CHAPTER 2
The Econony and Economi ¢ Theory and Mbdel s
In the previous chapter, a picture of the British econony

was set out; but the picture itself does not define the econony

er se or does it explain the activities of the econony. To go
fromjust seeing the picture to seeing with perception and
understandi ng requires an interpretation of what is happening.
This interpretation is know as econon c theory and the anal yti cal
formof the interpretation can be literary, mathematical, or a
conbi nati on of both. [If mathematics is involved the
interpretation generally takes the form of a mathematical nodel
whi ch can then be used to analyze changes in the picture. To
make this discussion a little nore concrete, let us take a cl oser
| ook at the nethodol ogy of Post Keynesian econom cs.

Met hodol ogy

Post Keynesi an econom sts approach their study of econonic
activity with a common sense understanding of the world. By
conmon sense, it is meant a conplex set of beliefs and
proposi tions about fundamental features of the world which
i ndi vidual s assune in whatever they do in ordinary life. Hence,
for Post Keynesians, they take particul ar features,
characteristics, institutions, and human actors of economc
activity as obvious and practical initial starting points for
further research. To be obvious and practical nmeans that the
various features, institutions, and actors are consi dered
i ngrai ned and everyday properties of the real world of economc
activity and are encountered when observing or participating in

ongoi ng econom c activity. On the one hand, the Post Keynesian
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econom st qua econoni st can as an observer see themin action as
the participants in the econony carry out their activities; or
they can directly experience themas direct participants in
econom c activity. Thus, the compn sense beliefs and
propositions provide the background agai nst which Post Keynesi an
econom sts carry out their research. Hence, this common sense
under st andi ng of economi c activity informs the nmethods which

het erodox econom sts actually use to exam ne econom c activity,
particularly with regard to the way it is expl ai ned.

The Post Keynesi ans posit what they feel are commobn sense
propositions about the economc world and how it should be
under st ood and expl ained. The core set of conmmopn sense
propositions can be sinply stated as 'the actual econony is a
non- ergodi ¢, independent system wi th human agency and economn c-
soci al -political structures and institutions enbedded in an
hi storical process. O her propositions, which support and
clarify the above, include the views that the actual econony and
the society in which it is enbedded are both real and exi st
i ndependently of the individuals it includes; that change cones
about through human action interacting with social, political,
and econom c structures and institutions; that human action is
derived in part fromethical, cultural, political, and
i deol ogi cal beliefs so that econom c outconmes are al so ethical
and political outcones as well; and that a capitalist society is
a class society and the econony is perneated wi th hierarchical
power derived in part fromit. The final commobn conmonsense
proposition is that the study of particular econom c activity

cannot be done independently of the whole econony or fromthe
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social systemin which it is enbedded.

These commonsense propositions do not constitute Post
Keynesi an econom cs, but rather only provide the basis for its
met hodol ogy. The basi c net hodol ogy of Post Keynesi an econom cs
begins with the position that the econom c world consists of

events which are structured in that they consist of sonething

nore than sinple enpirical experience and are intransitive in

that they exist and occur independently of their identification;
that all econom c events, whether reoccurring or not, are

produced by an underlying diverse set of causal nechani sns and

structures; and that the economic world is open in that each and

all econom c events are a result of interacting and counteracting
causal mechani sms and structures. Exanples of econonic
structures are technol ogi cal networks such as i nput-out put

t abl es, econom c norns of behavior, consunption patterns, and
econom c institutions such as trade associations. These economc
structures do not cause econom c events but they do hel p shape
them as they interact with causal mechani sns. Causal nmechani sns
operate through human intentionality which mean that econom c
actors have i ndependent power to initiate actions and the
mechani snms produce the actual econom c events. The point of Post
Keynesi an econom cs is to discover the econonm ¢ structures and
causal mechani sms and explain how they produce the econom c
events such as price changes, unenploynent, and wage cuts. These

expl anati ons are call ed econoni c theories.

Post Keynesi an uses a particular nethod to develop their

t heories, called the grounded theory nethod. The nethod of

grounded theory can be described as a process by which theory is
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"directly' developed fromdata and that data collection,
t heoretical analysis, and theory building proceed sinultaneously-
-see Chart I. The use of the nmethod begins with the econom st
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becom ng fam liar with, but not dogmatically commtted to, the
rel evant theoretical literature which m ght assist himher in
approaching the data. Then, they engages in '"field work' by
col l ecting conparable data from econom c events from which a
number of specific categories or analytical concepts and their
associ ated properties are isolated and the relationshi ps between
themidentified. Wth the concepts and rel ationships empirically
grounded in detail, the econom st then develops a theory in the
form of a conplex anal ytical explanation based on the data's core
concept. An essential property of the theory is that it explains

why and how t he sequence of econom c events represented in the
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data take place. 1In constructing the enmpirically grounded

t heory, the econom st does not try to sinplify; rather they
endeavor to capture the conplexity of the data by enpirically
establishing many different secondary concepts and rel ati onships
and weaving themtogether with the core concept. This ensures
that the resulting theory is conceptually dense as well as having
broad expl anatory power. The process of selecting the core
concept and devel oping the theory brings to |light secondary
concepts and rel ati onshi ps which also need further enpirical
groundi ng as well as suggesting purely anal ytical concepts and
rel ati onshi ps which need enmpirical grounding if they are to be
integrated into the theory. After the theory is devel oped, the
econom st will '"test' it on additional data to see how well its
expl anati on corresponds to ongoi ng econoni c events.

Post Keynesi ans subscribe to the correspondence theory of
truth where the goal of the grounded theory is to uncover the
real causes of econom c events. Hence a grounded econonic theory
is evaluated as to how well it explains actual econom c events,
that is how well it has enpirically identified and weaved
toget her the causal nechani sns, structures, descriptions, and
narrative corresponding to the econom c events being expl ai ned.
Consequently, the econom c theories which enmerge are historical
in that they are derived fromhistorical data and are designed to
expl ain the process of econom cs events represented in them 1In
addition, the descriptions and the narrative conponents of the
t heories convey the feelings and understandi ng of the historical
econom ¢ events being explained. Thus, grounded econom c

theories are historical econom c theories explaining historical
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econom ¢ processes in the context of relatively stable econom c
structures and causal nechani sns. Hence, they can be used to

i nform private and/ or public policy discussions concerning the
control of future econom c events. That is, grounded economc

t heories give econom sts an understandi ng of past events which
they can use to alter the structures and causal nechani snms and
hence the nature of future econom c events. In short historical
econom c theories are fromthe econom st perspective instrunmental
t heories which can be used to engage in deliberate econom c and
soci al change.

Econom ¢ Mbodel s

[ To be conpl et ed]
Exanpl e: Modelling the |Input-Qutput Table of

the British Econony

As a descriptive table of the econonmy, the entries in the
i nput -output table are in value ternms and include all the various
economic flows within the econony for a given period of time. To
simplify our endeavours to derive a nodel fromthe input-output
table, it is assumed that there are two industries each of which
produces a single product and two types of |abour power each of
which is specific to one of the two industries; it is also
necessary to assune to each value entry in the table can be
separated into its quantity and price conponent; and finally to
reduce the mathematical conplexity of the nodel, taxes,
governnment expenditures, inmports and exports are not included in
the nodel. Working with a two-product, two-industry input-output
table, we can wite the follow ng

Table 2.1
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| nput - Qut put Tabl e

product product wages profits total
1 2 sal es
i ndustry 1 g11P1 g12P2 Liwy Pry Qup1
i ndustry 2 g21P1 Q22pP2 Law, Pr. QPp2.
where q;; is read as the anount of product j (which comes

from
the jth industry) needed to produce Q anount of
product i. Thus, for exanple, g, reads as the
amount good 1 needed to produce @ anount of good 2
in industry 2.
pi is the price of good i.
Li is the quantity of |abour power needed to produce Q
amount of product i.
w is the wage rate for L
Pri are the profits obtained from produci ng and selling
good i .
It should be clear that g;; and gi;» and g, and g, represent
the amounts of the intermediate material inputs needed to produce
Q and Q respectively; thus gup: + qu2p2 is the total materi al
costs incurred when producing Q and gxp: + Qgx2p2 IS the total
material costs incurred when producing Q. Also Lyw and L, w,
represent the total |abour costs incurred when producing @ and

Q respectively. Thus the total costs of producing Q is equal

to qup:r + Qgip2 + Liwy; and the same for the total costs of
produci ng Q. Consequently, the difference between total sales

and total costs is profits:
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Pri = Q pi - Qi1p1 + Qizp2 + Liw
The total sales of the econony, Qp: + Qp., is called the

gross national product; and simlarly, the total costs of

producing Q and Q plus the profits acquired is called the gross

nati onal income. Thus we imedi ately see that gross nati onal

product equals gross national income. At this point |let us

I ntroduce the concept of the surplus. The surplus refers to
those products which are |eft over after the intermediate inputs
have been subtracted from what is produced. In our sinple nodel
of the econony, the surplus products of the econony can be
denoted as Q1 = Q - Qu - g and Q. = Q - g2 - g . Wile Q.
and Q, represent the amounts of the surplus products, it should
al so be noted that they are also the physical conponents of the
final demand of the econony. The final demand of the econony,

Qipr + Q@p2, is called the net national product and it equals

the econony's net national inconme which is the total anount of

wages and profits. Finally, it is possible to divide final
demand up into those amounts which will be consuned by the
wor kers, bought by the capitalists for personal consunption, and
bought by the capitalists for investnment purposes; however, this

will not be dealt with here, but delayed until a |ater chapter

So far our sinple input-output nodel represents an
anal ytical snapshot of the econony. To make the nodel anmendabl e
for econom c analysis, it is necessary to introduce input-output

coefficients or production coefficients. Production coefficients

for the internmediate material and | abour power inputs are defined

as:
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Ju /' Q aiz = iz 1 Q I, = L/ Q
axn = O /1 Q ax = qxn I Q |2 = Lo Q.

Thus, each a;; reads as the ampunt of good j needed to produce

aigl

one unit of good i; and each |I; reads as the amount of | abour
power needed to produce one unit of good i. It is also possible

to convert total profits Pr; and Pr, into profit margins, that is

profits per unit of output, in a simlar fashion:

pm = Pri/ Q pm = Pri/ Q.
Finally, let us assune for the nonent that the production
coefficients and profit margins do not change with variations in
production and sales. Thus, if Q increased by 10% di1 , Q12 , Li
, and Pr; would all increase by 10%with the results that a;; , an
, 11, and pm would not change. G ven the production
coefficients and profit margins, it is now possible to use the
nodel to carry out an analysis of the econonmy. This will be done
by dividing the nodel of the econony into a price nodel and a
quantity nodel

Pri ce Mode

The price nodel of the econony can be depicted as foll ows:
(1) anup:r + aw p2 + law + pm = p;
azPpr * Ax P2 t lw + pm = p2

where app; + ax p2 + iww equals the average total

costs of produci ng good 1; and
a,p: + azx p2 + l,w, equals the average total
costs of produci ng good 2.
The useful ness of the nodel is that it permts us to anal yze what
happens to prices when wage rates and profit margin change. To

show this let us assuned that w and pm are determ ned outside

35



the nodel. Let us also assune that wage rates are denoted in
terms of noney, which this means that profit margins and prices
will also be denoted in terms of noney.® Now for any given wage
rates and profit margins it is possible to detern ne prices.
This can be seen in the foll owi ng exanpl e.

Let a;; = .5, a;, = .3, an = .2, a» =.1, I, =1, and I, = 1;
thus we have the follow ng price nodel

(2) .B5py + .3p2 + 1wy + pm = ps

.2p1 + . 1py, + 1w, + pmp p2.

If both wage rates are £1.00 and both profit margins are £2. 00,
then p, = £9.23 and p, = £ 5.38.% An increase in wage rates to,
say, £2.00 (while profit margins stay at £2.00) will increase
both prices to £12.30 and £7.17 respectfully; and simlarly, an
increase in both profit margins to £3.00 (while wage rates stay
at £1.00) will increase prices to £12.30 and £7.17. Thus an
increase in either wage rates or profit margins will increase
prices. Further, if w, is increased to £2.00 (while w, remin at
£1.00 and the profit margins remain at £2.00), both prices wll

i ncrease to £11.69 and £6. 15 respectfully; and if pm is

i ncreased to £3.00 (while pm remains at £2.00 and the wage rates
remain at £1.00), both prices will increase to £11.69 and £6. 15
respectfully. Consequently, a rise in wage rates or profit

margins in any one industry will increase prices in all

i ndustries. This is because of the interdependent nature of the

This assunption may seem "of course", but many economi sts
like to build nodels of the econony which have no noney.

“When the val ues for wage rates and profit margins are

substituted in (2), we have a two-equation nodel with two
unknowns, and this can be easily sol ved.
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two industries. Finally, for any given positive wage rates and
profit margins, the price nodel will produce positive prices--
this is because the econony on which the nodel is based produces
a surplus of goods over what is used up in production.

Quantity Mode

The quantity nodel of the can be depicted as foll ows:

(3) a;1Q + an @ + Q1 = Q
apQ + a» @+ Q=0
L=0Ql:+ Ql:

where a;;Q + ax Q represents the total anmount of good

1 used up in the production in producing @ and @

a;,Q + ax Q@ represents the total amount of good
2 used up in the production in producing @ and Q

Ql ; represents the total amunt of |abour needed
to produce Q

Ql , represents the total amount of |abour needed
to produce @Q; and

L represents the total amount of | abour enployed
i n t he econony.
The useful ness of the nodel is that it permts us to anal yze what
happens to total output when changes in the final demand occur.
Si nce investnent goods are part of the final demand goods and
busi ness enterprises determ ne their demand for investnent goods
I ndependently, the quantities of @, and Q, are given to and in
fact drive the quantity nmodel. For any quantities of @, and
Q, it is possible to solve, using the quantity nodel, for Q
and Q, that is the anount of total output which will be

consistent with a surplus of @ and Q.. Further, it can be
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shown using the quantity nodel that any increase in investnent,

i.e. any increase in the demand for investnment goods, wll

i ncrease the total output of both products and total enpl oynment

as well. This can be seen in the follow ng manner. Assunmi ng the

sanme production coefficients as in equation (2), the quantity

nodel can be witten as

(4) 5Q + .2Q + QY
.3Q + . 1Q + @
L=Qx1+Qx1-=0Q¢+0q

If @, and @, are both set equal to 10 units of good 1 and good

Q
Q

2 respectfully, then Q = 28.2 of good 1 and @ = 20.5 units of
good 2 and total enployment, L, would be 48.7. Now if both Q
and Q, are increased by 10% because of an increase in the demand
for investnment goods, then the total anmpbunts of goods 1 and 2
produced will be 31.02 and 22.56 respectfully and total

enpl oynent will be 53.58. Moreover, if only Q1 was increased by
10% to 11 units and Q, was kept at 10 units, both @ and Q would
i ncrease to 30.51 and 21.28 respectfully and total enploynment
woul d increase to 51.79. Thus, any increase in the demand for

i nvest ment goods will increase the total output in both

i ndustries in the econony and total enploynment as well; and this
Is due to the interdependent nature of the econony.

Econony as a \Whol e

The price and quantity nodels can be put together to provide
a picture of the econony as a whol e:
(5) anQp:r  + anQp: + 1:Q wi + pmQ

a21(?2[31 + azzszz + |2Q2 w, + pranz
chpl + Q‘zpz = Fi nal Denmand

Qip1
QP2
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Qli + Ql, = Total Enploynent.
For any given wage rates, profit margins, and quantities of Q9
and Q,, it is possible to determ ne the prices, quantities, and
enpl oynment for the econonmy. As noted previously, one property of
I nput - out put nodels is that net national product equals net
nati onal income, and for the above nodel this nmeans that
(6) QP + Qop2 =1:Qw + pmQ + 1, QW + pmQ.
Now i f business enterprises increase their demand for investnent
goods, @, and @, will increase and so will total production and
enpl oyment of workers, but prices, wage rates and profit margins
wi Il not change. On the other hand, if wage rates and/or profit
mar gi ns increase, prices will increase, but there will no change
in final demand, total output, or enmploynent. Thus, in this
nodel the driving force in the econony is the decision to invest,
not the decision to save by raising profit margins. 1In fact, for
a given nonetary value of final demand, any increase in profit
mar gi ns and thereby increasing prices will lead to a reduction in
"real final demand' and hence to a reduction in total output and
enpl oyment. In this way, the nodel provides a particular
i nterpretation of the econom c activity represented in the input-
out put table of the British econony.
Ter ns

Common sense

Causal nechani sns

Structures

Grounded theory met hod

Econom c theories

Price Mode

Quantity Mode

Profit Margin

Sur pl us

Producti on Coefficients
G oss National |ncone
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P1

Gross National Product
Net National | ncone
Net Nati onal Product
Tot al Costs

Aver age Total Cost
Profits

Exerci ses and Questi ons

VWhat are the common sense propositions of Post Keynesian
econom cs?

What is the grounded theory nmethod? How are grounded
econom c theories evaluated? What is the relationship

bet ween a grounded econom c theory and econom c policy?
Consi der the follow ng price nodel:

.3p1+ .5p2+ 1W1+ pm = p:1
.2p1+ .1p2+ Iw, + pm = p:2

a. if w, = w = £1.00 and pm, = pm = £1. 00, then determ ne
and p,.
b. if wg, = £1.00 and w, = £2.00 and pm = pm = £1.00, then
determ ne p; and p..
C. if wvs = w = £1.00 and pm = £1.00 and pm = £2.00, then
determ ne p; and p..
d. what are the inplications of these results?

Consi der the follow ng quantity nodel:
.3Q + . 2Q + @, Q
5Q + . 1Q + @ Q
1Q + 1Q = L

a. what do Q;, Q. and L represent.

b. if @, =@, = 10 determne @, @, and L.
C. if Q. 10 and @, = 20 determne Q, Q, and L.
Describe the rel ationship between the quantity nodel and the

price nodel with respect to the | evel of enploynent and net
nati onal incone.

Consi der the follow ng econony:
.25Q + .25Q + Q@ = Q
3G+ 20+ Q@2 = Q
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a. determine @ and @ if @; = 10 and @, = 20.

b. determ ne the change in output if Q3 is increased by
10%
7. Consi der the follow ng econony:

A4Q + .3Q + Q1 = Q

.6Q + . 1Q + @, = Q

a. determine @ and @ when Q; = 10 and @, = 20.

b. if Q1 increases while @, remai ns constant, why does Q
I ncrease?
8. Consi der the follow ng econony:
Quantitiy Model Price Model
. 5Q + @1 = Q L3p2 + 1w + pm = ps
3Q+ Q2 = Q .5p1 + 1w, + pm = p2

a. assunme @; =5 and @, = 10, solve for Q, @, and L.

b. assume w; = W, = £1.00 and pm = pm = £3. 00, solve for

. and p;
9. Consi der the follow ng econony:
Quantity Model Price Mode

3 + Q@ = Q Ap, + 1w + pm = Py

A4 + Q2 = Q .3p1 + 1w, + pm = p2

a. assune @Q; = 10 and @, = 15, solve for @, @, and L

b. assume w; = W, = £2.00 and pm = pm = £1. 00, solve for
. and p,.

C. determ ne the new values for Q, Q, and L if Q3 is

i ncreased by 10% \Why does Q increase even though @
was not increased at all?

10. Consider the follow ng econony:
Price Model Quantity Mbdel
.6p2+1W1+pml=p1 .3Q2+Q1=Q
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11.

.3p1 + 1w, + pm = p2 .6Q + Q2 = Q
Questi ons:

a. assunme that w, = w, = £3.00 and pm = pm = £2. 00,
determ ne p; and p..

b. assune that @, = 20 and @, = 15, determne @, @, and

C. using the answers in (a) and (b) determ ne gross and
net national product, net national incone, the wage
share in net national income, and the profit share in
net national incone.

d. assum ng that @, is increase by five units, with wage
rates and profit margins remaining the same, detern ne
t he new gross national product, net national incone,
the wage share in net national incone, and the profit
share in net national inconme. Provide an expl anation
for these results.

e. assum ng that wy and w, are increased to £4.00, with
profit margins remaining the same and Q; = 20 and Q' =
15, determ ne the new gross national product, net
nati onal incone, the wage share in net national incone,
and the profit share in net national incone. Provide
an explanation for these results.

f. assumng that pm is increased to £2.00 and pm is
increased to £3.00 with wage rates and Q@ ; = 20 and @
= 15, determ ne the new gross national product, net
nati onal inconme, the wage share in net national incone,
and the profit share in net national incone. Provide
an explanation for these results.

g. conpare the above answers and explain what factors
affect the distribution of the net national incone
bet ween wages and profits and what factors affect
out put and enploynment. If you wanted to increase
enpl oynment, inmprove the living standards of those
enpl oyed but not have any inflation, what would you do
and why?

h. t echnol ogi cal change reduces the production
coefficients for the intermedi ate material and | abour
power inputs. Using the above price and quantity
nodel s as a base, who do you think benefits from
t echnol ogi cal change?

What is nmeant by the interdependent nature of the econony?
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