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Paul Davidson is renowned as a defender of Keynes’s legacy against generations of what he regards as misguided neoclassical economists and what Joan Robinson once labelled bastard Keynesians. As Davidson (1972) has long made clear there is little to choose between them, particularly in their approach to monetary theory. In this book Davidson continues and sharpens his critique of what passes for conventional macroeconomics and monetary theory. His intention is to convince the intelligent layperson and the professional economist that mainstream macroeconomics is not applicable to the monetary economy in which we live.  To that end Davidson employs the revolutionary analysis in the General Theory as the vehicle to both concentrate his attack on mainstream macroeconomics (both the new Classical and New Keynesian) and to outline the basis for the way forward for both monetary-macroeconomics and a new international monetary order. The book is therefore not another biography of Keynes but an attempt to succinctly convey Keynes’s theoretical insights to a new generation of economists. On that score Davidson’s timing could hardly have been better as the failure of the International Monetary Fund has left the international monetary system in disarray just as the fall-out from the sub-prime crisis threatens the global economy with a re-run of the Great Depression. 
In this book Davidson masterfully leads the reader through a complex web of issues based on Keynes’s monetary analysis developed in the General Theory. He focuses specifically on the failure of Walrasian general equilibrium theory (the core of orthodox monetary theory and macroeconomics) and the consequence failure to understand the relationship between liquidity and markets (Walrasian monetary economics is seen to be an oxymoron), the need for a new international monetary order and an assessment of why Keynes’s theoretical revolution failed.  In a review of this length it is difficult to do justice to the richness and clarity of Davidson’s exposition so I will concentrate on adding some additional insights and suggested reading for those who wish to dig deeper into Davidson’s central thesis – the need to develop Keynes’s analytical insights into the properties on a monetary economy. Today, some despair at the irrelevance of conventional monetary theory so the time is ripe for such a reassessment. 

In terms of topics the book can be divided into three interdependent components. The first deals with the evolution of Keynes’s revolutionary monetary analysis and its relationship with old and new classical and Keynesian theory. Davidson provides a detailed but concise account of how Keynes’s principle of effective demand applies to a monetary economy and replaces Say’s Law and real analysis. On that score the interested reader should also consult Dudley Dillard’s (1948) wonderful little book. How different macroeconomics have been today if Dillard had acted as the guide to American Keynesians instead of Alvin Hansen’s (1953) Guide to Keynes, with its emphasis on the IS-LM interpretation.  That said there is also much in Hansen’s version that has been forgotten by new Keynesians. Davidson also contrasts Keynes’s monetary analysis with conventional monetary analysis based on the notions of neutral money and the ergodic axiom.  Both of these issues are fatal flaws in conventional monetary theory and policy but Davidson’s arguments have so far had little impact on the profession. Perhaps it is here that Davidson’s arguments can be strengthened by noting that the Walrasian general equilibrium system that lies at the core of much contemporary new Keynesian and classical monetary theory has no role for money at all. It is not just that money is neutral in these models - it is irrelevant. Davidson discusses these properties of Walrasian general equilibrium theory under the heading of the ‘gross substitution theorem’ and explains why such a theorem fails in a monetary economy. The ‘gross-substitution theorem’ rest on the assumption of a Walrasian auction and in such a world there is therefore no role for credit, banks or any issues relating to financial stability. Even worse, imposing a role for money in Walrasian general equilibrium models produces a bad case of conceptual dissonance as evidenced by the string of conceptual and logical puzzles it generates. For example, imposing a cash-in-advance constraint on an otherwise Walrasian general equilibrium model turns money into a friction! All this is now paraded without a blush in contemporary macroeconomics texts of which McCandless (2008, p. 184) is a recent example. 
Financial engineers and monetary ‘theorists’ who argued for ‘free’ and unregulated financial markets on the grounds of ‘efficiency’ would therefore benefit from a read of Davidson’s chapter 7 titled: The importance of money, contracts and liquid financial markets. The educated layperson will no doubt be shocked to discover that a majority of leading financial academics and monetary theorists have no grasp of the issued discussed by Davidson. On that score Willem Buiter (2008) recently noted that: “The profession entered the crisis equipped with a set of models that did not even permit the questions about market liquidity to be asked let alone answered.”  In similar vein it seems that many monetary and financial commentators have discovered the importance of money and liquidity for the reasons long promoted by Davidson and Minsky (1982). It came as a bit of surprise to me that Davidson never mentioned Minsky in this book. Nevertheless, Minsky is again in fashion as is evidenced by Buiter’s  (2008) observation that: “My personal view is that over the past 30 years, we have had rather too much Merton (1990) and too little Minsky (1982) in our thinking about the roles of money and finance in the business cycle.” 
Davidson has also consistently argued that the ergodic axiom does not apply to a monetary economy. Such an economy is characterised by uncertainty and not just risk. Risk is a special case of uncertainty so statistical analysis based on the ergodic axiom is likely to come spectacularly unstuck, particularly in a crisis.  The shock and awe of financial analysts faced with 25-standard deviation events for several days in a row during the current financial crisis should drive that message home. But if Davidson and Minsky have ultimately been vindicated, the lesson has come at a terrible cost.
For historians of thought Davidson provides additional insight into the long-running distinction between the economics of Keynes and Keynesian economics in the final chapter titled: Keynes’s Revolution: The Evidence Showing Who Killed Cock Robin. Here Davidson traces the failure of the theoretical Keynesian Revolution to get of the ground and points to the fundamental conceptual flaws that follow from attempts to map Keynes’s ideas into the Walrasian general equilibrium vision pioneered by Hicks and then Debreu. On the first point Davidson’s treatment provides a complementary view to that provided recently by Geoff Tily (2007) without the vast detail provided by Skidelsky (2003). On the second point Davidson is quite right to highlight that the Bourbaki philosophy of mathematics has had a devastating impact on economics over the past 70 years. For example, the great appeal of the Arrow-Debreu model is that both intertemporal trade and production is modelled as isomorphic with a-temporal trade under a time-0 auction that validates the ‘gross substitution theorem’. This appeals to the Bourbakian mindset but it empties the model of all of its relevance to monetary and macroeconomic theory. As Frank Hahn (and Arrow) continually explained, there is no role for money, credit, liquidity or banks in the Arrow-Debreu world but few new monetary economists have been listening – hence Buiter’s conclusion at the Jackson Hole conference in 2008. 
To conclude, Davidson has provided a masterful and concise account of what Keynes’s monetary analysis was all about and why that analysis remains relevant today. In the face of the most serious financial crisis since the Great Depression monetary theory theorists will be returning to Keynes’s insights and Davidson’s little book on John Maynard Keynes will provide an excellent starting point. 

Colin Rogers, School of Economics, University of Adelaide.
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