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PREFACE

Chronologically, the origin of this volume goes back to that

period in 1940 when two generous scholars, Fred Marer and Br. Dewsy C. Duncan

became personally interested in my education. They first put me on the
right track. It was my dear friend, the late Struan T. Robertson, who
first got me excited about Keynes. The combined influences of Robertson,
Professor William Féllner and Professor Norman S. Buchanan first exposed
clearly to me the problems of economics. But the follcwing pages could
never have appsared in their present form were it not for the stimulation
afforded by Professor Paul A. Samuelson, at whose feet I have sat for

two years. For those argu@ents which are fanlty or ill-conceived, I

bear the full burden of responsibility, and for those arguments which
represent real contributions, Professor Samuelson deserves much of the
erédit. Oftentimes I feelithat I have in many ceses done nothing more
than paraphrase what I have learned in classes and innumerable discussions

with Professor Samuelson.

Le Re Ko

October, 1944.
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THE KEYHESIAN REVOLUTION
Lbstract

By tracing, chronologically, the various threads of development in Keynes'
owvn writings since his first publications, we can better acquire an idea of
the réal significance of his important contributions of more recent years.
Being schooled in the classical tradition of Cambridge, his early writings
adhered closely to orthodox doctrines. Interspersed with the writings of his
period of extreme classicism, we find ideas, both from his theory and poliey,
Whidh later became an essential part of great innovations. A very important
characteristic of Keynes' early writings is his great intuitive insight in
spite of & hazy, undeveloped theory. His writings were largely on important
issues of the day, and his intuitive solution of these contemporary problems
led to the development of a formal theory. Specifically, Keynes has always
been in favor of inflation as opposed to deflation, although desiring price
sbability es the best of both worlds. He has consistently developed policies
with & view to the avoidance of the spectre of deflation and its consequent
unemployment. His unfavorable attitude toward the rentier, as an unproductive
element of soclety, has also consistently fitted in with his views on infla-
tion vs, deflation. 4lso he developed, ot an early stage, fruitful ideas
about the processes of saving and investing. He has long supported the
theories that have taken investment fluctuations to be the prime mover of

the capitelist economy. A Treatise on kioney sums up his ideas on these prob-

lems Jjust at the opening of a new period in his thought.

.



In the transition period between the public appearances of the Treatiss

and The General Theory of Bmployment, Interest, and Money, a Revolution oc-

eurred in economic theory. ks a éonsequence of the various arguments on pub-
lic works policies and Kahn'!'s brilliant paper on the formalization of the multi-
plier notion (long a vague concept among supporters of public works progrems,
indluding Keynes), the true relation between savings and investment was dis-
ceveréd. It is when Keynes realized that out of the savings-investment pro-
cess, the level of effective demand is determined that the Keynesien Revolu~
tion occcurred. The Revolution; then, is simply the replecement of the accepted,
classical savings-investment theory of interest by the Keynesian savings;invest—
ment thaofy of effective demand or employment. A consideration of Keynes! own
writings during this transitional period eand those of his known disciples en-
ables us to place roughly the date of the conception of the new theory in the
middle of 1933.

It is very interesting to compare the writings of Keynes in this period
with those of the various theories that were then popularly accepted, nsmely
‘the theories of Mayek, Schumpeter, Wyrdel, Pigou, Hawtrey, Hobson, etc. Such
a comparison brings out clearly the strongest sense of the Revolublon, iaea,

the theories against which Keynes was ectually revolting.

¥ethematical models of the skeleton system of the General Theory are very

ugeful in bringing out certain important structural aspects of Keynesian econ-
omics, in disproving certain false conceptions about the new theory, and in
comtrasting the Keynesian and classical systems. The models show the building

blocks on which the complete, interrelated system rests., The false notions

which are pointed out and considered are the following: (1) that Keynes!




results follow only from drastic assumptiouns, (2) that thess same assumptions
applied to classical sconomics would produce the same results, thus proving
that Keynes has said nothing new, (8) that rigid wages and o supply curve of
labor in bterms of money wages are necessary conditions for the Keynesisn re-
sults, (4) that there can be no unemployment in a perfect system with no
frictiéns, (5) that the most important Keynesian innovetion is the develop~
ment of the liguidity preference theory of interest, (6) that the Keynesian
results hold only for the short run.

| In order to demonstrate the possibility of the existence of unemployment,
it is necessary to deviate from classical assumpticgs,buv it is not necessary
to introduce 211 the frictions end rigidities that.many escribe to every
Keynesian system. In s system of real economics with no frictions, it is
necessary only to assume that certain schedules have different shapes from
those assumed classically. If the savings and investment schedules are
both interestainelastic, as we now believe, then it is easy to see why there
is no pérfect equilibrium of perfect competition possible. This is merely
a resbatement of the Keynesian Revolution because it can be derived that
savings do not yn general flow into investment at the going rate of inter-
est with incdme’at the full employment level., It means that the clessical
interest theory does not hold under the Keynesian assumptions aboubt the
shape of the sevings end investment schedules. Decause & perfect equili-
brium solubion is not possible, unemployment exists. [Furthermore, the pre-
valence of flexible weges in this system will not insure o return to full
employment under the Keynesian conditions on the shapes of the functions,

“although the reverse is true in the classical case. In the Keynesian case,
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flexible wages lead only to hyper-deflation, & phenomenon not observed in
the real Wofld; Hence we conclude that there must be rigid weges which pre-
vent hyper-deflation and make the unemployment situation one of persistent
eéuilibrium. Similar results are obtained for the long run situation in
w%ich‘the stock of capitai is ailowed to very and in which savings éﬁd in~
véétmwpt reach their long run zero levels.

An eiamination of many of the wore important reviews of the General
Theory reveals how 1ittle the book was at first understood. Few of the first
reviewers attached signifioance to the major problems. An attempt is mede
to clear up some‘of the controversies which grew up immediately after the
reviews. The argument over the effects of money wages upon employment is
besgt treated in the light of the Keynesian conditlons on the shapes of the
schedulss in the sysfem. Conditions can be stated in terms of the various
elastioitiesvofwthe savings function, of the marginal effioiency schedule,
and of the liquidity-preference schedule which show why money wage cuts do
not 1eéd to increased employment under the conditions of Keynesien economics.
The savings-investment controversy is ilmmediately clarified when we distinguish

between defined relationships among observebles and schedule relations. Fi-

—

‘nally, it is shown that the liquidity-preference theory of interest ané the
loanable-funds theory of interest do not leed to the seme results, contrary
to common opinion. Using an accepted definition of loanable funds, we see
that the insertion of a building block based on this definition into the
Keynesian system produces a different result from that obtained with the

liquidity-preference building bloclk.




Thet Keynes ﬁas enticipated in eerlier literature, there is no doubt.
But none of his forerunners anticipated the complete theory. The earlier
write;s can be conveniently divided into two groups according as they anti-
cipated considerations of the savings-investment‘building block or the li-
gquidity-preference building block. The first group includes the theories
of Malthus, Earx, Hobson, Foster and Catchings, Douglas, and Johannsen.
&side'from.marx and Johannsen, these writers are usuelly grouped as under-
consumptionists. The second group consists of Proudhon and Gesell. A com-
parison is made between the writing of each author of the two groups and
the relevant ideas of Keynes.

“Finally, we make the argument thet Keynesian economics is not mersly
depression economics. ¥We can analyze any phase of the business cyele with
this system. As an example of the use of Keyunesian economics in non-depres-
sion periods, we can‘analyze very well the problem of the inflationary gap with

the new tools.
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CHAPTER I

KEYNES AS A CLASSICAL ECONOMIST

Oné thing thaf must be kept in mind throughout the reading of these
pages is that Keynes was and still is a classical economist. Much space
will be devoted below to the mammer in which o significant break was
made with classical doctrine, but es all economists kmow, it is almost
impossible %o géf rid of early impressions, especially after they have
stuck for two decades or more. It was not until Keynes had lived through

some years of the economic system's greatest catastrophe that he was able
some

to divorce himself from/of the standerd doctrines. In this chapter, we

shall look carefully at the body of economic theory and policy (always so
importent with Keynes) which was being espoused by Keynes in order to get
a clear picéure of the development which must have been going on in his

own mind up to the early part of the thirtiese.

Keynes of the Pre-War World

Tt was not until the Treaty of Versailles that Keynes achieved his
great fame end began to make public the theoretical system on which he
based his original contributions to economic policy. But he,himself,

pointed out in 1911 in & review of Professor Irving Fisher's The Purchesing

Power of Mbneyl that English monetery theory was principally a metter of
oral tradition =- the Cambridge oral tradition == and that the theory

supported by the British economists had not been widely set down in publi=-

1sce The Economic Journal, Sept., 1911, vol. 21, p. 393,




cations. Howefer, he did at this time remark upon what he considered to
~ be the best work in monetary theory since Ricardo, namely, Marshall's
testimony before the Gold and Silver Commission and before the Indien
Currency Committee. These comments by Keynes mark him definitely as one
steeped in classical tradition. Iany years elapsed before he began to
question these first theoretical impressions.

Keynes begen his professional cereer with a solid, substentiasl book,

Indian Currency and Finence (1913), which was favorably accepted by his

professional colleagues, but which was by no means an indication of his
leter brilliance and cleverness. Some economists today would like to make
much of the fact that Keynes, from the outset, departed from orthodoxy,
.since here we had“; plea for a menaged currency. Actugily, this policy
recommendation thet Indie have a gold exchange stendard was resched on the
basis of straightforward, classical enalysis, not seriously challenged by
his‘contemporary; orthodox colleagues. Briefly, this book asked for a
central bank to be set up in India which would centralize the gold reserves
so that extraordinary monetary drains could be met in times of crisis. He
thought that this plen would lend grester stability to the Indian currency
system than would be obtained through the use of o strict gold standard.

It was a commonplace that the Western countries had made India the sink
for the world's excess gold supply, giving these nations a very good cushion
against infletionary price movements. This led direetly to price fluctua-
tions end undesirable currency speculation in Indis. Such conclusions as
the above_are certainly evident to the classically trained economist work-
ing along the lines of the quantity theory of money. Primarily, Keynes
wes interested in achieving price stability for India and supported his

program for stability by quite orthodox analysise. Whether the policy
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recommendation was the most orthodox plan or not, it cannot be doubted

that Keynes's economic analysis was derived entirely from classical theory.
Surprisingly enough, our prolific hero was very quiet during the

War years. IHis publicationS‘during this period were of & very conserva-

tive nature with a complete absence of innovation. He reviewed some

German pubiications on that country's war economy and wrote some articles

on the behavior of the money markets and banking system during the critical

period, but there seems to be no indication of any important contribution

on his part té the discyssions of inflation or of the real costs of the

War-that were so promihent-then.

The Treaty

From & freely flowing pen, economists end the public in general were

entertained with a best-selling snalysis of the Treaty of Versailles. As

was to be inecreasingly the case,.KeyneS‘was dealing in a spectacular way

with important issues of the day, and in this instance the question wes:

Are the provisions of the Treaty economically justified, end more specif-
ically what is the extent of Germeny's ability to pay? With most of this
book and its sequel we should not be primarily inﬁerested because they
Agiﬁe us little evidence of tﬁe author's theoretical system, the point at

issve in this chapter., However, in The Economic Conseguences of the Peace,

Kéynes did devote a chapter to a discussion of the economic process as it
led up to the World War. In this chapter, Keymes looked with pangs of -
noétalgia at the pre-war economic system in which there were no barriers
to trade, unlimited investment opportunities, capital accumulation, and

growing populatione This period,to eny classical economist was & time of
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capitalism at its best, and the growing possibilities of post-war restric-

tions end monopolistic practices did not present a happy outlook. A few

quotations will show the perspective into which the pre-war period was put.

"What an extraordinary episode in the economic progress of man
that age was which came to an end in August 19141

"Burope was so organized sociaslly and economically as to
secure the maximum sccumulation of capital."?

"The interference of fronmtiers and tariffs was reducedé%g
to a minimum « + "

The snalysis of this economic millenium is quite interesting, es-

pecially so when compered with the later. views of the General Theory.

He saw the high level of investment and consequent growth of capital stock

‘made possible through the inequalities inherent in the capitalistic income

distribution. In fact this inequelity was Keynes' justification of the
cepitalist systeme The rich had excess income which they had saved and

were able to invest profitably. It was only because the rich were

wise enough to abstain from consumption that capital accumulation was

able to achieve its greet size. But the important part of this analysis

~is that Keynes saw only two possible obstacles for this progressive econ-

omic growth: population might grow too rapidly and outrun accumulation,

and war might consume the stock of cepitel. He was never'wofried at this

time sbout a lack of offsets to the savings generated out of the capitalis-~

tic income distribution and a possible high level of unemployment. Although

Keynes is famous for meny predictions, he was not able to predict the

economic stagnation of England'during the twenties, and precisely because
}The Economic Consequences of the Peace, p., 11,

‘ al.bid-, Pe 18.
3T03id., p. lbe
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he was too classical in his snalysis.

Post-War Maladjustments

The post-war economic ills provided the stimulus to much of Keynes'
writings for several years. The’issues which he was trying to clear up
were inflation vs. deflation; the gold standard vs. a menaged currency
(sometim;;\phrgsed as stability of prices vs. stability of exchdnge). The
first problem is very importaent to us because of the following reason:

Although Keynes was consistently in favor of price stability,l if economic

" maledjustments had to be corrected by pribe menipulation, he was invar=-

_iably on the side of inflation as opposed to deflation. This preference

for inflation is quite importent in understanding much of the argument of

the General Theory. His statement on this issue is

M. o o o it is worse, in an impoverished world, to provoke

unemployment than to dissppoint. the rentier."2
This notion was & part of his more important conception that a high level
of investment activity - is necessary for economic progress under capital-
isms Though investors would prefer the certainty of price stability,
rising prices were considered to be a stimulus to _Business e.otivity; Whi‘le
deflation was looked upon as an obstacle to investment and enterprise,
Rising prices bring . windfall profits to business and in this way enhance.
the expectations of potential investors, a necessary stimulus to promote a
high level of income and employment. But it must be admitted that the

level of investment depends upon much more than price expectations, and

lrpis favoritism goes back at least as far as his Indian Currency

ZMbnetary Reform, 1924, Harcourt Breace, pp. 44=-45.
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in this respect the eérly Keynesian enalysis was weak. It was not until
investment opportunities had sunk to a much lower level that Keynes recog-
nized their complicated character and the necessity for vigorous measures
in order to send the economic system into a revival, However, we must

keep in mind the fact thet Keynes was always for a little inflation, and
\

his reasons weféhnot unrelated to the promotion of investment. Another
reason why Keynes elways favored/inflation as opposed to deflation was that
infletion . is carried on at thé’expense of the rentier class, an inactive
class in the economy which Keynes has always wanted to eliminate. He re-

garded deflation as & transference of weslth from the active to the inactive

(i.e. rentier) class. This attitude accounts for his interest and ectivity

in the problem of determining the level of the franec. In en Open Letter to

the French Minister of Fin&nce,l Keynes argued that the level of the franc
would be determined by the proportion of income which the taxpayers would
allow to be transferred to the rentiers. He argued that it would be more
desirable to diminish the claims of the rentier rather than increase the

tex burden. Of three alternatives open to the Minister of Finance -~ capital
levy, reduced intereét rates, or price rises =- Keynes recommended the
inflétionary method of price rises as the most expedient method of solving
France'!s monetary problem,

The desire for price stability is quite‘in line with Marshallian
teachings. Marshall, too, desired stability because he saw the possible
evils of price fluctuations upon the vaerious classes of society. He pointed
out the effects of rising and falling prices on producers’ expectations

end hence the level of output. Marshall very specifically noted the fdct

1Essays in Persuasion, p. 105,




that wﬁgeS'were'sticky relative to prices so that workers lost where
employers gained. His observations on the movements of weges relative
to prices have some bearing on the more recent Keynesian writings. On
the whole, Marshall feared the fesults of extreme and frequent fluctua-
tions and favored consistently moderation in price movements.

The question of devaluation vs. deflation of the monetary gnit we.s
a considersble pert of the above matter of inflation vs. deflation, and
was being considered in the light of the gold stendard issues. The matter
can be phrased thuslys Should England fix the value of its currenéy,_no
metter on what standard, aﬁ the existing, post-war exchange rates, or
should she return to the pre-war level by a process of deflation? Second=-
1y, should the monetary system be constituted so as to achieve a steble
internal price level or a stable foreign exchange rate? Once the second
question had been enswered, it would have been,possiblé to decide whether
or not to return to the strict gold standard, and the answer to the first
question would have indicated the exchange rate to be chosen no matter
whet stendard wes used. Keynes was certainly unequivocal in his preference
for domestic price stability over exchange sfability in order that the
monetary authorities could maintain control over the domestic economy.
Whether Keynes' specific proposal was what we call a gold standard or not
is unimportant; %he point to be made, rather, is that he definitely did
not want to return to the old-fashioned gold stendard system thet existed
before the War, and he did not want to restore the pound to its pre-war
perity under any system. His specific proposal was for the Bank of England
to quote a weekly buying and selling price for gold (spot and future) not

at the level of pre-war prices., Some economists may define a gold sbandard

@



to pe in existénce when there is o fixed buying and selling price for gold,
end it cen be seen that Keynes'! scheme did not even fall under this liberal
definition of & gold standard, for he was very much against a pegged price
for gold. The bank's weekly price for gold was not proposed to remain
fixed, but wes to fluctuate as conditidns werranted. Of course, Kéynes
felt that stability of exchanges, as long as itrwas not incompatible with
stability of prices, was a desirable thing, and if possible, that the Bank
df Bngland should keepAthe buying and selling prices of gold stable.

‘As in the previous problem of the Indien monetary siﬁu&tion, in order
to recommend a policy of price stebility, it was necessary to base the
recommendation on a theory of the determination of the price level. In

both cases, we see that the theoretical apparatus employed was the quantity
theory of money, along the most orthodox lines. For the entire period of
the ‘twenties we find this incessant insistence upon priece stability with
the poliéy measures formulated on the basis ofjifthodox quentity theory of
money, or something closely related to it. One almost gets %he impression
that Keynes was viewing the business cycle as the "dence of the dollar®
end thet price stability, in itself, would cure our economic ills. It

was not until the true nature of the saving~investment process became
evident to Keynes that he was able to get rid of some of his classicel and
neo-classical ideas in order to develop & more satisfactory theory of
economic behavior.

Returning once more to the theory of the determination of the price
level, let us consider the quantity theory as held by Keynes in A Tract on

Monetary Reform. There he worked with the well known equation:




n= p (kar k*)

where n is the cash in circulation; p is the price level; k' is the number

of ooﬁsumption units which the public decides to hold in checking accounts;

k is the number of consumption units which the public decides to hold in
cash; and r is the banks' ratio for checking accounts. Keynes regarded n
and r as institutionally given. He considered k and k' to fluctuzte over

the course of the cycle but also to be institutionally given by public spend-
ing habits at any point of tims. Hence the only variable in the equation

is p, which can always be determined in terms of institutionallyvgiven pars-
meters, The proper manipulation of n and r by the banking system was proposed
in order to counteract the fluctuations over time of k end k', thus giving

- the desired price stability. This theory of the detérmination of p was ad-

mittedly based on the theory of Marshall in Money, Credit and Commerce,

except for the fact that the Cambridge "k" was broken up into k+ rk'.
As we shall see below, the mein difference between Keynes of the Tract

and Keynes of A Treatise on Money is linked up with the treatment of the

quentity theory of money. For in the Tract, the motives of the publie fof
holding money were inadequately snalyzed., lMoney was regarded as having only
one function, as a medium of exchenge, and the function of money as a store
of valug wes not considered, This is evident since k and k! were both
defined as the equivalents of numbers of consumption units which the public
elects to hold in the form of cash or deposits. Alternstively, people have
only one motive for holding money, thé #ransaotions motive. Keynes actually
did go on to gqualify this slightly end introduce the precautionary motive,
but the important thing that was omitted was the speculative motive which is
, linked to the function of money as a store of wealth, an idea entirely absent
from the Tract. However, we will see later that the major theoretical inno-
vation of tﬁe Trestise was the analysis of the functions of money and the

motives for which people hold cash balances. The more extensive analysis
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of the Treatise along these lines actually led us to just a very short
step from the whole theory of liguidity preference.
Apgain the Marshallian influence is evident. We find in Chapter I

of Money, Credit and Commerce, & discussion of the function of money in

which Marshall mentioned money only as & medium of exchange and as a
standard of deférred paymentse. He and his pupil both overlooked the in-
fluence of money as a store of value.

The modern reader will undoubtedly raise high hopes in asnticipation

of something quite revealing in the economic process after a reading of

the preface of A Tract on Monetary Reforme. There the first words read:
ﬁWe leave Saving to the private investor, and we encourage

him to place his savings mainly in titles to money. We leave

the responsibility for setting Production in motion to the

business men, who is meinly influenced by the profits which he

expects to accrue to himself in terms of money."!

: In vain,does one look for some early insight in the body of the book into
the saving-investment problem and its influence on the level of output
and employment. This passage is one of the first indications that Keynes
recognized the problem of offsets to savings and the nature of the decis-
ion to save as opposed to the decision to invest. Herein lies the great
Keynésian contribution, but we are to hear little more of it in the EEEEE,
excepﬁ for the discussion of inflation and deflation which examined the |
effect of price fluctuations on investment and business decisions.

In the transition period between the appearances of the Tract and the
Treatise there was one problem which troubled Englend greatly and which
Keynes was constanfly ettempting to solve. This was the problem of pro=-
longed unemployment and depressed economic conditions in gemeral. Up to
1929 there was a steady rate of unemployment of about one million or more
persons (a large figurg for Britain), and depressed conditions existed

lenetary Reform, P. V.
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in meny industries., All this was going on while other countries were

guite prosperous, a point which led Keynes to attribute the faults entirely
to policies of the British government rather then to world conditions in
generals, The unemployment was largely concentrated in basic industries
such as iron and steel, shipbuilding end coal,while light industries fared
much betters The unempléyment was not great in such industries as elec-
trical engineering, printing, distributive trades, or banking. This con-
centration of unemployment in heavy industries is quite impdrtant in under=
stending some of the remedies later proposed by Keynes.

The main charactefistic df the Keynesian policies for the improvement
of the level of employment is that they almost all involved some sort of
monétary control and manipulatién. Uhemploymsnt was looked upon as one of
the most serious of our economic problems, yet Keynes confidently believed
that it could be fully solved within the framework of the capitalist
system by employing the proper monetary policy. ﬁhilé the bulk of the
‘policy measures proposed were justified by strict classical analysis, it is
true that there was one fundamental point of view which was quite unortho-
dox, nemely, the contention that the system was not perfectly self-adjusting
and fhat laissez faire policies were not the ones to bring aboutyre?ival.
However, this depérture from classical reasoning might be more apparent then
real, if one recognizes that many of Keynes' reasons as to the lack of self=
ad justment related to frictions, maladjustments, and political conﬁiﬁions
of the day,which could not have been foreseen by the founders of classical
doctrine. In fact, he characterized this state of prolonged depression

during the twenties as one of pseudo equilibriuml and not a smooth working

lEssays in Persuasion, p. 241.
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economic adjustmént. Also in answering Beveridge's thesis that overpopu=-
lation had little effect upon the level of employment, Keynes stated what
he believed to be the real cause of unemployment -~ a phenomenon of malad-
justment. The maladjustments, he remsrked, may have arisen from such causes
as transitions from lower to ﬁigher price levels, a changeover from supply-
ing ome type of exbernal maerket to supplying another, attempts of organ-
ized labor to obtain higher real wages than the existing economic conditions
would permite. This latter maladjustment was considered guite closely related
to overpopulation,end he concluded that perhaps Malthus waes correct about
a terrible devilst

The classical influence is no more strongly represenﬁed enywherse in
Keynes' writings than in his earlier views on free trade.? He stated that
the case for free trade was based on two propositions which he accepted
with certain obvious exceptionss (1) It is better for each country to
produce those goods in which it has the comparative advantage and trade
for those in which it has comparative disadvantages, (2) There can be no
disadvantage in importing useful goods. The exceptions had to do with

zoods

<

trade restrictions for such purposes as influencing the trade in
which are particularly desirable or undesirable for non-economic feasons,
building up indﬁstries for national defense, supporting infant industries,
and dealing with dumping. He argued that protection would lead either to
interference with commodity exports or to an increase in capital exports.
The latter event, he wanted to avoid because he was using the old argu-
ment of unlimited investment opportunities -~ exported capital merely di-
verts~capital from use at home; i.e. capital will always be employed, either
at home or abroad. In Keynes' own words we have the following,statements:

Ings Britain Overpopulated?" The New Republic, Oct. 31, 1923, p. 247,
2

See "Free Trade for England", The lew Republic, Dec. 19, 1923, p. 8t.
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"For if there is one thing that protection cannot
do, it is to cure unemployment."l

"But the claim to cure unemployment involves the

Protectionist fallacy in its grossest end also in its

crudest form."2
We shall see later how much these views were modified,

Britain's return to gold in 1925 aﬁ the pre-war parity brought forth
a huge stream of critical articles by Keynes, for this was a deflationary
méasure which he had opposed since the close of the War. Ioreover, this
step was opposed not only on grounds of the preference for inflation over
deflation, but also because it represented an attempt to restore an auto-

matic mechanism of currency adjustments, directly in opposition with Keynes'

‘views on monetary management. In the Economic Consequences of ir. Churchill,

he argued that the whole source of difficulty in the British economic scene
could be traced to the fact that relative prices at home and abroed were
completely out of line, to the disadvantage of England. The prices of
British export goods abroad were considered to be too high, thus working

a hardship on the export trade in meintaining a balance of payments. But
it is quite significant that Keynes agreed at this stage to change one of
his.views regarding the cause of unemployment and excessively high export
prices., An orthodox conclusion to be drawn might have been that the workers
were being remunerated too handéomely for what they produced. Keynes ob-
Jected to this view and said that the real cause of troubles in the export
industries was that sterling was ovérvalued; the return to gold at the
pre-war parity raised the value of sterling by 12 pef cent abroad, thus

meking British goods more expensive in foreign markets. If the average

lipia., p. 87.

21pid., pe 87.
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money wages prevailing at that time in the various countries be converted
into a common monetary umit at the then going exchenge rates, one would
find the British weges far above those of the rest of the world, but this
seeming; competitive advantage for British workers was a purely monetary
phenomenon. The real wages of British workers were much nearer the level
of these in other countries than was true of the gold wages. Keynes thus
argued that the difficulty could not have been due to high real wages in
the export industries. The possible lines of action that were open to
Britain, according to Keynes, were to let the sterling exchange depreciate

abroad with constant prices at home or to force home prices and wages down

' into'adjustment with the sterling excheange. Of course, he ruled out the

latter alternative becsuse of his constant fear of deflationary complica-
tions. He also recognized the institutional rigidities which would stand
in the way of wage cuts because he foresaw the possibility of strike action
on the part of the workers in order to prevenﬁ wage reductions. Another
element in the return to gold which drew criticism from his sharp pen was
the fact that the Bank of Englend was forced to raise its discount rate

and restrict credit, precisély at a time when the level of investment

activity was low,

& long controversy between Keynes and Ohlin took place in the latter
part of the 1920's on the transfer problem; however, since the issues in-
volved here have been so extensively reviewed in books on international
trade énd since the questions involved do not illustrate much about Keynés'
monetary theories which we cannot find elsewhere, there is not much point
in discussing the matter further., But in passing, we should note that this

argument on the transfer problem is quite in line with classicel thought,
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the theme of this chapters

It is with the election of 1929 that interesting points arise again,
for ﬁere is the first inkling of the later and more famous Keynesien doec=-
trines whiech will be examined et some length below. The occasion of the
new Keymesian policy was & politicai pledge by Lloyd George to reduce the
volume of unemployment through spending on public works. Keynes in col=-
laboration with H. D. Hendersonl examined the commonsense reasoning behind
this pledge and argued that it followed from economic analysis. Keynes
had by no mesns deviated as yet from classieal thought, and for this reason
the argument is weak at certein crucial pointse But the most signif'icant
enlightenment to draw from this piece of writing is that we can see clearly
the sense in which the Keynesisn doctrines represent a true innovati;n.

In later chapters we will show clearly that all the importent parts of the.

General Theory cen be found in the works of various predecessors, but in
spite of this fact no one was thinking seriously along these lines at the

time of the great depression. The Keynesian theory was essentially new as

coﬁpared with the existing body of doctrine held in the late 1920's and the

1930's. The arguments against Lloyd George's Liberal Pledge clearly show

the status of some of the non-Keynesien thougzht.

As always; Keynes was very optimistic zbout the success of his policy
recommendations =- this time a public works program -- in bringing sbout
full employment, especislly since he predicted induced as well as direct
effects. In fact, he even suggested that Lloyd George wanted to’spend toe
much and that the plen could be successful evén if based on smaller thlﬁys.
He was rather naive in accounting for the frictions, leskages, and effects

losn Lloyd George Do It? An Zxamination of the Liberal Pledge, 1929,
Hatiorn .. and Athenaeum, Iondone.
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on business confidence, about which we learned so much in our depression
experience. The fact that men (economicaelly productive factors) were

idle and being supported by costly unemployment benefits when they could
have been set to work on useful tasks which would have increased the stock
of wealth was an outright contradiction for FKeynes. The contradiction was
especially flagrant since this state of unewployment had been going on for
eight years (excepting 1924) with at least ome million persons constently
out of work. He considered, and rightly so, the cost of the Lloyd George
program to be trivial as compared with the wastes of unemployment.

. Keynes' recognition of the great possibilities of induced effects
present$ us wiﬁh the germ of his later developments, for.the opponents
always considered the costs of the plen in reletion to the volume of primary,
direct employment that would result. But one must not get the idea that
{eynes had yet come to the strategic doc£rine of the multiplier, It is
an exceedingly big step for a formal economic theoryl to go from the
vegue concept of repeated expenditures by successive income recipients to

the theory of the multiplier in which one does not get lost in expleining

the successive rounds. Keynes always got lost in successive spendings after

the first two or three rounds. But he did point out very clearly that there
would be cumulative effects of induced purchasihg power, although he re-
merked that it Wguld not be possible to measure the sccumulation with any
preeision.z Also he emphasized very much the spread of employment from

the immediate site of the public works to the indirect employment in comple-

1though not for economic policy.

2Compére this with the optimistic attitude about the precision of the
measurements in the Means to Prosperity in 1933.




BN

mentary industries == the notion of investment induced by a given auto-
nomous impulse. However, since he had not examined thoroughly a formal
multiplier theory,he did appear to be falling into one pitfall. He
imagined that by this spending, the government would be able to 1lift it=-
self by its own bootstraps. He concluded that there would be such an in-
crease in income as a result of the spending that with fixed tax retes

the government would get large increases in its tax revenue in order to

 offset the budget deficit,  Other sources of relief to the budget, he

stated, would be reduced armament expenditures and reduced unemployment

benefit payments. The reduction of spending on these latter two items by

the government would merely mean that spending would be transférred out of

these 1ineskinto public works if full employment was to be achieved. Therse
would be no net relief to the budget.

There are also indications in this article that the stagnent economic
position of Britain hed at last impréssed upon Keynes' mind the problem of
offsets to sevings. His opponents contended that employment on public
works schemes would merely divert employment from jobs in private industry.
They were clearly operating with the classical assumption of full employ=~
menﬁ == sending workers into one job merely takes workers from another jobe
It is amezing that people could argue fhis way in the light of British
experience. That Keynes saw the problem is evident, but he was far from
having developed a satisfactory theory. He clsimed that the savings which
would flow into the investment undertsken by the Lloyd Georgé scheme would
not comé from funds that would otherwise be used to finsnce other capital
equipment; instead that the resources would be furnished from savings which

were then disbursed to the unemployed, from saevings which would run to
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waste through lack of credit, or from reduced foreign lending. The re-
commendation that the govermment offset otherwise redundant savings brings

us to the core of the later Keynesian policy.

A Theoreticél Model

A period of swift intellectual growth was concluded with the sppearance

in 1930 of the famous Treatise on Money. Economists eagerly awaited this

iong publicized work which Keynes had been writing over a period of many
years. 'Wé are told in the preface that many of the author'!s ideas underwent
great change during the process of writing this Treatise and one reviewer
‘has characterized the book'as a transitory phase of rapid development.

The most striking characteristic of the Treetise is its loosely knit theory
with so many lines of thought incomplete. But we can accept this book as
thersummation of all the lines of thought covered in the several debates

of the 1920's, as discussed above, with the possible exception of the ques-
tion of public works schemes brought up in the elections of 1929. We will
take the Treatise end some of the review srticles built upon it as the
status of Keynesian theory at the start of the Great Depression. In the
next chapter, we can then go on to consider the extremely important transi-

tion from the Treatise to the General Theory, with the importent steps

expased,

Wé can characterize the Treatise as a book in clessical economics based
on two importent and well-known theories. These two theories are the
business-cycle theory which makes investment fluctuations the prime mover
of the capitalistic system as supported by Tougan Baranovski, Spiethoff,

Schumpeter, Robertson and the savings-investment theory of interest. With
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these two theories superimposed upon a classical model, it is possible

to develop the importent arguments of the Treatise, with the exception

of one significant new contribution to economic theory, the foundations

of the liquidity preference theory of interest, It may seem odd that the
liquidity preferénee doctrines shouid come out of a work based on the
.interést theory of tﬁe Treatise; however, this only illustrates the con-
fused state of Keynes' ideas at the time. The seeming contradiction is
eésily resolved since the liquidity preference theory of interest grew from
the seeds of the bearishness theory of the determination of the price level
of investmént~goods‘(or non-liquid assets), as it was presented in the
Treatise, rather than.the determination of the rate of interest.

Briefly, the argument of the Treatise ran as follows: The business
cyele is caused by fluctuatioﬁs in the rate of investment relative to the
rate of savings. This notion is based on the thecries of Tougen Baranovski,
Spiethoff, Schumpeter, and Robertson. In fact Schumpeter's theory of inmove=-
tions was unreservedly accepted by Keynes as the moving force of the capitelist
fluctﬁations.l Acéording, however, to the interest theory, fluctuations in
the merket rate of interest about the natural rate are uniguely related to
fluctuations in the discrepancy between savings and investment which in turn
are related to fluctuations in the price level. Now Keynes argued that in-
vestment is the really dynamic factor which fluctuates when the market and

netural rates of interest diverge, and that the fluctuations in prices

lAlthough Professor Schumpeter would have us believe that his views
are 100 per cent non (anti (?)) = Keynesian, he must admit thet there are
great similarities between their cycle thsories.
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are a result of the discrepancies generated between sevings and investment,
The whole aim of the Treatise was then to tell us how to keep prices

stable, or ﬁhat is the same, to keep savings and investment equal, or what

is the same, to keep the market rate of interest equal to the natural rate.
Thus his concrete proposals were schemes of monetery control; the banks

by manipﬁlation of the rate of interest would influence the level of invest-
ment until equilibrium could be achieved with the more stable rate of savings.
This would give us the desired end of price stability. If interest rate
menipulations proved unsuccessful, then open market operations were suggested

as the control measure. In meny respects this part of the Treatise does

not differ much from the Tract on Monetary Reform. In that latter book he
.also wanted price stability in oréer to stimulate & satisfectory level of
investment activity. But the Treatise was certainly a step forward in that
the inveétmént-savings process was much better analyzed and the influence
of the rete of interest, although perhaps exaggerated, was incorporated into
the economic model. The analysis of the factors that determine the level
of investment in fixed, working, and liquid capital and the distinctions
between the process of saving and the process of investment were great cone
tributions of the Treatise, in spite of the fact that these notions were
not wholly original with Keynes but were drawn from other tﬁeories.

Keyneé apparently thought that he was bringing out the heart of his
theory in the exposition of his pretentious "fundamental equations®, but
the "fundemental equations" were not the essential contribution of the book,
and it is quite unfortunate that the reviews and discussions of the book
alwayé centered on these equations, instead of on more useful material. OF
course, Keynes' attitude and his label of "fundementzl equations" did not

help to promote the discussion of the Treatise to & higher level of scien~
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which did not rest upon refutable hypotheses and were on a level with
other famous equations in economics such as MV = PT, Yo = Ct'+ I,
of ¢+ 8 +Vv = V, which are important to statisticiens at times but which _
do not tell us much about fundamental economic behavior,

Essentially, the fundementel equations represented an attempt to
improve upon the classical quentity equations and link the interest rate,
aS'We}l as the stock of cash balances, to the determination of the various
price levels,particularly the price level of output as a whole and the price
level of consumption - goods. Keynes wanted to show with these equations
how variations in the market rate of interest relative to the natural rate
would cause discrepancies between the level of savings and investment,
which in turn would cause the pfice level to oscillates. It must be pointed
out that Keynes did not regard his equations as formally incompatible
with the quantity theory; rather he thought that they brought to light
certain processes obscured by the traditional doctrine,.

This exposition may seem to be nothing more than a statement of the
Wicksellian theory, from which the terminology wes certainly borrowed. But
'ﬁickéell wes not ready to substitute en alternative for the quentity theory.
His theory held that equality between the two rates-of interest implies
stability of the price level as well as equality between the levels of save
ings and investment, but he did not look upon these conclusions as flagreant

contradictions of the quantity theory and took the attitude in Interest and

Prices that the quantity theory, although not a perfect explanation of
price movements, was the best theory to use until a better formulstion could

be provided. Wicksell openly admitted that his ideas about interest retes
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and the price ievel'were so imperfectly thought out in his own mind that
he did not dere formalize them in mathematical equations. Keynes thought
that Wicksell's theory and that of the Trestise came to the same thing
but wes never quite certain of whet Wicksell wanted to say.
Keynes'bone of contention at this time with the classical writers
was thaf the price level  is affected by variations in megnitudes other
thean the stock of money or velocities of circulation, namely by variations
in the interest rate. According to the classicists, though, interest
fluctuaetions could influence the price level only through induced fluctua-
tions in the stock of cash balances. That is to say, they thought that changes
in the market rate of interest mske benk credit easier or more restricted
‘according as the interest rate . is 1ower;a or raised. The change in
bank deposits when added algebraically to the existing stock of cash was
their maihspring behind price movements,
Let us consider now the "fundamentel equation" for the determinstion
- of the price level of output as a whole in reletion to the quantity equa-
tion, to see what were the points at issue.
Keynes defined what we now call net national income produced, Y_, as the
“sum of incomes paid out to the factors of production plus windfall profits,
The income paid out, E , was defined as salaries and wages, wenployment
benefits, interest on cepital, regulaer monopoly gains, rents, and the
normal remuneration of entrepreneurs. DNormel remuneration of entrepreneurs
was defined as that rate which would leave entreprensurs under no motive
to alter the scale of their operations if they were free to make new bar-
geins with the factors of production at the going rates of return. Thus,
net returns, over and sbove the normal reste, becl@me windfall profitg.

‘Windfells were also defined as the difference between the market value of
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new investment and savings. The second definition came to the same thing
as the first since savings was defined as the difference between income
paid out, net of windfalls, and consumption, while the market wvalue of
inyestment was defined as total income produced, inclusive of windfalls,
minus consumption.

If we denote output as O, the price level as T , and windfalls as @

then we get
Y= JJO = E+Q

Keynes wrote the right hand equation as

7T=E Q _ E 18

— — = — v

0 o . 0 0

where I and § represent investment and savings respectively. Perhaps if
was unfair to say above that this equation was a definition end not based
on any refutable hypothesis. The mere formal existence of the equationm,
Keynes thought, depended on the truism that income could be convenieﬁtly
broken up into two parts. Insofar as this was his theory, it was not

based on any refutable hypothesis. But he implicitly attached certain hy-
pothésis to some of these variables in order to studybthe mechanism of price
change. As is true of all these definitional squations, varistions in one
variable may always counteract variations in another, so that conclusions
with regard to the movements of yet other variables may be obscure. In

the quantity equations, if movements of the veloecity of circulation and/or
of the phjsical volume of output counteract movements of the stock of money,
then we cannot be certain abéut movements of the price level. The classi-
eal theorists solved this problem by taking the velocity as an institutionally
giveh constant and output as given at the full employment level. They

justified the first assumption by claiming thet velocity or, if you like,
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the Marshallian "k" depends upon consumer spending hebits, practices with
regard to the frequency of income disbursements, banking practices, and
the general psychologye. Thus at any point of time, the general social

and economic setting would give them the hypothesis, k = K , The other
assumption of full employment output followed from their theory of the
structure of the real sphere of the economy. They thought that the margin-
al productivity theory of wages defines a demand curve for labor in terms
.ﬁf reel wages. This de@and curve, according to them, interacts. with a
supply curve of labor (also in terms of real wages) to determine the level
of employment end the level of real wages. They also envisaged a produc=-
tion function relation between output, employment, and the stock of capital.
.Taking the stock of capital as given in the short run, a unique relation
exists between the level of oubtput and employment such that they could
determine the former from their knowledge of the latter., Keyne#, being a
good classical economist, implicitly accepted the above theqry of the 1ével
of output. Hence, in his fundamental equation we can assume the rslation
0=0, That this is & correct interpretation, is substantisted by a

statement in the preface of the General Theory which said, "My so-called

'fundemental equations' were an instantaneous picture taken on the assump-
tion of = given output."l
The variable & which represents income paid out to the factors of
adeguately
production was never/%ccounted for by Keynes, this being the principal fault

of the Treatise. This variable represents effective demend, and the lack

of any theory of effective demand was precisely the fault which prevemteé

lthe General Theory of Employment, Interest, and Money, p. VII.
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Keynes from producing a satisfactory result_at this time. He dodged the
issue of the determination of effective demend by assuming the ratios “E,
which he called the rate of efficiency earnings of the productive factgrs,
as a stable term which changed only gradually with a trend path. Thus the
only other determinent of the price level which remains unaccounted for is
the strategic variable Q or (I-S)s The behavior of this variable
was formulated from the mein hypothesis of the book. Keynes posited that
Q depends wupon the difference between the mafket and natural rates
of interest, such that Q is greater than zero when the latter rate
exceeds the férmer, equal to zero when the two rates are equal, and less
‘than zefo when the fbrmer rate exceeds the iatter.

From these hypotheses, Xeynes derived the result that the price level
fluctuates about a rather stable equilibrium value,_§ » according as the
market rate fluctuates about the natural rate and igduces fluctuntions
in the profit wvariable, (Q o The theory of price fluctuations could, of
céurse,‘be'stated in terms of the relative behavior of savings and invest-
ment flows since Q was defined as (I - 8). The explanation in these

terms is perhaps more illuminating since it tells us more sbout the econ-

omic mechanism. For example, if there is an increase in the quantity of
money, in the first instance there should be an upward pressure on the price

B '
level via the term _ of the equation. Hore money will be spent in the

0
payments to the factors of production,which accounts for the increased ratio
%- »+ But in the next step, we find that the increased cash will tend to

inerease the reserve position of banks and meke them willing to lend on
easler credit conditions; ie., the bank rate will be lowered. The change
in the rate of interest will, according to this theory, stimulate invest=-

ment and discourage savings so that there is a discrepency generated be-
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tween these tw§ flows. This discrepency, which was called Q , will
further increase the price level; hence there is a stimulus to prices in
addition to that caﬁsed by increased income payments. The process does
not end here because the increased demapd for investment reacts updn the
demend for workers to produce investment goods and thus exerts a further
upward pressure on prices.

Insofar as the quantity équation is written in the Cembridge form
T= Rpy

in which the stock of money,'ﬁ; the fractions of income which people choose
to hold in the form of cash, k ; and>full employmfnt output, §', are

ball given, the classicai theory does not ag€ﬁ2£with the theory of the
Treatises, Keynes agreed with the assumption/'ﬁ end y are given but

objected to the assumption k =k which he had previously accepted in

A Tract on Monetary Reform. Keynes was really trying to say that

k V,is influenced by the rate of interest., This can be shown in the follow=-
ing way. One of the great innovations of the Treatise was +to analyze the.
motives for which people hold cash belances. Total cash balances were

split into iﬁcome deposits, savings deposits, and business deposits which
cen be linked very easily to his now,well-knovm classification of funds

held for the transactions, business, precautionary and speculative motives.
He said that the incomes paid out are equal to the income deposits multi-
plied by their velocity of circulation, or E = M, V, + Hence the "funda-

mental equation" can be written as

To = MV, + ¢
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Just as the classical writers assumed‘E, given, so did Keynes assume V,
given. ‘He wrote, "Generaujspeaking, one would expect the average value

of k,[}he inverse of V;] in a given economic society to be a fairly

stable quantity from year to vear."l He accounted for the stability of

k, by pointing out ﬁhe same habits, customs, and business practices to which
earlier economists had referred. In this relation he thought that interést
fluctuationSwould cause movements in @, independently of M, and 7,
which would, in turn ceuse the price level To oscillate. We may conclude
thet the classical theory took & fraction of EBE+Q = Y as a'stéble,
given value, wihile Keyne%ﬂtook a fraction of merely E as a stable,given
value. The monetary flow directed at that part of the value of output
denoted by G was really taken to depend upon the rate of interest and

was not given instibtutionally. The guantity equation cen be wriltten as

(v ¥4 ) V.= B + Q - Y

in which M2 is fhe stock of business-deposits. Keynes asserted that the
sum of inéome deposits plus business deposits constituted cash-deposité and
represented the total sum available for spending. The other element of the
money supply, savings-deposits, was assigned a zero velocity of circula=-
tion and treated only as a store of wvalue. Thg equation with My + Mé

as the stock of money agrees also with the classical treatment of money ex-

clusively as a medium of exchange. Furthermore, since Keynes wrote

1y Treatise on Honey, pe 44, vol. I,
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M, V, = E, we can legitimetely write M, V, = Q , where V3 is the
velocity of circulation of business deposits, defined as the ratio of Q to

Mz . If Q is a function of the interest rate, then Vy 1is also defined

1

es & funotion of the interest rate. Now the "fundemental equation"

can be written as

o OV MY, Mk
o o 0

The classical V 1is merely a weighted sum

V: (rﬁim)v' ’L('/‘Thm) Va

and must also depend upon the rate of interest because it is mede up of

an autonomeus element and a function of the rate of interest.

It is very important to see here that Keymes' divergence from the
quantity theory was not related to his treatment of money as a store of
value because he excluded the influence of savings-deposits from his
"fundamental equation." His present position, however, is to include in
his money equation the sum of money used for transactions and for idls
hoards. His present divergence from the quantity equation is due dirsctly
to the treatment of money as a store of value. In the Treatise, savings=~
deposits, as we shall see below, were treated in a relation, entirely sep-
arate from the "fundamental equations."

The theory behind the determination of the price level of consumption-
goods was quite similar to that of the case of the general price level,

To determine P, the price of current consumption-goods, Keynes developed
lixcept for the excepﬁion&l case in which My isaparticular function of
the interest rate such that the rate cancels out of the numerator and de=-

nominator of.g .
' Mo
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another "fundamental equation.” He first wrote

- E , I-S
P &t

where I' is the cost of production of new investment, and R is the physi-

cal volume of consumption. It was soon pointed out by Professor Hansen
that this equation involved an unwarranted assumption esbout the relative
rates of change of the costs of investment-goods and consumption-zoods,
But it will be shown later that this invalid equation-in no way affected the
argument. It did not influence the determination of the price level,‘P.

The t%eory of the determination of the other price level, p’ s for
investﬁsnt zoods intréduoed a far more in#eresting theory. D. H. Robertson,

in commenting on the Treatisel

)remarked that Keynes' eiposition was not
complete because he never stated explicitly how P! is determined. Keynes
repliedz that in his discussion of bearishness and bullishness, he héd
implicitly given enough factors to determine this price level. His theory
was that the price level of non-liguid assets is determined by the equa-
tion of the quentity of hoards which people want to hold with the quantity

£

of savings deposits which the banks are willing to create. The variable

; v L
P° was conceilved as the allocating mechanism between the holding of idle

11y, Keynes' Theory of Money" The Economic Journel, 1931, wvol, 41,
395,

3
-

2np Rejoinder" The Ecomomic Journsl, 1931, vol. 41, p. 421.
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balances on the part of the publiec and the ereation of idle balances
on the part of the banks.t Formally he was assuming an equation of the

form

AMSk = 5 (p') |
li; is the stock of savings deposits supplied by the banks and B(P ) is
the bearishness function which shows the demand for 1dlg balances_as a
fﬁnction of the price level of investment goods.

The bearishness function is very ihteresting and we can profitably
examine it more elosely; When P! is high the expected returns from |
investment must be high relative to the costs of obtalnlng funds so that
>the &emand for savings=-deposits should be low, Convarsely, when P! is
low, the demand for idle deposits should be high. Keynes reasonsd that
the price level of investment zoods must be equal to discounted value
of the future returns enticipated from the ownership of these goods. If
the future returns from the investment in period i of the future are

2 —
Q@ 1 and the market rate of interest is r, then we get

Z (I +F)‘

The series {Q i} and the interest rate ;T are the determinants that
lie pehind the bearishness function. When expected returns, { 4] i} N
are high, thers is an upward stimulus to PY end a high demand for in=-
vestment assets'accompanied py a low demand for idle balances. On the
other hand, a high market rate of interest makes for a low value of ?l
1Fo£ a brilliaent anticipation of the theory of liquidity preference
based upon this argument of the Trealise, see J«Rs Hicks, "A Suggestion
for Simplifying the Theory of lMoney”, LEéonomica eS. vols 2, 1935, pe 1.

In the discussion at this point, the expected returns, Q i, are not
to be confused with Keynes' windfell profits, Q .
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and a low demend for iﬁvestment assets, accompanied by a high demand for
deposits, It is obvious that, in this caée, a high rate of interest makes
the holding of savings deposits relatively desirable. These two deter=
minents, the expected returns and the market rates of interest,determine
the shape and position of the bearishness function at each point of time.

On the supply side, Keynes believed that the banking system had control
over Mz, the volume of savings deposits. He said,"We have claimed, further,
that the banking system can control the supply of savings deposits, .+ . Ml
This assumption certainly makes p! determinate, for if the supply curve is
controlled by the banks, and the bearishness function is knowm, we can get
an intersection of the demand and supply curves. The assumption that the
banks can control the supply of savings-deposits ssems somewhat tenuous.

At pest, we now assume that they control the supply of the total stock of
money and not the various kinds of deposits separately. Keynes was assuming ’
that a particular discount policy determines the size of the wvarious cash
balances. But i1t hardly seems possible that their control over the dis=-
count rate could be independent of their control over the stock of cash
balances. If the two are not independent, perhaps the classical economists
Were.not so wrong in tracing fluctuations in the interest rate, to fluctua-
tions in the stock of money,and to fluctuations in the price level; At

any rate,it must be admitted that the control over the bank rate of interest
is highly interrelated with the control over the stock of monsy supply.

On the demand side, there are expectations always existent in the minds

of investors. We cannot treat these expectations as independent economic

%A Treatise on Money, p. 346, vol. II.
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variables, but must take them as institutionally given at each period of

times Once these expeqtations and the market rate of interest are given,

then the demand curve for liguid as opposed to non-liquid assets is deter-
mineds There was some discussion in the literaturs, however, concerning

the definition of the non-liquid assets. At times, Keynes seemed to think
that these assets were all securities and at other times as real investment
goods. If they are treated as securities with fixed coupons, then a theory of

determination of P! gives the market rate of interest immediately from

Pl=1
r

But if Pl is to represent the price level of all investment goods, then
we cannot identify non-liquid assets with'securities.

Wow that we have anelyzed Keynes' theories of the determination of prices,
can see immediately how his policy control scheme fitsinto the theoretical
fremework. He tried despefately to enswer the guestion: Does the central
pbank have enough power to control the price level? Granted that this con=-
trol is possible, he believed that cyclical fluctuetions would be elimina-
ted. The central bank would have to exercise control over the volume of
savings-deposits and the market rate of interest so that ?2, P, and JT
woﬁld be kept stables. By means of the bearishness funétion,control over
savings-deposits would result in control over P/.,and by meaﬁs of the
"fundamental equations"”,control over the merket rate would result in con=-
trol over P and 7 . He did not élaim that the monetary authorities
could always produce these results simulsaneously; or that noa-monetary
disfurbaﬁces might not arise unforeseen; or that it would be possible to

avoid relative price movements; or that a country could carry out domestic

we
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monetary policy regardless of international considerationss. In general,
~he had a very optimistic outlook.as to the possiblility of regulating a
capitalist economy and thought that interest rate.and credit manipulations
carry:: great weight in economic decisions.

The pfincipal defect of the theoretical side of the Ireatise was, as
we heve seen, the failure to explain how the level of effective demand
gets determined, IHe wanted to explain an equilibrium situstion in which
vrices would be stable. The main criterion of this equilibrium situation
was plctured by Keynes as the equality of the flows of savings and invest-
ment. Herein lay a great mistake, for savings and investment can be in

equilibrium at various levels of employment. For Keynes, an equilibrium

between savings and investment at low levels had exactly the same influence
on price stébility in the "fundamental equation" as an equilibrium at high
levels, It is only when the level of savings-investment is related to the
level of employment that we get significant results. The theory of the
Treatise is entirely independent, in equilibrium, of the size of offsets

to savings; Keynes, however, was not the only one to fall to associate

his gquilibria to the volume of employment, Wicksell's theory had the same
defect. He was interested only in the equality of the market rate and the
naetural rate of interest, or in other words, in the equality between savings
and‘investment.

This defect of the theory could become quite serious. Since Reynes
believed tHat msny of the troubles of the early 1930fs were due to & failure
of savingé to get invested, on the pasis of his theoretical model he could
have propoéed two essentially different types of remedies. He could have

proposed, as he did, measﬁres which he thought would stimulate investment
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to an extent that it would offset, at a high figure, the savings that

people wanted to makes But his goal of price stability would have sup=-

posedly followed equally well if he had instead proposed measures to

discourage savings and bring them to an amount small enough to provide

only the ﬁeagér investment outlets evailable. One solution would represent

a high level of capital accumulation and cne & low level. Obviously,

our prosperity would differ in the two cases, but the effects on the

Keynesian criteria would not be apparent. That is not to say that the effects

would not exist. There would be different reactions in each case on the.

term, E, in the equations, but these reactions would not follow from Keynes'

theoretical viewpoint.

| Not only was the theoretical model exposed to much criticism, but the

applied theory of money also received meny attacks. Keynes was exceedingly

optimistic about the number of significent economic variebles which the

banks céuld control as well as about the results of such control. The

principal lever in the whole scheme wes the rate of interest. He recognized

that the importent rate for his theory was the long term rate, for this is

the rate which would influenoé the fluctuations in fixed capitel. But since

he knew that the banking system had no direct control over the long term

rate he had to appeal to the stetisticel faets to show that there was a close

cdrfelation between the long and short rates so that control of the latter

by the banks ﬁould lea; to effective influence over the former. Later, when

all the relevant data were brought up to date, it wes found that this close

correlation did not always persist, and Keynes was forced to back down oh

his statement about influencing investment through control over the bank rate.rt
lsee Edwerd C. Simons "Hr. Keynes's Control Scheme," The American Eeonomic

Review, 1933, vol. 23, p. 264 and J. M. Keynes "lMr. Keynes's Gontrol Scheme,™
The American Fconomic Review, 1933, vol. 23, p. 675,
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In the event of the banks' failure to gain effective control over the market
rate of interest, Keymes was forced to resort to proposals for the stimu-
lation of investment by more diregt methods,.

A criticism of tﬁe Treatise whioh has also been levied against the

General Theory is that the model was entirely static. This eriticism is

all the more serious since Keynes claimed dynemical virtues for his inno-
vations. In a formal sense, the "fundeamental equations" written, as they
wﬁre, appear to be entirely static{ In order for a2 model to represent a
determinate, dynamicai system 1t must be eble to tell us the behavior of
each determined variable throughout time; i.e. it must be able to give us
the value of each variable at any instent of its time path. The solutions
‘of the equations must all be funétions of time or constant over time. It
certainly seems that we cannot get such férmal dynemical solutions in -
the Treatise. But the case is not yet lost for Keynes. While he did not
formaelize a dynamical system, all of the reactions which he traced from
the behavior of his statical variables were dynamic in character. In the

"fundemental equation"

T= &+ L

he did not say that a discrqpancy between I and S chenges the price level,
]I, to a new figure. Instead he said that & discrepancy between I and
S causes 77' to oscillate about its equilibrium level, He was im-

plicitly working with the equation

VA
2—{_-5: Con.st(]p' Sg-)

which is really a dynamical relation. It wes only a formel aspect of his

"fundemental equation® that was static. His emalysis and conclusions were

quite dynamical.




A& point which should be mentioned is that in owr entire discussion of
the Treatise, We have been using the terms savings and investment exactly
according to Keyhes‘ definition of these terms. It is well agreed by now
that arguments over definitions or terminology are fruitless; since, if
definitions are precisely made and consistently followed, perfectly valid
results can be opteined. While it is true that one will probably not meke
any great blunders in formulating economic polisy as & result of miscon-
ceptiops concerning the savings=-investment equation, the discussion of the
equation is vital to the uﬁderstanding of Keynesian economics. As & matter
of fact, the discussion surrounding the Ireatise shows clearly the inapility
of Keynes, himself, to understagd such & simple process of how two economie
quantities can be equal at each instant of time and yet not be identical for
virtual levels at a given instant of tims. Rovertson! had suggested that
Keynes might define income as earnings plus windfzll profits end savings as
the difference between this inéome and consumption expenditure. Keynes
rejected such a definition as absurd pecause then savings would always equel

investment. If we define K as income then we would have:

Y=E+@Q
S =Y-PR= F+Q—-PR
I = E+Q- PR

Lo S:I

Keynes, like most of his contemporaries was dealing with these flows as de-
#initions of observaple quantities and.failed to treat them properly as
chedules.

An aspect of‘the classical side of Keynes which we have not yelb dis=-
oﬁssed but which is very interesting is his final disposition of the guantity
theory. In the most general case, with the market rate of interest moving
relative to the natural rate, the Keynesian theory differs from the quantity

theory, put what happens in equilibrium? If the market rate equels the

Lgge, Keynes' Theory of iloney™ The Economic Journal, Vol. 4, 1931, pe 395,
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naturel rete, then the windfall profits become zero and the "fundemental

equation™ becomes, according to Keynes
mo=MV

This relation looks very much like the quantity theory because we know

from the above discussion that the restriétions, 0 = 0 and Vi = Vis
were impoéed by Keynes. In the conditions of full equilibrium, the theory
of the Treatise becomes strictly classical. As a matter of fact Keynes
wrote,
"This meens, indeed, that in equilibrium =- i.e. when the
fectors of production are fully employed, when the public is neither
bullish nor bearish of securities and is mainteinine in the form
of -savings-deposits neither more nor less than the 'normal®! pro=-
portion of its total wealth, and when the volume of savings is
equal both to the cost and to the value of new investments -- thers
is a unique relationship between the quentity of money and the
price levels of consumption-goods end of output as a whole, of such
& cheracter that if the quantity of money were double the price-
levels would be double also."t
There can be no doubt that he accepted the classical theory for the case
of equilibrium.v

Let us investigate now the complete system of the Treatise to get an
over-all picture of the then current conception of the working of the capi=
talist system.

Wicksell defined the natural rate of interest as either that rate
which achieves price stability or which equates savings and investment.

Keynes applied this idea to his definitions of savings and investment to

get the equation

S(y)=1(v)

1A Treatise on Money, p. 147, vol. I.
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whose solution in r determines the natural rate of interest. Actual
or ovservable savings-investment which occursin the market mey be quite
different from that calculated by substituting the natural rate in the

savings or the investment function. Observable investment would be

S(F) + Q(¥) = L(F)

where T is the merket rate, of course. Wicksell considered r as given
by ‘the banking system within limits; i.e. he étated that %he benks were
free to determine r as long as their reserve position enebled them always
to supply the proper amount of credit corresponding to the rate set.

Keynes‘aléo assumed thet the banks could determine the market rate of
‘interest et r. Purthermore he thought that they could control the volume
of savings-deposits, E% « These controls are certeinly guestionable, but
let us follow the mechenicel procedure of going where his assumptions lead
use

We are now in a positlon to bring together all the loose ends and

formulate a complete picture of. the Treatise. TFor easy reference, we define

again all the relevent wvarisbles,
I is the market value of investment

§ is the velue of savings

&
=
4]
t
vy
(0]

windfall profits
r is the interest varieble

market rate of interest

el
-t

o]
o
jny
[]

0 1is the physical volume of output

d
P
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physical volume of consumption
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physical volume of investment

TT is the price level of output as & whole
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price level of consumption-goods
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Pt is the price level of investment-goods
Mz 1s the stock of savings-deposits

My is the stock of business-deposits

My is the §tock of income~-deposits

vy is the income velocity of circulation

The eguations can then be written as follows:
I(r)=5¢r) M
Q=qr) 0 =0
r M

Ui

rey Vo= E
TTO= F+Q(r) V=V
PR= F-5s(r) M, = M.

"3= B(P,) "C=I(F) C+R:O

. In order, we have the savings investment equation, the profit func=-
tion, the autonomously set market rate, the "fundsmental equation" for
the determination oi”TT, the definition of savings (or, elternatively,
our version of the "fundamental equation” for the determinstion of P),
the bearishness function, the given stock of savings-deposits, the given
oubtput, the definition of income velocity, the given velocity, the given
stock of income deposits, the division of output into consumption-zoods
plus investment~-zoods, and finally a definition of the market value of
invéstment. We now find ourselves with as meny equations as variables when
we distinguish between the netural and market rates as distinct vari&bles;
We can solve the first equation for the natural rate of interest, say,
ro» wubstituting the merket rate in Q (r), we next calculate the windfall
pfofits. Adding the observable savings and the windfall profits, we get
the sctual level of investment, S (r)+Q (¥) or I (¥). The equation of
bearishness yields & solution P' = P', ; furthermore the retio I (F) / Pty

gives us Cq » the volume of real investment. From the egquation

Co+7?=6




we can calculate Ry , the volume of consumption.

We are now left with three equations

Mo = 8 + ¢ (r)
PR, = E - 8 (r)

YV, =B

to get the three variables J7, P, E. The weak point in this system is
the most important element of later-Keynesian economics, nemely, a theory
of effective demend. & quantity equation is his sole theory of the deter-

mination of B,and the validity of this theory depends upon the assumption

that the banking system can determine the stock of income depositsﬁﬁi s s

well as the totel stock of money. Elsswhere, Keynes also put forth the
"theory of effective demend™ that B/S is institutionally given as effic=-
iency earnings.

It is very interesting to see that even if the "fundamental equation"
for the price level of consumption-goods be left as Keynes wrote it in the
Treatise, the system does not become more or less determinate. This egua-

tion cen be written, with the unwarranted assumption, as

The assumption

’ . . ,C
I = & (5)

‘merely adds another equation and another varisble so that the theory of

the determination of P is, in a sense, unaffected.
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Keynes did not recognize @ # 0 as an eguilibrium situation, and for the

case § = O we do get & more consistent, although strictly classical,

theory. For the eguilibrium position he did support the quantity theory

the quotation on page 37 shows. The model would now become

1(r) = s(¥) 7TO = RP+ 5(T)
¥ = ()Mo C+R =0
T pic =1 (r)

T = B(P')

In this case we have enough equations to determine all the free variables.

If we consider only the following self-determined part of the system,

1 (r) = s(r)

we see that Leynes was as classical as he could possibly be. At the

going rete of interest, all savings flow unobstructed into investment and

the emount of money determines the price level, Full employment oubput

is taken as given because it comes from the background equations of the

complete system.




 CHAPTER II

THE BIRTH OF THE GENERAL THEORY

With the preceding chapter as background, we shall trace the very
important steps that were taken prior to the great publication of 1936.
The procedure will be twofolds; first we will trace chronologicallyithe
devélopments in the Keynesian literature,and secondly we will compare the
Xeynesian developments with the status of thought of the non-Keynesian
writers. It is hoped that, by this method of tracing chronologically the
Keynesian development, it will be possible to put a finger approximately
on the date of the conception of the new theory. In th; next chapter we
shall then be able to make comperisons between the formal, theoretical

models of the Genersl Theory and the conventional theory held by econom-

ists outside the Keynesian camp.

The Keynesian Development

Economists can sometimes go very far in the advocacy of proper,
sound policy measures based on an inadequate formel theory. That such
things are possible only proves that practical economics is simply common
sense == ?common sense made difficult”., Keynes had a good ides as to whét
the troubles were in the economic system in the early years after the

crash,in fact, even before the crash, in 1929 == and he supported policy

quite similar to thet built up around the General Theory, but he was not

able to formalize his arguments into a satisfactory theoretical mold. His

early analysis in the beginning of the depression was based entirely on
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the classical model of the Treatise. It was not his theory which led

him to practlcal policies, but practical policies devised to cure honest=-
to-goodness economic ills which finally led him to his theory. Xeymes was
in much the same position as have been meny of our colorful monetary cranks.
These amateur-economists have usvally sensed whatvis wrong, and have often
proposed workable corrective policies, but they have usually been far wide
of the merk in the formulation of their fantestic, theoretical systems.
A'consideration of Keynes' popular writings in the interim between the

Treatise and the General Theory will show quite well this relation between

policy and theory.

In the first months of the slump Keynes was telling us that the
fundamental cause of the difficulty was thet there was a lack of new enter=-
prise due to the poor outlook for cepital investment, He advocated action
to stimulate profit margins and hence to give rise to new investment. But
he did npt want to attempt to restore profits to a higher level through the
cutting of costs, for he regarded such a move as deflationary. He argued
that there were two ways of restoring profitss either by inducing the
bublic to spend & larger fraction of their incomes or by induecing entre-
preneurs to turn a larger fractidn of their output into the form of invest=
ment., The reasoning behind these proposals shows what intellectual confus=~
ion existed. It was obvious to Keynes thsat increased‘consumer spending would
be a net inflationary stimulus to the system, yet his advocacy of a higher
rate of spending was based on the classieal theory of the Trestise = saving
would fall.and be in equilibrium with investment at the new low level thus
giving us the desired end of price stability. He had not yet dropped the

equation 0 = 0O so that he could imagiﬁe & case in which both consump-




tion and investment could be raised simultaneously. He was still work-
ing under the assumption thet, since output is given, increased consump-
tion must be at the expense of investment and vice versa. A typical
Keynesian characterization of the slump me.lad justment was that producers
were not dividing their output between consumption end investment in pro-
portions which corresponded to the way in which consumers were dividing
their income between savings and consumption. This argument was another
way of saying that there were discrepeancies between the terms ];5 and IS
in the fundamental eguatiouns, l

We must admit that Keynes advoceted certain policies in the early
thirties in spite of, rather thaﬁ pbecause of, his theoretical background.
‘ﬁe made a radio address in England in 1931 which was an excelient plea for
increased spending to counteract the depression == intuitiﬁn was far more
powerful than a theory. In this address he attacked thrift, the classical
virtue, beceuse he saw the fallacy of providing large savings to be offset
when there were no available offsets in sight.1 The housewife was urged
to spend, and & plug was made for goveranment public works expenditures.
These proposals sound very much like those of the modern Keynesians arguing

on the basis of the General Theorye.

In addition to the attack on thrift, Keynes soon changed some of his
previous views on another classical doctrine. He‘suddenly decided that
perhaps free trade does not pay in a.period of serious unemployment, and
made strong "buy British" arguments. He suggested that the Chancellor bfy
the Exchequer choose a protective tariff for Great Britaiﬁ in order sim=

lRecall the discussion of Chapter I on the Economic Consequences of the

Peace concerning Keynes' appraisal of saving and the capitalist growth
of the pre-World War I era. '




45

ultaneously %o relieve the budget and resﬁore confidence. It hardly
seems poséible that the Keynes, who in 1923 claimed that protection could
never help increase employment, ccoculd later advance such anti-classical
policies. But a great change must have been developing in Keynes' thoughts.
because of thg failure of his former theories to solve problemé of uﬁder—
employment situsations.

In June, 1931,at the time when Keynes was advocating the various
neasures mentioned above in this section, there appeared the famous Hee-

millan Report.l Since the latter part of 1929 a committee on which Keynes

was a member had been preparing this report. The most interesting con-
clusions from our point of view are those of Addendum I relating to dom=-

estic monetary policys. This addendum, which was unreservedly supported

only by Keynes and three other committee members, stated that there were
three alternatives in domestic monetary poliecy which could be used to meet
the emergency: . le a reduction of salaries and wages 2. controls over
imports and elds to exports 3. state assistance to private enterprise
and to investment.A .

True to the Keynesian traditions, the first alternastive of wage cuts
was kejected as deflatiogary. The Report argued that false enalogies as
to the advahtages of wage cuts to the single employer were often drawm to
apply to the economy as a whole. The comnittee members realized that out-
put as a whole might suffer if purchasing power of wage earners should be
reduced., This is precisely the argument which Keynes usé& in all of his
own writings. It is quite significent that the Report concluded that it.

loommittee on Finence and Industry, Report, Presented to Parliament by

the Financial Secretary to the Treasury by Command of his Mejesty, June,
1931,
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would be better to leave money incomes fixed and change the monetary stan-
dard by lowering the gold parity of sterling in order to adjust the level

of wages and salaries to a long run equilibrium position. It is poésible-

to see here the germ of the eérly arguments of the Genéral Theory aé re-
gardsvreal and money wage rates. Since it would have been #ery difficult
to lower money wages all round, a better solution was thought to bé the
inflationary meesure of causing prices to rise and real wages o féll.

The discussion of the second alternative made the point very‘emphati-
cally that the free trade arguments do not apply to a system in whibh there
is unemployment, since tariffs could in this event bring‘about a net in-
crease inséead of a mere diversion of resources. On similar grounds, aids
to exports were recommended also,

In the case of the third alternative -- schemes of capital development =--
the argument was on about the level of Keynes' discussion of Lloyd George's
Liberal Pledge, comnsidered in the previous chepter. Again the theory of
the multiplier was implied roughly in the argument, but as in every other
case the analysis never got beyond the first few rounds of expenditure., As
opposed to what many other e#onomists thought at the time, the writers of
the'ngort'were Quite emphatic in pointing out that publiec spending on ine
vestment would not divert resources from private investment sinbe there was
2 high level of unemployment. From a practical point of view, one improve-
ment was made over Keynes' previous analysis of public works spending. This
improvement was the recognition that such progrems might have a harmful
effect upon busiﬁess confidence, another reason why protection was considered
to be advaﬁtageous. However, the Report thought that on balance such spend-

ing schemes would be helpful and desirable.
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When we compare the recommendations of the main body of the Report
with those -of Addendum I we see some striking comtrasts., The former re-
commendations were much more- conservative and orthodox. They comprised
proposals for adherence to the gold standard at the existing parity, for
a lower internationel value of gold in terms of wholesale goods, for price
stability at higher levels, for bank regulation of‘iﬂterest ana credit in
order to stabilize the level of investment. When contrasted with the more
radical propoéals‘of the Keynesian Addendum I, we see that Keynes was forced

widely from

to depart/the more conventional lines of thought of his colleagues. - This
point Will\be brought out even more strongly later in this chapter when -
we consider the testimony of ﬁawtrey and Pigou before the Maoemillan Committes.
| Fr&ﬁ Keynes! lecturel delivered under the suspices of the Harris
Memorial Foundation at Chicago in the summer of 1931, we see the continued
influence of his old theoretical model. Though he made a rather good analy~
sis of the current economic situation and suggested meaningful remedies,
his theoretical views were basically unchenged and‘not'entirely in accord
with his common sense judgments. One very accurate prediction that he did
meke at this time was that the catastrophe in whieh the world then found
itself would not be guickly overcome; instead he predicted‘that the slump
might last much longer than people thought. He foresaw a long period of semi-
slump conditions ~-= ean underemploymeﬁt equilibrium, if you like, He con~-
tinued at this time to emphasize the influence of the rate of investment on
ecohomic prosperity and suggested remedies entirely in the light of attempt=-
ing to stimulate investment. It seems that his principal tool for curing:ths
depression was still the menipuletion of the interest rate. He was very

optimistic as to the influence of the rate of interest in investment decis-

themployment as a World Problem, Quincy w?ight; Editor, Chieago, 1931,




48

ions == a practical issue == and he was still Working with the-theory of
the Treatise in which the interest rate was the main factor in bringing
about an equilibrium between savings and investment =~ a theoretical
issue., His goal at this time mey be characterized as a situetion . .in which
investment would be driven up to & level of savings which would signify .
prosperity. Savingswas taken as the stable element and investment as

the volatile element of the economic process. However, the Keynes of this
périod saw unlimited investment opportunities at sufficiedly low interest
rates, whilé the later Keynes saw limitations in investment opportunities

due to & lack of effective demande. As a result of this theoretical systen,

Keynes proposed a program of reduction of the long term interest rates and
6f restoration of confidence to borrowers and lenders. In spite of h;s
restrictive theoreltical system, Keynes also proposed a program of govern-
ment construction,

An important scientific contribution was made &t this time, that was
~to develop a completely revolutionary mode of economic thought. While
Hayek, Robertson and others were discussing such questions as: Are Mr,
Keynes'® "fundemental equations" really different from the ordinary quanti-
ty equations; or is Mr. Keynes' E, the cost of production of current out-
. put, the same os his E -, the factor earnings during the period in which
the output comes on the markets; IMr. R. F. Keahn was formulating the theory

of the mnltiplierlz the missing link between what Keynes was saying in

policy and what he wanted to say in theory. The theory as Kahn formulated

it was just the step needed to show that savings and investment determine

Iugne Relation of Home Investment to Unemployment™ The Economic Journal,
June 1931, p. 173,
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the level of output as a whole and not the rate of interest. But let us

not be misled and think that Kahn, Keynes, or enybody else could see the
issues involved at this time and incorporate the contribution into a new
theory of the determination of the level of employment., Kshn quite unem=-
biguously stated that he had worked out his ﬁheory of the multiplier in an
attempt to solve a practical problem of the day -- to get a more preciée
evaluation of the beneficial repercussions of public works'projects. Further-
mofe Kehn has told us that he wrotethis article with the theory of the
Treatise before him. He obviously did nok see the great theoretical implica-
tions of his worke.

Meny other economists had thought about and written sbout the multipli-
cﬁtive effecéé of government deficit spendings due to induced relatiohships,
but they were never able to formalize their thoughts into a theory of defin-
ite economic behavior. Why should we lay such great stress on the multiplier
theory, as formulated by Kahn? The answer ié thet this formulation of aggre-
gative consumer behavior changed entirely our views about the structure of
s model economic system. As a result of his paper, we were able to see the
important point that consumption depends, in a definite way, upon income
and not upon the rate of interest. Such a functional relationship between
consumption aend income is necessary in order to generate the successive
rounds of the multiplier sequences. Once we havé recognized the relation
between cohsumption end income, we can pass by means of a mathemetical -
identity to the savings-income function, and if income is taken to be the
importent variable in the consumption function, it must also be the imporﬁant
varieble in the savings function. We would then be practically ready to
discard the classical notion of a savings-investment equilibrium via the

rate of interest., All that was needed was a few more months of stubborn,
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depression facté, and Keynes was able to see that investment opportunities
are not unlimited at low interest rates. Rather, investment also depends
upon the level of income,or it is quasi-autonomous. At any rate the
standard functional relation between interest and investment did not fit
the facts, and a theory of the determination of the level of income was
vneeded to replace the theory of the determination of the rate of interest.

Once this point was seen, a Revolution occurred in economic theory.

lét us observe that it was not 2 new theory of the'rate of interest that was
needed to replace the classical savings-investment theory, as some econom-
ists seem to think; instead it was a theory of oubput that wes nseded to
replace the old theory of the interest rate. When the latter step was
carried out, & new interest theory followed as a residual which had to S;
accounted for.

We must repeat here that although Kehn furnished us with the necessary
step in 1931, the Revolution did not occur then. Economists continued to
think along the old lines while using this innovation in their formulation
of policys It required some two yeérs before we can find evidence that
Keynes mwade great use of the multiplier concept in his theoretical system.
Although the egg was developing'the conception of the new theory did not
ocour until about 1933,

Keynes' own writings continued along the old lines for some time after
Xehn's article was made available. In 1932, Keynes was worried about a
financial crisis more than anything slse. But he thought that the critical
situation'oould be improved if only cheap money would become available, He
séemed to feel that an abundance of credit would probably lead to 2 high

level of investment and initiate a recovery, thus avoiding a financial erisis.
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He did qualify his cheap money policy with more vigorous state intervention
in the stimuletion of investment in the evenf of a failure of a pureiy mone-
tary policy. But a short article written in 1932 shows that he still had
great faith in manipulation of the interest rate.l The conversion of the
¥oar loan to an interest rate of 3%—per cent was looked upon by Keynes as
one of the most promising of ail the anti-depression measures. He had al-
ways before regarded his program for the masnipulation of the short-term
bank rate as somewhat inadequate because this control need naot influence the
more important long-term rate. But now he had an instance in which an
important long-term interest rate was directly lowered, an event which he
thought.hight hqld great promise for the futurs. The continued insistence
upon credit controls shows how little Kahn's arguments had yet convinced him.
Professor Samuelson has pointed out to me a very interesting develop=-
ment in the economic literature of 1933, We can never be quite sure what
goes on behind the political scenes in Cantabrigian economics, but we do
know that there is a good deal of exchange of informetion among individuals
within certain groups. If we take Joan Robinson as & reliable sounding
board of opinion within the Keynesian group, we find a great change in
ideas during 1933. In Economica of February, 1933 Mrs. Robinson wrote an
article entitled "A Pareble on Savings and Investment" in which she attempted
to explain some of the more subtle difficulties of the Treatise to the simple-
minded reader. It was an attempt to clear up the differences of opinion
which existed between Keynes and his reviewer, Hayek. In this article we
find a perfeétly clear exposition of Keynes of the Treatise, which leads

1y Wote on the Long-term Rate of Interest in Relation to the Conversion
Scheme" The Economic Journel, Vol. 42, Sept. 1932, p. 415,
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one to suspect that the ideas of the Treatise were still being talked about
within the Keynesian group. However, in the autum of that year, 1933,
Mrs. Robinson felt called upon to write another article for Volume I,

number 1 of the Review of Economic Studies, called "The Theory of Money end

the Analysis of Output". In this later article Mrs. Robinson again claimed
to be giving an exposition of the Treatise, but such was not the caﬁe. Any
reader of the Treatise or of the discussion given in Chapter I of this book
(if it has been-accurate) knows that a theory which used the equation 0 = 0
is not a theory of the énalysis of output. Mrs. Robinson was ovef-generous
to the master and wes actually writing one of the first expositions, in

which she is so lucid, of the really essential parts of the General Theory

of Employment, Interest, and Honey.

In the Economica article, Mrs. Robinson wes attempting to demonstrate
the working of the theories of the determination of P, JJ , P’ whicﬁ had
caused so much confusion because simple-minded people, like herseif, had to
be shown clearly how =z f2ll in P, for example, need not lead to a rise in
P1 » In other words she was trying to explain the relations behind the two

o

fundamental equations™ and the equation of bearishness.

I-5

T:= §+5°

- E, I-s

Pz oo+ 122
iy = B(P’)

Her exposition followed that of the Treatise without & bresk. But when we

come to the second article, which appeared in the Review of Economic Studies,

we get material which is infinitely more interesting and powerful. She
was quite a prophet in her own right when she said, " . . ., the Theory of

HMoney has recently undergone a violent revolution." The beautiful thing
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about this article is that the analysis of the General Theory was so clearly

stated, and that such an important element as the savings-investment equa-
tion was presented in terms of the real issues involved instead of in terms

of triviel, terminological controversy. The pre-General Theory Keynesians

were much clearer then their successogsl In this discussion, Mrs. Robinson
told explicitly how savings and investment cen be equal at all points of
time and yet not be identical. ©She assumed first a disequilibrium and then
showed one process by which the levellof real income would adjust to bring
savings and investment into equality. She elso demonstrated the working
of another very important process in the meintenance of the equation, namely
the opefation of "forced" investment. She assumed an incressed rete of
savings and a consequent fall in consumption so that the equation could not
be maintained. Her explenation of the adjustment then was thet inventories
- would pile up due to the decreased rate of consumption thus forcing invest-
ment up to meet the increased level of savings. This is an argument
commonly used by present-day Keynesiaps. The whole argument was summed up
by the statement that there may be an equilibrium output et any number of
different 1evels.-- levels of full or less than full employment. It is also
intefesting that she did not need, at this stage, to appeal to lower limits
to the interest rate, or rigid money weges, or imperfections in competition
to explein the phenomenon of unemployment.

The differences in theoretical structure between these two articles
of Mrs. Robinson are guite amazing and should lead us to suspect the occur=-

rence of the Revolution in Cambridge during 1933,
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One of the first erticles by Keynes which shows the influence of Kahn

was published in 1935.1

In this work Keynes made & new argument for public
works expenditures which was in meny respects similar to thet made in 1929,
except for the fact that this time he mede very extensive use of a new tool,
the multiplier theory. The arguments which were being put forth against
_government spending programs were very similar to those used against the
Lloyd George FPledge, but this time Keynes was able to counter with more ex~
plicit statements as to the ultimete level of employment crested out of =
given expenditure and as to the net cost to the budget. Recall thet in 1929,
Keynes had said That there would be induced and indireét effects which the
opponents always neglected but that these effects could not be measured with
ény precision. The important thing for the reasder to keep in mind is thet
in order to get precision, it is necessary to know a definite functional re=-
lationship between consumption and income given certain other variebles in
the system as parameters; in other words, applications of the multiplier
theory must be based on a theory of the consumption or savings function.,

At this time Keynes estimeted the multiplier to be about 2, but in
order to be conservative calculated with a velue of 1i. He used the same
ergument as before concerning the strain upon the budget; He calculated
the transfer saving on the dole and the increased taxes out of the increased
income generated as covering half the costs involved, Thus he concluded that
there wag no dilemma between spending programs end the balancing of the
budget. However, cne is not guite sure whether or not he has fallen into
.the mistake of believing that the excﬁequerAcan 1lift itself by its own boot=

streps.

IThe Meens to Prosperity, Macmillan, London, 1933.
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There is no doubt that he then saw clearly the relationship between
consumption and income although this discussion was not intended to produce
a theoretical system. He encoursged spending on the part of the popula-
tion but realized that it would be impossible to spend much more out of
an already reduced income. He also began to see more clearly the working

of economic systems as wholes. Only a few years before The Means to Prose-

gerity, he had announced a distinet favoritism for a protectionist policy
in Great Britain. Now he was willing to give up this idea since he realized
tﬁat successful attempts by Englend to improve her foreign balance would
§nly be &t the expense of other countries. Furthermore he realized that
competiﬁive protection applied by all countries simultaneously would only
.be harmful to all. What he now proéosed was world-wide inflationary loan
expenditure to stimulate the world as a whole, especially in order tc raise
the world price level, He was now ready to advocate that all countries ex-
pand trade simultaneously through the sbolition of exchange restrictions
and teriffse. Keynes made & complete turn-sbout on the question of free
trade.

As in the case of the Trestise, the appearsnce of the General Theory

was well advertised in advance. We know that, for some time, Keynes was

lecturing at Cambridge on the theory of employment and output according to

the doctrine later written down in the General Theory.l Also some ten months

prior to the signing of the preface of the General Theory, the New Republic

carried an article by Keynes,z in which he brought out the main points of

1 '
A copy of some unpublished notes by R. B. Bryce, who was then at
Cembridge, has been provided me. )

LN Self-Adjusting Eccnomic System?" , The New Republic, Feb. 20, 1935,
Pe 35, ‘
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his new doctrines which he compered with those of the heretics and cranks.
Now he had come to believe that in the absence of frictions the system
was not self-adjusting as the classical economists had felt and as meny
economists feél today. If we can find a theory which deseribes a non=-
self-adjusting capitalistic, frictionless, perfectly competitive system,
have we not found a revolutionary theory?

Keynes did not present at this time a complete outline of his theory,
but he did say enough to indicate the core of the analysis. I have found
that somé people have misinterpreted the essential innovations of the
Keynesian Revolution, and there is & statement by Keynes in this article
which mey add to this misinterpretation. He claimed that the inability of
the classical system to determine the level of effective demand and of
employment was due to an unsetisfactory interest theory. Are we to take
this to mea£ that the Keynesian Revolution lies in therinteresﬁ theofy -
liquidity preference? We can admit that the theory of liquidity preference
is anvingenious solution to the problem of the determination of the rate
of interest, which is essentially different from the classical, neo=-classical,
or modern Swedish theories, but we need not regard the liquidity preference
theory as an essential element of the Keynesian system. It merely rounds
out the theory and makes it complete. The way to interpret Keynes'! above
claim about the inadequecies of the classicél interest theory is to point
out that this theory used, as determinants of the rate of interest, flows
which ectually determine the rate of output; hence we were prevented from
having a gatisfactory theory of output as & whole because classically-
inclined economists were using the strategic determinants of output to
determine something else. Keynes later remarked that, as it actually happened

3

he first conceived of the savings~investment equation as the determinant
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of the level of‘output. This left him without a theory of interest; so
he then developed thevliquidity preference theory of interest. At this
point we should like to anticipate an arggment which may srise in the
reader's mind; at least it arose in the mind of D. H. Robertson. This
argument would state that savings and investment should not be isolated
out as merely determinants of the level of output, for they cen determine
something else simulteneously, namely the rate of interest. We admit that
in & mutually interdependenﬁ system, cause and effect cennot be isclated,

but at this stage of the analysis we are working with building blocks out

of which & mutually determined system has been constructed. We are now
solely interested in the strategic varisbles in each of the interrelated

equations. However this point will be discussed more fully below,

Non-Keynesian Theories Prior to 1936

If we are to see the full significance of the Revolution, we must have
‘a rather thorough idea of the theory against which Keynes revolted. It is
true that Keynes directed hils attack against what he called classical econ-
omics with the implication that most economists of the day were thinking
accofding to the classical system. This implication has caused some dis=-
agreement with the result that many economists maintain thét Keynes was
knocking over straw men since hardly enyone held these so-called classical
notions, anyway. We can avoid this issue by simply going to the pre-General
Theory writings and finding out just what other economists were thinking
before the light was revealed to them.We shall attempt to present a oroés
section of opinion in order to bring ogt the prevailing doctfines.

Just as Melthus engaged in a long controversy with the orthodox,

classical school, over the guestion of Say's law, Keynes pictured himself
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as arguing the same issue with his orthodox contemporaries. While we
will probably never know how much stimulation Keynes received from meny
of his anticipators, we can be quite sure that he drew much from Malthus
whom he openly edmired. The controversy between the Keynesians and the
non-Keynesians in meny respects was similér to the Ricard-Ssy-Sismondi-
Malthus controversies of the nineteenth century.

& beautiful exposition of Sey's Law which brings out the me jor issues
of the discussion of the 1930's can be found in a book from which many well-
known economists were undoubtedly taught, namely, Fred M. Taylor's.Principles

of Economics. This book was written in 1921 and was used as a textbook

in Americen universities for several years. Let us examine more cerefully
.the erguments on Say's Law in this book, which is, on the whole, an excellent
plece Sf work. First Teylor attempted to demonstrate the fallacy in the
argument that disastrous acts of God can stimulate the level of economic
activity. He took the exemple of a householder whose roof was blown off by
a tornado. He observed that the spending by the householder in replacing
the roof would reasct in successive rounds and increase the prosperity of
the entire community. Bub, he argued, is this a net increase in demand?
True to Sey's Law end other classical traditions he snswered, "The money
which on eccount of the tornado our householder was compelled to spend put-
‘ting on a new roof would ultimately have been spent anyhow, though in some
other directibn; and thus being spent, it would have created just the same
demand for commodities or services."l Here we have the strictest sort of
classical argument; with the assumption of given output, expenditures on

one sort of activity are merely diversion from spending elsewhers. Tavlor
3 ¢ v

lPrinciples of Economics, Ronald, N. Y., 1923, p. 197,
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could see that there was plainly no reason why funds spent on a roof would
always otherwise be spent on consumption, especially if the householder
should be sufficiently wealthy; so he assumed that the householder would
otherwises have spent the money on investment activity, say the excavation
of a cellar. This brings us to the crux of the matter. The exponents of
Say's Law have always assumed unlimited investment opportunities. House=-
holders could never have any savings which would not be invested somewhere
in this perfect system. "Hence the tornado does not increase demend in

the least, it merely substitutes one chain of purchases for another "1 "The

contribution made by any one person to the total demend for goods is, in
the long run, bound to be just egqual to his incoms, no more no less."?

In a sense, Taylor in 1921 was not guite so bad as were some other
economists in the early thirties, for he recognized that in short run de=-
pression periods when there is wnemployment, Say's Lew may not hold; i.e.
government spending on publiec works projects may not divert funds from the
privete investment market. But he was not one to say that this condition
could persist for sny length of time, for he stated unequivocally that Say's
Law would hold in the long run. As a long run optimist, he sew unlimited
inveétmeﬁt opportunities.

%gwtrey's monetary theory of the tfade cycle is relevant in conneétion
with éetting a picture of the status of the prevailing economic thought of
the depression period, but we shall review this theory toward the end of

this chapter in connection with other groups of theories. However, Hawtre
& . 2 y

1
Inid., p. 198,

2Ipid., p. 198.
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has expressed some ideas which are not unrelated to a discussion of Bay's
Iaw end which can be conveniently considered at this point. Hawtrey
was called upon to give testimony as an expert economist before the Mac-
millan Commitiee of which Keynes was a member.1 The problem of the Committee
being to suggest policiés which would bring England out of her stagnation,
Hawtrey commented on possiblg methods of securing the desired ends. On the
matter of goverrment spending, Hawtrey stated that whether the spending
comes outkof téxes or loans from savings, the increased governmental expendi-
tures would merely replece private ‘expenditures. He even considered the
Yradical™ idea of government spending out of new bank credit, but predicted
that thé result of such a policy would be inflationery and e threat to the
gold standard, thus forcing up the bank rate of interest and credit contrac-
tion, Such a plan, for him, would only defeat itself since government ex-~
penditures out of pank credit would mean the end of cheap money for private
enterprises 4ﬁrgumﬁnts like these would be much more understandable coming
from Teylor of 1921 then Hawtrey of, say, 1930, How could economists worry
about the inflationary gap when there was such a high level of unemployment?
The only answer that we can give to this questioﬁ is that they must have been
working with asyuﬁptions of Say's Law and/br full employment. It was with
similar arguments by British political lights that Keynes hed to contend in
his articles supporting public works projects.

Whatever labor leaders or leftist economists have to say (often in a
sneering way) about Keynes! bourgeols emphasis, they must be brought to
realize that he consistently worked against those theories which wanted fo

blame the depression on labor. There was a large body of doctrine which

leeprinted in The Art of Central Banking, Longmens Green, London, 1933,




61

traced the Qausé of the unemployment to rigidities which prevented the free
working of the capitalist system, the major rigidity being obstructions to
the dqwnward movement of wages. How can people find employment if they
ask a king's ransom for their work * Professor Pigou, like Hawtrey, was
called upon to zive testimony before the HMacmillan Committee. He said that
the currenf difficulties could be traced to two obstructions to the free
working of economic forces, namely, the improper allocation of people among
jébs, and the existence of wage rates above the level called for by the
general demand conditions. He supported a policy of wage cuts. Even today,
Professor Pigou argues that unemployment is not possible if we admit flexi-
ble wages into our theoretical system. This issue will be considered more
.fully in a later chapter. |

Another exponent of wage cuts was Professor Cannanl who wanted to
explain general unemployment in exactly the same way as one explains partic-
ular unemployment. He argued that in particular employment, more workers
can be employed at lower wages if the demand for the product is elastic.
In total employment, demend for the product is indefinitely elastic; there-
fore any number of'wogkers, up to full employment, can be hired if they do
not ask for too high wages. Consequently he regarded general unemployvment
as the resull of asking too much. He also included attempts at profit
maintenance as part of the phenomenon of asking too much. If this point of
view is representative of the theories of very many economists of this
period, can there bs any doubt that the Keynesian system is revolutioﬁary?

In Professor Schumpeter we have an economist who is gquite outspoken
in his pelief that there can be no persistent unemployment in a perfect,

Igee "The Demend for Lebor", The Economic Journal, Sept. 1932, Vol. 42,
Ps 357
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frictionless system. Aside from his theory of innovations which would ex-
plain relatively shortvberiod movements, we should expect him to incorporate
a theory of frictions and obstructions to explain unemployment. He pro-
vided us with such an explanation very early in the depression.l "The forces
which he claimed were at work in the early period of depression were the
agrarian crisis, protection; high taxes, high interest rates, high wages,
and the lack of free price movements,

The examples of Pigou, Cannan, end Schumpeter are not atypical, Meny
economists felt that our éapitalist system was self-adjusting in the absence
of frietions and obstacles. They’argued that we always recovered before
from crises and thet we would again if only the imperfections could be re-
ﬁoved from‘the system. As a matter of fact, Keynes thought along exactly
these lines just after World War I, end his great change of view perfectly
delineates the Revolution.

While we see clgariy the great changes which Keynes hed to make in his
own ideas, an indicagion of the striking charscter of the innovations is
also provided by the examinetion of what some of Keynes® more recent followers
were thinking during the formative years. Professor Hansen is a perfect
example of a Keynesian disciple who argued strongly, in the days of confus-
bion, ageinst the very things which he now so vigorously supports in the 1ight
of modern Keynesian economics. Hensen's remarks at this time appear to be
almost unbelievable in the light of his policy recommendations of a few
years later. For those who were not too stubborn end set in their ﬁays of"
thought, the Revolution meant & complete turn-sbout in economic thought
and policy. For exemple, Hensen in 1933 we.s very skeptical of the acceptance

15ee ™he Present World Depression: A Tentative Diagnosis", Supplement
to the American Econowic Review, March 1931, p. 179.
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)

of Keynes' policy measures, especially those having to do with the stimula-

tion of investment by governmental devices.! He feared "absurd" results

as a conéequence of the support of measures which try to increase invest-
ment and decrease the rate of saving by the use of such measures as gov-
ernmental deficits, tariff policies, buy-now campaigns, unempioyment doles,
énd pﬁblic works programs. Hansen worried very much about adverse effects
of the Keynesian policies upon business confidence, and one.gets the ime
pression that he was usingvthe classical argument, then so popular among
economists, that a dollar spent by the stéte meant a dollar égg spent by
private enterprise. He agreed with Hayek that it was wrong to assume that
jthe government could buy its way out of depression bécause of the burden
which would be placed on the capital market. Hansen retained these conserv-
ative notions until the last minute, i.e. until the appearance of the

General Theorys In 19362 he was still in doubt about the usefulness of

public works programs in the stimulation of employment. He sided with those
who looked upon publié works as a mere stop-gap, and, curiously enough, he
was not impressed with the multiplier approach. Hansen's attitude shows
how necessary it is to write down a complete, formal, elegant theory in
order to convinece professional economists of the validity of new ideas.
Apparently all the Keynesian writings of the period 1930 to 1936 were not
accepted until Keynes gave them his theoretical justification.

One of the most popular business-cycle theories of the early thirties
wes what is often called the neo-Wicksellian theory. The basis for. this

14, H. Hansen and Herbert Tout, "Annual Survey of Business Cycle Theory:

Investment and Saving in Business Cycle Theory" Econometrica, Vol, 1,
April, 1955, Pe 119,

2plvin Hensen, Francis M. Boddy, John K. Langum, "Recent Trends in

Business Cycle Literature", The Review of Fconomic Statistics, May, 1936,
Vole. 18, P 53. )
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theory rests on Wicksell's interest theory of the natural rate and the
market rate. Swedish economists have been true to the "favorite son"
and worked closely along Wicksellian lines, one of their best expositions

being Myrdal's Monetary Bquilibrium. But the Swedish economists were not

the only ones who dressed up and elaborated upon Wicksell's theory; Mises
and then Hayek developed a popular business-cycle theory, known élsé as

the monetary over=-investment theory, which started out its analysis from the
rélation between the mafket rate and the natural rate.

Altﬁough Keynes of the Treatise also mede use of the Wicksellian inter-
est theory (or something close to it) his analysis ﬁas quite differenﬁ from
that of Myrdal, Mises and Hayek. Myrdal has presented abvery clear picture
bf the theory of the interest rate used by this school of writérs. He con=~
sidered the natural rate of interest to be given by either one of two rela=-
tionsy 1, The natural rate is that rate at which savihgs, in the schedule
sense, is'eéual to investment, or what is the same, to free capital dis-
posal, also in the schedule sense. Thus the natural rate, r, is the root
of the equation I (r) = 8 (r). 2. The natural rate is the ratio between
the expected net return on new investments and their costs of production.
Myrdal does not make it quite clear, however, whether the natural rate
should be the anticipated returns over cost on new investment or on total
capital, but, at any rate, we can see how closely this concept is related

to that of the marginal efficiency of capital in the Keynesian system of

the Genersl Theory. One question which comes up, with regard to these two
conditions, is thet of their consistency. If eipectaticns of future returns
on investment are given and if the supply price level of investment goods
is determined from other equations of a complete system, then is the natural

rate obtained from these conditions the same as the natural rate obtained




65

from the equation I (r) >= S (r)? The answer to this guestion depends
upon the saving-investment theory used. The revolutionary development of
Keynes was to formulete a savings-investment theory which made the answer
to this questiomn no, for the general case.

The monetary overinvestment theorists ergued from Wicksell's interest
theory to a complete explanation of the cyclical process. They meintained
that when the market ratevof interest is pushed below the natural rate, a
cumulative expsnsion process begins. Investment will be underteken at this
profitable relationship bebtween the market and natural rates, and the struc-
ture of production will be elongated. The important pert of their theory
was however an explanation of why the expensionary process cannot conbinue
indefinitely and must eventually come to an end. The explanation of the
downturn into the depression is guite different from the theory of the Keynes-
ien system. The reason why the expension has to end, i.e. why there has to
be & shrinkege in the structure of production, was stated by Heyek to be
that an insufficient supply of credit will alweys be forthcoming to fill the
ever abundant investment outlets, or in their words, to complete the struc-
ture of production. Heyek claimed thet the banking system will always fail
to supply enough credit and people will not be willing to forego consumption
in order to supply the necessary savings funds for the partially completed
structure of production. According to this theory, if people will only save
voluntarily, then the eiongation of the production structure can remain
intéct, and depression will not occur. Hayek considered it impossible to
complete'the elongation of the production structure vie forced savings. He
also argued that excessive goverument expenditure and taxation or chenges

in the money supply will ﬁggravate the shortening of the structure of produc-
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tion. Finally)ﬁe did not approve of the combatting of depression through
inflation of the money supply. In short, he was an ardent supporter of do=-
nothing economic policy. The business-cycle is an immutable law of nature
which cannot be defied, and the system, if left alone,'wili always recover
to full employment.

The overinvestment writers were clearly dealing with short run cyclical
phenomense. and did not attempt to deal with the theory of prolonged depres=
sion. This follows from the notion that monetary factors can always be
relied upon to bring ebout recovery from a depression. If only the market
rate of interest be‘pushed pelow the natural rete, the cumulative expension
process will begin. Obviously they overlooked some of thé major points
about the theory of‘the natural rete., If we accept tﬁe formulation of the
natural. rate as the ratio of the anticipated net returns'on new investment
to the cost of the investment, then we should naturally attempt to develop
a theory of what detérmines the size of this rate, However, it never occurred
to Hayek, Mises, or other writers of this school that the numerator of this
ratio mey get so low that no fluctuetions of the merket rate of interest will
stimulate investment. They believed that the natural rate is alweys so high,
that it will be possible to find market retes of interest low enough to
stimulate investment.

It is very important to consider this theory of Hayek in the light of
the Keynesian Revolution, for the central notions of the Hayek school:re
directly opposite to those which heve made the Keynesién theory so important.
Recall that their central thesis of the collapse of prosperity was that thefe
is a lack of savings available to finsnce ever-present, unlimited investment
opportunities. For Hayek, the boom never fails, due to a feilure to find

investment outlets, but always due to a failure of sbundant investment oute




87

lets to be financed Ey scarce savings., He insisted en working with a theory
of full employment; hence one must spend either on consumption or investment,
and funds spent on consumption represent funds not availeble for investment.
In fsct Hayek has claimed in his review of the Trestise,l: that the only

point of view which could have led Keynes to a true explanation of the cycle
is the view of the alternative character of increased output of consumption
goods or of investment goods. How can this meen anything but en assumption

of constant full employment? An important contribution of Keynes has been
his stress on the limitation of finding increased investment outlets on the
pgrt of capitalistic, private enterprise. One cannot fail to see the differ=-
ences which meke the Keynesian theory entirely unlike Hayek's fheory of abund=-
ant investment opportunities, fuli employment, alternative production of
either consumption goods or investment goods, and a lack of voluntary savings.
Hayek's description of the economic process just does.not £it the factss This
isAnot altogether surprising, however, when one considers his sterile and

reactionary attitude toward statistics, explained in Monetary Theory and the

Trade Cycle. He is apparently completely unconcerned if the available sta-
tistical data do not bear out his "logical theory.

The first seven chapters of Haberler's famous book, Prosperity and De~

pression sive & very zood swmery of the stetus of all the varicus business
cycle theories that were being espoused before sconomists started talking
about consuﬁption or savings functions, the multiplier, the marginel effi-
ciency of the capital, end liquidity preference. Our job will be to examine
each of the classes of theories presented there end to see how Keynes departed
from their doctrines.

First there is the purely monetary theory of Hawtrey which said that

Itperlections on the Pure Theory of Money of Mr. J. M. Keynes" Economica,
hug., 1931 and Feb., 1932.
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ghanges in ”the.flow of money" are the only causes of bﬁsiness fluctuations,
The sensitivity of the merchant class to interest changes is the strategic
element»in this theory, for Hawtrey believed that en easy money policy
could stimulate any revival by inducing the merchants to invest in liquid
and working capital. With such a theory, economic stegnation is practically
impossible. It is hard to see how en economist who lived in ¥ngland through
the 1920's could support such a theory.

| In = sense, Hawtréy‘s theory has some likeness to that of the Treatise
in terms oflthe influence of the interest rate upon investment. But while
Keynes thought that low interest rates would stimulete investment, he did
say that a cheap money policy could only hope to have a great influence on
fixed capital end not on working or liquid capital. Keynes thought that
Pluctuations in working and liquid capital are extremely importaﬁt in the
cyelieal process, but he did not think thet their fluctuations are sensitive
to changes in interest rates. However, more relevent than a comparison of
Hewtrey's theory with the theory of the Treatise is & comparison with the
theory involved in the Keynesien Revolution. A& mejor point of the new
theory is that investment does'not depend upon interest rates alone and thet
investment is not indefinitely expensible. It 1s impossible with any realis=-
tic formuletion of the revolutionary Keynesien system to maintain thet an
easy money policy will always stimulate.revival. Hawtrey was supporting an
vextremely optiﬁistie point of view which inéluded little of the essential
elements of the new Keynesian doctrines.

The theories with one of the largest followings are those which ﬁaberler

colls the overinvestment theories. The monetary overinvestment theories,
we have already considered above, for this is just snother nane for the

theory of Hayek. Other supporters of this theory were Machlup, Mises,
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Robbins, R5pke,-8trigl. The differences between this and the Keynesian
. school are very great and have already been stated. Buf‘the no<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>