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In this article, T have been concerned with —

(¢) The stalic charaeler of lhe Keynesian sysiem.

(6 The ambiguily of the concepls of saving and invest-
nent.

(¢) The limitalion of the liguidity preference theory.

(d) Some socio-cconomic fallacies.

Introduction.

Keynes'  General Theory iz a  treatise on shori-run
equilibrium and devoles only a few pages to the discussion of
the business evele.  This discussion is far from revolutionary,
whoether or nol we agree that the rvesl of Keynes' system is
fundamentlally novel. Kevnes' main inleresl was in monetary
theory and policy.  The development  of hiz  (hinking was
divecledd  towards  pushing  monclary  theory  back  towards
hecoming a theory ol oulpul as a whaole (1. [His process cal
he traced in the transilion from M1 — PT 1o I + = Y.
The main concerit of business eyele theory whether monetary
or non-monelary  has been wilh the Aucluations of income,
oulput, and employment. In this sense we had half a century o.r
mare macro-cconomics hefore {he general theory appeared (20
But there have been formal difficullivs with both sidez of the
quantity equation.  In the General Theory, My = P1 was
yeplaced by I + € — 1. But one can readily see the vld
equation underneath. Y is PT: investmenl and consumplion are
the componenls of ineome through which monelary chianges
register their effecls.  Though nol in the equation, the epriantity

(1) Keynes : The General Theory ; Preface, page VI
(2) Ibid, page VII.
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of money (together with the liquidity preference) determine
the interest rate, which (in relation to the expected profit rate—
the marginal efficiency of capital) determines the volume of
investment. The demand for money is broken down into 3
strands that had been implicil in the analysis since Marshall.
\" become the multiplier. command-over-consumption-units
becomes the propensity to consume, and the distinetion between
the decision to save and fthe deecision to invest bhecomes the

licquidity preference.

The Static Character of Keynesian System.

The first criticism iz methodological in  characler, vet
dislike of controversies about method must not hinder one from
realizing that important issues of subslance may be involved.
Keynes followed Cambridge tradition m using the concept of
equilibrium  under static  conditions, 7.e. tastes methods of
production, and the like are generally assumed lo be relatively
unchanging. By employing the concepl of income as the
principle variable which determined consumption, and Dby
eimphasgizing the role of expectations in entrepreneurial decisions,
he broadened neo-classical economics to include situations of
underemployvinent equilibriion,  In Keyvnesian economics, lhe
return of investment anticipated by entrepreneurs and the rale
of mterest which must he paid to lenders Lo parl with their cash
resulis in varving levels of slable income and employment.
To the student of business cyele the paramount yuestion is
whellier or nol the Keynesian system, in which variables and
struetural relationships are said to determine a situation of stable
eoquilibrium, is adequate for studying the eyelieal phenomenon.
In ather words can @ static theory, whose main object is {p
formulate the condilions under whieh employers will have no
incentive to expand or contrael empltoyment, furnish a salisfactory
base from which to sel out on the journey of exploring the

mechanisms that produce cycles?

Static equilibrium analysis musl ignore the influence of he
time faclor and speed of the variables™ reaclions included in the
svafem. Yel these considerations are the essence of the business
evele problem. Because of the lags in various parts of (he
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ety hetween  the receipts of income and expenditures on
consumption and investment a cumulative process is likely to
develop.  As this proeess unfolds, changes occur which might be
meapatible with the conditions postulated in the static theory.
Without a knowledge of the rate of change of the varviables and
the impacl they have upon each other) one cannot tell whether
the fluctuations will be more intensified or will dampen, and
approach the equilibrium deseribed by the theory.

The methodological differences belween process analysis
and instanlaneous  equilibrivm analysis largely explains  Lhe
dispules of the past decade centering arvound the concept of
caving and investmenl.  In the General Theory Keynes claimed
that swving and investlmenl are necessarily equal, Robertson,
Ohlin and others maintained that investment may be greater or
less than =aving. Some writers, tived perhaps of these dispules,
alleripled Lo dismiss the matler by savings that it was enlirely
a question of definition. Bual the issues could not be disposed
of 1 =0 readily, for behind the lerminological conlroversies was
the  Dmportant consideration that the kind of definition one
adapted determined the course of analysis.

The Concepts of Saving and Investment.

It is difficult to  define saving in an exact sense : ils
definition remains among those unsettled™.  The controversy
that has raged ever since the appearance of the General Theory
arises chiefly from the limelessness of the Keynesian system. The
pesulting difficulties are releived nowise by his selting of saving
caual investment. Beeause of his terminology the cantroversy
has al Lintes heen quile bitler. Prof. Ellis expressed the difficully
involved when he observed Lhal (1) ~There is, for example an
arithimetie, conceptual, or taxonumic sense in which S equals
[ ; this equation resembles the monetary equation of exchange,
the eoualily of debit and eredit sides in the balance of payment
ar the statemenl that quantity supplied o a market  equals
gquantity purehased @ all those are truisms.  On the other hand
causation, or operating forces in

there 15 a0 sense of lendeney,

(1) H. S. Ellis: Notes on Recent Business-Cycle Literature ; Review
of Economic Statistics, August 1938.
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the economie system, in which saving may tend {o equal invesi-
ment or viee versa, but sinee this implies the operation of fovces
fand not simply definitions) counter forces may cause saving to
be unequal to investment: this resembles such statements as
the quantity theory postulates that price varies with 17, as the
tendency to equality of exports and imporls, and the tendeney
of market price to rest at the intersection of demand and supply

schedules .

Keynesians pass from one of these meanings lo Lhe ol
with implacable urbanity, for the time Leing lags are ignoreld,
Lerner seeks to assure that there has been much other over
nothing. S equals I is a piece of very “gimple arithimeties™)
{hat it is “implicit in our definitions” and that it has nothing
to do with any kind of equilibrium™ (1), Harrod considers that
saving and investment “arce veally but one magnitude™ for “they
are necessarily and ineluctably ciqual’™® (2), Keynes, in answeyp
to Hawtry's charge (3} that S and T oare nob oonly erquiad but
identical, responded that they are “necessarily equal in the same
wity in which the aggregate purchases of anything on the markeg
are equal to lhe ageregate sales™ (4.

It does seem all Lhe maore certain that [evnes means by
saving (or investment) whal he wishes Lo meat, Leciati=e Lo
makes hiz system timeless.

The Limitation of the Liquidity Preference.

The liquidity preference theory of interest as developed Ty
Keynes is most provoeative. Cerlainly neo-classical productivity
theory has not filled in the holes, the explanation of the invest-
ment proecess and the appearance of interesl as a price, any ton
well ; it has heen weak in relating the supply of money to saving
and investment and specially in estublishing the connection of
S and I during disequilibrium periods. There is a large measure
of agreement that Keynes's monetury theory of interest  has

(1) Leraer : Quarterly Journal of Economics 1937-38, page 289. 304,
305.

(2) Hariud ; The Trade Cycie, page 162.

(3) Hawiry : Capital and Employment, page 174,

(4) Economic Journal, 1937, p. 249.
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caused econmmnists to attach greater importance Lo the prablem of
the generation of mmeonte, and at the same time made them fully
conscious of the problem of hoarding. But the erities of Reyvnes
have pointed out that the liquidity preference factor necd not
he so magnified as to exclude other elements which heretofore
has been considered rvelevant to the delermination of the rate of
interest. Kevnes was wrong in maintaining that the loanable
funds theory is essentially the same as the classic theory namely
that the inferest rate is determined by the supply and demand
curves of saving, There are many sources of doanable funds uther
than savings cg. bhank credit, and dishoarding.  On the demand
side. loanable funds may be used for inereasing working capital
or  fixed capital,  veplacing  existing  equipment, inerensing
consumption, and adding to inactive cash halances ‘1),

Crilies of the theory that the interest rate is the price:
for inducing people lo part with cash, have puinted out that
Keynes' monetary theory does nol exclude the factors of
productivity and  thrifl. Productivily  may  disappear as a1
element influencing the interest rate in Keyvnes’ saving-investient
eaquation, but returns through the baek door of his monelary
equation, where the demand and supply of ecash balaneces are
equal. An increase in imvestment arising from a favorable effect
upon  Lhe  marginal efficiency  of  capital—whether  due to
inventions, optimistic  expeelalions, or inereased  consumers’
expenditure—will  require an inerease  in cash for  business
fransaclions (M. 1f Lhe banks do not augment the supply of
money, there will be less cash aviilible for hoarding purpuses
to satisfy the desive for ligquidity (ML), and will thus cause the

interest rale Lo vise.

With respect to Reynes' contention that =avings Jdo not
govern the interest rate since the supply curve of savings is nok
independent of changes in investment and income, his crities
replied that the liguidily preference curve was in a stmilar posi-
tion. Changes of income affeel the derand Tor cash for business

(1) Rohertson : Essous in Monetary Theory, Chapter I. Roberison :
A Survey of Modern Monetary Controversy, in Readings in
Business Cycle Theory, p. 311-29. Haberler : Prosperity and
Depression, p. 195-221,
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fransactions (M,) and thereby influence the supply of cash avail-
able for liquidity purposes (M.)—assuming a fixed supply of
money. According to Keynes, an increase in the propensity Lo
save does not lower the interest vate, but, ceteris paribus,
decreases income. However, a decrease in income involves both
a drop in the fransactions’ demand for money and a greater
supply available for cash balances. By this indirect route the
thrift factor exertz its influence and lower the rate of inlerest.
According o Robertson, however the route between savings anid
interest is more direct. An increase in propensity lo save may
directly affect the interest rate, by increasing the demand for
seeurities : a rise in lhe price of securilies is equivalent to the
lowering of interest rate, the lower interest rate induces people
to raise the proportion of their assets held in the form of cash ;
and the rise in cash holdings may result in a decrease of income,

Some Socio-Economic Fallacies.

| duvestwent by private enlerprise docs nol  depend
alone v the aimount of consumplion and therefore wpon the
cunderwriding  of  conswmplion”  through  continwons  deficit

.qpf’;rr/!u.r/" :

What Keynes introdueed as propensily to consume, we can
only accept as one explanation of Lhe conditions of a depressed
ceonommy, particularly when it is velated to the desirve for liquidity,
Il cannot be looked upon as a long run concept (1). The evidence
statistical and theoretical does not seem {o justify any other
interpretation of it (2). The declining propensity to consunie
is if anything a short run concept, and it is only one of probably
many forces feeding the cumulalive downward movement of the
cyele. In principle to argue thal mman is saving proportionalely
more out of his income than before is {ruly an irveational
proposition.  When not prevented from so doing, man is always
trying to make the hest use of his resources. He does nol have
aoverly many of them ; or why the shifi o the accumulalion of

(1) See Frank H. Enight : The business cycle, Interest and Money,
Review of Economic Statistics, Vol. 23, p. 57-58, May 1941,

(2) See M. Ezekiol : Statistical Investigations of Saving, Consumyp-
tion and Investment, I and II, American ¥conomic Review
Vol. 32, p. 22-49, and 272-307, March and June, 1942. J
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surplus in the form of cash or its equivalent. Undereonsumption
ws a conlinuing phenomenon must still be explained.

The marxians, who quite early developed theories of under-
consumption were probably influenced by the kind of investiments
made in Germany, Austria, Franee and other continental
counlries. There when an industrialist or a banker made his
Spile’, instead of expanding his industry, or making more
industrial loans, he usually put his fortune into land (as is quite
Familiae with the Beyvptian sitnation probably until now.)  The
investment in land may vot be far removed from the seeking
of excess cash halances or the lLiquidily that may be achieved by
the holding of short-term government securities. But these shifts
to liquidity are largely the effects of political uncertainty. 1f man
wints to hold his weallh in such forms as yield a relatively small
but azsured income or in cash, it iz hecause non-economic motives
prompt him to take such irrational action. 1 owr knowledge of
the individuals' economic aclion and the reasons for it arve to be
extended, we must go beyond the implicit theorizing of the
IKevnesian school.

9 Eeonomic  progress  still  requires saving  and  that
wnderconswmption  as a rpimary  cause  of depression isoon
illusion.”

S Economic progress still depends wpon the advance of

specialization of labor and wachinery, and upon a climate favor-
able to risk=taking” in the making of new investient.”
The rate of interest, once the pet of the Keynesians bad
fallen in vegard. 1t must be admitted that empirieal investigation
seemns lo yield the conelusion thal interest rvales by themselves do
not influence saving or investments decisively. Those who save
are not muel stimulated by higher rates, or discouraged by lower
ones (11 Those who horrow likewise are nol much encouraged
by lower rates, nor discouraged by higher ones (2).  Indeed i
appears that interest vates should be looked upon as the resultant

(1) This is not universally held. R. Harrod by use of a dynamic
equation reaches the conclusions that the level of interest rates
may be a material positive factor in stimulating savings.
Towards a Dynamic Economices, p, 49.

{2)  This too is not uvniversally believed. The role of interest cost
in housing and public utilities investment are often averred
to e a leading if not decisive influence,
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of monetary policy, and not the cause of eilher borrowers or
savers behaviour.

Since the War, Keynesian economics has 1_11'uler;_4t:nne- a
number of significant shifts. Faced with a condition of inflation
as alarming and seemingly intractable, as the deflation Keynes
faced when hie wrote his hook, the stagnation thesis has receded
into the background of the theory. The difficullies for the determ-
inacy of the theory have heen increased by the new conditions,
and ils applicability to policy has become less clear cul (1. One
of the new questions is the relative importance of monetary and
fiscal policies. Control over the broad aggregates of the income
equation, as against more specific (including direct controls)
policies. Tn other words, is Beveridge’s program for full employ-
ment (2), and that of the six Oxford economists (3), a logical
following out of the Keynesian theory (as they assumel. or a
contradiction to iL.?

A. R. AppeL NEGUID.

(1) The best illustration for this is the supposedly Keynesian policy
pursued by Dr. Dalton in the postwar U.K. The misundey-
standing of the Keynesian policy, or its vagueness can lead,—
and in fact nearly did—the country to bankrupt.

(2) Lord Beveridge, Full Employment in a Free Socieiy, London,
1944,
(3) Thc Economics of Full Employment, Oxford 1944.





