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�         


I     The Greenspan Myth



�One of the most dangerous myths of the Clintonian Age was the «New Economy» of which the steward would have been Allan Greenspan.  Most economists, even some heterodox ones who used to bash central bankers, never stopped to praise the Chairman of the Fed for having helped the New Technology to deliver an endless boom.  The myth survives the boom since Greenspan is now asked to save the economy from the threat of a crisis.  The fate of the world economy would depend upon the mood of an almighty central banker free from any constraint.  Economists are so enthralled to the Greenspan mythology that they are not worried by expected increasing fiscal surpluses which should survive the boom!    Herein is the proof that the central bank myth has been rooted either into an absolute neglect of fiscal policy or, which is worse, into an ultra- Hayekian (or classical) view of fiscal policy.  To believe in the sheer impotence, of fiscal policy leads one to rely only on monetary policy and therefore on the stewardship of the central bank as the enlightened guide of the Market.  It is very convenient to the market populism ideology, the rule of a democratic market being substituted for capitalism, which used to be the conventional wisdom of the time.  As soon as the Clintonian economics praised fiscal surpluses as the reward for its obedience to Market Law, fiscal policy was ruled by thriftiness.  The surplus was the State own saving increasing the aggregate ex-ante fund available for accumulation.  Were some recession to be expected, the surplus could and should be increased, it was indeed the time of Hayek’s ultimate triumph.  From an Hayekian perspective, the Jacksonian pledge of President Clinton to use the surplus to write off the public debt was sound economics.  It would simultaneously wipe out a debt which is an insult to the market and channel funds to private wealth-holders who should invest them efficiently.  Hayekian economics forbids to interpret fiscal surpluses as the counterpart of net deficits in the private sector.  Believing that fiscal surpluses were in addition to net wealth, the Clinton Administration and the Chairman of the FRB were undaunted late disciples of Hayek.  The Chairman indeed required a commitment both to surpluses and to their use à la Hayek, as the prerequisite for a monetary policy alleviating the risk of crisis.  In this contribution, I want to explain why abiding to the Chairman’s dream of sound finance is the road to a genuine new crisis.  The Chairman can do nothing to prevent the crisis and complying to his will must worsen the magnitude of the crisis.

` 

To answer the question which is the issue of this conference, three questions must be answered:

- What can  a central bank do?

- Does the central bank have therefore the power to prevent or 

                          stop the crisis?

- If the answer is No, and it must be No, what must be done?  It 

                          is a mix of restoration of a non-Hayekian fiscal policy and a new

                          kind of macroeconomic policy suppressing the (potential?xxxx) instability

                          of conventional expansionist fiscal policy-led boom.



II     The Very Limited Impact of Monetary Policy on Interest Rates: 

        at a Time of a Threatening Depression



�All economists agree now on the fact that a central bank has not the least power on the creation of new money and therefore on credit.  Herein is the full endogeneity principle which is the benchmark of the essentiality of money.  Central banks have to provide banks with the reserves they need to back their credits to firms and households.  Money creation only hinges on the effective demand for credits which reflects bank credit worthiness norms and desired rate of profit.  As for the other component of money creation, current State outlays,  it depends only upon State desired outlays which precludes any independent intervention of the central bank.  The full endogenity principle of money has been unscathed at the time of the new economy when firms used to finance investment by selling equity.  Instead of being directly provided by banks, money was channelled to firms through banks credit to buyers of stocks.  This so-called financial innovations cannot overcome the sheer inability of financial markets to create money.  They reflect the new strategy of banks financing financial markets instead of directly providing credit to firms.



A central bank can only control interest rates which is the exogeneity of interest rates principle.  The debate lies upon the magnitude of this control since central banks explicitly limit their intervention to the shortest rate of interest.  Most economists, even the Post-Keynesians, seem to believe in the postulate that controlling this shortest rate matters because the whole structure of interest rates hinges on it!  As soon as the central bank cuts its so-called own rate, there is an automatic and quasi-instantaneous feed-back impact on all interest rates, those that really matter.  Banks cut their credit rate of interest on all loans and the long rate of interest is adjusted downwards.  Proofs of the anchor nature of the central bank rate are rather offhand, which highlights that the faith in central bank efficiency needs cogent foundations.



�Is it true, especially in the twilight of the boom, that any cut of  Federal funds rates leads  a significant cut of bank credit rate of interest?  It is not enough to explain bank credit rates by some rather mysterious mark-up factor charged on the central bank rate as some Post-Keynesians used to do.  It is raising many unsolved questions.  What is determining the mark-up?   Why is the mark-up applied to the sole central bank rate?  Why is that mark-up stable enough to provide a strong instantaneous impact?



The credit rate of interest is one of the sources of banks’ gross income, other sources being prices banks charge on their services and earnings generated by non-credit financial activities.  The strategy of the banks is to target the rate of profit that should maintain their own credit worthiness or market value.  Banks profits are the discrepancy between their gross income and their costs which encompass labour costs, cost of borrowed reserves and interest paid to banks creditors, domestic and foreign.  The mark-up postulate would be true if in the wake of a threatening crisis three conditions are met:



-   there is a constant targeted rate of profit, at least in the short run;

-   non interest earnings are unchanged;

-   all costs are instantaneously adjusted to the new cost of borrowed

                            reserves:



It is highly dubious that the first condition could be now met in the US economy because banks should increase their desired rate of profit to sustain confidence in their credit worthiness.  There could be a fall in non-interest earnings because of a sharply slowing financial activity.



�At last, it is not obvious that banks’ creditors are that keen to accept passively a cut of their income.  Banks are not intermediaries when they create money by their loans in the flux phase of the monetary circuit.  In the reflux phase, a share of aggregate ex-post savings is invested in interest-bearing deposits.  It reflects the net increase in banks assets which is the share of initial loans they have to refinance.  When banks’ creditors want to defend their income they switch their savings from banks to non bank financial institutions.  The drop in banks liabilities determines an equal drop in their net assets, which is a loss of income.  Banks must protect their income from this flight of deposits, they cannot ignore the strong possibility of defensive portfolios switch.  None of the three conditions can therefore be met when there is a severe threat of crisis, which should cool hopes of an automatic control of the credit rate of interest by the central bank.  Banks are so concerned by their income that they are particularly worried by the defensive portfolio switches.



The efficiency of an anti-crisis monetary policy depends upon another postulate:

             The long-term rate of interest is nothing but some weighted average of

             expected future central bank rate which is in itself instantaneously adjusted

             to the new central bank rate.

If this postulate is true, as soon as the Fed bestows a lower federal funds rate on the ailing economy, the long-term rate moves downwards, which increases stock prices.  There are three existing conditions of the wealth effect of monetary policy:



-   fiscal policy must be neutral relative to the treasury

                            bonds market;

-   banks credit rate must be flexible downwards;

-   wealth-holders’ time preference (re liquidity preference) must be rigid.



�Since all those who rely on the Fed intervention stick to the expectation of fiscal surpluses, it is sensible to assume that there is a surplus when the Fed cuts its rate.  When the State runs a surplus, bank’s reserves are squeezed by an equal amount.  To meet their reserves commitment, they have to liquidate bonds, which should propel to the stratosphere the rates of interest on bonds and overcome the monetary policy wealth effect.  Central banks used to enforce the neutrality of fiscal policy by meeting automatically banks need of reserves.  The Fed is therefore committed to purchase bonds sold by banks at a constant price.  Herein is the cogent open-market policy when the central bank does not want to intervene directly in the bonds market.  It is germane to the strategy of the Fed that the first condition will always be met.  



At the time of a threatening crisis it is not the same for the two other conditions.  The weighted average postulate holds as long as banks’ credit rate is automatically adjusted to the central bank rate because for wealth-holders it is this bank rate which is the significant short-term rate of interest.  It accounts for the yield of short-term loans of which the rolling-over would determine the long-term rate of interest.  It has been proven that the threat of crisis thwarts the mark-up mechanism, henceforth the second condition could not be met.  Rational wealth-holders react to an expected depression by a growing aversion to time which is their increased preference for liquidity.  Since there is a strong decrease in the preference for time, there must be an equal increase in the long-term rate of interest reflecting the fear of long term commitments.  This generalized liquidity preference effect thwarts the monetary policy wealth effect.  It leads to an ubiquitous fall of asset prices.  There is nothing the central bank can do to overcome the liquidity preference effect since it is rooted in the very threat of crisis it has been called forth to fight.  



Conclusion:  Even if the depression could be cured by a fall of significant interest rates, central                           bank intervention must be thwarted by banks and wealth-holders expectations

�        (Bottom of Pg 9 did not photocopy)                                                                            III    Interest Rates Have No Impact on Macro-Economic Activity

        When There is a Severe Threat of Crisis



Supporters of central bank discretionary power believe that interest rates are the major tool of economic policy.  They share the conventional Keynesian faith in the dominant role of interest rates to avert the threat of depression, which is the twin of the Keynesian proposition               according to which the main cause of crises is the level of the rate of interest (Parguez 2001).  They are poised to argue that banks and wealth-holders could help the central bank remove the threat by lifting all obstacles to the downwards adjustment of interest rates.  As soon as they are convinced of the threat, banks should lower the credit rate to postpone the fall of the demand for credit while non bank wealth-holders should renounce their preference for liquidity; which would allow the automatic rise in asset prices.  The credit effect and the wealth effect of interest rates cut would be always strong enough to bail the economy out of depressions and crisis.  What is at stake is this postulate of an economy controlled through the channel of

(last line on pg. 10 did not photocopy)



The Kaleckian effect of fiscal policy never matters, fiscal surplus must not therefore be feared.  There is more, they are required for the maximum efficiency of central bank intervention because they reflect the net contribution of the state to the national saving fund.  Herein is the explanation of the Fed’s Chairman belief in the necessity of fiscal surpluses.  His strategy is to impose the alternatives, either a growing fiscal surplus and lower interest rates or no surplus and no cuts.  In its extreme version, the postulate ensconces the core of what must be deemed «Clintonomics»:





�                                         Fiscal Policy                                           Monetary Policy



     Role:                A supporting role of monetary                        Dominant role

                             policy.



Channel:                The Hayekian effect the State                         The credit effect but mostly

                             generates an increase in the net                        the wealth effect.

                             saving fund by its surplus.



Purpose:                 Either the surplus is not prevented                 Discretionary policy aiming at

                              (first stage) or it is planned (second                long-run growth without 

                              stage).                                                            inflation under the permanent

                                                                                                    ex-ante saving constraint.



It explains the paradox of expected rising surpluses at a time of a threatening crisis.  The State surplus is not checked by a slowing economy since it reflects the role (Last of Pg. 11 not fully copied)

�Clintonomics is wrong.  The threat of crisis can never be removed by interest rate cuts.  The coming crisis is rooted into an unsustainable discrepancy between expected and realized profits resulting from a lack of aggregate demand to meet over-buoyant past bets on the future.  It is similar to all major crises of the capitalist economy.  What is new is the deeply destabilizing impact of fiscal policy with its undaunted Hayekian stance.  Interest rate cuts cannot generate the required profits on any case but particularly when fiscal surpluses are squeezing profits.  One of the most stunning aspects of Clintonomics is that none of its supporters understand that the obvious counterpart of the surplus is a deficit of the private sector reflected by the profits squeeze.   For some time the profits squeeze has been hidden by the growth of households debt that was sustained by the rising price of stocks fuelled by the bets on future profits.  Instead of reinforcing the credit and wealth effect of interest rate cuts, fiscal policy must lead them to oblivion.



The Fragile Roots of the Boom That Was Not New:



Most observers had dubbed «New Economy» the Clintonian boom because they believed in its objective nature since, for the first time, subjective factors embedded into profit expectations, would have played no part.  It was the passive outcome of a new available technology and it would last as long as its technological support remained efficient.  According to the postulate, either there were no profit expectations at all or they reflected the productivity of the future capital stock which means that the rate of profit must be always equal to its marginal productivity.  Herein is the automatic equality of expected profits and realized profits, the benchmark of a new regime since the boom must be unscathed by the old economy constraint on profits.  The postulate unravels the prominent role of the central bank according to Clintonomics.

Thanks to its shrewd intervention, the Fed Chairman allowed the long-term money rate to converge on its natural level,  which adjusted the effective rate of profit to its equilibrium       level.  By virtue of this adjustment, effective investment was equal to its equilibrium level equal to both ex-ante savings and the level allowing the optimal use of the new technology.



�The new economy postulate is nothing but Say’s Law under the new guise of technology-led determinism.  It gives the Chairman of the Fed the role of an almighty Walrasian auctioneer bestowing on entrepreneurs the so-called «real dividend» of the new technology reflecting its material productivity. None of the new economy advocates bothered to explain how in an economy bereft of Say’s Law and benevolent supervisor the rise in productivity would channel profits to firms.  The belief in the cornucopia effect of productivity explains the serendipity of those advocates relative to the possibility of a new crisis.  



Beyond the veil of the new economy lies a powerful ancient relationship between technology and the search of profits which animates the corporate milieu.  Around the mid nineties a set of innovations became ready for their embodiment in the production structure.  It was the outcome of massive past investments in science and applied research funded for a large part by the State which wanted to raise profit opportunities for the private sector.  At once they were turned into the material support of over-buoyant animal spirits which seized the whole American corporate milieu.  At last corporate animal spirits could reject their gloomy mood and believe in a future granting always increasing profits.  They led to wave after wave of bold bets on future profits generated by use of the new technology.  The boom has therefore been initiated by a dramatic upsurge of effective demand.  Investing in the new technology should raise future profits because of its two intertwined effects on aggregate demand and labour cost.  The first displays bets on the ability to attract demand by providing the new commodities, tangible and non tangible, provided by the new production structure.  The second is the bet on the ability to squeeze labour by increasing the profits share.



�A strong rise in desired investment was the outcome of those bets on future profits.  Herein is the origin of the Clintonian boom which cannot be deemed «new» as long as history and dynamic of capitalism are not ignored.(1)



As soon as it was born the boom had therefore two major characteristics:



     1.     Its Inbred Fragility



It was rooted into the very high and growing ratio of expected profits to investment.  A given amount of investment was generated by a much higher expected profit, it had been the same in every investment boom but the ratio had always been greater in technology-led investment boom.  There was no endogenous mechanism supporting the realization of expected profits.  In the most optimistic case, zero saving leakage and no negative impact of fiscal policy, effective profits are equal to investment spending.  Since investment was more and more lower than expected profits, there must be an increasing shortage of profits to fulfil past bets.



                                                                         2.    It Did Not Hinge on Monetary Policy



For some time the Fed had lowered its rate but interest rates played no part in the starting stage of the boom.  In wealth effect had no impact on desired investment because animal spirits only throve on expected future profits which did not hinge on the long-term rate.  The same over-buoyant animal spirits would have appeared. Had the long term rate been unchanged: Investing firms issued stock of which the prices rose sharply, which was a wealth effect of the increase in expected profits.



�The credit effect was also irrelevant.  The boom fitted perfectly the endogeneity principle.  The rise in the demand for credit reflected the increased desired investment.  It did not hinge on the cost of credit since it was only rooted in profit expectations independent from the credit cost factor.  Banks automatically met the demand for credit because they shared the widespread over optimistic vision of the future.  They were ready to accept a lower mark-up factor had the Fed rate remained constant.  



It can even be cogently argued that the profit factor explains the impact of monetary policy on the whole range of interest rates.  The profit wealth effect is so strong that it induces a sharp fall of preference for liquidity of both non banks and banks wealth holders.  It gets rid of all obstacles to the fall of the long-term rate and the bank credit rate.



The irrelevance of monetary policy is the benchmark of the sole major booms animated by technology-led animal spirits.  Herein is the difference between two kinds of boom which had been strangely ignored by those who so much emphasized the role of technology.



                Boom Without New Technology                          Technology-led Boom



                  Mild rise in expected profits                               Strong rise in expected profits



                  High elasticity of investment                               Zero elasticity of investment

                  relative to interest rates                                       relative to interest rates



                  Strong impact of monetary policy                        No impact of monetary policy

�What is at stake is therefore the question: Could monetary policy save the boom it had not contributed to?  Could it protect the economy against the threat of a lack of endogenous profits generated by firms’ investments?



                                                                      The Growing Fragility of the Economy During

                                                                       the Latter Phases of the Boom.



The thrust of animal spirits must be fuelled by enough exogenous profits to maintain below sustainable levels the discrepancy between expected and effective profits.  The benchmark of Clintonomics is that it thwarted the normal source of exogenous profits, the State, by its policy of fiscal squeeze which was more and more demanding.  At a time of profits squeeze by the trade deficit, the initial thrust of animal spirits could only accelerate thanks to the growth of household debt beyond any previous level.  Did Clintonomics’ undertakers ignore the private deficit or did they look at it with utmost serendipity because they believed that it fitted their market agenda endorsed by the central bank?  In any case, fragility was increased because at a time of restraint on wages, household debt could not grow enough to provide the required exogenous profits.  In this process, the Fed was passively abiding to the endogeneity principle.



                                                               The Thwarting Role of Fiscal Policy 1993 - 2000



�The normal source of exogenous profits is the State net spending or net injection of money into the private sector, the so-called ex-post fiscal deficit.  It has an equilibrium level, it moves over time (Wray, 1998), adjusting effective profits to their required level maintaining the thrust of animal spirits.  During the Clintonian era, this equilibrium deficit should have been high enough to match the profit squeeze induced by the growing trade deficit.



Clintonomics thwarted this constraint.  From 1993 to 1997, the budget deficit including social security fell to zero and from 1998 onwards the State ran increasing surpluses of such magnitude that there is no precedent.  In the first stage, profits originating from the State fell to zero and in the second stage the State imposed a growing profit squeeze worsening the trade deficit squeeze.  The most spurious aspect of Clintonomics was the illusion that the surplus ought to be the cornucopia providing funds which could be used for new spending, lower taxes or reimbursement of the public debt.  To comply with its Wall-street agenda monitored by the Fed Chairman, the Clinton Administration decided to channel the whole surplus into the accelerated reimbursement of the public debt. 



�It was a dangerous illusion because there is no abundance (of?).  Clintonomics ignored the true role of taxes in the «new» economy as well as in the «old» one.  Tax payments withdraw money from the private sector to extinguish prior tax liabilities imposed by the State.  Tax payments extinguish an equal amount of money (or income), they are not the normal source of funds for State outlays (Parguez, 2000).   By running a surplus, the State cancels more money than it had previously injected (and created) through its outlays.  The surplus cannot generate a saving fund which could be used at will.  Debt reimbursement is included into initial outlays, which means that the more the State spends to buy its own debt the less it spends for non Wall-Street use (ibid).  The surplus reflects the share of the private sector deficit which is induced by the State.  The private deficit is equal to the excess of initial commitments or spending over income generated in the reflux phase of the monetary circuit.  By ignoring that the State cannot run a surplus without generating an equal deficit in the private sector Clintonomics (and its sibling abroad, Blaironomics, Chrétienomics in Canada,  Euronomics) (2) must be remembered as the most amazing oddity of the new economy.  Ignoring the nature of the surplus was the sine qua non of the commitment of the central bank stewardship.



                                                                    The Compensating Role of Households

                                                                     Ponzi Indebtedness



Had there been no compensating source of profits, the whole deficit would have been borne by firms through the profit squeeze.  Profits would have fallen short of investment by an amount equal ceteris paribus to the State surplus.  Such a deficit could have stirred a sinister echo amid

animal spirits leading to an early reversal.



By the mere effect of luck, compensating profits have been generated by household net indebtedness.   They accounted for household deficits reducing pro tanto firms potential deficit induced by both the State surplus and the foreign sector surplus (trade deficit).  Households net debt rose from 1996 onwards and its pace accelerated when the State began to run a surplus.  Their net savings, the net leakage of income induced by the acquisition of financial assets, fell to zero and next became sharply negative.



�The threat of a sharp change in the mood of firms’ animal spirits had only been delayed.  Since households generate profits by their net debt, the thrust of the boom is sustained as long as they are ready to increase the ratio of their aggregate net debt to their income.  They must therefore bet on the possibility of meeting the growing debt burden out of future windfall gains in terms of income.  Households foster the boom if they indulge into pure Ponzi behaviour à la Minsky, which explains why Seccareccia, (2001) qualifies such a boom as the benchmark of the «Financial Keynesianism» explanation of crises.  From 1994 onwards the net debt ratio reached unprecedented levels as if nothing could stop Ponzi bets of households, herein was the genuine benchmark of the technology led boom.



The very availability of plenty of relatively cheap new commodities created a demand for them ignoring income constraint.  A boom initiated by a new technology is the time when supply creates its own demand by inducing the growing households demand for credit.  Buoyant animal spirits seized households who were led to the vision of a future of opportunities galore once?

�kind sense of the Ponziest bets.  The endogenity principle again ruled and banks were keen to meet the households’ demand for credit because they had already embraced the vision of a future bereft of constraints.  Banks became fully committed to the Ponzi game, the whole private sector burned a Ponzi one, which was unprecedented (3).  Ponzi bets do not hinge on the level of the credit rate of interest since they are animated by the vision of a future bestowing so much bounties that the cost of credit does not matter.  Households demand for credit was therefore independent of monetary policy.  It could be argued that Cintonomics relied at least on the accommodation by the central bank of the new financial structure generated by Ponzi bets.  A growing share of the newly created money was channelled to firms through the intermediation of households indebtedness.  This intermediation went so far that it encompassed households debt incurred to buy new stocks issued by firms.  Herein is the ultimate Ponzi financial structure because wage-earners are now betting on pure capital gains which would allow them to comply with their financial commitments while providing them with a cornucopia of net gains.  The new financial structure had convinced casual observers that «financial markets» had been substituted for money creation.  Clintonomics would have restored ex-anti savings as the source of finance.  Beyond the Hayekian mirage was a sharp change in the sources of money collected by firms to finance their outlays:

                       Normal Structure of                                       Ponzi Structure of

                    Firms Sources of Money                               Firms Sources of Money



      The main source of money for firms is direct           Increasing contribution of households

      bank credit.                                                             intermediation between firms and banks.

                                                                                     This shift transfers to households the

                                                                                     burden of debt.



       The State is the stabilizing source of money.           Decreasing contribution of firms direct

                                                                                      indebtedness to banks.



       No households intermediation.                                 The State is not a source of money.

                                                                                       It squeezes firms by shrinking the 

                                                                                       available amount of new money.



�The Fed Chairman could only endorse a change which reconciled his purpose, the demise of the State contribution and the transmogrification of the State into a net saver, with the needs of the private sector.  Had he wished to prevent it, he would have lacked the power since the existence condition of the Fed, like any other central bank is to foster the stability of the banking system.  Financial innovations played some part but endogeneity ruled because the Fed is committed to provide banks with the ex-post reserves they need, independently from the nature of their loans, Ponzi or not.  Households Ponzi debt is the perfect case of financial instability.  An exponential growth of their net debt, or of the ratio of their aggregate net debt to their income, is required to provide firms with enough profits to match their own past bets and the fiscal squeeze.  As soon as households cannot accelerate the growth of their net debt, being unable to grasp enough windfall gains in the future, the system collapses.



The thwarting impact of fiscal policy had not been removed.  Had there been no fiscal squeeze, the survival of animal spirits would not have been enslaved to the Ponzi households’ vision of the future.  One could argue that there was no thwarting fiscal policy because first zero deficits and next surpluses were just the unexpected automatic effect of the private sector boom.



�Surpluses had two causes, one on the spending side, the other on the tax side.  As soon as 1994 the Clinton Administration started to cut spending much more than previous administrations.  Sound programs were targeted for the sake of saving money by slashing non pro-market outlays.  On the other side, taxes had been increased in 1994 and high taxation was praised by Clintonomics for the spurious motive that taxes are the sole normal source of money for the State, an illusion it shared with an overwhelming majority of economists.  Now there happens to be a major boom generating a sharp rise in labour income out of the growth of unemployment and the most stunning rise in stock prices since the twenties.  The State was soon awash with tax bounties raised on labour income, including contributions to the Social Security Retirement Trust Fund, and on capital gains as households cashed them.  By virtue of the accumulated effect of the downsizing of outlays and tax revenue, the State swallowed a growing share of aggregate income and thus raised the surpluses.  Had the Administration wished to prevent the surplus, it could have increased outlays or lowered taxes or both.  It never did so and started praising the surpluses of which the growth should be the benchmark of the future.  It is therefore proven that there had been a genuine deeply thwarting fiscal policy undertaken by Clintonomics.  It makes sense of Minsky’s contention that a strong intervention of the State in terms of very high taxes can worsen the inbred instability of the economy.



                                                                             Monetary Policy Cannot Remove the Threat of 

                                                                             Crisis when the Ponzi Financial Structure of the

                                                                             Boom Reaches the State of Imminent Collapse



Two intertwined mistakes have prevented any scientific debate on Clintonomics.  The first originated from orthodox economists who believed that the time of the demand constraint was over and that in a Say’s Law ruled economy no crisis could happen.  Another mistake came from those heterodox economists who believed in a mechanical theory of crises.  As soon as fiscal policy turned into squeeze and household debt began to grow, a crisis should have started.  Since no crisis happened, some were tempted to throw away the very possibility of crisis at least for a long time.  They were lured into the new economy ideology and henceforth the crisis was postponed.  The Say’s Law Hypothesis is obviously tantamount to suppressing the capitalist system itself, it does not deserve any scientific credential.  The mechanical model of one Kalecki-like is irrelevant because it ignores or just pays  lip service to the crucial role of animal spirits.  Monetary policy matters if it can control or tame these animal spirits encompassing the demand constraint.  Could the central bank that played no part in the game of animal spirits during the boom maintain their initial vision of the future when they start to reverse it?



                                                                               An Explanation of the Forthcoming Crisis



�The crisis is embedded into the impossibility of adjusting the growing need of profits on the firm size to the sustainable rate of growth of debt on the households side.  Ponzi debt has unceasingly increased the debt burden of households which is the sum of interest payments on past debt and the share of this debt that must be paid back.  Whatever can be the level of the credit rate of interest, there has been a dramatic increase in the share of income diverted to the debt burden.  Just to compensate for this leakage, households have to accelerate the pace of their indebtedness which has a feedback effect on the debt burden.  Households are soon reaching the ultimate Ponzi stage when they finance their ongoing debt commitments by a share of the new debt.



�Households vision of the future is constrained by what can be deemed the relative maximum employment frontier (RMEF) which is the level of employment beyond which it cannot grow anymore because of firms reluctance to hire the available remaining supply of labour.  RMEF is not a genuine full-employment state and it does not fit at all the so-called natural rate of unemployment doctrine.  It is germane to an involuntary unemployment squeeze which could be removed by a new kind of macroeconomic policy (like the ELR).  In any case, as soon as RMEF is reached, the cornucopia vision of the future could only be sustained by bets on increase in the wage rates.  It is obvious that for some time the USA economy has reached RMEF which lets a large number of people unemployed.  Ponzi est households cannot dream of bounties in terms of wage increases because since the start, firms succeeded in imposing a wage constraint on the majority of workers and employees.  It was partly the outcome of the collapse of the bargaining strength of labour in the eighties following the early eighties’ crisis engineered by the central bank in an already weak economy.  It was also the by-product of the new production structure endowing firms with a greater power of constraint on labour.  RMEF is therefore the time when households start to be awakened from their dreamed future of abundance.  Now is the time when all of a sudden they discover that they could never meet their debts requirements if they do not slow the growth rate of their indebtedness.  Even though banks are still in a Ponzi mood, there is a fall of the growth rate of households demand for credit.



As soon as it happens, there is a fall of the growth rate of profits generated by households.  Suddenly, there is a sharp increase in the discrepancy between profits required to fulfil past debts and effective profits.  It is the turn of stockholders to awaken from the Ponzi dream and the profits shortage is instantaneously reflected by a collapse of stock prices of which the pace worsens when more and more stock holders want to cash their stocks.  The reversal of «market expectations» has a strong feedback effect on firms, households and banks own vision of the future.



�It strengthens the new mood of firms’ animal spirits which are now trapped in the vision of a scarcity-ruled future inducing a threatening profits shortage.  The RMEF is the time when the demand constraint overcomes the expected Say’s Law within the realm of firms’ animal spirits.  Falling stock prices push households into a darker vision of the future, they can no more hope to be bailed out of bankruptcy by their capital gains.  They believe that they are now obliged to renounce any increase in their debt, which sharply worsens the profit shortage.  Stock price deflation reveals the inbred danger of households intermediation.  Banks discover that there is no more collateral to back a growing share of their loans.  The threat of bankruptcy breaks their Ponzi vision, which initiates, without any change in interest rates, the credit crunch.  They impose so demanding credit worthiness on new borrowers that a very few of them can comply with them.  In the meantime they ask for an earlier reimbursement of their past loans to households.  Both effects of the charge in banks animal spirits accelerate the decrease in households new demand for credit and therefore in their ability to generate profits.  To meet their debt commitments, they liquidate stocks which accelerates the stock market deflation, worsening the profit squeeze.  Firms feel now obliged both to cut new investment spending and to shrink employment hoping to save their profits while preventing unwanted inventories.  The downsizing of investment has a negative impact on employment directly and indirectly through the new profit squeeze it generates.  Saving on labour cost is the benchmark of animal spirits playing against the laws of the system, the true mark of an economy bereft of anchor.  It cannot generate profits and the profit squeeze becomes harsher because of the fall of household consumption induced by their income squeeze.   Nothing but a strong State intervention can now help the economy to escape from a spiralling process of deflation of which neither the length nor the magnitude can be foreseen.  The length of the boom was just the time required to provide households with the certainty that their Ponzi future had vanished because the economy had reached its RMEF.



    The Central Bank Can Neither Prevent the

                                       Crisis Process Nor Stop It.



Let us assume that in the wreck of the profits shortage the Fed Chairman lowers the Fed intervention rate without any change in fiscal policy.  Let us even assume a very strong elasticity of the whole structure of interest rates relative to monetary policy.  There is both a fall of the credit rate of interest and a fall of the long term rate.



�None is directly generating compensating profits which could take care of the profit shortage.  Financial commitments of firms on their debts to banks are downsized but the impact on effective profits is insignificant relative to the magnitude of the lack of profits.  On one side the cost effect does not exist for past investment financed through households intermediation.  On the other side, income paid by banks to their own creditors have been cut by an equal amount which is squeezing household income and therefore consumption.



Firms could indeed strive to cut dividends but the income squeeze would be compounded by  accelerating the collapse of stock prices.  When RMEF has rolled, the fall of the long term rate cannot overcome the shortage of profits.  The profit-induced wealth effect is now overcoming the potential interest-induced wealth effect which soon does not exist anymore.  It would be otherwise if lower interest rates could restore households initial faith in their future of abundance and therefore foster their Ponzi bets.  Households should be so faithful in the Fed management that they would believe that it is the master of the future.  Such a postulate is tantamount to science fiction on a totalitarian economy ruled by some sovereign central bank in the like of the former Gosplan.  The central bank cannot displace the RMEF and create ex nihilo new unbounded opportunities.  Interest rate cuts have no impact on households’ animal spirits.  They do not prevent the fall of their demand for credit and they do not convince households to ignore that stocks are overpriced relative to profits.



Interest rate cuts cannot maintain the collateral of bank loans, they cannot prevent the credit crunch.  Monetary policy is powerless to restrain or even hinder the profit shortage induced by households reversal of vision.  It is utterly inefficient to move the economy below the RMEF, it cannot undo a crisis it did not do.  Herein is a distinction between two kinds of crises relative to the role of the central bank:





�                           

                  Central Bank Led Crises                            Crises Independent of Central Banks

                                  I                                                                         II

 Origin:        Excruciating rise in real rates            Origin:    No intervention of Central Banks 

                    of interest imposed by the                                Profit shortage when the economy

                    central bank                                                     Is on its RFER



 Channels:    Credit effect                                                     Collapse of the Ponzi Structure

                    wealth effect



 Context:     Already weak economy                                     It ends a major boom which has

                    with a mild boom.                                             been led or partly led by technology.



    Role of

Fiscal Policy:   None or accommodative                                  No role or when major role it

                                                                                               generates a profit squeeze.



Ending of

  Crises:      Dramatic change in                                                No role for the central bank.

                  central bank policy



    Cases:    Early eighties                                                         The forthcoming crisis

                  early nineties                                                          late twenties early thirties crisis                    slumps.

�                                           History reveals two kinds of crises II



                     Pure Endogenous Crises                         Endo-Exogenous Crises



          No significant role of fiscal policy.                   Major role of fiscal policy.



          The weight of the State in the                           Very strong fiscal squeeze thanks to

          economy is too small.    No                               the weight of the State and a genuine

          genuine long-run fiscal policy.	                         long-run policy of squeeze.



         Late twenties early thirties crisis.                       Early years of the twenty-first

                                                                                  century crisis.



III      Beyond Conventional Monetary Policy, What Must be Done?



One could believe that no new kind of policy is needed because the central bank power goes beyond the control of interest rates while the beginning of the deflationary process must automatically substitute deficits for fiscal surpluses.



                                                                 The Inefficiency or Impossibility of Autonomous

                                                                 Central Bank Intervention Other Than Orthodox

        Monetary Policy.



Three kinds of those interventions exist in the literature on economic policy: open-market policy;

�exchange-rate policy; financing infrastructure.  The last one is praised by some left-wing heterodox economists while the others are praised  by rather orthodox ones.



                                                            Open-Market Policy



The central bank can increase at will its stock of State bonds, which provides the private sector with an equal amount of State money.  State bonds are mostly held (outside the public sector) by financial institutions including banks.  Open-market policy is therefore only increasing the liquidity of the financial sector without any impact (or an insignificant one) on households liquidity.  They cannot remove the liquidity constraint of households knowing that they are poised to remain on the FEFR.  Open-market policy cannot hinder the fall of the demand for credit even though banks could be ready to postpone the credit crunch.  The more the financial structure has evolved households intermediation animated by Ponzi debts, the lower is the efficiency of open-market policy.  One could wish that the central bank acquired stocks (4) but a central bank holding a large portfolio of stocks is beyond sensible policies.  It was, maybe, what Keynes had ultimately in mind when he recommended the «socialisation of investment»!  Such a policy would not even be enough to bail the economy out of the crisis because it would not eschew the dramatic reversal of households’ dreams of the future.  Households would repay a share of their accumulated debt without increasing their new indebtedness.



                                                                                  Exchange-Rate Policy



�Through exchange-rate policy the central bank lowers interest rates to depreciate the currency.  It raises two questions addressing its possibility and its efficiency.  In the long-run exchange-rates reflect relative expected real rates of return on financial assets, including capital gains.  Expected relative growth of stock prices leads animal spirits of wealth-holders operating on a world scale.  They depend upon the relative growth of expected profits and therefore of aggregate demand.  During the 1994-2000 boom US dollars rose relative to continental European currencies (and later the Euro) and the Yen because there was a major boom in the USA, a slump in Japan and a protracted quasi-stagnation followed by a minor boom in continental Europe.  Contrary to what happened in the early eighties, the Fed played no part at all in the rise of the exchange-rate of the currency.  As soon as  the deflation process starts, the exchange-rate must reflect the relative change in the vision of the course of expected profits in the USA, the Euro zone and Japan.  There are three possible cases:



                       I                                            II                                       III



    Expected profits drop               Expected profits drop               Equal expected drop 

    more in the USA.                      less in the USA.                       of expected profits.



    There must be a drop                There must be a rise                 Unchanged exchange rate.

    of the exchange-rate of              in the exchange-rate of

    the dollar.                                  the dollar.



�The Fed should only be worried in cases II and III and strive to convince the market of depreciating the currency, assuming the neutrality of other central banks.  Strong interest rate cuts can sway expectations if they increase effective profits in the USA.  It has been shown that they have no impact on profits and therefore on the course of expected profits.  The sole deed of the Fed cannot deviate the exchange rate from its endogenous level but, maybe, in the very short run.



Notwithstanding the obvious lack of power of the central bank, let us assume that by the mere virtue of luck, it sways so much relative visions of the future that the dollar drops relative to the Euro and the Yen.  The crisis process could be halted if the sole depreciation of the currency generates enough profits to match expectations.  It should suppress the trade deficit and it should even turn into a surplus!  The very magnitude of the required trade adjustment explains why no solace can be found in exchange rate policy.  The growing dependency of the American economy upon imports, especially from Asia, both for equipment goods and consumption goods cannot be reversed by a drop in the exchange rate.  If a sharp reversal would happen the impact on Asia would be catastrophic; a new Asian crisis would happen and it would be quite worse than the 1997-1998 crisis.  Out of the collapse of Asian economies, a world crisis would evolve.



                                                                     The Heterodox Left-Wing Solution



�At least, could some relief be expected from the commitment of the central bank to finance infrastructure outlays which is the last resort plan of some heterodox «bold» economists?!  It is a weird plan!  What is at stake is an increase in the Federal State outlays, including transfers to other levels of Governments when infrastructure spending is undertaken by municipalities or states (provinces in Canada), without an equal creation of tax liabilities.  It is therefore driven by a planned deficit which requires a dramatic change in fiscal policy.  It does not hinge on an autonomous policy of the central bank, since taxes are extinguishing money.  State outlays are automatically financed by the creation of money by the central bank (or by private banks under  the Euro zone regime) (5).  As soon as outlays are decided, the central bank is pledged to finance them.  Supporters of the «socialization of investment» plan ignore modern finance-like most heterodox economists (Parguez, 2000).



             The Inefficiency of Automatic Fiscal Stabilizers



The fiscal surplus should not survive the end of the boom.  Taxes must drop out of the collapse of stock prices and the declining trend of labour income.  A deficit ought to appear bringing some relief to the profit shortage.  This automatic stabilizer could be held in check by a survival of Clintonomics because according to official forecasts the surplus should grow endlessly in the future.  There are two explanations of this economic wonder.  Either forecasters ignore the very possibility of a crisis and even of a lower growth or they rely on an anti stabilizer policy of increased taxation and spending squeeze.  Whatsoever the last hope of Clintonomics, long-term growth cannot be restored by an endogenous deficit.  It is highly improbable that it would generate enough profits to match the profit shortage.  As shown by the Kansas-City school even if it were high enough, it would bring a very short-lived relief.  As soon as employment and stock prices start to increase, a surplus must happen again because of the tax structure that combines high rates of taxation with taxes of which the income elasticity is very high.  Taxes are poised to increase faster than income, which restores the fiscal squeeze and therefore keeps at bay any positive reversal of animal spirits.



                                                                 The Necessity of a Radical Change of Economic Policy



�In the short run the ailing economy can only find relief from a genuine fiscal policy of full-employment.  In the long run, whatsoever the then pace of innovations, stable growth requires some new kind of policy in the line of the ELR program.



                                                                          The Restoration of Fiscal Policy



It has to increase enough aggregate demand to remove the two intertwined obstacles to growth.  On the entrepreneurs side, the State must generate enough profits to meet the profit shortage.  On the households side it must simultaneously increase enough of their available income to reconcile an increase in spending with the required liquidation of a share of their Ponzi debt.  An increase in State outlays must therefore be coupled with a strong decrease in taxes.  Those who oppose lower taxes ignore the burden of the Ponzi debt of households.  As long as this burden is not alleviated, they are not keen to increase spending even if there is an induced growth of their income.  Relief only comes from a direct increase in their available income provided by lower taxes.  An efficient tax relief requires lower rates of taxation for all kinds of taxes, including the tax on capital gains, but also a much lower income elasticity to hold at bay induced surpluses.  The progressivity of income tax must be reduced and income tax exemptions must be increased while the share of income tax in aggregate revenue must be sharply cut.  Relief also comes from lower contributions to the Social Security Trust Fund which played a key role in the fiscal squeeze.  Some left-wing economists could be afraid by the possibility of a pensions squeeze because they cannot understand the basic principles of modern finance.  



�The outcome of this policy is the demise of the surplus which is replaced by a deficit.  From its initial level the deficit should converge on its equilibrium level providing the private sector with its required surplus for a given squeeze by the foreigners’ surplus.  Politically-correct economists could be shocked by the prospect of an increased public debt.  They misunderstand again modern finance.  It is the State that decrees the share of the ex-post deficit which must be refinanced by bonds to upset excess liquidity.  In any case an increase in the public debt, the soundest of all financial assets is the price society has to pay to get rid of the burden of private Ponzi debt.  If a proof of the inability of a central banker to grasp the core principles of economics is wanted, it must be discovered in the sheer obsession of Allan Greenspan and the likes of him with the Public Debt.  They never understood the causal link between less public debt and more unsustainable Ponzi private debt or, maybe, they were not bothered at all by the private ponzi debt because it was «private», (6).



Towards a New Policy



�Stabilization could happen quite below true full-employment.  Fiscal policy itself cannot move therefore households below the RFEF and free them from expected constraints on expected income.  It is only the State which can suppress RMEF by implementing a program targeting permanent true full-employment and income stabilization. Herein is the logical foundation of the ELR program at least in my interpretation.  Households have no more to fear the lack of job opportunities and the wage constraint imposed by firms.  A reversal of their animal spirit can no more endangered firms profits and firms own animal spirits are reinforced in their faith in a future of unending opportunities.  Cautious economists may argue that genuine full-employment must leave unchecked inflation, Keynes himself shared this fear.  Inflation must not be feared because in a truly stabilized economy, firms would have no more incentive to increase prices.  Wage cost would be stabilized and mark-up rates ought to be constant or declining because of the expected long-run growth of profits.  In the context of innovations leading to an increase in productivity, the program is also saving the economy from the inverse danger of deflation.  Such a danger is embedded into the temptation of firms to use the rise in productivity to shrink their wage-bill and henceforth play some Say’s Law game.  Productivity does not generate aggregate demand, Say’s Law game only results in deflation.  A permanent ELR program is financed by State outlays which are not offset by tax liabilities.  It reflects the new equilibrium level of the deficit which is more stable and possibly lower than the old equilibrium level in the economy without an ELR program.



A Resilient Myth



No sensible anti-crisis policy can be undertaken as long as society (at least its ruling elite) does not awake from the dream of an almighty benevolent central bank.  The unbridled cult of Allan Greenspan has been the ultimate foundation of Clintonomics and its weird management of the economy.  Craving fore salvation by the central bank is the best way towards a new major crisis.  The central bank can do nothing to restore growth and it is not even sure that it wishes to generate a new sustainable boom.  The Fed and other central banks have not yet understood that their dream of a public debt free economy with permanent fiscal squeeze contradicts the driving force of capitalism, profits, maybe they are enthralled to their Say’s Law vision of firms creating their profits without any constraint. Could central bankers learn, here is a crucial question.



The Greenspan Myth is resilient.  An ominous omen is the assault unleashed against the Chairman by unabashed supporters of Clintonomics.  He would be guilty of having stopped the boom because of previous interest rate hikes motivated by the fear of inflation.  He was indeed wrong.  There was no threat of inflation on the RMEF where the run in productivity and the wage constraint deterred producers from price hikes.  His policy had not the least impact on animal spirits of households for whom the future had already been upset.

�Now, in the wreck of the demise of the boom, those unabashed conservative economists take amazing wagers on the impact of interest rate cuts.  They cannot eradicate  the seeds of the crisis, as I have tried to prove.  Assuming that by mere luck they hinge on households expectations, it would be an ominous omen again.  The radical change in economic policy would only be protracted, instability would be compounded leading to a more radical reversal of expectations in the very near future.

          

                                                              * * * * *

































�(1)     Marx and Schumpeter had explained how capitalism is driven by changes of technology.

          All major booms were driven by the expected profits generated by the use of a new

          technology, including the twenties boom which lasted some seven years.



(2)     Chrétienomics and economic policy of the so-called New Labour in the UK are the twins of            Clintonomics.  In both countries what remains of the left fell for the surpluses and debated

          on the best use of those surpluses.  In the Euro zone a harsher fiscal squeeze has not been

          offset by the same level of households Ponzi debt.  The trade surplus was not enough to

          soften the fiscal squeeze.



(3)     Even during the twenties boom when Ponzi debt was mostly accumulated by firms.



(4)     In a public debt free economy, the Fed would be obliged to intervene in the stock market 

         and could henceforth circumvent the market game it supports.  None of those who praise

         the zero public debt-free agenda seems to be aware of this contradiction.  Hayek would 

         have been horrified by the vision of a stocks market driven by a central bank, contrary to 

         Clintonomists who ?????? the Fed, Hayek loathed central banks.



(5)     This is a thorny question: The European Central Bank is forbidden to create money for 

          member states.  Logically they must rely on banks to finance their outlays.  The prohibition            raises a lot of technical difficulties.   Either Euroeconomists ignored modern finance or they

          wished to give bounties to banks.



(6)     Such an ignorance does not fit easily into their ex-ante principle of Sound Finance.

�(7)     Wray (1998) is right to deny any operational role to the deficit equilibrium level in an            economy bereft of ELR.  It cannot be known for sure by policy-makers.
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