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And this average is not merely of theoretical, but also of praviica iinperto e
to capital. whose investment is caleulated on the fluctuations .l
compensations [over the relevant period of time] (Marx, 1974, p. 194,

Finally I come to the suggestion in my paper that the leng-run movement
of this rate might be affected by monetary policy. Joan Robinsen objects
my suggestion, but fails to state her grounds for doing so. In the absence ol
further clarification, it may perhaps be useful to make my suggestion ot
explicit, while illustrating some of its precedents. This I shall do by means ol
a few citations. The first comes from the General Theory where, after noting

that the long-term money rate of interest is a ‘highly conventional
phenomenon’, Keynes observes that

precisely because the convention is not rooted in secure knowledge, it will not
be unduly resistant to a modest measure of persistence and consistency ol
purpose by the monetary authority (Keynes, 1936, pp. 203-4).

The second comes {rom Ricardo and refers to the consequences we shouldl
draw if Keynes is correct. Ricardo writes that to suppose that the bank can
have the effect of ‘permanently lowering the rate of interest” is also to suppose
that ‘by creating paper money, and lending it at three or two per cent under
the present market rate of interest, the Bank would reduce the profits on
trade in the same proportion” (Ricardo, 195, vol. 3, p. 91).

Finally, as long ago as 1844 Thomas Tooke argued:

Suppose. then. that the reduced rate is general, and the loans for such length of
time as to admit of being extensively acted upen by the different dealers of
commuodities ... [Then] the diminished cost of production hence arising would,
by the competitien of the producers, inevitably cause a fall of prices ol all the

articles into the cost of which the interest of money entered as an ingredient
{Touke. 1959 p. 81).

But in considering what Joan Robinsor objects to in her comment of 1979
(Chapter 3), I have not only the comfort of Keynes and Sraffa's judgment
(cf. Sraffa, 1960, p. 33), Ricardo’s logic and Thomas Taoke's fact-finding
ability. | also have the company of the Joar Robinson of 1971 who, in at léast

one passage, drew from Keynes the same conclusiens that Ricarde would
have drawn:

a fall in the rate of interest .., may have an important influence in stimulating
house building and lowering future rents (Robinson. 1971, p. 31},

Indeed, what is a lowering of house rents if not a lowering of the rate of
profits of the house-letting industry? And why should the house-letting

industry be an exception in any respect, ather than the conspicuousness of
the phenomenon?!?

W1t should be siressed that — once the basis of the received notion of demand for capital
{investment) has been found wanting — an ability of the monetary authorities 1o control the lung-

term rate of interest cannot be thought to imply their ability to bring the economy to. or keep it
gravitating around. full employment of labour.

5
ILeynes on the ‘classical’ theory of interest

Murray Milgate

I

Levnes's General Theury is once again at the centre (?f th?orfc;l(c‘a} d:l:l:ée;:
. .msiderable proportion of the modern ‘reconstructions’ o %y 11(}““' im(.)
| ke the form of the incorporation, in one way or anothqr. of ufucr 1 nty inte
neoclassical general equilibrium models (accompamc_d h» .adt.\:;:,: $ o
consequential behavioural hypothcges). These .devel(.)pmf‘_nts.t' Liom.orthc
Oedibility as ‘Keynesian’ analyses from c:)nvcnr..lonal mtt.:lr?)re a ic t ['lon;
(neral Theory which assign a dual role to I\(f.yncs slcmphasl.: on cxp.c‘cq den u.)
andd un(:crta.inty. On the one hand KC_Ynes s posttive C(I)ntl"l')L.lkUUl’l‘ llh _v:.mV o
onsist of the formulation of a theory of the operation of a market e« tm(')' win
e face of uncertainty. On the other hanq his eritrque ul t.}ll.c' h”t:t,"k
Jimensions of what he valled ‘classical’ thp()ry is seen to cc)r;.sls-t u .‘:.n- dw( .h
on its alleged neglect of the inﬂuﬁm'r.: of (.‘xpe.c-t‘atmn.s .d;'“ hx‘:nf?tv,tl.r:. t‘(; »
{ollows. as a corollary of this second point. th;¥t it cl;1581Fll .t‘ LO{I VY f:r.mimv
reconstructed by incorporating the el{cctzls af cxpectangl.ls. .m(; . UH'L:.‘ ‘mmft.
ihen the reconstruction would represent (in some scnscﬂ) .m‘.a. .f'.qu'l (rl ) ]5
veneral. ‘classical” theory. which circumvents [\.cyn.es s Ut l'tl(‘lsnlﬂ. b
llwvrcriscly the direction which current ‘recqnstructlons hf{f@ mk(n ot his

The purpese of this note is to cnns:dcr,une ])‘E.u'.tlll }11;1'( fl:}}l);r:d’l“im&.‘
interpretation: to consider, that is, wheth.er I\cyn.cs s mt;r,rm (: ‘ h.‘(:l s ,[hc
theory of the determination of the rate of interest is b(‘lSC(. on 1.;:31,5(“.1_ ofthe
implications of uncertainty. This view ‘hnds ;1pp:.ncnl _]u;;:cl i .Ith n
ambiguity of the critique of the ‘classical theo’ry of mtcres‘tr ‘dlllnt e in Bove
Four of the General Theory. It is there th‘a.t Keynes appears to i ;] cd;“h'
liquidity-preference theery of the rate ol interest (l;:aslc‘d upt()nt;:(l‘ (:::}_m(‘i(;x
anticipations of an uncertain future} as part of his challenge to

* Re e ambridg (sl " Franamic k =10 bl ke o lhiltlk ]Uill
1 ¥ 1 w1977, 1, MY 15,1 h(.’luldllkk 1 i
pr d from Cambh m'.gr o el uf Feonamics p i 3 }\ A ! ' . '
Robins § eleree 1'1n.d the cditors of the (.'mnl'nuler ;nmnul uf Foromamacs lor vialuable comnents
ohinson. a T ! > .
on earlier dratis of this note.
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doctrine. However, it will be argued here that, at least in so L as liquidity
prelerence is concerned, Keynes did not himself regard that theory as part of
his eritieism of the ‘classical’ theory of interest. Instead his attack SULLLSS il
concern with problems of the orthodox theory of capital and interest which

arise even in the absence of uncertainty.

Uinfortunately, Keynes’s position with respect to the criticism of the
‘classical” theory of interest has been progressively obscured by conventional
interpretations. There is, for example, a large group of writers who agree that

the fourteenth chapter of the General Theor

of interest’) {FMA. vol. 7)' is the platform upon which tw build an
interpretation of Keynes's criticisms of the ‘classics’, and that Keynes's
critique should be sought in the theory of liquidity preference. This places
liquidity-preference theory squarely in the negalive or eritical part of the
General Theory (as distinguished from the positive or cunstructive part).” Against
this view. however, may be set Keynes's subsequent arguments in his
‘Alternative theories of the rate of interest” (JMA, vol. 14), which clearly
assign the theory of liquidity preference to the posttiee part alone. There,

Keynes poses once more the question which origin

ally led him to liquidigy-
preflerence theory: '

i the rate of interest is not determined by saving and investment in the same

way it which price is determined by supply and demand, ioa is it determined ?
{FMA vol. 14, p. 212, italies added)

He goes on o state that it was in the course of providing the *how that he *hit

on the true explination’ - the theory of liquidity preference. ‘This
constructive task is quite distinct from the critical task of substantiating the
vonjectueal it

Contemporiry confusion is due in part to the fact that. in chapter 14,

liquidity-preference theory is mixed in with the anti-‘classical’ arguments,
But with the recent publication of the variorum drafts of the eneral Theory
and the related Keynes-Harrod correspondence (FALA vols 13 and 143, it is
possible to view this chapter and its contents in a new perspective. This
evidence suggests an interpretation that has a much closer iffinity with
Kevnes's subsequent  statements and  casts doubt upoen  conventional
interpretations of Keynes's attack.

The interpretations which fall into this latter class encompass a wide
variety of models. Included are all those that might be called the ‘special
case’ interpretations ol the Ceneral Theary, which begin by assigning to
liquidity-preference theory the role of critique of the ‘classical” theory of
nterest (as, for example, in Professor Hicks's claim that ‘it is the liquidity-
preference doctrine which is vital’, Hicks, 1937b. p. 133) and end by

"All relerences to Kevnes's writings are to the appropriate volume and piage number of the
“ulbected Writings edition (hereafter abbreviated HEWATY BY

* This sepatation was maintained hy Keynes and will be amplificd in section 1} below.,

v ("The classical theory of the rate

o Reynes on the “dassical Sheory of mterest

L " ake much impact on the ‘clussu‘-"’l.
l (.m_-iurlil_“{ 1!3;11 1h:;n(;tl‘trlt::F;L(ll;;t.;tl::::l;fll;t‘;kcs a difference ‘to a nun:?oerl; z‘f
theory of 11.1l.(4rc1:st.ioné. ‘(Harrod. 1937. p. 238), or because thc qllif:s o
hort-cut Limc USC uations is dropped from the de{er-mma}?mcllc(r)naid and
:T;ilx:fl‘lti]l);)iLI:]“;)r?ccsq {the demand and Su pplyf [:-)(:n‘\}:r)iirzzsnc?: t(Heicks, 1936, p-

; of c : i

supply for money } is -:Iz-::}ﬂifafe?::ts:fr?ﬂw of imerpretati.on. wl;n()cémb;icrjgﬁz
246). [ncl.uded tltflt? l; .“S review of the General Theory (Hicks, crethod of
from Pmtc.ssﬂr is L() ?-d oﬁ what Professor Hicks callls the m? sist of
intcrprct_atm? is tah%z contive part of the CGeneral Theory 18 held t: (;":Les of
expectations’ hlcrtt‘ ‘classical” theory had ignered the. fact that‘t e -t(-)[{i()ng X
the ;1rgumt:m‘t 'm1 ' n‘]i:g;ht be kept at bay by unccrf:llllty and t.lxplct _«g th.L;':
(Litmrlzdt ﬂ?)(:(‘?t‘lly:u\{c theory, in which anticipations are vk L
dquidity- L
;15.?()L'iatcd with lh‘clTitiqU"' [ writers who may be excluded from t.hr:sc

The one Sigmf](??itu::(:::'z I‘)\'c;\fnes's immediate ['ollou:cfl's: n (klm:;“iitt
i Seem mever 10 have insesed liquidity-preference theory nto the neka e
who seem never to . . scriptions and developimeis v -
OF c-.-itiikj#fr:‘:rzseo: ]t:?: ls{l;i:;?(l:ﬁml ()‘t},! pApHB_ and 1973, p. X1 p. XwW and
(‘arm ra | { -Ka!xtl,‘il)54: Pasinetti, 1974: p-47). . 4 of Keynes's Collreted
Lh.\f‘?ift’?::;:.:,"'li(l of the evidence provided in vlnlS 1'3 tnlli(i ':ti(;; th:1 the theory of

; o ) is a clear implic ) 1

liquidity ‘-,rclvl‘ﬂ.“ ; }-titnlui*ﬁ mistakenly been assigned to 1t to y “1'mn‘ n
that which has h,('nln-( ce will be presented in the foliowing way. I_n '\.C.(t nded
this claim, [h.(t (‘\-l(i_t.lf' ster 14 is examined to show both how it .V‘«»ﬂ-h in E{ .
(he c‘.{rzi'“ version T,.](-hq’l of the General Theory and whf‘t C]‘m%.]_ml; 0. .“d'c;
to hl. into 1]1(-. st ‘],L,I?It‘(l]_t_qt were then offered. In the thlll‘d scrtum‘ at In"v;‘
‘(‘1;"“}(“1 tht'.m}’l 0 t':[;q m“midcrcd. Harrod's reaction _W!“ be Sl_m‘f:n -—tlut'h. n
reaction m-ﬂ-l?.‘('r ‘fmr.i[; m-uu]dinq the final version of the (_1'1.;1131'»_'. “:dﬂ: 10
bmnl 'lld(:::i:){n "':-tlt‘lﬂi()n is focused on the published version. in orde

- last section, att . id’ nature
thl;:.{hlil:zht what might be called its ‘hybrid” nature.

ll PN ] N
i mes an to proposc lor the
The successive ltables of contents which .K.cyncs. be,ig“fnh(::ﬂi th[m o for (e
e Mfu'ﬂ ory | L 1933° indicate that his viston was ol &
(Fenera henry 1T 3; :

' ix paper: 'L am not Cear on
ic er u dralt of this paper: &
v e o o e D ~mand and supply of
R . . -4 that Kevnes wrate ‘ , can the demand an \
e "1”1:1‘ . demand-sud-supply for loans . Do you meat
hat you mean by the B . oply forloans 90 ¥ et
w b ey (JALR, vol. 14.p. 75 _naht_h n originy aple's anticipations of 1he future
Lovanys ent termms n?d . rding 1o Professor Hicks, is to bring I;f)\[( Pt Drafecsor Hicks
Frhe fremeay  acc o feiiing o i Wik
Lt oL ary eoquilibriar 36, p. 24 Pl e
. - determination of i tempurary efl e . ks, L9306, . 2 ‘
into the det xllnll‘l 1 the theoretical viability of this appwmh[{iv b reated with
e d“}:‘ Jt\lo sader. reasons why this interpretation ol )v,

e are other. brosder, HY § Y TN ' | -
i Gareanant, Chapter T v [“rth" dl\lL)l cmber 1933 {see FAMK, editorial
R R "m{l table of contents dates from Lece

“The hrst survivi able

comment.vol, 1Y, p 4210
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divided into two mutually exclusive parts, There was to be o positive
consisting of the work on the relationship between
principle of effective demand and th
a negative part which wou
theory.® Into this schema, w

saving and investment, (|u

Id be concerned with the ‘Raws’ in ol
hich crystallised in the draft of the Ceneral ' hiear
that Keynes circulated privately in June 1933, liquidity-preference theory
fitted unambiguously into the posttive part and chapter 14, numbered .
chapter 15 in the draft {see JMR, vol. 13, p. 526), fitted unambiguously into
the negative part.” This separation is clear from the stylised way in whal,
Keynes chose to structure his argument in the relevant chapters of the draly
version. (In referring to the draft we shall adopt the convention of citing il
chapters according to their number in the final text, attaching in square
brackets their number in the table of contents of the privately circulated
version. )

Chapter 13 [14], under the title

“The general theory of the rate of interest”,
opens as follows:

To compiete our theary ... we need to know what determines the rate, of
interest. In chapter 14 [13] and its Appendix {16]) we shall consider the
answers to this question which have been aiven hitherto ... What, then, is our
ownanswer to this question? { 7Af&' val, 7, pp. 1653-0).%

This programme embodies the separation betw

parts. Already, therefore, one encounters a discrepancy between. on the one
hand, the place of |
I q

uidity-preference theory in the proposed plan of this
part of the General Theary, and, on the other, its place as portrayed in the type
of interpretation mentioned earlier. Indeed in the draft version of the
‘eritical’ chapter 14 [15], liqquidity-preference theory is not mentioned at all:
Although Keynes claimed in both draft and final text to have found jt
difficult to reconstruct the ‘classical’ theary of interest {sce JMA vol. 7, p.
[73), it seems fairly clear that he saw it as a theory which embraced the
following postulates. First, that the real rate of profit regulates the money
rate of interest. Second, that variations in the rate of interest ensure the
cquilibrium of the demand and supply for capital (investment and saving),
For chapter 14 [15] Keynes reserved the task (the negative task) of
demonstrating why ‘the notion that the rate of interest is the balancing factor
which brings the demand for saving in the shape of new investment

een the positive and negative

¢ In the correspandence on the drafts Keynes uses this characteris
He writes, for instance, of his “criticism of the classic
from my own theory® (AT, val. 13, p. 534, italics
opinion that if my constructive sections are correct
(FMA val 13, pp. 547.8),

" This would seem to be furth
the draft of the ch

* This part of t
470-71).

ation of his work explicitly,
al theory of the rate of interest as distinguished
added), and elsewhere that 1 am still of the
. my critical sections are more than justified’

er supported by Keynes's references to himse
apter (sce, e.g. FATA, vol. 14, p.477)
he passage remained unchanged from

If as ‘the critic' in

draft to final text (cf. FAZK vol. (4. pp.

e multiplier analysis. And there was 1o 1

assioal

e

fortheoming at that rate of inmtere

: KA
o Roevaes o the i ol “thenry of tatrrest

st into equality with the supply of saving ...
' Y 1 ¢ Ty ) o
oo AR ol ot - intended target of Keynes s attack
PR . useful additional clues about the inten o s chost 0
I 'li- d Iby the passage {from Marshall’s Principies \
e 'i)]'()\r'l( 8 i b ¢

: 1 -
:lassical’ argument:
sepresent the ‘classical’ arg

ot tends towards

o i oof capital in any marke
said {or the use ot apital : o market.

p ey ¢ for capital in the
lnterest. being the prie o use of caplial In 40¥ 8 “
ilibriumn Jevel such that the aggred: for capitat in that At B0
ar cqumbnm;lil;;\:rlcjt is equal to the aggregale slmll_ffh:l;h(nmmq
‘ at rate o st 18 o th reate o o
"U\It'l:l‘lslhﬂl 1961, p. 33 quoted in JAA. vol. 7. p}
i Marshall, .

iod ‘normal’ interest. Indeed, Marshall
I'his is a statement about long-periat

i anies the passage

) ) ‘h in the marginal summary which HL‘.C(-)TH‘I.ITK{{’ :h‘;{i'(ina in
mdicates as fuen ! 534).10 The demands and supplies arc “( op lﬂ’))
[.\larsh-a“- ‘l%jf' P f“ tzlﬂ. form" or ‘real capital’ (*\.Im.shn.“' 11)10 Ali}%ﬁl—u.:h
neneral’ or ‘capital %n~l .uqmities forthcoming per unit of L-lmc-.- he fins 10
and are expressed .-}h (tiht‘- dﬁlft of chapter 14 [15] when 1\'05.-[1—(.5 )Oi._.net»ary
{here is i moment 11.?{‘ re!‘“ idea (that interest proper 1S t‘ 'T‘sm“ are
tackle a rather (,l rcml phenomenon).'® in the main l‘n's t‘L'“E[chr(‘-qt.
lnhcnomeno.x?. .nu]t .d[ -c(ruinE aspects of the “classical tht‘u-: v Ulm h.. l\ will
Jdirected against the foreg . are three main lines of attack (though, The

In the draft chapter thetrtl\io mav be conveniently reduced to one). 1h
rs a3

arent. the O ;
hecome apparent, the n the draft, is cxpressed as follows:

first, which appears only i N
ity at s given prnivce s a
s for a commadity at o givent
i lem: and supply for a com v at @ given e i 4
‘he an: + with the demaned and pply for & oy
;lllu,. .uudi‘"‘g\ For whereas it is perfectly m?il{o n.l:_:uﬂ] e essibie (o
alse analogy. . ity would be unequal, it i f
N demand 100 e the Csaving @ he amount o
pply a0 lhtf(lwtl("l:cqt at which the amount of saving and the :
name a rate of interest & ich the amaon S
itivt'.slment could be uncqual (FALR vol. o]

rsec) 1 Wl ]l ‘il‘ ) l I i[t lld h]l ll text, 1S that:
'[‘l cONC hl. h dp HeArs in b( 1 d < a £
LA N 15 h 1t

'he T'ldll ondl analysis 1s ault h(_‘l AUSC hd'\ 'dll(‘d t isolate corred l\ the
andly Y a 0 {
he tré $

{ his ground-plan for wih;:t
i tnad text (FAMA vol 7,

] aragraph in the final te xt (;‘. vol. 7
. 'Ps:[r“‘)'i h‘:' intends to consider in chapter
QA 11 out what “elassical” theory had
he draft here (the changes

he nes sels ou
2 This is at the heginning of chapter 13 [14], where Keyne

is to follow. The same words ::pple.'.u‘ ln ?:lll.?m t
5} Keynes reiterates that this s,  lact, sicion |
| “’;)‘ l't“;;n: opening of that chapter, when he atle:;_lg;_;; iiu[;e L ou
S oained (e, TALK, vol. 7, p. 175). The final text dilfer d
e 7M. ok 1. 04) : . of forves of supply an
are listed in fATh -_vnl- ]4' P :iétc)rltiillfli in the lang run by the u\.u‘ :wuh.?l t;:i; s of supply e
¥ The rate Of lnl?rL_-"_(l-n.. added). Tt is perhaps worth noting lulzt 'b“rihed  the theony o
A _(“‘1 1;-:}'“ “patural rate’) to which Keynes had su e Kesnes
! . N - : « y L
Jong-period interest (1-;1 vol. 5, pp. 139, 142, 166, and 170-1). Furthermore, altbough Kevnes
(see, for exampe JM }:Ot ‘ciu“lgtcr 14 [13] of the Grneral Theory T': .lri brm.u:ht up’ (FAIR, vol.
Frentine views ';":Pl“f;:}; :l(‘:'lﬁ m‘lhc theory ‘upen which we have all hee t
Treatise views, his relerences Ty “up
_{’ ”“1‘;5) tead one narurally b.;u:l.( to the Trealtir
h P‘ Thus the 'classical” assoclatio
ing’ i 1915, pp.
and saving’ (see nght._
ml" ;(cynlis relegates this argument to the appen

. ag, 1963, p. 47). , )
3012 and ESh:l?x in l'hc final text (FALA, vol. 7. p. 186, 0. 9]

ital” and ‘investment
hetween the ‘demand and supply of capital’ and ‘investm
n
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independent  variables of the system. Saving  and  investment e (he
determinates of the system, not the determinants (FMA ol 7, po 184,

These criticisms derive from a common position. They both stem Irom 1w
belief that if the positice parts of the General Theory are valid (in this case (he
principle of etfective demand) the other theories must. thercfore, be invalid
The third line of attack is of a rather different nature, in that it is {evelled
against the internal logic of the ‘classical’ posttion. As far as the margin.l
productivity theory of interest was concerned, Keynes argued that

an attempt to derive the rate of interest from the marginal efficiency
[productivity'] of capital involves a logical error (JALR, vol. 14, p. 477),:

and this error arises hecause

the ‘marginal efficiency [productivity] of capital” partly depends on the scale of
current investment, and we must already know the rate of interest before we
can calculate what this scale will be ( FALR, vol. 7. p. 1840w

Although this argument touches on the treatment of capital in ‘classical’
theory. the degree to which Keynes meant to emphasise the problems
associated with this treatment is difficult to judge.'” He does. however,
extend his critique to the demand-and-supply approach of Marshall and of
Walras. and once again the treatment of capitalis called into question. Three
uncharacteristically long footnotes attached to the discussion at this point in
the draft concern (either wholly or partly) questions in the theory of capital
{ef. JMA vol. 7, p. 176, nn. 2 and 3: vol. 14, pp- 474-5}. But Keynes never
really specifies why the internal consistency of the ‘classical position turns on

* Reeall Keynes's own statement of this point in the letter to Harrod quoted above, 0. 6
" Kevnes insisted upon this association (cf, JMA vol. 7. p. 137,
"* A differently worded statement of the same point appears in the final text (FATR, val, 7.
184,

** The passage appears in the draft and the final text.

¥ At one point in chapter 11 [12] Keynes does focus directly on these problems. He speaks
there of the ambiguity as to ‘whether we are concerned with ... onc more pAysica! unit of
capital. or with ... one mare ralue unit of capital” (FAAL vol. 7. p. 13K, italics added), Keynes
argues that the problem of the physical measure involves difficulties which are both ‘insoiuble and
unnecessary”. The reasans for its insolubility are presumably the same as those which preclude
the possibility of measuring aggregate output in physical terms. which Keynes had set out in
chapter 4 (FAR, vol 7, p. 34

However, the reason which Keynes advances for the dependence of the raluwe measure on the
rate of interest misses the point of the problem of orthoadox capital theory. Keynes argues that
the problem is that the ‘classics” had ignored the increment of value ‘expected to obtain aver the
whale life of the additional capital asset; i.e. the distinction between (2; and the complete series
. Q‘-,., < U TMA voll 7, pl 138), They had instead concentrated their attention only on (4,
‘Yet this cannot be logitimate except in a static theory, for which all the U's are equal. The
ordinary theory of distribution ... is only valid in a stationary state” {JAfA, vol. 7, p. 139} But it
is clear that this has nothing to do with the problems of traditional capital theory — for these
apply (with the exception of one-commaodity worlds) even to those versions of traditional theory
built within a framework of static assumptions.
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Lo other lines of attack (FALA, \o].. 14, pp- 4.74 ) Jin the draft o chapter 14
I'wo points emmerge from the criticisms containe draft of chaple
L 'l‘ll first is that [rquidity-preference theary t5 noohere mn;tm.m( e “',fm'f,
L aptir and th ‘ hat f ticismy directed at the internal togie of 1
‘ : 1 he only criticismy directe /
4 hapter and the second is that ! § dat the temal ol e
i o I" theory show a concern for tssues whech would today bhe wlentrfied w zliztj e
ey led ¢ A ! . ! : ’ ” i " e
,::i‘,_!,!}ll”()r]‘ of capital. The significance ol these two points fon ‘1‘rt1yw¢m bﬂ[.omc
v truct Keynes's critique of the ‘classical” theory of mtcrts} - ccome
ient in on IV ' : s par
[ '|im { in section 1V, after the extent of Harrod’s influence on this pa
cvident ins .

tvucral Theory has been examined.

il .
i " this chapter
e Keynes-Harrod correspondence on the dradft vcrs;::‘m} 1(;{ j:lilticrﬂ 0}[3_ "
5 15) indicates : a8 highly ¢ b §
TME v 5. 526-65) indicates that Harrod we ! of
i JMA, vol, 13, pp. 52 : od was I o Harrod
(]mtcnt His criticisms fall broadly into two categones. \t] Om(l: tht‘-(;r)' of
| tim.w. Keynes's tactics in his role as critic of the o assical theory oL
LS S LS 8 : ‘ e s ‘
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: ents on points of substance. o e
‘”‘iunlz('[ bioqr['iphy of Keynes, Harrod remarks that he had ()b_]t’l‘:l..(? Lm the
er ‘ . it was ‘pushing critcis
] ! - as it stood in draft, because he felt that it was Pllbh.lflg trlv oo
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nttov it i ly now, with the publica
jes’ 972, 1, 534). But it is only now, . :
roversies’ (Harrod, 19721 o ceibile to see the full extent ol
.,?Etuth sides of this correspondence, that itis po.':..\lble to 5(,;11111;(13:;\ et
‘} ¢ impact of Harrod's argument. On the tactical l.t;vel‘ _‘f[ ,(i -,,I:l'm
1 :-cr KE\"]](‘Q\‘; attack on the ‘classical” position is r'{mmtcl's‘t ‘j“[{d-m .;nl thmk ;-(-,u
" He v;"mt'c for instance, that ‘in your [Keynes's] L‘I‘lt-l(?.-? par [ ihink you
have fallen into what 1 can only characterise us1 a C(;nh;lhmr{ (...7.”“‘&. d
have . .. At thers' (TATA. vol. 13,
i  eritical of Marshall and o 5
ade you quite unnecessarily eri anc JaIh, vol 13,
":*‘:303)’ t\gd later. in another letter, that ‘the effectiv encssl’lof‘.yi(;urof o
El:lr‘n-iniq.hg-d if you try to eradicate very dccp-moteid is'a&ﬁﬁ‘ BT
. 4 - -
wnnecessartly. One of these is the supply and demand a.na. ys . ’nqu,ﬂ oL L
533, italics in original). In another letter Harrod refers [;)[h. 'y 1 .1.1’ )
of the ‘classics” on this point as ‘guerilla skis ml.shl.n‘g- -U. 11 ,n\Ut A b
'md in still another Harrod claims that such criticism s :
‘ . ’ i, v 546).1% .
) urpose’ (FMA, vol. [3,p. ° - ’ DR
yoil\ilpmqpnncr gurgumcm was used to try to dissuade I\lcynci:‘, ffum:mgi Eairg
£ sua ’ ' i
in wh l{‘Harrod saw as ‘lussy, irrelevant, dubious, k}alr.s[;llttn gof nd hair
o ’ H ‘ Gl - st.
1I;i:~in‘, (7MA, vol. 13, p. 556) criticism of the (‘ldb&%l,dl t. cgll"yt t Keynes
rOr;t: %'uicty of argument re-appeared frequentlly;i; c;t walsl ?m | Reynes
| well no
i > hi sitive part accepted he would do
desired to have his positive p .
critical part too harsh. For example, Harrod argued as fo

ive it s were equally good,
Suppose your reasons in the constructive and critical parts q

i : the same point
¥ See also the letter from Harrod, 6 August 1935 (FMA vol. 13, p. 537, whert

is made.
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you would have a far greater chance of carrying
because your adversaries had not ha
answer (JAMA, vol. 13, p. 534),

conviction i the former
d years of thought in which 1o prepare an

Harrod also argued that Keynes was doin
generation in attacking the demand-and-supply theory of the rate of interest
— ‘doing great violence to their fundamental groundwork of thought® (7Af4A
vol. 13, p. 533). Yet another argument was that Keynes would not be able o
substantiate his arguments against, for instance, Marshall, ‘on the basis ol
short passages torn from their context’ (FMA, vol. 13, p. 546).

By these polemics Keynes remained profoundly unimpressed," but on {1
points of substance made by Harrod he tried to come to some
accommodation.®® There were, in the Anal analysis, only two substantive
points. They were directed against the first and third lines of attack which

had been adopted by Keynes in the draft of chapter 14 [15]. Against the firsi
line of attack Harrod argued:

g a serious injustice to the yourge

This doctrine [demand-and-supply] makes perfectly good sense, but is open to
the charge of being incorrect. I find no sense in saying that this doctrine makes
no sensc because in this case supply is always and necessarily equal to demand
(MR vol 13, p. 530, ialics in original). @

And further, that

the notion that price is determined by

par. assumption ... What you seem to me to have shown is th
changes in other things which are so relev
importance, that the old s.
13, p. 5310

supply and demand always rests on a vet.
at there are
ant and of such averpowering
and d. analysis had better be put away (7AA vol.

{arrod’s argument here is clear; the e
afficient to demonstrate that one of the

On Keynes's suggestion of a ]
wory itself, Harrod mixe
TOte!

xistence of competing theories is not
alternatives is logically unsound.

ack of internal consistency in the ‘classical’
d tactical arguments with his substantive point. He

to convict the classical economists of vonfusion or circalarity within the

limitations of their own premises .. i not essential for your purpose. And if not

essential I should have thought it had much better he left vut ... Such a

" Keynes replied 1o Harrod that his
tread Lo, [but] in order to ge
eir dispute was a *hig questi
|13, . 547,

M

purpose in writing the Geweral Theory w
tunderstood’ (FATR vol 13, p. 548) and

on of substance, not of MAUNNers ur conte

as "not in order ro
that what was at stake in
oversial fairness” {FASA,
This was no doubt due to the clarity of Harrod's précis of the pusitive structure of the
vl Theary (FAFR vol, 13, p. 533; see ulso Keynes's reply, p. 35373
" To this Harrod adds a tactical point:
d that this was the most criticised P
o (FMA vol. 13, . 531).

‘in order to give you pause for thought, 1 should like to
art of vour address in Oxford .. Frankly it convinced no

S — s

' ‘e K7
b hoeyaes o the "ol ol “thenry of inferest
ieve it is unfair (FALA, vol, 13, p. 540,
i s bound to seem unfair and Thelieve it is unfair (FM
ER Y N L Y b
alics omitted )

1. this belief is revealed to be unfounded. Keynfts had att‘cn-q;:e(;jIr
e int al problems of the ‘classical’ theory of interest as Fl)(at °
«poriray he m-[Tm)roglem of orthodox capital theory, and, r1'f:mfar a)ozé
o ngori)rie?r?r?hig field has revealed thesc proble}r{ns t:d?fhzn ?e;ﬁfs ::1
RN N4 ] : r 1arr .
~erivus and fundamental charTcée:;iziﬁsé:e:hg T s mossiine and
O e i the two theories {cf. Harrod, 1972, p.

[ retrosp

Nevertheless, Jed to ¢
Jdesirable to provide a ‘reconciliation of
RIS

i any assistance is not in the
»msibly be of any assista

P ly way 1 could pc ! tance s oL e
! fecl m-dt th‘; (.’:u‘ll- U‘;i view, but in endeavouring to restraln 'y ¥
claboration of y

criticisms (JAR, vol. 13, p. 536).% P
ange in emphasis Chapter 14 [15] underwent

1u this réle, judging from the ch arrod seems to have succecded only in

hefore it reached the printer, H
clouding the issues.

1A%
Almost 60 per cent of the publisbed tex
(he draft version. The added section run

R, i ] he General Theory. . N
33-};“ thedi‘mlaltig:to(f)f”tﬂ i\u(quq{ 1935 contains the following attempted recon
Clarrod § e J gL

1 no C ld 510 :]1 Ih( (844 Uf inter t wit ne Or y
€S h KC} 58 th(
C ]1 (1914 th 8 b3 Y

t of chapter 14 had not appcurcdl in
s from p. 177, line 32, to p. 183, line

we v =/ (3), it is assumed that you are
aw a supply curve x = [ {¥). 3 : . ou

snerally when you draw a suppi . M Jings including in-
;;{( “{‘t]i;]gl}\' as a m\imnn of a single variable, prnl.c‘ dn(i :t}’l]ril; 1;(‘].:;(‘ ncluding in-

ome were T i ‘lassical supply curve. i 1¢ el
Ihat is the classica AR it
§ 4 ¢ N0 CLAsS10E )u'.l}E L
: ; have to draw a family ply
O e‘ls of income and to show that the value ol
[interest was identical with that of the de-

come were cqual.
3 ;U : 1o yours,
supply vurve yt N w ;
curves corresponding to d?{f(‘!‘[ nt lev
each corresponding to a gwcnpr_ar::_ o
mand curve (FATA, vol. 13, p. 555}

! i te:
To this passage of the letter Harrod appends the following note

b { interest and 1. 5. efc. incomes (.uru.\pnn(il.nz [ }1]1‘_1;\ { fl
‘ SOV 7 i i tiplier). For cach value o
LC'T ‘ld}3 ecl from v, via marginal efficiency of cap. and the r.nul ‘[‘ T T e e
i ieal o Iy carves, of which each carve shows the .iz‘ iy o
“draw classical supply © s, . . according 1o vou it will be
b draw ! rarious values of v at a given level of 1 Th(‘n avee L, o you it will be
T e vatue [y at which the curve appropriate to income b, T o
, e value of y at w ; o to e
e is 1n fact .. where ¥, represents any given raic of interes (7
demand curve is in fact v, ‘ ¥,
vol, 13, pp. 336-7. italics omitted)

; ; ‘very uscful ... help to ex-
This construct was adopted by Keynes (as a 3

2 The siume idea is echoed in Harrod (1972), p. 334,
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position’) in his reply to Harrod of 10 September 1935 (FALTAL val 14 It
557}, and it appears on P 180 of chapter 14 of the final text of the ¢l
Theory, where it forms the basis of the six pages of argument thiat Keyiy
added during revision. Not surprisingly, a rather nev

v and different el b
thereby woven into the anti-‘classical’ arguments of the draft. It is this thi el
which is in large me

asure the source of the confusion described in seciion |
above.

Gone completely is Keynes's criticism based on the first line of

attan b
which was set out in section 1T above.?

* More significantly, the criticisms con
cerning the internal logic of the ‘classical’ position are considerably wiiter i
down. In particular, those which touched on ‘capital theory” are
reduced (cf. 7AfA, vol. 14, pp. 476-8 for the changes). Morcover.
tion of Harrod's reconciliation makes way for the belief th
tome were constant then the ‘classical’ the
But more important still is the
mentioned explicitly in the ne
(JMA, vol. 7. pp. 180 and 181).

The combined effect of these changes opened the door for the variety ol i
lerpretations summarised in section | above. But it has been shown 1hiy
these interpretations are at odds with the draft of this part of the Generil
Theary. They imply that Kevnes introduced liquidity-preference theory
show, in some sense. where the traditional theory had gone wrong, wherea.,
on the contrary, Keynes introduced it to explain the rate of interest. Why (lie
‘classical” theory was false was, for Keynes, an entirely separate question.

Lipon which version then should attempts to reconstruct Keynes's critigue
of the ‘classical” theory of interest be based ? The evidence scems weighted
against an ungualified acceptance of the final text of chapter 14 for the
following reasons.

i h
the .'l(|||||
at if the level ul i
ory of interest would be soul
fact that liquidity-preference theory is now
gative or critical part of the General hevry

Firstly, although revision wrought important changes in the final contenl
of chapter 14, it was accompanied by no parallel alteration in the
plan whick Keynes had set out in the preceding
liquidity-preference theory to the positive rather th
work. All the passages cited in section [ which est
the final text. Furthermore, there is no evidence t}
mind about them.

Secondly, even after the publication ol the General Theory, Keynes again
emphasised that liquidity-preference theory was de
theory of the rate of interest and that it the
his work. Moreover, a lack of zealous attachment to his theory (sce JALA vol.
14, pp. 111, 213, 215) indicates that it was not Keynes's conviction that if
liquidity-preference theory was wrong, then the *cl
right.

ground-

chapter. which assigned
an the negative part of the
ablished this fact appear in
at Keynes had changed his

signed as an alternative
refore fell into the positive part ol

assical’ theory would be

" The previously cited statement of the first line of atr

ack is replaced by Kevnes's version af
Harrod's reconciliation.

1. Lausical’ theory, and he believed that t

. 8(?
g heyres o the Javacal THeory of niteresd
is one line of attack
‘ Sevnes deflated his one line
weem that Keynes « L his line of altuk
e in of the ‘classical” thecory becausc h
: ecause it was bound to

1 nally, Hodoes - N

ards < internal log .

Lo tedd towands the uic e
41 it to he unlair, but rather, as Harrod §

o ~onvinced of the
A Ly ‘as clearly convinced o :
|‘\”||| v he concluded that, although Key nebs \:i‘(':;tlith ’ o ertioue o

Wy of 1 is positive contribu g :
oty of complementing his posit e s varc (0 e o
i it imited scope of his un-
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. ] A RN . . .
i -commodate Ha ot
-l criticisms led him to acc d. ot eaitn
. M;‘ ‘ Ut] ‘seem unfair’. However, reocent dcbates mdth{:lt d(f“]cicncicg "
" it NOt see N o ‘ d o " .
I ””-‘i own Kevnes's initial intuition to be wcll'lounfhwm B e logical
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RN OO LA B " 3 o > i - .
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et fr he difficulties encountered when attemptt ; ol W
e inty. Indeed these forces can be incorpor:
a1nty. ., sC L

[ Lations and uncert ome difficulty and circumlotu-

1 without s
1 HI'T‘lOde f[‘ilm(’f\'\'l') k, tho'-lgh not wl h
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1 ents on the marginal efficiency of capital a
I'ostscript: Some comm £ ma
liquidity-preference theory

i 551 Lwe saregnani and
\+. the preceding note is mentioned in the cllscuss;}on lztotr\;;(l‘:;q(ts onqﬂlis .
|‘-l ! } 1 (Chapters 3 and 4 ahove), some furt- C{"' O e ot
i s that exchange may not be out of placc. nfine myse
e e e tions between the arguments advance inm Y
ey b d conclusions drawn by Garegnani: for
re is a contradiction between

Lo o consideration of the ‘
et note and the more broadly bns-( Lo
lere Robinson (p. 70 above) suggests fat - eems, does Garegnani {p. 73,
. ition and that of Garegnan! am'i e ’ be at the centre of
ny position a 1ch on the issue which seems to mc to be o
. I)'."I v “(_“Ii“; i'mon discussion — the validity of the use 0- (;nil.. pe
the (mrt‘fgna[lf'. 0 ’ '(h(‘hrics of value, distribution and t',.mplny rﬁ‘ ! ..“‘ il
Lormal (‘()n.dltl()n-“ ‘& . view correctly, that the adoption c.)i the i ‘L,i o
(aregnani ar_i_.’.u("fl in ‘33@\'();1%'1'% of a t}'leorv of investment 18 zcéwlvnih_ar:)) ;4
A fi ) and 39).

. orthodox marginalist theory ot _m\_:cstmem (p(}; A on
uloping o . notion of an interest-clastic investment dems ¢ function
tie argues that th( nn- : of capital schedule) is founded upon t?ze’ mrng :,}n.th,.
e mnl'gm;ll Lliitdt:: ‘il‘m' ‘free capital” elastic with respect to changes
of a1 demand sch : :
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: s earlier (orthodox]
is NS his carlier (orthoe
10 have transplanted the essentials ol it from i
" Levnes seems 10 hi ans
“fndeed. Kevnes seer

{rvative e Money (see MR vol 5op. 138)
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rate of interest (pp. 22 and 64). Both notions are revealed to be inade-
quate when confronted with reswitching and reverse capital-deepening {p.
39) because these phenomena discredit the notion of a negatively-sloped de-
mand function for ‘frec capital’ and hence the orthodox position with
respect to the demand {or investment.

(saregnani goes on to indicate that the same (untenable) theoretical posi-
tion is also at the basc of the marginalist school’s claim that there exists a
long-run ‘tendency’ towards full employment, {pp. 37-9). 1 would not
wish to dispute any of these arguments. In fact, I was making precisely the
same point concerning the connection between the marginalist theories of
capital and employment when [ wrote in my own note that ‘the deficiencies
of the neoclassical theory of employment are synonymous with the logical
deficiencies of the neoclassical theory of capital’ (p. 89 above).

Garegnani proceeds from these results to argue that the positive contribu-
tion of the General Theory (the principle of effective demand) may be viewed as
a long-period theory of employment (pp. 21 and 58 above) - a demonstration
that the system ‘oscillates’, as Keynes put it, ‘round an intermediate
position appreciably below full employment ... determined by “natural”
tendencies. namely, by those tendencies which are likely to persist™ (FALA,
vol. 7, p. 254). The possession of this positive theory does not, however,
relieve us of our obligation to provide satisfactory arguments for serapping
{by demonstrating an internal inconsistency) the orthodox marginalist
theary with which it competes.® Thus we arrive at one of Garegnani's fun-
damental conclusions: Keynes's positive contribution te the theory of

employment may be supplemented by invoking the prohlems of the
marginalist theory of capital to complete the negative task (pp. 22-3
above). Here again. the arguments in my own note do not confict with those
of Garegnani: for it was argued there as well that this is the appropriate way
of completing the negative task (see especially pp. 84 and 88-9 above).

Garegnani also examines the reasons which explain the absence of a
climate of opinion favauring the above course of action (he refers to a degree
of ‘theoretical uncertainty’, p. 21) and why, on the contrary, it has been
possible to offer an interpretation of Keynes which amounts to a virtual
reaffirmation of the orthodox marginalist theory of the long-run connection
between saving and investment. The reasons, as I understand them, are
twolold: first, Keynes's adoption of the notion of the marginal efficiency of
capital (p. 54 above) and secondly, Keynes's unfortunate reliance on
liquidity-preference theory as a critigue of the conventional wisdom (p. 73).
In conjunction, these factors have been responsible for the reassertion of the
older orthodoxy by lending support to the argument that an ‘inflexibility " in
the rate of interest {a ‘friction” arising from the presence of uncertainty and
expectations) is all that prevents the demand for investment and the supply

* Confining myself to a discussior of the theory of interest, this is exactly whit 1 had arcued

{pp- 82 and 86 above). From & wider perspective Garegnani makes 1he wizne joil (p. 54
abwwve),
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position and his own. But this is nof what I meant to convey 2"

My argument was that Keynes ‘was convinced of the necessity of oy
plementing his positive contribution with A logical critique of the “classis [ -
theory” (p. 89 above) and that in the early stages Keynes showed a con el
for issues which would today be identified with problems in the theory of
capital’ {(p. B5 above, italics omitted). However, ‘Keynes never renlly
specifies wehy the internal consistency of the “classical”™ position turns on 4.
treatment of capital™ and, in fact, ‘the limited scope of his undeveloped
criticism’ led him to have recourse to liquidity-preference {p. 89 abovr)
How little Keynes was aware of the ‘serious and fundamental character' of
the problems of the orthodox theory of capital that have been exposed more
recently is shown, I belicve, by his using liquidity preference in this wily
{and, as Garegnani says, the presence of the marginal cfficiency of capital
only testifies further to this'). The inference [ drew from this was that il we
developed Keynes's ‘initial intuition® by completing the negative task with
the full-scale critique of the marginalist conception of capital (rather than ys-
ing liquidity preference as is done in chapter 14 of the General Theory) we
would have availed ourselves of a criticism of the conventional wisdom that
was quite independent of the presence of uncertainty and expectations. I
scems to me that this is to reach, by a slightly different route, one of
Garegnani’s own conclusions (p.22and 73-4 above) 32

* In the introduction te my note, when speaking of Keynes's criticism of the traditional theory
of interest | wrote, ‘Keynes appears to include liquidity preference ... as part of his
challenge 1o the orthodox doctrine’ {p. 79 above). This may have been an injudicious choice of
words, because T say almost immediately afterwards, 'in chapter 14 liquidity preference fs
mixed in with the anti-‘classical’ arguments’ (p. 80 above).

Y'The degree to which Keynes meant to emphasise the problems associared with this
treatmemt s difficult to judge’ (p. 84 above: see also the footnote that accompanies this
statement),

"L would not want to go as far as Garegnani does in arguing that this ‘general awareness' on
Keynes's part aowes its origin to the same considerations that motivated Knight and others at
that time to dwell upon traditional capital theory. For Keynes saw the issues from a vantage
point not enjoyed by his contemporarics — he had an alternative theory. The others, almost 1o a
man, were content to grapple with these questions within the framewark of demand and supply.

*In my note [ chose to examine the implications of the ‘hybrid” nature of just one chapter of
the General Theory prompted by sormne interesting facts concerning the construction of this chapter
contained i JAMA, vol. 13, In his analysis, Garegnani focusses upon the implications of the
‘heterageneous strands of thought” the whole huek contains. In aims and conclusions they differ
enly in the usual way that an anmalysis limited in scope differs from a more broadly based one —
Garegnani goes [ar beyond the issues which could legitimately have been discussed by me.
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