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Introduction.

This is a heterodox work with orthodox foundations.

From the epistemological perspective it assumes seriously the
contributions of Karl Popper and Imre Lakatos," which in the current “orthodoxy”
have become a glorified form of statistics—what Mark Blaug' called an innocuous
form of verificationism, something light years away from Popper’s principles." In
my interpretation of Lakatos, the Methodology of Scientific Research
Programmes, can be used as a critical tool for theory building, not only as a tool
for historical research. To do so a critico/rational reconstruction of the theories
subject to inquiry is a necessary initial step. Certainly this starting point, if we are
interested in the development of the theory, should not be an historical
assignment, but should be a logico/systematic exercise. The goal should be to
uncover the ‘hard core’ of the discipline, and if and when possible, to reconstruct
such theoretical system. | have found that in economics such a systematic hard
core is present in the works of classical economics and have found a remarkable

continuity in its development. Solid foundations have been laid down.

Thus we argue for a research programme based on a rational
reconstruction of the theoretical system of classical political economy. At the hard
core of the classical grand vision we find the problems of the long term
development of modern capitalist economies, closely related to the issues of the
distribution of wealth and its impact on the dynamics of the system. From a
contemporary perspective, we are talking about the analysis of the conditions for
the long-term sustainability of alternative social modes of organization for the
creation and the distribution of wealth. The understanding of these issues
requires the solution of the problem of value—the formation of relative prices—
the determination of income and its distribution. A theory of competitive markets
where the relative prices of commodities—its value—are determined jointly with

incomes, is at the hard core of the classical system. | will argue that classical



political economy constitutes a relatively well developed science with a common
domain: the generation and the distribution of wealth; with a short and a long-run
consideration; and with a relatively complete shared theoretical system founded
on the determination of value in a competitive setting. The dynamics of the
system are centred on the profitability of capital. The main divide | find in two
alternative explanations regarding the system’s dynamics that revolve around two
different perspectives on profits. These, | identify as the Smithian, profits as a
cost, and the Ricardian, profits as a residual, perspectives. Within both, capital is
conceived as a physical entity comprising the commodities used to produce
commodities. In the Smithian vision the cost of capital is a price; in the Ricardian,

the rate of profit is a measure of profitability.

For the classics in one way or another capital, the profit rate, money and
the interest rate, were fundamental variables that required theoretical elucidation.
Today we are not closer to agreements in this area, than we were a hundred or
more years ago; most likely the confusion has increased. Nevertheless, perhaps

the time has come for integration.

Ultimately my interest in epistemology and economic theory is practical:
the need to understand the world we live in so we can do something about it. The
stability or instability of modern capitalist economies, financial crises, the
problems of growth and poverty, the likelihood of major environmental
catastrophes that will require radical changes in the way we allocate resources,
the so-called new architecture of the world’s financial system. Are in my view
some of the central problems that need a radical re-thinking, to come up with new
answers and policies. | believe that this process should start from the foundations
of our knowledge. The XX" Century saw many theoretical and economic policy
controversies: Keynes and Keynesians, neo classical, monetarists, Marxists,
post-Keynesians, New Classical, etc., etc; many revolved around the theoretical
questions concerning the interactions of real and financial markets, real world

implications and economic policy alternatives. In particular, after intense debates
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in the 1970s the issue of the integration of monetary theory to general equilibrium
value theory was left dangling, and with it the scientific foundations of monetary
and financial policies. | have concluded that the necessary integration of value
and monetary theory passes through a theory of capital; as a category distinct
from the commodities used in production. With regards to this last, the recent
contributions of the so-called revolution in finance may prove fundamental: the
value of capital does not come from the past but from the future. However,
another antique and quite underground approach must also be rescued: capital is
not a thing but a social relationship. Capital is an institution, it is an entitlement.
This consideration implies that capital is not a scarce productive resource. This,
as well, implies that the financial system cannot be seen as the locus where a
scarce resource named capital is allocated to competing uses. Nevertheless,
capital represents acquisition power, it is traded and its value may play a

significant role in the dynamics of the system.

The purpose of this essay is to contribute to the development of a general
theory of the economics of capitalism, by supplementing the classical theory of
value in free markets with a theory of capital, which will permit us to study, in an
integrated manner, the workings of real, financial and monetary markets, with a
short and a long term perspective. It is considered that capitalism as a social
reality is essentially different than the pure free market economies portrayed in

the standard teachings of modern economies.

The theoretical proposal advanced in this essay integrates Say’s Law and
the workings of competitive markets in a wider framework that admits a
continuum of temporary general equilibrium positions, where the Smithian ideal
end point is just one of them. Such a general equilibrium approach would require
initially the adoption of the two classical equilibrium conditions, in the short and in
the long term: Say’s/Walras’ Law—the market clearing principle—and, in the long
term only: prices equal costs. Equilibrium in capital markets is considered

through the third classic general equilibrium short term condition: the returns on
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capital are equalized. Certainly, these three classical equilibrium conditions are a
rational reconstruction or reformulation of similar concepts present at the hard

core of classical economics together with the workings of competitive markets.

In this work we will consider profits as a residual value determined in real
terms and as a temporary general equilibrium phenomenon, in the long term
when prices equal costs residual profits will disappear. We define capital as the
property right over future residual profits, a property right that is valuable and that
is traded in markets. To study the problem of the determination of the value of
capital and its variations, we need to find a way to determine the economy’s
general rate of profit as the appropriate rate to determine the value of capital. To
study the dynamics of the value of capital, we need to establish the way the profit
rate interacts with the interest rate as determined by real and monetary forces.
As well, we need to scrutinize the dominant capital pricing paradigms and to

consider the issue of the structure of capital.

A true contemporary ‘classical’ approach would also integrate fully the
monetary and financial forces at play, and develop a consistent theory of the
interest rate as a completely different phenomenon from the profit rate. Such an
integrated system—a classical hard core supplemented with an heterodox theory
of capital and the nominal interest rate—should be able to summarize in terms of
an aggregate demand and supply analysis, the short term determination of
income and the interest rate, while considering the impact of capital effects.
Ultimately, we may be able to advance the understanding of when and how the
dynamics of capital may affect the short and long-term dynamics of the economic
system, particularly cycles and financial crises, through variations in the value of
capital and hence through changes in the value and distribution of wealth that

may impact aggregate effective demand.

The alternative scientific research programme that may stem from this

work would concentrate on the core problems of the classical theoretical system
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that are still relevant for contemporary economics, and in the study of the
complex dynamic processes, whereby real world economies, converge or not,
either in a stable or in an unstable manner, towards a long term equilibrium,
where the optimal results of free markets, as different from capitalism, can be
realized. A ‘classical’ study of these processes would concentrate the analysis on
the generation of profits, the profitability of capital and on its long-term trend. A
true contemporary ‘classical’ approach to the study of modern capitalist
economies would also integrate fully the monetary and financial forces at play,
recognizing that financial forces can have real effects and that these can be
negative, severe and long lasting. The problem is to understand the conditions
where significant instabilities in modern capitalist economies can emerge
endogenously so that they can be avoided. Also we want to understand the real
workings of the monetary and financial systems so we can identify the conditions
where they can contribute their best to the long term development of our
economies and to the social and environmental sustainability of the global

community.

Back to epistemology: If the hard core of a scientific discipline can be
expressed in a succinct system, we may be able to use it as a tool for evaluating
alternative theories and eventually for theory building. | find silly those pseudo-
methodological postures that believe that in science everything goes, or that
argue that a particular discipline should be completely cleansed from some
particular perspective, say neoclassical economics, so the real truth can be
somehow uncovered. Certainly, the plurality of approaches is the sine qua non
condition for democratic life. In Lakatos vision, regressive scientific research
programmes would eventually wither and die. Let them die in dignity, even if they
proved to be wrong they cannot be seen as barren, the engine of knowledge
thrives on the dialectics of opposing ideas and synthesis includes both sides. It
does not matter if one side is in the negative. However, in science we should be
able to identify in the growing tree of knowledge those dry, redundant branches

that cannot bear fruit anymore. Many times an unwelcome task, given the



entrenched—emotionally and otherwise—vested interests that live off such
branches. Epistemology or a solid methodology of science should assist

scientists in carrying out this task.

As Lakatos expressed it, the first step in a serious critique of a scientific
theory is to reconstruct and to improve its logical and deductive articulation; a
rational critique does not assume the existence of a fully articulated deductive
structure, a rational critique creates it. Lakatos saw clearly that it was impossible
to understand the evolution of science or to have a totally descriptive
historiography of science, without a philosophy of science. That is, a history of
science free of methodological considerations. Lakatos as well understood that a
pure philosophy of science, that is an a-historical, purely prescriptive
methodology of science, was also impossible. This vicious circle can be
expressed paraphrasing Popper: those who want to tell it like it is; will end telling
it as it should be. Lakatos took as his maxim a paraphrase of one of Kant’s dicta:
“Philosophy of science without history of science is empty; history of science
without philosophy of science is blind” and tried to develop Popper’s contributions

into a “critical tool of historical research.”

Popper dealt fundamentally with the question of determining a criterion for
what is and what is not science, he advanced the falsifiability principle as an
answer." Lakatos explored a criterion for evaluating the growth of knowledge; he
advanced the idea of the new facts, or of the unpredicted predictions that could
widen the empirical content of a theory, increasing its predictive and explanatory
powers. Unfortunately, Lakatos did not live long enough to fully develop his
ideas, and what could have been a solid criterion for the growth of knowledge:
the idea of the new facts became in the process of demotion of epistemology to

statistics, a nickname for out of sample observations.

In some quarters it has become fashionable to argue that there cannot be

an epistemology’, among other things because closed systems are irremediably
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flawed. An usual suspect pointed out in the field is general equilibrium economics
as the paradigm of closed systems. A litany of well known complaints usually
follows most around the unrealistic assumptions of the construct. What | find
flawed is the idea of closed versus open systems. All systems are open, closure
is always a methodological decision and as such, preliminary and to some extent
arbitrary. The closure decision may be explicit or implicit, some may believe that
closed systems do exist, but that is another story. Godel" showed that a single
logical system was not enough to provide a foundation even for the arithmetic
system, all consistent axiomatic formulations of number theory include
undecidable propositions. Godel demonstrated that every logical system is
incomplete, and just as it is impossible to lift yourself up by your own bootstraps,
it is impossible to justify your methods of reasoning on the basis of those same

methods.

The previous ideas are relevant for the issue of the growth of knowledge:
If we have say, s, number of alternative theoretical systems each one
comprising at least a theory or a number of them, t;, then we have, t =t s
theories, each one purportedly explaining a particular fact, f; , where i = 1 to «
of course we may have many theories explaining the same fact or variation of it.
From Godel, then we have at least, s , undecidable propositions, d =s. We can
see these last as the measure of our ignorance. We can never know how much
we know because what is there to know is infinite. Nevertheless we might be able

to reduce our ignorance.

Let a hundred flowers bloom; let a hundred schools of thought contend.
Then we willhave s =100 ; t =100 ; f=100 ; d = 100 . Two hundred schools of
thought each with a theory, s = t =200 ; will increase our ignorance now
d = 200, and quite possible will increase our confusion. Because if, f = 700 now
we have at least two theories per fact! Or double the facts, if scholars disagree
on the what is to be explained. By contrast, if the different theories are integrated

in systems: say now we have 25 theories per system, then we s =4 and thus
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d = 4. In this simple case, note that systemic integration has made at least one
theory per system redundant, so we are explaining the same facts with less
knowledge (now t = 96 not 100) so to speak. Not to mention that through the
integration of theories in systems we may find that previously separated facts are
really parts of the same different fact, or that the randomness of some
observations was apparent, and so on. All in all, our ignorance has been

significantly reduced.

The parallel with Popper’s principle should be evident: we cannot prove
the validity of a theory, but we can certainly prove that a theory is not valid. Here
we can say, we may not know if our knowledge has grown, but we can know if
our ignorance, and/or confusion are less. The more systematized our knowledge
is the more facts we will be able to explain without increasing our confusion.
Knowledge grows not because we know more, we have no way of ascertaining
this, but because we can explain more facts with less undecidables, or simply
with less confusion. The growth of knowledge consists in the reduction of
ignorance. And the only way we can achieve this is through the integration of
particular theories into consistent logical systems. We need to be able to explain
more with less. The empirical content of our theories, as Lakatos expressed,
should expand. If an addition to a theoretical system permits us to explain
previously unexplained facts or observations with the same—now expanded—
logical apparatus, or if the amended system predicts ‘new’ facts or observations,

we are advancing our knowledge.""

More often than not, observations that cannot be explained by a particular
theory or system are attributed to random causes that are external to the system.
A particularly strong criterion to judge the power of an expanded theoretical
system could be for example, if it is able to identify the particular mechanism(s) of
intrinsic randomness generation, that can account for the system’s apparent
randomness."" If such mechanism(s) can be clearly defined, we should expect

repeatability and hence predictability, randomness of results becomes apparent.
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Even though it should be recognized that the complete elimination of
randomness that is introduced from the environment is impossible, the
identification of the precise mechanisms at work that account for most or all of
the apparent randomness in the system, will significantly reduce the presence of

true randomness and hence increase the predictability of the system.

The Lakatosian inspired rational reconstruction presented in this work, has
tried to re-create the deductive structure at the hard core of the scientific
research programme, SRP, of classical political economy. | have used this
rational reconstruction as a tool for the critical analysis of some of the most
relevant contemporary currents of economic thought, and mainly to develop
theoretical alternatives to help explain the aggregate dynamics of modern
capitalist economies. In other words, | have used epistemology not only as a
“critical tool of historical research” but also as a “critical tool of scientific
research.” | have proposed and tried to illustrate as well, a strict demarcation
criterion for the growth of knowledge: only integrated theories that explain more
with less and that provide us with the intrinsic mechanisms that reduce the
apparent randomness of the system we are studying, will moderate our

ignorance about it.

Godel’s contributions play a central role in this methodological approach: if
all systems are by definition incomplete and only integrated theories advance
knowledge—reduce ignorance—then the opening/closure methodological
decision(s) pertaining a particular system become(s) fundamental. What are
exactly the variables that correspond to another system? In other words: which
are those variables that cannot be explained within the initial system but,
nevertheless, play an essential role in its dynamics. And how can we integrate
systems in an essential form? We should look for variables and linkages that
expand the emprical content of our theories and reduce the apparent
randonmess of our system(s). To express these ideas in another, colloquial way,

the doors that close a system, may also be the doors that open another. If such a
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connection is correct—if the linkage is essential in terms of the behavior of the
system(s)—then both systems merge into one. Hopefully, a more powerful

theoretical system in terms of its explanatory and predictive capacity.

It should be apparent that the structure and the purpose of this work
require the revision of a wide variety of authors and schools of thought. Clearly |
had to chose what to include and what not to include, which | did assuming all
the responsibility. | tried to include only those authors and schools directly
relevant to my study and to limit my analysis to the minimum necessary, without
any presumption of dealing exhaustively with their contributions. A rational
reconstruction is essentially deductive, inductive details were mostly sidestepped,
| aimed for equilibrium and completeness given my purposes, personal

inclinations and limitations.

| was immensely fortunate to have throughout this work the help and
permanent support of Dr. Guadalupe Mantey my main tutor, and also of Dr.
Martin Puchet Anyul, Dr. Etelberto Ortiz Cruz, Dr. Fernando A. Noriega Urefia,
Dr. Carlos Rozo B., Dr. Alfredo Sanchez Daza. For all these very distinguished
scholars my gratitude and personal consideration. In the end | am completely to
blame for the errs and, if there are any hits, they should be seen as the result of
an intense debate and collaboration among those involved in this effort

particularly, Dr. Guadalupe Mantey.

The structure of this work follows the previous methodological and
theoretical reasoning; all in all a theoretical integration of the workings of the real,
capital and monetary markets is offered within an integrated general equilibrium
framework of classical inspiration and some suggestions are offered to develop

future research.

The first chapter presents an initial rational reconstruction a la Lakatos of

the theoretical system of classical political economy, identifying what can be seen



as its hard core and its main shortcomings. The central problems are the
determination of value and distribution, and the dynamics of the long term
development of modern economies. The nature and determination of profits
emerges as the fundamental question, inextricably linked to capital and to the

profitability of capital.

In chapter two the problem of the nature and determination of profits is
considered. The Smithian vision of profits as a cost is rejected. We seek to
determine profits conceived, in a Ricardian spirit, as a residual of value but doing
so under general equilibrium conditions. It is considered that the problem of
profits should be solved at the most general level of abstraction without relying
on special cases or particular hypotheses. Uncertainty, imperfect competition and
information, rationality limits, among other equally important real world

phenomena, are not considered at this initial state of the analysis.

| will argue that modern general equilibrium analysis in the way its has
been developed by the seminal contributions of Arrow and Debreu, among
others, inspired in the original Smithian vision of competitive markets and the
contributions of Walras, admits the consideration of profits as a residual without
changes in its fundamental logical structure. By solving in a definitive manner the
classical theoretical problem of the determination of the value of commodities,
Arrow and Debreu, have also provided us with a framework to solve the problem
of profits as a residual of value. Once all the prices of commodities are
determined, profits are determined. In the competitive equilibrium profits can be
positive, or, equal to zero. | will make a case for the reinterpretation of positive
profits as a residual of value, within the same logical structure of Arrow and
Debreu. The introduction of real time in Arrow and Debreu, A&D, implies the
restoration of the ancient classical distinction between the short and the long
terms, as well as the second Walrasian, and other classics, long term equilibrium

condition: prices equal costs/profits equal zero. Once real time, against the
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compressed meta-time of A&D, is considered, positive profits are reinterpreted as

a temporary residual of value that can emerge in general equilibrium conditions.

The consideration of profits as a residual raises the question of the nature

of capital, which is the main issue we deal with in the following chapter.

In chapter three we define a modern capitalist economy as: an essentially
monetary economy, where the maximization of the value of capital is a force as
decisive as the maximization of utility and profits by consumers and firms, if not
the dominant force of the economy. The explanation of the dynamics of such an
economy requires that the problems of capital and the returns on capital, money
and the interest rate are solved in a consistent way with value theory within a
general equilibrium perspective. Capital is considered as a property right, as an
entitlement, over residual profits, not in physical terms. Capital is not reducible to
finance or to money, and the interest rate is seen as essentially different from the
profit rate. In this work we argue that profits as a residual of value, capital and
money are inextricably linked at the core of the workings of a capitalist economy.

The main objective of chapter three is the analysis of capital and the profit rate.

Profits are determined in a general equilibrium where markets clear but
prices differ from costs, profits emerge as a net addition to the acquisition power
of the community, over and above the value of the commodities employed in
production. The value of capital is determined by the value of future residual
profits discounted at the appropriate rate. Capital is not money, but the possibility
of turning capital into money and vice versa, can be considered as one of the
main forces that ultimately cause the effects and disturbances, associated with
the non-neutrality of finance and money. The consideration of both classical
equilibrium conditions, markets clear and prices equal costs has the corollary that
equilibrium with positive profits is by necessity a temporary equilibrium. We need
to consider the continuous equilibrium of a modern economy where profits are

continuously changing and so is the value of capital. Real time needs to be
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considered. In this respect we follow the Walras/Marshall/Lindahl/Hicks intuition
expressed in the idea of a general temporary equilibrium, nevertheless a
reformulation is proposed. Modern general equilibrium analysis has developed its
own perspective within the literature of sequence economies dealing with
financial assets including money as one of them. A brief review and critique of

this very important approach is presented.

We argue that the respective pricing mechanisms of commodities and of
capital as a property right, as an entitlement, are essentially different. By
considering profits as a temporary residual of value that is logically determined by
the prices of all commodities, we have a base to determine the overall rate of
profits of the economy and, hence, the value of capital as a trade able property
right. This definition permits us to distinguish between two essentially different
types of financial assets, first those whose value is directly associated to a
particular commodity or a bundle of commaodities, for example, a futures contract
or an A&D state-contingent contract, and those whose value depends on residual
profits. Only these last can be considered as capital, we distinguish two basic
types of capital assets: equity and debt. We consider that the question of the
existence or not of complete markets can be simplified this way: only those
markets that deal with a particular asset, a service, linked directly to commodities
need to be independent markets indistinguishable from goods markets; for
capital we will need only one market. By doing so we can derive a rationale for a
single capital market, where the returns on capital can be equalized, as the

classics postulated.

To explain the equalization of the returns on capital, we adopt the
principles of the no existence of arbitrage and the law of one price in financial
assets markets, we argue as well for the irrelevance of the market clearing
principle with regards to capital markets. To solve the problem of the value of
capital as the present discounted value of future profits, it is necessary to

determine the appropriate discount rate. We postulate that this rate is the overall
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rate of return of the economy as determined by the prices of all commodities in
general equilibrium. All in all a very significant simplification of the problem of the
existence of complete markets is achieved. We conclude chapter three by
introducing the problem of the structure of capital and by considering how the
existence of capital and the interest rate as different from the profit rate, may
cause a breakdown of Say’s Law of Markets. Changes in the value of capital,
capital effects, may affect the distribution of wealth and under some
circumstances the overall level of wealth, with potential consequences in the
demand for money and in the aggregate level of demand. That is, in the level of

effective demand.

As long as shares of capital, that is equity, are the only form of property
rights over residual profits that is considered, the existence of different rates of
return at the firm level that causes the existence of capital gains (or loses) will
only generate distributional effects among share holders that will cancel out at
the aggregate level. Capital effects, changes in the value of shares that may
enter in the budget constraints of consumers, for the economy as a whole will be
zero. Under these circumstances Say’s or Walras’ Law is irrevocably valid.
Nevertheless, once we introduce the interest rate, as a remuneration of debt,
capital effects, changes in the overall value of capital either positive or negative,
will emerge. Say’s or Walras’ Law, becomes a special case of macroeconomic
equilibrium: the case where the economy’s profit rate and the interest rate are
equal. Other than in this particular case, Say’s or Walras’ Law is not irrevocably

valid.

The task of chapter four is the study of the structure of capital or the
financial structure of the economy to use a more common expression.
Nowadays, the standard view within academic economists is that the capital or
financial structure does not matter. A postulate enshrined in the so called,
Modigliani—Mille—Barro—Ricardo theorem, which is an extension of Say’s law

of markets, or Walras’ law, or the market clearing principle, to the world of
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finance. We will argue that the financial structure matters, and that sometimes it
does matter a lot. In contradistinction with previous chapters where the adopted
perspective stems from the real side of the economy, in this chapter we will
approach the problem from the perspective of modern financial economics. The
proposed integration of both perspectives runs from the determination of profits
and the rate of profit in the commodities markets, to the determination of the

value of capital and the interest rate in capital and money markets.

In the previous chapter, we argued that capital, may emerge as a net
financial asset of the community; as an asset with a value that may have a net
effect on the level of aggregate effective demand. This capital effect, at the
highest level of abstraction, depends on the existence of different forms of
claims, of property rights, over residual profits. It depends on the existence of
debt remunerated with interest, of shares remunerated with residual profits after
debt service, and on the differences between the profit rate and the interest rate.
Hence the consideration of the structure of capital, that is of the distribution of
property rights over cash flows, in the most basic distinction between equity and

debt as different forms of capital, is indispensable.

In a modern capitalist economy, capital is, of course, a very important
component of wealth. Within this framework, contrary to the classical assumption
that considers wealth and its distribution as a given, the generation and the
distribution of wealth become variables at the core of movements between
temporary general equilibrium positions. The distribution of wealth stops being an
a priori given. Once we introduce different forms of claims on profits, the
aggregate value of capital may change. The total level of wealth is not a constant
anymore. The variations of the value of capital are considered as a case of
apparent randomness, which our analytical framework explains. So at the core of
the workings of a modern capitalist economy are the variations of wealth and its

distribution.
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From the financial economist's perspective we have seen in the last
several decades a “revolution”; at its core there is a change in the theory of the
valuation of capital, whereby the value of capital is determined by the net present
value of future profits. Nevertheless, within the dominant financial perspective,
quite frequently the two central variables of finance, the market rate of return—
the general rate of profit—and the interest rate, are considered either as given
independent variables determined outside of their system, or determined by
special theories. In this chapter the main approaches to capital asset pricing are
reviewed and criticized. A reformulation of the Miller and Modigliani framework is
advanced, demonstrating that the capital structure of the economy matters. Also
an alternative analysis to determine systemic risk is proposed. We end the
chapter with a series of numerical examples to illustrate the emergence of capital
effects and the determination of systemic risk, that is the variability of the returns

on capital.

The emergence of capital effects and variations in systemic risk with
potentially explosive destabilizing consequences, are directly related to the
introduction of different forms of capital and the interest rate. This makes the

analysis of money and the interest rate indispensable.

Chapter five stems from Schumpeter’s distinction between two major
analytical traditions in economics: Real Analysis and Monetary Analysis. In this
chapter, having developed an alternative theory of capital, a synthesis of both
perspectives is attempted. Money as a simple unit of account, as a numeéraire, a
transactions device, does not matter, it is neutral. The main problem is to identify
the conditions under which money is not neutral. The theoretical challenge is to
find a rationale for the demand for money, under conditions of perfect information
and zero transactions costs, and without relying on ad hoc hypotheses. By doing
S0, we may be able to develop an integrated theory of the nominal interest rate,

where the central bank and monetary policy play a central function. We will
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advance the inquiry about the potential role of monetary policies with regards of

the stability of the system.

The emergence of capital as a net financial asset may impact directly on
the level and the distribution of wealth, but also on the level of systemic risk. For
the changes in the value and in the distribution of capital to have real effects they
need to impinge on effective demand. They need to affect the spending decisions
of consumers and firms. In other words, changes in the value of capital need to
be translated into changes in the consumption and investment decisions of
agents. If they don’t, they will be neutral, and changes in the value of capital will

only be virtual.

For capital to be spent it needs to become money. We will argue that this
is the essential link between capital and money, which can provide us with a solid
rationale for the demand for money. Money is demanded to make effective the
acquisition power of capital, money is available acquisition power; following on

Marshall we postulate that agents demand money in proportion of their capital.

The interest rate plays a key role in the emergence of capital effects, and
the demand for money may impact the nominal interest rate, which may trigger
real effects. We argue that the demand for money associated to capital is a
fundamentally important part of monetary demand, a crucial part through which
monetary disturbances operate, and, where monetary policy must have its

effects.

Within the framework we have presented we will develop an alternative
perspective on the determination of the interest rate as a variable essentially
different from the profit rate, in a world where by necessity the central bank plays

a crucial role and where the supply of money is mostly endogenous.
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In chapter six | will assemble the theoretical alternatives developed in
previous chapters, regarding profits, capital, the rate of profits, the capital or

financial structure, money and interest, in an integrated fashion.

The purpose is to present the rudiments of a general theory of the
economics of capitalism. A theory that can help us explain the dynamics of
modern capitalist economies, through the understanding of the day to day, or
short term, interaction of the different spheres of economic life: the real or
commodities’ markets, the capital and financial markets, and the monetary
market; as well as the consequences of these interactions in the long term

dynamics of the economy.

While the analysis in the previous chapters has been carried out in a
vertical fashion, so to speak, here the analysis assumes a more horizontal
approach stressing the integration of the results previously achieved. The main
goal is to explore some uncharted territory and to identify a potentially fructiferous
future research agenda. A quite crude and preliminary attempt at a
macroeconomic synthesis is presented in terms of an aggregate supply and
demand analysis that stems from the more detailed and nuanced work

developed throughout this work.

The end of chapter six brings up one of the underlying issues—a more
sociological and political one—throughout this work, Free Markets and
Capitalism, the first more an ideal theoretical world the second more of a ‘really

existing’ social reality.

All'in all we hope to stimulate the debate by advancing some new
alternative theoretical foundations to rethink and eventually to reform the existing
monetary and financial systems, reducing and/or eliminating the sources of

potential instabilities generated by capital while harnessing its positive powers to
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promote growth and development, and to deal with the potentially catastrophic
environmental challenges we are facing today. If capital is not a scarce resource,
then we should concentrate in the betterment and conservation of human and

natural capital, of labor and land, as the ancient economists would see it.

Finance should deal with the best ways to protect the property rights of
those involved in economic activity without hindering it. If something can be done
technically and there are human and natural resources available—think about
stopping global warming—capital or the availability of financial resources, should

not be the limiting factor.

We expect that the theoretical contributions and suggestions put forward
here may help to better the world we live in, by reducing the ignorance and

confusion that surround it.

Victor M. Castorena Davis

Loreto, Baja California Sur, 25 de agosto del 2007.
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FREE MARKETS AND CAPITALISM
Towards a general theory of capital
Victor M. Castorena Davis

ABSTRACT

The purpose of this essay is to advance the development of a theory of the economics of
capitalism, by supplementing the classical theory of free markets with a theory of capital as
the property right over residual profits, which will permit us to study in an integrated manner
the workings of real, financial and monetary markets. At the core of the dynamics of modern



economies are the variations in the value of wealth and its distribution, capital is one of the
most important components of wealth. Profits are considered as a residual value determined
in real terms as a temporary general equilibrium phenomenon. To determine the value of
capital and its variations, we determined the economy’s general rate of profit, as the
appropriate rate to value capital. To study the dynamics of the value of capital, we
established the way the profit rate interacts with the interest rate. As well, we scrutinized the
dominant capital pricing paradigms to consider the issue of the structure of capital. The
variations in the value of capital have distributional and aggregate consequences and the
financial structure matters. The variations in the value of capital are a case of apparent
randomness, an explanatory intrinsic mechanism is offered. Potential sources of instability are
identified, however if capital is an institution, it can be reformed and its powers harnessed to
promote the common good. A true contemporary ‘classical’ approach needs to integrate fully
the monetary and financial forces at play, an essential explanation for the demand for money
linked to the value of capital is offered, and a consistent theory of the interest rate as a
completely different phenomenon from the profit rate is presented. We advance the
understanding of when and how the dynamics of capital may affect the short and long-term
dynamics of the economic system, particularly cycles and financial crises, through variations
in the value of capital and hence through changes in the value and distribution of wealth. The
proposed research agenda includes micro and macro economic problems, for example: the
structure of capital should be explained; we should be able to summarize in terms of an
aggregate demand and supply analysis, the short term determination of income and the
interest rate, considering the impact of capital effects; and we should analyze the complex
dynamic processes, whereby real world economies, converge or not, either in a stable or in
an unstable manner, towards a long term equilibrium, where the optimal results of free
markets, as different from capitalism, can be realized. The role of monetary and financial
policies is considered and an active policy is recommended. From the epistemological
perspective the Popper/Lakatos framework is adopted, a demarcation criterion for the growth
of knowledge is proposed and applied in the structure and content of this work: only
integrated theories reduce our ignorance and powerful theories explain apparent
randomness.



FREE MARKETS AND CAPITALISM: Chapter 1. A Classical Research Programme
Victor M. Castorena Davis.

Chapter 1. A Classical Research Programme for
Political Economy.

Introduction.-

In this chapter a rational reconstruction a la Lakatos of the theoretical
system of classical political economy is attempted. At the core of the classical
grand vision we find the problems of the long term development of modern
capitalist economies, closely related the problems of the distribution of wealth
and its impact on the dynamics of the system. From a contemporary perspective,
we are talking about the analysis of the conditions for the long-term sustainability
of alternative social modes of organization for the creation and the distribution of
wealth. The understanding of these issues requires the solution of the problem of
value and the determination of income. At the hard core of the classical system
we find a theory of competitive markets where the relative prices of commodities
—its value—is determined jointly with incomes. Here the seminal contribution is
Adam Smith’s Wealth of Nations. Smith’s vision of competitive markets is
supplemented with the systemic idea that supply creates its own demand, Say’s
law of markets, what | have considered the first classical equilibrium condition. |
will argue that classical political economy constitutes a relatively well developed
science with a common domain: the generation and the distribution of wealth,
with a short and a long-run consideration; and with a relatively complete shared
theoretical system, characterized by the determination of value within a
competitive markets setting and two alternative explanations regarding the
system’s dynamics that revolve around two different perspectives on profits.
These, | identify as the Smithian, profits as a cost, and the Ricardian, profits as a
residual, perspectives. In my view contemporary economics is still fractured
around this divide and some of the crucial unresolved theoretical debates of
recent times are directly traceable to these central questions: What is the nature
of profits and capital, of money and the interest rate? And how profits and capital,
money and the interest rate, impinge on the dynamics of free markets and of

capitalism as distinct social entities?
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1.1 The Domain of Classical Political Economy: The Smithian and the
Ricardian Perspectives.

The analysis of the conditions for the long-term sustainability of alternative
social modes of organization for the creation and the distribution of wealth can be
considered as the central theme of classical political economy.” Adam Smith’s
Wealth of Nations concentrated on the generation of goods and services,
positing a free market, as the most conducive form of social organization to
increase production. Smith saw in “the obvious and simple system of natural
liberty” the solution to the moral problem of the compatibility between private
gains and the common good, assuring the sustainability of the social order. David
Ricardo defended free markets on the grounds that they would generate more
and lower-priced products, while positive profits would sustain capital
accumulation. For him, the understanding of the ‘laws’ that determined the
distribution of wealth was central. In the short run Ricardo saw the essential
problem in the determination of the rate of profits, which would determine the
level of capital accumulation, output and wealth. In the long run, as long as
markets where free, output would expand to its maximum possible as determined
by the fecundity of earth, the costs and productivity of labor, profits would
disappear and the product would be distributed in the form of rents and wages.
Karl Marx saw in the reality of the XIX Century world a social mode of
organization of production and distribution based on the existence of antagonistic
social classes, and postulated that the capitalist mode of production? was not
sustainable in the long run. The classical focus on the wealth of nations required
an analysis of the long-term dynamics of economic development. The volume of
production, or output, was dependent on the volume of accumulated physical
capital. Capital accumulation was a function of profits and/or the rate of profits.:
The core of classical analysis concerned itself with the production and
distribution of wealth and focused on the relationships between profits, capital
accumulation, production and population growth, to explain the dynamics of the

system. All of the above within an institutional setting characteristic of a



FREE MARKETS AND CAPITALISM: Chapter 1. A Classical Research Programme
Victor M. Castorena Davis.

competitive private enterprise economy. This is the domain of classical political

economy.

The rates of rents, profits and wages played a key role in the secular
process. Their determination went hand in hand with the determination of the
rates of exchange between different goods and services,* thus a theory of value,
that is a theory of relative prices, and a theory of distribution were essential.
However, the different particular theories of value and of rent and population,
were auxiliary tools for the study of the generation and distribution of wealth.
They were not the main analytical object and clearly, value theory could not
account for the whole of the domain of classical political economy. The long-term
sustainability of modern economies was inextricably linked to the evolution of
profits, and on the profitability of capital. Smith and Ricardo saw an eventual
future of stagnation. For Smith, an excess of capital relative to profitable
opportunities would drive down profits and hence stop capital accumulation. For
Ricardo, the scarcity of natural resources would in time push up rents to a point
where actual profits would not justify additional investments. In Marx, not only
capital accumulation would eventually stagnate due to the law of the falling rate
of profits, but the capitalist mode of production would also collapse and socialism

would emerge.

1.2 The Theoretical System of Classical Economics: Profits and Capital.

The classical theoretical system confronted the problems of value,
distribution and the long-term dynamics of modern capitalist economies. These
problems required the elucidation of the nature of profits, capital, the rate of
profits on capital and the determination of its long-run trend. The classics
implicitly used the model of a pure free market, perfect competition in modern
parlance,® to address the problem: How to explain the emergence of profits if
trade was conducted strictly in terms of equivalent values? If prices were ‘natural
prices’, and all commodities were traded according to their equilibrium values,

how was it possible that a surplus value could appear? For Marx the dividing line
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between classical economics and vulgar economics, was here: classical
economists would solve the problem of the emergence of profits under conditions
of exchange at market values, vulgar economists® would not. As Walras would
realize in time, this condition implied a pure competition and general equilibrium
approach, the acceptance of Say’s’ law of markets, and the consideration of
money as a medium of exchange only. Hence, it would imply the validity of the
classic quantitative theory of money to determine absolute prices. It is within this
theoretical system that answers to the classical problem of the emergence of
profits can be grouped around two perspectives on the issue: Profits as a real
cost, the price of capital, in the Smithian tradition. Or profits as a residual after
costs, in the Ricardian tradition. These two perspectives share a common
analytical framework, however the different concepts of profits and capital that
distinguish them, imply radically different conclusions in terms of the short and

long term dynamics and sustainability of modern economies.

In the case of Smith the rate of profit is seen as a price, the price or the
cost of capital, dependent on the supply and demand conditions for it. In the case
of Ricardo and Marx, the profits accrued to capital® were considered as a surplus
or as a residual left over from the total net output after paying rents and wages,
that was appropriated by the entrepreneur or the capitalist that had control over
the production process. Marx “solved” the problem of the emergence of profits in
an equilibrium where every commodity is traded strictly according to its labor
value, by introducing a special commaodity: the labor force. The labor force is
traded in strict accordance with its value in exchange, but the labor force is a
commodity that has a unique value in use, it creates value. Laborers are forced
to work for more time than the necessary time to pay for wage goods, hence they
are exploited. The Ricardian analysis of profits presents two different scenarios,
first the long-term equilibrium where output reaches its maximum as determined
by the amount of accumulated capital, and where profits as a residual disappear
due to competition. This is equivalent to the long term Smithian equilibrium,

however in the Ricardian conception, the level of profits is zero, while in the
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Smithian version profits correspond to the long term or “natural” price of capital.
The second Ricardian scenario, which | have termed short-term, consists in
considering the level and the composition of output, that is of aggregate demand,
as given, then we can have positive profits as a residual, by considering as given
the level of wages. If profits are not a residual but a cost, a la Smith, the total
product then is equal to the sum of all individual prices and is equal to the sum of
the total wages, rents and profits. This is the Smithian result that most puzzled
David Ricardo, for him the total product should be determined independently of
the prices of its components. Prices are a measuring device and should not
affect the magnitude of what is being measured. Hence the need for a theory of
value that is independent of distribution. Initially Ricardo avoided the problem of
relative prices by assuming an economy with a single good, i.e. corn, as the only
input and output of the system. To address the reality of an economy with
multiple goods, he tried to develop a labor value theory where changes in the
distribution of output did not affect the relative prices of commodities and hence
the value of total output. He was never able to solve this problem himself.® Marx
offered a solution in the so-called transformation of values to prices, as
Ricardo’s, Marx’s formulation was also logically inconsistent.”” Nevertheless, the
consideration of the nature of profits as a residual not as a cost, is independent

from the labor value theory in its different versions.

With respect to capital, the classical economists’ theoretical system
shares at the most essential level the conceptualization of capital as a set of
physical heterogeneous objects, the means of production, commodities that
come from the past and that can be accumulated to produce more commodities.
This posed a crucial problem: if capital is a set of commodities how can we solve
the problem of the determination of the ‘natural price’ of capital as something
distinct from the prices of the commodities that constitute capital? Ricardo tried to
clarify this problem with his analysis of the single good economy—an analytical
construct that with hindsight we might say has contributed more to confuse than

to clarify the study of modern economies. With this approach we “solve” the
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problem of the heterogeneity of capital and of the determination of its value by
assuming it away. The logical puzzle of Ricardo has a solution and it is the
Sraffian solution, which dispenses with the labor value theory(ies)", but it is
forced to assume as given the level of aggregate output and demand, otherwise
in the Ricardian logic, profits are zero. Marx also starts and mainly stays within
the tradition of capital as a set of heterogeneous means of production with a

value determined by aggregation.

In summary, the theoretical system of classical political economy dealt
with the generation, the distribution and the growth of wealth. Ultimately, wealth
was conceived as dependent on the accumulation of physical capital and capital
accumulation depended on profits, hence the conceptualization of profits played
a key role in the system. As analytical principles the classics postulated that the
exchange of commodities should be carried on in terms of strict values, every
commodity should be traded for other commodities of equal value, relative prices
should be determined strictly in accordance to this rule. The previous postulate
implied of course the existence of free market conditions, pure competition in
modern terms, and the acceptance of Say’s Law of markets, as an economy
wide equilibrium condition. To analyze the exchange of commodities under free
market conditions the classics developed various labor theories of value, which
all proved to be inconsistent. Of course, a theory of value is required, however,
the classical theoretical system as defined is not characterized by and it is not
logically dependent on any particular theory of value whatsoever. In general, the
classics adopted a view of prices where “market” or observable prices would
move around or gravitate towards “natural” or equilibrium prices, that would
reflect the “natural”, “general” or “average,” remunerations of land, labor and
capital. With this the classics established what we can term as a second distinct
global equilibrium condition, prices equal costs, the long run equilibrium condition
par excellence. These views implied an approach that considered the economic
system as a whole, in contemporary terms: a general equilibrium approach. For

the classics real world economies were always in the short-term, that is, prices
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were always different than costs, market prices differed from natural prices, and
the long-term equilibrium adjustment process was characterized either by a trend
towards stagnation or a stationary state, as in Smith and Ricardo, or by
continuous fluctuations and instabilities, as in Marx. The key for the
understanding of the dynamics of real world economies was in the generation of
profits, the profitability of capital and in its long-term trend. The analysis of
monetary phenomena by the classics can be summed up by the classical
quantity theory of money, which relegated the influence of monetary factors to
the realm of short-term temporary effects at most, without providing any essential
link between the forces at the production level, real determinants, and monetary
forces like the interest rate, the money supply, capital markets, etc., etc. The
world of finance does not occupy an analytical space with the classics, there are,
nevertheless, innumerable historical, anecdotic, practical and policy references.
All the classics shared a conception of capital in physical terms, however, it is in
the conceptualization of profits where the main cleavage of classical economics
is to be found, profits are either a cost, as in the Smithian perspective, or profits
are a residual, as in the Ricardian perspective. Given the privileged position of
profits at the core of the theories of capital accumulation, value and distribution,
as well as in modern financial economics, the analytical and practical

consequences of the aforementioned divide reach to the whole of economics.™

Paraphrasing Prof. Blaug’s question: Is there a ‘core’ of the classical
theoretical system as defined? A core, in the sense of a set of problems that can
be considered fundamental or essential within the classical theoretical system
and that are relevant for contemporary economics. So that theoretical research in
this respect can be considered as ‘classical’. My answer would be yes, and it is
the study of the complex dynamic processes, whereby real world economies, that
are always in the short-term—a situation where market prices are different from
natural prices and profits are different from zero—converge or not, in a stable or
in an unstable manner, towards a long-term equilibrium—where prices equal

costs. A ‘classical’ study of these processes would concentrate the analysis on
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the generation of profits, the profitability of capital and on its long-term trend. A
classical study should strive to provide an integrated analysis of the short and the

long terms.

1.3 Neoclassical developments on Profits and Capital.

The adoption of a Smithian perspective on political economy is the
trademark of neoclassical economics: the focus on the determination of prices
and total wealth through the role of competitive markets. The continuity of the
classical system in this respect is remarkable: at the hard core we have one
main, relatively consistent, approach that results from the Smithian competitive
pricing mechanism, the so-called “invisible hand,” coupled with Say’s Law of
markets. The workings of such a mechanism, through price and quantity
adjustments, in individual markets of commodities first, and then as a derivation
in the markets for labor, land and capital, will result in the maximum output
possible, at the minimum cost, given that wages, rents and profits—as the cost of
capital—will be remunerated in the end at their natural rates. For Smith this was
a long run hypothetical result from his “system of natural liberty”: it would be
necessary to get rid of every form of mecantilism and to establish the appropriate
social and political institutions, before truly free markets could be expected to
produce such results. Nevertheless as it is known now, in the meantime we have
no way of knowing if we are close or far from this ideal result.” In the short term
market prices differ from natural prices; land, labor and capital are remunerated
at rates different from their natural rates, Say’s Law, of course, holds at every
point in time. But only when prices reach their natural level, that is when they are
equal to the amounts of land, labor and capital, required for their production as
technically determined, times the natural rates of wages, rents and profits, the
economy reaches its full long term equilibrium. Other than at this ideal point the
actual or market level of wealth is not determined. Needless to say, the classical
Smithian proto-theory of wealth determination required a consistent theory of

value to support the workings of the free market mechanism as postulated.
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Within the theoretical system of classical economics, the central problem
to be solved was the question of value, that is, of the relative prices of
commodities, including those used for production. Walras understood this clearly
and made this problem the starting point of his work. As Walras expressed it:
"Pure Economics, is in essence, the theory of the determination of prices under a
hypothetical régime of perfect competition." For Walras a consistent solution to
the question of value was the necessary initial step in order to develop a Theory
of Social Wealth, as the second part of the title of the Elements states.™ The
problem of economics then, was to establish the conditions under which given
resources, land, labor, capital, raw materials, or in general, productive services,
were allocated among competing uses, generating maximum consumers’
satisfaction, the vector of prices that produced this result was the equilibrium
solution. The central element of the neoclassical theory of value, as it came to be
known, was the principle that economic behavior is maximizing behavior under
constrained conditions. The allocation problem has a maximum solution, if and
only if, the transferring process is subject to diminishing returns: the more a
consumer enjoys a particular good the less utility it derives from it; the more labor
we apply to a certain given task the less productive it becomes. Again, this is
valid for households allocating income to different uses, thanks to the law of
diminishing marginal utility that ensures that an optimum exists. And for firms
searching for optimal factor purchases, the allocation problem has a solution
thanks to the law of diminishing marginal productivity. This was an extension of
the Ricardian™ theory of rents, to capital and labor. In modern terms, these two
laws are particular cases of the equimarginal principle that applies only to definite
quantities of money, time or any other resources to be allocated or distributed

among competing uses, by a maximizing agent.

Neoclassical economists treated distribution theory and factor pricing as
part of a general value theory. The neoclassical theory of value aimed to provide
the Smithian classical proto-theory of wealth determination with the logical

foundation it did not have and presented a theoretical alternative to the Ricardian
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theory of distribution from within the system.' Nevertheless, the theory of profits
it offered, within the Smithian perspective of profits as a cost, relied on a notion of
capital as a physical entity with a productivity of its own and depended on the
assumption of the strict applicability of the equimarginal principle to the
substitution of capital for labor in production, at least in the early phases of
general equilibrium analysis and until these days within the neoclassical
production function™ tradition. These last two neoclassical developments:™ the
original Walrasian general equilibrium approach, and later the production function
approach initiated by Knut Wicksell, with the refinement of Bhm-Bawerk’s
capital theory,™ and followed by many others, are closely related, but they cannot
be assimilated to each other. It might be argued that in their modern versions

they are essentially different.

Let’s briefly consider the production function approach that relies directly
on the equimarginal principle. It is argued that in perfect competition, given the
initial endowments, that is, the distribution of resources among households, the
economic system as represented will generate inverse monotonic relationships
between the physical quantities of the diverse factors and the corresponding
rates of remuneration and hence the system will converge to the full employment
of all factors, resulting in an efficient and stable equilibrium, where the value of
total output will be exactly the same as the aggregate value of all remunerations,
rents, wages and profits determined by the marginal productivity of land, labor
and capital. Nevertheless, this result is obtained, if and only if, the production
function is of a particular form that satisfies Euler’'s Theorem. Only in this
particular case®, that corresponds to a very particular conception of the cost of
capital as the marginal productivity of capital, the two classical equilibrium
conditions: Say’s Law, valid in the short and in the long-term; and prices equal
costs, valid in the long-term only, come together. With the implication that Smith
and Ricardo’s long-term, becomes a short-term result only: prices are always
equal to costs, total wealth is always maximized, the economy is always

employing fully all available resources. No wonder the classic’s and also Walras’
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long term condition, that prices equal costs has been practically abandoned in
the modern literature as such. It has become an implicit assumption. It seems
now that only the market clearing condition is enough, contrary to the founder’s

vision the economy is always in a long-term situation.

Joan Robinson, in her famous essay “The Production Function and the
Theory of Capital” (1953-1954), re-opened the attack on the neoclassical
conceptualization? attack that started the famous “capital theory controversies.”
She concentrated the critique on the neoclassical concept of capital. In short, she
argued that capital as employed in production functions could not be used to
determine the interest rate or the profit rate and hence the distribution of output,
because the aggregate value of capital depended on prices and hence on the
distribution of income. Capital was a set of heterogeneous capital goods and
could not be reduced to a single homogeneous entity with a dimension
independent of prices. The publication of Piero Sraffa “Production of
Commodities by Means of Commaodities” in 1960 constitutes another landmark in
the capital theories’ debate, thanks to the discovery of the phenomenon of “re-
switching of techniques” or “reverse capital deepening.” Sraffa argued that as
variations take place in income distribution between profits and wages, the
production techniques that are chosen as the most profitable ones; do not follow
each other in an unambiguous and unchanging order. The production techniques
that require a high proportion of capital to labor at a low rate of profits may well
be discarded by other (more profitable) techniques when the rate of profits is
higher. The former production techniques may become the most profitable
techniques once again at even higher rates of profit. These results are valid,
whatever convention may be adopted to "measure" capital. From the capital
controversies the following two generally accepted® central propositions
emerged: The conditions to be satisfied in order to aggregate heterogeneous
capital goods are so extraordinarily restrictive as to rule out any reasonable
possibility of constructing an aggregate physical measure of capital goods. And,

there is no inverse monotonic relation between the quantity of capital and the
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rate of profits. This is applicable both to the economic system as a whole and to
the individual productive processes, and it is a proposition independent of the
method chosen for measurement of capital, whether in physical or in value terms.
Notwithstanding the problems of aggregation, the main definitive result is that the
equimarginal principle applicable to production, in the form of the substitution of

labor for capital, could not be sustained as a generally valid proposition.

The attempt of the neoclassical economists to provide the classical
theoretical framework with a consistent theory of value, that incorporated the
Smithian notion of profits as the natural cost of capital determined in real terms,
that is, within the ‘sphere of production’, to use an ancient expression, failed in its
production function version.? The equally ancient theory of capital as a wage
fund survived, but only in its monetary version, the cost of money, the cost of
‘funds’, is the interest rate. In the Ricardian short term, profits as a residual would
be determined in real terms and the interest rate would gravitate towards the
profit rate not the other way around, as Smith implied. For Marx, interest
payments would come from profits as determined by his theory of surplus value,
the distribution of the surplus between financial and industrial capitalists was a
question of power. The long-term implication of Ricardo’s position would be a
zero interest rate and zero profits. This coincides with Frank Hahn’s discovery
that the nil value of money is an equilibrium solution.? There is an equilibrium
where the economy is effectively demonetized; it no longer appears to be a
monetary economy. If we are not able to consistently demonstrate that there is
something like a cost of capital, measured as the profit or interest rate, that is,
different and independent from the prices of the physical commodities used as
capital, then the Smithian and the Ricardian long term equilibria are one and the

same.
The general equilibrium approach initially developed by Walras is a

generalization of the Smithian idea that prices of commodities and production

factors, are determined by the particular demand and supply conditions
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prevailing in each market. What Walras demonstrates is that under certain
conditions general equilibrium is possible, that is equilibrium prices for factors
and products, defined as prices that satisfy two conditions: markets clear and unit
costs and prices are equal, can be determined simultaneously. In Walras initial
formulation the level of absolute prices, that is money prices, is undetermined. All
prices are relative prices measured in terms of an arbitrary physical unit, the
numeéraire. The Walrasian ‘solution’ to this problem was to introduce the demand
for money as circulating money in all utility functions, as it is known in modern
general equilibrium analysis this is not a satisfactory solution. Nevertheless, the
treatment of money and of securities in general, as if they were commaodities, i.e.
‘cash goods,’ ‘income goods,’ etc., etc., by introducing their demand as part of

the consumer’s utility function, is practically the standard (but wrong) practice.

Walras originally assumed fixed technical coefficients of production, but in
later versions he adopted the general marginal productivity theory of distribution,
postulating the proportionality of the marginal productivity of different factor
services to their prices. This step was carried on in way that added the same
number of equations and unknowns to the system so general equilibrium was
maintained. Nevertheless, by adopting the marginal productivity theory of factor
pricing, Walras implicitly rejected his long term condition that prices equal costs
of production, because according to the marginal productivity theory postulates,
factors are always remunerated at their cost, so prices always equal costs. So in
strict terms, either the original Walrasian prices equal costs condition, or the
marginal productivity theory, is redundant. Modern general equilibrium analysis
does not rely on marginal productivity analysis, but on activity analysis, so both
Walrasian classical equilibrium conditions: markets clear and prices equal costs,
can be reinstated. This is done, however, at the cost of introducing an ad-hoc
theory of profits as we will see. Aggregate production function analysis adopts
marginal productivity theory. The Walrasian long-term equilibrium where markets
clear and prices equal costs corresponds to the Smithian/Ricardian long term: a

pure free market world. Monetary phenomena are irrelevant in this world and the
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Walrasian treatment of the demand for money is arbitrary. Aggregate production
function analysis, characteristic of contemporary growth theory, is always in the
Smithian/Ricardian long term, and is forced to deal with monetary and financial

markets, as if they were essentially the same as commodities markets.

In addition to his theory of prices, Walras introduced a theory of capital
that is essentially different from the classical perspective on the valuation of
capital. Walras made the value of capital a function of the future profits of the
firm, an analytical step of tremendous theoretical consequences for the classical
political economy approach that conceived the value of capital on a cost or price
basis and the profit rate as a simple result of dividing two independent value
magnitudes: profits and capital. Walras tried to analyze together for the first time,
the simultaneous determination of the prices of commodities and of the prices of
capital. Considering the value of capital as depending on profits and as
something different from commodities. Walras posited that the prices of capital
goods are rigidly proportional to their net yield at given interest rates, that is, the
price of a capital good is equal to the net present value of its future returns
discounted at a given rate. Walras’ theoretical problem was the determination of
the prices of capital goods, considering as given the future profits derived from its
use, which would be equal to the known net annual rentals and/or equal to their
perpetual net yields. The question then was reduced to the determination of the
appropriate discount rate. On this, Walras commented that he had looked in vain
for the market where such rate was established. He settled for the interest rate.
In the Walrasian long term equilibrium, residual profits would be zero, and prices
will be equal to costs, a la Smith, and they would include the cost of the capital
funds employed in production, that is the rate of interest. Of course, Walras was
not aware of Hahn's argument that in the classical long-term equilibrium the
economy was demonetized. In the Walrasian long term not only profits would be

zero, capital would be valueless.
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Walras treated all capital goods as if they were ‘consols,’ that is fixed rate
perpetuities, reducing the problem of the determination of the value of capital, to
that of the valuation of a perpetual known given yield, that is in modern terms, of
a future equal perpetual cash flow. Walras initiated the custom of treating the
demand for securities, as the demand of any other consumption good, and he did
the same thing with the demand for money to hold. Walras’ theory is a theory of
the relative prices of commodities, and unless we think that capital and money
are essentially the same as any other commodity, that is simple goods: ‘cash
goods’, ‘equity goods’, ‘debt goods’, etc. Money and capital have no place in the
Walrasian proposal. The fundamental contribution of Walras in this respect is that
he recognized, in contrast with the classical approach, that the value of capital
was a function of future profits discounted at the proper rate, and that for the first
time in economics, he tried to determine the value of capital as defined, the
interest and/or the profit rate, simultaneously within a general equilibrium
approach. Walras did not achieve an integrated analysis of the commodities and
the financial markets. He simply treated financial assets, including money, in the
same way as any other goods. Nevertheless, there is a fundamental expansion
of the domain of the classical theoretical system by Walras. This is the
introduction of the problem of the determination of the value of capital from
outside the system, based on its future returns and dependent on a discount rate.
The moment we admit that the valuation of property rights on capital as a
security, can be different from the cost or the price of the commodities used in
production, a completely new set of economic problems emerges. From a
Lakatosian perspective this classifies as a substantial increase in the empirical
content of economics compared to classical political economy. There is an
instance of rupture, yes, barely developed, with the traditional view of capital as a

thing.
Irving Fisher? developed the idea of capital as a fund of purchasing power

whose value is determined by the present value of its discounted future returns.

A la Walras the value of capital depends only on its future returns, not considered
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as a given, but determined by the physical marginal productivity of each capital
good in particular. Fisher postulated that, in general, there are as many own-
rates of interest in an economy as there are products produced with the aid of
capital goods, and only in a stationary equilibrium a single interest rate would
coincide with the many different own-rates of return. Fisher also postulated that
only through a general equilibrium approach this theoretical problem could be
solved. In a competitive equilibrium the marginal physical product of capital will
be equal to the annual money rental of a representative capital good divided by
its price, the so-called ‘real own-rate of interest’ of the product in a one sector
economy. Under conditions of perfect arbitrage and with a constant price level,
this own-rate, determined in real terms, will equal the money rate of interest. A la
Ricardo monetary forces will affect the rate of profits, only temporarily at most,
and in equilibrium the real rate of return will determine the money rate of interest.
Without fully developing a general equilibrium multi-good model, Fisher
postulated that only in a stationary equilibrium a single interest rate would

coincide with the many different own-rates of return.

Modern general equilibrium analysis is an extension of Walras’ and
Fisher's contributions. The contemporary analysis of the existence, optimality
and stability of general equilibrium in a free market competitive economy, were
already considered by Walras. General equilibrium theory is concerned with the
interactions of many individual agents in an economy. A competitive equilibrium
in modern analysis is defined, usually, as the state of affairs in which each
consumer maximizes her satisfaction given her budget set defined by the
prevailing price vector; each producer maximizes her absolute profits given the
same price vector; and, the total supply of commodities is equal to the total
demand for commodities, or Say’s Law. This last equilibrium condition is known
in the modern literature as Walras' Law:? "excess demands are zero; supplies
equal demands: markets clear." The second classical and Walrasian long term
equilibrium condition that prices equal costs, zero profits, is often subsumed a-

critically to the first. The existence of ‘equilibrium’ depends on whether or not
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there is a price vector that can sustain the above described state of affairs. The
classical questions of general equilibrium analysis, or welfare economics, are
whether every competitive equilibrium realizes a Pareto optimum—a situation
where no agent can increase her satisfaction without decreasing someone else's
—and whether a Pareto optimal state can be achieved and supported by a
competitive equilibrium. Starting with Arrow and Debreu® seminal contributions,
other modern authors have simplified and perfected these expositions
demonstrating that under certain conditions a competitive equilibrium will realize
a Pareto optimum and that a Pareto optimum can be achieved and is supported
by a competitive equilibrium. General equilibrium analysis has shown that pure
free markets can be an extremely efficient way of allocating resources and
organizing economic activity. Within a set of perfectly defined conditions and
within the appropriate institutional framework: the ideal Smithian end state is
theoretically possible. Nevertheless, as Jaffé* correctly pointed out, the
economies portrayed in general equilibrium analysis are not modern capitalist
economies. General equilibrium models do not show how a capitalist system
works, but how an imaginary free market system might work in conformity with

certain principles.

A crucial point in modern general equilibrium models is that current prices
are present discounted values of dated goods. In the spirit of the Fisherian
analysis, each dated good's future price is discounted by its own-rate of interest,
which in the model is directly derived from the prices of the same commodity
between two dates, own-rates of return or interest for different commodities are
not equal. Given that current and future prices are determined by spot and future
markets, these last identical in A&D, the so-called own-rates of interest, which
are nothing more than the per-cent relationship between these two prices of the
same dated good, are of very little or nil theoretical interest,* i.e. agents do not
react to them. The definition of current prices as present discounted values of

dated goods is a truism. Of course, when someone says lightly that the profit rate
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or the interest rate problem, is solved in general equilibrium through the use of

dated commodities, it is evident that has problems understanding both.

The classical theoretical system, among other problems, lacked a
consistent theory of value, the general equilibrium approach initiated by Walras
and eventually perfected by the contributions of Arrow, Debreu and Hahn, among
other modern theorists, filled this gap. Now the theoretical problem of the
determination of the relative prices of commodities irrespective of their use,
under conditions of pure free market equilibrium, can be considered as solved at
least for the long-term scenario. The modern general equilibrium approach to
value theory does not require a marginal productivity theory and does not depend
on the use of micro or aggregated production functions. The latter two, a theory
and an approach inextricably linked, whose validity was terminally questioned
during the capital controversies. If we take seriously the generally accepted
conclusions of this debate, where the best and brightest economists from the
main currents of contemporary economic thought participated, profits cannot be
considered as a cost or as a payment for the marginal productivity of a physical
entity called capital. The rate of profits cannot be simply assimilated to the
interest rate or vice versa. The frequent practice in general equilibrium analysis
to consider profits as ‘frozen’ payments to firm ‘specific’ resources that are not
traded as every other commodity is, constitutes an arbitrary assumption, an ad-
hoc addition to the theory. Such a general equilibrium solution, that determines
all prices of commodities, plus positive profits as ‘frozen’ payments to firm
‘specific’ resources, can be accepted at most as a temporary equilibrium?® where
markets clear, but prices differ from costs, so in strictly classical terms: profits
can appear as a short term residual only. This argument will be developed in

detail in the next chapter.
Regarding capital, its value cannot be determined simply by the

aggregation of the prices of its constitutive parts; not as a production cost

inclusive of interest a la Smith; it cannot be determined by its given yields,
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discounted by the interest rate, & la Walras; and, it is not determined by the
physical marginal productivity of capital goods. We will argue that the value of
capital is determined by the future residual profits or returns, that a particular firm
or entrepreneurial activity can yield. Capital is the tradable property right on these
residual profits. It is not a thing, it is an entitlement. As we will see this view, at
odds with standard economics based on production function analysis which
conceives capital in physical terms, is shared by financial economists and
practitioners alike but has not been integrated yet in a truly general equilibrium

framework.

In this work we consider that the value of capital is distinct from the value
of the commodities that are used in production with the expectation to generate
profits. We will show that the mechanisms to determine the prices of
commodities, general equilibrium conditions, and the prices of capital as an
entitlement, the present value of future discounted profits cum arbitrage, are
essentially different as well. Of course, from a scientific perspective they need to
be integrated within the same theoretical system, and determined
simultaneously. If capital depends on profits and profits are not a cost, but a
residual that can only emerge in conditions different from the Smithian, Ricardian
and Walrasian long-term full equilibrium, then the positivity of the value of capital
is essentially a short-term phenomenon. So we need a theory to explain how
levels of wealth or output, that are different from the long-term full equilibrium,
can be achieved. If we can develop a theory that determines present and future
residual profits, then to determine the present value of capital we need an
appropriate discount rate. As we know the search for the market that determines
such a rate was the object of the Walrasian vain efforts. Here, we either assume
a zero present value of capital and determine an internal rate of return, or we can
use the interest rate as determined in financial markets as the appropriate
discount rate to determine the value of capital, and/or, using the prevalent

Smithian securities pricing paradigm, we could take the interest rate as a base
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and then add an arbitrary risk premium, so the value of capital can be

determined.

All'in all, given that capital is essentially a fiduciary phenomenon we need
an integrated theory of commodities and financial markets. If our ultimate goal is
to explain the dynamics of capitalist economies, a theory of capital is required.
The problems of money, the interest rate, capital and financial markets in
general, cannot be dealt with solely from inside value theory;* the consideration
of exogenous structures is required. This conclusion is shared by general
equilibrium theorists like Starr, among others, and by Sraffa and followers. From
an epistemological standpoint it is a conclusion that should not surprise anybody:
every logical system is incomplete, to consider otherwise is to pursue Hilbert’s
programme in economics. John Maynard Keynes was the first economist to
visualize the need of a general theory to deal with some of these problems.*
Problems that can be derived directly from the deductive structure of the classical

theoretical system as reconstructed in my previous work.*

1.4 The Keynesian Challenge and the New Classical Economics.

The classical theoretical system lacks a theory for the determination of
wealth at levels different from a Smithian ideal long-term equilibrium, or to use a
modern expression different from ‘full employment.” Walrasian general
equilibrium and production function analyses share this characteristic. Here we
either consider this a non-problem and assume that the economy is always more
or less around this ideal level, save for random shocks, well intentioned
government policies that cause more harm than good, workers that decide not to
work more out of their own volition, or similar causes, that can push the economy
away from its natural position and path of growth at full employment, which is the
stance of the so called New Classical economists® or third generation
monetarists.®” Or, if we consider that the determination of the level of output at

different levels than the Smithian ideal end-point is a real theoretical and practical
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problem, then an alternative theory is required. Such a theory would require,
either: The rejection of Say’s Law,* and with it, implicitly or explicitly, the
associated free market mechanism and to present an alternative theory of wealth
determination and of competitive markets. Or as Clower expressed it would
require an ‘alternative theory of household behavior.” This line of thought is at the
center of the Keynesian research programme: Say’s Law is rejected and the

principle of effective demand is the proposed alternative.

The other option, which is the path | will follow in this work, would be to
develop a theory that integrates Say’s Law and the workings of competitive
markets in a wider framework that admits a continuum of general equilibrium
positions, where the Smithian ideal end point is just one of them. Such a general
equilibrium approach would require initially the adoption of the two classical
equilibrium conditions, in the short and in the long term: Say’s/Walras’ Law, and,
in the long term only: prices equal costs. To consider profits as a residual value
determined in real terms, that and as a temporary general equilibrium
phenomenon. Then, we need to determine the economy’s general rate of profit,
to study the problem of the determination of the value of capital. A third general
equilibrium short term condition should then be considered: the returns on capital
are equalized. A true contemporary ‘classical’ approach would also integrate fully
the monetary and financial forces at play, and develop a consistent theory of the
interest rate as a completely different phenomenon of the profit rate. These are
some of the questions | will deal with in this essay. These are, at least from the
short-term perspective, some of the questions that Keynes’ analytical proposal is
about. Before concluding this section a very brief reminder of some of Keynes’

ideas is required.

Keynes’* work was a frontal attack on what he called “classical theory”
and it was intended to be a ‘struggle of escape from habitual modes of thought
and expression’. For Keynes the classics included David Ricardo, James Mill, J.

S. Mill, Marshall, Edgeworth and Prof. Pigou, among others.* It has become a
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commonplace idea that Keynes’ aggregation of such a wide number of scholars
under a single heading was, at least, an oversimplification, that the ‘classical
economist’ is a straw man,* no single pre-Keynesian writer or group of writers,
personified classical theory. Nevertheless, it would be very difficult to deny that
overall the contributions of the founders of political economy or economics as a
scientific discipline, have a common domain, a deductive structure constitutive of
a relatively well defined theoretical system, a set of common problems to be
elucidated, among other elements that can be termed as ‘classical.’ | have
argued in my essay about the theoretical system of classical economics, for such
a type of rational reconstruction, with the ultimate purpose to help us to progress
in our field. In other words, the rational reconstruction of the deductive structure
of a scientific discipline should ultimately serve as a tool for the growth of
knowledge. The rational reconstruction of the theoretical system of classical
economics that | developed allowed me to conclude directly that a theory for the
short-term determination of wealth or output was needed, that this theory
required a consistent theory of profits and capital, and a different but consistent
theory of money and the interest rate. So | would say that Keynes’ straw man,
more than a convenient rhetorical tool, is a ‘rational reconstruction’ of the thought
of his favorite ‘classical’ writers. Long before Lakatos stated that the first step for
the rational critique of a theory, is the reconstruction of its deductive structure,

Keynes did precisely that.

What Keynes defined as classical economics included: David Ricardo’s
idea that there is no such thing as aggregate demand deficiencies, against
Malthus’ attempts to develop a rationale for them; classical price theory based on
marginal utility and productivity analysis; and, Pigou’s employment theory that
advocates the ever present tendency towards full employment. From my
perspective, | would say that Keynes criticized the views that believed the
economy was always in or near the Smithian long term equilibrium; that prices
were always equal to costs, thanks to the generalization of Ricardo’s rent theory

into the marginal productivity of factors theory; that the profit rate was equivalent
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to the interest rate;*> that monetary and financial forces did not matter; and that
the aggregate impact of capital markets could be disregarded. What Keynes
termed as classical theory was for him clearly inadequate to deal with the real

short-term problems of modern capitalist economies.

Keynes’ critique of ‘classical economics’ involved two main issues: First,
the validity of the traditional analysis of the labor market where workers would
react to and negotiate their wages in real terms only.* Keynes stressed that
workers would negotiate money wages but that real wages and total employment
would be determined by aggregate forces mainly.* Second, Keynes proposed to
demonstrate that Say’s Law of Markets, was a particular, not a general situation
of aggregate equilibrium. Say’'s Law, could be integrated as a special case of the
more general systemic principle of Effective Demand. Say’s Law would
determine total output and employment only at the full employment equilibrium
point. The Effective Demand Principle would determine equilibrium in a
continuum of points before equilibrium, the characteristic fluctuations of modern
capitalist economies, could be traced back to fluctuations in effective demand.
Monetary forces and financial markets would play a central role in the analysis.
More than on an apparent “money illusion” on the part of workers, relevant for the
consideration of the adjustment process of wages and prices, Keynes’ analysis
relied on the interaction of the interest rate and the profitability of capital, that he
termed as the marginal efficiency of capital, interaction that would determine the
level of investment, employment and aggregate demand. This interaction could,
in Keynes’ vision, generate significant positive wealth or windfall effects, which
may impact the macro dynamics of the economy. The theoretical debate before
Keynes, according to Wicksell, had three main issues pending: capital and
interest, monetary dynamics and population.* In particular, the issues of capital
and interest, were far from settled theoretical issues. Keynes did not try to solve
these issues for their own sake, however, in his short-term aggregate analysis of

the fluctuations of output and employment in a modern capitalist economy, the
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fundamental variables are the relative prices of labor—wages—, capital assets—

profits—, and money—interest—.

At the core Keynes questioned the validity of Say’s Law, the systemic
classical postulate. For Keynes, Say’s Law coupled with the notion that prices
would adjust immediately to costs as determined by classical price theory, meant
that the existence of involuntary unemployment was impossible and therefore a
strict adherence to Say’s Law made it impossible to understand the causes and
possible remedies to depressions and widespread unemployment. The world
described by the classics constituted a special case of general equilibrium: full
employment equilibrium. The Keynesian alternative was the principle of effective
demand. The explanation of the behavior of modern capitalist economies
required to supplement the classic theory of value —for Keynes the Smithian
inspired Marshallian price theory— with the study of the dynamics of
consumption, the profitability of capital, and of the determination of the interest
rate in financial markets, as determinants of the level of investment and hence of
aggregate effective demand. Even though Keynes was far from clear in this
respect, it follows that financial markets are essentially different from
commodities markets and their analysis cannot be simply carried on in terms of
classical price theory. In other words, capital and money could not be treated as

commodities.

A truly general theory of modern capitalist economies requires a different
but integrated treatment of the markets for produced commodities and for
financial assets. The pricing mechanisms in each case are essentially different
but both markets are interrelated. Unfortunately, the fact that Keynes did not deal
with the pending theoretical questions of profits, capital and interest in a
systematic way, and tended to use the above mentioned variables with different
definitions depending the problem he was dealing with, is, to an important extent,
the origin of so much confusion* about Keynes’ contributions to the theory and

practice of economics. Particularly confusing are Keynes’ analyses of capital.
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What Axel Leijonhufvud calls, Keynes’s habit of lumping together under the
heading of non-money assets every possible form of value storage, is certainly
one of, if not, the major weaknesses of Keynes’ aggregative structure. Of course
Keynes is not alone in this respect, up to this date capital theory is plagued by
confusion. Quoting Keynes on capital theory: “There is, as | have said above, a

remarkable lack of any clear account of the matter.™

A crucial point in the economics of Keynes is the existence of capital or
wealth effects, that is changes in the aggregate demand caused by changes in
the valuation of capital or wealth in general. For Keynes, in general, wealth
effects are positive and significant.* In standard neoclassical theorizing, wealth
or capital effects are non-existing. For Hicks they are most likely neutral and of
little significance, for F.H. Knight they are: “...largely a fiction and a delusion.”
Nevertheless, if we consider Keynes’ long term assets only as capital,” that is, as
a property right on future residual profits, then we may be able determine
consistently under general equilibrium conditions, the existence of significant
wealth or capital effects at the macro level due to changes in the interest rate
and/or the general profitability of investment and in the financial structure of the
economy. That is, we may be able determine the existence of fluctuations in the
value of capital, that can generate divergences between aggregate demand and
supply, that is, effects that may cause the breakdown of Says’ Law, something
that Keynes indicated as a possibility but did not develop. Hayek’s challenge to
Keynes was precisely this: you have to show how under conditions of perfect
competition capital effects can emerge. The great monetarist and former
Keynesian, Karl Brunner, founded his rejection of Keynes’ ideas in what he called
the “London City Syndrome,” that is, the idea that monetary influences on the
economy are totally channeled via capital markets. An idea difficult to reconcile
with the observation that monetary shocks and events also affect economies with
no organized or with very under developed capital markets. The theoretical

challenge stands, and in this essay | will show how under conditions of a

25



FREE MARKETS AND CAPITALISM: Chapter 1. A Classical Research Programme
Victor M. Castorena Davis.

competitive general equilibrium, capital effects can emerge and how the financial

structure of the economy plays a role in this.

All'in all, Keynes and some of his followers’ attack on Say’s Law has
proven unsuccessful, turning the ‘market clearing’ postulate into the central tenet
of standard economics. What Keynes failed to do, was to recognize that Say’s
Law, as a short and as a long term equilibrium condition, only implies full
employment when coupled with the second classical and Walrasian long term
condition that prices equal costs. Also, what Keynes failed to fully recognize is
that the classical price theory—Marshallian marginal productivity based—, that
he somewhat reluctantly accepted, implied logically both long and short-term
equilibrium conditions and hence full employment. What Keynes’ critics from the
neoclassical perspective did, was to reassert classical Marshallian price theory
and deny that workers suffered from ‘money illusion’ when they negotiate their
salaries. By doing so, the first element of the Keynesian critique was gone,
except when nominal wages are considered rigid by assumption, an obvious
special case of unemployment. Then they collapsed the interest rate and the
profit rate, the marginal efficiency of capital, into the interest rate only, as the
price that would guarantee the equality of savings and investment, and with it
Say’s Law. The rejection of any type of wealth or capital effects, not sufficiently
established by Keynes, eliminated the speculative motive® in the demand for
money and permitted to conclude that the vagaries of the financial markets and
the financial structure of the economy could be safely put aside. Only in the
extreme situation of the liquidity trap, another special case, the economy could
be ‘trapped’ in unemployment. Keynes’ general theory became the special case.
From my perspective, the problem is not whether or not Say’s Law is valid. It is
valid. The problem lies in a particular conceptualization of price formation and
output generation in competitive market conditions. What should be rejected is
the Smithian inspired Marshallian classical price theory where profits are a cost

and the short term is always equal to the long term, something Keynes never did.

26



FREE MARKETS AND CAPITALISM: Chapter 1. A Classical Research Programme
Victor M. Castorena Davis.

Notwithstanding, the general direction of Keynes’ theoretical research
was, in my opinion, correct: the ideal long-term of the classics did not correspond
to the realities®' of our world; we need a theory to explain the actual short term
aggregate movements of real life economies, that seldom, if ever, are in the ideal
end-type situation portrayed by Smith or in the Walrasian world. To understand
the dynamics of a modern capitalist economy we need a theory to explain profits
as a residual and the value of capital as a function of profits, to elucidate the
relationships between the rate of profits, the rate of interest and capital
accumulation. In short, an integrated account of financial markets and
commodities markets under general equilibrium conditions is essential. In the
short-term markets clear, but this is a temporary equilibrium that does not
correspond to full employment equilibrium and does not have optimal properties.
Only when prices are equal to costs then the Smithian and Walrasian long-term
results entail. The existence of temporary positive residual profits; the variability
on the profitability of capital that can result from a succession of temporary
equilibria; and the accumulation of capital as tradable property rights with a
potentially high fluctuating value, dependent on future residual profits are
phenomena that can affect the demand for money and that can generate effects
that alter Says’ Law in one way or another. Keynes derided Ricardo’s domination
of English economics for more than a century. Nevertheless, he developed
solutions for some of the original problems that Ricardo assumed: the short-term
determination of total demand and output; the determination of real wages. In the
spirit of the classics, he did so from the perspective of the profitability of capital,
as different from the interest rate, which is what that obscure member of the
underworld,®? Marx, did as well. From the perspective of the theoretical system of
classical political economy, the Keynesian proposal seems more classical than

the theory of the classics Keynes was struggling against.

Keynes’ analysis and contemporaneous derivations, hinges around the
question of the role of monetary and financial forces, vis a vis, real forces.*
Within the classical theoretical system, the analysis was carried on strictly real

terms. Nevertheless, for the classicals, the consideration of the profitability of
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capital was essential. In Walrasian general equilibrium, money is simply a
numeéraire, monetary phenomena constitutes a veil over the real economic world
were commodities are traded for commodities. A more contemporary ‘real’ view
is that of Friedman's monetary analysis: "money 'does not matter'. "* Following
on Friedman’s steps, the New Classical Economists adopt a quite radical “money
does not matter” view: the neutrality of money proposition(s).** What is common
to contemporary ‘real analysts’ is the general presumption that money does not
matter very much and the treatment of money and securities as if they were
goods that are part of the agent’s utility functions and are “consumed.” * For the
New Classical economists, the most important aspects of the economic world
can be analyzed without references to monetary or financial forces, except as
exogenous shocks. It is now a commonplace observation that what Keynes did,
was to provide for the first time in the history of economics an integrated analysis
of commodities and financial markets. Contemporaneous macroeconomics
presents as an integrated analysis of real and financial markets the “Neoclassical
Synthesis” or the I1S-LM, Hicksian framework. IS stands for the equality between
savings and investment, which implies Walras’ Law. LM stands for the equality of
the demand and supply of money as the equilibrium condition for the financial
markets. L, stands for the liquidity preference or demand for money, and M, for
the money supply. Variations in the interest rate and in aggregate output or
income will assure the equality of demand and supply on both the commodities
and the financial markets. If these two curves, IS-LM, are superimposed they will
intersect at the point where there is a simultaneous equilibrium of the
commodities and the financial market. There is only one possible combination of
the interest rate and the level of income that will guarantee the simultaneous

A1

equilibrium in both markets. In this world Keynes’ “unemployment equilibrium” is
a logical impossibility, unemployment can only be a temporary disequilibrium

phenomenon.

The neoclassical synthesis seems to fill some of the crucial gaps within

the classical theoretical system: a short term theory of the determination of total
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income and output; an explicit link with monetary forces, through the real
balances theory the demand for money is ‘explained;’ and mechanisms that will
propel the economy out of a situation different from full employment are
proposed. Nevertheless the IS-LM approach eliminates the problem of profits
and the profitability of capital and it equates the savings of households with the
profits of firms. Which in my view is perfectly wrong: Households, can decide how
much of their income they are going to consume and how much they are going to
save. Firms, cannot decide how much money they are going make. In the original
Keynesian thought, profitability of capital would determine investment,
investment the level of income and given the propensity to consume, savings
would be determined, being by definition equal to investment. The interest rate
established a lower limit to investment, only projects with returns over and above
‘the’ interest rate, would be undertaken. The IS-LM perspective subsumes the
rate of profits to the interest rate on funds, when it was Keynes’ intention to
clearly separate the Marginal Efficiency of Capital from the Interest Rate.
Keynes believed that financial markets could generate significant systemic
disturbances that could keep economies away from full employment for
significant periods of time. Keynes thought that investment markets were not
playing the fundamental role they should and that the existence of highly

organized markets could even prove to be destabilizing.®

In standard macroeconomics teachings, financial markets are limited to
the neoclassic LM, perspective of money and one financial asset, a fixed interest
government bond, and one price, the interest rate. Other financial markets, i.e.
private debt and equity, are treated as "extensions."* In this vision capital
markets have an insignificant, if any, impact on the short and in the long term
functioning of the economy, capital effects are an ‘insignificant illusion.” The
integration of the classical quantity theory of money through the real balances
effect is far from satisfactory, in the last analysis the positivity of the price of
money and hence the demand for money cannot be explained by the real

balances theory. Within some perspectives it depends on exogenous structures:®
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the state and the demand for money derived from taxes payable in money.®" | will
argue that the demand for money is inextricably linked to capital and hence to
profits. The significance that Keynes ascribed to monetary and financial markets

dynamics is severely diluted in the IS-LM framework.

Until the 1970s there was something of a centrist consensus regarding
macroeconomics, built around the neoclassical synthesis. The synthesis and
related themes were intensely debated from the post-Keynesian, Marxist and
Monetarist camps. Nevertheless, the centrist moderate conclusions of the IS-LM
‘Keynesians’ held their ground as a practical guide for economic policy. The
rational expectations hypothesis introduced by the New Classicals radically
changed these conclusions, they contended that the predictions of the
neoclassical synthesis, ‘Keynesian economics,” were absolutely incorrect and
that the doctrine that supported them failed. The behavior of people is strongly
affected by their expectations about future events and they form these
expectations in a rational way.®> The Lucas critique showed that the existing
econometric models at the time used to simulate changes in economic policy
were flawed. The consideration of rational expectations would necessarily
introduce changes in people’s response to policies, so the old models were not
appropriate. The introduction of rational expectations in Keynesian type models,
resulted in fluctuations away from the ‘natural’ level of output that were
significantly shorter and less pronounced. The aggregate supply function was
revised through the introduction of the labor markets. Keynesian models relied on
a slow adjustment of prices and wages, under rational expectations there was no
reason why the adjustment of wages and prices should be slow, only unexpected
variations in the price level would have real effects. Finally, these scholars
argued that the proper instrument to deal with these problems was game theory,
and that every economic model should be based on strictly rational individual
behavior. In short, Keynesian synthesis models could not be used to formulate
economic policy, they could not explain fluctuations in aggregate economic

activity and monetary/financial forces would not matter. Policies intended to
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stabilize could be de-stabilizing and that fixed rule policies were better than
discretionary ones. They concluded that employment and production, usually
hovered at its ‘natural’ level determined strictly in real terms as Keynes’ classics.
This is not a necessary conclusion of the classical theoretical system, where the
issue of the short-term determination of output and employment and its

fluctuations was an open question.

In the New Classical perspective, fluctuations in employment and output
are variations of the natural level not deviations from it. So if there are
fluctuations is because the economy is moving from one situation of competitive
equilibrium to another, and these fluctuations can only be explained in terms of
autonomous changes in general equilibrium conditions, preferences, technology,
endowments, etc. Within this general perspective, for the Real Business Cycles
(RBC) theorists the main force behind fluctuations is technology. Their analyses
are based on highly simplified competitive models with a single good produced
by labor and capital with a constant returns technology, and where the only
shocks to the system are exogenous stochastic shifts in the production
technology.® The logical consequence of this view is that the classical difference
between the short term and the long term is eliminated. The moderate IS-LM
type conclusions are completely rejected and the more radical original approach
of the General theory as well as the fundamental conclusions from the capital
controversies are not even considered.* For the New Classical economics is
reduced to the endless development of the neoclassical aggregate production
function approach to growth theory, but with micro foundations. Growth theory
has traditionally been studied as part of macroeconomics, focusing on the
undisturbed evolution of potential output, or of the level of production at normal
capacity utilization. The fundamental assumption is that the goods and labor
markets clear, that is, labor and capital are always fully or normally employed or
that the employment level does not vary the prices equal costs condition is
implicitly assumed as well. Growth theory uses mostly completely aggregated

one-sector models, usually a single good is produced by capital and labor and all
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consumers are assumed to be infinitely-lived and identical, which is exactly the
same as positing a single agent. What Solow calls the ‘ultra-strong neoclassical
assumption’ that the economy traces out the inter temporal utility maximizing
program for a single immortal representative consumer or of a number of
identical such consumers. This is the old idea of the economy as a giant farm,
but now managed by a single immortal representative farmer. This individual is a
utility maximizer, so the theory is supposed to be solidly grounded on individual
maximizing behavior. The theory now is said to have micro foundations, and
given that the economy is considered to be the sum of the individuals, it is the
correct way, for some the only way, to study economic problems with the model
of a single aggregated good with a single utility maximizing individual and with

the use of dynamic games theory.

These models are often supposed to be general equilibrium® competitive
models, however they are simple aggregate production function models, plus the
representative consumer, where “general equilibrium” defined as market clearing
with full employment of labor and capital, is an initial assumption and the short
and long terms are one and the same. The explicit and the implicit equilibrium
conceptualization of the New Classical’ view, is clearly at odds with the
Walrasian treatment of the conditions and consequences of economic progress.
Walras visualizes equilibrium as the continuous process of chasing a moving
target without ever reaching it. For Walras different adjustment processes
operate at different speeds: market clearing can be determined in a matter of
minutes. In contrast, the achievement of “full” equilibrium, where prices equal
costs, is a considerably longer and slower adjustment process and in this
process the evolution of profits and the role of the financial system and markets
are central. Walras view of the reality of a modern capitalist economy is that of a
continuous equilibrium, where the economy is always in a temporary equilibrium
and this is different from day to day, moment to moment. In such a temporary
equilibrium, markets can clear, but resources are not necessarily fully employed,

output is not necessarily at its maximum level, money and financial markets
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matter, and all the good things that correspond to the ideal Smithian end state do

not entail.

The original developments of growth theory were concerned with the long
term hypothetical sate of an economy growing while at full employment, a
situation where Walras’ Law and the prices equal costs conditions apply. This
original moderate view of the founders has been challenged: the single good-
single agent theoretical models can be used to account for short-term
phenomena. It can explain not only the secular growth trends of advanced
economies but also it could explain business cycles, depressions, for example
the Great Depression, and basically every other economic problem. It became in
the words full of hope of Robert Lucas: “the only ‘engine for the discovery of
truth’ that we have in economics.™® The founder of the RBC school, Prescott,
argued recently that the great depression can be explained with growth theory
supplemented with the labor/leisure decision, and concluded that for some
reason: ‘the unintended consequence of labor market institutions and industrial
policies designed to improve the performance of the economy”, workers decided
to increase their leisure during the Great Depression. After more than twenty
years® of trying to find without success what technological shocks could have
caused the Great Depression, using “the only ‘engine for the discovery of truth’
that we have in economics” only changes in the ‘labor input’ could ‘explain’ it.
Prescott’s argument is an implicit recognition of the incapacity of this approach to
explain such an important phenomenon. Of course, if by definition, money does
not matter and finance neither, and the only true way to represent the economy is
in terms of an individual utility maximizing agent, or an infinite number of them
which is the same, silly conclusions can follow. A truly general theoretical system

is needed.
An alternative view from the New Classical economists, is found in the

proponents of what is also called the New Keynesian economics.® In general

these scholars accept the integration of rational expectations to
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macroeconomics, the consequences of the Lucas critique on econometric
models, and more or less the integration of the labor markets to the IS-LM
framework and the aggregate supply and demand model of modern
macroeconomics. However, they stress the existence of market imperfections
and market failures, and the implications of these problems for the evolution of
the economy. At the policy formulation level and obviously in political views, there
are extreme discrepancies between these two major contemporary currents in
economic thought. Among the issues debated are the length of the period of
adjustment of prices and wages, which is the analysis of nominal rigidities, and
the character of fluctuations. It is recognized by everybody that exogenous
variations in the aggregate demand, like consumers’ confidence, fiscal deficit,
trade deficit or changes in the money supply, among other forces, affect in the
short term the level of real output. Nevertheless, it is also recognized that in the
medium term it will tend to its natural level. New Classical economists will say
that the short term is very short, that the economy is always on or very close to a
competitive equilibrium. The room for active economic policies is minimal and
developmental advice is reduced to waiting.®® The more radical New Keynesians
will say that the short term can be very long, that the effects of aggregate
demand variations can be very long and persistent and that very significant
deviations in output from its natural level can be caused by market failures. The
New Keynesian economics recognizes the endogenous explanation of those
rigidities that may cause an inefficient allocation of resources as a cornerstone of
their research program.™ For these scholars, there is ample room for activist
economic policies. What these contemporary views also share is a severely
limited view of financial markets, in particular of capital markets. There are, of
course, alternative views on capital markets (For example, Stiglitz and Grunwald)
that have provided considerable insight on the dynamic interaction of real and
financial forces, among other important but partial contributions. Nevertheless,
the more radical original Keynes’ analytical proposal regarding the need for a
general theory to deal with the short term fluctuations of employment and output,

incorporating in a consistent way the theory of value, has not been
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accomplished. In Keynes’ vision such a theory would rely on the interaction of

real and financial forces in the amplest sense.

* % % % * % % % * % * *

The theoretical system of classical economics does not account for short
term nor financial and monetary phenomena, it describes essentially the
workings of a pure free market economy where money and finance are neutral.
This result is directly derived from the Smithian vision of profits as a cost coupled
with the classical idea of capital as a set of commodities: two archaic tenets that
should be abandoned. To explain the real workings of our economies, the
classical system needs to be completed with the integration, in an essential way,
of the financial and the monetary dimensions characteristic of modern capitalist
economies. The core of such expansion requires a theory of profits as a residual

and of capital as the property right over these profits.

In summary, the purpose of this essay is to develop a theory of the
economics of capitalism, by supplementing the classical theory of free markets
with a theory of capital, which will permit us to study in an integrated manner the
workings of real, financial and monetary markets, with a short and a long term
perspective. This theoretical proposal integrates Say’s Law and the workings of
competitive markets in a wider framework that admits a continuum of temporary
general equilibrium positions, where the Smithian ideal end point is just one of
them. Such a general equilibrium approach would require initially the adoption of
the two classical equilibrium conditions, in the short and in the long term:
Say’s/Walras’ Law, and, in the long term only: prices equal costs. This will allow
us to consider profits as a residual value determined in real terms and as a
temporary general equilibrium phenomenon. Once profits as a residual are
determined, we need to find a way to determine the economy’s general rate of
profit, to study then the problem of the determination of the value of capital and

its variations. A third general equilibrium short term condition should then be
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considered: the returns on capital are equalized. To study the dynamics of the
value of capital, we need to establish the way the profit rate interacts with the
interest rate as determined by real and monetary forces. As well, we need to
scrutinize the dominant capital pricing paradigms and to consider the issue of the
structure of capital. A true contemporary ‘classical’ approach would also integrate
fully the monetary and financial forces at play, and develop a consistent theory of
the interest rate as a completely different phenomenon from the profit rate. Such
a framework should be able to summarize in terms of an aggregate demand and
supply analysis, the short term determination of income and the interest rate,
considering the impact of capital effects. Finally, we may be able to advance the
understanding of when and how the dynamics of capital may affect the short and
long-term dynamics of the economic system, particularly cycles and financial
crises, through variations in the value of capital and hence through changes in
the value and distribution of wealth. This alternative option would concentrate on
the core problems of the classical theoretical system that are still relevant for
contemporary economics, and in the study of the complex dynamic processes,
whereby real world economies, converge or not, either in a stable or in an
unstable manner, towards a long term equilibrium, where the optimal results of
free markets, as different from capitalism, can be realized. A ‘classical’ study of
these processes would concentrate the analysis on the generation of profits, the
profitability of capital and on its long-term trend. A true contemporary ‘classical’
approach to the study of modern capitalist economies would also integrate fully
the monetary and financial forces at play, recognizing that financial forces can
have real effects and that these can be negative, severe and long lasting. The
central problem is not, whether or not modern capitalist economies are inherently
unstable, as Karl Marx and George Soros, believe, or inherently stable, as
Prescott and Lucas have argued, the problem is to understand the conditions
where significant instabilities can emerge endogenously so that they can be

avoided.
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" The most representative works within the classical political economy are in my view: Adam Smith "Wealth of Nations."
David Ricardo "Principles of Political Economy and Taxation" Karl Marx “Capital.”

2 Marx never used the term capitalism.

3 As we will argue throughout this work, from the classics until today the concepts of profits, capital and the rate of profits
are far from clear and they need a major revision and reformulation. We will propose what we believe are sound
theoretical alternatives in this respect. Certainly, profits and the rate of profits are concepts that cannot be assimilated to
each other: profits refer to the absolute mass, while the rate of profits is a measure of the profitability of capital. As we
will see the nature of capital, its value and the appropriate way to determine the profitability of capital, are issues that are
very far from settled in the literature, up to this date capital theory is plagued by confusion. Quoting Keynes on capital
theory: “There is, as | have said above, a remarkable lack of any clear account of the matter.” John Maynard Keynes.
“The General Theory of Employment, Interest and Money.” pp. pp 139.

* Not everybody will agree strictly with this assertion, but it can be argued that they did with different degrees of
emphasis as far as the interdependence of the theories of value and distribution. Modern Neo-Ricardians in the Sraffian
vein, argue that Value and distribution can be dealt with, in a completely independent manner, considering this approach
as the truly classic way. See more on this chapter, and section 3.1 of chapter 3.

® Marx also worked implicitly within a perfect competition and general equilibrium approach, clearly shown in his models
of the ‘simple exchange of commodities,’ in the reproduction schemata and in the transformation problem. He would say
without the assumption that the sum of prices equals the sum of values and that the sum of profits equals total surplus
value, political economy is without a rational foundation.

® For Marx, Malthus was the paradigm of this species. Ricardo was no so sympathetic either. In a letter from Ricardo to
James Mill 1%t of January 1821, referring to Malthus, he writes: “Political Economy he [Malthus] says it is not a strict
science like mathematics, and therefore he thinks he may use words in a vague way, sometimes attaching one meaning
to them, sometimes another and quite different. No proposition can be surely more absurd.” Kurz and Salvadori, 2002,
Footnote 2.

7 After Jean Baptiste Say.

8 As is well known Marx’s distinguishes between ‘constant’ and ‘variable’ capital, where variable capital includes only
wage goods, and is the ‘only” portion of capital that creates new value because it is used to buy the only source of value,
the labor force. However, this distinction, fundamental for the Marxist theory of surplus value is irrelevant for our
purposes.

® Ricardo’s identification of the ‘invariable measure of value’ with the commodity produced with average composition of
capital made Sraffa conclude that: “This preoccupation with the effect of a change in wages arose from his [Ricardo’s]
approach to the problem of value which, as we have seen, was dominated by his theory of profits. The ‘principal problem
in Political economy’ was in his view the division of the national product between classes and in the course of that
investigation he was troubled by the fact that the size of this product appears to change when the division changes. Even
though nothing has occurred to change the magnitude of the aggregate, there may be apparent changes due solely to
changes in measurement, owing to the fact that measurement is in terms of value and relative values have been altered
as a result of a change in the division between wages and profits.” Thus the problem of value which interested Ricardo
was how to find a measure of value which would be invariant to changes in the division of the product; for, if a rise or fall
of wages by itself brought about a change in the magnitude of the social product, it would be hard to determine
accurately the effect on profits.” (Sraffa 1951, p. xlviii-xlix). Sraffa, Piero. (1951), “Introduction”, The Works and
Correspondence of David Ricardo. Vol.l, ed. P. Sraffa. Cambridge: The University Press. The first logically consistent
solution to this theoretical problem at the expense of the labor theory of value was offered by Piero Sraffa in his book
“Production of Commaodities by Mean of Commaodities: Prelude to a Critique of Economic Theory” 1960. Cambridge: The
University Press.

' The Sraffian and Post-Sraffian critique of the neoclassical theory of capital, demonstrated that there was not a simple
direct relationship between the quantity of capital employed in production and the return on capital—rate of profits or
“marginal product of capital’—changes of techniques from low to high and vice versa, intensity of capital, could result in
movements in the rate of profit contrary to those predicted by the neoclassical theory of capital as an homogeneous
aggregate. This is the phenomenon of re-switching and proved the inconsistency of the marginal productivity theory of
distribution. The re-switching phenomenon applies, except in very restrictive conditions, also to labor as an
homogeneous aggregate.

" The Sraffian solution determines the prices of all individual commaodities and, either wages or the profit rate, one of
these variables needs to be determined outside the production system. Sraffa opts for the determination of the rate of
profit, through the interest rate as determined within the financial system, a process that is not analyzed. By doing this
Sraffa eliminates capital from production, with the implication that the Sraffian system does not have room for any theory
of capital at all! Classic Walrasian and contemporary general equilibrium analysis, share this fundamental problem.

"2 |n standard neoclassical economic theory firms maximize the mass of profits and the concept of the rate of profits is
assimilated to the interest rate, which in equilibrium is posited to be equal to the physical marginal productivity of capital.
In the Ricardian and Marxian approach the rate of profits is the ratio of the value of profits and the value of the means of
production, producers are supposed to respond not to the mass but to the rate of profits. In the Neo Ricardian tradition
and similar perspectives that claim for themselves the true Classical approach, it is the rate of profits the important
variable to consider regarding the behavior of firms. | consider both perspectives as flawed.

'3 In modern terms this is the Lipsey-Lancaster Theorem: When an economy is not in a first-best optimum there is no
way of telling whether a given change takes us nearer or further away from the first-best optimum.

4 Walras, Leon. Elements of Pure Economics or the Theory of Social Wealth. First published in installments between
1874 and 1877. All the references are from the English translation by W. Jaffé, London: George Allen & Unwin. 1954.

' According to Luigi Pasinetti the synthesis of the theory of differential rents, first developed in 1777 by James Anderson
and the principle of diminishing returns, into what we know as the Ricardian theory of rents, is due to Malthus.



'8 Even though the neoclassical theory of value was an independent theoretical development that took place before the
radical socialist critiques that emerged at the end of the 19™ century, it definitively provided, and still does, significant
rethorical ammunition against them.

" The theory of the firm states that it is always possible to specify a function which expresses the maximum volume of
physical output obtainable from all technically feasible combinations of physical inputs, given the knowledge about input-
output relationships and considering that technical knowledge is freely available. Inputs are usually classified into more
or less homogenous classes and both outputs and inputs are measured in flows. It is assumed for convenience that the
production function so defined is smoothly differentiable. In this view it is strictly necessary to assume that firms are profit
maximizing. The input demand functions or the factors demand, are derived as an inverse form of the marginal product
equations. In perfectly competitive factor and product markets firms will hire workers, machines, and space until wage
rates, machine rentals, and land rentals are equal to their respective marginal value or marginal revenue products.

'8 For a recent survey and critique of these approaches from a NeoRicardian perspective see: Pasinetti, Luigi. “Critique
of the neoclassical theory of growth and distribution” Entry prepared for the Storia del XX secolo, planned and so far
unpublished, by the Instituto della Enciclopedia Italiana. Available for PDF download at Prof. Pasinetti’s website.

'® In Bohm-Bawerk capital is associated with roundabout methods of production: In order to reap a harvest, you could
send workers into the fields to pluck the ears of corn. A more efficient method is to spend capital on making scythes and
then use this to cut the corn. An even more efficient method is to spend even more capital manufacturing reaping
machinery and use this to harvest your corn. Progress is achieved through the use of labor in more roundabout methods
of production; a widening of the gap between inputs and outputs. Capital supplies the necessary subsistence to labor
during the ‘waiting time’ before new consumer goods are produced. This waiting time is extended to yield increased
productivity until, in equilibrium, productivity is equated with the rate of interest. The nature of the rate of interest could be
found in: a) people expect to be better off in the future; b) people put a lower valuation on future goods than on present
goods; a) and b) result in a time preference, people are willing to borrow now against future income, to increase
consumption today; c) a technical proposition is added, existing goods are technically superior to future goods, because
in the interval existing goods are capable of producing more goods. “Capital and Interest” (1884) and “Positive Theory of
Capital” (1889). Once you dissect Bohm-Bawerk’s theory of interest is a restatement of the ancient capital as the wage
fund theory, only with a variable period of production.

20 See Chapter 6, section 6.1 for a more detailed formal treatment.

2! She posed the central questions that dominated the debate: What do we mean by capital in neoclassical economics?
How do we measure it in technical units (or) in a way that it is independent of distribution and prices, so it can be used
coherently in a production function and legitimately regarded as one of the determinants of distribution? What sense can
be made of the notion of an economy getting into equilibrium? Either it is in equilibrium (plans and expectations are
fulfilled) and always have been there or not. There is no guarantee or sense in the notion of convergence on, or
fluctuations around an equilibrium position. What sort of society is being analyzed? What is the meaning of capital?

22 The literature on this theme is voluminous and has been amply surveyed and reported, just to mention a recent
recapitulation by one of the great survivors on the Cambridge, UK, side, see: Harcourt, G. C. (1994) “The Capital Theory
Controversies” in “Capitalism, Socialism and Post-Keynesianism” Selected Essays of G. C. Harcourt. 1995. Aldershot,
Edward Elgar. Harcourt concludes with a very sad note: “...the current position is an uneasy state of rest, under which a
time bomb is ticking away, planted by a small, powerless group of economists who are either aging or dead.” P. 45.

2 The phenomenon of "re-switching of techniques”, went virtually unnoticed when Sraffa's book (1960) was published,
until the mid 1960s through a series of essays forming a "Symposium" edited by Samuelson in 1966. The opening article
of such Symposium, was written by Pasinetti (1966) as a criticism of a previous article by Levhari (1965). The
Symposium was followed by a copious literature (For surveys see Harcourt, 1969, 1972). As Luigi Pasinetti recently
wrote: “The main theoretical finding of these contributions is that in general there is no inverse monotonic relation
between quantity of capital (whatever the method chosen for its measurement, whether in physical or in value terms) and
rate of profits, a phenomenon also known as reverse capital-deepening.” In “Critique of the neoclassical theory of growth
and distribution” Unpublished. Pp. 33-34.

24 As the editor of the 1966 Symposium Paul Samuelson concluded:"[...] the phenomenon of switching [...] of techniques
[...] shows that the simple tale told by Jevons, B6hm-Bawerk, Wicksell and other neoclassical writers alleging that as the
rate of interest falls in consequence of abstention from present consumption, in favor of future, technology must become
in some sense more roundabout, more 'mechanized’, and 'more productive' cannot be universally valid [...]. There often
turns out to be no unambiguous way of characterizing different processes as more 'capital intensive' [...].[...] If all this
causes headaches for those nostalgic for the old time parables of neoclassical writing, we must remind ourselves that
scholars are not born to live an easy existence. We must respect, and appraise, the fact of life." (Samuelson, 1966b, pp.
568, 582-3). Charles Ferguson (1969), in a book dealing specifically with the neoclassical theory of production and
income distribution, reiterated Samuelson’s propositions: "... the Cambridge Criticism definitely shows that there may be
structures of production in which the Clark parable may not hold [...]. The crux of the matter is that economists may be
unable to make any statements concerning the relation of production to competitive input and output markets. | believe
they can; but that is a statement of faith, [...]". (Ferguson, 1969, p. 269). See Pasinetti, Unpub. P. 34-35. Prof. Blaug in
his Economic Theory in Retrospect (1978) wrote: “The fact remains, however, that the Switching Theorem suffices to
show that the Austrian theory of capital—meaning the theory which reduces the differences between capital goods to
‘time’ and which then measures ‘capital’ as an ‘average period of production’, the rate of interest being determined by the
interaction of the average period and the three reasons for positive time-preference on the part of individuals—is
untenable.” P. 557.

% The general equilibrium approach in its modern Arrow-Debreu, A&D, derived formulations that do not rely on the
traditional production function approach using activity analysis instead, are immune to the re-switching critique and have
succeeded in providing a consistent theory of value for all commodities. They are capable of determining relative prices
for all present and future commodities. However, their treatment of capital and of the profitability of capital is still very far
from satisfactory. The revolutionary character of activity analysis lies, from the instrumental perspective in the set-



theoretic approach which is more fundamental and powerful than the smooth differentiable production function traditional
approach. From the more ample theoretical perspective it provides the foundations to analyze production in a strictly
technical resource allocating way. Without making confusing and arbitrary distinction between the commodities used in
productions and without endowing arbitrarily defined aggregates like land, labor or capital, with physical productivities of
its own that are independent of its use. Some early versions of activity analysis often made a distinction among primary,
intermediate, and desired commodities. Primary commodities defined as the ones which flow into production from
outside the production system; intermediate commodities which are the ones produced only for use as inputs for further
production; and desired goods as those produced for consumption or other uses outside the production system. These
are clearly arbitrary definitions that cannot illuminate the fundamental issues pertaining capital and distributional theories.
% |n 1965, in a pioneering essay Prof. F. H. Hahn of Cambridge UK, put forth the suggestion that money may be
worthless: Money is characterized by the quality that is desired for what it will buy. If, for some reason, it were worthless,
it could not be valuable in this way. Hence there would be no excess demand for it. But this means that the nil value in
exchange is an equilibrium “price” of money. There is an equilibrium where the economy is effectively demonetized; it no
longer appears to be a monetary economy. Hanh, F. H. “On some problems of proving the existence of an equilibrium in
a monetary economy” In The Theory of Interest Rates F. Hahn and F. Brechling, eds. 1966, Macmillan, London and
Basingstoke. In my view the classical long term is such an equilibrium where the economy is demonetized: the excess
demand for money is nil.

2 |rving Fisher “Theory of Interest” (1930), “The rate of Interest” (1907 and 1930). He can be considered the grand father
of modern financial economics thanks to his work on investment appraisal. For Fisher the interest rate is governed by the
interaction of two forces: a) the willingness of individuals to give up income now in exchange for income tomorrow, that is
“time preference” a term invented by him; and b) the “investment opportunity principle,” the technological possibility to
convert income now into income in the future. What he called the “rate of return over cost” which for Keynes
corresponded to his “marginal efficiency of capital” and in modern financial economics has been developed into the
concept of the “internal rate of return.” Fisher defined his “rate of return over cost” as that discount rate which equalized
the present value of the possible alternative investment choices open, showing that the ranking of alternatives depended
on the interest rate. Changes in the interest rate may result in changes in the ranking of alternative investments. The
modern concept of the internal rate of return is that discount rate that equalizes the net present value of a series of future
cash flows to zero.

2 The term was introduced by Oscar Lange, several commentators have questioned the validity of this name considering
that it is formally equivalent to the ancient Say's Law of markets, however the term has taken hold in the literature and 'l
use both indistinctly.

2 The first successful formulation and proof of this problem is due to Arrow and Debreu. (Arrow K. J. And Debreu, G.
“Existence of an equilibrium for a Competitive economy.” Econometric, 34, January 1966.) “The essential idea is to
consider the model of competitive markets as the model of an n-person non-cooperative game and to utilize a theory
developed in game theory.” This is the essence of the modern formulation of the existence question. In Koopman’s
words: “The problem is no longer conceived as that of proving that a certain set of equations has a solution. It has been
reformulated as one of proving that a number of maximization of individual goals under independent restraints can be
simultaneously carried out.” The usual procedure is summarized as: “...we first specify the consumption set for each
consumer, the production set for each producer, the behavioral rule for each economic agent, and a competitive
equilibrium. Then, using the assumptions on the consumption set and the production set, and so forth, we want to prove
the existence of an equilibrium. The problem is no longer one of finding a solution for the simultaneous equations or
inequalities. The stress now lies in the compatibility of each economic agent’s behavior.” Takayama, Akira. Mathematical
Economics. 2d. De. (P. 261).

% Cited by Currie and Steedman in "Wrestling with time" Problems in Economic Theory. P. 67. See also W. Jaffé,
"Walras' Economics as Others see It" 1980. Journal of Economic Literature 18. pp. 528-58.

31 Of course, own rates of return can be positive, negative or zero. The price of a personal computer, lets say 1, or 5
years from now most likely is going to be less than today, so the corresponding own-rate will be negative.

%2 The term was initially used by Hicks: a temporary equilibrium is a situation where markets clear, Say’s Law or Walras’
Law holds, but the economy is not in full employment. It is out of the full employment growth path. The concept of
Temporary General Equilibrium is discussed in chapter 2, most relevant references are included.

3 Monetarists like to think that price theory is the crucial or the only paradigm that economics has to understand
aggregate economics, and that this theory can be used to explain the whole range of social phenomena. The New
Classical economists have their own particular ideas about the only paradigm in this respect as we will see. | believe that
there is confusion with the use of some the principles of price theory, for example: individual rational behavior, and price
or value theory itself. Of course, the different theories that are needed to complete the theoretical system of the classics
need to be consistent with each other, and share the same basic principles. Principles that constitute the non falsifiable
or non refutable hard core of the discipline, as different from the authentic hard core that can be refuted.

% “Thus the analysis of the Propensity to Consume, and the definition of the Marginal Efficiency of Capital and the theory
of the Rate of Interest are the three main gaps in our existing knowledge which it will be necessary to fill. When this has
been accomplished, we shall find that the Theory of Prices falls into its proper place as a matter which is subsidiary to
our general theory.” Keynes, J. M., “The General Theory” Pp. 32.

% Castorena Davis, Victor M. “The Theoretical System of Classical Economics”, 2004.

% The best known are Robert E. Lucas Jr., Thomas J. Sargent, Robert M. Towsend, Robert Barro and within the Real
Business Cycle school Edward Prescott and Finn Kydland, among others.

% The original monetarists are Milton Friedman, Allan Meltzer and Karl Brunner, among others.

% _if Keynes seriously meant to question the validity or relevance of Walras' law, he would have to reject the orthodox
theory of household behavior and propose an acceptable alternative--and the alternative would have to include orthodox
theory as a special case, valid under conditions of full employment. Walras' law is not, after all, an independent postulate



of orthodox analysis; it is theorem which is susceptible to direct proof on the basis of premises which are typically taken
as given in contemporary as well as classical price theory." [...] "...either Walras' law is incompatible with Keynesian
economics, or Keynes had nothing fundamentally new to add to orthodox theory.” p. 41."...suppose that Walras' law is
both unreservedly valid, relevant and compatible with keynesian economics...(then) Keynes may be subsumed as a
special case of the Hicks-Lange-Patinkin theory of tatonnement economics...We would then have to conclude that
Keynes added nothing fundamentally new to orthodox economic theory."[...] "If Keynes added nothing new to orthodox
doctrine, why have twenty-five years of discussion failed to produce an integrated account of price theory and
income analysis? If Keynes did add something new, the integration problem becomes explicable; but then we
have to give up Walras' law as a fundamental principle of economic analysis. It is precisely at this point, | believe,
that virtually all previous writers have decided to part company with Keynes. | propose to follow a different course. | shall
argue that the established theory of household behavior is, indeed, incompatible with Keynesian economics, that Keynes
himself made tacit use of a more general theory, that this more general theory leads to excess-demand functions which
include quantities as well as prices as independent variables, and that, except in conditions of full employment, the
excess-demand functions so defined do not satisfy Walras' law." p. 43. Clower, Robert. "The Dual-Decision Hypothesis".
% | will concentrate solely in John Maynard Keynes, “The General Theory of Employment, Interest, and Money” First
Harvest/Harcourt Inc. 1964. All quotes are from this edition.

40 See Keynes, J. M. “The General Theory of Employment, Interest, and Money”, p. 3.

“1 “It appears that the body of ideas discussed under the name of ‘classical’ economics represented a convenient straw
man of Keynes’ invention to represent the thinking of his predecessors. For Keynes, a ‘classical’ economist was any
writer who defended Say’s Law. By Say’'s Law, Keynes meant the proposition that any increment in output will
automatically generate an equivalent increase in spending and income such as to maintain the economy at full
employment.” Blaug, Mark. “Economic Theory in Retrospect” (1978) pp. 691.

42 | was brought up to believe that the attitude of the Medieval Church to the rate of interest was inherently absurd, and
that the subtle discussions aimed at distinguishing the return on money-loans from the return to active investment were
merely Jesuitical attempts to find a practical escape from a foolish theory. But | now read these discussions as an honest
intellectual effort to keep separate what the classical theory has inextricably confused together, namely, the rate of
interest and the marginal efficiency of capital. For it now seems clear that the disquisitions of the schoolmen were
directed towards the elucidation of a formula which should allow the schedule of the marginal efficiency of capital to be
high, whilst using rule and custom and the moral law to keep down the rate of interest.” Keynes, J. M. “The General
Theory...” p. 351-52.

43 “In assuming that the wage bargain determines the real wage the classical school has split in an illicit assumption. For
there may be no method available to labor as a whole whereby it can bring the wage-goods equivalent of the general
level of money-wages into conformity with the marginal disutility of the current volume of employment. There may exist
no expedient by which labor as a whole can reduce its real wage to a given figure by making revised money bargains
with the entrepreneurs. This will be our contention. We shall endeavor to show that primarily it is certain other forces
which determine the general level of real wages.” Op. cit. p.13.

4 “L et us assume, for the moment, that labor is prepared to work for a lower money-wage and that a reduction in the
existing level of money-wages would lead, through strikes and otherwise, to a withdrawal from the labor market of labor
which is now employed. Does it follow from this that the existing level of real wages accurately measures the marginal
disutility of labor? Not necessarily. For, although a reduction in the existing money-wage in terms of wage-goods would
lead to a withdrawal of labor, it does not follow that a fall in the value of the existing money-wage in terms of wage-goods
would do so, if it were due to a rise in the price of the latter. In other words, it may be the case that within a certain range
the demand of labor is for a minimum money-wage and not for a minimum real wage. The classical school has tacitly
assumed that this would involve no significant change in their theory. But this is not so. For if the supply of labor is not a
function of real wages as its sole variable, their argument breaks down entirely and leaves the question of what the
actual employment will be quite indeterminate. They do not seem to have realized that, unless the supply of labor is a
function of real wages alone, their supply curve for labor will shift bodily with every movement of prices...Now ordinary
experience tells us, beyond doubt, that a situation where labor stipulates (within limits) for a money-wage rather than a
real wage, so far from being a mere possibility, is the normal case. Whilst workers will usually resist a reduction of
money-wages, it is not their practice to withdraw their labor whenever there is a rise in the price of wage-goods.” Op. cit.
pp. 8.

5 See Leijonhufvud, Axel. “On Keynesian Economics and the Economics of Keynes” A Study in Monetary Theory. New
York, OXFORD UNIVERSITY PRESS, London 1968. P. 212. “The issues were not resolved. Keynes’ General theory had
the effect of cutting the debate short. The capital-theoretic controversies were buried under the avalanche pro-anti, and
(soon enough) post-Keynesian writings, and the issues were to remain in abeyance for some thirty years...(Keynes) His
main point was that “Classical” interest theory generally dealt with a barter system and ignored the store of value role of
money. This point was generally accepted. At the same time, however, Keynes did not achieve a satisfactory statement
of his own theory of interest that could be substituted for the doctrines he had sought to demolish. (Critics made it clear
that)...Keynes overstated the role of liquidity preference in interest determination. But this criticism did not put new life
into the earlier debate on capital and interest. It failed to do so because the reformulation of the “Keynesian system”
provided by Hansen and others was widely accepted as a successful “integration” of Keynesian and classical interest
theory.” In footnote 9 Axel writes: “The “IS-LM formulation” of the matter replaced the Classical economists’ “Thrift” and
“Productivity’-the exogenous data of the problem—uwith the endogenous flow rates of saving and investment, and made
no reference to the stock concepts of “wealth” and “capital.”

“6 The works of Dow, Chick, Gerrard, etc., already quoted in the first section are a good example.

47 Op. Cit. p. 139.

8 Keynes had a contradictory view in this matter he wrote “A country is no richer” when the general level of securities
prices goes up without any change in objective transformation possibilities, “but the citizens, beyond doubt, feel richer.”
See Leijonhufvud, A. P. 266.



4% “Once we relinquish the treatment of saving as simply the purchase of bundles of differently dated amounts of “the”
consumer good and admit a demand for “wealth as such,” the door is open to Keynes’ “Precaution, Foresight,
Calculation, Improvement, Independence, Enterprise, Pride, and Avarice” and sundry other “spirits” of a more or less
animal” description... This “view of what the world is like” also implies that in the management of his portfolio, the
representative transactor will be vitally concerned with the risk of capital loss and that, on balance, he will try to shed
“capital uncertainty” rather than (net) “income uncertainty.” Leijonhufvud, Axel. Pp. 258-259.

%0 “The three divisions of liquidity-preference which we have distinguished above may be defined as depending on (i) the
transactions-motive, i.e. the need of cash for the current transaction of personal and business exchanges; (ii) the
precautionary-motive, i.e. the desire for security as to the future cash equivalent of a certain proportion of total
resources; and (iii) the speculative-motive, i.e. the object of securing profit from knowing better than the market what the
future will bring forth.” Keynes, J. M. “The General Theory...” P. 170.

® “The celebrated optimism of traditional economic theory, which has led to economists being looked upon as Candides,
who, having left this world for the cultivation of their gardens, teach that all is for the best in the best of all possible worlds
provided we will let well alone...” Op. cit. P.33.

%2 The underworld of those who like Malthus, believed that there could be deficiencies or excesses in aggregate demand,
Say’s Law did not hold, which clearly was not the case in the work of Karl Marx. See Keynes, J. M. “The General
Theory...” P. 32.

%3 Schumpeter distinguishes between two major analytical traditions in economics: Real Analysis and Monetary Analysis.
In his words: "Real Analysis proceeds from the principle that all the essential phenomena of economic life are capable of
being described in terms of goods and services, of decisions about them, and of relations between them. Money enters
the picture only in the modest role of a technical device that has been adopted in order to facilitate transactions...So long
as it functions normally, it does not affect the economic process, which behaves in the same way as it would in a barter
economy: this is essentially what the concept of Neutral Money implies." [...] "Monetary Analysis introduces the element
of money on the very ground floor of our analytic structure and abandons the idea that all essential features of our
economic life can be represented by a barter-economy model." (Schumpeter, J. A. 1954. History of Economic Analysis.
New York: Oxford University Press. Pp. 277-78).

® Friedman and Schwartz: income and prices will typically be found 'dancing to the tune called by independently
originating monetary changes'. Conclusion of Friedman and Schwartz:, “Monetary History of the United States” P. 686.
Neo-walrasians typically argue that in a closed economy, the absolute levels of money prices and aggregate money
income depend ultimately on the quantity of legal tender means of payment as determined by the fiscal and monetary
operations of government; but that the impact effects of autonomous changes in the stock of legal-tender money cannot
be disentangled from other and equally important sources of economic disturbance--technological, phsychological, etc.--
not, at least, by visual inspection of historical time-series data and casual study of related events. More pointedly, legal
tender money--which does not include either demand or time deposits-- is merely one of many generally acceptable
means of payment. The great bulk of objects which people regard as "money" at any given point in time consists of debt
instruments, the amounts of which are determined in the short run not by government authorities but by the general
public....it is absurd to assign a prominent role in cyclical movements to variations in the stock of legal-tender money,
and it is even more absurd to treat the total "stock of money," however one might define it as an independent variable.
See Robert Clower, Pp. 69-70. As the great neo-Walrasian Frank Hahn, more or less, said: If money does not matter
neither does inflation, it is a truly astonishing feat to 'embrace a theory were inflation has negligible costs, and yet be the
most vociferous advocates about curing inflation at any price.'

% “| should think we would view any monetary model that did not have this neutrality property with the deepest
suspicions, the way we would view a physical model that predicted different times for the earth to complete its orbit
depending on whether distance is measured in miles or kilometers.” Robert E. Lucas Jr. “Models of Business Cycles” P.
74.

% A crucial aspect of the common practice of conceiving money and securities as goods no different than ‘apples an
oranges’ and dealing with them in terms of individual agents maximizing the utility they derive from the amounts of cash
goods and credit goods they consume, is that it must be assumed that there is decreasing marginal utility of having more
money, otherwise the required equimarginal conditions do not obtain in equilibrium. In a world of profit maximizing firms
where money is power, this is clearly contradictory.

%" Needles to say Keynes concept of the marginal efficiency of capital is very different from the typical notion of the profit
rate, etc., etc., the point of this extremely summarized summary is to underline the Keynesian relationship between the
profitability of capital and effective demand.

%8 “Speculators may do no harm as bubbles on a steady stream of enterprise. But the position is serious when enterprise
becomes the bubble on a whirlpool of speculation. When the capital development of a country becomes a by-product of
the activities of a casino, the job is likely to be ill-done.” Keynes, J. M. “The General Theory...” P. 159. Of course, Keynes
was not against financial markets per se, he was for the proper organization of financial markets and he saw a public
policy dilemma in this: “As when we were discussing the marginal efficiency of capital, the question of having a highly
organized market for dealing with debts presents us with a dilemma. For, in the absence of an organized market,
liquidity-preference due to the precautionary-motive would be greatly increased; whereas the existence of an organised
market gives an opportunity for wide fluctuations in liquidity-preference due to the speculative-motive.” P. 171.

% See for example: Blanchard Olivier, "Macroeconomics" Second Edition Prentice Hall, 2000.

¢ See Starr (1989).

® This is the kind of statement that infuriates New Classical economists and monetarists, that believe that every aspect
of economics should be explained in terms of value theory, or of a particular version of it.

62 See among others: Lucas, Robert E. Jr., 1972a. “Econometric testing of the Natural Rate Hypothesis.” Pp. 50-59. The
econometrics of Price Determination, ed. Otto Eckstein. Washington DC Board of Governors of the Federal Reserve
System. 1972b. “Expectations and the Neutrality of Money.” Journal of Economic Theory 4 (April). Pp. 103-124. 1975.



“An Equilibrium Model of the Business Cycle.” JPE 83 (December) 1113-44. 1976. “Economic Policy Evaluation: A
Critique.” Pages 19-46 in “The Phillips Curve and Labour Markets.” Supplement to JME 1 (April) Ed. Karl Brunner and
Allan Meltzer. With Thomas J. Sargent. 1978 “After Keynesian Macro Economics.” In After the Phillips Curve:
Persistence of High Inflation and High Unemployment. Boston: Federal Reserve Bank of Boston. With Leonard A.
Rapping, Lucas published the two original papers: 1969. “Real Wages, Employment and Inflation.” JPE 77
(September): 721-54. and 1970. “Price Expectations and the Phillips Curve.” AER 59 (June) 342-50.

8 Prescott and Kydland use a highly simplified model with a single good produced by capital and labour, with a constant
return technology, consumer are identical and live forever, the only shocks to the system are exogenous, stochastic
shifts in the production technology. The question is: “Can specific parametric descriptions of technology and preferences
be found such that the movements induced in output, consumption, employment and other series in such a model by
these exogenous shocks resemble the times series behavior of the observed counterparts to these series in the postwar,
US economy?” In Lucas, Robert E. “Models of Business Cycles.” Pp. 34.

6 An impeccable critique is that of Pasinetti: “The growth models with endogenous technical progress that have emerged
are extraordinarily refined in terms of the analytical tools used and at the same time naively simplistic in their vision of the
world. Basically, using few but fascinating elegant analytical tools, they offer a re-edition and a restrictive re-adaptation of
a mathematical model of inter-temporal maximization which Frank Ramsey, a young mathematician in Keynes's
Cambridge group, had proposed in 1928. His model was in fact conceived as an exercise in bringing out the analytical
properties of a hypothetical economic system where an omniscient central planner, endowed with eternal life, decides on
the distribution of production and consumption over time for all his subjects, being himself acquainted with all their
preferences and all the constraints imposed by the technical conditions. But the authors of the growth model with
endogenous technical progress have had greater ambitions, aiming at providing a descriptive scheme of the real world,
and it is here that they have shown surprising naivety. None have had any hesitation in using neoclassical aggregate,
continuous and differentiable production functions of the very type for which abandonment had been advocated twenty
years earlier. None felt the need to justify or explain the use of notions like aggregate physical capital, which, moreover,
they would most of the time include in Cobb-Douglas type production functions, resting on decidedly shaky empirical
support. These are applied as if they were part and parcel of everyday economic reality, not the slightest doubt being
shown about them.” [...] (the savings rate and the capital/net income rate) “...are "modeled" in such a way as to emerge
from a process intended to represent maximizing behaviour. In accordance with an approach that has found recent
favour and diffusion, they are presented as having "microfoundations”. It is from this feature that the growth models with
endogenous technical progress acquire their elegance and at the same time reveal their naivety. Basically, they reduce
their aim at analyzing the behaviour of a single individual considered as "representative"; no longer a planner for all the
other individuals but for herself. This extraordinary and queer individual lives forever, has perfect knowledge of the
technical production functions, actually of the production function for one single good, and knows how to improve it (in
other words how to produce technical know-how). She knows her utility function, from now to infinity; she adopts a
(given) rate of inter-temporal preference and knows perfectly how to allocate efforts and consumption over time, in such
a way as to achieve maximization of the present value of her satisfaction, again from now to infinity, given the
characteristics of production, learning, and consumer preferences, from now to eternity. It is hard to think how such
singular individual could possibly be attributed the characteristic of "representativeness". Whether she is "representative”
or not is precisely the question that one would wish to see demonstrated.” Pasinetti, Luigi. “Critique of...” Pp. 46--48.

% As we saw in section 4, according to Koopmans, general equilibrium deals with the problem of the consistency of the
actions of many independent agents. In Koopmans words: “The problem is no longer conceived as that of proving that a
certain set of equations has a solution. It has been reformulated as one of proving that a number of maximization of
individual goals under independent restraints can be simultaneously carried out.” The usual procedure is summarized as:
“...we first specify the consumption set for each consumer, the production set for each producer, the behavioral rule for
each economic agent, and a competitive equilibrium. Then, using the assumptions on the consumption set and the
production set, and so forth, we want to prove the existence of an equilibrium. The problem is no longer one of finding a
solution for the simultaneous equations or inequalities. The stress now lies in the compatibility of each economic agent’s
behavior.“ One must ask if this is the central problem of general equilibrium analysis, how can we consider models with a
single agent or identical multiple agents, which is the same, as general equilibrium models?

% |n Lucas, Robert E. “Models of Business Cycles.” Pp. 108.

67 Counted from the publication of Finn E. Kydland and Edward C. Prescott, “Time to build and aggregate fluctuations”
Econometrica 50 (1982), pp. 1345-70.

¢ See for example Romer, David “The New Keynesian Synthesis” Journal of Economic Perspectives, Winter 1993, pp.
5-22.

8 Also for the New Classical economists, the role of expectations is fundamental. They argue that under conditions of
rational expectations a system of competitive markets can reverse potential rigidities and markets imperfections, as long
as informational asymmetries and shocks are transitory.

0 | want to thank Dr. Fernando Noriega for pointing this out.
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Chapter 2. The Nature of Profits.

Introduction.-

In an economy where every commodity is traded strictly in terms of equal
values, that is in terms of equilibrium relative prices, the problem of the existence
and determination of profits emerges. Classical economists would approach this
problem considering the exchange of all commodities as a whole that is from a
general equilibrium perspective, and, as Marx used to say, vulgar economists
would not. The classical perspective on value and profits implies necessarily a
general equilibrium approach, ad hoc hypotheses and partial analyses are the
trade mark of the alternative. In this chapter the problem of profits from the
classical perspective is considered, its purpose is to determine profits conceived,
in a Ricardian spirit, as a residual of value but doing so under general equilibrium
conditions. It is considered that the problem of profits should be solved at the
most general level of abstraction without relying on special cases or particular
hypotheses. Uncertainty, imperfect competition and information, rationality limits,
among other equally important real world phenomena, are not considered at this

initial state of the analysis.

| will argue that modern general equilibrium analysis in the way its has
been developed by the seminal contributions of Arrow and Debreu, among
others, inspired in the original Smithian vision of competitive markets and the
contributions of Walras, admits the consideration of profits as a residual without
changes in its fundamental logical structure. By solving in a definitive' manner
the classical theoretical problem of the determination of value, Arrow and
Debreu, have also provided us with a framework to solve the problem of profits
as a residual of value. Once all the prices of commodities are determined, profits
are determined. In the competitive equilibrium of a privately owned economy,
profits can be positive, or, equal to zero. In Arrow and Debreu, profits do not

correspond to the cost of a factor named capital, positive profits are interpreted?
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as a payment to factors of production specific or particular of a firm, that are not
marketed, and, hence, do not have a market determined price as other
commodities that are traded in markets. Positive profits, interpreted in this way,

are consistent with a competitive general equilibrium of the Arrow and Debreu

type.

| will make a case for the reinterpretation of positive profits as a residual of
value, within the same logical structure of Arrow and Debreu. Those factors of
production that are considered unique or specific of a firm, that are not traded
and that, hence, remain forever frozen in a firm. Are reinterpreted at the most
general level as a temporary competitive advantage, which sooner or later will
disappear. Either when it is replicated by other firms, or when the previously
frozen factors, whatever they are, enter the market, become commodities and
acquire a market price just as every other commodity. In this case the previously
unique factors become simply another cost. It is conceived then, that the frozen
exclusive factors that generate positive profits for Arrow and Debreu, thaw over

time.

The introduction of real time in Arrow and Debreu, A&D, implies the
restoration of the ancient classical distinction between the short and the long
terms, as well as the second Walrasian, and other classics, long term equilibrium
condition: prices equal costs/profits equal zero. This last condition usually not not
made explicit in A&D type models which rely on the market clearing, supplies
equal demands condition, assimilating both classical equilibrium conditions in
one and the same. Once real time, against the compressed meta-time of A&D, is
considered, positive profits are reinterpreted as a temporary residual of value that
can emerge in general equilibrium conditions. As competitive advantages vanish
over time—as frozen factors thaw—residual profits tend to zero. Instant to
instant, as Walras would teach the basic data of the problem change and new
equilibria are generated, it is a continuous equilibrium. It is postulated that

temporary general equilibria with positive profits are not necessarily Pareto
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efficient. It is always so, the long term competitive equilibrium where not only

markets clear but also prices are equal to costs.

The chapter starts with a revision of the classic Walrasian equilibrium
concepts and conditions. The concept of a temporary general equilibrium as
Hicks originally stated is discussed and a reformulation is advanced. It follows
with a presentation of the essentials of modern general equilibrium analysis as
an introduction to the exposition of the two basic competitive equilibrium models
a la A&D, the pure competitive equilibrium with zero profits, the basic CE model,
which can be said to represent a pure free market in a long term equilibrium, and
then the so-called competitive equilibrium of a privately owned economy, the
CEPOE model, which admits positive profits and is considered as a temporary
equilibrium, and constitutes if not the representation of a modern capitalist
economy a step in that direction. The standard way of dealing with profits, within
general equilibrium analysis, is then criticized and two alternative views on profits
are discussed: Knight’'s and Schumpeter. The final section of the chapter argues
for the consideration of profits as a residual determined in a temporary general
equilibrium, a short term equilibrium that does not exhibit the optimal
characteristics of a pure long term equilibrium, which is distinct from Smith’s ideal
end state. The implication that positive residual profits emerge in a temporary
equilibrium where markets clears, is that the market forces that could take the
economy to full long term equilibrium, are severely curtailed. The so called frozen
factors that permit the existence of residual profits, may take a very long time to
thaw. This opens the question of how to deal with these problems from a public

policy perspective.

The fact that the existence of positive residual profits in a general
equilibrium setting is not necessarily Paretto optimal, among other issues, has
been amply discussed in the modern imperfect competition literature.® In general
it is considered that the existence of a mark up on prices, rooted on monopolistic

competition or any other possible form of market power, results in a general
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equilibrium where output and employment are determined at levels below of
those corresponding to a pure free market equilibrium with zero profits, caeteris

paribus.

These issues will not be analyzed in detail in this work.

The habitual approach has not dealt in a satisfactory way with the
processes that may take the economy from one position to another. The
alternative presented is based on a reformulation of the classical long term
condition that prices equal costs and in a conjecture about the particular dynamic
form under which these processes take place. At its most general level, a
particular theoretical proposal about the character of the processes that may take
an economy from a temporary short term equilibrium with positive residual profits
to a full long term equilibrium where prices equal costs, is included in the last

chapter of this book.

2.1. Equilibrium concepts and conditions.

The conception of the real economic world in Walras* is that of a process
in which there are equilibrating forces at work but where equilibrium is never
attained, because of endogenous changes and exogenous disturbances, clearly
the analysis of such of process, requires a notion, or notions, of equilibrium.
Walras by adopting a point de vue statique, creates the first of his imaginary
targets, the most developed and best known: the general equilibrium implied by
the current data where markets clear, where prices equal costs, full equilibrium,
the stationary state. Then, the barely outlined and undeveloped second
imaginary target: the continuous equilibrium, a succession of temporary
equilibrium situations where moment to moment the “basic data” of the problem
changes. As is known Walras analysis posits two different sets of equilibrium
conditions: first, excess demands for every agent are zero, or "supplies equal

demands" which can be summarized as Walras' Law®; and, second: prices equal
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costs of production for every good and service. Subsumed to the second we find
another, in my view essentially different condition: returns on capital are
equalized. Which in the classical and neoclassical perspective is not a distinct
rule, when prices are equalized to costs, the cost of capital as a factor of
production is included. If capital is assumed to be homogeneous then its price in
equilibrium will be the same and will be included in the prices of commodities
proportionally to its use, hence: prices will equal costs including the normal
(price) return on capital, so profits appear as a cost. However Walras failed to
elucidate the nature of this cost and ended up considering money as capital and
the interest rate on funds as the cost or the return on capital. The problem is that
money as something different from a unit of account, a numérarire, has no place
in general equilibrium, where only the prices of commodities are determined,
hence the interest rate as the cost of capital cannot be logically considered as
the cost of capital and profits cannot logically be considered a cost. In a
Walrasian full equilibrium profits are zero just as in Ricardo’s true long term.
Modern versions of general equilibrium models, particularly the best known
Arrow-Debreu type usually incorporate in an explicit essential way, only the first
condition: excess demands are zero, markets clear. However, in the original
Walrasian vision both sets of conditions play an important role in distinguishing
the long from the short term and in the Walrasian idea of the continuous

equilibrium.

The critics that caricaturize Walras as being obsessed with the timeless
determination of prices and of resource allocation and those of his followers who
think economics is only that, have both ignored the Walrasian treatment of the
conditions and consequences of economic progress in Part VIl of the Elements.
This last rapidly dismissed as a coda by Jaffé,® editor of the complete Walras’
works and author of the English translation of the Elements. In Part VIl Walras
tries to introduce dynamics to his static analysis and abandons the stationary
state assumptions, focusing on the systematic implications of economic

progress, capital formation, changes in relative prices, etc. Here, is where Walras
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visualizes equilibrium as the continuous process of chasing a moving target
without ever reaching it. Jaffé does not take seriously Walras’ attempt at
dynamics (attempt ignored by most), and then claims that Walras’ aim is not to
understand how a capitalist economy works but "to portray how an imaginary
system might work in conformity with principles of [commutative] justice..."” The
implicit corollary is that Walrasian general equilibrium analysis cannot help us
understand the real workings of a modern capitalist economy. Jaffé's critique is
valid with a qualification: Walrasian general equilibrium analysis is concerned
with the workings of a pure free market economy not a modern capitalist
economy, but certainly does not make justice to Walras’ vision for whom the
ultimate goal was to understand the dynamics of a capitalist economy. What
general equilibrium analysis does is to solve the classical problem of value, the
determination of the relative prices of commaodities in a logically consistent way
under conditions of a pure free market and to provide a solid base for welfare
analysis. To understand a modern capitalist economy we need a lot more: profits,
the rate of profits, capital, money and the interest rate, need to be explained. And
all of these particular theories need to be consistently integrated in the same
general deductive structure, which in my view corresponds to the theoretical
system of classical economics where value theory as developed by general
equilibrium theorists plays a central role. Nevertheless, Jaffé’s critique is valid for
most of the contemporaneous general equilibrium theorists who are explicitly or
implicitly concerned with 'how an imaginary system might work,' under carefully
determined conditions. And for whom a free market economy and capitalism are

one and the same thing.

For Walras, the static analysis of a pure free market economy was just an
initial phase in the understanding of the long term dynamics of a capitalist
economy. In this respect, the equilibrium conception of Walras involves more
than the ‘supplies equal demands’ condition. He shares Marshall’s interest in the
long-period equilibrium where prices are ultimately determined by costs of

production including a ‘normal equal return on capital.' These long-period prices
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refer to relative prices that would obtain in ‘normal conditions’ in a free market
economy. Neither Walras nor Marshall succeeded in tackling with the dynamic
issues of long term development of capitalist economies. Walras as is known
devoted most of his work to the development of the analysis' initial phase, merely
outlining the vision of a dynamic analysis. The need for the latter is quite often

overlooked in contemporary writings.

It was not overlooked by Walras in Lesson 35 of the Elements:

“Finally, in order to come still more closely to reality, we must drop the
hypothesis of an annual, market period and adopt in its place the hypothesis of a
continuous market. Thus, we pass from the static to the dynamic state. For this
purpose, we shall now suppose that the annual production and consumption,
which we had hitherto represented as a constant magnitude for every moment of
the year under consideration, change from instant to instant along with the basic

data of the problem.”

In Walras the market is forever chasing, but never reaching, a moving

target:

“Such is the continuous market, which is perpetually tending towards
equilibrium without ever actually attaining it, because the market has no other
way of approaching equilibrium except by groping, and, before the goal is
reached, it has to renew its efforts and start over again, all the basic data of the
problem, e. g. the initial quantities possessed, the utilities of goods and services,
the technical coefficients, the excess of income over consumption, the working
capital requirements, etc., having changed in the meantime. Viewed in this way,
the market is like a lake agitated by the wind, where the water is incessantly
seeking its level without ever reaching it. But whereas there are days when the
surface of a lake is almost smooth, there never is a day when the effective

demand for products and services equals their effective supply and when the
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selling price of products equals the costs of the productive services used in

making them.”™

For Walras different adjustment processes operate at different speeds: in
a single market, or in Marshalian terms in partial equilibrium, current prices
pertaining to the market day are, can be, market clearing and can be determined
in a matter of minutes. In contrast, “full” equilibrium, where prices are equal to
costs of production requires a considerably longer and slower adjustment

process. In Walras' words:

“The diversion of productive services from enterprises that are losing
money to profitable enterprises takes place in various ways, the most important
being through credit operations, but at best these ways are slow. It can happen
and frequently does happen in the real world, that under some circumstances a
selling price will remain for long periods of time above cost of production and
continue to rise in spite of increases in output, while under other circumstances,
a fall in price, following upon this rise, will suddenly bring the selling below costs
of production and force entrepreneurs to reverse their production policies. For,
just as a lake is, at times, stirred to its very depths by a storm, so also the market
is sometimes thrown into violent confusion by crises, which are sudden and
general disturbances of equilibrium. The more we know of the ideal conditions of

equilibrium, the better we shall be able to control or to prevent these crises.””

For Walras the stationary state corresponding to a situation of long-term
full equilibrium where: “the selling price of products equals the costs of the
productive services used in making them” is clearly an analytical point of
departure, not an historical or empirical one. He uses the stationary state as a
theoretical benchmark, to try to understand the deviations from it, the historical
empirically observable situation where prices diverge from costs, where there are
profits and loses, where credit markets operate, where resources are re-allocated

continuously from industry to industry, where output and prices vary, and where
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the process towards a theoretical stationary state of full general equilibrium takes

extended periods of time: “without ever actually attaining it.”

In summary, Walras uses an abstract theoretical end state of the
economy, which corresponds to a stationary free market full equilibrium, as an
analytical first step to try to understand the day to day real operation of a modern
capitalist economy and the dynamic forces that propel its long-term development.
Walras view of the reality of a modern capitalist economy is that of a continuous
equilibrium, the economy is always in a temporary equilibrium and this is different
from day to day, moment to moment. Walras ultimately wanted to understand the
process by which this continuous movement tended towards an abstract final
state of full equilibrium. Walras dynamic vision is different from the perspective of
the contemporary neoclassical and the new classical views which consider that
the economy is in reality most of the time close to, if not in, a full equilibrium, and
that deviations from this full equilibrium growth path, as defined in neoclassical
growth models, are the result from various exogenous disturbances and shocks.
So the economy moves from a full or close to full equilibrium situation, to another
similar situation. However, as long as there are profits and loses, capital and
capital markets, credit operations, migration of investment within industries, etc.,
etc., for Walras the real economy is not in a full equilibrium. Unfortunately,
Walras merely outlined his dynamic vision and it is his static formal analysis that
has drawn most attention. Of course, the detailed knowledge of the ideal
conditions of equilibrium, can provide some general foundations for the
understanding of the forces that ultimately drive capitalist economies, profits and
capital, but the analysis of pure free markets in equilibrium is clearly not enough.
Paraphrasing Prof. Hicks when he was urging the profession to “look at the
frictions in the face” in order to integrate value and monetary theory. The
“inherently formidable difficulties” of the dynamics of a modern monetary
capitalistic economy have to be confronted directly. The Walrasian vision of the

continuous market can prove very valuable in this respect.
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2.2 The concept of temporary general equilibrium.

In “Value and Capital”, John Hicks'' proposed to turn Walras’ static formal
analysis into a dynamic one. In this book Hicks introduced the concept of
temporary general equilibrium.' In a more recent work™ Hicks wrote that he was
following some of the ideas of Marshall in this respect. Initially Hicks proposed a
new equilibrium concept, intertemporal equilibrium, nevertheless this required
agents to have perfect foresight. As this assumption was considered extremely
unrealistic, it was then considered that agents could make forecasting errors and
a central role was given to expectations. Then the Hicksian concept of temporary
equilibrium based on imperfect foresight was postulated. Here the economy is
perceived as composed of a succession of single periods. His idea was to ‘treat a
process of change as consisting of a series of temporary equilibria’ that are
achieved over a sequence of equal periods of time. The equilibria achieved in
these periods will not be necessarily and exactly alike but should have common

features.™

Hicks selected as the analytical time unit the week and assumed that trade
only took place on Mondays, prices held over the week and they will govern the
disposition of resources during the week. Contracts can indeed be carried out
during the week (goods can be delivered, and so on); but no new contracts can
be made until Monday of the next week.'® The equilibrium of spot markets on a
given Monday was designated as a temporary equilibrium. Future markets
played an important role since agents’ expectations impinge on their supply and
demand behavior in the spot market, however it was recognized that they may
fail to reach equilibrium. In a general temporary equilibrium, demand equals
supply for each good that is currently being produced or demanded. Assets are
introduced as a mean to hold acquisition power through different periods, the
aggregate demand to hold assets for purposes of consumption in future periods
must equal the existing supply of assets. The interest rate is conceived as the

price that will equate the demand and supply of financial assets. The equilibrium
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prices of commodities and the interest rate on assets will last only for the single
period under consideration — hence the qualifier ‘temporary’. It can be considered
as a general equilibrium because both markets, commodities and assets, clear.
Market rationing was discarded and for Hicks temporary equilibrium was identical
to Walras' static equilibrium, except that expectations about the future were
explicitly introduced and that they may not be realized generating then a new
different equilibrium in subsequent periods. Hicks’ framework allowed for
disequilibrium, even though markets would clear or Say/Walras’ Law would hold
all the time. For Hicks, the condition for equilibrium over time is that “the prices
realized on the second Monday are the same as those which were previously
expected to rule at that date. ... The degree of disequilibrium marks the extent to
which expectations are cheated, and plans go astray. No economic system ever
does exhibit perfect equilibrium over time; nevertheless the ideal is approached

more nearly at some time than at others.”"’

The idea of temporary equilibrium in Hicks, was directly linked to the idea
of a different condition of equilibrium, different from the market clearing condition,
this distinct condition was considered more fundamental and referred to the chain
of successive temporary equilibria over time. As we said, the condition that
expected prices were equal to realized prices was the condition for this sort of
fundamental equilibrium. As Leijonhufvud' expressed it: market-clearing was
equilibrium in a “limited sense”; it was a lower equilibrium concept. While
‘equilibrium over time’ when prices corresponded to expectations was a higher,
equilibrium concept. When Hicks emphasized that the economic system was
‘usually out of equilibrium’ or in disequilibrium, it was because the non-attainment
of the higher equilibrium, even tough the lower equilibrium concept of market

clearing was being realized.
The original idea of a temporary equilibrium can be traced to both Walras

and Marshall. Marshall distinguished from a short term or temporary equilibrium

and what he called a “true equilibrium” or long term equilibrium more akin to the
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classical prices equal cost condition. In the short term the matching of supply
and demand resulted from agents’ haggling and bargaining, however despite
possible mismatches and income effects, in the long term Marshall claimed that
false trading will not prevent the achievement of “true equilibrium.” Eventually,
the adjustment process was a matter of time."® Following Marshall’s footsteps in
considering that prices were fixed through trial and error, Hicks admitted the
possibility of false trading, but as Marshall did, he considered that false trading
will have negligible effects.?® Given that adjustment was a time-taking process,
Hicks considered that the single period should be as short as possible in order to
authorize static analysis—the parameters of the market, its data and especially
the supply of goods, remain fixed—his choice of a week was longer than
Marshall’s ultra-short period (the day) yet shorter than his short period, usually

associated with a month or some more.

The ideas of a temporary equilibrium gave birth over time to the idea of a
sequential economy. In a sequence economy, instead of single general
competitive equilibrium determined at an initial moment which then remains
binding for all time, as in Walras’ static analysis; a sequence of equilibria is
considered, the "long run" general equilibrium is conceived as a succession of

"short run" equilibria.

Hicks’ original vision on temporary equilibrium was awarded little attention
until the 1970s when it was analyzed rigorously by Jean-Michel Grandmont*' and
others. In temporary equilibrium, agents form ex ante expectations of prices in
future spot markets and decide which current goods to consume and produce
now and how many financial assets to buy/sell in order to bring purchasing power
into/from the future in anticipation of buying a particular basket of commodities
then. In temporary equilibrium, there is no requirement that these ex ante
expectations be fulfilled: spot markets for both commodities and assets clear
within the Hicksian week on the basis of current demands and expectations of

future spot prices, but these expectations may very well be different from the
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actual spot prices that emerge in the future. The result is a sequence of spot-
market temporary equilibria with expectations being contradicted or fulfilled in
every successive week. The idea of a sequence economy or of succession of
temporary equilibria within the framework of modern general equilibrium theory
was revisited due to the difficulties regarding the integration of monetary theory
to Walrasian theory:? in a perfect Walrasian scenario, money had no essential
purpose. The consideration of money and financial assets required the use of
sequential economies. We will come back to these issues that are crucial for our

theory of capital and money.

In this work, we will use the concept of a general temporary equilibrium as
a situation where, what we have called the first classical general equilibrium
condition, that is all markets clear, holds. We consider this as a short term
equilibrium, a la Walras, Marshall and Hicks. We will consider a full, true or long
equilibrium, as a situation where what we have called the second classical
general equilibrium condition, that is prices equal costs, holds. The central
element in our view is the existence of positive residual profits in the short term
and their elimination due to free market competition in the long term. The
similitude and the differences between the Hicksian concept and ours should be
clear in this respect. A fundamental difference is the consideration of equilibrium
in the financial assets market, which in Hicks vision is attained through the
equalization of the supply and demand for assets through variations in the
interest rate. Once we have developed our theory of capital in chapter three we
will reconsider what we have called the third classical general equilibrium
condition: the returns on capital are equalized, which we consider as a short term
condition. We will propose an alternative vision of capital and monetary markets
and the interest will be dealt with separately, as a variable fundamentally different
from the returns on capital. Regarding the size of the period, how short is short
and how long is long, we will argue that it is a function of the competitive
structure of the market: the less competitive the economy, the longer the short

term, and vice versa. In chapter six we will present a brief formal analysis of the
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proposed adjustment process whereby residual profits are eventually eliminated

and a true long term full equilibrium is achieved.

2.3 Modern General Equilibrium Analysis.

Modern general equilibrium? analysis is an extension of Walras’
contributions, the contemporary analysis of the existence, optimality and stability
of general equilibrium in a free market competitive economy, were already
considered by Walras. Modern economics as a scientific discipline would not be
the most advanced of the social sciences without the methodological and
theoretical contributions of Walras. Of course, it is common knowledge that some
of Walras' solutions for key problems of economic theory were simply wrong. For
example: from a general methodological perspective the incorrect view that there
exists a solution to equilibrium, simply because the number of equations and the
number of variables is the same. From the perspective of particular theories, a
non-satisfactory treatment of profits, capital, money, and interest. Also, even
though Walras had a clear general vision of the long term equilibrium of a pure
free market economy—which he tended to equate to a modern capitalist
economy—, evident in his views on the continuous equilibrium, he never
developed a satisfactory treatment of the adjustment processes that would take
the economy to a ‘full equilibrium.” Just to mention some of the most relevant

themes for our study.

Modern general equilibrium theory is concerned with the interactions of
many individual agents in an economy. A competitive equilibrium in modern
analysis is defined usually as the state of affairs in which: each consumer
maximizes her satisfaction given her budget set defined by the prevailing price®
vector; each producer maximizes her profit given the same price vector; and, the
total supply of commodities is equal to the total demand for commodities. This
last equilibrium condition we will refer to as Walras' Law: "supplies equal

demands: markets clear." As we know this is not the only equilibrium condition
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considered by Walras, but the only one used by most modern analysts. The
existence of ‘equilibrium’ depends on whether or not there is a price vector that
can sustain the above described state of affairs. In other words, the consistency
of the concept and the model of a competitive economy are concerned with the
question: are the actions of numerous competitive producers and consumers
consistent with each other? If they are, then equilibrium can be achieved in the
form of a system of relative prices of commodities that sustains it. In equilibrium
the prices of all commodities are determined; the classical problem of value is
solved. In a situation of equilibrium, consumers and producers will not face an
incentive to do something different from what they are doing and given the

circumstances, they are doing the best they can.®

The classical questions of general equilibrium analysis, or welfare
economics, are whether every competitive equilibrium realizes a Pareto?®
optimum, which is a situation where no agent can increase her satisfaction
without decreasing someone else's, and whether a Pareto optimal state can be
achieved and supported by a competitive equilibrium. Of course, if both
questions can be answered positively as it is the case in the literature, then the
definition of the precise conditions which support each proposition becomes
crucial. As we know these questions are at the center of the emergence of
economics as a scientific discipline since the times of Adam Smith. Smith had a
brilliant economic intuition about the relationship between free competition and
the optimization of social welfare, but without any conceptual precision. It was
until Pareto at the insistence of his friends Barone and Pantaleone that the
concept of Pareto Optimum was introduced. After initial reformulations and
contributions by Lerner, Lange, Hicks, and Samuelson, the first rigorous
formulations and proof of these propositions was completed by Arrow and
Debreu,?” A&D. After A&D seminal contributions, other modern authors have
simplified and perfected these expositions. We refer the interested reader to the
sources for the detailed mathematical proofs that under certain conditions a

competitive equilibrium will realize a Pareto optimum and that a Pareto optimum
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can be achieved and is supported by a competitive equilibrium. One could never
use general equilibrium models, GEMs, confidently, as a fundamental tool of
theory building, if it was not clear that they have a solution.?® General equilibrium
analysis has shown that pure free markets can be an extremely efficient way of
allocating resources and of organizing economic activity, within a set of perfectly
defined conditions and within a given institutional framework. Of course, the
issue about the correspondence of real life economies with these models is
another quite different question. As Jaffé correctly pointed out, the economies
portrayed in general equilibrium analysis are not modern capitalist economies. |
would add that the frequent assimilation of free markets and capitalism is more

ideological than analytical.

2.4 The competitive equilibrium of the “Free Market” and the
“Privately
Owned Economy.”

The literature after Arrow and Debreu, A&D, has developed a myriad of
general equilibrium models, GEMs, for different purposes. In these section | will
summarize the A&D modern competitive equilibrium model® in its two basic
formulations, the competitive equilibrium model, CE, which can be interpreted as
a “pure” free market model, with zero profits in equilibrium; and the so-called
competitive equilibrium of the privately owned economy, CEPOE, which
considers the existence of ‘shares’ representing private ownership of firms and
positive profits in equilibrium but still does not correspond to a capitalist
economy. Capital is conceived in physical terms and as a part of the total
resources available in the economy, as always is within the classical tradition.
Nevertheless, the introduction of shares—not traded and valueless in A&D—can
provide us with a solid stepping stone to conceptualize capital purely as a
tradeable property right over residual profits in a consistent way with value
theory. Both models are based on individual rational behavior, consumers

maximize their utility in consumption and firms are profit maximizing, in a full
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information environment. Both models use as the only equilibrium condition®
Walras’ Law, that is, markets clear. None deals with money as distinct from a
simple unit of account, capital or financial markets. The main difference between
these two models is that only the first model can be considered a true full long
term equilibrium where in Walrasian terms, prices equal costs. First, | will
describe these two basic models, for which Jaffé's critique of Walras is perfectly
valid. That is: these models do not show how a capitalist economy works, but
how an imaginary free market system might work in conformity with certain
principles. Then, following the logical implications of these GEMs and with these
developments in mind initiate the analysis of profits as residual of value, as a
base for a model of a capitalist economy that can deal with capital as a property
right, capital markets and money. That is to move towards a general theory of
capitalism—akin to Walras’ theory of ‘social wealth’—for which Jaffé's critique

does not apply.

The economy portrayed in these models, CE and CEPOE, has two types
of economic agents “producers” and “consumers,” a particular individual can be a
producer and a consumer simultaneously. Markets are competitive and free in
the sense that each economic agent is small relative to the size of the economy,
there are no barriers to entry and the impact of the individual agent's actions, as
a producer or consumer, on market prices are negligible. There is a large number
of individual agents, every tradeable good or service, is a "commodity" defined by
its physical characteristics, its availability location and its availability date. The
behavioral rule for consumers is that each consumer maximizes her satisfaction
over the set of commodity bundles that she can afford to buy with her income.
Each producer maximizes her profit using the process or processes available in
her production set. The approach followed is that of activity analysis. Should be
well known, that the modern general equilibrium, GE, analysis of consumption
and production does not use, require or invoke, vulgar marginal value and/or
distribution theories, and/or micro or macro production functions. General

equilibrium models, of the A&D type, are characterized by the existence of a full
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set of futures markets that perform the role of intertemporal allocation. Every
commodity is dated, that is, defined by its description and by its delivery date.
The problem of uncertainty was treated by Debreu in the final chapter of his 1959
book, by generalizing the notion of commodity still further: a contract for the
transfer of a commodity will include the specification of 'an event on the
occurrence of which the transfer is conditional'. Debreu wrote: “This new
definition of a commodity allows one to obtain a theory of uncertainty free from
any probability concept and formally identical with the theory of certainty
developed in the preceding chapters” (Debreu, 1959 p. 98). This approach is
based on Ken Arrow's concept of 'choices of Nature’. Clearly, uncertainty is of
utmost importance in real world economies, however to deal with it theoretically,
a base notion of certainty is indispensable.?' The typical household endowment
consists of commodities—including heterogeneous labor or human capital
services—dated for availability in the present (spot) and in the future, it consists
of both current and future goods. Following the Walrasian tradition: there is a
single date of active trade; trade takes place in dated commaodities: current goods
spot and futures contracts (goods contracted for delivery in the future). This is the
way the intertemporal allocation process works. Each household would receive
abstract purchasing power to be credited toward its purchases on the market, in
exchange for sales of its endowment. It would then purchase spot goods for

current consumption and contracts for delivery of future consumption.

In summary, the economy in Arrow and Debreu is an intertemporal,
perfect foresight world with a complete set of future state-contingent markets
available at the initial time period. Thus, the only thing an agent has to do is to
purchase a set of future state-contingent commodities in the initial time period
and then just watch the future unfold. A state-contingent commodity is a contract
that promises to deliver to the holder of that contract a particular commodity
when a particular state of nature occurs at a particular time (and delivers nothing
at any other state and/or time). Thus, a "commodity” in the Arrow-Debreu world is

a good which is described by its physical properties, its location in time, and the
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state of the world in which it is delivered, e.g. "raincoats delivered on August 25,
2010 if it rains". The notion of complete markets means that there are sufficient
markets open at the initial period to trade on all types of physically-differentiated
goods, say (n) goods, every possible state of nature every period, say (S) , and
(T) time periods, which implies we need nST markets open to begin with, which
is a very stringent assumption. As we will see in the next chapter the modern
general equilibrium approach to money and finance is mostly based in the
consideration of sequence economies, the introduction of special securities to
overcome the need to have such a large set of future and state-contingent
markets be open at once, the consideration of incomplete markets, among
others. In this chapter we will concentrate in the most basic aspects of these
models that are necessary for the purpose of this chapter: the analysis of profits.
In the next chapter where we analyze the question of capital, we’ll take up the

subject again.

As Prof. Starr expressed it: “The household goes to the market with a
portfolio of securities representing its endowment and when all trades have been
completed it leaves the market with a portfolio of securities representing its
lifetime consumption plan.”™? Markets will open only once, in the Arrow&Debreu
world agents make a perfect-foresight decision on their consumption patterns
from the outset and then purchase and sell intertemporal and state-contingent
contracts at the initial time period. As these contracts are presumed to remain
binding, then markets do not need to remain open once all contracts are made in
the initial time period. Even if spot markets would reopen, there would be no
trading as equilibrium in future state-contingent markets implies Pareto-optimality
and no mutually beneficial trades would appear. Hence, the household budget
constraint is a lifetime budget constraint expressed in terms of present
discounted values of sales and purchases, where the value of all its purchases
must equal the value of its sales. A crucial point in these models is that current
prices are present discounted values of dated goods. Where each dated good's

future price is discounted by its own-rate of interest, which in the model is directly
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derived from the prices of the same commodity between two dates, own-rates of
interest for different commodities are not equal. Given that current and future
prices are determined by spot and future markets, the so-called own-rates of
interest, which are nothing more than the per-cent relationship between these
two prices of the same dated good, are of very little or nil theoretical interest,*
i.e. agents do not react to them. It should be evident that, if what these models
determine is the prices of commodities at different times and locations, the own-
rates of interest or of return, are a simple numerical relationship without any

economic significance.

The logic of this complete pure free market economy does not require debt
instruments or capital markets characteristic of a modern capitalist economy.
This is because futures markets allow the timing of household consumption to be
allocated independently of the timing of sales by the household endowment. In
this economy future markets perform two quite distinct functions: Price
determination, all agents know the trade-off between present and future
consumption and between goods at a variety of dates. And, a capital market
function, allowing every household to arrange its desired consumption plan from
the present to the future, subject to its lifetime budget constraint. The result is
Pareto efficient in terms of household lifetime utility functions, and as firms
maximize their profits they minimize costs so it is an efficient allocation too. Once
all trade is realized at the initial date, economic activity is simply the fulfillment of
the contracted plans. Under these theoretical conditions markets do not need to
open at subsequent dates, because there are no desired net trades. The trading
mechanism in an A&D type GEM is simplified in a way that implies that there is
no role for a medium of exchange, money, in the trading process.* Money is only
accounting money, a simple numéraire, and the interest rate as we usually know
it—what Greenspan used to move—has no role or place in these models, nor

does the profit rate on capital or capital as something different from commaodities.
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Before continuing an important point needs to be stressed, according to
Debreu: “By focusing attention on changes of dates one obtains, as a particular
case of the general theory of commodities ... a theory of saving, investment,
capital, and interest. Similarly by focusing attention on changes of locations one
obtains, as another particular case of the same general theory, a theory of
location, transportation, international trade and exchange.”® That is ‘capital, and
interest’, or better said, profits and capital, and money and interest, are visualized
by Debreu—and practically by all of his followers—as particular cases of the
‘general theory of commodities.” That is, at the same logical level of apples and
oranges. In the present essay it is recognized that modern value theory a la A&D,
has solved correctly the problem of the prices of commaodities, however it is
argued that capital and money cannot be considered simple commodities and,

hence, their value cannot be determined by the ‘general theory of commodities.’

A formal presentation of the basic models will help to develop our
argument more precisely. The following set theoretical definitions and notation®

will be used:

There are k producers and m consumers in the economy. Agents are
concerned with “commaodities,” every tradeable good and service, is a
‘commodity.” A commodity bundle is considered to be an element of R", that is
an n-dimensional vector whose components are real numbers. A commodity is
defined by its physical characteristics, its availability location and its availability
date. There is a “price,” relative price, for each commodity and the price vector is

an element in R".

The production process, y; for the jth producer is an n-vector whose
negative elements denote “inputs” and whose positive elements denote
“outputs.” The set of all possible input-output combinations for the jth producer is
the production set of j denoted by Y,. Obviously, y,E Y; where Y;is a subset of
R".
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If there are no economies or diseconomies of scale, the aggregate

production set of the economy can be defined by

Y= 3= Y

In modern general equilibrium analysis, the production process is
considered from the point of view of activity analysis. The revolutionary character
of activity analysis lies, from the instrumental perspective in the set-theoretic
approach which is more fundamental and powerful than the smooth differentiable
production function. With the consequence that the traditional approach then
becomes redundant. And together with it, in my view, single good economy wide
models with whatever version of marginal productivity analysis they come
associated with, as well as the automatic assumption that market clearing implies
the equality of prices to costs. From the more ample theoretical perspective,
activity analysis provides the foundations to analyze production in a strictly
technical resource allocating way. Without making confusing and arbitrary
distinctions between the commodities used in production and without endowing
arbitrarily defined aggregates like land, labor or capital, with physical
productivities of its own that are independent of their use. Some early versions of
activity analysis often made a distinction among primary, intermediate, and
desired commodities. Primary commodities defined as the ones which flow into
production from outside the production system; intermediate commodities which
are the ones produced only for use as inputs for further production; and desired
goods as those produced for consumption or other uses outside the production
system. These are clearly arbitrary definitions that may obscure more than
illuminate the fundamental issues regarding the nature of profits, capital and its
dynamics. At this level of analysis they are clearly redundant. So Y should not be
confused with output or income in the usual national accounting sense, which is

equal to the flow of final demand goods, usually represented by Y. Y, the
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aggregate production set of the economy, reflects the production possibilities

available for a certain economy.®

The consumption set for the " individual is denoted by X; and consists in
the set of possible consumption bundles, x;, where, x;E X; where X is a subset

of R". The aggregate consumption set of the economy can be defined by

X=Y 1™ X

Given a price vector p and consumers’ income M;, the consumers budget
setis {x; : x; E Xiand p*x; < M, }. Consumers can only consume a value equal or

less than their lifetime income.

Each individual receives her income by selling or offering her resources in
the market, receiving gifts from someone else or receiving a share in the profits
of firms. Income in this model means the total value of all the flows and stocks of
the commodities than can be sold to the spot and futures markets. As we said,
although the word income is more frequently used, the above definition
corresponds more closely to wealth; however income will be used to keep in line
with the current usage. This formulation implies that labor or better said, human
capital, is heterogeneous, there is no logical reason to invoke any aggregation of
these services, and each human capital service is unique. Brain surgery,
software developing, street sweeping and brick-laying are distinct, unique human
activities, not reducible to a single abstract category, and not priced by a single
abstract mechanism, i. e. marginal productivity of labor. Each type of human
capital services is a unique commodity and its price, that is the remuneration that
the individual receives for her services, is determined by the general equilibrium

conditions just as any other commaodity.*

Human capital is unique also in the sense that it cannot be bought and

sold, humans are free and slavery is long dead, only the services of human
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capital are traded. Individuals can, of course, 'bank’ on their human capital. As
long as all the commodities are dated, income is also dated, so the possibility of
lending and borrowing by individuals will affect the consumer’s budget set. Within
Arrow-Debreu style GEMs, the existence of dated commodities implies perfect
foresight, and full future markets imply that the intertemporal allocation function
of capital markets is performed by these markets: consumers enter the market
with a set of securities representing their life endowment, and leave the market
with a set of securities representing their life long consumption plan. There is no

need or room for capital markets in the usual real-life sense of the phrase.

If the consumption vector of individual /, is x; taken all its components as
nonnegative, denoting her resources as x_and assuming that she gets all her
income by selling x; , then when price vector p prevails in the market, her income

will be p* x; and her budget constraint p*x < p*x

So if we denote the initial resources held by consumer " by x then the

initial bundle of commodities held by consumers in the aggregate is

X Y =" X

If, zz = x - x then the budget constraint can be rewritten as p*z <0 in
this convention z; includes negative elements that are quantities supplied and
positive elements representing quantities received. In this case the set X;

represents the set of all possible consumptions and trades for the ith consumer.

The usual definitions of feasibility, Pareto optimum, and competitive

equilibrium are as follows:
Definition (feasibility): An array of consumption vectors { x } is said to be

feasible if there exists an array of production vectors {y; } such that

X=y+x
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Definition (Pareto optimality): A feasible { x; *} is said to be Pareto
optimal (P. O.) if there does not exist a feasible { x '} such that x' = x * for all

i=1,2,..., m with >jfor at least one i.

Definition (competitive equilibrium): An array of vectors [ p", {xi "}, { y;
A}] is called a competitive equilibrium (C. E .), if x* E Xi,i=1,2,..m, y*"
EY j=12.k,

and,

(i) x*z2x forall x E Xi,i=1,2,...m, (consumer equilibrium)

(ii) prryhzpr*y forall y;, E Y, j=1,2,..k, (profit

maximization)

(i) xM = yr + x (feasibility) *°

Based on this type of logical structures, general equilibrium theorists
proceed then to demonstrate the existence of a competitive equilibrium in the
form of a vector of prices, that is technically feasible and Pareto optimal.*® This
model of a competitive equilibrium can be interpreted as a pure free market
economy, that achieves what Walras saw as a full long term equilibrium, where
costs equal prices and the profit maximization behavior of producers results in
the elimination of profits. That is, without the introduction of ad hoc hypotheses,
profits are equal to zero in equilibrium.*' Let us recall that all of the commodities
employed in production are remunerated at equilibrium levels and unless we
arbitrarily define profits as a payment for the use of a particular undefined
resource, the previous result maintains. The level of consumption in real terms is
the maximum achievable given the existing resources and technology, and the
optimality and stability of the system is guaranteed. Such an ideal state could be

seen as the classical stationary state; as long as the ‘basic data’ of the system
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remains unchanged the system will generate just enough output to sustain the
maximum desired level of consumption that is technically feasible. Over time net
and gross investment will vary at the levels required so that the productive
capacity can sustain the desired life-cycle consumption. Only human capital will
be remunerated at the highest possible rates, including, of course, managerial
wages, and only non-reproducible assets and non renewable natural resources
will be in a position to generate a rent for their owners, as a residual value given
its best use. This hypothetical state corresponds to what | have termed Ricardo’s
true long term equilibrium, all income or wealth is distributed between rents and
wages, profits are zero.*? This is the logical long-term outcome of the workings of
a pure free market economy and entails the positive social welfare results
posited by Smith'’s invisible hand theorem. This model can be interpreted as a
hyper developed pure barter economy, where the trading process is centralized
—the Walrasian auctioneer being a parable of a set of institutions that would
perform such a role—, where the existence of a full set of futures markets will
deal with the intertemporal allocation processes which will be determined by
technology and preferences without a role for the so called own-rates of return. In
this world only accounting money is needed, the interest rate as we know it has
no place, profits and capital as a claim over them have neither, or they will have

ceased to exist.*?

The basic free market competitive equilibrium model we have briefly
presented, does not specify who owns the profits to be maximized and how each
consumer obtains the income to purchase her consumption vector. An expanded
basic model, the CEPOE, considers the private ownership economy case: it is
assumed in the literature that all the resources are initially held by the consumers
only and some are sold (rented) to the producers that are conceived as firms.
Firms are owned by consumers only and ownership is represented by stock,
shares, issued by the producers. Producers or firms may get positive, zero or
negative profits, consumers receive their share of profits or losses. It should be

noted that ‘firms’ are introduced at this level without an explicit logical foundation
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or a clear rationale for their existence. If all the resources available for production
are initially in the hands of consumers and we can obtain a competitive full
equilibrium in a pure barter firm-less world, then what is exactly a firm? What
does a firm own that is different from the productive resources already owned by
consumers? And what is exactly what the property right embedded in shares

represents? In the next chapters some of these issues will be analyzed.

Let us present the well known model of the competitive equilibrium of a
privately owned economy, CEPOE, which includes profits and shares.
Consumers receive income from selling the commaodities they own, that is the
sale of services from their human capital and whatever else they can trade, plus

a share in the profits generated by firms they own.

Let y; E R" be the production point (input-output combination) chosen
by producer jth when price p prevails, as we know the negative elements of y;
are inputs and the positive outputs. Then p * y; represents the profits of producer

jth.

If we represent with 6; the fraction of the stock of the jth producer owned

by the ith consumer then

> i=1™6;=1forallj and 6; =0 for all jand i.

So total income (or wealth) of consumer i, prior to any consumption, can

be represented as*

p*xi + % i=1"6i (P* i)

So in the case of a privately owned economy the following definitions

apply:
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Definition (competitive equilibrium of the private ownership
economy): An array of vectors [ p* {xi*}, {y" },{6i }] iscalleda
competitive equilibrium of the private ownership economy (C. E. P.O.E.), if
xNE X;i,i=12,..m, y"EY, j=12..k,

and,

(i) xM2ix forall x E Xi,suchthat p»*x <M, ,
where M; = p"*x + 3 i1 "6 (p" * yN)

i=1,2,...m, consumer maximization.

(i) prryhzprhry forall y, E Y, j=1,2,..k, profit

maximization

(i) xM=yr+ x feasibility.

It is usually posited in the literature that the expanded basic model
including profits and shares in the ownership of firms in the specified manner,
exhibits the same positive social welfare characteristics as the pure free market
competitive model. As has been demonstrated under precise conditions,
equilibrium solutions exist for general equilibrium models of this type. They are
considered unique, stable, efficient and optimal and it is posited that if the above
specified array of vectors including profits and shares is a competitive equilibrium
of the private ownership economy CEPOE, then it is also a competitive
equilibrium too. Following Takayama: "It is easy to check that every CE can be
derived from some CEPOE. This can be done by giving the ith consumer the
resources x = x - (1/m)y" andthe shares 6; = 7/m (observe that )} =" 6;
=1, x = y» + x,and soon), where [p" {x"},{y"}]isaC.E."* Of
course, it should be evident that this condition is an arbitrary redistribution of
resources with no meaningful direct economic interpretation. It also should be
evident that the equilibrium condition, demand equals supply, was preserved by

introducing profits simultaneously as costs and as revenues, without an explicit
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logical foundation, that is both classical equilibrium conditions, markets clear and
prices equal costs, are compressed into one and the same. In other words,
profits are assumed to be a cost, and the second classical equilibrium condition
that prices equal costs is simply introduced by assumption so the optimal results
of a competitive equilibrium are maintained in a situation where profits are
positive. We have seen that profits cannot be considered legitimately as a cost,
they appear as a residual as in the Ricardian tradition, if this is the case, how can
we ascribe the same logical properties to both different types of competitive
equilibrium? As we showed before*® when Walras introduced an initial version of
the marginal productivity theory to his system, he implicitly turned the classical
long term equilibrium condition that prices are equal to costs into a short and long
term condition making it a redundant part of his system. However, if the marginal
productivity theory of distribution cannot be sustained, as has been over and over
demonstrated, then the classical long term condition that prices equal costs

would remain as an indispensable part of the original Walrasian vision.

Walras himself was not able to provide a complete satisfactory
mathematical proof on the existence and stability of a competitive equilibrium.*’
Contemporaneous general equilibrium theorists have proved in different ways the
existence and stability of a competitive equilibrium under the conditions sketched
above. Starting with the so-called Walras-Cassel* system and after that the
definitive works of Arrow and Debreu, McKenzie, among others.*® We could not
use these models confidently as theory building tools, if this was not the case.
This is not the place, or the writer, to repeat the fundamental contributions of
these authors which are well known. Suffice it to say that the theoretical proof of
the existence and stability of a competitive equilibrium confronts very important
and difficult problems and related assumptions, first recognized and
systematized by Arrow and Debreu. The most important, among others, are the
survival and satiation problems; the character of the utility functions and the
production set; and the number of producers, usually considered as determined

exogenously. This last problem is inextricably linked with the question of profits
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and hence with the question of capital. Profits and capital need to be explicitly
and essentially incorporated in general equilibrium analysis to construct a better
understanding of the workings of modern capitalist economies in the real world.
The traditional Smithian approach of profits as cost has to be abandoned; we

need to develop the Ricardian vision of profits as a residual.

The classic problem concerning profits confronted by Smith, Ricardo, and
Marx, was how to explain the emergence of profits if trade was conducted strictly
in terms of equivalent values. If all commodities were traded according to their
value, how was it possible that a surplus value would appear? It should be
apparent that this logical problem should be solved without leaving the
assumptions of pure competition that necessarily imply a general equilibrium
approach. For Marx the dividing line between classical economics and vulgar
economics was right here. The classics would solve this problem under
conditions of pure competition, vulgar economists would not. The introduction of
ad-hoc hypotheses was the trade-mark of the ‘vulgar’ economists. In
contemporary terms we need to explain profits, within a general equilibrium

framework.

2.5 Profits in General Equilibrium Analysis

Earlier versions of general equilibrium analysis relied on marginal
productivity analysis and tried to generalize a Smithian approach through ad-hoc
capital and interest theories. Modern general equilibrium models, have shown
that the old marginalistic approach is redundant, activity analysis is a more
powerful theoretical alternative and does not require the simplistic and often
purely ideological tenets of marginalism. Nevertheless, the treatment of profits
and the conceptualization of its nature is either ambiguous, or it is simply
assumed away by making profits the cost of some special resources, private

factors, that are not marketed.*® Again, either we introduce ad hoc hypotheses
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that define profits as a cost, or we have to recognize that under perfect

competition residual profits are zero.

The question of profits is one of the most important and difficult problems
concerning the existence of a competitive equilibrium within a general equilibrium
framework, it is usually considered in the context of the number of firms in an
industry and the nature of returns and scale: constant, diminishing or increasing
returns.®® The usual treatment of profits in general equilibrium models is
summarized in the next quote: "In Arrow and Debreu and subsequent works
such as Debreu, it is assumed that the total number of firms (producers) is
fixed... It is well known and can easily be checked that diminishing returns to
scale for an individual producer implies a positive profit, which in turn should
imply that firms enter the market. Constant returns to scale for the aggregate
production set can be justified on the basis of an adjustment in the number of
firms, which are small compared to the industry. Diminishing returns to scale for
an individual firm typically occur when there are certain limitational fixed factors,
such as managerial ability or entrepreneurship, which are not explicitly
introduced in the model (and are not marketed). Therefore, diminishing returns to
scale (for each firm) plus a finite fixed set of firms imply the scarcity of certain
commodities (factors) and freezing the assignment to various production
processes of these commodities... Under diminishing returns to scale, firms may
make profits, which are attributable to payments for the use of such resources as
entrepreneurial skills or special talents of some kind. In McKenzie's model, such
resources are explicitly included in the list of commodities (and marketed) and
the number of firms need not be fixed, so we can safely assume constant returns
to scale for the aggregate production set." °? If profits are payments for the
services of some particular commodities that can be traded and as long as new
firms can enter the market, a competitive equilibrium with positive profits will be
at most short lived and profits will tend to zero. The consideration of some
services provided by human capital, such as managerial ability or

entrepreneurship, as factors that are not marketed and that are ‘fixed’ in a
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particular firm, is obviously an arbitrary assumption. In reality the markets for
executive talent and top management are as active as any other market, and
there is no logical or empirical reason to treat some human services as fixed and
not marketed, while the rest is variable and marketed. Mostly in small and
medium or family owned concerns, managerial wages and profits are mixed, and
even so competition will set them at a market level consistent with equivalent
remunerations for these types of human capital. In corporations where
management and ownership is separated, managerial wages and profits are
completely different things.* In my perspective, McKenzie’s approach is correct:
all resources are treated as commodities, all of them are traded and their prices
are determined by general equilibrium conditions. This approach, the rejection of
vulgar marginal productivity of factors theories by the consideration of activity
analysis requires the introduction of the second classical long term equilibrium
condition, prices equal costs, profits are zero, and so it is the value of capital.
When profits on shares are made explicit in the competitive equilibrium model of
the privately owned economy, CEPOE, they are not explained (to assume that
they correspond to payments to unique firm specific factors of production that
remain in the dark, is, for sure, not an explanation) and the role profits play in the
dynamics of the system, very important in the real world, becomes diluted in an
ambiguous and partial way. Nevertheless, we have a competitive equilibrium with
positive profits that are determined endogenously in a way consistent with

Walras’ Law which corresponds to the market clearing postulate.

The introduction of profits and shares in the co