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Preface

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 his head is
already filled with contrary notions.

— Attributed to John Maynard Keynes

The purpose of this book is to convince the reader, whether an intelligent
layperson, a student of economics, or even a professional economist,
that what passes as the conventional economic wisdom espoused by the
talking heads on television or written about in the mass media and
mainstream professional economics journals is not applicable to the
world in which we live. I hope to demonstrate that the revolutionary
economic analysis of John Maynard Keynes, the greatest thinker in eco-
nomics in the 20th century, is the most apt description of our market-
oriented, money-using entrepreneurial economy.

The less the reader has been exposed to traditional economic analy-
sis, the less his/her head is filled with what Harvard Professor John
Kenneth Galbraith described as the “conventional wisdom” and “inno-
cent frauds” of orthodox economists. Consequently, convincing the lay
reader of how a monetary economy really operates will be an easier task
for me than convincing an economics student, while the hardest task
will be convincing the professional economist who professes the con-
ventional wisdom by rote. Accordingly, although I have tried to provide
a clear exposition, I have found it necessary occasionally to introduce
technical jargon and tools into the discussion in order to jog the minds
of students and their professors. The most difficult of these technical
discourses I have relegated to the appendix to chapter 6. I suggest that
the lay reader can readily skip this appendix without loss.

The first three chapters of this book briefly describe Keynes’s early
development into a traditional orthodox economist, and how the eco-
nomic realities of World War I and its aftermath convinced Keynes that
the economics that he taught and practiced was deficient. Chapters 4
through 6 describe how, after more than a decade of thought, Keynes
was able to differentiate his analysis from classical economic theory.
Chapter 7 summarizes Keynes’s view of the economic system in which
we live. The lay reader will find the discussion in chapter 7 so obviously
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correct that he/she will be amazed to learn that mainstream professional
economists do not accept this description and analysis. Chapters 8-10
develop Keynes'’s analysis to solve the economic problems of the 21st-
century global economy. Chapter 11 deals with the problem of inflation
and explains how Keynes's analysis leads to recommendations for fight-
ing inflation that differ dramatically from the innocent fraud perpe-
trated by central bankers who claim to be able to inflation-target. Finally,
chapter 12 explains how the anti-communist (McCarthyism) witch
hunt immediately after World War II, plus the mathematization of the
discipline of economics, led to obfuscation as to what was Keynes'’s rev-
olutionary theory, and why it has not become the handmaiden of all
professional economists.

Hopefully, when enough people have read this book, Keynes’s analysis
will again affect economists and government policymakers’ thoughts,
and we will make strides toward eliminating the major faults of the eco-
nomic system in which we live, namely, the inability to provide jobs for
all who are willing, able, and capable of working and the growing
inequalities of incomes and wealth that have affected both the devel-
oped and less developed nations of our globalized economy.
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An Introduction to Keynes and His
Revolutionary Views

Dear reader, may I ask you who you believe was the greatest Englishman
of the 20th century - a man whose efforts enabled the possibilities
for democracy and a civilized society to flourish on our planet? Some
may answer Winston Churchill, but it is the purpose of this volume
to convince you that the Englishman was John Maynard Keynes, an
economist who never held elected political office.

Keynes was not an ivory tower academic economist. Besides his teach-
ing position at Cambridge University, as Bursar of Kings College in
Cambridge, Keynes made important investment decisions involving the
College’s portfolio. Keynes also served on the boards of several insurance
and investment companies and in so doing obtained firsthand knowl-
edge of the behavior of participants in financial markets. Moreover, his
experience as a civil servant in the India Office between 1906 and 1908,
as well as his service in the Treasury during the two world wars, enabled
Keynes to recognize the need to convert theoretical prescriptions into
politically acceptable, workable plans. Keynes was truly an economist of
the real world.

Churchill fought to preserve the British Empire and in so doing
created a bulkhead that produced sufficient time for the United States
to join the conflict against Hitler. Churchill’s economic policies, how-
ever, were based on a 19th-century classical economic theory that has a
propensity to produce an economic system with two outstanding faults:
(1) a failure to provide persistent full employment for all who want
and are qualified to work at the going wage and (2) an arbitrary and
inequitable distribution of income and wealth that often creates living
conditions for the poor and lower middle class that are unnecessarily
uncivilized (cf. Keynes, 1936a, p. 372). To Keynes, the existence of
human distress resulting from the inability of the economic system to

1
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persistently generate a fully employed economy, and the gross inequal-
ities of income and wealth under the existing economic system, should
not go unheeded. If at all possible, institutions and policies should be
developed to abolish these faults of the economic system in which we
live (see Harrod, 1951, p. 192).

Through his economic teachings, writings, and advising to govern-
ments, Keynes developed and championed a revolutionary economic
theory to overthrow the 19th-century classical economic theory that
had dominated economic thought for more than 130 years. Even
though his revolutionary theory was misunderstood by most profes-
sional economists, Keynes’s policy prescriptions were followed by
post-World War II governments to develop prosperous economic
conditions. The result was an era of historically unprecedented real
economic growth that lasted for a quarter of a century - from the end
of World War II until the early 1970s.

Development economist Irma Adelman has called this quarter century
the “golden age of economic development” for all nations that organized
its economic system on capitalist principles. During this “golden age”,
these nations experienced no significant unemployment problems.
Moreover, the income and wealth of these nations grew more rapidly than
they ever had in the history of mankind. Existing inequalities were
reduced, and almost all residents of these countries experienced substan-
tial improvements in their living standards. This record of economic per-
formance promoted the possibility that a globalized civilized society could
be achieved — perhaps as early as the end of the 20th century.

Unfortunately, as we will see, Keynes'’s revolutionary theory was never
completely understood by the post-World War II political leaders, their
economic advisors, mainstream academic economists, and economics
textbook writers during the last half of the 20th century. Consequently,
by the 1970s, a counterrevolution occurred in both economic theory and
policy. The result was that by the mid-1970s the last vestiges of Keynes’s
policy proposals were being rejected by most mainstream professional
economists and economic advisors to governments. Keynes’s policy rec-
ommendations were superseded by more orthodox classical prescriptions
that were supported by a hi-tech version of the old 19th-century classical
economic theory resurrected by economic theorists under the claim that
their approach made economics a “hard science”. Keynes’s policies were
rejected on principle, although sometimes followed in practice, especially
in the form of “military Keynesianism” by conservative United States
presidents (e.g., Ronald Reagan and George W. Bush) who, by encourag-
ing massive increases in military and defense expenditures, produced
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huge budget deficits that provided strong short-term growth stimulus for
the United States economy.

Nevertheless, the reintroduction of the classical theory’s laissez-faire
approach as an overriding principle for the government relationship
toward market behavior reversed the progress that had been made in
reducing the two major faults of the capitalist economic system. Since
1973, real economic growth for many developed and less developed
nations has slowed significantly. Persistent unemployment problems
and increasing inequalities of income and wealth again haunted the
global economies of the late 20th century and early 21st century.

This book will attempt to explain how Keynes was able to free his
mind from the bonds of traditional classical economic theory with its
Panglossian philosophy. As Keynes (1936a, pp. 33-4) put it:

The celebrated optimism of traditional economic theory, which has
led to economists being looked upon as Candides, who, having left
this world for the cultivation of their gardens, teach that all is for the
best in the best of all possible worlds provided we will let well
enough alone. ... For there would obviously be a natural tendency
towards the optimum employment of resources in a Society which
was functioning after the manner of the classical postulates. It may
well be that the classical theory represents the way in which we
should like our Economy to behave. But to assume that it actually
does so is to assume our difficulties away.

Keynes was not one to assume our difficulties away.

In 1945, at a dinner given in his honor by the Royal Economic
Society, Keynes offered a toast to “economics and economists who are
the trustees, not of civilisation, but the possibilities of civilisation”
(Harrod, 1951, pp. 191-2). The great thinker that he was, Keynes freed
his mind from the binds of the classical analysis that was the conven-
tional wisdom of economists of his (and our) time. He was able to
reorient economic analysis in his mind toward a realistic analysis of the
economic world in which we actually live. By so doing, Keynes was the
best trustee for a stable, peaceful, and civilized global economy available
for all mankind.

I. Keynes'’s early intellectual surroundings

John Maynard Keynes was born on June 5, 1883, the first of the three
children of John Neville Keynes, a Cambridge University don, and
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Florence Ada Keynes. The Keynes family, residing at 6 Harvey Road in
Cambridge, England, represented a Victorian family “living in moderate
circumstances, but solid comfort, the house well staffed with domestic
servants, the passing days full of [intellectual] activity and the future
secure” (Harrod, 1951, p. 1). As a young boy, Maynard Keynes was
brought up with what Harrod has called the “presuppositions of Harvey
Road” (Harrod, 1951, pp. 183, 192-3), which embodied the stable
values of a Victorian civilization that “assumed peace, prosperity, and
progress to be the natural order of things” (Skidelsky, 1996, p. 2).

In Cambridge, at the end of the 19th century, the belief in religion as
the predetermination of one’s life and one’s society was being replaced
by the notion that by studying the principles of the “moral sciences”
one could recognize the source of social order and wisdom (Greer, 2000,
p- 20). At that time, Cambridge’s Moral Sciences Tripos examination was
composed of studies in moral philosophy, political philosophy, logic,
psychology, and economics.

While Maynard Keynes was growing up, visitors at the Keynes family’s
Cambridge residence included some of the most famous economists and
philosophers of the day. Intellectual discussions in the moral sciences were
daily exercises at 6 Harvey Road. The learned discussions that must have
occurred there during Keynes'’s childhood and adolescent days surely had
an impact on the developing mind of the young Maynard Keynes.

One of the suppositions of Harvey Road was that the search for
knowledge by a small but influential intellectual group of moral scien-
tists provided the guidelines for government to follow to achieve peace,
prosperity, and progress under the principles of a laissez-faire system
where governments would not interfere in markets, since it was
assumed that unfettered markets permitted individuals to pursue their
self-interest and in doing so promote the social good.

Unfortunately, World War I and its economic aftermath would dispel
these rosy Harvey Road expectations. Consequently, as a young man in his
twenties, Keynes recognized there was a problem with this Panglossian
laissez-faire philosophy in economics. Nevertheless, Keynes never lost
faith in the view that an intellectual group of moral scientists would light
the pathway to continuous progress and improvement of the human
condition. It is therefore not surprising that through his writings and
teachings, Keynes would urge the creation of economic institutions
and policies that, with the exercise of intelligence by pro bono managers,
would establish a civilized, peaceful society that created conditions of
prosperity and progress for all its inhabitants without destroying the
market economy system.
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II. Keynes’s intellectual development

In 1897, at the age of 14, Keynes won a scholarship to Eton, one of
Britain’s most prestigious public schools. At Eton, Keynes was an out-
standing student who excelled at mathematics, classics, and history
(Skidelsky, 1996, p. 18). In 1902, Keynes was enrolled as an undergrad-
uate student at King's College, Cambridge. There Keynes came under
the influence of the philosopher G. E. Moore, whose Principia Ethica
(1903) became a “manifesto of modernism” to Maynard Keynes and his
generation of intellectuals. In an essay written in 1938 entitled “My
Early Beliefs”, Keynes noted that the effect of Moore’s book “dominated,
and perhaps still dominates, everything else” in establishing his views
of the world (Keynes, 1949, p. 81).

Keynes wrote that “under the influence of Moore’s method ... you could
hope to make essentially vague notions clear by using precise language
about them and asking exact questions” (Keynes, 1949, p. 88). It was this
drive for a precise taxonomy and exposition that permitted Keynes to
break away from the grip of orthodox classical economics that he had
been exposed to at Cambridge as a student of the leading economist of
the day, Alfred Marshall. The influence of Moore’s method lead Keynes to
his revolutionary way of thinking about economics that could only be
brought about by Keynes's ability to create a new taxonomy regarding the
vague notion of savings held by classical economic theorists.

As Keynes'’s first biographer, Roy Harrod (1951, p. 463-4), noted:

It is true to say that the Keynesian scheme consisted in essence in a set
of new definitions and a re-classification. He asked us to look upon the
multifarious phenomena of business life, and order them in our mind
in a different way. ... Classification in economics, as in biology, is
crucial to the scientific structure. It is not by the intrinsic importance
of the considerations which gave him [Keynes] his points of departure
that he must be judged, but by what he achieved when he made the
departure [from 19th century economic theory]. The older school [sic]
were concerned to argue that new considerations could perfectly well
be accommodated within the old conceptual framework ... a new con-
ceptual framework was not called for. Such an inference was fallacious.

Harrod (1951, p. 463) observed: “The real defect with the classical system
was that it deflected attention from what most needed attention. It was
Keynes’ extraordinarily powerful intuitive sense of what was important
that convinced him the old classification was inadequate. It was his highly
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developed logical capacity that enabled him to construct a new classifi-
cation of his own. It took him ten years to do so”.

In the end, Keynes provided a scientific taxonomic structure for
economic analysis which, at least for a while, allowed economists and
advisors to government to transform their thinking about the causes of
unemployment and economic growth.

How many of today’s eminent economists would be willing to work for
a decade on developing a new taxonomy (following Moore’s dictum
regarding precise language and developing exacting questions) to under-
stand the shortcomings of the well-established classical theory that is
taken to be the absolute truth by the leaders of the economics profession?
Yet for Keynes, the pursuit of knowledge “meant philosophy and eco-
nomics and more the first than the second” (Skidelsky, 1996, p.17).
Consequently, Keynes, the philosopher-economist, was a “great thinker”
willing to devote his time to develop a precise classification system and
language to explain the causes of the two great faults of the economic
system we live in — unemployment and the arbitrary and inequitable dis-
tribution of income and wealth (Keynes, 1936a, p. 372). Writing in the
midst of a period of mass unemployment, it was obvious to Keynes that
any significant movement toward full employment would not only
increase the aggregate income of the community, but would also signifi-
cantly increase the income of the majority of the poorer members of
society — the unemployed workers. Thus, adoption of Keynes'’s analysis and
full employment policies were likely to reduce income inequality. Keynes,
however, did not believe in a complete equality of incomes. He wrote:

For my own part, I believe that there is social and psychological justifi-
cation for significant inequalities of income and wealth, but not for such
large disparities as exist today. There are valuable human activities which
require the motivation of money-making and the environment of
private wealth ownership for their full fruition. Moreover, dangerous
human proclivities can be canalised into comparatively harmless chan-
nels by the existence of opportunities for money making ..., which, if
they cannot be satisfied in this way, may find their outlet in cruelty, the
reckless pursuit of personal power and authority, and other forms of
self-aggrandisement. It is better that a man should tyrannise over his
bank balance than over his fellow-citizens. ... But it is not necessary ...
that the game should be played for such high stakes as at present. Much
lower stakes will serve the purpose equally well, as soon as the players
are accustomed to them. The task of transmuting human nature must
not be confused with the task of managing it.

(Keynes, 1936a, p. 374, emphasis added)
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How the Great War and Its
Aftermath Affected Keynes’s
Thinking

Upon graduation from Cambridge in 1906, Keynes scored second on the
Civil Service Exam. In a letter dated October 4, 1906 to his friend Lytton
Strachey, Keynes noted that in this Civil Service Exam “real knowledge
seems an absolute bar to success. I have done worst in the only two
subjects of which I possessed a solid knowledge, Mathematics and
Economics. ... For Economics I got a relatively low percentage and was 8th
or 9th in order of merit — whereas I knew the whole of both ... in a real
elaborate way” (Skidelsky, 1983, p. 175). Harrod (1951, p. 121) points out
that later on Keynes explained his poor performance in economics by
saying, “I evidently knew more about economics than my examiners”.

His second ranking in this exam permitted Keynes to choose to accept
a position as a clerk in the India Office. In the short time that Keynes
worked at the India Office, he gained the knowledge of how a govern-
ment office operates as well as an interest in Indian affairs and espe-
cially in the Indian monetary system (Harrod, 1951, p. 130). This
experience would have a profound effect on his later professional work
and his development of a serious economic theory of the role of money
in the economy.

Two years later, on his 25th birthday (June 5, 1908), Keynes resigned
from the India Office to take a special lecturer position at Cambridge
University. This lectureship was privately financed by A.C. Pigou, the
successor to Alfred Marshall as the professor of economics at Cambridge.
At Cambridge, in the years before World War I, Keynes lectured on the
topic of Money, Credit and Prices. Harrod notes that although Keynes’s
lectures were on economic theory, and though he used the language of the
financial markets in his discussions, “his explanations were in every case
impeccably lucid. ... Even in his lectures on Principles ... there was more
factual illustration than is usual in such courses” (Harrod, 1951, p. 145).

7
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While working at the India Office, Keynes used his spare time to work
on the theory of probability (Skidelsky, 1983, p. 206) — a subject he had
initially written about in his fellowship dissertation at Cambridge. He
would continue for almost 15 years to spend his spare time on this
subject until he finally published his Treatise on Probability (1921).

The development of Keynes’s view on probability would later permit
him to differentiate his theoretical approach to the concept of uncertainty
from the theories of Marshall, Pigou, and other leading classical econo-
mists of his time, as well as from those of modern orthodox economists.
For these classical theorists, “uncertainty plays a minimal role in the
decision making of economic agents, since rational utility-maximizing
individuals are [assumed] capable of virtually eliminating uncertainty
with the historical information at hand” (Greer, 2000, p. 33).

Unlike the old 19th- and 20th-century classical economics orthodoxy
(as well as what passes for mainstream economics in the 21st century)
Keynes regarded “both probability theory and economics as branches
of logic, not of mathematics, which should employ methods of reason-
ing appropriate to the former, including intuition and judgment, and
incorporating a wide knowledge of non-numerical facts” (Skidelsky,
1983, p. 222). This view was to play an important role in separating
Keynes’s economic analytical framework from those of the orthodox
theorists.

With the outbreak of World War I, Keynes, unlike many of his best
friends from Cambridge, thought it was his duty to assist the war effort
(Harrod, 1951, p. 78). In the September 1914 issue of The Economic Journal,
Keynes, who was the editor, published a masterful article on “War and
the Financial System, August 1914”. Although this article made quite a
stir in Whitehall, Keynes did not get a job with the government until
January 1915, when he was made an assistant to Sir George Paish, the
Special Advisor to the Chancellor of the Exchequer, Lloyd George. With a
change of government in May 1915, Reginald McKenna became the
Chancellor of the Exchequer, and Keynes was appointed to the Treasury’s
No. 1 Division — the section “centrally concerned with the financial
direction of the war” (Skidelsky, 1983, p. 303).

Keynes's work at the Treasury, during the war years, educated him
in the importance of controlling expectations if one wanted to affect
the exchange rate. At the outbreak of World War II, Keynes noted the
importance of maintaining a stable exchange rate when he wrote about
his experience in the Treasury during the World War I: “To have aban-
doned the peg would have destroyed our credit and brought chaos to
business; and would have done no real good” (Harrod, 1951, p. 204).
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This early experience had a strong effect on Keynes’s vision for the
post-World War II international payments system and the need for
stable exchange rates.

The following is an amusing incident that illustrates why Keynes’s
experience during World War I led him to recognize the flimsy basis of
market-price asset valuation in financial markets. During the war, the
English were in dire need of Spanish pesetas for purchasing war-related
imports from Spain. With great difficulty, Keynes managed to obtain a
small sum of pesetas and duly reported this to a relieved Secretary of the
Treasury who “remarked that at any rate for a short time we had a
supply of pesetas. ‘Oh no!’ said Keynes. ‘What!” said his horrified chief.
‘T've sold them again: I'm going to break the market’. And he [Keynes]
did” (Harrod, 1951, p. 203).

For most of the war, Keynes’s primary responsibility in the Treasury
was to try to manage the crisis in external finance of the many military
and civilian imports that Britain needed. This experience was to put
him in good stead when, during World War II, he headed the British
delegation to the Bretton Woods conference on developing a postwar
international payments system.

In January 1916, the British government introduced military con-
scription. Most of Keynes’s Bloomsbury friends became conscientious
objectors. Keynes argued with his friends that since Britain was already
immersed in the war, it was essential to work to establish world affairs
on a new and better basis so that this terrible bloodshed would never
happen again.! Keynes “was now solemnly pledged to do all that in him
lay to secure a durable peace and a new pattern of international rela-
tions” (Harrod, 1951, p. 215). As Skidelsky (1983, p. 316) indicates, this
implicit pledge contributed to the passion with which he condemned,
in his book The Economic Consequences of the Peace (1919), the victorious
Allied government leaders for the terms they demanded from Germany
in the Versailles Peace Treaty.

The Armistice of November 1918 contained a rider, inserted by the
French and the British, requiring the Germans to pay “for all damage”
done to the civilian population and to their property (Skidelsky, 1983,
p- 354). As early as 1916, Keynes had written a memo that any repara-
tions demanded must not damage Germany’s productive capacity, for
ultimately it was Germany’s ability to sell her exports abroad that would
finance any reparations demanded. Unfortunately, as Keynes recog-
nized, the postwar reparations demanded by the French, and supported
by the British Prime Minister Lloyd George, would overwhelm the
German economy.
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Keynes believed that the magnitude of reparations that the Allies
demanded was intolerable. “The British and French wanted to milk
Germany partly for the purpose of paying” the French and British war
debts to America (Skidelsky, 1983, p. 367). Keynes recognized that if the
Americans could be convinced to scale down their claims on the Allies,
the size of the reparations imposed on Germany might be reduced to a
more manageable level. Keynes argued for an all-round cancellation of
debts. He suggested that attempts to collect all the debts and reparation
claims could destroy the capitalist system. If total cancellation was not
politically possible, then Keynes recommended that Allied governments
accept German reparation bonds “in final discharge of the debts
incurred between ourselves” (Skidelsky, 1983, p. 368). In Keynes’s use of
the phrase “final discharge of debts incurred” we see the seeds
of Keynes’s liquidity preference theory of money - the theory that was
to be the basis of the 1936 Keynesian Revolution against the classical
economic orthodoxy.

Keynes’s recommendation was an attempt to “prevent Germany
being immediately stripped of all her working capital and would assist
the European Allies to carry their heavy burden. It was indeed a sort of
Marshall Plan, albeit on a smaller scale” (Harrod, 1951, p. 246).
Unfortunately, Keynes's suggestions were not acceptable to either the
French, the British, or the Americans.

When the Treaty of Versailles was signed, Keynes resigned from his
position at the Treasury. Keynes wrote to the Prime Minister, “I am
slipping away from the scene of nightmare. I can do no more good here.
I've gone on hoping even through these last dreadful weeks that you'd
find some way to make the Treaty a just and expedient document. But
now it’s apparently too late. The battle is lost” (Skidelsky, 1983, pp. 374-5).

During the summer and early fall of 1919, Keynes wrote a book entitled
The Economic Consequences of the Peace to explain his disillusionment with
the process of producing the peace treaty. This book was published in
December 1919. Harrod (1951, p. 253) has hailed it as “one of the finest
pieces of polemic in the English language”. Skidelsky (1983, p. 384) has
stated that the book “has the claim to be regarded as Keynes’s best book”.
Although the book was an explanation of the reparations problem, it was
not written as a technical treatise. “The writing is angry, scornful, and,
rarely for Keynes, passionate: never again were his denunciations of
bungling and lying, or his moral indignation, to ring so loud and clear. ...
The result is a personal statement unique in twentieth century literature.
Keynes was staking the claim of the economist to be Prince. All other
forms of rule were bankrupt. The economist’s vision of welfare, conjoined
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to a new standard of technical excellence, were to be the last barriers to
chaos, madness and retrogression” (Skidelsky, 1983, p. 384).

Keynes’s war experience “marked the start of Keynes’s career as a
radical economist” (Skidelsky, 1983, p. 401). Skidelsky notes that Victorian
England had relied on a belief in God to maintain social cohesion and civ-
ilized progress. By the turn of the century, Cambridge dons and philoso-
phers had proclaimed the death of God, which meant the end of a false
belief, and the advent of a new belief in science as the mode of progress.
The devastating World War I had suggested that science did not necessar-
ily lead to a progressive civilized society. “The rest of Keynes's life was
spent trying to bring back the vision of a civilized society” (Skidelsky,
1983, p. 402).

For Keynes it was the creative artists, such as his friends in
Bloomsbury (Lytton Strachey, Virginia Woolf, Vanessa Bell, Duncan
Grant, etc.), that were the true trustees of civilization.? Nevertheless, a
prosperous, growing economic system was a necessary condition for the
artists’ civilizing influence to flourish. Good advice from economists,
therefore, was a necessary condition for encouraging the possibility of a
civilized society.

During the Victorian period, when Keynes was growing up, the pre-
suppositions of Harvey Road implied that everything was already in
place to ensure a prosperous, growing, and well-functioning civilized
economic system. World War I brought this faith in a laissez-faire
economic system crashing down, and with it the hopes for a civilized
society. Between 1922 and 1936, the unemployment rate in Britain fell
below 10 percent in only one year. In 1927, it was 9.7 percent. This long
period of unemployment distress in Britain seemed to destroy all hope
for advancing a civilized society.

The British economic experience of the 1920s made it obvious to
Keynes that orthodox classical theory could not provide the guidelines
to provide for the civilized system that underlay the presuppositions of
Harvey Road. Classical economic theory argued that “there would obvi-
ously be a natural tendency toward the optimum employment of
resources in a Society which was functioning after the classical postu-
lates” (Keynes, 19364, p. 33). When the unemployment rate appeared to
be stuck near or above 10 percent for almost 14 years, it was apparent
that the classical theory argument was not applicable to the world of
experience. To a man of Keynes’s creative abilities it became obvious
that what was necessary was a new economic theory to provide an
understanding of an economic system that was able to perpetuate wide-
spread unemployment. Intelligent application of this new theory would
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once again set mankind on the road to a more civilized society. The
path to creating this new economic theory would be a long and
arduous one. It would take Keynes more than a decade to develop his
revolutionary ideas.

Keynes’s vigilant observation of the postwar economic scene made
him well aware of the failings of the existing economic system.
Nevertheless, until the 1930s Keynes was still partially a prisoner of
the classical economic theory that he had been taught and that he
had taught at Cambridge University. The moral of Keynes’s book
The Economic Consequences of the Peace (1919) was that it was foolishness
and ignorance that led the Allied governments to create such a dreadful
economic situation, not the application of the principles of classical
economic theory. In 1919, Keynes still believed that intelligent
management could have avoided the dreadful peace agreement and
reestablished the conditions that would permit classical economic
theory to operate for the improvement of both the victorious Allied
nations and the defeated Germany.

By August 1920, over 100,000 copies of the Economic Consequences of
the Peace had been sold in Britain and America, and the book had been
translated into German, Dutch, Flemish, Danish, Swedish, Italian,
Spanish, Rumanian, Russian, Japanese, and Chinese (Skidelsky, 1983,
p- 394). With the success of such large book sales, Keynes gained world-
wide public attention. Keynes then recognized that his creative abilities
could be channeled into making the economic system once again a
haven for the creative artists. Keynes was to seize this opportunity “not
only to assert his own claim to attention but [also] the claim of
economic science to shape the future” (Skidelsky, 1992, p. 3).


mailto: rights@palgrave.com

3

Keynes’s Middle Way: Liberalism is
Truly a New Way

The question of whether unfettered individual self-interest decision
making in economic affairs can promote the social good has vexed
philosophers and economic thinkers for a long time. Based on Adam
Smith’s 1776 writings about the “invisible hand” in the Wealth of
Nations, classical economic theory had developed a large superstructure
to explain that a system of laissez-faire, where the role of government
was not to interfere with the economic activities of the marketplace,
would result in the maximum welfare of the community. The worldly
wisdom of economists and politicians during the Victorian age was
that an economy prospers best when market forces are unhampered by
government actions. Government may raise taxes to pay for a military
defense and to enforce law and order on the community, but the State
should never try to influence total economic activity.

The Economic Consequences of the Peace (Keynes, 1919) seemed to
suggest that following the conditions laid down by the Treaty of
Versailles, a laissez-faire economic system could not produce the
progress claimed by classical economic theory. Accordingly, some
observers thought that Keynes must support the opposite extreme, a
system where government made the major production decisions in
order to achieve a social good - a truly socialist system. Keynes,
however, was not sympathetic to a truly socialist system.

At the time of the publication of The Economic Consequences of the
Peace, Keynes did not have an alternative economic theory to juxtapose
against classical theory. In Economic Consequences, Keynes’s argument
was that in the 19th century there had been four forces: (1) population,
(2) organization, (3) the psychology of society, and (4) the relation of the
old world (Europe) to the new (America) that had led to a precarious
balancing of forces between labor and capital, savings and consumption,

13
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the trade balance and international capital flows between Europe and
America that permitted a laissez-faire policy to provide a tolerable
economic system of progress (Skidelsky, 1992, p. 220). In Economic
Consequences, Keynes suggested that this balance of forces had broken
down by the time of World War I, and that the Treaty of Versailles had
destroyed all possibilities of restoring such a balance. Consequently,
something else had to be done.

Keynes always believed that if a situation of distress in any form
should occur, it should not go unheeded. The post-World War I laissez-
faire economic system created great distress for its inhabitants. Keynes
argued that institutional arrangements could be developed that could
work with market forces to relieve this distress and promote the general
welfare. Keynes did not believe in eliminating market forces altogether —
as one would under a socialist system. Hence, he could not accept a true
socialist solution.

As the decade of the 1920s developed, and the distress of mass unem-
ployment without relief became the persistent experience of the British
economy, Keynes recognized that the opposite extreme of complete
laissez-faire was not an acceptable prescription. Accordingly, it was neces-
sary to develop a new economic theory: (1) to explain what caused this
tragic economic malady in our entrepreneurial system and (2) to provide
an alternative to the two extremes of laissez-faire and state socialism. The
alternative required showing how the government, together with market
forces, could move to end unemployment and provide full employment
for all who were willing and able to work at the going market wage rate.
Keynes's view was not, as many have claimed, a Middle Way between
laissez-faire capitalism and the socialist view of absolute government
control of the production and exchange economy. It was truly a New Way
(cf. Skidelsky, 2000, p. xvii).

During the decade of the 1920s, in Britain, the two major political
parties were Labour and the Tories. Keynes’s economic views were at
odds with both of these parties. Only the Liberal Political Party held any
possibility for accepting Keynes’s economic ideas. Keynes’s tempera-
ment and conviction would make him a Liberal throughout his life.
Nevertheless, Keynes did not get involved in developing Liberal policies
until Lloyd George became the leader of the Liberal Party in 1926
(Skidelsky, 1992, p. 21). Keynes tried to turn the Liberals away from
laissez-faire toward a system which would preserve a free economy
where individual initiative is welcomed, while permitting government
intervention where economic distress was significant and persistent
(Harrod, 1951, p. 334).
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In 1923, Keynes published a book entitled A Tract on Monetary Reform.
Although still under the influence of classical theory, in this book
Keynes argued for a system of price stability without a return to the
Gold Standard. At that time, it was widely believed by economists and
politicians that the Gold Standard was a respected and sacrosanct mech-
anism that had been responsible for the wonderful progress exhibited
by 19th-century capitalism.

Keynes argued that price stability was necessary for contractual
predictability, which in turn promoted economic stability. Since the
entrepreneurial system that we call capitalism was a production and
exchange system organized by the use of monetary contractual agree-
ments between buyers and sellers, price stability was, therefore, an
essential condition for the operation of a progressive civilizing
economic system. In A Tract On Monetary Reform (1923), Keynes relied
on the Cambridge version of the classical quantity theory of money
to explain how price stability could be established. Keynes argued
that the price level depended on the interaction of two decisions: (1) the
decision of the central bank on how much money to create and
(2) the decision of the public as to the quantity of money they wanted
to hold as a store of value rather than spend on goods and services. The
central bank, therefore, had to be prepared to offset unanticipated
changes in the public’s desire to hold money as a store of value by
increasing (decreasing) the quantity of money when people desired
more (less) money to hold as a store of value.

Keynes, however, recognized that the Cambridge version of this
classical quantity theory of money was valid only in the long run. In
one of his most famously quoted remarks, Keynes wrote: “But this long
run is a misleading guide to current affairs. In the long run we are all dead.
Economists set themselves too easy, too useless a task if in tempestuous
seasons they can only tell us that when the storm is long past the ocean
is flat again” (Keynes, 1923, p. 65). The difficult, but useful, task that
economists should undertake is to establish what economic actions
should be taken when the economy exhibits instability in the short run
in which we live. Unfortunately, the classical economic theory shed no
light on this problem.

When Winston Churchill returned Britain to the Gold Standard in April
1925 at the old exchange rate, Keynes argued that this was a gross error
that overvalued the English pound sterling by approximately 10 percent.
This meant, according to Keynes, that in order to maintain markets over-
seas, Britain would have to reduce its money costs of production, and
therefore money wages, by 10 percent. In a laissez-faire system this wage
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reduction could only be accomplished by sufficient and persistent massive
unemployment that would weaken the labor’s ability to defend the exist-
ing wage rate structure. Accordingly, Keynes believed that Britain was in
for a prolonged period of intensifying unemployment. Keynes did,
however, note that this unemployment distress necessary to lower wages
could be “short-circuited by means of a ‘national treaty’ to reduce wages
and other incomes by agreement” (Skidelsky, 1996, p. 58). This fleeting
discussion of the possibility of an “incomes policy” agreement would be
resurrected by some Post Keynesian economists in the 1960s and 1970s,
under the title of a “tax based incomes policy” that could be used as an
institutional weapon against the opposite problem that threatened the
economies of the 1970s — the problem of inflation.

In a column for The Nation, in May 1924, Keynes suggested that the
distress of massive unemployment in Britain needed a “drastic remedy”.
He readily endorsed government spending on the construction of
capital facilities in Britain such as roads, electricity, grids, housing, etc.
(Keynes, 1924, pp. 219-23). This 1924 column marks the beginning of
Keynes’s revolutionary view that there could be a role for the govern-
ment to buy socially useful things from private industry to create
market demand and thereby relieve unemployment distress in the
private sector of the economy. At the time, however, Keynes had not
developed an economic theory that would support such a proposal for
active government spending.

For the next 12 years, Keynes would struggle to throw off the vest-
ments of the classical theory and to create his own new taxonomy and
revolutionary economic theory to explain the persistent existence of
widespread unemployment in a modern, money-using, entrepreneurial
economy. Only by understanding the cause of mass unemployment
could one develop a prescription for alleviating the problem. The clas-
sical theory that Keynes had inherited could only promise that in the
long-run things would come out all right. It could not satisfactorily
explain how to relieve the economic distress that was happening in the
short run in which we live.

Thus Keynes embarked on a process of creation. Keynes'’s first major
attempt to explain the normal operations of a money-using, entrepre-
neurial economy was a two-volume work entitled A Treatise on Money
(1930). In the more than five years Keynes spent in writing this Treatise,
he found an excellent critic in his Cambridge colleague, Dennis H.
Robertson. While writing the Treatise, Keynes and Robertson had
long and animated discussions. In fact, Robertson had just written a
book on the subject of unemployment, price stability, and the role of
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the banking and monetary system entitled Banking Policy and the Price
Level (1926).

Robertson’s arguments were a stimulus for Keynes’s thinking and, in
many ways, a trailblazer for Keynes’s new ideas. Keynes'’s Treatise on Money
developed Robertson’s innovative ways of thinking about savings and
investment. Robertson, however, was always the classical theorist and
would not deviate too far from the classical path. Accordingly, Robertson's
influence led to the failure of Keynes's Treatise on Money to break away
completely from the classical theory grounding and create a new revolu-
tionary analysis which could save the world from the Great Depression.
Instead, it forced Keynes into semantic arguments and circumlocutions
with other economists to explain the cause of the persistent distress of
massive unemployment that existed in the real world.

In the animated Robertson-Keynes discussions, it became obvious that
for Robertson fluctuations in economic activity, i.e., the business cycle,
were “real” phenomena that were independent of the quantity of money
and credit. Although Keynes originally accepted Robertson’s argument
that an investment boom is usually triggered by “real” factors such as
new inventions, Keynes did not accept the argument that it was “over-
investment in real plant and equipment” that inevitably led to crisis and
collapse. For Keynes, the business cycle was inherently connected with
the operation of the banking system and it could be prevented, or at least
controlled, by controlling the volume of bank credit (Skidelsky, 1983,
vol 2, p. 278).

Despite their long and lively discussions, it was clear that, by 1931,
Robertson and Keynes's theoretical views began to significantly diverge.
“During such a [creative] endeavour the basic tempo of the soul is
different. By some mysterious process the thought gathers, forms itself,
defines itself. It must be protected from too much dialectic and debate.
Mr. D. H. Robertson’s subtle criticisms, which in the early days proved
very simulating to Keynes, seemed to become in the end an impedi-
ment to the final fruition of his ideas. ... Creation is a subtle and
precarious activity” (Harrod, 1951, p. 367).

The result was that Keynes and Robertson became adversaries regard-
ing the basic economic theory. While Robertson would never
completely abandon the fundamental postulates of classical theory,
Keynes would overthrow three specific classical theory axioms that
prevented classical theory from being applicable to the problems of the
real world. Only after Keynes rejected these classical axioms could he
produce his revolutionary The General Theory of Employment Interest and
Money (1936a).
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The Before and After of Keynes's
General Theory

It seems to me that economics is a branch of logic: a
way of thinking. ... One can make some quite worth-
while progress merely by using axioms and maxims.
But one cannot get very far except by devising new
and improved models. This requires ... vigilant obser-
vation of the actual working of our system. Progress in
economics consists almost entirely in a progressive
movement in the choice of models.

—]J. M. Keynes (1938)

I. Keynes’s revolutionary theory versus mainstream
classical theory

On New Year’s Day, 1935, Keynes wrote a letter to George Bernard Shaw.
In this letter he stated:

To understand my new state of mind, however, you have to know
that I believe myself to be writing a book on economic theory which
will largely revolutionize not I suppose at once but in the course
of the next ten years the way the world thinks about economic
problems. When my new theory has been duly assimilated and
mixed with politics and feelings and passions, I cannot predict what
the final upshot will be in its effect on actions and affairs, but there
will be a great change and in particular the Ricardian Foundations of
Marxism will be knocked away.

I can’t expect you or anyone else to believe this at the present
stage, but for myself I don’t merely hope what I say. In my own mind
I am quite sure.

18
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13 months later, in February 1936, Keynes’s book The General Theory
of Employment, Interest and Money was published. This book, coming in
the midst of the Great Depression and a world war that soon followed,
induced innovative Keynes-like thinking in economic policy discus-
sions. Unfortunately, mainstream economists failed to adopt the logi-
cally consistent innovative theoretical analysis laid down by Keynes as
the basis of the nontraditional postwar policies prescriptions. Instead,
what was called “Keynesianism” in most postwar professional writings
and popular economics textbooks was a modernized version of the pre-
Keynesian 19th-century classical system larded over with some verbal
Keynesian terminology.

Keynes'’s biographer, Lord Robert Skidelsky, recognized this reversion of
mainstream postwar Keynesianism to more orthodox classical theory
when he wrote (Skidelsky, 1992, p. 512) that “the validity of Keynes’s
‘general theory’ rests on his assertion that the classical theory ... is, as he
put it in his lectures, nonsense’. If it [the classical theory] were true, the
classical ‘special case’ would in fact, be the ‘general theory’, and Keynes’s
aggregative analysis not formally wrong, but empty, redundant. It is worth
noting ... that mainstream economists after World War II treated Keynes'’s
theory as a ‘special case’ of the classical theory, applicable to conditions
where money wages ... were ‘sticky’. Thus his theory was robbed of its
theoretical bite, while allowed to retain its relevance for policy”.

The best known of these post-World War II Keynesians who treated
Keynes’s theory as a special case where wages are sticky was Professor
Paul Samuelson of MIT, who, partly in response to the anti-communism
witch hunt (McCarthyism) that prevailed in the United States after
World War II, implicitly boasted of the classical theoretical foundations
of his interpretation of Keynes’s theory by calling his version
“Neoclassical Synthesis Keynesianism”. (In chapter 12 infra we will
provide the evidence to explain why Keynes’s revolutionary theory was
never understood or adopted by those economists who called them-
selves “Keynesians” — including several Nobel Prize winners — who laid
claimed to Keynes’s mantle after World War II.)

In the first three decades following World War II, the resulting
Neoclassical Synthesis Keynesianism! (or what is sometimes referred to
as Old Keynesianism or American Keynesianism) conquered mainstream
academic discussions as completely as the Holy Inquisition conquered
Spain (to paraphrase one of Keynes’s more colorful expressions relating
to Ricardo’s influence on economic theory). By the 1970s, however,
the logical incompatibilities of this “Keynesian” synthesis of classical
theory and Keynes'’s policy prescriptions were becoming evident as the
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Neoclassical Synthesis Keynesians struggled to develop an anti-inflation
policy as real-world economies suffered from inflation while experiencing
significant levels of unemployment.

In the 1970s, the logical inconsistencies between the macroeconomics
of American Keynesianism and its classical (or neoclassical) microfoun-
dations became apparent in the failure of Neoclassical Synthesis
Keynesianism to provide a logically consistent theory of inflation.
Consequently, most mainstream economists abandoned “Keynesianism”
and regressed to a more logically consistent mathematical classical
theory — the Walras-Arrow-Debreu general equilibrium model - for both
its microfoundations and its macroeconomic implications. The complex
mathematical structure of this general equilibrium system approach
made it difficult for its proponents to recognize that its axiomatic base
made it an unsatisfactory tool for understanding the operations of the
economic world of experience (see Davidson, 2003).

Keynes had begun work on his revolutionary General Theory book in
1932. Unlike the United States, Great Britain had been suffering from a
great recession with very high unemployment rates since the end of
World War I. On the other hand, except for a brief recession at the begin-
ning of the 1920s, the roaring 1920s had been a period of unbridled
prosperity in the United States. In 1929, only 3.2 percent of American
workers were unemployed.

The New York stock market had climbed to unprecedented highs,
and everybody seemed to be getting rich. It is no wonder that English
economists, and not the American economics professionals, were more
concerned about the problem of chronic and persistent unemployment
when the United States plunged into the Great Depression of the 1930s.

Just a few days before the stock market crash of October 24, 1929, one
of the most eminent American economists of the time, Professor Irving
Fisher of Yale University, told an audience that the stock market had
reached a high plateau from which it could only go up. Then, suddenly,
the bottom fell out. It is said that Professor Fisher, who put his money
in what he believed in, lost between $8 million and $10 million in the
stock market crash. The Great Depression had hit America.

From 1929 through 1933, the American economy went downhill.
It seemed as if the economic system was enmeshed in a catastrophe
from which it could not escape. Unemployment went from 3.2 percent
in 1929 to 24.9 percent by 1933. One out of every four workers in the
United States was unemployed by the time Roosevelt was inaugurated
as president of the United States, in March 1933. A measure of the
standard of living of Americans, the real gross national product (GNP)
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per capita, fell by 52 percent between 1929 and 1933. This meant that,
by 1933, the average American family was living on less than half of
what it had earned in 1929. The American capitalist dream appeared to
be shattered.

The economics experts of those times, including Professor Irving Fisher,
still invoked classical economic theory to argue that the high levels of
unemployment being experienced in the United States in the early 1930s
could not persist. The economy would soon right itself as long as the
government did not interfere with the workings of a free market system.

A wonderful example of this classical prescription is revealed in the
memoirs of Herbert Hoover, the president of the United States during
the onset of the Great Depression. Mr. Hoover had won praises as a kind
and caring person for his efforts to help feed the people of Europe devas-
tated by the effects of World War 1. Hoover obviously was a person who
would try to alleviate a situation where humans experienced economic
distress not of their own doing. In his memoir, President Hoover noted
that whenever he wanted to take positive action to end the Depression
and create jobs, his Treasury Secretary, Andrew Mellon, always cautioned
against government action and offered the same advice. “Mr. Mellon had
only one formula. Liquidate labor, liquidate stocks, liquidate the farmer,
liquidate real estate. It will purge the rottenness out of the system ...
People will work harder, lead a more moral life”(Hoover, 1952, p. 30).

In contrast, Keynes argued that the persistent unemployment was not
the fault of the unemployed or intransigence of workers to accept lower
wages or the result of market imperfections such as monopolies or trade
unions. Rather, the cause was nested in the public’s desire for liquidity
and the peculiar but essential properties possessed by money and other
liquid assets. The bad economic times of the Great Depression induced
people to spend less out of whatever income they received and try to
remain as liquid as possible. The result was a persistent, weak market
demand for the products of industry, so that entrepreneurs could not
profitably sell all the output they were capable of producing with their
existing plant, equipment, and a fully employed labor force.

Whenever market demand weakens, entrepreneurs are forced to lay-off
workers and close factories. The resulting unemployment and poverty,
Keynes argued, could not be automatically cured by Mr. Mellon’s sugges-
tion that high levels of unemployment played a useful function of
“purging the rottenness [monopoly elements] out of the system”. It was,
Keynes argued, weak market demand for output and not monopoly
or other imperfections on the supply side of product or labor markets
that was the fundamental cause of persistent unemployment during the
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Great Depression. The cure lay in government taking an active role in pro-
moting an increase in the aggregate demand for the products of industry.

Classical economic theory, on the other hand, provided the rationale
for the laissez-faire or “no government intervention in the marketplace”
philosophy that dominated economic discussions of how to cure the
unemployment problem and promote prosperity. For classical theorists
and government policy decision makers such as Secretary of the
Treasury Andrew Mellon, the laissez-faire doctrine is likened to the
writings of a Deity that no good economist or pious government official
would question.

It is claimed that, in 1751, the Marquis d’Argenson was the first writer
to use the phrase laissez-faire in his argument for removing the visible
hand of government from the economic affairs of the nation. The
Marquis wrote that “To govern better one must govern less”. Although
the phrase laissez-faire does not appear in the writings of the founding
fathers of classical economic theory such as Adam Smith or David
Ricardo, the idea is there. The pursuit of self-interest of individual buy-
ers and entrepreneurs, unfettered by government interference, is at the
heart of the philosophy of classical economics.

In his 1776 classic, The Wealth of Nations, Adam Smith wrote:

It is not from the benevolence of the butcher, the brewer, or the
baker that we expect our dinner, but from regard to their own self-
interest. We address ourselves, not to their humanity but to their self
love, and never talk to them of our necessities, but of their advan-
tage. ... Every individual is continually exerting himself to find out
the most advantageous employment for whatever capital he can
command. It is his own advantage, indeed and not that of society
which he has in view. ... He intends only his own gain, and he is in
this, as in many other cases, led by an invisible hand to promote an
end which was no part of his intention. By pursuing his own inter-
est he frequently promotes that of the society more effectually than
when he really intends to promote it.

(Smith, 1776, p. 14)

Following Adam Smith’s invisible hand paradigm, classical theorists
insist that if the government intervened in economic matters during
any “temporary” period of unemployment, then the economic situa-
tion would deteriorate, and the economy would take a longer time to
right itself. If the government did not interfere with the invisible hand
of the market during this transient period of unemployment, then only
the weak and inefficient would be weeded out (or liquidated to use
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Andrew Mellon’s term), leaving a stronger, more powerful economy to
carry on. In true Social Darwinian fashion, what was being asserted was
that the Great Depression was merely Nature’s way of weeding out the
economically weak and providing for the “survival of the fittest”. When
the economic system righted itself, it would regenerate full employment
and prosperity for all the fittest survivors.

In the very first paragraph of his book The General Theory, Keynes
challenged this orthodox dogma when he wrote:

I have called this book the General Theory of Employment Interest and
Money. ... The object of such a title is to contrast the character of my
arguments and conclusions with those of the classical theory of the
subject, upon which I was brought up and which dominates economic
thought, both practical and theoretical of the governing and academic
classes of this generation, as it has for a hundred years past. I shall
argue that the postulates of the classical theory are applicable to a spe-
cial case only and not to the general case. ... The characteristics of the
special case assumed by the classical theory happen not to be those of
the economic society in which we actually live, with the result that its
teaching is misleading and disastrous if we attempt to apply it to the
facts of experience.

(Keynes, 19364, p. 3)

Keynes explicitly tailored the exposition of his book to change the
minds of his “fellow economists” while hoping “it will be intelligible to
others.” Keynes’s purpose was to persuade “economists to reexamine
critically certain of their basic assumptions. ... The matters at issue are
of an importance which cannot be exaggerated. But if my explanations
are right, it is my fellow economists, not the general public, whom I
must first convince” (Keynes, 1936a, pp. v-vi).

Keynes believed that the fatal flaw of the classical system lay in the
very restrictive “basic assumptions”, i.e., the fundamental axioms that
are necessary to demonstrate the self-correcting tendency of an unfet-
tered competitive market economy system. Unfortunately, as will be
explained infra, it was not clear to the economists of the 1930s what
classical axioms Keynes wished to jettison and why he felt they must be
overthrown. Consequently, although Keynes affected economists’
vision of what policies government could pursue to relieve the problem
of unemployment, Keynes failed to change the minds of his fellow
economists on the underlying economic theory.

For several years before publication, Keynes circulated drafts of his work
to some world-famous professional colleagues in England (e.g., Dennis
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Robertson, Ralph Hawtrey, and Frederick Hayek). Keynes took extraordi-
nary time and effort to elicit comments from these professional colleagues
and respond to these comments. Hayek, who had written a savage review
of Keynes’s 1930 two-volume A Treatise in Money, published his own expla-
nation of the Depression in Britain, in his book Prices and Production
(Hayek, 1931). Hayek’s arguments and explanations were especially
important in forcing Keynes to rethink his approach and to ultimately
develop a logical distinction between a real exchange (neutral money)
economic system that represented Hayek’s “special case” of a general
theory and Keynes’s money-using, market-oriented entrepreneurial
system developed from Keynes’s general theory (Skidelsky, 1992, p. 458).

Through this process of intellectual argument and discussion,?
Keynes’s new theory slowly emerged, even though many ramifications
of Keynes’s general theory remained obscure to even its inventor.
Prodded by Hayek’s attacks, Keynes developed his new theory as a
methodological attack on classical theory for its lack of clarity and the
restrictiveness of its underlying axioms.

Keynes wrote of Hayek’s classical theory masterpiece, Prices and
Production, that this book was “one of the most frightful muddles I have
ever read. ... It is an extraordinary example of how, starting with a mis-
take [an unrealistic axiom], a remorseless logician can end in Bedlam.
Yet Dr. Hayek has seen a vision, and though when he woke up he has
made nonsense of his story by giving wrong names to the objects which
occur in it, his Kubla Kahn is not without inspiration and must set the
reader thinking” (Keynes, 1931, p. 252).

Hayek argued that any temporary unemployment that occurred would
end when the market would self-correct any supply-side imperfection
that prevented instantaneous money wage and price flexibility. If there
was unemployment, classical theory holds that even if there is not instan-
taneous flexibility in wages and prices, in the long run market forces
would cause wages and prices to fall sufficiently to restore full employ-
ment. Keynes, on the other hand, argued “We must not regard the con-
ditions of [rigid wage and price] supply ... as the fundamental sources of
our troubles. ... [I]t is in the conditions of demand which our diagnosis
must search and probe for an explanation” (Keynes, 1934, p. 486).

Hayek’s writings made it clear to Keynes that his dispute with classi-
cal economists required Keynes to create a new taxonomy that would
reject some fundamental axioms that were the basis of classical theory’s
argument that the existence of flexible wages and prices was all that
was necessary to assure a laissez-faire economy always reverted to a
full-employment prosperity.
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As a result of these ongoing discussions, and intellectual confronta-
tions with his professional economics colleagues, Keynes became fully
aware of the arguments that his fellow economists would marshal to
defend the classical orthodoxy against his revolutionary assault. If
Keynes was to convince his professional colleagues of the errors of their
ways, Keynes had to develop persuasive arguments to rebut the many
adverse comments he received.

The British experience of high levels of unemployment since World
War I had convinced Keynes that the capitalist system was unlikely to
survive unless proper policy actions were taken as soon as possible.
What was needed to galvanize professional support for his policy sug-
gestions was something other than a tedious and contentious profes-
sional formalization of his model. Rightly or wrongly, in 1936, Keynes
felt that rhetorical exposition rather than a formal mathematical model
was needed. Keynes (1936a, p. 297) argued that

The object of our analysis is, not to provide a machine, or method of
blind manipulation, which will furnish an infallible answer, but
to provide ourselves with an organized and orderly method of thinking
out particular problems. ... 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; whereas, in ordinary discourse, where we are not blindly
manipulating but know all the time what we are doing and what the
words mean, we can keep “at the back of our heads” the necessary
reserves and qualifications and the adjustments which we shall have to
make later on, in a way in which we cannot keep complicated partial
differentials “at the back” of several pages of algebra which assume that
they all vanish. Too large a proportion of recent “mathematical”
economics are mere concoctions, as imprecise as the initial assump-
tions [axioms] 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.

Besides being an excellent logician, Keynes was a master expositor and
essayist. Accordingly, he developed his general theoretical analysis as an
essay in persuasion just at the time when the economics profession was
becoming more imbued with the belief that if economics was to be a hard
science there was a necessity of presenting economic arguments in terms
of formal mathematical models. The generation of young economists in
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America coming of age in the 1930s who later became the leaders of the
profession in the 1940s and 1950s tended to think primarily in terms of
mathematical formalizations. These mathematical-oriented economists
had, and their students and followers still have, great difficulties in com-
prehending the logical analytical foundation of Keynes’s General Theory
essay in persuasion.

Keynes stated that classical theorists who “demonstrated” that instan-
taneous flexible money wages was the cure for any unemployment were
engaged in an “ignoratio elenchi” (Keynes, 1936a, p. 259), i.e., of offering
a proof irrelevant to the proposition of what caused unemployment in
the world in which we lived.® Keynes argument was that the classical
theorist’s “proof” that an economy with flexible wages and prices would
automatically find its way to a full-employment equilibrium was not a
proof at all; it was merely a reflection of the restrictive axioms that made
classical theory only applicable to a “special case” of an unrealistic
always fully employed economy.

Keynes (19364, p. 16) stated that

The classical economists resemble Euclidean geometers in a non-
Euclidean world who, discovering that in experience straight lines
apparently parallel often meet, rebuke the lines for not keeping
straight — as the only remedy for the unfortunate collisions which are
occurring. Yet in truth, there is no remedy except to throw over the
axiom of parallels and to work out a non-Euclidean geometry.
Something similar is required today in economics. We need to throw
over ... postulate[s] of the classical doctrine and to work out the
behaviour of a system in which involuntary unemployment in the
strict sense is possible.

In developing his general economic theory analog to non-Euclidean
geometry, Keynes threw over three restrictive classical axioms to pro-
vide an analysis of a money-using, market-oriented entrepreneurial sys-
tem that could display persistent levels of involuntary unemployment.

II. Axioms and theory building

The best way to evaluate any economic theory is to consider the theorist
as a magician. Theorists rarely make logical errors in moving from axioms
to conclusions, any more than professional prestidigitators drop the deck
of cards while performing a card trick. Today’s economic theorists are
proficient at creating the illusion of pulling policy conclusion rabbits out
of their black hat mathematical model of the economy. The more surpri-
sing the policy rabbits pulled from the hat, the greater the audience
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enjoyment of the economist’s performance, and the greater the applause
and rewards.*

A careful examination of the rabbits that a classical theory economist-
magician puts into the hat backstage is required to evaluate the rele-
vance of the policy rabbits pulled from the black hat on stage. The
policy rabbits pulled from the classical economists’ hat cannot be criti-
cized if the axiomatic rabbits initially being put into the hat have been
judged acceptable by the audience. In other words, before accepting the
conclusions of any economist’s theory as applicable to the world in
which we live, the careful student should always examine and be pre-
pared to criticize the applicability of the fundamental axioms of the the-
ory. In the absence of any mistake in logic, the axioms of the theory
determine its conclusions. Remember, that the dictionary definition of
an axiom is “a statement universally accepted as true ..a statement that
needs no proof because its truth is obvious”. Consequently, economic theo-
rists do not question the axioms underlying their theory, even though
differences in theories are normally due to different underlying axioms.

III. The neutral money axiom

Neutral money was a fundamental axiom of 19th-century classical
theory. The neutral money postulate is that changes in the quantity
of money in the economy have absolutely no effects on the aggregate
level of employment and production in the system. In a neutral money
economy, employment and output are determined solely by nonmone-
tary factors in the economic system. By the early 20th century, this
neutrality of money presumption became one of the basic axioms of the
prevailing orthodoxy in economics textbooks. Even today, neutral
money remains one of the fundamental axioms of modern mainstream
economic theory. For those who are trained in classical economic
theory, therefore, the neutrality of money is an article of faith, requir-
ing no proof or justification.

For example, in a moment of surprising candor, Professor Oliver
Blanchard, a prominent member of the economics faculty of the
Massachusetts Institute of Technology and the prestigious National
Bureau of Economic Research, has characterized all the macroeconomic
models widely used by mainstream economists as follows:

All the models we have seen impose the neutrality of money
as a maintained assumption. This is very much a matter of faith,
based on theoretical considerations rather than on empirical evidence.

(Blanchard, 1990, p. 828)
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In other words, even though there is no empirical evidence underly-
ing the fundamental classical presumption of neutral money, all main-
stream macroeconomic models, including those used by the Federal
Reserve, the Council of Economic Advisors, the National Bureau of
Economic Research, etc. are based on the neutral money axiom. This
unshakable belief in neutral money is merely the creed (dogma) of
mainstream economists that permits them to claim that if govern-
ments individually and via international cooperation remove all regu-
lations from markets, i.e., “liberalize all markets”, then the national
and global economy will achieve its goal of full-employment prosperity.
Since this conclusion requires the neutral money axiom as a founda-
tion, mainstream economists are assuming what they pretend to be
proving.s

In 1933, Keynes explicitly indicated that the “monetary theory of
production” he was developing explicitly rejected the classical neutral-
ity of money assumption as applicable in either the short run or the
long run. Keynes (1933a, pp. 408-11) wrote:

An economy which uses money but uses it merely as a neutral link
between transactions in real things and real assets and does not allow
it to enter into motives or decisions, might be called - for want of a
better name - a real-exchange economy. The theory which I desiderate
would deal, in contradistinction to this, with an economy in which
money plays a part of its own and affects motives and decisions and
is, in short, one of the operative factors in the situation, so that the
course of events cannot be predicted either in the long period or in
the short, without a knowledge of the behavior of money between the
first state and the last. And it is this which we ought to mean when
we speak of a monetary economy. ... Booms and depressions are peculiar
to an economy in which ... money is not neutral. I believe that the
next task is to work out in some detail such a monetary theory of
production. That is the task on which I am now occupying myself in
some confidence that I am not wasting my time.

Here, in Keynes’s own words, is his claim that a theory of production
for a money-using economy must reject what mainstream economists
have always believed is a “universal truth”, the neutrality of money.
This neutrality axiom had been the foundation of classical economic
theory for 125 years before Keynes. No wonder Keynes’s General Theory
was considered heretical by most of his professional colleagues who
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were wedded to the classical analysis. Keynes was delivering a mortal
blow to the very foundation of classical faith. No wonder Keynes’s orig-
inal analysis and the further elaboration and evolution of Keynes'’s sys-
tem by Post Keynesian economists in recent decades has not been
understood by the majority of economists who, as Professor Blanchard
has expressly noted, are ideologically bonded to the classical traditional
axiom of neutral money.

Since, by definition, a theory is more general if it requires fewer
restrictive axioms than an alternative theory, Keynes’s analysis provides
a more general theory than classical theory (including general equilib-
rium theory) since Keynes threw out the neutral money axiom and two
other axioms (see infra) that are the foundation on which all main-
stream economic theories are based. As a matter of logic, however, it is
not necessary for those who reject restrictive axioms to justify doing
away with them. Rather, the onus is on those who insist on utilizing
these additional axioms as part of the foundation of their theory to
demonstrate the reasonableness of their additional basic assumptions. It
would be extremely difficult for mainstream theorists to justify their use
of the neutrality of money axiom. Blanchard’s statement that there is
no empirical evidence for the neutrality of money should be sufficient
to expunge this dogma from economic analysis.

Once the neutrality of money is rejected as a necessary axiomatic build-
ing block, then an organizing principle for studying the level of employ-
ment and output in a market economy involves: (1) comprehending the
role of money as a means of settling contractual obligations and (2) under-
standing the essential role that liquidity plays in determining the flow of
production and employment in the economic system in which we live.

James K. Galbraith has noted that the first three words of the title of
Keynes’s book The General Theory of Employment, Interest and Money (1936)
“are evidently cribbed from Albert Einstein” (Galbraith, 1996, p. 14).
Einstein’s general theory of relativity had displaced Newton’s classical
theory in physics, which had maintained the separation of time and
space. Einstein demonstrated that the time-space continuum is, in
essence, the extension of non-Euclidean Riemannian geometry of curved
spaces. Keynes hoped to mimic Einstein’s revolutionary general theory of
relativity and displace the classical economic theory that maintained the
separation of market outcomes and the money supply implied by the
neutral money axiom. Keynes wanted to replace this axiomatic separation
with the equivalent of a market-money curved space continuum, i.e.,
where money and market outcomes continuously interact.
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To accept Keynes'’s logic and its Post Keynesian development, however,
threatens the Panglossian conclusion that, in the long run, all is for
the best in this best of all possible worlds where an unfettered market
economy assures full employment and prosperity for all those who want
to work. Keynes’s General Theory uses fewer restrictive axioms than classi-
cal theory and thereby allows for the possibility that an entrepreneurial
system might possess some inherent faults, such as its “failure to provide
for full employment” (Keynes, 1936a, p. 372) even in the long run.
Keynes's logic is just as antithetical to the classical Social Darwinistic
classical economic theory as the view on the origin of human life as
asserted by the “scientific theory of evolution” is to the “intelligent
design” view of some fundamentalist Christian religions’ axiomatic belief
in biblical explanation of the creation of human life.

Keynes’s general theory suggests that this inability of the entrepreneur-
ial system to provide full employment can be ameliorated by developing
corrective fiscal policies and regulatory institutions for stabilizing finan-
cial markets via monetary policies. There can be a permanent role for
government to correct systemic economic faults of the entrepreneurial system in
which we live, while preserving the freedom of entrepreneurial decision
making and innovation.

In addition to the neutral money axiom, Keynes threw out two
additional restrictive classical axioms, namely:

1. the gross substitution axiom, and
2. the ergodic axiom.

IV. The gross substitution axiom

The axiom of gross substitution asserts that everything is a good substi-
tute for everything else. The existence of gross substitutes means that any
change in the relative prices of a specific good and/or service will induce
buyers to purchase more of the item(s) that has become relatively cheaper
and less of the now more expensive good while spending the same
amount of income. For example, if tea and coffee are gross substitutes,
when the price of tea rises, people will buy less tea and more coffee.
Ubiquitous application of the gross substitution axiom therefore assures
that if all market prices are perfectly flexible, then in any market, when
at the current market price not all of the items offered on the market are
sold, sellers can always sell all of the unsold inventories by merely lower-
ing the market price relative to all other prices. By analogy, it follows that
if at any given wage rate there are any unemployed workers, then, given
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the gross substitution axiom, all workers will be hired only if the market
wage rate is reduced.

When all the items offered for sale in a market can be sold at the
going market price, the economist says that the market “clears”. Full
employment occurs when the labor market clears, i.e., when everyone
who wants to work at the market wage rate has a job; there is no invol-
untary unemployment.

Arrow and Hahn (1971, pp. 15, 127, 215, 305) have demonstrated, how-
ever, that if gross substitution is removed as an axiom universally applica-
ble to all markets, then all mathematical proofs of the existence of a
general equilibrium solution, where all market - including the labor
market — clears are jeopardized. In other words, if the axiom of gross
substitution is not initially imposed as a foundation of a theory, then the
theory cannot demonstrate that all markets (including the labor market)
will clear simultaneously even if all prices are instantaneously flexible. In
the absence of gross substitution, full employment of all resources cannot
be demonstrated to be an automatic and inevitable outcome of a system
of freely competitive markets with flexible wages and prices.

As we will explain in chapter 7, Keynes (1936a, ch. 17) rejected the
gross substitution axiom in his discussion of liquidity and “the essential
properties of interest and money”.

V. Uncertainty and the ergodic axiom

What is this ergodic axiom? If one conceives of the path of an economy
over time and into the future as governed by what statisticians call a
stochastic (probability) process, then the future outcome of any current
decision is determined via a probability distribution. Logically speaking to
make statistically reliable forecasts about any future economic outcome or
event, the decision maker should obtain and analyze sample data from the
future to calculate a statistically reliable estimate of the future market
value or outcome. Since it is impossible to obtain a sample from the
future, the assumption that the economy is determined by an ergodic
stochastic process permits the analyst to assert that samples drawn from
past and current data are equivalent to drawing a sample from the future.
In other words, the ergodic axiom implies that the outcome at any future
date is the statistical shadow of past and current market data.

To explain this, “statistical shadow” argument requires us to develop
the concept of ergodicity using some technical jargon. A realization of a
stochastic process is defined as a sample value of a multidimensiona vari-
able over a period of time, i.e., a single time series of recorded outcomes.
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A stochastic process provides a universe of such time series. Time statis-
tics refer to statistical averages (e.g., the mean, the standard deviation,
etc.) calculated from a singular realization over a period of calendar time
Space statistics, on the other hand, refer to statistical averages calculated
at a fixed point of time and are formed over the universe of realizations
i.e., space statistics (e.g., the arithmetic mean or average, the standard devi-
ation, etc.) are calculated from cross-sectional data, that is, data collected
from individual participants at a single point of time.

If, and only if, the stochastic process is ergodic, then for an infinitely
large realization the time statistics and the space statistics will coincide.
For finite realizations of ergodic processes, time and space statistics coin-
cide except for random errors. In other words, calculated time and space
statistics tend to converge (with the probability of unity) as the number
of observations increase. Consequently, if the ergodic axiom is applicable,
statistics calculated from either past time series or cross-sectional data are
statistically reliable estimates of the space statistics that will occur at any
future date.

The ergodic axiom therefore assures that the outcome associated with
any future date can be reliably predicted by a statistical analysis of
already-existing data obtained either from time series or cross-sectional
data. The future is therefore never uncertain. The future can always be
reliably predicted (actuarially known) by a sufficient statistical analysis
of already existing data. Future outcomes, in an ergodic system, are
probabilistically risky but reliably predictable.

In nonprobabilistic (deterministic) classical economic models, the
ordering axiom of classical theory plays the same role as the ergodic
axiom. The ordering axiom assumes that at any point of time people
“know” all the possible future outcomes of any action taken today and
can correctly order these possible outcomes associated with various
choices in a list from most preferable to least desirable prospect. In deter-
ministic models, true uncertainty occurs whenever an individual cannot
specify and/or order a complete set of prospects regarding the future,
either because: (i) the decision maker cannot conceive of a complete list of
consequences that will occur in the future; or, (ii) the decision maker
cannot assign preferability weights to all consequences because “the evi-
dence is insufficient”, so that possible consequences “are not even order-
able” (Hicks, 1979, p. 113, 115). In cases of true uncertainty, therefore,
neither the ergodic nor the ordering axioms are applicable.

In essence, the ergodic axiom asserts that the future can always be
statistically reliably predicted by calculating probabilities from past and
present market data, and applying these probabilities to possible future
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outcomes. In other words, the ergodic axiom presumes that the future
outcome of any decision made today can be predicted with a high
degree of statistical accuracy. Rejecting the ergodic axiom means that
the future is uncertain in the sense that it cannot be reliably predicted
by examining existing market data. Or as Nobel Prize winner Sir John
Hicks® (1977, p. vii) stated, “economic models should be built where
people in the model do not know what is going to happen and know
they do not know what is going to happen. As in history!”

By contrast, it should be noted that one of the founders of the
rational expectations hypothesis and New Classical Economics has
noted that, by imputing the ergodic axiom, “Rational expectations ...
imputes to the people inside the model much more knowledge about the
system they are operating in than is available to the economist or
econometrician who is using the model to try and understand behav-
ior” (Sargent, 1993, p. 23). In other words, new classical theory assumes
people already know more about the future than the economists who
are assuming such clairvoyant inhabitants.

Since the terminology of the ergodic axiom was explicitly developed
by the Moscow mathematical school of probability, in 1935, and did
not become popular in Western Europe and the United States until well
after World War II, and Keynes’s death, Keynes never knew of this
ergodic terminology and hence did not use the expression “ergodic
axiom” in his emphasis on the importance of uncertainty and the
demand for liquidity in his 1936 book or any other writings.
Nevertheless, the idea of the inapplicability of the ergodic axiom to the
economic system in which we live is embedded not only in Keynes’s
writings on uncertainty, but also in his famous criticism of Professor
Tinbergen’s econometric methodology’ (Keynes, 1939a, p. 308).

Keynes (1936a, p. 161) wrote that at any point of time, when entre-
preneurs consider today’s alternative investment opportunities, they
recognize that the future is uncertain in the sense that for each invest-
ment project, any actuarial estimate of future profits that is a reliable
statistical assessment of potential gain, calculated in accordance with
existing probabilities, cannot be obtained from any existing data set.
Keynes emphasized the difference between his “general theory” and
classical orthodoxy, where,

[flacts and expectations were assumed to be given in a definite form;
and risks ... were supposed to be capable of an exact actuarial
computation. The calculus of probability ... was supposed capable of
reducing uncertainty to the same calculable state as that of certainty
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itself. ... T accuse the classical economic theory of being itself one of
these pretty, polite techniques which tries to deal with the present by
abstracting from the fact that we know very little about the future. ...
[Every classical economist] has overlooked the precise nature of the
difference which his abstraction makes between theory and practice,
and the character of the fallacies into which he is likely to be led.
(Keynes, 1938, pp.var 112-5)

Keynes'’s rejection of the ergodic axiom meant that realistic theories
cannot demonstrate that unregulated financial markets can optimally
allocate investment funds into those projects that in the future will earn
the greatest returns. In nonergodic circumstances it can be demonstrated
that the primary function of financial markets is to provide liquidity and
not to optimally allocate capital as classical theory contends.

In the following chapters, we will explain how Keynes’s emphasis on
uncertainty (nonergodic circumstances) led him to argue that a decision
of income recipients not to spend a portion of their current income on the
products of industry (i.e., to save) then required savers to make a second
decision regarding in what liquid financial market assets these savers
would store their savings. These savings and liquidity-preference choice
decisions by income recipients, according to Keynes, are not linked in
the way classical theory presumed to the decision of entrepreneurs on
current investment spending.

In the 19th-century classical theory, the possibility of an uncertain
future was ignored by the classical postulate that economic decision
makers possessed perfectly reliable foreknowledge of the future. In the
early 20th-century classical theory it was assumed that even if decision
makers did not possess perfect knowledge about the future, the future
could be actuarially predicted based on previous market data. In the New
Classical theory that came to prominence in the late 20th century, the
ergodic axiom is specifically assumed as a necessary condition for agents
to form rational expectations about a statistically reliable predictable
future. In New Classical theory, it is explicitly asserted that all decision
makers in the economic system, by analyzing past and present market
prices possess “rational expectations” that are the equivalent of actuari-
ally certain forecasts. For developing this theory of rational expectations,
Professor Robert Lucas won the Nobel Prize in Economics in 1995.

The reader may be surprised to learn that although Lucas has admitted
that the axioms required for his New Classical analysis are “artificial,
abstract, patently unreal”(Lucas, 1981, p. 563), Lucas argues that the unre-
ality of his axioms is a decided advantage for his New Classical theory.
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Lucas insists that invoking these artificial and unreal postulates is the
only scientific method of doing economics for these classical axioms
that permit the development of logical conclusions that are independent
of real world political and economic institutions. The resulting
immutable and infallible economic “laws” developed by classical theory,
Lucas alleges, are the social science equivalent of the unchanging scientific
principles established by the “hard” sciences.® Lucas’s designation of what
is the only scientific approach to economics means that Keynes'’s rejection
of some classical axioms can be dismissed as “unscientific” and not wor-
thy of serious study.’ Lucas (1977, p. 15) stated that “in conditions of
uncertainty, economic reasoning will be of no value”. No wonder Keynes'’s
analytical system is currently ignored in mainstream academic papers and
textbooks.

When the three restrictive classical axioms of neutral money, gross
substitution, and ergodicity are removed from the classical theorist’s
black hat economic theory, then the classical theorist-magician can no
longer pull the rabbit of flexible wages and prices out of the hat to
demonstrate that liberalizing labor and product markets produce the
price flexibility that is the cure for unemployment.

In the following chapters we shall explain specifically how these over-
thrown classical axioms produce important differences between classical
theory and Keynes'’s General Theory. We will also indicate why the use of
the three aforementioned axioms by classical theory produces character-
istics that have no analog in the world of experience, while Keynes’s
analysis produces an economic system which matches everyday life
experiences.

VI. Aborting Keynes’s revolutionary analysis

In The General Theory Keynes did not specifically name the three restrictive
classical axioms that were equivalent to the Euclidean axiom of parallels
that his analysis of a general theory of employment, interest, and money
required be overthrown. Primarily this was because, in 1936, the rigorous
axiomatic foundations of classical theory had not been fully and explicitly
specified and consequently could not be quickly identified by Keynes. It is
not surprising, therefore, that at that time many readers of The General
Theory were not clear either as to what were the specific classical axioms
Keynes rejected in developing his “nonEuclidean” general economic
theory, or why Keynes rejected these particular classical axioms. Of course,
as the earlier quote demonstrated, Keynes did specifically state that in his
new “monetary theory of production” the neutral money axiom was not
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applicable to the operation of a monetary, entrepreneurial economy in
either the short run or the long run. Still the gross substitution axiom and
the ergodic axiom are not explicitly identified in The General Theory as
axioms to be rejected in Keynes’s general theory.

Many of the cleverest young economists who were entering the
economics profession in the United States and England in the 1930s
(e.g., Paul Samuelson, James Tobin, J.R. Hicks, James Meade) recognized
that the unemployment problem was too deep and persistent to be
sloughed off as merely a temporary aberration or friction that a self-
adjusting market could cure in the long run. Common sense told them
that the invisible hand might not be able to resurrect a prosperous econ-
omy over any reasonable period of calendar time. These “young Turks”
were too impatient to wait for the long-run revival that was promised
by classical theory.

Yet these young economists of the 1930s had been trained in the
classical economics tradition. Consequently, their heads were “already
so filled with contrary notions” that they could “not catch the clues” to
his thought that Keynes’s was throwing to them. They did not find
Keynes’s essay in persuasion an easy one to understand as to why we
needed to throw out some classical axioms. As classically trained econ-
omists, these “young Turks” were unwilling to dispense with any of the
implicit fundamental axioms required by the classical theory of
demand. Moreover, as we shall see in chapter 12, political forces in the
United States after World War II made the retention of these classical
axioms a necessary prerequisite for sales of economics textbooks and
retention of academic appointments.

For those disciplined to believe in the beneficence of the invisible hand,
all classical axioms are, by definition, universal truths. After working so
hard to earn a Ph.D. in economics and earn the respect of their classical
theory professors that was necessary to obtain a tenured academic
appointment in an economics department of a prestigious university, it
would be a Herculean task for these young economists of the 1930s and
1940s to question what one had been trained to believe in as self-evident
verities. The economists of this generation were unwilling, or unable, to
free their formal models of these classical restrictive axioms underlying
demand conditions. Their minds were so filled with “Euclidean” classical
theory notions that they could not catch the “non-Euclidean” analytical
insights that Keynes was throwing at them.

Instead, this younger generation of professional economists tried to
translate Keynes’s conclusions into formalizations of the evolving
mathematical classical theory that was coming into vogue during this
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period as a result of the work of Hicks, Meade, Samuelson, Debreu and
others. Unable to decipher Keynes’s “NonFuclidean” message, they
tried to develop his unemployment results by introducing ad hoc supply
constraints (e.g., the fixed money wages and fixprice models) to the
classical theory upon which they had been brought up.

Today, most economists are even more rigorously trained in the
mathematical formalisms where the restrictive classical axioms are
buried beneath the debris of a mountain of mathematical formulations.
Consequently, most of today’s mainstream economists are not even
aware of the axioms of classical analysis that they are wedded to when
developing interpretations of their complex mathematical models.
Nevertheless, today’s conventional macroeconomic models that are
used to justify “independent” central bank policy decisions and fiscally
conservative governmental economic policy decisions are still founded
on the three classical axioms that Keynes overthrew. The resulting
policy implications of these mathematical models in use today are, as
Keynes noted, “misleading and dangerous” if applied to the real world
in which we live, especially in the globalized economy of the 21st
century. A result of applying the highly formal mathematical version of
classical theory to policy decisions has been stagnation or slow growth
of economies in most of the developed nations of the world, especially
in the Furopean Union, where the European Central Bank model
assumes that all unemployment tends to be frictional.
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The Conceptual Difference
between Keynes’s General Theory
and Classical Theory — Savings and
Liquidity

I. What is a classic book?

A sage once said that the definition of a “classic” is a book that every-
one cites but no one reads. Since it was published in 1936, John
Maynard Keynes’s book The General Theory of Employment, Interest and
Money is a classic in the sense that economics professors at some of the
most prestigious universities, particularly in the United States, have not
read Keynes’s book. In fact, ever since World War II, in highly regarded
universities’ economics departments, students are told that The General
Theory of Employment, Interest and Money is so obscure and confusing
that they need not (and should not) read it. For example, a founder of
the so-called New Keynesian theory, Harvard Professor N. Greg Mankiw
(1992, p. 561) has written that

The General Theory is an obscure book ... [it] is an outdated book. ...
We are in a much better position than Keynes was to figure out how
the economy works. ... Few macro economists take such a dim view
of classical economics [as Keynes did] ... Classical economics is right
in the long run. Moreover, economists today are more interested
in the long-run equilibrium. ... [There is] widespread acceptance of
classical economics.

For more than 70 years, students of economics at these respected
universities have been taught something which these learned professors
call “Keynesian” economics although it has no connection with Keynes’s
revolutionary analysis. As already noted, Keynes’s biographer, Skidelsky
(1992, p. 512) recognized the disconnect between what is called the
Keynesian theory at most universities and Keynes’s General Theory when
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he wrote that “mainstream economists after World War II treated
Keynes’s theory as a ‘special case’ of the classical theory, applicable
to conditions where money wages ... were ‘sticky’. Thus his [Keynes's]
theory was robbed of its theoretical bite, while allowed to retain its
relevance for policy”. In the following chapters we will try to restore
the “theoretical bite” of Keynes’s analysis as public information.

If, in 1936, Keynes was merely arguing that unemployment was the
result of price and wage rigidities, as mainstream Keynesian economists
have claimed (and still do), then Keynes was not providing a revolu-
tionary theory for analyzing the major macroeconomic problems that
plague modern market-oriented, money-using economies. Even in the
19th century, classical economists had argued that the lack of flexible
wages and prices was the cause of unemployment. It is, therefore,
incomprehensible that anyone could claim Keynes’s general theory was
revolutionary if its teaching was merely to reiterate that rigidities in
wages and /or prices cause persistent unemployment in the world
in which we live.

In The General Theory Keynes explicitly denied that the fundamental
cause of unemployment is the existence of wage and/or price rigidities.
Keynes (1936a, p. 257) wrote: “the Classical Theory has been accustomed
to rest the supposedly self-adjusting character of the economic system
on an assumed fluidity of money wages; and when there is a rigidity, to
lay on this rigidity the blame of maladjustment [i.e., unemployment]. ...
My difference from this theory is primarily a difference of analysis.”

Even more directly in his published response to Dunlop and Tarshis,
Keynes (1939b) had already responded in the negative to this question
of whether his analysis of underemployment equilibrium required
imperfect competition, administered prices, and/or rigid wages. Dunlop
and Tarshis had argued that the purely competitive model was not
empirically justified, therefore it were monopolistic and administered
pricing and wage fixities that was the basis of Keynes’s unemployment
equilibrium. Keynes reply was simply: “I complain a little that I in
particular should be criticised for conceding a little to the other view”
(Keynes, 1939b, p. 411). In chapters 17-19 of his General Theory, Keynes
explicitly demonstrated that even if a competitive economy with
perfectly flexible money wages and prices existed (“conceding a little
to the other view”), there was no automatic market mechanism that
could restore the full-employment level of effective demand. In other
words, Keynes’s general theory could show that, as a matter of logic, less
than full-employment equilibrium could exist in a purely competitive
economy with freely flexible wages and prices.
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Given these clear statements by Keynes that his explanation of unem-
ployment does not require any wage (or price) rigidities, it should
be obvious that those mainstream economists who today call them-
selves “Keynesians” — and yet attribute unemployment to wage, price,
or interest-rate stickiness — must think of Keynes’s General Theory as a
literary classic that they can cite to justify their arguments without
bothering to read or understand.

Instead, students are educated to believe that the hi-tech mathe-
matical model known as the Walras-Arrow-Debreu general equilibrium
system is the basic general theory for providing an explanation of how
our economic system functions. This general equilibrium analysis
teaches students that the cause of unemployment is supply-side price
imperfections (rigidities), especially in the labor market of the last half
a century, where the “welfare” state has coddled workers.

In contrast to this general equilibrium view, we will explain why
Keynes’s analysis demonstrated that price and/or wage rigidities, or
even a sticky minimum rate of interest,! are neither necessary nor suffi-
cient conditions for explaining the existence of persistent unemploy-
ment in a money-using, market-oriented, entrepreneurial economy.
Rather, the cause of unemployment is nested in the peculiar properties
possessed by money and other liquid assets and the desire of people
to save income in the form of these liquid assets. To understand the
difference between Keynes and mainstream economic theory we begin
with a discussion of a fundamental aspect of classical theory, Say’s Law.
For, as Keynes argued, all of classical theory is based on the assumed
validity of Say’s Law (Skidelsky, 1992, p. 511).

II. Say’s Law

The 19th-century economic proposition known as Say’s Law is the foun-
dation of the classical argument that a competitive market with flexible
wages and prices is the mechanism that ensures that market forces will
inevitably bring the economy to a situation where all available resources
are fully employed. Say’s Law evolved from the writings of a French econ-
omist, Jean Baptiste Say, who in 1803 stated that “products always
exchange for products”. In 1808, the English economist James Mill trans-
lated Say’s French language dictum as “supply creates its own demand”.
Mill’s phraseology has since been established in economics as Say’s Law.
A simple illustration of Say’s Law is as follows:

The sole explanation of why people produce, that is, work to supply
things to the market, is to earn income. Working and engaging in
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income-earning productive activities is presumed to be disagreeable. On
the other hand, people obtain pleasure (utility) solely from the purchase
and consumption of producible goods and services. People, therefore,
will be willing to work only if they can earn sufficient income for each
unit of work effort to buy enough products of industry to provide the
buyers sufficient pleasure to more than offset the unpleasantness of
their income-earning efforts.

In other words, all income-earning workers would not be maximizing
their individual economic welfare if they engaged in the disagreeable
act of contributing to the production process in order to earn income if
these income earners did not intend to spend every penny that they
earned on pleasure yielding goods and services produced by industry.
Say’s Law presumes that if people have their own self-interest in mind
and wish to maximize the utility or happiness they obtain from their
economic endeavors, then all income earned in the market from the
production and sales of goods and services will be spent to buy
(demand) things produced by industry. There is never a lack of effective
demand for all the products that an economy can produce when it fully
employs its resources.

Keynes (1936a, p. 26) declared that Say’s Law “is not the true law
relating the aggregate demand [for goods and services] and supply
[of produced goods and services] functions. If, however, this is not the
true law, there is a vitally important chapter of economic theory that
remains to be written and without which all discussions concerning the
volume of aggregate employment are futile”.

With this declaration that the Say’s Law homily that everything
supplied in an economy creates its own demand was not a “true law”,
Keynes threw down the gauntlet to classical economists. Keynes was
arguing that the Say’s Law basis of classical theory is not applicable to
the economic world of experience. Instead, Keynes suggested that he
would provide the vitally important chapter of a general theory
of employment where an increase in supply (produced by industry)
did not create automatically an equivalent increase in demand for the
products of industry.

Keynes’s argument was that if one accepted the fundamental axioms
underlying classical theory, then Say’s Law was not formally (logically)
wrong. Indeed Say’s Law is a logically consistent “special case” that could
be obtained from Keynes’s General Theory by adding the three restrictive
axioms: (1) the neutral money axiom, (2) the gross substitution axiom,
and (3) the ergodic axiom. These three classical theory axioms, however,
are not applicable to a monetary economy where entrepreneurs organize
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the production process. Consequently, Say’s Law was not applicable to
an entrepreneurial economy, and therefore classical theory is a special
case whose “teaching is misleading and disastrous if we attempt to apply
it to the facts of experience” (Keynes, 1936a, p. 3).

One example of a misleading and potentially socially disastrous
teaching of classical theory involves government regulation of the
workplace environment and conditions of employment. Since classical
theory teaches us that unregulated competitive markets promote effi-
ciency and prosperity, it logically follows that legislation to set mini-
mum wages, and to promote occupational safety rules, and to restrict
the use of child labor interferes with normal market forces and thereby
prevent the economy from achieving a prosperous and efficient full-
employment equilibrium. If, therefore, classical theory was applicable
to our economic system, then good economic policy should advocate
the repeal of all such legislation. Surely, the reader would find the
repeal of such regulatory labor market legislation to be of doubtful
desirability if not calamitous to the establishment of a civilized
economic society.

In The General Theory (1936a), Keynes set himself the task to explain
why supply did not create its own demand even in a hypothetical,
purely competitive economy with instantaneously flexible wages and
prices of the products of industry. Keynes, therefore, had to explain why
utility-maximizing households would engage in the unpleasant activity
of working or otherwise contributing to the production process to earn
income, if they planned to save a portion of their income, where Keynes
defined savings as refraining from spending all of one’s hard earned
current income on utility-providing producible goods.

In developing his general theory analysis, it became obvious to
Keynes that the classical concept of savings was a vague notion that
often meant different things in different contexts. Under the influence
of G. E. Moore’s Principia Ethica, Keynes realized that to understand the
unemployment problem it was necessary to develop a precise taxonomy
regarding classes of expenditure and savings. By developing a new
classification system Keynes could ask exacting questions to explain
why Say’s Law was a special case whose teachings would be calamitous
if made the foundation of economic policies.

Nevertheless, to communicate and convince his classical theory-
oriented professional colleagues, Keynes tried to salvage as much of the
tools of classical economic theory as possible. To understand the basis
of Keynes’s argument against the applicability of Say’s Law, therefore,
we must introduce a bit of economist jargon and technical tools.
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When Keynes was an undergraduate, the discipline of economics at
Cambridge University was dominated by the great economist Alfred
Marshall (Harrod, 1951, p. 142). In his Principles of Economics (1890),
Marshall developed an analytical framework that divided all economic
forces operating in the marketplace into two categories: demand and
supply. Marshall’s supply and demand functions were specifically
constructed to capture the different factors affecting seller and buyer
behavior in individual markets. Marshall’s demand function related to
the quantity of a specific good that buyers would be willing to purchase
at alternative market prices. Marshall’s supply function related to the
quantity of goods that profit-maximizing sellers would be willing to
produce and sell at alternative market prices. In equilibrium, the market
price and sales (equal to purchases) would be established at the inter-
section of these Marshallian demand and supply functions, i.e., where
the quantity demanded at a given market price just equaled the quan-
tity supplied at that market price.

In his The General Theory of Employment, Interest and Money (1936a),
Keynes attempted to utilize these Marshallian micro-demand and
supply function concepts to develop (for the total economy) an aggre-
gate supply function and an aggregate demand function. Keynes called
the intersection of these aggregate demand and supply functions as the
point of effective demand.? This effective demand point, Keynes argued,
was the aggregate equivalent of Marshall’s micro-equilibrium solution.
The point of effective demand indicated the equilibrium level of aggre-
gate employment and output where buyers would purchase just enough
output from business enterprises at profitable prices to justify hiring the
specific number of workers necessary to produce the volume of output
being purchased.

It was Keynes’s contention that in a monetary economy, this point of
effective demand need not coincide with the full employment of all
workers in the economy. If the point of effective demand was at less
than full employment, then even if the existence of flexible wages and
prices was built in to the aggregate supply function, Keynes argued, the
point of effective demand would not move toward the full-employment
level unless the wage and price (supply) flexibility automatically gener-
ated additional market demands to be added onto the initial aggregate
demand function. Consequently, Keynes argued it was the analysis
of the components of an independent aggregate demand function
that had been ignored by classical theorists in their belief that aggregate
supply automatically creates an equivalent amount of aggregate
demand. Consequently, Keynes believed that the aggregate demand
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function required further study after one has developed the aggregate
supply function that displays the relationship between entrepreneurial
expectations of sales and the employment they will offer workers.

III. The aggregate supply function

Keynes’s (1936a, pp. 44-5) aggregate supply function relates the aggre-
gate number of workers (N) that profit-maximizing entrepreneurs would
want to hire for all possible alternative levels of expected aggregate sales
proceeds (Z), given the money wage rate, technology, and the average
degree of competition (or monopoly) in the economy (cf. Keynes,
19364, p. 245). Each point on an aggregate supply function indicated
the total sales proceeds that profit-maximizing entrepreneurs would
expect to receive to be sufficiently profitable to justify a given level of
employment hiring. Obviously, if, at any point of time, entrepreneurs
decided to hire additional workers, then entrepreneurs must expect
buyers to be willing to spend sufficient additional sums of money to
make it profitable for entrepreneurs to expand production. In other
words, aggregate supply or expected sales receipts (Z) is an increasing
function of employment (N).

Keynes did not believe this aggregate supply concept was new or
novel. In a letter to D. H. Robertson, Keynes (1935b, p. 513) indicated
that his aggregate supply function was “simply the age-old supply func-
tion” and that this aggregate supply function could be readily derived
from ordinary Marshallian micro-supply functions (Keynes, 1936a,
pp- 44-5). Hence, the properties of this aggregate supply function
“involved few considerations which are not already familiar” (Keynes,
1936a, p. 89). Keynes briefly described the aggregate supply function
(1936, pp. 25, 44-5) and its inverse, the employment function (1936a,
pp- 89, 280-1). (The technical derivation of the aggregate supply func-
tion from Marshall’s micro-supply analysis of business firm behavior is
given in the appendix to chapter 6.)

IV. The aggregate demand function

The bulk of The General Theory is devoted to developing the distinctive
components of the aggregate demand function. The components of the
aggregate demand function have some distinguishing characteristics
and properties that are not identical with those associated with the
aggregate supply function. One cannot, therefore, be assured that
supply will always create its own demand.
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If, on the other hand, Say’s Law was true and applicable so that aggre-
gate supply always created its own demand at each and every level of
employment, then the aggregate demand function would have the
same value as the value of aggregate supply function at each level of
employment, i.e., the aggregate supply function and the aggregate
demand function would be identical for all possible levels of employ-
ment (Keynes, 1936a, pp. 25-6). But, Keynes (1936a, p. 21) warned that
this assumption of equality of aggregate demand and supply at all
possible employment levels was necessary to support traditional claims
regarding the economy reaching a full-employment equilibrium and
“the unqualified advantages of laissez-faire in respect of foreign trade
and much else we shall have to question”.

Keynes's revolutionary analysis therefore stems from his belief that, in
a monetary economy, the aggregate demand function differed from,
and was not coincident with, the aggregate supply function over all
levels of possible employment. Consequently, the aggregate demand
function had to be analyzed as a function independent of the charac-
teristics and properties of the classical aggregate supply function.

Let us illustrate this view by utilizing chapter 4’s analogy of theorists
as the equivalent of professional magicians. The backstage rabbits that
are put in the hat of classical theory model builders represent the pre-
sumption that the only source of utility is producible goods.
Accordingly, in the black hat of classical theory’s utility maximizing
decision makers, all income earned will be immediately spent only on
producible goods. If it is assumed that only the products of industry
provide utility to income earners, and this utility-maximizing behavior
“rabbit” is unquestioningly accepted as the microfoundation of aggre-
gate demand, then the aggregation of all market micro-demands
(for producibles) must always be equal to all income earned and spent
on the products of industry.

Why would any utility maximizer engage in the unpleasant task of
working to earn income, if all of his/her income was not to be spent
on the only things that are assumed to provide utility, namely, the
products of industry? Keynes’s answer was that, in our world, the
purchase of certain nonproducible things could also provide utility.
We shall explain what nonproducible things Keynes was referring to
infra. In classical theory, however, only producibles provide utility.
Consequently, classical theory argues that any additional supply of the
products of industry must increase people’s income pari passu, and
therefore every increase in supply must create an exact equivalent addi-
tional total demand for the products of industry® by utility-maximizing
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buyers. Classical economic theory must assume that the aggregate
supply and demand functions are identical and that Say’s Law prevails.

However, as Keynes claimed, if Say’s Law is not applicable to the real
world, then “it was the part played by the aggregate demand function
which has been overlooked” (Keynes, 1936a, p. 89) by classical theorists
in their acceptance of the rabbit that only producible goods provide
utility for income earners. Keynes’s aggregate demand function (D) indi-
cates what the total of all buyers of the products of industry plan to
spend on producibles at every alternative possible level of employment
(N). Most importantly, Keynes’s analysis indicates that income earn-
ers “know” that they do not know what will happen in the future
(cf. Hicks, 1977, p. vii). If income recipients fear the possibility of
adverse conditions in the uncertain future, then income recipients can
obtain utility by saving a portion of their income - where by “savings”
Keynes meant spending a portion of their income on the purchase
of money and other liquid assets. These liquid assets, though not the
products of industry, provide the utility of security for income earners
in that with sufficient liquidity they can meet any unforeseen substan-
tial contractual obligations in the uncertain future.

It is in the discussion of aggregate demand and its components that
Keynes’s taxonomy differs significantly from the classical view of spend-
ing and saving out of income. In the classical view, the only reason an
income earner would save a portion of today’s income is because he/she
knows with certainty that he/she will want to purchase some specific
producibles at a specific price and at a specific future date. And at that
future date, today’s saver knows that he/she will not have sufficient
income on that specific date to make all of their planned purchases. In
other words, classical theory claimed that utility-maximizing income
earners saved only to fill in the periods where their known income
receipts would be less than their “known” future consumption expen-
diture plans. In the long run, the total income earned by a household
would be entirely spent on the products of industry.

Let us illustrate this point with an overly simple, and ridiculous,
example, but an example that is implicit in classical theory’s analysis
of savings. Assume someone who earns $1000 per week plans to take
on additional future spending, such as a one week’s skiing vacation
(beginning on the second Sunday next February). Assume that the
income earner knows that the cost of this one-week vacation next
February will be exactly $2000. The classical economist would argue
that this vacation-desirous household would forgo some consump-
tion spending each week, perhaps savings $100 out of each week’s
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$1000 of income for a period of 20 weeks before the skiing trip in
February. In essence, the saver would merely be substituting additional
consumption-demand of $2000 for the week beginning the second
Sunday in February for the forgone consumption-demand of $100 a week
for the 20 weeks leading up to the vacation period.

In classical theory, the saver would, via the loan market, lend his
weekly savings out during the weeks before the vacation. The borrower
of the saver’s funds could be a hotel owner (perhaps one with a rental
ski shop on the premises) who by studying past market data would
“know” in advance that this vacationer’s demand for hotel rooms, skis,
meals, etc. for a week beginning the second Sunday in February would
be in addition to the normal demand for facilities at his hotel in the
second week of February. The hotel owner could use the borrowed funds
to invest additional resources and facilities, to meet the additional
demand for ski vacations next February.

Accordingly, classical theory argues the $1000 income earned each
week by the ski vacation planner during the 20 weeks before the
February vacation would be spent as follows: (1) by the income-earning
vacation planner, $900 worth of consumption goods per week and $100
savings, while (2) the $100 per week savings would be borrowed and
spent by the hotel owner on investment in additional facilities.
Consequently, in this over-simplified example even the weekly planned
savings of the vacationer would automatically be spent each week by
the investing entrepreneur on producibles necessary for building up
additional resources for his hotel. All income earned each week would
be spent on producibles each week, while over 21 weeks the vacationer
would spend all his income for the 21 weeks (including the savings of
the previous 20 weeks). Thus even while the skier was saving out of each
week’s income, in this hypothesized classical theory world, the hotel
owner was spending in excess of his income each week before the
second Sunday in February to make sure he had sufficient facilities
available on that February week when the skier would spend his savings
to buy things from the hotel owner.

By contrast, Keynes (1936a, p. 210) argued, “An act of individual
saving means — so to speak — a decision not to have dinner today. But it
does not necessitate a decision to have a dinner or to buy a pair of boots
a week or a year hence or to consume any specified thing at any specified
date. Thus, it depresses the business of preparing today’s dinner without
stimulating the business of making ready for some future act of con-
sumption. It is not a substitution of future consumption-demand for
present consumption-demand - it is a net diminution of such demand”.
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Keynes rejected the classical concept of saving out of income where
the saver knows precisely at what future dates consumption plans will
exceed income, and so additional purchasing power (obtained by
spending past savings at the future date) will be needed to complete
specific future purchase plans. Instead, Keynes argued savings occurred
because the future was uncertain and the saver wanted to protect
himself/herself from being unable to meet unforeseen needed future
purchases (or other contractual commitments) if either his income
should decline and/or his consumption need should suddenly be in
excess of his incoming income. Or as it is often said in the vernacular,
income earners are putting away some of today’s income in the form of
savings for the proverbial uncertain future rainy day.

Keynes defined the decision to save out of income merely as a decision
not to spend today’s income on today’s products of industry. In Keynes'’s
taxonomic system, the decision to save is not a simultaneous decision to
order a specific producible good or service at a specific future date. The
next question then became, “If a household saved by not consuming all
of current income on today’s products of industry, what did the house-
hold do with this fund of savings?”

To respond to this query, Keynes defined a two-stage spending
decision-making process for those who save out of current income (see
Figure 5.1). At the first stage the income earner decides how much of
current income will be spent today on produced goods and how much
of current income will not be spent on currently produced goods and
services, i.e., how much of current income will be saved. Classical
economists call this first stage of the spending decision process the time
preference decision, for today’s savings supposedly reflect how much
consumers prefer to substitute spending on specific producible goods at
a specific future time (date) rather than spend today’s savings on today’s
products of industry.

Keynes theory differed from the classical theory with regard to the moti-
vation for savings. In order to highlight this difference, Keynes called this
first stage of the spending decision process, which involved deciding what
proportion of current income to spend immediately on newly produced
consumer goods, the propensity to consume rather than the time preference
decision. This propensity to consume labeling does not infer any desire to
necessarily spend today’s savings on any producible goods and services
at any specific date in the future. In Keynes’s taxonomic view of this
consumption-savings decision process, he who hesitates (to spend today)
saves and can therefore make a decision to buy goods or services at any
other (unspecified) future day. Accordingly, Keynes’s propensity to
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INCOME

[CLASSICAL TIME PREFERENCE, OR
KEYNES’S PROPENSITY TO CONSUME]

PURCHASE OF NEW NON-CONSUMPTION
CONSUMPTION GOODS (Savings)

[LIQUIDITY PREFERENCE]

OTHER LIQUID ASSETS MONEY
(Equities, bonds, mutual funds, etc)

Figure 5.1 Two-stage spending decision-making process for saving out of current
income

consume dichotomization of income earned into consumption purchases
of producible goods versus savings via liquid assets provides a stark con-
trast to classical theory’s view of this spending-saving decision process,
which merely reflects a specified exact time preference for spending all
income on the products of industry by income earners committing their
current saving to specific consumption purchases at specific future dates.

In Keynes’s analysis, once the propensity to consume decision is
made to save a portion of current income, savers are required to make a
second decision - the liquidity preference decision. To carry their saved
(unused) spending power of current income forward in time, savers
have to decide on one or more vehicles (time machines) for moving this
unspent purchasing power into the indefinite future. If the future is
uncertain and cannot be reliably predicted, then savers can never be
sure when, if ever, they shall want to utilize the spending power of these
savings to make purchases at any future specific date(s). Consequently,
savers will look for time machines to transport the spending power of
their savings to the future. In order to minimize the real cost of utilizing
these time machines, these savings vehicles must be durables that exist
for a considerable length of time without deterioration. These durables
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will require a zero or minimum carrying cost (e.g., maintenance, repair,
insurance, and warehousing costs) for the period of time that these sav-
ings are held and not spent.

In a monetary economy, we should recognize that “goods sell for
money and money sells for goods, but goods do not sell for goods”
(Clower, 1967, pp. 208-9). Consequently, if a saver decides to use
his/her savings to purchase some products of industry at some future
date, and if the saver has not stored his/her saving in the form of
money, then at some future date the saver will have to sell his/her time
machine vehicle for money in order to finance the purchase of the
producible good at that future date. Thus, savers will search for time
machines that incur a minimum not only of carrying costs but also of
transactions costs, the costs of buying the time vehicles and later
reselling these time machines when they are, if ever, sold to obtain
money to be used in a specific future goods purchase or other contrac-
tual obligation settlement.

In sum, in a money-using, entrepreneurial economic system, savers
will use as liquid time machines (to transfer the contractual settlement
power of their current savings to the indefinite future) only those things
that have small or negligible carrying costs and small or negligible trans-
actions costs of buying and reselling. Liquid assets can be defined as
durable assets that have minimal carrying costs and that can be readily
resold for money (liquidated) while incurring small or negligible trans-
actions costs for purchase and resale.

Consequently, in an economic environment where income earners
“know” that they cannot reliably predict the future, then in that
first-stage spending-saving decision process that Keynes called the
propensity to consume, people decide on how much of current income
is to be spent on consumer goods and how much is to be saved, i.e., not
to be spent today on producible goods. In the second stage of the deci-
sion process — the liquidity preference decision — savers decide how to
allocate their savings among alternative liquid assets that are available
to them as vehicles for storing and moving savings to the future.

Anything that is, by definition, durable, can be carried into the future.
Durable real assets such as plant and equipment, consumer durables, etc.,
however, have very high carrying costs. Moreover, although the transac-
tions costs of purchasing new real durables may, or may not, be very
large, the costs of reselling these durables at future dates can be very large,
if these durables can be sold at all in second-hand markets. Durable goods
that cannot be readily resold are called illiquid assets. Most real durable
products of industry are illiquid assets and therefore are not useful time
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machines for moving saved purchasing power into the indefinite future.
Accordingly, given Keynes'’s definition of savings, illiquid assets, includ-
ing producible durables (e.g., investment goods) are not vehicles used to
move savings to the future.

In an economy with a developed financial system, there are many
possible time machine vehicles available to savers where both the trans-
actions and carrying costs of holding are relatively small or negligible.
Liquid financial assets such as money, equities traded on organized
security markets, negotiable bonds, shares of mutual funds, etc., are
among the most obvious time machines. Keynes’s liquidity preference
decision stage indicates that each saver will decide how to allocate
unspent income (savings) among alternative time machines (liquid stores
of value) that can transport generalized purchasing power from today to
the indefinite future.

Keynes developed this theory of liquidity preference late in his evolving
general theory analysis when he recognized that to explain the existence
of involuntary unemployment required specifying “The [Two] Essential
Properties of Interest and Money” (Keynes, 1936a, ch. 17). These “essen-
tial properties” clearly differentiate Keynes’s general theory from classical
theory. Keynes (1936a, pp. 230-3) specified these essential properties as

1. the elasticity of production associated with all liquid assets including
money is zero or negligible,* and

2. the elasticity of substitution between liquid assets (including money)
and reproducible goods is zero or negligible.>

The zero elasticity of production means that when some portion of
income is “saved”, these savings will be used to purchase things that are
not producible by the use of labor in the private sector, especially since
durable producibles are typically associated with large carrying and
transactions costs.

What is the implication for employment of the availability of liquid
assets with these essential elasticity properties? The following hypo-
thetical example may help the reader to understand the importance
of these essential properties. Suppose a significant number of people
suddenly decided to buy fewer space vehicles (automobiles) and use this
unspent income (savings) to buy additional time vehicles (liquid assets)
instead. As a result, sales, and therefore employment, in the automobile
industry would decline, while, all other things being equal, there would
be no increase in private sector employment to produce additional time
vehicles (liquid assets).
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A zero elasticity of production means that money (or any other liquid
asset) does not grow on trees. Consequently, private sector entrepreneurs
cannot employ workers to pluck more money from the money
trees whenever the demand for money (liquidity) increases as aggregate
savings occur. Or as Keynes wrote: “money ... cannot be readily
reproduced; labour cannot be turned on at will by entrepreneurs to
produce money in increasing quantities as its price rises” (Keynes,
19364, p. 230).

In other words, current resources are never used (employed, consumed)
to satisfy this liquidity demand by savers reducing their demand for pro-
ducibles. In Keynes'’s lexicon, in a money-using entrepreneurial economy,
a decision to save out of current income involves a decision to save in
the form of nonproducible money or other liquid assets. Given the zero
elasticity of production of money and all other liquid assets, a decision to
save out of current income implies a reduced demand for the products of
industry while liquid assets have a zero elasticity of production, and so
saving does not create a demand for more workers to be hired to produce
additional money or other liquid assets. Contrary to Benjamin Franklin'’s
adage, a penny saved is a penny not earned.

All other things being equal, any reallocation away from the spend-
ing on the products of industry toward increasing one’s savings
increases the demand for liquid assets, but workers cannot be hired in
the private sector to produce more liquid assets in response to the
hypothesized increase in demand. In a money-using economy, the
decision to save a portion of one’s income in terms of nonproducible
liquid time machines (financial assets) involves what Hahn (1977,
p. 39) has labeled “a non-employment inducing demand” — a type of
demand that is incompatible with Say’s Law.

But why was it necessary for Keynes to identify a second essential
property of money and all other liquid assets, namely that the elasticity
of substitution between liquid assets and producible goods is zero or
negligible? When savings out of current income occur, the demand for
liquid assets increases. If liquid assets are nonproducibles, then their
supply cannot increase, and hence the price of liquid assets must rise
with any increase in demand for liquid assets. If the durable products of
industry were good substitutes (had a high elasticity of substitution) for
liquid assets as a store of value, then the rising price of liquid assets
would reallocate the demand for liquidity toward producibles, and
therefore employment would increase in the industries producing
substitutes for liquid assets. But as we have already noted, the high
transactions and carrying costs mean that durable producibles can


mailto: rights@palgrave.com

Difference between General Theory and Classical Theory 53

never be a good substitute for liquid assets as liquidity time machines,
hence, the zero elasticity of substitution.

This zero elasticity of substitution between liquid assets, which savers
use as time machines, and reproducible durables ensures that that portion
of income that is not spent on by the products of industry, i.e., savings,
will find, in Hahn’s (1977, p. 31) terminology, “resting places” in the
demand for nonproducibles. Some 40 years after Keynes, Hahn rediscov-
ered Keynes’s point that a stable involuntary unemployment equilibrium
could exist even in a classical general equilibrium (Walrasian) system with
flexible wages and prices whenever there are “resting places for savings in
other than reproducible assets”(Hahn, 1977, p. 31).

Hahn rigorously demonstrated what was logically intuitive to Keynes.
Hahn (1977, p. 37) showed that the view that with “flexible money
wages there would be no unemployment has no convincing argument
to recommend it. ... Even in a pure tatonnement in traditional [classi-
cal] models convergence to [a general] equilibrium cannot be generally
proved” if savings are held in the form of nonproducibles. Hahn (1977,
p- 39) argued that “any non-reproducible asset allows for a choice
between employment inducing and non-employment inducing
demand”. The existence of a demand for money and other liquid
nonreproducible assets (that are not gross substitutes for the products of
the capital goods-producing industries) as a store of “savings” means
that all income earned by households engaging in the production of
goods is not, in the short or the long run, necessarily spent on the prod-
ucts of industry. Households who want to store that portion of their
income that they do not consume (i.e., that they do not spend on the
products of industry) in the form of liquid assets are choosing, in
Hahn's words, “a non-employment inducing demand” for their savings.

Just as in non-Euclidean geometry, lines that are apparently parallel
often crash into each other, in the Keynes/Post Keynesian non-Euclidean
economic world, an increased demand for “savings” even if it raises the
relative price of nonproducibles, will not spill over automatically into a
demand for producible goods. Consequently when households save a
portion of their income they have made a choice for “non-employment
inducing demand” that is incompatible with Say’s Law.

Keynes (19364, p. 241) argued that the “attribute of ‘liquidity’ is by no
means independent of these two [elasticity] characteristics”. Thus, as
long as wealth owners demand any liquid asset that has “low elasticities
of production and substitution and low carrying costs”(Keynes, 1936a,
p- 238) as a resting place (store of value) for their savings out of current
income, then (involuntary) unemployment equilibrium is possible even
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in the long run. In a money-using, entrepreneurial economy, earned
income is saved in the form of nonproducible financial assets rather
than spent on the products of industry.

Classical theory, on the other hand, assumes that only producible
goods and services provide utility. Why then would any rational human
being engage in unpleasant income-earning activities only to store that
portion of their income that they save in the form of nonproducible
liquid assets which, classical theorists insist, provide no utility to the
saver? In the classical long run of Professor Mankiw, only an irrational
lunatic would behave this way and make a fetish over the liquidity of
one’s portfolio. Yet, in the world of experience, sensible people do store
their savings in nonproducibles such as currency, bank deposits, and a
plethora of other liquid financial assets traded on well-organized,
orderly, financial markets.

In a world where the ergodic axiom is not applicable, people recog-
nize that they do not “know” and cannot know the future in a statisti-
cally reliable sense. Decision makers may fear a future that they “know”
that they cannot know. It is, therefore, sensible for decision makers to
store some portion of their income in money and other nonproducible
liquid assets that can be readily converted into money, as long as future
liabilities can be expected to be legally discharged by the tendering of
money. Sensible behavior of savers implies that they do not use all their
earned claims on industry’s products and resources today. The more lig-
uid the asset used to store savings today, the more readily it can be used
another day to command resources in the future.

If, as Keats wrote, “A thing of beauty is a joy forever”, then one can
never have too many of beautiful things. Similarly, if liquidity is a cushion
against an uncertain economic future, then in a world of uncertainty, one
can never have too much of liquidity. Holding nonproducible liquid assets
provides a utility security blanket that can be used to meet unforeseen
future contractual commitments. Purchasing illiquid producibles, how-
ever, means spending income today for something that cannot be used to
meet any future contingencies.

The existence of savings in the form of money and other liquid assets
breaks the Say’s Law proposition that supply must create its own demand.
The reason why savings are stored in these non-employment-inducing
demand for liquid assets is, according to Keynes, the recognition by
income recipients that the future is uncertain and that one must protect
oneself against unforeseen and unforeseeable future contractual commit-
ments and eventualities by storing savings that possess zero or relatively
negligible carrying costs and transactions costs.
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The existence of money and other liquid assets that have the essen-
tial elasticity properties identified by Keynes provides savers with the
privilege of not having to spend all their income immediately on goods
and services if they do not want to do so. Keynes’s analysis will be
rendered even more intelligible, when we delve further, in chapter 7,
into the role of money and money contracts in our economy. But before
engaging in that task we will, in the next chapter, further differentiate
Keynes’s aggregate demand function from the classical demand func-
tion by analyzing the other components of aggregate demand that are
completely independent of aggregate supply.

V. A note on Friedman'’s alternative definition of saving

Using classical theory’s association of utility solely with the consump-
tion (or using up) of the products of industry, Nobel Prize winner
Milton Friedman developed his permanent income theory of consumption,
which appears to reach conclusions completely opposite to those of
Keynes’s general theory. This difference, however, is primarily due to
the fact that Friedman uses definitions for consumption and savings
that, though they are compatible with those of classical theory, are
different from Keynes’s definitions — and will, we shall see, strike the
reader as very peculiar and in conflict with usual meanings.

In Friedman'’s lexicon, income received today is divided into two com-
ponents: transitory (or windfall) income and permanent income.
Transitory income is associated with one-shot, non-repeatable changes
in current income, e.g., winning the lottery, or receiving a one-time
bonus at work. Permanent income is defined by Friedman in terms of
long-term income (utility) flows that every forward-looking consumer
can expect to receive each future period throughout his/her life.
Friedman argued that any change in permanent income would primarily
affect one’s consumption purchases in every period of the remainder of
one’s life, while changes in transitory income would have little or no
effect on consumption, but instead would be almost entirely saved.
Technically, this implies that the marginal propensity to consume out of
permanent income is close, if not exactly equal, to unity. The marginal
propensity to consume out of temporary income, on the other hand, is
approximately zero, as all transitory income increments are saved. Based
on these definitions of income, consumption, and savings, Friedman
developed empirical evidence that he claims supports his permanent
income hypothesis, but these “facts” are incompatible with Keynes’s
measured current income theory of consumption (Friedman, 1957).
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In developing his theoretical framework, Friedman uses the terms con-
sumption and savings in a way that not only differs from Keynes’s defini-
tions, but in a way that would also appear strange to the ordinary
layperson not educated in the lexicon of classical economics. Friedman
defines consumption as “the value of services [flow of utility] consumed”
during any specific time period, e.g., the total utility obtained by the
consumer from consuming products of industry in a specified time period
such as a given year. Producible durables, however, by definition last more
than a year and therefore provide a flow of utility to their owners over
their useful multi-year life. Accordingly, Friedman defines consumption
of durables as equal to the amount of depreciation of durables during a
given year.

Friedman'’s definition of savings involves any portion of durables —
those that already exist plus durables that are produced during the cur-
rent year — that are not consumed (depreciated or used up) during this
year. Consequently, Friedman’s measure of total consumption in any
year is equal to the depreciation (or wearing out) during the year of all
existing durables owned by the consumers plus consumers’ purchases of
all nondurables and services that, by definition, must yield their total
utility during the year (Friedman, 1957, p. 11).

To a layperson it might be a shock to discover that under Friedman'’s
definition of savings, the purchase of a new gas-guzzling $45,000
Hummer automobile that is expected to last many years is a form of
private savings. Only that portion of the utility value of the Hummer
auto that depreciates during the current accounting period is classified
as consumption. So unless the consumer totally wrecks his new
Hummer driving out of the showroom, most of the purchase price of
the Hummer will be recorded as savings in Friedman’s accounting
scheme. If the car is purchased just before midnight on December 31,
then, Friedman will record in his database the total purchase price of
$45,000 as savings.

Friedman prides himself on not defining consumption as the purchase
of currently produced durables such as ostentatious sports cars, mink
coats, yachts, jewelry, etc. Indeed, Friedman boasts that his taxonomy
is superior to others such as Keynes’s definitions because “much that
one classified as consumption is reclassified as savings” (Friedman,
1957, p. 28). When transitory (windfall) income, e.g., lottery winnings,
is received, Friedman (1957, p. 28) states, “Is not the windfall likely to
be used for the purchase of durable goods?” If windfall income is spent
primarily on durable producible goods, then, by definition, Friedman
has validated his hypothesis that transitory incomes will (almost)
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always be “saved” and not consumed in the year that this “transitory”
income is received. After all, if a household suddenly received a large
one-time windfall of, say, $10 million, how many additional non-
durables could the household purchase out of this windfall in the current
accounting period?

The average layperson would be surprised to learn that if she won a
$10 million lottery and spent the receipts on newly produced yachts,
jewelry, a jet plane, etc., then these purchases are not classified as
conspicuous consumption by a Nobel Prize-winning economist, but are
instead defined as savings. Such uncommon use of common language
can be highly misleading. Even though the average person would asso-
ciate his/her saving out of current income with not spending income on
the products of industry, Friedman'’s use of language encourages politi-
cians to believe that saving creates jobs just as much as consumption
spending on nondurables does. Moreover, under Friedman'’s definition,
saving is even better than consumption for society as saving creates util-
ity for many future periods, while the utility associated with Friedman'’s
definition of consumption is dissipated immediately.® Of course, pur-
chases of yachts and jewelry creates jobs today in these durable
goods—producing industries. These purchases are consumption in
Keynes'’s lexicon. They are primarily savings in Friedman’s. But to para-
phrase Shakespeare’s Juliet — “What’s in a name? That which we call a
rose by any other name would smell as sweet” — so current spending on
the durable products of industry would, were it called savings instead,
still retain that dear perfection of creating jobs.

What Keynes’s taxonomy does is, without engaging in semantic
obfuscation, recognize that savings mean the purchase of a liquid asset
that is not the current product of industry. Can Friedman'’s or any other
classical economist’s lexicon be so clear?
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Further Differentiating Keynes's
Aggregate Demand Function

I. Two aggregate demand components

To differentiate Keynes’s general theory from classical theory’s “special
case” and to explain why the aggregate demand function is not identical
to the aggregate supply function, Keynes developed a new and expanded
taxonomy for the components of the aggregate demand function.

Under Say’s Law, the aggregate market demand for all the products of
industry are grouped into a single category that can be labeled D,. This
D, spending represents all expenditures on producibles where the amount
spent is related to the income earned (aggregate supply). Given all the
restrictive axioms underlying the classical special case of Say’s Law, D, is
not only a function of the income earned, but is also exactly equal to
the income earned (aggregate supply) at any given level of employment.

Keynes’s new taxonomy (1936a, pp. 28-30) differed from the classical
categorization because Keynes split aggregate demand expenditures into
two demand categories, D, and D,. The D, spending category includes
all expenditures on products of industry that “depend on the level of
aggregate income and, therefore, on the level of employment N”
(Keynes, 1936a, p. 28). Keynes’s D, category, therefore, is similar (but not
identical) to the single D, category of classical theory. Unlike the D,
category of Say’s Law, Keynes’s D, spending is only a function of, and is
not necessarily equal to, aggregate income (supply) at every possible
alternative level of income and employment.

Keynes called the relationship between D, expenditures and the aggre-
gate income level the propensity to consume function. Keynes’s argument
was that not all income received currently would be spent on the products
of industry. That portion of income that was not spent on the products
of industry is “saved” in the form of purchases of nonproducible
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liquid assets, including money. Consequently, as long as there is a propen-
sity to save out of current income, D, expenditures would not be equal to
income earned at every possible level of income.

Keynes defined D, spending as representing all expenditures that are
not related to current aggregate income and employment. D, plus D,
expenditures, therefore, make up an exhaustive categorization of all
possible demands for the products of industry. What types of expendi-
tures can be identified as not necessarily dependent on current income?

Examples of D, expenditures that need not be related to current
aggregate income include:

—

. investment expenditures by entrepreneurs (I),

2. government purchases of goods and services (G) that are not explic-
itly tied to government tax revenues when the latter are related to
aggregate income and

3. in an open economy, i.e., an economy that trades with other nations,

foreigners’ purchases of export products from domestic industries (X).

Keynes initially dealt with the most simple model of the economy
where there are no government taxes or expenditures and no trade with
foreigners, so both G and X will be equal to zero. If, even in such a simple
economic system, it were possible for Keynes to explain why Say’s Law was
not applicable, then, clearly, classical theory would not be applicable to
the more complex real-world economies where government spending and
foreign trade also affect the level of domestic employment.

In the simple economy system, where there is no government spend-
ing or foreign trade, D, spending represents the private sector’s invest-
ment expenditures. Since all income earned goes either to planned
consumption or planned savings, if, as classical theory presumes, invest-
ment expenditure is equal to the planned savings at any level of income
and employment,! then investment spending would be included under
the D, category, and Say’s Law would be resurrected. As we already
noted, in classical theory it is presumed that entrepreneurs already
“know” the growth of market demand at specific dates in the future (where
this growth is presumed to be equal to current savings). Consequently,
current investment spending is assumed to be just sufficient to equal
the savings propensity of households as the savers are merely showing
a time preference for some specific future output. Consequently, invest-
ment expenditure is just another form of D, in the classical Say’s Law
theory.
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II. Investment spending

To explain why investment spending is not equal to a planned savings
at every possible level of income, and is therefore not included in D,,
Keynes invoked the concept of true uncertainty regarding the future. If
the future is uncertain, according to Keynes, then future possible rev-
enues that today’s investment expenditures might be expected to earn
are not foreseeable and therefore cannot be reliably predicted by using
past or current market data. As Keynes noted (1936a, pp. 149-50)

The outstanding fact is the extreme precariousness of the basis of
knowledge on which our estimates of the prospective yield [of any
investment] have to be made. Our knowledge of the factors that will
govern the yield of an investment some years hence is usually very
slight and often negligible. If we speak frankly, we have to admit that
our basis of knowledge for estimating the yield ten years hence of a
railway, a copper mine, a textile factory, the goodwill of a patent
medicine, an Atlantic liner, a building in the City of London
amounts to little and sometimes nothing; or even five years hence.

In technical terms, the type of uncertain environment that Keynes was
describing in this explanation of the basis for estimating the future yield
of any investment is one where the classical ergodic axiom - like the
axiom of parallels in a non-Euclidean world - is not applicable.

In Keynes'’s theory, although investment spending depends on expecta-
tions regarding future market demand, and the resulting profitability
accruing to the future output of today’s investment projects, entrepre-
neurs recognize that this future market demand cannot be reliably pre-
dicted. Consequently, investment spending by entrepreneurs is more
the result of what Keynes called “animal spirits” and other autonomous
forces motivating entrepreneurs, than some actuarial estimate of future
profits. Since the animal spirits of entrepreneurs can differ from the
propensity to save, therefore today’s investment spending by entrepre-
neurs is not directly related to the current planned aggregate savings
propensity of the community. At any point of time, what entrepre-
neurs desire to spend on investment may be more than, less than, or
equal to planned saving at any specific level of income and employ-
ment. In other words, once the classical ergodic axiom is thrown over
and true uncertainty is recognized as an important force determining
entrepreneurial investment planning, the D, expenditures component
of the aggregate demand function can be considered to be determined
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independent of the value of aggregate supply at any level of income
and employment.

The Nobel Prize winner and self-proclaimed Keynesian economist
Paul A. Samuelson (1969, p. 182), however, has insisted that economists
must impose the ergodic axiom if “we theorists” hope to remove eco-
nomics from the “realm of history” and move it into “the realm of sci-
ence”. In other words, Samuelson has made the acceptance of the
ergodic axiom the sine qua non for the scientific method in economics.
When recipients of the Nobel Prize make such statements, it should
not surprise the reader that Keynes’s revolutionary argument that Say’s
Law is not applicable to our economic system because the aggregate
demand function is not identical to the aggregate supply function has
been ignored by mainstream economic theorists since World War II.
(See chapter 12 for a further discussion of how Keynes'’s revolutionary
theory was aborted.)

Samuelson’s invoking of the ergodic axiom permits his scientific
methodological approach to economic theory to presume that all future
events can be actuarially determined by analyzing existing market
(price) data. Consequently, in an analysis of an economic system based
on the ergodic axiom, when people earn income today they can accu-
rately forecast when, and for what, every dollar of savings will be spent
at each and every future possible date. Entrepreneurs can also reliably
estimate when this future spending on the products of industry will
occur, and therefore install sufficient plant and equipment today to
meet this future demand efficiently. Accordingly, logical consistency in
Samuelson’s ergodic axiom analysis would require that income earned at
any employment level today will be entirely spent: (i) either on produced
goods for today’s consumption or (ii) on buying investment goods that
will be used to produce specific goods for the (actuarially known) future
consumption spending pattern of today’s savers.

The ergodic axiom, therefore, is a fundamental building block under-
lying classical theory’s presumption that all income is always imme-
diately spent on producibles so that there is never a lack of effective
demand for things that industry can produce and Say’s Law is appli-
cable. In this ergodic economic world, the proportion of income that
households save does not affect total (aggregate) demand for pro-
ducibles; it only affects the composition of demand (and production)
between consumption and investment goods, or in Friedman'’s perma-
nent income system, between the production of durables and non-
durables. Thus, savings creates jobs in the capital goods-producing
industries (or, for Friedman, in the durable-goods producing industries)
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just as much as consumption spending creates jobs in the consumer
goods producing industries. Accordingly, it should not be surprising to
hear mainstream economic “experts”, whether they claim to be classi-
cal theorists or Samuelson-type “Keynesians”, argue that the govern-
ment ought to promote policies that increase the propensity to save as
a sure way to stimulate economic growth and investment in productive
durables.

In Keynes'’s theory, as opposed to the classical theory and the “scien-
tific” approach of Professor Samuelson, people recognize that their eco-
nomic future is uncertain (nonergodic) and cannot be reliably predicted
from existing market information. Consequently, investment expendi-
tures on production facilities and people’s desire to save are typically
based on differing expectations of an unknowable, uncertain future. If
income earners’ fear of the future increases, then income earners will try
to save more out of current income. Hence the greater the fear of an
unknown future, the lesser employment entrepreneurs will offer work-
ers, as income earners spend less on the products of industry in an
attempt to save more for the uncertain rainy days that may lie ahead.

On the other hand, the brighter the entrepreneurial expectations of
future sales and profits, the greater their “animal spirits”, and therefore,
all other things being equal, the more would entrepreneurs desire to
spend on investments in plant and equipment today. Since the pur-
chase of large durable investment projects involve spending more funds
than most entrepreneurs have in current income and/or savings, any
investment expenditures must be funded via borrowing and/or selling
equity securities on a financial market. If entrepreneurs can sort the
expected profitability of various investment projects in terms of expected
declining rates of profitability, then the lower the interest rate necessary
to borrow money, the more investment projects and spending is likely to
be undertaken. Alternatively, the more entrepreneurs fear the future, the
less willing they will be to invest. So if fear of the future is rampant,
entrepreneurs may not be willing to invest very much in plant and
equipment even in the face of very low interest rates.

What can create entrepreneurial optimism, or fear of the uncertain
future? Keynes (1936a, p. 162-3) noted:

It is safe to say that enterprise which depends on hopes stretching
into the future benefits the community as a whole. But individual
initiative will only be adequate when reasonable calculation is sup-
plemented and supported by animal spirits so that the thought of
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ultimate loss ... is put aside as a healthy man puts aside the expecta-
tion of death.

“This means, unfortunately ... that economic prosperity is excessively
dependent on a political and social atmosphere which is congenial to
the average business man. If the fear of a Labour Government or a
New Deal depresses enterprise, this need not be the result either of a
reasonable calculation or of a plot with political intent; — it is the
mere consequence of upsetting the delicate balance of spontaneous
optimism. In estimating the prospects of investment, we must have
regard, therefore, to the nerves and hysteria and even digestions and
reactions to the weather of those upon whose spontaneous [invest-
ment] activity it largely depends ... We should not conclude from this
that everything depends on waves of irrational psychology. ... We are
merely reminding ourselves that human decisions affecting the
future, whether personal or political or economic, cannot depend on
strict mathematical expectations [of future profits], since the basis for
making such calculations does not exist; and that it is our innate urge
for activity which makes the wheels go round.

In a world of nonergodic uncertainty, future profits, the classical the-
ory’s rational basis for current D, investment spending, can neither be
reliably forecasted from existing market information, nor endogenously
determined via today’s planned saving propensity of income earners.
Instead, the expected profitability or yield of today’s investment expen-
ditures (D,) depends ultimately on the optimism or pessimism of entre-
preneurs and their ability to obtain funding for their investment
projects. Or as Keynes (1936a, p. 212) noted, “prospective yield wholly
depends on the expectations of future effective demand in relation to
future conditions of supply”. The effective demand at any future date,
however, depends at least partly on D, at that future date. But that future
date’s D, level of investment spending depends on the entrepreneurial
expectations of aggregate demand and supply conditions even further in
the future. Thus, unless one assumes that entrepreneurs can accurately
predict the future from here to eternity, current expectations of prospec-
tive yield must depend on the animal optimism or pessimism of entre-
preneurs and their ability to raise money in the financial markets to fund
the purchase of today’s investment purchase commitments.

“Our decisions to do something positive, the full consequence of
which will be drawn out over many days to come, can only be taken
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as a result of animal spirits — of a spontaneous urge to action rather
than inaction, and not as the outcome of a weighted average of quan-
titative benefits multiplied by quantitative probabilities. Enterprise
only pretends to itself to be mainly actuated by the statements in its
own prospectus, however, candid and sincere. ... If the animal spirits
are dimmed and the spontaneous optimism falters ... enterprise will
fade and die; — though fears of loss may have a basis no more reason-
able than hopes of profit had before”

(Keynes, 1936a, pp. 161-2).

In sum, once uncertainty about future economic aggregate demand
and supply conditions is recognized by economic theorists, then the
investment component (D,) of aggregate demand cannot be assumed
to be a function of current income and employment. Once we accept
Keynes’s general theory’s rejection of axioms that are fundament
building blocks of classical theory’s assertion that decision makers can
“know” the future — at least in an actuarial sense - then it follows that
the aggregate demand function must be composed of two classes of
expenditures, D, and D,, neither of which have the identical behavior
characteristics of the D, category in a Say’s Law classical system. In sum,
if the future is uncertain (nonergodic), then the general theory form
of the aggregate demand function is not identical with the aggregate
supply function at each level of income and employment. Or as Keynes
(1936a, p. 21) described the classical Say’s Law special case as “the
assumption of equality between the [aggregate] demand ... [for] output
as a whole and its [aggregate] supply ... which is to be regarded as the
classical theory’s ‘axiom of parallels’”. Instead, there is the possibility
of a unique level of income and employment where the independent
aggregate demand and aggregate supply curve have equal values at only
a unique level of employment and income that need not be full employ-
ment. Keynes (1936a, p. 55) called this unique point of equality between
aggregate demand and supply the point of effective demand.

III. What about other components of D,?

So far we have discussed the aggregate economic system that would be
applicable if the only form of D, spending was the private sector expen-
ditures of entrepreneurs on investment goods. Thus, our discussion of
Keynes’s analysis until now has presumed certain conditions that typi-
cally underlie a simple classical theory model of the economy. These
conditions are (1) there is a laissez-faire system so that the economy
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operates without any government interference via taxes and govern-
ment expenditures to alter the private sector’s aggregate demand for
goods and services, and (2) the economy is a closed economyj, i.e., there
are no transactions between residents of this nation with residents of
other nations. Even in such a simplistic economy, Keynes’s analysis of
an aggregate demand function that is independent of aggregate supply
because of entrepreneurial behavior toward investment spending demon-
strates that even in the absence of additional complications involving the
government and foreign sectors, there is no automatic market mecha-
nism in the private sector of a laissez-faire closed economy that assures
full employment of all available resources in either the short run or the
long run.

Let us now briefly explore how governments can affect employment
and output in Keynes’s general theory. The discussion of the effects
of foreign trade on employment and production will be discussed in
chapters 8 through 10.

IV. Government taxes and spending

A nation’s government can affect output and employment through its
fiscal policy, i.e., through decisions regarding the levying of taxes, and
government expenditures on goods and services. At this stage of our dis-
cussion, we are only interested in how government taxes and spending
affect employment levels and aggregate income, and not in how gov-
ernment fiscal policy affects the composition of aggregate output.

Any increase in government expenditures on goods and services pro-
duced by the private sector, ceteris paribus, will increase sales of industries,
thereby, encouraging entrepreneurs to increase employment especially in
the industries from which the government directly purchase, e.g., military
hardware.? To the extent government levies taxes on the private sector, all
other things being equal, these taxes reduce the after-tax income of the
community available for consumption expenditures at any level of income
and employment and hence lowers the propensity to consume out of
gross (before-tax) income.

Since there is no automatic mechanism that ensures that private
spending on consumption will be just sufficient to assure full employ-
ment, it is the hope of those who favor government taking a positive
role in assuring full employment that the government will decide on its
level of spending and taxation, running deficits or surpluses or a bal-
anced budget, with the primary aim of keeping “the total rate of
spending in the country on goods and services, neither greater nor
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less than the rate which ... would buy all the goods it is possible to
produce”(A. P. Lerner, 1955, p. 469). Lerner called this view of the role
of government fiscal policy “functional finance”, by which he meant
that government fiscal policy is conceived as the balancing wheel, exoge-
nously increasing aggregate demand whenever private sector spending
falls short of a full-employment level of output and reducing demand if
aggregate demand exceeds the full-employment level.

The acceptability of using governmental functional finance fiscal pol-
icy opens the possibility of several alternative routes for achieving full
employment. There are three ways that fiscal policy can affect the level
of effective demand. These are (1) a change in tax receipts with no
change in government spending; (2) a change in government spending
with no change in tax receipts; and (3) simultaneous changes in taxes
and spending. Of course, decisions on whose taxes to raise or lower will
affect demand for specific products, while decisions on what specific
government purchases should be made or cut will affect the output and
employment of specific industries.

The choice among these alternatives should rest on a national discus-
sion similar to what Galbraith tried to start in his book The Affluent
Society (1957). This national discussion should weigh the relative merits
or demerits of creating jobs through additional government spending
on education, maintenance or improvement of the health of the popu-
lation, infrastructure spending, etc., versus encouraging additional con-
sumption (conspicuous or otherwise) by households or military defense,
pork barrel projects in home districts of powerful elective officials, etc.3
In any case, if we accept the functional finance role for fiscal policy,
then whenever aggregate demand is insufficient to create employment
opportunities for all who are willing to work at the going wage, then the
government has a responsibility to induce an increase in aggregate
demand in order to assure sufficient sales and profit opportunities for
our private sector entrepreneurs for them to hire enough workers to
achieve full employment.

To the extent that the public fears the size of the public debt per se,
while it still recognizes the desirability of government providing addi-
tional services such as education, health facilities, infrastructure, etc,
then the government should opt for an incremental increase in a bal-
anced budget - i.e., a dollar increase in government taxes for every dol-
lar increase in these socially desirable government spending projects
without increasing total government debt. Since every dollar of increase
in taxes will tend to reduce private consumption by less than one dol-
lar as households strive to maintain their consumption habits, while
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every dollar of increased government spending on goods and services
will increase someone’s gross income by one dollar, the result will be a
net addition to aggregate income demand and employment whenever
there is a lack of effective demand. If fear of larger government absorp-
tion of total output is an overriding constraint, then a tax cut alterna-
tive can be pursued. If fear of too much “wasteful” consumption of an
affluent society vis-a-vis public squalor ranks high in the public mind,
then a modest increase in government spending financed by an equal
increase in the deficit might be the alternative choice. None of the
aforementioned fears should encourage the government to do “noth-
ing” in the hope that a free market economy will soon right itself. This
is the basic message of Keynes’s analysis for his

theory is moderately conservative in its implications. For whilst it
indicates the vital importance of establishing certain central controls
in matters which are now left in the main to individual initiative,
there are wide fields of activity which are unaffected. The State will
have to exercise a guiding influence on the propensity to consume
partly through its scheme of taxation, partly by fixing the rate of
interest, and in other ways. Furthermore, it seems unlikely that the
influence of banking policy on the rate of interest will be sufficient
by itself to determine an optimum rate of investment. I conceive,
therefore, that a somewhat comprehensive socialisation of invest-
ment will prove the only means of securing an approximation to full
employment: though this need not exclude all manner of compro-
mises and devices by which the public authority will co-operate with
private initiative. But beyond this no obvious case is made out for a
system of State Socialism which would embrace most of the eco-
nomic life of the community. It is not the ownership of the instru-
ments of production which it is important for the State to assume. If
the State is able to determine the aggregate amount of resources to
augment the instruments and the basic reward to those who own
them, it will have accomplished all that is necessary.

(Keynes, 1936a, pp. 377-8)

While imploring government decision makers to actively use fiscal
policy to achieve full employment,

there will still remain a wide field for the exercise of private initiative
and responsibility. Within this field the traditional advantages of
individualism will still hold good ... above all, individualism ... is the
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best safeguard of personal liberty ... it greatly widens the field for the
exercise of personal choice. It is also the best safeguard of the variety
of life, which emerges precisely from this extended field of personal
choice, and the loss of which is the greatest of all the losses of the
homogeneous or totalitarian state. For this variety ... being the hand-
maid of experience as well as of tradition and of fancy, is the most
powerful instrument to better the future.

(Keynes, 1936a, p. 380)

Appendix to chapter 6: deriving the aggregate supply and
aggregate demand functions

Keynes argued (1936, p. 41) that money values and quantities of employ-
ment are the only two homogeneous “fundamental units of quantity”
that can be added together to provide meaningful aggregates for the econ-
omy as a whole. Accordingly, to develop an aggregate supply function,
Keynes argued that entrepreneurs’ aggregate expected sales proceeds
associated with alternative levels of employment hiring should be speci-
fied (1) either in money terms (Z) or (2) in Keynes’s wage unit terms (Z,),
where the aggregate expected money sales proceeds, Z, is divided by the
money wage rate (w). Hence, Keynes’s aggregate supply function is an
increasing function of employment specified as either:

Z=fi(N) (6.1)
or
Z,=Z/w=[fi(N)/w]=f,(N) (6.2)

The Marshallian supply curve for a single firm (s;) relates the profit-
maximizing output possibilities for alternative expected market prices.
The supply-price function {s;) of any profit-maximizing firm depends on
the degree of competition (or monopoly) of the firm (k;) and its mar-
ginal production costs (MCy). In the simplest case where labor is the
only variable factor of production, MC;=w/MPL; where w is the wage
rate and MPL; is the marginal product of labor. Accordingly, the
Marshallian micro supply-price function is specified as

8¢ = f3(ks MCy) = f5 (k;, [w/MPL]) (6.3)

Lerner’s (1933-4) measure of the degree of monopoly (k) is [1-1/E4]
where E4 is the absolute value of the price elasticity of demand for the
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output produced by the firm for any given level of effective demand. For
a perfectly competitive firm, k; = O and only marginal costs affect the
position and shape of Marshall’s supply-price function for a given firm.

The Marshallian industry supply-price function can be obtained by
the usual lateral summation of the individual firm’s supply curves:

s=f, (k, mo) =f, (k, w/mpl) (6.4)

where the symbols without subscripts are the industry’s average equiv-
alent to the aforementioned firm'’s variables.

Although output across firms in the same industry may be homoge-
neous and therefore can be aggregated to obtain Marshall’s industry
supply quantities [as in equation (6.4)]; this homogeneity of output
assumption cannot be accepted as the basis for summing output across
industries to obtain the aggregate supply-price function (Keynes, 1936a,
Ch. 4). Since every point on the Marshallian industry supply function, s,
is associated with a unique profit-maximizing price, p, and quantity, g,
combination whose multiple equals total industry expected sales proceeds,
z, [i.e., pXq = z], and since every industry output level (g) can be asso-
ciated with a unique industry hiring level, n [i.e., ¢ = f (n)], then every
point of equation (6.4) of the s-curve in p versus q space can be trans-
formed to a point on a z-curve in z versus n space to obtain, for any
industry,

z=f; (n) (6.5)

Keynes aggregated these equation (6.5) industry supply functions to
obtain the aggregate supply-price function in terms of aggregate money
proceeds (Z) and the aggregate quantity of employment units (N) as
specified in equation (6.1). To achieve a unique aggregation Keynes
assumed that corresponding to any given point of aggregate supply
price there is a unique distribution of employment between the differ-
ent industries in the economy (Keynes, 1936a, p. 282).

Given the discussion of the aggregate demand categories D, and D, in
this chapter, the aggregate demand curve relating money expenditures
to employment levels will be upward sloping, i.e., the greater the level
of employment, the larger aggregate demand in money terms. If the
money aggregate demand is deflated (divided by) the money wage unit
(the average money wage rate) then the aggregate demand function in
wage units will also be upward sloping for any given wage rate. Given
that investment expenditures are independent of each possible level of
aggregate income and employment, the slope of the aggregate demand
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Figure 6.1 Aggregate demand and supply

curve will depend on the marginal propensities to consume of the vari-
ous income recipients.

For any given wage rate (w,), the aggregate supply function in wage
units can be represented as Z,,, in Figure 6.1, while the aggregate demand
curve in wage units is represented by the upward sloping D, in Figure 6.1.
The point of effective demand, E, is given by the intersection of the aggre-
gate demand curve D,,; and aggregate supply curve Z,,. The equilibrium
level of employment and the value of GNP is N, and Z, in Figure 6.1.

If, ceteris paribus, there is an exogenous increase in D, spending the
aggregate demand curve will shift from D,, to D], in Figure 6.1.
Employment will rise from N, to N and GNP will increase from Z, to Z.

The Multiplier. Figure 6.1 indicates that the increase in total income
(and employment) exceeds the total increase in D, expenditures. This
larger increase in income than the increase in spending on investment
is called the “multiplier”. This larger increase in income is due to the
assumption that when more workers are employed in the investment
goods industries, total income in the investment goods industries rise.
This income increase induces those employed in these investment
goods-producing industries to spend a portion of the increase in income
on additional consumption, thereby increasing the income of workers
and entrepreneurs in the consumer goods industries and, as a result,
total income increases by more than the initial increase in investment
expenditure.
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Some economists have claimed that the miraculous multiplier effect of
creating more jobs and income than in the initial increase in exogenous
investment spending is the revolutionary aspect of Keynes’s analysis.
Actually, however, the multiplier is not revolutionary; it is merely a
mechanical outcome of presuming that one portion of spending is
endogenously related to income while another potion is exogenous.

How should we interpret the multiplier effect for different values of
the exogenous investment variable? Since economists try to portray
themselves as “scientists”, their models are supposed to depict the sym-
bolic equivalent of the controlled experiment in the “hard sciences”. In
a “hard science” controlled experimental environment, the investigator
chooses two like populations of subjects — one is designated the control
group, the other the experimental group. The investigator designs the
experiment so that the values of all possible variables are initially the same
for the two groups. Then the value of only one variable for the experi-
mental group is altered and any significant differences that occur
between the two groups are recorded.

For example, suppose a scientist wishes to investigate whether the
absence of vitamin C in the diet will “cause” the disease known as
Scurvy. Rats whose genetic makeup is as similar as possible are obtained.
The rats are randomly sorted into two cages, an experimental cage and
a control cage. The rats are fed identical diets except that the food of the
experimental group will have all the vitamin C removed. The investiga-
tor records how many animals in each group develop Scurvy over a
period of time.

This experiment is designed to disprove the null hypothesis that the
absence of vitamin C does not cause Scurvy to develop. Given certain
conventionally acceptable rules regarding statistical significance, if a
statistically significantly larger number of rats in the experimental group
develop scurvy compared to the control group, the investigator can
reject the null hypothesis and, in the absence of any further evidence,
the investigator tentatively accept the alternative hypothesis that a
lack of vitamin C is associated with the contracting of Scurvy. This
leads to the conclusion that taking vitamin C will prevent the onset of
Scurvy.

In a similar manner, economists should interpret multiplier data as
follows: Suppose we have two economies, A and B. Both A and B are char-
acterized by the same propensity to consume and aggregate supply func-
tion. Assume the control economy A is exposed to exogenous investment
spending of $1000, while the experimental economy B receives $1500
worth of exogenous investment spending. Let us assume that the resulting
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level of aggregate income in A is $7000, while it is $9500 for economy B.
If these results are from a controlled experiment environment, then the
economist can accept the argument that the GNP in B is $2500 larger
than in A because exogenous investment spending in B is $500 higher
than in A.

Of course, no real-world controlled experiment was done to gene-
rate our numerical results. Only a conceptual one was undertaken.
Consequently, using a multiplier model to predict a future level of
aggregate income resulting from a change in exogenous spending can
be quite misleading. A more cautious but accurate statement would be:

If an economy experiences more exogenous spending, say an addi-
tional $500, next period than it would otherwise in the next
period, and if the aggregate supply function and the propensity to
consume function correctly characterize the economy’s structure in
the next period, then the resulting aggregate income will be a mul-
tiple of the $500 greater exogenous spending than aggregate
income would be if this additional exogenous spending did not
take place.

Unfortunately such cautious but accurate statements are unlikely to
please real-world politicians and entrepreneurs who have to make deci-
sions today and who do not want such waffling conditional forecasts
regarding future outcomes.

Deriving The Consumption Function (Propensity to Consume) from
Marshallian Micro-Demand Curves. The propensity to consume suggests
that as aggregate income (Y) rises, total consumption expenditures (C)
increase, i.e., C is an increasing function of Y. Unlike this upward-sloping
aggregate consumption demand curve, the Marshallian micro-demand
curve facing an industry is normally downward sloping in price versus
quantity space. Despite these different slopes, the aggregate consumption
demand curve can be derived from a Marshallian micro-demand and
supply analysis.

A Marshallian demand curve is based on the assumptions of given
tastes, given other industry demand and supply conditions, and given
the aggregate effective demand. As Keynes (1936a, p. 259) noted, the
Marshallian micro-demand schedule for this industry “can only be con-
structed on some fixed assumption as to the nature of demand and sup-
ply in other industries and as to the amount of the aggregate effective
demand”. In Figure 6.2, the upward-sloping Marshallian industry sup-
ply curve, s, is drawn. At an expected price of p,, entrepreneurs in
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Figure 6.2 Deriving the demand-outlay curve

industry a will produce g, output, will hire n, workers, and expect a total
revenue of z; (= p,q,). If entrepreneurs in industry a expect p, choose to
produce ¢, there must be implied concomitant prices and outputs of all
other industries that will generate a level of aggregate income such that
the demand curve facing industry a will be d, in Figure 6.2.

At the supply price of p, in Figure 6.2, the quantity buyers demand
would be g]. Buyers’s intended demand-outlay is d;(= p,q;). As drawn in
Figure 6.2, at the supply price of p,, intended demand-outlay exceeds
expected sales (d; > z;). The supply price p, is less than the equilibrium
price, given the implicit assumption regarding demand and supply in
other industries and the level of effective demand this assumption entails.

At an alternative expected supply price of p,, entrepreneurs in represen-
tative industry a expect to sell g, output for a total revenue of z, (= p,q,)
and will hire n, workers. This increased output and employment in repre-
sentative industry a will be associated with similar increases in all other
industries. The result will be larger factor incomes throughout the econ-
omy associated with supply price p, compared to supply price p,. The
larger aggregate factor payments mean more total consumption of goods
in the market place and therefore imply that a new, higher Marshallian
demand curve, d, in Figure 6.2, is the relevant demand curve facing indus-
try a. At the supply of p,, consumers intend to purchases q; output and
intended demand-outlay is dj(= p,q;). Intended spending still exceeds
expected sales revenue (d; > z,).
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In this way, an intended demand-outlay can be developed from a
family of Marshallian demand curves for each supply price in Figure 6.2.
Connecting the relevant demand-outlay points at alternative supply
prices, the demand-outlay curve d-o in Figure 6.2 is obtained. This
upward-sloping demand-outlay function is the industry analogue of
Keynes’s aggregate consumption demand curve. At any level of aggre-
gate employment, aggregate demand is the summation of intended
demand outlays over all industries.

Implicit in this analysis that any other expenditures (D,) other than
consumption are a fixed sum and do not change with income. Thus the
Marshallian demand curves facing firms producing output for D, spend-
ing remains unchanged while all the Marshallian demand curves repre-
senting D; markets are rising as employment and output expands in
each industry, then aggregate factor incomes rise and the quantity of
aggregate consumption demand plus D, demand increases. Every
movement up the given aggregate consumption demand curve associ-
ated with an alternative higher level of employment and output gener-
ates a higher member of the Marshallian family of industry demand
curves. As long as the marginal propensity to consume is less than one,
the increase in aggregate demand-outlay (including the fixed spending
on D,) will rise slower than the increase in aggregate factor incomes. At
some supply price (ps in Figure 6.2), the Marshallian demand-outlay
function intersects the industry supply curve in each market and
intended outlay just equals expected sales. This point of intersection is
the industry analogue to the point of effective demand (where the
aggregate demand curve intersects the aggregate supply curve) for the
economy as a whole.
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The Importance of Money,
Contracts, and Liquid Financial
Markets

... in the General Theory ... injustice becomes a matter of
uncertainty, justice a matter of contractual predictability.
—Skidelsky (1992, p. 223)

The terms in which contracts are made matter. In par-
ticular, if money is the good in terms of which con-
tracts are made, then the prices of goods in terms of
money are of special significance. This is not the case
if we consider an economy without a past or future. ...
If a serious monetary theory comes to be written, the fact
that contracts are made in terms of money will be of
considerable importance.

—Arrow and Hahn (1971, pp. 356-7, emphasis added)

In the first place, the fact that contracts are fixed ... in
terms of money unquestionably plays a large part.
—Keynes (19364, p. 236)

I. The reality of money contracts

The neutral money axiom is an essential building block not only of
19th-century classical theory, but as the previously cited quote from
Professor Blanchard indicated, it is also a matter of faith underlying the
conventional wisdom of today’s mainstream macroeconomic models
of the economy. Since in classical theory producible goods and services
exchange for other producible goods and services and the supply of
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producibles always equals the demand for producibles (Say’s Law), then
there is no need for money, except as a counting device — a numeraire — in
the production and exchange processes.

The conventional wisdom of mainstream economic models implies
that in essence the economy deals only with barter transactions. A barter
transaction occurs when the seller of commodity A exchanges a specific
quantity of A for a specific quantity of commodity B that the buyer of A
is willing to give up to receive the specific quantity of A. Since in any
economy there are a multitude of people and firms trying to exchange a
legion of producible products and services for numerous other producibles,
finding buyers and sellers who possess the specific commodities
wanted in any specific barter transaction would be extremely difficult.
Accordingly, in classical theory money is merely something that facili-
tates the accounting for these otherwise cumbersome barter exchanges.

Keynes, on the other hand, recognized that he had to throw over the
classical neutral money axiom to explain the existence of unemploy-
ment. As Keynes (1933a, pp. 408-9) stated:

The theory which I desiderate would deal, in contradistinction to
this [classical theory], with an economy in which money plays a part
of its own and affects motives and decisions and is, in short, one of
the operative factors in the situation, so that the course of events
cannot be predicted either in the long period or in the short, with-
out a knowledge of the behavior of money between the first state and
the last. And it is this which we ought to mean when we speak of a
monetary economy. ... Booms and depressions are peculiar to an econ-
omy in which ... money is not neutral.

In removing the neutral money axiom from his general theory,
Keynes was denying that barter transactions are the essence of our eco-
nomic system. Instead, Keynes was assigning an important role for the
human institutions that we call money and contracts, and Keynes’s
general theory would capture some essential characteristics of this real
world in which we live. These include:

1. Money matters in both the long and short run. Money and the pos-
session of liquidity affects decision making that impact on employ-
ment and output outcomes. (How many of the readers of this book
would make a decision to buy an expensive durable such as a house,
or an automobile, or even everyday purchases at the grocery store,
without first looking at their wallet, or checkbook, or securing a bank
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loan commitment, or confirming they had a sufficient line of credit
on their credit card to be sure they had access to a sufficient sum of
money to pay for the purchase? Although most readers of this book
face liquidity and finance questions over and above the size of
today’s pay check in making the significant purchases with money
and/or credit card purchases, in classical theory these liquidity issues
have no role to play.)

2. The economic system is moving through calendar time from an
irrevocable past to an uncertain and statistically unpredictable
future. In the world of experience everyone recognizes that the eco-
nomic and political future is uncertain and therefore cannot be reli-
ably predicted from the analysis of existing market data. Even if we
did not realize how uncertain the future is, the law requires, for
example, mutual fund managers to warn potential purchasers that
past market performance does not necessarily provide any reliable
information regarding future earnings of the mutual fund. In the
technical jargon of statisticians the existence of such an unpre-
dictable future means that past market price and output data are not
generated by a stochastic ergodic process.

3. In a money-using market system, all legal economic transactions
require a money contractual commitment made on either a spot
market or a forward market. A spot market is any market where buy-
ers and sellers contract for immediate payment and delivery at the
moment of contractual agreement. A forward market is any market
where the buyer and seller enter into a contractual agreement today
for payment and delivery at a specific date(s) in the future.!

A contract is a legal agreement between the parties to perform specific
actions at a specified time. In our entrepreneurial, market oriented eco-
nomic system, money contracts are used ubiquitously to organize pro-
duction and exchange transactions. Money contracts are a human
institution that have been developed to help transactors deal with an
uncertain future while engaging in complex, time consuming produc-
tion and exchange transactions. In our world, entrepreneurs of business
enterprises are continually making production, hiring, marketing and
sales decisions that require them to enter into monetary contractual
commitments. The use of such contracts provides some legal assurance
to the contracting parties as to their future cash inflows and outflows.

The sanctity of money contracts is the essence of the entrepreneurial system.
If either party to a legal contract reneges on its commitment, under the
civil law of contracts, the aggrieved party can request that the State
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enforce the contract. Enforcement will require the other party to honor
its contractual commitments or else pay a sum of money sufficient to
compensate the aggrieved party for any pecuniary damages suffered. In
other words, the State can always require the defaulting party to dis-
charge its contractual obligation by the payment of a sum of money.

Accordingly, money is defined as that thing that the State decrees,
under the civil law of contracts, which will always discharge any and all
legal contractual obligations. This approach of linking State enforce-
ment of contracts with the definition of money is known as Chartalism.
In his Treatise on Money, Keynes (1930, 1, p. 4) noted that “Today all
civilised money is, beyond the possibility of dispute, Chartalist”.

As long as all future contractual liabilities are expected to be expressed
in terms of a specific money, then money will also function as a store of
value that permits the movement of purchasing (contractual settlement)
power from the present to the indefinite future where it can be used to
discharge future contractual obligations. Thus, money and liquid assets
(where the latter are defined as assets that are readily convertible into
money by being sold in an organized, orderly market) can be envisioned
as liquidity time machines that permit the contractual settlement power of
income earned today to be carried forward into the future when a saver
may want to make a total sum of purchases that exceed his/her future
income at any future point of time.

The civil law of contracts has evolved to help humans organize time
consuming production and exchange processes in a world of uncertainty
where the ergodic axiom is not applicable. In any money-using entre-
preneurial economy, entrepreneurs’ decisions regarding the volume of
production and the contractual hiring of labor and material inputs
depend on entrepreneurs’ uncertain expectations of receiving future
money sales revenues (cash inflows) in excess of the contractual money
costs of production (cash outflows) of items produced for sale. “The firm
is dealing throughout in terms of money. It has no object in the world
except to end up with more money than it started with. That is the essen-
tial characteristic of an entrepreneur economy” (Keynes, 1933b, p. 89).

II. Contracts, markets, and the security blanket of liquidity

In a money-contracting economic system, one is said to possess suffi-
cient liquidity if one possesses (or can obtain either by borrowing cash or
by readily selling a liquid asset for cash) a sufficient quantity of money
to meet all future monetary contractual obligations as they come due.
Faced with an uncertain future and hence the possibility that at some
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point one might find oneself unable to meet a future contractual obli-
gation, it is quite sensible for people to demand and hold an excess of
money and other liquid assets (readily resalable for money) over and
above the amount of already existing future contractual obligations. The
holding of money and liquid assets acts as a security blanket protecting
the holder from unpredictable changes that might occur in the person’s
future cash flow position.

The more uncertain the future appears to any individual, the more
liquidity that person is likely to want to possess. In a classical theory
system, on the other hand, where all currently produced goods essen-
tially exchange for currently produced goods, and future purchase com-
mitments and earnings are always known with statistical predictably,
there is no rational need to hold money over any period of calendar
time for liquidity purposes.

Unemployment, rather than full employment, is a normal outcome
in any competitive market-oriented, money-contract using entrepre-
neurial system operating in a laissez-faire environment where house-
holds and enterprises value highly the “fetish of liquidity, the doctrine
that it is a positive virtue on the part of investment institutions to con-
centrate their resources upon the holding of ‘liquid securities’” (Keynes,
1936a, 155). In this age of mutual funds, hedge funds, and irrational
exuberance in financial markets, can anyone doubt that the fetish of
liquidity is an important aspect of developed modern economies?

Yet today’s basic mainstream economic theory presumes that a lig-
uidity fetish plays no part in determining the aggregate level of employ-
ment and output of an economy. If something that is called money
exists in orthodox theory, that thing called money is assumed to be just
another producible commodity, like peanuts, that is used merely as a
counting device to measure relative prices. Consequently, whether peo-
ple spend their income purchasing consumption goods or save some of
their income by holding their savings in the form of the peanut com-
modity money of classical theory, all income earned in the production
of goods and services will be spent on producible goods and services —
including peanuts. In such a classical theory world, Say’s Law is being
met whether people consume their entire income or save some of their
income in the form of the peanut commodity money. Full employment
is the long-run inevitable outcome of a market economy as long as the
only things that people spend their entire current income on is the cur-
rent products of industry. As long as one assumes that money is a read-
ily producible product of industry, then all income earned today
represents a demand for today’s products of industry.
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An elemental contract is one where the date of payment and date of
delivery is the same specified date. There are only two types of elemental
contracts: (1) an elemental spot contract, when both payment and
delivery are specified to be carried out at the instant of contractual
agreement, and (2) an elemental forward contract, when a specific
future date is the time where both delivery and payment will be made.

Actual real-world money contracts are often more complex than these
elemental ones but any complex contract can always be analyzed as a
combination of elemental contracts. Thus, if deliveries (and/or pay-
ments) are to be made at a specified sequence of dates in a real world
contract, this can be analyzed as a series of elemental forward contracts
each of which calls for delivery (and/or payment) at a different specified
date. If the date of payment is later in calendar time than the date of
delivery, this difference between date of payment and date of delivery
can be explained by recognizing that the actual sales contract included
an elemental loan contract where the seller (or as third party interme-
diary such as a credit card company) is furnishing a loan to the buyer
for the period between the delivery date and the payment date.

In classical economic theory textbooks, it is typically assumed that entre-
preneurs solely “produce to spot market”, i.e., firms produce goods but do
not maintain order books involving any forward money-contractual sales
orders from buyers. In classical economic theory, when production is com-
plete, entrepreneurs bring the products to market to sell them at whatever
spot market price clears the market that particular day.

This “produce to spot market” notion can be categorized as “produce
to speculation” behavior since, in this case, when the seller brings the
finished products to the spot market, he/she does not know what price
he/she will obtain in the spot market place. Moreover, in classical the-
ory, the product brought to the market by entrepreneurs is implicitly
treated as a non-durable and therefore must be sold immediately at
whatever is the market clearing price. At the end of the market day, it is
implicitly assumed that if the product is not sold, it will “spoil” and
therefore cannot be held in inventory to be sold another day.

In the real world, most retail establishments are entrepreneurial firms
that produce to market in the sense that they order goods from manu-
facturers before they have orders from retail buyers to purchase the
products. If the product is durable, however, the retailer-seller can
always hold the product in inventory (at some carrying cost) if today no
buyer will pay the seller’s asking price. At the end of a “season”, how-
ever, retailers often have liquidation sales where asking prices are often
40 percent or more off the original asking price.
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Most non-retail enterprises do not produce to market. Rather these
business firms typically “produce to contract”, i.e., these firms under-
take the hiring of inputs and the supervision of the production process
only after they receive forward contractual orders specifying quantity, a
delivery date, and a purchase price. Accordingly, in real world capitalist
economies, most entrepreneurial firms “produce to contract”.

Time is a device that prevents everything from happening at once.
Production takes time. The production period was defined by Keynes
(1933b, p. 89) as the calendar “time which elapses between the decision
to employ labor in conjunction with capital equipment to produce out-
put and output being ‘finished’”.? If a production period spans any sig-
nificant length of calendar time, then it would be foolish for any
entrepreneur to undertake the daily hiring of workers and purchase of
other inputs necessary to organize the production process unless the
firm has some significant method of maintaining (1) cost controls over
these inputs during the entire production period and (2) the liquidity to
meet these money input cost commitments. These money cost controls
are achieved by entrepreneurs executing forward money contracts (at
the beginning of the production period) with workers and other suppli-
ers of inputs to provide services and goods at specific dates during the
production period. With the abolition of slavery, the labor-hiring
money-wage forward contract has become one of the most universally
used contracts for production cost control purposes.3

If a firm is willing to enter into these employment hiring and pur-
chase of other input forward money contractual commitments, then
the entrepreneur “must have enough command over money to pay the
wages of the workers and to purchase those goods which it has to pur-
chase from other firms during the period which must elapse before the
output can be, conveniently and economically sold for money”
(Keynes, 1933b, p. 64).

Spot purchases and delivery of all needed raw and intermediary mate-
rials at the initial start-up day of any long duration production process
would be cost inefficient, for it would involve incurring warehousing
and other carrying costs for many material inputs that are not needed
until well into the production period. If, on the other hand, the pro-
ducer waited and entered a spot market for the purchase of material
inputs or labor on the actual day when such inputs were required in the
production process, then from the very beginning the entrepreneur
would have given up all control over labor and material costs during the
entire production process since the spot price at any specific future date
cannot be known with certainty today. Thus, the institution of forward
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money contracts is a sine qua non for cost efficient entrepreneurial firms
involved in long-duration production processes.* The success of the
Toyota motor car company, for example, was initially associated with its
innovative “just in time” method of inventory control. In this method,
Toyota used forward contracting to assure that suppliers’ delivery is effi-
ciently timed to Toyota’s production process schedule so that Toyota did
not need to carry a large inventory of component parts during the
assembly process of its automobiles.

There are some products of industry that may be sold on both spot
and forward markets. For example, retail sales of newspapers and mag-
azines at the newsstand involve a spot market transaction, while sub-
scriptions to such publications involve a forward contract for delivery
in combination with a spot contract for payment at the signing of the
subscription contract — and, hence, an implicit interest free loan from
the buyer to the publisher. In the newsstand spot market for newspapers
and magazines, however, the publisher normally “makes” the spot mar-
ket price by being willing to credit the retail newsdealer for the return
of all unsold publications, i.e., the publisher repurchases all unsold
newspapers. This contractual repurchase agreement prevents a fall in
the retail spot price to clear the market at the end of the day if there are
still unsold newspapers and thereby avoids “spoiling the spot market”
for today’s and tomorrow’s newspapers and magazines sales.

That thing we call money is defined in terms of its primary function
as the means of contractual settlement. In an uncertain economic envi-
ronment where contractual obligations are enforceable in terms of
money, possessing sufficient liquidity, i.e., the ability to meet all one’s
money contractual obligations as they come due becomes a major eco-
nomic problem for most decision makers. In an entrepreneurial system
where unforeseeable future monetary contractual obligations may come
due, a primary consideration in the plans of all participants in the sys-
tem is the need to possess liquidity. This demand for liquidity would be
unimportant if one lived in a classical theory economy where it is
assumed, as in Walrasian general equilibrium theory, that all contracts
require spot payments at the initial instant of analysis even if delivery
of the product by the seller is specified contractually for some date in
the future.

In the entrepreneur economy in which we live, workers and other par-
ticipants in the economy willingly and freely enter into forward money
contracts where a future money payment date is specified. As long as these
people are law-abiding, the civil law of contracts will be the legal institu-
tion for enforcing these production and exchange forward contractual
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agreements. Hence, money will be the thing in which future liabilities
(e.g. the money cost of future production, the future cost of living, etc.)
will fall due.

As the legal enforcer of the civil law of contracts, the State determines
that thing that will legally discharge contract and therefore specifies
exactly what is the thing we call money in any nation’s economy. The
State typically designates currency as the legal tender for settling all pub-
lic and private contracts. Accordingly, legal tender will be one portion
of the economic system’s money. Anything other than legal tender that
the State and/or the Central Bank of the nation undertakes to accept
from the public in payment of tax obligations or in exchange at a fixed
rate of exchange for legal tender currency will also be part of the money
supply of the economy. Since the central bank stands ready to instantly
convert the public’s checking deposit accounts at banking institutions
into currency, therefore bank deposits that can be drawn upon via
checks, although not legal tender, have become a major portion of the
money of most nations.

As long as the system maintains its money contracting institutions to
organize production and exchange transactions, then whatever the
State designates as money possesses the capability of acting as a vehicle
for moving generalized purchasing (contractual settlement) power for
goods and services from the present to the future; i.e., money is a one-
way time vehicle or time machine for store of value purposes. Today’s
money can always be held to be used to pay for future contractual pur-
chases, as long as the carrying cost in the shape of storage, wastage, etc.
of today’s money is lower than any other thing that possesses this
attribute of liquidity. Money is, as far as the private sector is concerned,
a liquidity time machine par excellence.

In sum, money serves two specific functions: (1) money is the means
of contractual settlement and (2) money is a store of value, i.e., a lig-
uidity time machine for moving purchasing power to the future. Given
the importance of money contracts in organizing production and
exchange activities, the possession of money always gives one the abil-
ity to purchase anything that is available for sale in the market.

By definition, any durable besides money cannot legally settle a contract.
Nevertheless, the second function of money - the liquidity function — can
be possessed in various degrees by some, but not all, durables other than
money. As long as claims on the economy’s resources are exercised pri-
marily through the use of money contracts, however, any durables, with
negligible holding (carrying) costs, can possess some degree of liquidity if
this durable can promptly and easily be resold (convertible into money)
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in an organized and orderly spot market. For example, financial assets such
as equities, debt obligations, derivatives, options, etc., that can readily be
resold on orderly, well-organized markets will also possess some degree of
liquidity.

For any spot market to be well organized and orderly, there must be a
“market maker” whose primary function is to assure the public that the
actual market price will, at most, change from moment to moment
according to well publicized rules that determine the orderliness of price
changes in the market. The market maker provides this function by
intervening in the market to buy or sell® whenever market forces
threaten to move the market price rapidly in a disorderly manner either
upward or downward. The market maker must be ready (1) to sell the
asset whenever those who want to buy (the “bulls”) are overwhelming
those who want to sell (the “bears”) the asset or (2) to buy when the
bears are overwhelming the bulls. Durables with low to negligible car-
rying costs that are traded in such organized, orderly markets are called
liquid assets.

A fully liquid asset is defined as any durable other than money that is
traded in a well-organized market where the market participants
“know” that the market price in terms of money will not change for the
foreseeable future. There must therefore be a market maker who can
guarantee that the price of the asset will not change over time even if
circumstances change. An example of a fully liquid asset occurs when a
foreign currency’s value in terms of domestic money, i.e., the foreign
exchange rate, is fixed by the domestic central bank of the nation. As
long as the central bank has sufficient foreign exchange reserves it can,
if it wishes, guarantee a “fixed” exchange rate. (This fixity versus flexi-
bility of exchange rates is discussed in more detail in chapters 8 and 9
infra.)

A liquid asset is any durable with low carrying costs that is readily
resalable in an organized, orderly market where the market maker does
not guarantee an unchanging price. The market maker only guarantees
that the market price will change in an orderly manner according to
explicit, known rules under which the market maker operates. For any
liquid asset, the next moment’s market price is never known with cer-
tainty. What is known is that the next moment’s market price will not
differ in a disorderly way from this moment’s price, as long as the mar-
ket maker has a sufficient inventory of the asset and liquidity to back
his/her assurance of maintaining orderliness in the market price.

Illiquid assets, by definition, are durables for which there is no well
organized and orderly spot market available for resale of the assets.
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Consequently, illiquid durable assets cannot be easily, if at all, converted
into money. By definition, illiquid assets cannot provide a liquidity time
machine function for savers.

The saver’s choice of which of the myriad of available liquidity time
machines to use to transport purchasing power to the future is limited
to a choice between liquid assets, fully liquid assets, and money itself.

Keynes conclusion that planned saving is a demand for a liquid asset
store of value and not a demand for illiquid real investment goods such
as plant and equipment is in stark contrast to classical economists’
belief that any increase in the propensity of households to save out of
current income is equivalent to an expansion of entrepreneurial
demand for newly produced investment goods. If the classical view were
applicable to the real world, then any policy that increases household
savings out of each level of income automatically and instantaneously
increases the demand for real investment. When, on television and
other mass media, one sees or reads that economic “experts” claim that
the economy, although not at full employment, is not growing rapidly
because there are not enough savings being done by the nation’s popu-
lation, one should recognize that these “experts” are espousing classical
theory and not Keynes'’s analysis of the operation of a monetary econ-
omy. Misled by these classical theory economic advisors, politicians
often propose special tax incentives to encourage people to save more
and consume less in the mistaken belief that if people attempt to save
more, then this increased propensity to save out of any income level
will automatically translate into more investment in productive plant
and equipment.

If Keynes’s liquidity preference view of savings is applicable to our
economic system, then a policy to increase saving and reduce the
propensity to consume will, all other things being equal, reduce today’s
effective demand for the products of industry and therefore depress real
economic activity and reduce employment. As long as the economy is
at less than full employment, any increase in the propensity to consume
will increase total employment and output and thereby improve the
economic performance of the nation’s economy.

Thus, for example, in the United States, the initial recovery from the
recession of 2001 was accompanied by a very large tax rate reduction
that induced an increase in consumption expenditures by United States
households. These tax cuts were followed by a large increase in military
expenditures starting in 2003 with the invasion of Iraq. By the year 2005,
United States personal savings were actually negative (—0.5 percent) indi-
cating that, by borrowing from foreigners and/or drawing down previous
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savings stored in liquid assets, United States households were on aver-
age consuming more than their income. Nevertheless, the result was
that, in 2005, the United States experienced a healthy 3.6 percent rate
of economic growth, while China, whose major market is United
States consumers, showed a growth rate of almost 10 percent. As we
will explain in the following chapters, the higher growth rate of
China was due to the growth in demand for Chinese exports by the
growth of United States household spending (faster than the growth
of United States household income) on consumption goods made in
China.

Keynes'’s anti-classical perspective where savers were people who spent
a portion of their current income on the purchase of nonproducible lig-
uid financial assets (including money) means that our entrepreneur-
directed, market-oriented, monetary economy is fundamentally different
from a classical theory world. In the latter, liquidity is irrelevant and a
larger savings propensity implies a demand for more investment goods
and therefore full employment today, and increased productivity and
more rapid economic growth in the future.

Keynes (1933b, p. 85) noted: “ It is the essence of an entrepreneur
economy that the thing ... [money] in terms of which the factors of pro-
duction are rewarded can be spent on something which is not current
output”. In contrast, the classical Say’s Law theory presumes that the
thing that rewards the factors of production will always be spent
entirely on the current products of industry.

Recognizing the use of nonproducible money and liquid financial
assets as stores of value, Keynes'’s liquidity theory can explain the impli-
cations for the real economy of the development of financial markets
with financial intermediaries who “make” the financial markets. Only
under this Keynes/Post Keynesian conceptual approach to the relation-
ship between savings and financial markets can we understand why

1. money is demanded both as a means of contractual settlement and
as a liquid store of value, i.e., a vehicle for transferring savings (gen-
eralized purchasing — contractual settlement — power) over time;

2. titles to capital goods (equity securities), debt contracts, and other
liquid financial assets, with negligible carrying costs, that are traded
on the spot in organized and orderly resale markets are demanded
primarily as liquid stores of value, rather than to gain control of the
management of any underlying real durables capital goods. Most
owners of widely held “blue chip” equity securities are at best dimly
aware of the products and sales plans of the companies they own.
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Accordingly, in any entrepreneurial economy with developed mar-
kets for financial assets there will be an institutional separation of
ownership from control of real-capital facilities;®

3. plant and equipment (capital goods) are illiquid assets that will be
demanded by entrepreneurs primarily as an input to produce a flow
of goods and services that are expected to be sold and thereby
expected to yield a stream of cash inflows where these inflows are
associated with specific future dates. Producible durable goods are
not demanded as a store of value of generalized purchasing power in
an economy with developed financial markets where people have
confidence in the State and its chartalist money.

In an uncertain (nonergodic) world money and all other liquid assets
possess Keynes’s specified essential properties of zero or negligible elas-
ticities of production and substitution. If savers hold their “saving” in
the form of money or other liquid assets, this demand for liquidity does
not use up any real resources. Holders of these liquid assets obtain sat-
isfaction (utility) by knowing that the possession of liquid assets reduces
the fear of risking insolvency or bankruptcy by not being able to meet
future contractual obligations as they come due.

As long as producible goods are not gross substitutes for holding non-
producible liquid assets (including money) for liquidity purposes, no
change in relative prices can induce income earners to buy producibles
with that portion of income they wish to use to obtain additional liquid-
ity for security purposes. Or as Hahn (1977, p. 31) put it: “there are in this
economy resting places for savings other than reproducible assets”.

In sum, the demand for liquidity is the fundamental cause of the exis-
tence of involuntary unemployment. The possible lack of perfect com-
petition, the existence of labor unions, the existence of minimum wage
legislation, etc., are neither necessary nor sufficient conditions for
explaining the failure of a money-using, entrepreneurial economy from
achieving a full-employment prosperity. The existence of a desire to save
in the form of money and other liquid assets is a necessary and sufficient
condition for indicating the possibility of involuntary unemployment,
even in a freely competitive economy with fully flexible prices.’

III. Liquidity and contracts

Nevertheless, the question may remain, “Does applying Keynes'’s
smaller axiomatic base make any difference to our understanding of the
real world in which we live vis-a-vis applying classical theory’s wider
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axiomatic foundation? The answer is definitely yes because only if we
overthrow these three classical axioms can the concept of liquidity play
an important role in our analysis — as it does in our lives.

Important decisions involving production, investment, and con-
sumption activities are often taken in an uncertain (nonergodic) envi-
ronment. Hiring inputs and buying products using forward contracts in
money terms are a human institution developed to efficiently organize
time-consuming production and exchange processes. Unemployment,
rather than full employment, is a common laissez-faire outcome in such
a market-oriented, monetary production economy.

The economy in which we live utilizes money contracts — not barter
contracts — to seal production and exchange agreements among self-
interested individuals. The ubiquitous use of money contracts is an
essential element of all real world entrepreneurial economies. Moreover,
recontracting without income penalty (an essential characteristic of the
Walrasian general equilibrium system) whenever parties have entered
into a contract at a price other than the implicit full-employment gen-
eral equilibrium price is never permitted under the civil law of contracts.
Why, one might ask, do economies continue to organize production
and exchange on the basis of money contracts if such use interferes
with the rapid achievement of a socially optimum situation that is
always attained in an economy operating as an Arrow-Debreu-Walrasian
general equilibrium system?

The use of money contracts has always presented a dilemma to clas-
sical theorists. Logically consistent classical theorists must view the uni-
versal use of money contracts by modern economies as irrational, since
such agreements fixing payments over time in nominal terms can
impede the self-interest optimizing pursuit of real incomes by economic
decision makers. Mainstream economists tend to explain the existence
of money contracts by using noneconomic reasons such as social cus-
toms, invisible handshakes, etc., — societal institutional constraints
which limit price signaling and hence limit adjustments for the optimal
use of resources to the long run.

For Keynes and Post Keynesians, on the other hand, binding nominal
contractual commitments are a sensible method for dealing with true
uncertainty regarding future outcomes whenever economic activities
span a long duration of calendar time. In organizing production and
exchange on a money contractual basis, buyers need not be as worried
about what events happen in the uncertain future as long as they have,
or can obtain, enough liquidity to meet their contractual commitments
as they come due. Thus, liquidity means survival in a money-using,
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contractual, entrepreneurial-directed market economy. Bankruptcy, on
the other hand, occurs when significant contractual monetary obliga-
tions cannot be met. Bankruptcy is the equivalent of a walk to the
economic gallows.

Keynes’s general theory’s emphasis on money and liquidity implies
that agents who planned to spend in the current period need not have
earned income currently, or previously, in order to exercise this demand
in an entrepreneur system. All these buying agents’ need is the liquidity
to meet money contractual obligations as they come due. This means
that investment spending, which we normally associate with the demand
for reproducible fixed and working capital goods, is not constrained by
either actual current income or inherited endowments — as long as there
are unemployed resources available. Investment can be a form of exoge-
nous spending flow that is constrained, in a money-creating banking sys-
tem, solely by the expected future monetary (not real) cash inflow (Keynes,
1936a, Ch. 17) upon which banks are willing to make additional working
capital loans to entrepreneurs to provide the latter with sufficient liqui-
dity, so that they can meet their hiring and material-purchase contractual
commitments during the production process of capital goods.

In a world where money is created primarily only if someone increases
their indebtedness to banks in order to purchase newly produced goods,
real investment spending will be undertaken as long as the purchase of
newly produced capital goods are expected to generate a future of dated
cash inflows (net of operating expenses) whose discounted present value
equals or exceeds the money cash outflow (the supply price currently
needed to purchase the capital good).

For any component of aggregate demand not to be constrained by
actual income, therefore, agents must either have previously stored savings
in the form of liquid assets and/or have the ability to finance purchases by
borrowing from a banking system that can create money. This Post
Keynesian financing mechanism where increases in the nominal quantity
of money are used to finance increased demand for producible goods
results in increasing employment levels. Money, therefore, cannot be neu-
tral and can be endogenous.

To reject the neutrality axiom does not require assuming that agents
suffer from a money illusion. It only means that “money is not neutral”
(Keynes, 1935¢, p. 411) in the sense that money (and liquidity) matters
in both the short run and the long run affect the equilibrium level of
employment and real output. If it weren’t for orthodox theorists’ insis-
tence on neutral money as a foundation for all economic theory, econ-
omists might have recognized that in a money-using entrepreneurial
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economy that organizes production and exchange with the use of spot
and forward money contracts, money is a real phenomenon. Accordingly,
the neutral money axiom must be rejected.

To repeat, Arrow and Hahn (1971, pp. 356-7) implicitly recognized
this necessity of overthrowing the neutral money axiom when they
insisted that “if money is the good in terms of which contracts are
made, then the prices of goods in terms of money are of special signif-
icance. This is not the case if we consider an economy without a past
or future. ... If a serious monetary theory comes to be written, the fact
that contracts are made in terms of money will be of considerable
importance” (italics added).

Moreover, Arrow and Hahn demonstrate (1971, p. 361) that if pro-
duction and exchange contracts are made in terms of money (so that
money affects real decisions) in an economy moving along in calendar
time with a past and a future, then all general equilibrium existence theo-
rems are jeopardized. The existence of money contracts — a characteristic
of the world in which we live — implies that there need never exist, in
the long run or the short run, any rational expectations equilibrium or
any general equilibrium market clearing price vector. New Classical the-
ory and Walrasian general equilibrium theories are not reliable basis for
analyzing real world economies that use money and money contracts to
organize economic activities.

IV. The role of financial markets

How one interprets financial market activity and chooses a policy
stance regarding the regulation of such markets depends on the under-
lying economic theory that one explicitly, or implicitly, utilizes to
explain the role of financial markets in an entrepreneurial economy.
There are two major alternative theories of financial markets: (1) the
Classical Efficient Market Theory (hereafter CEMT) and (2) Keynes’s
Liquidity Preference Theory (hereafter LPT). Each theory produces a dif-
ferent set of policy prescriptions.

CEMT is the backbone of conventional economic wisdom. The mantra
of CEMT is “the market knows best” how to optimally allocate scarce real-
capital resources and promote maximum economic growth. The classical
ergodic axiom based analysis assumes that there exists today “economic
fundamentals” data that contains all the information necessary for deriv-
ing correct (“rational”) expectations regarding future demand and sup-
plies of the assets trading in all domestic and international financial
markets. Given the availability of this correct information about the
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future, rational decision makers, acting in their own self-interest, will
force the market to establish the “correct” long-run equilibrium price or
exchange rate in international markets to assure that the economic sys-
tem operates at an efficient full-employment prosperity path over time.
Any observed variations (often called “white noise” by econometricians)
around this optimum economic path is attributed to “random shocks” to
the system. These shock-induced variations from optimality are assumed
to be quickly dampened down by the alert action of the informed
rational market participants.

This “white noise” explanation of observed price and output
(employment) volatility around the presumed optimum trend over time
implicitly assumes that the dispersion of output (and/or prices) around
a calculated moving average (equilibrium?) price does not affect future
trends by causing a significant volume of false trades, bankruptcies, and
other events that can rewrite the future path of the economy. This
CEMT view was succinctly epitomized in the following statement by
economist and former United States Secretary of the Treasury, Lawrence
Summers: “the ultimate social functions [of financial markets are]
spreading risks, guiding the investment of scarce capital, and processing
and disseminating the information possessed by diverse traders ...
prices will always reflect fundamental values. ... The logic of efficient
markets is compelling” (Summers and Summers, 1989, p. 166).

The widespread acceptance of the efficient market hypothesis by
mainstream economists prevented Keynes’s psychological liquidity
preference theory of financial markets from being applied to explain the
role of both domestic financial markets and the international exchange
rate markets in the economic system. This is true despite the mounting
empirical evidence that, both in the short run and long run, market par-
ticipant behavior in real world financial markets is incompatible with
the efficient market theory. For example, Shiller (1981) examined the
long-run relationship between real stock prices and real dividends in the
United States from 1889 to 1981 and concluded that “the volatility of
stock market price indices appears to be too high to accord with the effi-
cient market model”. In the decades that have followed, Shiller’s
analysis has never been credibly challenged by mainstream economists
(see Shiller, 2000).

In the 1990’s Federal Reserve Chairman Alan Greenspan’s comment
on the “irrational exuberance” of the bull equities market in the United
States during the Clinton presidential years became a hackneyed phrase
after the United States stock market collapsed in 2001. Since then, the
continuing discussion of financial “bubbles” by talking heads on TV, in
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the printed financial media such as the Wall Street Journal, as well as
academic discussions in professional economic journals suggests a
schizophrenia in the conventional wisdom of mainstream economic
theorists regarding the operation of domestic and international finan-
cial markets. Apparently, many mainstream economists are willing to
admit that, in the short run, financial markets can be racked with irra-
tional bubbles while believing, as an act of faith, that all markets are
efficient in the long run.

Speculative bubble theories attempt to explain the “excessive” finan-
cial spot market price volatility often observed in the real world within
the context of a predetermined external reality that imparts fundamen-
tal values to all economic assets. If the bubble is “rational” in the clas-
sical theory sense, decision makers believe that there is a probability of
a positive deviation from the “intrinsic” value (i.e., the “real” value
inherent in an asset derived from the fundamentals based on the pro-
grammed immutable real deep parameters of the system) in next
period’s financial spot market price. This probability will not only
already be expressed in today’s spot price, but it will also represent the
prospect of an even larger deviation in each future period ad infinitum.

As long as the theorists assume that the economic model is open-
ended, the deviation of market values from their fundamentals based
values can increase without limit. Although this “bubble” analysis
appears to utilize a rational expectations equilibrium framework, it is
fundamentally inconsistent with the logical foundation of rational
expectations where subjective evaluations (in probability terms) equal
the objective probability distributions of intrinsic objective fundamen-
tal valuation. If people had rational expectations, then today’s spot mar-
ket price would always be a statistically reliably reflection of the
intrinsic value (objective reality) of each asset. Moreover, in rational
expectations equilibrium, current expectations are backward (rather
than forward) based in the sense that past data provide the reliable
information upon which today’s expectations are founded.

The term “bubble”, on the other hand, suggests that sooner or later,
before the long run, the bubble valuations will burst. The deviation
from the intrinsic fundamental value will not go on to infinity, but
rather in the long run, the intrinsic value will prevail in the market.

Glickman (1994) has argued that the attempt to obtain theoretical
consistency between the bubble literature and the CEMT view leaves the
bubble theory devoid of any explanation of “why future deviations
occur or why agents should expect that they will do so ... the argument
is therefore no more than a neoclassical abstraction which shuffles off
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into a mysterious and indefinite remote future the problem of what is
happening today”. Speculative bubble theory permits exuberant but
false forecasts of intrinsic value to persist indefinitely only by postpon-
ing the long-run day of reckoning to the infinite horizon. No one, how-
ever, has yet satisfactorily explained how a series of short-run bubbles
can result in the existence of ubiquitous efficient financial markets in
the long run.

If Keynes's argument that the economic future is uncertain and
unknowable (nonergodic) is accepted as applicable to the world of expe-
rience, then the CEMT cannot be applicable to real world financial mar-
kets. In Keynes’s liquidity preference theory of financial markets,
flexible price movements in domestic and international financial mar-
kets can generate their own (irrational?) momentum, while the institu-
tion of a market maker merely attempts to maintain orderliness
(stability) in the movement in market prices. The bursting of the bub-
ble usually implies the market maker cannot stop the flood of bear sell-
ers of the asset, and the market price declines in a disorderly manner.

Unlike speculative bubble theorists, Keynes reminded his readers that
“we must not conclude from this that everything depends on waves of
irrational psychology. ... We are merely reminding ourselves that human
decisions affecting the future, whether personal or economic, cannot
depend on strict mathematical expectation, since the basis for making
such calculations does not exist” (Keynes, 1936a, pp. 162-3).

The logic of Keynes’s LPT indicates that the primary function of
financial markets is to provided liquidity not efficiency. A liquid market
requires orderliness. If the market maker does not possess a sufficient
inventory of the asset being traded and money supply to maintain
orderliness and the bubble threatens to burst, then there is a significant
decline in the liquidity of the asset. Often, in well organized financial
markets when the market maker cannot stem the flood of sell orders
and the price starts to decline in a disorderly manner, then trading is
suspended in this asset. This suspension is often referred to as a “circuit
breaker”. During the suspension, the asset has lost its liquidity, while
the suspension gives the market maker time to rally sufficient resources
to restore orderliness when the market reopens.

If Keynes’s LPT of orderly financial markets is relevant, then the world’s
national and international capital markets can never deliver, in either the
short run or the long run, the efficiency results claimed by CEMT.

Peter L. Bernstein is the author of the best-selling book entitled
Against the Gods (1996) a treatise on risk management, probability theory
and financial markets. Bernstein argues that the LPT and not CEMT is
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the relevant theory for the financial markets of the world in which we
live. Bernstein states “The fatal flaw in the efficient market hypothesis
is that there is no such thing as an [efficient] equilibrium price ... [and] a
market can never be efficient unless equilibrium prices exist and are
known”(1998b, p. 132, emphasis in original; also see Bernstein, 1998a).
In other words, in Bernstein’s view, CEMT is not applicable to real world
financial markets.

In the absence of liquid financial markets, however, “[t]here is no
object in frequently attempting to revalue an investment to which we
are committed” (Keynes, 1936a, p. 151) for there can be no fast exit
strategy. If capital markets were completely illiquid then there would be
no separation of ownership and control. Once some volume of real cap-
ital was committed, the owners of these illiquid assets would have an
incentive to search for the best possible use of the existing real-capital
facilities no matter what unforeseen circumstances might arise. Perhaps
then capital markets might behave more like the efficient markets of
mainstream theory.

If CEMT theory is not applicable to the real world of liquid financial
markets, then there can be an important role for governments to main-
tain stability of domestic and international financial markets.
Bernstein’s (1998a, p. 23) homily that “an efficient market is a market
without liquidity” is a lesson that policy makers must be taught.
Judicious use of capital flow controls for funds moving into or out of
specific markets can promote efficiency by constraining any sudden
change in the demand for liquidity that would adversely affect the real
economy.

Since the 1970s, however, Summers’s “compelling” efficient market
logic has provided the justification for nations to dismantle most of the
ubiquitous postwar capital regulations of financial markets. The argu-
ment for this “liberalization” of financial markets was that it would
properly allocate capital to promote efficiency by producing lower real
costs of capital and higher output and productivity growth rates com-
pared to the growth rates experienced between World War II and 1973
when international capital flow controls were practiced by most coun-
tries of the world, including the United States.?

What are the facts and do they support this CEMT argument for
financial liberalization? In the late 1990s when the Asian tigers’ curren-
cies collapsed, the Russian bear defaulted on its debt, and the fear of the
Brazilian “real” reeling menaced our global economy. We were haunted
by the question “Can ‘it’ happen again?” Can we have another Great
Depression at the end of the 20th century?
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Keynes (1936a, p. 159) noted, “It is enterprise which builds and
improves the world’s possessions. ... Speculators may do no harm as bub-
bles on the steady stream of enterprise. But the position is serious when
enterprise becomes the bubble on a whirlpool of speculation”. Comparing
the pre-1973 and post-1973 United States record indicates that, since 1973,
enterprise has slowly become enmeshed in an ever-increasing whirlpool of
speculation.

For almost a quarter of a century after the Great Depression and
World War II, governments actively pursued the types of economic poli-
cies that established regulations for domestic financial markets. In 1944,
at Bretton Woods, nations agreed to create an institution, the
International Monetary Fund, whose function it would be to maintain
stability in international exchange rate markets. Moreover, when it was
deemed necessary, most nations instituted international capital controls
to limit the flow of funds between nations.

The result of deliberate government activities, especially in interna-
tional financial markets was to encourage per capita economic growth
in the capitalist nations to proceed at a rate that has never been reached
in the past nor rarely matched since’® (see Table 7.1). Adelman (1991)
has characterized this postwar “Keynesian” era of unsurpassed eco-
nomic global prosperity performance as a “Golden Age of Economic
Development ... an era of unprecedented sustained economic growth in
both developed and developing countries”. The average annual per
capita economic growth rate of OECD nations from 1950 till 1973 was
“almost precisely double the previous peak growth rate of the industrial
revolution period. Productivity growth in OECD countries was more
than triple (3.75 times) that of the industrial revolution era” (Adelman,
1991, p. 15).

The resulting prosperity of the industrialized world was transmitted
to the less developed nations through world trade, aid, and direct for-
eign investment. As Table 7.1 indicates, from 1950-73, average per
capita economic growth for all less developed countries (LDCs) was
3.3 percent, almost triple the average growth rate experienced by the
industrializing nations during the industrial revolution. Aggregate eco-
nomic growth of the LDCs increased at almost the same rate as that of the
developed nations, 5.5 percent and 5.9 percent respectively. The higher
population growth of the LDCs caused the lower per capita income
growth.

By 1973, however, Keynes’s analytical vision of how to improve the
operation of a market-oriented, entrpreneurial system had been lost by
politicians, their economic advisers and most academic economists.
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Table 7.1 Real GDP (annualized growth rate)

Real GDP per capita

Years World OECD nations Developing nations
1700-1820 na 0.2% na
1820-1913 na 1.2% na
1919-1940 na 1.9% na
1950-1973 na 4.9% 3.3%
1973-1981 na 1.3% na
1981-1990 1.2% 2.2% 1.2%
1991-1993 -0.4% 0.6% 2.6%
1993-2002 2.7% 2.0% 3.0%
1998-2005 2.8% 1.9% 4.2%

Total Real GDP

Years World Industrial nations Developing nations
1950-1973 na 5.9% 5.5%
1966-1973 5.1% 4.8% 6.9%
1974-1980 3.4% 2.9% 5.0%
1981-1990 2.8% 2.9% 2.4%
1991-1997 2.2% 1.9% 5.0%
1998-2005 3.9% 2.5% 5.0%

Note: na=not available.
Sources: Adelman (1991), IMF, World Economic Outlook (1999, 2002, 2006).

As a result, Keynes’s policy prescriptions fell from grace. As Table 7.1
demonstrates, in the 25 years after 1973, the economic performance of
capitalist economies was much more dismal than it was during the
quarter century after World War II. The annual growth rate in invest-
ment in plant and equipment in OECD nations fell from 6 percent
(before 1973) to less than 3 percent (since 1973). Less investment
growth meant a slower economic growth rate in OECD nations (from
5.9 percent to 2.5 percent) while labor productivity growth declined
dramatically (from 4.6 percent to 1.6 percent).

V. Financial markets and Keynes’s liquidity theory

In the world of experience, market participants believe that financial mar-
kets will always be able to provide liquidity as long as financial assets can
be easily and quickly sold. In a world where the economic future is uncer-
tain, financial market prices tend to be stable as long as market
participants accept the convention “that the existing state of affairs will
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continue indefinitely, except as we have specific reasons to expect a
change” (Keynes, 1936a, p. 152). Accordingly, “a practical theory of the
future ... is based on a flimsy foundation, it is subject to sudden and vio-
lent changes. The practice of calmness and immobility, of certainty and
security, suddenly breaks down. New fears and hopes will, without warn-
ing, take charge of human conduct. The forces of disillusion may suddenly
impose a new conventional basis of valuation”(Keynes, 1937, pp. 114-5).

In the real world, protecting the monetary value of one’s portfolio of lig-
uid (resalable) financial assets against unforeseen and unforeseeable
volatile (especially downward) changes in financial market values
becomes an important economic activity. As long as financial markets are
orderly, every holder of assets traded on such markets can have a fast exit
strategy where they believe they can sell their holdings of liquid assets
(i.e., their position) at a price not significantly different from the last
quoted market price as soon as they perceive the market is adopting a new
conventional basis of valuation other than the one they had expected.

In our world with instant global communications, every portfolio
fund manager must, in an instant, conjecture how other market players
will interpret a news event occurring anywhere in the world. Any event
occurring in the world can set off rapid changes in subjective evaluation
of the market value of one’s portfolio. Speculation about the psychology
of other market players can result in lemming-like behavior which can
become self-reinforcing and self-justifying. In a nonergodic system, if
enough agents possess the same “incorrect” expectations (to use a
Stiglitz [1989] phrase), the result can be that these faulty expectations
induce almost all market participants to try to execute a fast exit strat-
egy that can overwhelm any private market maker institution and
thereby actually create future volatile outcomes (cf. Arestis and Sawyer,
1998, pp. 188-9). The first “irrational” lemmings to hit the ocean of lig-
uidity may not drown. They may survive to make more mistakes and
lead more leaps into an ocean of liquidity in the future.

VI. The need for market orderliness

Financial markets furnish liquidity only by providing an orderly, well-
organized environment where financial assets can be readily resold for
cash. Orderly liquid financial markets, however, encourage investors
to believe they can have a fast “exit strategy for the moments when they
are dissatisfied with the way matters are developing. Without liquidity,
the risk of making an investment as a minority owner would be intol-
erable”(Bernstein, 1998a, p. 18).
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All liquid assets provide the liquidity time machine store-of-value
function for savers wanting to move resource claims into the uncertain
future. Since the liquid asset must be resold for money at a future date
when the holder wishes to make a purchase, therefore any liquid asset
has a lower degree of liquidity than money itself. Accordingly, if a saver
gives up money to purchase a liquid asset it must be because the saver
believes that the value of the asset in terms of interest and/or dividends
earned, and/or the possible capital gain if the market price rises during
the period the liquid asset is held, is sufficient compensation for giving
up the liquidity of money. Moreover, if the holder of any liquid asset
believes the market price will decline significantly but in an orderly
fashion over a period of time, then the holder of such a liquid asset also
believes he/she always has available a fast exit strategy available for sell-
ing the asset at a price that will not be significantly different from the
last quoted market price. This fast exit strategy comforts the saver with
the belief that if his/her expectations regarding the value of the asset
appears to be wrong, the saver can quickly “cut one’s losses” without
incurring a major capital loss.

VII. Booms and busts

If financial markets are primarily organized to provide liquidity, then
when bullish sentiment about the uncertain future dominates financial
markets, rising capital market prices encourage savers to readily provide
the funding that induces entrepreneurial-investors to spend sums on
new investment projects that (i) far exceed their current incomes and
(ii) induce exuberant expectations of future returns. The result is an
investment boom. If some time in the future, doubts suddenly arise
concerning the reliability of these euphoric expectations, then bearish
sentiment will come to the fore and the investment boom will turn into
a bust.

When the bearish view of the future becomes overriding, an excessive
demand for liquidity can develop that will impede the production of
new investment capital even when real resources are idle and therefore
readily available to produce new real-capital goods. The basic message
of the Keynes’s General Theory is that too great a demand for liquidity
can prevent “saved”(i.e., unutilized) real resources from being employed
in the production of investment goods. These resources will be invol-
untarily unemployed.

New Keynesians such as Joseph Stiglitz (1989) and Lawrence Summers
(Summers and Summers, 1989), following the lead of Old Keynesian
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James Tobin (1974; also Eichengreen, Tobin, and Wyplosz [hereafter
ETW], 1995), have argued that an ad valorem tax on financial market
transactions, that is a tax equal to a fixed percentage of market value, is
socially desirable in that it will reduce the observed volatility in our
“super-efficient financial markets”. In 1995, for example, ETW (1995,
p- 164) recognized and forcefully argued that short-term volatility in
foreign exchange markets due to speculation can have “real economic
consequences devastating for particular sectors and whole economies”.
To limit this speculative behavior, ETW proposed a global transaction
tax to discourage short-term speculative movements of funds. This
transaction tax put “grains of sand” into the operation of what ETW
(1995, p. 164) called the “super-efficient financial markets” of our global
financial system.

Unlike Old and New Keynesians, Keynes explicitly recognized that the
introduction of sand in the wheels of liquidity-providing financial mar-
kets via a transactions tax can create a quandary. Keynes (1936a, p. 160)
noted that a financial transactions tax “brings us up against a dilemma,
and shows us how the liquidity of investment markets often facilitates,
though it sometimes impedes, the course of new investment”.

In the absence of concerted intervention by a market maker, what
market conditions will create nonvolatile movements of prices in real
world financial markets? “It is interesting that the stability of the [finan-
cial] system and its sensitiveness ... should be so dependent on the exis-
tence of a variety of opinion about what is uncertain. Best of all that we
should know the future. But if not, then, if we are to control the activ-
ity of the economic system ... it is important that opinions differ”
(Keynes, 19364, p. 172).

In other words, an ergodic system would provide the “best of all” pos-
sible worlds for financial market stability. Then the future can be
reduced to actuarial certainty, i.e., “we should know the future”. Market
efficiency would be assured as long as agents operated in their actuari-
ally known self-interest. There would be no need for a fast exit strategy
in this hypothetical classical theory world.

If the system is nonergodic, however, then actuarial certainty and the
possibility of rational probabilistic risk spreading — which, according to
Summers, is an essential function of efficient markets — is impossible.
Consequently, a second best solution is to encourage substantial num-
bers of market participants to hold continuously differing expectations
about the future so that any small upward change in the market price
brings about a significant bear reaction, while any slight downturn
induces a bullish reaction. The result will be to maintain spot financial
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market (resale) price orderliness over time and therefore a high degree
of liquidity'® without substantial intervention by the market maker.

If there is a sudden shift in the private-sector’s bull-bear disposition,
what can be called a bandwagon effect, then price stability requires reg-
ulations constraining capital flows into and/or out of the market to pre-
vent the bears from liquidating their position too quickly (or the bulls
from rushing in) and overcoming any single agent (private or public)
who has taken on the responsible task of market maker to promote
“orderliness”. Capital controls serve the same function as laws that
make it a crime to yell fire in a crowded theater. In the absence of such
social constraints on free speech, the resulting rush to the exit may
inflict more damage than any potential fire.

Despite their willingness to accept the “compelling logic” of CEMT,
the common sense of Tobin and his New Keynesian followers regarding
real-world financial markets cannot help but break into their logical
models — with injury to their logical consistency. Thus to solve today’s
international monetary problems, some “Keynesians” advocate a Tobin
tax. Tobin (1974) warned that free international financial markets with
flexible exchange rates create volatile international financial markets
that can have a“devastating impact on specific industries and whole
economies”. Tobin advocates that governments limit market volatility
by increasing the transactions costs on all international payments via a
small “Tobin tax”. Unfortunately, though Tobin’s assessment of the
problem is correct, the empirical evidence is that any increase in the
transactions costs significantly increases rather than decreases measured
market volatility (Davidson, 1997). Moreover, a Tobin tax does not create
a greater disincentive for short-term speculators as Tobin has claimed
(Davidson, 1997). Hence, the “Tobin tax” solution is the wrong tool to
solve the growing international financial speculative market problem.

(In the following chapters we will discuss Keynes'’s proposal for stabi-
lizing international financial markets, but first let us delve further into
what is implied in different theoretical approaches to the concept of the
existence of certainty or uncertainty regarding the external reality of
our economic future.)

VIII. Is reality predetermined, immutable and ergodically
knowable or nonergodic, unknowable and transmutable?

Economic theories can be classified as to how they attempt to deal with
knowledge regarding the economic future. Table 7.2 classifies various
theories according to whether they assume the future is immutable or
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Table 7.2 Concepts of external economic reality

A. Immutable reality

Type 1. In both the short run and the long run, the future is known or
at least knowable. Examples are:

(a) Classical perfect certainty theory including Walrasian
general equilibrium.

(b) Actuarial certainty equivalents, and New Classical rational
expectations theory.

(c) Some New Keynesian theories that incorporate rational
expectations.

Type 2. In the short run, the future is not completely known due to
some limitation in human information processing and computing power.
Examples are:

(a) Bounded rationality theory
(b) Knight'’s theory of uncertainty
(c) Savage’s expected utility theory
(d) Some Austrian theories
(e) Some New Keynesian models (e.g. coordination failure
theories)
(f) Chaos, sunspot, and bubble theories
(g) Post-Walrasian theories
B. Transmutable or creative reality
The future is ontologically uncertain. Some aspects of the economic future will
be created by human action today and/or in the future. Examples of theories are:
(a) Keynes’s General Theory and Post Keynesian monetary theory.
(b) Post-1974 writings of Sir John Hicks.
(c) G. L. S. Shackle’s crucial experiment analysis.

mutable and changeable due to human action. Immutable theories are
subdivided into type 1 immutable theories where the people in the theory
“know” the economic future and type 2 immutable theories where,
although the future is preprogrammed, the people in the theory suffer
from some form of epistemological uncertainty.

By assuming that economic agents operate in a world of perfect cer-
tainty, 19th-century classical economists presumed that agents had full
knowledge of a pre-programmed external economic reality that governed all
past, present, and future economic outcomes. The external economic
environment was immutable in that it was not susceptible to change
induced by human action. The path of the economy, like the path of
the planets under Newton'’s classical mechanics, was determined by
timeless, immutable natural laws.


mailto: rights@palgrave.com

102 John Maynard Keynes

While rejecting the perfect certainty model, most mainstream econo-
mists today, following the lead of Samuelson and Lucas, have accepted as
a universal truth the existence of a predetermined reality that can be fully
described by either an unchanging objective conditional probability
functions or a deterministic future spelled out by the existence of a com-
plete set of spot and forward markets.!! These Nobel Prize-winning econ-
omists are presuming, without proof, an immutable future path of the
economy where the future consequences of all possible choices are pre-
determined (i.e., programmed by natural laws). This does not preclude an
economy that is moving or changing over time. It does mean that all
future movements and changes are already predetermined by the funda-
mental real (deep) parameters of the system that, in the long run, cannot
be changed by human action. In such a setting, to paraphrase
Shakespeare, all the economic world’s a stage and all the men and women
merely players who are reading the lines already programmed into the
script for them by the immutable economic system.

Unlike the old classical economists, rational expectations theorists do
not claim that the agents in their models obtain complete knowledge of
reality. Rational expectations models only require agents to use existing
market price signals to calculate subjective probabilities that are statisti-
cally reliable estimates of the “true” objective probability function that
governs future events. Subjective probabilities calculated from current
and/or past market data can provide these statistically reliable estimates
if, and only if, the economic system is ergodic. Hence, all rational expec-
tations models are based on the ergodic axiom.

In a wider sense, however, ergodicity means the presumption of a pre-
programmed stable, conservative system where the past, present, and
future reality are predetermined whether the system is stochastic or not
(See Davidson, 1991). A consistent general equilibrium (Walrasian) the-
ory that recognizes there is an economic past, present, and future must
presume the existence of a multi-period relative price vector that allows
agents to maximize their welfare over a multi-period future.!? Nobel
Prize winner Milton Friedman would argue that even if agents do not or
cannot calculate probabilities about future outcomes, those decisions-
makers who have make choices that prove to be economically success-
ful have acted “as if” they had estimated the true probabilities about the
future, that is “as if” they had drawn reliable sample information from
the future.!?

If reality is that the economic future is immutable, then society can-
not enact laws (policies) to alter the inevitable predetermined future out-
comes any more than a legislature can overturn Nature’s “law of gravity”
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or the probability distribution associated with a fair game of roulette. In
this ergodic conception of reality, humans have no freedom to alter
their long-run economic future (See Lawson, 1988). Moreover the State
cannot have any more “information” about the future than individuals
in a free market can obtain. The ergodic presumption provides the
rationalization for the Ronald Reagan-type rhetorical question: “How can
bureaucrats in Washington know better how to spend your money than
you do?”
The only issues for immutable reality theorists are:

(1) How, and at what cost, do humans obtain reliable information to
learn about the future from existing market signals?

(2) If each agent’s computing ability is not sufficient to calculate statis-
tically reliable conditional probabilities (or decision weights), i.e., if
each agent is assumed to face an epistemological uncertain future,
then does a nonhuman deus ex machina exist that will process the
data and provide the relevant probabilities and predictions that are,
in principle, computable in an ergodic system?

(3) In the absence of such a god-like machine, how do people make
decisions with either little or no information about the prepro-
grammed future, at least in the short run? (In the long run, those
who make incorrect guesses about the programmed future are
doomed to fail in a market environment. Consequently, in an
inevitably social Darwinist fashion, only those whose guesses turn
out to be compatible with the preprogrammed future will survive.)

In responding to these queries, orthodox economists have developed
a number of variants of two basic types of immutable reality models (see
Table 7.2). An epistemological assumption regarding how much, if any,
reliable information about the immutable reality can be obtained and
processed by agents in the short run distinguishes type 1 from type 2
immutable theories.

Type 1 immutable reality theories presume that at the initial instant
knowledge regarding future outcomes is either perfect or, at least, sta-
tistically reliable. Decision makers, therefore, can do the necessary cal-
culations to make “efficient” and “rational” choices. Type 1 models
include old classical perfect certainty models including Walrasian gen-
eral equilibrium systems, New Classical and all New Keynesian models
that assume that agents possess rational expectations, and any other
models where in the short run, agents are presumed to already “know”
actuarial certainty equivalents of future outcomes.
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Type 2 immutable reality theories assume that, in the short run, agents’s
knowledge regarding reality is severely incomplete, or even completely
unknown, as some limitation on human ability (i.e., a constraint on
human’s computing power) prevents agents from using (collecting and
analyzing) historical time series data (information) to obtain short-run
reliable knowledge regarding all future economic variables. Colander
(20064, p. 2), who believes that post-Walrasian theories are the wave of
future developments in economic theory, has written that “Post-
Walrasians assume low-level information processing capabilities and a
poor information set”. Under this definition, post-Walrasian theories
are forms of type 2 immutable reality theory. Human ignorance about
some aspect(s) of the presumed immutable reality is the hallmark of all
type 2 theories.

The long run is conventionally defined as that point of time when
all agents’ plans are being met and no forecasting errors occur. Or as
Friedman (1974, p. 150) states: “The long-run equilibrium in which, as I
put it, ‘all anticipations are realized’ and that is determined by ‘the earlier
quantity theory plus the Walrasian equations of general equilibrium’ ...
is a logical construct that defines the trend to which it [the actual world]
is tending to return”. In this long run, all immutable reality models pre-
sume that reality is somehow revealed to all successful market partici-
pants, or, at least, successful agents behave “as if” they know this reality.

If reality is really immutable, then it is easy to understand Mankiw’s
(1992, p. 561) earlier cited comment that “classical economics is right
in the long run. Moreover, economists today are more interested in
long-run equilibrium”.

Friedman and some other mainstream economists conceptualize
long-run equilibrium as a “center of gravity” towards which the system
is being attracted, but which it may never reach. As a logical construct,
however, the long run must be ultimately realized unless (a) either the
analyst postulates continuous additional exogenous “shocks” to the sys-
tem, or (b) the analyst deals only with an open-ended model where the
long run is never reached within the time confines of the model.

Type 2 immutable reality models typically employ a subjectivist
short-run orientation. Agents may form subjective probabilistic expec-
tations. In the short run, these subjective probabilistic expectations
need not coincide with the presumed immutable objective probabilities.
Today’s decision makers, therefore, can make short-run errors regarding
the uncertain (i.e., probabilistic risky) future. Agents, however, should
“learn” from these short-run mistakes so that subjective probabilities or
decision weights tend to converge to an accurate description of the
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programmed external reality. (This is a form of what is called Bayesian
probability analysis.) Grandmont and Malgrange (1986, p. 9) have char-
acterized this learning process as follows:

Individual traders are bound to make significant forecasting errors ...
while they are learning the [ergodic] dynamical laws of their envi-
ronment, during the period of transition of the economy towards an
hypothetical long run equilibrium - if it ever reaches one along
which all forecasting errors vanish eventually.

Those agents whose subjective probabilities do not converge on the
objective probabilities will make persistent systematic forecasting errors.
The market embodies some form of a Darwinian process of natural
selection that weeds out the persistent error-makers who make ineffi-
cient choices until, in the long run, only agents who do not make sys-
tematic errors remain.

Theories that claim that free markets are efficient are usually based on
some variant of this Darwinian story where the long-run intrinsic real
value of all economic assets is determined by the programmed real
(deep) parameters of the system that cannot be changed by any deliberate
human action. In the long run, rational agents make efficient choices as
subjective expectations adapt to the predetermined and immutable real-
ity, even if, in the short run, successful agents do not “know” they are
making optimal choices.

Old and New Classical theorists, many Austrian theorists, Old (neo-
classical synthesis) Keynesian and New Keynesian theorists, as well as
Walrasian and post-Walrasian theorists, either explicitly or implicitly
share the fundamental belief in a predetermined reality. Whether the
theories explicitly adopt a probabilistic lexicon or not, this shared pre-
sumption of a preprogrammed reality can be labeled the ergodic axiom
of classical economics (Davidson, 1984, 1994).

Agents in type 2 models suffer from some form of epistemological
uncertainty. An originator of the type 1 rational expectations theory
approach, Sargent (1993, pp. 3-4) has switched his approach to type 2
models of “bounded rationality” where agents are

attempting to learn about probability distributions which, under
rational expectations, they already know ... [and] the choices that we
the researchers, as the ‘gods’ or creators of these artificial people,
have in informing (or ‘hard wiring’) them about their environments
before we turn them loose.
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Frank Knight, an economist in the early 20th century, was one of the
first to recognize the possibility of epistemological uncertainty for cer-
tain economic processes. Knight explicitly distinguished between quan-
tifiable risks and uncertainties. Knight wrote that

the practical difference between the two categories, risk and uncer-
tainty, is that in the former the distribution of the outcome in a
group of instances is known (either through calculation a priori or
from the statistics of past experience), while in the case of uncer-
tainty, this is not true, the reason being in general that it is impossi-
ble to form a group of instances, because the situation dealt with is
in a high degree unique.

(Knight, 1921, p. 233)

In an ergodic universe, however, any single event will appear to be
unique to the observer only if she does not have a sufficient a priori or
statistical knowledge of reality to properly classify this event with a
group of similar conditional events. Knight (1921, p. 198) explains that
uncertainty involving “unique events” occurs only when agents possess
“partial knowledge” of the cosmos.!* As such, Knight appears to be a
precursor for what Colander calls the post-Walrasian theorists of today.
Knight’s reflections on the immutability of the economic cosmos are, like
the post-Walrasians, somewhat ambiguous. Knight appears to argue that
as a stylized fact uncertainty is an epistemological factor in an ontological
immutable reality when he wrote (Knight, 1921, p. 210) that the

universe may not be knowable ... [but] objective phenomenon [real-
ity] ... is certainly knowable to a degree so far beyond our actual pow-
ers ... [and therefore] any limitation of knowledge due to lack of real
consistency [i.e., ergodicity] in the cosmos may be ignored.

In other words, Knight suggests that any lack of knowledge about
external reality that might be attributed to a lack of real consistency
over time in the cosmos is insignificant and may be ignored when com-
pared to humans’ cognitive failures to identify the predetermined exter-
nal reality. Knight (1921, p. 198) suggests, rather than dogmatically
claims, that it “is conceivable that all changes might take place in accor-
dance with known laws”. Though Knight left the theoretical door
slightly ajar, it does appear that his analysis is primarily based on the
concept of a predetermined immutable cosmos. The primary difference
between risk and uncertainty for Knight is that uncertainty exists only
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because of the failure of human’s “actual powers” to process the infor-
mation “knowable” about the programmed economic cosmos.

Since probabilistic risks can be quantified by human computing
power, Knight argued that the future is insurable against risky occur-
rences. The cost of insurance, or self-insurance, will be taken into
account in all entrepreneurial marginal cost calculations (or by contin-
gency contracts in a complete Arrow-Debreu general equilibrium system).
This insurance process permits entrepreneurs to make profit-maximizing
rational production and investment choices even in the short run.

The existence of what appears to be uncertain or “unique” events, on
the other hand, arises because humans do not have sufficient cognitive
powers to group correctly these uncertain outcomes by their common
characteristics. Hence for Knight agents cannot capture the insurance
costs of these “uncertain” events in their marginal cost computations.

If we accept Knight'’s position that we can ignore the possibility of a
“lack or real consistency in the cosmos”, then the objective probabili-
ties associated with what Knight labels “uncertain” events are already
programmed into the consistent cosmos. In the long run, those entre-
preneurs who in their price-marginal cost calculations include these
insurance costs “as if” they knew the objective probabilities implicit in
Knight’s unchanging reality will make the efficient decision and will, in
Knight's system, earn profits.

Chaos theory. The short-run emphasis of type 2 theories on the limi-
tations of human computing power may explain the popularity of com-
plex mathematical models such as “Chaos Theory” and other nonlinear
mathematical models to analyze economic fluctuations - especially
those in the financial markets.

Chaos theory shows that a simple relationship that is deterministic but
nonlinear. can yield a complex time path. ... When chaos occurs eco-
nomic forecasting becomes extremely difficult ... basic forecasting
devices become questionable.

(Baumol and Benhabib, 1989, p. 79)

This determinate theory of chaos claims that the fluttering of a butter-
fly’s wings!s in China will, through a complex but completely determi-
nate system of nonlinear difference equations “cause” a hurricane in
the Atlantic Ocean. For an omnipotent Mother Nature, there is no
uncertainty about butterfly-induced hurricanes in a structure described
by such a programmed (time immutable) nonlinear equation system.
The problem is that the structure is so complex that unless humans
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already know it or have some deus ex machina to describe it, it is
extremely difficult to discover the future before the hurricane hits.

Austrian theory. Modern-day Austrian economic theorists such as
O’Driscoll and Rizzo (1985) believe in an economic world where there
is an immutable external reality similar to the way 19th-century physi-
cists viewed the operations of the physical world. In their emphasis on
uncertainty, however, these Austrians differ from mainstream Old and
New Classical theorists. Many Austrians believe that the external reality
may be predetermined by Mother Nature but this reality is too compli-
cated for any single human being ever to process the information being
sent out by market signals. The free market is the Austrians’ deus ex
machina that provides the (in principle calculable) relevant probabilities
and reliable predictions to coordinate plans and outcomes via a
Darwinian process!® in a world of epistemological uncertainty and a
programmed external reality.

Expected utility theory. Savage’s expected utility theory (EUT) specifies
the existence of economic relationships solely as an axiomatic based
theoretical system. EUT is the basis of all demand theories espoused by
mainstream economists whether they be Old or New Classical theorists,
Old or New Keynesians, Walrasian or post-Walrasian theorists. In devel-
oping EUT, Savage presumes that a decision maker examines and evalu-
ates all possible future outcomes of all possible alternative choices.
Savage (1954, p. 16) characterizes this evaluation process as “Look
before you leap”. Underlying Savage’s “look before you leap” EUT
framework is the ordering axiom, i.e., the presumption that there exists a
finite set of acts and outcomes and that each agent can make a complete
and transitive preference ordering of all possible alternative choices
(Savage, 1954, pp. 17-9).

Savage (1954, p. 15) recognizes that his “Look before you leap” analy-
sis is not a general theory of decision making for it does not explicitly
deal with uncertainty per se. Savage (1954, p. 15) admits that “a person
may not know [all] the consequences of the acts open to him in each
state of the world. He might be ... ignorant” and hence might want to
leave his options open. This leaving options open that Savage (1954, p. 15)
characterized as “You can cross that bridge when you come to it” is,
Savage admits, often a more accurate description of human behavior
than “look before you leap”. In fact, the “look before you leap”
approach “[c]arried to its logical extreme ... is utterly ridiculous ...
because the task implied is not even remotely resembled by human pos-
sibility” (Savage, 1954, pp. 15-6). There is, therefore, a “practical neces-
sity of confining attention to, or isolating, relatively simple situations
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in almost all applications of the theory of decision [EUT] developed in
this book”!” (Savage, 1954, pp. 82-3).

Savage’s ordering axiom implies that the EUT is useful only when one
“attack([s] relatively simple problems of decision by artificially confining
attention to so small a world that the ‘Look before you leap’ principle
can be applied” (Savage 1954, p. 16). EUT is “practical [only] in suitably
limited domains. ... At the same time, the behavior of people is often at
variance with the theory. The departure is sometimes flagrant” (Savage,
1954, p. 20). If, in some areas of economic activity, the assumption that
humans can form a complete preference ordering is “preposterous”
(Savage, 1954, pp. 15-6), then EUT cannot provide a useful explanation
of the behavior of decision makers in these areas. Here, Keynes’s associ-
ation of uncertainty with the demand for liquidity becomes paramount
in order to defer indefinitely resource using decisions.

The ordering axiom is violated whenever agents are unable to “look
before they leap”. In these cases, agents will prefer to leave their options
open (“Cross that bridge when they come to it”) rather than attempt to
make, at the initial instant, the “rational” decisions described by EUT.
The existence of money and other liquid assets permits income earners
to leave their options open as to what producible goods they will buy
with their earnings.

If the future is uncertain in an ontological sense, then sensible deci-
sion makers “know” it will always be impossible to possess at any future
date a complete list prospects for any specific scenario. In this case of
ontological uncertainty, the future is transmutable, and economic the-
orists should recognize that (1) Savage’s ordering axiom is violated even
in the long run, and (2) there will exist a positive long-run demand for
liquidity.

Nobel Prize winner J. R. Hicks (1979, p. 113) has associated the viola-
tion of the “ordering axiom” with Keynes'’s long-term “liquidity” con-
cept. Keynes (1936a, pp. 94, 145n, 148n, 168, 182, 216-8; 1937)
emphasized relating nonprobabilistic uncertainty with liquidity prefer-
ence and the nonneutrality of money in both the short and long run.
EUT, therefore, is not a logical ubiquitous explanation of decision mak-
ing in Keynes’s general theory of a money-using economy.

For Keynes and the Post Keynesians, long-run uncertainty is associ-
ated with a nonergodic and transmutable reality concept. A fundamen-
tal tenet of Keynes’s Revolution (e.g., 1936a, Ch. 12) is that probabilistic
risks must be distinguished from uncertainty where, for the latter, prob-
abilities calculated from historical data are not reliable guides to future
performance.
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Probabilistic risk may characterize routine, repeatable economic decisions
where it is reasonable to presume an immutable (ergodic) reality. Keynes
(1936, pp. 147-8), however, rejected the ergodic axiom as applicable to
all economic expectations when he insisted that the “state of long term
expectations” involving nonroutine matters that are “very uncertain”
form the basis for important economic decisions involving investment,
the accumulation of wealth, and finance. In these areas, agents “know”
they are dealing with an uncertain, nonprobabilistic creative economic
external reality.18

Can the advocates of mainstream economics justify their restrictive
ergodic or ordering axioms as a better description of the economic
world in which we live? The empirical evidence (see Christiano and
Fichengreen, 1991) indicates that many macroeconomic time series
have unit roots and are therefore nonstationary, and nonstationary is a
sufficient condition for nonergodicity. Indeed Keynes’s (1973, p. 308)
criticism of Tinbergen’s econometric methodology was that economic
time series are not stationary for “the economic environment is not
homogeneous over a period of time (perhaps because nonstatistical fac-
tors are relevant)”. Since ergodicity is a necessary and sufficient condi-
tion for a predetermined immutable external reality, it would appear
that the empirical evidence conflicts with the fundamental ergodic
axiom of mainstream macroeconomic theory.

Nobel Prize laureate Robert Solow (1985) has argued that the econ-
omy is a nonstationary process moving through historical time. Solow
states that there is an interaction of historical-societal circumstances
and economic events. In describing “the sort of discipline economics
ought to be”, Solow (1985, p. 328) has written: “Unfortunately, eco-
nomics is a social science. To express the point more formally, much of
what we observe cannot be treated as the realization of a stationary
stochastic process without straining credulity ... the end product of
economic analysis is ... contingent on society’s circumstances — on his-
torical context. ... For better or worse, however, economics has gone
down a different path”. Had the Keynes/Post Keynesian discussion on
uncertainty and a transmutable reality been more widely understood
by economists, then the discipline Solow thinks economics “ought”
to be would have been the discipline that developed in the last half
century.

If agents “know” that the economic process is not stationary, deci-
sion makers should know that if objective probability distribution
functions exist they are “subject to sudden [i.e., unpredictable] changes”
(Keynes, 1973, p. 119) and the economy is ontologically uncertain.
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Some theorists, however, prefer to have it both ways, namely recog-
nizing nonergodicity in the short run, while presuming immutable fun-
damentals (or what they sometimes call unchanging “deep”
parameters”) in the long run. In these theories the decision makers
believes their own (or others) subjective expectations are liable to
changes induced by some noneconomic factor such as sun spot activity,
while in the long run time immutable objective probabilities exist. This
latter case of nonstationary subjective expectations ( a case of short-run
epistemological uncertainty) appears in modern “sunspot theories” of
the business cycle where “prices change simply because they are
expected to” (Azariadis, 1981).

Sunspot theory. Sunspot theorists often appear to claim compatibility
“to earlier Keynesian macromodels” (Grandmont and Malgrange, 1986,
p- 10) involving “animal spirits” (Cass and Shell, 1983, p. 193). Sunspot
theorists attempt to marry the rational expectations hypothesis with
the view that the subjective probability distributions need not, in the
short run, match the objective (and assumed ergodic) probability func-
tions governing real production and exchange processes.!” In such sys-
tems, only in the “hypothetical long run” will “forecasting errors
vanish” (Grandmont and Lagrange, 1986, p. 10).

Such models of “self-fulfilling” forecasts seem to permit mainstream
economists to salvage a more sophisticated longer run form of what
Samuelson has called the “ergodic hypothesis” (and thus meet Samuelson'’s
criterion for economist-cum-hard scientist) while providing models that
possess, at least in the long short run, a real world business cycle.

Sunspots represent extrinsic uncertainty, that is a random phenome-
non that does not affect “tastes, endowments, or production possibilities ...
[t]he basic [deep] parameters defining an economy ..the fundamentals of
that economy” (Cass and Shell, 1983, p. 194-6 italics added). These fun-
damental forces of tastes, endowments, and productive technology pre-
determine the economic reality environment and produce the
programmed long-run center of gravity or long-run equilibrium towards
which the endogenous forces in the economy are always pushing. Only
continuous demand and/or supply shocks?® creating incessant new
exogenous “extrinsic” uncertainty can prevent the system from settling
down to this long-run equilibrium position. This extrinsic or “extrane-
ous uncertainty”, however, always “disappears in the long run - or in a
stationary state, or when enough contingent claims markets exist to
cover all probabilities” (Azariadis, 1981, p. 380), i.e., when probabilities
associated with the presumed immutable reality are calculated by a deus
ex machina marketplace.
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Sunspot theorists only permit “temporary” departures from the
long-run equilibrium determined by immutable real economic “funda-
mentals” in the system. In the long run, though we may all be dead,
the ergodic economic process involving the real deep parameters
defining the economic system will persist and determine the final solu-
tion to the economic problem. Since all “the basic parameters defining
an economy” listed by Cass and Shell (1983, p. 196) are nonpecuniary,
then all sunspot theorist must accept as a “matter of faith”2! that in the
long run money is neutral.

Despite claims of comparability to Keynes by demonstrating the pos-
sibility of short-run “Keynes-type” unemployment, sunspot theories,
like Post-Walrasian theories, are not compatible with Keynes’s “animal
spirits” analysis where (1) money is nonneutral in both the short and
the long run and (2) crucial decisions by humans (under uncertainty)
alter the fundamental real forces of the economic system as decision
makers create (and therefore affect) the future.

IX. Crucial decisions and Schumpeterian entrepreneurship

Shackle has developed the concept of crucial choice, i.e., a situation
where a decision is made that changes forever the economic environ-
ment so that the identical decision conditions are “never to be
repeated” (Shackle, 1955, p. 7). The future is transmutable in that it is
created by crucial choice decisions?? although the future that is created is
often not precisely what anyone intended. The future is not discovered
through the Bayes-LaPlace theorem regarding relative frequencies or
any error-learning model.?* This principle of cruciality ties Shackle’s
LSE-Austrian background with Schumpeter’s theory of the entrepreneur.

Crucial decisions and the entrepreneurial function. If entrepreneurs have
any important function in the real world, it is to make crucial decisions.
Entrepreneurship, which is but one facet of human creativity, by its very
nature, involves cruciality. To restrict entrepreneurship to robot deci-
sion making through ergodic calculations in an ergodic stochastic
world, as Lucas and Sargent [hereafter L-S] explicitly do (see L-S, 1981,
p. xii), ignores the role of the Schumpeterian entrepreneur - the creator
of technological revolutions that bring about future changes that are
often inconceivable even to the innovative entrepreneur. Exogenous
expectations are a necessary condition for assuming human free will in
important economic matters.

Ergodic probability models are a beguiling representation of decision
making only in a world where routine decisions are made by L-S’s
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(1981, p. xii) “robot decision maker” entrepreneur. Since crucial deci-
sions are never made by entrepreneurs in L-S§’s world, these models can-
not explain the essential creative function of entrepreneurial behavior
in a Keynes-Schumpeter world, where the reality is transmutable.

The possible existence of crucial decisions and their resulting noner-
godic world has implicitly been recognized and summarily rejected by
mainstream theorists in their desire to be seen as “hard-headed” scien-
tists. For example, L-S indicate that they desire to draw conditional
inferences about human behavior from observed economic times series:

we observe an agent, or a collection of agents behaving through
time; we wish to use these observations to infer how this behavior
would have differed had the agent’s environment been altered in
some specified way. Stated so generally, it is clear that some infer-
ences of this type will be impossible to draw. (How would one’s life
have been different had one married someone else?) The belief in the
possibility of a non-experimental empirical economics is, however,
equivalent to the belief that inferences of this kind can be made,
under some circumstances.

(L-S, 1981, pp. xi-xii)

Unlike Shackle, whose principle of cruciality defines a sufficient con-
dition for the existence of nonergodic worlds, L-S provide neither nec-
essary nor sufficient conditions when “some circumstances” will prevail.
If L-S are correct and only in “some circumstances” can statistical infer-
ences based on a realization be drawn, then an immutable (ergodic)
reality cannot be ubiquitous in economics. Necessarily, there must be
other circumstances where nonergodic circumstances pertain, and in
such instances probability theory and the rational expectations hypoth-
esis can be a seriously misleading analogy.?*

If the relatively innocuous (and replicative?) choice of spouse is
admitted by L-S to be so crucial that despite the large number of mar-
riages recorded over time, statistical inferences about conditional prob-
abilities regarding happy marriages cannot be drawn, then should not
decisions “marrying” entrepreneurs to plant and equipment, or to pro-
duction runs, or even decisions marrying the economy to money sup-
ply policies, or to specific banking institutions, etc., also be classified as
crucial choices?

Crucial choices are more common than one might expect. Whenever
there are significant transactions costs: no decision is fully reversible.?
Mainstream micro- as well as macro-theorists ignore this element of
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cruciality in almost all decisions. (Walrasian theorists assume the ability
to recontract without costs if one does not initially trade at the generasl
equilibrium prices that embody the objective reality governed by the
real parameters of a predetermined economic system.) Because of the
substantial transactions costs involved in investment, production, and
(at least) big ticket consumption decisions, in these areas, agents are
necessarily married to their choices; decisions in these areas are nor-
mally crucial, and once an action is made, the possible future path is
changed. In such a transmutable world, he who hesitates regarding
choices in these areas and decides to remain liquid is saved to make a
crucial decision another day.

Some economic processes may appear to be ergodic, at least for short
subperiods of calendar time, while others are not. The epistemological
problem facing every economic decision maker is to determine whether
(a) the phenomena involved is currently governed by probabilities that
can be presumed ergodic — at least for the relevant future or (b) noner-
godic circumstances are involved. It is only in the latter case that entre-
preneurship, money, liquidity, and contracts have important and
essential roles to play (See Davidson, 1982-3, 1991, 1994). It is only the
latter case where important policy decisions need to be made.

A nonergodic (uncertain) environment provides an analytical ration-
ale for the existence of fixed money contracts and nonneutral money.
Consequently, it provides an “alternative construction” that meets the
“serious challenge ... to the theorist” that Hahn (1981, p. 1) posed.

X. Designing policy

Economists-scientists should “know” that, in some nonroutine
domains, discovered empirical regularities in past data cannot be used
to predict the future. In these nonergodic sectors of economic science,
economists can and should encourage the development of “certain
important [institutional] factors that somewhat mitigate in practice the
effect of our ignorance of the future” (Keynes, 1936a, p. 163) by guid-
ing the economy towards social objectives. If economists would recog-
nize that nonergodicity is a prevalent property in many important
economic situations, they would have to admit there could be a perma-
nent role for the government to work with the private sector to improve
the economic performance of markets.

In cooperation with the private sector, the government should be con-
tinuously searching for ways to develop economic institutions that
attempt to reduce uncertainties by guiding the economic environment via
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aggregate demand policies and institutions that constrain rent-seeking
proclivities, to limit future outcomes to those that are closely compatible
with full employment and reasonable price stability.

The moral of this analysis of the ways different theorists deal with
knowledge about an uncertain future is provided in a slight para-
phrasing of Reinhold Neibuhr’s famous “Serenity Prayer”: God give us
the grace to accept with serenity the things that cannot be changed
[immutable realities], courage to change the things which should be
changed [transmutable realities], and the wisdom to distinguish the
one from the other.
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World War II and the Postwar
Open Economies System

As early as 1931, Keynes began to experience episodes of severe pains in
his chest and shortness of breath that “were tell-tale signs of coronary
artery insufficiency, with resulting anginal pains” (Skidelsky 1992,
p. 627). A little over a year after the publication of The General Theory of
Employment Interest and Money (1936a), in May 1937, Keynes suffered
what today would be diagnosed as an attack of coronary thrombosis
(Skidelsky, 1992, p. 634). From May until the end of September 1937,
Keynes was confined to a private hospital for convalescence. Even after
release from hospital, Keynes was told by his doctors that he must take
significant periods of rest each day and even stay in bed one day a week.

This long convalescence limited his professional activities although
he did keep up with public events that suggested the coming of war. By
February 1938, Keynes had started to make public appearances again
and began writing on economic problems that would occur as Britain,
preparing for war, approached full employment. By April 1939, Keynes
was arguing for low interest rates, control of capital exports, and the
government to run fiscal surpluses as aggregate demand exceeded full-
employment supply output when the British economy was put on a war
footing (Skidelsky, 2003, p. 581).

On September 1, 1939, German troops marched into Poland and World
War II began. For the first two years of the war, Keynes

became chiefly concerned with how to pay for it. Keynes used his
General Theory analysis to explain that if rearmament expenditures
increased aggregate demand past full employment, then government
fiscal policy should run surpluses to rein in the excess demand. These
surpluses should include a compulsory savings plan as part of the fis-
cal policy. Under Keynes’s plan the government would impose a

116
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graduated percentage of all incomes above a stipulated minimum to
be turned over to the government. This additional government rev-
enue would be used to pay for military defense expenditures without
pushing aggregate demand above the full-employment level. Part of
this additional government revenue would be taxes but part would
be compulsory savings that would be returned to each income earner
after the war so as to offset the lack of effective demand that Keynes
expected to occur after the end of hostilities.

(Skidelsky, 2003 p. 588)

In February 1940, Keynes published a pamphlet entitled How To Pay
For The War (1940). This pamphlet explained in detail his compulsory
savings plan proposal. It demonstrated the appropriateness of his
General Theory for periods of potential boom as well as mass unemploy-
ment. In the pamphlet, Keynes proposed a permanent method for reg-
ulating aggregate demand to avoid excess aggregate demand induced
booms as well as slumps due to a lack of aggregate effective demand.

I. Planning for the postwar open economy system

In August 1940, without being assigned any official duties, Keynes was
offered an office at the Treasury. He was to be “a sort of roving commis-
sion” (Skidelsky, 2003, p. 603). By 1940, Keynes had already begun to
consider the problem of overseas finances for the war effort. The problem
that Britain faced was how it could obtain sufficient liquid funds to pay
for the import of all the war materials (especially from the United States)
that it could not produce at home.

Soon Keynes became a special envoy of the Chancellor of the Exchequer
making several trips to Washington to help negotiate the financing of the
purchase of war materials that Britain needed to continue to fight the war
against Germany.

As early as 1941, Keynes began to think about devising a plan for a
postwar international payments system that would lock the United States
“into a system that would maintain balance of payments equilibrium
between all countries without trade discrimination but without forcing
deflation, unemployment and debt-bondage on the deficit countries”
(Skidelsky, 2003, p. 672).

To explain Keynes’s proposal for a postwar international payments
system, we must initially develop some concepts that economists have
developed to distinguish between a closed versus an open economy.
A closed economy is an economy where the residents of one nation
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have no trade or financial transactions with residents of any other
nation. In a closed economy, all legal contractual commitments between
transactors are expressed in terms of a single nation’s monetary unit.

In an open economy, some transactions are between parties resid-
ing in different nations. Since typically each nation uses a different
money to settle its domestic contractual commitments, when a resi-
dent of nation A agrees to a contractual commitment with a resident
of nation B, then both parties must agree on the use a single money as
its means of contractual settlement. The money chosen for denomina-
ting the specific contract may be either the domestic money of nation
A or the domestic money of nation B, or even the money of a third nation.
The use of different monies by parties to international contracts can have
important implications for the demand for liquidity in a global economy.

It is conventional wisdom of the mainstream of the economics profes-
sion that Keynes’s revolutionary book The General Theory of Employment,
Interest, and Money (1936a) is developed primarily for the analysis of a
closed economy. Accordingly, many believe that Keynes’s General Theory
analysis is not applicable to economic problems of nations integrated
into the global economy of the 21st century. Nothing can be further from
the truth. The principles underlying Keynes's General Theory analysis have
a direct applicability for discussing the operations and problems of any
open economy.

In fact, in The General Theory Keynes explicitly introduces into the
analysis some important economic complications that can result when
the nation under discussion is an open economy. For example, Keynes
noted that for any open economy

[1] foreign trade could modify the magnitude of domestic employment
(Keynes, 19364, p. 120),

[2] reductions in either money wages or the exchange rate of the domes-
tic currency for the purpose of increasing the international competi-
tiveness of domestic industries in order to improve the nation’s trade
balance by expanding exports relative to imports would worsen the
terms of trade. A deterioration in the terms of trade signifies a reduc-
tion of the real income of the nation’s already employed workers,
even if the increase in exports stimulates additional hiring of previ-
ously unemployed workers (Keynes, 1936a, p. 263), and

[3] stimulating either investment in domestic plant and equipment or
investment in other nations by increasing a nation’s exports relative
to its imports can increase domestic employment growth (Keynes,
1936a, p. 339).
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Keynes also noted that if the government of nation A is afraid to use
fiscal policy to deliberately increase aggregate demand in order to stim-
ulate the domestic economy because politicians believe that the resulting
government deficits will unleash inflationary forces, then a policy that
tends to increase nation A’s export demand relative to imports will be
seen as an alternative path for expanding domestic employment. This
export expansion policy at the expense of imports, however, will nega-
tively affect nation A’s trading partner (nation B) as B’s domestic indus-
tries lose domestic sales to A’s exporters while B’s export industries do
not gain sales from nation A. Or as Keynes (1936a, p. 338) put it, a
“favorable balance [of trade], provided it is not too large, will prove
extremely stimulating” to domestic employment, even if it does so at
the expense of employment opportunities abroad.

In a passage that is particularly relevant to today’s global economic
setting, Keynes (1936a, p. 335) noted that

in a society where there is no question of direct investment under the
aegis of public authority [due to fear of either government deficits
per se or big governments], the economic objects, with which it is rea-
sonable for the government to be preoccupied, are the domestic
interest rate and the balance of foreign trade.

A reduction in domestic interest rates will tend to stimulate additional
domestic investment expenditures. If, however, nations with developed
financial markets permit free movement of capital funds across national
boundaries, then people with funds will, ceteris paribus, move their savings
from nations with lower interest rates to the nation with the highest
interest rate. The result will be a tendency to equalize interest rates
across nations, with the nation which sets the highest interest rate call-
ing the interest-rate tune for the rest of the global economy.

With free international financial mobility, therefore, “the authorities
had no direct control over the domestic rate of interest or the other
inducements to home investment, [and] measures to increase the favor-
able balance of trade [are] ... the only direct means at their disposal for
increasing foreign investment” (Keynes, 1936a, p. 336) and therefore
increasing domestic employment and income. In other words, if capital
is freely mobile internationally, then a nation cannot unilaterally try to
reduce its interest rate to stimulate investment and employment.
Moreover, if the use of expansionary fiscal deficits is seen as politically
unacceptable, then a policy that increases exports relative to imports in
order to improve the balance of trade, what can be called an export-led
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growth policy, will appear to the State to be the only desirable method
of promoting domestic economic growth, employment, and prosperity.

The balance of trade is defined as the value of exports minus the value
of imports. A nation’s balance of trade is said to be “favorable” when the
value of exports exceeds the value of imports. An unfavorable balance of
trade means the nation is importing more than it is exporting. This
import surplus of an unfavorable trade balance will normally be
financed by either drawing down the nation’s foreign exchange reserves
or by borrowing from foreigners.

Keynes was well aware that the domestic employment advantage gained
by this export-led growth policy to achieve a more favorable balance of
trade “is liable to involve an equal disadvantage to some other country”
(Keynes, 1936a, p. 338) for one nation’s export surplus must be another
nation’s unfavorable trade balance involving the value of imports exceed-
ing the value of exports. When countries pursue an “immoderate policy”
(Keynes, 1936a, p. 338) of export-led growth (e.g., Japan, Germany, and
the Newly Industrializing Countries (NICs) of Asia in the 1980s and China,
India, and other Asian nations in the first years of the 21st century), this
aggravates their trading partners’ unemployment in the import-competing
industries as well as the partners’ overall unemployment problem. If trad-
ing partners finding their unemployment problem increasing due to an
unfavorable trade balance, these nations are often forced to engage in a
“senseless international competition for a favorable balance which injures
all alike” (Keynes, 1936a, pp. 338-9).

The traditional approach for expanding exports and improving the
trade balance is to make a nation’s domestic industries more competitive
by either forcing down nominal wages (including fringe benefits) in
order to reduce labor production costs, or (and) by a devaluation of the
exchange rate,! thereby reducing the price of exports in terms of the
other nation’s money while increasing the domestic price of imports.
Since workers and labor unions are likely to resist any reduction in their
money wages, rather than attempting to force down domestic money
wage rates, a nation often devalues its exchange rate to gain a competi-
tive edge over foreign producers of goods and services. Any competitive
gains obtained by manipulating money wages or exchange rates, how-
ever, will only foster further global stagnation and recession if one’s trad-
ing partners attempt to regain a competitive edge by similar policies.

Unlike the classical theorists of his day (and our day as well), Keynes
recognized that the 16th-century political economists known as “the
mercantilists” were aware of the fallacy of cheapness and the danger
that excessive international competition may turn the terms of trade
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against a country” (Keynes, 1936a, p. 345), thereby reducing domestic
living standards so that even if more people are working, they, on aver-
age, can be earning less in terms of the goods and services that each
hour of labor effort can buy.

Keynes's General Theory analysis (1936a, p. 378) recommends that
every nation should actively undertake a program for public domestic
investment to generate domestic full employment without having to
worry about international economic repercussions. Otherwise, a laissez-
faire philosophy involving “prudent” fiscal policies that either elimi-
nated, or at least resulted in negligible fiscal deficits, in tandem with a
system of free international monetary flows, creates a global environ-
ment where each nation independently sees significant national advan-
tages in a policy of export-led growth, even though pursuit of these
policies simultaneously by many nations “injures all alike” (Keynes,
1936a, pp. 338-9). This warning of Keynes, however, has gone virtually
unrecognized since the early 1970s, as Keynes’s revolutionary analysis
was never adopted by mainstream economists.?

In a laissez-faire world, when governments do not have the political
will to stimulate directly any domestic component of aggregate spend-
ing to reduce unemployment, “domestic prosperity [is] directly depend-
ent on a competitive pursuit of [export] markets” (Keynes, 1936a, p. 349).
This is a competition in which all nations cannot be winners.

For a nation to break out of a global slow-growth or stagnating eco-
nomic environment, the truth, Keynes insisted, lay in pursuing a

policy of an autonomous rate of interest, unimpeded by international
preoccupations, and a national investment programme directed to an
optimum level of employment which is twice blessed in the sense that
it helps ourselves and our neighbors at the same time. And it is the simul-
taneous pursuit of these policies by all countries together which is capable
of restoring economic health and strength internationally, whether we
measure it by the level of domestic employment or by the volume of
international trade.

(Keynes 1936a, p. 349, italics added)

To achieve a policy of being able to set interest rates independent of
international forces requires a nation to be able to impose, when neces-
sary, international regulations on the inflow and outflow of interna-
tional capital funds. This is usually labeled a policy of capital controls.

It should be obvious from the afore cited passages from Keynes’s 1936
book that Keynes was well aware of the problems that might arise if any
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government tried to pursue a full-employment policy if an open, laissez
faire, global economic system was established after World War II.
Accordingly, not long after the World War II began, Keynes’s turned his
mind to developing a proposal for a New Way to resolved trade prob-
lems that did not force nation’s into a competitive war to achieve favor-
able trade balances.

In 1940, a document that stimulated Keynes’s thinking about postwar
international payments and liquidity problems was the “Funk Plan”.
Hitler’s finance minister, Walter Funk, set out the blueprints for Hitler’s
New [Economic] Order. The Funk Plan was built on an earlier system
devised by Hitler’s former finance minister, Hjalmar Schacht. The details
of this Schacht-Funk Plan was sent to Keynes by the British Ministry of
Information with a request that Keynes make a broadcast to the
Americans and the British Dominions in which he would discredit this
Hitler plan for a new economic order.

Keynes, however, felt that Funk and Schacht had taken steps in the
right direction and that the Allies ought to be thinking about building
on the concept of a clearing union that was part of the Funk Plan.
Keynes recognized that Germany would use Funk’s plan to the detri-
ment of their neighbors, but nevertheless the underlying economic
principle was sound and could be built into a desirable postwar system
that benefited all the nations of the world since the crucial point was to
have a system that maintained trade balances among all nations
(Skidelsky, 2003, pp. 672-3).

Following Schacht, the Funk Plan attempted to ensure that goods
exchange for goods and therefore made possible a level of trade that
might not be undertaken in a system of free markets with flexible
exchange rates. As a result of studying the Funk Plan, “the doctrine that
exchange controls were superior to currency depreciation became a per-
manent part of Keynes’s thinking” (Skidelsky, 2003, p. 673). It should be
noted, however, that as early as 1936, with the emphasis in The General
Theory on the importance of an autonomous domestic interest rate in
an open economy setting, Keynes had already recognized the possibil-
ity of the need for international capital funds restrictions.

Keynes recognized that the Funk Plan was not the best possible post-
war system but it easily could provide some guidelines for building a
new international economic system that was far superior to a policy of
laissez-faire in international trade and financial transactions. The great
innovation that Keynes would provide to the Funk Plan was the idea
that in any trading system, if there developed a persistent trade imbal-
ance between nations, there should be a mechanism where the creditor
nation, which is experiencing the favorable balance of trade, should
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recognize its responsibility for solving the trade imbalance by not
hoarding (saving) in the form of international liquid assets (i.e., foreign
exchange reserves) the value of the nation’s earned export surplus.
Instead, the creditor nation should spend any excessive trade surplus
earnings by buying producibles from deficit nations, thereby permitting
the deficit nations to work their way out of debt.?

With the Funk Plan in hand, Keynes developed his proposal for a
postwar currency system that transferred the major onus of adjustment
in international trade from the debtor to the creditor nation. Keynes’s
plan called for an international currency union whose purpose

was to secure creditor adjustment without renouncing debtor disci-
pline. Its method was to marry the Schacht-Funk “clearing”
approach with the banking principle. All residual international
transactions — those giving rise to surpluses and deficits in [nations’]
balance of payments position to be settled through “clearing accounts”
held by [nations’] member central banks in an International Clearing
Bank (ICB).

(Skidelsky, 2003, pp. 267-7)

Keynes envisioned this ICB as a supranational central bank. The balance
of each of the national central banks at the ICB was to be called “ban-
cors”. Bancors would be the ultimate reserve asset of the international
financial system.

In Keynes’s system, each nation’s central bank would be required to
sell its domestic currency to an ICB member nation’s central bank when
the latter wanted to sell some of its bancor deposit at the ICB to obtain
the domestic currency of a nation. There would also be overdraft facili-
ties at the ICB to provide international liquidity for those nations whose
bancor deposits were temporarily close to depletion, and therefore the
nation might have trouble making payments to foreigners until its ban-
cor reserve position was restored. By May 1942, Keynes’s clearing union
scheme was accepted by the British government as a plan for a postwar
international payments system that could be brought to the table in
negotiations with the United States.

A week after the United States entered the war in December 1941, the
United States Secretary of Treasury, Henry Morgenthau, instructed his
director of monetary research, Harry Dexter White, to develop a pro-
posal for postwar monetary stabilization arrangements (Skidelsky, 2003
p- 695). White’s proposal for an international exchange stabilization
fund became the American alternative to the British Keynes Plan. The
basic difference was that Keynes’s plan for a clearing union was based
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on the banking principle that depositors who held positive balances at
a bank (rather than spent them) should still possess the liquidity of
these deposits while the bank put these funds to use by making them
available to anyone who would borrow these idle funds in order to
spend them on the current products of industry. White’s plan did not
provide any way for a nation subscribing to the exchange stabilization
fund could to use, at their own discretion and initiative, their sub-
scribed funds to meet their own liquidity needs when necessary.

Fundamental to Keynes'’s plan was the desirability of shifting the bal-
ance of payments adjustment problems from debtor to creditor nations.
This would avoid any deflationary forces that affected both debtor and
creditor nations when, under a more conventional international pay-
ments system, a debtor nation is forced to make the major balance of
payments adjustment by reducing consumers’ demand for goods and
services for the purpose of reducing imports, and therefore payments, to
foreigners.

Keynes designed a system with a built-in mechanism that induced
international creditor nations to accept the major responsibility for cur-
ing persistent trade imbalances between nations of the world. Since
everyone expected that the United States would be the major creditor
nation after the war, the Keynes Plan required the United States to
accept the responsibility for curing the international financial problems
that was bound to occur in the immediate postwar era. It was obvious
to all that the war-devastated nations of Europe and Asia would required
significant imports from the United States to rebuild their economies,
while their ravaged economies would not have the capacity to produce
exports to the United States to earn dollars needed to buy American pro-
duced goods. The Keynes Plan required the creditor nation to accept the
onus of correcting a trade imbalance, thereby implying the possibility
that the United States would have to take on an unspecified, but a sub-
stantially large financial responsibility to help the rest of the world
rebuild from the devastation of World War II.

White’s plan was much more modest. It set up an exchange stabiliza-
tion fund. The function of this fund was to assure that member nations
did not engage in an exchange-rate war by devaluing their exchange
rate to gain a competitive edge over other nations in international mar-
kets. The fund, at its discretion, could make loans to the central banks
of nations that were experiencing significant persistent deficits in their
international payments position, in order to prevent the deficit nations
from having to devalue their currency. With these loans from the
International Monetary Fund (IMF), these nations could pay for their


mailto: rights@palgrave.com

World War II and the Postwar Open Economies System 125

excess of imports over exports while the nations tried to adjust their
economies to eliminate the unfavorable trade balance. The financing of
White’s stabilization fund was to be established by specified initial sub-
scriptions of all the nations that became members. This essentially lim-
ited the liability of the United States to its initial subscription - a sum
of $3 billion that White claimed was the maximum that the United
States Congress would accept.

In July 1944, 736 delegates and their staffs from 44 countries jour-
neyed to the Mount Washington Hotel in Bretton Woods, New
Hampshire to hammer out a negotiated plan for the postwar interna-
tional payments system. Since the United States had paid the piper for
the Allied war effort, it called the tune. Keynes’s plan was rejected and
the White Plan was adopted. The IMF was the embodiment of White’s
stabilization fund plan. As Skidelsky (2003, p. 767) has noted, the
Bretton Woods agreement “was shaped not by Keynes’s General Theory
but by the United States’s desire of an updated gold standard as a means
of liberalizing trade. If there was an underlying ideology it was
Morgenthau’s determination to concentrate financial power in
Washington”.

Less than two years after the Bretton Woods meeting, Keynes died on
Easter Sunday, April 21, 1946.

In chapter 10, we will discuss Keynes’s general theory principles that
underlay his plan for a postwar international payments system and
show how, despite the defeat of the Keynes Plan at Bretton Woods, the
postwar global prosperity was in large part due to the major creditor
nation, the United States, accepting, for political rather than economic
reasons, the responsibility for solving persistent trade imbalances as in
Keynes’s plan prescription. In chapter 10, we will also suggest what a
Keynes Plan system would involve if one were to institute such a pro-
posal in the 21st century. By explaining the principles underlying
Keynes’s plan for his international payments system, it is possible to
design an international clearing union institution that is more in tune
with the economics and politics of the 21st century. For, as Keynes rec-
ognized, it was not sufficient to present an economic prescription based
on the right principles, but the principles must be cleverly packaged so
that they do not appear to be in dramatic conflict with the political
views and values of the day.

But before we pursue Keynes’s plan for international monetary reform,
in chapter 9 we will explain why the classical theory of open economies
that most mainstream economists accept as absolute truths can be just as
misleading and disastrous as the classical theory of closed economies.
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Classical Trade Theory versus
Keynes’s General Theory of
International Trade and
International Payments

The classical law of comparative advantage and classical theory’s pre-
sumption of the desirability of freely flexible exchange rates' are the
foundations of mainstream economists’ claim that free trade and unfet-
tered international finance markets are socially desirable since they pro-
mote maximum efficiency and prosperity globally. On the other hand,
Keynes’s analysis of the operation of a monetary economy suggests that,
like Say’s Law, the conventional wisdom regarding the importance of
the classical law of comparative advantage and the desirability of flexi-
ble exchange rates can be “misleading and dangerous”.

I. The benefits associated with the classical theory of
international trade

Every well-trained mainstream economist whose work is logically con-
sistent with classical theory knows that the claimed benefits of free
trade with a freely flexible exchange rate are:

1. that it is impossible for any nation to experience a persistent (unfa-
vorable) trade imbalance where the value of imports exceeds that of
exports;

2. that each nation can pursue monetary and fiscal policies for full
employment without inflation, independent of the economic situa-
tion of its trading partners;? and

3. that the flow of capital will always be from the rich creditor
(i.e., developed) nations to the poor debtor (i.e., less developed)
nations. This international capital flow from rich to poor nations
depends on a classical belief in the ubiquitous classical theory’s “law
of variable proportions” that determines the real return per unit of

126
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effort to both capital and labor as inputs in the production process.
Since rich countries are presumed to be capital rich (i.e., possess more
real capital goods per worker) while poor nations have less capital
per worker, the law of variable proportions states that the real return
on capital should be higher in the poor nations where capital is rel-
atively more scarce. In a free-market environment, therefore, capital
should flow from where it earns a lower return to where it earns a
higher return, i.e., capital should flow from rich nations into the
poor nations until the return on capital is equal in each country. The
effect of this hypothetical classical international capital flow would
be to encourage more rapid development of the poorer LDCs and, in
the long run, a more equitable global distribution of income and
wealth.

Since capital is scarce in LDCs, investment projects in poor nations
financed by this hypothesized free-market capital flows from rich to
poor nations should generate sufficient sales and foreign earnings for the
LDCs to repay the capital obtained from foreign lenders and investors.
Accordingly, this classical conventional wisdom implies that interna-
tional capital flows are temporary?® and self-liguidating.

It consequently follows from this classical theory way of thinking
that government policy should be to ensure that all import and export
markets and international financial- and exchange-rate markets should
be immediately “liberalized” and made permanently free of any gov-
ernment regulations or restrictions.

II. International trade and liberalized markets: the facts

Since the breakdown of the Bretton Woods international payments
system in the early 1970s, there has been a persistent trend toward
(1) freeing international trade from government imposed tariff and
quota barriers and (2) liberalizing international capital and foreign
exchange markets. The economic results have not been consistent
with classical theorists’ Panglossian promises of the wonderful bene-
fits that automatically occur when government regulations are
removed from export, import, and financial markets. Despite wide-
spread liberalization of export, import, and international financial
markets since 1973,

1. some Latin American and African non-oil-producing nations have
experienced persistent deficits in their balance of payments; and
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2. flight capital has drained resources from the relatively poor nations
toward the richer ones, resulting in a more inequitable redistribution
of income and wealth globally as well as within many nations, and

3. the major trading nations of the developed world have been under
increasing pressure to coordinate their monetary and fiscal policies.
For example, in September 1987, the United States and Germany
publicly clashed over incompatible monetary policies. The great
October 1987 crash of world financial markets followed. This fright-
ening experience reinforced the idea among the central bankers of
the developed nations that if they don’t all hang together, they may
all hang separately.

To understand this disjuncture between classical theory and the facts,
we begin by examining the implications of the trade and employment
patterns implied in the classical law of comparative advantage com-
pared to what really happens in the real world.

III. Trade, the wealth of nations, and the law of
comparative advantage

One universal economic “truth” that all mainstream economists agree
upon is that the “law of comparative advantage” assures that with free
trade more goods and services are produced globally. This is accom-
plished by each nation specializing in producing from its industries that
have a “comparative advantage” and exporting some of the products of
its comparative advantage industries for imports by other nations,
while, it is assumed, all resources in each trading nation are always fully
employed. As a result, all nations should gain from free trade.

Which industries of each nation have this comparative advantage is
determined by supply-side relationships that determine the productivity
of capital and labor in the production process. (A hypothetical example
of this gain due to the law of comparative advantage is given infra.)
Any government interference with a free-trading relationship between
nations following the law of comparative advantage will reduce the eco-
nomic prosperity of the nations involved from reaching their potential
maximum solution.

Adam Smith (1776), on the other hand, believed that the ability of
any nation to produce additional income and wealth is constrained pri-
marily by the extent of the marketplace. By expanding the market for
goods, Smith argued, the introduction of trade between regions per-
mitted entrepreneurs to take advantage of economies of scale, thereby
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producing more from each worker employed, and thereby enhancing
the income and the wealth of nations. For Adam Smith, economic
growth was primarily demand driven. The key to overcoming existing
production constraints was the expansion of market demand. An obvious
moral of Smith’s analysis is that no nation that aspires to be wealthy can
be an island unto itself. Of course, implicit in the Smith analogy is that
consumers in the domestic market for the products of domestic indus-
tries are already satiated with goods, so that domestic market expansion
is unlikely, if not impossible. In any case, supply constraints due to the
classical law of diminishing returns, introduced into classical theory by
the 19th-century economist David Ricardo, has no significant role to
play in Smith’s inquiry into what limits the wealth of nations at any
point of time.

Ricardo (1817) introduced the law of comparative advantage to justify
the importance of free trade among nations. Since Ricardo, advocates of
free international trade have invoked the need for each nation to
specialize in the industry (industries) in which it has a comparative
advantage to increase wealth in the face of supply (significantly large
diminishing returns) constraints. Unlike Smith’s argument, this
Ricardian need for specialization to increase the wealth of nations does
not rely on being able to capture the economies of scale by expanding
domestic production. In a Ricardian world of trade, production in each
nation occurs in the realm of diminishing returns that is due to the
operation of the classical law of variable proportions where the added
production of hiring an additional worker is less than the addition to
output produced by the worker hired previously. In Ricardo’s scheme,
increases in aggregate demand will not, per se, lead to significant
increases in the wealth by nations. Rather, it is the law of comparative
advantage, where one nation specializes in that industry for which it
has the greatest production cost advantage, while that nation’s trading
partner specializes in the industry that has the smallest cost disadvan-
tage, that permitted the wealth of both trading partners to improve as
demand for goods and services increases.

Let us illustrate the law of comparative advantage with the following
hypothetical example. Assume there are two economies, e.g., the East (i.e.,
cheap-labor countries like India and China) and the West (high-cost-labor
countries such as the United States or Western Europe). For simplicity,
before free trade begins, each economy produces two tradeable products —
say bicycles (which uses cheap unskilled labor) and computers (which
requires higher paid skilled labor). In the absence of trade, assume that
there are a million employed workers in the East and a hundred thousand
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employed workers in the West engaged in these two industries, and that
the global total of these 1,100,000 employed workers produces (and
presumably their employers could profitably sell) a total of 375,000
bicycles and 55,000 computers in the market place.

According to classical Ricardian theory, the introduction of free trade
between East and West will encourage each economy to specialize in
producing the products in which it has a comparative advantage.
Suppose the East could produce both bicycles and computers at a lower
cost than the West, since even the highly skilled workers in the East
are willing to work for a significantly lower wage than that paid to
skilled workers in the West. Suppose, however, that the East’s low cost
of production advantage was greater in the bicycle industry than in the
computer industry. Economists would say that although the East had
an absolute cost advantage in the production of both bicycles and
computers, the East’s comparative advantage is in the production of
bicycles and the West’s comparative advantage is in the production of
computers. Then, according to the law of comparative advantage, the
East should, by employing all its one million workers and capital, spe-
cialize in the production of bicycles, while the West should employ its
100, 000 workers so as to specialize in the production of computers.
Assume, because of this specialization, the globally employed 1,100,000
workers would produce more bicycles and more computers, say, 400,000
bicycles and 70,000 computers.

In this hypothetical comparative advantage example, by engaging in
free trade, it is assumed that the world gains a total of 25,000 additional
bicycles and 15,000 additional computers. Then, the East should sell
bicycles to the West and in turn buy computers from the West. Since,
with the same employed labor force, more of both goods are produced
and available for consumption, the residents of each nation should gain
somewhat from this trade in the sense that they will have more bicycles
and computers for their use while all the goods are produced with the
same amount (real cost) of labor time worked in each nation. Thus, it is
claimed that the law of comparative advantage “proves” that the real
income of the global economy increases, as with free trade more goods
and services are provided to consumers in both the East and the West.

For Ricardo, each nation’s comparative advantage was typically associ-
ated with its unique supply environment (e.g., availability of minerals
deposits, climate differences and its effects on agricultural production, etc)
that resulted in differences in production costs. This argument for “free”
trade based on the law of comparative advantage is based on the notion
of opening the domestic market to a foreign source which has relatively
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lower costs of production due to productivity advantages (even if the
industry is operating under diminishing returns) not available in the
domestic economy.

In Ricardo’s famous wine-cloth example, it was the climate and a high
labor-to-capital ratio which gave Portugal its comparative advantage in
the production of wine vis-a-vis England’s comparative advantage in the
production of cloth. Even if the production of both wine and cloth was
cheaper in Portugal than England, if Portugal concentrated its resources
on the production of wine, where it had the greatest cost advantage, and
England used its resources in the production of cloth, where it had the
least cost disadvantage, then, as in our hypothetical bicycle-computer
example supra, total output of both commodities would be greater than
if each country tried to produce both commodities. Consequently, this
total increase in output because of the specialization of each nation in
its comparative advantage industry makes it possible to increase the
quantity of wine and cloth available to the market in both nations.

Divergences in costs are obvious in agriculture and mineral exploita-
tion, where climate and the nonrandom deposits of minerals among
nations made certain commodities relatively cheaper to produce in one
country than another. In mass production industries, on the other hand,
differences in production costs are less likely to reflect differences due to
nature’s climatic or mineral endowment associated with any particular
nation, as the same technology is used in production in any nation.

Keynes (1933c, p. 238) recognized this possibility when he wrote:

A considerable degree of international specialization is necessary in a
rational world in all cases where it is indicated by wide differences in
climate, natural resources. ... But over an increasingly wide range of
industrial products ... I become doubtful whether the economic costs
of self-sufficiency is great enough to outweigh the other advantage of
gradually bringing the producer and the consumer within the same
ambit of the same national economic and financial organisations
[to assure full employment]. Experience accumulates to prove that
most modern mass production processes can be performed in most
countries and climates with equal efficiency.

In other words, Keynes was arguing, and today’s facts tend to demon-
strate that, given the existence of multinational firms and the ease with
which they can transfer technology internationally, any differences in
relative costs of production in any particular industry are more likely to
reflect national differences in money wages (per same hour of “real”
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human labor) plus the costs of providing “civilized” working conditions
(measured in terms of a single currency) such as limiting the use of child
labor, plus the costs to the enterprise of providing health insurance
and pension benefits for employees, etc. In other words, in a laissez-faire
system today, global industrial-trade patterns are more likely to reflect
differences in nominal wage, occupational safety, and other nominal
labor expenses that the enterprise must bear, than real costs associated
with either national differences in climate, or difference in the availability
of natural resources.

In the 21st century, low transportation and/or communication costs
make it possible to deliver many goods and services cheaply to distant
foreign markets. Consequently, mass-production industries that use
low-skilled workers, semi-skilled workers, or even high-skilled workers
are likely to locate in those nations where the economic system values
human life the lowest, at least as measured by the wage paid per hour
of labor and the work environment provided by entrepreneurs. Most
developed nations passed legislation long ago that made “sweatshop”
production and the use of child labor illegal. Yet such conditions typi-
cally still exist in the competitive industries of most less developed
nations. Consequently, free competition among mass production indus-
tries engaged in international trade usually implies that in developed
nations the standard of living of the workers will decline toward that of
workers in nations that have large populations of cheap available labor,
working in “sweatshops”, with little legislation protecting safe and
healthy working conditions.

On the other hand, in those production processes (e.g., personal
services such as servants, waiters, barbers, etc.) where communication
and/or transportation costs are very high, and immigration legislation
limits the importation of cheap labor, significant employment oppor-
tunities may still exist in the personal service industries of developed
nations with legislative regulations requiring civilized working condi-
tion standards. If free trade displaces a growing number of workers
from previously high-paying mass-production industries in developed
nations, then the competition for the existing service jobs in non-
tradeable production processes by these displaced workers is likely to
depress wages (See Uchitelle, 2006), or at least prevent the real wage of
employed workers from rising significantly over time. It is, therefore,
no wonder that the share of wages in United States GDP was, in 2005,
at its lowest level in decades.

As we cross the threshold into the 21st century, Keynes’s analytical
framework indicates that the argument for free international trade as a
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means of promoting the wealth of all nations and their inhabitants cannot
be rationalized on the basis of the law of comparative advantage — except
perhaps for minerals, agriculture, and other industries where productivity
is related to climatic conditions or mineral availability. Today, production
in these climate- and natural resource-related industries, however, is often
controlled by the market power of cartels (e.g., OPEC) and/or producer
nations’ governmental policies designed to prevent market prices from
falling sufficiently to reflect the “real” costs of production. In other words,
many industries for which the law of comparative advantage might still
be applicable are often largely sheltered from international competitive
forces by cartels.

The growth of multinational corporations in mass production industries
and the movement toward a more liberalized free trade in the final decades
of the 20th century encouraged business enterprises to “outsource” pro-
duction, i.e., to search for the lowest-wage foreign workers available in
order to reduce production costs. The availability of “outsourcing” also
acts as a countervailing power to high-cost, labor-union-organized domes-
tic workers in developed countries. Indeed in the early years of the 21st
century, the rapidly developing industrial structure of many nations
(e.g., China, India, Southeast Asia) can be largely attributed to the com-
petitive search by multinational firms to utilize low wage foreign work-
ers to compete with the high wage workers in developed nations to
produce the identical goods and services under the same technological
production processes.

In the early decades after World War 11, when transportation and com-
munication costs between nations were high and there were significant
restrictions on trade, high domestic unit labor costs acted as a spur to
encourage corporate managers in mass production industries to search
for innovative domestic investment ways to improve domestic labor
productivity, and thereby reduce labor costs per unit of output. With
the growth of multinationals and the removal of many restrictions on
the international trading of mass-produced manufactured goods, high
domestic labor costs now encourage managerial practices such as out-
sourcing, rather than productivity enhancing investments, to lower unit
production costs. Under current conditions, it is cheaper to outsource
using existing technical production processes than incur the higher cost
of searching for technological improvements in production processes
to reduce unit production costs domestically. Accordingly, the higher
profits from outsourcing have not been plowed back into research and
technological development even if, in the long run, it is technological
improvements that raise living standards. Under the rules of free
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trade today, there is less of an incentive for managers to pursue innova-
tions to improve domestic labor productivity in any industrial sector
where inexpensive foreign labor can “do the job”, and transportation
and/or communication costs are small relative to production costs. The
decline in the rate of growth of domestic labor productivity in many
developed nations since the 1970s can be, at least partly, related to this
phenomena of emphasizing the use of cheap foreign labor vis-a-vis the
search for domestic production process improvements by the private
sector.

Except for production of some minerals, diminishing returns is,
today, rarely an important aspect of production cost of internationally
traded goods and services. Consequently, instead of substituting pro-
duction in a nation with cheap foreign labor for production in a nation
with high-cost workers, justification for the desirability of the expan-
sion of international trade must be the result of increasing market
demand globally. Demand-driven expansion of trade can explain the
growth of the wealth of nations in both the Adam Smith’s sense of
exploiting economies of scale and in the sense of John Maynard
Keynes, who saw the lack of effective demand as the main reason for
the inability of economies to provide the flow of production that they
were capable of providing.

Nevertheless, rather than arguing that trade provides the opportunity
for all nations to expand the effective demand for the products they
produce, economic advisors to important policy makers bring out the
old chestnut of the classical “law of comparative advantage” to justify
liberalizing trade agreements even when the facts do not appear to
support this argument. For example, in the spring of 2005, the chairman
of President Bush’s Council of Economic Advisors, N. Greg Mankiw,
defended the practice of “outsourcing” production, where American
firms, instead of hiring residents to work in factories located in the
United States, shift production to factories overseas where lower wage
workers are readily available.

Mankiw claimed that, despite the obvious loss of high-wage jobs by
American workers to lower wage foreign workers, outsourcing is benefi-
cial to both the United States economy and the rest of the world.
Mankiw argued that, in the long run, free trade will result in more
income and wealth for all nations by creating new higher value jobs for
workers in the United States as well as the jobs created in the nations to
which production has been outsourced.

Unfortunately, the law of comparative advantage upon which Mankiw’s
claim of the creation of new high-value jobs is based requires at least two
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basic assumptions that are not applicable to the real world in which
we live. First, as in our hypothetical bicycle-computer example supra, it
is assumed that the hypothesized additional produced supply of 25,000
bicycles and 15,000 computers automatically will create its own addi-
tional global demand for these additional products. (Wouldn't the
multinational auto companies be glad to know that if they increase
global productive capacity by siting plants in countries that have com-
parative advantage in auto assemblies, then they will sell [at a profit] all
the cars they can produce? There can never be surplus capacity — as there
seems to be today.)

This assertion that additional supply always creates its own additional
market demand implies the applicability of Say’s Law to our classical trade
theory analysis. But as we have already noted, Keynes demonstrated that
Say’s Law could not be applied to money-using entrepreneurial economies.
Full employment is not an automatic outcome of free market competition
domestically or internationally. Consequently, if there is anything econo-
mists should have learned since Keynes, it is that one cannot prove that
there will automatically be gains from free trade to be shared by all trading
economies unless one can be assured that there is full employment in all
nations — before and after free trade.

That brings us to a second problem in applying the law of compara-
tive advantage to the real world. The textbook comparative advantage
analysis assumes that the gains from trade due to the law of compara-
tive advantage occur only if neither capital nor labor is mobile across
national boundaries, while the law of variable proportions determines
the productivity of labor in each industry of each nation. If there is no
capital or labor mobility across national boundaries, then when the
capital rich region [the West] specializes in an industry that is most
productive with a very capital intensive use of technology (computer
production), while the East region that has plenty of labor but little
capital specializes in the labor intensive industry (bicycles), then total
output globally will be maximized.

If capital is internationally mobile, however, and if, after trade, there
is not global full employment, then the beneficial results stemming
from the law of comparative advantage may not materialize. With free
international capital mobility and free trade, entrepreneurs will locate
plant and equipment investments to produce goods in that nation
where it is most profitable to produce, i.e., where unit labor costs are
lowest.* Thus, if multinational firms can shift technology from nation
to nation, then it will take the same number of man-hours of input to
produce a unit of output in each country — or as Keynes (1933b, p. 238)
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wrote, “modern mass production processes can be performed in most
countries ... with equal efficiency”. The East, therefore, has the absolute
advantage in that its unit money labor costs (when denoted in terms of
a single currency) are lower for the production of both bicycles and
computers at all relevant ranges of production that the global market
can absorb. The East will ultimately attract enough foreign capital to
produce all the bicycles and computers necessary to meet global demand.
In other words, as long as production does not run into significant
diminishing returns and total after-trade demand is not sufficient to
assure global full employment, international production and trade
patterns will be determined by absolute advantage of having a large
supply of low money wage workers available and not by the law of
comparative advantage. Consequently, in the West production and
employment in the tradeable goods industries will decline substan-
tially, if not completely.

Accordingly, the use of comparative advantage analysis as a justification
for letting free markets determine outsourcing, trade, and international
payments flows can be dangerous to the health of national economies
especially those that restrict the use of child labor, provide their workers
with civilized working conditions, and simultaneously provide a high
wage standard of living. Such civilized nations will not have any absolute
cost advantage in the production of tradeable goods and services vis-a-vis
nations where child labor and low wages prevail.

In sum, if capital is mobile internationally, as long as the East has an
absolute advantage in producing all tradeable goods because it has avail-
able an inexpensive large additional supply of both unskilled and skilled
cheap labor that can be brought into the production of tradeables, then
the argument that the “law of comparative advantage” assures there are
gains from trade for all nations is not applicable. Given the East’s abun-
dant available cheap labor supply of unskilled and skilled workers, the
East will attract foreign capital from the West to employ East’s workers
to produce most, if not all, the tradeable goods and services that can be
profitably sold globally. The West will be left mainly with employment
in industries that produce goods and services that are not tradable
across national boundaries.

Of course, some proponents of comparative advantage theory, e.g.,
Mankiw, have a religious belief that despite the loss of high wage semi-
skilled manufacturing jobs in the United States due to outsourcing over
recent years, the United States will develop (yet unspecified) higher
skilled jobs in some advanced technology sector while the labor force
in China and India will not have sufficient skills or education to be
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competitive in this future new technology sector. Mankiw’s “long run”
qualification that outsourcing is “good for the US economy”, assumes
that unemployment will not be a significant problem as he has faith
that the new, still unforeseen higher skilled jobs will miraculously
appear in the United States.

Why then has Uchitelle’s displaced workers not found these new
high-value jobs that Mankiw argues are coming to America? The con-
ventional wisdom is that it is the displaced workers’ own fault for their
being eligible only for lower paying less-productive jobs. An unem-
ployed or a displaced worker needs only to pursue more education and
he will always get a better job we are told without a smile on the face
of the perpetrator of this innocent fraud! A call for better-educated
workers as the remedy for workers displaced by outsourcing is a meas-
ure of a mind that has not thought through the problems of trade pat-
terns in a freely trading global economy, where child labor, unsafe
working conditions, environmental damaging production, and a host
of other factors that are devastating to the progress of a good society
are permitted. In the long run, given the current international pay-
ments system and liberalized trade structure and the obvious lack of
full employment among most of the trading nations of the world, most
employment in the advanced economies of the world will be concen-
trated in jobs where transportation and communication costs make
foreign trade prohibitive (nontradeables), and niche industries such as
defense, etc., where political or social reasons prevent the outsourcing
of production.

Unless, the governments of developed nations take deliberate action
to secure and maintain full employment in their domestic economies
despite their lack of absolute advantage competitiveness in industries
producing tradeable goods and services, free trade has the potential to
impoverish a significant portion of the population (workers whose
income does not include much sharing of enterprise incomes) of the
developed nations as either unemployment rates in the West rise dra-
matically, or the West’s workers are forced to accept a real wage that is
competitive to wages being paid to the abundant supply of unskilled and
skilled workers in the East. Surely, western politicians should be made
aware of these potential “disastrous” results that can occur from blindly
applying the classical theory to today’s problem of job outsourcing with
liberalized trade and international financial markets. Unless western
governments take strong, positive, direct actions to assure continuous
full employment of their domestic labor force, free trade and outsourcing
will not be the panacea its advocates claim? it to be.


mailto: rights@palgrave.com

138 John Maynard Keynes

IV. Can a reduction (devaluation) in the exchange rate
always cure an unfavorable trade balance?

If nation A runs a persistent unfavorable balance of trade® with nation B,
then each year nation A’s payments to B for imports exceeds the nation’s
earnings from its sale of exports to A, and A increases its debt obligations
to B. This raises the question of how can nation A solve this unfavorable
trade balance and end its problem of a growing international debt obli-
gation.

Classical theorists argue that nation A should permit its exchange rate
to move freely in the market place since a flexible exchange rate will
automatically solve the unfavorable trade balance problem. A declining
exchange rate of nation A, it is presumed, assures that the value of A’s
exports will automatically increase while the value of its imports
decrease until exports equals imports. Why?

If the exchange rate of nation A declines, then the costs (in terms of
A’s currency) of A’s imports increase compared to the costs of gross
substitutes produced domestically in nation A, so households in A will
substitute domestically produced goods for imports, thereby reducing
total imports. For households in B, the devaluation of A’s currency
reduces the costs of purchasing A’s exports compared to buying goods
produced by B’s factories. Thus, households in B should buy more of
A’s exports and less domestically produced goods than they did before
A’s exchange rate declined; while households in A buy less of B’s exports
and more of goods produced in A’s factories. If the gross substitution
axiom is applicable, then the result of an exchange rate devaluation of
A’s currency must be to increase the quantity of A’s exports to foreigners
and to reduce the quantity of imports for A, and vice versa for B. It is an
empirical fact that, all other things being equal, any significant decrease
in a nation’s exchange rate typically reduces the physical volume of
imports and increases the physical quantity of exports. Nevertheless,
this devaluation-caused change in physical quantities will reduce A’s
trade payments deficit only if there is a net increase in the monetary
value of exports minus imports for nation A.

Whether there is a net increase in the monetary value of exports
minus imports depends on the magnitude of the absolute sum of the
price elasticity of demand for imports plus the price elasticity of demand
for exports. The price elasticity of demand measures the percentage
change in quantity demanded for any given percentage change in prices.

To illustrate let us take a hypothetical extreme case where the price
elasticity of demand for A’s exports is 0.5 so that with a devaluation of
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say 10 percent, foreigners buy 5 percent more physical exports from A
while paying 10 percent less (say in terms of dollars) on all of A’s
exports purchased. In this case, the total monetary value of A’s exports
in dollars actually declines by 5 percent even as the physical volume
of exports increases. Suppose also that the price elasticity of A’s
imports is 0.4, so that A’s residents buy 4 percent less exports from B
but pay 10 percent more in terms of dollars for all imports purchased.
In that case, the monetary costs of imports in terms of dollars would
have declined by only 4 percent. Accordingly, with the sum of the
price elasticities equal to 0.9 (=0.5 + 0.4) the monetary value of export
falls by 5 percent, while the monetary value of imports decreases by
4 percent. Accordingly, the devaluation creates a greater deficit in the
export-import balance when measured in terms of a common currency
such as dollars than that which existed before devaluation.

Assuming no change in aggregate income, only if the sum of these
price elasticities of a nation’s exports and imports exceeds unity (what
economists call the Marshall-Lerner condition), will the total mone-
tary value of A’s exports minus imports increase and the trade balance
improve as the result of an exchange rate devaluation.” Empirical
studies typically suggest that the sum of these price elasticities for
most developed nations is less than unity in the short run, and hence
a devaluation does not improve the trade balance. Classical theorists,
however, presume that the Marshall-Lerner condition will always pre-
vail in the long run when everything becomes a good substitute for
everything else.

Nevertheless, even if the sum of the price elasticities is only slightly
greater than unity (and so the Marshall-Lerner condition is applicable),
then it may take a huge depreciation of A’s currency to significantly
reduce A’s unfavorable trade balance. Any large devaluation of the
exchange rate will have a significant deleterious effect on the real
income of the residents of the nation at least partly by creating inflation
in the prices of all imports. Accordingly, as Keynes (1941, p. 29) explic-
itly noted, requiring the nation with an unfavorable trade balance to
adjust by reducing its exchange rate may force the nation into an end-
less and difficult “Sisyphus task” that makes for the “most disruptive of
social order, and to throw the burden on the countries least able to
support it, making the poor poorer”.

In Keynes’s analytical framework, therefore, if a nation permits its
exchange rate to fall freely even if this ultimately reduces the unfavor-
able trade balance, the policy results are likely to be truly disruptive to
the civilized society of the nation.
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In most economic textbooks, however, there is the presumption that
price elasticities for both imports and exports are close to infinite so that
only a minuscule change in the exchange rate is necessary to cure any
trade imbalance. This presumption of almost infinite price elasticities
underlies the classical theory’s claim that flexible exchange rates always
cure international payments imbalances without unduly affecting the
long run global real income of the nations engaged in international
trade. Thus, mainstream theorists assume, rather than prove, that freely
flexible exchange rates assure there will never be any trade balance pay-
ments problems.

In a textbook that he co-authored, however, Federal Reserve Chairman
Ben Bernanke admitted that in the short run the Marshall-Lerner condi-
tions may not hold, and hence flexible exchange rates can exacerbate a
trade imbalance. Bernanke wrote, “a fall in the exchange rate tends to
reduce [the value] of net exports in the very short run. ... After con-
sumers and firms have had more time to change the quantities of
imports bought and exports sold, the Marshall-Lerner condition is more
likely to hold, and a fall in the exchange rate is likely to lead to an
increased net exports” (Abel and Bernanke, 1992, p 508).

In this textbook, Abel and Ben Bernanke indicate that the typical
short-run response of net exports to an exchange rate depreciation is in
the form of a “J-curve”, where for an unspecified length of calendar
time that Bernanke calls the short run, the deficit in the trade balance
of payments worsens and the economy moves along the downward
slope of the J-curve. After some unspecified period of calendar time
passes, this textbook analysis suggests, a trade balance payment
improvement along the upward portion of the J-curve can be expected.

From a Keynes analysis, however, in a world of uncertainty, the initial
short-run J-curve worsening in the trade balance can induce expecta-
tions of a further fall in the exchange rate that might generate a new
J-curve that signifies a further immediate decline in the value of net
exports. In a series of short runs, it is possible then that a J-curve fall in
the exchange rate merely provokes further J-curves and a continued
falling exchange rate, so that for any acceptable reduction in the
exchange rate, an improved trade balance is never achieved. Who knows
how long a period of calendar time is required, so that consumers and
businesses make sufficient adjustments that Bernanke calls for, so that
the Marshall-Lerner conditions finally prevail?

To avoid this perverse and unsettling possibility, Abel and Bernanke
(1992, p. 508) merely “assume that the time period is long enough so that
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Marshall-Lerner conditions holds”. In other words, orthodox economists
such as Bernanke solve the problem of an unfavorable trade deficit by
assuming conditions exist where gross substitution effects are sufficiently
strong to solve the problem without creating any deleterious effects on
either of the trading nations. In a moment of candor, however, Abel and
Bernanke (1992, p. 508) remind the reader: “Keep in mind, though, that
this assumption [that the Marshall-Lerner conditions prevail] may not be
valid for shorter periods — and in some cases, even for several years”.

In 1985, after three years of large import surpluses, mainstream
economists in the United States claimed that only a devaluation of the
United States dollar would resolve this seemingly persistent unfavorable
trade balance problem. In late September 1985, under public pressure
fermented by the persistent demands of mainstream United States
economists for a devaluation, Treasury Secretary James Baker launched
an initiative to “talk down” the value of the dollar in the foreign
exchange market. Secretary Baker’s economic advisers spoke about a
“soft landing” where a 35 percent devaluation of the dollar would cure
the United States trade deficit without unleashing any inflationary or
depressionary forces.

One week before this Baker initiative, I presented testimony® to the
Joint Economic Committee of the United States Congress where I argued
the “Keynes case” of why a deliberate lowering of the dollar exchange
rate by 35 percent would not, by itself, significantly reduce the United
States trade deficit. Rather than supporting the conventional wisdom
that a 35 percent devaluation would provide a soft-landing solution to
the persistent United States trade deficit, the facts have supported my
“Keynes case” testimony presented to the Joint Economic Committee.

The facts are that in 1986, despite a drop of more than 30 percent in
the value of the dollar, the value of imports grew by 11 percent, while
the value of exports rose by less than 2 percent, and the trade deficit
increased. In 1987, with another 10 percent drop in the dollar, exports
and imports both expanded by 11 percent and the merchandise trade
deficit grew to almost $160 billion while the trade deficit in goods and
services grew to more than $140 billion. In 1988, the dollar dropped
again, bottoming out at more than 40 percent below its 1985 peak
value, while the United States trade deficit finally appeared to peak
before “turning around” in 1989. Thus, it took more than three years
after the dollar was “talked down” by more than 40 percent plus a fall
in the dollar price of imported crude oil, before there was any reduction in
the United States trade deficit.
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Since the world price of oil is quoted in United States dollars, the
reduction of the United States dollar exchange rate did not impact the
quantity of imported oil. In fact, despite the decline in the United States
dollar, from 1985 to 1988 the number of barrels of crude oil imported
into the United States increased by more than 45 percent. Nevertheless,
the total dollar value of oil imports declined by more than $7 billion
between 1985 and 1988, as the dollar price of imported oil fell by
approximately 50 percent.

Table 9.1 indicates that between 1985 and 1988, the total United States
payments for goods and services trade deficit increased by $3 billion
(from $98.8 to $101.8 billion) despite the decrease of $7 billion in the
value of petroleum imports between 1985 and 1988 that was a result of
the dramatic drop in the dollar price of crude oil.

Table 9.1 United States international payments balances (in billions of dollars)

Merchandise Goods + Services Current account’®
Year Balance Balance Balance
1981 -28.0 16.7 5.0
1982 -36.5 5.6 —-11.4
1983 -67.1 -259 —43.6
1984 —-112.5 —78.2 -98.8
1985 —-122.2 -98.8 —-121.7
1986 —145.1 —-123.4 —147.5
1987 —159.6 —140.4 —163.5
1988 -127.0 —-101.8 —126.7
1989 —-115.7 —-75.5 -101.1
1990 —108.8 —57.5 -90.4
1991 —74.0 —28.3 +3.8
1992 -96.1 -35.6 —48.5
1993 —132.6 —-68.9 —-82.7
1994 —166.1 -97.0 —118.6
1995 —-173.7 -95.9 -109.5
1996 -191.0 —-104.1 —124.8
1997 —-198.1 -107.9 —140.4
1998 —246.7 —164.6 -213.5
1999 —346.0 —263.3 —399.8
2000 —452.4 —377.6 —415.2
2001 —427.2 -362.8 -389.0
2002 —482.3 —421.7 —472.5
2003 —547.3 —494.9 -527.5
2004 —665.4 -611.3 —665.3
2005 —782.7 —716.7 —-791.5

Source: Economic Indicators, Council of Economic Advisers (May 1993, May 2001, July 2006).
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In 1991, the United States experienced a big improvement in its
trade balance and an actual small positive sum in its current account
balance. This 1991 improvement was due to two factors that are not
directly related to any decline in the United States dollar exchange
rate. First, the United States experienced a recession in 1991, while the
rest of the world’s major economies continued to grow. As Americans
experienced a rise in unemployment and a decline in income due to
the recession, their consumption spending on both domestic goods
and imports declined, while United States exports continued to grow,
thereby reducing the trade deficit. Second, the current account balance
improved dramatically, as Japan, Germany, and some other nations’
governments made large unilateral payments to the United States as
their contribution to financing the first President Bush’s 1991 one-week
war again Iraq.

By mid-1992 the United States had recovered from its recession while
FEurope and Japan slipped toward recession. The result was that both the
United States trade balance and the current international payments
account balance significantly worsened. With United States economic
growth of approximately 3 percent per annum between 1992 and 2000,
while the rest of the developed world grew at a slower rate, the United
States trade balance again worsened. Since 2000, the United States trade
balance has deteriorated further as China and other Asian nations have
become big exporters of merchandise produced by an almost unlimited
supply of relative low-wage workers, while India, given its large English
speaking low-wage population has exported a significant amount of
services (e.g., international call centers) as well as merchandise to the
United States.

This historical record suggests that the substitution effects in the clas-
sical theory assumption that the Marshall-Lerner holds, if not immedi-
ately, within a very few years has not been applicable in ultimately
resolving the unfavorable trade balance that the United States has expe-
rienced since the 1980s. In the real world, trade between nations does
not always involve the large gross substitution effects presumed by
classical theory. Income effects can have major impacts on a nation’s
international payments balance. Sole reliance on changes in exchange
rates to solve persistent international trade imbalance can be misplaced
even in the long run.

Changes in income can have significant effects on trade. Income
effects on the payments balance are immediate, direct, and unambiguous
(unlike substitution effects that rely on Marshall-Lerner conditions pre-
vailing).!° As a Keynes view would suggest, it is income effects (different
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phases of the business cycle among nations and/or differential rates of
economic growth between the countries such as the United States and its
major trading partners) that appear to have a more significant impact on
the payments balance than substitution effects especially in the decade
of the 1980s and early 1990s.

Keynes’s general theory analysis implies there should be a better way
to resolve international payments imbalances than leaving the matter
to a freely flexible exchange rate market.
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I. A lesson from the early post-World War II history

In The General Theory, Keynes argued that if an economy was operating
at less than full employment, then the nation’s central bank, while
maintaining the stability of financial markets, should focus primarily
on providing all the liquidity that the economy can absorb in order to
reach full employment. For more than a quarter century following
World War 11, the major central banks around the world tried to meet
the role that Keynes had prescribed for them in his General Theory.

From the end of the war until the early 1970s, most central banks
tended to provide increases in the money supply in response to any
domestic or international increase in demand for the nation’s money,
while maintaining interest rates at historic lows for prosperous times. This
endogenous increase in the money supply tended to support expansion of
aggregate demand that resulted in a golden age of economic growth and
development for both developed and less developed capitalist economies.

While exchange rates were fixed under the Bretton Woods Agreement,
in the early years after World War II, the United States avoided amassing
surplus international reserves by providing grants to the war torn
nations, initially via the Marshall Plan and then via other foreign grants
and aid programs. In essence, the United States accepted the Keynes
Plan’s suggestion that it is in the best interest of all nations if the major
creditor nation bears the major burden of reducing trade imbalances
and international payments adjustments. As a result of the Marshall
Plan, for the first time in modern history, not only was a postwar
depression avoided, but the United States and its major trading partners
experienced unprecedented long-run rates of real economic growth
until the early 1970s.

145
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When, in the early 1970s, the United States withdrew from the Bretton
Woods Agreement, the last vestiges of Keynes’s enlightened monetary
approach were lost, apparently without regret or regard as to

[1] why the Bretton Woods system had been developed in the first place
and

[2] how well it had helped the free world to recover from a devastating
war which had destroyed much of the productive stock of capital in
Europe and Asia.

In the decades since the breakdown of Bretton Woods, the world’s
economic performance has been unable to match what became almost
routine economic success in the quarter century after the end of World
War II in terms of low rates of global inflation accompanied by high
rates of employment and real growth. Since 1973, however, interna-
tional economic problems have multiplied, while significantly high
rates of unemployment in many nations have again become the norm.

Under any traditional international free trade system, any nation that
attempts to improve its economic growth performance by pursuing
Keynes’s policies for increasing domestic effective demand via easy mon-
etary and fiscal policies will almost immediately face an international
payments problem. Expanding domestic aggregate demand will increase
the demand for imports relative to the value of exports. When a nation’s
imports persistently exceed its exports, the nation typically requires for-
eign loans to finance this import surplus that is encouraging increased
economic growth in the trading partners’ export industries.

Since 1981, the United States has been the “engine of growth” for most
of the rest of the world, since the United States has run an unfavorable
trade balance as United States imports have tended to grow more rapidly
than its exports In so doing, as Table 9.1 indicates, the United States has
been saddled by increasing international deficits almost every year for its
laudatory efforts.

II. The Bretton Woods experience and the Marshall Plan

Too often economic discussions on the requirements for a good inter-
national payments system that would eliminate persistent trade and
international payment imbalances have been limited to the question of
the advantages and disadvantages of fixed vs. flexible exchange rates. As
the last chapter suggested, in championing the argument for flexible
exchange rates most mainstream economists merely assume that the
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price elasticities of the demand for imports and exports will meet the
Marshall-Lerner condition. The facts of experience since the end of World
War II, plus Keynes’s revolutionary liquidity analysis, indicates that more
is required, if a mechanism is to be designed to resolve persistent trade
and international payments imbalances while simultaneously promoting
global full employment, rapid economic growth, and a long-run stable
international standard of value.

Since World War II, the economies of the capitalist world have con-
ducted experiments with the different types of exchange rate systems.
For approximately a quarter of a century (1947-73) after the war,
nations operated under the Bretton Woods Agreement with a fixed, but
adjustable, exchange rate system where, when necessary, nations could
invoke widespread limitations on international financial movements
(i.e., capital controls). Since 1973, the conventional wisdom of econo-
mists and politicians is that nations should liberalize all financial markets
to permit unfettered international capital flows to operate under a freely
flexible exchange rate system.

In contrast to the classical view of the desirability of liberalized mar-
kets, Keynes’s position at the 1944 Bretton Woods conference suggested
an incompatibility thesis. Keynes argued that free trade, flexible exchange
rates and free capital mobility across international borders is likely to be
incompatible with the economic goal of global full employment and
rapid economic growth.

Between 1947 and 1973, policy makers in their actions implicitly rec-
ognized Keynes’s “incompatibility thesis”. This period was, as already
noted, an era of sustained economic growth in both developed and devel-
oping countries. Moreover, during this period, there was “a much better
overall record of price level stability” with very high levels of employment
compared to either the post-1973 period or the earlier gold standard
(1879-1914) era of fixed exchange rates (McKinnon, 1990, p. 10).

The free world’s economic performance in terms of both real growth
and price level stability during the Bretton Woods period of fixed, but
adjustable, exchange rates was unprecedented. Moreover, economic
growth rates during the earlier gold standard-fixed exchange rate
period, although worse than the Bretton Woods record, was better than
the global experience during the post-1973 period when liberalizing
exchange rate markets to achieve flexible exchange rates has been the
conventional wisdom. The disappointing post-1973 experience of persist-
ent high rates of unemployment in many nations, bouts of inflationary
pressure and slow growth in many OECD countries, plus debt-burdened
growth and/or stagnation (and even falling real GNP per capita) in some
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developing countries contrasts sharply with the experience during the
Bretton Woods period.

The significantly superior performance of the free world’s economies
during the Bretton Woods fixed exchange rate period compared to the
earlier gold standard fixed exchange rate period suggests that there must
have been an additional condition besides exchange rate fixity that con-
tributed to the unprecedented growth during the 1947-73 period. That
additional condition, as Keynes explained in developing his Plan for the
Bretton Woods Conference, required that any creditor nation that runs
persistent favorable trade payments must accept the major responsibility
for resolving these trade imbalances. The postwar Marshall Plan (see infra)
was an instance where the creditor nation adopted the responsibility that
Keynes had suggested was required.

III. Keynes, free trade, and an international payments
system that promotes full employment

To reduce entrepreneurial uncertainties and the possibility of massive
currency misalignments in any fixed exchange rate system, Keynes
recommended the adoption of a fixed, but adjustable, exchange rate
system. More importantly, Keynes argued that the “main cause of fail-
ure” of any traditional international payments system — whether based
on fixed or flexible exchange rates — was its inability to actively foster
continuous global economic expansion whenever persistent trade pay-
ment imbalances occurred among trading partners. This failure, Keynes
(1941, p. 27) wrote:

can be traced to a single characteristic. I ask close attention to this,
because I shall argue that this provides a clue to the nature of any
alternative which is to be successful.

It is characteristic of a freely convertible international standard that
it throws the main burden of adjustment on the country which is the
debtor position on the international balance of payments — that is, on
the country which is (in this context) by hypothesis the weaker and
above all the smaller in comparison with the other side of the scales
which (for this purpose) is the rest of the world.

Keynes concluded that an essential improvement in designing any inter-
national payments system requires transferring the onus of adjustment
from the debtor to the creditor position. This transfer would substitute
an expansionist, in place of a contractionist, pressure on world trade
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(Keynes, 1941, pp. 29-30). To achieve a golden era of economic develop-
ment Keynes recommended combining a fixed, but adjustable, exchange
rate system with a mechanism for requiring the nation “enjoying” a
favorable balance of trade to initiate most of the effort necessary to elim-
inate this balance, while “maintaining enough discipline in the debtor
countries to prevent them from exploiting the new ease allowed them”
(Keynes, 1941, p. 30).

After World War II, the war-torn capitalist nations in Europe did not
have sufficient undamaged resources available to produce enough to
feed its population and rebuild its economy. Economic rebuilding would
require European nations to run huge import surpluses with the United
States in order to meet their economic needs for recovery. During the
war, the European nations had run down their foreign reserves to
extremely low levels. To obtain the necessary imports from the United
States, under a laissez-faire system, it would be necessary for the United
States to provide enormous loans to finance the required United States
export surplus to Europe. The resulting Furopean indebtedness would be
so burdensome that it was unlikely that, even in the long run, the
European nations could ever service such debt obligations.

Private lenders in the United States were mindful that German repa-
ration payments to the victorious Allied nations after World War I were
primarily financed by United States investors lending to Germany (e.g.,
the Dawes Plan). Germany never repaid these loans. Given this history
and existing circumstances it was obvious that private lending facilities
could not be expected to provide the credits necessary for European
recovery after World War II.

The Keynes Plan, presented at the 1944 Bretton Woods Conference,
would require the United States, as the obvious major creditor nation, to
accept the major responsibility for curing the international financial
problems that would be associated with the postwar European nations
need for United States exports. Keynes estimated that the European
nations might require imports from the United States in excess of $10
billion to rebuild their economies. The United States representative to
the Bretton Woods Conference, Harry Dexter White, rejected the Keynes
Plan. As we have already noted, Dexter White argued that Congress
would be willing to provide, at most, $3 billion as the United States
contribution to solving this postwar international financial problem.

The White Plan created the International Monetary Fund (IMF), whose
function it would be to provide short-term loans to nations running
unfavorable balances of trade. These loans were supposed to give the
debtor nation time to get its economic house in order. The White Plan
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had the United States subscribing a maximum of $3 billion as its contri-
bution to the IMF lending facilities. White’s plan also developed another
lending institution, now called the World Bank, that would borrow
funds from the private sector. These funds would then be used to provide
long-term loans for rebuilding capital facilities and making capital
improvements initially in the war-torn nations and later in the less devel-
oped countries. White’s plan was basically the institutional arrangements
adopted at the Bretton Woods Conference.

Under the White Plan, international loans from the IMF or the World
Bank were the only available sources for financing the huge volume of
imports from the United States that the war-torn nations would require
immediately after the war. This would result in a huge international
indebtedness of these nations. Even if the nations could obtain a suffi-
cient volume of loans to finance their import necessities for rebuilding,
servicing the resultant immense debt of these nations would require
them to accept the main burden of adjustment by “tightening their belt”.
To tighten the nation’s belt is a euphemism to indicate that the debtor
nations have to reduce dramatically their need for imports.! The ultimate
result would be a significant decline in the standard of living in these
countries which might lead to political and social unrest in these nations.

Even, if after World War II, the deficit trading nations had abandoned
the Bretton Woods fixed exchange rate mechanism and opted for a depre-
ciating currency under a flexible exchange rate system to force the deficit
nations to “tighten their belts”, the result would have reduced Europeans
to almost a starvation level of income. Accordingly, any conventional free
market solution available to the European nations after World War II to
obtain United States imports for rebuilding their economy would so
depress the standard of living as to possibly induce political revolutions
in most of Western Europe.

To avoid the possibility of many European nations facing a desperate
electorate that might opt for a communist system when faced with the
dismal future that the conventional Bretton Woods system offered, the
United States produced the Marshall Plan and other foreign grants and
aid programs to ensure that Communism did not spread West from the
Soviet Union. Despite White’s argument that the United States would not
be willing to give more than $3 billion to solving this international pay-
ments problem, the Marshall Plan provided $5 billion in foreign aid in
18 months and a total of $13 billion in four years. (Adjusted for inflation,
this sum is equivalent to approximately $135 billion in 2006 dollars.) The
Marshall Plan was essentially a four-year gift of $13 billion worth of
United States exports to the war-devastated nations.
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The Marshall Plan gift gave the recipient nations claim to approximately
2 percent of the total output (GDP) of the United States for four years from
1947 to 1951. Yet no United State resident felt deprived of goods and serv-
ices even as the Marshall Plan recipients essentially siphoned off $2 out of
every $100 worth of goods produced in the United States. Real gross
national income (or GNP) per capita in the United States (a measure of the
United States standard of living) during the first year of the Marshall Plan
was still 25percent higher than it had been in the last peacetime year of
1940. Per capita GNP continued to grow throughout the 1950s.2

Despite Americans giving away 2 percent of their national income per
annum, there was no real sacrifice for Americans associated with the
Marshall Plan as the remaining income was significantly greater than
prewar levels. The resulting United States exports that the recipients of
Marshall Plan aid were able to purchase created significant increases in
employment in United States export industries just as several million
men and women were discharged from the United States armed forces
and entered the United States labor force looking for jobs. For the first
time in its history, the United States did not suffer from a severe reces-
sion immediately after the cessation of a major war. The United States
and most of the rest of the world experienced an economic “free lunch”
as both the potential debtor nations and the creditor nation experi-
enced tremendous real economic gains resulting from the Marshall Plan
and other foreign aid programs.

By 1958, however, although the United States still had an annual
goods and services export surplus of over $5 billion, United States gov-
ernmental foreign and military aid exceeded $6 billion, while there was
a net private capital outflow of $1.6 billion.3 The postwar United States
potential surplus on international payments balance was at an end.

As the United States current international payments account swung
into deficit in 1958, other nations began to experience payments sur-
pluses. These credit surplus nations did not spend their entire payments
surpluses. Instead, they used a portion of their annual dollar surpluses
to purchase international liquid assets in the form of gold reserves from
the United States Federal Reserve System. For example, in 1958, the
United States lost over $2 billion in gold reserves to foreign central
banks. These trends accelerated in the 1960s, partly as a result of
increased United States military and financial aid responses to the con-
struction of the Berlin Wall in 1961 and later because of the United
States’s increasing involvement in Vietnam. At the same time, a rebuilt
Europe and Japan became important producers of exports so that the
rest of the world became less dependent on the United States exports.
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Still the United States maintained a positive merchandise trade balance
until the first oil price shock in 1973. More than offsetting this merchan-
dise trade surplus during most of the 1960s, however, were foreign and
military aid plus net capital outflows from the United States so that the
United States experienced an annual unfavorable balance of international
payments. The Bretton Woods system had no way of automatically forc-
ing the emerging surplus nations to stop accumulating dollars and
instead step into the creditor adjustment role that the United States had
been playing since 1947. Instead the surplus nations continued to con-
vert some portion of their annual dollar surpluses into calls on United
States gold reserves. The seeds of the destruction of the Bretton Woods
system and the golden age of economic development were being sown as
surplus nations drained gold reserves from the United States.

When the United States closed the gold window and unilaterally with-
drew from Bretton Woods in 1971, the last vestige of Keynes’s enlightened
international monetary approach was lost.

IV. Changing the international payments system

The 1950-73 golden age of economic development required interna-
tional institutions and United States government foreign aid policies
that operated on principles inherent in the Keynes Plan, with the cred-
itor nation accepting the major responsibility for solving international
payments imbalance. The formal Bretton Woods Agreement, however,
did not require creditor nations to take such actions. Since 1973, the
international payments system has been one where international pay-
ments considerations often impede the rapid economic growth of many
of the developed nations of the world while severely constraining the
growth of the LDCs.

Utilizing Keynes’s general theory principles, it is possible to update
Keynes’s original plan for a postwar international monetary scheme
that will promote global economic prosperity. For “to suppose [as the
conventional wisdom does] that there exists some smoothly function-
ing automatic [free market] mechanism of adjustment which preserves
equilibrium if only we trust to methods of laissez-faire is a doctrinaire
delusion which disregards the lessons of historical experience without
having behind it the support of sound theory” (Keynes, 1941, pp. 21-2).

In the 21st-century interdependent global economy, a substantial
degree of economic cooperation among trading nations is essential. The
original Keynes Plan for reforming the international payments system
called for the creation of a single supranational central bank. The clearing
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union institution suggested infra is a more modest proposal than the
Keynes Plan, although it operates under the same economic principles
laid down by Keynes. Our proposal is aimed at obtaining an acceptable
international agreement (given today’s political climate in most nations)
that does not require surrendering national control of either local bank-
ing systems or domestic monetary and fiscal policies. Each nation will
still be able to determine the economic destiny that is best for its citizens
without fear of importing deflationary repercussions from their trading
partners. Each nation, however, will not be able to export any domestic
inflationary forces to their international neighbors.

What is required is a closed, double-entry bookkeeping clearing insti-
tution to keep the payments ‘score’ among the various trading nations
plus some mutually agreed upon rules to create and reflux international
liquidity while maintaining the purchasing power of the created interna-
tional currency of the international clearing union. The eight provisions
of the international clearing system suggested in this chapter meet the
following criteria. The rules of the proposed system are designed

1. to prevent a lack of global effective demand* due to a liquidity problem
arising whenever any nation(s) holds either excessive idle reserves or
drain reserves from the system,

2. to provide an automatic mechanism for placing a major burden of
correcting international payments imbalances on the surplus nations,

3. to provide each nation with the ability to monitor and, if desired, to
control movements of flight capital, tax evasion money movements,
earnings from illegal activities, and even funds that finance terrorist
operations,® and finally

4. to expand the quantity of the liquid asset used in settling interna-
tional contracts (the asset of ultimate redemption) as global capacity
warrants while protecting the purchasing power of this asset.

There are eight major provisions in this clearing system proposal. They are

1. The unit of account and ultimate reserve asset for international
liquidity is the International Money Clearing Unit (IMCU). All IMCUs
can be held only by the central banks of nations that abide by the rules
of the clearing union system. IMCUs are not available to be held by the
public.

2. Each nation’s central bank, or in the case of a common currency
(e.g., the Euro) a currency union’s central bank, is committed to guar-
antee one way convertibility from IMCU deposits at the clearing union
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to its domestic money. Each central bank will set its own rules regarding
making available foreign monies (through IMCU clearing transactions)
to its own bankers and private sector residents.®

Since central banks agree to sell their own liabilities (one-way con-
vertibility) against the IMCU only to other central bankers via the
international clearing union while they simultaneously hold only
IMCUs as liquid reserve assets for international financial transactions,
there can be no draining of reserves from the international payments
system. Ultimately, all major private international transactions clear
between central banks’ accounts in the books of the international clear-
ing institution.

The guarantee of only one-way convertibility permits each nation to
institute controls and regulations on international capital flows if nec-
essary. The primary economic function of these international capital
flow controls and regulations is to prevent rapid changes in the bull-
bear sentiment from overwhelming the market maker and inducing dra-
matic changes in international financial market price trends that can
have devastating real consequences.

There is a spectrum of different capital controls available. At one end
of the spectrum are controls that primarily impose administrative con-
straints either on a case-by-case basis or an expenditure category basis.
Such controls may include administrative oversight and control of indi-
vidual transactions for payments to foreign residents (or banks) often
via oversight of international transactions by banks or their customers.
Other capital controls might include the imposition of taxes (or other
opportunity costs) on specific international financial transactions, e.g.,
the 1960s United States Interest Equalization Tax.

Finally there can be many forms of monetary policy decisions under-
taken to affect net international financial flows, e.g., raising the interest
rate to slow capital outflows, raising bank reserve ratios, limiting the
ability of banks to finance purchases of foreign securities, and regulat-
ing interbank activity as suggested by Mayer (1998).”

The IMEF, as lender of last resort during the 1997 East Asian contagion
crisis, imposed the same conditions on all nations requiring loans for
international liquidity purposes. The resulting worsening of the situa-
tion should have taught us that in policy prescriptions one size does not
fit all situations. Accordingly, the type of capital regulation a nation
should choose from the spectrum of tools available at any time will differ
depending on the specific circumstances involved. It would be pre-
sumptuous to attempt to catalog what capital regulations should be
imposed for any nation under any given circumstances. Nevertheless, it
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should be stressed that regulating capital movements may be a neces-
sary but not a sufficient condition for promoting global prosperity. Much
more is required.

If any government objects to the idea that the IMCU provision #2
provides governments with the ability to limit the free movement of
“capital” funds, then this nation is free to join other nations of similar
attitude in forming a regional currency union (UMS) and thereby assur-
ing a free flow of funds among the residents of the currency union.

3. Contracts between private individuals in different nations will
continue to be denominated in whatever domestic currency permitted
by local laws and agreed upon by the contracting parties. Contracts to
be settled in terms of a foreign currency will therefore require some pub-
licly announced commitment from the central bank (through private
sector bankers) of the availability of foreign funds to meet such private
contractual obligations.

4. The exchange rate between the domestic currency and the IMCU
is set initially by each nation or currency union’s central bank - just as
it would be if one instituted an international gold standard. Since pri-
vate enterprises that are already engaged in trade have international
contractual commitments that would span the changeover interval
from the current system, then, as a practical matter, one would expect,
but not demand, that the existing exchange rate structure (with perhaps
minor modifications) would provide the basis for initial rate setting.

Provisions #7 and #8 infra indicate when and how this nominal
exchange rate between the national currency and the IMCU would be
changed in the future.

5. An overdraft system should be built into the clearing union rules.
Overdrafts should make available short-term unused creditor balances
at the Clearing House to finance the productive international transac-
tions of others who need short-term credit. The terms will be deter-
mined by the pro bono publico clearing union managers.

6. A trigger mechanism to encourage any creditor nation to spend
what is deemed (in advance) by agreement of the international commu-
nity to be “excessive” credit balances accumulated by running current
account surpluses. These excessive credits can be spent in three ways:
(1) on the products of any other member of the clearing union, (2) on
new foreign direct investment projects, and/or (3) to provide unilateral
transfers (foreign aid) to deficit members. Spending via (1) forces the
surplus nation to make the adjustment directly by way of the trade bal-
ance on goods and services. Spending by way of (3) permits adjustment
directly by the capital account balance, while (2) provides adjustment
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by the capital accounts (without setting up a contractual debt that will
require reverse current account flows in the future).

These three spending alternatives force the surplus nation to accept a
major responsibility for correcting the payments imbalance.
Nevertheless, this provision gives the surplus country considerable dis-
cretion in deciding how to accept the onus of adjustment in the way it
believes is in its residents’ best interests. It does not permit the surplus
nation to shift the burden to the deficit nation(s) via contractual
requirements for debt service charges independent of what the deficit
nation can afford.® The important thing is to make sure that continual
oversaving® by the surplus nation in the form of international liquid
reserves are not permitted to unleash depressionary forces and/or a
building up of international debts so encumbering as to impoverish the
global economy of the 21st century.

In the unlikely event that the surplus nation does not spend or give
away these credits within a specified time, then the clearing agency
would confiscate (and redistribute to debtor members) the portion of
credits deemed excessive.l9 This last resort confiscatory action (a 100%
taxes on excessive liquidity holdings) would make a payments adjust-
ment via unilateral transfer payments in the current accounts.

Under either a fixed or a flexible rate system with each nation free to
decide on how much it will import, some nations will, at times, experi-
ence persistent trade deficits merely because their trading partners are
not living up to their means - that is because other nations are contin-
ually hoarding a portion of their foreign export earnings (plus net uni-
lateral transfers). By so doing, these oversavers are creating a lack of
global effective demand. Under provision #6, deficit countries would no
longer have to deflate their real economy in an attempt to reduce
imports and thereby reduce their payment imbalance because others are
excessively oversaving. Instead, the system would seek to remedy the
payment deficit by increasing opportunities for deficit nations to sell
abroad and thereby work their way out of their deteriorating debtor
position.

7. A system to stabilize the long-term purchasing power of the IMCU
(in terms of each member nation’s domestically produced market basket
of goods) can be developed. This requires a system of fixed exchange
rates between the local currency and the IMCU that changes only to
reflect permanent increases in efficiency wages.!! This assures each cen-
tral bank that its holdings of IMCUs as the nation’s foreign reserves will
never lose purchasing power in terms of foreign produced goods. If a
foreign government permits wage-price inflation to occur within its
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borders, then, the exchange rate between the local currency and the
IMCU will be devalued to reflect the inflation in the local money price
of the domestic commodity basket. For example, if the rate of domestic
inflation was S percent, the exchange rate would change so that each
unit of IMCU could purchase 5 percent more of the nation’s currency.

If, on the other hand, increases in productivity lead to declining pro-
duction costs in terms of the domestic money, then the nation with this
decline in efficiency wages (say of 5 percent) would have the option of
choosing either [a] to permit the IMCU to buy (up to 5 percent) less
units of domestic currency, thereby capturing all (or most of) the gains
from productivity for its residents while maintaining the purchasing
power of the IMCU, or [b] to keep the nominal exchange rate constant.
In the latter case, the gain in productivity is shared with all trading part-
ners. In exchange, the export industries in this productive nation will
receive an increasing relative share of the world market.

By devaluing the exchange rate between local monies and the IMCU
to offset the rate of domestic inflation, the IMCU's purchasing power is
stabilized. By restricting use of IMCUs to Central Banks, private specula-
tion regarding IMCUs as a hedge against inflation is avoided. Fach
nation’s rate of inflation of the goods and services it produces is deter-
mined solely by the local government’s policy toward the level of domes-
tic money wages and profit margins vis-a-vis productivity gains, i.e., the
nation’s efficiency wage. Each nation is therefore free to experiment with
policies for stabilizing its efficiency wage to prevent inflation as long as
these policies do not lead to a lack of global effective demand. Whether
the nation is successful or not in preventing domestic goods price infla-
tion, the IMCU will never lose its international purchasing power in
terms of any domestic money. Moreover, the IMCU has the promise of
gaining in purchasing power over time, if productivity grows more than
money wages and each nation is willing to share any reduction in real
production costs with its trading partners.

Provision #7 produces a system designed to, at least, maintain the rel-
ative efficiency wage parities amongst nations. In such a system, the
adjustability of nominal exchange rates will be primarily (but not
always, see Provision #8) to offset changes in efficiency wages among
trading partners. A beneficial effect that follows from this proviso is that
it eliminates the possibility that a specific industry in any nation can be
put at a competitive disadvantage (or secure a competitive advantage)
against foreign producers solely because the nominal exchange rate
changed independently of changes in efficiency wages and the real
costs of production in each nation.
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Consequently, nominal exchange rate variability can no longer create
the problem of a loss of competitiveness due solely to the overvaluation
of a currency as, for example, experienced by the industries in the
American “rust belt” during the period 1982-5. Even if temporary, cur-
rency appreciation independent of changes in efficiency wages can have
significant permanent real costs as domestic industries abandon export
markets and lose domestic market business to foreign firms and the
resultant existing excess plant and equipment is cast aside as too costly
to maintain.

Provision #7 also prevents any nation from engaging in a beggar-thy-
neighbor, export-thy-unemployment policy by pursuing a real exchange
rate devaluation that does not reflect changes in efficiency wages. Once
the initial exchange rates are chosen and relative efficiency wages are
locked in, reduction in real production costs which are associated with a
relative decline in efficiency wages is the main factor (with the exception
of provision #8) justifying an adjustment in the real exchange rate.

Although provision #6 prevents any country from piling up persistent
excessive surpluses, this does not mean that it is impossible for one or
more nations to run persistent deficits. Consequently, provision #8 infra
provides a program for addressing the problem of persistent interna-
tional payment deficits in any one nation.

8. If a country is at full employment and still has a tendency toward
persistent international deficits on its current account, then this is prima
facie evidence that it does not possess the productive capacity to maintain
its current standard of living. If the deficit nation is a poor one, then there
is a case for the richer nations who are in surplus to transfer some of their
excess credit balances to support the poor nation.!? If the deficit nation is
a relatively rich country, then the deficit nation must alter its standard of
living by reducing its relative terms of trade with its major trading part-
ners. Rules, agreed upon in advance, would require the trade deficit rich
nation to devalue its exchange rate by stipulated increments per period
until evidence becomes available to indicate that the export-import imbal-
ance is eliminated without unleashing significant recessionary forces.

If, on the other hand, the payment deficit persists despite a continuous
positive balance of trade in goods and services, then there is evidence that
the deficit nation might be carrying too heavy an international debt serv-
ice obligation. The pro bono officials of the clearing union should bring
the debtor and creditors into negotiations to reduce annual debt service
payments by (1) lengthening the payments period, (2) reducing the
interest charges, and/or (3) debt forgiveness.!?
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It should be noted that provision #6 embodies Keynes’s innovative
idea that whenever there is a persistent (and/or large) imbalance in cur-
rent account flows, whether due to capital flight or a persistent trade
imbalance, there must be a built-in mechanism that induces the surplus
nation(s) to bear a major responsibility for eliminating the imbalance.
The surplus nation must accept this burden for it has the wherewithal
to resolve the problem.

In the absence of provision #6, under any conventional system,
whether it has fixed or flexible exchange rates and/or capital controls,
there can ultimately be an international liquidity crisis (as any persist-
ent current account deficit can deplete a nation’s foreign reserves) that
unleashes global depressionary forces. Thus, provision #6 is necessary to
ensure that the international payments system will not have a built-in
depressionary bias. Ultimately then it is in the self-interest of the sur-
plus nation to accept this responsibility, for its actions will create con-
ditions for global economic expansion some of which must accrue to its
own residents. Failure to act, on the other hand, will promote global
depressionary forces, which will have some negative impact on its own
residents.
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Inflation

Classical theory assumed a Say’s Law full-employment economy
where money was neutral and increases in the supply of money could
not affect employment and real output. Thus, as the 18th-century
Scottish philosopher and classical economist David Hume argued,
any increase in the quantity of money in the economy must directly
increase the price level (i.e., cause inflation). Nobel Prize winner and
classical monetarist theorist Milton Friedman is usually credited with
coining the statement “inflation is always and everywhere a monetary
phenomenon” where inflation is merely too many dollars chasing too
few goods.

Keynes's general theory analysis was developed in the 1930s after Britain
had suffered more than a decade of high unemployment and depression.
It is not surprising therefore that Keynes devoted most of his theoretical
analysis to curing the unemployment problem and relegated his discus-
sion of the threat of inflation to some side comments on “bottlenecks”
and “changes in the wage unit” (Keynes, 1936a, pp. 300-3). In Keynes'’s
analysis money is, neither in the short run or the long run, neutral.
Consequently, Keynes’s general theory suggests that any monetary policy
that affects the quantity of money in the system will impact directly on
real economic outcomes rather than on the price level.

As early as 1930, Keynes suggested (1930, ii, p. 220) that bank “credit
is the pavement along which production travels, and the bankers if they
knew their duty, would provide the transport facilities to just the extent
that is required in order that the productive powers of the community
can be employed at their full capacity”. Thus, the function of any cen-
tral bank, as controller of the banking system, is to encourage bankers
to make credit (liquidity) available as cheaply as possible to investors as
long as the economy has significant idle resources that could be usefully

160
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employed. In Keynes’s world of nonergodic uncertainty where money is
never neutral, the central bank has the primary function of providing
sufficient liquidity to facilitate economic expansion and growth, and not
the targeting of a rate of inflation before full employment is achieved.

I. Contracts, prices, and inflation

Our earlier discussion of the importance of money and spot and forward
contracts provides us with the platform for explaining the cause(s) of
inflation in the real world. In all modern money-using economies, pro-
duction and exchange processes are organized via money contracts in
either a spot market or a forward (or futures) market. Accordingly, at
any point of calendar time two sets of prices potentially exist simulta-
neously. These are spot prices! for immediate delivery and payment and
forward prices? which are today’s contractual prices specified to be paid
at a future date when delivery is made.

Alfred Marshall, the teacher of Keynes and a famous economist in his
own right, noted that spot market prices could be at any level that
cleared the market — even if the spot price did not cover the costs of pro-
duction. Marshall’s short-run (or forward) prices are the offer prices of
sellers that buyers must be willing to pay in order to place the forward
contractual orders that induce sellers to undertake the productive activity
necessary to assure delivery at a specific future date. The forward offer
prices of sellers will equal the necessary money costs of production
(including profits) associated with the seller achieving a specific produc-
tion output target at a specific point of time.

In his Treatise on Money (1930, vol. 2, pp. 155-6), Keynes identified
two types of inflation: Commodity Inflation and Incomes Inflation. The
former inflation type is identified with rising spot market prices over
time where at any point of time only pre-existing stocks of goods can be
traded. Since production takes some period of calendar time to occur, if
there is a sudden increase in spot market demand, there can be no avail-
able augmentation of existing stocks for immediate delivery to con-
strain this spot market inflation. (Holders of the pre-existing durable
producibles can sell at a higher spot price and thereby obtain a capital
gain on their holdings.)

The second form of inflation, Incomes Inflation, is associated with the
rise in the money costs of production associated with each unit of goods
produced. These money costs of production represent the income pay-
ments to wage and salary earners, material suppliers, lenders, and profit
recipients. In other words, if the money costs of production increase, then
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owners of the inputs to the production process receive higher money
incomes that are not offset by productivity increases. This incomes infla-
tion terminology highlights the obvious but oft-neglected fact that, given
productivity relations, inflationary increases in the prices of domestic pro-
ducible goods are always associated with (and the result of) an increase in
someone’s money income earned in the production process. Accordingly,
if one is to target the rate of inflation of domestically producible goods,
one must limit the rise in the money income of owners of inputs per unit
of output.

II. The inflation process in a Keynes world

Spot prices, by definition, move in step with immediate changes in the
market demand for existing products (ignoring changes in reservation
demand?®). Thus, at any moment in calendar time every unexpected sud-
den increase in demand for products and/or services for immediate
delivery will produce an increase in spot prices. Nevertheless, it is the
effect on forward - not spot - prices which are important for a contin-
uing (over calendar time) inflation problem. No matter how high spot
prices go at any point of calendar time, if buyers are willing to wait the
gestation period for the production of additional output, then buyers
can always order today newly produced goods and services for delivery
at a future date at today’s forward (supply) price offered by entrepre-
neurs. If, despite any hypothetical increase in spot demand, the forward
prices remain stable over time, then the spot price inflation can only be
a temporary (market period) phenomena. Moreover, to the extent that
the spot price of commodities with long gestation periods is the infla-
tion problem, and there is no spillover causing a rise in the money costs
of production, then the policy solution for inflation is the holding by
the government of buffer stocks.

Since a spot or commodity price inflation occurs whenever there is a
sudden and unforeseen change in demand or available supply for imme-
diate delivery, this type of inflation can easily be avoided if there is some
institution that is not motivated by self-interest, but instead maintains
a “buffer stock” to prevent unforeseen changes in spot demand and sup-
ply from inducing significant spot price movements. A buffer stock is
nothing more than some commodity shelf-inventory that can be
moved into and out of the spot market to buffer the market from dis-
orderly price disruptions by offsetting the unforeseen changes in spot
demand or supply.*
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For example, since the oil price shocks of the 1970s, the United States
has developed a “strategic petroleum reserve” stored in underground
salt domes on the coast of the Gulf of Mexico. These oil reserves are
designed to provide emergency market supplies to buffer the domestic
oil spot market if there is a sudden decrease in oil supplies imported
from the politically unstable Middle East. The strategic use of such a
petroleum reserve means that the spot price of oil will not increase as
much as it otherwise would if, for example, a political crisis broke out
in the Middle East. In other words, a spot oil-price inflation could be
avoided as long as the buffer stock remained available to offset any
immediately available commodity shortage. Thus, during the short
Desert Storm war against Iraq in 1991, United States government offi-
cials made strategic petroleum reserves available to the market to offset
the possibility of disruptions (actual or expected) from affecting the
spot price of crude oil. The Department of Energy estimated that this
use of a buffer stock prevented the price of gasoline at the pump from
rising about 30 cents per gallon during the brief Desert Storm war
period.

Use of buffer stocks as a public policy solution to spot price inflation
is as old as the biblical story of Joseph and the Pharaoh’s dream of seven
fat cows followed by seven lean cows. Joseph — the economic forecaster
of his day — interpreted the Pharaoh’s dream as portending seven good
harvests where production would be much above normal and prices
paid to farmers below normal; followed by seven lean harvests where
annual production would not provide enough food to go around while
prices farmers received would be exorbitantly high. Joseph’s civilized
policy proposal was for the government to buy and store up a buffer
stock of grain during the good years and release the grain to market,
without profit, during the bad years. This would maintain a stable price
over the 14 harvests and avoiding inflation in the bad years while pro-
tecting farmers’ incomes in the good harvest years. The Bible records
that this civilized buffer stock policy was a resounding economic success.

III. Incomes inflation

Rises in money wages, salaries and other material costs in production
contracts always imply the increase in someone’s money income. The
costs of production of a firm are the other side of the coin of the
income of people who provide labor or property for use by the firm in
the production process.
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With slavery illegal in civilized societies, the money-wage contract for
hiring labor is the most universal of all production costs. Labor costs
account for the vast majority of production contract costs in the econ-
omy, even for such high-technology products as NASA spacecraft. That
is why, especially since World War 1II, inflation associated with produc-
tion prices is usually associated with money-wage inflation.

Wage contracts specify a certain money-wage per unit of time. This
labor cost plus a profit margin or mark-up to cover material costs, over-
heads, and profit on the investment become the basis for managerial
decisions as to the prices they must receive on a sales contract to make
the undertaking worthwhile. If money wages rise relative to the pro-
ductivity of labor, then the labor costs of producing any quantity of
output increases. Consequently, firms must raise their sales (forward)
contract price if they are to maintain profitability and viability. When
any production costs and therefore contract prices for orders are rising
throughout the economy, we are suffering a forward contract or incomes
inflation.

Clearly, then, to prevent incomes inflation there must be some con-
straint on the rate of increase of money incomes relative to productivity.

IV. Incomes policy

Why, at least since World War 1I, has rising wage rates in most devel-
oped nations been a major factor in ongoing incomes inflation? To
understand that, we must recognize the change in the nature of the
industrial society that came after World War II. As John Kenneth
Galbraith noted, “The market with its maturing of industrial society
and its associated political institutions ... loses radically its authority as
a regulatory force ... [and] partly it is an expression of our democratic
ethos” (Galbraith, 1978, pp. 8-9).

After the devastating experience most households endured during the
Great Depression of the 1930s, the emerging ethos of the common man
in democratic nations held that people should have more control of
their economic destiny. The Great Depression had taught that individuals
cannot have control of their economic lives if they leave the determi-
nation of their income completely to the tyranny of the free market.
Consequently, after World War II in societies with any democratic
tendencies, people not only demanded economic security from their
economic system but they also demanded to play a controlling role in
determining their economic life. This required power to control one’s
income. The result was an institutional power struggle for higher
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incomes between trade unions, political coalitions, economic cartels and
monopolistic industries. When these power struggles lead to demands for
higher incomes at any level of production, the result is incomes inflation.

As long as the government guarantees that it will pursue a full-
employment policy, each self-interested worker, union, and business
entrepreneur has little fear that their demand for higher prices and
money income will result in lost sales and unemployment. As long as the
government accepts the responsibility for creating sufficient aggregate
effective demand to maintain the economy close to a full-employment
level of output, there will be no market incentive to stop this recurring
struggle over the distribution of income. Full-employment policies with-
out some deliberate announced incomes constraint policy assure that
there would no longer exist what Marx called “the industrial reserve
army” of the unemployed. In a laissez-faire market environment, how-
ever, this industrial reserve army of the unemployed is a major force that
can constrain organized workers’ demand for higher money wages.

Since the 1990s, with globalized free trade, the almost unlimited sup-
ply of unskilled and semi-skilled workers in countries such as China and
India willing to work at much lower wages than those that prevail in the
West have acted similar to a Marxist “industrialized army of the unem-
ployed” in limiting western workers’ ability to even maintain, on aver-
age, the existing wage rate.

For those classical economists who believe in the beneficence of the
“invisible hand” of free markets, there is only one way to combat any
incomes inflation that may occur in our economy. In a free society where
people are motivated solely by self-interest, workers and entrepreneurs
are free to demand any price for their services, even if such demands are
inflationary. As the former prime minister of England, Mrs. Thatcher, was
often quoted as saying, “One of the rights of a free society is the right to
price oneself out of the market”.

To ensure that inflationary income demands of workers, entrepre-
neurs, commodity producers, and other enterprises, can prices them-
selves out of the market requires that the central bank ensures that the
banking system will not finance these inflationary income demands.
The central bank must constrain liquidity sufficiently so that there will
be a lack of sufficient effective demand to effectively prevent any sig-
nificant inflationary wage or other income demands being validated in
the marketplace.

If an independent central bank adamantly refuses to increase the
money supply to finance inflationary income demands of owners of
domestic factors of production, then the resultant slack demand in the
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market place for domestic goods will discipline all workers and firms
with the fear of loss of sales and income. The hope is that this fear will
keep wage and price increases in check. To make this fear credible, a cen-
tral bank doing inflationary targeting, must institute a restrictive mon-
etary policy so that all firms and workers feel threatened. Nothing
closely approaching full-employment prosperity is possible as long as
there is a reliance on the free market’s incomes policy of threatening
unemployment and enterprise failure. Thus, those who advocate “infla-
tion targeting” monetary policy by the central bank are implicitly
endorsing an incomes policy based on “fear” of loss of jobs, sales revenues,
and profits for firms that produce goods and services domestically. Fear,
it is believed, will keep owners of the domestic factors of production in
their place. The amount of slack demand necessary to enforce this
incomes policy of fear will depend on what some modern classical econo-
mists call the domestic natural rate of unemployment and, in a globalized
economy, the existence of large-population nations whose workers will-
ingly accept wages much below that of the industrialized developed
nations.

Accordingly, proponents of this inflation-targeting incomes policy of
fear are implicitly suggesting that the natural unemployment rate will
be smaller if governments “liberalize” labor markets by reducing, if not
completely eliminating, long-term unemployment benefits or other
money income supports including minimum wages, employer contri-
butions to pension funds, health insurance for their employees, legisla-
tion protecting working conditions, etc. Then workers will be less
truculent.

A permanent social safety net is seen as mollycoddling casualties in
the war against inflation so that others may think there is little to fear
if they join the ranks of the unemployed. A ubiquitous and overwhelming
fear instilled in all members of society is a necessary condition for the
barbarous inflation-targeting program to work. The result is inevitably
that the civil economic society is the first casualty.

With the integration of populous nations such as China, India, etc.,
into the global economy of the 21st century, as we have already suggested,
another “industrial reserve army” has been introduced into the
economies of many OECD nations. Given the almost unlimited supply
of idle and underemployed workers in these populous nations who are
willing to accept jobs at wages much below those prevailing in the major
OECD nations, and the growing phenomenon of outsourcing of manu-
facturing jobs and services (where transportation and communication
costs are relatively small), the labor forces of major industrial nations
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have been significantly constrained in their income demands in the last
two decades. As a result, incomes inflation has been limited to those
domestic service occupation and industries and manufacturing indus-
tries (e.g., national defense) where outsourcing is not a possible alterna-
tive. The result has been a growing inequality of income between the
unskilled and semi-skilled workers in Western industrial nations and the
domestic managers and owners of multinational corporations who can
engage in outsourcing of their lower end jobs and demanding higher
profit margins on the segment of their integrated chain that provide
goods and services domestically.

What anti-inflation incomes policy can be developed from Keynes’s
revolutionary analytic approach? In 1970, Sidney Weintraub, basing his
analysis on Keynes’s analytical framework (Weintraub, 1958), devel-
oped a “clever” anti-inflation policy which he called TIP, or a tax-based
incomes policy. TIP required the use of the corporate income tax struc-
ture to penalize the largest domestic firms in the economy if they
agreed to wage-rate increases in excess of some national productivity
improvement standard. Thus, the tax system would be used to penalize
those firms that agreed to inflationary wage demands. The hope of TIP
was that if wage increases could be limited to overall productivity
increases, then workers and owners of all other inputs to the domestic
production process would willingly accept noninflationary monetary
income increases.

There were two conditions that Weintraub believed were necessary if
TIP was to be an effective policy that did not rely on “fear” of loss of
income to constrain incomes inflation. These conditions are

(1) TIP was to be a permanent policy institution, and
(2) TIP must be a penalty system, not a reward (subsidy) tax system.

Once instituted, TIP could never be removed, for otherwise it would
become an impotent policy as it reached its termination date. (Weintraub
indicated that the magnitude of the tax penalties could be altered as
conditions warranted, but there must always be the existence of a threat
of penalties to insure compliance.) Secondly, a reward tip, i.e., one
which reduced people’s taxes if they adhered to the national wage stan-
dard, would be administratively unworkable, as everyone would claim
the reward and it would be up to the government to prove which
claimants were not entitled to the reduction in taxes. Weintraub sug-
gested that TIP was similar to the way government enforces speed limits
on the nation’s highways. If one exceeds the speed limit — which is
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always in place — one paid a speeding fine. Governments never paid
good drivers for not exceeding the speed limit.

Unfortunately, the United States and many other nations have never
seriously attempted to develop a permanent, penalty-oriented TIP.
Instead, inflation has been fought via the typical monetarist “incomes
policy of fear”, i.e., restricting the growth of the money supply so as to
create slack markets via recession. Those who raise their wages above
productivity growth will then find themselves priced out of the mar-
ketplace.

The real cost of such a monetarist incomes policy to many industria-
lized nations in the recent past has been significant. For countries such
as Germany and France, close to double-digit unemployment rates —
previously unseen since the Great Depression — have become the norm.

Weintraub, the perpetual believer in the use of human intelligence
rather than brute (market) forces to encourage socially compatible civi-
lized behavior, believed that ultimately some form of civilized incomes
constraint policy would be seen as a more humane policy to control
inflation without the necessary depressing side effects of traditional
monetarist policy.

Words and concepts are important weapons in the fight against infla-
tion. One of the most important functions of government in this anti-
inflationary struggle is to educate the public of the major industrialized
nations that the income distribution struggle is (in the aggregate) a no-win,
actual lose game, although there may be relative winners for periods of
time. In the absence of a sensible policy about the distribution of income
nationally and internationally, the result is not a zero-sum game, but a
real loss in aggregate income nationally and internationally as govern-
ments pursue restrictive monetary and/or fiscal policies.
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Keynes’s Revolution: The Evidence
Showing Who Killed Cock Robin

In his 1935 New Year’s Day letter to George Bernard Shaw, Keynes indi-
cated that he was writing a book that would revolutionize economic
theory through its real-world description of an economy where liquid-
ity and money contracts played a dominant role in the organization of
production and exchange processes. For several decades after World
War II economists spoke about this Keynesian Revolution in economic
theory and policy. In 1971, even an American president, Richard M.
Nixon, announced, “now I am a Keynesian”. Today, however, the
teaching of Keynes'’s revolution in theory and policy is dead, at least in
economics textbooks, the writings of mainstream economists, and
speeches of government policy makers, whether they be “liberal” or
“conservative”.

How can we explain the deathblow given to this revolutionary analysis
developed by the greatest thinker in economics of the 20th century? In
this concluding chapter, we shall show it was due to a strange confluence
of forces occurring after World War II, namely, economics becoming a
mathematical science, the new Bourbakian mathematical economist
philosophy as to what should be regarded as a correct general theory, and
the anti-communist political forces that permeated many aspects of life in
America - including witch-hunting in academia.

Keynes believed that his revolution involved questioning, and, as he
says on page 16 of The General Theory, throwing out fundamental
axioms underlying classical theory. In the German language edition of
The General Theory, Keynes (1936b, p. ix) specifically noted, “This is one
of the reasons which justify my calling my theory a general [emphasis in
the original] theory ... it is based on fewer restrictive assumptions
[‘weniger enge Voraussetzunger stutz’] than the orthodox theory, it is
also more easily adopted to a large area of different circumstances”

169
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[second emphasis added]. Keynes was searching for a theory that pro-
vided the maximum level of generality while describing the circum-
stances of important real-world monetary economic processes.

All mainstream theories — e.g., General Equilibrium Theory, Neoclassical
Synthesis Keynesianism, Monetarism, New Classical Theory, New
Keynesian Theory, post-Walrasian Theory, and Behavioral Economics —
impose additional restrictive axioms into their foundations. The result is
these theories become special cases of Keynes’s general theory, for the
latter has the maximum generality. From a logical standpoint the onus
is on those who add restrictive axioms to the maximum general theory
to justify these additional axioms. Those theorists who invoke only
Keynes’s general theory’s lesser axiomatic foundation are not required, in
logic, to prove a general negative, i.e., they are not required to prove the
additional restrictive axioms are unnecessary.

The conventional wisdom of mainstream economists has been that it is
not necessary to justify the additional restrictive axioms of any variant of
classical general equilibrium theory, including highly mathematical com-
puter based models known as dynamic stochastic general equilibrium
(DSGE) models. These general equilibrium theories involve “thousands of
variables” and an equation for each variable that, at any point of time,
simultaneously determines the price and output of every item that is
traded in the economic system (Samuelson, 1947, p. 8). The foremost
proponent for using this mathematical general equilibrium theory
approach as the mother of all economic analysis is Nobel Prize winner
Gerard Debreu.

Beginning in the 1930s in France, a small group of mathematicians (who
became known as the Bourbaki school) attempted to “purify” scientific
discourse in all disciplines. Debreu was educated as a mathematician in
France during World War II. The philosophy of this Bourbaki school of
mathematics captured mathematical economics in the 1950s, primarily
through the work of Gerard Debreu. In his Nobel Museum (Internet)
autobiography, Debreu states that during his formative years at school
“Bourbaki ... fashioned my mathematical taste”.

In his book How Economics Became a Mathematical Science, E. Roy
Weintraub (2002, p. 102) noted that by World War 1II, “the predominant
view in American mathematical circles was the same as Bourbaki's:
mathematics is an autonomous abstract subject, with no need of any
input from the real world. ... Thus Bourbaki came to uphold the primacy
of the pure over the applied, the rigorous over the intuitive”.

This Bourbaki philosophy created an unbridgeable chasm between
math and its applications in real world science, between the rigor of
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axiomatization and the rigor in the old 19th and early 20th century
sense of basing argumentation on observable real world phenomena.
According to Weintraub (2002, p. 103) this Bourbaki desire for purity
and isolation from the real world did not unleash a vigorous backlash
among natural scientists until the 1990s, and it is now often claimed
that the hold of “the Bourbaki plague is dying out” in the physical
sciences. Unfortunately, the Bourbakian philosophical view still infects
mainstream economic theory.

In economics, the Bourbaki philosophy was transplanted into postwar
American economics by Debreu, and the seed bed that encouraged the
domination of this non-real-world view of economic theory was the
Cowles Commission for economic research of the early 1950s
(Weintraub, 2002, p. 104). Debreu argued that all economic theory had
to start from Leon Walras’s 19th-century general equilibrium model
(Walras, 1874). Weintraub (2002, p. 113 emphasis added) has noted that
Debreu, in his Bourbakian mathematical approach to economics, has
argued that “good general theory does not search for the maximum generality,
but for the right generality”. In other words, the Bourbaki mathematical
view of how to do economic theory would not accept Keynes's search for
the “maximum” generality to provide a general theory that has the
smallest axiomatic foundation while still “adaptable to a large area of
different circumstances” regarding the world of experience.

According to the Bourbakian view of economics, Keynes’s general
theory, which was based on fewer axioms than Debreu’s general equi-
librium theory, is not “good” theory even though Keynes'’s keen intu-
ition led him to provide this realistic description of the economic
system in which we live. Instead, Debreu’s general equilibrium theory
of value, which expresses itself in terms that few, if any, would readily
recognize as an apt description of a real-world economy (Weintraub,
2002, p. 114), provides the Bourbakian “right” level of generality —
even if this theory is not realistic. Unfortunately, Debreu (and other
general equilibrium theorists) does not provide any criteria for what is
the “right” level of generality. They merely claim their general equi-
librium approach is the right level of generality. Weintraub notes that
this Bourbakian case for the right level of generality is merely a matter
“of style ... and politics ... and taste” (Weintraub, 2002, p. 125) and
not of logic.

Weintraub (2002, p. 114) has written that Debreu’s 1959 monograph
The Theory of Value “still stands as the benchmark axiomatization of
the Walrasian general equilibrium model. In retrospect, the 1959 book
wore its Bourbakist credentials on its sleeve, though there may have
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been few economists at this juncture who would have understood the
implications of the following statement:

The theory of value is treated here with the standards of rigor of the
contemporary formalist school of mathematics. The effort towards
rigor substitutes correct reasoning and results for incorrect ones ...
leads to a deeper understanding of the problems to which it is
applied. ... Alliance to rigor determines the axiomatic form of analy-
sis where the theory, in the strict sense, is logically disconnected from
its interpretation. In order to bring out fully this disconnection from
its interpretations, all the definitions, all the hypothesis, and the
main results of the theory ... are distinguished by italics; moreover,
the transformation from the informal discussions of interpretation to
the formal construction of the theory ... reveals all the assumptions
and the logical structure of the analysis.

(Debreu, 1959)

Here is Debreu’s clear declaration of independence of theory from
real-world descriptive restraints. Debreu is indicating there is no need
for the elements of a rigorous economic theory to have exact counter-
parts in the real world of experience. Debreu considered that

“the model of Walrasian equilibrium was the root structure [the right
level of generality] from which all further work in economics would
eventuate. ... The objective was no longer to represent the economy
... but rather to codify the very essence of ... the Walrasian system.
This fundamental shift in objective explains ... his [Debreu’s] disdain
for attempts (like that of Kenneth Arrow and Frank Hahn) to forge
explicit links between the Walrasian model and contemporary theo-
retical concerns in macroeconomics”.

(Weintraub, 2002, p. 121)

In his bold leap of faith, Debreu believed his work to be “the definitive
mother-structure from which all further work in economics would start,
primarily by weakening its assumptions or else superimposing new
interpretations upon the existing formalism. But this required one very
crucial manoeuver that was never stated explicitly: namely, that the
Walrasian general equilibrium approach was the root structure from
which all further scientific work in economics would eventuate”
(Weintraub, 2002, p. 121).
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When after World War II, economics became a mathematics-based
“science”, mainstream economists, in their desire to be seen as hard-
headed scientists, signed on to this Bourbakian philosophy even if most
did not recognize or comprehend the implications. In recent years, the
post-Walrasian school (see Colander, 2006) is merely the latest group to
be enamored with the challenge of weakening, but not overthrowing,
the axiomatic foundation of the basic mathematical Walrasian model
by assuming some level of epistemological uncertainty due to the com-
plexity of the mathematical relationships. Nevertheless, these complex-
ity models still assume the existence of a “long-run [equilibrium] state
of the system” (Durlauf, 2005, p. F226).

But why after Keynes'’s revolutionary analysis, the reader might ask,
have mainstream economists resurrected this classical theory with its
additional restrictive axioms as the only valid basis for developing policy
prescriptions for the major economic problems of the 21st century? This
chapter will provide the evidence to explain that this apparent deification
of classical theory was actually not a rising from the dead. Keynes'’s analy-
sis was never understood by the established leaders and trendsetters of
the economics profession. Instead, almost immediately after Keynes pub-
lished his revolutionary monetary theory it was aborted for two reasons:
(1) the inability of mainstream economists, especially those who called
themselves Keynesians, to comprehend Keynes’s message regarding lig-
uidity and the importance of money contracts in organizing production
and exchange transactions and (2) the political anti-communist atmos-
phere (McCarthyism) that was rampant in the United States in the years
immediately after World War II.

The failure of Keynes'’s analysis to revolutionize the way mainstream
economists build theories to explain the real world ultimately would not
have surprised Keynes. In his inaugural lecture before the British
Academy on April 22, 1971, Austin Robinson, quoting from an unpub-
lished early draft of Keynes’s General Theory, indicated that Keynes wrote:

“In economics you cannot convict your opponent of error, you can
only convince him of it. And even if you are right, you cannot con-
vince him ... if his head is already filled with contrary notions that
he cannot catch the clues to your thought which you are throwing
to him”.

We shall show that not only Keynes’s generation of economic theo-
rists, but, more importantly, younger economists such as Paul Samuelson
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(who later became a Nobel laureate), had their heads so full of the con-
trary notions of classical theory that they could not catch the thoughts
that Keynes was throwing to all who would listen.

I. Fixed wages and the problem of unemployment

As we have already noted, Keynes’s biographer, Lord Skidelsky (1992,
p. 512), made the point “that mainstream economists after the Second
World War treated Keynes’s theory as a ‘special case’ of the classical
theory, applicable to conditions where money wages ... were ‘sticky’.
Thus his theory was robbed of its theoretical bite, while allowed to
retain its relevance for policy”.

If Keynes was merely arguing that unemployment was the result of
price and wage rigidities, then Keynes was not providing a revolutionary
theoretical analysis of the major economic problem of the failure of a
money using laissez-faire economy to provide a full-employment envi-
ronment. 19th-century economists had argued already that the lack of
flexible wages and prices (what modern mainstream economists call sup-
ply side imperfections) is the sole cause of unemployment.

We have already noted that in The General Theory of Employment,
Interest and Money, Keynes (1936a, p. 257) specifically stated that his
theory of unemployment did not rely on the assumption of wage
(and/or price) rigidities. His theory relied on a different analysis.
Nevertheless, after World War II, university economics students were
taught that the Keynesian Revolution required the assumption of
sticky wages and/or prices to explain the existence of involuntary
unemployment.

Some mainstream Keynesians attempted to bolster their wage and price
rigidity argument by adding, as an additional cause of unemployment
equilibrium, the existence of an interest rate stickiness or fixity. This fixed
interest rate argument is called the “liquidity trap”, where at some low,
but positive, rate of interest the demand to hold money for speculative
reasons is assumed to be perfectly elastic (i.e., horizontal). Thus, according
to liquidity trap theorists, interest rates could not decline further and
therefore monetary policy would be unable to induce any further
increase in investment expenditures necessary to expand the economy
toward a full-employment outcome. After World War II, however, econo-
metric studies could not find any evidence of the existence of a liquidity
trap in the form of a perfectly elastic demand for money segment.

Had mainstream economists read The General Theory, however, they
would have known that on page 202, Keynes specifies the speculative
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demand for money as a rectangular hyperbola — a mathematical function
that never has a perfectly elastic segment. Moreover, eyeball empiricism
led Keynes (1936a, p. 207) to indicate that he knew of no historical
example where the liquidity preference function became “virtually
absolute”, i.e., perfectly elastic. In sum, both from a theoretical and an
empirical view, Keynes had already denied the existence of a liquidity trap.

Postwar mainstream “Keynesian” economists either never read or never
understood Keynes’s book. In fact, in most prestigious universities’ eco-
nomics departments students have been taught that Keynes’s book The
General Theory of Employment, Interest and Money is an obscure and con-
fusing book, and therefore they need not read it or comprehend it. For
example, N. Greg Mankiw, a self-proclaimed “New Keynesian” economist,
a Harvard University Professor, and a former chairman of President
George W. Bush’s Council of Economic Advisers has written that the
“General Theory is an obscure book ... [it] is an outdated book. ... We are
in a much better position than Keynes was to figure out how the econ-
omy works. ... Few macro economists take such a dim view of classical
economics [as Keynes did] ... Classical economics is right in the long
run. Moreover, economists today are more interested in the long-run
equilibrium. ... [There is] widespread acceptance of classical economics”
(Mankiw, 1992, pp. 560-1).

When distinguished professors such as Mankiw say such things it is
obvious that students of economics will neither read nor try to compre-
hend Keynes’s “obscure” message. Instead, these students are told that
the “Keynesian” argument boils down to the classical theory view that it
is primarily supply side imperfections — especially due to the rigidity of
money wages in the labor market of the last half century, where the
“welfare” state has coddled workers by legislating minimum wages,
encouraging labor union organization, providing “lavish” unemploy-
ment benefits, etc. — that are the basic causes of observed unemployment
in the world in which we live.

Consequently, it should not be surprising that graduates of distin-
guished economic departments who are advisors to government policy-
makers suggest that if a nation is ever to fight the persistent levels of
unemployment that plague many developed nations in today’s global-
ized economy, labor markets must be “liberalized”, i.e., completely dereg-
ulated, and the social safety net that prevents unemployment from being
an unmitigated disaster for workers must be reduced, if not completely
removed. If labor market “liberalization” is taken to its theoretical
extreme, this would imply no government rules regarding minimum
workshop safety conditions or even the prohibition of child labor.
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According to orthodox classical theory, full employment can only be
approached by making labor unions impotent, dismantling any existing
social safety net, etc., until labor market conditions in the developed
nations are equivalent to those in the less developed nations such as
India, China, and other Asian countries that possess large numbers of
workers who are willing to work at extremely low wages, as well as send
their children out to work, in unsafe “sweatshop” working conditions.

II. Who actually aborted Keynes'’s revolution?

Debreu’s Bourbakian mathematical economic approach might not have
captured mainstream economics after World War II but for the fact that
few economists actually understood Keynes’s different revolutionary
analysis. Immediately after World War II, however, leading economists
ignored Keynes’s claim that classical theory was a special case requiring
additional restrictive, unrealistic axioms and instead taught their students
that Keynes’s theory was a special case of classical theory (where there
were rigidities in wages and/or prices).

To explain why Keynes’s revolutionary claim that the explanation of
unemployment was nested in the desire of people to use liquid assets as
a store of value never had a chance of becoming the foundation of
macroeconomic analysis, we will use primarily the example of Paul
Samuelson’s attempt to propagate Keynesianism immediately after World
War II. After that, we will show that John Hicks, who won the Nobel Prize
in 1972 for his “pioneering contributions to general equilibrium theory”,
ultimately recognized that his classical general equilibrium explanation
of Keynes's analysis, Hicks’s IS-LM version of Neoclassical Keynesianism,
was not representative of Keynes’s general theory framework.

III. Samuelson’s Neoclassical Synthesis Keynesianism

For most students who studied economics during the last half of the
20th century, Samuelson was thought to be a disciple of Keynes and his
revolutionary general theory analysis. Samuelson is usually considered
the founder of the American Keynesian school, which he labeled
Neoclassical Synthesis Keynesianism because of the classical microeco-
nomic theory that Samuelson believed was the microfoundation of
Keynes’s macroeconomic analysis.

Samuelson’s 1937 Ph.D. thesis won the Wells Prize at Harvard and was
published as Foundations of Economic Analysis (1947). In this volume,
Samuelson spelled out in precise mathematical terms the basis of early
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20th-century classical (often called neoclassical) microeconomic theory.
Accordingly, it should not be surprising that, in the 1940s, Samuelson
made his presentation of neoclassical theory as the microfoundations
for his brand of Keynesianism. Unfortunately, Samuelson’s Neoclassical
Synthesis Keynesianism is not analytically compatible with the theo-
retical framework developed by Keynes in The General Theory of
Employment Interest and Money.

Given Samuelson’s dominance of the American macroeconomic
scene after World War II, the different axiomatic foundation of
Samuelson’s popularization of Keynesianism vis-a-vis Keynes's General
Theory aborted Keynes’s truly revolutionary analysis from being
adopted as mainstream macro economics. Consequently, in the 1970s
academic literature, true classical economists such as the monetarist
school leader Professor Milton Friedman of the University of Chicago
easily defeated Samuelson’s ‘Keynesianism” on the grounds of the logi-
cal inconsistencies between Samuelson’s microfoundations and his
“Keynesian” macroeconomic policy prescriptions. The effect of this
victory of classical theory monetarists was to change the domestic and
international choice of economic policies deemed socially acceptable
(1) to prevent unemployment, (2) to promote economic development,
and even (3) the method to finance government social security systems
away from prescriptions that were compatible with Keynes’s General
Theory and toward the age-old laissez-faire policies advocated by the
classical theory that had dominated 19th and early 20th century
thought.

Since the 1970s, socially acceptable policies to prevent unemploy-
ment have regressed, with the result that, as Table 7.1 supra indicated,
the “golden age of economic development”, experienced by both OECD
nations and LDCs during the more than quarter century between World
War II and 1973, disappeared despite the technological advances in the
study of economics. Prior to the monetarist victory over Neoclassical
Synthesis Keynesianism, postwar governments, whether they be liberal
or conservative, actively pursued the types of economic policies that
Keynes had advocated in the 1930s and 1940s.

The effect of following Keynes’s prescriptions until 1973, (if not his
theory during the period when Neoclassical Synthesis Keynesianism
dominated economic textbooks), was that per capita economic growth
in the capitalist world proceeded at a rate that has never been reached
in the past nor matched since. The average annual per capita economic
growth rate of OECD nations from 1950 till 1973 was almost precisely
double the previous peak growth rate of the industrial revolution
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period. Productivity growth in OECD countries was more than triple
(3.75 times) that of the industrial revolution era.

The resulting prosperity of the industrialized world was transmitted to
the less developed nations through world trade, aid, and direct foreign
investment. From 1950-73, average per capita economic growth for all
LDCs was 3.3 percent, almost triple the average growth rate experienced
by the industrializing nations during the industrial revolution. Aggregate
economic growth of the LDCs increased at almost the same rate as that
of the developed nations, 5.5 percent and 5.9 percent respectively. The
higher population growth of the LDCs caused the lower per capita
income growth. (See Davidson, 2002, pp. 1-3).

As a result of the monetarist theory’s academic victory over
Samuelson’s Neoclassical Synthesis Keynesianism in the 1970s, New
Keynesian theory was developed and tended to replace Samuelson’s
Neoclassical Keynesianism. Just as Friedman’s monetarism had con-
quered Samuelson’s brand of Keynesianism by exploiting the latter’s
logical inconsistencies, New Classical theory and its rational expecta-
tions hypothesis easily made a mockery of the New Keynesians
approach which relied on the rigidity of wages and prices to achieve
Keynesian-like results. Rational expectations requires the ergodic
axiom as a logical foundation and therefore presumed that with free
markets there already existed a long-run full employment economic
future that human actions and government policies could not alter.
Accordingly, the New Classicists could argue that our economic prob-
lems were associated with short-run supply-side problems primarily
due to government interference with competition in the labor and
product market place. If markets could be liberated of government
interference, New Classical theorists could demonstrate that even in
the short run the economy could achieve full employment prosperity.
If these government restrictions were not removed, then it might take
a longer period of time until the classical theory provided the right
conclusions (as the previously cited quote from New Keynesian
Mankiw noted). The result of the classical victory over both
Neoclassical Synthesis and New Keynesians, was to lead policy makers
to adopt policies for liberalizing all markets in the mistaken belief that
“all is for the best in the best of all possible worlds provided we let well
enough alone”.

Accordingly, as we entered the 21st century, only the Post Keynesian
school of economists remain to carry-on in Keynes’s analytical footsteps
and develop Keynes'’s theory and policy prescriptions for a 21st-century
real world of economic globalization.
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IV. The coming of Keynesianism to America

In their wonderful book The Coming of Keynesianism to America,
Colander and Landreth (1996, p. 23) credit Paul Samuelson with saving
the textbook pedagogical basis of the Keynesian Revolution from
destruction by the anti-communist spirit (McCarthyism) that ravaged
American academia in the years immediately following the World
War I1.

Lori Tarshis, a Canadian who had been a student attending Keynes'’s
lectures at Cambridge during the early 1930s had, in 1947, published an
introductory economics textbook that incorporated Tarshis’s lecture
notes’ interpretation of Keynes’s General Theory. Colander and Landreth
(1996, p. 69) note that despite the initial popularity of the Tarshis text-
book, its sales declined rapidly as it was attacked, by trustees of, and
donors to, American colleges and universities, as preaching an eco-
nomic heresy. The frenzy about Tarshis’s textbook reached a pinnacle
when William E Buckley, in his book God and Man at Yale (1951),
devoted one chapter to attacking the Tarshis textbook that was in use at
Yale as communist inspired (Colander and Landreth [hereafter C-L],
1996, pp. 69-70).

In August 1986, Colander and Landreth interviewed Paul Samuelson,
(C-L, 1996, pp. 145-78) about his becoming an economist and a
“Keynesian”. Samuelson indicated that he recognized the “virulence of
the attack on Tarshis” and so he wrote his textbook “carefully and lawyer
like” (C-L, 1996, p. 172). The term “neoclassical synthesis Keynesianism”
did not appear in the first edition of Samuelson’s textbook, Economics:
An Introductory Analysis (1948), published after the early attacks on
Tarshis’s text. This Neoclassical Synthesis terminology, however, does
appear prominently in the later editions of Samuelson’s textbook. With
hindsight it would appear that Samuelson’s assertion and belief that his
brand of Keynesian macroeconomics is synthesized with (and based on)
traditional classical theory assumptions made the Samuelson version of
Keynesianism less open to attacks of bringing economic heresy into uni-
versity courses in economics compared to Tarshis’s Keynesian analysis.

Unlike Tarshis’s analysis, which was based on separate aggregate
supply and demand functions, the analytical foundation of Samuelson'’s
Keynesianism was imbedded in Samuelson’s 45-degree Keynesian cross.
Samuelson derived this cross-analysis from a single equation aggregate
demand function. This mathematical derivation in conjunction with
the claimed synthesis of neoclassical theory made it more difficult to
attack the Samuelson version of textbook Keynesianism as politically
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motivated. Thus, for several generations of economists educated after
World War II, Samuelson’s name was synonymous with Keynesian
theory as various editions of Samuelson’s neoclassical Keynesian
textbook were best sellers for almost half a century. Even those
younger economists who broke with the Old Neoclassical Synthesis
Keynesianism and developed their own branch of New Keynesianism
based their analytical approach on Samuelson'’s Foundation of Economic
Analysis (1947) and its classical microeconomic axiomatic foundations.

From a historical perspective, it appears that Samuelson may have
saved the textbook pedagogical basis of the Keynesian Revolution from
McCarthyism destruction simply by ignoring the less restrictive
axiomatic foundation of Keynes’s analytic revolution.

V. How did Samuelson learn Keynes’s theory?

In his 1986 interview, Samuelson indicated that in the period before
World War II, “my friends who were not economists regarded me as
very conservative” (C-L, 1996, p. 154). Samuelson graduated from the
University of Chicago in June 1935 and were it not for the Social Science
Research Council fellowship that he received upon graduation, he would
have done his graduate studies at the University of Chicago (C-L, 1996.
p- 154-5). Consequently, it was the visible hand of a fellowship offer
that placed Samuelson at Harvard when Keynes's General Theory was
published in 1936. What information about Keynes’s General Theory was
Samuelson exposed to at Harvard?

Robert Bryce, a Canadian, had attended Keynes’s Cambridge lectures
between 1932 and 1935. In a 1987 interview with Colander and
Landreth (1996, pp. 39-48), Bryce indicated that in spring of 1935 he
(Bryce) spent half of each week at the London School of Economics
(LSE) and half at Cambridge University. At the London School, Bryce
used his notes taken during Keynes'’s lectures at Cambridge to write an
essay on Keynes's revolutionary ideas — without having read The
General Theory — for the people at the LSE. Bryce’s essay so impressed
LSE Professor Frederick Hayek, a world famous Austrian classical theo-
rist, that Hayek let Bryce have four consecutive weeks of Hayek’s LSE
seminar to explain Keynes’s ideas as Bryce had written them out in this
essay. Bryce’s LSE presentations were a huge success (C-L, 1996, p. 43).

In the fall of 1935, Bryce went to Harvard and stayed for two years.
During that time, an informal group met during the evenings to discuss
Keynes’s book. Bryce, using the same pre-General Theory essay that he
had used as the basis for his talks at the LSE, presented to this group
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what he believed was Keynes's General Theory analysis — although he still
had not read The General Theory. As Bryce put it, “In most of the first
academic year [1935-6] I was the only one who was familiar enough
with it [Keynes’ theory] to be willing to argue in defense of it.” (C-L,
1996, p. 45-6). So in 1936, Bryce’s essay became the basis of what most
economists at Harvard, probably including Samuelson, thought was
Keynes’s analysis — even though Bryce had not read the book when he
made his presentations. Even in 1987, Bryce stated that, “ anyone who
studies that book is going to get very confused. It was ... a difficult,
provocative book” (C-L, 1996, p. 44-6).

The immediate question therefore is: “Did Bryce ever really compre-
hend the basis of Keynes’s analytical framework?” And if he did not,
how did that affect how the young Samuelson and others at Harvard in
1936 learnt about Keynes’s analytical framework. Bryce’s presentations
at the LSE and Harvard were supposed to make Keynes’s ideas readily
understandable — something that Bryce believed Keynes did not do in
The General Theory. Bryce indicated that at Harvard “I felt like the only
expert on Keynes’s work around” (C-L, 1996, p. 45).

Samuelson has indicated that his first knowledge of Keynes’s General
Theory was gained from Bryce (C-L, 1996, p. 158). Moreover, even after
reading The General Theory in 1936, Samuelson, perhaps reflecting
Bryce’s view of the difficulty of understanding Keynes'’s book, found the
General Theory analysis “unpalatable” and not comprehensible (C-L,
1996, p. 159). Samuelson finally indicated that “The way I finally con-
vinced myself was to just stop worrying about it [about understanding
Keynes’s analysis]. I asked myself: why do I refuse a paradigm that
enables me to understand the Roosevelt upturn from 1933 till 19377 ...
I was content to assume that there was enough rigidity in relative prices
and wages to make the Keynesian alternative to Walras operative” (C-L,
1996, pp. 159-60).

Obviously, Samuelson’s mind was already so filled with contrary
notions of Walrasian general equilibrium theory that he never made
any attempt to catch the clues to Keynes’s general theory analytical
foundation that rested on removing three classical axioms: (1) the neu-
tral money axiom, (2) the gross substitution axiom, and (3) the ergodic
axiom, for, in 1986 Samuelson was still claiming that “we [Keynesians]
always assumed that the Keynesian underemployment equilibrium
floated on a substructure of administered prices and imperfect competi-
tion” (C-L, 1996, p. 160). When pushed by Colander and Landreth as to
whether this requirement of rigidity was ever formalized in his work,
Samuelson’s response was, “There was no need to” (C-L, 1996, p. 161).
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Yet specifically in chapter 19 of The General Theory, and even more
directly in his published response to Dunlop and Tarshis, Keynes (1939b)
had already responded in the negative to this question of whether his
analysis of underemployment equilibrium required imperfect competi-
tion, administered prices, and/or rigid wages. Dunlop and Tarshis had
argued that the purely competitive model was not empirically justified,
therefore it was monopolistic and administered pricing and wage rigidi-
ties that was the basis of Keynes’s unemployment equilibrium. Keynes
reply was simply: “I complain a little that I in particular should be criti-
cized for conceding a little to the other view” (Keynes, 1939b, p. 411). In
chapters 17-19 of his General Theory, Keynes explicitly demonstrated
that even if a purely competitive economy with perfectly flexible money
wages and prices existed (“conceding a little to the other view”), there
was no automatic mechanism that could restore the full-employment
level of effective demand. In other words, Keynes'’s General Theory could
show that, as a matter of logic, less than full-employment equilibrium
could exist in a purely competitive economy with freely flexible wages
and prices.

Samuelson, who became the premier American Keynesian of his time,
had either not read, or not comprehended (1) Keynes’s response to
Dunlop and Tarshis or even (2) chapter 19 of The General Theory, which
was entitled “Changes in Money Wages”. As we have already noted, in
chapter 19 Keynes explicitly indicates that the theory of unemployment
equilibrium did not require “a rigidity” in money wages (Keynes, 1936a,
p- 257).

Keynes (19364, p. 259) indicated that to assume that rigidity was the
sole cause of the existence of an unemployment equilibrium lay in
accepting the argument that the micro-demand functions “can only be
constructed on some fixed assumption as to the nature of the demand
and supply schedules of other industries and as to the amount of aggre-
gate effective demand. It is invalid, therefore to transfer the argument
to industry as a whole unless we also transfer the argument that the
aggregate effective demand is fixed. Yet, this assumption reduces the argu-
ment to an ignoratio elenchi”.

An ignoratio elenchi is a fallacy in logic of offering a proof irrelevant to
the proposition in question. Unfortunately, Samuelson invoked the
same classical ignoratio elenchi when he argued that Keynes’s General
Theory was simply a Walrasian general equilibrium system where, if
there is an exogenous shock to effective demand, rigid wages and prices
created a temporary disequilibrium that prevented full employment
from being restored in the short-run.
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As Keynes went on to explain, “whilst no one would wish to deny the
proposition that a reduction in money wages accompanied by the same
aggregate effective demand as before will be associated with an increase in
employment, the precise question at issue is whether the reduction in
money wages will or will not be accompanied by the same aggregate
effective demand as before measured in term of money, or, at any rate,
by an aggregate effective demand which is not reduced in full proportion
to the reduction in money-wages” (Keynes, 1936a, pp. 259-60; see also
Davidson, 1998). Keynes then spent the rest of chapter 19 explaining
why and how a general theory analysis must look at the relationship
between changes in money wages and/or prices and changes in aggre-
gate effective demand - an analysis that, by assumption, is not relevant
to either a Walrasian system or Samuelson’s neoclassical synthesis
Keynesianism.!

At the same time that Samuelson became a Keynesian by convincing
himself not to worry about Keynes’s actual analytical framework,
Tarshis had obtained a position at Tufts University, a mere half-hour
of travel from Harvard. Tarshis would often meet with the group at
Harvard, including Bryce, that was discussing Keynes. Tarshis notes
that “Paul Samuelson was not in the Keynesian group. He was busy
working on his own thing. That he became a Keynesian was laughable”
(C-L, 1996, p. 64).

Yet, Paul Samuelson has called himself a “Keynesian” and even a “Post
Keynesian” in several editions of his famous textbook. Nevertheless,
Samuelson’s theoretical “neoclassical synthesis” axiomatic foundation is
logically not the general theory spelled out by Keynes.

VI. The axiomatic differences between Samuelson’s
Neoclassical Keynesianism and Keynes/post-Keynesian
theory

At the same time that Samuelson was developing his Neoclassical
Synthesis Keynesianism, he was working on his masterful Foundations
of Economic Analysis (1947). In his Foundations Samuelson asserts cer-
tain specific classical axioms are the basis of classical micro theory and
therefore by extension, his Neoclassical Synthesis Keynesian macro-
economic analysis. For example, Samuelson noted that (1) utility func-
tions are homogeneous of degree zero (Samuelson, 1947, pp. 119-21)
and in a purely competitive world (2) it would be foolish to hold
money as a store of value as long as other real assets had a positive
yield (Samuelson, 1947, pp. 122-4). Statement (1) means that money
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is neutral and (2) means that any real producible capital goods that
produce a positive yield are assumed to be gross substitutes for money.
Samuelson’s Foundations of Economic Analysis (1947) required that all
demand curves be based on a ubiquitous gross substitution axiom, so
that everything is a substitute for everything else. Thus, contrary to
Keynes’s liquidity preference theory, Samuelson’s Foundations implies
that producibles are gross substitutes for any existing nonproducible
liquid assets (including money) when the latter are used as stores of
savings. Accordingly, Samuelson’s Foundation of Economic Analysis
denies the logical possibility of involuntary unemployment as long as
all prices are perfectly flexible.?

Furthermore, in an article published in 1969 Samuelson argued that
the “ergodic hypothesis [axiom]” is a necessary foundation of economic
theory if economics is to be a hard science (Samuelson, 1969, p. 184).
As already explained, Keynes also rejected this ergodic axiom.

In chapter 4, we explained that in an ergodic stochastic world, in
the long run, the equilibrium future is predetermined and cannot be
changed by anything human beings or governments do. It follows
that any government market regulation or interference into normal
competitive market (assumed ergodic) processes, may, in the short
run, prevent the system from achieving the full employment level
assured by the axioms of a classical Walrasian system. In an ergodic
system where the future can be reliably predicted so that future posi-
tive yields of real assets can be known with actuarial certainty, and
where the gross substitution axiom underlies all demand curves, then
as long as prices are flexible, money must be neutral, and the system
automatically adjusts to a full employment general equilibrium.

If, on the other hand, in such an ergodic world prices are sticky in
the short run, then it will take a longer time for the gross substitution
theorem to work its way through the system but, at least in the long
run, a full employment general equilibrium is still assured since in the
long run it is assumed that all prices are flexible. Samuelson (C-L,
1996, p. 163) has explicitly stated that in his view Keynes’s analysis
is a “very slow adjusting disequilibrium” system where the “full
Walrasian [classical theory] equilibrium was not realized” in the short
run because prices and wages do not adjust rapidly enough to an
exogenous shock. Nevertheless, the economic system would, if left
alone, achieve full employment in the long run as all prices adjusted,
as Professor Mankiw also has suggested.

In Keynes’s general theory analysis, on the other hand, a full-
employment equilibrium is not assured in either the short run or the
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long run. Keynes argued that in a money-using entrepreneur economy
where the future is uncertain (and therefore could not be reliably pre-
dicted), money (and all other liquid assets) would always be nonneutral
as they are used as a store of savings. In essence, Keynes viewed the eco-
nomic system as moving through calendar time from an irrevocable
past to an uncertain, not statistically predictable, future. This required
Keynes to reject the ergodic axiom.

In sum, his book, Foundations for Economic Analysis (Samuelson, 1947)
plus his 1969 article on “Classical and Neoclassical Theory”(where he
embraces the ergodic axiom), Samuelson specifies that good “scientific”
economic theory must be founded on the three classical axioms that
Keynes’s argued were the equivalent of the axiom of parallels in Euclidean
geometry. Clearly, then, Samuelson’s macroeconomics is not applicable
to the “non-Fuclidean” economics of a money-using entrepreneurial
system that Keynes developed in his General Theory.

VII. What about Hicks’s IS-LM model?

Hicks wrote (1946, pp. 1-4) that he “had the fortune to come upon a
method of analysis. ... The method of General Equilibrium ... [that] was
specially designed to exhibit the economic system as a whole ... [With
this method] we shall thus be able to see just why it is that Mr. Keynes
reaches different results from earlier economists”. Hicks (1937) used this
general equilibrium method to develop his famous IS-LM model, which
he claimed explained Keynes’s analytical approach. In Hicks’s IS-LM
system, the real and monetary aspects of the economy are divided into
independent subsets of equations. For these subsets to be independent
requires the assumption of neutral money. Accordingly, this IS-LM
model is merely another classical theory version of Samuelson’s
Neoclassical Synthesis Keynesianism.

In 1971, I met John Hicks at a six-day International Economics
Association conference on the microfoundations of macroeconomics.
At the conference my participation (Davidson, 1977, pp. 313-17)
emphasized the importance of contracts, the existence of spot and for-
ward markets, and the need for liquidity. In the discussion at the end of
the conference, I emphasized the fact that a classical “general equilib-
rium model was not designed to, and could not answer the interesting
macroeconomic questions of money, inflation and unemployment. ...
If we [economists] insist on balancing Keynes’s macroeconomic analysis
on an incompatible general equilibrium base we would not make any
progress in macroeconomics; we would also regress to the disastrous
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pre-Keynesian solutions to the macro-political-economic problems”?
(Davidson, 1977, p. 392). By the end of the conference, Hicks informed
me that the microfoundations of his approach to macroeconomics
was closer to mine than to any one else at the conference (where other
participants included future Nobel Prize winners Tjalling Koopmans
and Joseph Stiglitz).

Over the next few years, Hicks and I met privately several times in
the UK to continue our discussions regarding the microfoundation of
Keynes’s general theory. By the mid-1970s, Hicks (1976, pp. 140-1) was
ready to admit that his IS-LM model was a “potted version” of Keynes.
By 1979, Hicks (1979, p. 38) was arguing that economics is embedded
in calendar time and a relationship that held in the past could not be
assumed to hold in the future. In an article in the Journal of Post
Keynesian Economics entitled “ISLM: An Explanation”, Hicks (1980-1,
p- 139) recanted his IS-LM model when he wrote: “As time has gone on,
I have myself become dissatisfied with it [the IS-LM apparatus]”. In this
article, Hicks admitted that the IS-LM formulation did not describe
Keynes'’s general theory approach at all.

Finally, after reading my paper on the fallacy of rational expecta-
tions (Davidson, 1982-3), Hicks wrote to me in a letter dated February
12, 1983,* “I have just been reading your RE [rational expectations]
paper. ... I do like it very much. ... You have now rationalized my
suspicions, and shown me that I missed a chance of labeling my own
point of view as nonergodic. One needs a name like that to ram a point
home”.

Thus, the author of the IS-LM analysis renounced his famous formu-
lation of Keynes'’s framework and accepted the Post Keynesian view of
what was the basic analytical foundation of Keynes’s General Theory.

Finally, I should note that the importance of rejecting the ergodic
axiom has been recognized finally by several other Nobel Prize winners
as relevant to the analysis of the economic system in which we live.
For example in a letter dated May 21, 1985, Nobel Prize Winner
Robert M. Solow wrote to me, “let me first say that I have always
admired that article of yours on nonergodic processes and thought it
was right on the button. ... I usually think of it in terms of Knightian
uncertainty and all that, but yours is a good way of putting it”. Nobel
Prize winner Douglas North also cites my argument in his emphasis on
recognizing the importance of nonergodicity in Understanding The
Process of Economic Change (North, 2005, p. 19). So perhaps there is still
hope that mainstream economists will rediscover Keynes’s General
Theory as the starting point for all economic analysis.
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VIII. Conclusion

Paul Samuelson saved the term “Keynesian” from being excoriated
from post-World War II textbooks by the McCarthy anti-communist
movement at the time. But the cost of such a saving was to sever the
meaning of Keynes’s theory in mainstream economic theory from its
General Theory analytical roots. Keynes’s revolutionary monetary the-
ory demonstrated that in a money-using, market-oriented economy,
supply-side market imperfections including the fixity of money wages
or prices or a liquidity trap are not necessary conditions for the exis-
tence of involuntary unemployment equilibrium, while flexible wages
and prices and pure competition are not sufficient conditions to assure
full-employment equilibrium, even in the long run.

Samuelson’s view of Keynesianism resulted in aborting Keynes'’s revo-
lutionary analysis from altering the foundation of mainstream macro-
economics. Samuelson’s use of math to formulate his Neoclassical
Synthesis Keynesianism, coming at the same time as Debreu’s
Bourbakian general equilibrium approach was becoming popular, pro-
vided a double whammy that aborted Keynes’s revolutionary theory.
Consequently, what passes as conventional macroeconomic wisdom of
mainstream economists at the beginning of the 21st century is nothing
more than a high-tech and more mathematical version of 19th-century
classical Walrasian theory.

In winning the battle against the forces trying to prevent the teaching
of suspected communist-inspired “Keynesian” economics in our univer-
sities, Samuelson ultimately lost the war that Keynes had launched to
eliminate the classical theoretical analysis as the basis for real-world
economic problems of employment, interest, and money. In 1986, Lorie
Tarshis recognized this when he noted, “I never felt that Keynes was
being followed with full adherence or full understanding of what he
had written. I still feel that way” (C-L, p. 72).

Mainstream economics — whether espoused by Old Neoclassical
Keynesians, New Keynesians, Old Classical or New Classical theorists,
Walrasians, post-Walrasians, Behavioral Theorists, etc.’> — relies on the
three classical axioms that Keynes discarded in his general theory
attempt to make economics relevant to the real-world problems of
unemployment and international trade and international payments.
As a result, these problems still plague much of the real world in the
globalized economy of the 21st century.

Until mainstream journals of economics open their pages to the
revolutionary (small axiomatic) basis of Keynes’s general theory of a
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monetary economy, mainstream economists will not be able to pro-
vide policy prescriptions for resolving the major economic problems
(e.g., outsourcing, persistent United States current account deficits,
increasing inequality of income and wealth within nations as well as
between nations, etc.) of the global economy of the 21st century.

Unfortunately, it would appear that in the absence of a global eco-
nomic calamity equivalent to the Great Depression of the 1930s,
mainstream economists will ignore Keynes’s General Theory and will
instead continue to play with more and more complicated mathemat-
ical, statistical, and computer generated games to develop Walrasian
and post-Walrasian foundations for classical theories. Advocates for
these theories claim to “simulate” real-world economic behavior,
despite the fact that the restrictive classical axioms are buried in their
theory foundations. For example, economist Alan Kirman, a member
of the prestigious Institute For Advanced Studies at Princeton and a
contributor to a class of macroeconomic models that some have called
post-Walrasian, claims that “although prices are constantly changing
and never settle to any steady state, we [post-Walrasians] can show
that the time average of prices will converge, that the process is ergodic”
(Kirman, 2006, p. xx). Yet, since the 1990s empirical investigators
(e.g., Christiano and Eichenbaum, 1990) have recognized that macro-
economic time series statistics are nonstationary, just as Keynes (1939)
claimed in his criticism of “Mr. Tinbergen’s method”. Since nonsta-
tionary time series is a sufficient condition for nonergodic systems,
therefore Kirman'’s claim appears to be inconsistent with the empirical
evidence.

Apparently, rather than utilizing a Keynes’s relevant analytical frame-
work, these post-Walrasians prefer playing analytical tractability games
so they can be precisely wrong rather than roughly right. The increas-
ingly sophisticated mathematical and statistical tools used in complex
post-Walrasian models that only modern day computers can manipu-
late to achieve “precise” answers have become the black box (magicians’
hat) from which classical rabbits are pulled to help design real world
economic policies. Those who criticize these post-Walrasian computer
“simulations” as GIGO - garbage in garbage out — are typically ridiculed
as technological Luddites who fail to appreciate the beauty of such
complex computer-generated models. But underneath all the complex
post-Walrasian equational specifications, there still lie the three funda-
mental classical axioms (neutral money, gross substitution, and ergod-
icity) that Keynes claimed must be overthrown in order to understand
the operation of the economic system in which we live.
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As long as developed economies such as the United States, the United
Kingdom, Euroland, etc., continue to muddle through with the eco-
nomic performance similar to that experienced in the last two decades,
mainstream economists will be able to continue to play their irrelevant
computer simulations from which governments and central banks will
make policy decisions. But when, not if, the next Great Depression hits
the global economy, then perhaps economists will rediscover Keynes’s
general theory analytical system that contributed the golden age of the
post-World War II. For Keynes, however, that will be a Pyrrhic victory.
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Postscript:! The Great Financial
Crisis of 2008-2009

The last line of the original manuscript of this book was written in July
2006. In that line I noted that when, not if, the next Great Depression
hits the global economy Keynes’s General Theory analysis will be redis-
covered by economists. As this postscript is being written in October
2008 it appears that this time has come.

I. What caused the economic and financial crisis of 2008?

The Winter of 2007-2008 will prove to be the winter of discontent
and the beginning of the end of the classical theory of the efficiency
of global financial markets. For more than three decades mainstream
economists have preached, and politicians accepted, the myth of the
efficiency of such free markets.

Those who do not study the lessons of history are bound to repeat its
errors. Economists forgot the events of the Great Depression and the
collapse of unfettered financial markets that followed the “Roaring
Twenties” prosperity. For history has repeated itself with the growth of
deregulated markets and the prosperity of the 1990s and early 21st cen-
tury ending up in 2008 with the greatest financial market crisis since
the Great Depression.

Starting with the sub prime mortgage crisis in the United States at
the end of 2007, events have demonstrated that the Efficient Market
Emperor theorists have no clothes — only Nobel Prize medals to cover
their naked errors. Within a few months, the so-called United States
subprime mortgage problem developed from a small blip on the eco-
nomic radar screen to a situation that has caused the collapse of finan-
cial markets and threatened the viability of financial institutions
world wide.

190


mailto: rights@palgrave.com

Postscript: The Great Financial Crisis of 20082009 191

Nevertheless as late as December 20, 2007, the Wall Street Journal
(“Don’t Count On A Stimulus Plan”) indicated that former Federal
Reserve Chair Alan Greenspan, a strong proponent of the Efficient
Market Theory (EMT), recommended that politicians do nothing to
prevent a possible recession that may come as a result of the sub prime
mortgage lending mess. Greenspan recommended letting the market
solve the problem by “letting housing prices (and securities pegged to
mortgages) fall until investors see them as bargains and start buying,
stabilizing the economy”. Similarly, in a December 14, 2008 New York
Times article (“After The Money’s Gone”), the 2008 economics Nobel
Prize winner, Paul Krugman defined the housing problem as a case
where the price of housing exceeded a “normal ratio” relative to rents
or incomes. Like Greenspan, Krugman did not suggest any policy to
relieve the distress caused by the deflating housing bubble. Instead
Krugman apparently believed that an efficient housing market will
solve the problem by deflating house prices. Krugman estimated that
housing prices would have to fall by 30 percent to restore a “normal
ratio” before normality was restored.

The decade of the 1920s saw a stock market bubble of unprecedented
proportions develop as most economists thought this merely reflected
the market’s knowledge of the unbridled prosperity that would con-
tinue in the US economy. After the US Stock Market Crash of October
1929, one out of every five banks in America failed. Several years after
the Crash and the beginning of the Great Depression of the 1930s, a US
Senate committee held hearings on the possible causes of the Crash.
These hearings indicated that in the early part of the century individual
investors were seriously hurt by banks whose self-interest lay in pro-
moting sales of securities that benefitted only the banks. The hearings
concluded that the fact that banks, in the 1920s, significantly increased
their underwriting activities of securities was a major cause of the Crash
and subsequent Depression. Consequently, in 1933, Congress passed
the Glass-Steagall Act which banned banks from underwriting securi-
ties. Financial institutions had to choose to be either a simple bank
lender or an underwriter (investment banker, brokerage firm). The Act
also gave the Federal Reserve more control over banking activities.

As a result, for several decades, bank originated mortgage loans were
not resalable — they were illiquid assets. The originating bank lender
knew that he/she would have to carry the mortgage loan debt security
on his/her balance sheet over its life. If the borrower defaulted, the
lender would bear the costs of foreclosure and any loss on the out-
standing mortgage. Thus, the originating bank lender thoroughly
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investigated the three Cs of each borrower — Collateral, Credit History,
and Character — before making a mortgage loan.

In the 1970s in the US, deregulation of banking activities began when
brokerage firms began offering money market, high interest, check writ-
ing accounts that competed with traditional banking business. This was
the beginning of what is today called “the shadow banking system”. In
the 1980s the Federal Reserve reinterpreted the Glass-Steagall Act to
allow banks to engage in securities underwriting activities to a small
extent.

In 1987 the Fed Board allowed banks a limited amount of underwrit-
ing activities including those of mortgage backed securities, despite the
objections of Fed Chairman Paul Volker. When Alan Greenspan became
chair of the Fed in 1987, he favored further bank deregulation to help
US banks compete with foreign banks where the latter are often univer-
sal banks which are permitted to act as investment banks, take equity
stakes, etc.

In 1996, the Federal Reserve permitted bank holding companies to
own investment banking affiliates that could contribute up to 25 per-
cent of total revenue of the holding company. In 1999, after 12 attempts
in 25 years, Congress repealed the Glass-Steagall Act. With repeal there
were no longer any legal constraints between loan origination and
underwriting activities. Accordingly there was a great profit incentive
for a mortgage originator to search out any potential home buyers
(including subprime ones) and provide them with a mortgage. The orig-
inator could then profitably sell, usually within 30 days, these mort-
gages, to an underwriter, or act as an underwriter to sell to the public a
package of exotic mortgage backed securities (MBS). The originator
therefore had no fear of default if the borrower could at least make his
first monthly mortgage payment.

The underwriter typically packaged these mortgages into esoteric MBS
such as CDOs (collateral debt obligations), SIVs (structured investment
vehicles), etc. and sold tranches in these assets to unwary pension
funds, local and state revenue funds, individual investors, and other
financial institutions domestically or overseas. These purchasers of MBS,
led on by the high ratings of these complex financial securities by rat-
ing agencies, believed these were safe, liquid investments that paid
higher rates of return than government bonds.

Of course when the pool of people who had good triple C ratings
dried up, mortgage originators searched out others who would not nor-
mally qualify for mortgages and induced them (often by engaging in
fraudulent practices) to take out mortgages to purchase homes they
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could not afford. This process of packaging and selling MBS helped
finance the housing bubble that pushed US housing prices to historic
highs by 2005. Ultimately many of the subprime borrowers could not
afford to service their mortgage debt, and the housing bubble started to
collapse. As defaults of sub prime mortgages started to cascade, many
potential buyers of MBS could not discover the proportion of defaulting
loans in any given MBS, and more importantly how many more
defaults of the mortgages in any MBS might occur in the future.
Consequently, no one knew what these MBS were worth and no one
would buy these in the market.

Initially this market failure created an insolvency problem for some
major investment bankers and others who held these MBS. This insol-
vency problem proved contagious as market failure (illiquidity) spilled
over to the auction-rate securities market and the other markets that
traded in securitized assets that no one could trust to maintain a stable
orderly market price movement. What caused this contagion to spill
over and create a tremendous increase in market failures and market
illiquidity?

The answer is simple. This problem developed as economists and
market participants forgot Keynes’s liquidity preference theory (here-
after LPT) and instead swallowed hook, line, and sinker the belief that
the classical EMT is a useful model for understanding the operation of
real-world financial markets. The EMT indicates that all one has to do
is to bring informed buyers and sellers together in an unregulated, free
financial market and the market price will always adjust in an orderly
manner to the market clearing price where the latter is based on market
“fundamentals”.

In the pre-computer age, financial markets required buyers and sellers
to be represented by dealers who would meet in a physical location
(e.g., the stock market) to trade. Members of these stock exchanges rec-
ognized that at any given moment of the trading day, there may be a
problem of getting a sufficient number of bona fide buyers and sellers
together to maintain a well-organized and orderly market. It was, there-
fore, necessary to adopt financial market rules that required all market
participants to deal only with authorized broker-dealers that were per-
mitted to execute trades in the market. The broker-dealers acted as fidu-
ciary agents to place orders with other members of the stock exchange,
sometimes called “specialists”. Each specialist kept the books on all buy
and sell orders for a specific security at any price. If, for example, at any
time during the trading day, the number of sellers heavily outweighed
the number of buyers at any price near the previous market price then,
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without intervention by a designated “market maker”, the price of the
asset would change in a disorderly manner. Consequently, the specialist
was expected to act as a “market maker” and buy on his/her own
account in order to try to maintain orderliness (and vice versa if buyers
heavily exceeded sellers). As noted in chapter 7, market orderliness is a
necessary condition to convince holders of the traded asset that they
can readily liquidate their position at a market price close to the last
publicly announced price. In other words, orderliness is necessary to
maintain liquidity in financial markets.

Modern efficient market theory suggests that these quaint institu-
tional arrangements for market maker specialists are antiquated in this
computer age. With the computer and the internet, it is implied that
the meeting of huge numbers of buyers and sellers can be done rapidly
and efficiently in virtual space. Consequently there is no need for
humans to act as specialists who keep the books and also make the mar-
ket when necessary to assure the public the market is well organized and
orderly. The computer can keep the books on buy and sell orders,
matching them in an orderly manner, more rapidly and more cheaply
than the humans who had done these things in the past.

Underlying this EMT of financial markets is the presumption that the
value of traded financial assets is already predetermined by today’s mar-
ket “fundamentals” (at least in the long run?). In the many financial
markets that failed in the Winter of 2007-2008 the underlying financial
instruments that were to provide the future cash flow for investors typ-
ically were long-term debt instruments such as mortgages, or long-term
corporate or municipal bonds. A necessary condition for these markets
to be efficient is that the probabilistic risk of the debtors to fail to meet
all future cash flow contractual debt obligations can be “known” with
actuarial certainty. With this actuarial knowledge, it can be profitable
for insurance companies to provide holders of these financial assets
with insurance guaranteeing solvency and the payment of interest
liabilities by the debtors.

In the EMT, any observed market price variation around the actuarial
value (price) of the traded liquid assets representing these debt instru-
ments in the aforementioned markets is presumed to be statistical
“white noise”. Any statistician will tell you, if the size of the sample
increases, then the variance (i.e., the quantitative measure of the white
noise) decreases. Since computers can bring together many more buyers
and sellers globally than the antiquated pre-computer market arrange-
ments, therefore, the size of the sample of trading participants in the
computer age should increase dramatically. If, therefore, one believes in
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the EMT, then permitting computers to organize the market will
decrease significantly the variance and therefore increase the probabil-
ity of a more well-organized and orderly market than existed in the
pre-computer era.

Consequently, EMT advocates argue that in this computer age the
spreading of probabilistic risks for holders of these assets is much more
efficient while the cost of each transaction is diminished significantly.
Underlying the EMT is a fundamental axiom, the ergodic axiom. If one
accepts the ergodic axiom, then the logic of efficient market theory is
compelling. For believers in EMT, the presumption that there is a
plethora of market participants, buyers and sellers that can be collected
by a computer assures that the assets being traded are very liquid. In a
world of efficient financial markets, holders of market traded assets can
readily liquidate their position at a price close to the previously
announced market price whenever any holder wishes to reduce his/her
position in that asset. The EMT theory can not explain why, in 2008, so
many securitized financial markets failed in the sense that investors
found themselves locked into investments they could not cash out of.

Keynes’s LPT, on the other hand, can provide the explanation. LPT
presumes that the economic future is uncertain. Consequently, the clas-
sical ergodic axiom that is fundamental to any efficient market theory
is not applicable to real-world financial markets. Keynes’s analysis pre-
sumes that, in the real world of experience, the macroeconomic and
financial systems are determined by a nonergodic stochastic system. In
our uncertain (nonergodic) economic world, current or past probability
distribution functions are not reliable guides to the probability of future
outcomes. If future outcomes can not be reliably predicted on the basis
of existing past and present data, then there is no actuarial basis for
insurance companies to provide holders of these assets protection
against unfavorable outcomes. Accordingly, it should not be surprising
that an insurance company, i.e., AIG, that wrote policies to protect asset
holders against possible unfavorable outcomes resulting from assets
traded in these failing securitized markets experienced billions of dollars
more in losses than the company had previously estimated. In a noner-
godic world, it is impossible to actuarially estimate insurance payouts in
the future and therefore it should not be surprising that AIG, who was
too big to fail, had to be bailed out by the US government.

As our chapter 7 noted, in world of (nonergodic) uncertainty, the pri-
mary function of public financial markets is to provide liquidity. The
degree of liquidity of assets traded in any organized market will be
enhanced by the existence of a credible market maker so that holders of
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the asset can be reasonably confident that they can always execute a fast
exit strategy and liquidate their position easily at a market price that is
very close to the last publicly recorded price. In essence, if buyers do not
appear to purchase offered securities at an orderly decline in price, then
the market maker will make his/her best efforts to maintain orderliness
by buying, for his/her own account, the securities offered for sale. If the
market maker can not support his/her assurance with sufficient cash
when a cascade of sell orders come onto the market, then the market
will fail, and the asset becomes virtually illiquid as trading will be sus-
pended until the market maker can rally enough additional support for
the buyers’ side of the market to reinstate orderliness.

The market maker must therefore be very wealthy, or at least have
access to significant quantities of cash if needed to provide the public
reasonable assurance of liquidity. Nevertheless, any private market
maker could exhaust his/her cash reserve in fighting against a cascade
of sell orders from holders. Liquidity can be guaranteed under the
harshest of market conditions only if the market maker has easy direct
or indirect access to the Central Bank or the government who can make
the necessary funds available to maintain financial market orderliness.
Only private market makers having such preferred access to govern-
ment institutions such as the Central Bank and/or the Treasury can be
reasonably certain they can always obtain enough cash to stem any
potential disastrous financial market collapse.

For example, on March 13, 2008, the Federal Reserve worked out a
deal via J. P. Morgan Chase to provide Bear Stearns with a loan against
which Bear Stearns pledged as collateral its basically illiquid mortgage
backed securities. This permitted Bear to avoid having to dump securi-
ties on an already set of failing markets in an attempt to obtain enough
liquidity to meet Bear’s “repo” loans obligations due on March 14.
Accordingly, Bear gained some breathing room and the selling pressure
on financial markets were, at least temporarily, relieved. J. P. Morgan
was the conduit for the loans to Bear because Morgan has access to the
Federal Reserve’s discount window and it is supervised by the Federal
Reserve. Nevertheless, it was obvious on March 13 that if Bear Stearns
failed and the collateral was insufficient to cover the loan, the Federal
Reserve and not J. P. Morgan would take the loss.

On the (Sunday) evening of March 16, the Federal Reserve and J. P.
Morgan announced that J. P. Morgan would buy Bear for the “fire-sale”
price of $2 per share. (Bear shares had closed at $30 per share on Friday
March 14.) The Fed also agreed to lend up to $30 billion to J. P. Morgan
to finance the illiquid assets it inherited from the purchase of Bear. In
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essence the Fed is acting almost like the Resolution Trust Corporation
(RTC) that dealt with the illiquid assets of insolvent Savings and Loan
banks in the 1989 S&L insolvency crisis® by preventing J. P. Morgan
from having to dump Bear assets on the market to obtain cash to meet
the Bear obligations that J. P. Morgan inherited.

In October 2008, when it became obvious that these tentative actions
by the Federal Reserve were insufficient to stem the financial crisis, the
US government passed the Troubled Asset Rescue Plan (TARP) that gave
the US Secretary of the Treasury access to $700 billion to prevent the
collapse of US financial institutions. Since then the US government has
used some of these funds to recapitalize US banking institutions to pre-
vent their collapse. The Treasury has also indicated it may also buy up
some of the toxic assets on financial institutions’ balance sheets. Foreign
governments such as Germany, the UK, etc. have engaged in similar
activities to shore up their troubled banking systems.

These governmental activities of flooding the banking system directly
with liquidity and recapitalization funds is readily understandable if
you utilize Keynes’s LPT analysis of financial markets. If the government
institutions act promptly and vigorously enough then the public can
satisfy its increased bearishness tendencies by increasing its money
holdings without depressing the spot market price for financial assets in
a disorderly manner. Until, and unless, the public’s increase in bearish-
ness recedes, the government institutions and the market makers can
hold that portion of the outstanding liquid assets that the public does
not want to own.

In sum, although the existence of a market maker provides, all other
things being equal, a higher degree of liquidity for the traded assets, this
assurance could dry up in severe sell conditions unless the government
is willing to take direct action to provide financial resources to the mar-
ket maker sufficiently to encourage the market maker to revive and revi-
talize financial markets. In markets without a market maker, on the
other hand, there can be no assurance that the apparent liquidity of an
asset at any moment of time can not disappear almost instantaneously.
Moreover, in the absence of a market maker, there is nothing to inspire
confidence that someone is working to try to restore liquidity to the
market.

The efficient market advocates who suggest that one only needs the
computer-based organization of a market are assuming the computer
will always search and find enough participants to buy the security
whenever there is a large number of holders who would want to sell.
After all, the “white noise” of buyers and sellers at prices other than
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the equilibrium price in efficient markets is assumed to be normally
distributed. Hence, by assumption, there can never be a shortage of
participants on one side or the other of financial markets.

With the failure of MBS and other financial “securitized” markets in
2008, it should be obvious that the computers failed to find sufficient
buyers. Moreover the computer is not programmed to automatically
enter into failing markets and begin purchasing when almost everyone
wants to sell at, or near, the last market price. The investment bankers
who organize and sponsor the MBS and other financial “securitized”
markets will not act as market makers. These bankers may engage in
“price talk” in the auction rate securities markets before the market
opens* to suggest to their clients what the probable range of today’s
market clearing price is likely to be. These “price talk” financial institu-
tions, however, do not put their money where their mouths are. They are
not required to try to make the market if the potential market clearing
“fire-sale” price is significantly below their “price talk” estimate.

Nevertheless there are many reports that representatives of these mar-
ket organizing investment bankers told clients that the holding of these
assets were “cash equivalents”. Many holders of these securities believed
their holdings were very liquid since big financial institutions such as
Goldman Sachs, Lehman Brothers, Merrill Lynch, etc. were the dealers
who organized the markets and normally provided “price talk”.

Participants in these markets were often fraudulently led to believe
they were holding very liquid assets. Nevertheless, the absence of a cred-
ible market maker has shown these assets can easily become illiquid!
Had these investors learned the harsh realities of Keynes’s LPT, instead
of being seduced by the dolce tones of EMT Sirens, they might never
have participated in markets whose liquidity could be merely a fleeting
mirage. US security laws and regulations should have provided suffi-
cient information, so investors could have made an informed decision.

II. Financial market policy

First, what can be done to prevent future reoccurrences of this wide-
spread failure of public financial markets? Secondly, what, if anything
else should be done to limit any depressing real effects of the current
financial market credit crunch and to avoid a Great Depression?

An answer as to how to prevent such securitized market failures in the
future is: require a market maker for all securitized assets. According to the
web page of the United States Securities and Exchange Commission (SEC)
(www.sec.gov) “The mission of the U.S. Securities and Exchange
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Commission is to protect investors, maintain fair, orderly, and efficient
markets, and facilitate capital formation” (emphasis added). The SEC web
page then goes on to note that the Securities Act of 1933 had two basic
objectives: “require that investors receive financial and other significant
information concerning securities being offered for public sales, and pro-
hibit deceit, misrepresentations, and other frauds in the sale of securities.”

The SEC regulations typically apply to public financial markets where
the buyer and the seller of an asset do not ordinarily identify themselves
to each other. In a public financial market each buyer purchases from
the impersonal marketplace and each seller sells to the impersonal mar-
ket. It is the responsibility of the SEC to assure investors that these
public markets are orderly.

In contrast, a private financial market would be where both the buyer
and the seller of any financial asset are identified to each other. For
example, bank loans are typically a private market transaction that
would not come under the purview of the SEC. In normal times there
should be no resale market for securities created in private financial
markets. The issued asset from a transaction in a private market
traditionally has been an illiquid asset.

On its web page, the Securities and Exchange Commission also
declares that: “As more and more first-time investors turn to the markets
to help secure their futures, pay for homes, and send children to college,
our investor protection mission is more compelling than ever.” Given
the current experience of contagious failed and failing public financial
markets, it would appear that the SEC has been lax in pursuing its stated
mission of investor protection. Accordingly the United States Congress
should require the SEC to enforce diligently the following rules:

1. Public notice of potential illiquidity for public markets that do not have
a credible market maker. In the last quarter of a century, large financial
underwriters have created and organized public markets, which, via
securitization, appeared to convert long-term debt instruments (some of
them very illiquid, e.g., mortgages) into the virtual equivalent of high-
yield, very liquid money market funds and other short-term deposit
accounts. Given the celebrated status of the investment bank-under-
writers of these securities and the statements of their representatives to
clients, individual investors were led to believe that they could liquidate
their position at an orderly change in price from the publicly announced
clearing price of the last public sale.

This perceived high degree of liquidity for these assets has now proven
to be illusionary. Purchasers might have recognized the potential low
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degree of liquidity associated with these assets if the buyers were
informed that, although the organizer-underwriter could buy for their
own account, they were not obligated to maintain an orderly market.
Since the mandate of the SEC is to assure orderly public financial mar-
kets, and “require that investors receive financial and other significant
information concerning securities being offered for public sales, and pro-
hibit deceit, misrepresentations, ... in the sale of securities”, it would
seem obvious that all public financial markets that are organized with-
out the existence of a credible market maker should, either (1) be shut
down because of the potential for disorderliness, or (2) at a minimum,
information regarding the potential illiquidity of such assets should be
widely advertised and made part of essential information that must be
given to each purchaser of the asset being traded.

The draconian action suggested in (1) above is likely to meet with
severe political resistance, as the financial community will argue that in
a global economy with the ease of electronic transfer of funds, a prohi-
bition of this sort would merely encourage investors looking for higher
yields to deal with foreign financial markets and underwriters to the
detriment of domestic financial institutions and domestic industries
trying to obtain capital funding.

Of course, if governments were to reform the international payments
system similar to my IMCUS proposal of chapter 10, the IMCU system
could prevent US residents from trading in foreign financial markets
that the US deemed detrimental to American firms that obeyed SEC
rules while foreign firms did not follow SEC rules. As long as the current
global payments system remains in effect, however, there is the poten-
tial for the loss of jobs and profits for American firms in the financial
services if US residents deal with foreign investment bankers and under-
writers. The SEC, therefore, could permit the existence of public finan-
cial markets without a credible market maker as long as the SEC
required the organizers of such markets to clearly advertise the possible
loss of liquidity that could occur for assets traded in these markets.

A civilized society does not believe in “caveat emptor” for markets
where products are sold that can have terribly adverse health effects on
the purchaser. Despite the widespread public information that smoking
is a tremendous health hazard, government regulations still require cig-
arette companies to print in bold letters on each package of cigarettes
the warning that “Smoking can be injurious to your health”. In a sim-
ilar manner, any purchases on an organized public financial market
that does not have a credible market maker can have serious financial
health effects on the purchasers. Accordingly, the SEC should require
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the following warning to potential purchasers of assets traded in a mar-
ket without a credible market maker: “This market is not organized by a
SEC certified credible market maker. Consequently it may not be possible to
sustain the liquidity of the assets being traded. Holders must recognize that
they may find that their position in these markets can be frozen and they may
be unable to liquidate their holdings for cash.”

Furthermore, the SEC should set up strictly enforced rules regarding
the minimal amount of financial resources relative to the size of the rel-
evant market that an entity must possess in order to be certified as a
credible market maker. The SEC will be required to re-certify all market
makers periodically, but at least once a year.

2. Prohibition against securitization that attempts to create a public mar-
ket for assets that originated in private markets — The SEC should prohibit
any attempt to create a securitized market for any financial instrument
or a derivative backed by financial instruments that originate in a pri-
vate financial market (e.g., mortgages, commercial bank loans, etc.).

3. Congress should legislate a 21st-century version of the Glass-Steagall
Act. The purpose of such an act should force financial institutions to be
either an ordinary bank lender creating loans for individual customers
in a private financial market, or an underwriter broker who can only
deal with instruments created and resold in a public financial market.

III. Policy to create a recovery in the real economy in 2009

In October 2008, many predicted a depressed housing market and a sig-
nificant recession for most of 2009 and probably 2010. There are a num-
ber of policy actions that can be taken to shorten the recession and
restore a growing economy.

Keynes recommended the “socialization of investment” to revive an
economy when private investment spending is insufficient to maintain
full employment. Socialization of investment does not mean that the
government should own the means of production. Rather Keynes sug-
gests that government should encourage investment in productive
activities and this need not “exclude all manner of compromises
and devices by which public authority will cooperate with private
initiative” (Keynes, 1936a, p. 179).

Thus when a new Presidential Administration takes office in January
2009, the government should develop investment policies for (1)
repairing the deteriorating infrastructure of roads, bridges, sanitation
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facilities, etc. in the US, (2) investing in alternative energy R&D, (3) tax
sharing with local and state municipalities, etc. The pre-existing con-
dition of a large national debt should not constrain the government
from creating an investment productive economy that creates a full
employment environment.

To stop the deterioration of the US housing market and to prevent
any further houses becoming vacant due to foreclosure, another Home
Owners Loan Corporation (HOLC) (similar to the one created in the
Roosevelt Administration) is needed. The HOLC would buy up mort-
gages (at a discount) and renegotiate new mortgages with home owner/
occupiers at monthly payments they can afford possibly (a) by length-
ening the life of the mortgage perhaps to 40 years, (b) by reducing prin-
ciple, and (c) by lowering interest rates. If the home owner/occupier still
can not make monthly payment requirements on a renegotiated mort-
gage, the HOLC should rent the house on a month to month lease to
the occupier at a rent he/she can afford until it can be sold for at least
the value of the mortgage that the taxpayers bought out (details for this
proposal are spelled out in Davidson 2008a).

Finally, the new President should immediately convene an interna-
tional conference to create a new international financial architecture
similar to the IMCU plan developed in this volume. Only then can each
nation pursue full employment policies for its citizens without worrying
about contagion from foreign financial markets depressing their
national economy. The experience of the 2008 contagious collapse of
financial institutions around the world is sufficient evidence that reform
of the international payments system is urgently needed.
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Chapter 2

1.

2.

Skidelsky provides evidence that suggests that Keynes had a conscientious
objection propensity (1983, pp. 320-4).

Keynes, according to Skidelsky (1992, p. xxviii), longed to be a creative artist
but did not have the capacity to create works of art.

Chapter 4

1.

b

Joan Robinson designated this Neoclassical Synthesis “Bastard Keynesianism”
to warn readers that the resulting analytical system was a perversion of
Keynes’s own analytical framework.

At the same time there was a group of Keynes’s younger colleagues, the so
called “Cambridge Circus” that consisted of Richard Kahn, Piero Sraffa, Joan
Robinson, Austin Robinson, and James Meade, who began regular meetings
after the publication of Keynes’s Treatise of Money. The circus engaged in
informal discussions of Keynes’s theoretical ideas. Although the members of
the circus have since claimed to have been influential in Keynes’s develop-
ment of his General Theory, his biographer, Robert Skidelsky, indicates that
the “circus seems to have played relatively minor part in the development of
The General Theory” (Skidelsky 1992, p. 447).

See chapter 12 for a further discussion of this “ignoratio elenchi”.

Especially Nobel Prizes in economics.

A religious person who accepts as a fundamental truth the Bible’s story of
creation where a Divine Being created humans and all the animals in six days
must reject any “scientific” evolutionary evidence that purports to demon-
strate that humans evolved from lower life forms over millions of years.
Similarly, a true believer in the axiomatic foundations of classical theory will
deny that money can be shown to be ultimately nonneutral in the long run.
This is not to deny that some members of the “New Keynesian” school and
even some Old Classical school Monetarists accept the notion that money
may be nonneutral in the short run, because of some “temporary” supply-
side failure of the free market. Nevertheless, all mainstream economists
believe in the long run that money is neutral.

After reading my paper on the fallacy of rational expectations, Hicks wrote
to me in a letter dated February 12, 1982, “I have just been reading your RE
[rational expectations] paper. ... I do like it very much. ... You have now
rationalized my suspicions, and shown me that I missed a chance of labeling
my own point of view as nonergodic. One needs a name like that to ram a
point home”.

Keynes argued that Tinbergen’s econometric analysis was not applicable to
the economic system because economic data are not homogeneous through
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time. The nonhomogeneity of data is a sufficient, but not a necessary
condition, for a nonergodic process.

Nobel Prize winner Paul Samuelson (1969, pp. 184-5) argued that invoking
the ergodic axiom was the only way to make economics a “hard science”.
As we will explain in the following chapters, Lucas’s 1981 and Samuelson’s
(1969) claim to having the only “scientific” methodology is based on the con-
flating of the axiom of ergodicity with scientific methodology. This claim, how-
ever, is not correct. Modern physics as well as other “hard sciences” have, in
recent years, recognized that some processes that they deal with are nonergodic.
The question of economics as a nonergodic science is discussed in later chap-
ters of this volume (also see Davidson, 1982-3).

Chapter 5

1.

This sticky interest rate argument is called the “liquidity trap” where at some
low, but positive, rate of interest the demand to hold money for speculative
purposes is assumed to be perfectly elastic (i.e., horizontal). After World War
II, econometric investigations could find no evidence of a liquidity trap. Had
mainstream economists read the General Theory, however, they would have
known that on page 202 Keynes specifies the speculative demand for money
as a rectangular hyperbola — a mathematical function that never has a
perfectly elastic segment. Moreover, eyeball empiricism led Keynes (1936a,
p. 207) to indicate that he knew of no historical example where the liquid-
ity preference function became “virtually absolute”, i.e., perfectly elastic. In
sum, both from a theoretical and an empirical view, Keynes denied the exis-
tence of a liquidity trap.

For the derivation of the aggregate supply and demand curves, and the point
of effective demand, see the Appendix to chapter 6 infra.

In an intertemporal setting with gross substitutability over time, agents plan
to spend a lifetime’s income on the products of industry over their life cycle.
Thus, the long-run tendency of classical life-cycle theories is that income earn-
ers will spend all their income earned on the products of industry. A minute
before his/her death, a rational utility maximizing income earner would
spend the last penny of income earned sometime during his/her life cycle.
In economist jargon, in a classical theoretical world, at least in the long run,
all earned income is spent on the products of industry.

The negligible production elasticity applies to those economies that adopt a
commodity form of money. The commodity chosen will be one where even
if the demand for the commodity increases, additional production of the
commodity will be difficult if not impossible. For example, Keynes (1930, 2,
p. 259) suggested that the commodity “Gold is, and always has been, an
extraordinary scarce commodity. A modern liner could convey across the
Atlantic in a single voyage all the gold which has been dredged or mined in
seven thousand years”.

A zero elasticity of substitution implies that the gross substitution axiom is
not universally applicable to all demand functions (i.e., specifically the
demand function for liquidity), and therefore, as Arrow and Hahn (1971,
p- 361) have demonstrated, in the absence of ubiquitous gross substitution
all existence proofs of general equilibrium are jeopardized.
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This may help explain the preponderance of mainstream economists (and
politicians who listen to them) for policies that promote current savings (in
the Keynes sense) over consumption.

Chapter 6

As our chapter 5 example of our vacation skier and hotel investor illustrated.
In his famous book The Affluent Society, Galbraith (1957) makes the important
point that economies should worry, not only about the level of employment,
but also whether the output of workers is directed toward improving the
social welfare; or merely providing more consumption goods that might actu-
ally degrade the environment.

If one could dichotomize government budgets into an operating budget and
a capital (investment) budget, Keynes tendency was to prefer that govern-
ment operating budgets always to be balanced while government capital
budgets run deficits when the economy is at less than full employment, and
surpluses when aggregate demand tends to exceed full-employment aggre-

gate supply.

Chapter 7

1.

Keynes (10364, p. 222) emphasized spot and forward markets in his discussion
of “The Essential Properties of Money”. Also see Keynes’s Treatise on Money
(1930, vol. 1, p. 282 and vol. 2, pp. 127-9).

Keynes (1933b, p. 88) defined consumption goods as finished “when they
are ready for sale to the consumer, or to a Capitalist for the purpose of hold-
ing them in stock for speculation [for later sale on a spot market]” while
capital goods are “finished” when they are ready for use by consumers as
consumption-capital (e.g., houses) or by producers as instrumental capital.
There is never involuntary unemployment of slaves.

Fixed money forward contracts are an essential aspect of all production
processes organized by entrepreneurs. As Arrow and Hahn (1971, pp. 356-7)
have demonstrated that classical theory is not applicable to systems using
money contracts and that if “a serious monetary theory’ is to be developed,
the importance of money contracts must be explained. Accordingly, it should
be obvious that classical theory, despite its popularity among mainstream New
Classical and New Keynesian economists alike, is not a useful tool for resolv-
ing the real economic problems that our entrepreneurial, contract-oriented
system faces, nor does it provide a serious theory of money.

. Or in some cases when intervention cannot minimize market-price move-

ments, the market maker may shut down the market so that no transactions
can take place until the market maker can organize enough resources to
stabilize the price in a reopened market. During the period when the market
is shut down, the asset has lost its liquidity property.

Since A. A. Berle and G. C. Means (1932), applied economists have recognized
this separation of ownership from control as an important problem for
developed capitalist economies. Since classical theory does not make the dis-
tinction between time preference and liquidity preference, it is not surprising
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10.

11.

12.
13.

14.

that mainstream economic theorists have proved to be of little guidance on
this ownership versus management problem. Recent scandals involving
corporate executives increasing their wealth at the expense of stock holders
(e.g., Enron) is an obvious result of this separation of ownership and man-
agement problem.

. As long as some income earners save in the form of liquid assets, then, in

order to achieve full employment, there must be others who will spend
sufficiently to offset the propensity to save at full employment.

. In July 1963, the United States introduced the Interest Equalization Tax (IET)

on purchases by residents of foreign countries’ (other than Canadian resi-
dents), fixed-rate securities. The tax rate varied from zero to 150 basis points,
depending on maturity date of the foreign country’s security. In August 1971,
dollar convertibility was suspended, and in 1973, Nixon closed the gold
window. In 1974, the IET was formally abolished.

. The huge growth rate recorded for developing nations since 1998 has been

strongly influenced by the opening up of China and other nations of south-
east Asia to world trade, plus an explicit Chinese government policy of strictly
limiting population growth.

Only in the nonergodic world that is our entrepreneurial economic system
is it sensible to organize complex and lengthy production and exchange
processes via the use of nominal contracts (Davidson, 1994) in order to give
entrepreneurs some control of cash flows over an otherwise uncertain future.
In such a world, the primary function of organized financial markets is to
provide liquidity by permitting the resale of assets in an orderly market.
Only secondarily do modern “super-efficient” financial markets affect the
allocation of new capital amongst industries and to the extent these markets
apportion capital, this distribution is not predetermined by some long-run
immutable real economic fundamentals.

Samuelson (1969, pp. 104-5) and Lucas and Sargent (1981, p. xii) have made
the assumption of the ergodic axiom and therefore a predetermined reality
a necessary condition for scientific methodology in economics. Walras 1874
and Debreu 1959 required either a full set of spot and forward markets for
every commodity for every date in the future from today to eternity or, in a
stochastic (probability) setting, a full set of probabilistic conditional markets
to determine all future outcomes.

Subject to various states of the world.

Axiomatic general equilibrium theories that are presented in a non-stochastic
format normally impose on the economic processes the properties of a con-
servative system. The intrinsic stability of such conservative systems is linked
with the theory of ergodic processes by Liouville’s Theorem (See Wikipedia,
the free encyclopedia, Internet).

Proper classification can be, at least, conceptually discovered. A priori all
observations should be lumped into the same class as long as the only dif-
ference in the value of each observation can be attributed solely to experi-
mental error. When the difference in magnitudes among observations can be
attributed to a systematic difference either a priori or by a statistical analysis
of variance, then separate classes must be set up for observations that are
“known” to be due to systematic differences. A truly unique occurrence, i.e.,
the only conceptually possible occupancy in a class, can occur only if the
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analyst knows the entire universe of outcomes and therefore can dogmatically
state that this observation is systematically different from all other possible
conceivable observations obtainable from an infinity of realizations. For
Knight, however, unique events are associated with “partial knowledge” of the
universe, and consequently, the analyst can never know when an occurrence
is unique.

Does the butterfly have free will to decide if, and when, to flutter its wings
or is that also determined by some immutable nature law?

See O’Driscoll and Rizzo (1985, pp. 38-40) for a description of a “vague
Darwinian process” operating in a free market economy.

Savage (1954, pp. 83-4) admits that he finds “it difficult to say with any
completeness how such isolated situations are actually arrived at and justi-
fied” and he suggests, “tongue in cheek ... that the fact that what are often
thought of as consequences ... in isolated decision situations are in reality
highly uncertain. ... I therefore suggest that we must expect acts with actu-
ally highly uncertain consequences to play the role of sure consequences in
typical isolated decision situations” where EUT is applicable.

It is here that Shackle’s concept of the crucial experiment is relevant. For
Shackle, an agent engages in a crucial decision when “the person concerned
cannot exclude from his mind the possibility that the very act of performing
the experiment may destroy forever the circumstances in which” the choice
was made (Shackle, 1955, p. 6).

Cass and Shell (1983, p. 194) state that they “adopt the strong version of the
rational expectations hypothesis: Consumers share the same beliefs about
sunspot activity. This allows the interpretation that subjective probabilities
are equal to objective probabilities”. I would have thought that the relevant
objective probabilities involved the random variables depending on the
unchanging economic (deep) parameters regarding tastes, endowments and
production possibilities of the immutable external economic reality — what Cass
and Shell (1983, p. 196) call the “basic parameters defining an economy”,
and not the objective probability of sunspot activity.

A “shock” is defined as an exogenous force. If the shocked system has a ten-
dency to return to its predetermined equilibrium position (or rate of growth),
then the system is immutable.

Blanchard (1990, p. 828) states, “All the models we have seen impose long-
run neutrality of money as a maintained assumption. This is very much a
matter of faith, based on theoretical considerations, rather than on empiri-
cal evidence”.

If important decisions regarding the accumulation of wealth, the possession
of liquidity, the commitment to a production process with significant set-up
costs and gestation period, etc., are crucial, then the future “waits, not for its
contents to be discovered, but for that content to be originated” (Shackle,
1980, p. 102).

An error-learning model implies that there are ergodic objective probability
distributions, and that as we make errors in our subjective probabilities, we
learn how to zero in on the objective probability function.

Any economic choice which once undertaken cannot be undone without
significant (income or capital) costs must mean that the initial circum-
stances in all its relevant attributes cannot be replicated. Crucial decisions
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involve such costly actions which alter current probability structures, if they
exist at all, in unpredictable ways; hence the ordering axiom is violated and
no probability function can be defined. Rational expectations equilibrium
models, on the other hand, presume given and unchanging subjective prob-
ability distributions. These models can be a useful analytical tool for study-
ing noncrucial decision making involving small (i.e., almost costless)
differences in outcomes, for then choice can be easily replicated, e.g., the
choice of whether to purchase a winesap or a delicious apple, based on
rational expected utilities. In the view of Keynes, Shackle and the Post
Keynesians, it is very doubtful that choices between expensive and far-
reaching commitments (e.g., at the microlevel the purchase of durables
which cannot be resold without significant costs, or at the macrolevel choices
between public policies) can be represented by such probabilistic analogies.

25. See Lesourne, The Economics of Order and Disorder (1992).

Chapter 8

1.

For example, to stimulate United States exports in 1977, President Carters
Administration’s attempted to “talk down the dollar”. In the spring of 1993,
Secretary of the Treasury Bentsen tried to talk up the yen. In 2005, Secretary
of the Treasury John Snow tried to induce China to appreciate its exchange
rate to help the United States reduce its dependence on imports from China
while increasing American exports to China.

In the 1980s, mainstream economists waxed enthusiastically about the
export-led economic miracles of Japan, Germany, and the Pacific Rim Newly
Industrialized Countries (NICS) without noting that these miraculous per-
formances were at the expense of the rest of the world.

In chapter 10, a proposal for an international clearing union for the 21st
century that incorporates this vital proviso will be discussed.

Chapter 9

1. A freely flexible exchange rate requires a free market unfettered by govern-

ment intervention to determine the purchase price of a foreign currency in
terms of the domestic money.

. Professor Harry Johnson once declared (in The Times of London, December 9,

1968) “the basic argument for floating exchange rates is so simple that most
people have considerable difficulty in understanding it ... a floating
exchange rate would save a country from having to reverse its full employ-
ment policies because they lead to inflation and deficit”.

. Classical economists do not conceive of “flight capital” as an economic prob-

lem. Indeed naive classicists claim that those with wealth have the right in
any circumstance to choose when and where they move their reserves inde-
pendent of the damage such moves may inflict on the national and interna-
tional economy. But all the rights of the individual always are, and should be,
constrained by the potential impacts on society that the exercise of these
rights can have in particular circumstances. For example, no one would
defend someone shouting “Fire” in a crowded auditorium as indisputably
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protected under an individual’s right of free speech. In many circumstances,
flight capital can cause more damage then yelling fire in an auditorium.
Assuming transportation costs do not completely offset the lower labor costs
per unit.

Since 2003, the Iraqi war plus the Bush Administration tax cuts have created
a close to full employment economy for the United States so that the impact
on living standards has been muted as unemployment rates are low even
though real wages per worker have hardly increased in recent years. More
and more working class families have required two or more employed work-
ers to maintain the real income of the family.

Since 1982, the United States has been running an unfavorable balance of
trade (see table 9.1 infra).

If instead the price elasticity of imports was 0.6, while the price elasticity of
exports was 0.5, then the monetary value of imports would fall by 6 per cent —
a greater amount than the value of exports — and the trade deficit in monetary
terms would diminish.

Testimony of Professor Paul Davidson, Joint Economic Committee, September
18, 1985.

The current account is defined as the sum of (exports minus imports) plus net
investment income plus unilateral transfer payments. Net investment income
is income received by United States residents from production abroad minus
income payments to foreigners from production occurring in the United
States. A unilateral transfer payment is a payment made from a person (or gov-
ernment) of country A to another person (or government) of another country
without any offsetting sales of goods, services, or assets.

In a letter to dated 5 December 1941 (UK Public Office Document 7247/116),
Keynes explicitly noticed this problem when he wrote: “If therefore we take
into account the terms of trade effects there is an optimum level of exchange
[rate] such that any movement either way would cause a deterioration in
the country’s merchandise [trade] balance”.

Chapter 10

1.

The “scarce currency” clause of the Bretton Woods Agreement would permit
European nations to discriminate against American imports. But this would
not resolve the problem since there was no other major source of the goods
necessary to feed and rebuild Europe.

Only in the small recessions of 1949 and 1957 did per capita GNP stop grow-
ing. But even during these brief periods, it never declined.

Figures obtained from Statistical Abstract of the United States, 1959, United
States Bureau of Census, Washington (1959, p. 870).

Williamson (1987) recognizes that when balance of payments “disequilib-
rium is due purely to excess or deficient demand”, flexible exchange rates per
se cannot facilitate international payments adjustments.

This provides an added bonus by making tax-avoidance, profits from illegal
trade, and funding terrorist operations more difficult to conceal.
Correspondent banking will have to operate through the International
Clearing Agency, with each central bank regulating the international rela-
tions and operations of its domestic banking firms.
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Small scale smuggling of currency across borders, etc., can never be com-
pletely eliminated. But such movements are merely a flea on a dog’s back — a
minor, but not debilitating, irritation. If, however, most of the residents of a
nation hold and use (in violation of legal tender laws) a foreign currency for
domestic transactions and as a store of value, this is evidence of a lack of
confidence in the government and its monetary authority. Unless confidence
is restored, all attempts to restore economic prosperity will fail.

7. Mayer has argued that the 1997 East Asian currency contagion problem that
almost brought down the global financial system was due to the interbank
market that created the whirlpool of speculation. Mayer (1998. pp. 29-30)
has stated that what was needed was “a system for identifying ... and polic-
ing interbank lending” including banks’ contingent liabilities resulting from
dealing in derivatives. Echoing our nonergodic theme, Mayer (1998, p. 31)
declares “The mathematical models of price movements and covariance
underlying the construction of these [contingent] liabilities simply collapsed
as actual prices departed so far from ‘normal’ probabilities”.

8. Some may fear that if a surplus nation is close to the trigger point it could
short circuit the system by making loans to reduce its credit balance prior to
setting off the trigger. Since preventing unreasonable debt service obligations
is an important objective of this proposal, a mechanism which monitors and
can restrict such pretrigger lending activities may be required.

One possible way of eliminating this trigger avoidance lending loophole is as
follows: An initial agreement as to what constitutes sensible and flexible crite-
ria for judging when debt servicing burdens become unreasonable is estab-
lished. Given these criteria, the clearing union managers would have the
responsibility for preventing additional loans which push debt burdens beyond
reasonable servicing levels. In other words, loans that push debt burdens too
far, could not be cleared though the clearing union, i.e., the managers would
refuse to release the IMCUs for loan purposes from the surplus country’s
account. (I am indebted to Robert Blecker for suggesting this point.)

The managers would also be required to make periodic public reports on
the level of credits being accumulated by surplus nations and to indicate how
close these surpluses are to the trigger point. Such reports would provide an
informational edge for debtor nations permitting them to bargain more
successively regarding the terms of refinancing existing loans and/or new
loans. All loans would still have to meet the clearing union’s guidelines for
reasonableness.

I do not discount the difficulties involved in setting up and getting agree-
ment on criteria for establishing unreasonable debt service burdens. (For
some suggestions, however, see the second paragraph of provision #8.) In the
absence of cooperation and a spirit of goodwill that is necessary for the clear-
ing union to provide a mechanism assuring the economic prosperity of all
members, however, no progress can ever be made.

Moreover, as the international debt problem of African and Latin
American nations in the 1980s and 1990s clearly demonstrated, creditors
may ultimately have to forgive some debt when they previously encourage
excessive borrowings. Under the current system, however, debt forgiveness
is a last resort solution acceptable only after both debtor and creditor nations
suffer from faltering economic growth. Surely a more intelligent option is to
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develop an institutional arrangement which prevents excessive debt servicing
burdens from ever occurring.

Oversaving is defined as a nation persistently spending less on imports plus
direct equity foreign investment than the nation’s export earnings plus net
unilateral transfers.

Whatever “excessive” credit balances that are redistributed shall be appor-
tioned among the debtor nations (perhaps based on a formula which is
inversely related to each debtor’s per capita income and directly related to
the size of its international debt) to be used to reduce debit balances at the
clearing union.

The efficiency wage is related to the money wage divided by the average
product of labor; it is the unit labor cost modified by the profit mark-up in
domestic money terms of domestically produced GNP. At the preliminary
stage of this proposal, it would serve no useful purpose to decide whether the
domestic market basket should include both tradeable and nontradeable
goods and services. (With the growth of tourism more and more nontrade-
able goods become potentially tradeable.) I personally prefer the wider
concept of the domestic market basket, but it is not obvious that any essen-
tial principle is lost if a tradeable only concept is used, or if some nations use
the wider concept while others the narrower one.

This is equivalent to a negative income tax for poor fully employed families
within a nation. (See Davidson, 1987-8).

The actual program adopted for debt service reduction will depend on many
parameters including: the relative income and wealth of the debtor vis-a-vis
the creditor, the ability of the debtor to increase its per capita real income, etc.

Chapter 11

1.

2.
3.

Spot prices are equivalent to what the economist Alfred Marshall labeled
market period prices.

Forward prices are Marshall’s short-run flow-supply prices.

Reservation demand is the demand by current holders to hold their preexist-
ing producibles off the market in order to obtain a higher price in the future.
Such speculation can occur as long as expectations of future higher spot prices
exceed the costs of carrying these existing durables to the future date.

In 1942, as a companion to his suggested Clearing Union for international
payments, Keynes proposed a “Commod Control” international agency
charged with the stabilization of prices (in terms of bancors) of internation-
ally traded commodities by engaging in a buffer stock program. Keynes also
argued this would stabilize the income of commodity producers.

Chapter 12

1.

The particular proof that Keynes claimed was irrelevant was the classical
assertion that a fixed and unchanging downward sloping marginal product
curve of labor was the demand curve for labor and so that falling wages must
increase employment. In chapter 20 of The General Theory, Keynes specifi-
cally develops an “employment function” that is not the marginal product
of labor curve and does not assume that aggregate effective demand is fixed.
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What the marginal productivity of labor curve indicates is that if in response
to an expansion of aggregate effective demand, private sector entrepreneurs
hire more workers to produce an additional flow of output per period, then in
the face of diminishing returns (with no change in the degree of competition),
the rise in employment will be associated with a fall in the real wage rate. In
other words, the marginal product of labor curve is, for any given the level of
effective demand and employment, the real wage-determining curve. For a
complete analysis of this point see Davidson (1998, 2002).

2. To overthrow the axiom of gross substitution in an intertemporal context is
truly heretical. It changes the entire perspective as to what is meant by
“rational” or “optimal” savings, as to why people save or what they save. It
would deny the life-cycle hypothesis. Indeed, Danziger et al. (1982-3) have
shown that the facts regarding consumption spending by the elderly are
incompatible with the notion of intertemporal gross substitution of con-
sumption plans which underlie both life cycle models and overlap genera-
tion models currently so popular in mainstream macroeconomic theory.

3. Unfortunately, my prediction concerning the progress in macroeconomics
has come true.

4. This letter is available in the collection of my correspondence that is on
deposit at the Duke University Library Archives of economists’ correspon-
dence and writings.

5. Some economists, e.g., behavioral theorists and some post-Walrasians, have
tried to erect ad hoc models suggesting that agents may not always act with
the economic rationality of classical theory’s decision makers because often
the decision makers do not have the computational power to process suffi-
cient information about the future.

David Colander (2006, p. 2) notes that “Post Walrasians assume low-level
information processing capabilities and a poor information set”. Nevertheless,
underlying this post-Walrasian analytical approach is the belief that the “true
structure” governing the economic future is a Walrasian economic system (see
Mehrling, 2006, p. 78; Kirman, 2006, p. xx; Brock and Durlauf, 2006, p. 116).
Unfortunately, such theories have no unifying underlying general theory to
explain why such “irrational” behavior exists. Behavioral theorists cannot
explain why those who undertake non-rational behavior have not been made
extinct by a Darwinian struggle with those real-world decision makers who
take the time to act rationally or who, at least, make decisions that are con-
sistent with those they would make “as if” they knew the underlying
Walrasian system.

Had behavioral theorists adopted Keynes's General Theory as their basic
framework, irrational behavior can be explained as sensible if the economy is
a nonergodic system. Or as Hicks (1977, p. vii) succinctly put it, “One must
assume that the people in one’s models do not know what is going to happen,
and know that they do not know just what is going to happen”. In conditions
of true uncertainty, people often realize they just don’t have a clue as to what
rational behavior should be.
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Postscript

1. This postscript is related to my article, Davidson (2008b).

2. If the EMT is buttressed by the assumption of rational expectations, then
expectations about the long run assure that short-run market prices do not
get far out of line with their long-run “fundamentals” determined price.

3. The need for a revived Resolution Trust Company to help solve the financial
market crisis that was initiated with the sub prime mortgage problem was
emphasized in my earlier paper on “How to Solve the U.S. Housing and
Avoid a Recession: A Revised HOLC and RTC” (Davidson, 2008a).

4. Before the day’s auction begins, the investment banker will typically provide
“price talk” to their clients indicating a range of likely clearing rates for that
auction. This range is based on a number of factors including the issuer’s
credit rating, the last clearance rate for this and similar issues, general macro-
economic conditions, etc.

5. My proposed IMCU international payments system is a variant of the Keynes
Plan that was presented by Keynes at the Bretton Woods conference in 1944
and rejected by the United States.
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