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PREFACE

A serious student of the American political tradition cannot
avoid an attempt to understand the nature of the American conception
of the proper role of the govermment in economic affairs. This
research project grew out of an attempt to understand thét traditional
conception as well as an attempt to understand John Maynard Keynes'
theory of governmental intervention in economic affairs.

The purpose of this study is two fold: first, the author
wants to determine if Keynes' theory of governmental intervention in
economic affairs represents a 'radical deviation" from the American
tradition; and second, he wants to determine if Keymes' theory has
been widely advocated in the United States. —_—

' The methods utilized in this study are analytical and
historical. The author attempts to understand Keymes in historical
context and to appraise the extent to which Keynes' ideas have been
advocated in the United States. Keynes' theory of governmental
intervehtion in economic affairs is then compared with the modei of
empirical collectivism as developed by Professors Coker gnd Shields.

This study is not intended to represent a definitive interpre-
tation of American thought. The study'is_pased on an empirical
collectivist interpretation of the American tradition. The scope of
this study is limited to an examination of John Maynard Keynes' theory

iii
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of governmental intervention in economic affairs, and an analysis of
the advocacy of one facet of that theory by three Presidents of the
United States,

I must acknowledge the general debt I owe to my professors at
the University of Arizona. However, I owe a special debt to my major
advisor, Professor Currin V. Shields. Without his guidance and
criticism this work would not have been possible.

I also must acknowledge the patient forebearance of my wife,

Dorothy.

Robert D. Wrinkle
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ABSTRACT

This study concerns one of the most significant of all
political questions: What is the proper role of government in economy?
One extreme ideological response to this question is that of laissez-
faire: the government should be minimally involved in a nation's
economic affairs. Another extreme, but contrary, response to this
question is that of socialism: the government should own and operate
the means of producing and distributing wealth. A middle position is
that of the "mixed economy'": the government should intervene in
economic affairs, but it need not own or operate the means of
producing and distributing wealth. Government should take whatever
action is deemed appropriate to satisfy its role as a public problem
solver.

The doctrines of laissez-faire and socialism have both been
advocated in the United States, particularly since the Civil War, but
they are not now and never have been the traditional American response
to the question. The United States has a long and venerable heritage
of using collective action to solve public problems. A significant
aspect of that heritage is its pronounced empirical nature. The
American tradition of collectivism is not doctrinaire, as are both
laissez-faire and.socialism. The traditional American response to the
issue of the proper role of government in economic affairs has been

that of the middle position--the "mixed economy."
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The famed British economist John Maynard Keynes advanced a
theory of govermmental intervention in economic affairs which is,
basically, an empirical collectivist theory. Keynes argued for
governmental intervention in economic affairs as a means of
stimulating the economy to full employment. Such stimulation is
necessary, Keynes argued, because the economy is not self-sustaining.
| Many persons have contended that the implementation of Keynes'
theory in the United States represents a '"radical deviation" from
the basic American tradition. It does not. Keynes' theory of
governmental intervention in economic affairs agrees with the
American tradition of empirical collectivism.

Keynes' fiscal policy concepts are the most important aspect
of his theory of governmental intervention in economic affairs. Since
the end of the Second World War, Keynesian fiscal policy concepts have
been advocated by the Presidents of the United States. The Presidents'
advocacy of such concepts reﬁresents further institutionalization of

the idea of the "mixed economy” in America.



CHAPTER I
THE AMERICAN TRADITION OF EMPIRICAL COLLECTIVISM;

One of the most significant of all political questions
involves the determ%gation of the proper role of the government in
the economic affairs of a nation. The very existence of government,
means, of course, that it has an impact upon a nation's economy. The
question of the ''proper role" of government in economic affairs, then,
is one of degree. Should the government's intervention be minimal or
éhould it control entirely the nation's economic affairs? Or should
it assume some middle position? How a political community answers this
question, and why, reflects, in large measure, the nature of that
political community.

An extreme ideological position concerning the proper role
of govermment in economic affairs has traditionally been defined aé
"laissez-faire." This position views the government in a passive
role. Advocétes of laissez-faire contend that distribution of goods
and services "best' for the functioning of the economic system will

naturally result if govermmental involvement in economic affairs is

held to a minimum.

1. The name and much of what is included in this chapter is
taken from Currin V. Shields, "The American Tradition of Empirical
Collectivism," American Political Science Review, XLVI (March, 1952),
pp. 104-121. The very large debt which this chapter owes o the above
article as well as Professor Francis W. Coker's, Recent Political
Thought (New York: Appleton-Century, Inc., 1934) must be acknowledged.

1



Laissez~faire doctrine is generally associated with the
physiocrats of eighteenth century France and the later English
"elassical" political economists.? In reaction against the
mercantilist practices of their day classical political economists
such as bavid Ricardo, argued that a "natural order" of economic
relations guided men to a "matural good." In this view, the chief
motivation of men was self-interest: individuals produce wealth and
exchange the products of their labor to satisfy their economic needs.
In following their self-interest, the economic activity of individuals
results in the 'common good." In Adam Smith's words, "The individual
intends only his own gain, but is led by an invisible hand to promote
an end which was no part of his intention."3

The social Darwinists of the late 19th Century also advocated
a laissez-faire doctrine. Herbert Spencer 1s perhaps the best known
English spokesman for this viewpoint. In a series of works Spencer
attacked the idea of a positive sta.‘ce.)1L Spencer used the biological
analogy that society is a "natural" combination of organs, each of which
must perform only its alloted duties. In this view, the state is
restricted to "negatively regulative'" functions such as the police

and Jjudicial functions.5 The proper role of govermment is only to

2. Sidney Fine, Laissez-Faire and the General Welfare State
(University of Michigan Publications: History and Political Science,
Vol. XII, Ann Arbor: University of Michigan Press, 1956), pp. 5-6.

3. Quoted in Fine, Laissez-Faire, p. 6.

4. Fine, Laissez-Faire, pp. 32-U46.

5. Ibid., p. 37.
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uphold and implement the natural order: +the market system. In the
market system private economic actors (individuals) buy, sell, and
consume goods and services, with undisturbed market forces acting to
resolve problems of wealth production and distribution.

In a very excellent study, Professor Warren J. Samuels has
termed this system the ”market—plus—framework."6 Any governmental
interference with the system of "natural laws'" which regulate the
natural economic order can only lead to harm. Therefore, the duty
of government is to provide the framework within which the "natural
laws" may operate. In practice this simply means that the government
should uphold the right to private property and insure justice
(contracts).

Another extreme, but contrary, position concerning the proper
role of government in economic affairs is socialism: the government
should own and operate the means of producing and distributing wealth.
The socilalist contemplates a government whose economic role is écti?é
to the point of dominating and controlling economic relationships.

Socialists, of course, reject the laissez-faire coﬁception of
a natural economic order working to the best advantage of all through
the market system.7"Such a system, they contend, is merely a means

whereby privileged individuals can act to maximize their own selfish

6. Warren J. Samuels, The Classical Theory of Economic Policy
(Cleveland, Ohio: World Publishing Co., 1966), pp. 1-20.

7. See Carl Landauer, European Socialism: A History of Ideas
and Movements. Two Vols. (Berkeley and Los Angeles: University of
California Press, 1959) and O. H. Taylor, A History of Economic Thought
(New York: McGraw-Hill Book Company, Inc., 1960).
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interests at the expense of society.8 Socialists argue that a just
distribution of goods and services requires ownership and control of
the means of producing wealth.

A middle position between the two extremes calls for a "mixed

economy'': the govermment should intervene in economic affairs, but
the government need not own or operaﬁe means of producing or
distributing wealth. It should "intervene" to whatever degree is
necessary. Such intervention may take the form of prescribing rules

of market operation, redistributing wealth via tax policies, regulating

certain businesses, and owning and operating others. This middle position

rejects both extreme positions about the proper role of government in

economic- affairs. It accepts a more active governmental role than the
laissez-fairists, but a less active role than the socialists.

Both laissez-faire and socialism are extreme positions derived
from classical political economy, and both received their main

development in England. A basic underlying assumption of the classical
economists is that the system of economic distribution must be dictated
by the system of production--an axiom of classical political economy.9
Laissez~-faire developed primarily as a radical reform movement
against the mercantilist practices of the English economy. Mercantilism
imposed a fairly rigid system of controls over agriculture, industry,

and trade in an attempt to foster the growth of national wealth.lo

8. This was particularly true of the late nineteenth century
reformers in the United States. See Hdward Bellamy, Looking Backward:
2000-1887 (New York: Random House, 1951).

9. See the section on Say's Law, Ch. IV.

10. D. W. Roberts, An Outline of the Economic History of England
(London: Longmans, Green and Co., 1931), pp. 90-Ol.




Historically, mercantalism developed the commercial aspects of the
English économy while leaving the agricultural side relatively
underdeveloped. In Professor O. H. Taylor's words

Mercantalism, however, with its concentration on

policies of aid to industry and commerce, tended to
neglect and hamper agriculture, which was still the
main or largest productive sector of every national
economy, employing the greater part of its people and
resources. Manufacturing (handicraft) industries were
favored as leading to finished, high-value exports, and
replacements for expensive imports; . . . and to keep
dovn the necessary wages of the working pecple (as
costs to businessmen) and the costs of raw materials.
All this, however, tended to have a detrimental effect
on the prosperity of_ agriculture--especially in the
eighteenth century.

Mercantalism, as a viable economic policy, was soon to be
discarded, but not because of an acceptance of the laissez-faire
position. The laissez-faire assualt upon mercantalism was based on
a rather reverent belief in and support of agriculture. Indeed,
the physiocrats argued that a nation's agriculture is the sole source
of wealth.

However, agriculture was not to dominate the economic system of
19th Century England; it was displaced in favor of trade and the
handicraft industries.12 With the coming of the industrial revolution

and the resultant rise of manufacturing occupations, agriculture was

fairly well relegated to a minor position in the English economy.

11. Overton H. Taylor, A History of Economic Thought (New
York: McGraw-Hill Book Co., Inc., 1960), p. 83.

1l2. Idem.
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Just as mercantalist policies had worked a great transformation

13

in England, so did the industrial revolution. The "revolution in

industry" was, as Professor Witt Bowden put it, 'preceded by an age of
nll

invention. The inventions of Arkwright, Hargreaves, Kay, Crompton,

and Watt were all instrumental in providing the means to industr%glize
English comm.erce.l5 The first tools were designed to aid thé hand workexr
in the performance of his craft. However, means of powering machines
were soon found. The adaption of water power to the textile industry

is a case in point, as is the use of Watt's steam engine.

Significant developments in the nature of economic inter-
relationship were attached to the rapid industrialization of England.
One such development was the emergence of the factory system. Under
a commercial economy, the craft industries were largely carried om
in small groups of individual workers. The use of power machinery
altered this relationship with the development of large factories where
goods were "mass produced." The factory system meant, of course, that
the worker was separated from his tools: he became-an adjunct of a
large, impersonal machine, speciaiizing in one aspect of production.

The factory system produced at least two other developments:

the concentration of industry and the industrial classes. Vater

13. For sources on the industrial revolution, see H. L. Beales,
The Industrial Revolution (London: Longmans, Green and Co., 1928); Witt
Bowden, Industrial Society in England Towards the End of the Eighteenth
Century (New York: Macmillan Co., 1925); C. R. Fay, Great Britain from
Adam Smith to the Present Day (London: Longman's Green and Co., 1928).

1k, Bowden, Industrial Society, p. 73.
15. Beales, The Industrial Revolution, pp. 180-181.




powered factories concentrated near streams while steam powered
factories concentrated relatively near the great coal fields. Large
urban centers sprang up as a consequence. In these urban centers,
the people were almost entirely dependent upon the factory for their
livelihood.

The factory system required a new type of person to organize
and direct the system: the éntrepreneuer-industrialist. Merchants
were interested in their specialty, and "had not the time, nor the
desire, and probably not the means to embark on industrial undertakings.”l6
Concommitant with the development of an industrial class was the increased
emphasis upon capital. Factories, ég—céﬁrse, require rather large
capital investment.

The abuses of the factory system were many.l7 Many skilled
mechanics were deprived of their livelihood and reduced to the ranks
of unskilled labor. The need for cheap labor drew many women and
children into the labor force. Living conditions were appalling and
often degrading. In essence, while the factory system immensely in-
creased the productivity of labor, labor reaped only a small part of
the vast harvest.

The extreme collectivist form of classical political economy--

18
soclalism-~-developed as a reaction to industrialism. The socialists

16. Roberts, Beconomic History, p. 193.

17. See f.n. 13.

18. Landaver, Furopean Socialism, p. 9.
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imbued with the idea of classical political economy that the system of
production must determine the system of distribution, argued for
governmental ownership of the means of production so that the workers
could receive their just compensation. This contention was based, of
course, upon a labor theory of value.19
The "mixed economy" position rejects both extreme positions.
In the view of those who advocate the middle position, the idea that
the system of distribution must be dictated by the prevailing system
of production is completely unacceptable. Production and distribution
are not necessarily so related as to make the latter dependent upon
the former.
Reasons for accepting the middle position are several.20
One is a demand for govermmental services. This demand is based upon
urbanization and consequent social problems of transportation, welfare
and housing; the economic dislocation andldisruption because of
collectivization of production; the fact that as a society grows
wealthier relatively more governmental services are demanded; and the
increased complexity and interdependence of economic relations resulting
from the division of labor in an industrial society.

The advocates of the middle position argue that both reform

movements of laissez-faire and socialism are incapable of solving the

prdblems‘of society.

19. Taylor, History, pp. 300-302.

20. Cf. George J. Stigler, "The Economic Role of the State,"
The New Argument in Economics, ed. Helmut Shoeck and James W. Wiggins
(Princeton, New Jersey: D. Van Nostrand Company, Inc., 1963).




The American Tradition

In America the issue of the proper role of the government in
economic affairs has long been a source of debate.zl However, such
debate should not obscure the underlying consensus of the American
people, the "great and fundamental questions upon which we stand
alike." The intervention of government in economic affairs is one of
those questions upon which we stand alike: a long and viable history of
governmental intervention in economic affairs exists in this country.
As Vialter Lippmamn puts it, "While the theorists were talking about
laissez-faire, men were buying and selling legal titles to property,

. In these transactions, by means of which the work of society
was carried on, the state was implicated at every vital point."

Yet, on the other hand, socialism has not made a large impact
in America.23 Socialism, like laissez~faire, 1s not indigenous to
America. Although some small socialist groups and parties have been
founded in the United States, socialism as a political-economic doctrine
has never been widely accepted by Americans. The doctrinaire nature of
socialism is, perhaps, the major reason why it has never been widely

o]

accepted. Doctrinaire ideologies have not fared very well in America.”

21. Cf. Joseph Dorfman, The Economic Mind in American
Civilization. 5 vols. (New York: Viking Press, 1947-1957). Joseph
Dorfman, 'Principles of Freedom and Government Intervention in an
American Economic Expansion,' Journal of Economic Hlstory, XIX (December,
1959), pp. 571-583. Sidney Fine, Laissez-Faire.

22. Walter Lippmann, The Good Society (London: Little, Brown
and Co., 1937), p. 187.

23. Morris Hillquit, History of Socialism in the United States
(New York: Russell & Russell, Inc., 1965).

2k. Taylor, History, pp. 248-249.
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Louis Hartz has analyzed the activities of one state in relation
to economic activities.25 Nor surprisining, the list of such
governmental activities is quite long. The regulatory activities of
the state included, for example, governing the inns, peddlers,
retailers of foreign goods, brokers, and liquor merchants.26

The national government also has been quite actively involved
in economic affairs. Indeed, fhe multiplicity of "governmental
interventions' in economic affairs on the national level would amount
to a list of considerably more than one volume. Two of the most
important or significant "interventions" are the protective tariffs
imposed by the national govermment as well as the considerable aid
given in developing the vast western frontiers of this country.
Hundreds of thousands of acres of public domain were either given
away or sold at very low prices.27

Built upon this viable tradition of collective action, the

recent past has seen a considerable expansion of governmentél activites

in certain fields. Some persons have equated the expansion of governmental

activities during and since the New Deal with John Maynard Keynes'

. o 8
theory of govermmental intervention in economic affairs.2 These

25. TLouis Hartz, Economic Policy and Democratic Thought:
Pennsylvania, 1776-1860 (Cambridge: Harvard University Press, 1948).

26. TIbid., pp. 206-207.

27. See George A. Steiner, Government's Role in Economic Life
(New York: McGraw-Hill Book Company, Inc., 1953).

28. Keynes at Harvard: Economic Deception as a Political
Credo (New York: Ceritas Foundation, 1960). Wilhelm Ropke, The Moral
Foundation and the Impact of Keynesianism (New York: National
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writers have alleged that the implementation of Keynes' theory represents
a "radical deviation" from the basic American tradition, and have called
for a change from this "new direction' which the govermment is taking

in American economic affairs.

Those who argue that Keynes' theory of governmental intervention
in economic affairs is a radical deviation from the basic American
tradition assume that the American tradition is one of laissez-faire.

It is not. ILaissez-faire has been championed in the United States
since the Civil War, but it is quite far from becoming the basic American
tradition.

Although laissez-faire is not the basic American tradition,
there are reasons why some persons might assume that it is. One is
that many writers contend that it is, in reality, the basic tradition.
From the end of the Civil War until the early years of the twentieth
century, laissez-falre doctrine was widely championed in this country.
Many different groups advocated laissez-faire doctrine with varying
degrees of consistency.

During the latter part of the nineteenth century, the idea of
laissez-faire was championed by some academic and 'popular" political
economists. As Charles Beard put it, "Leaving aside for the present

the origins of laissez-Taire in American thought, we may say summarily

Association of Manufacturers, 1963). Henry Simons, Economic Policy for
a Free Society (Chicago: University of Chicago Press, 1948). Other works
which tangentially relate include Milton Friedman, Capitalism and
Freedom (Chicago: University of Chicago Press, 1956).
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that the intensive cultivation and propaganda of the idea was in large
part the work of professors engaged in teaching what was called the

n29

science of political economy in the universities. Notable among
the professors of political economy who supported laissez-faire were
William G. Sumner, J. L. Laughlin, and A. T. Hadley. All three of
these political economists refused to join the "radical" American
Economic Association because of its support of positive state actiOn.3o
Perhaps another reason for believing that laissez-faire is
the basic American tradition might be the close association of laissez-
faire with individualism. Indeed, the two terms are often taken as
synonymous. As Professor Herman Finer has noted, there is a very
close relationship between fhe ideas of laissez-faire and those of
individualism. He says, "In advocating the market economy--that is,
laissez-~faire--the classical economists were imbued with the policy
that the highest value that man deserved was individual freedom.

31

Therefore, his economic activities should be free."

Anerican Individualism

The individualist interpretation is one of the most widely

held interpretations of the American scene. The interpretation of the

29. Charles A. Beard, "The Idea of Let Us Alone," Virginia
Quarterly Review, XV (October, 1939), p. S01.

30. Fine, lLaissez-Faire, pp. 218-219. See also Richard T.
Ely, "The Founding and Early History of the American Economic Association,"
American Economic Review XXVI Supplement (March, 1936), pp. 140-150.

31. Herman Finer, "Introduction" William J. Samuels, op. cit.,
pP . XIV"XV . W
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American tradition in individualistic terms seems to rest on two

32

primary bases. The first basis is the natural rights-social contract
philosophy which was given wide currency during the American Revolution.
According to this philosophy, men have natural rights. To protect
their natural rights, men have freely entered into the compact of
society. In this view, the individual is both prior to and somehow
superior to society. |
The second basis of this individualistic interpretation is the
frontier experience of Americans. According to this viewpoint, the
frontier existence was made for individualism. The individual's
struggle for existence in the frontier placed an immense value upon
his freedom and his initiative. Consider the words of Herbert Hoover:
The American pioneer is the epic expression of that
individualism, and the pioneer spirit is the response

to the challenge of opportunity, to the challenge of
nature, to the challenge of life, to the call of the

frontier. . . . Our American individualism has received
much of its character from our contacts with the forces
of nature on a new continent. . . . Our individualism is

rooted in our very nature. It is based on conviction
born of experience.33

The basic ingredient of American individualism seems to lie in

a devout belief in the ability of the individual to accomplish his own

32. Cf. Ralph H. Gabriel, The Course of American Democratic
Thought (New York: Ronald Press, 1956). Thorton Anderson, Jacobson's
Development of American Political Thought (New York: Appleton-Century-
Crofts, Inc., 1961).

33. Herbert Hoover, American Individualism (Garden City, New
York: Doubleday, Page and Company, 1922), pp. 64-65.
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ends. The trust of Americans, so this line of argument goes, lies

not in some external entity of government, but in the free individual.

The congruence of this philosophy with laissez-faire doctrine

is readily apparent: economic objectives of individuals may be best

achieved if external entities (governments) do not interfere with the

free exchange of individuals.

However, one quality of American individualism seemingly

destroys the close connection between laissez-faire and American

individualism. That quality is, as Herbert Hoover put it, "an equality

of opportunity.”

34

Hoover said:

Our individualism differs from all others because it embraces
these great ideals: that while we build our society upon the
attainment of the individual, we shall safeguard to every
individual an equality of opportunity to take that position
in the community to which his intelligence, character, ability,
and ambition entitle him; that we keep the social solution
free from frozen strata of classes; that we shall stimulate
effort of each individual to achievement that through an
enlarging sense of responsibility and understanding we shall
assist him to this attainment; while he in turn must stand up
to the wheel of competition.J’

The provision of "an equality of opportunity"” plus a restricted

faith in the ability of self-interest as a motivating force does destroy

the connection between laissez-faire and American individualism.

Perhaps Hoover best summed up the not so close relationship between

laissez-faire and American individualism when he said:

Individualism cannot be maintained as the foundation of
a soclety if it looks to only legalistic Jjustice based upon
contracts, property and political equality. Such legalistic

34. Ibid., pp. 8-9.

35. JIbid., pp. 9-10
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safeguards are themselves not enough. In our individualism
we have long since abandoned the laissez-faire of the 18th
century--the notion that it is "every man for himself and the
devil take the hindmost." We abandoned that when we adopted
the ideal of egquality of opportunity--the fair chance of
Abraham Lincoln. . . We have learned that the impulse to
production can only be maintained at a high pitch if there is
a fair division of the product. We have also learned that
fair division can only be obtained by certain restrictions

on the strong and the dominant .3

American Collectivism

The concept of American individualism has an almost myth-like
quality about it. To be sure, the idea of the free individual has
long been evident in American thought. However, coexisting wiﬁh this
idea is a virile tradition of collectivism. The fact that this
tradition has largely been ignored by the many scholars and other
interpreters of the American tradition does not, and could not, alter
its existence. Professor Frederick Jackson Turner noted the existence
of a collectivist tradition on the American frontier, but he
subordinated its role to that of the individualist tradition and the
influence of the frontier upon it.37

The assertion that both an individualist and collectivist
tradition have existed throughout the political history of the United
States might appear anomalous, yet it is not so. As Professor Shields

notes, "If it were not for the peculiar character of American collectivism,

no doubt the anomaly would be as real as it is apparent."38 The

36. Tbid., pp. 10-11.

37. Shields, "The American Tradition of Empirical Collectivism,"
p. 107. For a complete discussion of empirical collectivism, see Shields,

SuEI‘&.
38. Ibid., p. 105.
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American collectivist tradition evolved in the process of devising
practical solutions for the immediate and concrete problems which
Americans faced. Therefore, what is peculiar to American collectivism,
that which reconciles it to the individualist tradition, is its
pronounced empirical character.39

Thus, two traditions have existed in American political history,
and these two traditions have equally strong and significant histories
in America. Yet, both terms are rather vague and serve little
advantage in distinguishing the different points of view which they
represent. The individualist point of view has been noted above, but
what of the collectivist point of view?

The collectivist viewpoint appears in many and varied guises.
One is in the '"location of sympathy."uo The collectivist is interested
in the welfare and freedom, not of some select group, but of the entire
community. The collectivist viewpoint also appears in an argument
against specific bases of social advantage; the collectivist often
takes the side of the many who appear to have been unfairly dealt with
under existing law and custom.

The collectivist viewpoint also supports the belief that an

economic policy is not good if it is based upon a narrowly individualist

39. Jdem. The American collectivist tradition is empirical
in that it rejects any '"pat," or doctrinaire approach to problem solving.
Both the decision that a problem needs solving and the requisite action
to solve.that problem are to be determined empirically.

40. Coker, Recent Political Thought, pp. 545-546. For an
excellent presentation of this entire line of argument, see Coker,

supra.
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theory. Professor Coker argues:
In modern industrial life, they (the collectivists) argue, the
functions of the production are so widely subdivided that nothing
can be done in the creation of wealth by the isolated efforts
of individual capitalists or laborers; and after useful
commodities have been fabricated, an individual's claims to
them have actuality only insofar as the organized community
endorseﬁ the claims, defining and protecting them as legal
rights. 1
Any economic policy which is based in a narrow individualistic theory,
as opposed to the collectivist theory above, must be inadequate '"to
meet the needs of society.”42
The need of society to solve public problems is the major concern
of empirical collectivists. The empirical collectivist assumes that
collective action should be employed only when necessary to solve
public problems. He further assumes that the type of collective action
to be undertaken depends upon the exact nature of the situation. In
other words, for the empirical collectivist, the collective action of
a community is an expedient and only that; it is not an end unto itself.
Whatever collective action is necessary to solve the problem, but only
what is necessary, is authorized. This empirical collectivist position
might be stated as the '"rule of economy," minimal collective action
to solve the problem--and no more--should be undertaken by the community.

An order of preference or a 'logic' of collective action is

then implied in the theory of empirical collectivism. Three basic

doctrines specify this "logic of collective action."h3 These three

41. TIbid., p. 545.
42, 1Idem.

43. Shields, "The American Tradition of Empirical Collectivism,"
p. 106.
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doctrines are as follows: (1) Only bona fide public problems should

be solved by community action. The question as to what constitutes

a public problem, and what does not, is at best perplexing. According
to Shields, ". . . if a problem concerns the many members of a

community it becomes a public problem, and then--but only then--

n’"’l‘l'

collective action is warranted. (2) The agent of the community

which is best able to handle the problem should undertake the necessary

collective action. This doctrine reflects the empirical collectivist

belief that non-governmental action is preferable to governmental action.
However, if non-governmental action is inadequate, then govermmental
action is warranted. Once again, the empirical collectivist has a
hierarchy of preferences as to which level of government should undertake
the necessary action. In the American political system, there are a
number of governments which might deal with any specific public problem.
These are, of course, the national, state, and various local governments.
For the empirical collectivist, local action is preferred to stale
action. However, the national government should undertake action
vherever necessary. It should be noted that no level of govermmental

action is prohibited. (3) The collective action used should involve

minimal interference in community life. This doctrine relates to the
number of choices available to the empirical collectivist as to the
actual method of solving a public problem. The best means available

are to be used. However, there is always a question as to what the

4y, TIdem.
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"best'" means are. For the empirical collectivist, the "best' means
are those which involve minimal interference in the life of the com-
munity. It is for this reason that the empirical collectivist favors
voluntary regulation of public affairs rather than mandatory controls.
The empirical collectivist also favors regulation or restriction rather
than prohibition. If some further type of governmental action is
necessary, then the empirical collectivist prefers public regulation
to outright governmental operation.

These, then are the principles which underlie the "logic" of
collective action of the empirical collectivists. No one type of
collective action is denied. On the other hand, no one type of
collective action is favored above all others. Professor Shields
notes, 'hence, the empirical collectivist never propounds a pat formula
for collective action; he is wedded to no doctrinaire analysis of
political history or human behavior; he is hobbled by no presuppositions

about political problems or their solut:i.ons.”u5

Instead, the empirical
collectivist elects a type of action always directed toward specific

and concrete problems. The empirical collectivist never offers a
complete, sweeping change. As Professor Coker put it, "No single
panacea is offered and no sudden sweeping root and branch reconstructing
of the present economic order is advocated. Existing methods are to

k6

be changed in an electic piecemeal manner.

45, Idem.

L4L6. Coker, Recent Political Thought, p. 5u47.




20

The primary significance of the empirical collectivist doctrine
lies in its relationship to the democratic tradition. The democratic
process is a method of collectively answering questions of public
concern. The democratic process specifies how a decision is to be
collectively made, but not what the content of the decision should be.
The empirical collectivisﬁ tradition serves as a complement to the
democratic process in that it provides an agenda for making collective
decisions possible. It is easy to see that no universal fbrmula for
collective action is possible. As conditions change, the "best" manner
of solving problems must also change. It is here that the procedure of
the empirical collectivist facilitates action. The empirical collectivist
simply asks, is the problem a bona fide public problem? If it is, then
the next question is, what agent of the community is best able to deal
wlth the problem? The third question is, what sort of action is
required to solve the problem? By answering these questions, in an
appeal to the evidence as well as futﬁre expectations, the empirical
collectivist is able to resolve matters of public policy. In effect,
the empirical collecﬁivist tradition serves as a necessary component
of as well as a complement to the democratic process.

The empirical collectivist doctrine is accepted, either
explicitly or tacitly, by most Americans. Never in American history
has the doctrine been repudiated. The manifestation of the use of
collective action, where necessary, to solve public problems is widely
evident in American history:---the regulation and development of

waterways and other transportation media from before the Constitutional
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era is but one manifestation of the use of collective action to solve
public problems.)+7

This underlying consensus on the acceptance of collective
action provides a firm tradition of experience upon which policy mekers
may draw in discussing public problems in America. Discussion of real

problems in practical terms may rely upon this tradition of collective

action as a means of starting to solve the problem.

Conclusions
The American conception of the proper role of government in
economic affairs is one neither of laissez-faire nor socialism.
Governmental intervention in economic affairs is, and always has been,
a part of the American scene. The American collectivist tradition
plays a significant role in the determination of the proper role

of government in American economic affairs.

47. Cf. Shields, op. cit., p. 119.



CHAPTER IIX
JOHN MAYNARD KEYNES: THE MAN AND HIS TIMES

John Maynard Keynes is one of the most celebrated figures of
the twentieth century. This purveyor of the "dismal science' of eco-
nomics is largely responsible for much of the economiec thinking of
the western world today. The Economist said of Keynes, "Millions to
whom his name is unknown and his thought incomprehensible nevertheless
live in a climate largely of his making.'' Keynes had so much of an
impact upon economics that it is now the vogue to speak of the
"Keynesian Revolution'" or the new "Keynesian Economics' when speaking
of current economic practices.

Keynes must be ranked as one of the leading economists of the
twentieth century. Keynes' contributions to economics are numerous.
Not the least of his contributions is the inclusion of monetary theory
in the general body of economic thought and analysis. However, to many,

' it means the involve-

if not most, people who hear the word "Keynesian,'
ment of government in economic affairs on a grand scale. Whatever the
value of Keynes' contributions to economic theory, it may well be

that his theory of governmental intervention in economic affairs will

prove to be more valuable.

1. The Economist, Januvary 27, 1951, p. 3.
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John Maynard Keynes must be regarded not only as an economic
theorist, but also as a political theorist. As with all political
theorists, Keynes must be studied in the context in which he lived and
worked. What, then, of this man and the times in which he lived and

worked?

Background
John Maynard Keynes was born at Cambridge, England in June of
1883. His father was John Neville Keynes, a Cambridge Don. The elder
Keynes lectured in logic and political economy at Cambridge and bullt
a very respectable academic career there. Two of his publications

are regarded as classics. These are his Formal Logic and The Scope

and Method of Political Economy. John Maynard's mother, Florance Ada

Keynes, was also a gifted person. In addition to her intellectual
and social interests, she was also politically active. She served as
the Mayor of Cambridge for a time, not a usual post for a woman in the
England of her day.

John Neville and Florance Keynes had two other children
besides John Maynard, a boy and a girl. Geoffrey Keynes became a
distinguished physician while his sister Margaret became a ''pioneer
social worker.” Thus, all of the three children of the Keynes had
fairly distinguished careers.

By most accounts the life in Cambridge household of the Keynes

was one of solid late Victorian vintage.2 Roy Harrod, in his very

2. Cf., Seymour Harris, John Maynard Keynes: Economist and
Policy-Maker (New York: Charles Scribner's Sons, 1955). Roy Harrod,
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good biography of the late Lord Keynes, notes young Keynes' inheritance
of what he terms the "Cambridge civilization." The civilization which
Keynes inherited was the best that England had to offer. It was
"stable, self-confident, and progressive." 1In short, it was the late
nineteenth century Victorian image of England itself.

In such an atmosphere John Maynard Keynes was raised. His
intellectual achievements as a small child were not quite the equal
of those of another great English political economist, John Stuart
Mill, but they were significant. In his early preteens, John
Maynard's intellectual attainments were first noticed. He began to
be ranked first in his classes. The Keynes family noted his proclivity
and arranged for the 'best education available, Eton and Cambridge."
John Maynard's preparation for Eton was intense. His family even
arranged for special tutors to help prepare him for the examinations.
The future Lord Keynes did well in the examinations and was selected

for Eton.LL

The Life of John Maynard Keynes (London: Macmillan and Company, Ltd.,
1963). H. Neisser, '"Keynes as an Economist" Social Research, XIII
(June, 1947), pp. 225-234. E. A. G. Robinson, 'John Maynard Keynes,
1883-1946," The Economic Journal, LVII (March, 1947), pp. 1-68. J. A.
Schumpeter, "John Maynard Keynes, 1883-1946," American Economic Review,
XLV (September, 1947), pp. 495-518. London Times, Obituary: Lord
Keynes, April 22, 1946. Most of the biographical material in this
chapter came from these sources.

3. Harrod, Life, p. 3.

4, Ibid., p. 14. Keynes was first in mathematics and tenth
out of twenty selected.
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Education

Fton was, and is, a great many things to the students who
attend it. For Keynes, Eton was the place where he gained confidence
in himself, a trait which he never lost. As Professor E. A. G.
Robinson put it, "Eton gave him confidence and poise to match his zest
for knowledge, and Eton, with its variety and lack of regimentation
was the environment in which his manifold talents could develop."5

Keynes displayed his variety of interests at.Eton. He was
interested in classics, history, drama, poetry as well as other
subjects. However, above all of these, his main interest was in his
best subject--mathematics. Xeynes was also something of an athlete
while at Eton; he was a frequent participant in the famous Eton Wall
Game.

Keynes was quite successful at Eton. His writings show none
of the bitterness or hatred of school which often mark the writing of
other famous graduates. Keynes won many prizes, mainly in classics
and mathematics. During the last part of his second year at Eton,
he won a very coveted prize, the Senior Mathematics Prize. Keynes

also won election to the Eton "Pop," which is the student go&erning
society for the school.

Keynes' success in classics and mathematics enabled him to
win a fellowship to Kings College. It was at Cambridge that his

interest in economics began to develop. At that time Cambridge had

two great economists in residence, Alfred Marshall and A. C. Pigou.

5. Robinson, ''John Maynard Keynes,' p. 27.
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Marshall, the dean of English economists, is generally credited with
having a great deal of influence upon Keynes.

As those familiar with the Cambridge educational "system'
know, the association with other undergraduates provides a good deal
of one's undergraduate education. Thus, it is not surprising that
Seymour Harris could write, "At Cambfidge, Keynes' energies seemed to
have gone less into formal courses than into conversations and
friendships with brilliant contemporaries.”6

Keynes took part in discussions which often lasted until dawn.
He did not frequently attend lectures. He became an excellent debater,
participating in the debating societies which flourished at Cambridge.
Keynes was, in fact, an outstanding figure in the select debating
society, the Cambridge Union. In these discussions and debates, Keynes
developed his powers of persuasion. A debating opponent of Keynes
once noted, ''Maynard's was a magnificent forensic display, cool and
céllected, the arguments well marsha.lled.”7

At Cambridge, a student selects one area in which to take
the final college examinations or "Tripos." The student usually takes
the examination in the field of his primary interest. Keynes took
his "Tripos" in mathematics. He did not do especially well. His

lessening of interest in mathematics as well as his other interests

were partially responsible for his result.

6. Harris, The New Economics, p. 4. See Harrod, Life, pp.
58-60 for a fine discussion of this point.

7. Quoted in Harrod, Life, p. 9.
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After Keynes had taken his mathematics examination, Alfred
Marshall attempted to interest him in taking another examination,
this time in economics. Marshall once wrote to the elder Keynes,
"Your son is doing excellent work in economics. I have told him that
I should be greatly delighted if he should decide on a career as a
professional economist. But of course I must not press him."
However, Keynes declined to take the economics examination. Instead,
he concentrated on the forthecoming civil service examinations, which
had two openings that appealed to him. One was in the Treasury
Department and the other was in the India Office. The civil service
virtually guaranteed a rewarding career for the most gifted of
University graduates, with public careers of influence and relatively
ample financial rewards. These points considered, it was not unusual
for Keynes to foresake an academic career for one in the public service.
John Maynard finished second in the month-long examination.
As the first place finisher took the Treasury position, Keynes was left
the opening at the India Office. As for his marks in the examination,
Keynes said:
My marks have arrived and left me enraged. Really knowledge
seems an absolute bar to success. I have done worst in the
only two subjects of which I had a solid knowledge--mathematics
and economics. I scored more marks in English history than for
mathematics-~is it credible? 1In economics I got a relatively
low percentage and was eighth or ninth in order of merit--

' whergas I knew the whole of both papers in a really elaborate
way.

8. Quoted in Robert Lekachman, The Age of Keynes (New York:
1966), p. 19.

9. Letter from J. M. Keynes to G. L. Strachey, October 4, 1906.
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Keynes later remarked on the subject, "I evidently knew more about

10
economics than my examiners." This may well have been true.

erience

In a very short time after joining the India Office, Keynes
was dissatisfied with the post. A second position in the department
proved to be no more rewarding. Keynes wrote to a friend, "I'm
thoroughly sick of this place and would like to resign. Now the
novelty has worn off, I am bored nine-tenths of the time and rather
unreasonably enraged the other tenth when I can't have my own way.”ll
Keynes made it soon apparent that he wanted employment elsewhere. He
was offered a position as lecturer in economics at Cambridge, financed
by Marshall. Although the position carried a rather small stipend,
Keynes resigned his civil service position and accepted the post at
Cambridge.

Although the experience in the India Office was brief, it
proved to be a valuable apprenticeship for Keynes. The knowledge
which he gained concerning the operation of a government department

was later to prove important. Likewise, his interest in India was

valuable as his first important publication, Indian Currency and

Finance resulted from that experience.

10. J. M. Keynes, quoted in Harrod, Life, p. 121. Note the
discussion on this between Professors Robinson and Harrod. Robinson,
"John Maynard Keynes," and Harrod, Life, p. l2ln.

11. Letter from J. M. Keynes to G. L. Strachey, September 13,
1907.
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Keynes continued in his post as a Cambridge Don for more
than thirty years, lecturing in economics. During his early years,
Keynes lectured on a variety of subjects, while most of his later
lectures were on Money, Credit, and Prices. His lectures on these
latter subjects were "animated and intriguing." Keynes also founded
a club for undergraduates, once again working through the informal
aspects of a Cambridge education. Professor Harrod's description of
the Political Economy Club is interesting. According to Harrod,
Keynes

selected from his own college and elsewhere a dozen or more
undergraduates who were supposed to be the most promising.

Other dons were also invited, but on a given evening, there

was not more than one. A paper was read by one of the under-
graduates. Lots were drawn and every member had to speak before
the fireplace in order determined by the drawing. Keynes
himself summed up at the end.l?

The effect of these Monday night meetings at Keynes' home
was great. According to Professor Robinson, '"During those early
pre-war years it was through the Club that Keynes' influence was
widest and most powerful.”13

Besides his academic tasks, Keynes also took on administrative

tasks. He accepted the editorship of the Economic Journal in 1911,

at the age of twenty-eight. This was a most unusual honor for one

so young. The influence of Alfred Marshall was, no doubt, a

12. Harrod, Life, p. 150.

13. Robinson, "John Maynard Keynes," p. 26.



30
determining factor in the awarding of the editorship to Keynes. 1In
1913, Keynes became secretary of the Royal Economic Society. He later
became a member of the governing council of Kings College and eventually
bursar of that institution.

Keynes was virtually continually involved in public service.

As a result of his Indian Currency and Finance, Keynes became a member

of the Royal Commission on Indian Currency and Finance. The Report of
that Commission largely reflected Keynes' own views which had been
published earlier. This service led him into the Treasury during the
war years.

Keynes did well in his Treasury service. He became head of
"A Division," which was concerned with foreign monies. From one point
of view, his wartime service in the Treasury might be regarded as the
high point of Keynes' career. In fact, Keynes never again held so
high an administrative post as that he held in the Treasury during
the war.lu He had wide influence in the Treasury. However, it is
doubtful that any administrative post could approach the influence
which he gained through his writings. |

In his Treasury service, Keynes was largely concerned with the
external financing of the War. He spent most of -his time arranging
the terms and conditions for loans. He was concerned alsoc with the

acquiring of scarce currencies. HeMAid quite well in this work, and

was nominated by the Treasury to be their representative at the Paris

14. Harrod, Life, p. 298.
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Peace Conference. He served in this capacity at Paris. However, he
was s0 outraged by the Peace Treaty which ended the war that he
resigned from the Treasury in order to write a book about his
expectations concerning the treaty.

After writing his polemic against the peace treaty, Keynes

again took up his many interests and duties at Cambridge. He hever
>again resumed as full a load of lectures as he had carried in the pre-
war period. However, it would be a mistake to say that he retired to
the quiet and sedentary life of a Cambridge Don. Academic the 1life
might have been; quiet and sedentary it most definitely was not.

Keynes lectured, edited the Fconomic Journal, attended to his business

affairs as well as those of his College, and wrote. Above all, he
wrote. It is amazing that Keynes found the time to do all of the
above things and still publish. In the period between the two wars,
Keynes published some twelve books or monographs as well as numerous
articles and letters. ‘

The editorship of the Economic Journal also required a great

deal of his time. Some price had to be paid in order to put out such
an immense quantity of work. As Joseph Schumpeter said, "The quality
of his work suffered from its quantity, and not only to form: much
of his secondary work shows the traces of haste and some of his most
"important works the traces of incessant interfe;ences that injured

its growth.”l5

15. J. A. Schumpeter, "Keynes, the Economist (2)," p. 83 of
pp. 73-10L in S. E. Harris, The New Economics (London: Denis Dobson
Ltd., 1948).
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.Keynes applied his theoretical knowledge of economics to the
practical affairs of business with great effectiveness. He was the
president of a large insurance company which did quite well. As
Seymour Harris notes, 'From 1924 to 1937, his assets had grown from
L 58,800 to L 506,000 {about $2,500,000), a remarkable feat given

16

British tax rates. Harris goes on to say:

Applying a few simple principles, having the vision to see

the future of interest rates, imbued with optimism, studying

the individual company and commodities in order to select

the proper securities for purchase, Keynes emerged a very

successful business investor over the years--for his College,

for his Journal, for his insurance company, for his invest-

ment trust, for his theatrical enterprises, and even for his

future wife.l7

Character
But what of the character of this diverse man? What sort of

man was he? Keynes cannot be easily»catalogued or characterized; he
was much too diverse a man for that. Probably the first and foremost
quality of John Maymnard Keynes' character was his intellectuality.
The assertion that Keynes was quite an intellectual snob has persisted
throughout the years, despite the efforts of his bilographer to dispel
it. Keynes enjoyed acting condescendingly toward those he considered
his intellectual inferiors, and he considered most people his
intellectual inferiors. Consider the words of one of his professors

at Eton, "He gives one the idea of regarding himself as a privileged

boy with perhaps a little intellectual conceit. "8

16. Harris, The New Economics, p. 2k.
17. TIbid, p. 25.
18. Quoted in Harrod, Life, p. 25.
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One of Keynes' most brilliant students assessed Keynes'
intellectual snobbery in the following manner, "I have said that he
hated stupidity.... And it was for this reason that I think Keynes,
even to the end of his life, did not possess the power of living in
wholly amicable disagreement with those whose views on essentials
differed from his own, "9

Keynes married Lydia Lapkova, a ballerina of the Diaghilev
Company, in 1925. The marriage of the forty-two year old Cambridge
Don and the Russian ballerina was, by all accounts, a'happy and
successful marriage. Mrs. Keynes gave up her career on the stage and
assisted her husband in his writing.

Perhaps the character of John Maynard Keynes might be more
fully understood if we note his association with the "Bloomsbury Set."
The "Bloomsbury Set" was an integral part of Keymes' intellectual life
at Cambridge. Bloomsbury, at the risk of oversimplification, may be
characterized as a sort of avant garde society of intellectuals. Not
only was it a ''simpatico” group of people in the arts and letters,
but it also perpetrated a very definite point of view. However, as
Harrod notes, "It must not be supposed that there was a self-conscious
attempt to form a group, or that its members wished to be known by a
collective name."20 Apparently, the "set" just developed. At any

rate, the members of the "set' considered themselves the top stratum

19. Robinson, "John Maynard Keynes," p. 29.

20. Harrod, Life, p. 186.
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1 1"

of the English society of arts and letters. Members of the 'set
included: Lytton Strachey, Leonard Woolf, Duncan Grant, Vanessa Bell,
and L. M. Forester, among others. Although there seemed to be some
doubt as to the qualifications of John Maymard to fit with these people,
he was also included.

The Bloomsbury point of view was primarily an elitist position.
Keynes agreed with this position. In essence, Bloomsbury, although
providing friendship and intellectual stimulation, also provided an
outlet for Keynes' intellectual snobbery.

According to many authorities, Keynes was very frank in
discussion. In fact, he seems to have been rather combative in even
the most casual of discussions. Harris notes this point, and then
goes on to say, 'But Keynes' combativeness sometimes backfired to
his own disadvantage, offsetting his powers of persuasion.”21 Perhaps
the most famous example of Keynes' frankness and lack of caution is
his statement to Lloyd George while Keynes was just a junior officer
in the Treasury. In reply to a dissertation on the current state of
affairs in France by George, Keynes said, "With the utmosﬁ of respect,
I must, if asked for my opinion, tell yoﬁ that I regard your account
as rubbish."e?

It is quite likely that the major reason for Keynes' frankness

and combativeness lay in his assumption that he was always correct.

21. Harris, The New Economics, p. 1O.

22. Quoted in Harrod, Life, p. 201.
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This would seem to be the case. Keynes always held his own opinion in
very high regard. Keynes shows his viewpoint in his Preface to his

Bssays in Persuasion. Keynes said: '"Here are collected the croakings
y 123

of twelve years--the croakings of a Cassandra who could never influence
the course of events in time."23 It is obvious that whatever fault lay
behind the fact that his croakings were never accepted, Keynes did not

believe it to be of his own méking. In fact, Keynes was willing to

give the world one more chance to accept his "croakings." This was

the reason that he published the Essays in 1931.

Conclusions

The period in which Keynes lived and worked must be regarded
as one of the most exciting eras of all time. During the sixty-odd
years in which Keynes lived, the world was in a great state of flux.
England, and the world, moved out of a rather placid nineteenth
century existence and through two world wars and the great depression.
Such an environment must have contributed to the development of radical
ideas in as astute an cbserver as John Maynard Keynes; |

Keynes had the experience of living in what is now considered
the twilight of free enterprisg capitalism. The classical economics
which Keynes learned from Marshall and Pigou had been developed for the
era which was now passing. Keynes noted this fact and his theories

are reactions to the passing of that era.

23. John Maynard Keynes, Essays in Persuasion (New York:
W. W. Norton, 1963), p. v.




CHAPTER IIT
THE BASIS OF JOHN MAYNARD KEYNES' THOUGHT

To understand Keynes' political theory, one must first
understand the philosophical basis of his thought, that is, the
assumptions which establish his frame of réference as well as his
method of thought. One should also understand what influenced the
development of Keynes' thought and social philosophy. John Maynard
Keynes always held a very high regard for the power of ideas. He
once stated,

Jdeas of economists and political philosophers, both when they
are right and when they are wrong, are more powerful than is

commonly understood. 1Indeed, the world is ruled by little
else.

Method of Thought

The basis of any writer's method of thought rests upon his

epistemology. Keynes' basic epistemological position was one of

through-going empiricism.2 Keynes, however, made a rather interesting
distinction between classes of knowledge. One class of knowledge he
termed direct. knowledge, and the other indirect knowledge. Keynes

contended that indirect knowledge is that which is known by argument,

1. John Maynard Keynes, The General Theory of Employment,
Interest and Money (London: Macmillen and Company, 1936), p. 383.

2. J. M. Keynes, A Treatise on Probability (Torchbook Ed;
New York: Harper and Row, Inc., 1962), p. 1ll. See chapter 11 of
Probability for a good discussion of Keynes' epistemology.

36
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while direct knowledge is that "with which we have direct acquaintance."
It is "our sensations, which we may be said to ggRerience."3

Keynes defined knowledge as the "highest degree of rational
belief" in a happening or event. Keynes was talking about two
different things here. Belief is as fundamental as knowledge. However,
Keynes defined knowledge as fundamental and belief by reference to it.
In other words, for Keynes an epistemological position was prior to
~ belief. Keynes said,

Thus, knowledge of a proposition always corresponds to certainty
of rational belief in and at the same time to actual truth in the
proposition itself. We cannot know a proposition unless it is

in fact true.

Keynes did not make clear exactly what one is capable of
knowing. He said, "About what kinds of things we are capable of knowing
propositions directly, it i5 not easy to say."5 By making this state-
ment, Keynes was not rejecting empiricism as the basis of knowledge.

He was merely noting some possible gqualifications to that position.
As qualifiers, Keynes mentioned memory and subjectivity. Keymes said,
"We cannot always tell, therefore, what is remembered knowledge and
what is not knowledge at all;..."6 As for subjectivity, Keynes noted

the "relativity of knowledge to the individual.'" According to Keymes,

3. Idem.
4. TIdem.

5. Ibid., p. 1h4.

6. Iden.
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"What we know and what probability we can attribute to our rational
beliefs is, therefore, subjective in the sense of being relative to
the individual."T

It should be noted that Keynes did not take up the guestion
of epistemology in a direct and formal attempt to resolve any
uncertainty. He only delved into it as an adjunct to his theory of
probability.
8

Keynes' early academic training was in mathematics. This
interest in mathematics undoubtedly influenced his method of thinking.
However, another discipline, psychology, had perhaps the greatest
influence upon Keynes.9 One of Keynes' main arguments concerning
investment is primarily based upon psychological concepts. Keynes
assumed that the volume of investment is primarily dependent upon
future expectations. When the investing public believes that future
returns from investment will be favorable, they will invest. But,
since knowledge of the future is very limited, how is such an
expectation derived? Keynes said that investors adopt attitudes
which "give the appearance of rational conduct." That is, investors
assume that the average market opinions are based on correct judgments
of the future, and act accordingly.

This argument of Keynes involves a host of psychological

concepts. PFirst, Keynes assumed rational behavior within the

7. Tobid., p. 16.
8. See above, Chapter II, pp. 2k-26.

9. Keynes, General Theory, p. 96.
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limitations of the given situation. He further assumed that the average
or most popular market opinions will be those upon which action is
based. In other words, action concerning investment i1s undertaken
because of the influence of the mass or crowd.

Keynes‘also acknowledged that the non-rational aspects of human
behavior play an important part in the investment decision. Xeynes

termed non-rational human behavior as the results of 'spontaneous

1o '

optimism," "the human urge to action," and a sort of "animal spirit."
All of the above factors play important roles in the investment
decision.

Keynes' method of thought was influenced by his borrowing of
the above and other psychological concepts. Keynes assumed the
validity of these psychological concepts, and that assumption influenced
the manner in which he attempted to prove his case.

The items that a writer appeals to for intellectual authority
are also indicative of his method of thought. When Keynes advanced
an argument he generally appealed to two items for intellectual
authority: facts and self-evident (at least to Keynes) axioms.

Keynes would often axiomatically establish a proposition and proceed
to develop his. argument from that point. He also held facts in high
regard and would appeal to them for intellectual authority. Such an
appeal would usually consist of the statistical evidence in support of
his arguments.

Keynes' method of thought, then, is a combination of deductive

and inductive approaches. Apparently, Keynes saw no difficulty in
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this combination of approaches. Perhaps it may be said that Keynes
deductively set the foundations for his theory and then raised an
inductive superstructure of facts to support and "flesh out the bare
bones of pure theory."l0 Not only do the facts "flesh out the bare
bones," but they lend credence to Keynes' axioms. 1In effect, the
axioms remain but with changed character. The axioms now derive their
authority from the presented evidence.

While it may be true that a writer's political beliefs follow
from his epistemological position, it must also be remembered that a
writer's epistemological position as well as his method of thought
must be evaluated in relation to his purpose. So it must be with
Keynes. Does Keynes' epistemological position help him to achieve
his purpose? Does Keynes' method of thought help him to achieve his
purpose? Before these questions may be answered, Keynes' purpose of
inquiry must be clarified.

What, then, was the purpose of inquiry for Keynes? Did Keynes
simply find his studies an enjoyable manner of passing time, or was
there some purpose in his inquiry? Keynes' purpose of inquiry was to
rebut the classical economic conception of how and why the economy
"normally" operated. His major arguments were framed in the light of
this purpose. Is such a purpose worthwhile? For Keynes, as well as

his contemporaries, such a purpose was extremely worthwhile. If

10. John Maynard's father referred to the two distinct areas
as "concrete" and "applied" economics. J. M. Keynes, The Scope and
Method of Political Economy (London: Macmillan and Company, 1890),
pp. 142-145. Apparently Maynard followed his father in masking this
distinction.
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Keynes could demonstrate that the classical economic notion of how and
why the economy "normally" operated was false, or incorrect, wide new
avenues of possible solutions to economic problems could be explored.
Perhaps even a solution to the problem of the existence of poverty
in the midst of plenty could be found.

The method of thought which Keynes employed allowed him to
accomplish his purpose. The veliance upon factual data was especially

helpful in accomplishing Keynes' piirpose.

Influences in the Development of Keynes' Thought

John Maynard Keynes was the product of the so-called "Cambridge
civilization." The influence of such an inheritance upon Keynes must
be noted.ll In a memoir written late in life, Keynes discussed his
early beliefs, and the influences which he had noted upon himSelf.12

Among the early influences, Keynes awarded a prominent place to Moore's

Principia Ethica.t3 Keynes seemed to indicate that the adoption of

Moore's ethics led him and his aSsociates into a completely subjective
state--removed from the real world. However, Keynes noted, "In
practice, of course at least insofar as I was concerned, the outside

nll

world was not forgotten or foresworn. But, it was put considerably

to one side.

11l. See above, Chapter IL, pp. 2-3.

12. J. M. Keynes, Two Memoirs (London: Rupter Hart-Davis,
1949), pp. 78-103.
13. Ibid., pp. 92-95.

14. 7Ibid., p. 96. Moore's idealism provided a focus which
Keynes wanted to avoid.
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Keynes' absorption with the real world, which not even Moore
could wipe out, came through in almost all of his writings. In fact,
one of the biggest criticisms which Keymes directed against the
"elassical" theorists is that they do not deal with reality. Through-
out his writings, Keynes emphasized that he is dealing with the
"complex real world.'" He also emphasized that he is concerned with
the "problems of the real world" and the actual "practices and
institutions of the contemporary world."?

Keynes had considerable mathematical training, but he was not
reluctant to criticize mathematical formulations which he thought too
abstract or "unreal." Keynes noted that,

Too large a proportion of recent "mathematical' economics are

mere concoctions, as imprecise as the initial assumptions

they rest on, which allow the author to lose sight of the

complexities and inter-dependencies of the real world in a

maze of pretentious and unhelpful symbols.l
Keynes did not relish the making of economics into less of a "social
science" and more of a '"mathematical' one. He was fond of using
abstractions but the abstractions he used were based upon assumptions
about the real world.

The influences upon Keynes from his civil service in the India
Office and the.Treasury Department can be easily noted in his writings.

Keynes worked in the India Office for two years. During that time he

gained a thorough knowledge of Indian affairs. His official duties.

15. Keynes, General Theory, p. 26k.

16. Ibid., p. 298.
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took up very little of his time, and he was free to do his own work.l7

As Harrod notes, the problem of the rupee '"was the liveliest issue
in the field of money in those days, and Keynes was able to make his
debut as an economist by his treatment of that subject.“l8
Keynes' brief tenure in the India Office had other important
impacts in the development of his thought. He became an acknowledged
authority on currency and financial matters as a result of his work on
Indian currency. He was brought to the attention of high civil service
officials which led to his further worg_ig the Civil Service. Perhaps
the most important influence was the result of practical experience
of working in a government department.
Keynes was given a post in the Treasury Department during the
First wWorld War.19 His experiences in the Treasury undoubtedly had
an influence upon the development of his thought. Keynes' writings
reflect the change from an absorption with purely monetary theory to
a more policy oriented position.2o Keynes moved to the more policy
oriented position largely as a result of his Civil Service experience
and his observation of the Versailles Peace. Keynes would never have
been content to be simply an "academic theorist.” His years of work
in the Civil Service are generally acknowledged as decisive influences

in the development of his thought.

17. Harrod, Life, p. 1l22.
18. Ibid., p. 168.
19. See above, Chapter II, pp. 31-32.

20. Dudley Dillard, "The Pragmatic Basis of Keynes' Political
Economy," Journal of Economic History, VI (May, 1946), p. 123.
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Keynes' Works2t

John Maynard Keynes was a prolific writer.22 Most of his
writings are technical pieces in economic theory, but Keynes did
not confine himself to such topics. He wrote on such diverse subjects
as dramatics, politics, biography, and probability. Indeed, Keynes'
range of interest was catholic.

I have said that Keynes' great purpose was to rebut the
calssical notion of how the economy normally operated, and why it did
so., This purpose is apparent in almost all of Keynes' writings. He
was educated in the classical tradition by two of the greatest
economists of the day. However, the classical position was not to
hold Keynes for long. His first publications showed the beginnings

of the break with many of the classical assum.ptions.23 It should be

21. The following section is not intended to be a definitive
analysis of the works of J. M. Keynes. t is intended to orient the
reader to some of the more important points which Keynes dealt with
in his various writings. The General Theory of Employment Interest
and Money is not analyzed in this section, but is examined in some
detail in Chapter IV.

22. The most comprehensive listing of Keynes' works includes
more than 800 items. R. J. Spencer-Hudson, Towards a Bibliography of
John Maynard Keymes (Cambridge: Kings College, 1950).

23. For discussions of Keynes and classical economics, see
S. E. Harris, John Maynard Keynes: Economist and Policy-Maker (New
York: Charles Scribner's Sons, Inc., 1955). Dudley Dillard, The
Economics of Jobhn Maynard Keynes (New York: Prentice-Hall, Inc.,
1943). Roy Harrod, Mr. Keynes and Traditional Theory," Econometrica,
V (January, 1937), pp. 74-86. J. R. Hicks, "Mr. Keynes and the Classics:
A Suggested Interpretation,' Econometrica, V (January, 1937) pp. 147-
159. W. Leontief, "Postulates: Keynes' General Theory and the
Classicists,"” The New Economics: Keynes Influence on Theory and Public
Policy, ed. 8. E. Harris (New York: A. A. Knopf, 1947), XIX, pp. 232-
242.
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noted that Keynes' main disagreement with classical economics was
not with its method or scope, although he did have some disagreements
there, but with the basic assumptions of classical theory.

Perhaps it might be helpful to note some of the more fundamental
assumptions of classical economic theory.gu The most basic assumption
is, perhaps, that the natural state of the economic system is one of
stable equilibrium, with the full employment of all available factors
of production. In this classical viewpoint, the determinant of the
level of income was the available labor force. The goods produced
by the system wauld be automatically disposed of, and savings would
be automatically channeled into investment. If the economy happened
not to be utilizing all available resources, the only classical answer
was that the situation was "abnormal' and that, since the system was
self—adjusting, conditions would soon revert to normal. Keynes'
great purpose was to rebut the economic theory which was based upon

this fundamental assumption.

Indian Currency and Finance

Keynes' first important publication was in the rather narrow
field of monetary theory.25 His two years in the India Office helped

him prepare Indian Currency and Finance, which won him great fame as

2Lk, The following ic not intended as a definitive statement
of the classical assumptions. See f.n. 23.

25. J. M. Keynes, Indian Currency and Finance (London:
Macmillan and Company, 1913).
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an economist. Basically, the work was an attack upon the Flower
Committee of 1898 which had recommended adoption of the gold standard
for India.26 Although the question of whether to adopt the gold
standard might seem simply a technical matter, Keynes saw the issue
in larger terms. The theory behind & gold standard was that the
standard would "automatically" set the value of the money. Keynes
was extremely wary of any such theory. .He saw the problem as one of
preserving exchange rate stability. 'To achieve the purpose, Keynes
proposed a 'gold exchange standard." An exchange standard would allow
a central bank tc manage or regulate the value of money. In other
words, Keynes preferred a managed monetary system rather than the
"automatic" gold standard.

LA

Keynes warned against leaving the '...most intimate adjustments

of our economic organism at the mercy of a lucky prospector, a new
chemical process, or a change of ideas in Asia.”E{ Obviously, Keynes

feared that reliance upon the "automatic' gold standard would prove

disastrous.

The Economic Consequences of the Peace

The next important publication from Keynes' prolific pen was

the famous The Economic Consequences of the Peace, a masterful piece

26. Dillard, "The Pragmatic Basis of Keymes Political Economy,"
p. 12k, :

27. Keynes, Indian Currency, p. 1lOL.




L7
. cps 28 . . s s

of polemical writing. Keynes resigned his Treasury position in
order to write the book .29 Keynes was the principal representative
of the Treasury at the Paris Peace Conference. His own description
of his position is enlightening:

I am deputy for the Chancellor of the Exchequer on the

Supreme Economic Council with full powers to make decisions;

also one of the two British Empire representatives on the

Financial Committee of the Peace Conference; Chairman of

the Inter-Allied Finance Delegates in Armistice Negotiations

with Germany; and Principal Treasury Representative in Paris.

All of which sounds rather grander than it is,--but it's a

full day's occupation.3

Keynes was right; it did sound a lot grander than it really
was. He was unable to get his views accepted at the Conference. As
a part of his previous work in the Treasury, Keynes had worked "long
and hard" on the problem of possible German reparations. He had
prepared a schedule, a rather lenient one, of payments for Germany to
make. However, he was unable to make his report the official British
1l

position at Pa,ris.3 Keynes wrote to Lloyd George about his
disappointments, "I ought to let you know that on Saturday I am slipping

avay from this scene of nightmare. I can do no more good here. I've

gone on hoping that you'd find some way to make of the Treaty a Jjust

28. J. M. Keynes, The Economic Consequences of the Peace
(London: Maemillan and Company, Ltd., 1920).

29. Harrod, Life, p. 255.
30. Letter from J. M. Keynes to J. N. Keynes, March 16, 1919.

31. Harrod, Life, pp. 229-230.
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and expedient document. . But now it's apparently too late, the battle

is lost."3?
Keynes condemned the Peace Treaty on two grounds, one practical,

the other ethical. The first criticism was that the settlement simply

could not work; it was doomed from the start. The second criticism

was that the Treaty was a work of hypocrisy. Keynes wrote, "It was

the task of the Peace Conference to honour engagements and to satisfy

justice, but not less to reestablish life and to heal wounds."33 1In

his view, the Treaty would fail on all counts. One passage from the

Consequences 1s particularly moving,

I cannot leave this subject as though its Just treatment
wholly depended either on our own pledges or on economic
facts. The policy of reducing Germany to servitude for

a generation, of degrading the lives of millions of human
beings, and of depriving a whole nation of happiness

should be abhorrent and detestable,~-abhorrent even if it
did not sow the decay of the whole civilized life of Europe.
Some preach it in the name of Justice. In the great events
of man's history, in the unwinding of the complex fates of
nations, Justice is not so simple. And if it were, nations
are not authorized by religion or by natural morals, to
visit on the children of their enemies the misdoings of
parents or of rulers.3

Keynes saw the purpose of the Treaty as providing French

security at the expense of German misery. Germany was to produce

32. Letter from J. M. Keynes to Lloyd George, June 5, 1919.
For a good discussion of Keynes at Paris, see Harrod, Life, pp. 231-
253, and Keynes, Two Memoirs, pp. 11-Tkh.

33. Keynes, Consequences, p. 23.

34, Tobid., pp. 209-210.



L9

vast amounts of economic wealth and then turn it over to her captors.

The main theme of the Consequences was that the sums demanded in

reparation payments were vastly beyond the ability of Germany to

pay.3?

The Consequences was published a few months after the end of

the Conference. It was an immediate and great success. A great part

of Keynes' reputation was made by the publication of the Consequences.

Americans who were opposed to the Treaty quoted Keynes in debates
against ratification.
The work was also successful in Burope. Keynes' great critic,

Etienne Mantoux, has said, "Perhaps only Edmund Burke's Reflections on

the Revolution in France may be said to have wielded over the destinies

n36

of Europe such a widespread and immediate influence. Mantoux, in

effect, claims that the publication of the Consequences acted to

undermine the peace.37

The main arguments of the Consequences were of a polemical

nature, and did not seriously extend Keynes' arguments against the
classical dogma. However, Keynes did include one chapter in the book

which did attack the classical assumptions. That chapter was "BEurope

35. Ibid., pp. 103-210.

36. Etienne Mantoux, The Carthaginian Peace of the Economic
Consequences of Mr. Keynes (Pittsburgh: University of Pittsburgh
Press, 1952), p. 6.

37. In his book, Mantoux attempts a point by point refutation
of Keynes' main arguments. He completely disagrees with Keynes and
argues that Keynes' book helped to destroy what little hope there was

for the Treaty. For an answer to Mantoux, see Harrod, Life, pp. 2Th-
288. :
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Before the Waf.“38 Keynes presented his long view of the capitalist
process in this chapter, and his view was not a sanguine one. He
contended that the current state of capitalism was essentially
pathological. He noted,
I seek only to point out that the principle of accumulation
based on inequality was a vital part of the pre-war order of
society and of progress as we then understood it, and to
emphasize that this principle depended on unstable psychological
conditions which it may be impossible to recreate.38

Keynes, in other words, was saying that the acceptance of the
existing economic system, one which depended on vast inequalities of
wealth to advance, rested on an unstable psychological base. Any time
that the working class decided not to be content with its small share
of wealth, the existence of the entire system was threatened.

Keynes hinted at, but did not fully develop, a crucial question
which might be directed at the classical assumptions. That question is,
why should those who receive the share of wealth alloted to them by the
"natural' workings of the economic system accept only that small amount?

The classical theory would not be able to provide a satisfactory answver

to such a question.

A Treatise On Probability

Keynes published A Treatise on Probability in 1921, after

spending the better part of five years om its preparation.uo This

38. Keynes, Consequences, ch. II, pp. 7-23.

39. Ibid., p. 19.

4O. Harrod, Life, p. 164,
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work was a complete digression from his other works. Keynes did not,
except in the very broadest sense of the word, extend his critique of

the classical assumptions to the Treatise on Probability.

Yet, the Treatise on Probability may be one of Keynes' greatest

works. Norwood Hansen, in his introduction to the Torchbook edition

of A Treatise on Probability, says "Even after his (Keynes') works on
2

money, prosperity, and the general theory of employment have become
historical 'classics' (useless in managing contemporary affairs), his
contribution to probability theory will still be i:l.luminaﬁcing."ul

In the Treatise on Probability, Keynes set out to examine the

"logical substructure of probability." Keynes, in other words, was not
concerned with the problems of ultimate analysis and definition as are
most writers concerned with probability. Perhaps because Keynes was
concerned with the logical base of probability, he paid less attention
to his mathematical formulations, for which he has been criticized.ue
However, Keynes' bgginning attempt to examine the logical substructure
of probability was a success.

Perhaps the most interesting éoncept which Keynes puts forth
in his Treatise is that of the probability relation. Keynes defines
probability as a 'relational property linking a proposition with its

1

partial evidence." This viewpoint is very significant. Following this

41. Norwood Hansen, "Introduction," A Treatise on Probability,
J. M. Keynes (Torchbook ed.; New York: Harper and Row, Inc., 1962),
p. V.

k2. Harrod, Life, p. 652.
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view, the probability of a proposition may vary with the varying amounts
of evidence which may be presented. For example, a researcher may
advance a conclusion based on the preliminary data which he has
observed. The probability of that original estimate is fixed for all
time, no matter what more mature findings the resesrcher may make
later. Of course, a new probability esfimate may be made with the

later evidence taken into account.

Tract on Monetary Reform

Keynes returned to a more orthodox subject for economic analysis

with the publication of his next work, the Tract on Monetary Reform.u3

Essentially, Monetary Reform was another attack upon the "automatic"

gold standard. Keynes attributed many, if not most, of the major ills

of the capitalist system to the use of that standard. Xeynes wrote

that unemployment, the sudden loss of savings, profiteeriﬁg, and

speculation all "proceed from the instability of the standard of value.”uu
Keynes' main case against the gold standard focused on the

immense differences between the nineteenth and twentieth centuries.

According to Keynes, the gold standard no longer could be expected

to work as it had in the nineteenth century. The emergence of the

United States was a major factor in Keymes' argument. America, Keynes

argued, was absorbing gold at a tremendous rate. Therefore, what was

43. J. M. Keynes, Monetary Reform (NEW York: Harcourt,
Brace and Company, 1924). This is the American version. The following
references are to the American version.

4y, Toid., p. V.
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emerging was not a gold standard, but a dollar standard, managed by the
Federal Reserve Board. Keynes wrote that,

Consequently, Gold now stands at an "artificial” value,

the future course of which almost entirely depends upon

the policy of the Federal Reserve Board of the United

States. The value of gold is no longer the resultant of

the chance gifts of nature and the judgment of numerous

authorities and individuals acting independently...The

actual value of gold will depend, therefore, on the

policy of three or four of the most powerful Central
Bankes, whether they act independently or in unison.

b5
Keynes argued against the restoration of gold on the pre-war basis.
He contended that he regarded "the stability of prices, and employment
as of paramount importance," and that he felt "no confidence that an
old-fashioned gold standard will even give us the modicum of stability
that it used to give.'" Therefore, he rejected the adoption of the
gold standard for England. Undoubtedly, Keynes would have preferred
the adoption of an openly managed currency. However, this solution
seemed politically impossible in the England of the early 1920's.
Keynes denied the assumption of classical economics that the
gold standard would "automatically' provide a regime of stable prices
as well as stable exchanges. The basis for his rejection of this
basic classical assumption lay in his observation of the actual workings
of the gold standard. Keynes wrote, "It is not true that our former

arrangements (the gold standard) have worked we]_l."L+6

He also said,
"The fluctuations in the value of money since 1914 have been on a scale

so great as to constitute, with all that they involve, one of the most

45, 7Ivbid., pp. 181-182.

)-l-6‘ Ibid.’ p. 20'
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significant events in the economic history of the modern world."
According to Keynes no country in the world escaped violent fluctuations
in the value of money, no matter what the standard--gold, silver, or
paper.

Keynes drew a moral from the lessons of economic history which
he applied to the then current situation in England. He said,

It is not safe or fair to combine the social organization
developed during the nineteenth century (and still retained)
with a laissez-faire policy towards the value of money.

. We must make it a prime object of deliberate State policy
that the standard of value, in terms of which they are
expressed, should be kept stable; adjusting in other ways
(calculated to touch all.forms of wealth equally and not
concentrated on the relatively helpless "ﬁgvestors") the
redistribution of the national wealth....

However, Keynes' call for the openly managed currency was not heeded,
the gold standard was restored.

The allegation has been made that Keynes was nothing but a
"congenital inflationist" ready to corrupt good money with fiat

currency. Such, of course, was not the case. Monetary Reform literally

abounded with warnings against the evils of inflation. Keynes wrote,
"Each process, Inflation and Deflation alike, has inflicted great

injuries. Rach has an effect in altering the distribution of wealth

between different classes, Inflation in this respect being the worse

of the two."9 But other evils are worse than inflation. Keynes said,

47. Ibid., pp. 4-5.
48, 1Ibid., p. 20.

k9. Ibid., p. 6.
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"It is worse, in an impoverished world, to provoke unemployment than to
disappoint the rentier."so
Keynes preferred, for an impoverished world, inflation to
deflation, because it helps to foster the production of wealth.
Deflation on the other hand, works so as to retard the production of
wealth. Keynes' arguments were directed against the post-war
deflationary policies of the English govermment. Winston Churchill,
then Chancellor of the Exchequer, announced sterling parity on the

pre-war basis. Keynes attacked the policy in a famous little work

1
entitled the Economic Consequences of Sterling Parity.5

The Iconomic Consequences of Sterling Parity

This famous pamphlet was a bitter attack on the concept for
sterling parity on a pre-war basis. Keynes could be a very devastating
vriter when he chose, and he chose to devastate Mr. Churchill. What
Mr. Churchill proposed amounted to a 10 per cent reduction in the
prices of British export goods. Keynes labeled this policy a 'cold-
blooded Income Deflation.” He used the coal industry as an example
to analyze the results of Mr. Churchill's program, contending that the
very least which could result from such a policy was a major strike.

I should pick out coal as being above all others a

victim of our monetary policy . . . the miners are to be
offered the choice between starvation and submission, the

50. Ibid., p. 45,

51. J. M. Keynes, The Economic Consequences of Sterling
Parity (New York: Harcourt, Brace and Company, 1925).
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fruits of theigzsubmission to acecrue to the benefit of
other classes.

The fruits of the miners submission which Keynes refers to here is the
10 per cent raise in the value of sterling. Keynes said, 'When we
raise the value of sterling by 10 per cent, we transfer about
$5,000,000,000 into the pockets of the rentiers out of the pockets
of the rest of us, and we increase the real burden of the National
Debt by some $3,750,000,000. This . . . is inevitable.”53
The return to a gold standard, and this was what Mr. Churchill's
sterling parity amounted to, had been criticized by Keynes before. His
arguments remained basically the same, and again proved fruitless.
The adoption of gold standard was in the interest of '"financial
capital' but not in the interest of "industrial capital.” The rentiers
would profit but iﬁdustry would find money scarce and employment would
fall. Keynes, with his noted antagonism towards rentiers, supported
the position of industrial capital. His support of this position
placed him on the side of the working class. However, it must be
emphasized that Keynes did not act as a champion of the working class;

it Jjust happened that his support of industrial production coincided

with the interests of the working class.

52. J. M. Keynes, Essays in Persuasion (Norton Library ed.;
New York: W. W. Norton & Company, Inc., 1963), pp. 259-260.

53. Quoted in Dillard, "The Pragmatic Basis of Keynes
Political Economy,'" p. 132.
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Laissez-faire and Communism

Keynes published a short little work in 1926 under the title

of Laissez-faire and Comm.unism.slL This volume was made up of two

short pieces, "The End of Laissez-Faire'" and "A Short View of Russia."
The first piece was the title of a series of lectures which Keynes
had given at Oxford and Berlin. Keynes attempted to pick apart the

various strands of nineteenth century laissez-faire thought. However,

his treatment is sketchy and less than convincing. His treatment may,
perhaps a bit unfairly, be characterized as random thoughts on the
subject.

"A Short View of Russia' was a collection of Keynes' impressions
after his brief honeymoon visit to Russia in 1925. His analysis of
communism in this work leads one to understand why Marxists have not
treated Keynes too kindly throughout the years. Keynes accuses
communism of accepting as absolute truth "an obsolete economic textbook
which I know to be not only scientifically erroneous but without interest

or application for the modern world.”55

Keynes' analysis of the economics of Soviet Russia was, at
.best, a superficial one. His main conclusion was that it is frankly

pragmatic, which he rather admired. However, his judgment was that

the economic system operated "at a low level of efficiency.” He also

54. J. M. Keynes, Laissez~Faire and Communism (New York:
New Republic Inc., 1926).

55. Tbid., p. 99.



noted that the economic system was based on the exploitation of the
peasant. Keynes' famous powers of prophecy evidently were not operating

in his short view of Russia; he said, "Russia will never matter
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seriously to the rest of us, unless it be as a moral force,

Can Lloyd George Do It?

The British election campaign of 1929 featured unemployment as
one of the leading issues. The leader of the Liberal Party, Lloyd
George, offered a public works program as & possible remedy for the

then currently high levels of unemployment. Keynes came to the support
of Mr. George when he wrote, in conjunction with H. D. Henderson, a

pamphlet entitled Can Lloyd George Do It? An Explanation of the

Liberal Pledge.57 The Liberal pledge consisted of promising increased

employment without the burden of increased taxes. Keynes fully

supported this pledge. Keynes' argument was essentially this: The

public works expenditures would mean additional expenses. However,
the public works expenditures would increase both primary and secondary

taxable national income, while the amount of unemployment relief

expenditures would decrease because the unemployed would become employed:
the combinations would more than offset the original outlay for public

works.

am

The above argument attempted to make quantitative estimates of

the relationship between initial outlays for public works projects and

56, Ibid., p. 143.

57. J. M. Keynes énd H. D. Henderson, Can Lloyd George Do It?
An Examination of the Liberal Pledge (London: The Nation and the
Anthenum, 1929).
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the final increase in taxable national income. Essentially, this
argument assumes that in an enviromment of vastly unused resources,
an expenditure for public works will increase the national income,

not by the mere sum of direct outlay, but by some miltiple of it.58

A Treatise on Money

The two volume A Treatise on Money was published in 1930, and

must rank as a significant contribution to monetary theory.59 In the
opinion of many, the Treatise is the most important and characteristic
work which Keynes produced. In it, Keynes continued his attack upon
the theoretical assumptions of classical economics with the assertion
that savings and investment were not necessarily equal. Keynes was not
the first writer to make such a point; D. H. Robertson and Knut
Wicksell, among others, preceded him. According to Keynes, one group
of individuals did the saving while another group did the investing.
There was no necessity for them to be equal; no automatic mechanism
existed which rendered it inevitable that the savings of one group
would match the investments of the other.

Keynes focused on the relationship between the level of savings
and investment on the one hand and the price level on the other. When
savings exceed investment, prices decline; when investments exceed

savings, prices rise. Keynes reasoned that when all income is spent

58. This marks the emergence of the so-called '"multiplier
effect.”" A young economist is generally given credit for influencing
Keynes' thinking on this matter. See R. F. Kahn, "Home Investment and
Unemployment," Economic Journal, LI (June, 1931), pp. 173-198. Also
see below, Ch. IV.

59. J. M. Keynes, A Treatise on Money, 2 vals. (New York:
Harcourt, Brace, and Company, 1930).
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on consumption (nothing saved), more money is being spent in the
purchase of consumer goods than had been earned in their production.
This is so because of the existence of capital goods production.
When more money is spent in the purchase of consumer goods than had
been spent in their production, prices accordingly rise, by an amount
equal to the whole cost of the production of capital goods. When there
is over-all saving, prices fall because the excess savings are spent in
enlargement of consumption rather thgn investment in capital outlay.
Such reasoning meant that, to all intents, some saving might
“be wasted. This, of course, could not be accepted by the classical
economists, for thrift was always a virtue and never a vice. Yet, if
the rewards of thrift were wasted, as Keynes said, then it became a
vice. Keynes' argument was this: When the available resources are
employed in production, and especially when inflation threatens, saving
is indeed a virtue. However, when the economy is slack, savings intensify
the problem by removing funds potentially available for investment.
To alleviate successfully the problem either increased investment is
necessary or the level of savings must be diminished. These conclusions

forecast those reached by Keynes in The General Theory of Employment,

Interest and Money.6o

As with most of Keynes arguments against the classical
assumptions, Keynes based his view of savings and investment upon

experience. He said, "It might be supposed--that the amount of

60. See below, Ch. IV.
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investment is necessarily equal to the amount of saving. But
reflection will show that this is not the cause."6l Reflection, of
course, meant an examination of experience. Thus, Keynes argued that
experience refutes the assumption that savings necessarily equal
investment. Keynes also relied upon experience for the assertion
that savings might actually reduce the total level of output and not

simply alter its distribution between consumption and investment.

The Means to Prosperity

The train of Keynes' argument against classical assumptions

was continued in the pamphlet The Means to Prosperity.62 The pamphlet

was an extension of articles which had appeared in the London Times

during that same year. The main point of the pamphlet was the
development of the analytical tool of the multiplier. Keynes also
urged the use of deficit financing to increase employment.

Keynes argued that the existence of unemploymentvwas a problem
which classical economics could not handle. The existence of
unemployment is, more than anything else, "a problem of political
ééonomy." Keynes suggested that the solution to the problem is one of
a blend of economic theory and the art of statesmanship.

The means of solving the probiem lay in the use of the multi-
plier. The development of this "device' has generally been attributed

63

to R. F. Kahn. Keynes' explanation of the way the multiplier could

61. Keynes, Treatise on Money, vol. 1, p. 172.

62. J. M. Keynes, The Means to Prosperity (New York: Harcourt,
Brace and Company, 1933).

63. See f.n. 58. For a fuller development of this point, see
below, Ch. IV.
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be used went like this: If the govermnment spent $lOO extra in the
construction of public works, the benefits would not stop there. If
the new expenditure is extra and not merely substitution for other
expenditures, the increase in employment does not stop there. The
additional $100 in wages and other incomes are spent on édditional
purchases, which in turn lead to even more employment. Of course,
the process does not go on indefinitely. The existence of "leakages"
prevents the pfocess from going on indefinitely. At each stage a
certain amount of the additional income is not spent; some will be
saved by the recipients, some part will merely replace other
expenditures. Thus, the process slowly draws to a halt.

What is the size of the multiple likely to be? According
to Keynes, it is determined by the size of the "margin of unemployed

n6l

resources. If the size of this "margin" is large, then the

multiplier will be large, and vice versa.

How to Pay for the War

Keynes' last major published work was How to Pay for the War
65

which he published in 194O. It was a rather short book, but very
important. Keynes applied his theories to a war-time inflationary
period. Keynes said that there were three ways to pay for the war;

inflation, taxation, and "compulsory savings." Keynes proposed that

the expenditures for World War II be financed by a plan of compulsory

6. See below, Ch. IV for more on this point.

65. J. M. Keynes, How to Pay for the War (New York: Harcourt,
Brace and Company, 1940).
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saving. He advocated this plan as being more equitable than either
inflatioﬁ or taxation. A portion of each worker's pay would be
withheld by the Government and repaid after the end of the war. Thus,
the plan was more in the nature of "deferred payment' than taxation.

Keynes argued that consumption expenditures had to be cut in
order to cut the "inflationary gap." The inflationary gap is the
differential between the amount of éxpenditure needed to call forth the
full employment of resources and the amount actually expended. To
prevent inflation from occurring, when the necessity of war prevents
reduction of Govermmental expenditures, the level of private expenditure
must be reduced. Keynes' plan of compulsory saving deferred pay was
designed to do exactly that.

In effect, How to Pay for the War represented the application

of Keynes' arguments to an inflationary situation, the opposite

situation of most of the situations for which Keynes prescribed

remedies. The work refutes the claim that Keymes was simply a depression
economist, and that Keynesian economics are only applicable in a

depression.

Collections
Keynes wrote many articles as well as books. Some of the more
important articles were collected into a short volume, Essays in
Persua.sion.66 Most of Keynes' persuasive arguments are to be found in

this collection. The volume might well have been entitled, "Essays in

66. See f.n. 52.
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Prophecy and Persuasion,' for the prophecy has been more successful
than the persuasion.
Keynes also collected some biographical sketches in a volume

entitled, Essays in Biography.67 The Essays are collections of

sketches of famous personages, including the sketches of Wilson,
George Clemenceau, and others from the Peace Conference. The volume
is a delightful example of Keynes' prose style.

The entire progression of Keynes' works from Indian Currency

and Finance through the General Theory of Employment, Interest, and

Money reveals his basic disagreement with the assumptions of classical
economics. Keynes was a twentieth century man. He attempted to bring

economic theory into the twentieth century and in line with reality.

Basic Assumptions

In formulating his economic thought, Keynes made certain basic
assumptions regarding the nature of the universe and the nature of man.
What, for Keynes, is the nature of the universe? Is the universe a
mechanistic, static arrangement? Or, is the universe an ever-
unfolding dynamism which is constantly changing? In answering this
type of a question, what category of reference does Keynes use? Is
his reference empirical, normative, or verbal? What extensions do his
presuppositions warrant?

The answers to the above questions will, hopefully, help

portray the basic assumptions which underly Keynes' theories. Keynes

67. J. M. Keynes, Essays in Biography (London: Macmillan and
Company, Ltd., 1933).
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viewed the universe an an emerging, dynamic order, not as a mechanistic
or static arrangement. Keynes, it should be remembered, vas an
empiricist. Therefore, his category of reference was empirical; his
conception of the nature of the universe relied upon experience for
its verification. According to Keynes' experience, the nature of the
universe was anything but static. One extension which Keynes' pre-
supposition warranted was that the world of experience is the '"real
world"; experience is reality. Another extension of Keynes'
assumptions concerning the nature of the universe was that the whole
of the universe is not equal to the sum of its parts in the same way
that investments do not equal savings.

Basic assumptions concerning the nature of the universe are
always quite revealing about a theorist. In particular, Keynes'
assumptions concerning the nature of the universe reflect his break
with most traditional economic thought.68 The hypothesis which
underlies the "classical' economic theory is that the universe is a
static, rather mechanistic order which is taken to be no more than the
sum of its various parts. This view of the universe is, Professor
Gruchy describes it, a "Newtonian Weltanschauung."69
In contrast, Keynes argued that the universe is anything but

a "static mechanism." He argued that the universe is much more than

that. Keynes assumed that the universe has a past, present, and a

68. Allen Gruchy, '"The Philosophical Basis of the New Keynesian
Economics," Ethics, LVIII (July, 1948), p. 237.

69. Idem.
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future. Change is a most important ingredient of Keynes' view of the
universe. He abandoned the so-called "atomic hypothesis" of the
classical economists, and took the 'totalistic or aggregative' approach
instead. In other words, the importance of the universe lies not in
its isolated parts, which are not independent, but in the whole or
totality of the entity. He argued that, '"We are faced at every turn
with the problems of Organic Unity, of Discreteness, of Discontinuity--
the whole is not equal to the sum of its parts, the assumptions of a
uniform and homogeneous continuum are not satisfied."7o

Keynes extended his Vview of the nature of the universe to the
economic system; for Keynes the economic system was meaningless except
as seen as a part of society. Keynes observed that the economic system
of the twentieth century differed in many respects from the economic
system of the nineteenth. The small-scale competitive economy of
the nineteenth century had given way to an economy dominated by large
corporations, which entailed a significant separation of owmership and
management. In the modern economy, community welfare is all too often
less than the sum of individual welfare. The discrepancy between the
acts of savings and investment also leads to a discrepancy between
community saving and individual saving.

The classical view of the economic system tied the entire
system to the behavior of individual firms. Keynes reversed this

position; the individual firms were tied to the behavior of the economic

70. Keynes, Biography, p. 286.
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system. As the economy rises or falls, the individual firms rise or
fall with it. The behavior of the individual businessmen is, in large
part, nothing more than a reflection of the behavior of the larger
community.

Keynes' empiricism profoundly affected his view of the nature
of the universe and of the economic system. He could not accept theories
which he knew did not "square with reality." It is large;y because he
believed Marxist economics were well out of touch with reality that he
could not accept the principles of communism. The same is true of the
assumptions of the.classical economists--Ricardo in particular. David
Ricardo built a very abstract "model" of the economic system which
Keynes could not accept, although he admired the "fascinating intellectual
construction” of the model. Since Keynes believed that the basic
assumptions of the Ricardian model were not 'realistic," the
conclusions of that model were unacceptable to him. For Keynes, the
world is as we fine it, not as we hope ot think it should be.

What, for Keynes, is the nature of man? Are men basically bad?
Are they basically good? Do men normally act rationally or irrationally?
What is the basis for his view 6f the nature of man?

Keynes was ever the British Liberal concerning his assumptions

about the nature of ma,n.7l According to Keynes, men are basically

71. At least this was the case until late in Keynes' life. A
few years before his death he noted that his views on human nature had
been 'disastrously mistaken." Keynes Memoirs, p. 98. However, the
vast majority of Keynes' writing, all the important pieces, were written
with the "liberal" view of the nature of man.



68

rational and good. Note his words:

We were among the last of the Utopians, or meliorists as
they are sometimes called, who believe in a continuing
moral progress by virtue of which the human race already
consists of reliable, rational, decent people, influenced
by objective standards. . . . In short, we repudiated all
versions of the doctrine of original sin, of there being
insane and irrational springs of wickedness in most men. (2

This, then, was Keynes' view of the nature of man. Upon what did he
base such a view? In spite of his deep commitment to empiricism,
Keynes' view of the nature of man seemingly is largely normative.

He spoke of his citadel of ultimate faith in the nature of man, and

of his a priori view of man's nature. 3 Perhaps because Keynes' view
of the nature of man was largely a normative view, he questioned the
viewpoint late in life, after completing virtually all of his writing.7u
All of Keynes' writings and arguments start from the presupposition of
rationality. He acknowledged that men pursue their own self-interest,

1l

but according to Keynes, they pursue it rationally. He said, . . . and

it was because self-interest was rational that the egoistic and altruistic

n'r5

were supposed to work out in practice to the same conclusions. Keynes

believed that men had an altruistic nature, but he had some reservations

concerning the extent of men's altruism.76

Keynes' deviation from his commitment to empiricism on the

nature of man is very strange. What might account for Keynes using a

72. Keynes, Memoirs, pp. 98-99.
73. Ibid., p. 97.

74. See f.n. T1.

75. Keynes, Memoirs, p. 98.

1"

76. Consider Keynes' words, ". . . until the ambit of men's
altruism grows wider." Keynes, Persuasion, p. 313.



69
normative category of reference instead of the usual empirical category?
Keynes credited the hold of the Benthamite tradition for his commitment

"7 Be that as it may, Keynes' view

to the "eighteenth-century heresy.
of the nature of man must be marked as something of an aberration from
his traditional line of reasoning.

What about Keynes' view of the nature of society? Is society
merely the sum of its individual members, or is it something more?
~ What, in Keymes'view, is the relationship of society to the individual?
Do men act differently as a group than when they act individually?
Finally, what is the basis of Keynes' view of society?

Society, according to Keynes, exists for the individual and not
vice versa. Yet, the society is something more than simply the sum of
its individual members. PFor Keynes, the simple fact of the existence
of society made certain that it transcended a mere arithmetical summation
of its individual parts. In other words, because society existed, a
"societal or public interest" also existed. Keynes termed this societal
interest variouslyAthe general social advantage, the social interest,
and the public interest.

The public interest, for Keynes, is more important than any one
or any group of private interests. As to what exactly constitutes the
public interest, Keynes was never explicitly clear. What is clear is
that the basis of the public interest lies in the majority, not some

elite or select minority.78

77. Keynes, Memoirs, p. 98.

78. Keynes, "Concluding Notes on the Social Philosophy Towards
Which the General Theory Might Lead," The General Theory, Ch. XXIV.
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Keynes was remarkably Aristotelian in his assumption that the
"public wisdom" is more than a mere collection of all the private
wisdoms of the group. Keynes had a great deal of faith in the actions
of men when they act as a collectivity, or group.79 He denied that
men act, as a group, '"less clear-sighted than when individuals act
separately.’" If anything, the opposite is true. Keynes believed that
the community wants to act in its best interests, and will do so if
allowed to do so. Keynes noted that this belief led him to take an
active part in community discussion, ". . . to protest--to write a
letter to The Times, call a meeting in the Guildhall, subscribe to some
fund when my presuppositions as to what is 'normal' are not fulfilled."Bo

The basis of Keynes' view of society is his examination of the
evidence~-in other words, his category of reference is empirical.
Thus, Keynes largely based his assumptions upon an empirical
foundation. The major exception is, of course, his view of the nature
of man, which is normatively based. Keynes' presuppositions concerning
the universe, man, and society are compatible, for there is nothing

s

in any of his presuppositions which contradict one another.

Social Philosophy

Keynes was an aristocrat by nature and a Lord by grant. He

brought this aristocratic background with him to the study and formation

n81

of a "social philosophy. Keynes was & British Liberal. He was a

79. Keynes, Persuasion, pp. 312-313.
80. Keynes, Memoirs, p. 100.
8l1. See f.n. 78.
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member of the British Liberal Party.82 Keynes picked the Liberal Party
more out of a process of elimination than any sort of positive choice.
It was the only major party which appealed to him in the least. Keynes
argued that he could not become a Conservative because the Conservative
Party 'satisfies no ideal" and does not even conform to any intellectual
standard. In Keynes' opinion, Conservatives are dull, unexciting people
who cannot even guarantee the inheritance of civilization. Obviously,
Keynes could not join the Conservative Party.
What, then, about the other major political party--the Labour
Party? Keynes did not believe that he could join this party either.
He contended that the Labour Party is a '"class party, and the class is
not my class."83 However, a more relevant point was that the intellectual
elements of the Labour Party, in Keynes' opinion, would never exercise
adequate control over the direction of the party. With Keynes' belief
in the authority of intellectuals to guide and formulate policy, the
Labour Party was not for him. Thus, out of the major political
parties in England, only the Liberal Party was left for Keynes to
join. Even about that party he had some reservations. He said,
". . . the Liberal Party is still the best instrument of future
progress--if only it has strong leadership and the right prograunme."gl1t
Keynes was also a British Liberal in the sense of being a member

of the British Liberal tradition. However, the classical economics

82. Keynes, "Am I a Liberal?," Persuasion, pp. 323-338.

83. Ibid., p. 324.
84. 1Ibid., p. 325.
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which he spent a lifetime attacking was virtually the official economic
theory of the nineteenth century British Liberal community. What, then,
of Keynes' role as a British Liberal?85 .

Although it obviously reguires a generalization of some scope,
it is possible to isolate certain basic doctrines of nineteenth-
century British Liberalism. The famous utilitarian principle of the
greatest happiness of the greatest number as a measure of value under-
lies the whole of nineteenth-century British Liberalism. This doctrine,
as well as the other basic doctrines of the Liberal tradition, may be
found in the works of a relatively few writers. These writers are
Jeremy Bentham, James Mill, and John Stuart Mill.86

The economic doctrines of the Liberal tradition were basically
derived from the successors to Adam Smith, notably David Ricardo. The
body of economic principles which was linked to the Liberal tradition

came to be referred to as "Manchester School.”87 The basic economic

doctrines of British Liberalism may be said to include the following:

85. A great part of this entire work is concerned with Keynes'
attack on classical economics. Therefore, the analysis of his rejection
of classical economics in this section will be fairly sketthy.

86. Jeremy Bentham, Fragment on Government (London: Macmillan
and Company, 1776). J. Bentham, Principles of Morals and Legislation
(London: Macmillan and Company, 1789). James Mill, Essay on Government
(London: Macmillan and Company, 1813). John Stuart Mill, Principles of
Political Economy, 2 vols. (London: Macmillan and Company, 1848).

J. S. Mill, Considerations on Representative Government (London:
Macmillan and Company, 186l). For collateral reading, see Allen
Bullock and Maurice Shock, The Liberal Tradition (London: Adam and
Charles Black, 1956). The following doctrines are based on these works.

87. William D. Grampp, The Manchester School of Economics
(Stanford: Stanford University Press, 1960), p. 1.
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1. A free market naturally serves the interests of all persons
concerned.

2. Economics and govermment are, at best, only indirectly related.

3. The natural state of the economy is one of equilibrium, or a
tendency towards that point with the full employment of all
available resources.

On the other hand, the basic political doctrines of the British
Iiberal tradition may be said to include the following:

1. The proper sphere of government is to provide the security
necessary so that the "natural identity of interests' might
work.

2. A straightforward justification for elite rule. Although the
people are sovereign in theory, this doctrine states that the
people must be guided by an elite of merit.

3. True principles of politics exist, and may be known by a
qualified elite.

Although the foregoing exposition of British Liberal doctrines
is most sketchy, it is instructive to note the extent to which and the
respects in which Keynes rejected these doctrines. First, the economic
dictum that the interest of all persons concerned are best served by
a free market was explicitly and critically rejected by Keynes. He
argued that all of the available evidence disproved the contention.
The interests of all members of the community are not best served by
the institution of free trade; only some few special interests are so

served. PFurthermore, Keynes argued that there was no evidence for the

assertion that the "general interest" is best served by free trade.
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Second, Keynes denied that economics and government are only
indirectly related; he argued that they are inseparably linked. The
nature of a society's government and that society's economy are related
aspects of the same culture; each influencing the other.

The third basic economic doctrine of nineteenth-century British
Liberalisn--that the natural state of the economy is one of equilibrium
or a tendency towards that position with full employment of all available
resources-~was also rejected by Keynes.88 Briefly, Keynes contended
that the available evidence did not support this contention; furthermore,
no natural order existed which regulated the affairs of the economy.

In effect, Keynes completely rejected the basic economic doctrines of
British Liberalism. He based most of his arguments for the rejection
on the lack of evidence supporting the doctripes, or evidence which
contradicted the doctrines.

Keynes did not completely reject or accept the basic political
doctrines of British Liberalsim. The contention that the proper sphere
of government is limited to providing security so that the "natural
identity of interests'" could work was rejected by Keynes. 1In fact,
Keynes rejected the conception that a "natural identity of interests"
existed. Keynes also said that since the economy and the government
were so closely related, the "proper" sphere of governmental action was
much more than merely providing security from either external or

internal threats. Indeed, Keynes broadly conceived of the proper role

89

of government as serving the general 1nterest.

88, see below, pp. 80-82.

89. See below, Ch. V, for a full discussion of Keynes' view of
the proper role of government.
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Keynes denied that any true principles of politics existed.go

Therefore, the claim for rule by an elite based on knowledge of true
principles of politics was false. Keynes argued that a political program
"mist be developed in its details day by day, under the pressure and
stimulus of actual eveﬁés; it is useless to define it beforehand,
except in the most general terms."9 In effect, Keynes argued that
experience failed to provide any true principles of politics upon which
political conduct might be based, and so he hoped for pragmatism as the
guiding rule.

It is not clear that Keynes either accepted or rejected the
basic Liberal argument for rule by an elite of merit. Keynes noted the

92

theoretical sovereignty of the people. However, he often stressed
the value of "enlightened" leadership by intellectuals; the community
would make the best decision only if they had the correct advice from
their leaders. Keynes often bitterly denounced the English leaders for,
as he termed it, duping the public. Thus, there are strong indications
that Keynes at least tacitly supported the Liberal political doctrine
of elite rule.

John Maynard Keynes was a British Liberal, but he did not
support most of the basic doctrines of nineteenth-century British
Liberalsim. What was this the case? Keynes, it must be rememberéd,

was above all else a twentieth century man. The experiences of the

twentieth century proved the invalidity, to Keynes at least, of most

90. Keymes, Persuasion, pp. 297-348.
91 L) Ibid L[] ’ p L ] 338 .
92« Ibido £Y PP- 312-313 .
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nineteenth century doctrines. It has been said that John Stuart Mill's
political thought is a fitting ﬁonument to nineteenth century British
Liberalism.93 John Maynard Keynes' political thought was so far
removed from that of John Stuart Mill that the monument was virtually
untouched.

.Keynes was also a liberal in the sense of being a humanitarian
and a devout believer in personal liberty. His humanistic bent was
one of the main causes for his outrage at the Versailles Conference.
He wrote, '"Nations are not authorized by religion or their natural
morals, to visit on the children of their enemies the misdoings of
parents or of rulers."9u

Keynes' love of personal liberty was implicit in almost all of

his writings. In some cases, he also made it explicit. Note, for

example, his criticism -of authoritarianism: '"the authoritarian state

systems today seem to solve the problem of unemployment at the expense

of efficiency and of freedom."95
Keynes sought to maintain a high standard of personal liberty

by the support of a qualified type of individualism. He said, "But

above all, individualism, if it can be purged of its defects and

abuses, is still the best safeguard of personal liberty in the sense

93. Currin V. Shields, "The Political Thought of John Stuart
Mill," Editor's introduction to the Liberal Arts edition, John Stuart
Mill, Consideration on Representative Government (New York: Liberal
Arts Press, 1953), p. x1.

94. Keynes, Persuasion, pp. 17-18.

95. Keynes, The General Theory, p. 301.
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that, compared with any other system, it greatly widens the field for
%

the exercise of personal choice." In other words, Keynes supported
individualism as a'means, not as an end unto itself. Moreover, he
supported a qualified individualism--one purged of its defects and
abuses.,

This, then, was the social philosophy of John Maynard Keymnes.

It was a mixture of gqualified individualism, humanism, and a respect

for the wisdom and authority of the collectivity.

Conclusions

John Maynard Keynes was one of a long line of British Liberal
thinkers. However, his philosophical orientation was manifestly
different from the traditional eighteenth or nineteenth century British
empirical tradition. True, Keynes was an empiricist, as were Locke,
Hume, and Marshall. However, whereas the earlier writers tied their
empiricism to a stetic-mechanistic world view, Keynes took tpe post-
Darwinian viewpdint of a twentieth century man. He emphasized both
the dynamic and the "totalistic'" nature of the world. When you

connect this "world-view' with Keynes' social philosophy, he may well .

be considered the composite twentieth century British Liberal thinker.

96' _I_b_]:-_q-.n, p- 380.



CHAPTER IV

THE GENERAL THEORY

Introduction

John Maynard Keynes' most famous and important work is The

General Theory of Employment, Interest and Money, published in 1936.l

In the General Theory, Keynes attempted to refute the "classical"

theory of how and why the economy normally operates. In explaining
his title, he commented:

I have called this book the General Theory of Employment,
Interest and Money, placing the emphasis upon the prefix
general. The object of such a title is to contrast the
character of my arguments and conclusions with those of
the classical theory of the subject. . . . I shall argue
that the postulates of the classical theory are applicable
to a special case only, and not to the general case...?

He went on to say, "Those who are strongly wedded to what I shall call

the 'classical theory' will fluctuate, I expect, between a belief that

I am quite wrong and a belief that I am saying nothing new. "3

1. John M. Keynes, The General Theory of Employment, Interest
and Money (Harbinger ed.; New York: Harcourt, Brace & World, Inc.,
196L). The analysis of the General Theory in this chapter is only
designed to emphasize those aspects of the General Theory which are
important for Keynmes' theory of governmental intervention in economic
affairs. For complete analysis of the General Theory, Alvin H. Hansen,
A Guide to Keynes (New York: McGraw-Hill, Inc., 19535.

2. Keynes, General Theory, p. 3.

3' _I_t_)_j_-(_l.v, Po Ve

78
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The classically trained economists did give the book a rather

in
hostile reception. The reviews and rebuttal arguments were so much
against Keynes' theory that he felt obligated to defend himself in a

1937 Journal of Political Economy article.5 His answer to the critics

in this article is probably the best statement which is to be found of
his theory of employment.

Keynes' purpose in the General Theory was to refute the

classical theory of normal operation of the economy. Why would Keynes
wish to make such a refutation? There are many reasons, one of which
was that by so doing, he could lay the groundwork for a theory of
govermmental intervention in economic affairs which, according to
Keynes, would be able to solve some of the serious economic problems

of the western world. Keynes aspired not only to discover how and

how well or ill a nation's economy was working, but also what policies
on the part of that nation's government were required to enable or cause

the economy to work as well as possible.

4, Gustav Cassel, "Mr. Keynes' General Theory," International
Labour Review, XXVI (October, 1937), pp. 437-bh5. F. H. Knight,
"Unemployment: And Mr. Keynes' Revolution in Economic Thought,"
The Canadian Journal of Economics and Political Science, III (February,
1937), pp. 100-123. A. C. Pigou, "™r. J. M. Keynes' General Theory of
Employment, Interest and Money," Economics IIT (May, 1936), pp. 115-132.
D. H. Robertson, "Some Notes on Mr. Keynes' General Theory of Employment,"
The Quarterly Journal of Economics, LI (Nbvember, 1936), pp. 168-191.
Jacques Rueff, 'The Fallacies of Lord Keynes' General Theory," The
Quarterly Journal of Economics, IXI (May, 1947), pp. 343-367. J. A.
Schumpeter, 'Keynes' General Theory of Employment, Interest and Money,"
Journal of the American Statistical Association, XXXI (December, 1935),
PP. 791-795.

5. J. M. Keynes, "The General Theory of Employment," The
Quarterly Journal of Fconomics, LI (February, 1937), pp. 209-223.
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The character of Keynes' arguments was foreshadowed by the
fact that he started with the assumption that a normal economy need not
always work at full efficiency. The classical theory denies that such

a situation is Possible.6 A very large part of the General Theory

was devoted to explaining how an economy could normally operate at

less than full employment of all available resources.

Say's Law

The classical position which Keynes was attacking is known as
Say's Law of Markets, enunciated by the nineteenth century economist,
Jean Baptiste Say.7 Many economists have regarded Say's statement as
the basic postulate of classical theory. The "law' is briefly
summarized in the statement that "supply creates its own demand."
Say's Law affirms the impossibility of a general over-production of
goods. The version which Keynes quoted was from John Stuart Mill's

Principles of Political Economy (l8h8).8

What constitutes the means of payment for commodities is
simply commodities. TEach person's means of paying for

the productions of other people consist of those which

he himself possesses. All sellers are inevitably, and

by the meaning of the word, buyers. Could we double the
productive powers of the country, we should double by the
same stroke, the purchasing power. Everybody would bring
a double demand as well as supply; everybody would be able
to buy twice as much, because everybody would have twice
as much to offer in exchange.

6. See Ch. IIT, pp. 35-k4O.

7. There are many different "handholds" of the General Theory
by which it may be explained. I have chosen Keynes' attack upon Say's
Law.

8. Quoted in Keynes, General Theory, p. 13L4.
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The reasoning behind this rather simple statement is almost as
concise as the statement itself. Say started from the premise that
men produce goods only in order to enjoy consuming other goods. The
entrepreneur invests only in order to consume his profits in the
consumption of other goods. Workers work only in order to obtain
subsistence from the consumption of goods. In the course of all this,
businessmen spend monies on labor and raw materials, which generates
new income. The new incoms will allow the recipients to purchase new
goods. Thus, every new increase in production is soon matched by an
increase in demand. The limit to this cycle is only reached when the
supply of resources and the number of available workers is exhausted.

But, does one have to spend all of his available income? Does
not the existence of savings invalidate the above "law"? The classical
position is that it does not. Notice the addition to the "law" which
Alfred Marshall penned:

The whole of a man's income is expended in the purchase of
services and commodities. It is indeed commonly stated that
a man spends some portion of his income and saves another.
But it is a familiar economic axiom that a man purchases
labor and commodities with that portion of his income which
he saves just as much as he does with that he is said to
spend. He is said to spend when he seeks to obtain present
enjoyment from the services and commodities which he
purchases. He is said to save when he causes the labor and
the commodities which he purchases to be devoted to the
production of wealth from which he expects to derive his
means of enjoyment in the future.9 ‘

Marshall is saying that savings by the wage earner or

businessman are always made available for investment. Either the

9. Ibid., p. 136.
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businessmen invests his savings or those of others. Banks play a
meaningful role in this transaction. In any event, savings
inevitably become purchased goods just as surely as outright
expenditures on food and shelter or any other commodity or service.
The import of Say's Law is that full employment of all
available resources is the normal state of affairs. There, of course,
may be lapses from the full employment of available resources, but
such lapses are considered as abnormal.. If there is less than full
employment of all available resources, the classical theory asserts
that there is a tendency toward full employment. Any situation other
than full employment of resources, or the tendency towards full
employment must be due to interference with the free play of the

maxrket.

The Theory of Employment

Perhaps the most important factor of production is 1abor.lo

The determination of the level of employment is one of Keynes' major

obsessions in the General Theory; he simply was not satisfied with the

classical position that the "normal" level of employment was one of
full employment. Keynes' restatement of the basic postulates which
underlie the classical position contended:

(L) That the wage of an employed person is equal to the
marginal product of labor.

10. This may or may not be correct, however, the theory of
employment was one of Keynes' most important points. One of the major
problems of the twentieth century economies has been the lack of full
employment.
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(2) That the utility of a wage at a given volume of employment
is equal to the marginal disutility of that amount of
employment.

These two apparently simple postulates are, in reality, quite

complex. Notice that each involves a host of unstated assumptions.
The second postulate is especially worth noticing. There are at least
five basic assumptions within this postulate, and these are central to

the core of classical theory. They are:

(1) Work is never undertaken for its own sake because it
is painful.

(2) The more work is done, the more painful it becomes.

(3) Money (wages) is pleasant because it is useful as a medium
' of exchange.

(4) There is a marginal disutility of wages.

(5) From the above, it is concluded that a worker will work
(or offer to work) only insofar as his enjoyment of
additional money wages offsets the pain of additional
work.

These five assumptions point out the classical economic model
of a rational, calculating, human animal: '"the economic man." The
implication of this model is that any worker has it within his power
to increase {or find) his own employment at any time. If the worker
is unemployed, he has only to accept a job offer at a lower wage rate.

From this classical position of employment, it follows that all

11
unemployment is either frictional or voluntary. If workers would

11. "Frictional" unemployment is used to mean that amount of
unemployment which is due to seasonal change, workers quitting jobs and
seeking another, etc. Voluntary unemployment is simply that part of
the labor force which chooses not to work. The modern use of
unemployment is restricted to those persons who are willing and seeking
employment but are not employed.
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accept employment at a lower wage rate, then they would either be
employed‘or their unemployment would be due to the existence of
"frictions." Involuntary unemployment does not exist! It can not
exist! The classical theory simply has no place in its scheme of things
for any involuntary unemployment. If long term involuntary unemployment
does exist, then the classical model of employment is in error.

In the classical model, four means of increasing employment are
available. These four means are:

(1) An improvement in organization to diminish the amount of
"frictional" unemployment.

(2) An increase in the marginal productivity of labor.

(3) A decrease in the marginal disutility of labor so as to
diminish real 'unemployment'.

(k) A shift in the amount expended upon wage goods relative
to an increase in the price of non-wage goods.

In effect, the classical position maintains that wage bargains
between entrepreneurs and workers determine the real wage rate. Of
course, this position ignores the existence of such bargain restricting
agents as labor unions, wage and hour standards an§ the like. The
classical position assumes a free, open, and mobile labor market.

The classical analysis is applicable to the whole extant body of labor
and supposedly is as equally applicable to a closed system as to an
open system.

Keynes, however, could not accept the classical position. He,
ever the empiricist, argued that the nice, neat classical theory of

employment was refuted by the evidence: long-term involuntary
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unemployment does exist. What then is the fault of the classical
theory? Keynes argued: According to classical theory, if the cost of
living, for example, rises while the wage rate remains the same (the
real wage rate declines), the response of the workers is to withhold

a portion of their labor. This assumption is not warranted. Workers
neither leave their jobs nor work fewer hours every time the cost of
living goes up a few notches. In fact, the workers probably do the
reverse; they offer to work more hours.

What Keynes is arguing is that the existing real wage rate is
not always equal to the marginal disutility of labor. This means that
workers may very well be prepared to accept additional employment at
current money wages, even if this means lower real weges. The reasoning
behind Keymes' argument is as follows: Higher prices of "wage goods"
inmply higher profits which mean a brighter business outlook. As the
business outlook brightens, emplojers tend to hire more labor. When
employers hire more labor, workers tend to accept more jobs (or work
more hours).

Now, if more workers will work at a lower 'real" wage rate,
then surely in the past they must have been willing to work at a higher
"peal" wage rate. > Thus, any unemployment which is not frictional or
voluntary has to be involuntary. If involuntary unemployment exists

(and Keynes said that it did) then a prima facie case is made that

12. This point marks a crucial assumption made by Keynes.
Keynes assumes that workers are willing to work at higher real wage
rates.
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the level of employment is not determined by wage bargains between
individual employers and employees.

When the presence of involuntary unemployment is granted
(along with the theoretical explanation of its existence), this
question arises: How is the level of employment determined? As
noted above, Keynes rejected the classical contention that wage
bargains determine the level of employment. Xeynes further argued
that the wage and price cubting explanations--the classical means of
adjusting the employment level--aré "jllegitimate" extrapolations from
the specific to the general level. For example, a businessman knows

that--other things being equal--a reduction in his costs leads to

increased output. Unfortunately, when all businessmen cut wages (and
costs) not everything remains equal. Demand falls along with wages.
Income is necessary to keep the level of demand up. In other words,
whereas one businessman might benefit from a reduction in the wages of
his workers, not all businessmen will benefit from a reduction in the
wages of all workers. To believe otherwise is, as Robert Lekachman

13

puts it, 'to commit the logical fallacy of composition.”

", . entrepreneurs will endeavor to

Keynes assumed tha
fix the amount of employment at the level which they expect to maximize
1
the excess of the proceeds over the factor cost." In explaining

this point, Keynes introduced the concept of an aggregate demand

function.

13. Lekachman, Age, p. 89.

14, Keynes, General Theory, p. 25.
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The Aggregate Demand Function

Keynes defined the aggregate demand function by saying:
Let Z be the aggregate supply price of the output from
employing N men, the relationship between Z and N being
written Z=§ N, which can be called the AGGREGATE SUPPLY
FUNCTION., Similarly, let D be the proceed which
entrepreneurs expect to receive from the employment of
N men, the relationship between D and N being written 1
D=fN, which can be called the AGGREGATE DEMAND FUNCTION. 2
Aggregate demand is simply the other side of the coin from
aggregate supply. The important aspect of the aggregate demand
function is that it is determined independently, the shape of the
aggregate demand function differs from that of the aggregate supply
function. Perhaps the following graphic illustrations will help
to demonstrate this point. In Figure 1 (on page 87 ) the horizontal
axis is the employment axis. Along this axis are all possible levels
of employment (N) from zero to 100 million workers. The vertical axis
is the price axis. Along this axis all possible prices (or proceeds)
from zero to 500 million dollars are listed. In Figure 1, the supply
price of an output of zero is zero dollars. The intersection of the
two axis (o) marks this relationship. The supply price of an output
of goods produced by the employment of twenty million workers is
100 million dollars. This point is marked by B in the diagram.
In the diagram, line AD represents the aggregate demand schedule
while line 0S represents the aggregate supply schedule. The point of

intersection of these two schedules (C) represents the equilibrium point

of this hypothetical economy. In this example the equilibrium point

15. Idem.
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means aggregate expenditures of some 300 million dollars at an employment
level of some 60 million workers. This, of course, is not full
employment.l6 Under our hypothetical assumptions, full employment
would be 100 million workers. This number of workers would only
have been employed if the intersection of lines AD and 0S, the aggre-
gate demand and aggregate supply schedules, had been at point S.

In traditional economic terms, demand and supply are defined
as schedules relating goods demanded or supplied at various prices.
For example, a hypothetical situation might have one dozen eggs demanded
if the price is two dollars per dozen. On the other hand, five dozen
eggs might be demanded if the price is fifty cents per dozen. Thus,
the demand schedule for eggs is the entire schedule relating the various
quantities of eggs demanded at various prices. The supply schedule
relates the various quantities of eggs offered at the various prices.
Aggregate demand as well as aggregate supply is something more than
this in Keynesian terms. TFirst, aggregate demand relates aggregate
expenditures to output. Second, whereas ordinary demand relates prices
to quantities of commodities, aggregate demand relates expenditures to
quantities of output and employment. Third, aggregate demand relates
output of all commodities rather than supply alone.

Keynes éssumed that aggregate demand has three components:
spending by the govermnment, spending by consumers, and spending by

investors. Quite amazingly, he further assumed that the relative

16. This point is very important because it grants a theoretical
explanation for equilibrium at less than full employment.
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impact of govermmental spending is nil, which means that the only
sources of demand are investment and consumption expenditures.17 With
these assumptions behind him, Keynes developed his theory of
consumption.

Keynes assumed that a functional relationship between consumption

and income exists. That means that the amount of money spent on
consumption depends primarily upon the amount of available income,

18 Keymes

assuming, of course, that everything else remains the same.
also assumed that the level of consumption expenditures is influenced
by two other factors: "subjective" and "objective" factors.

Keynes defined the major 'objective' factors as changes in the
cost of living, changes in tax policies, changes in the interest rate,
changes in the expected future level of income, and "windfalls."l9
He assumed that the "objective" factors are not all of the same order
of importance, with the only 'really" important objective factor being
changes in the cost of living. The "subjective' factors which influence
the level of consumption are, according to Keynes,b"behavior patterns
fixed by the psychology of human nature and by the institutional
arrangements of the modern social order."

Keynes assumed that eight motives exist which lead individuals

to "refrain from spending," and they range from precaution to

17. Of course such as assumption is only msde for analytical
purposes.

18. Keynes, General Theory, p. 91L. In developing this section,
I have relied quite heavily upon Murad, op. cit.

19. "Windfalls," in Keynesian terminology, are unexpected
capital gains or losses.
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avarice.EO He also assumed that the motives which lead individuals to
consume more than they receive in income are basically the negation of
the other eight motives.El

Keynes' argument for his theory of consumption is weakened by
the inclusion of these psychological assumptions. He offers as a basis
for the assumptions nothing more than his observation, and a rather
limited observation at that, of conduct. In short, Keynes' psychological
assumptions or "laws" amount to not much more than lengthy rationales.
0f course, such rationales may be very interesting (and even true),
but they are hardly weighty evidence upon which to base an important
argument because they are only hypotheses. One could surely counter
Keynes' eight motives with either a longer or a shorter list and have
an equally valid basis for urging their acceptance. Fortunately for
Keynes, his theory of consumption does not have to stand or fall on
his psychological assumptions--they are nothing more than ornamental
trim.

Indeed, Keynes dismissed these objective and subjective
psychological faétors as relatively unimportant. He argued that all
of the psychological factors are basically stable in the short run.

As he was primarily interested in the short run, he felt that he could
virtually ignore long-run influences. Now, if neither objective or

subjective factors are very important in determining the short run

20. Keynes, General Theory, p. 9.

21. TIdem.
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level of consumption, what is left? Keynes reasoned that only income
was left as a major determinant of the level of consumption.
Accordingly, Keynes framed this conclusion in the form of a "law."

He said:
The fundamental psychological law upon which we are entitled
to depend with great confidence both a priori from our
knowledge of human nature and from the detailed facts of
experience, is that men are disposed, as a rule and on the

average, to increase their consumption as their income
increases, but not as much as the increase in their income.

23
In other words, Keynes argued that men will tend to spend a

certain portion of an increase in their income, and tend to save a

portion of that increase. He termed this propensity of men the

' As the marginal propensity to consume

"marginal propensity to consume.'
is central to Keynes' argument, it is fortunate that he did not base

the propensity solely upon a "fundamental psychological law of human
nature.” Keynes claimed a solid basis in e#perience for the marginal
propensity to consume, and he was right. The great amount of statistical
information which economists and statisticians have been able to

garner since Keynes wrote in the 1930's has supported Keynes' "law."

In the United States, it is generally assumed that the marginal
propensity to consume will be approximately 93 per cent. That is,

out of given increment of income, 93 per cent will be spent and 7 per

2
cent saved.

22. This, of course, is not an invalid assumption.

23. Keynes, General Theory, p. 108.

2k. Lekachman, Age, p. 93.
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The marginal propensity to consume also suggests that the
original increment in income will have effects outweighing the original
increment, because each expenditure of income creates new income.

r
This effect is known as the "multiplier effect."®”

The multiplier
effect may be written as the relation of a given increment of
investment to an increment of income. Thus, if Y is income and I is
investment, while K is the multiplier, the relationship may be stated
as KI-Y. In other words, the original amount of investment will be
multiplied by a given amount to result in a total amount of additional
income.

The level of the multiplier effect depends upon the marginal
propensity to consume. If the marginal propensity to consume is 90
per cent, then the converse of that (which may be stated as the marginal
propensity to save) is ten per cent. VWhen this is the case, the
multiplier is ten. That is, the original amount invested will be
multiplied ten times. The reason behind this conclusion runs something
like this: If a given increment of income is 100 dollars, then 90
dollars are spent and ten saved. The expenditure of the 90 dollars
represents an additional increment of income of which 81 dollars are then
spent and nine saved. This process continues until the added increments
are exhausted. Mathematically, the relationship is expressed as:
K=l/l-c/y. If, for example, the marginal propensity to consume is
2/3 then the multiplier would be determined by X=1/1-2/3, or K=3.

This means that the multiplier is a function of the marginal propensity

25- See Cho III, ppo 61"620
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to consume. If the marginal propensity to consume is unity (that is,
every given increment of income is spent and none saved), then the
multiplier is infinity. Also, if the marginal propensity to consume
is zero (nothing spent and all saved), then the multiplier is one.
However, the existence of leakages in any economic system precludes
a marginal propensity to consume of unity, thus preventing an
infinite multiplier effect.2

The importance of the investment multiplier for the creation
of jobs and the resultant creation of income is vast. The multiplier
effect suggests that in a country where the marginal propensity to
consume is quite high, a small incremental amount of investment will
produce an extraordinary amount of consumption expenditures. However,
such is not necessarily the case, for in such countries the average
propensity to consume is also guite high. As Keynes says, 'For
whilst a high marginal propensity to consume involves a larger

proportionate effect from a given percentage change in investment,

the absolute effect will, nevertheless be small if the average

propensity to consume is also high."27
Keynes' basis for the multiplier effect was not self-evident

axioms, but factual evidence. The reasons why persons spend a portion

of their income and save a portion are important, but only secondarily.

The most important aspect of the marginal propensity to consume is that

26. Idem.

27. Keynes, General Theory, p. 125.
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it exists. The aggregate consumption function plays a vital role in
the aggregate demand function.

The other major aspect of the aggregate demand function is the
level of investment for, with consumption expenditures, investment
expenditures make up the aggregate demand function. Before moving
into the theory of investment, it might be helpful to sketch Keymnes'
view of investment. Investment, in Keynesian terms, is expenditure
for addition to capital, that is, for goods to be used in the production
of other goods. Keynes defined capital as, "the addition to the value
of capital equipment which has resulted from the productive activity

n28 It is important to note that Keynes did not regard

of the period.
;;curities and other financial phenomena as investment. For Keynes,
the distinguishing factor between consumption expenditures and
investmenttexpenditures was not the item purchased, but the use to
which it was put.

Keynes' view of investment stressed two features: that
investment is a xrisk and a business. Investment is not undertaken
by consumers, but by businessmen on the basis of risk calculations.
This view of the investment act is a fundamental premise ubon which
Keynes' theory of investment was based. Perhaps the only major
criticism which may be levelled at Keynes' premise is that it gives

the appearance of a highly structured, rational decision making process

which is not the case with all acts of investment.

28. 7Ibid., p. 62.
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If the investment act is a risk, why is it undertaken? Keynes
said that the act is undertaken because the expected profits from the
proposed venture exceed the cost of making the investment. Keynes'
term for the ratio of expected profits to the cost of the investment
was the "marginal efficiency of capital.”29 The cost of making the
investment is, of course, the interest charge for the money used.

The key aspect of the marginal efficiency of capital is the
expected profits. Keymes focused upon the expectations involved in
- investment; they are the vital factors. According to Keynes, the

30

essential nature of expectations is their instability. Because of
the instability of expectations, the marginal efficiency of capital
is highly unstable. This unstable condition leads, in turn, to sudden
and wide fluctuations in investment.

Keynes argued that knowledge of expected returns is little more
than guesswork. What is important is what investqrs expect to happen.
If investors expect to gain through certain investments, changes in

interest rates will have little effect upon their decision, at least

insofar as the marginal efficiency of capital is sufficiently high to

29. The marginal efficiency of capital is that rate of discount
which equates the returns expected from additional investment to the
supply price of the investment. To illustrate: a firm buys a machine
for $1,000. The life of the machine is only one year. After the year
of use, the machine will be sold for $200. The expected yield from the
machine is $900. Therefore the marginal efficiency of capital is
calculated by the formula MEC=(cost-yield+salvage/l+rate of interest).
In our hypothetical examples this would translate into: MEC=($1,000=
$900+$200/14r) or ten per cent. Thus the MEC is ten per cent.

30. Keymes, General Theory, p. 161.
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absorb the change in interest rates. This conclusion leads to doubts
as to the efficiency of interest rate policy, an important classical
tenet.

In order to appreciate the unorthodoxy of Keynes' position,
the classical position on interest rates must first be examined. The
classical doctrine, most simply put, goes something like this: The
present enjoyment of income is preferred over future enjoyment. The
amount of savings is determined by the time preferences of those who
receive income. The interest rate is necessary to induce savings from
those who regard it as sufficient payment for postponing their enjoyment
of consumption. In effect, a man who saves $1,000 (refrains from spending)
in order to collect $50 in interest has made a decision that he would
prefer $1,050 next year rather than $1,000 now.

A businessman will pay the five per cent interest charges if
his expected profits exceed that amount. At least, this was Keynes'
argument. The determination of the level of interest rates is an
interesting aspect of Keynes' theory. He argued that neither the marginal
productivity of capital nor the relative time preferences of savers
account for the interest rate level. The determinant of interest rates
is, according to Keynes, the "liquidity preference of money."

According to Keynes, money is held for a variety of reasons,
most of which have more to do with the saver's level of income than any
relative time preferencés. Money is held for three motives: (1) the
transactions-motive; that is, the need for cash for personal and

business purposes; (2) the precautionary-motive, the desire for cash



98

as a security move; and (3) the speculative-motive; the desire for cash
in order to speculate. The first two motives are largely dependent
upon the saver's level of income while the third motive is largely
dependent upon the relationship which exists between the current
interest rate and the expected interest rate.

Keynes also argued that the relationship existing between the
supply of money and the interest rate is an inverse one; an ihcrease
in the quantity of money can cause a decline in the interest rate.
However, the relationship is not a perfectly elastic one, because the
interest rate has a tendency not to fall below a certain level.

The basis of Keynes' position is that the interest rate is a
premium paid for the surrender of a perfectly liquid asset for one not
so liquid. This theory of interest rates is the final part of Keynes'
theory of investment. According to Keynes, an investor primarily
depends upon the relationship between the existing interest rate and the
marginal efficiency of capital being in his favor before he will invest.

Keynes' theory of investment was a very well thought out
argument. However, the large role which expectations played in his
theory must be noted. 1In fact, Keynes' position on the role of
expectations was perhaps the weakest link in his chain of reasoning
concerning the investment decision. The evidence which he offered in
support of his position may be characterized as less than convincing.
Whereas Keynes offered firm statistical evidence for his position
concerning most of the other aspects of his theory of investment, he

only offered his generalizations concerning his observation of the
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behavior of investors in support of his position on expectations.31
Keynes was correct concerning expectations and the marginal efficiency
of capital, in spite of the rather tenuous basis of his generalizations.
Keynes' analysis of the aggregate demand function was completed
by his théory of investment. The component parts of his aggregate
demand function shape that function. This, of course, means that
aggregate demand is a function of consumption, investment, and govermment
expenditures. The relationship of these three component parts determine
what shape the aggregate demand function will take. As Figure 1
demonstrates, the relationship of the aggregate demand function to the
aggregate supply function indicates the equilibrium position of the
econom;y.32 Again, aggregate demand is determined independently of
aggregate supply. By demonstrating that demand sufficient to absorb

any and all levels of output is not automatically created, Keynmes

reformulated a basic problem in economic analysis..

Conclusions

The General Theory of Employment, Interest and Monéy is a very

long and involved theoretical work. The arguments are beautiful
examples of logical consistency and systematic interrelationships.

Keynes' major purpose in the General Theory was to refute the classical

theory of how and why the economy normally operates. At best, Keynes'

" work is a superb refutation of the classical position, while at worst

31 . Ibid L) pp . l)'"7-l6l"' .

32. See Figure 1, page87.
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it is as equally valid as the classical theory. Thus, Keynes achieved
his purpose to an amazingly high degree.

Keynes demonstrated that the economy can and does operate at
a less than full enployment level, rather convineingly refuting the
classical.argument that the economy is either in a state of equilibrium

33

or tending toward such a state. The critical point in his argument
on this point is, of course, the explanation of the aggregate demand
function. By separating the aggregate supply and aggregate demand
schedules, Keynes removed the "automatic" regulatory device which moves
the economy to equilibrium at full employment. By demonstrating the
component parts of aggregate demand, Keynes pointed the way for govern-
ments to adjust the level of demand and thus the level of the economy.

Keynes' arguments were not only logically consistent, but also
were generally well supported by evidence.31+ Several criticisms may be
directed at Keynes, but they generally are concerned with the premises
upon which he builds his arguments. Of course, any writer may be
criticized for his premises.

A basic criticism which may be directed at Keynes has to do
with the assumption of pure competition which underlies his thesis.
Keynég obviously made such an assumption for analytical purposes, but

nevertheless it is a rather remarkable assumption. For Keynes to set

forth a theory based on pure competition in an era of monopolies

seems inconsistent with his reliance upon empiricism.

33. See above, pp. 80-82.
34. This is so with rare exceptions, see above, p. 98.
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Perhaps a mofe important criticism is that Keynes, in his theory
of employment, virtually ignored the importance of job security. The
fact that job security makes employment somewhat inflexible at least
partially invalidates Keynes' assumption that employment fluctuates
with outpﬁt. Also, a substantial number of employed workers are not
employed on the production lines, but in relatively permanent jobs,
and as such are not as easy to '"lay off" as those employed in production.

Even with the deficiencies which these criticisms indicate,
Keynes put his main point across very well: the economy is not
"automatically" regulated to insure full employment of all available
resources. If the community wishes full employment of available
resources, then some "interference' with the economy is generally
necessary to insure it.

Keynes was not satisfied to sey that the economy did not normally
operate at full employment; he indicated ways and means of making the
economy operate at full employment. His theory of governmental
intervention in economic affairs details the ways and means of making

the economy so operate.



CHAPTER V

KEYNES' THEORY OF

GOVERNMENTAL INTERVENTION IN ECONOMIC AFFAIRS

One of the oldest controversies in political history surrounds
the definition of the proper role of the state in economic affairs.
This is true not only in regard to governmental limitation of private
action, but also regarding the extent of positive action. One
traditional concept of government action in economic affairs may be
stated as the "rule of govermnmental inaction."l In this concept,
the government has no positive role to play in economic affairs.
Government is simply an umpire of the "rules of the game." Milton
Friedman,2 a modern proponent of this viewpoint, contends that the

roles of government are: .

. to provide a means whereby we can
modify the rules; to mediate differences among us on the meaning of

the rules; and to enforce compliance with the rules on the part of

l. This, of course, may be termed the traditional normative
laissez-faire conception of government. See Keynes, Laissez-Faire,

PP . 23"‘26 .

2. Professor Friedman is Professor of Economics at the
University of Chicago. He is devoted to the so-called "Free-Market
Competition,” and is generally regarded as one of the most conservative
of American economists. Among his more familiar works is Capitalism
and Freedom (Chicago: University of Chicago Press, 1956).
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those few who would otherwise not play the game."3 These are the only

governmental actions which Friedman consideres legitimate.h

However, another conception of the role of government is widely
held. In this view, government is regarded as a positive agent in the
economic process. Many governments do take positive action (intervene)
in economic affairs. For example, the government of the United States
is, through the Employment Act of 1946, dedicated to the support of
"full" employment in the United States. The government has also supported
other "positive" actions in economic affairs such as wage and hours
regulations and a multiplicity of "social security" programs. In the
opinion of many writers, these actions are symptomatic of an "interfering"
government-~-one which hasyoverstepped its proper role of action.? These
persons look upon positive action by government in economic affairs as
an "evil."

The rationale for many of these views--which may be classified

as laissez-faire of one type or another--lies in the teachings of

classical economics, especially in the teachings of Malthus and

Ricardo. Much of the basis of the "positive' role of government in

economic affairs lies in the so-called "New Economics,"” which is largely

the product of John Maynard Keynes. The basic postulate of the "New

3. Ibid., p. 29.
4. Idem.

5. See Joseph Dorfman, The Economic Mind in American
Civilization (5 volumes; New York: The Viking Press, 1948-1959) and
Sidney Fine, Laissez-Faire and the General-Welfare State: A Study of
Conflict in American Thought 1865-1901 (Ann Arbor: The University of
Michigan Press, 1956).
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Economics," at least insofar as the role of government is concerned,
is a theory of governmental intervention in economic affairs. It is

to this theory that we now turn.

Questions Involved

Keynes' theory of govermnmental intervention in economic affairs
is an attempt to deal with what Keynes considered a very real public
problem: +the existence of mass involuntary unemployment in a highly
industrialized society. The major questions involved are the following:
~ Is a lack of demand and mass involuntary unemployment a normal situation?
If not, what may be done to remedy the situation? 1In order to be able
to answer the first question, Keynes had to ascertain how the economy
"normally" functioned. It is to this point that Keynes devotes so

much of his General Theory.6

Many economists argue that the situation of mass unemployment
is, in fact, not an essentially pathological situation.7 They argue
that the economy has "frictional" and 'voluntary'" unemployment. They
further argue that any current high rate of unemployment is simply a
case of more '"frictional" unemployment than usual. Professor Joseph

Schumpeter argues that there cannot be persistent involuntary unemployment

6. The development of arguments and explanations in this chapter
will duplicate and rely upon much of Chapter IV. Where a position
might not be quite clear, see Chapter IV.

7. Joseph Schumpeter, "The Present World Situation: A
Tentative Diagnosis," American Economic Review XXI (1931) Supplement,
p. 179.
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in a perfect, frictionless capitalist society. Therefore, he reasons
that the pfesent unemployment is due to the existence of certain
frictions in the system.8 If these frictions are removed from the
economy, then the economy can and will function properly. Schumpeter,
in other words, is arguing that the economy "normally" functions at
an equilibrium of full employment. In this respect, Schumpeter is not
an atypical example of professional pre-Keynesian economic thinking.9
Keynes, of course, disagreed with this viewpoint. He argued
that not only do "frictional" and "voluntary" unemployment exist, buf
that a third class of unemployment also exists--'"involuntary' unemploy-

ment. This fact proves, to Keynes at least, that the economy does not

function as had been traditionally assumed. In the General Theory,

Keynes attacked the traditional full employment equilibrium position.

He demonstrated that the economy can and does operate at an equilibrium
at less than full employment--normally. In fact, he argued, the

normal operation of the economy achieved equilibrium at less than full
employment. Keymes argued that with aggregate supply remaining constant
in the short run, the volume of employment, output, and income--in

short the equilibrium position of the economy--is determined by
aggregate demand. He further argued that the level of aggregate demand

was not normally sufficient to produce equilibrium at full employment.lo

8. 1Idem.

9. See Klein, The Keynesian Revolution, p. U47.

10. See ebove, Ch. IV, pp. 88-8 and Figure 1, p. 87.
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If this be the case, how can the level of aggregate demand
be sufficiently stimulated to raise the level of employment? The
answer to this question is one of the main considerations of Keynes'
vritings. Keynes assumed that even though the economy ‘'normally"
operates at a less than full employment level, it is desirable to have
it operate at full employment. The question then becomes: What
method is available to make the economy operate at the full employment
level? The answer to this question is perhaps the crucial point in
Keynes' theory of governmental intervention in economic affairs.

Keynes argued that there are at least two methods available
to stimulate the economy to full employment. However, both methods
presuppose governmental action.ll Thus, in reality, Keynes argued that
the only conceivable agent of the community able to make the economy
operate at full employment is the government.

Keynes' argument for govermmental action is, as noted above,
based on his denial of an automatic tendency on the part of the economy
toward full em.ployment.12 In essence, the classical economists argument
is that there is no need for governmental interference with the economy

because in the long run the economy will normally operate at full

employment. Keynes' brilliant rejoinder is to the effect that in the
long run "we are all dead." His meaning, of course, is that a theory

which relies on a "sometime, perhaps, in the future solution" is hardly

11. This is so even using interest rates as a mechanism, see
Ch. IV, ppo 95“98.

12. See Ch..IV
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useful in the short run. Besides, so Keynes argued, abundant evidence
exists to refute the classical position even in the long run.

Keynes' argument, then, may be viewed thusly: A serious
economic problem of involuntary unemployment exists. It should be
solved as quickly as possible. The best means of quickly solving
the problem is governmental action, because only the government can
act quickly and with enough of an impact to influence decisively the
problem. Of course, Keynes assumed that the governmental action will
follow the expert advice of economists such as himself.

As for the methods to be undertaken by the government, Keynes
noted the usefulness of monetary and fiscal policies. Keynes agreed
that the manipulation of interest rates (monetary policy) may influence
the level of aggregate demand. However, he argued that in certain
cases monetary policy is not sufficient. These cases involve severe
and long term depressions where the general level of business confidence
is extremely depressed. Keynes said:

For my own part, I am now somewhat skeptical of the success
of a merely monetary policy directed toward influencing the
rate of interest. . . since it seems likely that the
fluctuations in market estimation of the marginal efficiency
of capital, calculated on the principles I have described
above, will be too great to be offset by any practicable
changes in the rate of interest.l3
The second, and a quicker, method is to manipulate the fiscal

policies of the government. An increase in the relative level of

governmental expenditures will stimmlate the level of aggregate demand.

13. Keynes, General Theory, p. 16k.
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Moreovey it involves all of the favorable -effects of the investment
multiplier. In fact, govermmental expenditures can be so directed as
to gain the maximum benefits from the investment mul’ciplier.lh The
important principle here is the creation of extra wealth. Keynes
argued passionately for policies which will aid in creating forms of
extra wealth. At one point he even said, "Pyramid-building, earth-
quakes, even wars may serve to increase wealth, if the education of
our statesman on the principles of classical economics stand in the
way of anything better. "2

It has been traditionally argued that the real wealth of the
community lies only in what is produced for consumption. In effect,
this argument contends that extra wealth can not be created by
govermmental action, and that the net effect of govermmental action
is only to decrease production.l6 Such an argument, of course, neglects
the point that the government is in an excellent position to effect a
redistribution of income. A redistribution of income may have the
effect of creating extra wealth because of differences in the marginal

propensities to consume.

The Doctrine

Keynes argued that the very nature of a twentieth century

economy requires that government no longer play merely a passive or

14, That is, the government may redistribute income so as to
increase the marginal propensity to consume, which would creete a larger
investment multiplier effect.

15. Keynes, The General Theory, p. 129.

16. Friedmsn, Capitalism, p. 66.
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even a quasi-passive role in economic affairs. If this means that the
state is to be enlarged, then this is acceptable to Keynes. He said,
"It is the state rather than the individual which needs to change its
criterion. . . the functions and purposes of the state are to be thus

enlarged. "

Keynes argued that the government and_only the
government is in a position to "calculate the marginal efficiency of
goods on long views.'" Thus, the responsibility for directing investment
(and thereby stimulating aggregate demand) should lie not only with the
individual businessman, but also with the state. Another reason which
Keynes advances for the state taking this "ever-greater" responsibility
is that only the government can calculate on the basis of the general
social advantage. Though Keynes advocated that the state assume a
more positive role in economic affairs, he did not advocate that the
government become the owner of the means of production. He said, "I
criticize State Socialism, . . . I criticize it because it misses the
significance of what is actually happening;. . ."18 Keynes believed
that State Socialism was as non-empirical as the laissez-faire doctrines
of the eighteenth and nineteenth centuries. Because, so Keynes argued,
both these doctrines are irrelevant today, they can not be accepted.
Keynes argued that the government ought to intervene continually

in economic affairs to keep the level of aggregate demand at a

sufficiently high level. He believed that it is the duty of economists

17. J. M. Keynes, "National Self-Sufficiency,” Yale Review
XXXII (Summer, 1933), p. 755.

18. Keynes, Lailssez-Faire, p. 65.
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to advise the govermment as to ways and means of doing just that. As
he put it, "Perhaps the chief task of economists of this hour is to
distinguish afresh the Agenda of Government from the Non-Agenda; and
the companion task of politics is to devise forms of government within
1
a democracy which shall be capable of accomplishing the Agenda.'
Keynes made a tentative distinction as to what constitutes the
Agenda of govermment. He said:
The most important Agenda of the State relates not to those
activities which private individuals are already fulfilling,
but to those functions which fall outside the sphere of the
individual, to those decisions which are made by no one if the
state does not make them. The important thing for Government
is not £o do things which individuals are doing already, and to
do them a little better or a little worse, but to do those
things which at present are not done at all,"20

Notice that Keynes used the qualifying phrase, 'the most important"

when describing the agenda of government. This implies that other

items are on the agenda of government, but are not as important.

As a general statement, the above is excellent. VWhat criteria
should be utilized to determine the agenda? What is to guide the
state in deciding where and how to intervene in economic affairs?
Keymes opted for pragmatism as the guiding rule. He said:

We cannot therefore, settle on abstract grounds, but must
handle on its merits in detail, what Burke termed "one of the
finest problems in legislation, namely to determine what the
state ought to take upon itself to direct by the public

wisdom, and what it ought to leave with as little interference
as possible to6 individual exertion."2l

19. Ibid., p. 59.

20. 7Ibid., p. 67.
21. Ibid., p. 58.
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Once the decision is made concerning where intervention is
desirable, how did Keymnes advocate that the government intervene in
economic affairs? As noted above, Keynes advocated the use of both
fiscal and monetary policies. Although it may be said that he
favored fiscal policy measures, he did not neglect the fact that
monetary policies are also very important. Perhaps the most potent
monetary policy measure which the government has at its disposal is
what it termed "open-market operations."22 Keynes supported the use
of such monetary policy.

However, the fiscal policy recommendations are really the most
important part of Keynes' theory of govermnmental intervention in
economic affairs. It is for these policies that Keynes is so well
known and for these same policies that he is of'ten so severely criticized.
Keynes argued that the fiscal policy operations of government are the
best method of dealing with the problem of involuntary unemployment
and a lack of demand. Keynes believed that such policies are the best
method for three reasons. First, the government is in a position to
wed the 'general social advantage' with a long run view of the marginal
efficiency of capital. Second, the government and only the government

~is in a position to coordinale monetary and fiscal policy. This

22. Open-market operations consist of the purchase or sale of
securities, usually those of the Federal government, by the Federal
Reserve Banks under the direction of the Open-Market Committee. If the
interest rate needs to be lowered, the reserve banks purchase securities,
and pay by checks drawn on themselves, which are deposited in commercial
banks. The deposit of these checks from the commercial banks into reserve
banks increase the legal reserves of the commercial banks which then can
lend more money. The assumption is that the additional lending power
will operate to lower the interest rate.
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coordination is vital, because without well coordinated monetary and
fiscal policies, one may well be working against the effect of the other.
The third reason which Keynes advanced for the governmental spending
(without tax increase) is, analytically, the same as a rise in private
investment. However, it is much quicker and easier for the government
to raise the relative level of government spending than it is to attempt
to raise the level of private investment.

In the field of fiscal policy, Keynes favored increased
expenditures as the means of inducing a rise in consumption and the
resultant rise in "effective demand." Probably the most important
reason Keynes favored public works expenditures is that they not only
afford a quick and easy manner of increasing expenditures, but they can

be used for the "general social advantage." The need for public works

of some type is almost always present. Unemployed and willing workers
are present. Therefore, why not try to utilize these two factors into
a public works scheme? Xeynes considered this a very plausible
suggestion. In fact, it seemed so plausible that he could not resist
poking fun at those who might have objections:

Ancient Egypt was doubly fortunate and doubtless owed to this
its fabled wealth, in that it possessed two activities, namely
pyramid-building as well as the search for precious metals, the
fruits of which since they could not serve the needs of man by
being consumed, did not stale with abundance. The middle ages
built cathedrals and sang dirges. Two pyramids, two masses for
the dead are twice as good as one; but not so two railways from
London to York. Thus we are so sensible, . . . that we have no
such easy escape from the sufferings of unemployment.23

23. KXeynes, The General Theory, p. 131.
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Keynes argued that it is more sensible to build houses and other needed
consumer goods than to search for precious metals. However, he noted
that the search for precious metals is better than non-expenditures if
practical and political difficulties stand in the way of public works
schemes.

Because Keynes advocated public works expenditures, one must
not make the mistake of believing that such expenditures are the only
important part of his fiscal policy recommendations. Keynes also
advocated specified tax policies to induce investments and encourage
the propensity to consume. He further advocated the use of what might
be termed "beneficial deficits," because deficits in times of high
unemployment can be used to stimulate the level of employment. In
other words, the fiscal policy of the govermnment should be managed so
as to create extra wealth.

Keynes also advocated other measures which the government should
take in attempting to create full employment, and a high standard of
living. One measure was to have the government control the birth rate.
Obviously, this would mean a far-reaching interference in the social
life of the nation. Keynes said, "I draw the conclusion that, assuming
no important wars and no important increase in population, the economic
problem may be solved, or be at least within sight of solution, within
a hundred years.'2? He emphasized much like Malthus, that unlimited

procreation could only hinder economic progress.

2‘+l Ibidl ’ p‘ 129‘

25. Keynes, Persuasion, pp. 365-366.
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Another measure which Keynes advocated was governmental control
of the level of savings. If savings could be governmentally controlled,
then an important aspect of aggregate demand, investment, could also be
controlled. Perhaps the best means of controlling the level of saving,
for Keynes, would be tasex on interest. In other words, use fiscal
policy instead of monetary policy to control savings.

| Keynes also advocated that the government make aveilable a great
deal of business information. Such information, of course, is vitally
necessary for accurate judgments concerning future investment. However,
the gathering of such information, via governmental '"red tape,” is very
irksome to0 businessmen. Many persons view such actioﬁ as unwarranted
interventions by the government.

These then are the tools of "improvements by the agency of
collective action." These tools do not require an all-encompassing
state. In fact, Keynes favored a decentralized form of government.

He said, "Our task must be to decéntralize and devolve wherever we

can, and in particular to establish semi-independent corporations and
organs of administration to which duties of government, new and old,
will be entrusted;--without however, impairing the democratic principle

."26 Keynes argued that the "ideal size for the unit of control and

6rganization lies somewhere between the individual and the modern
state."27 fTherefore, he suggested that the manner of governmental

intervention in economic affairs be by these semi-autonomous corporations.

26. Keynes, Essays in Persuasion, p. 331.

27. Ibid., p. 313.
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Once again he opted for pragmatism as a guiding rule, saying, 'We

must keep our minds flexible regarding the forms of this semi-socialism.
28

"=
.

We must take advantage of the natural tendencies of the day.
There seems to be an implicit logic of governmental intervention
in Keynes' theory. He distinguished between the Agenda and Non-Agenda
of government. He further set up a distinction which the State should
observe in its intervention. He said, "We must aim at separating those

services which are technically social from those which are technically

individual."29 Only those services which are technically social are to
be provided by the state. However, once again, the exact détermination
as to what is technically social and what is technically individual is

to be left for later determination on the merits of the case.

Assumgtions3o

The basic assumption which underlies Keynes' theory of
governmental intervention in economic affairs is his conception of
the proper role of government. Keynes assumed that government exists
only to serve the public. He further assumed that a definite public
interest exists which is of a higher value than any one or group of
interests. For Keynes, the proper function of government is to serve

the public interest.

28. Keynes, Laigsez-Faire, p. 65.

29. Ibid., pp. 65-66.

30. See above, Ch. III, pp. 64-70.
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Keynes assumed that the public interest requires governmental
intervention in economic affairs to secure the full employment of all
available resources. It is upon this assumption that Keynes' theory
of governmental intervention in economic affairs is based.

Keynes also made an assumption concerning the proper method of
making decisions. Although Keynes might be said to be an aristocrat
and a snob, he was not a full fledged elitist.3l He never explicitly
rejected the democratic principle; in fact he was careful to make sure
that he did not reject the principle that the decisions of the community
should be made by the community acting in concert.32 However, Keymes
at least técitly accepted the fact that the community should be led by
intellectuals when making their decisions.

Another conception which underlies Keynes' theory is that the
capitalistic-private enterprise is good. He assumed that it is the
best system for allocating goods and services. Keynes pointed out ways
and means of altering the system so as to achieve a more effective
production, but he never advocated complete repudiation of the system.
He said, "Por my part, I think that Capitalism wisely managed, can
probably be made more efficient for attaining economic ends than any
alternative system yet in sight, but that in itself it is in many
ways extremely objectionable."33 Keynes explicitly couched his theory

in the framework of a capitalist system. He said, 'These reflections have

31. Ibid., pp. 46-48.

32. Keynes, Laissez-Faire, pp. 58, 59, & 70.

33. Keynes, Essays in Persuasion, p. 321.
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been directed toward possible improvements in the technique of modern

w3l

capitalism by the agency of collective action.
Keynes made some assumptions when he attacked a number of

laissez~faire assumptions. He said:

It is not true that individuals possess a prescriptive

natural llberty in their economic activities. There is

no "compact" conferring perpetual rights on those who

Have or those who Acquire. The world is not so governed

from above that private and social interests always coincide.

It is not so managed here below that in practice they

coincide. It is not a correct deduction from the Principles

of Economics that enlightened self-interest always operates

in the public interest. Nor it is true that self-interest

generally is enlightened; more often individuals acting

separately to promote their own ends are too ignorant to attain

even these. Experience does not show that individuals when

they make up a social unit, arg re_always less clear-sighted

than when they act separately Z
With these assumptions against laissez-faire, the groundwork of Keynes'
theory of governmental intervention in economic affairs is well laid.
However, some other assumptions of Keynes must be noted. In making
his argument for public works expenditures, Keynes assumed that the
problems in administering such programs are minimal, and that the
government has an adequate bureaucracy to administer such programs.

The basis for most of the assumptions underlying Keynes'

theory of governmental intervention is not an empiricel one. His major

assumptions are normative. These normative assumptions concern democracy

and the capitalist system, as well as the proper role of government.

34. Ibid., p. 319.

35. Ibid., p. 312.
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Conclusions

John Maynard Keynes was anxious to influence policy-makers in
the solution of certain problems. His major contributions came at a
time when world conditions almost assured that many policy-makers would
listen to what he had to say. As a result, his recommendations have
had tremendous and long-lasting effects.36

Yet, Keynes' theory of governmental intervention in economic
affairs does not call for sweeping changes. In developing his theory,
Keynes simply attempted to update economic thought, and provide a
modern interpretation of economic affairs.37 Above all, Keynes was a
man of the twentieth century, and favorably disposed toward a science.
His theory is based on what he considered rather good scientific, not
metaphysical, grounds.

Keynes' theory of governmental intervention in economic affairs
undoubtedly has brought economics and economists to the forefront of
public affairs. His theory has also given governments an excellent
rationale for using collective action to solve public problems relative
to the economy. Whether governments decide to use that rationale is

an entirely different matter.

36. S. E. Harris, ed. The Economics of John Maynard Keynes,
pp. 206-216.

37. Keynes, in the Preface to The General Theory, notes the
difficulty attached to this project: 'The difficulty lies, not in the
nev ideas, but in escaping from the old ones, which ramify for us
brought up as most of us have been, into every corner of our mind."
Keynes, The General Theory, p. viii.

38. Keynes, Essays in Persuasion, p. 312.







