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Th e Post Keynesian alternative to infl ation targeting

Angel Asensio*,*** and Mark Hayes**,***

While mainstream policies may be beyond improvement in the enchanted ›op-
timizable‹ world, Post Keynesians have to manage without a magic wand in 
our uncertain world. We discuss the alternative policies proposed in the re-
cent Post Keynesian literature and argue that control of interest rates is too im-
perfect for such policies to be feasible in general, although they provide useful 
guidelines and may be successful in favourable circumstances. Consequently, 
the question of credibility is irrelevant, if this means whether policy-makers 
will honour their commitment to an unfeasible ideal target. Th e right question 
is whether policy is convincing enough to make the conventional state of expec-
tation (and the related interest rate) consistent with full employment. It is all 
a matter of confi dence. Th e basic principles involved in such an approach to 
monetary policy are discussed.
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»We must remind ourselves that there may be several slips between the cup and the 
lip.« J.M. Keynes, Th e General Th eory

1. Introduction

›Old Keynesian‹ economic policy recipes have been discarded as no longer credible because 
they were based upon the degenerate ›hydraulic Keynesian‹ machine, in which the achieve-
ment of full employment was an elementary matter of shifting the IS and/or LM curve(s) 
appropriately. Th e consistent mainstream response has been to develop the idea that rational 
agents would not make systematic errors in forming their expectations within such a sim-
ple economic machine. And here we are: ›infl ation targeting‹ (let us call it ›Non Infl ation-
ary Stabilizing Policy‹) has become the optimal policy response to stochastic disturbances 
of dynamically stable and therefore predictable and optimizable systems, characterised by 
the new standard form of modelling, the dynamic stochastic general equilibrium model 
(DSGE, see Benassy 2007 for a recent stylised version).

Echoing the reassessment of monetary and fi scal policy by Arestis and Sawyer (2003a, 
2003b and 2003c), a process of collective refl ection has recently been seeking to conceive 
a Post Keynesian alternative to mainstream economic policy (Fontana/Palacio-Vera 2007, 
Setterfi eld 2007a, Setterfi eld/Lima 2008, Atesoglu 2007, Palley 2006). Some authors sug-
gest making infl ation targeting more countercyclical, so as to have stronger real eff ects over 
the cycle and growth path, while others argue for a policy aimed at maintaining the inter-
est rate at a low level. More ambitious proposals aim at designing an integrated monetary-
fi scal policy mix (Arestis/Sawyer 2003b, Câmara Neto/Vernengo 2004, Setterfi eld 2007b), 
sometimes including income policy (Hein/Stockhammer 2007). For example, Arestis and 
Sawyer (2003b) suggest a ›fi scal Taylor rule‹ so as to compensate for the weakness of mon-
etary policy (see also Setterfi eld 2007b).

Although they contain stimulating ideas and provide useful guidelines, these contri-
butions overlook the fact that the central bank’s control over interest rates is very imper-
fect, because of the shifting nature of liquidity preference and the demand for money, and 
because of the undesirable consequences that might result from interest rates adjustments. 
Th ere is some residual ›hydraulic Keynesianism‹ in the assumption that the central bank 
can freely set the rate of interest at the ideal level. If it was possible for economic policies to 
ensure full employment and price stability by means of a set of simple – or even sophisti-
cated – rules, any Post Keynesian policy mix would, at best, do as well as the mainstream’s 
optimal one. Th e mainstream will always reign supreme in their enchanted ›optimizable‹ 
world. Post Keynesians must resign themselves to managing without a magic wand in the 
uncertain and imperfectly malleable real world.

Section 2 considers fi rst the methodological roots of the Post Keynesian critique of 
mainstream policy recommendations and the need for an alternative. Section 3 discusses the 
alternative interest rules mentioned above, along with the problem of feasibility. Th is sec-
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tion also outlines some general principles for improving the eff ectiveness of the Post Key-
nesian macroeconomic policies. Section 4 concludes that a Post Keynesian ontology has 
profound implications for the kind of policy that is likely to succeed. Th e mainstream has 
once again fallen into a ›hydraulic‹ trap.

2. Economic policy as a ›magic wand‹

Th e mainstream view, expressed in macroeconomic terms, is that insuffi  cient aggregate de-
mand in the goods market or, equivalently, an excess of planned saving, is a state of disequi-
librium, for competitive forces would trigger a decrease in the rate of interest which simulta-
neously would clear both the market for goods and the market for bonds. In the monetary 
version of the theory, where the money market is included, the real balance or ›Pigou eff ect‹ 
and the so-called ›Keynes eff ect‹ contribute to the support of aggregate demand as well.

Keynes by contrast stated that, in the face of uncertainty, the tendency of a fall in ag-
gregate demand to reduce interest rates may encounter various obstacles. First, it depends 
on the behaviour of the banking system: if the money supply decreases along with the de-
mand for money (as in the endogenous money literature), the rate of interest will remain 
unchanged. Secondly, it may be that the depressive forces harm the state of confi dence so 
that people try to increase the share of liquid assets in their portfolio (this shift in liquidi-
ty-preference would limit or inhibit both the Keynes and Pigou eff ects, for money demand 
in this case does not fall as much, which limits the Keynes eff ect, and reduces the excess of 
real balances, compared to money demand, which limits the Pigou eff ect). Furthermore, 
the worsening business climate could deter investment projects despite any reduction in 
the interest rate. Th us, without even considering possible destabilizing forces (e.g. the ef-
fects of changes in money-wages pointed out in Keynes 1936: Chapter 19, or the debt-de-
fl ation eff ect in Fisher 1933), it appears that, in the presence of uncertainty, the stabilizing 
forces themselves may fail.

According to the mainstream, as competitive forces are assumed to drive the system to 
a ›natural‹ anchor, macroeconomic policy can at best help to stabilize the economy when ri-
gidities delay the adjustment process. In such a context, automatic monetary and fi scal rules 
can be formulated, since they aim merely to off set deviations from the anchor (the ›natural‹ 
value). As such governance principles work symbiotically with the mainstream approach 
(Dixit/Lambertini 2003), they stabilize the macroeconomic system perfectly. Th e same rules, 
however, have severe drawbacks if they are implemented in a Keynesian model of the econ-
omy (Asensio 2006, 2007a and 2007b, Atesoglu/Smithin 2006, Palley 2007, Sawyer 2007, 
Setterfi eld/Lima 2008). As Asensio pointed out, in the absence of a spontaneous return to-
wards full employment, a depressed level of unemployment becomes the macroeconomic 
policy target as soon as it comes to be considered the ›natural‹ rate, with the result that the 
policy mix ›symbiotically‹ anchors the system away from full employment. Th e persistence 
of a high ›natural‹ rate of unemployment in that case results from the policy, while it is held 
by the ›New Consensus‹ macroeconomics to be the result of real wage rigidity. Th is line of 
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argument suggests a kind of unemployment trap, which the mainstream calls hysteresis1: 
when the stabilization of a negative shock works only partially, unemployment increases, 
and policy-makers then take the actual unemployment rate to be the new ›natural‹ rate.

Similar drawbacks may arise with respect to tensions over income distribution. Infl a-
tion depends on factors aff ecting distribution (the mark-up, wages pressure relative to pro-
ductivity gains, or taxes on profi ts2). Th ese factors may aff ect the unemployment rate indi-
rectly through the monetary policy reaction they trigger. Whatever may be the proximate 
causes of infl ationary pressures, the central bank can always restrict the actual rate of infl a-
tion by increasing the interest rate and the level of unemployment in such a way that the 
pressures fade. Indeed, higher interest rates increase unemployment and reduce the workers’ 
ability to negotiate money-wage increases in proportion to the increase in the price index, 
therefore reducing infl ationary pressures. Higher interest rates and lower economic activity 
could temper other sources of cost-push infl ation as well (there is little doubt that the long-
term interest rate can always be increased, the problem is in reducing it). Infl ation is always 
a monetary phenomenon in the trivial sense that it means higher money prices of goods 
and services, but while mainstream economics blames irresponsible or lax fi scal and mon-
etary policies, the Post Keynesian approach emphasises the dilemma stemming from the 
distributive tensions: to preserve the value of money and assume higher unemployment, or 
to preserve employment and let infl ation develop. Th e mainstream holds moreover that re-
ducing monetary infl ation has no permanent cost in terms of unemployment, whereas Post 
Keynesians claim that it does, insofar as persistent distributive tensions induce the mone-
tary authorities to adopt an ›incomes policy of fear‹ (Davidson 2006).3

Th is argument suggests that New Consensus macroeconomic policy is inadequate, or 
worse, within a Keynesian understanding of the world; the mainstream attempt to wave a 
magic wand leads to erroneous targets and the misuse of policy instruments. Th e Post Key-
nesian perspective demands an alternative approach to policy.

3. Getting rid of the wand

3.1 Activist and ›parking it‹ monetary rules 

Two kinds of Post Keynesian alternatives to infl ation targeting have been put forward re-
cently (Rochon/Setterfi eld 2007a): ›parking it‹ rules and ›activist‹ rules. Th e advocates of 

1 On hysteresis, see the Minisymposium in the Journal of Post Keynesian Economics 15(3), 1993.
2 Taxes paid by fi rms, given the mark up and unit labour cost, reduce distributable profi ts or are 
shifted onto consumers and workers. Taxes paid by workers also may induce wage pressures aiming at 
preserving the purchasing power of the money-wage. In an open economy, the prices of oil and im-
ported intermediate goods should also be taken into account as an example of international distribu-
tive confl ict. Notice that even the use of seignorage in an infl ationary environment as an alternative 
to taxation is an example of distributive confl ict.
3 See Palley (1996 and 2001) for an empirical discussion.
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activist rules consider that authorities should adjust the interest rate more actively than rec-
ommended in the mainstream, so as to take advantage of the real eff ects of monetary poli-
cy. ›Parking it‹ rules on the other hand are a response both to the idea that »infl ation is fi rst 
and foremost the result of confl ict over the distribution of income« (Rochon/Setterfi eld 
2007b: 8), so that monetary policy is not the appropriate tool to fi ght infl ation, and to the 
idea that the wisdom of active monetary policy is questionable, owing to the many uncer-
tainties in the transmission mechanism (Wray 2007, Bateman 2003). ›Parking it‹ rules are 
therefore to be understood as full policy-mix proposals (Hein/Stockhammer 2007) based 
on the following principles:

– fi scal policy works countercyclically;
– incomes policy aims at fi ghting infl ation;
– monetary policy parks the interest rate with an explicit distributional objective.

Th e philosophy of the Post Keynesian rules therefore diff ers substantially from the main-
stream rule philosophy. Furthermore, because of the attention paid to fundamental uncer-
tainty, Post Keynesian rules have to be interpreted as policies intended to achieve desirable 
goals, rather than strict rules.

3.1.1 ›Activist‹ rules

According to the ›activist‹ rules proponents, the mainstream infl ation targeting rule leads 
to fl awed interest rate adjustment because it overlooks the real eff ects of monetary policy 
(see also Sawyer 2007). Th e innovative proposal for a ›fl exible opportunistic approach‹ de-
veloped by Fontana and Palacio-Vera (2003 and 2007) seeks to encourage the growth rate 
of output and employment, besides stabilizing output in the short run and achieving price 
stability in the long run.

Th e standard opportunistic approach (Orphanides/Wilcox 1996) states that, in order 
to be able to take advantage of a possible exogenous adjustment of the infl ation rate towards 
the long-run target, the central bank should not adjust interest rates as long as the actual in-
fl ation rate remains within some predetermined upper and lower limits around the target. 
By contrast, the fl exible opportunistic approach puts forward that the possible long-run 
eff ects of monetary policy on potential output argue in favour of a policy loosening when 
the actual rate of infl ation is below the target but above the predetermined lower bound. In 
a similar way, if the actual rate of infl ation is above the target but below the predetermined 
upper bound, the fl exible opportunistic approach states that monetary policy should mod-
erately decrease the interest rate so as to take advantage of a possible increase in potential 
output, which would subsequently off set possible infl ationary pressure.

Palley (2007) considers other real eff ects of monetary policy, besides the eff ects on 
potential output and growth, and argues that infl ation targeting »biases decisions toward 
low infl ation by obscuring the fact that policy also aff ects unemployment, real wages, and 
growth« (Palley 2007: 61). Taking these real eff ects into account, Palley calls for setting the 
rate of interest so as to balance the possible advantages that may follow from accepting an 
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increased infl ation rate with the advantage of low infl ation. In his model, when unemploy-
ment is suffi  ciently high, the only cost to monetary stimulus is increased infl ation. Th e au-
thorities in that case may reduce the rate of interest so that unemployment decreases to-
wards Palley’s MURI (minimum unemployment rate of infl ation, beyond which further 
infl ation increases would have a counterproductive eff ect on employment)4. However, a 
trade-off  between higher wages and lower unemployment, versus higher infl ation and low-
er growth, may arise as unemployment falls. Th is is because the economy, under certain 
conditions,5 becomes profi t-led (as the profi t rate is negatively aff ected by unemployment). 
Th is interesting feature of Palley’s model suggests that the rate of interest should not be ad-
justed according to a rigid predetermined rule, for the economy may become wage-led or 
profi t-led depending on the level of unemployment, which aff ects the terms of the trade-
off  facing monetary policy. 

As they seek to take advantage of the potential real eff ects of monetary policy, Post Key-
nesian ›activist‹ rules unquestionably improve upon the mainstream’s ›infl ation targeting‹. 
Th ere is however an important diffi  culty related to the conventional character of long-term 
interest rates which make their feasibility uncertain. Th e feasibility of these rules indeed 
rests on the questionable assumption that the long-term interest rate (the real rate in the 
case of the fl exible opportunistic approach)6 can be adjusted so as to reach the ideal target. 
Th e point is that the shifting nature of the state of confi dence has serious implications for 
the ability of monetary policy to control the long-term interest rate through operating on 
the overnight rate. For example, Lavoie (1999: 2), who suggests that ›monetary authorities 
have the ultimate say on the convention‹, pointed out that the spreads between the long-
term rates and the overnight rate vary according to the liquidity preference of the commer-
cial banks and the participants in the fi nancial markets: 

»As Smithin (1996: 93) puts it, a role for Keynesian liquidity preference can be re-
tained in this scenario, in that liquidity preference considerations may well period-
ically insert a wedge between those rates of interest which are more or less directly 
under the central bank control and rates elsewhere« (Lavoie 1999: 2).

Such a diffi  culty may arise especially in the case of interest rate reductions. When the mon-
etary base is increased as a result of lower short-term interest rates, lower long-term bank 
rates in principle boost the demand for credit. But if, at the same time, liquidity preference 
increases, banks may be able to sell more credit without needing to reduce their interest 
rates, for non-bank loan (bond) rates tend in this case to rise in order to compensate for the 
increasing liquidity preference.

4 Th is is related to the backward-bending Phillips curve of the model: as real wage resistance in-
creases as infl ation increases, the ›grease eff ect‹ on employment, which is associated with the negative 
eff ect of infl ation on real wages, erodes as infl ation increases. See Palley (2007) for details.
5 If real wages do not rise too steeply as unemployment decreases, authorities may reach the MURI 
without encountering a growth trade-off ; otherwise, there may be a trade-off  between growth and 
pushing the unemployment rate to the MURI (Palley 2007: 74).
6 A specifi c problem raised by the control over the real rate is discussed below.
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Of course central banks may also intervene directly in fi nancial markets with the aim 
of infl uencing long-term interest rates. But even if 

»the monetary authority were prepared to deal both ways on specifi ed terms in debts 
of all maturities, and even more so if it were prepared to deal in debts of varying de-
gree of risk«, 

there would be »limitations on the ability of the monetary authority to establish any giv-
en complex of rates of interest for debts of diff erent terms and risk« (Keynes 1936: 205 and 
207).7 Some of these limitations (see Keynes 1936: 207 – 208 for a detailed discussion) can 
be considered purely theoretical, insofar as they would only arise in extreme circumstanc-
es (virtually absolute liquidity preference when rates are considered too low; breakdown of 
stability in the rate of interest – owing to a fl ight from the currency or other fi nancial cri-
sis); but others apply in normal circumstances (the intermediate cost of bringing the bor-
rower and the lender together, the allowance for risk required by the lender, including li-
quidity risk).

3.1.2 ›Parking it‹ rules

Feasibility is also an issue for the ›Parking it‹ rules but in a way that diff ers according to the 
type of the rule considered. ›Parking it‹ rules divide into short-term nominal rate and long-
term real rate rules. Let us fi rst discuss the ›fair rate‹ rule, understood in the spirit of Pasi-
netti (1981) (see also Lavoie 1999), and the ›low real rate‹ proposed in Smithin (2007) (also 
Atesoglu/Smithin 2006, Hein/Stockhammer 2007). Both are real rate based rules and share 
the normative purpose of providing economic policy with an ›explicit distributional ob-
jective‹. Th e ›fair rate‹ rule consists in equalizing the real interest rate with the productivity 
growth rate, so that the rentiers’ share in the national income is constant. Smithin’s rule, on 
the other hand, holds to setting the real interest rate at a low level (a cheap money policy). 
Th e distribution eff ect here diff ers essentially because 

»it does not […] guarantee a share for existing wealth holders (as opposed to entre-
preneurs or workers) in current productivity increases, as would the notion of the 
›fair‹ interest rate […]. Th is omission might be justifi ed on the grounds that it is the 
latter, rather than the former, who are actually responsible for the productivity in-
creases« (Smithin 2007: 116).

Both rules aim at setting the real rate of interest at a target level, and both are therefore sub-
ject to the problem of feasibility. Th ere is, however, another diffi  culty in this case, for the 
real rate of interest is not a single variable (as it would be in a barter or ›neutral‹ economy); 
it is the diff erence between the price of liquidity (the long-term nominal rate) and the ex-
pected infl ation rate. Hence how could a central bank go about achieving these twin objec-
tives with only one instrument (the overnight rate)?

7 On monetary policy and debt management, see also Tily (2006).
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Post Keynesians reject the belief in a natural real rate of interest, and it is therefore of-
ten assumed that the determination of this variable is left to the central bank, as suggested 
in Smithin (1994: 172 – 173) and Lavoie (1996: 277 and 1999: 2). However the discussion 
of how the central bank could manage to control the long-term real interest rate is not to-
tally convincing, for it rests on the idea that, provided the central bank is able to adjust the 
long-term nominal rate, it can easily adjust the nominal rate to take account of the expect-
ed infl ation rate. But this requires that the expected rate of infl ation is independent of the 
nominal rate of interest, which is not self-evidently true. Even if authorities intend to an-
chor expectations by committing themselves to an infl ation target, the offi  cial target would 
not anchor expectations if agents thought the nominal interest rate was inconsistent with 
the target. Th us, either the central bank anchors the expected infl ation but cannot set the 
nominal rate independently, or the central bank sets the interest rate but cannot anchor the 
expected infl ation rate independently. In either case, the central bank can hardly be said to 
control the real interest rate.

Short-term nominal rate rules are not subject to such a limitation, for the short-term 
nominal interest rate is very closely related to the central bank’s overnight rate (outside pe-
riods of crisis). Th e ›Kansas City‹ rule calls for the ›euthanasia of the rentier‹ by means of a 
zero short-term nominal rate (Wray 2007).8 Let us fi rst consider Keynes’s views on the is-
sue. ›Th e social philosophy towards which the General Th eory might lead‹ (Keynes 1936: 
374 – 377) focuses on our ability to manage the rate of interest so as to raise the inducement 
to invest to the level where, given the aggregate propensity to consume (including the State), 
there is full employment. Insofar as the accumulation of capital decreases the marginal effi  -
ciency of capital, a decrease in the interest rate will be necessary in the long run. Th at is the 
essence of Keynes’s prediction of the euthanasia of the rentier. According to his argument, 
the ideal policy is not to maintain the interest rate at a low fi xed level unconditionally; it is 
to adjust the interest rate to the level that ensures full employment, given the marginal ef-
fi ciency of capital and the aggregate propensity to consume. As these variables may change 
in response to changes in the rate (and the state) of capital accumulation, in productivity 
growth or in the government’s propensity to consume, among other factors, it would be im-
prudent to adopt a rule that could not take account of such developments.

Th e ›Kansas City‹ version of the short-term nominal rate ›parking it‹ rule would work 
as well as is possible against unemployment, but in the face of distributive tensions aimed 
for example at increasing the share of profi ts, or wages, or government revenues, it would 
allow for monetary accommodation of the resulting infl ationary pressures. Hein and Stock-
hammer (2007: 17) suggest that low real interest rates rather reduce infl ationary pressures 
and that it is, on the contrary, high interest rates that fuel infl ation, based on a cost push 
argument. Although such a mechanism must of course be considered, notice that there are 
many cost push channels which could feed distribution confl ict even when interest rates 
are low, and that in this case, the monetary accommodation induced by the ›parking it‹ rule 

8 Câmara Neto and Vernengo (2004) also advocate a low interest rate policy so as to make it eas-
ier for the government to implement a sound countercyclical fi scal policy.
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would certainly fuel infl ation. It is no doubt a good thing that the central bank accommo-
dates the banks when they need to refi nance themselves as a result of the credit-money they 
have created in response to viable activities, but when the demand for credit-money results 
from the kind of distributive infl ationary pressures mentioned above,9 the central bank fac-
es a dilemma: either it accommodates infl ation, so that unemployment does not rise, or it 
fi ghts the distributive confl ict by means of higher interest and unemployment rates. Such 
a dilemma has no objective solution that could be picked out from economic theory, espe-
cially if infl ationary pressures are strong and threaten confi dence in the purchasing power 
of money. It is a political decision, a matter for the community as a whole.

Th e dilemma would vanish if, as recommended in Setterfi eld (2007a, see also Hein/
Stockhammer 2007, Setterfi eld/Lima 2008, Rochon/Setterfi eld 2007a and 2007b), an in-
comes policy could harmonise the distribution of income. But even in that case, it is doubt-
ful whether a zero-rate rule is really feasible, for there are events which may force the cen-
tral bank to adjust the overnight rate. For example, Wray (2007) points out the problem 
of exchange rate stabilization in fi xed peg regimes, although his discussion then abstracts 
from the problem by assuming fl exible exchange rates. Yet such an assumption does not 
really solve the problem, especially in the case of a large or medium country. Such a coun-
try indeed cannot really have a totally independent interest rate policy even in the case of a 
fl exible exchange rate, for there are negative externalities, some of which pass through the 
exchange rate variations (as in the case of ›competitive depreciation‹), which normally trig-
ger interest rate policy responses in foreign countries, aimed at off setting the externalities 
and related exchange rate variations.10 Hence, anticipating the foreign reaction, the policy 
of the home country may be to set the interest rate in accordance with an ›acceptable‹ ex-
change rate, instead of unilaterally implementing a ›parking it‹ rule.

3.2 Post Keynesian alternatives to infl ation targeting: Coping with feasibility

According to Keynes, writing on ›the social philosophy to which the General Th eory might 
lead‹, the ideal policy is to adjust the interest rate to the level which ensures full employ-
ment, given the marginal effi  ciency of capital and the aggregate propensity to consume. It 
is the merit of those Post Keynesian rules discussed above that they reintroduce the philo-
sophical dimension into the theoretical debate on economic policy. It is a positive contri-
bution of the ›parking it‹ approach, to question, in normative terms, the role of monetary 
policy on the grounds of income distribution. It is a positive contribution of the ›activists‹ 
to emphasise the inadequacy of infl ation targeting in terms of the long-run eff ects of mon-

9 As suggested in Section 2, infl ationary distributive tensions develop, provided the central bank 
allows them, that is, when, under the central bank refi nancing conditions, banks accommodate the 
growth in money demand resulting from the rising wage and price level.
10 Th is is not to say that the short-term nominal interest rate is the appropriate instrument for 
achieving a specifi c exchange rate target; it is rather to say that monetary authorities may hardly dis-
regard the eff ects that short-term rates may have on the exchange rate (through their eff ects on long 
term rates, international capital fl ows, balance of payments…).
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etary policy on economic growth and real magnitudes, and to promote policies intended 
to take advantage of these eff ects.

Yet Post Keynesians need to identify policies that are not only based on sound so-
cial philosophy, but that are also feasible in general. Th e Post Keynesian monetary rules 
discussed above may be feasible in favourable circumstances, and it is therefore of impor-
tance to know about the ideal policy; but authorities in general have not the assured con-
trol over the long-term nominal and real rates of interest required to reach the ideal out-
come. In our uncertain world, the alternative to the hydraulic infl ation targeting policy of 
the mainstream does not hold only in designing ideal goals, but also in dealing with the 
diffi  cult task of controlling interest rates eff ectively, in which success never is assured inso-
far as true uncertainty prevails.

Keynes’s General Th eory, especially in Chapter 13 (Section 3), Chapter 15 (Section 2), 
and Chapter 19 (Section 2 and 3), off ers valuable insights in this matter, fi rst by identify-
ing the sources of the diffi  culty, and second by suggesting general principles for the design 
of monetary policy.

Two related diffi  culties are identifi ed. Th e fi rst one is that the equilibrium interest 
rate 

»is a highly conventional […] phenomenon. For its actual value is largely governed by 
the prevailing view as to what its value is expected to be. Any level of interest which 
is accepted with suffi  cient conviction as likely to be durable will be durable; subject, 
of course, in a changing society to fl uctuations for all kinds of reasons round the ex-
pected normal.« (Keynes 1936: 203). 

Th erefore unemployment develops »because people want the moon« (Keynes 1936: 235), 
that is, because the long-term equilibrium interest rate is not low enough when liquidity 
preference is too high, given the marginal effi  ciency of capital and the aggregate propensi-
ty to consume. Th e diffi  cult task of monetary policy is to infl uence the convention so that 
the long-term interest rate permits a higher level of employment. Th e second diffi  culty is 
that the volatility of confi dence makes the demand for money and the inducement to in-
vest unstable and uncertain, in the Keynesian understanding of the term, with the result 
that both control over the long-term interest rate and the fi nal eff ect on eff ective demand 
are erratic.

Th e policy problem is all the more complex as short-term interest rate variations may 
interfere with the state of confi dence, thereby producing shifts in the macroeconomic re-
lationships, and making uncertainty endogenous to the monetary policy itself. Let us sup-
pose that the cut in the short-term rate starts to have some eff ect on the long-term rate. Ac-
cording to Keynes’s theory of interest, if the market believes the ›conventional‹ long rate is 
higher than the actual, it will expect a future increase, and agents will increase their liquid-
ity-preference, thereby limiting or possibly preventing the reduction in the long-term rate. 
In the words of Bateman, who has opportunely recalled the special attention Keynes paid 
to the state of confi dence and its implications for the making of economic policy, success-



Asensio/Hayes: Th e Post Keynesian alternative to infl ation targeting 75 

ful policies have to »take into account the unpredictable reactions of businessmen to those 
policies« (Bateman 2003: 82). 

»Th us a monetary policy which strikes public opinion as being experimental in char-
acter or easily liable to change may fail in its objective of greatly reducing the long-
term rate of interest, because M2 may tend to increase almost without limit in re-
sponse to a reduction of r below a certain fi gure« (Keynes 1936: 203).

As regard solutions for feasible monetary policies, Keynes argued that a prudent monetary 
policy can take advantage of the conventional nature of the interest rate: 

»if it appeals to public opinion as being reasonable and practicable and in the pub-
lic interest, rooted in strong conviction, and promoted by an authority unlikely to 
be superseded […]. Public opinion can be fairly rapidly accustomed to a modest fall 
in the rate of interest and the conventional expectation of the future may be mod-
ifi ed accordingly; thus preparing the way for a further movement – up to a point. 
Th e fall in the long-term rate of interest in Great Britain after her departure from the 
gold standard provides an interesting example of this; – the major movements were 
eff ected by a series of discontinuous jumps, as the liquidity function of the public, 
having become accustomed to each successive reduction, became ready to respond 
to some new incentive in the news or in the policy of the authorities« (Keynes 1936: 
203 – 204).

Control over the long-term interest rate therefore requires that the central bank can drive 
the market’s view of the future, which is the essential Post Keynesian transmission chan-
nel of monetary policy. But the path may be narrow. If the central bank acts to decrease the 
long-term interest rate gradually, the expected reductions may have a negative impact on 
the marginal effi  ciency of capital11 and if, on the other hand, the central bank attempts a 
sharp adjustment in the long-term interest rate, liquidity preference may rise and the mar-
ginal effi  ciency of capital may decrease through an adverse eff ect on confi dence12. Hence, 
there are conditions for the success of a monetary policy, the study of which would shed 
some light on the design of monetary policy from the Post Keynesian point of view. But 
we have to bear in mind that macroeconomic policy in the presence of uncertainty is nec-
essarily context-dependent and, therefore, discretionary, meaning that policy-makers can-
not commit themselves to specifi c targets13, although they can express ideal objectives. Th e 

11 Th is is a second-order argument, where the expectation that future investment will be content 
with a lower yield (because of the expected falls in the future rate of interest) depresses the prospective 
yield of current investment (Keynes 1936: 143). Th e argument is also developed in relation to expected 
money-wage decreases in Keynes (1936: 263), where monetary policy also is considered.
12 »Just as a moderate increase in the quantity of money may exert an inadequate infl uence over 
the long-term rate of interest, whilst an immoderate increase may off set its other advantages by its dis-
turbing eff ect on confi dence« (Keynes 1936: 266 – 267).
13 Th e term ›discretionary‹ is in contrast to a commitment to some automatic rule. Hence, our ar-
gument actually echoes Bateman’s (2003) observation that Keynes rejected the old ›hydraulic‹ version 
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required future responses of policy instruments cannot be encapsulated in a simple – or 
even a complex – rule.

4. Conclusion

If economic systems were ›optimizable‹ in the manner postulated by mainstream econom-
ic policy, it would be unlikely that Post Keynesians could improve upon the policy of in-
fl ation targeting. But, as the world is uncertain, there is scope for genuine Post Keynesian 
economic policy to off er superior performance in the real world.

Th e recent Post Keynesian refl ection on economic policy has produced a variety of 
alternatives to infl ation targeting. Although they are not mutually consistent, they share a 
consensus about the social philosophy underpinning the theoretical debate on economic 
policy, about the normative role of monetary policy in the sphere of income distribution, 
and about the eff ects of monetary policy on long-run economic growth and real magni-
tudes. Th ey also suggest policy principles which may prove to be useful in favourable cir-
cumstances.

However, the proposed alternative interest rate rules, especially the ›parking it‹ or ›ac-
tivist‹ rules based on the long-term rate, come up against the question of feasibility. A ge-
neric diffi  culty is that central banks do not have perfect control of the long-term rate of in-
terest, so that they may be unable to implement any long-term interest rate rule. Th is is a 
consequence of the instability of the demand for money and in turn, of strong uncertain-
ty. Th e zero short-term interest rate rule, on the other hand, seems to be technically feasi-
ble but it can hardly be recommended in general, for it could produce undesirable conse-
quences on infl ation (unless an income policy eff ectively suppresses distributive confl icts) 
and exchange rates.

Th e challenge for Post Keynesians is therefore to provide principles for the conduct of 
economic policy in a system without any natural anchor and subject to unpredictable shifts 
due to the volatility of the state of confi dence.14 Th is is obviously a harder task than the con-
struction of invariable simple rules for an enchanted world, all the more so as the eff ects of 
monetary policy on aggregate demand and infl ation are uncertain. Yet there is no way out: 
central banks and governments have the uncomfortable duty of managing an unruly econ-
omy, despite the absence of any ›natural‹ way or optimal rule for doing so.

Th e success of such policies rests on their ability to move the long-term expectations 
and related conventional interest rate into line with a feasible employment target. Th e main-
stream concept of policy credibility is irrelevant here. In the face of uncertainty, it makes 
little sense to wonder whether the authorities will, or will not, honour their commitment 
to an unfeasible ideal target. Th e question is whether the authorities are pursuing feasi-
ble objectives that have been pragmatically defi ned in accordance with circumstances, and 

of discretionary policies (not discretionary policies in general).
14 A fi rst formal attempt is suggested in Asensio (2006 and 2007a).
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whether these objectives have been widely understood and accepted. It is a matter of con-
fi dence, rather than credibility.15 Pushing the conventional interest rate, cautiously, as close 
as possible to the level consistent with full employment in an uncertain world is quite dif-
ferent from stabilizing the economy around its ›natural‹ position in a fundamentally stable 
system. We can surely claim that those who once made accusations against ›a hydraulic ap-
proach‹ to policy must now themselves stand so accused.
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