position to lend on financial markets an income
that is saved in the form of bank deposits. If the agent borrowing this income
spends it in purchasing unsold output, then the bank deposits corresponding to
the production costs of the relevant output are destroyed, as firms recover on the
product market what they borrowed on the factor market via banks’ advances. If,
however, the bank’s borrower spends the relevant bank deposits on financial
markets, that is to say, in order to speculate on any financial items, then a
rapidly inflating asset bubble, on either real or financial assets, can arise, which
sooner or later may burst and thereby ravage the global economy, as this
occurred during the 2007–2009 crisis.

The relationship between banks, firms, and wage earners is crucial in this
regard: in the pre-financialization era, commercial banks were decisive in
financing firms’ expenditure on the labour market, as a result of which (new)
bank deposits were formed in the ownership of workers. Commercial banks
purveyed indeed the required “initial finance” in order for any creditworthy
businesses to set out the relevant production process, obtaining the necessary
credits from banks in advance of sales receipts on the products market (see
Graziani, 2003). As monetary circuits were opened, and closed, by banks working
with non-financial firms in any sectors of economic activity, production,
circulation, and consumption of output in economic terms were carried out
through the payments settled by the commercial banking sector, on top of which
the central bank operated as settlement institution on the interbank market (see
Rossi, 2007, pp. 32–88). Hence, economic activity was organized across three
macro-categories of agents, namely, banks, firms, and wage earners: on the
labour market, firms paid out the current wage bill to workers through the
banking sector; on the products market, firms sold produced output in order for
them to obtain “final finance”, and thereby reimburse (a part of) their bank
debts; on the financial market, firms sold several types of assets in order to
capture those bank deposits that wage earners disposed of in exchange for any
financial assets that paid a rate of interest higher than that on their deposits
with banks. Every economic flow was intermediated by the banking sector, whose
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working both had a systemic importance and was instrumental in any
production–consumption activities across the economic system as a whole.

Financialization changed this framework dramatically. “Instead of industry
being the net borrower in relation to the banking sector, growing profits and
retained earnings associated with a relatively weak business investment have
slowly transformed (or ‘rentierized’) the non-financial business sector itself into
a net lender that seeks profitable outlets that provide high financial returns for
its internal funds” (Seccareccia, 2009, p. 3). In this new framework, induced by
financialization over the last thirty years, several businesses moved from a
debtor into a creditor position towards banks, and many wage earners (especially
at the bottom of the wage pyramid) moved to the opposite, and for them really
problematic, situation, becoming net borrowers from both banks and non-bank
financial institutions (like mortgage brokers and credit card issuers). All these
structural changes within our monetary economies of production occurred
because the profitability of businesses’ investment in the production process
declined, owing to fixed-capital over-accumulation (Rossi, 2008; Bailly, 2010).
As a result, non-financial businesses have come to spend their retained profits on
the financial market rather than for new production processes, in order for them
to earn higher returns over a shorter period of time than this is really possible
in any production activities.

Hence, financial crises are not simply the result of agents’ forms of behaviour,
but rather the outcome of a monetary–structural process eventually, inducing
businesses to spend the bulk of their earnings on financial markets rather than
in production activities. Unsaleable output and huge liquidity in the firms’
vaults provide the incentives for them, and financial businesses, to practice
so-called “predatory lending” to the largest possible number of wage earners, who
have been looking for a way to keep (and whenever possible also to rise) their
standard of living. As regards in particular commercial banks, which have to
remunerate the huge liquidity firms deposit with them, they are led thereby to
lend to an increasing number of “subprime” individuals, whose wages are
stagnating or are even reduced by the workings of wrong macroeconomic policies
and structural factors that combine, to make the capitalist system unstable.
Crises are, eventually, the outcome of such a regime, which microfounded
approaches to macroeconomics can only exacerbate when they inform economic
policies on the ground of the “fallacy of composition”. The key to avoiding any
further systemic crises is thus the elaboration of truly macroeconomic
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“foundations” to macroeconomics, to inform macroeconomic policy aimed at
financial stability in the whole system, once policy makers, but also the
economics profession at large, will have understood the monetary–structural
laws that govern the workings of any capitalist systems independently of agents’
behaviour and expectations.

Concluding remarks

The macroeconomic foundations of macroeconomics are not empirical laws,
derived from constant series of events and influenced by the agents’ forms of
behaviour. Independently of individual or collective behaviour, the
macrofoundations stem from the flow nature of money and concern the logical
structure of payments relating to production and exchange, thereby establishing an
identity between total supply and total demand in Keynes’s sense. As the payment
of firms’ production costs transforms produced output into a sum of bank deposits,
the measure of macroeconomic supply cannot but coincide with the numerical
expression of these costs. Once it is recognized that labour is the unique
macroeconomic factor of production (Keynes, 1936, pp. 213–14), it necessarily
follows that macroeconomic supply is equal to the total amount of (direct and
indirect) wages paid out by businesses to workers: as argued by Keynes (1936, Ch.
4), money wages are the standard through which produced output acquires its
numerical form (supply). As for macroeconomic demand, it is determined by the
total amount of income available within a given economic system and recorded as
a bank deposit. Since it is through production that macroeconomic income is
formed, money wages define total supply as well as total demand: macroeconomic
supply and macroeconomic demand are thereby the two terms of an identity,
vindicating Keynes’s analysis for good on logical ground (Cencini, 2005).

On the grounds of these macroeconomic foundations of macroeconomics, it then
becomes possible to determine the principles of the reform necessary in order to
make sure that any capitalist system is freed of monetary pathologies, which
lead to crises eventually. Double-entry bookkeeping is at the logical origin of
bank money, and represents the cornerstone of today’s small-value and
large-value payments systems. Both Ricardo and Keynes are among those
economists who have mostly contributed to the understanding of the nature of
bank money. Ricardo introduced for instance the distinction between money
creation and financial intermediation that led to the 1844 Bank Act (see
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Bradley, 2001). Elaborating on Smith’s conceptions of nominal money and real
money, Ricardo was able to show that while nominal money is created by banks
according to the now well-known principle that loans make deposits, real money
(that is to say, income) derives from production. Keynes’s work on the monetary
theory of production further contributed to improve monetary analysis, while
bankers improved the workings of our payments systems by implementing an
interbank settlement structure to finalize domestic payments on any markets (see
Rossi, 2005).

The analysis carried out in this paper shows that mainstream economics is
logically not adequate to address systemic crises. A rigorous analysis of the way
money is created by banks and associated to physical output through production
shows that the microeconomic conception of money and of the way the latter
interacts with production and circulation of output is unrealistic and
misleading. By defining money as an asset per se, mainstream economics misses
the key distinction between money and income, and is unable to grasp the
monetary dimension of production. On this ground, financial stability advocated
today by both governments and monetary policy makers around the world is
doomed to remain a wishful thinking. In fact, owing to a “microfounded”
conception of macroeconomics and economic policy making, the suggested rules
and regulations can, at best, influence agents’ behaviour and expectations but
cannot provide the monetary structures required to avoid the occurrence of
(further) systemic crises. The first step in the right direction requires, in fact,
abandoning the mainstream paradigm for a more holistic approach to
macroeconomics and macroeconomic policy making. It is the collective task of
the economics profession to work out such an approach, the seeds of which are to
be found in Keynes’s own writings, if one really thinks anew about the nature of
bank money within any capitalist economies of production and exchange.
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