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1. Introduction 

 
I first met Ed Nell in the Fall of 1992, at a memorial conference held at the Levy 
Institute in honour of Tom Asimakopulos, who had been my MA supervisor at McGill 
University. It was Tom’s wish that I go to the New School and that I study 
specifically under Ed.  To be honest, I was also considering attending the University 
of Tennessee.  
 
At the Levy conference, I met Mat Forstater, who, after being told I was interested in 
meeting Ed Nell and attending the New School, introduced me to him.  Ed and I had 
a great conversation and in February 1993, I visited the New School and attended 
one of Ed’s classes, on Transformational Growth. It was truly inspiring.  Having 
studied under Marc Lavoie, Mario Seccareccia, Alain Parguez and Tom 
Asimakopulos, I was quite familiar with heterodox economics, and having spent a 
few days at the New School, I felt right at home. 
 
I enrolled at the Graduate Faculty of the New School for Social Research in the Fall of 
1993. Upon arriving, one of the first things I did was to ask Ed if he had any projects 
on which I could work. He pointed to a table in his second floor, corner office at 65 
Fifth Avenue, where a pile of papers and documents laid. He told me I could take a 
crack at it – ‘it’ of course being what eventually became Money in Motion, a book that 
I truly believe is a classic in the post-Keynesian/circuitist literature on money.  I saw 
the project to the end, which had been started by Enrique Delamonica and Mat 
Forstater. 
 
I was happy to work under Ed’s supervision and guidance, and there I was able to 
further develop my views on the circuit approach. My dissertation, which later 
became my book (see Rochon, 1999), was an exploration of various approaches 

1 I would like to thank Angel Asensio, Claude Gnos,  Mattheus Grasselli, Steve Keen, Wesley Marshall, 
Ramanan V., and Sergio Rossi for comments on this and earlier drafts. I also want to thank those at 
the conference for their comments, especially Willi Semmler and Edward Nell. All errors are mine. 
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within the heterodox/post-Keynesian tradition. Ed did not fully agree with my 
views, although he left me to explore them as I saw fit.  In fact, there were (still are) 
certain disagreements between our two respective views, of which this one stands 
out: 
 

1) within the context of endogenous money, what does bank credit exactly 
finance? 
 

For me, and this is the influence of Alain Parguez and Mario Seccareccia and, to a 
lesser extent, Augusto Graziani, bank credit is used to finance wages in the 
consumption-good industry as well as in the investment-good industry.  Moreover, 
in Rochon  (2005, 2009), as well as in Cottin-Euzeol and Rochon (2013), banks also 
finance a fraction of investments, that is the purchase of capital goods by the private 
sector, with the rest being financed by retained earnings. 
 
According to Ed, however, the Parguezian circuit contains too much money. For him, 
there is no need for banks to finance wages in both sectors, let alone investment.  
Rather, bank credit is used to finance only wages in the investment sector (in Nell 
(2004), he offers other alternatives, although it comes down to the same thing: there 
is no need to finance wages in both sectors). Through circulation, this finances 
wages in the consumption-goods sector.   Investments are financed through profits. 
 
Despite these disagreements, there is much that we agree on, and this is because we 
both work within the theory of monetary circulation, which forms the core to Ed’s 
overall macroeconomic approach, and it goes as far back as 1967 when he published 
a paper on “Wicksell’s Theory of Circulation”, in the Journal of Political Economy.   
 
As a model, the circuit approach presents us with a clear sequential analysis of how 
events occur in logical time – within a self-contained period of production.  This is 
not to say there are no debates and disagreements among the many proponents and 
many approaches within the ‘circuit’ approach, as Ed’s introduction in Money and 
Motion discusses, but it does provide a useful frame of analysis from which to study 
the real world and the possible sources of crises.  Any differences, I would argue, are 
a matter of emphasis rather than substance. 
 
While I would like to talk more about Ed’s specific contributions to the theory of 
money and finance, and more specifically his 2004 Cambridge Journal of Economics 
paper, the ideas of which were emerging when I was a student at the New School, the 
purpose of my short talk today, however, is to put these issues aside for now, and to 
dramatically extend the fundamental or core assumptions of the monetary circuit 
approach into new territory, by revisiting the effects of fiscal policy within an 
endogenous money framework, and specially how it relates to the multiplier.  There 
is a growing literature on this, what has been called ‘regime dependent’ multiplier. 
Yet the conclusion I draw, inspired by the teachings of the circuit approach, is at 
odds with this literature on many levels. 
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I discussed some of these issues in 2008, thereby anticipating much of the current 
Keynesian literature on regime-dependent multipliers (see Rochon, 2008). At the 
time, I argued “this suggests that not only that the multiplier depends on the 
banking system, but that it will vary through the cycle.  In periods of optimism, 
when banks are more ‘co-operative’, that is when credit is easier to obtain, there will 
be a greater multiplier.”  I had not, however, developed these ideas fully, but it is 
clear that the idea was already in my mind.  Today gives me the opportunity to 
return to these issues, and to comment on the literature on regime-dependent 
multipliers.  I realize more work needs to be done. 
 
In many respect, this paper builds upon post-Keynesian literature of some two 
decades ago, in particular the debate regarding the multiplier between Moore 
(1994), Cottrell (1994), and Dalziel (1996). 
 
My conclusion is rather straightforward: the simple theory of the Keynesian fiscal 
multiplier is inconsistent with the theory of endogenous money because it does not 
incorporate the reflux mechanism and the existence of banks and bank debt.  It this 
sense, multiplier theory of “fundamentally flawed” (Moore, 1988, p. 312). This will 
have important policy implications, as I will briefly discuss at the end.  This does not 
diminish the important contribution of Keynes, nor does it reject the principle of the 
multiplier.  It does, however, suggest that there are, in Trevithick’s (1994) words, 
“monetary prerequisites” to the multiplier analysis that must be taken into 
consideration. 
 
 
2. The reflux mechanism and endogenous money 
 
One of the core elements of the monetary circuit is the reflux mechanism. When 
money is created endogenously through bank loans, there is a debt that is created 
simultaneously.  In this sense, all money is debt and as such must be reimbursed or 
extinguished, at which time money is cancelled. 
 
Circuit theory presents us with a logical sequence of events and traces the circular 
flow of money, that is its creation and ultimate destruction. Banks are at the very 
core of the analysis of the circuit, which begins with firms’ decisions to begin 
production. 
 
When firms enter into a debt relationship with banks, say to pay wages, money (or 
bank deposits) is created ex nihilo.  When households receive their income, they 
spend this income on acquiring goods, at which point money is released into 
circulation and, eventually, flows back to firms, who are now able to reimburse their 
initial debt toward the banks.  At this at point money is destroyed. This 
“sequentiality” of money, from its creation to its destruction, is what is considered a 
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‘period of production.’  This is logical time, not real time.  A new period of 
production begins only when firms are able to secure additional loans.2  
 
This is the fundamental and essential circuit of money.  According to Deleplace and 
Nell (1996, p. 11): “In a modern economy, the creation of money takes place in a 
credit relation between the banking system and firms … finally: credit must be 
reimbursed by the firms to the banks, and money is destroyed.” 
 
Banks are therefore at the very heart of this discussion. As Keynes (1930, VI, p. 197) 
reminds us, "Credit is the pavement along which production travels, and the 
bankers if they knew their duty, would provide the transport facilities to just the 
extent that is required in order that the productive powers of the community can be 
employed at their full capacity.”   
 
This suggests therefore that there is a relationship between the theory of 
endogenous money, production and growth, analogous to Schumpeter’s monetary 
analysis: we cannot discuss production without discussion the role of banks and the 
creation of money.  As such, money must be introduced “on the very ground floor of 
our analytical structure.” This stands in stark contrast to neoclassical theory where 
money and the real economy are independent. 
 
Note, however, there is no State in this story so far, since it is not necessary to 
explain the creation of money or production.  The role of the State here is implicit, as 
the authority that determines what serves as money. In this sense, all money is 
essentially chartal since it is the State that determines, within its borders, what will 
legally serve as the means of payment (or circulation) and the means by which debt 
is discharged. But in the most basic explanation of the creation and circulation of 
money, the role of the State is not necessary. As Rochon and Vernengo (2003) 
stated, money is a creature of production, to paraphrase Lerner, not a creature of 
the State.  Taxation explains neither the creation nor the existence of money.  This is 
not to say, of course, that the State does not play a role, as is discussed below. 
 
Given this circuit, two possible sources of crises can arise. 1) households can decide 
to hoard their savings (financial savings flow back to firms as households purchase 
financial claims on the firms); 2) firms are unable to repay their initial bank debt on 
time.  Of course, 1 and 2 are related. We can show that when households spend all 
their income, firms, at the macro level, are able to reimburse banks, but they can’t 
generate any profits (let alone the interest to pay back debt).3 If households save, 
this represents a drain on aggregate demand and firms will be unable to “capture” 
what they initially injected into the circuit.   

2 It does not matter whether firms must secure new loans or whether they are simply allowed to 
continue using their ‘revolving’ funds.  Banks can always deny them the opportunity of doing so in 
either cases. See Pressman (2001), and Rochon (2001). 
3 What contributes to profits is a source of great debate within circuitists. See Rochon (2005, 2009) 
for a review of the literature. 
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Since firms depend on credit to renew production, failure to repay their bank debt 
on time can result in banks denying them the necessary credit in the following 
period of production, if banks perceive this inability to be widespread and a signal of 
worsening economic conditions (more on this below), or at the micro level, 
reflective of a given firm’s management.  As a result, unemployment rises and 
aggregate demand falls, generating a recession. 
 
The reflux mechanism, that is the ability or need to reimburse the initial debt 
incurred by firms, is therefore of paramount importance, and is the underlying 
premise to the arguments developed below related to the role of fiscal policy and 
how it relates to the Keynesian multiplier. 
 
 
3. Fiscal policy, the reflux mechanism and the multiplier 
 
The Keynesian multiplier is certainly considered one of Keynes’s most important 
contributions.  It is, in many ways, what justifies activist fiscal policy: the idea that a 
dollar spent by the State will somehow create many more times that expenditure in 
income. Yet, somehow, I think this simplistic view of the multiplier does not take 
into consideration the banking system and the reflux mechanism.  When taken into 
account, the picture changes considerably and the policy implications are important. 
 
Assume the simple circuit as described above.  At the beginning of the period of 
production, firms must borrow from banks in order to cover wages, at the very least.  
Once the debt has been extinguished, firms must renew their debt toward the bank 
in order to begin the process anew.  As long as the borrower is considered 
creditworthy, the bank will be happy to extend the credit. However, as shown by 
Rochon (2006; see also Wolfson, 1996), what exactly banks consider creditworthy 
will vary during the economic cycle.  Taking a cue from Keynes, banks are also 
subject to “sudden bursts of optimism and pessimism.”  During a recession, banks 
become more pessimistic about the ability of firms to reimburse their initial debt, 
and raise their threshold of creditworthiness as the macro-environment becomes 
more uncertain (what I have elsewhere called macro-uncertainty). As a result, banks 
will constrain bank credit, and this will have obvious aggregate demand effects.4  
 
Now, assume State expenditures.  These sums are then injected into the system and 
are accumulated by the private sector (assume for simplicity, only firms benefit 
from fiscal policy).  The standard story of the multiplier is that these fiscal 
expenditures will generate additional revenue as the private sector then spends 
them.  Yet, this omits a crucial step: the multiplier process takes time and during this 
time, firms need to reimburse their debt and secure a new loan to begin production 
anew.  

4 I prefer credit constraints as opposed to credit rationing, as the later implies a fixed supply of credit. 
This is inconsistent with the notion of money’s endogeneity. 
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Loans are repaid from the revenues firms receive from selling their output to 
consumers, but also from the State: from the point of view of firms, there is no 
difference between these two sources of revenue. When firms receive revenues 
from selling their output to the government, they use these funds first to repay their 
existing debt toward the bank. This has obvious implications for the multiplier 
process.  For the multiplier process to take root, firms must be able to spend these 
funds again, and this can only happen if they can borrow anew in order to generate a 
second round of production, and pay wages.  This necessarily implies that the 
multiplier process occurs over several periods of production.  It is in this sense that 
circuitists (Parguez, 2008; Rochon, 2008) have argued that the multiplier is 
necessarily equal to 1 within a single period of production. 
 
Yet, what if banks grew increasingly pessimistic and denied firms new credit at the 
beginning of the following period? The second round of spending predicted by the 
multiplier story does not take place: the multiplier process is truncated.  This 
suggests one important conclusion: the multiplier process is not an automatic 
phenomenon.  It depends on the behavior of the banking system.  Hence, the 
definition of the multiplier as being equal to 1 over the marginal propensity to save 
falls short of explaining the real world. One note of caution is needed: the reflux 
mechanism and the role of banks is not a “leakage” but rather an institutional 
feature of a monetary economy of production. 
 
These ideas are not new, although they have been largely ignored by post-
Keynesians.  In fact, a careful re-read of Kahn’s original 1931 paper on the multiplier 
is in order.  In this paper, he argues that the multiplier depends on “the intelligent 
co-operation of the banking system” (1931, p. 174), otherwise all efforts “maybe 
rendered nugatory” (p. 175).  Trevithik (1994, p. 78) developed this idea even more, 
by arguing that “a policy of monetary accommodation is, in general, a prerequisite for 
the multiplier process to become airborne.”  Granted, neither of these papers deal with 
the reflux mechanism or the repayment of bank debt specifically, but at least, there is 
recognition that the multiplier process depends on the behavior of the banking system. 
 
This can happen at any stage of the multiplier process. For instance, assume after 
receiving fiscal money, firms do reimburse their debt and do secure a new loan from 
the bank.  Production begins again and firms are able to pay their workers. Here, 
two possibilities arise: 1) households can either spend their wages by consuming 
goods, or 2) households may choose to devote part of their new wages toward 
retiring their own debt, at which point, once again, the multiplier process is 
diminished. 
 
This being said, fiscal policy plays a vital role: by spending, government spending 
helps firms and households become more creditworthy in the eyes of the banks.  
Indeed, being on the receiving end of fiscal expenditures, firms are better able to 
reimburse their debt toward the banks, and thus secure financing for the next 
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period of production, thereby allowing the multiplier process to take root.  Yet given 
the general depressed state of the economy, it will take large injections of fiscal 
expenditures to establish an environment where banks will feel comfortable to lend 
again.  As is argued below, this implies that the value of the multiplier itself is 
influenced by fiscal policy. 
 
If anything, this suggests that the story of the multiplier is complicated, and not as 
simple as textbooks depict it to be. 
 
This discussion leads into another important area of research: if the multiplier 
depends on the banking system, and if the behaviour of banks changes through the 
cycle, how does this affect the value of the multiplier?  
 
Regime-dependent multiplier 
 
Of interest lately is the literature on what is termed ‘regime-dependent multiplier’, 
according to which the value of the multiplier changes according to whether the 
economy is in recession or in expansion.  
 
Most of the literature is based on DSGE models (see Christiano et al., 2011;  
Auerbach and Gorodnichenko, 2012; De Cos and Moral-Benito, 2013; and 
Thomakos, 2012), although to my knowledge, there are only 2 heterodox papers on 
the topic (Qazizada and Stockhammer, 2014; Mittnik and Semmler, 2014). 
 
The idea that the multiplier can change in value through the cycle can be traced back 
to Keynes, and even Duesenberry, as Nell (2014) reminds us:   
 

Keynes’s views on the likelihood that the multiplier might vary in value with the state of the 
economy seems to be an early version of the argument that James Duesenberry presented in 
the 1950s and 60s.  He proposed that the multiplier / accelerator mechanism in the upswing 
of the cycle would be different from that in the downswing, and every cycle would very likely 
differ in some ways from every other.  Duesenberry asserts this but doesn’t demonstrate it, 
nor does he present much evidence.  But he makes a plausible case for looking into it.  

 
In most of this literature, the multiplier tends to be small during an expansion and 
large during recession.  For instance, de Long and Summers (2012, p. 233fn) argue 
that in a recession, “the Keynesian multiplier is likely to be substantially greater 
than the relatively small value it is thought to have in normal times.” 
 
I am rather puzzled by this literature as I arrive at the opposite conclusion: the 
multiplier is weak during a recession, and large during an expansion, as hinted 
above.  The logic is based precisely on the reflux mechanism and the role of banks.  
Consider what happens, say, in an expansion.  Banks are optimistic and believe firms 
are able to reimburse their initial debt. They will therefore lend rather freely.  As 
such, any small fiscal expenditures will have considerable effect on the economy: 
firms receive these sums are able to renew bank credit, and the multiplier effect is 
perpetuated through many periods of production. 
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In a recession, however, the opposite holds.  Banks are pessimistic, raise their 
criteria for lending (creditworthiness criteria), and will tend to lend less.  Hence, the 
multiplier effect of any fiscal expenditure is smaller: the State spends, but this 
spending may not generate multiple rounds of private sector spending as firms must 
reimburse debt and may not secure new credit.  Fiscal policy does help in making 
firms more creditworthy, and does contribute toward reducing macro-uncertainty, 
but this requires large injections of fiscal expenditures.  The 2007 crisis proved this 
point: the 2009 fiscal stimulus may have helped to stop the downward economic 
trajectory, but proved insufficient to stimulate growth.  As a result, the general 
consensus on the left was for more stimulus. 
 
Of course, we cannot ignore the specific conditions of the business cycle at the 
moment fiscal expenditures are carried out: the level of interest rates, balance of 
payment conditions, etc, and since no 2 cycles are alike, the multiplier will take 
different values based on the macroeconomic environment – an environment that is 
itself influenced by bank behavior. Nevertheless, based on the logic of the circuit 
approach, the multiplier will ted to be small during a recession.  In fact, this is 
precisely the reason why there is a need for large (massive) injections of fiscal 
expenditures during a downturn. 
 
Econometric evidence, however, does not support my position.  Indeed, in much of 
the literature on regime-dependent multiplier, the opposite holds. This suggests to 
me that more research is needed to measure what exactly is captured by these 
econometric tests. 
 
 
4. Policy implications 
 
The above discussion leads to a number of policy implications.  First, in light of the 
financial crisis, banks should be seen as a necessary evil.  Their behavior can at 
times be considered inappropriate (predatory?) and contribute to instability, and 
carry evident macroeconomic effects.  Yet, the decision to bail them out was a 
necessary one (although this could have been achieved by other means).  Banks 
must be able to be in fine financial health in order to guarantee credit to the private 
sector. 
 
Credit and debt are the means by which the economy grows.  Yet, there is very little 
discussion over credit policy.  Marshall and Rochon (2014) have argued that credit 
policy ought to be elevated to the same level as fiscal and monetary policy.  As such, 
banks should be regulated, and encouraged to meet specific targets.  For instance, 
banks could be told to increase credit to specific demographics (women, visible 
minorities, for instance), or in specific regions of the country.  Regardless, the 
important thing here is that credit policy should be considered a priority and given 
its full and proper attention. 
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Yet, private banks are not the only means by which to guarantee credit.  Public 
banks can also play that role. Governments would be justified in creating public 
banks with specific social mandates. This would go a long way in raising the value of 
the multiplier during times of recession: public banks would lend to those firms that 
have failed to secure private credit. 
 
 
5. Conclusions 
 
Ed Nell played a central role in the development of my ideas, and those of a 
generation of younger heterodox economists who came through these doors. His 
contributions to economic philosophy, methodology and philosophy, money and 
finance, and transformational growth are among the most thoughtful contributions 
to heterodox economics.  While he leaves impossible shoes to fill, let us hope that by 
retiring, Ed won’t stop writing. That would be a tremendous loss indeed. 
 
My talk today focused on the transmission mechanism of fiscal policy, with specific 
reference to the multiplier.  If I am right, fiscal policy needs to be large during a 
recession because as firms pay off their debt, they must be able to secure additional 
financing in order for the multiplier to take root.  This suggests that the multiplier 
itself is influenced by fiscal policy.  In periods of recession, the multiplier is naturally 
low given the reflux mechanism.  Increases in fiscal policy will tend to positively 
affect the value of multiplier.  Similarly, during an expansion, when the multiplier is 
naturally high, reductions in fiscal policy will reduce the value of the multiplier.   
 
Fiscal policy aims to increase the private sector’s creditworthiness, and reduce the 
macro-uncertain environment – two elements that will convince banks to increase 
lending.  In doing so, the multiplier will be allowed to take root.  This suggests that 
not only is the value of the fiscal multiplier regime-dependent, but it is also policy 
dependent. This is one of my fundamental conclusions consistent with the theory of 
the monetary circuit. 
 
That said, based on the Kaldor-Thevithick reflux mechanism, I would argue that the 
multiplier is low in times of recessions, and high during an expansion, contrary to 
the empirical evidence. Clearly, more research needs to be done. 
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