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I· INTRODUCTION 

I: 1 The New Economics Reconsidered 

John Maynard Keynes' The General Theory of Employment, 
Interest and Money 1 signaled a revolution in economic theory 
and the beginning of "modem" macrotheory. No other economic 
work in this century has been the subject of anything even 
approaching the vast outpouring of commentary and criticism 
that the General Theory has received. But in the last five or ten 
years, theoretical and exegetical interest in the General Theory 
has declined markedly. The long "Keynes and the Classics" de
bate, devoted to the appraisal of the precise nature and signifi
cance of Keynes' innovations, has at last almost petered out. The 
label "post-Keynesian" attached to much recent theoretical re
search is symptomatic of the widespread view that the book on 
the General Theory is closed, that the "Keynesian Revolution" is 
over, and that what was worthwhile in it has been digested and 
the rest discarded. The General Theory has itself become a 
classio-a work which the active theorist need not consult but in 
which historians of economic doctrines will have a continuing 
interest. 

1. London, 1936. Hereafter referred to as General Theory. 

3 



4 KEYNESIAN ECONOMICS AND THI; ECONOMICS OF KEYNES 

Although most economists would probably resist, and many 
resent, being labeled "Keynesians," almost all would agree that 
there does exist today a recognizable majority view on the theory 
of income determination and that the tenn can reasonably be 
used to refer to the main outlines of this view. Keynesian eco
nomics, in this popular sense, is far from being a homogeneous 
doctrine. The common denominator, which lends some justifica
tion to the identification of a majority school, is the class of 
models generally used. These short-run, simultaneous equation 
models have their prototype in the famous, early "Keynes and 
the Classics" paper by Hicks.2 The basic analytical framework, 
which these models have in common, one nnds conventionally 
summarized in most textbooks in the familiar Hicks-Hansen IS
LM apparatus. This framework will hereafter be (not altogether 
adequately) referred to as "the Income-Expenditure model." 

For the majority of economists, this standard income
expenditure model has reached the same position of established 
orthodoxy as that occupied in the interwar period by the 
Marshallian economics from which Keynes had to wage such a 
hard "struggle to escape." The measure of its acceptance has 
been indicated by Professor Solow: 

... I think that most economists feel that short-run macroeconomic 
theory is pretty well in hand. . . . The basic outlines of the dominant 
theory have not changed in years. All that is left is the trivial job of 
filling in the empty boxes, and that will not take more than 50 years of 
concentrated eHort at a maximum .... 3 

2. J. R. Hicks, uMr. Keynes and the 'Classics': A Suggested Interpretation," Econo
metrica, April, 1937. One should recall that Hicks warned against the uncritical 
use of his "skeleton apparatus": .. . . . it remains a terribly rough and ready sort 
of affair ... the concept of 1ncome' is worked monstrously hard. . . . Indeed, 
what [our curves] express is something like a relation between the price-system 
and the system of interest rates; and you cannot get that into a curve." During 
the editing of this study I have had the opportunity of reading Professor Hicks' 
Critical Essays in Monetary Theory in page proof. I have been much encouraged 
by finding myself in substantial agreement with the appraisal of Keynes' contribu
tion contained in that work. (This does not mean, of course, that I can claim 
Professor Hicks' appmbatur for the position taken in this study.) 
3. R. M. Solow, "Economic Growth and Residential Housing," in M. D. Ketchum 
and L. T. Kendall, eds., Readings in Financial Institutions, New York, 1965, p. 
146. 
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In any scientific field, the most important form of activity 
must normally be the hard, day-to-day task of "filling the empty 
boxes" with empirical content. For the effective conduct of this 
enterprise it is quite impossible to treat all the fundamental 
theoretical propositions of the field as up in the air, as open 
issues that remain to be settled. To some extent, an orthodox\' 
must be present to serve both as a guide to the questions th~t 
ought to be asked and as a framework for the development of 
hypotheses specific enough for the purposes of empirical testing. 
Yet in any scientific field there is an obvious, potential danger in 
letting the current orthodoxy go unquestioned for any consider
able length of time. For it also determines the questions that will 
not be asked. It embodies a particular view of what the world is 
like "in the large" even while it points out to the investigator the 
questions that need be answered about its nature "in the small." 

As time goes on, either of two things may happen: (1) On
going research leads to the accumulation of anomalous findings 
that make it increasingly difficult to maintain the orthodox 
Vision-to use Schumpeter's term-of how the world functions: 
The sharper the cutting edge of the empirical tools available in 
the field, the more likely this is to happen. (2) As the empty 
boxes are filled, new generations of researchers are incukated 
with an orthodox Vision elaborated with more and more concrete 
details. The increasing amount of empirical findings accllmu
lated and organized within the given conceptual framework 
requires an increased eHort on the part of the individual who 
would IF-am the "state" of the field. It also creates more questions 
than it settles and tends, therefore, to lead to increasing special
ization. ~ When this happens, it becomes more and more difficult 

4. Readers acquainted with the work of Kuhn will recognize this statement as 
paraphmsing his description of how "nonnal science" prepares the way for "sciell
tific revolutions." Cf. T. S. Kuhn, The Structure of Scientific Revolutions, Chi(,ago. 
1963. 
5. In the days of Keynes and Pigou, a "monetary economist" was still someone 
who took the entire economic system as his study obje(,t. Today, of ('ourse. the 
label is more likely to designate an economist known for his rcscar(,h on thc 
demand for money, for example. The consumption function and the in\'cshucnt 
function of the standard model have in the same way developed into specialized 
fields of study. 
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for the individual to avoid scientific myopia, and to keep his 
subject in perspective and maintain a dispassionate overview of 
the entire field. In particular, it becomes difficult to keep in mind 
that alternative, latent Visions, capable of organizing the same 
collections of "facts," must always exist--or to imagine what 
these alternatives would be. To appraise the state and prospects 
of the field comes to require a "struggle to escape." 

Surely this second type of process resembles the development 
of the majority school in macroeconomics more than does the 
first. It is certainly a situation of this type that Solow's quoted 
statement describes. 

Purpose The main ob;ective of this study is to contribute 
towards a reappraisal of the conceptual framework which has 
crystallized out of the debates triggered by the General Theory. 
Implicit in this is the need for an "outside" frame of reference, 
an alternative Vision of what the world is like, to juxtapose 
against the orthodoxy being reconsidered. The present author 
cannot make any pretense of prOViding, as it were, a Copernican 
theory with which to lambast the Ptolemaic edifice of the 
income-expenditure model (nor would he wish to be on record 
as arguing that the latter is a fair analogy to describe the current 
majority school). In fact, I will not attempt to present a com
plete, fully specified, alternative model. Rather, the "outside" 
frame of reference I have chosen is the Economics of Keynes, to 
which latter-day "Keynesian" Economics will be compared. 

Theme The theme of this book, consequently, is "Keynes and 
the Keynesians" rather than "Keynes and the Classics." But, 
althougJ:t in aim this study differs from most writings on Keynes, 
in execution much of the same ground must nonetheless be 
covered. In order to understand the development of the Keyne
sian tradition, we must first see how subsequent writers came to 
regard Keynes' contribution to economic theory (as distinct from 
his influence on "practical" matters of economic policy). In order 
to gain perspective on the question of to what extent the "Keyne
sian Revolution" has represented the realization and refinement 
of Keynes' theoretical aims, it is also necessary to consider the 
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departures from "Classical" doctrine that he made or attempted. 
Thus, the issues of the "Keynes and the Classics" debate must 
form one of our major concerns. 

By linking our definition of the "Keynesian tradition" to the 
use of the standard simultaneous equation model the tenn has 
been given very broad coverage. Within the majority school, so 
conceived, at least two major factions live in recently peaceful 
but nonetheless uneasy coexistence. One, which we may label 
the "Revolutionary Orthodoxy" for short, comprises economists 
who still feel emotionally committed to the Keynesian Revolu
tion and still embrace the main tenets associated with that phase 
of the development of the New Economics. The other, aptly 
described by Professor Eisner as the "Neoclassical Resurgence," 6 

is quite critical of many of these same tenets. Both, however, 
employ the standard model, although with different specifica
tions of the various elasticities and adjustment velocities. In the 
more extreme revolutionary version, the model is supplied with 
rigid wages, liquidity trap, and constant capital-output ratio, and 
manifests a more or less universal "elasticity pessimism," partic
ularly with regard to the interest-elasticities of "real" variables. 
The Revolutionary Orthodoxy tends traditionally to slight mone
tary in favor of fiscal stabilization policies. For present purposes, 
negating these statements sufficiently characterizes the position 
of the Neoclassical faction. 

The terms of the truce between the two factions comprise two 
broad propositions: (1) the model which Keynes had the gall to 
call h's "general theory" is but a special case of the Classical 
theory, obtained by imposing certain restrictive assumptions on 
the latter; and (2) the Keynesian "special case," while theoreti
cally trivial, is nonetheless important because it so happens that 
it is a better guide in the real world than is the general (equilib
rium) theory. Together the two propositions make a compromise 
that both parties can accept, since one of them has been more 
interested in having the policy-relevance of its views reco~J1ized, 
and the other in carrying off the theoretical honors. And the 
compromise pennits a decent burial of the major issues that 

6. R. Eisner, "On Crowth Models and the Nco-Classical RI'SllrgcnC('," Economic 
Journal, Dec. 1958. 
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almost everyone on both sides has grown tired of debating
namely, the roles of relative values and of money (and, between 
the two, the role of the interest rate) in the "Keynesian system." 
Keynes thought he had made a major contribution towards a 
synthesis of the theory of money and "our fundamental theory of 
value.'" But, ironically, the tmce between the orthodox Keyne
sians and the Neoclassicists is based on the common understand
ing that his system was sui generis-a theory in which neither 
relative values nor monetary phenomena were "important." 

The first proposition gives a thumbnail description of the so
called "Neoclassical Synthesis." It embodies a conception of the 
state of the arts which is better described, in Professor Clower's 
ternl, as "the Keynesian Counterrevolution," 8 for it represents the 
final rejection of Keynes' every claim to being a major theoretical 
innovator. This has been the outcome of the long "Keynes and 
the Classics" debate. But this outcome, I will argue, should not 
be accepted as final and this study attempts to reopen the case. 

Thesis Our objective and our theme have thus been outlined. 
Somewhat surreptitiously, the main thesis has also been let out 
of the bag. The main thesis is that Keynes' theory is quite dis
tinct from the "Keynesian" income-expenditure theory. In the 
following chapters, it will be shown that it is possible to de
scribe, at least in rough outline, a model (or class of models), 
with a substantially different structure from that of the income
expenditure model, that is more consistent with the textual evi
dence of Keynes' two major works-and with pre-Keynesian, 
"Classicar' theories. 

The development of the Keynesian tradition, especially in the 
United States, has to a considerable extent and for a long time 
meant elaboration on the basic income-expenditure model. This 
process, we will see, has not been one of expanding, clarifying, 
and improving on Keynes. Rather than building upon Keynes' 

7. General Theory, pp. vi-vii. 

8. R. W. Clower, "The Keynesian Counterrevolution: A Theoretical Appraisal," in 
F. H. Hahn and F. P. R. Brechling, eds., The Theory of Interest Rates, London, 
1965· 
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achievement, it appears that the income-expenditure theory has 
gradually abandoned several of its chief elements, 

The crucial step in this process of departure from Keynes' 
theory lies in the adoption of the standard model, in one or 
another of its many versions, as the formal framework within 
which to interpret and organize his ideas, The usual simulta
neous equation model imposes a comparative static frame of 
reference of minimal value-theoretical content and shoves the 
operation of financial markets into the background of the piC
ture. A framework of this sort contains its own imperatives for 
development, and the process of tidying up the inc:ome
expenditure theory, to give it the intellectually satisfying coher
ence that befits a reigning orthodoxy, has led to further modifica
tions that have increased the distance between it and Keynes' 
theory.9 But these later modifications are of relatively 1~1inor 
importance compared with the establishment of the standard 
model as the fonnal representation of the "Keynesian system," 

Limitations Since this study is quite critical of the usual 
interpretation of Keynes, it follows that it will be necessary to 
deal at length with the question of "what Keynes really said," 
This exegetical concern implies that one of my objectives is 
doctrine-historical. To pre-empt otherwise warranted and inevi
table criticism, I would emphasize strongly from the outset that 
this doctrine-historical objective is strictly secondary. A full-scale 
study of the development of Keynes' ideas on monetary theory 
and policy, adhering to customary standards of exegetical schol
arship, would require an effort of an entirely different magnitude 
from that essayed here. 1o The primary objective remains as 

9. Keynes, as an illustration, laid heavy emphasis on his Speculative Demann for 
Money. In time, this element of his thought was seen to have an unsatisfactory 
"fit" to other tenets associated with the income-expenditure theory. Since a sub
stantial degree of interest-elasticity of the demand for money is cmcial to any 
Keynesian model, the more recent "Keynesian" literature has come to n('l'('nn 
upon the inventory theory of the demand for transactions balances to proVide 
this vital property. This is discussed below in Chapter V. 
10. The present study relies primarily upon the General Theory ann the Treatise 
on Money (Vols. I and II, London, 1930; hereafter referred to as Treatise). An 
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stated above, namely, to provide a fresh perspective from which 
the Income-expenditure theory may he reconsidered. 

For that purpose, it is Keynes' Gestalt-conception of how a 
modern (~apitalist economy works, and not "what Iw n~ally said," 
that we ultimately want to grasp. There is an obvious difference 
between the two: the task of distilling a logically consistent 
model from a coherent "Vision" 11 is an extremely difficult one. 
To communicate such a vision, with the help of a model, in both 
an accurate and convincing manner is perhaps even more diffi
cult. Several comments need to be made on this point: 

( 1) Keynes was not entirely successful in the two tasks just 
mentioned. His model was not logically watertight and, that 
apart, the General Theory was in several respects, as has fre
quently been said, "a badly written book." The defects of organi
zation and presentation were disappointing in view of Keynes' 
prior literary reputation for elegance and clarity, but if this had 
been the only difficulty, few problems of interpretation would 
remain now, after the vast exegetical efforts that have been spent 
on this work. It is the defects of the model that are serious.12 

When a model contains logical errors, later interpreters are given 

adequate treatment would require close scrutiny not only of Keynes' total pub
lIthed output, but also of his conespondence which, surprisingly enough, hu not 
yet been IWe1JIbled and published. To deal exhaustively also with the suhsequent 
development of the Keynesian tradition In relation to the Economics of Keynes II 
a task which would teem entirely beyond the capacity of any Individual. It Is also 
a quite fuclnatlng task and .hould keep future generations of doctrine-historians, 
.. well BI tpeclaUats In the SOciology of knowledge, fully employed for a long 
time. The more one becomes acquainted with the Keynesian literature, the mure 
one Is Impressed with the Jee1TIing Impoasibility of explaining the vagaries of this 
development merely In terms of lOme Inherent logic of the sclentlflc proce ••. 

11. H. • • IA]nalytic effort Is of neceasity preceded by a pre-analytic cognitive act 
that supplies the raw matertal for the analytic effort. . . . [T]hls pre-analytic cog
nitive act will be called Vision." In Illu.tratlng hi. famou. the.ls, Schumpeter 
chose Keynes as the "outatandlng example from our own field and time. . . . 
[Keynes' VI.lon] antedated all the analytic efforta which Keyne. and others be
.towed on It." Cf. J. A. Schumpeter, Hl8tory of EconomIc Aoolym, New York, 
19S4, pp. 41-4~· 
12. Since the whole effort here Is to argue that we stili have much to learn from 
Keynes, It will be obvlou. to the reader that the author Ia partial to Keynel. But 
It Is not part of the purpose of thI •• tudy to argue that Keynel was alway. "rlgh(' 
or to defend him at aD costa agoinat the usual charges of enor. In the argument, 
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considerable freedom in deciding where "repairs" should be 
undertaken. It is in the nature of all major theoretical innova
tions that the visions of the innovator and his audience are at 
variance. A flawed model is therefore likely to be "correded" 50 

as to correspond to the interpreter's view of the world rather 
than the originator's. This, it appears, is what happened to 
Keynes. 

(2) There is room, then, for differing interpretations of 
Keynes. Any attempt to get behind the flawed model to the 
Geatalt of the underlying theoretical conception must necessarily 
be somewhat speculative in character. Keynes' views are by now 
buried under such a mound of exegetical and critical literature 
that, were it possible to ask "the real Keynes to please stand up." 
the man himself might not be easily recognized. If this study, 
therefore, is seen to be somewhat speculative, this is something 
that it shares with all other guides to the Economics of Keynes. 
But we will endeavor to show that the interpretation advanced 
here has a much firmer foundation in Keynes' writings than can 
be claimed for the interpretation that-with some variations 
from writer to writer, to be sure-is the most widely accepted 
today. 

(3) Given our main objective, furthermore. it will be desir
able on some issues to try to go somewhat beyond Keynes. I 
would not mdntain for example, that everything in Chapters II 
and IV is actually to 'be found in Kcynes." Just as the early 
versions of the income-expenditure theory contained a number of 
weak .. 10ints that required considerable work to clear up. so 
Keynes' presentation of his system relied on more or less intuitive 
shortcuts and was analytically very sketchy on sevcral important 
points. In a purely doctrine-historical shldy, attempts at extend
ing the argument on these points would not be permissihle. But 
we are interested in getting a feel for the kind of questions that 
are likely to be missed by someone who looks at the world 
through the glasses of the income-expenditure theory. While 
these questions cannot be answered here, it is still desirahle to 
make a preliminary investigation of some of the analytical issues 
which Keynes' theory (as interpreted in this study) suggests but 
does little to solve. 
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(4) A balanced treatment of the d('wlopment of Keyn('sian 
economics would allot space to the difl"erent topics on the hasis 
either of their substantive importance or of the extent to which 
they have aroused controversy in the literature to date. l~ Our 
primary aim is to get an empathic grasp of Keynes' vision. To 
serve this purpose, some topics will be treated at disproportion
ate length. Others will be relatively neglected. Not much will be 
said, for example, on the relationship of Keynes' theory, as it 
evolved over time, to those of D. H. Robertson and the Swedes
Wicksell, Lindahl, Myrdal, Ohlin, and Lundberg. H This may 
admittedly result in giving the false impression of Keynes as the 
lone pioneer on the frontiers of monetary theory in his time. But 
to put his analytical achievements in proper historical perspec
tive is not a major concern of this study. 

Another omission may be more glaring to most readers: The 
aspect of Keynes' theory which has created the most trouble for 
later interpreters, Keynesians and anti-Keynesians alike, is his 
theory of interest-which is rather a theory of short-run interest 
movements. Even more to the point is Keynes' own obvious dis
satisfaction with this aspect of the General Theory. His repeated 
efforts at repairing this vital part of his theoretical structure 
were not only unsuccessful-they produced new contradictions 
and compounded the confusion.l~ The role of the rate of interest 
in Keynes' theory will indeed be a major topic of later chapters. 
But no systematic, critical examination will be made of either 
the Hicks-Hansen "reconciliation" of Keynes and the Classics on 
the detenninants of the interest rate, or the long-smoldering 
Liquidity Preference versus Loanable Funds controversy, despite 

13. The staggering volume of writings on the Pigou-effect, for example, would 
indicate that these two criteria are not synonymous. 

14. On the other hand, Keynes' affinity for some of Cassel's ideas will be dis
cussed at some length, this being a subject which has not previously received the 
attention it deserves. 
15. Cf., e.g., J. M. Keynes, "The Theory of the Rate of Interest," in The LesSOn! 

of Monetary Experience; Essays in Honor of Irving Fisher, New York, 1937; 
"Alternative Theories of the Rate of Interest," Economic Journal, June, 1937; 
'"The 'Ex-Ante' Theory of the Rate of Interest," Economic Journal, Dec. 1937. 
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the importance of these two closely interrelated topics in the 
development of Keynesian economics. 16 

1:2 Problems in Keynesian Exegesis 

The income-expenditure model has long provided the basic 
framework for the exposition of Keynes' system, and for compar
ing Keynesian with Classical theory as well as the General 
Theory with later versions of Keynesian doctrine. While the 
numerous interpretations of Keynes in the last thirty years are 
not identical, the great majority are cast in this mold. Within 
this framework there is, admittedly, ample room for differences 
of emphasis in the various interprctations of Keynes, room that 
has been well utilized-"Nature abhors a Vacuum." But the 
basic mold is there. Yet the warning Signals against accepting the 
income-expenditure tradition as a faithful development of 
Keynes' ideas have been in plain view all the time. 

The role of money The major mystery that the development 
of Keynesianism poses is "why a theory in which money is impor
tant should have turned into the theory that money is unim
portant." I Interest in monetary aspects of macrotheory reached 
its nadir in the mid-1940's-the period of the Keynesian Revolu
tion's "Anti-Monetary Terror"-and has been in the ascendance 
ever since. But despite this increasing interest in monetary 
theor~' and growing faith in the efficacy of monetary policy, the 
analysis of the interaction of "real and monetary phenomena" 
remains basically the same as twenty years ago. One element
the real balance effect-has been added. But the great theoreti
cal debate which has centered on the Pigou-effect has been 
conducted on the common understanding that its empirical rele
vance is nil, at least in the short run. 

16. A discussion of these two topics had at one time heen planned and in 
part prepared, but this was subsequently made redundant by G. Horwich's valu· 
able critical study, Money, Capital, and Prices, Homewood, Ill., 1964. 

1. H. G. Johnson, "The General Theory after Twenty-five Years," American Eco· 
nomic Review, May Ig61, p. IS. 
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The role 0/ the rate 0/ interest The corollary of the "unim
portance of money" has been the "unimportance of interest." 
There has been a type of "vulgar Keynesianism" in which the 
investmt'nt-multiplit'r was the only piece of theoretical equip
ment. This type of mechanical model need not concern us here. 
To a degree, however, the "unimportance of money and interest" 
is true also of the complete income-expenditure model, i.e., when 
it is complemented with the usual assumptions of low interest
elasticity of investment, etc. 

In matters of aggregative economic policy, reliance on fiscal 
policy has been the hallmark of the Keynesian tradition. Re
cently, in appraising the economic policies of the Johnson admin
istration, several newspapers and magazines took note of the 
political influence the New Economics has achieved. Time maga
zine was not alone in daring the generalization that all academic 
economists were now Keynesians. Quite apart from the disregard 
for academic minority views, this characterization of the major
ity contrasts strangely with the appraisal of one distinguished 
Keynesian. Only a few years ago, Sir Roy Harrod wrote a short 
article for Encounter magazine entitled "Are We Really All 
Keynesians Now?" The question was answered in the negative: 
" ... quite apart from Keynes' more radical themes, his central 
doctrines have not been so thoroughly assimilated as might first 
appear." It is of particular interest to note that, among the items 
which Harrod listed to document his assertion that the current 
orthodoxy is un-Keynesian, the "unimportance of interest" 
ranked first: 

Keynes always attached the utmost importance to low interest rates; 
he never ceased to preach them .... They [members of the Estab
lishment] are being completely anti-Keynesian in regard to the matter 
that he held to be of the greatest importance of all.2 

There is abundant evidence in Keynes' writings of the para
mount importance that he attached to low interest rates. This 

2. Cf. Roy Harrod, "Are We Really All Keynesians Now?" Encounter, Jan. 1964, 
pp. 46-50 (Italics added). While the paper was Intended more as a contribution to 
the British economic policy debate than to the academic debate on theory-t)lde the 
address to "'The members of the Establishment" -there can be little doubt that Har
rod's judgment of textbook Keyneslanlsm would be much the same. 
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implies a judgment of the way in which the economic system 
works, which is hardly understandable in terms of the standard 
income-expenditure model. On this point Keynes' vision of the 
world is quite at variance with the vision commonly taught as 
the Keynesian system. While Harrod justly insists on the signifi
cance of this discrepancy, he does not provide a theoretical ex
planation of it. It will be a major objective of the follOWing 
chapters to provide this explanation. 

It will be argued here that not only the interest rate, but rela
tive prices generally, play a more important role in Keynes' 
thought than they have usually been accorded. The price
theoretical content of the General Theory appears to have been 
generally underestimated. The corollary of this is the exaggera
tion of the divergence between Keynes and other prominent 
monetary theorists of the interwar period and, in particular, 
between the Keynes of the General Theory and the Keynes of 
the Treatise. 

The Keynes of exegetical legend The literature devoted to 
the General Theory frequently bears certain peculiar charac
teristics worth keeping in mind. It is hardly an exaggeration to 
say that customary standards of interpretation have been less 
consistently employed in the analysis of Keynes' contribution 
than in assessing the accomplishment of any other major econ
omist. 

The usual approach to the analysis of a man's life-work, 
whether it belongs to the arts or to science, rests on the assump
tion that his thought will show a conSistency and continuity of 
development which, once grasped, make it possible to view his 
work as a coherent whole. Consistency, in this context, need not 
be understood in the restrictive sense of logical consistency, e.g., 
of a mathematical structure, but more loosely as the intellectual 
compatibility of the various beliefs and tenets attributed to the 
man. Nor is continuity to be understood as implying no changes 
in basic views, or merely a process of gradually more detailed 
elaboration of these views. The premise is simply that it should 
be possible to explain the development of a man's views in terms 
of the intellectual influences and important events he is known to 
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have been exposed to. The main accomplishments of a genius arc 
still likely to escape such deterministic explanation and appear 
as "emergent properties" of the scientific process even long 
afterwards.3 

This is the approach which doctrine-historians take towards 
the classic works in economics. But it hardly describes the treat
ment of Keynes in the "Keynes and the Classics" debate. Instead, 
there has sprung up a legend about Keynes, to which many have 
contributed. 

This legend puts a smokescreen over the General Theory that 
is quite difficult for the student who is new to the subject to 
penetrate. It tends even to discourage the effort, for part of the 
legend is that what is worthwhile in Keynes' thought can be 
better learned elsewhere. The smoke has not been generated 
altogether without fire. As an economic theorist, Keynes was not 
without faults; he was not proof against logical inconsistencies 
and, errors apart, he had certain irritating habits of analysis and 
presentation that have not been at all helpful to later students. 
These are facts which cannot be denied. Still, the problem is to 
keep his faults in the right perspective. In the view of Keynes 
that seems to be increasingly more widespread, these faults are 
blown up out of all proportion, distorting both the magnitude of 
his accomplishments, and more importantly the substantive con
tent of his theory. 

Three aspects of this legend tend to distort our view of the 
General Theory: (a) the tendency to underestimate the analyti
cal quality of the work, (b) the tendency to underestimate the 
continuity in Keynes' intellectual development and, in particular, 
to exaggerate the General Theory's departures from the theory of 

3. In economics, Schumpeter is the main proponent of this exegetical approach. 
His tenn "Vision" refers precisely to this consistent Gestalt which the doctrine
historian postulates and uses as an organizing frame within which he attempts to 
put aspects of the subject's work in an understandable relation to each other. 
Similarly, Schumpeter always took pains to paint the intellectual and historical 
environment of the subject's analytic contribution. If anything, Schumpcter over
stressed the continuity aspect-or at least one would like to think so. His well
known thesis that a scholar's main ideas nre all arrived nt before thirty years of 
age-that his Vision is complete by then-and that his work beyond that point 
consists solely in re6ning these ideas, is somewhat depressing. 
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the Treatise, and (c) the tendency to overemphasize the extent 
to which Keynes was intellectually independent of other mone
tary theorists both of his own and earlier generations. 

Belief in the legend reflects a patronizing attitude towards 
Keynes. Not a patronizing attitude towards the man and his 
work as a whole-few people have attained an eminence which 
would pennit them to adopt such a stance-but towards Keynes 
as a theoretical economist, as an academic professional. 
Strangely enough, this notion of Keynes as a brilliant man and a 
great man, but a great man dabbling in economics, seems to be 
most prevalent among professed "Keynesians." The danger in all 
three elements of the legend is that they give so much leeway in 
the interpretation of Keynes' writings: These presumptions do 
not require that one's analysis of Keynes' work yield a very 
coherent picture. 

We have an illustration of this in the view which states that a 
few chapters of the General Theory contain the meat and that 
the others are basically redundant and may be ignored. The 
"redundant" chapters are, of course, those whose content is not 
needed for the explanation and presentation of the standard 
income-expenditure model. Professor Hansen, for instance, ar
gues that "not much would have been lost" if Chapter 16 and the 
difficult Chr.pter 17 "had never been written." 4 Thus one meets 
two propositions in the standard interpretation of Keynes that 
are hard to reconcile: (a) the logic of the work is "sloppy" be
cause Keynes was anxious to reach his audience as soon as possi
ble, and (b) large parts of the work are irrelevant to the message 
and need never have been written. 

This view of the General Theory as a work of only loosely 
integrated parts provides a good deal of latitude for the inter
preter's own judgment in selecting the parts he wants to empha
size. The same selective approach has prevailed with respect to 
Keynes' theoretical output as a whole. Keynesian exegesis has 
focused overwhelmingly on the General Theory and the handful 
of articles in which Keynes sought to summarize or to clarify 
certain aspects of the General Theory in the years immediately 

4. CE. A. H. Hansen. A Guide to Keynes. New York. 1953. pp. 155-59· 
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following its appearance. The degree to which this part of his 
work can properly be regarded as independent of what went 
before and came after it has been much exaggerated. 

At the time when the popular "Keynesian" conviction on the 
lack of importance of money and financial markets was at its 
peak, a view of Keynes' work as almost completely lacking in 
continuity was necessary in order to make the General Theory 
"fit" the then-current doctrine. Before the General Theory 
Keynes had consistently approached macro theoretical problems 
from the "monetary" side, and in subsequent years he resumed, 
and concentrated almost exclusively on his work with monetary 
problems. In the mythology of the New Economics, the General 
Theory made a clean break with Keynes' own previous major 
contributions, while his later efforts show a regrettable tendency 
to "relapse" into modes of thought that the General Theory-i.e., 
the income-expenditure version of it-had made outmoded. This 
theme in Keynesian exegesis provides some of its most curious 
passages. The tendency to read contemporary income-expendi
ture dogma into the General Theory is exemplified, for example, 
by Klein, who notes statements made by Keynes both before and 
after the General Theory expressing the conviction that aggre
gate investment is very responsive to low rates of interest. In 
Klein's version, the Keynes of the General Theory sees the 
income-expenditure "Truth" of the matter and draws the appro
priate conclusion, i.e., that monetary policy cannot be relied 
upon, thus departing from his previous views. Later, the validity 
of the assumption of low interest-elasticity of investment escapes 
him and he relapses into a preoccupation with monetary mat
ters.5 

Still, Keynes more than once showed a "lack of patriotism for 
his own past ideas." 6 He had the courage to change his mind on 
occasion. The risk which the interpreter runs is to exaggerate 
this pragmatic trait and then to use the resulting caricature to 
gain excessive "degrees of freedom" in his interpretation of 

s. Cf. L. R. Klein, The Keynesian Revolution, New York, 1960 edn., pp. 66-67. 
Compare the discussion in Chapter III: 3, below. 
6. J. Robinson, Economic Philosophy, Chicago, 1962, p. 86. 
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Keynes' work. Schumpeter expresses a view at the opposite 
extreme: 

So far as this line of endeavor of a man of many interests was con
cerned, the whole period between 1919 and 1936 was then spent in 
attempts, first unsuccessful, then increasingly successful, at imple
menting the particular vision of the economic process of our time that 
was fixed in Keynes's mind by 1919 at latest.7 

This may also be a caricature, but as a general presumption on 
which to base the exegetical effort, it is sounder than the oppo
site approach. 

The points at which this issue of continuity versus "change of 
mind" must be considered are numerous in Keynes' work. Two 
things, at least, must therefore be kept clear. 

First, one must not give undue Significance to changes in 
terminology, in the definitions of variables, etc. For instance, the 
fact that realized savings and realized investment are unequal 
when income is changing in the Treatise, while realized savings 
and investment are always equal in the General Theory, docs not 
per se indicate a change in Keynes' basic views. Most often, such 
changes as these merely reflect Keynes' continuous stmggle to 
achieve a clearer and more powerful analytical fornmlation of 
his theories. 

Second, the political objectives and the political context of 
Keynes' writings must be remembered. He was forever preoccu
pied with immediately pressing practical problems. In trying to 
find policy solutions for these problems through the application 
of general theoretical principles, he was led to a series of 
theoretical innovations. In presenting his results, however, his 
sole objective was not to communicate these innovations to the 
academic community; rather, the more important objective was 
to press for the adoption of the policy proposals he had arrived 
at. It appears that Keynes' judgments of what was politically 

7. Schumpeter, op. cit., p. 42. There is very strong support for Schnmpeler's \~ew 
in Harrod's Life of John Maynard Keynes (London, 1951; hereafter. IInrrod's 
Life), p. 350: "[It is interesting to reSect on] ... how early (1924) Keynes had 
completed the outline of the public policy which has since been specifically as
sociated with his name ...• The main framework was there in 1924'" 
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feasible at the time has colored his writings to an extent that 
more academically oriented economists have not always fully 
appreciated. Consideration of this is particularly important in 
developing the right perspective on the policy views that Keynes 
expressed in the General Theory, particularly his preference for 
fiscal policy measures in combating a depression, and his pessi
mistic views on the efficacy of monetary policies. 

In the Treatise, Keynes had already arrived at the conviction 
that, if a contraction were once allowed to gather momentum, 
the type of monetary policy measures conventionally used by the 
Bank of England up to that time would be inadequate to correct 
the situation rapidly enough. A belated Central Bank action, he 
urged, must take the form of "open-market operations to the 
point of saturation" or a "monetary policy Ii outrance" as he 
termed it. He was careful to point out that such a policy would 
mean that the Central Bank would incur losses on its open 
market operations over time. This type of monetary policy al
ready borders on the fiscal policy measures advocated in the 
General Theortj. The suggestion that the Old Lady of Thread
needle Street should run her affairs in this manner was-if 
possible-received with even more horror in 1930 than the "un
sound" Keynesian fiscal policy recommendations in later years.s 
Keynes' experiences with the Bank of England representatives, 
when he was a member of the Macmillan Committee, demon
strated quite clearly the uselessness of investing his influence and 
energy in pressing for this type of monetary policy. If the Cen
tral Bank could not be made to take losses for the general welfare, 
the government must. In reading the General Theory, Keynes' 
"political" experiences from 1930 on must be remembered.9 

The relationship between the "Treatise" and the "General 
Theory" A "classic" is often defined as "a book which no one 

8. Keynes' broad hints that he regarded these losses ns quite approprinte punish
ment for being late are not likely to have made his prescriptions more palatable. 
Cf. Treatise, Vol. II, esp. pp. 36g-74. The theoretical issue involved is discussed in 
greater detail in Chapter V, below. 
g. Cf. Harrod's Life, Cbs. X-XI, esp. pp. 413 ff. Harrod's eloquent and well
balanced testimony to the consistency of conception underlying the changes in 
Keynes' position in response to unfolding events is found on pp. 467-73. 
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reads." The General Theory may now be in danger of falling 
irrevocably into this category. The Treatise has not been widely 
read for a long time. This is hardly because it has attained the 
status of a classic-rather, because of the belief that the General 
Theory made it superfluous to study the Treatise. Keynes' insis
tence that the General Theory built on the Treatise has not been 
heeded; later developments have verified his statement that "the 
relation between this book and my Treatise on Money . . . is 
probably clearer to myself than it will be to others; and what in 
my own mind is a natural evolution in a line of thought which I 
have been pursuing for several years, may sometimes strike the 
reader as a confusing change of view." It is well known that 
Keynes invested a tremendous amount of time and effort in the 
Treatise and that his hopes about its reception were not fulfilled. 
It was not hailed as a "great contribution," but merely as a 
worthwhile book marred by certain errors of analysis. 

The contrasts between the two works are dramatized by the 
switch from the "Fundamental Equations" of the Treatise to the 
investment-multiplier of the General Theory as the expository 
device whereby Keynes sought to compress a complicated and 
sophisticated theory in a nutshell. The switch is theoretically 
significant, yet it must not be misinterpreted. The multiplier 
does, indeed, summarize the two major changes in his model, i.e., 
( 1) the idea that the system responds to disturbances by quan
tity adjustments and not simply by price-level adjustments 
(wh ile remaining at full employment), and (2) the idea that 
initial disturbances are amplified through the consumption
income relation. 

In another respect, however, this switch of expository devices 
can very easily be misleading. The Fundamental Equations wcre 
recognizable descendants of the traditional Equation of Ex
change.10 In the Treatise, the Quantity Theory lineage is still 
very evident-the various factors affecting income are still ana
lyzed in terms of their impact on the excess demands for the 
assets and liabilities of the banking system. 1I The Illultiplicr-

10. CE. Treatise, Vo\. I, Ch. 10: iv and Ch. 14. 

11. CE. Treatise, Vo\. I, pp. 142-44, 182-84. The~e passages will be discussed 
below In Chapter V. 
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analysis, in contrast, focuses directly on the demand for and 
supply of commodities. This switch in the immediate focus of 
the analysis from the excess demand (supply) of "money" to the 
excess supply (demand) of commodities has probably contrib
uted heavily to the widespread impression that the General 
Theory represents a clean break with Keynes' "monetary" past 
and an attempt to approach macroeconomics practically from 
scratch-and then from the "real" side. What is involved, how
ever, is merely a translation, from one language to another, of 
the terms used to discuss the maladjustments forCing a change in 
the level of money income. The "code-key" is simply the budget
identity for the system as a whole-Walras' Law, if you will 12_ 

which, under the dynamiC assumptions used by Keynes, dictates 
that the excess supply of commodities should be equal in value 
to the excess demand for money. There is no evidence that this 
translation reHects any basic change in Keynes' views of the 
processes generating changes in money income and of the role of 
financial markets in such processes. In particular, it does not 
reHect some new-found conviction that "money is unimportant." 

The development in Keynes' views that is relevant here did 
not take place between the Treatise and the General Theory but 
between the Tract on Monetary Reform 13 and the Treatise. To 
appreciate properly the relevance of the Treatise to the General 
Theory, it is exceedingly important to be clear on this point. By 
and large the Tract still respected the traditional boundary 
between monetary theory and value theory, whereby the former 
dealt with the demand for output in general and the value of 
money, and the latter with relative prices. In the interval be
tween the two works, Keynes-very much under the inHuence of 
D. H. Robertson-had come to the conviction that it was neces
sary to relinquish this traditional compartmentalization in order 
to explain the disequilibrium processes producing changes in 
money income and price levels and, in particular, to explain the 
modus operandi of monetary policy. The analysis of these dis-

12. Use of the term "Walras' Law" here risks some misunderstanding. The prob
lems involved must, however, wait to Chapter II where, follOWing Clower, we will 
prefer the term "Say's Principle" as less likely to invoke irrelevant connotations. 

13· London, 1924. 



INTRODUCTION 

equilibrium processes-the "short run" -was always his chosen 
subject. The disaggregation of total output into consumer goods 
and investment goods was a sine qua non of the process-analysis 
presented in the Treatise, since it invoked systematic changes in 
the relative price of the two (and in their relative rates of out
put) in explaining how money income moves from one short-run 
"equilibrium" level to another. H In the Treatise, however, 
Keynes did not succeed in distilling a logically consistent model 
from this vision of how income changes are generated. The 
trouble was that the Fundamental Equations still incorporated a 
variable purporting to represent the total physical volume of 
output, in the way of the traditional Equation of Exchange, and 
thus they were inconsistent with the verbal explanation of the 
processes studied. 16 

14. The basic contention here is that a monetary injection (for example) will not 
impinge with the same force on all markets and all prices. Consequently, an 
understanding of the modus operandi of monetary policy requires an anal~ sis 
which descends at least one step from the ultimate level of aggregation of both 
the Cambridge-equation and the Equation of Exchange. (This idea was later all 
but buried in the avalanche of static, one-commodity models produced first by the 
Keynesian Revolution and then by the Neoclassical Resurgence.) When all is 
serene once more, of course, only the new level of nominal values remains as a 
ghostly, "unreal" monument to past Central Bank efforts. Keynes' repeated 
acknowledgments of the validity of the Quantity Theory in the long run show 
that he understood quite clearly that this traditional tool was sufficient in order to 
obtain comparative static results. Similarly, his criticisms of Quantity Theory 
formnlations reveal his understanding of what witnesses to the later "Neutrality" 
debate known only too well, namely, that comparative static analysiS can tell us 
nothing about the "real" powers of Central Banks or of how they should be used 
in different circumstances. 
15. For the purposes of the follOwing discussion, the coup de grdce to the un
happily baptized "Fundamental Equations" was dealt by F. A. von Hayek, -Re
flections on the Pure Theory of Money of Mr. J. M. Keynes, Part I" EconomJca, 
Aug. 1931, section VII, esp. p. 287. Cf. also, A. H. Hansen, "A Fundamental 
Error in Keynes's 'Treatise on Money,''' American Economic ReView, Sept. 1932; 
and A. G. Hart, "An Examination of Mr. Keynes's Price-Level Concepts," Journal 
of PoUtlcal Econpmy, Oct. 1933. D. H. Robertson's review article "Mr. Keynes' 
Theory of Money," Economic Journal, Sept. 1931, is also important. 

That, when handled with some circumspection, the "Fundamental Equations" 
can still be used to heuristic advantage in elUcidating Keynes' conception is amply 
demonstrated by M. L. Burstein, M.oney, Cambridge, Mass., 1963, Chapter XII, 
App. A; and also by J. R. Hicks In Chapter 11, Critical Essays In Monet4ry 
Theory. 
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analysis, in contrast, focuses directly on the demand for and 
supply of commodities. This switch in the immediate focus of 
the analysis from the excess demand (supply) of "money" to the 
excess supply (demand) of commodities has probably contrib
uted heavily to the widespread impression that the General 
Theory represents a clean break with Keynes' "monetary" past 
and an attempt to approach macroeconomics practically from 
scratch-and then from the "real" side. What is involved, how
ever, is merely a translation, from one language to another, of 
the tenns used to discuss the maladjustments forcing a change in 
the level of money income. The "code-key" is simply the budget
identity for the system as a whole-Walras' Law, if you will 12_ 

which, under the dynamic assumptions used by Keynes, dictates 
that the excess supply of commodities should be equal in value 
to the excess demand for money. There is no evidence that this 
translation reHects any basic change in Keynes' views of the 
processes generating changes in money income and of the role of 
financial markets in such processes. In particular, it does not 
reHect some new-found conviction that "money is unimportant." 

The development in Keynes' views that is relevant here did 
not take place between the Treatise and the General Theory but 
between the Tract on Monetary Reform 13 and the Treatise. To 
appreciate properly the relevance of the Treatise to the General 
Theory, it is exceedingly important to be clear on this point. By 
and large the Tract still respected the traditional boundary 
between monetary theory and value theory, whereby the former 
dealt with the demand for output in general and the value of 
money, and the latter with relative prices. In the interval be
tween the two works, Keynes-very much under the inHuence of 
D. H. Robertson-had come to the conviction that it was neces
sary to relinquish this traditional compartmentalization in order 
to explain the disequilibrium processes producing changes in 
money income and price levels and, in particular, to explain the 
modus operandi of monetary policy. The analysis of these dis-

12. Use of the term ''Walras' Law" here risks some misunderstanding. The prob
lems involved must, however. wait to Chapter II where. follOWing Clower, we will 
prefer the term "Say's Principle" as less likely to invoke irrelevant connotations. 

13· London, 1924. 
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equilibrium processes-the "short run"-was always his chosen 
sub;ect. The disaggregation of total output into consumer goods 
and investment goods was a sine qua non of the process-analysis 
presented in the Treatise, since it invoked systematic changes in 
the relative price of the two (and in their relative rates of out
put) in explaining how money income moves from one short-run 
"equilibrium" level to another.14 In the Treatise, however, 
Keynes did not succeed in distilling a logically consistent model 
from this vision of how income changes are generated. The 
trouble was that the Fundamental Equations still incorporated a 
variable purporting to represent the total physical volume of 
output, in the way of the traditional Equation of Exchange, and 
thus they were inconsistent with the verbal explanation of the 
processes studied.1G 

14. The basic contention here is that a monetary injection (for example) will not 
impinge with the same force on all markets and all prices. Consequently, an 
understanding of the modus operandi of monetary policy requires an analysis 
which descends at least one step from the ultimate level of aggregation of both 
the Cambridge-equation and the Equation of Exchange. (This idea was later all 
but buried in the avalanche of static, one-commodity models produced first by the 
Keynesian Revolution and then by the Neoclassical Resurgence.) \\'hen all is 
serene once more, of course, only the new level of nominal values remains as a 
ghostly, "unreal" monument to past Central Bank efforts. Keynes' repeated 
acknowledgments of the ->'alidity of the Quantity Theory in the long run show 
that he understood quite clearly that this traditional tool was sufficient in order to 
obtain comparative static results. Similarly, his criticisms of Quantity Theory 
formulations reveal his understanding of what witnesses to the later "Neutrality" 
debate known only too well, namely, that comparative static analysis can tell us 
nothing about the "real" powers of Central Banks Or of how they should be used 
in different circumstances. 

15. For the purposes of the following discussion, the coup de grdce to the un
happily baptized "Fundamental Equations" was dealt by F. A. von Hayek, "Re
flections on the Pure Theory of Money of Mr. J. M. Keynes, Part I" Economica, 
Aug. 1931, section VII, esp. p. 287. Cf. also, A. H. Hansen, "A Fundamental 
Error in Keynes's 'Treatise on Money:" American Economic Review, Sept. 1932; 
and A. C. Hart, "An Examination of Mr. Keyncs's Price-Level Concepts," Joumtll 
of Political Econ(lmy, Oct. 1933. D. H. Robertson's review article "t.fr. Keynes' 
Theory of Money," Economic Journal, Sept. 1931, is also important. 

That, when handled with some circumspection, the "Fundamcntal Equations" 
can still be used to heuristic advantage in elUcidating Keynes' conception is amply 
demonstrated by M. L. Burstein, Money, Cambridge, Mass., 1963, Charter XII, 
App. A; and also by J. R. Hicks in Chapter 11, Critical Essays In Monetary 
Theory. 
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In the General Theory, the Fundamental Equations (and 
mathematical ambitions generally) were given up. Quite ironi
cally, Keynes' successors immediately reverted to an algebraic 
model devoid of relative prices and with only a single commod
ity aggregate-a model which showed no trace of the analytical 
problem that Keynes had wrestled with for a decade. 

Relative prices and the importance of money The main 
innovation-and virtually the only major innovation-attempted 
in the General Theory was the effort to provide a systematic 
analysis of the behavior of a system that reacts to disturbances 
through quantity ad;ustments, rather than through price-level or 
wage-rate adjustments.16 The explanation of sustained and sub
stantial unemployment is, of course, the main theme of the 
Keynesian Revolution and must, therefore, be our main subject 
in later chapters. This revolution we will interpret as an attack 
upon the foundations of the received Theory of Markets as a tool 
for the analysis of short-run problems. But there was also an
other revolution, almost equally important to Keynes, which we 
should consider here. It had been attempted earlier but re
mained, as just described, unfinished business, since the Hawed 
weapons with which it had been launched in the Treatise had 
not carried the day. This was the attack on the received Theory 
of Money as a tool for the analysis of short-run problems.17 

When one strips Keynes' work of the great efforts at economic-

16. Cf. General Theory, pp. vi-vii: " ... what now seems to me to be the 
outstanding fault of the theoretical part of [the Treatise is] that I failed to deal 
thoroughly with the eHects of changes in the level of output." Note especially 
that Keynes here says the effects, not the causes, of changes in output. Apart from 
Chapter II, this study will concentrate on the initial causes of changes in output 
and employment. This requires that we deal with Keynes' "instantaneous picture 
taken on the assumption of a given output," which he cited as the focal point of 
the Treatise, and therefore rely heavily upon that earlier work. 

17· This was the revolution to which D. H. Robertson had the greater claim and 
it remained the more important to him. When its issues became Ilrst confounded 
and then lost in the later theoretical upheaval, Robertson-being at the same time 
much sounder than Keynes on the crucial interest-theoretical issues and much 
more Srmly wedded than Keynes to the Marshallian Theory of Markels-Qpted 
out of the "Keynesian" revolution. 
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political persuasion, these stand out as his two main themes as 
an economic theoretician. 

The older theme was almost entirely submerged in the fervor 
caused by the newer. In its burial, down went most of the price
theoretical and monetary content of Keynes' theory and into the 
light came strange new doctrines of the "unimportance of 
money" and the "ineffectiveness of monetary policy." This led 
also, as we shall argue in Chapter II, to a distorted view of 
Keynes' new theme. It is in this unbalanced view of Keynes' 
theoretical aims that one finds the roots of the biases against 
price theory and against monetary theory which came to charac
terize the New Economics. 

That Keynes was still preoccupied with the older theme when 
writing the General Theory there can be no doubt. The issue is 
very clearly stated in the Preface: 

When I began to write my Treatise on Money I was still moving 
along the traditional lines of regarding the influence of money as 
something so to speak separate from the general theory of supply and 
demand. 

And towards the close of the body of the book: 

The division of Economics between the Theory of Value and Distribu
tion on the one hand and the Theory of Money on the other is, I 
think, a false division.1s 

Again, the Preface promises that the theory of a monetary econ
omy will be: 

... linked up with our fundamental theory of value. We arc thus led 
to a more general theory, which includes the classical theory with 
which we are familiar, as a special case. 

And towards the end (with unwarranted satisfaction, as it turns 
out): 

18. General Theory, p. 293. 
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One of the objects of the foregoing chapters has been to escape from 
this double life and to bring the theory of prices as a whole back to 
close contact with the theory of value.19 

Three observations are pertinent: 
( 1) The Treatise remains the better guide to Keynes' views on 

the old theme. Keynes did not feel obliged to repeat in the Gen
eral Theory all the Money and Banking material developed at 
length in the earlier work. Unfortunately, the General Theory is 
frequently so sketchy as to make references unnecessarily ob
scure and cryptic: 

. . . whilst it is found that money enters into the economic scheme in 
an essential and peculiar manner, technical monetary detail falls into 
the background.20 

This states the intention, but in execution "technical monetary 
detail" too often fell right out of the picture to the extent that it 
has proved difficult for many later Keynesians to convince them
selves that "money enters into the economic scheme" not just in a 
peculiar but also in an essential manner. Although the number of 
pages devoted to Liquidity Preference, interest rate movements, 
the operation of securities markets, etc., is quite large in the 
General Theory, it has nonetheless been quite easy to underesti
mate the Significance Keynes attached to the financial side of 
"real" processes. But with a comprehensive treatise on money 
and finance behind him, it was only natural for Keynes to 
concentrate on Employment and give only a condensed treat
ment of Interest and Money-the other two-thirds of his title. 
But "the appearance of the General Theory greatly militated 
against the reading of the Treatise." 21 

19. Loc. cit. 

20. General Theory, p. vii. 

21. Harrod's Life, p. 404. Harrod's judgment (p. 403) is again worth quoting: 
''There is, however, something to be said for the view that the student of the 
future, if he had to choose among Keynes' works, would get the best picture of his 
total contribution to economics in the Treatise. It is not his last word on his 
central theme, but it supports that theme by a whole host of characteristic views 
about all the details of the complex subject of money which are only to be found 
in this volume." 
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(2) If Keynes had not been so convinced that relative prices 
were an essential part of the way in which "the causal process 
actually operates during a period of change," 2~ and that they 
therefore could not be thrown out in the construction of a 
macromodel, the General Theory would presumably have fol
lowed in the traces of the Tract and the Treatise and Keynes' 
novel ideas would have been presented as a "new twist" on the 
Cambridge-equation. His followers could not then have avoided 
regarding him as the latest in the long line of great British mone
tary economists rather than as the man who ruled monetary 
theories of fluctuations out of contention. 

The distinguishing feature of Quantity Theories is simply the 
idea that the most convenient method of analyzing income 
movements is to define a coIIection of assets, called "money," and 
to organize the determinants of money income in terms of their 
effects on the supply of and the demand for money. One cannot 
require that a Quantity Theory should postulate either pure 
price-level adjustment or continuous constancy of velocity over 
time-if these criteria were imposed on the short-run analysis we 
might well find that history is devoid of "pure" Quantity theo
rists. Keynes could not accept the assumption that aggregate real 
output can be unambiguously defined. An excess demand for 
money, for example, would in general not be accompanied by an 
excess supply evenly distributed over the components of that 
output. Relative prices do not stay constant as "the" price level 
adjusts. Had K'~ynes not insisted on the distinction between the 
output of investment goods and consumption goods, therc would 
have been little, if anything, to prcvent him from taking the tradi
tional monetary approach: (a) by incorporating the prospective 
yield on commodities into the money-demand function, one of 
the desired properties of his system would be taken care of-a 
decline in the marginal efficiency of capital would cause a de
cline in aggregate demand (velocity); (b) by postulating less 
than perfect price-flexibility, he would still obtain the short-nm 
quantity adjustments to explain reductions in output and em
ployment (as the New Quantity theorists do today); and (c) by 

.2.2. Treatise, Vol. I. p. 133. 
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assuming the money-demand function (or the supply function) 
recursive in income, he could even have introduced the type of 
amplification of initial disturbances that the multiplier embodies. 

In a mechanical way, at least, such a procedure would have 
taken care of the most prominent features of his model, i.e., 
those features that the income-expenditure theorists adopted and 
elaborated. We will have to probe much deeper into Keynes' 
views vis-a-vis received value theory to get a grasp of the ideas 
that would not be adequately represented by a model of the type 
just sketched. 

(3) The price-theoretical content of Keynes' theory was inex
tricably intertwined with his views about the connection be
tween what Keynesians have come to call the "real sector" and 
the "monetary sector." The early income-expenditure literature 
entirely missed the price-theoretical content and, much for that 
reason, came unduly to neglect the monetary side of "real" 
processes.23 

What went wrong? I believe that Keynes' incredibly tortuous 
fonnulation of his interest theory, and the interminable conun
drums this caused, is prinCipally to blame. It is curious that, 
while he has been much criticized for error on this account, he 
has also been highly praised for haVing supplied a simple, 
powerful, and durable apparatus for the analysis of the deter
mination of income and interest.24 It seems fair to ask whether 
that accolade is really deserved. The apparatus is still in use, it is 
true, but it contains a semantic trap or two which makes it less 
than simple to handle correctly. The main trouble, I suspect, lies 
simply in Keynes' taking over the definition of "saving" as "non
consumption" from the "pure" theories of interest, which he 

23. The literature contains, for example, an abundance of short-run fiscal policy 
models and recursive growth and/or cycle models which postulate only some 
simple relationships among Income Account (flow) variables and say nothing at 
all about the Capital Accounts. Thus, we have had analyses of fiscal measures 
which suggest that the effects are invariant to the means of financing government 
expenditures (borrowing or money creation), and cycle models which exclude not 
only relative values but money supply and money demand relationships, and 
therefore the price level, as well. 
24. D. H. Robertson, who saw most clearly what was wrong, did tie his criticism 
of Keynes' interest theory to a critique of the conceptual apparatus. 
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wanted to criticize. These theories dealt with barter systems in 
which context the definition is quite appropriate. Keynes' "ex 
ante saving" variable makes no clear distinction hetween the two 
components of this flow-the demand for non-money assets and 
the demand for money.2G 

The propositions about the determination of the interest rate 
in the short run that Keynes wanted to build into his model are 
quite simple: Only in the very long run need long-term interest 
rates conform to the underlying physical transformation possibil
ities and intertemporal preferences of households. In the "short 
run," speculation in securities markets will make them diverge 
from the levels that would obtain under conditions of full infor
mation about transformation possibilities and "tastes." Hoarding 
or dishoarding is the concomitant of this speculative activity 
which stabilizes yields at levels that do not permit perfect coor
dination of saving and investment plans. 

In trying to communicate these ideas, Keynes chose to ham
mer away at two related statements: (a) saving and investment 
determine income, and not the interest rate; and (b) liquidity 
preference (and the supply of money) determines the interest 
rate, and not money income. Both statements were aimed to 
dramatize his departures from received doctrine and both turned 
out to be quite misleading. For they put stress on the differences 
in language between Keynes and the "Classics" at the expense of 
the underlying correspondence on matters of substance. What is 
involved is siTPply the "translation" previously mentioned. The 
traditional statement was that the supply and demand for money 
determined money income, e.g., that an excess of ex ante demand 
for money over the supply must necessarily lead to an all-around 
reduction in expenditures and incomes. An excess of ex ante 
saving over investment, in Keynes' model, says exactly the same 
thing: In the aggregate, attempts to hoard must be self-defeating 
if the money supply is constant.26 Ex ante saving minus ex ante 

25. Cf. Horwich, Money, Capital, and Prices, op. cil., passim. 

26. Keynes was not unaware of this. While many Keynesians saw great signifi
cance in his so-called "Paradox of Thrift" as pointing Ollt a danger which Clas
sical theory had failed to reveal (thus not recognizing it AS a translation of the 
most ancient proposition of monetary theory), Keynes ('onclnded his dis(,lIssioll of 
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investment equals ex ante hoarding-ex post, both sides of the 
equation must be zero. 

The frequent confusion of the role of money in the determina
tion of money income found in the early income-expenditure 
literature Illust be associated with its disregard for general price
theoretical prinCiples. Keynes' followers were greatly perplexed 
by his apparent denial of any role to Thrift and Productivity in 
the determination of the interest rate, even while they accepted 
his dictum on saving and investment determining income un
questioningly (and without a clear grasp of its implications with 
regard to the excess demand for money). This led to curious 
results, exemplified by Professor Hansen's "integration" of Clas
sical and Keynesian interest theory-an analysis which is still 
well entrenched in the textbook literature. Hansen's demonstra
tion of the role of saving and investment in the determination of 
the interest rate involved the description of certain processes, of 
which the following is an illustration: (1) an increase in "Thrift" 
is interpreted as an upward shift of the saving schedule; (2) 
with investment "autonomous," this leads to a reduction in in
come; (3) the money stock being given, the reduction in income 
is seen to create an excess supply of money, which (4) spills 
over into demand for bonds and drives down the interest rate. 

The reasoning is false. A proper analysis would recognize that 
while income is declining, there is an excess demand for money, 
corresponding to the excess supply of commodities on which the 
deSCription explicitly focuses. The decline in income will be 
halted when the excess demand for money and the excess supply 
of commodities simultaneously reach zero. Keynes' obscure dis
cussion is to blame for the spread of the notion, implicitly 
accepted in analyses of the type just paraphrased, that the rate 
of interest will decline if and only if there has emerged an excess 
supply of money. In fact, shifts in saving and investment will 
either have a direct impact on securities markets and the rate of 

it in the follOwing way: 'The above is closely analogous with the proposition 
which hannonizes the liberty, which every individual possesses, to change, when
ever he chooses, the amount of money he holds, with the necessity for the total 
amount of money, which individual balances add up to, to be exactly equal to the 
amount of cash which the banking system has created .... This, indeed, is the 
fundamental proposition of monetary theory." Cf. General Theory, pp. 84-85. 
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interest, or the rate of interest will not be affected at all in the 
case considered, since the process does not generate an excess 
supply of money. Instances of this type of analysis, most often 
characterized by a mechanical manipulation of the IS-LM dia
gram or the corresponding simultaneous equation system, are 
extremely common in the income-expenditure literature.27 

The Keynesian Revolution Keynes envisaged a grand synthe
sis of the theory of value and the theory of money, as we have 
seen. The actual consequences of the General Theory, howe\'er, 
were to establish "Keynesian ism" as a third body of analysis 
antithetical to traditional monetary approaches and unrelated to 
value theory. 

It is all a very strange story. It is a story which can hardly be 
understood except by reference to the intellectual climate in 
which the General Theory made its appearance. For most econ
omists, the experience of the thirties had been traumatic. The 
profession had been unable to come to a consensus on an action 
program squarely based on accepted economic analysis. In this 
atmosphere the General Theory was received as a liberating 
revelation and it was perhaps inevitable that the acceptance of 
the "New Faith" should be combined with a purge of the old 
doctrines, associated as they were with feelings of guilt and 
impotence. 

This brings us back once more to the "legend" which still ob
structs a clear persrective on Keynes' aims and accomplishments. 
In the revolutionary spirit of early Keynesianism, he was painted 
as the Redeemer untainted by earlier dogmas that had failed to 
provide salvation from the unparalleled catastrophe of the Great 

27. This is amply demonstratcd by Horwich's scholarl~' and thorough rcview of 
this literature. Cf. op. cit., esp, Chaptcr X and its appcndix ("A Refonnulation of 
the Hicks IS-LM Diagram") and also the samc nuthor's carliN "Money, Prices, 
and the Theory of Intcrest Determination," Economic Joumal, Dec, 1957. 

Part of the problem above is, of course, that comparativc stntic experiments 
with the standard simultaneous cquation model cannot )icld an~' statcmcnts 
relating to the process connccting the initial and t"nninal "<'<]uilihrin," Thc srem
ing precision of the algcbraic manipulations disg"is"s the fact that "equation
skipping" sketches of intervening events arc altogether impressionistic and-if 
careful attention is not paid to the implied distrihution of excess demands over 
the markets of the system-will make sense only by pure chance. 
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Depression. Rather than having provided a new "monetary" 
explanation of unemployment linked to "our fundamental theory 
of value," Keynes-in this view-successfully demonstrated not 
only that the theory of value was not fundamental, but that it 
was useless in the analysis of macroeconomic problems. In addi
tion, he was credited with having eliminated "monetary theories" 
of business fluctuations from serious consideration. From the 
standpoint of the development of economic analysis, the view 
was harmful-it contributed to the fragmentation of the body of 
general economic theory. The best that can be said for it is that 
it did not underestimate Keynes' capabilities as a professional 
economist. If anything, it offered instead a wildly exaggerated 
image of his intellectual capability. 

In the course of the Neoclassical re-examination of Keynes' 
contribution, the estimate of his analytical capabilities and 
achievement veered towards the other extreme: from the stand
point of pure theory, Keynes' contributions were now considered 
trivial and not even original. To a considerable extent, Keynes 
was once again to blame. His propagandistic style and the 
polemics in which he engaged were most certainly conducive to 
this kind of appraisal. It was inevitable that the "Keynes and the 
Classics" debate would come to focus attention on the analytical 
"strawmen" Keynes had erected in considerable numbers as con
venient targets for his polemics. Were it not for these "red 
herrings," one would expect the Neoclassical re-examination to 
have led to a re-evaluation of the role of money and relative 
prices in Keynes' thought. But the nature of his polemics stood 
in the way of such a reappraisal and seemed instead to point to 
another inference, namely that Keynes was simply not very 
familiar with received theory and had not mastered the tools of 
traditional economic analysis. 

It is this inference which lies at the bottom of the patronizing 
attitude towards Keynes qua academic economist. Macroeco
nomic (monetary) problems, national and international, engaged 
Keynes' professional attention throughout his life, and micro
economics per se held little interest for him. But it is a far cry 
from this observation to the contention that he had little under
standing of microeconomic tools. It should be remembered that 
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he made contributions in various areas, for example, to the 
theory of index numbers and to the theory of forward markets. 
Undeniably, however, his writings on such problems leave one 
with the impression that he was interested in them only as build
ing blocks for his macroeconomic structure. His work was almost 
never carried beyond the pOint absolutely necessary for the 
system-building effort.28 Whenever the existing building blocks 
seem·to fit his purpose, he was, as Mrs. Robinson notes, "content 
to leave orthodoxy alone"-a comment which would seem to 
suggest that the value-theoretical content of Keynes' thought 
was not insignificant, were it not that Mrs. Robinson in the same 
breath also perpetuates an old canard: 

Gerald Shove used to say that Maynard had never spent the twenty 
minutes necessary to understand the theory of value.29 

The assumption that Keynes lacked an adequate working 
knowledge of value theory grants the interpreter of the General 
Theory license to read into it practically whatever he wants. In 
matters of exegesis, such license should not be practiced too 
freely. 

Keynes' knowledge of economic literature has also been ques
tioned. As with the foregOing question, this is a matter of the 
standards of reference. On both counts he ineVitably falls short 
if we measure him against his great contemporaries-Knight, 
Pigou, and Viner. With regard to the contemporary contribu
tions, it should be recalled that Keynes was the long-time editor 
of the Economic Journal and did much to add stature to that 
publication. As for the "Classics," his education in the history of 

28. In fact, Keynes did not always take it that far. Ilis sketchy trcntm('nl of th(' 
determination of the Row-rate of inveslmcnt is Ihe most familiar examplc. K('ynes' 
use of the Marginal Efficiency of Capital concept Ic.wcs the stock-flow dimen
sional problems unresolved. The suhsequcnt work hy Lerner, Hnavc1mo, 'ViltC', 
and others demonstrates quite c1carly thc magnihICle of Ihc prohlC'ms Ihal KC'yn('s 
skipped over in order to "get on with" Ihe General Theory. There arc many olher 
instances where Keynes leaves only a brief sketch of his ideas wilhout pursuing 
their ramifications. This is particularly true of the problems that will occupy us in 
Chapter IV. 
29. J. Robinson, Economic Philosophy, op. cit., p. 79. 
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doctrines was a great deal more thorough than is common 
today. 

The lack of scholarly scruple evident in the polemical passages 
of the Ge'leral Theory should be weighed against the well
balanced, beautifully written, and often moving tributes of his 
Essays in Biography, where Keynes certainly docs not show a 
supercilious attitude towards his great predecessors. The doc
trines the General Theory attacked as "Classical" were not repre
sentative of the best exponents of pre-Keynesian analysis. Nor 
was this really Keynes' target. His "assault" was directed towards 
"habitual modes of thought," towards the unimaginative and 
sterile discussion where, in a situation of dire emergency, lack of 
initiative was repeatedly defended by invoking "Classical Eco
nomics"-not the best thought that Classical economics could 
offer, but a stereotyped, cliche-ridden version of received doc
trine. 

Any author who attempts to express what he "feels" or 
"senses" is wrong with the way other people think, particularly if 
he employs the kind of drastic tactics used by Keynes, will 
expose himself to the counter-charge that through ignorance or 
lack of understanding he has misrepresented the best thinking on 
the subject. Of this risk, the present author has reason to be 
aware: in some respects, the discussion has dealt, and will deal, 
not with the best in Keynesian exegesis, but with what the 
author "feels" to be a widespread, stereotyped interpretation of 
Keynes and an interpretation that misses some of the most sig
nificant aspects of Keynes' contribution. 

Thirty years after the start of the Keynesian Revolution we are 
farther away from, not closer to, achieving a theoretical synthe
sis than at the time Keynes was writing. Instead of the two-way 
split between the theories of value and of money that he de
plored, we have to live with the three-way split 30 that the Revo
lution wrought. For some time now, contentment with this state 

30. I.e., Income-expenditure theory, general eqUilibrium theory, and the New 
Quantity theory. The situation is hardly the more comfortable since it is the latter 
two that have been the source of the exciting new ideas in monetary theory over 
the last decade or so whilp. the "majority school" seems to have run dry. 
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of the arts has rested on the motto: "The Theoretically Trivial is 
the PracticaIly Important and the Practically Important is the 
Theoretically Trivial." It is a disturbing formula which can 
hardly be a permanent basis for the further development of the 
field. 

Summary As a theorist and writer, Keynes had several char
acteristic Haws. At the same time, his General Theory caused an 
intellectual revolution in Economics. In analyzing the book, and 
in attempting to gain a critical perspective on the Keynesian 
Revolution, one should not overlook the flaws of the work or of 
the economist, but one must not exaggerate to the point where 
the interpretation is given unlimited "degrees of freedom." 
Otherwise the process whereby economic science progresses-if 
progress it is-will very likely be made incomprehensible. In 
particular, one must not approach a work with preconceptions 
about what the author "should have" said. Yet this has proved 
particularly tempting in the present case. Too frequently, the 
standard income-expenditure model has been imposed as the 
model which it is agreed the General Theory "should" contain. It 
has, in effect, become the Procrustean bed on which Keynes is 
put. If Keynes does not fit, so much the worse for him-the 
model represents what Keynes actually meant or really intended 
and, consequently, what he should have said. And when he says 
something plainly different? To the interpreter using this pecu
liar approach the answer is clear: "Again [sic!], as in the Trea
tise, Keynes did not really understalld what he had written. 
• • ." 31 The impression of Keynes that one gains from such 
comments is that of a Delphic oracle, half hidden in billowing 
fumes, mouthing earth-shattering profundities whilst in a sense
less trance--an oracle revered for his powers, to be sure, but not 
worthy of the same respect as that accorded the High Priests 
whose function it is to interpret the revelations. 

If this be how Economics develops-where will it all end? 

31. L. R. Klein, op. cit., p. 83 (italics added). 
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1:3 Preview of Following Chapters 

Chapter II considers an old issue, namely whether the General 
Theory is "static" or "dynamic." The issue is regarded here as 
one of form vs. substance. Keynes' fornlal method of analysis was 
in many respects "static" and retained a good deal of the corre
sponding traditional terminology. The theoretical problems with 
which he was concerned were problems of the "short run," i.e., 
of disequilibrium. His model was static, but his theory was 
dynamic. The income-expenditure theory has perpetuated the 
form but lost much of the substance. 

The method is that of analyzing a dynamic adjustment process 
by breaking it down into "market day," "short run," and "long 
run" comparative static "equilibria." This method of period
analysis has a long history and was a favorite tool of Keynes' 
great teacher, Marshall. It has both advantages and disadvan
tages. Sequential period-analysis is Simpler in that it substitutes 
step-functions for more complicated time-paths of the variables 
-a decisive advantage if the analysis relies on verbal argument 
to a substantial extent. But the simplicity can by the same token 
be misleading-one characteristic danger, for example, is that 
propositions referring to the average rate of change of a variable 
over the unit period tend to become indistinguishable from 
propositions relating to its average value or level.1 The tools of 
equilibrium-analysis must be handled with much circumspection 
when what is being analyzed is not an equilibrium state but an 
eqUilibrating process, i.e., a succession of disequilibrium states. 
If the result is not to be ambiguous, great care must be taken in 
specifying-and justifying-the lag-structure assumed. This be
comes espeCially difficult when the analysis involves several 
interrelated markets, a difficulty amply illustrated by the Liquid
ity Preference versus Loanable Funds Controversy. 

Keynes, apparently, had little feel for the limitations of this 
method. One of his faults, when bent on economic-political "per-

1. Specifically, the proposition of Imperfect wage-fleXibility is easily confounded 
with that of wage-rigidity. 
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suasion," was impatience with technical detail. It is known for a 
fact that he had no patience at all with the technicalities of 
period-analysis.2 In assuming that this was an area in which 
shortcuts could safely be taken, Keynes was certainly mistaken. 
The mistake has caused his ideas on the Theory of Markets to be 
misunderstood or overlooked. 

Keynes inverted the ranking of price- and quantity-adjustment 
velocities characteristic of Marshall's period-analysis. The initial 
response to a decline in demand is a quantity adjustment. 
Clower has shown that the Keynesian income-constrained, or 
"multiplier," process can be explained in terms of a general equi
librium system of this dynamiC specification. The standard 
"Keynes and the Classics" analysis places great stress on the re
strictive nature of the "wage-rigidity" assumption. But this 
strong assumption is not necessary in order to explain system 
behavior of the Keynesian kind.3 It is sufficient just to give up 
the equally strong assumption of instantaneous price adjust
ments. 

The Keynesians have, in fact, reverted to explaining unem
ployment in a manner Keynes was quite critical of, namely by 
"blaming" depressions on monopolies, labor unions, minimum
wage laws, and the like. Reliance on such institutional con
straints on the utility-maximizing behavior of individual trans
actors carries with it the suggestion that, if "compctition" could 
only be restored, "automatic forces" would take care of the 
employment problem. Thus the modem appraisal that "Keynes
ianism" in effect :nvolves the tacit acceptance of the traditional 
Theory of Markets with the proviso that today's economy corre
sponds to a "special case" of that theory, namely the case that 
assumes rigid wages. Keynes, in sharp contrast, sought to 
attack the foundations of that theory. 

Chapter II goes on to examine the presumption that competi
tive markets would exhibit instantaneous price adjustment. Such 

2. Schumpeter, Opt cit., p. 1184, quotes his advice to a student: "Forget all aboul 
periods." 
3. I.e., use of Keynes' short-run model need not be predicated on the b"\i,,f thai 
wages in the real world are "rigid," any more than, say, use of Marshall's market
day construction requires the belief that Bow rate.. of supply are "fixed." 
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pure price-adjustment behavior in the short nm is implied only 
by models which postulate some version of the "recontract" 
mechanism. If this very resh'ictive assumption is relinquished, 
the generation of the information needed to coordinate economic 
activities in large systems where decision-making is decentralized 
is seen to take time and to involve economic costs. Alchian 
has shown that the emergence of unemployed resources is a 
predictable consequence of a decline in demand when traders do 
not have perfect information on what the new market-clearing 
price would be. No other assumption, we argue, need be relin
quished in order to get from the Classical to Keynes' TheOIY of 
Markets. 

The chapter's last section points out that the usual monopoly 
model implies only that a monopoly will charge a higher price 
than a competitive industry. In its most common version at least, 
it does not imply that profit-maximizing monopolies generally 
will respond more slowly in adjusting their prices to changes in 
demand than would competitive industries. This aspect of the 
income-expenditure model, therefore, would seem to require 
further analytical attention. 

Chapter III also concerns the gulf between macrotheory and 
value theory. Where the discussion of Chapter II leads to a 
comparison of what may for the sake of brevity be called the 
"dynamic structure" of macrotheories, this chapter compares the 
"aggregative structures" of alternative macromodels. While both 
chapters focus on the differences between the income-expendi
ture model and Keynes' theory, the methods used should be 
equally applicable to the systematic comparison of other types of 
theories. 

Chapter III beginS with some simple illustrations of the prin
ciples of aggregation theory. The purpose is to emphasize that a 
major part of the value-theoretical content of a macromodel will 
often be hidden in the aggregates from which the explicit analy
sis starts. Controversies over the derived implications of alterna
tive theories most often have their roots in the assumptions 
underlying competing models. But it sometimes proves difficult 
to trace such theoretical conflicts to assumptions which have 
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been explicitly stated. This is partly because we habitually 
concentrate on making those assumptions explicit which specify 
the relationships between the variables actually appearing in the 
model. The immediately antecedent stage in model-construction, 
i.e., the selection of aggregates, is often the stage where implicit 
theorizing enters in.4 

The behavioral assumptions underlying a particular mode of 
aggregation are, however, just as important as the behavioral 
relationships assumed to hold between the variables defined. The 
first type of assumption is often left implicit and particular ag
gregative struchlres are thus left to develop into undisputed 
conventions while at the same time controversies rage over the 
second type of assumption. The reason is, perhaps, that the first 
type is regarded as dealing merely with the problem of ruling 
out the "unimportant," whereas the second deals with the task of 
specifying the nature of the "important" economic relationships. 
We may refer again to Schumpeter's discussion of the "Vision" 
which the theorist seeks to embody in a model. In temlS of this 
vision of how the world works, certain classes of events are re
garded as of little or no significance in the over-all picture. An 
example of such a class of events may be changes in the relative 
prices of a given group of goods. If changes in these relative 
prices are regarded as having no significant consequences, or no 
significant predictable consequences, e.g., for aggregate employ
ment, there is no reason for them to clutter up a model whose 
principal purpose is to provide an explanation of the forces 
determining en.ployment. The "unimportant" price variables can 
then be removed by aggregating the corresponding group of 
goods. 

An investigation of the aggregative structure of a macromodel 
will thus give us inSight into what its author regards as unimpor-

4. The aggregation problem was one aspect of model-constmction. at least. where 
one can hardly fault Keynes for being impatient with technicalities. His discllssion 
of these problems is instead quite thorollgh and one can therefore rely directly on 
textual evidence in reconstructing his model and in comparing its ag(!regative 
structure with that of the income-expenditure model. Systematic attention to 
matters of aggregation has been one of the recognized virhles of the Treatise. Cf. 
A. G. Hart, "An Examination of Mr. Keynes's Price-Level Concepts," loum"l of 
Political Economy, Oct. 1933. 
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tanto Such an investigation may not appear to be a very gainful 
type of employment. It becomes interesting, however, when we 
begin to compare models of different aggregative stmcture. 
Differences in aggregative structure mean that one author has 
left in relationships which another has removed by aggregation 
and vice versa. This, in turn, implies some disagreement on what 
classes of events play the most significant role in determining the 
values of the variables in which the macrotheorist or the policy
maker is ultimately concerned. Through this approach it will 
sometimes be possible to come to the root of macroeconomic 
controversies or, as in the present case of "Keynes and the 
Keynesians," to bring to the surface a conflict which has long 
remained dormant. 

The major points that emerge from the comparison undertaken 
in the chapter's second section are the following. The aggregate 
production function makes the standard income-expenditure 
model a "one-commodity model." The price of capital goods in 
terms of consumer goods is fixed. The money wage is "rigid," and 
the current value of physical assets is tied down within the pre
sumably narrow range of short-run fluctuations in the "real" 
wage rate. Relative values are, indeed, allowed little play in this 
construction. At the same time, however, this type of model 
allows us to define so-called "real" values for all nominal 
variables-a major convenience in dealing with many problems 
and one which Keynes' theory does not permit. In the standard 
model, "money" includes only means of payment, while all 
claims to cash come under the heading of ''bonds.'' 

The aggregative structure of the General Theory is a con
densed version of the model of the Treatise, with its richer menu 
of short-term assets. As emphasized in the preceding section, the 
distinction between "capital goods" and "consumer goods" is 
essential-Keynes' initial decision to leave the fold of the Quan
tity Theory tradition was based principally on the importance he 
assigned to variations in the relative price of these two aggre
gates. Thus Keynes has a "two-commodity model." Keeping the 
level of aggregation the same (i.e., at four goods) for purposes of 
comparison, we must then find a corresponding difference in the 
treatment of non-produced goods between the two theories. The 
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income-expenditure theory's distinction between physical and 
financial non-money assets must, we argue, be dropped in con
sidering Keynes' model. In the latter, all titles to prospective 
income-streams are lumped together in what is here called "non
money assets." Bond-streams and equity-streams are treated as 
perfect substitutes, a simplification which Keynes achieved 
through some quite mechanical manipulations of risk and liquid
ity premia. 

The fundamental property which distinguishes non-money 
assets, on the one hand from consumables, and on the other from 
"money," is that the former are "long" while the latter two are 
"short"-attributes which, in Keynes' usage, were consistently 
equated with "Fixed" (or "illiquid") and "Liquid" respectively. 
Basically, Keynes' method of aggregation differentiates between 
goods with a relatively high and a relatively low interest
elasticity of present value. Thus the two distinctions are not hard 
and fast but questions of degree. As a matter of course, the 
definition of "money" includes all types of deposits, since their 
interest-elasticity of present value is zero, but the term can be 
extended to cover also other types of short-term assets when 
convenient. The typical non-money assets are bonds with a long 
term to maturity and titles to physical assets with a very long 
"duration of use or consumption." Correspondingly, "the" interest 
rate in Keynes' works is always the long-term rate of interest. 

The most straightforward application of these findings is to 
the question of the interest-elasticity of investment, an isslle 
which has been centr 11 to the debates over the "effectiveness" of 
monetary policy ever since the Oxford Surveys of the late 
thirties. In the last section of Chapter III, we obtain the first 
piece of the puzzle of how Keynes, in contrast to the Keynesians, 
could regard low interest rates, in Harrod's words, as a matter 
"of the greatest significance of all." 

The determination of the demand price of the representative 
"Fixed Capital" asset Keynes handled as an ordinary present 
value problem. On the one side, the price depends upon entre
preneurial expectations of the earnings stream in prospect. These 
expectations were discussed in terms of certainty-equivalents. On 
the other side, since such certainty-equivalent streams are re-
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garded as perfect substitutes for hond-streams of comparable 
time-profile, the rate of interest for the appropriate maturity 
class of bonds is the discount rate by which the present value of 
prospective earnings is to be evaluated. In Keynes' analysis of 
the short run, the State of Expectation (alias the Marginal 
Efficiency of Capital) is assumed to be given, so that the price of 
assets varies simply (inversely) with "the" interest rate. 

In Keynes' language, "a decline in the interest rate" means "a 
rise in the market prices of capital goods, equities, and bonds." 
Since the representative non-money asset is very long-lived, its 
interest-elasticity of present value is quite high. The price
elasticity of the output of augmentable income sources is very 
high. The interest-elasticity of investment is therefore necessarily 
Significant, as a purely logical matter,5 in terms of Keynes' 
model. There is no question here but that control over the long 
rate by the Central Bank would mean control over the rate of 
investment and, thereby, money income and employment. To 
Keynes, the problem with monetary policy lies not in the interest
inelasticity of investment but in the inflexibility of the long-term 
rate of interest. 

Chapter IV. In Chapter II we analyzed Keynes' short-run 
contraction process in terms of a system which resembled the 
usual atemporal, general equilibrium model with which it was 
compared in that to all appearances it "had no future"-inter
temporal decisions and prices, and the stock-flow relationships 
between current expenditures and net worth or real balances, 
etc., were ignored. Although this served to put the "multiplier" 
into price-theoretical perspective, the analysis thus shared the 
major weaknesses of the cruder versions of the income
expenditure model. This simplistic approach seems adequate to 
the analysis of the system's reaction-path once a disequilibrium 
has emerged. 

Keynes' conception of the nature of the disequilibrium that 
forces contraction upon the economy is the very core of his 
theory. Without a firm grasp of this, it is almost impossible to see 

5. Although the assumptions which make it so remain hidden in the aggregntive 
structure that Keynes postulated. 
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any coherence or continuity in his expressed views on theoretical 
and empirical issues or questions of economic policy, His diagno
sis of the malady, of which unemployment and other social ills 
are but the symptoms, will be the main concern of Chapter V. 
Keynes' diagnosis is an ambitious topic, however, for it deals 
with intertemporal disequilibrium and thus combines the diffi
culties of capital theory and of disequilibrium-analysis. 

Before we try to discuss "what goes wrong" in Keynes' system, 
we must have a clear idea of how that system is supposed to 
work, i.e., of the mechanisms which are assumed to link income 
account to capital account variables. This is the subject of Chap
ter IV. This chapter will be a lengthy affair, partly because of 
the intrinsic difficulty of capital theory, partly because Keynes 
did not work out his ideas on the subject in much detail so that 
we are left with only what amounts to an unfinished sketch. The 
value-theoretical foundation of the relationships that he explic
itly postulated is in some cases not at all clear and the interpre
tation essayed in this chapter will consequently be more specula
tive than in the rest of our study. The attempt must nOGetheless be 
made, even though we have no illusions of having provided the 
last word on the issues involved. 

The first order of business must be to establish that Keynes did 
pay some attention to the subject, for it is a widely heid belief 
that the main analytical weaKnesses of the Keynesian tradition 
are to be traced back to Keynes' own neglect of the influence of 
capital and "real" asset values on behavior. 6 The major impetus 
to this familiar criticLm of early Keynesian economics derives 
from the modem theories of the consumption function, which 
have drastically modified the old consumption-income relation 
by their emphasis on variously formulated wealth-saving rela
tionships. The criticisms of Keynes' alleged neglect of wealth as 
a variable influencing spending have similarly been directed 
specifically against the ad hoc "psychological law" on which he 
based his consumption-income relation. The first section of 
Chapter IV points out that this ignores Keynes' "windfall effect" 

6. CE., e.g., H. C. Johnson, ''The General Theory After Twt'llty-Fivc Years," 
American Economic Review, May 1961, pp. 9, 11, 17; D, Patinkin, Money, Inter
est, and Prices, 2nd cdn., New York, 1965, p. 636. 
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-a Second Psychological Law of Consumption which states 
simply that the propensity to consume out of current income will 
be higher the higher the value of household net worth in terms 
of consumer goods. A rise in the propensity to consume may 
therefore be caused either by an increase in the marginal effi
ciency of capital or by a decline in the long rate of interest. 
Since in the short run the marginal efficiency is taken as given, it 
is the latter relationship that concerns us: current saving does 
depend upon the interest rate. 

The standard interpretation of Keynes focuses on the passages 
in which he argues that "changes in the rate of time-discount" 
will not significantly influence saving. On the present interpreta
tion, these well-known passages express the assumption that 
household preferences exhibit a high degree of intertemporal 
complementarity, so that the intertemporal substitution effects of 
interest movements may be ignored. This is a negative conclu
sion at best, but it indicates that the windfall effect must be 
interpreted as a wealth effect. 

The trouble is that it is far from obvious that there should be 
such a wealth effect. Keynes gave no clear account of the 
microtheoretical foundation of the effect-he just indicated his 
firm confidence in it as another "psychological law." Here the 
sketchiness of his capital theory becomes a bother. There is not 
much more than a number of scattered obiter dicta to work with. 
Up to this point, one has little difficulty in giving a price
theoretical interpretation to such pronouncements of Keynes, for 
it can be safely assumed that they refer to the generally accepted 
body of atemporal value theory produced by the Marginalist 
Revolution of Menger, Walras, and Marshall. But, in capital 
theory, there was no such generally accepted body of doctrine in 
Keynes' time. Instead, several furious controversies raged simul
taneously in the thirties, concerning the very foundation of the 
subject, i.e., the "proper" choice of basic postulates that an 
acceptable theory of capital and interest "should" include. In the 
General Theory, one finds a mix of seemingly discordant echoes 
from Cassel, Fisher, Knight, WickselI, and others. In the second 
section of Chapter IV we seek to provide some background to 
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Keynes' sketch by relating it to these other competing capital 
theories.7 

Next, we take up Hicks' analysis of the wealth effect of 
interest rate movements. The wealth effect of a decline in inter
est will be positive, Hicks shows, if the average period of the 
anticipated income stream exceeds the average period of the 
transactor's planned consumption stream. Households that antic
ipate the receipt of streams which are, roughly speaking, 
"longer" than their planned consumption streams, are made 
wealthier by a decline in the interest rate. The present value of 
net worth increases in greater proportion than the present cost of 
the old consumption plan, and the consumption plan can thus be 
raised throughout. 

There are a number of statements in Keynes' works which 
indicate his "Vision" of a world in which currently active house
holds must, directly or indirectly, hold their net worth in the form 
of titles to streams that run beyond their consumption horizon. 
The duration of the relevant consumption plan is limited by the 
sad fact that "in the Long Run, we are all dead." But the great 
bulk of the "Fixed Capital of the modem world" is very long
term in nature and is thus destined to survive the generation 
which now owns it. This is the basis for the wealth effect of 
changes in asset values. 

The interesting point abuut this interpretation of the wealth 
eHect is that it also provides a price-theoretical basis for Keynes' 
Liquidity Preference theory. The last section of Chapter IV 
discusses the term sJUcture of interest hypotheSiS, which is an 
integral part of that theory. In recent years, Keynes' (as well as 
Hicks') statement of this hypotheSiS has been repeatedly criti
cized for not prOViding any rationale for the presumption that 
the system as a whole wants to shed "capital uncertainty" rather 
than "income uncertainty." But Keynes' mortal consumers cannot 
hold land, buildings, corporate equities, British consols, or other 

7. Many readers may want to skip this section entirely. After some vacillation I 
have included it in the text, rather than as a separate appendix, but it can be 
treated as an appendix with little loss to the continuity of the discussion of 
Keynes. 
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permanent income sources "to maturity." \Vhen the representa
tivc, risk-averting transactor is nonctheless induced by thc 
productivity of roundabout processes to invest his savings in 
such income sources, he must be resigncd to suffer capital uncer
tainty. Forward markets will therefore generally show what 
Hicks called a "constitutional weakness" on the dcmand side. 

Chapter V reaps the results of the long labors of Chapters III 
and IV. It contains our reckoning with the "Neoclassical Synthe
sis." The synthesis has grown out of the debate over the Pigou
effect. Keynes discussed the Pigou-effect in some detail. He con
cluded that it was of a secondary order of magnitude at best and 
that, therefore, the only hope from deflation lies in the prospect 
that it will lower the rate of interest and thereby raise aggregate 
demand. This position of Keynes' has been regarded as entirely 
unsatisfactory by the Neoclassicists, who have on the one hand 
discounted the last-mentioned possibility (Keynes' "only hope") 
and, on the other, strongly insisted that Keynes did not concede 
nearly enough to the Pigou-effect. 

This appraisal stems from a misconception about the aim and 
content of Keynes' argument. Patinkin and Kuenne, for example, 
take for granted that Keynes sought to oust all of received price 
theory from macrotheory, that he was out to deny the position 
basic to Classical theory, namely that there should be some 
appropriate change in relative values possible so that full em
ployment could prevail. 

The second section explains Keynes' diagnosis of the problem: 
the "trouble" arises from inappropriately low prices of augment
able non-money assets relative to both wages and consumer 
goods prices. Relative values are wrong. Consequently, balanced 
deflation (as implied by the Pigou argument) will not correct 
the situation. This requires instead that asset demand prices fall 
less than wages do, i.e., that asset prices are raised relative to 
wages. If the deflation does not raise the marginal efficiency of 
capital, this indeed requires-as Keynes insisted-that the long 
rate of interest be brought down through "the effect of the 
abundance of money in terms of the wage-unit." 

This once more highlights the role of the rate of interest in 
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Keynes' theory and especially the role of the speculative activity 
which stabilizes yields and prevents the interest rate from adjust
ing in a "Classical" manner. The last section, therefore, considers 
those criticisms of Keynes' Speculative Demand for :Money that 
have led modem monetary theorists to take an increaSingly dim 
view of this idea and to rely on the inventory theory of the 
demand for money as the foundation for the interest-elasticity of 
the function. The criticism of Keynes focuses on his assumption 
of inelastic expectations on the part of bond-holders, an assump
tion, it is argued, for which there is no clear rationale and which 
therefore must be regarded as a "special case." \Ve point out that 
the explanation of the emergence of unemployed resources in 
atomistic markets also relies on inelastic expectations and the 
consequent "speculative" reservation demand of suppliers. The 
assumption of inelastic expectations, we argue, is a natural one 
when dealing with a model that takes a realistic view of the 
market information on which transactors have to base their deci
sions. The assumption only looks contrived when the problem is 
formulated in terms of a Walrasian perfect information model. 

Keynes had a very broad conception of "Liquidity Preference," 
but in the Keynesian literature the term has acquired the narrow 
meaning of "demand for money," and this demand is usually dis
cussed in terms of the choice between means of payment and 
one of the close substitutes which Keynes included in his own 
definition of "money." In part, this is the result of the fact that 
the General Theorl) only distinguished two classes of assets
"money" and othels. The Treatise is less aggregative and one has 
to go back to this work to get a detailed picture of how bear 
speculation prevents Keynes' system from adjusting to a decline 
in the marginal effiCiency of capital without falling into contrac
tion. Keynes' discussion of this topic affords some interesting 
parallels to more recent analyses, by Gurley and Shaw and 
others, on the role of financial intermediaries in incomc deter
mination. 

Chapter VI sums up the main line of our argument: Keynes, in 
the interpretation offered here, departed from the postulates of 
Classical doctrine on only one paint. Furthennore, the postulate 
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which he relinquished should have been recognized as objection
able in the first place. His model is characterized by the absence 
of a "\Valrasian auctioneer" assumed to furnish, without charge 
and without delay, all the information needed to obtain the 
perfect coordination of the activities (both spot and future) of 
all traders. That his theory does without the contrived assump
tion of "recontracting" means that his claim to haVing attempted 
a more "general theory" is justified. 

The first section ends with the suggestion that the "post
Keynesian" development of cybernetics as an interdisciplinary 
field studying communication and control in complex dynamic 
systems may prOVide valuable suggestions for economists inter
ested in exploring the "revolutionary" approach to monetary 
theory towards which Keynes was groping. 

This study deals with what Keynes called his "Pure Theory." 
In the course of the discussion, however, we will repeatedly 
comment on various aspects of his "Applied Theory." The second 
section of Chapter VI attempts to pull these scattered comments 
together in order to elucidate Keynes' views on fiscal versus 
monetary policy, and on the type of situations in which primary 
reliance on one or the other set of policies is indicated. Keynes' 
Applied Theory, it is pointed out, does not deserve the accolade 
of "general"-not only are some of the empirical hypotheses 
invoked subject to dispute, but his arguments in favor of various 
policies are also based on a number of value judgments which 
are quite subjective in nature. 



II· UNEMPLOYMENT 
DISEQUILIBRIUM: DYNAMIC 
PROCESSES AND '}"'HE 
COMPARATIVE STATIC 
METHOD 

ll: 1 Price-Level and Income Adjustments 

The phenomenal success of early Keynesianism, particularly in 
the United States, has often been attributed to the historical con
text in which the General Theory made its appearance. This is 
undoubtedly correct. Yet, it is also puzzling in at least two re
spects. Is it not rather strange, after all, that a model with wage
rigidity acknowledged to be its main distinguishing feature 
should become widely accepted as crystallizing the experience of 
the unprecedented wage-deflation of the Great Depression? And 
is the early Keynesian view that "money is unimportant" the 
natural conclusion to draw from the worst banking debacle in 
U.S. history? 

This chapter deals with the first of these two puzzles. The 
second has to await a detailed discussion of Keynes' treatnH'nt of 
capital, wealth, and liquidity. Keynes' c:\1Jlanation of how "chang-
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ing views about the future are capable of influencing the quan
tity of empJo)'ment," I we have broken down into two stages: 
( 1) the st(x:k-flow analysis of the causes of changes in the rate of 
money expenditures, and (2) the analysis of the effects of 
changes in the rate of money expenditures on prices, output, and 
employment. The latter is the subject here; the analysis of this 
stage focuses almost exclusively on Bow relationships. 

The reaction of real output and employment to Buctuations in 
the money rate of aggregate demand is a problem in short-run 
dynamics on which an extensive literature exists. It is common 
in that literature to start from a hypothetical full employment 
equilibrium and to consider the adjustment process follow
ing a disequilibrating disturbance. We shall follow this conven
tion and in addition specify that throughout, the disturbance 
considered is deflationary. Full adjustment to the disturbance 
entails restoration of full employment equilibrium. Our interest 
is in the nature of the disequilibrium situation at some point 
within the time-interval before the economy settles on a new 
equilibrium time-path. 

"Pseudo-dynamics": Keynes versus Marshall Keynes dealt 
with dynamiC processes by means of a "comparative statics" 
period-analysis. His employment of a static apparatus has fre
quently been criticized, hut the critique has often suffered from 
a confusion of the method and substance of the General The
ory: the subject of his work is not "unemployment equilibrium" 
but the nature of the macroeconomic process of adiustment to a 
disequilibrating disturbance. The method attempts to analyze 
this continuous process with the tools of static equilibrium 
theory. The device which makes such a method possible involves 
the conceptual partitioning of the continuous adjustment process 
into discrete stages or "periOds." This device was not Keynes' 
invention. Marshall had made much use of it, and in this aspect 
of his method, as in many others, Keynes was very Marshallian.2 

1. General Theory, p. vii. 

~. Cf. H. C. Johnson, -rhe General Theory after Twenty-Five Years," American 
Economic ReoIeto, May 1961, p. 3. and J. Robinson, loc. elt. 
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But Keynes diHered substantively from Marshall as well as from 
other price theorists in the use he made of this device. 

In general equilibrium flow models, price.y are the only endog
enous variables which enter as arguments into the demand and 
supply functions of individual households. Tastes and initial 
resource endowments are parametric. In "Keynesian" flow 
models the corresponding arguments are real income and the 
interest rate. Of these, real income is a measure of quantity, not 
of price.8 On a highly abstract level, the fundamental distinction 
between general equilibrium and Keynesian models lies in the 
appearance of this quantity variable in the excess demand rela
tions of the latter.4 The difference is due to the assumptions 
made about the adjustment behavior of the two systems. In the 
short run, the "Classical" system adjusts to changes in money 
expenditures by means of price-level movements; the Keynesian 
adjusts primarily by way of real income movements. 

An analogy between price-level and real income movements in 
a macrosystem, and price and quantity adjustments in a Single 
market will be helpful in illustrating the issues. Consider the 
Marshallian analysis of the adjustment process in a single market 
(for a perishable good) following a rightward shift of the de
mand schedule: (1) in the market period, the amount supplied 
is treated as given, and price moves to the corresponding paint 
on the demand schedule; (2) in the short run, quantity supplied 
increases until supply and demand price are equal; (3) in the 
long run, capital stock grows, lowering unit cost and raising the 
rate of sales, un( il "normal" rates of profit are restored. 

The partitioning of the adjustment process into periods is an 
ingenious and, in many applications, intuitively appealing de
vice. But it is important to see what is going on. The common
sense observation that price can be altered more easily than the 

3. In the usual Income-expenditure model there is no prohlem in defining "real 
Income." Within the framework of Keyncs' theory, however, it is Impossible to 
de8ne a satisfactory quantity Index for total output. This is a major point in our 
argument for rejeetfng the standard income-expenditure interpretation of the 
General Theory. This contrast between the two types of theorics is not very 
slgniJlcant in Jhe context of this chapter and the issue will therefore be put aside 
until Chapter III. 
4. Cf. R. W. Clower, "The Keynesian Counterrevolution ... ," 01" cll. 
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rate of output, which in turn can be altered faster than the size 
of plant, has been purified into the abstract assumptions that 
price reaets infillitely fast relative to output, and output relative 
to capital stock. Two steps are really involved here; the first is 
the assumption that prices do, in fact, adjust much more rapidly 
than output in response to any given disturbance; the second is 
the judgment that the essential elements of the process can be 
adequately analyzed by the comparative static period method. 

In the Marshallian period-analysis of a single market, the reac
tion velocities of price, output rate, and capital stock are made 
subject to a qualitative ranking.~ In the Marshallian short run, 
for example, the speed of price adjuShnent is regarded as infinite, 
that of capital stock as zero. ("Capital is a parameter in the short 
run.") The temporal length of the short run is regarded as 
determined in a rough way by the time it takes for quantity 
supplied to come into adjustment with demand at the short-run 
equilibrium price. 

In an explicitly dynamic treatment of the adjuShnent process, 
the adjuShnent velocity of a variable is regarded as a dependent 
variable. The time dimension can be introduced into the optimiz
ing problem, e.g., by making costs dependent not only upon the 
rate of output but also on its speed of change. In dynamic 
models, the choice of speeds of ad;tlstment of the decision 
variables enter into the optimizing problem of transactors on a 
par with the choice of their levels on which the conventional 
static theory focuses. One must always keep in mind that period
analysis, far from being a way of attacking these dynamic prob
lems, is an attempt to avoid them altogether. 

In the Keynesian macrosystem the Marshallian ranking of 
price- and quantity-ad;ustment speeds is reversed: In the short
est period Bow quantities are freely variable, but one or more 
prices are given, and the admissible range of variation for the 
rest of the prices is thp.reby limited. 

The "revolutionary" element in the General Theory can per
haps not be stated in Simpler terms. That the alternative dynam
ics which Keynes thus proposed would lead to a thp.oretical 

5. Compare P. A. Samuelson, Foundations of Economic AnalysIs, Cambridge, 
Mass., 1947, esp. pp. 329 ff. 
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revolution in economic theory may on this basis seem paradoxi
cal. It becomes understandable only when one realizes the full 
extent to which the Marshallian dynamics was entrenched in the 
thinking of Keynes' contemporaries. Fresh ideas are ever more 
powerful when simple. 

The market period solution state for Marshall's isolated market 
implies an ongoing tendency for the rate of supply to change. 
Similarly, the unemployment solution state of the Keynesian 
short-run system implies in general an ongoing tendency for 
prices to fall in the non-clearing markets. Quite apart from the 
net accumulation of capital (positive or negative) which is 
taking place, the solution state is therefore not a full equilibrium 
state in the proper sense. It seems entirely beside the point, 
however, to criticize the theory on the grounds that "Keynes was 
unable ... to solve the riddle of how to reconcile competition 
and unemployment ... ," 6 or to argue that the General The
ory contributed nothing new, since the possibility of unemploy
ment in a system of rigid. prices and wages had long been 
recognized. Keynes' predecessors had not attempted a com
parably ambitious systematic investigation of the dynamic be
havior of an interdependent macrosystem characterized by 
relatively inflexible prices and, consequently, by quantity (in
come) adjustments. 

From this perspective, Keynes' "long struggle to escape" seems 
primarily to have been a struggle with the dynamics of the 
Marshallian period-analysis. Many critics as well as sympathetic 
interpreters 0: Keynes have had similar difficulties in freeing 
themselves from the intuitive plausibility of Marshall's ranking. 
A typical reaction to the quantity-adjustment type of thcory has 
been that the implied short-nm price-inflexibilities must be due 
to elements of "monopolistic restraints." 7 Such reaction would 

6. C. Haberler in S. E. Harris, ed., The New Economics, New York, 1950, p. 1 i6. 
The implied connotation that "competition" hears her('-a~ well a~ in othl.'f 
similar appraisals-is that of "infinite price-flexibility." Since there is ('''('n' T('a~on 
to doubt that Keynes ever set out on the qllixotic 'l"cst of rccondling p('rfect 
price-flexibility with unemployment of reSOIlTCCS, this s('('m~ an inal'prol'riat(' 
frame of reference for the evalllation of his contriblltion. 
7. Haberler, op. cit., is an example of a fairly moderate r('a('lion along tht'st' lint's. 
Emphasis on "monopolistic element," p"t, the analytical diagnosi~ of d('l'n'ssion~ 
back to its pre-Keynesian stagc. Cf. e~p. L. Robbins, The Great Depre .... ion. 
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seem to reveal an "a prioristic" conviction that to rank quantity 
velocities higher than price velocities in the short-nm analysis of 
markets with numerous transactors is to upset the "natural order 
of things." Despite the Keynesian Revolution, this is still an 
entrenched view and, therefore, one worth examining. This is 
done in section 3 of this chapter. 

False trading If prices are not "perfectly flexible"-that is, if 
they do not adjust instantly and fully "before any trade takes 
place"-transactions will be concluded at disequilibrium prices. 
This is Hicks' "false trading." Hicks notes that false h'ading 
creates analytically troublesome income effects: ". , , if there is 
a change in price in the midst of trading, the situation appears to 
elude the ordinary apparatus of demand-and-supply analysiS." 8 

The price at which trading starts on any particular "day" follow
ing a disturbance cannot be assumed to be the eqUilibrium price, 
it "can only be a guess." Some "false trading" will therefore take 
place, imparting u a certain degree of indeterminateness" to the 
ordinary analysis. Hicks argued, however, that such false trans
actions would be '1imited in volume" 9 and these income effects 
could therefore be ignored as of secondary magnitude only, The 

London, 1934-an account of the Depression in which history and economic 
analysis are skillfully interwoven, but the emphasis is wholly on the causal role of 
such obstacles to the automatic recuperative powers of an unhampered, competi
tive economic system. Cf. the reference to Professor Robbins, General Theory, p. 
:10. 

The presumption underlying this kind of analysis-that, if monopolistic re
straints can be removed, the system can be left alone by the policy-maker and no 
substantial quantity adjustments wilI be necessary-was undoubtedly the chief 
target of Keynes' often intemperate attacks on existing theory in the 1930'S. Cf., 
e.g., General Theory, p. :176, and the last section of this chapter. 
S. J. R. Hicks, Value and Capital, Oxford, 1939, p. !:zS. 
9. Op. cit., p. !:z9: "If any intelligence is shown in price-fixing, they wi1\ be." The 
whole of Chapter IX is of interest here, esp. pp. 119-:1:1 and 1:17-:19. 

The dynamics of Part III of Value and Capital is characteristicalIy built on a 
modified form of the Marshallian period-analysis. 

In connection with Section 11::1, below, it should be noted that Hicks devel
oped his discussion of the formation of prices in the context of a model in which 
transactors have Single-valued expectations about the future prices they will face. 
Implicit is the assumption that they expect to be able to sell or buy whatever 
quantities they desire at these anticipated prices. Hicks has provided a lucid 
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price vector established on "Monday"-to rule unchanged 
through the rest of the Hicksian week-could therefore be 
assumed to approximate closely the solution vector of a Wal
rasian system of offer and demand curves. 

Since Hicks treats the supplies available on his market day as 
fixed stocks, in traditional fashion, the equilibrium price vector is 
assumed to be established before any changes in resource utiliza
tion take place. Thus, Hicks is concerned with redistributive 
income effects in his discussion of "false trading": buyers who 
make purchases at above equilibrium prices suffer a loss of real 
income; the corresponding sellers gain, etc. This explains his lack 
of concern with the false trading problem. With market-day 
resource utilization predetermined (and with the certainty
equivalent treatment of price expectations), there is no presump
tion that these distribution effects will affect real aggregate 
demand-and thereby real aggregate output during the rest of 
the "week"-in any particular direction. 

The income-constrained process Clower's contribution forces 
a drastic revision of this view of false trading. Here the attention 
is focused not on the distribution effects caused by transactions 
that do in fact take place at false prices, but on the aggregative 
income effects caused by the transactions which do not take 
place because of the f:llse prices. Clower considers the specific 
instance of a disequilibrium price pertaining in the market for 
factor services supplied by households, thus staying close to the 
theoretical struc'ure of the General Theory. ("Wages are rigid.") 
Current household receipts ("income") are detennilled not by 
the quantity of services a household would want to supply at the 
price at which such services are currently bought,IO but by how 

discussion of the strengths and weaknesses of the dynamiC method of Value and 
Capital (and of the major alternatives). Cf. his "Methods of Dynamic Anal)'sis," 
in 25 Economic Essays In Honour of Erik Lindahl, Stockholm, 1956 (esp. Pl" 
143-45). The most comprehensive statement of Hicks' views is found in his 
Capital and Growth, New York, 1965, Part I. 
10. In exchange equilibrium, a single pricc will equate supply and demand in the' 
market for a homogenous good. When the marke't does not clt'ar. thert' is no 
reason why all the transactions that do take place should do so at thc salllc price. 
This problem, as well as the explanation of why a Illarket-clearing price fails to 
emerge in the first placc, is taken up in Section 11:3. 
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much it will actually succeed in selling. Its effective demand in 
oth('r markl'ts will be cOllstrained by the incollle actually 
achieved. This is the crucial point. Realized transaction quanti
ties enter as arguments of the excess demand functions in ad(li
tion to prices. ll 

The Keynesian consumption function embodies this depen
dence of aggregate demand on realized household income. The 
aggregate consumption function is often said to be the distin
guishing feahlre of Keynesian Economics. Keynes himself in
sisted that the consumption function embodied the chief innova
tion of the General Theory. While more familiar, this contention 
is not at all inconsistent with the one made above, namely that 
the reversal of the Marshallian ranking of adjustment velocities 
is the revolutionary element of the General Theory. Emphasis on 
the underlying dynamic nature of Keynes' theoretical innovation 
is helpful in one respect at least. From this perspective the 
simple relation between consumption expenditures and measured 
income is viewed as a short-run, dynamic "reaction function." 
Since receipts from currently realized sales of household services 
do not in themselves constitute the budget-constraint on current 
household purchases, there is no presumption that this simple 
relation should be stable in the long run. Shifts in the simple 
consumption-income relation, or so-called "ratchet effects," are in 
fact to be expected.12 

The constraint on household income, emerging through the 
inability of traders to sell all they want at "the" prevailing 
market price, leads to a reduction in effective demand in product 
markets with further ("multiplier") repercussions on aggregate 
income. This deviation-amplifying feedback-loop is characteristic 
of Keynesian quantity-adjustment models. The decline in income 
tends to proceed below the level to which it was brought by the 
initial shock. In the more common terminology (which is, how
ever, sometimes misleading), the contraction is "cumulative." A 
"Classical" general equilibrium model, in contrast, presents the 

11. Clower, op. cit. 
12. For a further discussion of the operative budget-constraint on current pur
chases, cf. Chapter IV. 
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reassuring picture of an economic system equipped excluSively 
with deviation-counteracting feedback mechanisms.13 

Implicit in this "multiplier" process is a short-run reaction 
function of producers-the "aggregate supply function," until 
recent years slighted in much of the income-expenditure liter
ature.14 The fall in effective demand for current output leads 
producers further to curtail their demand for labor, etc. Pro
ducer spending on current factor services is thus a function of 
current receipts from sales. This simple relation cannot be pre
sumed to be stable in the long run either. In Keynesian disequi
librium, firms, like households, are to some extent constrained by 
their inability to sell what they want at the prices of the mo
ment. Firms, like households also, are not dependent solely on 
current revenues to finance current purchases. A firm's willing
ness and ability to utilize other sources of funds at a particular 
time will depend on both the longer-run outlook and its financial 
position. 15 Since these are variable, the short-run reaction func
tion of producers will usually shift over time. 

The short-run solution state of the Keynesian model will find 
prices and wages falling. But they must now fall below the levels 
that, in the first period, would have brought clearance of all 
markets had prices been "perfectly flexible" to begin with. Once 
the deViation-amplifying feedbacks characteristic of this system 
have taken hold, the deviation-counteracting price adjustments 
become less effective. As an illustration suppose that, following 
the initial reduction in aggregate demand, an instantaneous 
across-the-bc'lrd wage cut of $X/unit time would have heen 
sufficient to induce employers to maintain fnll employment 
through period 1. This did not happen; instead, some workers 

13. This statement neglects the possibility of unstahle market-clearing states. 
Throughout. this study we will compare Keynes' tllCory only with "well-behaved" 
Classical systems. 
14. Cf. A. L. Marty, "A Geometrical Exposition of the Keynesian Supply Func
tion," Economic Journal, Sept. 1961. 
15. It would be incongruous, of course, to eomhine the "imperfect" markets for 
current output and factor services with so-callcd "perf(,ct capital mark('ts" in the 
same model. "Perfect capital markets" presumes gen(,T11l1y share,I, certainty
eqUivalent expectations, and would naturally all but obviatc the cun"ent income
constraints here under discussion. 
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lost their jobs and the income-constrained process came into 
operation, producing, in Schumpeter's tenn, a "secondary" de
cline in demand. With the demand conditions that employers 
thus perceive themselves as facing at the beginning of period 2, 

a wage reduction of X dollars would no longer be sufficient to 
induce them to reabsorb all the unemployed labor right away.IO 
In the early stages of contraction, prices may then fail to keep 
pace with the fall in hypothetical market-clearing prices, with 
the gap between the actual and the short-run full employment 
price level widening instead of narrowing, even though the 
ongoing reduction be drastic to anyone but an observer obsessed 
with continuous full resource utilization as the Natural Order of 
the competitive system. In this phase, the contraction of real 
income would continue. 

The alternatives Macroeconomic adjustment processes in
volVing both price and income effects Simultaneously in all 
markets are extremely complicated. To handle them empirically 
would require infonnation of a kind and quality which, even 
today, seems beyond achievement. In constructing short-run 
macromodels, the economist therefore has to choose. At one 
extreme of a spectrum of possibilities are the traditional full 
employment models where the whole brunt of adjustments is 
borne by prices; at the other extreme are the "pure Keynesian" 

16. Other possibilities might also have been adduced, e.g., the end of period 1 

might Bnd producers burdened with excess inventories and the system on the 
verge of the contraction phase of a Metzlerian inventory cycle, etc. 

Implicitly the illustration used in the text assumes that a balanced deflation of 
appropriate magnitude would simultaneously erase the excess demand for money 
and corresponding excess supply of commodities (that constitute the "deflationary 
shock") If only this general price-level adju~tment took place instantaneously. The 
reader should be warned, however, that this would not do the trick if the disequi
librium were of the type that Keynes postulated. The reasons for this have 
already been sketched in the outline of Chapter V above (Chapter 1:3), but a 
full statement of the problem must await our discussion of Keynes' appraisal of 
the Pigou-effect in Chapter V. 

Keynes' own best analysis of a disequilihrium situation which requires that a 
market price (the rate of interest) be forced below the level corresponding to its 
value in a hypothetical eqUilibrium price vector in order to jolt the system back 
towards full employment is found in his discussion of the "monetary policy d 
au/rance" in the Treatise. Cf. Chapters 1:2. V:2. and Vl:2. 
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models where prices are essentially given and income moves. In 
between lie the complications of the real world which as yet 
have to be handled with one or the other type of model, modi
fied by reliance on intuition and informed judgment. The choice 
is no doubt mainly a question of the "Long View and the Short." 11 

The use of Keynesian models is in a sense predicated upon 
the judgment that the short run of pre-Keynesian theory is not so 
short after all-the ever-present endogenous, automatic forces 
that tend to bring the economy back to full employment are 
weak and sluggish when income and price effects interact if' this 
manner. The social costs of passive government policies must be 
borne over relatively long periods even if no further disturbances 
occur. From the economist's viewpoint, Keynes' historical impor
tance seems to lie in imposing his view that the "real world" lies 
closer to the income-model end of the spectrum. The "pure" 
income-adjustment model is the strategic Simplification to make 
in the analysis of policy problems relating to full resource utili
zation on an aggregate level. Here the proof of the pudding has 
been in the eating. Although in the comparative statics of the 
New Economics the income-constrained process survives only in 
the form of the multiplier, that "inexhaustibly versatile mechani
cal toy" 18 is surely a major factor in the continued influence of 
this otherwise emasculated version of Keynes' theory. 

17. As Professor Viner has repeatedly emphasized, Classical pre-Walrnsian and 
pre-Marshallian price theory dealt with long-"m problems. As an unequalled 
authority on this body of doctrine, Viner was far less disconcerted than many 
other contemporaries at Keynes' way of upsetting the Widely accepted Marshallian 
ranking of adjuSbnent speeds. In his remarkably incisive review of the General 
Theory, Viner took strong exception mostly to some of Keynes" sweeping long-run 
generalizations, e.g.: ..... I would contend that over long periods. given a 
flexible price system, the propensity to consume will afTect the rate of ('apital 
accumulation rather than the volume of employment ... " (Cf. J. Viner, "Mr. 
Keynes on the Causes of Unemployment," Quarterly Journal of EconomiCS, No\,. 
1936, p. 164·) 
18. H. C. Johnson, op. cit., p. 11. But the amount of nttention still accorded the 
multiplier in the literature dealing with the "Keynesian" simultancous equation 
systems is, as Professor Johnson points out (p. 12), rnther curious: ..... the 
multiplier is a tiresome way of comparing general eq"ilibrillm positions." 
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Appendix: Problems of Period-Analysis 

In Keynesian theory the traditional ranking of relative adjustment 
velocities is altered. This change in the dynamic structure of the basic 
model used for the analysis of short-run macroproblems has far
reaching implications. The long and involved debate over the relation 
between Keynesian and "Classical" theory, which followed the ap
pearance of the General Theory, was to a great extent concerned with 
clarifying these implications. Not all of the issues raised in the course 
of this debate grew out of Keynes' use of a period model dynamically 
different from the traditional one; some of them involved difficulties 
generally inherent in the "period model" approach to the analysis of 
dynamiC processes. 1 

The prime difficulty with period models is that actual reaction 
velocities need not be of a qualitatively different order of magnitude. 
This is true, for example, of price and output velocities in the case of 
a single market. Depending upon their relative magnitude, and the 
position of the initial disequilibrium point in relation to the equilib
rium point, the actual adjustment process may involve oscillations (a) 
in price but not in output-the Marshallian case; (b) in output but 
not in price-a "micro-Keynesian" case; (c) in neither-i.e., both 
variables move directly to the eqUilibrium point; or (d) in both.2 

The complexity of continuous adjustment models is a great incen
tive to adopting a discrete treatment of time. This necessitates a quali
tative ranking of the reaction velocities in the system. If an unambig
uous ranking can be obtained, a further "strategic" decision remains, 
namely to decide upon the variable whose adjustment speed will 
determine the period on which the model will focus. All other vari
ables are then either "impounded in the ceteris paribus" or considered 
perfectly variable. 

For a single market, alternative dynamiC paths can be approximated 
by period models emplOying different lag structures. In macromodels 
with several distinct, composite markets, a strong ordering of all the 
adjustment speeds for all the markets may be nearly impOSSible. Cer-

1. For example, the controversy over Stock versus Flow Analysis which was part 
of the LiqUidity Preference-Loanable Funds debate. 
2. The last case has often been handled with period models with discrete behav
iorallags-"cobweb" models. 

For a continuous time treatment of the above cases, d., e.g., D. W. Bushaw 
and R. W. Clower, Introduction to Mathematical Economics, Homewood, III., 1957, 
Chs. III and IV. There is a great increase in the complexity of the models in the 
latter chapter, where the authors deal with a system of two interrelated markets. 
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tainly no such ordering would command general assent 3 to the extent 
that the ordering of the Marshallian partial equilibrium model has 
done. It may be argued that a complete ranking is not necessary; all 
that is needed is that there be at least one period length which 
permits the economist to group the variables in two sets-those that 
are to be considered constant, and those to be considered perfectly 
variable.4 Relative adjustment speeds within each of these sets could 
then be ignored. 

The ranking of all the reaction velocities of an entire macros),stem 
must still generally be made on the basis only of incomplete evidence. 
But judgments differ among authors, and so do the dynamic structures 
of their models. A coherent theoretical discussion of short-run prob
lems requires consensus on this ranking-a consensus which has not 
always been established. If there is at least one partitioning of the 
entire set of variables into "parameters" and "endogenous variables" 
on which agreement can be reached, then a common brand of short
run theory is also possible. If there is only one such partitioning, how
ever, it will not be possible to handle problems of a relatively more 
"short-run" or "long-run" character. 

The equilibrium condition defining the Keynesian short run is the 
equality of desired savings and investment rates. The actual calendar 
time counterpart of this short run would be "the time it takes for the 
multiplier to work itself out." 5 In relation to this period, Keynes 
assumed money wages, the capital stock, productive technology, and 
population constant. Consumption (saving), investment, and employ
ment were considered freely variable. In the Keynesian tradition, the 
money price level and interest rates are usually considered variable, 
subject to the constraints due to the "fixed" money wage rate; in the 
General Theory itself the permiSSible short-run movements of the 
interest rate are restricted by the postulate of inelastic long-term 
expectations.6 

3. Agreement on assumptions is not a proper test of a model. But much of the 
literature with which we are concerned deals with dynamic problcms within a 
framework of period-analysis models, while at the same time devoting little atten
tion to making these assumptions explicit. The lack of a generally agreed lipan 
ranking has in several instances been an important obstacle to the resolution of 
past controversies. 
4. Since the latter are assumed to adjust fully "within the unit period" of the 
model, it is clear that the application of this method presumes that the relevant 
short-run processes are always convergent. 
5. Or, rather, for the income-expcndihlre-income repercllssiom to die down to R 

second-order magnitude-another matter on which judgments may differ. Cf. 
R. M. Goodwin, ''The Multiplier," in S. E. Harris, ed., The New EconomiCS, New 
York, 1950. 

6. Cf. Chapters 111:3 and V. 
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Consensus on the ranking of adjustment speeds is then one prereq
uisite for the construction of a generally acceptable short-run macro
model which can be discussed in a lOgically consistent fashion. Logical 
consistency of the basic model is not, however, the only requirement 
of an economic theory. Empirical relevance is another. For short-run 
"period" models this raises a problem closely related to that of rank
ing, namely what approximate calendar time interval the model's short 
run corresponds to. Some conception of the time interval implied by 
such a model is required for the purposes of testing it, since the data 
that the economist has to work with are recorded at discrete, and for 
some variables, rather long, intervals. 

Keynesian models have been applied to both yearly and quarterly 
data, for example. Using quarterly data on an income-expenditure 
model usually means that it is assumed that desired saving and invest
ment rates are hrought into equality by endogenous forces within the 
quarterly time-span. At times Keynes referred to the multiplier as 
"instantaneous"-a usage to which many contemporaries reacted un
favorably, since it seemed to imply that desired saving and investment 
were always equal at each and every point in calendar time. On this 
interpretation the theory would assert that observed rates of income 
are always to be interpreted as short-run equilibrium rates. This 
would raise problems with respect to the explanation of movements in 
income, since such movements must be conceived of as essentially 
continuous and as adjustments in response to disequilibrium forces, 
saving and investment being the income-determining factors. Thus 
D. H. Robertson, for example, deplored Keynes' relinquishing of the 
Treatise approach, according to which the difference between saving 
and investment at a point in time determined the direction and speed 
of the change in income. 7 

The time-dimension problem became obscurely interwoven with 
that of causality in the voluminous "Savings equal Investment" de
bate. On this issue a broad consensus among "Keynesian" followers 
gradually emerged-based on the contention that Keynes was con
fused about the concepts of "ex ante" and "ex post." 8 But Keynes' 

7. D. H. Robertson, Essays in Monetary Theory, London, 1940, I: 1 and IX. 
8. There is no doubt whatsoever that Keynes misunderstood completely the 
Swedish "ex ante-ex post" tenninology. The semantic misunderstanding made 
him introduce some overly ingenious complications in an already confused debate. 
Thus, in his 1937 Economic Journal debate with Bertil Ohlin, he assumed "ex 
ante" to have a purely temporal connotation, i.e., meaning "in advance of," or "in 
anticipation of." He was much intrigued by what he took to be Ohlin's idea of 
how "ex ante" investment could influence current income. His two articles on 
the subject elaborate the notion that investment may influence income before it is 
actually carried out because entrepreneurs may decide to secure the needed 
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insistence on the continuous equality of actual savings and investment 
does serve a useful purpose in the analysis of the behavior of the sys
tem when out of short period "equilibrium." The purpose is simple
namely that of providing a check that descriptions of the disequilib
rium process do not violate "Say's Principle." The "necessary saving
investment equality" is, as has so often been pointed out, a "tautology 
without causal significance." But such tautologies, expressing condi
tions which must be fulfilled, are not to be scorned. The principle has 
in fact frequently been violated in the income-expenditure literature, 
particularly in connection with some of the standard comparative 
statics exercises perfonned with the help of the well-known "IS-LM" 
diagram.o 

The application of the tools of comparative statics to the construc
tion of a model of a dynamic process leaves a result somewhat 
analogous to a movie cartoon-a series of "dated" snapshots of a 
process conceived to be continuous.10 A comparison of two consecu
tive frames reveals the accumulated result of the processes taking 
place over a given interval of time, but the cartoon does not give 
infonnation about the exact state of the portrayed system for any 
point in time within that interval. In the single market case referred to 
above, for example, linear interpolation between initial and terminal 
price-quantity values will only by accident yield the "half-time" 
situation-depending upon the unknown relative adjustment speed of 
the endogenous variables, the adjustment might, for instance, involve 
converging oscillations in both price and quantity traded. 

Given the Keynesian model's partitioning of the variables into 

"inveshnent finance" /n advance of actual expenditures, thereby raIsmg the 
demand for money, etc. These ideas, being completely at cros.~-purposes with 
Ohlin's discussion, do give a surrealistic Havor to certain passages. Keynes' reveal
ing statement tll.lt: "As for the concept of 'ex ante' saving, I can attach no souno 
sense to it," is certainly understandable, since he interpreted the term to refer to 
current income withheld from consumption in anticipation of a future increase in 
income. 

Keynes' manifest misunderstanding of this terminology does not prove that he 
was incapable of distinguishing between "desired" and "achlal" magnitudes. 
9. Compare Ch. 1:2 above and the references to Horwich's work given in that 
context. 

10, A cartoon rather than a film since the model does not record, but simulates 
the actual process. To spin out the imperfect analogy-the functions detemlining 
the values of the endogenous, "perfectly adjusting" variables could be regarded as 
a complete set of instructions to the draftsman for the draWing of any dated 
frame for which he is provided with the "parameter" values. A recursive model 
would give him a self-contained "plot"-the parameters themselves change value 
over time according to given rules, etc. 
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"short-nm parameters" and "endogenous variahles" (with no ordering 
of adjustment speeds postulated for the latter), the system will show 
equality of desired saving and investment for all points in time for 
which the given infonnation permits a solution to be determined. A 
more detailed account of the dynamic process, which Robertson 
pleaded for, requires more detailed information on the dynamic struc
ture of the system. If the endogenous variables of Keynes' model 
could be partitioned into "constants" and "perfectly adjusting vari
ables," an ultrarapid version of the process could be drawn with a 
greater number of frames per unit calendar time. Robertson's sugges
tion was that consumption expenditures be regarded as the "slowest" 
adjusting of the endogenous variables in the Keynesian model. He 
therefore advocated treating consumption as a "short-run parameter," 
the value of which would at any point in time be histOrically deter
mined by the level of income of the preceding period. This particular 
ordering of the adjustment speeds never did command the general 
agreement which was finally reached on the Keynesian model and, as 
a result, interest in "Robertsonian dynamics" waned. 

The same type of problem can be equally bothersome when it is 
desired to extend the study from a given "short run" to some "longer 
run"-still falling short of the full equilibrium of the stationary state. 
Thus, if one started from a Robertsonian model there would be a 
number of possibilities. It might be assumed, for example, that income 
adjusted "infinitely fast relative to the capital stock," so that in the 
"longer run" savings and investment became equal "before" invest
ment led to any addition to current capacity. This longer run would 
then correspond to the Keynesian model. If these two adjustment 
speeds were ranked in the reverse order, such a recursive Robert
sonian model would contain no "frames" identical with a recursive 
KeyneSian model. Starting from the KeyneSian "short-run" model, the 
Harrod-Domar type of growth model presents a difference-equation 
system which assumes that capital stock "adjusts infinitely faster than 
the money wage rate," a ranking which for some reason has seldom 
been seriously questioned. Cranted that the money wage is inflexible 
in the short run, it must still be remembered that "many short periods 
doth one long run make." Except for his "Notes on the Trade Cycle," 
Keynes hardly ventured beyond the presentation of the short-run 
solution of his system in any systematic way. The difference-equation 
approach to cyclical processes was developed by later Keynesians. 

"Savings equal Investment" was hotly debated for a few years. But 
on the dynamic issues specific to the Keynesian choice of "period," a 
profeSSional consensus was reached rather quickly. A similar wide
spread agreement was also reached on the "KeyneSian" growth and 
business cycle models advanced by Harrod, Damar, Hicks and 
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others.I1 In some other areas, the difficulties inherent in the applica
tion of comparative statics to essentially dynamiC prohlems were not 
resolved-the "awkward complications hidden in plain view" 12 re
mained (and still remain) awkward. These problems have, in particu
lar, haunted 13 the interminable Liquidity Preference versus Loanable 
Funds debate in which many of the issues still remain in dispute
primarily because of the time-dimension problem. A reading of Pro
fessor Johnson's well-known survey article 14 makes it clear how 
intimately the differences in implications of the many alternative 
models proposed in the course of the postwar discussion have been 
related to the choice of periods and the specification of lags. 

The "Savings equal Investment" and "Loanable Funds versus Li
quidity Preference" controversies, while important to the understand
ing of the development of the Keynesian tradition, do not excite much 
interest today. The problems of period-analysis are still with us in the 
literature on stock-How analysis. The increasing emphasis on the use 
of capital concepts in modem theories of income determination makes 
stock-How analysis more than ever an important tool. 

11. Cf., however, A. F. Burns, The Frontiers of Economic KnOlcledge, Princeton, 
1954, e.g., pp. 3-25, 207-67. Bums rather vehemently spurned the dynamiC 
structure assumed in these models which he considered to be based on unedu
cated guesswork. 

12. H. C. Johnson, op. cit., p. 2. 

13. In 1939 Robertson was already speaking of "the ghost of an old argumenl 
dating from the days of the Treatise on Money" which kept, as it were, upsetting 
the table (cf. op. cit., p. 29). According to this argument, an increased rale of 
savings by consumers will not lower the rate of inlerest in the "short nm"-the 
short run being defined as the length of lag before producers or distributors 
adjust their cash outflow to the new situation. Before this adjustment takes place, 
the producers will have to finance their unplanned increments in inventory by 
issuing securiti's so as to offset the excess flow demand for bonds at the old 
rate. 

The postwar debate has been no less spirited. The argument reappears in 
somewhat different incarnations, for example, in J. Robinson, "The Rate of Inter
est," Econometrica, April 1951, and in H. Rose, "Liquidity Preference and 
Loanable Funds," Review of Economic Studies, Feb. 1957. Professor Johnson 
bemoans the willingness of British Keynesians to lend themselves 3.. media 10 the 
old ghost: " . . . evident most notably in the prolonged defense . . . of the 
proposition that an increase in the propensity to save lowers Ihe inleresl rate only 
by reducing the level of income, ... a credit to their ingenuity ralher IhRn their 
scientific spirit." (Op. cit., p. 7. Cf. also M. Burslein, Money, Camhridge. ~fass., 
1963, pp. 393, 604-6.) 
14. H. C. Johnson, "Monetary Theory and Policy," American Economic Rrview, 
June 1962, pp. 359-65. Note, in particular, the comments on the models proposed 
by Hahn, Patinkin, Robinson, Rose, and Tsiang. 
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Many stock-flow models start from the explicit premise that "in the 
short run- the net rate of new output of a stock-flow commodity is 
-insigniBcant- in relation to the size of the existing stock and go on to 
postulate that this flow rate therefore can be ignored in the short-run 
analysis of price detennination. One recognizes this as a period ap
proach to price determination-the rate of change of existing stock is 
assumed to be a negligible variable in the short run. In general, the 
argument that the rates of output, "consumption," and net investment 
can be ignored in the short-run analysis of price determination in 
markets (or stock-flow goods, stocks of which show a low average rate 
of turnover, is erroneous. The larger the stock quantity existing at any 
time, the lower-ceteria paribus-the price paid per unit of the ser
vices it yields; consequently, the faster a stock grows, the lower the 
returns that units of existing stock will earn over their remaining 
economic lives and the lower, therefore, should be their present 
market value. Even in the absence of future markets for the services 
of the stock, it can hardly be true in general that investors are un
aware of this obvious relationship and the corresponding fact that the 
rate of growth of the stock will itself depend upon the level of present 
market values. Only if expectations of future earnings were com
pletely unrelated to the present growth rate of the stock could present 
market values be unaffected, e.g., by a cost-reducing innovation shift
ing the flow-supply curve of the asset downward. 

In models where future returns to assets and therefore their fresent 
market values are regarded by transactors as related to the leve of net 
investment and where the rate of investment depends directly upon 
the market price, it is not safe simply to "rank" the capital stock as a 
constant in the short run. In general, the rate at which it grows will 
also have feedback effects on current prices. The main problem in 
keeping the system on an equilibrium path is that these feedbacks are 
apt to be distorted since they are filtered through expectations which 
are not based on "perfect foresight." 111 

15. ThIs type of problem, however, will generally be less important In models of 
the Income-e%penditure type than in models of the General Theory type. Keynes 
did DOt deal with It very mccessfully In that worlc-hiJ marginal efficiency of 
capital apparatus did not serve to clarify Its stock-flow dimensional aspects. His 
'"The Theory of the Rate of Interest," in The Le_ of Monetary Experience; 
&loy, In I10n0r of Imlng Fllher, 1937 (reprinted in Fellner and Haley, eds., 
Headlnglln the Theonj of Income Dlllrlbulion, Philadelphia, 1951), II a good 
deal more It1CCeISfulln thia respect. Cf. section III:3. below. 
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filz Price Adjusbnents in Atomistic Markets 

The revolutionary impact of Keynesian Economics on contem
porary thought stemmed in the main, we have argued, from 
Keynes' reversal of the conventional ranking of price and quan
tity velocities. In the Keynesian models price velocities are not 
infinite; it is sometimes said that the implications of the model 
result from the assumption that money wages are "rigid." This 
usage can be misleading. Income-constrained processes result not 
only when price-level velocity is zero, but whenever it is short of 
infinite. Only if price Hexibilities were almost "perfect"-Le., if 
prices adjusted with a minimum of false trading-would income
constrained processes be of little interest to us. "Rigid" may 
carry the unfortunate connotation that the opposite extreme, 
"perfect Hexibility," is the nonn or the natural order in a freely 
competitive system and that, consequently, a theory incorporat
ing the assumptions of such price-rigidity cannot claim to be 
"general." This is the presumption we must now examine. 

Identifying imperfect Hexibility of prices with the existence of 
"monopolistic practices" of one sort or another implies that, 
could such practices be suppressed, an otherwise active govern
ment policy would not be needed. Keynes would certainly have 
disagreed with this proposition. Nonetheless, it has become stan
dard practice in the income-expenditure tradition to take the 
easy way out on this issue: the factual existence of minimum
wage laws, monopolistic unions, and administered pricing poli
cies must be taken for granted in any discllssion of aggregative 
policy issues. Since these institutional or structural facts would 
account for "rigidities" there is no need to look further; the 
"special assumption" underlying the Keynesian model is ade
quately motivated. 

This kind of attitude does not give adequate recognition to the 
relevance of Keynesian, income-constrained models. Clower 
argues, for example, that Keynes' introductory attacks in the 
General Theory on "Say's Law" should be taken at face value, 
however obscure some of the supporting arguments advanced 
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may be. The later distinction between "Say's Law" and "Walras' 
Law," made by Lange,l is not consonant with Keynes' intentions. 
Many of Keynes' obiter dicta become fully understandable only 
when interpreted as part of a critique of the short-run empirical 
relevance of the "Classical" equilibrium model of a freely com
petitive, money-using system. 2 

Problems of information and the "perfect competition" model 
The intuitive plausibility of '\-{arshall's period-dynamics seems 
to be due to the powerful sway which the static model of perfect 
competition holds over our thinking. This model is closely asso
ciated with many of the most powerful theorems in the field of 
economics. Whereas other theoretical tools of less general appli
cability are subject to steady scrutiny, it is perhaps natural that 
economists should be less self-conscious about the limitations of 
a tool which accounts for some of their greatest accomplish
ments. It is generally granted that the model applies only to 
markets with a particular structure. One specification of what is 
to constitute a "perfectly competitive market" is that the number 
of independent transactors be so large as to preclude the emer
gence of formal or informal collusive practices. To emphasize 
our contention that even with this structure markets would not 
generally show the infinite price veloCity which is commonly 
assumed in the case of "perfect competition," we will refer to 
"atomistic" instead of "competitive" markets. 

Actually nothing at all can be deduced about the rate of 
change of prices from the usual competitive model-unless it has 

1. O. Lange, "Say's Law: A Restatement and Criticism," in Lange, McIntyre, and 
Yntema, eds., Studies In Mathematical Economics and Econometrics, Chicago, 
1942. In Lange's well-known formulation Walras' Law states that all the market 
excess demands of the system sum to zero, Say's Law that the excess demands for 
all the n-1 non-means-of-payment goods sum to zero. Say's "Law" therefore 
would not hold except in the special case where the excess demand for means of 
payment happens to be zero. 

The distinction is new with Lange; it was not part of Keynes' analytical equip
ment. While there is ample evidence that Keynes was preoccupied with the 
Inadequate treatment of money in much of received theory, Clower argues 
strongly that his attacks on Say's Law must be interpreted as attacks on Walras' 
Law in the sense of Lange. Cf. II:3 below. 
2. Clower, op. cit., Sections 1 and 2. 
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already been put in ad hoc, e.g., by assuming that the solution 
state for such a model holds true however short the unit period 
(in which case infinite price velocity is implied). The static 
model is completely inapplicable to the analysis of dise(!uilib
rium states, since-in addition to atomistic structure-a second 
condition of "perfect competition" is also specified, namely that 
all transactors always face infinitely elastic supply and demand 
curves at a given price. This condition that prices be parametric 
-that all transactors be "price-takers"-rules out the possibility 
of a state in which markets do not clear at the actual price of the 
moment. To make analysis of adjustment processes in an atomis
tic market pOSSible, this condition must be relinquished.3 

Perfect knowledge and absence of any costs connected with 
the act of changing price (or rate of output) would enable the 
traders in an atomistic market to detect and to move instanta
neously to the new price equilibrium follOWing a disturbance. In 
the absence of perfect knowledge on the part of transacting units 
or of any mechanism unrelated to the trading process itself that 
would supply the needed information costlessllj, the presumption 
of infinite price velocity disappears. 

This brings us to the crux of the matter. For simplicity, 
assume that transactors know their own preference maps and 
have perfect information on physical transformation possibilities. 
This is not enough to enable the individual transactor to make 
the right decisions-his actions have to be coordinated with 
those of others: "no one can decide upon his optimal activity 
without knowledge of what others (who are in the same diffi
culty) will do." 4 We foclls on the information rele\'ant to 

3. For a further development of this line of criticism, sec K. J. Arrow, "Towards a 
Theory of Price Adjustment," in M. Abramowitz et a1., The Allocation of Eco
nomic Resources, Stanford, 1959; R. W. Clower, op. cit.; A. A. Alchian and W. R. 
Allen, University Economics, Belmont, Calif., 1964, Chapter 31; and D. C. 
Cogerty and C. C. Winston, "Patinkin, Perfect Competition and Unemployment 
Disequilibria," Review of Economic Studies, April 1964. Clower's ('ssay is the one 
most relevant for our purposes since it develops the macroeconomic implications 
of the argument. 

The opportunity to read an unpuhlished paper by Prof('ssor Alchian, "Unem
ployment and the Cost of Information," is grateflllly acknowle(lgcd. 
4. C. B. Richardson, "Equilibrium, Expectations and Infomlation," Economic 
Journal, June 1959, p. 232. 
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exchange transfonnation possibilities (information which is, of 
course, needed also for production decisions). 5 The very core of 
the Theory of Resource Allocation is the demonstration of how 
prices may convey the necessary infonnation: 

We must look at the price system as sllch a mechanism for communi
cating information if tce want to understand its real function . ... 
The most significant fact about this system is the economy of knowl
edge with which it operates, or how little the individual participants 
need to J...-now in order to be able to take the right action .... only 
the most essential infonnation is passed on, and passed on only to 
those concerned.6 

What the individual transactor needs to know, however, are 
the equilibrium prices.7 The "pure," atemporal theory of the 
competitive market usually concentrates on the description of an 
equilibrium state and its properties, i.e., that particular state in 
which the actual prices embody preCisely the infonnation that 
the transactors separately need to know. When one tries to inter
pret the classroom competitive model as one of an actual, con
tinuous process, two interesting features emerge: (a) the infor
mation required by individual transactors is "produced" apart 
from the actual process of exchange (and production), and (b) 
it is "distributed" at no cost to transactors. In their attempts to 
abstract the essentials of the competitive model, both Walras 
and Edgeworth came to realize the necessity of providing as
sumptions yielding the first of these two features. Hence, the 
hypothetical "auction process" of Walras and "recontract pro
cess" of Edgeworth.s 

5. The distinction made here corresponds to that between "primary" and "sec
ondary" information made by Richardson, op. cit. We thus assume "perfect pri
mary information" and concentrate on the problem of how the necessary secon
dary information would be generated and distributed. 

6. Cf. F. A. Hayek's classic "The Use of Knowledge in Society," American Eco
nomic Review, Sept. 1945, pp. 526-27, italics added. 
7. Even so, as Richardson rightly emphasizes, it is not clear that the individual 
entrepreneur would be able to decide either on which particular activity to 
engage in or (if his opportunity set is not strictly convex) exactly what quantity 
to produce. 
8. Cf. L. Walras, Elements of Pure Economics, translated by W. Jaffe, Home
wood, III., 1954, and F. Y. Edgeworth, Mathematical Psychics, London, 1881. The 
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Walras' general equilibrium in exchange and production The 
Walrasian tdtonnement is the more familiar idea. Professor 
Jaffe's recent demonstration of how differently Walras handled 
the problem, first, in his Pure Theory of Exchange and, later, in 
developing the Theory of General Equilibrium in Exchange and 
Production is very instructive for our present purposes." Liter
ally, tdtonnement means "groping"-the groping of the market 
for a point on the contract locus. In his theory of exchange, 
Walras retains the ambition of describing an auction process that 
is a realistic simulation of an actual market process. This pro
cess must be one of groping, of "blindly feeling its wa~', since 
no one in the actual world is presumed to kllow in adwnce 
the parameters or the solution of the equations." 10 The actual 
trading process is described as an iterative search for the solu
tion to the equation system. \Valras' main concern here was 
simply whether the system will end up at the vcry point on the 
contract locus which represents the solution to the initially 
defined, static offer and demand cun'es. He realized that, for this 
to happen, the value of individual commodity holdings must not 
change as transactions are successively concluded. l-lis "theorem 
of equivalent redistributions" demonstrates his awareness of the 
indetenninacy generated by the redistributive income dfccts 
mentioned in our discussion of Hicks' analysis. It might perhaps 
be argued that this constitutes implicit recognition on Walras' 
part of the "false trading" problem, but the problem was in fact 

hypothetical sequence of evenl~ leading to the estahlishment of n market-clearing 
price, which the two authors outlined, were hy no means id('nticaJ. \\'alras ap
pears to have been primarily interested in achieving a simplifleation which would 
enable him to proceed with the analYSis of the entire general cquilibrium system; 
Edgeworth's interest went deeper and concerned the process il~c1f and il~ implica
tions for different market structures. In recent years, the work of Shuhik, Scarf, 
Debreu et al. has brought renewed attention to' Edgeworth's e!lort< in this area. 
Cf. J. S. Chipman, '"fhe Nature and Meaning of Equilibrium in Economic 
Theory," in D. Martingale, cd., Functionalism in the Social Scicnces, Philadclphia, 
1965, pp. 53-59· 
9. W. Jaffe, "Walras' Theory of Tlltonnemcnt: A Critique of Recent Interpreta
tions," Journal of Political Economy, Feh. 1967. 

10. This is Jaffe's apt characterization of the problem. Cf. op. cit., p. 2, italics 
added. 
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never brought to the surface of his discussion and played no part 
in his analysis of tatonnement in exchange. 11 

\Vhen expanding his model to include the current production 
of goods and services, however, Walras was forced to face up to 
the information problem. The "theorem of equivalent redistribu
tions" obviously does not cope with the implications of having 
production commitments made on the basis of disequilibrium 
prices. The theory of exchange and the theory of production 
could not be fused in the way intended, if the connecting link
the holdings of produced commodities with which transactors 
enter the exchange process-were allowed to dissolve by per
mitting production to ensue in the creation of an essentially 
arbitrary set of "false quantities." 12 At this point, therefore, 
Walras found it necessary to resort to the device of tatonnement 
by means of "fictive tickets." The description of this iterative, 
trial-and-error process makes no pretense of Simulating the 
"groping" of real markets-the "tickets" are assumed to become 
valid contracts only when the equilibrium price vector has been 
found. 13 Thus the process involves "recontracting." But it is 
different from Edgeworth's recontract process.14 Walrasian trans
actors do not bargain (as Edgeworth's do) but are described as 
acting throughout purely as "price-takers." 

Walras' main concern was with the theory of value and re
source allocation. In order to proceed with his demonstration of 
how economic activities can be smoothly coordinated in a system 

11. Cf. Jaffe, loco cit. As indicated in our discussion of Hicks' contribution, these 
redistributive income effects are of little relevance to theories of aggregate income 
and employment. In the usual, highly aggregative, macromodels the issue is en
tirely submerged, particularly when (as is often the case) total output is implic
itly taken to be a measure of social income or "welfare"-an identification that 
most often involves the notion of some "representative transactor" and therefore, 
cannot be simultaneously entertained with the idea that redistribution effects are 
analytically significant. Cf. Chapter III: 1. 

12. This useful counterpart to the term "false prices" is suggested by Jaffe, op. 
cit. 
13. Walras, op. cit., p. 242. 

14. With apologies to Professor Jaffe (who would reserve the term for the type 
of realistic use that Walras made of it in his theory of exchange) we will, 
therefore, continue to use the term "tIltonnement" with reference to fictitious 
recontracting processes in systems composed of price-takers. 
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where decision-making is utterly decentralized, he ignored infor
mation problems. "The famous tiltonnements are," as Solow has 
said, "a swindle, rigorously speaking .... But Walras' failure on 
this paint was itself creditable." 15 Keynes' main objedive, on 
the other hand, was to show how this coordination of individual 
activities could break down. These are two entirely different out
looks and they dictate different approaches. The follOWing is a 
pertinent illustration: 

The "fictive tickets" device ensures that \Valras' system is 
SUitably equipped with negative feedback mechanisms (i.e., the 
tdtonnement process will eliminate excess demand "errors" if the 
usual stability conditions are fulfilled). Having introduced this 
device, Walras senses that: 

There is still another complication .... Production ... requires a 
certain lapse of time. We shall resolve the second difficulty purely and 
simply by ignoring the time element at this point.1o 

The entire Chapter 5 of the General Theory is devoted to one 
simple pOint-that current production cannot be guided by what 
amounts to perfect foreknowledge, but must be based on e).-pec
tations: 

The actually realised results of the production and sale of output will 
only be relevant to employment in so far as they cause a modification 
of subsequent expectations .... Meanwhile the entrepreneur ... 
has to form the best expectations he can . . . ; he has 710 choice 
but to be gUided by these expectations, if he is to produce at all by 
processes u.,hich occupy time.l7 

The main point of this, however, was simply to deny pro
ducers the benefit of perfect information. The strongly stated 
general distinction between expected and realized results, 
Keynes proceeded to fudge: 

15. Quoted by Jaffe, op. cit., p. 5. 
16. Walras, op. cit., p. 242, italics added. Note that in the ahsence of backward
bending supply curves, etc., these assumptions ensure that 'Willing can go wrong 
witlt tlte system-all the feedback mechanisms of the system work to reduce 
"errors," none to amplify them, and there arc no lags. 

17. General Theory, pp. 47, 46, italics added. 
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Express reference to current long-term expectations can seldom be 
avoided. But it will often be safe to omit express reference to short
term expectation, in view of the fact that in practice the process of 
revision of short-term expectation is a gradual and continuous one, 
carried on largely in the light of realised results; so that expected and 
realised results run into and overlap one another in their influenee.1s 

Later the distinction becomes virtually erased-for Keynes pro
ceeded for the most part to treat consumption spending as a 
function of realized income, and production and employment as 
a function of realized expenditures. In this way he came to refer 
to the "multiplier" as though it were instantaneous-language to 
which D. H. Robertson and others took strong exception. Al
though it would have been cumbersome and tiresome to carry the 
distinction between expected and realized magnitudes through 
every passage of the book, it might still have been worthwhile to 
do so; many subsequent conundrums could have been avoided if 
Keynes had laid greater emphaSiS on process-analysis and less on 
the nature of the unemployment "equilibrium" state. 

It is instructive to note that the assumption that expected and 
realized results completely "overlap" also implies a speCial infor
mation process, which, while far from leading to Pareto-optimal 
allocation, still is similar to the tiltonnement process in one 
respect. Thus, Clower's explanation of the income-constraint 
bases the finanCing of purchases on currently realized sales of 
labor services rather than on expected sales. In effect, therefore, 
households are assumed to be informed about the quantities they 
will be allowed to sell before making their decisions on pur
chases. This "dual decision hypothesis" Clower links to Keynes' 
"dichotomized account of spending and saving decisions." 19 

This implies an information process which, like the Walrasian 
tiltonnement, functions apart from the trading process itself, but 
relates to quantities, not to prices. Households are informed of 
their real income "before any trade takes place." There are no 

18. General Theory, p. 50, italics added. Also, p. 51: ..... in practice there is a 
large overlap between the effects on employment of the realised sale-proceeds of 
recent output and those of the sale-proceeds expected from current input ..... 
etc. 

19. Clower, op. cit., p. 117. 
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"false purchases" of consumption goods. If generalized to all 
markets, this would imply an instantaneous multiplier. 

The two "pure" models differ in terms of the kind of informa
tion which they assume wiII be availablc to transactors in the 
short run when a previous equilibrium has been disturbed. Both 
types of models confine attention to information that is available 
at zero cost-if we adopt the convention of regarding as "cost
less" infonnation that consists simply in registering events hap
pening to the transactor, and for which he does not need to 
search or pay. 

The costs to individual transactors of acquiring information 
should be explicitly considered in order to get a more realistic 
appreciation of the degree of price-flexibility that can he ex
pected in a system of atomistic markets. We will deal first with 
individual behavior in a Single market and later with the defC'ets 
of the "communications network" of a multi-market s),stC'I11 in 
which money is "the only good traded in all markets." 

Information costs: individual behavior in a single market 
The standard illustration of the hypothetical Walrasian auction 
process presents an appropriate point of departure: A price is 
"erie au hazard" and an auctioneer registers the buy and sell 
offers. If he finds that, in the aggregate, there is excess dC'mand 
at the called price, a higher price is called out; if excess supply is 
registered, a lower price is tried. The process is repeated until a 
market-clearing price is found. Only then are actual exchanges 
allowed to be carried out.20 Thus, in a market operating 011 such 
rules, no "false trading" is ever carried out. Such markets always 
clear; if we were to regard actual exchange as taking place con
tinuously in calendar time, we would have to conceive of the 
tdtonnement as consuming no time, or as taking place "between 
innings" of a period model. 

Two things are to be noted about this type of process: 
(1) no transactor would ever face any constraint on the quan-

20. Compare Walras, op. cit., pp. 84-86, where Walras consiol'rs the example of 
an auction market for government bonds. On p. 8S \\lalras twice posits inslRnces 
of non-zero excess demand, commenting, 'Theoretically, trading should come to a 
halt" and ''Trading stops." 
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tities he can buy or sell at the market price at which trading 
actually takes place. 

(2) no transactor is ever required to find terms for himself; 
traders make decisions only on the quantities they would want to 
buy or sell at the different prices tried out by the auctioneer. 

But there is no auctioneer. The emperor, of course, is naked. 
Not all transactors can be completely passive in the way just 
described or the system could not adjust when markets fail to 
clear. If all traders are price-takers, Arrow points out, there is 
"no one left over whose job it is to make a decision on price." 21 
Arrow proceeds to consider the problem facing price-setting 
sellers in an atomistic market in disequilibrium, noting that each 
such seller would regard himself as faCing a downward-sloping 
demand curve, whose exact slope and position he would not be 
certain of. The traders who have the option of making price 
offers become, in effect, transitorily "monopolists" or "monop
sonists" when the atomistic market does not clear.22 

The analysis of the behavior of the individual trader in a dis
equilibrium situation can be advanced by bringing in informa
tion costs explicitly. This is what Alchian has done in the 
contributions cited. Alchian deals with a number of cases in 
which, for the sake of the economic argument, no non-economic 
constraints are assumed to be operative-there is always a price 
at which an economic good can be sold. The individual trans
actor does not know, however, what the best obtainable price is 
or from whom it can be obtained. This information is not avail
able instantaneously nor at zero cost. The seller will normally be 
willing to hold his resources off the market while he investigates 

21. Arrow, op. cit., p. 43. 
22. Cogerty and Winston have elaborated on Arrow's analysis in their critique of 
Patinkin. The tenninology of monopolistic competition, whereby sellers are said to 
be transitOrily monopolists, etc., does not appear very helpful in clearing matters 
up. eogerty and Winston use it heavily. Admittedly, tenninology is mostly a 
matter of taste, but it would seem less confusing if each particular market were 
allowed to fall in the same clasSificatory "box," whether in equilibrium or not. 

To stay clear of this matter, we have used the term "atomistic market" for 
markets in which, when all traders have full infonnation, no one has it in his 
power to improve his over-all gains from trade by restricting the quantity he 
supplies. 
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the environment, rather than sell at a price acceptahle to what
ever potential buyer or buyers he happens to hc ill contact with 
at the moment-e.g., the employer who has just laid him off. 
While sellers engage in such search behavior, uncmployed re
sources would thus be observed. 

Consider, for example, a seller of labor services who finds his 
old employment terminated, or a firm which finds its rate of sales 
falling off at the going price. How rapidly, and by how much, 
will these sellers cut their asking prices? The seller will not 
change his reservation price instantly but will first attempt to 
ascertain that the decline in sales was not simply a random 
event. The laid-off worker will spend some time in deciding that 
the rate of sales will not shortly pick up again by itself. Neither 
will the price cut be infinitesimal, when it once occurs, since an 
arbitrarily small price reduction will have little short-run effect 
in a market where buyers, too, lack full information. Since there 
is uncertainty on both sides of the market, an arbitrarily small 
price cut will not instantly re-establish "perfectly elastic" de
mand conditions for the individual sellers. 

DeSCriptively the situation differs somewhat depending on the 
type of market in which sellers are engaged. In markets for most 
mass-manufactured products, for example, sellers quote prices, 
while buyers search for the best price, rather than bargaining 
with individual sellers. To these sellers, price is then the con
trolled variable and the rate of sales the dependent \'ariahle. In 
deciding when and by how much to cut his price, sllch a seller 
has to consider a whole complex of factors. A price cut will lead 
to a gradually rising rate of sales, as information about the new 
price spreads among buyers-as long as competitors do not cut 
their price and aggregate demand in this market is not further 
reduced. These ceteris paribus conditions arc not realistic, how
ever. With time his competitors will cut prices, which will tend 
to reduce his sales-by an amount which depends upon the 
speed with which buyers acquire information, etc. The individ
ual seller is therefore interested also in the prices charged by 
other sellers. Thus, atomistic markets in disequilibrium present 
individual transactors with conjectural problems of immense 
complexity. Even if he could somehow process such infomlation 
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costlessly, a single seller would need a fantastic amount of infor
mation in order to arrive directly at an optimal pricing policy. 

The seller in the labor market finds himself in a slightly differ
ent situation. Ordinarily, he will not regard his problem as one of 
choosing a price to quote, but as one of searching out the em
ployer who will offer the best wage for a given rate of labor 
services. 

In one case, the seller quotes a price, and buyers decide how 
much. if anything, to buy at this price. In the second case, 
buyers quote prices and it is up to the seller to decide whether 
or not to accept any of the prices known to him at the moment. 
Arrow notes that "the immediate location of price decisions is 
usually vested in the more concentrated side of the market, in 
sellers in the case of most commodities, in buyers in the case of 
unorganized labor.28 Nonetheless, the two sellers face much the 
same problem: to decide on their reservation price while gather
ing more information. 

Normally, a seller has no incentive to reduce the price he will 
accept to a level which would immediately raise his sales to 
some given level. The expectations which underlie his reserva
tion price will be revised as he acquires more information on the 
market situation. Thus, the unemployed worker, for example, 
may start with a reservation price close or equal to his old wage, 
turning down employment opportunities which promise lower 
wage rates. As his search progresses, his sample of employment 
offers gets larger and the maximum wage offered increases.u 
The improvement achieved in the best offer known to the seller 
will decline with the extent of his search and with the cost de
voted to information-gathering. The increased sample of current 
market opportunities will enable the seller to form a progres
sively better estimate of the best price potentially available to 
him. His reservation price will be adjusted in accordance with 
this estimate. Search-acquisition of information-is costly, both 
in direct expense and in foregone earnings. At some point, there
fore, employment at the best wage then known will be accepted, 

~3. Arraw, op. cit., p. 47. 
~. Here the anaIym parapbrues the paper by Alchlan quoted above. 
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despite less-than-full infonnation, in preference to continued 
expenditure of resources on infonnation-gathering. 

The price actually achieved thus depends upon the amount of 
infonnation "purchased." The variable which the seller will at
tempt to maximize is the present value of achieved sales reve
nues net of search costs. Alchian points out the close connection 
between this idea and one aspect of the "liqUidity" concept. If 
we assume that infonnation is acqUired at a constant rate, the 
maximum price known is, ceteris paribus, a function of time. 
"LiqUidity" is often conceived as a relation between the propor
tion of the highest obtainable cash value which can be realized 
on an asset and the time spent in marketing the asset. An asset 
whose "full" market value can be instantly realized at zero trans
action cost is said to be perfectly liquid.2~ Cash is the perfectly 
liquid asset. This suggests the "essential and peculiar" role that 
money plays in the Keynesian scheme. 

Much of modem monetary theory deals with money as just 
one of the n goods in a general equilibrium model. It is now 
clear that in general competitive equilibrium all goods are per
fectly liquid. All transactors face perfectly elastic demand func
tions; the full value of any good can be instantly realized. Money 
has no special status, and in a model which deals only with 
situations characterized by exchange equilibrium, money is (at 
most) "just another good." 28 In the present work, we deal with 

25- We may again refer to the contributions of Arrow, and Cogerty and Winston: 
in the price-theoretical literature, the umonopolistic competitor" is usually re
garded as having an advantage over firms seIling In ucompetitive" markets. He Is 
willing to devote part of hiJ resources to preserving thil advantage by advertising. 
etc. A competitive firm finding Itself in a market thrown into excess rrupply dis
equilibrium Is not "better olr' than before rrurely. To avoid semantic marls. prob
lems of "illiquidity" and "imperfect information" in atomistic markets Ihould be 
analyzed apart from the ltatic problems of monopolistic competition. 
26. Though general equilibrium models deal with the economy "81 If" II were 
alwaYI in a:change equilibrium, the Inclusion of "money" In rruch modeb--4.e., 
the e:tplanation of why money Is demanded at all-must be predicated on the 
UIIquldlty of earning _ts, which Is to say on the general prevalence of Imper
fect information and "uncertalnty.~ Cf., e.g., Hicks, op. cit., Chapter XIII, and 
Samuelson, op. cit., pp. 122--24. 

The current ltatu. of "pure~ monetary theory Is a curious one: The preferred 
analytical tool of many of Its mOlt dlstinguilhed practitioners II the general equl-
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short-run disequilibrium processes. In the analysis of such pro
cesses, money-and "liquidity" generally-is of particular inter
est. (The Keynesian problem, after all, is to show how it can be 
that all the "false quantities" produced are too small.) Hence our 
emphasis on aggregate demand in money terms. Most Keyne
sians prefer to deal with the income-expenditure model in real 
terms, i.e., with nominal magnitudes entirely absent from the so
called "real sector" and, correspondingly, with the excess de
mand for money stated in terms of real balances. This procedure 
of dividing through "on both sides" with the GNP-deRator 27 is 
usually regarded as purely a matter of convenience, to be justi
fied simply by reference to accepted postulates of "rational 
behavior," i.e., "absence of money illusion." When communica
tion is far from perfect, however, it is not at all clear that indi
vidual "rationality" implies the kind of invariance propositions for 
the system as a whole that these models imply. "Absence of 
money illusion" has become one of the great fudge-phrases 
of economic theory-a "real veil," in effect, behind which some of 
the most basic and subtle issues of monetary theory lie con
cealed. 

In a money exchange system, the means of payment is "a good 
traded in all markets." Herein, it is different from all other goods. 
The aesthetic attractions of modem general equilibrium models 
should not make us forget this fact. The first requirement of a 
relevant theory of a monetary economy should be that it reRects 
this singular property of money.28 In order to come to grips with 
this problem, however, we must relinquish the present single
market framework and deal with a system of several interrelated 
markets. 

Iibrium model. But money cannot be "important" in theories which devote atten
tion only to equilibrium situations. To a large extent, one finds this literature to 
be preoccupied with highly abstract and aesthetically satisfying but arid "invari
ance theorems." The predominance of this approach has been forcefully criticized, 
e.g., in an unpublished paper by M. L. Burstein, "Some Theory of Bank Rate" 
(196S). 
27. What this amounts to, we will argue, is rather "dividing through" (can
celling) the means of payment function of money. Cf. R. W. Clower, "A Recon
sideration of the Microfoundations of Monetary Theory," Western Economic 
Journal, Dec. 1967. 
28. Clower, op. cit. 
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This is necessary also for another reason. Alchian's analysis of 
individual behavior in a single market demonstrates that when 
costs of information are taken into account, a disturbance of 
equilibrium will cause transitory unemployment of resources also 
in atomistic markets. Qualitatively, the analysis is as applicahle 
to a hypothetical barter system as it is to a money economy. It 
makes clear that either system would exhibit a steady-state re
volving pool of people "between jobs." This kind of "frictional" 
unemployment, however, Keynes explicitly excluded from his 
definition of "involuntary" unemployment and it was with the 
latter that his theory was concerned. Alchian's analysis remains 
perfectly applicable to the explanation of individual behavior in 
a state of "involuntary" unemployment, and the initial "inflexibil
ity" of reservation prices that his analysis implies is, indeed, a 
necessary condition for the emergence of such a state. But it is 
not sufficient. Keynes' involuntary unemployment is fundamen
tally a product of the cumulative process which he assumed the 
initial increase in unemployment would trigger. The assumed 
deviation-amplifying feedbacks involved in this process cannot 
be explained in terms of an isolated labor-market model-the 
entire money-using system must be considered. 

11:3 The Theory of "Involuntary" Unemployment 

Notionall ersus Effective excess demands; the validity of Say's 
PrinCiple and the irrelevance of Walras' Law This brings us 
back to Clower's contribution. The excess ckmand relations of 
the conventional general equilihrium modcl, Clower emphasizes, 
are based on the assumption that all traders can buy and sell 
whatever quantities they desire at the market prices at which 
trading actually takes place. In a tlltonnement exchange model 
with multiple markets, the individual trader considers only the 
vector of "announced" priccs in drawing up his budget plan. His 
demand curve for one of n commodities may be derived by hold
ing n - 2 relative prices constant and varying the numeraire 
price of the commodity in question, registering the desired pur
chases of this commodity for each alternative numeraire price. 
Aggregation of such individual schedules (uncompensated for 
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real income changes) gives the conventional market excess de
mand function. As Clower points out, 1 however, this procedure 
presupposes that the n - 2 other markets will "clear." In consid
ering his purchases or sales of a particular good for any an
nounced vector of prices, the trader is supposed to face infinitely 
elastic supply and demand functions in all markets. His trading 
plans are drawn up so that the total value of his purchases will 
be financed by the total value of his sales and on the presump
tion that he will be able to reali::.e any sales he desires at the 
announced price vector. Excess demand schedules derived in this 
manner Clower terms "notional" excess demand functions. 

The notional market excess demand functions thus represent 
the outcomes of a particular type of thought experiment, i.e., 
answers by individual transactors to hypothetical questionnaires 
which begin: "Suppose that you will encounter no problems in 
buying or selling whatever quantities you wish at the following 
list of prices . . ." etc.-answers which are then collated for 
each market. But all the notional transactions planned in this 
way can be carried out only if all markets clear at the price 
vector actually prevailing during trading. If actual demand falls 
short of notional supply in some markets, some suppliers in these 
markets find that they cannot finance their notional demands in 
other markets in the way originally planned.2 They must there
fore curtail their demand in the latter markets. Thus: 

1. Clower, ''The Keynesian Counterrevolution ... ," esp. pp. 116-17, and 
"Keynes and the Classics: A Dynamical Perspective," Quarterly Journal 0/ 
Economics, May 1960. 
2. Cf. Clower, ''The Keynesian Counterrevolution ... ," p. 117: " ..• not 
every household can buy and sell just what it pleases if supply exceeds demand 
somewhere in the economy. Do we nevertheless suppose that the facts of life 
never intrude upon the thought experiments 0/ households?" (italics added) 

It is obvious from the previous discussion that, in addition to the observation of 
"idle" resources (which is the one we have stressed), market disequilibrium will 
also be observed in the occurrence of simultaneous exchanges at different prices 
for the same good. The uniqueness of price is a postulate belonging to equilib
rium analysiS. J evons' Law of Indifference, on which it is based, rests on the 
assumption of perfect infonnation on the part of all market partkipants. This 
assumption, in tum, precludes analysis of diseqUilibria of the type considered 
here. 

Properly, therefore, we should not refer to the "preVailing market price" In the 
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if realized current receipts are considered to impose any kind of 
constraint on current consumption plans, planned consumption as ex
pressed in effective market offers to buy will necessarily be less than 
desired consumption as given by the demand functions of orthodox 
analysis.s 

Market excess demand functions which take into account con
straints on the transactions quantities that people expect to be 
able to realize, we term "effective" excess demand functions. 

Effective excess demands coincide with notional excess de
mands only when both are zero in all markets, i.e., only in full 
exchange equilibrium. Recontract models postulate continuous 
exchange equilibrium. Individual traders in such models need 
never consider action on any other set of prices than that which 
will clear all markets. Actual prices are always market-clearing 
prices. Such constructions posit pure price ad;ustment-real in
come is always at a full employment level" 

Clower goes on to argue that "Walras' Law, although valid as 
usual with reference to notional market excess demands, is in 
general irrelevant to any but full employment situations." 5 This, 
of course, is a most controversial assertion, mostly because no 
firmly established professional convention exists on a couple of 
relevant, terminological points. The lack of such conventions in 
itself reflects the fact that the substantive pOint made by Clower 
has not been recognized-and it is a pOint of great Significance 
to the urderstanding of the economics of Keynes. Clower relies 
on a distinction between "Say's Principle" and 'Walras' Law": 

kind of detenninistic terms used above. But since we will make no further use of 
the probabilistic nature of market prices, repetitive and cumbersome reminders to 
that effect may as well be avoided. Thus, we will follow the practice of referring 
to "price" as If it were a single-valued variable. 

3. Clower, op. cit., p. 118. 

4. As Lindahl, Myrdal, Hayek, and others have amply shown, however, this does 
not mean that they necessarily behave "nicely" : the assumptions discussed at this 
point in the text only ensure the absence of income-constraints; the "daily" or 
"weekly" (as the case may be) tdtonnement clears the markets but not neces
sarily at the prices expected yesterday (or last week). 

5. Op. cit., p. 122, italics added. One should add that It is In the same sense 
irrelevant to inflationary (over- ) full employment situations. 
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The familiar household budget constraint . . . asserts . . . that no 
transactor consciously plans to purchase units of any commodity with
out at the same time planning to finance the purchase either from 
profit receipts or from the sale of units of some other commodity.o 

Consequently, the individual budget has the property that the 
values of net demands and net supplies will sum to zero (as 
usual). This is Say's Principle. Since it is assumed to hold for 
each and every transactor, it holds for the system as a whole. 

The budget of a "pure" Walrasian price-taker is a special case 
of all budgets obeying Say's PrinCiple. The quantities entering 
into this budget are "planned" by an individual who has not 
considered the possibility that, at the "given" prices, he may not 
succeed in selling all he wants to (in a deflationary disequilib
rium) or in buying all he wants to (in an inflationary disequi
librium). The values of these "notional" net demands and 
supplies sum to zero. If everybody is like that, we get Walms' 
Law (in the sense of Clower) for the system as a whole-a 
usage to which Walras could hardly have objected. 

Suppose the "facts of life" do intrude on the Walrasian price
taker-he fails to realize some of his notional sales. Who is ever 
going to know what his notional demand quantities were? 

Assume that no one knows, so that notional demands do not 
"prOVide the relevant market Signals." 7 The information which 
traders acquire is based primarily on the actually realized ex
changes. The forces tending to make an initial contraction 
"cumulative" 8-i.e., the income-constrained process-can now 
be sketched. Transactors with unemployed resources (current 
revenues curtailed by the initial "shock") will generally reduce 
their expenditures in other markets. Effective demands are thus 
reduced also in markets on which the initial disturbance may 
have had no impact. Unemployed resources emerge in these 
markets also and the search instituted by unemployed workers 

6. Clower, op. cit., p. 116. 
7. Op. cit., passim. 

8. This familiar term is not used to suggest that the system will "implode," only 
that the initial deviation of aggregate money demand will be amplified through 
endogenous mechanisms. 
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and producers with excess capacity will yield information on 
"effective" demands, not on "notional" demands. The "multiplier" 
repercussions thus set in motion make the information acquired 
"dated" even while it is being gathered. 

Consider a multi-market system initially at equilibrium with 
an output vector, q, and a money price vector, p. Let there be a 
change in some parameter--c.g., investors' expectations-such 
that a new exchange-cum-production equilibrium can be defined 
by the vectors, q' and p', the latter being associated with lower 
aggregate demand in money terms. If information was perfect, 
traders would act, individually, so as to establish the new equi
librium instantly. The first reaction, however, will be character
ized by some inHexibility of reservation prices and corresponding 
resource "unemployment" and inventory accumulation. If real
ized current receipts "impose any kind of constraint" on current 
expenditure plans, this will entail more than merely a "frictional" 
slowing down of the system's motion towards the new equilib
rium. The new information generated by the income-constrained 
process will not induce such a slow but direct movement towards 
the new position. Instead, the "current income effects" operate to 
compound the confusion: Not only are transactors misled about 
potential aggregate money demand, but the contraction will 
ordinarily enhance the general uncertainty by gencrating 
changes in relative demands which are essentially unrelat('d to 
the required movement from (p, q) to (p', q'). The elasticity of 
demand with regard to current income will be of Widely varying 
magnitude in different markets. The "true" situation will be 
further obscured if price velocities for given excess supplies are 
highly unequal in different markets." There is no deus ex mach ina 
to straighten things out, no Walrasian auctioneer to ensure that 
prices tell the truth (and nothing but the truth) about how 
resources can and ought to be allocated. The cushion must be 
sought in a fixed "outside" money stock or in a mixed insidc
outside money supply held steady by the monetary authorities. A 

9. A depression may thus become more severe hee:1l1s(' of such in,lu('('d "distor
tions." Cf., e.g., the exceJlent discussion of the "lInhalanccd d,,/lalion" in the U.S. 
follOWing the 1929 crash in Viner's pamphlet, "Balanccd Deflation, Inflation, or 
More Depression?" University of Minnesota, 1933. 
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purely inside money system might uimplodc" if the initial shock 
is heavy enough to set off a chain of defaults.lo 

To illustrate, consider the standard aggrcgative model, and the 
typical process which brings that system into a Keynesian uncm
ployment "equilibrium." The money supply is assumed to be an 
exogenously detennined constant in the usual manner: 

Effective Excess Demand Table 

LABOR 

SERVICES COMMODITIE8 SECURITIEB MONEY BUM 

Initial 
equilibrium 0 0 0 0 0 
state 

Stage 1 0 ES ED 0 0 

Stage 2 0 ES 0 ED 0 
New income 
"equilibrium .. ES 0 0 0 <0 

The initial state is one of full exchange-cum-production equilib
rium. This is disturbed by an adverse shift in entrepreneurial 
expectations (a downward shift of the marginal efficiency of 
capital schedule). Entrepreneurs decide to order less investment 
goods and, correspondingly, to issue less securities. As yet, 
household income is unimpaired and their saving plans (demand 
for securities) unchanged. At Stage 1, therefore, we have effec
tive excess supply of commodities coupled with an equal excess 
demand for securities. Next, the interest rate falls, the securities 
market being uranked" as the fastest-adjusting in the system. 
Instead of having a constant-velocity money-demand function, 
however, we have Keynes' interest-elastic liquidity preference 
schedule. The funds channeled into security purchases by house-

10. Cf. I. Filher, 'The Debt-de8atlon Theory of Creat Depressions," Econo
metrica, Oct. 1933, and Boomr and Depressions, London, 1933. Onc of the most 
dilturblng features of the consolJdated balance-sheet models, which dominate 
contemporary monetary theory, Is that they are Incapable of generating the debt
de8atlon process sketched by Filher. The term "credit-Implosion" I have bor
rowed from David MelBelman. 
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holds are diverted into the hoards of bear speculators. At Stage 
z, we conseC"Juently have excess supply of commodities-since 
the decline of market rate has stopped short of the new level of 
natural rate-and a corresponding effective excess demand for 
money. InRexible reservation prices prevent the disequilibrium 
from being snuffed out simply by an appropriate change in the 
relative value of cash balances and commodities-labor services. 
The excess supply of commodities is removed instead by a con
traction of output, which is amplified by the "multiplier" reper
cussions preViously described, and halted finally when the excess 
supply of commodities and excess demand for money simulta
neously reach zero. At the money income level where effective 
attempts to hoard cease, however, we are left with excess supply 
of labor-the unemployed looking for jobs. 

The usual ambiguity surrounds the use of the term "unem
ployment equilibrium" with reference to the situation repre
sented by the last line of the table. There are two ways in which 
the system may get out of this situation on its own: (a) The 
excess supply of labor implies some downward pressure on the 
wage rate. If wages were quite "rigid," nothing would happen. 
When they are not, the question arises whether wage deRation 
will lead only to a pari passu decline of aggregate demand in 
money terms or whether the Pigou-effect or some other mecha
nism will come into operation to propel the system back towards 
full employment. This question we must postpone, as Keynes 
did, until a later chapter. (b) Even with "rigid" money wages 
and no Central Bank or government action, an excess supply of 
money (spilling over ultimately into demand for commodities) 
should gradually develop in Keynes' case. Successive periods of 
perSistently low short rates should cause the Keynesian bear 
speculators to revise their initial views of the future course of 
long rates. Such learning behavior would be reRected in a down
ward shift of the liqUidity preference schedule and a correspond
ing decline of the (long-term) market rate. This, however, is a 
long-run phenomenon and we will be concerned here with the 
short-run situation. 

The last line of the table is written the way Clower would 
have it: ". . . the constrained demand functions . . . and the 
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notional supply functions ... are the relevant providers of 
market signals." 11 And: 

... in a state of involuntary unemployment, Walras' Law must be 
replaced by the more general condition ... [that] the sum of all 
[eHectiveJ market excess demands, valued at prevailing market prices, 
Is at most equal to zero.12 

But the last line of our table, it must be noted, contradicts the 
usual 13 interpretation of the Keynesian unemployment "equilib
rium" as one in which the excess supply of labor has a counter
part in an excess demand for money of equal value. This is again 
a matter of terminology, namely whether the money that the 
unemployed are seeking to obtain in exchange for their services 
should be represented as an "effective" excess demand for 
money. If we do so, obviously, we will be comforted to find that 
the last line "sums to zero" as we are used to having it, thus 
enabling us to shrug off Clower's contention: 

Contrary to the findings of traditional theory, excess demand may fail 
to appear anywhere in the economy under conditions of less than full 
employment.14 

From the standpoint of the information transmitted through 
the system, the unemployed indubitably do communicate to 
prospective employers the fact that they wish to earn some 
money. Yet I find the representation chosen in the table the more 
suitable because I prefer to associate the statement "there is an 
excess demand for money," with a situation in which there is an 
ongoing tendency either for velOcity to fall, or for the interest 
rate to rise or, more generally, both. None of this is true about 

11. Clower, op. cit., p. 119. (ItaUcs added). 
12. Op. cit., p. 122. 

13. Cf., e.g., R. H. Kuenne, The Theory of General Economic EqUilibrium, 
Princeton, 1963, pp. 354-th. 
14. Op. cit., p. 122. In conuast, Walras' Law asserts that (p. 121): ..... In any 
disequiUbrium situation there Is always an element of excess demand working 
directly on the price system to offset prevaiUng elements of excess supply." 
(ItaUcs added) 
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Keynes' short-period unemployment "equilibrium." So I choose 
to describe this as a situation in which the effective excess 
demand for money is zero. 

Whatever one's preference with regard to terminology, how
ever, Clower's substantive point remains. It concerns the dy
namic forces determining the disequilibrium motion of a money
using system and brings out the rationale for the strictures 
against the neglect of the means of payment function of money 
presented above. 

Suppose we make a "Walrasian questionnaire" investigation of 
the notional budgets (at the prices prevailing in Keynes' unem
ployment situation) of the unemployed. For simplicity (only), 
let us assume that the unemployed do not plan on building up 
their money balances (again) if they succecd in finding jobs. 
They plan just to restore their consumption and saving-in the 
form of accumulation of "securities"-to accustomed levels. 
Checking the results of tbis experiment, therefore, we would find 
the notional excess demand distribution: 

Keynesian 
unemployment 
"equilibrium" 

LABOR 

SERVICES COMMODITIES SECURITIES MONEY SUM 

ES ED ED o o 

The experiment reveals, in Clower's words, that "the other side 
of involuntary un '?mployment [is] involuntary under-consump
tion." But Walras' Law is "obeyed": the excess supply of lahor is 
equal in value to the sum of the uncmployed workers' notional 
demand for consumption goods and for (indirect claims on) new 
investment goods. Assuming (with Keynes) that producers are 
always willing to pay labor its marginal product, that lahor will 
accept jobs at a real wage equal to its marginal product, and that 
there are no unions or minimum-wage laws, etc., capahle of 
preventing them from doing so, a "Classical" economist would 
now conclude that the situation can and will he remedied bv an 
adjustment of the real wage rate that will simultaneously ~vipe 
out these excess supply and demand magnitudes. 

Why, then, is this Walrasian portrayal of the situation irrele
vant to the movement of the Keynesian system? Clearly, because 
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in that system aU exchanges involve money on one side of the 
transaction. 13 The workers looking for jobs ask for money, not 
for commodities. Their notional demand for commodities is not 
communicated to producers; not being able to perceive this 
potential demand for their products, producers will not be will
ing to absorb the excess supply of labor at a wage corresponding 
to the real wage that would "solve" the WaIrasian problem 
above. The fact that there exists a potential barter bargain of 
goods for labor services that would be mutually agreeable to 
producers as a group and labor as a group is irrelevant to the 
motion of the system. The individual steel-producer cannot pay a 
newly hired worker by handing over to him his physical product 
(nor will the worker try to feed his family on a ton-and-a-half of 
cold-rolled sheet a week). The lack of any "mutual coincidence 
of wants" between pairs of individual employers and employees is 
what dictates the use of a means of payment in the first place. 

Thus, the dynamic properties of an economic system depend 
upon what I will call its "transaction structure." That labor ser
vices are sold for money and that households obtain their con
sumption goods in exchange for money is one aspect of the 
transaction structure of Keynes' system. Another, equally impor
tant, lies in the postulate that savers and investors are "not the 
same persons" -but we will come to that in later chapters.16 

In an economy of self-employed artisans our problem simply 

15. Cf. Clower, "A Reconsideration of the Microfoundations of Monetary Theory," 
Western Economic Journal, Dec. 1967, which expands upon this aspect of the 
argument advanced in his "The Keynesian Counterrevolution . . . ." 

16. This type of tenninology, I know, may be becoming irritating. But it Is 
necessary to specify one's "dynamic structure," "aggregative structure," and 
"transaction structure," in dealing with (at least short-run) macrotheory or the 
oonfusion wiIl be endless. Considerable space is given in this study to discussing 
dynamic structure in terms of the ranking of adjustment speeds and aggregative 
structure in terms of index number theory. The transaction structure is no less 
important, but I am not clear on how it can be handled with economy and 
accuracy so that the implications stand out clearly. For a preliminary attack on 
this problem, cf. Clower, "A Reconsideration .... " 

Apart from this paper, I am not acquainted with any recent work focusing 
upon this problem-with the single and most signi6cant exception of Mrs. Robin
son's Essays In the Theory 0/ Economic Growth, esp. Chapter I and the Appendix 
to Chapter II. Cf. also A. H. Hansen, A Guide to Keynes, Chapter I, esp. pp. 13-

19· 
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cannot appear. If it does appear in a posited system, say, of big 
fanners "higgling and haggling" with prospec:tive farm-hands 
over the room and board and other direct material benefits that 
are to constitute the real wage, it will be most smoothly solved in 
a thoroughly Walrasian manner. 

The terminological thicket is a bother. Consider: In the sense 
of Lange, Walras' Law is the relation relevant to a money econ
omy, whereas Say's Law applies only to barter systems and gives 
rise to "false dichotomies" and like troubles if misapplied to a 
money-using system. In the sense of Clou;er, Walras' Law is 
irrelevant to the stability properties of a money economy, 
whereas Say's Principle expresses the transactor budget
constraints not just in a barter system, but in a money system as 
wellP 

All of this, it may be said, is fairly "modcm" stuff, still not 
digested and absorbed into the contemporary tcac:hing of macro
economics. It may help to make sense of Kcynesian economics, 
but does it bear any relation to the 1936 efforts of that notori
ously incompetent price theorist, John Maynard Keynes? This, 
obviously, must be our next question. In considering it, however, 
we must be realistic-we cannot expect or require the same 
analytical precision of Keynes that we find in the present-day 
discussion. IS 

Keynes on th"l second Classical postulate and Say's Law; his 
concept of "involuntary unemployment" The General Theory 
opens with Keynes' critique of "Thc Postulates of the Classical 
Economics." Initially, his attack focused on the second postulate 
of the Classical theory of employment, but by the end of Chap-

17. Cf., however, the refonnulation of the traditional budget-constraint suggested 
in his "A Reconsideration ... " 

18. Cf. Clower, "The Keynesian Counterrevolution ... ," (p. 104): "Unlike 
Keynes, who had to deal with doctrines of which no outhoritative Rccount had 
ever been given, we now hove on extremely clear ideR of the orthodox content of 
contemporary theory. We thus have a distinct advantage over Keync.. in describ
ing what has been said." Keynes did rely to a great extent on the most authorita
tive account in existence ot the time--Pigou's Theory of Unemployment--and he 
has often been criticized for doing so. Cf., e.g., the introductory paragraphs of 
Hicks' "Mr. Keynes and the ·Classics.' ., 
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ter 2 this attack is seen to have been but the preliminary opening 
of the breach through which an all-out assault on Say's Law is 
launched. The second Classical postulate Keyncs put as follows: 

The utility of the wage when a given volume of labour is employed is 
equal to the marginal disutility of that amoullt of employment.1D 

The principal links in Keynes' argument are the following: 
( 1) The Classical theory recognizes only "voluntary" unem

ployment. It is extremely important to be clear on three things: 
( a) how very widely Keynes defined "voluntary" unemployment; 
(b) that his own concern was entirely with the residual category 
of "involuntary" unemployment and that it is with this unem
ployment that his theory of employment deals; (c) that his 
policy recommendations and remarks on the relative efficacy of 
fiscal and monetary policy measures refer specifically to the task 
of relieving "involuntary" unemployment, so that his judgments 
on the usefulness of monetary policy, for example, apply to such 
situations and not in general. 

With regard to (a), Keynes followed up his definition of the 
second postulate by noting that 

Disutility must here be understood to cover every kind of reason 
which might lead a man, or a body of men, to withhold their labour 
rather than accept a wage which had to them a utility below a certain 
minimum. (italics added) 

The list of "every kind of reason" supplied by Keynes is very 
long. But it embraces "frictional" unemployment and seasonal 
unemployment in the broadest sense ("due to intermittent 
demand").20 Most importantly here, the second postulate: 

19· General Theory, p. 5. Page references to the passages from the General 
Theory quoted below will only be given when the quotes have not been taken 
from the relatively brief Chapter 2. 

20. These two categories were designed to exclude Pigovian unemployment from 
the further discussion. Pigou's position was that: ..... such unemployment as 
exists at any time is due wholly to the fact that changes in demand are continu
ally taking place and that frictional resistances prevent the appropriate wage 
adjustments from being made instantaneously." Theory of Unemployment, p. 252. 

Cf. General Theory, p. 278, and Hansen, A Guide to Keynes, pp. 18-19: "Pigou 
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is also compatible with "voluntary" unemployment due to the 
refusal or inability of a unit of labour, as a result of legislation or 
social practices or of combination for collective bargaining or of 
slow response to change or of mere human obstinacy, to accept a 
reward corresponding to the value of the product attributable to its 
marginal productivity. (italics added) 

This third category, we may designate as "income-expenditure" 
unemployment. It is not, I think, unfair to do so-Keynes' 
followers have had persistent difficulties in assigning a clear 
meaning to his definition of "involuntary" unemployment. In 
to day's textbooks "involuntary" generally means simply that the 
individual worker has no choice because unions or minimum
wage laws stand in his way. This to Keynes was an utterly "Clas
sical" idea: 

Thus writers in the classical tradition ... have been driven inevi
tably to the conclusion ... that apparent unemployment ... must 
be due at bottom to a refusal by the unemployed factors to accept a 
reward which corresponds to their marginal productivity. A classical 
economist may sympathise with labour in refusing to accept a cut in 
its money-wage ... ; but scientific integrity forces him to declare 
that this refusal is, nevertheless, at the bottom of the trouble. 

The imperatives of scientific integrity are still with us. Modem 
Keynesians tend to save the notion of "involuntariness" b~' trans
ferring the blame of the "refusal to acccpt a reward correspond
ing to the malginal product" from the individual to unions, 
monopolies, or governments. 

Keynes lumped all the ahove three categories of unemploy
ment into "voluntary" unemploymcnt and paid no further atten
tion to them or to their causes. The significance of his discussion 
of involuntary unemployment will be cntirely missed unless one 
sees quite clearly that Keynes did not seek to assign '1Jlame" to 
anyone or any group. Neither individually nor co"eeti\'c1~' do the 
transactors of the system that he dealt with "refuse to cooperate" 
in the way that a Classical economist would find "proper." 

... distinguished between the state of Demand and chall/!.cs in D('mand .. 
[and] believed that the state of Demand as stich do('s not mattcr, as far as 
employment is concerned." 
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(z) This is the main import of his definition: 

Men are involuntarily unempwyed if, in the event of a small rise in 
the price of u'age-goods relatively to the mOlley-wage, both the aggre
gate supply of labour willing to work for the current money-wage and 
the aggregate demand for it at that wage would be greater than the 
existing volume of empwyment. 

This definition has been regarded as most tortuously contrived 
by most later interpreters. Two points should be made about it: 

( a) It proposes a thought-experiment to test for the presence 
of involuntary unemployment. Note that both labor and pro
ducers are "tested" for their willingness to cooperate in the way 
that the Classical theory of competitive markets would have 
them do. Producers are being tested for their willingness to 
employ labor up to the point where the product of the '1ast" 
worker hired is no higher than his real wage-the first Classical 
postulate, which Keynes insisted on keeping-and, consequently, 
on their willingness to hire more workers if the real wage were 
to decline. The relevance of this, I take it, is that were producers 
to act otherwise, their "volition" would be to blame, in which 
case employment would not be "involuntary" in Keynes' sense. 
And workers, of course, are being tested for their willingness to 
take a real wage cut in order to become re-employed. 

(b) The test involves a cut in real wages, but Keynes insists 
on one of the two possible versions, namely that of a rise in the 
price of wage goods (money wages constant) rather than that of 
a decline in money wages (price of wage goods constant). Yet, 
from a partial eqUilibrium standpoint, either labor-market exper
iment ought to work as well. But Keynes reiterates again and 
again that the test of the "involuntary" nature of unemployment 
is that those unemployed "though willing to work at the current 
wage" would not "withdraw the offer of their labour in the event 
of even a small rise in the cost of living." 21 

On the other hand, he argued that there will be "some resis
tance to a cut in money-wages, however small." The juxtaposi
tion of these two arguments seems to lead to the unavoidable 

:u. Chapter 2, and Appendix, Chapter 19, passim. 
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conclusion that Keynes' theory was based on the assumption of 
"money illusion" on the part of workers. Such an interpretation 
views his statements as referring to individual behavior in a 
single market. The appropriate perspective is that of the equili
brating tendencies of the entire system of interrelated markets. 
In disequilibrium, the system is "confused" and transactors act 
on the basis of faulty information. In a sense, then, though 
hardly a useful sense, they may be said to act under an "illusion" 
of one sort or another. But Keynes had no patience with this 
semantic point: 

It is sometimes said that it would be illogical for labour to resist a 
reduction of money-wages but not to rcsist a reduction of real wages. 
For reasons given below, this might not be so illogical as it appears at 
first; and, as we shall see later, fortunately so. But, whether logical or 
illogical, experience shows that this is how labour in fact behaves.22 

(3) Keynes had two separate objections to the second Classi
cal postulate and the denial of the possibility of "involuntary" 
unemployment that it implied. The first of these "relates to the 
actual behaviour of labour" and "is not theoretically fundamen
tal." 23 It concerns the resistance to money wage cuts. Consider 
the kind of individual adjustment problem discussed in the pre
vious section. The immediate reservation· price of a worker will 
be set on the basis of his expectations of obtainable prices. What 
information rel('vant to these expectations will be most cheaply 
available to him? Two sets of data appear relevant: (a) past 
(money) prices received for the same services, and (b) prices 
currently obtained by successful sellers of such services. 

All that Keynes needed to assert is that the worker who is 
threatened with a lay-off will not oITer to take any cut necessary 

22 One should remember that Keynes insisted (General Theory, pp. 91--92) thaI 
"Consumption is obViously much morc a function of (in some sense) real income 
than of money-income ... " etc. Is it really plausible to inlerpret him as at
tributing at the same time "money illusion" to workers in planning to sell their 
services and sober "realism" in planning 10 spend the proceeds? 

.23. Actually. while it is not "fundamenlal" to Keynes' cxplanation of why a 
situation of involuntary unemployment is not quickly remedied hy automatic 
forces, it Is fundamental to the explanation of how the situation can develop that 
some lag in price adjustments is present. Cf. II: 1 and II: 2 above. 
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to retain his job. Nor, having been laid off, will he immediately 
resign himself to shining shoes or selling apples. One reason, of 
course, is that his views of what his services should be worth 
unavoidably are related to what he was paid only yesterday. His 
expectations are "inelastic" in the Hicksian sense and his decision 
to withhold his services from the market may therefore be de
scribed as speculation on the future course of (obtainable) 
wages. This is the way Keynes described the behavior of pro
ducers.~4 The further analogy with the important role that 
speculation based on inelastic expectations (of the future course 
of long rates) plays in his analysis of securities markets lends a 
pleasing unity of conception to a theory which stresses this rea
son for "some resistance" to money wage cuts. But, in dealing 
with the labor market (and labor services are, of course, "perish
able"), Keynes chose to emphasize the second set of data. 

The second reason why the unemployed worker will not 
accept an arbitrarily large wage cut in order to regain employ
ment immediately is that he sees many of his former mates still 
at their jobs at much the same money wage as before: 

Since there is imperfect mobility of labour . . . any individual or 
group of individuals, who consent to a reduction of money-wages rela
tively to others, will suffer a relative reduction in real wages, which is 
a sufficient justification for them to resist it. 

This and other similar statements fail to make clear which of the 
follOwing two hypotheses Keynes would stress: (a) the worker 
takes the wages of others purely as a piece of information on the 
remuneration that it is possible to obtain, or (b) his self-respect 
is involved-he Simply will not accept that he suddenly is 
"worth" less than those with whom he worked so recently. Here, 
however, a third interpretation, for which Keynes' text hardly 
gives much evidence, has gained some currency, namely that he 
meant to invoke a "relative income hypothesis." This is a static 
version of (b) above-current usage bases the "relative income 

240 "For although output and employment are determined by producer's short
term expectations and not by past results, the most recent results usually play n 
predominant part in detennining what these expectations are ... "etc. General 
Theory, pp. 50-51, italics added. 
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hypothesis" on the assumption that other people's earnings enter 
into the steady-state utility function of individuals. This inter
pretation seems implausible in view of the fact that Keynes' two 
chapters on the consumption function show no trace of such a 
"keep up with the Joneses" hypothesis. 

In any case, the fact that workers watch each others' wages 
imparts sluggishness to the behavior of the general money wage 
level .despite the assumed readiness of labor collectively to 
accept a required general wage cut. It is because: 

... there is, as a rule, no means of securing a simultaneous and equal 
reduction of money-wages in all industries [that] it is in the interest of 
all workers to resist a reduction in their own particular case.2~ 

(4) Keynes' "theoretically fundamental" objection to the Clas
sical theory of the labor market is that it misrepresents the 
nature at the wage bargain in presuming that it does not matter 
whether the analysis of the determination of wages is conducted 
in "real" or money terms (and in opting for the former as more 
convenient). That Keynes regarded this point as pivotal in his 
attack on Classical economics is unmistakable, for he hammers 
away at it again and again, using the same language: 

But there is a more fundamental objection. The second postulate flows 
from the idea that the real wages of labour depend on the wage bar
gains which labe:.IT makes with the entrepreneurs. It is admitted, of 
course, that the bargains are actually made in tem1S of money .... 
Nevertheless it is the money-wage thus arrived at which is held to 
determine the real wage. Thus the classical theory assumes that it is 
always open to labour to reduce its real wage by accepting a reduc
tion in its money-wage. 

The traditional theory maintains, in short, that the wage bargains 
between the entrepreneurs and the workers determine the real tcage; 
so that, assuming free competition amongst employers and no rcstric
tive combination amongst workers, the latter can, if thc), wish, bring 
their real wages into conformity with the marginal disuti!ity of the 
amount of employment offered . . . 

25. General Theory, p. 264. Note: \Vhereas. on the oth .. r hand, ench worker 
knows that all are equally affected by 0 risc in the price of wAge goods. 
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But the . . . more fundamental objection . . . flows from our dis
puting the assumption that the general level of real wages is directly 
aetermined by the character of the wage bargain ... [This is] an 
illicit assumption. For there may be no method available to labour as 
a whole .... There may exist no expedient by which labour as a 
whole can reduce its real wage to a given figure by making revised 
money bargains with the entrepreneurs.20 

Thus, to repeat, the fact that there exists a potential barter 
bargain of goods for labor services that would be mutually 
agreeable to producers as a group and labor as a group is irrele
vant to the motion of the system. In economies relying on a 
means of payment, the excess demand for wage goods corre
sponding to an excess supply of labor is but "notional"-it is not 
communicated to employers as effective demand for output. The 
resulting miseries are "involuntary" all around. 

This, to my mind, is the only possible construction of Keynes' 
meaning. And it is, of course, recognized in the standard Keyne
sian argument that money wage cuts will, as Keynes had it, lead 
merely to a pari passu fall of aggregate demand in money terms 
as long as there do not emerge "indirect effects due to a lower 
wages-bill in terms of money having certain reactions on the 
banking system and the state of credit." 27 That Keynes' position 
has not been fully assimilated, however, is most clearly demon
strated by the superficial, and at the same time quite contrived, 
interpretation of his assault on Say's Law that has become com
monly accepted. 

(5) The attack on Say's Law follows directly upon the defini
tion of involuntary unemployment. There are two prongs to the 
attack. Both arguments dispute the same "Classical" notion: that 

~6. Cf. also the Appendix to Chapter 19, pp. 272-79: Eight entire pages lam
basting Professor Pigou with interminable variations on a Single theme: Professor 
Pigou knows " . .. that workpeople in fact stipulate, not for a real rate of 
wages, but for a money-rate" ; yet, "in effect [he assumes] that the actual money
rate of wages divided by the price of wage-goods can be taken to measure the 
real rate demanded." 

~1· General Theory, p. 11. Cf. also p. ~78 n., where the attack on Pigou's pre
sumption that real wages can be adju~ted directly oy money wage adjustments Is 
followed up: "There is no hint or suggestion [in Professor Pigou's argument] that 
this comes about through reactions On the rate of interest." Cf. Chapter V: 1 and 
V:2, below. 
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excess supplies must have their counterpart somewhere (if only 
in the future) in effective excess demands of the same total 
value. 

(a) The first argument again concerns the nature of the wage 
bargain. Keynes singled out a passage from J. S. Mill, the word
ing of which seems most flagrantly to assert that the offer of 
labor services constitutes effective demand for commodities: 

What constitutes the means of payment for commodities is simply 
commodities .... Could we suddenly double the productive powers 
of the country .... Everybody would bring a double demand as well 
as supply; everybody would be able to buy twice as much, because 
everyone would have twice as much to offer in exchange. (italics 
added) 

(b) The second argument became an almost incessant theme 
of later chapters: 

As a corollary of the same doctrine, it has been supposed that any 
individual act of abstaining from consumption necessarily leads to, 
and amounts to the same thing as, causing the labour and commodi
ties thus released from supplying consumption to be invested in the 
production of capital wealth.28 

The "same doctrine" is of course Say's Law, applied in the latter 
case to an intertemporal general equilibrium construction. 

Say's Law is irrelevant to a money economy: 

The conviction, which runs, for example, through almost all Professor 
Pigou's work, that money makes 110 real difference except frictionally, 
and that the theory of production and employment can be worked out 
(like Mill's) as being based on "rear' exchanges \vith money intro-

28. Compare, General Theory, e.g., Pl" 104-5, where Keynes explicitly notcs that 
"present provision for future consumption" will be a sOllrce of aggregate d .. mand, 
except "in so far as our social and business organization scparates financial prO\;
sion for the future from physical provision for the fuhlfe so that efforts to secure 
the former do not necessarily carry the latter with them . . . " etc. Th .. problem 
is explicitly regarded as one of the effective transmittal of the relevant infonnation 
(p. 210): '1f saving consisted not merely in abstaining from present consumption 
but in placing simultaneously a speci/lc order for future consumption, the effect 
might indeed be different." To these intertemporal problems we rehlrn in 
Chapters IV and V. 
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duced perfunctorily in a later chapter, is the modern version of the 
classical tradition. (italics added) 

And the relevance of the prevailing transaction structure is taken 
note of: 

... these [Classical] conclusions may have been applied to the kind 
of economy in which we actually live by false analogy from some kind 
of non-exchange Robinson Crusoe economy, in which the income 
which individuals consume or retain as a result of their productive 
activity is, actually and exclusively, the output in specie of that 
activity. 

According to the standard interpretation of these passages, 
Keynes accused the Classical economists of being addicted to 
Say's Law in the sense of Lange. It is assumed, in other words, 
that he sought to reaffirm Walras' Law, not to attack it. Say's 
Law in Lange's sense asserts that the sum of the values of the 
n - 1 notional excess demands for the system's non-money goods 
is identically equal to zero, whereas Walras' Law is the same 
proposition applied to all n goods. Now, as previously painted 
out, traditional general equilibrium models do not accord 
"money" a special status-it is just one of n equally "liquid" 
goods. The point of the distinction between the two "Laws" has 
nothing specifically to do with the means of payment function of 
money. Walras' Law is lOgically correct simply because it reckons 
with all n goods. To assert that the sum of n - 1 excess de
mands is identically zero violates the principles of the theory 
of exchange for a barter system, just as it does for a money-using 
system. Say's Law is just as invalid if some non-money good is 
excluded from the summation-it is false, for example, if we fail 
to reckon with Lerner's fabled peanuts. The standard interpreta
tion, consequently, fails to explain why Keynes should insist that 
the crucial error of the Classical economists lay in their misrep
resentation of the nature of the wage bargain and in their con
viction "that the theory of production and employment can be 
worked out as being based on 'real' [i.e., barter] exchanges." If 
there is money in the system, Say's Law is just as invalid, 
whether wage bargains are settled "in specie" or not. 

From the perspective of the standard interpretation, moreover, 
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Keynes' statement that, "Nevertheless, [Say's Law 1 underlie ~ 
whole classical theory, which would collapse without it, viS'--
simply incomprehensible.20 However many statements sugge l: 

tive of the "invalid dichotomy," etc., may be found in pre
Keynesian writings, it is absurd to suggest that summing over 
n - I excess demands was an accepted convention "underlying 
the whole classical theory." And, even had this been true, of 
course, the discoverer of such a monumental blunder could never 
have argued that the theory "would collapse without it." Obvi
ously, elimination of the error could only have strengthened re
ceived doctrine. 

Keynes' charges against Classical theory were directed at three 
assumptions: 

that the real wage is equal to the marginal disutility of the 
existing employment; 
that there is no such thing as involuntary unemployment in the 
strict sense; 
that supply creates its own demand. . . . 

One may, if one so wishes, piece together an interpretation of 
the General Theory's second chapter by assuming that he in
voked against Classical theory (a) the charge that Classical 
economists individually and generally were addicted to Say's 
Law in the sense of Lange, (b) the empirical hypothesis that 
workers seek tC' "keep up with the Joneses," and (c) the empiri
cal hypothesis that they also suffer from "moncy illusion" (in the 
straightforward sense of being fooled by proportional changes in 
accounting prices). But one will then also have to assume that 
Keynes, basing his own position on this motley assortment of 
outlandish propositions, was brazen enough to argue that "These 

29. By implication this interpretation also asserts that, havin!( selc-cted his quote 
from J. S. MiII's Principles, Keynes did not bother to finish readin!( the para!(raph: 
"Besides, money is a commodity ... "-much less the rest of that very hri"f 
chapter: "At such times there is really an excess of all commodities ahove the 
money demand: in other words, there is an under-supply of mon('~· .... so that 
there may really be ... an extreme depression of general prices, from what may 
be indiscriminately called a glut of commodities or a d('arth of moncv." For, 
surely, had he seen these statements, Keynes could not have attributed Say's Law 
in the sense of Lange to Mill. 
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three assumptions . . . all amount to the same thing in the 
sense that they all starul and fall together, anyone of them 
lOgically involVing the other two." 30 

One must conclude, I believe, that Keynes' theory, although 
obscurely expressed and doubtlessly not all that clear even in his 
own mind, was still in substance that to which Clower has re
cently given a precise statement. 

SummanJ We have attempted to show that "reconciling com
petition with unemployment" appears as a "riddle" only when 
"competition" is implicitly equated with "perfect information." 
When a more realistic view is taken of the information problem 
which traders face, the emergence of unemployed resources is a 
predictable consequence of changes in demand. This unemploy
ment further constrains effective demand: a "cumulative" Keyne
sian process may be set in motion. Though the initial disturbance 
may have implied little change in the real wealth of the commu
nity had full employment equilibrium been continuously main
tained, the "illiquidity" of real resources in a situation of market 
diseqUilibria induces a contraction of money and real rates of 
aggregate expenditures. This contraction constitutes a new set of 
"information inputs" causing adjustments by transactors which 
lead the system further away from equilibrium. This cybernetic 
chain of information feedbacks is the very essence of the income
constrained process. 

n:4 Additional Notes on Price-Level Flexibility 

We have seen that, once an effort is made to free the analysis of 
a static mode of thinking, there is no presumption that a system 
of atomistic markets will exhibit pure price-level adjustment 
behavior without painful, and costly, movements in real output 
and income. In the same way, it is far from evident that markets 
which are not atomistic will exhibit less short-run price flexibility 
than atomistic markets, under otherwise similar production and 

30. General Theory, p. 22, italics added. 
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inventory cost conditions. The proposition that the optimizing 
monopolist will utilize his market power to charge a price above 
marginal cost-and therefore a price higher than would rule if 
the market were competitive-does not translate into the propo
sition that the same monopolist will find it to his advantage to 
keep his price "fixed" in the face of Buctuations in demand. 
Optimal price-setting policies over time depend upon a number 
of factors which would take us too far afield to pursue here. If, 
however, we assume the monopolist to market a highly perish
able product-the assumption which underlies the application of 
the static, perfect competition model to short-run problems-then 
such a monopolist should normally respond to a decline in 
sales by qUickly redUCing price. With a very perishable product 
(near-prohibitive storage cost), wealth-maximizing implies con
tinuous maximization of the How-rate of net revenue. 

There are all sorts of possible exceptions to this. Geometri
cally, it is quite easy to construct cases where a downward shift 
of a monopolist's demand curve results in a higher price becom
ing the short-run profit-maximizing one. Nor are such possibili
ties entirely academic. In 1933, Viner had to note that 

Railroad freight rates have not only not decreased in the face of a fifty 
per cent decline in wholesale prices, but unbelievable though it should 
be, they have actually been pennitted to rise since the beginning of 
the depression, and are pressing down as a crushing weight on all 
industries requiring long-distance hauling of bulky commodities.1 

The price-theoretical questions are several: Under what condi
tions would a profit-maximizing monopoly respond to a decline 
in demand by lowering its price? By raising it? By maintaining it 
constant? How do we predict the speed of price adjustments? 
We cannot pursue all these questions here. The point is simply 
that if unemployment is to be blamed on the existence of monop
olies, these points should be cleared up. One of the issues, 
however, is of particular relevance to the analysis of the previous 
section. 

1. Viner, op. cit., p. 8. Since the railroad industry was regulated, the freight-mte 
data do not reBect the unconstrained profit-maximizing solutions "before and 
after." But this hardly "explains away" the fact that rates did lise. 
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It is sometimes maintained that the competitive finn's infor
mation problem is simpler than that of the monopolist. The 
competitive seller needs to know only his cost function and "the" 
market price of his product in order to maximize profits. The 
monopolist, it is argued, needs infonnation on his entire demand 
function. This argument can be examined from either of two 
standpoints: the infonnation needs of the two types of sellers 
( 1) in eqUilibrium or (2) in disequilibrium. 

In equilibrium, the infonnation problem is trivial. Least-cost 
functions being known with certainty (by assumption), once the 
sellers are in equilibrium-and the entire system must then be in 
general exchange equilibrium-neither the competitive, nor the 
monopolist firm need spend any resources on active search for 
infonnation. The only infonnation needed-confinnation of the 
fact that the rate of output is the "correct" one (equal to the rate 
of sales )-is automatically available through the outcome of 
current trading. As long as the rate of sales holds steady at the 
given price, no price and output adjustments are called for.2 

In disequilibrium, it is hard to see how it can be argued that 
sellers in atomistic markets have simpler infonnation problems 
than the monopolist. Since the monopolist makes the market, the 
actual outcomes of all trading constitute infonnation automati
cally available to him. He does not need to find out what a 
multitude of other sellers are dOing; if there are multiple prices 
in the market at any time, it is because he, the monopolist, is 
discriminating; he does not have to devote resources to finding 
out where and by whom what price is paid. When the atomistic 
market is in disequilibrium, the individual seller can no longer 
regard price as "parametric"-he must attempt to fonn an esti
mate of how industry demand is developing in order to fonnu-

2. The one possible exception-a rotation of the monopolist's demand curve 
around the present trading point (which would make his current price-output 
policy inoptimal )-is hardly worth detailed consideration. Only if this change in 
demand conditions in the monopolized market did not lead to changes in actual 
trading outcomes anywhere in the whole system, would the monopolist continue 
to be unaware of the need for adjustment. If the amount traded at the given 
prices changes somewhere in the system, the Information needs of both types of 
sellers increase. 
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late a rational pricing policy. Changes in his own rate of sales 
give the atomistic seller less accurate indications of the relevant 
demand changes than in the monopolist's case, since multiple 
prices will be charged in the market at anyone time. The 
information which he would need for an optimal pricing policy 
includes a lot of data, freely available to the monopolist, but 
which he can only acquire at formidable cost.3 

Atomistic markets functioning through organized exchanges 
constitute exceptions to the above argument. For our purposes it 
is sufficient to note that the existence of such institutions is in 
itself evidence of the high cost of information in unorganized, 
atomistic markets.4 

Nonetheless, price may be more volatile in atomistic markets 
than in highly concentrated markets. If so, the reason is not that 
sellers in such markets have better information or need less 
information, but that their information costs are very high. In 
the previous section we argued that the seller will continue his 
search as long as the costs of further information gathering do 
not outweigh prospective gains in sales revenues. Thus, if infor
mation costs are very high, the atomistic seller may reduce his 
quoted (reservation) price sooner. But since thc ncw reservation 
price is set on the basis of highly imperfect information, such 
price volatility is not necessarily to be preferred from a welfare 
point of view to the price poliCies pursued by sellers in concen
trated markets on the basis of morc adequate knowledge. Drastic 
transitory price falls may create exaggerated, adverse expecta
tions harmful in the short run to employment in such industries. 
Static welfare theory tells us that monopolistic price-setting is 
Pareto-inefficient in the stationary state. Welfare theorists have 
devoted less energy to the problem of the efficiency of the 
adjustment processes characterizing alternative market struc-

3. In the disequilibrium case, the assumption that sellers know their cost func
tions with certainty, which we have used in order to deal only with OUtpllt 
markets, cannot be maintained. As buyers of factor service~, however, the two 
types of sellers face similar information problems. 
4. Cf., e.g., H. S. Houthakker, "The Scope and Limits of Futures Trading," in 
Abramowitz et alv The AUocation of Economic Resources, op. cit. 
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tures. In a rapidly changing world, these problems seem to merit 
serious attention. ~ 

It is possible that highly concentrated industries are also 
industries where optimal pricing policies over time dictate a 
combination of infrequent price changes and short-lUn adjust
ments by way of changes in order backlogs, inventories 
and--conceivably-output rates. Concentration and perishability 
of product may be inversely correlated, for example. If concen
tration and inflexibility of prices are found to be correlated, 
however, we would expect the same underlying factors to ac
count for both these industry characteristics, rather than the 
market structure to explain the degree of price-flexibility. 

The above argument can be extended from monopoly to indus
tries characterized by price-leadership or by "monopolistic com
petition." An oligopolistic industry without a recognized price
leader may be so perilously perched at a particular time that the 
individual firms might temporarily abstain from any act of 
changing price for fear of destroying the industry's "egg-on-end" 
equilibrium. In our aggregative context this case is of little 
interest. 

An argument may even be made for expecting increased price 
competition in times of depreSSion in "monopolistically competi
tive" industries which exhibit mainly non-price competition in 
more normal times. For example, income-elasticity of demand 
may be much higher for bucket seats, car radios, and other 
"extras" than for "transportation pure and simple." 6 Low levels 
of income would then leave little scope for this type of product 
differentiation, and other similar methods of non-price competi
tion. Ordinary price competition might therefore be intensified. 

The power of labor unions vis-a.-vis both workers and em
ployers may be similarly eroded at low levels of real income and 
in periods of widespread unemployment. The prospective costs 
and benefits which both workers and employers have to consider 

5. Cf. D. McCord Wright, "Some Notes on Ideal Output," Quarterly Journal of 
Economic", May 1962, esp. section V. 
6. Compare J. R. Hicks, A Ret>/s/on of Demand Theory, Oxford, 1956, pp. 166-
68. Though the argument does not bring in income-elasticities it is similar in 
conception to the one used here-and it is stated more fully. 
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in dealing with unions--or in refusing to deal with unions
change to the disadvantage of the union leadership. But the facts 
on this matter, as well as the hypotheses usually adduced to ac
count for the facts, are well known and we need not dwell on the 
point. 

In this chapter, we have argued that Keynes' theory consti
tutes an attack on, not an elaboration of, those explanations of 
depressions which stress monopolistic restraints on the move
ments of prices. A system of atomistic markets will not always 
work "perfectly." To completely insure against movements of 
real income and output that may be self-amplifying (or "cumula
tive"), prices would have to move instantaneously in response to 
a deflationary disturbance so that no "false trading" occurs. 
Transactors have to watch the actual outcomes of trading for 
their most important information; real world markets, however, 
yield information on effective excess demands-there are no 
actual mechanisms, like the Walrasian tatonllement, that permit 
notional excess demands to be registered for transactors to act 
upon. If buoyant medium-term and long-term expectations do 
not prevent it, "false trading" will therefore lead into an income
constrained process. 

The "Economics of Keynes," as we have interpreted it, has not 
permeated "KeyneSian Economics" on the issues discussed in this 
chapter. One frequently finds statements to thc effect that Key
nesian theory is worthwhile because downward pricc "rigidities" 
are with us whether we like it or not. Many "Keynesians" appear 
to agree that Keynesian Economics would not be very relevant to 
a truly competitive economy. But the short-run behavior of a 
system of atomistic markets, however competitive, may bc better 
explained by a model closer to the pure income adjustment than 
to the pure price-level adjustment end of the spectmm. 

The considerations on which we judge the relative merits of 
alternative market structures in static welfare theory arc not 
directly relevant to the social evaluation of their adjustment 
behavior when the system is out of equilibrium. From cOIl\'en
tional welfare theory we know that rigidities of the relative 
prices of factors and commodities are undesirable from the 
standpoint of resource allocation. If the wealth distribution 
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which the automatic working of the system brings about is 
acceptt"d, behavior that interferes with the adjustment of relative 
prices is dysfunctional to the system and can be condemned on 
ethical grounds. Academic economists have been the high priests 
of this ethic. This kind of value judgment has sometimes been 
extended from the static problems of optimal resource allocation 
to the problem of aggregate resource utilization over time. It 
may seem nahlral to assume that if we cannot have the best of 
all 'worlds-i.e., the kind of instant price-level Hexibility which 
would keep the economy from ever entering upon an income
constrained process-the desirable objective is still the highest 
possible degree of such Hexibility. 

It is well known that Keynes was adamant in attacking such a 
conclusion." There were, characteristically, two prongs to his 
attack. The first was the argument, phrased in exceedingly 
polemical language, that a pari passu fall of money wages and 
money prices would not get us anywhere. An immense amount of 
ammunition has been fired at this argument, particularly in the 
course of the debate over the Pigou-effect.8 The second was the 
argument, subsequently elaborated by Lerner,u that too high a 

7. One must guard against the (unfounded) impression that, in so dOing, Keynes 
was also attacking a predOminant view among economists and policy-makers in the 
thirties. Opposition to a policy of drastic, general wage cuts, was, in fact, quite 
widespread. Cf., e.g., J. R. Schlesinger, "After Twenty Years: The General 
Theory," Quarterly Journal of Economics, Nov. 1956, pp. 599-60l. 
8. For a recent, critical appraisal of this literature, essentially on its own terms, 
cf. J. H. Power, "Price Expectations, Money Illusion, and the Real Balance 
Effect," Journal of Political Economy, April 1959. 
9. Cf. General Theory, Chapter 17. It must be noted that many eminent econo
mists have taken a dim view of this part of the General Theory. Johnson, op. cit., 
dismisses it as "pretentious philosophizing"; A. H. Hansen in his A Guide to 
Keynes, New York, 1953, pp. 155 and 159, expresses much the same sentiment. A 
less tortuous statement of Keynes' views can be found in his "Social Consequences 
of Changes in the Value of Money," in Essays in Persuasion (Norton edn.), New 
York, 1963. 

Cf. A. P. Lerner, ''The Essential Properties of Interest and Money," Quarterly 
Journal of EconomiCS, May 1952. In "Comment" (on H. G. Johnson, op. cit.), 
American Economic Review, May 1961, Lerner distinguishes four orders of price
Bexibility. (Lerner, however, appears to subscribe to the monopoly explanation of 
price-rigidities.) Also, M. L. Burstein, Money, Cambridge, Mass., 1963, pp. 504 If. 



UNEMPLOYMENT DISEQUILIBRIUM 109 

degree of price-level flexibility is incompatible with the mainte
nance of a money exchange system. 

The crux of Keynes' position is simply that balanced deflation 
will not do if relative values are wrong to begin with. But this 
flat statement anticipates the argument to be developed in the 
next two chapters. The Pigou-effect and associated issues will be 
taken up in Chapter V. 





III -THE AGGREGATIVE 

STRUCTURE OF 

ALTERNATIVE MODELS 

III: 1 Aggregation and the Construction of Macromodels 

Aggregation implies abstraction--certain particularistic features 
of the elements of the aggregate are suppressed, while "represen
tative" characteristics assume exclusive significance. The aggre
gation procedure is, therefore, as important in detennining the 
properties of an economic model as are the assumptions made 
about the relationships between the aggregates. Yet, economists 
habitually pay far more attention to specifying and defending 
the qualitative relationships among the aggregates of their 
models than to giving their reasons for the particular choice of 
aggregates. The aggregates used tend to become professional 
conventions which are seldom examined. 

The standard income-expenditure model embodies many such 
long-established conventions. Its aggregative structure is differ
ent from that of Keynes' model. In the chapters to follow, we 
will find repeatedly that important substantive differences be
tween the two types of model derive from the. different aggrega
tion procedures employed. Income-expenditure doctrine conflicts 
with Keynes' theory on numerous points. The concept of "aggre-

III 
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gative stmcture" will prove helpful in distinguishing the system
atic pattern that these later "Keynesian" departures from Keynes' 
theory have followed. But ultimately we are interested not so 
much in this pattern per se as in the differences in basic assump
tions that account for it. 

Since these assumptions have seldom been systematically 
spelled out, we begin by discussing and illustrating some of the 
basic principles involved in aggregation. There exists an exten
sive, technical literature on this subject. l The following notes are 
designed simply to show how this literature can be helpful to the 
non-specialist economist in investigating the reasons underlying 
the conflicts among alternative models-a perspective that but 
seldom comes to the fore in the technical literature, e.g., on the 
construction of index numbers. 

Aggregation is based on judgments about what is of primary 
and what of secondary importance-about what to include and 
what to leave out. It poses statistical decision problems that 
should, in principle, be settled by empirical test. 2 Analytically, 
the benefits lie in the simplifications of model structure which 
make it easier to understand and manipulate; the costs lie in the 
potentially Significant causal relationships which vanish from 
Sight. Empirically, the benefits lie in the reduced data and 
computation requirements, the costs in lessened predictive 
power.3 

The choice of a specific aggregation will depend on the objec
tives of inquiry and on the limits of tolerable approximation that 
this context imposes. The justification, stated or implied, for a 
given mode of aggregation may be more or less sweeping and it 
is frequently important to distinguish the two levels on which it 

1. H. A. J. Green, Aggregation In Economic Analysis, Princeton, 1964, is an excel
lent survey of the field. 
2. One virtue of Green, op. cit., is the steady emphasis on this point. 
3. This is the perspective of the "puren theory of aggregation, from which 
"throwing away" any set of potentially relevant data always means throwing 
away the ambition of explaining 100 percent of the variance of the variable to be 
explained. But, in practice, results may be improved if this ambition is given 
u~it is better to be "roughly right than exactly wrong." Cf., e.g., Y. Grunfeld 
and Z. Griliches, '1s Aggregation Necessarily Bad?" Review of Economics and 
Statistics, Feb. 1960. 
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may be advanced: (l) the relationships suppressed and, corre
spondingly the information that is thrown away (or not gath
ered) may be irrelevant in any event. The mean or total may be 
the only "number" that counts, whereas other characteristics of 
the population of basic observations do not. The characteristics 
that are asserted not to count may include, for example, the 
variance around the mean and other, higher moments of the dis
tribution. (2) The information neglected may be relewnt in 
principle but unnecessary in the context of a particular applica
tion. It may be recognized, for example, that the depelldent 
variable of the theory does depend on the distribution around 
the mean of a certain independent variable, but it is either 
known or assumed that this distribution does not change in the 
particular system and during the particular time-period under 
study. 

In one case, the value of the dependent variable is assumed 
to be invariant to a certain class of events. In the other, certain 
events that would be relevant to the outcome are assumed not 
to happen. This latter type of assumption we will meet in several 
different disguises. On either level, it is rarely the case that the 
assumption is strictly justified-tacitly or explicitly, a standard 
of tolerable approximation is generally invoked. 

This, however, is by no means the only twofold division of the 
subject that is relevant. The following list will indicate how 
extensive the subject of aggregation is: 

l) aggregation 
(a) "over transactors," i.e., aggregation of individual 

demand or supply functions, or 
(b) "over goous," i.e., aggregation reducing the num

ber of market demand and supply functions; 
2) the conditions imposed may apply to 

(a) consumer goods, or 
(b) assets; 

3) they may impose restrictions on the foml of 
( a) production functions (supply side), or 
(b) utility functions (demand side); 

4) the conditions may be of either 
(a) strict complementarity, or 
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(b) perfect substitutability; 
5) a given aggregation procedure 

( a) may be valid only if certain equilibrium condi
tions are fulfilled, or 

(b) may be equally applicable to situations of disequi-
librium. 

Clearly, we cannot possibly survey the whole problem-complex. 
The following illustrations are the ones deemed most relevant to 
the issues dividing Keynes from the "Keynesians." 

Aggregation over transactors The offer curves of an individ
ual trader are functions of his tastes, of his resource endowment, 
and of market prices. The typical problem is whether market 
excess demand functions can be written as dependent upon 
prices and the sum of endowments. The vital assumption that 
has to be made is that of "no distribution effects," i.e., that 
aggregate demand depends upon the sum of resources, not on 
their distribution among transactors. With reference to the sim
ple consumption-income relation of early Keynesian models, for 
example, the question is whether aggregate consumption de
pends only on total current income or also on the distribution of 
this total income among consumers. 

The assumption of no distribution effects may be justified on 
either of the two levels mentioned above. (1) Changes in dis
tribution are irrelevant if utility functions fulfill certain restric
tive assumptions. For Simple aggregate demand functions, the 
necessary assumption generally is that all transactors have utility 
functions of the same form and that these functions be homoge
neous 4 with respect to the endowment variable. If, for example, 

4. That is, homogeneous of some degree: it is not necessary that the utility 
functions be linear homogeneous. Linear homogeneity is otherwise the condition 
most frequently encountered. It is generally necessary, for example, in the case of 
aggregation of firms' supply functions. In this case the dependent variable (sup
ply) itself enters directly into the determination of the model's equilibrium. solu
tion. Fortunately, we do not require of our models that they give a solution for 
"total utility." 

Most often, then, linearity conditions have to be imposed. It should be noted 
that there exists a special class of aggregation theorems which deals, not with 
linearity in the variables, but with linearity in the logarithms of the variables. Cf., 
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for any given price vector, the Engel-curves of all traders are 
straight lines through the origin with the same slope, a redistri
bution of resources from A to B will induce B to expand his 
demand for all goods in exactly the same amounts as A contracts 
his. Hence market excess demands-and the equilibrium solution 
for the system-will be unaffected. These conditions imposed on 
"tastes" permit total demand to be written as a function of total 
"income," regardless of the distribution of that income among 
households. 

(2) Alternatively, less stringent conditions on "tastes" will 
suffice if it may be assumed that the distribution of income will 
remain constant. It may be recognized, for example, that ]JeT 

capita consumption depends not only on mean income but in 
principle also on the second and, perhaps, higher moments of the 
distribution. Aggregate consumption can then still be written 
simply as a function of total income, if it can be assumed 
( a) that, except for the mean, the parameters of the distribution 
are fixed, and (b) "that all Engel-curves are linear. In this in
stance it is not necessary to require that the Engel-curves also 
have the same slope. 

The consumption function literature illustrates how the 
amount of profeSSional attention paid to a particular aggregation 
problem varies with time and circumstances. 

In the early income-expenditure literature, the "propensity to 
save" was regarded as markedly higher in high income groups 
than in low ones. The so-called "Keynesian stagnationists" were 
interested in the possibility of raising the aggregate propensity to 
consume-and thereby escape the posited fate of "mature 
economies"-by fiscal redistribution of income from rich to poor. 
As the "Bogey of Economic Maturity" has waned and been re
placed by concern with the problem of inflation, intcrest in this 
issue among American "Keynesians" G has declined drastically. 

e.g., the work by Klein, May, et al. on Divisia indices and Cobb-Douglas func
tions, cited by Green, op. cit., Chapter 5. The discussion in the tcxt is I('ss than 
general since we confine ourselves to a subclass of aggregation problems, i.e., 
those dealing with the straightforward summation of variables. 
5. In Britain, the situation is different. There, the theoretical work on growth Rnd 
cycles associated particularly with the names of Robinson and Kaldor assigns 8 
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(It has not been proposed to deal with inflation by redistribution 
from poor to rich.) This reflects advances in both empirical 
knowledge and theoretical sophistication: Kuznets' finding of an 
approximately constant long-run saving-income ratio and the 
development of the "modem" approaches to the consumption 
function with their new implications for the interpretation of 
cross-section consumption data. The new theories relate cross
sectional diHerences in savings ratios to underlying detenninants 
that are less volatile than current income, particularly factors 
involving diHerent dimensions of demographic structure. Since 
the change in demographic variables is relatively slow, the con
sumption function can, for many purposes, be developed in 
tenns of simple aggregates of expenditures, income, net worth, 
etc. 

One of the most important issues of modern monetary theory 
revolves around the "aggregation over transactors" problem. A 
seldom examined, though highly questionable, convention of 
contemporary monetary theory is the assumption that "real" 
aggregate demand is independent of the "real" value of intra
private-sector financial contracts. Redistribution of real net 
worth between creditors and debtors, due to price-level move
ments, is assumed to have no qualitatively predictable eHects on 
aggregate demand, output, and employment. These variables are 
assumed to depend, apart from current income, only on the 
variables contained in the private sector's consolidated balance 
sheet. The "interior" of the "matrix of claims" is ignored.6 This 
convention occupies a central place in modem monetary theory. 
When the a~sumption of "no distribution eHects" is mentioned 
without further explanation in contemporary literature, it usually 

crucially important role to the distrihution of cnrrent and anticipated income 
among capitnlists and wage-earners. American interest in this school of thought 
has been light. The neglect of it in this work reRects, not n judgment of its 
relevance or importance. but a consciously parochinl concern with the develop
ment of the American "Keynesian tradition"-though this tradition is certainly not 
to be considered "purer" than the British. 
6. The method of describing the nnancial structure of the economy us a matrix of 
claims and liabilities appears to be due to A. C. Hart. Cf. his "Uses of National 
Wealth Estimates and the Structure of Claims," National Burean of Economic 
Research (NBER), Studies In Income and Wealth, Vol. XIV, New York, 1950. 
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refers to the consolidation of the private sector's balance sheet. 
The writers who systematically rely on it have given no account 
of the subsidiary, restrictive, behavioral assumptions on which it 
is founded. It is at least questionable whether it has a legitimate 
place outside the long-run context of the comparative static 
analysis of full stock-How equilibria or short-run "perfect infor
mation" models.7 But it is a standard feature of income
expenditure models, and was only occasionally relaxed (in a 
most ad hoc manner) in the General Theory. Hence, it will be 
employed consistently throughout the following chapters. 

Aggregation over goods Aggregation over a particular group 
of goods replaces the distinct quantities of the separate goods 
with a quantity-index. The corresponding relative prices dis
appear from the model and are replaced with a price-index for 
the composite bundle. 

On what grounds can the exclusion of certain relath'e prices 
be justified? As usual, there are two ways out: either change'S in 
relative prices are assumed to have no (prcdictable) conse
quences relevant to the analysis, or such change'S are' assume'd 
not to occur. Although we deal explicitly only with the "purc" 

7. In the previous chapter, we commented on some of Ill(> distmhing fealmes of 
the modern general equilibrium approach to "pme" monelary Ihpory, particularly 
the preoccupation shown in this Iiteralure with the formal conditions for Ihe slatic 
"neutrality of monC' '." The analysis of thcse comparative slalics conditions has 
been universally based on the assnmption of "no distrihntion errects." It is impor
tant for monetary theorists to he clear on those conceivahle circumstanc('s IInd('r 
which the quantity of money and other nominal variahl('s arc of no signir,can('(' to 
the determination of the system's "real" equilihrium. Bul lI",se probl,'ms must b)' 
now be regarded as settled-yet there have hcen few if any signs of Ihe adh"r('nts 
of this approach being willing to turn to problems of greater r('l('vance 10 the 
functiOning of actually existing systems. 

One way to break out of tbe present arid framework would he to cxamin(' thr 
value-theoretical foundations of thc "no distrihulion c/Trdi' asslllllplion in ofllrr 
eventually to proceed with the dynamiC anal),sis of syslems in which Ih(' <'Ondi· 
tions implicit in this assumption do not hold. This may he Ih" mosl important task 
in this field. A persuasive case can be made Ihat It Ih('on' in<'O'l,orating this 
assumption-and based ultimalely lipan the typ(' of "p('rf('ct information" postu
lates criticized in Chapler II-is inherently inl'npable of "('a ling with th(' maim;ty 
of problems that have traditionally been the prcsen'" of mOlwtan' theorists. Bul a 
more detailed development of Ihis CB.<e musl be lefl ror Anoth('r occasion. 
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cases, some standard of satisfactory approximation is always 
involved in practice-i.e., the effects of a change in certain rela
tive prices are so minor that they can be ignored, or the price 
changes are themselves so minor that their effects can be 
ignored. 

The first case, in its pure form, involves strictly complemen
tary goods. When two or more goods are consumed in fixed 
proportions, produced as joint outputs, or used in fixed pro
portions as inputs, their relative prices do not matter-only 
the total price of the fixed bundle is relevant to the various deci
sions involved. Whereas this class of aggregation conditions is 
important-for example, in input-output models-and looms 
large in the literature on the theory of index numbers, conditions 
of this type are not very relevant to the issues considered in this 
chapter. 

We will be concerned instead with the conditions underlying 
Hicks' theorem. Hicks' theorem states that the separate quanti
ties of a group of goods, the prices of which always vary in 
proportion, can be aggregated without loss of information or 
introduction of predictive error. Aggregate quantity can then be 
measured as a weighted sum of the separate quantities of com
ponent goods.8 This type of aggregation thus presupposes the 
constancy of the relative prices of the goods involved. These 
relative prices then "disappear" as endogenous variables of the 
model, though they remain implicit in the measurement of the 
aggregated quantities. 

As before, we must look beyond the assumption of constant 
relative prices to the deeper assumptions about the system's 
behavior which would imply this constancy. The potential condi
tions that would establish constancy of relative prices for a given 
group of goods may be classified according to whether they 
impose restrictions on ( a) production functions, or on (b) 
preferences. 

(a) The relative price of two goods x and y, will be constant 
if the cost of production of x always stands in a given proportion, 
k, to the production cost of y. For this condition to hold, irre-

8. J. R. Hicks, Value and Capital, Mathematical Appendix, VIO, pp. 31 2-1 3. 
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spective of relative factor prices, restrictions on the two produc
tion functions are implied. Again, conditions of linear homogene
ity are encountered. Clearly, x must require k times the factor 
inputs required for the production of one unit of y. This must 
hold irrespective of the scale of output in the two industries. 
Hence, the two production functions must be linear homoge
neous and identical except for the factor of proportionality, k. 9 

For any two goods satisfying these conditions, the production 
possibilities corresponding to any given vector of inputs can be 
portrayed as a straight line transformation curve. Opportunity 
costs are constant. The slope of the transformation line is given 
by the constant k and reflects only the conventional units of 
measurement for the two commodities. Market prices must, in 
equilibrium, conform to the slope of this transformation line. 

In our context, it is of special interest that these conditions are 
generally implied whenever an aggregate production function is 
postulated. Such functions have aggregate output as a function 
of a number of total input quantities. The proportionality fac
tors, corresponding to k above, are all submerged in the index 
adopted for the measurement of aggregate output. Identification 
of this measure of output with "real income" presumes that the 
system is in "equilibrium." The index of aggregate output mea
sures merely the distance of the transformation plane from the 
origin along some straight line ray. "Real income" is a monotonic 
function of this measure only if it can be assumed that the 
optimal consum ... >tion pOint on any given transformation plane 
always obtains.10 If at any time this is not true, rates of ex
change would diverge from rates of transformation in produc
tion, and the Hicksian theorem cannot be applied. lI Thus, 
although it is convenient to discuss the problem from the two 

g. Here the simplest case would involve flxed coefficient production functions 
requiring the same ratios of inputs. 
10. We may be permitted, here, to dodge the problems of "comlllunity indiffer
ence maps," etc. In the Crusoe case it is clear that lllany "diseqUilibrium" points 
on a higher transformation plane are inferior to the best point on a lower plane. 
11. The possibility should perhaps be pOinted out that the system could be in an 
eqUilibrium with a comer solution so that one of the goods is not produced at all. 
Special cases of this sort will, however, be ignored in the followin)!; discussion. 
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separate standpoints of production and preferences, no "clean" 
dividing line can he drawn between the twO. 12 

(b) Constancy of relative prices can also be deduced if cer
tain restrictions are imposed on the utility functions of trans
actors. The condition, in the simplest, two-goods case, is that the 
two goods be perfect substitutes in consumption at some given 
rate of substitution which is independent of the quantities con
sumed of all other goods. Here it is the indifference curves, 
rather than the physical transformation curve, which show up as 
straight lines if a cross-section of the map is taken in the plane of 
the two goods involved. If all traders' utility functions are iden
tical in this respect, demand can be non-zero for both the goods 
only if the market price equals the given rate of substitution. If 
the goods cannot be produced at costs standing in this relation, 
one of them would not be produced in equilibrium. In recent 
years general equilibrium theorists have become more ambitious 
in requiring that their models explain also what goods will 
appear in the equilibrium output vector; hence, one reason for 
the growth of interest in linear programming analysis of general 
equilibrium problems. 

The condition of perfect substitutability is a stringent one, and 
it may be questioned whether the proper definition of "a good" 
does not preclude its strict application between goods.13 The 

12. This conclusion is familiar from some of the perennial issues of capital 
theory-it unaVOidably crops up in discussions on the measurement of capital, or 
"average roundaboutness," on the technical superiority of present goods, and on 
the possibility of a pure productivity theory of capital . . . et hoc genus omne. 
A simple Wicksellian case of maturing timber, for example, may seem to involve 
only productivity considerations. If the illustrative example is changed to aging 
cheese or wine, however, rates of substitution in consumption between wines of 
different ages must be brought in, since it is "intuitively obvious" that these 
represent "different goods." It is then realized that the timber case involves a 
hidden postulate involving "tastes," namely that one cu. ft. of timber is a perfect 
substitute for any other cu. ft. of timber in final lise, etc. 

All aggregation theorems use postulates about preferences, and aggregation 
theorems dealing with production functions are not an independent class of such 
propOsitions. 
13. Conversely one may compare the point made by H. C. Johnson and recently 
quoted by K. J. Lancaster: " ... Johnson [has] suggested, somewhat tongue-in
cheek, that the determinateness of the sign of the substitution effect (the only 
substantive result of the theory of consumer behavior) could be derived from the 
proposition that goods are goods." Cf. Lancaster, "A New Approach to Consumer 
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proper definition of a good involves basically the definition of a 
unit of quantity measurement. Ponder the case of eggs, for 
example. If, for every household, one pound of eggs is a perfect 
substitute for any other pound, egg quantities should be mea
sured in number of pounds. If, for some reason, however, they 
were actually measured in dozens, cartons of a dozen eggs would 
be found to trade at different prices depending upon weight. A 
moderately clever economist would then find scope for the ap
plication of Hicks' theorem. All he need do is to discard the pre
vailing convention of measurement and redefine it in tem1S of 
weight to get a unit for which there would be only one egg price 
(in equilibrium). If, on the other hand, households regarded any 
dozen eggs as a perfect substitute for any other and wCight as 
irrelevant, while for some reason the conventional unit of mea
surement was stated in terms of weight, the same reasoning 
applies mutatis mutandis. Finally, if households have preferences 
both about weight and numbers, there is nothing for the econo
mist to do but to look the index number problem "firmly in the 
face and pass on." 14 

Of greater practical interest is the case where some, but not 

Theory," Journal of Political Economy, April Ig66, p. 132. Lancaster's promising 
effort to reconstruct the theory of demand is based on a redefinition of the hasic 
objects of choice and utilizes the methods of activity nnalysis. A unit of a good is 
treated as a fixed coefficient "bundle of properties" and the utilit\' funetion is 
defined in terms of these underlying properties rather than directly in t('nns of 
quantities of "goods." 

The simple illustrations which follow in the text consid('r qu('stions of the 
follOwing type: Are two objects (or collections of object.) good (,nough substi
tutes to allow aggregation? ("Good enough" should be undcrstood as rcferring to 
standards of approximation imposed by the ultimate purpose for which a model is 
constructed.) Note that the discussion of this sort of question runs in terms of 
those "properties" which the objects do not have in common. The concretc qu('s
tion becomes whether these distinguishing characteristics arc of "much" signifi
cance in terms of the utility functions of traders. ("Criterion function" is p<'fhnps 
a more helpful term than "utility function" here-two objects arc perfect substi
tutes if the individual does not perceive any sub;eetivcly meaningful ('ri/cria on 
which to make a choice between the two.) 

14. As Green notes, insistence on complete rigor in tht'se matters lca,l, to R 

particularly unfruitful nihilism: "it is possible to argue that no two commodity 
units can be alike in all respects ... ," etc. (p. g.) To search for ai!i!r(',!!ates 
which do not sacrillce any potentially relevant information is simpl)' a quixotic 
quest. Cf. op. cit., Ch. 1, and P. A. Samuelson, Foundntions of Economic Analy
sis, op. cit., pp. 144-45. 
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all, traders regard the two goods as perfect substitutes at some 
given price ratio. To continue with the egg market (s): one 
group of households may prefer pounds of eggs with as many 
(small) eggs as possible, another with few eggs as large as pos
sible, and a third group-the omelet consumers-may be com
pletely indifferent about the number of eggs in a pound. The 
third group would then always buy at the cheapest price per 
pound and if this group exercises a large enough part of the total 
market demand it would arbitrage any per pound price differen
tials that might otherwise develop.15 In a case of this sort, the 
problem for the model-builder is to form a judgment about what 
kind of structural (or distributional) changes are likely to be 
relevant, considering the "reference coordinates" in time, space, 
and so forth for which his model is deSigned to yield predictions. 
As long as the third group is large enough relative to the total 
market, for example, supply and demand quantities can be mea
sured simply in terms of weight and there will be a single 
exchange-equilibrium price in the market. This aggregation 
might break down, however, if the income of omelet consumers 
were to decline drastically relative to the income of the other 
groups. If, on the production side the number of eggs per pound 
were a purely random variable, the initial market would become 
fragmented as the first two groups bid up the prices of both very 
small and very large eggs. 

Aggregation over assets So far we have dealt with the aggre
gation of goods destined for direct consumption, paying particu
lar attention to the aggregation of close ("approximately per
fect") substitutes. In dealing with the aggregation of assets, the 
only conditions we need consider are those of substitutability. 
The considerations relevant to the aggregation of assets are, 
however, somewhat different from those applying to consump
tion goods. 

15. Here again, it is not enough to look at only one side of the market. If 
production is monopolized, for example, there may be an opportunity for discrim
inatory pricing. Even with competition on the supply side, the different groups 
have to pay different prices if there exist separate production and cost functions 
for the "different goods~ which they demand. 
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In the case of consumption goods, the focus is on those con
crete, inherent properties which make goods distinguishable and 
the question is whether these differentiating characteristics are 
of much significance to the "representative consumer's" choice 
between two goods. While people may attach a "prestige value" 
to some assets which other types of assets are not accorded, such 
Veblenesque issues will be ignored here-as they generally are. 
As a general rule, the choice between assets (and, therefore, the 
determination of relative asset prices) is assumed to be indepen
dent of the concrete characteristics of the assets as objects in 
themselves. 10 The utility-relevant characteristics of different 
asset classes pertain instead to the consumption "outcomes" in 
the future which current ownership of alternative portfolios is 
perceived to entail. 

In considering the aggregation of assets, one must therefore 
distinguish the various prospective return streams from the 
sources of these streams. While observable market prices pertain 
to the sources, it is the substitutability-relationships between 
return streams with which we must be concerned. This distinc
tion between the source itself and the stream "attached" to the 
source is of little or no Significance as long as transactor expecta
tions about returns to various assets are taken as "given" for the 
immediate purposes uf the analysis. Under this condition, the 
change in the price of a source means a corresponding change in 
the price of a given return stream. When expectations about the 
earnings to be derived from a given source change, this simple 
correspondence does not hold. The two extreme cases illustrate 
the range of possibilities: the price of a specified future stream 
of prospective receipts may not change while the price per unit of 
the sources from which streams of this nature can be derived 
does change; or the price of sources does not change while the 
present value of a given future return stream does. In discussing 
the determination of short-run income equilibrium, Keynes pre-

16. In dealing with the choice between consumption in general nnd accuIllulation 
of assets in general, there is a real issue of whether it should h" assul'llcd that 
traders are concerned wholely with future consumption or whether the), also "just 
like to be wealthy." This issue will be considered in Chapter IV. 
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ferred to work with the simple case holding "the State of Long
Term Expectations" constant. 

In dealing with assets, therefore, one is concerned with the 
aggregation of future prospects rather than of currently existing 
sources. For present purposes, it is convenient to assume that we 
need to deal with only one future date. The population of assets 
from which a portfolio is to be chosen consists entirely of assets 
which mahlre at this future date. An aggregation problem arises 
only if these prospects are "risky." If the future were foreseen 
with certainty, the present price of a given amount of consumer 
goods for delivery on a specified future date would be the same, 
no matter what concrete form current investment would take. 
The various types of assets-which provide the current owner 
with command over future consumption goods-would all trade 
at prices proportional to their net return per unit. At these rela
tive prices all assets would be regarded as perfect substitutes. 
Under the assumption of "no uncertainty," one would have to 
regard the composition of individual portfolios as indeterminate 
and would thus deal with a model with but a single asset aggre
gate. The "aggregation problem" evidently hinges upon differ
ences in "risk" among assets-or, better, among return streams. 
At this point, it is useful to distinguish between "degrees of risk" 
and "types of risk." 

The utility-relevant outcome, which we may refer to as the 
"payoff," is contingent upon the state of the world that will 
obtain at the future date. Risk means that it is uncertain which 
state of the world will, in fact, obtain. Most modern approaches 
to the problem of decision-making under uncertainty start from 
the assumption that the decision-maker assigns probabilities to 
the various possible states of the world.17 With the payoffs to 

17. Keynes' treahnent of the uncertainty problem is entirely unencumbered by the 
technical apparatus which modem theorists have erected on the basis of this 
assumption. Modem readers have often found his analysis "crude" in its use of 
certainty-equivalents, etc. It should be remembered that he explicitly rejected the 
"actuarial calculus" as a pennissible basis for an attack on the problem. Cf., e.g., 
his ''The General Theory of Employment," Quarterly Journal of Economics, Feb. 
1937, reprinted in S. E. Harris, The New EconomiCS, New York, 1952. His analyt
ical method in later years reflects the position developed in his Treatise on Proba
bility, London, 1921, 
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presently held assets dependent upon the future state of the 
world, one can derive probability distributions of payoffs for 
different asset classes. The degree of risk of an asset, or its "riski
ness" in the abstract, may then be associated with some measure 
of the statistical dispersion of the perceived probability distribu
tion of payoffs, e.g., its standard deviation. 

In the approach which has been the most common one in 
recent years, the criterion function underlying the choice be
tween risky prospects is fonnulated in tenns of the mean and 
standard deviation of such a probability distribution. The basic 
objects of choice are entire portfolios rather than individual 
assets. This Mean-Variability approach has recently been so 
predominant that it is known as "the portfolio approach." 18 The 
approach prOVides an explanation for the observed diversification 
of portfolios. Efficient portfolios are those which, for any over-all 
expected mean rate of return, minimize the standard deviation, 
or, conversely, maximize the expected rate of return for any 
given value of the standard deviation. It can then be shown that 
one-asset portfolios are, as a rule, not efficient portfolios. In our 
context, two implications should be stressed. If we take the 
coefficient of variation as the measure of the "degree of risk" of 
an asset, it can be shown that (a) any two assets which differ in 
their respective degrees of risk will, for all practical purposes, 
never be regarded as perfect substitutes, and (h) as a conse
quence, relative asset prices will generally bc dependent on rela
tive asset suppli"s. 

It might appear that the simplest way of fonning aggregates 
would involve lumping together assets with "approximately the 
same degree of risk" on the presumption that these arc "good," 
though not perfect, substitutes. But this is, of course, misleading. 
Two assets with the same coefficients of variation wOllld he per
fect substitutes at prices proportional to the mean valll(,s of the 
respective prospects only if the risks were perfectly (and posi-

18. The Mean-Variability approach is the lahel used hy J. Hirshkifer. "In\'('stlllC'nt 
Decision Under Uncertainty-Choice-Theorctic Approaches," {)uarlrrly '"urnal of 
Economics, Nov. 1965. Since alternative approaches to the prohlC'1ll of portfoliO 
composition do exist, this label seems to be preferablC'. For a criHcal scm tin)' of 
the Mean-Variability approach, cf. esp. PI" 5'7-23 of the artide. 
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tively) correlated. If the risks were to be inversely correlated
so that one asset promises low payoHs for states of the world for 
which the other asset promises high payoHs, and vice versa-the 
standard deviation of the whole portfolio will depend upon the 
mix of the two assets included, although the mean payoH does 
not. DiHerences purely in degree of risk among assets are there
fore of little significance to the aggregation problem. In the con
struction of macromodels it is instead the extent to which risks 
are correlated which turns out to be important. This means that 
the classification of asset aggregates will be based on "types of 
risk." 

The type of risk we identify with the type of event that has 
the greatest influence on the utility-relevant payoH of a given 
asset. To take the illustrations relevant to the following sections, 
one would draw a line, for example, between physical and finan
cial assets, because a decline in the money prices of commodities 
will raise the "real" value of financial assets relative to that of 
physical assets. Similarly, one would distinguish between short
term and long-term assets, because changes in "the" rate of inter
est affect the value of the former much less than that of the 
latter. Assets which are aHected in the same way by one set of 
events and are insensitive to other events would be lumped 
together in one aggregate. 

Different prospects can be aggregated if their relative prices 
can be assumed to remain constant. This is, again, the Hicksian 
condition. In the case of consumables, it was found sufficient to 
postulate that the goods involved were "close" substitutes to a 
well-financed subset of transactors. These transactors would then 
be induced to switch their purchases from one component of the 
aggregate to the other by changes in the price ratio of only 
"secondary magnitude." In the case of assets, the corresponding 
function is fulfilled by transactors willing to vary the size of their 
"positions" in certain types of risky prospects in response to 
minor changes in prospective yields. Financial institutions will
ing to provide the services of intermediaries at near-zero or 
approximately constant cost play the role of the "omelet con
sumers" of our previous illustration-the recipe for the omelet in 
this case being based on the pooling of risks. 
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Aggregation procedures of this sort are found, for example, in 
models which ignore the differential between the lending and 
borrowing rates and also the total assets and total liabilities of 
banks and/or intermediaries. The most far-reaching application 
of this procedure-models involving the consolidation of the 
entire financial structure-has already been mentioned. 

Sweeping aggregation procedures of this kind tend to develop 
into conventions. These conventions often remain unquestioned 
simply because the theoretical conditions which would justify 
their use have not been investigated. It is worth noting the re
ception accorded two recent, important contributions to the 
theory of finance. Both propose hypotheses that would justify 
aggregation procedures in general use among macroeconomists, 
but both have stimulated considerable controversy. When made 
explicit, the assumptions needed to justify the respective aggre
gation procedures have been found quite stringent. The two 
contributions in question are the work of Modigliani and Mil
ler 19 on the cost of capital to the firm and Meiselman's investi
gation of the expectations hypothesis of the term structure of 
interest.2o The Modigliani-Miller hypothesis asserts that the cost 
of capital to a firm, while dependent upon the "risk class" to 
which the firm belongs, does not depend upon its debt-equity, or 
leverage, ratio. The hypothesis rests on an arbitrage possibility: 
investors have the option of substituting unlevered stock bought 
on margin for levered stock in their portfolios,21 Modigliani and 
Miller assume t~at there will be enough investors in the market 

19. F. Modigliani and M. H. Miller, "The Cost of Capital, Corporation Finance, 
and the Theory of Investment," American Economic Review, June 1958. 

20. D. Meiselman, The Tenn Structure of Interest Rates, Englewood Cliffs, N. J., 
1962. 

21. The two alternatives are not ~uivalent in all respects; e.g., holding stock in 
a company with a debt-equity ratio of 20 percent or "taking a position" in an 
unlevered company's stock using 20 percent borrowed money are not '1,y defini
tion" perfectly substitutable alternatives, since the personal debt in the latter case 
is not subject to limited liability. The Modigliani-Miller hypothesis must therefore 
be understood to assert that these alternatives are regarded as "very good substi
tutes" by some investors and that these investors are sufficiently important in thl' 
market for the hypothesis to be valid. Cf. the discussion in A. Barges. The ERect 
of Capital Structure on the Cost of Capital, Englewood Cliffs, N. J., 1963, Ch. 6. 
Also R. L. Slighton's review of Barges, American Economic RevieW, June 1964. 
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willing to increase the leverage of their personal portfolios to 
prevent the market value of un levered firms from ever differing 
substantially from the value of otherwise identical, levered firms. 
Thus, the implication is that the market would put the same 
value on a given constellation of productive assets, constituting a 
firm, regardless of how this aspect of the firm's financing is 
handled. The hypothesis assumes that the financial markets be 
"perfect" in the sense of treating identical combinations of pro
ductive capital as "perfect substitutes." 

Meiselman's work concerns another aspect of the economy's 
balance-sheet structure: the distribution of available assets ac
cording to term to maturity. Bonds of different term to maturity 
-or capital goods of different durability-cannot by definition 
be considered different quantities of the "same good." Meisel
man's hypothesis asserts, however, that the market does, in fact, 
treat them as the same good: for any group of assets which do 
not differ in any other respect (such as default risk) than by 
terms to maturity, the market will establish a set of current 
prices proportional to expected one-period holding yields. Again 
an arbitrage mechanism is postulated which implies this behav
ior in the market. It is not assumed that bonds with equal ex
pected holding yields are perfect substitutes to every transactor 
in the market, but it is assumed that transactors with such tastes 
"bulk sufficiently large" in the market to eliminate differentials in 
expected holding yields.22 

It is of particular interest to note that Meiselman's theory 
gives meaning to that familiar construct of macromodels, namely 
"the" interest rate, for the class of bonds devoid of de
fault risk. The expected holding yield-which is the same vari
able usually termed "the" interest rate in static models-is here 

22. Meiselman, op. cit., p. 10. The most important contribution of this work, one 
which does not directly concern us here, lies in Meiselman's effort to give opera
tional content to "expected yields" by an ingenious adaptation of the error
learning mechanism developed by Cagan et 01. It is this part of the book which 
explains the great amount of further work which Meiselman's contribution has 
stimulated. Cf. esp. J. H. Wood, "Expectations, Errors, and thc Term Structure of 
Interest Rates," Journal of Political Economy, April 1963; and R. A. Kessel, The 
Cyclical Behavior of the Term Structure of Interest Rates (NBER, Occasional 
Paper 91), New York, 1965. 
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an (inverse) index of the level of hond prices in the sense that 
the price of default-risk-free bonds, of whatever maturity, can be 
inferred once this "index" is known. Note, also, that were the 
holding yields of risky assets to be assumed to stand in a simi
larly rigid relation to the yields of assets free from default risk, 
"the" interest rate would be an index of the "general let;el of 
asset prices." 23 One more piece of information would be needed 
in that connection, namely information on the term to maturity 
of the "representative asset." The change in the market value of 
short assets is small compared with that of long assets when 
"the" interest rate changes. If the "representative asset" is long, 
therefore, the "real value" of the economy's net worth rises sub
stantially with a one-point decline in the interest rate; if it is 
short, the corresponding change in real net worth will be rela
tively insignificant.2~ In order to properly assess a macromodel, 
it is important to have a general idea of whether its existing assets 
are assumed to be on the average very long or very short. 25 

The contributions of both Modigliani and Miller and Mcisel
man have stimulated critical attention and further empirical 
investigations. The hypotheses have encountered opposition 
particularly from specialists in finance, and the controversies 
which they have engendered in this field arc not yet settled. Our 
perspective is different: where the Business Finance specialist is 
going to reject the Modigliani-MilIer theory if he can devise a 
test discriminating enough to unambiguously reject the null
hypothesis thaI leverage has no effect at all on the firm's cost of 
capital, the macroeconomist (conscious of the fluality of the 
other aggregates which enter his model) will use the theory to 
Simplify the capital accounts of his model if he is satisfied that it 

23. Cf. the discussion of the aggregates used by Keynes in the General Theory in 
the following section. 
24. "Real net worth" of a transactor will he defined in this work as tIl(' monC'v 
value of his net worth divided by the money price levcl of consumer goods. Cf. 
Chapter IV for a discussion of the concept. 
25. It is well known that concepts such as "the avera!(e term to mahn;tv." "Ihe 
average duration of a loan." or "avera!(e mundahouln('ss" in IhemsC'lves posc 
index-number problems which arc not always capahle of a tidy solution. At 
present, the discussion docs not yet require R precise measurement. This type of 
index problem will be discussed in the following chapter. 
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represents a "reasonable approximation," e.g., for the period of 
U.S. history in which he is primarily interested. The statistical 
decision problem is quite different for the macro theorist and for 
the researcher specializing in the market in question. 

III:2 Aggregation and the Interpretation of Macromodels: 
The "General Theory" and the Income-Expenditure Theory 

The Simple principles of aggregation may now be applied to an 
examination of "Keynesian" macromodels. Verbal expositions of 
the standard, closed-economy model generally refer to five 
aggregates: 

consumer goods; 
capital goods; 
labor services; 
money; 
government debt ("bonds"), 

We are here associating the various functions of the standard 
simultaneous equation model with the demand (or excess de
mand) for different goods aggregates. In much of the older 
income-expenditure literature this is not done, at least not in a 
clear and consistent fashion. 1 It is primarily due to Patinkin, and 
through the extensive debate stimulated by his contributions, 
that the Keynesian model has come to be generally treated as a 

1. Compare, e.g., Samuelson's 1947 comment, in his discussion of index numbers, 
on the "various simplified versions of the Keynesian system" as being "of no 
interest in this connection since we cannot pair a set of 'price' variables as 'conju
gate' variables to 'quantities.''' Foundations of Economic Analysis, pp. 138-39 
(italics added). Here Keynesian theory is regarded as sui generls-as a brand of 
theory which we cannot relate to the general theory of value. "There is no way to 
get there from here." 

In this section we take the other tack and attempt to undertake this "pairing" 
of prices and quantities for various Keynesian models. Thus, we do not regard 
value theory as entirely "foreign" to such models but regard them, rather, as 
leaving an important part of their value-theoretical content implicit in the aggre
gates adopted. By examining the mode of aggregation, we try to bring the im
plied value-theoretical propositions out in the open in order to examine the rela
tionship of these models to pre-Keynesian or Neoclassical ideas. 
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simplified, highly aggregative general equilibrium system char
acterized by certain postulated "imperfections." 

But the standard simultaneous equation model cannot without 
further ado be taken as an aggregative version of a general equi
librium model. The reason is clear: above we identified five 
aggregates with which "Keynesian" theory conventionally deals; 
a general equilibrium model with five goods should have four 
relative values. The standard income-expenditure model, how
ever, contains only three variables which can be interpreted as 
price relations, i.e., the money price level, the money wage rate, 
and the interest rate.2 

With only three prices, we cannot very well construct a model 
with more than four goods which is also consistent with value 
theory. We will therefore presume that, in cases where only 
three prices are explicitly mentioned, the basic model contains 
but four goods, and that when one or more additional good (s) is 
brought into the verbal discussion of a model, this only repre
sents an ad hoc effort at putting a modest amount of realistic 
flesh on an otherwise bare mathematical skeleton.3 Of the five 
goods on our list, therefore, one should be found on inspf'ction to 
be assimilated into one of the others. We then come to a rather 
interesting question: In the three-price models belonging to the 
"Keynesian tradition," is the fifth good always eliminated, by 
aggregation, in the same way? This, as we shall see, is where 
Keynes and the Keynesians part company. 

2. Some tenninological matters: (a) All values are relative. We have no particu
lar occasion to use the tenn "absolute prices" and it will be convenient to refer to 
the value of a good in tenns of money simply as another "relative price." (b) 
The text deals at this pOint with present goods only and con~eqnently counts 
relative spot prices. (c) Following Keynes' u~age, "the interest rate" refers to the 
spot price of titles to given income-streams, c.g., the pricc of bonds. 

3. Cf. Samuelson's comment, op. cit., p. 144: "Any cconomic system when 
viewed carefully will be found to consist of an almost unconntahl), large number of 
variables. It is almost a necessity ... to simplify matters artillcially .... Some 
authors retreat to a one or two commodity world [one might add here: Rnd a 
Robinson Crusoe world] in order to derive more precise result.; the penalty for 
this lies in the difficulty in establishing the relation hetween the ~implified con
struct and complex reality. This, however, is at least an honest procednre. Other writ
ers wish to have their cake and eat it too: to work \vith only a few varia hIes and at 
the same time retain an air of reali~m and versimilirude." . 
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Two aggregative stl'uctllres One good has to go. The ques
tion is where. First, we may note one place where we need not 
look: labor services are treated in the same way in Keynes' 
model and in the income-expenditure model. The supply curve 
for labor is given and demand is derived simply from aggregate 
expenditures on current output. In neither model do households 
consume any labor services directly. This good can therefore be 
ignored in the following discussion.4 We have to identify the 
three aggregates formed from the four: consumer goods, capital 
goods, bonds, and money. 

There is no "mystery of a missing price" in the standard 
income-expenditure model. The most common formulation incor
porates an aggregate production function that is lacking in the 
General Theory and, indeed, conspicuous by its absence.5 Thus, 
our two first aggregates, "consumer goods" and "capital goods" 
are lumped together under the homogeneous label of "output." 
Some of the best statements we have of this model take care to 
follow Samuelson's "honest procedure": it is explicitly assumed 
that only one commodity-the "shmoo"-is produced in the 

4. We can dismiss labor services thus summarily only while staying strictly 
within the confines of Keynes' short-run model and while dealing only with those 
disturbances that he postulated. The discussion of Chapter II must be kept in 
mind: The "short-run equilibrium state" emerging in the unit period is not deter
mined ab ova (as in a simultaneous equation model which makes no reference to 
past states of the system). Keynes' short-run equilibrium is to be understood as 
the terminal state of an adjustment process which starts from a histOrically given 
state. The analysis focuses upon the changes in the price and quantity vectors 
defining system states with particular interest traditionally attaching to changes in 
employment In ignoring the labor market both here and in the following chap
ters, we proceed on the assumption that changes in employment will occur only if 
there is a change in the rate of money expenditures on currently produced com
modities. Note that this implies, intcr alia, that labor-saving innovations and 
"exogenous~ wage-push disturbances, as well as current wage-rate adjustments 
due to an inherited labor market disequilibrium are ignored. The only distur
bances which would lead away from the (closed) system's initial state that the 
analysis will accommodate are (1) changes in entrepreneurial expectations (in the 
"Marginal Efficiency of Capita!"), (z) changes in the supply of outside money, 
and (3) changes in household saving behavior. 
5. For Keynes' refusal to use the "vague concept of the general price-level" and 
to treat "incommensurable collections of miscellaneous objects" as a single 
"numerical quantity," cf. General Theory. Chapter 4, passim. 
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system.6 For brevity, we label this kind of model a "one
commodity model." 

The use of an aggregate production function implies a straight
line transformation curve between "capital goods" and "con
sumer goods," there being one such locus for each level of 
employment. Hicks' theorem applies-the two goods must trade 
at money prices that stand in fixed proportion to each other. 
"The price level" is hence a perfectly unambiguous concept. The 
composition of output 7 into capital goods and consumer goods 
must therefore be determined by factors other than relative 
prices. Relative values are allowed little play in this type of 
model. Since the price of capital goods in terms of consunwr 
goods is constant, and the money wage is assumed to be "rigid," 
the present money value of capital goods is tied down within the 
range of short-run fluctuations in the "real" wage rate. The 
model still uses two functions to determine demand for the one
commodity aggregate: what distinguishes the investment func
tion from the consumption function is, however, the "autono
mous" character of the former compared with the "induced" 
character of the latter within the short-run period. The distinc
tion is not between the types of goods demanded; the investment 
function, for example, includes expenditures for the accul1mla
tion of stocks of consumables. 

In attempting general statements about the General Thenry, it 
has become customary to insert the modest cavcat that such 
generalizatious fail to do justice to the "richness" of the work. 
Evasive as such caveats may appear, they are unavoidable. The 
General Theory is not just a lengthy statement of one tid~' 
model; indeed, Keynes goes out of his way to express a skeptical 
attitude towards mathematical model-bUilding as an approach to 
macroeconomics. Whatever the justification for this attitude, it is 

6. Notably, F. Modigliani, "The Monetary Mechanism and Its Interaction with 
Real Phenomena," Rcoiew of Economics and Statistics, Fch. 1963. 

7. Patently an absurd phrase with respect to "shmoo models"-whcrc w(" have 
to talk about the uses of the output instead-hut sensible in cases wh .. n· thc two 
goods are assumed to be distinguishable and the slope of the transfomlation linc, 
while constant, differs from (minus) unity. 
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relevant to an understanding of his work. The standard com
mentaries on the General Theory also distinguish at least two 
models in the book: the simple Bow model in the introductory 
chapters-i.e., basically the analysis of the income-constrained, 
or multiplier, process-and the full-scale theory of the latter 
parts of the book. But of far more importance than this distinc
tion is the great discrepancy between Keynes' approaches to 
"pure" problems and to policy problems. In the realm of pure 
theory, he takes great pains to explain the nature of contraction 
processes and depressed states in a closed system in which the 
government does not play an active role. For this purpose he 
develops a Simple, highly aggregative model of the private sec
tor. Some of the most significant of these aggregations, as we 
shall see, are based on all-encompassing assumptions about the 
"perfect substitutability" e.g., of all non-money assets. But when 
he discusses policy measures he seldom sticks to this simple 
model. The book is fairly sprinkled with passages dealing with 
policy questions in which all the simplifying assumptions about 
the substitutability of assets, etc., are relinquished-often with
out warning to the reader. In arriving at a diagnosis of the 
economy's ills, Keynes is willing to rely on a very simplified 
theory; but when it comes to devising cures for the patient, the 
experienced general practitioner conscious of his responsibility 
shuns the generalizations of the textbook.s 

While thus recognizing that to force the General Theory into 
the mold of a four-good model may be to do considerable vio
lence to the "richness" of the work, it is still possible to discern 
the aggregative structure of the "basic model" of the General 

8. In addition, one must always keep in mind that the General Theory is fulI of 
analytical shortcuts by-passing problems dealt with at length in the Treatise on 
Money. Keynes insisted that the General Theory should be read as a further 
development of the ideas advanced in his earlier works. One cannot, therefore, 
presume that the many problems adequately dealt with in the Treatise, but 
excluded from the General Theory, are excluded because Keynes had changed his 
mind on their relevance to problems of income-determination. 

Unfortunately, his insistence on the close links between the two works has 
hardly been taken seriously by most American "Keynesians." With the latter, the 
"revolutionary" character of the General Theory has been an article of faith-the 
book is regarded as a "clean break," not only with the "Classics," but also with 
Keynes' own earlier work. 



llI:Z AGGREGATIVE STRUCTURE OF ALTERNATIVE MODELS 135 

Theory. We will focus entirely upon the "diagnostic" model. 
Only in a few passages will we consider the realistic modifica
tions of the basic model which Keynes regarded as necessary for 
"prescriptive" purposes. 

Keynes' discussion in the General Theory also names five 
"goods," yet it too deals with but three relative values. The same 
question may again be raised: In what manner is the fifth good 
eliminated? 

Three features of Keynes' aggregation scheme are essential: 
( 1) The model of the "General Theory" is a "two-commodity 

model." Consumer goods (or wage goods) and capital goods are 
distinct. The productive transformation curve must be conceived 
as being concave to the origin. The relative price of consumer 
goods and capital goods is, as will become apparent, a most sig
nificant variable, also in the short run. 

(2) Keynes' basic model treats capital goods and "bonds" as 
one aggregate. Apart from money, the model has only this one 
asset aggregate. We will therefore refer to it as "non-money 
assets" henceforth. Bonds and capital goods are titles to prospec
tive income-streams. The same interest rate is applied to calcu
lating the present market value of both bond-streams and equity
streams. "The" interest rate is therefore an (inverse) index of the 
money price level of non-money assets. 

(3) Keynes' "representative" non-money asset is a long-term 
asset. Thus the representative bond has a long term to maturity, 
the representative capital good is very durable. The long-term 
nature of non-money assets is the principal characteristic which 
distinguishes capital goods from consumer goods as well as non
money stores of value from "money." 

We can now schematically indicate the aggregative structures 
of the two types of models by listing the aggregates with which 
the analysis in each case operates, as follows: 

INCOME-EXPENDITURE MODEL 

Commodities 
Labor services 
Bonds 
Money 

THE "GENERAL THEORY" 

Consumer goods 
Non-Money assets 
Labor senriccs 
Money 
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Both have four goods and three prices.D Nonetheless, the 
differences are major. The respective "visions" which these two 
aggregative models reHect-or call forth-are surely quite 
different. 

Keynes' aggregation procedure The income-expenditure model 
is stripped down to four goods by lumping together consumer 
goods and capital goods. The relative price of the two disappears 
from the model. The procedure is characterized by the restrictive 
conditions imposed on the system's production functions. 

Keynes gets down to four goods by lumping capital goods 
and bonds together. The relative value of bond-streams and 
equity-streams falls out of the model. Here we must look to pref
erences rather than production functions in order to find the 
assumptions underlying the particular aggregative structure 
used. The assumption is that bond-streams and equity-streams 
are (to a satisfactory approximation) perfect substitutes to 
wealth-owners. In the short run, the prices of bonds and capital 
goods should therefore fulfill the condition of Hicks' theorem
"if the prices of a group of goods change in the same proportion, 
that group of goods behaves just as if it were a single com
modity." 10 

This is the crucial point. Keynes' aggregative structure is 
different also in other respects from that of the standard model, 
but the whole issue revolves around his treatment of non-money 
assets. This part of his procedure, therefore, requires further 
discussion. The definitions of "consumer goods" and "money" 
appropriate to his theory will fall into place without much fur-

g. It has already been indicated that Keynes, in many passages of the General 
Theory, discusses a larger "menu" of goods. Similarly, not all contributions to the 
income-expenditure literature confine the analysis to the four goods listed above. 
Yet, for a coherent comparative analysis it is necessary to keep the "level of 
aggregation" the same for the two brands of theory. Possibly, a case could be 
made for the five goods/four prices level of aggregation as being more appropri
ate for the comparison than the four goods/three prices level chosen here. The 
analytical distinctions to be drawn stand out in sharper relief when the present 
approach is taken. This is desirable per se. In my opinion, this does not involve us 
in significant distortions of the analytical content of the two types of theories nor 
in substantial exaggeration of the differences between them. 
10. Hicks, Value and Capital, op. cit., p. 313. 
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ther ado once the treatment of "non-money assets" is clear. 
Keynes treated the determination of current asset prices as an 

ordinary present value problem. It is important to note that his 
analysis of the determination of short-run equilibrium always 
presumes a given "State of Long-Term Expectation." This as
sumption is vital to his aggregation procedure. Without it, his 
habit of using "the rate of interest" as a synonym for "the general 
level of asset prices" could not be defended. A simple illustration 
will clarify these pOints: 

The present value of aT-year stream of a dollars per year 
depends upon (a) the percentage rate at which the stream is 
discounted, and (b) the size of the prospective "annuity," a. The 
State of Long-Term Expectation (alias the Marginal Efficiency 
of Capital) gives the value of a in the current period. The value 
of a is different for different classes of assets. Since, for each 
asset class, the number of dollars per year that is expected to 
accrue to the owner of such an asset is a constant, their prices 
will vary in the short run only (inversely) with changes in "the" 
interest rate, i.e., with the price per dollar of T-year streams. 

Consequently, Keynes used "the" interest rate as an index of 
the general level of asset prices in the short run. Much confusion 
would have been avoided if he had, at least occasionally, used 
the latter term instead. This had indeed been his usage in the 
Treatise. His reason for the change was that the Treatise's termi
nology was misleading in the analysis of liquidity preference: 

For ''bearishness'' is there defined as the functional relationship, not 
between the rate of interest (or price of debts) and the quantity of 
money, but between the price of assets and debts, taken together, and 
the quantity of money. This treatment, however, involved a confusion 
between results due to a change in the rate of interest and those due 
to a change in the schedule of the marginal efficiency of capital, 
which I hope I have here avoided.11 

He did indeed avoid giving the impression that the demand for 
money depended upon the price of assets rather than on the 
price per dollar of returns to non-money asscts, but only at the 

11. General Theory, pp. 173-74. 
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expense of obscuring the aggregation procedure utilized in both 
his major works. 

Keynes calculated the present value or demand price for a 
capital good by discounting the good's prospective return stream 
net of user cost by (unity plus) "the" bond rate. Hence, the 
yields from bonds and capital goods are the same, and the cur
rent price of bond-streams and capital-streams with the same 
time-profiles are equal. Any discrepancy will be eliminated by 
arbitrage. 

In the first part of Chapter 11, where the topic is first intro
duced, Keynes stays close to the traditional view of investment 
in a competitive market under certainty. In the latter type of 
static model, it is also assumed that the yield on capital goods 
will not diverge from the yield on bonds. In this traditional 
model the rather superfluous distinction between households 
doing the saving, and supplying loanable funds, and entrepre
neurs investing and demanding loanable funds was usually 
made. Entrepreneurs were assumed to stand ready to take an 
"infinite position" in capital goods-i.e., to undertake unlimited 
leverage-if they were to be faced with a rate of interest below 
the marginal efficiency of investrnent.12 Hence, the behavior of 
profit-maximizing competitive entrepreneurs would always elimi
nate any yield-differentials. 

Evidently, this cannot be all there is to it. There are a number 
of difficulties with Keynes' procedure: 

( 1) The assumption of a given State of Expectation is sup
posed to define the return streams expected to accrue to different 
classes of assets. The concept is not without its problems. In 
other contexts, Keynes stressed the differences in opinion among 
investors. The determination of asset prices he nonetheless 
treated much as if there existed an observable <fmarket view" of 
return streams which is at the same time unanimous and un
certain. 

12. Lerner has done much to clarify Keynes' discussion of the determination of 
Investment, and Lerner's terminology is today the accepted one. Cf. A. P. Lerner, 
"On the Marginal Product of Capital and the Marginal Efficiency of Investment," 
Journal of Pol/tical Economy, Feb. 1953. Lerner would probably be the foremost 
authority to refer to in defense of the present interpretation of the General 
Theory's treatment of consumer goods and capital goods as distinct commodities. 
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(2) The same assumption also tends to ohscure a stock-flow 
dimensional problem. The income per unit of a given type of 
capital goods at a given time will depend on the aggregate stock 
of such goods in existence at that time. The quantity that will 
exist in the future depends on the current rate of net investment 
which, in turn, depends on the current market price of such 
goods. That the state of long-term expectations is "given" cannot, 
therefore, be interpreted to mean simply that the time-profiles of 
returns for various asset classes may be treated as constant for 
the purposes of short-run analysis. In the General Theory this 
point is taken care of by the downward slope of the marginal 
efficiency of capital schedule, but for the rest, Keynes' !-.1EC
apparatus was deSigned to avoid, rather than to elucidate, the 
stock-How aspects of the investment problem. 

(3) The time-profiles of return streams differ in anum her of 
ways. Generally, we have to deal with bonds of a range of differ
ent maturities and capital goods of different durability. Also, the 
expected returns net of operating costs to a capital good usually 
tail off over its lifetime, whereas a bond that is not a perpetuity 
has the repayment of principal as the last and largest item in the 
time pattern of returns. Keynes explicitly acknowledge'd that his 
statement "slurred" these pOints, but argued that "it is not diffi
cult to restate the argument so as to cover this point." 13 The' 
"slur" remained, however. In Chapter 17, where Keynes went 
through the motions of lumping all assets into the two aggre
gates, "money' and "non-money assets," he avoided the problem 
of the duration of streams by stating his aggregation conditions in 
terms of one-period holding yields. In the immediate context, 
this was sufficient. But, as a whole, his theory really requires that 
the whole range of different "maturities" be considered-as in 
the Treatise. To stick with the simplified two-asset structure of 
the General Theory model, one must provisionally assume that 
each of the two asset classes can be characterized hy reference to 
a "representative" term to maturity. 

(4) All this still neglects a number of differences between 
different types of non-money assets, in particular, the risks or 
uncertainties pertaining to the prospective streams and the short-

13. General Theory, p. 137 n. 
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run "liquidity" of the different assets in their respective markets. 
(Two assets with the same variance of return may "have differ
ent Iiquidity"-the market for one may be "thinner" than for the 
other.) Though the General Theory abounds with statements 
emphasizing the significance of the uncertainty of expectations, 
the actual treatment of this particular aspect of the uncertainty 
problem is cursory. Though Keynes recognizes that capital goods 
and government bonds differ in both marketability and variabil
ity of prospective returns, the heterogeneity of non-money assets 
plays no role in his discussion of the aggregative model. The 
marginal efficiency concept, as we have seen, is first developed 
using single-valued expectations of prospective returns without 
reference to uncertainty. When considerations of risk and uncer
tainty are brought in, Keynes sticks to single-valued expectations 
by resorting to the device of "certainty-equivalents." This device 
allows him to treat two assets with the same certainty-equivalent 
streams as perfect substitutes.14 Thus, a bond and a capital good 
with the same mathematical expectation of returns will no longer 
trade at the same price, if the capital good is "riskier." But the 
aggregation rule is simply restated in terms of certainty
equivalent returns. 

The discussion of liquidity in the General Theory is similarly 
sketchy. "Liquidity" is defined as the "potential convenience" 
which the "power of disposal over an asset during a period may 
offer." To enjoy this convenience, people are willing to bear an 
opportunity cost in terms of income which might have been 
earned on less liquid assets-or, alternatively expressed, to pay a 
"liquidity premium." The "total return" on an asset, measured "in 
terms of itself," is defined as equal to its (certainty-equivalent) 
yield minus its carrying cost plus its liquidity premium. To make 
these "total own-rates of return" commensurable in terms of 
money, they must be further adjusted for their "expected per
centage appreciation" (or depreciation) in money value over the 
period. In the short run, the factors underlying the liquidity 

14. Cf. A. C. Hart, "Keynes' Analysis of Expectations and Uncertainty," S. E. 
Harris, ed., The New Economics, particularly pp. 419-22, where Hurt links 
Keynes' neglect of the heterogeneity of assets to his use of the certainty
equivalent representation of expectations. 



llI:Z AGGREGATIVE STHUCTURE OF ALTERNATIVE MODELS 141 

premia can be assumed given-"changing from time to time 
... depending upon social practices and institutions." 1~ In 
equilibrium the demand prices for different assets will be such 
that their percentage rate of "total return" in tern1S of mOlJey will 
be equal. 

In this mechanical fashion, the expected value of returns on 
different assets are "adjusted" for differences in the degree of risk 
and liquidity to obtain (superficially) homogeneous "total re
turns." The homogeneity of returns means that assets would be 
regarded as perfect substitutes at prices proportional to their 
respective total returns. This relationship between asset prices 
then becomes a condition of short-run equilibrium which must 
hold, whatever the equilibrium value of the "pure" rate of inter
est. Given the State of Expectation, "the" rate of interest serves 
as an index of the general level of (non-money) asset prices. 

Thus, the General Theory model contains only two asset 
aggregates: money and non-money assets. The income-expendi
ture model, in contrast, has three: stocks of the "shmoo" com
modity, bonds, and money. 

Keynes' model ignores the distinction between physical and 
financial non-money assets. Neglect of a distinction of this sort 
means that the behavioral implications of certain risks or contin
gencies, according to which the subaggregates are differentiated, 
are ignored. The relevant risk in this case is that of changes in 
the money prices of commodities which would change the rela
tive "real" vaiues of phYSical and financial assets. Keynes' use of 
percentage appreciation coefficients is designed to "take care of" 
this risk. This device is hardly satisfactory even within Keynes' 
own framework. To treat these appreciation coefficients as con
stants independent of the current level of the interest rate im
plies unit-elastic price expectations. This fits ill with Keynes' 
theory of Liquidity Preference which is based on the assumption 
of inelastic expectations. 

Another point is perhaps more important. In tem1S of the rank
ing of adjustment speeds characteristic of Keynes' thcor~', it is 
appropriate to regard the relevance of the phYSical-financial dis-

15. General Theory, p. 240. 
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tinction as hinging entirely upon the risk of changes in the 
money priccs of commodities in future periods. With the wage 
unit "rigid" within the current unit period, the real par-value of 
the given volume of outstanding bonds may be regarded as a 
constant to a satisfactory approximation. But in a different dy
namic context, such as the Hicksian "week," the "real quantity" 
of financial assets is an endogenous variable. Keynes' habit of 
aggregating physical and financial assets is inappropriate in such 
a context and mars his discussion of the adjustment behavior of 
a "Classic" system with fully flexible money wages and prices.I6 

The evidence for the contention that Keynes worked with this 
physical-financial asset aggregate does not derive only from 
Chapter 17, although this chapter has been found useful as a 
basis for our discussion, or even from the General Theory alone. 
This analytical habit goes back, at least, to the Treatise. Whereas 
the Treatise deals with a capital accounts structure which is in 
many other respects richer than that of the General Theory, 
Keynes also in the fonner work lumped together "fixed capital" 
and long-tenn bonds. The tenninology of the Treatise is particu
larly revealing in that Keynes chose to refer to the "existing stock 
of wealth" as the "volume of securities." 17 

Keynes and the Keynesians: contrasting VlStons of the eco
nomic system PrOviding the specific assumptions needed to 
justify a particular mode of aggregation is a rather mechanical 
task-merely a matter of stripping down the model to a manage
able, Simplified fonn. There is little reason to scrutinize Keynes' 
(or anybody else's) procedures in detail for their own sake or 
even to discuss at length how carefully the task is executed. A 
highly aggregative model is grossly overSimplified and there is 
always a range of important problems to the analysis of which it 
is not at all suited. This being the case, questions concerning 

16. Cf. Chapter V:I, below. 
17. Cf. Treatise, Vol. I, p. 241. One should note that the definition of this variable 
excludes "liquid claims on cash." It is significant that the richer menu of assets in 
the Treatise, compared with the General Theory's two-asset system, is based 
entirely on a more detailed diHerentiation according to term to maturity or 
durability. 
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whether its originator "hedged" his simplifying assumptions with 
elaborate care or only very carelessly are of academic interest at 
most. 

What interests us is, instead, the "vision" of economic pro
cesses that motivates the adoption of a particular set of --often 
blatantly "unrealistic"-simplifying assumptions, i.e., the broad 
theoretical considerations determining the aggregative structure 
of the model used. 

The aggregative structure of Keynes' model has been discussed 
by Professor Tobin in a well-known paper. IS This paper is of 
particular interest here since it also seeks to demonstrate how 
even apparently minor differences in the aggregative structure of 
alternative models may embody quite different "visions" of the 
way in which the economy works. Tobin poses the following 
question: consider three stores of value-money, bonds, and 
capital goods. Suppose it is desired to construct a macromodel 
with only two stores of value. This may be done by aSSimilating 
"bonds" either to phYSical capital or to money. The decision, 
Tobin notes, hinges upon the judgment of whether bonds are in 
fact closer substitutes for capital goods or for money, since the 
resulting model will, as an apprOximation, treat bonds as perfect 
substitutes for that store of value to which they are assimilated. 

There are thus two options. Here, Tobin argues, Keynes-and 
after him the Keynesians-took a different approach from the 
older Cambridge monetary tradition as represented by Laving
ton and Pigou. In the older approach, bonds are lumped together 
with money and the problem of portfolio balance is posed as the 
choice, on the margin, between money and capital goods. In 

18. J. Tobin, "Money, Capital, and Other Stores of Value," American Economic 
Review, May 1961. This paper is concerned with the aggregation of the capital 
accounts. In order to see the implications of Tobin's discussion for the income 
account variables, one has to relate it to his earlier contributions, in particular "A 
Dynamie Aggregative Model," Journal of Political Economy, April 1955, to which 
the 1961 paper also makes frequent references. 

To my knowledge, Professor Tobin is just about alone among modem monetary 
theorists in his explicit attention to the a.pect of model-constnlction that is the 
subject of this chapter. That I disagree with him on the doctrine-historical matter 
of how the aggregative structure of Keynes' theor), is to be interpreted should 
(hopefully) not obscure the extent of my intellectual indebtedness. 
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both types of models there are but two yields to consider: The 
unifonn yield on all non-money assets and the imputed liquidity 
yield on money in the Keynesian model; the uniform yield on 
money (imputed) cum bonds and the yield on capital goods in 
Tobin's pre-Keynesian model. But for the purposes of analyzing 
monetary policy measures, the two models are, as Tobin shows, 
in important respects quite different.19 

In comparing the aggregative structure of these models, Tobin 
thus draws a line between Keynes and the "Keynesians" on the 
one hand and certain "pre-Keynesians" on the other. The validity 
of this distinction is not to be disputed, but if a single such dis
tinction is to be drawn, the major difference would seem to lie 
between Keynes and the "Keynesians." The aggregative structure 
of the standard income-expenditure model, we maintain, is more 
"foreign" to the General Theory than are older "Classical" 
models. 

How can this proposition be supported? First, we should recall 
our previous argument that, in employing the aggregate produc
tion function and thus using a scalar measure of output, the 
income-expenditure model treats capital goods and consumer 
goods as one aggregate. There is only one (stock-How) com
modity. According to Tobin, the income-expenditure model also 
treats bonds as perfect substitutes for the stocks of this com
modity. The result would be a three-good model, the two market 
prices being the money price level and the money wage rate. 
Such a model does give a solution value to the yield on non
money assets, but "the" interest rate is not properly to be re
garded as a market price.20 Tobin's own 1955 model is a three-

19. Tobin, "Money, Capital, ... ," op. cit., pp. 30-34. 
20. For the interest rate to be a "price" in this sense, a fourth market would have 
to be explicitly included, such as a forward market---e.g., in consumer goods-or 
a private-sector loanable funds market. Intra-private-sector debts and claims are 
eliminated from these models by the ubiquitous assumption of "no distribution 
effect." We may note that this assumption Keynes himself made in the Treatise 
(cf. Vol. I, p. 129): "When we are dealing with a closed system as a whole, 
[claims on money and the corresponding debts or obligations] can be neglected, 
since they cancel out." In the General Theon}, in my opinion, the same assump
tion is implicit in the "basic model"; yet, the experiences of the early thirties have 
left their trace-scattered through the text one finds numerous comments on 
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good model, albeit of a Lavington-Pigou variety, the aggregates 
being labor, the stock-How commodity, and financial stores of 
value. We will argue that the standard income-expenditure 
model is more appropriately regarded as a four-good model and 
will stick to discussing this class, avoiding both "smallerh and 
"larger" models. 

We have talked rather blandly about "aggregates" or "goods" 
so far, and have discussed how the four aggregates (disregarding 
labor services) money, consumer goods, capital goods, and bonds 
can be reduced to three by making specific assumptions about 
substitutability (in consumption or among outputs). In judging 
whether to believe that a is a better substitute for b than for c, 
or vice versa, we must relate these concepts of labeled aggre
gates to the bewildering variety of goods in a real economic sys
tem. What do the labels mean? Implicitly we have some rules of 
identification at the back of our minds whereby the goods of the 
real world can be sorted in a rough way into the labeled boxes of 
our abstract categories. We arrive at these rules of identification 
or aggregation criteria in a most ad hoc manner-by, as Tobin 
says, "reHection on the characteristic properties" of the various 
goods. What, then, is meant by a "characteristic property"? It is 
a property which makes people discriminate in their behavior 
between the good and other goods-i.e., something which makes 
people not treat "other" goods as perfect substitutes. If the out
put of a priori model-building of this traditional brand is a 
"guide to inslinct," one must be ever conscious that the inputs 
consist not only of first-year calculus but also of "casual empiri
cism," the coefficients being fairly fixed-a 50-50 mix after the 
manner of the classic recipe for pigeon pie: one pigeon to one 
horse. A plump, young pigeon, one might add, will still make 
rather awful pie if the horse is rotten. 

A population of economic goods may be conceived of as dis
tributed in a space of many dimensions where, along each axis, 
some aspect of structure or characteristic property, potentially 
relevant to economic behavior, is measured. A "good" is defined 

'1enders' confidence," the asymmetry of "moral risk," "the excessive burden of 
many types of debt," etc. Cf. e.g., pp. 144-45, 157-58, 208, 264. 268. 
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by a unique set of "coordinates" in this space. The problem of 
aggregation is to reduce the number of dimensions of the space 
to a manageable number by suppressing those aspects of the 
population's structure deemed least significant to economic 
behavior. 

Now, consider the task of reducing the population of aU possi
ble stores of value to two "representative" assets. Observe first 
that this does not necessarily demand that we retain only one 
dimension: some variables may "bear an invariant, 'perfectly 
joint' relationship to each other." 21 To take the illustration of 
most direct relevance: suppose that people discriminate both 
between "short" and "long" assets and between "physical" and 
"financial" assets, but that at the same time all physical capital is 
extremely durable while all "bonds" are very short-tenn bills. In 
such a case, it would be unnecessary for the model-builder (re
stricted to using only two stores of value) to decide whether the 
"most important" aspect of asset structure involves the distinc
tion between longs and shorts or between phYSical and financial. 
Whatever factors within the model affect the excess demand for 
'1ong assets" will also a fortiori affect the excess demand for 
physical assets, etc. 

This is the easy way out. In practice, however, some decision 
would have to be made. Consider the follOwing "empty boxes": 

PHYSICAL ASSETS FINANCiAL ASSETS 

"SHORTS" 

"LONGS" 

If all the various stores of value in the economy were to be 
sorted into these boxes, hardly anyone would argue a priori that 
one or more of them would remain empty. (A "perfectly joint 
relationship" would leave the two on one of the diagonals empty. ) 

21. Samuelson, op. clt., p. 145. The class of aggregation propositions based on 
perfect complementarity in consumption or on fixed coefficients in production we 
generally ignored in the previous section as of little immediate interest. References 
may be made to Samuelson, loco clt., and Creen, op. clt., esp. Chapter g. 
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We may then fill in the boxes from top/left to bottom/right as 
follows: (1) consumer goods, (z) money, (3) capital goods, and 
(4) bonds. Note that the rules of identification remain to be 
spelled out: Should shares in limited liability companies be con
sidered as similar to private ownership of physical capital or as 
easily marketable paper? Should consumer durables be classified 
as "short" or "long" commodities? 22 Are time-deposits part of the 
money supply? These, and many other questions of the sort, are 
left open for the moment. 

First suppose that for some reason it is desired to make do 
without at least one of these boxes. What should be done? Tobin, 
as we have seen, chose in this situation to "collapse" the short
long dimension of the structure, and to deal explicitly just with a 
stock-How commodity and "money." 23 The judgment here is 
that, in terms of actual behavior, the distinction between physi
cal and financial assets is the most significant one to make. 
Keynes and the Keynesians do away with just one of the boxes, 
thus: 

·CENERAL THEORY" STANDARD -":EYNESIAS MODEL· 

Consumer goods Money Money 

Output 

Non-Money Assets Bonds 

TOBIN, 1955 

Commodities Financial Assets 

i 

22. Econometricians have much to contemplate. Thc Dcparbnent of Commerce 
series on Personal Consumption Expenditures includes, for example, rental value 
of housing on the one hand but purchases of new cars and expendiblres on 
private research and education on the other. The item "religious and other wel
fare activities," one suspects, is treated with discretion, whatever the decision. 
23. One could collapse the strueture also the other way, while still retaining 
money in the model after a fashion i.e., by treating money as "complementary" to 
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In contemplating the aggregation of capital account variables, 
the judgment to be made hinges upon what kind of "events," 
deternlining the potential advantages and disadvantages of hold
ing different types of assets, are likely to be the most important 
within the context of a given model. Thus, Tobin stresses the dis
tinction between claims with a par-value fixed in nominal terms 
and commodities because the "risks of price level changes" are 
the most significant in the context of his work. The underlying 
empirical judgDlent is made quite explicit in his comparison of 
"Keynesian" models and models of the Lavington-Pigou variety: 

Granted that both models are over-simplified, which is the better 
guide to instinct? . . . . Reflection on the characteristic properties of 
these assets-in particular how they stand vis-a-vis risks of price level 
changes-surely suggests that if government securities must be assimi
lated to capital or money, one or the other, the better bet is money.24 

In contrast, when Keynes in the General Theory turns to the 
discussion of the capital accounts he has already settled on the 
assumption that the short-run flexibility of money wages and 
prices is very limited, and when later he turns back to wage and 
price flexibility issues he is concerned to argue that, if this flexi
bility were in fact great, a policy to reduce that flexibility would 
be desirable. In his context, therefore, the distinction between 
physical and financial assets is of less Significance, and the char
acteristic event which does loom large in his thinking about the 
capital accounts is a change in "the" rate of interest. Tobin's 
quoted statement may be paraphrased to reflect, instead, Keynes' 
vision of the economic system: "reflection on the characteristic 
properties of these assets-in particular how they stand vis-a-vis 
risks of interest rate changes-surely suggests that long-term 

output as it is, in a sense, in constant-velocity models. The model would empha
size the dichotomy between "sources" and "services"-or perhaps Kaldor's 
"GebrauchsgUter" vs. "Verbrauchsguter" comes closer to the desired distinction
it would stress the importance of the interest rate as a market price and would 
employ a constant-velocity money-demand function. Among major authors (who 
are still Widely read), Irving Fisher would seem to conform most closely to a 
schema of this sort. But it is, of course, at best a very rough characterization of 
his work. 
24. Tobin, op. cit., p. 34, italics added. 
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bonds be assimilated to capital." A movement of "the" rate of 
interest implies large changes in the current market value of 
"long" assets, but only insignificant changes in the value of 
"short" assets. 

Which of these models is to be preferred obviously depends 
upon the problem at hand. The complaint has often been made, 
for example, that Keynes' depression theory is ill-suited to the 
analysis of the primary problem of the postwar period-inflation. 
Although we have here advanced an interpretation of Keynes' 
model which differs from the standard one, this judgment still 
holds. Clearly, models emphasizing, as Tobin's does, the distinc
tion between physical and financial assets are needed to deal 
with these problems. But the alternatives are, of course, not 
mutually exclusive. Because the distinction between "shorts" and 
'10ngs" to which Keynes attached almost exclusive significance 
has been largely neglected in the subsequent Keynesian litera
ture, it is with this that we will be concerned in what follows. 
But the following argument is only designed to urge that his dis
tinction be given due consideration, not that it replace the other 
one. We can have both. 

"Liquid" and "Illiquid" goods In Keynes' thinking, the di
chotomy of "short" vs. "long" overrode in importance all other 
distinctions between properties of stores of value. Large and 
important s~ctions of the General Theory can hardly be properly 
appreciated if the Significance of this aspect of his approach is 
not realized. Nor will his dependence on earlier writings be seen 
in proper perspective, for it is in this respect, above all, that the 
General Theory does not make a clean break with the past but 
where, instead, links go back to the Treatise, to D. H. Robertson, 
Wicksell, and other "pre-Keynesian" authors. Keynes' emphasis 
on the long-short differentiation is most readily discernible in 
the Treatise where a number of distinct assets are differcntiat('d 
along the maturity continuum: On the financial side, "nwans of 
payment," "business and saving deposits," and "bonds"; on the 
physical asset side, "liquid capital," "working capital," and "fixed 
capital"-all distinctions that are not just mere realistic orna-
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ments, but are integrated into the analysis of money income 
detennination in the book.26 

Though these detailed distinctions are dispensed with in the 
General Theory, the distinction between "long" and "short" 
assets is still vital. Yield-differentials based on any other charac
teristic asset properties Keynes habitually treated as constants 
and not as truly endogenous variables. Apart from ad hoc ob
servations of a less than systematic nature, his theory of relative 
asset prices was basically a theory of the tenn structure of 
interest rates. In the Treatise this is obvious enough, but the 
simplified two-asset structure of the General Theory tends to 
obscure it. With only "money" representing the short end of the 
maturity continuum, and "non-money assets" representing the 
long end, the tenn structure of rates becomes indistinguishable 
from "the" level of the money rate of interest. Keynes' conception 

25. The aggregative structure of Keynes' model, we argued above, has less in 
common with the income-expenditure model than with some of the influential pre
Keynesian business cycle theories. With respect to the Cambridge School, he 
should be linked with D. H. Robertson, rather than with Lavington and Pigou. 
The asset collection of the Treatise is borrowed from the former's Banking Policy 
and the Price Level, London, 1926, though Keynes took pains to disentangle his 
aggregates from the veritable Wonderland terminology of Robertson's book. 

In Banking Policy and the Price Level, Robertson found the old-fashioned 
variables of Saving, Investment, and Hoarding too confining. "Lacking" and 
"Stinting~ were added, and of these he distinguished not only '10ng" and "short" 
-i.e., a distinction between the kinds of CJ.5sets supplied or demanded-but be
tween "Automatic," '1mposed," and "Induced," etc.-all distinctions having to do 
with the type of act or circumstances surrounding an act of demanding or sup
plying an asset. This work is a virtuoso performance on that peculiar Cantabrigian 
instrument, the "period model" of dynamic processes, but it is played allegro 
furioso. The cumbersome tenninology is adopted "in the interests of desperate 
abbreviation"; once installed it permits the author to lead his readers at a most 
merry pace through any number of short-run variations on the theme of monetary 
disequilibrium. The discussion plunges heedlessly from one analytical possibility 
to the next, while the assumptions ruling the applicable leads and lags of the 
model are continuously being altered-but the author goes on serene in the 
knowledge that these are all built into the terminology in any case. Few readers 
then or now have shared Robertson's initial joy at the many complicated patterns 
a shake or two of his kaleidoscope could bring-a sobering reception, no doubt, 
and Robertson was ever afterwards to be famous for having the reader's enter
tainment at heart. 
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of Liquidity Preference encompasses at the same time the ex
planation of both the term structure and the "general level" of 
rates. 

In the Treatise, other dimensions of the structure of goods are 
suppressed. The General Theory simplifies things further by sub
stituting the dichotomy of short versus long, or "liquid" versus 
"fixed," for the maturity continuum of the Treatise: 

There is, of course, no sharp line of division between fixed and liquid 
goods; we have a continuous series, each member of which has more 
duration of use or consumption than its predecessor-services, food, 
clothing, ships, furniture, houses, and so on. But the broad distinction 
is clear enough.20 

The General Theory had little, if anything, to add to the Trea
tise's treatment of money and banking issues. As previously 
noted, the novelty of the General Theory lay in the analysis of 
quantity-adjustment dynamics and the income-constrained pro
cess. It was by simplifying the aggregative structure, in the 
manner just described, that Keynes in the later work so dras
tically condensed "the technical monetary detail" of the Treatise. 

The long-short dichotomy provides the qualitative criterion for 
distinguishing both consumer goods and money from non-money 
assets. The distinguishing characteristic of consumption goods in 
the Treatise was that they were "liquid." There was, as noted by 
Hart, "some ambiguity as to the disposition of durable con
sumers' goods." 27 The same ambiguity remains in the General 
Theory. As a general rule, the consumption aggregate is treated 
simply as a pure Verbrauchsgut. The stock-Bow analysis of the 
markets for "liquid goods" of the Treatise is missing in the Gen-

26. Treatise. Vol. I, pp. 128-29. Note that the tenn "liquid" is applied equally to 
physical goods and financial claims. Compare the usage, e.g., General Tileory, p. 
240: " ... capital equipments will differ froll1 one another ... in the rapidity 
with which the wealth embodied in them can become liquid, in the sense of 
producing output, the proceeds of which can be re-embodied if desired in quite A 

different fonn." 

27. A. G. Hart, "An Examination of Mr. Keynes's Price-Level Concepts." Journal 
of Political Economy, Oct. 1933, p. 625. 
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eral Theory-the consumption aggregate is treated also as a pure 
How-good.2s The preceding discussion of the asset structure of 
Keynes' model has, therefore, not taken the existence of liquid 
capital into account. In considering the basic model of the 
General Theory this seems permissible, and we shall continue to 
regard money and long-tenn non-money assets as the only two 
assets of the model. 

Where on the maturity continuum is the line between "shorts" 
and "longs" drawn in Keynes' model? What is to be regarded as 
the "representative short asset," what as the "representative long 
asset"? It is all very well to label these two "money" and 
"non-money assets" respectively, but is the representative non
money asset a ninety-day bill, a five-year bond, or a perpetuity, 
an inventory of consumer goods, a machine, a building, or the 
"eternal soil" ? To give the labels meaning, we must have some 
rules of identification to allow us to sort the real world's bewil
dering variety of assets into the two conceptual boxes of "money" 
and "non-money assets." In addition, we need to have an idea of 
where on the continuum the two maturities considered as "repre
sentative" of the two aggregates are assumed to be located and 
how far apart these two points are. 

In some passages of the General Theory, these questions are, 
in Keynes' own words, "slurred over." But they are important 
questions, since we are vitally interested in the relative price at 
which the two representative assets will exchange currently in 
the market. The short-long dimension of asset structure is signifi
cant in Keynes' model because, with the State of Long-Term 
Expectation given, the interest rate plays the role of an index of 

28. Keynes' Chapter 22, "Notes on the Trade Cycle," does, however, make refer
ence to the Treatise's analysis of "Liquid Capital" (p. 318). Cf. also pp. 331-32: 
"Recent American experience has also afforded good examples of the part played 
by "uctuations in the stocks of finished and unfinished goods--'inventories' as it is 
becoming usual to ca1\ them-in causing the minor oscillations within the main 
movement of the Trade Cycle." Keynes, however, was much less interested in 
these "minor osci1\ations" than in finding a way to avoid major catastrophes. 

The distinction made in the text may be unfamiliar to some: A Verbrauchsgut 
is a good which is "used up when it is used"-rates of production and consump
tion are measured in the same units as the existing stock. Milk is an example. A 
pure How-good is a non-storable service-no stock exists. A pure Gebral/chsgllt is 
characterized by zero use-depreciation. 
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the value of non-money assets in terms of money or in terms of 
wage units. This is what makes the question about the approxi
mate term to maturity of the "representative" non-money asset 
assumed by Keynes so important to the proper understanding of 
his theory.20 The interest-elasticity of the present value of a 
perpetual income-stream is unity; the same elasticity for money 
and all kinds of deposits is zero; the interest-elasticity of the 
present value of a short-lived capital instrument or short-term 
credit instrument is very low.30 Deposits and short assets pro
vide certainty of real capital value-given the price leeel; long 
assets offer income-certainty and this is true also of extremely 
durable capital goods-given the State of Long-Term Expecta
tion.31 

Consider the following two alternatives of representing the 
maturity continuum by two assets: (1) a means of payment and 
a title to a permanent income-stream, and (2) a means of pay
ment and a title to a one-year stream. These are somewhat 
extreme alternatives. They represent strongly contrasting visions 
of the structure of the actual economic system. Our contention 
here is that the model of the General Theory comes close to the 
first alternative, while the standard income-expenditure model 
comes closer to the second alternative. The representative physi
cal asset envisioned in income-expenditure models may, perhaps, 
be a machine lasting five years or so. Reading the income
expenditure literature chronologically gives one an impression of 
a grauual "unfunding" of the representative financial asset over 
time, ending in the "bills only" models of recent and current 
money-demand theory. 

There is hardly any difficulty in documenting the long-term 
nature of Keynes' representative non-money asset. That Keynes 

29. Since interest rates must enter into the weighting in the computation of any 
average term to maturity of a group of assets. the "representative" asSI't's t!'m, to 
maturity must vary with changes in "the" rate of interest. This point "ill be 
considered in some detail in Chapter IV. At prl'sent, it is sllfficient to pllt the 
question in the broadly qualitative manner of the text. 
30. Cf., e.g., C. L. S. Shackle, "Interest Rates and the Pace of Investment," Eco
nomic Journal, March 1946. 

31. This, as always, means the state of certainty-equivalent long-term expecta
tions, nota bene. 
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chooses a consol as his example in discussing the dctermination 
of "the" interest rate inevitably comes first to mind. But evidcnce 
for the assertion made is abundant throughout the book. For 
example: 

It is by reason of the existence of durable equipment that the eco
nomic future is linked to the present. 

· .. open-market operations [in] very short-dated securities [may] 
have but little reaction on the much more important long-term rates 
of interest. 

Perhaps the most revealing statement of all occurs when Keynes 
explicitly reminds himself: 

· . . that capital-assets are of various ages, wear out with time and 
are not all [sic!] very long-lived_32 

The follOWing discussion will provide more abundant and, in 
toto, more conclusive textual evidence. At this point, we may just 
infer that, while the representative non-money asset is not a 
perpetuity or a title to an "infinitely durable," rent-earning natu
ral resource of the more or less non-augmentable kind, it is evi
dently a quite long-lived asset with an interest-elasticity of 
present value quite Significantly different from zero. 

This difference between the two theories in the term to matu
rity of non-money assets assumed is quite significant. That they 
differ also in the treatment of "money" is, in comparison, less 
important. It is well known that in the Treatise "money" was 
defined to include not only means of payment, i.e., currency and 
checking deposits, but also all other kinds of depOSits, i.e., 
Keynes' business and saving deposits. It has frequently been for
gotten that this is the case also in the General Theory. The 
definition there is, if anything, even more inclusive: 

· .. we can draw the line between "money" and "debts" at whatever 
point is most convenient for handling a particular problem. For 
example, we can treat as money any command over general purchas
ing power which the owner has not parted with for a period in excess 
of three months, and as debt what cannot be recovered for a longer 

32. Quotations from the General Theory, pp. 146, 197, and 253 respectively. 
Italics in each case added. 
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period than this; or we can substitute for "three months" one month or 
three days or three hours or any other period; or we can exclude from 
money whatever is not legal tender on the spot. It is often convenient 
in practice to include in money the time-deposits with banks and, 
occasionally, even such instruments as e.g., treasury bills. As a rule, I 
shall, as in my Treatise on Money assume that money is co-extensive 
with bank deposits.ss 

The reason for this lack of insistence on a single, specific 
definition is clear. Keynes' two-asset model simply divides the 
population of all assets into two classes-"money": assets with a 
low interest-elasticity of present value; and "non-money assets" : 
those with a high interest-elasticity of present value. "Low" 
versus "high" is unavoidably a matter of degree. The "liquidity" 
of Keynes' Liquidity Preference theory is a matter of degree as 
well. There is nothing in his analysis which dictates that the line 
between "money" and "non-money assets" must be drawn at, sa)" 
a zero value for the interest-elasticity of the former asset class. 

The last quotation provides another illustration of the thesis 
which has been stressed from the beginning of this chapter, 
namely that many of the important implications of a model will 
follow simply from the assumptions built into its aggregative 
structure. Thus, if in a model of the General Theory type, 
"money" is defined to include treasury bills, it follows as a matter 
of course that open market operations in such bills will have no 
effect whatsoever on the all-important long-term rate of interest. 
Keynes' repeated urgings, both in the Treatise and in the Gen
eral Theory, that the Central Bank should conduct its contra
cyclical operations in the long end of the market should be re
called in this context. 

It is worth noting, finally, how conscientiously Keynes re
frained from defining "output" as a Single-valued "real" variable 
and, correspondingly, from employing the notion of "the" price 
level. He did not find it easy to abstain from this convenience: 

The three perplexities which most impeded my progress in writing 
this book, ... are: firstly, the choice of the units of quantity appro-

33. General Theory, p. 167 n. cr. also pp. 194--95. 
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priate to the problems of the economic system as a whole; secondly, 
the part played by l'xpectation in economic analysis; and, thirdly, the 
definition of income. H 

Few income-expenditure theorists have been noticeably "per
plexed" by these difficulties. Some readers may doubt-as the 
author has reason to know-that Keynes bothered enough about 
aggregation problems to justify comparing the aggregative struc
tures of his model and the income-expenditure model in such 
detail as we have done in this chapter. That he allowed his progress 
with the General TheON) to be "most impeded" by the three 
issues listed should be enough to indicate that he took great 
pains with them, and we will refrain from quoting the many 
other passages which could be adduced in support of the present 
interpretation. One might add, however, that Keynes' reasons 
for allowing these problems to perplex him can be inferred with 
some degree of psychological plausibility: in the Treatise, as in 
the General Theory, the relative price of "Liquid" and "Fixed" 
goods was a function of the interest rate and thus a variable in 
the short run. In setting up his "Fundamental Equations," 
Keynes did not let this deter him from defining the "quantity of 
output" as a single-valued variable. Hayek's withering criticism 
of this procedure35 left the theory of the Treatise in tatters, in 
the opinion of a very influential segment of the profession. 
Keynes was not about to commit the same mistake twice! 

That the "solution" which Keynes adopted-namely that of 
falling back on an old habit of his and measuring "real quanti
ties" in terms of labor-is not wholly satisfactory is another 
matter. In terms of his model, it is quite reasonable to postulate 
that employment is some monotonic function of aggregate 
money expenditures in the short run (when the MEC-schedule is 
regarded as given). But in general, the amount of employment 
associated with a given rate of money expenditures will depend 
not only on the real wage rate but also on the division of that 
expenditure on the production of consumer goods and of capital 
goods. Keynes devoted the better part of Chapter 20 to a discus-

34. GeneTa/ Theory, p. 37, italics added. 
35. CE. the references given in Chapter 1:2. 
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sion of these points. To correctly appreciate the care with which 
Keynes handled problems of measurement, one must recall that 
the General Theory antedated all the work on index numbers by 
Hicks, Samuelson, et al. Between the Wars this field was still full 
of mysteries.36 That Keynes himself was a distinguished con
tributor to its development furnishes further proof of the impor
tance he assigned to meaningful aggregation in the construction 
of macromodels.31 

m:3 Investment and The Rate of Interest 

In the preceding section we contrasted the aggregative struc
tures of the standard income-expenditure model and Keynes' 
"basic" model. The analysis of macroeconomic processes may be 
carried out in terms of either type of model. What difference 
does it make? 

This is the main question. The most obvious application of the 
findings of the last section concerns the analysis of the deter
mination of current investment expenditures and, in particular, 
the question of the magnitude of the interest-elasticity of invest
ment. This is the subject of the present section. On thc basis of 
the precedillg discussion, the development of this issue will be 
quite straightforward. Other issues on which the two ap
proaches differ are conSiderably more complicated. This is par
ticubrIy true of Keynes' so-called "windfall effect" and its rela
tionship to his theory of Liquidity Prcference, which become the 
topic of the next chapter. 

Background There is another question of subSidiary interest: 
How did the "KeyneSian tradition" develop from the model of 

36. Professor Frisch's famous article on the subject appeared the vcr\' ~nme \'('ar 
as the General Theory. Cf. R. Frisch, "Annual Survey of General Eronomic 
Theory: The Problem of Index Numhers," Econometrica, Jan. 1936. 
37. The entire Book II of the Treatise, Vol. I, is ,levoted to lh(' subj('('t. In 
critique of Edgeworth and others, it lays great stress on the rol1('('pt of an index 
number as the price of a "composite commodity." For a contemporary appraisal 
of this effort, cf. Hart, op. cit. 
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the General Theory to the standard income-expenditure model? 
It would take us altogether too far afield to try to pursue this 
doctrine-historical question in adequate detail. With respect to 
the present topic, however, the story is well known. The discus
sion of the interest-elasticity of investment has proceeded within 
the debate over the efficacy of monetary policies in combating 
business fluctuations. Keynes' pessimism on the latter issue and 
his propaganda for various fiscal policies were two of the most 
prominent features of the General Theory. In the hands of many 
early "Keynesians," these elements of his thought hardened into 
simplified dogmas-monetary policy came to be regarded as 
completely ineffective in recession while fiscal policies were 
propounded as the universal and only cure for macroeconomic 
problems. In the course of this evolution, there was an important 
change of emphasis in the explanation offered for the presumed 
inefficacy of monetary measures. It is this shift of emphasis 
which concerns us here. 

Keynes' explanation ran altogether in terms of his Theory of 
Liquidity Preference and was a rationalization of his fears that 
conventional monetary policies would not suffice to bring about 
a large enough and rapid enough change in the long rate of 
interest.! The Liquidity Trap notion-explicitly repudiated by 
Keynes-was admittedly part of early income-expenditure doc
trine. But it would explain the uselessness of monetary policy 
only in the so-called "Keynesian special case." In the income
expenditure literature, therefore, the general case against reli
ance on monetary policy was based on the postulate of a very 
low interest-elasticity of investment. The decisive impetus to this 
latter thesis came from the famous Oxford Surveys which 
seemed to indicate that variations in borrowing costs had very 

1. A complete statement of his views, we have argued, would include his prem
ises with regard to the behavior of central bankers. It would stress their unwill
ingness both to undertake operations of sufficient magnitude to deal with the 
situation of the thirties and to operate in "unconventional" segments of the 
maturity continuum. As a corollary to the unwillingness of the Central Bank to 
operate in the long end, his explanation would lay great stress on the length of 
the lag before changes in short rates had an appreciable effect on long rates. CE. 
Chapter 1:2 above, and Chapter Vl;2. 
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little influence on the investment plans of businessmen.2 During 
the forties, the "Stagnationist school" was quite influential. That 
secular stagnation could not be relieved simply by monetary 
injection was naturally an integral part of this doctrine. Within 
this school, the assumption of low interest-elasticity of invest
ment was sharpened into the thesis of the "lack of investment 
opportunities," or "lack of outlets for saving," presumed to be 
characteristic of "mature economies." In its more simplistic for
mulations, this thesis makes no reference at all to the level of 
interest rates.3 In the conventional type of comparative statics 
exercises with the standard income-expenditure model, the only 
apparent role for the "monetary" subset of equations is to obtain 
the value of the interest rate. This, in turn, is only of interest 
insofar as the interest rate has an effect on investment which is 
of more than a "secondary magnitude." It is consequently in 
works that lay great stress on the interest-inelasticity of invest
ment that we find the so-called "vulgar Keynesian" short-run 
models consisting of "autonomous" private-sector investment, the 
multiplier, and, apart from fiscal policy variables, nothing else. 

The 1940'S represented the low ebb of "Keynesian" interest in 
monetary theory and policy. This interest as well as the belief in 
money's importance has since undergone a remarkable revi\'al
remarkable not least in that it has not been accompanied by an 

2. CE. J. E. Meade and P. W. S. Andrews, "Summary of Replies to Qucstions on 
Effects of Interest Rates," Oxford Economic Papers, Oct. 1938; Andrews. "A 
Further Inquiry into the Effects of Rates of Interest," ibid., Feb. 1940; also the 
American study by J. F. Ebersole, "The Influence of Intcrcst Rates upon Entrepre
neurial Decisions in Business-A Case Study," Harvard Business Review, No. 1. 

193B. The results and implications of the Oxford studies were discussed by II. D. 
Henderson, "The Significance of the Rate of Interest," Oxford Economic Papers, 
Oct. 193B, and R. S. Sayers, "Business Men and the Terms of Borrowing," i/1id., 
Feb. 1940. 

3. Keynes' judgment on a forerunner of the "Keynesian Stagnationists" is of inter
est here. Referring to N. Johannsen, A Neglected Point in Connection with Crises, 
190B, and other pamphlets by the same author, as espousing n doctrine which 
"seems to me to come very near the truth," Keynes commented: '13ut Mr. 
Johannsen regarded the failure of current savings to be embodied in capital 
expenditure as a more or less permanent condition in the modem world . . . and 
overlooks the fact that a fall in the rate of interest would he the CUTe for the 
malady if it were what he diagnoses it to be." Cf. Trea~.e, Vol. II, p. loon. 
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equally dramatic groundswell of optimism with regard to the 
magnitude of the interest-elasticity of investment. 

While the interest-elasticity of investment is most often dis
cussed in relation to the issue of the "effectiveness" of monetary 
policy, for our purposes the main relevance of the topic lies in 
the realm of "pure" rather than "applied" theory and concems 
the appraisal of the relationship bet\veen Keynes and the Clas
sics. The main theme of Classical economic theory, from Adam 
Smith onwards, has been the demonstration of how innumerable 
production and consumption decisions, made by transactors who 
have full discretion in making the choices they want, can be 
efficiently coordinated through the movement of prices in a sys
tem of free markets. Keynes' objective was to show how such a 
system could malfunction in a way consistent with those ob
servations of an economy in depression, to which he assigned the 
most significance. 

The Classical theory of how individual activities are controlled 
so as to make coordination feasible is constructed on two broad 
assumptions: 

( 1) price-incentives are effective-transactors do respond to 
movements of prices by changing the quantities produced and 
consumed in a qualitatively predictable manner; 

(2) prices tend to move, and are "free" to do so, in response to 
excess demands or supplies in such a manner as to induce trans
actors to alter their behavior in the directions required for all 
activities to "mesh." 

Whether the actual economic system of a given time and place 
is such as to confonn to these broad Classical specifications is an 
empirical issue of great and obvious Significance. But, from a 
purely theoretical standpoint, it is a most trivial exercise to con
struct a model that incorporates a number of assumptions di
rectly contrary to the Classical specifications and which, conse
quently, will not at all be as "nicely behaved" as the Classical 
system. The standard interpretation of Keynes concedes him 
practical significance but consigns his pure theory to the cate
gory of such trivial exercises. According to this interpretation, 
Keynes simply took a sledge-hammer to the delicate Classical 
mechanism wrecking it at several crucial points: 
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(1) by postulating that intertemporal price incentives were 
almost completely ineffective-neither savers nor investors re
spond to changes in interest rates; 4 

(2) by postulating wage-rigidity and the Liquidity Trap. 
In Chapter II, we have already disputed that Keynes invoked 

institutional obstacles to the adjustment of money wages. We 
have also mentioned that he specifically rejected the idea of an 
unyielding Hoor under the long rate having been a strategic fac
tor in the great depressions up to that time. So, his attack on 
Classical theory was not based on the assumption that prices, in 
fact, are rigid. When the economic system fails to behave in the 
manner of the Classical model, it is not due simply to the ab
sence of the feedback mechanisms assumed by the Classics. 

The notion that Keynes assumed saving and investment to be 
interest-inelastic is also unfounded.~ Price incentives are effec
tive. When coordination of activities breaks down, it is lIot 
simply because the feedback of "errors" fails to trigger the re
sponses assumed by the Classics. 

In Keynes' theory, then, the homeostatic mechanisms postu
lated by the Classics are neither "out of order" nor just missing. 
This means that a purely static interpretation of his "unemploy
ment equilibrium" is impossible. His theory must be interpreted 
as dynamic in nature and, on today's usage, as dealing with 
unemployment disequilibrium.o 

4. While the present study deals only with the closed system, Professor Machlup's 
apt term "elasticity pressimism" fits very well in this context, althou~h coined in 
connection with Machlup's critique of income-expenditure models of balance of 
payment adjusbnents. It is worth recalling the frequently made observation that 
in the great Keynes-Ohlin debate it was Ohlin who was the "Keynesian" while 
Keynes emerged the Classicist. 
5. CE., e.g., General Theory, p. 64: '1t might be, of course, that indi\~duals were 
so Mte montee in their decisions as to how much they themselves would save and 
invest respectively, that there would be no point of price ('quilibrium at which 
transactions could take place. In this case our terms would ('('ase to b(' ap
plicable ... prices would find no resting-place between zero and infinity. Erpe
riellce shows, however, that this, in fact, is IIOt so . . ." (italics added). 
6. This is not a novel point, of course. It has been consistently emphaSized by 
Patinkin, for example, beginning with his 1948 "Price Flexibility and Fnll Em
ployment." Cf. his Money, Interest, and Prices, 2nd edn., pp. 337-43. The above 
states the imperative for a dynamic interpretation in stronger and morr general 
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The slope of the marginal efficiency of capital schedule In a 
way, Keynes' MEC-constmction is to be admired for the com
pactness with which the determinants of investment are sum
marized in a simple schedule, and for the mthlessness with 
which a shortcut is taken through all the complexities of stock
Bow analysis. But the very economy of means makes it that 
much harder to "decompose" the analysis so that the separate 
assumptions relevant to the interest-elasticity of the function can 
be examined. Keynes did not provide a systematic discussion of 
these assumptions. But then he could not have anticipated much 
disagreement with his confident enunciation of conventional 
wisdom: " ... we are ... entitled [to regard the rate of inter
est] as exercising, ... a great, though not deciSive, influence on 
the rate of investment." 7 

Keynes has given us several accounts of his theory of the 
detennination of investment and the role of the rate of interest in 
this connection.8 His most comprehensive effort reveals more of 
his method of reasoning than the General Theory's exposition 
and is worth quoting in extenso: 

The owner of wealth, who has been induced not to hold his wealth in 
the shape of hoarded money, still has two alternatives between which 
to choose. He can lend his money at the current rate of money
interest or he can purchase some kind of capital-asset. Clearly in 
equilibrium these two alternatives must offer equal advantage to the 
marginal investor in each of them. This is brought about by shifts in 
the money-price of capital assets relative to the prices of money-loans. 

tenns, however. Note that Patinkin's discussion lays great weight on the interest
inelasticity of investment (e.g., p. 338) as a characteristic and strategic property 
of "the" Keynesian system. 
7. General Thecrry, p. 164. While "great," the influence is not "decisive" since 
shifts of the MEC-schedule will generally be of a magnitude that is not offset by 
movements along the schedule, taking into account the "practicable changes in 
the rate of interest." Compare also op. cit., p. 316, and Treatise, e.g., Vol. II, pp. 
346 and 364. 
8. The passages of the Treatise which are directly relevant here concern invest
ment in "Fixed Capital"--cf. esp. Vol. I, pp. 255-57. In the General Theory the 
main part of the argument is contained in Chapter 11. The analysis quoted in the 
text appears in his '"The Ceneral Theory of Employment," Quarterly Journal of 
Economics, Feb. 1937; page references here pertain to the reprint in S. E. Harris, 
eel., The New Economics, op. cit. 
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. . . This, then, is the first repercussion of the rate of interest, 
namely, on the prices of capital-assets. This does not mean, of course, 
that the rate of interest is the only fluctuating influence on these 
prices. Opinions as to their prospective yield are themselves subject to 
sharp fluctuations .... It is these opinions taken in conjunction with 
the rate of interest which fix their price .... Now for [the next 1 
stage. Capital-assets are capable, in general, of being newly produced. 
The scale on which they are produced depends, of course, on the rela
tion between their costs of production and the prices which they are 
expected to realize in the market. Thus if the level of the rate of in
terest taken in conjunction with opinions about their prospective yield 
raise the prices of capital-assets, the volume of current investment 
... wiII be increased; while if, on the other hand, these influences 
reduce the prices of capital-assets, the volume of current investment 
will be diminished.o 

The marginal efficiency of capital is defined as "equal to that 
rate of discount which would make the present value of the 
series of annuities expected from the capital-asset during its life 
just equal to its supply price." 10 If by "the" interest rate we 
mean the observed rate on government bonds, the slope of the 
marginal efficiency of capital schedule depends on the magni
tude of the follOWing four elasticities: 

(1) the elasticity of the demand price for capital goods, for 
some given rate of discount, with respect to the rate of growth of 
the capital stock; 

(2) the interest-elasticity of the discount rate applied to the 
evaluation ')f income-streams accruing to physical capital; 11 

(3) the discount rate elasticity of the present value of a given 
anticipated "capital stream" or "investment prospect"; 

(4) the price-elasticity of the rate of supply of new capital 
goods. 

Consider diagrams A and B. A demand-price schedule is drawn 
for a given capital stock in existence, a given State of Expectation, 
and a given rate of interest. It shows the present value assigned to 
successive prospective additions to the capital stock, acquired in 

g. op. cit., p. 188. 
~O. General Theory, p. 135. 
11. The latter rate is the "socially required rate of return to capital" of Ando and 
Modlgliani or the "supply price of capita)" of Friedman and Tobin. 
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the present period, under these conditions. Everything else equal, 
a decline in the applicable rate of discount will shift the demand
price schedule upward. The extent of the shift-made equal in 
diagrams A and B-will depend upon elasticities (2) and (3). 
The rate of investment is determined by the condition that the 
demand price will be driven to the point of equality with the 
supply price. For a given upward shift in the demand-price 
schedule, the change in the rate of investment will depend upon 
elasticities (1) and (4) as illustrated in the figures. 

We have to consider the assumptions, stated or implied, made 
by Keynes with regard to these four elasticities and then to com
pare them with the assumptions more typical of the "Keynesian" 
literature. 

Elasticity (1) would be zero (the curve a horizontal line), if 
entrepreneurs expected each successive increment to their capi
tal stock to yield the same stream of revenues over its life as that 
expected on the average from already existing units of capital. 
The more rapidly the expected marginal amounts of future reve
nues fall off, as further increments to the capital stock are 
contemplated, the steeper the curve. Thus, the nature of sales 
expectations is crucial. If the investment under consideration is 
in equipment of a type for which there is already excess capacity 
and that excess capacity is not expected to be absorbed for the 
better part of the short life of the assets, the prospective addition 
to future revenues net of operating costs will be almost nil. This 
is the kind of situation envisaged in much of the income-
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expenditure literature. But, although this sales-constraint is an 
idea quite consonant with the Keynesian quantity-constraint 
analysis considered in Chapter II, Keynes' conception of invest
ment in "Fixed Capital" is quite different: 

Willingness to invest more or less in manufacturing plant is not likely 
to be very sensitive to small changes in bond-rate. But the quantity of 
new fixed capital required by industry is relatively trifling even at the 
best times, and is not a big factor in the situation. Almost the whole of 
the fIxed capital of the world is represented by buildings, transport and 
public utilities; and the sensitiveness of these activities even to small 
changes in the long-term rate of interest, though with an appreCiable 
time-lag, is surely considerable.12 

We have further evidence on Keynes' assumptions with regard 
to elasticity (1) from his comparison of the slopes of the 
demand-price and supply-price schedules. The marginal effi
ciency of a given type of capital will decrease as investment is 
increased partly: 

... because the prospective yield will fall as the supply of that capi
tal is increased, and partly because ... its supply price [will] in
crease; the second of these factors being usually the more important 
in producing equilibrium in the short run. . . ,13 

Most of the time, in fact, Keynes ignored any downward slope 
of the demand-price schedule and treated it as horizontal. As a 
general rule, his discussion will simply equate the current market 
valuation of existing units of capital with the demand price for 
new units facing the capital goods producing sector. 14 

12. Treatise, Vol. II, p. 364, italics added. Compare General Theory, p. 163, 
where the classes of "very long-term investments" discussed are, again, buihlings. 
public utilities, and inveshnents of public authorities: "In the case of ... puhlic 
utilities, a substantial proportion of the prospective yield is practically guaranteed 
by monopoly privileges coupled with the right to charge such rates as will pro
vide a certain stipulated margin"-a point directly relevant to the elasticity of th,· 
demand-price schedule. 
13, General Theory, p. 136, italics added. 
14. For example, in 'The Ceneral Theory of Employment," op. cit., p. 183: 'The 
mischief is done when the rote of interest ... leads to a market-capitalization of 
[an] asset which is less than its cost of production." Statements which, like this one. 
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When the demand price is treated as independent of the con
current rate of investment, the interest-elasticity of investment 
becomes a matter simply of the product of the remaining three 
elasticities. The assumptions of Keynes and of the Keynesians 
can be contrasted with sc'Ore-sheet brevity: 

General Theory: 
Standard Model: 

(2) 

High 
Low 

High 
Low 

High 
High 

PRODUcr 

High 
Low 

The value of (2) is unity when the elasticity of substitution of 
bond-streams for capital-streams is infinite. This is characteristic 
of the General Theory-on the proviso that the expected return 
streams to capital goods are "adjusted for risk," etc., in the 
manner discussed in the previous section.15 The standard 
income-expenditure model, in contrast, treats bonds and capital 
goods as imperfect substitutes. 

In the General Theory, elasticity (3)-that of capital goods 
values with respect to the required rate of return-is quite sig
nificantly different from zero by virtue of the assumption that 
the representative capital good is long-lived. Thus, a decline in 
the interest rate, in Keynes' model, does imply a very consider
able increase in the demand price for capital goods, given the 
expected returns to such goods and the "confidence" with which 
these expectations are held. The representative capital good of 
the standard model, on the other hand, is short-lived. Conse
quently, the interest-elasticity of capital goods values is insignifi
cant, quite apart from the assumption made in regard to the 

make no reference to the rate of investment (where this would be absolutely 
necessary if the demand price were assumed to depend on it), appear very 
frequently in Keynes' writings. 
15. The assumption of perfect elasticity of substitution between bond-streams and 
certainty-equivalent capital-streams. in conjunction with the assumption that the 
market value of existing assets is also the demand price for newly produced 
assets, is quite relevant to the fiscal vs. monetary poUcy issue: An open market 
purchase of long bonds will be just as stimulating to aggregate demand as a 
direct purchase of capital goods by the government financed by "new" money. It 
will naturally be l7WTe effective than the same government investment financed by 
borrowed money. and still more effective than when financed by new taxes. 
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elasticity of substitution between bond-streams and capital
streams.16 

On the price-elasticity of the flow-supply of new capital goods, 
finally, the two theories do not seem to differ-elasticity (4) is 
high within either framework. Keynes comments on this elastic
ity only to note that its value should be less than infinite even in 
a situation of unemployment. It is a condition of the stability of 
the system, he noted, that "a moderate change in the prospective 
yield of capital-assets or in the rate of interest [should] not in
volve an indefinitely great change in the rate of investment." The 
capital goods industry operates under conditions of increasing 
costs (wage costs plus "User Cost"). But if the volume of unem
ployment is substantial, "there may be considerable instability 
within a certain range." 17 That Keynes saw a need to argue that 
the interest-elasticity of investment will not be infinite shows 
more clearly than anything else how very different his concep
tion of this issue was from that of his followers. 

The price relation to which elasticity (4) refers is the money 
price of Fixed Capital in terms of the (constant) money wage 
unit. In order to obtain the effects of the change in the interest 
rate on aggregate income and employment in the context of the 
General Theory model, one cannot simply apply the "multiplier" 
to the change in the quantity of capital goods produced. The 
change in the rate of output of capital goods has first to be trans
lated into a change in the value of that output either in terms of 
money or in terms of wage units. The consumer goods/capital 
goods transformation curve is concave to the origin; a change in 

16. When Keynes' device of representing unccrtain expectations ahout rehlrn 
streams to capital goods by certainty-equivalents is not adopted, it is difficult to 
draw a clear distinction betwecn elasticities (2) and (3). The device is not a 
very satisfactory one and most income-expenditure authors have not been willing 
to go along with it. But the position of most "Keynesians" on the product of (:2) 
and (3) seems clear in any case; the interest-elasticity of the present value of the 
representative capital good is assumed to be relatively insignificant. 
17. General Theory, p. 252. This, of course, is relevant to the earlier discussion of 
the slope of the demand price schedule. The ahove concedes that in a sihlation of 
unemployment, the capital goods producing sector mny find itself op<'fating in a 
range of approximntely constant costs. Nonetheless, Keynes argued that the supply 
schedule was "usually the more Important in producing equilibrium in the short 
run." 
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the rate of interest is a change in the relative price of Liquid and 
Fixed commodities; these are consequently not commensurable 
in tenns of physical quantities. No over-all GNP-deflator can be 
defined for this two-commodity model. In this respect, the 
income-expenditure model is much simpler. Elasticity (3) is 
simply the money price level elasticity of the aggregate supply 
function. 

The diHerenees between Keynes and the Keynesians on this 
issue can now be illustrated geometrically by reference to dia
grams A and B above. The supply schedule we would draw the 
same in either case. It should show a substantial range of very 
high elasticity (near-constant cost). Keynes' demand-price sched
ule should be horizontal or nearly so, while the "Keynesian" one 
slopes steeply downward to the right. For a given change in the 
rate of interest, Keynes' demand-price schedule should show a 
vertical displacement substantially greater than that of the cor
responding income-expenditure function. "The" interest rate is 
thus seen to be far more important as a detenninant of the cur
rent rate of investment in Keynes' framework than in the income
expenditure model. 

The elasticity of substitution of bond-streams for capital
streams One's intuitive judgment about the "plausibility" of a 
relatively high interest-elasticity of investment is easily colored 
by the way in which the economic behavior relevant to the issue 
is described. Semantics is never more important than when 
"introspection" is admitted as empirical evidence. The issue of 
the substitutability of bonds for capital goods is a case in point. 
Consider an initial equilibrium in which the non-banking sector's 
State of Expectation is given and the "total rates of return" on 
bonds and capital goods are equal. This situation is disturbed by 
a rise in the banking system's demand for bonds which increases 
bond prices and lowers the rate of return on bonds.ls Three 

18. In the context of Keynes' theory, where bonds and capital goods are treated 
as perfect substitutes, the only reason for recognizing the distinction between the 
two lies in the assumption that the banking system is constrained from holding 
capital goods and demands only bonds, and that consequently the effects of 
"monetary" disturbances have a recognizable time-sequence leading 6rst to 



W:3 AGGREGATIVE STRUCTURE OF ALTERNATIVE MODELS 16g 

aspects of the description of the system's adjustment to this 
event should be considered. 

(a) The disturbance will induce two types of adjustment re
sponses by the non-banking sector. On the one hand, some trans
actors who initially hold claims on others will be induced to sell 
these in order to reinvest in capital goods (or equities) which 
now promise a higher rate of return. This is the type of adjust
ment discussed by Keynes in the quoted passages. On the other 
hand, some transactors will be induced to issue claims on them
selves in order to increase their holdings of capital goods. This 
latter "borrowing cost" version is the one most often stressed in 
textbook discussions of the issue. Exclusive emphasis on this 
possibility may bias one's judgment on the magnitude of the 
interest-elasticity-the knowledge that transactors are not in
different to their debt-equity ratios implicitly creeps into one's 
consideration of the issue. The businessmen responding to ques
tionnaires, framed on the basis of the "borrowing cost" version, 
must almost certainly have had considerations of this sort in 
mind. Actually, both types of adjustment will be involved. It is 
worth pointing out, then, that the first type of adjustment im
plies that the supply of equity capital will also be increased and 
its cost to the firm lowered.19 

(b) The adjustment according to either one of the two above 
versions may be discussed either in tenns of a change in the rela
tive rates of yield on bonds and capital goods or in terms of a 
change in the relative prices of bond-streams and capital
streams. In the former case, the discussion concerns the value of 
the elasticity under (2), in the latter the value of the elasticity 
of substitution between bonds and capital goods. From a theo-

changes in bond prices and later, through adjustments of the non-banldng sector, 
to changes in capital goods prices. Cf. Chapter V: 1, below. 
19. To elicit answers appropriate to the theoretical issue, the question put to 
businessmen would therefore have to be formulated somewhat as follows: "Sup
pose that (a) the required rate of return on equity capital fell, (b) the prices 
at which new bonds with given coupons and of any desired term to mahlrity 
could be issued by your company rose, (c) the cost of borrowing at banks and 
financial intermediaries fell, and (d) the market prices of securities currently 
held by your company rose-would you then undertake any investment projects 
that are not now being considered?" 
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retical standpoint, the two formulations are equivalent. Taking 
the expected return stream as given, the two remaining variables 
-the present value and the rate of discount arc uniquely re
lated. ~o For various reasons, however, most economists have 
found it convenient to discuss problems of this sort in terms of 
variations ill discount rates rather than in terms of changes in the 
present prices of streams. From a heuristic standpoint, how
ever, it is not completely a matter of indifference what tack is 
taken. Few people find the proposition strange that an investor 
"wavering," as Keynes put it, between two alternative portfolios 
will be influenced in his decision by a change in the cost of one 
relative to the other. The traditional analysis of the investment 
decision, in which the demand prices are arrived at by discount
ing Single-valued expectations of future return streams, etc., is on 
the other hand regarded by most people as involving an "unreal
istic deSCription" of the mental processes and administrative pro
cedures by which investment decisions are actually reached. 
From this judgment it is (apparently) a short step to the view 
that changes in the theorist's discount rate are "unlikely" to in
fluence investment decisions and, from there, to the position that 
the interest-elasticity of investment is, most likely, inSignificant. 

The "deSCriptive realism" of the model should naturally have 
nothing to do with the issue. To the economist the transactor en
tities of the model are Simply "Black Boxes." The task is to con
struct a model which enables one to predict the response or "out
put" of the Box to specific events or "inputs." The qualitative 
predictions can frequently be arrived at by several more or less 
distinct chains of reasoning. When two such chains of reasoning 
are "formally equivalent," in the sense that it can be demon
strated that they will always lead to the same predictions, the 
theorist is likely to make a habit of the alternative which he finds 
most convenient. The most convenient chain of reasoning is not 
necessarily the one which most closely resembles peoples' intui
tive ideas of "what goes on inside the Box." Properly, this should 

20. ThIs statement, of course, rests on the assumption which is conventional in 
this context, namely that the same discount rate is to be applied to all elements of 
the return stream, independent of their distance in time from the present. 
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have no bearing on an issue such as the present one. But it may 
not be too fanciful to suggest that it sometimes does, Le., that 
the economist's description of the way in which he arrives at a 
qualitative prediction of the response to a certain event some
times influences our judgment about the likely quantitatiGe sig
nificance of the response.21 

(c) The alternatives of choice relevant to the evaluation of 
Keynes' assumption of a high elasticity of substitution between 
bonds and capital goods must consist of streams of approxi
mately the same duration.22 In the Licluidity Preference theory, 
physical stores of value with a low rate of turnover are not good 
substitutes for those with a high rate of turnover, nor are long 
bonds good substitutes for short bonds. Obviously, then, short 
bonds cannot be close substitutes for long-lived capital goods. A 
transactor who borrows short to invest in durable capital goods 
runs the risk of having to refinance at higher rates later. The 
existence of this risk, according to the Liquidity Preference 
theory, definitely implies that the elasticity of investment in 
durable capital with respect to short rates of interest will be 
modest. Consequently, this risk is very relevant to the issue of 
the counter-cyclical efficacy of a "bills only" monetary policy. It 
is a pivotal point in Keynes' pessimistic appraisal of traditional 
monetary policy measures. But it would be to confound the is
sues to treat the "efficacy of monetary policy" and "the interest 
elasticity 0f investment" as synonymous (and then "explain" the 
former by reference to the latter). The substitutability between 

21. One should note also that the habit of dealing with asset choice and invest
ment decision in tenns of asset yields instead of asset prices is inconvenient and 
even inappropriate in some contexts. This is particularly the case with re~ard to 
the problem of the fonnulation of optimal investment criteria. Keynes' sug~ested 
rule of equating the marginal effiCiency of capital with the interest rate, for 
example, produces some conundrums in cases of investment prosp<'ct. for which 
the marginal efficiency rate is not Single-valued. More importantly, it can be 
shown that whenever the maximization of present vallie mlc leads to result. 
different from the maximization of the internal mte of rehlm mle, the former is 
(as always) correct and the latter wrong. Cf. J. Hirschleifer, "On the Theory of 
Optimal Investment Decision," Journal of Political Economy, Aug. 1958. 

22. This is put very loosely. The comparison of the "duration" or "average 
period" of two streams Involves an index number problem which will be post
poned to the next chapter. 
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assets of differmt maturities should be distinguished from the 
substitutability between physical and financial assets. 

Liquidity Preference and the demand price for capital goods 
Keynes' made a very sharp distinction between the two sets of 
factors detemlining the demand price for capital goods, Le., the 
State of Liquidity Preference and the marginal efficiency of 
capital: 

I would . . . ask the reader to note at once that neither the knowl
edge of an asset's prospective yield nor the knowledge of the marginal 
efficiency of the asset enables us to deduce either the rate of interest 
or the present value of the asset. We must ascertain the rate of inter
est from some other source, and only then can we value the asset by 
"capitalising" its prospcctive yield.23 

The independent "source" from which the interest rate is ascer
tained is Keynes' Theory of LiqUidity Preference. "The" interest 
rate of the General Theory's two-asset model is then the rate cor
responding to the term to maturity of the "representative" non
money asset. Keynes' analytical procedure may be schematically 
illustrated in the following way. For our immediate purposes, we 
may think of the representative income-stream simply as a con
stant stream of one "certainty-equivalent" dollar per year run
ning for T years. This "standard stream" 24 thus defines the unit 
quantity needed for the supply and demand analysis of asset 
prices. Knowledge of the value of "the" interest rate is tanta
mount to knOwing the market price of this "unit stream." The 
second factor, Keynes' marginal efficiency of capital, then serves 

23. General Theory, p. 137. Cf. also his ''The General Theory ... ," op. cit., p. 
188. For a contrasting approach, consider, e.g., Tobin's 1955 "Aggregative Model" 
in which the marginal productivity of capital in the current period, derived from 
the aggregate production function, determines the real rate of interest and the 
opportunity cost of holding cash balances. Note also that models with this feature 
are a major target of Keynes' criticism in his chapter on the marginal efficiency of 
capital. Cf. General Theon), pp. 138/f. 

24. If T is less than inilnite, it obviously cannot possibly be the case that all 
existing assets have T years of yield left. This and related problems we postpone 
to Chapter IV in which the "standard stream" concept is discussed in more 
detail. 
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to define the number of such unit streams that entrepreneurs 
expect from reproducible physical sources. The number of unit 
streams per capital good and the value which society puts on a 
unit stream together determine the demand price of capital 
goods. 

In Keynes' short period, the marginal efficiency schedule is 
given, and movements in the demand price of capital goods are 
then due entirely to changes in the interest rate. The General 
Theory's analysis of the comparative statics of investment deter
mination is less general and less clear than it might have been 
principally because of Keynes' preoccupation with a particular 
dynamic issue, namely whether or not the rate of interest would 
"equate Saving and Investment." Keynes' regarded it as a "Clas
sical" thesis that it would. His own explanation of how an unem
ployment state comes to emerge required that it would not. 
Without this denial of the supposed Classical proposition, he 
would have no theory of fluctuations in employment. His whole 
discussion of the two sets of factors which determine the demand 
price for capital goods has this "Classical proposition" as its target. 
To Keynes the invalidity of this proposition was by no means a 
foregone conclusion-it posed an issue requiring serious analytical 
attention. This is in marked contrast to how the matter appears 
from the standpoint of the income-expenditure model. With the 
latter model's postulate of the interest-elasticity of investment 
(and of saving), the possibility that despite inflexible money 
wages, interest rate adjustments might keep the economy at full 
employment in the face of a decline in the marginal efficiency of 
capital, can be dismissed almost out of hand.~6 

The dynamic setting of Keynes' analysis of the emergence of 
unemployment may be described in the following manner. It is 
presumed that the marginal efficiency of capital in the current 
short period is lower than in the preceding period. For cmploy-

25. Compare, e.g., the unique, "knife-edge," growth-path of the Harrod-Domar 
models. The structure of the General Theory model allows the possihility of thc 
system's responding to fluctuations in the marginal efficiency of capital hy chan~cs 
in the composition of output and, thus, in the rate of growth-induccd hy intcrest 
rate adjustments-rather than by changes in employment. Ke\'l1cs had to go to 
great lengths to show why this possibility will not he a prohability. 
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ment to remain at the previous period's level, current investment 
must be approximately the same as in the previous period. The 
rate of investment will be the same only if the money dcmand 
price for capital goods remains the same. The decline in the 
marginal efficiency of capital means that the number of prospec
tive unit streams per unit capital has declined. For the demand 
price for capital goods to remain the same, therefore, the de
mand price per unit stream must be correspondingly increased, 
i.e., the interest rate must fall. The interest rate, however, will 
not fall without creating an excess demand for money-thus 
liquidity preference will prevent it from falling enough. 

As seen above, \ve can replace Keynes' "interest rate" with the 
price of a suitably standardized income-stream. In many pas
sages of the General Theory, it appears that this price is deter
mined solely by the State of Liquidity Preference and the supply 
of "money." This notion is naturally a bit disturbing. Surely, fac
tors other than the demand and supply of money must enter into 
the determination of the value (in terms of current consumer 
goods or in terms of wage units) which society puts on its re
sources. Even admitting that "Liquidity" plays a role in the short 
run, the Classical factors of "Productivity" and "Thrift" must still 
be considered. 

On "Productivity," one must first recall Keynes' critique of 
models which equate the rate of interest with the marginal pro
ductivity of capital,26 What counts are the "opinions about pro
spective yield," and productivity is relevant only as it affects 
these opinions. Keynes' position here is eminently reasonable. On 
the other hand, these opinions must clearly affect the demand 
side of the loanable funds market, and in this way, enter into the 
determination of the interest rate. The short-run assumption of 
given opinions about prospective yields-a given MEC-schedule 
-we may translate somewhat schematically into the postulate of 
a given stock supply of standard income-streams. The habit of 
working out the short-run analysis on the basis of the assumption 
that this important stock variable was constant, occasionally mis
led Keynes into statements which to all appearances imply that 

~6. General Theory, Ioc. elt. 
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the interest rate would be independent of the perceived stock of 
income-streams--e.g., that it would be determined "from some 
other source." A decline in the MEC-schedule means, in effect, 
that the perceived stock supply of streams is reduced. There is 
no reason why the demand for such streams should fall exactly 
to the same extent so as to keep the price per unit stream ("the" 
interest rate) unaffected. The simplified two-asset structure of 
the General Theory model tends to be misleading here. With 
only "money" and "non-money assets" and with the supply (in 
the relevant sense of "unit streams") of the latter fixed, the 
LiqUidity Preference theory degenerates into the theory that the 
interest rate is determined by the demand and supply of money. 
"The" interest rate is here the difference in the rate of yield on 
long assets over "money"; with this framework, as previously 
remarked, there is nothing to distinguish the two concepts of the 
level and the term structure of interest rates. With a richer menu 
of assets--differentiated, as always, by term to maturity-the 
point becomes all but self-evident. The shape of the yield curve, 
in the Keynes-Hicks theory, depends apart from the State of 
Liquidity Preference on relative asset supplies. The supply of 
money and short streams relative to the supply of long streams 
can be altered just as well by a change in the supply of the latter 
as in the supply of money. 

In the above discussion, the "Productivity" of the Classical 
theory is identified with the supply of thc various stores of value 
that wealth-owners demand. The General Theory's treatmcnt of 
this supply side of the problem is, then, far from full:,' satisfac
tory, the objection being with the almost exclusive emphasis on 
the supply of "money" to the neglect of the supply of nOI1-mOIlP)' 
assets. 

We should turn then to the demand side-to the Classical 
"Thrift." It might be thought that much the same ohjection ap
plies here, i.e., that Keynes focuses too exclusively on the de
mand for money. But this would be wide of the mark. In incomc
expenditure usage "LiqUidity Preference" and "monc:,' demand" 
have come to be virtually synonymous teI1llS. 1\:C:"I1CS' Liqllidit:,' 
Preference, however, is not just a fanciful or flamho:":lnt term for 
the demand for money. The later usage reflects a very nanow 
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interpretation of his Theory of Liquidity Preference. The Gen
eral Theory of Liquidity Preference does not ignore "Thrift," i.e., 
the preference patterns underlying the choice between current 
consumption and the accumulation of wealth. But the connec
tions between Keynes' theory of saving (and consumption) and 
his Theory of Liquidity Preference is a complicated affair which 
will be the subject of the next chapter. 

Investment in long-lived capital assets An argument repeat
edly advanced in the income-expenditure literature asserts that, 
once unemployment has arisen, the interest rate would have to 
be negative to again equate saving and investment at a full em
ployment rate of OUtpUt.27 If, in order to discuss this issue, we 
assume that the elasticity of substihltion between bonds and 
capital goods is perfect, the argument implies that the relevant 
class of capital goods is short-lived; consequently, the interest
elasticity of present value is slight, and demand price will be 
completely dominated by expectations about returns in the near 
future. 

It is quite true that if full employment were to be maintained 
without a reduction in money wages, through the maintenance 
of a certain rate of investment specifically in inventories and 
short-lived capital equipment, then a negative interest rate 
would, on occasion, be necessary to provide the requisite "sub
Sidy" to continuing investment of this sort. As a general proposi
tion applying to all "maturity classes" of investment, however, 
the negative rate case is basically the same as the Stagnationist 
notion of "lack of investment opportunities." 

The Stagnationist position has been examined by Bailey, 
whose analysis of the "outlets for saving" which would open up 
at very low positive rates of interest conclusively shows that a 
sufficient fall in the level of long rates would stave off unemploy
ment indefinitely.28 In evaluating the results of questionnaire 

27. Cf., e.g., D. Patinkin, "Price Flexibility and Full Employment," American 
Economic Review, Sept. 1948, reprinted in Readings in Monetary Theory. 
28. M. J. Bailey, National Income and the Price Level, New York, 1962, pp. 
107-14 and 123-30. One would be tempted to call Bailey's discussion of the 
topic "definitive" were it Dot that the argument had preViously been stated just as 
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studies on this problem, the differences in the technical type of 
the investments which would be optimal at nonnal and very low 
rates respectively are worth noting. Bailey's illustrations of low 
interest rate investment opportunities are to the point: use of 
stainless steel and other costly, durable alloys in many uses 
where these are uneconomical at nonnal rates, or coastline fill
ins-i.e., production of "land," the factor of production tradi
tionally used both as an example of a resource in perfectly in
elastic supply and as an illustration of a pure Gebrauchsgut. 
These possibilities are obviously relevant to any evaluation of 
the "Specter of Secular Stagnation." Yet, one must ask: Do busi
nessmen, who in their responses to questionnaires deny that 
movements of interest rates are significant in their investment 
planning, base their answers on the premises relevant to the 
economist interested in secular stagnation, namely (a) that the 
individual firm can float large issues of perpetuities, (b) that the 
interest rate on these perpetuities is a mere fraction of the bor
rowing rates histOrically experienced on very long private-sector 
issues, and (c) that the marginal efficiency of projects utilizing a 
technology so radically different from the one prevailing should 
be contemplated? These are the questions that should be asked 
(if need be )-"secular stagnation" certainly would provide time 
for the relevant learning process. Yet one suspects that the an
swers garnered in these efforts merely echo what the economist 
knew already, namely that the interest-elasticity for given antici
pated short streams is very low. 

Having "ruled out" the interest rate, and in addition having 
nailed down the relative price of consumer and capital goods as 
a constant, early income-expenditure theorists were left with an 
"autonomous" investment variable in the short run. The thcory 
of prices in many "Keynesian" models of the forties was on th~ 
verge of extinction. But "autonomous" variables do not give 
much scope to the talents of those theoretically inclincd, and this 
development did have a worthwhile by-product: the dcvclop
ment of recursive business cycle models. Since nothing else infIu-

forcefully and then been forgotten-cf. G. Cassel, The Nature and Necessity of 
Interest, London. 1903. esp. p. 109. 
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enced investment in this model, the early "Keynesian" writers a 
fortiori came to concentrate on the formation of expectations. 
The accelerator mechanism was near at hand, since the assump
tion of an approximate constancy of the desired capital-output 
ratio makes some sense in a model where the representative capi
tal good is of only moderate durability. In the "short end" of the 
asset-spectrum, the accelerator is dominant and the interest rate 
marginal; in the "long end" these roles are reversed. From the 
present-day perspective, the significance of these models for the 
development of macrotheory has little to do with the soon 
emerging, very voluminous literature which debated the accel
erator from the standpoint of the theory of production. Its im
portance lies in the fact that the problem of predicting revisions 
of expectations within the model was tackled-in a very simplis
tic fashion at first, as was natural, but it nevertheless was 
tackled. 

Keynes' theory of expectations was sketchy at best 29 and this 
he was certainly aware of. He could therefore appreciate the 
work being done in the years following the General Theory on 
relating investment demand to income and changes in income. 
But he could not at all accept the proposition, which was often 
advanced almost as a corollary of the new approaches, that the 
interest-elasticity of investment was very low. His theoretical 
reasons for not accepting these propositions are, by now, quite 
clear. The early "Keynesians" would, however, have disputed the 
"empirical soundness" of his judgment on this point. 

A priori reasoning and time-series evidence It has become 
commonplace to maintain that the Significance of the interest
elasticity of investment is an "empirical issue" -meaning that the 
burden of proof rests upon the theorist who assumes that the re-

29. He may not have regarded it as "inoperational" exactly. It is unlikely that he 
would have been content with a modem econometrician's conllning definition of 
"operationality." Compare his attitude in "Professor Tinbergen's Method," Eco
nomic Journal, Sept. 1939 and "Comment," Ibid., March 1940. A fall in the mar
ginal efficiency of capital a gentleman could observe at his Club, no doubt. But, 
while in many respects he was a "lone-and·feel of the City" man in these matters, 
the Bursar of King's was DO fool in judging investment opportunities. 
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lationship is not to be ignored. The situation is a rather curious 
one. Any macromodel will contain a large number of partial rela
tionships of this kind. Normally the decision to take anyone of 
these into account is based simply on introspective evidence and 
casual empiricism-the usual raw materials of a priori theory 
construction-and is also accepted on such grounds. In the 
present case, a priori reasoning tells us that the elasticity of in
vestment in short-lived capital with respect to the short rate will 
be slight, but that the long rate elasticity of investment in dur
able capital should be Significant. In the "Keynesian" literature, 
the position that the interest-elasticity of investment is not small 
enough to be ignored has most often not been accorded the con
ventional measure of "suspension of disbelief," while in the same 
literature many other partial relationships are accepted on the 
basis of choice-theoretical reasoning.30 

It is always possible to dispute the relevance of any price
theoretical proposition and to take the position that its quantita
tive Significance must first be empirically established before it is 
incorporated in a macromodel. One would then start from the 
proposition that "the interest-elasticity of investment is slight" 
-in itself a straightforward proposition in static, partial equilib
rium analysis. Others of its kind would be, e.g., "changes in the 
price of houses lead to changes in demand so slight that they can 
be ignored," or "gasoline is a Giffen-good." These we do not in 
fact pose as "empirical issues," since to do so would be to adver
tise a complete lack of faith in economic theory in general, 
whereas we do have reason to believe that price theory possesses 
considerable predictive power. If all propositions of price theory 
had to be independently "verified," economics would be turned 
into a purely lexicographic endeavor, i.e., a body of knowledge 
from which nothing can be inferrcd about facts or relationships 
which have not already been registered and classified. 

A large number of econometric studies of the investment func
tion have failed to find a significant partial relationship between 

30. Notably, the proposition that the elasticity of demand for "transaction bal
ances" with respect to the short rate is significant. Cf. tht' discussion in Chapter 
V:3 of the Baumo) and Tobin rationali7.ations of this proposition. 
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aggregate investment and "the" interest rate. This is the major 
factor in the case made against Keynes' assumption. But one 
must realize how fonnidable the identification problems are 
which must be overcome in any attempt to obtain a reliable 
measurement of the interest-elasticity of investment from aggre
gative time-series data. The hypothesis which is characteristic of 
all "Keynesian" theories of economic fluctuations is that it is typ
ically and primarily shifts in the marginal efficiency of capital 
schedule which account for short-run movements in investment, 
income, and the interest rate. In a typical Keynesian contraction, 
the observed values of these three endogenous variables will de
cline together as a consequence of an adverse shift in "opinions 
about prospective yields." In order to isolate the "deviation
dampening" eHect on investment and income of the fall in the 
interest rate, a very exact and reliable method of estimating the 
movements of the investment schedule would be required. The 
best that can be done with this problem is usually to include a 
number of lagged income tenns in the investment function. Since 
the same event accounts for the decline in all three variables, it 
is perhaps not surprising that findings relating to the partial rela
tionship between investment and interest rate will be inconclu
sive once investment has been regressed on income. 

We may note that the "Keynesians" have generally shown 
themselves as less impressed with similar evidence on the unim
portance of interest in another area. Professor Friedman has re
ported that in his investigations of the "pennanent income hy
pothesis" of the money-demand function, no Significantly better 
fit is obtained by including the interest rate as an argument of 
the function, once the result of a regreSSion based only on lagged 
income tenns has been obtained.31 All "Keynesian" models have 

31. M. Friedman, 'The Demand for Money: Some Theoretical and Empirical 
Results," Joumal of Political Economy, Aug. 1959, reprinted in R. A. Gordon and 
L. R. Klein, eds., Readings in Business Cycles, Homewood, III., 1965; and M. 
Friedman and Anna J. Schwartz, "Money and Business Cycles," Review of Eco
nomics and Statistics, Feb. 1963. 

Cf. A. M. Okun's "Comment," on the latter article, p. 75: "Nor can I accept the 
procedures in Friedman's quantitative work on the demand function for money. 
There, other variables get the first chance to explain demand while interest rates 
wait in line and are given only the opportunity to eat the leftovers, the residuals of 
the basic equations. . . ." 
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one requirement in common-that this interest-elasticity be sig
nificant. If it were not, the whole family of models would be ir
relevant exercises. In this case, therefore, the inconclusive find
ings have not been generally accepted. There exist, of course, 
other econometric studies of the money-demand function which 
find the interest rate to be quite significant,32 but the extent to 
which choice-theoretical reasoning and casual empiricism are in
jected into the discussion of the issue is notable in comparison 
with the way in which such considerations are often shoved 
aside in considering the interest-elasticity of investment. 

When general considerations of this sort enter into the discus
sion of the latter topic, the tenor of the argument sometimes 
gives the impression that the a priori expectation is that empiri
cal research would not show the interest-elasticity to be of sig
nificant magnitude, i.e., that the a priori expected result runs 
directly counter to the implication to be derived from price 
theory.33 If this is the expectation, the inconclusive test results 
are likely to be accepted as proof of the interest-inelasticity of 
investment. It is hard to say exactly on what grounds such an 
expectation would be held. It does not seem unlikely that it may 
rest in part on judgments of how the system would behave if the 
interest-elasticity of investment were substantial, e.g., of the fol
lowing kind: if the interest-elasticity were in fact significant, we 
would be living in a more nearly "Classical" world, in which (a) 
fluctuations in output and employment would have a smaller 
amplitude than we in fact observe, and (b) monetary policy 
would prove a more convenient and effective stabilization dcvice 
than experience shows to be the case. 

Not much is to be gained from trying to ascertain whether, or 
to what extent, such presumptions have played a part in the de
velopment of income-expenditure doctrine. But the thesis of the 

32. H. A. Latanc, "Cash Balances and the Interest Rate-A Pra~matic Approach." 
Review of Economics and Statistics, Nov. 1954, is prohahly the one most oft('n 
cited as a counterweight to Friedman's Rndinp:s. In work on the monc~'-el(,l11anel 

function, there does not exist the same compulsion to lise Inp:p:('d incol11(, t('nns as 
in work on the investment function. \Vith the latter, it is n('('('ssar\' SOl11dlOW to 
correct for shifts in the marginal efficiency of capital-there is har:lly any choice 
but to have the interest rate "wait in line." 

33. Again, it is only the long rate nnel durable capital Ihnl arc r('I(,\'3nl to the 
issue. 
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inefficacy of monetary policy in reversing a contraction has been 
historically antecedent to the thesis of the interest-inelasticity of 
investme~t in this development-the first thesis is foune! in 
Keynes, the other is not. Here we need only point out that the 
response of the system to a decline in the marginal efficiency of 
capital and to a monetary injection will in either case depend, in 
the first instance, on the interest-elasticity of the demand for 
money, not on that of investment. A dynamic question will also 
be involved, namely the strength of the feedback effect that a 
decline in income will have upon "opinions of prospective 
yields." Thus, casual observation of the dynamic behavior of the 
system as a whole cannot provide a basis for a judgment on the 
static, partial equilibrium problem in question. 

The type of sequence-analysis of the contraction process 
which we have previously criticized as inconsistent with Say's 
Principle may lead to some misunderstanding here. The se
quence of events according to this rationalization of the usual IS
LM exercise should be recalled: (1) the MEC declines, and in
vestment is reduced, (2) income declines as the "multiplier" sets 
in, (3) the decline in income "frees" transaction balances, and 
(4) "in order to have these balances absorbed into speculative 
balances," the interest rate will fall. This is the excess supply of 
money explanation of endogenous reductions in the interest rate. 
It is false: a fall in income does not create an excess supply of 
money; it is due to an excess demand for money, and will go on 
only until the excess demand for money becomes zero. But if this 
sequence-analysis is accepted, it is natural to conclude that, once 
the initial decline in income has taken place, the "subsequent" 
reduction in the interest rate will stimulate investment and thus 
act in a "deviation-counteracting" manner. On this kind of anal
ysis, it would then appear that a system with an interest
elasticity of investment of substantial magnitude would show 
little or no tendency to develop "cumulative" income-constrained 
processes. The "initial" decline of income will be regarded as 
triggering two immediate feedback responses-( a) the deviation
amplifying accelerator effect through the dependence of entre
preneurial expectations on the rate of change of income, and (b) 
the deviation-counteracting effect of the reduction in interest. If 
the second of these is strong, the over-all tendency for the system 
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to propagate the initial deflationary impulse should be weak. 
Since the system actually seems to develop cumulative processes, 
one might then conclude that the interest-elasticity of invest
ment "must" be slight. 

A correct sequence-analysis would not include the second, 
counteracting feedback loop that this description of the process 
presumes. In the short run, therefore, there is nothing immedi
ately to offset the amplifying effect of the accelerator mechanism 
and cut the cumulative process short. For reductions in the in
terest rate to contribute towards pushing the system back to
wards full employment, one must instead await the much slower 
process of a gradual revision of expectations about future long 
rates which will reduce the "speculative demand for money" and 
thus create an excess supply of money at the prevailing level of 
income. But, in the shorter run, no such deviation-counteracting 
effects can be expected, whatever the interest-elasticity of expen
ditures. 

Keynes through income-expenditure glasses To return to 
Keynes, then, the interest-elasticity of investment was assumed 
to be quantitatively highly significant in Keynes' model. A vol
ume of investment inadequate to sustain full employment could 
not, within his system, be blamed on low interest-elasticity. Con
sequently, inadequate investment was to Keynes a problem of in
terest rate inflexibility; the problem was that the interest rate
the all-ilflportant long rate-did not adjust adequately on its own 
accord. This idea was central to his thinking over many years. 
He was always a "low interest rate man." Two things distingUish 
the General Theory from the Treatise: the analysis of the nature 
of income-constrained processes and resource unemployment, 
and the doubts, which the Great Depression had amplified in his 
mind, that conventional monetary operations could budge the 
long rate rapidly enough to avoid prolonged periods of unem
ployment. The "vision" of how the system works which we get 
from the General Theory is thus quite different from the one 
embodied in the income-expenditure model. In the latter theory, 
the problem is that variations in the interest rate "do not me<~n 
anything." 

As is usual in "Keynesian" literature, one finds on this issue 
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also an t'xtraordinary cOllviction that the standard income
expenditure model is the "true" model of the General Theory. 
Against this standard, Keynes himself is measured and often 
fonnd wanting. Frec}uently the inference is drawn that his theo
retical thinking was internally inconsistent, at other times that, 
while it might be consistent at anyone time, Keynes changed his 
mind back and forth on issues of major importance so that, over 
time, his recorded views show major discrepancies. 

An illustration of the latter type of biographical interpretation 
and theoretical exegesis is found in Klein's discussion of Keynes' 
views on investment and interest. If the income-expenditure 
theory of the forties is taken to be the correct interpretation of 
what Keynes tried to say in the General Theory, then that work 
"should say" that monetary policy is ineffective because of the 
interest-inelasticity of the investment function. Klein notes 
Keynes' earlier views on the efficacy of low rates, then quotes 
from the General Theory: 

For my own part, I am now somewhat sceptical of the success of a 
purely monetary policy directed towards influencing the rate of 
interest .... it seems likely that the fluctuations in the market es
timation of the marginal efficiency of diHerent types of capital ... 
will be too great to be offset by any practicable changes in the rate of 
interest.34 

Klein offers the following passage from a later letter by Keynes 
to Dr. Ezekiel as a contrast: 

I am far from fully convinced by the recent thesis that interest rates 
playa small part in determining the volume of investment. It may be 
that other influences, such as an increase in demand, often dominate it 
in starting a movement. But I am quite unconvinced that low interest 
rates cannot play an enormous part in sustaining investment at a 
given figure, and when there is a movement from a higher to a lower 
rate in allowing a greater scale of investment to proceed over a very 
much longer period than would otherwise be possible. 

On this basis, Klein argues that the views on interest and in
vestment expressed in the General Theory were "evidently just a 

34. General Theory, p. 164. Only part of the passage used by Klein Is given 
here. 
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temporary lapse in his theoretical development, for a few years 
later he changed his mind again and returned to his former op
timistic faiths." 36 The Procrustean Bed in operation! The 
quoted statements give no evidence of a "lapse" or "change of 
mind" since they deal with entirely different questions. The first 
is a statement of Keynes' fears that there may be insurmountable 
difficulties in the way of exerting a sufficiently flexible control of 
the long rate so as successfully to offset changes in the marginal 
efficiency of capital. The second statement simply asserts that, in 
his view, if the long rate can be made to change, the effect on 
investment would ceteris paribus be "enormous." One refers to 
shifts of the MEC-schedule, the other to its slope. The two are 
entirely consistent, and state Keynes' long-held views preCisely 
and concisely. 

35. L. R. Klein, The Keynesian Revolution, New York, 1960, pp. 66-67, italics 
added. 





IV-THE GENERAL THEORY 
OF LIQUIDITY PREFERENCE 

IV: 1 Keynes' ''Windfall Effect" 

In the General Theory, consumption is most frequently treated 
simply as a function of current income. In most contexts, this 
simplification is adequate for Keynes' immediate analytical pur
poses. Keynes referred to this consumption-income relation as 
based on a "psychological law," and made no attempt to deduce 
it from conventional choice-theoretical principles. This ad hoc 
procedure obscured the distinction between the short-run and 
the 10ng-lUn consumption-income relation. Early contributors to 
"KeyneSian" theory generally presumed the long-run stability of 
the short-run relation. 

The postwar forecasting debacle forced a revision of these op
timistic beliefs about the predictive accuracy of simplistic in
come-expenditure models which had been a natural part of the 
emotional climate of the Keynesian Revolution. At the same 
time, Kuznets' findings clearly demonstrated the necessity of dis
tinguishing between the long-run consumption-income relation 
and the short-run reaction of consumption to cyclical changes in 
income. The reconciliations of the short-run and long-run evi
dence proposed by Duesenberry, Friedman, Modigliani, and 
others have a strong family resemblance in their emphasis on 
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longer run income prospects, or the value of wealth, as the vari
ables explaining the shifts over time of the short-run consump
tion-income relation. The forceful demonstration of the im
portance of wealth and capital variables provided by the new 
theories of the consumption function has done much to determine 
the direction taken by modem research in other areas, notably 
research on the money-demand function. This increasing reliance 
on capital theory is the most prominent and seems the most 
promising development in recent macroeconomic work. 

From our present standpoint, therefore, the early "Keynesian" 
literature's preoccupation with flows appears as its major ana
lytical weakness. The emphasis in the more recent exegetical 
criticism of Keynes' work has shifted correspondingly. Thus, Pro
fessor Johnson concludes his retrospective evaluation of the 
General Theory by stressing that " ... the book was weak at a 
crucial point, in its neglect of the influence of capital on behav
ior." 1 

It is usually recognized that Keynes did proVide for a wealth 
effect on consumption in the very long run. In Keynes' discussion 
of possible stationary states, the effect of the growth in the stock 
of capital was considered. Keynes concluded that, even with ri
gidity of money wages and the disappearance of "investment 
opportunities" yielding a positive return, stagnation with unem
ployment may be avoided if 

... a situation in which a stock of capital suffiCiently great to have a 
marginal efficiency of zero also represents an amount of wealth suffi
ciently great to satiate to the full the aggregate desire on the part of 
the public to make provision for the future. 

A stationary state with zero marginal efficiency of capital would, 
however, be "an unlikely coincidence"; 

If . . . this more favourable pOSSibility comes to the rescue, it will 
probably take effect, not just at the point where the rate of interest is 

1. Johnson, "The Ceneral Theory ... ," op. cit., p. 11. Compare P. A. Samuel
son, "A Brief Survey of Post-Keynesian Developments," J. E. Stiglitz, ed., The 
CoUected Scientific Papers of Paul A. Samuelson, Cambridge, Mass., 1966, pp. 
1537 If. 
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vanishing, but at some previous point during the gradual decline of 
the rate of interest.2 

The modern criticism of Keynes therefore attacks the General 
Theory from a slightly different angle. Johnson, for example, 
notes that the new theories of the consumption function have 
had to be 

. . . concerned with the . . . shortcoming of the theory as Keynes 
presented it, the neglect of the influence of wealth on consumption, a 
neglect inherent in Keynes's short-period approach and concealed by 
his deduction of the shape of the propensity to consume from an un
explored "psychological law." 3 

The contentions underlying Johnson's criticism are still clearer 
when he considers Keynes' Liquidity Preference theory: 

His concern with the short run in wllich the stock of physical capital 
is given, together with his assumption of a given wage level, enabled 
him ... [to proceed] without explicitly introducing the t;alue of 
assets . . ' •• [T]he significance of the oversight lies .. , in the ncgl("ct 
of the effects of the increase in real wealth on aggregate demand.· 

Several distinct contentions are involved in this judgment. TIl(' 
first is that Keynes' preoccupation with short-run problems led 
him to develop certain analytical habits inappropriate to the an
alysis of long-run problems and that he was not sufficiently 
aware of their limitations. He therefore showed a tendency to 
generalize in a rather reckless fashion from the results of his 
short-run analysis to problems of the long run. With this conten-

2. General Theory, p. 218. With respect to Chapter III:3 above, it may be notcd 
that Keynes' discussion of the possible disappearance of "investment opportuni
ties" pays more attention than the "Keynesian Stagnationists" generally did to thc 
possibility that the growth in wealth might make the continuin)! provision of new 
"outlets for saving" unnecessary. On tlle other hand, Keyncs' position was quite 
distinct also from that of Cassel and Bailey in that he believed that onc or two 
generations of capital accumulation uninterrupted by deprcssions would sullieI' to 
bring about virtual capital saturntion-a possibility which, it may plainly be 
inferred, Bailey rejects and which Cassel went to great lengths to dispute. 

3. Johnson, op. cit., p. 11, italics added. 
4. Op. cit., p. g, italics added. 
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tion one can hardly quarreP The second contention is that the 
dynamic structure of Keynes' short-run model predisposed him 
to overlook the consequences of changes in the real value of 
financial assets due to proportional variations in money prices. 
The validity of this point we have also acknowledged in discuss
ing Keynes' neglect of the distinction between physical and 
financial non-money assets. The third contention is that Keynes 
neglected changes in the real value of asset holdings since the 
stock of phYSical capital is a constant in the short-run context 
with which he was habitually concerned. 6 

This last assertion is not warranted. The reason is clear. We al
ready know that the "real value" of the existing stock of physical 
capital is not a constant in Keynes' model. The purpose of the 
present section is, first, to document the fact that Keynes recog
nized that this variable would affect current consumption and, 
second, to make a preliminary investigation of the nature of the 
wealth-saving relation which Keynes postulated. 

A second psychological law of consumption Keynes' wealth
saving relation has been almost universally overlooked 7 simply 
because the General Theory has for a long time been read 
through the glasses of the income-expenditure model. In this one
commodity model, the value of the capital stock in terms of cur
rent commodities is not a variable in the short run. But this is 
the concept of "real wealth" to which both Johnson and Patinkin 
refer.8 

5. Cf. also Viner's 1936 judgment quoted in Chapter 11:1 above. 
6. It should be noted that Patinkin's critique of Keynes' handling of the role of 
the capital accounts in income determination is based on exactly the same conten
tions as that of Johnson. Patinkin's argument is quoted below, Chapter V: 1. 

7. The signal exception is B. P. Pesek and T. R. Saving, Money, Wealth, and 
Economic Theory, New York, 1967. In revising the present study for publication, 
I have not been able to take sufficient account of this recent work. 
8. There is no obvious justification for the presumption that this is an analytically 
satisfactory measure of "wealth" or "capital." Until recently, too littlc attention 
bas been devoted to the question of whether the current commodity value of net 
worth is really the "wealth" variable theoretically appropriate to the formulation 
of the relevant behavior functions. 

We will continue to follow conventional usage in referring to moncy values 
deBated by present period consumer goods prices as "real values." Such terms are 
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Clearly, the value of the capital stock in terms of present con
sumer goods is, in principle, a variable in Keynes' two
commodity model. A failure to take the "influence of capital on 
behavior" into account is consequently not a weakness "inherent" 
in Keynes' short-period approach. "Real net worth" will be COIl

stant in this type of model only if the short run is defined in such 
a way that both expected return streams and the interest rate are 
assumed not to change. The value of capital goods in terms of 
consumer goods is not a constant "by virtue" of the aggregates 
chosen. The contention that Keynes did not introduce this vari
able explicitly is also false, but the common misconception on 
this point is understandable in view of the fact that, once having 
assumed given "opinions about prospective yields," Keynes in 
most instances preferred to express his analysiS in terms of 
changes in the rate of interest rather than in terms of changes in 
asset prices. Recognition of this price relation as a short-run vari
able, however, does not per se disprove "neglect" of its influence 
on aggregate demand. But Keynes is as explicit as can be desired 
on the point: 

Windfall changes in capital-values ... should be classified amongst 
the maior factors capable of causing short-period changes in the pro
pensity to consume.9 

Capital values depend on two factors: "opinions about pros
pective yields" and "the" interest rate. The apparent reasons why 
the Significance of Keynes' wealth-saving relation has not been 
recognized are worth noting. First, his short-run analysis treated 
the marginal efficiency schedule as given. Second, his discussion 
of the consumption function was immediately followed by his 
exposition of the truncated model, i.e., the simple autonomous 
investment cum multiplier model. To explain the simple case, 
Keynes had to anticipate the major conclusion of his discussion 
of the relation between the capital accounts and the income ac-

used only as convenient ahbreviations, however. and the usage here does not 
presume that present Ureal net worth"' is an analytically satisfactory measure of 
"wealth." 

9· General Theory. pp. 92-93. italics added. 
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counts in the complete model, namel~' the inBexibility of long 
rates. Third, as we shall see, Keynes dismissed as of no signifi
cance changes in the rate of interest that do not work through 
changes in the "real value" of the existing capital stock-thus 
dismissing the intertemporal substitution effect usually empha
sized by theorists confined to one-commodity models. 

Keynes' "windfall effect" may be initiated either by a revision 
of "opinions"-i.e., a shift in the MEC-schedule-or by a change 
in the long rate. The first possibility falls outside the purview of 
the theory of income detennination in the short period with 
which the great bulk of the General Theory is concerned. It 
finally makes its appearance in Keynes' chapter on the Trade 
Cycle: 

Unfortunately a serious fall in the marginal efficiency of capital also 
tends to affect adversely the propensity to consume. For it involves a 
severe decline in the market value of Stock Exchange Equities. 

For present purposes it is important to note that Keynes' discus
sion does not indicate that he regarded the "real net worth" vari
able as only a minor refinement on the consumption-income rela
tion. On the contrary: 

These people [who take an active interest in their stock exchange 
investments] are, perhaps, even more influenced in their readiness to 
spend by rises and falls in the value of their investments than by the 
state of their income.10 

In the present study we are mainly interested in Keynes' short
period theory and, hence, in the second pOSSibility-that of 
"given opinions" but changes in the rate at which perceived in
come prospects are discounted in the market. The last quotation 
given suggests a reference to the "Great Crash" of 1929. Actu
ally, Keynes is thinking of the years following 1930 in which 
contracting and low incomes did account for a "serious fall in the 
marginal efficiency of capital." He blamed the onset of the Great 
Depression on a misguided monetary policy. The "punitive rate 

10. General Theory, p. 319, italics added. 
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of interest" through which the Federal Reserve System sought to 
curb stock market speculation "could not be prevented from hav
ing its repercussion on the rate of new investment." 11 A high 
rate of interest will thus depress both the demand prices for cap
ital goods and the market value of equities. In Keynes' view: 

The last point is important and ... may suggest a generalisation of 
permanent value. A country is no richer when, for purposes of swop
ping titles to prospective gain between one of its citizens and another, 
people choose to value the prospects at twenty years' purchase, than 
when these are valued at ten years' purchase; but the citizens, beyond 
question, feel richer. Who can doubt that a man is more likely to buy 
a new motor-car if his investments have doubled in money-value 
during the past year than if they have been halved? He feels far less 
necessity or obligation to save out of his normal income, and his 
whole standard of expenditures is raised. 12 

The general import of all this is quite clear. It is asserted that 
a rise in asset values due entirely to a fall in interest rates
the "country is no rieher"-will raise the propensity to consume 
out of current income. But the analytical foundations of the postu
late are unclear. In establishing his consumption-income relation, 
Keynes was content to invoke an intuitively obvious "psycho
logical law" and did not bother to provide a choice-theoretical 
derivation of the relationship. In the quoted passage he operates 
in the same manner: "Who can doubt that ... " the propensity 
to consume ou~ of current income depends upon the real value of 
assets? One might refer, then, to this wealth-saving relation as 
Keynes' Second Psychological Law of Consumption. 

Preliminary discussion of the value-theoretical contc'lt of the 
Second Law The Second Law is as ambiguous as the First. 
Keynes was satisfied to postulate it as a relation simply between 
consumption demand and the value of net worth (given the rate 
of money income). This may be all there is to it-Keynes' hy
pothesis may simply assert that consumption demand is uniquely 

11. Treatise, Vol. II, p. 196. 
12. Op. cit., p. 197. 
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related to real net worth. 13 Criterion functions for households 
may be specified which would imply sllch behavior. It 

The value of net worth may, as we have seen, change either as 
a consequence of changes in the marginal efficiency of capital or 
as a consequence of changes in the rate of interest (the demand 
price for unit streams). In the case of the types of utility func
tions specified by Chase and Thompson, it is not necessary to 
distinguish between these two possibilities. But otherwise it 
must be done. One possibility refers to the supply of future 
streams-an upward re-evaluation of the marginal efficiency of 
capital does "make the country richer," in Keynes' sense, at least 
if these more optimistic opinions are warranted. The other possi
bility refers to changes in the demand for income streams due, 
for example, to monetary expansion. In this instance, the produc
tive transformation possibilities of the system are unchanged. In 
general there is then no presumption that, given current income, 
current consumption will respond in the same way to a given in
crease in the value of net worth due to an increase in anticipated 
future income-receipts as to an equivalent increase in net worth 
due to a reduction in interest, perceived future receipts constant. 
There is, in other words, no presumption that current consump
tion will be a Single-valued function of current real net worth as 
Keynes' formulation of his Second Psychological Law would 
seem to suggest. 

IJ. It is convenient here to follow S. B. Chase, Jr., Asset Prices in Economic 
Analysis, Berkeley, 1963, and use a Robertsonian lag in the consumption-income 
relation and thus to include last period's income in current net worth. The 
Robertsonian lag is for that matter very much in the right spirit: households have 
to obtain means of payment before they can exert effective demand for consumer 
goods (cf. Chapter II:2-3). 
14. Two distinct possibilities have been developed. Cf. (a) Chase, op. cit., and 
(b) E.A. Thompson, '1ntertemporal Utility Functions and the Long Run Con
sumption Function," Econometrica, April 1967. The arguments of Chase's criterion 
function are current consumption and the current consumption value of net worth. 
Thompson's objects of choice, in accordance with more conventional analytic 
procedure, are consumption in the current and future periods, the criterion func
tion having the property that, for any given current value of net worth, current 
consumption is completely inelastic while consumption in future periods is unit
elastic with respect to changes in intertemporal rates of transformation. I am 
indebted to Thompson for making me realize that this type of utility function is 
not such a "special" or "unrealistic" case as I WIlS Orst inclined to regard it. 
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In the short period, with which Keynes was mainly concerned, 
the marginal efficiency of capital is taken as given and the 
"windfall effects" that may occur are due to movements of the 
long rate. The ambiguities of Keynes' discussion of this effect of 
interest rate changes are particularly unfortunate, since later 
"Keynesians" have been in all but unanimous agreement on the 
proposition that interest rates have only a negligible influence on 
consumption demand. The discussion in the General Theory im
proves upon the Treatise in some respects, although it still leaves 
important questions in need of clarification: 

The influence of this factor [changes in the rate of time-discounting, 
i.e., the ratio of exchange between present and future goods] on the 
rate of spending out of a given income is open to a good deal of 
doubt .... There are not many people who will alter their way of 
living because the rate of interest has fallen from 5 to 4 per cent 
. . . . [But] if a man is enjoying a windfall increment in the value of 
his capital, it is natural that his motives towards current spending 
should be strengthened, even though in terms of income his capital is 
worth no more than before; ... Apart from this, the main conclusion 
suggested by experience is, I think, that the short-period influence of 
the rate of interest . . . is secondary and relatively unimportant, 
except, perhaps, where unusually large changes are in question.u 

Again, one notices the recourse to the "intuitive plausibility" 
of the postulated relationship: "it is natural that" capital gains 
should induce increased consumption spending. But the cited 
passages do give us a few things to go on in the search for the 
value-theoretical premises of the consumption-interest relation. 
Thus we have to deal purely with a change in relative prices. 
The clause which has here been italicized unambiguously asserts 

15. General Theory, pp. 93--94, italics added. For future reference, it may be 
noted that Keynes continues with an obvious paraphrase of Cassel: "'Vhen the 
rate of interest falls very low indeed, the increase in the ratio between an 
annuity purchasable for a given sum and the annual inter!'st on that sum may. 
however, proVide an important source of negative saving by encouraging the 
practice of prOViding for old age by the purchase of an annuity:' For anyone not 
acqUainted with Cassel's work, this is a rather cryptic summary of his famous 
argument for a lower limit to the movements of the long rate-i.e., "The Neces
sity of [positivel Interest," We will have occasion to return to this argument later 
in the chapter. 
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that the stock of receipt streams held by households is regarded 
as unchanging. 

Since the appearance of Hicks' Value and Capital, it has been 
customary to decompose the total effect on trading plans of 
changes in relative prices into "substitution effects" and "income 
effects." Hicks' famous work post-dated the General Theory and 
his analytical apparatus was not available to Keynes. When judg
ing Keynes' abilities as a price theorist, it is worth recalling that 
the type of ambiguity which we have lamented above is to be 
found almost everywhere in the theoretical literature in this and 
earlier periods. 

The quoted argument will be interpreted here in the following 
way: Keynes regards the substitution effect of interest changes 
as "open to a good deal of doubt," as "secondary and relatively 
unimportant"-a phrase which in his works means, in effect, that 
the relation is ruled out of consideration.16 The statement that 
people "will not alter their way of living" in response to changes 
in the price of future consumption goods in terms of present con
sumption goods is interpreted to mean that preference functions 
defined for alternative time-paths of consumption are assumed to 
exhibit a considerable degree of intertemporal complementarity. 

The passage re-emphasizes the contention made in the Trea
tise, namely that interest rate changes exert their influence on 
saving through (and only through) "the appreciation or depreci
ation in the price of securities and other assets." 17 This implies, 
once more, that these securities and capital goods are of long 
term. If the representative non-money asset is not a title to a rel
atively long stream, the "windfall effect" of interest movements 
would surely have to be classified in the same category that 
Keynes, according to the present interpretation, placed the inter
temporal substitution effect, i.e, as secondary and unimportant. 

If, then, intertemporal substitution effects are to be ruled out, 
the windfall effect in question must be regarded purely as an in
come effect, or more appropriately a "wealth effect." Thus we 

16. The repeated statements to this effect are, of course, the passages of Keynes' 
discussion of the relationship between saving and the interest rate which later 
Keynesians have fastened upon. 
17. General Theory,loc. cit. 
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would regard the rise in current consumption, which Keynes 
postulates, as due not to a rearrangement of the preferred time
path through which a given amount of wealth (in some sense) is 
consumed, but to the assumed fact that the decline in the inter
est rate makes "the citizens feel richer," i.e., makes them wealth
ier. From here on we will refer to "wealth effects" rather than 
to "windfall effects." Throughout the remainder of this chapter, 
these wealth effects are to be understood as caused by interest 
rate movements. Changes in "opinions of prospective yields" will 
naturally also have wealth effects, but the following discussion 
assumes this State of Expectation to be given. 

This alteration of Keynes' tenninology is made in order to em
phasize that we are proceeding on a particular interpretation of 
the value-theoretical underpinnings of Keynes' windfall e/Iect. 
The salient characteristic of this interpretation is the neglect of 
the intertemporal substitution effect, i.e., the assumption of the 
intertemporal complementarity of preferences. Although the 
present author "feels" this interpretation to be the correct one, 
the quoted passages do not allow us to reject categorically the 
possibility that Keynes would have accepted the type of criterion 
function explored by Thompson as the appropriate forn1alization 
of his behavior hypotheSiS. On this alternative interpretation, the 
intertemporal substitution effect is not to be ignored. The char
acteristic feature of this type of model is that current consump
tion is uniquely related to the real value of current net worth so 
that, given the value of the latter variable, it is independent of 
the rate of intertemporal transfonnation. This means, therefore, 
that the substitution effects and wealth effects of changes in "the 
interest rate" must interact in such a manner as to leavc the pro
pensity to consume out of current net worth unchanged, while 
the entire effect of the change in the opportunity east of current 
consumption in tenns of future consumption falls on planned 
consumption in future periods. 

The theory advanced by Chase has the important feahlre in 
common with Thompson's model that current consumption is 
simply a single-valued function of current net worth. Our inter
pretation, according to which Keynes chose to "assume away" 
the intertemporal substitution effect, is incompatihle with an 
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interpretation based on the Thompson model which requires the 
substitution effect to be significant. Our interpretation is not in 
the same way incompatible with Chase's theory. This is because 
Chase's treatment of the consumption-accumulation decision 
simply does not specify anything about intertemporal consump
tion opportunities and preferences. The decision problem is dealt 
with exclusively in terms of choices between currently attainable 
combinations of present period consumption and real net worth. 
Chase's model suppresses what Wicks ell would call the "longi
tudinal" dimension of the time-commodity space; the character
istic feature of the model lies in the reduction of the problem to 
the immediate choice between consumption goods and assets in 
the current period "cross-section" of the time-commodity space. 
Thus, the questions about the degree of intertemporal comple
mentarity of preferences that are at issue between the present 
interpretation of Keynes and the alternative interpretation based 
on the Thompson mode~ have little or no meaning within 
Chase's framework. 

This is enough to indicate that the General Theory contains 
problems in the area traditionally labeled as "the" Theory of 
Capital and Interest which have been almost completely ignored 
by Keynesian interpreters. In view of the current emphasis on 
the use of capital concepts in all areas of macroeconomics, an 
exploration of Keynes' wealth-saving relation should be of con
siderable interest. 

Interest rates and central banking At this point, one of the 
main objectives of our comparative study of Keynesian Eco
nomics and the Economics of Keynes has been by and large 
achieved. In Chapter I, the drastic contrast between Keynes and 
the later Keynesians with regard to the Significance of the inter
est rate was stressed as one of the major puzzles which must be 
confronted in trying to understand the development of the 
"Keynesian tradition." Keynes, in Harrod's words, held low in
terest rates to be a matter "of the greatest importance of all," a 
position which has not been characteristic of (at least American) 
Keynesianism. The present interpretation of Keynes' theory pro
vides a rationalization of the efficacy of low rates. The basic 
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income-expenditure model, in contrast, has in uncountable in
stances been the vehicle for arguing the general unimportance of 
the interest rate. 

It is clear how the assumptions which on the present inter
pretation are fundamental to the model of the General Theory 
provide the theoretical underpinnings for Keynes' position on in
terest rates. Given the State of Long Term Expectations, low in
terest rates will stimulate both investment and consumption de
mand. If the long rate can be controlled, it should provide an 
effective regulator of aggregate demand. Thus, the present sec
tion's discussion of the relation between saving and the interest 
rate comes to much the same conclusion as the analysis of the 
interest-elasticity of investment in the previous chapter. Keynes' 
problem is not that interest rates do not significantly affect ex
penditures. It is that the level of long rates cannot, in the short 
run, be made to move with sufficient speed, at least not through 
use of the conventional instruments of Central Bank policy. 

In conSidering the development of Keynes' views on monetary 
policy it is necessary to distinguish clearly between monetary 
policy in the short run and in the long run. Since Keynes always 
found the problems of the short run more theoretically fasci
nating, his pronouncements on the former issue are more prom
inent and have attracted the most attention. In the Treatise, his 
convictions of the potentially powerful effects of interest rate 
movements still dominate his search for better counter-cyclical 
policies. But already in this work, one can trace a growing real
ization that the vert) factors which account for these powerful 
effects will also tend to make the level of long rate quite stable in 
the short run and, therefore, difficult to control.IB Investors are 
regarded as taking a considerable time-span of past ex-perience 
into account in forming their views of what is currently a "safe" 

18. Consider the simple analogy: If the price-elasticity of excess demand for a 
commodity is very great, this means-in the loose terminology of the text-that 
price changes have "powerful effects" on this market. It also means that if, e.g., 
some government agency wants to affect this pricc and has to do so by "open 
market" sales and purchases of the commodity, its transactions must he on a quite 
substantial scale to have a significant effect. Here, naturall~', the Central Rank has 
an important advantage in that a fractional reserve banking system normally will 
act as a powerful amplifier of Central Bank action. 
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price for a unit standard stream, i.e., of the value of the "normal 
rate of interest." Differences of opinion exist-without them the 
Central B.mk would have to dominate the market completely in 
order to have any influence at all over the long rate-but an at
tempt to shift the rate significantly in the short run will nom1ally 
set in motion such a mass migration from the bull to the bear 
camp, or vice versa, that conventional methods will prove to be 
of little avail. 

But if it can be done, it will work-in Keynes' theory-and the 
search for counter-cyclical policy instruments in the Treatise is 
still a search for ways to do it. The way out of a depression, con
sequently, is a monetary policy a otltrance--open market pur
chases of long assets and of riSky assets, and purchases to the 
"point of saturation." In the General Theory, Keynes' views on 
the short-run inflexibility of the long rate are a good deal firmer 
and more doctrinaire. The bull-bear argument of the Treatise is 
correspondingly simplified and sharpened into the later book's 
theory of the Speculative Demand for Money.I9 The attempt to 
devise effective short-run monetary policies is given up and, in
stead, Keynes preaches the case for various fiscal measures. 

There is little to indicate that Keynes changed his mind about 
the importance of monetary policy in the longer run. The Cen
tral Bank's ability to control aggregate demand in the short run 
may be limited, but it still holds awesome powers for good or ill 
over the longer run. Although it may not be feasible to manipu
late the long rate deftly enough in the short run, it is as impor
tant as ever that the Central Bank act vigorously so as to hold 
market rate in the near neighborhood of the average level of (an 
appropriately defined 20) "natural rate." By maintaining an in
appropriately high level of interest rates on the average over sev
eral cycles (e.g., for balance of payments reasons) the Bank 
would be responsible for a succession of deep recessions and 
weak or abortive booms as well as for a correspondingly low long
run growth rate. To Keynes, Britain's economic problems in the 
late twenties and early thirties were a story of "the obstinate 

19. The subject of Chapter V:3, below. 
20. On the appropriate definition, cf. V:2 and VI:2, below. 
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maintenance of misguided monetary policies" which had contrib
uted to keeping "rates up for fifteen years to a level which would 
have seemed a generation ago quite beyond reasonable proba
bility." 21 If, instead, rates had been kept lower, the growth rate 
would have been higher, booms would have reached full em
ployment and recession would have been weak. Low rates are 
"of the utmost importance." 

This, again, is quite different from more recently inBuential 
theories, whether these have a strongly "Keynesian" flavor or not. 
The standard doctrine is here that the Bank has no control over 
"real" market rates of interest over the longer run but that these 
are detennined entirely by "real" (as opposed to "monetary") 
factors.22 If the Bank tries to maintain some other level of rates 
(on the average over the longer run), the effects of such a policy 
will be reHected mainly in the rate of change of money prices, 
whereas real income, employment, and real rates of growth will 
not be significantly affected. 

To a considerable extent, the difference between Keynes and 
later Keynesians on this issue lies in the way in which the aggre
gate money-demand function is specified. The textbook Keynes
ian model assumes real money demand to be dependent upon 
real income and the interest rate. This "liquidity preference 
schedule" is assumed stable in the long nm-the Bank has no 
influence on its position.23 The function specifies the conditions 

21. Treatise, Vol. II, p. 384. 
22. This is another issue, then, on which we may observe that Keynes attached 
far more importance to "monetary phenomena" than his later followers. An ex
planation of his position on this matter is suggested in the text. That an explana
tion of sorts can be prOvided does not mean that Keynes' judgment on the relative 
importance of "real" and "monetary factors" in the generation of fluctuations is 
justified. Professor Hayek criticized Keynes on this important point in the early 
thirties. Cf. F. A. Hayek, "Reflections on the Pure Theory of Money of Mr. J. M. 
Keynes," Parts I and II, Economica, Aug. 1931 and Feb. 1932. The Austrian 
perspective from which Hayek attacks the Treatise will appear "foreign" to later 
Keynesians. Our previous discussion should make clear however that it is 
appropriate--term to maturity or "TOundaboutness" is the most important dimen
sion of Keynes' theoretical structure just as in the writings of the Austrian 
school. 
23. A more adequate statement would inter alia take expected ratcs of change of 
the price level into account. Cf., e.g., A. L. Marty's review of Gurley and Shaw, 
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under which the Bank may depress money rates of interest in the 
short run by monetary injection. In the "medium run," however, 
this will have the effect of raising the money price level, thereby 
reducing the real stock of money again and restoring the initial 
rate of interest. This is a short paraphrase of the most common 
formulation of the "neutrality of money" argument according to 
which money will not lastingly affect the "real" equilibrium val
ues of the system's variables.24 To maintain a lower money rate, 
the Bank must thus continue to generate inflation. 

In Keynes' theory, on the other hand, the money-demand func
tion depends not only upon income and the market rate of inter
est but also, and importantly, on a third variable, namely in
vestor opinions with regard to the "normal rate": 

. . . what matters is not the absolute level of r but the degree of its 
divergence from what is considered a fairly safe level of r ... etc.25 

In the long run of Keynes' model, consequently, the income
expenditure liqUidity preference schedule will be found to shift 
as these investor opinions are revised over time.26 The inclusion 

Money in a Theory of Finance, in Journal of Political Economy, Feb. 1961. This 
Is not the place to bring in such complications, however. 
24. We will not here go into the controversial questions opened up by L. A. 
Metzler's famous, "Wealth, Saving, and the Rate of Interest," Journal of Political 
Econcmy, April 1951. To the extent that a Metzler-type wealth effect should be 
aclcnowledged, we may for present purposes assume that it is of "secondary 
magnitude" and that the neutrality of money is "approximate." 

:l5. General Theory, p. :l01. Note that, whereas in WickselI the terms "natural 
rate" and "normal rate" are used interchangeably, the "normal rate" here denotes 
a co~cept quite distinct from the "natural rate" of the Treatise. The former 
indicates the security prices which investors at any time regard as "fairly safe" 
against capital losses; the latter indicates that hypothetical price for "unit 
streams" which, if it can be established at the moment when aggregate activity is 
about to decline, will mean the maintenance of aggregate demand in money 
terms. The problem for conventional counter-cyclical monetary policy arises in 
situations where these two rates are too far apart-Le., when speculation based on 
the belief of a given long rate being "normal" prevents the market rate from 
being brought into line with the natural rate. 
:l6. The "Liquidity Trap" notion is anti-Keynesian not only in that Keynes explic
itly rejected the idea that the money-demand function would be perfectly interest
elastic within any range that we would possibly be interested in, but also in its 
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of the "normal rate" in Keynes' money-demand function is an
other element of his monetary theory that has been neglected by 
later Keynesians. 

In the short period, the power of the Central Bank to affect 
the long rate is limited by the opinions about its "normal" level 
inherited from the past. This, then, limits its ability quickly to 
reverse, e.g., a cyclical contraction that is already under way. In 
the longer run, however, the monetary authority, in Keynes' 
opinion, has considerable influence over these opinions about 
normal rate and it has a most important responsibility in nudg
ing the normal rate to a level consistent with the underlying, 
basic non-monetary interest determinants of Thrift and Produc
tivity. For the automatic forces tending to bring this about are 
weak, and investors learn but slowly: 

... the failure of employment to attain an optimum level being in no 
way associated, in the minds either of the public or of authority, with 
the prevalence of an inappropriate range of rates of interest.27 

If the Bank consistently pursues this objective, it will also find 
that the recessions that it has to deal with in the short run arc 
less severe. By the same token, however, it may, if it is not care
ful, act in such a way as to validate false opinions about the nor
mal level of long rate and thereby postpone the required adjust
ment almost indefinitely: "[the rate of interest] may fluctuate for 
decades about a level which is chronically too high for full em
ployment." 28 If the normal rate stays persistently above the 
natural rate, the consequences will be a steady deflationary pres
sure, weak booms, and deep recessions.20 

neglect of the downward shift of the entire schedule that, in a continuing state of 
depression, "at long last ... wiu doubtless come by itself." Cf. Treatise, loco 
cit. 
27. General Theory, p. 204. 

28. Loc. cit., italics added. Notc thc contrast: Ovcr a time-span of drcades. 
modem "neutrality" reasoning would surely lead one to cxpect only nominal and 
no "real" magnitudes to remain under Central Bank influcncc. 
29. On these matters, Professor Sayers would appl'ar to he almost alonC' among 
prominent monetary theorists since Keyncs who can he rl'gardccl as "tmly K('~"es
ian." In this respect, Keyncsianism has not hccn the Illass IllOVCllll'nt that il is so 
often depicted as being. Sincc the late 1930'S, Sayers has consistently arguecl thai 
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Summary Keynes' saving function does depend lIpon interest 
rates. But the quantitative significance of the wealth effect-as 
long as moderate variations in the rate are considered-should 
not be exaggerated. Keynes' attitude can be scen in his discus
sion of the differences between himself and the "Classics" on the 
theory of interest: 

But they would, presumably, not wish to deny that the level of in
come also has an important influence on the amount saved; whilst I, 
for my part, would not deny that the rate of interest may perhaps 
have an influence (though perhaps not of the kind which they sup
pose) on the amount saved out of a given income.3o 

Thus, the quantitatively significant effect of interest rate move
ments is still the effect on investment. 

Our theoretical interest in a functional relationship is not de
termined simply by its quantitative significance in this sense, 
particularly not if we find that the proviso of "within the normal 
range of variation" is involved, as it is here. Many inHuential 
theorists have, for instance, been preoccupied for more than two 
decades with the Pigou-effect, or real balance effect, a relation
ship that is commonly regarded as of very modest quantitative 
significance within a normal range of price-level variation. Theo
retically, Keynes' wealth effect is at least as interesting as the 
real balance effect. 

At this point, however, the basis for this wealth effect is still 
unclear. It poses a problem in the theory of value and capital 

monetary policy measures are ineffective in the short run and that their use 
should be reserved for longer run objectives. The similarities go a good deal 
farther. Sayers Is known as the major author of the famous Radcliffe Report. The 
report is quite Keynesian in its emphasis on analyzing the economic situation with 
which the monetary authority is at any time confronted in terms of a broader 
concept of private-sector "liquidity," instead of in terms of the demand and 
supply of cash only. 
30. General Theon), p. 178. (On the present interpretation, the parenthetical 
statement refers to Keynes' denial of the significance of the intertemporal substitu
tion effect.) But cf. also p. 377: "It may turn out that the propensity to consume 
will be so easily strengthened by the effects of a falling rate of interest, that full 
employment can be reached with a rate of accumulation little greater than at 
present." 
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which Keynes did not tackle explicitly and which later Keynes
ians have in the main ignored completely. As we will see, the is
sue provides an important "missing link" between general value 
theory and Keynesian macroeconomics. The rest of this chapter 
will be devoted to exploring this issue. 

IV:2 The Wealth-Saving Relation and the Theory of 
Capital and Interest 

In section 111:2 we contrasted the aggregative structure of 
Keynes' model with that of the standard income-expenditure 
model. In order to emphasize the most salient distinction be
tween the two, we labeled the former a "two-commodity model," 
the latter a "one-commodity model." Two-commodity models of 
the Keynesian type-i.e., models which distinguish between con
sum abIes and capital goods-pose a number of analytical prob
lems that are unfamiliar from the standpoint of the conventional 
macromodel. On these issues, the General Theory has far more 
in common with such "pre-Keynesians" (and post-Wicksellians) 
as Lindahl, Myrdal, and Hayek-and the author of the Treatise 
on Money-than with the Keynesian tradition as it developed 
from the late thirties on. 

In the income-expenditure model, the relative price of con
sumables and capital goods is a constant. The same price relation 
is a key variable in Keynes' analysis. Given the inflexible mont'y 
wage rate and the capital stock inherited from the past, both the 
rate of investment and of consumption, and consequently income 
and employment, depend upon the demand price of sourct's 
established in the current period. The higher this price, tht' 
higher the rate of output of capital goods and, with Keynes' 
wealth-saving relation as set forth in the preceding section, the 
higher the demand for consumables. Hence, this price provides 
the key to the determination of income and cmployment in the 
short run. Keynes' discussion of the employment prohlem is or
ganized accordingly.l It focuses upon the determinatioll of a 

1. This Is obvious in the Treatise, where the whole discussion revolves aronnd the 
relation between the Natural Rate and the Market Rate. In the General Theory, 
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price which the usual textbook "Keynesian" model treats as a 
constant. 

When "opinions about prospective yields" are treated as given, 
the variable detennining the present value of sources is the 
(long) rate of interest. Given the money wage rate and entrepre
neurial expectations, there will be some positive long rate such 
that, if it could be established, aggregate money expenditures 
would be sufficient for full employment. A higher rate means un
employment and a low rate of growth. A lower rate means infla
tion. A sufficiently low rate is a matter of "the greatest impor
tance of all." 

Keynes' wealth-saving relation poses a problem which must be 
considered on two diHerent levels. On the first level, the problem 
is that of providing a choice-theoretical explanation of the rela
tionship between consumption and the interest rate which 
Keynes postulated. It is then posed as an individual decision 
problem for which the appropriate framework, in Patinkin's 
tenn, is that of an "individual experiment." The question is 
Simply under what conditions a lowering of the rate of interest 
which an individual faces will have a positive wealth effect and a 
corresponding tendency to increase his current consumption. 
This will be the subject of our discussion in section IV:3. Next, 
Keynes postulated that this wealth-saVing relation was relevant 
to the detennination of aggregate consumption. On the second 
level, therefore, the question is whether the conditions implying 
an inverse relation between wealth and the interest rate in the 
individual case can be applicable to the "representative transac
tor," i.e., to the system as a whole. This has been disputed. In 
part this question must be considered in the context of a "market 
experiment." This we will do in section IV:4. On the individual 
experiment level, the interest rate (or, in Keynes' short run, "the 
general level of asset prices") is simply an independent variable. 
In considering the question whether a short-run wealth effect in 

the emphasis on the main innovation of that work, namely the Multiplier, tends to 
obscure it, but it is still the case that the income-constrained process will not 
come into play unless (or until) the market (long) rate fails to reach the "natu
ral" level at which ex ante aggregate money demand would be of the same 
magnitude as in the previOUS period. Cf. General Theory. pp. 242 If. 
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the aggregate is a meaningful possibility, we unavoidahly have 
to deal with questions that pertain to the determination of the 
interest rate itself. Consequently, it is necessary to enter the con
troversial area of "the" Theory of Capital and Interest. 

Keynes, however, did not provide a clear statement of the 
microtheoretical foundations of his wealth-saving relation, and 
the sum total of his many scattered remarks on this and other 
related topics amounts only to a very loose sketch of his ideas on 
capital theory. As long as one deals only with the functioning of 
spot markets in the way of Chapter II above, it is a relatively 
easy task to provide a price-theoretical interpretation of Keynes' 
expressed views, for it can be presumed that his various obiter 
dicta were either based on, or directed against, the body of 
atemporal value theory commonly accepted at the time. There is 
no such presumption with regard to the appropriate frame of 
reference to guide one's interpretation of his capital theoretic 
ideas. No generally accepted theory of capital and interest ex
isted in the thirties. One does not have to read far in Keynes' 
works, moreover, to find evidence of his eclectic attitude towards 
the conflicting theories in the field. The General Theory echoes 
propositions variously associated with Cassel, Fisher, Hayek, 
Knight, and Wicksell. 

In the future sections of this chapter we will try to piece to
gether a coherent interpretation of Keynes' views. The present 
section attempt, to provide the needed background for this 
venture. Three areas of the literature will concern us: (a) the 
modern theories of the consumption function, (b) the capital 
theories current in Keynes' time, and (c) the modern so-called 
"metastatic" models, i.e., the generalizations of the atemporal 
general equilibrium model to deal with the problem of optimal 
intertemporal allocation. 

The post-Keynesian theories of the consllmption fllllction 
Keynes' "windfall effect" is our point of departure for the exam
ination of his ideas on capital theory. In trying to interpret 
the microtheoretical foundation of this effect, the first impulse is 
naturally to turn to the modern theories of the eonslllnption 
function, since what these theories all have in commoll is the en-
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deavor to improve on the naive consumption-income relation by 
systematically taking "the influence of wealth on behavior" into 
account. But this literature proves to be of little help on either 
the individual or the market experiment level of the problem. 

On the individual experiment level, the contributors to this lit
erature all make use of the choice-theoretical paradigm to dissect 
the consumption-income relation and to arrive at a post-mortem 
diagnosis of its fatal weakness. These diagnoses differ in the 
emphasis put on the various aspects in which Keynes' First 
Psychological Law may be shown to be unsatisfactory from a 
choice-theoretical standpoint. The diagnosis will suggest the 
treatment, and these differences are reflected in the various 
improved hypotheses which this research has produced. 

In developing hypotheses superior to the naive consumption
income relation, the various contributors have elaborated on the 
choice-theoretical foundations of the macrohypotheses in varying 
degree. Modigliani, Brumberg, and Ando, as well as Friedman, 
pay more attention to the price-theoretical underpinnings than 
does Spiro, for example.2 Modigliani, Bromberg, and Ando are 
perhaps the most systematic in this regard. Their work contains 
the more thorough attempt to derive the aggregate consumption 
function, step by step, from the individual behavior assumptions 
characteristic of the "Life Cycle" hypothesis.3 Modigliani et al. 
have concentrated on the implications of explicitly introducing 
an intertemporal preference function for households with spe
cific qualitative properties, while Friedman has concentrated on 
the formulation of the relevant intertemporal budget-constraint. 
With respect to the choice-theoretical development of the empir
ical hypothesis, Spiro's work is the least ambitious of those men
tioned. The a priori foundation on which he builds consists 
mainly in the application of the basic convention of stock-flow 
analysis: " ... savings are the result of a discrepancy between 

2. Cf. A. Ando and F. Modigliani, "The 'Life Cycle' Hypothesis of Saving." 
American Economic Review. March 1963. This article prOVides references to the 
earlier papers on the Life Cycle hypothesis. M. Friedman, A Theory 0/ the Con
sumption Function. Princeton. 1957; A. Spiro. "Wealth and the Consumption 
Function," Journal of Political Economy. Aug. 1962. 

3. With respect to the price-theoretical interpretation of Friedman's hypothesis, 
however. his Price Theory. Chicago. 1962, Chapter 13. is in many respects more 
helpful than his book on the consumption function. 
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the actual and the desired stock of wealth; when there is no dis
crepancy, savings equal zero." 4 

Despite the fact that the various hypotheses have been arrived 
at by quite different routes of a priori reasoning, it has proved 
very difficult to discriminate between them empirically. Conse
quently, the "right" theoretical interpretation of the body of 
econometric findings is left in doubt, except for the evidence pre
sented by all investigators that the use of broader conceptions of 
"wealth" yield much better results in the prediction of consump
tion (or, for that matter, money demand) than the use of simply 
current income. The reason for these difficulties is that the 
development of the various approaches into hypotheses opera
tional in terms of obtainable data, force the authors to use a 
number of simplifying assumptions, mathematical manipulations, 
and "proxy" variables, etc. The final product of this process is a 
regression equation stating current consumption as a function of 
a number of variables for which data (of varying quality) exist. 
The end results for different contributors will be difficult to 
judge between partly because the existing data dictate that un
observables are translated into pretty much the same observ
ables, partly because the three crucial variables-income, 
wealth, and the interest rate-are interdependent.5 

The upshot of all this is twofold. On the one hand, the transfor
mations which must be undertaken in order to put a theoretical 
hypotheSiS into operational form are such that the relationship 
between the final empirical hypotheSiS and a "pure" choice
theoretical model, such as Fisher's, will be quite tenuous.6 On 

4. A. Spiro, op. cit., p. 339. The application is also somewhat mechanical-the 
reader is apt to be puzzled hy several formulations which seem to pose some 
strange "chicken-or-egg" problems. Cf., e.g., the conclusions: "The analysis of this 
paper has shown that both economic theory and the available evidence are con
sistent with a model in which (a) the desired wealth/consumption ratio has 
remained constant 50 that (b) aU savings has in fact arisen from an increase of 
income that has raised the desired wealth yielding this ratio and hence (c) if 
income should cease rising, saving would decline to zero." Op. cit., p. 348. italics 
added. 
5. Cf. H. G. Johnson, "Monetary Theory and Policy," op. cit., pp. 349-51, 356. 
6. Cf. I. Fisher, The Theory of Interest, New York, 1930. Though the approaches 
of Modigliani and Friedman soon diverge, both stRrt out hy juxtaposing the basic 
Fisher model of individual consumption planning against Keynes' First Psycholog
ical Law. 
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the other hand, the necessity of going through these transforma
tions also tends to remove the incentive for elaborating on the 
pure theory. The objective of this research has been to improve 
on the predictive performance of the early fonnulations of the 
consumption function. Thus, Friedman appropriately insists that 
the "permanent income hypothesis" be judged solely on the pre
dictive power of the regression equation that he arrives at and 
apart from the pure choice-theoretical arguments that initially 
suggested the approach. 

One does not, therefore, find much discussion of the theoreti
cal problems relevant to Keynes' wealth-saving relation in this 
literature. Relatively little attention is devoted to the interest 
rate in the consumption-function literature, perhaps because of a 
general conviction that it in any case plays a very subordinate 
role. The ceteris paribus conditions relevant to our problem
that endowed resources and perceived productive transformation 
possibilities be held "constant"-are seldom isolated and the sub
stitution and wealth effects of interest rate movements are not 
disentangled. 

On the "market experiment" level of our problem, the modem 
consumption-function literature is even less helpful. The objec
tive is to predict aggregate consumption. Choice-theoretical rea
soning is used (to a varying extent) to suggest the form of the 
consumption function for an individual household. At this stage 
of the argument, the interest rate is an independent variable. In 
this research, it is still treated as an independent variable when, 
through aggregation, etc., the regression equation is obtained. 
The identification problem involved has received little attention, 
and it is not clear what kind of relation between the interest rate 
and consumption the various hypotheses predict-whether the 
propensity to consume will be high when the interest rate is low 
(because of the interest-elasticity of individual consumption), 
or, whether the interest rate will be high when the propensity to 
consume is high (because, ceteris paribus, a reduction in the ag
gregate propensity to save will drive asset prices down).7 

7· Disregard for this Identification problem may, of course, be based on the 
presumption that the relationship between consumption and interest is so weak 
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There is in fact nowhere to go in the econometric macroliter
ature "to find out about" developments in interest theory. There 
has arisen a professional division of labor in this research which 
largely parallels the equation structure of the standard income
expenditure model: consumption function, investment function, 
money-demand function, and so on. The volume of empirical 
work on each of these has become so large that they have 
evolved into virtually distinct specialties, into distinct subfields 
of macroeconomics. In each of these areas, the trend in recent 
years has been towards the increasing use of capital-theoretic 
concepts in the construction of improved hypotheses and a cor
responding tendency to try out various new stock variables as ar
guments in the equations deSigned to predict the core variables 
of the standard system. But, although in all of these fields econ
omists have come increasingly to utilize "wealth," "permanent in
come," the value of net worth, and interest rates, the Theon· of 
Capital and Interest in the traditional sense docs not fall wtthin 
the province of any of these specialties. 'Vhether interest rates 
are introduced explicitly or remain implicit in asset price indices, 
they are almost always treated everywhere as independent and 
nowhere as dependent variables. The results of this body of re
search have demonstrated the importance of taking "the influ
ence of capital on behavior" systematically into account. But it 
seems very doubtful that an integrated theory of the income and 
capital accounts can be achieved if work continues indefinitely 
in all these subareas separately and simultaneously on the notion 
that the interest rate and assct prices are detennincd "some
where else in the system." From a value-theoretical standpoint, a 
fruitful development of "capital theory" independent of the the
ory of interest seems a contradiction in tenns. This study seeks to 
absolve Keynes from a variety of sins for which he has been 

that it hardly matters. But once the existence of the problem is recognized, one 
cannot tum around and use a lew partial correlation coefficient to "prove" that 
the presumption is, indeed, warranted. Compare the discussion of the interest· 
elasticity of investment in III:3. 

The time-series utilized often cover many decades over which a large numher 
of government programs and policies affecting private "thrift attitudcs" have been 
adopted. 
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blaml'd. Bllt he does seem to have cast a lastillg spell of confu
sion over the subject of interest theory. 

Remarks on the state of capital theory in Keynes' time The 
problems around which theoretical interest and debate revolved 
in the decades antecedent to the Keynesian Revolution fell into 
two areas-Capital and Interest, and Monetary Dynamics. This 
combination immediately evokes the name of Wicksell. Wick
sell's life work proceeded from a diagnosis of the "state of eco
nomics" in his time, namely that these were two of the three 
major problems left in an unsatisfactory state by the great Neo
classical system-builders Walras, Menger, Jevons, and Marsha11.8 

The theory of capital and interest was the subject of a great 
debate in the early thirties involving the most famous theorists of 
that time-Fisher, Hayek, Kaldor, and Knight, as well as several 
lesser names. The issues were not resolved. Keynes' General 
Theory had the effect of cutting the debate short. The capital
theoretic controversies were buried under the avalanche of pro-, 
anti-, and (soon enough) post-Keynesian writings, and the issues 
were to remain in abeyance for some twenty years. The explana
tion for this incubation of the problems of capital and interest 
cannot rest simply on the content of the General Theory. In 
retrospect, it appears that one must also adduce a state of wide
spread exasperation with a debate at the same time so techni
cally difficult and so inconclusive as a major reason for the fact 
that Keynes' work was made the excuse for dismissing the prob
lem. 

Keynes subjected what he regarded as received doctrine to a 
vigorous attack. His main point was that "Classical" interest the
ory generally dealt with a barter system and ignored the store-of
value role of money. This point was generally accepted. At the 
same time, however, Keynes did not achieve a satisfactory state
ment of his own theory of interest that could be substituted for 
the doctrines he had sought to demolish. The critiques of Rob
ertson, Somers, et al. soon made it clear that Keynes had over-

8. To Wicksell the thlrd problem Wa!I "the population question," which will not 
concern us here. 
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stated the role of liquidity preference in interest determination. 
But this criticism did not put new life into the earlier debate on 
capital and interest. It failed to do so largely because the reformu
lation of the "Keynesian system" provided by Hansen and others 
was widely accepted as a successful "integration" of Keynesian 
and Classical interest theory.D 

Keynes' Liquidity Preference conception, or some alternative 
version of the basic idea, is a necessary element of any macro
dynamic theory which attributes the instability of income and 
employment primarily to shifts in entrepreneurial expectations 
with regard to the return to investment. It is therefore a very im
portant contribution. But it must be understood that the Liquid
ity Preference theory is not, and cannot be, a complete theory of 
the determination of the level of interest rates. It deals merely 
with the determination of the movement of "the" interest rate 
from some histOrically given level which will occur when the 
system as a whole is exposed to some specified disturbance. It is 
a theory of the dynamics of interest movements-of short-run 
fluctuations in the rate. It does not explain the average level 
around which these short-nm fluctuations take place. It would 
be a gross exaggeration to say that Keynes had no more of a 
theory of the rate of interest "in the longer run" than he had a 
theory of the level of money wage rates. Nonetheless, there is 
a modicum of truth in such an allegation: in Keynes' model we 

9. Cf. Chapter 1:2 above. The "IS-L1-.! formulation" of the matter rcplac('(l the 
Classical economists' "Thrift" and "Productivity"-the exogenous data of the 
problem-with the endogenous flow rates of saving and investment, and made no 
reference to the stock concepts of "wealth" and "capita!." In addition, saving and 
investment were regarded as affecting the interest rate only indirectly, through 
their influence on income and the demand for money. Directly, the interest rate 
was treated as determined by portfolio-composition preferences of ultimate wealth
holders In conjunction with the stock supplies of "bonds" and money. In discus'<
Ing the behavioral underpinnings of this theory, the income-expendihlre thcorists 
thus dealt with the choice of alternative ways of holding a "given" nct worth. 
In the older theories of value, on the other hand, the discussion of the bchavior of 
ultimate wealth-holders focused on the consumption-acC'unllllation decision, on 
the choice between alternative consumption time-paths. (But many of the carlicr 
capital theorists never arrived at discussing the consmnption-nccun1ll1ation 
declslon-Wicksell being only the most prominent of the ones who got hung lip 0'"' 
the productivity side of the problem.) 
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inherit some money wage level of which we know nothing except 
that, for certain given disturbances, it will "crumble" at some 
fairly slow rate. What the liquidity preference apparatus can tell 
us is also the reaction of the interest rate to a specified distur
bance of the initial "short-run equilibrium." 

It may seem curious that the income-expenditure theory has 
been able to go along for this extended period of time on such a 
sketchy and incomplete theory of interest. But for anyone com
mitted to the one-commodity macroframework, the urge to ven
ture into the murky muddles of the pre-Keynesian literature on 
capital and interest is not likely to be compelling. 

To the pre-Keynesian guardians of the Neoclassical heritage, 
the situation looked quite diHerent. Walras, Marshall, et al. had 
left a by-and-large satisfactory solution to the problem of the 
determination of prices for "final" outputs and factor services 
and of the allocation of resource Hows under the (arbitrary) 
condition of "fixed" resource endowments. The achievement was 
incomplete in one obvious respect: the determination of the 
prices of the stocks of productive n:.sources from which How the 
factor services of the static general equilibrium model. This was 
the problem of capital and interest10-the major lacuna which 
must be filled before the capstone could be put on the grand 
structure of value theory on which all major theorists since 
Adam Smith had labored. 

This problem simply does not arise in the one-commodity 
macromodels. Such models presume from the outset that con
sumer goods and capital goods (and, presumably, the services of 
capital goods) can be measured in the same units. This basic 
unit of quantity is at the same time the unit measure of "real 
value." Thus, where the older capital theorists perceived two 
difficult problems-that of defining the "quantity of capital" and 
that of devising a theory of the determination of the "value of 
capital"-the income-expenditure theorist sees no problem at all. 
The "real value" of physical wealth simply is what it is and there 

10. The problem of determining the value of resource stocks also embraces the 
problems of optimal saving and accumulation of such stocks. 
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is no need to analyze it.ll There remains a rate of interest in the 
model, but when it is not associated with the value of "capital," 
the theory of interest determination loses most of its intriusi<: in
terest. 

Up to this point, we have sided with the value theorists in be
wailing the often-tenuous links between macroeconomics and 
general value theory based on the paradigm of dlOice theory. As 
Tobin puts it: 

Twenty-five years after Hicks's eloquent call for a marginal revolution 
in monetary theory our students still detect that their mastery of the 
presumed fundamental, theoretical apparatus of economics is put to 
very little test in their studies of monetary economics and aggregative 
models. As Hicks complained, anything seems to go in a subject where 
propositions do not have to be grounded in somconc's optimizing 
behavior, , . 

But as long as we are juxtaposing value theory and macrotheory 
in this way, the shoe should also be put on the other foot: 

From the other side of the chasm, the student of monetary phenom
ena can complain that pure economic theory has never delivered the 
tools to build a structure of Hicks's brilliant design.l~ 

This point is even more applicable in our present context. The 
call for a marginal revolution in consumption-function theory is 

11. Possibly, the tone of Mrs. Robinson's comment may be fOllnd deplorably 
lacking in "scientific detachment," but she has a point (Economic Philosopl.y, op. 
cit., p. 68): "Just as the problem of giving operational meaning to utility used to 
be avoided by putting it into a diagram, so the prohlt'm of giving meaning to the 
quantity of 'capital' is evaded by putting it into algcbra. 1\. is capital, il.1\. is 
investment. Then what is K? Why, capital of course. It must mean somcthing. so 
let us go on with the analYSiS, and do not bother abollt these offidous prigs who 
ask us to say what it means." 
12. J. Tobin, "Money, Capital, and Other Storcs of Valuc," op. cit., p. 26. Tohin's 
further comments will be found pertinent to our disellssion later on: "The utility 
maximizing individual and the profit maximizing finn know eV('rdhing rdevant 
about the present and future and about the consequences of their d,'dsions. Thc~' 
buy and sell, borrow and lend, save and consume, work anti piny. live and let 
live, in a frictionless world; information, transactions, and Jecisions are costless." 
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anything but "A Suggestion for Simplifying the Thcory of Sav
ing." 

The most immediate and, at the same time, most important 
reason for this disturbing state of affairs is quite forcefully 
brought home by Friedman. In explaining why he did not find it 
wortlnvhile to attempt to derive his operational hypothesis from 
the stated choice-theoretical considerations in a more "rigorous" 
manner, he notes that the paradigm of traditional choice theory 
loses a good deal of its power when the existence of uncertainty 
about the future is explicitly taken into account: "The sharp 
dichotomy between tastes and opportunities that is the central 
attraction of indifference analysis under certainty is shattered." 13 

This is a most devastating point, which we will Sidestep in the 
next section by simply not mentioning uncertainty, but which 
must be brought up again later. 

But this is far from being the only reason why a syntheSiS of 
traditional value theory and modern macroeconomics cannot be 
promoted by hounding the empirically oriented macroeconomists 
with complaints concerning the use they make, or fail to make, 
of value theory. Even if the uncertainty problem could somehow 
be put aside, a macroeconomist concerned with the problems of 
capital and interest discussed above would not necessarily know 
where to tum. A number of difficult issues in "pure" capital 
theory remain to be settled. The debate on capital and interest in 
the early thirties may again be recalled. In this debate several 
partial models were espoused, each dealing with different as
pects of "capital," each providing a distinct approach to the 
problem of interest detennination.14 

The most uncomfortable fact about this famous debate, as 
with the many others which preceded it, is that the hot contro
versies in which it abounded did not concern alternative solu
tions to defined problems. It is not only that the discussions 
failed to produce a generally accepted theory of capital and in
terest. They failed to produce a generally acceptable paradigm 

13· A Theory of the Consumption Function, op. cit., p. 15. 

14· Cf., e.g., R. M. Solow, Capital Theory and the Rate of Return, Amsterdam, 
1963, pp. 11-16, 2~. 



IV:2 THE GENERAL THEORY 01" LIQUIDITY PREFERENCE 2]7 

within which agreement on the definition of the unresolved is
sues could be reached. The choice of paradigm, in fact, was 
what the controversy was all about. The field of capital and in
terest was in what Professor Kuhn has termed the "pre-paradigm 
state"-a state from which it cannot be said to have fully 
emerged even in the sixties.l~ 

The Marginalist Revolution in the latter part of the nineteenth 
century established a paradigm for the field of statics. The fields 
of capital and interest, however, remained on a more "primitive" 
level of discourse. The establishment of a generally accepted 
paradigm means, among other things, that the phenomena to be 
explained and, equally important, those phenomena which it is 
permissible to ignore, are speCified. It also means that the gen
eral method-the conceptual apparatus-to be employed in 
seeking to explain these phenomena is agreed upon. In static 
(timeless) value theory, these conditions have existed since the 
so-called Marginalist Revolution. 16 There havc existed a set of 
informal professional rules, which determine the tools routinely 
to be employed in attacking a specific price-theoretical problem. 
Similarly there are rules which determine what aspects of a so
cial problem (and what phenomena) the member of the profes
sion may without ohjection ignore and leave to political scien-

15. Kuhn's concept may be illustrated by quoting what he says "hout prc
Newtonian optic~: "Being able to take no common body of belief for grantcd. 
each writer on physical optics felt forced to build his field anew from its founda
tions. In doing so, his choice of supporting observation and experiment was rcla
tively free, for there was no standard set of methods or of phenomena that e\'cry 
optical writer felt forced to employ and explain. Under these circumstanc'('s, the 
dialogue of the resulting books was often directed as much to members of otll(~r 
schools as it was to nature. That pattern is not unfamiliar in a numbcr of creath'c 
fields today, nor is it incompatible with significant discovcr:' and in\'cntion,-
Mutatis mutandis, Kuhn's statement serves admirably as a description of the state 
of capital theory at least up until recent years. T. S. Kuhn, The Siruciure of Scien
tific Revolutions, Chicago, 1962, p. 13. 

16. It should not be inferred, of course, that paradigms spring into hC'ing ('om
plete and "correct" in all particulars. 'Vhat Kuhn calls "Normal Scien('('-- is a 
process (to be distinguished from "Scicntific Hc\'olutions") through which 
(a) the paradigm is employed in the solution of a rangc of specific prohIPms. and 
(b) the pa!orugm L< gradually modificd and improvc,i upon, Th(' dc\'('lnpnl<'nts in 
Utility and Demand theory since the time of Walras, Marshall, el ai, should be 
looked on as such modifications of :!'c l\'('ocla,,;cnl para,ligm, 
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tists, sociologists, or social psychologists to handle. In contrast, 
the controversies which abound in the area of capital and inter
est concern, to a very great extent, such issues as the "basic" 
postulates which "ought to be" adopted as a part of the foun
dation of a general theory-a stage of development all but 
completely surmounted in static value theory. It is, moreover, 
symptomatic of the "pre-paradigm state" of the field that the dis
cussants make bat tIe at one and the same time on empirical judg
ments of "what the world is like" (and, therefore, what is to be 
explained) and on methodological judgments of "what economic 
theory should be all about"-and that it is almost impossible to 
separate the two sets of issues. 

It is therefore not surprising (though it is significant) that 
these past controversies were at the same time so heated and so 
indecisive. Economists are used to sharp and acrimonious debate 
where the issues are of more or less immediate political concern. 
But such matters of policy can hardly be said to have been in
volved, for example, in Bohm-Bawerk's many wrangles-his at
tacks on practically all predecessors, his debates with J. B. Clark 
and Fisher, his controversy with Schumpeter,17 etc. The same 
sharp tone recurs in Cassel's attacks on Bohm-Bawerk, in the 
usually considerate Wicks ell's retaliatory critique of Cassel, and 
in the multilateral controversy between Knight, Hayek, KaIdor, 
and others.18 In the absence of a paradigm by which differences 

17. The last-mentioned debate is perhaps the least well known in the United 
States. (It took place in Zeitschrift fur Volkwirtschaft, Sozialpolitik, und 
Verwaltung, 1913.) As these things go, however, it actually makes very entertain
ing reading, mainly because of the veiled ferociousness of the exchange between 
the exceedingly patronizing and senior Bohm-Bawerk and the correspondingly 
impatient Schumpeter-all carried out in accordance with the stately rules of 
overt conduct governing nineteenth-century academic jousts of this sort. The 
Imperial Austro-Hungarian flavor is heightened further by the subject of the 
controversy-would the rate of interest necessarily be zero in the "static state"? 
-and by the inability of the adversaries through three long Acts of the oper
etta to come to grips with the issues. (Neither was at all sure what should be 
meant by "static state.") 

18. For references to the most Important contributions to the early thirties debate, 
cf. N. Kaldor, "The Controversy on the Theory of Capital," reprinted with "A 
Rejoinder to Professor Knight," in his Essays on Value and Distribution, London, 
1960, pp. 153-205. These papers originally appeared in Econometrica in July 1937 
and April 1938 respectively. 
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can be adjudicatcd, controversies will be heated-by the nature 
of his trade, the capital theorist has always had the argument ad 
hominem at his elbow. By the same token, it is not surprising 
that these controversies have shed so little light. The absence of a 
shared framework means that the judgments underlying the di
vergent approaches will be personal and subjective. In addition, 
the very complexity of the (variously defined) suhject area 
means that these judgments will be almost impossible to com
municate accurately. \Vhen they are nonetheless enunciated, with 
more or less profundity, the ensuing debate 1I10re often than not 
acquires an almost metaphysical character. 

It would be a highly interesting task to attempt a census of all 
the propositions-relating either to the phenomena which "the" 
theory of capital and interest "must" explain or to the postulates 
from which it "should" proceed-which have been advanced by 
the authors in this field. It would also be a Herculean task (one 
thinks, perhaps, primarily of the Augean stables). The following 
paraphrases will serve as illustrations: (1) "Thc pure theory of 
capital should assume that 'consumption is the ultimate objective 
of all economic activity' and that 'assets arc not valued for their 
own sake'''; (2) "The theory of capital must make a dear dis
tinction between sources and services, betwcen capital goods and 
consumables. A model which assumes the onlv distinction be
tween instruments of production and consumption to be that of 
stock-flow dirrensionality has not tackled the 'central' problem"; 
(3) "The 'proper' definition of 'capital' is that of 'economic re
sources in general.' Consequently, the 'pure' theory of capital 
should be based on the Law of Constant Returns"; (4) "The 
greater 'productivity' of roundabout methods of production is the 
'basic fact,' the implications of which it is the principal objective 
of capital theory to investigate"; (5) "No 'meaningful' theory of 
accumulation is possible without taking the distribution of in
come between social classes into account"; etc. The fonnulations 
of such propositions vary, as does the extent to which a partic
ular author labors to givc them more exact meaning. But, under
lying the various distinct approaches to capital theory, we do 
find, explicitly or implicitly, each author's acceptance or rejec
tion of a number of generalizations of this sweeping (and hard 



220 KEYNESIAN ECONOMICS AND TilE ECONOMICS OF KEYNES 

to interpret) nature. Professor Knight, for example, is eloquent 
in his rejection of (1), ardent in his argumentation for (3), and 
scornful in his criticism of (4). The judgment paraphrased in 
(5) one associates today particularly with l\lrs. Robinson and 
"the later" Kaldor. Similarly, (4) is the hallmark of the Austrian 
school. The distinction between "sources" and "services" is a 
basic ingredient in recent work by Friedman and by Lerner,t9 
whereas this distinction is at the very most incidental in the 
modern "metastatic" models of intertemporal pricing and re
source allocation. Fisher's basic two-period model takes a tack 
directly contrary to Knight's on both (1) and (3) ... , and so 
on. Thus the elementary models on which, for example, WickseII, 
Fisher, and Knight concentrated their capital-theoretic investiga
tions diller profoundly and represent quite distinct approaches to 
the field-approaches which have in varying degrees been pur
sued by later contributors. 

Knight's "Crusonia plant" model, for example, may be re
garded as the prototype of von Neumann growth models-the 
characteristic feature in each case being that the real rate of 
interest is determined independently of preferences by the sys
tem's given maximum possible rate of expansion. The "Turnpike 
theorem" literature which has grown rapidly in recent years also 
belongs in this tradition.20 Knight's-or von Neumann's-prog
eny is thus very impressive. Still, it would seem that that of 
Fisher-or of Ramsey 21_has been even more numerous and 

19. M. Friedman, Price Theory, Chapter 13; A. P. Lerner, "On Some Recent 
Developments in Capital Theory," American Economic Review, May 1965. 
20. We have mentioned the reference to Fisher in Friedman's work on the con
sumption function. Friedman is principally a "Knightian," however-the "per
manent income" wealth concept brings to mind Knight's permanent capital. Cf. 
also Friedman's insistence on the "inclusive capital" concept (i.e., inclusive of 
human capital), and the attention paid to the case of constant long-run returns to 
(inclusive) capital in his Price Theory, loco cit. 
21. The modem mathematical economists who have advanced the theory of 
capital along these two lines are wont to quote von Neumann and Ramsey, rather 
than Knight and Fisher. The two former were not only the first to give clear 
mathematical statements of the basic models, their contributions were also (sub
jectively) quite "original." Cf. F. P. Ramsey, "A Mathematical Theory of Saving," 
Economic Journal, Dec. 1928, and J. von Neumann, "A Model of General Eco
nomic EqUilibrium," Review of Economic Studies, NO.1, 1945-46 (translation of 
a 1937 article in German.) 
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influential since the war. The Fisher-Ramsey brand of model has 
been the one to lend itself most readily to the generalization of 
the traditional analytical techniques of static general eCluilibrium 
theory-albeit in modern high-powered mathematical dress-to 
intertemporal allocation problems. Models of this type are often 
referred to as "metastatic." ~2 Of all the "old" writers on capital 
theory, Wicks ell may be the one who has most often received 
"honorable mention" from present-day capital theorists-perhaps 
because he was clear on the partial nature of his model 23 and 
made no extravagant claims for it. But the Austrian theory of 
which Wicksell was an exponent has received far less attention 
since the war than the approaches linked with Knight and 
Fisher. The time structure of capital, or turnover of the capital 
stock, with which the Austrians were so preoccupied, are con
cepts that have not figured prominently in the modern debate. 

We have already discussed at some length the significance 
Keynes attached to time-to-maturity or durability as a dimension 
of structure according to which economic goods arc differen
tiated. Since these concepts are similar, though not quite anal
ogous, to the Austrian period of production, the decline of int('r
est in this school of thought is worth commenting on. From tIl(' 
start the Austrian school got bogged down in problems of the 
measurement of capital, which other approaches to a I:ug(' 
extent allow to be circumvented. At a time wh('n index number 
theory was hard"y even in its infancy, the idea may have seemed 
"natural" that an inquiry into capital theory should start with 
defining the quantity of capital before tackling the determinants 
of the "price of capital." Bbhm-Bawerk's dubious doctrine of 

22. If one reference is to be selected from this large IileralllTe, it ,holl1<1 be 
E. Malinvaud, "Capital Accumulation and Efficicnt Allocation of ResollT('('s," 
Econometrica, April 1953. Cf. T. Koopmans, Three Essays on tile State of Eco
nomic Science, New York, 1957, esp. PI'. 105-26. 

23. Cf., e.g., R. M. Solow, "Notes Toward a Wicksellian Model of Dislrihlltive 
Shares," in Lutz and Hague, eds., The Theon) of Cal' ita I, London. 19()l. e,p. p. 
249: "Wicksell's procedure amounts 10 taking (Ih" \'allle of IIIP siock of capi
tal in terms of 'commoditics') as a parameter Rml ohs('('\'ing how Ih" whol" 
system's equilibrium shifts RS [this paramd"r] is vari"d." Thlls the ,kmand for 
"real net worth" is not dealt with bv 'Vichell and Ih" lllo,l,,1 Ih('r('fore ,loc, nol 
determine the rate of interest. Cf.· also J. lIirshl<'if<'f. "A Noll' on the Biihm
Wieksell TheOlY of Inlerest," Redc", of Eeollomic Stlldirs, April 19()7. 
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"Original Factors" demanded, however, that the quantity of 
capital be measured in terms of either labor or wage units 
(consumption goods). But this concept of the quantity of capital 
cannot be measured either in terms of inputs or of outputs 
without bringing in the interest rate-i.e., the "price" the deter
mination of which was to be the second step of Bohm-Bawerk's 
analysis. As the extent of the measurement difficulties gradually 
became clearer, the Austrians increasingly had to take resort to 
"special cases" where the index number problem caused only a 
minimum of embarrassment-notably the point-input point
output case, as in Wicksell's growing timber and aging wine 
illustrations. 24 But the result reached for the point-input point
output case, as Hicks points out, "does not generalize in the 
sort of way in which it might have been expected to gener
alize." 25 Bohm-Bawerk, who was far from fully realizing the 
difficulties, also attempted some analysis of the time preference 
or "abstinence" part of the general equilibrium problem, al
though he could not put the two together in a satisfactory form. 
Wicksell did not have the mentality that would allow him, once 
he had run into the snags of Bohrn-Bawerk's period of produc
tion concept, blithely to skip them and go on to the next part of 
the problem, and had very little to say about the preference 
side.28 

24. Similarly, they found it necessary to impose stationarity as a condition in 
order to extend the analysis beyond the microanalysis of the point-input point
output case. This convention proved somewhat unfortunate, since it made a con
venient target for the argument of J. B. Clark, and later, Knight, according to 
which the synchronism of inputs and outputs in a stationary state made concepts 
like the period of production or "waiting" superfluous or even meaningless with 
reference to such a state. This attack can be countered, but only with reference to 
a model in which stationarity is determined as part of the over-all equilibrium 
solution, rather than used as an arbitrarily imposed condition. As pOinted out by 
Solow in the passage quoted above, however, Wicksell's system was incomplete 
and Wicksell used stationarity as an auxiliary assumption to make it determinate. 
Consequently, the wrangle between Knight and the Austrians has proven an 
exasperating drawn-out affair. 

25· J. R. Hicks, Value and Capital, op. cit., p. 222. 

26. Cf. K. Wicksen, Lectures on Political Economy, English edn., London, 1934, 
Vol. I, pp. 207 ff. In my judgment-as the reader will in any case perceive 
below-Wicksell underestimated the Significance of whRt Cnssel had to contribute 
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It is interesting to note that, though these concepts do not 
play any important role in the capital-theoretical models which 
have received most attention in recent years, the c.'Onviction re
mains in many quarters that the characteristic Austrian duration 
problems must-somehow-be essential to the theory of capital 
and interest.27 Again and again, however, the typical Austrian 
path has been retraced by later theorists only to wind up in the 
same cul-de-sac-thus belying, it seems, Wicksell's hunch that 
"as long as the time-element is given its appropriate place, the 
starting-point for the construction of a theory of interest can be 
chosen almost at random." 28 

Of the three approaches to capital theory mentioned above, 
the two that we have associated with the names of Knight and 
Wicks ell deal principally with the production side of the prob
lem. There is a difference, however, because while Knight's 
model does determine the rate of interest independently of pref
erences, Wicks ell's theory, despite his preoccupation with the 
production possibilities aspects, cannot properly be labeled a 

to the analysis of the preference side of the interest-determination problcm. As 
pointed out by G. Arvidsson in his "On the Reasons for A Hate of Interest," 
International Economic Papers, No.6, 1956 (originally in Ekollomisk Tidskrift, 
1953), Wicksell was also too hasty in dismissing Biihm-Bawcrk's "First Ground," 
a matter of some significance, since the second and third "Grounds" left him with 
only the postulates of myopia and the productivity of increased roundaboutness. 
Arvidsson's inference that Wicksell's error in this case resulted from his analytical 
habit of imposing 'rather than determining) stationarity seems justified. 
27. Cf., e.g., Kuenne, op. cit., p. 287: "In spite of one's knowlcdge that the 
Austrian period of investment is nonoperational, it is difficult to escape the fceling 
that the 'vision' of economic process contained in the Austrians' productivity 
analysis comes closer to capturing the essence of capital than the analyses of the 
pure productivity school." Cf. Hicks, op. cit., csp. pp. 192-93, 222-24. Also, E. 
MaUnvaud, "Interest Rates in the Allocation of Resources," in F. H. Hahn and 
F. P. R. Brechling, eds., The Theory of Interest Rates, London, 1965, wherl' 
Malinvaud points out that for many purposes of qualitative comparative static 
analysis, the scalar measure of the total capital stock, with which the Austrians 
struggled in vain, will not be needed: (p. 238) '1 t is not. as R general rule, 
possible to define the period of production in nn unequivocal manner .... 
Nevertheless, it might still be possible to find a sensible criterion which would 
enable us to say whether, in passing from one [production] progrnmme to another 
neighbouring programme, the productive process is extended or shortened." 
28. Op. cit., p. 236. This is Wicksell's review of Cassel's Theory of Social Econ
omy, included as an appendix in the English edn. of the Lectures. 
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"productivity theory of int{'r{'st." It is simply an incomplctc 
theory of int{'rest, an unfinish{'d structurc. Of the three, it is 
Fisher who alone achieved a complete modd in which both the 
preference and the productivity part of the choice-theoretical 
paradigm were integrated. To the extcnt, therefore, that modern 
consumption-function theorists have drawn at all upon the older 
capital-theoretical literature, it is quite natural that they should 
turn to Fisher. The other two approaches have almost nothing to 
offer on the problem of the rate of saving. It should be empha
sized also that the three approaches mentioned are not intended 
as a general classification of theories in this area-the works of 
Cassel and Chase, for examle, simply do not fit into any of the 
three.29 

Metastatics The modem "metastatic" models are a blend of 
Walras and Fisher. Walras' static n-good system is extended to 
cover the intertemporal transformation and substitution possi
bilities elaborated by Fisher. Quantities of phYSically identical 
commodities available at different dates are treated as distinct 
goods so that with T such dates considered we have an nT
dimensional system. Once formulated in this way the model is 
handled just as the standard general equilibrium system. In 
general, certainty is assumed. Given some initial resource
constraint, the physical transformation possibilities inherent in 
current and fuhlre (foreseen) technology, and some preference 
function(s),30 an equilibrium solution is specified in the usual 
manner. The usual continuity and convexity properties of trans
formation and preference functions are assumed; imposition of 
the appropriate "tangency" (optimality) co~ditions on producers 
and consumers yield the needed supply and demand functions, 
and the condition that supply equal demand for all goods in all 
periods then determines the solution of the system. The solution 

29. G. Cassel, The Nature and Necessity of Interest, New York, 1957 (originally 
published in 1903). S. B. Chase, Jr., Asset Prices in Economic Analysis, Berkeley, 
1963. 

30. The preference functions will be defined over an mT-dimensional commodity 
space (m < n), where m is the number of consumer goods, presumably including 
leisure. 
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defines the efficient time-path. The duality-property character
istic of optimum states of the static model is found here also-to 
the optimal output and consumption vectors corresponds a given 
price vector which, under the given assumptions of certaillty, 
etc., if once established, would induce the transactors in a sys
tem where production and consumption decisions are decen
tralized to reproduce the appropriate quantity vectors. 

It is quite clear that these highly formalized models could 
hardly be further removed from the problems with which "Key
nesian" macroeconomics has to wrestle. The principal contribu
tors can hardly be accused of having made claims for its useful
ness in this area, however. Malinvaud's frank appraisal is, for 
example, that: " ... one cannot but be impressed by the inad
equacy of these models as describing the actual working of our 
economies." 31 The metastatic model is nonetheless a remarkable 
achievement. It belongs, it is true, to Welfare Theory rather than 
to "positive theory"-that is, this literature explores how the 
intertemporal allocation problem would be solved efficiently un
der highly idealized conditions, not how it is actually handled. 
This is no ground for complaints since it is the lack of such an 
ideal solution as a point of reference that accounts for much of 
the confusion in the early capital-theoretical debate. One thing 
in particular has been demonstrated, namely that the shortcuts 
to the problem typically attempted by earlier writers were, in 
fact, detours. The early capital theorists also sought the solution 
of an "idealize{l" case-assuming, e.g., perfect foreSight-as a 
first approximation. A problem with the innumerable margins of 
choice, characteristic of the nT-dimensional metastatic model, 
could not very well be tackled with the sort of numerical illus
tration to which Bohm-Bawerk, for example, was limited. Vari
ous "simplifications" were therefore sought from the start, involv
ing attempts to define aggregates such as "capital," "income," 
and "saVing," and correspondingly, an index for "the" interest 
rate. To determine the solution of the system, some single "uni
versal" equilibrium condition was envisaged such as making "the 
marginal productivity of capital equal to the interest rate." 

31. Mnlinvnud, op. cit., p. 215. 
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These "simplifications," as we have seen in the Austrian case, Icd 
to nothing but trouble. 

The modem mathematical economists who have worked on 
the metastatic model havc, in contrast, solved the more "general" 
problem first, showing that this can be done if one docs not get 
embroiled with aggregates of the kind indicated. The model, 
moreover, yields a price vector with a very large number of rela
tive, intertemporal prices, none of which has any special claim to 
being identified as "the" interest rate. In general, no normaliza
tion will be possible which would yield a single real rate of 
interest relating any two periods. Similarly, the term structure of 
own rates for a single physical commodity may be quite irregu
lar-the own-rate need not be smoothly increasing (or decreas
ing) as a function of the time-interval, nor in particular need it 
be a constant rate independent of this interval. Thus, the model 
does not depend upon the definition of aggregates and indices of 
this sort, but it does provide a framework within which it is pos
sible, if desired, to consider in a systematic manner whether such 
indices can be defined in a precise and meaningful manner. 

This type of model thus avoids the aggregation problems in
volved in such all-embracing stock concepts as "capital." It also 
avoids dealing explicitly with stock variables altogether. The al
ternatives of choice, from which "the system selects" in one fell 
swoop the optimal time-path, are formulated completely in terms 
of flow variables-time-profiles of input, output, and consump
tion streams. The chosen production programme does indeed 
imply the existence of stocks, technologically required for its 
execution. In principle, it should be possible to find out what the 
"structure of capital" will have to be at any date along the time
path. Similarly, one could in principle find out the value, in 
terms of some specified numeraire, of the stocks in existence at 
any such date. But the data thus obtained on stock quantities 
and asset values are a pure by-product of the model. The stock 
variables play no part in the analysis of behavior. As in Fisher's 
elemental two-period model, the quantities of capital goods are 
subsumed under the intertemporal productive transformation 
possibilities set which is defined in terms of "final goods." It is 
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therefore difficult to say what lessons can be drawn from these 
models in trying to solve the problem that would seem to have 
priority in "Keynesian" macroeconomics today, namely the con
struction of an integrated stock-flow theory of the income and 
capital accounts. 

Three postulates that are commonly, if not always, used in the 
construction of metastatic models will concern US: (a) the pos
tulate, mentioned above, that "consumption is the ultimate pur
pose of economic activity," (b) the postulate that the relevant 
preference function is to be specified over consumption of all 
consumer goods at all dates up to an infinitely distant hori;;ol1, 
and (c) the certainty postulate. 

(a) The postulate that consumption is the end-all of all eco
nomic activity is mentioned with surprising frequency in the re
cent capital-theoretic discussion as casually as if it were a self
evident proposition. Perhaps one can see this as a symptom of an 
accepted paradigm at last emerging in this field-of increasing 
professional consensus on what is "good" or "bad" economics in 
dealing with the problems of capital and interest. But it is not 
always clear what the postulate is supposcd to mean; it can be 
interpreted as a simple tautology defining "consumption" as em
bracing everything that is asserted to affect "utility." 

The postulate does become meaningful if interpreted as re
strictive and, more specifically, (1) as asserting that there is a 
definite subset of goods and services such that only the members 
of this set have the property of "possessing utility" and (2) as 
denying the pussibility that there are any significant sC'n'ices be
longing to this set which can only be "enjoyed" through the ac
tual possession of assets or through command over asset values 
and thus cannot be purchased or sold apart from their sources. If 
the postulate is interpreted in this way, its increasingly general 
acceptance means that a rich and diverse school of thought on 
the subject of saving is being read out of economics. We tend to 
forget how many great names in our field have maintained that 
the postulate must be denied, i.e., have argued that saving is not 
solely motivated by the desire to command "consumption goods" 
in the future. 
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Pareto, for example, viewed saving "as a product largely of in
stinctive or compulsive factors." 3~ Veblen ancI \Veber explained 
saving behavior largely in terms of social acculturation, Veblen 
stressing the prestige and power that goes with wealth in a capi
talistic svstem, Weber the Protestant Ethic. Cassel put great 
weicrht 0;1 the Veblen ian motives as well as the desire for future 

b 
consumption. Knight stressed both "instinctive behavior" and so-
cial motives for saving. Pigou postulated that the possession of 
assets yielded "amenities" which could be enjoyed in no other 
way. Knight's colleague at Chicago, Professor Simons, held a 
position closely akin to Knight's: 

Now the observable fact is that many people save instead of consum
ing, just as some smoke pipes instead of cigarettes; that it seems 
reasonable to hold that the choices are of the same order in the two 
cases. . . . There is raised here a most difficult problem of social 
psychology and culture history; and it hardly becomes the economist 
to make a pretense of competence by resort to verbal legerdemain. To 
assume that all economic behavior is motivated by desire for con
sumption goods, present and future, is to introduce a teleology which 
is both useless and false ... 33 

Models of accumulation that would take motives such as these 
into account in addition to intertemporal consumption planning 
become very complicated and unWieldy. If it is recognized, for 
example, that command over physical resources gives the social 
"power" of ordering other people about and that this is an enjoy
ment for which certain individuals are willing to forsake con
sumption goods, then phYSical assets enter the utility function. 
This has the consequence of making the expression for the inter
temporal budget-constraint quite complicated. If the "amenities" 
of being wealthy are related to the quantity of consumer goods 
which could potentially be commanded, relative prices will have 
to be introduced into the utility function and "the sharp distinc
tion between tastes and opportunities that is the central attrac-

32. Cf. R. E. Kuenne, The Theory of General Economic Equilibrium, Princeton, 
1963, p. 234. 

33. Henry Simons, Personal Income Taration, Chicago, 1938, pp. 94-99. Quoted 
from Chase, op. cit., pp. 17-18. 
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tion" of the choice-theoretical paradigm is shattered even with
out bringing in uncertainty. If "prestige" depends not just on the 
individual's wealth, but on his wealth relative to that of others, 
the interdependence of saving decisions will greatly complicate 
the general equilibrium system . . . etc. 

Since choice-theoretical saving models based on both "social" 
motives and intertemporal consumption preferences are so un
manageable, the "pure" intertemporal consumption choice ap
proach is the one usually taken. Chase's work represents the 
other extreme: intertemporal consumption planning is ignored 
altogether-traders save because they "just like to be wealthy." 
This may be too extreme to be acceptable as "the" theory of 
saving and asset prices,34 but in the absence of useful "com
promise models" Chase's model (which appears to be the only 
one of this type to have been explicitly worked out) is worth
while as an antidote to the dominant analytical approach. 

(b) The "infinite horizon" postulate of the usual mctastatic 
model is subSidiary to the postulate just discussed. The latter 
involves a means-ends distinction 35; the rationale for holding 
stocks must then always lie in futme "consumption." The "infi
nite horizon" postulate then becomes, more or less, a mathe
matical necessity (albeit a behavioral embarrassment). The 
equilibrium path of the system over a finite interval of time can
not be deduced if terminal stocks are not defincd as one of the 
conditions of the optimization problem. But any specification of 
such terminal stocks that is not made with reference to antici
pated consunlption beyond the finite horizon must be quite "ar
bitrary"-an argument which holds for any finite horizon how
ever distant. No cut-off point has anything to recommend it over 
all others. The way out of this formal dilemma is, then, to define 
preference functions "from Here to Eternity." The only deter
minate solution, which is not "arbitrary" in this scnsc, is that 
which settles the future of the system 'til Kingdom come. It is 

34. For some disturbing implications of Chase's "Simp)" Taste Approach," d. "p. 
cit., e.g., pp. 50 IF. 
35. For a further discussion of the signillcancc of this mcans-C'llds dichotomy, d. 
the introductory pages to the following section. 
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this device which makes the stock variables disappear from view. 
Once we decide to tackle the problems of capital theory by seek
ing a generalization of Walrasian static general equilibrium 
analysis, this is where we must end up. The system must be 
solved for all the future for the same reason that the static \Val
rasian model must be solved simultaneously for all "markets." 

(c) Correspondingly, the certainty assumption of the meta
static theory is the needed extension of the perfect market
information postulate of the static general equilibrium model, 
which we discussed in some detail in Chapter II. In the meta
static world, in fact, all transactions for all the future are settled 
on the Eighth Day of Genesis at the latest. What comes after 
involves nothing but the contracted delivery of goods. No dy
namic deciSion-making is involved. The metastatic theory has, 
indeed, a disturbingly teleolOgical flavor-as Simons hinted that 
a fully developed model based on these postulates would have. 
The term "metastatic" has also been chosen to denote that the 
system is not truly dynamiC. The model represents a "clockwork 
mechanism"-the term used in cybernetics for "machines" that 
are not "dynamic systems." 

Current research in the area seems in many cases to proceed 
on the assumption that the most promising route towards the 
development of a "useful" dynamic theory is to start by accept
ing the metastatic model as the basic "pure" case, and then to 
proceed by stages of successive modifications towards a more 
"realistic" theory. The stages would presumably involve first 
introducing Knightian risk-the actuarial calculus which Keynes 
spumed-and, subsequently, Knightian uncertainty. Capital the
orists have, however, frequently been wrong in the past in their 
intuitions of the best research strategy. There is some danger 
that this may tum out to be the case here as well. A cybernetist 
would certainly maintain that almost nothing can be learned 
about dynamic systems from the study of "clockworks" and that 
research based on the presumption that dynamic systems are 
modified clockworks will have little prospect of success. In 
Chapter II, we saw that relinquishing the implicit Classical 
assumption of perfect information leads to systems with a quali
tatively different-radically different-dynamic behavior, i.e., to 
"Keynesian" systems. 
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IV:3 The Wealth Effect of Interest Rate Movements 

Section IV: 1 raised the question of the value-theoretical hasis of 
Keynes' wealth effect. This is a problem in the general area of 
capital and interest. The previous section shows, however, that 
there is no such thing as "the" theory of capital and interest. 
There exists, instead, a large, heterogeneous, and difficult litera
ture filled with unresolved controversies pertaining to the central 
postulates which should be made the basis for "the" pure theory 
of capital. From this literature a set of postulates must be 
selected for the analysis of the wealth effect. 

Means and ends Our discussion of the wealth effects of in
terest rate changes will be based first on the assumption that 
"consumption is the ultimate purpose of all economic activity." 
The assumption is to be understood as restrictive, as ruling out 
certain possible types of behavior. Thus, sociological motives for 
saving of the kind discussed, for example, by Veblen and Weber 
are ruled out. The transactors of the system to be considered 
here do not save for the power, prestige, and influence which 
command over wealth "yields" in society. Nor do they accumulate 
wealth in the expectation of rewards in the hereafter (or in the 
case of Weberian Calvinists, at least to reduce post-mortem liabil
ities ). Nor do they act on the similar motives considered by 
Knight, Pareto, Pigou, and Chase, i.e., because they "just like to 
be wealthy.'" 

In the follOWing argument, "consumption" is taken to exclude 
such things as "amenity yields" or "liquidity yields" enjoyed 
through the holding of assets. It refers to a definite suhset of 
goods, "consumption goods" as distinct from "assets." Thus we 
deal with an exaggeratedly "Neoclassical" typc of value theory, 
the structure of which is characterized by an hierarchical order
ing of three mutually exclusive classes of goods: (1) consump
tior. goods from which "utility" is derived and which arc '\'alued 
for their own SaKc."; (2) the services of productive agents, the 
value of which must be "imputed" from their marginal contribu
tion to the (efficient) production of the first class of goods; (3) 
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the productive agents themselves, whence the factor services 
Bow, the value of which may also be imputed, once "the" inter
est rate is known, from the value of services which these stocks 
render over time. 

In Bohm-Bawerk's formulation, the "pure" Theory of Capital 
and Interest reduces to an "imputation of value" problem set in a 
framework of this sort. Apart from Bohm-Bawerk and perhaps 
some of his followers, it is hard to find capital theorists who are 
unambiguously committed to the above view of "what the world 
is like." \Ve must note, however, that it becomes difficult, if not 
impOSSible, to assign any definite meaning to the proposition that 
"assets are not wanted for their own sake" if some framework 
such as this is not presumed. l This conception of the capital
theoretic problem is particularly difficult to entertain when deal
ing with education and the accumulation of human capital. But 
we will deal with certain problems in the area of capital and 
interest as they used to be formulated before the recent and 
dramatic growth of theoretical and empirical interest in invest
ment in human capital. Thus, human capital is treated as a God
given endowment, in which no investment is pOSSible, but which 
is consumed in the course of the individual's life cycle. The 
consumption-accumulation decision in the following pages deals 
only with the accumulation of physical capital. 

The ordering of the three classes of goods which characterizes 
the "imputation" approach to capital theory is based on the 
notion of a definite hierarchy of means and ends. The set of 
consumption goods comprises all "ends" of economic activity. All 
choices are made with these "ultimate ends" in view. Quantities 
of consumption goods obtained in the present and in future 
periods are the only arguments entering into utility functions. 
Assets are accumulated and held solely because they are the 
"means" through which individuals can command consumption 
goods in the future. For the closed system as a whole, consump-

1. Statements of this sort could, of course. be interpreted just as trite reminders 
not to get the stock-flow dimensions confused, i.e., that if stock variables are 
included among the arguments of the utility function they must be interpreted, 
for example, as proxies for unobservahle flows. If this is all that is meant, such 
statemeD~' would appear to be mere mnemotechnic jingles. 
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tion goods cannot be commanded by direct disposal of assets, 
but only by the consumption of the factor services they "colltain" 
through their use in the production of consumer goods. On this 
societal level, therefore, factor services are an "intermediate end" 
motivating the accumulation of capital. But the "ultimate end" 
always remains "consumption." Factor services cannot be "con
sumed" and do not yield "utility"; all services yielded by every 
type of asset are factor services. 

To anyone with a secure, if unpremcditated, belief in this 
brand of capital theory, Keynes will appear at his eclectic worst 
in his discussion of the motives for saving. The General Theory 
recognizes eight such motives: "Precaution, Foresight, Calcula
tion, Improvement, Independence, Enterprise, Pride, and A\'
arice" 2 and conveys the impression that, given the time to phi
losophize on the human condition, Keynes might well have 
added to the list. Some of these motives are included in recogni
tion of the uncertainty of Man's aH'airs-a problem which we 
will ignore for the better part of this section-but it is by no 
means the case that by assuming perfect infonnation we could 
reduce his list to the one item: provision for future consumption. 
Consequently, the following discussion of the wealth e£Tect deals 
only with one element of Keynes' thought on accuIllulation and 
wealth-holding. Some will question whether it deals with the 
most important elemeut. Mrs. Robinson and Kaldor, who han' 
been the guardians of his less "purely economic" ideas on the 
subject, could make a persuasive case that it is not. This is an 
important cavea.:, but having made it, we proeecd with the prob
lem as defined. 

The sharp means-ends distinction outlinpd ahove is one of the 
devices economists use in ordcr to effect a clear separation of 
Economics from the other social science disciplines-and to put 
the problems of the latter in the ceteris lJGriblls dustbin. This 
separation can be pernicious if its artificiality is not kept in 
mind.s It is, however, largely due to this drastic abstraction of 

2. General Theory, p. 108. 

3. Cf. F. H. Knight, Risk, Uncertainty, and Profit, London, 193.1. "Pr('fae(' to the 
Re-Issue," passim. For Knight's opinion on the conventional m('ans-en,ls distinc-
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the "purely economic" from the totality of social interactions 
that economists have been able to get so far ahead of the other 
social sciences in theory construction. The clear delineation of 
what is to be considered the realm of discourse provides the 
necessary foundation for the construction of a theoretical para
digm which can be shared by the persons active in a given scien
tific field. Such a shared paradigm is in turn necessary to pre
vent theoretical conflicts from simmering on interminably-it 
provides the "rules" according to which decisions can be made 
on what constitutes the "solution" to a problem.4 

The paradigm we are concerned with here is that of the "gen
eral" theory of value, which has emerged historically on the basis 
of the twin distinctions between means and ends and between 
"economic" and "other" types of social interactions. Ex post, the 
second distinction no longer appears fundamental-the choice
theoretical toolbox proves to have its uses, not only in areas tra
ditionally regarded as in the sphere of economics, but also in 
other areas where one is willing, at least provisionally, to make a 
reasonably clear distinction between means and ends. ~ In the 
traditionally economic sphere, the paradigm has proved very 
useful in dealing with a wide range of problems-a fact which 
provides an ex post justification for the underlying abstractions 
which ex ante could with reason be regarded with a good deal of 

tion, cf., e.g., p. xiii: ''The classical economists fell into two disastrous errors 
... con~,ected with taking food and eating as the type of economic inter
est . .. etc. 

4. Cf. T. S. Kuhn, op. cit., Chapters II-V. 
5. The paradigm does not become completely useless if the hierarchy of means 
and ends (and, perhaps, intermediate ends which are the means to ultimate ends, 
etc.) is less than absolutely clear. But the "economy of thought" that its use 
aHords rapidly diminishes as one allows means to be "to some extent ends in 
themselves." It becomes increasingly more difficult to derive the logical implica
tions of the model and the results of correct deduction are more and more likely 
to be of the variety "the effects may go this way or that way depending upon 
circumstances"-where "circumstances" means a long list of "factors." The best 
illustration of this is exactly the issue in capital theory which bothers us here-in
tertemporal allocation models become extremely nasty to deal with when we allow 
saving and asset-holding to be motivated both by a desire to make provision for 
future consumption and by "enjoying" the command over assets for its own sake 
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apprehension. When a paradigm has proven itself successful in 
one area, it is always tempting to expand the realm of discourse 
within which it is applied. One must be wary of yielding to this 
cosmological temptation. It is certainly not a foregone conclusion 
that such extensions of a theory will be worthwhile, and it must 
remain a serious question to what extent this traditional price
theoretical approach can contribute to our understanding of the 
central substantive problems in the areas of Growth and Devel
opment for example. This, then, is our second caveat and of more 
importance than the first since it pertains not only to the exegeti
cal appropriateness of the follOWing line of argument, but also to 
its substantive worth. 

The question is, however, whether Keynes' wealth effect and 
his theory of Liquidity Preference has an interpretation consis
tent with "Classical" price theory. The value-theoretical para
digm will be used in an entirely traditional manner to investigate 
this question. 

The wealth effect in the context of an individual experiment 
The paradigm of the theory of individual choice consists of 
three elements: the criterion function, the initial endowment, 
and the given transformation possibilities-( a) in exchange, and 
(b) in production. The specification of all of these must include 
"future dated" values of price and/or quantity variables. All such 
expected magnitudes will be treated as single-valued. This cer
tainty-equivalent treatment of expectations means that, for all 
practical purposes, the discussion of the individual experiment 
proceeds "as if" the individual trader had access to perfect infor
mation. 

Four assumptions are pertinent to the individual criterion 
function: (1) the arguments of the function arc the quantities 
consumed at different dates, "consumption" as of a given date be
ing treated as one homogeneous good; (2) the function is ho
mogeneous of some degree in these arguments, so that indiffer
ence surfaces may be represented as radial projections (from the 
origin) of each other; (3) the function is assumed to exhibit 
strict intertemporal complementarity, the planned consumption 
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time-paths always showing the same ratio between quantities to 
be consumed ill any two given periods; (4) the consumption plan 
has a finite horizon. 8 

The initial endowment consists of a stock of income-streams, 
specified as a given sequence of gross receipts. The total gross 
income-stream with which the individual is at any time endowed 
may be considered as a sequence of expected money values with 
each item deBated by the conesponding expectcd money price of 
the consumer goods aggregate. For the most part, we will con
sider these "earnings" as accruing simply in the form of con
sumer goods bundles. 

With respect to the transformation possibilities the argument 
will proceed in two stages, dealing first with the case of ex
change transformations only and thereafter introducing produc
tive transformation opportunities. 

The meaning of "wealth" The analysis will utilize the tools 
developed by Hicks for the analysis of the effects of changes in 
the rate of interest, particularly the concepts of the Average Pe
riods of receipt streams and preferred consumption streams 
which he has used to dissect the income effects of such events.7 

Keynes' wealth effect will be interpreted as a Hicksian income 
effect of this type. Thus, we define a "wealth effect" (e.g., on 
current consumption) as an adjustment of individual (consump-

6. Both (2) and (3) are assumed merely for analytical convenience and are not 
necessary for the argument to follow. The effects of relaxing (3) will be con
sidered briefly. (3) is used here because Keynes assumed (we have argued) that 
the intertemporal substitution effects of changes in "the rate of time-discount" are 
negligible. (1) and (4) are quite central to the discussion. 

With regard to (4) we may just as well go along with the simplifying assump
tion of "zero planned bequests" made by Modigliani and Brumberg. This sets an 
arbitrary terminal stock value to the individual household's temporal allocation 
plan, but this fact is really of little or no consequence to the argument. It also 
avoids the issue of defining the variable to represent "bequests" in the criterion 
function-i.e., the question of whether the "real hequest unit" should be a "unit 
of real net worth" (as defined previously) or a "unit permanent income·stream" 
or some intermediate alternative such as a "unit twenty-year annuity." There is, as 
we know, no a priori "rationality" postulate that will settle questions of this 
sort. 
7. J. R. Hicks, Value and Capital, esp. Chapter XIV, Appendix B (where the 
tools are first developed), and Chapters XVII and XVIII. 
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tion) plans following from any event which makes the individ
uals involved "better off." The question is whether a reduction in 
the long rate of interest is such an event, as Keynes postulated. 

Before proceeding to this question we must digress, however, 
for this definition of "wealth" is different from at least two other 
wealth concepts frequently encountered in the macroliterature. 
There is, in fact, no firmly established usage at present, de~pite 
the increasing emphasis in recent years on the influence of 
"wealth" on every conceivable type of economic behavior. 

In the context of the standard one-commodity model, the term 
usually refers to the quantity of physical capital plus "real" 
financial claims held by an individual. Usually, only net outside 
claims are considered on the aggregate level, so that the first 
component i5 by far the predominant one. The quantity of phys
ical capital is, of course, a short-run constant and "wealth," thus 
measured, does not vary with changes in intertemporal rates of 
transformation. This wealth concept is irrelevant to our discus
sion of Keynes' two-commodity model. 

Alternatively, an individual's "wealth" is often defined as the 
present value of his income prospects. This variable is not just a 
constant in the short run. We will refer to it not as "wealth," but 
as "net worth." Keynes, of course, postulated that a rise in the 
value of net worth in ternlS of present consumer goods (a rise in 
"real net worth") would have a positive wealth effect on current 
consumption. The reason for nonetheless insisting upon this dis
tinction is that it would be to prejudge the issue of this section to 
identify tht present value of endowments with "wealth." A 
priori, an increase in this present value magnitude, which is due 
solely to a fall in the rate of interest, ma), have either a positi\'e 
or a negative Hicksian "income effect." 

The variable used to measure "wealth" should he some index 
of the individual's command over goods ovcr timc. R The general 
concept of "wealth" is measurable onl), as a vector-the pre
ferred vector of "amounts consumed" of alI those vectors that the 
inter temporal budget-constraint alIows. In the present case, OIlT 

8. Here "consumption goods" only, given the means-ends distinction set forth 
above. 
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restrktive assumption of strkt intertemporal complementarity 
allows us to substitute a simple scalar for this vector. But the 
present value measure of "wealth" would be uniquely related to 
this scalar variable only in special cases. 

Generally speaking, thc present value measure represents an 
index number with an extreme choice of weights-unity for po
tential consumption in the present period, zero for all others. 
The same objection applies to any other measure which indicates 
only the maximum potential consumption in some arbitrarily se
lected period. "Wealth" in such cases is measured by the inter
section of the intertemporal budget-constraint with one pat·ticu
Jar axis of the relevant commodity space (and without regard to 
the "angle" of the intersection). The axes represent consumption 
in different periods and the present value definition measures 
"wealth" along the current consumption axis. If additional as
sumptions about the time-distribution of individual endowments 
and preferred consumption time-profiles are not introduced, 
there is no basis for presuming that the intersection of the 
budget-constraint with one such axis has any particular claim to 
our attention over that accorded any other such intersection. 
With this type of wealth definition, a fall in the "rate of time
discount," for example, will always raise the value of an endow
ment of prospective streams discounted into the present, but it 
will also lower its value capitalized into some period sufficiently 
far into the future. u Without additional assumptions, there is 

9. In the present context, "Productivity and Thrift" are "impounded in the ceteris 
paribus." The deSirability of distinguishing clearly between "net worth" and 
"wealth" is perhaps nonetheless best illustrated by conSidering changes in "pro
ductivity," particularly in the context of the Knight-von Neumann class of models. 
Knight's "Crusonia plant" is both the only good consumed and the only type of 
"capital" in his model. It is assumed to grow in volume at a fixed compound rate. 
The rate of interest must be equal to the maximum potential rate of growth-a 
pure productivity theory of interest. Consequently, the present value of an indi
vidual's resources is equal to the physical volume of Crusonia plants that he 
possesses. If, then, at some moment there occurred some instantaneous technologi
cal change which raised the exponential growth rate' from, say, 3 to 5 percent, 
this would leave his "wealth" unchanged if measured in present value terms. Yet, 
as long as he had not planned to consume his entire endowment in the current 
instant (which one might perhaps argue to be impossible on dimensional 
grounds), he is dellnitely "better off" since his command over resources in general 
over time has increased. 
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nothing to tell us whether the wealth effect of the event is posi
tive or negative. 

Given the endowment of prospective receipt streams, a fall in 
the interest rate will raise the present value of net worth. The 
question is whether this would ordinarily make people in general 
better off or not. In both the Treatise and the General Theory, it 
is assumed that the representative transactor "feels richer" at 
higher capital values-i.e., that net worth changes, endowment 
constant, are typically associated with wealth effects of the same 
sign. The proposition that changes in the present value of an 
individual's endowment are associated with "wealth effects" 
which are typically~r for the representative transactor-of the 
same sign, is a statement pertaining to the system as a whole. 
Thus it implies some assumptions about the system which are 
stronger than the mere postulates of convexity of individual 
preferences, etc. Implicitly, a more specific view of "what the 
world is like" is asserted. It is the price-theoretical rationale for 
this aggregative wealth effect with which we must ultimately 
come to grips. 

Keynes versus the Keynesians on the relationship between sav
ing and the rate of interest In Keynes' theory, the intertemporal 
substitution effect of interest rate movements is not entirely 
absent, but it is assumed to be very weak. But his wealth effect is 
assumed to affect current consumption in the same direction as 
the substitution effect. There remains, therefore, a significant 
inverse relati Jnship between consumption and interest. This de
pendence of the propensity to save out of current income on 
(long) rates of interest was one analytical reason, albeit not the 
main one, for Keynes' life-long belief in the efficacy of low rates 
in stimulating economic activity. Hence, it is also one of the rea
sons why the General Theory devotes so much space to the expo
sition of the factors which in Keynes' view cause long rates to 
be inflexible in the short run and thus tend to "neutralize" the 

Note also that this is the type of model in which the ahove two approache, to 
the measurement of "wealth .. -the present physical stock of capital and the 
present real value of capital-would be interchangeable. 
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interest rate mechanism which would otherwise contribute to the 
stabilization of aggregate demand and employment. 

There is hardly a sharper contrast to be found between Keynes 
and the income-expenditure theorists than that betwccn the two 
positions on this matter. Keynes' belief in the potentially power
ful effect of intt'rest rate movements made him regard the ques
tion of why the rate of interest would not "equalize saving and 
investment" as one of the cmcial questions of macrodynamic 
theory. He was preoccupied with providing as effective an an
swer as possible to it. The early "Keynesians," on the other hand, 
tended to regard the answer as completely self-evident, so se1£
evident that it destroyed the original question by depriving it of 
analytical meaning. But the answer which they presumed was 
quite different from that given by Keynes. In the early income
expenditure literature, the emphasis is not on the short-mn in
Hexibility of the interest rate. Apart from the Liquidity Trap 
case, the interest rate may vary "all over" but, it was argued, 
interest effects on both saving and investment are at best of only 
secondary magnitude, at least "within the normal range of inter
est Huctuations." In this view, the problem was not that the in
terest rate does not move, it was that such movements have no 
appreciable effects on the system's "real" variables. lO 

10. The proposition that the interest-elasticities of both saving and investment are 
insignificant within the "normal range" of interest variations puts a heavy burden 
on the interest-elasticity of the liquidity preference function. It is far from obvious 
that the presumption of a relatively restricted range of variation is compatible 
with the assumption of highly interest-inelastic investment and saving functions. 
Why should there be such a narrow "normal range" for a price which hardly 
affects people's "real" behavior? 

Note that, by and large, the burden falls on the "transactions demand" for 
money. The assumption of inelastic expectations underlying Keynes' speculative 
demand are hard to rationalize in the context of a system where interest does not 
affect savings and invesbnent-people's "real behavior" as the income-expenditure 
literature would have it. From a purely algebraiC standpoint, there is nothing to 
prevent us from incorporating both a "speculative demand" for money and 
interest-inelastic "real" demand functions, but on a "deeper" economic level the 
two elements of the model seem incompatible. Fortunately, the ill-understood 
process which generates economic doctrines, seems at least to have the reassuring 
property of ultimately bringing such "deeper incompatibilities" to the surface. In 
recent years this has also happened with this issue: Keynes' speculative demand 
has fallen into disfavor and the arguments advanced against it are, indeed, based 
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The interest effect on the saving-propensity was frequently 
dismissed in such an offhand, impressionistic manner by the early 
"Keynesians" that it is difficult to ascertain the underlying com
bination of assumptions with respect to wealth and substitution 
effects on which the postulate of interest-inelasticity rests. One 
particular argument appeared with such frequency, however, 
that it ought to be considered here. Professor Klein has recently 
sought to revive it: 

We disposed of the interest effect on savings or consumption early in 
the Keynesian debate by means of a logical argument showing that 
the effect could go either way ... depending upon the rational 
choice of savings plans by individuals.11 

The logical argument to which Klein refers suggests that the 
wealth effects of reductions in long rate may be predominantly 
negative and that consequently wealth effects and substitution 
effects tend systematically to offset one another. This, then, runs 
directly counter to Keynes' belief that both effects would gener
ally work in the same direction. 

It had long been recognized that for some transactors the 
wealth effect of a reduction in interest will be negative, tending 
to reduce present consumption. Marshall's exposition of this pos
sibility, for example, was often cited by the early Keynesians. 
Marshall's case assumed an individual who had set himself a 
fixed wealth-accumulation target defined in terms of an income
stream of a given sum per year indefinitel!J.12 For the follOWing 
discussion it is important to note that the standard illustration of 
a negative wealth effect from a lowering of the intprest rate pre
sumes that saving constitutes a demand fOT "permancnt'" incomc-

on the presumption that there are no strong IlIlderl) ing ""real factors" to justif,· 
strong beliefs about some ""normal" level of long rate. This criticism of K('y"('s 
will be discussed in Chapter V. At this pOint, we only note that it n(,c(,ssarily 
raises the question why past observed movements of long rate do, after all, S('('III 

to have been confined within a relatively narrow "nonnal range." 

11. L. R. Klein, "Comment" (on H. C. Johnson, "The General Theory ... ," 0T', 
cit.), American Economic Review, May 1961, p. 25. 
12. Cf. A. Marshall, Principles of Economics, 8th (variorum) edn., London, 1961, 

p.235· 
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streams. Implicitly, the individual's criterion function extends in 
time to inRnity. As pOinted out above, "wealth" will be posi
tively, rather than inversely, related to the interest rate if the 
transactor is more interested in the command over consllmption 
goods whieh his endowment makes possible at points in time 
which lie on the average far into the future, than he is in the 
"real value" of the endowment streams discounted into a period 
close to the present. This would be the case, for example, for 
households in the early part of their life cycle that have yet to 
transform their ineVitably wasting human assets into non-human 
capital on which to live after retirement when the original en
dowment of human capital has been "run down." These people, 
then, will be made "poorer" by a lower interest rate-having 
planned to purchase (direct or indirect) claims on capital goods, 
they become worse off when the prices of sources of future in
come rise relative to current and near-future consumption. 

Having taken note of this possibility, it was still Marshall's 
considered judgment that present consumption and the rate of 
interest were likely to be inversely related in the aggregate, al
though he deemed the relation to be rather weak. In the early 
Keynesian literature, the discussion seems seldom to have gone 
beyond mentioning the point that for some transactors the 
wealth effect will go in the direction opposite to the substitution 
effect. The position indicated by Klein appears not to have been 
uncommon, i.e., the theorist "ought to" dismiss the interest effect 
on aggregate saving on grounds of "equal ignorance": some 
transactors will curtail, others will increase their current con
sumption when faced with a decline in the rate of interest. This 
type of argument makes it difficult to infer what Significance was 
attributed to the wealth effect on the individual experiment 
level. Usually, it was explicitly assumed that the inter temporal 
substitution effect was weak enough to be ignored-a position 
which we have argued was shared by Keynes. With the excep
tion of Hicks, no one seems to have attempted a systematic 
appraisal of the wealth effects. In order to justify the postulate of 
a zero total interest effect, the assumption should be that indi
vidual wealth effects approximately cancel in the aggregate
with enough of a net wealth effect to offset also the weak substi-
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tution effect. Since the matter was seldom considered in any de
tail, however, this is only an ex }Jost rationalization of the posi
tion. It does not allow us to infer whether individual wealth 
effects were regarded as potentially quite sizable, though offset
ting, or as negligible and offsetting. 

The I-licksian analysis Hicks is to be credited for providing 
the analytical tools necessary to give some precision to the no
tions of "nearer" versus "farther" future on which the wealth 
effect issue is now seen to hinge. His method of dealing with the 
"income effects" of interest changes starts from the problem of 
calculating income-"wealth" in our teminology-which "con
sists in finding some sort of standmd stream of values whose 
present capitalized value equals the present value of the stream 
of receipts which is actually in prospect." 13 Events which make 
it possible for the transactor "to raise the standard stream, stilI 
keeping it to its old standard shape, but raising it throughout," 
have positive income effects. In the general case, the substitution 
effects of interest changes will mean that the "shape" of the 
standard stream varies with interest rates. In the special case of 
a "fixed coefficient" utility function, which we are assuming here, 
references to the "standard shape" of the planned consumption 
path are perfectly unambiguous. It permits us to choose a cer
tain (arbitrary) amount of period 1 consumption as defining the 
"unit standard stream." The corresponding quantities of goods 
consumed in other periods are then also defined by the assump
tion of "fixcLl proportions." Any evcnt, then, which permits com
mand over a greater number of such unit streams is said to have 
a positive wealth effect, since this unit provides a scalar measure 
of which the individual's "utility" must )(' a monotonic function. 

The question then is whether, with given prospective receipt 
streams, the representative transactor will be ahle to comm:md a 
greater or smaller number of standard streams after a decline in 
the interest rate. 

13. Value and Capital, p. 184. Quotations helow for which no rcfer(,l1(,(,s are 
given are taken from pp. 184-88, comprising Appendix B of Hicks' Chapter 
XIV. 
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\\'e deal first with the case in whieh the individual can only 
transform his endowed streams through exchange and has nl> 
productive transfomlation opportunities. He is considered to 
hold title to a number of specific capital goods which, together 
with his sales of labor services, are going to yicld a given series 
of gross receipts. At some initial interest rate this stream has a 
certain capital value, x. If the rate of interest falls, the capital 
value of the same sequence of gross receipts increases to x'. The 
time-profile of receipts is assumed "frozen" in the sense that, 
once the new interest rate is established, it is not possible for the 
trader to rearrange the stream over time in such a manner that 
its present value would exceed x'.H He is, however, able to re
distribute receipts over time, e.g., by selling off capital goods or 
by reinvesting gross earnings at the going rate of interest, etc., in 
any of a large number of ways which preserve the capital value 
x'. The assumptions are contrived, but allow us the convenience 
of starting with the simple case in which the individual's original 
endowment can be represented as a single point in the com
modity space. Changes in the rate of interest merely rotate the 
intertemporal budget-constraint around this fixed point. 

\Vhether a reduction in interest has a positive, a negative, or a 
zero wealth effect now becomes, as Hir:ks has shown, a matter of 
the relation between the Average Periods of the receipt stream 
and the standard stream (consumption plan). A reduction in in
terest raises the present value of any receipt stream which in
cludes some future receipt, but also raises the "present cost" of a 
given standard stream. The individual is better off only if he can 
purchase a greater number of unit standard streams than before 
at the new interest rate. Thus, if the cost of a unit standard 
stream increases by a smaller proportion than the capital value 
of receipts, the wealth effect is positive. The direction of the 
wealth effect consequently depends upon the relative interest
(or discount factor) elasticities of the two streams. The measure 

14. I.e., while capital assets are durable, Iheir services are re~arded as "perish
able." Use and age depreciation functions for both human and non-human assets 
are assumed to be such Ihat opportunities for profitably "stretching out" Ihe 
consumption of existing assets over a longer time· period are nonexistent. 
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of this discount factor elasticity has, as Hicks demonstrates, the 
dimension of time-its arithmetical value represents the "average 
period" of the stream. 

In comparisons between streams which have constant flow 
rates over time ("rectangular time-profiles"), the longer stream 
will have the greater interest-elasticity of present value. Hicks' 
concept of the Average Period is the generalization of this well
known fact to streams with more complicated time-profiles. The 
streams considered here consist of time-sequences of money val
ues with each item deBated by some anticipated money price of 
consumer goods corresponding to the date of each item. The 
Average Period is a weighted average of the temporal distances 
by which the various payments (or receipts) in a given stream 
are deferred from the present. The weight applicable, for exam
ple, to a payment due two years hence would be the present value 
of that Single payment divided by the present value of the entire 
stream (or "the share of the two-year deferred payment in the 
total present value of the stream"). Thus, the Average Period is 
the "average length of time for which the various payments are 
deferred from the present, when the times of deferment are 
weighted by the discounted values of the payments." The arith
metical expression for this index of the Average Period is iden
tical with the expression for the discount factor elasticity of pres
ent value of the stream. It should be noted that the discount 
factors do not cancel out in the calculation of the index-the 
average period even of a "frozen" stream will vary (positively) 
with the dLcount factor (and thus inversely with the interest 
rate). This lesson was dmmmed in in the course of the dehate 
over the Austrian theory of capital-"averagc roundaholltness" 
or the "average period of production" cannot be uniquely defined 
independently of the interest rate. 

The Hicksian tools are most simply illustrated in the context of 
the Fisherian two-period case. In the figure, the initial budget
constraint is indicated by the line x;-x~; planned consumption 
is (c;, c;) at a utility level V = V'. The indifference cur\'(' 
reBects our assumption of perfect complementarity of period 1 

and period 2 consumption. Two alternative "frozen" receipt 
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'*-----U = U' 

c~ 

streams are indicated by LE and SE, the former having a longer, 
the latter a shorter average period than the standard stream. In
dividual "wealth," given the homogeneity of the utility function, 
is measured from the origin along O-A. With the present com
plementarity assumption, we have chosen to measure it, instead, 
in number of "unit standard streams"-O-c1-along the X1-
axis. 

A decline in the interest rate is represented by a counter
clockwise rotation of the budget line around the relevant endow
ment point. Hence, if LE represents the endowment stream, a 
reduction in interest will have a positive wealth effect. It enables 
the individual to move to a higher indifference level along O-A. 
If the budget-constraint were rotated around SE, however, it 
would intersect O-A nearer to the origin and the wealth effect 
would be negative. Note that if we have two individuals one of 
whom had the endowment LE and the other SE, and if both had 
the same homogeneous utility function (i.e., "in the absence of 
distribution effects"), wealth effects of changes in the interest rate 
would cancel-"aggregate" current consumption demand would 
be unaffected. The effects on aggregate demand will be exactly 
zero when the average period of the two endowments together 
equals that of the "representative" standard stream. In the sys
tem comprising just these two individuals, the interest rate 
would thus be in neutral equilihrium. This curious result is due 
simply to the fact that, in addition to assuming offsetting wealth 
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eHects, we have contrived to assume away intertemporal suhsti
tution eHects both on the production plan and on the consump
tion plan. 

Substitution eHects on the production plan will enter in as 
soon as we consider "unfreezing" the endowment streams. If, 
then, individual Y is instead endowed with a production possibil
ities set smoothly concave to the origin, etc., and tangent to the 
initial budget-constraint at LE, the decline in the interest rate 
will induce him to choose a new production plan along this 
locus. The new production plan would yield a gross receipt 
stream with a longer average period than LE (whether the 
comparison is made at the old or at the new interest rate). Al
lOwing a degree of intertemporal substitution in the production 
plan in this manner will, as a consequence, amplify the positive 
wealth eHect experienced by this individual. If the other indi
vidual, Z, similarly has production possibilities tangent to the old 
budget line at SE, his adjustment of the production plan will 
moderate the negative wealth effect of the change in interest. In 
this case, therefore, the wealth effects would not cancel, al
though for the two traders together, the average period of the 
sum of their receipt streams was initially equal to that of their 
summed consumption plans. Even without allowing any substi
tution effects at all on consumption plans, the decline in the rate 
of interest will here cause a rise in the "aggregate demand" for 
current consumption. 

The following noints should be emphasized: The average pe
riod of a "frozen" stream is lengthened by a decline in the inter
est rate. This eHect is purely arithmetic-it results from the 
changes in the weights used to compute the average period in
dex. A decline in interest wiIJ also tend to lengthen the produc
tion plan and thus the average period of the proceeds of the 
plan, whether computed at the old or the new rate. This is a 
behavioral effect-a matter of the adjustments which producers 
are induced to undertake by the changc in the rate. Notc that on 
the present assumption of strict complcmcntarity of utilit~· fUllc
tions, the consequences of such substitutions on the production 
side, viewed from the consumption side, appear pun'ly as wealth 
eHects. If substitution effects on the consumption plan are "al
lowed," the effect of a fall in interest will be to shorten the 
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average period of such plans. Thus, changes in the rate of inter
est tend to shift the average periods of production plans (receipt 
streams) and consumption plans (standard streams) in opposite 
directions. The implication of this is that it is not enough to con
sider the initial relation betwecn thc two averagc periods; if, for 
example, a consumer's receipt and standard streams initially 
have the same average period and not both have "frozen" time
profiles, a decline in the interest rate will still have a positive 
wealth effect. 

The point just made could be utilized to provide a possible 
rationalization of the assumption that reductions in the rate of 
interest from an "historically customary" level will not have 
much of an effect on consumption "within a normal range." If 
the average period of the representative trader's standard stream 
exceeds that of his prospective receipt stream at the "customary" 
interest level, a fall in the interest rate would make him "poorer" 
and imply a negative wealth effect on his demand for current 
consumption. Independent households belonging to the younger 
age-groups would be affected in this manner. The effect on older 
households, with the head near retirement, would normally be in 
the opposite direction. The substitution effects would go in the 
direction of increased current consumption for all households. 
The net interest effect on aggregate current consumption might 
then be weak or nonexistent within a certain range. The lower 
the interest rate falls, however, the more general the incidence of 
positive wealth effects and the stronger such effects, reinforcing 
the substitution effect. It might then be argued that the point at 
which the total interest effect on aggregate consumption be
comes strongly positive constitutes the lower bound to the "nor
mal range" of interest variation. Such a lower bound should 
exist-Cassel's argument for the "Necessity of Interest" is an ar
gument for its being at a positive level of long rates-since the 
increased demands for both investment and consumption which 
come into play at low rates, somewhere must nm into the aggre
gative current resource constraint. But to my knowledge, the 
proposition that the consumption-income relation is interest
inelastic has not been advanced on grounds such as these. The 
above argument, while it implies such inelasticity for a certain 
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range of interest, is also based on premises which affirm the posi
tion that, in general, interest rates significantly affect economic 
behavior. 

The Hicksian concepts of "crescendo" and "diminuendo" 
should also be mentioned. If the total length of a transactor's re
ceipt and standard streams are equal, the average period of one 
can only exceed that of the other if the former stream is rising 
through time relative to the latter.l~ The uses to which Hicks 
puts his analytical apparatus are by and large restricted to cases 
in which differences between the average periods of income and 
outgo are due to diminuendos or crescendos in this manner. 16 

This restricted use of the apparatus implies that receipt streams 
and standard streams are assumed to be of the same over-all 
length. Hicks also concentrates on cases involving two perpetual 
streams, a procedure which must be linked to the income con
cept of Value and Capital. 

Wealth effects and the "representative" transactor Keynes 
postulated that his "windfall effect" would apply to the system as 
a whole. This Second Psychological Law states an assumed prop
erty of the aggregate consumption function. This means that 
individuals who experience a positive wealth effect from a faJl in 
the rate of interest outweigh in the aggregate those who are 
made worse off by such an event. Is it possible to make a logi
cally consistent case for the possibility of positive aggregati\'e 
wealth effects? If such a case cannot be made, the attempt to 
find a rationalization of Keynes' windfall effect by the present 
route of inquiry must be abandoned. 

15. It is always assumed that the present values of the two ~treams h('ing rol11-
pared are held equal. This is simply the assumption that traders always choose 
points on their perceived intertemporal budget-constraint •. 
16. Compare also his use of these tools in Capital and Growth, Oxford, 1965. r'p. 
Chapters XX-XXII. The Average Period analysis has hren one of th(' I('asl wideh
recognized contributions of Vallie and Capital, and has seen liltle if any \lse e,"en 
by Hicks himself in the more than two decades whiC'h srl'arate~ thes(' two works. 
Hicks' discussion of these concepts in Value and Capital tendrd, in fact, to mini
mize their usefulness. In the present context it is therefore of SOIllC intrr .... t that 
he has so recently chosen to rCS\lTTect this part of his carly work in dealing with 
problems which are today much in fashion. 
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average period of SHch plans. Thus, changes in the rate of inter
est tend to shift the average periods of production plans (receipt 
streams) and consumption plans (standard streams) in opposite 
directions. The implication of this is that it is not enough to con
sider the initial relation between the two average periods; if, for 
example, a conswner's receipt and standard streams initially 
have the same average period and not both have "frozen" time
profiles, a decline in the interest rate will still have a positive 
wealth effect. 

The point just made could be utilized to provide a possible 
rationalization of the assumption that reductions in the rate of 
interest from an "historically customary" level will not have 
much of an effect on consumption "within a normal range." If 
the average period of the representative trader's standard stream 
exceeds that of his prospective receipt stream at the "customary" 
interest level, a fall in the interest rate would make him "poorer" 
and imply a negative wealth effect on his demand for current 
consumption. Independent households belonging to the younger 
age-groups would be affected in this manner. The effect on older 
households, with the head near retirement, would nOlmaIly be in 
the opposite direction. The substitution effects would go in the 
direction of increased current consumption for all households. 
The net interest effect on aggregate current consumption might 
then be weak or nonexistent within a certain range. The lower 
the interest rate falls, however, the more general the incidence of 
positive wealth effects and the stronger such effects, reinforcing 
the substitution effect. It might then be argued that the point at 
which the total interest effect on aggregate consumption be
comes strongly positive constitutes the lower bound to the "nor
mal range" of interest variation. Such a lower bound should 
exist-CasseI's argument for the "Necessity of Interest" is an ar
gwnent for its being at a positive level of long rates-since the 
increased demands for both investment and consumption which 
come into play at low rates, somewhere must run into the aggre
gative current resource constraint. But to my knowledge, the 
proposition that the consumption-income relation is interest
inelastic has not been advanced on grounds such as these. The 
above argument, while it implies such inelasticity for a certain 
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range of interest, is also based on premises which affirm the posi
tion that, in general, interest rates significantly affect economic 
behavior. 

The Hicksian concepts of "crescendo" and "diminuendo" 
should also be mentioned. If the total length of a transactor's re
ceipt and standard streams are equal, the average period of one 
can only exceed that of the other if the former stream is rising 
through time relative to the latter.l~ The uses to which Hicks 
puts his analytical apparatus are by and large restricted to cases 
in which differences between the average periods of income and 
outgo are due to diminuendos or crescendos in this manner.16 
This restricted use of the apparatus implies that receipt streams 
and standard streams are assumed to be of the same over-all 
length. Hicks also concentrates on cases involving two perpetual 
streams, a procedure which must be linked to the income con
cept of Value and Capital. 

Wealth effects and the "representative" transactor Keynes 
postulated that his "windfall effect" would apply to the system as 
a whole. This Second Psychological Law states an assumed prop
erty of the aggregate consumption function. This means that 
individuals who experience a positive wealth effect from a fall in 
the rate of interest outweigh in the aggregate those who are 
made worse off by such an event. Is it possible to make a logi
cally consistent case for the possibility of positive aggregative 
wealth effects? If such a case cannot be made, the attempt to 
find a rationalization of Keynes' windfall effect by the present 
route of inquiry must be abandoned. 

15. It is always asswned that the present values of the two streams hcing com· 
pared are held equal. This is simply the assumption that traders always choose 
points on their perceived intertemporal budget-constraints. 
16. Compare also his use of these tools in Capital and Growth, Oxfon1. 1965. ('<p. 
Chapters XX-XXII. The Average Period analysis hns heen one of thc least wi tiel., 
recognized contributions of Vallie and Capital, and has sccn Iittlc if any lISe ('\'en 
by Hicks himself in the more than two decades which separates these two works. 
Hicks' discussion of these concepts in Vallie and Capital tended. in fact. to mini
mize their usefulness. In the present context it is therefore of som(' inlcrest that 
he has so recently chosen to resurrect this part of his early work in dealing with 
problems which are today much in fashion. 
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As with so many of the disputed issues in capital theory, the 
difficulty is that it cannot be settled within a framework which 
relies o'nly 011 those very general assumptions which usually 
prove sufficient in "pure" statics. If one refuses to assume any
thing more than that the relevant production opportunities and 
utility functions have the usual convexity properties, no conclu
sions can be drawn with regard to the sign of the wealth effect. 
Some more restrictive assumptions are required. It is difficult to 
ascertain what Keynes' position was in this respect, for while he 
did assert that reductions in interest have a positive wealth 
effect, nowhere did he, as far as I know, attempt systematically 
to derive this proposition from explicitly stated capital-theoretic 
premisesY Any interpretation of his views must therefore be 
somewhat speculative-a fact which must be openly stated, 
although it is unlikely to be overlooked. Cassel's analysis of the 
issue is far more thorough than Keynes'. It seems warranted to 
rely to some extent on Cassel; we know that Keynes had studied 
Cassel's work and was influenced by it. 

On the interpretation pursued so far, Keynes' aggregative 
wealth effect requires the assumption that, for a predominant 
group of households, the average period of anticipated receipts 
exceeds that of planned consumption. Put simplistically, the 
representative wealth-owner in the Cassel-Keynes world carries 
his wealth in the form of income-streams that are on the average 
"longer" than his preferred consumption stream (or standard 
stream). This seems a rather staggering generalization to make. 
Nonetheless, this must be the general import of the "stronger 
assumptions" which we have to look for. By inquiring into the 
possible rationale for such a position we will be able to obtain a 
more concrete picture of the kind of world that Keynes envi
sioned. In terms of standard "Keynesian" doctrine, it is a quite 
unfamiliar world. 

17· Beginning in Chapter III, we have steadily emphasized Keynes' preoccupation 
with time-to-maturity or durability as the most significant "property" of assets. 
The importance Keynes attached to this dimension of asset structure is obviously 
Significant here. Cf. also General Theory, Chapter 16, "Sundry Observations on 
the Nature of CapitaL" Keynes' discussion is too sketchy to he made the basis for 
a sys~;matic interpretation of his (implicit) theory of capital. But it is significant 
that whereas Keynes (like Cassel) was quite critical of Bohm-Bawerk, his "ob
servations" on capital stress the roundaboutness notion of the Austrians. 
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The considerations relevant to the issue fall neatly into two 
categories. We consider first those pertaining to the length of the 
standard stream, and second, those pertaining to the anticipated 
receipt stream. 

The duration of the standard stream Having introduced 
Hicks' analysis it is incumbent on us to note that Hicks himself 
took the position that wealth effects ought to cancel in the 
aggregate and could therefore be ignored in the analysis of the 
system as a whole. Is His position is, without doubt, the primary 
reason why his analysis of average periods has not excited much 
interest. The grounds on which he based this position are not 
entirely clear. The point which is relevant here concerns the in
come concept of Value and Capital. 

Hicks' concept of income--of which he considered three 
slightly different varieties-was that of net income. It was by the 
same token a permanent income concept. The use of net income 
as the relevant measure of the individual's command over re
sources implies a utility function defined up to an infinitely dis
tant horizon. If the standard streams are to be considered as net, 
permanent streams-meaning that consumption plans extend to 
Kingdom come-then positive wealth effects from reductions in 
interest cannot be attributed to receipt streams simply being 
"longer" than standard streams. An immortal trader does not 
benefit from a rise in the price of the consols he holds. The sim
plest, most straightforward rationalization of Keynes' wealth 
effect would then l'e ruled out. 

This predilection for a net, permanent income concept one en
counters almost everywhere in the capital-theoretic literature. 
The reason for this is of course that a gross receipts measure of 
income will not do-a transactor's gross receipts over an arbi
trary period do not represent "what he can afford to spend" on 

18. One should note that he proceeds in much thc samc manner to dismiss th(' 
income effects of price changes when going from the micro- to thc macro-anal~'sis 
of his static general equilibrium model. The assumption, then, is that SOJ11('()I1("S 

gain must be somebody else's loss and that while "redistributi\'c ('ffcets" on the 
market excess demands for various commoditics may result, these eff('cts arc en
tirely unpredictable and should therefore be ignored. We ha\'e previously noted a 
similar argwnent made by Hicks in yet another place, namely with rcgard to the 
effects of trading at "false prices." Cf. Chapter II: I, 
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consumption. From the obvious fact that gross receipts are gen
erally un inappropriate indicator of the relevant budget
constraint, it does not follow, however, that net income is the 
right measure. W Net income is the rate of consumption that 
could be maintained ad infillitum. In a world where transactors 
do not live and consume forever, there is no obvious rationale for 
this income concept, and the value-theoretical concept of 
"wealth effect" should not be tied to it. It is unfortunate that the 
habit of using this variable has become so entrenched in the 
field. 

Tuming to Keynes, there is then one point on which we are on 
fairly firm ground as things go in this field: Man is mortal and 
Woman only slightly less so. There will be an end to the 
consumption stream. Inconvenient as this proposition is in meta
static welfare theory, it has its place here. One does not neces
sarily have to go along with the convenient assumption that 
households plan no bequests at all. Cassel reveals his firm faith 
in the strength of the "inverse" wealth effect of interest rate 
movements (once relatively low rates are reached) by permit
ting his representative transactor to take an interest in the con
sumption needs of his children. But he had to draw the line 
somewhere-his theory demanded that the consumption streams 
demanded by savers not be of infinite length: 

More cannot reasonably be asked for. It would simply be absurd to 
consider and try to provide for the needs of our grandchildren or for 
still more distant gcncrations.20 

19· In general, it is not rational for a transactor to act as if he could alford to 
consume all of his gross receipts in any given short period, but lifetime gross 
receipts are surely a different matter. Rational behavior does not require that 
individuals leave all of their "capital" behind them untouched. 

20. The Nature and Necessity of Interest, p. 142. Cassel concentrated on an 
objective which is of rather peripheral interest herc---namely, that of proving the 
virtual impossibility of a zero level of long rate. To show that a zero rate would 
be incompatible with current resource-constraints, he hammered away at two 
points: (a) that substitution effects on production plans become very powerful at 
low long rates (the discussion here resembles the more recent exposition of Bailey 
in many particulars), and (b) that, even apart from readjustments on the produc
tion side, the inverse wealth effect will also be of great magnitude at low rates. 
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On the consumption-plan side of the problem, the net income 
concept must thus be rejected. Here the principal tenet of the 
Cassel-Keynes position must be that the utility function is trun
cated and the standard stream definitely of fillite length. 

The duration of receipt streams 
receipts from human capital, and 
capital. 

We will consiuer in turn (a) 
(b) receipts from non-human 

(a) The time-profile of receipts from human capital consti
tutes the principal point against the simple interpretation of 
Keynes' idea sketched here. If people save principally for their 
own retirement, it must be recognized that at least one com
ponent of the total prospective receipt stream-labor earnings
has a total length shorter than the standard stream. The point 
has already been made that for the younger, economieally active 
age-groups-whose wealth will consist principally of human 
capital-the wealth effect will be positively rather than inversely 
related to the interest rate. Also, for the system as a whole, the 
human capital of active generations will be a substantial COI11-

ponent of the wealth of the nation.21 

Cassel's early fame rested in fact to a substantial extent on his elegant demonstra
tion of the latter point. 

In arguing the Necessity of Interest, Cassel did not stack the cards in his own 
favor. He admitted, for example, various reasons why assets were likely to he 
demanded "for their own sake"-an admission which clearly introduces factors 
tending to raise the prices of income-streams and thus to lower rates of return 
relative to the levels imr lied by models in which such hehavior is ruled out. lie 
considers, for example (p. 143): " ... a great capitalist ... [whol simply 
accumulates for the sake of accumulation. There m~)' he \'arious reasons for doing 
this; pure vanity and a desire to rise in the estimate of what is called 'SOciety'; the 
demand of the born leader of industry to direct, to govern, and to have a field of 
work large enough for his activity and energy ... " etc. Compare A. C. Pigou. 
"Economic Progress in a Stable Environment," Economica, Aug. 1947, section III, 
in which Pigou builds his famous exposition of "Keynes' Day of Judgment" on 
postulates of this type. 
21. We regard the aggregate consumption function as the sum of the 
consumption-expenditure functions of heads of households (or their wi\'('s). The 
"impoverishment" of dependent children due to a fnll in long rates is thus iTTe),.
vant to the present issue. In view of the popularity of m('tastatic models with 
infinite time-horizons, it is perhaps still more urgent to point out lhal unborn 
generations have little opportunity to make their preferences effective in pre.,ent 
spot and forward markets. 
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(b) With regard to the average period of the streams accru
ing to non-human capital, the first thing to considcr is Keynes' 
insistence on the long-tenn nature of the "representative" phys
ical assets. The great bulk of material wealth consists of very 
long-lived investments: 

Much the greater part-probably not less than three-quartcrs-of the 
Fixed Capital of the modern world consists of Land, Buildings, Roads 
and Railways.22 

And again: 

Almost the whole [sic] of the fixed capital of the world is represented 
by buildings, transport and public utilities.23 

Thus, the types of physical assets on which Keynes laid the 
greatest emphasis are classes of capital goods with an economic 
lifetime exceeding that of the average household. The effects of a 
reduction in the long rate are not due merely to the increased 
value in terms of standard streams of the inherited stock of capi
tal. As has already been pointed out, the lengthening of produc
tion plans made profitable by the reduction in interest will also 
have wealth effects on consumption plans. Though not yet real
ized, such investment prospects are a relevant part of the trans
formation possibilities of the "representative" transactor. The bud
get-constraint is not just rotated around the point representing 
the endowment of streams inherited from the past-substitution 
possibilities in the production plan allow it to be shifted outward 
as well. Cassel relies heavily on this point. 

As a counterweight to this argument, it may then be pointed 
out that the system's material wealth includes more than long
lived capital goods and rent sources. There are also inventories 
and equipment to consider-the "representative" types of capital 
goods of income-expenditure theory. On the one hand, then, we 
would have the long streams-land, structures, and the rest
and, on the other, prospective labor earnings, inventories, and 
equipment. We may perhaps assume that the former group of 

22. Treatise, Vol. II, p. g8. 
23. Op. cit., p. 364. 
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assets has, on the average, a lower, and the latter a higher, rate 
of turnover than the average rate of turnover of the "stock of 
households." Since people do not generally work all of their 
adult lives, for example, it is clear that the labor force turns over 
faster than the population of households. And the turnover of 
stocks of consumer durables and producer durables are of course 
a good deal higher still. The average period of the gross streams 
from such assets is much shorter than that of the representative 
standard stream. If the issue were to be decided on the basis of 
such necessarily rough and very impressionistic comparisons of 
the duration structure of the system's human and material capi
tal with the desired standard stream of its "representative house
hold," Keynes' position on the wealth effect of interest move
ments would seem dubious to say the least. 

Such a comparison is, however, not appropriate. One should 
recall Keynes' habit of referring to physical capital as "securities" 
when dealing with its store of value function. Much of the sys
tem's short-lived productive capital equipment is in fact financed 
through equities. The average period of the gross streams in 
prospect, given the collection of physical resources held by a 
corporation on a given date, may well be shorter than the aver
age period of the representative standard stream. But this is not 
the relevant consideration if the claims on this part of the sys
tem's real resources, which households as the ultimate owners 
hold, are in the form of equity shares, which are to be regarded 
as perpetuities.24 

It is, in fact, tempting to borrow an argument from Knight at 
this pOint. We cannot accept Knight's theory in its entirety. Two 
of the three positions for which Knight is so well known are 
quite alien to the whole structure of the present argument: (a) 

24. Inventories are usually not equity-financed, but financed by loans through 
financial intennediaries. But it should be pOinted out that the preferred portfolios 
of households will be "shorter" than the average period of consumption plans. i.e., 
shorter than would have been demanded under conditions of perfect infonnntion 
and foresight. In particular, households will demand R substantial \'olume of 
deposits of all kinds-Keynes' "money." 

The present discussion is of relevance also to the LiqUidity Preference theoT)' of 
financial intennediation and the tenn structure of interest. This subject, howe\'er, 
is postponed to section IV: 5. 
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his pure productivity theory of intcrest, and (b) his rejection of 
all turuO\'er or rOllndabolltness concepts as irrelc\'ant.~~ A third 
Knightian ar!-.'l.llllent-whkh he used to bolster the rejection of 
"Austrian" approaehes-is of interest, however. This is his thesis 
that receipt streams from non-human capital are to be regarded 
as permanent net streams. Knight "views saving ... as being 
by its nature . . . the purchase of an infinite number of periodic 
income installments." 28 

Knight's position is that for analytical purposes all material 
capital should be regarded as permanent. Productive efficiency 
demands that, once an investment project has been undertaken 
and has proved justified in terms of the relative prices deter
mined ultimately by the parameters of the general equilibrium 
system, the capital stock thus created must be maintained in
definitely: 

It cannot now escape observation that "capital" is an integrated, 
organic conception, and the notion that the investment in a particular 
instrument comes back periodically in the form of product, giving the 
owner freedom to choose whether he will re-invest or not, is largely a 
fiction and a delusion.27 

This states a condition for equilibrium to be maintained, for 
example, in a stationary system where technology, population 
(and its age structure), and labor force remain constant over 
time although individuals are born, age, and die. It does not im
ply that these mortal individuals are not free to dissave in the 
latter part of the life cycle. But it will generally be inefficient for 
individual dissaving to take the form of disinvestment: 

25. These are connected. In Knight's Crusonia plant model, which is his chosen 
vehicle for the presentation of a pure productivity theory of interest, the average 
period of production is analytically quite meaningless. In this model, the prospec
tive receipt streams are perpetual and have a compound rate crescendo equal to 
the rate of interest. Infinite streams have a finite average period only if their 
crescendo falls short of the interest rate. 

26. R. E. Kuenne, The Theory of General Economic EqUIlibrIum, p. 234. For 
Kuenne's resume of Knight's position, cf. esp. pp. 233-37, 242-46. 
27. F. H. Knight, "Professor Hayek and the Theory of Investment," Economic 
Journal, March 1935. p. 83. Quoted in Kuenne. op. cit .• p. 244. The same refer
ences are appropriate also in the second passage quoted, 
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[Consider 1 . . . the case of a part of a machine. The part cannot be 
liquidated without liquidating the machine. And the machine as a unit 
is in a similar sense a "part" of an integrated productive organil'.ation 
which is not bounded by the scope of "plant" or firm, but extends 
outward indefinitely to indeterminate limits. 

A priori, we could conceive of a stationary system-to take the 
simplest illustration-in which households in the later part of 
their life cycles do not replace the capital goods they own as 
these wear out, but consume the gross receipts, while younger 
generations accumulate wealth by continuously undertaking the 
corresponding gross investments. If such an arrangement was 
viable, the duration structure of the physical capital stock would 
be directly relevant to the appraisal of Keynes' wealth effect. 

Knight, however, denies this conception-it is "largely a delu
sion." In general, liquidation through consumption of gross in
come means that a loss is incurred. Most short-livcd physical as
sets are, in fact, complementary in production to Keynes' Fixed 
Capital. 28 In this view, therefore, optimal inventories and short
lived machinery, etc., are to be regarded as "perpetual" capital 
just as much as the rent-earning "eternal soil" of the Classics. On 
this view, then, we would have, on the one hand, finite standard 
streams and, on the other, net, permanent receipt streams. 

Summary The discussion could be continued in this vein al
most interminably. But little would be gained and nothing 
proved by doing so. The Hicksian apparatus can serve as a 
heuristic device in the interpretation of Keyncs' conception-up 
to a point. But that pOint has been reached (and, some would 
say, passed). The nature of the problem is such that one's credu
lity is soon strained by the neglect of uncertainty. Yet, when un
certainty is brought in, "the sharp dichotomy between tastes and 
opportunities ... is shattered," as Friedman put it; our neat 
and Simple definition of "wealth" and "wealth effect" dissolves. 

28. The social requirement of continuity in operations, which is tllC ess('nC<' of 
Knight's argument, is thus one reason why individual sharcs in corporations tak" 
the form of "perpetUities." The corporate form is superior to the partnership. 
among other things, because of the cost involved in "disentangling" tl", cquit), of 
a retired or deceased partner. 



258 KEYNESIAN ECONOMICS AND THE ECONOMICS OF KEYNES 

"The act of saving," Keynes postulated, "implies . . . a desire 
for wealth as such, that is for the potentiality of consuming an 
unspecified article at an unspecified time." 20 Savers, conse
quently, do not evaluate their "wealth" simply in tenus of the 
number of fixed standard stream units that they command, but 
are also concerned with the "liquidity" of their portfolios. The 
relevant utility functions are less simple than we have assumed. 
To satisfy their demand for "liquidity," Keynesian transactors 
will demand portfolios with an average period shorter than that 
of their life cycle consumption plans, i.e., portfolios containing 
assets that will have to be reinvested, perhaps several times, be
fore they are cashed in to finance consumption in the dissaving 
stage of the life cycle. 

Once we relinquish the treatment of saving as simply the pur
chase of bundles of differently dated amounts of "the" consumer 
good and admit a demand for "wealth as such," the door is open 
to Keynes' "Precaution, Foresight, Calculation, Improvement, 
Independence, Enterprise, Pride, and Avarice" and sundry other 
"spirits" of a more or less "animal" description. 

Despite all this, however, the exercise has left us with a res
idue of insight into Keynes' "Vision" that is valid. Schematically, 
the system that he assumed-as revealed by the wealth effect 
and, as we shall see in section IV: 5, by his theory of finance
can be described as follows. It is a system wherein the social 
function of production is eternal and the individual households, 
in comparison, ephemeral. "In the Long Run we are all dead," 
but production goes on and the capital stock is maintained and 
handed down from generation to generation. Ownership is di
vorced from the function of management of productive re
sources. Households in the early part of their life cycles consume 
less than the value of services which they contribute. Their re
sulting claims on the system's resources they accumulate in the 
form of "shares" in society's ongoing productive concern. House
holds in later stages of the life cycle consume more than the 
value of their concurrent productive contribution and are there
fore "impoverishing themselves." This dissaving is to a substan-

29. General Theory, p. 211. 
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tial extent financed through the sale of income sources. Since the 
ultimate owners of the system's productive resources do not hold 
their claims on these resources "to maturity," their welfare de
pends upon the consumption value at which these assets can be 
resold. The higher the "real value" of these long-term assets the 
better off is the owner. A fall in the rate of interest means that 
this value increases and therefore has a positive wealth effect. 

This "view of what the world is like" also implies that in the 
management of his portfolio, the representative transactor will 
be vitally concerned with the risk of capital loss and that, on bal
ance, he will try to shed "capital uncertainty" rather than (net) 
"income uncertainty." This observation is pertinent to the debate 
which has sprung up around Keynes' theory of "normal back
wardation" and the Liquidity Preference hypothesis of the term 
structure of interest rates. Before we turn to this subject, how
ever, we must consider certain arguments that challenge the pos
sibility of wealth effects and/or their relevance to aggregative 
analysis. 

IV:4 Short-Run Wealth Effects in Aggregative Analysis; 
Information Failures in the Coordination of 
Intertemporal Production and Consumption Decisions 

In modem "Keynesian" macrotheory, private-sector "wealth" is 
generally treated as a constant in the short run. The concept of 
"wealth" employed is usually that of consolidated "real" net 
worth. In the standard one-commodity models, the consumption 
good value of the capital stock does not vary with the interest 
rate or with changes in the marginal efficiency of capital; in ad
dition, it is characteristic of this model that "the" price level is 
treated as apprOXimately constant in the short nm. The wealth
saving relation is therefore regarded as a topic helonging in the 
realm of long-run theory. The rule in such analysis is that wealth 
effects arise only through changes in aggrpgate stock qU:lntitil's 
over time, and never through changes in prices in the present. 

In general equilibrium theory the situation is similar. Und<'r 
the conditions of a given technology and given resource endow-
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ments, wealth effects arc assumed to be zero in the aggregate
with a small proviso: "except for the possibility of net distrihu
tion eHects." It is recognized, in other words, that the income or 
wealth effects impinging on individual transaction plans may not 
cancel exactly in the aggregate. But it is also maintained that the 
impact of such net distribution eHects on excess demand condi
tions in any particular market would be unpredidahle even as to 
sign and that such eHects should therefore be disregarded as a 
matter of principle. 

In Neoclassical monetary theory, finally, we find an exception 
in the real balance eHect. This eHect has been the object of a 
tremendous amount of theoretical eHort. But even in these 
models, wealth eHects are most prominent by their virtual ab
sence, for the real balance eHect stands out in eminent isolation 1 

-no other short-run wealth eHects due to price changes are rec
ognized. The wealth eHect interpretation of the real balance 
eHect has, in fact, also been challenged. Implicitly, it is argued, 
this interpretation rests on an arbitrarily assymetrical treatment 
of what is properly a distribution effect.2 If this modern critique 
of the real balance effect were accepted we would thus end up 
with no aggregative wealth effects of any kind in short-run the
ory. 

The appropriate role to be assigned to wealth effects of price 
changes is a complex problem involving a mixture of purely ana
lytical and methodological issues. It is also in a murky state, for 
professional convention in macroeconomics strongly favors the 
use of models of a structure such that the possible relevance of 
wealth or income effects is a question that will in general not 
even be raised. According to one school of thought, to which we 
will come presently, there is no problem-there can be no aggre
gative wealth effect, only distribution effects. I do not believe it 
is as simple as that. The issue has not received all the attention it 

1. Patinkin distinguishes between the real balance effect amI a closely analogous 
"real financial effect" due to the rise in the real value of "outside" non-money 
claims consequent upon a fall in "the" price level. Readers who insist on the 
distinction may consider the statement in the text amended to two "lonely" wealth 
effects. 

2. Cf. H. G. Johnson, uMonetary Theory ... ," op. cit., pp. 342-43. 
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deserves. I do believe that the aggregative wealth effects of 
changes in relative values is a topic which must be thoroughly 
investigated if we are to arrive at a clear understanding of the 
relationship between general price theory and "Keynesian" mac
roeconomics. If we are to hope for an eventual synthesis of value 
theory and short-run monetary theory, the uncertainty surround
ing this issue-illustrated, for example, by the curr~ntly amhigu
ous status of the real balance effect-must be dispelled. That tall 
order cannot be filled here, but some of the questions involved 
need to be discussed. 

Although Keynes' postulated wealth effect of interest changes 
has come to the forefront of our discussion, it is hardly a subject 
of such intrinsic importance as to provide much support for the 
sweeping statements just made. Another such issue, which has 
been referred to more than once, may again be mentioned. It 
prOVides an illustration of greater general significance since it 
does not involve the "special" assumptions apparently underlying 
Keynes' wealth effect and his theory of Liquidity Preference. 
The issue concerns the convention prevalent in modern "pure" 
monetary theory of assuming that the redistribution of "wealth" 
between creditors and debtors due to movements in "the" price 
level will have no predictable effects on aggregate demand, and 
that one may therefOIe disregard the financial structure of the 
private sector and deal only with its consolidated balance sheet. 
It is from this strange point of departure that so much effort has 
been directed into largely sterile investigations of models in 
which money is "neutral" or just barely non-neutral, i.e., into the 
investigation of "pOSSible worlds" in which the occupation of 
monetary theorist would serve no useful social function. This 
type of theory rests on implicit assumptions that undercut the 
rationale of private-sector lending and borrowing and of the exis
tence of specialized financial markets and institutions. It disre
gards the role played by such markets in establishing an efficient 
"division of labor" enabling wealth-owning widows and orphans 
to turn over the management of productive wealth to entrepre
neurs with special skills. It refuses to attach any optimality con
ditions to the real value of outstanding intra-privatc-sector credit 
contracts that have bcen willingly entered into and, conse-
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quently, does not perceive that, e.g., a deflation doubling this 
value creates balance sheets that would never have been will
ingly chosen by either side of the market, and that such a defla
tion, therefore, must make traders worse off "on the average." 
But the trouble with a monetary theory of this sort lies much 
deeper and has its root in the failure to perceive the concept of 
default as fundamental to the understanding of the "Social Con
trivance of Money." But a systematic critique of this "modern" 
brand of monetary theory cannot be attempted here.3 

The following two closely related objections to the foregoing 
section's discussion of wealth effects experienced by the "repre
sentative" transactor need to be considered: 

( 1) Market experiments which ask for the effects of a shift in 
an endogenous variable are pure nonsense. All prices, including 
interest rates, are endogenous when the entire closed system is 
considered. Prices can only be treated as parameters in the con
text of individual experiments. The question whether a change in 
interest rates has a positive or negative wealth effect on transac
tors in general is meaningless, since it is based on a strictly ille
gitimate conceptual experiment. 

(2) If technology and the system's resource stocks are as
sumed given, aggregate "wealth" has thereby been fixed by defi
nition. Any analysis that leads to the conclusion that a positive 
wealth effect may occur must implicitly violate the constraint 
imposed by the given production possibilities frontier. 

Both objections assert that an analysis including aggregative 
wealth effects of price changes must involve a fallacy of compo
sition. Although the two reduce at bottom to one, it is appropri
ate here to deal with them separately. 

3. "Modem" monetary theorists have lost Sight of the ancient wisdom expressed 
in a pamphlet by Thomas Manley: "TItis were very true, admitting all men were 
of equal brains and education, to traffick in one sort or another .... 'Tis much 
better for the publick that experienced Traders hire money, and employ it, than 
sit still, whilst commerce is manag'd by the unskillfull .... " (cited by Cassel, op. 
cit., p. 11). In the United States, Curley and Shaw represent the exceptions on 
this issue. By all accounts one of the strangest of the many curious incidences in 
post-Keynesian theoretical development is the failure of their attacks on the "Net 
Money (and Net Worth) Doctrine·' to force a general re-evaluation of the con
ventional approach. 
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The causes of system-state transformations In the realm of 
long-run comparative macrostatics, the question of the "effeds" 
of movements in a single price is meaningless (outside of stabil
ity analysis). Such comparative static exercises presume that two 
"full" equilibrium states are compared. The "cause" of a change 
from one such state to another cannot be attributed to endoge
nous variables, such as the interest rate; a transformation of s\'s
tern state must be ascribed to a shift in one of the systeJ~'s 
parameters. In equilibrium economics, the parameters of a 
system are conventionally grouped into the classes of prefer
ences, physical transformation possibilities, and resource endow
ments. Changes in aggregate wealth, if definable, are ultimatel\' 
to be ascribed to changes in technology or resources when deai
ing with a closed system. (When preferences change there is 
normally no basis at all for comparing "total wealth before and 
after." ) 

In the analysis of dynamic processes, things are a little differ
ent because of the presence of lagged endogenous adjustments. A 
price may change "today" because of a change in technology or 
resources which took place in the past, etc. But the methodo
lOgical imperative remains the same nonetheless and this is espe
cially clear when the process-analysis borrows the long-nm com
parative static method and proceeds in terms of the type of 
period-analysis discussed in Chapter II. The only difference is 
that we have more "parameters" to consider, i.e., the values of 
those endogenous variables the adjustment speeds of which haw 
been ranked "bdow the line." Changes in those variables which 
are treated as "truly" endogenous even in the short run must still 
be accounted for by referring to a shift of one or more of the 
parameters in this expanded list. 

Violations of this methodological precept are not uncommon. 
Conceptual experiments investigating "the effects" of "distur
bances" which turn out to be changes in the value of some 
purely endogenous variable are frequently encountered; "Sup
pose investment falls . . . etc." When, in short-period analysis, 
the ranking of adjustment speeds and the various lags assumed 
are not spelled out in systematic detail, it is sometimes not so ob
vious whether such suppositions make sense or not. The test. 
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however, is simply whether the impact effects of the disturbance 
on excess demand conditions in the various markets satisfy Say's 
Principle or not. When it does not-as is frequently the case, for 
example, in textbook expositions of the effects of various fiscal 
policies-the "new equilibrium" deduced is simply not an admis
sible transformation of the initial state postulated. ~ It is also a 
good rule to keep an eye out for the term "autonomous." The 
financing of a "rise in autonomous expenditures" is often not ac
counted for. Thus, one may be treated to an "autonomous" in
crease in government expenditure (causing an excess demand for 
commodities) without anything being said about the correspond
ing excess supply of bonds and/or money, etc.1i 

So, we must account for the parameter shifts which may be re
sponsible for the "fall in the rate of interest" considered in con
nection with Keynes' wealth effect. And, if the wealth effect on 
expenditures is assumed positive, we must account for where the 
finanCing of increased expenditures comes from. The long-run 
parameters are fixed. The following changes in the values of 
"short-run parameters" are relevant: 

(a) A Central Bank injection of high-powered money (or 
lowering of Bank Rate). The expansion of the banking system as 
a whole is characterized by excess supply of money and a corre
sponding excess demand for bonds, etc. 

(b) A change in the expectations of bear speculators. Re
peated experience of continuing low short rates causes investors 
gradually to revise their opinions of the range of long-term secu-

4. Such exercises are especially insidious when presented as arithmetical exam
ples. Looking at the initial and the supposed terminal simultaneous solution sepa
rately, each is a consistent (albeit incomplete) description of a possible state of 
an economic system. When we have descriptions of a seven year old boy and an 
eight year old girl and there is nothing "impossible" about either deSCription, we 
still know that one cannot be a '1ater state" of the other. Unfortunately, it is a bit 
more troublesome to sort out the inadmissible transformations from the admissible 
ones in dealing with income-expenditure comparative statics. 
5. A decrease in "autonomous" consumption (a decline in the intercept of the 
consumption-income relation) is the usual prelude to presenting the so-called 
"Paradox of Thrift." The implicit assumption, as pOinted out earlier, is usually 
that all of the rise in "non-consumption" goes into an excess demand for money, 
i.e., constitutes simply an increase in ex ante hoarding. 
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rities prices that is "safe." Expansion of aggregate demand is in 
this case financed by the former bears dishoarding. 

( c) An increase in real balances through a fall in "the" price 
level induced by an inherited excess supply of labor.6 

Given production possibilities and changes in "wealth" For 
an explicit and closely reasoned case for treating price changes 
as having only substitution effects one must turn to those econ
omists, usually regarded as belonging to the "Chicago school," 
who have advocated the use of income-adjusted demand curves 
as a general analytical principle.7 The context which the Chica
goans have in mind in advocating the use of income-adjusted 
demand curves is usually that of analyzing the (long-run) conse
quences of various tax, subsidy, or tariff schemes, etc. '''hat 

6. Cf. the discussion of the "Keynes-effect" in Chapter V: 1, below. 
7. For a critical scrutiny of this methodological position which covers several 
aspects of the issue that cannot be taken up here, d. the excellent paper by 
Professor Yeager, "Methodenstreit over Demand Curves," Journal of Political 
Economy, Feb. 1960. The arguments which Yeager examines are taken chiefly 
from papers by Friedman, Bailey, and Buchanan. This "Chicago tradition," if it 
may be called that, goes back at least to Frank Knight. But Knight's methodolog
ical strictures pertain to the reahn of partial equilibrium analysis and explicitly 
exclude that of monetary dynamics: "All plane curves have severe limitations for 
representing a system with more than two commodities, and tllis is particularly 
true of the demand curve {(lr a single commodity in terms of money. It is 
impossible to assume all 'other things equal'; in particular a choice must be made 
between assuming the constancy of all other prices and of the individual's real 
income. Contrary to the tendency in recent writing, I favour the latter alternative, 
because it affects a sharp separation of the problem of money from that of 
relative prices." F. H. Knight, Risk, Uncertainty, and Profit, "Preface to the Re
print of 1948," p. xlvi, italics added. 

The issues chosen by Friedman to illustrate the advantages of the income
adjusted demand curve also belong in the realm of long-nm comparative statics, 
i.e., they are issues for the analysis of which it is proper to abstract from "tile 
problem of money." Cf. his "The Marshallian Demand Curve," Journal of Politi
cal Economy, Dec. 1949, reprinted in Essays In Positive Economics, Chicago, 
1953. One should recall that, with respect to short-run macrotheory, the "sharp 
separation" which Knight refers to was tile main target of Keynes' critique of 
received doctrine. 

Bailey has applied these methodological strictures to tlle case that is of imme
diate interest to us, namely that of "changes in tile rate of interest ... , while 
the real resource or wealth position of tile economy is given and is unaffected by 
the supposed changes in the ratc of interest." Cf. his National Income and the 
Price Level, op. cit., Chapter VII. 
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they object to is a partial equilibrium analysis based on indi
vidual experiments which, when used in such contexts, often 
involves the danger of drawing conclusions that rest on a hypo
thetical "new" equilibrium situation which violates the resollrce
constraints applicable to the system as a whole. A partial equi
librium analysis based on the Hicksian individual demand curve 
is likely to lead to results of this kind. When this is the relevant 
context, the "Chicagoan" method has obvious merits since it 
guarantees that the analysis is restricted to realizable price and 
quantity vectors. 

We have discussed Keynes' wealth effect while assuming given 
technology and given stocks of productive resources. These as
sumptions fix the intertemporal production possibilities frontier. 
But the conception of the "wealth of nations" with which we 
have to contend defines aggregate "wealth" as constant for any 
process in which the production possibilities frontier does not 
change. On this conception, changes in the rate of interest could 
have only substitution effects under the conditions assumed.s 
This concept of "wealth" differs from the one used in the pre
ceding section, being linked to production possibilities rather 
than to utility levels.9 But this is rather beside the point for 
Keynes, as we have seen, took note of this apparently paradox
ical aspect of his windfall effect: "A country is no richer" when 
the general level of securities prices goes up without any change 
in objective transformation possibilities, "but the citizens, be
yond doubt, feel richer." 

The purposes for which the exclusive use of income-adjusted 
demand curves has been advocated have been those of compara
tive statics proper, i.e., not the "bastardized" comparative statics 

8. Cf., e.g., Bailey, op. cit., p. 181. 
9. To make the distinction clear, assume that it is possible to define a community 
indifference map. Then, a bond tax cum lump-sum subsidy policy of the kind 
considered by Bailey (p. 183) will move the system to a point which, while on 
the production possibilities frontier, is on a lower community indifference curve. 
Since it makes people in general "worse off," the policy would have a "negative 
wealth effect" in the Hicksian sense of the term used here. By the same token, the 
assertion that such adjustments involve "only substitution effects" involves a usage 
obscurely different from that of Hicks-which is the more generally accepted 
one. 
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of Keynes' short-run period method, but the comparative anal
ysis of full (long-run) equilibria. The methodological arguments 
advanced apply whenever the problem to be analyzed makes this 
approach appropriate. They should not be uncritically applied to 
the analysis of disequilibrium problems even if the approach to 
these problems borrows heavily from the toolbox of "true" com
parative statics. If transactors have full information, we must 
certainly assume that each separately and all together make a 
correct appraisal of their "wealth." In the comparative analysis 
of full equilibria, both the initial and the terminal state are such 
full information states. When only such states are considered, 
"wealth effects" can only arise through changes in production 
possibilities. 

Suppose, however, that we want to make statements about the 
stability of the terminal equilibrium state or about the move
ment of the system from initial to terminal state? Then the 
methodological strictures are no longer relevant, as Yeager points 
out: 

... there are several uses of supply-and-demand analysis other than 
to make comparative-static predictions. There can be good reason for 
studying disequilibrium situations-for studying what demanders and 
suppliers would be wanting to do at a price at which their plans can
not in fact mesh. Precisdy one of the characteristics of a disequilib
rium situation, and one of the reasons why it cannot endure, is that 
real incomes appear different to people from t(;hat they call actually 
be. We conceive of disequilibrium situations preCisely in order to 
show that they ar~ not genuinely attainable in the sense that the plans 
of various persons can be carried out and can mesh. 10 

"The citizens," in other words, may "fecI richer" (or poorer) 
than is consistent with the system's actual over-all production 
possibilities. 

Perceived versus potential wealth Bailey's conclusion is that 

As long as people are aware of their true /ollg-mn wcalth-l,ositions 
both before and after the change in the rate of interest, the efleet of 

10. Yeager, op. cit., p. 58, italics added. 
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the change upon their behavior (apart from any redistribution among 
indhiduals of wealth in the relevant sense) will consist of a pure 
substitution effect. ll 

This statement acknowledges that the variable relevant to the 
plans that transactors will try to put into effect is that of their 
"wealth positions" as perceived by themselves. Bailey does not 
seriously consider the question of whether perceived wealth 
might differ, in the aggregate, from potential wealth as defined 
by the system's production possibilities frontier. (Nor need he, as 
long as the analysis is kept in the realm of pure long-run com
parative statics.) But the justification given for equating per
ceived and potential wealth is too categorical: 

This argument ... depends solely on the assumptions of rationality 
and of continuity of variation in ... subjective marginal rates of 
substitution.12 

This hints at a quasi-methodological argument which, though 
never stated in explicit detail and therefore difficult to appraise, 
is becoming so ubiquitous that it should be considered. Thus one 
finds frequent suggestions to the effect that an analysis which in
vokes wealth effects at the impact of a disturbance (which does 
not change the system's physical production possibilities) implic
itly assumes "irrational behavior," or "assymetric distribution 
effects," or an "illusion" of one description or another. Whatever 
the wording, the assertion is that the appearance of wealth effects 
in the analysis of the adjustment process reveals the use of some 
"arbitrary" assumption which, once recognized, could not be 
reasonably defended. 

This type of criticism does not have the firm methodological 
foundation of the two arguments previously considered. Con
sider how it might be applied to Keynes' wealth effect. If we 
base this wealth effect upon the type of rationale developed in 
the previous section, it may be interpreted in a special sense as a 

11. Bailey, op. cit., p. lBo, italics added. 

12. Op. cit., p. IB2, italics added. To avoid misunderstanding, it should be noted 
that the discontinuity of variation in subjective marginal rates of substitution 
assumed in the preceding section bas nothing to do with our objection to the 
statement quoted above. The assumption was used merely for convenience. 
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distribution effect. The vision of a system exhibiting Keynesian 
wealth effects was one of an economy in which the prescllt gen
eration of wealth-owners held a stock of capital that would sur
vive them. A rise in the value of this stock would make tll('m het
ter off by raising their consumption potential over the relllaining 
part of their life cycle. This presumes, one might argue, a redis
tribution in favor of the old and middle-aged, who are in com
mand of the system's real resources, at the expense of younger 
active and currently inactive generations: dependent children 
and the unborn. 13 Thus, the wealth gain for the present owners 
of society's capital stock is seen to rest on the presumption that, 
all of a sudden, the next generation will he willing to pay 
a higher price in terms of consumer goods to take over at the helm. 
This presupposition may be attacked in various ways, e.g.: (a) 
the wealth effect is based on the implicit assumption of a 
"change in the preferences of unborn generations"-which seems 
rather strange-whereas "tastes" should be held constant in an 
appropriate formulation of the problem; or (b) if no such 
change in preferences is assumed, the wealth effect is "illusory" 
and has been generated in a purely ad hoc manner by injecting 
the assumption that the current generation is overoptimistic 
about the price that they will be able to extort when the time 
comes to relinquish the system's productive resources to the next 
generation. This would be an objectionable procedure, because it 
is always possible to generate all sorts of strange "effects" if the 
theorist is allowed to assume transactors to be "irrational" or "il
lusioned" in one way or another as it suits his purposes. 

It has become quite fashionable to argue along such lines that 

13. As long as one adheres closely to the sketch of the Cassel-Ke, nes world given 
in IV:3, this is in fact the line of argument that must be takcn to controvert the 
presumption that wealth effects must cancel: The individual experim(,lIt IIs('d to 
establish the possibility of a positive wealth effect due to a fall in the intN,",t rate 
assumed that the individual trader in question holds title to a prosp('ctive stream 
of receipts, the average period of which exceeds that of his plalllll',1 str('am of 
payments. This may be true for some individuals, bllt-the ohj('ction wo1I1<1 
be--it cannot be true for the "representative individual," since one I'('rscm's r('
eeipt must be someone else's payment (of which more below). But. if the pay
ment is to be made by today's dependent children (and the IInhorn), there will 
be no current effective offset to the positive wealth eff eet on the conslllnpti<-. 
demand of currently active and retired generations . . . etc. 
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it is 'bad economics" to assume, for example', that increase's in 
the "real" current value of the government debt held by the' pri
vate sector would ceteris paribus have a positive wealth efi"ect on 
consumption demand.14 The appropriate formulation, it is in
sisted-again with at least a hint that anything else must involve 
an arbitrary assumption of consumer "irrationality"-requires 
the assumption that the wealth represented by scheduled gov
ernment payments to bond-holders be offset against the implied 
tax liabilities which the public has incurred by allowing the gov
ernment to issue the bonds in the first place.l~ 

The General Theory has also been the subject of such critical 
exercises. Current "rea!" income, in Keynes' theory, varies while 
current production possibilities remain constant. Thus it has 
been argued that the "anti-Classical" features of Keynes' system 
result from hidden "special" assumptions of "irrational" or 
"money-illusioned" behavior, particularly on the part of work
ers. lO 

In this kind of "pure" monetary theory, one regularly en
counters the preoccupation with the notion that states char
acterized by perfect and costless information represent the 
Natural Order of Economic Systems to which the economist 
"ought to" confine his attention-an idea which we have already 
commented upon in Chapter II. It is somewhat surprising that 
the real balance effect, alone among possible income effects, 
withstood for so long this self-liquidating trend of monetary eco
nomics.17 But, as already mentioned, the wealth effect interpre-

14. The reference is to Professor Metzler's famous and, for a long period, highly 
influential paper, "Wealth, Saving, and the Rate of Interest," Journal of Political 
Economy, April 1951. 

15. This also leads into questions of intergenerational redistributions of wealth of 
the kind sketched above, particularly in connection with the old problem of the 
"Burden of the National Debt." 

16. This diagnOSiS of Keynes' contribution was considered briefly in II:3 and will 
be discussed somewhat further in V:3, below. 
17. Professor Eisner's gibe, made well in advance of the more seriously intended 
criticisms of the real balance effect, was to the point: "It is interesting to note 
that the Pigou-effect, which we are here admitting, implies a curious type of 
money-illusion to which illusion-hostile neo-classicists might wish to take excep
tion. For an increase in the real value of cash-balances makes society no wealthier 
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tation of the real balance effect is now also in dispute. Modern 
"pure" monetary theory hovers uneasily on the verge of the 
theory of the perfectly and costlessly integrated system, a theory 
which represents a thoroughly "anti-Keynesian" (not to say 
"super-Classical") paradigm and therefore an inappropriate 
frame of reference for the evaluation of Keynes' theory, includ
ing his wealth effect. 

Clearly, the postulate that perceived and potential wealth are 
the same involves more than just the assumption of individual 
"rationality." It assumes full information and (by all means) 
"rational" appraisal of that information. To assume that the 
"wealth positions" of individuals as determined by their subjec
tively perceived opportunities "add up to" the potential wealth 
of the system as a whole, in or out of equilibrium, is to presup
pose a consistency of individual views that under certain condi
tions may be brought about by the interaction of individuals in 
markets. IS "Absence of illusions" arguments merely fudge the 
question of whether these conditions will be fulfilled for the 
problem under study. The "Fallacy of Decomposition" inherent 
in the use of such Crusoe-assumptions is a far more insidious 
danger in macroeconomic analysis than the more obvious and 
familiar fallacy of composition. 

The coordination of individual activities over time Yeager's 
quoted observation that, in disequilibrium, "real incomes appear 
different . . . crom what they can actually be" states, in effect, 
the characteristic that distinguishes Keynesian from "Classical" 
economic theory. His statement may perhaps direct attention par
ticularly to "apparent real incomes" which imply that the popu
lation of transactors acts on the collective "illusion" that the 
aggregate resource-constraint can be violated. But it is in fact just 
as applicable to a Keynesian depression, where transactors act as 
if they "could not afford" to purchase the full employment rate 

in 'real' terms, that is in goods ... etc." CE. R. Eisner, "On Growth Models and 
the Neo-Classical Resurgence," Economic Journal, Dec. 1958, p. 718 n. 
18. CE. F. A. Hayek, '"The Meaning of Competition," in Individualism and Eco
nomic Order, Chicago, 1948. 



272 KEYNESIAN ECONOMICS AND TIlE ECONOMICS OF KEYNES 

of output. In a depression, obviously, the system is inside the 
production possibilities frontier so that any event that improves 
the coordination of current activities and moves it towards the 
frontier will have a positive "income effect." 

In Chapter II, involuntary unemployment was seen as the re
sult of a communication failure: inforn1ation sufficient to ensure 
the efficient coordination of activities was not generated and dis
seminated in time. Our lengthy discussion of the aggregative 
structures of the General Theory and of the standard Keynesian 
model has now brought us back to the information problem. But 
the context is somewhat different. In Chapter II, the discussion 
concerned exclUSively the current spot markets for commodities 
and labor and the income-constrained process emerging through 
trading at "false prices" (and wages). The analysis made no ref
erence to intertemporal relative prices, whereas the present issue 
concerns the adequacy of existing price mechanisms for the co
ordination of activities over time. 

In Chapter II, Keynes' model was contrasted to the atemporal 
Walrasian general equilibrium model. The Walrasian model 
keeps to the production possibilities frontier, whereas in the 
KeyneSian, real income and employment are variable. Here it is 
similarly convenient to contrast Keynes' theory with the meta
static model. The metastatic model keeps the system on the 
production possibilities frontier-and "no mistake about it"
whereas in the Keynesian model "wealth" is variable. The corre
spondence goes further, because the role of money is crucial in 
both contexts. In Chapter II, the use of money as the means of 
payment was an essential link in Keynes' explanation of the fail
ure to coordinate decisions to demand and to supply labor. The 
use of money as a store of value plays an equally essential role in 
his explanation of why the interest rate does not "equalize" sav
ing and investment. 

Professor Malinvaud, who has done much to improve our 
understanding of the conditions defining the efficient intertem
poral production programme in the context of the metastatic 
model, has also considered the question of to what extent exist
ir~g market institutions would allow this time-path to be approx
imated: 
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[The metastatic model] is supposed to prove the efficiency of a decen
tralizcd organization of production and consumption in which the 
same prices and the same interest rates would be imposed on 
everyone .... The model is based on the assumption that, for each 
commodity and at each point in time, there is a market where the 
supplies and demands implied by the present plans for this com
modity and this time manifest themselves already now. Future mar
kets provide a good concrete example of this abstract notion. . . . 
[But] these markets affect only some major agricultural products and 
raw materials, and they are bound to a short-term future. 

It seems obvious that, when producers are contemplating their big 
decisions on investment, they cannot refer to any market through 
which they could know the future prices of the products they will 
have to use or manufacture. Similarly, the existing markets do not 
perform any check on the consistency of the long-term production and 
consumption plans of the various agents for the various commodi
ties.10 

This statement can be read as an admirably concise summary 
of Keynes' somewhat rambling analysis of the problem which is 
found scattered through the General Theory. We are dealing 
with a system in which "there exist only markets for present 
commodities and a financial market." This means that present 
plans for future demands and supplies of different commodities 
and physical assets will not "manifest themselves already now" in 
markets where competitive forces would assure that they are 
made consistent: 

It is often claimed, however, that the financial market ensures some 
coherence by achieving a balance between the aggregate yalue of 
investments and the aggregate value of savings. On the financial 
market, the long-term interest rates would fulfill the part playcd by 
prices on commodity markets.20 

This claim needs to be carefully considered, especially since 
securities markets are normally regarded as the most rapidly ad
justing markets. Rather than jumping directly to a Keynesian 

19. E. Malinvaud, "Interest Rates in the Allocation of Resources," in Hahn and 
Brechling, cds., The Theory of Interest Rates, op. cit., Pl" 217-18. 

20. Mnlinvaud, lac. cit. 
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system, we may first consider the question in a context midway 
between the metastatic model and Keynes' model, namely the 
"Temporary Equilibrium" constmction used by Hicks as well as 
by a distinguished array of pre-Keynesian monetary theorists. In 
models of this type, not only the bond market but all spot mar
kets, including the labor market, are assumed to clear in the short 
mn. This is also the context of Hicks' argument that individual 
wealth effects of interest rate changes tend to cancel in the 
aggregate: 

If an individual's average period of expenditure is greater than his 
average period of receipts, this means that he plans to spend less than 
he receives in the present and near future, to "spend" more than he 
receives in the remoter future .... He may therefore be described as 
"planning to be a lender." Such persons are made better off by a rise 
in the rate of interest.21 

Similarly, persons who would be made better off by a fall in the 
interest rate are described as planning to be borrowers. Thus, 
borrowers and lenders experience wealth effects of opposite signs 
when the rate of interest changes. Hicks continues: 

In our investigations into static theory, we have been accustomed to 
find that income effects, even when they are important on one side of 
a market, always have something to offset them (more or less) on the 
other side .... Me the income effects [of interest changes] likely to 
cancel out? ... The broad reason why they should tend to cancel 
out is that, for equilibrium on the market for securities, it is necessary 
that current borrowing and current lending should be equal,22 

Note that differences in the average periods of an individual's 
prospective receipts and planned payments are identified with ex 
ante borrOwing or lending. It may be conceded that, as long as 
we consider only the bond markets, it is appropriate to focus on 
loanable funds Hows and to ignore the existing stock of bonds, 
since it is certainly unreasonable to suppose that traders have 
inconsistent anticipations of receipts and payments that are al-

21. J. R. Hicks, Value and Capital, p. 233. 

22. Op. cit., p. 234-35. 
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ready fixed in financial contracts. But this cannot be the whole 
story. The consolidation of balance sheets does not remove the 
system's net worth. The stocks of durable physical assets remain 
to be considered. An individual with an average period of re
ceipts exceeding that of his consumption plan need not "plan to 
be a borrower"-he may plan to be a future seller of durable 
capital goods or equities. Similarly, the individual, whom Hicks 
places "on the other side of the market," may not plan to be a 
lender at all. He has the option of storing his wealth in the form 
of equities or physical capital, rather than in the form of claims 
on other transactors. There is nothing in Hicks' argument to 
show that, in the absence of a complete complement of forward 
markets for such assets, the system will nonetheless function in 
such a way that future receipts and payments arising from trans
actions on capital account will be even approximately matched 
"already now." Asset values will be based on quite incomplete 
information; the citizens may well "feel richer"-or poorer
although the "country is no richer." If households hold a large 
proportion of their non-human net worth in the form of "per
petual" equity, it is neither impossible nor "irrational" (consider
ing the information available) that the representative household 
may be made to feel better off by a rise in the general level of 
asset prices.23 

In Hicks' Temporary Equilihrium analysiS, not onl~' hond 
markets, but all markets will clear in the short nm. The pro
cesses investigated are assumed to show continuous full resource 
utilization. This is the kind of system presumed by WickSI'll, 
Lindahl, Myrdal, Hayek, and several other economists writing on 
problems of monetary dynamiCS in the interwar period. It is 
clear from the works of these theorists that, even if the discussion 
is confined to such full employment economics, one cannot mle 

23. It is interesting to note that the first edition of Vallie and Capital did not tllk{' 
the real balance effect into account. In the second edition, Hicks respolHl{'d to th" 
criticisms of Lange and Mosak on that issue by admittin~: "I was too much in 
love with the simplification which comes from assuming that income-efT {'cts caned 
out when they appear on both sides of the market" (p. 334). \\'hil{' this did not 
lead him to reconsider also the assumption that the wealth {'fTeel< of interest 
changes cancel, it may well be that the same remark applies also to this problem. 
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out the possibility of systematic tendencies amollg the majority 
of transactors to alternatively undervalue or overvalue their "real 
wealth." \Vil'ksl'lJ's inflation" process, for example, starts from a 
situation in which it is explicitly assumed that the non-banking 
sector is misled by actually established market prices-market 
rate is below natural rate. The emergence of an inappropriate 
market rate may be due to either sins of commission or of omis
sion on part of the Central Bank. For the kind of world en
visaged by Cassel and Keynes, the explanation of the ensuing in
flation would rely in part upon the wealth effect of the rise in 
securities prices. 

Keynes on the coordination of long-tenn production and con
sumption plans If, in inflations, society is in the grips of the "il
lusion" that citizens can command more real resources than are 
available or forthcoming, in the depressed state which is more 
typically the Keynesian concern, the illusion is that they are 
insufficiently wealthy to purchase the full employment rate of 
output. In the Keynesian world, financial markets are manifestly 
incapable of providing for the consistency of long-term produc
tion and consumption plans. The condition that the excess de
mand for "bonds" be zero does not insure a "correct" value for 
the interest rate. The inconsistencies of plans that the price sys
tem leaves unreconciled pertain not only to "future dated" goods, 
in which little or no current trading takes place, but to spot mar
kets as well. But it was nonetheless Keynes' position that it is 
the failure of the incomplete market mechanism to reconcile the 
implied values of forward demands and supplies-particularly in 
the fairly distant future-that is the source of the trouble. Un
employment of labor and other resources is a derivative phenom
enon, albeit the depressed level of current income is the most 
striking manifestation of the wealth effects of a disequilibrium 
vector of perceived intertemporal values. 

It is the very essence of Keynes' argument that the interest 
rate cannot be relied upon to "equate" saving and investment (at 
full employment) and that bond markets may clear at a wide 
range of interest rate-employment combinations. A decline in the 
marginal efficiency of capital makes the perceived wealth of 
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the owners of that capital decrease; a suffit:ient reduction in the 
interest rate would (more or less) offset this negative wealth 
effect and serve to keep the system on its production possibilities 
frontier. But speculation, Keynes postulated, will prevent market 
rate from keeping pace with natural rate. The significance of the 
wealth effects, particularly of interest rate movements, in 
Keynes' theory is somewhat obscured-in the same way as his 
position on the interest-elasticities discussed in III:3 and IV: 1-

because it is, so to speak, the wealth effects that do not take 
place (due to the inflexibility of long rates in speculative mar
kets) wllich loom over the analysis of the income-constrained 
process.24 

In appraising the course which the Keynesian Revolution ~as 
taken, it is highly significant to observe that we do not appear to 
have any subsequent analyses which at all improve upon Keynes' 
discussion of these information problems. Producers and con
sumers have to make their plans on the basis of information on 
( a) the spot prices for all goods, and (b) the yields on bon ds of 
a more or less full spectrum of maturitie~. The information is in
complete in one major respect, namely with regard to the future 
prices of commodities which would clear the respective markets 
at future dates given the anticipated demands and supplics more 
or less vaguely implied in present plans. These prices are rcle
vant to present activities of traders; yet, in their place, we must 
put a "State of Expectation" and there are no mechanisms to en
sure that the expectations of different traders mcsh.25 

24. Recall the point made in thc previous s('ction: If the ntility fnnctions of 
ultimate wealth-owners show a high degree of intertempornl complementarity. the 
substitution effects on production plans of interest ratc changes arc rcncctc,1 
mainly as wealth effects in the adjustment of consumption plans. 
25. Even tillS is oversimplified. As indicated in Chapter II, a more thoronghly 
Keynesian formulation would have to take into account not only pricc cxp('cta
tions but also quantity expectations, just as the Keynesian spot economy mnst be 
dealt with not only in terms of Walrasian price vectors but also in t('rms of 
realized quantities in the manner demonstrated by Clower. It is onh- in th(' 
context of the temporary eqnilibrium approach, which pr('sllJnes that traders will 
always be able to realize the purchases and sales desircd at the pric('s fa('('(1. Ihal 
it is sufficient to confine attention only to price expectations. ellrn-nlh- 1111('111-

ployed workers are unlikely to base their plans on th(' assllmption Ihal lab", 
markets will always clear in the future, although they do not do so now. Th" 
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Keynes divided the information problems of the system under 
the two headings of the "Marginal Efficiency of Capital" and 
"Liquidity Preference." The missing forward prices for commodi
ties and services come under the first of these headings. For the 
system to approximate the hypothetical efficient path of the meta
static model over some time-span, both the marginal efficiency 
of capital and interest rates must correctly anticipate and reflect 
future demands and supplies in commodities and financial mar
kets. Dividing the topic as Keynes did, we consider first the 
problems which arise due to the absence of forward markets 
operating to reconcile the supply of producers with the demand 
of households for future dated commodities. Second, we consider 
why the financial markets do not function in a manner which 
would make the first kind of information superfluous. On the 
former topic, then, we start with Keynes' observation that 

All production is for the purpose of ultimately satisfying a consumer. 
Time usually elapses, however-and sometimes much time-between 
the incurring of costs by the producer . . . and the purchase of the 
output by the ultimate consumer. Meanwhile the entrepreneur (in
cluding both the producer and the investor in this description) has to 
form the best expectations he can as to what the consumers will be 
prepared to pay when he is ready to supply them . . . after the 
elapse of what m:l.y be a lengthy period; and he has no choice but to 
be guided by these expectations, if he is to produce at all by processes 
which occupy time.26 

The main point here is that there is no available direct infor
mation on what "consumers will be prepared to pay" in the fu-

formal mathematical problems involved in the Clower type of model have not yet 
been solved, however, and the generalization of the approach to include not only 
spot but also (implied) forward markets is entirely beyond the capacity of the 
present author at least. The follOwing discussion is not so ambitious, however, 
that our neglect of quantity expectations will matter much. 
26. General Theory, p. 46, italics added. When we come to the second problem 
noted in the text, we must take account of the fact that, in the later parts of the 
book Keynes does separate the roles of "the producer" and "the investor"-the 
distinction is, if anything, overdrawn. On this Classical tactic of identifying cer
tain important classes of transactions with transactor stereotypes which are dis
cussed as if they never engaged in other classes of transactions, cf. Chapter V:3, 
below. 
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ture. The producers "have no choice" but to form their own 
estimates and there is no mechanism to ensure that incorrect 
estimates will quickly be discovered: 

... it is of the nature of long-term expectations that they cannot be 
checked at short intervals in the light of realized results. 27 

In order to be able to command consumer goods in the future, 
households must acquire some store of value. Saving implies an 
increase in the demand for consumer goods sometillle in the fu
ture. But with existing institutions the emergence of notional 
excess demands for future dated commodities cal1not be effec
tively communicated to producers: 

An act of individual saving means-so to speak-a decision not to 
have dinner to-day. But it does not necessitate a decision ... to con
sume any specified thing at any specified date. Thus it depresses the 
business of preparing to-day's dinner without stimulating the business 
of making ready for some future act of consumption .... If saving 
consisted not merely in abstaining from present consumption but in 
placing Simultaneously a specific order for future consumption, the 
effect might indeed be diHerent. For in that case the expectation of 
some future yield from investment would be improved, and the re
sources released from preparing for present consumption could be 
turned over to preparing for the future consumption .... The trou
ble arises, therefore. because the act of saving implies, not a substitu
tion for present consumption of some specific additional consumption 
... but a desire for "wealth" as such, that is for a potentiality of con
suming an unspecified article at an unspecified time. The absurd, 
though almLSt universal, idea that an act of individual saving is just 
as good for effective demand as an act of individual consumption ... 
ete.28 

The analysis is excellent. But if the passages in which Keynes 
hammers away at this point arc read with a "Classical" perfect 
information model in mind, they may easily give a first impres
sion of pure nonsense, e.g., as asserting that we may have one 
excess demand schedule (here for present conslImption) shift 
downward without any corresponding upward shifts of excess 

27. Op. cit., p. 51. 
28. General Theory, pp. 210-11. This is the much-maligned ChapteT 16. Sec also 
Chapters 5.7. 9. and 12. 
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demand schedules anvwlwre else in the system. The difficulties 
met h\' a "Classical"-~linded reader are the same as those he en
cOllnt~rs in reading Keynes' attack on Say's Law (or, rather, on 
the analytical abuses of Say's Law to which Keynes regarded 
even'boch' but himself as addicted). Critical readers of this at
tack'rcacf it as a denial of Say's Principle and find it to be a con
firmation of Keynes' haughty neglect to "spend twenty minutes" 
learning price theory. Sympathetic readers eonsider it an embar
rassment from which Keynes must be rescued by drawing a 
novel distinction between Say's Law und \Vulras' Law, making of 
the fomler an analytically most vulnerable target. But these mat
ters ha\'e already been discussed in Chapter II, and it is unneces
sary to rephrase the argument of that chapter in every particu
lar to fit the present intertemporal context. Once more the crux is 
Clower's distinction between "notional" and "effective" excess 
demand functions. 29 Say's Principle tells us that notional excess 
demands do not evaporate into thin air. In this sense, a "general 
glut" is impossible and "supply does create its own demand." 
Keynes' pOint is simply that effective demand may decline in the 
aggregate, effective demands being desired purchases that are 
communicated directly to producers. The actual information 
mechanism composed of existing markets lacks certain "circuits," 
in effect. Thus, "a fresh act of saving" does not produce a signal 
telling producers directly to re-evaluate their opinions of the 
prospective yield on capital. 

The second part of the problem is whether existing "circuits" 
will in any case transmit information that will induce producers 
to undertake the appropriate volume of investment. Keynes was 
quite aware that this can happen-if "the" interest rate falls 
(securities prices rise) without siphoning off saving, through 
bear speculation, into hoarding. He argued that this will not 
often be the case. He took the position that, whatever level of 

29. Clower, "The Keynesian Counter-Revolution ... ," op. cit. Say's Principle, 
Say's Law, and Walras' Law are used above in the sense of Clower, Say's Princi
ple, to repeat, is simply the condition (or assumption) that individuals choose 
points on their effective budget-constraints in the formulation that the summed ex 
ante values of a trader's net demands and net supplies equal zero. 
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long rate was necessary to induce producers to kcep investment 
at the full employment level given inherited mone), wages, this 
was the level financial markets "ought to" bring about."" From 
this he derived the proposition that, whenever endogenous mar
ket forces failed to drive the interest rate to this "optimal" level, 
the monetary authority "ought to" step in and provide whatever 
amount of high-powered money was necessary to neutralize the 
demand for "hoards" and thus bring securities prices to rerjuired 
levels. 

What interests us here are the reasons Keynes gave for the 
failure of financial markets to function as they "should." Apart 
from numerous other passages, the entire twelfth chapter of the 
General Theory is devoted to this question. Keynes' mournful 
diatribe on the functioning of the organized securities exchanges 
is too lengthy and so well known that extensive quotations may 
be dispensed with. The inadequate information on which c\'en 
the most knowledgeable traders must act is vividly described. 
"The social object of skilled investment should be to defeat the 
dark forces of time and ignorancc which envelop our future." 
The modern exchanges Keynes deemed inadequate to the task, 
particularly since the "actual, private object of skilled investment 
today" does not correspond to the "proper" social task of these 
markets, namely that of "forecasting the prospective yield of 
assets over their whole life." The modem exchangcs, in Keynes' 
view, have instead become the scene of a "battle of wits to antic
ipate the ba~is of conventional valuation a few months hcnce-u 
game of Snap, of Old Maid, of Musical Chairs." 31 One notes his 

30. This involves some problems: If the fuhlre prices perccived by prodllc('I"s arc 
below the levels implied in the consumption time-paths planned hy hnusch"lds. 
the interest rates necessary to vanqUish the pessimism of prodllcers wOllld be 
below the money rates consistent with an efficient time-path. For some discussion 
of these issues, cf. Chapter VI:2. 
31. The colorful language tends to swamp the more sober countC'rpoints (Pl" 
158-59): "If I may be allowed to appropriate the tenn speculatioll for the 
activity of forecasting the psychology of the market, and the tenn (,lItaprisc for 
the activity of forecasting the prospective yield of assets ovcr their whole life. il is 
by no means always the case that speculation prcdominates over ('ntNprisc ... " 
etc. Also, p. 162: "We should not conclude from this that e"crything depcnds 
upon waves of irrational psychology. . .. " 
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insistence that transactors pay more attention to capital value 
than to "permanent income." 

This picture is the background for Keynes' analysis of how, 
when a reduction in the marginal efficiency of capital reqnires a 
considerable reduction in long rate, bear specnlation will prevent 
a sufficient rise in bond prices. The crucial role that he aSSigned 
to the "speculative demand for money" has been criticized in re
cent years. We will deal with this issue in Chapter V:3, below. 

IV:S The Duration Structure of Physical Capital and the 
Term Structure of Interest Rates 

Meiselman's work, which we discussed briefly in Chapter III: 1, 

reawakened theoretical interest in the dormant subject of the 
term structure of interest rates. In recent years, the debate has 
been lively and the theoretical and empirical contributions nu
merous.1 The various approaches to the problem which have 
been propounded, criticized, and defended in this debate are 
usually grouped according to how much they emphasize, tone 
down, or dispute the relevance of the following three elements of 
term structure theory. 

(1) Expectations with regard to the future course of short 
rates. If future short rates were perfectly foreseen, current long 
rates would be geometric averages of the short rates which are 
relevant, given the term to maturity of the long asset. Meisel
man's Pure Expectations hypothesis assumes that traders who 
take account only of expected values of future short rates are 
sufficiently well financed to dominate the market, so that ob
served long yields do, in effect, reveal the consensus of these 
traders with respect to future short rates. 

(z) Liquidity Preference in this context denotes the hypo the-

1. In addition to the works by Meiselman, Kessel, and Wood preViously cited, the 
follOwing may be mentioned: J. M. Culberto;on, "The Term Structure of Interest 
Rates," Quarterly Journal uf EconomiCS, Nov. 1957; B. C. Malkiel, "Expectations, 
Bond Prices, and the Term Struchlre of Interest Rates," Quarterly Journal uf 
Economics, May 1962, and "The Term Structure of Interest Rates," American 
Economic Review, May 1964, with a "Comment" by M. J. Bailey; and J. van 
Horne, '1nterest-Rate Risk and the Term Structure of Interest Rates," Journal of 
Political Economy. Aug. 1965. 
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sis that the market, on balance, prefers shorter assets and longer 
liabilities, so that short assets will normally command a "liquid
ity premium." This means that, in a state of "normal expecta
tions"-when expected short rates are all eCjual to the current 
short rate-the yield curve will be upward-sloping (with the 
second derivative of term negative). 

(3) Market Segmentation. A pure Market Segmentation hy
pothesis would assert that hedging propensities-the desire of 
traders to match the maturity structure of the two sides of their 
balance sheets-are exceedingly strong so that cross-elasticities 
of both demand and supply between maturity segments of the 
market are practically negligible. In the United States, Professor 
Culbertson is generally regarded as the theorist laying the great
est stress on the low value of cross-elasticities, particularly in the 
short run. 

What concerns us here is the Liquidity Preference hypothesis 
as it applies to term structure theory. It is particularly connected 
with the names of Keynes and Hicks. Despite the historical fact 
that observed yield curves have often been downward-sloping, 
this hypotheSiS was widely accepted until Meiselman challenged 
it. The value of Meiselman's contribution lies most of all in the 
operational method, based on Cagan's work on hyperinflations,J 
which he developl!d to estimate the expectations element. The 
Liquidity Preference element had previously been accepted 
basically on faith, since no such systematic method had been 
available. !\: eiselman found no evidence for the LiqUidity Prefer
ence hypothesis, and he attacked it as founded on an a priori 
presumption for which convincing a lJriori reasons were lacking. 
The widespread belief in the validity of the hypothesis remained, 
however, and a number of subsequent contributions have at
tempted both to strengthen the theoretical foundations of the 
hypothesis and to proVide empirical support for it. Kessel's 
empirical work has done the most to put Meiselman's Pure 
Expectations hypothesis in doubt and to reassert the Keynes
Hicks hypothesis. 

The objective of the present section is to relate the a priori 

2. P. Cagan, "The Monetary Dynamics of Hyperinflation," in M. Friedman, ed., 
Studlu In thB Quantity Theory of Money, Chicago, 1956. 
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discussion of the Liquidit~· PrefereIK'(' hypothesis to om previolls 
disCllssion of the basis for Keynes' wealth-saving relatioll. Before 
proCt't'tiing with the Liquidity Preference element of Keyncs' 
theon· of the tenn stmcture, however, we must first clear the 
grol\l;d by noting his position on the role of expectations and on 
market segmentation, 

Keynes on the role of expectations The role Keynes assigned 
to expectations can be most readily perceived in his analysis of 
economic developments in the decade following \-Vorld War J.3 
This interpretation forms the background for his diagnosis of the 
causes behind the Great Depression, which was gathering mo
mentum at the time he was finishing the Treatise. Keynes attrib
uted the prosperity of the twenties to a Schumpeterian 
innovation-induced boom, During most of the decade, short rates 
were above long rates, a phenomenon which a "pure" liquidity 
preference hypothesis could not have accounted for. Keynes 
discussed the relationship between the two sets of rates at some 
length. Since, as we will note below, the tendency in the more 
recent debate on the subject has been to confine the discussion of 
the yield curve to a partial equilibrium analysis of financial 
markets only, it is of particular interest to note that Keynes, here 
as always, insists upon considering physical and financial invest
ment opportunities together: The downward-sloping yield curve 
of the early twenties he regarded as the result of a typically 
Schumpeterian "clumping" of innovations haVing the effect of 
raiSing the prospective profitability of less relative to more "round
about" investment projects. 

Keynes' inference that the forces underlying the boom had 
played themselves out already in the mid-twenties is of some 
interest. This diagnosis was based partly on the observation that 
at that time short rates "crossed over" long rates (from above). 
Whether the inference is justified or not, this mode of reasoning 
is certainly evidence enough of his awareness of the role of 
expectations. One should also note that, until the appearance of 
Meiselman's work, few if any economists attached the same 
Significance as Keynes did to the yield curve as a diagnostic 

3· Cf. Treatise, esp. Vol. II, Chapter 37. 
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instrument for those responsible for monetary policy. Keynes 
particularly stressed the "crossing of rates" as a highly significant 
indicator of the way the economy was going. 

In the later twenties, U.S. short rates were again above long 
rates, a fact Keynes attributed to an inappropriate monetary 
policy. Since, according to his diagnosis, the postwar boom had 
run its course, a return of long rate-which had remained at 
historically very high levels in the first half of the decade-to 
"normal" (prewar) levels was indicated, were severe deflationary 
pressures to be avoided. Such a drop in long rate, Keynes noted, 
must be accompanied by a very considerable upward revaluation 
of equities, in particular those of "public utilities and similar 
semi-monopolistic industries." Federal Reserve policy directed 
towards dampening the stock market boom prevented this neces
sary adjustment of market rate. While Keynes did not dis
pute the widespread opinion that the speculative fever on the 
exchanges had led or was leading the market to overshoot the 
new "natural" level of stock prices,4 he was severely critical of 
the objective pursued by the Federal Reserve for the same 
reasons that he had been adamantly opposed to the British 
return to the prewar gold-parity of the pound. A restrictive 
monetary policy aimed at security market speculators, he 
pOinted out, would have but a marginal effcct on the "Financial 
Circulation" but would impinge heavily on the "Industrial Cir
culation," thus making a contraction of output and income in
evitable. II 3 regarded it as imperative that Central Banks refrain 
from letting stock market events divert them from their proper 
task of attempting to keep long rates in correspondence with the 
"natural rate." 

Thus Keynes would have concurred with Friedman and 

4. Compare his views on the functioning of the organized exchang!'s, discllss!'d in 
the previous section, esp. his emphasis on the failllre of traders to concentratc on 
the proper evaluation of the present vallie of investrn!'nts "over th!'ir whole Ii"!,,," 
and on the "games" Keynesian invcstors play where the winners arc those who 
make the best guess on the conventional appraisal of capital vallles "a few months 
hence." The game to play when, as in the Keynesian view of the late twenties 
situation, "real" forces are operating to raise the valul' of eqllities will he that of 
speculating "on the trend"-behavior that can be expected to Icad to oVcr
shooting. 
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Schwartz 5 in all essentials of their critique of Federal Reserve 
policy in this period and in attributing the onset of the Great 
Depression to the period of tight money preceding the actual 
downturn in activity, although he would, as usual, have con
ducted the analysis in terms of interest rates and "credit concli
tions," rather than in terms of the stock of money.6 As a contrast 
to the explanations of the Great Depression ~ffcred by later 
Keynesians-and, in particular by the "Keynesian" Stagnationists 
-the Treatise's analysis of the late twenties period is highly 
interesting. 

Keynes on market segmentation The assumption that hedg
ing behavior is more or less universal is a crucial element not 
only of the Market Segmentation hypothesis, but also of the 
Liquidity Preference hypothesis. In this respect, the difference 
between the two types of explanations of the term structure is 
one of degree. All theories of portfolio management deal with 
balance-sheet choices in terms of trade-offs between expected 
income and the avoidance of variously specified "risks." In the 
"pure" market segmentation case, the maximization of income is 
assumed entirely subordinated to the desire to hedge against 
risks by matching the maturities of assets and liabilities. In the 
pure case, therefore, there would be no switching between 
maturities in response to changes in relative prospective yields, 
implying that short and long rates will respond virtually in
dependently of each other to changes in the stock of contracts 
oustanding in the respective maturities. No one holds this theory 
in its pure form, but the theorists who come closest to this view 
will attribute a very significant role to relative stock supplies. 

The most detailed account of Keynes' views on the cross
elasticities between maturity segments of the market is found in 
connection with his discussion of the yield curves during the 
1920'S just referred to. His position is far removed from the 
Market Segmentation theory; the object of his discussion is to 

5. M. Friedman and Anna J. Schwartz, A Monetary History of the United States 
1861-1960, Princeton, 1963, Chapter 7. 
6. '"roo high long rate" was his general explanation of the basic calise of depres
sions. For a discussion of this diagnosis, d. V:2, below. 
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show that long rates can be controlled through the manipulation 
of Dank Ratc. Consequently, he stresses the trade-off between 
"safety" and income and the sWitching between maturities that 
will take place in response to changes in the relation between 
short and long yields: 

If the running yield on bonds is greater than the rate payable on short
term loans, a profit is obtainable by borrowing short in order to carry 
long-term securities, so long as the latter do not actually fall in value 
during the currency of the loan. . . . 

There are a number of financial institutions-amongst which the 
banks themselves are the most important, but also including Insurance 
Offices, Investment Trusts, Finance Houses, etc.-which vary from 
time to time the proportionate division of their assets between long
term and short-term securities respectively. Where short-term yields 
are high, the safety and liquidity of short-term securities appear 
extremely attractive. But when short-term yields are very low, not 
only does this attraction disappear, but another motive enters in, 
namely, a fear lest the institution may be unable to maintain its estab
lished level of income, any serious falling off in which would be in
jurious to its reputation. . . . 

Now banks above all prefer short-term assets, if they can afford to 
hold them. But when their yield falls below a certain point, they 
cannot afford to hoid them.7 

Keynes made one important reservation: it would normally 
take consi'lerable time before the ripples of substitutions in
duced by changes in short rates reached long rates. Only 
changes in long rate would have substantial effects on invest
ment and aggregate demand. A monetary policy pursued only by 
open market operations in bills and changes in Bank Rate would, 
therefore, be subject to considerable lags, crcating a commensu
rate danger of the Central Bank contributing to the instability of 
the system. Keynes' discussion of the tcrm structure is also the 
occasion for his famous exposition of the "Bismuth-Castor Oil 
Cycle." 

7. Treatise, Vol. II, pp. 357-58. A discussion of speculation on the organized 
exchange follows which, while less colorful, In all essentials adumbrates Chapter 
12 of the General TheonJ. 
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The Keynes-Hicks theory of Liquidity Preferellce V,re come 
then to the Liquidity Preference elemcnt of Keynes' theory. r..lost 
of the fl'ccnt discussion of the hypothcsis has conccntrated on 
the explanation of bond yields. We should recall, therefore, that 
Keynes relied on the same assumption of aversion to risks of 
changes in asset values, which is the idea basic to his discussion 
of the term structure of interest rates, in his "nornlal back
wardation" theory of price determination for stock-flow com
modities. The implication in that context is that the observed 
"future" price represents a downward-biased estimate of the 
future expected price, just as in the Liquidity Preference theory 
of term structure, the forward short rates are taken to be simi
larly biased estimates of expected future short rates. The 
"nonnal price" to which the Treatise's analysis of the pricing of 
Liquid Capital refers is the price which will equate rates of 
supply and demand over the longer run. 

The Liquidity Preference hypothesis, as it applies to the term 
structure of bond rates, has been criticized by Meiselman, 
Bailey, Johnson and others, baSically on "pure" choice-theoreti
cal grounds. The proper framework for a discussion of this 
criticism and an attcmpt to clarify Keynes' position with regard 
to it is, therefore, a static one. A static context gives time for all 
adjustments to take place and in such a context we may conse
quently judge Keynes to be clearly opposed to the market 
segmentation idea. Similarly, he gives full play to the role of 
expectations, so that in what follows we may safely assume the 
simplest case of "normal expectations." 

Given a state of "normal expectations," the Liquidity Prefer
ence theory postulates that the yield curve will be upward
sloping. Normally no reservation is made in connection with this 
postulate about the quantities of short-term and long-term gov
ernment (or foreign) bonds outstanding. Hicks, who more fre
quently than Keynes has been the indicated target of the criti
cisms that concern us here, put the matter thus: 

it ... appears that the forward market for loans (like the forward 
market for commodities) may be expected to have a constitutional 
weakness on one side, a weakness which offers an opportunity for 
speculation. If no extra return is offered for long lending, most people 
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(and institutions) would prefer to lend short. ... But this situation 
would Icave a large excess demand to borrow long .... Borrowers 
would thus tend to offer better terms in order to persuade lenders to 
switch over into the long market. ... A lender who did this would 
be in a position exactly analogous to that of a speculator in a com
modity market. He would only come into the long market because he 
expected to gain by so doing, and to gain sufficiently to offset the risk 
incurred. 

The forward rate of interest for any particular future week. ... will 
have to be higher than the short rate expected by these speculators to 
rule in that week, since otherwise they would get no compensation for 
the risk they are incurring; ... [this] risk-premium ... corre
sponds exactly to the "normal backwardation" of the commodity mar
kets.a 

The crux of this "constitutional weakness" of the long end of 
the market is the risk presumed generally to be involved in long 
lending and the related assumption that lenders are risk-averters 
so that their speculative services can be obtained only at a price. 
Hicks also considers the role of transactions costs in this connec
tion. Several of the more recent contributions devote rather 
lengthy and complicated arguments to the influence on the term 
structure of brokerage and other transactions costs under various 
conditions. For our purposes, at least, a detailed discussion of 
these costs is superfluous. Both the risk issue and the transaction 
cost issue may be illustrated with a simple example. 

Suppose we have a transactor who wants to invest a given sum 
with the desired encashment date ten years into the fuhlre. If the 
yield curve is horizontal, he will prefer a ten-year bond. (We 
may assume that the securities considered do not pay coupons at 
regular intervals, but pay back principal and accumulated com
pound interest in one installment at maturity.) If he buys a 
shorter term bond, say of five years' term, it is uncertain at what 
rate of interest he can reinvest the proceeds in five years' time, 
although the mean expectation is that of the same rate as today. 
He thus runs the risk of earning less income O\'er the whole ten
year span. If he is a risk-averter he will assume this income 

8. Value and Capital, pp. 146-47. 
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uncertainty only if the shorter bond is offered ~o him at a higher 
yield (lower price) than the ten-year bond. HIS revealed prefer
ence for the ten-year bond will be stronger the higher the 
anticipated transactions cost of reinvesting in the interim. If he 
buys a twenty-year bond, it is uncertain what its presellt value 
will be ten years from now, although the mean cxpectati::n is 
that it will then trade at a price equal to the originally invested 
sum capitalized forward at the current rate. But he runs the risk 
of the future ten-year rate being higher than today's, in which 
case encashment after ten years will mean a capital loss. If he is 
a risk-averter, he will assume this capital uncertainty only if the 
longer bond stands at a discount relative to the ten-year bond. 
His revealed preference for the latter will be stronger the higher 
the anticipated transaction cost of selling off the longer bond. 

The question here is purely qualitative: A priori, should we 
expect the yield curve to be horizontal, to slope downward, or to 
slope upward? Transactions costs will only accentuate the down
ward or upward slope determined by risk considerations and 
may, therefore, be ignored. The basic question concerns the 
predominance of capital-uncertainty presumed by Keynes and 
Hicks. 

The critics of Keynes and Hicks tend to argue that there are 
no good a priori grounds for assuming that, in the system as a 
whole, capital-uncertainty will be predominant and that, conse
quently, it is the theorist's responsibility to await the outcome of 
empirical tests before proceeding on the assumption that the 
Liquidity Preference hypothesis is warranted. Thus Bailey, for 
example, concedes that "It is true that the evidence, e.g., that 
presented by Kessel, . . . overwhelmingly supports the proposi
tion that short-term securities tend to have a lower yield than 
long-term ones," but he argues, in effect, that as a matter of 
"pure" theory the appropriate position is one of equal ignorance: 

We should realize ... that it is also pOSSible for an asset to have a 
shorter maturi~ than its. holder would desire at a flat yield curve. If 
the expected time at whICh he wants his capital in cash is later than 
the maturity .of the asset, h~ gains no additional capital security but 
suffers some lDcome unc~rtamty compared to that corresponding [to] 
an asset of the appropnately longer maturity. The premium he re-
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quires to induce him to hold the short-term asset we might call a 
"solidity premium." 0 

One should note that, although Keynes assumed "normal 
backwardation" to be characteristic of securities markets in gen
eral, he did bring in the desire for "income solidity" to explain 
why the slope of the yield curve could not be arbitrarily steep, 
thus warding off a market segmentation interpretation of the 
hedging arguments contained in the Liquidity Preference theory. 

In a vein similar to Bailey, Johnson warns that the modern 
general equilibrium literature on asset prices and yields 

has some implicit biases which are apt to mislead the unwary, espe
cially in its application to the analysis of the term structure of interest 
rates .... there is a tendency to follow too closely Hicks' ori~nal 
sketch of the approach in identifying the typical asset-holder with a 
bank, borrowing for a shorter term than it lends and therefore prefer
ring the shorter-term assets.lO 

This line of argument goes back to Meiselman. But there were 
really two prongs to Meiselman's attack on the Liquidity Prefer
ence convention. One was the argument used as an assumption 
in the development of his own model (and not refuted by his 
tests) that there exists a group of "sufficiently well-financed" 
speculators who regard all maturities as perfect substitutes at a 
yield curve which reflects expected future short ratcs without 
bias. The existence of hedger groups is acknowledged, but what
ever the t) pe of risks faced by these groups would be in a given 
situation and whether they reveal "solidity preference" or "li
quidity preference," thc services of maturity-indifferent specula
tors would be available to society at no cost. This in itself is 
enough to yield the pure expectations hypothesis-the argument 
implies that the yield curve will be Bat in a situation of nonnal 
expectations. 

But Meiselman was also concerned to argue that the Purc 
Expectations hypothesis would be validated evcn if "transactors 
with risk aversion dominate the market." His contention in this 

g. Bailey, "Comment," op. cit., p. 554. 
10. H. G. Johnson, "Monetary Theory and Policy," op. cil., pp. 347-48. 



292 KEYNESIAN ECONOMICS AND TilE ECONO!,;lICS OF K~YNES 

case is that Hicks' more or less implicit assumption that the sys
tem as a whole will face the "basis risk" 11 of capital uncertainty 
is not warranted: 

Hicks' analytical conclusions do not follow from his assumption of risk 
aversion. Lenders face the same uncertainty as borrowers and can, if 
they so prefer, also hedge against the consequences of interest rate 
Huctuations. The hedging mechanism for borrowers and lenders is 
identical and involves matching the expected payments streams of 
assets and liabilities. Contrary to Hicks' assertion, there are many 
institutions which appear to be hedgers in some degree and which 
have strong preferences for holding long-term assets. Among them are 
life insurance companies, and pension, endowment, and trust funds . 
. . . [If transactors of this type dominate the market] "normal back
wardation" ,vill be negative. If a constitutional weakness does exist, it 
is not at all clear which side of the market is, or ought to be, the weak 
one. The net hedging position is the relevant variable, and net 
hedging can be either short or long.12 

Thus, there would be no presumption of a basis risk for the 
system as a whole. Whether the representative trader is a risk
averter or not is then simply irrelevant-there is no risk to avoid. 
Again, the point made is that the situation as far as "pure" 
theory goes is one of equal ignorance: 

If . . . transactors with risk aversion dominate the market, it again is 
an empirical matter whether the short-hedgers or the long-hedgers 
will typically be the ones selling or buying the implied "insurance", 
and similarly it is also an empirical matter which class of hedgers typ
ically sells "gambles" if transactors with risk preference dominate.13 

An analogy: the sign of "the" interest rate and the slope of the 
yield curve Keynes is admittedly a fair target for this sort of 
thing-he was not averse to engaging in the same kind of 
polemics on occasion: "A correct theory, therefore, must he 

11. Meiselman's concept of "basis risk" is useful, particularly if applied to the 
system as a whole (d. our discussion of assumptions with regard to risk as 
determining the choice of asset aggregates, Chapter 111:2). His definition is: "A 
basis risk occurs when a transactor wishing to hedge cannot arrange to have 
perfectly offsetting items on both sides of his balance sheet .... " Meiselman, op. 
cit., p. 8 n. 

12. Meiselman. op. cit., pp. 14-15, italics added. 

13. Gp. cit., p. 16. 
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reversible so as to be able to cover the cases of the marginal 
efficiency of capital corresponding either to a positive or to a 
negative rate of interest." This point, which has been made 
innumerable times both before and after Keynes, is dire<:ted 
towards the formulation of "the problem of interest" commonly 
used by an older generation of theorists: "Why do present goods 
stand at an agio relative to future goods?" Keynes' little barb is 
addressed in particular to Bohm-Bawerk with whom he, like 
Cassel, had little patience: 

Some, probably most, lengthy processes would be physically very in
efficient, for there are such things as spoiling or wasting with time . 
. . . Only if the desire to postpone consumption were strong enough 
to produce a situation in which full employment required a volume of 
investment so great as to involve a negative marginal efficiency of 
capital, would a process become advantageous merely because it was 
lengthy; in which event we should employ physically inefficient pro
cesses, provided they were suffiCiently lengthy for the gain from post
ponement to outweigh their inefficiency. We should in fact have a 
situation in which short processes would have to be kept sufficiently 
scarce for their physical effiCiency to outweigh the disadvantage of 
the early delivery of their product. 14 

Actually, of course, Keynes goes on assuming a world in which 
the "real" marginal effiCiency of capital is always, and has always 
been, pOSitive-although he does speculate on the possibility of 
bringing it to zero in the not too distant future. The negative 
(real) rate possibility plays no part whatsoever in his thcor),. 
What is interesting about his reflections on this hypothetical case 

14. General Theory, p. 214. Two notes: (a) This a~ain illustrates the importance 
of the distinction between consumer goods and enpilal ~()()ds in l\e\'I1('s' lholl~hl. 
The last sentence obViously docs not make scnsc if thc "carly deliverl'd product" is 
a schmoo which can be physically reinvested in anothcr short high-yidd prn('('ss. 
Keynes' discussion, here as elsewhere, treats his consumer go,)(1 as a pl'rishahll' 
final product which, when held as a stock of "Liquid Capilal," will incur I'"siti\'(' 
carrying charges. (b) The passagc must be interpreted as a piece oC "slatic" 
(though not "stationary") theory, in the sense that a given teehnol(l~v is assllnll'd 
with "no hangover from previous technolo~ics." \\'c have already s('en that 
Keynes, in a more dynamic context, granted that ~'iclds wonld oft"11 ,ll'crease with 
term to maturity, and that he explained this case with r"Cerenee to the "scarcity" 
of newly innovated processes with a short pay-back period. 
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is the way in which he links it to the possibility of a downward
sloping yield eur\'e. 

\Ve ha\'e two questions: \"hy do present goods stand at a 
premium O\·er future goods? \"hy do t-year securities stand at a 
premium over (t + 0") -year securities? Both formulations may be 
criticized for tending to obscure the analogous nature of spot 
and intertemporal relative prices and also as potentially mislead
ing in presllllling "constitutional weaknesses" that may not al
ways obtain. But, granting the point of these objections, one 
should note that the formulations at least have the virtue of 
suggesting that the two problems are not unconnected. 

In recent years, the two issues have in the main been "farmed 
out" to two different groups of theoretical specialists. Since there 
is little overlap between the two groups, this is not an altogether 
happy arrangement. The theory of the determination of the rate 
of interest (the "general level" of the yield curve) has been 
largely left to specialists in capital theory, where the problem 
has traditionally belonged. The theory of the term structure of 
rates (the shape of the yield curve) has become a branch of 
monetary theory. A few things should be noted with regard to 
this division of labor: 

The determination 6f the level of "the" interest rate is a gen
eral equilibrium problem. In the "pure" theory of interest, the 
basic determinants are the system's intertemporal physical trans
formation possibilities and intertemporal consumption prefer
ences. Normally, specialists in capital theory will work with a 
barter system, where borrowing and lending are. assumed to take 
the form of forward contracts for commodities (or, possibly, 
labor services). The term structure problem, on the other hand, 
is usually treated in partial equilibrium terms and the excess 
demand relations studied pertain to monetary contracts. Refer
ence is seldom made to the underlying intertemporal production 
possibilities and consumption preferences, which are the capital 
theorist's stock-in-trade. In the first approximation to the theory 
of "the" interest rate, perfect foresight is conventionally assumed 
-the existence of uncertainty is not fundamental to the prob
lem. The entire issue between "marginal liquidity preference" 
and "marginal solidity preference" revolves around the type of 
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basis risk which the system as a whole will want to hedge 
against. Thus the presence of "risk" is fundamental to the term 
structure problem and cannot be disregarded even in a "first 
approximation." 

The capital theorists will often favor a basic model of the 
Fisherian two-period, or similar, type. The only temporal distinc
tion made is between "the present" and the indefinite "future." 
The choice facing households is between alternativc comhina
tions of "present consumption" and "consumption postponed." 
The interest rate is detennined by the conditions that the system 
be on its production possibilities frontier and that excess demand 
for present consumption be zero. The excess demand for future 
consumption will then also be zero. This "future consumption" is 
then regarded vaguely as "consumption postponeu bcyund 
today"-and the question how long households desire to postpone 
consumption is not raised. 15 In this way, the term structure prob
lem disappears from view. 

Once again, we may compare this with the approach fa\'ored 
by Cassel, who recommended dealing with the determination of 
the interest rate in tenns of the demanu for anu supply of 
"waiting." He defined this variable as "measured by the product 
of such a sum of value [i.e., the value of consumption postponed] 
and the time of waiting." 16 As is so often the case with the oldcr 
capital-theoretic approaches, this is an easy target for criticisms 
emphasizing Cassel's "cheating" with the index number problem. 
"The" interest rate will obviously be overburdened if it is to 
serve two functions at once-i.e., to coordinate decisions both 
with respect to the amount of resources carried over into the 
future and with respect to the length of time for which the 
consumption of final product is postponed. Casscl's assumption 

15. Usually it is necessary to regard period 2 as "all tl,e future," impking that 
consumers want to spread llie consumption of current saving over an infinite timC'
period, i.e., lliat saving constitutes demand for pennallent lIet streams. Iml'licith' 
or explicitly, llie measure of "weallli" is that of tl,e permanent income conccpt 
discussed in Chapter IV: 3. 
16. Cassel, op. cit., p. 42. This is the definition of the "supply of waiting"; for the 
demand for waiting (identified willi the demand for the use of "capital") cr., e.g., 
P·48. 
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that this problem can be taken care of by collapsing it into a 
single dimension by means of his particular definition of "wait
ing" is a bit optimistic. But his usage at least has the consider
able advantage of drawing attention to \VickseII's "longitudinal 
dimcnsion" of the aIIocation problem-to the "temporal depth
perspective" so conspicuously absent from many modern models, 
but which we have found to be a central conception in Keynes' 
thought. It is not self-evident that the presently fashionable 
approach is to be preferred-it can be freed from index number 
objections, but only by assuming that households desire to 
accumulate pemlanent consumption streams. For historical rea
sons, probably connected in particular with the amount of 
theoretical energy fruitlessly "wasted" on attempts to keep the 
Austrian approach alive, capital theorists seem to exhibit more 
stringent scruples with respect to index numbers than economists 
generally display in other areas. Considering the problems in
volved, for example, in the "real income" and "aggregate output" 
variables which macroeconomists are reSigned to swallow, the 
implicit immortality assumption is not necessarily a cheap price 
to pay for avoiding the Cassel concept of waiting. 

Keynes' position on the term structure issue should, as previ
ously hinted, be tied in with his use of the wealth effect. In 
Chapter IV:3, we sketched a system in which households ulti
mately have to carry "longer" assets than (assuming risk aver
sion) they would want to at a flat yield curve. Hence the basis 
risk is that of capital-uncertainty, Rates of interest are generally 
positive and the yield curve upward-sloping. The only model one 
can offer as a contrast is a constmction of Samuelson's which 
embodies the opposite "pure" extreme. In Samuelson's "consump
tion-loan" model,17 it is postulated that no possibilities exist of 
transforming present into future goods, while at the same time 
transactors earn no income during the last third of their life 
cycles. With no "natural" stores of value, and in the absence of a 
storable money or similar institutionalized "Social Contrivance," 

17. P. A. Samuelson, "An Exact Consumption-Loan Model with or without the 
Social Contrivance of Money," Journal of Political Economy, Dec. 1958. Cf., also, 
Samuelson's exchange with W. H. Meckling in the same journal, Feb. 1960. 
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free competition among traders desiring to save in the face of the 
impossibility of doing so would bring the interest rate to minus 
infinity. This is indeed the ultimate negative rate case. In order 
to deal in a meaningful fashion with the term structure of rates, 
the model would have to be modified, but as it stands it will 
serve as a contrast to the kind of world envisaged by Keynes: in 
Samuelson's model, households are constrained from carrying 
receipt streams as "long" as the streams they would desire to 
hold. The "constitutional weakness," therefore, will lie on the 
supply side of forward markets. 

It should be noted that Hicks bases his "constitutional weak
ness" case on the hedging-propensities of producers who: 

... are already committed to needing loan capital over extensi\'c fu
ture periods. They may be embarking on operations which take a con
siderable time to come to fruition; or they may merely be laying down 
plans for continuous production, in the form of a long series of 
planned inputs and outputs, which it will not be easy to break off at 
any particular point. . . . On the other side of the market there does 
not seem to be any similar propensity ... etc. IS 

This just barely hints at the appropriate role of the s~·stcm's 
physical assets and investment opportunities in the analysis of 
the term structure problem. It is not so strange that I\leisclman 
(who quotes it) and other critics of Hicks pass it by merely with 
comments to the effect that there is no obvious reason why an off
setting propensity should be lacking on the other side of the 
market. (Hicks, moreover, is inconsistcnt according to the pres
ent interpretation, for the arguments used in recent years to 
throw doubt on the liquidity preference proposition of the pre
dominance of long hedgers are based on the same kind of 
analysis of bond markets in vacuo as Hicks employed in dismiss
ing the wealth effect. ) 

Keynes' position is, however, indeed based on (largel~· im
plicit) assumptions about the nahlre of the system's ph~·sical 
transformation possibilities and the resulting duration structure 
of its stocks of "real" capital. It is implied that, in equilibrium 

18. Hicks, loco cit. 
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with a given technology having been thoroughly assimilated, 
"roundabout" processes will be phYSically more efficient on the 
margin than the hypothetical shorter processes which would 
have allowed the representative household to hedge its consump
tion plans perfectly. If all traders were to subordinate income 
prospects entirely to risk-avoidance and to attempt to hedge 
their fuhlre purchase plans perfectly in order to avoid "gam
bling" on the value at which assets can be resold, yields on short 
production processes and corresponding assets would be driven 
very low-perhaps below zero. At the same time, many unuti
lized "roundabout" processes would promise a very high yield 
indeed. The Keynesian picture is one of a system "tempted" by 
the profitability of long processes to carry an asset stock which 
turns over more slowly than households would otherwise want. 

To illustrate, consider again the criticism of the Keynes-Hicks 
hypothesis that it "identifies the typical asset-holder with a 
bank." The characterization is apt, for it is now apparent that 
Keynes did indeed assume the "typical" trader to be in a situa
tion somewhat analogous to that of a bank. A transactor "repre
sentative" of a closed system (where amounts lent and borrowed 
are necessarily equal) does not, of course, lend long and borrow 
short as a bank does. The average asset-holder would instead be 
an individual at the midpoint of his life cycle, owning a per 
capita share of the system's physical capital. From some future 
date onward, he plans to consume in excess of concurrent gross 
income, the amounts and dates of these "encashments" being 
presently uncertain. The maturity structure of his representative 
share in the system's physical asset stock is presumed "too long" 
to match this encashment schedule. Assets may have to be sold 
at a loss to meet planned encashments. In Keynes' kind of world, 
therefore, the representative transactor-who is assumed to be a 
risk-averter-must be offered some compensation for the risk 
that this speculative position entails, just as the bank must be 
offered a yield-differential between deposits and earning assets in 
order to borrow short and lend long.19 

19· The analogy can be stretched further: The end of an "over-Investment" 
boom, as described by some pre-Keynesian writers, might be likened to a "run on 
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Unfamiliar as this whole conception may be, it is the key to 
Keynes' entire theory of finance. To Keynes, it is the function of 
securities markets and of financial intermediaries to enable indi
vidual households to hold short assets (or long assets without 
being committed to long holding periods) while, at the same 
time, the system as a whole freezes a vast portion of its material 
wealth in long-lived assets in order to secure the benefits of 
roundabout processes. 

The organized securities markets in Keynes' theory In Chap
ter IV:3, it was necessary to stick to a rather mechanical picture 
of the Keynesian "Vision" in order to avoid entangling the 
discussion of the two Average Periods in problems of uncer
tainty. For the wealth effect of interest rate changes to be 
inversely related to the direction in which the rate moves, it is 
then necessary to postulate that receipt streams from non-human 
capital are in general "much longer" than planned consumption 
streams. The assumption of virtual certainty does not proVide an 
analytical framework in which Keynes' wealth effect can be seen 
in the most plausible light. To make it seem at all worthy of 
consideration, one is constrained to blow up the Hicksian notion 
of production plans "which it will not be easy to break off at any 
particular point" to Knightian proportions and paint a picture of 
a system of mortal consumers constrained to maintaining the 
existing capital stock in perpetuity. 

This we are now in a position to modify. Our discussion in the 
previous section of the information problems characteristic of 
the Keynesian system raised a number of points which deserve 
further scrutiny. Two aspects of the information problem in
volved in the "saVing-investment process" were emphasized. The 
first of these was the fact that saving consists in abstaining from 

the Bank" for example. If the desired dissaving by the older generation would 
begin substantially to exceed the planned saving by younger generations, tIll' pric£' 
of assets in tenns of consumer goods must drop and the diss3"ers will find 
themselves "defrauded" of the affiuent retirement they had counted on. Cf .. ('.g., 
Treatise, Vol. II, pp. 99-101. One may note that attempl. by income-l'xp£,llClihlrc 
theorists to make sense of older "over-investment," "under-consumption," and 
"over-saving" theories (and the distinctions between th('m) in tenus of the stan
dard one-commodity model have often proved quite futile. 
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present consumption without "placing simultaneously a specific 
order for future consumptioll." In explanation of this, we mercly 
noted the absence of future markets which could accommodate 
savers wishing to place such orders. In thc context of Keynes' 
discussion, however, it is quite clear that this is not the root of 
the matter-the problem is that savers do not want to commit 
themselves, that they want to stay "liquid," that they "desire 
'wealth' as such"-"a potentiality of consuming an unspecified 
article at an unspecified time." If, in fact, savers were invariably 
willing, or even eager, to freeze their future consumption paths 
in the present, the system would presumably be more richly 
endowed with forward markets of this kind than is actually the 
case. But even so, one should note that savers in a Cassel-Keynes 
world would not be able to place forward orders corresponding 
to the total value of their presently postponed consumption 
without incurring risks. If, for the future periods corresponding 
to the dissaving period of the life cycle, they place forward 
orders to a value exceeding that of the anticipated gross income 
on their portfolios, they would in general not be able to cover 
these forward purchases by corresponding forward sales of 
assets-they are depending upon currently inactive generations 
to "come along" as the future purchasers of these assets. 

This, perhaps, is the ultimate source of the problem. But, in 
any case, the fact that households are unwilling to commit 
themselves to placing future orders means that we have a picture 
significantly different from that of section IV:3. In that previous 
discussion uncertainty was more or less ignored, and the com
parison of the average periods of prospective receipts and con
sumption outlays provided little rationale for households to 
prefer a portfolio with an average period shorter than that corre
sponding to the expected life cycle consumption path of the 
representative household. Keynes' reasoning in the passages cited 
demonstrates that he assumed that households will prefer a con
siderably more "liquid" portfolio. 

The second information aspect of the saving-investment prob
lem had to do with the failure of financial markets to produce 
"substitute information" leading to the same full employment 
result envisaged for a system with a fu II complement of forward 
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markets. This information failure arises because speculators on 
the organized exchanges always have "an alternative to the 
ownership of real capital-assets, namely the ownership of money 
and debts," and bear speculation can therefore set in motion a 
train of events which will prevent savings plans from leading to 
the appropriate level of production of new capital assets. 

The interesting thing about Keynes' discussion of this second 
aspect of the problem is his stress on its being historically 
derivative to the first. Ideally, households would desire to ac
cumulate their wealth not only in a form "short enough" so that 
dissaving in the later part of the life cycle can be done by 
consuming gross income without necessitating the resale of 
income sources-they also prefer to hold portfolios with an even 
higher turnover. Portfolios with a high rate of gross income to 
capital value will be preferable to portfolios of the same value 
and equal net, but lower gross, income in man)' contingencies. 
Thus they provide insurance against unexpected or unplanned 
outlays-from which we may derive the hypothesis of a "precau
tionary demand" for short-"liguid"-portfolios, etc.~() If, on the 
production side, entrepreneurs were to be constrained from in
vesting in any physical assets with a value turnover longer than 
the average portfolio turnover preferred by the representative 
household (at a Hat yield curve at least), growth would be 
stymied at a pre-industrial level of real per capita wealth: 

In former times . . . enterprises were mainly owned by those who 
undertook them or by their friends and associates .... Decisions to 
invest in private business of the old-fashioned type were ... largely 
irrevocable, not only for the community as a whole, but also for the 
individual. With the separation between ownership and mallagement 
which prevails to-day and with the development of orgallised invest-

20. We may have such a "precautionary dcmand" also for one of the reasons 
adduced in support of the assumption that households are unwilling to commit 
themselves by placing orders for specific consumption gomls for sl)('C'ific fuhlre 
dates-i.e., as a precaution against changes in the hous<'l101d's consumption 
"tastes" which surely are not fixed, or perfectly foreseen, over th ... life c\Tl .... High 
gross income portfolios also proVide "reinvestment options." It should he pOinted 
out, for example, that one basis risk facing the system as a whole is that of 
capital losses due to obsolescence of real capital assets, as when C<]uipment of 
superior efficiency is innovated. 
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ment mark(,ts, a new factor of great importance has entered in, which 
sometinlt's facilitates investment but sometimes adds greatly to the 
instability of the system.21 

Keynes thus views the development of institutionalized ar
rangl'ments making possible the separation of ownership and 
management, and the development of organized securities mar
kets and of firms specializing in various fonus of financial inter
mediation, as a prerequisite for a highly industrialized society 
based on private enterprise. The general notion is common 
enough. 'What is not so common is the stress on the contrast 
between the great duration of the receipt streams generated by 
the productive sectors of a modern system, in which "almost the 
whole of the fixed capital is represented by buildings, transport, 
and public utilities," and the liquidity preferences of ultimate 
wealth-owners. In Keynes' grand conception, the basic function 
of "Finance" in modern systems is to reconcile the desire of 
households to be "liquid" with the technological necessity for the 
system as a whole to carry vast stocks of "physically illiquid" 
capital goods: "there is no such thing as liquidity of investment 
for the community as a whole." 22 

The development of modern organized investment markets 
and financial intenuediaries has meant that: 

Investments which are "fixed" for the community are . . . made 
"liquid" for the individual. 

With a ready market for the resale of assets: 

each individual investor flatters himself that his commitment is "liquid" 
(though this cannot be true for all investors collectively) ... 

Individuals are rendered "liquid" in the sense that they need not 
commit themselves to holding assets to maturity. This, to 
Keynes, is where the second aspect of the infonuation problem 

21. General TheOTtj, pp. 150-51, italics added. The separation of ownership and 
management we already stressed in IV:3 as basic to the Keynesian vision of the 
world. 

22. General Theory, p. ISS, italics added. 
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causing the failure to coordinate intertemporal plans comes in, 
for he assumes that traders with no commitment to hold to 
maturity will show little concern to forecast the yield of invest
ment prospects "over their whole life." The sorry spectacle of 
"the games that people play" on the Exchanges, that he painted, 
is to be expected: 

These tendencies are a scarcely avoidable outcome of our having suc
cessfully organized "liquid" investment markets.23 

Now, this does not seem right: Whether people hold assets to 
maturity or not, there is surely a strong incentive to try to evalu
ate the yield of assets over their whole life. Those investors who 
do a good job of it should regularly gain at the expense of the 
others, including those who just gamble on the market opinion of 
next week. 

Keynes' analysis makes sense only on one assumption. It is 
important that we be clear on what this assumption is, for it 
expresses a fundamental a priori conviction of his which, al
though highly debatable as a general proposition, underlies vir
tually his whole life-work on problems of economic stabilization. 
It is this: Whenever money income, output, and clllploymcnt 
decline, too high long rates are ipso facto to blame. This is quite 
clear in the Treatise-a contraction is caused by a market rate 
above natural rate-but it has not been so obvio;ls that the same 
assumption permeates the General Theory also.~1 

When incom'l declines, it is because entreprenC'urs do not 
create real assets to the same value that savers try to accumlllate. 
Coordination of the two types of decisions brC'aks down because 
bear speculators step in and supply savers with assets from their 
portfolios and "hoard" the proceeds. By so doing they pre\'C'lIt 
the interest rate from declining to a level sufficiently low to 

23. The above quotations are taken from the General Theory, pp. 153, 160, and 
159, respectively. 
24. The General Theory's preference for the use of fiscal rathC'f than JIlonPlary 
policy measures in certain types of situations is not entirely consistent with the 
diagnosis that too high interest rates arc always at the root of 1I1ll'l11plonn('nt 
problems. But KeYlles' diatribe against speculation on the Exchanges JIlak('s no 
allowance for this. Cf. V:2 and VI:2. below. 
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induce entrepreneurs to undertake the full employment amount 
of investment. In the passages quoted above, Keynes asserts, in 
effect, that whenever investors do not passively acquiesce in a 
rise in bond prices but counteract the decline in long rates by 
bearish sales, they are always "in the wrong." If they did not 
gamble on transitory fluctuations in asset prices, but seriously 
tried to evaluate the lifetime yield prospects, they would come to 
realize that higher securities prices are indeed warranted. 

This may be true in some situations, but it certainly is not true 
in all situations of low or declining income. As an across-the
board generalization, it will not stand up to scrutiny. But to this 
matter we will return in sections V:2 and VI:2. 

If the bears were constrained to hold their portfolios to matu
rity, they could not step in between savers and entrepreneurs in 
this way. Keynes toyed with several ideas to "force the investor 
to direct his mind to the long-ternl prospects and to those only" 
but rejected each in turn-his own analysis of the function of the 
financial markets indicated that, were the "liquidity" of invest
ments to be drastically reduced and the individual trader forced 
to commit himself over the long term, this would "seriously 
impede new investment." The analysis implies in fact that suffi
ciently drastic action in this direction would force the system 
ultimately to contract by letting the stock of non-human capital 
run down without replacement or maintenance. 

Financial intermediaries: Keynes and the "New View" in 
banking theory The predominance in modern monetary theory 
of consolidated balance-sheet models have been referred to sev
eral times in our discussion. In the standard model, the only 
capital account variables explicitly considered are the stocks of 
money, of "outside" bonds, and of phYSical capital. Preoccupa
tion with the comparative static analysis of short-run solution 
states most often precludes a systematic analysis of the inter
sectoral fund-flows implied in the processes studied. The as
sumption that aggregate demand, and the short-run solution 
state generally, is invariant to the stocks of outstanding intra
private-sector debts and claims also impliCitly asserts the irrele
vance of such fund-Bow analysis. The apparent conventional 
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satisfaction with this approach seems a survival of the early 
"Keynesian" conviction of the "unimportance of money and 
finance." 

Economists dissatisfied with this conception of the passive 
adaptation of financial to "real" variables have repeatedly 
mounted attacks on the conventional macroapproach.25 But the 
task of transforming intuitive dissatisfaction into convincing 
analytic criticism has proved quite difficult, and the task of con
structing new macrotheories which incorporate "Finance" in a 
systematic and significant way, even more so. The result of such 
efforts often becomes, as in the Radcliffe Report, only a repeti
tive insistence on the vital importance of "liquidity"-a variable 
which resists scalar measurement and remains "slippery and iII
defined." 26 

In the present study, these issues have been avoided as far as 
possible. Without pursuing the subject in detail, we may, how
ever, note that many of the ideas which in recent years have 
come to the forefront in the discussion of the role of financial 
intermediaries were anticipated by Keynes. This is not to claim 
great credit for him, since recent writings in this area have to a 
great extent been devoted to rehashing theoretical issues made 
familiar in the Bullionist controversies and the controvers\' be
tween the Banking and the Cunency schools. ~7 A few com'para-

25. The Radcliffe Report and the work of Curley and Shaw have previously been 
mentioned. C£., also, the earlier paper hy R. N. McKean, "Liquidity and a Na
tional Balance Sh"et," Journal 0/ Politicial Economy, Dec. 1949, reprinted in 
Readings in Monetary Theory. 

26. Johnson, "Monetary Theory ... ," op. cit., p. 352. 

27. Monetary theorists seem doomed to repeat doctrinal history, for example. On 
the eternal question of the "proper" definition of "money." At the time of the 
Bullionist controversy, the question was whether hank notes were to be consid
ered as part of the money supply or as a coin substitute tending to "increase the 
velocity of 'money.' " In the latter half of the century, notes were well estahlished 
as part of the money supply proper, and the qu('stion was whether demand 
deposits were to be considered as part of the money supply or as a currency 
substitute tending to "increase the velocity of ·money.''' In reccnt years, we have 
debated whether time deposits, etc., can properly be included in the money 
supply or whether they should be treated as mone), suhstihltes the availahility of 
which wiU increase the velocity of the money stock proper. The theoretical 
conundrums that will be produced before long by computerization of the pay
ments mechanism one can only view with apprehension. 
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tive notes 011 Keynes and Gurley and Shaw are of interest 
here. 

Let us start by noting an important difference in emphasis in 
the analytical treatment of financial intemlediation. The concep
tion around which Gurley and Shaw organize their analysis of 
intermediation is that of the distinction between primary or 
direct securities and indirect securities. Other distinctions be
tween types of assets are subordinate. Primary securities are a 
heterogeneous lot, and the infom1ation needed to appraise their 
"quality" will often be expensive for the individual investor to 
obtain. The imperfect homogeniety of such assets will also mean 
that the investor will find them "illiquid" if he wants to resell 
them short of the maturity date. The acquisition of infom1ation 
about primary securities is subject to returns to scale; expertise 
in investment in certain types of such assets enable intem1edi
aries to appraise their "quality" at lower cost. The Law of Large 
Numbers normally insures the well-run intem1ediary against 
large cumulative net deposit drains; for a large portion of its 
portfolio, therefore, the imperfections of the markets in which 
heterogeneous primary securities can be resold are of less 
consequence. Financial intermediaries are thus able to acquire 
"illiquid" primary securities while issuing "liquid" indirect secu
rities to the non-financial sectors. The superior qualities of the 
latter will mean that the public is willing to acquire them at a 
lower expected yield than the public would demand in order to 
absorb the same volume of primary securities. In the works of 
Gurley and Shaw this is stressed as the basic function of 
intermediaries-they substitute indirect for direct claims on 
producers in the portfolios of the public and derive their income, 
as firms, basically from the rate-diHerential between primary and 
indirect securities. 

In Keynes' work, of course, all other distinctions between 
assets are subordinated to that of the distinction between long
term and short-term assets. We have already seen how, on 
subject after subject, the dimension of duration or tem1 to 
maturity was central to his thought. It is not surprising that it 
dominates here also. To Keynes, therefore, financial intem1edi
aries are basically in the business of lending long and borrowing 
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short and derive their income, as firms, from the rate-differential 
between the two asset types. The typical Keynesian financial 
institution is, indeed, the Hicksian bank, whereas the mutual 
fund is in many respects as good a prototype as any of the 
Gurley and Shaw intermediary. 

This distinction between the two approaches captures much 
of their "flavor" but, in substance, the difference remains one of 
emphasis. A "general theory" of intermediation would build on 
both ideas and no purpose is gained by asking which one is the 
more fundamental. As noted at the outset of Chapter II, the 
"competitive" general equilibrium model implies that traders 
face perfectly elastic demand and supply schedules for all goods, 
so that all goods are perfectly "liquid." The social contrivallce of 
"money" is superfluous in perfect information models, and so is 
intermediation of the Gurley-Shaw kind. 2" Keynes rejected this 
conception while stressing the fundamental differences between 
a money economy and a barter system. His definition of '·money" 
covered also the deposit-liabilities of intermediaries, and his 
analysis of the role of "money" in income-constrained processes 
can just as well be developed on the basis of the Gurle:-·-Shaw 
direct-indirect idea as on the basis of his own favored long-short 
distinction. In the shortest end of the asset-spectrum, the two 
conceptions tend, in fact, to become analytically indistinguish
able. The "liquid" qualities of the liabilitics of banks, mutual 
savings banks, savings and loan associations, etc., may he "ex
plained" at first hand by reference either to their "indirectness" 
or to their "shortness"-but their concretc advantages to the 
public remain the same under the cover of either label. 

Keynes was quite modern indeed in his treatment of the role 
of financial intem1ediaries in the saving-investment process. The 
two-asset model of the General Theory gives little scope to such 
analysis, and one must tum to the Treatise. Somc of the proh
lems with the General Theory model may be noted. An ohjection 
often made is, for example, that the inelastic expectations Keynes 

28. In their major work, Money in a Theory of Finance, Gurl .. )" And ShAW 
attempted to present their ideas while sticking as close AS possihle to the tradi
tional perfect information framework. In the event, it Appears Ihey came too 
close-the strategy has served to minimize the impacl of thcir conhibutions. 
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attrihutf's to invf'stors would not explain a speculative demand 
for "mone)," but, at best, for short governments and interest
bearing dcposits.~u This sort of criticism could well be amplified. 
One reason why the emergence of an excess demand for "money" 
will spell contraction of real output and employment, on which 
Kf'yncs laid great emphasis, was that the "elasticity of produc
tion" of money was near zero: the trouble arises when "people 
want the moon ... the object of desire (i.e., money) is some
thing which cannot be produced." 30 This ultimate external 
constraint, which prevents the private sector from adjusting to 
an "excess demand for the moon" in any other way than by 
reducing aggregate money expenditures, can only be taken to 
refer to the stock of high-powered money-to the exogenously 
df'termined stock of ultimate (nominal) liquidity. "Money" in 
this context, then, does not correspond to the inclusive definition 
used in the rest of the book. And it is, indeed, a long way from 
the development of an excess How-supply of long-lived assets at 
initial levels of asset prices and income to the emergence of an 
excess demand for high-powered money. 

The reconciliation is to be found in the Treatise. Keynes' 
analysis of the financial side of the contraction process once again 
reveals the time-to-maturity dimension of asset structure to be 
the key to his analytical conception of the dynamic problem. (It 
also reveals this one-dimensional view of financial struchlre to be 
somewhat too simplified and "neat" for comfort. Characteristics 
of assets other than term to maturity are reduced to footnote 
material.) Keynes views the system of financial markets simply 
as neatly "staggered" from the shortest end (high-powered 
money) to the longest (consols and equities), with various 
specialized investors and institutions overlapping maturity seg
ments "along the way" to ensure that excess demand pressures in 

29. Cf., e.g., Johnson, "The General Theory ... , .. pp. 8-g, who objects that 
Keynes' method of "aggregation undoubtedly tends to exaggerate the importance 
of the speculative . . . demand for money, since it overlooks the likelihood that 
... speculation win take the form of movements between securities of differ
ent types rather than between securities and cash." Cf. also the criticism of the 
Speculative Demand discussed in Chapter V:2, below. 
30. General Theory, p. 235. 
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one end of the continuum will ultimately-through a chain of 
"belated and imperfect reactions"-be transmitted to the other 
end. 

The conception may be likened to an accordion-the term 
"concertina" having been pre-empted-which may be com
pressed (or extended) from either end. Actions by the monetary 
authority will operate on the "short end," changes in the mar
ginal efficiency of capital or in the propensity to save will 
impinge first on the "long" end. In short-run equilibrium, excess 
demands should be zero in all financial markets. In Kevnes' 
conception of the financial system, it is sufficient to stud)" the 
excess demand conditions in just one of the markets-and it does 
not matter much which one. The fulfillment of the equilibrium 
conditions may be checked at any of several points on the 
accordion. The emergence of an excess demand for high-powered 
money, or for cash, or for interest-bearing deposits has the same 
implication-contraction. It is sufficient to keep track of one of 
these, but the analytical context may-as in the General Theory 
-make it more convenient to foclls now on one, then on the 
other. 

In the Treatise, Keynes favored focusing on the "demand and 
supply of savings deposits." Assume that, in a gh'en initial 
situation, the marginal efficiency of capital declines, implying a 
reduction in the natural rate. If there is no bear speculation on 
the exchanges, the market rate would decline to the point where 
the demand price for investment goods would be maintained and 
ex ante saving and investment "equated" at the initial income 
level. But nonnally, Keynes assumed, bears will start to supply 
long assets from their portfolios to savers, preventing the price of 
long bonds from rising sufficicntly and the price of equities from 
being maintained. The bears will move towards the short. 
"liquid" end, switching the funds obtained from savers into 
saving deposits: 

If, however, the banking system operates in the opposite direction to 
that of the public and meets the preference of the latter for savings
deposits by buying the securities which the public is less anxious to 
hold and creating against them the additional saVings-deposits which 
the public is more anxious to hold, then there is no need for the price-
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level of investments to fall at all .... A fall in the price-level of 
securities is therefore an indication that the ''bearishness'' of the 
public ... has been insufficiently offset by the creation of savings
deposits by the banking system. . . . 

The price-level of investments as a whole, and hence of new invest
ments, is that price-level at which the desire of the public to hold 
savings-deposits is equal to the amount of savings-deposits which the 
banking system is willing and able to create.3l 

To Keynes, the organized exchanges are the markets for long
tenn securities. To Gurley and Shaw, they are above all the 
markets for direct securities. But the substantive differences in 
analysis should not be exaggerated. In both cases the point is 
that if the volume of new long-tenn direct securities absorbed by 
the non-banking public declines, maintenance of the income 
level requires that the rate of expansion of financial intennedi
aries is correspondingly stepped Up.32 

Keynes went on to use the above argument in abbreviated 
fonn. His repeated references to the "equality of demand and 
supply of savings-deposits" as the condition detennining "the 
price-level" were not well received by the critics of the Treatise. 
Occasionally, the objection was raised that Keynes did not make 
it clear whether it was the equality of savings and investment or 
of the demand and supply of savings depOSits that was the 
"basic" equilibrium condition of his analysis. Since, in the given 
context, one implies the other,aa Keynes' habit of switching from 

31. Treatise, Vol. I, pp. 142-43. Keynes appends the footnote that "I am ignoring 
here the complications . . . arising out of the possibility of transferences between 
the savings-deposits and the cash-deposits." One might add that the "accordion 
conception" also ignores a number of other "complications" arising from flow-of
funds alternatives other than the alternative brought to the forefront. Modem 
Quantity theorists would also desire some consideration, for example, of the pos
sibility of "transferences" between cash deposits and currency. 
32. CE., e.g., J. G. Gurley and E. S. Shaw. uFinancial Intermediaries and the 
Saving-Investment Process," Journal of Finance, March 1956, reprinted (in part) 
in W. L. Smith and R. L. Teigen, Readings in Money, National Income and 
Stabilization Policy, Homewood, lI1., 1965. 

33. In the same wayan elementary fund-Row analysis will show that the saving
invesbnent equality of the General Theory model implies a net effective flow
demand for "money" of zero. 
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one to the other according to whether the immediate analytical 
problem concerned Ureal" or financial markets need not concern 
us here. Another point, often raised, is of some interest in 
connection with the recent literature on financial intermediaries. 
This objection was that the assumption that banks and financial 
intennediaries could control the volume of saving depOSits sup
plied did not seem very reasonable.34 

Keynes, as we have seen, did not regard the distinction be
tween cash deposits and interest-bearing deposits as crucial in 
macrodynamic analysis. Nor did he draw a sharp line between 
commercial banks and non-bank financial intermediaries. Since 
commercial banks were by far the dominant deposit-issuing 
intennediaries in the British system at the time, the fudgillg of 
this distinction was quite natural, whereas in the recent litera
ture the intellectual effort required to dispense with it is quite 
noticeable. Like the more recent monetary theorists who concern 
us here, he laid great stress on the internlediary functions per
fonned by commercial banks: U[T]he modern banker performs 
two distinct sets of services. He supplies a substitute for State 
Money ... [and] is also acting as a middleman in respect of a 
particular type of lending." 35 But in postulating that the bank
ing system had control of the supply of saving depOSits, Keynes 
actually went quite a bit farther in obliterating the distinction 
between "commercial banking" and "financial intermediation" 
than modem writers on the subject have been willing to. 

The old-fa~hioned conception, towards which the recent reac
tion has been directed, was that a sharp distinction could bc 
drawn between banks and financial intennediaries, baSically on 

34. CE., e.g., the two preViously cited papers by Hayek, "Re/l('ctions on the Pure 
Theory of Money by Mr. J. M. Keynes," Parts I and II; and Klein, The Keynesian 
Revolution, p. 25. 

35. Treatise, Vol. II, p. 213. Cf. also p. 214-15: ''This duality of function is the 
clue to many difficulties in the modern Theory of Mone~· and Credit and the 
source oE some serious confusions of thought. . . . Now a partial s('lection of 
some amongst these truths and blind eye to others of them have led to th(' 
opposed points oE view which are characteristic . . . of the vast bulk of non· 
academic monetary literature." All this echoes D. H. Rohertson's Banking Policy 
and the Price Level. The "dual role of banks" was not Keynes' own idea. cr. 
Harrod's Life, p. 372. 
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the grounds that the respective volumes of liabilities were deter
mined for the banks "by supply" and for intermediaries "by 
demand." The modern critiques of this distinction tone it down 
by stressing that the volume of demand deposits will depend also 
on money-demand faetors and that banks, therefore, are in that 
respect not in such a dissimilar position from that of financial 
intennediaries. Historically, monetary theorists, particularly in 
the United States, have for decades fought on a united front 
against the "real bills doctrine." At long last, the heretic forces of 
bankers, economists, and politicians belieVing in the suffiCiency 
of conditions of demand for the regulation of the money supply 
have been reduced under steady fire to insignificance. Hence, it 
has in recent years become possible to relax the vigil against 
laisseZ-faire banking ideas. The profession has thus become 
ready for the rediscovery, announced with some fanfare, that 
there was an element of truth in the "Principle of Reflux" of the 
Banking schoo).36 Banks, then, are now considered somewhat 
similar ·to intermediaries in that, for both kinds of institutions, 
demand will affect the volume of liabilities. Less attention has 
been given to the corresponding argument, which one finds in 
the Treatise, that intermediaries are somewhat similar to banks 
in that they are not completely passive suppliers in the deter
mination of their liabilities. 

Summary In this chapter we have tried to bring to the 
surface the "Vision" of the structure of modern economic systems 
that is the unifying conception underlying Keynes' wealth-saving 
relation, the scattered rudiments of a capital theory he pre
sented, his diagnosis of the fundamental information problems in 
modem private enterprise economies, and his Liquidity Prefer
ence theory with its many appendages. The extent to which this 
"Vision" is valid and useful cannot be decided on the basis of the 
kind of "casual" and generally hard-to-interpret observations on 
the comparative duration of production plans and consumption 

36. CE., e.g., Gurley and Shaw, op. cit.; J. Tobin, "Commercial Banks as Creators 
of 'Money,' .. in D. Carson, ed., Banking and Monetary Studies, Homewood, III., 
1963; L. E. Gramley and S. B. Chase, "Time Deposits in Monetary Analysis," 
Federal Reserve Bulletin, Oct. 1965. 
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plans to which part of section IV:3 was devoted. Sudl arguments 
can, at best, serve to acquaint OIle with some of the more un
familiar analytical features of the Grand Design. The design, of 
course, can never be the ultimate framework for a fully devel
oped theory of Capital, Money, and Finance. There are many 
problems in the analysis of the capital accounts which will not 
fall conveniently into place when framed in this Keynesian 
perspective. 

It would appear then that one has to rely primarily on the 
study of financial markets and financial intermediaries to pro
duce evidence in support for--or evidence invalidating-this 
basic conception of Keynes'. A few observations seem relevant: 

(1) One aspect of Keynes' Liquidity Preference theory was 
the Speculative Demand for "Money." His explanation of this 
speculative demand rested upon the assumption of inelastic 
expectations with regard to the future course of long rates. In 
the course of the modem reaction towards the Keynesian Liquid
ity Preference theory, a number of a priori objections to this 
assumption have been raised. These we consider in Chapter \':3. 
Here we will note only that time-series data on the term struc
ture of rates indicate that the amplitude of cyclical fluctuations 
in short rates greatly exceeds that of long rates. This indicates 
that expected future short rates are generally less than unit
elastic with regard to changes in the current short rate and, 
therefore, supports Keynes' assumption of inelastic expectations. 

(2) The empirical findings of Kessel et al. similarly tend to 
support the Keynesian hypothesis that "nom1al backwardation" 
is characteristic of bond markets in general. Such backwardation 
implies (a) that risk-averters dominate the market and (b) that 
the predominant risk which the market seeks to shed is that of 
uncertainty of capital value. This, in turn, means that the system 
as a whole is carrying longer term assets than the representati\'e 
ultimate wealth-owner would prefer if faced with a flat yie~d 
curve. 

(3) In the course of the debate initiated by Mdselman, a 
tremendous amount of ingenuity and empirical effort has gone 
into investigating the question of whether forward short rates, 
implied in current long rates, are biased estimates of currently 
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expected future short rates. The Liquidity Preference hypothesis 
asserts that such forward rates should have an upward bias. The 
Pure Expectations hypothesis denies any bias. A "solidity prefer
ence" hypothesis would imply a downward bias. 

There is room, however, also for cruder test questions, particu
larly in connection with the suggestions that, on grounds of 
equal ignorance, the solidity preference notion should have a 
claim on the attentions of "pure" theorists commensurate with 
the Liquidity Preference hypothesis. One particular "mental 
experiment" is pertinent here: In a world of solidity preference, 
short rates generally exceed long rates. Intermediaries that bor
rowed short and lent long would have to pay for the privilege.37 

Can one conceive of a system Wlth a financial structure reason
ably resembling that evolved by the major Western countries, 
surviving in the hypothetical setting of a solidity preference 
world? 38 

37. Cf. R. A. Kessel, The Cyclical Behavior of the Term Structure of Interest 
Rate3, p. 53: (italics added): "A number of financial institutions (in particular, 
commercial banks, the Federal Reserve System, savings banks, invesbnent banks, 
savings and loan associations, life insurance companies, government, municipal, 
and corporate bond dealers, and the Federal National Mortgage Association), 
although conventionally regarded as being extremely conservative, are speculators 
in the money and capital markets. The average maturity of their assets is greater 
than the average maturity of their nonequity liabilities. Hence, they are specu
lators in the sense that they are long on long-term money and short on short-term 
money and, by and large, live on the carry. Their economic viability is a function 
of the spread in yields between their assets and their liabilities.n 

38. One can (with some effort) conceive of a situation, a la Keynes, with a 
downward-sloping yield curve wholly in the negative range. This would be the 
decaying world portrayed by several earlier authors in which households have to 
pay entrepreneurs to "take care of their capital." It does not preclude an inter
mediary function, but intermediaries would borrow long and lend short, profiting 
"on the carry" from having their equity decaying at a slower rate than that of 
households. "Pure" as such theoretical ingenuity is, it is also tiresome. 



V· KEYNES AND POST
KEYNESIAN MONETARY 
THEORY 

V: 1 The ''Keynes-effect'' and the "Pigou-effect" 

In the Keynes and the Classics debate, the "Pigou-effect" became 
over a number of years the subject of a surprising amount of 
theoretical attention. Though the Pigou-effect in itself is of 
subsidiary importance in the context of the present work, it is 
still of some interest to see to what extent the present interpreta
tion of the General Theory may add something to this debate. 

The relevant literature is well known and it is superfluous. at 
this late dat~, to review the many contributions to this topic in 
any detail. Many famous economists have participated: among 
the first to discuss the topic were Haberler, Kalecki, Pigou, and 
Scitovsky. Somewhat later camc the first articles by Patinkin on 
the subject: the "real balance effect" has consistently been the 
cornerstone of Patinkin's subsequent theoretical work. This work 
in turn has stimulated an enormous literature to which almost all 
monetary theorists of note have contributed at one time or 
another. (The exceptions, it seems, are all to be found among the 
Neo-Quantity theorists.) We will confine our attention to the 
works of Patinkin and Kuenne as representative of the Neoclas
sical interpretation of Keynes' position on some-not all-of the 
relevant issues. 
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Thc cont'entioTlal statcme1lt of the issue One should first 
recall the context in which the debate began and the objectives 
of those authors who first called attention to the Pigou-effect. 
Both the "Keynesians" and the "anti-Keynesians" took for 
granted the pr~vailing income-expenditure i;lterpretation of the 
General Theory-Le" that Keynes' book in almost all respects 
made a "clean break" with the past, that it represented a "revolu
tionary" departure from everything that had gone before, that it 
advanced a new kind of macroeconomics which attached no 
significance to relative prices, and so forth. In particular, the 
contributions first elaborating the Pigou-effect should be seen 
against the background of the "Stagnationist Keynesianism" of 
the time-against the insistence of the "Revolutionary" income
expenditure theorists that their model proved the possibility of 
an unemployment equilibrium, from which endogenous market 
forces were powerless to relieve the system. This was the then
current thumbnail definition of the Keynesian Revolution's sig
nificance.1 

This has remained the perspective from which the Neoclas
sicists view Keynes' contribution. Kuenne's recent re-evaluation 
of Keynes, for example, starts from the following point of de
parture: 

Form the restricted viewpoint of the pure theory of general economic 
systems . . . Keynes' fundamental challenge to neoclassical theory is 
quite clear: it lies in his construction of a model from which flexibility 
of the money wage rate cannot eliminate an excess supply of labor.2 

1. It was sometimes noted, with some contempt, that the Great Instigator himself 
was missing in the assault launched on the barricades of the "Classical" Estab
lishment. The question of whether unemployment could exist without the "as
sumption of various frictions, imperfections, and rigidities of the real world" is the 
occasion for Klein's previously noted comment: "Unfortunately, Keynes has prac
tically admitted that he ... would answer no. Again, as in the Treatise, Keynes 
did not really understand what he had written ..•. " Cf. Chapter I, p. 35, 
above. 

2. R. E. Kuenne, The Theory of General Economic Equilibrium, op. cit., p. 347. 
One may gain some perspective on Kuenne's discussion of Keynes by conSidering 
how his statements would apply to Wicksell. Consider Wicksell's "cumulative 
process": Can it be said to represent a model from which rising (falling) prices 
and wages cannot eliminate an excess demand (supply) of commodities and 
labor? If so, does it not also pose a "fundamental challenge" to Neoclassical 
theory? 
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Later, Kuenne re-emphasizes that to evaluate Keynes' theory 
properly it must be regarded as "a system whkh yielded an 
excess supply of labor with no tendency towards self-correction." :l 
This states the Neoclassicists' concern with the Keynesian system 
quite precisely: Did Keynes prove that the "automatic forces" of 
the system could not pOSSibly eliminate an "unemployment ('(jui
librium" such as he posited? In order to investigate the Cjllestioll, 
thus formulated, one must obViously give all the automatic 
equilibrating tendencies the time to do their work. Conse
quently, the question becomes whether Keynes proved the non
existence of a stable full employment equilibrium. Correspond
ingly, the Neoclassicists take it as their objective to demonstrate 
(a) that there must exist at least one potential vector of non
negative prices conducive to full employment, and (b) that this 
hypothetical full employment situation would be attained by a 
sufficient all-around deflation. 

With the answers to the questions posed by the Neoclassicists 
we have no quarrel. But it is otherwise with the Cjuestions 
themselves. Pertinent as they are in relation to the standard 
income-expenditure model, they have no rele,·ancc at all to 
Keynes' theory. The answers may be briefly reviewed. 

In the solution state of the income-expenditure model we have 
unemployment of labor at the going money wage rate. It may he 
assumed here that effective excess demands arc zero in other 
markets. The defenders of "Classical" doctrine were then con
cerned to :'how that a sufficient reduction in money wages, 
allowing also a substantial decline of money output prices ("the" 
price level), would restore real output to the full emplo~·ment 
level. The argument hinged on the adjustments to increases in 
the real purchasing power of the money supply hrought ahout 
by a fall in money prices. At some level of mone~· prices an 
excess supply of money must develop which spills over into 
increased demand for output. There must, then, also he OI}(, le,·el 
of money prices low enough for real demand for outpnt to corre
spond to full employment. 

This was the Pigou-cffect. Its proponents were cautious not to 

3. Op. cit., p. 356, italics added. 
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claim too much for it. The process itself might create expecta
tions of further price declines increasing the demand for real 
balances. Ultimately, however, the process would do the trick, 
even in this case-at some low level of prices the increase in real 
balances must swamp even the effect of such elastic expecta
tions. (Keynes had been wary of relying on this process partly 
for this reason-in the case of elastic expectations, it would raise 
the "liquidity yield" of a given volume of real balances, and a 
central problem of depressions, in the rather tortuous formula
tion of Chapter 17, was that the elasticity of this liquidity yield 
with respect to real balances was rather slight; the Pigou-effect 
proponents recognized that there he had a point. ) 

The significance of the effect was even further circumscribed, 
however. Deflation causes redistribution of real wealth from 
debtors to creditors. If the distribution effects on aggregate real 
demand were adverse, the decline in the price level must pro
ceed even further, to extremely low levels, for the real balance 
effect to swamp the effect of bankruptcies, etc. Even so there 
would exist a hypothetical price level restoring real aggregate 
demand to full employment levels. On the other hand one could, 
for the sake of the argument, assume that distribution effects 
were neutral. In that case, Kalecki pointed out, the fulcrum on 
which the Pigou-effect could exert expansionary leverage ap
pears to be very narrow indeed: the increase in the real value of 
the banking system's demand liabilities will have to be offset 
against the increase in the real value of their holdings of private
sector debts. Thus, "money" was defined as the volume of high
powered money for the analysis of this effect. A slender reed to 
lean onl Matters could be made to look a little better, however, 
if the "real financial effect" of the increases in the real value of 
the private sector's holdings of outside debt was also recognized. 
The Significance of this modification hinges upon the magnitude 
of government bond liabilities and on the extent to which they 
can be regarded as properly "outside" in nature. 

Contemplating this adjustment process, even the adherents 
concluded that a passive government policy relying on the Pigou
effect was definitely not to be recommended. The claim made for 
the argument was restricted to a reassertion of the "logical con-
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sistency" of Classical theory, the more extravagant claims of 
"Keynesians" to the contrary. The latter group of economists, 
naturally, were not impressed. For all practical purposes, the 
revolutionary onslaught had carried every important bastion of 
the "Classic" citadel. That a few die-hards of the garrison re
fused to switch sides, and could not forcibly be dislodged from 
the Ivory tower to which they had of free will retreated, could 
be taken with equanimity in view of the point's lack of strategic 
Significance. 

What makes this battle so incongruous in retrospect is that it 
was fought on the wrong ground, for the wrong reasons and also, 
certainly, at the wrong time.4 Keynes did not live to comment on 
the spectacle. What, then, did he have to say, in the General 
Theory, on the possibility of restoring full employment by money 
wage adjustment? 

Keynes on "changes in money wages" There are, in fact, a 
great number of relevant passages and a comprehensi\'e text
critical review would carry us too far. The statement most 
pertinent to the Pigou-effect debate follows a number of pages in 
which Keynes has considered a long list of possibilities: the 
feedback effect on aggregate money demand of a fall in money 
wage rates, the distributive effects, the effects through short-run 
price expectations on the imputed holding yield on money, and 
the effects on the marginal efficiency of investment in the case of 
inelastic long-run money price expectations: 

It is, therefore, on the effect of a falling wage- and price-level on the 
demand for money that those who believe in the self-adjusting quality 
of the economic system must rest the weight of their argument; 
though I am not aware that they have done so. If the quantity of 
money is itself a function of the wage- and price-level, there is indeed, 
nothing to hope in this direction. ~ 

4. The victory of the income-expenditure economisl~ was complet('d durin!: the 
period of post-World War II inflation when the TreaslIl}"-Federal Resen'e agree
ment fixed market rate at an extremely low level and all the ''horses'' (which. 
supposedly, had refused to drink "when led to water" all through the thirties) 
were found not only to drink copiously, but to wallow in liqUidity with the most 
indecent zest. 
5. General Theory, p. 266. 
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The lattf'r sentence is especially noteworthy. Characteristi
cally, Kcynes' period-analysis assumes that quantity adjustments 
will, at least, keep pace with price adjustments. If banks, follow
ing for example, an old-fashioned "real bills" policy, adjust their 
private-sector credit to the money value of output, the money 
supply, conventionally defined, will indeed decline almost pari 
passu with the wage and price level. Though quite Significantly 
different in analytical approach from the latter debate's assump
tion of virtually constant money supply, but "absence of distribu
tion effects," Keynes' implied conclusion is much the same as 
Kalecki's: the relevant fulcrum is at best a most narrow one, 
nanlely the quantity of high-powered money in the system. 6 

Since the volume of "outside" assets, of fixed nominal par-value, 
is small, a truly tremendous deflation would be required for the 
real balance effect to become significant as long as the money 
prices of consumer goods, capital goods, and labor services fall 
roughly in the same proportion. 

The nominal volume of "outside" money is very small. In sev
eral passages, Keynes in fact ignores it, impliCitly assuming, it 
seems, a purely "inside" money. For example: 

If, indeed, some attempt were made to stabilise real wages by fixing 
wages in terms of wage-goods, the effect could only be to cause a 
violent oscillation of money-prices. For every small Huctuation in the 
propensity to consume and the inducement to invest would cause 
money-prices to rush Violently between zero and infinity.7 

It is, of course, the recurrence of phrases such as the one 
italicized that so disturbs the Neoclassicists. That "there might 
be no position of stable equilibrium," or that 

... prices would be in unstable equilibrium . racing to zero 
whenever investment was below [the critical level], and to infinity 
whenever it was above it ... 8 

6. The pressure on banks to undertake a "real expansion" of their deposit liabili
ties, which arises from deflation, will also be less the larger the proportion of 
initial nominal high-powered money consisting of borrowed reserves. The Central 
Bank may be faced with a "reBux" of these reserves. 
7. Op. cit., p. 239, italics added. 
8. Op. cit., pp. 26s-70. Compare, e.g., p. 253. 



V:l 321 

certainly suggests, particularly when read as referring to the 
standard one-commodity model, a direct attack on the prime 
article of "Classical" faith, to wit, that there should he some 
adjustment of prices possible such that full employment of re
sources will be attained. 

KEYNES AND POST-KEYNESIAN MONETAIIY THEORY 

Keynes' argument could have been elaborated with more care. 
But to him the point was not novel-it was almost pure Wick
sell. Almost, but not quite, for Wicks ell's cumulative process was 
played out under full employment conditions, whereas Keynes' 
( deflationary) process assumed that some unemployment had 
already emerged before the general collapse of reservation prices 
set prices "racing to zero." U Keynes could not very well have 
foreseen the furor that was to center around this point. Least of 
all could he have foreseen that a later generation would "grade" 
his theoretical contribution almost entirely on his discussion of 
it. His departure from Wicksell in allowing for output as well as 
price-level adjustments had been part and parcel of the message 
of the Treatise and had not received such an outpouring of ad
verse comment as to make him hesitate to repeat it: 

9. According to the present interpretation of the structure of Keynes' model. we 
could translate the quoted arguments into the terminology favored in thc Trea
tise: "If money wages and output prices were pcrfcctly flexible, any event whil'h 
causes a departure of the natural rate from thc market ratc would causc mon!'y 
prices to rush violently towards eithcr zero or infinity." 

An attempt to restate Wicksell's discussion in terms of a "period model" would 
reveal a different dynamic structure lacking this dramatic instability. Takc, for 
e"ample, Wic:sell's analysis of the inflationary case-market ratc bclow til!' 
normal rate. This model would assume that moncy priccs adjust "infinitely fast" in 
the markets for commodities and lahor so that thcse clear at any momcnt. Th!' 
short-run solution of this period mod"l would not show effcctive excess demand 
for these goods implying prices rushing on tl1Cir way to infinity; dis!'quilihrium 
would be revealed rather by the cxistenee of excess demand for hank cr!'dit (ancl 
conversely excess supply of ''bank notes" offercd by the banks )-"notional" mag
nitudes not made "cffective" in thc short run, but implying a larger money Sllpph
and higher prices in the nc"t unit period. 

Wieksell's discussion is, on the other hand, similar in that hc also first describ!'s 
the disequilibrium process and only later pOints oul that thc bank's willingnt'ss 10 

continue to feed tl~c infla'.ion at ratcs below thc normal rate will ullimatel" he 
Ilmited by their available rescrves-the "oul~ide" moncy of the s),st!'m. \\llilc 
Wicksell prefers to illustrate his analysis with inflationary cases, it is p!'rfeclh' 
obvious that his model, if turned to a d!'f1ationary sihlalion will )'irld th!' Pigou
effect-albeit of the anemic Kalecki variety. Cf. K. Wicksell, Lectures on Political 
Economy, London, 1934, Vol. II, pp. 189":'201. 
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[The position will not improve 1 since the spending power of the 
public will be reduced by just as much as the aggregate costs of pro
duction. By however much entrepreneurs reduce wages and however 
many of their employees they throw out of work, they will continue to 
make losses so long as the community continues to save in excess of 
new investment. Thus there will be no position of equilibrium 
until . . . etc. lO 

The Treatise, however, was recognized as a variation on the 
Wicksellian theme. The corresponding passages of the General 
Theory, Chapter 19, have not been so recognized-and therein 
lies most of what is amiss with the Neoclassical appraisal of 
Keynes, as we shall see. 

The extreme wording of the passages quoted suggests that the 
closest parallel to Keynes' argument is Wicks ell's "pure credit
money" case, i.e., the case in which there is no ultimate "outside" 
check on how far the credit-expansion (contraction) and iIilla
tion (deflation) can go. A pure credit-money is also a pure 
"inside" money. Professor Johnson has suggested that Keynes may 
be defended on this basis: 

. . . Keynes' theory of employment . . . is guiltless of the charges 
brought against it by Pigou and elaborated by Patinkin and others if 
interpreted as applying to an inside-money world.11 

Numerous passages consistent with such an interpretation could 
be quoted. The pros and cons on this matter alone could be 
made the subject of a lengthy text-critical reviewP This we will 

10. Treatise, Vol. I, pp. 177-'78, italics added. 
ll. H. C. Johnson, "Monetary Theory and Policy," op. cit., p. 343. 
12. Partly because, whereas a pure credit-money system is a pure inside-money 
system and vice versa, some semantic questions with which considerable care 
would have to be taken would still remain. Thus, when a "modern" theorist refers 
to a pure inside-money case, he is apt to think of it as one in which price-level 
movements have no "real balance effect" and may therefore proceed with little or 
no relation to what the nominal stock of inside money happens to be. In the older 
literature, on the other hand, the pure credit-money case was usually dealt 
with as a special case of the Quantity Theory so that, whereas price-level 
movements could in principle proceed indefinitely without being reversed, their 
proximate cause was generally assumed to lie in an antecedent change in the 
( inside) money stock. 
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avoid, for were such a defense of Keynes to be successful, it 
would only serve to bury the old quarrel with the major issue 
still unresolved. In any case, I do not believe that a strict inter
pretation on Johnson's lines can be maintained. It is not likely 
that Keynes would have conceded that the applicability of this 
theory was restricted to "the worst of all conceivable systems" 
characterized (as he put it) by "the abuses of a fiat money 
which has lost all its anchors." 13 We must allow at least for a 
residue, however slim, of outside money "anchoring" the finan
cial sector of the system to which Keynes' discussion refers. 

Keynes, I believe, must be read as admitting the real balance 
effect and thereby the "logical possibility" on which the Neoclas
sicists have laid so much stress: 

But if the quantity of money is virtually fixed, it is evident that its 
quantity in terms of wage-units can be indefinitely increased by a 
sufficient reduction in money-wages; and that its quantity in propor
tion to incomes generally can be largely increased ... 14 

The trouble (as far as his critics are concerned) is that Keynes 
insists that the "only hope" from the real balance effect must lie 
in the effect on the interest rate of the increase in real balances, 
for example, 

... if competition between unemployed workers always led to a very 
great reduction of the money-wage, there would be a violent instabil
ity in the pi ice-level. Moreover, there might be no position of stable 
equilibrium except in conditions consistent with full employment; 
since the wage-unit might have to fall without limit until it reached a 
point where the effect of the abundance of money in terms of the 
wage-unit on the rate of interest was sufficient to restore a level of full 
employment. At no other point could tllere be a resting-place. 15 

Variations on this statement are scattered all through the hook; 
there can be no doubt that Keynes meant that an increase in real 

13. Treati.se, Vol. I, p. 170. 

14. General Theory, p. 266, italics added. 
15. General Theory. p. 253. italics added. Note the careless formulation " ... fall 
without limit until . . ."-the passages in which the pricc level is saitl to msh 
between "zero and inAnity" should perhaps also be read in this manner. 
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balances, whether by injection or deflation, would have a signifi
cant eHect on employment only by lowering the rate of interest 
and thereby aHecting aggregate demand. This adjustment pos
sibility is known as the "Keynes-eHect" in the literature. 

With the "Keynes-eHect" Keynes conceded that, as a matter of 
logic, deflation could work. From that point on, he restricts 
himself to arguing against a policy of relying on deRation on the 
twin grounds (not unrelated) of "social justice and social ex
pediency." His Neoclassical critics agree that such a policy 
would be impracticable and insist that their only objective is to 
show that a return to full employment through wage-deflation is 
lOgically pOSSible. So why are they not satisfied? The answer, as 
we shall see, is twofold: because they labor under a misconcep
tion of what Keynes tried to demonstrate, and because they 
entirely misunderstand the structure of the model to which his 
argument refers. 

An inventory of sundry "effects" Before we proceed to the 
Neoclassical critique of Keynes, however, we had better take 
stock of the many diverse "eHects" with which we are by now 
encumbered. 

The Pigou-effect is an eHect on real consumption expenditures. 
It is due to an increase in real balances which, in tum, 
has been brought about by a proportional fall in all 
money prices (except of "bonds"). 

The "real financial effect" is also an effect on consumption. It 
is due to an increase in the real value of all nominally 
fixed "outside" non-money claims held by the private 
sector which in tum, has been brought about by a pro
portional fall in all money prices (except of "bonds"). 

Keynes' "windfall effect" should be recalled as an effect on con
sumption (again) due to a rise in the value of private
sector net worth in terms of current consumer goods. It 
is brought about either (a) by an improvement in ex
pectations about the future earnings to accrue to "cap
ital," or (b) by a fall in the interest rate. The ultimate 
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cause of (a) or (b) moreover, can be "anything" (that 
makes theoretical sense). 

The "Keynes-effect" is an effect on aggregate demand (Le., on 
both consumption and investment) due to a fall in the 
rate of interest which, in tum, has been brought about 
specifically by an increase in real balances-and the 
increase in real balances, finally, should be due to all
around deBation. 

This is the usage. When spelled out in this way, it is quite 
obvious that there is ample room for differentiating quite a 
number of other "effects" distinguished either by the component 
of expenditures ultimately affected or by one or another link in 
the chain of causation that brings this about. And, indeed, a 
"Lerner-effect" and a "Tobin-effect," for example, have gained a 
certain currency. But these as well as others we will endeavor 
not to bring into the discussion. 

The Neoclassical critique We may then consider Patinkin's 
critique of Keynes' position on the subject of the economic 
system's capacity for self-adjustment through deBation. Patinkin 
first insists that Keynes' system does contain some "outside" 
money and, in addition, government bonds which are to be 
regarded as "outside." 16 This, presumably, Keynes would will
ingly have conceded. A fall in the money prices of commodities 
should thetefore have both a "real balance effect" and a "real 
financial effect." Patinkin proceeds to "speculate on the train of 
reasoning which caused Keynes to ignore" these effects: 

It seems likely that he did recognize the influence of wealth on 
consumption ... , but thought of this influence only in terms of 
[physical] assets. Correspondingly in his main discussion of the short
run consumption function-where, by assumption, the stock of [physi
cal] assets is fixed-he did not even consider the possible influence of 
wealth. On the other hand-and this is precisely what our interpreta
tion leads us to expect-as soon as Keynes discussed a period long 
enough for noticeable capital growth, he immediately recognized that 

16. D. Patinkin, Money, Interest, and Price.~, 2nd edn., New York, 1965, p. 635. 
This is in response to the suggestion by H. C. Johnson disclIssed above. 
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the resulting increase in wealth causes a decrease in the propensity to 
save. But this. unfortunately, did not bring him to realize that an 
analogous inHuel1cc could exist even in the short run, provided one 
took I~ccount of ... assets [the nominal quantity of which is fixed] as 
well as [physical] oncs.17 

Let us first consider the "real financial effect" apart from the 
"real balance efFect." It can hardly be denied that Keynes ig
nored any explicit analysis of the increase in the real value of 
"outside" bonds due to deHation. In our discussion of the choice 
of alternative aggregative stmctures for the capital accounts, in 
section 111:2 above, we noted that Tobin's distinction between 
"physical" and "financial" assets is the one more relevant to make 
when the analytical problem concerns rapid movements of the 
price level. The fact that Keynes apparently did not bother with 
this distinction between "physical" and "financial" long assets, 
but implicitly continued to regard his non-money assets as a 
homogeneous aggregate, may simply indicate that for various 
reasons he had but little interest in the possibility of automatic 
adjustment through deHation. It is also pOSSible, however, that 
he made a mistake and thought that the matter was taken care 
of, however cursorily, by the assumptions he had adopted in 
order to make all non-money assets homogeneous in terms of 
anticipated holding yield at a point in time. IS 

17. Op. cit., p. 636 (Supplementary Note K). We have changed the quote to 
avoid Patinkin's usage of "monetary" versus "non-monetary assets," since his 
definition of the latter is different from the Similar-sounding term used previously 
in this thesis. We have used "non-money assets" as a convenient label for all 
assets which are not "money" (according to some definition of the latter). 
Patinkin uses "non-monetary" to denote assets which do not have a par-value 
fixed in nominal terms. The above use of "phYSical" instead of "non-monetary" 
follows Patinkin's Note K of the 1st edn., and also his discussion of the same 
topic in "Price Flexibility and Full Employment," Readings In Monetary Theory, 
pp.26!r70. 

It is somewhat startling to find that in all these three versions of his critique of 
Keynes on this matter, Patinkin "documents" his assertion that Keynes' short-run 
consumption function disregards asset variables entirely, by referencc to the Gen
e1'ai Theory pp. gl-9S-the very pages which we have quoted extensively in 
documenting the "wind/aU effect'" Cf. Chapter IV: 1. 

18. General Theory, pp. 227-28. It will be recalled that Keynes' aggregation of 
the capital accounts made use of "risk" and "liquidity premia" to "adjust" the 
anticipated yields on different kinds of non-money assets. He also made an adjust-
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That the "real financial effect" is ignored should, in my opin
ion, be conceded. Patinkin's critique of Keynes, however, really 
centers upon another point, namely that Keynes implicitly as
sumes "that the real-balance effect does not directly influence 
the commodity market 19 • • • [Keynes'] model . . . has both 
inside and outside money and should accordingly have provided 
for a . . . real-balance effect in all markets." 20 

Patinkin's critique is entirely to the point in relation to the 
"standard" income-expenditure model. It is also the more rele
vant because his model is of the same aggregative structure as 
the income-expenditure model and his discussion, therefore, con
cerns the logical consistency of this model on its own terms. But 
with regard to the General Theory, his critique is misconceived. 
Keynes was not a "Keynesian." Patinkin's theory deals with a 
four-good world containing commodities, labor services, bonds, 
and money. He discussed the General Theory with reference to 
this model. Having just considered Keynes' probable error with 
regard to the "real financial effect," we can presently ignore the 
bonds of Keynes' model. The Keynes model relevant to Patin kin's 
criticism is then one which contains: consumer goods, capital 
goods, labor services, and money. 

Consider now Keynes' rcpeated insistence that an increased 
supply of money in terms of wage units works through lowering 
the rate of interest. From our previous discussion we know what 
this means (on the present interpretation of the General The
ory): the effects on commodity markets are as "direct" as can be 
desired. Given the State of Long Term Expectation, a decline in 
the rate of interest implies a rise ill the price of capita7 goods in 
terms of wage units. The demand price of augmentable capital 

ment for the expected "percentage appreciation or depreciation" of one asset in 
terms of another. This does not hclp in the present context, where the apprecia
tion of money is realized within the unit period. Keynes' analytical hahit of 
lumping together "bonds" and physical assets was well ingrained-it goes baek at 
least to the very first pages of the Tract. 
19. Patinkin, 2nd edn., p. 634. cr. also, e.g., pp. 21 n., 180. 188, 241, 264~5, 
Note K:1, etc. That this is the point considered by Pntinkin the ct"ntral one is 
indicated on p. 636: "For this reason our criticism of Keynesian economics on this 
score has concentrated exclusively on the commodity market." 

20. Op. cit., p. 635, italics added. 
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goods rises relative to their cost of production at the output rate 
of the moment. Investment will increase with further "multiplier 
eHects" on aggregate demand, given the initial marginal propen
sity to consume. But the propensity to consume will also be 
directly aHected-it will increase through the wealth effect of 
the rise in "real net worth." Thus in both commodity markets
and there are two, not just one as in Patinkin's system-excess 
demand appears (if zero to begin with) immediately as the rate 
of interest declines. The consumer goods market does not have to 
"await the workings of the multiplier"-the wealth eHect is 
direct. General deflation, then, will help-if, at some point, the 
decline in money asset prices starts to lag significantly behind 
the fall in money wages and consumer goods prices. What 
Keynes denied was that a proportional fall of all money prices 
could be of Significant help. 

Patinkin uses the word "directly" in a different sense, however, 
and his critique implies a question not yet considered. It may be 
put in the following manner: Does Keynes' discussion imply that, 
in his system, the partial derivative of commodities markets 
demand functions with respect to real balances (the rate of 
interest, in particular, held constant) is zero? There are three 
considerations relevant to this question: 

(a) Keynes' judgment about the relative quantitative signifi
cance of the two eHects. A change in the rate of interest will 
increase the price in terms of wage units of an long-lived assets 
in the system; the Pigou-eHect proper works on the narrow 
fulcrum of "outside" money only-"there is, indeed, nothing to 
hope in this direction." 21 It is probable that Keynes simply 

21. Cf. Treatise, Vol. II, the previously cited pp. 98 and 364. 
The volume of "outside" money normalIy constitutes but an insignificant frac

tion of the total consolidated net worth of the private sector. One must note, 
however, that judging the "strength" of wealth effects by the change in the "real" 
value of some component of net worth is a questionable practice. (If the real 
balance effect were indeed "very weak," the price level would presumably be in 
near-neutral eqUilibrium-at least upwards, in which direction no rigidities are 
claimed. This does not seem consonant with observation.) Pesek and Saving, op. 
cit., have initiated the attnck on this practice in connection with their treatment 
of ("inside") money as net wealth. 

The usual measure of the "gap" between actual and eqUilibrium "real" mngni-
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ignored the real balance effect, to the extent that it did not work 
through the interest rate, as a "secondary magnitudc"-the kind 
of assumption so common in all comparative static analysis. 22 

(b) The wealth effect and the real balancc cffcct arc other
wise not "different in nature." A proportional decline in all 
money prices increases the real value of that part of net worth 
held in the form of money. If money is defined to include only 
non-interest-earning assets, the real balance effect does not, by 
itself, increase the real value of the permanent income-streams 
over which the transactor at that momcnt has command. The 
same can be said for Keynes' "windfall cffect": the individual 
holds the same permanent real streams as initially but the 
current "real value" of his net worth is increascd. (As previously 
noted, Keynes regards intertemporal substitution effects as of 
"secondary magnitude.") Thus, "if a man is enjoying a windfall 
increment in the value of his capital, it is natural that his 
motives towards current spending should be strengthened, even 
though in terms of income his capital is worth no more than 
before." 

Presumably, Keynes would have said exactly the same thing if 
pressed on the issue of the "pure" real balancc effect. 

( c) Adjustments in "securities" markets are assumed to pro
ceed faster than in other markets. As previously mentioned, 
Keynes treated titles to physical capital goods as "securities" in 
the Treatise. The assumption is of the kind characterizing 
"period-mudel" analysis of dynamic adjustment processcs gener
ally. Stock market prices adjust on the "market day"-to a level 
consistent with current expectations which are in turn inelastic 
on the "market day" and are, indeed, only revised in the "long 
run;" effective excess demands in commodities markets become 
zero only in the "short run." There is ample evidence for the 
assumption of this ranking of the relative adjustment speeds in 
Keynes' work. Patinkin works with the same assumption him-

tudes may not give a good indication of the strength of eqUilibrating tendencies, 
nor-in particular--<lf the pressure on aggregnte demand to he expected, given 
such a gap of known magnitude. The issues raised hy Pesek and Saving will 
presumably be a major concern of monetnry theorists for some time to come. 
22. Cf., e.g., P. A. Samuelson, Foundatioru of Economic Analysis, pp. 26-27. 
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self. 2~ There is no reason to believe that Keynes' way of invari
ably tracing the effects of increases in the real money supply 
through the securities markets reflects anything other than this 
kind of, quite conventional, period-model assumption.~4 

No participant in the debate has argued that the Pigou-effect 
proper is of major magnitude "within the normal range" of price
level variation. Still, Keynes' critics insist that his theory is 
fatally flawed by his lack of concem for this effect. Clearly, it 
appears fatal only because the Neoclassicists refuse to take the 
Keynes-effect seriously. When Keynes tenders this effect in rec
ognition of the possible benefits of deflation, he is received as a 
Greek bearing gifts. This suspicious attitude, of course, is based 
on the belief that Keynes shared with the income-expenditure 
school the assumption that both consumption and investment 
expenditures are virtually completely interest-inelastic. If that 
were true, the Keynes-effect would indeed be a sham. But we 
know this belief to be unfounded. 

The tangled misconceptions underlying the Neoclassical ap
praisal of Keynes stand out most clearly in Kuenne's discussion. 
His basic preconception, as we have seen, concems the intent 
behind Keynes' argument-Keynes, he postulates, intended to 
prove that wage-deflation prOVides no possible way out of an 
unemployment situation. Thus, when Keynes argues that a re
duction in money wages (the marginal efficiency of capital 
constant) will not help if it does not serve to reduce the rate of 
interest, Kuenne regards the proviso merely as a "hedge" obscur
ing Keynes' basic contention-that money wage reductions do 
not help period: 

Common sense obstructs logical consistency at crucial pOints. Keynes's 
hedge concerning the constant rate of interest in his conclusion above 
is one such example.2~ 

23. Patinkin, 2nd edn., e.g., p. 80. 
24. Cf. General Theory, p. 205: " ... broadly speaking, the banking system and 
the monetary authority are dealers in money and debts and not in assets or 
consumables." 

25· Kuenne, op. cit., pp. 355-56. This is much like criticizing Wickscll for stray
ing from '10gical consistency" by "hedging" his analysis of the cumulative process 
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Kuenne goes 011 to remove all such "obstructions" by construct
ing a model with a "complete dichotomy," not between money 
and all other goods as in the case of "Say's Identity," but be
tween "paper and real sectors." This construction he labels 
"Keynes's Identity"! It involves the postulate that the effect of an 
increase in real balances due to deflation "is confined to the 
securities markets or is absent. . . . all potential effects . . . on 
the real goods sector must be effectively nullified to preserve 
Keynes's Identity." 20 This last requirement can be fulfilled only 
in the familiar ways: either by assuming the Liquidity Trap or 
by assuming complete interest-inelasticity of both consumption 
and investment demand.27 

Clearly, "Keynes's Identity" is grotesquely mislabeled. Nothing 
could be more foreign to Keynes' theory than this dichotom~' 
between "real goods" and "paper." If his analytical procedure is 
to be criticized, it is-as previously conceded-because he does 
not take care to distinguish clearly between physical and finan
cial non-money assets even when the problem at hand so re
quires. 

V:2 Keynes' Diagnosis of the "Causes of Unemployment" 

The previous section dealt with the immediate issues raised by 
the Neoclassical critique of Keynes. We should now leave these 
problems aside in order to consider the deeper questions related 
to Keynes' diagnosis of the maladjustments which lead to depres
sions. Keynes, as we have seen in our discussion of the "real 
financial effect," treated the analysis of deflation in a somewhat 
cursory manner. Though he returns to the topic at intervals 

with the proviso that it would come to a halt were the market rate to be brought 
into line with natural rate. 

26. Gp. cit., p. 358. 
27. This being so, Kuenne can only end lip with the same old "terms of the 
truce," i.e.: "To the extent that Keynes focussed attention lIpon the slowness, or 
weakness, of ... adjustments, his analysis contributes fmitful insights. But in the 
field of static general equilibrium theory . , , his performance was essentially a 
failure," (Gp. cit., pp. 360-61.) 
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throughout the book, it is often handled with apparent impa
tiencc. In our vicw, his thoughts on this matter have been 
misinterpreted-in itself eviden(.'C that the analysis was less than 
thorough. How is this to be explained? Three diHerent interpre
tations may be considered. 

First, the most common interpretation is perhaps that, once 
having adopted the assumption of "wage-rigidity" and built his 
model on this assumption, Keynes had little further interest in 
questions relating to money price flexibility. That this is a super
ficial explanation is apparent both from our discussion in Chap
ter II and from the fact that Keynes devoted a large portion of 
the latter half of the General Theory to these problems.! 

A second, more weighty, interpretation is the one repeatedly 
emphasized by Lerner in opposition to the conventional one: 
Keynes correctly feared the disintegrative effects on the system 
of relying on, or forcing, drastic price-level adjustments. This 
point should always be made in this context; there can be no 
doubt about its relevance or validity.2 There is no need, how
ever, to pursue it further here than has already been done in 
Chapter 11:4. 

The following, third interpretation, in my opinion, goes fur-

1. Here we fully agree with Patinkin. In the revised version of "Price Flexibility 
and Full Employment" (Readings in Monetary Theory, p. 283 n.), he comments: 
" ... in the light of Chapter 19 of the General Theory . . . it is difficult to 
understand how wage rigidities can be considered a basic assumption of the 
Keynesian theory of unemployment. From this chapter it is quite clear that wage 
rigidities are not an assumption of Keynes' analysis, but rather a policy conclusion 
that follows from his investigation of the probable effects of wage flexibility . 
. . . " Etc. 

Patinkin's discussion is cast in the terminology of period-analysis. This is some
what unfortunate here, since it means a tendency to refer to wage-rigidity and, 
what he calls, "a regime of flexible prices" as mutually exclusive possibilities. It is 
a principal tenet of the present work that a deeper understanding of Keynes' 
contribution must grow from a consideration of the case of imperfectly flexible 
prices and the information problems characterizing such a "regime." 
2. Once again, Keynes' convictions stand out much more clearly and forcefully, 
unobstructed by the Intricate scaffolding of "professional" economic analysis, in 
several of his more "popular" writings. Apart from the preViously cited "Social 
Consequences of Changes in the Value of Money," Parts II and III of his Essays 
In P61'suas/on contain a number of relevant papers, the most well known being 
"The Economic Consequences of Mr. Churchill." For the two contributions of A. P. 
Lerner, d. p. 108 D.9 above. 
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ther towards the core of Keynes' thinking on macroeconomic 
problems. 

The general equilibrium model used as a diagnostic tool We 
have consistently viewed Keynes' contributions to economic 
theory as part of a great over-all effort to extend the use of the 
(largely received) tools of general value theory beyond the area 
represented by problems of general equilibrium and into the 
area of macrodisequilibrium. His contribution, in other words, 
has been viewed as an attempt to carry on from the points where 
an older generation left off, not as an attempt to sweep the 
boards clean of traditional theory. This venture forward from the 
theory of economic equilibrium into the area of disequilibrium 
problems-which, despite Wicks ell, Lindahl, Myrdal, and others, 
presented large expanses of virgin territory-also meant, as 
we have emphasized, that he turned his attention away from the 
traditional preoccupation with long-run tendencies towards the 
problems of macroeconomic adjustment processes in the short 
run. 

What is the logical point of departure for someone approach
ing the problem of disequilibrium amled with the tools of 
general equilibrium analysis? The problem may be put in the 
following manner: In general equilibrium, the plans of all trans
actors are consistent at the ruling vector of prices. All plans, 
therefore, can be simultaneously carried out in trading. The 
realized results of exchange do not then, in themselves, force a 
change of plans upon the transactors. With all economic activi
ties progressing in this consistent manner, the system can be 
analyzed much as a Crusoe-economy (with a Robinson possessed 
of rather unusual qualities of foresight and steadfastness of 
purpose). 

Contemplation of a situation of macrodisequilibdum yields a 
different picture. Only a bout of acute schizophrenia in Robinson 
could possibly throw the Crusoe-economy into the straits of 
depreSSion. Perhaps the stark irrationality of disequilibriulll 
when viewed in this artificial context accounts sOlllewhat for the 
vehemence with which the possibility of a "general glut" was at 
one time so often denied. There is, indeed, something of a 
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schizophrenic quality to economic disequilihrium processcs
particularly recognizable, of course, in violent deflations and 
inflations, when not only the economic, but also the political and 
social integration of the system breaks down. Just as a scientist 
concerned with mental health will turn to the study of mental 
illness, Keynes turned his abundant energies to the study of 
disequilibrium.3 

In disequilibrium, then, the "notional" excess demands of indi
vidual traders are not consistent in the aggregate. Nonetheless, 
general equilibrium theory tells us that potentially there does 
exist a vector of prices that would allow all plans to be realized. 
Disequilibrium, therefore, implies a ruling price vector in one or 
more respects diHerent from the appropriate one.4 The diagnos
tic task facing the economist may then be conceived to be that of 
specifying the fundamental discrepancy between the equilibrium 
price vector and the initial disequilibrium vector. But the task is 
complicated by the fact that, once iII, the patient rapidly devel
ops a number of additional complaints of a quite alanning 
nature. During the larger part of his career, Keynes apparently 
took much the same attitude towards the latter problems as that 
of a psychoanalyst who trusts that, if the fundamental trauma 
can only be found and relieved, all the subsidiary behavior dis
orders are likely to disappear by themselves in short order. He 
was not without some faith in the self-recuperative powers of the 
market system. But the desperate plight of the thirties shook 
his faith in the possibility of being successful with such basic 
therapy before the patient was beyond all help; in an emergency 
it was necessary to prescribe drastic measures to relieve directly 
the most painful of the symptoms of disease. 

In deflationary disequilibrium, the economy develops symp-

3· In the United States, his motives have often been construed in a less benevo
lent light by the more violent opponents to the federal policies pursued in his 
name. "Evidence" for Keynes' subversive ulterior motives are found in his sins of 
omission-his lifetime output contains, perhaps, a lower than average number of 
pages extolling the "invisible hand" and the inestimable benefits of mental health. 
4· Cf. J. R. Hicks, "Methods of Dynamic Analysis," op. cit., esp. Hicks' comments 
on Lindahl's work in the field of macrodynamics. More recently Hicks has ex
panded on his discussion of alternative dynamiC approaches in Capital and 
G,owth, Oxford, 1965. 
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toms of unemployment very rapidly. The "Classical" diagnosis of 
such disequilibrium was "too high money wages," and the "Clas
sical" prescription "deflation." ~ Diagnosis and prescription alike 
were the subject of Keynes' vehement malpractice charges: to 
him the "Classical" cure smacked of leeches and bloodletting
primitive and disreputable methods which were likely, as often 
as not, so to weaken the patient as to kill him. As often happens, 
modern research has led to a somewhat milder judgment of 
certain ancient medical practices than the "Age of Reason" was 
willing to accord them; this has seldom if ever led to their 
revival. Keynes would no doubt have given evidence of his 
generally lively antiquarian interest in the result of the Pigou
effect debate: that, in certain unlikely circumstances, involuntary 
unemployment could indeed be cured by balanced deflation. It is 
not likely that it would have influenced his recommendations on 
the economic policy to be pursued. 

Ironically, the income-expenditure theorists are often, though 
not always, in accord with the "Classical" diagnosis: unemploy
ment shows that wages are too high and it would be well if they 
were lower. But they generally agree that nothing can be done 
about it and turn, therefore, to Keynesian prescriptions.6 

Spot prices: wages versus asset prices Though widespread 
unemployment is the most drastic symptom of deflationary dis
equilibria. Keynes maintained that the cause of depressions 
should be sought in other markets. In a situation of actual or 
threatening contraction, the ruling price vector differs from the 
appropriate vector. The essence of Keynes' diagnosis of depres
sions is this: the actual disequilibrium Jlrice vector initiating the 

5. It must be remembered, however, that Keynes' "Classical economist" was 
largely a strawman: the label simply will not stick on the majority of the influen
tial economists of the thirties. Cf. Section II: 4 and Schlesinger. or. cit. 

6. Lack of concern with the diagnosis. unforhlllatcly. has often ml'ant that 
Keynes' fiscal emergency treatment is prescribed indiscriminately. At one time it 
was even the doctrine that the emergency medicine had better be ad.ll1inistert"<1 in 
ever-increasing doses to economics having reached the fcehle old age of "eco
nomic maturity." Economists concerned with "instihltinnal art('riose\(,nlsis" a.< 
another danger to mature economies have understandably been much concerned 
with the side-effects of such treatment. 
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contraction differs from the appropriate, hypothetical equilib
rium ecctor in one maior respect-the geneml level of 10llg-term 
asset prices is lower than warranted. 

Thus the "Classical" and the Keynesian diagnoses are jux
taposed. Observing unemployment, the "Classical" economist 
-and, again, let us not forget that this unworthy fellow is a 
stereotype constructed by Keynes to represent a contemporary 
school of thought that he opposed-draws the conclusion that 
wages are too high and "ought" to be reduced. In Keynes' theory, 
the maintenance of full employment depends upon the mainte
nance of a "right" relation between the general level of asset 
prices and the wage unit. High asset prices imply high levels of 
demand for both new investment and consumption. At high asset 
prices, the anomaly of traders in the aggegate not feeling 
"wealthy" enough to absorb the full employment rate of output 
will not occur. Keynes' point is that when the appropriate price 
relation does not obtain, it is in general not wages but asset 
demand prices that are out of line. 

From this diagnosis stems what I take to be Keynes' funda
mental objection to the "Classical" medicine of deBation: al
though the most eye-catching symptom of maladjustment is that 
of great excess supply in labor markets, money wage rates may 
very well be "correct," i.e., roughly equal to the money wages 
that the system would have in equilibrium. Once demand prices 
for augmentable assets have moved to "too low" a level, the 
pressure of excess supply in the productive sectors of the econ
omy will rapidly be transferred back to the labor market over 
the whole front. Although this has been allowed to occur, the 
burden of adjustment should not be thrown on this market.1 

Asset prices are "wrong" and it is to asset markets that the cure 
should, if possible, be applied. 

Several times we have referred to Keynes' reputation for ignor-

7· Note that this adds another argument to the Keynesian case for recommending 
the pursuit of a policy aimed at stabilizing wages. Patinkin considered this policy 
conclusion to follow from Keynes' investigation of the "probable effects of wage 
flexibility" and this is, as we have stressed, part of Keynes' case. The other part, 
which we are now emphaSizing, is perhaps even more important and rests on the 
"probable causes" of an excess supply of labor. 
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ing the application of the lessons of general price theory, sins of 
omission that are variously explained by emphasizing either his 
personality traits-his iconoclastic streak or his abundant self
confidence-or his supposedly limited mastery of the subject. To 
the extent that the interpretation offered above is accepted, this 
view of Keynes stands in need of drastic revision. The traditional 
diagnosis of depressions which lays the "blame" of unemploy
ment on the obstinate behavior of labor is based on a partinl 
equilibrium analysis inappropriate to the problem at hand 
(which concerns the malfunctioning of the system as a whole). 
Keynes' diagnosis conceals a number of difficult issues on which 
positions at variance with his may well be taken, but the diag
nosis is not based on the naive presumption that the causes of 
macrodisequilibria are to be found in the markets which at any 
time exhibit the most dramatic symptoms of maladjustment. He 
approached the ("general disequilibrium") problem from a gen
eral equilibrium perspective. 

This observation is particularly pertinent to the appraisal of 
Keynes' analysis of the hypothetical consequences of a "regime" 
of flexible money prices and wages. Keynes' statements to the 
effect that money wages would "rush violently between zero and 
infinity," etc., can be read as a denial of the existence of a full 
employment price vector. It appears that in the course of the 
Keynes and the Classics debate they have often becn interpreted 
in this manner as indicative of the careless lightheartedness with 
which Keynes was supposedly inclined to shove traditional 
price theory aside. But to read them in this way is to ignore 
the Keynesian diagnosis of how deflationary pressure cOllles to 
emerge. They should not be so read. It Illay well be the case that 
Keynes' obiter dicta on the subject of a regime of price-flexibilit~, 
hide some questionable premises but the naive contention that 
no hypothetical price vector exists which would bring about full 
employment is not involved. Keynes' position is consistent with 
the existence of a whole class of price vectors capable of bring
ing about full utilization of resources in the current period. His 
assertions rest on a conception of a "quite Classical" nature-i.e., 
that could the set of all full employment price vectors he known 
and studied, it would be found that for each relative price there 
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is a more or less restricted range of values consistent with full 
resource utilization. He concentrated specifically on the case 
where, given the history of the system up to the period in 
question and the resultant State of Entrepreneurial Expecta
tion, there is a definite upper bound to the range of long rates 
of interest consistent with full employment. His discussion of 
money wage flexibility proceeds on the assumption that the State 
of Liquidity Preference is such that "the" interest rate lies 
above this range. The question to which he addresses himself is 
whether, given the resulting inappropriately low value of non
money assets in terms of wage units, a fall in money wages will 
help to restore full employment. 

I ntertemporal transformation opportunities: entrepreneurial 
expectations versus market rate We have regarded Keynes' 
diagnosis as based on a comparison of the actual vector of ob
served prices ruling at the onset of a contraction with the hypo
thetical vector which would pertain in a system characterized by 
perfect information. We may consider first a case which is even 
more restrictive than the one made by Keynes. The comparison 
should not be just a matter of spot prices; the two vectors to be 
considered contain both spot and forward prices. The hypotheti
cal "perfect" vector contains a full set of forward prices; the 
actually observed vector contains only bond rates of interest for 
various maturities and current money prices for other assets from 
which unique inferences about forward values cannot be made. 
According to Keynes' diagnosis, it is fundamentally the inter
temporal relative values observed or implicit in the actual vector 
which are "wrong." The statements previously quoted presume 
that intertemporal prices are inappropriate. The more· restrictive 
case starts from the assumption that current full utilization of 
resources requires the establishment of a unique intertemporal 
price vector. This would mean that the set of equations repre
senting the intertemporal general equilibrium system has only 
one solution. That the efficient time-path is unique is, indeed, 
commonly assumed in work on the so-called "metastatic" models. 
The assumption here-suggested for illustrative purposes only
is stronger, since it asserts that if one, or some, of the intertem-
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poral relative values is "wrong," no suboptimal solution having 
the property of clearing all spot markets for factor services 
would exist. It denies, in other words, the existence of Hicksian 
"temporary equilibria"-i.e., short-run solutions which, though 
off the equilibrium time-path, clear all existing markets 8 in the 
present. 

If, then, in a system such as the one posited, we consider a 
situation in which some of the endogenous variables have "got 
stuck" at values incompatible with the "global" solution, we get a 
first approximation to Keynes' argument. The assumptions made 
imply that, as long as the interest rate stays "too high," there arc 
no possible adjustments of current money output prices and 
money wages which could wipe out excess supplies in spot 
markets. In a regime of extremely high money price velocities, 
such excess supplies would, indeed, send money values "rushing 
violently towards zero." 

Now this is a stronger position than one would care to take. 
But then Keynes did not argue this extreme case. Thus, he was 
not categorical-if intertemporal relative values are out of line, 
there is nothing to guarantee that there exist values for the other 
unknowns of the problem (current money prices and wages) 
such that clearance of factor services markets will nonethelcss be 
ensured: "there might be no position of stable equilibrium except 
in conditions consistent with full employment." 

Furthermore-and more Significantly-the "conditions consis
tent with full employment" that he envisaged are not as restric
tive as those just discussed. Existing markct institutions do not 
register a full complement of forward price quotations. The 
condition that Keynes regarded as necessary for full employment 
in the present is that "real" asset valucs bc maintained at a 
specific level. This does not require that both entrepreneurial 
expectations and "the" interest rate be such as to keep the system 
on its hypothetical equilibrium time-path. There is room for 
offsetting errors with respect to intertemporal relati\'e \'allles. 
The condition may be fulfilled with a too low, "pessimistic" 

8. It is not assumed that this hypothetical system is more richly endowl'd with 
forward markets than the systems which we actually observe. 
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MEC-schedule if the interest rate is correspondingly low or, 
conversely, one might observe a boom "in which over-optimism 
triumphs O\'er a rate of interest which, in a cooler light, would 
be seen to be excessive." U But if these factors combine to make 
"real" asset values too low, Keynes could see no hope in a bal
anced deflation in which money asset prices and money wages 
fall pari passu. 

Since in Keynes' analysis entrepreneurial expectations and 
Liquidity Preference are treated as (almost) independent co
determinants of asset values, there are two routes through which 
a fall in money wages might turn the deflation "unbalanced" in 
such a way as to restore full resource utilization. One possibility 
is that current money prices fall faster than future expected 
prices. This change in some of the unobservable intertemporal 
price relations would "increase the marginal efficiency of capital; 
whilst for the same reason it may be favourable to consump
tion." 10 The other possibility is the "Keynes-effect" proper-that 
the rise in the value of the money stock in terms of wage units 
will bring about a fall in "the" interest rate. 

Moreover, of the two factors which combine to make asset 
demand prices too low, Keynes generally blamed too high long 
rates rather than too pessimistic entrepreneurial expectations for 
the onset of depreSSions. Once the income-constrained process 
had been allowed to gather momentum, of course, expectations 
would no longer be such as to sustain full employment even in 
conjunction with a "metastatically right" interest rate.II But this 

g. General Theory, p. 322. The distinction between entrepreneurial expectations 
and Liquidity Preference as the two factors dctennining asset demand prices will 
be considered further in connection with our discussion of Keynes' views on the 
issue of fiscal versus monetary policy in Chapter VI: 2. 

10. General Theory, p. 263. The statement in the text is somewhat more general 
than the one made by Keynes, who stressed the cost side, i.e., the case of a 
"reduction of money-wages [which] is expected to be a reduction relatively to 
money-wages in the future . . ." 
11. The longer the system wallows in depreSSion, one must also surmise, the 
farther would the dry rot eat into the all-important long-term end of expectations 
making the demand price schedules for durable capital assets more elastic with 
respect to the rate of investment and, therefore, the rate of investment in Fixed 
Capital less and less susceptible to control through the rate of interest. The longer 
a depression has lasted, the less safe is Keynes' habit of simply identifying present 
asset values with the asset demand price. Cf. Chapter III :3. 
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is a derivative phenomenon. To Keynes, too high a long rate was 
the "fundamental trauma" and its correction an all but necessary 
condition for recovery. Over many years, this conception formed 
the basis for his pronouncements on matters of public policy.'2 

This, of course, is (at long last) the whole point of the Keynes
effect. Keynes' Neoclassical critics have brushed it aside because 
they have not understood his diagnosis. The Keynes-effect will 
work because it relieves the fundamental "cause" of the type of 
disequilibrium that Keynes postulated.'3 

Thus, Keynes' diagnosis of the conditions leading to a down
turn in activity focused on the relation between the money 
prices of non-money assets and the money wage rate. If this 
relation was out of line, moreover, he put the "blame" on too 
low asset values as a rule, not on too high wages. H The conclu-

12. Cf. Harrod's Life, p. 399: "Most important of his contributions during this 
year (1930) was his article in the September issue of the Svenska Handels/Janken 
Index on the future of the rate of interest. He had become convinced that the 
time was ripe for a large and permanent reduction throughout the world. This 
was to be the basis of all his future thinking on economic policy; it also deter· 
mined his investment policy on his own behalf and that of the institutions which 
he advised." Since Keynes put his money where his mouth was, one cannot 
very well regard his Keynes-effect just as a "hedge" of a merely academic 
argument. 
13. It is instructive to note, for example, the disturbance considered by Kuenne in 
his appraisal of Keynes' contribution to "pure" theory (op. cit., p. 349): "From a 
position of general equilibrium we suppose the economy to be jarred by an 
increase .n the excess demand for money to a positive level. . . ." Also, p. 356: 
"Now, let us start with a full general eqUilibrium and assume that the public 
suddenly desires increased real balances, obtaining them by reducing excess de
mands for consumption and investment goods. Let all markets bu t those for In bor 
and money be reequilibrated . . ." etc. 

While this is the premise from which Kllenne departs, it is also the conclusion 
Modigliani, among others, arrives at: "It is true that a reduccd level of employ
ment and a reduced level of investmcnt go together, but this is not, in general, 
the result of [a] causal relationship. It is true instead that the low lel'l'l of 
Investment and employment are both the effect of the same cause, namely a IJasic 
malod;ustment between the quantity of money and tile wage rate." F. Modigliani, 
"Liquidity Preference and the Thcory of Interest and Money," Econometrica, Jan. 
1944; cf. the reprint in Readings in Monetary Theory, Pl'. 224-25, italics added. 
14. This part of the diagnosis raises some questions to which we will hIm 
shortly. 

Harrod (op. cit., p. 454) puts the mutter SUCCinctly: "He did not think that the 
high wage was the cause of unemployment or that lowering the wage wOllld
subject to [the Keynes effect, etc.]-increase employment." Note that two 'be-
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sion is that deflation will help only if it changes this relative 
price in the appropriate direction, i.e., only if it cures the malady 
that ulIderlies the emergence of excess supply of commodities in 
the first place: "we must base any hopes of favorable results to 
employment from a reduction in money-wages" on an increase in 
the value of non-money assets in terms of the wage unit. Such a 
favorable result might occur through one or the other of the 
possibilities outlined above. Of the two, however, Keynes 
stressed the possibility of a reduction in the rate of interest-that 
of a favorable shift of the marginal effiCiency of capital was 
generally held imprisoned in the ceteris paribus assumptions of 
his short-run analysis. Directly, the stimulating effects will fall 
"mainly on investment"; the wealth effect on consumption de
mand is regarded as definitely subsidiary. 

To this analysis, the enormous subsequent debate has added 
the footnote that the Pigou-effect shows the "logical possibility" 
of a favorable result produced by a mechanism which (a) does 
not operate through investment demand at all, and (b) depends 
upon neither of the two possibilities which Keynes regarded as 
the only relevant ones. In retrospect, it is hard to see that this 
pOint deserved much more ink than Keynes spilt on it (in 
dismissing it}, though a veritable torrent has been forthcoming. 
The explanation must be that, working with the one-commodity 
modeL l~ these critics of Keynes have not understood that his 

Iiefs" are involved-Keynes' Neoclassical critics have concentrated on the second 
to the exclusion of the first. 

15. It is the present author's belief that this misinterpretation of Keynes has arisen 
and gained currency mainly because of the predominance of the one-commodity 
model in this area. This does not mean, however, that it is not possible to capture 
muclI of the essence of Keynes' argument concerning the information problems 
involved in the so-called "saving-investment process" in the context of a model 
which makes no distinction between consumer goods and capital goods. But in 
order to do so, most of the analysis, which Keynes preferred to conduct in terms 
of relative "spot" values, must be translated into an analysis dealing, on the one 
hand, with the expected price of "the" future commodity in terms of the present 
commodity and, on the other hand, with the money rate of interest. Since such a 
model circumvents many of the index number problems that "perplexed" Keynes, 
it is actually simpler to handle than Keynes' own system. Despite this relative 
simplicity, it seems to have been presumed that such an analysis would be price
theoretically much "too sophisticated" to conform to Keynes' intentions. 
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whole discussion proceeds from the premise that we have to deal 
with a situation in which relative values have gotten out of line. 
The motivation for the whole debate must lie in the presumption 
that Keynes had rejected the fundamental premise of traditional 
theory-namely that there must be some readjustment of relative 
values possible such that full employment would result-and, 
perhaps, also in a disturbing feeling that he had come very close 
to justifying this rejection. If these are not the premises moth'at
ing this debate, how is it to be explained? But these exegetical 
premises are, according to our interpretation, false. 

Keynes and the Wicksellian heritage As indicated earlier, 
there are certain questionable aspects to what we have called 
"Keynes' diagnosis." Keynes blithely side-stepped a number of 
difficult issues which had come to the forefront of the debate on 
Monetary Dynamics during the early thirties. On the purely 
technical aspects of these issues at least, the great post-Wick
sellians often showed more sophistication than did Keynes. Sev
eral of his contemporaries provided a more systematic and, in 
several respects, more penetrating analysis of "what goes wrong 
with relative values" in macroeconomic Buctuations. 16 But in 
aclrnowledging this, we must also reiterate a point stressed in 
Chapter II, namely that none of these authors provided a sys
tematic analysis of the income-constrained process, the idea 
which is the hallmark of the General TheoryY 

We cannot go into a detailed discussion of these problems. 
Such a discussion would involve delving into the extensive and 

16. Cf. esp. E. Lindahl, Studies in the Theory of Money and Capital, r\ew York, 
1939 (the main part of which is based on work published in Swedish in 1929 and 
1930); G, Myrdal, Monetary Equilibrium, London, 1939 (Swedish original, 
1931); F, A, Hayek, Prices and Production, London, 1931, also, Profits, Interest 
and Inoestment, London, 1939. Although D. H. Roberl<on cannot be classified as a 
follower of Wicksell, he should also be mentioned here; in particular, his Banking 
Policy and the Price Leoel. 

17, The processes investigated by Lindahl, for example, gem'rally consisted of a 
succession of "temporary eqUilibria," i.e., states characteri~ed by clearance of all 
spot markets and the general realization of immediate trading plans, although not 
by the fulfillment over time of the expectations on which these:' plans are at any 
time largely based. The "multiplier" idea came into the Swedish discussion ,,;th 
E, Lundberg, Studies In the Theory of Economic Expansion, Stockholm, 1937· 
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difficult interwar literature on the criteria for a "neutral mone
tary policy," on the issue of "forced saving," on what has bccn 
termed Hayek's Concertina- and Ricardo-effects, on the difficul
ties connected with \Vicksell's concept of the Natural Rate-and 
so forth. IS The relationship between Keynes and the later "Keyne
sians" must remain our main concern. 

It seems clear that Keynes consciously did his best to dodge 
the issues raised in the post-\Vicksellian debate. In retrospect it 
is amazing how successful he was, for following the appearance 
of the General Theory they were in short order forgotten. But 
this "success" came at a price; in part at least, Keynes avoided 
controversy by not stressing the (at the time) controversial 
aspects of his diagnosis. In so dOing, he in effect invited subse
quent misinterpretation. 

We have tended so far to draw a line between Keynes' diag
nosis and the policy implications derived from it. This has served 
our analytical convenience but it involves an oversimplification 
that must now be corrected. Actually, a clear line of this sort 
cannot be drawn. His diagnosis is not just based on "positive" 
economic analysis free of normative ingredients. Policy judg
ments enter in from the very start. In particular, Keynes tends to 
take for granted the universal appropriateness of his own crite
rion for the conduct of monetary policy and implicitly to inject 
this criterion in his discussion of the maladjustments leading to 
contraction. Put somewhat roughly, this criterion is that the 
monetary authority in any given period "ought to" maintain the 
general level of asset prices (in terms of money) which has been 
reached in the preceding period, if that period was one of full 
employment. This would mean that the rate of output of aug
men table assets would be maintained, in turn implying mainte
nance of the previous level of employment at the old money 
wage rate. If unemployment has already developed, the Central 
Bank should force asset prices back up to a level at which 
investment would be sufficient for full employment at going 

18. Most of these issues, moreover, were never resolved but, like the contempo
rary controversies in capital theory, were simply swept aside by the Keynesian 
Revolution. This being the case, it is impossible to deal with them adequately 
within a reasonably brief compass. 
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money wages. In neither case would a reduction in money wages 
be needed.1o 

Had Keynes retained the terminology of the Treatise, in which 
the diagnosis of the maladjustment leading to contraction of 
aggregate money demand was a market rate higher than the 
natural rate, both his position on the interest-elasticity of invest
ment and his discussion of a regime of flexible money wages 
would have been much clearer to his readers. But in the General 
Theory, Keynes discarded these concepts: 

I am now no longer of the opinion that the concept of a "natural" rate 
of interest, ... has anything very useful or significant to contribute to 
our analysis. It is merely the rate of interest which will preserve the 
status quo; and, in general, we have no predominant interest in the 
status quo as such.20 

The reason for this change of mind is clear. The concept of 
"natural rate" which Keynes employed in the Treatise was that 
rate which would serve to maintain the demand prices of assets 
of the preceding short period. Changes in the marginal efficiency 
of capital would imply changes in this hypothetical rate such 
that the present value of some representative augmentahle asset 

19. Note the sharp contrast, e.g., to Hayek. In Hayek's theory the boom was 
caused by a market rate held below natural rate and consequently invoh'ed O\'er
investml nt. The crisis would arrive when it is no longer possible to maintain the 
low ratio (in value terms) of consumer goods to investment goods output. "'hen 
consumption demand "breaks through," asset demand prices fall as market rate 
rises to the level of natural rate, whereas Keynes' crisis arrives when market raIl' 
starts to lag behind the decline of natural rate. In Keynes' eyes there is no "real" 
reason why asset values should fall. In Hayek's case the decline of in\'cstm('nl is a 
required and "salutary" adjustment. To Keynes, asset valut's fall for "mon('tar)"" 
reasons (speculation on the Exchanges) and a low interest Central Bank policy is 
obviously called for. To Hayek, a Central Bank rule of maintaining asset dt'l11and 
prices relative to money wages would be the more disash'ous the longer it was 
pursued. And, at the downturn, wages are right to Keynes, inAatcd to lIan'k ... te. 
For a beginning to a much needed reappraisal of HAyek's conlrilmtion to Mone
tary Dynamics, cf. J. R. Hicks, "The Hayek Story," in Critical Essays in Monctary 
Theory. 
20. General Theory, p. 243. For earlier critical examinations of \Vicks('II's ronCl'pl 
of the "normal rate," cf. Lindahl, op. cit., Part Two, Chapter VI, and Myrtlal, op. 
cit., passim. 
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was maintained. 21 The Treatise set the natural rate as the shift
ing target for monetary policy (without too much concern for 
the difficulties which the Central Bank might encounter in trying 
to keep track of this unobservable magnitude). But the Treatise 
also presumed that the situation preceding the short period, on 
which the analysis focused, was one of full employment. If, in
stead, it was one of depressed activity, the policy criterion is not 
relevant even if it could be made operational-we have no 
interest in preserving such a status quo. 

Keynes went on to suggest that: 

If there is any such rate of interest, which is unique and significant, it 
must be the rate which we might term the neutral rate of interest, 
namely, the natural rate in the above sense which is consistent with 
full employment, given the other parameters of the system.22 

This suggestion would seem, at first, to open the door to a 
restatement of the Treatise's diagnosis in these redefined terms. 
But Keynes refrains from making expliCit use of this notion of a 
uniquely definable "neutral rate." The general idea of defining 
some "neutral state" to serve as a standard by which to define 
the existing maladjustments, and thus to arrive at "objective" 
policy proposals about what should be done, is very tempting. 
But, as the interwar debates between the many distinguished 
economists who were attracted to it showed, the idea is fraught 
with difficulties. Quite a number of different such standards were 
suggested, leading to a technically very complicated and, in the 
end, largely inconclusive discussion. It is curious to observe how, 
in the General Theory, Keynes again and again approaches this 
notion from different angles only to refuse, at the last moment, to 
commit himself explicitly: 

21. In terms of the Simplified illustration used previously, a reduction in the 
marginal efficiency of capital means a reduction in the number of "unit streams" 
perceived to accrue to a specific type of capital good. To preserve the demand 
price of this good, an offsetting rise in the value of "unit streams"-a fall in the 
market rate--is required. 

22. Loc. cit. Keynes goes on to argue that the "tacit assumption . . . required to 
make sense of the classical theory. . . . [is] that the actual rate of interest is 
always equal to the neutral rate .•. ," etc. 
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But at this point we are in deep water. "The wild duck has dived 
down to the bottom-as deer as she can gel-and bitten fast hold of 
the weed and tangle and al the rubbish that is dowlI there, and it 
would need an extraordinarily clever dog to dive after and fish her up 
again." 23 

If Keynes refused to venture out in deep water in public, there 
are still many passages to show that he nevertheless had a 
"private" position on the issue. His arguments on monetary 
policy, in particular, repeatedly indicate that when asset values 
are too low, the long rate of interest is ipso facto to be regarded 
as "too high." Fiscal policies and the acceptance of the govern
ment of "an ever greater responsibility for directly organizing 
investment" are measures advocated, 

since it seems likely that the fluctuations in the market estimation of 
the marginal efficiency of different types of capital ... will be too 
great to be offset by any practicable changes in the rate of interest.24 

The main reasons given for the suggested innovations in employ
ment policy are that the State of Liquidity Preference may make 
it quite difficult for the monetary authority to bring about a 
sufficient reduction in long rate and that it is also quite difficult 
to persuade it to try very hard. The question is never seriously 
considered whether it would not be best to leave the long rate 
alone. 

Tlle following statement may be taken as a brief sketch of a 
hypothetical "neutral state": 

In optimum conditions ... production should be so organised as to 
produce in the most efficient manner compatible with delivery at the 
dates at which consumers' demand is expected to become c/fectivc. 25 

Schematically, we may regard the realization of an optimum 
production programme as requiring, at one and the samc time, 

23. The famous Ibsen quotation is given on p. 183, but would have been equally 
appropriate in several other places. 
24. General Theory, p. 164, italics added. Cf. also p. 309. 

25. General Theory, p. 215. 



348 KEYNESIAN ECONOMICS AND TIlE ECONOMICS OF KEYNES 

both an "optimum" interest rate, or term structure of interest 
rates, arid an "appropriate" State of Entrepreneurial Expectation. 
Suppose that a situation arises in which the State of Expectation 
happens to be "appropriate"-we will not attempt to probe 
beneath this vague term at this paint-but that the long rate is 
higher than "optimal," so that asset demand prices are too low 
for full employment at going money wages. Then it seems quite 
reasonable to demand that the Central Bank should go to great 
lengths in trying to reduce the interest rate, even to engage in a 
monetary policy tl outrance. If, however, the actual interest rate 
equals the "optimal" rate consistent with the suggested "neutral 
state," while asset prices are too low due to a State of Expecta
tion which is "inappropriately pessimistic"-what then? 

Consider what would happen if, in this situation, the long 
bond rate were forced down to whatever level was necessary to 
equate ex ante rates of saving and investment at full employ
ment. This would mean that prices of bonds-assets with con
tractually fixed long receipt streams-would shoot up while 
equity prices remained approximately constant instead of declin
ing. Through a succession of short periods, with aggregate 
money expenditures at the full employment level, initial opinions 
about the future yield on capital would be revealed as too 
pessimistic. Anticipated returns to capital go up. The contractu
ally fixed return streams on bonds remain the same, and it now 
becomes inevitable that bond-holders take a capital loss (in real 
terms). 

The Central Bank now has two options. (a) It may elect to 
stand by doing nothing, in which case present values of capital 
goods and equities rise with a concomitant increase in both ex 
ante investment and consumption. Since the situation is one of 
full employment, inflation must result and the "real value" of 
nominally fixed contracts decline. (b) It may choose to act along 
Keynesian lines so as to increase market rate sufficiently to 
prevent any rise in capital goods values. Bond-holders lose again, 
since this means a reduction in the money value of bonds. 

This illustration is highly relevant to our discussion in the fol
lowing section of the assumptions underlying Keynes' Specula
tive Demand for Money. In this case, where the long bond rate 
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was "optimal" to begin with, inelastic expectations with regard 
to the future course of bond prices would be quite appropriate. 
The speculator who sells off his long bonds when prices are still 
rising and buys them back when prices have fallen back is better 
off than the rentier who is not an active trader but who keeps a 
substantial portion of his net worth in bonds. The incentive to 
bear speculation is consequently strong. If the bears are right to 
begin with, and if the bear army swells rapidly when prices rise, 
the Central Bank, following Keynes' principles, will have to 
engage in quite large operations, buying high and selling low, in 
order to vanquish first the bears and then the bulls. Conse
quently, it will take large losses. For the type of eventuality just 
considered, a good case can be made for using fiscal 
consumption-stimulating policies instead. This would gradually 
rectify entrepreneurial expectations even while the interest rate 
was maintained at the initial ("optimal") level. The government, 
instead of the Central Bank, would be running the required 
deficit. I am not aware, however, that Keynes argued the case for 
fiscal policies in this more positive vein. He tended to recom
mend them on the negative grounds of adequate monetary meas
ures being impracticable. 26 

Thus, although Keynes relinquished the natural rate terminol
ogy of the Treatise, his position underwent no fundamental 
change. He managed in this way to avoid getting entangled in 
the defense of a concept which the theoretical debate in the 
interval between his two books had shown to involve great 
difficulties. The difficulties remain, however-they have only 
"ducked" below the surface of his discussion. The notion of a 
"neutral" monetary policy or other aggregative policy which the 
economist would be able to recommend with a good conscience 
as based on only "objective" grounds or "positive" analysis, is a 
chimera. The case just considered is only an illustration. If the 
State of Expectation is such that, if it were combined with an 
"optimal" interest rate, the system will proceed on an equilib
rium time-path with unfolding events continuously verifying 
these expectations-then one can have few reservations about 

26. CE. Chapter VI:2, 
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recommending Keynes' policy of establishing this "optimal" rate 
on "technical grounds" only. But this case is of little interest-it 
is the one case where the "technical" economic adviser is not 
likely to be needed. It is basically a case of the State of Expecta
tions being one of perfect foresight and will be revealed as such 
if the actual interest rate is "optimal." The interest rate, further
more, is not likely to diverge much from this standard; if the 
information available to entrepreneurs is all that accurate, the 
information available to investors could hardly be much worse. 
If expectations are in this way consistent with following an 
equilibrium-path from the period in question onward, this will in 
most cases imply that the system is already on such a path and 
has been on it, or close to it, for quite some time. This would 
mean also that the system would already have a history of 
"optimal" stabilization policies or, probably, a history in which 
stabilizing intervention was found to be unnecessary. 

In any actual situation, macrodynamic policy problems have 
to be considered in a context of, as Keynes would put it, "hang
overs from past states of expectation." Guides to policy cannot 
then be based on purely "positive" economic theory of a static or 
metastatic nature, because the "bygones are bygones" postulate, 
characteristic of such models, is simply not applicable. Keynes 
refused to become embroiled in the controversies surrounding 
alternative attempts to define "neutral poliCies" and did not 
attempt to defend his proposals in such terms. His discussion of 
policy questions frankly mixes the positive analysis with consid
erations of political expediency and with value judgments, e.g., 
in favor of labor and against the rentier. Analysis and personal 
judgment blend in his position that it is more important to have 
asset prices high enough for full employment at the going money 
wage than to maintain interest rates at levels which will be 
warranted in the longer run. If full employment can be achieved 
through bringing interest rates down, this is always worth do
ing. In part, it is quite a personal blend, different from later 
majority Keynesianism, for example, in the attitude shown to 
balance of payment problems-the government and the mone
tary authOrity should above all act so as to provide for full 
employment at the inherited general level of money wages and 
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"the same conclusion will hold good for an open system, pro
vided that equilibrium with the rest of the world can be secured 
by means of fluctuating exchanges." 27 

Thus it was Keynes' position that the "treatment" of recessions 
should proceed on the understanding that, as a rule, asset prices 
are too low and not wages too high. There is a positive element 
to this diagnosis that should be recognized. The representative 
non-money asset which Keynes had in mind is a long-lived asset. 
Labor services and also "liquid" commodities are short-term. 
Keynes' discussion involves the judgment that prices are much 
more likely to be grossly "mistaken" for the former class of goods 
than for the latter classes. This judgment is supported by a 
comparison of the adequacy of the infom1ation on which prices 
will be based in the two ends of the "maturity"-spectrum and of 
the speed and reliability of the feedback mechanisms on which 
different markets can depend to reveal mistakes before prices 
and stock supplies have deviated very far from the respectiYe 
warranted time-paths.28 In Keynes' opinion, therefore, markets 
for "liquid" commodities and labor services will not be important 
as sources of major fluctuations and he tends to regard, for 
example, changes in the rate of inventory accumulation as an 
amplifying rather than initiating factor in such fluctuatiol1s. 29 

27. General Theory, p. 270. This preference for resorting to a flexible exchange 
rate whenever domestic full employment threatened to come into connict with 
external constraints, was a position never relinquished by the architect of the 
IMF. Note that he advocated freeing the system from halance of p3~'ments con
straints so that a low interest policy couki be pursued tcith impunity at IlOme. It 
is easily imagined what he would have said of the 1967 British policy of (a) 
devalUing (Le., stepping down to a lower "peg"), while (b) raising Bank Rate to 
an unprecedented level. 
28. Cf. esp. General Theory, Chapters 5, 12, and 16: 1. On the adequa~' of 
infonnation on which to base the valuation of long-lived assets, the picture 
painted in Chapter 12 of the "dark forces of time and ignorance which envelop 
our future" is well known. On the adequacy of feedhack mechanisms we have, 
e.g., the observation in Chapter 5 that "it is of the nahlre of long-tenn expecta
tions that they cannot be checked at short inlel'\',lls in the light of realised 
results." Obsel'\'ations on these infornlation problems arc scattered all through the 
book. Only a rereading of the work with this particular issue in mind "ill gh'e an 
adequate appreciation of the extraordinary extent to which Keynes was preoccu
pied with it. 
29. In the section to follow we return briefly to this issue. 
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This, howcvcr, is not quite the whole story. There was, as 
Wright has notcd, "another Mr. Kcynes ... though admittcdly 
a junior partner. lie is thc man who points out that money wages 
can be too high." 30 In his two major works, however, the 
possibility is not given much attention. The Treatise recognizes 
that the monetary authority may have to deal with a disequilib
rium caused by a "spontaneous" wage-push or a "coup de main 
on the part of Trade Unions." 31 But this is more the exception 
that proves the rule, for the topic is passed over very quickly. In 
the General Theory it does not appear at all-as one would 
e~:pect from the historical context of the work. 

Another possibility is more illustrative of how Keynes' per
sonal judgments are intertwined with positive analysis in his 
position that the burden of adjustment should not be thrown on 
the labor market. If the Central Bank through a prolonged 
period permits a market rate below the "neutral" rate, money 
prices and money wages will be inflated. Keynes, however, 
would still have the Central Bank proceed as if money wages 
were "right"-if necessary by resorting to a flexible exchange 
rate, as previously noted. 

There are many differences, theoretical as well as sociopoliti
cal, between Wicksell and Keynes, although we have preViously 
emphaSized the similarities. On no other single point were they 
as diametrically opposed as on the policy to be practised after a 
period of inflation. Both agreed that the monetary authority was 
to be blamed for any serious, prolonged inflation (or defla
tion).32 wicks ell was adamant that social justice demanded that 

30. D. McC. Wright, "Comment" (on H. G. Johnson, "The General Theory ... ) 
American Economic ReView, May 1961, p. 19. 

31. Treatise, Vol. I, pp. 16611 and 157. 
32. The Central Bank has it coming hoth ways. Keynes is very much like Profes
sor Friedman-which is to say that he dillers radically from the "Keynesians" -in 
one notable respect: The first step towards an understanding of past business 
fluctuations consists in noting the sins of the monetary authority. The fact that 
Keynes' view of the world implied that these would most often be sins of omis
sion, rather than commission, did not mean that he was at all less harsh in his 
criticisms of central bankers. In the standard income-expenditure theory, the 
monetary authority has little power to influence anything and is thus absolved 
from responsibility. 
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such an inflation be reversed by deflationary policies, and he 
spent the last decade or more of his life trying to get the Swedish 
authorities to "undo" the World War I inflatiun. Keynes, cer
tainly, took the social injustices of inflation seriously, but was as 
adamant in opposing the British deflatiunary postwar policies 
designed to restore the old parity of the pound. To him deflation 
was always the more serious danger. As a general rule, he 
advocated steering a course somewhat closer to the Scylla of 
inflation. If an incompetent helmsman forced you to suffer the 
monster, he would not advocate a subsequent visit to the cumu
lative whirlpool of Charybdis. 

Keynes' differences from Wicksell on this point are due to his 
beliefs about the dynamics of the system. We have discussed the 
diagnOSis of disequilibria in relation to the hypothetical solution 
vector of prices of an atemporal, static general equilibrium 
model or a metastatic model. In terms of such comparisons, 
prescription may seem to follow directly from diagnosis-if the 
interest rate is too high, bring it down; if wages are too high, 
wait for them to fall. But the mode of analysis utilized in this 
section is too infested with comparative static reasoning to be a 
fully reliable guide to Keynes' views. Waiting for wages to fall 
means to let the income-constrained process go unchecked. The 
income-constraint feedback on sales expectations means that 
producers will not demand the full employment quantity of 
labor services at the point when wages, on their painful down
ward course, reach the level indicated as required by thc initial 
diagnosis. In Keynes' theory, they must first dip far below this 
level (so that the Keynes-effect or Pigou-effect takes hold) and 
then rise back to the sustainable equilibrium levcl in pace with 
reviving entrepreneurial sales expectations. Keynes' objections 
against relying on this "automatic" process we know: (a) If it is 
slow, its social consequences are too costly and too dangerous to 
be contemplated; (b) if it were to be rapid, the extreme instabil
ity of money values would shake the monetary system apart. 
Thus, Keynes' conclusion: If a misguided monctary policy had 
once permitted wage-inflation, the best policy would bc to at
tempt a stabilization of money wages and prices as rapidly as 
pOSSible. 
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V:3 Liquidity Preference and the Speculative Demand 
for Money 

Chapter IV dealt with the value-theoretical basis for Keynes' 
Liquidity Preference hypothesis. The role which this hypothesis 
plays in Keynes' explanation of how unemployment comes to 
emerge we have emphasized throughout: the demand for money 
depends upon the anticipated money volume of transactions and 
(inversely) on the rate of interest. If the system is exposed to a 
disturbance which lowers the prospective rate of yield on physi
cal assets computed at initial asset values, a net excess demand 
for money ("hoarding") will emerge; demand prices of augment
able assets will fall and money expenditures for the production 
of such assets will decline; the "multiplier" will amplify this 
initial reduction in expenditures . . . etc. In this section, we 
will concentrate on one aspect of the Liquidity Preference the
ory, namely the relationship between yields on non-money assets 
and the demand for money. On this subject also, there has been 
a gradual shift away from Keynes' original position. The changes 
that "Keynesian Economics" has undergone in this area are as 
Significant as any of the developments preViously discussed. Yet 
many of the aspects in which the "modem" treatment of Liquid
ity Preference departs from that of Keynes will appear more or 
less as corollaries of these previously considered developments. 

Notes on the evolution of Liquidity Preference doctrine The 
speculative demand for money played a crucial role in Keynes' 
theory. In modem "Keynesian" theory, this is no longer so. To 
understand this development, it must be put in the context of the 
evolution which the Liquidity Preference doctrine as a whole 
has undergone. Some of the following notes repeat observations 
already made and may be made brief; others we will want to 
discuss at somewhat greater length. 

(a) In the later macroeconomic literature, "Liquidity Prefer
ence" has become a term practically synonymous with "Demand 



KEYNES AND POST-KEYNESJAN MONt.1ARY TUJ:;()RY 355 

for Money," 1_"money" being defined as means of payment. In 
Keynes' own usage the term has a much broader connotation: 
"Liquidity Preference" is not just a colorful term for "money 
demand." In the two-asset model, with which most of the Gen
eral Theory deals, "demand for money" could indeed have been 
substituted for "liquidity preference" in most contexts. Keynes' 
choice of the more fanciful term must be regarded as another 
attempt to condense a large part of his analysis in the Treatise. 
The Treatise discusses in detail a number of private-sector credit 
markets through which the induced adjustments to disequilibrat
ing disturbances are transmitted from the long end to the short 
(in the case of a decline in the prospective return to physical 
assets), or from the short end to the long (in the case of action 
by the monetary authority). In the General Theory, the term 
"liquidity preference" is often the only reminder that the rele
vant short-run adjustment processes involve also these markets in 
debts and claims. 

(b) Similarly, Keynes' definition of "money" is much broader 
than that used by later Keynesians. Not only are all kinds of 
depOSits generally included, but Keynes is also willing to draw 
the line between "money" and "non-money assets" more or less 
wherever analytical convenience dictates in dealing with a spe
cific problem. This flexibility with regard to the definition of 
"money" is a natural concomitant of the attempt to compress the 
essentials of the Liquidity Preference theory within the simpli
fied framewurk of a two-asset system. 

( c) In the more recent "Keynesian" literature, the mierothc
ory of money demand is usually developed in terms of individual 
transactor choices between means of payment and the nearest 
money substitute. The short rate appears as "thc" interest rate in 

1. There are naturally several exceptions among individllal allthors. llH~ more 
prominent British Keynesinns constitute a "collective exception" which shollld he 
noted. Cf. esp. N. KaMor, "Speculation and Economic Stability," Rer:iell' of Eco
nomic Studies, Oct. 1939. reprinted (with minor rcvisions) in his Essays in 
Economic Stability and Growth, London, 1960; J. Robinson. 'The Rate of Intcr
est," op. cit.; and R. F. Kahn, "Some Notes on LiqUidity Preference," Manchester 
School of Economic and Soc/al Studies, Sept. 1954. 



356 KEYNESIAN ECONOMICS AND THE ECONOMICS OF KEYNES 

this theory, the long rate being determined by the current short 
rate and market expectations about the course of future short 
rates. This is in contrast to Keynes' consistent foclls upon the 
long rate as "the" pivotal rate in the structure of rates, with short
run movements in Bank Rate or other short rates regarded as 
Significant only in so far as, through a chain of substitution 
effects, the long rate is also affected.2 There is no necessary 
reason why one approach should not yield the same result as the 
other-the analysis of the determination of the level of rates 
could presumabiy focus either on the long or on the short end of 
the term structure. The shift of focus is, however, indicative of 
the general change of perspective. In the income-expenditure 
version of the "Keynesian system," the perspective is "foreshort
ened"-instead of "money" and a very long-lived asset, the struc
ture is represented by two assets very close to the short end. 

( d) "Modem" micromodels of the demand for money concen
trate on the transactions demand for means of payment.3 The 
How of funds of the transactor unit over the short term are 
regarded as uncertain to a degree. Inability to make prompt 
payment out of cash holdings entails some penalty cost. Trans
actors can insure themselves against this penalty by holding 
larger average cash balances-the larger average balances, the 
better the "coverage" obtained. The price for such insurance is 
the opportunity cost of the earnings sacrificed on an alternative 
investment; the alternative investment considered may, for ex
ample, be Treasury bills. The transactions cost of moving out of 
bills into cash makes investment for very short periods in such 
bills uneconomical. The higher the bill rate, however, the higher 
the marginal cost of a given amount of "insurance" or, viewed 
from the other side, the greater the number of potential encash-

2. Cf., e.g., General Theory, p. 206: 'The monetary authOrity often tends in 
practice to concentrate upon short-term debts and to leave the price of long-term 
debts to be influenced by belated and imperfect reactions from the price of short
term debts;" etc. (italics added). For the same emphasis on the significance of 
the lags involved, d. Treatise, Vol. II, Chapter 37, e.g., p. 351. 
3. Two articles have been most influential: W. J. Baumol, "The Transactions 
Demand for Cash: An Inventory Theoretic Approach," Quarterly Journal of 
Economics, Nov. 1952, and J. Tobin, 'The Interest-Ela~ticity of Transactions 
Demand for Cash," Review of Economics and Statistics, Aug. 1956. 
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ments of bill holdings that will be covered by earnings from a 
given investment in bills. The transactions demand for cash 
therefore is seen to depend inversely on "the" rate of interest. 

The money demand of this model corresponds to Keynes' 
demand for transactions and, to some extent, precautionary bal
ances. Precautionary balances are held for purposes of "insur
ance" of this kind. Keynes recognized the interest-elasticity of 
the demand for cash on both counts but judged that it was 
"likely to be a minor factor except where large changes in the 
cost of holding cash are in question." 4 He did not assume away 
this interest-elasticity entirely-a less aggregative liquidity pref
erence analysis of the financial side of the contraction process 
than that found in the General Theory would give a more 
detailed picture of adjustments in the short end. A lowering of 
rates on close cash substitutes would be seen to induce substitu
tion of means of payment for such assets by the non-banking 
sector; at the same time, lower rates on, or just lower demand 
for, short-term bank credit would serve to increase the banking 
system's demand for excess reserves, thus lowering the volume of 
demand-deposits supplied on a given monetary base. But the 
interest-elasticity of transaction balances plays virtually no part 
in the cause-and-effect scheme outlined in the General Theory. 
Keynes regarded the interest-elasticity of all kinds of "in\"en
tories"-whether of cash or of goods-as a "secondary mag-

4. Cf. General Theory, pp. 171, 196, also p. 168: " ... we can usefully employ 
the ancient distinction between the use of money for the transaction of currC'nt 
business and its use as a store of wealth. As regards the first of these two uses, it 
is obvious that up to a point it is worth while to sacrifice a certain amount of 
interest for the convenience of liquidity. But, given that the rate of interest is 
never negative, why should anyone prefer to hold his wealth in a form which 
yields little or no interest to holding it in a fonn which yields interest . . . ?" 

The last query should be noted, since in recent criticisms of Keynes' monC'\' 
demand theory it is often argued or implied (cf. below) that he was insufficiently 
Impressed with the arguments underlying the "Classical" view that there is some
thing basically "irrational" in hoarding behaVior, and that this is the reason why 
he (supposedly) did not go to the trouble of prOViding a sati.ractory rationale for 
storing value "in a fonn which yields little or no interest." Achmlly, it is hardly 
possible to state tllis "Classical" view in more forceful temlS than "C\"JlCS did: 
"Why should anyone outside a lunatic asylum wish to use moncy as a store of 
wealth?" (''The General Theory of Employment," in S. E. Harris, cd., op. cit., 
p. 187). 
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nitude." Modern maeromodels also assume the interest-elasticity 
of goods inventories to be virhwIIy zero, but regard that of cash 
inventories as sufficiently high to explain contractions of any 
magnitude without dragging in the "doubtful" speculative de
mand. 

The Baumol-Tobin-type model may well gh'e an exaggerated 
impression of the interest-elasticity of the demand for transac
tions balances, particularly in the context of British financial 
institutions. In the discussion above, it was assumed that the 
relevant "penalty cost" of running out of cash was constant and 
did not vary with the bill rate. The penalty cost, however, may 
be that of utilizing stand-by credit or overdraft facilities at the 
cost of an interest charge which does vary in rough proportion 
to the bill rate. Even in the Baumol-Tobin model, only fairly 
"large" transactors will find it advantageous to manage their cash 
balances with an eye to the bill rate; these are also the trans
actors most likely to have arranged such stand-by facilities. In a 
partial eqUilibrium analysis involving these three alternatives, 
and with the two rates assumed closely correlated, it is not 
evident that the interest-elasticity of the demand for cash bal
ances will be as quantitatively significant as it appears in the 
Baumol-Tobin framework. 5 

The point to stress, in comparing Keynes and later theorists on 
this issue, is, however, slightly different. Once we start adding 
another alternative to the two considered by Baumol and Tobin, 
still others press for attention. What about the ppportunity cost 
in terms of higher yielding investments of holding wealth in the 
form of bills? What about the banks' desired supply of money 
when the yield on eligible bank assets changes? One is thus 
forced step by step to consider the entire financial structure and, 
ultimately, to link up the financial yield structure with the 

5. I am indebted to Professor A. A. Walters for this point. Walters has in an 
unpublished paper investigated a number of alternative possibilities of this kind 
and found that the implied theoretical interest-elasticity is in many cases quite 
small. 

In order to see the alternatives which Keynes considered the most important in 
the inventory management of cash balances, the Treatise, Chapter 3, should be 
consulted. 
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prospective yield on physical capital. Though there is nothing 
necessarily wrong about focusing on the choice between money 
and near-money, and thus on the short rate, in analyzing the 
determination of the general level of the rate structure, there is a 
definite heuristic risk in adopting this myopic perspective: the 
yield on the system's stock of physical capital and the "real 
forces" of productivity and thrift recede so far into the back
ground that they may be forgotten. That an economist of Hicks' 
caliber seemingly fell into this trap is warning enough.6 

When, as the macrodynamic context demands, these questions 
are brought up, the narrow focus on the demand for cash, char
acteristic of modem models, becomes inappropriate. The broader 
perspective of Keynes' Liquidity Preference theory-for want of 
a still more general approach-is needed. 

( e ) In the more recent monetary discussion, the money-

6. In Value and Capital, Chapter XIII, Hicks argued that interest arose from the 
imperfect "moneyness" or illiquidity of non-money assets, seemingly impl)ing
without actually considering such a hypothetical case-that "the" interest rate 
would have to be zero in a world of certainty and no transaction frictions. 

Hicks' interest theory was severely criticized by Modigliani in his famous 
"Liquidity Preference and the Theory of Interest and Money," Econometrica, Jan. 
1944, and by Samuelson in the Foundations ... , PI" 123-24. Samuelson 
pOinted out that "in such a world securities themselves would circulate as money 
and be acceptable in transactions"; either the yield on "money" would be equal 
to that of other securities or money "would pass out of usc, wither away and die, 
become a free good." (AehIally, the hypothetical construction of "the certain 
world" leaves ··ery little room for monetary instruments, interest-bearing or not. 
Equity titles might change hands on occasion. Whether they could be said to 
"circulate" is a semantic conundrum-the teleological vision of tlle metastatic 
world allows no genuine "transactions" to take place as the clockwork goes 
through its paces. All economic choices have been made once and for all with the 
Watcbmaker Himself presiding over the initial tatonnement.) 

In fact, it is not entirely clear what Hicks' position on this issue was at the 
time, although Chapter XIII contains quite a number of seemingly uncompromis
ing formulations of a "pure liqUidity preference theory of interest." In his preced
ing chapter (esp. pp. 159-60), Hicks had drawn a very sharp-but not "ery 
c1ear-distinction between "the true rate of interest, which ... is a mOl1('), rate" 
and the own rate on the "auxiliary standard commodity," a numeraire which can 
be chosen at random among the "real" commodities of the system. "'ith respect 
to these two rates, he had then pointed Ollt tllat " ... thcre is no reason why this 
'natural rate' should be the same as the true money rate of interest." III particular, 
he never specifically argued that this real rate would be zero limIer certainty 
conditions. 
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demand function is usually conceived as a stable relationship 
between the demand for cash balances and "the" (observed) rate 
of interest. Most of the voluminous empirical work on the de
mand for money that has appeared in recent years also repre
sents a search for such a stable long-run function. 7 This is in 
radical contrast to the implications of Keynes' theory. Keynes 
very definitely predicts that this relationship will be unstable in 
the longer run: the demand for money at a given income level 

will not have a definite quantitative relation to a given rate of interest 
of r;-what matters is not the absolute level of r but the degree of its 
divergence from what is considered a fairly safe level of r ... 8 

Over time, opinions of this "fairly safe" level will be revised in 
the light of experience. In Keynes' theory such revisions imply 
shifts of the money-demand function commonly used in "Keynes
ian" macromodels. This also means that in a situation of unem
ployment, the interest rate-like the wage rate-will continue to 
"crumble" merely with the passage of time and even in the 
absence of additional "exogenous" disturbances impinging on the 
system. In this sense, therefore, Keynes' short-run analysis can be 
said to assume two "rigid" price relations and not just one. In the 
income-expenditure model, in contrast, the interest rate is "per
fectly flexible" in the sense that it continuously keeps to a level 
consistent with the long-run liquidity preference function. To 
Keynes, who attached minimal significance to the interest-

7. The various authors differ both in their definition of "money" and in their 
choice of the "representative" interest rate and other independent variables enter
ing into the budget-constraint. We confine our discussion here to the partial 
relationship between money demand and "the" interest rate. 

A recent exception to the preVailing preoccupation with estimates of the money
demand function based on "yearly data covering morlt than half a century" is 
H. R. Heller, "The Demand for Money: The Evidence from the Short-Run Data," 
Quarterly Journal af Economics, May 1965. The paper contains a number of 
observations relevant to the present issue. Most interesting, in relation to Keynes' 
theory, is Heller's tentalive finding of short-run "ratchet-effects" around the esti
mated long-run function, suggesting that in long-run estimates "the short-run 
elasticities, which are relevant for policy considerations, are submerged" (p. 299). 

8. General Theory, p. 201. Compare p. 203: " ••• its actual level is largely 
governed by the preVailing view as to what its value is expected to be." Etc. Cf. 
also p. 168. 
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elasticity of the demand for transaction balances under condi
tions approximating those of certainty, the "Classical" theory 
-the Quantity Theory of Money-would come into its own if it 
could be assumed that the liquidity preference function was 
devoid of any "hangovers from past states of expectation." 

In Keynes' theory, short-run variations in the interest rate arc 
thus constrained by the prevailing market opinion of the "nor
mal" level of long rate,O much as money wages rates in atomistic 
labor markets are tied down by "memories" of past wages eamed. 
It is necessary to insist that this conception has nothing to do 
with the "Liquidity Trap." The relative inflexibility of long 
rate is of crucial importance in Keynes' theory. But it must not 
be confused with what is commonly known (inaccurately) as 
"Keynes' special case." 

(f) A largely semantic observation may also be noted. Ke~'nes
ian models emphaSize three crucial decisions: (1) how much to 
consume out of current income, (2) how much to "invest" and 
how much to hoard out of the amount not spent on consumption, 
and (3) how much capital goods to produce in a given period. 
In common with most theorists of his own generation, Keynes 
found it convenient to identify these choices with dHTerent 
transactor stereotypes, namely the Consumer, the Investor (Bull 
or Bear), and the Entrepreneur, etc. This anthropomorphic 
verbiage is at best a haphazard way of dealing with transaction
structure problems. It can be confusing and it would perhaps be 
preferable tJ dispense with it, particularly in models in which it 
is assumed that no aggregate excess demand fUI1(:tions are 
affected by "distribution effects." But in the case of such an 
ingrained usage it is, perhaps, idle to cry for "reform." 

As an illustration of the semantic traps, one may considC'r an 
argument which has frequently been cxpounded as a diagnosis of 
the fundamental element in Keynes' contribution. A "sophisti-

9. We have chosen to call this the "nonnal rate" in Rccordance with Kl'~'l1es' 
usage in his analysis of speculation in "Liquid Capital," where the IOI1~-nll1 
equilibrium price which traders expect to obtain once, for example. "nbnorrnal" 
inventories have been worked off, is referred to as the "nomlol" P"C". Cf. Trea
tise, Chapter 29. Remember, however, that Wicksell freqnently used the tenn 
"normal rate" for the "natural rate." 
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cated" interpretation of the argument yil'lds a diagnosis in 
accord with that implied in our present interpretation of Keynes. 
But the way in whieh the argument is often stated in the tcxt
book literature is likely to leave the unwary student with a 
superficial understanding of the issues. The following paraphrase 
is concocted in an unfair way so as to make this sorry result 
probable: 

Keynes, in contrast to the Classics, emphasized that saving decisions 
and investment decisions are typically made by different people. Al
though the Classics were aware of the fact, they did not perceive its 
significance. Keynes realized that it had an extremely important impli
cation, namely that it is not at all certain that planned saving and 
planned investment will be equal at a full employment level of 
income. Thus, in this neglected fact lay the key to the Keynesian 
Revolution . . . etc. 

To be rightly understood, this exegetical argument should be 
supplied with a number of provisos. Thus, one might consider a 
hypothetical economy entirely devoid of intra-private-sector 
credit markets so that saving and investment must be undertaken 
by the same people, and then ask whether Keynes' analysis of 
the income-constrained process would be entirely irrelevant to 
such a system. The answer is that such a process is quite possi
ble, since a situation of aggregate ex ante hoarding may still 
emerge with planned saving exceeding investment. As for the 
"Classics," the problem which was their constant concern was 
defined exactly in the above manner-i.e., in a market system, 
decisions to produce and decisions to consume (or to hold) any 
good whatsoever are made by "different people" and will not be 
consistent purely by chance. 

Thus the peculiarity of the saving-investment process does not 
lie in the fact that the decisions are made by different groups of 
people. That Keynesian processes are extremely unlikely to occur 
in a Crusoe-economy is after all a trivial point. In order to justify 
the emphasiS which Keynes put on the saving-investment pro
cess, one must take into account the arguments he adduced in 
support of the contention that existing market institutions are 
especially inadequate when it comes to the task of coordinating 
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these decisions. In arguing this case, he stressed, as we know, the 
"dark forces of time and ignorance" enveloping the future, the 
fact that there are few forward markets through which saving 
decisions can be communicated to entrepreneurs as effective 
demand for produced commodities at specified future dates, etc. 
And on this level of analysis, the presence of intra-private-sector 
credit markets does play a vital role in his analysis: in Keynes' 
view, the sorry fact that the organized exchanges become the 
scene of "a game of Snap, of Old Maid, of Musical Chairs" ex
plains why these markets do not adequately substitute for the 
hypothetical, full complement of forward markets of metastatic 
theory.lo 

Thus it is, after all, implied in Keynes' considered position 
that if saving and investment decisions were in fact always 
undertaken by the same people, a closed system would be quite 
unlikely to fall into a serious recession, because of a decline of 
the marginal efficiency of capital (or a decline in the propensity 
to consume). He would have acknowledged that in a system 
where credit markets are rudimentary and of marginal signifi
cance only, it is still possible that an ex ante excess of saving 
over investment would emerge. A war scare might cause hoard
ing, for example. But apart from such "non-economic" causes, an 
excess demand for money with the consequent reduction in 
money expenditures could only come about as a consequence of 
a reduction in the money stock-an event which under the given 
conditions of a closed system, etc., would require postulating a 
truly monumental incompetence on part of the monetary 
authority. 

10. Consider, for example, the wishful speculation on possihle remedies, C('fI('ral 
Theory, p. 160: "The spectacle of modem investment markets ha.. sometimes 
moved me towards the conclusion that to make the purchase of an investment 
permanent and indissoluble, like marriage, except hy rea..on of death or other 
grave cause, might be a useful remedy for OllT contemporary evils. For this would 
force· the investor to direct his mind to the long-term prospects and to those 
only .... " (But he goes on to point out the costly conse'luenc('s of m('asurcs 
designed to reduce "liquidity" in this manner.) The proposal would "marry" the 
saver and the entrepreneur by eliminating the "resale market" for claims on 
firms-but saving decisions and investment decisions would still be made 'by 
different people." 
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The theory which Keynes constructed was specifically de
signed to deal with movements in aggregate demand initiated by 
changes in entrepreneurial opinions about prospective yields on 
capital. His theory did not deny that a serious contraction would 
ensue if the monetary base and the money supply were reduced, 
and Keynes would have been the last to share the congenital 
reluctance of so many later "Keynesians" to interest themselves 
seriously in the findings of the Neo-Quantity theorists on this 
pOint. He regarded this possibility as of the very greatest rele
vance. The "Classical" macroeconomics on which he had been 
brought up-a body of policy-analysis for practical purposes 
coextensive with nineteenth-century English Central Banking 
doctrine-revolved almost entirely around the problem of coping 
with monetary disturbances impinging upon the domestic econ
omy by way of the balance of payment. Amidst the ashes and 
ruins of the nineteenth-century international economic order, 
however, these problems were not uppennost in Keynes' mind 
and he was in any case resolved that they must not be allowed to 
compound further the disastrous situation of the mid-thirties. 
Arguing that a policy of flexible exchange rates be adopted to 
enable the monetary authority to neutralize any tendency to an 
external drain on bank reserves, he concentrated on the analysis 
of fluctuations connected with changes in velOCity rather than in 
the stock of money. 

This is the context in which his views on the saving
investment process should be put. The distinction between house
holds doing the saving and entrepreneurs ordering capital 
goods to be produced is important because, in modem systems, 
the coordination of these two activities is entrusted to credit 
markets in which speculative activity plays, in Keynes' opinion, 
an inordinately large and frequently dysfunctional role. 

Thus, by this route, we come back once again to the same 
pOint-the crucial role which Keynes assigns to the speculative 
demand for money and its interest-elasticity. It is due to the 
inelastic expectations of investors and their consequent specula
tive behavior that disturbances which have the effect of lowering 
the "neutral rate" will siphon off money income into demand for 
additional money balances. He indicates clearly enough that, if 
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such markets were absent or if institutional arrangements could 
be devised which reduced to a minimum the incentive to specu
late on the short-run movements of capital values, the interest
elasticity of money demand based purcly on the "transaction 
and precautionary motives" would not be significant enough to 
cause him fears of substantial ex ante hoarding in the event of a 
decline in prospective yields. 

The important point in Keynes' analysis is simply the predom
inance in the system as a whole of these inelastic expectations. 
There is consequently no need to insist on his particular gallery 
of transactor stereotypes, each with his assigned decision to 
make. It is particularly inopportunate to do so if the reader's 
"intuition" is likely to be offended by the crucial role apparently 
asSigned to the "speculators" of the organized exchanges. Later 
Keynesians have generally been loath to believe that Wall Street 
plays a significant role in "wagging the whole dog." The crucial 
variable, in any case, is ex ante hoarding, and Keynes was in the 
habit of having his speculator stereotype-the Bear-perform 
this hoarding. But the inelastic expectations which explain at
tempts to hoard can just as well be aSSigned to the Consumer, or 
the Entrepreneur (or the Banker, or the Central Bank, etc.). 

Thus, Professor Eisner's emphaSis on the inflexibility of the 
prospective rate of return required by Entrepreneurs as the dis
tinguishing feature of (truly) Keynesian models seems in all 
essentials consistent with the interpretation of Keynes advanced 
here. The Entrepreneur may "himself" be a bearish speeulator. 1I 

But Keynes' theory of Liquidity Preference is already extremely 
condensed in the General Theory as compared to the Treatise; it 
seems better not to use such a further shortcut, lest the central 
role of money and financial markets in Keynes' thought be en
tirely lost from view. 

(g) Our last note repeats an earlier conjecture concerning the 
source of the widespread misinterpretations of the General 

11. Cf. R. Eisner, "On Growth Models and the Nco-Classical RI'''"'~('nC'C,'' Eco
nomic Juurnal, Dec. 1958, and for pertinent evidence consistl'nt with the cyclical 
Bow-of-funds implications of this view, W. F. Payne, Industrial Demands Upon 
the Money Market, 1919-57: A Study in Fund-Flow Analysis (NBER, Technical 
Paper 14), New York, 1961. 
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Theory model that we have outlined. Enough has been said 
about the significance of the interest-elasticities of Keynes' ag
gregate demand components. These specifications of the model's 
qualitative properties have been ignored by later income
expenditure theorists, as we have seen. It is suggested that a 
major reason for this neglect of what Keynes has to say on the 
interest-elasticities of investment and saving is that, in his analy
sis of the contraction process, he himself proceeded to ignore 
them because the very process being investigated presumed that 
interest rates be inflexible in the short run. 12 Since movements of 
the interest rate were constrained, the effects of changes in the 
interest rate on the money value of demand for commodities 
could be lumped among the "secondary magnitudes." Subse
quent "Keynesians," however, "let loose" the interest rate again 
(in the range above the "trap" level, that is). But by then, as we 
have seen, the conventional "Keynesian model" had evolved an 
aggregative structure quite different from that of the General 
Theory-a model-structure within which variations in "the" 
interest rate presented no significant incentive for traders to alter 
their spending behavior. That such a flexible rate was inconsis
tent with the original Keynesian model was therefore not rec
ognized. 

The modern criticism of Keynes' speculative demand The 
preceding discussion points to one issue as the central one: 
Keynes' speculative demand for money has been all but relin
quished by modem theorists as an element of "general" macro
theory. Keynes regarded this concept as a cornerstone of his 
theoretical structure. In the current view, Keynes' theory of 
speculative behavior is seen as an unSightly crutch which the 

12. Cf. our discussion above of his procedure with regard to the transactions 
demand for cash, the interest-elasticity of which he recognized for "large 
changes" in the interest rate. Compare also the previously discussed passage in 
which Keynes-after having rather carefully recorded changes in asset prices as 
one of the "major factors capable of causing short-period changes in the propen
sity to consume"-argues that the analysis can be carried forward in terms of the 
simple consumption-income relation because "the short-period influence of 
changes in the rate of interest . . . is often of secondary importance." ( italics 
added) 
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"Keynesian" macromodel would do better without. To Keynes, 
uncertainty about future interest rate movements is "the sole 
intelligible explanation" of the emergence of an ex ante rate of 
hoarding substantial enough to bring about a major contraction
ary movement. A recent authoritative pronouncement on his 
theory, in contrast, takes "the chief limitation of his analysis to 
be his concentration on expectations of future changes in interest 
rates as the determinant of the asset-demand for money." 13 The 
"speculative motive" is regarded as an ad hoc explanation of the 
interest-elasticity of the money-demand function-in current dis
cussions of the topic one sometimes perceives the implied hint 
that, if Keynes had only had the ingenuity to find a more "intel
lectually satisfactory" explanation of the dependence of money 
demand on interest rates, he would not have chosen to lean on 
such a slender reed. Since subsequent models have provided a 
choice-theoretical rationale for the interest-elasticity of transac
tions and precautionary money demand, we no longer need to 
rely on this contrivance of Keynes'. Keynes' monetary theory 

has been refined and elaborated by subsequent writers in the Keynes
ian tradition. In the process, Keynes' most extreme departure from 
previous analysis-his emphasis on the speculative demand for money 
at the expense of the precautionary-has been gradually aban
doned, , ,H 

It is important that we consider this in some detail. 
The allegedly ad hoc element of Keynes' theory is his postu

late of inelastic expectations about the future course of long-term 
rates of interest. This view of Keynes' theory has been summed 
up by labeling it a "bootstrap" theory of interest. 1ft In the Gen
eral Theory, Keynes had little to say about how the market's 
view of the normal rate is determined at any time. (Neither did 

13. General Theory, p. 201 (italics added), and H. C. Johnson, "The General 
Theory , , . ," op. cit., p. 10. 

14, H. G. Johnson, "Monetary Theory and Monetary Policy," op. cit .. p. 344· 
15. Although intended as a gibe, the ''bootstrap'' label is, in 8 WBY, a useful 
one-it is less misleading than the "indeterminacy" label often affixcd to Kcynes' 
interest theory and might serve to stave off the sort of "repairs" to the model 
which presume that Keynes lost sight of the interdependencies of his ~·stem. 
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he present an explanation of the initial level of money wage 
rates, the amount of capital in existence, the size of the popula
tion and labor force, the state of technology, or any of thc other 
variables treated as "parameters" in his short-run analysis.) 
Viewed in purely static terms, or from a longer run perspective, 
any short-nm model which postulates a number of historically 
given parameters leaves a large number of things "unexplained." 
But it is reasonable to require that the theory be judged either 
for lOgical consistency on its own terms or on empirical grounds. 

Keynes' theory has not been judged on its own terms. On the 
interpretation advanced in this study, it is-in terms of Professor 
Samuelson's classification 16_a "dynamic and historical" theory. 
Keynes' critics all too often have cast it in the mold of a "static 
and non-historical" system. In the framework of such atemporal 
constructions, "inelastic expectations," reservation prices, etc., 
appear entirely unmotivated. This has been our complaint al
ready in Chapter II. But the present issue presents perhaps the 
best illustration of the development of post-Keynesian monetary 
theory into a theory of a genus entirely different from that of 
Keynes' own. 

Inelastic versus unit-elastic expectations As in Chapter II, 
we may posit two extreme possibilities: (a) a short-run model 
which assumes that expectations about the long-run normal level 
of long rate are absolutely inelastic in the current unit period, 
and (b) a short-run model which assumes that expectations in 
this regard are unit-elastic. The former would be a General 
Theory model, the latter a "modem" model. The question is 
of the same type as the one posed in Chapter II: Does the 
economic system function more in resemblance with the "Clas
sical" pure price-adjustment model or with the Keynesian income
adjustment model? The answer is a matter of judgment at this 
juncture. Both models are extreme; which one constitutes the 
better approximation to reality is a question that will ultimately 
have to be settled empirically. Here we can only consider the a 
priori criticisms leveled against Keynes' theory. 

16. Cf. P. A. Samuelson, Foundations of Economic Analysis. pp. 315 If. 
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Tobin's reinterpretation of liquidity preference as an attitude 
towards risk 17 has been as influential in shaping the develop
ment we are now concerned with as his and Baumol's papers on 
transactions demand. The article applies the !\1arkowitz portfulio
selection approach to the positive problem of the demand for 
"money." A risk-averting transactor facing a decline in the ex
pected yield of risky assets will, Tobin demonstrates, increase 
the ratio of money to such assets in his portfolio. This is the 
point, of course: this substitution of money for earning assets 
will take place at the margin even if yield expectatiollS are tl1lit

elastic. Thus, again, it is not necessary to postulate inelastic 
expectations in order to derive an interest-elastic money-demand 
function. IS 

That this approach is useful is not at issue. Keynes' sk<.'tehy 
"risk-premium" discussion of these problems has been replaced 
by a systematic analysis of a model for which the underlying 
assumptions are made carefully explicit. 1P The Mean-Variability 
approach has one considerable disadvantage in the present con
text in that the choice problem is defined in terms of aIternati\'e 
probability-distributions of holding yields over a unit period that 
is usually left undefined. This fomlUlation consequently conceals 

17. J. Tobin, "Liquidity Preference as Behavior Towards Risk," Review of Eco
nomic Studies, Feb. 1958. 
18. One difficulty, noted by Tobin, should perhaps be pOintcd out: if the relevant 
alternative ass(. t is a capital good with a real yield variance less than that of 
money while the expected real holding )~eld on mone), is zero, then money is 
simply "inferior" as a store of wealth; in such a case of very uncertain expecta
tions about future money price levels, the "precautionary demand" for ll10nt>~' is 
zero, independent of the (positive) expcded yield on capital goods. Tobin. how
ever, assumes the alternative asset to be a "bonel." lI:onctheless, the problem 
should perhaps be kept in mind in view of Tobin's emphaSiS on the physical
financial over the long-short distinction. 
19. Keynes' best eITort is the presentation of the theory of "nonnal hack
wardation" in the Treatise. The "nomlal backwardation" case presmncs that the 
current price of a stock-Bow commodity is equal to the "representative c'pcela
tion" of the "normal" future spot price. If the representative mathematical ex
pectation of the future spot price is not held with "absolute confidencc"-i.e" 
expectations not single-valued-the current futures price will he helow tIl(' spot 
price by an amount in excess of the interest rate corresponding to the "risk
premium." Even here, however, Kaldor's presentation (op. cit.) is superior to 
Keynes'. 
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the distinction between capital-value uncertainty and income
uncertainty which we know to be basic to Keynes' theory of port
folio management. Tobin, however, demonstrates elegantly that 
the modern model can be taken through its paces both under the 
"speculative assumption" of inelastic expectations and under the 
"precautionary assumption" of unit-elastic expectations: "the 
stickier the investor's expectations, the more sensitive his de
mand for cash will be to changes in the rate of interest." 20 Some 
of Tobin's conclusions are of particular interest to us here: 

The theory of risk-avoiding behavior .... does not depend on inelas
ticity of expectations of future interest rates, but can proceed from the 
assumption that the expected value of capital gain or loss from hold
ing interest-bearing assets is always zero. In this respect, it is a logi
cally more satisfactory foundation for liquidity preference than the 
Keynesian theory described. . . . The risk aversion theory of liquidity 
preference mitigates the major logical objection to which, according· 
to the [previous argument] .•. , the Keynesian theory is vulner
able.21 

20. Tobin, op. cit., p. 86. 

21. Op. cit., p. 8S (italics added). Tobin furthennore notes that his model has 
"the empirical advantage of explaining diversification-the same individual holds 
both cash and 'consols'-while the Keynesian theory implies that each investor 
holds only one asset." 

It is true that Keynes presented no micromodel explaining diversification. His 
casual approach to this whole range of questions may legitimately be the object 
of criticism-readers certainly have had to pay a high price for his characteristic 
impatience with analytical detail when bent upon economic-political persuasion. 
But Keynesian traders do hold "both cash and consols"-this degree of diversifica
tion being "explained" by the postulate that the "liquidity yield" on money de
clines with the amount of real balances held-and Tobin's critique is to that 
extent, at least, overdrawn. The sketchy analysis of Keynes' Chapter 17 has the 
objective of stressing the "inelasticity of substitution of money" and tends to 
exaggerate the elasticities of substitution between diffcrent non-money assets for 
that purpose. The fact that Keynes fails to extend the proposition of liquidity 
premia declining with "quantity" held to other assets is very noticeable in his 
handling of these aggregation procedures. It should not be denied that Keynes' 
discussion of these problems usually appears to presume that individual traders 
hold a quite limited number of assets at anyone time and that changes in 
relative market values will most often cause them to go from one "corner solu
tion" to another-a change in the long rate "will persuade some Bull to join the 
Bear brigade," etc. But there are also numerous passages, both in the Treatise and 
In the General Theory, in which it is quite evident that individual transactors are 
IaOt assumed to attempt taking "infinite positions." One gets less than full value 
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There is here, certainly, a strong suggestion that Keynes' 
assumption of inelastic expectations is an undesirably "special" 
element in a model aspiring to the status of a "general theory." 
The assumption is a "logically unsatisfactory foundation" on 
which to build. In order to evaluate this contention we should 
consider, first, the assumptions forming the context of Tobin's 
analysis of liquidity preference. For "the major logical objec
tion" to Keynes' theory, Tobin refers to Leontief and Fellner. 
Their case against Keynes must then be the second item on our 
agenda. Our frame of reference is the Keynesian short run
there is no need to cite Keynes' reminders that the speculative 
demand is nonexistent in full equilibrium states and that, in the 
comparative analysis of such states, the quantity theory comes 
into its own. 

The context of Tobin's analysis is indicated in these introduc
tory remarks to his paper: 

The alternatives to cash considered, both in this paper and in prior 
discussions of the subject, in examining the speculative motive for 
holding cash are assets that differ from cash only in having a variable 
market yield .... They are, like cash, subject to changes in real 
value due to Huctuations in the price level. . . . all these assets, in
cluding cash, are merely minor variants of the same species, a species 
we may call monetary assets-marketable, fixed in money value, free 
of default risk. The differences of members of this species from each 
other are negligible compared to their differences from the vast vari
ety of othtr assets in which wealth may be invested: corporate stock, 
real estate, unincorporated business and professional practice, etc. The 
theory of liquidity preference does not concern the choices in\'Cstors 
make between the whole species of monetary assets, on the one hand, 
and other broad classes of assets, on the other .... Liquidity prefer
ence theory takes as given the choices determining how much wealth 
is to be invested in monetary assets and concerns itself with the allo
cation of these amounts among cash and alternative monetary assets.22 

This narrow conception of the subject of liquidity preference 
is indeed, as Tobin implies, characteristic of the post-Keynesian 

for one's (considerable) trouble in reading Keynes, if one insists on 3 Iiteml 
interpretation of tbe "single-valued" terminology and does not allow for his "im
plicit tbeorizing" on tbe diversification issue. 
22. Tobin, op. cit., p. 66. 
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approach. The whole setting of the discussion differs drastically 
from the context intended by Keynes: (a) in the "prior discus
sion of the subject" found in the General Theory, the alternatives 
to cash whieh Tobin specifies are included in "moncy"
specifically because they are but "minor variants of thc same 
species" differing "from cash only in having a variable market 
yield" but not a variable present money value; (b) the alterna
tives to "money" considered by Keynes comprise all non-money 
assets, including in particular physical assets; these assets differ 
from "money" in being long-lir;ed and having a potentially highly 
variable present money value; (c) Keynes' Liquidity Preference 
theory does concern the choice between "money" and such assets 
as corporate equities and real estate, i.e., the choice between 
holding "money" or titles to augmentable physical assets; (d) 
Keynes' liquidity preference analYSis is not confined to dealing 
with the allocation of a given value sum among alternative assets 
on the individual experiment level. It deals as well with the 
determination of the "real price" of existing non-money assets 
and, consequently, treats aggregate net worth as a variable; it is 
also basically an exercise in stock-flow analysis, for the all
important end to which Keynes designed the apparatus is the 
determination of how much of the current rate of household 
saving is channeled off into bear hoards rather than into the 
financing of investment. If Keynes dealt cursorily with the stock
How dimensional aspects, the modem treatment ignores them 
entirely. 

The two perspectives on liquidity preference could hardly be 
more different! With the exception of the British Keynesians 
cited earlier, it is a general weakness in the later "Keynesian" 
literature that it deals with liquidity preference in a context of 
choice among financial assets only. This tends to obscure the 
vital stock-How relation involved: the ultimate rationale for view
ing a general rise in the price of income-streams with "inelastic 
suspicion" lies in the simple fact that it will, ceteris paribus, 
cause a rise in the rate at which augmentable sources of such 
streams are produced. This is easily forgotten when the analysis 
directly concerns only financial assets-it is not necessarily the 
case that the rate of change in the stock of "outside" financial 
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assets depends closely or uniquely (or even positively) upon the 
current price which emerges in the market; the Central Bank, for 
example, is not normally a profit-maximizing enterprise. Suppose 
for the sake of argument that the monetary authority can be 
ignored and the stock of high-powered money taken as given; we 
confine our attention to a closed system with no other "outside" 
assets than the stock of phYSical capital. 

The question to be asked is whether inelastic expectations are 
generally "illogical" (or even "irrational" perhaps) within a sys
tem where long-lived augmentable capital goods comprise the 
dominant store of value. Far from being a special case, inelastic 
expectations must in this context be the general case. Unit-elastic 
expectations are the "special case" for which a number of restric
tive assumptions must be made. At the close of the previous 
section, a disequilibrium illustration of the argument was given 
that involved a situation in which entrepreneurial expectations 
were unduly "pessimistic," so that investment would be insuffi
cient for full employment at the "optimal" rate of interest. It was 
shown that bond-holders would be better off if they resisted 
attempts by the monetary authority to reduce the interest rate to 
the level required for instantaneous full emplo~·m€nt. In the fol
lowing illustration, Keynes' wealth-saving relation is used to 
impose an upper limit on the warranted rate of growth of the 
stock of physical capital. It is assumed that it is not possible to 
sustain a rate of growth higher than the warranted, particularly 
since we assume that no Central Bank is present· which could 
operate so as to produce an adequate amount of "forced saving" 
for a prolonged period. 

The non-money store of value is augmentable. The higher its 
current price, the higher the flow-rate of net output. The "real" 
price at which the private sector will be willing to hold the exist
ing stock of capital depends upon the size of the stock in relation 
to "income." 23 The faster the rate growth of the capital stock, 
therefore, the faster the rate at which the "real price" per unit 

23. A given state of technology is assumed and a declinin!( mnr!(inal proclllcthity 
of capital stock. In the case of a Knightian "Cmsonia plnnt" mod"), the relevant 
prices are "technologically Sxed"-and, presumably, subject of inelastic ex· 
pectations. 
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will decline-i.e., the lower the realized holding yield.24 Thus, 
there exist "real forces" in the system which, if allowed to oper
ate, deternline the price of capital goods "in the long run." 

Recall Keynes' analysis of pricing in the market for a good of 
which considerable stocks are held, though carrying costs are 
relatively high. His discussion presumes the existence of a hypo
thetical "normal price" determined by real forces-namely, the 
price which equates How-demand and How-supply in the longer 
run when "liquid stocks" of the good are "normal" (and, hence, 
excess stock demand zero). The market must fonn some opinion 
of this level of the normal price: 

if we assume that through a miscalculation of supply and demand 
redundant stocks have accumulated ... , the price must fall suffi
ciently far below the anticipated normal price to provide the carrying 
charges through the period which is expected to elapse before the 
redundant stocks are completely absorbed.26 

Note that the price at which the market is willing to carry 
"redundant stocks" is the price relevant to the entrepreneurs of 
the industry in deciding upon the volume of employment to be 
offered at going money wage rates. Futures markets and the 
pricing of liquid stocks are of course problems falling within 
Keynes' definition of "speculative behavior." 

Also in the case of the aggregate stock of Fixed Capital there 
exists such a hypothetical "nonnal price" consistent in the long 
run with the basic real determinants of Productivity and Thrift. 
At anyone time, therefore, there exists some range of asset prices 
so high that, if a price in this range were momentarily to emerge, 
excessive investment would before long cause holding yields to 
be negative. If we assume perfect certainty for the moment, it is 
clear that some asset price levels could not emerge because 
purely endogenous forces-accurately foreseen in this case
would make the investor suffer capital losses not offset by cur
rent returns. Admittedly, the "dark forces of time and ignorance" 
are of the essence when dealing with long-lived capital goods. 

24. Cf., e.g., J. R. Hicks, "Methods of Dynamic Analysis," op. cit., p. 149. 
25. Cf. Treatise, Vol. II, p. 136. 
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But since, in the case of perfect certainty, there are prices so 
high as to be incapable of being maintained, it is anything but 
unreasonable to assume that, in any actual situation, there exist 
some potential prices so high that their emergence would not be 
regarded by investors with an attitude of "bland unit-elasticity." 

Consider, again, the case of "Liquid Capital." If, "through 
some miscalculation of supply and demand" a price exceeding 
normal price has emerged in this market, the flow-rate of supply 
exceeds that of demand. "Unit-elastic price expectations" in 
such a case are "irrational": if price is maintained, stocks will go 
on accumulating without end. Unjustified prices cannot be main
tained for very considerable periods, however, because (a) 
carrying costs are substantial in relation to the anticipated nor
mal price, and (b) the market is capable of anticipating the 
correct "normal price" within a fairly reasonable margin of 
error-since, due to (a), it does not have to take the verv far 
future into account.20 

Thus there is nothing "illogical" about inelastic expectations 
pef se. The steady-state conception of traditional statics does not 
pose a methodological imperative in the construction of "dynamic 
and historical" systems. Quite the contrary. \Ve must conceive of 
transactors generally acting on the common sense principles 
affirmed by Field Marshall Slim's adage: "Things are seldom as 
good or as bad as they are first reported." 

It is indeed the case of generally unit-elastic expectations that 
emerges as an "academic possibility" of little, if any, interest. To 
put the issue in extreme fashion: Can we even conceive of 
purposive human activity in a context where all events are 

26. For these reasons, among others, Keynes regarded "redundant Liquid stocks·· 
as an "accentuating factor" in depressions rather than as an initiating factor. In 
his partial eqUilibrium analysis of this market he did not stress the distinction 
between the long-run equilibrium price and the subjectively estimated ··nonnal 
price." (His reasons for ignoring this distinction may be inferred from the discus
sion in Chapter 5 of the General Tlleory.) He argued this ca.<c (against Haw
trey) repeatedly. This lack of interest in the endogenous inventory cycle--and 
short cycles generally-is characteristic of Keynes: his interest in "recessions" and 
temporary setbacks of that order was but mild; his motivation was the urgency of 
finding a cure for the major catastrophes whieh he regarded as threatening the 
international capitalistic system. 
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deemed equi-probable-which is to say, where prior experience 
is judged to be no guide at all? Uscd in thc dynamic, historical, 
short-run context that was Keynes', the familiar analytical tools 
that are so reliable in "pure" long-run statics create a Beyond the 
Looking-Glass world full of strange paradoxes: individuals act 
without the benefit of prior knowledge, yet collectively as if 
possessed of perfect infOlmation. Or (viewed from the perspec
tive of Chapter II): individual A bases his choices on the knowl
edge of the relevant aspects of what everyone else will do, yet 
A's decisions are part of the information utilized by everyone 
else.27 

That memories of past prices do not affect present trading 
cannot be made the general assumption for all markets. If 
traders were to wake up one morning with general amnesia about 
past prices, the resulting chaos cannot even be imagined. It is 
only in the hypothetical world of Walras that all the information 
required to coordinate the economic activities of myriad individ
uals is produced de novo on each market day. Ninety-nine 
percent of the information on which traders act in the short run 
is stored, not newly "produced." In any actual system, this "stock 
of knowledge" is undoubtedly subject to "radioactive deprecia
tion," but is is only in constructions of the Walrasian type that 
bygones become bygones with the close of each market day, and 
it is only in contexts of such a long-run nature that the deprecia
tion of memories has reduced the "hangover" of past events to 
insignificance, that the static apparatus of unit-elastic expecta
tions, reversible asset demand schedules, et hoc genus omne is 
really applicable. Even the most "casual empiricism" indicates 
that the assumption of markets for durable assets entirely devoid 
of "speculative" activity is extremely implausible, if not non
sensical. 

If "inelastic expectations" would be appropriate under condi
tions of perfect foresight, it is certainly reasonable to assume 
their existence in the case of uncertainty. In the case of perfect 
foresight, however, the market forms an entirely accurate prediC
tion of the long run "normal price" of the capital stock. In the 

27. Once more the reference is to Hayek. Cf. his "The Meaning of Competition," 
in Individuali$f7l and Economic Order. 
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terminology of the Treatise, it will know what the natural rate is. 
Perfect information implies continuous equilibrium of the entire 
system. To get to the core of Keynesian theory, one need ollly 
add the (perfectly reasonable) assumption that the actual mar
ket is not always able to forecast the natural rate accurately. Its 
estimate-the "normal rate"-will often diverge from the justi
fied or natural rate. In particular, the market may be slow to 
adjust to changes in the natural rate-changes which may be 
induced by any of a large number of "real factors." For "to 
diagnose the position precisely at every stage ... may some
times be . . . beyond the wits of man." 28 

The criticisms of Fellner and Leontief For the "major logical 
objection" to Keynes' Liquidity Preference theory, Tobin cited 
the prior works of Leontief and Fellner. Fellner's argument is the 
one which concerns us most directly.2D 

Fellner argues that there is a curious asymmetry in Keynes' 
assumptions about behavior in different markets. The inelasticity 
of expectations seems to be of vital importance in the bond 
market but in no other market in the system: 

It is not convincing that at low interest rates a rise in these rates is 
expected and that these expectations are responsible for the increase 
in hoarding at low rates and for the incompleteness of the downward 
adjustment of the interest stmc!ure .... If the expectation of a re
turn to normalcy is strong enough to produce significant phenomena it 
is likely to produce a recovery to previous levels of the main economic 
variables, including the [investment] function and thereby of the in
terest structure.30 

28. Treatise, Vol. I, p. 255. 

29. W. Fellner, Monetary Policies and Full Employment, BC'rk"ley and Los 
Angeles, 1946, Chapter V, esp. pp. 145-51. In the context of this study. F"l1ner', 
argument is the more interesting because its analysis of unemployment is mor(' 
sophisticated than that most often met in the later income-expenditure litC'rahlr('. 
Fellner's short-run analysis pays scrupulous attention to the prohlems of ")'('riod 
models," for example, and his understanding of the logic of "income-constrained 
processes" is indicated (e.g., p. 140): "In the 'p"rfectly competitive equilihrium: 
full employment is produced not merely by the compl('te Allidity of plie('s but 
also by the absence of uncertainty," etc. Cf. also Fellner's emphasis on "hoarding" 
as a crucial variable, below. 
30. Fellner, op. cit., pp. 148-49. Compare p. 150: "It seems ... unconVincing 
to argue that a cyclical decline in net rates produces the ("pc-ctation of a c~'clical 
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The comparative static formulation of this argument is some· 
what misleading since it tends to direct one's attention away 
from the line of causation and temporal sequence of events with 
which Keynes' original analysis was concerned. This stands out 
more clearly in Tobin's paraphrase of Fellner: 

Why ... are interest rates the only variables to which inelastic ex
pectations attach? Why don't wealth owners and others regard pre
depression price-levels as "normal" levels to which prices will return? 
If they did, consumption and investment demand would respond to 
reductions in money wages and prices, no matter how strong and how 
elastic the liquidity preference of investors.31 

The Keynesian answers to these queries are, of course, that 
inelastic expectations do attach to other prices as well; that 
producers and wage-earners do regard pre-depression price levels 
as "normal" to begin with-that is exactly what triggers the 
income-constrained process. In the Keynesian process-analysis of 
output-contraction and deflation, the interjection of the second 
query is out of place because the analysis implies that money 
prices and wages will not fall until faith in the "normalcy" of 
previously prevailing prices has been thoroughly undermined. As 
long as sellers believe that it will in short order be possible again 
to obtain pre-depression prices, reservation prices will hold up. 
Keynes, as we have seen, gave adequate recognition to the point 
in any case: "If the reduction of money-wages is expected to be a 
reduction relatively to money wages in the future, the change 
will be favourable . . ." etc.32 

Fellner elaborates on the argument in the following way: 

This set of assumptions, underlying the speculative theory of hoard
ing, is highly artificial. The assumptions are not logically inconsistent 
but they lack plausibility because they imply that the public is consis-

rise and thereby produces cyclical depression hoarding, whereas analogous expec
tations of a return to normalcy fail to materialize for other markets and therefore 
fail to bring about an actual return to normalcy." 

31. Tobin, op. cit., p. 70. 

32. CE. V:2 above. 
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tently and obstinately wrong and that a certain type of "incorrect" 
behavior is limited to one market.33 

But, one must insist, in macrodisequilibrium the puhlic is 
"wrong"-and if the disequilibrium is persistent, this is because 
the public is, indeed, "obstinately wrong," refusing to adopt a 
price vector consistent with over-all equilibrium. 

The General Theory does not postulate different hasic behav
ior patterns for different markets. The argument that its inelastic 
expectations are "limited to one market" we have already con
troverted above: markets for current output and factor services 
would indeed clear continuously if sellers were always willing to 
accept whatever price is acceptable to the buyers with whom 
they happen to be in contact at the moment. If the unemployed 
laborer, considered in Chapter II, had "completely unit-elastic 
expectations," he would perceive no reason to engage in a more 
or less lengthy search for the best obtainable wage, but would 
accept any wage, however low, at which his services could be 
sold on the spot. Thus, this criticism, curiously enough, is more 
relevant to the Treatise than to the General Theory, since the 
Treatise does treat markets "asymetrically"-a decline in the 
natural rate below market rate (maintained due to the inelastic 
expectations of "speculators") is portrayed as leading to a fall in 
the price level rather than to a contraction of employment and 
output. 

The di wussion of Keynes' "diagnosis" of unemployment dis
equilibrium may also be recalled. In a partial equilibrium analy
sis of the labor market, unemployment may seem due to the 
"obstinately incorrect" hehavior of workers. But the "normal 
wage" on which workers (unsuccessfully) insist may be (close 
to) the "natural wage"-i.e., to the money wage which would 
permit full employment if all other prices were "correct." Thus it 
is true, in a sense, that Keynes still tends to "limit" incorrect 
behavior to one market-but it is true in a sense quite different 
from that conveyed by Fellner and Tohin. 

Fellner's argument that if inelastic expectations ruled in all 
markets, this would "produce a recovery to previous levels of the 

33. Fellner, op. cit., pp. 150-51. 
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main economic variables, including the investment function" 
seemingly presumes that there is no undcrlying "real distur
bance" causing the contraction. If we assume, in truly Keyncsian 
fashion, that the initial disturbance is due to a "decline in the 
marginal efficiency of capital"-i.e., a downward re-evaluation 
by entrepreneurs of the prospective return to capital-alld that 
this re-evaluation is indeed warranted, then a return of the in
vestment function to the "previous level" would not be justified. 
Now such a re-evaluation may in itself seem to indicate an 
elasticity of expectations on the part of entrepreneurs which does 
not characterize investors. Keynes, however, did not attribute a 
complete fluidity of expectations to entrepreneurs either. In
stead, he postulated that their forecasts of prospective returns to 
capital would be revised rather infrequently. This, in fact, was 
one of the major problems. Investment could proceed for long 
periods, under conditions of basically unchanged technology, at 
a pace faster than the growth in population and labor force, and 
and at a roughly constant level of long rate, before the slowly 
accumulating evidence of an exhaustion of warranted investment 
opportunities at this level of long rate caused entrepreneurs to 
revise their views of the marginal efficiency of capital. In Keynes' 
view, therefore, these revisions took place in discontinuous steps 
-this being a major reason why the market rate would lag 
behind. Such revisions of entrepreneurial expectations, when 
they finally occur, may overshoot the mark, the new view being 
unduly pessimistic. Even if we assume, however, that the revised 
expectations are entirely accurate in themselves, it is clear that a 
restoration of equilibrium does not imply a return to "previOUS 
levels" of the main economic variables. Instead, a new and lower 
equilibrium growth-path is indicated, with a higher rate of con
sumption, a lower long-term rate of interest, and a lower rate of 
investment. 

Keynes' view appears eminently reasonable-the "errors" 
which are capable of causing a major maladjustment are most 
likely to come about in those markets where the maintenance of 
equilibrium over time requires the conSistency of forecasts and 
plans into the far future. It is here that the available information 
will be most inadequate. 

There remains, then, Fellner's point about the different de-
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grees of "obstinacy" with which people persist, in various mar
kets of the Keynesian model, in engaging in behavior that 
prevents the equilibrating adjustment of the system. We have 
repeatedly stressed the possibility that, from a general equilib
rium perspective, the attempts, e.g., of workers to maintain 
money wage rates, may be "justified"-or, at least, not very far 
off the mark-while the state of entrepreneurial expectations or 
the insistence of investors on a market rate in line with outdated 
views of normal rate, are unjustified. Nonetheless there are 
perfectly good reasons why workers and producers should be less 
obstinate in their behavior, however "nearly justified," than in
vestors in theirs. The costs of carrying redundant Li(lUid Capital 
are substantial and will force price reductions before very long. 
A fall in the short-term interest rate of one or two percent, as 
Keynes pOinted out, makes very little difference. Similarly, the 
costs of going unemployed-of "carrying labor services"-are 
high indeed, compelling a fairly rapid revision of the worker's 
reservation price. Here too, even the existence of a "perfect 
credit market" in personal credit-i.e., credit against security in 
future labor earnings-would make but a marginal difference. In 
these markets, therefore, the "costs of being obstinate" fall to a 
very substantial extent directly upon the obstinate transactor 
himself-and he cannot but perceive this. 

In the market for long-tem1 assets the situation is quite differ
ent. In the first place, the ex ante opportunity cost of holding 
highly liquid securities, rather than lon~-tenn securities, may not 
appear very substantial. Second, once the bears prevail, and the 
system enters an income-constrained process, thc fall in capital 
values which is likely to ensue will convince them ex lJOst that 
they did the "right thing"-they did avoid (somc of) these 
capital losses. And the tremendous social costs of their "obsti
nacy" are of course borne for the most part by produccrs and 
workers; but this cost does not enter into the speculators' calcu
lations. The connection is far from obvious: 

... the failure of employment to attain an optimum 1('\'c1 hC'ing in no 
way associated, in the minds either of the public or of authority, with 
the prevalence of an inappropriate range of rates 01 interl'st.~4 

34. General Theory, p. 204· 
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Thus, while the economist is wont to console himself with the 
thought that, in any given single market, destabilizing specula
tion is bound to cost speculators dearly, at least in the long run, 
a macroeconomic perspective is less reassuring. The Pavlovian 
mechanism usually assumed to teach speculators to perform in a 
"system-functional" manner is not adequate to the task in this 
context. Speculation in securities markets, which stabilizes the 
price of long streams, will impose quantity adjustments-real 
income oscillations--on a system exposed to shocks whose absorp
tion requires changes in market rate. The bears of 1929-30 
made fortunes, despite the fact that, had a monetary policy a 
outrance been followed, they would have lost heavily. The actual 
course of events did not teach them a lesson. But then the 
bears had a most powerful ally in the monetary authority-itself 
bent upon breaking the bulls. 

The comments by Leontief, referred to by Tobin, appear more 
as clarifications than as objections, from the standpOint of the 
present interpretation of Keynes' theory.3~ Leontief stressed the 
"short-run" character of Keynes' theory, noting that in the long 
run of Classical theory the demand for speculative balances must 
be zero. The paper is in part very critical in tone, but the criti
cism of Keynes concerns more the appropriateness of the Canta
brigian "period-analysis" as a tool of dynamiC analysis (and of 
the admittedly loose use of the term "equilibrium" characteristic 
of the Cambridge School) than the substantive issues presently 
under discussion.36 There is perhaps more than a hint in Leon-

35. W. Leontief, "Postulates: Keynes' General Theory and the Classicists." in 
Harris. ed .• ap. cit. Cf. esp. section 6 of this paper. 
36. In part Leontiefs comments read almost as a paraphrase of one of Keynes' 
own efforts to restate the issues separating him from "orthodox theorists" on the 
theory of interest. Cf. his 'The Theory of The Rate of Interest." in The Lessons 
of Monetary Experience; Essays In Honor of Irving Fisher. 1937, reprinted in 
W. Fellner and B. H. Haley. eds., Readings in The Theory of Income Distribution. 
Philadelphia, 1946, esp. pp. 423-24. E.g.: " do not see, however, how [the 
amount of inactive balances can be independent of the rate of interestl. except In 
conditions of long-period eqUilibrium. by which I mean a state of expectation 
which is both definite and constant and has lasted long enough for there to be no 
hangover from a previous state of expectation .... [Thisl the orthodox theory 
requires. . . . If I am right, the orthodox theory is wholly inapplicable to such 
problems as those of unemployment and the trade cycle, or, indeed, to any of the 
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tief's paper of a disagreement with Keynes on a basically empir
ical issue-namely on the approximate "calendar time counter
part" of the "short run" in Keynes' formulation of interest theory. 
While Leontief is not explicit on this puint, it seems probable 
that he would disagree with Keynes on the speed with which 
existing feedback mechanisms would force a revision of in
appropriate expectations.37 

The "money illusion" issue once more Finally, the charge 
should be mentioned that Keynes committed the "heinous crime 
of building money illusion into the assets demand for money." 38 

Patinkin, in particular, elaborates at length on this charge and 
considers this alleged treatment of the speculative demand for 
money as a "vital oversight" which "is all too unconsciously 
exploited" in the General Theory.3o The truth of this matter is 
by now so deeply embedded beneath a thick crust of doctrinal 
exegesis that an almost interminable discussion would be re
quired to support the contention that Keynes' speculative de
mand was not based on an implicit assumption of "money 
illusion," in any useful sense of the term. A systematic critique of 
the "evidence" cited by Patinkin and of his supporting argumen
tation would also have to carry us back over much of the ground 
already covered: the dynamic specification of Patinkin's own 
theory is different from that of the General Theory model-the 
"Patink'n week" does not correspond to Keynes' "short run"; the 

day-to-day problems of ordinary life. . . . The orthodox theory is ... particu
larly applicable to the stationary state." (italics added) 

37. Cf. Keynes, General Tlleon), p. 204: "[The rate of interest] may /luchlate for 
decades about a level which is chronically too high for full employment," and the 
statement quoted above, according to which the consequences of snch a state of 
affairs are "in no way associated, in the minds either of the puhlic or of authority" 
with this cause. In reading Keynes' statements on this issue it is vcr)" important to 
keep in mind that he is not talking abont the speed of a purely endogenous 
adjustment process involving only the private sector. The "ohstinate maintenance 
of misguided monetary policies" is his explanation of the maintenRnce of inappro· 
priately high long rates over snch protracted periods of time. Cr., e.g., Treatise, 
Vol. II, pp. 384 ff, and Chapter IV:l, above. 
38. H. G. Johnson, "The General Tlleory ... , .. op. cit., p. 9. 
39. Patinkin, 2nd edn., Pl" 373-75. Cf. also Note K:2 and its refcrences to many 
other places in the book where the point is re-emphasi7.ccl. 
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aggregative stmctures of the two models are quite different
and Patinkin, as we have seen, is not clearly aware of these 
differences; thus he overlooks the "windfall effect" and pays 
insufficient attention to the fact that, in Keynes' model, changes 
in the interest rate imply changes in the relative price of the 
system's two commodities, with implications for the "real value 
of money," in Patinkin's sense, that are far from clear-cut. And so 
on. We will leave the purely exegetical aspects of this question 
aside. 

It remains a fact that the "real" solution state of Keynes' model 
is not invariant to changes in the nominal supply of money. The 
question then is to what extent, if any, it is "useful" to ascribe 
the distinctive differences between the Keynesian short-mn 
model and the long-mn general equilibrium model to assump
tions of "money illusion" built into the former. Thus, in addition 
to Keynes' speculative demand, his labor-supply function has 
also been regarded from this standpoint, i.e., as ascribing "money 
illusion" to workers.40 

This approach may have its value in defending the logical 
consistency of "Classical" doctrine against the attacks of Stagna
tionist "Keynesian" zealots. But the "money illusion" labels can 
be quite misleading when it comes to appraising the positive 
contributions attempted by Keynes. The type of behavior asso
ciated with "money illusion" is the economist's prototype of 
irrational behavior. It is fairly clear what the assumption of 
"absence of money illusion" means when the reference is to the 
theory of individual choice. The conventional theory of choice 
presumes full information on the part of the choosing agent, 
however, and the extension of the same basic paradigm to prob
lems of choice under conditions of Knightian risk still assumes 
that the transactor has full information on the probability dis
tributions of relevant outcomes. 

40. Compare, Chapter 11:2 and 1I:3, above. Cf. the earlier paper by Leontief 
where this approach was first taken: "The Fundamental Assumption of Mr. 
Keynes' Monetary Theory of Unemployment," Quarterly Journal of Economics, 
Nov. 1936. As already indicated above, Leontief in his later essay on Keynes 
chose to emphasize the short run-long run distinction instead. It should similarly 
be noted that Patinkin in evaluating Keynes' contribution also takes the same tack 
in the end. Cf. op. cit., Note K:3. 
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On the macrolevel the application of the concept of "money 
illusion" is less straightforward. Disequilibrium, as we have 
emphasized throughout, means that individuals have to act on 
"imperfect information." It also means that the vector of ruling 
market prices is, in one or more respects, "inappropriate." In
d:eed, disequilibrium in a Crusoe-economy would be evidence of 
"irrationality" (though even here "money illusion" may not be 
the most helpful diagnosis of Robinson's malady). But even 
though the emergence of a "general glut" may rightfully be 
regarded as evidence of the sickness of the socioeconomic sys
tem, it should not be inferred that this is due to "irrationality" on 
part of the individuals and groups composing the system. The 
point has already been discussed in Chapter II-rational, "op
timizing," behavior by individual transactors will not lead to a 
rapid re-establishment of exchange equilibrium when "false 
prices" constitute an important part of the information on which 
individual choices are based. 

Disequilibrium macroeconomics need not he based on "special 
assumptions" postulating the irrationality of certain transactor 
groups or of all transactors. Attempts to pinpoint the reasons for 
the disequilibrium implications of various short-run macromod
eIs by searching for "implicit assumptions" of "money-illusioned 
behavior" seem, therefore, to constitute a particularly unfruitful 
type of semantic exercise. 





VI-TWO POSTSCRIPTS 

VI:! Keynes' Pure Theory: Communication and Control in 
Dynamic Systems 

A prospective summary has been given in Chapter I and a 
retrospective summary will not be necessary. Numerous issues 
have been discussed in more or less detail. Some of these would 
be recognized as significant per se; others nonnally belong in the 
footnote underbrush of the macroeconomic literature. In the 
present study, more space has been given to the latter than to 
the fonner in several instances. The topic of the interest
elasticity of saving is an example. 

On each of these issues, the objective has been to compare 
Keynes' position with that of later theorists who have been influ
ential in the development of the type of macro theory which 
dominates the teaching of the subject today. This majority 
school macrotheory is not a homogeneous or unifonn doctrine, 
but it has been impossible to chart individual differences on all 
the issues and to avoid dealing in generalizations. 

In the choice of analytical issues and of later theoretical 
arguments to be juxtaposed against those of Keynes' the author 
has had to exercise his personal judgment. Unavoidably, these 
judgments are in varying degree subjective. Some acquaintance 
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with the history of economic doctrines will indicate the futility 
of trying to force others to concur in such personal judgments by 
constmcting elaborate rationalizations of them. I have attempted 
to be frank about my preconceptions, although undoubtedly 
some important preconceptions remain implicit, and it must be 
left to the reader to form his own opinions. There is also another, 
rather obvious, way in which subjective judgment has been 
exercised, namely the exclusion of topics. There are a number of 
issues which 100m large in the "KeyneSian" literature which we 
have hardly touched upon at all. Similarly, the coverage of 
Keynes' ideas has been less than complete. 

Thus, the study does not meet exegetical standards of objectiV
ity and comprehensiveness. As the title warns, it is tendentious 
-but not, I believe, arbitrarily so. It is clear that one cannot 
establish the suggested distinction between the Economics of 
Keynes and Keynesian Economics as analytically useful, or even 
convenient, by mere accumulation of instances in which Keynes' 
ideas can be shown to differ from those expressed in subsequent 
works in which the "Keynesian" lineage is dominant or at least 
prominent. The general opinion seems to be that subsequent 
developments have retained and improved upon what was 
worthwhile, while discarding only what was ill-conceived. It is 
not necessarily the case that a clearer understanding of Keynes' 
thought, which is what we have tried to provide, would give 
cause to revise this opinion. 

In large degree, the previous chapters have been concerned 
with the "accumulation of instances." To give some coherence 
to the numerous observations made, we have tried to organize 
them in terms of a few key concepts-"dynamiC structure" in 
Chapter II, "aggregative stmcture" in Chapter III, and the 
"dimension" of term to maturity or "duration of use or consump
tion" in Chapter IV. But, though these concepts may be useful 
for structuring the discussion, they hardly "prove" that the 
Keynesian Revolution got off on the wrong track and continued 
on it. 

It is sufficiently obvious by now that this is the author's opin
ion. Clearly, this is the thesis of the present work in which 
largely subjective elements figure most prominently. It is also 
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clear why this must be so. Scientific "revolutions" are never 
consummated in the works which initiate them. The seminal 
works will be prompted by dissatisfaction with existing doctrine, 
a dissatisfaction voiced in the form of more or less cogent criti
cism; this criticism, in tum, is made the basis for indicating 
novel directions of departure. The seminal thinker wi11 himself 
press on with more or less success in some of these directions 
while other ideas will be left merely as suggested "pointers," and 
so on.1 Keynes fits this pattern. Some of his criticisms of "Clas
sical" doctrine were ill-conceived, others were unhappily formu
lated. Some of his ideas were pursued in depth and their im
plications chartered in some detail; in other areas we are shown 
only the tip of the iceberg and the subsurface mass remains a 
matter of speculation. This being the case, the question of 
whether subsequent work has developed the most "worthwhile" 
elements of his contribution unaVOidably becomes one to which 
a completely objective answer cannot be given. The answer 
given will depend on what the individual economist finds in the 
book. 

The reader of a study of the present sort may well have the 
right to request that, in conclusion, the author should sunnount 
the "accumulation of instances" and at least attempt a sweeping 
generalization or two. In the present instance, the required 
generalization should indicate the theoretical direction in which 
I feel 'he General Theory pointed and the promise which the 
Keynesian tradition has not fulfilled. Before going out on the 
limb, however, a few brief reminders are in order. 

In Chapter II, we suggested that the "Keynes and the Clas
sics" issues are better approached from a dynamic than a com
parative static perspective. This was at first given a rather 
mechanical formulation. Keynes, we argued, reversed the rank
ing of price and quantity velocities underlying Marshall's dis
tinction between the "market day" and the "short run." It was 

1. The relevant reference is again to T. S. Kuhn, op. cit. The theses regarding the 
"Structure of Scientific Revolutions," which Kuhn dC"elops on the basis of histori
cal studies of developments in the nah.ral sciences, generally fit the Keynesian 
Revolution most admirably. But we cannot elaborate on this here. 
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emphasized that the income-constrained process could be cx
plained without invoking the strong assumption of rigid wagcs 
by simply relinquishing the strong assumption of infinitc wage 
velocity. \Ve then discussed the implications of removing from 
the system of atomistic markets the dells ex machina of tradi
tional general equilibrium theory-the Walrasian auctioneer. 
Next, we paraphrased Alchian's analysis of adjustments in an 
isolated market by traders who do not know what the market
clearing price would be. This uncertainty about equilibrium 
price is the main implication that follows from removing Walras' 
auctioneer. Extending the analysis to a system of several mar
kets, the feedback effects on other markets of the emergence of 
unemployed resources in one market are seen to imply a dy
namic behavior of the system of the type investigated by Clower. 
Keynes' multiplier-process is a Simplistic version of the income
constrained process. The Significance of Clower's analysis lies in 
the general equilibrium approach-the multiplier is explained 
without removing relative prices from the model. 

This chapter already adumbrates the "sweeping generaliza
tion" to be made. The main points are that in the system lacking 
the tiitonnement mechanism (1) individuals still "maximize util
ity" and are neither constrained from bargaining on their own 
nor are they "money-illusioned" or otherwise assumed irrational; 
(z) price incentives remain as before-the absence of the auc
tioneer does not mean that relative prices are less effective in 
controlling the behavior of individual traders; (3) the "right" 
price information required for the perfect coordination of the 
economic activities of innumerable traders is not guaranteed in 
the short run. It is from the last point that the analysis of Keynes
ian processes starts. 

Chapter III compared the aggregative structures of the stan
dard income-expenditure model and the General Theory model. 
Keynes' method of lumping together bonds and capital goods 
and the presence of two distinct produced commodities in his 
model were documented. The distinctions between non-money 
assets and consumer goods and between non-money assets and 
"money" were shown to be based on the "location" on the 
maturity continuum of the respective aggregates. In both cascs 
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the line is drawn between "high" and "low" interest-elasticities of 
present value. The chapter also considered the old questions of 
the importance of money and of "the" interest rate in Keynesian 
economics. The last section sought to confirm Harrod's thesis of 
the "importance of interest" in Keynes' thought: Keynes never 
wavered from the position that movements in long rate create 
incentives which are highly effective in inducing adjustments of 
individual production and trading plans. 

Chapter IV is the most speculative. It represents an attempt to 
reconstruct the "Gestalt" of Keynes' ideas on capital theory. It 
sufficiently documents, I believe, that he was not blind to the 
"influence of capital and wealth on behavior," and also that the 
key to his thought in this area is the assumed great longeVity of 
"almost all the capital in the World." Beyond that, one is left to 
fill in as best one can the outlines of a theory to which Ke\"nes' 
left only sketchy clues. This I have tried to' do, but I am' con
scious that the scholarly status of parts of Chapter IV must 
remain somewhat that of the "Artist's conception of Ninive in the 
year 2000 B.C." which one sometimes finds in archaeological 
books for the lay public-however grand the panorama, it may 
all have to be changed the next time another scholar puts the 
spade to the ground. 

The income-constrained process may be developed perfectly 
well within the framework of a one-commodity model. To any
one taking the position that the multiplier-analysis of the Gen
eral Theory comprises "the essence" of Keynesianism, Chapter 
III and IV are, by that definition, of "academic" intcrest at most. 
To this one must respond that when the multiplier takes hold 
there is already "something wrong" with the system. What gen
erally goes wrong first is the coordination of production, trading. 
and consumption plans in the future. Keynes conceived his task 
to be that of "analyzing the economic behavior of the present 
under the influence of changing ideas about the fUhlre." And "it 
is by reason of the existence of durable equipment that the eco
nomic future is linkcd to the present." It may still be argued that 
the basic conception can he realized within the one-commodity 
framework simply by postulating that the commodity will par
take of the nature of a Gebraflclk~gflt when used as a source of 
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factor services and of a Verbrauchsgut in consumption. As be
fore, the present value of capital stocks in terms of consumer 
goods will then be independent of both expectations and interest 
rate, although the propensity to invest will not. But in Keynes' 
conception the "dark forces of time and ignorance" wreak their 
havoc on the present by impinging on current capital values. 
The confusion of the future is transmitted to the present through 
this particular channel. The ramifications of this point we dis
cussed both in Chapters IV and V. It cannot be doubted that 
Keynes attached crucial Significance to it, but that does not mean 
that it poses an analytical imperative to the modem theorist.2 

What one must insist upon with regard to these later chapters 
turns out to be essentially the same three points by which we 
summarized Chapter II. In that chapter the point of reference 
was the static atemporal general equilibrium model. What has 
been added to the picture of Keynes' theory in later chapters is 
the "temporal depth" dimension. In Keynes' theory: (1) traders 
do maximize utility and profit in the manner assumed in Clas
sical analyses of saving and investment; (2) intertemporal price 
incentives are etfective-changes in interest rates or expected 
future spot prices will significantly affect present behavior; (3) 
the information requirements for keeping the system on an equi
librium path are fulfilled only by purest luck. 

We have repeatedly referred to the need to discover a basis on 
which a synthesis of "KeyneSian" economics and "Classical" 
value theory can be achieved. For a non-economist, one may 
note, it would not seem obvious that a syntheSiS of pre- and post
revolutionary thought is necessary. One does not, after all, 
berate Einstein for failing to elucidate how a syntheSiS of the 
General Theory of Relativity and Ptolemaic astronomy should be 

2. My own "intuitions" on this matter doubtlessly shine through in the body of 
the text: I believe it would be best to chuck out the GNP-della tor once and for 
all and to tackle the difficulties which arise when the simplifications afforded by 
working with "real" income, "real" output, "real" balances, in the conventional 
sense, are openly recognized as treacherous. I am particularly skeptical about the 
value of trying to extend monetary theory into a general Theory of Finance by 
multiplying the number of financial markets tacked onto the old one-commodity 
model, 



VI:l TWO POSTSCRIPTS 393 

achieved. For several reasons, which we need not elaborate 
further, the situation is quite different in economics. Neither the 
Keynesian Revolution nor the Counterrevolution has carried the 
day, and modern macroeconomic theory hovers uneasily between 
Keynesian thesis and the anti-thesis of resurgent Neoclassicism.3 

At one extreme we have "Keynesian" models manifesting a uni
versal "elasticity-pessimism" and assigning virtually no meaning
ful role to relative prices. At the other extreme we have the 
burgeoning monetary general equilibrium literature of Pigovian 
parentage and the still more "general" metastatic growth models. 

To come, then, to the sweeping generalization: The main 
conclusion, I believe, is that the long debate has failed to 
achieve a viable synthesis of the worthwhile elements of Clas
sical theory and Keynes' theory basically because one elemental 
but vital distinction has not been made c1ear.~ The distinction 
pertains to the dual role of the price mechanism in a large 
system where economic decision-making is decentralized. The 
"automatic" functioning of the system in Classical theory de
pends on the efficient performance of both roles-prices should 
disseminate the information necessary to coordinate the eco
nomic activities and plans of independent transaction units, and 
prices shoulcl provide the incentives for transaction units to 
adjust their activities in such manner that they become consis
tent in the aggregate. The Classical economists proper con
structed a theory of the coordination of the private enterprise 
system which was essentially a long-run theory. Keynes recog
nized the merit of traditional thcory as a theory of long-run 
tendencies. It was mainly the great Neoclassical system-builders 
who began to apply their apparatus to the short run and the 
"market day." In the aftennath of the successful solution of 

3. One might pose two anti-theses, the second bt'ing the Neo-Quantity tht'ory. I 
believe, however, that the main issues between income-expenditure throrists and 
Neo-Quantity theorists could be settled (assuming a will to n('gotiatc) witllOut 
any substantial progress with regard to tlle problems between Keynesianism and 
the traditional Theory of Markets. 
4. The distinction is, of course, drawn every day of the year in such fields as 
Soviet Economics, and is also otherwise exceedingly familiar--cxcept, it sccms, in 
this important context. 
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several long-standing problems in value theory, which the Mar
ginalist Revolution had achieved, this ebullient optimism with 
regard to the uses of contemporary economic analysis was perhaps 
natural. 

Keynes rejected the Neoclassical notion that the price mecha
nism would efficiently perform the infoNnation function in the 
short nm. He did not take a position substantially different from 
the traditional one on the effectiveness of price incentives in 
controlling the behavior of individual transaction units. 

The majority of both Keynesians and anti-Keynesians seem 
convinced that the baby went out with the bath water; tIley 
differ mainly on whether the brat would ever have amounted to 
anything and whether the departure, therefore, should be la
mented or not. How else is one to explain the "Keynesian" 
preoccupation with wage-rigidities, interest-inelasticities, 
constant capital-output ratios, liquidity traps, and the like? How 
else can one explain the movement which Clower aptly names 
the "KeyneSian Counterrevolution"? The main thesis of the 
counterrevolution is widely accepted; to wit: "The model which 
Keynes called his 'General Theory' is but a special case of the 
Classical theory, obtained by imposing certain restrictive as
sumptions on the latter." In other words, models which do not 
assume perfect information are "special cases" of the perfect 
information modell The counterrevolutionary thesis is not made 
less nonsensical by the frequently appended reservation that the 
Keynesian "special case" is nonetheless interesting because, as it 
happens, it is more relevant to the real world than is the "gen
eral" (equilibrium) theory. 

Walras' general equilibrium theory was a most remarkable 
achievement. Keynes dashed off freehand sketches where Wal
ras, in his time, supplied workmanlike blueprints. What one 
should note is that the inspiration to Walras' blueprint derived 
from Newtonian mechanics ~-the scientific paradigm most uni
versally admired in his day. The Walrasian model is admirably 

5. I have this on the best authority: In his seminar in doctrine-history at North
western, Professor J alfe told of the tremendous impression which a treatise in 
"Celestial Mechanics" made on the young Walras and of his detennination to 
demonstrate the "HamaoIa' of the Spheres" preVailing in the free enterprise 
system. 
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suited to the study of the incentive function of prices, the per
formance of which is a necessary but not sufficient condition for 
the coordination of a decentralized system. But from the stand
point of dynamic theory, it remains what cyberneticians term a 
Clockwork model-a strictly deterministic, Newtonian mechan
ism in which prices perform the functions of levers and pulleys. 

This kind of Newtonian conception of what the economic 
system is like works very well in equilibrium economics. In 
the study of economic fluctuations, unemployment, and money, 
however, it tends to bias one's perception of the nature of the 
problem in a particular direction. When the huge machine does 
not work as it is supposed to (one tends to infer) it must be 
either because someone has thrown a spanner in the works
"monopolists and unions fix prices"--or because the cogs are 
slipping someplace-"savers and investors do not respond to 
interest incentives." Sometimes the suspicion unavoidahly sneaks 
in that the machine is a Rube Goldberg contraption in the first 
place-"there may not exist a market-clearing vector of non
negative prices." We are almost buried under the evidence that 
any variety of mathematically consistent models exhihiting un
employment and/or fluctuations can be built on this philo
sophical basIs. Yet, might it not be time to consider whether the 
direction in which the Newtonian conception leads us is really 
the most fruitful one for "purely" theoretical inquiry to pursue? 

ThLre have always been warning signals even in the realm of 
"Classical" statics: the return to entrepreneurs, for example, has 
resisted satisfactory incorporation in the marginal productivity 
theory of distribution. The reason is clear: the analysis of the 
distribution of income to other factors is built upon assumptions 
of perfect information with regard to production functions and 
exchange opportunities. Returns to the knowledge possessed by 
entrepreneurs can only be plastered onto this underlying con
ception in a most ad hoc manner, particularly if one insists on 
trying to deal with information as a good or factor sen'ice 
analogous to any other. This same difficulty is also apparent in 
comparative static treatments of innovatioll. 6 The treatment of 

6. Schumpeter was intensely bothl'rl'c1 hy the dctl'nninistic nnh.rl' of thl' \\'al
raslan model and wrestled intcnninahly with Ih<' qll<"tion: "lIo\\' ('an ('hang<'s 
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knowledge-information as just another stock-flow commodity is a 
feature of modern research on problems of human capital and 
education with which one must be uncomfortable-as one \\lust 
be generally with respect to the persistence of an economic 
analysis based on the Neoclassical theory of production applied 
to a' society where human agents are more and morc exclusively 
engaged in the generation, transmission, reception, and process
ing of information and not in the Smithian pin-making tasks 
which represent the prototype labor activity of traditional theory. 

One definition of cybernetiCS is "the study of communication 
and control in dynamic systems." Communication and control, 
of course, correspond to the price information and price incen
tives referred to above. As we have seen, however, it is only 
in Walrasian systems with continuously clearing markets that 
prices alone carry all the information on which individual deci
sions will be based. Clower's analysis of systems exhibiting 
Keynesian dynamic behavior reveals the immense formal com
plexity of the analysis required in dealing with models in which 
both ruling and expected prices and realized and anticipated 
quantities influence transactor behavior. It also reveals the eco
nomic theorist's almost complete lack of acquaintance with a 
problem which has for so long been avoided by various expedi
ent assumptions. 

In retrospect, I feel that this was the direction in which 
Keynes' work painted. Cybernetics as a formal theory, of course, 
began to develop only during the war and it was only with the 
appearance of Professor Wiener's book in 1948 that the first 
results of serious work on a general theory of dynamic systems 
-and the term itself-reached a wider public. Even then, 
research in this field seemed remote from economic problems, 
and it is thus not surprising that the first decade or more of the 
Keynesian debate did not go in this direction. But it is surprising 
that so few monetary economists have caught on to develop-

occur in the 'Circular Flow' of economic activity?" (The inter temporal generaliza
tion of the general equilibrium model had not been achieved in his time, but 
Schumpeter perceived, rather vaguely, what it would be like and dismissed it as 
an approach irrelevant to the question of development.) His solution to the ques
tion was, of course, to treat innovations as purely "emergent properties." 
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ments in this field in the last ten or twelve years, and that the work 
of those who have has not triggered a more dramatic chain 
reaction.7 This, I believe, is the Keynesian Revolution which did 
not come off. 

In conveying the essential departure of cybernetics from tradi
tional physics, Wiener once noted: 

Here there emerges a very interesting distinction between the physics 
of our grandfathers and that of the present day. III ninetccnth century 
physics, it seemed to cost nothing to get information.8 

In context, the reference was to Maxwell's Demon. In its eco
nomic reincarnation as Walras' auctioneer, the demon has not 
yet been exorcised. But this certainly must be what Keynes tried 
to do. If a single distinction is to be drawn between the Eco
nomics of Keynes and the economics of our grandfathers, this is it. 
lt is only on this basis that Keynes' claim to having essayed a 
more "general theory" can be maintained. If this distinction is 
not recognized as both valid and important, I believe we must 
conclude that Keynes' contribution to pure theory was nil. 9 

That is the generalization I would make. To forestall misinter
pretations, it calls for some concluding notes. 

(1) On the "generality" of the General Theory. There is, of 
course, a different sense of the tenn in which traditional general 
equilil'rium theory is the more "general" construction, namely 
that often equated with "empty." It is an almost completely 

7. I am told that Professor A. W. Phillips, who is probabl~' the best-known 
proponent of a cybernetic approach to macrodynamics, was initially an cngineer. 
A. Tustin (The Mechatlism of Economic Systems, London, 1953) was and re
mained an engineer. 
8. Norbert Wiener, The Human Use of Human Beings, 2nd edn., 1953, p. 29, 
italics added. 
9. If that were the conclusion, we are obliged to ask: What has all the furor h<'Cn 
about? Even ns it is, the history of the development of Keyncsian e('(lnomics !:i\'es 
ample reason for increased self-consciousness on the part of economists about the 
forces that guide their enterprise. If Keynes did not pose a th('orctically f'IIIdo
mental challenge to accepted thought, but still managed to u"sct the apple-car! so 
completely, the Sociology of Economic Knowledge would seem to acquire a prior
ity on the efforts of economists that one would be loath to accord it. 
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"featureless" model in the sense that we know very little about 
the economy it is supposed to portray except that it has 11 goods 
and m transactors. 10 

The characteristic implications of Keynesian theory, on the 
other hand, do not derive simply from the realization that trans
actors do not possess "perfect information." Keynes, as we have 
seen, gets beyond this platitude by specifying a transactions 
structure composed of a large number of assumed "features," 
e.g.: (a) goods can only be bought with "money" and only sold 
for "money"; (b) the means of payment is not a commodity 
producible through the employment of labor by the private 
sector-at least not at constant cost; (c) the only cost of storing 
money is the interest foregone; (d) labor is wage labor in manu
facturing, not self-employed in the production of commodities; 
nor are labor services saleable directly to households; (e) saving 
decisions and investment decisions are vested in largely non
overlapping groups of people; (f) transactions costs, including 
costs of acquiring price information, are relatively low in securi
ties markets, making it inexpensive for individual transactors to 
move in or out of such assets; (g) savers are generally not will
ing to enter into contracts for the future delivery of specific 
consumption goods, so that no markets exist for forward trading 
in such goods; (h) the efficient utilization of available technology 
dictates that the great bulk of the system's physical capital is 
very durable-there is no such thing as 'liquidity" for the com
munity as a whole; (i) people are mortal, short on foresight, but 
long on memory; etc. 

These are the features that impart to the theory its charac
teristic Keynesian content. By the same token, the implications 
dependent upon these assumptions are (healthily) falsifiable. 
Obviously, the assumptions do not pertain to "all possible 
worlds"-or even to the great variety of economic systems to the 
analysis of whose equilibrium states the general equilibrium 
theory is perfectly applicable. Similarly, some of Keynes' favorite 
assumptions may not apply to the United States today or even to 
the United Kingdom of his own day, e.g., his views on the role of 

10. As an illustration, compare Patinkin, 2nd edn., pp. 7&-77. 
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short-sighted "gambling" on the Exchanges, on the well-nigh 
inexorable inflexibility of long rate, or-by all means--{)n the 
interest-elasticity of investment. But such questions on these and 
similar empirical matters I do not see as relevant to the appraisal 
of his contribution to pure theory. 

(2) Nor has it been my intention, in arguing that Keynes' 
theory is more "general" than he has been given credit for, to 
suggest that it embraces all types of malfunctions to which 
systems with a Keynesian transactions structure may be subject. 
In particular, the persistent emphasis on the fact that he did not 
build on the assumption of "rigid wages" is not meant to deny 
that institutional "rigidities" exist in the real world and pose 
serious problems. 

But the arteriosclerosis of a social system caught in a stale
mate of vested interests is a different illness from the subtle 
neurological dysfunction described in Keynes' theory of unem
ployment. For reasons that should be obvious, it is important 
that the distinction be clearly drawn. The two maladies are 
simply distinct and by no means mutually exclusive. Nor do the 
two together exclude other possibilities, e.g., that the system 
may be racked by recurrent attacks of Central Bank perversity. 
(Casual insnection would seem to indicate that it is a rash man 
who insists -that there is but one thing wrong with the world.) 

(3) The contention that there was more to Keynes than has 
been preserved in present teaching does not carry with it the 
prescription that we go back to GO and rehash all the old con
troversies from the perspective of this study. (The prospect, in 
fact, is almost too horrible to contemplate.) It has become 
conventional to temper the severity of modem criticisms of 
Keynes' theoretical ideas with generous praise for the proven 
usefulness of his basic analytical apparatus. In regard to pure 
theory, as opposed to national income accounting, my own views 
are just the reverse. His basic theoretical conception I find 
intensely interesting, but I doubt that his analytical apparatus 
can ever be the vehicle for its development and the realization of 
its promise. 

It is the standard income-expenditure model and its usc in 
national income analysis that those who praise Keyncs' apparatus 
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have in mind. This tradition, I have argued, has not built further 
on, or even preserved, all the worthwhile elements of Keynes' 
thought. (Nor has it discarded only his analytical errors and 
most ill-considered empirical hunches.) This in itself is sufficient 
proof that Keynes' apparatus did not serve to communicate his 
ideas accurately. I do not believe, moreover, that the main 
arguments stressed in this study will appear novel to Keynes' 
colleagues and students or even, perhaps, to the students of his 
students.ll If more of Keynes is preserved in the British than in 
the American tradition (as is my impression) this again indicates 
that his analysis is not altogether adequate for the communica
tion of his theoretical conception-or personal association with 
Keynes and oral tradition would make no difference. 

Keynes, as we have repeatedly remarked, tried to bend the 
tools of traditional statics to the analysis of a conception of a 
basically "dynamic and historical" nature. In a way, the degree 
to which he succeeded is remarkable. Had his method indeed 
been entirely sound, however, it is hard to imagine that Keynes
ianism would have succumbed so meekly to the Neoclassical 
synthesis. This, I think, is true, although his concentration on the 
involuntary unemployment state, in which the income
constrained process ensues, also contributed to mislead later 
economists into giving his system a purely static and ahistorical 
interpretation. 

The unclear mix of statics and dynamiCS would seem to be the 
main reason for later muddles. One cannot assume that what 
went wrong was simply that Keynes slipped up here and there in 
his adaptation of standard tools, and that consequently, if we go 
back and tinker a little more with the Marshallian toolbox his 
purposes will be realizedY What is required, I believe, is a 

11. To those who still have a fresh memory of "the early days" of the Keynesian 
debate and of the issues which then stirred much interest, it will be apparent (I 
hope) that I have much less of a quarrel with, say, Harrod and Mrs. Robinson or 
even (on "involuntary unemployment," for example) with A. H. Hansen than with 
latter-day textbook Keynesianism and the results of the Neoclassical synthesiS. 
12. I cannot see that much would be achieved, for example, by the construction 
of another simultaneous equation model which correctly reflects the aggregative 
structure, price-elasticity assumptions, and so forth, of Keynes' theory but is 
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systematic investigation, from the standpoint of the information 
problems stressed in this study, of what elements of the static 
theory of resource allocation can without further ado be utilized 
in the analysis of dynamic and historical systems. This, of course, 
would be merely a first step: the gap yawns very wide between 
the systematic and rigorous modern analysis of the stability of 
Simple, "featureless," pure exchange systems and Keynes' 
inspired sketch of the income-constrained process in a monetary 
exchange-cum-production system. But even for such a first step, 
the prescription cannot be to "go back to Keynes." If one must 
retrace some steps of past developments in order to get on the 
right track-and that is probably advisable-my own preference 
is to go back to Hayek. Hayek's Gestalt-conception of what 
happens during business cycles, it has been generally agreed, 
was much less sound than Keynes'. As an unhappy consequence, 
his far superior work on the fundamentals of the problem has not 
received the attention it deserves. 13 

VI:2 Keynes' Applied Theory: The Effectiveness of 
Monetary Policy 

This study has concentrated on Keynes' contribution to theoreti
cal economics. We have been interested in his views on eco
nomic policy only at one remove. But a number of scattered 
observations have nonetheless been made on this subject in order 
to support and document arguments relating to his "Pure The
ory," It seems appropriate, finally, to collect notes. 

otherwise a pendant to the standard model. (Althou~h it wO\lld bl' h..Jpflll for 
some doctrine-historical purposes.) Nor is it simply a mailer of thl'n tinkcrin~ 
with recursive versions of such a constnlction in the way thai the standard model 
has been adopted to growth and eycle problems. Modern cybl'rnetics, as Wil'ner 
would tell us, is not simply Newtonian mechanics "jaz7.ed up" \\~th leads and 
lags. 
13. Cf., esp., "Economies and Knowledge," "The Use of Knowledge in Society," 
and ''The Meaning of Competition," all in Individualism and Economic Order. 
P.rofessor Hicks' ''The Hayek Story," in the Critical Essays, docs not deal with 
these three masterpieces and, therefore, goes only part way to a full reappraisal of 
Hayek's contribution. 
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Because we do not want to launch into another lengthy inves
tigation, we will stick to a single theme: The Keynesian tradi
tion, particularly in the United States, has been associatecl with a 
decided preference for fiscal over monetary stabilization policies. 
Historically, this preference has been bolstered by certain argu
ments to the effect that monetary policy is generally "ineffec
tive." Since abounding faith in fiscal measures and a withering 
away of interest in monetary policy was one of the most dra
matic aspects of the "Revolution," there is, I believe, a tendency 
to impute to Keynes himself the policy views characteristic of 
the New Economics in its early stages. The question is to what 
extent it is warranted to do so. 

Historical perspective on this question has been difficult to 
maintain. There are a number of reasons why accounts of his 
views commonly tend to oversimplify his position, to dramatize 
unduly the divergences between the policy ideas advocated in 
the General Theory and his previously published views, and in 
particular, to exaggerate his stand in favor of fiscal stabilization 
policies and the extent to which he downgraded the usefulness of 
monetary policy. We should begin, therefore, by conSidering 
these reasons. 

Today the General Theory is remembered chieHy as a policy 
tract that Signaled a revolution in professional thinking and 
popular attitudes on stabilization policy. That it is so remem
bered is due in part to the establishment of the Neoclassical 
synthesis, i.e., to the acceptance of a doctrine which denies the 
General Theory any fundamental contribution to pure theory. In 
part, it is due simply to a confusion of intent and content with 
actual results. For the first ten or fifteen years at least, the actual 
"Economic Consequences of Mr. Keynes" were the combined doc
trines of the general ineffectiveness of monetary policy and of 
the general effectiveness of fiscal policies. In fact, of course, the 
General Theory gave less space to systematic discussion of policy 
issues than any other book by Keynes. While the Tract on Mone
tary Reform was principally concerned with economic policy, 
and the Treatise on Money was equally divided between one 
volume on "Pure Theory" and one on "Applied Theory," Keynes' 
magnum opus was almost exclUSively devoted to pure theory. Its 
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sundry reflections on policy matters are scattered, in parentheti
cal fashion, as the progression of the theoretical argument dic
tates. There are no separate chapters on stabilization policy 
corresponding to the systematic treatment of the subject given 
by today's "Keynesian" textbooks. 

One must recall, therefore, that the case for fiscal policy was 
in the main constructed by later Keynesians. Almost the entire 
corpus of fiscal policy theory identified with the "New Econom
ics" has been a post-Keynes development. One does not find 
Lerner's "Functional Finance" concept explicitly elaborated in 
the General Theory.l The concept of the "deflationary (or infla
tionary) gap" and the associated array of algebraic exercises on 
the income-expenditure model, such as the balanced budget 
multiplier theorems, belong to a later period. The once-popular 
idea that the maintenance of full employment requires ever
increasing government expenditures came into fashion first with 
the incorporation of the accelerator in Keynesian models. 

The case against monetary policy that was current in the 
forties, and of which one still hears occasional echoes, similarly 
was not due to Keynes. Yet the doctrine of the ineffectiveness of 
monetary policy has become finnly associated with his name. 
Although Keynes sometimes took delight in the role of the 
iconoclast, an interpretation which reads this later doctrine into 
his work is lacking not only in textual support but in simple 
psychological plausibility. One would no more expect the Heir 
Apparent to the great tradition of British monetary thought to 
write a Tract on the Uselessness of Monetary Policy than one 
would expect a British admiral to publish a Treatise on the 
Uselessness of Sea Power. A Lord of the Admiralty might well 
expound on the limitations of sea power in relation to strategic 
objectives better pursued by other means, or exhort the public 
on the uselessness of a navy with too few or outdated ships; or 

1. If Keynes' direct contributions to fiscal policy theory are often exaggerated In 
retrospect, the contributions oE his contemporaries are also corre.~pondingly over
looked. Viner, in particular, had preached the essentials of functional finance as 
early as 1931. CE. J. Viner, "Comment on My 1936 Review," in R. Lekachman, 
ed., Ke!lnes' General Theory: Reports of Three Decade.s, New York, 1964. pp. 
263-64. 
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naval officers of distinguished experience might burst into print 
warning against relying on a navy that has not adapted its tactics 
to modern developments or is riddled with incompetents in high 
command. Such controversies are bound to surface from time to 
time-but one cannot expect from such quarters to meet the 
thesis that Naval Might is Useless. 

Nor did Keynes become a renegade from that other time
honored British tradition. He did pose a case against reliance on 
monetary policy for the pursuit of certain objectives under cer
tain conditions, i.e., for the reversal of a "cumulative" process 
triggered by a disequilibrium diagnosed as being of a particular 
type.~ He did argue that new instruments needed to be added to 
the traditional armory of Central Banks, i.e., open market opera
tions in long-term and "risky" securities.3 He did argue that the 
"tactics" of Central Banks needed revision to cope with the prob
lems of the time and in the light of (his) new theory of the 
modus operandi of monetary policy. And he was an acerbic critic 
of the performance of central bankers in the late twenties and 
early thirties.4 But one does not find the sweeping thesis that 
monetary policy in general and by its very nature is ineffective. 

The later "Keynesian" dogma on this issue was argued in terms 
of the properties of a static simultaneous equation system. The 
standard argument makes no reference to past states of the 
system, nor to a specific historical and political real world con
text. Thus the conclusions tend to emerge as if they were 
universally valid: "The interest-elasticity of investment is for 
various reasons quite low. Hence, monetary policy is not a very 
useful stabilization instrument." This familiar type of argument 
does not rely on specific conditions obtaining at a particular time 
and place. In contrast, when Keynes in 1936 expressed himself 
"now somewhat sceptical of the success of a merely monetary 
policy," 6 he drew on his personal diagnosis of the nature of the 

2. Cf. Chapter V:2 and below. 

3· Cf. Treatise, Chapter 37; General Theory, pp. 197, 202-.'1. 
4. Cf., e.g., pp. 285-.'16, 352n. 
5. General Theory, p. 164. Compared with the often categorical formulations of 
later detractors of monetary policy this is weakly worded indeedl Note especially 
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problems facing Britain in the interwar period and also on his 
judgments of the kinds of policy that were politically feasible in 
that context. These time- and place-bound considerations Tlatu
rally cannot without further ado be invoked in judging the 
prospective success of monetary measures, say, in the United 
States of the sixties. 

The interest-inelasticity of investment became the pivotal ar
gument in the New Economics position on the issue. As we 
have repeatedly emphasized, this postulate did not enter into 
Keynes' analysis at all.6 The dogma of the interest-inelasticity of 
expenditures as the bane of monetary policy did not originate in 
Cambridge but in Oxford.7 

In Keynes' theory, control over long rate means control over 
investment and, thereby, money income and employment. From 
a purely technical standpOint, the potential effectiveness of mone
tary policy hinges upon how quickly it will be possible to 
bring long rate to the required level. In Keynes' view, entrepre
neurial expectations were exceedingly volatile and subject to 
sudden, exaggerated shifts, whereas the long rate was "the most 
stable, and the least easily shifted element in our contemporary 
economy." B In practice, the prospects for a successful monetary 
policy would depend, in addition, on the Central Bank's ability 
to diagnose situations quickly and correctly and on its determi
nation in pursuing the requisite policy. This sketches the main 
consirlerations discussed by Keynes in both the Treatise and the 
General Theory. 

Between the Treatise and the General Theory, Keynes did 
grow more pessimistic about monetary policy and more insistent 
on the need for direct governmental measures. But this shift of 
opinion was very subtle and far from drastic. Two factors com-

that Keynes' scepticism concerns an exclusive ("merely") reliance on moneta~' 

policy. 
6. Cf. Chapter III:3, 
7. With Keynes, Lavington, Pigou, and Roberl~on dominating the scene between 
the wars, it is tempting to say that it "could not have" originated in Camhridgc. 
Stretching our previous analogy, the famous Oxford Sl\Tveys appear in retrospect 
somewhat as "Sandhurst Essays on the Uselessness of Sea Power," 

8. General Theory, p, 309, 
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bined in making it seem more dramatic than it really was to his 
readers. 

First. there was the eye-catching change from the modified 
Quantity Theory framework of the Treatise to the multiplicr
analysis of the General Theory. This switch of the immediate 
focus of attention from the excess demand for money to the 
excess supply of commodities (or labor) undoubtedly reinforced 
the impression that, in the later work, Keynes suddenly scuttled 
monetary policy. But this, we have argued, did not reflect 
any basic change in Keynes' views of the processes generating 
changes in money income and of the role of financial markets in 
such processes. The Fundamental Equations of the Treatise had 
to be given up because they simply did not serve their original 
purpose, i.e., to explain the role of changes in relative prices in 
the monetary transmission mechanism and in income movements 
generally. Thus, we link Keynes' relinquishing of a monetary 
approach to income determination to the development of his 
ideas between the Tract and the Treatise; it was not related to 
the main message of the General Theory and does not reflect a 
new-found conviction on Keynes' part that "money is unim
portant." g 

Second, Keynes' reputation outside Britain rested on the Tract 
and the Treatise,IO both works that had dealt almost exclUSively 
with monetary issues. The Treatise's most controversial feature, 
in fact, had been the thesis that income disequilibria generally 
had monetary "causes" ll-for which, consequently, monetary 
remedies were appropriate. And the Treatise had next to nothing 
to say about fiscal policy. Against this background, therefore, the 
General Theory's doubts about the prospective efficacy of bank
ing policy and its pleas for public works programs and a "some
what comprehensive socialization of investment" 12 must have 

9. CE. Chapter 1:2, pp. 21-23. 

10. No doubt The Economic Consequences of the Peace was still his most well 
known book at this time. But we are speaking here of his fame as an economist. 
ll. ''Monetary cause" in the sense that attention was focused on the factors 
preventing a continous adjustment of market rate to natural rate rather than on 
the factors responsible for the movements of natural rate. 
12. General Theory, p. 378. 
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struck many readers as a dramatic departure on Keynes' part. 
In his efforts as a financial journalist in Britain, Keynes had, 

however, consistently argued for public works ever since 1924.13 
There were two parts to this advocacy. On the one hand, the 
government was urged to subsidize or directly to undertake 
investment in certain sectors as a matter of longer-run growth 
policy. Underlying this recommendation were Keynes' worries 
about Britain's capital outflow and its implications for domestic 
long-tenn investment. In the Treatise, this theme received but 
brief mention-it is significant that it was put under the heading 
of "International Complications." 14 Following Britain's return to 
gold at the old parity, maintenance of employment under condi
tions of an overvalued currency (rather than maintenance of 
domestic capital-fonnation for its own sake) became Keynes' 
chief argument for this policy. On the other hand, he also argued 
for public works as a supplement to monetary policy in com
batting the shorter-run "Credit Cycle." In this context, he saw 
public works as a "pump-priming" device1~-i.e., as a means of 
jolting a temporarily disorganized economy back towards full 
employment equilibrium, not as a continuing measure needed to 
close an otherwise inexorable "deflationary gap." Neither of 
these two cases, therefore, has much in common with the stan
dard textbook "Keynesian" policy prescriptions based on closed
system, comparative static models. 

The General Theory added very little to this. If Keynes' posi
tion in that l)ook appears more radical, this is mainly because 
the "socialization of investment" was there argued with little 
explicit reference to the International Complications that had 
initially prompted him to advance this recommendation. It is 
hard to judge to what extent this represents anything more than 
merely the omission of part of the supporting argument. 

When dealing with Keynes' views, one must not divorce the 

13. R. Harrod, The Life of John Maynard Keynes, op. cit., esp. pp. 345-51 and 
411-24. Harrod's Life is indispensable to anyone seeking to obtain a balanced 
view of the evolution of Keynes' economic-political views. 

14- Treatise, Vol. II, p. 376. 
15. Cf. his testimony before the Macmillan Committee, as reported in Harrod, op. 
cit., esp. p. 417. 
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question of the appropriateness and efficacy of monetary mea
sures from the perceived problem which they are designed to 
correct. In Chapter V, Keynes' diagnosis of the social malady, for 
which monetary policy was one of the cures to be considered, 
was discussed in terms of the relationship between the actual 
and a hypothetical "equilibrium" price vector. This theme de
serves some further consideration. 

In general, we have argued, Keynes either assumed that wages 
were "right" or else recommended that the monetary authority 
should act "as if' they were. The Treatise recognized the pos
sibility that the system might be disequilibrated through "spon
taneous" wage-push but really had nothing to say on how to deal 
with this eventuality. 16 There was, however, one period during 
which Keynes had to grapple with a situation in which "too high 
wages" were the crux of the problem, namely the years following 
Britain's ill-starred relapse to gold at the old parity.17 In this 
case, however, "too high wages" translate simply into "overvalua
tion of currency" and it is therefore of limited relevance in the 
standard context of the debate over the efficacy of monetary 
poliCies which has been that of the closed system. Keynes' first 
preference was for dealing with the situation by going to a 
flexible exchange rate. His second, third, etc., preferences are 
even more revealing, however. When forced to realize that the 
prospects for flexible rates were nil, Keynes pleaded energetically 
for the partial socialization of long-term investment and for a 
protectionist trade policy (although he knew this to be anath
ema to all his economist friends )-in short for virtually any 
scheme that would permit Britain to avoid resort to a policy of 
high interest rates 18 and thus, hopefully, to escape the pains of 
wage-deflation. 

16. Thus economists who diagnose wage-push or administered price inflation as 
the chronic problem in the postwar world tend to regard the General Theory as 
an inadequate, if not positively dangerous, guide to the design of present-day 
policies. Cf. D. McC. Wright, The Keynesian System, New York, 1961, Chapter 5, 
esp. pp. 83-85· 
17. Harrod, op. cit., esp. p. 411. 

18. The present U.S. interest-equalization scheme would have been just the 
thingl 
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The general problem, consequently, was "too low" demand 
prices for augmentable assets. We have distinguished two possi
ble reasons for such a state of affairs: the long rate of interest 
may be too high, or entrepreneurial demand forecasts may be 
unduly pessimistic. It is helpful at this point to consider sepa
rately the problem of maintaining a high level of activity and 
forestalling a downturn and the problem of engineering a recov
ery from a depressed situation.19 

Keynes saw the problem of preventing a downturn essentially 
as one of ensuring that the "right" rate of interest will prevail. 
This is the problem which should be the normal task of the 
monetary authorities and the problem to which the Treatise was 
primarily devoted-as previously noted, the bulk of that book 
presumes that entrepreneurial expectations are roughly right. 
The normative force of the main prescription of the Treatise 
derives from this assumption.20 If expectations are not approxi
mately right, there is nothing "natural" about the natural rate. 
The recommendation that the monetary authority cause market 
rate to move in such a manner as to maintain the demand prices 
for augmentable assets inherited from last period, presumes that 
this long rate will generally be an "equilibrium" rate. Whenever, 
in a high employment situation, investment starts to rise or fall, 
thereby threatening inflation or deflation, the Treatise treats this 
as evidence of an inappropriate level of market rate. 

Consequently, the appropriate cure consists of a monetary 
policy designed to correct market rate. It was this presumption 
that Hayek attacked in criticizing the Treatise's neglect of "real" 
causes of business fluctuations. Keynes' hypotheSiS about the 
cause of downturns rules out the possibility that the equilibra-

19. By the time Keynes was writing the General Theory, Britain was again off 
gold, and the constraints due to "International Complications" discussed at length 
in the Treatise were no longer relevant. Nor, therefore, are they r('ll'vant to the 
question of why Keynes became more pessimistic abollt the prospects for 5I1C(,("."<' 

ful monetary policies and so we will be concerncd, in what follows, solely "1th the 
closed-system arguments, 

20. And this assumption is also the chief limitation of the hook's policy program 
-the problem posed is simply too easy for its solution to be very helpful. Cf. 
Chapter V:2, pp. 349-50. 
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tion of the system might require transition to a rate of invest
ment substantially lower than that prevailing in the boom. His 
views, therefore, flew in the face of the widespread contempo
rary opinion that the causes of depression were nonnally to be 
found in the "excesses" of the preceding boom. It is significant 
that the Treatise's outright rejection of the entire class of "over
investment" theories was not at all tempered in the General 
Theory 21 for the American school of "Keynesian Stagnationists" 
was later on to popularize the view that the investment levels of 
the 1920'S could not possibly have been sustained.22 Naturally, 
this doctrine had to deny that investment could have been 
maintained Simply by "monetary" machinations. And it was in 
the intellectual atmosphere of stagnationism that the dogma of 
the inefficacy of monetary policy first emerged and came to 
prosper. 

The stagnationists, of course, claimed Keynes among their 
intellectual forebears. The General Theory did indeed give con
siderable space to speculations on the problem of maintaining 
full employment in a system approaching a state of capital 
saturation. These referred, however, to a hypothetical and far 
distant future-to the environment that might (in the absence of 
substantial technological progress) result from a generation or 
two of continuously high rates of investment. In such a state, the 
marginal efficiency of capital would also have crept below the 
margin necessary to cover lender's risk and the cost of financial 
intermediation. Thus, Keynes' concession that the Liquidity Trap 
"might become important in the future." 23 

Keynes himself never advanced this not altogether respectable 
piece of science-fiction as a diagnOSiS of the 1930'S. The interpre
tation of the contemporary situation as one characterized by lack 
of "outlets for saving" and as an illustration of the static Liquid
ity Trap came into Keynesian economics with Alvin Hansen and 

21. Cf., esp., General TheOflj, pp. 320-24, 326-29. 

22. Compare General Theory, p. 323: "It would be ab9\Jrd to assert of the United 
States in 1929 the existence of over-investment in the strict sense." (italics 
added) 
23. General Theon}, p. 207. In 1936, as previously noted, Keynes stili knew "no 
example of it hitherto." 
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others. This is not to deny that Keynes looked forward to an 
indefinite period of, at best, unrelenting deHationary pressure 
and that he painted it in colors not many shades brighter than 
the gloomy hues of the stagnationist picture. But these stagna
tionist fears were based on propositions that must be stated in 
tenns of time-derivatives. Modern economies, he believed, were 
such that, at a full employment rate of investment, the marginal 
efficiency of capital would always tend to fall more rapidly~· 
than the long rate of interest. Put forward as an inherent ten
dency of capitalistic civilization, this chronic disparity between 
the two time-derivatives seems a doubtful proposition. But it 
sums up a considerable proportion of the passages in which 
Keynes vented his later doubts on the efficacy of monetary 
policy. 

As we have repeatedly emphasized, Keynes held very strong 
views on the inflexibility of long rate. When he states that the 
long rate "may fluctuate for decades about a level which is 
chronically too high" 25 one should no doubt see this in the 
historical context of the "obstinate maintenance of misguided 
monetary policies" 26 of which he steadily complained. Still, the 
conviction shines through everywhere in his writings that the 
long rate will only come down at a most excruCiatingly slow 
pace even in the absence of perverse monetary policies. This 
assumes a general wrong-headedness, obstinacy, and power on 
part of an ever-present "Bear anny" that is, at least, implausible. 
To Keynes, apparently, every decline in the demand price for, 
and in the rate of output of, augmentable capital goods that had 
ever occurred represented evidence in favor of this view. But it 
cannot be accepted as such for there is nothing to warrant the 
underlying theoretical presumption that the "true" eqUilibrium 
rate of interest always is whatever rate it would take to bring 
about a full employment rate of investment.27 

According to Keynes' diagnOSis of the situation between the 

24. General Theory, e.g., pp. 219, 228. 

2~. -:'::ffleral Theory, p. 204, itaUcs added. 
26. Trea&-e, Vol. II, p. 384. 
27. We return to this point once more below, p. 415. 
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wars, a continuous decline in the marginal efficiency of capital 
should be the natural course of events. The postulat{'d tendency 
for market rate to lag behind meant an ever-present threat to full 
employment. Over the longer term, consequently, the task faCing 
policy-makers was to ensure that market rate kept pace with the 
downward trend of natural rate so that a serious downturn could 
be avoided. 

In the Treatise, there is no question but that the monetary 
authOrity can do it-if it only keeps at it continuously. A steady 
chastisement of bearish speculators might be needed but, in pure 
principle, the banking system "can by the ternlS of credit influ
ence to any required extent the volume of investment." 28 This 
does not mean that the technical execution of the required policy 
will be an easy task: "we have not claimed that the banking sys
tem can produce any of these effects instantaneously; or that it 
can be expected always to foresee the operation of non-monetary 
factors in time . . ." 29 Whereas Keynes had no doubts of the 
interest-elasticity of investment, he did recognize "an apprecia
ble time-lag" 30 between changes in long rates and changes in 
the rate of output of capital goods. Little can be done about this 
lag, however, and the one that mainly concerned him, therefore, 
was that inherent in the traditional Bank rate cum Bills Only 
mode of Central Bank operation. One of the reforms most 
emphatically urged in the Treatise was thus that the monetary 
authOrity should operate directly in the long end of the market 
-a recommendation echoed in the General Theory's complaint 
that Central Banks were wont to "leave the price of long-term 
debts to be influenced by belated and imperfect reactions from 
the price of short-term debts." 31 

The argument of the Treatise taken as a whole definitely leads 
to the conclusion that a "merely monetary" stabilization policy is 
theoretically feasible-if not practically advisable, for we know 
that its author during the same period publicly argued for various 

28. Treatise, Vol. II, p. 346, italics added. 
29. Loc. cit. 

30. Treatise, Vol. I, p. 364. 
31. General TheOTlj, p. 206. 
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measures to supplement monetary policy. Keynes' precondition 
for success, natural1y, was a Central Bank accepting his uncon
ventional views of what could be done, of what should be done, 
and of how to go about doing it in concrete instances. This 
precondition was, of course, not fulfil1ed. By the time of the 
General Theory, Keynes had every reason to be less sanguine 
about the prospects for a successful monetary policy. His mem
bership on the Macmillan Committee had given him the best 
possible platform from which to press his reforms on the 
authorities-but he had found them unwilling to listen.32 This, 
perhaps, was not unnatural. Keynes' ideas were unconventional 
in an area of endeavor where men in authority are chosen on 
solid reputations for conventional wisdom. And acceptance of 
Keynes' views of a Central Bank's potential power to control 
events would have meant the acceptance of a frightful psycho
logical burden of responsibility for the actual course of events. 

If the General Theory, therefore, was pessimistic on monetary 
policy and seemed to urge "socialization of investment" as wel1-
nigh the only salvation from depression, this reBected Keynes' 
mid-thirties views not only of what a Central Bank can do but 
also of what the Bank of England could be made to do 33_in 
what proportions, we will perhaps never know. It should be 
remembered, however, that the General Theory castigated as 
"dangerously and unnecessarily defeatist" the notion that even 
"the most enlightened monetary control might find itself in 
difficulties ... [such that] none of the alternatives within its 
power might make much difference to the result." 34 

The question of the effectiveness of monetary policy in depres
sion remains to be considered. Here, asset demand prices are too 
low because entrepreneurial demand forecasts are attuned to a 

3:1.. Harrod, op. cit., pp. 413 If. 
33. Critical as Keynes was of Central Bankers, he was also temperamentally loth 
to admit that Reason might not triumph in the end and his fundamental optimism 
breaks through also in the General Theon), "Recently, practical bankers in 
London have learnt much, and one can almost hope that in Great Britain the 
technique of bank rate will never be used again to protect the foreign bal
ance ... " (op. cit., p. 339 )--on which it is superfluous to comment. 

34. General Theory, p. 327, italics added. 
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continuing slump. To restore a full employment rate of invest
ment by "merely" monetary policy, market rate has then to be 
brought down much further than would be needed if entrepre
neurial expectations had not already been adversely affected. In 
the Treatise, the problem of engineering a recovery is treated as 
diHerent in degree, but not in kind, from that of preventing a 
downturn. Thus the prescription was not so much a different 
policy as more of the same-a "saturation" dosage of open 
market purchases. 

Keynes' emergency proposal for a "monetary policy a au
trance," as we have seen,3~ obliges the Central Bank to pursue a 
course which will generate losses both for itself and for specula
tors naive enough to take their cues from the authorities. The 
clearest illustration involves the special case where the under
valuation of assets is due entirely to the pessimism of entrepre
neurs whereas the actually prevailing long rate is exactly the one 
which would enter into a hypothetical full information state 
information vector. The holders of securities are right and entre
preneurs wrong-so the policy recommended is one of dragging 
the righteous through purgatory for the salvation of the un
believer. 

Surely, the case for relying on monetary policy in such cir
cumstances is not a strong one. The longer-run consequences of 
follOWing the Treatise's suggestion make it even less so, for the 
policy will be harder and harder to execute every time it is tried. 
Keynes' bond-holders are notable for long memory and the learn
ing experience afforded by a systematic Central Bank pattern of 
buying high and selling low would not be lost on them: Those 
who collaborate are rewarded with losses, those who operate 
against the Bank make profits. 

The alternative would be a policy of government deficit spend
ing designed to "correct" entrepreneurial demand forecasts. 
Direct expenditures on commodities will prevent the self
fulfillment of pessimistic prophecies. By falSifying the forecasts, 
a rise in asset values should be obtained without forcing down 

35. Cf. Chapter V:2, pp. 34B-49. 
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the market rate of interest.BU This is the basic "pump-priming" 
case, for as full employment is approached the govemment 
spending program may be phased out without reopening a "de
flationary gap" and throwing the system back into depression. 
Keynes' Macmillan Committee testimony was explicit on the 
transitory nature of the injections he deemed needed in order 
to cope with the "Credit Cycle": 

Government investment will break the VICIOUS circle .... I believe 
you have first of all to do something to restore profits and then rely on 
private enterprise to carry the thing along.37 

Further reflection on the problem posed by a situation in 
which entrepreneurial expectations have been seriously eroded 
may well have contributed significantly to Keynes' new-found 
favor, in the General Theory, for fiscal pump-priming over the 
monetary policy a outrance advocated in the Treatise. But the 
General Theory does not carry the systematic analYSis of the 
problem beyond the point reached at the end of the Treatise. 
The issues were left in an uncomfortably unresolved state. The 
diatribe on bear speculation in Chapter 12 of the General 
Theory would seem to indicate, in fact, that Keynes still re
garded "too high" a rate of interest as the basic trouble in all 
depressed situations. His many comments on the inflexibility of 
long rate generally fail to distinguish between the two alterna
tive problems of bringing the rate down to its "true" equilibrium 
level and of forcing it below the warranted level. 

Unlike later Keynesians, Keynes never became "defeatist" on 
the potential efficacy of a monetary policy conducted according 

36. In this particular instance, the government deAcit need be financed through 
expansion of the money supply only to the extent reqUired to prevent a rise in 
long rate. 

37. Quoted by Harrod, op. cit., p. 417. 
Keynes' views on countercyclical pump-priming should be carefully distin

guished from the other parts of his fiscal policy program. He recommended con
tinuing government intervention to deal with the possible fuhlre thn'at of stagna
tion and, in particular, with the long-term consequences of being committecl to 
maintaining an over-valued currency. 
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to his own prescriptions. If he appears optimistic in comparison 
with his followers, however, this is in part because he did not 
carry the analysis to its logical conclusions. In Keynes' world, 
"The real prospects do not suffer such large and quick changes as 
does the spirit of enterprise." 38 Holders of long-term securities 
are well advised to pay heed to the real prospects rather than to 
the evanescent spirits of enterprise (or to the pursuit of "Snap, 
Old ~'Iaid, and :Musical Chairs"). When they do, the monetary 
authority will find Keynes' prescriptions hard to fill. These 
limitations on the usefulness of monetary measures Keynes never 
made clear. Thus, a more "pessimistic" appraisal of monetary 
policy can be made on terms that are entirely consistent with 
Keynes' own theory and without relying on the assumption of 
interest-inelasticity of expenditures whieh he did not accept. 

Clearly, however, this could not amount to a rehabilitation of 
the early "revolutionary" view which denigrated the "impor
tance" as much as the "effectiveness" of monetary policy. It is 
not a case for the general uselessness of monetary policy. On the 
contrary, the analysis makes clear the great power for good or 
evil that monetary policy must have within Keynes' theoretical 
framework. The main prescription of the Treatise is not affected 
by the finding that there are conditions to the correction of 
which fiscal measures are better fitted than monetary measures. 
It is still as vital as ever that the Central Bank act vigorously so 
as to hold market rate continuously in the near neighborhood of 
an appropriately defined "natural rate." 

The upshot of all this is that the monetary authority ought 
itself to take the Long View and not use its powers in efforts to 
counter every temporary change in "business conditions" and 
employment.39 

38. Treatise, Vol. II, p. 362. 
39. We have previously cited this as the long-held position of Professor R. S. 
Sayers. In the United States, Professor Friedman is the most well-known propo
nent of this view. C£., esp., his Presidential Address to the American Economic 
Association, ''The Role of Monetary Policy," American Economic Review, March 
1968. Friedman's analysis, of course, differs from that of Keynes in focusing upon 
the money stock, rather than the long rate, as the target of Central Bank action. 
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