On the Relationship between Effective Demand
and Income Distribution in a Kaleckian
Framework *

1. introduction

1.1 The purpose of this paper is to take up some issues raised
by Kalecki in his posthumously published article “ Class struggle and
distribution of national income ”.!

In that essay Kalecki tried to link his work on oligopolistic
pricing as the chief determinant of the distribution of income, with
the role that trade unions might have in increasing the level of
employment and output by lowering the degree of monopoly,

The above should be viewed, in our opinion, as an attempt to
adapt his famous “ Political aspects of full employment *, written in
1943, to contemporary industrial relations.?

In fact in the 1943 essay trade unions play a completely passive
role, being able to push for higher wages only around the top of the
boom, whereas in his last essay they retain the power to struggle for
wage increases under conditions of effective demand unemployment
and excess capacity, the latter being determined by the oligopolistic
feature of the market structure.

The theoretical framework of “Class struggle and distribution
of national income ”, is based on the criticism of the view that when
wages rise ceteris paribus, the level of profits falls. As will be seen
in section 2, by using Marx’s schemes of reproduction, Kalecki was
able to prove that, in a given shott period, a part of the wage bill

——

* I am grateful to professor Paolo Sylos Labini (University of Rome) and to
professor Chatles Anderson (Rutgers University) for comments and criticism,

1 Kavrrckr (1971, reprinted 1971).

2 KaLECKI (1943, reprinted 1971).
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is positively related to the level of profits in the consumption goods
sector and through the latter, to the level of aggregate profits.

1.2 In this paper we shall follow Kalecki’s methodology and
thus work on the basis of a two-sector Margian model. This approach
is also useful from a didactic point of view, because it shows how
investment leads savings rather than the other way round. In fact,
with given prices, an increase in the sutplus (savings) in the con-
sumption goods sector must correspond to a rise in employment,
hence in output, in the capital goods sector, in order for the additional
consumption goods to be sold. If the investment in the capital goods
sector has not changed, the additional surplus in the consumption
goods sector will pile up in inventories. This points to the spe-
cificity of production, namely that output is not formed by a mult-
purpose commodity both investible and consumable’

1.3 Tn this context we shall assume fixed coefficients of pro-
duction because, as it has been put recently by Professor Lowe:

« Obstruction of resoutce shifts, bottlenecks in production, ine-
lasticity of supply owing to the longue durée of capital formation
and even more to the large costs of sunken capital, these and most
other impediments to smooth expansion are the effect of the large
sive and the techuical specificity of inputs. Consequently *fixed
coefficients of production’ dominate the adjustment process...” *

Moreover, we shall assume balanced idle resources, so that
theoretically full utilisation of capital equipment can be attained
simultaneously in both sectors.

This approach will enable us to show that, even under the most
fayourable short-run technological conditions, bottlenecks may arise
depending on the price/cost relation and on the level of inventoties
in the way described by Hicks’ (section 4). This will deeply affect
the range of validity Kalecki assigned to trade union pressure (o
achieve higher employment levels through wage increases. The full
assessment of the introduction of inventoties into Kalecki’s frame-
work will require a preliminary critical analysis of the supply functions

3 Pasmerrr (1974}, Bauaouvrr (1976).
4 A, Lowe (1976), p. 9.
¥ Hicks (1974).
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postulated in most of hi i i isti ici
This will be carried out irlls 5233(1:: 3‘.”01‘1(5 on oligopolistic pricing
f"'mally, in section 5 we shall introduce capital accumulation int
the picture, arguing that in the longer run inventories play a m ﬁ
reduce‘d role, the central issue being the allocation of capifal & uiC
ment in the capital goods and consumption goods sectors, in qllnl' I:L
case Kalecki’s earlier approach has again general validity T

2. The Short Period Kalecki . . .
wibution of Nafionsl To ::1 eMm:le»[ and Adjustments in the Dis-

21 T_he use of Marx’s departmental scheme by Kalecki requir
someIcIarlfymg remarks before we proceed any further. e
o J.;ﬂl{\/Iarx' the surpl.us of consumption goods sold to capitalists

wotkers in the capital goods sector is exchanged with an equal
value of capital equipment. This is because Marx assumed in\?e t
ment to be always at the level required to maintain the mo ii-
equ111br1’um, s0 t‘hat the problem of effective demand does not .el‘r]iseg
i This causation brc?aks down in Kalecki and Keynes. The ex:
tsﬂ:;fiz oflumised capacity, ‘always postulated in their models, implies

the level of activity in each sector can increase without aug-
menting the level of capital stock. In their short period frameworlg
capital efquipment is supposed not to change. Therefore the onl{,
type of investment that matters is replacement investment, sin A
prevents tl?e amount of capital stock from shrinking, e s
o Inhthlsh way any inctease in real investment beyond replacement
s, in t i short period, relevant only to the extent to which it in-
ic;e:ses the level O.f employment in the capital goods sector, causing
urn an expansion of both output and employment in the con-
;s)t;mptlpnl goods sector. It does not necessarily follow that the amount
incrc;ag;ga Tgﬁ;ds 'Sl?ld *;10 the consumption goods sector should also
utilisati(;n_ will rather depend on the existing degree of capacity
. égs Sl:icgil;tig i)}l:.t Ey g’rofe.ssor-Meade, 'in a Keynesian situation,
‘ ‘ ink of capital goods being taken off the market

nce produced} by means of Government expenditure.®

_

& J.E, Meabe (1961} ch. 7.
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 Tpvestment thus determines only the output of consumption
goods, Indeed Kalecki made use of a multiplier showing the ex-
pansion of the latter sector only. :

22 With these qualifications in mind we can now illustrate
the. essence of Kalecki’s construction as set forth in the essay men-
tioned above,

. On the basis of a modified Marxian scheme we have the fol-

lowing equilibrium equation:

(1) Capitalists’ and workets’ consumption demand in sector 1=
— Total output in sector 2 - workers’ and capitalists’ consumption
in sector 2 = Savings in sector 2 ‘
whete the notations 1 and 2 stand for capital goods and consumption
goods sector respectively.

If we now consider vertically integrated industties the only
variable cost will be the wage cost. Hence we have:

(1.a) Total output - wage costs in each. sector = Profits in
each sectot. .
Let us combine equation (1.a) with equation (1} and we get:

(2) Profits in consumption goods sector = Agpregate capita-
lists’ consumption -+ workets’ consum tion in capital goods sectot.
p p P g

Equation (2) will provide the guidelines for our analysis of the
distribution of income, since it points at a fundamental feature
of wages: the wage bill in the capital goods sector contributes to
the level of profits in the consumption goods sector. Treating for
the time being capitalists’ consumption as completely autonomous,
from (2) we have:

Wi

Wi+ W2

(2.2 Pa=CctaW where a=

P;=Profits in sector 2
C.=Capitalists’ consumption

The linear relation (2.a) shows that the level of profits in the
consumption goods sector will change in a given proportion to the
wage bill, Thus the first effect of an increase in total wage bill will
be a rise in P: rather than a direct change in the distribution of income
between profits and wages. Kalecki came to this conclusion, through
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3 ' ih%;hﬂy different formulation, in his essay “ Class struggle and
is . . Y X

assur;l uttiion .of national income by making some additional restrictive

as tp ons; namely that neither prices not capitalists’ spending on
vestment and consumption are likely to change immediately.

. I2.3 Sor our purposes, however, it is hecessary to ‘analyse the
thspeyé cczndgmns j;ln }f morle detailed way, in order to see whether
ect discussed by Kalecki will be in r
disc eal or monetary terms
and how it will affect the distribution of income. i

Our assumption of balanced (i
idle) factor proporti
represented by means of the following diagram:;? portions can be

FiGure 1

B=equilibrium point

product 1

product 2

imbalpomt B represents full employment output without technological
ances. In terms of our two-sector hypothesis, this means that

full et'nployment' in the capital goods sector generates full employ-
ment in the consumption goods sector.

incre;[; i(;ufnﬁXEd coe?icients _frgxpework with no bottlenecks, an
b e lvestlmefnt‘ rom an 1n1t1fful lfevel Io to Ir, (where Ir is the
ol capac a};n ;ve 3 investment) will increase employment in sector
e 317 : unt etermmed‘by the labour coefficients in that sector,

s because investment is by definition the output of capital

7 M. Fuxuoka (1955), R. Busrapway (1963),
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goods industries® The wage bill originating in sector one will thus
give rise to a multiplier process in the consumption goods sector.
Since we assumed perfect propottionality in the degree of unused
capacity, we can start from an arbitrary level of © below-capacity
opetation ”. In this case we can also assume that capitalists consume a
given proportion of the value of the consumption goods output. The
above assumption is in line with Kalecki’s observation that capitalists
can fix the level of their consumption quite independently from the
price level, since it largely depends on past accumulated wealth.?
When investment is pushed up to capacity, given the money
wage, all magnitudes will rise in the same proportion. It is thus
possible to generalize eq. (2.a) into the multiplier formula for the
consumption goods sector:
Wi .
(3) pXo=—+b p: X where X» is output of sector 2,
a

p2 is the price index of consumption goods and b-is the proportion

W
going to capitalists’ consumption {0 <b<1) ',-L = W from the
a
o Wi . s .
relationship — a, W is the wage bill in capital goods
Wi+ W2 '
industries.

The multiplier is:

(3.&) szz = Wi

(1—b)a

This expression enables us to see how the wage bill in the
capital goods sector acts as auionoOMoUs expenditure in the con-
sumption goods sector. If there is a proportional inctease in Wi
such that *a’ remains unchanged, output will increase as will profits,

& Calling X capital goods output, L, and L; the labour employed in each sector
and hy, by the product’ per anit of labour in each sector we have:
Al =AY, BEmployment in the capital goods sector will expand by

AKX Therefore w A Li= A Wi, where w is the money wage rate. The

. ALy, increase in the wage bill in sector 1 will detetmine an expansion ©
h employment in sector 2 by

Fag\ from which we get the formula of the multiplier. It must be noted

ha the ratios remain the same up to technological full employment.
9 M. KavLrcxkr (1954),

1
= AL,, that according to cur assumption of balanced factor proportions all
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iﬁ that ‘?10 absolute shift from profits to wages occurs... ./ The
ange will be confined only to the share of profits in sector 2

total profits. e
distrigh;'s" WZ believe, is the gist of the short-period theory of income
dis fu 1on1 :?veloped by Michal Kalecki, from which he derived a
Whioh conclusions about the relationship between wages and prices
A ch are very close to the ones embedded in Hicks’s* “wage
theorem ”, as we shall see later, ¢

e §£4 Ifn outlmmg. bis theory Kalecki made two assumptions:
Thpe; ect competition and that of oligopolistic pricing.
oo e first 'case.: lnvol'ves full capacity utilisation, so that eq. (3)
e s 2 't;ulsm._ any increase in Wi=aW will be reflected in a
feme rise. bhe shift in p.roﬁts from sector 1 to sector 2 will be only
gooc}i);)r:gtor eé:allise tllse 1ncr<}a]as(<1adb profitability in the consumption
annot be matche a corres ing i i
supply' of .capital goods from secto}; 1. Heffenctlﬂ? olrtlllcre?s: llifl d}ﬁ
be a risc in prices of capital goods.!2 Y
. thIn the oligopolistic case, according to Kalecki, unused capacity
e norm and eq. (3) is no longer a truism, since the additional

consumption demand stemmi i
ing from an expansion of i
can be met in real terms, ? the wage bl

distinigo A{;c this point, ‘however,. it is necessary to make a sharp

distinet n between an Increase in the wage bill resulting from

insfpn g up production in 'Fhe capital goods sector (following for
ance government expenditure) and that resulting from a rise i

the unit money wage rate. * P
repreSTelllliegrsbt type 03f expansion in consumption demand is the one
represcnied | 37 eq. (. ) and should not raise any major misgivings,
cqibrium, nvestment ies and oo dhooge . the e e
, ino s and no change in the prod ' i

of labour will take place. In addition thg o of the it money
- , the ratio of the unit mone

\Cl;?lgi I:o the produfzt per unit of labour will remain unaltered. Outpu}t’

us expand till the point of maximum capacity.

10 M., Karrckr (1971) “ Clas ]
s st le..”
11 TR, Hicks (1974) eit, o, 3. o O

12 Tt must b i
e noted that this is tru i
between the two sectors does not change ° only if we assume that the propottion
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In terms of our multiplier relation for the consumption goods
sector we have: '

(4) p2 Xz :—-L(L1—|—Lz) where Li+1Lz is total employ-

(1—b)
ment in each sector,
Hence:
(42) AT = ——AL
A PERTT

Price stability is, in this context, assured by the fact that, for
agivenwandb, AL/AX: = L/X2, i.e. thete is no change in the
proportion of employed labour to consumption goods output.

3. Some Critical Observations on Kalecki’s Supply Functions and
~ Oligopoly Prices

31 The above reasoning has been usually presented in the
form of an 1-shaped variable cost curve, flat over the range of below-
capacity output, then becoming perfectly inelastic. Since prices are
cet above the variable cost curve, the ensuing difference has been
called by Kalecki the * degree of monopoly ” in a given industty.
Tf the purpose is to define the profit-cost relation the procedure is
not questionable.”® But if the goal is to explain how oligopoly prices
are related to elastic supply function of L type, then the method
turns into circular reasoning. L-shaped functions are assumed in
order to get oligopoly prices; then the latter are brought in to exlpain
why below full capacity output exists.

The diagram showing that type of cost curve is nothing but the
equivalent on the output side of what fig. 1 is on the factor side,
as can be seen in fig. 2.

According to fig. 1, if there is perfect balance in the existing
(idle) factors, technological full employment can be reached at point B.

Tikewise fig. 2 shows that if the actual level of activity corresponds

to a degree of capacity utilisation equal to yo, full capacity ocutput

13 Kalecki’s equatlen of the “ degree of monopoly * is: {p-u}/u where p is the
unit price and u is the unit prime cost. Hence pu is equal to profits per unit o
out-put. The above formula therefore shows the profit-cost relation. It should be
clear that {p-u)/u > 0 otherwise p/u will be equal to 1.
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Freure 2
D'\
N
¥y = degiee of capaci il F \I |
= pacity utilisation; :

at full capacity y = 1 I b ~ \D
p = unit price u ] - N '
u = unit (labour} cost | A
D = demand curve : V() y=1

and .empIOyment can be reached without any change in prices, i
volving an expenditure multiplier of the type expressed inp(3 ;J mci
:;16 tengplozytgent multiplicler equivalent to the one shown by formﬁa ?ﬁlll)
hg. 2 does not explain why the level of activity i ‘
eml‘)lo.ymel_]t. equilibrium point yo; not can itclglzlz-);clr?bztdtl:oe Elder-
pohstl(‘: pricing since output can be increased without any chas o in
the pﬁ;:e-cost relation; it is therefore merely an assumpfion A
. ondie fact thar: output and employme'nt may settle at a level cor-
e C}; ng (tio yo 15‘1nde§d related to price inelasticities, though not
bec-aE:: zroi ;ﬁlon (is c'!e.hbera}tely held below full capacity, but rather
dlocadon o captal goeds betmcn s tuo s i reven the
2o pital e two sectors in the proportion
segﬁgjdj,to maintain full employment over time, as we shall see in
_ '.I'helr)efore in Kalecki’s eatlier short-period framework unused
;ip:;:;tin ft:icgillne% }? totally pa'ssix.re elemept and should be treated as
an o thispver . f te prﬁbfn} in interpreting Kalecki’s apptoach arises
o e gf act, w ric g implies a dual meaning of the notion of
e numericalmoij'opofy : on one hand he used it as a definition
D Pumetic ra C110 of unit prices over unit prime (labour) costs 4
o oo <) I:Im ff:r certain assumptions, fully consistent with
b dégree e moggyl u?cm.:m. On the other hand he used the term
e nopoly with J.:e.fere.:nce to a non-competitive market
ure resulting in under-utilisation of resources.

Wpu—1>0; we can i
_ ;, also write -l = \
p/u=1+n, where n'is the markup on prirrl;e/ ucostsl. o whete 8> 0 thercfore
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The latter interpretation turns the concept of upused capacity

‘into a dynamic one, since in real terms a different price-cost relation

must cortespond to every different level of demand. It therefore
does not strictly follow from the type of supply functions previously
discussed and postulated in most of Kalecki’s writings.®

It is now possible to understand the meaning of an increase in
the wage bill resulting from a general rise in unit money wages as
opposed to that resulting from the expansion of activity levels in
sectos 1. In the former case the degree of unused capacity becotnes,
even in the short period, a strategic and no longer passive factor.

3.2 When dealing with oligopolistic conditions in his “ Class
struggle and distribution of national income ” Kalecki introduced the
hypothesis of a “ spectacular 7 and uniform increase in money wages
with capitalists’ consumption, investment and prices in the capital
goods sector remaining unaltered. He ascribed this process to two
factors: to the oligopolists’ fear of competitors, which means they
cannot adjust their prices ad libitum, and even mote important to
the ability of trade unions to keep wages up with prices “ since they
know that firms can ¢ afford’ to pay them”,'s thereby reducing the
degree of monopoly in the capital goods sector.

As we have seen before, an expansion of the level of activity
in the investment goods sector gencrates a multiplier effect in sector
two on the basis of eqs. (3.a) and (4), with an unchanged ratio
between the product per unit of labour and money wages. An ex-
pansion of the wage bill due to a general wage raisc will result in
o decline of the ratio between unit product and unit labout costs.
Indeed, a proportional wage increase means that the surge of labour
costs in the consumption goods sector will be matched by an equal
flow of profits to consumption goods industries from the new wage
bill in the capital goods sector, on the basis of eq. (2}, Thus there
will be a change in the sectotal composition of profits, Yet this sitaa-

tion can be achieved only by a price increase in consumption goods,
-

and not by expanding their output in real terms, this price increase
is identical to what would happen in case of perfect competition. If
the additional demand for consumption has to be met in real terms
with stable prices, output and employment should grow at the same

15 M. Kareckr (1939), (1954).
16 M, KavLeckr (1971) eft.
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rate. 'The newly employed wotkers will be paid at the higher money
wage., Therefore the share of wages in sector two over total wage
bill will increase, causing a shift in the distribution of income from
profits to wages."”

In this context Kalecki assigned to the trade unions the specific
role of lowering the degree of monopoly, especially in sector two
thus fostering the level of employment and output, and reducing thé
amount of spare capacity,

The distribution of income becomes therefore an endogenous as
Wf.fﬂ as an exogenous variable. The endogenous component is deter-
mined by the ability of the consumption goods sector to meet the
additional demand in real tetms, wheteas the exogenous one is
governed by the interplay between trade-union pressure and the mi-

nimum level of unused capacity that oligopolists deem necessary to
matntain,

. 3.3 XKalecki’s new formulation of the employment multiplier is
md.eed very stimulating because it is based on a varying distribution
of income, itself a function of the desired level of excess capacity.
This approach implies a sharp departure from his early wotks based
on supply functions of an L type, in which the distribution of income
as well as the degree of capacity utilisation are given parameters, as
we have already seen, ’

The implications ate, in our opinion, far reaching. In the first
place the very notion of a balanced factor proportion with idle

17 To clear away all the doubts about the inverse relationshi
X | nship bet
gf} ewgg:; tlil:e tzlet fonsum%t}ﬁn gc?odsI sectorf and the share of the pwaZeW{:)?ﬁ EI:;E szléil;i
otal wage biil a sim ! is gi
WieaW hence Wome(1-a)W.  Then we haver below. From eq. (Za} we have
4 S q. Moreover from eq. (3.a) we have: (11} Wi=p. X;(1—b)a

while capitalists’ consumption is: (III}) bpX.. R i

T W e 0 : pXa. emiangmg the above terms and

it that toul II,Sfﬁlpa;%nsgﬁv?gz ?;1:[%{1[2 :ls 0 Xo = W+ W2+ bp.Xs, we have by
W, = quXz = pX:—({1—b)ap, X—bp:Xa ;

?é:;ijlgogn lauor;hptsigllfsia btﬁ Ss;i(, :r‘xvfi get:b g=1—(1-h} s:.—bél Since the capitalists’ share of

sump umed to be constant we can differentiate  only wi

to a, “&}‘lﬁchdglyes:. dq = bda—da; dg/da = b—-1 < 0.  ovly with respect

ton of . gta:erwatwg ofq ( the share of wages in sector 2) with respect to a (the propos-
o wage ill going to wor!(ers in tl}e capital goods sector} is thus negative

soads secto-a 1}lr_lf(:rf:;atses q decreasgs, ie. the distribution of income in the consumption’

B t shifts to profits. Likewise a decline in a will cause the distribution of

e in sector two to shift in favour of wages,
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resources is upset, morcover Keynes’s concept of monetaty illusion
is here reversed: oligopoly prices follow upward movements in money
wages, in a way formally similar to that described by Hicks.

Yet in otdet to spell out these implications clearly we should,
following Hicks once again, take into account the role of inventories,
because it is via changes in the latter that the connection between
movements in output, income distribution and prices comes into play
in the short period. o

Kalecki, by clinging to the level of unused capacity as the sole
condition for the wotking of his employment/income distribution
multiplier, failed to see the strategic role of inventories.

4. The Role of Inventories in a Modified Kaleckian Short Period
Framework

4.1 TIn his “ Crisis in Keynesian Economics ™ Hicks pointedly

argued that Keynes’ omission of changes in inventories makes the.

working of the multiplier rather vague. According to Hicks, who
used a two-sector model similar to ours but not vertically integrated,
the higher the level of inventories the weaker the multiplier effect
caused by a rise of investment in capital-goods industries. On the
other hand, the lower their level the stronger the danger of inflationary
strains, or even of a decline in the level of employment if resoutces
are to be transferred from one branch of the industry to another.
We can immediately see that, in contrast to Kalecki’s theory, the

existence of spare capacity (and balanced idle resources) is not.

the only condition for the working of the multiplier but has to be
tied to the existing level of inventories. Bearing in mind this very

important contribution by Professor Hicks we shall now modify

somewhat Kalecki’s argument by linking money wages and prices to
inventories and the latter to excess capacity.

4.2 We shall assume, as usual, the simplest case of L;shaped

supply functions with no factor bottlenecks. Moreovet, inventories -

will appear only in the consumption goods sector, because of Kalecki’s
assumption that capital goods are produced on orders made some time
~ 4go, and consequently orders and output of machines move at the
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same lagged pace.”® In this context the condition for price stability
can be easily derived from equations (3.a) and (4).

(5) peX2(1—b) = whi+wls = wL

Dividing both sides by Lz we have:

X L

(5.2) pr ——(1—b) = w—

Ls 2
The ratio X»/Ls defines the product per unit of labour in the
consumption goods sector whereas L/L. is the ratio of total labour
employ.ed over employment in sector 2, We shall call them h: and z
respectively. Substituting and solving for the unit price p: we get:

w>1
(6) p:= v where 2 -1
b <1

Eq. (6) holds good only if the level of inventories remains
unchanged. If this is the case an increase in the unit wage rate or

. o L
in the numerical value z =-—— or in both will raise consumption
2

goods prices. In particular, the inctease in prices with respect to
wages will always be positive, as can be seen by differentiating eq. (6).
The above conclusion is independent from the degiee of unused
capacity, because the equilibrium condition is expressed in terms of
output flow per unit of labour.

The picture will change, however, if we introduce variations in
the level of inventories because egs. (5) and (5.a) can now be ex-
pressed in terms of inequalities.

4.3 We have then two basic cases. Assume that the flow of
consumption goods, given the price level ps, capitalists’ consumption
coeflicient b and the productivity of labour hs, exceeds wage earners’
consumption demand. Thus a steady accumulation of inventories

_will take place, Under these conditions an expansion of the level

of activity in the capital goods sector will generate an employment

18 M, KaLrckr (1933).
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and multiplier effect in the consumption goods sector but only to
the extent to which capitalists want to enlarge the share of inventories
over current production, If on the other hand the share of inven-
torics remains constant, given the coefficients of production and the
price/wage relation, the employment multiplier in the consumption
goods sector will be reduced in a proportion equal to the difference
between the absolute increase in the wage bill of sector one and the
negative change in the level of inventories divided by the productivity
of labour in sector 2.2 We can call the above situation a deflationary
recovery because the higher level of activity in sector one is accom-
panied by an inventory accumulation in the consumption goods sectot.
Excess capacity is relevant, in this context, only in that it allows
for larger investment and higher employment without altering the
structural relations between the two sectors, Yet the rate at which
employment grows crucially depends on the level of inventories, and
so will price stability. )

Suppose that the accumulation of inventories is deemed un-
desired, In order to have the maximum employment multiplier

AW

2

, it is desirable to raise the money wage.

determined by

On the basis of Kalecki’s theorem, this will be reflected in a
change in the composition of profits.

The second case occurs when the price/wage cost relation is such
that consumption demand exceeds the cutrent flow of output. With
a low level of inventories an inflationary situation will arise inde-
pendently from the margin of idle capacity. If, on the other hand,
this level is deemed too high, the increase in employment takes place
along with a decline in inventories. The latter however should hit

19 Recalling the definitions given in footnote 8, we can write: Al = AKX =
= WAL, from which we obtain wALl = AW, With a constant level of inventories
the effect of AW: on the level of employment in the consumption goods sector will

be identical to that shown in footnote 8: A}\f L. = Al:. In the case of excess

inventories however we have —Aj%ﬂ = AL: < AL, provided| AW, —AJ | > 0
2

where J is inventories. It must be noted that, since we assume fixed coefficients,
. AW—A . . . ;
whenever the ratio —% < 1 the increase in employment in the consumption
2

goods sector will be always 1. This is because fixed coefficients imply indivisible
labour and equipment. .
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the. desired level moge or less around the point of full capacity, at
Whlch' the burden of adjustment will fall on prices. If the desired
level is reached sooner the inflationary strains will come up again.

4.4 The whole discussion can be shown in fig. (3).

(X1+X2] max E F
: M

(X1TX2)U D |
- C l

' N
/

L-A | =~ P

yo Vt y=1

Points {&, B, C define three different levels of inventories J. Below
the desired level (A), at the desired level (B) and above it (C),

For the sake of simplicity, we assumed that the desired level is
a given magnitude, but the argument also holds if we consider in-
ventories to be propottionate to output. Finally, points D, M, E
define the possible levels of aggregdte output Xi+4Xo, correéponding
to the degree of capacity utilisation yo, y¢, y = 1.

Starting from a level of activity D corresponding to a degree
of capacity utilisation y, the maximum employment multiplier effect

AW
ha

level of inventories C converges to G. That is, the price/wage
relation can be in an excess demand equilibrium, provided the
desired level of inventories is reached at the point of maximum
capacity, at which prices must adjust on the basis of eq. (6). Alter-
natively, following Kalecki, unions can press for even higher wages,
so that inventories fall along the line CP at the end of which prices
should adjust. The result will be that at the level of activity

will be maintained along with price stability insofar as the
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E = (X;+X;) max corresponding to y =1, the level of consump-
tion will be higher because of the larger decline in inventories. This
means that the shate of profits P: over total profits will be higher
than otherwise. A shift in the distribution of income from profits
to wages would occur also if capitalists’ consumption wete to rise
less than proportionately, with inventories siill falling along the
CP line.

The situation is entirely different if we start from position A with
too low inventories and with a deficit demand price/wage relation. As
before, deficit demand and price equilibrium will be assured with
inventory accumulation along the AG line. When point G is reached,
prices must fall and the distribution of income will shift in favour
of wages. This shift will be detetmined by the larges share of wages
in the consumption goods sector and by the relation between the
latter and total output, Assume, however, that the price/wage re-
lation is such that ceteris paribus inventoties grow at a rate given by
the AN line. Up to point H (atbitrarily chosen), the employment
multiplier will operate in full swing, beyond it consumption demand
will be met partly by excess inventories and partly by cutrent pro-
duction. The expansion of employment will thus slow down according

AVWL—AT

2

to formula = Al:. Consider now what would happen

if the level of activity in the capital goods sector continued to in-
crease up to full capacity, wages and prices in that sector being given.
The expansion of the wage bill in sector one would not call fotth
a proportional increase in the wage bill of the consumption goods
sector because of excess inventories, As a consequence the Wi/W
ratio will rise, and as we know from our previous discussion, the
higher the W1i/W ratio the highet the share of profits in sector two;
and since the price/wage relation in the capital goods sector has not
changed, the overall share of profits is now higher. The introduction
of inventories has thus led us to reverse Kalecki’s reasoning, and to
show, without altering his basic assumptions, that a tise in the wage
bill may be accompanied by a higher profit share in a given short
period.

4.5 Tt is now possible to assess better the range of validity
of Kalecki’s approach. Bearing in mind the previous discussion on
the difference between a change in the wage bill induced by a higher
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level of investment, and that determined by higher unit money wages,
we can make the following remarks:

{a) The crux of Kalecki’s argument rests on the assertion that
a “ spectacular ” increase in money wages will in the first place lower
the degree of monopoly in the capital goods sector and shift the
sectoral composition of profits to the consumption goods sector. If,
however, in the latter excess capacity exists, an employment multiplicr
effect will take place. The wage bill in sector two will expand more
than propottionately causing a fall in the Wi/W ratio. To the higher
level of income and employment there will thus cotrespond a lower
degree of monopoly and profit share. Cleatly, following the above ana-
lysis, this situation can arise only if a positive accumulation of inven-
tories is under way in the consumption goods sector. That is, the price

Wz w7

b (1—b) he(1-b) &
In terms of the example shown in fig. 3, this means that when
inventories reach the desired level (point H) employment will grow
more slowly. In order to bring inequality (6.a) back to equilibrium
the unit wage rate should increase as well. The main implication is
that the share of wages at full capacity y = 1 with inventories taking
any value between G and P will be higher than at any rate of ca-
pacity utilisation below y (in our case y:) thus satisfying Kalecki’s
conclusion.

equilibrium telation (6) p. = becomes p: >

(b) In the case of a constant or declining level of inventoties,

W7
h: (1—h)

a steady depletion of inventories is possible provided this level will
still be positive when full capacity is reached [Line CP in fig. 31.
At that point, however, prices must increase, lowering the share of
wages. From the above, we can make the following observation.
That is, if we now consider an open economy, under the simplifying
assumption that the balance of trade is in equilibrium up to full
capacity, the higher price level is likely to call forth a larger amount
of imports. The problem of effective demand will immediately make
its appearance in the consumption goods sector. Hence output and
employment will decline, under conditions of a simultaneous inflation

Kalecki’s argument does not hold. In particular winen P <
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and balance of trade deficit. 'The pressute for a higher wage share
will thus be reflected in larger imports and lower employment levels.

(c) It is easy to see that the role of unused capacity is dif-
ferent whether we refer o point (a) or (b). In the former, it takes
a dynamic aspect, since it depends on the intetaction between trade
union pressure and oligopolistic pricing. In shott, it rests on the set
of considerations on the basis of which capitalists are willing to yield
to wage pressures. In the lattet, the existence of unused capacity
per se does not determine the achievement of short-run full employ-
ment, as the crucial factor is the relation between the price/wage
cost ratio and the level of inventories.

(d) The above analysis shows that postulating balanced factor
endowments is not a sufficient condition for the wortking of Keynesian
policies, up to full employment. It must be remembered that it
is on this implicit assumption that many short-run macro-economic
models, which neglect supply and income distribution conditions,
have been built. By following closely Kalecki’s methodology, we have
tried to show that even under the most favourable technological
assumptions the achievement of short-run full employment is strictly
linked to the relation between oligopolistic pricing, the level of in-
ventories and trade union activity. Indeed, a distinguishing feature
of Kalecki's approach is that it constantly stressed the role of
« Jistribution factots ? in framing full employment policies, rather
than telying on a suitably flexible monctary and fiscal system.®

5. The Effects of a Given and Rigid Distribution of Income under
Conditions of Capital Accumulation '

5.1 Out evaluation of Kalecki’s work will, howevet, be in-
complete if we avoid the contradiction within the supply function.
In fact, to spell out the implications of the later version of his
distribution theory it was necessary to drop the assumption common
also to Kaldor of an L-shaped supply function flat over the range of
output up to full capacity (see fig. 2). We noted that this type of

20 M. Karecki (1944, 1943),
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approach has very little explanatory power in the short period, since
the comlposition of output and the distribution of incothe cio not
change in the relevant range. Thus, it only describes a situation
of ynder—utilisation of resources with balanced factor proportions in
‘whlch the price level is assumed to be already in equilibrium with
inventories at the desired level. '

This approach however does retain explanatory power the mo-
ment we introduce changes in the level of capital 'equipfnent into
the;plcture, as soon as we look at the long run as a chain of short
period situations.

T<_) put the argument into proper petspective, it is worth quoting
Kalecki’s definition of a developed capitalist economy: “ Such an
cconomy possesses a capital equipment which more or less matches
the existing labour fotce (...) provided that its resources are fully
used ”* On this basis, we can say that when short-run full employ-
ment is achieved the rate at which capital equipment grows tends
to exceed the natural supply of labour. The above corresponds to
Domar’s analysis, in which full capacity and full employment are
ass1.1med to coincide, and Kaldot’s “ two stage ” theory according to
Wthl:l the mature phase is reached when capital stock is more than
sufficient to provide employment for the existing labour force.?

‘ 52 We shall now consider the following intermediate situa-
tion: Let us assume that when short-run full utilisation of capital
equipment is achieved, for some time, the newly produced equipment
is less than sufficient for the employment of the additional (natural)
supply of labour, but increases at a higher rate than the latter.
Furthermore, short-run full capacity is reached on the basis of the
equilibtium conditions implicit in fig. 2.

The maximum amount of labour to be employed is determined
by the reciprocal of the average capital labour ratio:

1
—=m = —
T ; L - K.
The ma}fimum amount of capital goods output is determined by
output coefﬁclents in the capital goods sector,” Full capacity output of
capital equipment will be thus net of replacement: eK = AK. We

21 M. KaLECKI (1963).
22 E, Domar (1946), N, Karnor (1961).
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c

have therefore, on the basis of our assumption: AL >~E-K.

The total labour force will then be for some time larger than that

1
which can be employed by existing machines: Lr > K(1+e) ol

wherte Ly stands for the total labour force. However, we assumed that

AL < LS i.e. capital equipﬁent increases faster than labour. We

At At

can now draw the following diagram.,
i Ficuze 4

time

ol S

|
{
|
!
|
|
|
F

" Point o corresponds to y=1 in fig. 2 in which full capacity output with
an amount of capital equipment K, commands an amount of employment

L K < Lr; e represents the rate of growth of capital equipment, 1 is
m

the growth rate of the labour force,

Full utilisation of capital and labour will be reached at point P.
Along the BP line, growth takes place under cogditions .snn.ﬂar'to
those underlying fig. 2; i.e., without any change in the distribution
of income and in the sectoral composition of capital equipment.
At point P, however, the situation will become unstable, be:cat?se
demand can no longer grow, whereas capital goods output siill in-
creases generating idle machines, investment will be cut, and the
economy will plunge into a Keynesian recession.
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It should be clear that the reason for the apparent bottleneck
point P lies in the rigidity of the distribution of income. If the
latter were to shift to wages at point C along the CE line the
growth rate of capital equipment would smoothly apptoach the rate
of growth of the labour force. A higher share of wages under con-
ditions of growth implies an increase in the ratio between capital
equipment allocated in the consumption goods sector and total capital
stock, thereby reducing the share of investment over national income.
In this way, changes in the level of employment and national income
are not tied to those in investment but only to changes it productive
capacity.”

In this context the level of inventories does not play the same
role as it does in the shortrun. Of course, the price equilibrium
equation (6) also has to be maintained in the long-run; that is, in-
ventoties must eventually stabilize at an equilibrium level, However,
the central issue hete is not vatiations in the level of inventories,
but the allocation of capital goods between the two sectors. The
very fact that no shift in the income distribution occurs may generate
a further Keynesian recession, even from the starting point of a
short-run ideal undetemployment equilibrium, such as the one assumed
in L-shaped supply functions, where balanced factor and sector pto-
portions and a given distribution of income assure the attainment of
full capacity output. In this context, Kalecki’s approach is valid,
whereas in the short period it must be amended by taking into
account Hicks’ analysis of the role of inventories. The argument
holds a fortiori if we assume a short period situation with imbalanced
factor and sector proportions,

It must be said that some authors did come very close to
Kalecki’s line of thought. Domar, for instance, in describing a
situation similar to the one arising at point P in fig. 4, explicitly
stated that the junking of capital equipment by means of depreciation
allowances is not altogether socially undesirable, as long as it pre-
vents investment from being cut and hence employment from falling.
Likewise Meade, in discussing the case of an increase in capital
equipment that is larger than the supply of labour, mentioned the
rise in the share of wages as being a prerequisite for achieving equi-
libtium, in this case

23 M. Karecgr (1962, 1972).
24 E. Domar (1946), J. E. MEADE (1961) cit.
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Yet the merit of having stressed the link between a demand
determined (Keynesian) economy and oligopolistic pricing, the latter
being also a determinant of longrun conditions goes entirely to
Kalecki: “ The monopolistic and semi-monopolistic factors involved
in fixing ptices — deeply rooted in the capitalist system of all times —
cannot be charactetized as temporary short period rigidities but affect
the relation of ptices and wage costs both in the course of the business
cycle and in the long rtun "%

As a final remark, we should add that the factors affecting the
distribution of income and the price/wage cost relation are not
entirely determined within the sphete of production. Possible dise-
quilibria between borrower’s and lender’s risk do influence the pricing
policies of firms; % and above all, as Sraffa correctly noted, the rate
of profit may be exogenously determined by monetary factors inde-
pendently of anything else?

Joseru HALEVI

New York
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