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This paper is an attempt to integrate, within the same
simple model, several well-known ecconomic paradigms and to idon-
tify their key distinguishing features on the basis of diffca:
exogeneity-endogeneity assumptions, aorived from differcnt rn
equilibrium or market structure hypotheses. The framework of
analysis is a fix-price quantity constrained model cuxtended to
include a market for capital. A break-down of the functional
distribution of income between wages, interes and profits is
thus possible and the underlying conflicts of intcrest are
highlighted. The linkages between income distribution, impurfoct
competition, effective demand, "animal spirits" and price amld
wage rigidities are cnphasized.  Besides providing for a botior
relationship between different paradigms, the paper olso given a
wider view on the range of possible equilibria and dynamics fox
.a capitalist cconomy. '
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(*) Usecful comments on an earlier version of the paper by Christophor
Bliss, Stephen Marglin, Jean Pascal Benassy and an anonynous roo-
eree are gratcefully acknowledged. All remaining shortcomings of
the paper are obviously the author's exclusive responsibility.



I) Intreduction

Thisrpaper is an attempt to integrate, within the sanc
simple construct, several well-known economic paradigms and to
identify their key distinguishing features on the basis of dif-
ferent exogéheity-endogeneity assumptions, derived from different
market equilibrium or market structure hypotheses. - The spirit of
the paper follows_to some extent Marglin's (1981) recent contrib-
ution to the comparison of neoclassical, neo-Marxian and nco-Xoy-
nesian growth paradigms, but the framevork of analysis 1is the
fix—price guantity constrained model éf Bénassy, Halinvaud and

othersi/, extended to include a market for capital services.

S

By doing so, the paper gives a more integrated and also
broader view of possible equilibria and types of behavior than the
one found in Marglin. 1In particular; it links short run Keynesian
theory with longer run paradigms and gives an account of the old
Keynesian idea of “animal spirits" which is more in linc with the
fix-price quaﬁtity constrained 1literature. It also establishes
an interesting duality between Kalecki's concept of “degree of
competition" and the degree of disequilibrium in a perfectly com-

petitive goods market. Finally, by emphasizing the linkagcs betweoen

1/ Recent comprchensive surveys of the fix—pricc literature can
- be found in Drazen (1981) and Benassy (1982a).



income distribution, imperfect competition, effective demand and
price and wage rigidities, it throws a different and more intense
light on the underlying forces which may determine the cequilibrium

and dynamics of a capitalist economy.

The model to be used is presented first. A taxzonomy of
possible equilibria and adjustment processes is given next. Aspects
of income distribution and political economy are examined at the

end.

II) The Model

. ?'Consider a single good monetary cconomy with two clasoes
of agentéf The first class (workers) get their income from their
labour and from the rent of capital to firms. If w is the wage
rate, p the price level, 1r the interest rate on capital services,
L and K° the amounts of labour aﬁé owned capital, workers' real
-income is:

W

vW = w L+ rx" | | , -y

W

P
The other class is composed of firm owners who have

exclusive access to the means of production and derive their income

from interest on rented capital and from any excess profits firms
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may havem/. If 1 1s a mark-up factor on costs of production <

-,
Yot
et

Y is output, firm owncrs' income is:

£ TY + 1x Kf ’ - {(2)

<
it

Both classes have similar consumption demands, nancly:

. . . -—-i . ‘1 .
¢t = Cl(Yl,_M /Pl o<ct <1, Cg/p>o, 1= £, v (3}

Y il

e =1, i 1 . .
where initial (M) and final (#7) money holdings must satisf{y thoir
budget constraints:
i 1 i =1 .
C” + M/p =Y + ¥ /p f = £, w (4)
The interest rate 1s always assumed to clear the marlket
. . 3/ . . \ . .
for capital services~’ but prices and wages may not clear the goods
and labour markets in the case of excess supply; they are howsver

"assumed to rise instantanecously to market clearing levels in the

2 Firm ownership is assumed to be quite different from capital
P g )}
“ounership. TFirms may work with borrowed capital (in the form
& - + -
of loans, bonds or stocks) but are still protected by boarriors
to entry which prevent workers from forming their own cntor-
prises. Firm ownoers may thus derive a rent from exclusive
access to the mcans of production.

3/ This hypothesis places the model in a somewhat longer run con-
text than the usual short run Keynesian constructs.
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If Y is the sales constraint

-

e written as

-
*

in a fully competitive

Max [pY (X, L) - WL - r p K]

Subject to: Y(K,L}) &£

First order conditiong are:
YL_(1~T) = w/p (6}
(7)

YK (1-1) =1

is the shadow price asgocliated with the sales constraint.

two conditions lead to:

where T

Using Euler's theorem, these

4/ The assumption of

be eﬂﬁl"lcalln Justif
the footnote above.
hypothesis, sce Benass
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PY=wUlL+rpK : : , ' (8)
1 - ¢ .

It can rcadily be scen that T is a mark-up factor so that an in-
terestihg duality cmerges between the degrees of imperfecct compet-
ition and of disequilibrium in a perfectly competitive frameworl.
Perfectly_competitive sales-constrained firms arc bound to ecnd

up, in the absence of price adjustments, with positive mark-ups
over costs. This is equivalent to having prices determined on the
basis of an exogcnously given mark-up, which is wgat the imperfect~

ly competitive firm would do.

The basic framework of the model is completed with the
following equilibrium conditions:
€ .

K = X" + K (9

¥ (wi+ kY, 0+ ctey + okf, B ) o+ G (1.0)

P

.
]

where G 1is government spending.

IXI) A taxonomy of possible equilibria

Setting asiae equation (9) which simply defines the ag-
gregate stock of capital, the production fﬁncﬁion (5), the fixrst
order conditions (6) and (7}, and the good market equilibrium con;
dition (10} form a system of 4 equations in 6 unknowns: two quan-

tities (Y and L), two prices (w and p) and two rates (r and T1);



two of thesd six varicbles must therefore be specified cxogenous-
ly in order to closc the model. As will now be scen, difforond
1

types of econcnic bcechavior and paradigms can be aszociated vich

different choices for these two pre-set variables.

cful grﬁphl cal analysis can be achicved by noting
first that, because of the homogencity postulate, the capita l/
labour ratio can be eliminated:from (6) and (7) to givé a fémily
of factor price frontier curves represented in Pigure 1 as'é sct
of dovnward sloping gurvés in the space (w, r). The one furthaow
to the right corresponds to the purely competitive unconstrainsd

5/

~case (T = 0):;~ these curves shift inwvards as T riscs duce o

-

rising degreces of imperfect competition or market disequilibrium,
* -

On the other hand, the elimination of T between (6} and (7) gives

lines passing throuwh the origin and rotating counter-clockwise acg
employment and output fall. The region of excess supply for hot
goods and laebour is limited, in Figure 1, to the area above the

full-employment locus (Y = Ybl and below the unrestricted factor

price fronticr.

The typology of possible equilibria can now be casily
visualized. Point C, at the intersection of the full employncnt

schedule and the unrestricted factor price frontier, is thoe nco-

5/ The shadow price associated with the sales constraint clearly
- vanishoes when the latter is no longer binding.
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ciassical equiiibrium. The two pre-set variables associéted with
that equilibrium are L (equal to LF} and 1t (equal to zero). The
vage level adjusts té maintain full-cmployrent, while prices adjust
(through the real balance effect) to ensure a good market equil- |

ibrium.

Suppose now that the real wage is institutionally set at
a level(gs,the "subsistence wage", and that the economy is per-
fectly competitive with perfectly flexible prices and wages, so
that firms are never sales constrained (t = o). This new equil-

ibrium with endogenous employment (M in Figure 1) is the neo-‘arzian

one.

A similar pattern emerges when nominal wages are exogen-
ously given {w = w), and are set at a level which is too high to
clear the labour market at the price p which clears the goods market
in a perfectly competitive environment (1 = o). This is an equil-
ibrium (K in Figure 1) which is perha?s the closest in spirit to

Keynes' own formulation.

Suppose, on the other hand, that the expectced sales constraint
is exogenously given, at a level Y =Y < YF, by avprevailing state
of "animal spirits". Supposeralso that prices still adjustrto clear
the goods market at Y, so that the economy still ends up on the un-
coﬁstrained.factor/price frontier {(t = o). We now find a Keynesian
type of equilibrium which is closer in spirit to neo~Kéyncsian growth
theory a la Kalaor or A la Robinson; let KR be this equilibrium in

Figure 1. Here, the real wage can adjust to ensure that firms stay
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on their demand curve for labour but not enocugh to ensure full-cn-

pIOyanE.g/

Two remarks are in order here. Notice first that rigid
nominal wages and given animal spirits are two mutually exclusive
Keynesian concepts in this perfect foresight deterministic framo-
‘work since rigid nominal wages would not usually, in the scenario
‘just described, allow output to adjust all the way to Y. Notice
also that in this.model animal spirits have been introducecad through
the state of sales expectations, with a freely adjusting interest
rate. An alternative scenario, which is the one usually given
in neo-Keynesian growth theory, would have started from an cxogen-
iven interest rate, set by a given state of profit expoct-

ations; sales would then adjust endogenously.

Assume now that both prices and wages are rigid downwards;
with excess supply for labour and goo&s, these two variables axe
therefore et exogenously, and the real wage is fixed. Output must
then adjust to satisfy a demand which is itself a function of go-
vernment spending policies. The story behind this fix-price equii-
ibrium (FP in Figure 1) is the one underlying the usual short run
Keyﬁesian models. ﬁdte in particular that it implies varying rates

of mark-up as output varies with the level of demand.

Up to now,. the case of imperfectly competitive firms has

6/ The usual story given to justify this adjustment process is in
terms of a target real wage and an cndogenously determined rate
of inflation which prevents workers from reaching their target
(sce for example Marglin (1981), chapter 19).°
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not been considered since it has béén'assumed that the rate of mark-
up is either zero or is left to adjust frecly. Suppose, on the
other hand, that, as a resﬁit‘of Séme‘kind of tacit agreement bet-
ween firms, there exists a poéitive and given rate of mark-up, in
the tradition of Kalecki's "degree of compctitionf-concept. With

a given T, there are two piausible ways to close the ﬁodel. The
real wage may be given exogenously and employment‘must then adjust,
as in the Marxian model. Altérﬁatively,;oﬁtputVﬁayib@ given-(either
by a given state of animal spirits éf'by Ehé full;employmeﬁt con-
dition)'and the réal wage must ﬁhen adjust. In the first case,

the functional parameters ofrincoﬁe distribution (w and r) deter-
mineAuniquely the level of ecconomic éctivity, as in the neo-Marxian
model, but in a more general way. In the second case, the recal
wage can still be defined ex ante as a target real wage which may

"be forced, ex post to adjust, thfough éﬁA ehdogendusly determined
rate of inflation. Because of this cloée association betwéen
imperfect competition, income distribution and economic activity,
these models (SK and SK' in Figure‘lj could perhaps be labelled

structuralist-Xaleckian.

thice finally that we have nét yet exhausted all the
possible pairs of exogenous variables selected among the list of
six.  However, a moré careful examination reveals that all the
other models would either be minor variations of the ones already'

mentioned or would not be economically sound because they would



require implausible price or wage adjustment processcs.z

IV) Scmec considerations on the political economy of disequilibrium

modeis.

If both dutput and the rate of mark-up are allowed tov
vary, possible outcomes for the distribution of income can be plot-
ted on a three dimensionél space in w, r and t. With 1 constant,
the determination of w and r follows a class struggle process
along Marxian lines. With r constant, the Kaleckian state of
monopoly defines the distribution of income in terms of wages and
excess profits. With w constant, there exists an additiénal con-
flict between interest and profits which becomes increasingly rel-

8/

evant as workers own a larger part of the capital stock.-—

&

Tﬁese conflicts of interest between firm owners and wvork-
ers can be more clearly visualized by drawing the iso-income cont-
ours férnboth classes. Assuming for Simplicity:a C.E.S,. prbduciimn
functioh and using a diagram like Figure 1, it is shownAin the

- appendixz that firm owners' income is maximized at the origin and

7/ Take for example the case of an exogenous real wage and a given

state of animal spirits. This would require prices to be flex~-

ible enough to adjust the demand for goods to a level compatible
with Y, but not enough to clear the goods market. This clearly

does not make much economic sensc.

8/ PNotice that the profit-interest conflict can bé scen as a combin-

T ‘nation of the Marxian class struggle and the Kaleckian state of
monopoly concept, since a movement along a line of constant real
wages can be decomposed into a vertical movement along an iso-in-
terest line and a movement along an iso-profit line (sce Fiqguxe
1. ‘ : '
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that theilr iso-income contours (the If curves on Figure 2}vare up-
ward slopinq and intersect the isc-employment loci from above. The
shape of workers' iso~income contours (thé Iw} depends on the elas-
ticity of substitution between capital and labour. High elastici-
ties (between onc and plus infinity)-imply that workers maximize
their income (taken as a whole) atbthe classical equilibrium, and
thét their iso-income contours are downward sloping and intersect
the iso-profit loci from below. TFor lower elasticities of substi-
tution, the point of maximum income may eventuélly move upwards on
the unconstrained factor price frontier if capital is relatively
more scarce than labour TIn this case, the iso-income contours,
while still downward-sloping, will now intersect the iso-profit
'lines twice (sce Figure 3).

.

-In the case of high elasticities of substitution it is
easy to see that the set of Pareto optima (the contractAcurve) is
the segment’OC 6f the full-employment locus {(see Figure 2). HMarx-
ian class struggle, on an iso-préfit line; is then hard to justify,
since it would be advantageous for both classes to move down the
riso-profit schedule towards full-employment. The pure Kaleckian
conflict between wages and profits clearly makes more sense since
a fall in wages and a rise in profits, with a constant interest
rate, makes workers worse off and firm owners better off. Notice
however that if the economy is off the contract curve (foﬁ exam@lé
at Hl) a pure Kaleckian move, down to H,, may bebless likclyAﬁo oc~
cur than a mixed move with a rising interest rate to some point
between € and iy on the full~em§loyment locus, which makes evéry-

one better off.
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Figure 2



Class cbnflict reaches a peak on the contract curve since
any move: there necessarily makes someone worse off. A typical
conflict scenario might involve in this case an autonomous rise
in prices (or in nominal wages, dependingrupon where the initiat--
ive comes from), probably followed immediately by a parallel fisc
in nominal wages which wéuldvleave real wages constant. The reason
for this is casy to understand. Suppose that the econonmy is initially
at HG; if price rises are fully accommodated on the monetary side,
the economy stays.at Hoi if ful; accommodation does not take place,
it moves to a point such as Hl which makes everyone worse off. If

both classes stick by the rule of real wage invariance, it would

“tend to discouragé everyone from attempting to change the status

e

Juo. Eim

e e 3 i ‘

larly. if the shock comes initially from a fall in

aggregate demand, which moves the ceconomy from HO to H noninal

, 1’
wages and prices are likely to be sticky downwards, as a way to
prevent a return to a different equilibrium on the full-employment

locus. Both real and nominal wage stickiness are therefore jus-

tified.

In the case of low elasticities of subsfitutian, the sét
of Parcto optima may now be extended to include, besides the full-
employment locus, the éegment of unconstrained factor price frontier
between the classical equilibrium and workers under-cmployment
optimum H* (see Figure 3). On that segment, Marxian class
struggle becomes relevant. In addition, it is particularly inter-

-esting to notice that the setlof stable {(in the SQnselof being on
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the contract curve) underemployment equilibria are perfectly com-
petitive, thus lending full support torthc pure Marxian model. On
the other hand, stable non-competitive equilibriavare found only
at full-employment, as in the high elasticity of substitution

case.
V) Conclusions

Different economic paradigms are typified in this paper
on the basis of different pairs of exogendusly set variables.
Seven plausible models are thus identified, from the classical to
structuralist-Kaleckian models;,and ihcluding a Marxian, a Key~

nesian and several neo-Keynesian constructs. The analysis, which

oo

quilibrium hypo-

h

2 e - SRR T [ T, 2 L EE - el il -~
1S 1nliliadiliy centered arcund diffcrent market oo

theses, then moves on to examine the conflicts of interest which
underlie those equilibria and which improve our understanding of

the justification for them and some of the links between them.

The model presented above is a highly schematic one and
~as such cannot pretené.to capture all these paradigms in their
full complexity. However, the aspects emphasized here appear
useful in relating the models and in widcniﬁg our view of the

range of possible macroeconomic equilibria and dynamics.
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Appendix

- S, — ‘; ) .
Let Y = [aLL 8+aKK F] /6 be the c.E.s. production function.

the corresponding first order conditions are:

1
raL(l—T)-1+B v :
L= |~s| Y S (A-1)
A
o, (1-1) 1P
K = S Y ‘ (A-2)

and the factor price frontier is:

_ B B ’
ay _ r 148 +‘ o . w/p {1+ = 1 (A-3)
K(l-1) J- L{l-1)
¢ Consider firsi firm owners' income. If Af'is the propor-

‘tion of capital which they own, their income is:
v = oy 4k - (A-4)

£ . . .. . . . :
Y- rises with r when T 1s constant, since Y rises with 1r (sce

condition (A-2}}). Similarly, Yf rises with 1 when r stays cons-
tant since Y also rises with 1 (see (A-2)). Consider finally a
change in T with Y constant. From the differentiation of (A-2):

dr = - og (Y/K)l+ﬁdr; so that the differentiation of (A-4} can be

written: de =Y |1 - aK kf(Y/K)B} dt. Substitute Y/K obtained

£

from (A-2): dyt =y [1 - af

GK{———£-~]l+8]dT. (A-3) indicates that
o
K{1-1) ‘

the expression between brackets is always positive, so that firm
owners' income rises with 1. By inspection, it then becomes clear

that their iso-income contours must be upwards sloping and intersect
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the iso-employment loci from above.

Workers'! income is:

p

With L constant, r rises with w , since (A-1) and (A-2) imply:

=

It
‘ QIQ
[l o

% (L/K)%+B | SR o (r=6)

' W e . : :

her . Wit .

ence, ¥ rises with g wl?h .% constant, (A—S) shows that L
f34rlses ulth r and hanu Y is dlso erectly lelated to the interest

';irate. Lon31 er flnally a cbanﬁe 1n rcal wages with a constant mark-

Can , 4 TR T TR i+3 ' '
up. From (A~6)_ g§ { _) ({,_ T g i and from (a-3):
2 . : Lo . 1\ ] . - - . ) N
_— g :
o I+ '
dr = .- Lo dw.
Hau, w/p
UK
& B B
' " 1+§ o, 1+3 i :
: w K L ¥ L, . w 3V )
So that d4dy = TH8 o, w/p B ~(a£¢ (iﬁ:) AT (1+8) | dw.
1 148
. . W k. B W we B
A maximum 1s obtained for (§p) :{a«d [8(1—% y - A ] . This

maximum will be below full-employment if the wages rental ratio is

higher at that peoint than at full-employment. Hence, with (A-6):

o — .]1:&_8_ l.g.B _3_'
P ey =AY s Ky, o B % W w, | P
o — " f £ = (1=27) - A7)
L Uy L L o :
A : . L
: : )
For { > il—:; -, the expréssion botween brackets in this last incquality is pos-
1-2

itive and there will exist an optimum below full-employment if the capital labour

ratio at full-awployment is not toco large.
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