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The Validity of Walras’ Law in a Monetary
Productive Economy with Bonds: Loanable
Funds theory vs Liquidity Preference theory

gives rise to the realization problem in monetary
economies that has to be represented in the
individuals’ budget constraints.

Narciso Túñez
Newgrove
narciso.tunez@newgrove.com

Contrary to Patinkin (1965) and Maurer

Abstract

(2013)’s models, the excess demand of money is not

In a recent paper Túñez (2016) has reviewed the
validity of Walras’ Law for a Monetary Exchange
Economy
using
a
Non-Compensatory
Disequilibrium Framework (NCDF). This paper will
apply the same theoretical framework to a monetary
productive economy with bonds to demonstrate that,
conflicting with Maurer’s (2009) and Patinkin’s
(1965) models, general excess supplies might exist,
i.e., Keynes’ thesis of unemployment equilibrium is
hence a valid theoretical possibility as Walras’ Law
does not always hold. The paper will also examine
the debate between the loanable funds vs liquidity
preference theories using the NCDF.

equal to an excess of supplies in all other markets.

Keywords: Walras’ Law, Gross Substitution Axiom,
Budget
constraints,
Realization
problem,
Compensatory Disequilibrium.

economy where borrowing creates assets but no

Therefore, this paper will show that Malthusian
general

gluts

and

Keynesian

unemployment

equilibrium are possible. However, the only role of
the

banking

system

as

simple

financial

intermediaries between savers and investors and not
as creators of bank money does impose a restriction
that will not be dealt with in this paper. Nevertheless,
the intermediation role does allow for a credit giving

endogenous or bank-money.
Given the limitations of the model, any

JEL: B12, B13, B22, E5, D50

comparison with Keynes’ Liquidity Preference
Theory (LPT) or Wicksell’s Loanable Funds Theory

Introduction

(LFT) would prove to be an unfair account.
However, given that the objective of the present

In this article, the validity of Walras’ Law

analysis is not to give a thorough account of them, it

will be analysed within a Non-Compensatory

seemed to be a reasonable choice only to apply the

Disequilibrium Framework (NCDF) with two

simplest version, in order to show the validity of the

different types of economic agents: Households and

Keynesian unemployment equilibrium thesis, i.e.,

Firms and four different markets: Commodity,

the invalidity of Walras’ Law and to clarify some

Labour, Money and Bond Markets. The Money

differences between the two theoretical stands in

Supply will be assumed given exogenously. As it can

opposition

be seen in Túñez (2016) the application of the NCDF

to

Hicks’

(1939)

equivalence

presumption.

will result in the General Law of Exchange where the
violation of the Classical Gross Substitution Axiom
2
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The paper also differs with Hayes (2010)’s

hence their volume of total savings to be distributed

interpretation, in his attempt to clarify the Loanable

among the different types of assets.

Funds Vs Liquidity Preference (LF Vs LP) debate,
no

Profits all accrue to the household sector and

disequilibrium…” Hayes (2010: p. 808). According

assumed to be reinvested in the company. The return

that

“…in

Keynes’

system

there

is

on OF, as the return on bonds, is just the price that

to Hayes (2010) no author can claim undisputed

has to be paid for the supply of a capital service to

success in clinching the LF vs LP debate one way or

firms. Profits are therefore seen as the interest that

the other whilst for Bertocco (2007) “…the

capital owners have been paid for their supply of

fundamental elements of this theory (LFT), have
been accepted

by the mainstream

capital to the firms. In this model OF could be

monetary

calculated as the book value of the total assets minus

theory…” Bertocco (2007: p. 3).

the book value of outstanding bonds issued by the
firm.

A Non-Compensatory Disequilibrium
Framework (NCDF)

𝑀ℎ + 𝑝𝑏 𝐵ℎ + 𝑖𝑤 𝑁𝑖𝑢𝑠 + 𝑂𝐹ℎ + 𝐶ℎ

Following Túñez (2016) the inapplicability

̅ℎ + 𝑝𝑏 𝐵̅ℎ + ̅̅̅̅
̅
=𝑀
𝑂𝐹ℎ + 𝑖𝑤 𝑁

of the classical gross substitution axiom in monetary

̅̅̅̅ℎ
+ 𝑖𝑏 𝑝𝑏 𝐵̅ℎ + 𝑖𝑜𝑓 𝑂𝐹

economies leads to a general law of exchange where
economic agents’ budget constraints take into

(2.1)

account the realization problem. Households are

𝑆ℎ = 𝑖𝑤 𝑁 + 𝑖𝑏 𝑝𝑏 𝐵̅ℎ + 𝑖𝑜𝑓 ̅̅̅̅
𝑂𝐹ℎ − 𝐶ℎ

assumed to accumulate their saving into three
different types of assets: Cash Balances (𝑀ℎ ), Own

(2.2)

Funds (𝑂𝐹ℎ ) and Bonds (𝑝𝑏 𝐵ℎ ) and to face a dual

𝐶ℎ = 𝑓𝑐(𝑌, 𝑖𝑏 ,

decision making process. First, they have to decide

𝑝,

𝑖𝑏𝑒 , 𝑝𝑒 ,

𝑀
,…)
𝑝

whether to use their resources for consumption or
(2.3)

saving. Secondly, they decide whether to invest their
̅̅̅̅ℎ = 𝑃𝑅𝑂𝐹 = 𝑖𝑜𝑓 𝑂𝐹
̅̅̅̅ 𝑓
𝑖𝑜𝑓 𝑂𝐹

savings in monetary balances, OF or bonds. Their
decisions will affect the level of interest rate that

= 𝑍̅(𝑤, 𝑝) − 𝑌 𝑢𝑝 − 𝑖𝑤 𝑁 − 𝑖𝑏 𝑝𝑏 𝐵̅ 𝑓

balances the supply and demand for bonds which at
the same time will have an effect over the level of

(2.4)

investment demand, employment, production and

3
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𝑠
𝑝𝑏 𝛥𝐵ℎ = 𝑝𝑏 ̅̅̅̅
𝛥𝐵𝑓 = 𝑝𝑏 𝐵ℎ − 𝑝𝑏 𝐵̅ℎ

= 𝑝𝑏 𝐵ℎ − 𝑝𝑏 𝐵̅

accumulated in cash balances with no further direct
repercussion over the commodity sector.

𝑓

Firms are also assumed to issue property

(2.5)

rights over their OF4 and to demand its productive
̅𝑓 ) and its services (𝑖𝑘 𝐾
̅𝑓 ); equities do not
capital (𝐾

Equation (2.1) is the households’ budget
constraint. Equation (2.2) represents households’

exist in this model.

savings and it is equal to households’ income streams

represented in the following equation.

Firms’ budget constraint is

minus their consumption. Equation (2.3) describes
̅̅̅̅𝑓
𝐼𝑛𝑣 + 𝑌 𝑢𝑠 + 𝑌 𝑢𝑝 + 𝑝𝑏 𝛥𝐵

the consumption function 1 and (2.4) states that

𝑢𝑠

̅𝑓 + 𝑖𝑤 𝑁
+𝐾

households own profits. In this model, the supply of

̅̅̅̅ 𝑓 + 𝑖𝑘 𝐾
̅𝑓
+ 𝑖𝑏 𝑝𝑏 𝐵̅ 𝑓 + 𝑖𝑜𝑓 𝑂𝐹

bonds by firms is uniquely accumulated by

̅𝑓 + 𝑝𝑏 ̅̅̅̅
=𝑀
𝛥𝐵𝑓 + ̅̅̅̅̅̅
𝛥𝑂𝐹𝑓 + 𝑍̅(𝑤, 𝑝)

households as it can be seen in equation (2.5).

̅𝑓 + 𝑖𝑘 𝐾
̅𝑓
+𝐾

Firms are assumed to supply Commodities,

(2.6)

OF and Bonds and to demand employment and
commodities. Firms are also assumed to pay the price

Another requirement is that firms’ balance

of capital services both on OF and on Bonds that

sheet must be balanced; the asset side must match the

have been utilized by them, they are forced to

liability side at the beginning but also at the end of

accumulate unsold commodities (𝑌 𝑢𝑠 ) and to hold on

the period. Furthermore, the increase in the supply of

𝑢𝑠

̅̅̅̅𝑓 )2 . Contrary to the two-agent
unsold bonds (𝛥𝐵

OF will be equal to the final nominal value of OF

bondless model 3 , resources that are not needed in

minus the initial nominal value as in equation (2-7),

form of cash holdings will not be used in demanding

i.e., households are supposed to demand all OF

consumption expenditure but in demanding bonds.

supplied by firms. Part of the aggregate supply
( 𝑍̅(𝑤, 𝑝) ) might remain unsold increasing firms’

Any excess demand for bonds by households will be

inventories which Keynes assumed to be demanded

1

The Consumption function could be expressed, as Keynes
did, without differentiating between wage and profit earners
neither did he include Patinkin’s cash balances effect or any
wealth effects. It could also include intertemporal utility
maximization as in New-Keynesian models. Neither of these
assumptions will change the fact that Walras’ Law does not
always hold and the existence of structural breaks in budget
constraints need to be taken into account to outline the
dynamic behaviour of variables in disequilibrium.

2 In general equilibrium models, it is further assumed that the
price level is totally flexible and that firms will adjust
production according to the level of the demand for their
products and hence (Y us ) would be equal to cero.
3 The model is described in Túñez (2016).
4
This assumption is similar to Morishima’s adjustment of
Walras’ Law.

4
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̅̅̅̅ℎ + 𝛥𝑂𝐹
̅̅̅̅̅̅𝑓
𝑂𝐹ℎ = 𝑂𝐹

by firms and hence they will not alter market
clearance in the commodity market5. For Keynes, an

(2.7)

increase in inventories will increase aggregate
income. In a figurative sense, the firm acts like a

𝑠

𝑝𝑏 ̅̅̅
𝛥𝐵𝑓 = 𝑝𝑏 ̅̅̅
𝛥𝐵𝑓 + 𝑝𝑏 ̅̅̅
𝛥𝐵𝑓

buyer of last resort for the remaining unsold

𝑢𝑠

products, eliminating any discrepancy between

(2.8)

production and income by creating savings that
𝑠

̅ ℎ = 𝑝𝑏 𝐵ℎ − 𝑝𝑏 𝐵̅
𝑝𝑏 ̅̅̅
𝛥𝐵𝑓 = 𝑝𝑏 𝛥𝐵ℎ = 𝑝𝑏 𝐵ℎ − 𝑝𝑏 𝐵

match the new inventory investment. Yet, part of the

𝑓

(𝑍̅(𝑤, 𝑝)) might not be produced by firms (𝑌 𝑢𝑝 ) if
(2.9)

demand is lower at those expected prices and
nominal wages. Hence, firms might not be producing

𝑌 = 𝐶ℎ + (𝐼𝑛𝑣 + 𝑌 𝑢𝑠 )

at profit maximisation prices which will trigger a
price and future expectations revision. Hayes (2010,

(2.10)

2013) asserts that 𝑍̅(𝑤, 𝑝) is always equal to
From substituting equations, we get the following:

aggregate demand “It should now be clear that there
can be no disequilibrium in the goods market in

̅̅̅̅̅̅𝑓
𝑝𝑏 𝛥𝐵 𝑓 = 𝐼𝑛𝑣 + 𝑌 𝑢𝑠 − 𝛥𝑂𝐹

Keynes’ system” Hayes (2010: p. 817). However, in

(2.11)

a recent paper, Túñez (2015) have criticised this
equilibrium assumption alien to Keynes’ GT and

𝑀ℎ𝑑 = 𝑀ℎ𝑑 (𝑌, 𝑖𝑏 ,

shown that disequilibrium in the commodity market

𝑝,

𝑖𝑏𝑒 , 𝑝𝑒 ,

𝑀
,…)
𝑝

might exist.
(2.12)
Additionally, part of the supply of bonds
∑ 𝑆 − ∑ 𝐷 = ∑ 𝐸𝑆

could remain unsold as in equation (2.8). Equation
(2.9) explains that the nominal amount of bonds that

(2.13)

have been sold will be equal to the households’ total
demand for bonds minus the initial amount of bonds

Equation (2.11) only stresses the fact that the

holdings by households if households are not

volume of realized investment in both fixed capital

constraint in the bond market.

(𝐼𝑛𝑣) and inventories (𝑌 𝑢𝑠 ) must be financed either

5

Wicksell might have also assumed that inventories
presuppose a saving activity “…then the formation of capital
(a saving activity) which constantly is in process…” Wicksell

(1898: p. 230). Therefore, it will be assumed that inventories
are not the cause of a possible mismatch between savings and
investment ex-ante.

5
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by the supply of OF or Bonds. An increase in unsold

Walras’ Law does not hold as demand fails to appear

products creates an increase in both inventories and

somewhere else in the system6.

own funds ( ̅̅̅̅̅̅
𝛥𝑂𝐹𝑓 ). Hence, although inventories
finance itself by raising firms’ profits, fixed capital
has to be financed by the remaining own funds or
bonds. Therefore, the supply of bonds by firms will
have to be allocated to that part of investment that
has not been financed by internal funds. In
equilibrium households will hold their desired cash

Table 2.1: NCDF: The GLE Matrix

balances as in (2.12) which can also be subject to
intertemporal maximization rules. A change of

Hence, equation (2.13), portrayed in Table

current interest rate and consumer prices in relation

2.1, represents the General Law of Exchange (GLE)

to expected future prices will trigger substitution

where commodities have to be exchanged for money

effects which depend on the elasticity of price

and therefore would remain unsold if there is no

expectations.

monetary transformation of commodity value.
Therefore, Hicks’ methodological procedure did not

The equilibrium interest rate can now be

allow him to take into account the structural breaks

calculated by solving the above system of equations

in household’s and firm’s budget constraints that

(2.1/12). We could also rearrange and condense

correspond to the realization problem associated with

those equations into (2.13). This equation tells us that

the violation of the Classical Gross Substitution

the value of supplies ( ∑ 𝑆) minus the value of

Axiom. In the next sections, it will be explained how

demands ( ∑ 𝐷 ) is equal to the summation of all

the different market constraints lead to structural

excess supplies ( ∑ 𝐸𝑆 ). When there is no unsold

breaks

excess product the equation is equivalent to Walrus’

behavioural hypothesis in disequilibrium.

in

markets’,

individuals’

and

firms’

Law as the value of excess demand is equal to zero
Excess Supply of Bonds: Loanable Funds Theory

which brought Hicks (1939) to disregard one of the
equilibrium equations in his IS-LM model by getting

“If an authoritarian government fixes a rate of

rid of the bond market-clearing equation. However,

interest which is much lower than the rate which

as we shall see in the next section, in disequilibrium

would prevail in a free market, then during any
period saving and new investment ex-post are

6

See Clower (1969).

6
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nevertheless equal, but the quantity of credit

are holding the cash balances that they require.

offered is found to have been smaller than the

However, investment is restricted in the bond market

quantity demanded” Ohlin (1937: p. 424).

by a lack of households’ savings, i.e., a decrease in
interest rates would not bring a higher level of

At a lower than equilibrium interest rate,

investment. On the contrary, a decrease in interest

individuals will keep a higher proportion of money

rates would only decrease the households’ savings

in cash balances, decreasing their demand for bonds

going into the bond market and hence available to

and firms will increase their supply of bonds as new

finance investment demand. Investment is then

investment opportunities will be profitable at the new

constrained by the existence of ex-ante savings as

lower rate. An excess supply of bonds would imply

claimed by LFT. As long as there is an excess supply

that firms’ investment plans are not being realized.

in the bond market, any unwanted cash balances will

Although, ceteris paribus, at any level of Investment

go into the bond market increasing the volume of

demand there would always be a level of supply of

investment demand that can be financed by available

bonds to finance that level of capital accumulation,

savings. The increase in financeable investment

this level of investment will not be financed as the

demand will increase production and employment

required volume of bonds cannot be sold. Hence the

until the demand for money has absorbed entirely the

volume of investment that can be financed is

current supply of money, point at which no more

determined by the following equation7:

money balances will be going into the bond market.

̅̅̅̅̅̅𝑓 − 𝑌 𝑢𝑠 )
𝐼𝑛𝑣 = (𝑝𝑏 𝐵ℎ − 𝑝𝑏 𝐵̅ℎ ) + (𝛥𝑂𝐹

The striking feature of the model is that even
when the bond market does not clear, by solving the

(3.1)

system of equations now including the financial
Investment is then restricted in the financial

constraint, we can see that once production has

sector by household’s demand for bonds. Hence,

adjusted to the aggregate demand for any given

output and employment would be lower than the

interest rate, nominal wage and long term

equilibrium levels. At this level of investment,

expectations,

households are not constraint in the bond market as

independently of excess supplies in the bond,

the supply of bonds is higher than the demand, i.e.,

commodity or labour market, for any interest rate

there is no excess in the money market as households

lower than (ie) in Figure 3.1. Hence, there is no

7

inventories due to increased levels of investment demand.
During this process the budget constraint should also reflect
the lower level of income.

It has been assumed that there is no depreciation to avoid
unnecessary complications.
8
There will also be a temporary excess supply of money until
firms adapt their production level to faster replenishment of

the

money

market

clears

8
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In Ohlin’s terminology Equation (3.3)

excess demand or supply of money as shown in
Equation (3.2).

implies the equality of ex-ante savings (𝑆ℎ ) and exante total investment (𝐼𝑛𝑣𝑑 + 𝑌 𝑢𝑠 ). These two ex-

𝐸𝐷𝑀 = 0

ante amounts need not be equal as we could see in
Figure 3-1 although ex-post investment (𝐼𝑛𝑣 + 𝑌 𝑢𝑠 )

(3.2)

is equal to ex-post savings. Ohlin felt that Keynes did

Furthermore, we can always find a range of

not understand his point. “Mr. Keynes interprets my

nominal wages and prices for which the summation

ex-ante analysis of the market for credit, i.e. claims,

of excess demands will not be equal to cero, i.e.,

as if it had been ex-post, and then finds that my ex-

Walras’ Law does not hold out of equilibrium

ante analysis has disappeared.” Ohlin (1937: p. 424).

situations. Yet, as the equilibrium condition in the

However, Keynes assumes that ex-ante investment

money market does not interfere in the determination

will be always financed and although ex-ante and ex-

of nominal wages, prices, employment or output, the

post investment may vary, ex-post savings increase

equilibrium interest rate has to be determined in the

by the same amount as ex-post investment and there

bond market. Interest rates would move upwards till

is not any forced or un-genuine savings “Thus the

the bond market clears. This result is contradictory to

old-fashioned view that saving always involves

the liquidity preference theory as interest rates would

investment, though incomplete and misleading, is

not be determined in the money market. In fact, it

formally sounder than the new-fangled view that

resembles the LFT as it emphasizes the limitation

there can be saving without investment or investment

that ex-ante savings exert on realized investment.

without 'genuine' saving.” Keynes (1936: p. 60).

Furthermore, given the assumption made, the interest
rate that will allow firms to finance all the desired9

However, Keynes relied on a money creating

investment demand (𝐼𝑛𝑣𝑑 ) can be calculated with

banking system to explain why correspondently there

equation (3-3).

is no such a financial constraint10 although that was
not explicitly explained in the GT. Possibly that is the

𝑆ℎ = 𝐼𝑛𝑣𝑑 + 𝑌 𝑢𝑠

reason why Minsky believed that the GT lacked a
theory of finance that would explain how investment

(3.3)

projects are financed. Although sharing this
emphasis on the banking structure with Wicksell’s

9

10

The desired investment demand could be a function of profit
rate and interest rates but also expectations about future
income streams.

The introduction of a money creating banking system which
it will be analysed in forthcoming papers, although relevant in
the LFT vs LPT debate, is unnecessary to exhibit the invalidity
of Walras’ Law thesis.

8
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LFT, Keynes did not tie his theory to a normal rate

“determined by the current level of the natural capital

of interest governed by the equality of savings and

rate, and rises and falls with it” Wicksell (1898:

investment since for Keynes interest is only a purely

p.120). However, the employment level and output

monetary phenomenon whilst for Wicksell it is

might not be constant along the saving and

related to real factors. "Beside the somewhat too

investment curves. Hence, the interest rate cannot be

vague and abstract concept natural rate of interest I

“determined exogenously to the income generation

have defined the more concrete concept normal rate

process” as in Pasinetti (1974: p. 47) but it would be

of interest, i.e. the rate at which the demand for new

the result itself of that process12.

capital is exactly covered by simultaneous savings”

We can see in Equation (3.3) that its solution

Wicksell (1898: p. xiii). According to Wicksell,

is different from the general equilibrium natural

savings and investment, far from being analysed in a

rate 13 and it renders the same interest rate as the

partial equilibrium model, are the result of the

solution to the system of equations from (2.1) to

interaction of all markets and individuals in the

(2.12). Hence, it supports the classical view of the

system. “We have been making the implicit

non-monetary nature of interest rates and, opposed to

assumption that the relative values of commodities in

Keynes’ LPT, they are not determined in the money

exchange remain unaltered. But they are, of course,

market.

affected by the change in the conditions of
production, and they in their turn exert an influence
on the conditions of production. The only scientific
method of dealing with the problem consists in
paying simultaneous regard to all these factors...”
Wicksell (1898: p. 132). For him the natural rate was
reached at full employment, as only then the relative

Figure 3.1: The Loanable Funds Theory of

values of commodities would be stable. Hence,

interest rates

nominal wages and prices are assumed to adjust to

As it can be seen in Figure (3.1), the profit

their full employment general equilibrium level11. He

rate 14 along the Y(Inv) curve increases as market

also asserted that the normal rate of interest is
11

13

However, as we will see below, at disequilibrium interest
rates, this tendency might not exist.
12
Keynes pointed out that there will be a natural level of interest
for each level of employment “I had, however, overlooked the
fact that in any given society there is, on this definition, a
different natural rate of interest for each hypothetical level of
employment” Keynes (1936: p. 152).

And then different from the Classical natural rate where full
employment is guaranteed.
14
For Wicksell the natural rate, i.e., the marginal productivity
of capital is exogenously determined. That was already
criticised by Myrdal and Lindahl. A decrease in markets rates
trigger a decrease on the natural rate that might offset the
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interest rates soars to the equilibrium rate because of

the money market without reaching the desired level

increased savings on output and profit, i.e., market

of investment (𝐼𝑛𝑣𝑑 ) or clearing the bond market.

interest and profit rates move pro-cyclically 15 as

Borrowing has the following effects on firms

Wicksell suggested. Also in Figure (3.1) we can see

and households when it is used to purchase

that for lower than equilibrium interest rates (ie),

investment goods. First, it creates a debt equal to the

production and prices will move in the same

increase in assets for the firm that purchased the

direction as interest rates and exactly in the specific

investment good. Secondly, it creates an asset for the

proportion to shift the demand for money curve

household equal to the decrease in its money

downwards to match the supply of money. This

holdings. Third, the amount of credit given increases

positive relationship between the price level and

the profits and cash holdings of the company that

market interest rates which Keynes called the
Gibson’s Paradox

16

sold the investment good, increasing the volume of

was already explained by

OF. These effects offset each other. Forth, the new

Wicksell as the effect of too sluggish dynamic

OF increases the value of the total assets owned by

adjustment of interest rates to the natural rate. As

households without any entry in their liability side17.

market rates are lower than the natural rate higher

Furthermore, an increase in the money

investment demand causes prices and interest rates to

supply18, ceteris paribus, by increasing excess supply

rise towards the equilibrium level.

of money for any given interest rate, will also have a

An increase in the market rate from (i1) to (ie)

positive effect on production by increasing the

creates an excess supply of money (M0 - M2) for that

amount of credit available to finance investment

volume of output (Y1) which will be put into the

projects. Hence, for any interest rate the savings

credit market, increasing the volume of saving and

curve will shift rightwards as households’ initial

further available credit, until output has reached the

holdings of cash balances increases. Within this

level that clears the money market. Credit is then

disequilibrium framework caused by too low market

creating savings and investment for which no ex-ante

rates, an increase in the money supply from (M0) to

savings existed. However, at interest rates lower than

(M1) as in Figure (3.1) can always push the level of

(ie) there will always be a level of output that clears

employment and price level towards the equilibrium

“One of the most completely establish empirical facts in the
whole field of quantitative economics” Keynes (1930: p. 198)
17
Credit is therefore creating an increase in the volume of net
assets in the system. Although, It might also create inflation,
reducing the real value of net assets.
18
The initial households’ holdings of cash balances.
16

positive influence on prices due to the natural rate being higher
than market rates.
15 The profit and interest rates do not move synchronically for
higher than equilibrium interest rates as we will see in the next
section.
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level. Even without wealth effects money will still be

demands might not be transmitted to the commodity

no neutral. Inflation, which will be correlated to the

market because firms are restricted in the bond

increase in the money supply, could therefore be

market, i.e., the commodity market might remain in

understood as “always and everywhere a monetary

equilibrium even when there is an unsatisfied

phenomenon

potential demand for investment as it is transmitted

(Friedman

1970:

p.

11).”

Correspondingly, a decrease in the money supply

to sellers.

will push households’ savings backwards creating

(𝐼𝑛𝑣𝑑 − 𝑆ℎ ) = (𝑝𝑏 ̅̅̅̅
𝛥𝐵𝑓 − 𝑝𝑏 𝛥𝐵ℎ ) = 𝐸𝑆𝐵

deflation and unemployment along with a lack of

= 𝑝𝑏 ̅̅̅̅
𝛥𝐵𝑓

investment. Yet, a sufficient increase in the supply of

𝑢𝑠

money, the bond and money market might reach
(3.4)

equilibrium at the unchanged low market rates.

∑ 𝑆 − ∑ 𝐷 = ∑ 𝐸𝑆 = 𝑖𝑤 𝑁𝑖𝑢𝑠 + 𝑌 𝑢𝑝 + 𝐸𝑆𝐵

The relationship between production and
interest rates ( Y(Inv)) for lower than equilibrium
interest rates is determined by Equation (3.1) and the

(3.5)

equation of aggregate demand (2.10) and it can be
seen in the right graph of Figure 3-1. This curve

In any case, even though the excess demand

represents the combinations of income and interest

for money is zero, the demand for labour, bonds and

rates that will be compatible with equilibrium in the

commodities might not necessarily be equal to their

money market. However, ( Y(Inv)) cannot be

supply20, as we can see in (3-5). Hence, Walras’ Law

confused with an LM curve as the latter does not

would not hold, except for a limited set of

include values of savings compatible with aggregate

parameters, which it is also the case when there is

demand at a given nominal wage and expected prices

excess demand for bonds as we shall see in the next

and the former does.

section.

The excess of desired investment over

Excess Demand for Bonds

savings represents an excess of potential demand in
the commodity market and is equal to the excess of

“But if aggregate savings is necessarily and in

supply in the bond market as in (3-4). Yet, Clower

all circumstances exactly equal to aggregate

and Leijonvufdud 19 have pointed out that notional
19

20

Clower (1969) and Leijonvufdud (1968) stressed that
restricted demands might fail to be transmitted to other market.
They argued that this type of coordination problem makes
Walras’ Law irrelevant.

The existence of disequilibrium in the labour market has not
always been acknowledged in the general equilibrium literature.
See for example Klein (1950), Patinkin (1965) or Harris (1981).
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investment…the rate of interest to preserve

Therefore, firms’ financial constraint equation

equilibrium not between the demand and the

gives rise to the determination of the required supply

supply of new capital goods, but between the

of bonds to finance the desired investment demand

demand and the supply of money” Keynes

as in Equation (2.11) instead of leading to the

(1936: p. 10).

determination of the financeable investment demand
as in the case with excess supply of bonds in

In the previous section, we have seen that the

Equation (3.1).

consequence of a lower than equilibrium interest rate
𝑀ℎ𝑑 + 𝑝𝑏 𝛥𝐵𝑑ℎ + 𝑖𝑤 𝑁𝑖 + 𝑂𝐹ℎ + 𝐶ℎ

is the appearance of excess supply of bonds. When
higher interest rates prevail in the market,

̅ℎ + ̅̅̅̅
̅ + 𝑖𝑏 𝑝𝑏 𝐵̅ℎ
=𝑀
𝑂𝐹ℎ + 𝑖𝑤 𝑁

households’ demand for bonds are constrained due to

+ 𝑖𝑜𝑓 ̅̅̅̅
𝑂𝐹ℎ

an insufficient supply of bonds. Therefore, the
(4.1)

unsatisfied demand for bonds will result in an
undesired accumulation of idle monetary balances.

̅ℎ ) + (𝑂𝐹ℎ − ̅̅̅̅
𝑆ℎ = (𝑀ℎ − 𝑀
𝑂𝐹ℎ ) + 𝑝𝑏 ̅̅̅̅
𝛥𝐵 𝑓

In this case, the excess supply of fiduciary media will
be matched for the excess demand for bonds and the
demand for investment goods is not limited in the

(4.2)

bond market. Firms are investing their optimal
amount so there is not a mismatch between savings
𝑀ℎ 𝑖𝑑𝑙𝑒 = 𝑀ℎ − 𝑀ℎ𝑑 = 𝐸𝑆𝑀

and desired investment so interest rates cannot be the
variable bringing them together as Keynes stated.

(4.3)

This is also independent to the interest rate elasticity
of both investment and savings contrary to Klein’s

𝑝𝑏 (𝛥𝐵𝑑ℎ − ̅̅̅̅
𝛥𝐵 𝑓 ) = 𝐸𝐷𝐵

claim. In this sense, the inconsistency between
savings and investment does not emerge from the

(4.4)

impossibility of decreasing the interest rate below a
minimum rate as Tobin and Hicks suggested, as
Equation

disequilibrium between savings and investment only

(4.1)

determines

households’

occurs for lower than equilibrium interest rates in

desired net increase of bonds (𝑝𝑏 𝛥𝐵𝑑ℎ ). Savings

which case only increases in market rates will push

will be determined by the supply of bonds as in (4.2).

the system towards equilibrium.

However, as households are constrained by the
available supply of bonds, idle cash balances will be
12
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accumulated by households as determined by (4.3)
where (𝑀ℎ ) is total cash balances and (𝑀ℎ𝑑 ) is desired
cash balances which is supposed to be determined by
the liquidity preference of households. And by
simplifying the system of equations we get to the
following equality:

Figure 4.1: The Liquidity Preference Theory of
interest rates

𝐸𝐷𝑀 + 𝐸𝐷𝐵 = 0

As we can see in Figure 4.1, at (ie ) the money

(4.5)

and the bond market remain in equilibrium.

We can use now Equation (4.3) which leads

However, this solution can be reached without any

us to the money market equilibrium curve, to

reference to full employment conditions as in the

calculate the equilibrium interest rate. This interest

classical LFT approach to monetary theory. In

rate is equal to the solution of Equation (3.3) and also

Wicksell’s LFT the nominal wage and prices have to

equal to the equilibrium interest rate calculated from

continuously swing until the normal rate reaches its

equations (2.1) to (2.11).

full employment position whilst for Keynes there
would be a “different natural rate of interest for each
hypothetical level of employment” Keynes (1936: p.

∑ 𝐸𝑆 = 𝑖𝑤 𝑁𝑖𝑢𝑠 + 𝑌 𝑢𝑝

152). Keynes’s ground breaking departure from the
classical general equilibrium benchmark allowed

(4.6)

him to analyse the conditions of less than full
The summation of excess supplies is equal, as

employment equilibrium in situations where Walras’

in the previous scenario, to the value of total wages

Law

that have not been given to the involuntary

Unemployment Equilibrium is a coherent theoretical

unemployed plus the value of commodities that firms

possibility. Contrary to the LFT, in this type of

have not been able to circulate in the commodity

disequilibrium, individuals’ undesired cash holdings

market. There might be a set of prices and nominal

and

wages that clear both markets. Yet, in disequilibrium

consequence of too high interest rates.

does

lower

not

hold,

employment

i.e.,

situations

might

be

a

where

direct

the total value of excess supplies might not be zero.
Keynes’s argument shows that at (i1) the
volume of investment demand is equal to the amount
of

individuals

‘savings

and

therefore

the

disequilibrium will not be apparent as an (I-S)
13
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discoordination of financial resources and rather as

Although, the existence of this type of

an excess in the money market and therefore it

disequilibrium characterised by too high interest

reveals the monetary nature of interest rates at (i1).

rates in the bond market can explain Keynes’

Furthermore, if because it is fixed, near to zero or for

argument about the equality of ex-ante and ex-post

whatever other reason, this level of market rates (i1)

savings and investment, as it has been pointed out

cannot be decreased, this type of disequilibrium

above, Keynes relied on the banking system to

would be dissipated if the money authorities decrease

explain this equality and how investment is financed.

the supply of money to (M1) as in Figure (4.1). At the

“…the creation of credit by the banking system

same time, if market rates cannot be pushed down,

allows investment to take place to which “no genuine

any increase in the money supply will be reflected as

saving” corresponds…” Keynes (1936: p. 59).

an increase in individuals’ money holdings instead

However, as we have seen, at lower than equilibrium

and will have no effect on income or employment,

rates the credit-led growth in savings stops short of

i.e., a liquidity trap as expansionary monetary policy

the desired investment demand. On the other hand,

will be ineffective to bring about higher growth.

Keynes might have had in mind a modern banking

However, the existence of a real balance effect on

system where asset and liability management

commodity markets will shift the equilibrium curves

constantly allows its volume of reserves to provide

rightwards21. The liquidity trap could be due to an

the financing of all desired investment at any given

increase in the perceived uncertainty about firms’

interest rate or an accommodative Central Bank that

future profits which will trigger investment decisions

constantly satisfies reserves demand.

to be postponed creating an excess supply of money.
However, Keynes himself conceded that he

At the same time, this excess supply of money could

overlooked how investment is financed in his GT “I

be absorbed by an increase in households’ liquidity

should not have previously overlooked this point,

preference for any level of income. In this situation,

since it is the coping-stone of the liquidity theory of

a not sufficiently big increase in the inducement to

the rate of interest. I allowed, it is true, for the effect

invest will not influence the interest rate but only

of an increase in actual activity on the demand for

employment as Keynes stated and contrary to

money. But I did not allow for the effect of an

Robertson’s assessment it might occur even if the

increase in planned activity, which is superimposed

liquidity schedule proper is not perfectly elastic.

A Real Balance effect would exist if individuals’ utility
takes into account real balances. Contrary to Hicks’ original
21

assessment the real balance effect does affect both IS and LM
curves.
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on the former, and may sometimes be the more

equilibrium curve ( 𝑁1𝑑 ) passes through the new

important of the two...” Keynes (1937: p. 667).

equilibrium in the commodity market at (w0) and (i2),
i.e., point E.

Equilibrium
A decrease in nominal wages that might be
The equilibrium position at H, L and K in

the result of the excess supply in the labour market

Figure 5.1 represents Keynes’ Unemployment

will push employment and prices downwards

Equilibrium point where all except the labour market

alongside the demand for labour function ( 𝑁1𝑑 ).

might remain in a state of equilibrium22.

However, this lower employment function does not
correspond with any point situated alongside the

From equilibrium, a temporary increase in

curve M-B that represents the equilibrium in both

market interest rates from (ie) to (i2) will shift (AD0)

money and bond market for each value of nominal

to (AD1) moving the employment level from (N0) to

wages.

(N1), shifting K to Q and creating excess supply of
commodities from A to H. At this volume of
temporary employment (N1) and price level (p0), any
decrease in market rates would push the output level
alongside the curve passing through J. Nevertheless,
the excess supply in the commodity market sets off
deflationary pressures that will pull supply and
demand schedules until they are both equal at the
new commodity market equilibrium.

Hence, as

expected and current prices shift towards the
Figure 5.1

equilibrium price level at that level of nominal wages
(w0) and market rates (i2), the relationship between
market rates and output also shifts downwards until
it passes through D. The new commodity market
22

See Túñez (2015).
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equilibrium position cannot be guaranteed by

Conclusion

principle.
This paper has used a NCDF to demonstrate
that in a monetary economy with bonds Walras’ Law
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his Financial Instability Hypothesis and rejects

Abstract
The focus of the financial instability
hypothesis of Hyman Minsky (1992) is on an
accumulating capitalist economy that moves
through real calendar time. A couple of years ago,
the author developed an economic modeling, called
dynamic analysis, to study this accumulation
process by means of computer simulations (Kremer,
2008, 2013).
For the special case of constant parameters,
which is presented in this paper, we give closed
formulas for the wealth and other macroeconomic
quantities of both the total economy and individual
household groups as functions of time. In this case
of a so-called constant parameter economy we
analyze mathematically, under which conditions an
economy eventually becomes polarized, i.e., when
the distribution of wealth turns out to become
extremely unequal. It will be shown that
polarization can be avoided only if either capital
income is bounded, which translates to 𝑟 = 0 in the
constant parameter model we discuss here, or if
there is eternal economic growth above the capital
income rate, and this translates to 𝑦 > 𝑟. But in the
latter case additional requirements have to be
fulfilled to prevent the economy from becoming
polarized.
The results are in accordance with the
research findings of Thomas Piketty (2014, 2015)
and the model presented substantiates Minsky’s
instability hypothesis as well as serving as a
theoretical basis for an explanation of Piketty’s
empirical results.
Keywords: Financial Instability Hypothesis,

explicitly neoclassical economics:
These historical episodes are evidence
supporting the view that the economy does not
always conform to the classic precepts of Smith and
Walras: they implied that the economy can best be
understood by assuming that it is constantly an
equilibrium seeking and sustaining system (Minsky,
1992).
Minsky’s theory relies on Keynes’s General
Theory as well as on the credit view of money and
finance proposed by Joseph Schumpeter. Minsky
explicates:
The theoretical argument of the financial
instability hypothesis starts from the characterization
of the economy as a capitalist economy with
expensive capital assets and a complex, sophisticated
financial system. The economic problem is identified
following Keynes as the “capital development of the
economy,” rather than the Knightian “allocation of
given resources among alternative employments.”
The focus is on an accumulating capitalist economy
that moves through real calendar time (Minsky,

Polarization, Thomas Piketty.

1992).
JEL: B12, B15, B16
In contrast to neoclassical economics,
Minsky identifies financial markets as institutions
exercising great impact on the development of
18
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economies. But, in an amendment to Keynes and

Minsky did not formulate his hypothesis as a

Minsky, in recent times it has become more and more

mathematical model. This was worked out by Steve

evident that not only “In a more complex (though

Keen:

still highly abstract) structure, aggregate profits

Minsky’s

equal aggregate investment plus the government
deficit

(ibid)”,

but

that

in

our

own

attempts

to

devise

a

mathematical model of his hypothesis were

economies

unsuccessful, arguably because the foundation he

approximately all existing money is created by

used – the multiplier-accelerator model – was itself

credit. Central banks or governments do not provide

flawed (Keen, 2000, pp.84– 89). Keen (1995) instead

money as supply for the economies, but commercial

used Goodwin’ s growth cycle model (Goodwin,

banks create money as entries in their balance sheets

1967), which generates a trade cycle with growth out

via credit contracts. Therefore, interest has to be paid

of a simple deterministic structural model of the

to commercial banks for nearly all existing money

economy (Keen, 2011).

circulating in the economies. For a clear explanation
of the structure of our monetary systems and for

Keen developed for the first time an

suggestions of how they might be reformed (see

economic model (see Keen, 2010, 2012) that showed

Jackson and Dryson, 2012; Ryan-Collins et al.,

a debt-induced breakdown of the model economy as

2012).

one of its possible states.
In the present paper, “the focus is on an

Minsky presents key aspects of his Financial

accumulating capitalist economy that moves through

Instability Hypothesis as follows:

real calendar time.”

Three distinct income-debt relations for

It seems obvious that

concentration of wealth combined with a – natural –

economic units, which are labeled as hedge,

decrease of economic growth increases the danger of

speculative, and Ponzi finance, can be identified. ...

speculative and Ponzi finance.

In contrast, the greater the weight of speculative and

The concentration of capital is empirically

Ponzi finance, the greater the likelihood that the
economy is a deviation amplifying system. ... In

well

verified

and

was

particular, over a protracted period of good times,

investigated and amply documented by Thomas

capitalist economies tend to move from a financial

Piketty in his Capital in the Twenty-First Century.

structure dominated by hedge finance units to a

We will study the fundamental self-sustaining

structure in which there is large weight to units

disequilibrating

engaged in speculative and Ponzi finance (Minsky,

accumulation of capital eventually possessed by a

processes

recently

that

thoroughly

lead

to

the

1992).
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wealthy minority that becomes powerful enough to

If 𝑆 is positive, then 𝑉 is increased by the

drive the economy into one of its breakdown states.

aggregated amount of savings. If 𝑆 were negative,
however, then the saved wealth 𝑉 of the households

The Cycle Model

would decrease by 𝑆 . Even if 𝑆 is positive, some

In this section we present the cycle model

households

may

have

negative

savings,

from which dynamic analysis is derived. In Figure 1

corresponding to a reduction of their wealth or to a

the nodes households and firms represent the

loan.

corresponding economic agents. We analyze the
The Firms

flows in and out of each node, equate them, and

Income of firms consists of sales revenues 𝑃

obtain accounting equations that constitute the

and of loans 𝐼 that have been taken out.

cornerstones of the model.

Expenditures are comprised of wages 𝑊 and some
part of the financing costs 𝑅 𝐹 . With 𝑅 𝐹 we denote
that share of the financing costs that the banks hand
over to their depositors. The remaining difference is
part of the revenues of the banks and is therefore an
integral part of aggregated income 𝑊. Thus we
have
𝑃 + 𝐼 = 𝑊 + 𝑅𝐹 .

Figure 1: Economic cycle

(2.2)

The Households
Macroeconomics Relationship Between

Households have two sources of income,
wages 𝑊 and interest income 𝑅 𝐻 . 𝑊 originates

Households and Firms

from labor and is therefore also called labor income.

From the economic cycle we read off:

𝐻

In contrast, 𝑅 is capital income and stems from the
ownership of wealth 𝑉 . Income 𝑊 + 𝑅
households

is

divided

between

𝐻

𝑃 = 𝐶,

of the

(2.3)

consumption
the sales revenues of the firms correspond to the

expenditures 𝐶 and savings 𝑆, thus

consumption expenditures of the households.

𝑊 + 𝑅 𝐻 = 𝐶 + 𝑆.
(2.1)

In our financial systems, increase of
aggregated balances is realized via credit expansion,
20
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and every decrease of aggregated balances is realized

may be interpreted as labor income of the banks and

by amortization or write-off. This translates to:

is thus part of 𝑊. 𝑅 𝐻 and 𝑅 𝐹 coincide by definition

𝑆 = 𝐼.

and are thus abbreviated by the common symbol 𝑅.
(2.4)

From (2.1), (2.2), (2.3), (2.4) and (2.5) we obtain
𝑊
∥
𝑊

Equation (2.4) states that every change of
aggregated monetary wealth by an amount 𝑆 is

+
+

𝑅𝐻
∥
𝑅𝐹

=
=

𝐶
∥
𝑃

+
+

𝑆
∥
𝐼
(2.6)

mirrored by the same quantity 𝐼 of aggregated debt.
In

particular

aggregated

monetary

wealth

Now, gross domestic product (gdp) 𝑌 is defined as

corresponds to aggregated debt 𝐵 in the economy.

𝑌 = 𝑊 + 𝑅 = 𝑃 + 𝐼 = 𝐶 + 𝑆.
(2.7)

Thus, if savings 𝑆 occurs in the economy,
then some part of the wages paid by the firms is not

This quantity may optionally be interpreted as the

used for consumption 𝐶 , and the firms have a

sum of all expenditures of the firms 𝑊 + 𝑅, as the

demand for credit 𝐼 to the amount of savings 𝑆 .

sum of all revenues by the firms 𝑃 + 𝐼, as the sum of

Alternatively, investments might be undertaken in

all revenues of the households 𝑊 + 𝑅 or as the sum

the economy. In this case firms take out loans 𝐼, and

of all expenditures of the households 𝐶 + 𝑆 .

the corresponding deposits 𝑆 will be transferred to

Economic growth is defined as growth of gross

the accounts of the borrowers – and hereafter to other
accounts of members of the economy.

domestic product 𝑌.

23

In particular, the representation :
Further, we have:
𝐻

𝑌 =𝑊+𝑅

𝐹

𝑅 = 𝑅 =: 𝑅.

(2.8)
(2.5)
is instructive. Assume there is no economic growth,

𝐹

The amount 𝑅 is the fraction of the financing costs

but interest revenues rise due to compound interest

that is handed over to the depositors as interest

effects. In this case aggregated labor income is

revenues 𝑅 𝐻 . (2.5) does not imply that interest rates

forced to decrease, and an increasingly larger

for credits and savings coincide. The remaining

fraction of gross domestic product will be distributed

fraction of the financing costs paid by the borrowers

among the capital owners of the economy. But if it is

23

The rule savings = investments that is found in economic
textbooks does not represent what we denote by S = I. By
mistake, in the standard literature it is frequently assumed that
we have a monetary supply system and that the savings of the

depositors are lent out to borrowers, thereby realizing S = I. But
this is not true for our monetary credit systems (see Kremer
2013, 2016).
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possible to generate sufficient economic growth,

private banks, and the central bank is only needed for

then labor wages 𝑊 may grow or at least remain

providing the economy with state-approved vouchers

stable, even if interest revenues 𝑅 increase. Thus, the

that commercial banks borrow from the central bank

need to limit the fraction of interest revenues in gdp

to the extent that is needed for day-to-day business.

forces the economy to grow.

Because money is created via credit, private banks
earn interest income for each voucher circulating in

The Influence of the Monetary System on the

the economy.

Model
•In a positive money system, the two
Bank notes, coins and the balances on current

previous systems are combined. The system might

accounts are vouchers. Monetary systems are

consist of a base supply system that is controlled by

voucher systems. The advantage of voucher systems

a

is that the exchange of goods and services is

governmental

but

hopefully

independent

institution. The author proposes the combination of

decoupled and simplified. A consequence of a

this supply system with a monetary credit system. If

voucher is that it usually has no intrinsic value; a

a borrower takes out a loan from a commercial bank,

voucher is worth what you can buy for it. Vouchers

it is suggested that this bank is obligated to borrow

do not even need to be composed of matter, numbers

the credit amount completely from the central bank

on current accounts or on cash cards suffice.

and hand it over to the borrower. In the course of
redemption, the money flows back to the central

There are several conceivable voucher

bank. Commercial banks should be allowed to

systems:

charge service revenues and risk premiums, but there

• In monetary supply systems, vouchers

is no need for the payment of interest. The amount of

are provided by governmental institutions such as

credit could be controlled by the central bank via

central banks. Here the aggregated money supply is

specification

controlled by the issuing institution and banks are

of

amortization

amounts

and

redemption times.

intermediaries that collect savings amounts from the

The economic cycle represented in Figure 1

depositors and lend vouchers to borrowers. The
borrowers are obligated to pay interest to the

shows that, in the aggregate, the firms provide the

depositors who make savings amounts available.

supply of money 𝐼 and that this money is distributed
as deposits 𝑆 among the households.

• In a monetary credit system, vouchers are
created by credit and destroyed by amortization. In a

The flows in the economic cycle occur

monetary credit system, vouchers may be created by

periodically each year. Therefore we will label each
22
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quantity with a lower time index. If we denote

0 for all 𝑖 is possible. Since money is solely created

aggregated monetary wealth at the beginning of

by credit, the aggregated amount of money is

some initial year 0 with 𝑉0, then aggregated wealth

mirrored by the aggregated amount of debt, and total

at the end of year 𝑡 is

debt is subject to interest payments.
𝑡

• In a positive money system a credit

𝑉𝑡 = 𝑉0 + 𝑆1 + ⋯ + 𝑆𝑡 = 𝑉0 + ∑ 𝑆𝑖 .
𝑖=1

system is superimposed on a supply system. In the
version we suggest here, credits are provided by

Aggregated monetary wealth 𝑉𝑡 may be interpreted

commercial banks, but commercial banks are

as sum of the deposit accounts of all households in

obligated to borrow each credit amount completely

the economy plus cash. The node financial markets

from the central bank, so that credits do not require

allows for changes of 𝑌; thus, this node may act as a

savings and in particular there is no need for interest

source or sink in the cycle model and depends on the

payments and interest revenues.

financial system as well as on political and
investment decisions.

Thus, the monetary system has a strong
impact on capital revenues. In a positive money

Now we investigate the impact of the

system, money is not created via credit and owners

financial system on the economy:

of monetary wealth do not receive interest income.
• In monetary supply systems no additional

In a monetary supply system, money is not created

savings occur if the total amount of money is held

via credit and only those owners of monetary wealth

constant. Loans are financed with savings, so that

who lend money receive interest income. In a

𝑆𝑖 = 0 and 𝑉𝑡 = 𝑉0 . Interest income 𝑅 𝐻 is received

monetary credit system all money is created via

by those households that have lent out money.

credit and total debt is subject to interest payments.

Nevertheless, 𝑆𝑡 ≠ 0 will occur if the central bank

On the other hand, in monetary credit systems

decides to change the money supply. For example,

savings are not used for credits and therefore need

the central bank could make additional money

not be rewarded by interest payments, but they are in

available to the government, and this money could

our current monetary systems. Thus, monetary credit

subsequently be distributed among the members of

systems are the most profitable alternative for

the economy within the scope of government

commercial banks and wealthy customers, and these

spending.

are just the systems we actually have.
• In monetary credit systems the total

Consideration of Real Assets

amount of money is not constant, in particular 𝑆𝑖 >
23
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as part of their consumption expenditures 𝐶 to the

In addition to the acquisition of real assets for
consumption, households can also invest

in

providing firms.

profitable real capital. Thus, properties and real
estate can be purchased and subsequently be rented
or leased out. Moreover, money can be invested in
stocks

to

acquire

corresponding

corporate

companies

pay

shares.

If

the

dividends,

the

investors participate in company profits. In any case,
the revenues of rents, leases and dividends are
Figure 2: Economic cycle with financial and
tangible assets

acquired due to the ownership of capital, analogous
to the revenue of interest income due to the

Thus, the balance equation of the households has to

ownership of monetary wealth.

be extended to:
Figure 2 shows the extension of the cycle

𝑊 + 𝑅𝐻 + 𝑅𝐾 = 𝐶 + 𝑆 𝑀 + 𝑆 𝐾 ,

model to include investments in real assets. 𝑆 𝑀

(2.9)

denotes monetary savings, and 𝑆 𝐾 savings in real
and for the companies we obtain:

assets. Capital income due to the ownership of real

𝑊 + 𝑅𝐹 + 𝑅𝐾 = 𝑃 + 𝐼𝑀 + 𝐼𝐾 .

assets is denoted with 𝑅 𝐾 .

(2.10)
If households buy newly-issued stocks, the
We still have:

purchase prices 𝑆 𝐾 lead to a cash inflow 𝐼 𝐾 for the
corresponding company. If dividends are paid, then

𝐶 = 𝑃,

𝐾

these are to be interpreted as capital revenues 𝑅 .
But if a household buys stocks from another

𝑅𝐻 = 𝑅𝐹 ,

household, then S 𝐾 and 𝑆 𝑀 remain unchanged, and

𝑆 𝑀 = 𝐼𝑀

the households involved exchange shares of 𝑆 𝑀 and
as well as:

𝑆𝐾.

𝑆 𝐾 = 𝐼𝐾 .

Households that rent or lease properties or
real estate establish a firm, and the corresponding
capital savings 𝑆

𝐾

With the definitions:

flow into these firms as

𝑆 = 𝑆𝑀 + 𝑆𝐾 ,

investments 𝐼 𝐾 . The households that make use of

𝐼 = 𝐼𝑀 + 𝐼𝐾 ,

these properties and real estate pay rents and leases
24
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𝑅 = 𝑅𝐻 + 𝑅𝐾

households with equal macroeconomic properties.
We use upper group indices to denote the values of

we are led to：

macroeconomic quantities for household groups. So,
𝑊 𝑖 denotes the labor income of the 𝑖th group, 𝑖 =

𝑆=𝐼

1, … , 𝑁. The corresponding symbol without upper

𝑊 + 𝑅 = 𝐶 + 𝑆 = 𝑃 + 𝐼 =: 𝑌,

index denotes the aggregated value, so that 𝑊 =
𝑖
∑𝑁
𝑖=1 𝑊 .

and this coincides with (2.7). But now, the quantity
𝑅 denotes capital revenues resulting from ownership

Now we consider the annual development of

of monetary wealth and of real assets.

an economy over a period from today, 𝑡 = 0, until 𝑇

However, the statement that aggregated

years in the future. We characterize all the quantities

wealth coincides with aggregated debt is valid only

that appear through a lower time index 𝑡. Thus, we

for financial assets. If we denote monetary wealth

denote 𝑊𝑡𝑖 to be the labor income of group 𝑖 in year

with 𝑉 𝑀 , tangible assets with 𝑉 𝐾 and total wealth

𝑖
𝑡 and write 𝑊𝑡 = ∑𝑁
𝑖=1 𝑊𝑡 .

with 𝑉, we obtain:

We assume that for each group 𝑖 = 1, … , 𝑁

𝑀
𝑀
𝑉𝑡𝑀 = 𝑉𝑡−1
+ 𝑆𝑡−1

𝑖
some initial wealth 𝑉−1
is specified for year 𝑡 =

−1.24 With 𝑟𝑡 we denote the averaged annual interest

𝐾
𝐾
𝑉𝑡𝐾 = 𝑉𝑡−1
+ 𝑆𝑡−1

𝑉𝑡 =

𝑉𝑡𝑀

+

rate for the time interval from 𝑡 − 1 to 𝑡. We model

𝑉𝑡𝐾 ,

economic growth with growth factors 𝑦𝑡 for the
years 𝑡 = 1, … , 𝑇 by

But:

𝑌𝑡 = (1 + 𝑦𝑡 )𝑌𝑡−1 ,

𝑉𝑡𝑀 = 𝐵𝑡 ,

where 𝑌𝑡 denotes the gross domestic product of year

where 𝐵 denotes aggregated debt.

𝑡. We use the representations
Dynamic Analysis

𝑌𝑡 = 𝑊𝑡 + 𝑅𝑡 = 𝐶𝑡 + 𝑆𝑡 ,

We model 𝑁 classes of households which

where 𝑅𝑡 = 𝑟𝑡 𝑉𝑡−1 denotes total interest payments

differ in their wealth, consumption, savings, and

on wealth, 𝑉𝑡−1 aggregated wealth in year 𝑡 − 1, 𝐶𝑡

income. To do this we think of the economy as being

total consumption, and 𝑆𝑡 total savings of the

divided into 𝑁 groups of equal numbers of

economy. Thus,

24

For the quantity wealth alone we start with year -1, so that R0 = rV-1 that is
interest income for initial year 0 can be formulated.
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2. the distribution factors 𝛽𝑡𝑖 for total
consumption 𝐶𝑡 ,
3. and the distribution factors 𝛼𝑡𝑖 for total
wages 𝑊𝑡 .

𝑊𝑡 = 𝑌𝑡 − 𝑟𝑡 𝑉𝑡−1 .
𝑊𝑡 is to be distributed among the household groups.
For 𝑡 = 0 we specify an initial income distribution
𝑊01 , … , 𝑊0𝑁 , and for later years 𝑡 > 0 we define

Once these data and rules are specified, the algorithm

factors 𝛼𝑡𝑖 ≥ 0 based on rules or on empirical data

is determined completely. One possibility for

𝑖
with ∑𝑁
𝑖=1 𝛼𝑡 = 1 so that:

achieving this consists in computing the data listed
above from historical data and to extrapolate them in

𝑊𝑡𝑖 = 𝛼𝑡𝑖 𝑊𝑡 .

some appropriate way into the future. Alternatively,

𝑖
Thus, for each year 𝑡 we have ∑𝑁
𝑖=1 𝑊𝑡 =

rules may be specified for these data. In this paper

𝑖
(∑𝑁
𝑖=1 𝛼𝑡 )𝑊𝑡 = 𝑊𝑡 . We further assume that overall

we choose the growth rates and the distribution

consumption changes with certain growth rates 𝑐𝑡 ,

factors to be constant over time to obtain what we

𝑡 = 1, … , 𝑇, so that we have:

call a constant parameter economy.

𝐶𝑡 = (1 + 𝑐𝑡 )𝐶𝑡−1 .

Interest Transfer

Moreover, individual household groups have to

If we divide interest into percentages of

contribute to overall consumption 𝐶𝑡 for 𝑡 = 1, … , 𝑇.

consumption among households, we obtain as the

For this we define, analogous to wages, an initial

interest payment hidden in consumption Π𝑡𝑖 of the 𝑖th

distribution 𝐶01 , … , 𝐶0𝑁 of consumption and for 𝑡 > 0
factors

𝛽𝑡𝑖

> 0 with

∑𝑁
𝑖=1

𝛽𝑡𝑖

household group the quantity:

= 1, so that:

Π𝑡𝑖 =

𝐶𝑡𝑖 = 𝛽𝑡𝑖 𝐶𝑡

𝐶𝑡𝑖
𝑅 = 𝛽𝑡𝑖 𝑅𝑡 .
𝐶𝑡 𝑡

𝑖
and ∑𝑁
𝑖=1 𝐶𝑡 = 𝐶𝑡 . From this the amount of savings

We define the balance 𝑍𝑡𝑖 of interest income 𝑅𝑡𝑖 and

per household group is calculated,

interest payments Π𝑡𝑖 of the 𝑖th household group as:

𝑆𝑡𝑖 = 𝑊𝑡𝑖 + 𝑅𝑡𝑖 − 𝐶𝑡𝑖 .

𝑍𝑡𝑖 = 𝑅𝑡𝑖 − Π𝑡𝑖 .
(4.1)

Finally the amounts of wealth in year 𝑡 work out as:
𝑖
𝑉𝑡𝑖 = 𝑉𝑡−1
+ 𝑆𝑡𝑖 .

We call 𝑍𝑡𝑖 the interest transfer of group 𝑖 at time 𝑡.
Obviously, we have:

This procedure is now iterated over time.
Besides the presetting of initial data, the algorithm

𝑁

𝑁

𝑁

𝑖=1

𝑖=1

𝑖=1

𝑅𝑡
∑ 𝑍𝑡𝑖 = ∑ 𝑅𝑡𝑖 − ∑ 𝐶𝑡𝑖 = 0.
𝐶𝑡

requires the specification of
1. the growth rates 𝑐𝑡 of total consumption 𝐶𝑡 ,
26
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To demonstrate the effect of interest transfer we

products and services manufactured and thus are

consider the example of an economy consisting of

integrated into the prices that will be paid by the

three household groups to which we assign the

households in the context of their consumption

following initial data:

expenditures.
In our example, for the total consumption of

Group Income Consumption Wealth
1

10

10

0

the economy we find 𝐶 = 10 + 30 + 50 = 90, and

2

50

30

100

thus we calculate its interest payments hidden in

3

100

50

500

consumption Π𝑖 =

𝐶𝑖
𝐶

𝑅 for each household group:

Table 1: Initial data
Group
The three groups represent the lower class,
the middle class and the upper class of the economy,

Share in

Interest Payment in

Consumption

Consumption Π𝑖

10

1

respectively. The lower class has no wealth and

90

comparatively low income that is consumed

2

30

completely. The second group owns some wealth,

3

50

has more income and consumes more than the lower

90
90

1

= 11.1%

18 × 9 = 2

= 33.33%

18 × 9 = 6

=55.55%

18 × 9 = 10

3

5

Table 2: Allocation of interest payment in
consumption to each household group

class, but not all. The upper class has even more
wealth, income and expenditures, but consumes only

Next we calculate the interest income of each

a fraction of 50% of its income.

household group 𝑅 𝑖 = 𝑟𝑉 𝑖 :

The total wealth of the economy, which for

Group Wealth Interest Income R𝑖

the moment we assume to be purely monetary, is
𝑉 = 0 + 100 + 500 = 600 . If we assume the
interest rate to be 𝑟 = 3% , we find total interest
income of the economy to be 𝑅 = 𝑟 ⋅ 𝑉 = 3% ⋅

1

0

0 × 3% = 0

2

100

100 × 3% = 3

3

500

500 × 3% = 15

Table 3: Interest Income per Household Group

600 = 18. Because money is created via credit, total
debt of the economy and the financing costs also

Now the interest transfer 𝑍 𝑖 = 𝑅 𝑖 − Π𝑖 for

amount to 600 and 18, respectively. Here we do not

each household group is given as the difference

take the state as economic agent into account, and

between its corresponding interest income and its

therefore the firms are indebted in total with 600 and

interest payment via consumption:

bound to pay the financing costs of 18 . But the

Group

𝑍 𝑖 = 𝑅𝑖 = Π𝑖

financing costs are part of the total costs of the
27
Volume 11, Number 1

AMERICAN REVIEW OF POLITICAL ECONOMY

1

0 − 2 = −2

Let 𝑆0 ≥ 0 and 𝐶0 > 0. Further we assume that total

2

3 − 6 = −3

consumption increases with a constant growth factor

3

15 − 10 = 5

𝑐, so that:
𝐶𝑡 = (1 + 𝑐)𝑡 𝐶0 .

Table 4: Interest Transfer per Household Group
Thus we find:

We see that the upper class has a positive

𝑆𝑡 = 𝑌𝑡 − 𝐶𝑡 = 𝑌0 (1 + 𝑦)𝑡 − 𝐶0 (1 + 𝑐)𝑡 ,

balance and that its capital income is paid by the
other household groups. This transfer mechanism has

and this leads to an asymptotic evolution of savings

far-reaching consequences; it is one of the causes –

rates 𝑆𝑡 /𝑌𝑡 given by:

perhaps the principal cause – for the redistribution of

1

wealth and will be explored further below.

𝑆𝑡
1 + 𝑐 𝑡 𝐶0
=1−(
)
→ 𝑆0 /𝑌0
𝑌𝑡
1 + 𝑦 𝑌0

If we allow wealth 𝑉 to consist of monetary

{−∞

and tangible assets, then we have to consider the

𝑖𝑓

𝑐<𝑦

𝑖𝑓

𝑐=𝑦

𝑖𝑓

𝑐>𝑦

for 𝑡 → ∞. Thus, modeling of realistic saving rates

capital income 𝑅 that is generated from 𝑉, and we

implies the assumption that total consumption grows

have to interpret 𝑟 as the average capital return rate,

with gross domestic product, so we set 𝑐 = 𝑦 and:

that is 𝑟 = 𝑅/𝑉. But capital income 𝑅, e.g. interest

𝐶𝑡 = (1 + 𝑦)𝑡 𝐶0 .

on financial assets, rents, leases and dividends, has to

(5.2)

be paid as part of the consumption expenditures of
the households, and again we are led to the above

Further we presuppose time independent shares of

formulas for the interest transfer.

total income 𝑊𝑡 and of total consumption 𝐶𝑡 for each
group,

Closed Solution of Dynamic Analysis for a

𝑊𝑡𝑖 = 𝛼 𝑖 𝑊𝑡 ,

Constant Parameter Economy

𝐶𝑡𝑖 = 𝛽 𝑖 𝐶𝑡 ,
(5.3)

We consider dynamic analysis without state
for the special case of constant capital return rates

𝑖
with constant factors 0 ≤ 𝛼 𝑖 ≤ 1, ∑𝑁
𝑖=1 𝛼 = 1, and

𝑟𝑡 = 𝑟 > −1 , and we assume constant economic

𝑖
0 ≤ 𝛽 𝑖 ≤ 1, ∑𝑁
𝑖=1 𝛽 = 1. An economy with these

growth 𝑦𝑡 = 𝑦 > −1, so that:

constant parameter properties is called a constant
parameter economy (without state).

𝑌𝑡 = (1 + 𝑦)𝑡 𝑌0 .

Evolution of the Economy
(5.1)

Proposition 1. For aggregated savings of the
households 𝑆𝑡 and for the total wealth 𝑉𝑡 of a
28
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constant parameter economy we have:

calls fundamental laws of capitalism. The first is

𝑆𝑡 = 𝑌𝑡 − 𝐶𝑡 = (1 + 𝑦)𝑡 𝑆0

stated on p. 52 as:
𝛼 = 𝑟𝛽,

(5.4)

where 𝛼 denotes the share of income from capital in

And:
(𝑡 + 1)𝑆0 + 𝑉−1
(1 + 𝑦)𝑡+1
𝑆0
𝑉𝑡 =
𝑆0 + (𝑉−1 − )
𝑦
𝑦
{

𝑖𝑓

national income, 𝛽 is the capital/income rate and 𝑟 is

𝑦=0

the capital return rate. With the notations used in this
𝑖𝑓

𝑦 ≠ 0.

article, we translate this to:
𝛼=

(5.5)
Proof. (5.4) follows from (5.1) and (5.2). (5.4) and

𝑅𝑡
,
𝑌𝑡

𝛽=

𝑉𝑡−1
,
𝑌𝑡

so that 𝛼 = 𝑟𝛽 becomes

𝑉𝑡 = 𝑉𝑡−1 + 𝑆𝑡 inductively leads to

𝑅𝑡 = 𝑟𝑉𝑡−1 ,

𝑡

𝑉𝑡 = 𝑉−1 + 𝑆0 ∑ (1 + 𝑦)𝑗

and this is one of the specifications of section 3.

𝑗=0

𝑉−1 + (𝑡 + 1)𝑆0
=

(1 + 𝑦)𝑡+1 − 1
𝑉−1 +
𝑆0
{
𝑦

𝑖𝑓

On p. 166, the second law is formulated as:

𝑦=0

𝛽 = 𝑠/𝑔
𝑖𝑓

𝑦 ≠ 0,

in the long run, where 𝑠 is the savings rate and 𝑔 the
economic growth rate. With the notations used here

and the assertion follows.

this transfers to:
Remark 2. Our general prerequisite on interest and

𝑠=

growth rates is that they are both assumed to be >
−1 . Thus, here and henceforth 𝑦 ≠ 0 has to be

𝑆𝑡
,
𝑌𝑡

𝑔 = 𝑦,

thus the second law translates to:

interpreted as 𝑦 > −1 and 𝑦 ≠ 0; likewise 𝑟 ≠ 0 is

𝑉𝑡−1 1 𝑆𝑡
=
𝑌𝑡
𝑦 𝑌𝑡

interpreted as 𝑟 > −1 and 𝑟 ≠ 0.
Remark 3. From 𝑉𝑡 = 𝑉−1 + 𝑆0 ∑𝑡𝑗=0 (1 + 𝑦)𝑗 we

for large 𝑡. With (5.5) we find:

conclude 𝑉𝑡 ≥ 0 for all 𝑡, if 𝑆0 ≥ 0 and 𝑉−1 ≥ 0.

1
𝑉𝑡−1 𝑀 + 𝑦 𝑆𝑡 1 𝑆𝑡 1 𝑆0
=
≈
=
,
𝑌𝑡
𝑌𝑡
𝑦 𝑌𝑡 𝑦 𝑌0

Remark 4. In Capital and the Twenty-First Century,

for large 𝑡 , because 𝑀/𝑌𝑡 → 0 for 𝑡 → ∞ .

Thomas Piketty formulates two equations that he

Therefore, the second law is also in accordance with
the current model.
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Corollary 5. Let 𝑉−1 ≥ 0 and 𝑆0 > 0, then for the
relative change of total wealth

𝑉𝑡 −𝑉𝑡−1
𝑉𝑡−1

where
𝑆0
𝐴 = 𝑟 ( − 𝑉−1 )
𝑦

we have

asymptotically

(5.7)

𝑦
𝑉𝑡 − 𝑉𝑡−1
lim
={
𝑡→∞
𝑉𝑡−1
0
Furthermore,

𝑉𝑡 −𝑉𝑡−1
𝑉𝑡−1

𝑖𝑓

𝑦>0

𝑖𝑓

−1 < 𝑦 ≤ 0.

and
𝑟
𝐵 = 𝑌0 − 𝑆0 .
𝑦

> 0 for 𝑡 large enough.

(5.8)

Proof. If 𝑦 = 0, then:

Proof. For 𝑦 = 0 we find with (5.1) and (5.2)

𝑉𝑡 − 𝑉𝑡−1
𝑆0
=
↓0
𝑉𝑡−1
𝑉−1 + 𝑡𝑆0

𝑌𝑡 = 𝑌0 ,

(5.4) and (5.5) imply 𝑆𝑡 = 𝑌0 − 𝐶0 = 𝑆0 and

for 𝑡 → ∞. In the case of 𝑦 ≠ 0, a short calculation
leads to:
𝑉𝑡 − 𝑉𝑡−1
𝑆𝑡
=
=
𝑉𝑡−1
𝑉𝑡−1 1 +

𝑉𝑡 = 𝑉−1 + (𝑡 + 1)𝑆0 .

𝑦
1
𝑦𝑉
( −1 − 1)
(1 + 𝑦)𝑡 𝑆0

1

If 𝑦 > 0, then lim𝑡→∞ (1+𝑦)𝑡 = 0, thus

.

𝑉𝑡 −𝑉𝑡−1
𝑉𝑡−1

Due to 𝑅𝑡 = 𝑟𝑉𝑡−1 we conclude:
𝑊𝑡 = 𝑌𝑡 − 𝑟𝑉𝑡−1

→𝑦

= 𝑌0 − 𝑅0 − 𝑡𝑟𝑆0

1

for 𝑡 → ∞. If −1 < 𝑦 < 0, then lim𝑡→∞ (1+𝑦)𝑡 = ∞,
1

𝑦𝑉−1

and therefore 1 + (1+𝑦)𝑡 (
𝑉𝑡 −𝑉𝑡−1
𝑉𝑡−1

𝑆0

𝐶𝑡 = 𝐶0 .

= 𝑊0 − 𝑡𝑟𝑆0 .

− 1) → −∞ , thus

For 𝑦 ≠ 0 we find with (5.5)

↓ 0, as was to be shown.

𝑊𝑡 = 𝑌𝑡 − 𝑅𝑡

Thus, growth of total wealth depends on economic
growth 𝑦, but not on the capital return rate 𝑟.

= (1 + 𝑦)𝑡 𝑌0 − 𝑟𝑉𝑡−1
𝑟
𝑆0
= (1 + 𝑦)𝑡 (𝑌0 − 𝑆0 ) + 𝑟 ( − 𝑉−1 ),
𝑦
𝑦

Proposition 6. In a constant parameter economy,
total wage is given by:

as was to be shown.
𝑊𝑡 = {

−𝑡𝑟𝑆0 + 𝑊0

𝑖𝑓

𝑦=0

(1 + 𝑦)𝑡 𝐵 + 𝐴

𝑖𝑓

𝑦 ≠ 0.

Contrary to total wealth, the evolution of
total labor income does not only depend on economic
growth 𝑦 , but also on the capital return rate 𝑟 .

(5.6)
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−𝑡𝑟𝛼𝑆0 𝑖 + 𝑊0𝑖
𝑊𝑡𝑖 = {
(1 + 𝑦)𝑡 𝛼 𝑖 𝐵 + 𝛼 𝑖 𝐴

Assume 𝑉−1 ≥ 0 , 𝑆0 > 0 , and 𝑟 > 0 . From
proposition 6 we conclude that for 𝑦 > 0 total labor
income 𝑊𝑡 will increase exponentially in the case of

(𝑦 = 0)
(𝑦 ≠ 0),

where 𝐴 and 𝐵 are given by (5.7) and (5.8), and

𝑦𝑌0 > 𝑟𝑆0 , this being equivalent to

𝐶𝑡𝑖 = (1 + 𝑦)𝑡 𝐶0𝑖

𝑦𝑌𝑡 > 𝑟𝑆𝑡 .
Thus, if the increments of gdp 𝑦𝑌𝑡 are larger than

Proof. The assertions follow from

interest on the increments of total wealth 𝑟𝑆𝑡 , then

proposition 6, (5.2) and

total labor income will increase. But in the case of

𝛼𝑖 =

𝑦𝑌0 < 𝑟𝑆0 , total labor income will decrease to and
below zero. But for 𝑦 > 0 total wealth will increase

𝑊𝑡𝑖
,
𝑊𝑡

𝛽𝑖 =

𝐶𝑡𝑖
.
𝐶𝑡

The assumption of constant parameters in

exponentially, and if economic growth is not strong

the model leads to an underestimation of polarization

enough this already indicates bleak prospects for the

effects because empirical studies prove that labor

economic development of household groups with

income of the lower household groups has dropped

low wealth.

during the previous decades, in contrast to increased
labor income of top earners. Thus, the 𝛼 𝑖 factors of

Evolution of the Household Groups

top earners have increased whereas those of the
Now we analyze individual household groups. For

general population have decreased. But we will see

𝑖 = 1, … , 𝑁 we have by definition

that even the prerequisite of constant 𝛼 𝑖 factors leads

𝑆𝑡𝑖 = 𝑊𝑡𝑖 + 𝑅𝑡𝑖 − 𝐶𝑡𝑖

to massive redistribution effects.
(5.9)

=𝛼

𝑖

𝑖
𝑊𝑡 + 𝑟𝑉𝑡−1

Proposition 8. In a constant parameter economy

𝑖

− 𝛽 𝐶𝑡

the wealth 𝑉𝑡𝑖 of the 𝑖-th household group is for 𝑟 =
0 given by

and
𝑖
𝑉𝑡𝑖 = 𝑉𝑡−1
+ 𝑆𝑡𝑖 .

(5.10)
𝑉𝑡𝑖 =

Proposition 7. For labor income 𝑊𝑡𝑖 and
consumption expenditures 𝐶𝑡𝑖 of a household group

𝑖
(𝑡 + 1)𝑆0𝑖 + 𝑉−1

(𝑦 = 0)

𝜃 𝑡+1 − 1 𝑖
𝑖
𝑆0 + 𝑉−1
{
𝑦

(𝑦 ≠ 0)

𝑖 = 1, … , 𝑁 we have

(5.11)
and for 𝑟 ≠ 0 by
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𝑉𝑡𝑖 =
𝜌𝑡+1 −1
𝑟
𝜌𝑡+1 −1

{

𝑟

For arbitrary 𝑟 > −1 and 𝑦 = 0 we find with
𝑗
𝑖
𝑡+1 𝑖
(𝑊0𝑖 − 𝐶0𝑖 ) − (∑𝑡−1
𝑉−1
𝑗=0 (𝑡 − 𝑗)𝜌 )𝛼 𝑟𝑆0 + 𝜌
𝑖
(𝑊0𝑖 − 𝐶0𝑖 ) + (∑𝑡𝑗=0 (𝜃𝑡−𝑗 − 1)𝜌 𝑗 )𝐷𝑖 + 𝜌𝑡+1 𝑉−1

(𝑦 = 0)

(5.6), (5.9), and (5.10) the recursion

(𝑦 ≠ 0)

𝑖
𝑉𝑡𝑖 = (𝛼 𝑖 𝑊𝑡 − 𝛽 𝑖 𝐶𝑡 ) + (1 + 𝑟)𝑉𝑡−1

(5.12)

𝑖
= (𝑊0𝑖 − 𝐶0𝑖 ) − 𝑡𝛼 𝑖 𝑟𝑆0 + (1 + 𝑟)𝑉𝑡−1
.

with
Inductively follows:
𝜌 = 1 + 𝑟,

𝜃 =1+𝑦

𝑡

𝑉𝑡𝑖

=

(𝑊0𝑖

−

𝐶0𝑖 ) ∑
𝑗=0

𝑡−1

𝜌𝑗

− 𝛼 𝑖 𝑟𝑆0 ∑
𝑗=0

𝑖
(𝑡 − 𝑗)𝜌 𝑗 + 𝜌𝑡+1 𝑉−1
.

(5.13)

(5.16)

and

For 𝑟 ≠ 0 this coincides with the first line of (5.12)

𝑟
𝐷𝑖 = 𝛼 𝑖 (1 − ) 𝑆0 + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0
𝑦

and for 𝑟 = 0 this reduces to the first line of (5.11).
(5.14)

Finally we consider the case 𝑟 ≠ 0 and 𝑦 ≠
0 . With (5.9), (5.10), and (5.13) we find the

for all 𝑖 = 1, … , 𝑁.

recursion:
Proof. In the case of 𝑟 = 0 and arbitrary 𝑦 >
𝑖
𝑉𝑡𝑖 = (𝛼 𝑖 𝑊𝑡 − 𝛽 𝑖 𝐶𝑡 ) + (1 + r)𝑉𝑡−1

−1 we have 𝑌0 = 𝑊0 and we conclude from

(5.17)

proposition 6, that
𝑊𝑡 = (1 + 𝑦)𝑡 𝑊0 .

𝑖
= 𝛼 𝑖 𝐴 + (𝛼 𝑖 𝐵 − 𝛽 𝑖 𝐶0 )(1 + 𝑦)𝑡 + (1 + 𝑟)𝑉𝑡−1
𝑖
= 𝐴𝑖 + 𝜃 𝑡 𝐷𝑖 + 𝜌𝑉𝑡−1

Thus, we deduce from (5.2), (5.9), and (5.10)
𝑆𝑡𝑖 = 𝛼 𝑖 𝑊𝑡 − 𝛽 𝑖 𝐶𝑡

with

= (1 + 𝑦)𝑡 (𝛼 𝑖 𝑊0 − 𝛽 𝑖 𝐶0 )

𝐴𝑖 = 𝛼 𝑖 𝐴 = 𝛼 𝑖 𝑟 (

(5.15)
= (1 +

𝑆0
− 𝑉−1 )
𝑦

𝑟
𝐷𝑖 = 𝛼 𝑖 𝐵 − 𝛽 𝑖 𝐶0 = 𝛼 𝑖 (1 − ) 𝑆0 + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0 .
𝑦

𝑦)𝑡 𝑆0𝑖

Inductively we find:

and

𝑡

𝑡

𝑡

𝑖
𝑉𝑡𝑖 = 𝐴𝑖 ∑ 𝜌𝑗 + 𝐷𝑖 ∑ 𝜃𝑡−𝑗 𝜌𝑗 + 𝜌𝑡+1 𝑉−1

𝑖
𝑉𝑡𝑖 = 𝑉−1
+ ∑ 𝑆𝑗𝑖 .

𝑗=0

𝑗=0

𝑗=0

(5.18)
This leads to (5.11).
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𝑡

𝑡

=

𝜌𝑡+1 − 1
𝑖
(𝑊0𝑖 − 𝐶0𝑖 ) + 𝐷𝑖 ∑ (𝜃𝑡−𝑗 − 1)𝜌 𝑗 + 𝜌𝑡+1 𝑉−1
.
𝑟

∑ (𝜃

𝑗=0

𝑡−𝑗

𝑗=0

The

last

line

of

(5.18)

follows

from:

𝑖

𝑖

(5.19)
= 𝛼 𝑖 (𝑆0 − 𝑅0 ) + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0

=

= 𝛼 𝑖 (𝑊0 − 𝐶0 ) + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0

formulas for the wealth of the household groups of a

𝑡

∑ 𝑗𝜌𝑗 =

is larger than initial

𝑗=0

consumption 𝐶0𝑖 of the 𝑖-th group, i.e. if 𝑆0𝑖 ≥ 0, then
never

occurs

and

each

𝜌𝑡+1 − 𝜃 𝑡+1 𝜌𝑡+1 − 1
−
𝜌−𝜃
𝜌−1

Lemma 10. For 𝑟 ≠ 0

constant parameter economy. (5.11) parallels (5.5),

indebtedness

𝑗=0

which was to be shown.

For 𝑟 = 0 , proposition 8 leads to simple

and if initial wage

𝑗=0

𝑟𝜌𝑡+1 − 𝑟𝜃 𝑡+1 − (𝑟 − 𝑦)𝜌𝑡+1 1
+ ,
𝑟(𝑟 − 𝑦)
𝑟

=

= 𝛼 𝑖 𝑊0 − 𝛽 𝑖 𝐶0 .

𝑊0𝑖

𝑡

𝑡

𝜌 𝑡+1
(𝜃)
− 1 𝜌𝑡+1 − 1
= 𝜃𝑡 𝜌
−
𝜌−1
−
1
𝜃

𝑟
𝑟
𝐴 + 𝐷 = 𝛼 ( 𝑆0 − 𝑟𝑉−1 ) + 𝛼 𝑖 (1 − ) 𝑆0 + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0
𝑦
𝑦
𝑖

𝑡

𝜌 𝑗
− 1)𝜌 = 𝜃 ∑ ( ) − ∑ 𝜌𝑗
𝜃
𝑗

𝑡𝜌𝑡+2 − (𝑡 + 1)𝜌𝑡+1 + 𝜌
.
(𝜌 − 1)2
(5.21)

group
Proof. For 𝑡 = 0 the left and right hand side

participates in economic growth.

both equal zero. Assume (5.21) is already proved for

Proposition 8 showed that in the case of 𝑟 =

some 𝑡. Then

0 simple formulas may be derived for the evolution

𝑡+1

of the wealth of individual household groups. Now

𝑡
𝑗

∑ 𝑗𝜌 = ∑ 𝑗𝜌𝑗 + (𝑡 + 1)𝜌𝑡+1

we will simplify the formulas in (5.12) for 𝑟 ≠ 0 and

𝑗=0

𝑗=0

begin with two lemmas.
=

Lemma 9. For 𝑟 ≠ 0 and 𝑦 ≠ 𝑟
𝑡

∑ (𝜃𝑡−𝑗 − 1)𝜌𝑗 =
𝑗=0

1 𝑟𝜃 𝑡+1 − 𝑦𝜌𝑡+1 1
+ .
𝑟
𝑦−𝑟
𝑟

𝑡𝜌𝑡+2 − (𝑡 + 1)𝜌𝑡+1 + 𝜌 (𝜌 − 1)2 (𝑡 + 1)𝜌𝑡+1
+
(𝜌 − 1)2
(𝜌 − 1)2
=

(𝑡 + 1)𝜌𝑡+3 + (𝑡 − 2𝑡 − 2)𝜌𝑡+2 + 𝜌
,
(𝜌 − 1)2

(5.20)
which was to be shown. Alternatively, (5.21) may
Proof. With (5.13) we calculate

also be proved with 𝑠𝑛 = ∑𝑛𝑗=0 𝑞 𝑗 =

𝑞 𝑛+1 −1
𝑞−1

and

𝑑

calculation of 𝑞 𝑑𝑞 𝑠𝑛 .
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Proposition 11. In a constant parameter economy

Insertion into the first line of (5.12) leads to:

we have for 𝑟 ≠ 0 and 𝑖 = 1, … , 𝑁

𝑉𝑡𝑖 =

𝜌𝑡+1 − 1
𝜌𝑡+1 − 𝜌 − 𝑡𝑟 𝑖
𝑖
(𝑊0𝑖 − 𝐶0𝑖 ) −
𝛼 𝑆0 + 𝜌𝑡+1 𝑉−1
𝑟
𝑟

𝑉𝑡𝑖 =

(5.24)

1
𝜌𝑡+1 𝛥𝑖
𝑟

𝜌𝑡+1 (

+ (𝑡

1
𝑟−𝑦

+ 1)𝛼 𝑖 𝑆0

−

1
𝑟

𝛥𝑖

𝛥1𝑖 + 𝛥𝑖2 ) + 𝜃 𝑡+1 (
1

1

+

1
𝑦−𝑟

𝑖
𝑉−1

𝛥1𝑖 +

(𝑦 = 0)
𝛼𝑖
𝑦

𝑆0 ) + 𝜉 𝑖

1

𝜌𝑡+1 (((𝑡 + 1) − ) 𝛥1𝑖 + 𝑆0𝑖 ) + 𝜉 𝑖
𝜌
𝑟
𝑟
{

𝜌𝑡+1
𝑖
=
(𝑊0𝑖 − 𝐶0𝑖 − 𝛼 𝑖 𝑆0 + 𝑟𝑉−1
) + 𝑡𝛼 𝑖 𝑆0
𝑟
1
− (𝑊0𝑖 − 𝐶0𝑖 − 𝜌𝛼 𝑖 𝑆0 ).
𝑟

(𝑦 ≠ 0, 𝑦 ≠ 𝑟)

(𝑦 = 𝑟)

𝑖
With 𝑆0𝑖 = 𝑊0𝑖 + 𝑅0𝑖 − 𝐶0𝑖 and 𝑅0𝑖 = 𝑟𝑉−1
we write:

(5.22)
with
𝜉 𝑖 = 𝛼 𝑖 (𝑉−1 −

𝑖
𝑊0𝑖 − 𝐶0𝑖 − 𝛼 𝑖 𝑆0 + 𝑟𝑉−1
= 𝑆0𝑖 − 𝛼 𝑖 𝑆0 = Δ𝑖 .

𝑆0
)
𝑦

The second equality of (5.23) follows from:
𝑖
𝑊0𝑖 − 𝐶0𝑖 − 𝛼 𝑖 𝑆0 + 𝑟𝑉−1
= 𝛼 𝑖 𝑊0 − 𝛽 𝑖 𝐶0 −

and

𝑖
𝛼 𝑖 (𝑊0 + 𝑟𝑉−1 − 𝐶0 ) + 𝑟𝑉−1

Δ𝑖1 = (𝛼 𝑖 − 𝛽 𝑖 )𝐶0

𝑖
= (𝛼 𝑖 − 𝛽 𝑖 )𝐶0 + 𝑟(𝑉−1
− 𝛼 𝑖 𝑉−1 ).

𝑖
Δ𝑖2 = 𝑉−1
− 𝛼 𝑖 𝑉−1

Furthermore,
Δ𝑖 = 𝑆0𝑖 − 𝛼 𝑖 𝑆0

𝑊0𝑖 − 𝐶0𝑖 − 𝜌𝛼 𝑖 𝑆0 = 𝑆0𝑖 − 𝑅0𝑖 − (1 + 𝑟)𝛼 𝑖 𝑆0
(5.23)

𝑖
= (𝑆0𝑖 − 𝛼 𝑖 𝑆0 ) − 𝑟(𝑉−1
+ 𝛼 𝑖 𝑆0 )

𝑖
= (𝛼 𝑖 − 𝛽 𝑖 )𝐶0 + 𝑟(𝑉−1
− 𝛼 𝑖 𝑉−1 )

𝑖
= Δ𝑖 − 𝑟(𝑉−1
+ 𝛼 𝑖 𝑆0 ),

= Δ𝑖1 + 𝑟Δ𝑖2 .

and we get the first line of (5.22).

Proof. First, we assume 𝑦 = 0. With Lemma 10 we

Now we consider the case 𝑦 ≠ 0 and 𝑦 ≠ 𝑟.

find:

For the second line of (5.12) we use lemma 9 and
𝑡−1

∑ (𝑡 − 𝑗)𝜌 𝑗 = 𝑡
𝑗=0

𝜌𝑡 − 1 (𝑡 − 1)𝜌𝑡+1 − 𝑡𝜌𝑡 + 𝜌
−
𝑟
𝑟2

(5.14) to find
𝑉𝑡𝑖 =

𝜌𝑡+1 − 𝜌 − 𝑡𝑟
=
.
𝑟2

𝜌𝑡+1 − 1
1 𝑟𝜃 𝑡 − 𝑦𝜌𝑡+1 1 𝑖
𝑖
(𝑊0𝑖 − 𝐶0𝑖 ) + (
+ ) 𝐷 + 𝜌𝑡+1 𝑉−1
𝑟
𝑟
𝑦−𝑟
𝑟
=

𝜌𝑡+1
𝑟

(𝑊0𝑖 − 𝐶0𝑖 −

𝑦𝐷𝑖
𝑦−𝑟

𝑖
+ 𝑟𝑉−1
) + 𝜃 𝑡+1

𝐷𝑖
𝑦−𝑟

+

𝐷𝑖 −𝑊0𝑖 +𝐶0𝑖
𝑟
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𝑦−𝑟

We have 𝐷𝑖 = 𝛼 𝑖
𝑊0𝑖 − 𝐶0𝑖 −

𝑦
𝑦−𝑟

𝑦

𝑆0 + Δ𝑖1 , so that:

𝑖
𝐷𝑖 + 𝑟𝑉−1
= 𝑆0𝑖 − 𝛼 𝑖 𝑆0 −

𝑦
𝑦−𝑟

but
𝛼 𝑖 (𝑊0 − 𝐶0 ) + 𝑅0𝑖 = 𝑊0𝑖 + 𝑅0𝑖 − 𝐶0𝑖 − (𝛼 𝑖 − 𝛽 𝑖 )𝐶0

Δ𝑖1

= 𝑆0𝑖 − Δ𝑖1 .

𝑦
= Δ𝑖1 + 𝑟Δ𝑖2 −
Δ𝑖
𝑦−𝑟 1

If we insert this into (5.25), we establish:

𝑟

= − 𝑦−𝑟 Δ𝑖1 + 𝑟Δ𝑖2

𝑉𝑡𝑖 =

and

𝜌𝑡+1 𝑖
𝑟
𝛼𝑖
(𝑆0 + Δ𝑖1 ((𝑡 + 1) − 1)) − (𝑊0 − 𝐶0 ).
𝑟
𝜌
𝑟

With 𝑌0 = 𝐶0 + 𝑆0 = 𝑊0 + 𝑅0 = 𝑊0 + 𝑟𝑉−1 and:
𝐷𝑖
1
𝛼𝑖
=
Δ𝑖1 + 𝑆0 .
𝑦−𝑟 𝑦−𝑟
𝑦

𝛼𝑖
𝛼𝑖
𝑆0
(𝐶0 − 𝑊0 ) = (𝑅0 − 𝑆0 ) = 𝛼 𝑖 (𝑉−1 − )
𝑟
𝑟
𝑟

With (5.19) we write 𝐷𝑖 − 𝑊0𝑖 + 𝐶0𝑖 = −𝐴𝑖 =

we obtain the third line of (5.22), and the proposition
is proved.

𝑆

𝛼 𝑖 𝑟 (𝑉−1 − 𝑦0 ), so that:
𝑉𝑡𝑖
1

=𝜌

𝑡+1

1

(− 𝑦−𝑟 Δ𝑖1

+

Δ𝑖2 )

𝑦

If 𝑉−1 > 0, the second line in (5.23) may be
+

written as

𝑆

𝜃 𝑡+1 (𝑦−𝑟 Δ𝑖1 + 𝛼 𝑖 𝑆0 ) + 𝛼 𝑖 (𝑉−1 − 𝑦0 ),
𝑦

Δ𝑖2 = (𝜐 𝑖 − 𝛼 𝑖 )𝑉−1 ,

and this is the second line of (5.22).

How does an economy evolve in the long

reduces to

run? Are there parameter constellations such that the

𝐷𝑖 = (𝛼 𝑖 − 𝛽 𝑖 )𝐶0 = Δ𝑖1 .

wealth of the household groups does not behave too
differently? What are the prerequisites for the wealth

Further, with 𝜌 = 𝜃 we have ∑𝑡𝑗=0 (𝜃𝑡−𝑗 − 1)𝜌𝑗 =
(𝑡 + 1)𝜌 −

𝜌𝑡+1 −1
𝑟

of the households becoming more and more
, and the second line of (5.12)

different? Here we analyze these questions for the

may be written as:
𝑉𝑡𝑖 =

constant parameter economy.

𝜌𝑡+1 − 1 𝑖
𝑖
𝛼 (𝑊0 − 𝐶0 ) + (𝑡 + 1)𝜌𝑡 Δ𝑖1 + 𝜌𝑡+1 𝑉−1
𝑟

Definition 12: We say that polarization eventually
occurs in the economy, if there are household

(5.25)
=

𝜌

𝑡+1

𝑖
𝑉−1
.
𝑉−1

Polarization

Finally we consider 𝑟 = 𝑦 ≠ 0. Now (5.14)

𝑡

𝜐𝑖 =

groups 1 ≤ 𝑘, 𝑙 ≤ 𝑁 so that:

𝑖

𝑟
𝛼
(𝛼 𝑖 (𝑊0 − 𝐶0 ) + (𝑡 + 1) Δ𝑖1 + 𝑅0𝑖 ) − (𝑊0 − 𝐶0 ).
𝑟
𝜌
𝑟

lim 𝑉𝑡𝑘 = +∞

𝑡→∞

𝑎𝑛𝑑

𝑉𝑡𝑙 ≤ 𝑐
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𝜆Δ𝑘1 + 𝜇Δ𝑘2 > 0

for some constant 𝑐 or if:
lim 𝑉𝑡𝑖 = +∞ 𝑓𝑜𝑟 𝑎𝑙𝑙 1 ≤ 𝑖 ≤ 𝑁,

for some 1 ≤ 𝑘 ≤ 𝑁, where 𝜆, 𝜇 ∈ ℝ, then there is

𝑡→∞

𝑏𝑢𝑡

𝑉𝑡𝑘
lim
𝑡→∞ 𝑉 𝑙
𝑡

some 1 ≤ 𝑙 ≤ 𝑁 with

= +∞

𝜆Δ𝑙1 + 𝜇Δ𝑙2 < 0,

If 𝑦 ≥ 0 and 𝑆0 > 0 , then proposition 1

𝑁
𝑖
𝑖
because ∑𝑁
𝑖=1 Δ1 = ∑𝑖=1 Δ2 = 0.

shows that lim𝑡→∞ 𝑉𝑡 = ∞, so there is at least one
household group 𝑘 with lim𝑡→∞ 𝑉𝑡𝑘 = ∞.

To restrict the number of different cases, we
assume 𝑟 ≥ 0 and 𝑦 ≥ 0 for the remainder of this

By proposition 8 and proposition 11 the

section.

wealth of a household group 𝑖 = 1, … , 𝑁 is given by

Proposition 14. Assume a constant parameter

𝑉𝑡𝑖

=

𝑖
(𝑡 + 1)𝑆0𝑖 + 𝑉−1

(𝑟 = 0, 𝑦 = 0)

1
1
𝑖
𝜃 𝑡+1 𝑆0𝑖 + (𝑉−1
− 𝑆0𝑖 )
𝑦
𝑦

(𝑟 = 0, 𝑦 ≠ 0)

1
1
𝑖
𝜌 𝑡+1 Δ𝑖 + (𝑡 + 1)𝛼 𝑖 𝑆0 + (𝑉−1
− Δ𝑖 )
𝑟
𝑟

(𝑟 ≠ 0, 𝑦 = 0)

𝜌 𝑡+1 (

{

1
1
𝛼𝑖
Δ𝑖 + Δ𝑖2 ) + 𝜃 𝑡+1 (
Δ𝑖 + 𝑆 ) + 𝜉 𝑖
𝑟−𝑦 1
𝑦−𝑟 1 𝑦 0

1 1
1
𝜌 𝑡+1 (((𝑡 + 1) − ) Δ𝑖1 + 𝑆0𝑖 ) + 𝜉 𝑖
𝜌 𝑟
𝑟

economy with 𝑉−1 > 0 and 𝑆0 > 0. Further assume
that there are two household groups 𝑘, 𝑙 with
𝜐𝑘 > 𝛼 𝑘 > 𝛽𝑘
(5.27)
𝜐𝑙 < 𝛼 𝑙 < 𝛽𝑙 .

(𝑟, 𝑦 ≠ 0, 𝑦 ≠ 𝑟)

1. If 𝑟 > 0 and 𝑦 ≤ 𝑟, then polarization

(𝑟 ≠ 0, 𝑦 = 𝑟).

occurs.
(5.26)

2. If 𝑦 > 𝑟 > 0 and if

Lemma 13. For each household group 1 ≤ 𝑖 ≤ 𝑁
1
𝛼𝑙
Δ𝑙1 + 𝑆0 ≤ 0,
𝑦−𝑟
𝑦

we either have 𝑉𝑡𝑖 = 𝑐 for some constant 𝑐 or
𝑙𝑖𝑚𝑡→∞ 𝑉𝑡𝑖 = ±∞.

(5.28)

Proof. This follows from (5.26) and

then the economy becomes polarized.
Proof. (5.27) implies

0
𝑎 → {1
∞
𝑡

(0 < 𝑎 < 1)
(𝑎 = 1)
(𝑎 > 1)

Δ𝑘1 > 0,

Δ𝑘2 > 0,

Δ𝑙1 < 0,

Δ𝑙2 < 0.

for 𝑡 → ∞.
We observe that if:
36
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1. Case 𝑟 > 0 and 𝑦 ≤ 𝑟: This implies 𝜌 ≥ 𝜃,

iii.

If
1
Δ𝑖 + Δ𝑖2 > 0
𝑟−𝑦 1

and from the last three lines of (5.26) we
derive
lim 𝑉𝑡𝑘 = +∞,

𝑡→∞

then we have

lim 𝑉𝑡𝑙 = −∞,

𝑡→∞

lim𝑡→∞ 𝑉𝑡𝑙 = ∞

so that polarization occurs.
but

2. Case 0 < 𝑟 < 𝑦: Now 𝜃 > 𝜌 and from the

𝑉𝑡𝑘
lim
= ∞,
𝑡→∞ 𝑉 𝑙
𝑡

fourth line of (5.26) we conclude
𝑉𝑡𝑖 = 𝜃 𝑡+1 (

1
𝑦−𝑟

Δ𝑖1 +

𝛼𝑖
𝑦

𝑆0 ) + 𝜌𝑡+1 (

1
𝑟−𝑦

Δ𝑖1 + Δ𝑖2 ) + 𝜉 𝑖 .

and again polarization occurs.
By assumption,

Δ𝑘1

> 0, so that
Definition 15: The conditions

lim 𝑉𝑡𝑘 = +∞.

𝑡→∞

𝜐𝑘 > 𝛼 𝑘 > 𝛽𝑘

Assume that (5.28) holds for some household group

(5.29)

𝑙.

characterize a wealthy household group. Its share of
1

a) If 𝑦−𝑟 Δ𝑙1 +

𝛼𝑙
𝑦

wealth is larger than its share of labor income. And

𝑆0 < 0, then we find

its share of labor income is greater than its share of

lim 𝑉𝑡𝑙 = −∞

𝑡→∞

consumption. A household group with properties
(5.29) will be called an upper household group.

and polarization occurs.

On the contrary, the conditions

b) Finally, we assume

𝜐𝑙 < 𝛼 𝑙 < 𝛽𝑙

1
𝛼l
Δ𝑙1 + 𝑆0 = 0
𝑦−𝑟
𝑦

(5.30)

1

If additionally 𝑟−𝑦 Δ𝑙1 + Δ𝑙2 < 0, then we are

i.

again led to

define households with shares in wealth and labor
income being less than their shares in consumption.

lim 𝑉𝑡𝑙 = −∞

𝑡→∞

Here we note that consumption cannot be reduced

and polarization occurs.

arbitrarily. A household group with properties (5.30)
ii.

If

will be called a lower household group.
1
Δ𝑙 + Δ𝑙2 = 0
𝑟−𝑦 1

then 𝑉𝑡𝑙 = 𝜉 𝑙 and the economy becomes
polarized.
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Proposition 16. In a constant parameter economy

To avoid polarization in a constant parameter

polarization will be avoided if:

economy, there are only two possibilities:
• Either capital income is avoided, 𝑟 = 0,
• or permanent growth with growth rates
above the capital income rate, 𝑦 > 𝑟 > 0, must be
established and (5.31) has to be fulfilled for each

Proof. These assertions follow from (5.26).

household group.

Conditions 2., 3., and 4. in proposition 16

To put it differently: if capital returns are

require special parameter constellations for the

admitted unrestrictedly, and this implies 𝑟 > 0 for a

whole economy that do not seem suitable to describe

constant parameter economy, then permanent growth

realistic situations. Conditions 1. and 5. in contrast

𝑦 > 𝑟 > 0 above the capital return rate has to be

have the following interpretations:

generated to avoid polarization; but even in this case,

In the case of 𝑟 = 0 no polarization occurs if

the additional requirement (5.31) has to be fulfilled
for each group.

each household or no household saves.
In the case of 𝑦 > 𝑟 > 0 no polarization

Interest Transfer

occurs, if for each group 1 ≤ 𝑖 ≤ 𝑁

Interest transfer 𝑍𝑡𝑖 is given by

𝑖

1
𝛼
Δ𝑖1 + 𝑆0 > 0,
𝑦−𝑟
𝑦

𝑍𝑡𝑖
(5.31)

=

𝑅𝑡𝑖

𝐶𝑡𝑖
− 𝑅𝑡
𝐶𝑡
(5.33)

= 𝑅𝑡𝑖 − 𝛽 𝑖 𝑅𝑡

and in this case lim𝑡→∞ 𝑉𝑡𝑖 = ∞ for all 𝑖. Because of
𝑁

1
𝛼𝑖
1
∑(
Δ𝑖1 + 𝑆0 ) = 𝑆0 > 0,
𝑦−𝑟
𝑦
𝑦

𝑖
= 𝑟(𝑉𝑡−1
− 𝛽 𝑖 𝑉𝑡−1 ).

𝑖=1

(5.32)
For 𝑟 = 0, there is obviously no interest transfer.
relation (5.31) is fulfilled for at least one household

For 𝑟 > 0 we

group. But Proposition 14 shows that if (5.31) is

the

prerequisites

of

proposition 14. From (5.26), (5.33), and proposition

violated for at least one household group 𝑙 , then
lim𝑡→∞ 𝑉𝑡𝑙

assume

1 we conclude

= −∞, and polarization occurs.
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𝑍𝑡𝑖 =
𝑡 𝑖

𝑖

𝜌 Δ + 𝑡𝑟(𝛼 −
𝜌𝑡 𝑟 (

1
𝑟−𝑦

𝛽 𝑖 )𝑆0

−

Δ𝑖1

Δ𝑖1 + Δ𝑖2 ) + 𝜃 𝑡 𝑟 (

+

(𝛼 𝑖

1

Δ𝑖1 +

𝑦−𝑟

−

𝛽 𝑖 )𝑟𝑉−1

𝛼𝑖 −𝛽 𝑖
𝑦

𝑆0 ) + 𝛾 𝑖

lim

(𝑟 > 𝑦 = 0)

𝑖
𝑉𝑡𝑖 − 𝑉𝑡−1
𝑖
𝑉𝑡−1

𝑡→∞

= max(𝑟, 𝑦),

(𝑟 > 𝑦 > 0)

where we additionally assume
𝑟

𝜌 𝑡 ((𝑡 − 1) Δ𝑖1 + 𝑆0𝑖 − 𝛽 𝑖 𝑆0 ) + 𝛾 𝑖
𝜌

1

𝑡
𝑖
{𝜃 𝑟 (𝑦−𝑟 Δ1 +

𝛼𝑖 −𝛽 𝑖
𝑦

𝑆0 ) + 𝜌 𝑡 𝑟 (

1
𝑟−𝑦

Δ𝑖1 + Δ𝑖2 ) + 𝛾 𝑖

(𝑟 = 𝑦 > 0)

𝑆0𝑖 ≠ 0
Δ𝑖 ≠ 0
1
Δ𝑖 + Δ𝑖2 ≠ 0
𝑟−𝑦 1
Δ𝑖1 ≠ 0
1
𝛼𝑖
𝑖
Δ + 𝑆 ≠0
𝑦−𝑟 1 𝑦 0

(𝑦 > 𝑟 > 0),

(5.34)
where 𝛾 𝑖 is defined by
𝑆0
𝑆0
𝛾 = 𝑟𝜉 − 𝑟𝛽 (𝑉−1 − ) = (𝛼 𝑖 − 𝛽 𝑖 )𝑟 (𝑉−1 − ).
𝑦
𝑦
𝑖

𝑖

𝑖

(𝑟 = 0)
(𝑟 > 𝑦 = 0)
(𝑟 > 𝑦 > 0)
(𝑟 = 𝑦 > 0)
(𝑦 > 𝑟 > 0).

Proof. We step through the different cases in

If 𝑘 is an upper household group, then Δ𝑘1 > 0, Δ𝑘2 >

(5.26) and use 𝜃 𝑡+1 − 𝜃 𝑡 = 𝜃 𝑡 (𝜃 − 1) = 𝜃 𝑡 𝑦 as

0, and Δ𝑘 = Δ𝑘1 + 𝑟Δ𝑘2 > 0. If 𝑙 is a lower household

well as 𝜌𝑡+1 − 𝜌𝑡 = 𝜌𝑡 𝑟.

group, then Δ𝑙1 < 0, Δ𝑙2 < 0, and Δ𝑙 = Δ𝑙1 + 𝑟Δ𝑙2 <

1. 𝑟 = 0 and 𝑦 = 0. The first case in

0. Therefore we conclude
𝑍𝑡𝑘 → ∞,

𝑍𝑡𝑙 → −∞

(5.26) leads to

(𝑡 → ∞)

𝑖
𝑉𝑡𝑖 − 𝑉𝑡−1
𝑖
𝑉𝑡−1

for each case in (5.34). Irrespective of the relation
between 𝑟 > 0 and 𝑦 ≥ 0 we observe unrestricted

=

𝑆0𝑖
𝑖
𝑉−1
+ 𝑡𝑆0𝑖

→0

(𝑡 → ∞)

2. 𝑟 = 0 and 𝑦 > 0. The second case in

𝑖
interest transfer payments. Because of ∑𝑁
𝑖=1 𝑍𝑡 = 0

(5.26) leads to

interest transfer characterizes a redistribution

𝑖
𝑉𝑡𝑖 − 𝑉𝑡−1

mechanism. The increase of wealth of upper

𝑖
𝑉𝑡−1

household groups due to capital income is financed
by other household groups.

=

𝑦𝑆0𝑖
𝑖
𝑦𝑉−1
− 𝑆0𝑖
+ 𝑆0𝑖
𝜃𝑡

→𝑦

(𝑡 → ∞).

3. 𝑟 > 0 and 𝑦 = 0. The third case in
(5.26) leads to

𝑉𝑡𝑖

Relative Change of Wealth of the Household Group

−

𝑖
𝑉𝑡−1

𝑖
𝑉𝑡−1

Corollary 17. Assume 𝑦 ≥ 0 and 𝑟 ≥ 0. For the

Δ𝑖 +
=𝑟

→𝑟

relative change of wealth of the 𝑖-th household

Δ𝑖 +

1 𝑖
𝛼 𝑆0
𝜌𝑡

𝑟
(𝑡𝛼 𝑖 𝑆0 + 𝜉 𝑖 )
𝜌𝑡

(𝑡 → ∞).

group we have asymptotically
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4. 𝑟 > 0 and 𝑦 > 0 and 𝑦 ≠ 𝑟. In this case we have

and strictly decreasing evolution of wealth, then the
definition of relative change leads to positive values.
Thus, while the relative change of total wealth is 𝑦

𝑖
𝑉𝑡𝑖 − 𝑉𝑡−1

asymptotically, the relative change of the positive

𝑖
𝑉𝑡−1

wealth 𝑉𝑡𝑖 of the upper groups is 𝑟 > 𝑦, and this is

1
1
𝛼𝑖
𝜌𝑡 𝑟 (𝑟 − 𝑦 Δ𝑖1 + Δ𝑖2 ) + 𝜃 𝑡 𝑦 (𝑦 − 𝑟 Δ𝑖1 + 𝑦 𝑆0 )
=
.
1
1
𝛼𝑖
𝜌𝑡 (𝑟 − 𝑦 Δ𝑖1 + Δ𝑖2 ) + 𝜃𝑡 (𝑦 − 𝑟 Δ𝑖1 + 𝑦 𝑆0 ) + 𝜉 𝑖

compensated, i.e. financed, by the indebtedness of
other household groups.
Numerical Simulations

We conclude
lim

𝑖
𝑉𝑡𝑖 − V𝑡−1
𝑖
𝑉𝑡−1

𝑡→∞

𝑟
={
𝑦

𝑖𝑓

𝑟>𝑦

𝑖𝑓

𝑟 < 𝑦.

Dynamic analysis may be formulated as a
dynamical system, and this allows for efficient
numerical simulations in the constant parameter

5. 𝑦 = 𝑟 > 0. In this case we have
𝑉𝑡𝑖

−

𝑖
𝑉𝑡−1

𝑖
𝑉𝑡−1

=

case.

1 1
1
𝑟 ((𝑡 𝜌 − 𝑟 ) Δ𝑖1 + 𝑟 𝑆0𝑖 ) + Δ𝑖1

Proposition 18. Let 𝑉𝑡𝑖 be the wealth of the 𝑖th
household group at time 𝑡. Then

1 1
1
1
((𝑡 𝜌 − 𝑟 ) Δ𝑖1 + 𝑟 𝑆0𝑖 ) + 𝑡 𝜉 𝑖
𝜌

𝑁

𝑉𝑡𝑖
→𝑟

(𝑡 → ∞).

𝑖𝑗

𝑗

= ∑ 𝑎𝑡 𝑉𝑡−1 + 𝑏𝑡𝑖 ,
𝑗=1

(6.1)
Thus, relative change of wealth of individual
where

household groups is dependent on the capital return

𝑖𝑗

𝑎𝑡 = (1 + 𝑟𝑡 )𝛿 𝑖𝑗 − 𝑟𝑡 α𝑖𝑡

rate 𝑟 and on economic growth 𝑦 . If 𝑟 ≥ 𝑦 , then
Corollary 17 above shows that

𝑖
𝑉𝑡𝑖 −𝑉𝑡−1
𝑖
𝑉𝑡−1

(6.2)

≈ 𝑟 for large
𝑏𝑡𝑖 = 𝛼𝑡𝑖 𝑆𝑡 + (𝛼𝑡𝑖 − 𝛽𝑡𝑖 )𝐶𝑡 .

𝑡 , but by Corollary 5 we know that the relative
change of total wealth is approximately

𝑉𝑡 −𝑉𝑡−1
𝑉𝑡−1

Here, 𝛿 𝑖𝑗 = 1 for 𝑖 = 𝑗 and 𝛿 𝑖𝑗 = 0 for 𝑖 ≠ 𝑗

≈𝑦

denotes the Kronecker symbol.

for 𝑡 large enough. There is no contradiction here,
because if

𝑖
𝑉𝑡𝑖 −𝑉𝑡−1
𝑖
𝑉𝑡−1

Proof.

is approximately 𝑟 for every 𝑖 ,

The

assertion

follows

from

𝑖
𝑉𝑡𝑖 = 𝑉𝑡−1
+ 𝑆𝑡𝑖

then this is in particular true for those groups that

𝑖
= 𝑉𝑡−1
+ 𝑊𝑡𝑖 + 𝑅𝑡𝑖 − 𝐶𝑡𝑖

eventually become indebted, i.e., whose wealth
becomes negative. If a household group has negative

𝑖
𝑖
= 𝑉𝑡−1
+ 𝛼𝑡𝑖 (𝑌𝑡 − 𝑟𝑡 𝑉𝑡−1 ) + 𝑟𝑡 𝑉𝑡−1
− 𝐶𝑡𝑖
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𝑁
𝑖
𝑟𝑡 )𝑉𝑡−1

= (1 +

−

𝑟𝑡 𝛼𝑡𝑖

∑

𝑗
𝑉𝑡−1

+

(𝛼𝑡𝑖 𝑌𝑡

−

Proof. With (6.2), this follows immediately

𝐶𝑡𝑖 ).

from recursion (6.1).

𝑗=1

(6.3) is the recursion equation for a time

We check

discrete inhomogeneous dynamical system with
∑

𝑁
𝑖=1

𝑖𝑗

𝑎𝑡 = 1 + 𝑟𝑡 − 𝑟𝑡 ∑

𝑁
𝑖=1

initial value 𝐕−1 .

𝛼𝑡𝑖 = 1

The Constant Parameter Economy as a Dynamic

and
∑

𝑁
𝑖=1

System

𝑏𝑡𝑖 = 𝑆𝑡

In a constant parameter case, (6.2) restricts to

,

𝑖𝑗

so that
𝑁

𝑉𝑡 = ∑
𝑖=1

𝑁

𝑉𝑡𝑖

𝑁

𝑁

= ∑ (∑
𝑗=1

𝑎𝑖𝑗 = 𝑎𝑡 = 𝛿𝑖𝑗 + 𝑟(𝛿𝑖𝑗 − 𝛼 𝑖 ),

𝑖𝑗
𝑗
𝑎𝑡 ) 𝑉𝑡−1

𝑖=1

+ ∑ 𝑏𝑡𝑖

that is

𝑖=1

𝐀 = 𝐀𝑡 =

= 𝑉𝑡−1 + 𝑆𝑡 ,
as expected.

1 + 𝑟(1 − 𝛼
−𝑟𝛼 2

Corollary 19. We have

⋮

𝐕𝑡 = 𝐀 𝑡 𝐕𝑡−1 + 𝐛𝑡 ,

1)

⋱

(−𝑟𝛼 𝑁

𝛼1
= 𝐼 + 𝑟 (𝐼 − (⋮
𝛼𝑁

where
𝑉𝑡1
𝐕𝑡 = (⋮ ),
𝑉𝑡𝑁

⋯
⋯

−𝑟𝛼 1
−𝑟𝛼 2
⋮
1 + 𝑟(1 − 𝛼 𝑁 ))

⋯

(6.3)

𝑎11
𝑡
𝐀 𝑡 = (⋮
𝑎𝑡𝑁1

−𝑟𝛼 1
⋯
2)
1 + 𝑟(1 − 𝛼
⋯

⋯
⋯

𝛼1
⋮ )),
𝛼𝑁

where 𝐼 denotes the 𝑁 × 𝑁-identity matrix, and
𝑏𝑡𝑖 = (𝛼 𝑖 𝑆0 + (𝛼 𝑖 − 𝛽 𝑖 )𝐶0 )(1 + 𝑦)𝑡 .
Thus, for the case of a constant parameter economy

𝑎1𝑁
𝑡
⋮ )
𝑎𝑡𝑁𝑁

we get the dynamical system
𝐕𝑡 = 𝐀𝐕𝑡−1 + 𝐛𝑡

and

with
𝑏𝑡1
𝐛𝑡 = (⋮ ).
𝑏𝑡𝑁

𝐛𝑡 = 𝐛0 (1 + 𝑦)𝑡
and initial value
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𝐕−1

1
𝑉−1
= (⋮ ).
𝑁
𝑉−1

A Scilab program for the dynamics if a constant
parameter economy
In this section we present Scilab code for the
implementation of the dynamical system of section
6.1.
Numerical Results
In this section we show the results of the code
of

the

previous

section

for

the

parameter

constellation
𝑟 = 2%,

𝑦 = 5%

𝑟 = 2%,

𝑦 = 1%.

Figure 3: Wealth of each of the 10 household
groups of the economy for 𝒓 = 𝟐% and 𝒚 = 𝟓%.

and

Each column contains the wealth of a houshold, each
row contains the wealth of all groups for a year from

Results for r = 2% and y = 5%

−1 to 50.

In this first case the wealth of each household
group increases over time, and each member of the
economy might feel that “things are looking up”.
However, massive redistribution of wealth occurs,
but nevertheless no polarization is visible, because
economic growth is large enough to disguise interest
transfer effects.

Figure 4: Graphical output of the Scilab code
above for the evolution of wealth in a constant
parameter economy with 𝒓 = 𝟐% and 𝒚 = 𝟓%.

Results for r = 2% and y = 1%
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Here, economic growth is low, in particular
lower than the mean capital return rate. Now,

Summary and Conclusions

polarization occurs and the economy becomes more

In his article Debraj Ray (2014) criticizes Thomas

and more unstable.

Piketty:
“... And so we come to Piketty’ s Third
Fundamental Law, what he calls “ the central
contradiction of capitalism” : The rate of return on
capital systematically exceeds the overall rate of
growth of income: 𝑟 > 𝑔.
Relatively speaking, this is the most
interesting of the three laws. ...
Here is what Piketty concludes from this
Law, as do several approving reviewers of his book:
that because the rate of return on capital is higher
Figure 5: Wealth of each of the 10 household
groups of the economy for 𝒓 = 𝟐% and 𝒚 = 𝟏%.

than the rate of growth overall, the income of capital
owners must come to dominate as a share of overall

Each column contains the wealth of a houshold, each

income. ...

row contains the wealth of all groups for a year from
(a) the above assertion is simply not true, or

−1 to 50.

to be more precise, it may well be true but has little
or nothing to do with whether or not 𝑟 > 𝑔, and (b)
the law itself is a simple consequence of a mild
efficiency criterion that has been known for many
decades in economics. Indeed, most economists
know (a) and (b), or will see these on a little
reflection.
...
Figure 6: Graphical output of the Scilab code
above for the evolution of wealth in a constant
parameter economy with 𝒓 = 𝟐% and 𝒚 = 𝟏%.

But the Piketty faithful will still cling to the magic of
that all-pervasive formula: 𝑟 > 𝑔. That looks right,
43
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doesn’ t it, and besides, it is impressive how

annual labor income, and reaching the million-dollar

empirically the law appears to hold through decades

mark (let alone tens of millions) is far harder and

of data. My answer is: yes, it does look right, and its

riskier. But physical capital — land and financial

empirical validity is indeed impressive, but to me it

assets

is impressive for a different reason: that it is a mini-

accumulated. In this sense Piketty is right in turning

triumph of economic theory. Here is a fact. Take any

the laser on capital. But, as I said, it’ s just a vehicle.

theory of economic growth ... it follows, not

—

can be steadily and boundlessly

Ray says, that “Piketty’s Third Law has been

empirically but as a matter of theoretical prediction,

known to economic theorists for at least 50 years, and

that 𝑟 > 𝑔. Piketty’ s Third Law has been known to

no economic theorist has ever suggested that it

economic theorists for at least 50 years, and no

“explains” rising inequality.” The argument is, that

economic theorist has ever suggested that it

𝑟 > 𝑔, i.e. 𝑟 > 𝑦 with the notation used here, cannot

“explains” rising inequality. Because it doesn’ t. It

explain rising inequality, because 𝑟 > 𝑦 is a

can’ t, because the models that generate this finding

consequence of the standard models of growth

are fully compatible with stable inequalities of

theory, which are themselves “compatible with

income and wealth.

stable inequalities of income and wealth”.

...

Is this the only possible conclusion that might

You need something else to get at rising inequality.

be drawn? What if the standard models of

What then, explains the marked and disconcerting

neoclassical growth theory were not appropriate to

rise of inequality in the world today? Capital, in the

explain the evolution of heterogeneous economies

physical and financial sense that Piketty uses it, has

over time? What if the redistribution potential of the

something to do with it. But it has something to do

fact that capital income has to be financed by labor

with it because it is a vehicle for accumulation. It is

income of others were not reasonably taken into

probably the principal vehicle for accumulation by

account? Ray acknowledges capital as a vehicle of

the top 1% or the top 0.01%, simply because there

boundless accumulation, but the fact that this

are generally limits on how high the compensation to

accumulation has to be paid for by others, seems to

human capital can be in any generation. It is hard

be out of sight25.

enough to make a few hundred thousand dollars in

25

whether by throwing the dice or drawing a card, the Banker
pays him/her a $200 salary" won't prevent the lower
households" from becoming impoverished eventually while
paying increasing interest transfer payments to
the upper households" round by round.

For those who are not convinced of the power of this
redistribution mechanism, I'd like to recommend playing the
Monopoly game a few times. Even the unconditional basic
income. Each time a player's token lands on or passes over GO,
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Anyway, the model presented here shows a
clear

correlation

between

𝑟>𝑦

and

profitable properties has to be financed by the labor
income of other households.

rising

inequality. It supports the empirical findings of

6. If polarization occurs, then the differences in

Piketty on a theoretical basis, and we draw the

wealth of upper and lower household groups become

following conclusions:

snowballing; the redistribution is driven by a positive
feedback mechanism.

1. In a constant parameter economy no polarization
occurs, if:

7. In section 5.4 above we saw that interest transfer
𝑍𝑡𝑖 is negative for lower household groups and

(a) 𝑟 = 0 and each household or no
household saves;

positive for upper household groups, irrespective of
the

(b) or if 𝑦 > 𝑟 > 0 and for each group 1 ≤

relation

between 𝑟 > 0 and 𝑦 .

Thus,

redistribution of wealth always occurs, but if

𝑖≤𝑁

economic growth is strong enough, then this might

1
𝛼𝑖
Δ𝑖1 + 𝑆0 > 0.
𝑦−𝑟
𝑦

not attract special attention.
(7.1)

In a constant parameter economy, 𝑦 > 𝑟 is

2. Assume Δ𝑙1 < 0 for some lower household group

necessary to prevent the economy from becoming

𝑙. If 𝑦 > 𝑟 > 0 and if 𝑟 approaches 𝑦 then (7.1) will

polarized, and this is in accordance with the
empirical analysis of Thomas Piketty (2014, 2015)

eventually be violated, and in this case polarization

which he carried out for many different countries.

occurs although the growth rate exceeds the capital

Furthermore, the condition 𝑦 > 𝑟 and its

return rate.

prospect of avoiding polarization might explain why

3. If Δ𝑙1 < 0 and if 𝛼 𝑙 is small enough for given

there is an omnipresent demand for growth; the

𝛽 𝑙 > 0 , then again (7.1) will be violated, and

results of this paper and the simulations mentioned

polarization will occur even if 𝑦 > 𝑟 > 0; thus, the

below suggest that if the economic rules of the game

distribution of labor income also has a critical impact

are not changed, eternal growth is the only way to

on polarization.

prevent an economy from becoming polarized.

4. If 𝑟 ≥ 𝑦 polarization occurs eventually.

But unlimited growth is not possible in a

5. A cause for the redistribution of wealth is interest

finite world. Therefore, our results strongly indicate

transfer. Capital income that is generated from

that unlimited capital income and very different labor
income distributions lead to polarization and
45
Volume 11, Number 1

AMERICAN REVIEW OF POLITICAL ECONOMY

Keen S. (2011). A monetary Minsky model of the
Great Moderation and the Great Recession.
J.
Econ.
Behav.
Organ.
(2011),
doi:10.1016/j.jebo.2011.01.010.

eventually to economic breakdown, as proposed and
modeled by Hyman Minsky (1992) and Steve Keen
(2010, 2011).

Kremer J. (2008). Dynamische Analyse – Die
Untersuchung des langfristigen Verhaltens
von Ökonomien, in Luderer B. (Hrsg.) Die
Kunst des Modellierens – Mathematischökonomische Modelle, Vieweg+Teubner.

In this article, the influence of taxes is not
considered. Taxes may have a strong impact on the
results derived in this article as they usually cause a
redistribution of wealth from the upper to the lower

allow for the state as an economic agent. While it is

Kremer J. (2013). Grundlagen der Ökonomie –
Geldsysteme, Zinsen, Wachstum und die
Polarisierung der Gesellschaft, 2. Edition,
Metropolis.

not possible in this case to derive closed formulas for

Kremer J. (2016). Geld ohne Schuld, Metropolis.

household groups. In Kremer (2013) it has been
shown that dynamic analysis can be extended to

the evolution of wealth of different household

Minsky H. (1992). The Financial Instability
Hypothesis, Working Paper No. 74, Levy
Economics Institute of Bard College.

groups, simulations suggest that the conclusions of
the current model remain essentially valid even when
the

prevailing

fiscal

system

is

taken

into

Piketty T. (2014). Capital in the Twenty-First
Century, The Belknap Press.

consideration. That is, the current system of taxation
in Germany that favors capital income reduces the

economy from becoming polarized.

Piketty T. (2015). Putting Distribution Back at the
Center of Economics: Reflections on Capital
in the Twenty-First Century, Journal of
Economic Perspectives, February 2015, 29
(1), 67– 88.
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agreements for the cost of union representation. The
recent resurgence in interest has spurred intense
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discussion on the subject in Missouri where the bill
passed the Legislature before Governor Nixon
vetoed it. However, we feel the nature of the

Bradley L. DiMariano
University of Missouri-Saint Louis
bdb75@mail.umsl.edu

discussion overlooks evidence and findings from
nearly a half century of research on the topic. We

Abstract

resolve to incorporate this research to analyze the
present policy implications of RTW, and offer a

We argue that Right-to-Work policies are a net
negative for a state’s economy. Such a policy
produces a state of underinvestment, low level of
employment and increasing inequality. We present
evidence that suggests that Free-to-Bargain states
should avoid implementing Right-to-Work laws.
We propose to clarify the connection between labor
and economic growth. Within a Kaleckian
theoretical framework, economic growth is demand
constrained, which takes us to adopt a public policy
grounded on better wages, reducing income
inequality, and increasing the relative bargaining
power of labor. Modern economies need to be
inclusive and founded on knowledge, and not on the
feudal resemblances of inequality and low living
standards. We point out that Kaleckian’s insights
can redirect economic policies towards a path for
capital accumulation and economic prosperity.

new evaluative framework for gauging the effects
of labor policies in Missouri, Illinois, and Kentucky.
To disentangle the rhetoric on the subject for
our analysis, we need to iterate the function of a labor
union as a market institution. A union is a
cooperative organization of workers designed to
enhance the relative bargaining power of a single
worker vis-à-vis the capitalists. Adam Smith points
out in the Wealth of Nations the necessity of a labor
union when he describes the inequity in bargaining
power in the labor market.
It is not, however, difficult to foresee
which of the two parties must, upon
all ordinary occasions, have the
advantage in the dispute, and force
the other into a compliance with their
terms. The masters, being fewer in
number, can combine much more
easily; and the law, besides,
authorizes, or at least does not
prohibit their combinations, while it
prohibits those of the workmen. We
have no acts of parliament against
combining to lower the price of work;
but many against combining to raise
it. In all such disputes the masters can
hold out much longer. A landlord, a

Keywords: economic growth, labor policies, rightto-work.
JEL: J58, O43, R58
Introduction
Since the economic recession of 2009, three
states in the Midwest have enacted Right-to-Work
laws (RTW) to bar labor unions from negotiating
security clauses and collecting agency fees from
non-members covered by collective bargaining
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farmer, a master manufacturer, or
merchant, though they did not employ
a single workman, could generally
live a year or two upon the stocks
which they have already acquired.
Many workmen could not subsist a
week, few could subsist a month, and
scarce any a year without
employment. In the long-run the
workman may be as necessary to his
master as his master is to him, but the
necessity is not so immediate (Smith
1776, I.8.12).

their position. Under federal law, an NLRA certified

Labor unions provide workers recourse to avoid

that compulsory unionism violates a worker’s

exploitation, and receive fair compensation for their

inherent individual liberty by abridging their

work. Unions help to reduce the inefficiencies borne

freedom of association. According to this logic, a

in the labor market by inequities in bargaining

worker should not have to pay dues or agency fees to

power.

an organization against their choosing (Vedder,

union exclusively represents all workers in a
bargaining unit. Some workers who object to union
representation can opt out of joining the union, yet
pay dues or agency fees to cover the costs incurred
by the union to negotiate on their behalf. Unions have
to disclose this option, known as the Beck right,
following the Communication Workers of America v.
Beck in 1988 (NLRB). Yet proponents of RTW claim

2010).
Labor unions have declined in the United
This

States. Membership rates stand just below 8.4% of

rationale

contains

problematic

the workforce in Missouri, a 26-year low in 2015. In

assumptions that undermine the coherency of their

Illinois and Kentucky, the rates stand at 15.1 and 11

argument. Primarily, it presupposes that a worker

percent

unionized

first exercises their freedom to associate with an

manufacturing jobs have moved overseas due to

employer and union after being hired. In reality, a

neoliberal macroeconomic policies. With fewer

worker who applies for employment at a union shop

production jobs remaining in the country, states have

must understand the necessary requirements to

chartered policies focused on using incentives to

remain employed after hiring on, of which

transfer wealth and jobs over state lines rather than

contributing to the associated union is one. The

enacting policies to create new wealth (Allegretto

moment when the worker actually exercises their

and Lafer, 2011). In this environment, policymakers

freedom of choice is during their job hunt when they

are looking for opportunities to turn their state’s

choose a firm with which they want to associate. A

economic

rational actor willingly choosing to seek employment

respectively.

forecast

Traditional

around,

which

has

some

with a union shop despite their desire not to

lawmakers proposing RTW as their solution.

contribute to the associated union has already made
Proponents of RTW laws rely on a

their decision, and legislating to force a company and

philosophical and economic argument to support
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union to let such a worker withdraw from the

This argument also overlooks the fact that

established bargaining agreement exudes false

union members receiving fair compensation for their

moralism and governmental paternalism.

labor do spend their extra income. We contend that
growth is demand constrained. Therefore, the ability

Likewise, an employee working for a firm

of unions to minimize income inequality and to put

where a majority of workers vote to establish a union

more money in the pockets of workers helps to

is not obligated to remain with the firm if the

stimulate job growth (Western and Rosenthal, 2011).

conditions to remain employed are no longer

By slashing wages through RTW, such neoliberal

favorable in their mind. Yet the logic behind RTW

policy drives profit-led periods. This last point

relies on this assumption that individual workers

proves that businessmen are winners with such

have this right. This reasoning proves problematic in

decision (Nikiforos, 2014). Even if RTW does attract

RTW states when firms begin looking for employees

jobs from around the Midwest or nation to Missouri,

who will not join the union or pay agency fees to

Illinois or Kentucky, the result will be a fall in the

undermine the voice of the workers who did choose

marginal productivity of labor. With low labor

to join (Harcourt and Lam, 2007).

marginal productivity, the economy’s output cannot

When considering that advocates also tout

be expanded, which is clearly a sign of inefficiency.

RTW laws as tools of economic development, their

Thus, even within the neoclassical theory, RTW laws

philosophical argument becomes more perverse.

do not overall add to the growth of the American

This argument contends that labor unions cartelize

economy or states economies.

the supply of labor, which raises the wages of their

Let us expand more on the last remark. RTW

members by putting nonunion workers out of work

laws cut wages (and other transaction costs) (Zullo,

(Sherk, 2015). By passing RTW laws to hinder the

2011) and increases the proprietors’ income

monopoly effect of unions, policymakers insist they

(Stevans, 2009). In the neoclassical theory, this

are helping employers in the labor market. The extent

encourages businessmen to hire more labor instead

to which unions distorted the market may have made

of using more capital in their firms. This means a

worthwhile debate decades ago, but one can

reduction of the capital-labor ratio. In terms of

positively say that the effects of unions are

Solow’s economic growth model, it could mean

substantially smaller today than anytime in last sixty

underinvestment not only in capital but also in

five years. One must assume with stagnant wages,

human capital in the long-term. This is because a

declining incomes, and low union membership rates

lower capital-labor ratio takes the economy to

that workers do not have the bargaining power today

growth under its golden-rule potential. This indicates

to exert an upward effect on wages.
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inter-temporal consistency problems between short-

are difficult to assess because the law’s effects are

term profit maximizing behaviour and long-term

entangled with the effects of other business friendly

economic growth in the neoclassical rationale behind

policies that affect firm formation and employment

RTW laws. Considering the main point, we want to

growth (Collins, 2014). T.J. Holmes examined

underline here, this suggests that RTW laws do not

business friendly policies, including RTW laws, and

support economic growth strategies even within the

their effect on firm movement across state lines.

orthodox perspective.

While he found business-friendly states witnessed
manufacturing move from bordering states, he

Despite labor union’s diminished stature,

stressed that prevalence of intervening factors, such

proponents insist RTW policies as pro-economic

as population migration to the South with the

growth by nature. These proponents include business

widespread adoption of air conditioning, and that his

groups and likeminded legislators, who argue against

findings offered no prescriptive policy advice for

government regulations limiting the laissez-faire

lawmakers about passing RTW (Holmes, 1998).

flexibility of business owners. The incongruity in the
pro-business caucus’ beliefs unfolds when their

We claim that one can still descriptively infer

economic argument is placed within the greater

conclusions from empirical trends, and that the

philosophical argument. In order for them to

economic rationale of RTW is moot. Big businesses

recognize the primacy of the individual’s freedom to

favour RTW policies because the law weakens the

association, the government must supersede the

bargaining power of labor unions, and gives the firm

decision-making capacity of the firm who has a

greater relative power to dictate pay and operations

bargaining agreement with a labor union, and thus

unimpeded (Garofalo and Malhotra, 1992). The law

restrict their right to negotiate contracts with union

theoretically proposes to promote a healthy business

security clauses. For these groups that advocate for

climate and encourage growth, but just in the short

the pre-eminence of firms to dictate their own terms,

run before actual profits are realized (Abraham and

including employment policy, such a stance as RTW

Voos, 2000). Missouri, Illinois, and Kentucky would

appears contradictory.

still have to compete for firms with 25 other states
with RTW laws.

For a topic spanning generations with intense
political flare, the body of academic literature on the

Thus, other policies and incentives will serve

relationship between RTW laws and economic

as the deciding factor in a firm’s decision to establish

growth is relatively non-existent. The absence of

in Missouri. In the current global, knowledge-based

academic studies allows policymakers to continue

economy, firms are searching for states with

debating this point. The economic outcomes of RTW

educated and skilled workforces, proximity to
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markets, low energy costs and transportation

procedures for conflict management and resolution

according to business consultants (Allegretto and

(Barth, Bryson, and Dale-Olsen 2013; Garofalo and

Lafer, 2011). Even the Missouri Chamber of

Malthotra, 1992; Zullo 2011). When labor unions

Commerce cites the fact that CEOs of Missouri’s

have free-riding members, their ability to bargain for

largest companies foremost want a prepared

the fair wage diminishes. In return, workers sell their

workforce to meet the challenges of tomorrow’s

labor below the equilibrium in the market, which

economy (2015, p.13). Rather than seeking two

produces social tension and income inequality. For

contradictory policies, the Chamber might realize

this reason, average wages for workers are lower in

their goals quicker by collaborating with unions to

RTW states than Free-to-Bargain states (Collins,

train Missouri’s workforce for the future demands

2014).

cited in their reports.

One dimension of discussion about RTW that

RTW does substantively impinge on other

lawmakers tend to overlook when debating is the

economic outcomes. Part of the reason that RTW

social effects that labor unions have on their

laws are considered business friendly is that the

members. Employees are the most valuable

policy hurts labor unions (Huston and Davis, 1995).

resources for a firm. The firm’s management

Labor unions maximize their efficiency when all

searches for policies and practices to maintain a

members of a bargaining unit contribute. RTW

healthy workplace culture, and maximize employee

forbids agency fees so that a worker can seek

satisfaction,

employment with a union shop without having to pay

organizational justice. Unions moderate the negative

their share of representation. Scholars view union

effects of organizational change and minimize job

representation as a non-excludable good meaning

anxiety by giving employees an outlet for

that all workers benefit from a union’s presence once

involvement separate from the company (Luchak

they establish themselves whether they contributed

and Pohler, 2014). Labor unions can complement

or not. As a result, union representation will be

and synergize management techniques designed to

underprovided in the presence of free riding member

improve business.

(Delaney, 1998).

productivity,

and

perceptions

of

Other economic consequences result when

To demonstrate RTW’s effect on the labor

workers receive compensation at less than market

movement, we should observe unions as a social

rates for their labor. The erosion of labor unions in

institution within the labor market. By mobilizing the

the United States has steadily led to higher wage

bargaining power of workers, labor unions negotiate

inequality. It has been inferred that the decline of

higher wages, safe working conditions, and defined

unions accounts for a third of wage inequality of men
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and a fifth of it of women (Western and Rosenfeld,

Law

requires

unions

to

be

the

exclusive

2011). It is also found that a union’s ability to

representative of a bargaining unit to provide their

indirectly raise wages for other non-union workers in

services to non-contributors on the backs of their

an industry had diminished with their erosion,

members (Huston and Davis, 1995). To convince

meaning RTW laws produce deflationary effects on

free riders to contribute, the union must become

wages.

more effective on fewer resources. This process will
encourage contributing members to become free

Proponents often argue that the result of low

riders, who have no incentive to keep paying if the

unionization rates is due to workers simply rejecting

union is providing services more efficiently, and will

union representation. However, RTW coupled with

gradually erode the union’s effectiveness and

the current legal structure regulating labor unions is

responsiveness (Harcourt and Lam, 2007).

responsible for a reduction in unionization. The
growth of workers who desire union representation

In sum, the evidence in the literature

has risen among non-union workers to the point

generally sides with opponents of RTW, who

where the unionization rate would have stood at 58%

advocate for keeping Missouri, Illinois, and

in 2005 if workers who wanted union representation

Kentucky as free bargaining states. Research on the

received it (Allegretto and Lafer, 2011). RTW laws

subject documents the negative effects. In terms of

and the creation of free riding members affects the

public policy, the reduction in the relative bargaining

rate of union organizing by undermining collective

power of workers through the weakening of unions

resources, which causes a permanent reduction of 5%

creates undesirable economic outcomes. Therefore,

in union density within 10 years (Ellwood and Fine,

the guiding criteria for labor policy should be if

1987). That is partially why effects of the law in

proposed laws affecting the labor market augment or

Michigan or Indiana as examples are not yet possible

do not affect the relative power of workers.

three years later.

Other researchers have taken the initiative to

For unions to maximize their effectiveness in

provide alternatives to RTW laws to attempt to

a RTW state, they have to focus on member

maintain the relative bargaining power of workers

satisfaction to receive dues from them to finance

while accommodating business interests (Delaney

operations. Proponents insist that security clauses

1998; Harcourt and Lam, 2007). Yet, we deem that

make unions unresponsive to the interests of the

these policies would cause a reduction in the

membership since the union’s leadership does not

bargaining power of labor, hamper the efficiency of

have worry about free riders. Yet RTW creates a

unions and impose heavy transactional costs for

detrimental Catch-22 for unions and their members.

firms and labor unions during negotiations. We have
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observed these shortcomings, and seek to reframe the

only will be obtained in the future, by then they will

discussion on RTW by incorporating Kaleckian

not be in charge and someone else would take

economic models into labor policy debates, which

advantage of their past decisions. The reasoning is

we show empowers workers and boost profits for

clear. Managers know their compensations depend

firms. Michel Kalecki desired an efficiently

upon keeping the shareholder perceiving high

functioning capitalistic market system, yet pointed

profits. Hence, from the individual perspective of a

out tendencies in human behavior which prevented

manager it is rational sense to support RTW laws and

the optimal utilization of resources including labor.

refuse to get concerned with long-term path of

To Kalecki, the labor market naturally operates at

beneficial economic growth for all. Besides, there is

some unemployment equilibrium under laissez-faire

the fact that RTW laws increase negotiation costs

capitalism meaning that firms will not provide jobs

(transaction costs) in the short-term. Ceding power

for all workers. The firm chooses this route because

to the unions means less profits in the short-term,

the full utilization of labor would create full

which is a sign of bad performance by the manager.

employment, which in turn provides to workers

Therefore, with neoclassical theoretical elements,

strong, individual bargaining power.

such as time inconsistency between short-term and
long-term managerial decisions. It is evident that

Big businesses have a rational self-interest in

inclusive economic growth for all is not more

opposing full employment according to Kalecki.

important that keeping the shareholders happy and

When full employment exists, employees maximize
their

bargaining

power,

discretion

in

taking the compensations for such good performance

the

as manager. This is another way to point out that

management of the firm, and influence over terms of

RTW laws are inconsistent with income equality and

compensation and working conditions. Rather than

an economic growth that benefits all. RTW laws just

cede this power, big businessmen underinvest in

offers more incentives for managers to keep

their firm even though this choice makes the firm less

themselves richer and richer while the remaining of

profitable than under conditions of full employment

the society deals with less and less income.

to maintain as much discretionary power as possible.
Also, from the neoclassical perspective, businessmen

Kalecki’s theory did not stop with an

face an issue of inter-temporal type (Hogler, 2005;

economic analysis. He concluded that capitalists

Robinson, 2012). Today’s managers would like to

would involve lawmakers to pass legislation to

show they can increase profits, so RTW laws that

prevent policies that promote full employment and

immediately cut labor costs are supported by them.

the bargaining power of workers (Kalecki, 1943).

If they do not support RTW laws today higher profits

The fight over RTW in Missouri, Illinois, and
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Kentucky is emblematic of business interests

that is the path to attract business, increasing wages,

attempting to permanently hamper the bargaining

and liberate workers (Grace, 2015; Stuckey and

power of workers to reduce wages and negotiation

McDermott, 2015).

costs at the expense of a more profitable economy in

Conservative claims follow supply-side

the long-term. The tell-tale signs are present to

economics that has dominated policy design in the

support this model, which would explain why

United States and around the world since early

corporate interests are masquerading as pro-worker

1980s. Right-to-Work follows other neoliberal

in the RTW debate.

economic policies, which have led to the decline of

This model of capitalism may help fill the gap

the bargaining power of workers. These policies are

in the literature on RTW. Currently, researchers have

based on a trickle-down effect where the cost of

provided little and inconclusive insight on the effects

production must be reduced so that profits and the

of RTW laws on economic growth. Kalecki’s model

level of investment increase and more job

should demonstrate that an anti-worker’ policy leads

opportunities emerge. The logical result should be an

to under investment, and less private profits in the

increase in the prosperity of the middle class. The

economy. If this is the case, Missouri, Illinois, and

problem is that this model has failed to materialize in

Kentucky lawmakers should realize that RTW, while

the states that have adopted RTW laws and business

the law appears business friendly in the short term, is

friendly policies. We argue that if Missouri, Illinois,

anti-growth, and a legislatively binding inefficiency

and Kentucky want to obtain the promised results

foisted onto the labor market.

that RTW advocates describe, those states need to
stay as a free-to-bargain state.

Contextual Data

Right-to-Work laws intentionally undermine

The Midwest states around Missouri present

labor organizations. With RTW, labor unions have

a unique opportunity to analyse RTW laws. Most

fewer resources to fund their political projects.

states are RTW states, which enacted such laws in

Conservatives rarely acknowledge that this is their

1947. The exceptions are Kansas (1958) and

real objective in policy debates. However, former

Oklahoma (2001). Of Missouri’s neighbours, only

Republican Speaker of the Missouri House, Steve

Kentucky and Illinois are not RTW states. The fact

Tilley, shed light on the political motivations behind

that Missouri, Kentucky, and Illinois are not RTW

Republican support for the law following its passage

states does not mean that their conservative

in the Legislature: “This issue is not a conservative

advocates are not pushing legislation to RTW. To

issue… Here’s the honest problem. Republicans

revisit, sympathizers of RTW in Missouri contend

have a distrust of unions, [and] rightfully so because
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unions have always typically supported Democrats.

the “monopoly effect” of unions happened without

So when a Republican comes into the House, I think

the assistance of RTW laws. These data imply the

very few of them really know the mechanics of

neoliberal

Right-to-Work, but they are initially for it because

accomplished its laissez-faire agenda of flexible

the other people are against me so I’m going to be for

labor markets.

it” (Herndon, 2015).

labor

policy

has

successfully

The effect of having a smaller unionized
population of workers is a loss in income. By

1983 2014 Change
11

4.7

-6.3

increasing the bargaining power of workers, unions

Illinois

27.4

15.1

-12.3

maintain fair wages for the middle class. In their

Iowa

21.5

10.7

-10.8

decline or absence, one would expect to find a

Kansas

18.7

7.4

-11.3

decline in level of wages and salaries.

Kentucky

20.8

11.0

-9.8

Missouri

23.2

8.4

-14.8

Nebraska

16

7.3

-8.7

Oklahoma

14.7

6.0

-8.7

Tennessee

18

5.0

-13.0

20.1

11.1

-9.0

Arkansas

United States

Table 1. Membership union rates (%)26

In the mid-1940s, the United States reached a
union membership rate of around to 30 percent of
employed workers. Labor unions have seen a

Figure 1. Average wages and salaries, 1969-201327

sustained decline since then. Once we see these
numbers is evident the impact of Taft-Harley act of
1947. Table 1 shows the decline from 1983 to 2014
in percentage points. Notice that Missouri (-14.8)
and Illinois (-12.3), without being RTW states, are
among the top 3 states that has a considerable drop
in membership union rates. We observe that breaking
26

27

Source: Bureau of Labor Statistics.

Source: Bureau of Economic Analysis.
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Table 2. Before and after Right-to-Work Laws29
With declining wages and incomes, Table 2
documents the growth of inequality through the Gini
Figure 2. Average wages and salaries, 1969-201328

coefficient. The results on column change (1) is

Figures 1 and 2 are evidence of the wages and

obtained through the subtraction of the values of

salaries decline since 1980 and the large scale

column “before RTW-1940” from the values of

implementation of neoliberal economic policies. The

column “right-to-work enacted”. The result on

Taft-Harley 1947 effect was directly against labor

column change (2) is obtained through the

unions. Yet, there was a compensatory force that

subtraction of the values of column “right-to-work

avoided the debilitation of labor movement affecting

enacted” from the values of column “2012”.

aggregate demand considerably. That force was the

Before RTW laws were in vogue, the change

demand-stimulus “Keynesian” policies between

(see column change (1)) in the income inequality was

1940s and early 1970s. By the early 1980s, economic

less than after the RTW laws were enacted (1947)

policymakers abandoned Keynesian policies. The

(see column change (2)). Curiously, the case of

new paradigm stressed the deregulation of markets

Oklahoma reflects, between 1940 and 1947, that

as the path to economic success. Workers no longer

income inequality fell 0.02 points, whereas in the

had countervailing force protecting wages on the

other states under our analysis went up. All these

public policy scene in both national and state

numerical features prove the times before RTW laws

government.

were better in terms of inequality. After those times,
RTW laws were going to be put next to deregulation.
This deteriorated the economic conditions of

28

Source: Bureau of Economic Analysis.
Note: For the Oklahoma case, on column Change (1) we use
the data corresponding to 1947 (0.384) to obtain the result that

is showed. Oklahoma became a RTW state in 2001. That
explains the 2001 in brackets.

29
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working people. The results of column change (2)

Missouri, Illinois, and Kentucky are compared to the

show increases of two-digits.

most recent RTW states, Kansas (1958) and
Oklahoma (2001). Missouri and Illinois are above
the other states. Kentucky shares the same tendency
with Oklahoma, which proves that RTW is not
necessary to incentive higher profits32.

Figure 3. Share of states’ gross operating surplus
in the U.S. total (%)30

Figure 4. Share of states’ dividend, interests, and
rent in the U.S. total (%)33

Figure 3 contrasts Missouri, as a non-RTW
state, with RTW states who enacted it back in 1947.

In Figure 4 the non-RTW state, Missouri, is

It depicts the gross operating surplus share of these

at the top among the RTW states that enacted such

states in the United States total of gross operating

law in 1947 with respect to percentage share in the

surplus 31 . Conservative advocates claim that RTW

U.S. total of dividend, interest, and rent34. The same

transfers capital and investment from non-RTW to

results are obtained if we include Illinois along with

RTW states. If this assumption was true, we would

Missouri, and the most recent RTW states, Kansas

observe that businesses’ income in RTW states will

and Oklahoma. The difference is that Illinois is way

have a greater share than in non-RTW ones. The

above the share hold by Missouri. It has to do with

contrary is indicated. Missouri even follows the same

the influence of Chicago as industrial city in the

tendency with Tennessee. This suggests that RTW is

Midwest economy35. All this confirms that the non-

not necessary to increase the profits of businessmen

RTW states do not need of such legislation to have

and investors. The same results are observed when

30

33

31

34

Source: Bureau of Economic Analysis.
Gross operating surplus refers to business income of private
domestic enterprises, i.e., corporate profits before tax excluding
capital depreciation.
32
The authors will show the graph used to defend this point
under request of the reader.

Source: Bureau of Economic Analysis.
Dividend, interest and rent refers to the income originated on
property or investment. This statistical reference is also called
“property income” or “investment income”.
35
The authors will share the graph used to defend this point
under request of the reader.
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better levels of profits. Without RTW laws, these

Recent tendency for Economic Growth:

states have been able to consolidate a share greater

Innovation and Knowledge based Capital

than those of RTW states.

It is problematic to support an economic

Our brief review of the statistics reveals that

theory that postulates cutting the costs of production

RTW laws are not necessary to have better

as a way to incentive economic growth. Kalecki and

performance regarding profit rates. In fact, they

Keynes have been clear in this regard. Such

indicate that another approach regarding wages and

postulate, i.e. cutting wages, is only valid at the

labor organization is fundamental to enhance even

microeconomic level of the firm. It cannot be

more the conditions of capital accumulation, i.e.,

extended to the macroeconomic level, which is the

better rates of profits. This simple look over the

total of firms that are part of national economy or

numbers offers validation for the following

state’s economy. The rationale is simple. If an

conclusions:

individual firm cuts its costs of production via less
wages due to a RTW law allows it, the profit rate of

1. RTW laws only diminish the political

that firm will increase as long as the other firms do

empowerment and influence of unions. The

not cut their costs of production and lower their

membership rates in the unions have declined

prices. Only under this scenario a firm will be able to

constantly in the last 30 years.

do so. Notice that no other firm can compete against

2. Without the political counterbalance in the

the firm who is taking advantage of the RTW law.

national and local democratic scenarios of

Notwithstanding, we know that once the incentive to

unions, the middle class has seen their income go

cut production costs paying less wages is out there,

down and rising inequality. Wages and salaries

the dominant strategy will be to lower prices as well

have been reduced since the consolidation of two

as to try to gain a portion of the market by other firms

economic policies: Taft-Harley act of 1947 and

– within an oligopolistic market structure like we live

deregulation (i.e. promotion of free market

in (Lavoie, 2009).

economy).
3. RTW laws are not necessary to promote

If all the firms cut their production costs, and

better levels of profit. Income/investment

leave their prices unchanged, they should expect

property and the business income of private

higher profits. Yet, we have to recall that they pay

domestic firms are greater in non-RTW states

now a lower wage, which means less available

than in RTW ones.

income in the economy to spend by the households
(who are composed of wage earners). Less
consumption means fewer sales. This definitely will
58
Volume 11, Number 1

AMERICAN REVIEW OF POLITICAL ECONOMY

collide against the expected high profits that
businessmen set at the moment of cutting their

Within the area of reference, we are studying,

employees’ wages. In an oligopolistic world where

we find that non-RTW states are better ranked

we live in, low profits means less internal capability

although away of the first places regarding number

by the firms to increase the funding of future

of patents. This suggests that what they need to do is

investments (Kalecki, 1945; Kregel, 1972). We

to keep generating profits to fund along with

claim that RTW laws only benefit the pecuniary

governmental assistance innovative ideas to expand

culture of rent-seeking behavior, especially in the

the asset of a twenty-first century society:

capital markets. RTW laws create the expectation of

knowledge-based capital. In particular, Kentucky

higher profits which causes stock prices to go up

should be aware of this tendency. It is quite close to

(Abraham and Voos, 2000; Veblen, 1901). But this

lower places in the national scenario. Precisely, that

“positive behavior” of the capital market with respect

is the condition of Nebraska and Arkansas, pioneers

to RTW is based upon artificial facts. It is based upon

on RTW. Currently, notice that Kentucky is doing

profits that have not yet realized. We state that an

patents as much as Oklahoma, which adopted the

economy’s foundation have to be real (physical

RTW policy to encourage economic growth. This

output, services, and intangible knowledge-based

reflects the failure of such policy.

assets) and not speculative.

This potential outcome with RTW laws is

Ranking

Patents

worrisome. The United States’ economy is behind

Illinois

8

4,644

with respect to investment in intangibles assets if we

Missouri

24

1,184

compare it to other developed nations (Hulten,

Kansas

25

1,018

2013). Intangible assets investment includes all that

Tennessee

26

1,003

refers to Knowledge Based Capital (KBC). KBC

Iowa

28

933

depends on innovation. However, tons of news ideas

Kentucky

32

553

are not worthy if there is not the necessary

Oklahoma

33

548

reorganization that allows firms to adapt to the

Nebraska

40

307

changing environment imposed by innovation.

Arkansas

43

159

Innovation that does not go along with knowledge

United States

---

133,582

applications to the process of production and
organization of a firm just produces more products

Table 3. Utility patents issued to state residents,
201336

36

but not better. Naturally, when innovation is tied to

Source: National Science Foundation.
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knowledge there is an exercise of harmonizing

resources, because in that way can provide public

between what we know and how we could improve

goods and to fund risky projects that the private

our current knowledge. This is when we produce

sector is not going to embrace, but whose social

more and better products. Let us think in simpler

return (represented in greater innovative ideas and

terms: the cell phone. We went through a quite large

increasing the KBC) are high enough to justify the

number of cell phones designs and models until we

action of public policy in such direction. There are

are can check the weather or to make a bank

several explanations for the last Great Recession

transaction. We argue more products are better when

(2007-2008). But particularly the one that appeals to

they help to resolve human being’s problems. This

the fact that United States has diminished its level of

regardless of the mainstream economics’ reasoning

investment in KBC shows to be very explanatory to

that resources are scarce; resources are not scarce

the American reality in contrast to other developed

they become scarce through the social construction

countries.

by seller and buyers that interact in the oligopolistic

RTW is a policy that conduces to a pre-

market (DeGregori, 1987).

modern scenario and takes away local and national

Our concern with this simplistic policy (i.e.

economies from the most competitive, promising,

RTW) is that it overlooks the fact that public finances

and growing scale of businesses that are based on

get affected. Lower wages mean less income and

KBC and innovation investments. RTW is too simple

sales, and less tax revenues (Kelsay, 2014). In

as public policy to help a local economy to be

addition, it has to be remarked that capital gains are

competitive in a world complexly based in

less taxed than wage income. Thus, even if in the

knowledge and innovation. Kalecki insisted on

short-term a RTW law is passed, the higher profits

stimulating private investment to increase the

do not produce an increase in the government tax

aggregate demand. The process of innovation makes

revenues. Now, in terms of economic growth, RTW

us argue of the potentials to build a prosperous

laws mean higher profit rates in the long-term; yet,

economy. Innovation gives a region the advantage of

given that capital gains are not highly taxed, the

being the pioneer of a product or service. Also,

public finance of states governments can be affected

innovation has significant expansionary effects on

to the point that cannot fund/promote any new

employment. For instance, information technology

project that impact state economic development. In

has had ramification over other sectors of the

this sense, RTW laws as a strategy for long-term

economy. Finally, innovation leads to higher

economic growth will not deliver good results. It is

productivity, better wages, and lower prices

important that local government count on financial
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(Atkinson and Stewart, 2012). All these benefits will

(Lavoie, 2009; Chilosi, 2008; Kriesler and Halevi,

not be the result of cutting wages via a RTW law.

1991; Nell, 1989).
It is also important to notice the aggregate

A Demand Constrained Growth Model

demand (AD) depends upon the wage bill (wN) and

Our theoretical approach is Kaleckian. It is a

the autonomous expenditures (pa). The equation

growth model that is demand-constrained. Although

should be AD = wN + pa37. There are two things that

Kalecki’s theory is mainly macroeconomic based

are important to underline. First, the wages (w) has a

and not intended to explain the economic growth of

positive relationship with the amount of employment

a territory, we argue that his model has fruitful

(N). This goes against the negative relationship that

insights that can be brought to the regional economic

the neoclassical theory predicates in their labor

growth theoretical grounds. Economic growth is

market

about capital accumulation. It becomes possible by

demand

curve.

Second,

autonomous

expenditures refer to all the consumption and

means of increasing the rate of profits. What does

investments decisions made by businessmen. In

make profit rates to increase? Kalecki’s answer is

consequence, the businessmen whenever they decide

appealing to this question.

to spend and invest, both the AD and the rate of

In the Kaleckian framework, workers do not

profits increase. If there is not demand there are no

save and the businessmen both save and consume.

profits. In other words, if there are not sales, the

This assumption is not irrational. In the current

profits cannot be realized. When the rate of profits is

unequal economic, social, and political conditions

not growing, the possibilities of capital accumulation

throughout the world, it can be stated that workers

vanishes (Flassbeck, 2004; Mott, 2004; Kregel,

have limited resources to save. This takes us to well-

1989; Sardoni, 2011, 1989).

known equation profits = consumption out of profits

One of the main conclusions reached by

+ investment. Such equation clearly makes the

Kalecki, the labor market can have multiple

businessmen’s decisions the key to expand the rate

equilibriums. Without institutions like unions and

of profits. Businessmen get what they decide to

other

spend and invest. In Kalecki, the income (wages +

mechanism

that

make

possible

labor

empowerment, the level of employment and wages

profits) and expenditure (consumption + investment)

will be lower, which reproduces low living

approaches will take us to the same conclusion

standards. This is the situation that the economies
around and even Missouri, Illinois, and Kentucky

37

The AD can be represented in real terms as RAD = (w/p)N
+ a.
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𝜋: profit share in income (P/Y)

face today. The economic inequality is a real threat
for economic growth in these states. Let us present a

𝑣: inverse of the technical coefficient (Y/K)

formalized version of the Kaleckian model,
following the guidelines introduced by Marc Lavoie

The effective demand profit rate:

(2009), to make the case for higher wages and

𝑟 𝐸𝐷 =

stronger unions.

(𝛼−𝛽𝑢𝑛 +𝛽𝑢 )
𝑆𝑐

(4)
The investment equatio
This equation is obtained by combining (1)

𝑔𝑖 = 𝛼 + 𝛽(𝑢 − 𝑢𝑛 )

and (2).
(1)

The saving equation as a function of the rate
capacity utilization:

Where:
𝛼: the trend growth rate of sales expected by

𝑔𝑠 =

𝑆𝑐 𝜋𝑢
𝑣

firms.
(5)

𝑢: the actual rate of capacity utilization.
Equation 5 is obtained by combining

𝑢𝑛 : the normal rate of capacity utilization.

equations (2) and (3).
The saving equation:
The equilibrium rate of utilization:
𝑠

𝑔 = 𝑆𝐶 𝑟
𝑢∗ =

(2)

(𝛼 − 𝛽𝑢𝑛 )
𝑆𝜋
( 𝑐 )
𝑣−𝛽

where:
(6)

𝑆𝐶 : the saving out of businessmen’s profits

Equation 6 is obtained by combining (3) and (4).

𝑟: the realized/actual profits

For simplicity, we assume 𝑣 is constant. This

The profit rate equation from the cost side:
𝑟

𝑃𝐶

allows the profit rate to depend on the rate of capacity
utilization and the profit share in income. Another

𝜋𝑢
=
𝑣

assumption is that the profit margins of firms is
given, which implies that the real wage is constant.

(3)

This model is founded on the principle of effective
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demand. This offers that all adjustments are through

Situation 2. Assume that workers now earn

quantities. This makes sense since Kaleckian models

higher real wages, due to a labor policy that

are based on administered markets in which prices

encourages unionization and better wages and

are set over an estimation of costs (the mark-up).

salaries. Higher wages reduce the costs margin of

Firms behave in this way to be able to fund their

firms and their profit share. Less profits have an

investments; in this context profit generation is

impact on equations (3), which is negative due to

essential for the process of capital accumulation

profit share is reduced, and (4), which is positive,

(Laramie et. al., 2004; Meacci, 1989).

because of the less propensity to save out profits. But
look at the effect on equation (6). A reduction in the

Let us introduce two hypothetical situations

profit share translates into a less propensity to save

that are in favour of our main objective: higher wages

of the economy (less 𝑆𝑐 𝜋) whose effect is to increase

and stronger unions should be the guidelines for a

the rate of capacity utilization. This means there has

better economic policy that promotes economic

been a market induced redistribution of income in

growth and attacks the rising income and inequality

favour of workers. The workers have more income

(Flakierski, 2004). It can also contribute to reduce the

they will spend, which increases consumption and

lack of power balance in democracy. A working class

sales. A higher rate of capacity utilization is

politically empowered helps to guarantee a chance to

translated into higher profits. The paradox of thrift is

participate in the political process (Jossa, 1989).

accomplished and has significant macroeconomic

Therefore we recommend stronger unions.

effects. The fact that workers now earn more income
Situation 1. Assume that the AD has

means less profits share only temporarily (Paladini,

increased via a reduction in the propensity to save (or

1989; Vianello, 1989). Eventually, the long-term

an increase in the autonomous expenditure) by the

rates of accumulation and capacity utilization

businessmen. Notice the effect on (4) is to increase

increase making possible economic growth. This

the effective demand profit rate. The effect of less

explains why Missouri, Illinois, and Kentucky even

propensity to save or to expend more is reflected on

though are not RTW states have better level of profits

(6) with a higher rate of capacity utilization. Higher

and good economic growth performance.

capacity utilization and profit rate will increase the
The paradox of costs is overcome as well

profit rate from the cost side. This means that

using the Kaleckian theory. Higher real wages

businessmen will enjoy more profits and funds to

definitely reduces profits only at the microeconomic

invest. This is the consequence of positive capital

level. At the macroeconomic level, it results on

accumulation which enhances economic growth.

higher rate of profits, capital accumulation, and
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capacity utilization (Sawyer, 2004, 1989). These are

democracy. Such an outcome is not only desirable

the essence of any modern capitalist economy.

economically, but it is in line with American political

Lower wages only reproduce the conditions of more

values and thought.

inequality, less economic growth and resembles

We are aware that an economy can be wage-

feudal times that we are supposed to have overcome

led but the distribution of income might remain

within a capitalist society.

unchanged, or moving toward higher profit share.
But Kaleckian theory helps us to think in terms of

Concluding Remarks

potentiality of an economy. In this sense, an

We have demonstrated the true effects of

economy

RTW on a state’s economy, labor markets, and

that

is

wage-led

(i.e.

the

“distributionledness”) but cannot change its income

unions. Drawing on the Kaleckian theory, we

distribution has wasted potential, and the economy

documented that RTW makes an economy less

will sink into a crisis (Nikiforos, 2014). We do not

profitable and inefficient by lowering wages. In

believe that only by increasing wages, economic

terms of public policy, we identified that policies

growth will automatically happen. That will reduce

conducive to full employment based on fair wages is

our argument to the trickle-down effect reasoning.

desirable for society. Subsequently, we establish that

We know that the distribution of income depends on

the best criterion for judging labor policies, like

social norms and institutional factors. They evolve

RTW, is based on how a policy would impact the

through the fact that: 1) the power relations between

relative bargaining power of workers. A good labor

workers and proprietors are unstable. When one class

policy augments the relative bargaining power of

gains relative power over the other, it accumulates

workers, which we assume will lead to higher wages.

power quicker and the distribution of income shifts

For these reasons, we find RTW counterproductive

in its favour (DiPietro, 2015). 2) The direction of the

to a capitalistic economy, and argue instead for

distribution

wage-led growth (Sachs, 2004; Reynolds, 2004).

of

income

depends

upon

the

“distributionledness” of the economy. If an economy

Kaleckian growth models reach the economic

is wage-led for instance, but the profit share keeps

goal of lower levels of income inequality and better

increasing (i.e. more income inequality), the growth

living standards. With reduced levels of inequality

rate will decrease. On the other hand, if an economy

and higher wages, Kalecki posits that demand

is wage-led, and the profit share decreases (more

constraint models empower a middle class to

income equality), the growth rate will increase.

institutionalize more pro-worker policies. These

Finally, 3) there are lagged effects on the dynamics

policies produce efficient markets and a stable

of income distribution. The institutions and social
64
Volume 11, Number 1

AMERICAN REVIEW OF POLITICAL ECONOMY

norms that reproduce these lagged effects have a

has

adopted

a

Keynesian-Minskian-Kaleckian

historical memory. Hence, they will continue to

approach to argue for job guarantee programs that

influence future events. All these elements make

enhance job creation. She even proposes the non-

clear that the Kaleckian type of policy we are

profit and the social entrepreneur sectors lead the job

advocating does not follow a trickle-down pattern.

guarantee program. Such an endeavour must be
community-centred and community-proposed. It is a

What is the limit when we talk about

bottom-up approach. This is a democratic approach

economic growth? This question is worth asking

that fits public policy to people, communities, and

because conservatives may think our policy

their needs. The social entrepreneurship aspect of

recommendation is populism. Modern developed

these non-profits will address pertinent problems in

economies have persistent but bounded economic

line with the values of an area as they arise. These

growth. This implies there are mechanisms that

policies will help push the economy towards full

contain economic growth within reasonable bounds.

employment and the benefits associated with

We cannot say the sky is the limit. Every economy

demand constrained growth.

faces resource constraints although this is not a
dynamic feature in the growth model. We cannot say

Considering our argument, we challenge the

the hell is the limit. An economy that has a high

semantic contradiction that is the euphemism “Right-

propensity to consume or invest (i.e. large

to-Work” as proponents use the phrase. Right-to-

autonomous demand) will have a higher output floor

Work engenders the notion that the policy gives

that contains any downward dynamic in economic

workers a freedom previously denied to them.

growth. That is the valid feature to be underlined out

However, as Section 23 of the Universal Declaration

of the pro-wage growth models. Demand is the

of Human Rights states:

central constraint over the growth path (Fazzari et.

1) Everyone has the right to work, to free

al., 2013). This point makes clear we are not

choice of employment, to just and favourable

advocating for a populist and universal policy that

conditions of work and to protection against

will always guarantee economic growth beyond the

unemployment;

“infinite universe”.

2) Everyone, without any discrimination, has

Right-to-Work policies are not successful

the right to equal pay for equal work;

and do not go along with the demands of modern
economies. There are alternatives to the repetitive

3) Everyone who works has the right to just

conservative message. The best social policy is to

and favourable remuneration ensuring for

encourage job creation. Recently, Tcherneva (2012)

himself and his family an existence worthy of
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human

dignity,

necessary,

and

by other

supplemented,
means

of

Oklahoma. Washington D.C.: Economic
Policy Institute.

if

social

Atkinson, R., & Stewart, L. (2012). The 2012 State
New Economy Index: Benchmarking
Economic Transformation in the States.
Washington
D.C.:
The
Information
Technology and Innovation Foundation.

protection; [and]
4) Everyone has the right to form and to join
trade unions for the protection of his
interests.

Barth, E., Bryson, A., & Dale-Olsen, H. (2013). The
Effects of Organizational Change on Worker
Well-Being and the Moderating Role of
Trade Unions. Industrial and Labor
Relations Review, 66, 989–1011.

We have demonstrated that “Right-to-Work” does
not bestow any rights already present in Section 23,
but facilitates the exploitation of workers, lowers

Chilosi, A. (2008). Kalecki’s Theory of Income
Determination
and
Modern
Macroeconomics: A Reconstruction and an
Assessment. In Kalecki’s Economics Today
(pp. 71–78). London and New York:
Routledge.

wages, poorer working conditions, weaker unions,
greater income inequality, less profitable firms, a
lower rate of innovation, and unemployment
contrary to the intent of the Declaration. Branding
this anti-labor policy to masquerade under the guise

Collins, B. (2014). Right to Work Laws: Legislative
Background and Empirical Research.
Washington D.C.: Congressional Research
Service.

of liberating workers only further underlies the false
moralism of its proponents. To truly give workers the
human

dignity

associated

with

their

labor,

policymakers must reconsider the assumptions

DeGregori, T. (1987). Resources Are Not; They
Become: An Institutional Theory. Journal of
Economic Issues, 21(3), 1241–1263.

supporting their perception of capitalism and the
labor market to had better align with realities of the

Delaney, J. T. (1998). Redefining the Right-to-Work
Debate: Unions and Dilemma of Free Choice.
Journal of Labor Research, 19(3), 425–443.

regional economy in the Midwest. We recommend
incorporating Kaleckian thinking to achieve an
inclusive economy that maximizes benefits for all

DiPietro, W. (2015). Wages and Corporate
Dominance. Ekohomhka, 61(1), 15–22.

members of society.

Ellwood, D. T., & Fine, G. (1987). The Impact of
Right-to-Work Laws on Union Organizing.
Journal of Political Economy, 95(2), 250–
273.
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Within the EU full capital flows and export
opportunities may gravitate trade benefits towards
original EU core countries, while periphery countries
that became later part of the EU are shunned from
full employment. A less mobile workforce in the EU
periphery is described as a reserve army of labor with
social problems invisible to the core union as for
remaining out of focus due to national borders and
geographic distance. Trade and labor movements
within the EU are analyzed with attention to export,
unemployment as well as migration patterns in order
to advocate for attention to labor freedom within the
EU following the greater goal of Ricardian mutuallybeneficial free trade in combination with societal
stability enabled through a harmonious interplay of
national government and European governance
polity in time of European mass migration.

Putty capital and clay labor:
Differing European Union capital and labor
freedom speeds in times of European migration
Julia M. Puaschunder38
New School for Social Research
Julia.Puaschunder@newschool.edu
Abstract
Globalization has led to unprecedented risks
stemming
from
global
interconnectedness.
Economic trade may distribute benefits of
international exchange unevenly due to fundamental
barriers of distance, national borders, and implicit
market segmentation. To equalize more equitable
trade prosperity, the European Union (EU) 4
freedoms of goods, services, capital and labor were
established by a neoliberal policy framework and the
Eurozone featuring a common currency. While there
is a vital central monetary union and since the
2008/09 World Financial Crisis a common European
fiscal pact, EU free movement is limited regarding
labor mobility. This paper is based on the idea that
the asymmetry of the mobility of labor and capital
leads to the risk of an uneven distribution of gains
within the European Union towards some core states
against the periphery. In the light of the current
European migration, the following paper offers a
forward-thinking perspective on potential emergent
risks arising within the European Union due to an
asymmetry between the mobility of labor on the one
hand and capital and goods on the other in times of
mass migration. The reasons for this asymmetry of
the mobility of labor and capital are found in explicit
labor mobility constraints that comprise of work
permission requirements and sector specific
restrictions while implicit drawbacks arise due to
specific language, cultural and skill requirements.

Introduction
Globalization led to an intricate set of
interactive

relationships

between

individuals,

organizations and states (Centeno and Tham 2012).
Deepening nets of interactions challenge human
foresight on implicit impacts of migration (Gilpin
2001).

Novel transportation means and melting

borders imply potential societal downfalls.

As

complex interdependencies may hold unknown
outcomes for society, highly integrated international
communities are under pressure of unexpected socioeconomic developments. In seeking to shed light
onto implicit system failures’ socio-economic
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consequences down the road and potentially-

of economies to international markets creates

disastrous outcomes of cumulative actions triggering

economic winners as well as losers (Held and

mass movements; the currently emergent risk theory

McGrew 2007).

outlines unexpected dangers and insufficiently-

In the light of globalized trade, the European

described shadows of the invisible hand in the age of

Union (EU) embarked on a paths of establishing a

globalization of the world economy (Centeno and

framework of 4 freedoms to ensure mutual access to

Tham 2012, Miller and Rosenfeld 2010).

capital, goods, labor and services whilst melting

Since the post-World War period, globalized

down national borders. In the light of the most recent

world trade has grown much faster than world

and ongoing European migration crisis, the question

output. International trade now involves a larger

arises if these 4 EU freedoms are feasible and

number of countries and sectors than at any time in

enacted in a fair and mutually-beneficial manner.

history and reaches deeper into more sectors of

Risks may emerge from negative externalities of

national economies than ever as an expanded array

mass migration if labor mobility is more stagnant

of goods and services has become exchangeable

than relocation in the light of open borders.

(Held and McGrew 2007).

Trade is also

unprecedentedly

With

complex.

This paper argues that within the EU there is

growing

an asymmetry between the mobility of labor on the

globalization and quickening of transfer speed, trade

one hand and capital and goods on the other. More

may impose unknown systemic economic, social,

specifically, it claims that while there is mobility of

and political risks on a global scale (Centeno et al.
2013, Okamoto 2009, Urry 2012).

capital and goods, labor is immobile. This situation

Nowadays

may create risks within the EU as for distributing the

international trade has no longer limited local effects

economic benefits and gains of the EU unevenly

but potentially unforeseen global consequences
holding societal downfalls.

beneficial towards the core states against some later

Trade may breed

acceded periphery regions. The paper is organized

inequality such as the Agreement on Trade-Related

as follows: First, an introduction to the main thesis

Aspects of Intellectual Property Rights TRIPS

that the asymmetry of the mobility of labor and

agreement’s negative externality of reducing access

capital creates risks is established, then the argument

to affordable medicines in the developing world

is strengthened by underlining how an uneven

(Leonhardt, Keller, and Pechmann 2011, Stiglitz
2006, Summers and Pritchett 2012).

Applying

emergent risk theory onto international trade theories
is an innovative way to explaining how the openness
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distribution of the gains of the Union imply emergent

national governments to EU governance in the

risks.

European world, decisions in one country can impact
on the interest of citizens of other societies in a

In the light of qualitatively and quantitatively

complex multi-faceted way, which opens a range of

growing international exchange of goods and

unprecedented trans-boundary problems challenging

services, the demand for an in-depth understanding

traditional national democracy. Currently once-in-a-

of how institutional global trade policy frameworks

lifetime-available information on European Union

echo in socio-economic correlates has gained

trade and financial zone in the post-2008/09 World

unprecedented momentum. New economic thinking

Financial Crisis but in particular the current

widens the interdisciplinary lens to study emergent

migration crises offer a unique snapshot of the

risks of international trade shadowing economic

prevailing Zeitgeist to portray societal downfalls

markets and the societal compound. In exceeding

stemming from emergent risks of unbalanced trade

orthodox economics’ insights and traditional public

and societal movement in the age of globalization.

policy attempts to curb societal risks, heterodox

Introducing emergent risk mitigation strategies

economic approaches outlining socio-economics of

within globalized economic markets may thus –

international trade appears as real-world relevant

more than ever – help avert future socio-economic

emergent risk prevention strategy.
Through

capturing

the

crises and imbue public trust in open borders and
interplay

of

Willkommenskultur-immigration markets through

international trade and the migrating real economy,

improved economic market stability and societal

the following article is meant to shed light on

welfare stemming from universal access to equally-

international trade socio-economic downfalls within

shared benefits of global trade alongside building

the EU in order to serve as a window of opportunity

economic opportunity.

for alleviating negative externalities of emergent
European Union

risks of global trade and mass migration. Pursuing

History

the greater goal of deriving recommendations how to
stabilize economic markets in the 21th century in

The European Union (EU) is a socio-legal-economic

finding an optimum balance of deregulated market

framework of 28 European member states spanning

systems and governmental control, the following

over 1,707,787 square miles.

paper investigates the EU institutional and neoliberal

population of over 500 million inhabitants (7.3% of

policy framework’s impact on socio-economic

the world population), the EU generated a GDP of

developments with a transitioning society (Evans

16.584 trillion US dollars in 2012, constituting

1995). With the current policy framework shift from

approximately 23% of the global nominal GDP (20%

Comprising of a
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in purchasing power parity). According to the Credit

The European Treaty on Stability, Coordination and

Suisse Global Wealth Report 2012, the EU owns the

Governance in the Economic and Monetary Union

largest net wealth in the world guided by a system of

was drafted in January 2012. This intergovernmental

supranational

Fiscal Stability Treaty was enacted in January 2014

independent

institutions

and

intergovernmental policy frameworks.

and ratified by 25 countries as of April 2014 in order
to define mandatory deficit or debt criteria, which

Founded after World War II by the core

target at budget discipline and fiscal austerity

countries Belgium, France, Italy, Luxembourg, the

measurement alongside coordination of economic

Netherlands and West Germany in 1957 to overcome

policies within the European monetary union as a

nationalism through economic interdependence in a

common European stability mechanism.

European Coal and Steel Community; the EU
expanded39 and developed into a customs union of

Neoliberal policy framework of the 4 EU freedoms

the greater European community, which accedes new

of trade

member

states

40

and

extends

legal

policy

In recent decades, EU trade has become regularized

frameworks on a constant basis based on the

and systematized through the activities of EU

Copenhagen criteria – including respect for

institutions, legal treaties and neoliberal policy

democracy, human rights and the rule of law as well

frameworks. As a political symbol of integration and

as a functioning market economy. The European

economic

Currency Euro was introduced in 2002 in 12

stimulus,

the

Eurozone

prospered

international trade within a cohesive customs union

countries and is currently legal tender in 19

(Jackson 1997). The development of a common

countries41.

European market is a core objective of the EU

Following a 2007 call by ECB president Jean-

community. Through a system of concurrently-to-

Claude Trichet emphasizing the need for the EU to

national-legislations-established legal and policy

pursue further economic and financial integration in

frameworks, the EU aims at free movement of goods,

the aftermath of the 2008/09 World Financial Crisis;

39

41

1973 Denmark, Ireland, United Kingdom; 1981 Greece; 1986
Portugal, Spain; 1989 former East German territories; 1993
Malta; 1995 Austria, Finland, Sweden; 2004 Cyprus, Czech
Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland,
Slovakia, Slovenia; 2007 Romania, Bulgaria; 2013 Croatia.
40
Albania, Bosnia and Herzegovina, Iceland, Kosovo,
Macedonia, Montenegro, Serbia and Turkey are candidates for
membership. The European Free Trade Association also
comprises Iceland, Liechtenstein, Norway and Switzerland
through bilateral treaties.

The Eurozone is a monetary union of 19 EU member states
that have adopted the Euro as their common currency and sole
legal tender. The Eurozone consists of Austria, Belgium,
Cyprus, Estonia, Finland, France, Germany, Greece, Ireland,
Italy, Latvia, Lithuania, Luxembourg, Malta, the Netherlands,
Portugal, Slovakia, Slovenia, and Spain. Other EU states
(except for Denmark and the United Kingdom) are obliged to
join once they meet certain financial criteria. Andorra,
Monaco, San Marino and the Vatican also use the euro as an
area of cooperation.
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capital, people, services and establishment within

were re-enacted due to the immigrant influx since

the Eurozone.

April 2015.

Free movement of goods ensures goods –

Free movement of services and establishment

when circulating within the EU market – not to be

aims at allowing self-employed people to move

subject to customs duties, discriminatory taxes or

between member states to provide services.

import quotas and a common external tariff on goods

Legislation in this area is a residual freedom, which

entering the EU market. Approximately half of all

only applies if no other freedom holds.

EU-trade is ‘intern’ and controlled by harmonized

Overall, neoliberal EU policy frameworks set

EU legislation.

out to widen and deepen the extent of the EU market

Free movement of capital fosters investment

by constantly lowering trade barriers for member

fluidity of finance, shares and assets. Under the

states in order for EU network participants to enjoy

auspice of the European Central Bank governing

benefits from trade, specialization, and economies of

monetary policy; the monetary union, established in

scale (Hermann 2007). Through EU integration of

1999, introduced the EU currency in 2002, which is

economic markets, the EU promises productivity

currently legal tender in 19 member states. The euro

increase, access to a vast array of consumer goods

eases citizen and goods’ transfer within the EU by

that are available at favorable prices and employment

eliminating exchange rate difficulties smoothening

opportunities for those connected to the union, who

economic fluctuations through price transparency

are meant to gain through increased income levels

and interest rate stability.

and improved living standards. Yet free trade areas
may also be argued to be inherently preferential and

Free movement of persons is targeted at

discriminatory in the eye of explicit and implicit free

enabling EU citizens to move freely between

trade imperfections, which become blatant in the eye

member states in their living, working, studying or

of the 2015 European migration (Bhagwati and

retiring in any country by lowering administrative

Krueger 1995).

burdens and bureaucracy in the accreditation of
professional qualifications. In the Schengen Area,

EU migration crisis of 2015

border controls and passport checks between 26

The ongoing European migrant crisis arose from

European countries including 22 of the 28 EU

2012 on through the rising number of refugees

member states have been abolished officially, yet

coming to the EU, across the Mediterranean Sea or
through Southeast Europe, applying for asylum and
ultimately striving for a permanent relocation.
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According to Eurostat, EU member states received

massive amount of foreign labor in the wake of the

over 625,000 asylum applications in 2014, with

unprecedented migrant influx. Whether a centralized

Germany, Sweden, Italy and France comprising two-

relocation plan featuring a quota system should

thirds of the total application numbers while Sweden,

distribute non-EU asylum seekers around the EU

Hungary and Austria are among the top recipients of

member states to burden share the immigrant

EU asylum applications per capita. Most immigrants

problem evenly or if the EU should follow country-

come from areas such as the Middle East – foremost

by-country or even case-by-case approaches, is a

Syria and Iraq – but also Africa (Eritrea, Nigeria,

pressing question. If Germany opens up its borders

Somalia,

Asia

for all refugees, as Angela Merkel announced, will

the

there be enough economic flexibility of the European

Western Balkans (Kosovo, Albania). In an attempt

labor market to cope with a mass foreign labor

to control and monitor the immigrant influx,

stream?

Sudan,

(Afghanistan,

Gambia)

Pakistan,

and

South

Bangladesh)

and

individual countries have at times reintroduced

Limitations to EU labor mobility

border controls within the EU. Political tension has
emerged between countries willing to accept asylum

History, geography, borders, national culture and

seekers and others trying to discourage their arrival.

politics on worldwide economic integration suggest
that economic globalization may be unevenly spread

The Dublin Regulation determines that the

due to fundamental barriers of distance, national

EU member state is responsible for asylum seekers,

borders and market segmentation. Gravity models of

where refugees first got officially registered and

international trade, which account for geographic

fingerprinted on EU territory, which places an

distance, demonstrate an almost exponential decline

unequally heavy burden on border countries in the

in trade activity with distance between the trading

geographical periphery of the union. Since 2015

partners (Held and McGrew 2007).

major border controls have been re-established and

Border and

home bias effects mainly measure increasing

ground transportation partially halted to combat the

economic divergence between countries and the

EU migrant stream. In the search for a sustainable

tendency of investors or consumers to buy domestic

solution of relocation and resettlement of migrants,

assets and goods.

the European Parliament currently seeks information

Geographic borders and cultural frontiers

how to integrate migrants in society legally and
From an economic standpoint,

hold labor movement barriers – a topic hardly

European officials must create viable working

covered in the European context. While classical

conditions for economic markets to swallow the

political economy “perfect freedom” captures labor

technically.
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as fungible, malleable and homogeneous insofar as

Germany and Austria for certain sectors. In addition,

workers can learn whatever skills are required to

work permits are subject to bureaucratic scrutiny and

engage in any employment, in reality, natural

their frequent renewal is mandatory. For example,

freedom of labor obstacles exist. Despite dramatic

EU citizens who want to remain in Austria longer

trade liberalization with the EU over the last fifty

than 4 months need a registration pegged to actual

years, significant explicit non-tariff trade barriers

and ongoing work, social insurance and supportive

remain while distance, history and culture still

funds without any access to Austrian social benefits.

continue to influence European trade patterns and

Worker migrants may also be predestined as

determine European labor market patterns.

unemployment target groups.

Constraints

on

EU

international

trade

Implicit labor mobility obstacles comprise of

comprise explicit and implicit obstacles. Free labor

educational differences, language barriers, cultural

mobility is hindered by explicit field exemptions and

norms and local skills. EU trading regimes may lead

citizenship requirements (e.g., Art 45 Abs 4 AEUV

to poor countries lacking trained workforce implying

restrictions of foreign labor in national bureaucracy),

labor mobility obstacles (Semmler 2013). Currently

but also implicit by locally required expertise such as

the EU has designated by agreement with member

peculiar language proficiency and national customs.

states 24 diverse languages42 as official and working,

In general, EU citizens do not need a permit to work

but also a wealth of different dialects and linguistic

anywhere in the EU.

diversities

However, Liechtenstein

exists

–

which

shadow

Winston

imposes quotas that limit the number of people who

Churchill’s post-WWII vision of a ‘United States of

can work and live in Liechtenstein for all nationals

Europe.’

of EU countries other than citizens of Liechtenstein.

challenge the US economic market domination,

Croatian citizens are also restricted by transitional

compared to the US market, EU citizens face

arrangements to work in EU countries and required

language barriers and stark national identity

to obtain work permits in Austria, Belgium, Cyprus,

differences.

Although the EU was partly set-up to

France, Germany, Greece, Italy, Luxembourg,

Another implicit downturn for labor mobility

Malta, the Netherlands, Slovenia, Spain, and the UK.

may stem from completely diverting pension

In reverse, Croatia restricts labor from these

schemes within the EU – featuring historically grown

countries access to the Croatian labor market.

pay-as-you-go versus capital covering systems as

Restrictions may also apply to posted workers in

well as completely differing pension standards (e.g.,

42

Italian, Latvian, Lithuanian, Maltese, Polish, Portuguese,
Romanian, Slovak, Slovenian, Spanish and Swedish.

Bulgarian, Croatian, Czech, Danish, Dutch, English,
Estonian, Finnish, French, German, Greek, Hungarian, Irish,
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nationally differing pension ages, compensation

risks within the EU by distributing the benefits of

schemes, double dipping possibilities allowing to

free trade towards some core EU states, which may

work for salary and claim full pension benefits in

gain more from financial benefits of market-

some countries versus mandatory labor force age

widening expansions than the periphery. The EU

caps in others), which may implicitly hold workers

policy framework acting more in interest of capital

from migration in fear of losing secured national

and goods than labor freedoms therefore holds socio-

pension status.

Overall, legislation on pension

economic downfalls for periphery countries, whose

transfers and tax treaty harmonization is still in

citizens may not enjoy the luxuries of free trade in an

infancy and migrants currently face economic, social

extent as the core EU.

and bureaucratic obstacles. Regulatory reform in this

Overall, the 4 trade freedoms’ differing

area is difficult to implement as taking promised

speeds may breed uneven development within the

pension claims away infringes national laws and

European compound.

lacks public support in an overall loss-averse world

financial, goods and labor flows may grant the core

(Puaschunder 2015).

increased access to financial and export markets,

Theory
Labor

inflexibility

imposes

while peripheral economies remain fluctuating

unforeseen

subject to, rather than active participants in, their

emergent risks to the EU community. In the grand

operation.

picture of the 4 market freedoms, a somehow-

policy framework leading towards the EU acting

fallacy of composition regarding EU competition
which

aim

to

ensure

more in interest of goods and capital transfers than

undistorted

labor movement coupled with natural market

competition within the EU market in order to

conditions

accomplish economic liberalization. As financial
transfers

across

borders

influence

Understanding the EU as a multiple

equilibria phenomenon (Semmler 2013), the EU

hindered full labor mobility may lead to an implicit

policies,

The current trans-border

implies

economic

developmental

drawbacks and societal inequality (Krugman 1996,

economic

Rodrik 1997). The following sections describe trade

performance and stability of regions (Semmler

theories in order to present how unbalanced EU trade

2011), the combination of fluid freedom of goods

alienates the EU periphery from the benefits of

and finance but immobile labor may gravitate the

international

luxuries of international trade towards a center of

trade

by

labor

immobility,

unemployment and remigration patterns.

economically-developed EU countries, from which

Trade

the periphery of the later-joining Eastern accession
countries is shunned. This putty-capital-and-goods-

The potential EU free trade downfalls of

but-clay-labor-trap implies undescribed emergent

labor immobility in relation to more fluid capital and
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goods transfers may imply unfair trade patterns

become porous with ongoing technological and

(Bhagwati 1999, Chang 2002). Contrary to standard

institutional development. In reality, governmental

economic international trade theories of Ricardian

investment in firms are made in the context of the

comparative advantages and the Heckscher-Ohlin

broader hierarchical society (Mittnik and Semmler

model, the current EU trade framework may feature

2012). The state capacity to building a favorable

imperfect competition, in which labor faces uneven

environment through policy interventions itself is

entry barriers and economic integration (Held and

limited as for being dependent on internal and

McGrew 2007). The synchronization of the EU trade

external power relations of states and the ruling

may not have been uniform.

Expenditures for

elite’s impact on the state’s capacity to promote

mobility and skill differentiation are trade barriers

industrialization and private sector adoption of novel

for labor to move within the EU market, in which

technologies. The EU featuring concurrent national

only core countries may reap the gains of trade

government with overlapping hierarchical control

through market expansion of goods transfer and

patterns of singular member states must thus account

capital control through finance mobility.

In this

for regime dependent influences on economic

quasi-oligopolistic framework, market entry barriers

correlates (Mittnik and Semmler 2012). While there

result in a small number of countries setting the price

is the overarching goal of free trade, national interest

for labor. The determination of price levels by core

of a historically grown core union may oppose

EU countries works controlled through explicit trade

common governance of EU free trade endeavors.

barriers and is implicitly influenced by indirect labor

International differences in wage costs

mobility obstacles. In terms of people flows, the core

stemming from uneven free trade within the EU lead

of the EU economy is now less integrated with the

to persistent employment imbalances and may

periphery. Putty goods and capital freedom but clay

impose uneven development.

labor immobility may thus lead towards absolute

freedom of goods transfer, those countries benefiting

advantages of the economically-stronger central EU

from goods trade have trade surpluses and thus

core reaping financial profits from market expansion

higher rates of capital accumulation; while labor

and exporting goods to an economically-weaker

immobility between different countries and regions

periphery, which may overall be economically left

of the EU hinder “pure” foreign trade. Thereby

behind as for hindered access to labor market

profits in form of surplus value are transferred from

development

and

the

improvement

opportunities.

hence

standard
This

of

living

view

underdeveloped

Regarding full

periphery

to

the

more

of

economically developed core regions. Since profits

competition is directly opposite to strategic

are an important source of growth, the transfer of

competition, in which entry barriers generally tend to

profits out of the underdeveloped regions reduces
78
Volume 11, Number 1

AMERICAN REVIEW OF POLITICAL ECONOMY

growth there relative to what it could have been in

banking markets in the wake of the EU enlargement.

the absence of the intrusion of foreign capitals. In

Taking into account that almost 40% of the Austrian

addition, the periphery countries remain shunned

banking systems’ total profits were earned by Central

from access to the extended EU labor market

and Eastern European (CEE) operations around 2006

opportunities,

price

and after the EU Eastern enlargement Austria peaked

equalization and socio-economic development.

at owing 65% of the Croatian banking sector, the

Large and persistent differences in goods transfers

evolution of the CEE banking markets had a

and wages among the developed and underdeveloped

substantial positive influence on the Austrian finance

regions of the EU thus breed socio-economic

sector in the pre-2008/09 Crisis era (Boss et al.

inequality over time. The following part presents

2006). Capital market opening granted the core to

descriptive

results

labor

reap banking sector revenues while imposing

immobility

and

development

adjustment challenges for the more inflexible labor

which

of

hinders

financial

socio-economic

factor

flows,

inequality in the EU core and periphery.

market.
Labor immobility can be measured in

Results
The different speeds of goods and labor

migration during ‘time windows’ around policy

movement within the EU deepen a trend towards

changes. During the recent opening of the Austrian

central EU countries’ export and financial hegemony

employment market to Bulgaria and Romania from

while periphery countries remain stuck in long-term

January 2014, there was a mild increase of 13,724

unemployment through a distinct pattern of export,

Bulgarians and Romanians moving to Austria for

capital and labor immobility.

work as of November 2014 mainly in key

The EU grants financial access through

qualification sectors such as medicine, IT, technical,

capital freedom and a common Eurozone. After the

and service industries. Lack of job openings and

EU Eastern accession in 2004 featuring the entrance

professional networks for non-German-speaking

of the eight Central and Eastern European countries

communities are reported as underlying obstacles

– Cyprus, Czech Republic, Estonia, Hungary, Latvia,

causing labor stickiness.

Lithuania, Malta, Poland, Slovakia and Slovenia – as

In 2012, the overall EU unemployment rate

well as Rumania and Bulgaria following in 2007 to

stood at 11.4 percent. Based on the EU accession of

the EU community, the core union comprising the

2004, old ‘core’ member states (EU 15) and EU-

already established EU benefitted from access to

2004 accession ‘periphery’ member states (EU12)

novel monetary revenues. For instance, the Austrian

differ

banking sector successfully seized the opportunity to

comparing core with peripheral countries, we find in

expand presence in the Central and Easter European

the core a relatively lower mean unemployment rate

on

employment

significantly.

When
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of 7.54% – based on Austria 4.9%, Belgium 8.8%,

As

exhibited

in

Figure

1,

long-term

Czech Republic 7.1%, Denmark 6%, Finland 8.1%,

unemployment was highest in the Slovak Republic,

France 10.2%, Germany 5.3%, Hungary 8.1%, Italy

Germany (with former East Germany accounting for

13%, Luxembourg 4.9%, Malta 6.4%, Netherlands

high unemployment as ever since the reunification in

8.3%, Sweden 8.1%, and UK 6.3% as of 2013 and

1990, the unemployment rate in the East has been

2014 – compared to 15.04% mean unemployment in

almost twice that of the West), Poland and Greece in

the periphery – based on Bulgaria 11.6%, Croatia

2007.

21.6%, Cyprus 17.4%, Estonia 10.9%, Greece
27.9%, Ireland 10.7%, Latvia 9.8%, Lithuania
12.4%, Poland 10.3%, Portugal 16.8%, Romania
7.3%, Slovakia 14.4%, Slovenia 13.1%, Spain 26.3%
as of 2013.
Unemployment hits the European youth the
hardest. Of the under the age of 25 years workforce,
23.7% were unemployed in the Eurozone and 21.9%

Figure 1: Long-term unemployment throughout

in the overall EU as of November 2014. The youth

the EU in 200743

in the core EU faces a mean unemployment rate of

In the same year 2007, export to GDP strong

18.3%, based on core countries Austria 8.9%,

countries were Luxembourg, Belgium, Hungary and

Belgium 21.6%, Czech Republic 15.6%, Denmark

Ireland. Figure 2, however, displays total exports to

11.4%, Finland 20.7%, France 25.4%, Germany

the world, of which only around 60% may comprise

7.4%, Hungary 19.8%, Italy 43.9%, Luxembourg

EU-intern trade.

18.4%, Malta 13.5%, Netherlands 9.7%, Sweden
23%, and UK 16.3%., while the periphery youth
stands at 29.1% – such as periphery countries
Bulgaria 21.4%, Croatia 45.5%, Cyprus 34.8%,
Estonia 13.9%, Greece 49.8%, Ireland 21.8%, Latvia
20.3%, Lithuania 15.5%, Poland 23.2%, Portugal
34.5%, Romania 23.3%, Slovakia 29.2%, Slovenia
Figure 2: Export of goods and services in % of

20.4%, and Spain 53.5% national unemployment

GDP within the EU in 200744

rates – as of November 2014.

43

44

Source: International Labor Organization

Source: World Bank
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A sign for ‘discouraged’ workers is found in

workers are drawn upon. The reserve army of labor

immigration statistics of returning citizens. In 2012,

thereby acts as buffers that allows industrial

the relative share of national immigrants, in other

workforce pick up in pace of accumulation without

words immigrants with a EU citizenship to which

wage-inflationary hiring bottlenecks.

they are returned, within the total number of

army also implies wage pressure and consequently

immigrants was highest in Romania (93 % of all

declining living standards. A reserve army of labor

immigrants), Lithuania (88 %), Latvia (72 %),

like situation within the European compound may

Portugal (64 %), Poland (63 %), and Estonia (58 %).

impose downward pressure on worker wages while

These were the only EU-27 member states to report

granting beneficial labor market flexibility to the

that return migration in terms of citizenship

industrial core. Barriers to labor market access in a

accounted for a higher than 50% share. By contrast,

competition-free

Luxembourg, Cyprus, Italy and Austria had

immobility leads to some countries setting overall

relatively low shares, as return migration in terms of

wage prices while pacing cheaper labor forces

citizenship in 2012 accounted for less than 10 % of

entering the market. This reserve army of labor may

all immigration45. Returning workers may also cut

be worse than Marx’s concept, who coined the term

on remittances by migrants, which are an important

based on visible negative effects of social

source of foreign exchange for labor-exporting

stratification within one country, as the novel EU

countries (Gevorkyan 2013).

reserve army of labor’s socio-economic downsides

environment

A reserve

implying

labor

Overall, the periphery appears to hold a

are invisible to the core EU as for taking place in the

reserve army of labor featuring a pool of unemployed

distant periphery, where unemployment stagnates

available to work when needed during business

national productivity and economic competitiveness.

expansions. Reserve army of labor is a concept

On the socio-political level, a reserve army of

originating from Hegel’s work on pauperism and

labor in the EU periphery creates racial and social

Karl Marx’s notion of capitalism, which describes a

divisions within the EU community. Within the

latent body of workers that can be called upon ruling

entire EU, the downward pressure on wages cheapen

societal classes in times of economic expansion. If

workers’ subsistence and perpetuate in the gold-

more workers are needed and floating unemployed

standard like monetary Eurozone, in which internal

pools are used up in the center, the latent peripheral

devaluation adjustments are taken out at the expense

45

from discouraged workers returning to their homeland, there
may other reasons and the data leaves open where they return
from as it may also represent return from non-EU 3rd party
countries.

Source: http://ec.europa.eu/eurostat/statisticsexplained/index.php/Migration_and_migrant_population_stati
stics
accessed 12/10/2014. Note, the national immigration statistics
do not provide a qualitative interpretation of the return. Apart
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of the labor market.

With the 2008/09 World

Discussion

Financial Crisis and the Fiscal Pact legally obliging

Overall, unequal exchange through trade are

EU countries to bail each other out, this situation of

fundamental causes of societal inequalities (Frieden

a discouraged reserve army of labor in the EU

and Lake 2000).

periphery may cause additional real wage pressure

fundamental proposition of Ricardo’s theory of

onto the center whilst leaving the periphery shunned

comparative

from free trade benefits of economic prosperity and

Heckscher-Ohlin model assuming free trade to be

societal welfare. Overall, the problem of downwards

mutually beneficial are questioned as for detected

pressure onto wages due to the reserve army of labor

uneven EU trade benefits distribution. The current

in the EU periphery perpetuated in the aftermath of

free trade imbalances within the EU lead to a

the 2008/09 World Financial Crisis, which had

persistent trade pattern of deficits for the periphery

unevenly-heavy effects, as some countries like

and trade surpluses for the more developed capital-

Iceland, Greece and Spain experienced severe

intensive EU core countries. Periphery countries

financial problems, despite their EU membership

have labor-intensive products and higher unit labor

(Duchac 2008). In some periphery EU countries, the

costs because of low labor productivity. Free trade

sovereign debt increased in the 2008/09 recession,

between the developed core and underdeveloped

which steered rapidly enacted austerity policies to

periphery countries thus triggers a value inflow into

control growing debt (De Grauwe 2011, Semmler

developed

2013). During this period of increasing financial

underdeveloped countries.

stress and budget consolidation policy, the EU

developed

monetary union using the same currency, led to

underdeveloped

weaker countries being unable to devalue their own

demand is stimulated in developed countries and

currency, which could have stimulated their

lowered in underdeveloped regions.

economies by increasing exports and debt repayment

goods trade ensures export advantages (e.g., in terms

burden easing (Semmler 2013). Nations having no

of market expansion and vent-for-surplus economies

national central bank that controls the monetary

of scale) for the core EU and finance freedom leads

policies of sovereign nations or a sufficient deposit

to productive capital inflow into the core EU; labor

insurance that might calm people who fear a banking

immobility hinders employment market adaptation

collapse, increased downward pressure on wages in

and profit rate equalization in the peripheral labor

economic recessions (Semmler 2013).

market.

In the case of the EU, the

advantage

(1821/1996)

countries

countries

and

at

peripheral

and

outflow

the

from

As wealth rises in
the

expense

regions,

of

effective

While free

In addition, individuals’ perceptions of the
future and the state of the economy may influence
82
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individuals’ spending and investment choices – thus

overcome unequal exchange deficits and help close

in some countries people end up in an economically

the gaps between core and peripheral EU countries

unfavorable situation through a self-fulfilling

(Emmanuel 1972, Gevorkyan 2013, Piketty 2014).

prophecy or self-enforcing mechanism (Semmler

Extending the theory of uneven development due to

2013). Countries in the periphery may face a vicious

export of capital, direct investment promoting capital

cycle transmitted through financial markets, where

accumulation may alleviate negative externalities of

financial stress and macroeconomic self-enforcing

economic trade imbalances. However, foreign direct

feedback mechanisms eliminate the positive impacts

investment transfers monetary value at the expense

of automatic market stabilizers (Semmler 2013).

of

Contractionary multipliers resulting from a reduction

initiative industries, development of the indigenous

in fiscal spending, which recently gained attention of

production and local trade (Shaikh 1979). Foreign

EU policymakers in the aftermath of the 2008/09

investment can thus also imply the risk to tighten the

World Financial Crisis, may in particular imply

grip of stronger over weaker EU countries through

negative effects in post-crisis economies (European

free trade and competition itself (Shaikh 1979).

potentially

As

Commission 2014). Regime-dependent multiplies

outcompeting

there

are

no

domestic

‘automatic’

firms’

market

weaken economically already left-behind regions

mechanisms that correct the downsides of trade

even more (Mittnik and Semmler 2012). Exchange

imbalances,

imbalances due to unequal power relations between

governments are called upon to govern trade.

EU countries thus undermine social democracy and

Governmental actors have a fundamental role in

erode the social glue (Held and McGrew 2007).

establishing vital conditions for overall socially-

Negative outcomes of wage pressures and

beneficial

EU

market

institutions

and

development.

national

States

unemployment within the EU suggest systematic EU

governance bodies

governance and national governmental interference

economic life, establishment and administration of

to alleviate negative socio-economic impacts of

the

market failures. Regarding economic development

framework in which private property, competition

solutions, the common Eurozone and monetary

and contracts come to operate (Panitch and Gindin

union restrict socio-economic development through

2012). In the implementation of free market policies,

depreciation of national currencies – for example as

European policy frameworks need governmental

practiced in Ireland in the 1990s (Boyer 2012,

support, yet these efforts may sometimes be in

Semmler 2013).

conflict with national interests. As an example of a

As alternative capital value

judicial,

can become involved

and

regulatory,

versus

and

collective

in

infrastructural

repatriation through transfers of savings from

national

union

interest

developed to underdeveloped countries could

predicament, free access to Austrian higher
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education is currently regulated by a quota system to

national level efforts and seek for a European-wide

overcome brain drain of foreigners leaving Austria

solution in a universal policy framework.

after having been educated and Austria missing a

To overcome labor immobility, public EU

key-qualified labor force. A well-balanced policy

and national policies could target at steering

mix should thus meet the needs of the union and

economic

states to concurrently set the tact on migration within

innovation.

the EU (Ho 2010, Moudud 2014). The preliminary

continue expansionary monetary policy that spurs

results may also be extrapolated onto global labor

capital investment featuring positive spillover

markets in the age of digital information and

effects.

algorithm-based labor force.

incentivize corporations to diversify the workforce.

growth,

migration,

education

and

The European Central Bank should

Active labor market policies should

In the future, the autonomy of EU member

Flexible employment schemes – such as work

states is believed to be more and more constrained by

sharing and Kurzarbeit short-time working – are

the forces of economic globalization.

Realizing

recommended alternatives to reserve labor pools.

macroeconomic transition increasingly will involve

Infrastructure investment will get young people into

EU governance beyond the state government control.

the workforce to overcome the youth unemployment

The continuous interconnection of the European

obstacle.

continent requires national governments to more and

A

united

migration

policy

will

help

more engage in extensive multilateral collaboration

harmonize the current diverse EU immigration

and cooperation within the EU.

This, however,

practices. Unification of migration policies across

creates trade-off predicaments between national

the member states and a reformed quota system

policy, state autonomy and EU common goals. Inter-

based on population and GDP could help ease labor

institutional cooperation and learning transfers

immobility. Labor market integration also demands

between countries are recommended.

for a harmonization of the different concepts of

Additional

obstacles faced by the EU comprise the state capacity

citizenship laws.

Labor could also be freed in

as only a selective group of nation states seem to be

dismantling bureaucracy by providing regulatory

able to push policies through effectively within the

leeway and visa free travel for short-term workers.

EU compound, which may then dominate the socio-

International accreditation of European degrees and

economic conditions of the others.

While some

certificates alongside offering language and cultural

progress has to be made on the national level with

competency trainings will further steer labor market

regards to the establishment of a legal framework,

fluidity. Funds devoted to solidarity building could

the European Commission could complement direct

help local governments to devise strategies for
responding to negative externalities of labor
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immobility. Economic aid could target at immigrant

with a global outlook. The EU is advised to analyze

households to assign welfare packages without

educational outcomes and develop country-specific

conditionality.

Socio-economic improvement for

recommendations based on lessons learned from

employed immigrants, such as access to social

best-performing education systems around the

benefits, and protection of workers without working

world.

permit should be advocated for.

studies on the effectiveness of existing EU education

Cost-benefit analyses and other in-depth

programs – such as Erasmus and Leonardo – should

In order to harmonize skills demanded and
supplied, the detected skilled workforce challenge

become

should be overcome by targeted education as a

international

European responsibility. Unified EU-wide reforms

schoolchildren,

to international education will help closing the gap

Conducting studies of educational outcomes and

between education and labor market. Building on the

measure returns on investment from existing and

work of OECD’s Programme for International

new programs in the EU will help implementing and

Student Assessment (PISA), experts from all regions

post-implementation assessment of educational

of the Union should sensitize to the cultural, political

reforms conducted by EU member states. Teaching

and economic contexts of each individual member

internationalization could be based on EU-wide

state, working with local government authorities and

initiatives to support universities in the design of a

schools to prepare education reform strategies and

more flexible curriculum fostering diverse education

supervise their implementation.

that would give greater flexibility in adjusting to

International exposure should start as early as

a

centralized

strategy

educational
students

labor market needs.

defined

opportunities
and

the

for

workforce.

Whole-rounded educational

possible during education with a widening of the

initiatives

ERASMUS and SOCRATES program, which

trainings, educational summer camps and gatherings

account for the most prominent EU benefit among

to expand horizons and meet foreign peers by

young Europeans. National ministries should be in

collaborating on additional knowledge and skills

contact about common educational goals on the EU

building

level and compare state-of-the-art teaching practices

acknowledging the importance of migration for

on an international basis. In the benchmarking of

economic development and international education

standards used, guidelines should be set up on how

will help scaling down psychological borders.

to meet common European educational goals and
best practices.

can

to

in

comprise

informal

exchange

settings.

seminars,

Overall,

The EU labor force is not short of talented

Higher education collaboration

people but it is a challenge to change markets so

between European universities should be facilitated

talented workforce can be set free. In virtual career

in order to improve higher education performance

transfers and virtual

labor mobility through
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technological involvement, modern jobs could

equally, the EU and nation state need a harmonized

dispatch physical labor requirements. Technology-

political and institutional policy mix in the prism of

driven labor market adjustment should feature IT

global governance, EU economic market policies

solutions leading towards labor flexibility as for

and national interests.

lowering the importance of the geographic area of the

policy and legal frameworks, EU agencies in

workplace. Innovation hubs of the digital economy

connection with respective state intervention can

could foster a trans-border e-skills transfers in the

foster wealth, employment and social capital

age of the digital economy.

Under the EU

transfers through fair trade benefits distribution.

Programme for Employment and Social Innovation,

National governments should work in accordance

the EU could facilitate cooperation of a wide variety

with EU institutional goals in securing global

of EU universities to launch initiatives bringing

capitalism in order to breed an economically-fair and

innovation IT agencies and business incubators to

societally-harmonious United States of Euroworld.

professors and students.
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early 1970s pluralism has been neglected in

Book Review

economics hence the need to “reclaim” it.

Reclaiming Pluralism in Economics, edited by
Jerry Courvisanos, James Doughney and Alex
Millmow, Abingdon, UK and New York, NY:
Routledge, 2016, 322 pages.

In reclaiming pluralism, the chapters are
presented in five themes: (1) Pluralism and the
challenges involved in reclaiming it in economics;

In the book, Reclaiming Pluralism in

(2) The direct collision of mainstream economics

Economics, the three editors, Jerry Courvisanos,

with the History of Economic Thought (HET) and

James Doughney and Alex Millmow, along with the

heterodox economics; (3) The central influence of

other authors continue the ongoing debate on the

classical economic ideas in the past and how these

need for pluralism in economics. This book, in honor

can be used to guide modern pluralist economics; (4)

of John E. King, who is currently a retired professor

A variety of heterodox theories that are aimed at

from LaTrobe University, Australia. King is a

presenting a diverse yet coherent pluralist approach

pluralist economist who specializes in History of

to the modern capitalist economy; and (5) Critiques

Economic Thought, Post-Keynesian economics,

of neoliberal policies that have led to different crises

Marxist economics, labor economics and socialism.

such as financial, industrial, labor and consumerist
In this collection of writings, pluralism is
addressed from

a historical

perspective.

crises over the years. These themes present a holistic

By

approach to pluralism by discussing the early

definition, pluralism is the intellectual tolerance

pluralist economics era, attacks on pluralism era and

towards different economic theories (Lee, 2012). It

the

encourages an interdisciplinary approach towards

reintegration of pluralism into economics.

new

post-neoliberal

era

that

calls

for

economics. Thus, leading to a more rounded,
In presenting these themes, the book begins

dynamic economic analysis. Pluralism provides

with a chapter by John E. King about the pre-1970s

more than mathematical research methods. It

pluralist approach where other theoretical and

provides a wide range of research methods like

methodological approaches were accepted and

critical realism and pragmatism. This provides

welcomed in economics. Then, King goes on to

options and makes economics polycentric.

explain how the envy of ‘real science’ in demanding

Here, the authors argue for a reintroduction of

for equations – physics envy – and a combination of

pluralism into economics after it had been lost in the

politics and money led to the change in economics

field due to the introduction of neoliberalism. Till the

into a monolithic and intolerant discipline.

neoliberal era of the early 1970s, mainstream

recommends that in reclaiming pluralism, there

economics was largely pluralist. However, since the

should be a closer cooperation within the heterodox

He
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community, interdisciplinary collaborations with

so much so that in attacking heterodox economics,

other social sciences should occur and political

the mainstream has fought to remove HET. As a

economy should be taught as a separate discipline

result, pluralist economists have to be vigilant in

from mainstream economics.

preserving HET and pluralism.

Then Stillwell argues in the next chapter for

In line with understanding the importance of

diversity that is compatible with both teaching and

HET, the third theme provides chapters on the role of

public policy discourse while Sheila Dow focuses on

classical economists like Ricardo in contributing to

unity in diversity of traditions in chapter three. Like

pluralism in economics in the past. It also shows how

King (2002), Dow advocates for methodological and

useful these classical ideas still are in guiding

theoretical pluralism where other approaches are

pluralism today. For instance, Heinz Kurz uses the

respected and no approach is superior to others. Here,

work of Piero Sraffa to revive Ricardo’s classical

differences are solved through communication. This

theory of value and distribution, as it is compatible

will in turn foster theoretical, methodological and

with modern pluralist thought. Then he goes ahead to

philosophical inconsistencies.

provide a critique of the fallacies of Marshall’s
partial equilibrium analysis and the general

The second theme covers the role of the

equilibrium approach that followed. This is

History of Economy Thought (HET) in the path to

particularly important because Sraffa’s critique

reclaiming pluralism in economics. The philosopher,

attacked

George Santayana, said, “Those who cannot

the

mechanical

marginalist

thinking

prevalent in mainstream economics.

remember the past are condemned to repeat it.” This
theme focuses on the importance of understanding

Also, classical theories have been largely

history and HET in reclaiming pluralism. A proper

hijacked by the mainstream. These theories have

understanding of history provides the essential

been ‘mathematicized’. William Whewell has

guidance needed in knowing the meaning of the

defended this ‘mathematicization’ as a way to

economic theory. Despite the importance of HET,

provide a systemic analysis of political economy so

this field has been under attack by the mainstream

as to avoid errors in logic. For instance, Ricardo’s

because the mainstream is constantly struggling to

model was converted into mathematics in order to

protect the neoclassical theory. By the year 2000, the

correctly deduce the logical consequences of

mainstream had garnered enough social power to rid

postulates and to provide a critique for the theory.

the discipline of HET and pluralism and it has

Overall, this theme covers the hijacking of classical

constantly been working on this purpose (Lee, 2009).

theory by the mainstream and the contributions of

This goes to show how important HET is to pluralism

classical economic theorists in pluralism especially
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the Cambridge school. This sets the tone for the next

Keynesians provide a short-period critique of the

theme on the (re)development of pluralism in the

same theory. However, these schools of thought are

twentieth century.

still connected and brought together by their
similarities in positive contributions especially in the

Theme 4 consists of five chapters on

importance of historical time in their theories. One

twentieth century pluralist alternatives. These

important lesson from this theme and from the

chapters provide a variety of pluralist heterodox

overall book is the call for heterodox economists to

theories, which examine principles and ideological

celebrate what unites them and learn from each other.

structures that attack the mainstream and push for
pluralism in research and learning. These heterodox

The final theme provides a critique of the

theories include Kaleckian, Keynesian, Sraffian,

mainstream and neoliberalism especially with

Post-Keynesian, and Schumpeterian theories. The

regards to their resistance to pluralism. The

aim of these chapters is to provide a theme with a

dominance of neoliberalism and lack of pluralism

diverse yet coherent pluralist approach to the modern

has been entrenched in research, teaching and public

capitalist economy. This is done through a variety of

policy. This has resulted in economic crises over the

critiques on the mainstream. One of which is

years. This dominance has been in stages. First,

Toporowski’s use of Keynesian and Kaleckian

Barone

theories to criticize the mainstream’s inability for

mathematics, as it has been believed to make

free markets to attain equilibrium especially in the

economics a real science. Then, Patrick O’Leary uses

context of the Great Depression. Thus, debunking the

the US and Australia as case studies of how deep

neoclassical belief that money wages can be reduced

these schools of thought has gotten and the effects

to increase employment using two heterodox schools

they have led to in the world today. One of such

of thought.

depths and effects is the effect of mainstream and

reiterates

the

mainstream

pride

in

neoliberal practices on workers’ rights. These rights

In line with the fourth theme, Hart and

have diminished over the years. This is to be

Kriesler go beyond the critique to write about the

expected in a discipline where more emphasis is

issue of coherence within pluralism using Keynesian,

placed on numbers and mathematics, than the

Kaleckian and Sraffian theories. Quoting Lavoie

humans the theories are supposed to be made for.

(2011), they point out that the Sraffians and other
Post Keynesian theorists agree on their dislike for

In the face of unrealistic axioms, the

neoclassical theory even though this dislike has

mainstream explains away the humanity and

brought about some tension. While Sraffians provide

historical reality of the discipline. Thus, leading to a

a long-period critique of neoclassical theory, Post-

situation where theories and policies favor a few
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capitalists over the workers because of the belief that
a reduction in wages will drive the economy towards
full employment. As a result, policies have been
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Overall, the book calls for a coherent,
accepting, and tolerant economics discipline. This
involves different pluralist schools of thought
communicating and learning from each other. It is a
call for coherence in philosophical consistency.
Therefore, Reclaiming Pluralism in Economics is a
very good resource in the ongoing debates on
pluralism in economics. It is not just a useful in
heterodox economics; it is also a good starting point
for encouraging pluralism in mainstream economics.
This book is a rich literature on history in economics
and how these relate to more current affairs in the
economics discipline
Although there has been an ongoing debate
on pluralism over the years, there is still room for
more as the battle has not been won. Reclaiming
Pluralism in Economics is a great contributor to this
debate and a great resource on pluralism, HET and
heterodox economics for teaching, research and
public policy.
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Book Review

lives

debt

free,

opening

Wealth structurally advantages the wealthy.
For instance, an individual’s net worth is largely
predicated on the net worth of their parents rather

Robert Williams’ new book, The Privileges

than their own personal behaviours and motivations.

of Wealth: Rising Inequality and the Growing Racial
is

adult

opportunities for cumulative wealth creation.

The Privileges of Wealth: Rising Inequality and
the Growing Racial Divide, by Robert B.
Williams (2016). UK and New York, NY:
Routledge, 2016, 207 pages.

Divide,

their

Where one starts out in life matters. This is partly due

an effective, comprehensive, and

to institutional structures that advantages the

empirically grounded exposition of the theory of

wealthy, such as access to quality education, the

wealth privilege.

ability to attend higher education debt free, and the
Privileges afforded to the wealthy are partly

availability of financial assistance to purchase their

due to natural market processes while others are non-

first home. For the younger generation, this means

market, overt, intentional, public policies aimed at

freedom from debt. Further a college education will

ensuring the wealthy maintain and potentially further

help land these individuals into better paying jobs.

their political, economic, and social dominance.

College educated workers are also less likely than
their counterparts to be involuntarily unemployed.

Wealth is the market value of all assets,

Wealth offers those the means to purchase a home,

tangible and intangible, owned by individuals or

often at lower interest rates. The cumulative effects

households less debt obligations. Wealth, and its

that early home ownership affords the wealthy

continued acquisition expands social and economic

include favorable tax policies and increased equity in

opportunities and agency of the wealth holder.

one’s home. Both allow homeowners an initial

Wealth confers power, leads to social, political,

pathway toward wealth accumulation through

cultural, and economic domination, and ultimately

increased household savings and asset appreciation.

leads to the marginalization of those who are wealth-

What’s more, the wealthy are further advantaged as

poor (Williams 2016, p. 26). Wealth shields

they are more likely to be free from the initial debt

individuals, households, and for some protects

burden of student loans or other high interest credit

family members from the otherwise debilitating
consequences

that

occur

during

card debt. Freedom from debt allows for earlier

economic

savings and asset acquisition further building net

downturns. At the same time, intergenerational

worth.

transfers of wealth provide the children of the
wealthy a head start in adulthood, allowing them to

Wealth begets wealth, so the wealthier a
household is, the more it that can use their wealth to
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their advantages. Adding to the privileges of the

deteriorating wealth and potentially mounting debt.

wealthy afforded by markets, the wealthy are also

Simply put, it costs more to be poor.

advantaged through favorable public polices geared

The racialized aspect of wealth and wealth

toward protecting and advancing wealth and

accumulation is also studied in this book. Williams

encouraging intergenerational transfers of wealth.

notes that those at the top of the wealth spectrum are

The wealth-poor households do not enjoy

almost exclusively White. Blacks, Hispanics, Native

these advantages. For them, wealth accumulates in

Americans, and people of color have lower amounts

small

wealth

of wealth. These results are not coincidental, but

accumulates at all!) To this point, Williams

rather intentional and historically derived. Beginning

introduces his readers to the idea of wealth privilege,

with the founding of the United States, U.S. federal

which “refers to the host of advantages that accrues

policy toward wealth acquisition has favored White

to families with wealth as they attempt to accumulate

Americans over people of color either overtly or

additional wealth (p. 7).”

covertly.

and

unsteady

increments

(if

This leads to wealth

concentration in the hands of the few.
Wealth

both

creates

and

Williams dedicates a chapter to detail the
advances

historical and overtly racist policies that discriminate

opportunities in the social, political, and cultural

peoples of color and expropriate ‘colored wealth’.

sphere. Thereby inequalities in wealth lead to

Examples provided by Williams include the removal

inequalities in opportunities. Unequal opportunities

of Native Americans, the enslavement of Africans,

lead to social stratification and “creates a system in

the conquest of Mexican lands, the removal of native

which birthright increasingly trumps merit (p. 8).”

residents in the southwest United States, to the

This in-turn pushes the American economy away

internment of Japanese Americans –requiring a

from a system of meritocracy to a plutocracy where

liquidation of homes, land, businesses, and other

the powerful elites, through intentional public

property during World War II, to Jim Crow Laws in

policies, create incentives, typically through tax

the South. These events are just a few examples of

policy, advancing their own ability to accelerate the

our American history that Williams cites to illustrate

pace of wealth accumulation while disadvantaging

the overt formal U.S. policies that ensured that

the wealth-poor. If one is wealthy, it leads to a

wealth was concentrated in the hands of White

virtuous cumulative cycle of wealth enhancement, if

Americans over people of color.

one is wealth-poor these same institutions that help

Today, federal policy toward the treatment

the wealthy lead to a downward spiral of

of wealth is framed as race neutral. Yet formal
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legislation that benefited White Americans during

cumulative-causative effects of wealth privilege shift

the late 18th and 19th century and into the early 20th

America toward not just plutocracy, but White

century have been replaced by a series of both formal

plutocracy.

policy (tax policy) and informal institutions (i.e.

Williams suggests three pathways to wealth

access to affordable, quality education) that create

accumulation that structurally benefits White

structural barriers that in the end systematically

Americans. These include, 1) household savings, 2)

disadvantage people of color over White Americans.

asset appreciation, 3) and intergenerational transfers.

Thus, wealth acquisition varies substantially based
on “race, family background, education, income, and

For many, the ability to save out of income is

wealth status (p. 9).” The creation of wealth privilege

the first step toward building wealth. But, the ability

is the creation of white privilege. The wealth

to save out of income is obviously easier for those

privilege model reinforces the concept of structural

with higher incomes. The marginal propensity to

racism “the normalized and legitimized range of

save out of income is greater and greater for an

policies, practices, and attitudes that routinely

individual the greater their income. Those in the

produce cumulative and chronic adverse outcomes

bottom wealth quintile, (those with the lowest

for people of color.”

By illustrating how wealth

incomes) experience dis-savings. Yet, the desire to

privilege extends structural racism, Williams can

save is constant among all wealth groups. As

clearly describe why most households in the upper

Williams notes: “household saving is less about

echelons of the wealth spectrum are White while the

motive than opportunity (p. 86).” Increased savings

bulk of the Black and Latino households are found in

is available to those with higher incomes, so there is

the bottom. Further the expansion of opportunities

an obvious correlation how these savings can be

for wealthy elites yields power and dampens the U.S.

transformed into increasing wealth.

46

economic/social/political

systems

founded

on

Turning from household savings to non-

meritocracy and creates a system of plutocracy. As

liquid assets (i.e. equities, real estate). Asset-rich

Williams successfully argues, wealth privilege,

households use their wealth to accumulate more

disproportionately advances the interests of White

assets, and thereby acquiring additional wealth. The

Americans, creating opportunities unavailable to

asset acquisition pathway creates a virtuous cycle.

their minority counterparts and yielding preferential
social

and

political

influence.

The

When wealth is held in the form of non-liquid assets,

circular-

“How Structural Racism Works” Center for the
Study of Race and Ethnicity in America” Brown
University, https://www.brown.edu/academics/race46

ethnicity/how-structural-racism-works Accessed:
4/17/17.
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it compounds on its own, with little sacrifices needed

Finally, when it comes to inheritances,

from the asset holder, thereby allowing wealth to

Williams reports that the wealthy in the upper

accumulate.

quintile was five times more likely to receive an
inheritance than those in the lowest wealth quintile.

Yet, asset-poor households must draw down

Williams grounds the theory of wealth privilege in

their wealth to meet current income needs. To show

scores of economic data to show how the acquisition

this, Williams offers a comprehensive set of

of wealth disproportionately favors one race

empirical evidence, largely taken from the Federal

(Whites) over all others.

Reserve’s Survey of Consumer Finances. Using data
from 2007, at the height of the economic expansion,

By doing so, Williams dispels old myths like

Williams provides data on household net worth by

the “culture of poverty” and clearly show that

quintile and by racialized group, data on access to

“wealth disparities result less from differences in

credit, asset types, data on inheritances, and other

household attitudes than in circumstances and

key statistics to illustrate the composition of the

opportunities (p. 102).” Yet circularity reigns true as

aforementioned pathways of wealth accumulation.

one’s circumstances and opportunities are also

Taken collectively, Williams is not only able to show

largely predicated upon the level of wealth of the

the composition of wealth, but the favorable position

individual or household.

of Whites to accumulate wealth.

Williams tackles this correlation between

The acquisition of wealth generating assets is

wealth and opportunity in depth by asking “do

an important contributor. For most Americans, one’s

specific circumstances radically alter the options and

home is their biggest source of net worth. Yet

opportunities faced by households at different

wealthier households are given access to lines of

locations along the wealth spectrum (p. 107)?”

credit at lower costs, which can contribute to

Williams finds that the full benefits of wealth

additional savings thereby feeding into household

privilege, i.e. the ability to buffer oneself from an

savings.

the

economic calamity, is not a reality for most

composition of asset ownership. In addition to

Americans and reserved only for the super-rich. To

having more expensive homes, with lower interest

accommodate this fact, Williams adopts a three-

rates, thereby allowing the wealthy to build equity in

tiered approach to wealth, the bottom—middle—top.

these homes faster; the wealthiest households also

Those at the top enjoy the full benefits of wealth

owned a mix of stocks and business interests,

privilege, the middle group has some wealth which

allowing them to diversify their asset holdings

can be used to buffer the effects of a recession, while

making them less susceptible to market risk. (p. 97).

the bottom group suffer the most. For those at the

Further,

Williams

investigates
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bottom, income losses lead to debt accumulation,

poor households who succumb to a vicious

creating a vicious downward spiral.

downward spiral of income loss, asset liquidation or
asset repossession. The outcomes of the recession for

Through a series of data analytics, Williams

the wealth-poor, were negative and structural. The

describes (what he refers to) as the dampening of the

structural change in the composition of wealth left

American dream. “Overcoming the obstacles and

the wealth-poor with even fewer opportunities to

challenges facing our young and wealth-poor

regrow wealth. The Great Recession may have

households is less about character and more about

created initial drops in wealth across the entire

capacity building (p. 119).”

wealth spectrum, but the end result will be an

Looking at the effects of the financial crisis

expansion of the gaps in future wealth following the

allows Williams to investigate the effects wealth

recession.

privilege has on financial resilience and the

Williams notes that the benefits of wealth

implications this has for White, Black, Latinos,

does not offer equal protection to households of

Asians, and Americans of other races. Because the

color. “Black and Latino households generally lost at

Great Financial Crisis hit asset values hard, the

twice the rate of their white counterparts (p. 144)”.

wealthy were not able to mitigate losses. The wealthy

What’s more is that Blacks and Latinos suffered

had greater absolute losses and greater relative losses

tangible

than the wealth-poor during the Great Recession.

losses

not

paper-losses.

They

disproportionately suffered losses to their “homes,

That being stated, the wealthy lost more but

retirement, savings, vehicles, stock portfolios, and

were harmed less. While asset values fell, the

businesses (ibid).” This leaves Blacks and Latinos at

wealthy were more likely to maintain employment,

a structural disadvantage to their White counterparts.

they largely avoided bankruptcy, foreclosures, nor

It is far more difficult to recover from concrete losses

did they succumb to insurmountable debt burdens.

of physical assets than to overcome “paper losses”.

Individual experiences obviously varied; but as a

To understand how federal public policy

group, the wealthy remained in the same structural

disproportionately benefits the wealthy, Williams

position as they held prior to the crisis. When

introduces readers to the myriad of tax policies,

markets recovered, the wealthy were ready to reap

written into our federal law, that overwhelming

the market gains. So, the greater one’s wealth, the

advantage the wealthy explicitly for the purpose of

greater the ease to ride out the storm.

maintaining their current wealth and attaining more

The real turmoil from the Great Recession

regrow their wealth.

fell upon the wealth-poor individuals and wealth97
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Turning to tax policy, Williams delineates the

offers a set of policy proposals, geared around

differences in wealth outcomes of a tax deduction,

shifting our tax policy away from benefiting the

rather than a credit. He illustrates to readers the many

wealthy to benefiting the wealth-poor. Williams’

tax policies that currently exist to structurally

proposals allow those at the bottom end of the wealth

advantage the wealthy. While tax policies have

spectrum the ability to attain at least modest levels of

undergone change, the change has been towards

wealth and achieve greater financial security. Some

advantaging the wealthy.

of

Williams

policies

intergenerational

A key point for in this section is that these

include

transfers

of

limits

wealth

on

through

reinstating a tax surcharge, eliminate tax deductions

policies are not the consequence of a naturally

whose benefits are skewed toward the rich, turn some

functioning market economy, but rather these are

tax deductions into tax credits, and expand the

intentionally designed public policies to favor the

Earned Income Tax Credit to name but a few

wealthy in lieu of other economic groups.

suggestions.

These

policies

proposals

will

The racialized consequences of U.S. federal

systematically advantage people of color over

tax policy are hard to ignore as the beneficiaries of

wealthy White Americans. It will lift the net worth of

these polices are disproportionality White (p. 166).”

people of color, and make headways into reversing

This leads to policies that favor White Americans

course away from a system of White plutocracy

over people of color leading to the maintenance of

toward one of meritocracy.

wealth for White Americans and their assured

Michael J. Murray
Bemidji State University
Bemidji, MN

dominance in public policy. In other words, the
outcomes of our current ``race neutral’’ public
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cycle of the concentration of wealth in the hands of
the –White- few leads the U.S. away from a system
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