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the government and the central bank achieve 
the desired target rate of interest. The ‘balanc-
ing’ between spending and taxing is done with 
this objective in mind  – not for the concerns 
of avoiding a deficit or attempting to achieve 
a surplus in the public budget, as claimed by 
neoclassical economists.

The links between fiscal and monetary poli-
cies, which are assumed away in the orthodox 
view, become evident when we understand 
that deposits of government cheques by pri-
vate agents increase the balance sheets of 
commercial banks both on the liabilities side 
(banks owe the amounts to depositors) and on 
the assets side (since banks now have claims 
of equal amounts on the government). These 
claims are what we refer to as ‘reserves’. Banks 
claim these reserves at the central bank, which 
executes the operation simply by crediting com-
mercial banks’ accounts (that is, by adding to 
their reserves) and debiting the government’s 
account by an equal amount. Government 
spending results in an injection of reserves (cen-
tral bank money) into the private sector.

Similarly, when private agents pay their taxes 
or purchase government bonds, they order their 
banks (such as by writing cheques) to trans-
fer a deposit from their accounts to the gov-
ernment’s account. The operation is executed 
by the central bank by reducing commercial 
banks’ reserves (debiting their accounts) and 
crediting the government’s account. The accu-
mulated deposits in the government’s account 
at the central bank can now be tallied against 
its debts, which will be reduced or eliminated, 
but this has nothing to do with financing gov-
ernment expenditures, because the latter have 
already been paid. The resulting public deficit 
or surplus matters only insofar as it has an effect 
on the target rate of interest (see Bougrine, 
2020). Attempts to balance the budget of the 
public sector are in fact attempts to stabilize the 
target rate of interest: adjustments in the target 
rate of interest can be achieved by manipulating 
the government’s budget. Fiscal and monetary 
policies are intricately linked and, therefore, it 
is utterly wrong to claim that they can be ana-
lysed and carried out separately.
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Interest rates and investment
The idea that investment is negatively affected 
by the rate of interest is a marginalist tenet 
grounded on (i) the notion of capital as a single 
homogeneous factor of production, (ii) the con-
cept of a decreasing marginal productivity of 
capital and (iii) the idea of a substitution mech-
anism between capital and labour. Such a nega-
tive relationship is extremely relevant for the 
marginalist theory, because it would guarantee 
a stable full-employment equilibrium. For a 
given endowment of production factors, prefer-
ences and technical conditions of production, 
prices and quantities are simultaneously deter-
mined by the intersection between demand and 
supply in all markets. In the market of invest-
ment, the equilibrium condition is determined 
by the interaction of a downward-sloping 
demand curve for investment and an upward 
sloping supply curve of savings. In such a rep-
resentation, the flexibility of the interest rate 
combined with a downward-sloping investment 
demand curve allows an economy to reach a 
full-employment equilibrium in which invest-
ment adapts to full-employment savings and 
the rate of interest gravitates towards its ‘natu-
ral’ level.

Starting from the assumption of a decreas-
ing marginal productivity of production factors 
and a decreasing marginal utility, the marginal-
ist theory determines the demand for produc-
tion factors elastic with respect to their rates 
of return by means of the direct and indirect 
substitution mechanisms. The inverse relation-
ship between investment and the interest rate 
appears as a consequence of a demand for capi-
tal highly elastic with respect to interest rates, 
where investment is conceived as the flow that 
generates the capital stock (Garegnani, 1990). 
According to the direct mechanism, a decrease 
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in the rate of interest leads firms to increase 
investment and therefore the capital–labour 
ratio. Firms will save more by increasing the 
amount of investment and therefore of capi-
tal, namely the factor that is relatively cheaper. 
According to the indirect mechanism, a 
decrease in the rate of interest leads to a reduc-
tion in the price of capital-intensive goods. This 
in turn increases the demand for those goods 
that are produced with capital-intensive tech-
niques, thereby raising the demand for capital. 
Firms cease to invest when the marginal pro-
ductivity of capital is equal to the rate of inter-
est, a condition which maximizes profits and 
minimizes costs.

The idea of a downward-sloping demand 
curve for capital was also shared by Keynes in 
The General Theory through the concept of the 
marginal efficiency of capital (Keynes, 1936). 
Indeed, according to Keynes, no relevant dif-
ferences exist between the marginal efficiency of 
capital and the demand curve for capital envis-
aged by classical economists, where the classi-
cal economists Keynes referred to are Marshall 
and Walras (see Petri, 2015). Following Keynes 
(1936, p. 136), ‘the inducement to invest depends 
partly on the investment demand-schedule and 
partly on the rate of interest’.

The existence of a negative relationship 
between the rate of interest and the demand 
for capital and investment has been questioned 
by those economists who participated in the 
so-called ‘Cambridge capital controversy’. 
Specifically, according to Sraffa (1960) and 
Garegnani (1970), when one assumes several 
production techniques and heterogeneous 
capital goods, the possibility of reswitching 
of techniques and reverse capital deepening 
invalidates the negative relationship between 
investment and interest rates. Different levels 
of the rate of interest can allow producers to 
use the same method of production and thus 
the same factor intensity (Garegnani, 1970). 
Consequently, we cannot draw a downward-
sloping investment demand curve, because no 
automatic mechanism ensures that firms adopt 
more capital-intensive techniques when the 
interest rate decreases. For more recent cri-
tiques, see Petri (2015).

The alleged negative relationship between 
the rate of interest and the level of investment 
would ensure the return to the traditional 
theory (Garegnani, 1979). The possibility of the 
investment demand being negatively affected by 
the rate of interest would limit in the  short-run 

the principle of effective demand, leaving in the 
long run the level of investment determined by 
full-employment savings: ‘a spontaneous ten-
dency for investment to adjust to the saving 
capacity of the economy … is the outcome of a 
theory of interest derived from the idea that the 
overall demand for “capital” is highly elastic 
with respect to the rate of interest’ (Garegnani, 
2015, p. 131).
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International clearing union
The idea of an international clearing union 
(ICU) is quite simple but has far-reaching con-
sequences for the world economy. It is based 
on the role of a commercial bank in a closed 
system: it is well known that commercial banks 
today create money out of thin air simply by 
accepting to extend credit to creditworthy 
borrowers who then use these credits to pay 
for goods and services and to extinguish their 
debts (see Bougrine, 2017). If both the payer 


