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The principle of effective demand: the key to understanding the General Theory
I
Introduction

It is generally acknowledged that the General Theory is enigmatic. On the one hand Keynes’s claimed to be presenting a theoretical revolution. Yet on the other hand the majority of Keynes’s contemporaries immediately concluded that the General Theory was nothing more than a special case of the classical model. The majority of economists have followed Frank Knight’s (1937 [1983, p. 157]) advice to, ‘…simply ‘forget the revolution in economic theory and read the book [the General Theory] as a contribution to the theory of business oscillations’. 
But by abandoning Keynes’s revolution in economic theory, Keynesians have abandoned the theoretical foundations of macroeconomics - the study of the behavior of the economy as a whole - and along with it the ability to understand the rationale behind Keynes’s policy proposals. Keynesians, old and new, were shunted onto the wrong track when they followed Frank Knight’s advice. By taking this first wrong step Keynesians also paved the way for the repudiation of study of the economy as a whole if favor of a return to microeconomic analysis, the representative agent and equilibrium real (non-monetary) business cycle theory. Contemporary macroeconomics has more in common with Robertson (1934) than Keynes (1936).
Keynesians, old and new have a theory of the business cycle that rests on the assumption of nominal wage and or price rigidity to produce short-run unemployment. In the long run, flexibility of prices and the price level, through the real balance effect, would restore full employment-at least in theory. In practice this might take a long time. That was the view of old Keynesians
. It is still the view today. Consequently Keynesians embraced the idea that monetary and fiscal policy could speed up the process of adjustment and smooth out the business cycle.  But this line of reasoning generates many puzzles. 

In this chapter I briefly outline some of these Keynesian puzzles and explain why the principle of effective demand is the key to understanding both the theoretical claims presented in the General Theory and Keynes’s post-war policy proposals. The principle of effective demand is the essence of Keynes’s aggregate Marshallian monetary theory but Keynesians never adopted this analysis and are therefore unable to ‘see’ the principle of effective demand. 
The remainder of this paper proceeds as follows: Section II clarifies some Keynesian puzzles. Section III outlines the principle of effective demand and illustrates how it replaces Say’s Law in a monetary economy. It is also explained how Keynes’s concept of long-period equilibrium is consistent with his views on uncertainty and the role of expectations. Section IV considers the impact of wage and price flexibility on the point of effective demand. Section V outlines some of the implications of the principle of effective demand for the role monetary and fiscal policy in a monetary economy. Section VI concludes. 

II
Clarifying some Keynesian puzzles
It is well known that there are puzzles surrounding the relationship between the economics of Keynes and Keynesian economics and I will simply highlight and clarify a few here. The central point is that the General Theory is clearly NOT just another theory of business oscillations as claimed by Frank Knight. The General Theory contains a theory of the trade cycle as chapter 22 makes clear; but it is much more than that. It presents an analytical framework that explains a structural failure in a laissez faire monetary economy. To make that clear consider the following four points.
First, in the General Theory and after, Keynes explicitly states that he is talking about long period equilibrium and that equilibrium is not unique
. In Keynes’s opinion, in a laissez faire monetary economy, there is no market mechanism to ensure that the propensity to consume, the rate of interest and the marginal efficiency of capital should automatically achieve a configuration consistent with full employment. In preparing the General Theory, Keynes (CW, XXIX, 1979, p. 55) was explicit that his new analysis implied multiple long-period equilibria:

‘On my view, there is no unique long-period position of equilibrium equally valid regardless of the character of the policy of the monetary authority.’ 

Similarly, in the General Theory, when discussing the classical theory of interest Keynes (1936, p. 191) makes the point crystal clear.

‘Ricardo and his successors overlook the fact that even in the long period the volume of employment is not necessarily full but is capable of varying, and that to every banking policy there corresponds a different long-period level of employment; so there are a number of long-period equilibrium corresponding to different conceivable interest rate policies on the part of the monetary authority.’

Furthermore, Keynes (1936, p.204, emphasis added) was clear that the normal or ‘natural’ state of a laissez faire economy was likely to be one of unemployment caused by a rate of interest that was too high.
‘But it [the rate of interest] may fluctuate for decades about a level which is chronically too high for full employment…..’
For Keynes the advantages of money come with a macroeconomic coordination cost. 

Second, wage rigidity is NOT the cause of unemployment in the General Theory – that is the classical explanation. Keynes (1936, p.257) makes it clear that the rigid wage explanation of unemployment is classical theory.
‘For 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 rigidity, to lay on this rigidity the blame for maladjustment.’

Keynes then spends the rest of chapter 19 in the General Theory explaining why nominal wage flexibility would not usually restore full employment. It may succeed only under special circumstances. Contra Pigou,. Keynes (1936, p. 267) concludes
:

‘There is, therefore, no ground for the belief that a flexible wage policy is capable of maintaining a state of continuous full employment; - any more that for the belief that an open market monetary policy is capable, unaided, of achieving this result. The economic system cannot be made self-adjusting along these lines.’ 

Third, the variability of the marginal efficiency of capital was the major source of fluctuations and these fluctuations would be too great to be offset by flexibility in interest rates, wages or prices. For Keynes (1936, p. 313) it is fluctuations in the marginal efficiency of capital, often driven by ‘animal spirits’, that generates the business cycle: 
‘The trade cycle is best regarded, I think, as being occasioned by cyclical change in the marginal efficiency of capital…’

Thus, unlike most Keynesian analysis, it is not the interaction between sticky wages or prices and fluctuations in aggregate demand that generates the business cycle in the General Theory. 

Hence Keynes’s assessment of a laissez faire monetary economy is of an economy that inevitably fluctuates around a relatively stable growth path below its potential because the rate of interest is too high. In a laissez faire economy there is no automatic market mechanism that will produce equality between the marginal efficiency of capital and the rate of interest at full employment. The relationship between the rate of interest and the marginal efficiency of capital is the essence of the principle of effective demand because it is the rate of interest that sets the limit to the profitable production of capital goods. Clearly the General Theory is not primarily about the business cycle. It is a general theory of long period equilibrium, the growth path about which the economy fluctuates, and includes the classical outcome of the full employment equilibrium growth path as a special case.  This is the central message of the General Theory missed by those who took Knight’s advice. 

Fourth, what has also been overlooked is Keynes’s claim to have integrated monetary and value theory. Schumpeter (1954) clearly identified this dimension to Keynes’s General Theory in his distinction between Monetary and Real Analysis. But this distinction has all but been ignored by Keynesians. The General Theory employs Monetary Analysis while virtually all Keynes’s contemporaries and followers apply Real Analysis. This has meant that the radical theoretical innovation of the General Theory, the principle of effective demand, disappeared from sight. This occurs because the principle of effective demand does not apply in Real Analysis. Even those, like Leijonhufvud (1968, 1981) who stressed the distinction between Keynes and the Keynesians, and recognized Keynes’s Marshallian heritage, fell under the spell of Real Analysis and the Wicksell connection – the classical or loanable funds theory of the rate of interest
. By contrast, the General Theory offers the outline for Marshallian macroeconomics in the tradition of Schumpeter’s Monetary Analysis where it makes no sense to claim that money is neutral. 

III
The principle of effective demand

The following discussion draws on Rogers (1989 and 1997b). Put it its most general form, the principle of effective demand is the idea that in a laissez faire monetary economy, producers inevitably encounter a limit to the profitable expansion of output before full employment is reached. For Keynes, the behaviour of the rate of interest in a monetary economy is a key element in his analysis. In the General Theory, the rate of interest as the key independent variable, as it sets a limit to the profitable expansion of output by setting the standard that the marginal efficiency of a capital asset must achieve if it is to be newly produced. And, contra Say’s Law, increasing aggregate supply beyond the point of effective demand will produce losses as it drives demand prices below long-period supply prices. Attempts by firms to increase output beyond the point of effective demand will not create its own profitable aggregate demand as suggested by Say’s Law. The propensity to spend of less than unity plays its familiar role in producing a stable equilibrium
. 

The key to the principle of effective demand is the role of the rate of interest as an independent variable in the sense that there are no forces attracting the market rate of interest to the unique natural rate of interest as in Wicksell’s classical vision. Instead, the ‘natural’ rate that emerges in Keynes’s long-period equilibrium is not unique and is largely determined by the market or money rate of interest. The principle of effective demand therefore opens up the possibility of multiple long-period equilibria, as opposed to the unique equilibrium of classical theory. To repeat, for Keynes the rate of interest is a key independent variable that sets the standard which the marginal efficiency of capital must exceed to stimulate capital formation and sustain employment in a growing economy. There is no unique Wicksellian natural rate of interest in the General Theory contra Leijonhufvud (1968, 1981) and Kohn (1986)
. Essential to the principle of effective demand is the distinction between the rate of interest and the marginal efficiency of capital. At one point in preparation of the General Theory Keynes included both in his functions, Keynes (CW, 1973, XIII, p. 483).
Although Keynes is often accused of obscurity in the General Theory I find it difficult to fault the clarity of the message it conveys or the clarifications offered by Keynes in his post General Theory publications. A sample of quotes from those publications listed in the Collected Writings makes the point.

Keynes (CW, 1973, XIV, p. 103, emphasis added) commitment to what Schumpeter (1954) later labeled Monetary Analysis could hardly be more explicit
:

‘Put shortly the orthodox theory maintains that the forces which determine the common value of the marginal efficiency of various assets are independent of money, which has, so to speak, no autonomous influence, and that prices move until the marginal efficiency of money, i.e., the rate of interest, falls into line with the common value of the marginal efficiency of other assets as determined by other forces.  My theory, on the other hand, maintains that this is a special case and that over a wide range of possible cases almost the opposite is true, namely, that the marginal efficiency of money is determined by forces partly appropriate to itself, and that prices move until the marginal efficiency of other assets falls into line with the rate of interest.’
Here Keynes is clearly explaining that money is not neutral in his theory, and he has replaced the classical, Wicksellian, theory of interest (and Dennis Robertson’s (1934) loanable funds theory) with his own theory and that involves reversing the direction of causation between the rate of interest and the marginal efficiency of capital. He goes on to stress the latter point, Keynes (CW, XIV, 1973, p. 123):

‘Thus instead of the marginal efficiency of capital determining the rate of interest, it is truer (though not a full statement of the case) to say that it is the rate of interest which determines the marginal efficiency of capital.’
Hence the principle of effective demand is a property of Monetary Analysis and has three key elements: a propensity to consume less that unity, the marginal efficiency of capital and the rate of interest. Keynes (1936, p. 245, emphasis added) stresses the key role of the rate of interest in his restatement of the General Theory in chapter 18 where he clearly identifies the rate of interest as one of three key independent variables in his scheme
:

‘Our independent variables are, in the first instance, the propensity to consume, the schedule of the marginal efficiency of capital and the rate of interest, though as we have seen these are capable of further analysis.’ 

It is the relationship between the last two that is Keynes’s revolutionary theoretical proposal underpinning the principle of effective demand which he employs to explain why a laissez-faire monetary economy may fluctuate for decades about a level of economic activity that is too low for full employment. They key to this outcome is the high level of the rate of interest relative to an uncertain and potentially volatile marginal efficiency of capital. Keynes (1936, p. 204) sums up the situation as follows:

‘But it [the rate of interest] may fluctuate for decades about a level which is chronically too high for full employment; - particularly if it is the prevailing opinion that the rate of interest is self-adjusting so that the level established by convention is thought to be rooted in objective grounds much stronger than convention, the failure of employment to attain an optimum level being in no way associated in the minds of either the public or of the authority, with the prevalence of an inappropriate range of rates of interest.’
In the General Theory there are also numerous references to the implications of the principle of effective demand
. For example, Keynes (1936, p. 261) also gives a clear description of the point effective demand:

‘For if entrepreneurs offer employment on a scale which if they could sell their output at the expected price, would provide the public with incomes out of which they would save more than the amount of current investment, entrepreneurs are bound to make a loss equal to the difference; and this will be the case irrespective of the level of money wages.’
Thus if firms attempt to expand output beyond the point of effective demand they will incur losses (recall the Treatise). The behavior of the rate of interest is crucial because it sets the standard that the marginal efficiency of capital must reach if capital is to be newly produced, i.e. it determines the rate of investment, economic activity and employment. As Keynes (1936, p. 222) observes in the opening to chapter 17:

‘It seems then, that the rate of interest on money plays a peculiar part in setting a limit to the level of employment, since it sets a standard to which the marginal efficiency of a capital asset must attain to be newly produced.’

The liquidity preference theory of the rate of interest is therefore central to Keynes’s principle of effective demand. In short, it explains why, given inappropriate monetary and fiscal arrangements, the rate of interest may be too high to ensure full employment. In Marshallian terms, at the point of effective demand, demand prices have been driven to equality with long-period supply prices. A unilateral attempt by entrepreneurs to increase production, without an associated fall in the rate of interest or increase in the marginal efficiency of capital will result only in losses. Supply does not create its own demand in a monetary economy, contra Say’s Law.

Keynes (1936, p. 145) also points out that the marginal efficiency of capital depends on both technical factors and the prospective yield of capital assets. The marginal efficiency of capital is a forward-looking expectational variable.
‘The schedule of the marginal efficiency of capital is of fundamental importance because it is mainly through this factor (much more than through the rate of interest) that the expectation of the future influences the present.’
As suggested in Rogers (1989, chapter 9), the marginal efficiency of capital is a generalization of the concept of Wicksell’s natural rate to a monetary economy and incorporates a version of Wicksell’s concept of the natural rate. 

Finally, what is also of central importance is that Keynes realized that in a laissez faire monetary economy, the direction of causation between the market rate of interest and the marginal efficiency of capital ran predominantly from the market rate to the marginal efficiency of capital, contrary to what classical economists believed. As Kregel (1976) and Rogers (1989, 1997b) have suggested, in Keynes’s long-run equilibrium the marginal efficiency of capital adjusts to the rate of interest so the direction of causation of classical theory is reversed. There are many ‘natural’ rates of interest in the General Theory.

In the General Theory Keynes’s (1936, p. 242, emphasis added) drew attention to these key changes in his theory between the Treatise and the General Theory when he explained:

‘In my Treatise on Money I defined what purported to be a unique rate of interest which I labeled the natural rate of interest. ……I had, however overlooked the fact that in any given society there is, on this definition, a different natural rate of interest for each hypothetical level of employment.’ 

Furthermore, as pointed out in Rogers (1989, 1997b) several of Keynes’s contemporaries accurately described the properties of his analysis I have sketched above. For example, Joan Robinson (1947, 55-6, emphasis added) clearly understood where Keynes’s analysis of the Fundamental Equations in the Treatise was leading.

‘…it was only with disequilibrium positions that Mr. Keynes was consciously concerned when he wrote the Treatise – he failed to notice that he had incidentally evolved a new theory of the long-period analysis of output.’
In his assessment of the General Theory Harrod (1947, 69, emphasis added) correctly summarized Keynes’s intentions as follows
:

‘The theory of interest is, I think, the central point in his scheme. He departs from old orthodoxy in holding that the failure of the system to move to a position of full activity is not primarily due to friction, rigidity, immobility or to phenomena essentially connected with the trade cycle. If a certain level of interest is established, which is inconsistent with full activity, no flexibility or immobility in other parts of the system will get the system to move to full activity. But this wrong rate of interest, as we may call it, is not in itself a rigidity or inflexibility. It is natural, durable, and in certain sense, in a free system, inevitable.’ 

Of other post General Theory writers, Kregel (1976) and Meltzer (1988) also present clear statements of Keynes’s intentions. On the other hand, as discussed in Rogers (1997, a, b) it seems that too many mainstream Keynesian interpretations of effective demand have placed it in the context of short run Real Analysis thereby reducing the General Theory to another theory of the trade cycle. 

To sum up the argument so far, Keynes’s principle of effective demand replaces Say’s Law in a monetary economy. The key to the principle of effective demand is the replacement of the loanable funds theory by the liquidity preference theory. The latter is a theory in the tradition of Monetary Analysis with the key feature that the level of ‘the’ rate of interest cannot be determined independently of existing monetary and fiscal institutions. As suggested by Pasinetti (1974, p. 47), ‘the’ rate of interest is exogenous to the income generation process.  Once the rate of interest is ‘set’ the level of activity expands up to the point of effective demand, where demand prices equal long-period supply prices, and entrepreneurs earn normal profits in long-period equilibrium. The General Theory contains a model of the long-period equilibrium achieved by a laissez faire monetary economy.
Finally, the principle of effective demand is consistent with Keynes’s treatment of expectations and uncertainty. This is most obvious from his treatment of all three independent variables as psychological and expectational variables
. The latter characteristic is most apparent in the case of the marginal efficiency of capital as a forward-looking variable and the ‘bootstraps’ property of the rate of interest. The key variables that define the point of effective demand are variables that cannot be defined in purely real terms.

Shackle (1967, 247) summed it up best:

‘The interest rate in a monetary economy. This was the enigma that led Keynes to the nihilism of his final position. ….. The interest rate depends on expectations of its own future. It is expectational, subjective, psychic, and indeterminate. And so is the rest of the economic system. The stability, once doubted, is destroyed, and cascading disorder must intervene before the landslide grounds in a new fortuitous position. Such is the last phase of Keynesian economics. But Keynes showed governments how to prolong the suspension of doubt.’
There is simply no way in which the General Theory can be understood without reference to expectations and uncertainty as many have stressed. However, these features of his analysis are not inconsistent with his use of the concept of long-period equilibrium, as some have claimed (See Rogers 1989, p. 266-269). What this means is that although the theorist can conceive of a long-period equilibrium in a laissez faire economy, that equilibrium will have a ‘bootstraps’ or self-fulfilling prophecy property that once disturbed may result in a sub-optimal outcome.
 Here, Shackle’s notion of Keynesian Kaleidics and Kregel’s (1976) notion of ‘shifting equilibrium’ come into view. However, although there is an element of unpredictability when shifting between long-period equilibria it should be stressed that Keynes’s did not believe that the laissez faire economy was chronically unstable but that it was prone to oscillate around a sub-optimal level of activity. Also, as Shackle stressed, Keynes put forward policy proposals to harness the ‘animal spirits’ of entrepreneurs and quell the bearish tendencies of liquidity preference and thereby banish the nihilistic implications of Keynesian Kaleidics.

On the basis of the argument presented here we should certainly doubt Blinder’s (1988, p. 132) opinion that Keynes’s claim about the existence of long-period unemployment equilibrium is just loose talk. To assess Keynes’s theory in the context of Real Analysis is to miss the point entirely as the principle of effective demand has no role to play in that context. Real Analysis is the world of Say’s Law and long-run monetary neutrality. Unfortunately, this is the classical world embraced by many Keynesians. 

But to assess Keynes’s claims it is necessary to examine them in the context of his Monetary Analysis and the principle of effective demand. In that context the question to be answered is unsurprising: will deflation automatically produce a return to full employment? As Harrod stressed, Keynes argued that once long-period equilibrium was established by equality of the rate of interest and the marginal efficiency of capital, flexibility in the rest of the system would generally not shift it to automatically achieve full employment. What is the basis of this argument and is it overturned by the real balance effect?

IV 
The point of effective demand and flexibility of wages and prices

The following discussion builds on Rogers (1997a). Given that the point of effective demand depends on the three factors, the propensity to consume, the rate of interest and the marginal efficiency of capital, Keynes (1936, p.262) argues that it is only in terms of these three elements that it is possible to examine the consequences of wage and price flexibility on the point of effective demand. Also, he claims that the classical economists, without the principle of effective demand, have no way of analyzing the issue. Nevertheless, he concedes, Keynes (1936, p. 257), that a reduction in money wages and prices is capable under some circumstances of stimulating output as the classical economists claim but not for the theoretical reasons they give. This is probably the source of the view that Keynes simply offers an alternative analysis of the classical story. But that is not the case. What he argues is that there is no automatic market mechanism that will allow flexible wages, prices and market interest rates to guide the laissez faire economy into equilibrium at full employment determined, in his scheme, by a unique marginal efficiency of capital. The optimal configuration of the three determinants of the point of effective demand would, in a laissez faire monetary economy, be a matter of luck. Further, given the durability of his ‘bootstraps’ equilibrium it was possible for a laissez faire economy to languish for decades at a sub-optimal or less than full employment equilibrium. 

In chapter 19 of the General Theory Keynes examines the numerous ways in which falling wages and prices may act on the rate of interest and the marginal efficiency of capital and identifies several circumstances through which they may, in principle, shift the point of effective demand in a favorable direction. His general conclusion is that these circumstances do not apply in a laissez faire economy (but might be feasible in an economy with centralized wage fixing) and the flexibility of wages and prices may have a negative impact on the point of effective demand – the rate of interest may rise, if liquidity preference increases sufficiently relative to the increase in the real quantity of money and the marginal efficiency of capital may fall, if demand prices fall faster than supply prices, with the consequence that the real wage rises rather than falls. In particular see 
Keynes (1936, p. 264) and Meltzer (1988),
All this also presupposes that falling wages and prices can produce an orderly reassessment of the normal or durable rate of interest and normal long period supply prices that underpin the ‘bootstraps’ equilibrium in a monetary economy. In terms of Kregel’s (1976) terminology, what market mechanisms exist to guide the system to full employment equilibrium in the case of Keynes’s model of ‘shifting equilibrium’? If the state of long-term expectations begins to shift there is no market mechanism, no classical capital market outside of a corn economy, where the forces of productivity and thrift produce a unique natural rate of interest consistent with full employment. In Keynes’s Monetary Analysis his monetary equilibrium has a ‘self-fulfilling prophecy’ property, as outlined in Rogers (1996) and there is no market in which expectations can be coordinated (a missing markets type problem). If the ‘bootstraps’ equilibrium is disturbed, cascading disorder may result before a new equilibrium is established. Recall Shackle (1967). However, Keynes argued that the stability of the system was improved by inertia in expectations and the stickiness of money prices and wages. Stable wages and prices are desirable because excessive flexibility of the wage and price level is potentially destabilizing.

Thus at one level Keynes presents an argument against reliance on wage and price flexibility on the grounds that in a laissez faire economy, the impact on the point of effective demand is ambiguous. At another level he suggests that wage flexibility is potentially destabilizing and is not a mechanism to be relied on to shift between long-period equilibria. Furthermore, a flexible monetary policy was superior to a flexible wage policy but in any event a flexible monetary policy alone would be incapable, in a laissez faire economy, of stabilizing the system at full employment given the high degree of uncertainty and variability in the marginal efficiency of capital. A flexible wage policy is subject to the same limitations as a flexible money policy.

In all this Keynes does not explicitly consider, in the General Theory, what has become known as the real balance effect on consumption and this is the source of the claim that, as a matter of pure theory, Keynes failed to make his case for the persistence of long period unemployment equilibrium. But does this real balance effect make any difference? Was Keynes quite right to simply ignore it in the General Theory? 
 Consider the real balance analysis presented by Friedman (1976, pp. 319-322), who argues as follows. 

‘There always exists, with a fixed nominal quantity of money, a rate of price decline sufficiently great to reconcile at full employment the desires of producing enterprises to invest and of wealth-holders to save, no matter how stubborn both are.’
The argument is that increasing wealth from the rising purchasing power of cash balances will stimulate consumption spending directly and shift the consumption function until full employment is reached. In terms of Keynes’s scheme it is through the propensity to consume that Friedman’s real balance effect has its impact. But to shift the point of effective demand the increase in spending must induce entrepreneurs to increase employment. This they would do if the marginal efficiency of capital increased relative to the rate of interest. For this to happen, demand prices must lie above supply prices. In the case of deflation, demand prices must fall more slowly than supply prices – prices must be stickier than wages. Friedman’s analysis makes no such distinction and asserts only that a sufficiently rapid price decline will do the trick. But a rapid decline in demand prices, relative to supply prices, will depress the marginal efficiency of capital. And even if wages decline more rapidly than prices Friedman ignores the possibility that the income effect (or bankruptcy) will swamp the real balance effect. So even if the rate of interest declines, as a result of an increase in the real quantity of money (with the nominal quantity fixed by the monetary authority) there is no a priori reason why the point of effective demand should shift in a favorable direction as a result of a real balance effect. 

Another issue concerns the fixity of the money supply for, as Keynes (1936, p. 266) notes, if the quantity of money contracts when prices fall there is no leverage for the real balance effect. Some Post Keynesians, e.g., Moore (1988), use this argument to dismiss the real balance effect. But most argue that Keynes clearly assumed that the quantity of money was fixed. However, as Tily (2007) points out, Keynes consistently argued the case for managed money against the argument for fixing the quantity of money, as was the case with the gold or gold exchange standards. In other words, Keynes was against attempts to make the bank money system behave as if it were a commodity money system. Fixing the quantity of money leaves the rate of interest hostage to the liquidity preference of the public and the private banks. With no unique full employment natural rate to guide it, the market rate that results would inevitably be set too high to ensure full employment in a laissez faire economy. The liquidity preference of the public would interact with the ‘animal’ spirits of entrepreneurs to produce a point of effective demand that was consistent with full employment only by chance. Hence Keynes was an advocate of managed money where the latter meant that the authorities, both fiscal and monetary, operated to keep the structure of interest rates low (Keynes’s ‘cheap money’ policy) and immune from the whims of the liquidity preferences of the public and the private banks.

Control of ‘the’ interest rate was thus a key element in Keynes’s monetary policy which in turn means that for Keynes money is an inside money in which the central bank controls the bank rate and allows the money supply to adjust to demand. This does not mean that there is no way for monetary policy to influence macroeconomic performance. As the monopoly suppliers of clearing balances central banks can impose losses on the banks and this gives them effective control over short-term interest rates but perhaps only indirect control over long-rates, unless they are prepared to deal in longer dated securities (or the Treasury so acts in management of the national debt). In this context the important point is that although Keynes considers the case of a fixed money supply he would regard a policy that attempted to produce such a result as counter productive. For Keynes, bank money should be endogenous. In such a monetary economy there is no leverage for real balance effects a la Pigou or Friedman. Also, in such a monetary economy the elasticity of expectations, distributional, real debt burden and bankruptcy effects also come to dominate any purely logical real balance effects as Fisher (1930) realized and Keynes (1936, p. 264) acknowledged. All this was neatly summarized by Dimand (1991).
To sum up, Keynes’s presents theoretical arguments to explain why, in a laissez faire monetary economy, flexibility of wages and price cannot be relied on to shift the economy between long-period equilibria in an orderly fashion. Encouraging greater flexibility of wages and prices is a risky strategy because it may undermine the norms and conventions that sustain a long-period ‘bootstraps’ equilibrium. The consequence of such action is unpredictable. As a matter of policy his theory also suggests why it would be counter productive for the monetary authority to fix the quantity of money. Control of the interest rate is important for the implementation of low and stable interest rates as the contribution of monetary policy to sustaining a point of effective demand close to full employment. In such a world real balance effects have no leverage and monetary policy must complement the socialization of investment, which is intended to stabilize and increase the marginal efficiency of capital. 

V
Implications for modern macroeconomic policy

From Keynes’s perspective the last 70 years of macroeconomic policy is largely a vindication of the General Theory.  The principle of effective demand suggests that macroeconomic policy be directed to achieve several key objectives to sustain the point of effective at a level consistent with full employment. To obtain these objectives a structural change in the role of government is required.  The irony is that the structural change to the role of government has occurred but without an understanding of the theoretical analysis on which it is based. Academic Keynesians old and new, continue to base their analysis on the pre-General Theory Real Analysis of Pigou and Robertson. There is no sign of the principle of effective demand in new Keynesian theory. 
The principle of effective demand suggests what structural change is required to stabilize a laissez faire economy and what macroeconomic policy – monetary and fiscal - should aim to achieve. First, government needs to be in a position to increase the marginal efficiency of capital and reduce its variance. Second, monetary policy should aim to keep interest rates low relative to the marginal efficiency of capital until full employment has been achieved. To assist in the latter an international system of exchange rate management is needed so that domestic policy could be aimed at achieving full employment rather than held hostage to an overvalued exchange rate. 
In the absence of a unique natural rate of interest, macroeconomic policy requires a role for government to stabilize and raise entrepreneurs’ assessment of the expected ‘normal’ rate of return on capital. Keynes’s proposal for the ‘socialization’ of investment is a proposal to achieve this result and thereby stabilize aggregate demand and ‘crowd-in’ private sector investment. In other words, Keynes’s policy proposals are intended to shift the growth path of the economy closer to its full employment potential path. This would require a structural change to the role of government in the economy relative to its laissez faire state. Keynes (1936, p. 164) argues as follows:
‘I expect to see the State, which is in a position to calculate the marginal efficiency of capital goods on long views and on the basis of the general social advantage, taking an ever greater responsibility for directly organising investment.’
Kregel (1985) provides a comprehensive assessment of Keynes’s policy proposals along these lines and highlights how they differ from the deficit financing and fine-tuning often proposed by Keynesians. From this perspective, it could be argued that although imperfect, government implementation of economic policy in the post war period is a vindication of Keynes’s analysis. The last 70 years has seen the most dramatic ‘crowding-in’ of private sector investment in the history of the world economy yet Keynesians are happy to use a laissez-faire model that is self-adjusting to full employment in the long run. What is worse, many modern macroeconomic models have no role for money or government and therefore no basis for macroeconomic policy.
Like the role of fiscal policy Keynes also called for a structural change to the monetary system. In particular Keynes advocated managed money as opposed to the ‘automatic’ mechanism of the gold standard. Although somewhat enigmatic the following assessment from Chapter 17 of the General Theory (1936, p. 235) makes the point.

‘Unemployment develops, that is to say, because people want the moon; - men cannot be employed when the object they desire (i.e. money) is something which cannot be produced and the demand for which cannot be readily chocked off. There is no remedy but to persuade the public that green cheese is practically the same thing and to have a green cheese factory [i.e. a central bank] under public control.’
In other words paper money (green cheese) is to replace gold and the central bank should take responsibility for managing the monetary system and setting the level of interest rates. There is no natural rate of interest as claimed by the classical theory. Keynes (1936, p. 204) also argued that the normal rate of interest was determined by conventions and psychological factors that could be manipulated by the central bank. 

‘..the convention is not rooted in secure knowledge, it will not be always unduly resistant to a modest measure of persistence and consistency of purpose by the monetary authority.’

Today it is taken for granted that central banks manage the monetary system and that the cash or overnight rate is the instrument of monetary policy. See, for example DeLong (2000) and Romer (2000) but note that their theory remains rooted in Real Analysis.
Thus for both monetary and fiscal policy it could be argued that the structural policy changes advocated by Keynes have been implemented. However, it is equally apparent that the theoretical analysis from which those policies were derived has been rejected. 
VI
Concluding remarks

Looking back over the last 70 years it is an inescapable fact that the theoretical arm of the Keynesian Revolution never got off the ground. Immediately after the war the work of Hicks and Robertson reinstated the loanable funds theory of the rate of interest and the classical interpretation of the IS-LM model soon dominated the teaching of Keynesian economics. Real Analysis was reasserted and continues to rule to this day in various forms. The principle of effective demand, as a key insight of Keynes’s Monetary Analysis, finds no home in any form of Keynesian Real Analysis.

On the policy front, it could be argued that Keynes’s policy revolution has been an amazing success. Today the legacy of Keynes is that governments and central banks do act to manage the economy in a way that was unthinkable before the General Theory. In western democracies voters have come to expect that and punish governments who under-perform. Despite this dramatic change in the role and scope of government in economic management many academic economists continue to view the world through a model where the issues raised by Keynes are simply assumed away. Perhaps a true test of the view that the General Theory is nothing more than another theory of the business cycle, as Knight suggested, would be to advocate a return to the policy of laissez faire.  Political leaders sometimes threaten to implement such an experiment but the record speaks for itself. 
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Notes
�  For example, Tobin (1975, pp. 195-196) concluded: ‘[t]he predominant verdict of history is that, as a matter of pure theory, Keynes failed to make his case. The real issue is not the existence of a long-run equilibrium with unemployment, but the possibility of protracted unemployment which the natural adjustments of the market economy remedy slowly if at all……The phenomena he described are better regarded as disequilibrium dynamics.’ Patinkin’s (1965, 1976) disequilibrium interpretation of Keynes is also well known. 


� Uniqueness of equilibrium is a special case unattainable even by an aggregate version of the Arrow-Debreu model. See Kirman (1989).


� Keynes goes on to note that if the intention is for flexible wages and prices to reduce the rate of interest then a flexible wages policy is effectively placing monetary policy in the hands of the trade unions.


� Keynes accused the classical theory of logical error. In this respect, it is now recognized that Wicksell’s concept of the natural rate is restricted to the corn economy (Rogers 1989, chapter 2) and the sequence analysis of the loanable funds theory is flawed. (Bibow, 2001, 598) argues: ‘The loanable funds fallacy consists of the following fatal oversight: loanable funds theory completely overlooks the fact that-in one way or another-the firms facing the unexpected rise in thrift will be “in the loanable funds market” to cover their unexpected cash-flow shortfall. Indeed, what loanable funds theorists see as an additional supply of loanable funds is exactly matched in size, but possibly not in composition, by the additional demand for loanable funds due to distress borrowing –of one form or another-on the part of those having to cope with the unexpected rise in thrift’. The fundamental problem for loanable funds theorists is that they confuse saving with money. 


�  Bibow (2001, p. 603, fn1) suggests that the fundamental psychological law underpinning the consumption function in the General Theory provided the insight for  Keynes’s adoption of multiple stable equilibria as opposed to the Treatise analysis with either the unique equilibrium at full employment or the complete collapse of output in the banana republic parable. 


�  Rogers (1988) argues that Kohn (1986) does not apply Schumpeter’s definition of Monetary Analysis despite his reference to Schumpeter. Consequently he erroneously concludes that Monetary Analysis is incompatible with the equilibrium method.


� Earlier work on the monetary theory of production that was excluded from the published version of the General Theory also makes this clear, Keynes (CW, XXIX, 1979).


�  Traditional interpretations of Keynes put more weight on his following statement that sometimes the quantity of money as determined by the central bank and the liquidity preferences of the public can determine the rate of interest. That would indeed be the case if the central bank sought to restrict the quantity of money but that is a particular form of monetary policy and one that attempts to make a bank money system mimic the properties of commodity money; something that Keynes rejected on the grounds that it left the rate of interest to be determined by the liquidity preference of the public and the banks.


� Pasinetti (1997) notes that, despite the title to chapter 3, Keynes never explicitly set out what he meant by the principle of effective demand. Keynes seems to take it for granted that the reader knows what it is! I drew my insight into the principle of effective demand from Chick (1983).


� Harrod thought that Keynes was too controversial and persuaded him to tone down his critique of classical theory. 


� Keynes (CW, 1973, XIII, p. 441) included the state of long-term expectations in the investment and consumption functions in an early draft of the General Theory.


�  See Kregel (1976) and Rogers (1989, 1997b) for a discussion of Keynes’s application of the Marshallian method to the analysis of long-period equilibrium and expectations. As Keynes (1936, p. 245) explained in the General Theory, treating factors as given is not the same as assuming they are constant: ‘ This does not mean that we assume these factors to be constant; but merely that, in this place and context, we are not considering or taking into account the effects and consequences of changes in them.’ Here Keynes is simply applying Marshall’s method of treating ‘variables as constants’ and statics is part of dynamics.


� Bibow (2001, p. 607, fn 1) considers the real balance effect to be empirically irrelevant. Although true that does not address the theoretical question posed by the conventional interpretation of Keynes. 
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