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Abstract 

We first dE!IOOnstrate the ilTIportance of the doctrines of the 

quantity theor:y am the IOn:J-period stationary state in the fonnulation 

of Marshall' s, wicksell 's, am Keynes' pre-General 'lbeOly rnonetary 

theories. We analyze the anomalous events characterized by these 

writers as short-period Iilenomena. From the perspective built up 

arourrl the quantity equation am its long-period context, business 

cycles represent econamic colWolutions in which the behavioral 

medlanisms of the long-period break dCMn. We deroonstrate the 

theoretical breakdown; iIrportantly, it is not reflected in the work of 

these Wl:J. ters that they urrlerstood that their explanations of short­

pel:iod events undennined the long-pericxi theorizing they carefully 

huil t. Secord, it is argued that Keynes saw the General 'Iheory as a 

theor::r' of the short-pericxi in contrast te the long-perim rnonetary 

frameworks. We use the General 'Iheory's criticisms of classical 

lTOnetar:y theor:y te establish this point. 
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Résumé 

Nous déIOOntrons l'importance des doctrines de la théorie de 

quantité et de l'état stationnaire de largue période dans les théories 

rronétaires de Marshall, Wicksell, et Keynes avant la Théorie Générale. 

Nous analysons des événements anomaux que ces auteurs caractérisent 

c::ornne des rhénomènes de courte période. De la perspective de 

l'équation de quantité et de son contexte de longue période, les 

événements de courte période, comme les cycles d'affaires, 

représentent les circorrvolutions d'une économie où s'écroulent les 

mécanismes de corrportement de longue période. Nous démontrons cet 

écroulement théorique; principalement que ces auteurs ne montrent pas 

qu'ils aient compris que leurs explications des événements de courte 

période ont sapé celles qu'ils développent à propos des événeIœnts de 

longue périooe. Nous utilisons les critiques de Keynes sur la théorie 

rronétaire classique pour établir qu'il considérait la 'Ihéorie Générale 

conune une théorie de courte période par contraste avec les rrodèles 

rronétaires de longue période. 
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- Introduction 

Main 'Ihernes am Contributions 

'Ihis is a thesls on the history of econanic doctrine. It presents 

two sets of arguments. 'Ihe first set analyzes the theoretlcal 

stnlcture of "classical" lOOnetary theory. 'Ihe secoro set presents the 

General 'Iheory's critic,ue of "classical" IOOnetary theory am situates 

the General 'Iheo..ry's theoretical structure in contrast to that of 

"classical" lOOnetary theory' s. 

In the first set of argt.nnel1ts l dem:mstrate through extensive 

te>..tual references the importance of the doctrines of the quantity 

theory arrl of the long-period stationary state in the fonnulation of 

the pre-General 'IheQry lOOnetary theories of Marshall (1923), Wicksell. 

(1898), arrl Keynes (1930a&b). l then argue that the quantity theo1'Y 

of IOOney led these authors to adopt a long-period, stationary-state 

perspective at the core of their theoretical structure. 'Ihis 

contention is IOC>St clearly expressed in wicksell' s Intere5t am Priees, 

but is aIse, l argue, central to an understandincJ of Marshall' s Money, 

CrecUt, arrl Ccmmerce am Keynes' A Treatise on Money. 

l analyze, again through extensive textual reference, the 

ananalous events characterized by these writers as short-period 

phenanena: crises, trade cycles or business cycles. 'Ihese wri tings 

tem to locate the possibility of equilibritnn in a lOnJ-period context, 

While the short-period is associated with disequilibrium states. 

F\1rther, these writers develop their long-period theories to expIa in 

price-level trerrls, am define their equilibritnn states relative to 

price-level stability. '!he short-period is associated with two rather 
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distinct phenomeJ"a. J:o~irst, it characterizes the econany's 

disequilibrhnn novement as an inflatiOJ"lal:Y or deflationary priee trerrl 

fran one position of priee stability to another. Second, the short­

period characterizes the blsiness or trade cycle. But inp::>rtantly, 

bot.h types of short-period events are explained by using variations on 

theories develqJE!d fran the lorç-period equilibrü.nn perspective of the 

stationary state. 

Fran the perspective bullt arourrl the quantity equation am its 

lorg-period stationary-state context, short.-period events - trade 

cycles or crises - represent convolutions of an econcmy in which the 

behavioral IœChanisms of the lorg-period break down. l deI'ocmstrate the 

theoretical breakdown, which is interestirg in itself, but go on te 

sha".f that these writers did net understand that their e:xplanations of 

short-period crises lll"rlermined the lorg-period theorizirg they sc 

carefully b.rilt. '!he short-period crisis represents, sc to speak, the 

~nn in the lorg-period awle. 

'!he second set of argtnnents pn:~nted in the thesis arè concerned. 

with establishirg the short-period settirg of the General 'Ibeoty. l 

argue that Keynes saw the General 'Ibeory as a theory of the short­

period in contrast te the lorg-period ronetary frameworks of his own 

Treatise1 am that of Marshall (1923) am wicksell (1898). Keynes bas 

remarJœd that the position he presented in 1936 is 1"..0 be contrasted 

with "orthodox theory" which is "particularly awlicable te the 

1 'Ihraughwt the thesis Keynes' A Tr.eatise on l>iJney will be 
referred to as either the Treatise, Keynes (193Qa&b), Keynes (1930a) or 
Keynes (1930b), where 'a' am "b ' refer te volumes one am two 
respectively. '!he Collected Writims of John Maynard Keynes will be 
cited as ODMK with the relevant vohme nurnber arrllB:Je n.Jl'Œrs at:tacherl. 
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stationary state" [Keynes (l937a) p.107] am "concetned with what we 

naw call lorg-period analysis" [Keynes (1937b) p.112].2 l present an 

argument for a short-period interpretation of Keynes (1936) by 

rutlin.i.rg the details of the General 'Iheorv's critique of "classical" 

IIOnetary theory. 

l firrl in the earlier works not only a reliance, on the quantity 

theory am the stationary state as notivatirg am organizin;J 

principles, but also an extensive reliance on 'wage, priee, arrl 

interest-rate flexibility. 'Ihe latter three are relied upon te express 

the equilibratirg arrl stabilizirg forces that maintain a stationary 

full-errployrœnt econany. Keynes in the General 'Il1eory argues at lergth 

against the effectiveness, if net the illogic, of priee flexibility in 

rnaintainirg an "optimum or ideal" full-enployrrent economy [CWJMK Vol. 29 

As well, l firo him reformulatin;J his theory of effective 

demarrl in a manner that all~ him te argue that the quantity theory 

is but a special case of his new theory. "Classica1" IOC>netary theory 

was, at least in part, what Keynes was escapirg in his "lû"q st.l:'ugJle 

of escape" [Keynes (1936) p.xxiii]. 3 

Situatirg the General 'Iheory in thé short-period am derronstratirg 

it te be critic......=Ù of t.hink.in;J that dwells on full-employment "optimum" 

lo~-period Cll.l'ta:Jrt'e; will COI1'e as no surprise to Ke~~ians. They 

2 ROOinson {l973 p.xv) nas stated Keynes "brought the a.rgt.n'I'Ient 
down fran t.i.rneless stationary states inte the present. Il 

3 'Ihere is a true "irony," as HC7tlitt (1989 p.1) has stressed, also 
see Howitt (1986 W.628-629), in the traditional textbook view of 
Keynes (1936) relying on rigid nominal wage te briI'g about an 
urrlerenployrœnt equilibriurn when Book V of the General 'Iheory sperrls 
rore than fifty pages acklressiI'g the ineffectiveness of flexible priœs. 

9 



( 

aooept the fixity of plant an:} equipœnt as a hallmark of short-pericxi 

analysis; arrl they accept the fixity of the naninal wage arrl the 

limitations it places on equilibrium adjustrrents. But thE>.re is TCOre ta 

the General 'Iheory's short-period analysis than the fixity of plant an:l 

equipœnt, arrl it explicitly argues against the equilibrat~ potential 

of priee flexibility. Its short-pericxi analysis derives also fran a 

IOOnetary tradition captured in Marshall (1923), Wicksell (1898), am 

Keynes (1930a&b). 'Ihis tradition attached a different rneani.NJ te the 

notions of lorq-pericxi am short-period, though net necessarily 

rrutually exclusive meanin;Js as we would firrl thern, for exarrple, in 

Marshall' s Principles. 

'!he stationary state of the IOOnetary tradition iIrplies that 

expect.Erl values arrl actual or realized values of IOOtivatin::J economic 

variables coincide, including the proceeds that IOOtivate invesbnent. 

'!he General 'Iheory's argmnents against priee flexibility as an 

equilibrating force uroennine the necessity of a stationaxy state, or 

steady state, arrl its required level of UTlestment. l argue that the 

state of lo~-term expectations, which detennines investment decisions 

in the General 'Iheory, replaces the stationary-state level of 

investment. While the Iv~-peric:xi of the stationary state defined the 

equilibrium in the earlier m::>netary tradition, Keynes (1936) roN 

defines his equilibrium relative ta a given state of long-tenn 

expectations. A given state of lOrY:J-term expectations no lorger 

necessarily inplies a l.evel of investment sufficient ta maintain 

stationary or steady-state long-period corrlitions. '!he equilibrium of 

the General 'IheoIT is a short-period one relative ta the lOrY:J-period 
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equilibrium of the s+-..ationary state. 

Contrib.Ition ta the Debate 

Ieijonhufvu:l (1981 p.168) has called the rrethcxl of wicksell (1898) 

an:'! Keynes (1930a&b) a "two-stage approach." In the first stage, priee 

level trerrls were analy~E!à am in the secorrl stage they addressed in an 

"ad hoc" manner cyclical rroverrents in priee, en;>loyrnent, am output. 

'!hese stages corresporrl ta what we have characterized as lorg-perioo 

am short-period. analysis respectiv€ ly. It is net fully appreciated in 

the secondary Iiterature how rnuch influence the stationary-state 

theorizirg of the first stage had on the cyclical, secarrl-stage, 

explanations. '!he latter were conterted or contrived ta fit the 

principlp.s established in the lorg-pericxl ~ilibrium analysis of the 

quantity theory • '!he short-pericxi e>:planations were net truly "ad 

hoc." '!he quantity theory am the hypothesized behavior built arourrl 

it reled the roost. Most telling of the quantity theory's influence 

was the rnanner in which short-pe.1:"icxl events characterized by 

W1employment were analyzed te evolve through price-Ievel ch.anJes. We 

will explore these contertions am price-level cha.n:Jes in detail. 4 

'!he stationary-state corrlition, or its steady-state g!"C1Nth 

generalization, which un::lerlies the fun:lamental equations of Keynes 

(1930a&b), implies that the econorny is rro::leled urrler a full-ernployment 

4 Writing about the "established econanic theory" of the tiIre 
period inunediately precedi~ the General '!heory Clower (19"15) states 
that its "equilibriurn arrl stability presuwositions" led te a 

[p] rofessional awan~ of the growim discrepancy between 
presurtqJtion am reality ... nost clearly a~t in the bJsiness 
cycle Iiterature of the era ... Clower (1975) p.188 rny bracJœts. 

'lhis "discrepancy" is also reve<üed in the theoretical writings chosen 
for discussion in this thesis when those writers addr,ess the business 
cycle, although there is little "awareness" of the "discrepancy." 
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assunption. Keynes (193Qa&b) does analyze fluctuations in e:nployment 

am ~, rut they are secorùlly ta his theoretical stnlcture; am we 

will argue that they cannot he han:Ued by h ~s lOR3-period theo~ 

designed ta e>q>lain priee trems. Patinkin (1976) argues that Il [t]he 

basic prOOlem" Keynes was tJ:yinl ta e>q>lain in the Treatise was the 

trade cycle "am the fluctuations in errployment am outplt which 

cbaracterize it." Patinkin's statement presents a misleadi.rg picture 

of Keynes' analysis [Patinkin (1976) p.33 p.37 p.45]. Bridel (1987 

p.127 p.137) places a similar eJTP1asis on cllanges in enployment am 

a.rt:I:ut in the Treatise. '!his is slightly SUIprisln;J sinee Bridel is 

careful ta link the Treatise's analysis ta Marshall's lOnJ-period full-

enployment perspective [Bridel (1987) p.47 p.127]. 

Eshag (1963 p.88) notes that Marshall in his Ironetal:y theory when 

faced with ''vari<XlS short-period prOOlems" terxied ta apply the 

"reasonirg relevant only ta lorg-run analysis." '!his is certainly in 

1œepin:J with the views e>q>ressed here. aIt in bis own analysis of 

Marshall' s trade cycle he fails ta point out the influence of the lOnJ­

period perspective on Marshall 's reasonin;J [Eshag (1963) W.72-89 

W.137-141]. Bridel (1907 p.47) falls into a similar trap when he 

writes of lia clear rut dichotany" in Marshall between lOR3-period 

theory am trade-cycle theory; the fonner is œlled lorg-run or nonnal 

value theo~ by Bridel • 

. • . [T]he crucial element to Jœep in mi.rrl is the total 
i.n:ieperrlence of the 'normal theory of value' fran trade cycle 
theory. Bridel (1987) p.48 my brackets. 

'!bey fail ta note Marshall' s preoœupation with price-level changes 

through the trade cycle, a preoœupation fostered by Marshall' s 
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ultimate acœptance of the quantity t':1eory am its eITP1asis on the 

influence of a charge in the Il'K>ney supply, however broadly defined, on 

the priee level. Milgate (1982) is an exception; he writes of the 

Treatise' s explanation of the trade cycle: 

••. [T]he eXlllceptual framework of 1:..'1.e trnditional long-period 
method penneates almost every sentence. Milgate (1982) p.166 rny 
brackets. 

However, there is a critical prablern in Milgate's long-period 

interpretation of the General 'Iheory. 'Ibis problern is relevant to the 

seoond set of arguments in the thesis; it will be taken up in a moment. 

As the secomary literature described above suggests, the 

influence of a lOnJ-pericxl framework buil t around the quantity theory 

am stationary- or steady-state corxtitions has not been fully 

appreciated in the literature. Nor has it been fully appreciated how 

much influence this theoretical perspective had on the discussion of 

short-period cyclical events or crises in Marshall (1923), wicksell 

(1898), arrl Keynes (1930a&b). We will address these issues in sorne 

detail with a particular desire to critically assess the short-period 

explanations put forward by the three authors. 'Ihat, then, is the 

first focus of this thesis. 

'!he secom set of arguments in the thesis presents the General 

'lheory as a short-pericxl theory bâ:;ed on a gi ven state of IOn:J-tenn 

expectations. 'lbere is a view, recently errergin:J, that argues that the 

General 'Iheory is a lOn:J-pericxi theory; sorne writers argue that this 

was in fact Keynes' intention. Panico arrl Petri (1987) in their 

article "Long-run arrl Short-run" in the New Palgrave state: 

J .M. Keynes criticized the necx::lassical conclusion that the 
narlœt econorny has as inherent terrlency tc:Mards full 
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enployment. • •• [Hle insisted that his c:oncern was net the 
analysis of the tenporary am cyclica1 fluctuations of the 
level of activity, but the theory dea1ing with the trore 
:furrlamental forces which terrl te prevail in the economic 
system. • .• He wanted thus ta replace the neoclassical lorg­
period theory of the level of output wi th a new one [a new 
lorg-period theory]. Panic:o am Pet.ri (1987) p.239 my brackets. 

---------

'!he textual references they cite for their cx:mclusion are fram a draft 

chapter for Keynes (1936), a note, aOO a lecture outline all written in 

1932 when Keynes was still operating in the franework of the Treatise 

[0iJMK Vo1.13 W.405-407, Vo1.29 pp. 54-57] • As stated earlier l firrl 

that in the Treatise persistence or equilibrium of a state of the 

ec:onany is defined as a long-period state; disequilibrium events exist 

in the short-period. Workirg within the Treatise's frarnework, but 

wishin] te abarrlon its full-enployment asstlITption, if Keynes had wished 

te analyze a suboptirnal equilibrium state of the ec:onomy, he would have 

defined it as a lorg-period state. 

A second line of approach te the establishment of a long-period 

analysis in Keynes (1936) relies on a quote directly frorn the General 

'!heo:rv [Eatwell (1979 p.98) Milgate (1982 p.87) Panico and Petri (1987 

p.239)]. Keynes writes: 

•.. [W]e oscillate, avoiding the gravest extremes of 
fluctuation in errployrnent am in priees in both directions, 
round an intennediate position appreciably below full 
enployment am appreciably above the minimum eJrployxœnt a 
decline below which would ~er life. 

rut we must net conc::lude that the mean position thus 
detennined by 'natural' terx:lencies, narnely, by those tendencies 
which are likely to persist, failin;J measures expressly 
designed te correct them, is, therefore, established hy laws of 
necessity. '!he uni.np:rl.ed rule of the above corxtitions is a 
fact of observation c:oncerning the world as it is or has been, 
am net a necessary principle which cannet be changed. Keynes 
(1936) p.254 my brackets. 

What these writers fail to notice is that this passage cornes at the end 
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of a section of the ".eneral. 'lbeoty where Keynes is digress:in:j on "the 

theo~ of business cycles" in a digression whieb he asserts is "net 

logically necessary" to his theo~ [Keynes (1936) W. 249-250] • He 

later writes that the cyclical regularity that is à::ls&ved "in a given 

epoch" is due to cyc1ical charqe in the marginal efficiency of capital 

sdledule, itc;el.f due to the durabi1ity of plant am equipnent, "the 

carry:in:.:J-cost on surplus stocks," arrl variations in the dernarn for 

worJcirq capital [Keynes (1936) p.313 W.317-31B]. 

'lbe confusion that the lorq-period view of the General 'lbeory 

harlx>rs is a confusion generated by net recognizirg that "c1assical" 

lOOnetal:y theory's naturaI rate of interest, a product of stationary­

state reasoning, l'las been transfonned into the state of lon:J-term 

~tions in the General 'Iheoty. In the General 'Iheoty, stability 

of the level of investme.nt, given the interest rate, depenjs on the 

state of lorg-tenn expectations. In the Treatise, an:} in wicksell 

(189B) am Marshall (1923), the level of investment, given the market 

rate of interest, deperrls on a lorg-period equilibrium interest rate 

referred ta by Wicksell am Keynes as the natural rate. 'Ibe natural 

rate of interest is a real rate of interest; it is effectively the rate 

which would he fourrl, everythin;J else held constant, if the econany 

were non-m::metized. FUrther, it is generally tha.Ight to be 

irrleperrlent of lOOnetary disturbances, am therefore capable of acting 

as a stable point am center of gravity durin:J disturbances. l argue 

that the raIe previously held by t.l1e natural rate in the earlier 

theories is transfeJ::red ta the state of IOI'XJ-tenn expectations in 

Keynes (1936), but the state of IOn:J-tenn expectations is not secure1y 
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anchored in the real fot:œS of the ecx:>nCIl'IY am can no lo~er act as a 

center of gravity ta whieb the ecx:>nany am econanic behavior can 

confonu. 'lhis is rut a variation on mj earlier argument that the role 

of stationary-state .iJwestment expect:ations has been transferred ta the 

state of lorg-tem expectations. 

strategy am Brief outli.ne 

'!he thesis is organized ta capitalize on the theoretical 

develcpnent am gra«lIq scpristication in IOOnetary theory reflected in 

eadl of the three major "classical" works discussed. One of the fKNel 

features of the thesis is an argument showinJ that Marshall inplicitly 

held a position akin to wicksell' s requirin:.J a stationary lorg-period 

equilibrium for the quantity theory to hold arrl that Marshall, too, 

inplicitly held a ooncept of the natural rate actin:J as a convergent 

point. 'Ibis insight am the prestIIœ!d joint influence of Marshall am 

wicksell on the Treatise allCMS us ta c1arify the nature of the long­

period equilibrium presented. in the Treatise, arrl fold it into the 

oonetary traditions of Marshall am wiçksell. 

'!he three authors differ in their theoretical developnent ard 

sqilistication, rut show substantive silnilarities in theoretical 

structure am perspective. '!he central point of divergence arises fran 

the different capital traditions foun::l in wicksell on the one harrl am 

Marshall am Keynes on the other. Once l have esta:blished a parallel 

theoretical core l can turn te Keynes' criticism of "classical" theoty 

to establish the General 1heory's significant c:x:>ntrasts am 

oontributions. 

l tum first to Marshall in Cl'lapter Olle, then ta wicksell in 
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Olapter 'l'WO, then sperd <llapter 'nlree arx1 Foor on the Treatise, ard 

finally close .in Olapter Five with the General '1heoty's critique of 

"classical" rronetary theory. 

In the chapte.rs on Marshall (1923) 1 wicksell (1898) 1 ard Keynes 

(1930a&b) 1 l first interpret the authors' JX)Sitions on l'IOney, savin;Js, 

investment, the interest rate, am wages. Secorrl, l anal yze how those 

variables interact am lOOti vate the behavior of econanic actors, 

enpw;izi.n:J the behavior of fims, the bank:irq arx:l financial system, 

am lahor. 'lhird, l interpret their notions of equilibrium an:l its 

relation ta short-pericxi am IOBJ-period analysis. Foorth, l discuss 

the aut.hors' analyses of secular priee trerrls, or, as they pre fer , 

lOOnetary cycles, anj their analyses of trade cycles or crises. In each 

explication l ask a final question: Within the oonfines of the behavior 

described and the adjust:Jr,ents suggested is it possible ta 

conceptualize a short-period equilibrium occurrirg umer the authors' 

stated corrlitions? 

'!he final chapter uses t.'1e General 'lheory ta critically reflect on 

the theories outlined above. l am interested net only in Keynes' 

critical rernarks, but alse in the insights they provide as l atteIrpt to 

analyze the nature of the General '!heory'S equilibrium arrl situate it 

relative ta the "classical" IOOnetary tradition, the tradition from 

whieb Keynes eoorged. 
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Cllapter One 

MoIlE!Y. Credit. am Ccmnerœ: Marshallian Monetary 'Iheory, 
Equilil:>riurn, am cycles 

If we may be pennitted ta speak of Marshall's research program, 

then one area he 1eft for rus students te develop was an adequate 

theory of the trade or business cycle. 

'lhese matters [imustrial fluctuations], however, belo:rg IOOre 
prq>erly te a volume which is designed te supplement Principles 
of Ecof\œ\ics, Irrlustrv ard Trade, as weIl as the present volume 
[Money. Credit am Corronerce]. Marshall (1923) p.245 my 
brackets. 

A theory of industrial fluctuations would have pemaps entered 

Marshall 's next planned, but unwritten, volume, Progress: Its Economic 

Con:litions, but his fading hea1th 1eading te his death in 1924 

precluded this [Keynes (1924) p.65].1 It is possible by gatherirg up 

the scattered remarks made by Marshall, prirnarily in Money, Credit and 

commerce, to piece together his thinking along these 1ines. 2 'Ibis 

chapter' s final section will present Marshall' s trade-cycle theory as 

well as a discussion of his theory of the price-level changes induced 

by a c.h.a:rge in the IOOney supply. 

Much of Marsha1l's ITK>netary theory has been discussed before, for 

1 Interestin:Jly, Keynes (1924 p.60) am Robertson (1959 p.9) refer 
ta Marshall 's planned volume by the title Money, Credit, and 
Enployment; the parallels ta the title of Keynes (1936) are apparent. 
Sane of this planned volume appears to have been incorporated in 
Marshall (1923). OUr interest is essentially in the Marshallian macro­
fC>lln:lations te the General 'Iheory. On the Marshallian micro­
fC>lln:lations see Asimakop.ùos (1982). 

2 Wolfe (1956), Eshag (1963 pp. 77-85) , and Bridel (1987 pp.47-51) 
explicate Marshall 's trade cycle, the latter two explicate other 
aspects of his llOnetary theory as weIl. AlI fail te discuss the 
possible integration of Marshall' s trade cycle into these ether aspects 
of his monetary theory. 
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.. ,.. - exanple by Eshag (1963) am mIe recently Dy Bridel (1987). Here we 

would like ta integrate Marshall' s trade cycle am IrOnetary theory into 

his nethodological perspective as presented in the Principles. We are 

partiClÙarly interested in urrlerst:.arrli.n:. what roles the short-period, 

the long-period, am the stationary state play in the monetary 

analysis. Fran whieb of these perspectives does Marshall analyze the 

quantity equation, the trade cycle, am the priee level ard its 

alterations, as weIl as their oc:rrp::ll'lellts am stinulatinq variables: 

savings am investinq behavior, expectations, am the interest rate? 

Marshall (1923) is an exanple of p~l 'lheory macroeconornic 

analysis, af'. it deals with ag:JreCJate lOOVernents, or attelrpted IOOVements, 

in the priee level, errploynent, investIrent, etc. Eshag (1963) has 

shown that Marshall' s IrOnetary theory fontS the basis of much of 

Keynes' later work in the Treatise am the General 'Iheory. Particular 

interest has beo...n focused on the transition fran the Treatise to the 

short-period equilibrium of the General 'Iheory. In Marshall, as well 

as in the Treatise, the trade cycle harrlles disequilibriurn short-perim 

price-Ievel fluctuations; to further oor urrlerst:.arrli.n:. of what 

constitutes the short-period arrl hCM its equilibritnn in the General 

'Iheory may caœ aba.rt we return te Marshall' s di5O.lSSions in tlle sarre 

area. 

Robinson (1973 p.89 p.xv) has argued that the General 'lheory 

"brought the argument down fran the cloudy realms of timeless 

equilibrium" contained in the "timeless stationary state. ,,3 'lhe 

premise is that Keynes, as a student of Marshall, started in the 

3 Keynes (1936 p.146, 1937a p.107, 1937b p.ll2) naJœs simi..lar rararl<s. 
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methodo1ogical tradition that Marshall had estab1ished, continuing with 

the prd:>lems that Marshall had 1eft unresolved. We shal1 see that when 

Marshall aw1ies ms rnethod of the Principles te ms m::>netar".l theory, 

he elTp10ys a stationary-state n'Ode!. In t:.aJd.n;J up Marshall 's project 

on ms way te his 1ater work, Keynes adq:rt:ed this methcx:lo1ogical 

perspective, only to reject it in ms lat...· writi.n:Js. 

'!he transition fran t~1rshal1 te the General '!heory derocmstrates 

itself JOOSt clear1y t:hralgh the Treatise. Tc further our urxierstarrling 

of Marshall' s influence on the 1ater works \<Je will deve10p a series of 

Marshal1ian theœs; they aIse, \<Je argue, prefigure the genera1 

m::>netcuy framE!'.t1Ork that is required te urrlerstarrl Marshall' s trade 

cycle and his discussion of inflation and def1ation. '!he first section 

of this chapter, then, reviews the Princip1es' methodological 

perspective of periods. '!he secorrl section describes Marshall' s supp1y 

and deman:i for noney, as weIl as the methooological context in which 

the quantity equation is va1id. '!he third section presents his supply 

and deman:i for savings or "capital" am asks in what context their 

equilibrium occurs. '!he fourth am final section presents ms theory 

of lorg-period am short-period priœ-leve1 dynamics, am again 

atte.npts te connect the analysis te the methcx:lo1ogica1 time frames 

presented in the Princip1es. We conclude that the quantity equation 

iIrplies a IQn3'-period statio"V'\ry state in Marshall 's IrOnetary 

framework, am that Marshall 's trade-cycle analysis is: not inte:Jrated 

back inte the theoretical frarrework deve10ped around the quantity 

equation. Marshall' s unsatisfactory IDq:>lanation of the trade cycle an::i 

his unsatisfactory deve10prent of the macroeconanics of the short-
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pericxi was an area left for consideration by Marshall' s stOOents am 

suocessors . 

Marshall' s "statica1 Methcxi"4 

In this section we tackle the question of Marshall 's 

methcxiological device of pericxis: the market pericxi, the short-pericxi, 

the lOrr;J-pericx:l, am the secular pericxi [Marshall (1920) W.314-315]. 

Marshall' s Principles introduces am uses this tenninology am Marshall 

carried IrllCh of it over into his Money. Credit. am Ccmnerce. The 

latter is the source of our forthcc.mi..n;J discussion of l'l'Dney am related 

matters; a clear llIXIerstarding of the discussion requires that we 

delineate Marshall's methcxiological perspective. One question we have 

to address is the extent ta which the tenni.nology retains its meaning 

between the texts. rater, we will firrl arrsel ves returnirq ta the 

Princii>les' perspective when we awroach the writin:Js of Keynes. Alorq 

with the four periods listed above three other tq:>ics will come to 

light in Ws section: Marshall 's use of a stationary state; ms use of 

nonnal, market, am average values; arrl ms use of the Iilrase ' in the 

lorq run.' 

Nanna! values, for exanple nonnal priees, arise out of nonnal 

corrlitions - the backgrourrl conditions which are assumed for IOC>St of 

Marshall's theoretical SUWly-and-deman:i analysis . 

••• [W]e are investigatirg the equilibriurn of nonnal demand am 
nonnal SUWly in their IlDSt general fonn ... 'lhus we asstnœ that 

4 J:B.venport (1935) arrl Reisman (1986) both alse discuss Marshall's 
statical methcx:l. D:lvenport eJTPlasizes the :role of the stationary state 
as l do here. Reisman exrphasizes Marshall's discussion ')f 
expectations an::i argues for a predaninate raIe for an uncalcu1ili,~e 
uncertainty in Marshall 's market prcx:ess. Reisrnan's position, as will 
becane clear, is rot one argued for here. 
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the forces of dernarn an:l supply have free play; tllat there is 
no close CCIIiJination am:>rg dealers on either side, rut each 
acts for hirnself, arrl there is nuc:h free ~tition; that is, 
bJyers generally c:x:Jlllete freely with blyers, arrl sellers 
C'lC:qlete freely with sellers. rut thcu:Jh evel:}'one acts for 
himself, his knc7wledge of what others are doin;} is •.• generally 
sufficient te prevent him fran t:.ak.irxJ a lower or payin;J a 
higher priee than ethers are doin;}. • •• [T]his is the 
SlJRX)Sition on whid'l \rie proceed ••• there is only one priee in 
the market at one arrl the same time .•• Marshall (1920) p.284 my 
bracJœts. 

Marshall does consider nonc:x:ll'petitive situations arrl in such situations 

the abave corrlitions are al tered, rut in the cctr'Il9ti ti ve case the above 

are q:erati ve. '!he equilibrünn priee which emerges given the 

backgrourrl con:titions is called the 'nonnal priee'; it is ta be 

oontrasted with '"current' or 'market' or 'occasional'" priees "where 

accidents of the nanent exert a prep::>n:lerat.in;J influence" [Marshall 

(1920) p.vi p.30 p.289]. NoI1llëÙ. priees in the <:XI'I"q)etitive context are 

net synonyzoous with CXIt'pE!titive priees, sinee nanentary accidents or 

tP.np:>rax:y forces are ~éltive in c::atpetitive markets. It is for the 

p.u:pose of oontroll:in;J for the t:.eIrporary forces arrl analyzing a 

prescribed set of forces that Marshall devised his period analysis. 

Of ca.u:se Normal does not rnean Cœ1petiti ve. Market 
priees arrl Nanna! priees are alilœ brc:ught about by a 
multitude of influences, of which sane are cx:JIlletitive am sarre 
are l'lOt. It is te the persistence of the influences 
oonsidered, arrl the time allowed for them te work out their 
effects that 'Ne refer when rontrasting Market an:l Nonna! 
priee ••. Marst.all (1920) p.289. 

'!he "influences considered arrl the time allowed" are specified in each 

of Marshall' s time periods. Each of these periods represent a secan:l 

oorxtition superinpJsed on the backgr'ourrl oon:titions. 

Marshall states that the "chief cause of ••• difficul ties in economic 

investigations" is the passage of time [Marshall (1920) p. 304] • 'Ibis 
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is because "disturbin;J causes" in historical time interfere with the 

clea.r view of the causes urrler consideration. Marshall proposes that 

econanists proceed usirg an analytical nOOel as if it "Were a controlled 

experiment. 'lbe tools he uses are ceteris paribus as the controllirg 

factor an:! the stationary state as the initially controlled 

experiIrental environment. 'lbe rrethcxi leads an investigater 

••• te go S'tep by stepi breaJd.n;J up a ccrrplf'-x question, 
stuiyin;J one bit at a tirre, arrl at last canbinin;J his partial 
solutions into a lOOre or less canplete solution of the whole 
ricklle. . •• '!he study of sane group of ten:iencies is isolated 
by the assunption ether thin;Js being egual: the existence of 
ether ten:iencies is net denied, but their disturb~ effect is 
neglected for a time. Marshall (1920) p.304. 

'lbe "bre.akirq up" is produced through the "partial studies" of the 

market, short, 1on;J, an:l secular periods, but each premised on the 

stationary state [Marshall (1920) p.307]. 

By that trethod [statical rrethcxi] we fix our rnirrls on SOJre 

central point: we suppose i t for the time te be reduced te a 
stationary state i am we then study in relation te i t the 
forces that affect the thin::;Js by which it is surrourrled, am 
any te.menc.y there rnay be te equilibrh.nn of these forces. 
Marshall (1920) W.306-307 rny brackets. 

'lbe type of forces that are let loose are conveniently catalogued in 

the four periocls which we will review in a nonent. 

Marshall' s stationary state consists of the follow~ attributes: 

.•• [I]n it [the stationary state] the general corrlitions of 
production am consl..1llption, of distribution ard exchange remain 
rotionless ..• '!he average age of the pop..ùation rnay be 
stationary ... Arrl the sarre aIOOUJ'lt of t.hi.rgs per head of the 
pc:pùation will have been produœd in the sarre ways by the sarre 
classes of people for many generations together; am therefore 
this supply of the appliances for production will have had full 
tirre to be adjusted to the steady demarrl. • •• [T]he plain rule 
YJOUld be that cost of production gave'ms value. 'Ihere wO\.Ùd 
be ••• no furrlaIœntal difference between the i.nunediate am the 
later effects of economic causes ••• no slack times, am no 
specially busy times ... normal priee would never vary. Marshall 
(1920) W.305-306 my bracket.s. 
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F\lrther in the stationar.y state, "[I]n::x:ane eamed by every awliance of 

production" is "anticipated heforeharrl," sa that expected results are 

realized [Marshall (1920) p.667]. '!he stationary state as described is 

static; all re1ationships between variables "are reduced ta rest, Il 

albeit a state of rest that reproduces ltself [Marshall (1920) pp.305-

306]. It epitanizes the statica1 mathod. Marshall remarks that its 

characteristics can he transformed ta a steady 5tate, ''where population 

am wealth are bath growing," if the qualitative re1ationships remain 

the same, but he 1eaves this aside urrleve10ped [Marshall (1920) p.306]. 

HaVl.rg at hand the backgrourrl nonnal corrlitions, which are 

essentia11y am usual1y the corrlitions for a c:x::rrpetitive market, arrl a 

benchrnark in the forro of the stationary state fran which the analysis 

can proceed, Marshall introduees controlled disturbances through his 

various periods. In the market period SUW1Y is asst.nred ta he fixed, 

1imited to that ''which is on harrl, or at 31.1 events ' in &ight' Il 

[Marshall (1920) p. 314] . He gives an exanp1e, holci:irq evaythinJ else 

constant in a stationary state, of the "day ta day oscillations in the 

priee of fish" due ta weather alter.irg their supply [Marshcù.l (1920) 

p.307]. He cal1s market-period priees 'market priees' due te their 

close resemblance ta the daily priee fluctuations foun::l in seme actual 

markets, such as fish an::l grain markets, but they are hypothetical 

priees detennined as if one priee ruled on the ''market day" [Marshall 

(1920) pp.277-278 p.314 p.307 p.411]. 

Nonral. priees emerge fram the next three periods at the 

lIequi1ibrium of nonral demand an::l nonral supp1y" [Marshall (1920) 

p. 282] . In the short-period, supply is limited by "the existi.rg stock 
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of plant, personal am inpersonal" [Marshall (1920) pp. 314-315J . 

'!he SUW1Y of specialized skill an:l ability, of suitable 
ma.chi.nery an:i arxi other naterial capital, and of the 
appI'q)riate imustrial organization has net tilre te be fully 
adapted te demarn; but the produœrs have te adjust their 
SUWly ta the deman:i as best they can with the appliances 
already at their clisposal. Marshall (1920) W.312-313. 

Again followID::J Marshall's fish market exanple, he supposes a "cattle 

plague" raises the demard for fish, prestnnably due to priee 

substitution effects, arrl leads the fishirq iOOustry ro brin;J into use 

its roth-balled ships as the augrnented dernan::l "raises the nomel supply 

priee" [Marshall (1920) pp. 307-308J . 'Ille "expectation of a high 

priee," a high priee that is not due sinply te day-to-day events, calls 

forth a greater supply, but no expansion of available facili ties 

[Marshall (1920) p.311]. '!he realization of the higher expected priee 

through sales, which would be a requirernent of a short-period 

equilibritml, is not permanent, since the changes whid1 in:luced it are 

not of a pennanent nature. We would net anticipate that the new priee 

level would becorœ an elernent of a stationary state; it is as 

inpennanent as its cause. Marshall does not address the priee actually 

realized after the expansion of output, nor the economy's position 

relative te the stationary state. '!he whole question of a stationary 

state falls by the wayside as Marshall proceeds in his description of 

the short-periode But after finns "adapt their pro:luction te changes 

in dernarrl" given their existirq capabilities we may assume the realized 

priee am the expected priee are equal in the short-period equilibriurn 

[Marshall (1920) p.412]. 

'!he expansion of available capacity occurs in the lo~-perioo, In 

this case 
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••• SUR;>ly means what can be p:roduoed by plant, whid'l itself can 
be rE!'II.lJ"leI"tively produoed an:l awlied within a given ti.Jre ••• 
Marshall (1920) p.315. 

In the lorç periods ••• all investments of capital an:l 
effort in provicii.rg the material plant an:l the oIganization of 
a business, an:l in a<XlUirin;J trade knc::Mleà;Je am specialized 
ability, have tilre to be adjust.ed to the incanes which are 
expected to be eamed by them ••• Marshall (1920) p.313. 

'1he dl.arxJe in deman:i leadin:.J to the dl.arxJe in the lOI'XJ-pericxl supply is 

effectively seen by p.Jltrepreneurs as pennanent, such as lia pennanent 

clistaste" for meat raisin;J the deman:l for fish, to continue Marshall' s 

e:xarrple [Marshall (1920) p.308]. Like the short-pericxl adjustment in 

OO:tplt, it is the expectation of incane or priee that leads both to the 

charge in plant an:l equipnent in the IOI'XJ-period am to the IOnj-period 

nonnal priee. UnliJœ the short-period adj usbnents , the altered long­

period corrlitions of SUWly am its nonnal priee are pennanent in 

nature. Marshall notes that lia theoretica1ly perfect" lorg-period 

leads to a stationary state, although a new one, after all the effects 

of the ch.arqed pennanent denmxi have reverberated through the 

irx:lu.stries am markets SUWlyin;J the initiatin;J market, as weIl as 

tlu:'oogh the markets ~lyin:J these markets am their factors of 

production [Marshall (1920) p.315 fn.1]. '!he "loqica1 consequences" of 

this are lia stationaJ:)' state of irrlustty" an:l a CCIIPlete knowledge of 

future values, presumably lastirg as IOn;J as the state remains 

unaltered [Marshall (1920) p.315 fn.1]. Clearly realized priœs equal 

expected priees. 

Finally '\Ne have the secu.lar periode 

••. [T]here are gradual or Secular l'OCJVements of normal. priee, 
caUSEd. by the gradual growth of knowledge, of p::p:ùation am of 
capital, an:l the changin;J corxlitions of deman:l am supply fram 
one generation to another. Marshall (1920) p.315 my braclœts. 
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Prest.unably if lr.Ie stq:ped the pennanent secular develc:pnent in its path, 

in a m::tnent in ti.me, \1IIe 'NCUl.d be analyzÎn} a lOI'l3"-period. 

Notice that the evel"ts that alter equilibrium values, whether 

short-period values or lorg-period stationary-state values, are of an 

exogeI"lalS nature: weather, sickness, arrl charges in taste. We will 

fW the changes in the state of entrepreneurial confidence that 

initiate the trade cycle also are exogeno.JSly detennined, that is, 

detennined irrlepen:lently fran the ec:xmanic variables contained within 

the theory's frarrework. '!he tul:nin;J point of the cycle frc:rn a slump is 

net explained by Marshall's theory as presented, just as he does net 

explain the weather. In oonsequence of this, first, we will fW it 

difficult ta situate Marshall's trade-cycle theory in his IOOnetary 

framework. Secord, we will fW Keynes in the Treatise, who boITOW'ed 

heavily fram Marshall's oonetary theory, stnlgglin:J to integrate the 

trade cycle, a stnlggle whidl leads to a rather contrived scenario. 

Finally, we will fini in the General '!heory, where Keynes adopts in a 

rore general manner Marshall' s methcx:lological fI'al1V::!WOrk, ~ of the 

theol:Y whose IOOt.l.vations :rely on exogenous events that are not 

explained, for exanple the demarxi for investment go' ls. 

We need ta raise a few final points of clarification before closir"g 

this section; these points will bec:aoo ÎItp)rtant when we investigate 

Marshall' s m:::metary am trade-cycle theories. Marshall notes that 

classical econanists, such as Mam Smith, had a notion similar to his 

stationary state in their puase , in the lorq run.' Tc thern, the 

"no:rmal, or 'natural' value of a CUll(lality" 

••• is that which econanic forces teni to brirg about in the 
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lorg nttl. It is the average value whid'l eoonanic forces \oJOJld 
brirç abcut if the general cx:nlitions of life were stationary 
for a run of time lorg enc::Algh ta enable them aH ta work out 
their full effect. Marshall (1920) p.289. 

Marshall is paraprrasirg the classica1 perspective in this quote, am 

he refers us, t:hrcu:;Jh a footoote atldched ta this passage, te his 

above-quoted djscussions of the stationary state. His own use of the 

rJ1rase 'in the long run' usually points ta a hypothetica1 passirxJ of 

time sufficient ta brin:] about nonnal values umer "the daninance ... of 

certain terrlencies urrler given corrlitions" [Marshall (1920) p.31]. '!he 

"given oomitions" in whictl we find Marshall usinJ the {ilrase are those 

of the lorg-periocl: for examples the reader is referred te Marshall 

(1920 RJ.313-314 p.378). '!hus, in reference ta priee, the prrase 'in 

the IOn:j run' usually refers te the long-periocl equilibrium nonnal 

priee. 

sane caution is required though, since there are tiIres where 

Marshall uses the Iilrase ta inply the passage of real or historical 

time [Marshall (1920) p.69 p.312, (1923) p.93 for exanples]. In these 

contexts if it refers ta priee, then the usage confonns nnre te his 

idea of an average priee which may be taJœn over "any set of sales" 

for any ti.Jre-span or "at any time in many markets" [Marshall (1920) 

p.309]. In the averages are includerl all the fluctuations of the 

actual market priees "in general coniitions of life" ~hlctl are net 

stationaty [Marshall (1920) p.289 Smith (1776) p.55]. Only in a 

stationaty state would the average priee equal the nennal priee 

[Marshall (1920) p.309]. Of course in the stationary state there is 

"no distinction between long-period am short-periocl nonral. values" 

[Marshall (1920) p.305]. As stated aboVe the discussion of the meanin:} 
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- an:! of the usage of lon:;J nUl an:! average values will becane inp>rtant 

wen we consider sane aspects of Marshall' s l'IDlletary ard trade-cycle 

theories. As W'ell, aIr discussion of the short-period, the long-

period, an::i the stationary state will have relevanœ. It is ta the 

subject of Marshall's 100IletaIy theory arrl his trade-cycle theox:y te 

wch we now tum. 

'!he Sl.lq>ly arrl Deman:i for Money 

Althcugh Marshall considers the tenu 'l1aleY' to be sane"What elastic 

he classifies urxler it 

••• all ooined IOOney, issued by CXI'I{etent authority, am free 
fran injury by "cliWin;J" or otherwise ••. notes printe;:l on 
paper, arrl issued by Govemment or ether c::arpetent authority: 
umer the latter head may he incllrled notes issued by banks 
UIÙer official supervision: [am] notes issued by ether banks 
web are in good re(:Ute, serve the same pn:pose in ordinal:y 
times. Marshall (1923) p.12 my bracJœts. 

Money above is in effect currency, but Marshall speaks of bills of 

ex~e am checks as possible alternative media of excl'lan:Je [Marshall 

(1923) W.15-16]. 'Ibis points up Marshall's view of the necessity for 

an elastic view of what oonstitutes lOOney. F\lrther, by introducin;J 

billG of exd'lan;Je he me.rges IOOney am credit. Acx::eptanoe of a bill of 

ex~e in a transaction represents a persona! or private loan am 

wen discx:xmted t.hralgh the bankirg system for currerx:y or a demarrl 

deposit it transfers the lemirg ta the bankirg system. We will see 

that Marshall wants to assign a different status to IOOney proper or 

currerx:y than to credit in his discu.ssions of priœ-level dynamics, but 

at this stage the distinction is not clearly drawn. In general wen 

Marshall speaks of the demard for am the SUWly of noney he is 

referrirg te coin am bank notes. At times, though, he refers ta 
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"ready p.m::hasirg power" not only as currency, but alse as what is 

available te irrlividuals on "eurrent acx::ount in a bank," and sc would 

include checking or de.rnarrl- deposit accounts in his classification of 

lOOney [Marshall (1923) p.44 aIse see p.39 pp.44-47 p.228]. 

Marshall assigns te lOOney two functions; it is a medium of exchange 

am a starrlard of deferred value for oontracts [Marshall (1923) pp.1S-

17]. '!he ''Iooney of accotmt" function is mentioned but net made 

central; we nrust assume this function of rnoney is inplicit in the other 

two functions, particularly the starrlard of deferred value [Marshall 

(1923) p.269]. 'Ihe first function, medium of exchange or means of 

payrnent, reflects noney's role as a facilitator of transactions "that 

are CCl1lpleted alIrost as soon as they are begun" [Marshall (1923) p.16]. 

'!he secom relies on lOOney having a stable value over time; that stable 

value "is the one essential oorrlition" [Marshall (1923) p.16]. 

Instability of value in the currency generates "great evil" through 

speculative booms and busts with oonsequences for production and 

enployrnent [Marshall (1923) pp. 17-19] • One inq:x:>rtant aspect of an 

adequate theory of price-Ievel dynamics is te fonnulate policy te 

IOOderate or eliminate this evil. Marshall aIse describes the secorrl 

function as arising fram the requirernent for lia store of value for 

IOD;J-pericxi contracts, Il a unique usage of the store-of-value function 

of lOOney usually associated with hoarding [Marshall (1923) p.16]. '!he 

hoarding of "precious metals" Marshall relegates te foregone eras; 

savings in the fonn of govenunent bonds, "other familiar stock exchange 

securities" or accounts "te the charge of the banks" have replaced the 

hoarding function of currency [Marshall (1923) p.46]. 

30 



--

• •• [B]y far the greater part of the currercy, Wich is held in 
private harrls, is designed as provision against sane ocx::asion 
for its use as direct p.trdlasinJ power in the not very distant 
future. Marshall (1923) p.46 my brackets. 

'Ibe hoa.rdi.rg or store-of-value function of noney is ta1œn over by 

incane-generatinJ investrœnts. We might acki that in the extrerre, when 

it is anticipated that securities will lose value, hoarc:lin;J can be 

ta1œn OlIer by savin:;Js deposits "to the charge of the banks." We will 

see it is precisely such a p:lSition that Keynes presents in the 

Treatise in his discussion of bull am bear speculative interaction arrl 

which he exterds to consider the interaction' s effect on the narket 

rate of interest [Keynes (1930a) pp. 127-130] . 

'!he detenninants of the noney SUWly will clearly deperd on what 

falls Ul"rler the categoty of It'Oney. If we take It'Oney in the narrow 

sense of coin am bank notes, with the latter detennined by the 

periodic public loans to the goverrnnent, which led to the fouOOID:J of 

the Bank of Erqlam, plus gold reserves te back note issues, then the 

anomt of IlX)ney as currency in the econany is regulated by the inflow 

an:i outflOW' of gold reserves am th~ existirq fourrlinJ loans to the 

gOllerrnnent [Robertson (1922) pp.47-68, Olnbar (1917) ai.a]. If we 

inc::lude in the definition of It'Oney, as Marshall sanetimes does, dernarrl 

deposits arxi bills of exchange, then the gold-baclœd exogeneity of 

It'Oney breaks down. I.oans can be granted through the bankirg system 

sinply by creati.n:J demard deposits; bills of exch.ar'qe, at least for 

local transactions, can circulate as a medit.m\ of exchange, if net 

discounted for demarx:l de.posits [Marshall (1923) p. 249] • Should the 

increased demarx:l deposits calI for IlX)re bank notes am coin, the 

respective banks can nm down their held reserves: the En;Jlish reserve 
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ratio was set by COt1Vr->.ntion, net law. Marshall does IlOt anticipate 

checkirg acx::nmts ta calI forth a greater dernarx:l for currency; the 

holder of a check or "bank lI'Oney," as Marshall pre fers to write, 

"seldan desires te draw aIr;{ oonsiderable quantity of currency" 

[Marshall (1923) p.1S] . '!he same flexibility of the reserve ratio 

inhibits the brakirg power which gold reserves might have OlIer the 

expansion of demarrl deposits t:.hra.lgh exparrled l~, not just over 

expansion thrrugh the discoontirg of bills. 50, net only is the 

definition or classification of lI'Oney elastic, but its supply too is 

elastic. 'Ihe elasticity of the IOOney SUWly in its aspect as credit 

will becx:me inp:>rtant in Marshall' s discussion of the trade cycle. In 

fact he presents different price-level dynamics engerxlererl by expansion 

or oontraction of gold-based versus credit-based IOOney. 'Ihrough the 

first, gold-baseci, he analyzes lOll:3'-period sustainable price-level 

alterations. 'Ihrough the seaJI'rl, credit-based, he analyzes short-

period irrlustrial fluctuations am price-level cycles. We will enter 

into his distinctions in a later section. 

Marshall 's deman:i for IOOney resembles the General 'Iheory's 

transaction IrOtive am prec:autionary IOOtive ta hold IOOney [Keynes 

(1936) pp.195-196]. Al though there is also an element of the 

speculative IrOti ve present, property or wealth enters as a factor 

detenninirg the demarxi for IOOney. Property or wealth is IlOt fully 

integrated by Marshall inte his credit- or trade-cycle theory where it 

wa.ùd be relevant; for exanple, he does net address the inpact of an 

increa.sed dernaJ"rl for currency or bank deposits clue te bearish 

security-market sentiments on the ~ system's lerrling capacity. 
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'!he integration of the barlk:iBJ system, the security market, arrl 

imividuals' IOOtives te hold noney was, of crurse, perfonned by Keynes, 

first in the TI'eatise ani then again in the General 'lbeoty [Keynes 

(193Qa) pp.127-130 pp.222-230, (1936) pp.166-172 pp.205-208]. 

'!he demarrl for m:mey or for "ready ~in;J power" derives first 

fran mney's "convenient fom" am that it "rerrlers bJsiness easy anj 

SlOOOth" [Marshall (1923) p.38 p.45]. Further, holders of ready 

p..u:dlasin:J power are "at an advantage in barga~" [Marshall (1923) 

p.45] • 

• • • [W]hen a man has spent or invested nearly all the rroney 
wch he oc::mnaros •.• in consequence [he may have] failed to take 
advantage of a good bargain web came within his reach. Or he 
rnay have been forcEd te D.ly fran retailers who dlarged him high 
priees arrl deliverErl inferior goods, beirxj fortified by the 
krlc:Mleclge that if he raised abjections, he coold be bro.tght 
inta subj ection by a hint that he nust pay up quickly. 
Marshall (1923) p.44 Irrf brackets. 

Essentially we have mney held for transaction ~ am for 

precautionary bargain huntirxj am barga~~. 'lbe benefits of 

rroney balances te an irrlividual COl1SlD1'ler or entrepreneur derived fran 

those uses are ta be carpared to 

.•• the benefits ••• web he wa.ùd get by investin:J sane of it 
[the stock of Clu-rency] either in a CXIliliOdity - say a coat or 
a piano - fran which he wa.ùd derive a direct benefit; or in 
salle tusiness plant or stock exchan:Je securi ty, whid1 waùd 
yield him a m:mey irx::ane. Marshall (1923) p.39 rtrj bracJœts. 

In Jœepin;J with Marshall's rnarginalist tradition, the irx=remental 

benefits fran "enlarnim bis stock of currency in harrl" are weighed 

against the incremental benefits of .inmediate c:onsunption or i.rxxme-

generating investment [Marshall (1923) p.39 rtrj un:ierli.rU.n:J]. 

Presurnably in the latter it is ultimately the real-incane stream which 

is inp:>rtant, IlOt the rroney-inc:aoo stream. Real incane or real 
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OOI'lSlDrPtion benefits woold br:in;J the oc:arparisons into oonfomity with 

the underlyin;J reason for holc:ti.n;J transaction an:! precautionary 

balances • 

••• [D]enmd [is] oot for a oertain anomt of metallic (or 
other) currency; tut for an anomt of currency which has a 
certain p..trd1asin:J power. Marshall (1923) p.39 my bracJœts. 

'!he 'purehasin;J power' of IIW:lI1eY signifies the real value of rroney in 

terms of the culIlLXlities ''whidl are in fact oonsumed" [Marshall (1923) 

p.21]. In Marshall then 'Ne have a transac.tion am a precalltionary 

deJnarrl for real IOOneY balan:es detennined by cc:rrpar~ the marginal 

benefits of holtiinJ real purehasirg power against the marginal benefits 

of inrnediate oo11Sl.mption or of investment for future ooI'lSUIIption. 

Marshall gives "definiteness" to his ideas thrcugh an exanple where 

alter each inlividual considers the benefits am lasses of holding 

purehasirg patJer, 

.•• the inhabitants of a cnurt:zy, ta1œn one with another (ani 
incl\XÜ.rg therefore all varieties of dlaracter am of 
occupation) f:lm it just 'WOrth their while to Jœep by them on 
the average ready purehasirq power ta the extent of a tenth 
part of their annual incane, together with a fiftieth part of 
their prcpe.rty ••• the ~te value of the currency of the 
coontl:y will tard ta ... equal the sum of these anoonts. Marshall 
(1923) p.44. 

It is i.nterestirg to note that prc.perty or accunulated wealth as weIl 

as incane is a detenninant of noney deman:l. nus becanes iIrportant if 

we OOI'lSider the interactions between the bankin:j system am the 

securi ty market qleréltin3' through Marshall' s bear am b.ùl sentiments. 

'lbe mIe of prcpe.rty in the deIi\al')j for IOOneY an:l Marshall'!; analysis of 

the security market, in whidl securities are one fonn that prcpe.rty can 

talœ, are suggestive of the origins of the General 'lheoI"['S liquidity 

preference theory of the interest rate. '!he synthesili leaciirç ta 
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liquiclity preference is oot perfonned by Marshall, bIt is begun in 

Keynes' rrreatise. '1hrc:u;Jh Marshall (1923) 'Ne reœive an inklin;J of a 

l'Ole for aOClllTll'l.Ù.ated assets or wealth in whatever equilibrium process 

is considered. 

on Marshall's C7trm tenns, how are the deman:i am the SUWly of ooney 

linJœd ta the demani am the SUWly of securities? we sha.ùd say .. lt 

the c:utset that Marshall does oot fully answer this question. Marshall 

defines the ''If'Or'Iej market' as the market for short-tenn loans or 

"advances of lIDney" lent at a disooont rate or a rate of interest 

particular ta "short period loans" [Marshall (1923) p.14 p. 78]. '!he 

loans awear ta rëmle in duration fran overnight ta a ffIM IIDnths with 

varyin:J disorunt rates or "tenns. Il 

••• [1] t is oonvenient for the p.1rpOSE!S of the Money Market ta 
speak of the annmt of ready cxmnan:l over xooney that banJœrs 
am ethers are inclined ta lem on any of these tenns, as the 
"annmt of lOOney" that is available for it. Marshall (1923) 
]).14 fn.2. 

Short-period credit is given on the basis of titles te pI"q)erty, stock 

exchange securities, am the ban)œr's knc:Mledge of "the personal 

character of the borrower" [Marshall (1923) p.78]. In oontrast the 

stock exdla.n:Je deals in "lorq period credit," which taJœs the fontIS of 

1) ordinary an:i preferred shares granting a.mership am of 2) 

debentures: "acknowledgment of debt paying a fixed rate of interest." 

'!he tenn 'securities' enc:::atpaSSeS bath shares am debentures [Marshall 

(1923) W. 78-79]. Debentures or borm may be issued by either finns or 

the govenunent [Marshall (1923) p.91]. '!he "nonnal rate of interest on 

fairly secured pe.nnanent loans" or "the mean rate of interest for lorq 

loans" is disti.n3uished fran the rate of dj sc::oont, am the fonner is 
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essentially detennined by the SUWly aIÙ demand for savirqs [Marshall 

(1923) p.79 p.255]. '!he SUWly of am. the demani for savin;Js are the 

subject of the next section. We might oote that Marshall holds that 

the security market is a "stinulus" ta an ir'rlividual's pIq)eI'lSity ta 

save; its "variety of stock exdlarge invesbnents" allows choice in the 

degree of risk assumed while generatin:} incane [Marshall (1923) W.91-

92]. 'lhe decision ta save is net sin'ply a decision net ta consume, but 

also a decision of what fom the savirgs will take. We will see that 

it is precise1y such a conception of savirgs that notivates Keynes' 

discussion of bear am 0011 security-market sentirrents in the Treatise 

[Keynes (193Qa) (:p. 127-130] • 

'lbe interest rates on short-pericxl loans am lorg-pericxl loans are 

detemined by clifferent markets, whic::h are in tum defined essentially 

by the duration of the credit i.nst.ruIrent involved. rrhe markets operate 

sinultanec:J.lsly am, as we will see, they interact. 'Ihe terms 'short­

period' arrl ' lorq-period' in this cx:mtext a~ ta sinply signify that 

the duration of the credit agreements are tied te their different 

functions in the E!CX>J"lCXnY • 'Ihe tenns alse refer us back to the 

methodological precepts ootlined in the Principles, but Marshall leaves 

this ref~ unexplored. Marshall does tell us in the Principles 

that after proceedirq "step by S'tep" with the periods analysis an 

econanist can draw together the conclusions 

••• at last oœiJi.nin; his partial solutions into a lOOre or less 
carplete solutioo of the whole riddle. Marshall (1920) p. 304. 

'1he forces segregated for the p.n:pose of the period analysis are 

q>erative sinultaneoJsly in actuality am can be concept:ually 

superinposed. Further, an:! in 1œepin:} with the notion that lOOney or 

36 



credit is a facilitatar of bath c:urrent transacticrs and transactions 

planned for the future, there is 00 reason ta think that distinct 

financial markets woold IlOt grow up éU"OOlÙ the different forces am 

aCX:UIIILXlate their financial needs. 

The short-pericx:i forces are identified by Marshall with 

i.npermanent alterations in short-tenn c.onlitions of SUR;>ly am demarrl, 

for exanple his "cattle plague" am its effect an the supply am dernard 

of fish. '!he lOn:;J-period forces are identified with permanent 

alterations in the corxtitions of SUWly am demarrl due ta charqes in 

the :furrlamental structure of tast.es, production, camunication, an:l 

distril:ution, for exanple a rise in the deman:l for fish am the 

pl"Oductive facilities of their SUWly due ta the "growth of a high­

st.nln:J artisan pop.11ation" [MaJ:c"..:.hall (1920) p.307]. We can col'K::eive of 

short-pericx:i needs of nonnal turnover arrl 

short-period fluctuations, for exanple workirq capital that might be 

used ta meet wage bills am bills for intennediate goods am ta e.xpaOO 

the outp.It of given facilities [Marshall (1923) r.p.17-19]. IDrç-period 

credit, in the fonn of securities, aCXXlIRto::1ates the needs of large­

scale rusiness organizations for investable furrls [Marshall (1923) 

p. 78] , :fun:is t.'1at can be used as the corditions warrant for both 

maintaini.rv;J plant am equipnent am for net invest:rnent. 

'!he institutions of the rroney market am the securi ty market serve 

p.uposes parallel ta Marshall 's rnethcx:iolCXjically designerl periods, am 

they are where the rronetary ramifications of the forces he identifies 

are played out. We shall firrl that in stable periods Marshall posits 

that the lOn:;J-period interest rate detennines the short-period interest 
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rate; they are equal ex~"'Pt for differenoes arisirg fran differilq loan 

durations am the potential uncertainties attached ta long lerxlirg. In 

the real world the potel'ltial uncertainties always exist, sc that even 

in stable tilres this difference rernains. But the near equality, an 

equality urrlennined only by uncertainty about the future, refers us 

back to a stationary state awroximated by stable corrlitions ard the 

equality of short-period am lOn:J-period nonnal or equilibrium values. 

'!he nonnal values l10W un:ler disa.JSSion, of c::aJrSe, are the short-period 

am the lOn:J-period interest rates. In the real world the potential 

uncertainties becane actual; fluctuations in output, errployrnent, 

priees, am the interest rates occur; this leads Marshall to speak of 

"the mean rate of interest on lOn:J loans," "the mean rate of discount," 

am in another passage "the average rate of interest" which in the 

context aR'lies to lorg loans am is contrasted with the discount rate 

[Marshall (1923) p.255 p.258]. '!he intrusion of the real world iltplies 

there is no lOn:J run, but Marshall analyzes the world fran the 

perspective of his periods, particularly his lOn;J-pericxl, anj we see 

his perspective peaking through in his tenninology: 'short period 

loans,' 'lon:J period credit,' an:i the 'nonnal rate of interest.' 

According te Marshall the connecting link 1:::etween the lTOney market 

an:i the security market is the positioning of bull an:i bear 

speculators. Bulls are taJd.rw3 their position in securities through 

borrowing short-tenu nnney-market furxls at the current rate of discount 

in anticipation of risin;J security priees. Mar...hall is a little less 

clear on what exactly bears are doin::J, but they can be presurra:l te be 

taking short-tenn liquid positions, lerrl.in:J, either directly or 
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Wirectl.y, their fun1s t.hrc:u:Jh the lOOney market whid1 incllXies the 

banki.rq system. As Marshall explains, aIOOn;)' the hllls am bears are 

always in:lividuals "on the margin of doubt, wh~ther to continue or oot" 

am they will take their eue fran TI'QVements in the rate of discount 

[Marshall (1923) W. 258-259] . An lTfWcU'd IOCJVeIœI1t in the discount rate 

turns marginal b..ùls te bearsi a dCMlWard IOCJVement in the discount rate 

turns marginal bears te bulls. As Marshall explains, in a sornewhat 

contradictory manner, those who borrc1.N te speculate will "reduce their 

holcli.n;}s of all marketable th~s" with an increase in the discount 

rate am the long-tenn interest rate. ''Marketable th~s" include 

"cotton, wheat, ~, etc." am securities whose priees will fall 

with the higher discount rate [Marshall (1920) W.251-252]. Bull 

speculators are tumin;J bearish we would suppose. BJ.t we are told 

sec::urities "are held semi-speculatively" due ta the inccsne they 

generate in periods of high interest rates, when priees are net 

expected to rise, sc that "a slight increase in profit" in CCJIllIOOdity 

speculation due te a change in corxlitions - a fall in the discount 

rate - reduees the holcli.n;}s of securities. We seem te have two 

contradictory forces presente:i am we sense that securi ties are 

predaninately borrls. Further, a small bearish rrcvement due te arise 

in the discount rate may develop inte a !Ipanic" of sellirxJ, drivirxJ the 

sec::urity pri~ down [Marshall (1920) p.259]. 

The actual possibil i ties are nClt weIl explained by Marshall i 

neither is the banki.rq sector's reaction arrl its effect on the discount 

rate. We will see that Keynes in thp l'reatise offers an explanation 

clai.mirg that, with the banki.rq systeIn's reserve assets fixed, an 
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autbreak of bearishness raises the level of savirgs deposits SURXlrted 

by the given banJd.rg reserves, slows the ve10city of circulation, am 

drives the lerxli.rq rate higher. '!he latter feeds the bearish 

sentiments [Keynes (193oa) W.223-228]. Keynes' analysis is of the 

mechanism of d'large once initiated; as it starrls it does net tell us 

what detennines the initial leve1 of me discoont rate. Beth Keynes 

am Marshall turn to the detenni.nants of the lo~-pericxi interest rate 

te urrlerst:.am the discoont rate; it tunls alt that the short-period 

intel"'Œt rate fluctuations, discount rate fluctuations, are and10red by 

the lorg rate. 'Iheir theories of the IOn:J-tenn rate of interest are 

tied ta the analysis of the SUWly am demard for savin:Js at full 

e.rrployment. We will awroaeb Marshall on Ws tapic in a nanent. 

Marshall tqJs off his analysis of the SUWly am deman:l of ooney by 

introducirg the quantity theory of lOOney. E,vetyt:h..in;J else held 

constant, 

... there is a œrtain volume of their resources whieb people of 
ditferent classes ... care te Iœep in the fom of currency; 
am ... there is a direct relation between the vohme of currency 
am the priee level, that, if one is increased by ten per 
cent. , the other also will be increased by ten percent • 
... [T]he less the prq;x:>rtion of their resources whieb people 
care to Jœep in the fOIm of currency, ••. the higher will priees 
be with a given volume of currency. Marshall (1923) p.45 IllY 
bracJœts. 

'!he "Quantity doctrine" as Marshall calls the quantity theory "is 

helpful as far as it goes," but he criticizes its proponents for 

neither statin;J what nust be held constant for it te hold nor 

explai.nirg what detennines the veloci ty of circulation [Marshall (1923) 

p.48]. on the ve10city of l1'Oney or its "efficiency" Marshall is not 

exactly clear hllnself, am prestnnably it is alten:rl by advances in 
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transportation am oamunication, am the develcpnent of d1eck-clearing 

halSeS [Marshall (1923) p.45 p.48 W.86-S7]. Marshall lists several 

factors which lie behirrl the eeteris pari.b.ls clause: pop.ùation, 

wealth, aggregate i..nc:xJne', the state of develcprent of credit or rooney 

substitutes, the state of develcpne.flt in "transport, production, am 

business generally which affect the m.mœr" of ex~es of a 

CXJ(IRlOOity before it reaches its final royer, 

••• the annmt of bJsiness transacted per head of the 
pcp.ùation .•• the perœntage of that l::A.Jsiness which is effected 
directly by ooney ••• Marshall (1923) p.48, 

am finally the velocity of circulation [Marshall (1923) p.45 p.48]. 

'!hese factors resemble, if not mimic, the corrlitions that detenni.ne 

Marshall's lorg-period stationary state. <l'larxJes in these factors lead 

ta pennanent charges in the quantity theo:ry' s posited r:elationship 

between the ltOney supply arrl the level of prioes; they lead to long­

period nonnal priee adjust:ments, irrlepeniently of arrt charge in the 

IOOney SUWly. The r:elationship , he "t:enp:>rarily IOOdified by 

fluctuations of general cxmnercial confidence am activity," that is, 

by cl'lëtmed expectations of priee am outp.lt levels am by changed 

actual levels [Marshall (1923) p.45]. Short-lived alterations in 

dE!l'llal'Xi lead ta nonsustainable price-level l'OCIVements which, if frozen in 

time, \rII'OlÙ.d presurnably reveal short-period nonnal priees. 

Ta anticipate oor d~scussion slightly, fluctuations in economic 

activity are the subject of Marshall 's trade cycle am require an 

analysis of the necessaxy, but tellp:muy, nod.ifications of the quantity 

theory. '!bat is, they require an analysis of periods where the 

quantity theory does net hold; Marshall r:efers ta such periods as 
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times of "short-period" priee am o.rt:put fluctuations. Marshall is 

unsuocessful in connectirg +:ne short-period cl1arges back up to the 

quantity theoty arrl its stationary con:litions, a point we will raise 

later. Short-period fluctuations are to be dist~shed fran "lorg-

pericxi" priee fluctuations due ta an alteration 

••• in the anamts of the preciOJS metals relati vely ta the 
bJsiness which has ta be transacted by them ••• Marshall (1923) 
p.19. 

Marshall virtually ignores fluctuations in rutp.lt in the context of 

lOlXJ-period priœ-leve1 dynarnics, but states that lOn;J-pericxi priee 

adjustments can be p.mctuated by cycles of boan arxl bust, "broken by 

cyclones of distrust" [Marshall (1923) W. 256-257, (1926) p. 274], 

which lead ta fluctuations in the 1eve1 of ootprt due to cl1an3'es in tlle 

above "carmercial confidence" [Marshall (1923) p.45 alse see W.17-

19] .5 UninternJpted 1orç-period price-1evel charçes would occur if the 

corxtitions tllat coincide with those of the quantity theoty arrl the 

stationary state prevailed uninterruptedi noney is then a veil. rrhe 

actual IœChanism 1yirg behiIrl the lorg-period or quantity equation 

price-level changes deperrls, first, on the transaction arrl 

precautionary demams for lOOney arxl, secam, on the re1ationship 

between the short-period rate of interest dlarged by the banking system 

or the lOOney market am the availability of credit relative to the 

lorç-period interest rate detennined by the SUW1y am demarrl for 

savi.n:ls. We now tum ta the SUWly am demaJrl for savi.Tçs. 

5 Marshall am Marshall (1879 pp. 151-152) give a series of 
historical exanples of crises, alterations of rutplt am ezrployment, 
occurrirg between 1850 am 1873 in the midst of an expansion in the 
stock of "precioos metals" arrl a lOn;J-period price-level i.ncrease. 
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'lbe SUpply am Deman:l of sav;i,m§ 

'!he SUWly am de!marn of savirgs detemines the "rate of interest 

for lorg loans" q;lerative in the security market. '!he demarrl for 

savings is determined "by the needs of rusiness for capital" 

••• whieb is detenninecl by the extent am the richness of the 
field for the invesbnent of capital ..• Marshall (1923) p.255 

'!he SUWly of savings, "loanable capital" or "capital free for 

investing," is given by "the actual excess production over oollSUlTption" 

[Marshall (1923) p.73 p.79 p. 257]. In the Principles Marshall tells 

us that "Consurrption may be regarded as negative production" [Marshall 

(1920) p.53]. Arrl he tells us that 

•.• production of material products is really noth~ more than 
a rearrangement of matter which gives it new 
utilities .•. [C]ollSlllTPtion of them is nothing nore than a 
disarrargement of matter, which diminishes or destroys its 
utilities. Marshall (1920) p.54 my bracJœts. 

Further, he inplies that consumption is the collSlUlption of bath 

consumer goods and producer goods, since the latter 

"distinction ••. is ••• IlOt of llUlch practical use" [Marshall (1920) p. 54] . 

savings apparently is net savinJs arrl we must assume that the IOOnetary 

deman:l for the "free" capital is alse a net dsnarrl. Although Marshall 

is unclear on this last point, it is certainly in Jœepirg with his 

view of the develqment of the Erglish econany that net invest::Iœnt is 

occurring [Marshall (1920) W. 556-573] . He does give an exanple of the 

interaction of the demam arrl the supply of savinJs where with the 

supply of free capital increasing arrl "in spite of a great widenirq of 

the field of investIrent" the interest rate on lorg loans is foroed down 

[Marshall (1923) p. 255] . '!he net savirgs rate is growing faster than 

the net investIrent rate se that at arrj m:::rrent in ti.Iœ the equilibr.1.UJll 
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( interest rate is reduced. 

In general the interaction of the SUWly am deJ'llal"rl of savings, 

prestnnablyat least in part mediated by the sec:urities market, leads to 

an equilibrium position. 

Equilibrium is fCA1J"rl at that rate of interest for long 
loans ••• which equates SlJR)ly am demarrl. Marshall (1923) 
p.256. 

But what is the nature of this equilibrium? It does net easily fit 

into the categories we have sc far diSClVssed. IDng-pericxi changes are 

te be awroached in a statical or c:x:mparative static manner, lookirg at 

the effect on nonna1 values of pennanent charges in the conditions of 

SUWly am of demani, net of an ongo.inJ c.harge in the conditions of 

SUWly, as would be the œse with net investment occurring. We rnight 

rather artificially assert a dynamic stationaIY state, a steady state; 

a situation where net savirgs matched net investIrent, but in such a 

manner that the fundarrental relationslllps between consumption, 

production, distrirution, am ccmnunication remain unaltered, leaving 

noDlBl. values constant includirg the interest rate. In suw:sing this 

we are trying to give a context in which the supply am dernard for 

savings can operate. Marshall will SUWly his own context in his 

discussion of price-level dynarnics, the subject of our next section. 

As it turns out, the context he supplies is that of the quantity 

theory, essentially that of a static stationary state with no net 

investJnent or net savings cx::curring. In this context the oonetary 

interest rate on long loans is equal to an equilibrium long-period 

interest rate detennined by the real forces of savings supply am 

investment dernarxl. 
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ltk>ney. Credit. am Ccmnerœ brin;Js in the diEiOCUlt rate by a~, 

It is ci:Jvioos that the mean rate of discœnt nust be ltllCh un1er 
the influence of the mean rate of interest for lorg 1oans •... 
Marshall (1923) p.255. 

The rate of disc:::amt i'3 detennined by the average 
profitableness of different blsiness; that is, detenninerl 
partly by the anomt of capital that is seeki.rg investment as 
cœpared with the c.penirgs for new docks, new rnachinery, arrl sc 
on ••• Marshall (1923) p.75. 

'!he equilibritnn Ion} rate has a "corresporrlirg" equilibritnn short rate 

or discount rate, though theyare IlOt neoessari1y equal, presumab1y due 

ta vru:yirg degrees of 1iquidity, risk, an:i duration attached ta the 

10ans [Marshall (1923) p.256]. 'Ibe correspomenœ nrust cane about 

thCA.lgh the m:msy market' s linkage ta the securities market; we have 

seen above that the connectirg 1ink is the behavior of bears an:l b.ù.1s. 

We have also suggested that the interaction between the IOClney market or 

the banki..rg system am bul1s am bears is l'lOt well-deve1oped by 

Marshall. '!he linkage between the discount rate am the lorg-term rate 

is therefore IlOt weIl ~eve1oped either. At Marshall' s posited 

equi1ibrium short rate we must assume that the b.ù.1 am bear positions 

sanehow baléll"lŒ!, an:i that they balance in confonnity with the dictates 

of the equi1ibritnn "average profitab1eness of blsiness in general" 

[Marshall (1923) p.258]. 

It is interestID:J ta note that in Marshall' s dj scussion of the 

savID:Js decision, in neither Money. Credit. an::l Ccmnerœ (1923) l'lOr 

Prir ,les of Ecxmomics (1920), are fluctuations in the level of 

incc:aœ, outplt, an:i enployroont made a consideration. 'Ibis became an 

inportant point of criticism that grew out of the cambridge circus' 
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reaciirvJ of the 'l'reatise am is thc:ujlt to have srmnrl Keynes toward 

the General '!hec)]:y [Cl'DMK Vol.XIII W.339-340 p.342]. 6 Marshall makes 

savi.n;Js a function of the leve1 of i.ncx:lne in SUCJ:1estive passages such 

as this: 

••. [S]urplus of production over the necessaries of 
life ••• gives the power to save. Marshall (1920) p.186 my 
bracJœts. 

Blt tl1rrughaut Marshall 's discussion of savin:Js it is inplicitly the 

full-enployment level of i.nc:x:me fran which these savin:Js arise. 

Symmet.l:y or c:xmp:rrability 'NOUld require tbat demarrl, or investrnent, be 

on the sane footin:}. '!he equilibrhnll interest rate on loI'Xj loans or 

the IOIl'J-period interest rate detennined above is a full-errployment 

equilibrium rate. 

We might take a nr:ment to investigate the factors outlined in the 

Principles tbat urrlerlie in::Uviduals' saviIl'Js an::l investin;J behavior, 

substantiating what role incane, outplt, am fluctuations play, as weIl 

as investigatirg the nature of the equilibrium interest rate that is 

detennined. 

We have already noted the deperrlence of savin:Js on i.nc::c:Ine. In a 

similar passage Marshall wri tes, 

'!he power to save depen::1s on an excess of incane over 
necessary experrl.iture; am this is greatest éUOOn;J the wealthy. 
Marshall (1920) p.190. 

'!he "social am religious sanctions" of particu1ar ti.mes am regions, 

the degree of regional or national "security ," plus the level of 

E!CX:)nanic develqment JOOtivate irrlividuals to save for the sake of "old 

6 Fshag (1963 p.50) points to Marshall' s overlookin;J fluctuations 
in autplt arxi incane. 
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age" am "family affection," am define t'man's prospectiveness; t:h.at 

is, bis faculty of realizirq the future" [Marshall (1920) W.187-193]. 

Marshall points ta the ''Ioodem methcxis of b.lsiness," particularly the 

developnent of IItrustworthy savJ..nr.;-banJœ" as haVln:J "imuoed sare 

people [ta save] who wrul.d not otherwise have" [Marshall (1920) p.189 

my brackets]. Alo~ with the social an::l ecorx::mic factors, inclu::lirg 

the level of :incane, Marshall identifies the interest rate as a 

lOO'ti vat~ force ta saVln:Js • 

••• [T]he deferrirq of a gratification necessarily introduces 
saœ uncertainty as ta its ever being enjoyed; an::l secorxily, 
that, as hunan nature is constituted, a present gratification 
is generally, though net always, preferred ta a [deferred] 
gratification that is expect:ed ta be equal ta it .•. [W]e are 
justified in ~ of the interest on capital as the reward 
of the sacrifice involved in the waitirg for the enjoyme.nt of 
material resources, because few people WC\ll.d save nuch without 
:reward ••• Marshall (1920) W.192-193 my brackets. 

Marshall notes that a rise in the interest rate may lead those 

in:tividuals who save for a fixed future incane ta IC1Ner their "annual 

rate of savirgs" [Marshall (1920) W.19S-196], b..It in general an 

increase in the interest rate, "in the deman:i priee for savirqs," 

increases the level of savinJs [Marshall (1920) p.196 p.443]. 

'!he savirgs behavior cf in:lividuals that is urder discussion in the 

Principles is taken over uncritically ta the macroecx:>namic discussion 

of Money. credit. am CorrŒnerœ, sa that the inpact of alterations in 

the level of incane or of alterations in the level of investroent on 

the a~te saVln:JS level is not considered. In fact, in the 

Principles Marshall suggests we wait until the "theories of lOOney, 

credit arrl foreign trade have been discussed," the subjects of Money. 

credit. am Catmerœ, before we assess the inpict of "teJrporary 
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fluctuations" on "oonnal earnin;Js," that is, the business cycle causin1 

suboonnal am abave-nonnal eamin:Js [Marshall (1920) W.514-515]. '!he 

relation between the bJsiness cycle, ea.tTlin;Js, am savi.D:Js is not 

raised in the later volume. 'lhis leads us te oonclooe that an iITplicit 

full--errploytœJ1t ass\lI'!Iltion urrlerlies Marshall 's discussion of savin1s 

as weIl as his equilibrium lorg-tenn interest rate. 

We have already noted above that the clernarxi for investable 

resruroes deperrjs on "the extent am richness" of available invesbnent 

c:gx>rtunities. In the Principles Marshall bas written that the "denand 

for capital arises fran its proctuctiveness" [Marshall (1920) p.68] am 

that an entrepreneur operating urrler the principle of substitution 

.•• will p.1Sh fNery investment up te the l'IIill'gin at which he no 
lOn:Jer e>cpects fran it a higher net ret:w:n than he could get by 
investing in sana other material, or machine, or advertisement, 
or in the hire of sans aàlitional labour... Marshall (1920) 
W·340-341. 

'!he eJTP1asis on expectations highlights the future-lookin;J nature of 

the investment decision; the out:care of an irrlividual' s "invesbnent may 

vary widely fran his expectation" [Marshall (1920) p.341 alse see p.431 

p.443]. Fluctuation in ~t am incane are net presented in the 

Principles as forces that disturb expectations; they are net mentioned. 

Only secular forces sudl as "new invention, c.harges in fashion, etc." 

are brought fOIWcUÙ te al ter the field of available investment 

OFPOrtunities am allC1ftl profits te dfNiate fran their "nonnal" IfNel 

[Marshall (1920) p. 341] • InvestJnents, li.ke savi..n:Js, a~ te reside 

in a full-enployment econc:my, as dœs the entrepreneurial income 

deperrlent on investment. '!he "rate of interest" on investment in a 

secu.larly unchanged context 
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· •• is a ratio: am the two thin:.Js which it oonnects are bath 
SUI'I'S of money. So lorg as capital is "frae," an:! the Stnt\ of 
100Jley or general. ~in:J pJWer aver which it gives c:x:mnard 
is known, the net money incane, expected ta be derived fran it, 
can be represented at once as œarin:J a given ratio (foor or 
five or ten per cent.) ta that sumo Marshall (1920) p.341. 

'Ihis rate of interest on investment is perhaps better thooght of as the 

rate of retum on invest.zrent ta distirguish it fran the rate of 

interest detennined by the interaction of SUWly and dernarrl. "'!he SUIn 

of ooney" is, of c:aJrSe, "known," sirx:e i t bas been saved. or borrowErl 

by the investirg party; it represents the cast of a new investment 

project. Presumably, given an unc.harv;Jed. secular state am charw:Jes in 

demard net arisirg fran fluctuations, the ratio is CXlnstant over t:Uœ; 

a project's cast will terx:i ta equal its cast of production, am we 

enter the lorg-run stationary state [Marshall (1920) p.282 W.289-291 

p. 305]. 

After an illustration show~ how the above "rate of interest" may 

he calculated for a particu1ar investment project he remarks: 

'Ihey [illustrations] cannet be made inta a theo:r:y of 
interest .•• withrut reasonirg in a cirele. Marshall (1920) p.430 
MY brackets. 

fut given an already detenni.ned rate of interest, its rise deters 

investrrent am. its fall 5p.lI'S investment [Marshall (1920) p.431]. 'Ihe 

demarrl for savirgs CXlnsists of the "aggregate of the demaros of aU 

in::iividuals in all trades" and the "CUiRiLXlity" savirxJs or "capital" 

obeys the law of demarrl lilœ any other CUIRliOdity: arise (faU) in its 

priee, the rulin:J interest rate, lowers (increases) its deman:l 

[Marshall (1920) p.432]. No mention is made of the effect of 

al terations in the interest rate on the expected net returns of 

investment projects, an effect which operates t:lu:'a.lgh a nultiplier 
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pI"CX'leSS. Nor are the effects of eoonanic fluctuations brought te bear, 

a m:>re liJœly consideration for Marshall [Marshall (1920) W.493-

494]. '!he level of i..nc::ane is presumed constant, if net at full 

errployment • 

Marshall contrasts free capital with capital that bas already been 

invested, or "fixed capital" [Marshall (1920) p.63]. Cœprrirq them, 

Marshall writes that 

••• the incane derived fran capital already invested in 
particular th.irgs, suc:h as factories or ships, is p~ly a 
quasi-rent am cali be reqarded as interest only on the 
asstmption that the capital value of the investment bas 
remained unaltered. • •• [T]he J;ilrase "the general rate of 
interest" aw1ies in strictness only te the anticipated net 
earnin:Js fran new investments of free capital... Marshall 
(1920) p.443 rcry brackets. 

Fran Marshall's point of view "the capital value" will be "unaltered" 

only in a stationazy state where ne secular charges oc:nlr; in such 

corrlitions he sunnises that the investment' s historical cost will equal 

its replacement cost. '!he IOOney value of fixed capital will vary fram 

its original cost "if its prospective :incare-yieldin;J pc:Mer" varies 

[Marshall (1920) p.341 pp.492-493]. Fixed capital's value, therefore, 

may net be known, but can be "ascertained ••• by capitaliz~ the net 

incane which it will yield" in ~ new secular envirornnent [Marshall 

(1920) p. 341]; its value is "the aggre.gate diSCXllUlted value of its 

estimated future net :i.nc:x::rnes" [Marshall (1920) p.492]. 7 Separatirg the 

relevant raIe of the interest rate in considerations of new arrl old 

capital de.m::>nstrates his above aggregate demam for capital applié... 

7 'Ibis latter notion is sbnilar ta the TI-eatise' s "clemarrl priee of 
capital goods" an:i the General 'lheozy's "de.man:i priee of investment," 
both of whldl refer ta new investments [Keynes (l93oa) pp.1S0-1S1 
(1936) p.l37]. 
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- solely to "the investments of new capital" or te the capital flow of 

"nm:ginal invest.ments" [Marshall (1920) p. 492 alse see P .195] • 

Holcii.rg the secular con:litions constant Marshall tells us "in the 

lOn;J run" the quasi-rent on fixed capital will equal the lOn;J-period 

nonnal rate of interest. 

'!he many misoonoeptions ••. as ta the nature of a quasi­
rent, seem te arise fran an inadeqate attention te the 
differe.nces between short periods am lOn;J in regard te value 
am oost. . .. QJasi-rent is oorrectly described as an 
unneoessary profit in regard to short periods, because no 
"special" or "prime" costs have ta be incurred for the 
production of a machine that, by hyp:>thesis, is already made 
am wait:in:J for its work . 

••. [W]hile in the long run it [quasi-rent] is expect:ed 
te ... yield a nonnal rate of interest ... on free capitaL .. 
Marshall (1920) p.352 fn.1 IllY brackets. 

Marshall is merely reiteratin:j his position, nvw awlied te the I-.heory 

of capital, that in a stationazy state short-period am lOn;J-PPIiod 

values convezge. 

Finally we are tald that it is the real interest rate whieb 

investors are oonsider~. 

For the rate of interest which the borrcMer is will.irx;J ta 
pay measures the benefits that he expects ta derive fran the 
use of the capital only on the assunption that the ooney has 
the same plrChasin;J PJWer when it is borrowed am when it is 
returned. Marshall (1920) p.493. 

Marshall goes on ta explain that fluctations in the "real rate of 

interest" are linked ta "inflation arrl depression," but "[t]hese evils" 

are te be distin;Juished fran the "slow dlanges in the plrChas:m;J power 

of lOOney" [Marshall (1920) pp.493-494 IllY brac1œts]. We will address 

Marshall on the trade cycle am trerrl priee m:JVements in a rroment. 

Settin;J these factors te one side, for the nanent, it is clear that we 

can conclude fran the quoted passages that Marshall's investers, liJœ 
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ms savers, are weighi.rç the real benefits of their activities 

acx::oJ:'din:J to the principle of substitution. 

'!he equilibrium interest rate "is detennined in the lorg run" by 

the interaction of the aggregate SUWly am the a93'Iegate demarrl for 

savinJs or 'capital,' the tenu Marshall prefers [Marshall (1920) p.443 

rnaz:qinalia] • 

'Ihus then interest, beirq the priee paid for the use of 
capital in any market, terx:is t.a.r.raràs an equilibrium level such 
that the aggJ:egate deman:i for capital in that market, at that 
rate of interest, is equal ta the aC}'JIegate stock forthc:anin:J 
there at that rate. Marshall (1920) p.443 

RefereI'X:le ta the SllWly of sa l.ll;Js as "the aggregate stock 

forthcanirg" is confusirg. It interjects an asyrmnetry in carparison 

with the flOll\T of investment dernard we have identified above arrl 

contradicts the flow of savings supply, or "annual rate of savirqs," 

that we have already discussed [Marshall (1920) p.196]. In bath 

sections of the Principles fran web we are now drawirg, he speaks of 

the ''volume of savirg" or the "accumulation of wealth" c:h.an;Jirq with 

the rate of interest [Marshall (1920) W.195-196 p.443]. Ta the 

contenporary ear, in the al:xJve-irrlented quote Marshall sourds as if he 

is m.i.xin;J a stock with a flow, ard presentirg an arnbiguity of 

inteq>retation. 

Eshag (1963 {:I>.47-48) raises the same issue in reference ta the 

sarne quote arxl decides on a strictly flow interpretation. His 

inteq>retation is alse a net-flow intetpretation wch is certainly 

reasonable urrler the Principle's preoccupation with growth arrl 

acxx:umulation [Marshall (1920) p.492]. In the context of Money, 

credit. am Ccmnerce am its clear, if irrplicit, stationary-state 
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élSSUI1'ptions which we have \.ll"lOOV'ered, growth or aca.mul.ation in lOn:J­

period equilibrium wculd lead us into a steady-state no:lel. To make 

Marshall oonsistent in the context of bath his books urrler discussion 

either we limit the Principle's discussion to a stationary-state 

context or we extend the stational:Y-state oon:iitions to accanm:xiate 

accunulation urrler steady-state con:iitions. Either option would 

presezve the IOn:J-period equilibrium of the ecxmanic system: this 

appears te be Marshall' s main contention in lay~ out the stationaty-

state comi tions for the quantity theoty in Money 1 Credit, and 

Commerce. 

Taki..rx.J the stationary-state route, since we will firrl that Marshall 

holds the level of plant and equipnent constant in his explanation of 

lorg-tenn priee tren::1s (Marshall (1923) p.256], this route would irnply 

that "in the lom run" of a stationary state's lOn;J-peric:xl norm::ü 

values net only would the flows of saVID:JS am of investlœnt be equal, 

but alse the accumulated savirgs either in the forro of borrls or in the 

forro of direct ownersh.ip and inlirect stock ownership woold be equal to 

the ac:x::tnTll.1lated wealth whether private or public. In the stock of 

private wealth Marshall includes 

••• land am houses, fumiture am machinery, am other 
material t:.h.in1s ••• rut alse any share in IXJblic canpanies, 
debenture boros, m:>rtgages am other obligations ... Marshall 
(1920) p.47. 

In the stock of ~lic-rnaterial wealth are such thin:Js as the 

facilities of "civil and military security" and "~lic property am 

institutions of all Jdn:lsll [Marshall (1920) p.49]. If a full-blCMn 

lorg-period stationa.ry state is the situation envisioned, inclu:lirg the 

equality of historical and replacexnent capital costs, it is clearly 
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net a si.lrple partial equilibri\Dl\. 

art this should not he sw:prisirç sinee lNe saw that the "logical 

consequences" of his lorg-period analysis were of a general equilibrium 

nature [Marshall (1920) p.315 ft.1]. '1hrough his inplicit asstIITptions 

of the stationar.y-state corrlitl.OOS, Marshall is :ilrplicitly pointinq to 

the conclusion that the value of all c:utstarrli.rg stocks, borxls, deeds, 

lOOrtgages, etc. reflect the historical an::i replacerrent cast of all 

a.rt:stardirg Iilysica1 capital. Anj in a stationary state, Marshall' s 

rate of interest on lorq loans is a lOn;J-period equilibri\Dl\ lOn;J-tenn 

interest rate an::i the discount rate is the lorq-period equilibrium 

disc:ount rate, 00th situated in a context idea1 for the quantity 

equation. Interestirqly, he notes that in a stationary state the 

seasons, an::i therefore "the hal:vests themselves •.. [are] unifonn," sa 

that their effects are predictable an::1 do net disturl::> expected nennal 

values; gcxxl an::i bad hal:vests are factors, aJOC)Tq' others, which 

Marshall identifies as initiating his trade cycle [Marshall (1920) 

p.305 my brackets, (1923) p.260]. 

Monetéuy Priee I.evel Dynamics am the '!'rade CYcle 

Marshall's theory of price-level dynamics is situated in the 

quanti ty theory tradition, al though as lNe said aOOve he was 

dissatisfied that the cor~Htions urrler which the quantity equation held 

have net been made specifie. We identified Marshall's corrlitions with 

those of a stationary state. 'nle quantity equation holds when the 

relationships between oonstllTption, production, distribution, am 

CCI111'l.U1ication are all stable includin;J the exchange relationships; the 

credit instnnnents am institutions are held fixed; am popilation, 
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aggregate incane, am wealth are constant [Marshall (1923) p.45 p.48].8 

It is because the same corrlitions are required of the quantity equation 

as of a stationary state that we can identify the values which prevail 

when the quantity equation holds as long-period stationary-state 

values. Fran our review' of the Principles we alsa urxierstarrl that in a 

stationary state, as weIl as in short-period or long-period 

equilibrium, expected values are realized values am sa we add yet 

another corxiition. It is the C'l1an;Jes in expectations that 

lltenp:>rarily" alter the quantity equation' s priee-Ieveljmoney-supply 

relationship arrl lead ta Marshall' s trade cycle; but further, chan;Jes 

in expectations are irrluced by changes in the money supply that set in 

I\X)tion Marshall' s long-period priee-Ievel adjustJnents [Marsl-.all (1923) 

p.45 p.249 p.256]. 

----- ----. 

Marshall presents exanples of two disturbing factors: an increase 

in the narrCMly defLned money supply and a change in expectations. 'lbe 

latter may occu.r spontaneously or be induced by the fonner. Cllanges in 

the supply of "precious metals" lead ta "1ong-period fluctuations" of 

the priee level, while "short-pericxi fluctuations" of the priee level 

arise fran "uncertainty," d'langes in "confidence," am the expansion of 

credit [Marshall (1923) pp. 18-19 p.246 p.249]. Al though the 

expectational consequences of a long-period lOOney-supply change are 

brought forward by Marshall, he analyzes money-supply changes as if 

their expectational consequences do net affect the level of output am 

employment. It is in the trade cycle that we firxi changes in 

expectations leading to chan:Jes in emploYJOOIlt arrl output. His 

8 Marshall (1871) presents a similar analysis • 
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presentations are designed to reveal the mechanism or causality behini 

prioe-level dynamics, a theme we will firxi both wicksell (1898) am 

Keynes (193Qa&b) develq:lÏng. For clarity's sake we will address the 

disturbil'g causes one at a time. We will address a lOOnetary 

distw:i:lance first. 

Inflatio~ and Deflationary ~: 

starting fran an equilibrium long-period lom-tenn rate with its 

"correspordirg rate of discount," Marshall introduces an "influx of a 

good deal of bull ion" ; he is looking at the "special case of the effect 

of an increase in a.rrrency" [Marshall (1923) pp. 256-257] • When bullion 

is entered into the banking system, its initial i:np:lct is to lower the 

rate of discount and increase the "conunan:i over capital" in 

speculators' harrls. 'Ibe influx does IlOt enIarge "the amount of 

capital," 

••• in the strictest sense of the word: it does IlOt i.ncrease the 
annmt of buildi.rg materials, mach:inery, etc. Marshall (1923) 
p.256. 

capital includes both: 

Consumption capital ... in a fom to satisfy wants 
directly ... [am] Auxiliary capital. •. consist[im] of all the 
gocxJs that aid labwr in production. Marshall (1920) p.63 my 
brackets. 

'!he annmt of capital or goods neither increases initially nor later; 

output is fixed at its full-enployment level. '!he speculative traders 

enter the various markets arrl increase their de.I1lélOO for the various 

oc:moodities "and sa raise priees" [Marshall (1923) p.256]. '!he 

proc:ess becanes "cumulative": 

'!he loans to one Iran ma1œ him a good custorner for others at 
good priœs, arrl make them eager te borrow: that makes thern 
good CUStanersi and sa the lOOVement grcMS. l'arshall (1923) 
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p.257. 

with a higher priee level, arrl. given "the methods of business remaini.nJ 

stationary," the quantity of "cash" or "currency" that irxUviduals am 

finns hold for transaction arxl precautiol1ëU:Y ~ increases 

[Marshall (1923) p.256 my urrlerlining]. Marshall states that the 

price-level increase attained is "sustained"; nominal IOOney demarrl bas 

risen with the priee level. We can suppose -- Marshall does not state 

Ws, but seems ta inply it - that the influx back..inJ speculative 

loans bas been transfonned into coin and the backing of bank notes am 

deposits held for transactions arxl in precaution. 

Marshall explicitly adopts another avenue ta explain why the price­

level rise "terrls ta increase the rate of discount" [Marshall (1923) 

p. 257] • Marshall explains that the discount rate rises as the real 

discount rate would fall with inflation; he is inplying that lerrlers 

am lerxling institutions attenpt to preserve their real purd1.asinJ 

pc:Mer [Marshall (1923) pp.73-74 p. 257]. It is interesting that Marshall 

does net expIa in the rise in the discount rate as being caused by the 

banking system firrlirxJ its excess reserves run down through the 

increase in transaction am precautionary demande Al though there is a 

passinJ reference ta "anxious" bankers worryinJ about the exportation 

of precious metals when the specie point is met, the passage which 

refers ta the rise in the diSCOtll1t rate rna1œs the fall in purchasinJ 

pc:Mer the direct causal factor [Marshall (1923) pp.73-74 p.251 p.257, 

(1926) p.274]. But Marshall's explanation is incorrplete; presurnably 

the rise in the discount rate reduces the speculative buyirxJ arrl 

sellinJ, errlirxJ the inflation. As the inflation rate cornes down sa 
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wa.ù.d the discount rate required te keep le.rrlers satisfied, 

st.inul.atirg anew the speculative behaviar. '!he use of onet~ excess 

reser:ves as transaction am precautionary balances would also I\'Otivate, 

but now alse would sustain, as Marshall would liJœ, the diSCOWlt-rate 

increase needed ta inhibit excess speculation. 

What haB hawenerl to the long-tenn interest rate through aIl this? 

In the earlier sections we discussed the interest rates in the context 

of an inplicitly stable priee level; this is an assurrption that 

Marshall holds throughout the Principles [Marshall (1920) pp. 51-52] • 

Marshall now has explicitly intrcxluced a distinction between the 

naninal am the real rates of interest [Marshall (1923) pp. 71-74]. He 

states that IlOt only will the discount rate rise due to the fall in 

p.lrChasiD;J pc:Mer, but sc will "the rate of interest on long 

investments, Il which is our long-tenn interest rate, which in stationary 

comitions is detennined "by the rate of interest •.. [on] the investment 

of capital" [Marshall (1923) pp.257-258]. By the tenn 'invest:ments' in 

this quote Marshall means loans am by the phrase 'long invest:ments' he 

IOOanS securities [Marshall (1923) p.73 p.257 also see pp.91-92, (1926) 

p.274]. He does not mean invest:Iœnt in real capital -- plant am 

equipnent - which he tends to refp't' ta as ' investment of capital' or 

, investments of capital' [Marshall (1923) p.75 p. 257 , (1920) pp. 292-301 

p.341]. '!he rate of interest on long invest:ments, the long-tenu rate, 

is then rising wi th the discount rate due to inflation as long lerders 

attenpt to preserve their real purchasing power. 

Marshall does not suppl Y us wi th the securi ties markets' 

rnechanisms behirrl the long-t:enn rate. Presurnably, the initial fall in 
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the diSCX>Ullt rate bas led ta a reductio. in the lorç-tenn rate, as the 

speculative bullish de.nan;i for securities am its C7NIl ClDl1lÙative 

process, a bull market, lowers the premiums in interest arrl dividerrls 

required te irrluce speculatars te hold securities. 1.he increase in the 

discount rate turns bulls bearish, requirin;J an increase in the lorç-

tenn rate to attract them back inta the market. What moti vates the 

increase in the diSCO\.U1t rate, though, is ill-specified. 

As mentioned earlier Marshall states the process outlined above may 

be "broken by cyclones of distrust," pushin;J the discount rate "for a 

time" te an "exorbitant" height arrl causin;J stock market "panic" 

[Marshall (~923) p.257 p.259]. Before enterirg into this territory, we 

might set i t aside while keepirq in minci its potential presence, arrl 

ask where the diSCOWlt rate am the lorç-tenn rate are headirç, if the 

process worked SI'OC)()thl y. Bath rates are grourrled in a stationary state 

or in secular c.han;Jes in a stationary state; the latter at any frozen 

nanent in time is silnply the fonrer . In a stationary state an 

equilihrium long-period interest rate is defined through the 

interaction of the supply am the demanj for savin;Js or capital. 

Marshall takes us part of the way ta this conclusion, but an 

incx:>nsistency arises. He writes: 

A charqe in the rate of discount is in:::leed the ripple of a wave 
on the surface: the average level of the rate is govemed by 
the rate of interest which can be got for the investIœnt of 
capital: arrl this is beirxJ lowered by the rapid arrl steady 
growth of thin;Js, the actual excess of production over 
con.sunption. Marshall (1923) p.257. 

'!he reference here ta the "average" discount rate der ives first fram 

the passage appearin;J in a context were the question of "cyclones" has 

been raised. Secam, net investment is occu.rrirç simultaneously as 
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seen in "the actual excess of production over consunption"; as noted 

abave, ool'lSUllption for Marshall is bath the ool'lSlIITption of COnstIIœr 

gocxls am the cx>l'lSUITption of capital goods [Marshall (1920) p.54]. A 

statiollinY state has not c::cme into bein;J arrl the interest rate on the 

net .. investment of capital" is not yet the lOn;J-period stationary-state 

equilibriurn interest rate. Further, there is perhaps roan in the above 

quote to suggest ongoirxJ chan:Jes in the secular oomitions oontinuously 

spJrrln;J net investJœnt. 

'!he inconsistency is this; Marshall bas already clairned that the 

priee 1eve1 attained with added precious metals is sustainable through 

the operation of increased transaction am precautionru:y-demarxi 

balances arrl through the maintenence of a cx>nstant level of the real 

interest rate. E\lrther, there is no change in capital "in the 

strictest sense of the word"; but we 1eam in the Principles that as 

the scale of production is increased through net investrrent, "internaI 

arrl extemal ecx:>nanies" of scale will drive the supply priee downward 

[Marshall (1920) pp. 380-381] • 

i.rrlustry exaxrple: 

Retuming to Marshall 's fishirg-

••• [A]n increased supply could be produced at a lower priee 
after a time sufficiently lorg to enable the nonnal action of 
econanic causes to work itself out: arrl, the tem Nonna! being 
taJœn to refer ta a lorg period of time, the nonnal priee of 
fish would decrease with an increase in demande Marshall (1920) 
p.308 my brackets. 

For the priee level to be stable or sustainable, net investrrent must 

not be occurring am secular changes which gi ve rise to net invest:Iœnt 

must not be occurrirq. '!he price-level dynamics described. by Marshall 

are cx:x:urrin;J relative to a given stationary state where both the 

diSCOlU1t rate am the lorg-tenn rate are detennined by the lorg-period 
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equilibrhnn interest rate. All that has been disturbed in this state 

are the price arx:l profit expectations of security speculators arrl 

CUlillOOity traders, web are retun1ed to their nonnal levels by the 

rise in the diSCX>Ullt rate, an:! no real net investment taJœs place. '!he 

expected-pricejrealized-price equality ocx:m:-s at a higher level due to 

the influx of precious Iœta1s. 

It is perhaps the a1ways pragmatic arrl realistic side of Marshall 

that holds him back fran sare of the logical consequences of his 

theorizing. He bas in mirrl an explanation of actual values or averages 

of actual values through the c::anbined insights of his various pericx:ls. 

In the i.mrœdiate context Marshall states that: 

..• the rate of interest is goven1E!d by the average 
profitableness of business in general: fluctuations of the 
market rate of discount about the average rate of interest are 
govemed by a great variety of passirg incidents in the general 
course of business. Marshall (1923) p.258. 

Marshall 's ultimate quest is organized through his methcx:iological 

perspective, but because his ultimate quest is an explana:'ion of 

realized actual values, it is not surprisirg that he does not draw the 

stationary-state cone"' ~ions arrl speak of a unique long-pericx:i 

equilibrium interest rate. When we turn to wicksell arrl Keynes' 

'I:-eatise, mucll of this tension between market values am theoretical 

values will have retreated. 'Ibis, of course, is not to say that they 

are net ultimately concerned with explainirg market values. But the 

long-pericx:i interest rate, or a variation on it, re-emerges in the rore 

precisely defined setting of their "natural rate" of interest. 

Having stated tlJat the average profitability of business - or, wc 

might state, the r,tationary state lOnJ-period equilibrium interest rate 
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- is the ul timate det:enni.nin;J factor of the diSCX>UIlt rate an:i the 

100000-tenn rate, Marshall does not brirg the IOnJ-period interest rate 

into play when there is an influx of precious ll'eta1s. 'lbat is, given 

an initial lorg-period equilibrimn, entrepreneurs do not conpare either 

their current lorg-period interest rate, their current rate of return, 

nor their expected rate of retum on l1E!W invesbnent projects ta the 

rulirg IODJ-tenn interest rate am att:enpt ta expan:l or to contract 

capacity. 'lhis bec:x:nes a theme in bath Wicksell am the Treatise: in 

the latter it points up where Keynes picks up fram Marshall. Only in 

Marshall 's trade cycle or credit cycle do we get an inkling of 

alterations in outplt am capacity. It is ta the trade cycle we now 

tum. 

'lhe Trade cycle: 

In the Principles we are told that a "reckless" credit expansion is 

"the chief cause of aIl eoonanic malaise" [Marshall (1920) p. 591] .9 

Quotirg IDrd Samuel OV'erstane, Marshall tells us that: 

.•• the state of trade resolves apparently in an established 
cycle. First we fi.n:i it in a state of quiescence-next, 
improvement-growing confidence-prosperity-excitement­
overtrading-convulsion-pressure-stagnation-distress~ 
agiain in quiescence. Marshall (1923) p.246. 

If a credit expansion is the "chief cause" of the cyclica1 pattern, 

there are ini tiatirg causes of an exogenous nature that stimulate the 

credit expansion. Marshall states: 

An in'provetœnt of credit may have its rise in the opening 
out of foreign markets after a war, in a good harvest, or in 
sana other definite chan:Je: rut IOOre often it arises frorn the 
mere passirg away of old causes of distrust, which bad their 
origin in sana previous misfortune or mismanagement. Marshall 

9 Alse see Marshall (1920 W.493-494). 
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(1923) p.249. 

But "an i11-oonsidered increase in the vohme of an inconvertible 

currency" or a "currency inflation" alone may set the cycle in rotion 

[Marshall (1923) p.47 p. 75]. currency inflation is one response to an 

exogenous cl1arge in the deman:l for llDney broadly defined, alorg with 

the expansion of "book credit" or de.mard-deposit loans arxi the 

expansion of the acceptance of bills of excllange [Marshall (1923) 

p.249]. 

At the 1eve! of methodological abstraction, bath the demarrl-irrluced 

credit expansion am the institutional1y initiated currency inflation 

are exogenous in nature. 'Ihey lead to "short-period fluctuations" in 

the priee level which "efface themselves" relative ta lorg-period 

values, much like the short-period consequences of a "cattle p1ague" 

[Marshall (1923) p.19]. It is left vague where the econany is at the 

outset of the cycle; this makes it difficult ta urrlerstarrl what 

relationships ho1d between the discount rate, the lorg-tenn rate, am 

the stationary long-period equilibrhnn interest rate. 'Ihese 

relationships are net addressed in Marshall' s description of the trade 

cycle. '!he initial corrlitions are 1eft vague arrl we do net know 

precise1y upon what the exogenous events are acting, nor do we knc::M how 

ta oomect the process the exogenous events initiate with the quantity 

equation am its corrlitions. 10 

10 Keynes (1930a p.167) criticizes wicksel1 (1898) for n:Jt "1inkin;J 
up" the short-tenn rate with the quantity equation. Presurnably this 
criticism l.vould a:w1y equa11y te Marshall. '!he Treatise's direct 
criticism of Marshall is aiIœd at Marshall' s enp,.asis on the 
stimulation given by a fal1 in the bank rate ta speculation at the 
expense of ignorirg investment in plant arrl equipnent [Keynes (1930a) 
W.171-173]. Whi1e this criticism is true of IOOney-suw1y changes that 
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A 1'lUI'Ii:ler of initial possibilities are suggeated by Marshall's 

description of the initiatiDJ factors: A "gcxxi harvest" may clisnJpt the 

lorg-period nonnal. equili.britnn values fran their stationary state, or 

the "passirq away of old causes of distrust" may lea.d to a "revival" 

fran slunp oorditions [Marshall (1923) p.249 p. 75]. In the latter case 

does each finn, fran its point of view, begin fram a short-period 

equilibritnn relative to its product market, given the slump dernan:i 

comition am in keeping with Marshall's short-period statical 

lOOthodology? Would Marshall ooncur that at each phase of IDrd 

Overstone 1 s "general outl ine, " a momentary hypothetical 

entrepreneurial short-period equilibriurn oould be analyzed [Marshall 

(1923) p.247]? '!he answer would appear to be yes, insofar as the 

lOOthodology of the short-period was designed to analyze jlJst such 

transitory events. Marshall is now interested in explaining the 

transition fran one ~ to the next; it is not surprisirq that he 

does net address this question. Tc Marshall, short-period equilibritnn 

positions are uninteresting. But for us it is a natural question, our 

havirg been taught the lesson of the General 'Iheory' s sustainable 

short-period equilibritnn, am it is a question that will recur when we 

a<Hress the trade cycles of Wicksell (1898) am of A Treatise on 

J.Dney. We will investigate the inplications of this question for 

Marshall after laYÎDl out his trade cycle. 

'!he process havirq begun, Marshall emphasizes the rise in priees 

am wages that is a~t1y facilitated by the expansion of credit; 

'Ne have just clisa1SSE!d, it is not whole1y true in 
cycle, as we shaH see. 

Marshall' s trade 
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Ws en;ilasis is at the ~ of downplayirq output am enployrnent 

gains, a possible fallout fran sllnnp coooitions, an:1 downplaying the 

actual expansion of capacity through investment, both of which could 

also he facilitated by the expansion of credit [Marshall (1923) pp.18-

19 pp. 249-250, (1920) pp. 590-592] • 'lhe iITpression is that we are 

dealin;J with an econany that acts as if it is at full employrnent, even 

though resources are less than fully utilized at sane :r;x:>ints in the 

cycle. It is an increase in product priee an:1 presurnably revenue that 

spurs further expansion, accordi.rg to Marshall. Implicitly, at least 

in a cycle that begins fram sltnnp corrlitions, increases in output an:1 

enployrnent acx:::anpany the upturn. 

'Ihe uptum begins, ''Whatever its origin," with orders to "bui i .. ers 

am manufacturers .•• for additional machinery am other plant"; l :œs 

rise, as do wages, as finns "cornpete with one another for labour." 'Ihe 

higher wages of labor "increase the dernarrl for all kirrls of prcxiucts," 

presumably consumer gocx:1s am the goods required in the production of 

consumer goods. New canpanies are brought into bein;J with the rise of 

"general activity. Il Confidence is re-enforced am credit expan:1s 

further; priees, wages, incomes, am profits rise further an:1 

speculatc .. "S enter the markets buyirq "goods with the expectation of 

selling them at a profit" [Marshall (1923) p. 249]. 'lhere is sorne 

suggestion that the velocity of circulation increases as inflation 

un:1ennines the real purchasing pcMer of lOOney, dri virxJ the inflation 

rate higher; that is, demarrl for nominal balances falls. 'Ihis i5 only 

a suggestion sinee Marshall in this passage is only speakirg of 

inconvertible currencies [Marshall (1923) pp. 47-48] • 'Ihere i5 no 
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reason net ta generalize this proposition, though Marshall neither 

generalizes it nor brings it forward in his discussion of the trade 

cycle. We will fiOO Keynes in the T".reatise making extensive use of 

alterations in the velocity of circulation in his priee-Ievel cycles. 

'!he cycle peaks as existing finns, emeI"ging finns, and speculators 

borrow, respectively, 

in order ta ext:em their business ••• in order ta start their 
business ••• in order to buy am hold goods: trade is in a 
~erous cordition. 'lhose whose business it is to lerrl lOOney 
are aIOOD;J the first to read the signs of the times; and they 
begin ta think of cx:mtracting their loans. But they carmot do 
this without much clisturbing trade. Marshall (1923) pp.249-250. 

'!he overt sign that Marshall points te arises in the international 

S}ilere; the balance of trade turns against the inflating nation; it 

leads to a depreciated. currency am the meeting of the "specie point" 

[Marshall (1923) p.251]. '!he "anxious" bankers are apparently prepared 

ta raise their len:iing rate, the money-market rate, in order to 

presel:Ve their precious lOOtal re.smves. Marshall does not bring 

forward his argument that len:iers raise the intel:GSt rate in an atternpt 

ta preserve the value of their lent funds. He has sirrply posited the 

emergence of a general bearishness which apparently affects all 

l~, short or long, as people anticipate "a fall in priees" am 

the inability of borrowers te repay their loans [Marshall (1923) 

p.251]. FUrrls can be raised oruy on "very high" tenus or net "even on 

any tenns, " projects go Ul1C01Tpleted, speculators tll'lélhle to pay 

creditors se11 out at a loss, arrl the result is that "failure and panic 

breed failure am panic" until we reach the bottom of activity and 

priees, described as "a dull heavy calm" [Marshall (1923) p.250]. 

Presumably a return of confidence is awaited; a retum that is 
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premised, we can infer, on a tum-arounj in the tenns of trade am a 

reduction in the interest rates. A tum-a.roun:l in the tenns of trade 

will :;:equire a reduction in naninal. product priees am, as a cornponent 

of product priees, a reduction in narninal wages. Marshall points out 

that both entrepreneurs am labor will be reluctant to make such 

reductions; entrepreneurs prefer reûucing their output "to help irnprove 

tl),e market for [their] own goods" or to keep fram "spoiling their 

narkets" am workers "are inclined te stLp work" on the supposition 

that a nominal wage eut ''vlill not be easily raised" even if, throuqh a 

fall in nominal cvnsumer-good priees the nominal wage eut does not 

inply a real wage ::ut [Marshall (1920) pp. 311-312 (1923) pp.1S-19]. 

something of a nominal wage/price floor is implicit in Marshall's 

remarks; he does not perfom this synthesis nor draw out its 

consequences. We will firxi Keynes in the Treatise arguirg that the 

nominal wage floor leads to a long process of adjustrnent as the 

interest rate must be held at a high level to squeeze nominal wage 

concessions [Keynes (1930a) pp. 242-245] . 

It is apparent that at the bottom of a sltmlp we have net returned 

te the long-pericxi nonœl values of a statio:-aëü.1" state, since we have 

argued above that this irnplies full employIl~nt arx:i the complete 

adjustment of a firm's organization, labor-skill needs, am [" ant am 

equipnent te permanently altered conditions of dernarrl. But is h. 

possible te posit a short-period equilibrilm, in the "dull heavy calm"? 

As mentioned above, Marshall is interested in the transition fram one 

stage of the cycle te another and does not raise the question of a 

possible equilibrh.nn. Gi ven our discussion of the entrepreneurial 
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pricin1 am. outplt decision, whieb partially draws fran the 

Principle' s description of the short-periocl11, we may assmne the 

survivirg finns are in a short-period equilibrium with respect te their 

sltmp deman:l corrlitions at any frozen IOOmellt in the time frame of the 

short-period. 

'!hose [firms] who have saved theI\l&Sl ves are in no JOOOd te 
venture again: carpanies, whose success is doubtful, are wourrl 
up, ani new cx:rrpanies cannet be fonned. Marshall (1923) p.251 
my bracJœts. 

'!he SUIVivirg finns are coverin:J their marginal prime costs (wages, raw 

material cost, am cost te wear am tear on plant am equipnent) am 

sorne of their suppleIœI1tal:y costs (managerrent salaries arrl a.vners' 

profi\.S or "chal:ges" te the capital invested) [~arshall (1920) p.299 

W· 311-312] • 'Ine factor that would disrupt their short-period 

equilibrhnn pricinJ is a possible cilange in expected priees or a c:hanJe 

in confidence, say due te sane exogenous event such as a gcxxi or bad 

harvest or an outbreak of war, or due te a charge in the eniogenous 

variable: the banker's discount rate. 

Presumably a change in the discount rate would al ter the behavior 

of speculators arrl, through them, the lOI'XJ-term interest rate, which in 

tum would alter the level of investment. But Marshall t!"'.lls us in a 

subsection, Where he continues his discussion on "unreasonable 

expansions of crerlit," that "even a temporary stringency of the rnoney 

11 M.:L.-shall drew heavily on his earlier writings when COJ1'POSing 
later wrks; he did this, at times, in an almost verl:latim manner. On 
the trade cycle the interested reader can c:orrpare Marshall arrl Marshall 
(1879 W.152-153) te r.farshall (1923 pp.249-250); Eshag (1963) points 
out many of these overlapping passages in the footnotes te his text. 
on the short-pericxi pricirg am output decision compare Marshall (1920 
p.299 pp.311-312) te Marshall (1923 pp.18-19). 
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,", market" leacl.irg ta "small" changes in the diSCX)UJ1t rate and security 

priees may set off "a stock exchan;Je avalùJ'lChe, or panic" [Marshall 

(1923) W. 258-259] • '!he "dull heavy calm," we may conjecture, falls 

over the security market when the panic' s bottan is reached am cuts 

off the institutional route by which the discount rate operates through 

the econany. A fall in the discount rate may not simply am 

mechanically irrluce speculative activity, but must also overcome the 

expectational barrier set in place by the security-market panic. Given 

the state of expectations, it is the interest rate, the erdogenous 

variable influenced by international exchange considerations, which rnay 

keep Marshall' s hypothetical shcrt-··period equilibrium from beirq an 

equilibrium in rea1 histarical tirnei but with the security market's 

inclusion under the ~tional umbrella, the historical equilibriurn 

is COII'plete. We have, of course, warrlered into this Marshall ian 

synthesis frem the hindsight of the General '!heory, particularly 

Keynes' discussion of investment and liq'.lidi ty preference [Keynes 

(1936) ch.12-13 ch.1~]. Liquidity preference is designed to hold in 

general circurnstances, net just in a slump i how Keynes reached the 

generalization fonns part of our quest. 

Conclusion 

In this dlapter we first described Marshall' s "statical method" as 

he presents it in his Principles. We foum it contained a notion of a 

stationary state with its atterrlant long-pericxi inq:>lications. Although 

this notion was used little in the context of the Principles's 

irrlustry-level partial-equilibritnn analysis, we fourd the stationary 

state was raised to a level of great inportance when Marshall took up 
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questions in IOOnetary theol:Y, particularly in ms description of the 

cx>ntext in which the quantity theol:Y held. With this insight in harrl 

we were able, by cross reading Money, Credit, and Con'IlœrCe with the 

Principles, ta detennine Marshall' s ilnplied views on investment an:l 

savirx]. 'lhis 100 us ta conclude that he held a view of interest-rate 

detennination tbat Îllplies a lorg-period nonnal-equilibritnn interest 

rate akin ta a natural rate of interest detenn.i .d purely by the real 

side of econanic activity. 

With this interpretive perspective in hand, as weIl as an 

urxierstarxting of Marshall' s views on Ironey am financial markets, we 

tumed te his analysis of price-level trerxis arxl periods of economic 

crisis. In his analysis of inflationary and deflationary price-level 

trerrls we fourd that the speculative behavior he describes takes place 

relative te a stationary state, particularly due to his asSUI'C'ption that 

real capital does net change arrl the long-period interest rate is 

detennined by "the average profitability of business in general" in 

full-employment "stationary" corrlitions [Marshall (1923) pp. 256-258] . 

Al though Marshall mentions that priee-Ievel trerrls may be interrupte::l 

by periods of crisis, his argument iroplies that stationary-state values 

detennine the eventual outcarne. 

For Marshall, "short-pericxi fluctuations" in the priee level are 

transitory relative ta lorg-period values [Marshall (1923) p.19]. BUt 

we raised the issue, unaddresse:1 by him, of a short-period equilibrium 

in his creeiit crisis by asking about the expectational consequences of 

the crisis, particularly since he explicitly states that the bar1ki.m 

system and financial markets can be part of the current expectational 
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state of the econany. our ten:1ency was ta answer positi vely ta the 

possiliility of an urrleremployment equililiritnn in Marshall's system, 

though it is clear that Marshall did net hold such a view. Instead he 

relied on the dani.nance of lorg-period values te have themselves felt 

am equilibriate the econany at its full-enployment potential. It is 

unclear, though, through what mechanisms these long-period values or 

their potentials were made kI"lavn te Marshall' s actors in the economy. 

We will firrl in wicksell (1898) am in Keynes (1930a&b) an attenpt to 

lnake the IœChaniSItS of long-pericx:l adjustment Irore precise, although 

their continuation in the quantity-theory tradition, with its errphasis 

on price-Ievel adjustrnents, will lead them te overlook the 

expect.ational consequences of less than full eroployrœmt and will lead 

them ta focus their attention on price-Ievel adjustments. 
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Interest am Priees: Wicksellian lt:>netary '!heoty, 

Equilibriurn, am Cycles 

Wicksell, ~rkinj in the quantity-theoty tradition [Wicksell (1898) 

p.xxiii p.SO], PI.'qX)SeS ta elq>lain the mechanism behirrl cyclical priee­

level d1.arçes. A stable priee level is shoIm te emerge after either 

chan:Jes in the availability of credit, charxjes in factors affectirg the 

SUWly of inplts or c::l1arçes in productivity. 'Ihese elerrwmts are 

largely net distinJuished am are presented as givirg rise ta the same 

cyclical mechanism, tha.lgh salle differences in detail are à:lSeIved, 

particularly at the microeconanic level. We will touch on the latter 

in a nanent. "'!he ecx>nanic equilibriurn of the system is ipso facto 

dist:urtJed1l when a difference arises bet:\oJeen the IOOney rate am the 

natural rate, settin:J in rrotion dynamic disequilibrium priee-Ievel 

adjustments [Wicksell (1898) p.10S]. '!he natural rate roughly 

represents "the profit on capital, which in its tum is detennined by 

the productivity am relative al:::urrlance of real capital" [Wicksell 

(1907) p.214]. We will clarify the CX11p)nents of the natural rate in a 

rranent. It rcughly corresporrls te what \Ile have identified as 

Marshall 's lorç-period nonnal interest rate. In wicksell its 

gravitational am stabilizing role is made quite clear. '!he IOOney rate 

of interest am the natural rate are considered Weperrlent within the 

lirnits set by international IOOnetary arran:.Jements, with passing 

reference to the raIe of danestic-ac:x:x:JUllt reseJ:Ve ratios [Wicksell 

(1898) W.111-U4]. '!he ~ system has a degree of freedan in 

setting the IOOney or market rate, sc that the market rate am the 
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- natural rate are rot ":imnecliately connected with ead'l ether" [Wic.ksell 

(1907) p.214) '1heir separation sets in nDtion the dynamics of the 

priee level. 

Fran the cutset we sha.ùd clarify what prioe-level dynamics or 

cycles Wicksel.l has set rut to explain. '!he dyr.amics primarily urrler 

dj scussion are smlar ta Marshall' s trerrl priœ-Ievel movernents. 'lbe 

short-period price-Ievel rrave.ments of crises' boans ard busts are only 

marginally discussed, although we shall fW wicksell's canments 

iIrportant. UsinJ ~lished data for ~1an::1 an:i Europe, wicksell tells 

us that "beg~ in the seventeen nineties" until 1809-1810 the 

available price-level in:tices rose, am then fIan 1809-1810 "until the 

middle of the century" they fell; this is a sixty-year cycle [Wicksell 

(1898) P .169 ] . '!hese inflationary an::l deflationazy trerrls were 

pmctuated by shorter cycles in 1815 ard the crisis of ~.847 [Wicksell 

(1898) W.169-170 p.172]. 'nle secorrl. "upVcU:'d rrovement of priees 

started in the fifties," eJ'rlin;J in 1873, arrl since then, at the time 

of Wicksell's writinq, there has been a "gradual fall in priee ... up te 

the present tirne [1898J"; again, these secular trerrls were p.mctuated 

by shorter cycles in 1857 and in the period 1864-1866 [Wicksell (1898) 

W.173-174 my brackets]. Wicksell relies on charges in the natural 

rate am the ~ clisparities between it an:} the market rate te 

explain the secular price-level cycles. 'nle periods of crisis or 

short-period cycles are left largely unexplained, rut: the passages 

presented are 5U:J.Jestive of the direction that an explanation rnight 

ta1œ; as weIl, they add critical insight toward an urrlerstan:iinq of the 

limitations of a ronetazy theory built arourx:i the natural rate. 
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Rte Natural Rate 

'lhe natura! rate is the consequence of the interaction of 

"productivity am relative al:::mrlance of real capital" [Wicksell (1907) 

p.214]. Productivity is roughly the state of tedmica1 efficiency or 

developnent, am it changes with technological advance. Fran that, we 

~d expect "an ever-cha.n:Ji.n;J natural rate" [Wicksell (1898) p.117] 

am ever-emergin:J disparities hetween the natural rate am the market 

rate: the natural rate alters in a "continuous" manner am the market 

rate lOOVes in "discontinuous jurnps" [Wicksell (1898) p.106]. Holdin:J 

constant the level of teclmica1 efficiency am the al:::mrlance of real 

capital, 

'!here is a certain rate of interest on loans which is 
neutral in respect te COIi1lulity priees, am terrls neither te 
raise nor ta lower them. 'lhis is necessarily the sarre rate of 
interest which would he detenn1ned by SUWly am demarrl if no 
use we:re made of money am all lerrli.n;J were effected in the 
fonn of real capital goods. It caœs te nruch the same thin:J te 
describe it as the current value of the natural rate of 
interest on capital. wicksell (1898) p.102. 

Now if Ironey is loaned at this saIne rate of interest, it 
selVes as not:.hi.n;J more than a cloak to cover a procedure which, 
fran the prrely fonnal point of view, could have been carried 
on equally well without it. 'Ihe corrlitions of economic 
equilibrium are fulfilled in precisely the same manner. 
wicksell (1898) p.104. 

'lhe real side of the economy is thought te darninate monetary P'lenomena 

in Interest am Priees am clearly the natural rate is equivalent te 

the real rate. Tc OOrI"CM Schtnnpeter's term:;, "real analysis" daninates 

''monetary analysis": the latter 

••. is of secx:)Jm.ry inportance in the explanation of the 
econanic process of reality. Schumpeter (1954) p.227 

We will see that for wicksell the natural rate, ~ its 

dete.nninants are constant, is a stable point aroun:i which the IOOnetary 
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interest rate lOOVes in the p:rooesses of prioe-leve1 dete.nnination. 1 

An 1.lJ'rlerstarx: of Wicksell' s notion of real capital is necessary 

to urrlerstarrl bis explanation of the detenn.ination of the natural raœ. 

Wicksel.l presents a "syst.ematic" IOOdel with a perioo of prcx:iuction as 

its basis; the period of production is assume:i to be unifonn for the 

sake of exposition, rut different intersectorial am intrasectorial 

periods are discussed as asides. Fran the perspective of a perioo of 

production, capital can be viE!\Nl9d in two manners, as a "lergthwise 

section" or "at any m:rnent of time a cross section" [Wicksell (1898) 

W.125-126]. Fran the lergthwise view, wages ard ren~ . are advanced at 

the begi.nnirq of production ta laborers am Iarrllords anj are in tum 

spent on oonstmption goods that were saved fran the previous period of 

production by capitalists. The division of actors inta different 

groups: laborers, landlords, capitalists, an:i entrepreneurs-

entrepreneurs will be introduced in a nanent - is for clarity of 

exposition am convenience; in actuality actors take on nuùtiple roles 

[Wickseli (1898) W.124-125]. Neither Iaborers nor larrllords organize 

productive activity or "accunulate capital" :Wicksell (1898) p.124]; 

they do net save, 50 their remuneration is devoted solely ta 

OOl'lSUlTption goods. 

In Ws sense ool1SUrl'ption goc:rls might be reqarded as 
constitut:irx.J the original (free) capital by whidl laboor am 

1 Kdln (1986 W.76-79) characterizes a real-analysis daninated 
theory as one that peroeives the econctny as one of "repetitive fl~-

a situation in which behavior is unchan:Jirq OI/er time." Wicksell 
(1898) presents itself as a theoretical irK::i~ of a repeatin;J 
prooess; after dispensin;J with relative priee c::han}es, he writes that 
his "CUlIlÙative" llDl1etazy priœ-level process "goes on repeatirq itself 
over equal intervals of time in precisely the same rnanner" [Wicksell 
(1898) p.99] • 
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lani are p.u:d1ased. Wicksell (1898) p.124. 

Begi.nni..n:.J with "labor awlied to the lam, Il it awean; 
suooessive1y as tools, madrlnes, raw material, half-finished 
prcxluct (in Widl, partly or wholly, the capital is once again 
free). Wicksell (1898) p.125. 

Fran Ws vantage, capital is "a flow of liquid goods" that is 

"available," as Keynes will say in A Treatise on M;)ney (Keynes (193oa) 

p.114] . In stationary-state conditions with no net invesbnent or net 

savin:;Js, the corxtitions t:hra1gh whidl Wicksell 's analysis prirnarily 

proœeis, the "original" C011SlIll'ption fun:i in its original size is 

reproduced am is made available out of the finished product for the 

start of the next production periode capital fran this perspective is 

"free capital" "at the beginnir'g ard at the errl" of' the production 

perim [Wicksell (1898) p.126]. 

Fran a cross-sectional point of view, fIat any roc:m:mt of time" in 

the production perim there oost "actual. capital ••• (liquid arx:l fixed) " 

[Wicksell (1898) p.125]. Wicksell further distirguishes between "fixed 

am rrd:>ile capital" am atteIrpts ta graduate them by their 

"durability" [Wicksell (1898) p.126]. Fixed capital, "hooses, streets, 

railways, canals, certain inprovernents in lard, certain kirxis of 

machines," Wicksell asserts are lilœ lard, earn a rent, arx:l are not 

capital in a pIqJer sense [Wicksell (1898) p.l26]. In the proper sense 

or "capital in the narraw sense, Il is IOObile capital "of relatively low 

durability" whieb cansist of 

••. tools, machines, iIrprovements in lard, etc •••• furthenoore 
raw materials an:l semi-manufactured products, am finally 
stocks of finished COI'lSlDtption goods. wicksell (1898) p.127. 

Real capital in cross-sectional time is awarently CCl\'hined fran fixed 

am nd:>ile capital; a portion of the latter, ool'lSlBlption gocxis, 
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detennines the flJni that constitutes the demarrl for lam aR:i labor in 

that time periode FUrther, the :fun:l of cx>nsunption goods is the total 

prc-Ah1ction of COllSUItption goods minus the interest incane in 

oonsunption gocx1s of capitalists per periode '!he latter constitutes 

capitalists' i.ncane • 

•• • with the exception of that part which is consumed by the 
capitalists themselves in the fonn of interest, the total 
annmt of consunption goods prcxluced yearly, lOOnthly, or weekly 
can be n:garded, on the assunption of a stationaIY state, as a 
:fun:l for the payment of wages aR:i rents. 'Ibis flJni represents 
the (real) demarxi for labour am lard. wicksell (1898) W.124-
125. 

'!he amitrary time periods of a week, lOOnth or year OlIer which the 

cross section is viewed are presumably shorter for Bane periods of 

production thought ta he occurrirg, am lCID3er for others. 

In a stationary state the size of the "original (free) capital" 

:furrl am the demarrl for labor am larrl it represents would be 

sufficient to produce the gcx:xls to restore the depreciated lam-like 

rent capital, to restore the "low durability" capital, aR:i to restore 

the:ftm:l. '!he supply of the furrl depenjs on the savings behavior of 

capitalists, the only group allowed to save in Wicksell's IOOdel. '!here 

is no net real savin;Js or net real invest:rrent [Wicksell (1898) p.126]. 

FUrther, through a principle of substitution, the labor am larrl 

SUWlied are fully adjusted am durable goods are valued at their oost 

of production [Wicksell (1898) pp. 131-134] . 

Urxier these stationary corxiitions or in a process leadinJ to them 

wicksell deroonstrates the detennination of the natural rate by drawirg 

another distinction, this one between entrepreneurs who organize 

production am capitalists who aCCl.mllÙate the flJni of col'lSlIlTption 
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qoods.2 In a barter eooncrny settin;J, entrepreneurs now borrow the furrl 

"in Jd.nj" fran capitalists an:l hi.re labor am lan:l for the production 

process [Wicksell (1898) p.103 p.124]. Wicksell is vague about land­

like durable capital in the equilibriatirq prooess [Wicksell (1898) 

p.102] , rut in the stationary equilibrium entrepreneurs pay te 

themselves 

••• the normal CCJ'II)etitive rents for sudl "rent-eam.in:J goods" 
(sites, brlldil'q.;, madlines) as may be in their awn possession. 
wicksell (1898) p.138. 

When production is CX11pleted the entrepreneurial loans fran the 

capitalists are made gocxl eut of the entrepreneurs' goods. 

If Ws procedure were adopted by all entrepreneurs who work 
with borrowed capital, c:c:rrpetition would brirg about a certain 
rate of interest that wa.ùd have te he paid te the capitalists 
in the fom of sana CCll1ucxlity or "'ther. Wicksell (1898) p.103. 

'Ibis "certain rate of interest" is the natural rate of interest. 

Presumably this rate is just sufficient te brirg forward the funj or 

induce capitalists to aCC\.RTl.Ùate the furdi wicksell does net lreI1tion 

the deperxiency of the savi,n; behavior of capitalists on the natural 

rate. '!he actual rate paid bas "an ~ limit" defined as 

'!he annmt by whidl. the total product (or its equivalent in 
ether CUiliLXlities) exoeeds the SUIn of the wages, rents, etc., 
that have te be paid rut. Wicksell (1898) p.103. 

(}.1er "a lOn:J sucx::essions of econanic pericxis" entrepreneurial 

cx:rrpetition will force the natural rate near this lJR)er limit except 

2 Chl.in (1937b W.4S-46) SU«JJests that wicksell saw that the 
decision te invest am the decision te save were distinct decisions 
made by clifferent peqJle. Wicksell 's distinction between entrepreneurs 
am capitalists captures Ws insight, rut as we will see wicksell went 
cm. of his way te inhibit a cllarxJe in the level of real savin;Js or 
real invesbrent in the presentation of his CUI'IU1.ative process. In 
general his discussion of the CUlTI.Ùative process taJœs place within a 
context defined arourrl a stationary state. 
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-- for entrepreneurial. incane neoessaty te oover the ''mental effort of the 

entrepreneur," 1OOI'lOpOly rents, l:Atsiness secrets, am cust:cmer loyalty 

[Wicksell (1898) p.104]. wicksell tell us: 

SUch a process ca.ùd theoI'etically, by means of payments in 
kird, be carried rut without the use of IOOney. wicksell (1898) 
p.124. 

'!he natural rate is rot a lOClnetary {i1enanena; it is capable of arisID;J 

umer a barter system in:ieperrlent of IOOney. It is or is equivalent to 

the real rate of interest. 

In a manner which Keynes will later adc:pt. in lùs Treatise, Wicksell 

calls the entrepreneurial incane or profit which wa.ùd cane aboot "[i]n 

a CCltPletely urrlisturt:>ed am stationary state, ... neither a profit nor a 

loss," but he suggests that we consider it a "retum for the trcA.lble of 

ex>rrlucti.n:J business" as if liJœ a manager work.l.n1 for saneone else the 

entrepreneur received a salary [Wicksell (1898) p.140]. wicksell's am 

Keynes' entrepreneurial eaming'S have a parallel in ~ll' s "nonnal 

profits"; these are a cx:rtp:>nent of a lorq-pericxi SUWly priee brought 

about by the prin=iple of substitution acti.n:J on the "nonnal supply 

priee" of "capital needed," of "ability ard energy rP.qUired," am of 

organizational skills required in a business enterprise alorq with the 

othe:J: elements of production [M3rshal1 (1920) p.503 p. 514] .3 

We will see that profits am lasses or win:ifall profits am 

win:1fall lasses arise with the introduction of roney into this real 

capi.tal barter system, and are due to cllan;Jes in the natural rate 

3 'lbe parallel is to the stationary-state oondition of no win:ifall 
profits or lasses, not necessarily to the process by which the 
stationary equilibrium is achieved. For a further disalSSion of 
difft~ in the equilibratirq processes see Rcti:>ins (1930) am 
KCmpas (1983, 1985). 
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relative to the IOOlleY or market rate in a lI'OI'letized system. '!he lack of 

wirxifall profits or losses in entrepreneurial in:.une in the barter­

like econany that defines the natural rate links entrepreneurial incx:m.. 

to an econany-wide lorç-period equili.brium where durable capital 

[Wicksell (1898) p.126], as ~l as other factors [Wicksell (1898) 

W.131-134], are fully adjustedi that describes a stationary state. 

Wicksell says of the analysis we have just presented that 

••• there we Vt'eI'e proceedirg on the assunption that the 
ccn:lition of the market was stationary. Wicksell (1898) p.106. 

A dl.arqe in one of the factors det:ermi.ninJ the natural rate would imply 

a new stationary configuration of the econany. wicksell ' s no:lels of 

the cumulative process are designed te reveal rhe dynamic 

disequilibrium noveœnt te a new statiormy state given ci new natural 

rate. 'lhis process of reoonfiguration bas oonsequences for the priee 

level if the barlkin;t system does net act ta inhibit the price-level 

consequences. 

In a stationary natural-rate configuration, the econc:my is further 

inplicitly assumed te fully use its available resources. 

'!he natural rate is not fixed or an alterable in magnitude .•. 
In g~ ••• it depends on the efficiency of production, on the 
available anamt of fixed and liquid capital, on the SUR?ly of 
labor am lard, in short on all the thousarrl ard one things 
which detenni.ne the current econanic position of camnunity ard 
with them it constantly fluctuates. wicksell (1898) p.l06. 

It is the SUWly of fixed an:i liquid Capital am the SUWly of labor 

am lard, as wel.l as the technique of production which are mentioned, 

not their dernarrls. 4 'lbe "relative abun::lance" of SUWlies detennines 

4 In fact it is <UqUed that in Wicksell, charY:Jes in :relative 
demarrl while alterin:J relative factor priees only d'lange the allocation 
of the fixed SUWlies of labor, land, am capital. Cl'lan;Jes in :relative 
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- the margin of production am in tum the natural rate [Wicksell (1907) 

p. 214] • Wicksell diSCX>Ul1ts any effect of ~$ in demarrl for labor 

am lard on the natura.'. rate. He is aware that with a fall in the 

priee level, at tiJnes, "[b]usiness is paralysed, am growing 

U11e1tployment am falling wages results" [Wicksell (1898) tl.2 my 

brackets], yet this does net cause a collapse in the natural rate or a 

collapse in the extent of production. OVer the course of the secular 

inflationary am deflationary price-level cycle, UI1elTployrnent is 

relatively uniIrportant. He cites a figure of a one percent average 

U11e1tployrnent rate [Wicksell (1898) p.1431 am argues that in an 

inflation, ctual .. tput'" ; ~c::. a"'le " a expan810n ID ou 1S ~'r--..LJ..I arx:1 in a 

deflation, "on the whole activity will he maint:lined at its fonner 

level" [Wicksell (1898) p.143 p.149].5 

Wicksell is cognizant that an increase in the priee level due ta a 

fall in the money rate, (to anticipate his argument), leads ta the 

expansion of durable-good productio11 at the expense of liquid-good 

production due to the relative longevity of durable goods arrl the 

len;Jth of the investment period for thern, but he minimizes this effect 

on plant am equipment arx:1 50, aI5O, on the extension of investment 

into particu1ar lines of p~~ction [Wicksell (1898) p.96 pp.143-144]. 

with the natural rate fixed it will reflect the full-employment 

factor priees do not change the gi ven supplies of each factor; see 
Rabbins (1930) am Kornpas (1983, 1985). 

5 Jonung (1989) reviews wicksell '5 writings for their discussion 
of unemployment. He concludes that except for one apparently anornalous 
article, Wicksell (1908), espousing the cyclical na.ture of UI1elTployment 
am Keynesian views on stimulative monetary arx:1 fiscal policy, 
Wicksell maintained a Malthusian view of the causes of UI1elTpl<JYll'=l1t. 
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utilization of a given level of plant am ~Jipnent. He does integrate 

into his analysis a natural rate that varies bath t:hrc:ugh tedmologica1 

innovations am t:hrc:ugh changes in the SUWly of elements relevant ta 

the production process, tut these factors are exogenous, not 

cyclica1ly i.OOuced. A similar exogenaJ..c:.ly fixed or "real" side-

detennined full-elTployment natural-rate assunption generally urrlerlies 

Keynes' Treatise, arx:l, as we will see, it represents at least one 

barrier te his escape te the General '!heory [Keynes (1936) W.242-243]. 

We have, of course, been arguing that Marshall 's IODJ-period lOOnetary 

analysis harbors similar inplicit assunptions. 

'!he CUmulative Process 

'!he "connectin;J link" between the trOney rate arx:l the natural rate 

is the general priee level [Wicksell (1898) p.109]. Disparities 

between the natural rate am the market rdte can arise for several 

ruasons: technological innovations, changes in SUWly coOOitions, 

lnflux or outflow of gold, and in wicksell's gold-based elastic credit 

system, a charge in the bank-rate polü::y. '!he details of the latter 

will he discussed later [Wicksell (1898) W.62-80 p.1l0]. Market-rate 

1..ll'1CCl1'pE!ted cllarxje in one of these sets the stage for wicksell' s 

"CLm1lÙative" process of the priee level [Wic..lœell (1898) W.94-95] am 

it is the ctnm.ù.éltive process which lies behln:i the quantity theory. 

For bath wicksell am Keynes of the 'l'reatise, the quantity theory 

"is the IroSt c::x:JTq)etent" e.'Cplanation of price-level fluctuations 

lWicksell (1898) p.41 p.50 p.101], but for bath it does net reveal 

either the causal mechanisrn of cl'large or the full potential of the 

banking systen. Neither, for exarrple, fourrl Marshall's enphasis on the 
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status of exœss bank reserves in bis analysis of priœ-level trerrls a 

CXltplete descr~ption of the "causal train" c:letenninin;J the priee level 

(Wicksell (1898) pp. 76-77, Keynes (193Da) p.120 p.168 pp.171-173].6 In 

fact Keynes' OlÙy criticism of Wicksell is bis inability ta 

deroc>nstrate the relationship between the dynamic or CUIlU..Ù.ative process 

an:l the quantity EqUation [Keynes (193Qa) p.167]. 

Wi :sell describes the CUl'll.l1.ative effect in an econany that 

maintains gold ~/es for international ex~e, but where dctnestic 

transactions occur a1.Irost exclusively by check [Wicksell (1898) {:p. 70-

55 p.87 pp. 110-114 ]. Up to the limit set by international exc.harge-

rate repercussions on gold reserves, "[t]he 'stWly of rooney' is 

furnished by the deman:1 [for IrOney) itself" [Wicksell (1898) p.110 rny 

brackets] . '!he influence of an increase or a decrease in the IrOney 

rate is varied. A lowered market rate ''withalt any ether d'l.an1e in the 

market situation" [Wicksell (1898) p.87] includi..rX;J the natural rate 

will lead a borrower 

... te ll'a1œ seme payrnents which otheJ:Wise he W'OUld have 
clispensed with or would have postponed. Either he desires to 
buy sane CQ1.utolity which otherwise he would net have bought at 
all, or wculd only have bought later; or he interrls ta maJœ a 
payment in cash where otherwise he wa.ùd have had ta buy on 
credit; or finally he wishes temporarily ta Jœep sare or all of 
bis gocx:1s off the market, am he asks the Bank for llOney with 
which ta meet bis bmnediate or perrlir"g liabilities without 
havin;J to sell bis goods. wicksell (1898) p.88. 

'!he first t\tw'O increase the dena.rrl for gocx:ls, the last laYerS the 

SUWly, am the three tcqether "provide a basis for a rise of priees" 

6 We have in fact argued in our discussion of Marshall tl1.at he did 
net ftùly integrate the reserve-ratio/interest-rate mechanism into his 
presentation, but at tirres proposed a real interest rate/inflation 
l1eXUS. Patinkin (1952 pp. 845-846) agrees on the first point, but 
overlooks the latter nexus in Marshall' s work . 
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[Wicksell (1898) p.88]. A frurth inportant factor is bralght abcut by 

the fall in the market rate after it bas persistEd am has lowered the 

bor'rl rate [Wicksell (1898) W.74-75 p.89 p.92]. For entrepreneurs Ymo 

qJerate with borrowed capital, a fall in the market rate am the borrl 

rate represent a cir'cp in the cast of production [Wicksell (1898) p.89]. 

With given c:utp.rt priee expectations, based on the last period's 

realized priees, entrepreneurs who are borrowirg will attenpt to exparrl 

production, which raises total eami.n3s am, urrler full enployment, the 

eam~s rates on labor an1 lard. Bo:rrowirç entrepreneurs can afford 

higher wages arrl rents since their interest costs are IC1tlered. 

NCI1Ù..nal aggregate deman1 then increases arrl all entrepreneurs­

not just borru.virJ;J entrepreneurs - realize excess profits though all­

aroon.i priee increases. '!he boI"I"C1tlÏDJ entrepreneurs' increased dernarrl 

for labor am larrl transmits an increase in nani.nal demard throughout 

the system through the increased spen:iin;J of laborers arrl larrllords. 

Wicksell (1898 W.95-96) gives an exaITQ;>le where initially the increased 

borrC1tlllq is used for "durable invesbnent," particularly housing. 'Ibis 

leads te 

... a rise in wages, grourrl rents, etc., arrl this will bring 
al.:oJt a rise in the lTOney demarx:l for aU kirxis of goods ••• 
wicksell (1898) p.96. 

Realized or ex post priees relative to expecte.d or ex ante priees and 

CXJSts are greater than anticipated at the outset of production. 

An inprovement in the tenns of credit enabled our businessman 
to pay a higher cash priee for the goods [inputs] which he was 
going to sell [as output] ... , even though he was due to receive 
no IOC>re than the nonnal sale priee. At the errl of the perim 
he will make the pleasant discovery that he can actually sell 
ms gocxis at rore than the nomal priee. wicksell (1898) p.95 
my braclœts. 
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Here, the "pleasant discx::wery" is the effect af every enterprise 

at1:eIrptirg to expard production. Initially it is due te borrowin;J 

finns ~ advantage of the lowered market arrl born rate, but 

eventually all finns are willirg te pay higher priees for labor arrl 

larrl, since they expect te afford them given their adjusted ex ante 

priee expectations [Wicksell (1898) p.90]. '!he expected profits based 

on ex ante priee expectations are lOOre than fulfilled ex post as aIl 

finns attempt te exparrl. Entrepreneurial expectations will he raised 

arrl this leads te further atterrpts te exparrl, even if labor am larrl 

costs adjust ta expected priees, as long as the IOC>ney rate am borri 

rate fall short of the natural rate and borrowing finns force up the 

level of remuneration. 

'!he disparity of interest rates generates a cumulative effect on 

the priee level via abnonnal profits [Wicksell (1898) pp.94-96 p.100]. 

If the market rate am borrl rate return "ta nonnal, Il entrepreneurs will 

continue to receive higher priees for output arrl will continue ta 

afford higher-cost labor am land, but the curnulative effect will be 

broken [Wicksell (1898) p. 95] . '!he "nonnal" level of the market rate 

is simply the natural rate derived fram the real capital barter econorny 

discussed earlier. It is a market rate equal ta the natural rate which 

stabilizes priees [Wicksell (1898) p.lOO]. utilizing wicksell '5 

barter framework in a slightly different manner, we can think of the 

level of liquid capital demanded Dy entrepreneurs for rents am wages 

as the level of invesbnent III the prcxiuction period, am the furxi of 

consumption gocx:ls supplied by capitalists for wages am rents as the 

savings out of last period's production. '!he natural rate, then, is 
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the rate of interest that equalizes investment am savirgs. A similar 

relationship an:i description of the natural rate are, as we shall see, 

set out as the :fur'rlamental equations of Keynes' Treatise. 

A market rate equal ta the natural rate maintains the level of real 

investment equal ta the level of real savirgs. If the market rate 

chan:jes arrl falls a.It of balance with the natural rate, am everythirg 

else is held cx>nstant, naninal differences ~ in the levels of real 

investment an:i real savings, in a monetized elastic-credit econany. At 

full enployment, though, the real values remain equali real expansion 

or contraction is not pemitted to occur. A fall in the market rate 

relative ta the fixed natural rate raises l'lCI1l.i.nal investrnent alxwe 

naninal savin~'S. 'lb achieve equilibriurn after the market rate's upYcU'd 

adjustIœnt ta its equililirium, at a higher stable priee level am a 

higher stable n:aninal level of investrnent, the naninal level of savirqs 

must rise. We will see that, in effect, the real value of savings is 

ta be presexved. Naninal savin;Js will be built up ta match nanina1. 

investIœnt where saœth.irq like the real balance effect is operatin:J on 

the savings behavior of ('api tal ists. 

Wicksell has at han::i the fontal analytical apparatus of the real 

balance effect. He dœs not explicitly utilize it in this context, in 

the sense of presenting the real balance effect rationale. Al though 

earlier he presents it either in the context of "fortuitous" priee 

charges with a constant stock of money or a ~ney stock cl1an;Je with 

initially stable priees. In bath cases the naninal balances are kept 

ta bridge the gap between experrlitures am receipts, l'lOt as savings. 

New let us suppose that for sorne reason or other cornrrOOity 
priees rise wtti.le the stock of roney rernains llI'1Cl1an;Jed or that 
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the stock of nnney is climinished while priees remain 
teItporarily unc:harged. '!he cash balances will gradually awear 
te be tao small in relation te the new level of priees ... l 
therefore seek te enIarge my balance .••• 

'!he reverse process will taJœ place as the resul t of a 
fortuitCJ.lS fall in priees, the stock of IOC>ney rema~ 
l..ll'lCharged, or of a perrranent increase in the available quantity 
of IOC>ney. Wicksell (1898) rç.39-40. 

With a cx:>nstant IOOney stock, priœs will be driven te their original 

level arrl with a money-stock chan;Je, priees will rise or fall 

pIqX>rtionally te the charges in the IOOney stock [Wicksell (1898) 

R>.40-41]. In an elastic credit system \Ile can ~ the latter will 

show reverse causality, IOOney balances IOClVl..nJ with price-Ievel chan;Jes, 

as irrluced -;y al terations in the l1'arket rate. wicksell has not 

introduced the elastic credit system at the stage in his text where the 

real balance effect is cliscussed, am these points go unnoticed. After 

its introduction, he writes: 

Abun:iance or scarcity of IOC>ney, arrl in particular the quantity 
of cash held by the banks, is now iIrbled with a rrerely 
secomary iIrportance. SUch factors are to be regarderl as 
consequences of cl1an:Jes in the deman:l for instruments of 
excl1arge brought about by charxJes in the level of priees. 
Wicksell (1898) p.167 My underlining. 

'!he above ci'.3l1ge in the priee level is irrluced by a differential 

between the market rate arrl the natural rate. Of course the initiati.rg 

l1'arket-rate changes rnay be irrlucerl by charges in the IOOney stock, but 

in wicksell they rnay also be managerl l1'arket-rate charges. 

Same~ of the sarre real balance analysis is int>lied in 

Wicksell ' s treatment of savirgs behavior i we will firrl naninal savirqs 

balances rise arrl. fall with price-level cl'lan;Jes, closi.rq the gap 

between nominal invest:ment arrl nominal savin:;Js [Wicksell (1898) pp.138-

148] . Whether wicksell interrlerl the real balance effect te apply te 
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sav~ balances, as he cIearIy does int:erd of transactiOii balances, is 

not clear in the texte '!he level of real savin;Js bala.Jlœ!S is he1d 

constant none the less. 

ItSystematic" Ex Ante/Ex Post Investment am Sav:iooâ 

wicksell in Clapter Nine of Interest arrl Priees presents a 

"systematic Exposition of the 'Iheor:y" arrl it is worth CUI' time to 

clevelcpnent ms "quantitative relations" lWicksEül (lB9B) p.121] in 

sane detail since it is here that he again malœs c:lear ms stationarity 

con::tition am it is here that he develops the savl.rgs/invest:Irent nexus 

JOOSt clearly. '!he previous argument asserte:i that the price-Ievel 

increase that aCCCITpéUÙes a fall in the market rate relative to the 

natural rate is sustainable after the market rate retums to its nonnal 

level equal to the natural rate [Wicksel1 (1898) p.95]. In ms 

systematic presentation Wicksell deIiOnstrates the case where the 

natural rate rises relative ta the m:rrket rate aJoo. then eventually the 

market rate rises to match the new natural-rate level. Again in the 

latter, as in the fomer, it is asserted that a new higher priee 

clevelops am it is sustainable. 'Ihese two cases are of interest, since 

they parallel the Treatise' s theory ofaxronetary cycle or trerrl priee-

level rrovements. 'Ihey are alsa inp::>rtant in pointirq out the ex 

ante/ex post distinction between savin;Js ani investIœmt; that 

distinction has been fOllI'rl useful in the interpretation of the General 

'Iheory's ITR.Ùtiplier process arrl. the equilibrium it inplies. Finally, 

wicksell's systenatic treatment sillply allows us ta see rrore precisely 

what behavioral assuII'ptions drive his cumulative process. If we can 

clarify these élSSl.n11ptions we open the way to their criticism arrl. to 
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"' suggestions for an alte.n1ative view of the dynamic process. 

wicJrsùl imagines a one-year period of production at the beginnin:.J 

of which all entrepreneurs borrow fur'rls through the banld.rç system ta 

finance their fun:i for the payrœnt of wages, rents on larrl arrl "rent­

eamirg goods," am their nonnal entrepreneurial i..nc::aœ: the latter is 

the eamirgs on entrepreneurial "IœI1tal effort" [Wicksell (1898) p.138 

p.104]. '!he furrl is spent on the real capital savi..rgs of capitalists. 

capitalists are distinct fram entrepreneurs, even though capitalists 

nanentarily act ùS dealers in "wage" gc:x::ds: the profits fram the 

capitalistic dea1~ "is quite small. .. [and] we can negle...-t it 

altogether" [Wicksell (1898) p.137]. capitalists in turn deposit their 

sales proceeds in the banking system. Initially in stationary 

coOOitions we are asked ta imagine the market rate equal ta the natural 

rate, 50 the increment ta output from production covers the interest 

charges on borrow~. '!he capitalists consume this interest income 

distributed ta them through the banld.rç system. capitalists sustain 

themselves during the production period by co~ last period' s 

interest income, while entrepreneurs, laborers, am landlords sustain 

themsel ves by consuming the borrowed real capi tal sav~s furrl. 

Quantitati vely , " [ i] n a completely undisturbed and stationary 

state" a process that has persisteè for sorne periods has K capitalist 

sav~s available, measured in nominal tenns [Wicksell (1898) p.140]. 

Entrepreneurs bonu.v K fram the banking system at the market rate of i 

equal ta the natural rate, arrl 1istribute the K as wages, rents, am 

entrepreneurial incarne. '!he nominal incorne of laborers, laOOlords, am 

entrepreneurs, K, is spent on the savings fund of capitalists, K. 1< is 
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the dollar value of capitalists' real savi..rçs after am before exd'lan;Je 

at the a.Itset of production. 'Ihe K-valued invesbnent. by entrepreneurs 

in themsel ves, labor, am lard goes into production for one year am 

art: of whieb canes K(l + i) goods in naninal value. We can note for 

future rel~ that at the a.rtset of production, invest:Jœnt equals 

savin;Js; or, stated altenlatively, ex ante investIrent, investJnent at 

the ootset of the period, equals ex ante savirqs, savirqs at the outset 

b.It rea.lized last period, or si.n'ply K=K. '!he priee level remains 

uncl1arged since at the outset of production, capitalists deposit their 

K sales proceeds in the ~ system whieb grew to K( 1 + i) am the 

sales proceeds plus interest, one year later, are spent on the output 

of the entrepreneurs. '!he entrepreneurial sales proceeds caver what 

entrepreneurs owe the bankirg system due ta their initial loan of K at 

the market rate of i: K(l + i). capitalists, who now hold K(l + i) 

naninal altp.lt, save K ard COnsllIle their interest incare, iK. K 

capital savin;Js, the value of the 1..1I1C'.han;Jed level of real collSUltption 

goods after capitalists' co1'lSUlTption, is available for the next 

period's production. capitalists are the only ones who save in this 

nmel7 arrl they consurre their full interest incane; they have a 

propensity ta COnstnn9 interest incare of unity [Wicksell (1898) W.138-

41]. We note that at the errl of production anj after the secorrl 

excllarçe between capitalists am entrepreneurs, ex ante investJnent, or 

7 wicksell (1898 p.149) speaks in one passage of entrepreneurs who 
are sufferin;] lasses covering these lasses fran "incane derived from 
their own fortunes." '!he existence of entrepreneurial fortunes inply 
that they saved in the past. In the "systematic" context in whieb 
this a~ it is a rather ad hoc chan:Je of asstnTption. Uhr (1960 
p.243) points t:h:i.s rut, as well as otœr prthlers with the systaratic m::rlel. 
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the investment at the œtset of the production cycle, equals ex post 

savjn;Js, or the savi..rqs realized after the final exdl.an:je, am equals 

ex ante savi.n;Js. When the sequence is stationary ani un:listurtle~, the 

market rate continues ta equal the na:tural rate arrl the process repeats 

itself. 

Wicksell next prqa;ed that the natural rate, r n , rises relative to 

the market or "contractual rate", rm, 50 that r n = i + .01 am r m = i. 

'!he natural rate has risen due ta 

••. a fall in the level of wages (br<:JU;Jht abcAIt by a relative 
increase in the rnnnber of TNOrkers), or ta a fall in the rent of 
larrl or other rents, or finally ta a raise in the productivity 
of labor an:i natural forces as a result of technical progress. 
wicksell (1898) p.141. 

If we assume that, like wages am the availability of workers, "the 

rent of larrl or other rents" aIse decline due ta their "relative 

increase, " then the C'llanJe in the natural rate can be taJœn as a 

pennanent ~e in cost per unit of outp.It. It is not clear what 

lowers the rents, but presurnably the factors affectin;J this change, as 

in the others listed, are excx:Jenous in nature. AlI three causes listed 

by wicksell are equivalent te a fall in unit cost, an:i the inflationary 

pattern should rese.mble an equal reduction in unit cost due te an 

equivalent fall in the market rate with the natural rate held constant, 

due ta, say, an easin:J of credit availability. 

'Ihe new natural rate un::ler the initial ron::iitions described by the 

"urrlisturbed" econany leads ta only one initial alteration in the 

process; K(l + i + .01) errerges fran the production p~ [Wicksell 

(1898) p.142]. Presurrably entrepreneurs are not aware initially of the 

changed natural rate am wicksell maintains their initial borrowÏ.n;J at 
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the old K level. K capital borrowirç now hires a higher level of labor 

or lan:i, or the same rut rore prcxiuctive leve1 of factors. 50 .011< 

profit above incare or "surplus profit" accrues to the entrepreneurs 

which Wicksell assumes is either consumed by entrepreneurs "aIOOrç 

themselves" or the product which it represents is IAIt on the market am 

leads ta a ''very small .•. once am for all" priee decrease insufficient 

ta tum the surplus profit te a loss [Wicksell (1898) p.142]. 'Ibis 

profit wicksell argues will l"'I:.tivate expansion. Uhr (1960) argues that 

in fact if the .011< increment te output was p,lt on the market, 

.•. then all surplus profit is wiped out am no effort at 
expansion will be made. Uhr (1960) p.242. 

Uhr's argument is, in effect, that capitalists, the only holders of 

furx3s, have only K(l + i) on ha.rrl ta sperrl; if they sperrl it on the 

output K(l + i +.01), the output priee is driven dCMll one ~t, 

d~tJ:'OYirg the surplus profit am inhibitirq attenpted expansion. 

Wicksell continues his sanewhat contrived argœrent by assuming the 

full entrepreneurial co~tion of surplus profit arrl no initial priee 

drop. 

'!he assurrption of a unitary entrepreneurial propensity to COnsuIœ 

profit above nonnal i.ncane arrl the entailed lack of price-Ievel cl'large 

preserves the ex anb=jex post savinJs am iIwestIœnt equality. 

Entrepreneurs COnst.lIOO .OlK above their nonnal inc:::are, capitalists 

consume iK, am capitalists save K equal ta the initial level of 

entrepreneurial borrawirxJ, K, fran which K(l + i + .01) was prcxiuced. 

Atterrpted e>q;xmsion will proceed fram the continued existence of 

differential interest rates, only now the profit is fully consumed. 

wicksell's entrepreneurial consumption assumption greatly siITplifies 
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matters since with it the rate of profit is equal ta the difference 

between the natural rate am the market rate, or i + .01 - i = .01, am 

he fiOOs that .0lK equals the level of profits. 

with rm<rn , an::l with the energence of profits ta the extent of the 

difference between rm am r n , the stage is set for wicksell 's 

ClUTlUlative prcx:::ess. 

If entrepreneurs continue, year after year perhaps, ta realize 
sare sw:plus profit of this kirrl, the result can only be ta set 
up a ternency for an expansion of their activities. l 
emphasize once again that sa far it is purely a question of a 
tendency. An actual expansion of prcx:luction is qui te 
i.np:>ssible, for it would necessitate an increase in the supply 
of real factors of production, labour arrl lan::l, or an expansion 
in the ruoount of fixed and liquid real capital, sa that the 
available original factors of production could be employed in 
longer, arrl therefore more productive, process. Such charges 
require ti.me to be effected, arrl. we need net consider them at 
this point. We SUPpo§e that everything renains as before ... 
wicksell (1898) p.143. 8 

8 Although there is no change in the overall level of output, 
except possibly due ta "longer working hours" [Wicksell (1898) p.143], 
there will be a change in the composition of output since, 

... [d]ifferent in nature is the bene fit confer.Ded by a fall in 
the rate of interest on those enterprises which ernploy "more 
capital", i.e. in whicll. the pE"xicrl of invest:.rœnt is longer than 
elsewhere. .An expansion takes place in their activities, but 
on the other hand those enterprises which employ less capital 
are forced to contract as a consequence of the resul tin:] rise 
in wages, in priees of raw materials, etc. wicksell (1898) 
pp. 143-144. 

A charge in either the natural rate or the market rate, holding the 
ether constant, affects a change in the relative conditions of 
c::orrm:x:lity supply arrl. hence in relative priees. Wicksell has asserted 
these developments have no effect on the "average level of money 
priees" [Wicksell (1898) p.96]. On the other harù a difference arises 
when, given a fixed natural rate, the market rate varies from equality 
with it arrl. then returns ta equality with it. In this case the 
cumulative process will leave relative priees am, we may infer, the 
structure of production in their original positions; "equilibrium in 
respect ta relative priees is once again restored." [Wicksell (1898) 
p.94]. But that will occur only when macroeconomic price-level 
equilibrium is restored with the market rate equal ta the natural rate. 
Patinkin (1952 p.843) agrees that with a fixed natural rate am a 
monetary disturbance, the equilibrium when restored will be with 
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Attenpted further, exparxled averall activity creates increased demarrl 

for larxi am labor, arxi gi ven their fixed ~lies the increased demarrl 

raises wages am rents. '!he "~ lbnit" of the wage arxi re.'1t 

increase is the established surplus profit [Wicksell (1898) p.144]. 

What, in fact, establishes this rule Wicksell does net say; fiIllS can 

certainly afford ~ pay their profits away in wages am rents, rut what 

VoO.Ùd force them ta do 50? If entrepreneurs e~ future priee 

rises at the en:l of production that are IOOre than sufficient to cover 

their risirg CX>Sts at the begÎ!'"ning of production, then we could 

le:;Jitimate their enIa.rged cost cornmitments, but wicksell is e.xplicit 

that they "are not reckoning •.• on any rise in future priees" [Wicksell 

(1898) P .144] • '!he forces of c::arpeti tion must be at work, but they are 

hidden by the sequential nature of Wicksell's systelnatic presentation. 

Entrepreneurs formulate their production plans arxi bor:rcM on the basis 

of ex pest realized priees, including, we need ta add, wages arxi rents. 

'!he aggregate level of this borrcMirg is higher gi ven the aggregate 

above-nonnal realized profits an:i fixed-price expec+---ations. Next in 

the systematic presentation the entrepreneurs enter the factor markets 

with their above-nonnal borrowin;J arrl drive up waqes am rents. 9 

respect ta relativ'a priees alse. Snippe (1987 p.197) characterizes 
Wicksell's Irodel in the sarre way. since there is irnplied d1ange in the 
capital structure of production urrler the CUITD..Ùative process, the 
process is IOC>re than sirnply a nominal incarne or output "cycle." It 
parallels in an "Austrian" rnanner Marshall's stationru:y lorg-period, 
am is oore than a "[v]ariable capital" model with a "stock of fixed 
capital inherited frem the past" a..c; Iaidler (1972 p.109 my brackets) 
Sl.l<Rests • 

9 Uhr (1960) explains the competitive forces in this manner; 
entrepreneurs att.errpt 

•.. ta try ta e.>cpaOO their acti vi ties in the hope of ootaining 
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wicksell presents the follow~ develqments. Entrepreneurs now 

borrow K(1.01) IOOney capital fran the bankirg system ta finance their 

prexiuction. 'Ibis stnn is used for wages, rents, am nonna.l 

entrepreneurial incc:roo at full enployrrent with no increase in either 

lani or man-hoors hired. '!he borrcJl#.'E!d stnn of K(1.01) will cast the 

entrepreneurs K(1.01) (1 + i) at the am of the year-IoI')J production 

period at the market rate of i. At the beginni.rg of the production 

period K(1.01) is spent on the capitalist-dealers savings of K leadirg 

ta a priee increase of one percent or .01. 

If the workers am lan:llords raise their derrarrls for goods for 
the coI'lSUllption of the current year ta the extent that IOOney 
wages am IOOney rents have gone up, the increased derrarrl is met 
by the saITe annmt of CUtütooity capital as before. It 
necessarily results in a rise in all priees - arise which it 
is sinplest ta regard as prq:xJrtional ta the increase in 
dE!Ina1"rl. It follCMS that the aIOOUnt paid for the whole 
CUtütality capital, of which the value was previoosly K, is now 
1.0lK. wicksell (1898) p.144. 

At the beginnin:;J of the prcxiuction period, or ex ante, investrrent 

exceeds savirgs, lea~ ta a rise in t..~e priee level equal ta the 

difference between the natural rate am the market rate. 

capitalists deposit their sales proceeds, K(1.01), into the bank.i.rg 

system which will be worth K(1.01; (1 + i) at the errl of the year. In 

the production process K(1.01) is t.ransfonned ta K(1.01) (1 + i + .01) 

of which K(1.01) (1 + i) is sold ta capitalists-dealers, equal ta their 

the same rate of profit on an increased volume of business. 
But with all resources in full use, TjQ entrepreneur can E?~ 
except at the expense of scare other entrepreneur. 'Ihus their 
efforts ta pirate labor and natural resources a'Y.ray fram one 
another only leads ta ét biddirg up of wages am .cents ta 
$1.0lK. Uhr (1960) p.237. 

'lhat is, profits are devoted tn wages am rents ~ c:x::mpetition in 
the factor markets. wicksell appears ta Iœ.an sarrething like this, but 
it is hidden in the sequencing of his rrodel. 
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deposits plus interest am equal ta what the entrepreneurs owe the 

Entrepreneurs oonsurre their profits .01K(1.01) , 

capitalists COIlS\lIl'e their interest irxxme iK(l. 01), a..-n capitalists 

save K(l. 01), preseIVln;J the real value of their savirçs with no net 

savirçs. Ex ante invesbnent equals ex post savirq.; or K(1.01) =­

K(l. 01) . 'Ibis process will continue perim after period, with 

borrowim or invesbnent exc:eedi.n;J saVID;JS by a percentage point ex 

ante, the priee level raisir'q a percentage point, an:l at the errl of the 

pericx:i after production am final excharge ex post savirgs will equal 

ex ante invest::Iœnt. '!he higher priee level preserves the value of 

excess profits, .011«1.01) in Ws rourrl, am preserves the Irotives for 

continued atterrpted expansion. With a rise in COIIUOOClity priees 

throughout, Wicksell has been assurnirq that the real inccme level of 

all actors exclu:tin;J profits is constant [Wicksell (1898) P .148] . 

Wicksell remarks earlier that: 

••• it is clear that in an elastic Ironetary system ••. a fairly 
constant clifference between the two rates of interest ca.ùd be 
maintained for a IODJ time, am the effect on priees might be 
considerable. Wicksell (1898) P .110. 

When the national banki.rg system, due to balance of trade pressures10 , 

does increase its lerxli.rg rate to equa1. the new natural rate, rm = r n = 

i + .01, the terrlency to exparrl is eliminated, but the priee levei 

i.ncreases that have oc:curred are sustained [Wicksell (1898) p.147]. 

'!he increased cost on borrowed furrls, .01K(l.Ol) at Ws stage, just 

offsets the expected profits which would have been available to pay 

higher wages am rents am still retum entrepreneurs their l'lOnnai 

10 we will devel~ the international aspects of wicksell (1898) in 
a mcnent; see wicksell (1898 pp.111-112) and wicksell (1907 p.217). 

96 



1 
r. 

. 
1 

t 

f . 

incx::me. '!he increased interest cost brirqs the a.mulative process ta 

an errl. 

K (1. 01) is borrowed an:l invested by entrepreneurs, am then spent 

by ~.ntrepreneurs, wage-ean1eI'S, an:l larxllords on the K{1.0l) <XItlltolity 

savims of capitalists. Ex ante investJœnt equals savinJs am the 

priee level is constant. capitalists dep:>Sit K(1.0l) sales proceeds 

inta the banki.rg system which will he worth K(1.0l) (l + i + .01) in 

one year. K{1.0l) (1 + i + .01) emerges fran the year-Iorg production 

process. '!he ootplt is sold ta capitalists, with the capitalists using 

their dep:>Sits plus interest in the transactions with entrepreneurs. 

with their sales proœeds, K(1.01) (1 + i + .01), entrepreneurs repay 

the bank.i.rg system withrut a surplus profit ta retain, consume, am ta 

rotivate further atteIrpted expansion. '!he capitalists save K(1.01) am 

consume K(1.0l) (i + .01) urrler the assurtption of a propensity ta 

consume interest i.ncane of one. Ex ante am ex post savings equals 

investIrent am the sequence is posed ta repeat itself at a stable priee 

level. It is interestirg ta notice that with the increase1 market rate 

the ultimatE> benefactors of the increased natural rate are the 

capitalists • '!hey as a group have capturee' as increased real 

~ion the increment to outpJt added by the increment to the 

natural rate. 'lbeir col1Sl.IITption has grown fran iK(1.01) to K(1.0l) (i + 

.01) withoot a percentage point increase in the priee level. 11 

Il It is capitalists', arrl at earlier stages entrepreneurs', 
coJ'lS\.D'tt)tion of the goods that are produc.ed by productivity growt:h or 
natural rate charge that allCMS Wicksell ta argue that 

••. increased productivity carmot by itself he responsible for 
any general fall in priees. wicksell (1898) p.l72. 

Clearly these are special corrlitions. Alse see footnote eight am 
Patinkin (1952 p.841). 
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In a sunilar fashion we can analyze wicksell's verbal exarrple where 

he hypothesizes that the market rate falls rela1:.i ve ta the natural rate 

due ta "the provision of the Bank of easier credit" [Wicksell (1898) 

p.87]. KeepÏn;J with his syste.rnatic exposition, we can roodify his 

exatrple am have all fu"IDS borrowÏn;J furrls. S\l~ capitalists save 

initially K coI1SlIlrption goods in naninal tenns arrl the initial market 

rate equals the natural rate, say rm = rn = i + .01. In an l..U'rlisturbed 

stationary state, entrepreneurs borrc:7tl K funjs fran the bankin::J system 

at rm = j + .01, hiring larx:l arrl labor: arrl lal"Xi arrl labor in tum 

alon;} with nornal entrepreneurial i.nc:ane, includir~ presumably incane 

on rent-earnirv;J goods, buy the capitalists' savirgs of K. capitalists 

deposit K in the banki.rg system whieb at the errl of the period will be 

worth K(l + i + .01) . 'ltlrough production, entrepreneurs firrl 

themselves with K(l + i + .01) which matches capitalists' deposits 

plus interest. capitalists consume K(i + .01) arrl save K. Ex ante arrl 

ex post savirqs equals investrnent. 

SUppose the market rate falls te i, lCMering entrepreneurs' cost of 

production. At realized past priees entrepreneurs will attenq:>t ta 

exparrl production by hir~ lOOre labor arx:i larrl; wages arrl rents rise 

by .0lK arrl entrepreneurs anticipate their nonnal incane for 1OOI1tal 

effort. K(l.Ol) is boI"1:"C1Ned frem the bankin::J system arx:l spent via 

wages, rents, arrl rX>l:lllal entrepreneurial ina::me on the K past savirgs 

of capitalists, raisirq the priee level by one percent: the 

capitalists' sales prœeeds are K(l.Ol). Ex ante investIrent exceeds ex 

ante savin;}s. capitalists deposit K(l.OI) into the bank.i.n:J system at 

rm = i. Entrepreneurs will (Me the banks K(l.Ol) (1 + i), am 
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œpitalists' deposits plus interest will equal K(1.01) (1 + i). 

K(1.01) (1 + i + .01) emerges fran the production process given rn = i + 

.01. Entrepreneurs sel! K(l.Ol) (1 + i} te the capitalists te repay 

their loans; the œpitalists sperrlirq their deposits plus interest. 

rrbe capitalists COI'lSl.II'Œ! iK(l.Ol) an:i save K(l.Ol), preservin:J the real 

value of bath their constlITption an:} savi.rgs. '!he entrepreneurs enjoy 

the const.nTption of . 01.K(1. 01) in surplus profits. Ex ante iIwest::Irent 

equals ex post savings, al though ex ante investrne.nt exceeded savings. 

rrbe priee level will continue to rise period after period until the 

banking system raises the market rate te match the natural rate. At 

such time investment equals saVID:;Js ex ante am ex post. 

In bath the above cases when the market rate was increased te the 

level of the natural rate, ex ante am ex post invest:nent equaled ex 

ante am ex {X)St savin:Js. When the market rate was less than the 

natural rate, ex ante iIwestment differed from ex ante savin:Js by the 

ex post realized leve1 of profits arx:l the priee level increased by the 

rate of surplus profit, .01, or the difference r n minus rm. Wicksell 

suggests, but does net show systernatically, that the reverse case, 

where the market rate is above the natural rate arrl ex ante iIwest::Irent 

is less than ex ante saVID:;JS, leads to losses, lowered wages an:i rents, 

and a drop in the priee level [Wicksell 11898) pp.149-150].12 

For oor p..u:poses one interesting é'..:>--pect of wicksell' s analysis is 

the ex ante differences between iIwest:ment arrl savi.rgs am the 

12 Brems (1986 W.205-215) deronstrates the symrnetry of wicksell 's 
argurrents for either r m> <rn in a circulatirg capital single good lOCldel. 
Uhr (1960 W.243-244) critically aà:iresses Wicksell's own discussion 
and shows his deflationary process to be the outcane of either 
inconsistent or ad hoc assurrptions. 
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- entrepreneurial behavior t:hoJght te be nDtivated by the profits or 

losses in their differences. '!he ex post realization of surplus 

profits rotivates fu.rther attenpted expansion am ~tuates the ex 

ante difference bebrJeen investment arrl savings, am therefore the ex 

post surplus profits. We will firrl that it is precisely profits arrl 

losses, foun:i te ha the difference between investIrent arrl savirgs, 

which urrlerline the priee level ~es dernonstrated through the 

Treatise' 5 fun:lamental equations. '!he price-level charqes in the 

Treatise are roc>tivated by a difference between the market rate am the 

natural rate, although the nechanism is differenti am in the Treatise 

the priee level stabilizes at a market rate equal te the natural rate. 

'!he ex post equality between savings ard ex ante investIrent follows 

fran Wicksell' 5 production am exchange processes am fran his unique 

set of behavioral assurrptions: a prq;::ensity te consume interest. incarne 

am surplus profits of one. Ex post savings are just sufficiC'nt to 

cover f::X ante investment; invesbnent gene.rates its own savin;Js. '!he 

Treatise tao relies on the difference between invesbnent am sav~s to 

generate profits or losses. In the Treatise's theory of secular 

IOC>netaty price-level cycles am in i ts theory of a trade cycle or of 

crisis, Keynes' presentation of the invest::Iœnt/savings relationship is 

cat'plicated by the introduction of accurnul.ated savings arrl portfolio 

adjustmentsi ard he leaves vague the role of the rate of savings. He 

speaks as if the naninal savings flow is peg:Jed at its full-eIr{)loyrnent 

level, but neglects te specity naninal savings' deperrlence on naninal 

incanei we will attenpt te clarify this in the ne.xt two chapters. 

Wicksell's analysis nakes quite clear that naninal savings are 
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deperrlent on naninal investment am naninal a.rt:put. wicksell's 

causality runni.ng fran investment to savi.rxJs is uncoupled am unclear 

in the Treatise arrl leads, as we shall 5ee, ta sare interpretive 

difficulties, but the ex post equality between naninal investIrent an:i 

savi.rxJs does energe as a price-Ievel stability corrlition. 

In the General 1heory the full mul tiplier theory13 of the 

investIœntjsavirgs relationship reasserts (unknaiingly?) Wicksell's 

causality fran investrnent ta savirY:3's. Uooer the full multiplier, ex 

ante differences between invest:rrent arxi savirgs are resolved ex post. 

In the General '!heory, of course, we have a different set of 

behavioral a.ssurrpt.ions, p:irticularly a marginal propensity ta consume 

of less than one. It is interesting ta note that one aspect of the 

cambridge circus' criticism of the Treatise focused precisely on the 

investIœntjsavID:Js relationship arrl the possibility of less than full­

enployrœnt equilibriurn once the full-employrrent savings a.sstIITption was 

ch:opped.14 '!he cambridge circus was (unknowirgly?) pickirx3 up a therne 

fran Wick.sell left urrleveloped or unresolved in Keynes's Treatise, but 

with an important difference. '!he circus considered the 

invesboontjsavllgs causal relationship in coooitions where the supply 

of rutpJt was not perfectly inelastic. 15 

13 By the 'full ln\.ùtiplier t.l1eory' we mean the multiplier arrl its 
effects on irx::aœ, oonstlIl'ption, arrl savi.rxJs after it, in conjunction 
with the level of investment, has generated its cx:::arplete inpact on 
those variables. 

14 For example see Robin-~n (1933 pp.24-25) . 

15 On t.he supply elasticity in the circus' discussion see Kahn 
(1931) . For a general discussion of the Circus, l::x:>th theories arrl 
personalitie.s, see Moggridge's notes in CWJMK Vol.l3 pp.337-343. 
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'Ihis raises the seccn:i interestirq point in Wicksell 's analysis of 

price-level trerx1s. r-t::>nE~tary c.han:Jes or displacements relative to the 

real econcmy an:l the natural rate are net thought to al ter the overall 

level of outplt am one of its canponents: the level of real savirgs. 

Wicksell does tœntion, as we have l'lOtI'rl, d'lanJe bath in the relative 

structure of production ani in the supplies of different gocxls when the 

market rate ch.arqes due to vary~ durabilit.:y of investIrent arrl varyin:.J 

lengths of the investrnent pericxis [Wicksell (1898) pp. 143-144 ]. 'll1ese 

structural developœnts will show a cyclical disequilibrit.nn pattern in 

a situation with a fixed natural rate anj a varyin:.J market rate. 16 'll1e 

disequilibrium is relative to the un:iisturbed stationary corrlitions of 

the natural rate. '!he cyclical or disequilibrium relative structure 

develops as the market rate deviates fran the natural rate am then 

retums tcMard the natural rate. 17 ln this vein we wa.ùd expe:.....-t a 

ch.arqed natural rate te lead te a pernanently c.har'xJed structure of 

production, outpJ.t, an:i relative priees. Wicksell asserts that 

developoonts in the relative structure of production do net effect the 

aC}JrE!gate priee level; that assertion is a~tly based on his full-

eroployment fixed-output asstnnption [Wicksell (1898) p.96]. 

Neither does a ~e in the rroney rate of interest cl'lan:je the real 

level of savi..rxJs desired by his savin:.J capitalists. '!he only conte.xt 

in which Wicksell pennits capitalists' real savirxJs 1-'") vary is in a 

non-statioll?..a:y econany where the natural rate is continuously falli.nj 

16 See footnote eight. 

17 'Ihis disequilibritnn cycle is reminisa:mt of the lcXJ'Îc of the 
cycle fc:m-rl in Hayek (1932); Falcbr (1942 Il>.366-367) raises the sarœ point. 
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as "capital is continu.OJsly accunulatin:J" am cutp.It is growing. Here 

the lncreased savin;Js is net addressed in relation ta the growin;J 

ootrAIt, rut is introduced in an a~tly ad hoc manner ta notivate a 

fall in the priee level [Wiclœell (1898) W.150-152] • In the 

statioI'léU:)' context \rie reasoned earlier tbat \..ll'rler the behavioral 

asstn'Ipt:ions of the "systematic exposi tian," the eventual effect of a 

one-time increase in the œtural rate is an increase in capitalists' 

real incaœ in the forro of increased real col1SUll'ption, an:l in the 

intennediate stages an increase in entrepreneurs' real constII!ption in 

the fonn of wi..rdfall profits. '!he increase in real .i..ncx::me, inclu1i.rg 

wi.rrlfall profits in income, does IlOt charge the level of real savings 

for either groop or anywhe.œ in the econcmy. 

In wicksell 's syst.ematic annulative process, the ex ante 

capitalists' sav.in:Js or liquid capital gocx1s carried over fran the last 

periad present a fixed inelastic SUWly constraint. '!he fixed supply 

leads ta the priœr-level alterations in light of entrepreneurs' 

decisions ta invest relative ta this savirq.; SUH?ly. Given the ex ante 

inelastic SUWly constraint huil t into wicksell' s period of production 

rocx:iel ard given that this SUWly is net withheld fran the market, the 

SUWly cannat vary with demarrl. In wicksell 's nmel only with the 

hir~ of a h~ss-than-tl.ùl-ernployrnent labor supply would we see a drop 

in outplt ard errployrrent; a lower-than-full employrrent hiri.n;l can only 

result thrr.Algh. wage inflexibility. Wicksell does not pose the question 

of siInultaneous unenployment, excess capacity, arrl price-Ievel 

stability. When the natural rate is less than the market rate, fixed 

wages arrl rents generate unemployment am excess capacity, but with a 
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fallirw;J priee leve1. 

wicksell relies on wage am rent flexibility to rnaintain the real 

rutp.rt level in a deflation [wicksell (1898) p.149]. He states that 

... when the lenc:i.ID3' rate of interest remains permanentl y abolie 
the natural ••• they [entrepreneurs] will desire to confine their 
activities ta the oore profitable d1annels, am there will be a 
correspo~ o:>ntracticn in their dernarrl for labour arrl larrl. 
arr. workers an:l larrllords will respooo by scali.n:J down their 
c1aims for wages ard rents, arrl on the whole activity will be 
rnaintained at its fonner level. wicksell (1898) p.149 my 
brac1œts .18 

We might conjecture that the cumulative effect of losses in conjunction 

with wage ard rent inflexibility would lead te a continuous reduction 

in output arrl. ert'plc'YJOOl1t as the priee level falls ta..rard zero. When 

the market rate is adjusted to the natural rate - stabilizin:j the 

priee level, \.ll1el11ployment, arrl. excess capacity a sustained 

suboptimal econany would be attributable only to the excess wages arrl. 

rents. <X1tput eJq)al1Sion would require a price-level increase to 

restore "profitable cl1annels."19 'Ihese conjectures on "classical 

18 Wicksell ad:is in a sanewhat non sequitur fashion: 
It is net, ha.NeVer, to he denied that there rnay be a rore or 
less pemanent, tha.lgh net progressive, loss of enployrrent by 
seme of the workers - the irrlustrial reserJe. Wicksell (1898) 
p. 149 rny urrlerl inirq . 

A partial, rut i.ncatplete, explanation for this staterrent rnay lie in 
Wicksell's corrlition that the market rate "rernains pennanently aOOve 
the natural rate," which inq:>lies that the l~ of the inves1:Jœnt 
period has short.enErl, increasing the turnover of capital at the same 
ti1œ that demand for capital is falli.n:J due to the entrepreneurial 
losses. But why further wage arrl rent cuts to not aJœliorate the 
situation Wicksell does not say. 

19 Laidler (1972 P .114), usi.rxJ wickse11 , s systernatic technique, 
develops a situation where with rigid wages there exists price-level 
stability at less than full employzœ.nt in a repeatirg stable process. 
Given Uhr's criticism of the behavioral asstlIlptions urrlerlyirg 
Wicksell's systernatic presentation, Laidler's results sha.ùd be viewed 
with caution [Uhr (1960) W. 242-243] . 
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Ul'lE!III>loyment" are ln the spirit of wicksell' s model, but they are 

largely irrelevant te wicksell since his main pu!pOSe in writirg 

Interest an:i Priees is te explain secular price-level t.reros, not 

crises or periods in which unernployment becol.1les a factor. He holds the 

average rate of unernplaym:mt at "about 1 per cent," presumably an 

average over his t;ccular periods [Wicksell (1898) p.143]. He helds the 

crises at œy dur~ secular trerrls irrluced by rronetary events by 

relyin;J on the stability of the natural rate arrl priee flexibility. 

We will fin:l Keynes in thl3 Treatise takes an approach te explain 

the trade cycle which ernbodies both a pericrl of production arrl an 

inelastic supply of output dur~ the prcx:luction period; his approach 

aIse leads te priee-level adjusbnents. Neither of their approaches 

satisfies the Circus' near-constant output priee assumption, arrl in 

fact they are designed around the quantity equation and its 

conventional inplication that changes in the money supply or ease of 

availability of credit explain price-level changes. '!he latter point 

we have already suggested as a theoretical characterization of 

Marshall' s IOC>netary theory . '!he Treatise will alse rely on price-

level, wage, am interest-rate adjustments to maintain an opti.rnëtl 

econamy, in a manner analogous ta wicksell's arrl Marshall's work. It 

remains an unasked question, at least until the General 'Iheory's 

discussion, whether the Circus' suboptimal equilibriurn is possible 

wxler priee, wage, arrl. interest-rate flexibility. Nor is it asked what 

is the nature of this equilibriurn. It is these CIUestions we wish te 

take up in O1apter F l ve. 

Priee am Sales Expectations 
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In wicksell's systematic presentation we see t.~ ex ante/ex post 

inve:stroont arrl savi.rq.; relationslllp ~ te life, rut we lose sight of 

the repercussive effects of the invest:ment plans activated Dy one group 

of entrepreneurs on the sales revenues an::i profits of all 

entrepreneurs. In bath the syst.ernôtic and verbal rrodels the difference 

bet:ween ex ante invesbœnt ard savi.njs is te he revealed by actual or 

ex post sal~ arrl profits or losses different fram their expected or ex 

ante ] evels. In wicksell '5 full-employment Eamany we may state 

alternatively that in periais of priee instability ex JX)St the output 

priee lE:.-'Vel differs fran the ex ante expected outplt priee level. In 

the verbal m::rlel the sequence is fram a particular entrepreneurial 

group's investrnent expansion, due to either newly perceive:i investment 

O{:pOrtunities, i.e. a higher natural rate, or a la.-Jeroo market rate's 

effect on borro..Y'irg entrepreneurs, to a general rise of profits ard 

priees [Wicksell (1898) w.94-96]. With the general rise in profits 

the CLUTP.llative affect is set in notion. '!he sequence is fran firs':, 

partiallar expected profitability to, second, general realized 

profitability . 

'Ihere is a possibility of yet a third developœnt arising frcrn the 

sequence. As the interest rate differentials continue, the 

entrepreneur 

... will be in a JX)Sition to bear still higher rost without 
involvirq hirnself in a loss ... wicksell (1898) p.99. 

and priees will continue to rise. wi~ll in general has 

entrepreneurs mak.i.DJ their production decislons on the basis of the 

last peric:x:i's rea1ized priee level arrl revenue leveI. A third link is 

introduced when Wicksell allows entrepreneurs' priee expect.ations ta 
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adjust to an envirorn'flf?J"lt of persistent price-level cl'larx;Jes. 

am 

When priees have been rlS~ steadily for sone time, 
entrepreneurs will begin te reckon on the basis not merely of 
priees already attained, but of a further rise in priees. 
wicksell (1898) p.96. 

Ta rut an i.nmediate stop ta any further rise in priees, it 
would not be sufficient for banks ta restore the rate of 
interest te its original level. wicksell (1898) p.97. 

'!he effect of expect.i.rq continuously ris.i.rq priees is exactly like 

either the initial rrarket-rate fall or the natural-rate rise, am 

eliminating the interest-rate differe.."1tials will no longer be 

Il suf fic ient It te inhibit the att:.errpted expansionary entrepreneurial 

pl~ns [Wicksell (1898) pp.97]. 

'!he a..nnulative process is roN un:lerlined by three forces. Priees 

an~ set in rrotion, first by the interest-rate differential, second by 

thl~ general rise or fall in profitability, and miro, by entreprr;neurs 

caLculating their output decisions (investment dec is ions ) in an 

inElationary or deflationary environment. 

Oltplt and real investment never actually alter in Wicksell's full­

enployrnent economy, except after the initial impact of a change in the 

natw:.ëÙ. rate; planned expansions are stalled by limited supplies, 

partiCLùarly of labor. wicksell describes the "or-ganic èevelopnent of 

regular "TOVement of priees" in expansionary periods te be one whE:rre 

priee exr.ectations converge on l:x:>th sides of any transaction ta a 

steady "lilnit.i.rq value" of annual increases [Wicksell (1898) pp.97-98]. 

A pericxi-by-period steady lev~l of inflation, understood by ail parties 

enJaged in E.~change, would un:lennine further expansion [rom this third 

force. Wici':,sell does not develop this l ine of thought far. For the 
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priee increases te persist, the attf .. 1pt to expand ITlUbt persist. 

Convergent priee expectat.ions would urrlermine the "pleasant surprise" 

of profits if profits were based on divergent priee expectations alone. 

'lbe interest-rate differentials remain the prirre m::>t i vatirq force 

rnainta~ the ex pose profitz1:lility of all entrepreneurs. 0rl/'2 might 

worrler though Wl.th repeated failure te expard under full employrrent, 

v10Uld net entrepreneurs alter their expansion expecta~cions, reversing 

the derna.rrl pressures arrl the o~oirB steady inflation rate? TI1at is 

not considered by Wicksell, perhaps because before this prx0 ss caTI get 

urrlerway he anticipates that the bank.irç system \lin b€gin ta 

intr.:rrvene, resporrl~ ta a contin'-.48CÏ rise in the priee level by 

atterrpti.rg ta protect their reserves. More on this in a 11YJrOOl1t. 

Intervention, though, if not cornpletely successf\ù, could at If'.ast be 

expected ta alter the time path of price-level d\.!velopnents am require 

the fonnation of new entrepreneurial expectat lons. 

As stated al:xJve Wicksell does no -- d'well on the tertiary 

expectational effects. But he does mention another possible 

consequence of the tertiary rising' priees: "speculation proper, Il or 

gocx:ls bought sirnply ta be resold "ta other specu1.ators" for speculative 

profi'..:s [Wicksell (1898) pp.97-9S]. Wicksell is now consider~ ha..' 

the crises we stated at the outset punctuate his historically observed. 

price-level trends . 

• • • [A]n UfWcITCl IroVerrent of priees acts urrloubtedly as a 
stimulus ta the spirit of enterprisei though this advantage is 
IX>SSibly rore apparent than real, for it is only tao often 
associated with unhealthy speculation, based on a b:Jan on paper 
rather than ac:tual economic fact, am culminates in aver­
expansion of credit, cred.jt disturbances, am crisis. wicksell 
( 1898) p. 2 my brackets. 
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Woold wicksell consider these avenues of speculative profits a chan;Je 

in the natural rate, or, rrore inportant, as a charqe in the natural 

rate iniuœd by cyclica1 price-level c.han3es? 

Gi ven his ertPlasis on stationary real factors as deteminants of 

the nat:ùréÙ rate, the answer is no. Keynes in the Treatise will allOlN 

for sanet:hi.rq liJœ this, rut liJœ wicksell he ignores its effect on his 

analysis. 20 What al:nlt in the speculative crash that wicksell predicts 

would follOlN a period of speculative profits? In an econany suffering 

fram speculation, 

Insecure sentiment governs the market; as priees continue to 
soar am profits are easily eame:i, the rroverœnt may rapidly 
readl fever-point. 'Ihere is alIoost no limit te the rise in 
priees in spite of the fact that credit becanes rrore 3.00 rrore 
expensive. But when priees ultiIrately cane te rest, am the 
prospect of further profits disar:pears, the credit IXlSition is 
50 strained arrl the rate of interest is 50 high as imrnerliately 
te brirq about a contrary lOOVernent, whicb •• • may rapidl y drag 
down priees even belCM their nonnal leve1. Wicksell (1898) 
p.98. 

Presurnably like the cast of credit, a rise in the cost of labor and 

rented goods would net inhibit the speculative bocm. In the downturn 

of abnonnal speculative bursts, unemployment am id1e plants will 

a~. "Business is paralysed, an:} growin;J unenployment and falli.rq 

'Vciges resul t" [Wicksell (1898) p. 2] • Lasses are made by entrepreneurs 

calculatirq expect:ed proceeds at current priees in a deflationazy 

envirornnent • 

••• [A] lOIN level of priees is often the effect of a previous 
reduction in wages. •• Wicksell (1898) p. 2. 

'Ihis causes a reduction in output a.rrl 91Tplo'lment as entrepreneurs 

20 Keynes (1930a pp.184-185 p.189) discusses in passing a 
cyclically depenjent natural rate. We will address these passages in 
detail in Clapter Four. 
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at:t:enpt to reduce costs in line with fallin:j pI"CX)eE!às. Wicksell does 

net specify what causes the tumarourrl in a speculative boan, but he is 

clear that "IOC>re expensive" credit, a rise in the rrarJœt rate, is 

insufficient [Wicksell (1898) p.97]. We might equally ask, in the narre 

of symmetry, if in a depression caused by a speculative bust, would a 

lowerin;} of the market rate be sufficient te generate investment am 

brirg worJœrs and plants back on line? Stated another way, is the 

natural rate effective in cyclical corrlitions? Wicksell él.SS\..UneS it is, 

having decided to set such questions "on one side" arrl. ta.ke up the 

question of "the organic developrnent of priees" [wicksell (1898) p. 

98] .21 

'1lle natural rate starrls as a stable point tcMard.s which the econarny 

gravitates when disturbed, but as wicksell tells us, it is unobserved, 

"practically unknc:Mn," yet "essential" [Wicksell (1898) W.167-168].22 

It is the "irrleperx:ient" elem:mt, irrleperxient fran priee level arrl. 

IOC>ney-rate cl'lan;Jes, arrl presurnably irrleperd.ent frcm output arrl. 

employment c.harges, yet how can it be effective, if unknown [Wicksell 

(1898) p.167]? What effectuates the natural rate in Wicksell's rnodels, 

21 Patinkin (1952 p.841) writes of this section fran Wicksell 
(1898) on speculative crises that, 

wicksell's position here seems te be that even in this case the 
system will retum to equilibrh.nn; but the retum will be a 
spiraling one. 'lbat is, the market rate will first rise above 
the real rate, am then, as the anticipated priee rises fail to 
materialise, it will fall back te equality with it. Patinkin 
(1952) p.841-

On the contrary, why would "the anticipated priee rises fail te 
rna.t€rialiœ," when wicksell has written that "in spite of the fact that 
credit becornes rrore arrl IOC>re expensive" priees continue te rise 
[Wicksell (1898) p.98]? Perhaps this is Wicksellian hyperbole. 

22 Alse see Wicksell (1898 p.189). 
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rut expect:ed irx:reased profitable sales, either anticipated with a 

oost-reduction in the fonn of a fall in the market rate or realized 

with an increase in the natural rate? '!he latter i.nplies a cost­

reduction itself or a productivity increase: these lead to increased 

ootp.rt: with a given investment [Wicksell (1898) p.141]. It does not 

seem ta he a reasonable conjecture that entrepreneurs will anticipate 

increased profitable sales in the slu:rrp corrlitions followil'q a 

speculative bust. Fran syrraœtry we have argued that wicksell would IlOt 

find a œt in the market rate sufficient to raise the "[i]nsec:ure 

sentiment" of the market, nor YJOUld he be willing to argue that cuts in 

ether costs such as wages, explicitly stated above, arrl rents lead te 

anything but further deflation. A statement which is straI'gely 

oontradictory of the wage am rent flexibility Wicksell asserts is 

required in a deflationary trerrl. We can expect little raIe or pw:pose 

for the natural rate in the non-stationary comitions of cyclical 

crises. 

Urrlue fcx::us on the natural rate am the price-level mech.anisms 

inplied by the quantity theory have successfully tumed Wicksell' s 

attention fran the events oc:curring in crises or business cycles and 

fran the implied effects of these events on the variables of his 

AlthaIgh wicksell can be praisecl for connecting nominal 

saVln:Js to naninal i.ncx:rne through the invesbnent decision, he goes out 

of bis way t.hroogh the entrepreneurial am capitalistic coI'lSllltption 

pattern to rnaintain real savings at a fixed level. It is IlOt 

23 See Leijonhufvud (1981 pp.167-168) for a similar 
characterization of the problem faced hy wicksell arx:l the early Keynes 
in integrating business-cycle theory into their IOOnetary theories. 
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surprisirg that a faU in real i.ncaœ, CA.rtp.It, am eJ1l>loyment in his 

description of the crisis misses real savin;Js' deperrlence on them an:l 

its iITplicit fall. It is alse net suzprisin;J, given the influence of 

the natural rate in the detennination of the invesbnent decision, that 

Wicksell overlooks investment's deperrlence on incane in :i.ncaïe's 

detemination of investment's prospective profitability. It is our 

contention that the ananalous "short-pericxi" of crises, ananalous fram 

the perspective of the theory developed arourrl the quantity equation, 

presents a historical perspective on the developnent of macroeconanics 

by presentirg the research problems yet te be faced. We have 

investigated. this theme in our discussion of Marshall am will continue 

it through in our discussion of Keynes' Treatise. 

'!he Bankirg System am Bank Rate Policy 

'Ihroughout the discussion of secular priees or priee tren::1s, 

Wicksell relies up:m the l:lankin;J system te eventually maJœ the 

necessary bank-rate adjustments. A "neutral equilibritnn" is restered 

with respect te the priee level when the market rate am borrl rate are 

bought into line with the natural rate [Wicksell (1898) p.101]. 

Wicksell alse refers te the neutral IOOney rate as the "nonnal rate" am 

speaks of the "natural capital rate" as slightly higher than the normal 

rate due "te the unavoidable risks of enterprise an:l the lilœ" 

[Wicksell (1898) p.120] .24 Urrler an international gold starrlard, it 

is excharge-rate arrl gold-reserve protection that eventually lead banks 

to increase or decrease their IOOney rate am stem the outflow or inflow 

of gold reserves. Ulti.mately the dornestic IOOnetaIy system with elastic 

24 Alse see wicksell (1898 p.102) . 
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credit facilities envisioned by Wicksell is beholden ta international 

specie flCM am ex~e-rate develcpnents. Reserve protection of 

reserves in use daœstically umer a netallic system or bank-note 

system, bath in conjunction with deposits, will alse lead ta lOOney-rate 

adjustments [Wicksell (1898) pp.76-77 pp.113-114].25 

'!he gol.d stan1ard am its international repercussions umerlie all 

of wicksell's exanples. In his credit system or elastic lOOnetary 

system where "the SUWly of lOOney is more am rrore inclined ta 

aCXXll1l'lOdate itself ta the level of dE!I'!laJ'Xi," sustained daoostic 

intevest-rate differentials (rn-rm) would face international gold­

reserve fIONS, leading the banld.n:J syste:n ta take corrective measures 

in the fom of market-rate adjus't:rrents [Wicksell (1898) pp. 110-112] . 

Even a concerted effort ta naintain interest-rate differentials "by 

every bank in the world, or at any rate in the gold-starrlard 

countries", a.ssumirg they have elastic danestic credit systems, faces 

the limit set by the prrduction am industrial use of gold bullion 

[Wicksell (1898) pp.113-114, (1907) pp.217-218].26 

25 Patinkin (1952 W.838-840 p.848) notes that wicksell places 
rrore eJl'IIilaSis on the aœolute level of reseIVes ard their eventual 
inpact on tl".è market rate, than he does on reserves relative ta 
currency am deposits that are outstan:lirg. 

26 lnl'>licitly, Wicksell 's conclusion relies on fixed conversion 
ratios between gold bullion am bank notes or ether credit instruments. 
Wicksell states that with risirg priees, 

[a] fall in the IXJ.rChasirg p:JWer of IOC>ney discourages the 
pro:ruction of gold am, other tl1irgs equal, it inc:reases the 
col1SUITption of gold in irrlustry. As soon as constIITption began 
to outstrip prrduction the deficiency would have te be supplied 
out of banks' stocks, for no other source is allowed for. 
Wicksell (1898) p.l13 rny brackets. 

What leads ta the fall in the relative priee of gold? Why does it not 
rise with the general priee level? One answer is that the priee of 
bullion in tenns of bank notes or credit is fixed danestica1ly an:i for 
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Historically, high am risi.n} troney rates have been associated with 

high and risi.n} priees am leM arrl fallin;r lOClney ratr'o-:; with leM an:! 

falli.n} priees. 'Ihis is the record of priee ard interest rate 

IlDVetrents that wicksell has available for the period 1790 te the late 

1890s at the tine of his writin:J [Wicksell (1898) W.168-176]. He 

further notes that the historical record ex>ntradicts the relationship 

between these two variables irnplied by the quantity theory. 

But the e>q)lanation suggested by the Quanti ty 'lheory - that 
risirq priees are due te an excess of IOOney, fallin;J priees te 
a scarcity - does not acx::ord with actually cl;)served IlDVerrents 
of the rate of interest. If we are ex>rrect, we should expect 
that at a tine of risin:J priees there would be a teITporary 
reduction in the rr...te cf interest, at a tiIre of falli.rg priees 
a terrporary increasei an:! that when priees had becx:Jre 
aLXXIIRlodated te the cl1an;Je in the stock of preciCXlS Iœtal, the 
rate of interest would once again return te i ts noI1'l\ëÙ 
position. Observation teaches us, h~er, that when priees 
are rising there is a ex>ntinual rise in rates of interest, am 
that when priees are fallirq there is a continuaI fall in rates 
of interest. wicksell (1898) p.167. 

As we have stated, wicksell presem::.s his natural rate as an 

"irrleperrlent factor" behin:l the observed lOClney rate am priee-level 

IlDVetrents [Wicksell (1898) p.167] . 

• • • [1] t is cil.arY;Jes ..• in the natural rate of interest on 
capital that are regarded as the essential cause of such 
IlDVeroonts. wicksell (1898) p.167 my brackets. 27 

international p.n:poses. A fall in the relative priee of gold due te 
inflation eventually runs down bë.nk.irq reserves for irrlustrial use as 
notes are converted te bullion. Reserve protection requires a rnarket­
rate increase. Similarly, a rise in the relative priee of gold due te 
deflation increases banking reserves as irrlustrial -e falls an::l note 
conversion expan::1s. Reserve expansion signaIs a man.et-rate decrease. 
80th effects run coonter te the initial interest-rate differentials. 
Abarrlonirq the gold starrlard \t,ith fixed gold priees is net envisioned 
by wicksell in these discussions. Ohlin (1926 p.508) re.ports that fram 
the 18905 te his death Wicksell was "an insistent advocate of a paper 
starrlard." See Wicksell (1898 pp. 193-194) . 

27 Alse see wicksell (1898 p.119) . 114 



~es in the natural rate relative ta the IOOney rate of interest lead 

to the price-level rocwerœnts. Reversirg the causal arror,.,r for empirical 

am policy p.n:poses, Wicksell infers the rrovernent of the natural rate 

fran the à:lserved price-level am market-rate m:wernents. When the 

market rate is lCM or fallirg, the natural rate is lower or fallin:J 

faster am priees fall as nanina.l deman::i slaclœns. Costs, wages am 

rents, fall sufficiently ta maintain nonnal entrepreneurial incarce, sc 

that real d~ is oonstant am the full-errployrne.nt level of output is 

maintained in "the organic developœnt of a regular IOOVernent of priees" 

[Wicksell (1898) p.98]. Similarly, when the market rate is high or 

rising, the natural rate is higher or rising faster, sc priees rise as 

naninal dernarrl increases. Aga in , oosts rise sufficiently ta rnaintain 

nonnal profits am the level of real aggregate dernarrl. Keynes in the 

Treatise will caU the d::>served relation between priees anj the market 

rate 1 ard the way in which i t oonfoun:ls the quantity theory l 'Gibson' s 

paradox' after A.H. Gibson. Keynes tao relies on the urrlerlyi.n;f 

mJVement of the natural rate as the causal factor ta explain the 

d:>se.rved oovenents of priees arrl the market rate [Keynes (1930b) 

W·177-186] • 

For the ba.nkirg system to stabilize the priee level am alter the 

future caJI'Se of history by en:iin:J the secular or cyclical tre.rrls of 

inflation am deflation, the market rate should be brought in line with 

the natural rate am should be changed with charges in the natural rate 

[Wicksell (1898) p.189]. Wicksell points out that "[n]o statistics of 

the natural rate of interest are available" [Wicksell (1898) p.168 my 

brackets]. As he also points out, what are available are price-level, 
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market-rate, am lx>rd-rate IOOVerœnts. As \Ile stated, the mtural rate 

is Ul"lCi::lserved, and only its effects are a~t. wicksell is 

urdeterred. '!he priee level SUWlies the ~ system with enough 

infonnation. If the priee level is stable, leave the market rate as 

is; if the priee leve1 is fallin:j (risirq), lower (raise) the market 

rate [Wicksell (1898) p.189) .28 QJr analysis of the limited raIe for 

the market rate in Wicksell's description of cyclica1 crisis Sllgg'est 

that his ~is on market rate adjustment would be of limited value 

ta establish policy in a crisis. It remains an open question just what 

po1icies ta prrsue in the face of Il insecure sentiment of the market. Il 

Conclusion 

In Wicksell (1898) we firxi a clear statenent that the natural rate 

of interest is the real rate of interest that would be detennined in a 

non-rronetized stationary economy. It is also clear that the natural 

rate of interest acts as a "center of gravity" undisturbed by lTOnetary 

factors. wickse1l's cumulative process of trerrl price-level IOCN'eJœnts 

is rrotivated by the differences that errerge between the natura1 rate 

and the market rate, but these price-level rrovezœnts are held to leave 

the natural rate uncl'la.nJed. Even when the relative structure of 

prcxiuction is cyclically transfomed by a deviation of the IOOney rate 

fran the natural rate and the perceived profitability of different 

lines of production charxJe, the economy will eventually resolve itself, 

28 '!he bank-rate policy is further exterrled te the international 
SIilere by a policy of international monetary "co-operation" [wicksell 
(1898) p.190). Countries with unfavorable balances of trade will have 
their negative balances partially eliminated by surplus countries 
splitting the diff~ in market-rate adjustrnents: the surplus 
countries Wlatin;J arrl the deficit c:ountries deflati.n:j. 
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with the aid of cent.ral bank inteIvention, at the unc:han;Jed nat'.lral 

rate. 

We also see very clearly in wicksell's systematic presentation of 

the CUIll.Ùati ve process the deperrlence of J1C!1Ù.nal savi.n:Js on naninal 

incane, al though Wicksell bas 50 contri ved his behavioral asstmptions 

that the levc~ of real savin;Js remains constant, a~ the econany's 

growth is constrained. Even when he coTlSiders a continuously grawing 

econany, inL."TeaSed real sav~s are introduced JXlt as a function of 

real incane, but te force price-level reductions. 'Ille incarejsavings 

nexus is net fully dev:üoped. 

llgain we see in Interest am Priees, thrcugh a discussion of 

wicksell ' s passing rernarks on E!COJ1CYIIic crisis arrl his ranarks on the 

l.lJ'lCiJsel:vale nature of the natural rate, the iIrportance of the natural 

rate in controlling the direction of the econany. We can speculate on 

an expectational configuration that would leave the natural rate unable 

te restore a Ml employment equilibritnn. OUr speculation is based 

essentially on ask.i.n:J how the economic actors feel the force of the 

natural rate - receive the appropriate market signals - when it is 

net d::lservable ard its repercussions on priees am profits have been 

inhibited? But wicksell remains ccmnitted te the natural rate, the 

role that it plays in maintaining full employment, ard importantly its 

explanatory power when he is faced with the ~tity theory of m:::>ney 

am its proportional price-Ievel adjustments. 
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A Treatise on M:>ney: '!he Furrlamental Equations 1 Honey 1 

an:! Finan::ial Markets 

Keynes' A Treatise on Money develops the Marshallian an:! 

Wicksellian thenes emnnerated abovei his contriOOtion in this work 

might be considered the synthesis of wicksellian price-leve1 dynarnics 

with a serious consideration of the role of accurm.ùated assets. l '!he 

latter reflects an elalx:>ration on Marshall' s cash-balance awroach to 

the demarrl for IOC>ney. Marshall stated that the dernard for cash 

balances will be a function of bath an irrli vidual' s i.ncorre am an 

in:lividual's aœurnulated wealth or "property" [Marshall (1923) pp.43-

44].2 Marshall's focus on wealth allows Keynes te introduce a stock 

dimension to the demarrl for noney. Keynes poses the question of what 

fom in which te hold one's wealth. cash balances are one of the 

possible fonns weal th can take, but Keynes in the Treatise also allows 

wealth te be stereci in securities (shares arrl bon:1s) [Keynes (1930a) 

p.222]. In introducin; a trade-off between cash arrl securities, Keynes 

details an added raIe for the interest rate ta play as it balances 

against the natural rate of interest. Al though Keynes' anal ysis has 

the mechanical flavor of wicksell' s, there are passages 1 alIrost as ides , 

where the natural rate becomes a function of the market rate and 

becornes Ul'1J'OOOred fram the real factors as described by Marshall and 

Wicksell. 'l11ese passages occur in Keynes' discussion of two areas: 

l '!he exact extent of wicksell' s influence on the Treatise has 
been a matter of seme dispute: a short apperdix to this chapter gathers 
a cross section of these opinions. 

2 Keynes (1930a W.205-206) refers ta the sarre passage. 
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entrepren~' anticipated profitability of real investIrent tl1raJgh the 

business cycle, arrl investors' sentiments of financial-market 

developœnts. '!he two are net necessarily nutually exclusive insofar 

as Keynes ties the demand for real investJœnt te the demarrl for 

financial assets. We will fiIrl that Keynes uses the natural rate in 

two senses. One, the "nonnal" natural rate which arises out of secular 

developnents in a c.l1argi.n;J econany arrl corresporrls te wicksell' 5 notion 

an:! te Marshall's stationary lorg-period nonnal interest rate, arrl two, 

a natural rate which is deperrlent on investors' arrl entrepreneurs' 

sentiments about real investrnent through the business cycle. It is I1Gl 

recx:x:Jn.ized that Keynes in the Genera) 'lheOl:y held the state of 

investors' sentiments constant for the p.rrpose of analytical closure 

of his short-period IOOdel [Kregel (1976) pp. 211-214] . In general in the 

Treatise the state of financial investors' sentiments is allowed "0 

vary with the cyclical developnents while actual real investment 15 

tied te the cyclically irrleperrlent natural rate in our first sense. We 

will fiOO that Keynes defines his equilibriurn as a long-periocl full­

enployment equilibritnn where the market rate equals the natural rate. A 

cyclically deperrlent natural rate opens up the possibility, unexplored 

by Keynes, of a short-period underemployment equilibritnn. Olr eyes 

will he focused on the dynarnics of investJœnt expectations, as weIl as 

the therres we have developed in our cli5O.lSSion of Marshall arrl 

wicksell. 

Ta a reader recently arrived fram wicksell's Interest arrl Priees, 
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the parallels between it an:l the Treatise will jt.mp fran the page. 3 In 

a passage surnmarizing previous writings on the bank rate arrl its causal 

IœChani.srn, which Keynes had fourrl inadequate until their discussion by 

Wicksell, Keynes states: 

'!here remains ••• one outstarrling attempt at a systematic 
treatrnent, I1all'ely Knut Wicksell's Geldzins und Guteroreise 
[Interest am Priees] ... a book which deserves TOC>re faIœ an:l 
much more attention than it has receivect by ~lish-speaki.rg 
econamists. In substance an:l intention wicksell 's theory is 
closely akin •.. ta the theory of this treatise ... Keynes (1930a) 
p.167 my brackets. 

A little further on we find Keynes discussing wicksell' s theory of the 

natural rate an:l explaining, 

... l feel that what l am trying ta say is the same at root as 
what wicksell WdS trying to say. Keynes (1930a) p.177 fn.3. 

Keynes reiterates the "mistaken ... neglect of wicksell" in a 1.."eply ta 

Hayek's review of the Treatise [Keynes (1931) p. 394, Hayek (1931)]. 4 

Keynes exterrls an:l clarifies Wicksell 's theory. For exarnple, in 

clarification he distinguishes between a rnonetary cycle initiated by 

changes in banking reserves fram a trade or credit cycle initiated by 

changes in investrnent opportuni ties or the natural rate. '!he trade or 

business cycle is addressed in detail i a theoretical explanation is 

presented for its existence, an explanation based on changing 

3 Keynes (1930a p.167) supplies his English readers with the 
Gennan referencei the English translation, by R.F. Kahn, did not appear 
until 1936. oimarrl (1988 p.136) reports the translation was begun in 
1929 throug!1 lia suggestion by Ohlin to Keynes. Il 

4 Keynes (1930a pp. 175-178) contains an exte."rled discussion of 
wicksell (1898). Keynes particularly acknowledges the similarities 
between the Treatise and 1) wicksell' s concept of the rntural rate and 
priee level stabililty and 2) wicksell's focus on investrnent as real 
invesbœnt, not simpl y speculative investment . Speculative investrocmt 
is what Keynes (1930a p.168) perceives as the focus of Marshall 's 
analysis. 
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expectations arrl a pe:':'ir.xi-of-production IOOdel. In the Treatise, the 

oonetary arrl trade-cyc1e' IOOdels give rise te distinct cyclical patterns 

in the market rate am the priee level, whereas cyclical patterns in 

the priee level are larqely unexplored in Intp-rest and Priees. In 

further extension, Keynes ar:perds thp ~ities market, financial 

trc -sactions, arrl their in.':luence on savir.gs arrl investment behavior. 

Keynes (1930a) rai~; two criticisms of Marshall 's IOOnetary 

analysis. In the first, he takes issue with Marshall's analysis of the 

dernan:i for real balances. Keynes (1930a pp. 205-208) states that 

view:inj the dernarrl for real balances as a function of "eurrent incarne 

of the cornmunity" is too na..rrc1N a detenni.nant of the dernarrl. It 

"obscures" the role of bus~ness dernarrl an::l savirgs dernarrl in the 

detennination of real balances; and havir.g overlooked the latter two, 

Marshall ignores "disturbances" that can arise fran ~es in the 

desire te hold thern. It is disturbances in the priee level that Keynes 

is speaki.rg of here. We will t i.m that these disturbances arise out of 

the savir.gs IOOtive in the course of shift~ bull arrl bear secllrity­

rrarket sentiments. 

'!he secam issue Keynes (1930a p.168 pp. 171-173 ) raises with 

Marshallian theory is the influE!l1Ce of the bank rate on i.îlVestment. It 

is Keynes' view that Marshall has the bank rate influence speculative 

investment without a similar Lnfluence on invest:Iœnt in plant arrl 

equipœnt. fuis "lerrls a false colour" te the role of the bank rate 

[Keynes (1930a P.172]. Keynes Clverlooks Marshall's discussion of real 

invest:ment through the trade cycle, arrl ignores Marshall 's rernarks on 

the soooth trerrl prioe-Ievel developments where investment in real 
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plant am equipnent is att.eIrpted, rut oonverted into price-level 

increase due to a ftùl ernployment econany. 

In this am the next chapter, we anal yze the Treatise on Money. In 

this chapter we will develop Keynes' anal ysis of the furrlamental 

equations, of the natural rate, am of savin~'S, invest:rrents, arrl 

securities. L, 01apter Four we will examine the m:::metary cycle, tl"'.e 

trade cycle, arrl the natural rate in these cyclical settinqs. 

'Ihroughout, the "temporal" environrnent of the Treatise's analytical 

franevork vlill be discussed. 'Ihat becames ~rtant when we copc;-l..der 

the short-period analysis of the General 'lheory arrl its critique of 

"classical" ll'Dnetary theory' s lOn;J-period stationary-state frarrework. 

It is argued in this am the next chapter that al though the Treatise 

acivances monetary theory, i t is sti 11 a captl. ve of the quanti ty theory, 

its long-period "natural" values, arrl its ernphasis on price-level 

rrove:roonts . 

Definitlor.s m'ri Fund.amental Equations 

Wicksell has the ex post emergence of excess profits or lasses 

stllnulate all proclucers te atternpt ta exparrl or reta.rd their level of 

production. A similar role is reserved for excess p!'"'Ofits or lasses in 

the structure of the Treatise. In particular, this rale moti vates 

Keynes' furrlaIrental equations. 

'!he theoretical sections of the Treatise, Book III arrl Book IV, 

begin with a definition of incorre that excludes excess profits or 

lasses as wicksell has been usifB the tenns. In a Marshallian rnarmer, 

incarne does include "nonnal remuneration of entrepreneurs," as well as 

"salaries am wages," unerrployrnent benefits, pension benef.Lts, 
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"[i]nterest on capital," am "[r]egular J'OOl"qX>ly gains, rents, am the 

li.Jœ" [Keynes (193Da) p.lll MY brackets]. lot:>ney incane, as defi.ned by 

Keynes, is equivalent te "~ of the factors of production" am 

"the cast of production" [Keynes (1930a) p.l1l]. U~loyment am 

pension benefits are thcught of by Keynes as "a charge on irrlustJ:y" on 

the same foot~ as wages arx:l salaries [Keynes (193Da) p.ll1]. Nonnal 

rem.meration of entrepreneurs is defined 

... as that rate of remuneration which, if they [entrepreneurs] 
were open to make new bargains with all the factors of 
production at the currently prevailirg rates of earrri.n;Js, woold 
leave them urrler no lOOtive either to increase or to decrease 
their scale of operation. Keynes (1930a) p.112 my brackets arrl 
my urrlerlinirq. 

Profits or above-nonnal remunerations are the difference between lOOney 

incare am sales proceeds. '!he definition of nonnal remuneration, 

leaving finns with no incentive to cll.an;Je their scale of operation, 

suggests that profits or above-nonnal remuneration will invite 

expansion or attenpted. expansion of facilities. 'lhis is exactly what 

Keynes through ms fun:1arnental equations sets out to show. 

Notice that the above suggt:!St that Keynes is working in the 

Marshallian lorg-pericd where cl'larqes in the scale of operation refer 

to the ~ion of plant am equipnent as well as aIl other factors 

due to the influence of above-nornal profit'3. Keynes clarifies ms 

definition here of entrepreneurial incane in a 1934 draft of Cllapter 

six of the General '!heoty. He states: 

In my 'l'rP-atise on Money l took as my meani.n:J of incane, 
net expectations which 1ed te the current errployment of the 
capital equipœnt actuall y in use, but the e>epectations which 
wo.ùd have 100 to the original erection as weIl as the current 
~loyrrent of the equipœnt actually in use. CKJMK Vol.l3 
p.425. 
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'!he co~ between the original expectations whid1 led te the 

investment with those that lead te the investment' s current use iIrplies 

that neither profits l'lOr losses have develcp:rl to alter the desired 

level of plant am equipnent. In Cllapter six of the plblished General 

'Iheory, Keynes writ.es of the Treatise's entrepreneurial :inc:x::Iœ t.hat he 

meant "in sana sense .•• a oonnal or equilibritnn profit" [Keynes (1936) 

p.61]. '!he "sense" SllI:};Jested is of a lorg-period equilibrhnn, where, 

of course, secular developœnts would alter the desired "bargains" with 

factors inclU<:iim capital [Keynes (1930a) p.1l2]. 

What is net clear in the above is whether we shOlÙd dlaracterize 

the lorg-period equilibriurn as one of stationary-state equilibrium or 

steady-state equilibriurn, or whether Keynes has bath in mime '!he 

fonner is siIrply a special case of the latter. He does state in 

explicit contrast ta Marshall's Principles am its short-period ard 

lon;:r-period static equilibrium tllat the theory of the Treatise is a 

"first step towards the theory of a lOOVirg system" [Keynes (1930a) 

p.365].5 we are net fully prepared to address this question, but we 

will fini the enq;ilasis in the Treatise is on disequilibriurn 

adjustments. Keynes':fun:lamental equations are designed ta reveal 

these adjustments. '!he disequilibriurn adjustnents nay sllrply be what 

Keynes has in mirrl in his phase 'moving system,' contrasting it with 

Marshall 's cxmparative statics. Whether the disequilibriurn lOOVements 

are seen relative to a stationary-state equilibrium or 2. steady-state 

one is an open question, am net important fran our perspective since 

bath fall urder a lon;:r-period perspective. We will take up fuis point 

5 AIso see Keynes (1930a p.xvii) . 
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again after introducirg the furrlamental equations. 

Unfortunately, am distinct fran its lOOnetary cycle or theory of 

trerrl price-Ievel m:JVements, the Treatise's trade cycle ~izes 

short-period ouqut adjustrnent am not invesbnent in capacity, yet 

Keynes wants to use the SéUOO definitions of nonnal remuneration am 

profit. 6 Even in the lorg-period framer.o.'Ork it is not clear what exact 

meani.rq to attach to the nonnal renumerations of entrepreneurs included 

in lOOney.inc::aœ. Does the nonnal. level of renruneration exclude short-

period gains am lasses arisirg fran the current outp.lt level produced? 

An:} 50 they do not affect the desired level of plant am equipœnt am 

the corresporrli.rg investment decisions? In lon;-period equilibrium, 

l:x:>th the desired level of plant am equiprent am the desired level of 

output are realized relative to their rrotivatin:J factors. Keynes is 

looking at the influence on investJnent of deviations fran long-period 

nonnality. His definition of nonnal entrepreneurial incane bas placed 

his analysis in a Iong-period framework, since it hypothesizes the 

possible recontractirg with all factors of production. 'Ihis definition 

rnay be suitable to his lOOnetny cycle. &lt in the theory of the trade 

cycle when he wishes to study fluctuations in output, enployment, am 

short-period price-Ievel IrOVements, short relative te trerd nx:wements, 

the definition bec:x::1œs problematic. Fran the outset, at the level of 

definitions, we can see the anomalous nature of a short-period that is 

6 Keynes (1930b 01.30) presents the historical record of the 
price-level IrOVements that the Treatise is to ~Iain; like in wicksell 
(1898) the price-level IroVemants are of two types: secular trerrls am 
periods of boan arrl buste '!he chapter includes, again like Wicksell, a 
discussion of Gibson's paradoxe 'Ihere is no particular reason to recap 
the historical details, but it is helpful ta see that Keynes arrl 
wicksell are atteJrpting to explain the same t.hin;J. 
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in a framework, it will be argued, l::Uilt up aroord the quantity theoty 

am its lo~-period erwirons. 

'!he lo~-period or secular-period developnent affects Wicksell ' s 

system through the natural rate. '!he above questions arise in 

Wicksell ' s system, tha.tgh they are cb;oJred at ti1nes by the rrcde of 

analysis. '!he invest:ment decision viewed "lergthwise" is the outpJ.t 

decision; invesbnent arramts ta the \::x., .•. :rowin1 of the coI1Sl.DTption­

goods f'urrl te :p.lt labor am larrl, the original factors, through the 

period of production [Wicksell (1898) W.124-131]. ViewErl cross­

sectiona1ly, we have argued that Wicksell is speaJd..rg of a fully 

realized configuration of the desired structure of production in his 

equillbrium. 'Ihis parallels Marshall' s equilibrium of lorq-period 

nonnal values am row the Treatise's normal equilibriurn values. AU 

three have expressed the need te extrapolate fran the quantity theory. 

Keynes presents the furrl.aIœntal equations as expressive of an 

expanied fonll of the quantity equation. 'lhey taJœ their inspiration 

fran Marshall in tbat i.rtcaœ deposits, Ml in Keynes' notation, are an 

element in the numerator, rather than total deposi ts as in the 

Fisherian fonn [Keynes (1930a) p.135]. 7 &.It, unlike the Marshallian 

tradition where final co~tion gcxxls would ooly be fOUI"d in the 

denaninater, the denaninator contains the total rutpJ.t of bath consumer 

goods am invesbnent goods, 0 [Keynes (1930a) W.131-l35]. Investment 

goods exclude security-rrarket transactions am therefore ignore another 

element of Fisher' s total-transactions demard for m:>ney. In 

equilibrium, an equili.briurn to he further d'$CI'ibed, Keynes presents P" 

7 Alse see Keynes (1930a p.39 W.205-206). 
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,( = (M1V1)jO, where the urrlefined terms are the velocity of incare 

deposits, V1' am the priee level of total rutp.rt:, pt, [Keynes (1930a) 

W·134-135] • 

Keynes' p.u:pose in presentÎ..nl 1OC)netëu:y theory in the fOIm of the 

fuOOamental equations 

... is te treat the prd:>lem dynamically •.• in such a rranner as te 
exhibit the causal process by which the priee level is 
deterrninerl, am the rrethod of transition fran one position of 
equilibrium to another. Keynes (193Qa) p.120 my urrlerlini..n1. 

His criticisrn of previous variants of the quantity theory is 

•.• they do not ... have the advantage of separating out those 
factors through which ••• the causal process actually operates 
during a period of c.han:Je. Keynes (1930a) p.120. 

'!he enq:i1asis on causality arrl change, or what now would be tenrB:i the 

transmission IœChani.srn of a disturbance, points again ta similarities 

of critique arrl p.rrpose between Keynes, Marshall, arrl Wicksell. '!bey 

all are seekirg a causal explanation of price-Ievel dlanges. 

Unfortunately, the furrlamental equations are not well-suited to Keynes' 

pn:pose. As we will see naœntarily, they are defined for a prescribed 

period of tiJre an::l have been shawn to break down when they are 

int&preted te hold over tirre or to malœ c:x:I'I'q?ariSùns between titre 

periods, sinee tedmical cl'lanJe can be expected te affect at different 

rates over t:iJre two ele1œl1ts held constant in the fuOOamental 

EqUations: the col"lS\.nœr-goods arrl the investment-goods output levels 

[Hansen (1932), Hnnsen am Tout (1933)]. But even so, they reveal the 

existence of profits within their prescribed tirre period, ta which 

Keynes attaches behavioral significancei investrnent is a function of 

profits. r.Ihe emergence of ex post profits or lasses leads 

entrepreneurs ta alter their ex ante expectations of profit arrl losses 
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am further leads thern to attenpt to alter their scale of operations. 

Expansion or contraction has an itrpact on the priee level. 8 

rrhe furrlanen:tal equations can be derived with the addition of a feN 

IOC>re definitions in cx:mjunction with Keynes' definition of roc>ney 

incane. savims is "the difference be'bleen the rroney i.nc:x:Iœ of 

in::lividuals am their noney experrliture on current col1SlD1'ption," am 

the nani.nal value of investment is "the value of the increment of 

capital durirq any period" [Keynes (193oa) pp. 113-114 ] . Keynes uses 

the following symbols for variables [Keynes (1930a) p.121). 

E: IOOney inc:x::lme = earnings of the factors of production = cast of 

production. 

l' : E eamed in invest:ment-goods production = cost of production 

of new investment goc:Xis. 

E-I': oost of production of consumption goods. 

S: savirqs. 

E-S: experrliture of rroney income on col'lSUllption goods. 

Keynes defines rus "units of quantities of goods" with the expectation 

that the resulting fundamental equations are canparable between periods 

[Keynes (1930a) p.121). He proposes we rneasure units of goods 

.•• in sud1 a way that a unit has the saIre cast of production at 
the base date ••• Keynes (1930a) p.122. 

Usin;J the furrlamental equations te reveal current profits, te whieb we 

8 Shackle (1974 p.23) presents a similar vieN of Keynes' 
furrlarrental equations. Keynes (1936 p.77 fn.1) states of the Treatise: 

My methcxi there was te regard the current realized profits as 
determining the current expectation of profit. 

'Ihat view is consistent with that of Shackle's an::1 the one presented 
here. Alse see oiIrarrl (1988 p.54) where again the same view is 
expressed. 
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Slg;JeSt Keynes attadled causal itrport:aooe sin::e they tootivate 

investlœnt, a current-period definition of units \I1aÙd suffiee. We 

c:x:W.d replace "at the base date" with ' in the current pericxi' in the 

al::xJve definition. '!he 'units' are in fact naninal values llOW, sc we 

woold further require priee an:} quanti ty in:lices ta dE!J'OC)nstrate the 

influence of profits on priees. Un::ler Keynes' original definitions the 

units are deflated nc:minal values. 

Tc continue with Keynes' symbolism [Keynes (193Qa) p.122] 

0: total a.rtp.rt: of goods. 

R: rutp.rt: of liquid coI'lSlIIl'ption goods arx:l services. 

C: net increment of investment goods. 

o = R + C. 

P = price level of liquid consumption goods. 

ffi: current experxliture on col1SUIl'pt.ion gocxis. 

E(CjO) = l': the cast of production of new investment goods. 

'!he first furrlamental equation for the priee level of collSlIIlption goods 

follCMS [Keynes (1930a) p.122]. 

Since IR = E-S 

= (EjO) (R + C) - S 

= (EjO)R + l'- S 

then P = (E/O) +(l'- S)jR. 

Further Keynes defines 

(Equation 1) 

P' : the priee leve1 of new invesbœnt goods. 

pt': the priee level of total outplt. 

l = P'C: the value of the incrernent of new investment goods, which 

is distinct fran l', its cost. 

129 



'!he secom funjamental equation for the priee level of total outplt 

follows [Reynes (1930a) pp.123-124]. 

since pn = (PR + P'C)/O 

= [CE - S) + 1]/0 

= E/O + (1 - S)/O. (2) 

It is possible to derive a third equation for the price level of new 

investment goods by substituting (1) am (2) into the initial equation 

for P" am reIœ1l1berinJ R = o-c [Hayek (1931) p.283].9 

P' = E/O + (1 - l')IC. (3) 

Keynes does net present us with equation (3), but uses the priee level 

of new investment goods to begin a discussion of security markets am 

investors' bearish an::l bullish sentiments [Keynes (1930a) pp. 127-129] . 

We will turn to this discussion in a moment because of i ts inportance 

in detennining Reynes' meaning am use of the natural rate of 

interest. 

Keynes develops his fundamental equations in two directions, 

introducing wages an::l profits explicitly. '!he first tenu, E/O, or the 

rate of eamings per unit of output, Keynes labels as W1 and caUs "the 

rate of efficiency eamings." He wants to replace efficiency earnings 

with "the rate of eamings per unit of human effort," W, sornething like 

eamings per laber-hour, arxi does this by defining an efficiency 

coefficient, e, "sa that W = eW1" [Keynes (1930a) p.122]. '!he first 

9 SUbstituting into P" = (PR + P'C)/O as descri.bed in the above 
text leads to E/O + (1 - S)jO = {P'C + R[E/O + (l' - S)IR] }/O or (E + l 
- S) = P'C + R(E/O) + l' - S. So P' = [E(l - RIO) + l - l']IC = E[1-
(0 - C)/O]IC + (1 - l')IC = E/O + (1 - l')IC. Hayek (1931 p.283) 
derives this equation, but the reader should be aware of a math errer 
in his derivation. 
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tenn of the funjamental equations becanes W1 or (W/e) since E/O = W1 = 

(W/e). Introducin:] the rate of labor eam.in:;Js per unit of tœ, W, 

allows Keynes ta disolSS price-level c.h.al'qes arisirg either 

"sporrt:aneaJsly" in the labor market or as the effects of m:>netary-cycle 

or trade-cycle "irrluced" char'qes in W [Keynes (1930a) p.151]. Iniuoed 

c.harçes in W arise depement on cyclical d1arx.Jes in the priee l'evel of 

OOI'lSl.mption goods; these are adjusbnents made ta maintain the s:tardard 

of livinJ. Spont.anea.ls charqes in W arise fran, for exanple, gJ:cMth in 

trade-union am co1.1ective-bargainin:.J st.relxjt:h in:ieperrlent of char .. ';Jes 

in the priee level of cx:>nsunption goods. 

Keynes' discussion of the first te.nn of the fun:lalœntal equations 

focuses on labor am wages am ignores the ether CCI1'IpOnents of 

earrrl.rqs: nonnal entrepreneurial rermmeration, interest on capital, am 

Prest.ntabl Y these elezœnts, tao, al ter the real 

stan:iard of livirg for their recipients through inflationary ard 

deflationary periods am are subject ta chan}es in the market ~ of 

their controllin:] parties. 

M:Jre inp:>rtant ta our immediate concern, Keynes shows the 

rnnnerators of the secom terms of bis :f\lJ'œmental equations (am our 

third equation) are ec.~:Jal. ta the excess profits or losses. SUbtractin:] 

fran the market value of their sales the CX)St of production of 

col'lSUIIption goods an:l investment gcx:x:ls, Keynes del'OClnstrates profits in 

the OOI'lSl.mption-goods sector are Q1 = PR-(E/O)R = E-S-(E-I') = l'-S arrl 

profits in the investment-qoods sector are ~=I-I'. Joint profits are 

Q = Ql~ = I-8 [Keynes (1930a) p.124]. '!he fumamental equations nc:Jil 

appear as 
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P = W1 + QlIR (la) 

P" = W1 + 010 (2a) 

an:! P'= W1 + QVC (3a) 

'!he inp::lrtance of Keynes' definition of m:mey incane exclu:li.rq excess 

profits, plus or minus, or what he si.nply caUs 'profit,' is eme.rginl. 

'!he existence of profits will alter the general priee level, Pli, am 

its CCIlpOnents P am P' relative te their level at cest, everythirq 

else held constant. 

'!here is saœt.hin:J peculiar al:>alt these equations. Notice that in 

corrlitions of zero profits, a corrlition Keynes will define as 

equilibril.nn, the three priee levels are equal. 'D1ere is no relative 

priee differenoe in equilibrium, an:i relative price differences occur 

due te differential profits per unit of respective ootput levels in 

disequilibrhnn. Keynes states P" = P in equilibrium, rut does net 

elaborate [Keynes (1930a) p.135]. But it is alse true that P"=P'=P. 

Harrod presents a version of the first fun:3amental equation [Harrod 

(1951) pp.433-434] am his methcxi alse can he awliErl te the third 

f\u'rlament.a1 equation se that relative priee differences errerge. 10 

'Ihrough it we can alse overcome the Hansen ard Tout criticism [Hansen 

(1932), Hansen am Tout (1933)]. Tc derive the first am third 

f\u'rlament.a1 equations we relied on E(CjO)=I', am in'plicitly when the 

equations are used te make CCltparisens over time it is asstnned that CjO 

is constant. O:l.arges in l' are attributed te d'lan:Jes in the level of 

earnin:js, E, net te a d'large in the prqx>rtion of capital gocxls te 

10 Harrod' s deri vat ion is a variation on the rnethod St.X'}Jested ard 
fonnalized in Hansen an:! Tout (1933 p.124). 

132 



( 

{ 

total oot:p.rt:. '!he assunption of a constant CIO ratio gave rise to 

Hansen am Tœt's criticisrn. 'Ihey stated. that the likely differential 

rates of tedmical d'lar'qe in const.IITption-goods prcxiuction arxi in 

investrnent-goods production would alter this ratio am urrlenn.i.ne the 

direct relationship between c.han:les in eami.rqs am the costs of 

production of investIrent goods. Harrcd' s variation on Keynes' 

derivation arrives at a slightly different first turx:faIœntal equation, 

but one that will suffice to urxierline the relationships between 

investment, savirg, am profit. 

Harrod defines Er as eamin;Js fran consurnption-gocds production am. 

Ec as the ~s fran investment-goods production, sa that total 

eanUn:Js equal E = Er + Ec am Ec = l'. 'Ibtal expen:liture on 

collSUIlption goods is again FR am 

FR = E-S 

=Er+Ec-S 

= Er + l' - S 

So P = Er/R + (l'-S)/R. (lb) 

Also note that FR-ErI'-S=Qv or sales revenues minus costs equals 

collSUIlption goods' profits. Harrod's version of the first ftm:iarnental 

equation varies only in the first tenn where Er replaces E, arrl R 

replaces 0, am he rernarks that it "serves equally well" for Keynes' 

~ (Harrod (1951) pp.433-434]. Relying on the definition of 

profits in invesbnent-goods production, we can arrive at a similar 

fonrulation of our third equation. 

~ = I-1' 

= P'C - Ec 
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so P'c = Ec + ~ 

or P' = EclC + (I-I')/C. (3b) 

'lhis equation alse varies frem our earlier version of the third 

equation in the first tenn on the right-harrl side, where Ec replaces E, 

am C replaces O. '!he secorrl furrlaIœntal equation is already free frem 

Hansen am Tout's criticism; the above variations are now also free of 

their criticism. '!hese versions will suffice, since the furrlaIœntal 

equations are used in the Treatise te denonstrate the relationships 

between invest:Ioont, savings, am profits, am their effects on the 

various priee levels. Note that at the equilibrium zercr-profits 

condition, relative priees differ. 

Keynes claires that the furrlaIœntal equations "are ?Jrely fonna.l; 

they are mere identities; truisms which tell us not:hin;J in themselves" 

[Keynes (1930a) p.125]. 'Ihey folla.v frem Keynes' definitions am he 

speaks at times as if t""ey erobody no behavioral assurnptions. But 

behavior does awea,r in his definitions, particularly that of the 

nonnal renruneration t'" entrepreneurs, which is defined se that finns 

receivi.nJ such will net desire te recontract with any inp..lts an:! alter 

their scale of operations. '!hese finns are satisfied, are in 

equilibriums, at least with respect te their scale of plant an:l 

equipnent. When introduced earlier it was ambiguous whether nonral 

reJ1'lI..lI1eIâtion inplies an equilibrium output level. But it is easily 

seen that the zero-profits equilibrium corrlition inplies that each 

priee is equal te the average cost of producing the good, which iITplies 

long-period equilibrium. 

In equilibrilIln. therefore, both the value an:l the cast of 
current invest:ment must he equal te the arrount of current 
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savirgs, am prcfits nust be zero; am .•. the ~in;J power 
of rroney am the priee level of outp.rt as a whole will bath 
corresporrl te the rroney rate of efficiency earnin;Js of the 
factors of production .•. Keynes (l930a) p.l37. 

We shall see, th<X.1gh, that since a lorg-pericx1 equilibritnn is inplied, 

anj the emergence of profits an:l lasses calls for adjusbnents in plant 

anj equipnent, it will be hard for Keynes te motivate short-period 

ou~ adju.sbnents through his ftm:1amental equations in a trade cycle 

that holds plant am equipnent constant. 

Keynes' next task is to breathe sare life inte his fonna! 

furrlarnental equations "by the intrcxruction of extraneous facts fran the 

actual world" am te reveal what behavior detennines me level of our 

variaJS priees [Keynes (1930a) p.125]. He identifies profits, hav:in;j 

c:x:r.e into beirg for whatever reasons, as "the rnainsprirg of change in 

the existirg econanic system" [Keynes (1930a) p.l26] 1 am says that 

profits "save them [the :fuOOaIœntal equations] fran the character of 

bei.rxJ rrere identities" [Keynes (1930a) p.141 rny brackets]. 

For if either QI or Q2 is not zero one class of entrepreneurs 
will have an incenti ve to exparxl' their output; am if total 
profits Q are not zero, the entrepreneurs will terri, 50 far as 
they can, te alter the volume of eIlployrrent which they offer te 
the factors of production at a given rate of remuneration­
uprNard or dCMJ"lWëlrd, aœording" as such profits are positive or 
negative. Keynes (1930a) p.136. 

'!he enqilasis on outpJt am. ernployment in the above qu~...e deri ves fran 

Keynes' brœ.d definition of capital am invest:Iœnt; we will att.e.nFt te 

clarify this in a rranent. Tak.irg his lead fran Wicksell, Keynes 

pronounces that the prilre cause of the excess profits or lasses is a 

discrepancy between the natural rate am the market: rate of interest; 

the natural rate is defined as the market rate where Q = l -8 = 0 or 

where the market value of investment is equal te the level of savings 
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[Keynes (1930a) W.137-139]. Actual profits are an effect arrl the 

prime cause is the initial cliscrepancy between the natural arrl. market 

rates. 'lbe differential rates lead ta atteIrpt:a~ expansion of plant arrl. 

equipnent through investrrent. 

'!he causality is the same as that identified by wicksell . 

•.• [H]e [Wicksell] was the first writer to make clear that the 
influence of the rate of interest on the priee level operates 
by its effect on the rate clf investment, am that investment in 
this context neans investment not speculation. Keynes (1930a) 
p. 177 my brackets. 

We have seen that in wicksell, al terations in the market rate of 

interest offset current costs am allow expansion or contraction of the 

ether factors: labor arrl. larrl. We will see that in the Treatise the 

market rate of interest operates as a discount rate on the future 

incane stream expected fran durable investJnent. LUrab.llity was side-

~ in Wicksell by rnaki.rq non-liquld capital into ~ quasi-rent good 

on the same foot~ as lard am included w ith larrl, am by his choiee 

ta ignore a c.harqe in the bank rate's effect on the structure of 

production. Although mcx:ieled differently, the market interest rate is 

the mechanisrn of change. Marshall, Wicksell, arrl Keynes identify the 

interest rate as the factor that lies behim the quantity equation in 

det:ermi.ninJ the p.n:chas~ power of rroney. 

Keynes states the quantity equation as an equill.brium corrlition . 

.•. [I] f the quantity of rroney were double the priee level WOlÙd 
be double alse. 

art: this sirrple arrl direct relationship [the quantity 
equation] is a P'leJ'lCllœl1On only of equilibrium ... Keynes (1930a) 
p.132 my brackets. 

He goes on ta present his own algebraic fo:rrm.ùation of the quantity 

equation, derived fran his fun:larnental equations un:ier the ~ion 
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of equilibrium, or Q = 1-S = o. We have seen this a1ready. Keynes 

defines Ml as "the total of the incxIne deposi ts" am V 1 as "their 

ve10city of circulation" or "the ratio of m:>ney incane (E) ••• per t.mit 

of time to MIt" sc that E = MlVl am P" = P = (M1Vl)/O [Keynes (1930a) 

p.l34]. Keynes chara.cterizes the equilibritnn Ul"Xier discussion as a 

"lorq-period or equili'Jrium rorm of the pJrChasirg power of rroney" 

[Keynes (l930a) p.13?]. Keynes' lo~-period equilibrium is defined 

when his fur'x:1amental equations are reduce1 to the quant ity equation. 

AH three of our equations (la) - (3a) Ù1ply that "equilibrium :requires 

that QV Q2 an:i Q should all be zero," or l' = l = S [Keynes (l930a) 

p.13?]. Keynes states that "the econanics of the short-period" are 

un:ier consideration when there is "a disequilibritnn between savinJ an::! 

investment" [Keynes (193Qa) p.145]. 

To appt'P.Ciate further Keynes' sense of the long-period arrl the 

short-period requires knowledge of what he classifies as investment. 

Investment in turn requires a 1<nowledge of what constitutes capital in 

the Treatise's frarnE!V1Ork. 

'!he stock of real capital .•• is embcxlied in one .•. of three 
foIll\S: 

(1) Goods in use, which are only capable of giving up 
gradually their full yield of use or exrployment. 

(2) Goods in process, i. e. in the ca.u:se of preparation by 
cultivation or manufacture for use or coI1SlIlt'ption, or in 
transport, or with merchants, dealers an:i retailers, or 
awaiti.rq the rotation of the seasons. 

(3) Goods in stock, which are yielding nothi.rq but are 
capable of beirg used or consurœd at any tiJne. We shall call 
gCXlds in use fixed capital, gCXlds in proa:!SS workirg capital, 
am goods in stock liquid capital. Keynes (193Da) W.115-l16. 

'!he investment level flow peI period or "the rate of investment" is 

"the net increment .•• of the capital of the c:anmun.ity" [Keynes (1930a) 

p.114] • Investment in type (1) capital goods corresporrls te the 
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eoonanist' s conventional view of investment in plant and equiprent. 

Investment in type (2 ) capital goods correspc::>nls ta an expansion of 

current ootp..lt an::l reselTtIles the short-period adjusbnents of Marshall's 

Principles . Hawtrey's inventory cycle made type (3) a central 

explanation of the trade cycle [Keynes (193oa) pp. 173-175] . Keynes' 

sense of invest:Jœnt is clearly quite broad, as broad as his sense of 

what constitutes capital. Keynes carries Ws broad definition of 

capital an::l investment OlIer te the General 'Iheory [Keynes (1936) p. 75]. 

Althrugh. 'We might agree that each is a cœp:>nent of capital, it 

rnakes it difficult, as we will see in a rraœnt, ta align Keynes' use of 

the IOn;}-period am the short-period with Marshall' s use of these 

tenns. By defining capital am investJnent so broadly, Keynes my 

focus on a particular c:::atpOnent of invest.me.nt at the expense of the 

others. 'Ihis is net a particular drawback if type (1) investment, 

fixed capital, is lll"rler discussion, sinee it terrls to imply type (2), 

if not type (3). &J.t if type (?) invesnLlel1t, workin::J capital or goods 

-Il process, is 1.U'rler discussion, it does net iITply type (1) fixed 

capital invesbnent. 'Ibis is net an idle point am we will see that the 

Treatise's lOOnetaIy cycle is dominated by type (1) invest:ment, as weIl 

as the Treatise's description of the natural rate. Meanwhile, the 

Treati~' s trade cycle is daninated by type (2) invesbœnt. Keynes 

does l'lOt alert the :reader that two distinct adjustment prcx:esses are 

urrler discussion because he does not a~ ta be inpressed by the 

brportance of the distinction. 

Keynes' short-period disequ.ilibriurn and lOnJ-periocl equilibrium 

defined relative te l', l, am S differ fran Marshall's use of the 
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short-period am the lorg-period as prese.nted in the Principles. 

First, it shalld be clear that Keynes is referrirg to the 

disequilibrium or equilibriurn of the macrosystem or at least large 

subsectors an:i their influence on each other. He is not referrirg to 

Marshall's ceteris pariWs isolated micro-units. Second, by 

definition, in the Treatise there is no short-period equilibriurn am 

the short-period disequilibriurn has investment takirg place, with plant 

am. equipnent c:c:rnin;J on line arrl,Ior ootput adjustments. 

Marshall we have CC'I'IW3 to think of the short-pericxi an:l its equilibrium 

as a period in which entrepreneurs, given existinj plant an:i equipnent, 

adjust their outpIt level te the existing or anticipated level of 

l1.ctrJœt dernarrl. Investment that rnay be taking place is IlOt allowed to 

affect short-pericx:l production decisions, which are confined to 

existirg capacity an:! deram. If investment excludes the Treatise's 

type (1), then Marshall' s short-pericx:l adjustments aM his short-pericx:l 

equilibrium would coincide with the Treatise's short-pericx:l 

disequilibrium an:l its lorg-period equilibriurn. Further, if the effect 

of type (1) investIœnt is segregated or ignored, as it is in Keynes' 

discussion of the trade cycle, then again the Treatise' s short-period 

am. lorg-pericx:l distinction corresporrls to Marshall' s short-period an:l 

its equilibriurn. 11 'Ihird, again through Marshall 's analysis we have 

11 carabelli (1988 p.223) writes that in the Treatise "all 
expectations were conoeived as ... short-run expectations" since they are 
detennined "by current results." We have quoted Keynes (1936 p.77 
ft.1) an:l the quote W'a.Ùd show agreeœmt. What is perhaps net made 
clear is that short-nm expectations in the Treatise are detenni.nin;J 
invesbnent decisions which can be, but are net necessarily, sinply 
a.rtp.xt decisions in Marshall' s short-pericx:l sense. It is in the 
Marshallian short-period sense that short-run expectations detennine 
rutpIt an:l enployment in the General 'Iheory, given the level of plant 
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grcMl ac:n1St.aned te the IClnl-period as a period in which we IOOClify the 

ceteris paribls clause am allow finns te adjust their capacity ta 

fully exploit current market am anticipated market developœ.nts within 

the cx>ntext of given technological options. '!he finrs' lOI'lJ-period 

equilibritnn ocx::urs when the adjusbœmt of plant am equipnent is made 

relative te demard corrlitions am net investment CXJI'eS te an ern. 

In Keynes' lOI'lJ-period equil ibritnn , net investment is pennissible 

as lorg as it is balanced agai.nst the same level of net savirgs; am we 

must assune that capacity growth is balanced against growth of deJ\lal'rl. 

wl'lJ-period disequilibriurn is ruled out, se that when type (1) 

investment is cx:x::urrirg am its effects are recognized, the short-

period disequilibriurn of the Treatise correspon:1s te Marshall' s lOn;}-

period disequilibriurn. If net type (1) investment is occurring, 

balanced by net savirgs, then the Treatise's lorg-period equilibritnn 

cliffers fram the static stationary state of Marshallian lOI'lJ-period 

equilibritnn am raises the prospect of steady state growth.12 Keynes 

am equipne.nt in place. wn::J-:run expectations dete.nnine investment 
decisions in plant an:i equipnent [Keynes (1936) W. 46-48] • 'Ihese are 
net clearly clistin;Juished in the Treatise, rut by the tiJœ the Genera! 
'!h~ is written Keynes interprets the Treatise as if they were. He 
writes that: 

..• an expected increase in investment relati vel y te sav:irgs as 
defined in my Treatise on Money [is] •.. a criterion of an 
increase in effective deman:i. Keynes (1936) p.78 my brackets. 

'!he increase in effective demarrl whieb 'twill irrluce" increased 
erp!oyIœnt. am outp.It arises fram an initial desire te increase 
investment in plant am equiprent [Keynes (1936) p. 78] . 

12 oimarrl (1988 W.26-28) intel:prets the equilibrium of the 
Treatise as a #..eady-state grcMth path with the disequilibrium dynamics 
as deviations fran the gravth path. 'Ibis is one possible 
interpretation Il [s] ince investroont is net cx>nstrained te equal 
depreciation" [oirnan:l (1988) p.28 alse see p.36. p.40 p.54 p.95 my 
brackets]. oimarrl (1988 p.29) states that the Treatise does net 
COl1CE:!In itself with outp.lt detennination, sinoe it assumes full 
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writes: 

••. [T]he secular trerrl ••. we have already allawed for in oor 
hypothetical comitions of equilibrium... Keynes (193Qa) p.233 
IllY bracJœts. 

Assume also - if oor camunity is a progressive one - that 
the SUW1Y of lOOney is bein:.J increasErl at the saIne steady rate 
as that of general outpJ.t ..• Keynes (193oa) p. 231. 

A state of disequilibritnn may be said te have been initiated 
by ••• [al chan;Je in the total quantity of IOOney which does not 
corresporrl. te the secular t.rerXl in general econanic activity .•• 
Keynes (193oa) p.232 my bracJœts. 

Even IOOre tellirg of the Treatise's disequilibritnn short-period is the 

followin]' passage with its attached footnote. 

'!here is another generalization which, in passirg, we may note 
- one relatirg te the lenqth of the ecxmanists' 'short 
peric:x:ls.' A 'short pericxi,' it waùd sean, thinks nothin:J of 
livirg lorger than a man. A 'short pericxi' is quite lorg 
enough te include (aro, perhaps te rontrive) the rise an:! the 
fall of the greatness of a nation. Keynes (1930b) p.141. 

Adam Smith did not urrler-estimate the lenJth of short periods. 
'Ninety years' he wrote, 'is time sufficient te reduce any 
COIlillXlity, of which there is no ronopoly, te its natural 
priee.' Keynes (1930b) p.141 fn.3. 

'!he above directs us back te our interpretation of lorq-pericx:l 

stationary-state values in Marshall's Money, credit, am Cormnerce as 

the inplicit equilibritnn values Keynes is now discllssirg. But only if 

net type (1) invesbnent is zero in 'the Treatise's lorq-pericx:l 

errploytœnt persists; rutplt only varies with npast investrrent decisions 
arrl. exogenCA.lS factors" such as pop..llation am resource growth. We will 
see that the Treatise generally reasons within the confines of a 
stable natural rate which irnplies either a stationaty state or the 
perfect steady-state balance between pop.llation growt.h, resourœ 
grcMth, arrl. technical cl1an;Je. OUtplt does vary in the Treatise; it is 
partially the subject of the Treatise's trade-cycle analysis; aT"Xi in 
this oontext, "past investment decisions" do net irnply steady-state 
grcMth. 

141 



-

equilibritnn will it ooincide with Marshal.l's stationary-state lOn;J­

perim equilibrium. 

Keynes is potentially speakirq of an equilibritnn grcMt:h path, 

should the level of savirqs be sufficient te CXJVer net type (1) 

investment. A1:'gUin;J against the view '.:hat net investment is ca::urrirg 

is the general lack of cX)J'lsideration of d'larges in the level of altp.It 

arxi errployment. 'nle latter t:wo are addressed as special cases either 

in the trade-cycle analysis, as distinct fran the m:metary cycle's 

trem price-level theory, or due te d1arqes in the natural rate. 

Viewed fran the perspective of Marshall's Principles, a perspective 

that Keynes suggests \ole take, the Treatise's disequilibritnn analysis 

is lia first step towa.ràs the theory of a novÏn;J system," an:! is a step 

away fran static equilibrium theory. '!he inplied cc:rrparison suggests 

that Keynes is acklressirg the dynamics p~ in the Principles' 

c::x:.mparative static analysis [Keynes (1930b) p.365] .13 At the sarre 

time, Keynes has elevated the analysis ta considerations of the 

macroeconany • 

Interpretirg Keynes' equilibritnn is net an easy task. Keynes 

further does net present his equilibrium as a simple dynamic 

generalization of MarShall's long-period static equilibritnn applicable 

te each finn in the econany. ieynes pennits bath 

... profits of partiOJlar entrepreneurs or particular classes of 
entrepreneurs [te be] ..• positive or negative ••. with the priees 
of particu1ar CUlllolities rising or fallirq. Keynes (193Da) 
p.137 my brackets. 14 

13 Alse see Keynes (1930a p.xvii) • 

14 An analogy with Marshall's representative firm awears te be 
present here, Marshall (1920 pp.264-265 pp.313-314 pp.380-381). 
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'Ihese llllSt be subclasses of investJrent-good entrepreneurs am 

COl'lS\.DtPtion-gcx:xi entrepreneurs am their respective subclasses of 

products, for we have an equilibriurn oorrlition of zero profits am P'= 

P = ~'. A sufficient condition for this is either Q = I-S = 0 am Q2 = 

I-1' = 0 or Q = 0 am Q1 = 1'-S = 0 either iIrplies Q = 1-S = l'-S = Q1 

= 0 arrl rules art: the possibility of Q1 = ~ or -Q1 = Q2 which CO\ùd 

follow fram a s~le zero aggregate-profit oondition or Keynes' 

definition of the natural rate as that value of the market rate where Q 

= 1-S = O. Keynes does net make his equilibrhnn oorxlition clear; he 

speaks at t:ilœs as if zero aggregate profits is sufficient [I<.eynes 

(193Da) W.136-137]. If we adopt Harrod's formulation of the 

:fun::iamental equations, differences in equilibriurn relative priees are 

pennitted, rut Keynes still clearly does net want his equilibriurn te 

contain offsetting sectoral profits [Keynes (1930a) p.136], am the 

sufficient oorrlitions again hold, rulin:j out offsettin;J subsector 

profits. 

'!he differential profit rates arrl the c.l1an;Jin:J relative priees in 

the above quote SUCJJest that Keynes could alsc be oonsiderin:j 

developnents where neither the technologica1 options ner the structure 

of demarrl is constant. Keynes could have in mirrl a secular period in 

which his theories are to be oonsidered. 'Ibis resernbles Marshall's 

secular period where technology arrl tastes are freej fran ceteris 

pari.bJs am alla.lE!d te cl1.anJe. In fact we will see that I<.eynes has a 

rather Schtmpeterian view of technologica1 cllarge. But these secular 

developnents nrust be oonfined, sœewhat arbitrarily, sc that either the 

aggregate priee level of col"lStlllp'tion goods does net cl1an:Je relative te 
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the élC}:Jl:egate priee level of investment gocxis or sectoral offsettirq 

profits do not emerge, if the lorq-period equilibrium is ta be 

maintained. We have in effect Oirrarrl' s steady-state grcMth 

interpretation [Oimarrl (1988) pp. 26-28] . 

'Ihere is a further point worth notirq abaIt the furrlamental 

equations. Keynes tells us their equilibrium in'plies "the factors of 

production are fully enployed" [Keynes (193Qa) p.132]. But even when 

oot of equilibrium, although profits give entrepreneurs incentive ta 

e:xpan1 capacity arrl/or utilize capacity nore intensely, it is the 

priee level which is uroer disaISSion, net the level of outplt or 

erployment. '!he furrlamental equations 1 presented by Keynes as 

ident~ties, have the priee levels on the left-harrl side. He ten::ls ta 

speak of the priee levels as the deperrlent variables, deperrlent on 

c.haJ);Jes in the nominal values on the right-harrl side, the level of 

outplt held constant. Keynes considers char'ges in output am 

enployment, scmetiIœs as asides arrl nore centrally when he considers 

the trade cycle, but their influence on priee levels is not direc:t. 

c:h.an;Jes in outp.,lt arrl e.rrploym:mt work ~ char'ges in noney values, 

for exanple wages, sa that for the ~ of analysis full errployment 

is either maintained or quick1y achi.eved. We will see in the next 

chapter the etP'1asis on price-level cbarxJes leads Keynes ta contri ved 

scenarios when he att:enpts ta explain the trade cycle. 

Keynes does net present us with categories of erployment or 

Ullell'ployment; this further ~izes his disregard for their 

alterations in the processes he lS describirq. He presents instead two 

general categories of inflation arrl deflation, an inc::cme type am a 
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profit type, an.:i the profit type is further subdivided into CXOilliw:xlity 

arrl capital inflation or deflation. '1hese categories corresporxi to the 

right-han:i teJ::ms of the furrlamental equations am are the sole devices 

used to explain the left-harrl side priee leve1s . 

••• [Ilncare inflation (or deflation), corresporrl[s] ta ~es 
in the first tenn of the funjaroontal equation. Keynes (1930a) 
p.141 nrt bracJœts. 

Possible d1anges in W1 = EIO are not considered ta arise fran changes 

in 0, total outplt, or eItilloyment. C'harges in Wlr as mentioned earlier 

either arise spontaneously thrcugh trade-union am collective 

bargaini.n;J activity or are irrluced thrcugh entrepreneurs' atterrpted 

expansion builcli.n:J pressure in the labor market. 

Similarly, Keynes' two forros of profit inflation or deflation are 

introduced as explanatory categories to cover c::han;Jes in the left-harrl 

side priee leve1s due to factors affecting the secorxi tenns of the 

funjaroontal equations • 

.•• [P]rofit inflation (or deflation) is the SUIn of the two 
terms, Q1 am Q2' which we calI cailiolity inflation (or 
deflation) am capital inflation (or deflation) respectively. 
Keynes (193Qa) p.140 nrt bracJœts. 

AlteInations in the total priee level, pu, 

••• are neasured by the SUIiI of the i.nccrre inflation arrl the 
profit inflation; whilst those in P, the p.rrdlasirg IXJWeI" of 
lOOney [coI'lSlmption gcxxl priee leve1], are measured by the sum 
of inc:x:::ate inflation an:i CXJItUto:lity inflation. Keynes (1930a) 
p.140 nrt bracJœts. 

'll1e disa.JSSion c::orrespoms to the secorrl am first funjaroontal 

equations respectively, am makes no mention of a.rt:p.It an:! eItilloyment. 

our third furxlamental equation, (3) or (3a), shows the priee level of 

new investment goods, P', detemined by income arxi capital inflation or 

deflation. 
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-.- Keynes' mission in the Treatise is te eJ(plain chan:jes in his priee 

levels; chan:Jes in Ol.ltp.tt am E!l'I'ployrne.rre are subsidiëuy questions. His 

theories of the IrOnetary cycle am the trade cycle are Wil t a.raJrrl 

price-level cl1an:]es, which the furrlaITental equations in tum explain .ll1 

teJ:ms of profits am incane. Pe.rtlaps it is because priee levels are 

central te Keynes' argument, am net ootp.J.t levels, that when he draws 

his broad definition of capital am investment, he does net distin:.Juish 

the fon:::es at work on the various c::arponents of capital am investment 

brœdly defined. Profits predominate in Keynes' explanation. Profits 

deperd on the detenninants of the savings level, the cost of 

invesbnent, arrl the market value of invest:ment. We tum r'DN to the 

detenninants of these three variables, am the disproportions that may 

develq:> between them. '!he latter disprop::>rtions will lead us into 

Keynes' cyclical theories. 

Invesbnent, the Natural Rate, and Savings 

Already we have seme idea of what will IOOtivate Keynesian 

entrepreneurs over the course of cyclical developnents: a clifferential 

between the natural rate am the market rate am the profits or losses 

that differential rates generate. '!he premise of the rnechanism is 

Wicksellian; in general the persistence of profits leads te continued 

atteIrpted expansion and continued rise in the priee levels umer 

consideration. 'Ihere is sorne parallel ta Marshall's speculative profit 

rnaking in the Treatise's analysis of business cycles, but as we have 

seen, Keynes firds Marshall's enp,agis on speculative investment 

i.nc::œplete. In Keynes' general diSOlSSion of investlœnt it is clearly 

a prOOlem of capacity investrrent decisions am expected lorq-period 
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eoonanic develcpnent for Keynesian entrepreneurs when they consider 

reoontractin;J with all inputs am expan:i or contract capacity. 

'!he attracti veness of invesbœnt deperrls on the prospective 
incane whid1 the entrepreneur anticipates fran current 
investment relatively ta the rate of interest which he bas te 
pay in arder to be able te finance productioni or, plttin;J it 
the ether way rcA.U'rl, the value of capital goods depe.rds on the 
rate of interest at which prospective inccme fran them is 
capitalized. Keynes (193Da) W.138-139. 

capitalization or discoontirq is nonnally associated with fixed capital 

or inventories, not with goods in processi it is the first two which 

persist aver time. In Vol.II of the Treatise, Keynes links the market 

rate te fixed capital investment [Keynes (1930b) p.86] an:! only 

irrlirectly connects workin:J capital te the market rate though the 

market rate's effect on fixed capital [Keynes (1930b) p.91]. In Vol.l 

he questions the linkage between liquid capital investment an:l the 

market rate, particular1y in his criticisrn of Hawtry's trade cycle, a 

theme taJœn up again in Vol.Il [Keynes (1930a) W.173-175, (1930b) 

W.117-118]. As we proceed it will becane clear that generally Keynes 

has fixed capital in mird when he speaks of investrnent in his nonetary 

cycle, arrl unless explicitly stated we will adopt this convention \Yhen 

speak:in;J of investIner!t in general. WorkID;J capital will daninate in 

his theory of the trade cycle. '!he ''value'' of a capital good is \Yhat 

later in the General 'lheonr Keynes will calI tr.e "dernarrl priee of the 

investment" [Keynes (1936) p.137]. '!he lower (higher) the market rate 

of interest the lOOre (less) attractive investment projects becare, or 

stated alternately, the higher (lCMer) their demarrl priee. What is net 

clear is hCM the concept of the value of capital goods relates to 

either the market priee of new inve:stroont goods, P', or the cast of 
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productioo of new investment goods, l'. Keynes is presumi~ a nearly 

fixed. SUWly of new investIrent goods, C, an::l equates an increase in 

their demarrl priee with an in....-rease in their market priee, P'. '!he 

effect then of a decrease in the market rate Of! the furdamental 

EqUations is to alter the priee of new investrrent goods, P', am 

possibly their quantity, C~ 50 that the market value of new iIwestment 

gcxxls, l = PiC, increases in the secom :furrlaIœntal equation. We shall 

see that the increase in l is relative to the savings level, S, am 

drives up the total priee level, Pli, due to the secom term in the 

secorrl furdamental equation. 'Ihis is an initial effect arrl its full 

ramifications nust wait for the particulars of Keynes' varicus cyclical 

scenarios. 

'!he interest rate is one factor detenrù.nirq the de.rnarxi priee of new 

investIœmt gcxxls; a secom factor is the "prospective i.nccme" or 

prospective-incame stream that entrepreneurs expect te receive fram an 

expansion of plant am equipnent. Cl'lanJes in this factor, that is, 

cllanges in expected profitability at a given market interest rate, are 

particularly inp::>rtant when Keynes considers an explanation for the 

trade cycle, in spite of the latter's output adjUS't:Ioont focus. Keynes 

presents sare exant>les of factors deteIminin;J prospective incane am 

entrepreneurial expectations: 

••• for exarrple, a new technical disa:wery, such as steam or 
electricity or the internal-canbustion ~ine, or a shortage of 
heuses due te grcMt:h of p:>pUlation, or rore settled. corditions 
in a cx:mrt:ry where previcusly the risks of nonnal developrent 
had been excessive ... Keynes (1930a) p.254. 

Keynes quot.es a passage fram Mitchell 's (1927) rusiness Cycles that 

para~ Schunpeter' s views on entrepreneurial innovation which 
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irx:11.Xie the above tedmological aclvarx::eS plus "new markets," "new 

resc::urces, Il an::l "shiftinJ trade :routes" [Keynes (1930b) W. 85-86] • 

Wit:.hoot a CCIIpel1Séltin;] cl1.arge in a cœv:mmity's savirgs behavior these 

alterations in pTOSpeCtiv\:.' profitability require a charge in the market 

rate te brin;l the 1!'drket value of new investrnent gocx:)s into line with 

the level of sav.in:;Js; that is, these alteratims require a change in 

the value of the market rate that is the natural rate. "[A] ch.an;Je in 

the attractiveness of investment" alters the value of the natural rate 

[Reynes (1930a) p.232]. 

'!he ether detenninant of the natural rate is the rate of savings 

[Reynes (1930a) p.232]. 

'lbe rate of savin:Js •.• is stimulated by a high rate of interest 
am disccmaged by a low rate. Reynes (1930a) p.139. 

In the case of savirgs, the effect of a change in the interest 
rate is direct arrl primary am needs no special explanation, 
though the anount of the effect may often be quantitatively 
small in practice ... Keynes (1930a) p.1S0. 

For the Keynesian iniividual the rate of savings is sensitive to the 

interest rate, but net highly. 'k'eynes also speaks of "the division of 

i.ncane between savings am experrliture on c::ol1Sl1ITptiontl [Keynes (1930a) 

p.123] arrl: 

When a man is deciding what proportion of his lTOney incorre te 
save, he is choosinJ between constIITption arrl the C7NI1erShip of 
wealth. Keynes (1930a) p.127. 

Keynes is close te articulating a relationship between naninal inc:c:ane 

anj ncminal savings, an:} therefore between chancJes in naninal incarne 

anj changes in naninal savings, but the pronouncement does net 

materialize. 15 When Keynes cornes to discuss the effects of changes in 

15 Aise see Keynes (1930a W.154-155) • 
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the market rate, partio..ù.arly its deviations fran the natural rate, he 

focuses primarily, if not exclusively, :ln its eff~ on the market 

value arrl the cost of investment goods, l am l' respectively. With an 

i.ncrease in prospective profits, the higher natural rate requi.res a 

higher 1eve1 of savÎ.rYJS te restore equi1ibriurn between l am S; that 

is, ex post savirqs rise ta eliminate the excess profits. Keynes 

states: 

When the increased inve.sbœnt represents an increase of 
\tIOr~ capital, the act of savÎlYJ is required •.. imœdiate1y. 
art when there is a ~eover in the character of product.ion 
which will lead later on ta an increased ootplt of fixed 
capit::ù, the additional savi.rq is only needed when the process 
of production is finished. Keynes (1930a) p.251. 

Presurnably, though Keynes does not state it, the higher savin;Js level 

will ccme as a consequence of the higher costs of production or 

earnirqs; that is, naninal savin;Js rises wi th naninal inc::aœ. Sc that 

given our earlier discussion of Keynes' equililiriurn corrlitions, net 

only l equals S, but l equals l' arxl l' equals S am all three priee 

levels have no terrlency ta change. 

art Keynes does net specify the incane/savirxJs relationship. He 

states: 

rrhe rusiness of savirxJ is essentially a steady process. If 
there are disturbances in the econanic world, these by 
affectirq prosperi ty may react on the rate of savirg. Keynes 
(193Qa) p.251. 

later he writes that the slurrp of 1930 bas "encouraged savirq" arrl 

"probably increased savirxJ" [Keynes (1930b) p.176]. '!he first quote 

implies that Keynes in the Treatise sees savi.rqs, as Marshall (lQ20) 

did, as grcMin;J over s.ecular periods with secular incane growth. rrhe 

secam quote has savings am :i.nc::oIœ irversely related over short-period 

150 



( 

crises; that is, the marginal propensity ta save rises with a fall in 

incane. Generally in his adjustment process he focuses his attention, 

if he ronsiders the flow of savirgs at all, on the relationship 

between intel:est rates am savirgs flow. 

'!he arove list of factors affecting investment prospects 

represents changes in corrlitions of supply, technology, arxi the extent 

of the market; it parallels wicksell's discussion of the deterrninants 

of the natural rate, as well as Marshall's discussion of secular 

developnents arxi their effects on the prospective profitability of 

investment. Olanges in teclmology am supply alter the value of the 

market rate which is alse the natural rate; urrler this interpretation, 

cl1.an.:Jes in the natural rate are effectively changes in e.ntrepreneurial 

lOn;}-pericx:l expect.ations given an initial lOn;}-period equilibrium. An 

alteration in the natural rate signaIs a c.harqe in the technolcgical 

envirornnent, market extension, am supply conditions in which 10119'­

period investment decisions are made. Keynes' analysis implies that 

the state of technology and the level of market saturation defines a 

lOCllœmt in the Iilase of a technological epoch, am insofar as they can 

be known, they supply an objective basis for entrepreneurial investment 

expectations . wn;}-period investment expectations and a somewhat 

interest-elastic suppl Y of savirgs define the context in which other 

factors wor1d.nJ through the furrlamenb::l equations operate. Given a 

state of long-period investment expectations, a natural rate emerges 

when savings behavior is introduced; the setting at this intennediate 

stage in the Treatise is essentially a loanable-furrls m:xiel of the 

interest rate. Bringi.n3 to lll.im the criticism that Keynes presents of 
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the loanable-furxls theory in the General 'lheoty [Keynes (1936) pp.178-

185] it is interesting te note that neither real i.ncane, output nor 

enployment is made a central detenninant of either investJœnt or 

saVln:Js at Ws stage. We shaH see that in the Treatise' s rnonetary 

cycle Keynes teros inplicitly to assume a full-eJ'!1?loyment level of 

saVln:JS am that, like Wicksell, attenptErl expansion proceeds frcm full 

enployment with a fixed level of real savirgs. 

But Keynes introduces a secom set of factors affecting' investrnent 

broadly defined; they are ilnportant in his trade-cycle analysis. 

Entrepreneurial expectations are al tp-red through 

••• a capital inflation [1-1'>0] due to psychological causes, or 
a reaction stimulated by cheap IOClney from a previous perim of 
urrler-invesbnent, Le. a previous slurnp. Keynes (1930a) p.254 
my brackets. 

Keynes suros up the psychological causes urrler lia return to 'business 

confidence'" [Keynes (1930a) p. 271] . 'lbe reference to shnnp 

corrlitions, which will also characterize the trade cycle, suggests a 

different sense of the natural rate than the full-employment one just 

outlined. Keynes in his trade-cycle analysis will narrow his focus te 

type (2) investrnent, goc:xis in process, in a less-than-full ernployrrent 

environment. But he will not clearly distinguish between the lorq­

period fixed capital expectational cl'lémJes as described earlier am 

alterations in the level of output due to cl1ames in business 

confidence; nor will he clearly analyzes their interaction. Perhaps 

lOOre importantly, he att.errpts te apply a full-errployment savirqs 

analysis to a less-than-full ernployrnent situation. 

securities. Financial 1rwestrnent. and Bankinq 

'!he Treatise's discussion of entrepreneurial invesbnent, savirqs, 
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ard the market rate ta.1œs us into the security market via a canponent 

of the savirx.Js decision. Keynes introduces the security market by 

notirg that after the consumer's decision between current cXlI'lsumption 

experrliture ard savirgs, savin;Js requires another decision. 'lhe secam 

decision cx::mcems in what fom te hold savirqs or inc::::reIœnts to wealth. 

In the Treatise, wealth in general, ard of course i.ncrements to it, 

can be held either 1) "in the fom of rroney (or the liquid equivalent 

of rroney) ," "bank deposits," "saVllgs deposits," "inactive deposits," 

am "hoards" or 2) "securities" an:! "in ether fonns of loan or real 

capital" [Keynes (1930a) pp.xxv-xxvi p.127]. Keynes settles on the 

tenns 'savirqs deposits' versus 'securities' to describe the storage 

facilities for l:x>th the flows of savings per period am the stock of 

aocumulated savings or weal th. In ms 1932 "Prefaces te Foreign 

Editions" he proposes the t.enrs 'inactive deposits' or 'hoaràs' to 

replace 'savirgs deposits' in distirguishirg between 'liquid' am 'non­

liquid assets' [Keynes (1930a) W.XXV-XXVI]. In the original ~lish 

edition, liquid as....c:ets are called 'savirgs deposits.' '!he relevant 

points are 00. 'lhe analysis of liquid am non-liquid assets proceeds 

as if whatever is in a category can be considered synonyrrous or as if 

they at least in:lex each other. '!he categories are therefore 

inclusive, sc that real capital is treated like securities while hoaràs 

of cash or bank notes used as savings are treated like savings 

deposits. Am inp:>rtantly, Keynes speaks as if liquid assets remain in 

the bankin:3 system or at least are available for le.rxiirg. Hoarding is 

net consideredi safety deposit boxes or mattresses stuffed with bank 

notes, gold coins or bullion are not considered. '!he decision for the 
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I<'eynesian saver is between savi.n;Js deposits am securities, am if the 

fonner is dlosen the savin:;Js deposits remain with lerrlirY;J institutions, 

usually the banJdng system. 

Hoardi.rg is not possible in the Treatise because Keynes has assumed 

away everythin;J but state-rese.rve n-anaged bank deposits [Keynes (1930a) 

W.6-8 p.27]. Keynes a.rt.li.nes three foms of lTOney: cc:moodity, fiat, 

an:! managed. 

CœIoodity IIOney arrl managed IOOney are alike in that they are 
related to an à>jective starrlard of value. Managed lTOney am 
fiat lOOney are alike in that they are representative or paper 
IIOney, having little or no intrinsic value apart fran the law 
or practice of the state ..•• the theory whidl will be developed 
in the follow'irq chapters is expressed wi th prilnary reference 
to a managed lOOney ••. Keynes (1930a) W.7-8. 

'!he Gold st.ardard Act. of 1925 introduced "an cbjective stardard of 

value" by "law ••. of the state" [Keynes (1930a) p. 7). As a final 

sint>lification, managed 100ney bec:x::InYas managed bank. deposits, so for the 

sake of discussion 

••• all the current 100ney in the hards of the public is nernber 
ban]{ lOOney. Le. bank deposits. Keynes (193Qa) p.27. 

AlI payrrents are made by dleck drawn on the accounts of inii viduals. 

Keynes, liJœ Wicksell, is work.in:J with a p.rre credit econany tied te an 

international gold st:armrd. At times Keynes spedKS of ether forms of 

financial arrangements, particularly within security markets, rut he 

leaves the details of these ~erœnts vague [Keynes (193Qa) p.225 

for exanple]. 

'!he saver' s decision of what fonn that savirqs flows an:! the stock 

of accunrulated wealth will take depenjs on the degree of "bearishness" 

or "bullishness of the p..tblic" [Keynes (1930a) p.128]. 

A 'bear' ... is one who prefers at the nanent te avoid 
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securities am lem. cash, arrl oorrespon:ll.n:jly a 'bull' is one 
who pre fers ta hold secm-ities am borrow cash - the fonner 
anticipati.n;J that securities will fall in cash value am the 
latter that they will rise. Keynes (193Da) p.;!24. 

Bears lem to Wlls t:l'lrou]h the banki.rg system. Bears can be made 

t:ullish by a sufficient drcp in the priee of securities am bulls can 

be made bearish by a sufficient rise in the priee of securities [Keynes 

(193Da) W.225-226]. Security priees that are thcught te have bottaned 

rut or tqp:rl out lead ta the transfonnation of sentiments. '!he priees 

of new investments, real or financial, follow the priee level of 

securities, while the priee level of the securities chan:Jes with 

novements in c::arposition of the stock of wealth. When discussing the 

entrepreneur's real investment decision, given the natural rate or the 

state of lOn:J-period expectation am savi.rgs behavior, the priees of 

nelotl real invesbnent goods weJ:Y3 relatai inversely to the market rate of 

interest. What link ties together the bullish (bearish) sent:iJœnts, 

the rise (fall) in the priee of investments, am the fall (rise) in the 

market rate? 

If we take the market rate of interest as the "tenns of lerrling" of 

the bank:irx1 system, then the priee of investment gcoWs (reaI arrl 

financial, new am old) deperrls on the ba:nkirg systern's reaction ta 

events in the securities narket [Keynes (193Da) W. 225-228] • What 

ignites or dan1;lens the security markets is net made clear until the 

cyclical theories are acikessed; we are here enteri.rg the story in 

progresse Keynes asks us te imagine the total depJSits of the bank:irx1 

system, given its reser:ve creati.rg assets, divided between tirne am 

demarxi deposits or, state alterna.tely, between saviB;Js am c::urrent 

deposits. rsraoo deposits consist of incane deposits held by 
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hooseholds am part of blsiness deposits: bcTh are used to circulate 

essentiallY currently prcduced goods am services between consumers am 

businesses am between businesses am businesses. Savi.nJs deposits, 

alorg with a secam part of business demarrl deposits, are. used ta 

circulate securities am te be held as liquid \tJealth. 'ltle bears 

tlu:'algh the bankirY;J system len:l their savirgs deposi ts 50 that the 

l:W.ls can take a position in securities, while the bears maintain a 

liquid position. '!he two uses of depcsits Keynes calls , Wustrial' 

and 'financial' circulation [Keynes (1930a) pp.217-224]. 

Keynes' analysis is a variation on the theory of loanable fun:ls 

leadin;;J toward the theory of liquidity preference. 'lbe loanable fun:ls 

theory is usually presented as the flews of the savi.rçs supply against 

the flCM of investment-fw"rlg dE!ITlëlJ'rl, bath flCMS measured in naninal 

values per unit of tirne. Keynes wants ta brirg the existin;J stocks of 

securities arrl savirgs into the analysis by the introduction of bearish 

arrl l.:>ullish sentiments toward aca.nnul.ated savirgs. In fact he 

proceeds as if net savirgs are zero am we are 100 te fc:x:us onl y on the 

stock adjustment. 'Ibis is a consequence of his fixed ba.nkin3' assets 

assunption, web in tum follows fran his interest-ine1astic savirgs 

behavior and his neg1ect of naninal savirgs' deperrlence on naninal 

incx::ma. It is here where Keynes begins ta part carrpany with Wicksell. 

Wicksell, we saw, clearly shows the depen:lence of nan:inal savin;Js on 

naninal incane. 

Keynes presents "four possible" canbinations of bear-l:W.1 

positionirg in "speculative" markets. M3 stards for savirçs dE.lposits 

in the follaNirg quete. 
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(i) 

security 
fallirg, 
market. 

A 'l::W.l' market with a CXX'lSeJ'lSUS q:>inion, Le. 
priees risirg tut insufficiently se that M~ is 
am 'bears' are closinj their positions on a r1sirg 

(ii) A 'l:W.l' market with a division of q:>inion, Le. 
security priees risirg m:>re than sufficiently se that M3 is 
risirg, am 'bears' are increasirg their positions on a risirg 
market. 

(iii) A 'bear' market with a division of q:>inion, Le. 
security priees fallirg lOOre than sufficiently se that M3 is 
fallirg, am 'bears' are closi.n1 their positions on a fa1lirg 
market. 

(iv) A 'bear' market with a consensus of q:>inion, Le. 
security priees fallirg insufficiently se that M3 is rising, 
am 'bears' are iœreasirg their positions on a fallirg market. 
Keynes (193Qa) p.226. 

A "consensus of q:>inion" iIrplies unifoIll'l investor sentiments se that in 

a l:W.l market security priees are ~ te continue to rise arrl in a 

bear market security priees are ~ te continue to fall: in 

neither market WOlld the ~ite priee l'OCJVement be anticipated or the 

c:gxJSite position be develop~. on the ether harrl lia division of 

opinion" irrplies that the alternative position is developinj in spite 

of the continue:i rise or fa1l in security priees: there is an 

expectation that the tq> or the bottan of the market is at han::i. 

In the speculative market of type (i) we firrl bears running down 

their saVl.nJs deposits or inactive deposits te enter into the 

securities market., t.aJd.n;J positions on a risirg market. Keynes claims 

of b1siness deposits required for financial circulation that 

•.. as a result of the great developrent of deviees for 
econanizllg the use of cash by stock exd1an:Je clearirgs arrl the 
like - that the ahsolute anamt of the variation in the vohme 
of noney 50 enploye:i cannot ordinarily be very great. Keynes 
(193Qa) p.223 . 

... am alse that on account of their [deposits for financial 
circulation] very high velocity of circulation any necessary 
increase in them is SUWlie:i without nuch effect on the SUWly 
of noney for ether IAJrPOSeS ••• Keynes (193Qa) p.229. 
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- Once the erstwhile bears use their savi.n:Js deposi ts te enter into the 

market, their b.Iyirg am sel1in:J activities can he sustained with a 

lower level of ~iness deposits t:han their initial saV:lnJs deposits 

that were used te enter the market. Presumably the now-excess deposits 

retum to the banki.rv;J system, te be used for ether ~ than 

financial speculation. In effect given the quickness of financial 

transaction cleari..rg, its high velocity of circulation, it is as if the 

d.e{xJsits never left the bankin:.J system, b.lt are transformed fran 

savi..rgs to deman:l deposits. Keynes asserts that given "the total 

assets of the banks," 

••. speculations of type (i) .•• have the same effect on irxlust,·· 
as an increase in the SUWly of rroney ..• Keynes (193Qa) p.226. 

With financial circulation ~ care of itself, this leaves lI'OI'e 

f'un3s available for irrlustrial circulation an:i to a reduction in the 

market rate. '!he shift fran inactive savi..rgs deposits te active dernarrl 

deposits with fixed assets or reserves leads te a lowered market rate. 

We will examine this lI'Ore closely in a IOCItel1t. Keynes concludes tnat 

with a speculation of type (i) occurrirg, the warket priee of new real 

investIœnt goods will be j ~ fran the canbined effect of bath a 

risi..rg stock market - presumably attracti..rg new issues for new real 

inv~t:ment - am lor.vered tenns of lerrl.inJ raisin;J the dernan:l priee of 

new investments. A type (iv) market, a consensus bear market, would 

"have the saIœ effect as a decrease in the SUW1y of lI'Oney": it WCAlld 

increase the t.eIns of lerdirg an:i disc::alrage new investment [Keynes 

(193Qa) p.226]. 

Ta clarify what Keynes is sayirq here, we can introduce a loaned-up 

demarrl deposit nultiplier: 
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D = EV(r + r't). 

Where D represents de.rnarrl deposits 1 R the banJd.rg system' s reserves or 

assets, r the resezve requirements on dernarxi deposits, r' the reserve 

requirements on tbre or savings deposits, am t the ratio of savirgs 

deposits ta dernarrl ~its. Keynes elsewhere ~lains that the then­

current En]lish banJd.rg oonvention maintained the sarre reserve ratio on 

time an::l de:rnarxl deposits [Keynes (1930b) p.ll]. Un:ler the English 

convention r = r', sa the nultiplier can be rewritten as 

D = EV(l + t)r. 

A dec:rease in t with a fall in bearish sentiments raises potential 

demarrl deposit creation with a fixed R am a loaned-up bankirg system. 

'Ibis is rather mechanical arrl we might ask what is occurring or is 

t:an;Jible ta lead bankers ta alter their terms of len:iing. 

Keynes states that 

•.• all banks use their resaves up ta the hilt ••. they seldan or 
never maintain idle reserves in excess of what is their 
conventional or legal proportion •.•. Indeed, why should they, sa 
lo~ as a perfectly liquid asset can be p.1I"Chased which yields 
a rate of interest? Keynes (1930b) p.47. 

'lbe shift fran savirgs ta demarrl deposits arrl the latter/s high 

veloc:ity of circulation show up as favorable clearirqs on inte:tbank 

check am deposit excllanJes. Favorable clearirgs a~ as idle 

reserves arxl the bank decision is "in what fonTIS they will leni" them, 

"net how roch" of them ta lerx:l [Keynes (1930b) p.59]. 

Broadly there are three categories ta choose fran - {il bills 
of exc:han:Je arxl calI lœns ta the noney market, (ii) 
invest:Jœnts [securities], (iii) advances ta custaners. Keynes 
(1930b) p.59 my bracJœts. 

'lbe de:;Jree of liquidity of these instruments runs fran (i) ta (iii), 

fran noI'e liquid ta less liquid. 
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Keynes' disolSSion of banks' loan portfolios su:J9ests that he sees 

them as either cnmterbalancin:J speculative am cyclical activity or 

feedirg it. 

When ••• they [banks] feel that a speculative IrDVerrent or a trade 
boan may be reach:inJ a ~e:ro.lS ~, they scrutinise nnre 
critically the security beh.i.OO their less liquid assets am try 
to oove ••• into <:.t IOOre liquid position. When ••• deJllal"rls increase 
for advances fran their trade Cl.lStatv:!rs of a kirrl which banks 
deem to be legitimate am desirable, they do their best ta neet 
these deman:is by reduc~ their :iJwestments ard, perhaps, their 
bills~ whilst, if the deman:l for advances is fallin;} off, they 
enploy the resrurces thus released by again inm?asirg their 
investments. Keynes (1930b) W.59-60. 

'n1e first sentence in the above quote rese.rrbles Marshall' s description 

of the behavior of lerrlers. 

'!hase whase business it is ta lem lOOney are éU'OOl)J the first ta 
read the signs of the time; arx:l they begin te think about 
contract~ their loans. Marshall (1923) p.250. 

If we think of the banks as "those whase blsiness it is ta lem, Il it 

a~ as if banks could grow generally bearish am through lack of 

confidence in borrc:MerS refuse ta lem at all in the ext:reme 1 or remain 

in a lOOre liquid fom until lerrling in other fontS is "legitilnate am 

desirable." 'Ibis suggests banking as a counterbalance ta security-

market sentiments, if actions taJœn by the banking system cx:nld be 

properly timed. Keynes' asst1ITpt.ion of an always fully lent banking 

system does net deny it co.l1.d anticipate a general lack of confidence: 

even if there is always Bane instnlment that the banks feel is safe am 

liquid, gove.rrunent paper for exanple, b:mks growinJ bearish could 

refuse ether fontIS of lenc:li.n:;J. Al te:rnately , banks co.l1.d grc7tI b.ùlish 

or bearish with general financial market sentiment; that is, they could 

be swept ale'n:J wi th the tide. 

It i5 net clear in either Marshall or Keynes fran where the banking 
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system YJalld derive its foresight te act camter-cyclically. wicksell 

sugg'ested usi.rg the market rate to stiIm.ùate or retard att.enpted 

expansion, usi.rg changes in the priee level as a guide to bank-rate 

policy. Keynes in the Treatise is an advocate of a banking system that 

rises above the security market's speculative fraYe He is concerned 

with stock market speculation only in 50 far as it disrupts the 

maintenance of the market .rate at the leve1 of the natural rate and 

therefore the equality of the level of invesbnent in real capacity with 

the leve' of saVl.nJs. '!he market rate is te be pegged, if necessary, 

to maintain this equality, while adjustirg the supply of liquidity 

through open-market operations to counteract the effects of bullish or 

bearish financial sentirrents on bankirg/s lerrling ability for 

irdustrial purposes [Keynes (1930a) W.226-230, (1930b) pp. 309-315]. 

Urrler existing cami tions in bearish periods, for exanple, am since 

n[a]ny given financial loan is probably rrore liquid than any given 

irdustrial loan," as bank lerrling is cu.r.tailed it will be biased away 

fran irrlustrial circulation, interfering with the appropriate level of 

invest.Iœnt relative to the growing level of savings [Keynes (1930b) 

p.311]. In bullish periods, bank lerrlinj will be biased toward 

industrial len::l.inJ am will add to the growing difference between 

invest.Iœnt am savin:js, as savings are fallin:j. 

We can begin to see what bearirq Keynes' discussion of securi ty­

market speculation has on his furrlamental equations am the analysis of 

deflationary am inflationary price-level cl1an;Jes. '!he market priee of 

invest.Iœnt goods, P', are thought to follC1N the bear am bull market 

developœnts [Keynes (1930a) pp.127-128 pp.226-230]. P' rises on a 
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Ml market, while the flow of sav:in3s out of the equilibriurn level of 

savÏD3S deposits grows with tllilishness am falls with bearishness. A 

type Ci) market, a consensus of bulls, increases "the SUWly of rroney 

for irrlustrial ciro..ù.ation" am allows "increased invesbnent" thra.lgh a 

lower market rate am "increase[s] the attractiveness of investrrent" 

thraJ.gh a risin:;J securities market [Keynes (193Qa) p.226 my brac1œts]. 

Increases in P' am potentially C, the leve! of investment goods, 

increases l = P' C, the market value of invest:ment relative to a 

slightly fallin:;J S, the ftùl-employroont income flCM of savirqs. Type 

(iv) markets, with their consensus of bears, set up the ~ite 

developnent; the market value of investrrent goods falls relative to a 

slightly risirq S with a higher market rate Md less-attractive 

investment envirornnent since security priees are falling. 

Type (ii) narkets, division of opinion bull market, ~en::ler 

simultaneously q:posite investrrent ten::lencies; risirq security priees 

am the in"plied fall in the market rate due te the security priee rise 

ma1œ investment an interestirq consideration, while an increase in the 

market rate impliErl by the ernergi.rg bear position lowers the demarrl 

priee of invest:Iœnt. With type (iii) markets, division of opinion bear 

markets, we again have simultaneously q:posite investIrent terrlencies in 

a lowered security priee level with rising interest rates due to the 

bearishness arrl a 1aNe.red market rate due te the errergirq b.ùlishness. 

Both type (ii) am type (iii) markets lead te an irrletenninacy in the 

interest rate arrl the rate of investment. 16 

16 In a type (iii) market we can think of the ernergin:J l::W.lishness 
generating an excess suppl y of IlDney am the bear market as presenti.n;J 
an excess SUW1y of borrls (securities). 'Ibis is a scenario that 
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A priori, the net relationship between the market value of 

investment goods am savIDJs carmot be k:rtcJwn in type (ii) am type 

(Hi) markets due te the owosirg terrlencies on i.twest:ment. 'lhere is, 

thc::RJgh, a tendency te upset a given equilibrium of zero profits, Q = 1-

S = 0 or 02 = 1-1' = 0, sinee l = P' C. WorJd.rg thrcA.1gh the secom 

furrlamental equation we see an inflation or deflation of the overall 

priee level, P" , as I>S or S> l, am thrcA.1gh our third equation 

inflationary or deflationary trems in the market priee of investInents 

goods, P', as 1<1' or l'<I. '!he priee level of co~ion goods, P, 

varies too with the bearish arrl bullish sentimants, rais~ am 

loweril"g S relative l'. Initially with constant costs \.vages, nonopoly 

rents, an:i entrepreneurial income) l' is fixed, but savi.n;r-; rise in a 

bear nBrket, generat~ deflation in P, arrl savin:Js fall in a bull 

market, generatin;J inflation in P. 

Keynes brin:.:Js hi..:; discussion of the security market te the 

conclusion 

Patinkin (1958 W.310-312) states "clearly deIOOnstrates its (liquidity 
preference's] inplausibility" (rny brackets]. 

For it is diffia.ù.t te urxlerstan:l why an excess SUWly of rroney 
shoold clri ve up the priee of borrls even when there exists an 
excess SUWly of the latter. Patinkin (1958) p.311. 

'!he liquidity preference theolY of the interest rate is presented te 
inply that an excess SUW1Y of lOOney lCMerS the interest rate arrl an 
excess de.rnand raises the interest rate. If we may interpret the 
diSOJSSion in the Treatise of blùl arrl bear markets as emJ:.xxly~ the 
essentials of the General 'lheory' s liquidity preference theory, arrl, 
for exaIt'ple, Shackle (1967 p.174 W.207-215) sug;Jests we can, then it 
a~ that Patinkin's "inplausibility" is Keynes' irrletenninance. In 
effect, type (Hi) markets, arrl type (ii) for that matter, are arguing 
that the liquidity preference schedule is shift~ in the same 
direction as the effective lOOney supply. '!he latter refers to a 
relabelin:J of the horizontal axis of the traditional liquidity 
preference diagram as the sum of the SUW1Y of demarrl an:i t:i.Iœ 
deposits. 
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• • • that d'larges in the financial situation are capable of 
causirq chan:Jes in the value of l1Dney in t:wo ways. '!bey have 
the effect of alterirq the quantity of JOOOOy available for the 
imustrial circulation: am they may have the effect of 
alterin;J the attractiveness of invest:ment. Keynes (193oa) 
p.227. 

Neither the flC1N of new issue nor the flC1N of new savin:Js are thought 

by Keynes te have nuch or any influence on speculation. 80th rnay be 

affected am our diSaJSSion has pointed to the effect of buoyant 

security priees on new investrrent, presumably through their effect on 

the desire to raise invest:m::nt furrls. similarly we have IreI1tioned the 

low interEst elasticity of savl.I1gs: these are new savinJs flows. 

Financial market developœnts actffiJ on the stock of existinJ savirgs 

deposits am the stock of securities swanp the developœnts in their 

net flows. Portfolio adjustments between saVl.n:Js deposits arrl 

securities driven by speculative markets daninate the net flows of 

savings an:l invesbœnt. 

one of Keynes' contentions in the Treatise is the l"l€OO for central 

bank intervention, particu1.arly when irrletenninacy arises due to type 

(ii) am type (iii) markets. '!be œntral bank is to peg the market 

rate at the natural rate through open-market operations, although at 

times it may be "beyorxi the wits of nan" to detennine the awropriate 

market rate [Keynes (1930a) p.227). <:pen-market operations are to 

SUWly the deposits for the bear position, to rnaintain lC1N tenus ,":,r 

lerrlin;J for irrlustrial circulation arrl avoid deflationary periods arrl 

their ac:x::c:lTpallYinj decreases in outpJt am erployllent. Similarly in 

inflationary periods, or irnperrlirg inflationaty periods, open-market 

operations should he used to soak up the idle reserves arrl rnaintain the 

ten1s of l~ at the noninflationary natural rate. '!he central 
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bank/s oonoem is ta maintain the value of new investments equal te the 

f1010t1 of net savirgs, so that l = l' = S, am P', P, am pt, are stable 

[Keynes (1930a) p.230]. 'lbe p.n:-pose of open-market opt:!réltions is net 

te be IOOtivated by a concern OlIer the priee of securities or financial 

speculation per se, rut is te be notivated by a ooncern te maintain the 

market rate at the value of the natural rate, maintaining investment at 

its "natura1" leveL 

Conclusion 

'Ibis is the first of two chapters on the Treatisei we have used it 

as an introduction te its theoretical am institutional framework. We 

again see the ilTportanc:e attached te the quanti ty theory as an 

oganizatio"lal principle. '!he fumamental equations were desiqned te 

revea1 wirrlfal1 profits am losses. In the next chapter we will 

analyze ir. detail the causal mechanism of ch.arv;Je initiated by the 

existence of profits anj lossesi this mechanism bas been presented as 

1yinj beJù.nj the quantity theo~'s proportionality between the pr1ee 

1eve1 am the noney SUWly. 

rur discussion of nornal entrepreneurial incane in Keynes' 

definition of ~, as di.stinct fran any part of wirrlfal1 profits 

am 105Se3, 1ed te the conclusion that the Treatise's zero-profit 

equilibrium oorrlition is in keepirq with a stationary-state or steady­

state lorg-period equilibriurn. Priees are equal te their CX>St of 

production in an ecxmcrny that paralle1s that of Marshall. We further 

saw the prct>lerlS tlJat this view 100 ta in the Treatise's description of 

savirqs, investment, an:i the natural rate, all defined relative te a 

lorç-period equilibriurn at f-ull enployIOOrIt. We suggested that this, 
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in conj\ll'X:tion with Keynes' broad definition of capital am investment, 

will create prcblems when Keynes canes ta describe trade cycles while 

usirg the mechanism, essentially a priee nechanism, develC{)ed in the 

lorg-period context of the quantity theoI}'. 

We finally intrcxluced the Treatise's description of financial 

markets. '!he l::ull ard bear positionirg led Keynes 'co devel~ a new 

raIe for the interest rate as a mediatar between l~ activity arrl 

security-marJœt activity. '!he traditional flews of the loanable furrls 

model have been augmented ta inciude stock adjust:ments. 'Ibis bas Ied 

Keynes, particularly in the type (ii) arrl type (iii) Wetenninant 

markets, ta advocate central bank intervention to IlBintain lernirg at 

the natural rate ta insure the full-employment level of investment. 

We now tum to the Tn>..atise' s disa.ISSion of nonetary cycles, or 

trerrl price-Ievel m:wernents, arrl its discussion of trade cycles, to 

assess the integration an:i awlicability of the theoI}' we have 

developed in this chapter. 
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Olapter Four 

A Treatise on Money: Monetary Cycles, Trade Cycles, 
am the Stability of the Natural Rate 

We now have the apparatus at harrl to view Keynes' IOOnetary cycle 

am trade cycle. Broadly speaking am in the context of a closed 

ecx>ncmy, a context that Keynes does not generally assume, monetary 

cycles are initiated by 1) alterations in the quantity of IOOney 

relative to that needed on th€' econany's growth path, 2) alterations 

in "the proportions of the total quantity of IOC>ney" required for 

financial circulation, an::l 3) alterations in "the requirements of 

:in::lul:.crial circulation" due to changes in incarne or business deposits' 

velocity of circulation [Keynes (1930a) p.232]. Umer 2) cornes our 

recently discussed "changes of financial sentiments," but also 

"c.han;Jes ... of financial values relatively to the priee level of output" 

[Keynes (1930a) p.232]. '!he above three causes of disequilibrium 

Keynes caUs 'IOC>neta1:y factors.' His trade cycle or, as he pre fers , 

'credit cycle' is initiated by 

[a J c.harxJe in the natural rate, oc:casioned by a change in the 
attracti veness of investrnent or in that of saving, 
l..U'lCatq)9l1Sted by a change in the narket rate ... Keynes (1930a) 
p.232 my brackets. 

Keynes caUs this an 'investment factor,' but does net limit the 

investroent factor to this . Divergence between the natural rate am the 

market rate "due to a change in the IOOnetary factor" is also classified 

as an investJnent factor. One wonders why Keynes made the distinction 

since the investInent factor then overlaps with the moneta1:y factor. In 

practice it is the former invest:rnent factor from which Keynes develops 
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his credit cycle~ 

What distin;Juishes the lOOnetal:y cycle fran the credit or trade 

cycle is that the llDne~ cycle traces a disequilibriated econany fran 

one priee level ta a different one, while the trade cycle traces the 

disequilibrium It'OIement of the eoonany fran an initial priee level back 

to "an awroximat.ely urx::harqed priee level" [Keynes (193Qa) p.248]. 

Between lOn:J-pericxi equilibrium paths or positions, where the market 

rate differs fran the natural rate am the quantity equation as a lOD;J­

pericxi equilibrium cordition does not hold, Keynes is considerirg 

short-pericxi disequilibrium dynamics [Keynes (1930a) p.145, (1930b) 

p.141] • AlthCA.Igh our discussion of the lOD;J-period equilibrium 

described in the Treatise was net conclusive in all of its details, we 

are safe te interp:ret the J..reatise's short-period disequilibrium 

analysis, at least in the case of ItDnetal:y cycles, as the macroeconanic 

equivalent te the Principles' lOD;J-period analysis thCU3h potentially 

viewe1 fran the perspective of a CJl."'CMÏn:J econany. '!he credit cycle 

with its en;:hasis on "goods in prcx:ess" will raise questions of its 

position relative te the lorq-period frarcework. It is precisely these 

questions we wish te exploit ta dezoonstrate the ananalous nature of the 

trade cycle; that ananalous nature led te its reconsideration in the 

General 'lheory. Fran either the rronetal:y cycle's or the credit cycle's 

perspective, Keynes :reasons, though, that there is no econany-wide 

short-period equilibrium within the Treatise's quantity-theory 

frame'W'Ork. 

'lbe distinction that Keynes is drawÏn:J between a rronetary cycle am 

a trade cycle - due to the market rate varyirg relative te a fixed 
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natural rate in the fonner am the natural rate VëUYi..n;J relative to the 

market rate in the latter - contrasts with wicksell's position. We 

saw that Wicksell did net draw this distinction, rut thought the 

cycles siInilar enoogh net to need distirxJu,ishin:J. His theory of crises 

or of short-period price-level lOOVements, tha.çh net developed at 

leD3th, was presented as distinct fran either of Keynes' distinctions, 

the two of which constituted wicksell's theory of secular price-level 

develc:pnent. We have noted, am will be develcped in detail, tbat the 

Treatise does J1I...:: use a cl'lanJe in the natural rate in its explanation 

of the credit cycle ta inply an invesbœnt cycle in plant arxl 

equipœnt, a type (1) fixed capital cycle, rut uses a charge in the 

natural rate to set off a type (2), circulatin:;J capital, cycle. 

Keynes has limited the inpact of a charge in the natural rate sc that 

he can speak of crisis situations. 'Ibis seerrs an artificial restraint . 

In spite of these differences it is clear fran Olapter 'Ihirty of the 

Treatise, titled "Historical Illustrations, Il that Keynes arrl Wicksell 

are at1:.eJttltirg to explain the sarre or similar historical incidences of 

trerrl price-level IOOVements an:l short-tenn periods of crises. 

Keynes, as we have just noted, presents his IOOnetary cycle as a 

separate species of cycle frcm his credit cycle. B..It he aà3s a 

discla.imer, that 

••• they are irrleperrlent in the sense that their effects are 
superposable, the effect of one aggravating or 
cx:unterbalancirg the effect of another. Keynes (193Qa) p.233. 

We will see that there are aspects of the credit cycle, particularly 

when security market am financial speculation alter the natural rate, 

whieb shoold be expected umer bath . clical scenarios. Alteration of 

169 



the natural rate is averlooJœd in KeyneS' presentation of the lOOnetary 

cycle, b.It its event WOJ.ld convert the JI'Olletary cycle inte a credit 

cycle acxx>:rcii.n;J te his inves1:Iœnt factor. 'Ibis is at least one case 

where the cycles "can terd te produce one another" [Keynes (1930a) 

p.233]. We will take the cycles one at a tllre, touchi..rç on the 

pc::lSSwility of a ch.argin;J natural rate as a consequence of a lOOnetary 

factor, rut leavirq the full discussion lUltil the trade cycle is 

deve1q:a:l. 'Ille lOOnetary cycle will be presented first an:i then we will 

taJœ up the trade cycle. 

'!he Monetarr Cycle 

A lOOnet:a.Iy cycle mi tiated by one of the three m::>netary factors 

listed earlier resolves itself into an increase or decrease in the 

quantity of lOOney in the bank.irq system [Keynes (1930a) p.235]. '!he 

tenns of 1en::li.nJ will ease or stiffen, respect.ively, as banks fin:l 

themsel ves with increased or decreased. reserves. Keynes prrsues the 

case of increased reserves arrl a lowered market rate. '!heir effects 

are 1) they increase the dernarrl priee for {nvestment goods an:! 

"stinulate the production of capital goods," effects which are 

c::œpourrled if security priees rise sinulltanecA.lsly with the "cheaper 

lOOney," 2) if there exist an "unsatisfied frirge" of entrepreneurs arrl 

an "unenployed frirqe of the factors of production," their enploytœnt 

an:} Ol.l't:plt will increase, arrl 3) sare entrepreneurs will "foresee 

profits" fran the increased quantity of noney am will willirqly pay 

factors lOOre te increase outp.rt [Keynes (1930a) p.236]. 

Savi.nJs out of increased remuneration per unit of factor 

enployment am out of an increased level of IOOney i.ncane is ignored an:! 
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oot considerEd as a possible offset ta the rise in bath the market 

value of investment goods, l, am the cast of production of invest:ment 

goods, l', with effects 1) th.rcu:Jh 3) of increased resenres. Keynes' 

0CI'I'Inellt on savirqs looks only at the d1arxjed market rate. 

'lhere is ... a general p:restmption that the effect on savirg, if 
arrj, will he CJRXl6ite in direction ta the effect on investInent, 
the ••• less satisfactory tenns ta lerxiers [savers]... Keynes 
(1930a) p.237 my brackets. 

Altha.lgh Keynes notes the possible variation in outp..lt, eIli>loyment, am 

worlœrs' pay, in the detennination of the leve! of savirqs, incx::me is 

ignorerl arrl iItplicitly savin:Js is asstnned ta be at the full-enployment 

outplt level. 

Keynes suggests that we should initially ignore the rise in 

eanù.n;Js, the rate of earn..in;Js, arxi possibly enployment; E/O is 

"unaltered" in the beginnin;} of the cyclica1 uptum [Keynes (1930a) 

p.237]. He argues that in "the primary thase" an increase in the priee 

level occurs due ta the secorrl tenns of the last two fundarnental 

equations, since 1>1' arrl I>S [Keynes (1930a) p.238]. 'Ihis effect 

Keynes bas earlier descr:ibed as profit inflation [Keynes (1930a) 

p.140]. By assunption, :incane inflation, a charxJe in the first. tenu of 

the :furrlamental equations, dœs net oocur at this stage. Presumably 

with no expansion il1 enployrnent arrl outplt, am no cllar~e in earnings, 

l' rernains constant after the increase in bank.:i.rxJ reserves, arxi at 

least initially the inequalities arise fran an increased investment­

goods deman:i priee arrl their market value, 1. With an increased demarrl 

priee for investment goods, entrepreneurs waùd fini their expected 

normal renuneration ta be exceeded. As in wicksell there is an ex post 

"surprise" in the fom of Keynes' wllrlfa11 profits as entrepreneurs 
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at:t:enpt ta e>cpan:l capacity. '!he wirdfa11 is acquired by the prcxiucers 

of investment goods t.hrc:ugh a market value above the costs of 

prcxluction of inve:st:rœnt goods; profits in investrnent goods equals I-

l' . 

wicksell relied on the i.nIœdiate runnl.rç-up of the wage bill to 

brin;J abrut the ex post wirdfa1l. '!he interest CCIT'f?Onent of outplt 

CXlSts had fallen am 50 total cast woold remain constant with an 

incre.asEd wage bill withoot affectirq the expected normal level of 

entrepreneurial profits or incare. Keynes canments on wicksell's 

reaso~ without rrentionin:J him or ~ it central te his ll'DnetaIy 

cycle. 

since the rate of remuneration te the factor capital is less 
than before, ownirg te the fall in the rate of interest, the 
ahove [hirirg factors at an assurned fixed renuneration] is 
cœpatible with .•• [a rate] increase (rut prd;:)ably only a srnall 
one) te the other factors of prcxiuction. Keynes (1930a) p.236 
fn.l my brackets. 

Keynes can forgo the risin:] wage bill am utilize the risin:] demarx:l 

priee of invest:ment goods te generate the effect of ex post profits. 

Tc the extent that Keynes downplays charges in wages am thinks of 

savi..rqs as both interest inelastic am at a full--e.nployment level, then 

the wirrlfall profits arise fran I>I' am I>S. I>I' is sinply a rise in 

the de.rnarrl priee or market priee of investment goods relative te their 

cast of production, capital inflation, am I>S is a rise in the demarx:l 

priee of the fixed annmt of invest::Into_lt goods relative te the level of 

savirgs. 

Further, ta the extent that Keynes dCMl'lplays charges in wages, he 

minimizes the diffusion of profits 1:hrtxlgh the sectors fran invesboont-

goods production te consumption-goods production [Keynes (1930a) 
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p.237]. I>I' am I>5 represent profits ta the capital-qoods sector am 

âC.RL~te profits respectively; l'>S is required for consunption-goods 

sector profits. As it starxis with earni.rgs initially held constant, 

l'=6 am a profit spillover fran invesbnent goods to col"lSlntption goods 

does net oocur. '!he profit spillaver we have seen is one aspect of 

wicksell's price-Ievel transmission mechanism. Keynes states: 

•.. l shall sanetimes ignore the distinction between the 
p.1rChasirg power of lOOOOy [Pl am the priee level of rutp.rt as 
a whole [P"], am the extra c:x:JtPlication due ta the fact that l 
am l' are not neoessarily equal. art: where the essence of the 
argœnent is affected, l shall, of course, draw attention to 
this. Keynes (193Qa) p.237 fn.1 my bracJœts. 

In fact Keynes chooses to entilasize, when he allows a rise in earni.rgs, 

the priee level of COI'lSllIrption gcx:x:1s, P, risirg t:hra.lgh E in the first 

term of the first furDarnental equation, am net through cx>l'lSl.ntption-

goods sector profits [Keynes (1930a) p.237]. A little later he 

suggests that entrepreneurs will switch to invesbnent-good production 

and away fran coJ'lSlU'l'ption-good production due to the fonner' s 

profitability, as if profits have net arisen in col'lSlIItption-good 

production [Keynes (193Qa) p.240]. But that may arise sinply because 

Keynes neglects haVln;J rerooved, in this stage in his argument, his 

sinplifyinJ initial élSSUlTption of fixed earnin:.Js. 

'!he ex post realization of winifall profits initiates a "secorrlny 

P"lase" as finns increase their wage offers am sc begin ta increase the 

first tenn of the furDarnental equations, while the cost of production 

of investment goods, l', alse increases [Keynes (193Qa) p.238]. An 

increase in the first tenn of the f'urxlamental equations Keynes calls 

"in:xJre inflation" [Keynes (1930a) p.140]. FillinJ in "the essence of 

the argœnent," the increase in the cost. of invesbnent goods, l', upsets 
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the secorxi tenn of the first fuJ"damental equation, l'>S, am ackis 

profit inflation in the fOIm of <XI111LXtity inflation ta incx:me 

inflation., drivin;J up the priee level of OOI'lSUll'ption goods, P [Keynes 

(1930a) p.237]. '!he increases in bath the oonsunption-qoods priee 

level am the invesbnent-qcxxis priee levaI leads ta a greater de.rnaJ'rl 

for banki.rg deposits for irrlustrial ciro.l.l..ation, an:i transfonns the 

banki.rg system' s unused or excess reserves into required reseIVes to 

back the deposit ~ion [Keynes (1930a) W. 238-239] • 

Keynes' argument will lead him ta an all·-arc::urx:l increase in the 

priee levels equal ta the enhance1 first terTrS of the furdamental 

equations, where the secam tenns all go to zero, as they were prior to 

the IOOnetal:y disturbance [Keynes (1930a) W.241-242]. In the process, 

security priees alse rise, 50 that in total the d,~ for irrlustrial 

am financial ciro.ùation requires the bankin:;J system to reassess its 

lCMered tenns of lerrlirg alo~ the way to the higher priee levels. As 

Ion; as the secon::l tenn of the fuJ"damental equations shC7iJS a positive 

imbalance - as lorg as the rrarket rate is less than the natural rate­

- "entrepreneurs are e.njoyin;J wirrlfall profits ..• [am] the position is 

unstable" [Keynes (1930a) p.241 my bracJœts]. '!he excess reserves fird 

their way inta circulation, encouraged by the reduced market rate, ard 

raise priees alon; the way. '!he risin;J priees require a grt'!ater amJUl1t 

of deposits ta circulate the initial or increaserl aIOOUnt of gcxxls, 

sez:vices, arrl securities, ard when the banks retum ta their rationi.rq 

of credit arrl raise the market rate the "Ul1Sàtisfiai f.l:"~e of woold-be 

entrepreneurs" an:i "Ul'lE!IIployed frin;e of the factors of production" 

will presumably fird therrselves UfleJtt)loyed again am the aIOOunt of 
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goods am services will return to their initial levels [Keynes (193Qa) 

p.236 p.242].1 

'!he secorrlary P'lase not only increases wages am the cost of 

production, rut the securities market is alse infected with ris~ 

priees. A b.1ll market develcp; as the lowered market rate represents a 

dleaper sooroe of funjs for "spElO.Ùaters an:l f.inarx:iers" [Keynes 

(193oa) p. 239]. Keynes presents two scenarios followirg fran the 

eff.9Ct of risl.n;;J securi ty priees. First, thrcugh "the new-issue 

market, Il windfall profits 

•.. will reach the harxls of entrepreneurs for the p.u:pose of 
increasirg, or en:ieavorirg te iœrease, the outplt of 
investments. Keynes (1930a) p.239. 

'Ibis leads te further encouragement of investrnent am further increases 

in the priee of investment goods. 'Ihis is an in:lirect effect of a 

lowered market rate operat:irg thrcugh the financial markets te spur 

attelTpts at exterrling real investment. Secam, Keynes considers 

am 

1 oimarrl (1988) writes: 
'!he Treatise •.. lacJœrl a medlanism for bri.rgirg ClIItl.Ùati ve 
inflation or cleflation te a halt at an equilibrium priee level, 
wùess the IOOnetary authority harpmed ta ~t the market rate 
of interest equal te the natural rate. oimarrl (1988 p.188) rny 
urrlerlinirg • 

If the ~ systen does not set the awropriate interest 
rate, there is ne force in this IOOdel [of the Treatise's 
ronetary cycle] which would restore equilibrium. oirnarrl (1988 
p.40) my brackets. 

'!he process may net work "srrooth1y, Il rut it is precisely the absorption 
of excess reserves inte denarrl am savirgs deposits relative te those 
needed alonJ the growth path or in a stationary state that "force" the 
bankirx.J system te adjust its tenrs of len:iirg am stabilize the priee 
levels [Keynes (193oa W.241-242]. We did see in the last chapter 
Keynes advocatirg central bank intervention in the cases where 
security-rnarket stock adjustIrents led te imetenninacy of the interest 
rate; at Ws stage in his argument these consideratiions are net be~ 
addressed, although they would give force te Dimard's argument [Keynes 
(1930a pp.226-230]. 
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shift~ bear am blll sentiments am falls back on risirq bear saV:ln:Js 

deposits relative te demarrl deposits to diminish the ~ system' s 

lerrlin:.J ability. At sane stage aft.er an initial bull narket, bear 

sentiments develop in anticipation of fallirq security priees. sare 

part of the banki.n;J system's excess reser:ves becane the backin:J of the 

growirq savin;Js deposits of the bear position's portfolio stock 

adjustments [Keynes (193Qa) W.239-240]. 

'!he increased deposits required for bath i.rrlust.rial arrl financial 

circulation will absorb the excess reser:ves through the risin;J priee 

levels of invest:ment goods, constnnption goods, arrl securities, the 

risinJ rates of :reI\1..U1eration, arrl the increased bear position [Keynes 

(193Qa) p.240]. Bol"I'UNinJ for real investme.nt does net absorb the 

reserves, since 

•.. the excess loans will be balanced by the acx:n.tal of profits 
at the errl of each prcxiuction perio:l arrl will, therefore, be 
again available ... for the next plOOuction period... Keynes 
(193Qa) p.242. 

Keynes bas the ~ system' s growing resel:Ve constraint lead te 

increases in the tenns of lerrlirg, retumin:J them to their initial 

~ition as excess reserves are utilized in circulatinJ goo:ls arrl 

serviees at higher priees arrl rates of rerruneration. '!he initiati.rg 

ronetary distw:bance di vorced the narJœt rate fran the natural rate i 

arrl priee adjust:ments, in a full-employment or near full-eITployrnent 

econany, are required te restore the fonœr te the latter, te restere 

the quantity-equation equilibriurn. 

At the quantity-equation equilibritnn 1'=1=S, aIl three must be at a 

new higher level due to the higher rates of remuneration arrl the higher 

cost of prcxiuction. '!bat is net like. wicksell, who relies on sarethi.rg 
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of a real balaJ'a! effect to brir'q the savirgs flCM into Une with the 

investment flow. Keynes is not at all clear what mechanism bri.n;Js this 

abrut, or even that he notices it. '!he interest rate is a likely 

can:tidate, rut we are told that savi.nJs has an inelastic interest-rate 

response, so the i.nt:P.rest ratejsavirqs relationship is not erNUgh in 

itself. Had Keynes allowed the flow of savin;}s ta rise with the level 

of naninal inc:x::Iœ, then mJVernent tc:Mard his equilibrium would be 

ci:>tained. Here we would arrive at a wicksell-like rrove toward an 

equality between ex ante investIœnt am ex post savirqs; the excess 

investIrent raises naninal income arrl therefore naninal savings. But 

the cause of inflationary (or deflationaxy) te:rnencies woold remain as 

the market rate differed fran the natural rate. '!he increases in 

priees am rates of remuneration, the increase in the deman::l for 

irrlustrial deposits, nust increase the market rate su.fficiently to eut 

off the excess investment ::elati ve ta savi.n;Js arrl balance bulljbear 

sentiments . SUch a balance of sentiments is important since a 

consensus bull market arisirg from a lowered market rate is equi valent 

ta an increase in the supply of rroney: this added SUW1Y of troney in 

conjunction with the initiatirg increase in the troney SUWly must be 

absorbed in either iIrlustrial cr financial circulation ta restore the 

market rate to the natural rate. A continued imbalance between bears 

am bulls would in'ply either, in the case of bull sentiments, a rise in 

the rroney supply or, in the case of bear sentiment, a fall in the IOOney 

SUWly - arrl inflationa:ry or deflationaty .inp.ùses fran the security 

market alone. It would a~ that priœ-leve1 stability ultimately is 

deperrlent on t..le awropriate balance between bear am bull investors' 
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expectations of future security priees an:l their expectations of futul."'e 

interest-rate novements. '!he securi ty-market expectational balance 

must react to the augmentation ÎJ1 the market rate dup. to irrlustrial 

arx:l/or financial deposit de.rnan::i HC that the market rate of interest 

returns ta the Ievel of the natural rate of interest, which is defined 

by tedmolCXJical knc7NIedge, market saturation, am resoorce &'UWlies. 

Keynes' discussion of the adjustrnents in the disequilibrium Iilase 

does not Iead him to anticipate that they will evolve Il SlOC)()thly" 

[Keynes (1930a) p. 242] . In a deflation due to reduced ~ reserves 

the rate of earnin:;Js must evidentIy be reduced to restore nonnal 

remuneration to entrep1:-eneurs 1 :but 

•.• the factors of production may resist the lall, wi th the 
result that their period of uneII1ployment may be prolonged. 
Keynes (1930a) p.242. 

Relative eamin:;Js will also vary, affectin:] factors "in the weakest 

bargain.i.n:J position or [who] have the shortest contracts" [Keynes 

(193Da) p.243 my brac1œts]. 'Ihese ~ points are equally mIe in an 

inflation an:l by iIrplication, Keynes is arguj.nJ that labor attempts ta 

maintain its exi~irg wage differentials, a theœ which is repeated in 

the General 'Iheory [Keynes (1936) p.14]. F\lrther, Keynes considers 

excessive investJrent relative to savings even lIafter what should be a 

sufficient alteration of MIV1 [= eamings] has ta1œn place," leading ta 

priees higher "than can be pennanently sustainedll [Keynes (1930a) 

p.242 my brac1œts]. Keynes gives no explanation, but he discusses it 

much later when considerin:;J the 1929 Wall street crash, of a 

b.ùlishness that is urrlampened by a market-rate increase am haN this 

could SUWly added pressure on the priee level of investIœnt goods, 
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( provided risirq secw:ity prices drag the market priee of investment 

goods with them as he contems [Keynes (J.930b) W.174-175]. 'Ihis 

suggests again the precariousness of prioe-level stabili ty based on the 

prtper balance of bull ani bear sent.i.nvmts. 

'!he prà>lE!l'l5 raised by deflation are not discussed in the saIne 

detail as the prd:>lems raiSErl by inflation. we might werner if there 

is an asyrmnetry in the deflationary prcx:::ess due te a decrease in the 

roney SUR>ly :relative te the inflationary prooess just considered. 

Keynes allŒJS for ~e developnent of UIleIt'ployment in a deflation much 

rore clearly then he allows increase:1 enployment in an inflation, 

thcugh he does not fill out the story l'lOr draw what l"lOVI would be 

considered inportant consequences [Keynes (193Da) p. 242] • With the 

develcpnent of Ul"leI'Iployment am corporate lasses it seerns much less 

reaso.1able ta maintain the full-ernployment rate of savirqs [Keynes 

(1930a) p.242]. In the inflation scenario we have seen there are 

prd:>lems with the latter. A decrease in the roney SUWly increases the 

market rate arrl decreases the dernarrl priee am the cost of production 

of the level of invesbnent. Keynes places his E!lTIJ:i1asis on reductions 

in factor rerm.merations te eliminate wirrlfall losses am unernployment, 

brirqirq the cost of production inte line with sales revenues [Keynes 

193Da) W.241-242]. Even with initially fixed remuneration te factors, 

the cost of production of the level of investment goods, l', will fall 

since the volmœ of investment goods dernarrled falls with the increased 

market rate. Reduced production will lead te red'...lced ernployment am 

inc::ane in investment-gcx::x:1s proàu::t ion, which we would suspect, in tum, 

will spill aver inte const1Itq)tion-goods production, reducirxj enployrnent 
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am i.rxxme further. h;Jain this transmission of lasses fran investment­

good production ta consunption-good production ~s overlooked. Keynes' 

point is that the ensu.irq profit am incaœ deflation will reduœ the 

demarrl for circulatirg deposits, am 50 will :reduce the market rate 

toward the fixed natural rate an:l restore full-e.rrployrnent outp.,lt. But 

profit am .inc:aœ deflation \YOI.Ù.d also reduce the level of savi.n;Js am 

VIe might suppose the "attractiveness of invest:::Iœnt" [Keynes (1930a) 

p.138] am sc by the latter re:iuce the natural rate itself. 2 As Keynes 

bas it, both the natural rate arrl full-eIl1;)loyrrent savi.rgs act as lorq­

period detenninants irdeperrlent of cyclical events; they are centers of 

grav; ty or, to borrow from Smith' s natural priee, they are the 

valuables toward which the cyclically affected variables "are 

oontinually gravitatin;J" [Smith (1776) p.58]. l-bre on this in a 

2 Elsewhere Keynes addresses sone of these issues, rut presents 
them as noncentral to his ~t; they are a issues raised Il in 
passirq. " 

When for any reason an entrepreneur feels discouraged about the 
prospects, one or both of two courses may be open to him - he 
can reduce his output or he can reduce his costs by lowering 
ms offers ta the factors of production. Neither course, if 
adopted by entrepreneurs as a whole, will relieve in the least 
their losses as a whole, except in sc far as they have the 
in:lirect effect of reducing savi.rqs or of allCJw'in;} (or causi.n;J) 
the bank.i.ng system to relax the tems of credit arrl 50 

increase investment (neither of which is what the 
entrepreneurs therrselves have in rni.n:1) i whilst, on the ether 
harrl, both courses are likely to aggravate their losses by 
reducin;} the cast of invesbrent. Keynes (1930a) p.144. 

Had these points been made Œ>..ntral in the deflationcrry process, its 
mechanisrn would have been made clearer. '!he drop in savi.n;Js am 
eamirqs given fixed banki.ng resetves would lead toward a lCJw'ered 
market rate equatin;J it with a given natural rate, arrl restorirg full­
enployment investment. '!he natural rate is left untouched in the 
passage even though "prospects" are reduced, unless we can interpret 
t.c'1e long parenthetical phrase as sorrehow inplyin;J its ~e. If the 
latter is the case, then the level of operation of tl1e eco.l1ŒllY am i ts 
equililirium are open questions. We will return to this question after 
our discussion of the trade cycle. 
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nanent. 

In SI..IllII\aIY an::l cx::rtpa.rison, before we nove on to Keynes' trade cycle 

\Ile note the followirg. '!he investmentjsavirgs relationship arrl 

sectoral transmission are overlooked, or are certainly not emphasized 

in the Treatise's JtK>I'letary cycle. Like wicksell (1898) arrl Marshall 

(1923) the center of gravity is the natural rate or the lon;-period 

equilibritnn interest rate. We have also raised the question of the 

stability of the natural rate itself, particularly in the context of 

profit an::l incane deflation. In the name of syrnmetry we might raise 

the same question in the context of profit arrl. income inflation. A 

similar set of questions y.rere raised in the context of Marshall' s arrl 

wicksell 's speculative market crises. Raisin; questions about the 

stability of the natural rate urrlermines the pillar on whicl1 Marshall 

an::l wicksell based their theories, am at least one of the pillars on 

which Keynes built the Treatise's theory. We are questio~ the 

process by which long-period full-errployment equilibrium is 

established. A corollary question is of the existence of a short-

pericxl less-than-full employrœnt equilibritnn defined by a cyclically 

detennined natural rate or state of lorg-tenn investrnent expectations. 

Gi ven the inp::>rtance attached to the narket rate in rroti vatin; the 

lavel of investrrent in Marshall, wicksell, am the Treatise, the 

corollary equilibrit.nn's existence hin:Jes on the market rate net only 

al teri..n:J the dernarrl priee of investrrent gocds through i ts discountirg 

function, but also irrlirectl y al terin:J the prospective income strearns 

of invest:rrent, which are a component definin; the natural rate, through 

its effect on enployrnent, output, and earnings. Further, the market 
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rate must realign the bear am bull sentiments, institutinl a new 

market rate where financial market balance is reached, but also 

fulfillinl the zero profit coOOition. 'lhese discussions are vital on 

our way te the General 'lheory. We shall see that the Treatise' s trade 

cycle is presented as a less-than-full eroployrnent equilibrium, and as 

such it raises a question of the meanirq to attach te the Treatise's 

conceptual COllpOnents. 'Ihese questions point us toward the General 

'!heOly, but their answers are incomplete in the context of the 

Treatise. 

'!he '!'rade Cycle 

Keynes' trade cycle, or "credit cycle" as he prefers to call it, 

resembles "the swing of the perrlulum" 

••• because an excess movement in one direction tends to bring 
inte operation not only its CMl remedy but a stimulus to an 
excess mJVement in the other direction... Keynes (1930a) 
pp. 249-250. 

'!he mJVement is set off by entrepreneurs anticipating profitable new 

outlets for expanded production and inve.5tr.tC·nt; the relevant passages 

we have touched on earlier [Keynes (1930a) p.248 p.254 p.258 p.271, 

(1930b) pp.86-87]. The initiating factor is net the ex post 

realization of abnonnal profits as in the rnonetary cycle; it is a 

change in the natural rate [Keynes (1930a) pp. 232-233].3 '!he credit 

3 'rhe sustained discussion of the trade cycle initiated by a 
change in the natural rate is inconsistent with a passing comment made 
earlier by Keynes in the Treatise. 

Booms and slurnps are siroply the expression of the results of an 
oscillation of the tenus of credit about their equilibritnn 
position. Keynes (1930a) p.165. 

'!he "equilibrü.nn position" we have stated reflects a given natural 
rate. We will find the tenus of lending varying with a change in the 
natural rate; Keynes may j ntend the above oscillations in the tenus te 
be seen as induced by the al tered natural rate, but fram the context i t 
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cycle's route follaws the upswin:] of the prioe levels t:hrough their 

down-swinJ aroorrl "awroximately unc.h.an;Jed priee level [s] " • [Keynes 

(193Qa) p.248 rny brackets]. Keynes precisely defines the credit cycle 

ta be 

... the al temations of excess arrl defect in the cost of 
investment over the volume of savirgs an::l the ac::c:c:atpanying 
seesaw in the p.lrChasirxJ power of l'OC>ney... Keynes (1930a) 
p.249. 

'!he p..1I'ChasiDJ power of rroney means the power ta buy goods arrl services 

"for the p..u:poses of consumption" [Keynes (1930a) p. 48] and 50 refers 

us ta the first fundamental equation for the priee level of constnnption 

goods. '!he Treatise's credit cycle defines itself eventually around 

l' <S or l' >S, a change in the cast of investrnent gocx:ls relative te the 

level of savings regardless of the initiatl.nJ sector. 

Keynes' analysis of the trade cycle focuses on changes in working 

capital or, as he wrote in an earlier draft of the Treatise, "goods in 

process, that is in the course of prcduction" [CWJMK Vol.XIII p.19]. 

Many writers on the credit cycle have enphasised the 
irregularity of the rate of investment in fixed capital as 
being the major cause of the disturbance. If we have in minci 
initiating cause.c; this is probably true. But the most 
characteristic secondary phase of the credit cycle is due to 
the growth of investrnent in working capital. Keynes (1930a) 
p.252. 

A chan:Je in the natural rate is the "ini tiating" factor, but the 

discussion is of the "secondary" output level adjustroents. In fact 

Keynes' analysis loses sight of the prime cause in the sense of fixed 

capital investment, which we earlier identified with long-period 

investment expectations. One way to understand the process that the 

is net clear. 
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Treatise is att.enptin;J to describe is t.hrou:;Ih the theory of effective 

dernam. '!he "initiatin;J" rise in fixed-capital investment, due 1:0 a 

ch.an;Je ln "psycholcqical causes" or "a new technical discovery," raises 

the level of effective c:ieInan:l. '!he credit cycle then describes this 

cause's effect on ootpJ.t am enploymenti this is the General 'Iheory's 

explanation of the Treatise's mechanism am it is done fran theoretical 

hirosight [Keynes (193Qa) p.254, (1936) W.77-78). 

'!he Treatise goes on to speak of the expansion of Olltp,rt: am its 

eventual contraction as generatin;J the wirrlfall profits arrl losses 

Weperrlently of an initiat~ fixed-capital alteration. In effect the 

desire to exparrl ClUttAlt in "particular directions" represents a chan:je 

in the natural rate due to renewed business confiderx;e [Keynes (1930a) 

p.254 p.258]. '!he chan:je in the natural rate in this case leads to an 

alterin:;} of type (2) invesbrent, goods in processi the idea of 

investment has been narrowed to one of its c:arponents. We are then 

discussin;} a short-period disequilibriurn prooess in Marshall' 5 sense of 

the tennsi CJUt:p.1t adjusts ta new expected dexrarrl corrlitions given a 

fixed capacity. But the given capacity is hidden behirrl a short-period 

tenn of prcrluction. Keynes' language is even a bit confusedi he goes 

on to speak of a priroary phase, a secordary phase, arrl a collapse. '!he 

prilnary };Xlase becares the ch.arqe of goods in process sparked by renewed 

business confidence, not an lllCrease in denmrl for type (1) investJœnt­

good prcx:iucers' st..lW1ies [Keynes (1930a) p.254]. Keynes develops the 

trade cycle 50 that l' rises due to type (2) invest:.Jœnt. 

Keynes explains that w€> are proceedirq from an equilibriLnll position 

in a depression; fran the perspective of the Treatise this is a lo~-
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pel.'iod equilibrium as Keynes has defined the tann. He writes that he 

is describinJ: 

.... a recovery in the voltnne of enployment fran a prec:e.din;J 
sll..Dlp which has reachEd an equilibrium between priees am costs 
of production, b.lt is still characterised by unelt'ployment. 
Keynes (1930a) p.274. 

We will see below that UfleI'll)loyrœnt is net always a.sst.Uœd to describe 

the initial conditions of the trade cycle, but fran the perspective of 

our discussion of the General 'Iheory in the next chapter, the cases 

with unenployment are the ÙliX>rtant cnes. '!he p.upose of his 

description of the trade cycle is to present a representati ve pattern 

of it am explain how the equilibrium canes into existence. One 

e>q)lanation that could be brought foIWcUÙ., but is net, is that the 

un::lerernployrrent equilibrium bas <::CXœ about through an inappropriate, 

but stable, interest rate. '!he interest rate is maintained through one 

of the in:leterminant security-rrarket types; that is, the market rate is 

lodged at a higher rate than the full-e.nployrnent natural rate [Keynes 

(1930ô) p. 226] • In this we would enter the realm of liquidity 

preference • '!he Treatise does net rely on this to establish the 

initial equilibrium, nor does it rely on the multiplier process when it 

tw:ns to an explanation of the adjustment ta equilibrium. Although 

there is a process described where the increase in workir"g-capital 

investment in the investment~cx:xjs sector increases the dernarrl for 

col1S\.IllPtion gocx:ls, this intersectorial transmission rnechanisrn is net 

consistentlyaWlied. 

We have a unemployment situation where 1'=8; co~ion-good 

producers still in business are rnaking a nennal incane 1 since l' =S 

inplies that wirrlfall profits or losses in the const.nt'ption-gocxls sector 
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are zero. We have a less-than-full errployœnt equilibrium, where l'=I~ 

that is, investment-qood producers still in b.lsiness are makirg a 

normal incx::me also. 'Nonnal' incare arises because of the definition 

of earnin;Js presented in the Treatise an::l because of the zero wirrlfall 

profits or losses Keynes has asserted define the slurrp equilibritnn. 

Clearly there }"I.as been sane shift in the definitional llI'rlerpinnirgs of 

the fun::lamental equations. We wculd not e><peet "normal Il earni.ngs to be 

made in a less-than-full erployment situation with excess capacity on 

han:l. We would e><peet firms to be coverin;J their average variable 

costs, am perhaps sare of their c:osts associated with capital, but we 

wcW.d not expect them to be wak.i.rx.J a retum that wa.ù.d leave them 

content with the "bargains" they made with all factors of prcx:iuction 

[Keynes (1930a) p.112]. Earlier, purd1asinJ-power stability, the zero­

profits CXlrrlition, was defined at full employment [Keynes (1930a) p.132 

p.13?]. We see iInmediately that difficulties arise as Keynes att.eIrpts 

to use a framework built arot.1I'rl statiol"léllY-state or steady-state 

assurtptions tù solely describe variations in gocxis in process or in the 

level of outpIt an::l employment. 

What forces would he operating to lead to l' >S, or 1>1', in a less-

than-full employment econorny? '!he latter is Keynes' original 

initiat:i.rq factor. Again a rise in the market value of invest:rrent 

goods deperrls on the relation between irrlustrial circulation' s needs 

relative to financial circulation' s, as well as the bankin:;J systeJn's 

1errli:n;J policy in a sltmp, arrl invest::Iœnt gocxis' demarrl, given excess 

capacity. Should the market value of invest:Jrent goods rise, there is 

no need for the upturn in business CXlnfidence, since realized sales 
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will exœed expectations. At the aItset of a trade cycle requirirg am 

respon;:ti.rg to a d1an:Je in blsiness confidence we have I=I'=S am a 

less-than-full errployment equilibrium. In the Treatise's alternative 

tenninology the market rate is equal ta a less-than-full enployment 

natural rate. Keynes states at one point that a "cheap Ironey" policy 

will drive l te exceed l' an::l initiate the adjustment in outplt or 

gcxds in process that dlaracterizes the trade cycle [Keynes (193oa) 

p. 254] • Elsewhere he asserts a "len::lirg policy" that only influences 

investment in gocx:1s in process [Keynes (193oa) p.274]. In another 

passage it is argued that the noneta.Iy ramifications of a retum of 

bJsiness confidence will he iniuced by the retum of confidence itself 

[Keynes (193oa) W.256-257]. Again it is unclear fran where the 

process of the trade cycle begins, but the analysis that follows 

focuses on gocx:ls in p:rocess. 

'!he disequilibritun lOCNements of Keynes' analysis focus mainly on 

price-level IOOVerrents, though he is considerinJ periods of slUlTpS am 

lxx::ms an:! their atterrlant al terations in enployment an:! output. Keynes 

presents three stylized types of credit cycles, of which he claims no 

ca:rpleteness as a catalogue, but does state that they are the "leac:ling 

openinJs" [Keynes (1930a) p. 253] . Tc the rrodern reader they appear to 

be contrived to force price-level IOOVements am vitalize the quantity 

eauation. Consideri.n;J "the case where investrnent is increasing 

relatively te savin:Js," Keynes' three cases are as follavs [Keynes 

(1930a) p.252]. case (i) has capital-goc.xjs production substitutirg for 

consumption-gocds prcàuction ''without any ch.an::Je in the total volume of 

outplt". case (H) has an increase in the production of capital goods 
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"superinpJsed on the existin::J o..rtp.rt.", that is, an increase in total 

rutpIt.. case (Hi) has an increase in the production of ooI'lSUl'l'ption 

goods "superinp:)sed" on the level of total ootp.It [Keynes (1930a) 

W.252-253]. In case (ii) and case (iii) it is ê1SSt1rnOO "that the 

factors of production are rot fully erployed" am att.ençted expansion 

leads to actual expansion [Keynes (1930a) W.255-256]. '!he initial 

investment is an investrnent in workirq capital. 'Ihese three cases 

constitute the "primary {ila.se" of the credit cycle initiated by the 

perception of profit q:portunities [Keynes (1930a) p.254]. We might 

ask why case (ii) and case (iii) do net cxx::ur sirrult:aneaJsly, providinJ 

for the possibiUty of even or uneven growth? It is because that would 

bnpede the priee-level changes that Keynes seeks. Keynes suggests that 

there are "mnœrous" arrl 'Vcirieties of paths" the credit cycle can 

take, but they all resolve themselves into case (iii); it is 

•.. the most characteristic of a credit cycle, 
because ••• all ... terrl te errl up •.• with an admixture of this 
type. Keynes (1930a) p.253. 

We will focus on case (ii) and case (iii) due to their less-tllan-full 

enployment asstIIrption. In both cases, before oollSUlTption goods come to 

market, when they are still in their pericd of production, the priee 

level of consumption goods rises due to a rise in the level of 

earni.rgs, in tum due to output expansion. What is irrqx>rtant about 

the expansion of consurrer goods is that after their pericd of 

production is completed arx:i they corne to market, they begin the proc:ess 

of deflation which terrls to 'mctennine their profitability arrl lead us 

back into a dawn-turne 

As stated, Keynes lays out the particuJ U"S of the credit cycle in 
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three p,.ases: the primary IiJase, the sec:x>rœry~, am the collapse. 

'lbe three cases aItlined above are only Jœpt distinct durin1 the 

primary fi1ase am blerrl inta case (iii) - increased consumption-gocxi 

prcxhlction - in the secorxiary Ii'laSe. We tum l'lOloI to the details of 

the three cyclical cases. 

In case (i) the prllnary Fhase firrls entrepreneurs substituting 

capital-goods production for consumption-goocts production; 

entrepreneurs e>q)eCt l ta exceed l'. '!he level of total output and 

errployment is held constant at full employrnent. Keynes utilizes d 

period-of-prcxiuction m::x:iel ta claim tllat the effect on coI'lSlIITq)tion­

good priœs will net be fel t until the production process time inteIval 

has passed. D.lrirg the period, "the output of available goods is ... as 

before" am the level of eamings is as before; it is only after the 

consurnption goods' period of production has passed, when fewer 

consurnption goods arrive on the market while earnings are constant, 

that the consurnption-goods priee levels rise [Keynes (1930a) pp.254-

255]. 

'!he upvJard-priee {ilase of the crecU t cycle will have made its 
a~. Keynes (1930a) p.254. 

Keynes characterizes the a::H'llI'OCldity price-level ~e as CCXiülality 

inflation which, as we have seen, he defined as an increase in QI = l'-

S in the first furxiarnental equation. In fact what he bas described is 

an increase in (l'-S)jR, the secam tem of the first furrlaIrental 

equation, due ta bath a decrease in R, the volt.nœ of consurnption goods, 

am an increase, due to the higher volume, in the cast of production of 

the level of investment goods relative ta the level of savirgs. 

As a further qualification, Keynes allows for the p:>SSibility that 
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case (i) will lead ta an increase in eaITlin;Js thra.lgh a rise in the 

rate of earnirgs as entrepreneurs in capital-qoods production attract 

new harrls to thernsel ves am away frcm coI'lSUIlption-qocrl entrepreneurs 

[Keynes (1930a) p.255]. In case (i) am unlike cases (H) arrl (Hi) 

there is no role for the unercployed, whose errployment would have the 

effect of raisirg total ea.rn.in;Js without the need to raise the rate of 

earn.in:Js. 'Ibe rise in ea.rn.in;Js durffi;J the period of production leads 

to i.ncoITe inflation i.rnrnediately as eaITlin;Js have risen while the 

available level of constDT1ption goods is uncilanged. Incarne inflation 

only adds to the eventual commc:xlity inflation. U[T]he consumption 

priee level must rise roore than ean1ffi;Js" due to the secon::l tenn in the 

first furrlamental equation [Keynes (1930a) p.255]. \'lith or without 

this qualification the anticipated profits in investrnent-goods 

production has lead to an unanticipated realization of profits in 

collSlIITption-qoods production. We have in Keynes' credit cycle a clear 

sectoral profit transmission mechanism. 

case (ii) in the primary r:œ.se presents an increase in total outpJt 

through an increase in capital-goods production. Keynes cl1aracterizes 

this as "the more usual" case arrl 

assurres ... that the fèctors of production are net fully 
enq:>loyed at the rraœnt when the cycle begins its up.YcUÙ 
course ••• Keynes (1930él) p.255. 

'lbe increase in investrnent first manifests itself as an increase in 

worki.nJ capital or "g00c'.s in process", am therefore in the cost of 

production of investIrent gCXJds, Keynes' l'. 'lbe increase in l' is 

simultaneously an increase in the invesbnent-qcxx:l sector's earnings 

bill ''without ... any increase in available outplt" of constIITption goods 
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[Keynes (193Da) p.256]. "Available ootp.It" is a tenn Keynes has 

defi.ned earlier to mean constIIl'ption goods on the market [Keynes (193Qa) 

p.114] • Consunption-gocx:l priees rise due te an increase in l' above S , 

am due to an increase in E above 0 in the first furrlarrental equation, 

or Er ètbove R in Harrcx:i's fornu.ùation. Again the p.rrsuit of ~ 

profit CJR)Ortunities in investment-goods production, the eJqJeCtation 

that l will exceed l', has led to unexpected profits in consurrption-

goods production; profit expectations are transmitted between sectors. 

Col1S1.IIl'ption gcx:xls are sold at priees higher than anticipa-t ed when the 

col1S1.IIl'ption-good prcxiuction period was begun. 

Rewritin:J Harrod's formulation of the first furrlarrental equation as 

PR=Er+Ec-S - that, is consurnption goods' sales revenues equal what is 

spent on them - then alternately PR-ErI' -S since Ec=I'. Prof.i.ts 

(equal to sales minus costs) rise with an increase in earninj's in 

investment-good production, arrl since R is fixed by the period of 

production, the initial rise in profits emerges through a rise in P. 

'!he increase in l' Keynes assumes is "net balanced by additional 

saVID:JS" [Keynes (1930a) p. 255] • We TIlight expect scare T't.€M savings out 

of increase.d earnings, at least to partially offset the increase in 

worki.rg capital, but Keynes never brinj's forward the idea of savings as 

a function of incarne, real or nominal, to balance the 

investmentjearnings swings. 

case (Hi) mimics case (ii) in the primary Iilase except that the 

growth in YJOrking capital, goods in process, arises IlOt frorn expansion 

of investment gocx:ls, but from the expansion of "particular categories 

of consurnption gocx:ls" [Keynes (1930a) p. 256] • 'Ihe eamirqs bill 
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intœdiately in=reases, ~ up the priee leva! of col1SUl'l'ption goods 

produCErl in the previous perioo, am col1SUItption-good producers realize 

profits. Keynes abruptly asserts that after the augmented level of 

coI'lS\.lI!qJtion goods' perioo of production currently urder way is 

canpleted, the ccm:oodity priee level falls to its "previous level," 

since the coI'lSUIl"ption-goc.xl output level on the market has been 

augmented by "the ~ arrount as earnings have been augrrented" [Y.eynes 

(l930a) p.256]. Keynes is a.rguirq as if he assumes the marginal 

propen.sity te OOI'lSUlœ is one: he does not claim that demarrl for 

consumption goods is augnenta:l by the proportion of consumption 

~tures ta incl.--eased earnings. 

'Ibis would require a concurrent increase in the production ard 

errployment in investrnent goods to generate an .increment:al demarrl above 

that consumed out of consurnption-goods earnirgs. '!he priee level of 

oonsumption gocx:ls would stabilize: but without an increase in the 

market value of investJrent gocxis, l, to Il'atch the .inc:rf'.ase in l' am S, 

the priee level of investment goods would fall am 50 would the overall 

priee level. In effect, invesbnent demarx:l nrust drive the syst.em for 

the consumption-good prcx:lucers' expectations ta he realized. Keynes is 

close ta the ooncept himself, but fails ta bri..rrJ its implication 

fol:Wal:'d. He writes :in another context that 

•.• the proportion of total output which shall be available [the 
consumption-goods proportion] has be:en detennined unequivocally 
by the anount of investment which the entrepreneurs have 
decided ta make. Keynes (1930a) p.155 mi braC'Jœts. 

And further he states: 

If ... invest:ment has taken plaœ pari passu wit.h saving, the 
equilibrium of consurrers' experditure ard producers' available 
output will rernain at the pre-existi.n;:J priee level. Keynes 
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r, (193Qa) p.157. 

But the savirgs mentioned here are not arisinJ eut of a trade-cycle 

iMuoed d'large in eamin:js, as the unitary marginal ptqlenSity to 

c')nsume in that context attests; they arise secularly alorg the gI"CMth 

paü'l through a "steady process" [Keynes (193Qa) p.251] with a marginal 

pI"q':'èl'lSity to consume of one his deflation then ocx:::urs. We have a 

difficul ty in CCI'I'prehenlirg the medlanics of the third case, as wall, 

as we again see difficulties emergirxJ arourd the l'Ole of savin;Js am 

incare. 

Keynes has case (i) am case (ii) convert to case (iii) am its 

deflation; this is pivotal to his explanation of the da;m-tUl:n. '!he 

deflation in col'lS\.Drption-gocxis production becanes an eannark of the 

tertiëU:Y Plase of all cases. Unlike case (i) am case (H), in case 

(iii) anticipated profits do not spread to the other sector as 

realized profits. If they did, ~ wo..ùd rise am 50 the dernarrl 

for CX>I'ISUItption goods waùd rise, sustainirg the higher col'lSlIIl'ption-

gcxxl priee level. Investment is occurrirg in case (Hi); it is 

investment in work.i.n:J capital, goods in prcx:=ess, rot Keynes overlooks 

its repercussions on the investment-goods sector. In case (i) with no 

mention of \lJ'leIl'Ployrnent, the investment response in coI'lSlnl'ption-good 

manufacturing to abnonnal profit spillover fran capital-goods 

production does not on the face of it rule out sana feedback fram 

coI'lSUIlption~oods production to capital-good manufacturirr;J arrl the 

possibility of sustainirg the boan am justifyin;J entrepreneurs in the 

capital-goc:xis sector initiatirg optimistic sentiments. In general the 

mechanism of the trade cycle, the causality, is confused; it a~ to 
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have been designed to lead te the price-level dlarY;Jes erpw;ized by the 

quantity equation tradition. 

'!he pr:iJnary pw;e further inplies certain lOOnetary corditions or 

alterations 1 sa that the enhanced level of circulation can transpire 

within a fully loaned-up banki.rJ1 system. We have rrentioned this 

earlier, an:i here will just look at the in:iuoed factors. Keynes lists 

severa! factors that facilitate increased imustrial circulation. '!he 

imustrial boan œy be aCCCll'pmied by a security-market boan: the 

reduced bear position decreases the needE: for financial circulation an:i 

:releases furxis for i.n:lustrial cirrulation [Keynes (193Qa) p.256]. Or a 

slight increase in the market rate may be sufficient in releasin;} fuOOs 

.•• either by increasirq the velocities of circulation as a 
resul t of the enhanced cast of maintaini.rq balances ... or ... by 
attractirq gold fran abroad. Keynes (193Qa) W. 256-257 . 

case (i) woold require the srnallest cha.n;Je in the JOC>netary envirornnent 

sinœ it largely consists of transferrinl currentiy utilized goods an:i 

factors ta the capital-goods producin:j sector. Note that the security­

market boan ca1ld start or enhanœ a type (1) investJoont boan in any 

of the three cases as the market value of investment goods or their 

volume are swept alorg with security priees 1 since higher security 

priees reduce the cast of raisin} furxis for invesbnent pw:poses. 

Keynes overlooks this possibility and again overlooks its possible 

inhibition of case (iii)'s deflation. 

'!he sealrdal:y ~ is ushered in by the realization of 

unanticipated profits in the collSUllPtion-goods sector Iegardless of the 

initiatirg sector. Consunption gC'.cds se11 for oore than they cest, 

where costs include nonnal enm'Preneurial :remuneration. windfall 
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profits 

••• act as an imucement ta retailers an::l wholesa.lers ta reduee 
their stocks •••• art: the al.Ioost inevitable result of profit on 
œrrent rutpIt am the visible depletion of stocks is ta 
~ge manufacturers of coJlS\.lItq?tion gc::xxls ta strain their 
efforts ta increase their output .•. Keynes (193Qa) p.258. 

As Keynes explaiPs later, entrepreneurs are myq>ic in allCMin:J current 

priees or "spot priee" ta rrotivate outplt decisioœ. 'Ibis is due ta 

the "uncertain" natuœ of future priees, priees at the enj of the 

production period, i'whidt aIght ta influence them" [Keynes (1930a) 

p.292] • '!he rush te production increases the enployment offered, 

increasirç even lOOre the ea.rnin;Js level an::l, if they have not already 

increased, the rate of ea.rnin;Js. Full enployrrent at least of 

"certain .•. specialized factors of production" is beirç reached [Keynes 

(1930a) p. 259]. 'n1.e secorrlary p,ase alse brïrgs pressure on barlk.irç 

reserve assets as the priee level rises due ta incane am cutütLXlity 

inflation [Keynes (1930a) p.259]. 'lhis terrls ta increase the tenrs of 

l~. Keynes is setting the stage for the collapse of the business 

upswirg through his anticipatj on of deflation in the col1SUITption-goods 

priee level arrl his anticipation of increases in the market rate. 

'!he collapse does net necessarily bri.n;J wllrlfall losses am a 

sltntp. 'nle secorxiaty };ilase, regardless of its initiatin;J cause, brin:Js 

an increase in co11SUI!ption-goods out:p.lt an::l sales, am 

••• entrepI1?.neurs can always sel l col"lSUllption goods for an 
a<}3Iegate SUIn which is at least equal ta their cast of 
production ••• Keynes (1930a) p.260. 

'nle assumption is that the marginal propensity ta consume is one. With 

zero profits in consl.lI'l'ption-goods production, l'-S=Q am PR=Er+Ec-S 

equals PR=Er sinee Ec=I'. '!he priee levei of consunption goods may 
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fall ta "the previalSly rulin;J priee" anj "the boan may just cea.se" 

[Keynes (193Qa) p.260] . winifall profits in col1SllITption-<jcxxl 

production are only sustainable as earnin;Js race ahead of col1S1.IITpt.ion­

good production; as the product cares ta market in greater voltnre, the 

wirrlfalls dissipate, particularly when the level of invesbnent is net 

sustained. As we remarked earlier this sequential mechanism is net at 

all clear in the Treatise, which says that 

••• the :inc::enti ve te an increased output of capital goods 
shoold diminish, just as the incentive ta the production of 
col1S\.lIll?tion goods increases. Keynes (1930a) p.259 

Are we back te ~ of fixed-capital investment as an initiatinq 

cause, net worki.rg capital, which the risin:J market rate is brin:::Jinq 

down? A post-boan augmented priee level will be maintained, not at the 

highest level cbtainErl Il in sc far as incane inflation has 0ccurred" 

[Keynes (1930a) W.259-260]. We have a partial deflation. '!hese 

stateJrents Keynes makes corrlitional on working-capital investment of 

case (i) arrl case (ii) having run its course, or l'-S = O. 

Keynes is less than clear on the scenario leacli.ng" to the ~ of the 

bcxIn arrl further ta the errl of the bcx::In without a follC1.NirxJ slllITp. '!he 

rise in the consurcq;>tion-good priee level, initially attributable te 

CClIRllOdity inflation or wirrlfall profits, is passed on in a general rise 

in the rate of remuneration or income inflation • 

••• [T]he potentialities of the factors of expansion will 
becane exhausted ..• the win:ifall profits of entrepreneurs will 
be continualSly stina.ùatirq them te bid against one another for 
the seIVices of the factors of production, sc that the profit 
inflation will gradually pass over into ~ inflation 
arrl ••• JOOre arrl 1OOl:'e lOOOOy will be required for the sutlX'rt of 
the irrlustrial circulation. Keynes (1930a) p.261 my brackets. 

In cases (ii) arrl (iii) full employrnent has been reached due te the 
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response of producers ta higher priees an:! profits. 'Ihis sequence, 

Keynes sug;Jest, will occur within a period or two [Keynes (1930a) p.256 

p.259 p.273]. Keynes' incx:me inflation in"plies that the cost of 

production of investrnent gocxis, l', is higher due ta the higher 

renunerations • Where do ~ higher savirxJs cx:me fran to balance 

agé\inst the higher lita stabilize the priee leve!? Keynes speaks as 

if the marginal propensity ta consume is one: lOOre reasonably, we are 

left with higher naninal savin:Js out of higher naninal i..nc:aœ. 

Perhaps Keynes does net dwell on these details because he 

anticipates that the deflation in the coIlSl..m1ption-goods priee level 

that does oc:::cur 

••• is likely ta usher in, net merely the errl of wirrlfall 
profits, bIt the beg:i.nnin:J of winifall lasses. Keynes (1930a) 
p.260. 

Keynes foresees severa! consequences of the partial c.anrooclity 

deflation. Marginal producers will be pùt out of J::usiness, reducirxj 

bath the total outplt level an:i the workirg capital leve!. '!he 

c::annOOity deflation again "may c.han:Je finaœial sentiJrents" ta the bear 

position: am Ws canbined with the enhanced neErls of irrlustrial 

circulation may force the bankirx.J system ta raise the market rate above 

the natural rate [Keynes (1930a) p. 260] . 

A point will came ••• when the effort ta expëU'rl or ta maintain 
the voltnne of in::iustrial circulation will drive the effective 
bank rate to a level which is ... [a] deterrent to new investIœnt 
relatively ta savin;J. At Ws point the slurrp sets in. Keynes 
(1930a) p.261 my brackets. 

Keynes is relyirxj on an overreaction of bearish sentiIœnt in the fine 

balance between bulls am bears that in better c:ircumstances would 

maintain the market rate at the natural rate, in conjunction with the 
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enhanoed needs of industrial circulation, te drive the market rate 

above the natural rate. capital deflation or losses are generate.d by 

the excess bearishness; the market priee of invest:rnent gcx:rls, P', arxi 

their market value, I, fall with tl.e drop in security priees, but this 

time they fall below savin;}s. 

Quite sinply the drq;> in new investment due te the fall in marginal 

producers, the rise in the market rate, arxi the capital deflation due 

te the security market shmp, leads te a situation where l'<S am I<S. 

A general deflationary envirornnent has developed requirinJ either the 

proloDJed process of incare deflation, Le. wage reductiol1s, to lower 

the priee level an:i :relieve the bar'lkin:J system as in the rronetary 

cycle, a turnabout in stock-market sentiments or 

.•. a new invention, or the developrent of a new country, or a 
war, or a retum of "business confidence" as the result of many 
small influences ten::li.rg the same way. Keynes (1930a) p.271. 

Invention, international develcprrent, am war all represent a rise in 

the natural rate. 

As the above two quotes irrlicate we are back te considerirg the 

rnarket-rate/fixed-capital investnent relationship ~ the prime cause or 

"initiatirg" factor behirrl the trade cycle. In a similar vein Keynes 

writes: 

With the progress of incane inflation the smplus bank 
re.sa.trceS whidt gave the stimulus ta entrepreneurs te exterxi 
their activities fade away (because of the increasing demands 
of industrial circulation) .. . Keynes (193Qa) p.259 my 
uroerlinirg . 

Keynes has failed ta maJœ clear the connection between fixed-capital 

investment, an increa.se in the demarrl priee of investment goods, arxi 

outpIt adjust:rnent. '!he culprit appears te be his initial broad 
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definition of investment whldl when used generally blurs the 

distinction bebJeen fixed capital am workirç capital. Withrut a 

distinction for analytica.l p.u:poses there is no need to estabUsh a 

connection. 

With a given leve! of fixed-capital investment, type (i) 

investIœnt, Keynes :relies on coI'lSUlTpt.ion-qocxi deflation, the ~ of 

wirxifall profits, an increase in earnings, arrl the d1ancJe to bearish 

sentiments to "usher in" the de!.flationary slUItp. 'Ibe first arrl last 

are crucial in the developnent of the slurnp as opposed to a leveling 

off of priees at a new higher, but stable level. We rnight ask to what 

extent is Keynes led to his conclusions by his apparent asstlIIl>tion of a 

unitary marginal prcpensity to COl1S\.IIœ, or by his net consideri..rq an 

increase in savin;Js with i.ncare, real or ncrninaJ.? Tc the ext.ent that 

the level of savirçs increases with i.ncare arrl these increases flow 

into the financial markets, the net savings flow ca.ùd SUWly the furrls 

necessary to support the new level of invest:ment. 'Ibis parallels a 

IX>int of view which began to arise out of the cambridge circus' 

critique of the Treatise's discussion of savings, and helped nove 

Keynes towarà the General '!heory. 4 But with fixed reserves, the 

rnechanism of savi..rqs ImlSt taJœ a different forme 

We have seen that Keynes' banking system operates with fixed 

IX>tential reserve assets. '!he last quote };Oints in this direction, 

although it does seem te contradict ms élSSlllTption of a fully lent 

banki.n:J syst.em when he speaks of "surplus bank resources." An increase 

in savings deposits, either real or naninal, wcW.d utilize these 

4 See Robinson (1933) for example. 
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assets or resources t:hra.çh the established reserve-ratio cenventions 

on deposi ts, unless the savings themsel ves we.œ in the fom of gold or 

gold-convertible substitutes am were added to bankirg assets. 

Ignorirg the gold flaNS in a p.Jre chec:kin;J eCOIlClUj, we ca.ùd argue that 

the other sicle of irx::reased irrlustrial circulation is sin;>ly an 

increased levei of sav:irçs out of the increased levei of earnin:Js. '!he 

increased sav~s level in tum plts pressure on the terms of lendi.rr;J 

as the stock of savirgs deposits ~rted by the fixed reserve assets 

grows, except insofar as they are converted into financial circulation 

in a b.ùl market. In that case their high veloci ty of circulation 

ca.ù.d reverse any pressure on the tenns of lerrli.rg that rnight cane fran 

increased in:lustrial circulation. 'Ibe ratio of time deposits ta dernarrl 

deposits, t, in the demarrl~eposit multiplier wa.ù.d fall, increasin;J 

the bank.in;J systern's len1irg ability, or at least stabilizirg it. As 

Keynes has stated, the savirgs decision is bath a choice net ta constnne 

am a choice of what fom in which te hold one's wealth, although it is 

net a decision to invest in real capital since savirgs am investin;J 

are done by different gra..1pS [Keynes (1930a) p.127 rt>.157-158 p. 250].5 

Ca.ùd net the flCM of savirgs into financial markets SlJItX>rt the 

increased investIœnt either through bank lerrlirg or through new 

security issues in a buoyant market? Allowin;J net savings increases 

leaves open the question of whether they are sufficient ta match the 

investment flCM am a bearish desire for sav:in.Js deposits. Bearishness 

ca.ù.d indeperxiently drive up the market rate, a precursor ta the 

5 'lhat arguIœl1t was carried over into the General 'Iheoty see 
Keynes (1936 pp.210-212 p.63) for example. 
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General 'lheoty's liquidity preference, rut here Keynes has tied the 

art:break of bearishness to the deflation in the ool'lSUIlption-qood priee 

level. 

What of the oonslID'ption-gooè. deflation brought on by the 

oonsurrq:rt:ion goods ~ te market in the secoOOaI'y Fha.se? Here the 

culprit is the pericxi-of-prcxhlction analysis used by Keynes. '!he priee 

rise occurs before am durirg the per~u... of col1Sl.ln"ption"'Jcx:x:l 

prcx:luction, before the goods c::are to INrrket. Why cruld net these gocxis 

cane to market with the growth of deman::i? Ignoring the atypical full­

enployment case (i), in cases (ii) arrl (iii) lN'e start fran slunp 

con:litions which Wl:A.Ùd be consistent with abnonnal inventories6, as 

lN'ell as the idle plant arx:l equiprent arrl idle harrls that Keynes has 

pointed out. Keynes' "goods in proc:P.ss" notion of invesbœnt inplies 

excess capacity nrd short-period outplt adjustment. Increased deroarrl 

for capital goods, either of Keynes' type (2) sort or of the plant arrl 

equipnent type (1) sort, may initiate the boc:m, but col1SUIl'q?tion gocxis 

will surely quickly follCM, first, fran inventories which Keynes thinks 

are miniIral arrl secom, fram increased production. '!he requirezœnt for 

arrj priee increase, let alone a priee rise shortl y follaNed by a priee 

decline, is minimized as long as idle harrls arrl factories existe 

Keynes' use of a period-of-production analysis contrives the cycle's 

develcpnent 50 that goods are not initially available as demarrl is 

6 Keynes (1930b W.116-124) in fact argues that the stock of 
liquid capital, goods available inmediately, will fluctuate very little 
in the "short-pericxi" of the credit cycle. Abnonnal inventories will 
generally not existe Dimarrl (1988 pp. 34-36) notices the saIœ point arrl 
at times argues that consumption-gcx:x:l outplt is "perishable" in the 
Treatise; the latter seerns an overstate.Iœnt. 
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growin:j, an:! then they are overal::A.1rx1ant. 

In arr IlWJdi.fied mxiel, withoot priee increases or decreases, the 

expectation of advantagea.lS investment. avenues may suggest abnonnal 

profits, rut abnonnal profits woold not be necessary te maintain 

production as lol'XJ as expected sales are rnatched by actual sales am 

entrepreneurs receive a rem..meration sufficient te caver sane fixed 

costs. What factors would now contribute te the erd of the boom? 

Keynes SUÇRest one detenninant that is irdeperrlent of the deflation; 

the initial advantageous profit 0pIXlrtunities ''will wear themselves out 

with tiIœ" [Keynes (1930a) p. 273]. 'Ihis is a lowerirg of the natural 

rate which iITplies a time perspective lOl'XJer than the usual short­

period perspective of the trade cycle. An alternate danpen.irq effect 

\O.ll.d ocx::ur when raninal in::ane increases am causes increased demm:i 

for irx:iusT.rial circulation. Should this exoeed the banking system's 

ability te acx:x::mocdate it through the savirgsjfinancial market nextlS, 

the market rate would rise. Irdeperrlent of a charge in the natural 

rate, the ~nirg effect would occur through this arrl any outbreak of 

bearishness, given investment's sensitivity te the market rate. 

A chan:Je in the natural rate due te the wearirq out of investJnent 

opportunities relies on a conception of the natural rate that ental.ls 

lOl'XJ-pericx:l investment sentiIœnts; this is the conception of the 

natural rate which we discussed earlier arrl introduced as Ke"ynes' 

primary idea of it. A cl'lanJe in the natural rate really ~lies a 

recx>nfiguration of the economy te a new stationary-state or steady­

state equilibrÜun. 'lhis W3S nost clearly seen in our discussion of 

Wicksell. In tenns of the Principles it rreans a secular change which 
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irxiuces a new stationar.y lor~-period equilibrhnn. Keynes' use of a 

cl'lan;Je in the natural rate in the trade-cy'"":le settin:J naw appears to 

inply nnverrent alorç an aggregate investment den'aJ"X! sr.hedule, in..~d 

of IOOVement of the schedule itself. It is in the latter sense that 

Keynes was us~ it when he initiated ms trade cycle; dt least, this 

is the General 1heory's sense of the argurrent [Keynes (1936) W. 77-78]. 

We can abviously have an initial shift in the aggregate investment 

dernarrl schedule am then IroVerrent alo1"XJ i t 1 but the direction of 

JOOVement alon; i t would depen:l on how savings behavior is IOOdeled in 

consequence of the ~ed investrnent am how willin;Jly the bankirg 

system supplies credit. 'Ihese quest~ons are net adequately addressed 

by the Treatise; it leaves us in somet:.hin:J of a muddle. At minirnLnn in 

the trade cycle we have a level of investment senitrnent, or of the 

natural raœ, insufficient to traintain full-employrnent outp,lt or 

incane. 

In the trade-cycle theory, with its ertPlasis on the period of 

prcrluction am short··period capacity adjustment, the natùral rate has 

clearly a::lIœ \..lIll'OC)()red fram its lor~-period stationary- or steady-state 

framework. In cases (ii) and (iii), with their initial less-t.Jum-full 

enployment equilibritnn, Keynes effectively reduces the natural rate to 

IIDti vat~ a cira..ù.atin;J capital perim of production. He has 

urrlemined its lon;-perioo. usefulness in denotin;J an extension of 

Mar".:J1al.l 's Ironetary framework. '!he period of consumption-gc:xxls 

production cames te dominate the tirne sense of the trade-cycle IOOdel; 

it is inherently short-pE>":'"iod in nature in the sense of adjustin:J 

outplt te demarrl corm.tions given fixed plant am equipnent. Yet the 
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focus of the adjustment is on price-level adjustment, am we again see 

the shadow of tlle quanti ty theoty of ltOney. 

'!he Collapse of th'<=! Natural Rate 

Keynes in the Treatise generally wants the natural rate to anchor 

cyclical adjustments. '!he trade-cycle discussion suggests that the 

natural rate has sane vaIX>r-liJœ qualities when tied to business 

confidence. Arrl there are yet two other lcx:>se errls. First, at tirnes, 

in contexts other than the trade cycle, the natural rate is presented 

as deperrlent on the market rate ~ destroyirg the stability of the 

enviroranent in which the ltOnetaI:y cycle is active. Alternately stated, 

the current cycl ical market developnents can al ter the s'tate .:>f long-

tenn expectations. Secord, the tirre framework of the Treatise' s 

dynarnic analysis raises questions of where the General 'Iheory's short-

period equilibrhnn would be situated in such a context. In the 

interpretation of the Treatise's trade cycle already we see Keynes 

IOOVirg toward the General 'Iheory's fraIœ!WOrk, even if inadvertently. 

As we have argued, the Treatise's natural rate parallels Money, 

Credit, arrl Cormœrce's long-period stationary equilibritnn interest 

rate. savingo is relatively interest-inelastic am ilTplicitly is held 

at its full-employrnent level in Keynes' ltOnetary cycle discussion, 

although Keynes alla.vs it to grCM secularly in a steady-state sense. 

Speaki.n;;J af British savings behaviar, he places the level of savings at 

"sorne 10 percent of our incarne" [Keynes (1930b) p.168]. In his 

discussion of the traci~ cycle the role of savÏJ'BS is again overlooJœd, 

arrl be<::anes more confused as he attempts ta apply his full-ernployment 

monetary analysis to a less-than-full employment econorny. As we have 
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pointed CAIt, in the trade cycle he ignores the i.nplied short-period 

variation in the leve1 of savin:.Js with the level of incx::me. '!he 

factors affectirq investJœnt expectations have been enurnerated several 

tiIœs earlier: technolc:x;JÏ: 11 advance, population grcMth, developrenc of 

new countries an::i markets, war, ard business confidelrCe. Except for 

business confidence, Keynes presents investment expectations as if they 

are stable at any nanenti ard. they define, in part, his lOn;}-period 

equilibrium. 

'!here are passages, though, where the na:blIal rate deviates fram 

its "normal level" due ta adjustments or overadjustments in the market 

rate [Keynes (l930a) W.l84-l85]. In his discussion of the "'Modus 

Operarrli' of the Pank Rate," O1apter 'n1.irteen, set initially in the 

context of a given natural rate, a rrcnetary factor causes the market 

rate ta rise alxtve the fixed natural rate. 'Ihis is the rrcnetaJ::y-cycle 

contexte We are told that the "prirnary effect" will be a fall in P', 

the market priee of new investment gcxx1s, ard. a rise in the level of 

savirqsi "the former is more likely ta be quantitatively important 

than the latter" [Keynes (1930a) p.l83]. 'Ihe rise in savin;Js leads ta 

a fall in P, the priee level of consumption goods, while sinrultaneous 

with this faU in P there is a drop in the output of invest:Iœnt gocds 

due ta their lowered demarrl priee. 'Ihese Keynes calls a "secorx:1ary 

effect" [Keynes (l930a) p.183]. "[T]ertiary effects" occur in 

consequence of lasses made by "all classes of entrepreneurs" unless the 

"bank rate is reversed" [Keynes (1930a) p.184]. 'Ihe tertiary effect is 

corrlitional on the bank.ing systern's resp:msiveness, particularly its 

responsiveness ta a decrease in the demartd for deposits due te a fall 
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in irdustrial circulation. In the tertiary p,ase, a.rt:plt am 

enployment contirrue ta fall am qr:cM worse "the lorger the state of 

affairs continues" (Keynes (193oa) p.1S5]. l'le are told: 

'Ihere is also one lOOre aggravation. sa lorg as there is a 
prospect of lasses, the natural rate of interest will fall 
below its normal. level, thus widening the gap be~ the 
natural rate ard the rrarket rate, am requirirg a reduction of 
the latter perhaps beyom what is practicable. Keynes (1930a) 
p.lS5. 

Keynes bas allC1tt.'ed the natural rate ta drift fran its lOOOr:in1 on full­

eJtployment prcx1uctivity arrl thrift, althcugh he qualifies the above by 

cla~ it will stay fast if entrepreneurs expect. "the period of loss 

will be fairly short", for exanple if they expect the banki.rq system te 

reverse itself (Keynes (1930a) p.la5]. '!he entrepreneurial priee 

myopia mentioned earlier now appears ta be abarrloned [Keynes (1930a) 

p.292]; priee expectations n -w include or are deperxient on expectErl 

macroeconanic develc.pnents, am éù.""'e not described by simple priee-

t:aki.rx} behavior. Keynes hë..~ introduced a less-than-fu1l elTPloyment 

natural rate separate fran t""~ real factors of productivity am thrift, 

arrl exclusively depen:lent on entrepreneurial expectations. As 

mentioned earlier, Keynes stated the "different types of 

disturbance ..• tern ta produee one another"; here the monetary cycle bas 

generated aspects of the trade cycle [Keynes (193oa) p.233]. 

Keynes gives us an histarical exanple of his analysis in a 

discussion of the 1929 Wall Street crash ard the slUl'l'p that ensued. 

Accord.irç te Keynes the slllIl'P was brought on by the Federal Resel:Ve 

Syste..'n' s atte.npt ta reign in the speculative stock market with a high 

market-rate policy prior ta the collapse. 'lhe policy spread 

internationally as lia synpathetic self-protection, " presurnably 
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protection of central bank resel:Ves [Keynes (1930b) p.176]. 'lbese 

rates reduced new invesbnent internationally, representi.n:J a l'prelude 

[ta] an era of fa1lin;J priees am b.lsiness lasses everywhere" [Keynes 

(1930b) p.176 my brackets]. '!he stock-market collapse itself simply 

brought the bear am b.ùl views tcMard equilibrium; "the two parties 

cnùd agree with one another lOOre nearly" [Keynes (1930b) p.175]. But 

the collapse "aggravated" the investment slUl'lp on its arrival 

••• bath by discoorag~ investment am Dy en:n.trag~ savirqs. 
'!he pessimism am at:m:Jsplere of di sawointment 'Nhidl the stock­
market collapse ergen:iered reduced entexprise an:i lCMereCi the 
naturaI rate of interest; whilst the 'psychological' poverty 
which the collap:;e of paper values braIght with it prcbably 
increase::l savirgs. Keynes (1930b) p. 176 my uooerlinirg. 

We might aà:l that the banki.nJ-policy confusion follow~ the collapse 

arrl .the budget-balancin;J atteJtpt.s further lC1.\'erE!d entrepreneurial 

expectations. 

In another passage on the relationship between the natural rate arx:l 

the market rate Keynes states that 

••• if [the] bank rate falls, this terrls ta raise the natural 
rate, if it arcAJSeS e:xpectations of a teniency toward risin;J 
priees, thus irx:reasi.n:J the attracti veness of investment in 
tenns of lOOney. Keynes (1930a) p.189 my brackets. 

In general we can conclude that there are passages where the natural 

rate is deperxlent on the market rate arx:l thralgh price-level an:i cutplt 

charges, actual or e.xpected, the prospective yields on investment 

projects alter am therefore the investment-dernard schedule will shift 

in œrtain cin::umst:ances with d1anges in the market rate. '!he 

circl:anstances are largely determined by entrepreneurs' e:xpectations of 

future bank-rate policy. 

In Keynes' analysis of the lOOnetary cycle the final eJtPlasis, 
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particularly when considerin:J deflations required for balance-of-trade 

adjusbnents, is on the "prolorged" process of eami.rgs-rate adjusbnent 

[Keynes (1930a) p.242]. Keynes relies on eami.rgs-rate cl1.an;Jes or 

incane inflation and deflation to :reduoe the distance between the 

market rate am the natural rate [Keynes (193oa) W.242-246]. since 

unliJœ "[i]n Bolshevist Russia or in fascist ltaly it" is not "possible 

Qy dec:ree to cl1anJe the lOOney rate of efficiency eami.rgs overnight," 

the policy i.nstrument available to nake the earnirgs adjust:nent is the 

bank rate itself [Keynes (1930a) pp. 244-245] • An increase in the 

market rate eventually lowers the lOOney rate of eami.rgs; a decrease in 

the market rate eventually raises the lOOney rate of eanti.n;Js. As 

Keynes suggests, there is an asyrrmetly in this adjustJnent process. 7 

If it is a case of reducl.rg the rate of earnirgs, the factor of 
production may resist the fall, with the result that their 
period of unemployment may be prolorged. Keynes (1930a) p. 242. 

we can assume factors do not resist eamin:r-3 increases. An inverse 

dependence of the natural rate on the market rate introduces a new 

factor into whatever eamings-adjustment process i5 necessary. 

we might ask to what extent a drop in the market rate would be 

sufficient to raise the natural rate in the depressed conditions 

required to reduce eami.rgs? How farsighted are Keynes' entrepreneurs? 

At times he has them ~te with a current sales-priee myopia reacting 

ta ex post realized sales, with a market-rate inelastic natural rate. 

At othf>X times, as just noted, they react ta rronetary or bank-rate 

poliey "if it arooses ~tions ..• of risirg priees" [Keynes (1930a) 

p.189]. 'lbe extent ta which the natural rate varies with the market 

7 AIse see Keynes (1930a pp. 151-153) • 
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rate is an ~ question. Wrul.d we suspect the inverse relationship is 

syntnetrical, ~tirg in bath slllItp; am bocms with the saJœ 

, tens'ty? lJ1 1.. It is clear that thp- natural rate cx:uld lose its anchorirg 

status, its attribute as a center of gravity, am could throw the 

adjustment process inta disarray. 

'!he disarray <XA.Ùd be further cœq:oorded by charges in nanimal 

~s am their effects on the level of deman:i. We have mentioned 

several times that Keynes does not expect the ea.rni.rqs-adjustment 

process ta p.coceed "SIOOOthly," due ta labor's resistance ta wage cuts 

[Keynes (1930a) p.242]. He alsa states that he does net want te 

develop in detail the "intricate theory of the econunics of the short-

period" [Keynes (1930a) p.145]. But as we have alse quoted before, he 

tells us "in passirg" that, 

When for any reason an entrepreneur feels disca.rraged about the 
prospects, one or bath of two courses may be open ta him - he 
can reduce ms out:plt or he can reduce ms costs by lowerirg 
his offers te the factors of prcxiuction. Neither ca.u:se, if 
adq?ted by entrepreneurs as a whole, will relieve in the least 
their lasses as a whole, except in sa far as they have the 
irrlirect effect of reducinJ savirgs or of allowirg (or causin:J) 
the bank.in;J systeJn te relax the tenns of credit am sa 
increase investment (nei ther of whieb is what the 
entrepreneurs themselves have in rnin:l); whilst, on the ether 
harrl, bath cc:m:'SeS are likely te ag:Jravate their lasses by 
reducirxJ the cost of investIrent. Keynes (1930a) p .144. 

Reductions in enploytœnt am wages only lead te lasses am "are likely 

te aggravate" the situation. A reduction in the cost of investment 

represents a drop in naninal earnings am a drop in nominal dernarrl. It 

is presuIœd that firms are havirg difficulties sellinJ at their 

current priees; a reduction in denarxi only causes a further reduction 

in priees am revenues, m::JVing finns inta deeper lasses as their costs 

do net fall as fast as their priees am revenues. 'lhis description of a 
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prccess whid"l can be envisioned to have been set in nntion by 

deflationary ronetary p::>licy does net lead to a vision of investment 

decisions am investrnent expect:ations as stable in the face of short-

period cyclica1 developœnts. HaVID;J tied the natural rate to 

entrepreneurial priee eJCpeCtations which cl1.an;Je with c.harges in the 

market rate of interest, it would would seem awropriate, given the 

above passage, to tie these same price e>cpectations 1 am therefore the 

natural rate, ta charges in eamin:Js am ootplt. 

Keynes' trade or credit cycle is intrc:xiuced by shifts in the 

natural rate, which appear siITply to rnean charxJes in the level of 

investment. Investrnents rise relative to savi.n;Js, requirirq an 

i.ncrease in e.amirY;Js to brirq the market rate into line with the new 

higher level of the natural rate am stabilize the investmentjsavi.n;Js 

relationship. In this characterization, it is assumed that the 

coI'lSUIlption-qoods deflation, the rise ot bearishness, and the reduction 

in marginal producers are not such to stirnulate a cycliœl dC1tJl1-tum. 

on the face of it, the inverse relationship between the market rate 

am the natural rate would œ stabilizirq; a rise in the market rate 

lowers the natural rate am brin;Js the investmentjsavirqs relationship 

into line earlier; by Keynes' definition this is an equilibrium 

position. In Keynes' typical case (ii) am (iii) trade cycles we start 

fran a position of unemployed resources with an increase in the natural 

rate, the market rate rises after or near full errployrnent due te Q .L ise 

in rernuneration am a rise in bearish sentirrents with the deflation of 

coI'lSUIlption goods. Ibes this rise in the market rate jar the natural 

rate downward, settirg up a cyclica1 down-turn, which in tw:n leads to 
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a faU in the market rate an:l new rise in the natural rate? A cyclical 

or oscillatirg dynamic aroun:i full erployment is poc-sible if tNe 1<nc::M 

not:.hirg about the convergence of the market ratejnatural rate 

relationship. Given the natural rate's expectational qualities, is it 

possible for them ta converge at less than full enployroont? We are 

suggestirg, at least, one rationale for the Treatise's Ul"'deremployment 

eqJ.ilibritnn, if not the cycliœl pattern of the trade cycle itself. 

Finally we can acXiress the question of the General '!heory's less­

than-full e.rrq:>loyment short-pericd equilibritnn or at least its time 

frame versus the ti.me frane of the Treatise. '!he IOOnetary cycle is 

daninated by full-eq:>loyment invest:lœnt in plant arrl equipnent arrl, 

conceivably, witn net investment balanced by net savirgs in 

equilibrium, the Treatise is presentinJ an equilibritnn gru.vth path. A 

stationazy state is equally possible without net investment nor net 

savirqs. out-of-equilibriurn pericds describe inflationary or 

deflationary episodes where the grthJth path or t.he stationary state is 

exceeded or its potential is not reached. '!he equilibriurn stationary 

state can be thought of as a realization in a particular short-period 

of full errployment with priee stability. When looJœd at tram the 

Principles' perspective on the short-period, where outplt adjusts ta 

deman:i, given capacity, it sc happens in the mnetary-cycle case that 

the level of capacity utilization am the eamirgs it generates leads 

te no furtller desired adjustments in capacity. '!he lorq-period 

equilibrium is just a special short-period equilibrium; the rronetary 

cycle's equilibrium represents a long-period equilibrium fran the point 

of vierw of the representative finn or irrlustry. '!he equilibrium 
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stationazy state then corresporrls in an analytical tenporal sen..~ with 

the General 'Iheory'S short-pericxl unemployment equillbrium only insofar 

as the CAltpJ.t level chosen bas adjusted te the level of demarrl, but a 

short-period equilibrium iIrplies not:llirxj about the desired level of 

capacity that the General '!heory's finns would prefere 

We saw in the last section a wobbly, if inadvertent, step toward 

the General 'Iheory when we discovered tbat the trade cycles' 

adjus"t:lœnts were of outpIt ta capacity. 'nris was irrplied by the "g00ds 

in processif notion of investment or the investrnent in current output 

that Keynes was discussing. '!he level of savings, of investrnent, and 

of the market rate, which defined the initial corrlitions of the trade 

cycle, Keynes defined as a less-than-full employment equilibriurn. In 

the output adjust:Iœnt context of the trade cycle this iroplies a less­

than-full enployrnent short-pericxl equilibrium where entrepreneurs are 

realizing their e:xpecte:i procee1s, bl!t not receiving their long-period 

nonnal rate of return. '!here is a shift in the meanings of Keynes' 

furrlamental equations, their definition of earnings, and the natural 

rate, which Keynes ~n the Treatise does net seem te notice; we 11CM have 

a less-than-full errployment natural rate. 

But it is unclear what behavioral interpretation te gi ve ta the new 

natural rate. In the case of the monetaIy cycle, a lowering of the 

market rate below the natural rate caused the realization of excess 

profits by raising the market value of investment goods above their 

cast of prcx:iuction, which led, in turn, te raised expectations of 

further profits. '!he drop in the market rate raised the level of 

naninal investIrents under full-enployment corrlitions. In the trade 
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cycle we have a similar process, exoept the natural rate is no lOn;}er 

defined relative to a full-enployment econany, am a change in the 

market rate does net necessarily lead to to type (1) investIoont in 

plant arrl equipnent, rut can sinply raise type (2) invest:rnent in gocxls 

in process. 

In the IOn;}-period stationary-state context of the IOOnetaty c.ycle 

at equilibrü.nn, the natural rate sets a unifonn rate of profit 

~out the econany, a1lowance bein;J nade for the 'representative' 

nature of this conceptualization. But in the disequilibriurn ~, 

irrlividual or 'representative' irrlustry profit rates can differ fran 

the natural rate, pTeSLIIrably in different manners deperrlinJ on the 

techniques of production arrl variations in product demarrl. At this 

stage each finn's or irrlustry's expected profitability would vary, am 

the natural rate loses its behavioral significance. '!he economy's 

convergence back to the full-eroployment natural rate is really a matter 

of faith in the SIOClOth workin:J of market signals, as COlU1ter­

exerrplified by wage arxl output cuts generatin;} lasses in the 

"intricate •.. short-period" [Keynes (1930a) p.145]. Clearly then, the 

natural rate in the short-period of the trade cycle, or the lOOnetary 

cycle for that matter, sllrply signifies the expected profitability of 

indi vidual finns or irrlustries given their current econanic 

circurn.stances an:} thr.> state of the economy. If their iniividual sales 

proceeds rneet their expectations they will have no incentive to ~e 

their behavior except insofar as past investrnent decisions affect 

desired current output levels am investment decisions, or if the 

econanic circurnstances ch.arY;Je. A cl1.arqe in econanic circurnst:arx:es 
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leads to a d'large in their "natural" rate or broadly defined investment 

behavior. 

We have just seen in our discussion of a cyclically deperrlent 

natural rate three factors that signal te fi.rns or irrlustries that 

circumstances have c.han:Jed: a chan:Je in the market rate, a change in 

IDninal wages, am a chan:Je in outplt. Fach of thtSe Keynes in the 

Treatise identifies with c.han:Jes in prospective priees or revenues due 

ta a ~e in the level of deman:i. Keynes never links in a consistent 

or precise rnanner ch.an;Jes in the level of invesbnent with chan;Jes in 

demarrl or~. <l'larges in the natural rate wruch cane al:x>ut with 

cl1arges in the market rate point in this direction. But his 

discussion of the thiI:ù p,ase of his trade cycle, where wor~-capital 

invest:Iœnt in c:on.su:rrption-qoods production is seen to strictly increase 

wages in coJ'lSllllption-gocxls prcxiuction with no increase in errployment in 

worki.n;J-capital production, points away fran the investmentjoutput 

c:ormection. 

Conclusion 

We have presented Keynes' IOOnetary theoty of price-level trerrls, or 

rronetary cycles, am deJtCnstrated the central :il11portance of the natural 

rate in detenninirq the outc::ane of a IOOnetary disturbance. It is in 

this context that we first raised the question of the stability of the 

natural rate, particu1arly in the context of incane am profit 

deflation. In general, though, our presentation si.mply deIOOnstrated 

the integration of the Treatise's catp:>nents, highlightinJ the priee­

level adjustJrent am market-rate adjustrrent. We noted the requirement 

of a balance between bearish am bullish security-market sentiIœnts, as 
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well as the requirement of a balance between investment an:! savi.rgs. 

'!he discussion of savi.rçs, as we stated in <l1apter '1hree, was 

insufficient; it does not mention the deperderx:e of naninal savin3s on 

naninal .incx:Ine, a requirement of his equili.brhnn am the restoration of 

the market rate ta the natural rate. Pertlaps he thCAJght it t.oo d::Jvioos 

te rrention. 

In our discussion of the trade cycle, we discovered that Keynes 

wants te spaak of a less-than-full enployment e.quilibrium, but 

awarently maintains the framework arrl concepts, at least the 

tenninology, developed for the analysis of lOnJ-period full-enployment 

priœ-level novements. We made use of our exterrled discussion of the 

trade cycle te ~ize the shifts in meani.rg of sane key ideas fourd 

in the Treatise's fraI'llettJOrk, particularly the idea of normal. 

entrepreneurial inc:x:Ite arrl the natural rate. '!he less-than-full 

enployment equilibrium caused us te rethink both concepts. '!he natural 

rate, or its chan:Je, carne te signify siItply a c.harxje in the expected 

prospects fran invest:ment either in plant arrl equiprent or in an 

increased scale of outp.lt. '!he natural rate lest its connection ta a 

full-employment stationary- or steady-state econany . '!he incane 

enjoyecl by entrepreneurs in the urrlerenployxœnt equilibrium with exc:ess 

capacity we identified with the incorre obtained when realized sales or 

priees meet entrepreneurial expectations, as in the Principles' notion 

of a short-period equilibrium when outplt is adjusted to the level of 

deman:l, given fixed capacity. Olr main justification for clrawi.nJ this 

parallel is the enq:hasis Keynes plaCEd on a finn's goods-in-process 

decision. 'Ihis, of ca.lI"'S9, leaves vague the influence of investrnent in 
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plant ,am equipnent on the equil:ibrium prooess. We foorrl, in fact, a 

great nu:kll.e when we addressed the trade cycle's harrlli.rç of the latter 

type of investment. Finally throughout oor diso.JSSion of the trade 

cycle we noted Keynes' contrivances to force price-level adjustments 

am validate the quantity theory, doirg this in a IrOdel which we fourrl 

invalidated the lOn:J-pericxi frarnework custanary to the "classical" 

lOOnetary tradition. 

In the diSOlSSion of the collaspe of the natural rate we used 

Keynes' asides on the possibility of a cyclically deperxient natural 

rate to raise the question of what factors deterrni.ne the films' 

expected level of de.marrl, am how the natural rate arrl the market rate 

might converge in a less-than-full employrrent econany. 'Ihis 100 us to 

c::atpare the settin;J of the Treatise's adjustment process te that of the 

General 'lheory's. We drew again on the Principles' analysis of the 

IOI'XJ-period arXl the short-period to draw a parallel between the trade­

cycle analysis aOO the short-period analysis of the General 'Iheory, but 

we fourrl the parallel to be i.ncanplete. Keynes never links cJ.1an:Jes in 

his cyclically depen:lent natural rate - his dlarge in investIrent 

sentiments - in a consistent way wi th cJ.1an:Jes in the level of incane 

or CJUtpIt. OUr discussion of the cyclically deperrlent natural rate am 

the detennina.nts of derrarrl raised questions of the viability of the 

natural rate, as a unifonn rate of profit, havin3' any behavioral 

detenni.nirg role in restorin;J the econany to equilibrium. 

As a final conjecture, it needs to he said that it is the quantity 

equation am Keynes' acceptance of it as a full-enployment equilibrium 

corx:lition that umer1ies the time frame of the Treatise. It colors his 
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elq)lanations of price-Ievel dynamics am fcx:::uses his attention on them. 

Priee levels are to he explained at the expense of a sourd theory of 

ootp.It lOOVements am sav.n;Js behavior. Ln the trade cycle, 

col'lSlUTptlon~oods production cannot ~ with the expansion in deman:l 

for such goods; a periocl-of-production analysis fOC'USeS attention on 

price-Ievel cl'larqes. In the trade cycle, full errployrnent is quickly 

reached, forcirg market-rate charges; an:i in the IOOnetary cycle, the 

full-employrœnt level of savirgs a.rrl bear's savin;Js positions force 

market-rate changes. Bath cases are seen to initiate price-level 

changes. 'Ihe consequences of the asides on a cyclically deperrlent 

natural rate are net elq)lored, leavin;J c:pm questions of where the 

econanic system is grourrled. Is it groun:l.:d il the potential full­

enployment levels of productivity am thrift or in entrepreneurial 

expectations of priees, revenues, a.rrl dernan:i? 'Ihe assurrption of full 

enployment or a system that quickly resteres full enploytœnt is an 

assurrption that facilitates price-level chan:Jes am hides a view that 

sees the world through the quantity equation. 

217 



" 

Olapter Five 

'!he General 'Iheoz::y's eriticisms of 'CldSSical' z.k>netary 
'Iheory 

As early as the auturnn of 1929, Pigou's ccm:nents on the Treatise 

asJœd why the bank rate "cannat affect E or 0, Il earnings or total 

out};:ut, am Pigou asJœd uWl'Jélt hawens; if 0 alters ••• ?" [CWJMK Vol. 29 

p.5] • '!he Treatise was ~lished in 0ctc:lJ:er 1930; several rronths 

before its ~lication Hawtrey c:x:JI1lOOl1ted on what nust be Keynes' fi.r3t 

furrlarnental equatian, ''Mr. Keynes' s fonnula," that i t 

•.• does net rea::lgllise the possibility of a reduction of output 
bein:J caused directly by a contraction of derrarrl without an 
intervening faU of priee. CHJMK Vol.XIII p.152. 

Hawtrey gives an example where with an increase in the level of 

savin:Js, traders "curtail arders" to avoid "an accumulation of unsold 

stocks" of COl1SllIœI' gcxxls without an initial priee reduction. Oltput 

falls am with it "consumer's :incane," arrl Hawtrey remarks that the 

latter "could net fail to cause sare fallirq off of savirqs" [<XJMK 

Vol.XIII pp. 151-152] .1 Hawtrey goes on to suggest that savirqs am 

investIrent, the latter incl\..\Ciin;J the "unsold stocks," :-:ay come to 

equality at a level of outplt lower than initially supposed. 

Keynes resporrled to Hawtrey a rronth after the Treatise was 

plblished, statirg that alterations in the level of output due to 

actual or anticipated priee dla.rqes are "inp:>rtant, but net strictly a 

rronetary prrolem" [CVUMK Vol.XIII p.145]. '!he Treatise considered 

''what governs priees," but even here it did not consider "every 

1 Hawtrey's rernarks were later tAlblished in Hawtrey (1932 pp.336-
338) arrl eventually were addressed by Keynes (1936 p.51 fn.l) in his 
discussion of short-tenn entrepreneurial expectations. 
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c::orx::eivable factor" that waùd be required for lia carplete picture" 

[CWJMK Vol.XIII p.145]. Alteration in the level of ootp.rt, which, li.ke 

Marshall, the Treatise rnaJœs a special case am the object of its 

trade-cycle theory, both Pigou am Hawtrey suggest is the general case. 

A cx:::rrplete theory of price-level dynamics requires that al terations in 

outp.It arxi incarne are net addressed as seconlaty issues. 'Ihey are 

suggesting, without elaborating or investigatirq the consequences, that 

in ch.an:;Jed corx:litions of credit or with a ch.arged propensity te save, 

al terations in output can be anticipated am must be made part of the 

theory. Keynes continues his reply te Hawtrey: 

... 1 am net dealing ~.,rith the catplete set of causes which 
detennine volume of out:p.It. For this would have led Iœ [on] an 
en:llessly lorq joumey into the theory of short-period SUWly 
arrl a 10n;J way fram nonetary theory; -- though l agree that it 
will probably be difficult in the future to prevent mJnetary 
theory arrl the tl1eory of short-period supply fran runnirq 
together •..• 

As it is l have gone no further than that anticipated 
wi.rrlfall loss or profit affects the outplt. of entrepreneurs arrl 
their offers te the factors of prcx:luction; but l have 1eft on 
one side the question hCM nn.lch outp.lt is affected arrl aIse 
whether outp.lt can be affected in any other way. CWJMK Vol.XIII 
W.145-146 rny brackets. 

But we rnnst reIlEII'her that in the Treatise Keynes is operating fram a 

full-employrnent equilibrium corxlition at least in his mJnetary cycle 

[Keynes (193Qa) p.132]. Sa windfall profits generate price-level 

increases, net changes in output, incorne or employrnent; dlX:i wirrlfall 

losse.c; are reasoned te affect the latter only insofar as priees, 

particularly wages, are net dOWJ1Wa.L-dly flexible [Keynes (1930a) W.242-

244] . In the case of the trade cycle where un:leremployment is 

pel.-mitted, we fc:lllOO contrivence al:Jounjed when a ch.an:Je in out' ut was 

integrated into the Treatise's theory. '!he above quote has a slightly 
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false rirç te it. art: Keynes a~ te be S1.1C};JeStirg that a.rt:plt must 

be significantly affected before it interferes with the process he bas 

describrl in his lTOl'letary cycle or the process cpmitive due te a 

trade-cycle imbalanoe in I=I'=S. He does not address the relationship 

betwaen rutplt, incx::Ine, ani savi.rçs. 

ROOinson (1933a) points te the Treatise's banana-plantation parable 

as a den'Onstration by Keynes of the possibility of nultiple positions 

of invest:mentjsavin;Js equality, arxl therefore of un:lereJl'Ployment 

equilibria; Rd:>inson says that Keynes "oarplete1y overlooks" "the 

significance of this discovery" [ROOinson (1933a) p.25]. In his 

parable Keynes has us imagine a closed nation of banana producers, 

where initially bananas are priced at their cost of production with 

savings equal to investment. Keynes argues that the institution of a 

"thrift canpaign," an increase in what we would now calI the 

p~nsity te save, withrut a cc:t'Ipel1Bat~ increase in investment in 

new plantations leads te a fall in the priee of bananas am brings 

lasses te the producers [Keynes (193Qa) W.158-159]. As a consequence, 

proclucers reduoe their errployment levels or reduce their wages. 'Ibis 

does not restere profit levels, but reduces the aggL~te "sperrling 

power of the ~lic .•. as nuch as the aggIe:fcite costs of production" am 

perpetuates the lasses [Keynes (193Qa) p.160]. Keynes concludes: 

'!bus there will be no position of equilibrium until either (a) 
all production œases am the entire pc:p.ù.ation staIves te 
death; or (b) the thrift canpaign is called off or peters Olt 
as a result of the growing poverty; or (c) investment is 
stimulated by sare means or another sc that i ts cast no lorqer 
lags behin::l the rate of savings. Keynes (1933a) p.160 

It is perhaps the secord of these which suggests te Rd:>inson a 

relationship between savirqs ani incane, am that chan;Jes in incane 
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will drive the level of savings to whatever the level of investIrent 

hawens to he. 

Robinson cx>ncludes fram Keynes' parable that 

.•• he bas proved that output may be in equilibrium at any 
llUlt'i:ler of different levels, am that while there is a natural 
teroency towards equilibriurn between savings an:! investment (in 
a very lorç run) there is no natural terrlency tcWcn:ùs full 
enployment of the factors of production ..•. He failed to notice 
that he had incidentally evolved a new theory of the long­
period analysis of outplt. Rcbinson (1933a) p.25 

Robinson later stated that the idea of an urrleremployment equililiriurn 

"came out fran the discussions at the time of the circus," that is, 

1930-1931 [Lambert (1969) p.253]. She is perhaps reading the 

urxiererrployment equilibrium into Keynes' parable fram the hindsight of 

those discussions. A change in the level of output is not necessarily 

stated by Keynes~ entrepreneurs reduce employment or wages, am either 

will drive down aggregate experrlitures. rut IOOre inportantly, in the 

context of the Treatise the decrease in the priee level of bananas am 

the decrease in wages or employment will reduce the demarrl for 

ln:lustrial circulation arrl will reduee the bank rate. Or should 

bearishness have arisen, decreased iroustrial circulation will terd ta 

reduce the bank n'te against the bearish terrlencies ta increase it. 

Keynes would he content ta analyze a cl1an::Je in savings behavior alorç 

the lines of his trade cycle, as he suggests can be done [Keynes 

(1930a) p.257]. Keynes dœs not introduee the banking system or the 

state of security-market sentiments into his parable, but given the 

thrust of the Treatise's analysis arrl its reliance on the bank rate as 

a full-enployment equilibriating factor, then one of the "sorne means or 

another" by which "investment is stimulated" is the ba.nk rate. '!he 
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'1'reatise'S major discussion of the bank rate oocw:s in the chapter 

whidl ilIIDediately follC7ft'S the dlapter oontainin;J the above parab1e. 

'!he historica1 transition fran the Treatise te '!he General 'lbeozv 

has been analyzed at l~, for exanple by Patinkin (1976 am 1977), 

Mi1gate (1983), Kahn (1984), Bridel (1987), ani D:ilnan:l (1988). '!he 

nultiplier am the theory of effective deman:1 are identified as of 

central iIrp:>rtance in this deve1cpnent, alorç with a new central am 

enphasized mle for expectations. Yet one :iIrp>rtant aspect of the 

ronceptual transition does not aRJeéU" to be fully awreciated. We have 

argued in earlier chapters that the quantity equation daninated the 

analytical structures of the ëll:gl.llOO1'1ts of Marshall, Wicksel1, am the 

ear1y Keynes' IIPnetaIy theories. In partic:ular it rrotivated the 

definitions of the stationary-state or steady-state lorq-period 

equi1ibrium. Fl.1n3amental te the occurrence of the lorg-period 

equi1ibrium is the flexibility of bath the wage rate arrl the interest 

rate. It bas been argued that when the question of charges in the 

leve1 of ootp..tt bas been raised in these earlier works' djscussions of 

the trade cycle, their focus on price-leve1 oovements cpmitirg through 

the quantity equation bas not 1ed to oonvinc.in:.J deductions. '!he 

discussion of the trade cycle became \.lJ1IIDOred fran the quantity 

equation am its 1anj-period framework when the expect.ed effects of the 

cycle itself were pennitted to affect aspects of the framework, 

particu1arly the natural rate. Keynes' çroach te dlarçes in the 

level of a.rt:pIt urdergoes a f'uOOamental shift when he ad~ the theoIY 

of effective deman::l am the multiplier, am when he situates them in 

the short-periode 1his short-period analysis, lUÙiJœ the long-period 
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identified with the quanti'ty equatioo, is in the nature of a "partial" 

equilibrium analysis in the sense of not inplyirg the stationazy- or 

steady-state cxnsequenoes. It is also a partial analysis in the sense 

that Keynes i.npcAm:ls within a ceteris paribus clause the effect on the 

desired current a.ttp.It level due to c.han}es in capacity that are in 

mm due to realized investJrent plans, althrujl the effect on the 

invesbnent decisions of dl.arges in the leve1 of capacity due to 

realized investJrent is emtx:xlied in the negati ve slope of the marginal­

efficiency-of-capital schedule [Keynes (1936) p.136].2 

Even in the partial-equilibrium senses described above, it is not 

ena.lgh for Keynes to sinply assert the nultiplier am the theo:ry of 

effective deJ'llimi; for his equilibriurn ta awroximate reality in lus 

tenporally limited sense he must argue against the effectiveness of 

interest-rate am wage-rate flexibility as bearers of eventual full­

erployment equilibritnn. 'lhat requirement arises due to the furrlamental 

raIe lNe have seen their flexibility play in the disequilibrium 

processes leaciirg to full errploytœnt described by Marshall am 

Wicksell, am presented in the Treatise. It can be conjectured thé ~ 

Keynes anticipated that bis critics would tum to these flexibilities. 

In addressi.rç these potential critics in the General 'Iheory, Keynes 

lays down an early defense, but also points ta the literature he was 

familiar with am eut of which the General 'lbeoty arase. F\1rther it 

clears the way for Keynes to assert bis own adjustInent process 

embcxtied in the short-period multiplier, a process potentially 

adjusti.rx;J to less-than-full employnent. 

2 on the secom of these effects see footnote six. 
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In this chapter we will first outline the oonceptual enviromnent of 

the General '!heory's short-period analysis am the direction alollCJ 

~ch Keynes suggests a 10D;J-pericx1 theory would p:roceed. '!he point is 

ta dcx::urnent the oonceptl1al shift entailed by the theo:ry of effective 

dema.rn am the II'P..Ùtiplier, am te ask how we now dlaracterize the 

values of variables UJ"rler discussion. secam, we will outline Keynes' 

defense against established theory; that is, we will look at his 

arguments against the effectiveness of wage- and interest-rate 

flexibility at restaring full employrnent. '!hese latter argmnents are 

inp:>rtant in establishing the persistence of less-than-full employment 

oomitions, though given the circumscribed nature of the General 

'!heory's equilibritnn, persistance of less-than-full enployment does not 

in"ply a unique equilibrium. Finally we will analyze Keynes' new 

perspectives on the natural rate and the quantity theory, am use this 

discussion ta derronstrate his proposition that the "classical" 

perspective is but a special case [Keynes (1936) p. 3]. 

'!he General 'Ibeory' s Method of the Short-Pericx1 

UnliJœ the Treatise on Money, the ~l 'lheory is e:xplicit in 

describirg the environrnent in which we are te imagine its analysis 

occurring. Keynes systernatü.:ally outlines the "given" factors, "the 

irrleperxient variables, Il and nthe depenient variables. Il 

We taJœ as given the existin;J skill am quantity of 
available labour, the existing quality an:l quantity of 
available equiIJOOI1t, the existin;J technique, the degree of 
c:c:Itpetition, the tastes am habits of the consumer, the 
disutility of different intensities of laOOur am of the 
activities of supervision ard organisation, as weIl as the 
social structure including the forces, other than our variables 
set forth below, which detennine the distribution of the 
national incarne. ~ynes (1936) p.245. 
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'!he factor aJOOn;J the givens that differentiates Keynes' short-period 

fran Marshall 's lorg-period is the llquantity of available equipnent, Il 

precisely the given factor that defines Marshall's short-period in 

which entrepreneurs are free to al ter their output decisions. Keynes 

further states that we are net to lIassume these factors are constant, Il 

but for the sake of bis analysis we are net considering "the effects 

am consequences of dlanges in them" [Keynes (1936) p.245]. '1hat 

suggests the abstract nature of Keynes' analysis, but does net inhihit 

the view that the analysis is grourrled in an historically given 

context. 3 

'!he irxiepen:ient variables are 

000 in the first instance, the propensity ta consume, the 
schedule of the marginal efficiency of capj tal arrl the rate of 
interestooo Keynes (1936) p.245o 

An:i, Keynes goes on that 

o 0 0 our ul timate iOOependent variables 0 0 0 [are] 0 0 • (1) the three 
:fun::3aIrental psychological factors, namely, the psychological 
propensity to COI'1SUlTe, the psychological attitude te liquidity 
am the psychological expectation of future yield fram capital­
assets, (2) the wage-unit as detennined by the bargains reached 
between enployers am enployed, am (3) the: quantity of money 
as detennined by the action of the central banko 0 0 Keynes 
(1936) ppo246-247. 

'!he deperrlent variables, those detennined by the analysis, are the 

"volmne of enployrnent am the national incarne" [Keynes (1936) po245]. 

Earlier Keynes criticizes IItraditional analysis" for taking the 

deperxient variables, "Saving am Investrnent, Il as the irxiependent 

variables or detenninants; the latter he identifies in the first of the 

3 Robinson (1973 poxv-) suggests net only viewin:J Keynes' analysis 
as initiated fran a histerical rranent, but also cx:::currin;J in actual 
timeo 'Ihis theme has been developed by Asimakopulos (1988 pp.2-4) . 
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above quetes [Keyres (1936) W.183-184]. 'lbere is no presunption-

either in the given factors or the Wepenjent variables - of a 

stationary state am its att:.eOOant full-en-ployrrent assurrption as we 

faJJ'}j in Marshall's nw::metary theory. ROOinson (1973 p.xv) bas 

remarJœd that Keynes "brc:u;Jht the argument down fran t:iJne1ess 

stationary states into the present." But it is a "present" of the 

short-period defined by the given productive capacity. It is in 

Keynes' "daily" unit of time that finns det.e:rmine their ootp.xt am 

enployment levels, l::ut not their capacity in plant am equipnent 

[Keynes (1936) W.46-47]. 

Urrlerlyirg the marginal efficien::y of capital am liquidity 

preference is "the S'tate of lorg-tem expe.ctation"; inplicitly then, to 

solve Keynes' trodel at any naœnt in time the state of lorg-tenn 

expectation must he UIlCharqin:J [Keynes (1936) p.148]. 4 In fact Keynes 

introduces two types of expectations: short-tenn expectations arrl long­

tenn expectations. '!he fonner detemine the entrepreneurs' output 

decisions given their prexiuctive capacity [Keynes (1936) W.46-47 

p.148] • It is the short-tenu entrepreneurial expectations of proceeds 

that urxlerlies Keynes' aggregate stq:ply priee arxi detennines the 

current pericxi's level of aggregate enploynent [Keynes (1936) p.24]. 

"'!he actually realised results" or prcx:ee.ds are 

••. only •.• :relevant ta employment in so far as they cause a 

4 To speak of a solution to Keynes' system at a nanent of time is 
in 1œepirg with at least one passage where he speaks of "enough 
simultaneoos equations ta give us a detenninate :result" [Keynes (1936) 
p.299]. rut it shool.d he pointed out that Keynes cbjects te such 
"syrnbolic pseudo-mathematical nethods" due to the asstIIœd "strict 
irrlepen:ienoe between the factors involved" [l<eynes (1936) p.297]. 
Pasinetti (1974 W.44-45) presents a "causal" fatnlllat.icl'l of ~' systan. 
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m:xtification of subsequent expectations. Keynes (1936) p.47 

In general, short-tenn expectations fall to the wayside in Keynes' 

discussion of the factors, i.l'K::lutirq the state of lo~-term 

expectation, that constitute his irrlepement variables. 'lhis is 

because he largely proceeds fran the perspective that either short-term 

e>q:lE!Cted art:canes are realized at the equilibrium short-period level of 

effective demarrl [Keynes (1936) W.25-30]5 or that short-term 

anticipated an:} actual a.rt:cc:rnes "ron into anj overlap one another" 

lead.irq to "gradual" change in short-tenn expectations [Keynes (1936) 

p.50]. 

I.on;J-tenn expectations are of a different nature; they predaninate 

in Keynes' discussion of investment decisions, bath real am financial; 

an:} t.hrrugh their chan;Je they introduce the volatHity that the econany 

experienœs. Keynes initially introduces IOn;J-te....."!'I expectations as the 

e>q:lE!Cted "shape of future returns" conteITplated by an entrepreneur 

consider~ investing in "an addition to his capital equipnent" [Keynes 

(1936) p.47]. '!he "future retuIns," of course, rea~ as the "series 

of prospective retums" whidl c::x:ITprise in part, alon;J with the SUWly 

priee of the equipnent, his marginal efficiency of capital; they 

together determine his aggregate investJnent dernard sdledule [Keynes 

(1936) W.135-136].6 

5 For a discussion of the difficulties that arise in 
un::lers1:arx:lin;J Keynes' short-period equilibrium, particularly due to 
Keynes' aggze:Jate demarxi function, see Asimakcpllos (1982) an::l the 
referenœs cited there. 

6 On the telTporal difficulties with Keynes' marginal efficiency of 
capital schedule see Asbrakcp.ùos (1971, 1988) an::l Targetti an:i Kin:ia­
Hass (1982). '!he latter is a translation of Kalecki's 1936 review of 
the General '!heoty. 
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Keynes prooeeds ta tie real investment ta finaœial markets thrcA1gh 

the llVJdem finn an:i "organised invesbnent markets" whidl pennit 

ownership to be separated fran managerent [Keynes (1936) p.150]. 

01apter 'IWelve: ''The state of I..on;J-TeIm Expectation" quickly lTOVes fran 

a disolSSion of "prospective yields" on real capital to those on 

"assets" in general • 

• • • the Stcck Exchar'ge ••• inevitably exerts a decisive influence 
on the rate of c::urrent investment. For there is no sense in 
l::W.lclin;J up a new entexprise at a oost greater than that at 
whidl a similar existirg enterprise can be p.u:dlased; whi l.st 
there is an irrlucement te speOO on a new project what may seem 
an extravagant stnn, if it can be f1œ.ted off on the Stock 
Exc:harçe at an imœdiate profit. Keynes (1936) p.151. 

Keynes ~ bis criticism of a stcx::k market daninated by 

speClùative professional investors second~in;J ''Jnass psychology" 

am generatirg a casiro-like at:lrosIilere [Keynes (1936) W.153-161]. 

His criticism is aimed to p::>int rut that "the capital develcpœnt of a 

c::nmtJ:y" will be "ill-done," if it is sinply the "by-product" of stcx::k-

market speculation [Keynes (1936) p.159]. '!he stock market, in 

oonjunction with the above discooragement am encouragement it 

provides, helps define an entrepreneur's "confidence" in ms real-

capacity investlnent decisions due to the actual "extreme precariousness 

of the basis of knowledge" for estirnati.n;J future returns [Keynes (1936) 

w.148-149]. "'!he state of confidence is .•• one of the major factors" 

defirliR} the marginal efficiency of capital or the invest.ment dernarxi 

scltedule [Keynes (1936) p.149]. 7 

7 For a view of finns' invesbnent activities that are reasoned to 
be relative1y stable OlIer the b.lsiness cycle, not swanp:d by ''mass 
psychology," ard TNhere real investment activity is net seen as nearly 
synonyI1DlS with st.ocX'"itm1œt ac.tivities see Eidlœr (1976) am revire (1984). 
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In a sunilar manner 1 Keynes introduoes ''mass psydlolCXJY" as a 

detennini.n;J factor lyirg behW the liquidity preference sdledul.e, 

particularly in the latter's speculative IOOtive for holc:iiJ'ç m:mey 

balances [Keynes (1936) p.170 W.199-202]. It is 

••• the existence of uncertainty as ta the future of the rate of 
interest ... [arn] an organised market for dealirg in dehts •.• 
Keynes (1936) W.168-169 

that leads to variation in ~inion as to the ~ future interest 

rate. 8 A ~e, suc:h as in the quantity of lOOI'ley, lI'llSt not be such as 

to chan:Je the relative st:.arrl.i.nj of bearish an::l b.ù.lish ~inion of the 

future interest rate or, we can ~, the confidence investors have 

in their q>inions, for the liquidity-preference schedule to remain 

stable [Reynes (1936) p.173 pp.197-199]. 

Given the state of lorg-tenn expectations fi.xi.n:;J lx>th the 

invesbnent dernarrl am the liquidity-preference schedules, Keynes can 

detennine the short-period equilibrium level of enployment am outpJt 

by a.ssumin;J the ether c::arp:>nents of his IOCdel arxi the cperation of the 

nultiplier. What is JOOSt interestirg fran the perspective of oor 

earlier descriptions am discussions of the trade cycle in the context 

of the quantity theory am its lOnJ-pericxi context are the roles that 

\<ole can argue are played by the state of confidence an::l by lOnJ-tenn 

expectations in the General 'IheOly 1 s short-period context. We asked in 

the fonner oontext why the natural rate does net charge over the 

course of the blsiness cycle, particularly as we anticipate that 

expectations do charge? We saw the focus on full-enployment priee-

8 Reynes (1936 p.201) reiterates "that unœrtainty as to the 
future coorse of the rate of interest is the sole intelligible 
e.xplanation" for the speculative IOOtive to hold liquid balances. 
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level adjusbnents actjn;J through the quantity equation fIëllrSvork, even 

thar:Jh Marshall speaks of a "dull heavy calm," Keynes of a cyclica1ly 

sensitive natural rate, an:i wicksell of cyclica1ly CX>llVeJ:gent priee 

expectations. In effect, CXlnficlerx::e am expectations were assumed te 

be sufficient te restore full enployment, aided, at times, by an 

iJrplicit presunption of a ll\llginal p~ity te CX>l1SUII'I9 of one. '!he 

adjustment process in the General 'lheozy is given by the nrultiplier 

am the theory of effective clemard. '!he possibility of a stable 

solution arishg through the adjustment is cx>ntjn;Jent on the stability 

of the state of cx>nfiderx:e arrl the state of lOn:J-tenn expectations, 

regardless of their current level. '!he S'tate of confidence am of 

lOBJ-tenn expectations operatirg t.hrcu;Jh the investIrent deman::l 

schedule am the liquidity-preference sche:hlle have taken a rale in the 

short-pericrl that the natural rate played in the qua.'1tity equation's 

lOn;J-pericrl; that is, they stabilize the econcmic system an::l a1low it 

ta CXlnverge on an equilibrium. Unfortunately, one role of the natural 

rate is lost in shiftin;J ta Keynes' short-period; in the lOI'XJ-period 

quantity theory cx>ntext it acted to detennine the equilibrium IOOney 

rate of interest. Keynes leaves us askirg what determines the "safe" 

or "e.xpected nonnal" interest rate aroun::l whid'l fu-,:ul."e uncertainties 

can he fonrulated [Keynes (1936) p.203]?9 '!he question is inportant 

since we hC7tl have Ua different natural rate ••• for ead'l hypothetica1 

9 Ga.regnani (1979 p.53) raises the same question, remarkirxJ that 
there is "a seria.ts element of irxieterminacy" in Keynes' theory I"')f the 
interest rate. Garegnani in his cri ticism of Keynes is asJd.rç hi.m te 
SUR;>ly a theory of the interest rate that bath parallels in function 
am replaces the lOl'XJ-period neoclassica1 theory embodied in the 
natural rate. 
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leve1 of enployrrent" [Keynes (1936) p.242]. 

'lhe General 'lheoty's short-period equilibriurn reflects its 

Marshallian origins, am also shares the weaknesses of the short-

periode In a short-period equilibrium, expect.'?d prooeeds equal 

realized prooeeds at the nultiplier-gene.rated leve1 of effective 

clernarrl.: entrepreneurs have no incentives te adjust their level of 

enployrnent am outpIt. OrxJoing inves1:Irent, thCAlgh d:Jviously augmentirg 

capacity, does not affect enployment am outplt decisions due te 

ch.aD:Jes in capacity by assunption. Aggregate investment, through its 

multiplier inc::ane-generating effect, does affect the level of 

enployrrent am rut.p.It: am this effect is eJllbodied in the equilibrium. 

'!he equilibrium occurs in a context with a given state of confidence 

and a gi ven state of expectôtiorls. Marshall' s short-period trade 

cycle left us wondering, particularly in the case where we œnjectured 

a ~e in prospective profitability, hO'N the eventual adjustments 

would align themselves within his IOn:J-period framework. Ultimately it 

must he saœthin;J like wicksell arrl the Treatise' s natural rate, 

cyclically irrleperrlent, which acts te attract the ecol1ClllY back te 

stationary- or steady-state corrlitions. In the case of the General 

'lheoty there is a swlar weakness, but the frarnework itself S\.lgJest 

routes that a lo~-period theory might travelo One such direction 

would he the effect that capacity e..xpansion has on the entrepreneurs' 

desired leve1 of outpJt. Another direction YJOUld be the effect that 

c::harqin;J aggIegate-inccare levels, due te the actual cl1arges in 

investment, have on the prospective yields of i.lwesbnents. 

Altematively, am perhaps in conjunction, d'lan;Jes in a93l=~te in::ane 
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am E!nI>loyment coold œ considered to charge the states of confidence 

am IOn;}-tenn ~tion. 'Ihese channels are c:pmed in the General 

'Ibeory' S short-period equilibrium due to the asstntptions of given am 

stable ~tions am the ignor:in:J of d1.arr3'es in capacity. 'lb borrow 

fran Asimakcpùos (1988 p.4), the short-period equilibrium, arrl the 

short-period itself, "is net 'self contained. ,,,10 

Keynes, as an exercise, defines "lorg-period errployment" as a 

"steady level of enployment" whieb W'OUld care ëÙ:)Oltll, 

If we Sut;:pOSe a state of expectation to continue for a 
sufficient lerKJth of tbœ for the effect on enployment to have 
worJœd itself out so CCIl'pletely that there is ..• no piece of 
errployrrent goirg on which wculd hav~ talœn place if the new 
state of expectation had always exist.e:i •.• Keynes (1936) p.48. 

1le remarks that each state of lOn;}-term ~tion bas a 

"correspordirv;J level of lorg-pericxi enployrrent," not necessarily a 

constant level, if grcMth of population is included in the "unchangirg 

expect:ation" [Keynes (1936) p.48 fn.1]. Keynes describes the 

"transition" to a new lorg-period. enployment level as cyclical in 

nature due te the ruilcli.J'ç up or the running dovm of "p~ of 

production" [Keynes (1936) W.48-49]. '!he constaocy of lorg-tenn 

expect:ations, am presumably their realization, are actirg as a 

surrogate for the natural rate, brirg:in:J about a st..eady level of 

10 Asimakcpùos (1988 p.17 fn.5) tells us he hor.'l:'CME!d the tenn, 
'self contained,' fran Hicks (1~85). Or see Hicks (1965 p.32). 

11 Keynes (l937a p.l05) defines the "corditions of long-period. 
equilibriurn" as circumstances whieb have 

••• a state of expectations which is both definite am constant am 
bas lasted long enough for there to be no ~over fran a p:revious 
state of expectations. 

Associated with the lorg-period equilibrium we might asstnne we would 
fW a level of long-period errployment. 
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enployment. Unlike the steady state defined by the natural rate or its 

equivalent, which is defi.ned at a full-employment level, 10l''V:l-period 

enployment is not necessarily full ernployment. 'Ihis is an equilibriurn 

that borrows fran Marshall' s lorg-period sense of the tenni the 

processes descr.ibed imply that capacity has been adjusted to the level 

of aggregate denarrl that the state of lOn:J-tenn e.xpectation am its 

investment level generate. Keynes does not dwell on the growth 

potentials of the process he is describin:J, but Harrod's warranted 

growth rate may implied. It is to be noted, though, that Keynes is 

sinply describing a special hypothetical short-period equilibriurn, one 

in which the "state of expectations [long-tenn] had always existed" 

[Keynes (1936) p.48 rny brackets] .12 This special equilibriurn is not to 

be confused with the central message of the General 'lheory as Eatwell 

(1979), Milgate (1982), and Panico arrl Petri ( 1987) would have i t. 13 

If the economy' s hypothesized movement to a lorg-period ernployrnent 

equilibriurn is llcornplicated in detail" by cyclical developments, the 

actual economy's movement through time will be "more complicated still" 

[Keynes (1936) p. 50] . 

For the state of e.xpectation is liable to constant change, a 
new expectation being superimposed 10n:J before the previous 
change bas fully worked itself out; sa that the economic 
machine is occupied at any given time with a number of 

12 For a similar point of view see AsiIrakopulos (1985 pp.42-44) 
am Asimakopulos (1984-1985). 

13 See the "Introduction" ta this thesis, pp. 13-16. It is ta be 
noted that unlike Eatwell (1979 p.98), Milgate (1982 p.87), arrl Panico 
am Petri (1987 p.239) , who state that Keynes interrled te present a 
long-period theory, l1CM it appears that Eatwell (1983 pp. 272-274) 
urrlerstarrls Keynes' intentions were to present a short-period theory. 
Eatwell (1983) wants te construct a 10I'lJ-period theory using, at least 
partially, Keynes (1936) as a foundation. 
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averlawirg activities, the existerx:le of which is due ta 
various past states of expectation. Keynes (1936) p.50. 

'ftle OCI'Iplicatians added to the ecx:>nCI'I'IY due te shifti.n;J "animal spirits" 

lead te an intractable maze [Keynes (1936) p.161]. Kahn (1984 p.142) 

am As~os (1985 p.41) bath assert that fluctuations in long-term 

e.xpect:ations llI.lSt be p.lt on the same footing as the theolY of effective 

deman::l when p:ronooncements are made abo.It the central message of the 

General Theory. Keynes remarks that the cxm:-se of events may be yet 

1OOI'e cxrtplicated because the liquidity-prefereJ"a! schedul.e, the 

marginal efficiency cf capital, am the marginal pZ'q)enSity ta COllSUI1'e 

may shift or ch.ange with govemment experDiture (plblic-works 

experDitures) and chan'Jes in the lOOney SUR>ly, net sin'ply fran the 

expansion of él93regate demarrl due te entrepreneurial spirits [Keynes 

(1936) pp.119-121 p.173 p.249]. 

Keynes states that he hopes te unio the "large element of 

unreality" inparted te econc:mic thinki.ng by "the ëlSSlIITptions of the 

static state" with the introduction of his concept of the marginal 

efficiency of capital am its highl i.ghtirg the inp)rtance of chang.in;J 

views of the future [Keynes (1936) W.145-146]. In general, Keynes' 

short-period methodology alerts us te the lilnitations of stationary-

state conclusions. It is te be contrasted with "orthodox theory" which 

is "particularly awlicable ta the stationary state" [Keynes (1937a) 

p.107] arxi "conc::emed with what we now calI 1000000-period analysis" 

[Keynes (1937b) p.1l2]. Tc SURX>rt bis methodological position Keynes 

aà:iresses the adjustment mechanisms of the 1000000-period nalels we have 

~lored: wage- am interest-rate flexibility. It is te these that we 

how turn. 
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Wage Rate am Interest Rate Flexibility: 19ainst Inherited Doctrine 

We have described Keynes' short-period analysis am its 

equilibrium as not self-contained; we mean by this that it is both 

depen:lent on expectations of the future whid'l are highly unstable am 

that the effect of a\Çmellted capacity on entrepreneurial dex:;isions is 

rot integrated. Another sense may be given ta the tenns; they may be 

ta1œn ta mean that there are "forces" at ~rk in the short-period that 

define it as a disequilibrium or "unstable" state drawn "tel a 

"sustained" lOn;J-period equilibritnn state which i5 "optimlnn or ideal" 

in the sense of i.nplyirg "productive services ... be fully enployed" 

[CWJMK Vo1.29 p.54, Vol.l3 p.395]. '!he forces am effects that Keynes 

identifies "traditional doctrine" as relyirg on to draw the econany 

into the lorg-period, are wage-rate am interest-rate flexibility 

[CWJMK Vo1.l3 p. 389]. As early as the 1931-1932 period of gestation of 

the General 'lheo:ry draft chapbn"S, Keynes i5 argu~ for a less-than­

full enployment equilibrium, but remarking: 

we are not entitled, however, ta awly this argument ta 
the real ~rld until we have dispJSEd of two factors, whidl, in 
the judgment of traditional doctrine, enter in as 
equilibriat~ factors am tcxJether à::Niate the necessity of 
aIrf sudl cx>œlusion as that whidl we are propo.ll'rl.irç. '!he 
first of these i5 the reduction of the rate of wages; an:i the 
secord is the autanatic ten:iency in sudl oorditions for a 
reduction in the rate of interest. CHJMK Vol.l3 p. 389. 

It is no ~rder that Keynes reaches this oonclusion at this early date, 

since it is precisely these adjustments that he relied upon in the 

Treatise te brin;J abrut a lorq-period equilibrium, as did Marc'~l am 

wicksell. Let us taJœ these one at a time, drawirg on Keynes' 
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arguments fran the Qeneral 'Ibeory .14 

Keynes ma1œs a two-prorged argmnent against the effectiveness of 

"autanatic" forces. One line of discussion is theo:retical; the other 

is practical am involves the course of government arx:l banking policy. 

'!he theoretical am practical lines of argumentation are net always 

separable. 'Ibis is due ta Keynes' method of theoretical attack. He 

presents, \o1hen considering either the wage rate or the interest rate, 

arguments in the JOOde of traditional theory, but alse he presents 

arguments \o1hich either question the adequacy of the mechanisms 

inplicit in traditional institutions and behavioral postulates or are 

set in an institutional mode am in behavior that he deems m:::>re 

accurate. For exanple, the theozy of liquidity preference, as we tt/ill 

argue, is in part designed te specify a mechanisrn of activity 

misrepresented by traditional theory. When viewed. fram the level of 

theory specification, Keynes' alterations of the institutional 

structure and the behavioral :postulates, am the arguments his deri ves 

fran them, are in their nature theoretical and just as critical as, for 

exanple, the lack of fully integrating alterations in the level of 

outplt or i.ncane. 'Ibe re-specifications advocated. by Keynes can be 

anticipated ta lead ta new practical arrl policy conclusions. 

Interest Rate Flexibility: 

Keynes enploys the well-known Harrod-Robertson diagram of the 

14 For an early (1931-1932) presentation of the ~imal 
consequences of wage-rate and interest-rate flexibility, the :reader can 
turn ta CKJMK Vol.13 pp. 389-396. Ule presentation reflects the 
Treatise's analytical framework arrl is de void of an explicit 
lTllltiplier. 
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...... loadable :f\.n'ds m:xiel. of savirgs ard investment15, am claims they "do 

net fumish material for a theory of the interest rate" [Keynes (1936) 

p.lal], since 

.•. the assunption that inoane is constant is inconsistent with 
the assunption that these t:wo curves can shift inieperxiently of 
one another. Keynes (1936) p.179. 

Keynes calls this a "fonnal error" in the "c1assical" m:xie1 [Keynes 

(1936) p.179]. 'lhe SUWly CUIVe of saVID;Js will shift with eacll shift 

in the invest:ment demarrl sclle::lul.e, sinee a particular savi.rg schedule's 

position is baSErl on a given level of incane which will ~e via the 

nultiplier with the ch.arge in investment. Bath curves, we may infer, 

will shift with a chan;Je in the level of .incane, if the ~ed level 

of incane cllan;Jes e.xpected incane whieb in tum is allowed ta affect 

the state of lcn;J-tenn expectations. '!he latter is usually precluded 

by an assunption of a given state of IOD:J-tenn expectations. '!he 

shiftin:j of the savings sclledule fran initial i.rrlepen:lent causes, for 

exanple frcm a ch.an:Jed attitude towam thrift alterl.rg the propensity 

ta consume, will net generate a chan;Jed level of i.ncane through a 

charged level of investment steJmri.rq fran a charged level of the 

interest rate. Dle ta the cl1an3e in the marginal pJ:q)eI'lSity ta save 

am an inverse charqe in the nW. tiplier , the cha.rge in the level of 

incane that canes abrut bri.rgs the savirqs level back in line with the 

invest:xrent level, given the state of 1OD:J-tenn expectations. A fall:i.rg 

off of the leve1 of investment, as we might expect in a slurrp, will net 

15 '!he Harrod-ROOertson diagram is presented in Ràlertson (1934) 
am is described in a letter fran Harrod ta Keynes [CKJMK Vol.13 
W.553-557] ta whieb Keynes re5pOms with the diagram [CKJMK Vol.13 
W·557-559] • 
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be re-stinulated by a cù:q> in the interest rate, sinee the savin;Js 

level will fall in step with investment. 

If \tJe take Keynes ta be nnmtin;J his criticism on the premises of 

traditional theo:ry itself, the inplication wruld be that savin;Js are 

the scuroe of bank leaclin:J - for sinplicity assume a managed-:reserve 

p.tre-depJsit chec:kirg am savirgs system~6 - am as the level of 

savirgs falls the sc:urces of furvjs fall, sa no relief can be expectecl 

in the faIm of a reduced lerrlin;J rate. Policy relief in the fonu of 

q>en-market operations or central-bank fmancm;, of plblic works is a 

possible avenue, rut central-bank intervention is not considered ta be 

one of the autanatic forces. 'Ibis - at least the open-market 

qmations - brm;,s us ta Keynes' practical reservations, which we 

will review in a nanent. 

It was precisely the lack of cœprehension of a relationship 

between ~in::J in:xJne levels am charY;Jirg savin;Js levels that led to 

confusion when 'Ne tried to present a consistent explanation of 

Marshall's anj the Treatise's trade cycle. 17 Keynes claims that 

"traditional analysis bas been aware that savirg deperrls on incane" 

[Keynes (1936) p.184], but our earlier dh;alSSions of traditional 

theory maJœs this statement suspect. He rightly identifies, in the 

16 "As a rule, l shall, as in my Treatise on Money, asstnne that 
ooney is co-ext:ensive with bank deposits" [Keynes (~936) p.167 fn.1]. 

17 In wicksell's credit cycle we foorrl naninal savirgs growirg 
with naninal i.rx::ane, unliJœ in the Treatise or Marshall's credit 
cycles; the lack of credibility in ms eq>lanation arase due to ms 
explicit full-enployrrent assunption am bis behavioral ass\.lIfptions. 
'!he General 'Iheoty's criticism of him \YOUld, \>Je might conjecture, focus 
on the latter two factors, on Wicksell ignorin::J real-incane am 
savirgs-Ievel dl.arr;Jes, am on charges in long-tenu expectations or 
wicksell's natural rate. 

238 



---------

same passage, the integratin:j role of the nultiplier am the theory of 

effective demarrl in bringin:j about the equality of savin:Js to a given 

level of inves'bnent. 'Ibis again suggests the :furrlarnental organizing 

role the multiplier plays, as opposed to the quantity theory, in 

Keynes' short-pericx:l analysis. '!he ~dox of savin;Js, one fonnulation 

of the above criticism of traditional theory [Keynes (1936) pp.184-

185], is just one irrplication of "short-pericx:l econamics" [CWJMK Vol. 29 

p.35 p. 54] running counter te the quantity equation tradition. 18 

Keynes' criticisrn of monetary policy effectuatin;} the appropriate 

chan;Je in the interest rate and the level of invest:nv:mt is itself two-

pronged. First, the effective worJdn;J of IOC>netary policy stimulating 

investrnent th:rough a lowered interest rate will be hanprred by 

fluctuations both in long-tenn expectations am in liquidity 

preference. Keynes is "sceptical" 

••• how far management of the interest rate is capable of 
continuously stimulatin:j the appropriate volume of investIrent . 
•• • since it seerns likely that the fluctuations in the market 
estination of the marginal efficiency of different types of 
capital ••• will be too great to be offset by any practicable 
changes in the rate of interest. Keynes (1936) p.164. 

From this cause he anticipates the "state" to take "greater 

responsibility for directly organising investment" [Keynes (1936) 

p.164] to assure that it reaches its "optimum" or full-enployment level 

18 Keynes raises a secx:>rrlary critical point that the savings 
scheclule may be negatively sloped like the investJnent demarrl schedule, 
am therefore they may net "intersect ... anywhere at aIl .•. " 'Ihis, 
Keynes clabns, should have "wan1ed the classical school that sanethin;J 
was wrong" [Keynes (1936) p.182]. It does net appear to have been 
sufficient waming for Keynes at the tilœ he was writing the Treatise. 
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[Keynes (1936) p.378] .19 urder the first prorç, two other avenues 

exist by whidl c:han:;Jes in lorç-tenn expectations may minimize any 

effect of a managed interest-rate policy. One 'NOlld have a fall in 

lOnJ-tenn expectations raise the "lerXler's risk" premitnn on loans as 

sllll'l'p corrlitions increase the rate of "involuntary default"; a 

len::ler's-risk premitnn would c:nmteract, in sane measure, a lowered 

"p.u:e" int.erest rate [Keynes (1936) p.144]. '!he secorrl avenue, perhaps 

synonynnlS with the first, is a collapse in "the state of credit"; this 

chara.cterizes 

•.• the confidence of the lerxlirg institutions towards those who 
seek te borrow fran them .•• Keynes (1936) p.158. 

and can be shaJœn by a c:x>llapse in the state of confidence. Keynes is 

not explicit abalt what institutions in particular he is discussin;J, 

tha.çh we might imagine tœmber banks net follCMID;J a central bank's 

lead tcMard lC1.tJer interest rates. 20 

Secord, Keynes, in part by introducing bis liquidity-p:referenœ 

schedule as distinct fran the investment demarrl schedule, is 

distin3uis.hirq between the rotives te hold stocks or assets am the 

IOOtives te hold bords or debts. Il [T]he state of bearishness" ernbcxlied 

in the liquidity-preferenœ schedule describes a relationship 

••• between the rate of interest (or the priee of debts) am the 
quantity of llDJleY, ••• Keynes (1936) p.173. 

19 Kregel (1985) presents a discussion of Keynes' policy proposals 
fran vari~ of Keynes' writings; he concludes that Keynes n'.c::x::mnen:ied 
that govennnent shrul.d control two-thirds te three-quarter of an 
econany' s investrnent. 

20 Keynes (1936 p.200) uses the pu-ase "ex>rrlitions of credit" when 
describID;J the bankirg systeJn's interest-rate policy, am speaks of its 
"relaxation" beirg requi:red "te irrluee saneone te sell the banks a debt 
or a bord"; he does not speak of the banks' will:in;Jness te lerrl. 
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eearishness in the '1'reatise described a relationship 

••• between the priee of assets and debts, taken together, arxl 
the quantity of nmey. Keynes (1936) W.173-174. 

'Dle consequerx:l9 of this separation is ta shift the '1'reatise' s stock 

adjusbnent prOOlem fran an interrelationship between the interest rate, 

savings, and a generic debtj asset to a stock adjustJœnt 

interrelationship between the interest rate, savirqs, an:} bonds [Keynes 

(1936) p.171]. savin3s here is ta be interpreted ta mean the bearish 

hold.irg of IOOney balances for speculative p.n:poses.21 '!he latter of the 

two interrelationships describes the practical policy problem of open-

market operations. Keynes identifies the speculative IOOtive as 

"particularly inp::>rtant" in the transmission mechanism of ''Ironetary 

management" [Keynes (1936) p.196]. Fran the perspective of traditional 

theol:Y, the latter interrelationships represent a cri tical ra­

specification which eIrP'lasizes new behavior am mechaniSllB of activity. 

Keynes Sl.1l'IU1larizes the speculative bulljbear demarrl for noney 

balances as 

•.• a oontinuoos CUIVe relatirq changes in the demarrl for noney 
te satisfy the speculative noti ve am chan;Jes in the rate of 
interest as gi ven by charges in the priees of borrls am debts 
of variCAlS maturities. Keynes (1936) p.197 • 

••• [T]he rate of interest an::l the priee of borns have ta be 
fixed at the level at which the desire on the part of certain 
irrlividuals ta hold cash (because at that leve! they feel 
"bearish" of the future of borns) is exactly equal te the 
anamt of cash available for the speculative-notive. 'nlus each 
increase in the quantity of noney lTI.lSt raise the priee of I::loms 

21 " •.. [I]t is in respect of his stock. of ac:cunulated sav:Uqs, 
rather than of his incare, that the irrlividual can exercise his choice 
between liquidity am illiquidity." Keynes (1936 p.194 my bracJœts). 
Alse see Keynes (1936 p.166) where the same stateInent is ~; 
"ms stock of aOCUlll.Ùated savirqs" is referred te as "the annmts of 
his resaJI'œS." 

241 



( 
sufficiently ta exoeed the expectations of sana "blll" an:} sa 
influeœe him ta sell his bord for cash am join the "bear" 
brigade. Keynes (1936) p.171 ItTf bracJœts. 

'!he abolie "continucus cw:ve" Keynes also refers ta as the "liquidity 

function" am Wcm'lS us that "charges in expectation" can shift the 

function l:xxtily, particularly when expectation of "the future policy of 

the Central Bank or of the Goverrunent" ~e [Keynes (1936) W.197-

198]. For exanple, an elq)al1Sion of the IOOney SUWly may sinply ser:ve 

ta shift the liquidity function upward, canœlin;J or mitigatin;J the 

expansion's effect on the inte... ...st rate [Keynes (1936) W.172-173]. In 

the "causal nexus" - the quantity of lOOney, the interest rate, am 

investment - any shifts in the liquidity-preference sd'ledule confer on 

l1'Onetary policy, as a means ta the cptimal level of investment, Keynes' 

skepticism abrut its effectiveness [Keynes (1936) p.173]. 

Holdirg the nnney SUWly an:i ITOnetary policy constant in 

considerirg liquidity preference relative ta a critique of autanatic 

forces, the stock adjustment which the liquidity function embodies may 

be sudl as ta determine a sub-cptimal interest rate arxl level of 

invesbnent, even when such avenues as the Pigou effect are considered . 

.•. [D]ifferences in environment am ... differerres in kncwledge 
an:l interpretation of the new situation, Keynes (1936) W.198-
199, 

p~-umably incltJdin;J a deflationary env:ironIœnt, alter expectations, 

a.roose uncertainties, am shift the liquidity preference schedul.e in a 

"discxmtinuoos" manner am degree [Keynes (1936) p.19S]. 

Wage Rate Flexibility: 

Keynes' aoceptance of the first :furrlamental postulate of 

"classical" theory: "1he wage is egyal ta the ll\aI9inal product of 
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labgJr," does net i.nply that he aCXlepted a direct causal relationship 

lJeb.1een them [Keynes (1936) p.5]. His aooeptance follC1.1lS fran his 

accepi:ance of the pI'qX)Sition that "decreasÏD:l retums in the short-

period" are operative, am therefore, 

In a given state of organization, equipnent am technique, the 
real wage eamed by a unit of labour bas a unique (inverse) 
correlation with the volume of errp1oyment. Keynes (1936) p.17 
my urxlerli.ni.n;J. 

'!he real wage am the level of enployment are "uniquely correlated" 

only; the leve1 of enployment is net detennined by the leve1 of the 

real wage [Keynes (1936) p.17]. F\lrt:her Keynes states that 

••• ~ means of increasirg errployment nust lead at the same 
time to a diminution of the marginal product am hence of the 
rate of wages ••• Keynes (1936) p.1S. 

'lbe General 'lheoty's ''means'' of increasirg the leve1 of errployrnent is 

t:hroogh an increase in the level of effective demarrl; the enployment 

associated with a level of effective demanj will be "uniquely 

correlated" with a real wage, reflectirg the marginal productivity of 

labor. 22 

Keynes al:glles: 

'!he prcpensity to consume arxl the rate of new investrnent 
detemine between them the volume of enployment, arxi the volume 
of enployn-ent is uniquely related to a given leve1 of ::-eal. 
wages - net the ether way arourrl. Keynes (1936) p.30. 

'!he causality runs fran the level of effective de.marx:l detennini.rg the 

leve1 of enployment am the level of erployment detenni.ni.nJ a unique 

real wage. 'lhe last causal link is unclear. Are the levels of 

enployment am of the real wage sinult.anecAlsly oorrelated or 

22 As early as 1930, at the ti.me the Treatise was pJblishe1, 
Keynes expressed a similar view. 5ee <l'DMK Vol.l3 p.180. 
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sim.ùtaneous1y detennined? It is c1ear that Keynes does not consider 

the causality te run fran the real wage ta the 1eve1 of enp10yment te 

the 1eve1 of ootp.It or the equilibrium 1eve1 of effective deman:l. 23 We 

will fini Keynes describin} the medlanism as the traditional 

e.np1oyment am CA.Itp.lt decision [Keynes (1936) W.257-260]. Presumab1y 

re1yirg on the princ::ip1e of ,~ffective deman:i, Keynes states that a drop 

in the m:>ney wage, in a oontext which i.np1ies a drop in the real wage, 

will "net necessarily [bel a remeay for unenp1oyment" [Keynes (1936) 

p.18 nrt brackets] • Unless, if we may anticipate ms argument, the drop 

in the lOOney wage affects the 1eve1 of effective deman:i; that is, the 

fal1 in the lOOney wage works irrlirectl.y on the hirirq decision. 

Keynes reasons that the traditional view of wage f1exibi1ity as an 

autanatic force 1eadirg te full enployment is a view based on a false 

"analogy" ; the analogy arises in t:aJd..rg the ilrp1ications of wage 

flexibility for a particu1ar market am presumirg they aw1y te the 

ec:onany as a who1e [Keynes (1936) p.260]. At the market leve1, a drop 

in the wage rate reduces oosts am shifts the market-suw1y cmve 

outward; am given a fixed market-demard CUIVe, the equilibrium leve1s 

of quantity SUW1ied am demarrled are raised • 

••• [O]utp.rt: am enployment [inc::rease] up ta the point where the 
reduction whieb laboor bas agreed te accept in its m:mey-wages 
is just offset by the diminisl1in;J marginal efficien::y of laboor 
as art:p.It (fran a given equipnent) is irK::reased. Keynes (1936) 
p.257 my bracJœts. 

In effect the real wage has fallen, oovin:J us alon:J the market-demarrl 

23 Wells (1987 W.508-509) :remarks on the same passages am states 
of Keynes' intel:pretation of the classica1 };X)Sition: "'!he classical 
econanists, it seeJ\\S, siITply had it backwards." JOOgÎn;J fran the above 
quoted passages the "it seems" is an unnecessary qualification. 
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on:ve for labor that errtxxties "the diminishin;;J marginal efficiency of 

laboor. " 19>1yi.rg this aI.'tJUInE!ll't by analogy ta the econany as a whole 

inplies that a cirq:> in the wage rate leads to an increase in the 

equilibrünn level of outprt: am errployment or an increase in the 

equilibritnn level of effective deJnanj measured in "number of hœrs of 

laboor" or in the wage-unit [Keynes (1936) W.41-44 p.284]. 

'!he question Keynes elq)licitly poses to the analogistic th.inki.nj of 

traditio1"al theory is foITlUl.ated in llOley tenns: it requires 

transfonnation by wage-units ta reach the conclusion by analogy we just 

fonrulated. Keynes states: 

For the deman::l schedules for particular iOOustries can oruy be 
const.n.lcted on sare fixed élSSUI'Iption as to the nature of the 
demard am SUWly schedules of other irdustries am as to the 
annmt of the aggregate effective deman:i. It is invalid, 
therefore, ta transfer the argument ta irrlustJ:y as a whole 
unless we also transfer our assurrption that the aggregate 
effective dernarrl is fixed. Yet this a.sstmption reduces the 
argument ta an ignoratio elenchi. For, whilst no one wculd 
wish to deny the proposition that a reduction in m::>ney-wages 
ac:x:::x::llpaI1ed by the sane agm:eoate effective, demarrl as before 
will be associated with as increase in enployment, the precise 
question at issue is whether the reduction in lOOney-wages will 
or will net be aCCCllpUlied by the same a~te effective 
deman:l as before measured in IrOney, or, at any rate, by an 
a<;Rleqate effective demarrl which is net reduced in full 
prc:portion ta the reduction in rroney-wages... Keynes (1936) 
W· 259-260. 

If a<:RIegate effective de.marn remains the same, rreasured in m::>ney, it 

then increases, as measured in wage-uni ts, with a c:lIq> in the m::>ney 

wage; a drop in the 1l"Oney wage then inplies an increase in aggregate 

demard am enployment. If nominal a<,13regate effective deman:i does not 

drcp in full proportion with the drop in the IrOney wage, then aggregate 

effective demarrl measured in wage-units rises, again inplyi.rg an 

expansion of enployment. '!he question he is askirg is: lXles the level 
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of equilibrium-effective deJnanj in waqe-units rise with the drc:p in the 

wage rate? 'lhis is the question that is raised by the traditional 

theory's analogy: it is ta this question that Keynes directed ms 

Keynes presents one version of a critique of traditional theory's 

argument by analogy where the priee level faIls "in al.nr:lSt the satre 

prqx>rtion" as the initiatirg faIl in the IIDney-wage, since 

••• classica1 theo~ ••• has taught us ••• that priees are gaverned 
by marginal prime cost in tenns of IIDney am that lOOney-wages 
largely gavem marginal priIœ cost. Keynes (1936) p.12. 

Keynes concl1.Xies that the level of the real wage, of ootpIt, am of 

enployment remain "practically the sarne as before"; arrl. the faIl in the 

roney-wage does not 1ead te a sigrdficant expansion in enployment 

(Keynes (1936) p.12]. 'lbe priee level does "net ~e in exact 

proportion te changes in troney-wages" due ta the existence of ether 

carp::>nents of narginal cost [Keynes (1936) p.259]. If we ignore the 

ether factors in marginal cest, which are either user oosts, am are 

netted oot in the aggregate, or lan:i-like factors not produce1 as 

intel..LnE!diate prcxiucts by ether entrepreneurs, Wich are awarently 

minimally variable in the short-period24 , then it can be shawn that 

the priees of gocx:ls faIl in exact pIq)Ortion with the lOOney-wage, given 

a fixed level of invest:ment. EnploynP-T'!t remains constant at a not­

necessarily full-etployrrent leve1. 25 If we taJœ Keynes' arg\.1l'OOllt above 

24 See Keynes' definitions of factor oost, user cest, am prime 
cost [Keynes (1936) W.52-54]. 

25 Jarsulic (1981) deIlPnstrates Keynes' proposition that a faIl in 
the noney-wage leads ta a proportionate fall in the priee level, 
leavirg the real-wage am employment level constant. He does this in a 
m::x:lel with no intenœrliate factors am a given leveI of invesbnent. 
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ta awly ta an isolated imust.ry affected by an econany-wide decline in 

the tooney-wage, then it is clear he bas neglected ta mention the llDney­

wage prcp:>rtional decline in the in:lustry-deman:i œrve due ta the drq> 

in naninal ~egate deman:l. In other words, the irrlustry-dE!l1\a.Trl curve 

shifts dOWI'1Nal:Ù in the same prc.portion as the in:lustry-suwly Clu:ve, 

bath shifts due te the cb:q) in the IOOney wage. As it starrls, Keynes' 

a.J:g\.Imellt am its mechan.isms are less than clear. 

Keynes prd:les the question of the relationship between a llDney-wage 

reduction am the level of errployrnent a secam time in two different 

mannet'S. First, he ~ that the propensity te consume, the 

marginal efficiency of capital schedule, arxi the interest rate (the 

quantity of rroney am the liquidity-preference schedule) , his 

Weperrlent variables, are unaffected by a chang'e in the llDney-wage. 

'lhese con:litions inplicitly un:lerlie the above-dlscussed critique; arrl 

Keynes cx:mes ta the same conclusions via this ether route. Secorrl, he 

pI."q)OSeS ta assess the question by allowirY;J for any "probable 

repercussions" of a charge in the wage rate on the Wepenient 

variables of his theory [Keynes (1936) p.260]. 

'!he eqùilibrium level of effective demarxi detennines the level of 

short-period equilibrium employrnent; the latter will net chan:;Je if the 

desired levels of proceeds, investment, am consunption are equal te 

their realized values, as they would be in short-period equilibrium 

He then generalizes the IOOdel in two manners; first, allowi.n;J an 
eniogenous level cf deman:l bath for IOOney am for plant am equipnent 
am, secam, ë1lTeI'Xiin;J the secooo Irodel ta allow a mark-up pricirq 
schema te :replace the nm:ginal-cost prici.n;J IOOdel of Keynes. '!he 
latter lOOdels show that Keynes' proposition of no dl.arge in enployIœl1t 
with a reduction in the rroney-wage is a special case, t:.halgh the IOOdels 
do net lead ta the oontrary classical. prepositjon either • 
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qiven the fixed schedules of the in:iepen:ient variables as in the first 

case. :Keynes reasons that if entrepreneurs atterrpt te eJCpéUXl O\.ltp.lt 

am E!q)loyment, that since irrlividually t.heir oosts are reduced with a 

c:iecreasP- in the l1Dl'ley-waqe, their anticipated prc:o:!eds will net be 

realized, unless either the marginal pI"Cp!l'lSity te consume is one, sa 

that the irx::reased i.ooane fran iooreased enployment is consumed, 

leavirq 00 "gap" in the fom of increased savin;Js between equilibrimn 

irxxrne am equilibrium consurrption for investment te fill, or 

••• there is an increase in investment, correspc>J"rlirY te the gap 
between the in:rement of incane am the increment of 
consunption ••. Keynes (1936) p.261. 

Bath a marginal propensity ta consmne of one and an irlCœaSe in 

invesbnent have been rulr-d out by asstmption. 26 

Keynes states that it is the "increment of incx:rre" due te exparded 

enployment at the lower noney-waqe that leads ta the gap between 

invesbnent am sav~, am therefore te the lack of realization of 

entrepreneurs' expected proceeds. rut there is nom ta the story then 

this. Keynes argues that "only if" this gap we:re te be filled by 

a<tiitional invesbnent, waùd the higher level of aggregate dernard be 

26 In an urdated letter ... ") Sraffa classified as havirg been 
written in the period when Key • .;s was CUtp:sin;J the General 'Iheory, 
Keynes presents a similar argument premised on IOOney-wage cuts. Keynes 
conc::ludes the letter statin:}: 

'Ibis is an exanple of the general principle that goy 
expansion of ootpIt glutc; the market unless there is a mri 
~ increase of investrnent awropriate ta the camunity' s 
mal.'ginal pJ:"q)el'lSi ty te consume: arrl any contraction leads te 
win:ifall profits unless thfi'.I'e is an awrq>riate pari passu 
contraction of invesbnent. 

'!bus, given the marginal propensity ta consume, the 
anrAlIlt of invesbnent detennines t..~ equilibrium level of 
é91Iegat.e enployment. O'DMK Vo1.29 W.159-160. 
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sustainable [Keynes (1936) p.261]. rut Olt of whose incane does the 

gap awear? Keynes may be writirg as if it is Olt of the a<;Rregate 

incane that \to'aÙd be generated if there was sufficient investJœnt to 

maintain the new level of errployment am its level of equilibrium-

effective demam. But it seems mre appropriate, given Keynes' 

statements, te see him ~ of the incane of those who are 

initially enployed with the drop in the mney-wage. '!he gap that 

~ then is only savi.n;}s out of workers' i.nc:x:aœ; it is only an 

initia! gap an::l does not aCCOWlt for an even higher incarne leve! out of 

which entrepreneurs would consume am save. To generate this still 

higher :incane leve! would require yet additiona! investJœnt, over that 

matchin;1 worker3' savin;Js, equal to the savin:Js out of increased 

entrepreneurial incaœ. Keynes has neglected to consider the 

eq~!ibrium leve! of effective denarxi generated by the multiplier, am 

its required increases in the level of income am savings of both 

workers am entreprenE:i.1rs. '!he increased entrepreneurial i.ncone am 

savings, of course, never materializes, sinee by assumption those 

increJrents te investment do not ocx::m-. SUppose the workers' marginal 

propensity te consume is one; still the gap between capitalists' 

savings, out of naw-higher proceeds, am investment needs to he filled 

with higher invest:ment, or capitalists would have to be irnagined to 

sperd incane with a marginal propensity te consume of one. 

In the context of his critical example of the traditional roodel, 

Keynes does not discuss in detail further adjustJœnts or the medlanisrn 

of entrepreneurial reevaluation of anticipated proceeds. We sawearlier 

that "the nPSt recent results usually play a predominant part" in the 
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evaluatioo of expected proceeds [Keynes (1936) p.51]. 

'lhus the proceeds realised fran the i.rx:reased aItpJ.t will 
disawoint the entrepreneurs am enplayment will fall back 
again te its previoos figure ••• Keynes (1936) p.261. 

'lbe non-materialized entrepreneurial :iooane is net spent on the 

oonsumer goods produoed; nor does the demarrl for invesbnent goods rise 

ta oover their i.rx:reased production. Presumably the priee level roUs 

back and with it the level of eJCPeCted pr:t:.XJeeds, bath of the roll-backs 

eventually in prqx>rtion ta the drop in the noney-wage, drivirq back 

the level of employment. With them falls the level of a~te incane 

in l'IDney tenns whic::h is, of ca1I'Se, deperrlent on the level of IOOney 

proceeds. r-Dney agglegate effective demard is n:reduoed in full 

pIqX>rtion, Il the real wage rises ta its original level, am finns fi.n:i 

themsel ves producin;J at the original lower level of rutp.lt where the 

real wage equals the marginal efficiency of labor. 

IIrplicit in Keynes' reaso~, as we have inte.tpreted it, is an 

elastic ndemarxl" for labor with respect te the l'IDney-wage, since as the 

IOOney-wage falls the wage bill or workers' incane rises. Keynes' 

aIgllI'DeI'lt at this stage is then based on a special assurcption, rut it 

can be generalized. If the labor-cieman:i elasticity hawened to be 

equal to one, the wage bill WCA.1l.d remain the same with a drop in the 

IOOney-wage am enployment would initially rise. In this case no gap 

WCA.1l.d awear between investIrent an:! worJœrs' savirqs; yet new 

investment or chan;Je in the marginal propensity te consume WQ.Ùd be 

required te maintain the expected level of effective demarrl. capital's 

share grows absolutely an:} relatively te labor's share at the level of 

agglegate demam l'lea!SSary te sustain the new higher level of 
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enployment. labor' S eanti..rgs are constant, increasi.n:J capital' s 

share. New investment would he neoessary te fill the savi..rqs gap 

created by tltis woold-be incane of capitalists. '!he equilibrium inoane 

does mt materialize either, in part or at aU, as realized pI"OO:!Erls on 

the increased CAItpIt disawoint expectations. If, on the other hard, 

the labor-delnarn elasticity were less than one, the wage bill wa.ùd 

fall with a c.ir'q> in the lOOney-wage; new investment or an increase in 

the marginal pIq)ellSity to OOnstDne still \\UÙd be required to gene.rate 

the share goirg to capitalists, aOO te maintain the higher level of 

effective demarrl, rut sinee there is no new investment am there is no 

increase in the marginal prcpmsity ta consume, the increased inoane 

share for capitalists does net materialize. Again the expected 

proœeds are mt realized am in bath of the last two cases 1 as in the 

first, the lOOney value of aCJ:P:egate dernarxl falls in proportion with the 

initial fall in the roney-wage. 

Keynes' inplicit assunption of an elastic deJnarxi for labor is rut a 

special case; am his aJ:'glUtleI'lt is mt as Wl9C}Uivocal as he suwoses. 

But his general conclusion can he made te hold. 27 

27 others who agree that effective de.marrl limits the level of 
enployment have fam:l Keynes' argurœnt that there will be no pennanent 
chaB}e in the level of enployment with alterations in the roney-wage 
less cœpel.lirg. For exanple, ~ie (1985-1986 W.243-244) derives 
a positive ''market hir:in:J demarrl for labor" :relationship between the 
real wage am enployment by allowirg the marginal-product-of-labor 
sd1edul.e to shift :inward with a d.rq> in the real wage. '!he same model 
is presented in ltk:Ca'rDie (1c)S7-1988). I:8vidson am SIoolensky (1964 
W.163-166) derive a negative :relationship between the IOOney-wage am 
enployrnent. 'lhey shOW' that the aggtegate-de.marrl cw:ve will net shift 
te the same extent as the aggregate-suwly cuzve with a charge in the 
lOOney-wage due ta a redistri.b.Itive effect between rentiers am finns. 
With a rise in the rooney-wage am the priee level, for exarrple, 
rentiers' real consunption level decreases am the profits of finns 
increase; the finns ~tly retain a fixOO. portion of their profits; 
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'Ihus the reductian in money-wages will have no lastirg 
t:en:ie.Jx.y to increase enployment... Keynes (1936) p. 262 • 

1he leve1 of effective de.mard detennines 't:l'lf.l level of enployment an::l 

the real wage given the short-period CXl'tlJ9titive con::litions of exd'lan1e 

am prcxhlction. '!he demani for lal:lor curve of traditional theory would 

appear then to have li ttle behavioral significance in the sense of 

motivating entrepreneurial output and employment decisions. 

Entrepreneurs will firxl themsel ves prcxhlcirg on their deman:l for labor 

CUIVes, that is, ~ the real wage equals the marginal product of 

labor, but the rotivation canes fran the side of agglegate de.rnard. 

Keynes prooeeds to his secam manner of analysis, alla.d . .rç the 

lOOney-wage reduction to influence the irxlepen:ient variables of bis 

lOOdel. He catalogues seven "reactions," thaIgh he remarks, "'Ibis is 

net a CXI1plete catalogue of •.• possible reactions" of the in:ieperrlent 

variables to a wage reduction [Keynes (1936) p.264]. Keynes then 

focuses his analysis on the reaction of the warginal efficiency of 

capital and the reaction of the interest rate. In sane of the outlined 

reactions, Keynes has a reduction in the priee level follow frcrn a 

reduction in the xooney-wage, sinee the xooney-wage is a CCll'p:>nent of 

prime cast; fran this cx>nsequence he fOInlÙates a l'l'DJ'ley-wage policy. 

'!he adverse effects of prioe-Ievel d'larges on the state of e.xpectations 

am confiderce lead Keynes to axgue for IOOney-wage stability anj the 

minimizi.n:J of prioe-Ievel volatility fran this saJrCe [Keynes (1936) 

am both effects lllhibit the upvard shift of the agglega~emam 
CUIVe. Keynes (1936 p.290) on the other harrl suggests in bis analysis 
of a similar scenario that entrepreneurs have a higher propensity te 
COIlS\ll'Ie than rentiers; he awarently has a different view of the finn 
am its ''management'' then Il:lvidson am SIoolensky. Also see Keynes 
(1936 p.262). 
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'!he seven reactions are Sl1I1IIIaI'ized below. '!he price-level 

reduction leads ta a redistril::utian of real iooane 'mre li1œly ta be 

adverse than favoorable" ta an expansion of effective cleIŒ,n::l, since it 

is :redistril::xrt:.ed fran wage eamers to non-wage-eamin;J elements of 

prime oosts ani fran enL..-epreneurs to rentiers, with entrepreneurs 

havinj a higher narginal propensity to consume than rentiers [Keynes 

(1936) p.262]. A wage- arx:l price-level reduction relative ta those of 

t.radirg partners ''will terrl to increase the balance of trade" ani act 

as a stinulant to investment ani therefore a stinulant to effective 

deJ'l\aOO [Keynes (1936) p.262]. F\Jrther, they will lead te a "li1œly" 

adverse lOOVement in the tems of trade ani a reduction of real incx:me 

''whieb May terd te irx::rea.se the propensity to consume" [Keynes (1936) 

p.263] • 

Expectation that the current m:>ney-wage reduction is relative ta a 

future rise (faU) will stimulate (reLird) investment an::l cx>l1SUI1ption 

[Keynes (1936) p.263]. '!he latter is presumably Œ.le to consurners 

taki.rç advantage of lC1N priees ani stocJd.n;J up. '!he former haweru; 

because the expectation that the priee level will rise "stinulates 

investment," since entrepreneurs gain the confidence that their l1E!\tI 

plant an::l equipnent "produced to-day" will maintain their profitability 

relative to future plant am equipnent that e.ntxxiy ":inproved tedmique, 

whieb is content with a lower priee" to maintain profitability [Keynes 

(1936) p.141]. If the supply priee of capital goods is iocluded in the 

priee level W'rler discussion, am presurnably it is, then a fa1l in the 

current priee relative to an expected rise in the priee of the gcxx:ls 
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they produce waùd also stinulate investment through a rise in the 

marginal efficiency of capital. 

Keynes next argues that with a reduction in the nv:mey-wage the 

liquidity-prefererx:le schedUle will shift inward, reducin;J the interest 

rate "am thus prove favorable for investment" [Keynes (1936) p.263]. 

It is interestirç that the reason he gives for this shift is a 

"reduction in the wages-bill. •• an::l in IlDney-inccrnes" [Keynes (1936) 

p. 263]: this reason is oontrary to his earlier-stated increase in 

noney irXXlre t.hralgh an increased wage bill, whiC'h \!Je have 

investigated above in tenns of the labo~emam elasticity. '!he 

suggestion now is that the labor demarxi is inelastic. 

Keynes adds a CXIIPlication; if the IOOney-wage am priee leve! are 

anticipated to rise in the future, as in the previCJ.lS disœssion of the 

marginal efficiency of capi ta!, the reduction in the interest rate or 

••• the favoorable reaction will be nudl less prol"lCX.ll'lCE!d in the 
case of lorg-tenn loans than in that of short-tenu loans. 
Keynes (1936) p.263. 

Presumably it is te the lom-teDn loan market that entrepreneurs look 

when consider~ plant ani equipœnt investment; on these expectational 

corxtitions they can expect no aid fran the lorg-tenu market in 

facilitatirg their investment projects. Keynes is not clear, but 

deperrlirq on the extent of the anticipated price-level rise, the lorg­

term rate will set up "an owosite t.erDency to thœe just considered" 

in the discussion of the marginal efficiency of capital [Keynes (b36) 

p.263]. Similarly the anticipation of further reductions in the wage 

rate am the priee level, while loweri.n;J the long-tenn rate an::l 

favorin;J investment, will discx:mage investment by lowerin;J anticipated 
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- future yields. CcI1pa.1Jùin;J these ~in;J temencies is the social 

unrest, "pqA.Ùar discx>ntent, Il an:i shaJœn "political confidence" that 

wage reductions irduee; they in::rea.se liquidi ty preference an:i "offset 

the rel~ of cash fran active circulation" [Keynes (1936) p.264]. 

'!he reduction in wages may irxiuce "an qrt:.imistic tone" abart 

investment, as entrepreneurs in:tividually see their current CXJSt 

reduœd, shiftinJ up the marginal efficiency of capital schedule. 

Runni.rç contrary te this ten::ierx:y is again the social unrest or "lélbcxlr 

troobles" that a llDney wage reduction i.rduces, whether irdustry­

specific or econc::rny-wide [Keynes (1936) p. 264] . Finally, Keynes 

introduces the "greater ruroen of debt" which follC7.rlS fran a decrease 

in the priee level [Keynes (1936) p.264]. CI'eatin;J private defaults, 

price-level reductions have "severely adverse effects on investIrent;" 

am the increase in the "real burden of the National Debt" is "very 

adverse to business confidence" as it raises the anticipation of 

higher taxes [Keynes (1936) p.264]. 

Keynes does l'lOt rank or weigh the variCAlS "repercussions," except 

inplicitly in his choie" for follCM-up discussion. He a.sstnneS a closed 

econanic system, foreclosirg on the balance of trade arwj the t:enns of 

t'!:'ade, am asstDœS "there is nothi..rg te be hcp:rl" for in the direction 

of an increased propensity te consume [Keynes (1936) p.265]. His focus 

is on the marginal efficiency of capital schedule am the liquidity­

preference schedule. ~ above description suc:Rests that the t'NO are 

highly volatile in relation to a charge in the lOOney wage. '!he state 

of IOn:J-tenn e>cpect.ations is reflected into the short-period thra.Ç1 

them, at the same ti.ne that a short-period event, the c:harge in the 
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n:ney wage, alters t:heir S'tate. '1here is an int:erdeperrjen, a short­

period cxnlitiOlÙJ'g of lon;-tenn expectations, which introduces a 

fluid, if oot turl:.ul.ent, nature ta Keynes' system. '!he short-period 

taJœs on a pranineooe in the GenP..ral 'lheozy whleb it never wcW.d in a 

system daninated by the lon;-pericxi values of the quantity theory arxi 

the natural rate. '!he choioe of the marginal efficiency of capital arxi 

the liquidity-preferen::e schedules for follow-up ccmnents reveals 

saœ~ about Keynes' perspective on the E!COl'X'It'lY. on the narginal 

efficiency of capital he largely repeats the above uncertainties 

~ the future developœnt of price-level an:i wage-rate cllar'ges 

[Keynes (1936) R>.265-266]. on the liquidity-preference schedule he 

again mentions social struggles, the burden of debt, am the loan 

marJœt's expectation of future prioe-Ievel deve1qœnts, in'plicitly 

SUJ:JestiR;J that they reenfo:ra! the pessimistic state of confidence 

characteristic of slurrp coOOitions [Keynes (1936) W.267-269]. 

Interestirgly, he draws us back to his criticism of traditional 

theoty' s view of the interest rate as an errlogenous regulator ensurirg 

full ~loyment. "[T]heoretically" it is possible ta reduce the 

interest rate either by holdin;J the wage rate constant am increasirg 

the rooney SUWly or by holding the lOOney SUWly constant an:i reducirg 

the wage rate [Keynes (1936) p.266]. Bath are "subject to the satœ 

limitations" we disalSSE!d. tAlen considerin} an expansionaIY roonetary 

policy: a small irx:rease (decrease) in the roney ~ly (wage rate) nay 

IlOt have a sufficient effect on the interest rate to restore investment 

to its cptimal leve1, éUÙ a large iocrease (decrease) in the JOOney 

SUWly (wage rate) may "offset its other advantages by its disturbirg 
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effect on confidence" [Keynes (1936) W.266-267]. ()]e ta the social 

unrest that aocarpanies m:mey-wage reductions, the growin:J bunien of 

debt when the priee leve1 is tied ta the wage leve1, am. the 

unpredictable interaction hetween the liquidity-preference schedule am 

the l1\aI9inal efficiency of capital in the face of wage-rate ard priee­

leve1 c:harçes, Keynes advocates lIDney-wage rigidity ta give stability 

to the priee leve1 [Keynes (1936) p.253 W.270-271 W.303-304]. 

Keynes' ccmnents reiterate a perspective on the econany which 

reveals instability arisirg fran short-period events am adjustments 

interacti..n;J with the state of confidence arrl expec:tations. Keynes' 

methcxi, as we outlined it earlier, referred us ta a short-period 

defined relative ta a given state of lOl"XJ-tenn ~tions am 

confidence. We are now ask to imagine a series of evolvin;J short-

pericxis; these short-periods evol ve rut of each ether as their internal 

adjustments alter their corditioni.rg states of confidence ard lOl"XJ-tenn 

expectations. Keynes later in the General 'lbeozy refers ta this as a 

"shiftin:J equilibrium" am ties it to an essential pIqlerty of a 

IOOnetary econany, where 

••• CAlr previoos expec:tations are liable ta disawointment am 
expectations ~ the future affect TNhat we do to-day. 
Keynes (1936) W.293-294. 

'Ibis perspective in sane sense justifies what might be seen as an 

analytical i.ncarpleteness in Keynes' short-period method, particularly 

his short-period equilibriun. 'Ihe inc.x.cTpleteness arises when Keynes 

specifies that the effects of ch.an;Jirg capacity on the rutp.lt decision 

can he iSnored. '!he continual redefinition of the state of confidence 

ard lorg-tenn expec:tations t:hr'cAlgh short-period adjustInents minimizes 

257 



( 

( 

the need for a short-pericd equilibrium concept that bas lIDre than a 

transitary nature. '!he construction of Keynes' equilibrhnn itself 

points ta a petspective on the eooncmy which sees it as unstable. 

Shortly after the ~lication of the General '!heory, Keynes uses 

the instability of the econcrny am the expectational uncertainties 

which it en:JE!frlers to fonrulate a criticism of the classical theory • 

He writes: 

I accuse the classical econc:mi.c theory of being itself one of these 
pretty, palite t:.edlniques which tries ta deal with the present by 
al:Jstracting fran the fact that we :kncM very li ttle abalt the 
future. Keynes (1937b) p.115. 

A "flimsy" :kncMledge of the future "subject to sudden arrl violent 

charges" defines the confidence that investors can have in their lo~-

tenn expectations [Keynes (1937b) p.114]. Fran the above discussion we 

œIl ex>nclooe that current events alter investors' confidence am 

un:lennine the classical lOD;J-period analysis. 

Keynes brirgs bis analytical system fotward am aŒiresses the 

natural rate of interest an:) the quantity theory of noney directly. He 

redefines the fonner relative ta a less-than-full eIl1?loyment 

equilibritnn am shows urxier what corrlitions the latter will operate as 

traditionally suwosed, where a c.harr:Je in the lOOney SUWly leads te a 

prqx>rtiooal c::han;Je in the priee level. We tum te these two concepts 

next; they are central ta the lorç-period perspective we have discussed 

at lerxfth; am we nc:7.v 'WOUld liJœ to describe their transfonnation in 

the short-pericd context of the General 'Iheory. '!heir transfonnation 

is the transfonnation of classical theory to the General 'Iheot:y's 

framework, am shows us that the IOOnetal:y theory of Marshall, Wicksell, 

am the TI'eatise is but "a special case" [Keynes (1936) p.vii]. 
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'!he Natural Rate am the Q1antity 'lheory of M:>ney Reconsidered 

Keynes remarks that when he wrote the Treatise he "had not 

un::lerstood" that an ~ oc:W.d firrl itself in an un:lerenployment 

equilibriœn [Keynes (1936) R;>.242-243]. '!he natural rate of interest, 

as he used it in the Treatise, he thought was "a developnent am 

clarification of wicksell 's 'natural rate of interest"': he states that 

it was defined as a "unique rate of interest" that held when the level 

of savirg equaled the level of invesbœnt, am was desigœ:l ta insure 

"stability ... of [the] price-level" [Keynes (1936) p.242 my brackets]. 

Keynes further states that he did not realize that 

... there is, on this definition, a different natural rate of 
interest for eadl hypothetical level of enployrnent .•.. '!bus it 
was a mistaJœ to spaak of the natural rate of interest or to 
suggest that the above definition W'OOld yield a unique value 
for the rate of interest ir~ive of the level of 
empIoy.ment. Keynes (1936) p.242. 

In effect the natural rate bas becane, in the General '!beor:y's short­

period equilibritnn lNhere savinJa equals investIrent, a rate of interest 

detennined by the interaction of the quantity of I1Dney am the 

liquidity-preference schedule. 

savÎRJS am incane are defined differently in the 'l'reatise; incane 

contains entrepreneurial "nonnal or equilibrium profit," 

.•. not, as l l'lCM think, sufficiently œfined if we allow for 
the possibility of d'larges in the scale of ootplt ••• Keynes 
(1936) p.61 

"[N]either" do they represent 

.•. the profit ..• actually realised fran their current 
c.pmltions oor the profit which they expected when they 
decided to urxiertalœ their current q>erations •.• Keynes (1936) 
W· 60- 61. 

We read in the sec:ord quote the Fbrase 'decided to W'rlertaJœ their 
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current qJerëltions' as representin;J the investJre.nt decision, the 

invesbœnt in plant am equiprent decision, am the first quota as 

ilIplyin:J that d'lanles in the level of c:urrent c:utp.It were overloolœd in 

the T:reatise's definitions. Keynes is then statin;J that he did net 

sinply defi."le "nomal" profits in the Treatise relative te the designed 

scale of ootpIt of a given configuration of plant am equi;.ment given 

entrepreneurial profit expectations at the time of the investment 

rtecision. 'lhis wa.ùd iIIply that "nonnal." profits are those that 

entrepreneurs "~ when they decided te UJ"rlertake their current 

cpmitions"; Keynes expressly denies this as the above quote states. 

Entrepreneurs may have eJq:leCted abnormally high profits on embarkin;J on 

their projects. "Nonnal" profits are net silrply those of an isolated 

entrepreneur, rut awarently reflect an econcrny-wide profit rate: the 

natural rate itself. mus is what we would e:xpect, given that the 

Treatise's analysis is framed in tenns of the difference between the 

JOOney rate arrl the natural rate of interest, am given i ts lorg-period 

stationary- or steady-state framework. '!he definition of "nonnal" 

profit am adjustments toward it, then, inplicitly inplies the 

aR'rcpriate level of designed capacity, given the natural rate. 

Discussions of cl'lan:Jes in the level of outpIt umer a given 

capacity are ina(:prcpriate within the context defined by the analytical 

devices of the natural rate arrl nonnal am abnonnal profits (losses). 

A special case of the short-period equilibriurn of the General 'Iheory, 

in genenl defined relative ta the level of outp.It, is i.nplicit in the 

Treatise's definition of i.ncaœ am savin;]s arrl its capacity-adjustErl 

lon;J-period equilibriurn. But the tools of the Treatise's analysis are 
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oot designed ta reveal the ootp.rt: equilbrhnn or an adjustment in rutplt 

given capacity. '!he short-period equilibrhnn inplicit in the lorq­

period framework of the Treatise is one where rutput is at its 

capacity~igned level; arxl the latter oonfonns ta the level of 

capacity consistent with the natural 'ate. It is no worrler then that 

questions of the 0l.ltpIt decision are rarely raised in the Treatise, am 

when they are, such as in the Treatise's djsolSSion of the trade cycle, 

they are sa awkwardly han:Ued. 28 

'!he outp.It am investment decisions are, of course, btertwined in 

the General '1lleorv • '!bey are separated conceptually :.n their 

respective definitions of short-tenn am lorv;r-tem expectations, but 

investment as a deteminant of aggregate demarrl detennines the output 

leve1 or the equilibrium level of effective dernarrl, am charges in 

invesbnent chan:Je the level of output. At least this is true up to the 

full-enployment level, where thereafter, ta sinplify a little, "true 

inflation" begins [Keynes (1936) p.303]. 

In the General 'lheoty's sholt-period equilibrium, expected proceeds 

28 Keynes (1937a p.106) writes: 
If l am right, the orthodox theory is wholly inawliœble 

ta such pl.oolems as those of unenployrrent an::i the trade c...ycle, 
or, irrleed, to any of the day-to-day pràJlems of ordinary life . 
••• '!he postulates which it requires, IlOt havÎn1 been statfrl, 
have escaperl notice, with the l''E'Sl. _t that ~,eep-seated 
i.ncnnsistencies have been intrcduced into econanic thrught. 
'!he orthodox theory of the rate of interest prcperly belo~s te 
a different stage of econornic assurrptions ani abstractions fran 
that in which any of us are thinkin:J today. 

Keynes goes on to suggest that orthcxlox theory belo~ to a "stage 
of ..• theo:ry" where the future is "definite am calculable" arxl the 
state of confidence does net vary [Keynes (1937a) p.107]. In such a 
world capacity caùd adjust ta the natural rate of interest. 
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am profits are realized. aIt what detennines the expect.ed profits?29 

For Keynes' short-pericxl, profit-maxi.miz~ finIs, 'Nherein SUWly priee 

is equated te margil".al prime oost, there is nothirg "nonnal" aboot. 

their profits [Keynes (1936) W.24-25]. '1hey are what they hawen to 

be, presurnably ooverirx:J at least average variable oosts. "Nonna! 

profit" enters ru; part of the ctifferenoe between "lORJ-period supply 

priee" ard "lorç-pericxl oost" alonq with prime oost an:l SUWlemental 

oost [Keynes (1936) p.68]. Nonna! profits are calcu1ated at the time 

an entrepreneur "blys or oonstructs bis equipnent" to OCNer 

••• the current rate of interest on loans of carparable tenu am 
risk, reckoned as a percentage of the oost of the equipnent. 
Key'es (1936) p.68. 

'!he i.r1terest rate on lo~-tenn loans, Keynes bas argued, is detennined 

by the state of cci".fiderKJe am lOn)-tenn expectations. Further ,-le have 

argued that cl'lan:Jes in the short-pericxl, for exanple a cirq> in the 

money wage, an expansion in the money SUW1y or the growth of 

speculative stock-market act:i vity , will alter lon:J-tenn expectations 

am the state of confidence. What we have suggested is that the 

General 'Iheozy's "natural rate," the state of confidence an:l 

e.xpectation, ties the lorq-period ta short-period d'larges; parti::ul.arly 

now, they are seen to ~te t:hralgh the interest raœ, am are 

manifest t:hrcA.1gh the IOn;J-period expectai SUW1y priee of goods when 

investment in the means ta their production is bein:J considered. 

In Keynes' own considerations of the natural rate, havin;J fc:mn a 

"different natural rate" for fNery lfNel of equilibrimn-effective 

29 '!bat is to as){ Garegnani's question of the relationship of the 
expect.ed interest rate ta the expect.ed proceeds am profits [Garegnani 
( 1979) p. 53 ] . 
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dananl, he remarks that 

It is merely the rate of interest whidl will presezve the 
status CNo; am, in general, \Ile have l'X) predaninant interest in 
the status quo as such. Keynes (1936) p.243. 30 

He prefers to define "the cptinum rate" or a "unique am significant" 

inte.rest rate as the "neutra.l rate of interest," where savi.nls equals 

investment, the priee level is stable, am there is full E!I'Iployment; in 

ether words, it is an effective deman:1 equilibrium where "the 

elasticity of enployment as a whole [with respect to the level of 

aq:p:eqate denard] is zero" [Keynes (1936) p.243] .31 

Keyr'.es tells us that "perhaps," since the quantity theory is based 

on the assurrption of full employment ard the assurrption of l'X) 

speaùative dernan:i for llDney, 

••• it is a great fault in the ~tity 'lheory that it does net 
dist:irçuish between d'larges in priees whieb are a function of 
changes in CAltplt, am those whieb are a flmetion of ~es in 
the wage-unit. Keynes (1936) p.209. 

we have argued that the full-enployment assunption is inplicit, if net 

~licit at times, in the Treatise am in the wrks of wicksell am 

Marshall that we have examined; b.lt oontrary to Keynes' stateIœnt \Ile 

also have seen eJq)licit referenoe, am sustained discussion of 

speaùative balances or a pervasive bearishness that affects all 

len:lers incll.1dinI the barlkirg system, at least in the early work of 

30 rater, Keynes (1936 p.328) remarks that "there is no special 
virtue in the pre-ex.isti.n:J interest rate." 

31 In a letter to Hicks after the Irl>lication of the General 
'lheozy, Keynes writes: 

If l "Were writirq again, l shoold irxieed feel disposed ta 
defi.ne full enployment as beinJ reached at the same nanent at 
whieb the SUWly of a.rt:p.It in general becanes inelastic. ŒJMK 
Vo1.14 p.71. 

Also see Keynes (1937a W.105-108). 
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Keynes am Marshall. We atterpted to characterize the slunp of the 

trade cycles or the credit cycles of Marshall an:i the Treatise by 

refe.rerre ta less-than-full enployment an:! increased deman::l for 

speculative balances. In the theories of inflation am deflation we 

foorrl at m.inimJm, in wicksell, a full-enployment assunption, arrl in 

Marshall am the '1'reatise bath a full-enployment eoonany am 

speculative balances. '!he quantity theozy's "fault, Il or its users' 

fault, is the oon-integration of an analysis of artpIt am price-level 

llDVements, am a bias t.c:Mard the latter that is predicated on the full-

enployment assurrption. 'lbe ~...neral '1lleory takes up the quantity theoty 

agam, integratin] the elements of the short-period fI'alnlE!'oV'Ork. 

Keynes dlaracterizes the "sinpler discussion" of "the '1heory of 

fttlney am Priees" as one where priees are pIqX>rtional to the quantity 

of IIDney or 

.•• the e1asticity of SUWly [of ootp.rt] nust have becane zero 
am demarrl [for c.utp.rt:] proportional to the quanti'ty of rroney: 
whilst in the IID:re sqiristicated we are lest in a haze where 
not:hirç is clear am everythi.n:;J is possible. Keynes (1936) 
p.292 [my braclœts]. 

'!he haze is CUlpJSed of sudl ooncepts as forced savirx.J, the ve10city of 

ci.n::ul.ation, the quantity of lOOney, hoardin:J, the volume of 

transactions, "et hoc gerrus CIIII'le" [Keynes (1936) p.292]. In contrast 

to the theoty of II'OJ'le)', "the 'lheoty of Value" explains priees 

••• Dy the con:li tions of suppl y an:l derI\anj; am, in particular, 
~es in marginal cost arrl the elasticity of short-pericxi 
Sl.JR)ly ••. Reynes (1936) p.292. 

Keynes wants ta brin:J the theory of roney "back to close contact with 

the theory of Value" by relatirg the fomer ta the latter' s "notions of 

the elasticities of SUWly arrl deman:i" in a context that djSOlSSeS "the 
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'lbeo~ of outp.Jt am Dtployment as a whole" (I{eynes (1936) W.292-293]. 

Keynes proceeds te incx>rporate the quantity EqUation into ms short­

period theory by utilizin;J a series of elasticity concepts arrl their 

interrelations. 

Keynes dE!l'lDl1Strates that ep=l-ea(l-ew) where: ep is "the 

elasticity of lOOl'ley-prioes in response te dlan;Jes in effective deJt'laRi" 

in terms of trOney: ea is the elasticity of rutplt with respect te 

dlarçes of effective deman:l in wage-units; am ew is the elasticity of 

the lOOney wage with respect "to c.han:Jes in effective dexrard in tenns of 

tooney" [Keynes (1936) p.285]. ea is greater than or equal te zero arrl 

less than or equal te one [Keynes (1936) p.284], am presumably ew is 

usually of the saIne nature. When either ea=O or e.,,;=1, a dlarçe in 

naninal effective deman::l will Iead to a prc:portional d'lan;}e in the 

priee level [Keynes (1936) p.286]. When ea is greater than zero am 

Iess than or equal ta one, 9w must be greater than or equal te zero but 

Iess than one in order for an increase in naninal demarrl te be 

~ful te eItlJloyrnent. '!he percentage cllan;Je in naninal effective 

dernarrl nust be greater than the percentage dlarçe in wages or the wage­

unit, for art:p.rt: ta increase with an increase in naninal demarrl; 

effective deman::l in wage-units rises an:} only part of the rise in 

naninal effective deman::l is dissipated in a rise in the priee level; 

part represents increased art;p.Jt an:} eIl'ployment. If ew=o, the extent 

te v.ru.dl an increase in naninal effective derna.n:l dissipates in a 

prioe-level increase instead of in an art:p.rt: an:} enployment increase 

depen:1s on the "retunls" te enployrnent. 

Keynes (1936 p.305) utilizes ea as the elasticity of rutplt with 
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respect te dlarr;Jes in eap1oyment, sa that when he there writes ep=1-

eee.a(1-ew), where ee is the elasticity of errp10yment with respect te 

effective dema.n:l in wage-units [Keynes (1936) p.282], the earlier % 

rr:M equals the current eeea. 32 If there is any myst.ezy in the 1ast 

equality, it di~rs when it is z:emeni:lered that Keynes' "two 

fun:1amental units of quantity" are lOOIleY quantities am 1abor 

quantities; am that therefore E!e is equal to one, sin:le the percentage 

chan;Je in effective d.emard in wage-units, a 1abor quantity, is equal te 

the peroentage charge in enployIœnt, the same labor quantity [Keynes 

(1936) p.41] .33 %' defined as the elasticity of ootpIt, with respect 

to a dl.arçe in enp10yment is equivalent te it defi.neè with respect te a 

chan;Je in effective demard in wage-units. 

It is thrcu;Jh ea or eeea that the theoz:y of value ente:rs Keynes' 

system. '1hey entx:xiy the technical cornition of suw1y, am reveal the 

interaction of dernani am SUWly for artpIt "as a whole." '!bey 

represent 

••• the Iilysica1 factors web determine the rate of decreasing 
returns as lOOre œp10yment is awlied te the existing 
equipnent . 

. • . if t:here are ronstant returns t:hralghoot sc that 
marginal retum equals average retum, eeea=1; am if there is 
full enployment either of laboor or of equipnent, ee%=O. 
Keynes (1936) pp. 305-306. 

32 Keynes (1936 p.304) defines % as the e1asticity of ootput with 
respect te a dlarJ;Je in effective de.man;i in IOOney tenns, whi1e on p.284 
it was defined with respect to effective demarxi in wage-units. '!bese 
definitions are equiva1ent. e o on p.304 equa1s 
(dOjiD) (DjO) = (dOjdD) [(WOw)jO]=[dO/(dDjW)] (0...;0)= (dOjc:IDw)/(Dwl0) web 
equals ea on p.284, where 0 equals effective dernarrl, W the wage-unit, 
Dw effective demarxl in wage-units, am ° artpIt. 

33 see Orlck (1983 p.273) for the same conclusion. 
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with a oonstant wage rate, generically speaJd.n;J to i.ncltŒ the priees 

of other inprt:s, mœr "constant retmns" the a<J.Jlegate supply Clln'e 

WCA.Ù.d he a linear ray fran the origin in expected pI'OCeEd«;-enployment 

spaoe. Urxier decreasirg returns the agglegate SUWly CUIVe wa.ùd be 

oonvex fran the origin. 34 Intrcxiuc:in:J wage flexibility, if there are 

oonstant :retums, f!o=l, then the peroentage chan;Je in the priee level 

is the same as the peroent.age d1an:Je in the rooney wage irduced by a 

dlarqe in raninal. effective demarv:i. 'lhls will in1?ly in::reased 

enployment am ootprt: if the IlDney-wage rate does not increase by the 

same proportion as ncmi.nal effective deman:i, that is, if 9w<1 am 

effective c:leman:i in wage-units rises. If there are decreasin; returns, 

%<1, am if 9w<1, then the percentage d'lanJe in the priee level is 

greater than the perœntage ~e in the IlDney wage in:luced by a 

d'larçe in nani.nal effective demarrl, yet there is an increase in 

exrployment. 'Ille relevant case in OCI1pélrison te the last case, Keynes' 

case, is the classical case where f!o=O am 9p=1 even if 9w<1: in the 

classical case there is no increase in enploymeut am ootplt. 35 

Ta introduoes the quantity of lt'Oney into the elasticity framework, 

Keynes defines t'Wc ether elasticities: the elasticity of effective 

34 Keynes (1936 W. 295-296 W.299-300) again discusses constant 
am decreasing retums. Also se~ As~os (1982 W.26-27 am 
awerrlix) am D:lvidson an:1 Sr!ol~i (1964 W.126-128). 

35 If %=1 in ep=1-Eo(1-e.,..,), then ep=ew, am for %=1 to be 
meaIÙ.IY:Jful ta ~loyrrent it ImJSt be the case that 9w<1. If 0<%<1 am 
ew<l, Keynes' case, then %=(1~)/(1~)<1, irrplyir"g 1~, am 
exrployment increases. If %=0, the class1cal case, then ~=l even if 
ew<1, am by assunption enployrœnt does not chan:Je. For exaIII>le, 
suwose ew=1/3, then in the first case of constant returns, 9p=e...t=1/3 : 
in the secam case, Keynes' case, were, say, %=2/3, then ep=5/9: am 
in the third case, the classical case, ~=l. 
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demand in money tenns with respect to a àlan;Je in the quantity of 

nmey, eci, am tbe elasticity of prioes with respect to a d'large in the 

quantity of lOOney, e. '!he elasticity of the priee level with respect 

to a chan;Je in the quantity of ooney, e, is equal to ep~- (1-

ew)~eeea=ect(l-eeeo+eeeaew) [Keynes (1936) p.305]. Keynes considers e 

lia generalised statement of the Quantity 'lheoty of laley" because it 

... gives us the pIq)Ort.ionate c.::hanje in priees in response to a 
dlan;Je in the quantity of llDJley ••• Keynes (1936) p.305. 

~ represents "the liquidity factors which determine the deInani for 

mmey" [Keynes (1936) p. 305]. Keynes did not "attach nuch value to 

manipùations of this kin::l, Il am havirç laid rut the interrelations 

between the elasticities, he does not dwell on the intel:pretative 

details, leavirq it to the reader to construct his argument [Keynes 

(1936) p.305]. We will attenpt to uncover sane of these details, at 

least as they bear on his criticism of the quantity theory. 

If the demam for llDney is saœ "constant proportion" of llDney 

incane or of "the quantity of effective derna!Ù" in naninal tenns, then 

e.crl [Keynes (1936) p.306 p.299]. 'lhat the de.marrl for IOOney is a 

ronstant prcp:>rtion of IOOney incane is a premise Keynes attrib.ltes to 

the classical tradition of the quantity theory [Keynes (1937a) W.105-

107 (1937b) W.115-ll7). Alten1atively stated, if V, the .. ircane-

veloci ty of II'a'l8Y," that is, the effective demarx:l veloci ty of ItDlleY, is 

constant, then ecrl, where V=(DjM), with 0 representiIg the level of 

naninal effective clemani, an:) M the quantity of lOOney [Keynes (1936) 

p.299 p.304]. Keynes restates the quantity EqUation as MV=D, sa we can 

write it as (D:1M)jM:iD)+(01V)/VdD)=l or l=(l/~)+ev, where we can call 

'Sv' the elasticity of the velocity with respect to a dlarge in the 
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leve1 of naninal effective demaR:l. 'lbe last equation can be written as 

~1/(1-e..,), su tbat if a constant prcpJrtion of naninal inoane or 

naninal effective demarv:l is held in l'IDneY balances, then ~1 iIrply~ 

ey;=o. 

If there is l'X) c:han;Je in the velc:x:ity of circulation with an 

increase in naninal effective d~, then the IrOneY SUWly 1TllSt 

increase to validate the price-lt;!ve1 rise, regardless of whether the 

latter ocx:urs in the oontext of the a:>l1St.ant-returns case, Keynes' 

case, or the classical case. If the ltDney SUWly does net acx:alilo:late 

the rises in naninal de.man::l, then the priœ-leve1 rise, to whatever 

extent acru.eved, is W'lStable. With l'X) acxxmtoiation, naninal demarrl 

presumably falls toward its original leve! th.ralgh the qJeIation of an 

in:%eased interest rate. Ta ergage the quantity theory at the level of 

a critique ~ need to tuxn the question al:"OORi by startinl with an 

increase in the JrOney SUWly. Given E!cF1, or a constant velc:x:ity, the 

price-Ievel rise reflected in e=:ectep will be IOOderated by the 

oonlitions that detennine ep. Given a state of lorç-term expectations 

am oonfideœe, an increase in the mney supply, ~tirg thro.lgh a 

!owered interest rate [Keynes (1936) p.298], œn be expected te 

increase the level of effective demarn. 'Ibis in turn will lead to an 

exactly prqx:>rtionate increase in the prioe leve! only in the classical 

case where ep=1 [Keynes (1936) p. 304): in the cases of constant returns 

or in Keynes' case, the price-Ievel rise will be less, am least in the 

case of constant:retums. '!he latter two, of cnlI'se, p~ that 

less-than-full enployment oomitions prevail. "e is, as a rule, less 

than unity" [Keynes (1936) p.306]. 
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In a letter fran H. 'l'aWrlsheRi (OOMK Vo1.29 pp.240-245) to Keynes 

shortly after the p.1blication of the General '1heory, Townsheni 

questions the ooIresporrlenoe hetween Keynes' fontlllation of the 

quantity equation, in tenns of bath the effective demarxi's 

expect:ational values am its measurement, net-of-user cast, anj the 

traditional fol1\1.Ùation expressed in tem; of total realized 

expen:litures or transactions. Keynes resp:JI'X3s Dy statÙYJ that 

••• the whole t:hinj is in truth furdamentally artificial. l have 
gat l:xx}:Jed in an attenpt te brÙYJ ~ own terms into rather 
closer conforuty with the algebra of ethers than the case 
really permits • 

••• [T]he trooble really arises fran my tzyin3' te produce a 
closer analogy between rtrf teIns am those previOlSly eIlll10yed 
than the circunstanoes really justify. 

l think there is sanething suggestive in what l have 
written; and (if] l were to tJ:y te malœ it quite water-tight in 
light of yoor criticisms it wo.ùd becane sa tortuCAlS an:! 
CXII'plicated as to he worth less perhaps than in its vaguer 
fonn. CWJMK Vo1.29 p.246 rtrf braclœts. 

It is also clear that he did not fully aban:lon this manner of 

oonceptualizin;} the prC'blem or his differences with "orthodox theory" 

[Reynes (l937a) p.l07] 

It is the elements of elasticity (a) in the desire ta hold 
inactive balarx:leS am (b) in the SUR;)ly of c:ut:p.It as a wole, 
whidl pennits a reasonable measure of stability in priees. If 
these elasticities are zero there is a necessity for the whole 
body of priees am wages to responi inmediate1y te every cl1aD;Je 
in the quantity of IOOney. • •• [T]he assunption that bath of 
them are zero assumes away three-quarters of the prà::>1ems in 
whidl 'Ne are interested. Keynes (l937a) W.l07-l08 my brackets. 

'l'aWn.sh.erd's criticisms are sanewhat off the point of the pJIpose of 

Keynes' forrrulation am remarks in the General 'lheozy, alt:ha.Çl Keynes' 

response to TcMnshen:i suggests that he was ~ a correspon:ienoe 

between his an:i the traditional perspective. 

Keynes' criticism is in fact a critic~ of an in~retive 
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inplication of the quantity equation: that the priee level arx:l the 

level of money wages cl1an;Je in exact proportion to charçes in the money 

str+ply. '1his is a prqx:lSition we have seen reasoned for repeatedly in 

the JOOnetary theories of Marshall, Wicksell am the Treatise. '!he 

corresporxlence between Keynes' fonrulation of the quantity equation am 

the tractitional fonnulation is a mute point, sinee it is the 

inplication of a change in the JOOney SUWly on priees, wages, am 

errployment that il; actually urder discussion. In this sense, Keynes' 

fonrulation serves him perfectly weIl, whether or IlOt it is a 

"generalised statEanent of the Quantity 'llleo:ry of Money" [Keynes (1936) 

p.305]. 

Conclusion 

We have used the General 'IheOIY's critique of "classical" monetary 

theory to situate the General '1l1eory' s short-period equilibritnn. 'lhe 

definin;J characteristic of this equilibritnn is not sirnply that Keynes 

holds plant am equipnent constant, but that the lorq-pericxl full­

enployment equilibriatirg force of the natural rate of interest fourrl 

in "classical" writin:Js has been uprooted. It bas been transfonœd te 

the state of long-tenn expectations, am bas becane throughly deperx:1ent 

on short-period levents, although for the sake of an analytical 

solution Keynes holds the state of IODj-tenn expectations or the state 

of confidence constant. 

In evidence of our claim that Keynes perceived his IOOdel te 

contrast with the long-pericxl frarnework of Marshall (1923), Wicksell 

(189S), am his CMll Treatise, we reviewed his argurrents against the 

equilibriatiDj potential of interest-rate am wage-rate flexibility. 
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In this exercise \IiI'e reiterated the :i.nportance am fragile nature of 

investment expectations, am saw the :i.nportance Keynes attached to the 

nultiplier am the principle of effective demard. It is clear that 

Keynes saw the latter two as an equilibriatirg nv:dlanisrn campetin:J with 

the tracUtional wage- am interest-rate flexibility mechanism, am in 

many respects saw the classical mechanism as disruptive to bis less­

than-full enployment adjustment am inhibitirg anyequilibritnn. 

Finally, '\Ne investigated Keynes' remarks on the natural rate am 

his refonnulation of the quantity theory. It is quite clear J'lCM what 

Keynes is referrinJ to with the prrase 'classical theory'; he states 

that he bas designed 

•.. a m::>re general theory, which includes classical theo:ry ... as 
a special case. Keynes (1936} p.xxiii. 

He is referrirq to the "classica1" monetary theories of Marshall, 

Wicksell, arrl the Treatise. '!bey represent the special assunption of 

full errployIOOnt am a correspomin;}ly stable set of IOTXJ-tenn 

expet.'1:ations. Keynes' theory of effective demard in conjunction with 

the JI'Ul.tiplier takes a first step toward an analysis of short-period 

(ilenanena. '!bey fODlllÙate the organizing principles fram which a 

theory of the trade cycle can be huil t without huildiTXJ in contrivances 

ta force the price-Ievel chanJes required in the quantity theory 

tradition. 
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Corolusion 

Spea1dng first in the broadest of tenns, we have deroc>nstrated the 

followin:J. We have shawn the influence of the quanti ty theory of IOOney 

on the theoretical structure of "classical" IOOnetary theory • 

Particu1arly we fomj that the quantity theory was interpreted to 

require stationa.zy- or steady-state con:litions, am that these 

c:::on:litions defi.ned the theoretical core. When we turned to 

eJq)lanations of the trade cycle in IIclassical PI theory, we deIOOnstrated 

an insufficient linkage between the theoretical core am these 

eJq)lanations, al thoogh the explanations were rroti vated by the same 

preocaIpation with the quantity theory. '!he General 'IhC"'O!y was 

develcp:rl in light of the insufficient linkage between theory am 

short-period events. We deIOOnstrated that the General 'Iheory 

incorporated in its state of lorg-tenn expectations, as a special 

case, the lorg-period stationary values of "classical" IOOnetary 

theory. In the course of reachirg these brœd conclusions the 

followin:J route was taken. 

In Chapter One on Marshall' S IOOnetary theory, we first described 

Marshall's "statical method" as he pL-esented it in bis Principles. We 

fourrl that it contained a notion of a stationary state with its 

atte.rrlant lorg-pericxi iIrplications. Althoogh this concept was little 

utilized in the context of the Principles' irrlustry-level partial­

equilibrhnn analysis, we fourd the stationary state was raisea ta a 

level of great inportance when Marshall took up questions in IOOnetary 

theory, particu1arly in bis description of the context in which the 
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quantity theoty held. with this insight in harxi we were able, by 

cross-:readi.rg Money, Credit, am Ccmœroe with the Principles, ta 

detennine Marshall' s inplied views on investment am savin:J. 'Ibis led 

us ta conclooe that he held a view of interest-rate detennination which 

inplies a IOn;J-pericxl normal-equilibritnn interest rate akin te a 

natural rate of interest detennined p.rrely by the real side of economic 

activity. 

With Ws interpretive perspective in han:i, as weIl as an 

urrlerst:an:lirg of Marshall's views on IOOney an:i financial markets, we 

tw:ned te his analysis of price-Ievel trerrls am periods of e::onomic 

crisis. In his analysis of inflationary am deflationary priee-Ievel 

trerrls we argued that the speculative behavior he describes takes place 

relative ta a stationary state. We argued that this is inplied by his 

assuIt'Ç1:ion tllat real capital does net cl1anJe am that the IOn;J-period 

interest rate is detennined by "the average profitability of business 

in general" in full-enployment "stationary" corrlitions [Marshall (1923) 

W.256-258]. Althoogh Marshall mentions that the price-Ievel tren:ls 

may he interrupted by periods of crisis, his argument inplies that 

stationat:y-state values det..ennine the eventual outcome. 

For Marshall, "short-period fluctuations" in the priee level are 

transita:ry relative te IOn:J-period values [Marshall (1923) p.19]. B.lt 

we raised the issue, unaddressed by him, of a short-period equilibritnn 

in his credit crisis by asking about the expectational consequences of 

the crisis, particularly sinee he explicitly states that the banking 

system an:l financial markets can fall umer the spell of the cur:rent 

expectational state of the econany • OUr terrlency was ta answer 
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positively to the possihility of an urderenployment equilH)rium in 

Marshall' s system, though it is clgar that MéJrsr.all did not hold sucll a 

view. Instead he relied on the daninance of lOn;J-period values tlJ rnaJ.r..e 

the.rrselves felt am equilibrate tJv~ econany at its full-ernployment 

potential. It is unclear, though, through what rrechanisrns these lo~­

period values or their potentials were made known to Marshall' s actors 

in the economy. 

We fooryj in Wicksel.l (1898) am in Keynes (193Da&b) an atteIrpt to 

hone the rnechanisms of lo~-period adjust:l'le1t. But they contjnued in 

the quantity theory tradition with its enti'lasis on price-level 

adjustments, which led them te overlook the expect"..ational consequences 

of less-than-full errployment am led thern to fccus their attention on 

price-level adjuS'b:rents. 

In Wicksell (1898), the subject of Chapter 'IWo, we fourxi a clew. 

statement that the natural rate of interest is the real rate of 

interest which would be detennined in a non-oonetizoo stationary 

economy. It was also made clear that the œ:tural rate of interest acts 

as a "center of gravity" urrlisturbed by nnnetary factors. wicksell's 

cumulative prcx::ess of trerxl price-level m:wements was rrotivated by the 

differences that emerge between the natural rate an:! the market rate, 

but these price-level JOOIIements were held to leave the natural rate 

~ed. Even when the relat l ve structure of pro:luction was 

cyclically transformed by a deviation of the rroney rate fran the 

natural rate arrl the perœived profitability of different lines of 

production cl'lan1ed, production ani t.he economy eventually reconfigured 

itself, with the aid of central-bank intervention, at the uncilanjed 
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natural rate. 

In Wi~~II's ~~tic presentation of the cumulative process we 

alse saw the depen:lency of naninal savin;Js on naninal ~.ncane, although 

l'1icksell has contrived his behavioral a.sstntptions se that the Ievel of 

real savi..rgs remained constant, am the ecx>llClny's grcMt:h was 

constrained. Even when he considered a c:x>ntinuCAlSly growin;J economy, 

j nc:.reased real savi.n::Js were introduced net as a function of real 

i.ncxIne, but te force price-Ievel reductions. '!he incx:rne/savi.n::Js nexus 

was net fully developed. 

We saw, t..'1rough a discussion of Wicksell 's passirg remarks on 

econanic crisis am his remarks on the Ul'lCi:JServable nature of the 

natural rate, the iIrp:>rtance of the natural rate in controlli..rg the 

direction of the econany in Interest am Priees. We speculated on an 

expectational .:onfiguration that would leave the natural rate 

ineffective te restore a. full-enployrrent equilibrium. OUr speculation 

was based essentially on ask.irg how the econanic actors experienced the 

force of the natural rab~, arrl how they received the approprlate market 

signaIs, when the naturai rate is unobse.rvable arrl its repercussions on 

priees am profits have been inhibited. wicksell remained cornmitted te 

the naturai rate, particularly the role it pIayed in maintaini.n::J full 

enployrrent, am iIrp:>rtantIy its explanatery po.ver when faced with the 

quantity theo:r:y of IOOney am its proportional price-Ievel adjustments 

as a theoretically central or conceptually organizi..rg principie. 

Cl1apter 'Ihree was the first of t'IN'O chapters on the Treatise; we 

u..c.ed it as an introduction te its theoretical am institutional 

fraIœWOrk. We again saw the ilTportance attached te the quantity theory 

276 



'.-
as an organizational principle. '!he furdamental equations were 

designed to reveal wirrlfall profits am losses. '!he causal mechanism 

of c:han;Je initiated by the existence of these profits am lasses is the 

mechanism presented as bei.rg responsible for the quantity theoty's 

proportionality between the priee level am the roney SUWly. 'Ille 

:furrlamental equations fonnalized am generalized Marshall 's s-pecu1.ative 

tradin:j profits am captured the rotivatinJ forces behini Marshall 's 

am wicksell' s explanations of price-level trerrls. 

OUr discussion of normal entrepreneurial i.ncane in the Treatise's 

definition of eamings, as distinct fran any part of win::lfall profits 

am l osses , led to the conclusion that the Treatise's zero profit 

equilibrium cora:!i.tion was in keeping with a stationary-state or steady­

state lorg-pericxi equilibrium. Priees are equal to their cast of 

production in an econany that parallels that of Marshall' s lorg-period 

stationary state. We further saw the prd.:'lems that this view produce:::i 

in the Treatise' s description of savirgs, investment, ard the natural 

rate, aIl defined relé\tive to a lOnJ-pericd equilibritnn at full 

employment. We suggested that this, in conjunction with Keynes' broad 

definition of capital am investJnent, created problems when Keynes 

turned te describe trade cycles usl.n:J a IœChanism, essentially a priee 

mechanism, developed in the lOnJ-period context of the quantity theory. 

we finally introduced the Treatise's description of financial 

markets. Bull am bear posi tioning led Keynes to develop an explici t 

am new l'Ole for the interest rote in mediatirg between len:ling 

activity am security-market activity. 'Ibe traditional flC1WS of the 

loanable-furds m:xlel had been expressly augrœnted to include stock 
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adjustœJ1ts • 'Ihis led Keynes, particularly in bis in::letenninant 

security-marJœt configurations, to advocate central-bank intervention 

to maintain lerxlin:J at the natural rate to ensure the full-enployment 

level of investment. '!he Treatise's stock-flow discussion makes 

explicit Marshall's iIrplicit reliance on stationary-state stock 

adjustroont in his determination of the lon;r-perioo equilibrium 

interest rate. 

We presented Keynes' nonet,ny theory of price-level trenis, or 

lOOnetary cycles, am dE!J'OC)nstrated the central inpJrtance of the natural 

rate, arx:i hence the stationary state, in detennini.rg the outcane of a 

lOOnetary disturbance. It was in this context that we first raised the 

question of the stability of the natural rate, particularly in the 

context of incane am profit deflation. In general, though, our 

presentation sinply de:rronstrated the integration of the Treatise's 

CCIl'pOnents, highlighting price-level adjustment arxi market-rate 

adjustment relative te the cost of production arrl the natural rate 

respectively. We noted the requirernent of a balance between bearish 

am bullish security-market sentiIœnts, as well as the requirement of a 

balance between invesbrent arrl savÎn3's. 'Ille discussion of savings, as 

we stated in <llapter 'Ihree, was insufficient: it did net nention 

naninal. savings' deperrlency on nominal incClne, a requ.irenent of his 

equilibrium am of the restoration of the market rate te the natural 

rate. I?erllaps Keynes thought it is toc obvious te mention. 

In our discussion of the trade cycle we discovered that Keynes 

wanted to speak of a less-than-full ernployment equilibrium, but 

maintain the frarnework and concepts, or at least the tenninology , 
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develcp:!d for the analysis of lOI'Xj-period full-errployment prioe-level 

lOOVements. We made use of oor exterrled discussion of the trade cycle 

te ~ize the shifts in tœanin:;J of sare key ideas fourd in the 

Treatise's framework, particularly the idea of ronnal entrepreneurial 

inc:x:ma an:l the natural rate. '!he less-than-full enployrnent equilibrhnn 

caused us te reconsider both concepts. '1l1e natural rate, or its 

~e, caIœ to signify sinply a c.h.arge in the e>epeeted prospects fram 

invest::nv:mt either in plant am equipnent or in an increased level of 

output. '!he natural rate lost its cormection ta a full-ent:>loynent 

stationary- or steady-state econorny. '!he incarne enjoyed by 

entrepreneurs in an urrlerenployrnent equilibrium with excess capacity we 

identified w.ith that obtained when realized sales or pri,..,.es rneet 

entrepreneurial expectations, as in the Principles' notion of a short­

period equililirium when output is adjusted ta the levei of dernarrl given 

fixed capacity. OUr main justification for draw:inJ this parallel 

between the Principles' short-pericx:i analysis arrl the Treatise's trade­

cycle anal ysis was the emphasis that Keynes placed on one aspect of his 

de finit ion of invest::Iœnt: a finn's goods-in-process decision. 'Ihis, of 

course, left vague the influence of invest:Iœnt in plant arrl equiprent 

on the equilibrium process. We fourrl, in fact, a great nruddle when we 

addressed the trade cycle's handling of the latter type of investment. 

Finally throughout our discussion of the trade cycle we noted Keynes' 

contrivanoes to force price-level adjust:Irents arrl validate the 

quantity theory, a strategy in keeping with both Marshall's an:l 

wicksell's concerns. 

In the discussion of the collapse of the natura l rate we used. 
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Keynes' asides on the possibility of a cyclically depen1ent natural 

rate te raise the question of what factors detennine finns' expected 

level of dernarrl, am how the natural rate am the market rate might 

converge on a less-than-full enployment econcrny • 'Ihis led us te 

CCI'Ipire the settirg of the Treatise's adjustJnent process ta that of the 

General 'lheory's. We drew again on the Principles' analysis of the 

IOn;J-period am the short-period ta draw a parallel between the trade­

cycle analysis ard the short-period analysis of the General 'Iheonr, but 

lN'9 fOUJ"rl the p:i-rallel ta be incomplete. Keynes never links c.hanJes in 

his cyclically depencient natural rate, his change-in-investrnent 

sentiments, in a cx::msistent way with changes in the level of income or 

ootput. Interestingly, our discussion of a cyclically deperrlent 

natural rate arrl the detenni.nants of demarrl raised questions Y1h.ether 

the natural ratel as a unifonn rate of profit, bas any behavior-

detennining role in restorirq the economy to equilibriurn. In the 

latter we have reiterated our conclusions fram our discussion of 

Marshall 's am wicksell 's analyses of economic crisis. 

'!he analysis of C11apter Four led us to reiterate the broad 

conclusion of the thesis. It was the quantity equation and Keynes' 

acx::eptance of it as a full-employment equilibriurn condition that 

supported and motivated the time frame of the Treatise. It colored his 

explanations of price-Ievel dynamics and focused his attention on them. 

Priee levels were to be explained at the expense of a sourrl theory of 

output movements and savings behavior. Specifically, in the Treatise's 

trade cycle, col1Sl.IlTption-goodc; production could not expand with the 

expansion in their demandi a period-of-production analysis focused 
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attention on price-Ievel d1.an:Jes. In the trade cycle full e.I'fl)loyroont 

was quickly reached, forcin:J market-rate chan:jes. In the oonetaty 

cycle, the full-e.I'l'ployIœnt level of savin;Js am the savin;Js positions 

of bears forced market-rate c.harqes. Bath cases were seen ta initiate 

price-Ievel changes. '!he consequences of Keynes' asides on a 

cyclically deperx:lent natural rate were net explored in the Treatise, 

leavin;J open the questions of where the e..::onomic system was grourxied. 

Was it groorrled in the potential full-enployrnent level of productivity 

am thrift or in entrepreneurial expectations of priees, revenues, am 

deJnanj? '!he assumption of full employrnent or a system that quickly 

resteres full employrnent was amenable to facilitating priee-level 

changes am viewing the world through the quantity equation. 

In Chapter Five we have used the General 'Iheory's critique of 

"classical" roonetary theoty ta situate the General 'Iheory's short­

period equilibrhnn. 'Itle defining characteri stic of this equilibrium 

was net siIrply that Keynes held plant and equiprnent constant, but that 

the long-period full-arrployrnent equilibrating force of the natural rate 

of interest fourrl in "classi.cal" writings has been uprooted. It has 

been transfonned te the state of long-term expectations, an:l has bec:oIoo 

thoroughly dependent on short-period events, although for the sake of 

an analytical solution Keynes held the state of long-tenu expectations 

or the state of confidence constant. 

In evidence of our clam that Keynes perceived his nodel ta be a 

contrast ta the long-period framework of Marshall (1923), Wicksell 

(1898), am his own Treatise, we reviewed his arguments against the 

equilibrating potential of interest-rate and wage-rate flexibility. In 
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this exercise we reiterated the iIrp:>rtance an:l fragile nature of 

irwestment expectations, an:l saw the importance Keynes attached ta the 

nultiplier am the principle of effective dernam. It is clear that 

Keynes saw the latter twu as equilihratin;} mechanisrns ~t~ with 

the traditional wage- an:l interest-rate flexibility mechanisms, am in 

many respects saw the classical mechanisms as disruptive ta his less­

than-fu1l enployment adjustment an:i, in1:x>rtantly, as inhihitin;J any 

equillbrium. 

Finally we investigated Keynes' remarks on the natural rate am his 

refonnulation of the quantity theory. It is now quite clear ta what 

Keynes was referring with the phrase , classica1 theory,' fram his 

stateIœnt that he had designed 

••. a oore generêll theo:ry, which includes classical theory .•• as 
a special case. Keynes (1936) p.xxiii. 

He is referring ta the "classical" monetary theories, like those of 

Marshall, Wicksell, am the Treatise. They represented the special 

élSSUllption of full ernployrnent and a correspond~ly stable set of long­

tenn expectations. Keynes' theo:ry of effective dernand in conjunction 

with the multiplier took a first step tCMard an analysis of short­

period Iilenomena. '!bey fonnulated the organiz~ principles from which 

a theory of the trade cycle could be constructed without building in 

contrivances that would force the price-level changes required in the 

quantity theory tradition. 
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AIperdix to Olapter 1hree 

'!he parallels fCA.llÙ between the Treatise am Interest and Priees 

have be<:xI'oo awarent in Chapters 'IWO am 'lhree. 'lb be fair to the 

reader's eventual jl.Xlgment on wickse1l's influence, l will take a 

nanent ta survey opinions on this issue. '!he opinions rarge fran the 

affinnative ta the negative with expressions of doubt am ~ed 

judgment in between them. Resel:Ved juà:jment is pertlaps the l'OOSt 

j\Xli.cious. Roy Harrod, in his biograP1Y of Keynes, rernarks on the 

originality of the Treatise's "disparity between investrnent and 

savirqs" : 

In this matter Knut wickse1l, to whan he [Keynes] paid 
tril::ute, came nearest to him; there is no doobt that the 
process of thought by Wich Keynes reached his oonclusions was 
irrleperrlent, am not deri veel fran the study of wicksell. 
Harrod (1951' p.409 my brac1œts. 

Schunpeter shares this view [SchUItpeter (1954) p.1119]. Richard Kahn, 

a student and then colleague of Keynes, states: 

'!he Treatise is closely associated in the nù...rrls of economists 
with the name of Wicksell ... But l doubt whether his influence 
on Keynes azoounted te much rore than adopti.rg ms distinction 
between the natural rate of interest and the market rate. }(ahn 

(1984) p.74. 

It is interestin;J ta note the 1ack of an elI'fbatic negati ve in Kahn' s 

remark am tllat he, as the trans1ator of Interest and Prio:>..s, appears 

ta have made the translation at Keynes' request [CVUMK Vol.XII, pp.862-

865] .1 

'!he Swedish economist Bertil Ohlin, meanwhile, is quite positive in 

ms statement. 

1 See oimand (1988 p.136) • 
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In rrrj q>llUon there can be no doubt whatsoever al::o.It the 
considerable influeœe whid'l Wicksell's theozy about the 
relation between the nonnal rate of interest am the market 
rate, exercised on Keynes' ~. l refer to Volume l of 
the Treatise •.. 

On 9 April 1929 l wrote ta Keynes ••• My letter also oontains the 
follCMirg passage: Professer Gregory told rre that yeu had foun:i 
Wicksell's old book Geldzins um Gute.tpreise [Interest am 
Priees] very valuable ... Ohlin (1977) W.149-S0 my brackets. 

'!he authority on British banJcinJ arrl bank policy R.S. sayers writes in 

his discussions of the high interest-rate policy in 1920s Britain: 

••• Keynes saon gat arourxi to reatti.n:J Wicksell, am by the en:i 
of the dec:ade l'OClSt of us had leamed that [the] Bank Rate no 
IORJer deperrl.ed on sane magical scarin;J of lerxiirg banks but 
that its major q::eration was through its influence on the whole 
stzucture of interest rates. Sayers (1979) p.202 IllY brackets. 

'Ibis is a reference to Wick:sell' s analysis of how a sustained bank rate 

or short-tenn interest rate will affect the rom rate. 

In contrast te Ohlin am Sayers am in agreement with Harrod, D.E. 

r-k:lggridge, biograIiler of Y.eynes arrl editor of his Collected Writings, 

remarks, 

In the Treatise, as weIl, the distinction between the 
"natural" am the market rate of interest made its appearance. 
SUch a distinction, hinted at by Marshall, had existed in the 
work of Knut wicksell ... but the Treatise fonnulation seems to 
have ... evolved imepen:iently of a knowledge of the literature. 
Moggridge (1976) p.79. 

We rnight allCM Keynes a final ward. '!he Treatise cites wicksell for an 

"outst.an:li.rq atteJrpt" at urrlerstarrling the bank rate' s effect on 

investJœnt [Keynes (1930a) p. 16i pp.170-171 pp.17S-178], but KP.ynes 

adds in a footnote when considerin;J the "new-Wicksellian school" of 

Mises, Neisser, am Hayek that 

••• (in Gennan l can only clearly uroerstarrl what l know 
already! - sc that new ideas are apt ta he veiled fran Iœ by 
difficulties of language). Keynes (1930a) p.178 fn.2. 
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We might taJœ note that in CKJMK Vol.X! there are six early review 

articles written hl1 Keynes of Gennan-Ian;JUage texts in the fields of 

statistics arrl E!COTlClnics, incluiirç Mises' 'lbeory of Money an::l credit. 

A little before this footnote, Keynes identifies the rrovement of 

investment relati VEI te savirqs wi th the names of Wicksell arrl cassel 

arrl says that this sets in lI'Otion a ch.an;Je in priœs via a ch.anJe in 

profits or receipts. [Keynes (1930a) p.171]. Several years later, in a 

letter dated June 16, 1937, to Gunnar Myrdal, Keynes states that he is 

"net aware" "whether he [Wicksell] aIse investigated what happens when 

they [savin::Js am investrnent] are net equal" [CWJMK Vol.XXIX p.262]. A 

similar lack of knowledge of Wicksell' s wor}' expressed in a letter 

to Bertil Ohlin dated January 27, 1937 arrl Keynes later in a secam 

response to Ohlin states that he does net kncM the "detail" of 

Wicksell's argt.m'IEmts [auMK Vol.XIV p.184, Keynes (1937) W.241-242 

fn.2]. 'Ihese three stateJœnts of Keynes contradict much of what Keynes 

said in the Treatise about Wicksell. 'Ihey do suggest, though, why such 

differences of opinion have arisen on wicksell 's influence. 'lbe 

ternptation te voice an opinion will be resisted, if for 110 other reason 

than that we do net know when Keynes first read Wicksell. 2 

2 '!he Economie Journal published an article by wicksell in 190ï 
where he SLmU'Ilélrized his theory of IOOnetary cycles, but l can firrl ne 
ref~ to this article in Keynes' writ~s. See wicksell (1907). 
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