| sARsAmxE 243

T ngﬁmw JOURNAL

faneery it
 @mcondMICcS

£ 4

. Yol.B1/ February, 1§37
, Ho+10 1pe208-223,

¥y

T ll'H[IHI|IHl|IllI]HH]HH[HIIIIHIIHH]HHIHIl[HH]’II’I’I[IHIIIIH[llll]’llH]HH[llH 111 IlII]IHI[HH]HIIIHIIIH|IIIII||IIHllIH[IHIllHI[IIH[Hﬂ[TﬂIlml]ﬂll[ﬂll[ﬂﬂ[i’lﬂ L R Il

8 9 12 3 45 6 7 89 1%3456789'123

aduntundunTuntirdoodadodndoodndnnb bbbt et et teabmadeo$d bbb Tas e et dmdmdsadaadtmd ool




FARAKENXE 243

e VALY o DU s
QF

S i 8 | ECONONMICS

P

' ; BEBRUARY, 1937

& »

¢

£ s )
3 : :

|

i ANERATL THEORY OF EMPLOTIINN

.

.

g , STRBARY ' : : ; )
T. Comments on the four discussions in the previous

isﬁhe of points ¥n~the seneral Thedry, 209, .. Il

a .

h : : & fL - : :
Gartain definile p%lnts asn vhieh the writer diverges from

¥

previous theories, 212. — The theory of interest resta-

ted, 215+ - Uncertainties and ffuactuations of invest-
ment, ?1?,- III. Demand snd Sunply for output as a

whole Wei1f, . Tha output oft gapital Boods ang of

T &m mieh Gndehted $o the Zditors of the Quarterly

General Theory of Smployment, Interest end Money which

Lo 8

7

appeared in the issue Tor November, 1930. They 'contain
@

detailed criticisms, much of which I accept snd from
¥

nope’ to bensfit. There is mothing in Professor
Taussig's comment from which I disagrec. Mrs Leontief

isipipht, I think, in the distinction Le draws between
mvl g btituds and ‘that of the Morthodox" theawy to what .
Letoslle the "homogzencity postulate.”' I should have

.

thought, howavsr that thers wa
s 1t

n

abundant evifence
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i, osguiiglily, & parte of the
» » b}

rets of intorest, add not of ths "orthodox® thaory

PQUIGL ey $ussulE 04 o

Whore bo stetes (p. 183) that my thoeory must b rogarded - b
i v

"not as a refutation of a common~-sense account of ovonts

Yy

n terms of supply &nd dcmand TFor loanablo funds, but

a3 an alternative vorsion of i%,"™ I must ask, bofors 1
: : ’ [
agrosing, for at loest ons rcfaronec to whore this eomman- \

aonse account is to be found.
There romains thc most important of ths four commonts,
namely, Profassor Viner's. 1n rogerd to rnis criticiems

of my definition and Broatment of involuntary unomploymont,

I am ready to agroc thet this part of my book is

« I alrcedy focl mysclf in

=

pexrticularly opon to criticisn
8 . poeition teotmako improvements, and I hopo thet, whon
I 46 8c, Prqfessor Vinor will f~o0l mors contsnt, copoeially

as 1 do not think that thore is anything fundamontal

between us herc. In the casc of his-seeond ssction,

however, ontitled "Ths Proponsity to Hoard™ T am proparcd

i
ate kis points. Therc ars passages which sugzest

b
that Professor Viner is thinking too much in the morn

Temiliar teorms of the quentity of monoy actually hoerded,

and thet he ovorlooks tho smphasis I gc-k 1o place on the

¥

rato of intarest as being the inducemont not to Loard.

o1y facilitios for hoarding

o s -~ 3 e 2 Fu ~ - -
It is procisoly becausn tho
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La@ convrary, I am convincsd that the monctery thoorists

the wrong track.2 Azain, whon Professor Vinsr points

out that most pcovls invast thoir savings gt the bost '

s —

rete of intsérest thay ecan got snd asks for stotistics

¥y f to justify the importance I asttech to liquidity-preference,
Ld

i ‘E he 1g overlooking the point that it is the merzindl

(

st ; votonrtial hoardsr who hes to b satisficd by the reate of
YL interest, so a8 to bring the desiro for actual hoards
é within the narrow limits of the cash svailabls for
hoarding. Whon, e&s haopcns in a erisis, liquidity-
prefarences srec sharply raised, this shows itsolf not :
8o much in increessed heoards . for there is little,

if any, mor> cash which is hosrdeble than thorc was

=

’ before ... as in e sharp rise in the ratc of jatorest,

(¢
¢

ok

e

& 3

n

. ceurities €all in prico until those, who would

ey now like to =3t liquid if thsy could do so 2%t tho pravious
price, are persusded to give up the idea as baing no

R longer practicable on reasonablse termé.' A riss in the

rate rate of interest is a means slternative to an incresase

-of hoards for satisfying an increased liguidity-preferencs.

Nor is my argument affected by the sdmitted fact that
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gl different types of assets sati

agd in different dezrees. The mischief is done when the rote
,. 0f Interest corresponding to the degree of ligquidity of ]
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e ~iven ssset lends to o marketeapitalizetion of tost 1
ngzet which is less than its cost of production. .
There are other eriticisms alss which I sihould te :
ready to debate. But tho I might be able o justify ,
my own languzze, I am snxious not to be led, throusgkh
i.
doing so in toosmuch detail, to overlook the subsiantial
pointe which may, nevertheless, undarlis ths rsactions
which my trestment has produced in the minds of my Gr1BI0S
I am more atbached to the comparatively simple fundeamental
AS
B “ ¥ Y d

ldegs which underlie my theory than to the particular

forms in which I have embodied them, end I have no desire

D12 stage of the debate. If the sgimple basic ideas can
become femiliar snd accevntable, time end experience and
the collehoration of & number of minds will discover

. - 4
the best way of expressing them. I would, therefore,

prefer to occupy such further space, 8s the Bditor of

. 4 this Journal cen allow me, in trying to redxpress some of
these idees, than in detailed controversy which might

prove barren. 4nd I believe that I shall effect this
best, even tho this may seem 1o some as wlunging sftraizsht

off into the cantrovarsial mood from which I purport '

to seek escape, if I put what I have to say in thas

o —~ Y ol -y - ~ ~ L alel
shape of a discussion as to certain definile points
where I seen. o myself o, be most elsarly departine from

w«mw%@ SRR A e I e e B L RS i e T S S SRR R e e e v PN, i I
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principles of substitution, togethser with some discuseion

of the passage from one position of long-pericd equili-
brium t3 another. But he assumed, as Ricardo did, thet
the amsunis of the fasctors of production in use wcre
given and that the oroblem was to determine the ®wsy

in which they would be used end their relative rowards.
Edgeworth and Professar.Pigéu and other later and con-
temporary writers have ombroidered and improved this,
theory by considering how diffsrent peculisritics in the
shapes of the suvply funetions of ths factors of
production would saffect matters, what will happen in

conditions of wmonopoly and impsrfect competition

the like.. Sut these more recent writesws like their

predecessors wera still desling with & syster in
whieh the smount of the fecctors employced was given and

the other relevant fscts were known moré or less for
certain. This doss not mean thet they were dealing with
a systzsm in which nfcnbe was ruled ocut, or cven one in--
Which thé disappointment of expcoctation vas ruled out.

But at any given tims fscts end cxpectations were

oy SRR AR v S %‘hﬁ'é‘» B e T e 4
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uz prodaced.: But it requires, I sugzcst, considerexnlic 3
emendment if it is to be epplied to a wsrld in . which thke
accumulation of Wealté for an indefinitely postponed
future is an Important factor; and the greater the
proportionate part vlayed by such wealth-accumnlation the |
more essentisl does such amendment becone.

By‘"umcertaih" knowledge, lct me explain, I 4o not
mean merely to distinguish what is known for certain

fram what is only probeble. The game of roulette ie

prospcet of a Vietory hond being drawn. Or, egeih,

=
L@
u
v
P
b3)
et
[¢4]
e
et
(]
=
Q
&
b
(i
o
e
=
.
3
t)
(&

- I~ - - PR I TR - Ao il 3 e by " N - ‘3 ~ =¥
the progpest of v Burspsen war is unigerbtdin, ar the

price of cappér end the rate of interest twenty years

.

basis on which to form any calculable probability

o 38 F 17T
whatever. T

S

€ simply do net know. Navertheless, the

o

necessity for gction and for decision compels us as
practical men to do sur best to overlook this smwkwarad
fact and to behave exactly as we skould if we had behind i

us 8 good Benthamitse calculation of a series of prospective

i
{
{1
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su<fenly bBresks down. New fsars end bopes will, witiput ?

warning, take chzngs of humen ccocnduci. The forces of

disillusion may suddenly imposs a new conventiosnel f
bzsis of vaeluetion. All thesc pretty, polite technigues, |

mede for & well-panelled Board Room and 2 niecely reguleted

mariket, are liable to collapsse. A%b all times the vagste

penic fears and equelly vaguc and unreasoned hopes are

not reelly lulled, and lie but & 1little way below the surfeace.
Perhaps the reader foeels that this generel, pkilosonhical

disquisition’on the behavior of mankind is somewhat remote

from the economic theory under discussicn. .But I think

not. o this is how we behave in the narket place, the

theory wo 4devise in the study of hov we behave in the

narket nlace shpuld not itself submit to market-plece

idols. I accuse the classical economic theory of being

its

elf one of thesc pretty, polits teckniques vwhich

tries to desl witk the present by abstrecting Trom the

fact thet we xnow very 1little sbout the future.
I deresay thaet 2z classieal economist wuld readily

edmit this. But, even so, I think he Lhas overlooked the

"precise mature of the difference which his abstraction

n

mekes betwsen theory end practice, 2nd the charscter 1
of the falle@ics int> which he is 1likely ts be led.
This is partieularl: the cese in his treatment of

Noney =nd Interest, And our first stop nust be to glucidate

more clearly the functions of Money.
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W3 Pprinsipas

cting as =2 money of account it

<D

PuPEosesy 1 By

0

o

fecilitates cxchanges without its boing anecessarv that it
should ever itself ‘csme into the picture as a substantive
object. In this respect it is e convenicnee whick is
devoid of significenoé or real influencs. In the second
vlace, it is s store of Wéalth. So we are told, without
a smilé on the face. But in the ®World of the classical
economy, What en insene use to which %o put it! For it
is 2 recognized cheracteristic of moncy as a store of
wealth that it is barren; whereas practically overy other
Totnt of storing wealth yields some interest or nrofit.
Why should anyone outside a2 lunatic asylum WiSh to usc
money as & store of wealth?

Because, partly on recasonable and pertly on instinctive
grounds, our desire to hold Money as a store of wealth
1s & barometer of the degree of our distrust of our own
calculations end conventions ccncerning the future. Zven
tho this feeling about Money is itself conventicnal or
instinective, it operates, so to sneak, at 2 deeper level
of our motivation. It takes charge at the moments when
the higher, more precarious conventions have woeskened.
The possession of actual money 1lulls our disquistude;
and the premium which we require tc make us part with
money is the moasure.of the degrece of our disquietudec.

g significance of this characteristic of money has

usually been overlookedj and in so far as it hes been

. s -
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noticed the essentiel nature of The phenomenou hes been
noticed, the essential nziture of the phenomenon has heen

Jisdescribed « For what heag attracted attention has been

the guantity 5f money which has been hoasrded; and

importence has been ettached to this bscause it has !
been supnosed to ha&e a direct nroportionate effsect on

the priece-level through affecting the veloecity of circulae=

.

tion. But'the guantity 27 hoards can only be altered
cither if the total quentvtity of monrey is ehanged or
if the quantity of currcnt money-income (I speak broedly)
id@ chenged; whereas fluctuations in the degrse S5 oanel e
dence are capable of heving guite s 2iffeorent offcet,
namely{ ir modifying not the amgunt that is actually
hoardeﬁ, bttt fhe gmount of the premium whick has to he
efferaod . to induce people rot to hoard. And changes in
the provensity to hoard, or in the state of liquidity-
preference 2s 1 have called it, primerily affgct, not
nhrices, bhut the rate of interesty any effeet sn prices
beinz nroducad by rspercussion as en aliimates conszquence
of & ehknange in'the rete of interest.

L E, exnpassed 1048 ey general‘way, is my thesory

of the rate of interest. The rate of interest ohviously
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messuras just gv the books .on ardtknetic say it does
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- Bhe vr@ganium which hes to be @ffered to induce neonie
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to 1nold their wealth in some form sther than hoarded monev..

The quentity of money and ths emount of it ronuired in

the ective-cireulstion # v the transsction of eurrent

~ 8@@5@03

<t : . ). .
Iicn : business (meinly depending on the level of moeney~incmme)

determineg how much is availsble for insetive belances,

.
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Syt

_N?E 1oty us proeegd to the pext §gtege of the argunent.
wealilh, who hag been induced .nst tp holid

is weeltn in the shape of hoarded money, still has two
elternatives between whieh to c¢hooss. He can lend Lis

mongy &t the eurren®t rate of Wohey~-ifitereet or He ten

purchase seme %Wind of capitel-assets ddariy iv edunildibriom
thesy tvio aliernatives nmust offer en egual adventase to .
the perginsl invespor ih each of them. This is brougkt

¥ kel 50 b& Shif4e in tia mane&-irices agf ecanltel ~asgsis

reigtive o the Tricog of moref<idoensys The Drices pf

al~agsct® wOve until, hevinz reggrd to their
g and aceopunt being taken of all those

ty, interested end disintercs-
ten  advicey fashiéﬁ, conventisn end what else you will

-

which @ffect thé wind of the invesitor, they affer

i
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equal abperent sdvantage to the marzinal . investor who

isiwavering between aone kind of ianvestment and anothsr. .
thep, is the first rapefcuSsion af  therste, of

intogest; a8 fixad by the quantity of money and thoe

progansiTe W hoerd, gangly, on-the prices OF sépital-
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assets. Thig does not mean, »>f course, that tho rata of 1
interest is the only Tluctueting influence on thasc g
prices. Opinions as to their prospective yield are f
tggmselvas subjeet to Shary flnetuzations, nrecisely %

Tor the roassn slreedy ziven, namely, the {1imsiness of

the basis or knowledge on which
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these opinions ftaken in conjnetisn with the rate of interest

which £ix dhaelr prica.

Now for stage threc. Capltal-sssets arc dapadble, in
generzl,’ 9f veing newly »roducad. The sezle on Thieh
they are prodtuced depends, of course, on the relation

between their eocsts of nroduction 2nd the prices which
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GFes b tegen 1n conjuneticn with

opinions ebdut thelr prosective weld raise the srieccs of

.=

eapritaldeeceotyy the wolune of lourrent investment (meaning

2 o Yo . T ) My I < 3 & 2
by this ghe velue of thes slthut Of newly nroduced erpitel-
£ + sl Y Y N 3 7 ~nan A e 5 = 4 AN N
essets) will Be inergased; while if, om the other hend, R
g RS
these influences woduce the priees of cepitsl-asscts,
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Giie, volwne of curpent dinvadinment gill,. be diniaishod.

FU 18 nodss hat the volume of investment,
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tige. . For it depsn@s on. %o sats of
future, meither of whieh reste on sn ajequats or sscura

foundation ——— oOn the propensity ® hoard =nd -n opinions
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of the Puture yield of capital-zssct

any ¥cagon ta suprese thet the fluctustisne in 3ne of
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ths othsr. When & mors pessimistic view is tzken sbout
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futore yields, that is no resson
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diminished p propensity to hoard. Indecd, the conditisns \
4 o A » B
which e@cPevete iho cne fzo4o: Beully ‘sre 1UkoY te
ggravats the otker., For the seme nircumetoncos whieh dlead

incrcasc tha wropensitv to hoard.  The oniy

- i S0
13530 &b uncertain dserses, If o Jagline in inv stment
ec 88, to a desliine in &s. e whole this ¥ result
Tor wore roasone thén ohe) in 2. radiuctiag aof the amount
oL Money roquired for the sadtive eireuiation, whick
111 ¥Yelessw o larger entity of monsy for e inactive

measure thc level of output as e wholes
This c“w”lc1es the first chanter of the argunent,

amgly, the 1debi i Y ofithe shale

fluctuate for eaaéons quite distinet (a) from those whick

determine the prorspsity of the individual to Beve out

£

T & given incomc and (b) from thoase physical conditions

7

of techniczl cenacity %5 2id nroductisn which
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usiualily
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bz2en supposed hitherto to be th
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chief inflncnce governing

the margzinal efficiency of cavita
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be justifiable to assupme that the ligquidity-pr

crve was bath stable snd very inelastie. In

RN e S i i o

g small decline in c¢oney-income would lsad to a2 lerge fall
ing the rate af intereét, prﬂbeb1y~sufficiant to raise outmut 1
and employmeprt to the full.’ In these conditions we

might regedpebly supnose. that the vhale of the available
résour 88 would normally be amplored; snd the conditions

rbqllred Wy bhe brthodox theory wbuld be . catisrficd.

3. Wken Professor Vincer cherges me vith agsigning %o
liguiditwprefevence "a grossly cxaggerated imrortance,®
he must mean fh“t i exazzerate its instabhility end its elasti-
city. But if he is risght, s smell decline in monev-income
wWould lead, es stated abave, t® e large fall in the rate -f
interest. I claim thst experience indicstes the contrarv.

L3

Wy nex§ ifferehcs from the traditionsl theory

coneerng 1ts apperest convietion that thsre is 2o nocessity
DAWCrE #ut oithliEory ©f the dematid and sdpply of puthub

g6 8 whele. W1l a filuetuation ip investment, srising for
the reasons " just descrived, have any effect on the demand <

&)

for output gs a whole, and conseguently on the scale of
output and emplovment? What answer csn the traditional
theory make to t:ié guestion? I balisve that 1% mekes no
answer at ally never hav

thoughty the theory of effective dex ';3, thet is ‘the
demand for output as s whole, having been entirsly

neglected for more then s hundrcd ycars.
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gt ol A * »Yy their producihg for consumption. Tha amount that is
ey i eonsume? depends on the amount of income thus made un.

Agl S i Hencs the aomount of consumption-zoods whink it will vay
toceh E'11 ontrepreneurs to produce 1ep9m‘s oir the ewount of invest-

e G \ uent-goods whieh trey are producine, if, for exzample,

08 the publio erv 1n thy kabit of spunding nine-tonths of thair

vl ; income or CORS UMD v A8 - 00, W f;l?cng L% "t 1i7 entreprencurs

e
E

561 4 ' werc to produce consumption-goods et » cost more than
Y o nine times the cast of ths investment-goods they are

gt : produeing, some part of sheir output cauld not be 2012 &t

-

a rricg which would cowor its cost of wroduction. For

<
e

the consumvition-goods on the gaklcetr Tould heve oost
e ; more then nins~{tinothe o7 the agoregats inceme of the
E e rublic and wonld ther :forc be in excess of trs domand for

HETHS X eonsumption-goods, whi~l by rypothesics is only the ninc-

8 A 3 tenths. Thus sdptrepranczurs will maks g loss until they

BT contract thelr output of concumption-gpods down to an .amount
faa &t which it no longer erxczods nine timese their eurront AQutpns

3 4

o investment coods.

R ne Termle 45 oty of coursé, gquite s@ gimple asin this
X ¥

wF S illustrebion. The proporticn of their ircomos which tho

i public pill chose W consume will not ba 2 constant one,

30 e Ty andin the most zeneral cesc ther factors are aléo relevant.
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releting the output of consumption-goods whioh it pays
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and emplévnent are g llable, o fludongld. L
o Loyt ok % e i e 1 4 4 o 2 - §
not offer a ready-mede roemedy &s to how Lo avald

tione and to meintain ocutput at a steady optinum level,

-

td
&
oo
'._l
g
e
U
o}
s
@]
S
QD
=
}——l
<
(65}
3
@D
0

it explai~s why, in any given circumstances, employment is

what it is. Naturally I em interssted not only in the diay

osig, but also in the cure; and many pages of my book aro
devoted to the latter. But I consider that my sugpgestions
<+

for a cure, which, avowedly, arc not worked out comp

are on a different plane from ths JIisgnosis. They are

&

‘not meant to be definitive; they are suvject to all sorts

of special assumptions and are ncecessaryly relsted to the

particular conditions of the time. 3ut my wain reasons

\

for departinge from the braditional theory go much Jecper

thila,

sral charactely and are
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of the future of a kind quite ﬁiff@rant»from that whieh we

king, a Theory of Imploymeht because
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Hiy ofiaphaldiring hhe

3 c - s S . i) T o e RS P ~ o o . —
the marginel efficiency of dapital Jepands ah tog pirdfe o

- ‘
g LA = ok 3 4 o~ ) Y o .
capital-assets; and since this price deterninss the rafe o

.

new investment, it is consistent in equilibriun with only

wn

228

one ziven level of money-incomo. LoUS the mazginel
efficieney of capital is not determined, unltss Wy 4 el
of money-income is ziven. In = system in which the level of

" 4 4 ; 4 | e
money-income is cspable of fiuctusting, we 2rthoddx thery
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is one e¢dquation 15
Undoubtedly the reason why the criliodox systed kas Tailed

Yo disBover this discrepsney i8 bPeocsuss it had elyays fsrciitly

#
assumed that inecome ig ziven, nemely, et the leval gl aghonds
ing to the %ployment of @ll the gvailg ble resources. {n
other words it is that the monetary volicy

5’ .

1
iciglich as T4 mainit@in dhc intprest 4t izt devel
which is comp§iible Wi full enployments It is, thereiore,
incapable of ddalinz With the gereal case| whore cmplpyront is

liable to

instgad of th¢ marginkl efficiency

of eapital ceterwmiring the rate ef interesd, it i trper

{tno met 2 full statement of the case) to say that it is the

marginal efficiency

}
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(2) Thg_arthoﬂoz theory would dy now hava disen‘
tha ebhove defect, if it kel not iznorced the nesd for a thoﬁry
of the surply m A demgné of ohtput as - whole. I doubt {
ar many'madern economists really accspt Sty's Law that supply
creates ite svm demand. 'But thay have not heen =ware that
they wore tecitly assuming it, Thus theé psSychoaloziesl law
underlying the Multipnlier has oscepef natices It hes nct
becn obsereed that the amount of coasurnption-gsods which
it peys entreprencurs to pro@uce is 2 funekibn °f the amﬁunt

1

of investment~goods which 1 Lars thon 0 Prdducc. BE

R gy

cx;lgnntij; is tothe Found, T suppose, in the tacit assumption
é f that wvery individual spends the whole of hié income either
on consumption or on buying, directly or‘ind%rsctly, newly
: ; produced capital goads. But, he:e'ﬁgain, vhiist ths older

gconomists cxpressly bvelieved this, 1 doubt If meny eontemporary

i

£74

.

ceonomists really do beligve i1, They huve discarddd these

-

older idees without Becoming sware of the canscquenees..

Jo i\qo K@ynes B

King's Collasze, Cambridsc
g ) b} .
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