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The ‘natural rate of unemployment’ was not an important part of Friedman’s presidential
address, although it is what the paper is remembered for. On the 50th anniversary of the
paper, we argue that there is no ‘natural rate of unemployment’, and that the relation
between inflation and unemployment is not the one assumed by Friedman or neoclassical
theory. In Section 2 we present the conventional framework in which the Phillips curve is
drawn by neoclassical economists. It emphasizes the exogenous nature of money, as well
as the assumption that (a large part of) unemployment has to do with workers’ trade-off
between paid work and leisure time (in a utility maximization perspective). Section 3 explains
that the neoclassical framework is flawed, because money is endogenous and unemployment
is not simply an outcome of workers’ choices with regard to the observed ‘equilibrium’ wage
level. This section points out that inflation cannot be controlled with an interest-rate policy
and that unemployment is the result of a lack of effective demand (hence it is involuntary).
Section 4 provides two alternative macroeconomic analyses, one where inflation as well as
unemployment are explained by the disorderly working of the banking system and another
where conflict in the functional distribution of income within a monetary economy of produc-
tion dominates. The conclusion offers some policy-oriented remarks as regards contempor-
ary fiscal and monetary policies that a variety of countries have been adopting in their
(largely ineffective) attempt to emerge from the crisis that erupted in 2008 at the global
level — whose negative consequences still affect a relevant part of the world population.
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1 INTRODUCTION

2018 marks the 50th anniversary of both Friedman’s (1968) and Phelps’s (1968; see
also 1967) influential papers, which have not only impacted the course of economic
theory, but also influenced the conduct of economic policy, in particular how pol-
icy-makers deal with inflation and unemployment. In fact, the American Economic
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Review (2011) ranked Friedman’s 1968 paper as one of the top 20 most influential
papers in economics.

Friedman’s 1968 paper, which represents his presidential address to the American
Economic Association on 29 December 1967, was primarily a reply to Keynes and
Keynesians who came to believe monetary policy was inefficient in generating real eco-
nomic growth during depressed times. While describing his approach as ‘reactionary’,
the purpose of Friedman’s 1968 paper is clear: monetary policy is in fact wholly relevant
even in depressed times, and Friedman sets out the conditions under which it is. According
to the author, ‘[t]he Great Contraction is tragic testimony to the power of monetary policy —
not, as Keynes and so many of his contemporaries believed, evidence of its impotence’
(Friedman 1968, p. 3). In this sense, the purpose of his presidential address is first and fore-
most to discuss the importance of monetary policy, with the discussion of a natural rate of
unemployment and the Phillips curve being somewhat secondary. Indeed, as Forder (2018)
argues, Friedman was first and foremost interested in discussing rules vs discretion with
respect to monetary policy, and the discussion of a Phillips curve was ‘far from his mind’.

Despite Friedman’s heavy emphasis on monetary policy (the title of his 1968 paper as
well as the titles of each subsection of it emphasize monetary policy), the Phillips curve,
both in the short and the long run, is nevertheless raised, and the idea of a long-run natural
rate of unemployment is born: it is for these arguments that this paper has been remem-
bered, rightly or wrongly. For instance, in a recent paper, Thirlwall (2018, p. 12) explains
how ‘[r]esearch on the Phillips curve took another sharp turn in 1968 when Milton Fried-
man brought to the fore the concept of the natural rate of unemployment, and vehemently
denied that there is a long-term trade-off between unemployment and inflation’. Friedman
himself (see Friedman and Friedman 1998, p. 230) contributed to this myth-building by
advocating some three decades later that he ‘introduced the concept of a “natural rate of
unemployment” to which the level of unemployment would tend whatever the rate of
inflation, once economic agents came to expect that rate of inflation. To keep unemploy-
ment below the natural level requires not simply inflation, but accelerating inflation’.

Friedman’s rejection of a long-run relationship between inflation and unemployment —
provided agents are correctly informed and behave rationally — still features prominently
in the policy mix today, and continues to influence a new generation of young scholars
and policy-makers. For instance, 50 years later, in an 18 January 2017 speech to the Com-
monwealth Club in San Francisco, the US Federal Reserve Governor, Janet Yellen,
explained that ‘[i]t’s important to try to estimate the unemployment rate that is equivalent
to maximum employment because persistently operating below it pushes inflation
higher’. However, as cogently argued by Forder (2010), the argument predates the late
1960s with regard to expectations theory.

The Friedman—Phelps narrative carries important implications for policy. While econ-
omists are in general agreement over the need to control for unemployment and inflation
(a sentiment echoed in the opening sentence in Friedman 1968), the profession is rather
split when it comes to the kind of public intervention or the role of fiscal policy. In con-
trast to the established Post-Keynesian tradition, orthodox (neoclassical) economists
argue that the public sector must provide just the right incentives, in order to influence
agents’ behaviour such that their transactions in the marketplace give rise to price stability
and full employment — independently of how these policy goals are defined conceptually
and measured in practice.

With respect to monetary policy, however, central-bank interventions must aim at price
stability, whilst structural reforms (should) make sure that the labour market is at its alleged
‘natural’ equilibrium, defined as the equilibrium between supply and demand. Under these
conditions, state intervention can have no impact whatsoever — and there would exist a
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so-called ‘natural rate of unemployment’, defined as the combination of frictional and
structural unemployment that results from the natural dynamics of any capitalist system.

The existence of this so-called ‘natural rate of unemployment’, however, is proble-
matic, and this paper explains, from a critical and heterodox perspective, that, in fact,
there is no ‘natural rate of unemployment’ and that the relation between inflation and
unemployment cannot be understood by simply referring to the so-called Phillips
curve, both in its short-run form and particularly in its vertical (long-run) form.

The purpose of this paper is twofold. First, it addresses the issue of endogenous
money as a critique of Friedman’s assumed exogenous money supply, which is at
the core of his 1968 contribution. Second, with this critique in hand, we then attempt
to show the irrelevance of the natural rate of unemployment. To do this, two heterodox
approaches to inflation are proposed.

The paper is structured as follows. Section 2 presents the conventional framework
in which the Phillips curve has been drawn by neoclassical economists. It points out in
particular the exogenous nature of money supposed by these authors as well as their
assumption that (a large part of) unemployment has to do with workers’ trade-off
between paid work and leisure time (in a utility maximization perspective). Section
3 explains why the neoclassical framework is flawed: money is in fact endogenous
and unemployment is not simply an outcome of workers’ choices — with regard to
the observed ‘equilibrium’ wage level. This section points out that inflation cannot
be controlled with an interest-rate policy and that unemployment is mainly the result
of a lack of effective demand (hence it is involuntary).

Section 4 moves from there to address the existence of a natural rate of unemploy-
ment directly, by providing a fundamentally different macroeconomic analysis, wholly
consistent with the Post-Keynesian approach. We argue that endogenous money, a
rethinking of the causes of inflation, as well as hysteresis render the Friedman—Phelps
view of macroeconomics obsolete. In our attempt to demonstrate this, we will rely on
two heterodox explanations of inflation: (i) a conflict-inflation model, and (ii) an
approach where inflation is explained by the disorderly working of the banking system
in a monetary production economy. We conclude that Keynes’s approach is better suited
than Friedman’s and Phelps’s to understand, and hence to address, both inflation and the
involuntary unemployment that coexist in our economic systems. The conclusion, in
Section 5, offers some policy-oriented remarks as regards contemporary fiscal and
monetary policies that a variety of countries have been adopting in their largely ineffec-
tive attempt to emerge from the crisis that erupted in 2008 at the global level — whose
negative consequences still affect a relevant part of the world population.

2 THE EXPECTATIONS-AUGMENTED PHILLIPS CURVE

The Friedman—Phelps view, as embodied in Friedman (1968), rests on the following
three elements:

1. an exogenous money supply;'
2. a theory of inflation dictated by excess demand, as a ‘monetary phenomenon’;

1. We acknowledge that the exogenous nature of the money supply has been replaced today
by a (somewhat) endogenous supply, as in New Consensus models. In these models, however,
inflation is still seen as a result of excess demand forces. This amounts to a variation of the
Friedman view, and not an abandonment of it. In this sense, we agree with Lavoie (2004,
p-16), who has called it ‘new wine in an old bottle’.
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3. a long-run or natural level of unemployment independent of short-run
disturbances.

The expectations-augmented Phillips curve proposed by Friedman (1968) was an
attempt to explain that if ‘there is always a temporary trade-off between inflation
and unemployment[,] there is no permanent trade-off. The temporary trade-off
comes not from inflation per se, but from unanticipated inflation, which generally
means, from a rising rate of inflation’ (Friedman 1968, p. 11). This argument is just
as much a statement on the Phillips curve as it is about the conduct of monetary policy.
It is indeed instrumental in order for orthodox economists to explain why monetary
policy should focus on price stability (on the goods market) rather than trying to affect
the (un)employment level, since the latter does not depend on nominal magnitudes
such as the money supply or the policy rate of interest. Assuming the neoclassical
dichotomy between the so-called ‘real’ and monetary sectors, and positing that agents
have adaptive expectations, Friedman (1968, p. 13) notably argued that ‘[o]ur eco-
nomic system will work best when producers and consumers, employers and employ-
ees, can proceed with full confidence that the average level of prices will behave in a
known way in the future — preferably that it will be highly stable’.

The above argument echoes Phelps’s (1967, p. 256, emphases in the original) ear-
lier argument that ‘a more inflationary policy permits a transitory increase of the
employment level in the present at the expense of a (permanently) higher inflation
and higher interest rates in the future steady state’. According to this argument,
the expected rate of inflation increases whenever the central bank intervenes to sup-
port employment. As a result of this policy, agents expect a higher rate of interest in
order to reduce the (expected) inflation rate in the future. In turn, these expectations
influence agents’ behaviour as if nominal magnitudes were already at their future
(expected) level, thereby making any monetary policy ineffective in its attempt to
increase the employment level. This contrasts with the original (Keynesian) Phillips
curve, where there exists a trade-off between inflation and unemployment in the
short run (see Phillips 1958). Graphically, this amounts to saying that

the Phillips curve, in terms of percentage price increase (or wage increase), shifts uniformly
upward by one percentage point with every one point increase of the expected percentage
price increase (or expected wage increase). Then the equilibrium unemployment rate — the
rate at which actual and expected price increases (or wage increases) are equal — is indepen-
dent of the rate of inflation. (Phelps 1968, p. 682, emphasis in the original)

If so, then, in the long run, the Phillips curve is a vertical line in the inflation/unem-
ployment space, and its vertical position depends on the so-called ‘non-accelerating
inflation rate of unemployment’ (NAIRU), also known as the ‘natural rate of
unemployment’.

Considered from a broader perspective, this approach fits with the neutrality-of-money
view that Friedman largely contributed to spreading across the economics profession (see
Rossi 2018). Notably, it assumes that the central bank is ‘always and everywhere’ in a
position to determine the money supply, which monetarists a la Friedman imagine is an
exogenous magnitude within the economic system. This is why Friedman (1987, p. 17,
emphasis in the original) famously maintained that ‘inflation is always and everywhere a
monetary phenomenon in the sense that it is and can be produced only by a more rapid
increase in the quantity of money than in output’. In this perspective, the central bank is
responsible for inflation, as it controls the money supply directly (with regard to central-
bank ‘high-powered’ money) and indirectly (through the so-called ‘money multiplier’).
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The assumption that money is neutral with regard to ‘real’ magnitudes, such as the
rate of unemployment, corroborates the orthodox hypothesis that unemployment
depends on the utility maximization process of each potential worker, hence that it
is voluntary and therefore influenced by a variety of public incentives (notably the
amount and duration of unemployment benefits). In this perspective, people maximize
their utility, deciding whether it is worth suffering from a ‘negative utility’ by working
a given number of hours a day in order to earn an income which they will (partly)
spend on the goods market, to obtain a positive utility through consumption. The indi-
vidual’s decision depends therefore on the wage level they can get on the labour mar-
ket, which, according to Friedman (1972), is determined in real terms as a result of
agents’ inflationary expectations (see above).

3 SOME MAJOR FLAWS OF NEOCLASSICAL ECONOMICS

The framework within which Friedman (1968) and Phelps (1967; 1968) elaborate their
analysis is flawed on both conceptual and methodological grounds. First, inflation is a
loss in money’s purchasing power, which gives rise to an increase in prices but cannot
be measured by the rate of change in some price level, because — apart from inflation —
there are other factors of price increases (in the next section, we discuss two heterodox
approaches to the causes of inflation) (see Cencini and Rossi 2016, pp. 178-179). Sec-
ond and more importantly, inflation cannot be explained by assuming an exogenous
money supply (as monetarists do). In fact, money is endogenous and depends on the
needs of trade. Indeed, as Moore (1988, p. 46) writes, money is ‘credit-driven and
demand-determined’, a statement at the core of Post-Keynesian macroeconomics. This
means that central banks cannot steer the money supply using the so-called ‘money mul-
tiplier’, because the amount of money is an outcome that depends on the banks’ willing-
ness to provide credit to economic agents, whose willingness to borrow depends on
effective demand more than on banks’ rates of interest (a price administered by the
national central bank). In this sense, inflation is neither a monetary nor a monetary-
policy phenomenon (see the next section for a discussion of the causes of inflation).

So far, two of the three core Friedman—Phelps principles outlined in the previous
section have been disproven. Indeed, we would argue that, in themselves, these should
discredit Friedman’s discussion of a natural rate of unemployment, which itself is
made to depend on the exogeneity of the money supply, which is an essential compo-
nent of Friedman’s theory of a long-run Phillips curve. Indeed, Friedman develops his
views on a natural rate within the framework of the conduct of monetary policy and an
exogenous money supply. Without it, he is unable to show how this long-run relation-
ship between inflation and unemployment exists. Hence disproving the exogeneity of
the money supply should be sufficient to disprove Friedman’s approach. Yet more
contemporary mainstream models, such as New Consensus models, have abandoned
exogenous money but have retained a natural rate of unemployment. In his discussion
of New Consensus models, Lavoie (2014, p. 541) argues that

a negative discrepancy between the market and the natural rate of interest opens up an output
gap that leads to an acceleration of the inflation rate, supported by growth in the money sup-
ply. This is akin to the accelerationist thesis and the vertical Phillips curve, based on the nat-
ural rate of unemployment or the non-accelerating inflation rate of unemployment (NAIRU).

In other words, the endogeneity of money is not sufficient to invalidate the natural rate
of unemployment, and the next section addresses this argument.
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Before we do this, however, it is worth mentioning that it may seem odd that Friedman’s
discussion of the natural rate of unemployment is done within a paper devoted to mone-
tary policy, the exogeneity of money, and the natural rate of interest. We argue, however,
that this is no accident, as Friedman’s view of labour markets and the subsequent devel-
opment of a natural unemployment rate are inspired by Wicksell’s theory of interest rates:
if there exist two interest rates (a market rate and a natural rate), Friedman (1968, pp. 7-8)
contends that there must also exist two unemployment rates: a market (short-term) rate
and a natural (long-term) rate: ‘“The preceding analysis of interest rates can be translated
fairly directly into Wicksellian terms ... . This analysis has its close counterpart in the
employment market’.

Yet Friedman’s mimicry of Wicksell’s work remains odd, given the latter’s views on
pure-credit economies and money’s endogeneity. Yet Wicksell’s notion of a natural rate
of interest is both unobserved and unobservable, something oddly enough Friedman
acknowledges: ‘One problem is that it [the policy-maker] cannot know what the “nat-
ural” rate is. Unfortunately, we have as yet devised no method to estimate accurately
and readily the natural rate of either interest or unemployment’ (Friedman 1968,
p- 10). Despite this criticism, Friedman moves forward with his development of a natural
rate of unemployment, assuming it too can be ‘accurately’ measured.

The next section will deal with the expectations-augmented Phillips curve and the nat-
ural rate of unemployment directly. In order to explain how it is irrelevant, we will rely on
two heterodox approaches, each providing a different explanation of inflation. The first
approach, associated with Bernard Schmitt and quantum macroeconomic theory (or the
Dijon—Fribourg school), rests on the book-entry nature of money and its association
to production through the payment of wages. The second approach is a conflict-inflation
theory with hysteresis effects. We argue that each of these approaches on their own casts
serious doubts on the existence of a natural rate of interest.

4 POST-KEYNESIAN THEORIES OF INFLATION

Let us take up the challenge of explaining inflation in an endogenous-money system
where bank credit is the independent variable with regard to the money supply and
its relation to produced output. As regards unemployment, the neoclassical analysis is
also largely wrong, in so far as it maintains that unemployment can be explained by
the behaviour of potential workers in respect of their trade-off between leisure time
(which provides a positive utility to them) and working time (which brings a negative
utility to them) and available unemployment benefits. In fact, the vast majority of unem-
ployed people are willing and ready to work at the going wage level: the problem is that
no firm will hire them, considering the lack of effective demand on the market for pro-
duced goods and services (see Keynes 1936). Therefore, it is not by reducing the real
wage level — as a result of a higher unemployment — that firms will eventually hire
more people: the reduction in real wages elicits a loss in households’ purchasing
power, thereby leading to a further reduction of demand on the product market. In
turn, this leads to a reduction in firms’ profits that can induce them to further reduce
employment, in a vicious circle leading to an economic recession (or a depression).
To be sure, Keynes’s (1936) explanation of involuntary unemployment is a more
appropriate argument than the neoclassical view to understand the origin of such a
pathology in a monetary economy of production. Before turning to this explanation, it
is worth pointing out that the relation between inflation and unemployment put forward
by Phelps (1967; 1968) and Friedman (1968) does not consider the (endogenous) nature
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of money and the (involuntary) essence of unemployment, which are clearly two hall-
marks of contemporary capitalist systems. As the foundations of their analysis are flawed,
one cannot be surprised to notice therefore that their policy proposals are not in a position
to deliver the promised results. An entirely different analytical framework is required, one
that considers money’s endogeneity and involuntary unemployment — two features that
are at centre stage in different strands of heterodox economics, particularly in monetary
circuit theory and the monetary theory of production (see Graziani 2003).

4.1 The quantum macroeconomic approach: inflation and unemployment are
structural-monetary disorders

According to this first Post-Keynesian approach, inflation and unemployment stem from
the disorderly working of the banking system in our monetary economies of production.
As such, they are not the result of agents’ forms of behaviour, as maintained by Phelps
(1967; 1968) and Friedman (1968) among others, but the mark of a structural-monetary
flaw (see Bailly et al. 2017).

In an endogenous-money system — that is, in the real world — banks have the extra-
ordinary power to issue money from zero, by entering into their ledgers the result of a
credit line, which they may provide to any kinds of agents, including banks them-
selves. As inflation is a loss in money’s purchasing power, one needs a monetary the-
ory of production to be able to understand this pathology (which is the first analytical
step necessary to address this pathology correctly). Indeed, if there is nothing to pur-
chase, because no output has been produced, money has no purchasing power at all
(assuming away all assets, which are also directly or indirectly linked to some pro-
duced output). Money and output must therefore be associated from the beginning
of the analysis, which means on the labour market (rather than on the goods market,
as neoclassical economists have been doing). If so, then any emission of money that
banks carry out independently of production has an inflationary outcome, since it
increases the amount of bank deposits without making an equivalent, simultaneous
contribution to produced output. The fact that this inflation is not revealed by changes
in the price level on the goods market (such as the consumer price index) — because
banks’ credit lines are used to carry out financial transactions — is not enough to ignore
these operations and the inflationary pressures they give rise to in the economic system
as a whole (see Rossi 2015).

This is so because the volume of bank deposits resulting from what Werner (2012,
p- 29) labels ‘non-GDP-based transactions’ induces a deflationary pressure on the
market for produced goods and services: deposit-holders are led to spend on finan-
cial markets — in light of the observed increasing prices on this market — what they
would otherwise have spent on the product market. This point deserves consideration
also in regard to the fact that what mainstream economists have called the ‘law of eco-
nomics’ — namely, the ‘law’ of supply and demand — works in the opposite direction
when it refers to financial markets. As a matter of fact, when the price of a financial
asset increases, agents are led to purchase it, as they expect this price to increase further
and thereby to earn a profit by speculating on the relevant market. By contrast, when the
price of a good increases, this usually reduces the demand for it (unless it is a luxury
good, which may play the role of a status symbol).

With regard to unemployment, this is therefore clearly the result of a lack of demand
on the market for produced goods and services. Any further downward pressure on
wages, resulting from the ‘law of economics’ on the labour market, is then unable to
induce an increase in labour demand by firms, as the latter expect a further reduction
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in their sales, owing to the reduced purchasing power of households and their negative
expectations in light of the (for them worrying) labour market conditions.

All in all, inflation and unemployment are intertwined as a result of banks’ beha-
viour on the credit market. When commercial banks provide credit lines to carry out
‘non-GDP-based transactions’ (Werner 2012, p. 29), they inflate the volume of bank
deposits with no original purchasing power. This is instrumental in order for asset
prices to inflate and translate into involuntary unemployment when deposit-holders
decide to purchase (real or financial) assets (whose prices increase as a result of this
inflationary pressure) rather than spending their income on the market for produced
goods and services — inducing a number of firms to cut back on the employment
level (see Cencini and Rossi 2015, for analytical elaboration).

In light of this, the proper way to dispose of both inflation and unemployment is not by
simply trying to influence agents’ behaviour (as orthodox economists maintain), but to
carry out a structural-monetary reform: the workings of our banking systems should
be improved, to make them consistent with the nature of money and credit — two sepa-
rate entities in the real world. In particular, banks must operate in a double-entry
accounting framework that distinguishes explicitly — through two distinct book-entry
departments, as originally proposed by Ricardo (1824 [1951], p. 276) for the Bank of
England — the emission of money (first department) from the granting of credit (second
department). Only with this structural-monetary reform will the banking system be in a
position to contribute to economic growth and job creation without affecting monetary
as well as financial stability negatively (see Pesenti 2016 for a recent illustration of this
reform). Contrary to the so-called ‘sovereign money’ reform proposals — which at the
time of writing are being put forward in a number of European countries — the ‘depart-
mentalization’ of banks’ double-entry book-keeping still allows them to provide credit
lines to firms as the latter need to finance production, but impedes them mechanically
from issuing money in order to carry out ‘non-GDP-based transactions’ (Werner
2012, p. 29) without having enough funding for them. It is therefore a halfway station
between the unnecessary and potentially counter-productive ‘sovereign money’ reform
(see Huber 2017 for a recent analytical support of this reform), on the one hand, and
the disorderly workings of the current banking system, on the other.

This quantum-theoretical approach demonstrates therefore that (involuntary) unem-
ployment is the result of a structural-monetary disorder, notable when firms’ profit is
invested to finance production. Owing to the banks’ double-entry book-keeping, the
expenditure of profits on the labour market gives rise to ‘empty deposits’ (Schmitt
1984), that is to say, new bank deposits to which no new output corresponds, because
the latter is actually bought as soon as it is produced. If such a structural-monetary dis-
order would not occur, there would be no (involuntary) unemployment — hence also no
natural rate of unemployment, as there is nothing really natural in (involuntary) unem-
ployment: it is in fact a pathology of the economic system as a whole, which can be dis-
posed of only through a structural-monetary reform (see Cencini and Rossi 2015).

4.2 Conflict inflation and hysteresis

Post-Keynesians have a second approach in their theoretical arsenal to undermine the
concept of a natural rate of unemployment. It begins with seeing inflation as a result of
conflicting claims over income between classes, namely between firms (profits) and
workers (wages), and their respective bargaining powers relative to what each group
considers a fair distribution of income (Dutt 1992; see also Rowthorn 1977 and Lavoie
2014). Arestis and Sawyer (2005, p. 2) summarized this approach, observing that ‘[a]n
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increase in the rate of inflation can be viewed as arising from some combination of the
intention of some groups to increase their share of income and on enhanced opportu-
nity to do so’.

Yet while this approach certainly does place the dynamics of inflation on the supply
side rather than on the demand side, as in Friedman (1968) and most mainstream
macroeconomic models, it does not necessarily negate the existence of a natural rate
of unemployment. Indeed, it is still possible to generate such an equilibrium with a
conflicting-claims approach to inflation where workers’ wage-bargaining expectations
play a dominant role. For instance, it would be possible to see labour getting more
powerful as the unemployment rate falls, and as the bargaining power shifts to labour
and unto wage claims, inflation can be the inevitable result as the economy is pushed
beyond the ‘inflation barrier’. In this sense, unemployment is seen as a way to weaken
labour power, keep wage demands tame, and shift the power unto firms: ‘Without suf-
ficient unemployment, on the other hand, the conflict over relative income shares will
lead to inflation’ (Arestis and Skott 1993, p. 369).

So while this approach to inflation is a necessary rejection of Friedman (1968), it is
not sufficient to further undermine the existence of a natural rate of unemployment. To
achieve this, Post-Keynesians have to further assume the existence of hysteresis
effects, whereas the ‘equilibrium rate of unemployment may be a consequence of
past actual rates of unemployment, and a rise in unemployment therefore may increase
the equilibrium rate’ (Arestis and Skott 1993, p. 365).

The presence of hysteresis suggests that as the economy moves through time, it is not
converging unto a specific, independent long-run position acting as a centre of gravita-
tion since this position itself is dependent on the current and past states of the economy
and levels of aggregate demand. This suggests that this long-term position is itself
unknown, and non-unique. In other words, to paraphrase Friedman, ‘history’ matters.

The notion of hysteresis reverses the notion of gravitation in the sense that current
levels of unemployment act as a centre of gravitation of sorts on the long-term level, pull-
ing up, in times of recession, the long-term rate. According to Gordon (1989, p. 220),
‘NAIRU is high because actual unemployment is high, and the NAIRU can be reduced
if actual unemployment declines as a result of expansionary demand policies’.

While Davidson (2006, p. 690) argues ‘until the 1990s, most monetarists’ argu-
ments assumed that the natural rate of unemployment was a parametric constant
that would not change over time’, this was not the case for Friedman. In a sense, in
his 1968 paper, Friedman was aware that the natural rate was not immutable. Rather,
he explained, ‘I do not mean to suggest that it is immutable and unchangeable’, and
proceeded to argue that supply-side factors could influence the value of this natural
rate. Yet, once established, the economy would tend towards it in the long run.

This is not the same as hysteresis, of course. Friedman (1968) was arguing more in
terms of ‘shifting equilibrium’. Post-Keynesians, on the other hand, are clear: aggregate
demand matters both in the short and the long run, and this undermines the existence of
an independently determined, long-run, natural rate of unemployment. As a result, any
rate of unemployment is consistent with a stable rate of inflation and, in fact, it is pos-
sible to have low rates of unemployment alongside low and stable rates of inflation.

5 CONCLUSION

The concept of a natural rate of unemployment has dominated the economics profession
for the past five decades. This paper has shown that there are strong reasons to argue that
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the hypotheses upon which this concept is based (to wit, the exogenous supply of money
and the monetary origin of inflation) are flawed and that Post-Keynesians provide a more
realistic explanation of both inflation and unemployment. Moreover, coupled with the
notion of hysteresis, this paper has shown the irrelevance of the concept of a natural
rate of unemployment, and this carries important implications for economic policy-
making.

Indeed, contrary to what both Phelps (1967; 1968) and Friedman (1968) assume, a
central bank cannot control the money supply and thereby determine its growth rate:
inflation is not a ‘monetary phenomenon’ as suggested by Friedman (1987, p. 17).
Money is endogenous and the result of banks’ decision to grant credit to any (credit-
worthy) borrowers. Hence, provided that one is willing to abandon the neoclassical per-
spective propounded (among others) by Phelps (1967; 1968) and Friedman (1968), one
can easily understand the total ineffectiveness of so-called ‘unconventional’ monetary
policies that a number of central banks are carrying out, at the time of writing, to address
some of the negative effects of the first systemic crisis of finance-led capitalist econo-
mies (see Rossi 2019 for further elaboration). It is not by flooding the financial sector
with extraordinarily large amounts of ‘liquidity’ (that is, central-bank money) or by
adopting a negative interest-rate policy (or both) that a central bank can contribute to
eradicate the structural-monetary factors of a systemic crisis.

Further, the so-called ‘fiscal consolidation’ of the public sector (in fact, austerity
policy) cannot but aggravate the macroeconomic performance of a country and its
perspectives over the medium-to-long run, when the latter suffers from a serious
and persistent lack of effective demand (Mastromatteo and Rossi 2018 elaborate on
this). If those countries in the euro area that have most been suffering from the crisis
continue to implement ‘fiscal consolidation’, their economic systems will be destroyed
eventually — as a result of the recessionary dynamics induced by cutting public
spending and raising the fiscal burden of the middle class in an economic framework
where both the banking sector and non-financial businesses are reluctant to enter into
creditor/debtor relations in order to expand production and thereby support economic
growth. As Samuelson (cited by Tobin 1980, p. 37) famously observed, economists
have two eyes, notably, one for demand and the other for supply.

Let us hope that this paper has contributed to opening both eyes of those econo-
mists who still believe in ‘supply-side economics’ d la Phelps (1967; 1968) and
Friedman (1968). The world and its actually existing macroeconomic problems
need a systemic understanding of how our economic system works. One needs there-
fore to keep both eyes wide open when analysing any macroeconomic issue, to be
able to consider the economic system as a whole (Keynes 1936). In the contrary
case, to wit, when only the supply side (or the demand side) of the economy is con-
sidered, one can expect that a systemic crisis will occur sooner or later — as it did
occur as a result of those economic policy interventions that focused only on
some parts of the economic system (such as the financial sector) instead of looking
at (and taking care of) the economy as a whole.
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