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Abstract:

An expository paper that points out that there are two
| ong standi ng views on business cycles and econom ¢ dynam cs
in general, one enphasizing endogenous stability Plus
exogenous di sturbances and the second endogenous instability
plus institutional containing or thwarting nechani snms. The
argunent supports the endogenous instability perspective and
| eads to an anti Laissez Faire Theoremand a Limtation Upon
Performance Theorem



1. Introduction

In this paper we argue that the current state of
econom c theory as well as the performance of capitali st
econonm es in recent years support the view that the path
through tinme of a capitalist econony is best described as
the result of the interaction between the systenis
endogenous dynanics, which if unconstrained would lead to
conplex paths that include periods of apparent grow h,
busi ness cycles and economc instability, and the inpact of
institutions and interventions which, if apt, constrain the
outcones of capitalist narket processes to viable or
acceptable outcomes. W call these institutions and
interventions "thwarting systems".

W deviate from the conventions of orthodox econom c
theory by assuming that in capitalist economes the core
deci sion makers are profit seeking businessmen and bankers.?!
Even though their key actions are forward | ooking, these
agents are constrained by |egacies of the past in the form
of capital assets and financial commtnents. Furthernore
they do this within an institutional structure which they
know i s changing even as they act. Every day the actions of

busi ness nen and bankers determ ne "tomorrow’s" capita

1. The conventional view is that "Any econom c nodel is
going to have as its center a collection of hypothetica
consumers whose decisions, together with the technol ogy and
mar ket structure, determne the operating characteristics of
the system. .." (Lucas, 1987 p.20)



asset and financial structure. In capitalist economes
yesterday and tonmorrow are present today.

The agents' expectations of how the econonmy will perform
is one way tonorrow is present today. Each day contracts are
entered upon on the basis of tenuously held beliefs and
imprecise information: our bankers and busi nessmen act and
deci de under conditions of uncertainty in the sense of
Keynes.: Because businessmen and their bankers have
liabilities the relevant uncertainty is mainly about future
profits (cash flows). The enphasis on businessmen and
bankers and on financial commtnents and deci sions based
upon expectations that respond to events (are endogenously
determined) and that are often tenuously held nmakes our
argunment Keynesian.3 It is a Keynesian precept that the
performance of the econony affects the nodel of the econony
that agents use in forning expectations.?

Intertenporal |inkages, financing, and the endogenous
determnation of the nodel agents wuse in guiding the

formation of expectations nmean that the appropriate

mat hemat i cal formul ati on of t he econom es we are

2. See Keynes’ (1937) pp. 213-214.

3. It is a problemin the intellectual history of economcs
to explain how Keynes's treatnment of expectations formation
under conditions of uncertainty, which is central to an
under standing of the General Theory, disappeared from the
ort hodox Keynesianism of the postwar period. ( General
Theory, Ch. XIl and XVII, and H.P.Minsky,1975)

4 In the rational expectations school's view the nodel of
the econony that guides agents behavior is invariant wth
respect to unfolding economc experience.



investigating will be conplex tinme dependent systens. The
mat hemat i cs of such systens |eads to the proposition that
capitalist economes should from time to tine exhibit
econom ¢ instability.> But instability rarely becones
expl osive. W need to understand why.

W use the ceiling-and-floor version of the accelerator-
multiplier interactions that were developed in the 1950’s as
a sinple prototype nodel which endogenously can generate
unsatisfactory states but which can be constrained by
interventions to generate satisfactory states. W postul ate
that institutions and interventions thwart the instability
breeding dynamics that are natural to nmarket econom es by
interrupting the endogenous process and "starting" the
econonry again with non market deternined values as "initial
conditions”.® It follows that the observed behavior of the
econony is not the result of market mechanisns in isolation
but is due to a conbination of market behavior and the

ability of institutions, conventions and pol i cy

5 W define dynamic instability in a rather informl way.

Essentially, =~ we nmean the irregular pattern and the
persistence in tine of the nbst common macroeconom c
di seases, such as unenpl oynent and inflation. Thi s

instability can give rise to runaway situations such as deep
depressions or hyperinflation phenonena

6. Central bank interventions, both as they affect nobney
mar ket conditions and as a | ender of |ast resort, which have
been in place over the centuries, are one form that
interventions and constraints take. The |ender of |ast
resort function of central banks devel oped out of the
experience wth intermttent endogenously  det erni ned
instability.



interventions to contain and domnate the endogenous
economi ¢ reactions that breed instability if left alone.’

In section 2 we contrast the endogenous stability plus
shocks view of business cycles with the view based on
endogenous instability wth thwarting or cont ai ni ng
mechani sns. I n section 3 we consider how these two views of
the dynamcs of the capitalist econony inply different
policy perspectives. In section 4 we take up exanpl es of
thwarting forces within the endogenous instability view
Section 5 states and interprets two theorens - an anti
| ai ssez faire theorem and a limtation upon perfornmance

theorem - that are inplicit in the argunent. The | ast

section is the concl usion.

2. Two Views on Dynam cs

There have |ong been "two views" of business cycle
dynam cs: one is that the endogenous process of the econony
generates an equilibrium which may be static but now is
usual ly taken to be a "growmh equilibrium", and the other is
t hat endogenous processes lead to business cycles and

instability.8

7. This view harks back to H P. Mnsky's 1957 article.

8. In his nenorial of Wsley Mtchell, Schunpet er
di sti ngui shes between those econom sts who hold that »...
the econom c process is essentially non oscillatory and that
the explanation of cyclical as well as other fluctuations
must be sought in particular circunstances (nonetary or
other) which disturb that even flow." with the "...’theory’
that the economc process itself is essentially wave |ike -



The first view | eaves business cycles to be expl ai ned.
In the work of Slutsky (1937) and Frisch (1933)- as well as
Friedman (1968) and Lucas(1972 ) -the econony is a mechani sm
t hat transforns exogenous shocks, which are either random or
unanticipated policy interventions, into business cycles.
The inportant difference between Slutsky and Frisch on the
one hand and Friedman and Lucas on the other is that the
former explore the consequence of treating the econony as an
agent that averages shocks, whereas the latter accept the
econony as an averagi ng agent but ground their shocks in the
difficulty of maxim zing agents to interpret changes in the
environment. In Friedman and Lucas the environnmental changes
are initiated by noney supply changes.'

The second tradition view business cycles- and econonic
instability - as the natural and inherent consequence of

self interest notivated behavior in conplex economes wth

sophisticated financial institutions. The names in this
tradition are Mrx, Mtchell, Schunpet er, Kal ecki and
Keynes.

A "Keynesian" endogenous expl anation of business cycles

received a nmathematical statenent in the formalization of

that cycles are the formof capitalist evolution- ..." (J.
A Schumpeter (1951 ) , nage 252) Schunpeter held that
Mtchell, Keynes and he nhimself held the view that "..cycles

are inherent in the capitalist process.”

9. Lucas concludes his 1976 paper by noting that " This
paper has been an attenpt to resolve the paradox posed by
Qurley (1961) in his mld but accurate parody of Friedmani an
nonetary theory: noney is a veil, but when the veil
flutters, real output sputters.” (Reprinted in Lucas (1981)
page 84.)



the interaction of the accelerator and nmultiplier as a
second-order linear difference equation.(Samuelson 1939). As
it could generate only four types of time paths (oscillatory
and danped, oscillatory and explosive, nonoscillatory and
danmped and nonoscillatory and expl osive) none of which woul d
do for business cycle analysis, this sinple form was
unsatisfactory except as an expository device

Starting with a Sarmuel son type nultiplier-accel erator
I nteraction and assum ng that the paraneter values lead to
expl osive (monotonic or cyclical) paths, H cks (1950) added
ceilings and floors that had the effect of constraining the
econony to acceptable paths. This nodel was extended by
M nsky (1957,1959) who notivated the ceilings and fl oors by
referring to the behavior of nonetary and financing
relations and interpreted the ceilings and floors as the
i mposition of new initial conditions. 19 This allowed the
endogenous dynamics to be such that unsati sfactory
performance woul d be generated by the unconstrained econony
even as the constrai ned behavior is acceptable. As policy
can be interpreted as the inposition of new initial
conditions in Mnsky's fornulation, policy can play a
positive role.

Interest in these nodels of endogenous cycles waned
after the 1950's: strong business cycles did not appear and

the rather steady growh made it plausible to assune that

10. For an interpretation of new initial conditions as
changes in reginme, see Ferri and G eenberg (1989).



the (noderate) fluctuations of experience can best be
interpreted as transformations of stochastically or
systematically determ ned deviations froma growh path:
i.e. that the Frisch-Slutsky approach was valid. 11 In the
wor k of Lucas (1972, 1981, and 1987) and others, business
cycle analyses that clainmed to be consistent with the
equilibrium- seeki ng and sust ai ni ng character of
m croeconom ¢ theory were advanced.

In nore recent years the breakdown of the Bretton Wods
system serious recessions, and chilling episodes in
financial markets have cast doubt on the endogenous
stability of —capitalist economes. At the sane tine
know edge that sinple determnistic nonlinear relations can
generate tinme series that are chaotic together with the
results of conmput er simulations which explored the
properties of mathematically intractable dynam c nodels
(Richard Day 1982, 1986) have shown econom sts that fully
endogenous econom ¢ processes can  generate conpl ex

patterns.? These nonlinear nodels are not vulnerable to the

11. R chard Goodwi n nmai ntai ned an interest in endogenous
%ycles t hroughout this period. See, for instance, Goodw n
1967) .

12 Chaotic behavior is defined as ". ..a time path that wll
pass nost tests for randomness". (Baunol and Benhabi b, 1989
p. 77) It can be generated by sinple determnistic nodels.
"In essence, chaos theory shows that a sinple relationship
that is determnistic but nonlinear, such as a first order
nonl i near equation, can yield an extrenely conplex tine
path. |Intertenporal behavior can acquire an appearance of
di sturbance by random shocks and can undergo viol ent, abrupt
qualitative changes, either with the passage of tinme or with
smal | changes in the values of the paraneters. (page 79)



criticism that endogenous business cycle nodels generate
tine series that are too regular. At the sane time, these

series are not necessarily explosive.13

3. Econonic Theory and Lai ssez-faire

Adam Smith's invisible hand conjecture that each agent
" _.intends only his own gain, and he is in this, as in nany
other cases, led by an invisible hand to pronote an end
whi ch was no part of his intention® (Smth (1776) bk IV, ch
2) is the foundation upon which exogenous shock nodel s of
busi ness cycles rest. The smithian conjecture has been
transformed into the theoremthat "a conpetitive equilibrium
is a Pareto optimum." The  "invisible hand" proposition
| eads to |aissez-faire as a policy position.14

The formal denonstration that a conpetitive equilibrium
is a Pareto opti mum theorem was achi eved in the 1950’s by

Arrow and Debreu  (1954) and MKenzie  (1959). Thi s

achi evenent fulfilled only one part- the proof of the

13 It is worth stressing that nodern anal ysis of nonlinear
nodel s allows for the presence of instability which does not
necessarily degenerate into runaway situations. However, in
such nodel s snal|l changes in paraneters can be responsible
for large changes in the dynam cs. Thus, various innovations
that m ght change paraneters mght have the effect of
setting up entirely new dynam cs such that people |ose the
ability to interpret the future and this affects their
behavior. |In this context, thwarting nechanisns try to
control the outcomes and keep them nore stable.

14. The assunption underlying this view is that laissez-
faire does not unleash predators notivated by greed who
acquire and exploit market power, but that narket conditions
force powerless agents to serve a "social good".



exi stence of a conpetitive equilibrium- of the research
program of general equilibriumtheory. The full research
program i ncl uded the denonstration of the uniqueness and
stability of conpetitive equilibrium It is now known that
the second and third part cannot be achieved: t he
conmpetitive equilibriumis not unique and it is not stable.

Even at the nost abstract levels it is not possible to claim
that if left to its own device, a conpetitive econony would
achi eve and sustain an equilibrium 13

The formal nodel for which the existence theorem has
been denonstrated abstracts from innovations in technol ogy,
institutions and policy interventions. There is no noney as
liabilities of banks. The financing of investnent in
resources that are expected to produce profits is not
considered. Arrow and Hahn (1971) cite Yeats, "The center
does hold", when they briefly exam ne extensions of the
CGeneral Equilibriumnodel to Keynesian concerns.

Once the domain of what economists nust explain is
broadened to include such economc activities as resource
creation, finance, innovation, market power and the creation
and nodification of institutions, then the Adam Smth
proposition that each agent pronotes "...an end which was no
part of his intention..." need include anong the ends

pronoted not only the effective working of narkets, economnic

15 The argunent that claimof the power of the 'Wlrasian
system of general equilibrium equations' nade by nany
econom sts goes beyond the proven properties of the
Wal rasian system is to be found in Ingrao-I|srael (1987),
Arrow Hahn (1971) and Duffie- Sonnenschein (1989).

10



progress and growh but also instability. Agent s each

intending "...only his own gain... contribute to market
relations that make a breakdown of the econony, such as
occurred over the years 1929-33, endogenous phenonena.

Techni cal change, i nnovat i ons, capital asset s,
institutional behavi or, and ever evolving financing
relations are aspects of the econony that were ignored when
the theorem that conpetitive equilibriumexists and is an
opti mum was derived. Wen these ignored elenents are taken
into account the theory needs to |ink yesterday, today and
tonorrow. The nodel s become conplex, the problens even nore

difficult to deal with, and the policy conclusions |ess

strai ghtforward.

4. Thwarting Systens.

Once it is recognized that the endogenous interactions
of the econony are inportant elenents in determning its
dynami cal pattern, there is a need to explain why frequent
bouts of instability are not observed. The answer put forth
here is that the econony has evolved wusages and
institutions, including agencies of government, whose
econonmic inpact is to thwart the instability generating
tendencies of the econony. This is so especially when the
conjectural nature of the nodel of the econony that agents
use as they formthe expectations that guide their behavior

is taken into account: the belief that "they wont let it

11
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happen" with regard to serious depressions is by itself
stability enhancing.l®

The piece-wise linear nodel of business cycles based
upon ceilings and floors can be construed as a netaphor for
the interplay between market val uations and outcones, on the
one hand, and the inpact of the thwarting forces, on the
other. The ceiling and floor nodels as extended by M nsky
(1957, 1959) allow for policy determ ned variables - such as
t he noney supply or the governnents budget deficit - to set
new initial conditions or to contain the time series that
can be generated.

The thwarting forces change in time.17 They differ anong
econom ¢ systems. The thwarting systens are anal ogous to
honeostati ¢ mechani sms which nmay prevent a system from
expl oding. However, they are not mechanical. Policy agents
and | aw nmakers need to interpret what is happening and need
to understand how their actions can affect the behavior of
endogenous agents and thus the econony. Peter Albin renarked
t hat "agents in the nodel have a nobdel of the model". Anpbng
t he agents who need to have a nodel of the nodel are policy
"agents". |f the econony is endogenously unstable, then
policy based upon the assunption that the econony is

endogenously stable is likely to be inept.

16 W shall see below how this kind of attitutude can becone
destabilizing in other situations.

17 Boyer and Mstral along with other French econom sts
wite about "regulation". See R Boyer - J. Mstral (1984).



A transitory senblance of stability can be achieved by
pol i cy i nterventions and institutionally constrai ned
behavi or. However, units |earn how policies and institutions
affect the outcones that result fromtheir actions and try
to adjust their behavior in the light of what they think
t hey know.

The study of conplex systens is inconplete wthout the
exam nation of specific thwarting systems. The theory tells
us what we have to |ook for: we have to | ook for custons,
institutions, or policy interventions that make observed
val ues of variables different from what the values would
have been if each econom c agent pursued "only his own
gain".

Three exanples fromthe US econony wll be examned to
illustrate how institutional structures and systens of
interventions affect the behavior of the econony: the Piore-
Sabel conjecture wth respect to |abor markets, the uses of
mar ket power, and |lender of last resort interventions by
central bank mechanisns. These, of course, do not exhaust

the list of thwarting nechanisns.

a) Labor Market Institutions

Piore and Sabel (1985) argue that the United States post
Wrld War Il wage policy consensus was a significant factor
in creating the era of apparent tranquil progress that ruled

for the first two decades after Wrld War 1. The wage

13
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policy consensus was that hourly wages should increase each
year by a factor that reflected productivity gains plus
realized inflation - i.e. the purchasing power of wages was
to increase by about 3% each year. This consensus nade for
tranquil progress because it held "underconsunption” in
check, which piore and Sabel hold to be one of the causes of
serious depressions. Buoyant worker demand resulted from
this wage policy consensus. Piore and Sabel al so suggested
that this trade union settlement forced the banking system
to be properly accommodating: the wage consensus domi nated
the nonetary nechani sm

Underlying the productivity plus inflation rule for
nom nal wage changes was the view that conpetitive nmarket
forces could not be depended upon to transformfalling unit
| abor costs into lower prices. |If product markets were
conmpetitive and noney wages were constant then productivity
i ncreases would be translated into falling noney prices. The
argunent for the post war settlenent has to draw on a
proposition that market prices do not adjust to decreasing
unit labor costs or that if such adjustnments took place
there would be adverse consequences.

In practice the wage consensus led to a rule that would
transform a shortfall of productivity increases into rising
product prices. If, for any reason, wage increases exceed
the rate given by productivity and inflation, then supply
conditions would nmake for further inflation. The consensus

rule assunmed that if inflation takes place the banking



system woul d be acconmodative. This neant that "next" year
the realized inflation plus productivity wage increase woul d
i ncrease.

However, after a burst of wage increases in excess of
the productivity plus inflation rule in 1968-69 the wage
setting process became an engine of inflation. Escalator
cl auses together with a banking system that accommodates the
demand for financing, either because of a consensus view of
what the banki ng system shoul d do or because the authorities
feared unenpl oynent nore than inflation, tend to anplify the
dangers of inflationary instability. Thus, the rule of
nonet ary accomodation which was stabilizing in one set of

circunmstances, becanme destabilizing in another

b) Market Power and Financial Structures

In our noder n wor | d successf ul producti on
adm ni stration, conmuni cat i on, di stribution and
transportation processes often use very expensive and long-
lived capital assets.l®

Expensive, long-lived capital assets require financing.
In sone capitalist economies -~ such as Italy - many of the
industries that require expensive, long-lived capital assets

are publicly owned and externally financed by means of debts

18. Oten does not nean al ways. What has been called the
"Emilian Way" can coexist with and prosper alongside
operations that require expensive capital because of
technol ogy or the scale of operations. For a discussion of
this nmodel, see Brusco (1982).

15



of government agencies. In the United States al nost all such
industries are private, and in many cases there are
alternative suppliers of the services or goods.

When J.P. Mirgan was riding high it was discovered that
for such capital intensive industries as the railways,
i ntense conpetition, which forces price to marginal cost,
wll not yield enough cash to validate bonds or the cost of
bui l ding the asset. This intense conpetition would result
either from "overinvestment" in a reginme of decentralized
markets for financing or fromrecessions that cut the denmand
for the industry's output.

The banker's interest in business is that the cash flows
be | arge enough to validate the debts that were assuned to
pay for the capital assets when they were acquired. Such
debt validation and validation of prices paid for assets is
possible for production wth constant or dimnishing
margi nal costs if and only if price exceeds nargi nal costs.
Intense conpetition, in periods of excess supply, nust not
be allowed to push price to marginal cost. Bankers who take
seriously their responsibilities to the holders of
instruments they put out or sell will not finance
I ndustries that require expensive capital assets unless
there is sone believable guarantee that price will not fall
to marginal cost.

Such a guarantee can take two fornms: one is to guarantee
that aggregate demand will be adequate, and the second is

for the owners of the capital to possess narket power,



ei ther because of the non-conpetitive nature of the market
(nonopoly, oligopoly) or because government regulates the
industry to prevent strong conpetition from enmerging. Since
individual units, even Wall Street bankers, cannot guarantee
t hat aggregate demand will be adequate, bankers w |l favor
clients that possess narket power.

Bot h nonopoly and the regulation of industry that
constrains conpetition satisfy the need of bankers for
devices that |limt the exposure of clients to downside
profit risks. The question is whether the financing
efficiency thus gained - which facilitates capital intensive
investment - offsets or fails to offset the allocational
inefficiency of non-conpetitive industries and regulated
nonopol ies. |In Schumpeter’s vision of accumulation and
innovation, technical dynam sm requires that bankers and
busi nessmen cooperate in forcing the econony out of the path
that leads to sinple reproduction. In the view that ignores
t he processes by which accunulation is financed, regulation
and oligopoly lead only to allocational inefficiency.

The market power - whether through oligopoly or
regulation - solution to the problem of protecting |enders
agai nst downsi de exposure |oses sone of its force when
fiscal and nonetary intervention succeeds in nmaintaining
aggregate demand and aggregate profits. Wth demand
mai nt ai ned and prices stabilized through the exercise of
market power by way of regulation or oligopolistic

interactions, profits are higher than anticipated even

17



t hough unused market power can exist. As a result of the
unused market power, rising costs will not decrease profits
but will be translated into rising prices. If the problemis
formalized in terns of wage rounds and price rounds, a
situation in which the use of previously unused market power
becones a basis for subsequent wage increases is brought
into being.

Prior to the inport boom the Anerican autonobile and
steel industries were exanples of shared nonopolies in which
unused nmarket power was translated into worker wages and
benefits. This led to a cost structure which becane
unt enabl e once trade underm ned the product market nonopoly.
The problem of how to meet conpetition that erodes market
power may require a reconsideration of the standard argunent
for free trade . The institutional structure that energed
when the issue was the financing of capital intensive
productions in a world where finance required protection
t hrough market structures against aggregate demand failures
can be counterproductive in a world where such denand
failures do not occur and the nonopoly power that supported

favorabl e wages is eroded.

c) Lender of Last Resort Intervention

Both nonetarism and the orthodox Keynesianism that
ignores the historical period in which The General Theory
was witten are alike in that they enphasize the Centra

Bank as the creator of noney rather than the Central Bank as

18



the I ender of last resort. In the 1990’s, with the recent
experience of bank and thrift institution failures that have
led to a Government refinancing, it is not necessary to go
into any abstract discussion of a |ender-of-last resort
intervention: we need only point to what happened in Mxico,
Argentina, Continental Illinois, Mryland, Chio, the Savings
and Loan industry, etc.

The internal dynamics and interactions wth business
that needs to finance control over capital assets and with
househol ds that prefer to hold indirect or protected assets
of our financial system lead to situations in which a
col | apse of asset values and financing of activity, and
t herefore of incone and enpl oynent, seens |ikely. Over the
years the Central Banks have devel oped interventions which
do not permt realized values to represent the unconstrained

dynam cs of the system 19

If there is any part of the econom c process and any
period in econom c experience where overt intervention is
accepted to prevent or dom nate what nmarket processes would
generate, it is when |lender of last resort interventions
occur. Even though Central Banks and | ender of |ast resort
interventions are common to capitalist econom es, t he

institutions and the form of the interventions vary. In

19 Irving Fisher's (1933) description of a debt deflation
process leads to the perception that central banks intervene
to short circuit the process and therefor to abort extrene
consequences.

19



particul ar the existence of government "holding conpani es”
mean that intervention in a country such as Italy is often
at the firm level, whereas in the United States the
intervention is alnost always at the financial institution
level. (Chrysler and the Railroads of the Northeast are the
maj or exceptions.) \Wereas interventions at the firmlevel
may not have any nonet ary pol i cy i mplications,

interventions at the financial institution or financia

mar ket level affect the reserve base of banks and the
interest rate structure. At tines the Federal Reserve's
reactions to what it interpreted as an incipient financial

crisis led to both a refinancing of threatened organizations

and a significant easing in nonetary policy.

5. Two Theorens

Two theorenms which differ from accepted views energe
from the proposition that the internal dynamcs of a
capitalist econony will in tine lead to unacceptable system
states . The first is an anti-laissez faire theorem and the
second is a "limitations upon the attainable" theorem

The Anti-Laissez theoremis that "In a world where the
internal dynamcs imply instability , a senblance of
stability can be achieved or sustained by introducing
conventi ons, constraints and interventions into the

environnent. The conventions inply that variables take on

20
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values other than those which nmarket forces would have
generated: the constraints, and interventions inpose new
initial conditions or affect paraneters so that individual

and mar ket behavi or change".

The second, or limtation upon performance, theorem
follows fromthe first. |If the pursuit of individual gains
or well being in the nmarket |eads the systemto rush off
into inflation, deflation, or rapid oscillations, which
throw off signals that exceed computational capabilities,
then the econonmy will fromtinme to tinme be noving rapidly
away from any reasonably defined notion of "allocation" or
"stabilization" efficiency. If there is an observation |ag
and | ess than perfect adjustnment by interventions the system
can never be in an optinmal allocation alignnent. The theorem
that this inplies is "The "practical best" for an econony
falls short of the abstract best.”

There is a corollary to the Ilimtation upon performance
t heorem Each agent maximzes wthin the system of
i nterventions and institutions t hat constrain t he
performance of the econony to tolerable outcomes. To agents
for whom the constraints are binding, the attainable maxina
are deened to be inferior to the unconstrained maxi mum

Effective constraints inply that both the expectations
of gain and the objective possibilities of gain are snaller
than the agent believes they would be if the constraints

were renoved. In the laissez-faire world each agent's



maxi m zing behavior is consistent wth the systenis
achieving and sustaining its "best". In the conplex world in

which we live each agent seeking only its own gain under

unconstrained conditions, i.e. maximzing wth market
constraints as the only conditions, contributes to
instability. Intermttent instability, not order, results

from each agent behaving in the smithian manner in an
unconstrai ned environnent. Individualistic decision making
| eads to instability in an unconstrained world, whereas
i ndi vidualistic decision nmaking |eads to a tol erable outcone

if appropriate institutions and interventions are included.

As agents | earn t he effects of constraints
institutions, and interventions, they wll nodify their
behavior, and this will in turn change the systemc effect

of the interventions. A system of intervention put in place
I n one environnent can be effective for a while, but as
agents acquire know edge of how this system affects their
outcomes they w il adapt their behavior, and this wll
change the effectiveness of the interventions. The system of
intervention cannot be put in place once and for all. Policy
makers nust be aware that there are always incentives to
evade and avoid the interventions, and they nust adjust
their interventions accordingly.

These two theorens inply that any success in sustaining
stabl e growth depends upon the institutional structure.

Furthernore, because the institutional structure and the

22



sources of instability change, due in part to the effects of
units seeking only their own gain, the success of any policy
structure will be transitory. "Revolutions" such as
Roosevelt's in the 1930’s or the "Age of Keynes" from 1946
to 1967 will lead to successful performance of the econony
even as the seeds of future failures are ripening as
structural relations, conventions, and institutions change.
There is no automatic pilot for an econony.

Because in each epoch the practical best falls short of
a theoretical best, there always seens room for inprovenent.
However, inprovenent takes on a variety of neanings in an
econony which both allocates given resources and uses
resources to <create resources, in which technologies
enbodied in capital assets are given even as agents strive
to change technology, and in which institutions and tastes
are thensel ves economc variables. Economi sts are given to
tal king about efficiency, and in the nodels of the invisible
hand tradition, efficiency nmeans allocative efficiency. But
in a dynamc view of the econony a variety of efficiencies
can be defined. Inprovenent in one "efficiency" can lead to
a deterioration in another . Al too often the "room for
improvement” W ll be along "one" of the efficiency
di nensions, but success may nean that one or nore of the

ot hers are conprom sed.

6. Sone Concl usi ons.

23



The endogenous instability view of the econony, in which
institutional structures and interventions stabilize the
unstable2? that we have developed, literally stands Lucas on
his head. Apt intervention and institutional structures are
necessary for market economes to be successful.

This view is consistent with history: |aissez-faire
capitalist economes were failures alnost everywhere in the
1930’s, whereas the post Wrld War 2 capitalist econom es
t hat have been successful are big government interventioni st
econoni es.

The enphasis in discussing policy nust be upon "apt".
The proposition that apt policy and institutions thwart the
endogenous devel opnent of instability does not nean either
that any policy regime will do the job or that there is a
uni que effective policy reginme. W can hazard the view that
a policy and institutional reginme is nore likely to be apt
if it reflects an understanding of what there is about the
econony that |eads to unstable dynam cs. W recogni ze, of
course, that there is no serious reason to believe that
t hose who devel oped the institutions and interventions that
make up the welfare state, which has enjoyed (transitory?)
successful in the post war period, had any deep
understanding of the potentially perverse dynam cs of

capitalist economes. The political Ieadership and the

20. M nsky (1986) nakes the same points wi thout reference to
the mathematical properties of nonlinear systenms and within
a specific nodel of profit generation in which profits are
determ ned by the structure of denand.
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public in the 1930’s were skeptical of the clainms that were
advanced for |aissez-faire. Trial and error led to the
structure of interventions and institutions that survived. 21

The statenent that conplex systens will fromtime to
time generate unstable nmovements through tine is a
mat hemati cal proposition. But mathematics is not econonics.
Econom sts need to identify the economcs that lead to
unstabl e dynam cs. One aspect of the econony that my do
this is the way successful performance transforns market
power froma factor that facilitates investment to a factor
that supports inflation. The expectations induced by
stability and regular growmh of profits changes the econonic

rol e of market power.

The econom cs of the neo-classical synthesis accepted
that market economes were flawed in that there are no
adequat e market processes to guarantee the achi evenent and
mai nt enance of a close approximation to full enploynent. 22
The political econonmy problemin the world after Thatcher
and Reagan is to recogni ze once again that the narket way of
doing things is flawed not only in its ability to maintain

adequat e aggregate demand but also as a device for assuring

21. The above is a nmyopic United States based view In
Sweden, which had a particularity sophisticated cadre of
economsts in the 1930's and a know edgeable political
| eadership in their Social Denocratic Party, nmay have
knowi ngly introduced the welfare state.

%%ggsr a discussion of these nodels, see Ferri and M nsky
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