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ABSTRACT 

This paper proposes a series of links between Keynes' 

Tract on Monetary Reform and his General Theory. Econo¬ 

mists generally associate "Keynesianism” with the speci¬ 

fic ideas represented in the General Theory. But many 

of the concepts presented in that book have been traced 

to earlier works by Keynes. Schumpeter finds the begin¬ 

nings of the Keynesian "modern stagnation hypothesis" in 

The Economic Consequences of the Peace, which was written 

chronologically before the Tract on Monetary Reform. In 

the Tract, we find a concern with the saving-investment 

mechanism, the beginnings of liquidity preference, a link 

between increases in risk and unemployment, a stress up¬ 

on monetary dynamics and a reaction against what Harrod 

calls the "cruder form" of the Quantity Theory Of money, 

and other interesting ties between the Tract on Monetary 

Reform and the General Theory. 
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1 

THE TRACT ON MONETARY REFORM AS A 

PRECURSOR TO KEYNES’S GENERAL THEORY 

1. INTRODUCTION 

This paper proposes a series of links between Keynes' 

Tract on Monetary Reform and General Theory which support 

the view that Keynesian monetary theory as a continuum. A 

close look at Keynes's apparently divergent works reveals 

an evolutionary process taking place. He shifted his em¬ 

phasis from book to book, but remained within the same 

general frame of reference. The seeds of what were to be¬ 

come major preoccupations in 1936 occur as early as 1924 

in the Tract on Monetary Reform. In other words, Keynes 

was a "Keynesian" before 1936. The research involved is 

both historical and theoretical, more historical assuredly 

than theoretical, in outlining the progressive shift of 

focus in Keynes’ work from the Tract on Monetary Reform. 

Most of the historical work which has been done on 

Keynes has been done by Joseph Schumpeter in an essay— 

"Keynes, the Economist," in The New Economics. Schumpeter 

makes the statement there that the general attitude taken 

toward monetary phenomena and monetary policy by the Keynes 

of 1913 clearly foreshadowed that of the Keynes of 1930. 

He also notes that early on Keynes had a vivid appreciation 

"of the bearing of monetary policy," not only upon prices 
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and exports and imports, but also on production and em¬ 

ployment," which was "nevertheless something new, some¬ 

thing that, if it did not uniquely determine, yet condi¬ 

tioned his line of advance."-*- "The General Theory," Schum¬ 

peter says, "is the final result of a long struggle 'to 

make that vision of our age analytically operative 

Q 4 
Nevertheless, Friedman and Leijohhufvud have main¬ 

tained that Keynes was still a relatively classical econo¬ 

mist at the time he wrote the Tract on Monetary Reform. 

Harrod^ found no warning in the early sections of the 

book of the "momentous" proposals to come. He summarizes 

the book as being "a thorough, and sometimes amusing, ana¬ 

lysis of the evils resulting from an unstable currency." 

Going back to the Tract after having read the General 

Theory, one is struck by how the tradition of monetary 

theory seems to dominate this volume, how completely Keynes 

(in the theory chapters 1-3.1), at the time of writing, 

seemed to accept the classical doctrine. Only recently, 

have I been struck by the "backwardness" of viewing the 

Tract in this manner. A careful reading will reveal that 

it is less classical and more in line with Keynes' later 

preoccupations that many have previously believed. While 

it may be true to say that traditional monetary theory re¬ 

ceives its greatest endorsement from Keynes in this book, 

it is not fair to say that its treatment is altogether un¬ 

tempered by the reservations present in his later work. 
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What is "Keynesianism”? Since the General Theory 

is the most well-known of Keynes' works, "Keynesianism" 

is, in the eyes of most economists, associated exclusively 

with the ideas of that book. Since the General Theory is 

a classic of economic theory, and since Keynes' other 

works are not, in this paper I will loosely adhere to the 

use of the term "Keynesianism" for the specific ideas re¬ 

presented in the General Theory. But many of the ideas 

of the General Theory date back to his earlier works, par¬ 

ticularly to the Treatise on Money, but also to the Tract 

on Monetary Reform, and the distinction between the sepa¬ 

rate works becomes somewhat blurred. 

What are the important aspects of Keynesianism, and 

which of them can be traced to Keynes' earlier works, es¬ 

pecially to the Tract on Monetary Reform? It is somewhat 

normative to single out particular themes of his work and 

list them as the most important aspects of Keynesianism. 

Knowing that doing so must be normative, I will proceed to 

list a few important aspects of Keynesianism which appear 

in his earlier works. If one were to choose a single most 

significant aspect of Keynesianism,. it would probably have 

to be the modern stagnation hypothesis.® Schumpeter has 

traced this as far back as The Economic Consequences of the 

Peace.^ Other more revolutionary aspects of the General 

Theory enter into the Tract on Monetary Reform. Samuelson® 

notes that there is an "auspicious" sentence in the Tract's 
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preface on the divorcement of savings and investment de¬ 

cisions, another important Keynesian concept. It was not 

until the Treatise that Keynes used "natural rate" theo- 
9 

ries, and dealt in great detail with the importance of 

investment to the credit cycle and to the stability of 

economic affairs, but the divorcement of savings and in¬ 

vestment in the Tract represents fully one-half of his 

view of private investment as unstable,^® perhaps the se¬ 

cond most important aspect of Keynesianism which he devel- 

opednin the General Theory. Keynes’s view of liquidity 

preference together with his view of the rate of interest 

constitute another central element of his doctrine.H 

Both of these find their roots in the Tract on Monetary 

Reform. Schumpeter notes that liquidity preference derives 

from Keynes considering the proportions k and k' of cash 

balances held by the public as variable.^ The view of 

the rate of interest propounded in the General Theory has 

its roots in the notion of consols representing the in¬ 

vestment system as a whole in the Tract, as they did in the 

General Theory. We will go into this later. 

The major theme of the General Theory was, of course, 

unemployment. But there is a strong concern with unemploy¬ 

ment even in the Tract on Monetary Reform. It is no small 

coincidence that this concern led Keynes to his primary 

conclusion of the Tract—inflation and deflation; both 

have drawbacks associated with them, but "of the two per- 
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haps Deflation is, if we rule out exaggerated inflations 

such as that of Germany, the worse\ because it is worse, 

in an impoverished world, to provoke unemployment thart to 

disappoint the 'rentier.'" Keynes' preoccupation with 

unemployment in the General Theory is the result of a 

natural line of evolution from his views in the Tract. 

There is another aspect of Keynesian economics, which 

is harder to characterize than any I have previously men¬ 

tioned, but which is extremely important: nevertheless, and 

that is the fact that Keynes was interested in the funda¬ 

mentals of monetary economies.^ He was one in a long line 

of English monetary economists. While the emphasis on 

monetary management put forth in the Tract was not "revo¬ 

lutionary" (Schumpeter, op. cit., p. 86), the concern with 

the effects of changes in monetary variables, prices for 

example, upon the levels of output and employment was im¬ 

portant. Thus Keynes' culminating achievement in the Gener¬ 

al Theory, judging from his remarks in that book, was that 

he pushed economics back from having a theory of money and 

prices separate from the theory of output. He succeeded 

in integrating there the theory of money with the theory 

of output as a whole.' That is why the stress laid upon 

changes in the level of output due to monetary causes in 

the Tract on Monetary Reform is so significant. As we have 

said earlier, Schumpeter even traces the roots of the con¬ 

cept of liquidity preference to the Tract. 



6 

Dillard traces another aspect of Keynesianism back 

to the Tract, and that is Keynes' bias against financial 

capital. 

Keynes bias against financial capital is in¬ 
dicated by the underlying theme of the Tract 
on Monetary Reform (1923). In the first para¬ 
graph of the Preface, he attributes all of the 
major ills of capitalism to monetary instabil¬ 
ity. Unemployment, insecurity, business loss¬ 
es, uncertainty, profiteering, and speculation 
"all proceed, in large measure, from the in¬ 
stability of the standard of value*" Keynes 
argued for a managed currency.... 6 

I have already mentionëd the divorcement of savings 

and investment decisions in Keynesian theory as constitut¬ 

ing one-half of his view of private investment as unsta¬ 

ble. The other one-half of that theory includes the ef¬ 

fects of risk and the state of market expectations on the 

demand for investmentand these too have roots in the 

1 ft Tract on Monetary Reform. In the Tract, the "risk cost" 

resulting from monetary instability was considered to be 

one of the heaviest burdens on production,because it 

reduced the incentive to invest. The link between market 

expectations and private investment that Keynes presented 

in the Tract is a process of cumulative instability in 

which the state of bull or bear opinion is very important 

to changes in the level of production and employment. 

This is at the very heart of Keynesian theory, although 

it represents a view which was admittedly more fully de¬ 

veloped in the General Theory. 
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Later discussion will focus on almost all of the 

aspects of "Keynesianism” listed above. The separation 

of savings and investment decisions, instability of the 

investment demand function, the notion of consols repre¬ 

senting the investment system as a whole, the emphasis 

upon monetary dynamics and the effects of monetary vari¬ 

ables upon the levels of output and employment, and li¬ 

quidity preference will all be considered carefully in 

the later sections of this paper. In addition, discussion 

on the link between unemployment and increases in risk- 

in Keynesian theory, and the Keynesian concept of relative 

wages as elements of the labor supply function, neither of 

which was introduced in the remarks above, will be present¬ 

ed in the later sections of this paper. 

This paper will then look at Chapters 1-3.1 of the 

Tract on Monetary Reform. The purpose of restricting the 

scope of the paper to the first three chapters of the Tract 

is to treat the theory chapters without getting bogged down 

in the discussion on forward exchange markets and the de¬ 

bates on the gold system of the later chapters. Chapter 1 

of the Tract is a discussion of the effects of an unstable 

price-level on distribution and production. Chapter 2 is 

a discussion of inflationary taxation, while Chapter 3.1 

is an exposition on the quantity theory of money. 
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II. THE PREFACE TO THE TRACT ON MONETARY REFORM 

Keynes was a critic with a great deal of insight in 

his Prefaces, outlining what was essentially new and of¬ 

ten pointing out the relationship of a volume to his own 

past work and to classical economic doctrine. Our launch¬ 

ing point into the Tract will therefore be its Preface, 

reprinted here almost in its entirety. 

We leave Saving to the private investor, 
we encourage him to place his savings mainly 
in titles to money. We leave the responsi¬ 
bility for setting Production in motion to 
the businessman, who is mainly influenced by 
the profits which he expects to accrue to him¬ 
self in terms of money. Those who.are not in 
favor of drastic changes in the existing or¬ 
ganization of society believe that these ar¬ 
rangements, being in accord with human nature, 
have great advantages. But they cannot work 
properly if the money, which they assume as 
a stable measuring-rod, is undependable. Un¬ 
employment, the precarious life of the worker, 
the disappointment of expectation, the sudden 
loss of savings, the excessive windfalls to 
individuals, the speculator, the profiteer— 
all proceed, in large measure, from the insta¬ 
bility of the standard of value. 

It is often supposed that the costs of 
production are threefold, corresponding to the 
rewards of labor, enterprise,",ahd accumulation. 
But there is a fourth cost, namely, risk; and 
the reward of risk-bearing is one of the heavi¬ 
est, and perhap.s the most avoidable, burden on'--'' 
production. This element of risk is greatly 
aggravated by the instability of the standard 
of value. Currency reforms, which led to the 
adoption by this country and the world at lafrge 
Of sound monetary principles, would diminish 
the wastes of Risk, which consume at present 
too much of our estate. 

Nowhere do conservative notions consider 
themselves more in a place than in currency; 
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yet nowhere is the need of innovation more ur¬ 
gent. .. 22 

There are several points which should be noted about 

this piece of work. The first point is the presentation 

of an underlying dissatisfaction with the classical mone¬ 

tary doctrine. Keynes says, nowhere do "conservative 

notions consider themselves more in place than in curren¬ 

cy ; yet nowhere is the need of innovation more urgent..." 

The second point is the specific reference, in the 

paragraphs quoted above, to unemployment arising "from 

the instability of the standard of value.’" Unemployment 

was one of the major issues of the Tract on Monetary Re¬ 

form. Keynes saw the unemployment resulting from an un¬ 

stable price level as coming from increased risk. Insta¬ 

bility of the price-level would greatly increase the sub¬ 

jective risks associated with the investment process. 

Entrepreneurs' "fear" of falling prices would force them 

to cut back on investment in working and fixed capital in 

order to avoid taking on part of the risk, and this would 

result in shrinking levels of aggregate demand and employ¬ 

ment. Thus the risks associated with an unstable price- 

level would result in increases-in unemployment. Keynes' 

recommendation of price stabilization through monetary con¬ 

trols is one of the most significant aspects of the Tract. 

Risk is not something which can be eliminated from the 

world altogether—it is a real element of economic life, 
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and a return will accrue from bearing it so long as some 

yields are stochastically determined. These real risks 

cannot be diminished, but they can be greatly increased 

by instability of the price-level.. It is to this latter 

effect that Keynes is directing his attention. His ini¬ 

tial concern is that excessive instability of the price- 

level will decrease the willingness of the Investing class 

23 
to place its savings in the form of claims on money, 

due to the excessive, and Keynes would say unnecessary, 

risk factor—thereby resulting in suboptimal capital ac¬ 

cumulation for society as a whole. 

The third point deals with the separation of savings 

and investment decisions. "We leave Saving to the pri¬ 

vate investor, and we encourage him to place his savings 

mainly in titles to money. We leave the responsibility 

for Production in motion to the businessman, who is main¬ 

ly influenced by the profits which he expects to accrue 

to himself in terms of money." Although this is hardly 

as strong a statement of this position as is to be found 

in the Treatise, where Keynes tried to fashion the lack 

of proper coordination between Saving and Investment into 

a theory of fluctuations in the Purchasing Power of Money, 

it does serve to illustrate that a decision to invest is 

not identical to a decision to save, and to outline the 

different sets of factors impinging on the two decisions. 

The separation of savings and investment decisions is one 

24 
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of the more important theoretical aspects of Keynesianism. 

As Schumpeter (The New Economics, p. 86) notes, the savings- 

investment divorcement was dealt with throughout the first 

chapter of the Tract, but it is never stated as succinctly 

as in the Preface. Schumpeter,^ Lawrence Klein,26 and 

Paul Samuelson have all directed attention to the impor¬ 

tance of the savings-investment separation in the Tract on 

Monetary Reform as a Keynesian concept. Speaking of the 

2 8 General Theory, D. G. Champernowne had this to say about 

the link between savings and investment: 

Keynes made it abundantly clear that there was 
no efficient link between the decisions of em¬ 
ployers how much to invest, and the decisions 
of individuals how to divide their incomes be¬ 
tween consumption and savings. 

The divorcement of savings and investment decisions 

has its roots in the Tract on Monetary Reform. 

Ill, THE MOVE AWAY FROM REDISTRIBUTIONAL QUESTIONS 

Keynes begins his analysis of the consequences of an 

unstable price-level by concentrating on the resulting re¬ 

distribution of wealth. "A change in prices and rewards, 

as measured in money, generally affects different classes 

unequally, transfers wealth from one another, bestows af¬ 

fluence here and embarrassment there, and redistributes 

Fortune's favours so as to frustrate design and disappoint 

expectation."^ Keynes first attacked the problem of an un 
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stable price-level in terms of its social "fairness." 

In a paper on "Inflation" written in 1919 (included in 

the Essays in Persuasion) u we find an earlier variant 

of this argument, being warned that the unfair distribu¬ 

tional aspects of inflationary taxation will only further 

the Bolshevist cause. Four years later, he is still con¬ 

cerned with the problem of fluctuating price levels, but 

in the Tract on Monetary Reform has stepped back from 

"political" argumentation, dealing instead with the prob¬ 

lem in terms of economic theory. It is only as he begins 

to deal with the risks introduced by an unstable price 

level, and with the effects of expected price changes on 

prdduction that Keynes goes beyond the fairness argument. 

A quotation demonstrating this shift of emphasis is 

to be found in the middle of the section entitled "Changes 

in the Value of Money as Affecting Production." 

Now it follows from this, not merely that 
the actual occurrence of price changes profits 
some classes and injures others (which has been 
the theme of the first section of this chapter), 
but that a general fear of falling prices may 
inhibit the productive process altogether. For 
if prices are expected to fall, not enough risk- 
takers can be found who are willing to carry a 
speculative "bull" position, and this means 
that entrepreneurs will be reluctant to embark 
on lengthy productive processes involving a mon¬ 
ey outlay long in advance of money recoupment,— 
whence unemployment. The "fact" of falling 
prices causes them to protect themselves by cur¬ 
tailing their operations; yet it is upon the ag¬ 
gregate of their individual estimations of the 
risk, and their willingness to run the risk, 
that the activity of production and of employment 
mainly depends.31 (Emphasis Added) 
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These sentences, more than any others, summarize the po¬ 

sition adopted by Keynes in this book. He has moved away 

from distributional questions, which he was concerned with 

earlier, and is now concentrating on the changes in pro¬ 

duction and employment fostered by an unstable price-level. 

IV. INSTABILITY OF THE INVESTMENT DEMAND FUNCTION: THE 

RISK-EFFECT AND THE EXPECTATIONS-EFFECT IN KEYNESIAN 

THEORY 

Here we will give an analysis of the channels through 

which an unstable price-level exerts its impact on the 

quantity of investment, the level of production, and the 

amount of unemployment in the economy. The discussion will 

deal with both the Tract on Monetary Reform and the General 

Theory. We will find that it is possible to split the 

change in production fostered by an unstable price-level 

described in the Tract into two components—a change in¬ 

duced by a risk-effect and a change induced by an expected 

price effedt (or an expectations effect), and to analyze 

the two components separately. These two effects will be 

defined in the next sub-section. Although Keynes speaks 

of the risk-effect exclusively ini the Tract * s Preface, he 

does mention the "expectation" of falling prices ("For if 

prices are expected to fall...") in the passage above, and 

it will be best, for expositional purposes, to deal with 
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entrepreneurs’ expectations of falling prices and entre¬ 

preneurs ’ perception of risk as separate influences. The 

overall topic of interestxtoKKeynes, as we have said before 

was the change in production that is fostered by an unsta¬ 

ble price-level, and the risk-effect and the expectations- 

effect are the two modes through which instability in the 

price-level operates to shift the investment ildemand func¬ 

tion and thereby to affect the aggregate volume of produc¬ 

tion. 

Instability of private investment (see "The Marginal 

Efficiency of Capital," Chapter 11, especially section 

III, the General Theory) is one of the major sources of 

unemployment in the General Theory. The fact that a col¬ 

lapse of the marginal efficiency of capital, once initia¬ 

ted, is cumulatively unstable in its downward trend^2 only 

serves to make matters worse. It is very surprising, there 

fore, to be able to trace the relationship between the in¬ 

stability of the investment demand function and increases 

in unemployment all the way back to Keynes’ work in the 

Tract. Keynes was dedicated to analyzing short-run fluc¬ 

tuations in output and employment. Both Viner33 and Haber- 

ler^^ regard à devotion to short-run analysis ■•as one of the 

primary attributes of "Keynesian" economics. Viner notes 

that Keynes' major complaint against "orthodox" English 

economics from Ricardo to Marshall and Pigou was "that it 

failed miserably as an explanation of the causes of (non- 



15 

secular) fluctuations in output and employment.An 

important point that Viner makes in relation to this is 

that the unsuitability of the standard analytic procedures 

of "orthodox” economists for analysis of "depression" and 

"boom" was the .^result not of general stupidity or perverse 

bias on their part but of lack of professional interest in 

and of dedication to short=run analysis."^ Keynes demon¬ 

strated the importance of analyzing the impacts of short- 

run factors on investment and employment in the Tract. 

His concern was very much with the causes of what Viner 

calls "(nonsecular) fluctuations" in output. Risk and ex¬ 

pectations were among the short-run factors that he con¬ 

sidered in the Tract♦ These were later more fully devel¬ 

oped in the General Theory♦ 

A. Risk and Expectations, Diagrammatically Treated 
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Suppose that, due to the rising monetary instability, 

an individual has a shift of price anticipations from pro¬ 

bability distribution 1 to 2. A very simple way of com¬ 

paring the two distributions is to base the comparison up¬ 

on the two standardly accepted characteristics of any sta¬ 

tistical distribution, by their mean expected values and 

by their statistical dispersions. Note that the individ¬ 

ual's mean expected price change has shifted from zero to 

p, a negative value. This roughly corresponds to a change 

in expectations and thus we might view the shift in mean 

expected values as an expectations-effect (at the entre¬ 

preneurial level). To get the other component of change, 

we note that the statistical dispersion has changed from, 

<T to^ , whereBut since, following the Tobin^7 no¬ 

tation, the statistical dispersion is our index for risk, 

we see that the risk has increased from to in the pro¬ 

cess of shifting anticipations. We might label this a risk- 

effect. Thus, we see that any shift in a probability dis¬ 

tribution representing an entrepreneurs’ anticipations can 

be routinely broken down into a risk- and an expectations- 

effect. Thus the risk- and expectations-effects are quite 

easily treated at the entrepreneurial level. 

B. The Risk-Effect in Keynesian Theory 

In this section we will review the risk-effect in the 

Tract on Monetary Reform and in the General Theory. Risk 
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is used in a slightly different way in each of these works, 

but the emphasis on risk is a common Keynesian theme never¬ 

theless. In the Tract, Keynes' argument, as we shall short¬ 

ly see, is essentially that an unstable price level in¬ 

creases the subjective risk facing entrepreneurs, and that 

their willingness to take on that subjective risk will de¬ 

termine the investment in fixed and working capital that 

takes place in the economy. This subsequently will deter¬ 

mine the volume of output and the amount of available em¬ 

ployment. In the General Theory, risk is treated as a fi¬ 

nancial cost of intermediation and has its impact first on 

the rate of interest in the economy and subsequently af¬ 

fects the volume of output and employment. This treatment 

of risk in the General Theory is consistent with Keynes’ 

view there thât monetary policy works primarily through 

the rate of interest to influence the amount of invest¬ 

ment and the level of output and employment. In both wofeks, 

however, Keynes’ view is essentially that an increase in 

subjective risk will act as a brake on output and employment. 

1. The Risk-Effect in the Tract on Monetary Reform 

(A) "general fear" of falling prices may in¬ 
hibit the productive process altogether. For 
if prices are expected to fall, not enough 
risk-takers can be found who are willing to 
carry a speculative "bull" position, and this 
means that entrepreneurs will be reluctant to 
embark on lengthy productive processes invol¬ 
ving a money outlay long in advance of money 
recoupment,—whence unemployment. The "fact" 
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of falling prices injures entrepreneurs; con¬ 
sequently the "fear" of falling prices causes 
them to protect themselves by curtailing their 
operationsJ yet, it is upon the aggregate of 
their individual estimations of the risk, and 
their willingness to run the risk, that the 
activity of production and of employment main¬ 
ly depends.39 

This quotation from the middle of the section entitled 

"Changes in the Value of Money as Affecting Production" 

sums up the position that Keynes took on risk in the Tract 

on Monetary Reform. The process of production requires 

that entrepreneurs invest "money" long in advance of money 

recoupment. Instability of the standard of value increases 

the risk attached to funds which they have committed to in¬ 

vestment in working and fixed capital. Thus they will al¬ 

ways be in a position to gain by a rise in the standard of 

value and to lose by a fall in the standard of value. Ana¬ 

lytically, the desire of entrepreneurs to invest will be 

governed by two factors: (1) the subjective probabilities 

they associate with either a rise or a fall in the level 

of general prices, and the actuarial risk associated with 

those anticipations; and (2) the degree of risk aversion 

associated with their price anticipations (or, as Keynes 

says, "their willingness to run the risk."). If insta¬ 

bility of the price-level increases the risks associated 

with investment, and if this is not compensated for by an 

increase intthe willingness of entrepreneurs to take on 

the risks, then the total amount of investment must fall. 
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And as investment declines, Keynes foresaw, in the pas¬ 

sage above, an increase in unemployment. This can only 

be mitigated by an increased willingness on the part of 

the business world to carry a big speculative position 

and to undertake the new risks associated with monetary 

instability. 

But the business world will not always be willing to 

do this. The degree of risk aversion is important because 

it determines the individual entrepreneur's willingness 

•to undertake the risk, as he perceives it. Generally speak¬ 

ing, the entrepreneur with a low degree of risk aversion 

and facing a high subjective risk would be expected to in¬ 

vest relatively lightly. All other cases will fall some¬ 

where in between these two. The aggregate investment sche¬ 

dule is simply the horizontal summation of the individual 

investment sbhedules, where the subjective risk faced and 

the degree of risk aversion vary from individual to indi¬ 

vidual . 

Increasing uncertainty about the future course of prices, 

we may judge from Keynes' argument, will result in a de¬ 

crease in aggregate investment, beacuse it will increase 

subjective risk for the individual entrepreneur and conse¬ 

quently lower his investment, the degree of risk aversion 

remaining the same. It is through this chhnnel that the 

increasing risks of an unstable price level lower the a- 

mounts of output and employment in the Tract. Instability 
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of the price-level increases risk, increased risk lowers 

investment in working and fixed capital undergone by en¬ 

trepreneurs, and lower investment in fixed, and working 

capital decreases the volume of output. Employment de¬ 

clines as the demand for investment falls off. We have 

said nothing about expected changes in prices yet. The 

increased risk that we have spoken of simply takes the 

form of an increased dispersion of- price anticipations 

about the same mean. The figure below demonstrates this 

graphically. If entrepreneurs expect prices to fall the 

situation is PVPn . 

Probability distribution 1 represents the initial dis¬ 

tribution of price anticipations. Probability distribu¬ 

tion 2 represents the increased risk situation. Note that 

entrepreneurs expect ^prices to be stable on average in 

both cases* The risk is increased in the second case be¬ 

cause there is less confidence that price changes will be 

very near zero than in the case of curve 1. Comparing the 

areas under the curves outside the region a-a", we see that 
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curve 2 has a higher probability of price changes falling 

far away from zero than curve 1. Curve 2, therefore, re¬ 

presents a riskier situation even though prices are ex¬ 

pected to be stable on average in both cases. The pure 

risk-effect follows from precisely these type of changes 

in the probability distributions. 

Earlier in Section II of the Tract we find the fol¬ 

lowing quotation, which seems to conclude Keyne's position: 

There is a considerable risk directly arising 
out of the instability of the value of money... 
The business world as a whole must always be 
in a position to gain by a rise of price and 
to lose by a fall of price. Whether it likes 
it or not, the technique of production under 
a regime of money-contract forces the business 
world always to carry a big speculative posi¬ 
tion; and if it is reluctant to carry this po¬ 
sition, the productive process must be slack¬ 
ened. The argument is not affected by the 
fact that there is some specialization of func¬ 
tion within the business world, in so far as 
the professional speculator comes to the as¬ 
sistance of the producer proper by taking over 
from him a part of his risk.^0 (Emphasis added) 

Later, in Chapter III,1*! Keynes was to argue that the for¬ 

ward exchange market should be used to optimally distri¬ 

bute the risks of unstable exchange rates, but as he points 

out in the last sentence of the passage above, the impact 

of risk upon the economy is not eliminated by this means, 

but only minimized. So although risk does receive treat¬ 

ment in the Tract later than the passages quoted above, 

its theoretical significance is not further advanced. 

Pigou (QJE, Nov. 1917) noted that the demand for money 
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would be affected by the return to production "adjusted 

for risk." This is something that was just noted in 

passing, and he did not follow up on its implications for 

the levels of output and employment as Keynes did. 

2. The Risk-Effect in the General Theory 

One of the main themes of the General Theory, which 

42 . 
has its roots in the Treatise on Money, is that monetary 

policy mainly affects the economy through its impact on 

h Q 

the rate of interest. An increase in the supply of money 

will lower the rate of interest, and through that channel 

increase investment and aggregate demand.^ The Keynesian 

treatment of risk in the General Theory is consistent 

with this theme that monetary policy mainly operates through 

the rate of interest. Risk is treated as a financial cost 

of intermediation and its treatment as a direct cost causes 

us to recall the passage in the Tract’s Preface where 

Keynes treated it as such. 

...(T)here is a fourth coët, namely, risk; 
and the reward of risk-bearing is one of 
the heaviest, and perhaps most avoidable, 
burden on production. 

The treatment of risk in the General Theory basically 

occurs in Section III, (4) of Chapter 15 (see also Chapter 

ii CivT] ). 

There is, finally, the difficulty discussed in 
section IV of Chapter 11, p. 144, in the way of 
bringing the effective rate of interest below a 
certain figure, which may- prove important in an 
era of low interest rates; namely the interme- 
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diate.costs of bringing the borrower and 
the ultimate lender together, and the al¬ 
lowance for risk, especially for moral 
risk, which the lender requires over and 
above the pure rate of interest. As the 
pure rate of interest declines it does not 
follow that the allowances for expense and 
risk decline pari passu....This is parti¬ 
cularly important if the estimation of mor¬ 
al risk is appreciable. For where the risk 
is due to doubt in the mind of the lender 
concerning the honesty of the borrower, there 
is nothing in the mind of the borrower who 
does not intend to be dishonest to offset 
the resultant higher charge. 

Although Keynes has framed his discussion in terms of 

moral risk it is immediately apparent that the concept 

is much broader than dishonesty of the borrower. In a 

depression such as that of the 30*s, Mien established 

businesses were falling right and left, the lender's esti¬ 

mation would not necessarily be of the moral character or 

honesty of the borrower, but would simply be a realistic 

appraisal of whether or not the borrower would earn a high 

enough return on the borrowed money to be able to fully 

pay off the loan. Risk of business failure would be a 

primary concern of lenders in such periods. Keynes framed 

the concept very generally, and it is consistent with the 

treatment of a wide variety of risks. An increase in the 

risk cost, by being passed on in higher effective interest 

rates, -would reduce investment and aggregate demand, and 

lead to a rise in unemployment. Thus an increase in the 

risk cost, in the General Theory as in the Tract on Mone¬ 

tary Reform, will lead to shrinking levels of production 



24 

and to increases in unemployment. The great difference 

between the treatment of risk in the two works is that 

in the General Theory, it works mainly through the interest- 

rate to affect economic activity, while in the Tract an in¬ 

crease in risk affects economic activity directly by de¬ 

creasing entrepreneur's demand for working and fixed 

capital. 

C. The Expectations-Effect in Keynesian Theory 

In the last section we treated the risk-effect in 

Keynesian theory. One of the assumptions that we made 

for expositional purposes to illustrate the pure risk- 

effect was that all entrepreneurs held the same mean price 

expectations. It was the differences in uncertainty (risk}, 

and the willingness of entrepreneurs to take on the sub¬ 

jective risk they were facing that determined the levels 

of output and employment.^ In this section we will drop 

the assumption that all entrepreneurs hold the same mean 

price expectations and will allow different entrepreneurs to 

expect different rates of inflation or deflation. Usually 

we would expect different entrepreneurs to hold different 

mean price expectations as well as to face different sub¬ 

jective risks. That is, in reality, behavior of entre¬ 

preneurs represents a mixture of the expectations-effect 

and risk aversion. However, because we have already treated 

the risk-effect separately, in this section we will drop 

risk from the analysis and will assume that each entrepre- 
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neur holds his expectations with certainty. There is no 

risk in the analysis. The rationale for this is that we 

have already treated the risk-effect, and we wish now to 

explore the expectations-effect. Expectations are thus 

isolated from risk, as, in the last section, risk was iso¬ 

lated from mean expectations. This is done merely for 

expositional purposes, in order to explore the two compo¬ 

nents of entrepreneurial behavior towards an unstable 

price-level separately. 

1. The Expectations-Effect in the Tract on Monetary 
Reform 

Keynes begins Section II of the Tract, "Changes in 

the Value of Money, as Affecting Production," with the 

following passage: 

If, for any reason right or wrong, the busi¬ 
ness world "expects" that prices will fall, 
the processes or production tend to be inhi¬ 
bited; and if it expects that prices will rise, 
they tend to be overstimulated.46 

On p. 37 he goes on: 

If they ïthe business world) expect a fall 
(in price), it may pay them, as a group to 
clamp production down, although such en¬ 
forced idleness impoverishes society as a 
whole. If they expect a rise, it may pay 
them to increase their borrowings and to 
swell production beyond the point where 
the real return is just sufficient to re¬ 
compense society as a whole for the effort 
made.4' 

There are two reasons explored by Keynes4® for this 

relationship between investment and expected price changes: 

(1) If prices are>,expected to fall (rise), then, on borrowed 



26 

funds, the real rate of interest corresponding to any 

given nominal rate is higher (lower), and the higher 

(lower) the real rate of interest the less (more) the 

entrepreneur will be willing to invest. And (2) if 

prices are expected to fall (rise), anticipated business 

profits will fall (rise) pari passu, and some investments 

which were (not) previously profitable will no longer (will) 

be marginally feasible. This is simply to say that the 

entrepreneur will be earning a smaller return than previ¬ 

ously from his investments, and will be paying a higher 

rate of interest to his creditors. Both will tend to de¬ 

crease the amount of investment the entrepreneur will wil¬ 

lingly undertake. 

Thus the amount of investment that is undertaken in 

the Tract, and consequently the volume of output and the 

amount of unemployment, depend on the aggregate state of 

opinion as to whether prices will rise or fall, and by how 

much. There will be diverse opinions, and those who ex¬ 

pect prices to rise are referred to as '’bulls" and those 

who expect prices to fall may be referred to as "bears." 

To a certain extent, the state of bull or bear opinion de¬ 

termines whether prices will rise or fall.^^ If all en¬ 

trepreneurs are bulls, then they will, for the reasons, above, 

tend to over-invest, and this will, in turn, result in 

rising prices as the demand for investment expands; if they 

are'all bears, then they will for the same reasons, tend 
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to under-invest, withfthe result that prices will fall 

off as the demand for investment declines. Keynes, in 

the Tract,^ as in the General Theory,^ had a process 

of cumulative instability in mind with respect to pri¬ 

vate investment. Klein (The Keynesian Revolution, pp. 

5-6) notes that Marshall had already pointed out the 

effects of rising and falling prices on producers’ ex¬ 

pectations and hence on the level of output, but Keynes' 

emphasis on speculative "bull" and "bear" positions was 

nevertheless something novel that links his treatment of 

investment instabilities in the Tract to his treatment of 

them in the General Theory. 

Thus, the pure expectations-effect in the Tract is 

that investment is a function of the actual dispersion of 

expectations among investors as to the anticipated change 

in the price-level. Keynes,^ at one point, attaches the 

term "speculative bull position" to those entrepreneurs 

who are willing to undertake investment in a market that 

(generally) expects prices to fall. The very use of the 

term "speculative bull position" calls to mind the bull- 

5 3 
bear distinctions of the Treatise on Money and the 

54 General Theory, where Keynes fully developed the expecta¬ 

tions-effect . 

V. INVESTMENT AND CONSOLS IN KEYNESIAN THEORY 

There is another aspect of Keynesianism which dates 
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back to the Tract, and that is Keynes' habit of taking 

consols as representative of the investment system as a 

whole. Investment is identified by Keynes in the Tract 

with the act of permanently parting with real-property 

"in return either for a perpetual annuity fixed in terms 

of money, or for a terminable annuity and the repayment 

of principal at the end of the term, as typified by mort¬ 

gages, bonds, debentures, and preference shares." 

"Such contracts-namely, those which provide 
for the payment of fixed sums of money over 
a long period of time-are the characteristics 
of what is Convenient to call the "Investment 
System," as distinct from the property system 
generally.55 

Keynes, in the Tract, took consols to be representative 

56 
of the full development of investment. Speaking of the 

General Theory, H. G. Johnson, in his essay, "The 

General Theory after Twenty-five Years," argued that it 

was an unrepresentative assumption which seemed to neglect 

the fact that there are many opportunities to invest money 

without putting them in consols. 

VI. WAGES IN KEYNESIAN THEORY 

In this section we will review aspects of the theory 

of wages in the Tract on Monetary Reform and in the General 

Theory. We will find areas of agreement between the treat¬ 

ment of wages in the two books. There are essentially two 

main points to be made in this section. The first is that 

Keynes was concerned with "relative" wages in the Tract as 
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he was in the General Theory. The "relative” wage is 

the worker’s nominal wage in relation to the nominal 

wage rates of his neighbors, his fellow workers, and 

other parties that he may be specifically interested in. 

James Tobin points out that the conception of relative 

wages is central to the theory of involuntary unemploy¬ 

ment that Keynes put forth in the General Theory.^8 So 

the inclusion of relative wages in the labor supply func¬ 

tions of both books is an important link between the two. 

Second, Axel Leijonhufvud has argued convincingly that 

what is called equilibrium in the General Theory should 

be viewed as persistent dis-equilibrium. According to 

him, involuntary unemployment means that labor markets 

are in a state of disequilibrium.^ In the Tract, as in 

the General Theory re-interpreted by Leijonhufvud, the 

wage-adjustment process to an inflationary or deflationary 

movement of the price-level is to blame for a part of the 

change in the unemployment rate. 

Our two points are then: (1) The Keynesian element 

of relative wage pates as an element of.the labor supply 

function is common to both the Tract and the General 

Theory♦ (2) The lagged adjustment of wages is to blame 

for some of the unemployment in the Tract as it is in the 

General Theory. 

A. Relative Wages as Arguments in the Labor Supply Function 

Keynes begins Section 1.3 of the Tract "The Earner, It 
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with the following passage: 

It has been a commonplace of economic text¬ 
books that wages tend to lag behind prices, 
with the result that the real earnings of the 
wage-earner are diminished during a period 
of rising prices. This has often been true 
in the past, and may be true even now of cer¬ 
tain classes of labour which are ill-placed gg 
or ill-organized for improving their position. 

The emphasis is, of course, on thfe bargaining power of 

labor in the second half of the passage quoted above. Going 

on, Keynes notes that important sections of labor in Great 

Britain and the United States have, in the paèt, been able 

to secure increases in their real wages "at a time when 

the total wealth of the community as a whole" was suf¬ 

fering a decline."This reversal," he says, "of the usual 

course has not been due to an accident and is traceable to 

definite causes."62 On the demand side, the degree of or¬ 

ganization among laborers for securing wage boosts is in¬ 

creased, but this by itself "might have lacked the means 

to the result if it had not been for another factor—the 

windfalls of the profiteer. The fact that the businessman 

had been gaining, and gaining notoriously, considerable 

windfall profits in excess of the normal profits of trade, 

laid him open to pressure, not only from his employees but 

from the public opinion generally; and enabled him to meet 

îbhis pressure without financial difficulty. In fact it 

was worth his while to pay ransom, and to share with his 
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R 3 
workmen the good fortune of the day." (Emphasis added) 

Thus the explanation put forth by Keynes rests partial¬ 

ly upon imperfections in the labor market (the underlined 

portion suggest imperfections on the demand side, not pre¬ 

viously mentioned, as well as on the supply side) and par¬ 

tially upon supra-normal profits earned by enterprises (the 

increase in the“price-level meaning a decline in the real 

rate of interest earned by the Investing class from the 

business-sector). Any increase in the rate of return to 

businessmen and the real wages paid to labor being, on 

this interpretation, at the expense of the return to that 

portion of the Investing class whose claims are in money 

annuities. Along these lines Keynes then goes on to say: 

Thus the working class improved their "rela¬ 
tive" position in the years following the war, 
as against all other classes except that of 
the "profiteers." In some important cases 
they improved their absolute position—... 
secured for themselves a higher real remunera¬ 
tion for each unit of effort or work done. But 
we cannot estimate the "stability" of this 
state of affairs, as contrasted with its de¬ 
sirability, unless we know the source from which 
the increased reward of the working classes was 
drawn. Was it due to a permanent modification 
of the economic factors which determine the dis¬ 
tribution of the national product between dif¬ 
ferent classes? Or was it due to some tempo¬ 
rary and exjaustible influence connected with 
inflation and with the resulting disturbance in 
the standard of value?®4 

It is important to note that Keynes, in the Tract, 

stresses the relative enhancement of the position of la¬ 

borers above the absolute enhancement of their position. 
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Thç depression c?f 1921*22 did not reverse 
or even greatly diminish the relative ad¬ 
vantage gained by the working classes over 
the middle class during the previous years. 
In 1923 British wage rates stood at an ap¬ 
preciably higher level above the pre-war 
rates than did the cost of living, if al- g g 
lowânge is made for the shorter hours worked. 

By continually stressing the relative enhancement of 

the position of laborers above the absolute enhancement of 

their position, Keynes notes that relative wages are im¬ 

portant to the labor supply function. Workers are inter¬ 

ested in their "relative" wages, that is, they are concerned 

with the position of their nominal wage in relation to the 

nominal wages of the neighbors and other parties that they 

are specifically interested in. 

By assuming that "relative" wages are one of the ar¬ 

guments of the labor supply function, the function becomes 

more elastic than if it were based on "absolute" wages 

(w/p) alone. The Keynesian type of unemployment follows 

from the "relative" wage hypothesis because laborers indi¬ 

vidually will be unwilling to accept a cut in money wages 

because it will affect their relative status, while they 

will be willing to accept a cut in their real wage through 

an increase in the price-level (which is neutral in its 

effect on relative wages). This leads to the observed 

stickiness of the money wage rate in the Keynesian system. 

In a serious under-employment situation, the supply of la¬ 

bor may even become infinitely elastic at the prevailing 
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market wage (w), so long as "relative" nominal wages remain 

fixed. 

James Tobin, speaking in his presidential address 

delivered before the American Economic Association in 

December, 1971 ("Inflation and Unemployment," AER, March, 

1972), stressed the importance of relative wage rates to 

the theory of involuntary unemployment presented by Keynes 

in the General Theory. 

Whenever unemployment could be reduced by 
expansion of aggregate demand, Keynes re¬ 
garded it as involuntary. He expected ex¬ 
pansion to raise prices and lower real wage 
rates, but this expectation is not crucial 
to his argument. Indeed, if it is possible 
to raise employment without reduction in 
the real wage, his case for calling the un¬ 
employment involuntary is strengthened. 

But why is the money wage so stubborn 
if more labor is willingly available at the 
same or lower real wage? Consider first 
some answers Keynes did not give. He did 
not appeal to trade union monopolies or min¬ 
imum wage laws. He was anxious, perhaps 
overanxious, to meet his putative classical 
opponents on their home field, the competi¬ 
tive economy. He did not rely on any failure 
of workers to perceive what a rise in prices 
does to real wages. The unemployed take new 
jobs, the employed hold old ones, with eyes 
open. Otherwise the new situation would be 
transient. 

Instead, Keynes emphasized the institu¬ 
tional fact that wages are bargained and set 
in the monetary unit of account. Money wage 
rates are, to use an unKeynésiaû term, "admin¬ 
istered prices." That is, they are not set 
and reset in daily auctions but posted and 
fixed for finite periods of time. This ob¬ 
servation led Keynes to his central explana¬ 
tion: Workers, individually and in groups, 
are more concerned with relative than: abso¬ 
lute real wages. They many withdraw labor 
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if their wages fall relatively to wages 
elsewhere, even though they would not with¬ 
draw any if real wages fall uniformly 
everywhere. Labor markets are decentral¬ 
ized, and there is no way money wages can 
fall in any one market without impairing 
the relative status of workers there. A 
general rise in prices is a neutral and 
universal method of reducing real wages, 
the only method in a decentralized and un¬ 
controlled economy. Inflation would not 
be needed, we may infer, if by government 
compulsion, economy-wide bargaining, or 
social compact, all money wage rates could 
be scaled down together. 

Keynes apparently meant the relative 
wages are the arguments in labor supply 
functions.... 

Thus we see that an important element of Keynesianism pre¬ 

sent in both the Tract on Monetary Reform and the General 

Theory is that relative wages are elements in the labor 

supply function. 

B. Lagged Wage Adjustment and-Unemployment 

The period of depression has exacted its 
penalty from the working classes more in 
the form of unemployment than by a lower¬ 
ing of real wages, and State assistance 
to the unemployed has greatly moderated 
even this penalty. Money wages have fol¬ 
lowed prices downward... ® 

This quotation clearly indicates that Keynes saw some 

unemployment to be the result of the lagged adjustment of 

real wages following a change in the price-level. "Wages 

have followed prices downward" and the penalty for the 

working classes has been an increase in unemployment. 
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VII. A CRITIQUE OF MONETARY THEORY IN THE TRACT ON MONE¬ 

TARY REFORM 

So far we have only reviewed Chapter 1 of the’’Tract 

on Monetary Reform. A few words must now be devoted to 

Chapter 2 and Chapter 3.1. In these chapters Keynes was 

dealing primarily with monetary theory. Thos who consid¬ 

er Keynes to have still been a "classical economist" at 

this time generally base their view on the contents of 
c n 

these pages. It must be remembered that Keynes if of¬ 

ten skeptical, and at times openly critical, of the use¬ 

fulness of a "quantity theory of money" that is too rigid- 

68 69 ly interpreted. According to Harrod, K«ynes was at¬ 

tacking the "cruder form of the quantity theory" in this 

section. Keynes stresses the disequilibrium effects of 

changes in the money supply.^ 

Schumpeter notes two things about this section. First, 

he notes that Keynes' acceptance of the Quantity Theory as 

"fundamental" means much less than it seems to mean, "rest¬ 

ing as it does on the common confusion between the quantity 

theory and the (Marshall-Pigou) equation of exchange," ex¬ 

actly as Keynes' later repudiation of the quantity theory 

means much less than it seems to mean. Second, he notes 

that the Keynesian concept of liquidity preference has its 

roots in the treatment of (the proportions) k and k’ (of 

cash balances held by the public) as "variable" in the 

73 
Tract on Monetary Reform. With regard to the latter, Har- 
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rod mentions that insufficient attention had been paid 

in the orthodox theory to the motives actuating the de¬ 

cisions of the public as to how much purchasing power 

over goods they wished from time tottime to hold in the 

74 form of currency or a bank deposit. Thus there is a 

very interesting treatment of money in the Tract on Mone¬ 

tary Reform. 

It is noteworthy that Chapter 2 is the last chapter 

in Keynes1 work where the influence of changing prices 

on the demand for money is explicitly taken into account. 

Deficit spending is held to lead to an increased holding of 

real balances in the early stages of the inflation, due to 

a general expectation that the price rise is only temporary, 

followed by a decreased holding of real cash balances once 

the price rise comes to be accepted and anticipated. A 

distinction must also,, on this interpretation, be drawn 

between the real and nominal rates of interest, where the 

two are tied together by the anticipated rate of inflation. 

Keynes did not, in this chapter, deal with the instabili¬ 

ties which he associâtéd with a fluctuating price-level in 

the first chapter. This change of focus might be attributed 

to a strong concern with falling prices in the first chapter, 

whereas the second deals exclusively with rising prices. 

Rising, however is a matter of degree in economics, and so 

it is not simply a matter of going up or going down, but 

of falling short of or surpassing an expected level. 
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However Keynes felt when he began writing the Tract 

(i.e., whether or not he was "still"a classical economist), 

the view of the quantity theory which he presented in Chap¬ 

ter 3.1 is still a highly restricted endorsement of the 

7 6 
traditional thinking on the topic. According to Harrod, 

he was readting, in this section, to the "crude" form of 

the quantity theory of money. According to that theory, 

a doubling of the money supply will simply double prices, 

everything else remaining the same within the economy. 

While Keynes felt that this price-effect was true in the 

long-run, there would still be, he argued, disequilibrium 

effects of some importance for the economist in the short- 

77 
run. The effect of the section is to reduce to the long 

run the validity, as traditionally stated, of the "crude" 

relationship between the price level and quantity of money. 

Every one admits that the habits of the 
public in the use of money and of banking fa¬ 
cilities and the practices of the banks in 
respect of their reserves change from time 
to time as the result of obvious developments. 
These habits and practices are a reflection 
of changes in economic and social organiza¬ 
tion. But the theory has often been expounded 
on the further assumption that a "mere" change 
in the quantity of money cannot affect k, r, 
and k' (Note: k is the percentage of income 
kept in cash balances on hand, r is the reserve 
requirements of the banks, and kf is the per¬ 
centage of income kept in the form of bank de¬ 
posits) ,—that is to say, in mathematical par¬ 
lance, that n is an "independent variable" in 
relation to these quantities. It would follow 
from this that an arbitrary doubling of n, since 
this in itself is assumed not to affect k, r, 
and k', must have the effect of raising p to 
double what it would have been otherwise. The 
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Quantity Theory is Often stated in this, or 
a similar, form. 

Now "in the long run" this is probably 
true. If, after the American Civil War, the 
American dollar had been stabilized and de¬ 
fined by law at 10 per cent below its pre¬ 
sent value, it would be safe to assume that 
n and p would now be just 10 per cent greater 
than they actually are and that the present 
values of k, r, and k' would be entirely un¬ 
affected. But this "long run" is a mislead¬ 
ing guide to current affairs^ "In the long 
run'' we are all dead. Economists set them¬ 
selves too easy, too useless a task if in the 
tempestuous seasons they can only tell us 
that when the storm is long past the ocean 
is flat again.' (Emphasis added) 

The emphasis is upon the importance which must be as¬ 

cribed, in economic theory, to short-run dynamics if 

economists are to deal with the practical problems be¬ 

tween long-run "equilibriums." This passage, particu¬ 

larly, reveals the skepticism with which Keynes viewed 

an over-simplified view of the relationship between n 

and p. After this rather strong reaction against the no¬ 

tion of k, k', and r being considered exogenous variables 

in the short-run or the long, Keynes goes on: 

In actual experience, a change of n 
is liable to have a reaction both on k and 
k' and on r... 

...(A) large change in n, which rubs away the 
initial friction, and especially a change in 
n due to causes which set up a general expecta¬ 
tion of a further change in the same direction, 
may produce a "more" than proportionate effect 
on p. After the general analysis of Chapter 1 
and the narratives of the catastrophic infla¬ 
tions given in Chapter 2, it is scarcely ne- 
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cessary to illustrate this futher,—it 
is a matter more readily understood than 
it was ten years ago. A large change in 
p greatly affects individual fortunes. 
Hence a change after it has occurred, or 
sooner in so far as it is anticipated, 
may greatly affect the monetary habits of 
the public in their attempt to protect 
themselves from a similar loss in the fu¬ 
ture, or to make gains and avoid loss dur¬ 
ing the passage from the equilibrium cor¬ 
responding to the old value of n to the 
equilibrium corresponding to its new value. 
Thus after, during, and (so far as the 
change is anticipated) before a change in 
the vàlue of n, there will be some reaction 
on the values of k, k’, and r, with the 
result that the change in the value of p, 
at least temporarily and perhaps perma¬ 
nently (since habits and practices, once 
changed, will not revert to exactly their 
old shape), will not be precisely in pro¬ 
portion to the change in n. 9 

These remarks'serve, of course, as an attempt to syn¬ 

thesize the economizing on cash balances in the face 

of an anticipated inflation, described by Keynes in 

Chapter 2, into the very beginnings of a short-run dy¬ 

namic theory of the price-level. More than this, Schum¬ 

peter notes that the taking of k and k’ as variable was 

the very beginning of Keynes’ theory of liquidity prefer¬ 

ence. 

What (Keynes) intended to accept was the 
equation of exchange—in its Cambridge from— 
which, whether defined as an identity or as 
equilibrium dondition, does not imply any 
of the propositions characteristic of the 
quantity theory in the strict sense. Accord¬ 
ingly he felt free to make velocity—or k, its 
equivalent in the Cambridge equation—a vari¬ 
able of the monetary problem, very,properly 
giving Marshall credit for this ’’development 
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of the traditional way of considering the 
matter” (p. 86). This is liquidity pre¬ 
ference in embryonic form. Keynes overlooked 
that this theory can be traced back to Can- 
tillon—at least—and that it had been de¬ 
veloped, though sketchily, by Kemmerer, who 
said that "large sums of money are continually 
being hoarder" and that "the proportion of the 
circulation medium which is hoarded...is not 
constant."80 

As far as monetary dynamics are concerned, Keynes was, 

of course, trying to form a dynamic relationship between n, 

k, r, and p. It is also interesting to note that he had 

little difficultyiin reconciling Chapter 1 with the con¬ 

tents of Chapter 2 and of Chapter 3, Section 1. To for¬ 

sake his argument somewhat, all are concerned with the way 

in which a general expectation of a price change may pro¬ 

duce a more than proportionate effect on p. Chapter 1 did 

not concern itself with the quantity of money, but rather 

with effects of an unstable price-level. The quantity of 

money was not really brought in until Chapter 2 ; which 

accounts for a substantial change of approach between the 

two chapters. Once the quantity of money was brought into 

the picture, the emphasis was shifted to the consumer and 

to household spending patterns. And it remained focused 

there. 

The producer was a central concern of the first chapter. 

To understand how he was left out of Chapter 2 one must no¬ 

tice that a distinction was not made there between >the mar¬ 

ket rate of interest and the "natural" rate of interest. 
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The natural rate of interest is, of course, associated 

with the name of the Swedish economist Knut Wicksell, 

who described how divergences between it and the market 

rate could be tailored into a theory of the business- 

81 
cycle. It is precisely such an awareness of the over¬ 

all business-cycle even in times of rapid inflation that 

was lacking in the second chapter. No discussion of 

changes in the demand for and production of fixed capi¬ 

tal was made in*'either Chapter 2 or Chapter 3, Section 1. 

Keynes did not refer to Wicksell's work, though Geldzins 

und Guterpreise, in which Wicksell initially propounded 

his new and interesting theory, was published in 1898, 

and had been assimilated and included in the work of Irv- 

8 2 
ing Fisher by but a slightly later date. Keynes did 

not attempt, in the Tract, to offer a full-scale treat¬ 

ment of the Credit Cycle. 

The failure in Chapters 2 and 3.1 was not to treat 

disequilibrium variations in the level and composition 

(consumption goods vs. capital goods) of output resulting 

from increases in the money supply. The characterization 

of the disequilibrium was restricted to one of dispropor¬ 

tionate price increases resulting from a decreased wil¬ 

lingness to hold cash balances in times"of rising prices. 

Although Keynes established links between the level of 

output (and employment) and entrepreneurs' price expecta¬ 

tions in Chapter 1, he did not incorporate in Chapter 3 
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or in Chapter 3.1 the cumulative consequences of this 

tendency into an explanation of thei Credit Cycle. 

We are told in a footnote on page 85 of the Tract 

that the quantity theory being presented "follows the 

general lines of Prof. Pigou (Quarterly Journal of Eco¬ 

nomics, Nov. 1917) and of Dr. Marshall (Money, Credit, 

and Commerce, 1. iv.),"but comes "to the same thing in 

the end" as the more familiar analysis of Prof. Irving 

Fisher. 

...(W)hat the public wants is not so 
many ounces or so many square yards 
or even so many dollars of currency 
notes, but a quantity sufficient to 
cover a week’s wages, or to pay their 
bills, or to meet their probable out¬ 
goings on a journey or a day's shopping. 
When people find themselves with more 
cash than they require for such pur¬ 
poses, they get rid of the surplus by 
buying goods or investments, or by 
leaving it for a bank to employ, or, 
possibly, by increasing their hoarded 
reserves. Thus the number of notes 
which the public ordinarily have on 
hand is determined by the amount of 
"purchasing power" which it suits them 
to hold or to carry about, and by no¬ 
thing else. The amount of this pur¬ 
chasing power depends partly on their 
wealth, partly on their habits. The 
wealth of the public in the aggregate 
will only change gradually. Their ha¬ 
bits in the use of money...are more 
easily altered. But if their wealth 
and their habits in the above respects 
are unchanged, then the amount of pur¬ 
chasing power which they hold in the 
form of money is definitely fixed... 

So far we have assumed that the 
whole of the public requirement for 
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purchasing power is satisfied,by cash, 
and on the other hand that this re¬ 
quirement is the only source of demand 
for cash; neglecting the fact that the 
public, including the business world, 
employ for the same purpose bank depo¬ 
sits and over-draft facilities, whilst 
the banks for the same reason maintain 
a reserve of cash. The theory is easily 
extended, however, to cover this case. 
Let us assume that the public, including 
the business world, find it convenient 
to keep k consumption units in cash and 
of a further k' available at their banks 
against checks, and that the banks keep 
in cash a proportion r of their potential 
liabilities (k') to the public. Our e- 
quation then becomes 

n = p(k+rk'). 

So long as k, k', and r remain unchanged, 
we have the same result as before, namgjy, 
that n and p rise and fall together... 

These quotations presenting the Cambridge equation of 

exchange from the backbone of the Qunatity Theory that 

Keynes presented for the equilibrium state. He stressed 

''wealth" as a determinant of the demand for money, which 

is closely related to Marshall's "income and property" 

(Pigou seems to have overlooked the influence of "wealth," 

or "permanent income," although he was careful to include 

the return to production, adjusted for risk, although he 

was careful to include the return to production, adjusted 

for risk, on the demand for money). Reference should also 

be made to the fact that "habit" is méntioned as well as 

"wealth" in the determinants of the demand for money, and, 

if anything, is given an upper hand in the matter. The 
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business firm's demand for cash is not assigned special 

significance, being treated as a special case of the de¬ 

mand which originates from "households" within the eco¬ 

nomy. The Cambridge (Pigou-Marshall) Quantity equation 

85 
is held to be the equivalent of the Fisher equation. 

These last two statements are important hot only be¬ 

cause they represent the view put forth in the Tract, but 

8 6 
also because the Treatise on Money practically begins 

with their renouncement. 

It is really not too surprising that the roots of 

liquidity preference should be found in the Tract on 

Monetary Reform. The treatment of money given in the 

Tract was exceptional in several respects. There was an 

emphasis on monetary management as a general economic 

therapeutic in the first chaper. In Chapter 3.1, money 

was treated in.a dynamic fashion. The effect of the sec¬ 

tion was to reduce to the long-run the validity of the 

cruder form of the quantity theory. In a footnote on page 

81, Keynes renounces the quantity theory as "a definite 

set or porpositions," and emphasizes instead that the e- 

quations of exchange are "merely devices for enabling us 

to bring together in an orderly way the principal causes 

8 7 
by which the value of money is determined. 

Some of the inadequacies of Keynes' later work are 

foreshadowed in his treatment of money in the Tract. He 

does not, for example, relate the theory of money in Chap- 
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ter 3.1 to the output instabilities discussed in Chapter 

1. In the Preface to the General Theory, Keynes describes 

the abandonment of his "fundamental Equations" of Book 

88 III of the Treatise for the same reason. 

VIII. CONCLUSION 

As a very last word on the Tract I would like to say 

that the seeds of the General Theory are+'to be found in 

its first chapter. The purpose of this paper was to show 

that there are a series of links between the General Theory 

and the Tract onr.Monetary Reform. The links that have been 

demonstrated are''the separation of savings and investment 

decisions- in the Tract and the General Theory, the begin¬ 

nings of an emphasis upon liquidity preference in the Tradt 

noted by Schumpeter, the bias against financial capital in 

the Tract and the General Theory noted by Dillard, insta¬ 

bility of the private investment and the fact that consols 

are taken as representative of the investment system as a 

whole in both books, a common concern with unemployment and 

monetary dynamics in the Tract and the General Theory, an 

emphasis in both books upon monetary policy as an economic 

therapeutic, and the emphasis upon relative wages as ele¬ 

ments of the labor supply function in both books. 

These connections reveal that there is what I have 

described as a continuum in Keynesian theory from the 

Tract on Monetary Reform to the General Theory. A fur- 
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ther description of the evolutionary process that was 

taking place in Keynes' work would have to deal in detail 

with the Treatise on Money, as well as with some of Keynes’ 

other works. 
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