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Accumulation Regimes, Endogenous Desired Rate
of Capacity Utilization and Income Distribution*

JosE L uis OreIRO* *

INTRODUCTION

The principle of effective demand in its Kaleckian version has been
constantly invoked as the theoretical foundation of what was named in
economic literature as* cooperative capitalism”; i.e. theideathat capitalists
and workers could both benefit from a redistribution of income toward
wages. The main argument isthat anincreasein the share of wageswould
produce anincreasein aggregate demand —sincethe propensity to consume
for workers is higher than capitalists— and in the degree of capacity
utilization. Thus, thischangein income distribution would be compatible
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with the stability (even an increase) of the profit rate. On the other hand,
due to the existence of the accelerator effect, thisincrease in the degree
of capacity utilization would inducefirmsto increaseinvestment in fixed
capital, stimulating growth. Therefore, according to thisline of reasoning,
the principle of effective demand would be the theoretical foundation of
“cooperative capitalism” and also of the wage-led growth regime.

However, someauthors—for example, Marglin and Bhaduri (1990)— have
guestioned the hypothesis of wage-led growth at empirical and theoretical
levels. According to these authors, the empirical evidence of the European
economiesin the 1960's and 1970’sis incompatible with the hypothesis
of a positive relationship between the share of wages and the degree of
capacity utilization. Infact, asfigure 1lillustrates, agreat reductioninthe
profit share can be observed in the economies of the United Kingdom,
Germany, France and Italy during this period. This reduction is also
followed by areduction in the degree of capacity utilization.

At thetheoretical level, the wage-led growth hypothesis does not take
in account the effect of profit share on afirm’sinvestment decisions. More
specifically, areduction in profit share may be asignal for entrepreneurs
of afuture reduction in the profit obtained by each unit of product that
firmswill be ableto sell with the additional productive capacity resulting
fromtheir investment decisions(c¢f. Marglin, S; Bhaduri, 1990, p.173). In
this case, entrepreneurs may then decide to reduce their investment
spending. This reduction of the investment —if strong enough— will
produce a reduction in aggregate demand, in the degree of capacity
utilization and in the growth rate of capital stock. In other words, an
increase in the share of wages will result in a profit squeeze which will
reduce economic growth. According to this line of reasoning, the
accumulation regime will be a profit-led type. | other words, economic
growth will be stimulated by an increase in profits, instead of “being
pulled” by increasein wages.

Thus, the relationship between income distribution, the degree of
capacity utilization and economic growth will be dependent on the
macroeconomic structure, i.e. the set of structural relations between themain
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macroeconomic variables.! If investment isvery sensitiveto changesin the
degree of capacity utilization but not as sensitive to changesin the profit
share, the accumulation regimewill bethewage-led type. If, onthe other
hand, investment is very sensitive to changes in the share of profits and
not so sensitive to changes in the degree of capacity utilization, the
accumulation regimewill bethe profit-led type.

Ficure 1
Profit Rate and Profit Share in Four European Economies
(1951-1983)
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Source: Marglin and Bhaduri (1990).

1 Marglin (1990) defines a macroeconomic structure as the set of mechanisms that
determine the global level of economic performance (p. 6). This definition, however,
is not very precise because it does not specify the set of mechanisms that will
determine economic performance nor how economic performance is determined. In
the present article, however, we will define the concept of macroeconomic structure
asthe set of relations between the main macroeconomic variables, and this set will be
represented by structura equations between the variables in the model. For example, a
macroeconomic structure can be represented by relations of the type I=f (u) or I=f (u, m),
where 7 is the volume of investment, u is the degree of capacity utilization and m is
profit share.
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However, the Kaleckian view and the most recent approach by Marglin
and Bhaduri had both ignored animportant el ement of the macroeconomic
structure: the relationship between planned investment by firms and
planned (desired) degrees of capacity utilization. In fact, these approaches
consider investment afunction of the effective degree of capacity utilization
(¢f. Rowthorn, 1981; Dutt, 1984; Taylor, 1985) or consider the desired
degreeof capacity utilization an exogenousvariable of themodd (c¢f. Amadeo,
1986) so that achange in the profit share cannot produce achangein the
planned degree of capacity utilization.

Thus, the objective of the present articleistointroducethedesired degree
of capacity utilization as an endogenous variable in the macroeconomic
structure of a Post-Keynesian growth model and evaluate the impact of
this change in the macroeconomic relationship of income distribution,
effective degrees of capacity utilization and economic growth. Inorder to do
that, we will assume —like Skott (1989)— that the planned degree of
capacity utilization is a decreasing function of the profit share. The
economic basisof thisassumptionistheideathat excess capacity may be
used by established firms as a device to increase the level of “entry
barriers’ to new competitorsin theindustry. The desired level of excess
capacity is an increasing function of the economic profits obtained by
established firmssince the bigger the profit, the greater theincentive will
be for new firms to enter the market.

This change in the macroeconomic structure will produce a short run
equilibrium configuration of the economy in which therearetwo equilibrium
levelsof productive capacity utilization and two equilibrium growthrates. In
other words, in our model economy, multiple equilibrium pointsexist. Inthis
situation, anincreasein the share of wages can produce either anincrease
or adecreaseinthe effectivelevel of capacity utilization, depending onits
initial value. If capacity utilizationisinitially high, then anincreaseinthe
wage share will generate an increase in the effective degree of capacity
utilization and the economy will bein a*“ stagnationist regime’. However,
if capacity utilizationisinitially low, then an increase in the wage share
will produce areduction in the effective level of capacity utilization and
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the economy will be in an “exhilarationist regime”. Therefore, the
rel ationship between income distribution and capacity utilization isnon-
linear as Bhaduri and Marglin have suggested in their 1990 article.
However, for the long run equilibrium configuration of the economy,
the endogenous application of the planned degree of productive capacity
utilization will produce a change in the causality between income
distribution and economic growth. In the Marglin and Bhaduri model, a
changein the distribution of wages and profitswill produce achangein
the profitability of investment on fixed capital and consequently, achange
in the growth rate of capital stock. In our model, changes in functional
income distribution do not affect the growth rate of capital stock. In the
long run, the growth rate of capital stock is completely determined by
the autonomous component of theinvestment function—more precisely, the
“animal spirits” of the capitalists— and is independent of changes in
theincomedistribution of wagesand profits. The opposite of this, however,
does not stand. Changes in the growth rate of capital stock will in fact
produce changesin the distribution of income between wages and profits.
If theeconomy isintheupward sloping region of the“no-entry-condition”
curve, a reduction in the growth rate of capital stock will produce a
reduction in both the profit share and in the long-run level of capacity
utilization. Thus, a “profit squeeze” situation can be the result of an
autonomous reduction in the propensity of capitalists to invest rather
than the result of aclass struggle between capitalists and workers.
Thisarticleisstructured in five sectionsincluding theintroduction. Inthe
second section, wewill present sometheoretical argumentsfor the existence
of aplanned or desired level of excess capacity and examinetherelationship
between thisvariable and the investment decisions of thefirmsaswell as
the relationship between income distribution, capacity utilization and
capital accumulation in the canonical Kalecki-Steindl growth model. In
the third section, the basic structure of a Post-Keynesian growth model
with an endogenous planned degree of capacity utilization will be presented
as well as the short run equilibrium configuration of the economy. The
fourth section presentsthe long run equilibrium configuration and analyses
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the effect of areduction in the animal spirits of the capitalists onincome
distribution and on the long run level of capacity utilization. The fifth
section summarizesall the conclusions.

Excess CapaciTy, INCOME DISTRIBUTION AND | NVESTMENT DECISION:
THE CaNoNIcAL KALECKI-STeEINDL GROWTH M ODEL

The growth models developed by Kaldor (1956, 1957) and Pasinetti
(1961-1962) assume that in the long run, capitalist economies operate
with full utilization of productive capacity. In these models, income
distribution isthe adjustment variable of saving and investment decisions.

The problem with these kinds of modelsisthat they assumethat mark-ups
are completely flexible; i.e. firms will react to any situation of excess
demand or supply of goodswith changesin the profit margins (cf. Possas,
1987).

According to Kaecki, thistype of behavior isacharacteristic of theprimary
sector where supply ispriceinelastic. Thismeansthat changesin demand
will be completely reflected in the prices of goods and, consequently, in
their profit margins (1956, p. 7). The industrial sector, however, is
characterized by the existence of an excessin productive capacity. Inthis
context, changes in the demand for industrial products will be met only
by changes in the level of production of these goods. Prices and profit
marginswill remain constant.

For Kalecki, the “rigidity” of the mark-up is a consequence, rather
than the cause, of the existence of excess productive capacity. Thus, the
following question arises: What then, is the reason for the existence of
idle capacity?

Kalecki does not formally answer this question because he does not
make a clear distinction between planned and effective excess capacity.
This question was formally addressed by some authors interested in in-
dustrial organization such as Steindl, Sylos-L abini and Spence.

According to Spence (1977), firmsin oligopolistic markets desire to
have excess capacity as an entry barrier for new competitors in the
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industry sincethisidle capacity can be used asa*“retaliation device” against
new competitors. More specificaly, firmsalready established inthe market
can retaliate against new competitors with greater utilization of their
productive capacity which will result in areduction in the prices of the
goods produced by the firms of this sector and therefore, in the profits of
the new competitors. New firms, when facing thisthreat, may consider it
more profitable to remain outside the market.

Other authors like Steindl (1976) affirm that planned excess capacity
occurs because, most importantly, firms want to be ready to meet
fluctuations in demand for their products and maintain a certain level of
excess capacity as a way to increase or maintain their market-share in
case that demand is above what was expected (cf. Steindl, 1976, p. 23).
Secondly, excess capacity arises asaconsegquence of theindivisibilities of
capital stock which inducesfirmsto built productive capacity ahead of a
growthindemand. Thisiswhat Steindl called “ Thelaw of theaccumulation
of clientele”.

Thus, we can definea” planned” level of productive capacity utilization,
which is certainly lower than the maximum level and is determined by
structural factorslikethelevel of barriersto entry. Thislevel of productive
capacity utilization will serve as a reference point for the investment
decisions of firms. If the effective level of capacity utilization is bigger
than the “desired” degree, firms will then invest with the objective of
increasing productive capacity and reducing the effective degree of capacity
utilization to the “planned” level. Thus, we can represent the investment
decision by the following equation, where u¢ and u¢ represent planned
and effective degrees of capacity utilization, g’ representsthe growth rate
of the capital stock and /' represents animal spirits.

g = f+hw —u’), [1]2

2 The importance of investment function specification in post Keynesian growth
models should not be overlooked. For instance, in Bhaduri and Marglin 1990 model,
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In The General Theory (1936), Keynes defines animal spirits as the
“spontaneous urge to action rather inaction” (p. 161). According to
Carvalho (1992), the importance of animal spirits in the investment
decision isto determine the extension by which agents want to carry an
irreversible commitment of resourcesin asituation wheretheir expectations
about future market conditions havelittle or no informational-basis (1992,
p. 122). Inthiscase, theterm f'in equation [ 1] representsthe autonomous
part of the investment decision. Thisisthe share of investment spending
that isindependent of the current level of capacity utilization.

Inequation [1], we areimplicitly assuming that established firmshave
little or no information regarding potential entrants into the “industry”.
For exampl e, these firms can be unaware of the cost structure of potential
entrants and, therefore, of the level of excess capacity below which
outside firms might decide to enter into the sector. Thus, animal spirits
represent the disposition of established firmsto facethisuncertainty; i.e.
willingness to invest despite the uncertainty. Thus, the greater this
disposition is, the higher the animal spirits will be and the higher the
capital stock growth rate will be.

The existence of excess capacity makesit impossiblefor profit shareto
be used as an adj ustment variabl e between saving and investment decisions.
But in this case, the distribution of income between profits and wages
becomes undetermined. In order to determine the share of income that
will be appropriated by workers and capitalists, we must consider the
determination of the mark-up.

investment is considered a separate function of profit margin and capacity utilization,
intheform of /=1 (z, i), where z isthe degree of capacity utilization and / isthe profit
share. This particular specification of the investment function is crucia for the
existence of a profit-led accumulation regime in their model. In the Rowthorn (1981)
model, investment is taken as a function of the profit rate and the level of capacity
utilization in the form of: /=I(r, u), where r is the profit rate and u is the degree of
capacity utilization. For this specification of aninvestment function, the only possible
accumulation regimeis of the wage-led type. Alternative specifications of investment
functions in Post-K eynesian growth models should be seen in Lima (1998) and Ros
(2003).
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It can be shown that the functional distribution of income will be
determined after the determination of the mark-up. For example, consider
that firmsin the industrial sector of this sample economy determine the
pricesfor their products on the basis of the following equation:

p=1+1)wq [2]

Where: p isthe level of pricesin the industrial sector, w is the nominal
wage rate, T isthe mark-up and ¢ istheinverse of labor productivity.
The profit share (r = P/Y) isgiven by:

n_f_pX—qu_ wgX 1
Y pX Q+7wgX 1+7 (31

It can be observed in equation [3] that the profit share is an increasing
function of the mark-up. That is, if firms as a whole increase the rate
charged for each unit cost of production, there will be an increase in the
share of aggregate income that is appropriated by capitalists.

Inthiscase however, we must question what factorslimit the ability of
firmsto add ahigh enough mark-up rate that makes capitalists appropriate
al income generated.

According to Kalecki, the market power —i.e.— the capability of
raising pricesover unit costs—of firmsintheindustrial sectorisconsiderable,
but itisnot unlimited. The magnitude of the mark-upisconditional tothe
monopoly power of thefirmsestablished in the sector. This, inturn, depends
on: i) the degree of market concentration in this sector, ii) the degree in
which “marketing” is able to substitute price-competition as a device of
sales promotion and iii) the degree of organization of unions. All these
factorsare structural features of amarket economy and must be taken as
givenin an analysisthat emphasizes only how the growth rate of capital
stock is determined.
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Assuming that all incomeisdivided into wages and profitsand that the
propensity to save from profitsisbigger than the propensity to savefrom
wages (which isequal to zero), it can be easily demonstrated that:

N

g :Ezspnuea_l [4]

Where: ¢ isthe capital-output relation and g* isthe growth rate of capital
stock permitted by available savings.

Theequilibriumin the goods market occurswhen g’ = gs. Thisequality,
in turn, arises through changes in the degree of capacity utilization. If
g > g3, therewill be an excess of demand in the goods market which will
induce firms to increase the utilization of productive capacity. If g’ < gs
therewill be an excess supply of goodswhichwill make firmsreducethe
production level and consequently, the degree of capacity utilization.

The following figure demonstrates the degree of productive capacity
utilization and the capital stock growth rate:

Ficure 2
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In figure 2 the equilibrium level of the effective degree of productive
capacity utilizationislower thanthe*planned” or desired degree of capacity
utilization.

A very interesting result of this Kalecki-Steindl model isthat changes
inthefunctional distribution of income have asignificant impact on both
the degree of capacity utilization and on the growth rate of capital stock.
In particular, it can be shown that an increase in the wage share induced
by a reduction in the mark-up can produce an increase in the rate of
capital accumulation and an increase in the degree capacity utilization.

L et usconsider that for whatever reason, an increasein wage share has
occurred. Since the propensity to save out of wages is lower than the
propensity to save out of profits, there will be a reduction in aggregate
saving (that is, curve g° will shift clockwise). For the initial level of
capacity utilization there will be an excess proportion of investment
relative to saving. In other words, there will be excess demand in the
goods market. Firms will respond to this excess of demand through an
increaseinthe effectivelevel of capacity utilization. Thiswill increasethe
savings rate and reestablish the equilibrium in the goods market.

Thisisnot the end of the story. The increase in the effective degree of
capacity utilization will reduce the difference between the latter and the
planned degree of capacity utilization. In order to keep the level of
barriersof entry constant, established firmswill increase investment and
the growth rate of capital stock.

Through the preceding reasoning we conclude that in this economy,
the accumulation of capital isof thewage-led type; i.e. itisstimulated by
increases in the wage share. Thisoccurs because an increase in the wage
sharewill produce an increase in consumption which will induce greater
capital accumulation due to the effect of the latter over the degree of
capacity utilization.

On the other hand, it is not true that an increase in the real wage rate
necessarily resultsin areductioninthe profit rate. According to equation
[2], weknow that areduction in the mark-up will produce anincreasein the
level of thereal wage (w/p). Wealso know that profit shareisanincreasing
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function of the mark-up. Thus, an increase in the real wage will produce
areduction in the profit share.

However, the profit rate is a function of the profit share, degree of
capacity utilization and theinverse of the capital-output relation. Although
itistruethat anincreasein thereal wagerate producesareduction in the
profit share; it isalso truethat in accordance with previousanalysis, such
increases in the wage rate will produce a higher degree of capacity
utilization. Thus, the relationship between the real wage and the profit
rateisindefinite inthe Kaecki-Steindl growth model. Itisequally possible
to have an inverse relationship between wages and profits or a direct
rel ationship between these variables. Everything will depend onthe sensitivity
of the degree of capacity utilization to changesin the mark-up rate. In other
words, the idea that a“profit squeeze” can occur through the growth of
the wage-share is not true in the context of the Kalecki-Steindl growth
model .3

A MobpEL wiTH AN ENDOGENOUS PLANNED DEGREE
oF CapraciTy UTILIZATION

TheBasic Sructure of the Model

In the Kalecki-Steindl canonical model presented in section 2, the planned
degree of capacity utilization isan exogenous variable to themodel. Inthis
context, an increase in the wage share would produce: i) anincrease in the
effective degree of productive capacity utilization and ii) an increase in
thegrowth rate of capital stock.

% In the words of Marglin and Bhaduri: “ [...] the Keynesian objection to this view of
profit squeeze is that a higher wage should increase aggregate demand, at |east under
the assumption that the propensity to save out of wagesislessthan the propensity to
save out of profits. Although higher wages may diminish the profit per unit of
output, business will make up this difference by an increased volume of production
and sales. If investment demand increases with the rate of capacity utilization, there will
be even greater aggregate demand, and both aggregate profits and the profit rate
will be higher even as the profit share is lower” (1991, p. 154).
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However, itisperfectly possible to make endogenousthe determination of
the planned degree of capacity utilization. In section 2 we saw that one
reason for the existence of excess capacity isthat established firmsuseidle
capacity asaway to prevent the entrance of new competitorsinto theindustry.
Nevertheless, the excess capacity that isnecessary to prevent the entrance of
new firms will depend directly on the profit margin of established firms;
since, the higher profit margins are, the greater the incentive will befor the
entrance of new competitors. Therefore, the excess capacity that isnecessary
to discourage the entrance of new firms has to be higher. In this case, the
planned degree of capacity utilizationisgiven by:

u’ =1—/{ —ﬂ:|; k>0 [5]4
p

Where: atc is defined as average total costs.

We will assume, like Kalecki, that oligopolist firms follow a mark-up
pricing rule for determining the prices of their products based on a set
mark-up over the direct costs of production. This mark-up depends on
the“monopoly power” of thefirmwhichinturnisdetermined by structural
factorslikethelevel of barriers of entry, product differentiation, etc. We
must take this rate as given in situations where no structural change has
ocurred. If aggregate demand is not enough to guarantee the equality
between planned and effective capacity utilization, then firmswill reduce
the degree of capacity utilization below planned and keep prices
unchanged.

4 In equation [5] we see that desired degree of capacity utilization in an inverse
function of profit margin, which is defined as:

i
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Theproduction cogtsof established firmsaregiven by thefollowing equation:

TC =wL+ (i +9) pK (6]

Where w is the nominal wage rate, L represents the quantity of labor
employed, / isthe nominal interest rate and 6 represents the depreciation
of the stock of fixed capital.

Dividing theaboveequation by thetota production of theestablished firms
weget:

ATCzwq+[(i+§)0jp [7]

u

Inserting[7] in[5]°, weget:

u' =1- k{ﬂ—(i—i_f)o} 9]

u

The profit rate [r] can be defined as

=

~

rr
Y K’

5 From [7] we get:
ATC w (i+08)o
_— —q + -

e

p p u

But (w/p)q is the wage-share which is given by (1—r). Putting this expression in [5],
we get equation [8].
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where P/Y, Y/Y* and Y¥/K represent the profit margin, the effective degree of
capacity utilization and the capita-output rel ation respectively. We can rewrite
therateof profit as.

[9]

g =s,r [44]

Investment, saving and pricing decisions are given by equations[1], [2]
and [44a]. So equation [8] isthe only real difference between our model
and the canonical Kalecki-Steindl growth model.

Short Run Equilibrium Solution of the M odel

In the short run, firms operate with a degree of capacity utilization that
can be different from the planned degree. In other words, there might be
divergences between the effective and the planned degree of capacity
utilization. We will assume, however, that in the short run firms are able
to sell everything they produce so that thereisno involuntary accumulation
of stock. This creates equality between planned investment and planned
saving:

g =g [10]

Therefore, the model can be summarized by the following system of
equations:

u’ zl—k{n—w} (8]

e

u
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T
r= [9]

o
g =f+h —u?) [1]
g =s,r [4]
g' =g [10]

The endogenous variables of the system are: g/, g*, r, u? and u¢. There are
five variables to be determined by five independent linear equations. In
this case, the above system of equations has at least one solution.

In order to solvethismodel for the short run equilibrium configuration,
we must first substitute equation [8] into equation [1] in order to obtain
thefollowing expression:

y [11]

g =f+h{u€2 —(1- krq)u® —(i+5)0}

Equation [11] presents the growth rate of capital stock as afunction of the
effective degree of capacity utilization. Taking the first derivative of
this expression relative to u¢ and g’, we get:

og. h(i+0
8%:{}14_ (l+ )Oi|>0 [118]

2
ue

e

Asaresult, an increase in the effective level of capacity utilization will
produce anincreasein investment and in the growth rate of capital stock.
This is the so-called “accelerator effect” of changes in the production
levels of firms over their investment decisions. However, it must be
observed that each increasein capacity utilization will produce asmaller
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increase in the capital stock growth rate. In this context, the relationship
between capacity utilization and the growth rate of capital stock can be
shown by thefollowing figure:

Ficure 3

gl 4

>
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Substituting [11] and [4] into [10], we get:

uf{ f—h(l—knq):lue { h(i +6)o }: 0 ”

-1 -1
h—SpTL'O' h—spna

Thisequationwill havetwo red rootsif thefollowing condition issatisfied:

[f —h(Q—knq)]? —4h(i+6)o(h—s,m07*) >0 [124]
Theserootswill be positiveif these conditions are met:
h< spna_l [12b]

£ > h(1-kng) [12q]
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Equation [12b] isthetraditional stability assumption of Keynesian growth
modelsthat is supported by the idea that the propensity to saveislarger
than the propensity to invest. We must observe that if conditions [12b]
and [12c] are imposed in the model, then condition [12a] will always
be satisfied. Inthiscase, equation [12] will havetwo distinct real positive
roots. This means that our economy has two equilibrium levels for the
degree of capacity utilization, aswe can seeinfigure 4.

Ficure 4
g'A

. >
0 ul ue

ue
It can beeasily shown that the equilibrium point with ahigh degree of capacity
utilizetionisstableand the equilibriumwith alow degree of capacity utilization
isungtable.

Profit-share is an exogenous variable determined by the rate of the
mark-up in the short run equilibrium configuration of this economy.
Since the structure of the industry —determined by the number of
established firms— is given, the degree of monopoly is constant. This
means that the ability of firms to fix prices above unitary costs is also
given. In this context, we can do some comparative static experiments
with profit share. In other words, we can anayzethe effect of an exogenous
change in the profit share —due to a change in mark-up rate— over the
“high” equilibrium level of capacity utilization.
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Anincreaseintheprofit sharewill produceanincreaseintheequilibrium
level of capacity utilization if

%% %
or Or
Thisconditionwill bemet if
“, < ohkq
Sp
However, if
u > ohkq
S

P

anincreaseintheprofit sharewill produce areduction in the equilibrium
level of capacity utilization. Hence, an increase in the profit share can
resultin either anincrease or adecreasein the degree of capacity utilization;
depending ontheinitia value of thisvariable. Consequently, the relationship
between the profit margin and the effective degree of capacity utilization
isno-linear, given by aninverted “C” curverepresented in figure 5.

Ficure 5
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Infigure 5we can observe the existence of two macroeconomic regimes: a
“gagnacionist regime” inwhichanincreasein profit share producesareduction
intheeffectiveleve of capacity utilizationand an“exhilaracionistregime’ in
which anincreasein the profit sharewill resultin anincreasein the degree of
capacity utilization.

Therelationship between the effective and the desired degree of capacity
utilizationisgiven by equation [8]. By evaluating theimpact of achange
inu and u¢ we obtain:

% _ _k(1+25)a <0 [13]

aue ue
Equation [13] shows the existence of an inverse relationship between
the effective and the planned degree of capacity utilization. Anincreaseinthe
effective degree of capacity utilization will produceareductionintheavera-
ge production costs of established firmswhich inturnwill increase economic
profits given the rate of the mark-up. In order to deter the entry of new
competitors, established firms have to increase their excess capacity. This
will cause a reduction in the planned degree of capacity utilization. The
rel ationship between thesetwo variablesisshowninfigure6.

Ficure 6
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It must be noted that in the short run equilibrium configuration of thiseconomy,
the equilibrium level of the effective degree of capacity utilization can be
lower or greater than the desired degree of capacity utilization. In the short
run, thissituation will not trigger the entrance of new firmsinto theindustry.
Therefore, the mark-up can remain constant. In this case, the equilibrium
level of capacity utilization will be determined by equation [12]. Oncethis
variable is determined, the planned degree of capacity utilization will be
determined by equation [8]. It is quite obvious, that except for a “lucky
coincidence”, the effective and planned level s of capacity utilization will be
different.

THE Lonc Run EquiLiBrIUM SoLuTioN oF THE M ODEL

In the long run, the “ degree of monopoly” is endogenous. 1f established
firmspersistently operate with adegree of capacity utilization higher than
the planned degree, the entrance of new competitors will occur which
will reduce the* degree of monopoly” of established firmsaswell asthe profit
share. This means that the profit share will change according to the
following differential equation:

=0, -u,);6>0 [14]
Substituting [8] in [14] we get:

ﬂ=9{1—f{ﬁ—(i 25)0}4 [15]

Income distribution between wages and profits will be constant through
timeif and only if desired and planned levels of capacity utilization are
equal. That is, if the following condition is met:
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u=1- k(n—(i+5)aj [16]

u

Equation [16] isthe* no-entry-condition”, i.e. the condition that must be
met in order to avoid the entry of new competitors into the industry.
Taking thefirst derivative of thisequationin relation to » and &, we get:

ou kqu®
At e 1
or  u’—(i+0)ok [164

The numerator of [16a] is aways positive. Therefore, the sign of this
expression depends entirely on the sign of the denominator.

”u2—0+5bk>0tmm£z<0
’ on '

0
But, if u? — (i +5)ok <0, then £>O-

This means that a critical value of u exists —equal to [(i + 5)ak]’% —

abovewhichu and it are negatively related and bel ow which thesevariables
are positively related. This can be shown by the “no-entry-condition”
curve (Nec) infigure 7.

The effective degree of capacity utilization will be changing through
time according to thefollowing differential equation:

n=2g'-g');4>0 [17]

Substituting [4] and [11] in [17] we get:

= A{{h —an}uz + [f - h(l—larq)] u—h(i+ 5)0} [18]
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Ficure 7
uaA NEC

------------------------- U, = [(1 + 8)ok]*

>
s

In* steady-state”, the effective degree of capacity utilization will be constant
sothat g’ = g*. Thisequality will holdif equation[12] issatisfied. Inthiscase,
therelationship between » and it for which thegoods market isin equilibrium
isgivenby figure5.

The long-run equilibrium configuration of this economy is such that:
u=7=0. Thiswill occur at the intersection of the “no-entry-condition”
curve (Nce) and the “ market-clearing-condition” curve (mcc). Since both
curves are backward-bending, there are several possible equilibrium
configurations as we can seein figures 8a, 8b and 8c:

Ficure 8a
u A

u* ..................

4
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Ficure 8b
u A

e LEELLE .

4

Ficure 8c
uA

U ooy

>
n* T

In order to analyzethe stability of thelong-run equilibrium position of this
economy wewill assume—following Dutt (1984)— that at each pointin
time, theeconomy isinequilibriumfor thegoodsmarket so that it must ways
be on the mcc curve. In this case, the dynamics of the system isentirely
determined by equation [15]. According to thisequation, al pointslocated to
theleft of thence curveare such that the monopoly power of established firms
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and the profit share are decreasing dueto the entrance of new firmsinto the
industry and al pointslocated to theright of thiscurveare such that monopoly
power of established firmsand the profit shareareincreasing. Given these
dynamicsfor the profit share, it can be easily shown that the equilibrium
configurationsof figures8aand 8c arestable, but theequilibrium configuration
represented by figure8bisunstable.

Sinceinthelong runequilibrium configuration for thiseconomy theeffective
degree of capacity utilization isequal to the planned or desired degree of
capacity utilization, the growth rate of capital stock will begivenby g/ =£.1n
other words, investment iscompletely determined by capitdists animal spirits
andiscompletely independent of changesin capacity utilization or changesin
income distribution between wages and profits. Thismeansthat thereisno
such athing aswage-led or profit-led growth in thelong run.

However, changesincapitdists animd spiritscan changelong runeguilibrium
valuesof capacity utilization and theprofit share. Infact, let usconsider that
—for whatever reason— there had been areductionin animal spirits. Inthis
case, themcc curvewill shift downinfigures8aand 8c whichwill resultinthe
new equilibrium configurationsrepresented infigures9aand 9b.

InFigure 9a, theinitia equilibrium positionisin the upward doping region
of thence curve. Inthiscase, areduction in animal spirits will produce a
reductionin capacity utilization andintheprofit share. Sincetherate of profit
isaproduct of theprofit share and the degree of capacity utilization, aprofit
squeeze Situation will occur asaresult of areductionintherate of capital
accumulation. Although thisresult seemssimilar tothe profit squeeze story of
Marglin and Bhaduri, the causality of growth and distributionisreversed. In
the Marglin and Bhaduri model, an increasein the profit share may reduce
investment which will reducetherate of economic growth. However, inour
model, an exogenousreduction in therate of economic growth will produce
both areductionin the profit marginand in capacity utilization.

Ficure 9a

Ficure 9b
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Infigure 9b, however, areductionintheanimal spirits of the capitalistswill

u A

>
T

Thisresult gppearssimilar tothe” stagnation” story inwhich anincreaseinthe
mark-up rate, dueto anincreasein monopoly power of established firms, will
produce areductionin thewage share and areduction inthe effective degree
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of capacity utilization (dueto areduction in consumption expenditures). Itis
important to note; that theincreasein profit shareand thereductionin capacity
utilization arein our model, both the result of an exogenousreductioninthe
rate of economic growth.®

CoNCLUSION

Inthisarticle, we argued that the impact of an increasein the wage share
over capacity utilization and the growth rate of capital stock dependson
theway in which the planned degree of productive capacity utilizationis
represented in Post-Keynesian growth models. If the planned degree of
productive capacity utilization isexogenous, then anincreasein thewage
share will result in areduction of excess capacity and an increase in the
growth rate of capital stock.

On the other hand, if the planned degree of capacity utilization is
endogenous, then an increase in the wage share can produce either an
increase or areduction of capacity utilization in the short run, depending
on the effect that changesin income distribution have on planned excess
capacity. In the long run, however, the capital stock growth rate is
independent of the distribution of income between wages and profits.
Therefore, accumulation regimes do not exist inthelong run. Inthelong
run, the capital stock growth rate depends only on capitalists’ animal
SpIrits.

However, changesintherate of capital accumulationwill produce changes
inincomedistribution and capacity utilizetion. If theinitial long-runegquilibrium

6 A reader may ask what would happen if, instead of a reduction, an increase in
animal spirits occurs. In both cases —figures 9a and 9b— the economy will register
an increase in long-run capacity utilization. However, this increase will not produce
destabilizing effects over the long-run equilibrium position as in Harrod"s growth
model. In fact, the long-run equilibrium positions described by figures 8a and 8c are
stable, as we have already seen. The stability of these equilibrium positions makes
the occurrence of aprocess of cumulative divergence between warranted and effective
rates of growth impossible, as it occurs in Harrod (1939).
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position of the economy isinthe upward region of the* no-entry-condition”
curve, then areduction inthe growth rate of capital stock will reduce both
profit shareand capacity utilization. Thisresultissimilar totheprofit squeeze
story of Marglinand Bhaduri but hasacompletely different causality between
growth and distribution. Instead of changesinincome distribution causing
changes in the rate of economic growth, the reverse occurs; changes in
economic growth produce—through changesin monopoly power of established
firms— changesinincomedidtribution. If theinitial long-runequilibrium postion
of theeconomy isinthedownward d oping region of the* no-entry-condition”
curve, areductionintherateof capital accumulationwill produceanincrease
inthe profit share but areductioninthelevel of capacity utilization. Thisis
similar to the“ stagnation” story but with aninverse relationship between
growth and distribution.

As a corollary to these conclusions, it may be argued that a profit
squeeze Situation is not the result of an increase in the power of labor
unions, which will produceincreasesin real wages ahead of productivity
growth; but rather the result of a reduction in the animal spirits of the
capitalists which reduce the rate of economic growth. Therefore, it can
be concluded that a reduction in profitability is the outcome rather than
the cause of stagnant growth.
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