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KEYNES'S THEORY

The rise of Keynesianism is obviously one of the most striking intellectual, social
and even cultural phenomena of the twentieth century, and it is closely associated
with political developments of great significance. Keynes’s own expectation that
his General Theory would ‘‘revolutionise—not, | suppose, at once but in the
course of the next ten years—the way the world thinks about economic prob-
lems™"' turned out to be astonishingly accurate: the book had an enormous
influence on the development of economic thought. Moreover, the rise of Keyne-
sianism was intimately related to the rise of the welfare state: it provided the
intellectual basis for the policy of maintaining a high level of employment, and
was linked to the idea of spending for social welfare purposes. One can even
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argue that the rise of Keynesianism had an impact on the development of general
Western culture since World War II; the values and beliefs associated with this
doctrine—its optimism and mild collectivism, the belief that a new depression
could be avoided permanently and especially the idea that spending. even waste-
ful spending, was better than thrift when any ‘‘involuntary uncmployment™
existed—these all tended to undermine the individualistic values of an carlier
day.

Given all this, it is odd that so fittle is known about the nature of the process by
which Keynesianism emerged. Not surprisingly, the economists who have pro-
duced most of the literature on the subject typically take a positivist line, The
“Keynesian revolution is seen essentially as an *‘intcllectual breakthrough,™" a
milestone in the advance of the discipline-—a view, incidentally, shared even hy
the few historians who have studied the subject in any depth ?

But if there is one thing that work in the history of science over the past thiee
or four decades has shown, it is that the development of even the natural scicnces
cannot be understood in essentially positivist terms. It follows for obvious rea-
sons that there are particularly strong reasons for assuming that the evolution of a
social science like economics has to be seen in its social and cultural context. In
the present case, this means more than merely admitting that in the {930s. when
Keynes’s views took shape, unemployment was a pervasive social problem
intimately related to basic political problems, i.e., that social concerns merely
provided the occasion for theoretical development. 1t is rather to be assumed that
the whole matrix of social attitudes and values was organically related to the
particular form the theory took and to its eventual success in the world as well.

Notions of this sort are common enough. Keynes himself analyzed the triumph
of Ricardian economics in similar terms:

The completeness of the Ricardian victory is something of a curiosity and a mystery. i must
have been due to a complex of suitabilities in the doctrine to the environment into which it
was projected. That it reached conclusions quite different from what the ordinary uninstructed
person would expect, added. I suppose. to its intellectual prestige. That its teaching, trans-
lated into practice. was austere and often unpalatable. lent it virtue. That it was adapted to
carry a vast and consistent logical superstructure, gave it beauty. That it could explain much
social injustice and apparent cruelty as an inevitable incident in the scheme of progress. and
the attempt to change such things as likely on the whole 1o do more harm than good.
commended it to authority. That it afforded a measure of justificiation to the free activitios of

the individuat capitalist, attracted to it the support of the dominant sociat forces behind
authority.?

The problem. however, is to go beyond a highly abstract treatment of this sort—a
treatment so broad, so lacking in empirical content, that people are free either to
accent it or reject it as they please.

But how is it possible to study the process through which ideas take root? One
can assume in general that conceptual change has both “‘social’” and purely
intellective components {(where the word social is used as a kind of shorthand
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relerence to all nonintellective factors). But'how can one determine where the
balance should be struck?

What I propose to do here is to examine the logic of Keynes's arguments in the
General Theory, This will involve a more or less conventional interpretation of
his assumptions in mathematical terms and then some manipulation of those
assumptions to draw conclusions which will then be compared with assertions
Keynes made in the hook. Because of the nature of mathematical reasoning - in
the final analysis because of the definition of a mathematical demonstration®—
any divergence will be evidence of the faulty logic of the nonmathematical
argument; mathematical reasoning, assuming it is carried out properly, is ncces-
sarily compeiling from a purely logical point of view. The aim. however, is not
ty attack Keynesjan theary 39 an end in itwelf. Indeed. the points made here in
large measure ¢cho the conmon criticisms that were directed against the theory
from the very start. The only thing that is new, I believe, is that the arguments
are developed explicitly on the basis of an analysis of the internal structure of
Keynes's argument—they are not simply counterarguments that are raised
against it from the outside.

What this analysis will show is, first, that there is a bias in Keynes's argument
and. second, that this bias is systematic: the effectiveness of spending is exagge-
rated, saving is denigrated and the negative consequences of a policy of spending
arc played down. All this will then be taken as a kind of license sanctioning in a
general way a social interpretation of the ideas in question. In other words, one
takes rational analysis-—this is, the view that ideas develop according to their
own internal logic and that the dynamic of conceptual development is essentially -
autonomous—as far as it goes. and only when it breaks down does one bring in
nonintellective factors. This procedure, of course, has no absolute validity; ideas
that develop along purely rational lines (in mathematics. for example) may
nevertheless be highly conditioned by social factors. while defective reasoning
may have no social cause at all—the Himited intelligence of the author, or even
mere carelessness, may be sufficient explanations in themselves.” | take the
notion that “‘social’’ interpretation is valid only to the extent that a defect in logic
is first demonstrated solely as a working hypothesis: the idea is that the less a
conclusion is able to stand on a firm, logical base, the more plausible it is to
assume that it was shaped by social factors.® Moreover, it is plausible to assume
that the particular nature of those factors can be inferred from the nature of the
divergence between the assertions in the text and the conclusions yielded by the
muathematical analysis: the nature of the bias, in other words, will point to the
social determinants of the argument.

The limitations of this method are obviocus, but there is one basic point to be
made in its defense. One can, of course, write history from whatever point of
view one likes. One can take as one’s premise the idea that social Factors
nccessarily predominate in the shaping of a doctrine like Keynesianism. or the
basic assumption might be that the development of a theory of this sort has to be
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understood in essentially inteHective terms. But il the aim is to grasp the basic
nature of the process by which such a theory emerged, interpretations of this sort
simply will not do. If, for example, the problem is to assess the degree to which
Keynesianism has to be interpreted in social terms, we need a method which docs
not provide the answer in advance (by adopting it as a premisc), but rather onc
which allows the empirical and analytical evidence to have a significant bearing
on the answer. A method of this sort, no matter how crude and imperfect it is, is
preferable to one which is in the final analysis nothing more than an argument
from preconception. At the very least, therefore, the analysis should throw light
on the nature of doctrinal change in a field like economics: Is it the power of
reason and the cogency of open-minded argumentation which basically deter-
mine the development of theory, or do ideas essentially owe their power to the
values with which they are liked and to the social and political functions which
they serve?

Because mathematical analysis provides an objective way of testing, al least to
some degree, the intellectual quality of the theory, it enables us to et a handie on
this kind of problem. It will therefore play a fundamental rote here. The methods
used are not very abstruse—basically just some differential calculus and high
school algebra. But the use of calculus is not commen in historical work, and
many readers might not be able to follow the mathematical analysis in the next
few sections in any detail. Anyone willing to skim through these sections and
accept their conclusions on faith will not, however, lose much of substance: the
main thrust of the argument can be understood even by those with no mathemati-
cal training at ail.

The Postulates of the General Theory

The study of Keynesianism must begin with a close analysis of its most basic
book, Keynes's General Theory of Employment, Interest and Money. What were
the postulates of this theory? Or perhaps it might be better to begin with a
somewhat different guestion: Can the theory be reduced to a set of basic assump-
tions? This question is by no means trivial, since the book’s method was not
really deductive; much of it in fact takes the form of an extended discourse on
economic phenomena where any argument that came to mind could be used,
Nevertheless, what makes the discussion into a theory is that it does have a
conceptual core, which can be stated as a set of axioms; if that were missing, the
book would be little more than an amorphous string of ad hoc arguments. The
problem then is to state the axioms without doing serious violence to the spirit of
the work as a whole. But the task is not hopeless. This analysis will be based on
the conventional interpretation that emerged in its fundamentals shortly after the
General Theory was published.

In this interpretation, the markets for tabor, goods and money are analyzed
separaicly, and the analysis can be translated into mathematical terms. In each
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market demand is set cqual to supply; this equilibrium condition can then be
represented by an equation. Taken together, these equations define a general
cquilibrium toward which the economy is assumed to move. The process of
change, that is, the question of dynamics, is thus not the focus of analysis. But
the effect on equilibrium of changes in the underlying parameters of the system
can be analyzed; this is what economists call comparative statics.

Although Keynes was not as explicit about this as he might have been, there
Can be little doubt that the General Theory was a theory of this sort. This is
evidenced first by the centrality of the notion of “‘equilibrium’’ in his analysis
and second by his immediate—indeed enthusiastic-—acceptance of the early
simultaneous-equations interpretation of his theory by John Hicks and Roy Har-
rod. Hence, claims that the simultaneous equations model was 2 gross distortion
of Keynes’s theory must be unconvincing.”

'n the General Theory, Keynes began with the tabor market. In the classical
theory as he presented it, the two equations which together determined equi-
fibrium in this market—the equations for the supply of, and the demand for,
labor—by themselves determined both real output y and the real wage wip
{where w is the money wage and p represents the price level). For a given
“production function’” defined by the technology and the capital stock, relating
real output to the input of fabor (N), with the usual properties that increasing
lubor input also increases real output (i.e., that labor has a positive marginal
product) and that the increase in output for each additional unit of labor dimin-
ishes as the total amount of labor increases (diminishing returns to scale), the
demand for fabor is determined, under the assumption of perfectly competitive,
profit-maximizing firms, by setting the real wage equal to the marginal product
of labor. In mathematical terms,

y = y(N)

y'(N) >0, Y'(N) < 0 (n

y'(N) = &, @

In the classical theory the supply of labor, according to Keynes, depended
directly on the real wage: N = N.(w/p). But putting this equation together with
Eq. (2) would yield two equations in two unknowns: it would thus be possible to
solve for both the real wage and the level of employment; substituting in Eq. (1),
this would define real output as well.

How then could deep and persistent unemployment, of the sort Britain suf-
fered from for most of the interwar period, be explained? If the classical postu-
lates defining the equilibrium level of employment were to be maintained, then
the problem could only be due to a sclerotic mechanism of adjustment. In that
case, the relevance of the underlying theory would be sacrificed: the concept of
“equilibrium™ would have little practical significance. If the clarity, simplicity
and manageability of the equilibrium method of analysis were not to be lost, too
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much importance could not be attached to the adjustinent mechanssor i cqm
tibrium approach had to be salvaged in some win

Or to make the same point somewhat differently i theoty whsch b d thor
the supply and demand functions for lubor by themselves tully deteramed 1
level of employment simply denied that [actors outside the labor mathet could
have more than a transitory influence on the real side of the cconomy. Bul it wus
evident that such factors—most obviously monetary [actors - had had a tremen-
dous bearing on cconomic activity in the whole period sinee 1914, The dramatic
shifts in the level of employment and output in this period were clearly not 1o be
imputed merely to changes in the production function or in the labor supply
curve. How could this perception be integrated into the analysis? At least one of
the classical labor market postulates had to be altered. But which one?

The demand for labor function was based on the assumption of perfect com-
petition. 1f this assumption were abandoned. that is, if the fact of oligopoly were
recognized, then the demand for labor would no longer be a function solely of the
real wage, and the labor market would no longer by itself determine real ouput
and the level of employment. Keynes would then have the opening he needed;
changes in spending and the money supply could then be shown to have an effect
on real economic activity. _

Keynes did not take this route, explicitly accepting the classical postulate on
the demand for labor.? His reasoning remains somewhat obscure. Bid he consid-
er challenging the assumption of perfect competition, but then decide that this
would be taken as too radical a departure? Much of the rationale for capitalism
was based on the argument that perfect competition guaranteed the most efficient
alfocation of resources, and although oligopoly was a fact of life in many sectors
of the economy, it was important to maintain the idea that the economy at least
worked as though it were a system of perfectly competitive firms. To deay this
might be interpreted as an anticapitalist position. Can one assume that someone
as politically sensitive as Keynes, and so concerned that his work affect policy,
maintained the assumption of perfect competition on the basis of this kind of
consideration?

Unfortunately, there is little evidence one way or another. We know only that
Keynes gave little attention to the question. Presumably if he discussed these
issues with anyone at all, it would have been with his close collaborator Joan
Robinson; her Economics of Imperfect Competition was first published in 1933,
Yet according to Mrs. Robinson, Keynes was not “‘much interested in imperfect
competition,”” and this is a view borne out by a rapid survey of the Keynes
papers.?

In any case, given Keynes’s acceptance of the classical argument about the
demand for labor, he had little choice but to challenge the assumption about labor
supply.'® But here too there is a problem of interpretation. He rejected the
classical postulate about the supply of labor being a function of the real wage. but
did not say unambiguously what he proposed to replace it with. 1s the amount of
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Labew odtered sodely ot bon ol the moniey wape N Notwy ' Ihd he make the
steegres s thiet the Fanotion bad anbinte sdope that s that moenes
woap sowr e dirtrrmaee Jdcaopermendy ow Y

1

Lrwhere w e constanty ' AT e
v brene B vy these Rmds od thengs bat o b this was anartilact of
weethani rchuc e o inabshity o b part to conduct the anaby s s tunchanal
terms. Keynes considered the ellect ol Tabor “oflermg s services at a graduoally
diminishing money-wage.”" and not the effect of an upward shift in the labor
supply function.'' For it is clear that he did not believe that the money wage was
determined exogenously, as the function w = w, would imply. Indeed. he
explicitly stated that the wage unit tended to rise when demand increased.'? Nor
did he ever contend, in so many words, that the price level had nothing at all 1o
do with the supply of labor. In fact, at the beginning of the book, where he dealt

with the question most directly, he was always careful to temper his assertions
with a qualifying phrase:

In other words. it may be the case that within a certain range the demand for labour is for 2
minimum money-wage and not for a minimum real wage,

Now ordinary experience tells us, beyond doubt, that a situation where labour stipulates

Gvithin limits) for a money-wage rather than a real wage. so far from being a mere possibility.
is the normal case.t?

From this it seems that the most one can infer is that labor supply is determined
by both money wages and prices, but in some sense more by wages than by
prices—that is, that an equiproportionate rise (or fall) in both does have an effect
and, in fact, increases (or, respectively, decreases) the amount of Iabor offered.
To formulate this relationship in mathematical terms, we assume that the labor
supply function is not homogeneous of degree O and that in fact

- N, BN,
N = N, (w, p), S >0, P = 0,

3N, . BN .
S + op > 1. R))

w
P
The proof of this equivalence is sketched in Appendix 1.

An assumption of the sort Jaid out in Eq. (3) is sometimes said to presume the
existence of ‘‘moncy iflusion’’ on the part of labor. The other versions of the

. Keynesian labor supply function mentioned above, N = N (w) and w = w,,, are

in fact special cases of this assumption; so whatever is proved on this basis must
foltow also for these special cases.

Putting Eqs. (2) and (3) together will simplify the final system somewhat. By
Eq. (2), w = py'(N). Substituting in Eq. (3) yields N = N_(py'(N), p), which
defines a new equation, N = N(p). Similarly, y = y(N) = y(N(p)) defines the
new function y = y(p), which will be called, using this term to mean something
other than what Keynes meant by it, the aggregate supply function. To find the
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stope of these functions, differentiate Eqs. (2) and (3) with respect to p, and
solve for dN/dp:

dN 1 dw w

TN) = = = — 55

dp pdp P’

— oy N LW

50 4o (N} dp P
dN BN, dw BN, _ BN, N w o BN,
dp dw dp &p Bw d p Sp

o dN _ (w/p) BN/dw + &N,/op
dp I — py” (N) 3N, /éw

ft follows immediately from previous assumptions that dN/dp is positive, and
thus dyrdp = y’(N) dN/dp is also greater than zero. Thus summing up the
assumptions made so far, we have

y = v.(p). y.' (p) > 0. 4

An important conclusion about the shape of this curve immediately follows.
Since the supply of labor is physically finite, it is obvious that there exists an N*
such that N(p) is less than N* for all p. The N{p) function is thus bounded from
above; let N be the least upper bound. In that case N{p) must approach N
asymptotically; similarly, y,(p) must approach a value § = y(N) asymptotically
(see Figure 1}.

Note that if we allowed the labor supply function to be homogeneous of degree
0. so that we could rewrite Eq. (3) as N = N (w/p), we would have

§_§5.— '(‘_N_)..I_ S_sz_.. ’(E)\_N_
S = N, o /P and 3p N, 5%

P P
SO:Y.?E&*. u.a_.I:J...kz 0,
p 8w dp

and therefore N'(p) = y,'(p) = 0. This is what Keynes defined as full em-
ployment; ‘‘involuntary unemployment’’ referred to a situation where N'(p) >
0. The flat portions of the N(p) and y(p) curves thus approximate a ‘‘full
employment’* situation — one, that is, where shifts in demand have no effect on
the tevel of employment. But strictly speaking the nonhomogeneity assumption
means that full employment in Keynes's sense is simply not possible—a point
Keynes himself seemed to recognize when he pointed out that the classical
postulate about labor supply (which he was clearly ruling out, on both empirical
and theoretical grounds) corresponded to the case of full employment. 14
Equation (4) may be taken as summarizing the assumnptions about the labor
market — or the **supply side,”” to use another conventional term. To complete
the system, we need the postulates for the *demand side,”’ i.e., the markets Tor

Figure 1.
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poods and money. These can be set out rapidly. Total spending Y is equal 1o
revenue from the sale of output: Y = yp. In a three-sector cconomy, Y is
composed of consumer spending C. business spending or “investment” | and
government spending G: Y = C + 1 + G. The first assumption is that real
consumption ¢ = C/p depends on real income Y/p. which is identical to output y.
and that when real income increases, so does real consumption, but not by as
much. in other words there is a *‘consumplion function’ ¢ = c(y) such that 1 >
¢'(y) > 0. It should be pointed out that in the General Theory Keynes presented
the consumption-function in a somewhat different way: the variables were mea-
sured in terms of the wage rate, rather than in terms of the price level. But
defining the function in real terms, i.e., deflating by p instead of w, does not
change any of the basic conclusions. As noted above, Keynes’s admission that
the wage rate rises with increasing demand excludes the idea of an exogenousty
determined money wage: once one rules out the possibility of a labor supply
function of the form w = w,, it can easily bc verificd by making paralicl
calculations that the analysis based on a consumption function defincd in real
terms yields essentiaily the same conclusions as one using a consumption func-
tion whose variables are measured in terms of the wage rate. The change we arc
making here will serve to clarify certain features of Keynes’s analysis; in particu-
lar, it will help us understand why Keynes defined some of his variables in terms
of the wage rate in the first place. But the ultimate justification for the shilt is that
in the General Theory variables defined in terms of the wage unit were explicit
surrogates for “‘real”” variables, and there is no need to be bound by a substitute
when one can use the genuine article.'*

Next, in Chapter 11, Keynes assumed that investment depends on the interest
rate r in such a way that when r rises, 1 falls: 1 = Kr), I'(r) < 0.7¢ Therefore,
defining real government spending g = G/p, we have

YZC(yHI—S—)Jrg, 1 >¢ (y)>0, '(n=<¢ (5

Finally, equilibrium in the money market closes the system. The demand for
money L, according to Keynes, has two components: an upward-sloping transac-
tions demand L,(Y) and a speculative demand L,(r) with negative slope. Their
sum yields the liquidity preference function: L (Y, 1) = L,(Y)} 4 Lyr). In
equilibrium, demand for money must equal the money supply M, which is
treated as a constant; so {substituting py for Y) we have'?

M = L (py) + L(1), L/(py) = 0, L (ry < 0. (6)

Equations (4) through (6) sum up the postulates of Keynes's system. We are
now in a position to compare the arguments in the General Theory with conclu-
sions yielded by the mathematical maniputation of these equations as a way of
gauging the degree to which the theory can be understood in essentially intellec-
tual terms, and as a first step toward considering alternative social explanations.
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The Theory of the Multiplier

Consider first the theory of the multiplier. There can be little doubt about the
importance of the multiplier doctrine in the General Theory, As Keynes himeelf
wrote, *'about half the book is really about it. """ The doctrine itself. a< outlined
{or example in Chapter 1) of the book, can be summarized briefly: once again, the
only significant change is that the variables will be measured in rcal terms. instead
of in terms of the wage rate. In a two-sector economy, where income is divided
into consumption and investment, ¥ = C + l:soy = ¢ + . where i = ¥p
represents real investment. Given the consumption function ¢ = c{y). where | >
¢’(y) > 0, and treating i as exogenous, we have y = ¢(y) + i. Differentiating with
respect to i and solving for dy/di yields the investment multiplier:

dy ot
d " T-c¢ iy

This, the argument goes, tells us how much of an increase in real income an
increase in real investment will generate; you simply multiply the increase in real
investment by the multiplier to find out how much increased income is produced.
Since ¢'(y) is between 0 and |, the multiplier itself must be greater than 1. and
thus an increase in investment—or for that matter in any exogenous component
of spending-~is more than matched by the increase in income it causes.

How does this particular doctrine relate to the line of reasoning developed in
the General Theory as a whole? The larger argument insisted on the importance
of integrating real and monetary phenomena. At the very beginning of his book
Keynes had criticized what he called the classical theory for assuming a neat
disjunction between the two—Tfor assuming, that is. that the demand and supply
for labor functions, taken together, determined by themselves real variables like
the levels of employment and output, whereas the rest of the system could only
influence things like the price level. His point was that forces outside the labor
market, summed up in what he called effective demand, could affect real out-
put.!® But note how the multiplier analysis is couched in exclusively real (or in
Keynes's case, guasi-real) terms: | wdeed, the multiplier argument is laid out

“before such monetary phenomena as hiquidity preference—crucial. as will be

seen, for Keynes’s theory—were even introduced. And in fact Keynes had come
to accept the multiplier theory as early as 1930, long before the General Theory
as a whole had been developed.?!

Thus the multiplier doctrine did not develop from basic assumptions about the
system as a whole, and it was not derived from these assumptions in the book.
But how is all this to be taken? Perhaps by “‘working backwards™ Keynes had
developed a theory that would yield the multiplier as he had presented it. And
perhaps the multiplier was inserted at this point mainly for heuristic purposes,
i.e., not to be taken at face value, but serving primarily to “*hook’" the reader by
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giving nothing more than a foretaste of the real argument. But if this is so, onc
would expect the analysis of income determination in the broader theory to be
worked out independently; the multiplier would be derived solely from the postu-
lates of the theory as a whole, rather than carried over intact {rom the original
simple analysis. This is the only logical procedure. But what Keynes did was to
consider the original multiplier analysis as valid ‘‘as a first approximation.”
Maonetary factors were viewed as having inere ““repercussions™ on the analysis,
increasing its complexity, but not as aflecting it so fundmnentally as to call for a
fresh analysis; labor market effects were not considered at all.?!

The validity of this point of view can be tested by comparing the multiplicr
implied by the theory as a whole with the simple multiplier Keynes continued lo
use. To do this, it is necessary to consider the general theory as a set of n
equations in n + | unknowns, that is, the Egs. (4) to (6) in the four variables y,
p. tand g (where g can be taken either as real govermment spending or, in a two-
sector model, as the exogenous component of either real consumer spending or
real investment). Under the usual conditions the variables y, p and r are thus
determined as functions of g; the multiplier dy/dg is thus weli defined, and can be
determined by differentiating the three equations with respect to g via the chain
rule, and then solving for dy/dg. The calculation is straightforward and onty the
result will be presented here; for the full calculation see Appendix II. The
muttiplier yielded by the general theory, giving the effect on real income of an
exogenous change in real spending, is thus

dy _ o ' :
dg {1 —c¢" WM+ W (L, (py)Ly (0] (1+yipy (p) + Up'y (p)

n

The corresponding simple multiplier would be {1 — ¢'(¥)].

What conclusions are to be drawn from this analysis and how do they dilfer
from Keynes's assertions in the General Theory? First, it follows from previous
assumptions about signs that the two final terms in the denominator of Eq. (7) are
positive. Therefore,

o1 dy
—-——,-"""’“‘>“—"‘>0.
I —c (y)" dg

Retaining the simple multiplier, even as a ‘‘first approximation,’” necessarily
exaggerates the effect on real income of an exogenous increase in real spending.
Nothing in the assumptions rules out the possibility that the differcnce between
the two might be substantial.

The second point is that it is possible to make certain empirical assumptions
that will enable Eq. (7) to collapse into the simple multiplier that Keynes took for
granted. In the version of the Keynesian theory used here, where the consump-
tion function is defined in real terms, it would be necessary both that y.'(p) be
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infinite and that either L,'(r) be infinite or I'(r) be zero. The first condition.
however, about the aggregate supply curve. does not hold in general. Since

y.'(p) = (wip) {dN/dp)

it is easy to sce from the formula for dN/dp above that ¥_'(p) is greatest (taking
w/p and y"(N) as given) when AN, /ép is negligible and 4N /9w is infinite. or.in
other words, when the labor supply function has the form w = w,,. Even for this

case, however, the slope of the aggregate supply function would in general be
finite:

. _wdN - . = o dN
y. (p) = P—dm y. (p) = y (N(p)). vy (pr =y (N} Mdp :
\ W, dN w
if y' (N) = =2, "(N) — = — —2;
y p2 y ) dp D
[38) " } =__lv_%_
soy., (p P

It is thus necessary to assume also that y"(N} be negligible. i.e.. that the economy
is in the area of the production function approximating constant returns to scale.
As for the second condition, while it has sometimes been assumed that invest-
ment is not particularly sensitive to the interest rate. Keynes himself did not
argue along these lines, tending to stress the liguidity preference function,?2

Was it the case, however, that Keynes assumed that for a great depression the
necessary empirical assumptions may be taken as valid. and thus that the simple
multiplier he presented was essentially correct? Even putting aside the point that
the theory claimed to be general—that it did not bill itself as *‘depression eco-
nomics’ it is important to note that Keynes did not make any of these assump-
tions, even when analyzing depression periods. To be sure he alluded to the
possibility of what came to be called a “‘liquidity trap,” i.c., that L,'(r}) = —».
But he treated it as a theoretical curiosity: “‘whilst this limiting case might
become practically important in future, [ know of no example of it hitherto.”"2?

As for the assumption about the supply of labor, it has already been pointed
out that Keynes did not assume in general that this had the form w = w,,. This
function, moreover, was tantamount to an assumption that kabor is in a position
to dictate the money wage. Given that. it is important to note that whatever the
general validity of that assumption, it was actually weakest for periods of mass
unemployment, a point Keynes himself admitted in the book: *‘Labour is not
more truculent in the depression than in the boom—far from it.”"2?

This is not to imply that issues like the degree of liguidity preference and the
shape of the labor supply function have little theoretical interest. It is clear from
Eq. {7) that the analysis is crucially, rather than just marginally. dependent on
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assumptions about liquidity preference and about the labor supply’s relative
insensitivity to the price level. For if either y."(p} or L, '(r). relative to I'(r}, were
close to zero, that is, if the economy were on the flat part of the aggregate supply
curve or if Keynes had greatly exaggerated the importance of liquidity prefer-
ence, then the whole multiplier would be close to zero as well. In that case,
exogenous changes in spending could have only a negligible eflect on the level of
cemployment.2¥ Thus in judging the validity of the multiplier analysis. there are
two problems w consider. First, how well are the implications of the assumption
about labor supply taken into account in the elaboration of the Keynesian sys-
ten? Second, how well established (from a strictly logical point of view) is the
liquidity preference doctrine?

We have already seen how the assumption about the nonhomogeneity of the
labor supply function implied an aggregate supply function of the sort itlustrated
in Figure 1. By the same kind of analysis, one can easily verify how Eqs. (3) and
{6) define, taking M and g as parameters, what can be called an aggregale
demand function y(p) with negative slope: differentiating Eqs. (5) and {6) with
respect to p and solving for dy/dp yields '

—1" (r) L,” (py) y/pL," (r) — l/p?
[T -ty + L, (pyVLy (1~

Yo' (p) = (8)

By inspecting the sign of each terms, it can be readily scen that the numerator is
negative while the denominator is positive, so that the fraction as a whole is
negative. Putting the aggregate supply and demand curves together, as in Figure
2, it is easy to see how shifts in the demand function, due to changes in the values
of the parameters, change final output and the price level.

Thus assume that the aggregate demand curve has moved up from y, to $,, for
its entire length by an amount a. Clearly equilibrium output has gone up only by
an amount b, which is less than a. It is as though the increase in the price level
from p to p’ has consumed much of the increase in demand. If we are on the flat
portion of the y_ curve, the great bulk of the increase in demand will be taken up
in this way. All this is fairly clear. How is this dealt with in the General Theory?

The important thing to note is that while Keynes recognized that part of an
increase in demand is consumed by a rise in prices (attributing it, however, to
secondary factors like bottlenecks between goods, rather than deriving it from
purely macroeconomic assumptions), he tended systematically to play down this
kind of effect.?® Thus he did not even include price effects in the list of “*off-
sets’” to be taken into account in actually estimating the multiplier.2” It is the
presumed fall in the marginal propensity to consume c'(y) rather than price
effects that he sees as dampening the multiplier as full employment is
approached.?®

It is characteristic of Keynes’s approach that throughout the book the supply
side is slighted, in spite of the fact that a key assumption on the supply side—the
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nonhomogeneity of labor supply—was one of the basic assumptions of the theo-
ry. Demand is seen as fundamental in itself: he preferred to tatk about changes in
the quantity of effective demand, rather than shifts in the aggregate demand
function. The cumulative effect of this is to give the reader the impression that
when demand increases by an amount a, as in Figure 2, so more or less does real
output.??

The neglect of the supply side and the consequent playing down of price
effects must be understood in the context of Keynes's desire to “*sell’” his theory
and see his policies implemented. For the way he developed his argument served
to exaggerate the effect of increased spending on real output, and served also to
obscure the inflationary effects of a policy of spending. What is peculiar about
this is that the policies he advocated were inflationary almost by definition: for he
defined ‘“‘involuntary unemployment,”” which was the only kind of unemploy-
ment he was really concerned with, as unemployment which would diminish if
the price level went up (relative to the wage unit) as a result of shifts in
demand.™

Given the definitions and assumptions which were the point of departure for
the theory, it was something of an intellectual feat to create the impression that
price effects were relatively unimportant. One of the devices Keynes employed
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to create this effect was the use of the money wape as the unit of account Th
Eq. (5) would have to be rewritten:

Y N ( Y ) Lin G
—_— == — -+ o,
w ¢ W w w (5%}

where C/w = ¢*{Y/w) is the consumption function as Keynes had it. Now if the
wage rate is viewed as determined exogenously “‘by the bargains reached be-
tween employers and employed”'—and Keynes insisted in the chapter where he
surmmed up his argument that it could ‘*sometimes’ be regarded in this way--—
then w would be a constant in Eq. (5%).7% This eqguation together with Eq. (6)
would then be a system of two equations in the two unknowns Y and r (since G
and M are taken as constants); given the usual assumptions, money income and
thus income measured in terms of the wage rate would therefore be determined.
Assuming a connection between the latter variable and the amount of labor used
would mean that the level of employment would also be determined.?? The effect
of all this is to restore much of the hermetic separation between the supply and
demand sides that Keynes had attacked in the classical theory, except that now it
is the demand side that is seen as the more important of the two in determining
real output and employment.

The assumption behind the argument was, however, extreme. The idea that
the wage rate was determined exogenously, or equivalently that the labor supply
function could be reduced to the equation w = w,,, simply did not follow from
the basic discussion about supply and demand for fabor in chapler 2. and indecd
later in the book, Keynes very explicitly recognized that ‘‘increasing clfective
demand tends to raise money wages.” >3 Why then did he avoid a more general
assumption about labor supply, for example, even the assumption that it de-
pended solely on money wages [N = N_(w)]? Partly it is because the assumption
w = w,, fit in with his tendency to play down the role of the supply side and
ignore price effects, for in that case it is the demand side that determines every-
thing. But also it was because any more general assumption would have yiclded a
more complex interaction between the labor market and the rest of the economy;
the analysis of systemic effects would have called for more mathematics than
Keynes was willing or able to provide.

The Defense of the Liquidity Preference Theory

This point will perhaps become clearer when we turn to one of Keynes's
arguments about liquidity preference. The importance of this concept is obvious.
Not only does the degree of liquidity preference have a crucial bearing on the size
of the multiplier, but as Keynes stressed. it also plays a key role in determining
the effectiveness of monetary policy.3* The concept is basic to all variants of the
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o b oarca i keanes s anabyss facob Vince bor evample charped him wath
assepmig ol grossty exaggerated importance We are net concerned here with the
nature of these criticisms or with the substantive question of whether Keynes was
right; our sole interest is the way Keynes handled the attack. Could Viner's
charges be tested? Keynes said that if Viper were correct, then “*a small decline
in money-income would lead to a large fall in the rate of interest,”’ and experi-
ence showed that this was not true.?®

But what in the context of the model does this mean? That dr/dY is high if
L,'(r) has a low absolute value? But dr/dY has no unambiguous meaning in the
context of the model. If the model is limited to endogenous variables—ex-
ogenous unknowns being taken as given—then all variables are determined: you
end up with points, not functions, and the derivative as such is therefore not
defined. Of course, one can relate money income to the rate of interest if both are
functions of some exogenous variable x, but then the particular relation would
depend upon which variable x is chosen. Thus instead of dr/dY one would have
(dr/dx)HdY/dx). which, if Keynes were right, would depend inversely on L, tr).
But what is the source of variation to be? Let the exogenous variable be the
money supply M, for example. The endogenous variables can all be conceived of
as functions of M. Since Y = py,

dy _ dy o dp

am P M dM
SO

E_'!.zl(ﬂ_ Lfﬂ)

M " piam  Yam /-

LetY = Y, {p) = py, (p). Then

dY

Y _ v, 9 dp _ 1 d¥
aM - Ys P g and

dM Y. (pydM’
Therefore

dy _ 1o yY, (pdY
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Differentiating Eq. (5) with respect to M yields

G L L dp
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Substituting for dy/dM and dp/dM and rearranging terms. we get

de'dM (1 = ¢ (y)U — y/Y. (ph + UpY. (p)
dY/dM () '

Note that L,'(r) does not enter into this fraction: and since a low L,"(r) does not
in itself imply anything definite about the vaiue of the various terms in this
fraction—it does not guarantee, in particular, that either p or Y,'(p) or 1'(r) will
be low—Keynes's claim turns out in this case not to be valid.

On the other hand, the exogenous variable may lie outside Eq. (6). Let x be
any such parameter (marginal propensity to consume in a lincar consumption
function, real government spending and so on). Then differentiating Eq. (6) with
respect to x yields

__ ' dy ' dr
0=L' (MG +Ly 05,

and thus
de/dx. _ —L," (Y)

dY/dx Ly (0

which is greater than zere. This conforms to Keynes’s claim: if L,'(r) were
small, a small deciine in money income would correspond to a large fall in the
interest rate. But what all this means is that Keynes was wrong in claiming that
the statistical relation between r and Y was a test of the liguidity prelcrence
theory. Even assuming the basic validity of the theory as a whole—a dubious
assumption, since it is precisely this which presumably is being questioned —the
presumed relation depends on the particular parameter, or set of parameters,
whose shifts cause the variation in r and Y.

This is significant mainly for what it reveals about Keynes’s mode of argu-
mentation. As in the case of the multiplier, his defense of his liquidity prelerence
argument was purely verbal. A simple mathematical analysis shows how Key-
nes’s analysis was misleading; it also indicates that the nonmathematical method
was fundamental to Keynes’s reasoning, for a number of key arguments could
not have remained intact if they were recast in mathematical terms.

Capital Formation and the Propensity to Save

One final example might suffice to clarify the connection between the very
strong conclusions typical of Keynesian doctrine and the dubious logical lounda-
tion on which they rest. Consider Keynes's argument that a low propensity to
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consume, that is, a high propensity to save, holds back the growth of capital. *’
From the standpoint both of policy and of historical analysis. this is a very
important contention. Nevertheless, it can be shown that the basic assumptions
of his theory imply quite the opposite and that a decrease in the propensity to
consume actually increases real investment (and thus the rate of capital growth),

To show this, it is first necessary to define what is meant by an increase or
decrease in the propensity 1o consume. Since the ‘‘propensity to consume™ was
defined in the General Theory as a function (p. 90)-—-in fact, as the copsumption
function—an increase would be a rise in that function for all values of y, and a
decrease would similarly be an across the board lowering of it. Consider there-
fore a rise from ¢ = &(y) to ¢ = c*(y) (or equivalently a fail from c* to &). Then
for any y, ¢*(y) > &(y). Let c(y, m) = mc*(y) + (1 — m)é(y). {This function of
two variables can be thought of as defining a continuous process, controlled by a
parameter m, for ‘*moving’’ the function from ¢ to c*; as m moves from O to |,
the function goes from & to ¢*.) Then for all msuch that 1 =m =0, 1 > dc/dy >
0: since 8c/By = mc*'(y) + (I — m)&'(y), dc/dy is positive because both c*'(y)
and ¢'(y) are positive, and both m and 1 — m are nonnegative, with at least one
of them being positive. Furthermore, let €'(y) equal the greater of ¢*'(y) and
&'(y). Then 1 > &'(y) = m&'(y) + (1 — m)&'(y) = mc*(y) + (1 — m)ié'(y) =
Sc/by. Moreever, 3¢/dm = c*(y) — &(y); so 8c/dm > 0. Then Eq. (5) can be
written in the following form:

- 1) B g 0 - :
y = cly.m) + > +g.l>ﬁy >0.8m>0.llr)/..0 (3%

Taking g and M as constants, Egs. (4), (5') and (6) thus form a sct of three
equations in the four unknowns y, r, p and m, and thus all the other variables arc
determined as functions of m. In particular, real investment i = l{rim))/p(m) =
ifm). The question then is whether i(0), real investment corresponding to the
lower propensity to consume &, would be less than i(1), which corresponds to the
higher one ¢*. Keynes claimed that it would. and it is this claim that will now be
tested.
First, differentiate Eqs. (4) and (6) with respect to m, and solve for dr/dm:

dr ~L,"(py) ¥ ) dy
LA + = (9
dm L,'(r) P y., {py / dm )

Since the coefficient of dy/dm is positive, dy/dm and dridm bave the same sign.
Second, differcntiating Eq. (3') with respect to m, substituting for dr/dm from
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Eq. (9) and for dp/dmn from the differentiated version of Eq. (4). and then solving
for dy/dm yields

dy _ 5¢/dm
dm (1 = 8cidy) + Up2y,'(p) + 1" () L, (yp¥/pL," (0] Ip + vy, (p)l

1Y)

by inspecting the sign of each term in this fraction, it can easily be verified that
dy/dm is positive for all m between 0 and 1. Therefore dr/dm is also positive Tor
this domain of m. Next. since y = y (p). dy/dm = y.'(p) dp/dm since y,'(p) is
positive, dy/dm and dp/dm also have the same sign: so dp/dm is also positive.
Finally,

It follows at once from what has been shown about the signs of all the terms in
this equation that di/dm is negative for all m between 0 and 1. Thus the i(m)
function is downward sloping for this domain, and it therefore [ollows that i(1) is
less than i(0). In other words, a decrease in the propensity to consume neces-
sarily increases real investment. This is the opposite of Keynes's claim. In his
zeal to prove the virtue of even unproductive spending, Keynes denied to saving
a positive role in capital formation, a conclusion unjustifiable on the basis of his
own assumptions.

Method and Motives

Thus once again Keynes's failure or refusal to use mathematical analysis
allowed him to make misleading arguments—but particularly forceful ones,
characteristic of his whole doctrine. The doctrine could not have taken the form
Keynes gave it if the method by which it was developed had been more rigorous,
more appropriate to the questions posed and the assumptions posited.

Does it therefore follow that the defective logic of the theory was necessary to
its worldly success? I think it is clear that if Keynes had been more rigorous, the
conclusions to be drawn would have been much less striking than the conclusions
he actually drew. But a bland and highly nuanced analysis, granting every policy
its good and bad points, could not have had such an impact on the real world. A
more dramatic argument might be far more effective. As we have seen, the effect
of Keynes’s departures from rigor was to dramatize his argument: the benefits of
spending were exaggerated, and the possibility of inflation was minimized.

How much of this was deliberate on Keynes’s part? We cannot answer this
question definitively, but we can note a number of points. First, it is clear that
Keynes viewed the development of economic thought in “*political”” as opposed
to formaily rational terms; the power of an idea depended not on its ““truth™ or
on the logic of the argument that supported it, but rather on how persuasive it
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was. Persuasion was more important than proof; polemic was the midwife of
doctrinal change. New ideas were rooted in the economist’s intuition. ™ 1deas
were therefore not to be conveyed through a logical exposition, but rather to he
sketched in such a way that the basic notions could come through clearly. As he
wrote in 1934, when an economist writes economic theory ‘‘he is composing
neither a document verbally complete and exact so as to be capable of a strict
tegal interpretation, nor a logically complete proof.”” The idea was o give a
“simple statement, so o speak, out of alf the things which could be said,
intended to suggest to the reader the whole bundle of associated ideas, so that, if
he catches the bundle, he will not in the least be confused or impeded by the
technical incompleteness of the mere words which the author has written down,
taken by themselves.”’ It was the spirit of the argument that was important; it
would be wrong to examine it by focusing on detail: “*This means, on the one
hand, that an economic writer requires from his reader much goodwill and
intelligence and a large measure of cooperation; and, on the other hand, that
there are a thousand futile, yet verbally legitimate, objections which an objector
can raise.”” Rhetoric was thus more important than logic: “‘In economics you
cannot convict your opponent of error; you can only convince him of it. And.
even if you are right, you cannot convince him. if there is a defect in your own
powers of persuasion and exposition or if his head is already so filled with
contrary notions that he cannot catch the clues to your thought which you are
trying to throw to him,"*

This had fong been Keynes's view. Throughout his career his aim had been to
convince, exemplified in his deep involvement in politics and journalism
throughout the interwar period. Indeed. in his campaign against the Versilles .
treaty in the early 1920s, it is clear that he was writing essentialiy for political
effect. Thus the argument against reparation in The Economic Consequences of
the Peace was very much at variance with the theory of international trade. even
in the form it then had: Keynes simply assumed that the existing balance of trade
was relatively unchangeable, whereas the established theory stressed the ability
of financial movements (like the payment of an indemnity) to reshape the com-
mercial balance.* Given Keynes's grounding in the classical theory, it is hard to
avoid the conclusion that this was in some measure deliberate and that he was
trying to strengthen the case against the treaty by using the most persuasive—and
not necessarily the most valid——arguments. And in his second book on the
subject, A Revision of the Treary, it is clear that he simply ignored key evidence
which bore very direcily on his central argument. Thus at the end of 1920. the
French government had pressed vigorously for a plan, the “*Seydoux Plan™" as it
was called, to allow the Germans in effect to pay in paper marks. The scheme
would thus have largely solved the transfer problem. the ultimate obstacle ac-
cording to Keynes; although this scheme was widely publicized at the time, there
is not a word about it in the book.?! Clearly, Keynes was making a case, and
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wanted 1o use only what would strengthen the force of his argument. Accuracy
was a secondary consideration. If fallacious arguments—and Keynes still
thought that protectionist sentiment was rooted in fallacy—Iled to the desired goal
of revision, then ‘‘Heaven forbid that 1 should discourage them.”"4?

Of course, this campaign against the Versailles peace made Keynes onc of the
most prominent figures on the British (indeed, the international) scene through-
out the interwar period. He was extraordinarily active. in both academic and
public life. His collcagues in the economics prolession did not hold his political
activities against him; in fact, one has the impression that they sympathized with
his politics and were thus disposed to sympathize with his economics. According
to Jacob Viner, this was why he was never actively criticized for what Viner
termed his “‘defective’” analysis of the problem of reparation transfer. Referring
to The Economic Consequences of the Peace, Viner wrote:

As 1 recall it, economists at the time regarded its economics as undistinguished in general and
technically defective at some crucial poinis, especially in its treatment of the alleged difficul-
ties of ““transfer’” of reparations. But the political views which Keynes expounded with great
force of exposition were those which Anglo-Saxon liberals of the 1920's. including the
economists, shared almost to 2 man, and [ suppouse there then scemed little point in exposing
technical flaws in an economic argument which had the virtue of leading to the desired
political conclusions,4?

When he wrote this, Viner probably had in mind his old teacher F. W,
Taussig, a specialist in the theory of international trade and perhaps the most
eminent American economist of his generation. Taussig’s pronounced Ger-
manophilia during the period of World War I probably disposed him favorably to
Keynes.#4 In any case, it is clear that his liking for Keynes was one of the factors

that led him, as editor, to devote a whole issue of the Quarterly Journal of

Econemics to a discussion of the General Theory shortly after it came out—a
most unusual way to treat a new book, and one which signaled its importance to
the whole profession. Taussig, for example, urged Viner to begin his contribu-
tion to this symposium with ‘‘something about the man’s work in general. an
expression of the admiration which all cconomists feel for him. ™"

The style with which Keynes tackled the problem of unemployment was
similar to that which characterized his approach to reparation. Passion was more
powerful than detached, rational argument. Only shock treatment could really be
effective. *“Words™’, he wrote in 1933, “‘ought to be a little wild, for they are the
assault of thoughts upon the unthinking. *#® Arguments were a kind of battering
ram. The obiject of the General Theory. he told John Hicks. was “‘to press home
as forcibly as possible certain fundamental opinions—and no more. "4’ When his
friend Roy Harrod urged him to moderate his argument, Keynes replied that his
“‘assault’” should rather be intensified: ‘1 want. so to speak, o raise a dust.”™¥

Given all this. there can hardly be any doubt as to whether political concerns
played a role in shaping Keynes's theory. His was an argument designed to
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support conclusions intuitively reached in advance: the theory’s most distinctive
conclusions were not the result of a rational process which started from basic
assumptions and took them wherever they led. There is nothing very surprising
about this, nor is it, | imagine, uncommon in intellectual activity as a whole. In
conscyquence, however, the development of the theory must be interpreted in
largely nonintellective terms. The real question is whar these terms are.

The most obvious answer is that Keynes had intuitively understood that the
way to increase the level of employment was by expanding demand. but the
economists of his day had more or less rejected this policy, basing their argument
on the classical theory. Even today it is widely believed that economists before
Keynes denied that changes in spending could affect the level of output and that
the only way to cure the depression was to cut wages. It was therefore, the
argument runs, Keynes’s great contribution to clear up these misconceptions,
opening the way for a policy of spending and monetary expansion.

Unfortunately, this interpretation is based on facts which turn out to be false.
As one recent study has demonstrated, for example, “*a large majority of leading
U.S. economists’” had advocated policies which would now be considered
“‘Keynesian®” prior to the publication of the General Theory.*® Pigou. to Keynes
the epitome of a classical economist, was on the same side as Keynes in the
1930s policy debates; both endorsed government spending as the way out of the
depression. s As early as 1929, Keynes himself asserted that none of the leading
British cconomists supported the *“Treasury view™ that government spending
could not decrease unemployment.! He exaggerated somewhat. but most Brit-
ish economists did believe in the potency of monetary factors, whatever their
views on public works. In a 1937 letter to Hicks, Keynes himself agreed that in
the period before the General Theory economists had generally ‘“slipped away
from the pure classical doctrine without knowing it’” in admitting that an *‘in-
crease in the quantity of money is capable of increasing employment. ™32

Indeed, it would have been a stunning intellectual phenomenon if this were not
the case—if economists, that is, had actually held what Keynes called the **clas-
sical”” view and denied that shifts in spending and changes in the money supply
could affect output. Even if the economists of the time had looked only at recent
British experience, how could any of them have argued that the enormous mone-
tary dislocations of the period after 1914 had no real effect on the fevel of
economic activity—that wartime spending had nothing to do with the boom of
the war years or that the postwar policy of deflation was unrelated to Britain's
economic distress from late 1920 on? As for the British Treasury itself, that holy
of holies of financial orthodoxy, it certainly never asserted that monetary policy
could have no real economic effect. and in the 1930°s at times grudgingly
admitted the merits of the new ‘‘view" that government spending might be
effective in combating unemployment. 53

As for the point aboul wage cutting, we again have it on Keynes's authority
that while economists in the early nineteenth century might have argued in such




40 MARC TRACHTENBERG

terms, with Marshall’s age came “'a change of heart out of proportion, perhaps.
to the amount of change in theory. One of Marshall's earliest publications was a
gentle defence and justification of trade unionism as a means of ameliorating the
conditions of the working class; and all living economists were brought up to
respect and plead for the activities of trade unions as they existed in the litter half
of the nineteenth century and before the war.”” With persistent unemployment in
the 1920s, views bepgan to change. Nevertheless, the economists were not about
to launch a crusade against high wages: “‘Public opinion in modern conditions is
so decidedly opposed to a retrograde movement in wages that scarcely anyonc,
whatever he might think, dares to breathe in public the view that wages arc too
high. People grumble under their breath; they maintain that all other solutions of
present difficulties are futile; but they are refuctant to put forward their own.”"3*

So it can hardly be claimed that Keynes's great accomplishment was to destroy
the dogma that wage cutting was the only way out of the depression. It is oflen
said that Keynes refuted the idea that wage cutting was needed to restore equi-
librium by proving that equilibrium was possible at less than full employment,
But again, from an intellectual standpoint, this was hardly an accomplishment at
all: on the one hand, any absolute amount of unemployment was perfectly
consistent with equilibrium in the classical theory as he presented it; on the other
hand, the fact that the classical theory ruled out involuntary employment at
equilibrium while Keynes's theory permitted it was nothing more than a pure and
direct artifact of the special definition ol involuntary unemployment Keynes
used, together with his assumption about the nonhomogencity of the labor supply
function.

Keynes, of course. is not to be blamed—not excessively. at any ralc—{or the
way others assessed his work. The myth that grew up about his work and about
the views of his predecessors and contemporaries has to be understood in func-
tional terms: it came into being because it served certain purposes. And in fact
the exaggeration of Keynes’s greatness was an important element in the estab-
lishment of Keynesianism as an orthodoxy; the elaboration of this myth must
therefore be understood as an integral part of the process by which Keynesianism
took hold.

But to get back to the main track of the argument: if the basic function of
Keynes’s theory was not to radically change his fellow economists’ minds about
policy, then its function must have been to legitimize a policy that Keynes, and
others, desired on grounds which had little to do with formal theory itsell. This
explains, in part, why Keynesianism took root so quickly despite its logical
flaws: the theory was not strongly resisted because people already believed in the
policy associated with it.

Nevertheless, one thing distinguished Keynes from his colleagues: the Torce of
his conviction. He was certain, while in his view their ideas werc confused and
their beliefs inconsistent.”® What was the source of his belief? The answer to this
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guestion can be inferred from the nature of the bias which. as we have seen, was
introduced into the argument—the direction. that is, in which Keynes's conclu-
sions diverged from his assumptions. As noted before, the thrust of the argument
was to exaggerate the benefits of spending. to disparage saving and to minimize
the problem of inflation. This is not to say, of course, that his views on these
subjects were devoid of nuance: indeed, some scholars have been surprised to
discover that Keynes was quite sensitive to the danger of inflation as early
1937.5% Nevertheless, such concerns were based on “‘structural.”” micro-
cconomic considerations (bottlenecks and so on}, and were not derived from the
basic argument of the General Theory. And indeed. in spite of such nuances. it
was this sct of biases about spending, saving and inflation that gave the theory its
distinct flavor in the 1930s. What kind of social and political views would such
attitudes be associated with?

There is no need 1o look very far. Keynes himself gives the answer at the end
of the book, in his **Concluding Notes on the Social Philosophy Towards which
the General Theory Might Lead.”" The assumption here. based on the whole of
the foregoing argument, is that it is legitimate to reverse the logical connection
and treat Keynes's social views more as a source than as a consequence of the
entire doctrine he had laid out in the book. It is clear from this final chapter that
Keynes sought to increase the power of the state. to set up ‘‘certain central
controls™-—the instruments of what we would now call fiscal and monetary
policy—to deal with unemployment.*? But beyond that he thought **a somewhat
comprehensive socialisation of investment”™ would bhe necessary to sobve the
problem of uncmployment.™® Unless the state stepped in ip this mild fashion,
liberal institutions and the free market system with which they were linked would

be swept away by the social crisis, replaced by a distasteful and inefficiemt
authoritarian regime:

The authoritarian siate systems of to-day scem to solve the problem of unemployment at the
expense of efficiency and of freedom. 1t is certain that the world will not much longer wlcrate
the unemployment which, apart from brief intervals of excitement. is associated—and, in my
opinion, inevitably associated—with present-day capitalistic individualism. But it may be

possible by a right analysis of the problem to cure the disease whilst preserving efficiency and
freedom .59 :

If Keynes therefore had a clear sense of the kind of political and economic
system he wanted, then the General Theory as a whole can be viewed as a key
part of an effort to *‘sell’” this vision to the entire community—or really to
oversell it, since to Keynes a stark and rather extreme argument had greater
persuasive force than a mild one.

What, finally, underlay Keynes’s vision of an active liberal state? Was he
motivated by a burning desire for social justice—a drive to create a state that
would spend freely to promote social welfare and use its power to redistribute
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income as an end in itself? Evidently not. Scholirs who have studicd the merasn
some depth have been struck by Keynes's deep-seated sovial conservarian g
example, in her essays on Keynes, Elizabeth Johnson sressed bin o cdasm
sularity’” and his ‘‘archaic’” view of the world: “in s deal socety . Be desnad
security and independence for everybody. However, he could conceve ol ttonly
in terms of his own experience: social happiness was employment lor cvery one,
each in his appointed place, his own niche.””®" Keynes was not passionately
committed to social reform as an end in itself. The real basis for his vision of the
state lay eisewhere, in his conception of history.

For Keynes believed strongly that there was a long-term tendency toward
unemployment as societies increased in wealth. The rate of saving increases
when income rises; so the richer the society, the greater the gap between income
and consumption. The gap, representing total savings. can be made up only if
investment is sulficient to cover it. Qtherwise total demand, i.c., consumplion
and investment, would be insufficient to maintain full employment. His basic
assumption is that market mechanisms cannot automaticaily assure that all sav-
ings will be invested at any leve! of income and. indeed, that the greater the level
of income, the greater the gap is likely to be.®!

The notion that as societies grow richer, there will be an increasing glut of
savings and the idea that consumption and investment will become increasingly
unable to maintain a high level of employment are so basic to Keynesianisin that
this doctrine may be fairly characterized as an underconsumptionist theory. This
is hardly a novel observation. Schumpeter, for example, stressed the point long
ago, and Keynes himself, judging from his favorable references to earlier under-
consumptionist theories, would hardly have quibbled with the characterization. %2
But it seems clear that this conception of history was the real source of his
intuition about the need for a policy of spending, and the need for the kind of
state that would implement it. It was a view which led him to sce the depression
not just as part of a particularly severe business cycle, and thus as something that
might be dealt with by means of relatively superficial measures, but as the result
of a profound secular trend—something that called for more basic reform. For if
he was right, it was not possible to just ride out the storm and wait for things to
return to normal. They never really could; the problem could only grow worse. If
liberal values were to be preserved, the argument for fundamental change had to
be presented as forcefully as possible.

One consequence of this line of reasoning should be noted. The idea that a
worsening problem of unemployment was an inevitable concomitant of cco-
nomic growth sanctioned an ever-increasing role of the state in the economy.
Merely sporadic state intervention aimed at nipping incipient depressions in the
bud would not suffice. Since the gap between savings and *‘normal’” investment
was always widening, the amount of slack to be taken up by the state (through a
*‘socialization of investinent’’} must necessarily also be on the increase.
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Phe Proddem of Wape © nthing
Proos doosm s aas wory caper toowrn pwopde ooet b b vicws . and thas had o
di ot ctteot G sowne o the ey arpumenty G the faeneeal Pheory The most
smportant cxample of thes s o argument that a redaction in money wages need

notincrease employment. Indeed, the presumption is that any attempt to increase
employment by cutting money wages would most likely fail to achieve the
desired result.®?

What, however, does ‘‘wage cutting’” mean in the context of his system?
Once again, it is important to stress that when a variable is fully determined. it
makes no sense to talk about the effect of changes in any one such variahle;
variables like the wage rate cannot be altowed to change, untess this change is
the result of a shift in some exogenous factor, and in that case. what one is really
talking about is the effect of change in that exogenous variahle.

But in the case of wage cutting, what was the outside source of variation? A
decline in demand would reduce the money wage. but this kind of wage cut does
not bear directly on the issue. The wage cut should in some sense lead to, and not
simply be the conscquence of, a shift in the level of economic activity. It was for
this reason that one of the arguments Keynes used to support his thesis about
wage cutting was off base. He claimed in the General Theory that a statistical
inquiry would probably show that money wages and real wages “‘almost al-
ways'' move in opposite directions; a rising money wage and a falling real wage
both accompany an increasing level of employment. but the former falis and the
latter rises when employment slackens off. Thus a declining money wage accom-
panies an economic decline. As he later noted, Keynes was talking here about the
effect of changes in aggregate demand; it was true enough in his system that a fall
in the money wage and a reduced level of employment would accompany a
decline in demand.®? But this statistical inquiry was no way of getting at the
problem of wage cutting; one needed a case where a wage cut was an agent, and
not a mere result, of a change in the level of economic activity. .

What then was left? Did *‘wage cutting”’ refer Lo a tougher bargaining attitude
on the part of management? In Keynes’s theory, the attitude of management does
not enter into the system. The demand for labor, being completely determined by
the production function—that is, by the technology and capital stock—does not
shift with changes in firms’ attitude toward labor. Nor did wage cutting have
anything to do with government policy; government reguiation of wage rates was
not an integral part of the system. It is clear in fact from the text that Keynes was
considering what wouid happen “‘if labor were to respond to conditions of
gradually diminishing employment by offering its services at a gradually dimin-
ishing money wage’'—he was analyzing the effects of a shift in the supply curve
of labor, o3

What then do the basic assumptions of the General Theory imply about
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changes in the labor supply function? To take the shmplest Keynesian case,
where the money wage is taken as given (dictated, for example, by the labor
unions), the problem would be to determine the effect of a change of that
exogenously determined wage. In that case, it is rather easy to show that,
contrary to what Keynes argued. a decline in the wage tate would necessarily
increase the level of employment. This conclusion is not a result of the manner in
which Keynes's version of the consumplion function was modificd above: it
follows even if, for this purpose. the wage unit is retained as the unit of account.
And finally, even for the more general case defined by Eq. (3), it can be shown
that an increased willingness on the part of the workers to supply more labor at
any given configuration of wages and prices (i.e.. the analogue of wage cutting
in the simple model) also necessarily increases levels of employment and output.
All these things are proved in Appendix 111
Why then the argument that wage cutting would most likely be ineffective in
increasing the level of employment? First, it is clear that Keynes opposed wage
cutting on social grounds: to attempt a large cut in wages, he said, would *‘shake
the social order to its foundations.””®¢ Making a theoretical argument that wage
cutting would be ineffective even in a technical sense would add to the force of
the case against it; the fact that it served this function perhaps explains to some
degree why the argument was made.
Beyond that, it is important to note that the argument solved a basic political
problem with Keynes's theory. For it is clear that there was a fundamental
asymmetry in Keynes’s theory of the labor market. one that had strong pro-
management implications. As noted above, since the demand for labor was
derived solely from the technologically determined production function, the role
of business in bargaining was necessarily passive; the attitude of management
toward labor played no role, whereas the workers' attitude determined the supply
of labor function. This implied that insofar as events in the labor market had a
real economic effect, only the workers could be held responsible; business could
not possibly be blamed. These implications were not only counterintuitive; they
also conflicted with Keynes's own sense ol the process by which wages werce
set—a view which by no means treated business as passive, but rather tended to
see management and labor as coequal adversaries in a bargaining process.®” But
the argument against wage cutting tended to neutralize this bias and thus restore a
kind of political balance to the theory. Indeed, an argument against wage cutting
would certainly be taken as a kind of touchstone of a *‘pro-labor’” position: it
could be a bridge to the moderate left, in the same way that the neomercantilist
overtones of Keynes’s argument and his public support of a protectionism could
help win over the conservatives. Can one say that considerations of this sort
played no role in shaping the theory at a time when Keynes's own Liberal party
had little chance of even coming close Lo the exercise of exclusive power?
It is indeed clear that the argument against wage cutting was viewed warmly
by at least certain elements on the left. The point about wage cutting was central
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in their analyses of Keynes's book, and it seems reasonable (o suppose that their
pleased reaction to this particular argument had something to do with their
sympathetic reception of Keynes's whole doctrine. G. D. H. Cole, for example.
in his review of the General Theory for the New Statesman and Narion, stressed
how Keynes *‘reduces to sheer absurdity the prevalent view that lower wages are
a cure for unemployment.” 9%

But objective consequence does not directly answer the question of subjective
intent: Did the argument about wage cutting have anything to do with a desire on
Keynes™s part to win the left over to his ideas? Obviously Keynes's attitude
toward the Labour party, and toward the Left generally, bears directly on an
answer to this question; the evidence indicates clearly enough that he had long
had a certain interest in winning at least the moderate Left over to his views. %
Just after the General Theory was published, for example, some of his disciples
worked hard to convince some of the young economists from the London School
of Economics (LSE) of the validity of Keynes's doctrine. According to the editor
of Keynes's Collected Writings, they met with them a number of times on
““neutral ground’’ 1o thrash out the issues, and Joan Robinson had followed up
these discussions *‘with more prolonged arguments™ with Abba Lerner, one of
the LSE economists. Lerner then had strong left-wing views. He was won over to
Keynes's theory and wrote an article outlining it to the worker-oriented reader-
ship of the International Labour Review. The article itself, the editor of the
Review noted, had been read in advance and approved by Keynes himself. A note
from Joan Robinson underscores the importance that Keynes and his circle
attached to winning over people like Lerner: **Don’t you think Lerner is a credit
to me?"’ she wrote Keynes in November 1936. ‘1 have got Heffers to scil
offprints of his article which will be usefu! for our young men.”"7"

But there was a limit to how far Keynes would go in cultivating tabor. Thus at
one point he asked Francis Williams, editor of the most important Labourite
paper, the Daily Herald, to help bring labor around to his views. *‘Since |
regarded him as a genius with solutions that could save the world,” Williams
wrote, ‘1 was both delighted and flattered by the invitation. But not to much
avail. Whenever Keynes actually met Labour or trade union leaders he managed
to insult them.””" And it is clear from a number of sources that he had little
sympathy or respect for the Labour party in general. It was, he said in a striking
phrase, a class party, “‘and the class is not my class.”” *‘The class war.”” he
added, ‘*will find me on the side of the educated bourgecisie.’” 72 Or consider the
tone of a comment he made in 1931 on communist doctrine: **How can | adopt a
creed which, preferring the mud to the fish, exalts the boorish proletariat above
the bourgeoisie and the intelligentsia, who with all their faults, are the guality of
life and surely carry the seeds of all human achievement?™"7?

Yel no matter how much distaste he felt for the left, the political importance of
labor was simply a fact that had to be faced, above all, for a doctrine like his
which coincided in so many ways with left-wing views. Keynes's stress on the
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need for an active policy of combatting unemployment, for the institution of
instruments of central planning, and for a '‘somewhal comprehensive socialisa-
tion of investment” —all of this meant that labor was a natural constituency for
his views. Anything that would facilitate its acceptance of his doctrine would
have a particular appeal, and the argument against wage cutting served this
purpose admirably. It is hard, therefore, to avoid the conclusion that this aspect

of Keynes's doctrine was to some degree rooted in ““political”” considerations of
this sort.

A Political Theory?

Keynes’s attitude toward mathematics also bears on this guestion of moti-
vation. Although he was in general rather ambivalent about the use of mathe-
matical method in economics, in the General Theory he deliberately avoided it.
Moreover, the particular argument he used to justify this was invalid.™ There are
several derogatory remarks about mathematical economics in the book, but the
most important attack is on pp. 297--298: *“It is a great fault of symbolic pseudo-
mathematical methods of formalising a system of economic analysis . . . that
they expressly assume strict independence between the factors involved and lose
all their cogency and authority if this hypothesis is disallowed. . . . Too large a
proportion of recent ‘mathematical’ economics are mere concoctions, as im-
precise as the initial assumptions they rest on, which allow the author to lose
sight of the complexities and interdependencies of the real world in a maze of
pretentious and unhelpful symbols.™

This is not the usual argument against mathematical method that one finds
among social theorists: that it is spuriously precise, that it ignores the human
factor and so on. Keynes, rather, criticizes it for not doing what it in fact does
best: the technique of representing an economic system by a set of simultaneous
equations serves better than any other to describe that interdependence that
Keynes says mathematical methods rule out. This point is so obvious that one
must wonder whether someone as intelligent and as intellectually cultivated as
Keynes really believed his own argument. For maybe this argument masked a
motive of a different sort, namely, that Keynes perhaps intuitively understood
that if the doctrine was to gain acceptance, it had to preserve a cutting edge of
forceful and unusual contentions, and that he could only give it this character if
he avoided the constraints, both rhetorical and logical, that a mathematical
method would impose. .

Does all this, however, imply that Keynes deliberately, and perhaps even
dishonestly, framed his analysis on the basis of such *“political’” considerations?
A conclusion of this sort does not follow from the evidence presented. nor is it
necessary from the standpoint of the present analysis. For the present purposes, it
is sufficient to note that Keynes’s mode of reasoning was loose enough to permit,
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and indeed almost to assure, that “*social”” factors would play a key role in
shaping the theory, and that they had something to do with giving it its distinct
coloration. And this is in fact the key point; studying Keynes's departures from
rigor, the most characteristic and the most “*social™” features of his theory can be
flushed out.

In general, moreover, this issue of motivation is not to be analyzed in black or
white terms; there is no sharp line between conscious and unconscious moti-
vation, between “‘scientific”” and **political’” concerns—or for that matter be-
tween honesty and deceit. What people want to believe always conditions what
they write, even if they are not themselves fully aware of their own desires. The
degree to which Keynes deliberately and consciously gave the theory its distinct
character is therefore ultimately a question of secondary importance. The real
interest of this analysis is due to the light it throws on the process by which
Keynesianism took root. For again, to the degree that that process cannot be
understood in purely intellectual terms, we are justified in looking at the phe-
nomenon from a “‘social’’ point of view; and what those social factors are can be
inferred from the social features of Keymes's theory that have already been
brought out. It is this general problem of the establishment of Keynesianism that
will now be considered.

THE RISE OF KEYNESIANISM

The analysis of the rise of Keynesianism necessarily begins with a close study of
Keynes's own theory. But it cannot possibly end there. As Keynes said about
Ricardo, the eventual victory of his ideas ‘‘must have been due to a complex of
suitabilities in the doctrine to the environment into which it was projected.” It is
necessary therefore to look at things from the other side, so to speak—from the
standpoint of those who received and accepted Keynes's ideas.

In particular, the discussion will focus on the problem of how the American
economics profession was won over. Is the development of Keynesian theory,
and its assimilation into the mainstream of American economic thought, to be
understood in essentially intellective terms? How did the theory evolve, and was
its evolution a function of cogent, rational criticism—criticism, that is, that
focused on the internal, logical shoricomings of the original theory? And what
role did the radical shift in social context play in the development of the theory?
How did a doctrine born in the Britain of the 1930s adjust so successfully to the
self-confident America of the period after World War 11?7

The first question, it is important to note. is not disposed of by the previous
analysis of the General Theory, for it is possible that as the doctrine becamne
more widely accepted, all of its problems were resolved, and the subsequent
development of Keynesianism proceeded on strictly scientific lines. One has the
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impression in fact that many economists today would admit that Keynes's book
had its defects (and would agree that these should be explained as products of

Keynes's ambitions for political influence). Nevertheless, many of these same.

people would argue that the problems were eventually worked out and had no
lasting effect on mainstream macroeconomic theory. Keynesianism. even in its
“scientific”” form, of course, encountered problems in the real world. Now
everyone admits that the problem of inflation had been underestimated., although
this is often implicitly assumed to be because certain cmpificul judgments had
been mistaken, rather than because of any internal logical problems with the
theory.

I want to show how this view is sertously misleading. But first it is important
to stress one area in which the positivist and intellective view is correct—one
area, that is, in which the integration of Keynesianism into the mainstream of
economic thought was intimately bound up with a real inteliectual advance: the
acceptance of mathematical method, and in particular the acceptance of the
formal simultaneous-equations model. This was a method of great analytical
power. Defining the system as a set of equations whose solution defined an
“‘equilibrium’’ toward which the real economy moved enabled conclusions
{about the effect of change in various parameters) to be reached with real rigor; in
the simple technique of matching the number of equations with the number of
unknowns, it gave an easy way of largely avoiding problems ol over- and
underdeterminacy. Most important, it made it possible to conceptualize the sys-
tem as a set of forces interacting simultaneously, whereas purely verbal descrip-
tion——where one had to talk about the various interactions in succession, as
though they followed each other in a chain ol causation—precluded this ob-
viously superior mode of conceptualization.”¥ Thus the mathematical approach
represented a real advance not so much because it permitted guantification as
because it allowed the logic of the theory to be tightened up. The axivomatic
method—where the equations represented the axioms of the theory—gave the

theory a structure, a coherence and a predictive force that a mere congeries of

- tenuously related ad hoc arguments could never have.

Almost from the beginning, Keynesianism was interpreted in simultancous-
equation terms; the key articles presenting this interpretation were those ol Roy
Harrod, J. E. Meade and especially John Hicks.?® This particular interpretation
was crucial to the assimilation of Keynesianism into the mainstream of economic
thought, and to its emergence as something of an orthodoxy. For the power and
clarity of the simultaneous-equations method gave a theory framed in these terms
an obvious appeat, especially to younger and more mathematically oriented
economists. The only perplexing thing is why the emergence of this technigue
and its embodiment in what came to be called macroeconomic theory took so
long in coming about. For the simultaneous-equations method had been an
important part of economic theory since it was developed, most notably by Léon
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Walras, in the late nincteenth century. To be sure, the problems were different.
Walras was concerned with the allocation of resources and not with income
determination in Keynes's sense. But one would think that once the analytical
power of the method was grasped, it would have been a relatively simple matter
to apply it to the analysis of a variety of economic problems. That the technigue
was applied so belatedly to the analysis of problems like unemployment probably
had something to do with a split within the economics profession between those
who worked on high theory (often devoid of empirical content) and thase who
studied the real world (who tended to spurn theory as irrelevant). An approach
that would bridge the gap would serve an integrative function, and this in itself
would presumably give a theory like Keynesianism, once it was interpreted in a
simultaneous-equations sense a certain appeal to the profession.

What is curious about this ‘*mathematization™ of Keynesian theory—its as-
similation into the simultaneous-equations model—is that it took place without
Keynes's direct participation. Indeed, as we have already seen, Keynes disliked
mathematical method. After the General Theory was published. he accepted
Harrod's and Hicks's mathematical interpretations. but when Harrod argued in
1938 that economic theory should be based on the general equilibrium model—
that it should be a set of axioms, in the form of equations, with as much empirical
content as possible—Keynes condemned this attempt to turn economics *‘into a
pseudo-natural science.”’”” Keynes preferred a more literary approach: in the
methodological debales of the time, he sided less with those who sought to turn
the discipline into a ‘‘science’” than with old-fashioned econemists like Jacob
Viner and Friedrich Hayek.™®

What this suggcests, therefure, is that the development of Keynesianism did
have an independent dynamic of its own—that the impulse did not derive solely
from Keynes himself—and that this dynamic was to a considerable extent intel-
lective in natire. But the fact that the theory became assimilated into the gencral
equilibrium mold also serves to spotlight the degree to which nonintellective
factors played a role—for seeing the theory more sharply should have focused
atlention on its defects; that these defects were to a large degree perpctuated
shows that the development and entrenchment of the theory cannot be understood
as a basically inteliective process. In other words. once the theory was seen as a
set of equations, it would have been a fairly simple fnatter to derive the multiplier
that conformed to the system as a whole. to consider the effect of wage cutting
and so on-~conclusions which, as we have seen. would have fundamentally
changed a number of central Keynesian doctrines. The fact that this was on the
whole not done, the fact that when these doctrines were dropped, it was not
because critical analysis had discredited them, shows even more clearly than in
the case of Keynes himself that something other than pure logic was at work.

T¢ see this in more detail, one can consider several works which, by reputa-
tion at least, played important roles in the process by which Keynesianism was
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absorbed into the economic mainstream. Consider, lor examiple, Hicks's **Mr,
Keynes and the “Classics’: A Suggested Interpretation,”” which became the basis
for so many textbook accounts. Given that Hicks’s stated purpose was to contrast
Keynes with the “‘classics.”” what is most striking here is the way he ignored the
distinction Keynes himself had stressed with great force at the outset of the book:
the different assumptions about the supply of labor. The supply side was not
really discussed: the effect was to give the impression that the demand side was
all that really mattered. As Keynes himself pointed out in a letier to Hicks
commenting on the article, one could get away with this only as long as the wage
rafe was taken as a constant—in other words, as long as there was some assump-
tion from the supply side; but the assumption about a fixed money wage had been
explicitly dropped by Hicks.”?

Much the same is true of Paul Samuelson’s influential article, “*The Simple
Mathematics of Income Determination’ (1948).80 The analysis here was con-
ducted on the assumption of a fixed price level; it ignored the supply side and
thus excluded a priori the possibility that shifts in demand could affect the price
level. This kind of approach, he later admitied, was something of a ““caricature”’
of Keynes's theory, useful mainly for teaching purposes.®! Nevertheless, in his
Foundations of Econoniic Analysis, a book obviously not aimed at the novice,
his paraphrase of the ‘‘Keynesian system’ made no reference to the kabor mar-
ket: his set of equations did not include the equivalent of Eq. {4) but was limited
to the equivalents of Eqs. (5) and (6).%2 The effect. again. was to perpeluate
Keynes's own tendency to ignore the supply side and neglect price effects, at
least for periods of less than full employment.

Consider, finally, Lawrence Klein's 1947 article. ‘‘Theories of Elfective De-
mand and Employment,”” much of which is devoted to an analysis of the Keyne-
sian system.®* For a variety of reasons. Klein was uncomfortable with Keynes's
assumption about the supply ol labor: unlike Keynes, he was unwilling to admit
the existence of money illusion on the part of the workers.® But as Keynes
realized (given the assumption, shared by Keynes, Klein and the classics, that
the demand for labor was a function of the real wage). il workers bargained in
terms of the real wage, labor market equilibrivm would in itsell determine output
and the level of employment; these variables would be unaffected by any changes
that took place on the demand side. How therefore could Klein sacrifice money
illusion and still claim that demand-side phenomena are crucial? He presented as
an alternative the following model:

4 2 =2
p
(2.9) N = labor supply (where N ix a constant}

(2.1

diwip)
dt

=g (N~—-N)
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But it can be shown that this model, il the real wage can be observed lor come
point in time t. defines the time path for the real wage. and thus also the time
paths for output and employment. (For the proof, see Appendix [V.} In other
words, these time paths are unaffected by anything on the demand side of the
system. So Klein was unable to maintain the essence of the Keynesian analysis
after he sacrificed money illusion. The fact that he thought he could——that he
thought that ‘“‘thce important parls of the Keynesian theory are independent of
Keynes's own theories of wages and the labor market’ **5—indicates that he must
have been attracted to those ‘‘important parts’ of the theory for reasons having
little 1o do with the logic of the system as he presented it.

What all this suggests. I think, is the existence of a certain degree of dogma-
tization. Those features of the Keynesian theory which gave it its distinct flavor
did not really follow from the mathematical analyses in which the theory was
claborated. They were logically prior to these analyses; indeed. the systems of
people like Hicks and Samuelson guaranteed that the proper Keynesian conclu-
sions would be drawn. The derand side continued to be the sole determinant of
the level of economic activity; the price mechanism was not an integral part of
the basic theoreteical framework; the implications about the virtue of spending
and the dangers of saving followed directly from these models.

‘This impression about a degree of dogmatization is confirmed by some of the
literary evidence. Professor Austin Robinson. one of Keynes's collaborators.
noted with great distaste the tendency to treat Keynes's theory as sacrosanct—ithe
tendency to begin a sermon ''by guoling a text from the Holy Writ of
Maynard. %6

Indeed, it seems clear that there was a certain tendency on the part of his
followers to press more extreme arguments than Keynes himself did. There was.
as Harry Johnson wrote in a retrospective article on Keynes, a “*hardening of
certain of Keynes's conclusion into rigid dogmas in the hands of his disciples.™
Johnson focused on the Keynesians™ *‘bias against money and monetary policy.”
which, as Johnson pointed out, Keynes himself did not really share.*” There can.
in fact, be hardly any doubt that in the immediate post-World War I period
many Keynesian economists did tend to play down the role of money.** And
although Keynesian economics tended over time to assign greater importance to
monetary policy than it did in that period, it is interesting to note that even as late
as 1961 Klein attacked Johnson’s article with the remark that “*maybe money is
as important as Harry Johnson says it is. but he has a lot of proving to do before |
shall believe it.”*%? This was certainly 2 curious fate for a theory that Keynes had
originally wanted to call *“The Monetary Theory of Production.” ™

But the argument about dogmatization is one that should not be pushed too far.
On the one hand, it is clear that a basic set of beliefs, values and biases pave the
theory its distinet personality. But on the other hand, it is important to recognize
that a number of key dogmas were sacrificed or abanduned. As noted abnve,
Keynes's underconsumptionist theory of history had played a fundamental role in
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his system; and this particular theory, with its assumption ol an wncreasng
amount of slack that the state would have to take np. sy base 1 keanes «
whole political and social philosophy. Alvin Hansen, Kevnes st prosinaness
American disciple, had develaped this theory o the doctnine of secolar sy
nation”’ in the late 1930s. But. as Herbert Stetn showed. 1t wis not bong beloe
the doctrine collapsed:

1t took a little while after the [irst promuolgation of the stagnation thesis by Alvin Hansen in
1938 before rebuttals from “'scieatific™ sources began (o be hewd. By 1940 mnd 1941,
however, negative analysis was reaching a Hood. W came from Schumpeter, Angell, Hardy,
Simons and many others. The whole thesis was under considerable suspicion by the fime
George Terborgh dealt it a most damaging blow in his 1945 book, The Bogey of Economic
Maturify 9

Indeed, as early as 1943, Hansen himself began to change his tunc and wam
about the dangers of inflation and excessive demand—a shilt for which he was
criticized by his former student Paul Samuelson, who still in 1944 ook a pessi-
mistic line about postwar unemployment.®?

The underconsumptionist premises of Keynes's theory had been the basis for
his idea that a certain “‘socialisation of investment’” would be necessary. and the
theory of secular stagnation provided an important rationale for a policy of large-
scale government spending. The curious thing here. however, is that at the very
same time that the secular stagnation doctrine was being abandoned, Keynesian
theory as a whole took on a highly fiscalist cast; direct government spending was
seen as crucial, and other factors, such as monetary policy, were played down.
Yet, as noted above, the extreme fiscalisim of the innnmediate postwar period was
eventually replaced by a more moderate and balanced approach to policy. The
multiplier analysis, which provided the basic theoretical argument for a policy of
spending, came to appear overly mechanical. In its original crude form, more-
over, it was obviously ill suited to a period of high employment; if the economy
was already operating at full capacity, output could hardly be increased (as the
simple multiplier implied) by a new injection of spending. In the textbooks. the
multiplier was expanded to take the money market, although not the labor mar-
ket, explicitly into account. It thus became somewhat more sophisticated, but for
purposes of serious analysis, even this version of the doctrine gradually ceased to
play a central role.

Moreover, Keynes's argument that a high rate of saving normally hurt capital
formation was more or less dropped. After World War 11, there were hardly any
relerences to this particular doctrine. Arthur Smithies, one of the Harvard Key-
nesians, explicitly disowned Keynes’s attack on saving in 1951.%* Moses Abra-
mowitz, in a 1952 survey of the literature on the economics of growth, gave this
doctring only a very lukewarm endorsement.”* By the mid-1930s, the arpument
against saving seems to have disappeared completely. The Subcommittee on Tax

Policy of the U.S. Congress’s Joint Committee on the Economic Report held a
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lorum i 1955 o the econnmu effeots of federal 1 policy. none of the Ieading
Conmoenids who ok part srpecd that savings should be discousraged by taxation
fooeder 1o austain 3 eph evel of employment 21

Famadly | there was a bussc shait i the theory of wages Kcynes had argucd that
tuthing moncy wages av a general role would not increase the fevel of em-
!)Iuymcnl, and indeed would probably decrease it. But the equilibrivm model
implicit in the General Theory, and made explicit by Keynes's interpreters, was
perfectly symmetrical: if increasing a parameter shifted a variable one way, then
decreasing it should shift that variable in the opposite way. In other words, these
were nol dynamic models which allowed, for example, for some “‘stickiness
downward™” of wages but flexibility upward; there were no ratchet effects. The
final equilibrium level depended simply on the equations that defined the system,
and did not depend at all on where the system was initially or in what direction it
was initially disturbed. What this means is that an autonomous rise in the wage
rate should affect employment in exactly the opposite way as an autonomous fall;
Keynes’s doctrine about wage cutting {which, as noted above, corresponded in
the more general model to an upward shift in the supply curve of labor) would
thus imply that a wage increase, brought about, for example, by trade union
pressure, should probably-increase, or at least not decrease, the level of
employment.

The surprising thing, however, is that in the postwar period there was a
widespread acceptance, among both Keynesians and non-Keynesians, of exactly
fhc opposite idea: all other things remaining constant, increased wages bring
increased unemployment. This comresponded to the intuitive notion that if wages
rise, a fixed amount of demand supports a smaller number of wage earners. If it
is assumed that the government pursues a policy of maintaining demand at a high
enough level to assure full employment, this becomes a theory of inflation; the
increased demand created to prevent unemployment from rising to the level that
would otherwise result from higher wages also raises prices. The increased prices
lead to a new round of wage increases, as labor seeks to protect its real income,
and thus to further rises in wages and prices. A full-employment policy thus
tends to accommodate, and in effect to institutionalize, a process of wage
inflation,9¢

This theory of wages was widely accepted, and as a result, some of the values
associated with the original Keynesian theory were abandoned. In the 1930s,
Keynesianism had been oriented toward the moderate Left: union wage policies
were defended, and the workers were not in any way blamed, even in a theoreti-
cal sense, for the high level of unemployment. It was still possible after 1945 for
left Keynesians to maintain this point of view, but because their arguments
tended to write off inflation as a serious problem, they gradually lost influence
and Keynesianism as a whole moved toward the political center. Abba Lerner,
for example, argued in 1946 that 2 *‘rise in wages by itself would have no
general effect on employment but would bring with it a general rise in prices™";
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if. however, the government tried to block the price rise by refusing *‘to provide
the liquidity necessary to maintain employment.”" this **deficiency in the amount
of money™ would be the real cause of any unemployment that would result.
*“The whole difficulty could be avoided very simply by the authorities creating
the additional money needed’*; they would fail to do so only if they believed
“‘that the unemployment was preferable to the increase in the amount of mon-
ey.”"7 The mechanism of wage inflation was recognized. but the values ol the
1930s were maintained. The argunent that the unions could be responsible Tor
unemployment was deflected: it was the state that would be held responsible if
demand were not kept at the level needed to prevent unemployment. The effect.
clearly, was to load the dice in favor of an inflationary policy: but most econo-
mists feit that inflation should be taken as a serious problem, and for this reason
the attempt to salvage left Keynesian values in this area was to prove
unsuccessful.

In ali the cases examined here—the decline of stagnationism, fiscalism, the
multiplier doctrine, and Keynes's doctrines about saving and changes in the
wage rate—we find the same general phenomenon: a softening of the theory, a
greater concern with balance and moderation, a move toward the political center.
It is important to stress that these shifts in doctrine did not result from the internal
development of the theory, that is, from rigorous, critical analysis that brought
out the defects in the original theoretical framework. There were, of course,
many critics of the Keynesian theory, and their attacks focused on many of the
points stressed here. J. M. Clark, for example. parodying Keynes’s language in
1942, spoke of a *‘propensity to obliviousness of the importance of wage and
price adjustments’’; the general claim of these conservative critics was that
Keynesianism neglected the supply side and did not take the problem of inflation

seriously enough.®® But such attacks had little effect on what in the postwar

period had become a new orthodoxy. The criticism, being nommathematical, was
unable to lay bare the defective internal structure of the Keynesian theory and
could be tumed aside as the lament of old-fashioned economists.

As for economists in the new mainstream, they too did not apply the new
mathematical tools to the analysis of the central dogmas Keynes had laid down in
the General Theory. The use of differential calculus to analyze the effect of a
parameter change on the variables in a model was still not a natural reflex in the
postwar period. Thus Richard Goodwin, in the article on *“The Multiplier™ he
wrote for Seymour Harris’s important volume The New Economics, concluded
that for the presumably normal case where price changes accompany shilts in
employment, ““precise and complete analysis’ of the multiplier “is difficult,
because the equations cease to be linear."®? There seems to have béen a certain
preference for two-equation models, like the famous Hicksian 15-LM model,
which could be analyzed by drawing graphs, over more complex systems (such
as would result from adding an equation to represent the labor market), for whose
analysis some calculus would be essential.
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On the particular issue of the effect of a change in the wage rate (i.e.. of a shift
in the supply curve of labor). it is striking how unmathematical the analysis was
in the postwar years, in spite of the rapid development of the mathematical model
as the basic mode of analysis. James Tobin’s important article “*‘Money Wage
Rates and Employment’ is a good case in point.'™ The analysis is similar in
style 1o that used by Keynes in the General Theory. There is no explicit model,
thus no systematic examination of the effect of a parameter change on the
variables in the model; since the problem of wage cutting is not defined explicitly
in terms of a shift in the labor supply function, it is in the final analysis not wel
defined at all. For in a system where all variables are determined, change in any
such variable is possible only if the parameters that determine them are allowed
to change—and a change due to a shift in one parameter will have different
effects from the same change brought about by a shift in a difierent parameter.
Tobins conclusion aboat the effect of a shift in the wage rate was in any case
indeterminate, the result of his reliance on a series of ad hoc arguments. But the
important point is that because of the looseness of method, the development of
the theory was relatively unconstrained, in the sense that the same assumption
could yield a variety of conclusions.

How then is the development of the theory to be understood? The obvious
answer would focus on the radical change in economic conditions that had taken
place in the 1940s; depression was replaced by relatively full employment, and
some of the older doctrines simply became irrelevant. Moreover, the new views
of the postwar period did not sharply contradict Keynes's older ideas; there was
no compelling need for rationalization or for a rethinking of basic ideas. After
all, the General Theory had clearly stated that in a period of full employment the
classical analysis was applicable (as a limiting case}. In such a situation, a
greater prepensily to save would raise the level of investrnent, and an increase in
spending would affect only prices, not output.

Even in the case of wage changes, Keynes had included a passage describing
the inflationary effects of a full-employment policy. High employment, he said.
would enable the labor unions to insist on ever higher money wages. and buoyant
demand would allow businessmen to accommodate labor in this area. This argu-
ment became quite common. It was taken up by some of Keynes's followers
{Joan Robinson, most notably) and by conservatives like Joseph Schumpeter.'
The effect was to obscure the contradiction between Keynes’s original theory of
wages and the new view which took hold after the war. After all, hadn’t he
already accepted the basic conclusion that wage demands could be an important
cause of inflation? It was the conclusion that was important, not the nature of the
particular argument by which it was reached.

Yet the contradiction was real: because of the symmetry of the theory, if a rise
in the money wage led (all other things held constant) to an increase in unem-
ployment, a fall in the wage would (contrary to Keynes’s argument) therefore cut
unemployment. If theories develop along basically rational lines—if the dynamic
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of conceptual change is essentially intellective in nature—then one would expect
criticism to have focused on this point. One would in that case expect economists
to have asked what role the doctrine about wage cutting played in the General
Theory, how it was related to the central thrust and analytical style ol the theory
as a whole and what the implications of its rejection would be, insofar as other
Keynesian doctrines were concerned.

All of this sheds some light on the nature of the theory and the process by
which it developed. Again, the most important point is that the thcory was
sufficiently loose to accommodate new views that were not logically consistent
with the dogmas that gave the original theory its distinct character. While this
gave Keynesianism a certain flexibility and vitality, it also meant that rigorous
analysis was not essential to its development. The theory could grow by accre-
tion; new views were simply added on as conditions warranted. This was possi-
ble because the overwhelming concern of the profession was with current theory
and current issues; the problems of the General Theory were not a matter of vital
concern, since the book itself could be viewed as already out of date, and an
understanding of the origins and development of current theory was not viewed
as very important.

The theory therefore moved with changing social concerns, unencumbered by
any obsession with internal logical consistency. As the problem of unemploy-
ment declined in terms of social importance, and as attention shifted to the
problem of inflation, the theory itself moved along similar lines. What this meant
was that Keynesianism in the postwar peried became more consensual. 1t lost its
edge, but not its essence. Its basic values and beliefs (about the need to fight
unemployment, the basic responsibility of the state, the desirability of a “'mixed
economy’’) were in large measure perpetuated. As a result, the tone of the
doctrine remained optimistic. Fiscal policy was seen as a highly effective agent
in securing full employment; a mild inflation, it was thought, was on balance
acceptable, and in any case could easily be controlled. But one need only assume
a direct relation between money iliusion and price stability to see how Keynesia-
nism could be a victim of its own success, how a Tull-employment policy could
contain within itself the seed of its own destruction. For the longer even a mild
rate of inflation persists, the more likely workers would be to insist on bargaining
in what would amount to real, as opposed to purely monetary terms, and thus the
less effective Keynesian techniques would inevitably be.

It follows that an ambitious policy of seeking perpetually high levels of em-
ployment would result in inflation and thus gradually destroy the phenomenon of
money illusion, whose existence was what made a Keynesian policy effective. A
meore restrained policy of merely clipping the wings of incipient depressions by
the sporadic application of Keynesian techniques might have conserved price
stability and thus workers’ money iliusion, but carly Keynesian theory did not
think it was necessary to settle for such limited goals.
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The tendency to oversell the effectiveness of macroeconomic policy was di-
rectly related to the disarray within the profession that resulted in the 19705 when
events made it abundantly clear that Keynesian techniques had been oversold—
that unemployment was no longer subject to easy manipulation and that inflation
was becoming more of a problem than Keynesianism had anticipated. The exis-
tence of this sense of disarray can hardly be denied. Consider, for example. the
titles of some of works in which a number of eminent economists discussed the
problems of the profession: The Crisis in Keynesian Economics, by John Hicks
(New York, 1975), Sidney Weintraub's “*The Keynesian Light that Failed, 12
and William Fellner’s **Lessons from the Failture of Demand-Management Pol-
icies: A Look at the Theoretical Foundations.”' '3 A good many other works
could be cited; Walter Heller had already in 1974 compiled a long list of articles
critical of the profession.!® In the 1970s the attack on Keynesianism from the
right came to be taken much more seriously. Friedrich Hayek began his “‘cam-
paign against Keynesian inflation™” in 1974, when he won a Nobel Prize and
touched on the issue in his Nobel lecture; another attack of his on Keynes was
reprinted in the Op-Ed page of the New York Times on November 15, 1974105
Perhaps the sharpest attack from within the economics profession came from the
distinguished monetary economist Harry Johnson, who argued that Britain paid
““a heavy long-run price for the transient glory of the Keynesian Revolution.™
Johnson stressed that Keynesianism had led to “*the corruption of standards of
scientific work in economics.**106

But my real concern here is not so much with consequences as with causes.
Why did Keynesianism triumph among the economists? H the phenomenon is not
to be understood in purely intellective terms, what kind of alternative explanation
makes sense? The most obvious answer is that Keynesianism was accepted
because the political views with which it was associated were particularly attrac-
tive. This explanation seems especiaily appropriate for the generation of econo-
mists who came into the profession during the period, say, from 1936 to 1950.
Their views were bound to have an abnormally large impact on the field, simply
because of the rapid expansion of the profession, especially after World War 1I:
between 1945-1946 and 1951-1952, American universitics awarded about 1800
Ph.D.’s in economics, whereas fewer than 4000 doctorates in the field had ever
been awarded prior to 1945.1%7 Rapid expansion meant a change in the age
composition of the profession, dnd the creation of extraordinary opportunities for
advancement; this obviously meant that the views and values of younger scholars
would, as a group, have greater and quicker impact than would normally have
been the case.

What was this younger generation of economists like? One can assume that
those economists who came into the profession in the 1930s and 1940s had a
number of things in common. It is likely that anyone drawn to the profession in
this period of crisis had become interested in economics for more than purely
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intellectual reasons. As James Tobin wrote, *‘Economists of my gencration grew
up in the Depression and learned economics at the birth of the Keynesian Revolu-
tion. We were attracted to the subject by the happy combination of intellectual
excitement and promise of dramatic social improvement.”" 1 The prolession, it
seems reasonable to assume, was particularly attractive to people who were
sensitive to the suffering caused by the depression and wanted to do something
about it. Such people, in all likelihood. shared many of the values of the political
left: that there was something basically wrong with laissez-laire capitalist, and
that the state should assume a more active role in solving social and economic
problems. At the same time, in the light of what was then happening in Europe,
people who came of age politically in the 1930s might well have worried whether
the goals of social justice, economic prosperity and political liberty were ali
consistent with each other. '

It is easy to see why Keynes's doctrine should appeal to such people. The
theory was activist, rather than essentially descriptive, in tone; it implicd that the
state, by instituting minimal central controls, could solve basic economic prob-
lems without any real loss of freedom. Thus the doctrine tended to resolve the
contradiction between social and liberal values. lts fiscalist bias meshed well
with the idea of spending for social welfare—and it is not hard to find leading
Keynesians arguing for what amounted to a welfare state in periodicals that
reached a broad public.'% Its distaste for wage cutting and its favorable attitude
toward a redistribution of wealth also conformed to the values of the moderate
Jeft.

Keynesianism thus functioned as a bridge to the left, in the intellectual sphere
as in the larger social sphere. Keynes accepted, for example, the economic
interpretation of imperialism, a characteristic left-wing doctrine, but cast the
argument in the form that imperialism was not necessary to maintain demand,
since spending at home had the same effect as acquiring markets abroad. 10 At
least some of his followers took up this point. For example, Samuelson was still
arguing along these lines in the 1970s.""" Thus, one could condemn the system
in the past without having to condemn it in the future; one could accept the
prevailing system without having to repudiate one’s earlier criticism of it. Key-
nesianism thus served to ease the integration of liberal and left-leaning intellec-
tuals into the social (and professional) mainstream in the same way that Keyne-
sian policies tended to aid the cause of social integration. Indeed, the fact that it
could have this effect would in itself tend to recommend Keynesianism to many
in the political center, for whom social integration was a prime concern. One
suspects, moreover, that this aspect of Keynesianism was of particular impor-
tance, given the shift in the political climate from the late 1930s to the early

1950s. The swing to the right was bound to affect economists; anything that
would help ease the problem of adjustment would have a ceitain utility, and
Keynesianism clearly seems to have facilitated the transition from a “radical’” to
a ‘‘liberal’’ political stance.
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The case of Abba Lerner, who was to become one of the most prominent
Keynesian cconomists, provides a good example of this. In the summer of 1936,
Keynes had been arguing very forcefully against the New Statesman’s ling that
the leflt should oppose British rearmament as long as a conservative government
was in power. Lerner, together with the Marxist economist Paul Sweezy. joined
the debate in the September 13 issue. The current British government, they
argued, “*as the representative of the ruling class,”” was no longer a **champion
of democracy,” but rather had ‘*changed sides’’; its main concern was to defend
the capitalist order against the left, and tts only other interest was in quarreling
with foreign capitalists. In either case it could not be trusted with increasing
armaments. Lerner and Sweezy praised Keynes's economic writings, but con-
cluded that “*it would be a pity if Mr. Keynes™ progressive work in pure eco-
nomic theory should lend authority to a political attitude which can only be
described as reactionary and obscurantist.”’112 '

But by 1960 Lerner's views had shifted dramatically. Now the Soviet-Union
was the enemy, and the great value of Keynesianism was that it could “‘set us
free to apply our vast resources for the defense of the free world and the eco-
nomic development of the poor world in our fight with the totalitarian world.
This is the task and this is the case for political economy.”" '3 And indeed this
theme about the importance of full-employment policies in the American strug-
gle with the Soviet Union was rather prominent in the Keynesian literature in the
fate 1950s and early 1960s.1'4

The rise of Keynesianism cannot be understood without taking political factors
of this sort into account. But it would be a mistake to argue that they provide in
themselves a sufficient explanation for the triumph of the doctrine and for its
emergence as a new orthodoxy by the early 1950s. Doctrinal change always
takes place in a particular institutional setting, and in this case the structure and
position of the profession as a distinct social entity had an important bearing on
the evolution of economic thought.

In fact, the special institutional situation that existed after World War 1l served
to intensify the process by which Keynesianism became entrenched. The produc-
tion of Ph.D.’s was at this time highly centralized, with Harvard occupying an
extraordinary position of dominance. Between 1945-1946 and 19501951, it
produced 257 economics Ph.D.’s, 17.1 percent of the total for American univer-
sities. (This compared with an output of 121 for the whole decade between
19351936 and 1944—1945, thus representing a virtual quadrupling of the an-
nua! rate.) Columbia came second with 132 Ph.D.’s in the six-year postwar
period, accounting for 8.8 percent of the total, as opposed to 11.5 percent in the
previous decade. Next was Chicago with 6.3 percent, Wisconsin with 6.1 per-
cent, Cornell with 4.5 percent and lllinois with 4.4 percent; Berkeley produced
only 2.7 percent of the total 1%

Harvard’s dominance in the training of young theorelicians was even greater
than these raw figures suggest, It is well known that departments place their
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Ph.D.’s **down the institutional prestige ladder’"; a Harvard Ph.D. is more likely
to get a position carrying real weight in the profession than one from Illinois.''®
Assuming (as argued before) that young economists at this point played a strate-
gically crucial role in bringing about change in accepted theory, and assuming
also that there was a basic outiook, at least regarding macroeconomic theory,
associated with the Harvard department that was in some measure transferred to
the economists it produced, the effect of this high degree of centralization was to
facilitate rapid doctrinal change throughout the profession as a whole. In a more
decentralized system, the attitude of a few key figures at Harvard would have
been far less decisive; the process might have been more plaralistic and perhaps
less doctrinaire in tone.

Alvin Hansen was the most prominent of the Harvard Keynesians in the late
1930s and 1940s. It was, however, only after Hansen had moved to Harvard
from Minnesota in 1937 that he was converted to Keynesianism. Oddly enough,
given his later reputation as the ‘‘American Keynes,”” he had just published a
review of the General Theory that was sceptical, if not downright hostile. The
reasons for Hansen's conversion remain something of a mystety. But it is in-
structive to note how economists handle the issue: it was simply a *‘breakthrough
to the new perspective’” (R. Musgrave). Samuelson wrote: **On the train from
Minnesota, so to speak, Hansen must have seen the light.”” The economists’
accounts, however, agree that Hansen played a key role in spreading Keynesian
ideas. Samuefson’s view is typical: ‘‘considering the strategic importance of
Harvard at that juncture in history, Hansen through his hold on his students
wielded a tremendous influence on the course of modern economic stabilization
policy.”"!1?

The institutional framework was thus unusually favorable, and the theory took
root rapidly. Keynesianism, now in the ascendant, profited from the normal and
familiar mechanisms through which dominant ideas become entrenched: the
sanctions against eccentricity and being ‘‘old-fashioned,”’ the corresponding
incentives for conforming to the prevailing trend and in general the whole phe-
nomenen of “‘cultism.”’ As one author put it, in 1942

The so-calied “halo effect”” not only gives renown to the mediocre works of a great savant,
but also sheds some rays upon his followers. (Attaching oneself to a school of thought is often
a matter of necessity in some highly ritualized field, however, for the subject matter may be
manopolized by networks of *‘academic cartels,” similar to the *'Chaucer trist™ and others
in literary scholarship.) Hence an idea originally effective attracts to it men who are conscious
of the power it bestows upon them as a symbol; these late devotees and followers may use it
inteiligently or unintelligently. . . .

As Jong as the cult thrives, particularism flourishes. Members of the in-group are favored
by one another in book reviews; complimentary references are made only to the writings of
authors with “*approved’’ points of view. The clique itself may be sufficiently well estab-
lished to keep all but the elect in subordinate positions. . . .'1#

Of course, anyone who has ever taught in a university knows how *‘political’
academic affairs can often be. Evidence of this kind of thing, for obvious rea-
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sons, is rarely preserved in the official papers of academic departments. or in
other archival sources for that matter. But every now and then one gets a glimpse
of this side of the decision-making process. In the Jacob Viner papers, for
example, there is a copy of some correspondence exchanged in 1935 between
Paul Douglas and Frank Knight, both very eminent economists and Viper's
colleagues at the University of Chicago. Knight and Douglas were engaged in a
very sharp dispute over a personnel matter. Douglas, according to Knight, was
irying to “‘get’” [ricnds of his, and the conflict had very obvious political over-
tones. “*Your thirst for blood,”” Knight wrote, ‘*does not surprise me so very
much. | have read a little history, and it shouldn’t take a great deal to teach one to
expect, at best, nothing less than complete ruthlessness from anyone of a strong
general reforming interest when any personal prejudice is involved in an is-
sue.”’? (Douglas was a liberal, and Knight a conservative.)

Or to give another kind of example, consider the following comments regard-
ing hiring made by no less a figure than Joseph Schumpeter in November 1940
{at this point Schumpeter was seriously considering moving to Yale from Har-
vard). A certain candidate was ‘‘irreproachable in views and character”” and
would be ‘‘a most amiable and gentlemanly colleague,’’ while another had left
Germany ‘because he was married to a Jewess. “*But he is neither a Jew nor a
socialist himself,”” Schumpeter wrote, ‘‘and [is] perfectly free from all the less
desirable traits sometimes observable in emigrants.”"12% In general it seems clear
that purely academic considerations are not the only ones that determine ad-
vancement, but to anyone who has ever had a chance to see how scholarly
communities operate, this conclusion will not he very surprising.'?

The real question, once again, is one of degree: How much does academic
judgment count for in determining the shape of the profession, that is, who gets
the best jobs, who gets published (and where) and how prestige is allocated?
Since an adequate mass of documentary evidence is simply not available, it is
hard to deal with this problem in any meaningful way; the few sources ] was able
to see indicated that ‘‘political’” considerations were not quite as powerful as |
had originally thought. Consider, for example, the case of the Yale Economics
Department. In the immediate post—World War I} peried, the department was
seen as academically ‘‘sub-standard for Yale’'—i.e.. distinctly inferior to its
counterpart at Harvard—and both the dean and the new chairman, Kent Healy,
worked hard to build it up. The papers in the Yale archives give the distinct
impression that purely academic criteria or, at the very least, considerations of
professional and institutional prestige were decisive; the department sought to
attract both Keynesians (like Metzler and Tobin) and non-Keynesians (Viner and
Schumpeter).'22 The same concern for prestige and academic quality is evident
in a working paper Samuelson wrote for the Dean of Humanities at M.1.T. in
1949, in which he defined the goal of the department as follows: **The econom-
ics department at M. {. T. should aim to be among the first half-dozen centers of
cconomic research and teaching in the country. It should acquire, and eamn. the
reputation of being one of the leading places and of turmning out an increasing
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number of trained people needed in public administiation, i busmess and
universities. 123

From such archival sources, one gains the impression owd ot i Title vy
than that—that political considerations were essentially perpheral to sk i
ters as hiring. There might have been a strong prejudice against the lar lelt duting
the late 1940s, for example. To cite one case of this, J. R. Killian, then president
of M.LT., wrote to Henry Luce, the publisher of Time, in 1949, in response to
criticism of M.1.T."s economics department printed in the magazine. Quoting the
department’s chairman, Killian wrote that no M.I.T. economist had ‘‘any pa-
tience with Communist doctrine. We are lined up, every man, in opposition.™” 24
But such attitudes appear to have had little bearing on the careers of economists,
whether Keynesian or non-Keynesian, in the academic mainstream.

What all this indicates is that something is still missing. Political values, and
the institutional structures through which they made themselves effective, while
of fundamental importance, do not in themselves provide an adequate and com-
pelling explanation for the triumph of Keynestanism. This kind of approach is
too one-sided: the values that are projected into the economics profession from
the outside are seen as crucial, while the internal life of the profession is ne-
glected. It is as though the profession itself were a passive agent, not an active
force—as though its concerns and interests, its needs and desires as a corporate
entity, were of no relevance to the analysis.

Yet is is clear, first of all, that the dynamic of doctrinal change was internal to
some degree and that to understand the rise of Keynesianism, it must be seen in
the context of the other doctrines against which it was in some sense competing.
But it would be wrong to look only at high theory as it existed before World War
I1. For in the United States, in the 1920s at any rate, institutionalism—the highly
empirical study of how economic institutions and systems actually operate——set
the tone for the profession. At the time, institutional economics seemed to be, in
Gunnar Myrdal's words, the *‘wind of the future.*’!25

The leading institutionalists were rather hostile to theory as such. One might
laugh at their naivete today, but it is easy to see the appcal of their approach in
the context of the time. They argued that theoretical economics told one nothing
about the real world; ultimately, it was just an intellectual exercise. What the
world needed was a real science. Thus Wesley Mitchell, the most eminent figure
in this school, wrote J. M. Clark in 1928 about his education in economics: **The
technical part of the theory was easy. Give me premises and [ could spin specula-
tions by the yard. Also [ knew that my ‘deductions’ were futile. It seemed to me
that people who took seriously the sort of anticles which were then appearing in
the QJE might have a better time if they went in for metaphysics proper.”™ But,
he wrote, “‘there seemed to be one way of making real progress. slow, very
slow, but tolerably sure. That was the way of natural science.” Economics
should therefore model itself on sciences like physics and chemistry: ““They had
been built up not in grand systems like soap bubbles, but by the patient processes
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Instifuironal coonomes was, morconver | loosely sassocrated waith a certan ap-
proach 1o economic policy. Mitchell, for example, was an ardent supporter of
“*planning,”” by which he meant thinking seriously about economic problems
and elaborating policy accordingly—a very vague conception, as notions of
“planning’’ go. Insofar as the institutionalist approach was more specific, it
tended to focus on the implications of imperfect competition; the concentration
of economic power was the basic fact entering into the analysis.'2” Indeed the
problem of monopoly was central to policy formation during the New Deal
period; the fundamental assumption was that because competition was imperfect.
market mechanisms had not been able to assure the full use of resources; and the
debates about what to do about unemployment—whether to break up the monop-
olies through effective antitrust legislation, or *‘regulate’” the economy. either
by the state or by the business community directly—took this assumption as their
point of departure.??®

But within the economics profession. even by the early 1930s, this whole
approach was coming to be seen as somewhat sterile. The conceptual world of
institutionalism was a thick forest, but what the country needed was a clear path
out of the woods. Institutionalism was coming to be viewed with some distaste:
the young Milton Friedman, for example, wrote his old teacher Jacob Viner
about the *‘extreme institwtional atmosphere at Columbia,” where he was then
attending graduate school. *‘The density of the atmosphere is amazing.”” and 1.
M. Clark was *‘the only one whose institutionaiism seems to be at all
intelligent.” 12 '

And indeed reading the American Economic Association (AEA) presidential
addresses from this period on, one has the sense that economics was suffering
from a kind of crisis of irrelevance in the 1930s. Thus even J. M. Clark himself
declared at the end of 1935 that *“in a time of desperate need economics has not
furnished the unified and authoritative guidance which many have thought, right-
ly or wrongly, that they had a right to expect.””!*¢ Alvin Johnson developed the
point in his presidential speech a year later: “*We all know, indeed, that the
intelligent public is discontented with the economists.’” He argued that “*the time
has come when the economists need to organize themselves effectively to do the
work which society may reasonably require of them.”"'*! And the same kind of
theme ran through Viner's 1939 address, which. however. coming after Keyne-
sianism had begun to take root, was already somewhat retrospective in tone. The
older theorists, Viner said, were brought up to think in terms of the long run and
thus tended to slight immediate problems. The result was that younger econo-
mists, deeply impressed by the depression and more directly concerned with
issues of immediate policy, turned against ‘“the traditional corpus of economic
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theory, which they fook upon as an instrument for the exercise of the tyranny of
the dead mind over the living.”" The world of the classical economists appeared
“‘too far divorced from present-day realities and values to warrant faith in its
usefulness as an aid to the guidance of social policy.” It was not Viner’s purpose
to defend the old economics, but rather to keep the pendulum from swinging too
far in the other direction: *‘For various reasons, but chiefly as a psychological
reaction to the impact of continued and acute depression, some economists have
been discarding too indiscriminately their inherited intellectual ballast, with the
result that they sway too easily with each passing wind.””!32 It is clear from
context that Viner was alluding to the spread of Keynesianism; his address stands
out as an explanation of the phenomenon in terms of the perceived—and in large
measure admitted—irrelevance of the old theoretical framework.

But this feeling of social inadequacy largely vanished after World War 11; one
notes a certain complacency and self-congratulatory tone in the 19505 and 1960s,
reaching a high point in George Stigler’s 1964 address:

1 would gloat for one final moment over the pleasant prospects of our discipline. That we are
good theorists is not open to dispute: for 200 years our analytical system has been growing in
precision, clarity and generality, although not always in tucidity. The historical evidence that
we are becoming good empirical workers is less extensive, but the last half century of
economics certifies the immense increase in the power, the care, and the courage of our
quantitative researches. Qur expanding theoretical and empirical studies will inevitably and
iresistably enter into the subject of public policy, and we shall develop a body of knowledge
essential to intelligent policy formulation. And thus, quite frankly, ! hope that we become the
omaments of democratic society whose opinions in economic policy shall prevail '*?

Wassily Leontief’s 1970 address marked the transition to a new period. What
is striking in the presidential addresses in the 1970s is an upsurge in scif-
criticism, a sense that the prolession was entering on a new period of crisis.
*‘Economics today,”” wrote Leontief, “‘rides the crest of intellectual respectabili-
ty and popular acclaim. . . . And yet an uneasy feeling about the present state of
our discipline has been growing in some of us who have waltched its unprece-
dented development over the last three decades.”” This uneasiness, he said, was
caused ‘‘not by the irrelevance of the practical problems to which present day
economists address their efforts, but rather by the palpable inadequacy of the
scientific means with which they try to solve them.’’ 34 Indeed, the one defense
of the profession in this period, Walter Heller's *“What's Right with Econom-
ics,”” by its very existence attests to the pervasiveness of this sense of unease and
the loss of self-confidence experienced by the profession as a whole. '35

Keynesianism, of course, was not the only factor involved in these changing
attitudes—both the rise of econometrics and of mathematical economics in gen-
eral were also of great importance. But to the extent that the AEA presidential
addresses provide a rough measure of the concerns and interests of the profes-
sion, one can make a strong argument that the rise of Keynesianism was signifi-
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cantly related 1o the interests of the economists as a corporate group. The chro-
nology alone clearly suggests a certain linkage between Keynesianism and the
fortunes of the profession. It is evident that Keynes's doctrine implied that what
economists did was basic to the fate of the entire society, economics was no
tonger peripheral or irrelevant. As long as Keynesianism seemed to work the
status of economists was high, and their self-confidence as a profession was
correspondingly great. But when events, far more than theoretical reasoning,
demonstrated its shortcomings for all to see, the sclf-confidence of the profession
was shaken and its prestige was threatened. One can readily understand why
economists, and especially younger economists, would (in the 19405 and 1950s)
be attracted to a doctrine which promised to greatly elevate the status of their
profession, for Keynesianism implied that depression and the social and political
dislocation associated with it could be avoided easily only if the authorities
accepted economists’ advice. As long as Keynesianism seemed to work, this
image of the profession seemed plausible; it performed a role of vital social
importance. The effect was to raise considerably the status of the profession as a
whole.

It is in this context that economists’ claims about the great social value of the
profession, and of Keynesianism in particular, have to be understood. Assertions
of this sort have been quite common. Samuelson, for example, remarked in 1944
that World War H could be called as much an economists’ as a physicists’
war. 136 Lermner, in 1960, stressed how *‘relearning’’ the lessons of Keynesianism
was “‘a matter of the utmost importance for the persistence of a free society.”" 137
And of course the rise of the profession has been celebrated by those *‘new
economists’ who played a leading role in shaping economic policy along Keyne-
sian lines in the 1960s.138 **Macroeconomic policy,”” Walter Heller, for exam-
ple, stated, *‘capped by the tax cut, was the major force holding the postwar
cconomy on a vastly higher plan than the prewar economy.”"!39

There were few attempts to actually prove this kind of claim, and much of the
evidence seems to cut against it. As Harry Johnson pointed out, countries other
than Britain {(where Keynesian policies were adopted carlier than elsewherc)
““have had at least as good luck without following Keynesian policies or even
knowing what they are—the ‘new economics’ won acceptance in the United
States only as recently as the tax cut of 1964, and Japan’s economic policy seems
to have been orthodox in the extreme.’”'40

The basic point, however, is not whether Keynesianism was responsible to any
significant degree for the prosperity enjoyed by the West since World War II; it is
simply that the belief that it was was a central part of an ideology that directly
served the interests of the economics profession. For there are many channels
through which a profession is brought to recognize that its prestige and the
rewards bestowed upon it are directly related to its apparent social utility. It
followed that the profession had an interest in convincing society that it served a
crucial function; Keynesianism was the intellectual vehicle through which soci-
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ety could be persuaded. Thus the phenomenon of dogmatization was intimately
related to the interests of the economics profession as a corporate group.

This becomes even clearer when the rivalry in the 1930s with institutionalism
is taken into account. This rivalry was in no sense absolute. either on the
theoretical level or on the policy level. The kind of planning associated with both
the Keynesian and institutionalist approaches appealed Lo similar groups, with
the result that both approaches were occasionally mixed logether, with linle
concern for the differences in the underlying theoretical orientation. The stafi's
final report to the Temporary National Economic Committee is a good case in
point; whereas the bulk of the report is concerned with structural problems, the
two ““Keynesian’’ chapters, XII and XVI, are clearly animated by a completely
different spirit.'4! _

Nevertheless, it is important to bear in mind that the spirit of the two ap-
proaches did differ, and that from the standpoint of the economics profession,
Keynesianism had certain advantages over these rival approaches to economic
reform. For unlike the Keynesian approach, the various institutionalist ap-
proaches to planning did not assign a really central role to the economics profes-
sion. For if the basic problem was seen as an excessive concentration of eco-
nomic power, then the solution would also be essentially political, and economic
expertise could play at best a secondary role. Should the monopolies be broken
up, or should the free market be suppressed through a ‘“‘regulation’ of the
economy, whether by the state or by the business community? In cither case, the
basic process for reform and economic governance would be political at its core;
even if there were overall planning under the aegis of the state, the claboration of
the plan would inevitably involve bargaining between competing interests, with
the outcome of the process determined by the relative power and infiuence of the
interests involved rather than by technical economic considerations. If goals
were to be so specific, and planning so detailed, then no one could claim that
economic policy could be politically netural, and thus best left to the experts to
work out.

Professional interest in the realm of policy in fact dovetailed with a different
kind of professional concern: the economics of imperfect competition was
viewed as distasteful because mathematically it is so inelegant. It is much easier
to develop theory on the basis of a perfectly competitive model. And finally the
existence of rival prescriptions which took the problem of monopoly as basic
meant once again that Keynesianism could occupy the central ground in policy
debates, halfway between full-fledged planning (‘organized capitalism™) and
laissez-faire, and could thus again serve a certain integrative function. In the
context of the policy debates of the 1930s, the rise of Keynesianism can thus be
seen as a kind of *‘revolution from the middle.”’

The conclusion of the argument, then, is that professional interest may provide
the crucial missing element needed to account for the rise of Keynesianism. But
this conclusion was based mainly on a functionalist mode of analysis, that is, on
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the assumption that there were certain presumed needs which Keynesianism met
in certain ways, and that this largely accounts for its acceptance. But this is in
many ways unsatisfactory. The basic problem. of course. is that it is too easy—it
readily explains anything that happens—because it just dismisses the question of
the mechanism through which needs shaped events: did it operate on a conscious
level? If not. how can it be studied and how can its existence be proven? These
are sensitive questions because they are so closcly related 1o the problem of the
subjective honesty of the people involved: how can one assert that professional
interests and political values influenced the development of theory if the econo-
mists in question really thought of themselves as dispassionate scientists. aloof
from considerations of that sort?

Itis hard to get a handle on this kind of problem. Indeed. the assumption about
the prevalence of dispassionate, *‘scientific’” values should not be accepted too
readily. Even so distinguished and professional an economist as Paul Samuelson
wrote Alvin Hansen about how he had *‘deliberately overstated™ a certain point
in Congressional testimony in order to counteract an impression left by a more
conservative economist. 42 Such evidence of intentional distortion for political
reasons is of course rare, but this does not mean in itself that its existence is
uncommon. indeed, it is safe to presume on general grounds that political and
social beliefs to some extent directly shape the ideological content of economic
doctrines. But the problem of the degree to which this process operated at the
conscious level is one that is very difficult to bring into focus and study in a
meaningful way.

The same kind of thing is true of the problem of the role that professional
interest plays in conditioning doctrinal change. This too is a difficult subject to
study, but there are a few touchstones by which the importance of this kind of
factor can be assessed. For example, if economists had been consciously work-
ing to enhance the status of their profession, one would expect them to have
played an active role in pressing for the Employment Act of 1946, which by
setting up the Council of Economic Advisors (CEA) gave official recognition to
their social importance; one would expect active lobbying on their pant to have
had something to do with the decision of the Nationa] Science Foundation (NSF)
to support research in the field, thus giving the discipline a kind of official
recognition as a science. Yet?ngithtgf of these things seems to have been the case.
With the Employment Act, a few:Keynesian economists played a certain part in
getting it enacted, but the provision setting up the CEA was not their fundamen-
tal goal, and in fact the council came into being almost by accident.#* Nor did
any campaign by the profession have anything to do with the NSF's decision in
the mid-1950s to fund the social sciences—or at least this is the impression given
by the best recent studies of the NSF.144 _

It follows, I think, that whatever mechanism that does exist is likely to he
much looser and more subjective in nature. There is above all the sense that
society, which in the final analysis supports the profession, has the right to
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expect something in return and that if the profession fails to meet society’s needs,
then eventually some penalty will be exacted. The message is reinforced in all
sorts of ways; research funds from the foundations, which are of course of
strategic importance for career advancement, are often for example allocated
with some regard to social need.'* It is perhaps mainly through this kind of
indirect channel that interests, beliefs and values come to condition intellectual
endeavor.

All this may be rather vague, but the analysis here docs not pretend to provide
anything like a compelling explanation for the rise of Keynesianism. The basic
aim was really negative, to demoustrate that it cannot be understood essentially
as an ‘‘“intellectual revolution.”” This, I think, is not a trivial conclusion, given
the prevailing set of beliefs within, and even cutside, the cconomics profession.
Beyond that, the aim here was in essence to suggest the kind of factors that must
have had some bearing on the success of the doctrine. Economists will certainly
resist this kind of analysis in any case; the profession is concerned with affinming
its status as a science, and one of the touchstones of a science is a positivist self-
image, an image that is projected onto the discipline’s recent past. The irony is
that such a self-image is counterproductive in its own terms, for it is impossible
to control for nonintellectual factors unless one admits their existence. And their
existence and importance have been demonstrated here, 1 think, beyond reason-
able doubt.
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APPENDIX 1

In the text, it was claimed that the assumption that an equiproportionate rise in
wages and prices increased (and an equiproportionate fall decreased) the supply
of labor was equivalent to the assumption that the labor supply function N =
N (w, p), where 3N /8w > 0, SN/Bp = 0, was such that

w BN, | 8N,

I want now to outline the proof of this equivalence.
First, assume that

w 8N, N,
— — g 1 > .

P ow + 5p 0 20
We need to prove that if there is an equiproportionate rise in w and p. i.e., Awiw =
Ap/p, then AN > Qif the change in w and p is positive, and AN < 0 if Aw, Ap < 0.

By assumption, w 3N /8w > —p 3IN_/dp; therefore, representing small
changes in w and p by the differentials dw and dp, respectively,

(8N /Bw) dw (8N, /8p) dp
e (22)
dw/w dp/p

For a small equiproportionate rise, dw/w- = dp/p > ( so (SN/dw) dw >
—(38N8p) dp. But since

- 9N, 3N,

this implies dN > 0; for an equiproportionate fall, the inequality is reversed and
dN << 0. This conclusion carries over to the case of larger equiproportionate
changes in the usual way. The proof would be by contradiction: suppose there
were a case in which the proper inequality did not hold. But the change could be
divided up into sufficiently small equiproportionate segments so that the differ-
ential analysis would hold for each segment. At least one of these segments
would have to have the same effect on N as the larger change had, but this
contradicts the conclusion derived from the differential analysis.

The first half of the equivalence may therefore be taken as proven. To com-
plete the proof, it is necessary to demonstrate the converse: if equiproportionate
changes in w and p shift the supply of labor in the same direction, then

w 8N, 4 SN,
p ow Sp

> 0. (24}
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Since the assumption applies to all equiproportionate changes, it applies in
particular to very small ones. For simplicity we take only the positive case; the
case of negative changes is exactly analogous:

E’%=‘%’>0, dN=%r:‘ dw+8§;’dp>0: (25)
L0
(BN, /6w) dw + (&N /op) dp > 0,
dw/iw dp/p
and thus
w %%Li + pBal;l; > 0,

or, since p > 0,

w8N5+§_I:{S_

> 0.
p bw 8p 0

which would complete the proof.

APPENDIX I

To derive the multiplier for the full system, simply differentiate Eqgs. (4) to (6)
with respect to g and then solve for dy/dg.

y." (p} > 0. (4)
1" (r) < 0. (5)

Yy = ¥ (p)

1(n

y=c(y)+—-!-)-——+g, 1>c¢ (y}) >0,

M =L, (py) + L, (1), L, (py) > 0, Ly (N <0. (6)
Therefore,
d r
g—g =y, (p) Iig’ (4")
& o Lod Ld (5')
dg = Vg p dg p*dg
d d . dr ,
():Lf(py)(p-(%+ya-g--)~+“L2 (r)—&g. (6")
By Eq. (47)
El_p_ _ i dy |

dg v/ (p)dg’
substituting into Eq. (5') and (6) and rearranging terms, we get

dy _ I ( I (0 dr ) (5")
dg [T — ¢ (I + Up%y,” (p) p dg
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d_SLiew (v ) dy (6.,,

dg L, () Yo AP

Substituting dr/dg from Eq. (6") into Eq. (5") and rearranging ters yu,ld's the
multiplier dy/dg, as given by Eq (7} in the text.

APPENDIX I

I want to show that contrary to what Keynes contended, the basic assumptions of
his theory lead to the conclusion that wage cutting (in his sense of a shift in the
supply curve of labor) necessarily increases the level of employment. We consid-
er three cases: (a) the simplest Keynesian case of an exogenously determined
money wage, (b) the pure Keynesian case where the variables in the consumption
function are defined not in real terms but in terms of the money wage, and (c) the
general case, where the labor supply function is given by Eq. (3) in the text.

Case (a): An Exogenously Determined Money Wage

In this case, the labor supply function is w = w,,. Then for any parameter w,,,
¥y (N) = wy/p defines labor market equilibrium, and thus yields the aggregate
supply function y = y(p, w,). But a shift in the labor supply function, i.e., a
change in the wage rate imposed by otganized labor, has no effect on the
aggregate demand curve y = y4(p). The aggregate supply and demand curves
taken together define equilibrium y and p for any w,,; they thus define a function
y = y(wg) whose derivative will show the effect of a change in the wage rate on
real output:

dy _ 3y, dp 3y,

Y= ¥ (p’ wo)’ _a:;;' Bp dwo Bwnv (27)
Y = Ys (), T
where v, (p) < 0, as shown by Eq. (8) above, so
dy _ By, 1 dy _ ¥y,
dw,, op vy (P dw dw,,
dw, I — [Uy," (p)] dyJ/op
But
w SN l
C(N) = o y' (N =—;
y N = ) s =7
50
By, L W, 1
BW" y (N) w(‘ - p pyﬂ (N) T
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and
y" BN Wy
(N )5g T 7 “[")Jj" :
50
By, _ w,’
Bp Yy (N)
Therefore
By, Ys -
3 “< 0 and 3 0;
so by Eq. (28),
dy
T < 0.

(3]

In other words, if labor increases the nominal wage, output (and therefore em-
ployment) will necessarily fafl, whereas a cut in money wages increases the level
of employment (see Figure 3).

y
¥ = ¥, (piwo)

Yy =y, (piwy) (w, = w,)

Yy =Ya(P

Figure 3.

Case (b): The Wage-Based Consumption Function

Some people might object that the foregoing argument distorts Keynes’s origi-
nal analysis, which used the money wage as the unit of account. But it can easily
be shown that this makes no difference in the conclusion. Here we have two
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equations which together define for any money wage w the Jevel ol sustpul

measured in terms of the wage rate (Y ). which s taken as detcrminmyg the bovel
of employment:

Yw %—MY-;- R C = (_
w w w
Y =(C I (r) ' :
w WY, + el 1> C (Y, >0, oy - 0;
M =L, (wY,) + L, (1), L, (wY) >0, L, (r) < 0.

Differentiating these two equations with respect to w and solving for dY /dw
yields .

dY, _ —(Y,m) I' (OL," (Y)L,' () — [w?
dw I = C (Y T (0L, (Y/L, (O

This by inspection turns out to be negative. Thus an increase in the moncy wage

c!ecreases the level of employment, even on the basis of Keynes’s own assump-
tions (see Figure 4).

Y

w

Y, =Y, (w)

WO w| w
Figure 4,
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Case (4 Phe Ceneral C ase

Phe bass con luaom about the effedt on output and employmient of a <haltan
the supphy of tahewr Tundion holds also tor the peneral case defined in By (31

3N, BN,
N = N, (w,p), v >0, Bp = ()
and
w &N 3N,
AT s > (), 3
p ow * Sp 0 )

For this general case, the simple notion of wage cutting does not apply. But its
obvious analogue is an upward shift in the labor supply function, i.e., an increase
in the amount of fabor forthcoming at any given combination of wages and
prices. This will also be called an easing of the supply of labor, and its reverse
will be called a tightening. What we have to prove is that an easing expands and a
tightening shrinks both output and employment. Or more precisely, given two
functions for the supply of labor, both satisfying the conditions in Eq. (3). N =
N.(w, p) and N = N_*(w, p), if N_*(w, p} > N_(w, p) for all ordered pairs (w,
p)—or, 1o use the usual shorthand, N.* > N_—then a shift from N_to N_* will
be called an easing of the labor supply, and the reverse will be called a
tightening.

First it will be shown that an easing of the labor supply—the analogue of wage
cutting in the simpler model-—raises the corresponding labor equilibrium func-
tion. If N.* > N, then N_*(p) > N(p) for all p, where N = N (py'(N), p} defines
N = N(p) and N = N_*(py'(N}, p} defines N = N*(p). ]

The proof is by contradiction. Suppose there exists a p such that N *(py"(N),
p)= Ns(py'(ﬂ), p), where N satisfies (i.e., solve) the equation N = N_*(py'(N),
p), and N similarly is such that N = N_(py’(N), p). In other words, suppose for
some P, N*(p) = N < N(p) = N. Then because of diminishing marginal returns,
y'(N) < y'(N). But therefore N _*(py’(N), p) = N_*(py'(N), p} > N (py'(N). p).
because SN_/dw > 0 and N_* > N_. This, however, contradicts the initial
assumption. Therefore, if N *(w, p) > N (w, p) for all (w, p), then N*(p) >
N(p) for all p.

It follows immediately that the corresponding aggregate supply curve also
rises. Let y *(p) == y(N*(p)), y.(p) = y(N(p)); if for any p, N*(p) > N(p), then
because the y(N) function is upward sloping, y(N*(p)) > y(N(p)): so y *(p) >
y.(p) for all p. But the aggregate demand function slopes downward {see Eq.
(8)]. 1t is therefore obvious from Figure 5 that an easing of the supply of labor
entails an upward shift in output, and therefore also in employment, and a fall in
the price level: Or more formally, let y_*(p) = y,(p} define (as its solution} the
equilibrium point (v *, p.*). Similarly, y(p) = y4(p) defines its equilibrium
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Ye

Ye

P’ Pe P
' Figure 5.
point (y., p.). The proof is again by contradiction. Suppose y_* < y,_. Then

because y,'(p) << 0 for all p, p_.* = p_. Because y *'(p) > 0, y,* = y.*p,*) =
v, (p.). But y *(p) > y.(p.) = ¥., since y.* > y_. Thus this yields y * > y,_,

contradicting the assumption. Hence y_* > y,; since y'(N) is positive, the level .

of employment also expands as the labor supply eases. Since everything is
symmetrical, the reverse is also true of a tightening of the labor supply: when the
negotiating attitude of labor tightens, i.e., when the unions become tougher
bargainers, or whatever, Ievels of output and employment decline.

APPENDIX IV

In the text it was claimed that the version of the Keynesian system presented in
Klein's article, ““Theories of Effective Demand and Employment,”” led 1o the
conclusion that the time path for employment was fully determined by the supply
side equations, and thus was not—contrary o the essence of the Keynesian

theory—influenced by any changes on the demand side. The model consists of
the following equations:
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(2.9) N = labor supply (where N is a constant)

d twip) _

(210} = BN N

Klein also assumes the stability conditions g(0) = 0 and g'(N — N) < 0, i.c.,
that the system moves toward equilibrium, and that once there it says there, but
that the movement toward equilibrium is damped.

Equation (2.4) can be rewritten as N = N(w/p). That this has negative slope
can be seen by differentiating Eq. (2.4} with respect to the real wage:

" dN
Y (N5 Py I
SO
N _ 1
dwip) Y (N)

which is negative since y“(N) is negative. Substituting in Eq. (2.10) yields

d {(w/p)

(2.10) at

=g (N — N(wip)

This is a separable, first-order differentiai eguation, and can be solved in the usual way.
Define

w !
r(-l;) = g (N ~ N (wipp
This function is continuous for the domain where N > N(w/p}, i.e., for all w/p >
(wip)*, where (w/p)* is the real wage that equilibrates supply and demand. N =
N((w/p}*). This is the domain we are interested in since whenever demand is
equal to or exceeds supply [w/p < (w/p)*], employment will be determined by
the supply ceiling N and will not move anyway.

Thus dt = f(w/p} d(w/p); so

t = J’ﬁwl'p)d{wlp), and t = t {(w/p) + ¢,

where ¢ is the constant of integration. If we can observe the real wage at some
initial time t,,, then ¢ is determined and the solution can be defined exactly for the
domain where w/p > {w/p}y*. It is clear from the stability assumption that the
functions g(N — N(w/p)) and thus also f(w/p) are negative in this domain.
Therelore, dud(w/p) = f(w/p) is also negative for this domain. Thus the function
t = t(w/p) is monotonically decreasing. It thus can be rewritten in the form w/p
= h(t), where it is sufficient to limit the domain for t to all t > &, the initial point
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of observation. Thus the time path for the real wage is uniquely determined: the
time paths for N and y can be inferred in the usual way from the production

function and Eq. (2.4); and none of these time paths are the least bit dependent
on anything on the demand side.




