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INTRODUCTION

This volume brings together papers published between 2002 and 2018 and
can be read as a sequel to my Fighting Market Failure (Marcuzzo 2012).
Unlike the previous collection, this volume focuses almost entirely on
Keynes and Keynesian thinking; hence the choice of the title, actually
borrowed from Keynes (Essays in Persuasion in CWK IX).

The word “persuasion” is chosen to convey to the reader not only my
own allegiance to Keynes’s approach to economics, but also the hope that
these essays may be “persuasive” in making Keynes’s message better
understood and therefore more likely to be accepted.

The first chapters are all related to the General Theory; a book raising
questions about the nature of its assumptions and conclusions and leading
to different interpretations, thus giving rise to controversies that have yet
to be settled. Three chapters concern the origin of the book and the
development of Keynes’s thinking on the way towards it. What emerges
from reviewing Keynes’s biographers’ views in Chapter 1 is that Keynes’s
main purpose in writing the book was to persuade his fellow economists to
abandon previously held views and embrace an approach which could
open the way to fighting unemployment. Chapters 2 and 3 show that
writing the General Theory took Keynes on a long journey from the
Treatise on Money and his own previously held views, such as his
adherence to the Quantity Theory of Money.

Persuasion was essential to Keynes’s conception of economics as a
method of moulding ideas and opinions in an exchange with others, as he
explained in a celebrated passage: “It is astonishing what foolish things
one can temporarily believe if one thinks too long alone, particularly in
economics (along with the other moral sciences), where it is often
impossible to bring one’s ideas to a conclusive test either formal or
experimental” (CWK VII: vii—viii; emphasis added).

In fact, in the often-quoted letter to G.B. Shaw, we find confirming
evidence: “When my new theory has been duly assimilated and mixed
with politics and feeling and passions [...] there will be a great change”
(CWK XIII: 492-93). Far from asserting the scientific superiority of his
own theory, he entrusted “politics, feelings and passions” to get the
message through.
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Politics, feelings and passions varied among his readership and
Keynes’s style of working by forming and refining his argument vis-a-vis
his interlocutors shows an ample range of cases revealing scant success in
getting the message of The General Theory through (Marcuzzo 2018).
Chapter 4 focuses precisely on the central role that persuasion — in the
two-way sense of persuading and of being persuaded — played in Keynes’s
work, and in particular examines the dramatic circumstances in the 1920s
and in the 1940s, in which he had to call upon all his powers of persuasion
to urge his case, as in The Economic Consequence of the Peace or in the
Anglo-American negotiations, unfortunately to no avail.

The second section includes chapters which are the outcome of a long
and collective research work on the correspondence among several
Cambridge economists (Marcuzzo and Rosselli 2005); those reproduced
here involve Keynes and his closest interlocutors and followers, Kahn,
Joan Robinson and Kaldor. The published and unpublished letters are also
listed here with the hope that others might exploit them in future research.

As mentioned elsewhere (Marcuzzo 2012), in Cambridge economics
was not talked about, it was written about — also due to the lack of
telephones (at least until World War II), which were not installed in the
college rooms or flatly refused by the older generation. Keynes in
particular disliked the “inconsiderate” use of the telephone, which could
interrupt him while at work (Keynes XVIII: 100-101). Moreover, written
communication was most efficient, three deliveries daily being guaranteed
by the public postal service while the colleges also had their own internal
post.

Keynes formed his ideas in the process of submitting them to others,
and we have ample evidence of his style of work and reasoning
intertwined in close personal relations. If he was to be convinced himself
and to persuade another of an argument, Keynes needed to engage in
exchanges that had a strong emotional side (affection, trust, respect),
affording a “meeting of minds” (one of Keynes’s favourite expressions)
that for him was conducive to fruitful interaction.

Chapter 5 is a study of Keynes’s closest interlocutors, Kahn, Joan
Robinson and Kaldor, digging into the treasure trove of their Archives.
Particular attention is paid to their unpublished writings, which, together
with the correspondence are a mine of information helping to put their
work and personal lives in context.

Richard Kahn, Keynes’s favourite pupil, contributed more significantly
than anyone else in the circle around Keynes to the Keynesian revolution.
Chapter 6 amply documents that relations between Keynes and Kahn were
strong, continuous, and fertile, with an apparently paradoxical inversion of
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roles: it was the pupil who intervened to correct, tidy up, and sound out the
master’s rationale. There are aspects independently worked on by Kahn
that Keynes subsequently incorporated, adapting them to his aims and
forma mentis, which eventually became part of The General Theory,
readjusting the framework upon which his Treatise on Money had rested.
Kahn was a close collaborator of Keynes in the running of King’s college
finance, in following up on Keynes’s reforms proposals and finally as his
literary executor, taking charge of Keynes’s intellectual legacy.

Chapter 7 follows Joan Robinson’s acquaintance with Keynes, which
began slowly, but developed into a warm friendship and a close
intellectual partnership. She was a member of the “Circus”, the informal
discussion group that met from late 1930 to the Spring of 1931 for the
purpose of pursuing the arguments of the Treatise on Money to their full
implications. Given her involvement with Keynes’s work, she was asked
to comment on the proofs of the General Theory. Keynes was also
supportive of her academic career and once stepped in to prevent others
from harming it. Their relationship also had its difficult moments when
she was defending Kalecki’s work against his criticism, but the
correspondence between them from the mid-1930s onwards shows that he
trusted her judgment and was appreciative of her work. After Keynes’s
death, she became the staunchest supporter of the Keynesian Revolution,
in particular against those she believed to be its “bastard progeny”.

The third section concerns what has been referred to in the literature as
the “return to Keynes” in the aftermath of the 2007-8 financial crisis.
After over twenty-five years of ostracism, spent extolling the efficiency of
free markets and running econometric tests to prove that economic policies
are either ineffectual or even irrelevant, there has been an upsurge in the
wave of references to Keynes in the media. Although this has not been
reflected on the academic scene, still dominated by the macroeconomics of
anti- or pre-Keynesian inspiration that took hold between the 1970s and
1980s, the return to Keynes is certainly welcome. This is the subject of
Chapter 10.

While today’s world is very different from that of twenty — let alone
eighty — years ago, there are notable similarities between the Great
Depression of the 1930s — Keynes’s world — and our contemporary crisis.
A corresponding similarity is to be seen between the economic theory
prevailing before Keynes’s times and that of our own times. There are at
least two reasons why the ideas put forward by Keynes in the 1930s are
still relevant to the world of today. The first, and perhaps the most
important, is the global recession which has dragged on since 2008-9 and
even now is showing only a few timid signs of letting up, forcefully
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reminding us of the events which prompted Keynes to search out solutions
to mass unemployment and economic disruption. The second is the still
pervasive free-market ideology that inspired the policies and behaviour
that played no small part in fuelling the crisis. The traditional remedies to
cure the 1930s recession — reliance on market mechanisms and balancing
the budget — have been resurrected in the present times, and while
criticism of the austerity policies is gaining momentum Keynes’s
arguments still fail to be widely and fully accepted. (Marcuzzo 2017).

The other chapters in this section look at particular instances of the
situation described above. Chapter 8 takes the points made by Keynes in
his Economic Consequences of the Peace as a springboard to analyse the
event which precipitated the financial crisis, namely the failure to save
Lehman Brothers. Chapter 9 and Chapter 11 address two related topics,
which are central to Keynesian economics: the welfare state and the
multiplier. Chapter 9 traces the origin of Keynes’s involvement in
Beveridge’s bold reform programme and explores the nature of their
relationship, after an initial difficulty on Beveridge’s part in coming to
grips with the message of the General Theory. Chapter 11 tackles the issue
of what has happened to the estimates of the multiplier over the years and
argues that different types of models will deliver fiscal multipliers of
almost any magnitude, depending on the underlying parameter values and
assumptions regarding monetary policy reaction functions and so forth.
Particular attention focuses on the case when the multiplier “does not
multiply” i.e. when consumption is modelled on individual maximising
behaviour, over an infinite time horizon and with perfect foresight,
relegating real income as a determinant of aggregate consumption — which
was Keynes’s main concern — to a negligible role.

The final section reviews Keynes’s multifarious activities as
institutional and personal investor, speculator on his own account in
stocks, commodities and derivatives and innovator in proposing a reform
of the commodity markets.

Keynes was a trader in the commodity markets from 1921 to 1939,
when foreign trading was suspended because of the war; from then on he
regarded these markets from the point of view of a regulator, putting
forward a Buffer Stocks scheme to curb the volatility of commodity
prices; this would represent part of his more general proposals to stabilize
the international monetary system and foster general growth and
prosperity.

Chapter 12 traces the evolution of his ideas on this matter, developed
on the basis of his intimate knowledge of primary commodity markets and
his practice as an active player on them. It presents some findings on his
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speculative activity in the futures market in particular, looking into his
trading behaviour in wheat in the mid-1930s. Notwithstanding some
limited success, several losses and the difficulty of getting the timing right
in buying and selling might have led Keynes to believe that the futures
markets were not sufficient to contain price oscillations, with sudden and
dire consequences for consumers and producers alike. Chapter 13
examines Keynes’s proposals, the so-called Commodity Control, of which
nine different versions were drafted between January 1942 and February
1943, and comparing it with the modifications introduced by Kahn in the
early 1950s. Chapter 14 focus more in detail on Keynes’s speculative
activity in metals, through the means of options, the most common
derivatives in his times.

Chapter 15 concludes with an overview of Keynes’s investment
philosophy; it is argued there that as an investor and speculator Keynes
was an exceptionally gifted trader, not because of the gains he made in the
Stock Exchange, which were not as substantial as commonly believed, but
by virtue of his profound grasp of the fundamentals underlying
commodities, shares and currencies. He showed great ability in gauging
the direction of prices, although he did not always get the timing right. He
never ceased to gather information on the underlying forces driving prices,
and remained first and foremost an economist who based his trading
decisions on his professional knowledge. While he became increasingly
concerned with the role of market sentiment, conventions and herd
behaviour, and in his mature thinking granted that the success of the
speculator might rest on the ability to interpret market sentiment, this was
never the guiding principle for Keynes’s own behaviour as an investor. He
trusted, rather, informed opinion on relevant data and, above all, his own
individual judgment. He never lost sight of the complexity of the factors
behind the surface of price changes; while he progressively lost confidence
in the ability to predict their course in the short run, he remained confident
that study of the fundamentals of the economy and of what underlies the
individual asset would provide a reasonable basis for rational and, in the
long run at least, successful choice (Marcuzzo 2018).

This collection is the outcome of more than 30 years of work on
Keynes and Keynesian economics, a process that I have thoroughly
enjoyed. I would dearly like to transmit the same pleasure to my readers,
and if I do not succeed it will be my fault, not Keynes’s.
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CHAPTER ONE

THE GENERAL THEORY
IN KEYNES’S BIOGRAPHIES

MARIA CRISTINA MARCUZZO

It may both be true that many things said by Keynes [in the General
Theory] had been said, or could have been said, in the old terminology, and
that his scheme has temped its users into certain errors, and yet remain also
true that, on the whole and on balance, his scheme is far superior.

(Harrod 1951: 465)

I must remind the reader that the book is probably the least clear of
Keynes’s contribution to economics.
(Moggridge 1992: 557)

There are many different ways of telling the story of the General Theory of
Employment, Interest and Money, and many different stories to be told
about it.

(Skidelsky 1992: 537)

1. Premise

It is perhaps fitting to mark the 70th anniversary of the General Theory
(GT)" with an assessment of what we have learned about this work from

! In 2006 a number of events were held to celebrate the anniversary of the General
Theory and commemorate Keynes’s death ten years later; this burst of activity took
a heavy toll on scholars who had perhaps too readily accepted the invitation to take
part in them, untroubled by the danger of repetitions and overlapping in what they
had to say. This was certainly my case, as I later discovered that by taking part in
these celebrations I had committed myself to writing three chapters on Keynes in a
very short period of time. I have tried my best to make this chapter a complement
to rather than a substitute for the other two companion pieces (Marcuzzo 2006;
2008).
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the vast research undertaken by three biographers of Keynes whose
researches on his papers and correspondence mark them out among
scholars for their extraordinary scope and thoroughness. I will compare the
analysis of the GT in Keynes’s three major biographies (Harrod 1951;
Moggridge 1992; Skidelsky 1992) in order to assess the views presented
there on the genesis of the book, the development of its main ideas and the
various “versions” which have been produced ever since. Once set in the
context of Keynes’s life, does the book prove more intelligible, and if so,
in what respects? Can we detect different interpretations of its meaning
and significance? On posing these questions and comparing these three
biographers’ approaches to the subject matter, one should bear in mind
that Harrod holds a peculiar position among the three. On the one hand he
knew Keynes and participated in the process which led to the General
Theory (he was also one of the people Keynes entrusted the proofreading
to), while on the other hand he could not have full command of the
Keynes’s papers, most of which were still uncatalogued and unpublished
when he set about writing the biography. Moggridge, of course, enjoyed a
very different position since, in his capacity as editor of the Collected
Writings of J.M. Keynes (CWK), he was responsible for much of dating
and ordering of the relevant papers, letters and manuscripts. Skidelsky, on
the other hand, while claiming that his purpose was to “rescue Keynes
from the economists”, dedicated considerably more pages to the GT than
the other two biographers,” although largely taken up with the reactions to
the book and the criticism it came in for.

In comparing and assessing the biographers’ narratives, I divide my
account into three sections thus: 2. Origin and purpose; 3. Development
and influences and 4. Interpretations and controversies. In the final section
I draw some conclusions.

2. Origin and Purpose

All three biographers agree that the origin of the GT is to be found in
Keynes’s dissatisfaction with his Treatise on Money, coupled with an urge
to find remedies to the worldwide high level of unemployment. However,
they stress different aspects in the scenario against which the book is set
and should be placed.

Harrod draws attention to the readership the book targeted: “His aim
[...] was to convert his professional colleagues. He judged that a direct

2 In Moggridge the GT is covered in two chapters amounting to 53 pages, while the
two chapters devoted to it in Skidelsky come to 87 pages.
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appeal to the people would be in vain, unless it could be reinforced by the
majority of economists speaking with one voice” (Harrod 1951: 461). In
this respect, the GT is presented as a work of persuasion, like many others
by Keynes, but with a particular public in mind. Harrod’s characterization
is indeed borne out by Keynes’s warnings in the final pages of the book
against being “slaves of some defunct economist” or the danger of
“gradual encroachment of ideas” (CWK VII: 383).

Who were the “professional colleagues” he was intent on converting?
Certainly D.H. Robertson and F.A Hayek, who — if judged against their
review of the Treatise on Money — had proved to him that they “had not in
the least understood what he had tried to say” (Harrod 1951: 435), but also
A.C. Pigou, L. Robbins and H. Henderson, the professional economists,
the representatives of “sound principles” (Mini 1996: 331) with whom
Keynes was in constant contact.

According to Harrod the support Keynes was receiving from his
closest (and younger) colleagues, R.F. Kahn and J. Robinson, sharpened
the contrast with the economists who failed to see what he was getting at,
despite his efforts to impress his meaning on them. Perhaps after all they
were hardly to be blamed, one could argue, since he was breaking new
ground and “raising a dust” (CWK XIII: 548). We know that Harrod, too,
from the very outset, when the writing of the GT was still being written,
was very critical of Keynes’s insistence on emphasizing differences
between his approach and what he labelled “classical thought”. In his
biography he volunteers an explanation of Keynes’s irreverence towards
the established view, as a psychological reaction “to the frustrations he had
felt, and was still feeling, as the result of the persistent tendency to ignore
what was novel in his contribution” (Harrod 1951: 451).

By “classics” Keynes meant the tradition stemming from Marshall,
including that inheritance from British Political Economy which had been
filtered into it; this tradition was embodied in the work and teaching of
Pigou and Robertson and most of Keynes’s colleagues at his Faculty in
Cambridge. Keynes was exposed to the views of his fellow economists
also in his capacity as editor of the Economic Journal, Secretary of the
Royal Economic Society and in his multifarious academic and non-
academic endeavours. Most aptly it has been said that

Keynes was an educator. His classroom was England and the world, and
his tools were the newspaper article, the pamphlet, the letter to The Times,
the radiobroadcast, the committee testimony and, occasionally, the
technical books and journal articles addressed to economists. In pursuit of
this mission, he gained knowledge by participating in economic
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committees, by questioning those in authority, by partying and conferring
with statesmen, bankers, politicians and those “in the know”.
(Mini 1995: 49)

He was well acquainted with the ethos of the profession and in
disagreement with most of it, especially in the late 1920s and early 1930
when important issues, such as rationalization of the cotton industry, trade
and exchange rate policy and remedies for unemployment were being
debated. His censured the majority of the economic profession for their
inability to change habits of mind which, when added to the “habits and
instincts of the ordinary man, bred into him for countless generations”
(CWK IX: 327), made engagement in experiments conducive to practical
results even more difficult.

Economists did not enjoy top ranking in Keynes’s scale of values and
appreciation,” but to persuade them he had to meet them on their own
ground. The sense of frustration Keynes was experiencing is borne out in
many instances during the drafting of the GT and in the aftermath, offering
some support for Harrod’s interpretation. A famous letter to Lydia, in
October 1933, gives us a glimpse into Keynes’s state of chagrin: “Are all
the economists mad except Alexander [R.F. Kahn] and me? It seems to me
s0, yet it can’t be true” (quoted in Moggridge 1992: 566).

For his part, Skidelsky insists on another of Keynes’s main concerns,
namely the threat facing civilization, i.e. freedom and democracy, with the
rise of the two totalitarianisms of the 1930s: “The General Theory was
projected against the background not just of the world depression, but of
its political and social repercussions: specifically, the spread of
communism and fascism” (Skidelsky 1992: 440). There is no doubt that in
the 1930s Keynes was shocked at the discovery that many of his friends
were turning to Marx, and that on many occasions he voiced his aversion
to Marx and his economic theory. His opposition to fascism is equally
beyond question; the Preface to the German edition of the GT cannot be
interpreted as implicit support of the Nazi economic experiment (Schefold
1980). Still, it is difficult to assess how strongly he felt the seriousness of
the threat and to what extent he was endeavouring to get through to a
readership that was politically committed to a totalitarian creed.

3 See Keynes’s often quoted remark: “The study of economics does not seem to
require any specialised gifts of an unusually high order. Is it not, intellectually
regarded, a very easy subject compared with the higher branch of philosophy and
pure science? Yes good, or even competent, economists are the rarest of birds. An
easy subject at which very few excel” (CWK X: 173).
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Certainly, in the book he praised the advantages and virtues of
capitalist individualism:

The authoritarian state system of today seem to solve the problem of
unemployment at the expense of efficiency and of freedom [...] it may be
possible by a right analysis of the problem to cure the disecase whilst
preserving efficiency and freedom.

(CWK VII: 381)

However there are passages in which individualism is portrayed as the
culprit of many failures in market economies,® so perhaps it was in the
realm of economic, moral and civil liberties, that Keynes was pursuing his
agenda, in many respects at variance with traditional liberal stances (see
Dostaler 1998; Vercelli 2010). The threat was not only the dangers of
advancing totalitarianisms, but also those deriving from excessive much
reliance on the market system. While Keynesian policies are wrongly
characterized as synonymous with government intervention, his cure of
“socializing investment” to sustain aggregate demand can rightly be
adduced as evidence of his mistrust of market mechanisms (Bateman
2006). How much antiliberal politics and how much anti laissez-faire
economics 1s behind the GT is perhaps still an open question.

Moggridge, on the other hand, draws attention to Keynes’s deep dislike
of those premises in economics which are found out to be false or ill-
conceived: “[his] emphasis on assumptions or premises also provides a
large part of the explanation of why he abandoned his Treatise on Money
so quickly” (Moggridge 1992: 555). Indeed many instances can be found
in the GT of Keynes’s argumentative logic against “the classical theory”
based on the accusation of holding “tacit assumptions [that] are seldom or
never satisfied” (CWK VII: 378) such as the “illicit assumption” that “the
wage bargain determines the real wage” (ibid.: 13) or their “fallaciously
supposing” that an act of individual saving leads to an act of investment
(ibid.: 21). This aversion to false premises applied to his own theory as
well, and this may explain why Keynes was at times found to be
inconsistent with his previously held views.

What, then, was so wrong with the assumptions of the Treatise that
Keynes, within a year of its publication, felt he had to abandon them? I
have argued elsewhere (Marcuzzo 2002a) that basically he had misgivings
about the Fundamental Equations, i.e. the assumed independence of the

4 See for instance what he wrote in 1933: “The decadent international but
individualistic capitalism, in the hands of which we found ourselves after the War,
is not a success. It is not intelligent, it is not beautiful, it is not just, it is not
virtuous — and it doesn’t deliver the goods” (CWK XXI: 239).
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price level of consumption goods from that of investment goods, which
came under fire both from his opponents (Pigou and Robertson) and from
his closer associates (Kahn and Sraffa). However, astonishing as his
readiness was to accept the need to revise his assumptions (and eventually
to discard the Fundamental Equations), in the end he could not resist
presenting his new book as a “natural evolution” in his line of thought
(CWK VII: xxii).

He laboured to make his former approach appear compatible with the
latter and was always careful to indicate where exactly his new argument
departed from the old. First, there was the change in the definition of
income (ibid.: 61); second, there was a new mechanism for output
adjustment (ibid.: 77); and third there was determination of the
equilibrium level of output at less than full employment (ibid.: 77-8).
Thus, reinterpreting his former approach based on the Fundamental
Equations in the light of the latter, based on Effective Demand, Keynes
claimed to have established compatibility between his two books (see
Marcuzzo 2002a). Moggridge argues that “one should accept Keynes’s
retrospective account of how he came to his conclusions” (Moggridge
1992: 559). However, I feel that in the case of these two books he was
stretching the continuity of his approach a bit too far.

3. Development and Influences

Thanks to his editorship of Keynes’s Collected Writings, Moggridge was
better placed to provide the most detailed account of the development of
Keynes’s ideas towards the GT and trace out the stages through which
concepts and argument took various forms and final shape. His narrative is
extremely accurate and well grounded on evidence coming from drafts,
correspondence, table of contents and lecture notes, only a part of which is
published in vols. XIII and XXIX of the Collected Writings. There are
alternative reconstructions — as found in the literature (see Patinkin 1973,
1996) — but Moggridge’s is to be considered the benchmark chronology.
The five years spanning from the publication of the Treatise to that of
the General Theory, can be divided into three time-legs. The first dates
from comments and criticism on the 7Treatise (autumn 1930) to the early
material for the new book and lectures (spring 1932). The second spans
from the Easter Term 1932 lectures, which were attended by members of
the “Circus”, to the summer 1933, when the writing of the new book was
well under way. The final stage runs from the 1933 Michaelmas Term
lectures and the contemporary fragments of versions of the G7, when the
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principle of effective demand was clearly expounded, to the final touches
to the proofs in December 1935.

Disagreement among scholars about the development of Keynes’s
ideas towards the GT, can be grouped into two headings, namely the list of
steps leading to it and the evidence agreed upon to support it. Perhaps the
issue which has attracted more attention is when Keynes arrived at the
formulation of the principle of effective demand. Most commentators
(Dimand 1988: 167; Moggridge 1992: 562; Patinkin 1993: 656) agree that
by Michaelmas term 1933 the conception of effective demand had been
accomplished; more disputed is whether the supporting argument, namely
that a change in investment causes a change in saving, was present even in
the 1932 drafts. For instance, Moggridge’s dating of these fragments was
questioned by Patinkin (1975; 1993) on the grounds that description of the
equilibrating role of changes in output does not appear in the November
1932 lecture notes (Rymes 1989). I have argued elsewhere (Marcuzzo
2002b) that I have not found enough evidence to support Patinkin’s claim.

Skidelsky’s account follows the same line as Moggridge’s, but he
makes an important methodological point in passing:

[the] scholarly obsession with timetabling the flow of intellectual invention
[...] also reflects an agenda which is not historiographical or
methodological. Involved are the linked questions of the relative value of
Treatise and the General Theory and the whole corpus of Keynes’s
writings; the relationship between Keynes’s work and that of the other
monetary economists of his day; and what the “main point” of the General
Theory was.

(Skidelsky 1992: 444-5)

In fact, when it comes to tracing out the influence of his fellow economists
in the process which led Keynes toward the G7, nuances in the accepted
chronology become marked historiographical differences. Skidelsky, like
Harrod,” plays down the importance of the Circus® and gives more credit
to Kahn and Hawtrey. Moggridge, on the contrary, takes the view that:

3 “[I]n the writing of the book itself, his main pillar of support was Mr. Richard
Kahn” (Harrod 1951: 451).

8 «“Despite much ‘pooled memory” to the contrary, the Circus seems to have played
a relatively minor part in the development of the General Theory [...] the most
important effect of the Circus discussion was to reinforce the impetus Hawtrey
gave Keynes to working out a short-period theory of output [...] much more
important than Circus’s collective contribution to Keynes’s progress was Kahn’s
personal contribution” (Skidelsky 1992: 447).
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Kahn certainly deserves Keynes’s glowing acknowledgement in the
Preface to the General Theory. Yet the surviving materials show that
Keynes was in control. He chose the destination and the main route. His
colleagues and collaborators tried to keep him from unnecessary logs, and
to improve his sketch map for his successors — but not always successfully.

(Moggridge 1992: 569-70)

Harrod’s narrative is intertwined with autobiographic threads, since he was
directly involved in the process of commenting on the G7, from the early
stages through the proofs. “My main endeavour” — he claims — “was to
mitigate his attack on the ‘classical’ school [...] [in particular] in regard to
his allegation that the traditional theory of interest did not make sense”
(Harrod 1951: 453). In the biography he defends the point which he had
made at the time, namely that Keynes was “in some confusion about what
the classical position really was” and that he claimed “for his definition of
the marginal efficiency of capital more originality than can be accorded to
it” (ibid.).

There are two questions here. The first is how accurately the
biographer — who happens to be contemporary with his subject — is able to
recount the process of development of ideas at the time and to assess the
nature of his own contribution; the second is whether his argument about
Keynes’ theory of interest rate stands up to criticism.” On these two issues,
the literature provides us with a good deal of evidence. Daniele Besomi
has convincingly argued that Harrod’s role as commentator upon the G7 in
the making, if judged against the extant correspondence, shows that “at
several crucial stages in the evolution of Keynes’s thought Harrod was
unaware of the developments taking place” (Besomi 2005: 92). Moreover,
the exchange they had between June and September 1935 on the proofs
“bear witness to the incompatibility of their viewpoints” (ibid.: 98), both
in terms of methodology and substantive issues.

On the question of the rate of interest, there is no agreement in the
literature as to whether Keynes had entirely freed himself from the basic
marginalist ideas about the decreasing ordering of investment projects
because of diminishing returns and the inverse relationship between
investment and interest rate.® It seems to me that Harrod acknowledges

7 One reviewer of Harrod’s biography acutely remarked that one has “to
disentangle three things: (1) Harrod’s account of Keynes’ economics; Harrod’s
own recent economics; and Keynes account of Keynes’s economics” (Wright
1952: 392).

8 Pasinetti (1977: 60) argues that the ordering of investment projects cannot be
assimilated to the marginal reasoning of neoclassical vintage, being closer to the
Ricardian principles of ordering of land on the basis of degree of fertility; on the
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“the importance of expectations in this connection” (Harrod 1951: 453),
but he misses Keynes’s point about the “conventional” nature of the
interest rate which qualifies it as a monetary phenomenon, unlike the
classical theory which anchors it to the productivity of capital.

Moggridge does not address this issue — simply noting that by 1933
Keynes “had the glimmerings of the marginal efficiency of capital, as
distinguished from marginal productivity of capital” (Moggridge 1992:
561); Skidelsky devotes quite a few pages to the topic, concluding that
“The fundamental unity between Keynes’s liquidity-preference theory of
interest and the rest of his ideas in the General Theory lies at the
instinctive, or visionary level” (Skidelsky 1992: 563). Thus, against
conceptual difficulties, interpretation of the theory shifts towards
interpretation of the man, which is not an uncommon outcome in
biographies.

4. Interpretations and Controversies

The underlying ambition which I found common to Harrod, Moggridge
and Skidelsky (and perhaps to any biographer) is to find a key to Keynes’s
mind and understand how it worked. In doing so, they came to stress
different qualities of his intellect and personality both in general and in the
GT in particular.

Harrod’s point is Keynes’s consistency. “1 detect” — he wrote — “a most
remarkable consistency in the development of his theories and practical
proposals, from his early studies in the Indian currency to the General
Theory” (Harrod 1951: 467). Consistency here is seen as a feature of
Keynes ever ready to change ideas, in the pursuit of truth, to open up new
paths, to give himself up to new discoveries.” Many words are spent
defending Keynes from the charge of being inconsistent throughout his
work and in his policy promoting. Moreover, Harrod seems to be
interpreting consistency as continuity, thus embracing the thesis which
lately has gained a lot of favour in the literature (see Davis 1994), when he
states that “the careful student is able to trace a natural evolution of ideas

contrary, Bonifati and Vianello (1998: 103) argue that Keynes remains faithful to
the marginalist tradition according to which as the rate of interest decreases more
capital — intensive production processes are adopted as an effect of the “scarcity”
principle.

? “There is little doubt that he would not have rested content in the position that he
had achieved in 1935 anymore than Ricardo, whose mind was also continually
moving forward, would have rested content with the last edition of the Principles”
(Harrod 1951: 473).

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

The General Theory in Keynes’s Biographies 17

from his early writings to the great system set out in the General Theory”.
No clues, however, are given to the reader about the elements which could
be brought in to confirm or disconfirm the “continuity” thesis.

Moggridge lays great emphasis on Keynes’s intuition in general, and
specifically on working out the GT: “in the development of particular
ideas for the General Theory it is clear that he had intuitively grasped the
essentials of many of them quite early” (Moggridge 1992: 552).
Moggridge insists that for Keynes “intuition ran ahead of analysis”, and
that for him economics required “appeal to intuitions”, not proofs as in
mathematics, alluding here to the wider issue of the methodological
differences in natural and moral sciences to which Keynes attached great
importance.

In the same vein, but in a slightly different sense, Skidelsky points out
to the artistic aspect of Keynes, in particular as far as the GT is concerned;
he described it as a “work of art and imagination as well as economic logic
[...] an invitation to thought rather than a machine for solving crises”
(Skidelsky 1992: 538).

These differences in characterizing Keynes’s intellect add to their
shared belief that the driving force behind it was an urge to persuade and a
deep involvement in policy-making."’ In a related chapter (Marcuzzo
2008), I examined the central role of persuasion in Keynes’s work as a
means to change the environment within which individuals operate — so
that moral and rational motives become the spring of action of the
collectivity as a whole — and to induce behaviour to conform to goals that
were attainable only by moving beyond individualistic motivation or
utilitarian calculation. As Samuel Brittan aptly noted, Keynes “never lost
hope that morality and permeation of ideas could be relied upon to
disseminate enlighten thinking after, at worst, a lag of generation” (Brittan
2006: 182).

There is no doubt that the GT is better portrayed as a study in
persuasion rather than in policy making, offering a set of recipes or rules
to be followed in all circumstances. Skidelsky warns against the dangers of
“reading off Keynesian policy prescriptions from a single book”
(Skidelsky 1992: 319) and in particular the misreading of the GT as a
eulogy of fiscal policy. He argues, however, that notwithstanding
Keynes’s own resistance to “premature formalisation of his theory [...] the
reduction of theory to model was inseparable from its triumph as a tool of
policy” (ibid.: 548).

10 «“Keynes was passionately concerned with policy; so were most of those who
took up the General Theory” (Skidelsky 1992: 617).
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Harrod’s viewpoint on the role of models in economics was very far
from Keynes’s, as is borne out by the exchange they had on this matter
(see Besomi 2005). He does not attempt to present the main propositions
of the GT in model-like form and mentions only in passing that at the time
he had “supplied a diagram purporting to reconcile the classical theory
with [Keynes’s] theory” (Harrod 1951: 453). In a footnote, however, he
mentions his Econometrica article (Harrod 1937) said to be “a summary
account of the doctrines of the General Theory, for consideration by
professional economists” (Harrod 1951: 453).

Moggridge takes pains to present Keynes as not putting “great faith in
the simple-minded application of ideas from particular models”
(Moggridge 1992: 554), but does not commit himself to any
“interpretation” of the GT, thereby coming in for criticism from some
reviewers (see Dimand 1993; Blaug 1994). We have, however, other
sources to evaluate his position. Unlike the case of Harrod, with whom
Moggridge in very few cases disagrees over matters of facts and
interpretation — apart from the trenchant line in a footnote referring to
“Harrod’s general attempt to make Keynes’s views conform with it”
(Moggridge 1992: 573n) — he took issue with the way in which Skidelsky
dealt with many aspects of Keynes’s life and work in general and the GT
in particular (Moggridge 2002a; 2002b). The verdict is clear-cut:
“Skidelsky’s treatment of the General Theory is post-Keynesian” and
shows “a lack of engagement with the literature on nineteenth-century
economics” (Moggridge 2002a: 640, 642). Keynes — in Moggridge’s view
— was disposed to accept the formalisation of his theory “in terms of a
simple three-equation, two identity model” as formulated on more or less
similar lines by Hicks, Lange, Reddaway, Champernowne, Harrod, Meade
and Lerner (Moggridge 2002a: 641). This assertion has him siding more
with Harrod than with the Post-Keynesians (and Kahn and Joan Robinson
for that matter) in not rescuing the G7 from its subsequent developments.

Finally, Moggridge claims that “Skidelsky has been overly
preoccupied” (Moggridge 2002a: 653) with Harrod’s biography, implying
perhaps that he was not preoccupied with his. In fact, there are not many
“Moggridge” entries in the index to the three volumes by Skidelsky and I
am not aware that Skidelsky responded to Moggridge’s criticism of his
trilogy. On the contrary, an entire section in the last chapter of the third
volume by Skidelsky (2000) is devoted to Harrod’s biography and how it
was received at the time of its publication, with no comments,
unfortunately, on Harrod’s analysis of the GT.
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5. Some Concluding Remarks

We have seen that there are many layers in the readings of the GT by
Keynes’s biographers, to which one could also add the various
assessments their accounts were received in the literature. All three
biographies prompted a great many reviews by professional economists
and historians, who naturally had critical remarks to make on some aspects
of them. Pollard (1994: 140—41) rightly points to the different evaluation
of the Treatise on Money vis-a-vis the GT in Skidelsky and Moggridge;
while the former maintains that Keynes’ “classical achievement” is the
1930 book, the latter gives the highest marks to the 1936 book. Laidler
(2002: 102) argues that “Skidelsky manages to place more emphasis on
the heterodox element in Keynes’ economic thought than the overall
record perhaps justifies”. Dimand (1993: 996) criticizes both Skidelsky
and Moggridge for not making “proper use” of Rymes (1989) as “rich
source of insights into the writings of the General Theory”, and argues that
in general Keynes’s most important book is not given the full treatment it
deserves in Moggridge’s biography. Also Blaug (1994: 1210) observes
that, surprisingly, Moggridge “declines to enter into a discussion of the
what-Keynes-really-meant literature”. Harcourt and Turnell (2005: 4937),
on the other hand, with reference to Skidelsky, claim that “Readers with
little or no prior knowledge of why the General Theory was so significant
[...] will go away with a clear idea of its momentous importance and
impact at the time it was written”.

It seems to me that, having compared the accounts of the GT in these
three biographies, we may conclude that they differ in some important
aspects. The first is what we can term their biographical style. Moggridge
is the professional historian of economic thought who is looking for
evidence, context, dating and, as it were, steps back from the tasks of both
textual exegesis and modelling. Skidelsky is more engaged in producing a
narrative which is historically accurate, but which also digs into the
personality of his author, searching for clues to access his inner feelings,
motivations and even unconscious drives. Harrod is the “official”
biographer, mindful of the responsibility of portraying his author
according to the sensibility of his time, but he is also the affectionate
admirer of the master who was his contemporary. The second aspect is
what we can call their expertise, or even comparative advantage, in
approaching the subject. Moggridge is the professional historian of
economic thought, knowledgeable about facts, circumstances and people,
who set up the necessary framework to place the GT within the
development of economics as a discipline. Harrod is the economist,
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engaged in his own research program which differed in scope and content
from Keynes’s, who is trying to convey the GT to a general public, but
bearing also in mind the professional reader. Skidelsky is the historian
with a superb command in story-telling, very versed in twentieth-century
British culture, who is attempting to give his readers a summary of the
book, taking care of its enduring fascination, the reactions it prompted and
the controversies it still produces.

It would be vain to conclude this comparison by giving marks to each
of the biographers in the attempt to establish which of them best
performed the task of presenting the G7 both to the practitioner of the
subject and to the layman. In an article of some years ago, Gerrard (1991:
286) argued that we should not be “worrying about the multiple
interpretations” of the GT since its continuing achievement consists
precisely in the “ability to generate a diversity of research program”.
Similarly, perhaps, we should have no worries about being confronted
with further attempts to frame the G7 within the life of John Maynard
Keynes'' as long as new material is brought to the fore. Changing readings
of the General Theory have always been monitored in the professional
literature (see recently Dimand 2010) either by reinstating what was
believed to be its true meaning and message, or by denouncing its
supposed failures and misgivings (see De Vroey 2004). The contribution
of biographers — to place the book in its context, both in the life of Keynes
and in his times — is not a minor task of scholarship, although not
exhaustive. This should also be kept under scrutiny, to monitor what needs
to be discarded or abandoned in their accounts. In the future additional
evidence from various people’s papers, correspondence and manuscripts
may turn up, supporting or disproving the present historical
reconstructions; in history, as in science, there are no results that cannot in
principle be revised.

The layers of interpretation of the book — the original text, Keynes’s
own account, the biographer’s story, and the heaps of reviews assessing
them all — thus make appraisal of it on the occasion of the 70th year since
publication a complicated, but no less intriguing and enticing undertaking.
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CHAPTER TWO

THE DEMISE OF THE QUANTITY
THEORY OF MONEY"

MARIA CRISTINA MARCUZZO

1. The Traditional View

During the 1960s a dramatic change occurred in the field of monetary
theory: the approach which held that the price level is determined by
aggregate demand and aggregate supply whereas the supply of liquid
resources, together with the schedule of liquidity preference, determine the
interest rate was successfully challenged. The traditional view prevailed
once again: the Quantity Theory of money regained the consensus of the
profession, the media and the political word.

It thus appears that the alternative approach to the Quantity Theory had
a very short spell in the history of economic thought; although there was a
stream of opponents to the Quantity Theory running from the early
mercantilists throughout the nineteenth century, it was only with the
General Theory that a true alternative to the Quantity Theory reasoning
was set out.

The Neoclassical synthesis incorporated the income-expenditure
adjustment mechanism and the liquidity preference approach within its
framework, but it was a weak defence against the assault of monetarism
and the New Classical macroeconomics.

" An earlier version of this paper was presented at the European Conference on
the History of Economics, Lisbon, 1996, and at the Annual Conference of
AISPE, Pisa, 1996, and at an ESHET Conference held in Milan in November
2001. I am grateful to the Provost and fellows of King’s College, Cambridge,
for permission to quote from unpublished letters by Joan Robinson and D.
Papineau for permission to quote from unpublished letters by Richard Kahn. I
am grateful to V. Chick, M. Lippi, A. Rosselli, C. Sardoni and F. Vianello for
helpful comments and suggestions.
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In the standard macro textbook of so-called Neo-Keynesian
orientation, an increase in the quantity of money, through its effect on
spending, causes an increase in output. However, this is only a short-run
effect; any increase in output beyond the natural or NAIRU level, brought
about by expansionary policies which entails an increase in the nominal
stock of money, keeps pushing wages and prices up until the ‘real’
quantity of money is back to its initial level. In the words of Dornbusch
and Fischer:

In the long run, once wages and prices have had time to adjust fully, the
model has the same predictions as the classical case [...] The difference is
only in the adjustment process. In the classical case a monetary expansion
leads immediately to an equiproportionate rise in prices with no real
expansion. Here, both output and prices rise in the short and medium term,
and only in the long run do we reach the classical case [...]. In the short
run the prediction of [the] model more closely resemble the Keynesian
case [...], and the more slowly that wages adjust to changes in
employment, the greater the resemblance.

(Dornbusch and Fisher 1990: 495)

In the end, rather than an alternative approach to price level determination,
the Keynesian approach appears as a complement to the Quantity Theory,
valid to explain short-term fluctuations in output and prices.

Of course this is not what Keynes must have meant when he wrote in
the Preface to the French edition of the General Theory, dated February
1939:

The following analysis registers my final escape from the confusions of the
Quantity Theory, which once entangled me. I regard the price level as a
whole as being determined in precisely the same way as individual prices;
that is to say, under the influence of supply and demand [...]. The quantity
of money determines the supply of liquid resources, and hence the rate of
interest [...]

(Keynes [1936] 1973: XxXiv—XXXV)

In fact, the demise of the Quantity Theory of Money took Keynes a long
way from his previous views.

In what follows I trace the development of this transition to an
alternative theory to price level determination based on aggregate demand
and aggregate supply. I argue that in the process which led to the new
formulation, Kahn’s construction of the aggregate supply curve, drawn in
the expected proceeds-aggregate output space, was an important step,
because it allowed for a straightforward derivation of the ‘level of prices’
as the ratio of expected proceeds to output. The generalized statement of
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the Quantity Theory presented by Keynes in chapter 21 of the General
Theory shows that an increase in prices — as a consequence of an increase
in the stock of money — occurs in very special conditions. On the contrary,
the Aggregate Demand and Aggregate Supply models, which became
popular in the 1990s misrepresent the point against the Quantity Theory
and thus facilitate its reinstatement as a general proposition.

2. Prelude

According to Kahn, “Keynes’ long struggle over a period of six years to
produce a version of the Treatise worthy of publication was directed partly
to an escape from the stranglehold of the Quantity Theory of Money in its
crude form." In the end Keynes was able to write that ‘The forms of the
Quantity Theory [...] on which we have all been brought up [...] are but ill
adapted for this purpose’ of exhibiting ‘the causal process by which the
price level is determined, and the method of transition from one position to
another’[...]” (Keynes [1930] 1971: 120).

“Nevertheless” — Kahn continues — “Keynes seems to have been so
much under the spell of the Quantity Theory that he could write about his
Fundamental Equations as though they were ‘versions’ of the Quantity
Theory” (Kahn 1984: 56).

In the Treatise the logic of the Quantity Theory is questioned on two
grounds:

1) the slowness of the adjustment required to bring about the final
equilibrium position renders it almost irrelevant as an explanation
of actual processes;

2) since “a change in the total quantity of money [...] is algebraically
consistent for a time with more than one set of consequences”
(Keynes [1930] 1971: 243), the Quantity Theory cannot be
interpreted as exhibiting a causal process.

The Treatise offers only the destruens pars of the criticism of the
Quantity Theory and Keynes was able to provide the alternative approach
only when he “succeeded in getting his theory of money, his theory of
wages and Kahn’s multiplier into a coherent system” (Robinson 1966:
viii). Moggridge dates Keynes’s first formulation of an alternative
explanation of determination of the level of output in the early 1933, but

" On Keynes’s own assessment of the relationship between the Treatise and the
General Theory, see Marcuzzo (2002a).

2 “[...] by early 1933 at the latest the basic output adjustment framework of the
General Theory was in place, as were the theory of liquidity preference and the
notion of the marginal efficiency of capital” (Moggridge 1992: 564-65). See
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Kahn claims that at the time Keynes had not yet have a clear picture of the
alternative approach.’

In fact, an argument similar to that presented in the Treatise is adopted
by Keynes in a letter to Dennis Robertson of May 3, 1933, to reject the
Quantity Theory:

In my present state of mind [...] I doubt that either version of the
Cambridge equation is of any serious utility, and I can’t remember that I
have ever come across a case of anyone ever using either of them for
practical purposes of interpretation [...]. One can of course write down
quite a number of equations of this type, stating the de facto relationship of
some one thing to some other. But are they of any use for causal
interpretation? All the versions of the Quantity Theory, which make no
distinction between swops and intermediate transactions and genuine
production-consumption transactions, seem to me to tell one nothing.
(Keynes 1979: 18)

We have then evidence that Keynes associated the theory of liquidity
preference with his earlier discussion in the Treatise,’ that the output
adjustment mechanism was discovered at beginning of 1933 and that by
Summer 1934 the main lines of the General Theory had become clear
(Marcuzzo 2002b). In the steps which led to an alternative to the Quantity
Theory, I will argue, Richard Kahn and Joan Robinson had an important
role.

3. The Aggregate Apply Function’

Keynes attributed the crucial element in the transition from the 7reatise to
the General Theory — adoption of the theory of aggregate demand and

Marcuzzo (2002b) for a review of the literature on the chronology of the General
Theory.

3 “By March 1934 clarity had been far from reached over the fundamental
definitions” (Kahn 1984: 114).

* Some commentators stressed the continuity between the Treatise and the General
Theory as far as the theory of liquidity preference is concerned. Patinkin points to
the instances in the General Theory where mention is explicitly made of the link
with the bull-bear discussion in the Treatise of the relationship between the three
motives in the demand for money (transactive, precautionary, speculative) in the
General Theory and the income-deposits, business deposits and savings deposits of
the Treatise (Patinkin 1993: 650). Trevithick maintains that “many of the
characteristic features of the theory of liquidity preference had been formulated in
A Treatise on Money” (Trevithick 1994: 82).

> This section is mainly drawn from Marcuzzo (1996a).
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aggregate supply to determine the short period level of prices — to the
approach taken by Kahn in his “multiplier article”:

[...] It was Mr. Kahn who first attacked the relation of the general level of
prices to wages in the same way as that in which that of particular prices
has always been handled, namely as a problem of demand and supply in
the short period rather than as a result to be derived from monetary factors.
(Keynes [1936] 1973: Appendix, 400, fn.)*

In his “multiplier” article, Kahn maintained that the determination of the
level of price and output of consumption goods cannot but be derived from
the theory of demand and supply. The aggregate supply curve of
consumption goods, just like the supply curve of a single commodity,
indicates the price necessary for each level of demand for consumption
goods for that quantity to be produced, the demand for consumption goods
being a function of total employment. Thus, the aggregate supply curve of
the consumption goods sector represents “all the situations in which the
price level is such as to confirm production and employment plans made
by the firms in this sector” (Dardi 1990: 8).

Following a change in employment (brought about by the building of
roads financed by the Government), we can study its effects on the prices
and output of consumption goods, in other words the increase in
production beyond the increase in investment, by observing the shape of
the supply curve of consumption goods.

Kahn’s construction of the aggregate supply curve is meant to solve
two problems:

(a) what the price must be in order that a given quantity of

consumption goods be produced;

(b) how much employment is generated by the increase in the quantity

of consumption goods which it is profitable to produce.

The answer to (a) depends on the assumed pattern of costs, the value
and pattern of the elasticity of demand, and the behaviour pattern assumed
to be followed by firms (profit maximization), while the answer to (b)
depends on hypotheses about labour productivity and money wages.

Once hypotheses are made on (a) and (b), we can calculate the increase
in price, output and employment, for any given increase in the primary
employment, which is of course the multiplier.

® The claim is substantiated by Kahn himself. In a letter to Patinkin of March 1974,
he described one of the main important results of the 1931 article as “Finally
disposing of the idea that the price level is determined by the quantity of money”
(Patinkin and Leith 1977: 147).
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The multiplier article can be seen then as the first step towards a theory
based on aggregate supply and demand curves, although its application is
limited here to the consumption goods sector. Extension of this analysis to
output as a whole is accomplished in the discussion of the aggregate
supply function as we find it in the lectures given by Kahn in Michaelmas
Term 1932, as recorded in the notes taken by Lorie Tarshis (Tarshis
1979).”

The starting point for the construction of the aggregate supply curve is
the same as in the multiplier article. The difference is that on the vertical
axis we now have the expected proceeds necessary to induce entrepreneurs
to produce a given output, while in the horizontal axis we have the level of
output so that the question — what the price must be — is substituted by
what the proceeds must be, in order that a given quantity be produced.

To derive the aggregate supply curve, we start from determination of
the supply curve of each level of output for a single firm. The supply price
answers the question: given marginal and average costs, associated with a
given level of output, O;, what the price must be in order that the firm that
maximizes its profits be willing to produce precisely that level of output?

The level of output, 0;, will be produced only if profits are at a
maximum; that is to say, only if in O; marginal revenue equals marginal
cost.® Thus, on the basis of the well known relationship between price and
marginal revenue, for a given elasticity of demand measured at O;, the

supply price, p;, is:

k
= (g Me

where k = elasticity of demand and MC;, = marginal costs at O;. The
supply curve is then given by,

k
Z(0) =p;0; = (m) MC;0;
It is worth noting that the above is a general formulation, which does not
require special assumptions about market form or the shape of the
marginal cost curve. Specific assumptions are reflected in the shape of the
supply curve and in the value of its elasticity.

7 An outline of Kahn’s lecture notes can be found in Kahn’s papers, King’s
College Cambridge (henceforth RFK, followed by the catalogue number),
RFK 4/15/4-14.

8 In addition the price must be at least as high as the variable unit cost, otherwise
the entrepreneur would earn more (or, in this instance, lose less) by suspending
production.
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The aggregation problem is “solved” by assuming that, for any given
level of output, the distribution among firms of their individual share is
known. The aggregate level of output, O, is then:

m
2.0
=1

m = number of firms; 0/= output produced by the jth firm.

The total output of the economy is measured by a production index; to
avoid double counting, intermediate products are of course subtracted
from the total production, so that a measure in terms of value added is
obtained.

The importance of the aggregate supply curve, drawn in the expected
proceeds-aggregate output space, is that derivation from it of the “level of
prices” is straightforward: for each level of output, it is given by the ratio
of expected proceeds to output. This means that the level of price can be
determined by the same forces as the level of output and not by the
quantity of money.

What Kahn had achieved turned out to be an important step in the
development of Keynesian ideas, as Joan Robinson reminded us years
later: “A short period supply curve relating the level of money prices to
the level of activity (at given money-wages rates) led straight from
Marshall to the General Theory.” (Robinson 1969: 582).

The point can not have been fully understood even by the closest
among Keynes’s associates, if in October 1934, Kahn felt the need to
explain it to Harrod:

To my mind it is the most complete nonsense to suppose that the ideal
behaviour of banks can be framed in terms of any propositions involving
level of prices. How prices behave depends on how wage behave, and that
in turn depends on how Trade Unions behave [...]. In short, I do not think
in terms of money and prices. In the view of Keynes and his followers the
Theory of Money has ceased to exist. Though of course that is an
exaggeration (it is the quantity of money which determines the rate of
interest), but the exaggeration is a pardonable one.’

4. The “Quantity Equation for Hairpins”

The question also arises of the role Joan Robinson played in facilitating
Keynes’s progress towards the new formulation, bearing in mind of course

? Letter of Oct. 22, 1934, quoted in Besomi (1999: 46).
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her close friendship and collaboration with Richard Kahn (Marcuzzo
2001).

Kahn left for America in December 1932. The correspondence with
Keynes is particularly interesting where Kahn gives his opinion on the
dominant influence of the Quantity Theory of Money in the United States.
For instance he wrote to Keynes: “I am thinking that the only way to save
humanity is to lead a campaign against the Quantity Theory”
(JMK L/K: 36)." And in a paper he read to the Political Economy Club
when he came back after four months, he added: “the scourge which goes
by the name of the Quantity Theory of Money has swept the country”
(RFK 3/18/3/15); “my visit to the United States inclines me to ascribe
most of the ills of the world to the Quantity Theory of Money”
(RFK 3/18/3/16).

The issues addressed in correspondence with Joan Robinson were
mainly raised by their joint proof reading of the Economics of Imperfect
Competition (Marcuzzo 1996a), but the questions debated in the previous
year in the Circus also were discussed. Early in January 1933, Joan
Robinson read Kahn’s draft of his book on the Economics of the Short
Period and naturally she was looking into Kahn’s and Keynes’s works,
with those questions in mind. She wrote to Kahn on January 31, 1933:

I am beginning to have doubt about Maynard’s long period equilibrium
with underemployment. Wouldn’t it lead to a fall in money wages? i.e. it
isn’t really equilibrium. For it can’t be said to be in equilibrium with the
price level tending towards O.

(RFK 13/90/1/85)

On March 2, 1933, he replied to her:

Naturally, you cannot raise the point, but if Maynard hints that he would
like you to look at his stuff, I do wish you would. I must confess that [ am
a bit appalled at the prospect of having the sole responsibility thrust on to
me after my return.

(RFK 13/90/1/163)"

19 MK stands for J.M. Keynes papers, King’s College, Cambridge.

""" A year and half later, when the building blocks of the General Theory were
firmly laid out, Joan Robinson was so confident in her role that she could write to
Kahn: “[...] of course I am absolutely full of views about the Treatise. Would
Maynard like me to write him a Preface for the new work showing in what respects
his ideas have altered?” (letter of Sept. 5, 1934; RFK 13/90/2/95). In fact, it was
during that summer that a change occurred in the personal relationship between
Keynes and Joan Robinson. She wrote to Kahn on Aug. 15, 1934: “[...] I see
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Joan Robinson’s contribution to the transition from the argument of the
Treatise to that of the General Theory is contained in an article — “The
Theory of Money and the Analysis of Output”, published in the first issue
of the Review of Economic Studies in 1933 — where she gives an outline of
Keynes’s theory “as far as it had got in 1933” (Robinson 1951: viii). She
later described it as a “kind of interim report, which clears the ground for
the new theory but does not supply it” (Robinson 1966: viii).

The paper must have been written when Kahn was in America as we
gather from his reaction in a letter to her of 20 March 1933:

Gifford also showed me your thing on the Theory of Money. I do think it
ought to be published, but I suppose it can’t be. It would be awfully
illuminating to all those who live in darkness, and it is well done.

(RFK 13/90/1/200)"?

The point of the article is to show that the aggregate supply and aggregate
demand apparatus can be employed to determine the equilibrium level of
output. Only if the supply of goods is perfectly inelastic will an increase in
the quantity of money result in an increase in prices. But, if over a certain
range the supply of goods is perfectly elastic, “a rise or fall in demand for
goods [...] will be met by an increase or decrease in output without any
changes in prices” (Robinson 1951: 56).

Joan Robinson goes as far as arguing that in fact the theory set out in
the Treatise is concerned with determination of the level of output rather
than the level of prices, and that Keynes failed in that book “to realize the
nature of the revolution that he was carrying through” (Robinson 1951:
595).

The article contains an attack on the Quantity Theory of Money
described as a tautology, “devoid of causal significance” (Robinson 1951:
55). The point is illustrated by what Joan Robinson refers to as Kahn’s
“Quantity Equation for Hairpins”." It is worth quoting the relevant
passage in full:

Maynard signed ‘yours faithfully’ in type and crossed it out in ink so I can’t really
complain” (RFK 13/90/2/40).

12 Charles Gifford was the student who used the marginal revenue curve in one of
his essay for Austin Robinson, thus arousing the interest of Joan Robinson and
Richard Kahn who then started their joint work on imperfect competition. See
Marcuzzo (1994; 2001).

3 Among Kahn’s papers a handwritten document, containing the notes of the
lecture which Kahn gave to Graduate Club in Chicago in January 1933, has been
found where the Quantity Equation for Hairpins is set out. See RFK papers, file
4/17. Also Dardi (1994: 91) agrees that the “quantity theory for hairpins” testifies
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Let P be the proportion of women with long hair, and T the total number of

women. Let % be the daily loss of hairpins by each and M the daily output

of hairpins. Then M = gand MV = PT. Now suppose that the Pope,
regarding bobbed hair as contrary to goods morals, wishes to increase the
proportion of long-haired women in the population, and asks a student of
economics what he has best do. The student sets out Mr. Kahn’s equation,
and explains it to the Pope. “All you need do”, he says, “is to increase M,
the daily output of hairpins (for instance, you might give a subsidy to the
factories) and the number of long-haired women is bound to increase”. The
Pope is not quite convinced. “Or, of course”, the student adds, “if you
could persuade the long-haired women to be less careless, V would
increase, and the effect would be the same as though the output of hairpins
had increased”.

The parable reiterates the criticism of the Quantity Theory of Money
according to the argument set out in the 7reatise, but hints at an alternative
explanation where the direction of cause and effect between money and
prices is reversed.'* What of course the article does not provide is the
framework in which the different elements of the new theory — the
liquidity preference, the output-adjustment mechanism and the wage
theory — fit logically together. For this we have to turn to the General
Theory.

5. Four Critical Elasticities

In chapter 21 of the General Theory Keynes presents his theory of the
determinants of the price level and shows how it stands in relation to the
Quantity Theory.

The price level for output as a whole is determined, as in the case of a
single industry, by marginal cost and the scale of output. However, in the
case of aggregate output, a new element must be taken into account,
namely the effect of changes in aggregate demand both on costs and on
volume (Keynes [1936] 1973: 294).

In the aggregate if the rates of remuneration of the different factors of
production, which enter into the marginal costs, change in the same

“to Kahn’s resolution in waving the anti-quantity theory flag at the time when
Keynes and the ‘Circus’ were still groping for a way out of monetary orthodoxy”.
' Kahn gave a clear statement of the reversed causality between money and prices
as early as 1932 in a paper “Public Works and Inflation” he presented to the
American Statistical Association of Cincinnati, where he wrote “the quantity of
money is an effect, not a cause.” (Kahn 1972: 30).
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proportion as the wage-unit, then the level of price depends partly on the
wage unit and partly on the volume of employment.

Keynes then proceeds to discuss the conditions under which the result
of thestrict Quantity Theory — a proportional increase in prices as
consequence of an increase in the quantity of money — actually hold.

First, we have to consider the effect of a change in the quantity of
money on effective demand, and then how the change in effective demand
spends itself in increasing output and prices. In other words, the elasticity
of changes in prices with respect to a change in the quantity of money (e)
is given by the elasticity of changes in effective demand with respect to
changes in the quantity of money (e;) times the elasticity of changes in
prices with respect to changes in effective demand (ep).

Formally, we have that:

( M dP)
=——/|=¢pe

Pdm) P
It is immediately evident that, if effective demand increases in the same
proportion as the quantity of money, that is to say if we assume a constant
ratio between effective demand and the quantity of money, namely if

d . _ . .
eq (— i D) =1, prices will increase in the same proportion as the

“Dam
D dpP .
)= 1, where D is

increase in effective demand, whenever e, (= TS

effective demand and P is the level of prices.
The derivation of e, gives e, =1 —e.e,(1— ey),” where e, (=

N doY . . . .
EH) is the elasticity of output in response to changes in employment

D dw\ . . .
demand, e, (= WE) is the elasticity of money-wages in response to

' It is here assumed that at p. 304 Keynes made a slip in the definition of e,,
writing e, = %Z—Z rather than e, = %Z—f]. Otherwise the expression of p. 305,
e, =1—ece,(1—e,), is inconsistent with that of p. 285, where e, =1 —
e,(1 —ey), in the simplified case of e; = 1. Two explanations have been put
forward in the literature to account for this “inadequate derivation” (Keynes [1936]
1973: 385) of the expression of p. 305. The first is that in the expression of p. 305
Keynes implicitly assumed e, = 1 (Naylor 1968; Chick 1983: 273). The second
explanation, which is favoured here, is that Keynes used the same symbol for two
different definitions of e, (Borch 1969). According to the definition given on pp.
N do

D,, dO . L
284-85, el = =£—= according to the second, which is assumed here, e2 = =—.
0 dD, 0 dN

D, d0 _ D, dN Ndo . .
W —— =W - — ¢ e2, there is no contradiction between the
0 db, ~ N dD,, 0 dN

two expressions. The slip, however, does not impair the logic of the argument.

Since e}
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changes in effective demand and e, ( ) is the elasticity of change in

Nap
employment in response to a change in effective demand. We then have:
M dpP
(= FW) =eq[1 —ec.e,(1—ey)]

=eq4(1—eqe, +eqe0ey,)

The above expression, according to Keynes, “can be regarded as a
generalized statement of the Quantity Theory of Money” (Keynes [1936]
1973: 305).
Thus the quantitative result is made dependent upon the values of four
critical elasticities:
q = liquidity factors, which determine the demand for money in each
situation;
= labour factors, which determine the extent to which money-wages
are raised as employment increases;
€., e, = physical factors, which determine the rate of decreasing
returns as more employment is applied to the existing equipment.
Thus, if the public hold a constant proportion of their income in
money, e; = 1; if money wages are fixed, e,, = 0; if constant returns
prevail, e,e, = 1; if there is full employment either of labour or
equipment, e,e, = 0 (Keynes [1936] 1973: 306).
In fact, there are many conditions under which %Z—; is equal to 1; for

instance, as we have seen, if e; = 1 and e, = 1, but also:
either

ife; =1,e, =0ande,e, =0;
or
ife;=1ande, =0

and of course a variety of other combinations.

However, “on plausible assumptions relating to the real world”,
according to Keynes, it is very unlikely that the elasticity of the price level
with respect to a change in the quantity of money will turn out to be equal
to 1, and therefore it is “safe to make the generalization [that] as a rule [is]
less than unity” (Keynes [1936] 1973: 306).

The really important result achieved by Keynes is not, of course, to
have chimed what any defender of the Quantity Theory of Money would
readily concede, but to have provided us with description of a transmission
mechanism in which behavioural relationship are ordered according to a
clear chain of causes and effects. As Kahn later put it, the novelty of the
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approach is the view of “the monetary and credit mechanism as a matter of
straightforward cause and effect, expressed in terms of physical realities”
(Kahn 1972: 145).

6. Concluding Remarks

Keynes’s generalization of the Quantity Theory of Money follows a line of
reasoning similar to that employed in the theory of income determination:
the Quantity Theory of Money results apply under very special conditions:
far from being a general proposition, it can be applied in very special
circumstances, which rarely occur in the real world.

It could be argued that the attempted reconciliation with the tradition,
as in many other instances of Keynes’s tactics against the orthodox view,'
ended up as serving its rehabilitation. Rather than stressing that the
Quantity Theory of Money results apply under very special conditions, the
Neoclassical synthesis first, and the so-called Neo-Keynesian models later,
swept those very special assumptions under the carpet so that the very
point Keynes was making against the Quantity Theory of Money was
completely missed.

The generalized statement of the Quantity Theory of Money presents a
transmission mechanism from monetary to real factors that can be broken
down into a series of steps, which may lead to very different outcomes.

For instance, an increase in the quantity of money may not generate a
proportional increase in effective demand; the increase in effective
demand may not give rise to a predictable rise in wages, and the rise in
output and employment and prices may occur in various combinations so
that there is not only one possible outcome.

Moreover, changes in the supply of money bring about changes in the
interest rate only if the schedule of the liquidity preference is represented
as a well-defined curve or a stable relationship. Kahn, in his Liquidity
Preference article, stressed “the unsuitability of thinking of a schedule of
liquidity preference as though it could be represented by a well-defined
curve or by a functional relationship expressed in mathematical terms or
subject to econometric processes” and held Keynes responsible for giving
way “to the temptation to picture the state of liquidity preference as a
fairly stable relationship” (Kahn 1972: 90)."

' Harcourt and Sardoni (1994) rightly argue that part of Keynes’s strategy to gain
acceptance for his new ideas was to accept as many assumptions of the classical
theory as possible, then deriving conclusions at variance with it.

'" Dardi rightly argues that “hints may be found, especially in Kahn’s later
writings, which point to long-standing differences between him and Keynes on the
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To sum up, costs conditions and the degree of competition set the
increase in prices necessary for an increase in production to take place, if
constant returns do not prevail, so that firms maximize their profit, but it is
the level of expected demand which sets the level of production, and an
increase in the level of expected demand is not synonymous with increase
in the quantity of money.

The chain of causes and effects is misrepresented in the so called
AD/AS model which became popular in the 1990s. An increase in the
quantity of money always shifts the AD curve up and to the right, except
in liquidity trap, since a higher money supply in real terms makes the
interest rate fall, and investment and income increase. Then, in order to see
what happens to the price level the aggregate supply curve is brought in.
The AS curve is presented, in the long run, as perfectly inelastic at the
“natural rate of unemployment” or at the NAIRU level, whereas in the
short run it is presented as upward sloping, because of fixed nominal
wages and/or misperceptions of price changes by workers and firms. It
follows that how the increase in the quantity of money spend itself on
prices and output is made dependent on the elasticity of the aggregate
supply curve.

However, the shape of the AS curve reflects conditions in the labour
market rather than the structure of costs in the economy. Any increase in
prices, associated with changes in income and employment is mainly
accounted for by an increase in money wages, more or less proportionally,
according to the assumptions made on the behaviour of labour productivity
and mark up. It is thus apparent that the AS curve is nothing more than a
travesty of the empirical regularity known as the Phillips curve (Marcuzzo
1996b).

On the contrary, we saw that the aggregate supply function (ASF)
devised by Kahn — and adopted by Keynes in relation to employment
levels'® — is a relationship between different levels of output and those
expectations of proceeds that would induce entrepreneurs to make them
available. Its position and shape is determined by the marginal costs of the
various firms that make up the economy and the elasticities of the
demands for the products of these various firms, whereas Keynes’s
aggregate demand function (ADF) shows the level of proceeds the firms
expect to realize from the sale of their outputs. Their intersection gives the

very foundations of monetary theory and on the most appropriate ways of dealing
with the influence of monetary theory on the rate of interest” (Dardi 1994. 91).

'8 If average labour costs are constant and marginal labour costs are a constant
fraction of marginal costs, then the supply functions against output and
employment have the same characteristics. See Tarshis (1979: 377).
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equilibrium level of output at which profits are maximized. The
equilibrium level of output is determined by the level of effective demand
and the price level corresponding to it is then determined on the basis of
the assumptions made in relation to the costs functions and the degree of
competition. "

The demise of the Quantity Theory approach implies the
acknowledgment that it is the level of effective demand which sets the
level of production, while cost conditions and the degree of competition
determine the prices at which that output can be sold. Thus prices are seen
as the outcome of the profitability conditions prevailing in the economy
and not of the level of the quantity of money.
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FROM THE FUNDAMENTAL
EQUATIONS TO EFFECTIVE DEMAND:
“NATURAL EVOLUTION”

OR “CHANGE OF VIEW”?

MARIA CRISTINA MARCUZZO

1. Premise

One of the difficult tasks, which any scholar of Keynes’s writings is
confronted with, is that of tracing the relationship between the General
Theory and the Treatise. To this controversial matter, which has spawned
a large literature, I would like to contribute with a further element which
does not seem to have received as much attention as others, namely an
investigation into Keynes’s own assessment of the relationship between
his two books.

Keynes was convinced that there was a fundamental continuity
between the Treatise and the General Theory. Throughout the process
which led him from the former to the latter book, he repeatedly claimed
that the Treatise analysis was in fact compatible with that of the General
Theory and that he had made the new argument only “much more accurate
and instructive” (Keynes [1936] 1973a: 77).

In fact, the transition from the Treatise analysis, as presented in the
Fundamental Equations and that of the General Theory, as incorporated in
the principle of effective demand, required the introduction of new
concepts and a change in definitions, which eventually made the latter
approach quite distinct from the former. However, Keynes wanted his
readers to believe that “under the surface [...] the essential ideas are the
same” (Skidelsky 1992: 442), and presented his new book as a “natural
evolution” in his line of thought (Keynes [1936] 1973a: xxii).
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In this chapter, I follow this evolution step by step, comparing
Keynes’s own measurement of the distance from his previous framework
of analysis with our present understanding of the change involved in the
process of building up the new one. To spin the narrative, I divide the 5
years spanning from the publication of the Treatise to that of the General
Theory, into three time-legs, which I have marked as Stage I, I and III.
The first dates from comments and criticism on the 7reatise (autumn
1930) to the early material for the new book and lectures (spring 1932).
Stage II spans from the Easter Term 1932 lectures, which were attended
by members of the “Circus”, to the summer 1933, when the writing of the
new book was well under way. The final stage runs from the 1933
Michaelmas Term lectures and the contemporary fragments of versions of
the General Theory, when the principle of effective demand was clearly
expounded, to the final touches to the proofs in December 1935.

2. Stage I: Autumn 1930—Spring 1932

It will be remembered that in the Treatise the equilibrium condition of the
overall system is given by the equality of the value of investment (/) to its
cost of production (I') and by the equality of the value of investment to
saving (S). This corresponds to a situation of zero extra profits in the
consumption (Q;) and investment sectors (Q,), and to equality of
investment to saving. Total profits (Q) are then the equilibrating
mechanism not only between cost of production and the value of output,
but also between saving and investment (Keynes [1930] 1971: 124):

Q1=I'—S,
Q=1-1,
Q=0,+0;

=]-S.

There are different effects on the system, according to how profits are
spent. In the “widow’s cruse” example (Keynes [1930] 1971: 125), if
entrepreneurs spend their extra-profits on consumption goods, the positive
gap between the cost of investment goods and saving widens: the price of
consumption continues to increase, and so do profits. When profits are
positive entrepreneurs have an incentive to increase output and
employment; if losses occur, both output and employment will be reduced.
However, adjustment of output is not the object of the analysis in question,
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although in the “banana plantation” example (Keynes [1930] 1971: 158ff)
the effect of losses (due to an autonomous increase in saving) on output is
taken up to show the potential instability of the system (Barens 1989). If,
starting from an equilibrium condition (prices = costs of production,
saving = investment), there is an increase in saving, the price of
consumption goods fall, entrepreneurs incur losses and so cut back on
employment. A new equilibrium position is reached only when either: (a)
output is reduced to zero; (b) the reduction in saving no longer occurs; and
(c) investment increases and exceeds saving (Keynes [1930] 1971: 160).
The possibility that equilibrium is reached at a positive level of output was
not envisaged.

The Fundamental Equations apparatus was the object of criticism from
the outset. Hawtrey, Robertson, Pigou and Kahn objected to some of
Keynes’s definitions and conclusions. In particular, three issues came to
the forefront: (a) the “independence” of the forces underlying
determination of the two price levels; (b) the definition of saving; and (c)
the price—output adjustment mechanism.

As a result of the various criticisms, a few months after publication of
the Treatise Keynes recast his argument in a new form. The first evidence
of a change in formulation is the account which he gave in the Harris
Foundation lectures (June 1931) of the reason for expecting a positive
equilibrium level of output to be reached:

A given deficiency of investment causes a given decline of profit. A given
decline of profit causes a given decline of output. Unless there is a
constantly increasing deficiency of investment, there is eventually reached,
therefore, a sufficiently low level of output which represents a kind of
spurious equilibrium.

(Keynes 1973b: 356)

Unlike the “banana plantation” example, the possibility that the
equilibrium level of output may be less than zero is now given, on the
basis of the assumed behaviour of saving: “[...] as soon as output has
declined heavily, strong forces will be brought into play in the direction of
reducing the net volume of saving” (Keynes 1973b: 356). This result was
anticipated in a letter to Kahn of 17 April 1931 (during the “Circus”
period): “[...] when O [output] is falling, unless entreprencurs’
expenditure on consumption falls faster than O, there is a reduction of
saving” (Keynes 1979: 12). What, however, remained to be determined
was at which level of profit entrepreneurs are no longer inclined to
continue production, or, on the other hand, have an incentive to expand
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production. The solution was found in a new relationship, which Keynes
attributed to Kahn (Keynes 1973b: 368), the aggregate supply curve.'

During the summer of 1931, Keynes worked to pin down cases where
“points of equilibrium output can be reached which fall short of maximum
and zero” (Keynes 1973b: 374). The mechanism he submitted to Kahn in a
letter of 20 September 1931 may be outlined thus: an increase in
investment (/) raises profits (Q), part of the increase in profits going into
savings (S); at the same time, an increase in profits raises output (0), along
the aggregate supply curve, and thus brings about a further increase in
savings. However, the profit per unit of output (Q/0) declines as output
increases since profits fall as saving rise. Keynes’s conclusion was that “If
Q/0 reaches zero before O reaches maximum, we have ‘long- period
unemployment’, i.e. an equilibrium position short of full employment”
(Keynes 1973b: 374).

Kahn was not totally convinced (Keynes 1973b: 375); it was clear that
the question was far from being settled. Keynes had to work out the new
formulation afresh, which is what he set out to do in the autumn of 1931.
He told Lydia on 22 November: “I have begun again quietly in my chair
writing about monetary theory” (Skidelsky 1992: 432). In fact, early in
1932, in a draft,” he was able to present the “vital generalisation” of the
proposition that entrepreneurs tend to increase or decrease their output
according as their profit is increasing or decreasing, which runs as follows:

[...] increases and decreases in the volume of output and employment
depend upon the changes in disbursement relative to earnings (which is the
alternative mode of expression I now offer to the reader) or in investment
relatively to savings (which is the mode of expression I employed in my
Treatise on Money).

(Keynes 1973b: 380)

! “You have over a short period something of the nature of a supply curve which
tells you that for a given level of prime profit [i.e. the difference between gross
receipts and prime costs] there will be a given level of output, that if you have a
certain amount of prime profit, that would be sufficient to bring a certain quantity
of potential output over the prime cost level [...] so if you have a supply curve
which is valid over the short period only [...] you could only increase employment
and output by increasing prime profit” (Keynes 1973b: 368).

% According to Moggridge’s dating (Keynes 1973b: 380), this is the “carliest” of
the fragments of the 1931-2 period of writing. Moggridge’s dating of the early
General Theory fragments was questioned by Patinkin (see Patinkin 1993: 654—
56). I do not see enough evidence supporting Patinkin’s claims.
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The condition for equilibrium was specified accordingly:

[...] provided AS [changes in saving] and AE [changes in earnings] have
the same sign, and that investment does not change, any level of output is a
position of stable equilibrium. For any increase of output will bring in a
retarding factor, since AS will be positive and consequently [ being
assumed constant, AQ will be negative; whilst equally any decrease of
output will bring in a stimulating factor, since AS will be negative and
consequently AQ positive.

(Keynes 1973b: 386-87)

Summing up, in Stage I Keynes inherited a framework of analysis based
on the Fundamental Equations, in which profits were the “main spring of
change”, through variations in the price levels of consumption and
investment goods. As a consequence of much criticism within the “Circus”
and by Robertson, Hawtrey and Pigou, with the main focus on the
supposed independence in determination of the two price levels and the
neglect of output as opposed to price adjustment, Keynes was led to forge
new tools. In the Harris Foundation lectures we find the first “hints”
(Keynes 1973b: 79) of a move towards a different approach. During the
summer 1931 and until he resumed lecturing in April-May 1932, he
searched for the conditions for an equilibrium of output to occur, at less
than full employment. His solution rested on what he believed to be only a
“generalisation” of the old argument, but which was instead a switch of
focus: from investment-relative-to-saving to expenditure-relative-to-
income.’

3. Stage II: Easter Term 1932—Summer 1933

When Keynes resumed” lecturing on April-May 1932° he presented his
new argument as a “generalisation” of that of the Treatise:®

3 See also the letter to Hawtrey, 1 June 1932: “I put less fundamental reliance on
my conception of savings and substitute for it the conception of expenditure”
(Keynes 1973b: 172).

4 Keynes postponed the lectures he was to have held in the 1931 Michaelmas term
to April-May 1932 feeling that a “theoretical clean up” was needed before he
could “re-lecture stuff which is available in print”. Letter to Austin Robinson of 28
September 1931 (EAGR papers, Marshall Library, box 9).

5 We have fragments from which he appeared to have lectured on 25 April and 2
May.

6 «I believe that [Keynes] thought then [in April 1932] and I think he thought later
— of the General Theory as supplementing rather than replacing the Treatise”
(E.A.G. Robinson 1986: 7).

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

46 Chapter Three

[...] fluctuations of output and employment for a given community over
the short period [...] depend almost entirely on the amount of current
investment. This goes beyond the contention of my Treatise, where it was
meant to depend on the amount of investment relatively to saving [...].
This less restricted generalisation is the result of taking account of the
probable effect on saving of a change in the amount of investment.

(Keynes 1979: 41)

This result was reached on the “presumption” (Keynes 1979: 41) that
changes in saving, following a change in investment, rather than offset,
reinforce the effects of the change in investment on profit and output. The
main argument was that changes in investment and output were positively
correlated: an increase in output is equal to an increase in sales receipts
(=income); an increase in investment is equal to an increase in sales
receipts (= income) minus expenditure on consumption; consumption and
income are positively correlated, therefore changes in investment and
changes in output have the same sign. This “proof” was challenged by
Kahn, Austin and Joan Robinson who signed a Manifesto and offered an
“alternative” (as Keynes put it) or “complementary” (as Joan Robinson
had it in her subsequent correspondence) solution (Keynes 1973b: 378).
The authors of the Manifesto claimed that demonstration would be better
handled “by the method of supply and demand” (Keynes 1979: 43). The
increase in investment — they argued — leads directly to an increase in the
level of output because it raises the demand for consumption goods;
assuming as given the supply conditions of these goods, the new level of
output of consumption goods and thus the aggregate level of output can
immediately be determined.”

Keynes was reluctant “to scrap all my present half forged weapons”
(Keynes 1973b: 378), as he wrote to Joan Robinson, but shortly afterwards
he gave in. In the lectures of Michaelmas Term 1932, when he changed
the title of his course to “The Monetary Theory of Production”,® he took
up the “method” of the Manifesto. However, once again he pledged that “a
change in demand as a whole relatively to supply as a whole due to
deficient disbursement [...] is the same thing as what in my Treatise on
Money, 1 have called an excess of saving over investment” (Keynes 1979:
53).

7In 1980 Joan Robinson reviewed the vol. XXIX of the Collected Writings of J.M.
Keynes, where the Manifesto was first published. She argued that: “[...] Keynes, in
his lectures, was still using the cumbersome Treatise definitions, which turn on a
difference between saving and investment, but he was using them to get the same
results”. (Robinson 1980: 391).

8 Of these lectures there survive fragments from 10 October and 14 November.
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In those lectures, windfall profits are the signals which induce
entrepreneurs to revise their production decisions, but whether or not
entrepreneurs are making profits is now made dependent on whether
disbursements (i.e. expenditure) are greater than earnings. According to
his new terminology (Rymes 1989: 57), unlike the Treatise, total income,
E’, includes profits, being defined as:

E=E+0Q

while, E, retains its old meaning of earnings. Moreover, the “new term”
(Rymes 1989: 57) disbursement, D, is defined as the sum of investment, I,
and expenditure on consumables, F, which are made equal to income.
Then we have

D=I+F=E=E+Q
and
Q=1-(E-F),
hence
Q=1-S.

Parallel to the change in the definition of income, a new concept of saving
was introduced, which Keynes labelled “surplus”, retaining S(= E — F)
for saving:

S'=S+0Q.

Equality is said always to exist between investment and surplus, the
adjustment mechanism being provided by the price of consumables
(Rymes 1989: 62); saving being here described as “something that has to
occur to make more investment possible at the existing price level”
(Rymes 1989: 61).

The ambiguity of Keynes’s position at the time — his formulation being
halfway between the Treatise and the General Theory — is well revealed
by the following passage from a fragment from which he appears to have
lectured on 14 November 1932:

[...] if, starting from a position of equilibrium with saving and investment

equal, the price level stable and the factors of production fully employed,
there occurs a change which causes the rate of interest existing at the
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moment to become such as to cause saving to be in excess of investment’
prices will fall, rates of earnings will fall, and output will fall, in
accordance with the argument in my Treatise of Money.

(Keynes 1979: 56)

Certainly, unlike the Treatise, we have here a mechanism preventing
output (and/or prices) from falling to zero or infinity: “neither prices nor
output will fall forever; and they will [...] come to rest again at some
position from which they will have no further tendency to depart” (Keynes
1979: 57). The mechanism is provided by the assumption that expenditure
always increases less or decreases more than does income (“whenever
there is a change in income, there will be a change in expenditure the same
in direction but less in amount”, Keynes 1979: 38). However, saving is not
yet fully integrated as a dependent variable in the output adjusting
mechanism.

Early in 1933, the changed political climate prompted Keynes to write
four articles for The Times (published between 13 and 16 March 1933) to
give his new approach an airing and to relaunch a plan for public
spending. These articles were subsequently published as a pamphlet, The
Means to Prosperity. A further contribution came with the article “The
Multiplier” (where the term later to become familiar made its first public
appearance) published in The New Statesman of 1 April 1933).

Moggridge is persuaded — unlike Patinkin (1976) — that by the time of
this article the “penny had firmly dropped for the theory of effective
demand” (Moggridge 1992: 564). Certainly, a visible leap forward from
the Treatise was accomplished in Stage II, with the crucial discovery of
the income-expenditure approach, which provided the framework where
the multiplier could be fully accommodated."

As late as 17 August 1933, writing to Macmillan, Keynes appeared to
think that he could revise the Treatise accordingly, believing that he was
just putting off revising it “until my next book has appeared” (Keynes
1973b: 420). As we know, the revision was not to be and perhaps could
never have been.

% In retrospect Kahn was startled by this proposition: “It is disconcerting in these
October [sic] lecture notes to read of the rate of interest ‘such as to cause saving to
be in excess of investment’” (Kahn 1984: 113n).

' In the retrospective evaluation of his “multiplier” article, Kahn wrote: “I was
handicapped having to translate my thinking into the definitions of the Treatise”
(Kahn 1984: 100).
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4. Stage I1I: Michaelmas Term 1933—December 1935

On the basis of the evidence of the lectures of Michaelmas Term 1933, and
the contemporary'' fragments of versions of the General Theory that came
to light in Tilton’s “laundry hamper”, most commentators (Dimand 1988:
167; Moggridge 1992: 562; Patinkin 1976: 79; 1982: 33; 1993: 656) agree
that by that time the conception of effective demand had been
accomplished.

In “an early typed and hand-written draft of what eventually became
chapter 5 of the second 1933 draft table of contents” (Keynes 1979: 68),
Keynes presented again “our fundamental equations”; the only changes of
notation (from the lectures in the previous year) are C for F, consumption
expenditure, while Y, income, makes its first appearance:

Y=E+Q=C+1=D
or
Q=D-E=1-(E-0C).

Facing once again the task of accounting for the change in the
definition of saving from the Treatise, Keynes presented the following:

S=Y-C=E+Q-C,

and then explained that he had decided to retain the notation, S, and the
word Saving for Y — C and to define S’, corresponding to the definition of
saving in the Treatise, as Economising (Keynes 1979: 69). He then
rewrote the price equations of the Treatise, insisting that although the
definitions were not identical with those given in the previous book, “they
deal with substantially the same concepts which I was then driving at”
(Keynes 1979: 72).

We have now two definitions of savings (S and S') and two
corresponding definitions of profits (Q and Q') to distinguish their
meaning from that in the Treatise, according to the following expression:

S=E+Q —C.

He stressed the compatibility of his present treatment with the Treatise,
by saying that Q' was the “flow of quasi-rent relevant to long-period

'"'In fact, there is no evidence on whether the fragments corresponding to the first
and second 1933 draft table of contents (Keynes 1979: 63—75) were written during
the summer, but it is a plausible inference.
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expectations”, while Q is relevant for the short period (Rymes 1989: 107,
Keynes 1979: 72).
The Fundamental Equations had by now (Rymes 1989: 109) become:

Y=E+Q=C+1=D,
S=E+Q-C=Y-C,

AS = AQ + A(E — C) = Al

AS' = A(E - C),
hence

AQ = AS — AS'
and

AQ = Al — AS'.

When AQ is positive, because investment is increasing faster than the
community is economising (Rymes 1989: 111), firms increase output. To
be noted is that in this formulation the role of profits has changed, since
now the level of output is dependent on prospective rather than actual
magnitude. In fact, in the fragment corresponding to the first 1933 draft
table of content Keynes wrote that the level of output depended “on the
amount by which the sale proceeds of output as a whole are expected to
exceed their variable cost” (Keynes 1979: 64); in other words, the relevant
magnitude had become ex ante or expected profits and not the ex post or
realised profits, as in the Treatise."> Eventually, in the fragment of the
version of chapter 3 corresponding to the last index of 1933 (December),
he made quite clear that the introduction of the principle of effective
demand represented the novelty in the General Theory treatment:

In my Treatise on Money the equality of saving and investment, as then
defined, was a condition equivalent to the equality of aggregate
expenditure and aggregate costs, but I failed to point out that this by itself
provided only for neutral equilibrium and not for, what one might call,
optimum equilibrium.

(Keynes 1979: 91-2)

"2 Dimand (1986) noticed that the Treatise profits are always ex post windfalls
magnitudes, except for one passage (Keynes [1930] 1971: 143) in which they are
considered as an ex ante measure of profitability.
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In March 1934, Keynes was convinced that the book was by then
“nearing completion” (Keynes 1973b: 422). From this period, we have the
versions of chapters 6—12 of the index to the book, which now bore the
title The General Theory of Employment, Interest and Money, written
before his journey to the United States in June 1934, and the provisional
versions of chapters 8-9 written over the summer." In those drafts he
insisted on compatibility with the Treatise analysis, by referring to
entrepreneur’s windfall profits or losses as the difference between
effective demand and income (Keynes 1973b: 425) and explaining the
change in the definitions of income and saving as “a change of
terminology and not a change of view” (Keynes 1973b: 476).

The issue of explaining the relationship between the new book and the
old one arose again. On 29 November 1934, he wrote to a Spanish
correspondent, Luc Beltram:

[...]in a work of mine which will probably come out in about a year’s time
I deal with the underlying theory on what at any rate on the surface, would
appear to be lines rather different from those adopted in my 7Treatise on
Money. Under the surface, however, the essential ideas are the same.
(Skidelsky 1992: 442)

The General Theory was finished in late December 1935. In the final
version, Keynes carefully indicated where his new argument departed
from the old. First, there was the change in the definition of income:

[...] I should at once remind the reader that in my Treatise on Money 1
defined income in a special sense. The peculiarity in my former definition
related to that part of aggregate income which accrues to the entrepreneurs,
since I took neither the profit (whether gross or net) actually realised from
their current operations nor the profit which they expected when they
decided to undertake their current operations, but in some sense (not, as I
now think, sufficiently defined if we allow for the possibility of changes in
the scale of output) a normal or equilibrium profit; with the result that on
this definition saving exceeded investment by the amount of the excess of
normal profit over the actual profit.

(Keynes [1936] 1973a: 61)

Second, there was a new mechanism for output adjustment:
[...] by an excess of saving over investment I meant [i.e. in The Treatise]

that the scale of output was such that entrepreneurs were earning a less
than normal profit from their ownership of the capital equipment; and by

'3 By the autumn of that year he was using chapters 2—14 of the first drafts of the
General Theory for his lectures (Keynes 1973b; Rymes 1989).
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an increased excess of saving over investment I meant that a decline was
taking place in the actual profits, so that they would be under a motive to
contract output.
As 1 now think, the volume of employment (and consequently of output
and real income) is fixed by the entrepreneur under the motive of seeking
to maximise his present and prospective profits [...]; whilst the volume of
employment which will maximise his profit depends on the aggregate
demand function given by his expectations of the sum of the proceeds
resulting from consumption and investment respectively on various
hypotheses.

(Keynes [1936] 1973a: 77)

Third, there was determination of the equilibrium level of output at less
than full employment:

In my Treatise on Money the concept of changes in the excess of
investment over saving, as there defined, was a way of handling changes in
profit, though I did not in that book distinguish clearly between expected
and realised results.'* I there argued that a change in the excess of
investment over saving was the motive force governing change in the
volume of output. Thus the new argument, though (as I now think) much
more accurate and instructive, is essentially a development of the old.
(Keynes [1936] 1973a: 77-8)

Summing up, reinterpreting in Stage III his former approach based on
the Fundamental Equations in the light of the latter, based on Effective
Demand, Keynes claimed to have established compatibility between the
two. The “expected increase of investment relatively to saving” as defined
in the Treatise had become “a criterion of an increase in effective
demand”. (Keynes [1936] 1973a: 78). So he felt confident to present the
escape from his “old ideas” as continuity in his line of thought, granting
that the exposition in the Treatise was “of course, very confusing and
incomplete in the light of the further developments here set forth” (Keynes
[1936] 1973a: 78).

5. Conclusion

Throughout the writing of the General Theory, Keynes was at pains to
make the new approach compatible with the Treatise. First, he presented
the argument, reached probably at the end of 1931, according to which
changes in the volume of output and employment “depend upon the

4 My method there was to regard the current realised profit as determining the
current expectation of profit.

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



From the Fundamental Equations to Effective Demand 53

changes in disbursement relative to earnings” as a “generalisation” of the
old argument, where it was dependent upon changes in investment relative
to saving. Second, during the second half of 1932, in adopting the new
“method” — a fall in output and employment depended on “a change in
demand as a whole relatively to supply as a whole due to deficient
disbursement” — he presented it as “the same thing” as an excess of saving
over investment. Third, when in the autumn of 1933 he introduced
effective demand and showed that equality of aggregate expenditure to
aggregate costs may well occur at a level of output below full
employment, he very cursorily mentioned that in the 7reatise he just
“failed to point [this] out”.

Keynes managed to present his former approach as compatible with the
latter by: (a) reinterpreting profits of the Treatise “as determining the
current expectation of profit”; and (b) presenting a change in the excess
investment over saving of the Treatise as “a criterion” of an increase in
effective demand. However, he must have had doubts that his attempted
reconciliation was entirely successful, since he wrote in the Preface to the
General Theory:

what in my own mind is a natural evolution in a line of thought which I
have been pursuing for several years, may sometimes strike the reader as a
confusing change of view.

(Keynes [1936] 1973a: xxii)

The scope for the history of economic thought is to review existing
records and textual evidence in order to provide evidence for
interpretations and to explain developments of ideas. Unfortunately, the
evidence is rarely unambiguous and interpretations are often the by-
product of the purpose for which the historical investigation is undertaken.
It thus happens that those aiming to discover compatibility among theories
conceived at different times tend to draw a line of continuity, whereas
those who are mindful of the time at which they were presented are likely
to emphasise changes and discontinuities. In the quest for further clues, it
may sometimes be attempted to make use of the narrative of the
development of ideas given by the author. In this context, I think I agree
with what one of Keynes’s biographers wrote: “I believe that one should
accept Keynes’s retrospective account of how he came to his conclusions”
(Moggridge 1992: 559). However, in assessing those conclusions, I cannot
but interpret the approach based on effective demand as a “dramatic”
change of view.
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CHAPTER FOUR
KEYNES AND PERSUASION

MARIA CRISTINA MARCUZZO"

Brilliant man as [Keynes] is, he is too brilliant to be persuasive with us
Americans. Many Americans admire him. [...] But, rightly or wrongly,
how many trust him? How many will accept his sales talk? No one.

(R. Leffingwell, 31 August 1945")

May it never fall to my lot to have to persuade anyone to do what [ want,
with so few cards in my hands.
(Maynard to Florence Keynes, 21 November 19457)

1. Introduction

In this chapter, I examine the central role persuasion — in the two-way
sense of persuading and of being persuaded — played in Keynes’s work,
for it is crucial to an understanding of his behaviour in all of his
multifarious endeavours. In the process of both elaborating and
transmitting ideas, persuasion calls for ability in reasoning, the gift of
arousing passions, and a particular flair in personal relationships —
qualities that Keynes possessed to the utmost degree. But why was
persuasion so important for him? Biography played a part, insofar as
Keynes was embedded in the milieu of the highly educated British class,
for which clubs, debating societies, and learned fellowships represented
the bulk of social life. More fundamentally, however, persuasion was
essential to his conception of economics as a method of moulding ideas

" I am grateful to Nerio Naldi, Annalisa Rosselli, Eleonora Sanfilippo, Anna
Simonazzi, and Giordano Sivini for comments and suggestions. The usual
disclaimers apply.

' Quoted in Skidelsky 2000: 407. Richard Leffingwell, an American lawyer, was at
the time Director of J.P. Morgan.

% Quoted in Skidelsky 2000: 438.
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and opinions in an exchange with others, as he explained in a celebrated
passage of The General Theory of Employment, Interest and Money:

It is astonishing what foolish things one can temporarily believe if one
thinks too long alone, particularly in economics (along with the other
moral sciences), where it is often impossible to bring one’s ideas to a
conclusive test either formal or experimental.

(CWK VII: xxiii; emphasis added)

Keynes formed his ideas in the process of submitting them to others,
and we have ample evidence of his style of work and reasoning
intertwined in close personal relations. In order to be convinced himself
and to persuade another of an argument, Keynes needed to engage in
exchanges that had a strong emotional side (affection, trust, respect),
affording a “meeting of minds” (one of Keynes’s favourite expressions)
that for him was conducive to fruitful interaction. In a collective work in
which, by reviewing the correspondence, we examined extensively
Keynes’s relationship with his closer fellow economists, we concluded
that “the group of Keynes’s correspondents [...] seems to have been an
extended community, membership of which depended not so much or not
only on academic performance as on the capacity to encapsulate and
convey understanding through discussion” (Marcuzzo and Rosselli 2005a:
9).

We found several examples of Keynes’s style of working by forming
and refining his argument vis-a-vis his interlocutors, with an ample range
of cases in which the “meeting of minds” was thwarted, intermittent, or
wholly successful. In the drafting of his two major books, 4 Treatise on
Money and The General Theory, his former students Denis Robertson and
Richard Kahn played essential roles as critics and collaborators.”

In his activities as policy adviser, Keynes was in constant contact with
ministers, civil servants, officers, politicians, bankers, and opinion makers.
The extraordinary number of his correspondents testifies to the compelling
need he felt to be keyed in with opinions and points of view coming from
different quarters and the fundamental importance he attached to it. Those

* For instance, Keynes wrote to Robertson: “I certainly date all my emancipation
from the discussion between us which preceded your Banking Policy and the Price
Level” (Keynes to Robertson, 13 December 1936, CWK XIV: 94). And he wrote
of Kahn that “he is a marvellous critic and suggester and improver — there never
was anyone in the history of the world to whom it was so helpful to submit one’s
stuff” (Keynes to Joan Robinson, 29 March 1934, CWK XIII: 422). On the
collaboration with Kahn, see Marcuzzo 2002; on the collaboration with Robertson,
see Sanfilippo 2005.
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to be convinced, like those by whom he was convinced, were the well-
intentioned and well-disposed, since he held that a particular state of mind
was a prerequisite for persuasion to be successful.

In the preface to Essays in Persuasion (1931), Keynes attributed his
failure in influencing “the course of events in time” to the “overwhelming
weight of contemporary sentiment and opinion” (CWK IX: xvii). In the
aftermath of the First World War, he compared the advice and unheeded
premonitions contained in those essays to “the croakings of a Cassandra”,
emitted by someone who is “desperately anxious to convince his audience
in time” (CWK IX: xviii).

In this chapter, I address the question of just how adept Keynes was at
tuning in to “contemporary sentiment and opinion” and convincing his
opponents when he was personally engaged in steering the wheel of
history. I will look, in particular, into Keynes’s success in reaping the
fruits of persuasion as a negotiator in his missions to the United States in
the 1940s, when he bore the responsibility of protecting his country’s
interests and shaping the new economic order emerging from the ruins of
the Second World War while being confronted with the power of
conflicting interests and the clash of cultures. In section 2, I give a brief
overview of the purpose and scope of Keynes’s missions to the United
States; in section 3, I attempt an assessment of his achievements and
shortcomings in the light of the literature; in section 4, I take a closer look
at three of Keynes’s tours de force in the art of persuasion, drawing some
tentative conclusions in the final section.

2. Keynes’s Six Treasury Missions

Keynes carried out six missions to the United States on behalf of the
British Treasury between May 1941 and March 1946 (Table 4.1); they add
up to a year of his life — now coming to an end — spent outside his usual
space and milieu whose boundaries were Cambridge, London, and Tilton.
Keynes had joined the Treasury in June 1940, in an unofficial position;
he simply had a room there, was available for consultation, and drew no
salary. In the autumn of 1940, Great Britain was facing its first dramatic
ordeal: France had fallen, Britain was fighting the war alone, and the
country’s reserves were rapidly falling. Orders were placed for aircraft and
tanks from the United States, although the British Treasury had no
financial resources left to pay for them. It was only with the re-election of
Franklin Roosevelt in November and his announcement two weeks later
that he was prepared to offer American aid to the British that the “worst
financial perils” (Harrod 1951: 504) seemed to be over. This marked the
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beginning of Anglo-American reciprocal involvement in financing the
Second World War effort, in which Keynes played a major role.

Table 4.1. Keynes’s Six Missions to the United States

L. May—July 1941

1L September—October 1943
I1I. June—August 1944

Iv. October—December 1944
V. September—December 1945
VL March 1946

In the first mission, between May and July 1941, Keynes was to assist
the British Treasury in application of the Lend-Lease Act, the US program
providing supplies to Britain “not in exchange for money but
acknowledged by some ‘consideration’ to be negotiated later” (Moggridge
1992: 652). Keynes was to assist in resolving some of the issues related to
the scope and application of Lend-Lease, such as the financing of
expenditures already incurred by Great Britain before 1941 and the
liquidation of British assets overseas, which the Americans insisted upon
as a condition for aid. In fact, the main purpose of Keynes’s mission was
to secure American financial help to increase Britain’s reserves, which by
then had slumped to a critical level.*

In the second mission, between September and October 1943, Keynes
was entrusted with the task of preliminary discussions on what was known
as Article VII of the Lend-Lease agreement, that is, the terms
(“consideration”) under which aid was being given. The conditions
required by the Americans amounted to Britain giving up her imperial
preference system, in force of which the reciprocal tariff concessions
between Britain and the Dominions implied de facto discrimination
against products of countries outside the British Empire.

The third mission, between June and August 1944, was intended to
finalize the criteria for the establishment of the International Monetary
Fund and the International Bank for Reconstruction and Development, and
to link these criteria with principles to be incorporated in a commercial
treaty that would see an end to both the imperial preference and the US
tariff systems. The Bretton Woods Conference (1-22 July), with 730

4 Keynes’s own arguments were set out in a memorandum of 27 October 1940,
drawn to assist British Treasury official Frederick Philipps in preparation for his
visit to Washington (CWK XXIII: 13-26).
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delegates from 44 countries (Skidelsky 2000: 446) witnessing the keen
confrontation between the British and the American views, was the major
arena for these antagonistic events.

In the fourth mission, between October and December 1944, Keynes’s
task was to negotiate an extension of Lend-Lease for the period between
the collapse of Germany and the end of the Japanese war, known as Stage
II. At stake, too, was Britain’s plan to resume its basic export activities in
order to boost its reserves; to this, the State Department was opposed, and
it renewed its assault on imperial discrimination against American trade
interests.

In the fifth mission, between September and December 1945, Keynes
led the British delegation to negotiate the loan Britain desperately needed,
given that Lend-Lease had been abruptly suspended as a result of Japan’s
surrender in August. The post-war international scenario involved
negotiating financial and commercial arrangements for Great Britain and
its relationship with both the United States and the Empire.

During the sixth mission, in March 1946, Keynes was involved in the
final details of the design of the International Monetary Fund and the
World Bank, whose inaugural meeting was held in Savannah, Georgia,
and where, again, he did his best to oppose the American approach to the
location and governance of the two institutions. Keynes died four weeks
after he returned to Britain, on 21 April.

Keynes’s negotiating skills and abilities during his Treasury missions
to the United States have been scrutinized in the literature under various
aspects’ and with diverging conclusions; the overall assessment by
Keynes’s two major biographers are a striking example of these
differences.

According to Skidelsky: “Keynes could never understand that
American and British interests were not identical, attributing differences to
deficiencies in the American political system, and thus over relying on
logic and eloquence to overcome them” (Skidelsky 2000: 117; emphasis
added). The point being made is that Keynes’s logic and eloquence were
powerless, since British and American interests could not be reconciled,
and, indeed, his reliance on the art of persuasion actually impaired his
negotiating capability.

On the other hand, Moggridge, while stressing that, on overseas issues,
Keynes “became the dominant force in the Treasury, determining grand
strategy and a high proportion of the tactics” (Moggridge 1992: 663), does
not arrive at the same conclusions as Skidelsky. His only critical remark

> Notably, Harrod 1951; Moggridge 1992; Skidelsky 2000; DeLong 2002; and
Pressnell 2003.
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refers to the unfortunate negotiation on the 1945 loan, but, unlike
Skidelsky,” he places greater blame on the Treasury than on Keynes.”
Pressnell (2003: 603), for his part, argues that, in 1945, due to “his
possible overconfidence”, Keynes “underestimated the determination of
the Americans”.*

In the next section, we briefly review Keynes’s successes and failures
during these six missions, not so much to measure his negotiating skills as
to delineate the background necessary for evaluation of his strategy of
persuasion.

3. Envoy or Negotiator?

Lionel Robbins, who joined Keynes on three of the US missions, wrote:
“He was not always a good negotiator [...]. But as an envoy he was
supreme” (quoted in Skidelsky 2000: 110). According to the Oxford
Dictionary, an envoy is “a messenger, especially one sent on a special
mission”, while a negotiator is “someone who confers in order to come to
an agreement”. Robbins’s distinction seems, therefore, to suggest that
Keynes showed greater ability in voicing the British point of view than in
sealing agreements favouring British interests. Robbins’s position appears
closer to Skidelsky’s than to Moggridge’s, and it prompts a closer
examination of Keynes’s behaviour during these six missions.

As we have seen, the purpose of the first mission was to make Britain
not entirely dependent on Lend-Lease but to grant it financial and
economic freedom of action; the means to achieve this was to increase the
level of its gold and dollar reserves without stripping it of much of its
foreign assets. On 16 May 1941, Keynes presented his plan, whereby the
US Treasury was to refund Great Britain one-third of the advances already
paid on contracts outstanding before Lend-Lease and to employ Lend-

6 “[Keynes] held fast to the illusion that what Britain deserved could be made to

happen and [...] infected the labour government with his optimism” (Skidelsky
2000: 386).

" “London had also made a serious tactical mistake in not including commercial
specialists in the original team, although they had attached a Board of Trade
official to the team at the last moment. [...] Keynes saw trade and aid as being
linked but thought that they could be kept separate in the initial stages of financial
talks” (Moggridge 1992: 802).

§ “Keynes’s grand scheme depended on first securing a financial deal, and he was
confident of being able to handle commercial policy, if it arose, in general terms;
much later, perhaps a trade official or two, even a team, might join the
negotiations” (Pressnell 2003: 683).

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

62 Chapter Four

Lease to eliminate Britain’s current deficit with the United States. The
proposal was firmly rejected by the US Secretary of State, Henry
Morgenthau, and Keynes was forced to change strategy; thus, while still
endeavouring to put as many US imports as possible on Lend-Lease, he
proposed a commercial loan against collateral of British-owned activities.
The US Treasury accepted, on the condition that it receive a daily report
on the Bank of England’s level of reserves, which were not allowed to rise
above a given figure.

As far as “consideration” was concerned, Keynes was confronted with
two opposite views of what the United States should get in exchange for
Lend-Lease: The US Treasury, by controlling Britain’s reserves, aimed to
render the country financially dependent on the United States; the State
Department, on the other hand, aimed to dismantle the imperial preference
system.’

Keynes had initially presented a draft in which reference was made to
reducing trade barriers and trade discrimination in pursuit of a “free and
healthy” flow of trade (CWK XXIII: 128—40), but it was vetoed in London
by the Chancellor of the Exchequer, Kinsley Woods. Keynes then
reluctantly drafted a second proposal, following Churchill’s and Woods’
guidelines, in which Britain’s post-war commitments to changing its trade
policy were deliberately left vague and undefined (CWK XIII: 162-65).
Eventually, the initiative was taken by the State Department, which
produced a draft in which Article VII invoked measures that “shall provide
against discrimination in either the United States of America or the United
Kingdom against the importation of any produce originating in the other
country” (CWK XXIII: 174). Against Keynes’s protestation that no trade
concessions should be made before the financial arrangements were
cleared, the door was thus thrown wide open to American control over
Britain’s balance of payments.

Discussion of Article VII was the core issue of Keynes’s second
mission, which, in fact, revolved around the future of the international
monetary system. Keynes went to America with the hope of reaching a
compromise between Harry White’s plan (Stabilization Fund) and his own
(Clearing Union), which were simultaneously published in Washington
and New York on 7 April 1943. Each was the product of different visions
of the banking function of the new institution and expressions of the
contrasting interests of the United States and Great Britain.'" Most of the

? On the vital importance of the United States gaining access to British-controlled
markets, see De Cecco 1979.

19 According to DeLong (2002: 160), “When Keynes disagreed with White, he
usually lost the point because of the greater power of the United States. [...] But
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negotiations were conducted in a series of eight meetings of the Anglo-
American delegations in September 1943, and the balance turned out to be
very much on the side of the US proposals, which eventually prevailed.
Skidelsky argues that, in those meetings, “the British proposed, the
Americans disposed” (2000: 310), while Moggridge maintains that those
discussions were “fruitful”, since, “of points where there was an Anglo-
American difference, six were solved, while another seven would be
solved in the months that followed” (Moggridge 1992: 728)."" The Joint
Statement of Experts, signed in Washington on 13 October 1943,
embodied the agreement that had been so laboriously reached. On 23 May
1944, Keynes defended it in the House of Lords.

The third mission was almost entirely taken up with the preparation for
and subsequent proceedings of the Bretton Woods Conference. Keynes, as
usual, was bargaining hard to get the Americans to agree with the British
point of view over the delicate issues of post-war sterling convertibility
and of eligibility for and terms of borrowing from the international bank.
Once more, the results were mixed.

About the conference, Kahn aptly wrote:

An appreciation of the development of Keynes’s attitude presents the
difficulty that while Keynes was obviously fighting a rearguard action,
constantly being forced to yield ground to the Americans, he was claiming
from time to time that his concessions on points to which he had attached
importance were not after all of serious consequence. He was terrified of
failing to secure agreement with the Americans, and, at the same time, he
had to maintain the morale of the UK. Delegation, of officials and
Ministers in London, of the Bank of England — and of himself.

(Kahn 1976: 14)

compared to the common view of the institutions to be built and of the goals to be
accomplished, the differences between Keynes and White, while important, are
orders of magnitude less important than the broad areas on which they agreed”.
Skidelsky (2000: 253) takes the opposite view, going so far as to suggest that
White was a Soviet spy who “wanted to cripple Britain in order to clear the ground
for a post-war American-Soviet alliance”. The evidence of the charges against
White has been questioned by Boughton (2001).

" Points agreed upon were the form of the ultimate statement, the size of the
International Monetary Fund, the scarce currency clause, the mechanisms for
altering the gold value of the units of account (Unitas), withdrawals from the fund,
and selection of the currencies to be drawn from the fund. Points still to be agreed
upon were the size of the initial gold subscriptions to the fund, its role in the event
of exchange rate changes and in members’ capital account transactions, terms of
repurchase of a member’s own currency, and the monetization of Unitas.
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The Final Act, which Keynes came to accept on the last day of the
conference, was to be ratified by the governments involved. It was obvious
that alterations would have been almost impossible to make. As
Moggridge points out, “The only alternative to rejecting the whole
agreement was to join the new institutions and seek an amendment or an
interpretation from the Executive Directors, after the organisation came
into operation” (1992: 748). How to persuade Parliament and how to pave
the way to “interpretations” favourable to his vision of the working of the
fund became one of Keynes’s main concerns in the following months.

The central issue in the fourth mission was the checks America was
imposing on Britain’s gold and foreign exchange reserves, which the UK
was intent on holding against the sterling balances of various countries
(mainly India and the Middle East) accumulating in London as a result of
the heavy military expenses incurred by Britain in those parts of the world.
As Keynes was at pains to explain to Morgenthau: “For five years we, and
we alone, have been responsible for practically the whole cash outgoings
for the war over the vast territories from North Africa to Burma” (CWK
XXIII: 166).

The United States insisted that, if British reserves rose above a given
level, it was proof that Lend-Lease was excessive. Keynes’s position, on
the contrary, was that an increase in dollar reserves resulting from US
financial help was the only way to offset the growth of the sterling
liabilities accumulated.

The fifth mission was undoubtedly a dramatic experience that took a
heavy toll on Keynes’s health and well-being. The Lend-Lease program
had been cancelled a fortnight before, after Japan’s surrender, and it was
really a case of going back to Washington begging for help. The strategy
envisaged by Keynes for this goal was based on points and principles set
out in a memorandum of 18 March 1945. The Americans were to be
persuaded to share, as an act of justice, the burden of war sacrifices
disproportionately incurred by Great Britain.'> An American grant in the
form of a “free gift” would allow Britain to return to normal peace
conditions in production and consumption and would ease its way into
multilateralism in international trade and payments. Without financial aid
by the United States — the direst prospect, which Keynes dubbed

2 «It is only by a more comprehensive settlement, which attempts to offer
everyone what is reasonable, and so far as we can make it, fair, that the financial
consequences of the war can be liquidated. This is the aim, namely, that as
between the partners to the war, its financial consequences, in so far as they affect
future economic intercourse between them, should be so far as possible liquidated”
(CWK XXIV: 291-92).
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Starvation Corner — Great Britain would plunge into severe economic
recession and rationing, and it would be forced to rely on commercial and
financial bilateralism with the same countries with which it had incurred a
huge level of indebtedness."”” The middle ground, which Keynes dubbed
Temptation, was a loan on more or less commercial terms, which would
have, however, placed a crippling burden on Great Britain, preventing it
from fully exploiting the gains from free trade and full employment
policies.'* However, the reasons for rejecting Temptation went beyond
Britain’s ability to pay, since, in Keynes’s view, it was “not as the result of
some statistical calculation about what we may be able to manage, that the
mind revolts from accepting the counsels of Temptation. The fundamental
reasons for rejection are incommensurable in terms of cash” (CWK XXIV:
278). It was a matter of principles and of preservation of Britain’s
financial independence and hegemony in the post-war international order.

By the end of November 1945, the negotiations had come to a dead
end, with Whitehall resisting those concessions that Keynes himself had
originally advised rejecting but now no longer could be. At the last minute,
the British Government decided to send A.T.K. Grant'> and E. Bridges'® to
carry out what eventually amounted to capitulation to the terms imposed
by the US delegation. It was left to Keynes to defend the loan and the
Bretton Woods agreements in the House of Lords on 18 December 1945,
in a speech that Skidelsky describes as “the most courageous and skilful
public speech of his life” (2000: 448).

The last mission was the shortest — less than four weeks — during
which Keynes again had to give in to the American delegation on many
important institutional features of the fund and the bank, such as its
location, governance, and even remuneration of its appointed managers
and directors. According to Kahn, “The Savannah Conference [...] had in
a brutal manner revealed — especially [...] to Keynes — that the Americans
were not going to prove so easy to deal with as, over a short phase of a few

13 «“A policy of economic isolationism and of economic rupture with the United
States and Canada (and with a large part of the rest of the world also) could only
be practicable if we had regained the financial reserves we have lost, and if we
were prepared to live for several years after the war with rigid domestic controls
and strict rationing of consumption, and with an organisation of foreign trade after
the Russian model” (CWK XXIV: 256).

14 «“We cannot be sure of shouldering such a burden with success, and we might
find ourselves in a chronic condition of having to make humiliating and
embarrassing pleas for mercy and postponement” (CWK XXIV: 278).

'S An economist at the Treasury.

! The Permanent Secretary of the Treasury.

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

66 Chapter Four

months, Keynes may conceivably have become lulled into believing”
(Kahn 1976: 9).

When it came to reporting to the Chancellor of the Exchequer the
results of his last mission, Keynes was apparently bewildered as to what to
do. According to Kahn, he was persuaded to change the tone, if not the
substance, of the memorandum he had drafted on the Queen Mary on the
return trip, by two travelling companions'’ who were scared that it “might
have resulted in a revolt in favour of withdrawal by the UK from the IMF”
(Kahn 1976: 28). Moggridge disputes the importance of the episode,
arguing that it simply shows that, while Keynes “was obviously
disappointed with the results of Savannah” (Moggridge 1992: 834), he
would never have suggested withdrawal. Skidelsky dismisses Kahn’s
interpretation, that “anything Keynes wrote was bound to have a decisive
effect on the policy of the British government” as “symptomatic of the
veneration in which Keynes was held for many years after his death,
which was far from being complete while he was still alive” (Skidelsky
2000: 469).

There is no consensus in the literature on how far and to what extent
Keynes’s art of persuasion was constrained by circumstances or, rather,
was jeopardized by his scarce negotiating skills. It is a matter that cannot
be settled by any evidence, but we can nevertheless try to get a better idea
of his style of rhetoric and strategy of communication by looking more
closely into three of the most striking of his tours de force in persuasion.

4. The Rhetoric of Responsibility

If judged against the declared objectives, Keynes’s missions can hardly
be described as successful. However, in all contemporary records, as in
most of the subsequent literature, Keynes is portrayed as a master in
eloquence' and superb in his overall and far-reaching vision, with a full

'7 George Bolton of the Bank of England and Ernest Rowe-Dutton of the Treasury.
'8 See, for instance, Harrod (1951: 496): “In the course of years he had made
himself a supreme master of debate. That fine command of prose, manifested in his
writings, was no less evident in oral discussion. [...] As a master of words Keynes
was without peer in Washington or Bretton Woods”. See also Robert Bryce (1988:
150): “In 1944 [Keynes] came twice to Ottawa as a representative of the British
Treasury [...] he was a very skilled negotiator, a very persuasive and fluent
expositor; indeed his exercise of fluency and charm was so powerful that the
Canadian ministers preferred to take their decisions affer they had met with him
rather than while they were still under his spell.” I am grateful to Robert Dimand
for drawing my attention to Bryce’s account.
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understanding of the minute details and implications of the arrangements
that were being negotiated and displaying real rhetorical skill in pleading
the British case, although there are reservations about his handling of the
American opponents. Moreover, when it came to persuading the Treasury
or the House of Lords to accept what he had negotiated, there is almost
unanimous consensus that Keynes’s art was unrivalled.

Keynes’s eloquence won the day in three notable instances: defending
the Joint Statement by Experts'’ with the Treasury® and in Parliament in
April-May 1944; bringing Whitehall around to his strategy for Stage III in
a memorandum of March-May 1945,*' and pledging acceptance of the
loan and the Bretton Woods Agreement in the House of Lords in
December 1946.

The logic of his defence of the Joint Statement rested on the necessary
connection between Britain’s domestic policy and its external position: the
importance of avoiding the interwar experience with beggar-my-neighbour
measures, which had resulted in unemployment and disruption of trade. As
Keynes stated in the House of Lords on 16 May 1944:

The policy of full employment to which His Majesty’s Government are
committed would be immensely easier in practice if we could have a
concerted policy with other countries, and if we all moved altogether and
did not allow what is sometimes called the export of unemployment from
one country to another.

(CWK XXVI: 4-5)

In his speech to the House of Lords of 23 May 1944, Keynes’s
rhetorical pledge to the Lords to endorse the Statement of Experts rested
on two pillars. The first was to argue that it was a case of

a voluntary undertaking, genuinely offered in the spirit both of a good
neighbour and, I should add, of enlightened self-interest, not to allow a
repetition of a chain of events which between the wars did more than any

' Joint Statement by Experts on the Establishment of an International Monetary
Fund (CWK XXV: 379-92 and Appendix 4). The version signed in Washington
on 13 October 1943, went through seven drafts (Editorial note, ibid., 392).

2 Explanatory Notes by United Kingdom Experts on the Proposal for an
International Monetary Fund (CWK XXV: 437-442). Keynes justified the need
for these in a letter to the Chancellor of the Exchequer: “The experts, who are
publicly stated to have agreed this paper as being satisfactory, are surely entitled to
offer some explanation why” (J.M. Keynes to J. Anderson, 16 April 1944, in CWK
XXV: 436).

2! Overseas Financial Policy in Stage ITT (CWK XXIV: 256-95).
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other single factor to destroy the world’s economic balance and to prepare
a seed-bed for foul growths.
(CWK XXVI: 4)

The second, and more important, pillar was that there was no viable
choice:

What alternative is open to us which gives comparable aid, or better, more
hopeful opportunities for the future? I have considerable confidence that
something very like this plan will be in fact adopted, if only on account of
the plain demerits of the alternative of rejection.

(CWK XXVI: 15)

A year later, addressing again the alternatives facing Great Britain in
the post-war period in a memorandum written between March and May
1945, Keynes bluntly depicted a bleak scenario, in which he insisted that
an appeal to justice was the first and the best option. His approach was
commented upon extensively by Bob Brand,” who was at the time one of
Keynes’s most important interlocutors and correspondents on Anglo-
American relationships. Brand’s reaction and Keynes’s response are worth
quoting at length:

What you propose the United States should do, is, taken as a whole,
something like Justice to us, and that as for the part we assign to the United
States we ask it from her not because it is just but because she is rich and
well able to do so, and because it is very much in her interest. My point in
saying all this is that I doubt whether it will be wise to stress to the
American people that what we propose is not only Justice to us, but for
them.

(R.H. Brand to J.M. Keynes, 5 April 1945, in CWK XXIV: 307)

To which Keynes reacted,

You must remember that the present document is primarily addressed to
critical members of the Cabinet here and is putting the case primarily from
our point of view. I contemplate that a different sort of paper would be
prepared and used for U.S.A. [...] One should give more attention to
emphasising the advantages to U.S.A. than I have given in this paper as
compared with the advantage to the UK.

(J.M. Keynes to R.H. Brand, 24 April 1945, in CWK XXIV: 312-3)

Here Keynes’s persuasion strategy relied on two levers. The first was
selecting the arguments that would appeal to the self-interest of the party

22 At the time, Treasury representative in Washington.

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

Keynes and Persuasion 69

that he was addressing at the time. The second was searching for a
framework in which each side’s interests could be made to coincide as
parts of the same general interest. As he explained to Wilfrid Eady,” who
was also unconvinced of Keynes’s strategy in negotiating post-war
American financial assistance: “[The appeal to Justice] is wider
conception about the way in which the financial consequences of the war
should be liquidated” (J.M. Keynes to W. Eady, 13 June 1945, in CWK
XXIV: 360).

Keynes appeal to justice to persuade the Americans to share the burden
of the cost of the war was a rhetorical device to present as a mutual
interest that which, in the minds of the two parties involved in defending
the US and UK viewpoints, appeared to be conflicting interests. The
substantive reason for putting forward his proposal of a “free gift” from
the United States stemmed, however, from a firm belief that settling the
British external debt by the application of a strictly commercial point of
view, as the Americans were determined to do, would have a worldwide
deflationary effect. This position is similar to the one Keynes took with
regard to German reparations in the aftermath of the First World War.
Ironically, the Marshall Plan, which the Americans introduced
immediately after the end of the war to inflate the European economy, was
a Keynesian remedy; but, to American politicians, it had the virtue of not
being geared to British interests. The literature is divided on this issue.
Skidelsky endorses the view that Keynes was fighting against the US
intention to destroy Britain as a great power, while American economic
historian Brad DeLong rejects the idea that Britain could ever have
remained a great power, no matter how much Keynes might have been
able to extract in terms of financial aid from the United States.”*

Finally, we come to Keynes’s address to the House of Lords on 18
December 1945 (CWK XXIV: 605-28), delivered barely twenty-four
hours after he had disembarked from the Queen Elizabeth at Southampton
to seek Parliamentary ratification of the loan and the Bretton Woods

2 Since 1942, the Second Secretary of the British Treasury.

2 “Britain imported seventeen billion pounds’ worth of goods during World War
11, of which America paid in Lend-Lease and in post-World War II Marshall Plan
and MSA [Mutual Security Agency] aid for seven billion. Had America paid for all
seventeen billion pounds, then Britain would have had an extra ten billion pounds’
worth of overseas assets at the end of World War II. At a 5 percent real return on
overseas investments, this would have boosted post-World War II British GNP by
4 percent. Would Britain with 4 percent more GNP have been a truly ‘great’
power, the post-World War II leader of the western alliance? No. [...] It would
have had no more workers and factories more productive than Britain did in
reality” (DeLong 2002: 162).

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

70 Chapter Four

Agreements. Here his persuasion strategy was geared to appealing to a
sense of responsibility. While conceding “to his regret that this is not an
interest free loan,” Keynes expressed sympathy for his American
negotiators and their difficulties, arguing that relying on a sterling area
bloc was not a viable alternative to Anglo-American collaboration, and he
enumerated all of the advantages that multilateralism held for Great
Britain in terms of short-term recovery and long-term growth.

However, he also recanted his strategy of appealing to a sense of
justice, devised in March 1944:

In no phase of human experience does the past operate so directly and
arithmetically as we were trying to contend. Men’s sympathies and less
calculated impulses are drawn from their memories of comradeship, but
their contemporary acts are generally directed towards influencing the
future and not towards pensioning the past. [...] We soon discovered,
therefore, that it was not our past performance or our present weakness but
our future prospects of recovery and our intention to face the world boldly
that we had to demonstrate.

(CWK XXIV: 610-11)

Skidelsky argues that “the magic of Keynes’s words is still potent
more than half a century later” (Skidelsky 2000: 449; emphasis added).
Moggridge describes Keynes’s speech as “a powerful, frank description of
the arrangements” (Moggridge 1992: 816; emphasis added). The choice of
adjectives reflects the contrasting evaluation of his two biographers, the
former stressing the eloquence, the latter the logic, of Keynes’s defence of
his own doings. Harrod (1951: 618) takes a middle course, describing the
address as a “graceful and persuasive speech [...] compounded of
penetrating analysis, tact and sagacity.”

Once again, we see here different evaluations of Keynes’s role in the
various agreements that sealed the final act in Anglo-American financial
negotiations during the Second World War. Skidelsky, together with
Robbins, takes the view that Keynes was more a “master of words” (in
Harrod’s definition) than a successful negotiator, while Moggridge,
together with Kahn, presents him as painfully aware that this was the best
the British could achieve against the Americans’ refusal to consider the
alternative option.

5. Conclusions

Success in persuasion requires the thorough grasp of public feelings and
sentiment which, by the end of his life, Keynes had fully acquired, above
all in the context of his intellectual and political milieu. In the 1940s he
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was no longer — as in the 1920s — an outcast in the political scene. He was
the most influential advisor to the Treasury, a director of the Bank of
England, and a member of the House of Lords addressing his peers. He
knew the right strings to pull, and he pulled them. It was not only his
prestige at stake but the post-war economic and political system he had
helped design.

By assuming responsibility for what had been achieved, Keynes forced
Parliament and the Government — by then accustomed to the idea that he
was one of them — to share in it. A similar point was made by Harrod in
his comment on the speech of 18 December 1945, when he asked what lay
behind Keynes’s success in persuasion in this particular instance: “The
speech in December 1945 was excellent, but no more excellent than his
utterances for twenty-seven long years. Were the mighty ones in the land
merely indifferent to wisdom, or were they incapable of detecting it,
except when it was adorned with a coronet?” (Harrod 1951: 618).

Keynes’s appeal to overcome self-interest as the sole guide to action
and to transcend situations that take the form of zero-sum games was made
in the context of both internal and external economic problems. As far as
full-employment policy was concerned, he endeavoured to persuade his
“countrymen and the world at large to change their traditional
doctrines and, by taking better thought, to remove the curse of unemploy-
ment” (CWK XXVI: 16). In the case of post-war international
economics, he fought to persuade governments that “only by a more
comprehensive settlement, which attempts to offer everyone what is
reasonable, and so far as we can make it fair, [can] the financial
consequences of the war [...] be liquidated” (CWK XXIV: 291-2).

His persuasion strategy was not always successful, but to the extent
that it was — as the experience of post-war employment policies and
international financial stability in the post-war years has amply shown it to
have been — much was gained in terms of creation and allocation of
resources.

Robbins (1932) claimed that arguments pertaining to ethics and
political philosophy should be banned from economics. His message was
that, while moral sciences deal with what ought to be, economics is
concerned with what is. Keynes fought for the opposite view, for
investigation “into problems which seek to bring about defined or desired
end states (or solutions) and clarify values” (see Marcuzzo 2004). His
message was to change the environment within which individuals operate,
so that moral and rational motives become the spring of action of the
collective as a whole (CWK XVII: 453). The role of persuasion was
precisely that of inducing behaviour to conform to goals that were
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attainable only by moving beyond individualistic motivation or utilitarian
calculation. Zero-sum games were more the results of a vision of society
and of a conception of economics based on the principle of scarcity and
self-interest than on a true representation of reality.

As Skidelsky aptly put it: “[H]is intuition persuades, not so much
because it corresponds to our own intuition of reality, but because we are
very susceptible to persuasive language. To the extent that we are
persuaded, and modify our behaviour, there is a new reality” (1992: 415).
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CHAPTER FIVE

THE CAMBRIDGE KEYNESIANS:
KAHN, J. ROBINSON AND KALDOR
A PERSPECTIVE FROM THE ARCHIVES

MARIA CRISTINA MARCUZZO
AND ANNALISA ROSSELLI"

1. Introduction

Richard Kahn, Joan Robinson and Nicholas Kaldor were economists who
played an essential role in disseminating and winning approval for the
ideas of Keynes. They all had special relations with him and were in
constant touch with his ideas. From the post-war period until the end of the
1970s all three, in their own ways, had fundamental roles in shaping the
Cambridge that attracted students and scholars in great number from all
over the world. They epitomized what is generally understood as the
Keynesians, at least as far as Cambridge, UK, was concerned.

R.F. Kahn was Keynes’s “favourite pupil”,' his main support in the
making of the General Theory, collaborator in King’s College
administration and literary executor.

J.V. Robinson was regarded by some as the icon of the legitimate
Keynesians against the bastard progeny of Keynes, populariser and
proselytiser, contender in the capital controversy and champion of
eclecticism in her reliance on Marx, Kalecki and Sraffa in opposing the

" We are grateful for copyright permission granted by Professor D. Papineau (Kahn
papers), the Provost and the Fellows of King’s College, Cambridge (Joan
Robinson papers) and A.P. Thirlwall (Kaldor papers). We are also grateful to F.
Stewart, Kaldor’s daughter, for granting permission to quote from her speech at her
father’s memorial.

' As Keynes himself described him in a letter to his wife Lydia in 1928 (see
Marcuzzo 2002a: 422).
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neoclassical theory, originating an approach which is known as post-
Keynesian.

N. Kaldor, a latecomer in Keynes’s circle as a convert from the
Austrian school and the London School of Economics, was an original
thinker in many pure and applied fields; he is best known for his growth
and distribution models, the policy counselling he provided to Labour
governments at home and in developing countries and his fierce opposition
to Monetarism and Margaret Thatcher’s economic policies.

This chapter deals with the archives of their papers, which are
examined here from three standpoints. First, we use the headings of their
catalogues to give some biographical and bibliographical information
about each author, in order to place those headings in the context of
personal, professional and academic life. Generally speaking, archives are
an important source for reconstructing intellectual biographies, perhaps
less fascinating but certainly more reliable than personal recollections.

Secondly, we review the unpublished writings, signalling those that
are, in our view, most interesting.

Finally, we examine the correspondence, taking into consideration a
sample which we find particularly noteworthy.

Here we do not dwell extensively on the letters between Kaldor,
Robinson and Kahn that are extant in their archives, and which we have
examined elsewhere (Marcuzzo and Rosselli 2005).> These economists
were not only heavily, emotionally dependent on Keynes’s approval,
support and friendship, but also aquiver among themselves with tensions
and powerful interpersonal dynamics, love, esteem, hatred and jealousy
playing their part.®

After examining each author’s papers separately (sections 2, 3 and 4),
we raise some methodological issues related to archives as a source for the
history of economic thought and, as conclusions, we offer a few remarks
prompted by the present authors” experience of work on these archives
(section 5).

% The book presents the results of research on the correspondence between Keynes,
Kahn, J. Robinson, Robertson, Harrod, Sraffa, Pigou, Kaldor, Shove and Hayek
from 1907 to 1946, with detailed tables of the extant letters. This chapter draws
heavily on it.

3 These issues are examined, as far as Kaldor and Robinson are concerned, in King
(1998) and, in relation to Robinson and Kahn, in Rosselli (2005a).
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2. Papers and Correspondence of R.F. Kahn
2.1. The Catalogue

Kahn’s papers are preserved in the Modern Archives of King’s College,
Cambridge;* the headings of the catalogue are given in Table 5.1.

Table 5.1. Kahn’s papers

Published Writings

Unpublished Writings

King’s College: Student, Fellow, Bursar, Keynes’s Trustee
Cambridge University, Faculty of Economics and Politics: Chairman,
Appointments Committee Member, Examiner, Supervisor of Research
Students, Lecturer

National Institute of Economic and Social Research
Ministry of Supply

Board of Trade

Organization for European Economic Cooperation

9. United Nations Food and Agriculture Organization

10.  Department of Economic Affairs

11.  House of Lords

12.  RFK’s Subject Files

13.  Correspondence

14.  Drafts, Off-Prints and Books by Others

15.  Finances

16.  Joan Robinson

17.  Rachel Rostas

18.  Diaries and Address Books

19. Holidays

bl

® NN

20. Health
21. Religion, Israel
22.  Clubs

23.  Photographs
24.  Family papers

* A very few items from his personal papers, together with most of his library and
collection of off-prints, are at present conserved at the Asahikawa University,
Hokkaido, Japan.
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Kahn, albeit highly influential in all major theoretical events in
Cambridge economics, did not publish much, but his contributions are
landmarks in the economics of the twentieth century. To name but a few,
we have the articles on the Multiplier (Kahn 1931), Duopoly (Kahn 1937)
and Liquidity Preference (Kahn 1954), the Evidence to the Radcliffe
Committee (Kahn 1958), Exercises in the Analysis of Growth (Kahn 1959)
and the article on the rate of interest (Kahn 1971). The complete
bibliography can be found in Marcuzzo (1989) and, on the basis of
comparison, we identify the unpublished writings, which will be examined
in the next section.

Kahn’s involvement with King’s College dates back to the late 1920s
when, as a student, he spent three years preparing for the Natural Science
Tripos and one year for the Economics Tripos. After his election to a
Fellowship (1930), he served as Second Bursar (since 1935), acting Bursar
during Keynes’s illness in 1937-38, then First Bursar (1946-51) and, after
Keynes’s death in 1946, Keynes’s Trustee.

Kahn was also active and influential in the Faculty of Economics,
where he started as lecturer in 1933, finally becoming Professor in 1951.
He chaired many committees and masterminded academic activities and
appointments. He was involved in the establishment of the Cambridge
Research scheme, funded by the National Institute of Economic and Social
Research, originally set up in 1938 also in order to provide Kalecki with a
job in Cambridge.

At the outbreak of the war, Kahn found a post at the Board of Trade,
where he was involved in the point-rationing scheme to curb consumption
and free resources for the war effort; he then acted as Deputy Director of
the Middle East Supply Centre in Cairo, where he was given many
administrative duties. Subsequently he moved to the Ministry of Supply,
where he started working on the Buffer Stocks of raw materials scheme
and issues related to post-war organization of the economic institutions.

As from the late 1940s he worked for a number of international
organizations (OEEC, UNCTAD and FAO) and the British Labour
governments, for which he designed wage and income policy schemes at
the Department of Economic Affairs. He received a life peerage in 1965.
In the House of Lords he intervened on economic matters and, when the
Tories came back to power, he was strenuous in his indictment of
monetarism and Mrs Thatcher’s government.

Since the early 1930s he had invested in shares, bonds and
commodities with alternating fortunes. He was in charge of the finances of
friends and relatives and devoted a considerable part of his time to the
management of their savings. Unlike Keynes and Piero Sraffa, with whom
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he frequently discussed financial matters, he made only modest gains and
did not die rich.

He was an enthusiastic mountaineer and even late in life would still
spend most summers in the Alps. He was a careful planner in all matters,
holidays included. He never married and always remained very close to his
family, particularly his sisters, supporting them financially and
emotionally.

An important aspect of his life was his strong Jewish identity, even
when he gave up religious practice, as testified by the fact that he wanted
to be buried in the Jewish part of the Cambridge cemetery.’

2.2. Unpublished Writings

The unpublished writings are to be found not only in the relevant section
of the catalogue, but are scattered among many other files.

Kahn never published a book, excluding the fellowship dissertation
which appeared in Italian in 1983 (Kahn 1983) and in English in 1989
(Kahn 1989). However, at least twice he did plan to write a book, one at
the beginning of his career, on the basis of his Dissertation and bearing the
same name, 7he Economics of the Short Period. One draft is extant, with
annotations and related material, amounting to roughly 300 pages. Of the
planned eleven chapters, according to the index, chapters 1, 3 and 4
remained unwritten, while 7, 9 and 10 are seemingly unfinished. The draft
was most certainly written in the last quarter of 1932 (Marcuzzo 1996:
20).° Part of chapter 7 merged into “The Marginal Principle” which was an
article Kahn submitted to F.W. Taussig in 1933 for publication in the
Quarterly Journal of Economics and which, having been rejected, still
remains unpublished in English.”

The second projected book goes back to the 1950s, when Kahn started
a monograph on buffer stocks which was to consist of 11 chapters
according to an index which might have been drafted in the early 1950s. In
this work Kahn advocated the establishment of an international buffer
stock agency to prevent price fluctuations of primary commodities. The
agency was to be managed by experts so that price determination of raw
materials, unlike under the quota system, would be “not a matter of

5 Biographical information about Kahn’s life and work can be found in Kahn
(1984), Harcourt (1991), Pasinetti (1991).

® Joan Robinson wrote to Kahn on 24 January 1933: “I have read your book thus
currently. It’s certainly a very impressive work. I hope you are going to let me help
you with polishing it up” (RFK 13/90/1/75).

7 The Italian version is in Kahn (1999).
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bargaining strength, but of judgement based on scientific enquiry and
expert experience” (chapter IV in RFK 2/12.3).®

In fact, in 1952 he began writing a series of letters to friends and
colleagues in order to collect bibliographical material and statistics on
buffer stocks. Six chapters were probably written between 1953 and 1954,
and four of them are preserved in a file labelled by Kahn himself as the
“Long version.” A shorter, but complete version of the book was put
together with the help of Joan Robinson, most likely in 1956—7. She drew
on material prepared by Kahn, but made several additions and excisions.
In the early summer of 1957 this shorter version may have been sent to
Gerda Blau, who was an officer at FAO in Rome and a close friend of
Kahn and Robinson and had been closely following Kahn’s progress with
his book.” Kahn kept up his work on the book, discussed it in
correspondence with James Meade in 1958, and in 1959 still believed he
could finish it by the end of the summer of that year (RFK 2/14).
Unfortunately this was not to be so, but two papers on buffer stocks of tin
and sugar, the former written for FAO and the latter for the International
Sugar Council, are extant (Kahn 1988: 47).

The result of all this delay is that Kahn’s only published book is in fact
a collection of his essays (Kahn 1972). He planned to bring out a second
one and drafted various tables of contents, which are extant.

Moreover, among Kahn’s unpublished writings, there are a few
memoranda, papers and comments, mainly related to his activities as
policy advisor and economic expert for various organizations and
governments. On the academic side, there is a paper on Sraffa written in
1980, which is a — not particularly successful — attempt to build a steady
state growth model based on Production of Commodities by Means of
Commodities (RFK 2/20).

Of more historical interest are various sets of lecture notes dating to the
early 1930s, together with conference papers extending well into the
1980s. Finally, there is the text of a long interview on his life and work,

8 The papers of the three authors examined in the text are held in the Modern
Archives of King’s College, Cambridge and referred to as the RFK, JVR, NK
papers. The numbers given are those of the corresponding classmark of the file or
the document.

? Contrary to the sequence presented in Palma (1994), the shorter version is not the
older one. We know from the correspondence between R.F. Kahn and Gerda Blau,
preserved in the FAO Archives in Rome, that chapters III, IV, V and VI were
ready by October 1953 and that chapters I and VIII were added subsequently. The
excessive length of the projected book led Gerda Blau to ask Kahn for a shorter
version, which is probably the one prepared with the help of Joan Robinson and
preserved in RFK 2/12.3.
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which was given to one of the authors of this paper, published in a small
book in Italian (Kahn 1988), but still unpublished in English.

2.3. Correspondence

Of Kahn’s major correspondents, Keynes and Joan Robinson certainly had
the lion’s share, correspondence with the former amounting to 602 letters
and with the latter to over 1300. The women he was personally involved
with come second, followed by relatives, colleagues and a few
acquaintances. As far as the economists are concerned, the earlier
correspondents include: V. Edelberg,10 R.F. Harrod, H. Johnson, N.
Kaldor, N. Laski, J. Meade, A.C. Pigou, D.H. Robertson, E.A.G. Robinson
and G.S. Shove. Of the later period, correspondents include P. Garegnani,
B. Ohlin, L. Pasinetti, R. Skidelsky and R. Solow.

The distribution of the extant correspondence, as expected, is heavily
skewed towards recent years, the bulk of it dating to the late 1970s and,
above all, the 1980s, with the exception of the colleagues mentioned
above, family and lovers.

It is impossible to provide here a detailed account of the
correspondence preserved in Kahn’s archive, its interest ranging from the
biographical to the scientific; we must perforce limit ourselves to a
sample. We chose a group of 37 letters that Kahn wrote to Joan Robinson
during his visit to the United States between late 1932 and April 1933,"
selecting them from the hundreds kept in Kahn’s archive as offering a
good example of the wealth of information that might be drawn from
perusal of his correspondence. First, these letters give us a picture of
academic life in the USA in the early 1930s as seen through the eyes-of a
Cambridge don. They point up the lack of communication that still existed
in those years between the academic worlds on the two sides of the
Atlantic and reveal the gulf in styles and approaches to research and
teaching. Secondly, they show how economic theory, as developed in the
USA at the time, was perceived by a born and bred Keynesian economist
like Kahn. Thirdly, they give us insight into the personalities of the two
correspondents and their closest interlocutors.

Kahn'’s letters are a series of long accounts dispatched from Chicago,
where he spent a few weeks; from Harvard, where he was guest of Taussig
and Schumpeter; and from New York, where he spent the last month of his

1 Victor G. Edelberg, economist, studied at the LSE under Robbins’ supervision.
In the 1930s he wrote on the Ricardian theory of profit and on capital theory.

"' For unknown reasons these letters are kept in Kahn’s rather than in Joan
Robinson’s archive.
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visit. His first impression of the United States was not favourable, and
changed little during his stay. Of the academic life he endorsed neither the
research organization nor the teaching methods. He felt that too much
money went on providing professors with secretaries and research
assistants (engaged in what he considered a futile pursuit of data) and too
little on creating an environment that would in both spirit and substance
favour the exchange of ideas and a serene quest for knowledge.

Above, all it was the didactic methods that failed to convince him, the
students having no opportunity for discussion with their professors apart
from the seminar Schumpeter held with his pupils at Harvard. As he wrote
to Joan Robinson at the end of his visit to Chicago: “But what annoys me
is the isolation in which most of these young men do their economics.
Several of them have complained to me of the difficulty of working under
such asocial conditions” (24 January 1933, RFK 13/90/1/75). There was
no forum for debate like the Keynes Club or the Marshall Society in
Cambridge, and everyone seemed utterly to ignore his neighbour:

Take, for instance, the case of Chamberlin’s book. He has been working on
it for at least six years. And yet I can find nobody who can give me the
inkling of an idea of what the book is going to contain. I have no doubt that
Chamberlin is well endowed with “research assistants” (I shall come to
that phase of this lunatic asylum later.) But that is the whole point. The
pursuit of learning is regarded as a business, to be discussed with
underlings at “conferences’, rather than as a social art which pervades
one’s whole life.

(17 February 1933, RFK 13/90/1/132-4)

None of the economists encountered made much of an impression on him,
particularly in Chicago, where he went no further than a handshake with
Irving Fisher. Knight aroused his sympathy: “Knight is friendly in a
forbidding kind of way. He is very disgruntled with economic theory — in
fact he is disgruntled about most things but his cynicism is of the
pleasanter variety” (15 January 1933, quoted in Rosselli 2005a: 265).

Viner and Schultz initially impressed Kahn favourably with their
intelligence, but appalled him with the attitude they took to Cambridge,
UK:

Both Schultz and Viner try to be extremely contemptuous of Cambridge
[...] Viner is also very proud of not having read more than a few passages
from the Treatise. And he has never finished the Symposium (but this does
not prevent his telling me how surprised they were when it came out. They
had been doing that kind of thing for years).

(15 January 1933, RFK 13/90/1/44-51)

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

84 Chapter Five

At Harvard Frank Taussig, then 72 years old, made the greatest impression
on him, while of the younger generation — practically his own — it was the
recently arrived Leontieff who appeared to him as “very definitely a man
to watch” (15 February 1933, quoted in Rosselli 2005a: 265).

His impressions in New York were far more agreeable: “Wesley
Mitchell had a lunch party for me at Columbia, and he struck me this time
as a rather superior type of American professor, genial and moderately
human! [Harold] Hotelling is a perfect dear which is just as it should be”
(23-24 March 1933, quoted in Rosselli 2005a: 266).

At the same time, the state of economic science and in particular of
monetary theory seemed hopeless to Kahn, fresh from the Circus debates
and involved in the work on the future General Theory of Keynes. While
deflation was reaching its worst, the only remedies proposed were
balancing the budget and reducing the gold content of the dollar. After
attending a conference, he wrote:

My God, it was nearly all the most doctrinaire sort of nonsense about how
hard it is to inflate the currency and what about reducing the gold value of
the dollar (without any suggestion that its rate of exchange was what
mattered). If a business man were to deliver the best of those papers to the
Marshall Society we should feel we had been sold a pup. These people are
living in the Dark Ages. If I were not a coward I should there and then
have made up my mind to devote the rest of my life to a crusade against
the Quantity Theory. In no other way could I do more to better the lot of
mankind.

(8 January 1933, RFK 13/90/1/36-40)

And he bitterly reached the conclusion: “why is it that the only people in
the world with whom conversation on so-called monetary subjects
conforms to the most rudimentary canons of common sense all live in
Cambridge?” (10 February 1933, RFK 13/90/1/105-7).

Greater satisfaction came from his meetings with business people who
he kept interviewing in the hope of finding a solution to the problem of
price determination:

My experience so far has been extremely limited, but I am now absolutely
convinced that every business man is at a kink (a pretty kinky kink too) on
his demand curve, or thinks he is. This creates a quandary. It is quite true
that it does not pay either to raise or lower the price. But what on earth
determines the position of the kink? This is going to be my main
theoretical problem.

(27 February 1933, quoted in Rosselli 2005a: 266)
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As these few passages show, this American correspondence testifies to the
seminal role of Kahn at two cornerstones of Cambridge economics: the
fight against the Quantity Theory of Money and generalization of the
Marshallian method.

3. Papers and Correspondence of J.V. Robinson
3.1. The Catalogue

Joan Robinson’s papers are preserved in the Modern Archives of King’s
College, Cambridge; the headings of the catalogue are given in Table 5.2.

Table 5.2. Robinson’s papers

Books and contributions to books, 1920-79

Articles published or intended for publication, 193281
Oral presentations, 1941-81

Papers concerning work in progress, 193673

Juvenilia, 1914-23

Notes from the work of others, 1961-74

Correspondence, including unpublished papers written by others, 1922—-80
Miscellaneous memorandums, 1930-80

9. Address books and loose notes of Addresses, 1945-80

10. Engagement diaries, 1963-83

11.  Field notebooks and travel journals, 1945-79

12.  Other travel records, 1945-65

13.  Photographs, 1930-87

14.  Pieces published by others, 192678

15.  Reviews of Joan Robinson’s writings and career, 193286
16.  Printed copies of Joan Robinson’s publications, 1925-82

PN R LD =

Unlike Kahn, Joan Robinson was an exceptionally prolific writer — her
published writings amounting to over 440 items (Marcuzzo 2002b) — and
left very little unpublished. Unlike the other two economists examined
here, she lived an almost entirely academic life, mainly in Cambridge. She
held no administrative positions in the University, nor in her colleges,
Girton and Newnham, where she became Fellow only in 1965, when she
was made Professor, having been appointed Lecturer in 1937 and Reader
in 1949.

In the latter part of her life she became a world-wide traveller, making
frequent visits to India, China, the former Soviet Union, Cuba and Canada.
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The catalogue of her papers reflects these activities, drafts and original
typescripts of some of her published works forming the bulk. Of her entire
production, however, the extant material amounts to only a small fraction.
As far as her first and most famous book, the Economics of Imperfect
Competition (Robinson 1933), is concerned, extant is a draft of the
Introduction (JVR i/3.3), which was probably kept because it contains
Keynes’s suggestions and corrections. Nothing is left of her other books
(Robinson 1937; 1942; 1956; 1960; 1962a; 1962b; 1966; 1970; 1971,
Robinson and Eatwell, 1973). Of the published articles, it is mostly the
material relative to the recent ones (after 1970) that has been preserved.
Oral tradition has it that on her retirement, when she was obliged to leave
her office in the Cambridge Faculty Building, she destroyed almost all her
papers.

3.2. Unpublished Writings

Most of the extant material in this section of the catalogue consists of
notes for talks and lectures, either academic or for the general public.
Noteworthy is the text of a lecture on Jevons, written in 1942 for the
“wartime Circus” (according to Joan Robinson’s inscription), delivered
most certainly on Pigou’s suggestion that all Faculty members were to
give a lecture on a selected economist.'” The lecture draws heavily on
Keynes’s biographical essay on Jevons (Keynes 1972) as far as his life and
activities are concerned. However, unlike Keynes, under the influence of
her recent reading of Marx Joan Robinson stressed how Jevons broke
away from the tradition of British political economy by introducing a
radical change in his approach not only to the theory of value, but to
economics itself. She wrote:

Jevons was wrong in supposing that he had found a new answer to the
problems of political economy. He had not found a new answer. He had
altered the question. For Ricardo the problem of the theory of value was

12 Kaldor recollects that after the outbreak of the war “Pigou, as Chairman of the
Economics Faculty, arranged for a special series of lectures to be given by
Cambridge economists entitled ‘The Great Economists’, each of which was
assigned to a different economist who would be considered as a ‘specialist’ on that
person or subject [...] Joan Robinson was asked to lecture on Jevons, a less happy
choice; [...] and it was the obvious choice to ask Piero [Sraffa] (as editor of
Ricardo’s Collected Writings) to speak on Ricardo” (NK 3/138). These
recollections are contained in an interview that Kaldor gave to one of the authors
of this chapter and which was published in Italian (Kaldor 1986).
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subsidiary to the problem of distribution [...] Jevons is not concerned with
this problem, he is interested in what determines relative prices.
(JVR iii/2/6-7)

Three other manuscripts are worth mentioning. First, there are the notes
for a talk to undergraduates on Nazism in Europe, dated 17 November
1941 in Robinson’s handwriting (JVR iii/1). The talk, given in one of the
worst moments of the war, is a hymn to the ideal of liberalism, interpreted
as “the ideal of human equality, of the rule of law, of government by
reason and compromise instead of by force and fear”. Confronted by
Hitler’s tyranny, she spurs the audience to “raise the standards of freedom
and justice” and free Britain from the “anonymous, silent, bloodless
tyranny of money and privilege [which] denies education to the mass of
our own people”. Given the circumstances, the talk is full of passion, but
admirably devoid of any hint of jingoism. Robinson invites her audience
to learn and understand: “We must learn to feel, when we hear these tales
of horror, not ‘this is how Germans behave’, but this is what human nature
can become”.

Secondly, there is a set of lecture notes, entitled Short Period Model,
probably drafted in the early 1960s. These are written in a sort of
shorthand form, to sketch out the content of the lectures. The first part
looks at the differences between (a) family economy, (b) planned
economy, and (c) capitalist economy as far as the forces beyond
accumulation and the pace of growth are concerned. In a capitalist
economy the crucial role is played by technical progress. The last part of
the lectures deals with the short period, described as a “snap-shot of [an]
economy at a moment of time”, and analyses the effects of changes in
investment, consumption, prices and money wages on the system
(JVR 1ii/8).

Also extant is a much later set of notes on the Cambridge Tradition,
which was the basis for a course she was persuaded to give in Cambridge
after her retirement, in the Michaelmas Terms 1976-81. The number of
lectures apparently varied from year to year, but the archive yields only
the notes for four of these lectures. In JVR iii/16.1, 16.3, 16.4 there is an
analysis of Marshall’s thought, deemed “necessary to understand Keynes”.
The Marshallian heritage in Keynes is seen as the “sense of an actual
economy moving through historical time” and the “short period idea’. She
wrote that “For Marshall [short period is the] time it takes to get back to
normal profits after an unforeseen change. For Keynes [it is a] given
position with plant, organization of industry, utilization function”.
Marshall comes out better in comparison with Walras because Marshall
lacks a model with “transactors with endowments and in which all
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questions are treated as ‘maximizing under restraints’. Marshall gives a
view of the economy [with] family business, workers, banking system,
international trade”. The other lectures are on “The rate of profit”
(JVR iii/2, 5) and “The Classical revival” (JVR iii/6, 7).

3.3. Correspondence

There are about 490 correspondents listed in this section of the catalogue,
although most of them are represented by only one extant letter. It is
always hard to judge how much of a correspondence has been preserved
by chance or as the result of deliberate choice. If the latter was the case
with Joan Robinson, the variety of authors whose letters she thought worth
keeping would confirm what a younger friend of the latter part of her life
once wrote: “Joan’s gift for friendship was perhaps where she found her
greatest freedom and pleasure, cutting right across class, culture, age”
(Narasimhan 1983: 217). In her archive we find letters from all over the
world, from women friends from school days at St. Pauls’ School for Girls
in London or student years in Cambridge, who kept in touch long after.
The major correspondents, besides friends, family and relatives, include:
S. Adler,” H.R. Altounyan,14 D.G. Champernowne, M.H. Dobb, R.F.
Harrod, F.A. Hayek, J.R. Hicks, R.F. Kahn, N. Kaldor, M. Kalecki, J.M.
Keynes, A. Lerner, A.C. Pigou, K. Raj,lS P.A. Samuelson, G. Shove, J.
Schumpeter, and P. Sraffa.

Here again we chose to focus on a small fraction of the correspondence
preserved in her archive: the letters that Gerald Shove wrote to Joan
Robinson in the years 1931-33 of the making of The Economics of
Imperfect Competition. Their interest derives from the paucity of
information we have on the scientific contribution of Gerald Shove, whose
role as teacher and researcher in the true Marshallian tradition was
acknowledged by many in Cambridge (Kahn 1987; Austin Robinson
1977). However, we have scant evidence to assess his role in the
Cambridge debates, since Shove wrote much, but published little, as Kahn
wrote in his obituary (Kahn 1947), and all his papers were destroyed after
his death, as he had wished.

13 Salomon Adler, economist, expert on China, translated into English some of
Mao’s writings.

' Ernest H. Riddal Altounyan, poet and doctor who practised in Syria; his most
famous poem was dedicated to Lawrence of Arabia.

'’ Kakkadan Nandanath Raj, economist, set up the Delhi School of Economics and
the Centre for Development Studies in Trivandrum. He published on the Indian
and other Asian economies.
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When Joan Robinson began writing The Economics of Imperfect
Competition in May 1931, Shove had already spent several years working
on a book which was to expand on the Marshallian ideas on value and
costs (Rosselli 2005b). For two years, from 1931 to 1933, the 17 letters
that Shove sent to Robinson show him living in fear that her book and the
lecture course that Robinson was working on might anticipate his ideas,
depriving them of their originality.

The ideas Shove was afraid that might be “stolen” from him by
Robinson are listed in a letter he sent her — the first of those extant — on 24
October 1931:

Dear Joan, from conversation with Kahn, I gathered that, though the
theorems in your book about monopoly are new and original, a good deal
of the fundamental apparatus or line of approach (e.g. the treatment of
“costs” and “rents’, heterogeneity of resources, Increasing Returns and
Diminishing Returns and so on) is derived, directly or indirectly, from
suggestions which I have put forward at various times in teaching, lectures
etc.

I am delighted that any of my ideas or methods of exposition should bear
fruit in this way, but may I say that I think some acknowledgment should
be made of their source?

(24 October 1931, quoted in Rosselli 2005b: 357)

Since then, any step forward made by Joan Robinson in her career and in
the development of her ideas aroused Shove’s discontent, anxiety and
somewhat aggressive reactions. When Joan Robinson gave her first course
of lectures on Monopoly, Shove informed Robinson of the topics he
intended to expound in his course in the following term and inquired
whether she had already dealt with any of them (2 December 1931,
JVR vii/412/8-9 and 48-50). Shove was particularly anxious that
Robinson might invade one of his favourite fields of teaching, diminishing
returns, and particularly those that originate from the heterogeneity of
factors of production. It seems that Robinson assuaged Shove’s anxiety by
telling him that her treatment differed in many respects.

In June 1932, Shove heard from Kahn that Robinson was revising the
first draft of her book extensively and this, again, made him suspicious (9
June 1932, JVR vii/412/20-21). This time Robinson reacted angrily to his
insinuations. We do not have her letters (she must have sent three at least)
but the tone of Shove’s replies (17, 23 and 24 June 1932, JVR vii/412/22—
29) becomes ever humbler and more apologetic. After further reassurances
that Robinson had not changed her mind significantly, he concluded that
“so far as I am concerned the incident is dead, buried, bricked-over,
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forgotten and (if there is anything to forgive) forgiven” (23 June 1932,
JVR vii/412/26-8). However, he was still convinced that Robinson had
wronged him when she began “preparing for publication and lectures a
treatment of Diminishing Returns very similar to mine” (17 June 1932,
quoted in Rosselli 2005b: 361), without consulting him. At any rate, he
was aware of his own limitations and declined Robinson’s offer to wait for
the publication of his book: “It is very kind and generous of you to offer to
postpone publication, but please don’t. I shall probably never publish and
anyhow I should hate to keep you back” (ibid.).

Again, when Joan Robinson published her first article (Robinson 1932)
where she first presented the long- and short-run equilibrium conditions
for a firm under imperfect competition, Shove interpreted the article as an
attack against himself and convinced Keynes to publish a comment that, as
usual, he gave to the printer at the very last moment. Robinson was given a
few hours and very little space to write a rejoinder; Shove, having put her
into such a difficult situation, wrote her a letter immediately afterwards
full of sympathy for what she had to go through (16 February 1933,
JVR vii/412/34).

The same schizophrenic attitude, between aggression and admiration,
was to be found a few months later when Shove at last brought himself to
read The Economics of Imperfect Competition. He wrote her a letter of
congratulations, but when the review came out it proved not exactly
enthusiastic. It was her “technique” that he did not like, her recourse to
heroic assumptions in order to make the problems manageable in
mathematical terms: “an essay in geometrical political economy” (Shove
1933: 660), as he called the book.

Can we tell from these letters that Shove’s grievances had some
grounds? He was right in seeing many overlaps between their fields of
research, both having an interest in classifying the possible sources of
increasing costs and factor productivity, but the similarities end here. They
may have reached the same results, but along completely different routes.

4. Papers and Correspondence of N. Kaldor
4.1. The Catalogue

Nicholas Kaldor’s papers, too, are preserved in the Modern Archives of
King’s College, Cambridge; the headings of the catalogue are given in
Table 5.3.

Unlike the other two economists examined here, Kaldor was not a born
and bred Cambridge economist. He was raised in Budapest, got his
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education in economics at the London School of Economics, and was
converted to the Keynesian Revolution after the publication of the General
Theory. He was consultant to the governments and institutions of various
countries, deeply involved in British politics and active in the Labour
Party, serving on several parliamentary committees. He joined the
economics faculty of Cambridge University in 1949, when he also became
Fellow of King’s College. Over the post-war years he was economic and
taxation adviser to several governments, central banks and the Economic
Commission for Latin America. (The “country files” in his papers cover
26 countries, from “America” to “Venezuela”, that invited Kaldor over the
years or required his services as consultant.) He became Professor in 1966
and received a life peerage in 1974.

Kaldor’s papers were sorted by his literary executor, who organized the
material and used it to write his biography (Thirlwall 1987). The first
heading comprises writings both by Kaldor and by various other authors,
in chronological order, dating from his early work for the Hungarian press
in the 1920s. When extant, the correspondence concerning each individual
work is included in its folder. Texts of his speeches to the House of Lords
are kept in this section.

Table 5.3. Kaldor’s papers

L. Writings, 1912-89

2. Lectures and conference papers, 1932-86

3. Correspondence, 1926-86

4. Academic career, 1925-79

5. National Institute of Economic and Social Research, 1937-46

6. United States Strategic Bombing Survey, British Bombing Survey Unit,
1939-73

7. United Nations, 1945-71

8. Royal Commission on the Taxation of Profits and Income, 1910-55

9. Economic Advice to foreign governments, 1947-82

10.  Economic Advice to Labour governments, 1961-78

11. Labour Party, Fabian Society, Trade Union Congress, 1959—86
12.  Press cuttings, 1960-86

13. Diaries, 1963-76

14.  Personal, family and financial papers, 1940-86

Kaldor’s main contributions in the field of pure economic theory are
his models of economic growth (Kaldor 1957; 1961; Kaldor and Mirlees
1962) and his theory of income distribution, which followed up the thread
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of a Keynesian idea, namely that profit earners have a higher propensity to
save than wage earners (Kaldor 1956).'° In his most famous book (Kaldor
1955), which developed out of his work on the Royal Commission on the
Taxation of Profits and Income, Kaldor proposed to tax people not on the
basis of their income, but rather on that of their expenditure, since by
taxing income savers are taxed twice, both on present income and
accumulated savings.

Kaldor was a prolific writer both in his academic output — there are
nine volumes of his collected economic papers (Kaldor 1960-89) — and in
his contributions to the political debates on economic issues, advising
governments and the general public alike.

He was blessed with a large family and many friends. In her speech at
his memorial service in King’s College chapel, the eldest of his four
daughters, Frances Stewart, who also was an economist, traced a vivid
picture of how Kaldor came across and what he stood for:

He was completely and explicitly on the side of the underdog, the have-
nots, the underprivileged in society, and this was a fundamental motivating
force in all his work, both in economic theory and as adviser and
commentator on economic policy. He believed that much of conventional
economics — neo-classical theory and monetarism was a huge cover-up, an
elaborate and well concealed structure for preserving privilege and
downgrading the underprivileged. A consistent theme in his own
economics, right from the 1930s, was to show up the logical fallacies and
empirical falsities of orthodox economics, and to develop alternative
theories which would be in the interests of a fairer system. Examples
abound: his work on the Beveridge Report, on taxation, on an international
commodity-backed reserve currency, on monetarism and so on. Where
perhaps he was a bit naive — in the light of experience — was in believing
that it only needed logic to convince the privileged to give up their
privileges. But logic is a first step, and there he has left us a rich heritage,
not only in ideas but also in shared commitment among colleagues and
students (not to mention family) to detect the phoney, to uncover true
motives, and to develop alternatives.

(Stewart 1987: 2-3)

4.2. Unpublished Writings

Since a complete bibliography including articles for newspapers and
magazines is not available,'” it is hard to sort out the unpublished papers

' On Kaldor’s life and activities, see also Pasinetti (1979) and Targetti (1992).
'7 Targetti’s bibliography, which builds upon Thirlwall (1987), by admission of the
author does not include Kaldor’s “numerous letters to The Times (which over the
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from those preserved in the archives. The sheer quantity of manuscripts,
memos, reports and lecture notes is truly formidable, and we cannot do
justice to it in the present chapter. Here again we will take a sample —
mainly lecture notes — hoping to entice others to delve further into the
material.

Luckily, the lecture notes for his courses at the LSE and in Cambridge
have been preserved as from 1932-3, when Kaldor joined the staff of the
former, starting from the courses on “The Theory of Costs”, later renamed
“The Theory of Production”, on “Advanced Economic Theory (Statics and
Dynamics)” and on “Capital and Interest”, as well as — when the LSE
moved to Cambridge — the courses on “Theory of Employment”, “Value
and Distribution”, “Economic Dynamics” and “Growth”. These provide
interesting material to place the development of Kaldor’s ideas in their
context. Here we shall take a look at three different sets of lectures.

The first that we consider here were given in Harvard in 1935. They
are on imperfect competition (NK 2/32/2-10) and determinateness of
equilibrium (NK 1/8/60-9), and show how little of Keynesian thinking he
had taken with him to America. The lectures deal with the issues examined
in his articles (Kaldor 1934; 1935), such as the difference between market
and individual “imagined” demand curves and the assumptions necessary
for a state of equilibrium to be attained. They show Kaldor already at some
distance from the Hayekian influence, but still embedded in the general
equilibrium approach and yet to become acquainted with the new
developments in Keynesian macroeconomics.

Secondly, we take the notes for the lecture on Ricardo (NK 2/23/1-28)
which Kaldor agreed to give in substitution of Sraffa who withdrew from
the task at the last minute, incurring Pigou’s disapproval. According to
Kaldor, Sraffa gave him enough material “for an entire course on Ricardo,
not for one single lecture” (Kaldor 1986: 50, our translation). The
influence exerted by Sraffa can be detected in at least two areas. The first
is the importance attached to the labour theory of value, interpreted as an
instrument to determine relative prices and therefore liable to be
considered as “a necessary preliminary to the main problem: the problem
of distribution”. Secondly, Ricardo is described as a “practical man”,
concerned with real issues — such as inflation, depreciation of the
exchange and the high price of corn — unlike the traditional picture of
Ricardo the abstract thinker. The lecture has a distinctly Kaldorian flavour
in the emphasis given to the importance of modelling in economics — in

thirty years between 1932 and 1986 numbered around 260)” and his articles for
many newspapers, excluding those re-published in his collections of essays
(Targetti 1992: 363).
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which Ricardo is said to excel — and to the role given to the rate of profit
in determining the pace of accumulation.

Thirdly, a manuscript entitled “The General Theory and the open
economy”, for a lecture scheduled for 14 November 1986, which Kaldor
could not deliver since he died on 30 September 1986. Here we find an
interesting formulation of the principle of effective demand in terms of the
capital account and income account of a balance sheet, and the distinction
between decisions “arising out of the contemplation of a capital account,
and those arising from his [the individual’s] preferences and decisions on
income accounts”. Keynes’s principle of effective demand is seen as
implying a two-stage process: ‘“autonomous decisions to increase
expenditure on currently produced goods on capital account, and second,
consequential changes in incomes and hence on expenditures on income
account” (NK 2/170/1-14).

4.3. Correspondence

Thirty-five boxes of correspondence are extant; files 1-121 are catalogued
individually and in alphabetical sequence, while files 12246 are linked to
countries. The catalogue substantially preserves the filing system followed
by Kaldor himself. One file labelled “economics, important letters”
contains the correspondence with L. Robbins, F. von Hayek, J. Hicks,
F.W. Taussig, M. Allen, F. Machlup and P. Rosenstein-Rodan and goes
back to the 1930s. Some of these correspondents also appear later, above
all J. Hicks, with whom exchange was continuous over the years, while
with Robbins and Hayek relations deteriorated dramatically in the late
1930s. The Cambridge economists figure prominently among the
correspondents (Pigou, Robertson, Joan Robinson, Kahn). Of the other
British economists, some (Ralph Hawtrey, James Meade, Roy Harrod)
merit files of their own, while others are included in the numerous files
having to do with the academic and political activities of Kaldor.

Our choice is once again constrained, and by no means easy. We focus
here on the issue which saw Kaldor — in the span of just a few years,
1934-36 — opposing Hayek and drawing closer to the Cambridge stance
against laissez-faire and the perfect competition assumption.

In 1935 Hayek and Kaldor exchanged two typescript notes in a
controversy on imperfect competition, prompted by Kaldor’s article in
Economica in 1935, in which Kaldor argued that strategic interactions
between firms in an environment of free entry, market imperfection and
increasing returns might lead to “technical wastage’, since the productivity
of factors “will be less than it would be if each producer produced a
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smaller number of products and a large proportion of total output of each”
(Kaldor 1935: 49). Not unsurprisingly, Hayek contested Kaldor’s
approach; in a letter of February 1935 he wrote:

Mr. Kaldor’s argument and indeed the argument of all planners, is
however, that competition left to itself will not secure the degree of
standardisation which in some sense can be regarded as desirable, and that
in consequence compulsory standardisation might increase economic
welfare in general.

(Quoted in Ingrao and Ranchetti 2005: 400)

Hayek criticizes Kaldor’s contention, maintaining that it is based on two
arguments, the first of which is fallacious, while the second is based on
particular assumptions which do not seem likely to occur frequently in
practice. The fallacy would lie in neglecting consumers” preferences and
the taste of the public for variety. The mere fact that, because of the
advantages of large-scale production, more could be produced of each
product if their variety were less, does not imply that the increased
production is equivalent to increased welfare.

Since information is in any case incomplete, there can be no
presumption that the public authorities have an advantage over private
agents, and so there is no guarantee that they will do better by intervening
in an attempt to reduce the social cost of excess capacity.

In his answer to Hayek’s criticism, Kaldor argues that “A case against
‘laissez faire’ is not necessarily a case in favour of ‘planning’”
(NK 2/3/81-6), and reiterates the argument that “reducing the number of
produced varieties’ does not imply a substantial standardisation and loss
of variety [...] since brands or varieties do not necessarily bring about true
product differentiation” (quoted in Ingrao and Ranchetti 2005: 401). He
casts doubt on the degree of foresightedness required by entrepreneurs to
produce the output most profitable in the long run, so that freedom of entry
into any trade does not lead to the beneficial results for the consumers
usually assumed.

Kaldor, like Hicks'® later on, following Chamberlin’s thread, saw in
the imperfect competition “revolution” the need to think in terms of

'8 < think the problem of imperfect competition is harder, and less important than
you do”, wrote John Hicks to Joan Robinson three months after the publication of
The Economics of Imperfect Competition (15 June 1933, JVR vii/200/1). And he
maintained the same point later, when reviewing the matter for his Monopoly
article (Hicks, 1935): “I think the real difference between us” — he wrote to her —
“is that you are more optimistic than I am about the application of the theory of
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general equilibrium and strategic behaviour among firms. In this respect,
from the very outset Kaldor was not attuned to Joan Robinson’s
Mashallian method of partial equilibrium, and this was the focus of their
first exchange.

Robinson had praised Kaldor’s article on the equilibrium of the firm
(29 March 1934, NK 3/5/45-7), a conception that she regarded as crucial
to both the Paretian and the Marshallian method. In his reply of 10 April
1934, Kaldor pointed out that the introduction of demand curves for the
individual firms in imperfect competition makes the concept of a supply
curve of a single industry untenable since “it will not be possible to
formulate any functional relationship between price and the amount
produced, since a whole series of output can be associated with any
particular price” (quoted in Rosselli and Besomi 2005: 314). He reiterates
the same critique — which obviously stems from his general equilibrium
approach — in his review of Robinson’s book in the same year.

However, a few years later, when his shift from the LSE to the
Cambridge camp had been accomplished, mainly through his conversion
to Keynesian economics, he stood by Robinson against Chamberlin and
his article on the differences between his monopolistic and Robinson’s
imperfect competition.

He wrote to Robinson on 7 October 1937: “I would take the liberty to
defend you and Kahn and Pigou as well” (quoted in Rosselli and Besomi
2005: 315). They seem to have shared the view that Chamberlin was
“alarmed at finding out the anti laissez-faire implications of his own
analysis” (quoted in Rosselli and Besomi 2005: 315). Their alliance in the
anti-laissez-faire battles, which they fought throughout their lives, was
definitely sealed.

5. Working in Archives

The widespread interest in working and researching archives that we have
seen blossoming among historians of economics and also economists in
recent years has already yielded a rich crop of literature, as these Palgrave
volumes witness. Perhaps the time is now ripe to assess this activity and
measure the value-added it holds for the profession; we offer a small
contribution in this direction.

We can start by asking what the main motivations are behind research
on the papers of Great Economists of the more or less recent past

imperfect competition, just because you think that theory is simpler than I do”
(letter 28 February 1935, JVR vii/200/25). See Marcuzzo and Sanfilippo (2007).
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(disregarding here the no less valuable research on the papers of the less
famous). To answer this question we need to ascertain whether or not
those papers have already been used for scholarly investigation. Prima
facie, it would seem that if indeed they have, then precious little would be
left for further research. On the other hand, we are faced with the striking
fact that not even the publication of 30 volumes of the Collected Writings
of J.M. Keynes and three biographies of the man have as yet slowed down
the flow of visitors to King’s College Modern Archives to peruse his
papers. Its former archivist has given a vivid account of the stream of
people working on Keynes’s papers, their queries and curiosities:

So, installed in the archives, how do these new converts to the delights of
documentary research conduct themselves? They make their notes by hand
or laptop, which are, depending on the strength or otherwise of their
English, succinct precis or laborious transcripts. Their document selection
is either methodical or serendipitous; sidetracking diversions may uncover
gems. They are reverential, excited (one academic who shall be nameless
always speaks of “fondling the files”), or indifferent to the mystique of the
original document that bears Keynes’s own autograph.

(Cox 1995: 173)

The other case is when research on an author is still in progress and his/her
papers are an “unploughed field”. Sraffa’s papers — to confine ourselves to
the Cambridge tradition — are a case in point (Smith 1998). Scholars are
lured by the mystery of his life and the scantiness of his publications; his
papers promise to make Sraffa more accessible and understandable than he
was in person or through his few published writings.

Joan Robinson is a similar case, although she published a lot and left
littleunpublished. A full-size biography of her still remains to be written,
leaving a void in an area of great interest to many of her followers,
admirers and critics.

So far we have stressed the role of archives in filling the gaps in our
knowledge of the personal and intellectual lives of Great Economists.
Undoubtedly no significant biography can be written without spending
long hours on documentary research, but what is their value in increasing
our grasp of the theories of the authors concerned? How are we to answer
the critics who view these activities as a sort of antique collecting?

There are, we would suggest, two legitimate answers. First, theories
should always be referred to their context. By context we mean the set of
questions which framed them, the intellectual interlocutors to whom they
were addressed and “the state of the art” at the time of their conception.
Papers and correspondence afford insight into the motivations behind the
choices of a particular set of questions, assumptions or tools. These are not
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always explicitly stated in the published version where the solutions
discarded and definitions abandoned are left out. Archives allow us to
travel the road towards a theory rather than, as it were, visit the final
destination.

In Sraffa’s words: “In economic theory the conclusions are sometimes
less interesting than the route by which they are reached”."”

On the other hand, we believe that it should not be encouraged t search
archives in the spirit of a “treasure hunt”, or in other words in the hope that
unpublished papers or unknown letters might unveil the true meaning of a
concept or “prove” one interpretation rather than another. These are very
rare occurrences and it is, rather, the patient, persistent sometimes
unrewarding search for clues and facts which fits our discoveries into the
pre-existing knowledge, as in a jigsaw.

Finally there is some educational value in working on archives for an
economist, at least once in his/her professional life, to become aware that
the road from error to “truth” is a winding one, with many detour and
obstructions. Acquaintance with the historical method of investigation is a
challenge to faith in the purely scientific nature of economic investigation;
history, unlike mathematics, fosters doubts in the search for universal
truths in economics.

As far as the three archives which have been presented here are
concerned, we may conclude by saying, on the basis of our experience and
knowledge of them, which are the promising and still little explored
sections.

The correspondence between Kahn and Joan Robinson, and between
Kahn and Keynes (almost two thousand letters) appears to us an
inexhaustible mine of information on many aspects of Cambridge life and
economics, also in relation to the outside world. Moreover, there are the
travel notes by Joan Robinson which give us a first-hand account of many
countries at the time she visited them. Similarly, it may be well worth
researching the “country files” of Kaldor for the material he assembled
and produced in his capacity as economic adviser to those countries. To
these we would add his memos and preparatory notes written on several
occasions during the many years of his political activities. In conclusion,
the inheritance of these three great Cambridge economists is treasured in
their archives, over and above the material they published.

1 Letter from Sraffa to Charles P. Blitch, 6 October 1975, in possession of the
recipient. We are grateful to Nerio Naldi who kindly gave us a photocopy of this
letter.
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CHAPTER SIX

KEYNES AND HIS FAVOURITE PUPIL:
THE CORRESPONDENCE
BETWEEN KEYNES AND KAHN

MARIA CRISTINA MARCUZZO

1. Introduction

The correspondence between Maynard Keynes and Richard Kahn, as we
have it at present, consists of 611 letters, only 68 of which are published in
the Collected Writings of J.M. Keynes (CWK) (see Table 6.1). In
presenting this material I focus on those aspects which may help to clarify
the nature and scope of their friendship and collaboration. Inevitably, most
biographical elements relate to Kahn rather than Keynes, on whom a vast
literature is extant (see Moggridge 1992; Skidelsky 1983; 1992; 2000). It
is in fact hoped that this work may also serve as a preliminary study of
Richard F. Kahn, “that elusive figure who hides in the preface of
Cambridge books”, as Samuelson put it (JVR papers, i/8/1)."

2. Kahn’s Tripos and Fellowship

We know that Keynes was impressed by Kahn’s qualities from the outset,
when Kahn was a Tripos student and had Keynes as supervisor at King’s.

! This sentence can be found in the “Introduction” by J. Robinson to the Italian
edition of R.F. Kahn’s Essays on Employment and Growth (Kahn 1972) which was
published in Italian but not in English. This original is in JVR papers, XI/8.

? For instance, Keynes pencilled an essay by Kahn, dated 4 November 1927, with
the comment: “I think you have a real aptitude for Economics” (RFK papers,
XI/3). A few months later, on 27 April 1928, he marked another essay with the
following words: “Very good — almost a perfect answer” (RFK papers, XI/3).
Again, a couple of days later, he wrote to his wife: “Yesterday my favourite pupil
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The correspondence between them begins with a letter Keynes sent to
Kahn immediately after the Tripos results were known: “My dear Kahn,
very warm congratulations that all was, after all, well in the examinations
— though, as you know, I expected it” (letter 242, 15 June 1928). To which
we have the reply:

Dear Mr. Keynes, [...] the result was certainly a surprise, but I now
recognise that I personally was but a minor factor involved in achieving it;
and I should like to take this opportunity of thanking you from the bottom
of my heart for your part as a major factor.

(letter 240, 17 June 1928)

When, under the influence of Shove and Sraffa, whose lectures he
attended together with Joan Robinson, Kahn came to write his Fellowship
dissertation, the chosen topic fell outside Keynes’s immediate field of
interest.® In fact, until December 1929 the correspondence with Keynes
contains no discussion of topics in the dissertation, but is rather concerned
with issues raised by Keynes’s own work, namely the final stage of the
writing of the Treatise of Money, which was in the early proof stage.

The Dissertation was submitted in December 1929 and the Fellowship
duly awarded on 15 March 1930. The next day, Keynes wrote to him: “My
dear Kahn, [...] the election went through with ease and certainty,
everyone recognising that it was an exceptionally distinguished thesis [...]
I have permission to show you the reports on the dissertation” (letter 233,
16 March 1930).

Kahn reacted with characteristic modesty and equally unflagging
gratitude towards Keynes, to whom he replied: “Some strong stimulus
must have been at work, and I suspect that this originated in the contact
which your proofs provided me with the working of your own mind”
(letter 269, 16 March 1930).

Kahn wrote me one of the best answers I ever had from a pupil — he must get a first
class” (JMK papers, PP/45/190/4/46).

3 “Under the influence of Marshall’s Principles, 1 chose The Economics of the
Short Period. In making my choice I was encouraged by Shove and Piero Sraffa.
Keynes happily acquiesced. Neither he nor I had the slightest idea that my work on
the short period was later on going to influence the development of Keynes’s own
thought. But there are no traces of Keynesian thought in the dissertation itself”
(Kahn 1989: x—xi; see Marcuzzo 1994).
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3. Drafting the Treatise

According to Kahn’s later recollections, it was only after the Dissertation
was submitted that he was asked by Keynes to help with the Treatise.*
However, the correspondence shows that since July 1929 he had been
assisting Keynes with various matters related to it. In September, he wrote:
“I have read the proofs and I have not much to say; but it would take some
time to set it out” (letter 236, 29 September 1929, CWK XXIX: 4).° In
fact, two months later, when he was just finishing his Dissertation, he
managed to send Keynes a list of six general “points” to discuss. We are
told by no less an authority than J. Robinson that “Kahn put in a good deal
of work in the last stages of Keynes’s Treatise of Money”, although she
added “it can be seen from the correspondence that they were both in a
great muddle” (JVR papers, 1/8/1-2). The discrepancy between Kahn’s
later statement and the documents at our disposal can easily be accounted
for with Kahn’s different assessment of the importance of the kind of help
he had given Keynes before and after completing work on the Dissertation.
Moggridge came up with a very different interpretation: “[Kahn]
deliberately (and mistakenly) distanced himself too much from the
Treatise and thus overly highlighted his own role in the new ideas that
were later to emerge” (Moggridge 1992: 532n).

What, it seems to me, does emerge from the correspondence prior to
publication of the Treatise — much of which Keynes rewrote in 1929 and
which was published on 31 October 1930 — is that before completion of
the Dissertation Keynes engaged Kahn in discussion of problems of
monetary theory rather than problems more closely concerning Kahn’s
work (letter 237, 13 December 1928). It was only after completion of the
Dissertation that Kahn began to give Keynes suggestions as to how he
might develop the theory in other directions (letter 379, 17 December
1929, CWK XIII: 120-21). Thus, it was in “arguing out” rather than
drafting the Treatise that Kahn was most influential (Marcuzzo 2002b).

4. The Transition from the Treatise to the General Theory

As is well known, the Circus was a discussion group consisting of James
Meade, Joan and Austin Robinson, Piero Sraffa and Richard Kahn; a
seminar was also held to which particularly good students were invited.

* “Keynes did not want to divert me from writing my Dissertation, and it was only
after December 1929 that he started giving me for comments the proofs of the
Treatise” (Patinkin and Leith 1977: 148; see also Kahn 1984: 175).

3 This partly contradicts what he recalled almost 50 years later.
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They met from Michaelmas Term 1930 to May 1931. Much has been
written about the influence of the Circus in bringing about the transition
from the Treatise to the General Theory, but there is no consensus in the
literature.

One of the crucial elements in the transition — adoption of the theory of
aggregate demand and aggregate supply to determine the short period level
of prices — was attributed by Keynes to the approach taken by Kahn in his
“multiplier article” (CWK VII: 400n), where the level of price is
determined by the same forces as the level of output and not by the
Quantity of Money. Kahn has argued that Keynes’s long struggle to escape
from the Quantity Theory won through only in the transition from the
Treatise to the General Theory, claiming for himself (and the Circus) an
important role.®

The point stressed by Keynes in the Treatise was that determination of
the price level of consumption goods is entirely independent of
determination of the price level of investment goods. This point was
contested by Kahn in a set of letters in 1931 (letter 405, 5 April 1931,
CWK XIII: 203-6; letter 380, 17 April 1931, CWK XIII: 206-7; letter
271, 7 May 1931, CWK XIII: 212—13; letter 265, 15 August 1931, CWK
XIII: 218-19), when he sought to persuade Keynes to accept the criticism
raised also by Robertson, Pigou and Sraffa. Shortly after Kahn’s last letter
on the subject, Keynes surrendered (CWK XIII: 225).

Keynes made an important step forward from the Treatise in the Harris
Foundation lectures given in June 1931. There he adopted a new
conception, the aggregate supply curve, which he explicitly attributed to
Kahn. The supply curve, Keynes said, “tells you that for a given level of
prime profit [i.e. the difference between gross receipts and prime costs]
there will be a given level of output” (CWK XIII: 368). The Harris
Foundation lectures show Keynes shifting the emphasis from the Treatise
analysis of aggregate profits as the difference between investment and
saving, affecting the level of prices, to Kahn’s short period analysis of
aggregate profits as the difference between gross receipts and prime costs,
affecting the level of output.

By the end of the summer of 1931 it had become clear to Keynes that
the “fundamental equations” approach needed revision and, as a result of

8 Keynes cannot have entirely shared the idea of having been for such a long time a
believer in the Quantity Theory, since many years afterwards he wrote to him: “I
enclose as a specimen the letter I wrote on Christmas Eve, 1917, which is
interesting for two reasons — [...] (ii) the fact that even then I was thinking in terms
of supply and demand and not of the quantity theory of money!” (letter 83, 27 May
1940).
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various difficulties, he decided to postpone the lectures he was to give in
the autumn. When he resumed them in spring 1932, he was able to present
a “new” argument:

fluctuations of output and employment for a given community over the
short period [...] depend almost entirely on the amount of current
investment. This [...] is the result of taking account of the probable effect
on saving of a change in the amount of investment.

(CWK XXIX: 41)

These lectures were attended by Kahn, Austin and Joan Robinson, who
presented Keynes with an “alternative” to his proof of the positive
relationship between variation in investment and variation in output based
on the “method of supply and demand”, as they called it. Keynes’s proof
was as follows: an increase in output is equal to an increase in sales
receipts (= income); an increase in investment is equal to an increase in
sales receipts (=income) minus expenditure on consumption;
consumption and income are positively correlated, and therefore changes
in investment and changes in output have the same sign. The alternative
proof was based on the argument that an autonomous increase in
investment leads to an increase in the demand for consumption goods.
Since by assumption supply conditions are independent of changes in
demand, determination of consumption and therefore of income (= C + I)
is straightforward.”

The General Theory had begun to take shape.

5. The “American” Correspondence

Kahn sailed to the United States on the R.M.S. “Majestic” on 21
December 1932, on a Rockefeller Fellowship (see Rosselli 2005: 263—6
and Marcuzzo et al. 2005: 302). Cambridge life was not entirely forgotten
since he was busy working on the proofs of another major opus, The
Economics of Imperfect Competition, which J. Robinson had been writing
since mid-1930 in close consultation with Kahn (see Rosselli 2005: 260).
The correspondence with Keynes shows no traces of his intense
involvement with J. Robinson’s book but is entirely occupied with
consideration of the American way of life, the academic circles and the

" Keynes took up the alternative “method” in his lectures the following autumn,
where we find him using the expression “demand as a whole relatively to supply as
a whole” (CWK XXIX: 53; Rymes 1989: 55).
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influence of the Quantity Theory of Money on the economic reasoning of
most American economists (see letter 259, 7 March 1933).

From the University of Chicago, where he stayed for four weeks, Kahn
went on to Toronto and Montreal to give a talk on “Need depression last
forever?” and then to Harvard, where he stayed with Schumpeter, and then
on again to New York and Washington. “The Treatise plays an
enormously prominent role wherever I go”, he wrote to Keynes (letter 260,
16 February 1933).

Keynes seemed to have missed his presence in Cambridge a great deal.
In March, when he was writing the four articles in The Times later
published as The Means to Prosperity,® worried that Kahn would not be
able to read it in advance he wrote to him:

I am now engaged in trying to write out for The Times [...] a really
detailed, but nevertheless popular, account of the relation between primary
and secondary employment. I hope I don’t make any bloomers, — I wish
you were here to look over my shoulder.

(letter 276, 24 March 1933, CWK XIII: 413)

Then, after the first article was published, he complained: “I was
frightfully annoyed about the slip in the first article, which I had to correct
in the second — one which would never have occurred if you had been in
the neighbourhood” (letter 251, 16 March 1933).

6. The Keynesian Revolution

When Kahn came back in April 1933, Keynes was well into the process of
writing his new book. Unfortunately, the correspondence of 1933 contains
no comments by Kahn on Keynes’s autumn 1933 lectures, nor on the
fragments of versions of the General Theory that came to light in Tilton’s
“laundry hamper” (CWK XXIX: 63-110), on the basis of which most
commentators date the conception of the new theory, with enunciation of
the principle of effective demand. The role of profits had changed, since
the level of output is now made to depend on prospective rather than
actual magnitude; moreover the adjusting mechanism is dressed in a
particular form: “output is [...] pushed to the point at which the
prospective selling price no longer exceeds the marginal variable cost”
(CWK XXIX: 98). Keynes’s use of marginal analysis — totally absent in

8 “The American edition of the pamphlet [...] also incorporated material from
Keynes’s article ‘The Multiplier’ which appeared in the New Statesman of 1 April
1933” (Editorial note, CWK XIII: 412).
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the Treatise — is another instance of Kahn’s influence in presentation of
Keynes’s new ideas. In accepting the “method” of supply and demand
suggested by Kahn, Keynes was progressively driven towards the marginal
approach, which indeed is the language in which important parts of the
General Theory are written (Marcuzzo 2002a).

By the end of 1933, Kahn’s role now seems more that of a mentor than
a pupil, as the following passage from a letter by Keynes to Lydia dated 15
October 1933 reveals: “Alexander [the name Lydia gave Kahn to
distinguish him from another Fellow of King’s, Richard Braithwaite] has
just been to give his criticism on the latest version of my three chapters — I
got off much lighter than usual” (CWK XXIX: 62).

The collaboration continued steady during the early months of 1934.
On February 1934 he wrote to Lydia: “Alexander has proved to me that
“my important discovery” last week is all a mistake” (CWK XXIX: 120).
Again, on 20 March, Kahn spotted another blunder (CWK XXIX: 120).
However, after “a stiff week’s supervision” from Kahn, Keynes reported
enthusiastically: “He is a marvellous critic and suggester and improver —
there never was anyone in the history of the world to whom it was so
helpfu}) to submit one’s stuff” (letter 1788 from JMK to JVR, 29 March
1934).

Eventually, Keynes was able to send Kahn “[the] beautiful and
important (I think) precise definition of what is meant by effective
demand” (letter 249, 13 April 1934, CWK XIII: 422)."

By that summer of 1934, when Kahn spent most of his time at Tilton,
“the main lines of the General Theory of Employment Interest and Money
had become clear” (Robinson [1977] 1979: 185). Unfortunately, not many
letters survive for this period, but the following passage from a letter by
Keynes to Kahn, is revealing: “I am getting towards the end of the re-
writing which you led me into [...]” (letter 224, 27 September 1934, CWK
XIII: 485).

? However, just two weeks before Kahn had written to Keynes: “I am feeling very
distressed that I have not found time to read very much of your book. I seem this
term to have got myself completely bogged. It is a rotten way to treat you (and the
subject which you, at least, are so anxious to ‘do full justice’ to)” (letter 283, 14
March 1934).

19 “The fundamental assumption of the classical theory, ‘supply creates its own
demand’, is that OW = OP [W = marginal prime cost of production when output
is 0; P = expected selling price of this output; OP = effective demand] whatever
the level of O [...]. On my theory, OW # OP, for all values of O, and
entrepreneurs have to choose a value of O for which it is equal; — otherwise the
equality of price and marginal prime cost is infringed. This is the real starting point
of everything” (letter 249, 13 April 1934, CWK XIII: 422-3).
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More material is available for 1935, mainly related to the discussion of
user cost (letter 221, 28 March 1935). Finally we have the letters, mostly
published, relating to the proof reading of the General Theory. One in
particular is interesting, where Kahn insists upon clarity on the conceptual
framework employed:

I do not like you saying that saving and investment are “different names
for the same thing”. They are different things (that is the whole point) —
they are certainly different acts — but they are equal in magnitude. 1 still
hold that the simple-minded proof that saving = investment, appropriate
for those who cannot grapple with user cost, etc. is called for — not only for
the sake of the simple minded, but to prevent the obvious retort that all
your stuff depends on your peculiar definitions. What is wrong with saying
that siowever income is defined,

income = value of output = consumption + investment
also income = consumption + saving
~ saving = investment

This truth is far too important (and far too seldom recognised) to be
concealed in a mist of subtle definition.
(letter 388, October 1935, CWK XIII: 637)

Keynes duly accepted his advice (compare General Theory, CWK VII: 63
with the third proof, CWK XIV: 424) and Kahn’s formulation entered the
final version of the book.

7. Finances

In the spring of 1937 Keynes fell seriously ill and for months all matters —
especially College finances and University business — had to be handed
over to Kahn. Kahn had already assisted Keynes in his capacity as First
Bursar of King’s;'' during Keynes’s illness matters related to College

" Keynes became Second Bursar in November 1919 and from 1924 until his death
in 1946, First Bursar. Kahn was appointed Second Bursar in 1935. On Keynes’s
death Kahn succeeded him as First Bursar. Kahn’s abilities were highly praised, as
Keynes wrote to him: “The following reaches me from the Estates Committee
(don’t confess I sent it you): ‘It may interest (though not surprise) you to hear from
outside that Kahn’s handling of the Committee, with its immense agenda, was
masterly, alike for lucidity, persuasiveness and speed; a very fine performance’”
(letter 296, 26 July 1937). In November 1937, Keynes wrote to Kahn with
gratitude: “now that Audit has come and the fulfilment of the worst part of your
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finances and their own financial investments were dealt with by mail. In
fact, almost half of the surviving letters are from 1937 and 1938, the bulk
of them consisting of discussion of personal and College finances.
Investment activities for the College consisted of farming, property
transactions, securities, currencies and commodities. Keynes’s personal
investments covered the same range of assets, but on a smaller scale and in
a different composition.

It is difficult to give a full account of their dealings, but we can
consider a few aspects. On each issue they exchanged detailed
information, comparing their respective evaluation and assessment.
Although the final decision usually rested with Keynes, he invariably
sought Kahn’s approval. He taught Kahn — who was in any case by nature
so inclined — to keep updated with detailed knowledge of every aspect of
the matter in hand. For instance, he wrote to him with regard to
commodities speculation:

I feel ashamed to have given you so much trouble over commodities. But,
as you are discovering, it is a business which needs hard work; and it does
not turn out right over a period of years unless one attends to the details,
which, cumulatively, add up to quite a lot.

(letter 377, 14 July 1937)

Keynes’s dealings in commodities involved speculating on spot and
futures markets mainly for copper, wheat, cotton, oil and lard, with mixed
success. However, he thought that uncertainty about the outcomes was in
the nature of speculative activity, as he explained to Kahn:

[...] it is safer to be a speculator than an investor in the sense that [...] a
speculator is one who runs risks of which he is aware and an investor is
one who runs risks of which he is unaware.

(CWK XII: 109)

Keynes’s investment policy as far as securities were concerned
consisted in holding a restricted number of them, which in his personal
case consisted of car company shares, gold, American utilities and, later,
aircraft firms. In fact, he explained to Kahn:

tasks, I must write to thank you for all your labours and for how well you have
done them. Also I very much appreciated being kept in such close touch with
everything, and only hope that this has not added too much to your work” (letter
411, November 1937).

12 From 18 June to 23 September 1937, Keynes stayed at the clinic at Ruthin Castle
in Wales.
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My [...] policy [...] assumes the ability to pick specialities which have, on
the average, prospects of raising enormously more than an index of market
leaders [...]. It is largely the fluctuations which throw up the bargains and
the uncertainty due to fluctuations which prevents other people from taking
advantage of them.

(letter 2078, 5 May 1938, CWK XII: 100-1)

Throughout the 193738 Stock Exchange crisis, Keynes believed (with
some wishful thinking) that his philosophy helped in keeping the value of
College investment and his own relatively stable. He wrote to Kahn:

the indexes of ordinary shares, both in London and New York, are back
almost exactly to the figures of January 1, 1935 [...] in the three years’
swing, which has brought back prices to about where they were before, we
shall have retained something approaching one-third of the appreciation as
reported in 1936, which was not very far from the top point. If this is
correct, it is a great deal better than most other people have done.

(letter 2069, 28 February 1938)

The running of College finances was a sensitive issue between them, as
can be seen from an exchange in December 1943, when peace was seen as
imminent and both were planning to return from government duties to the
academic life. Kahn wrote to Keynes:

I am very much hoping that as soon as I am released from Whitehall you
will allow me to relieve you to the fullest extent that you feel justifiable of
the burden of bursial duties [...]. The question, therefore, that is bothering
me is not so much one of the College interest [...] as of my intense desire
to relieve you of unnecessary work (having failed completely to do it
during the war).

(letter 25, 6 December 1943)

To which Keynes replied:

1, too, have no intention of staying in Government service any longer than I
can. There is much of College business which I actually enjoy and would
miss, if [ were without it. It does not put on me any burden which is unduly
heavy, even in the present circumstances, and at what one hopes may be a
fairly early date I shall be trying to disentangle myself from anything like
whole time in Whitehall.

(letter 24, 8 December 1943)

Keynes had helped Kahn with a loan of £500 in January 1934, when he
was in financial difficulties arising from family problems and unlucky
speculation in the German market. Four years later, Kahn was able to write
to Keynes:
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I think you would like to know that my net assets, after deducting all loans,
including yours, are still (just) positive [...]. It has, of course, been touch
and go, and without your great kindness I should by now have been done
for.

(letter 163, 27 March 1938)"

8. University

The other issue that occupied the correspondence during the time when
Keynes’s illness prevented him from attending to his normal occupations
was University business. Two problems in particular needed careful
handling. The first was the question of giving J. Robinson a full-time
lectureship in 1938. Some members of the Board opposed it, but Kahn
succeeded in the end thanks also to Pigou’s stand in her favour. Keynes
wrote to Kahn:

I am extremely relieved that the matter of Joan’s lectureship looks like
being settled. For, if it had fallen through, it really would have been a case
for armed insurrection. I am very glad that Pigou took the right line.
Indeed, I expected him to do so. But how the other wretches can have
failed to recognise that outside Cambridge she is unquestionably one of the
most distinguished members of the staff, without the slightest doubt within
the first half dozen, I cannot imagine. I wish I had been there to support
you.

(letter 171, 19 February 1938)"

The second episode concerns Kalecki. He had arrived in England in
1936 and had spent the academic year 1936-37 mostly at the London
School of Economics; at the end of 1937 he moved to Cambridge. In
January 1938, Kahn told Keynes about the difficult situation Kalecki
found himself in. He wrote:

Every time that I meet him I become more impressed by his absolutely
terrific abilities. As you are aware, some of us would regard it as a terrible
blot on economics and economists if towards the end of the summer he had
to return to Warsaw with the idea of picking up a living by writing

'3 Half of the loan was repaid in October 1938 (letter 130, 7/12 October 1938).

' This was not the first time that Keynes had to step in to prevent J. Robinson
from being ostracised. It also happened in 1935, when her lectures on “Money”
met strong opposition from some members of the Faculty and Keynes had to send
letters around to win her case (see Marcuzzo 1991; 2003; see also Sanfilippo 2005:
69; Marcuzzo and Sardoni 2005: 176; Carabelli 2005: 208; Naldi 2005: 339).
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newspaper articles and possibly getting some minor commercial job. That
is the alternative with which he is faced.
(letter 177, 27 January 1938)

Keynes gave his help, although he had mixed feelings about Kalecki’s
approach. He wrote to Kahn:

I have been greatly interested by his article in the latest Econometrica. 1 am
not clear that he is perfectly right or that he has exploited his idea to the
greatest possible advantage. But the idea itself seems to me an
extraordinarily interesting and pregnant one. I am considering writing a
comment on and development of what he has done. (I only wish he would
not adopt such an appalling method of exposition. His Mathematics seems
to be largely devoted to covering up the premises and making it extremely
difficult to bring one’s intuition to bear).

(letter 157, 30 April 1938)

In the FEconometrica article Kalecki showed that by assuming
imperfect competition he was able to explain the stability of the wage rate
in the cycle (Kalecki 1938). Thus it was Kalecki who challenged both the
assumption of perfect competition and rising marginal costs and,
consequently, his version of the theory of effective demand — unlike
Keynes’s — did not require the real wage to rise with employment. His
result, however, was based on the assumption that the degree of monopoly
varied inversely with the level of economic activity. Keynes did not like it,
because Kalecki’s answer to the question of the constancy of real wages
depended on the “coincidence” of the degree of monopoly having exactly
the right magnitude to produce the desired outcome.

At the end of 1938, “The Cambridge Research Scheme of the National
Institute of Economic and Social Research into Prime Costs, Proceeds and
Output” was set up and provided Kalecki with a job in Cambridge. The
members of the Board were Austin Robinson, Kahn, Kalecki,
Champernowne and Sraffa, while Keynes was Chairman. After one year,
Kalecki presented the main results of his research on the degree of
monopoly in the form of an “Interim Report” (see Marcuzzo 1996), which
received very critical comments from J. Robinson and R. Kahn. Soon
afterwards, Kalecki resigned and left Cambridge."

15 See letters between Kahn and Kalecki in July 1939 (RFK papers, 5/1/146-47;
149-58; 159-62; 163-69).
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9. War

Great Britain declared war on 3 September 1939. Keynes was anxious to
secure Kahn a post as wartime Civil Servant in the Treasury, but initially
there was opposition because he was “so clearly associated with Keynes,
who at this time was still regarded with suspicion” (Kahn 1988: 28).

Eventually a post was found for Kahn at the Board of Trade, under the
Chairmanship of Oliver Lyttelton, and he started working there in
December 1939, reporting to Keynes in a gloomy mood (letter 93, 17
December 1939). In May 1940 they corresponded on the issue of exchange
control; Keynes sent him a draft of the report on the issue he was writing
for the Treasury (CWK XII: 163—71) and got from Kahn “as usual, most
valuable criticism” (letter 84, 26 May 1940).

A few months later Kahn discovered that: “The Treasury (in the shape
of an official of the establishment Department — not Sir Horace Wilson)
agreed to my appointment only on condition that I had nothing to do with
currency questions!” (letter 77, 30 June 1940). Keynes took this
information light-heartedly: “Either all questions are currency questions,
or none are. So I suggest you adopt the latter interpretation” (letter 75, 3
July 1940).

The Board of Trade covered a very wide administrative field. It was
responsible for trade at home and for exporting abroad. Since at the
outbreak of the war only 10 per cent of all goods required for consumption
were produced within Britain, the first task of the Board of Trade was to
find a consistent policy to reduce the consumer goods available on the
market. The reduction in consumption was necessary to conserve shipping
space, materials and manpower for war purposes, to free foreign exchange
for vital purchases of war materials and civilian necessities abroad and to
assure the fair distribution of limited resources. Within a year after the
outbreak of the War, it had become clear that in order to reduce
consumption sufficiently the Government had to resort to direct rationing
for food and clothing. In this area Kahn gave an important contribution
(see Kahn 1988: 36-37).

Initially, he felt that he did not have complete support from Keynes on
the need to create unemployment, by releasing labour from civilian
occupations in order to make it available to war production, and he
complained to Keynes, who immediately reacted:

I am not at all against your policy of creating unemployment. Far from it. It
is a question of pace; and also I was talking in the context of creating
unemployment to the detriment of exports, which is rather a different thing
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from home consumption. I am all for your policy, so far as the home
consumer is concerned.
(letter 81, 2 June 1940)

A month later, Kahn forcibly reaffirmed his position:

To my mind the real moral to be drawn from our present difficulties lies in
the overwhelming importance of strenuous measures to restrict home
consumption. These will do everything that is required — release labour,
reduce imports, increase exports.

(letter 76, 2 July 1940)

Another issue arose a few weeks later over priorities, following a
broadcast made by Keynes on “British finances after the War” (CWK
XXII: 240-45), to which Kahn strongly reacted:

Your statement about the adequacy of existing measures might have been
made equally well any time in the last three years. If it is a fact that the
negligible sacrifices now imposed on us are adequate to deal with the
existing scale of expenditure, is it not nothing less than criminal that we are
not making more intense efforts to bring the war to a successful end? [...].
This brings me to the real issue between us. You still think of fiscal
measures as required purely and simply to avoid a rise of prices. As the
scale of war effort is enlarged further fiscal measures are necessary to
achieve this end but only as and when. My own view is that all this
emphasis on the danger of inflation is most retrograde and that what we
ought really to be considering is how far fiscal and other measures are
capable of speeding things up. I hold the view more strongly than ever that
the immobilisation of labour for the purposes of home consumption is the
main obstacle to an enlargement of the personnel and equipment of the
fighting forces.

(letter 72, 25 September 1940)

10. In the Middle East

At the outbreak of the War, the British wanted to be able to safeguard
communications with India and the Far East and to keep open the Red Sea,
the Suez Canal and the Mediterranean for ocean shipping. With the
intervention of Italy in June 1940, the Mediterranean was closed to sea
transport, and supplies to the Middle East had to be shipped around the
Cape of Good Hope. After the Italian invasion of Greece in October 1940
— which resulted in British support to the Greeks — the demand on shipping
for supplies of all kinds (military and civilian) became extremely acute.
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In London a proposal was drawn up for what was to be called a Middle
East Supply Centre to co-ordinate procurement and shipping programmes
for the area. In addition to Egypt, Sudan, Palestine, Malta and Cyprus, the
area of the responsibility included — after the German invasion of the
Balkans in June 1941 — Syria and Lebanon; between March and December
1942, Iraq, Persia, Saudi Arabia and the Persian Gulf Sheikhdoms were
added to the area and in November 1942, Cyrenaica and Tripolitania were
included.

Oliver Lyttelton was appointed Minister of State in the Middle East in
1941. Kahn wrote to Keynes:

Oliver [Lyttelton] before leaving, sent a message that he would probably
want me. You were not available for consultation and I gave way without
hesitation to my natural instincts and said I would love it [...] I feel rather
bad about you and the College. I have done practically nothing for either
for a long time but I suppose having me in the background is some slight
safeguard.

(letter 64, 21 August 1941)

Keynes acquiesced with some doubts;'® at least he wanted to make sure
that Kahn was given “a more substantial job than the particular thing,
which Oliver proposes to invent for you” (letter 62, 24 August 1941).
Shortly afterwards, Keynes asked Kahn, “as my traditional first class
critic” (letter 61, 9 September 1941), for his comments on the proposal of
an international currency union, and received a very favourable response.

Kahn came to Cairo in October 1941; he was made Economic Adviser
and from January 1942 he acted as Deputy Director General of the Centre.
The Centre was concerned with the collection of information,
recommendations on the priority of imports, and co-ordination of the
executive acts of the governments of the Middle East. It required dealings
with 20 or more different governments with separate administrations and
independent monetary systems (see Kahn 1988: 42-45). The Middle East
Supply Centre has been described as “one of the most ambitious and
successful of the British War time experiments” (Beherens 1955: 227).

Keynes continued to consult Kahn on various matters, such as post-war
currency policy (letter 61, 9 September 1941) and College accounts (letter
58, 31 October 1941). For his part, Kahn turned to Keynes for advice and
consultation on Middle East affairs, such as the finances of Palestine
(letter 52, 30 March 1942) and Persia (letter 32, 1 November 1942).

16 <] expect you will greatly enjoy the trip, but whether the gain to the Middle East
will be equal to the loss of the Board of Trade, I am not sure” (letter 62, 24 August
1941).
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However, Kahn soon grew dissatisfied with his position and the way
matters were being handled between London and Cairo, and asked
Keynes’s help to be sent back home (letter 42, 16 August 1942). Keynes
was supportive:

I expect you are taking much too dark a view of the position and that you
will feel differently after a change and a holiday. All the same, I expect
you have done all that is possible to do there, and I am strongly of your
opinion that it would be a good idea to come home, where you are badly
wanted.

(letter 41, 28 August 1942)

Approval from London was held up for a while, but eventually granted.

11. Last Years

When Kahn returned to London, in January 1943,'7 he spent one year with
the Ministry of Supply, where he was concerned with the post-war
situation of raw materials (copper, steel, wool, tin), both their production
and their prospective prices. He then joined the Ministry of Production for
a while and consequently returned to the Board of Trade. Once again,
collaboration with Keynes was close, and both worked on buffer stocks
and the post-war problems of the sterling area.

The correspondence of the last two years of Keynes’s life is very scant.
In April 1944, Keynes was urging Kahn — “very much in the interest of the
College and of economics at Cambridge” (letter 12, 24 April 1944) — to
return to academic life." In November 1945, once negotiations in the US
were over, Keynes himself longed to be back in King’s. He wrote to Kahn:

This has been the most harassing and exhausting negotiation you can
imagine. All of us are stale and exhausted and have outstayed our
welcome. There is nothing more to be said on either side [...]. So if I can
turn up back home in time for the Annual Congregation [on the 8th of
December], it will be a great happiness.

(letter 5, 23 November 1945)

17 See letter 1727 from JMK to NK, 15 January 1943: “Kahn is expected in
London tomorrow — he is believed to have reached Lisbon”.

'8 Keynes was at the time involved in the process of reshaping the post-war
academic economic research and teaching in Cambridge, which he felt was badly
needed. He wrote to Kahn: “It is a great misfortune for an economist to have been
brought up on economics, and I should like to return to the old custom of always
selecting for Professorships those who had no previous acquaintance with the
subject” (letter 16, 3 April 1944).
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He did not make it after all, as we know, since he embarked on the
Queen Elizabeth, in New York, on 11 December and arrived in
Southampton on 17 December (Moggridge 1992: 815).

The last letter to Kahn is from Savannah, where Keynes had travelled
on March 1946 to christen the IMF and the World Bank, and shows all his
disappointment:

The Americans have no idea of how to make these institutions into
operating international concerns, and in almost every direction their ideas
are bad. Yet they plainly intend to force their own conceptions through
regardless of the rest of us.

(letter 1, 13 March 1946, CWK XXVTI: 217)

We do not have Kahn’s reply to this letter, but we do have an article
that he wrote in 1976, entitled Historical Origins of the International
Monetary Fund, in which he meticulously reconstructed Keynes’s ideas,
his commitment to building a new monetary order and the anguish of the
last weeks of his life (Kahn 1976).

Kahn returned to Cambridge only in September 1946, a few months
after Keynes’s death, in the April of that year. He succeeded Keynes as
First Bursar of the College, was in charge of winding up his estate and
looking after the finances of his wife, Lydia, and acted as Keynes’s literary
executor.
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CHAPTER SEVEN

FIGHTING FOR KEYNESIAN REVOLUTION:
THE CORRESPONDENCE BETWEEN
KEYNES AND J. ROBINSON

MARIA CRISTINA MARCUZZO
AND CLAUDIO SARDONI

1. An Overview of the Pre-war Correspondence

There are 140 letters between J. Robinson and John Maynard Keynes,
running from 1932 to 1945, 82 of which published, mostly in excerpts (see
Table 7.1). The extant correspondence begins in April 1932 and ends in
April 1945.

We do not know exactly when Keynes and Robinson met, but it is
likely that they made acquaintance when she came back from India a few
months ahead of Austin in October 1928 and was looking for somewhere
for them to settle down in Cambridge. J. Robinson already had strong
connections in Cambridge as a former Girton student and member of a
family closely associated with Cambridge on both her mother’s and her
father’s side.

Her involvement in academic life started when she was invited by the
Faculty of Economics and Politics to give eight lectures in the Michaelmas
Term of 1931 based on the book which would become The Economics of
Imperfect Competition. In the previous two years she had attended Sraffa’s
lecture course, supervised a few pupils and strengthened her acquaintance
with Kahn both personally and professionally.

She was a member of the Circus, the informal discussion group
debating the issues presented by Keynes in his Treatise on Money; the
group met between late 1930 and the spring of 1931, and proved very
active in their deliberations. In fact, the correspondence between Keynes
and J. Robinson began over an article of hers, “A parable on saving and
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investment” (J. Robinson 1933c¢), in which she challenged the assumption
behind the argument in the 7reatise, namely that an excess of savings over
investment leads to a fall in the price of consumption goods. In May 1932,
together with Kahn and Austin Robinson, she wrote a “Manifesto”’
debating a point raised by Keynes in his lectures about the mechanism
leading to an increase in output following upon an increase in investment.

In October of the same year Keynes accepted an article by her for the
Economic Journal (J. Robinson 1932a), praising it as “excellent — most
beautiful and lucid” (letter 1883, 16 October 1932); in contrast, her
Economics is a Serious Subject. The Apologia of an Economist to the
Mathematician, the Scientist and the Plain Man (J. Robinson 1932b) did
not meet with much favour on the part of Keynes (letter 1783, 21 October
1932).

In her pamphlet she dealt with the questions raised in the discussions
over the validity of the Marshallian theory with a more general scope in
mind, defending the methodology of making irrealistic assumptions
against the charge of the mathematician, who would defend logic against
realism, and the charge of the plain man, who would do exactly the
opposite (see Harcourt 1990). The pamphlet is dedicated to “the
fundamental pessimist”. In the original manuscript the place of the
anonymous dedication was occupied by the following legend: “To Piero
Sraffa, whose introduction of pessimism into Cambridge has made
Economics a Serious Subject”. > The pamphlet was in fact the
methodological manifesto of the book J. Robinson had been writing since
the spring of 1931 (letter 748 from JVR to RFK, 30 March 1931), and
which was published in 1933 under the title of The Economics of Imperfect
Competition (J. Robinson 1933a).

In November 1932 Keynes acted as reader of the manuscript of her
book for Macmillan and, although his report was not entirely flattering
(CWK XII: 865-8), he recommended publication. This opened up a new
phase in the relationship between Keynes and J. Robinson, as a result of
much manoeuvring by Kahn, who was equally involved in assisting
Robinson in the writing of the Economics of Imperfect Competition and
Keynes in what would become the General Theory (Marcuzzo 1996; 2002;
see Rosselli 2005).

Early in 1933, from America Kahn urged her to pursue her
involvement in Keynes’s work:

! They signed it as “The Manifesto of the Trumpington Street School” from the
name of the street where Austin and Joan lived in Cambridge.
% Sraffa reacted with some uneasiness (see Rosselli and Besomi 2005: 313).
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Naturally, you cannot raise the point, but if Maynard hints that he would
like you to look at his stuff, I do wish you would. I must confess that [ am
a bit appalled at the prospect of having the sole responsibility thrust on to
me after my return.

(letter 574 from RFK to JVR, 2 March 1933)

A few months later she was able to write “a kind of interim report on
how far the Keynesians had got by that time” (J. Robinson 1951: viii); in
that article — published in October 1933 under the title “The theory of
money and the analysis of output” — she repeated her criticism of the
“widow’s cruse” reasoning in the Treatise as being valid only under the
assumption that “an increase in demand for consumption goods leads to no
increase in their supply” (J. Robinson [1933b] 1951: 55).

By 1934 J. Robinson was relying ever more on Keynes’s advice:

I am expecting to produce a baby in the Summer. I do not think myself that
this ought to be considered relevant to the question of lecturing — but I
quite see that there is another point of view. I haven’t told any of our
colleagues except Kahn and Piero. Do you think it might be left to dawn on
the other gradually or ought it to be mentioned when my lectures are
discussed?

(letter 1787, 26 March 1934)

As far as the lectures were concerned, she wanted to present a “grand
scheme” (letter 1787, 26 March 1934) illustrating historical episodes and
controversial theoretical issues. Keynes invited here to use caution (letter
1788, 29 March 1934), but supported her wholeheartedly, and later on
even stepped in to prevent her proposal to give a course on Money for two
terms from being turned down (JMK to C.R. Fay, 5 March 1935, JMK
papers, UA/14.2) (see Sanfilippo 2005: 69; Carabelli 2005: 208-9; Naldi
2005a: 339).

When, during the summer of 1934, the building blocks of the General
Theory were firmly laid out, J. Robinson was so confident in her role as
one of Keynes’s interlocutors that she could write to Kahn: “[...] of course
I am absolutely full of views about the Treatise. Would Maynard like me
to write him a Preface for the new work showing in what respects his ideas
have altered?” (letter 645 from JVR to RFK, 5-6 September 1934).

It was in fact in 1934 that a change occurred in the personal
relationship between J. Robinson and Keynes. She wrote to Kahn: “I see
Maynard signed ‘yours faithfully’ in type and crossed it out in ink so I
can’t really complain” (letter 630 from JVR to RFK, 15 August 1934).

In June 1935 J. Robinson was asked, together with Harrod, Hawtrey
and Kahn, to read the second set of proofs of the General Theory, and
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Keynes held her comments in great consideration. In that same June of
1935 Keynes sent J. Robinson his correspondence with Hawtrey for her to
read and offer him her advice; in October he praised a paper she presented
at the Political Economy Club as “crystal clear and extremely interesting”
(letter 1800, 24 October 1935, CWK XII: 652).

By 1935 J. Robinson was anxious to explain, popularise and extend the
results of the General Theory, as we shall see in more detail in the next
section. She started with the concept of “disguised unemployment”,
dedicating to the topic an article which Keynes accepted for the Economic
Journal (J. Robinson 1936a). In correspondence with her, he pointed out
that she had not clearly stated the conditions under which employment can
be increased without “any change in either the propensity to consume or
the inducement to invest” (letter 1804, 3 March 1936). To which she
replied:

I am sure you are right that the formal treatment of disguised
unemployment wants to be cleared up. I was trying not to be high brow in
my paper, but I think with the assistance of your notes I can put this point
fairly simply.

(letter 1805, 4 March 1936)

In 1937 she published two books following in Keynes’s footsteps. The
first, Essays in the Theory of Employment (J. Robinson 1937a), drew
“riders from the main theory” (J. Robinson [1977] 1979: 185-6), the
second, Introduction to the Theory of Employment (J. Robinson 1937b),
was meant to be “a told to the children version of The General Theory”, as
she put it in a letter to him (letter 1825, 18 November 1936, CWK XXIX:
184-5).

As far as the Essays in the Theory of Employment were concerned, she
later recalled that “Keynes read the draft and I cut anything that I could not
persuade him was correct” (J. Robinson 1973b: 174). In fact Keynes read
the proofs during his trip to Russia, made detailed comments and raised
doubts on the soundness of certain conclusions. In particular he was very
critical of her article on the foreign exchanges, discussion of which — as
we shall see — went on throughout November.

However, in the end he wrote to her: “Your fierceness may quite
possibly land you in trouble in some quarters [...] I consider the book as a
whole a bit uneven [...] But the general effect is splendid, full of
originality and interest” (letter 1822, 12 November 1936, CWK XIV:
147). To which she replied: “I am more grateful than it would be decent to
say for all the trouble you have taken, and I am most delighted to have
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your approval in general for the book™ (letter 1824, 14 November 1936,
CWK XIV: 148).

As for her second book, Keynes did not initially welcome the idea of a
popular version of the General Theory with great enthusiasm, as he was
“against hurry and in favour of gestation” (letter 1827, 2 December 1936,
CWK XXIX: 185-6). But his reaction did not dissuade her. In March 1937
(letter 1829, 6 March 1937) she announced to him that she was revising it
and Keynes (letter 1830, 25 March 1937, CWK XIV: 149) again fought
shy of the idea, letting her know that he was thinking of presenting the
General Theory in a different way. She defended her project as a teaching
device for non-first-class students, in a light-hearted tone:

I do not regard my proposed book as of the smallest importance (either
way) in the development of ideas. With your consent I will get on with it. I
am having a baby in October, so this seems suitable light work for the
summer.

(letter 1832, 22 April 1937)

When the Introduction to the Theory of Employment came out Keynes
seems to have welcomed it, writing to her: “You have been very
successful, I think, in simplifying and have skated round the complications
beautifully” (letter 1842, 20 November 1937).

In August 1937 she was asked to comment on Keynes’s reply to
Pigou’s article on real and money wages, which Robertson had accepted
for the Economic Journal during Keynes’s illness (see Sanfilippo 2005:
70; Sardoni 2005: 219-20; Naldi 2005b: 378-82). The autumn of the same
year saw discussion of some import on innovations prompted by a note J.
Robinson had written in response to criticism raised by Harrod (see below:
section 3). Another exchange started in March 1938 on an article by Abba
Lerner that met with Keynes’s liking (Lerner 1938). Since Robinson was
working on similar topics she felt that there was no point in publishing her
work, but Keynes wanted it for the Economic Journal and it eventually
came out in June (J. Robinson 1938b) (letters 1843—1846, 6-30 March
1938).

The topic is interesting because it is connected with her strong feelings
in the argument Keynes was having with Robertson regarding the issue of
“finance” constraint on investment. She wrote to him:

D.H.R. seems to grow more and more perverse. [ can’t make any sense of
this at all. He seems to be wandering vaguely about in a featureless
wilderness. I think your reply would be more telling if you put in the
working a bit more. Abandon D.H.R. as hopeless and write as tho’ for a
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2nd year man who is hoping to get a II.2. You want the reader, emerging
dazed from D.H.R., to feel that you represent simplicity and commonsense.
(letter 1845, 23 March 1938, CWK XXIX: 169)

The difficult situation between Keynes and his circle on the one hand
and Robertson on the other is reflected in the exchange of the summer of
1938. In a letter J. Robinson complained about a sentence Robertson had
included in an article of his — eventually published in the September issue
of the Economic Journal — to the effect of accusing her of “affirming
without qualification that the desire to save does not promote investment”
(letter 1847, 30 July 1938, CWK XXIX: 181-2). Keynes agreed with her

that it would be much better if Dennis were to leave out that unprovoked

reference to you. I do not see any possible object in attributing to you an

opinion which you certainly do not hold. I will see what I can do about it.
(letter 1849, 3 August 1938)

In the end Keynes succeeded in getting Robertson to withdraw his
comment and for the time being the hostilities between Robertson and the
“Keynesians” came to a halt (see Sanfilippo 2005: 71-2).

Next we discuss in more detail some of the issues referred to above,
with regard first to the making of the General Theory and then Robinson’s
endeavours to popularise and extend its main results.

2. Towards the General Theory

In the first exchange of this correspondence, in April 1932, Keynes
defended himself from the charge brought against him in J. Robinson’s
article on saving and investment of having made the assumption of
constant output in the 7reatise, with the following argument:

in my Treatise itself, I have long discussions with the effects of changes in
output; it is only at a particular point in the preliminary theoretical
argument that I assume constant output, and I am at pains to make this
absolutely clear. Surely one must be allowed at a particular stage of one’s
argument to make simplifying assumptions of this kind; particularly when,
as you agree, the assumption in question does not make a very vital
difference to the whole character of the argument.

(letter 1772, 14 April 1932, CWK XIII: 269-70)

A few months later, as a consequence of criticisms and comments
coming from Kahn, Sraffa, Robertson and indeed J. Robinson, Keynes
changed his mind on whether the assumption of constant output made “a
very vital difference”, and his thoughts took a turn in that direction.
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A crucial step in persuading Keynes to embrace a different approach
was successfully made in May 1932. In the spring of 1932, Kahn and
Austin and Joan Robinson had followed Keynes’s lessons, eventually
signing a “Manifesto” on one aspect of Keynes’s theory, presenting an
“alternative” (as Keynes put it) or “complementary” (as J. Robinson had it
in her subsequent correspondence) solution. The point under discussion
was Keynes’s “proof” that the variation in investment (Al) had the same
sign as the variation in output (AO). Keynes’s proof rests on two initial
hypotheses: (1) AE’ (the variation in the entrepreneurs’ earnings, i.e. the
monetary value deriving from sales of the current output of goods and
services) has the same sign as AO; (2) AE' — AF (AF is the change in
spending, and thus the difference between the change in the entrepreneurs’
earnings and the change in spending accounts for the change in their
savings) has the same sign as AE’.

Since AE’ — AF = Al it follows that AI and AO have the same sign.

The objection raised here by the Manifesto authors was that condition
(2) — that spending does not rise as much as income — actually
demonstrates not that the variation in investment has the same sign as the
variation in output, but ensures

that there shall be stable equilibrium. If expenditure were to increase by
more than income, equilibrium would be unstable and any small increment
in investment would cause output to rise either to infinity or to a point
where condition (b) [i.e. (2)] came into operation, whichever happened
first.

(CWK XXIX: 43)

Moreover, the Manifesto authors went on, were an increase in
spending to bring about a considerable increase in the costs of production,
then output would fall instead of rising and condition (1) would no longer
apply. It was at this point that an alternative to Keynes’s proof was
proposed:

The problem seems to us to be susceptible to treatment by method of
Supply and Demand. For the truth of the proposition that an increase in [
will lead to an increase in O, the two following conditions appear to us to
be sufficient, though not necessary:

a) That an increase in I will lead per se to a rise in the demand for
consumption goods, i.e. that the demand for consumption goods on
the part of the producers of capital goods will increase when the
value of their output increases;

b) That the conditions of supply of consumption goods are not
affected by change in I.
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When these conditions are fulfilled, an increase in I will lead to a rise in
the demand curve for consumption goods without raising the supply curve,
and so must lead to an increase of output of consumption goods, and a
fortiori to an increase in total output.

(letter 1774, May 1932, CWK XXIX: 43-4)

Keynes’s resistance “to scrap all my present half-forged weapons”
(letter 1779, 9 May 1932, CWK XIII: 378), as he wrote to Robinson in the
correspondence on the Manifesto, was short lived. In fact, the lectures of
autumn 1932 showed Keynes taking up the “method” of the Trumpington
Street School, using the expression “demand as a whole relatively to
supply as a whole” (CWK XXIX: 53).

In the summer of 1933, Keynes informed J. Robinson that, after “a
pregnant conversation with Kahn”, he was going to adopt a new technique
of expression for the General Theory (letter 1785, 17 July 1933); in
another he elaborated on what should be understood by the concepts of full
employment and unemployment. There Keynes argued that

there is full employment if employment is available to everyone wanting it
at a wage equal in terms of product to the marginal efficiency in terms of
product of the quantity of labour thus offering itself. In other words, on the
normal assumption of the classical theory that real wages are equal to the
marginal efficiency of labour in terms of product, then there is always full
employment. Unemployment of the type we are considering occurs
because it is not true, as Pigou, I think, assumes, that if a man can by his
labour turn two grains of wheat into three over a production period, that it
will therefore pay to employ him at a real wage of a grain of wheat.

(letter 1786, 25 August 1933)

As we have seen, J. Robinson was involved in the proof-reading of
General Theory. Keynes sent her the first batch between 6 and 12 June
1935. By the 16 June she had responded with detailed comments, mainly
suggesting stylistic changes or calling for clarification of certain points.
Three days later she sent him a note on liquidity “which I take to be what
you mean” (letter 1796, 19 June 1935, CWK XIII: 246-50), in which in
fact she summarised his main point. In September Keynes sent a new set
of proofs, informing her that Book I and most of Book II had been re-
written during the summer. Once again, just four days later, she was ready
to give him her comments, which unfortunately are not extant. Finally, in
December, three days before the final version was delivered to the printer,
he sent it to her with the following covering letter:

I owe you a great deal of gratitude for taking so much trouble over my
proofs. Even the last gleaning was very useful and you spotted several
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misprints which I had overlooked. Indeed I'd give you high percentage
marks for that; for the number found by me that you missed was extremely
small. The book is now finished, all but preliminary matter, last sheets are
index which still have to be passed for press, and it is being printed off. I
think that it should be published very early in February. As you guessed
author’s melancholy did come on at the last. In the final proof reading it
seemed so flat and stale. But you have cheered me and so does Kahn, who
has been here for Christmas.

(letter 1803, 27 December 1935)

3. Extending the General Theory

In this section we will examine the extensions of the General Theory
which Robinson was busy pursuing in 1935-37. They can be grouped
under three main headings: the determination of the level of employment
in the long period, in (1) an open economy and when the effects of (2)
innovations and (3) technical progress are taken into account.

Her first attempt is contained in an article, completed before
publication of the General Theory, originally published in Zeitschrift fiir
Nationalokonomie (J. Robinson 1936b). Initially Keynes did not object to
the exercise of extending his results to the long period, although he had
some reservations about her use of elasticity of substitution, as we will see.
However, when the issue of the long period came up again, in 1941, he
commented on a manuscript she had sent to him with a sharp note:

Broadly speaking, you are taking the view that profits, and indeed interest,
generally, is, in the last analysis, an uncertainty phenomenon, — a view [
share with you. But, if so, I do not clearly understand what you mean by a
long-term theory of profits. Why should not the answer be that the long
term ignores uncertain phenomena, and consequently it is a contradiction
of terms to talk of the theory of profits in the long term? Is not that perhaps
the answer to your difficulties? Each alternative you adopt to lead you to a
conclusion seems to me unsatisfactory. But you start off with the
assumption that there must be such a theory. Why?

(letter 1860, 24 January 1941)

In the correspondence of autumn 1936 the main issue between them
was whether there is such a thing as an equilibrium rate of exchange and
whether the interest rate is equalised across countries. Initially her essay
on the foreign exchanges (J. Robinson 1937c) was received by Keynes
quite unfavourably: “It seems to me that there is here a formal mistake in
reasoning. The whole line of approach strikes me as unsafe and not likely
to lead to reliable conclusions” (letter 1815, 4 November 1936, CWK
XIV: 141). The point under scrutiny was Robinson’s assumed relationship
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between saving (S) and investment (I) in an open economy. She claimed
that:

For an open system S = home [ +foreign /, i.e. =home investment +
balance of trade. Home securities are being put on the market at a rate
equal at home /. Home saving is forthcoming at a rate equal to home / +
balance of trade therefore the home demand for home securities exceeds
or falls short of the supply according as the balance of trade is positive or
negative.

(letter 1816, 5 November 1936, CWK XIV: 141-2)

Keynes, however, pointed out that:

The mistake comes in identifying the demand for home investment with
the amount of home saving. There is also available the proceeds of
disinvestment in foreign securities. Consequently the demand for home
investment is equal to home saving minus or plus the balance of trade. In
other words, the demand for home investments is equal to the amount of
home investments, which is as it should be.

(letter 1817, 6 November 1936, CWK XIV: 141-3)

In the end Robinson decided to cut “all the controversial matter” and
thanked him for preventing her “from publishing a half-baked version”
(letter 1823, 13 November 1936, CWK XIV: 147-8).

One year later a much more serious area of disagreement between them
arose regarding Robinson’s analysis of accumulation and technical
progress. In her 1936 long-period article she had presented an analysis of
employment on the basis of the elasticity of substitution between factors,
defined as the proportionate change in the ratio of the quantities of factors
employed divided by the proportionate change in the ratio of their prices,
which she had originally presented in her Economics of Imperfect
Competition.

According to her analysis, in the long period the amount of
employment is the result of “the contrary pulls of increased total output
and increased output per head” (J. Robinson 1937a: 87). Therefore a fall in
the rate of interest that has no direct effect on the amount of employment if
savings are a function exclusively of the level of income, produces an
indirect effect by the substitution of capital for labour and the subsequent
change in the distribution of income (the share of labour will increase if
the elasticity of substitution is less than one). This in turn affects the
propensity to save and the multiplier, due to the different saving habits of
rich and poor.

In the same article she also analysed the effects of inventions on the
distribution of income, i.e. whether inventions reduce the share of labour
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(reducing the equilibrium level of income by increasing thriftiness) or
whether they increase it (increasing the equilibrium level of income by
decreasing thriftiness). She developed her analysis of inventions — for
which she acknowledged Kalecki’s assistance (J. Robinson 1937a: 95n) —
on the basis of a classification centred on the distinction between neutral,
capital-saving and capital-using inventions. In equilibrium, neutral
inventions leave capital per unit of product and the relative shares of
labour and capital in a given output unchanged, while capital-saving and
capital-using inventions reduce/increase capital per unit of product and
reduce/increase the relative shares of capital. The reason being that
capital-saving inventions increase efficiency in producing capital goods
more than in producing final goods, while the opposite occurs in the case
of capital-using.

In his review of the book in which the article was published, Harrod
challenged Robinson’s definitions, and this occasioned an exchange with
her which went on between May and June 1937 (see Rosselli and Besomi
2005: 318-19). Keynes sided with Harrod’s view of her “eclasticity
substitution method” (letter 1246 from JMK to RFH, 12 April 1937, CWK
XIV: 170-4) as being ambiguous without the provision of a precise
measure of the quantity of capital.

As a consequence of her debate with Harrod, she decided to write an
article on the nature of inventions (J. Robinson 1938a) and asked Keynes
to comment on it. He was not convinced by her method of analysing the
“once-ever” effect of technology changes on distribution and wrote to her:
“you are introducing inventions into the debris of the static, one-at-the-
time economics where inventions do not properly belong” (letter 1834, 27
September 1937). Moreover he objected to her use of the elasticity of
substitution in the aggregate, since “a great difficulty arises” in her use of
cost units to measure capital.

Robinson retorted that as far as the measurement of capital was
concerned she was not “any worse than the others”, adding that “Piero is
devoting his life to the question, and we cannot expect an answer quickly”
(letter 1835, 28 September 1937). Keynes reacted by pointing out that his
“difficulty about measuring capital has nothing to do with Piero’s
problem, but it is concerned with the effect of inventions in lowering the
cost of capital just as much as a product” (letter 1836, 29 September
1937). Moreover, he had a serious reservation as to whether there was
“any sense at all in elasticity of substitution between capital and labour in
response to new inventions”. He maintained that “With a given state of
invention and a given rate of interest, there is as a rule only one proportion
in which capital and labour can be combined, subject only to the exception
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of using the plant more intensively and this is an element in the situation
on which invention may have little or no bearing” (ibid.).

Robinson was unshaken by this criticism and retorted that she was not
talking of the “elasticity of substitution in response to an invention, but of
the value of that elasticity after an invention has occurred”. Keynes, too,
remained adamant:

I cannot see how the elasticity of substitution between capital and labour,
after adjustment has been made to the new situation, has any bearing at all
upon whether, in the usual sense of the term, an invention is capital-saving
or labour-saving.

(letter 1839, 6 October 1937)

The topic of elasticity of substitution was considered again some years
later, in 1941, in a letter from Keynes, in which he praised Robinson’s
article on “Rising supply price” (J. Robinson 1941) (letter 1861, 20 April
1941).

4. An Overview of the Correspondence during
and in the Aftermath of the War

As war loomed ominously close, in October 1938, Robinson fell into an
extreme emotional state, which was diagnosed as a manic-depressive
crisis, and she was confined to hospital for a few months. Of that period,
we have only two letters by Keynes (who was still ailing from his heart
failure) to her witnessing the warmth and closeness of their friendship
(letters 1852 and 1853, 28 December 1938 and 12 January 1939).

From 1939-40 on, Keynes, like most of his friends and colleagues, was
personally involved in the war effort. J. Robinson, Sraffa and Kaldor —
albeit for different reasons — were excluded and remained in Cambridge,
carrying out most of the academic duties. The ensuing correspondence
reflects the different occupations in which Keynes and J. Robinson were
engaged. Although totally involved in many war-related activities, Keynes
retained his habit of asking his closest friends their opinion on what he
was writing or doing. Thus we have J. Robinson’s comments on Keynes’s
How to Pay for the War (letter 1855, 28 February 1940), a discussion on
war policies and statistics in December 1940, and, in 1944, on the Bretton
Woods agreements (letters 1872—1874, 9—16 September 1944, CWK
XXVI: 129-33).

In turn, Keynes was very appreciative of her currency proposal paper
(J. Robinson 1943), writing to her:
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It is first-class and I have no significant comments or criticisms. Just what
is wanted for the purpose. It is excellently dry, in the sense of a good, dry
sherry, not of Quaker Oats. I am sending it to the printer at once and am
getting him to supply some extra proofs, since I may find it useful to
circulate internally before the date of publication.

(letter 1905, 6 June 1943)

Robinson was as usual involved in academic writing and activity. In
1940 “as a distraction from the news” (J. Robinson 1973c: x) she began to
read Marx. There is an amusing story about her first involvement with
Marx and Marxism, which she later told in an unpublished paper:

In 1936 I published a review of a book by John Strachey (brother of the
more famous Lytton), who had set up as a popularizer of Marx — The
Nature of Capitalist Crisis — I accused him of presenting the labour theory
of value in terms of Say’s Law, ignoring Keynes and treating Hayek as the
representative of academic economics. He replied that it was absurd for
someone who had never read Marx to talk about him. We each felt that the
other had made a fair point. He began to read Keynes and I read Marx.
(JVR papers, i/10/1)

Later she claimed that she “began to read Capital, just as one reads any
book, to see what was in it” (J. Robinson 1966: vi). M. Dobb was one of
her “tutors”,’ but Kalecki was the main influence. She wrote that Piero
Sraffa used to tease her, saying that she “treated Marx as a little-known
forerunner of Kalecki” (ibid.). In a couple of years she produced a slim
volume on Marx, An Essay on Marxian Economics, which raised a dust in
academic and non-academic circles. Kalecki’s comment on her book was
very appreciative:

I think that your analysis of Marx is very valuable: it has shown that one

conception in his writing is quite consistent; while Marxists who wanted to

show that everything is right and consistent failed to show even that.
(Michal Kalecki to JVR, 30 July 1942, JVR papers, vii)

Keynes, too, expressed a favourable opinion of the book, but was not
persuaded. As he saw it, J. Robinson was trying to make sense of what in
fact was nonsense, that is to say Marx’s economics (letter 1864, 20 August
1942). In the discussion that followed, Robinson conceded to Keynes that
perhaps Marx was not a great thinker (letter 1865, 21 August 1942); this

3 See the exchange of letters with Dobb between January and May 1941 in JVR
papers, Vii.
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obviously contrasts with what she came to believe in the years to follow
(see Marcuzzo 2001).

Keynes was not involved in academic matters during wartime, but he
was often consulted on them: in the correspondence we find, for instance,
a report by J. Robinson of Sraffa’s progress in the preparation of the much
overdue edition of Ricardo’s works (letter 1859, 1941); a request to
Keynes to support an application to the National Research Institute (letter
1882, 3 September 1941). Another interesting exchange on academic
topics occurs in 1942 (letters 1867 and 1868, 7 and 9 December 1942).
Robinson informed Keynes that there was a proposal for him to succeed
Pigou in Marshall’s chair of political economy in Cambridge; Keynes
refused to take such a possibility into consideration, judging that he would
not be able to stay in Cambridge permanently after the war.

Finally, in 1944, we have an exchange concerning the creation of a
fund to support Erwin Rothbarth’s widow. Rothbarth was a German
refugee who was killed in action over Holland; he was associated with the
“Cambridge Research Scheme” (see below) and was very close to Kalecki.
And in fact the Kalecki affair is the last important issue to review in this
correspondence.

5. Kalecki

In 1936 J. Robinson received a letter from Kalecki, who at the time was
visiting the London School of Economics, commenting on one of her
articles (J. Robinson 1936a), but originally published in the Economic
Journal in June 1936. Later she gave a lively account of their first
encounter:

He told me that he had taken a year’s leave from the institute where he was
working in Warsaw to write the General Theory. In Stockholm someone
gave him Keynes’s book. He began to read it — and it was the book that he
had intended to write. He thought that perhaps further on there would be
something different. But no, all the way it was his book. He said: “I
confess, I was ill. Three days I lay in bed. Then I thought: Keynes is more
known than I am. These ideas will get across much quicker with him and
then we can get on to the interesting question, which is their application.
Then I got up.”

(J. Robinson 1979: 186)

She said she had very soon realised that Kalecki’s analysis was indeed
as important as Keynes’s, and took upon herself the task of “playing the
trumpet for him” (ibid.). She even indulged in some wishful thinking and
wrote to Kahn: “Do you think that Kalecki will induce Piero to take the
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General Theory seriously?” (letter 679 from JVR to RFK, 20 March
1937).

Kalecki moved to Cambridge in 1937 and for the first six months of
1938 he was given a grant. In the meanwhile steps were taken to set up a
research project to provide him with a permanent job. At the end of 1938,
the “Cambridge Research Scheme of the National Institute of Economic
and Social Research into Prime Costs and Proceeds and Output” was
launched, managed by a Board consisting of Austin Robinson, Kahn,
Kalecki and Sraffa and chaired by Keynes.

Early in 1939 Keynes made a very favourable comment on Kalecki’s
book (Kalecki 1939) to J. Robinson:

I have been reading Kalecki’s proofs. Perhaps as a result of your proof
readings, I find it remarkably lucid and very agreeable, and almost easy,
reading. I have not compared these articles he is reprinting to see how
much he has changed them and it may be that it is familiarity with his ideas
that is helping me. At any rate I find the new version enormously easier.
His device of making bold, and perhaps precarious, simplifications in his
assumptions on the basis of alleged statistics and there beginning his
theory (instead of working a theory on generalities and making simplifying
assumptions afterwards) is very interesting and, if one minds one’s step
and remembers where one is, useful and illuminating. The flavour of him is
most peculiar — very subtle, very aesthetic and complete within its own
field, yet all the same light weight I can’t help feeling. But it is an
important book, so individual and original that it throws light in new
courses.

(letter 1853, 12 January 1939)

A few months later Kalecki presented the main findings of his research
work with the Cambridge Scheme, in the form of reports on individual
industries and an “Interim Summary of Results”. Contrary to expectations,
these reports were received with scepticism by J. Robinson, Kahn and
Keynes, who objected to the methodology employed. Kalecki resigned
from his Cambridge job, at the end of 1939 moving to Oxford, where he
joined the University Institute of Statistics. Initially Robinson reported to
Kahn that “Kalecki has swallowed the Oxford job without a murmur”
(letter 1462 from JVR to RFK, 14 January 1940); however, six months
later she noted: “I get a short and bitter letter from Kalecki from time to
time. Anyway he seems well dug in at Oxford” (letter 1546 from JVR to
RFK, 27 July 1940).

However, a year later, another incident occurred in relation to an article
Kalecki had sent to Keynes, which Robinson vigorously defended against
Keynes’s attack. In this article Kalecki set out to study the effects of
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technical progress, without assuming long-run equilibrium, and envisaged
a “reference system” to compare with the system under consideration. He
assumed that the reference system

is endowed with the features of technical progress as regards the tendency
to raise the degree of oligopoly, the pressure of the raising productivity of
labour on the price level, and the influence of inventions upon investment;
but it is not subject to the rise in productivity of labour and to the fall in the
ratio of productive capacity to capital.

(Kalecki [1941] 1991: 111)

Moreover, for both the actual and the reference system he assumed
constant marginal costs, imperfect competition and undercapacity
utilisation. The result of the comparison was that the effect of technical
progress is not to increase output, but to save labour; output is influenced
only through the channels of investment, oligopoly and the general price
level.

Keynes was thoroughly unhappy with the approach and wrote to J.
Robinson in a very negative key: “after a highly rational introduction of a
couple of pages my first impression is that it becomes high, almost
delirious nonsense” (letter 1893, 4 February 1941, CWK XII: 830). He
complained that many of Kalecki’s assumptions were “latent and tacit”, if
not probably “self-contradictory” and in particular that of undercapacity
utilisation “rather odd”. Robinson reacted firmly: “I am prepared to stick
up for Kalecki” and explained that there is another meaning of long-period
— besides the classical one — and that in imperfect competition
underutilization of capacity is a normal situation” (letter 1892, 4 February
1941, CWK XII: 830).

The exchange continued in the following days in a fairly tense mode,
Keynes accusing Kalecki of writing “subject to a whole contraption of
secrete knowledge, atmosphere and assumption” (letter 1895, 18 February
1941, CWK XII: 832) and Robinson insisting that “Kalecki is explaining
mysteries, not creating them” (letter 1896, 24 February 1941, CWK XII:
833); she attempted to persuade Keynes of the importance of Kalecki’s
results, in showing that “capital-using inventions do not reduce the share
of labour in the Nat. Div.” (ibid., CWK XII: 833), but to no avail.

At this point Robinson volunteered to help Kalecki revise his article,
and as a result Keynes agreed that it was “enormously improved in its
present form and is not open to my previous criticisms, at any rate of
presentation” (letter 1897, 4 March 1941, CWK XII: 833). However, he
remained unconvinced of the argument and decided to send the article to
Kaldor for another opinion. Kaldor’s reaction was equally negative: “The
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method of proof adopted in the “reference system” makes the analysis
unnecessarily cumbrous and lengthy” (letter 1716 from NK to JMK, 9
March 1941). Eventually, Keynes made it final that the article “is
pretentious, misleading, inconclusive and perhaps wrong” (letter 1899, 12
March 1941, CWK XII: 83-6). Robinson was forced to retreat: “As you
still do not get the point about inventions and relative shares, and Kaldor
also failed to see it, I have to confess that Kalecki’s article is not a
success” (letter 1900, 13 March 1941, CWK XII: 836). According to the
extant correspondence they never discussed Kalecki’s work again.

6. Conclusions

The correspondence between J. Robinson and Keynes examined here
shows that, although not always in agreement with her, Keynes trusted
Robinson’s judgement, was appreciative of her work and took account of
her opinion. For her part, J. Robinson, always respectful of Keynes’s
authority, was rarely intimidated by him and often held her own position
without giving ground. The correspondence also witnesses J. Robinson’s
effort to bring new elements into the Keynesian revolution and to induce
Keynes to follow an approach to problems that she regarded as better
suited to convey the fundamental ideas of his “revolution”.

At times she would try to lead him to a line other than the one he had
chosen, and on several occasions attempted to get Keynes to change his
mind on specific issues, as we have seen. After Keynes’s death, especially
under the influence of Kalecki and Sraffa, she sought to bridge the
Keynesian revolution with other non-mainstream lines of approach from
the classical and Marxian tradition. In later works she implied that in the
1930s and 1940s she and Kahn had grasped the true revolutionary
implications of Keynes’s theory while Keynes was more reluctant to break
radically and definitively with the past tradition. By contrast, the
correspondence between Keynes and Robinson shows that, with the
possible exception of the 1932-33 period, the roles were quite the reverse,
with J. Robinson trying to develop analysis along more traditional lines,
while Keynes appears to have been bolder in defending a radically
alternative approach to orthodoxy. Such is the case with J. Robinson’s
attempt to extend Keynes’s General Theory to the long period, or her and
Kahn’s allegiance to the Marshallian apparatus, as shown by their reliance
on the elasticity of substitution among factors, marginal and average
curves, and so forth.

It is true that, after Keynes’s death, J. Robinson tried to bridge
Keynes’s theory with other non-neoclassical strands of thought, while
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Keynes had failed to appreciate contributions coming from different
frameworks of thought, as the Kalecki affair amply demonstrates. Perhaps
it is fair to conclude that each succeeded in being independent, original
and stubborn both in their relationship and in their endeavours.
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CHAPTER EIGHT

REASON AND REASONABLENESS IN KEYNES:
LESSONS FROM THE ECONOMIC
CONSEQUENCES OF THE PEACE
90 YEARS LATER

MARIA CRISTINA MARCUZZO"

1. The Return of Keynes

Within just a few months from its publication, in December 1919, The
Economic Consequences of the Peace was enjoying a resounding success
(selling about 100,000 copies) and bringing fame to its author. Ninety
years later, the argumentation and presentation still prove arresting and
persuasive, particularly in the present crisis with Keynes back on the world
scene, his thought once again seen as a source of inspiration and stimulus
for reappraisal.

This return to Keynes may be accounted for by his role as the major
exponent of an approach to economics based on the conviction that
markets and economic behaviour are to be guided by a logic of
coordination and rules, rather than left to the pursuit of individual interests
and to the freedom resulting from the lack of public intervention and
regulation by the institutions.

We owe to Keynes the recipes and remedies to fight mass
unemployment, turbulence on the financial markets and in international
trade, and the disorder of markets in the absence of coordination among
the supranational institutions. The tools he used were those of persuasion

“Tam grateful to Anna Carabelli, Victoria Chick, Mario Cedrini, Marcello De
Cecco, Robert Dimand, Luca Fantacci, Craufurd Goodwin, Tiziana Masucci, Nerio
Naldi, Anna Rossi-Doria and Giordano Sivini for reading and commenting on the
previous drafts. I have not always followed their suggestions, but they have been
very useful.
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and reasonableness, the means he applied to convince and to create scope
for freedom of action where others — economists, above all — saw only
constraints and the limits of resources. This approach was formulated and
brought to ripeness as Keynes thrashed out his ideas over time, from the
end of the First World War, during the years of the Great Depression and
then of the Second World War, and on to the design of the new world
order a few months before his death in the April of 1946.

Keynes was not only an outstanding theoretician but also an economist
intent on seeking concrete remedies and solutions in his work for the
British Treasury, as a representative of the United Kingdom in
negotiations with the United States during the Second World War, and as a
freelance journalist and operator on the financial markets. The 1930s saw
him a speculator on the foreign exchange and commodity markets; this led
him to the conclusion that market instability was an endemic feature of
economic systems, to be curbed with interventions coordinated between
the supranational institutions and the central banks. He drew up plans to
bring order to the functioning of the raw material market, of multilateral
exchange between countries and the regulation of international payments.

In his long activity as government adviser and leader of public opinion,
Keynes was ever guided by the idea that the economic system was not
regulated by immutable and eternal laws, but rather as a result of
conventions, convictions and prejudices which the reformer had the task of
moulding through persuasion.

The Economic Consequences of the Peace, written when Keynes was
only 36 (he was born in 1883), anticipates and, in his attitude to the
economic problems to be addressed at the end of the war, affords glimpses
of an approach that was to mature in his subsequent writings, such as the
Tract on Monetary Reform (1923), the Treatise on Money (1930), and the
General Theory of Employment, Interest and Money (1936).

The book was a desperate attempt to persuade the public and
governments that the Treaty of Versailles was to be modified on the basis
of the principle of reasonableness, and not of the victor’s revenge, “to
avert the misfortunes which impend otherwise” (CWK II: xxii). A
concluding phrase sums up the intention, namely “The assertion of truth,
the unveiling of illusion, the dissipation of hate, the enlargement and
instruction of men’s hearts and minds ...” (CWK II: 188).

With the crisis that has now hit the world economy, the principles to
look to are once again those that Keynes advocated to address the loss of
market confidence and the decline in production and employment, and the
pages of the General Theory or, rather, interpretation of the Vulgate —
deficit spending and public investments — are once again being referred to
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and re-utilised. A rereading of the Consequences and some hard thinking
about the use of the term reasonable seem to me to point along a path not
alternative but parallel to the one described above, and it is the path I wish
to traverse in this paper.

To see what sort of guidance we can find there for the present, I will
briefly outline the context in which the Consequences was written and the
reasons behind it (section 2), and then trace Keynes’s approach back to the
Bloomsbury background (section 3); in section 4, I identify in the
distinction between reason (or rationality) and reasonableness, to be seen
also in Rawls, one of the characteristic features of Keynes’s economic
train of thought. Section 5 ventures to trace out a parallel between the
humiliation of the conquered at Versailles and the debtor mortification
inflicted on Lehman Brothers. In section 6 we briefly conclude that the
return to Keynes we should wish for is not only a matter of supporting
demand in order to avoid general deflation, or reform of the international
monetary system to avert the effects of the present world imbalances, but
more extensive application of the Keynesian concept of reasonableness
against the so-called rationality of individuals and markets.

2. The Carthaginian Peace

In the 1918 armistice the United Kingdom and France included a clause to
the effect that Germany was to pay “reparations” to the Allies for the
damage inflicted on the civil population. In his first Memorandum,
October 1918, to the Treasury, where he had been on leave from teaching
at Cambridge University since the outbreak of war, Keynes lost no time in
making it clear that, in determining the magnitude of reparations, due
account should be taken of Germany’s effective capacity to pay. In other
words, the country’s productive capacity was not to be destroyed, for this
was the only way to ensure that Germany could pay the Allies.

Thus there were essentially two accounts to be reconciled: the extent of
the damage caused by Germany and the probable magnitude of its
productive capacity. While the former could be ascertained with a fair
degree of certainty, the latter could only be estimated approximately. But —
and this was the point Keynes stressed — there was not a reason in the
world why the two sums, i.e. damage undergone and capacity to pay,
should coincide, and, on the basis of Keynes’s estimations, they did not
coincide at all.

The UK General Election of December 1918 saw the triumph of Lloyd
George, and a parliament of nationalists was formed which found itself in
perfect accord with the revanchism of the French allies under the
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leadership of an implacable Clemenceau. France and the United Kingdom
were both set on making Germany pay the cost of the war, and not only
the war damage, as established by the armistice:' if there was anything left
to discuss, it was how to share out the spoils, while a severely depleted
Italy could only hope that reparations might get the country back on its
feet. Dominating the whole scene, now, was the United States, without
whose contribution there could have been no victory for the Allies, and the
philosophy of President Wilson, who, with his 14 points and the promises
of the League of Nations, had set the terms of the armistice.

In Paris the “Four” victors (United States, France, United Kingdom
and Italy) and their delegations were called upon to give concrete content
both to the principles of self-determination and freedom for the new
nations and to the claims for reparations to be made by the defeated to the
victors — a hard and contradictory task.

Such was the scenario opening before Keynes’s eyes when he arrived
in Paris on 10 January 1919 as the representative heading the delegation of
the British Treasury, sent to handle the financial aspects of the transition to
peace.

The first opportunity to gauge the difficulty was a journey to Germany
with the representatives of the US, Italian and French Treasuries to meet a
German delegation. The meeting took place on a train. The German
delegation was headed by the President of the Reichsbank, but it was
another member of the delegation who made a strong impression on
Keynes, namely Carl Melchior, a partner of the German Warburg Bank.
Keynes was later to write a splendid memoir on him, published
posthumously (CWK X: 389-429).

Keynes found the French at the Conference insufferable. He found
them arid, incompetent and absurd in their demands on Germany,
reserving particular loathing for their finance minister, Klotz. In March
1919, in an effort to persuade Lloyd George to revise demands for
reparation, Keynes reassessed the ratio between what was being demanded
and what might realistically be expected of Germany, but the British
delegation showed scant response. By the month of May the draft of the
Peace Treaty drawn up by 58 economic experts with the deliberations of
the Council of Four (United States, France, United Kingdom and Italy)
was ready, and Keynes was shocked. He decided to resign within the space

" As has been pointed out (Amato and Fantacci 2009: 185, my translation):
“Moreover, the unilateral alteration of the conditions previously agreed upon
constituted, for Keynes, unscrupulous violation of that sacredness of international
conventions in the name of which the Allies had declared war on the invader of
neutral Belgium.”
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of two or three weeks, bereft of any illusions about the possibility of
obtaining “substantial modifications” (in his own words) to the terms
contemplated.

And in fact, when the Treaty of Versailles was signed on 28 June 1919
Keynes had already left Paris for the peace and comforting familiarity —
unorthodox, but typically Bloomsbury — of Charleston, the country house
where Vanessa Bell, Duncan Grant and David Garnett enjoyed a menage
a-trois, and had started work on his book. It took three months to finish;
Keynes drafted it during the summer, and as the text took shape he read
passages from it to his Bloomsbury friends (Moggridge 1992: 321). I will
return to the subject in the following section.

The theme of the Consequences is how the war had damaged the
delicate economic mechanism thanks to which Europe had been able to
live in prosperity before 1914, and how the Treaty of Versailles had not
repaired it but completed its destruction: “My purpose in this book” —
wrote Keynes — “is to show that the Carthaginian Peace is not practically
right or possible” (CWK II: 23), going on to point out (CWK II: 40):

I am mainly concerned in what follows, not with the justice of the treaty —
neither with the demand for penal justice against the enemy, nor with the
obligation of contractual justice on the victor — but with its wisdom and
with its consequences.

Here I would like to dwell on the words “wisdom” and “consequences”
as the yardstick Keynes always adopted to evaluate any intervention in the
economic sphere, particularly in times of crisis or major upheavals. The
word “wisdom”, vague as it may seem, actually refers to a guiding
principle of human behaviour that breaks away from individual utilitarian
calculation, which brings apparently some but occasionally illusory
advantages. It is a principle invoked to curb the forces that threaten to
disrupt the social order, and, rather, to favour the settlement of conflicting
interests with the logic of social civility.

Keynes based his analysis of the consequences of economic decisions
or measures on the interrelation between, on the one hand, the production
of wealth and its distribution, and, on the other hand, the social
organisation upon which it rests. Disruption of the orderly, progressive
increase in individual and collective wellbeing generates obscure and
irrational forces that undermine security and freedom within society.

In the Consequences, as in the General Theory and in his addresses to
the British Parliament calling for approval of the Bretton Woods
agreements — that is, the architecture of the international monetary system
in the aftermath of the Second World War — Keynes would invariably arm
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himself with these means to alert against the risks and dangers of high
unemployment, growing foreign debt drastically squeezing consumption,
mortifying national identity on sanctioning the subjection of one country
to another.

Keynes never abandoned the ideal of a civilisation based on individual
freedom but not at the expense of collective good; in vain, all too often, he
sought to demonstrate that this was not practicable if founded solely on the
pursuit of private interest — whether of individuals or of nations —
following a homo homini lupus rationale in a market without rules or an
international organisation devoid of institutions deputed to settle conflicts.

In the Consequences the need is summed up thus (CWK II: 60):

[...] particular interests and particular claims, however well founded in
sentiment or in justice, must yield to sovereign expediency.

Let us now look more closely into Keynes’s reasoning in relation to the
issue dealt with in the Consequences, namely the Treaty of Versailles,
which brought an end to one of the bloodiest wars Europe had seen, and
how the victors set about addressing the economic and social devastation
in the aftermath to set things aright.

The conceptual and political crux of the peace of Versailles lay in the
victors’ demands that the defeated should bear the cost of the war, to sap
the strength of a powerful and dangerous enemy forever by crippling the
sovereignty and economic influence of Germany and, at the same time,
burdening the country with the cost of reparations, as if its productive and
financial potential had remained intact at the pre-war level.

But let us see in detail how Keynes came to this conclusion. His
estimates of the war damage — deriving from close, painstaking
examination — are summarised in the following figures (all in millions of
pounds sterling): Belgium (500), France (800), United Kingdom (570),
Other Allies (250) for a total of 2,120. Set not only on claiming reparation
for material damage, France and the United Kingdom, riding the wave of
hate and vengefulness, were also determined to include in the reparations
of pensions and benefits to be provided at home, bringing the overall bill
to about 8,000 million pounds sterling.

In defence of such a sum, which Clemenceau and Lloyd George
rhetorically held sufficient to satisfy the public sentiment and their
electorates, was the hypocritical conviction that this was also what
Germany — whose economic power was to be overthrown — was
effectively able to pay.

But, according to Keynes’s estimates, how much would Germany have
in fact been able to pay? Taking into account the immediately transferable
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wealth (gold, ships and foreign securities), property present in territories
ceded or surrendered on the basis of the armistice, and exports yielding
foreign currency to pay the Allies, the figure came to no more than 2,000
million, and thus the 8,000 million demanded by the Treaty were certainly
“not within the limits of reasonable possibility”.

The force of Keynes’s arguments is inescapable: a peace based on the
principle that “Germania delenda est” was neither just nor, above all,
practicable, not only as a matter of human justice, which does not
authorise nations to “visit on the children of their enemies the misdoings
of parents or of rulers” (CWK II: 142), or of the political consequences
that humiliation of the defeated can entail for the victors, too, but also on
account of the jeopardy unleashed on the overall economic order.
Depriving Germany of sovereignty, its foreign possessions and internal
productive capacity meant in practice preventing the country from meeting
the demands for war damage reparation. Deprived of its colonies, of trade
relations, merchant fleet, ten percent of its territory and population, a third
of its coal production and three quarters of its iron production, with two
million killed in the war, its currency reduced to a seventh of its value, and
a huge public debt, how was it possible for Germany to pay an indemnity
calling for a level of economic activity actually higher than had been
achieved by the country before the war?

The sheer folly of the demand — ferociously advanced by France (i.e.
by Clemenceau), feebly opposed by the United States (i.e. by Wilson) and
cynically supported by the United Kingdom (i.e. by Lloyd George) — lay in
the misappraisal of Germany’s effective capacity to pay and the short-
sightedness of statesmen whose preoccupations related not to the future of
Europe but solely to “frontiers and nationalities, to the balance of power,
to imperial aggrandizements”.

The consequences of the political and economic destruction of a
country were not seen to extend to the inevitable impact on its trading
partners, who would also be sucked into a vicious circle of stagnation.

Characteristically, Keynes’s analysis entails identification of the
remedies — in this case, essentially a matter of lightening the burden placed
on Germany to allow for recovery in production and trade (and the other
countries needed to be able to benefit from Germany’s recovery to sustain
their own); settlement of inter-ally indebtedness to avoid internal
constraints on the victorious countries in their policies to relaunch their
economies, and an international loan to help boost all the economies
(CWK II: 169):

[...] an economic system, to which every one had the opportunity of
belonging and which gave special privilege to none, is surely absolutely
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free from the objections of a privileged and avowedly imperialistic scheme
of exclusion and discrimination.

And yet today Keynes’s remedies strike us as far from having any
chance of being taken up as they were at the time. Asking the United
States to forgo the repayment of loans granted above all to France and the
United Kingdom, to sustain the war effort as precondition to ask these two
countries to forego reparations from Germany, and actually proposing and
inter-ally loan to get the economies moving after the devastation of four
years of destructive fury, attests to Keynes’s great economic wisdom, but
also, perhaps, to a certain political naivety.” On the other hand, it might be
seen as an example of that appeal to “reasonableness” that could be
interpreted in modern terms of reciprocity (as in Rawls, for instance) or,
more probably, associated with that concourse of ideas upon which
Bloomsbury thrived.

3. The Bloomsbury “Civilisation”

Bloomsbury is a district of London where there lived — in many cases
living together — a group of friends who shared a lifestyle and a passion for
art and literature, holding social conventions and the morals of their time
in contempt.® At the core of the group were Vanessa, Virginia and Adrian
Stephen, Clive Bell (who married Vanessa), John Maynard Keynes, Lytton
Strachey, Duncan Grant (with whom Vanessa had a daughter, who
eventually married David Garnett), Desmond MacCarthy, Roger Fry and
Leonard Woolf (who married Virginia). Then there were the other, outer
members, like the writer E.M. Forster, James Strachey (brother of Lytton
and translator of Freud), the painter Dora Carrington (who lived with
Lytton Strachey) and many other exponents of twentieth-century British
culture.

2 According to De Cecco “at the Paris conference strangling economic conditions
were imposed on Germany [... but] there was no intention to respect them [...]
what happened at the peace table was dictated not by the stupidity or wickedness
of the protagonists, so much as the need to give the masses which their political
classes had drawn into the war proof that the sacrifices had not been in vain” (De
Cecco 1983: 18-19, my translation). Keynes, according to this thesis, became
aware only “dimly of the scandalous ‘political exchange’ that was taking place”
(ibid.: 20).

* In the pungent description by the most authoritative biographer of Bloomsbury,
Michael Holroyd, “all couples were triangles who lived in squares” (Holroyd 1967:
413).
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These friends met regularly, exploiting the occasion of dinners,
receptions and travels to discuss common ideas rooted in the absolute
value attributed to aesthetics and bearing witness to a religion that saw the
highest form of human expression in art. Roger Fry and Clive Bell,
drawing upon certain aspects of the philosophy of G.E. Moore, theorised
the principles of “Civilisation” based on “reasonableness and a sense of
value” (Clive Bell 1928: 54, cit. in Goodwin 2006: 223).

A cornerstone of this “civilisation” consisted of the life of the
imagination, which Fry and Bell identified with artistic activity. We may,
however, also interpret it as an activity that surpasses the constraints and
limitations of biological and material existence through the
transformations and sea-change that art — but also science — can achieve.
There is an echo of this in one of the concluding sentences of the
Consequences: ‘“‘setting in motion those forces of instruction and
imagination which change opinion” (CWK II: 188).

During the First World War Keynes came under heavy criticism from
his Bloomsbury friends — many of them conscientious objectors — for
working for the government and for a war that had come about to defend a
world and lifestyle they detested. We must also bear in mind that Keynes
often exploited the privilege of his position to help his friends obtain
exoneration from military service and to find jobs for them in the civilian
world as a sort of refuge from the war. And it was this book, written and
read within the sphere of the Bloomsbury group, that reconciled Keynes’s
two commitments: to the world of his friends and to public life within the
institutions.

As we have seen, most of the book was written at Charleston during
the summer of 1919. We know the date when he started — 23 June — from a
letter by Keynes to Oscar Falk (Skidelsky 1983: 376), and of the end of
the first draft —11 October — (ibid.: 382).

The book was greatly appreciated in Bloomsbury. Lytton Strachey
wrote to Keynes on 16 December 1919, four days after its publication
(quoted in Dostaler 2007: 150):

As to the argument it is certainly most crushing, most terrible [...] To my
mind the ideal thing would be to abolish reparation altogether — but of
course that is not practical politics.

Virginia Woolf wrote that it was “a book that influences the world
without being in the least a work of art: a work of morality” (quoted in
Goodwin 2007: 275), but even more significant is her letter to Benedict
Nicholson, of 24 August 1940: “Maynard is Bloomsbury. He wrote the
[Economic] Consequences of the Peace” (quoted in Goodwin 2007: 290).
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What characterised Bloomsbury, as defined, for example, by Quentin
Bell (1968), was the ideal of reason in the service of enjoyment of the
pleasures of life, trusting in the exchange of different points of view — in a
word, placing their faith in “rational conversation” as a means of fending
off the irrational urges prompted by religion, nationalism or superstitions.
This, essentially, was what belonging to Bloomsbury meant, not only for
this particular book, but for Keynes’s entire output.

And yet in My Early Beliefs (the essay read in 1938, but published
posthumously — as Keynes had expressly wished it to be — and addressed
to the Bloomsbury friends),® Keynes stated that he had subsequently
abandoned his “juvenile” creed, incubated in the sphere of the Apostles
(the forerunners of the Bloomsbury group), and in particular the
conviction that “human nature is reasonable” (CWK II: 447). According to
R.E. Braithwaite, however, Keynes had no intention of including the moral
principles of Moore’s Principia Ethica in his outgrown convictions
(Braithwaite 1975: 245), least of all the tenet that an action can be judged
to be just solely in the light of its consequences (“good as a means”). This
interpretation of Keynes’s position finds confirmation in the celebrated
dictum in the Consequences which we have already met (CWK II: 40,
italics added):

I am mainly concerned in what follows, not with the justice of the Treaty
[...] but with its wisdom and with its consequences.

Thus it was not in reason — the Bloomsbury creed — that Keynes
continued to place his trust, for it does not always succeed in guiding
behaviours which may be prey to the obscure and irrational forces of both
individuals and markets, but in reasonableness as moral criterion, as
judgment of the consequences of choices.

If Keynes subscribed to a consequentialist ethic, just how this sat with
his rejection of utilitarianism and whether or not he continued to embrace
Moore’s ideas unwaveringly are questions beyond our scope here. |
merely wish to point up the idea that behaviour guided by “wisdom” with
a view to the consequences is indeed that “reasonable and fair” behaviour
to which Keynes attributes the value of right choice and moral duty. In the
words of A. Carabelli (1994: 219), who studied the issue in depth:

* The essay was published together with Dr Melchior: A Defeated Enemy, in a
book entitled Two Memoirs, in 1949. David Garnett, who wrote a brief
introduction, recalls that “Over a long period, we met together two or three times a
year, dined at a restaurant, and after dinner revived our memories of the past
listening to one, or more often two, memoirs read aloud by different members of
our company” (CWK X: 387).
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[...] the problem of right conduct or moral duty in ethics is by Keynes, so
to speak, dissolved into that of reasonable action [...] Right action or duty
is simply reasonable action. Keynes maintains that what matters is the
reasonableness, not the absolute rationality of action.

4. Reason and Reasonableness

At the end of the Second World War, when the Treasury was again getting
to grips with war finances and post-war economic conditions — but now
also as negotiator with the Americans — Keynes took a position strikingly
similar to the approach he had taken in the Consequences. As a principle
of justice and wisdom, he asked the United States to waive payment of the
debts incurred by the United Kingdom, which had “long borne the costs
alone”. He suffered a resounding and indeed crushing defeat, failing in his
efforts while also having to get the British Parliament to ratify conditions
far worse than he had himself anticipated (Marcuzzo 2008). But let us take
a brief look at the facts.

A fortnight after cancellation of the Lend-Lease programme’® —
subsequent to the Japanese surrender — Keynes returned to Washington in
September 1945 for his fifth mission as Treasury envoy; he had outlined
his strategy to secure US aid in a Memorandum of 18 March of that year,
evoking the scenarios opening up for the future UK economy as Starvation
Corner, Temptation and Justice. Starvation Corner described the effects of
efforts to be financially independent of the United States through a policy
of rationing and controls following a line of economic autarchy and
isolationism; Temptation was the choice to ask the United States for a
commercial loan in return for a commitment to multilateralism and
dismantling imperial preferences, but it was the third solution — Justice —
that Keynes saw as the only “reasonable alternative” (CWK XXIV: 291).
The Americans were, as an act of justice, to grant financing in the form of
a “free gift” allowing the United Kingdom to return to normal peacetime
conditions of production and consumption, and to embark upon
multilateralism in payments and international trade (Carabelli and Cedrini
2010).

If the repayment of UK debts had been negotiated on purely
commercial bases, as the Americans were set on demanding — and
eventually they had their way — the United Kingdom would have to
squeeze internal demand drastically, and this would lead to deflation with

> The US programme (voted in 1941) to supply the UK with what it needed “not in
exchange for money but acknowledged by some ‘consideration’ to be negotiated
later” (Moggridge 1992: 652).
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worldwide repercussions. As we know, such consequences were to some
extent avoided thanks to the Marshall Plan and massive American aid for
the reconstruction of Europe.

The argument in favour of the “free gift” followed much in the line of
the Consequences reasoning (CWK XXIV: 291-92, italics added):

It is only by a more comprehensive settlement, which attempts to offer
everyone what is reasonable, and so far as we can make it, fair, that the
financial consequences of the war can be liquidated. This is the aim,
namely, that as between the partners to the war, its financial consequences,
in so far as they affect future economic intercourse between them, should
be so far as possible liquidated.

In this Memorandum of March (circulated in revised form on 15 May
at the Treasury) Keynes once again takes up disclosure of the truth,
awareness of the consequences and the arms of persuasion against the
obscurity of politics, ignorance of realities and entanglement of interests.

The negative conclusions to draw from a possible American refusal
also echo the judgment of the allies’ intransigence on reparations passed in
the Consequences (CWK XXIV: 293):

The Americans would have lost the sense of magnanimity for a financial
benefit which is useless to them and even perhaps injurious. This variant
would only appeal to those who believe that their duty to God and to
mankind requires that every action must be at least dressed up to look like
“business”.

As we have seen, Keynes systematically applied the term reasonable,
often in contrast with the reasons of the victor or creditor, to a guideline
not characterised by utilitarian calculation, which may prove only
apparently to be in the individual interest. Thus reasonable action is guided
by judgment, taking into account contingent, mutable circumstances as far
as our knowledge can encompass the facts (Carabelli 1994: 219).

The same term was used by Rawls in defining the characteristics of a
plural and just society. In his book Political Liberalism we find this
definition (Rawls 1993: 58):

The reasonable is an element of the idea of society as a system of fair
cooperation and that its fair terms be reasonable for all to accept is part of
its idea of reciprocity.

But how exactly are we to take the term reasonable? Habermas
interprets it as distinguishing between those who accept the principle of
fairness and cooperation and those who act rationally on the basis of their
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own (i.e. individual) conception of what is good and just. Thus being
reasonable is a moral quality lacking in those who behave in a solely
rational way.’

This, according to Habermas, is the source of the distinction between
moral and ethical questions (Habermas 1995: 125):

Questions of justice or moral questions admit of justifiable answers —
justifiable in the sense of rational acceptability — because they are
concerned with what, from an ideally expanded perspective, is in the equal
interest of all. Ethical questions, by contrast, do not admit of such impartial
treatment because they refer to what, from the first-person perspective, is
in the long run good for me or for us — even if this is not equally good for
all.

The sense Keynes attributes to the term reasonable shows a strong
analogy with the quality described by Rawls and interpreted by Habermas
as moral, but it is anchored to the structure of his economic theory. In fact,
Keynes takes the example of the fallacy of composition to show why the
rational pursuit of individual interest does not guarantee the collective
good, in this case identified as full employment. For example, attempts to
reduce real wages or increase the saving of individuals on the basis of an
individual rationale will not achieve the aim if undertaken by all, since
aggregate prevails over individual effect. However, the impasse of failure
to achieve the aggregate effect of full utilisation of resources can be
remedied with a set of direct and indirect instruments designed to
overcome individual inertia and generate the level of demand necessary to
raise the level of employment.

In the case of the reparations and debts consequent upon the two world
wars, the fallacy of composition is manifested in the form of a deflationary
potential for al// the economies — a level of demand kept drastically low
within a country to satisfy the reasons of the victor or creditor. Thus lack
of reciprocity or reasonableness leads to consequences not only morally
reprehensible but also economically disastrous for anyone who has looked
for guidance solely from the individual point of view.

In his introduction to the Italian edition of the Consequences, Marcello
De Cecco applied Keynes’s categories during the 1973-1974 crisis to
denounce the policies of the International Monetary Fund, which, faced
with the enormous debt run up by the international private banking system,
required the “principal debtor countries to adopt policies entailing brutal

6 “What rational agents lack is the particular form of moral sensibility that
underlies the desire to engage in fair cooperation as such, and to do so on terms
that others as equals might reasonably be expected to endorse” (Rawls 1993: 51).
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deflation of the internal demand” (De Cecco 1983: 21, my translation). In
my rereading of the Consequences 1 would like to add another example of
victor policy, suggesting comparison with the episode that sparked off the
latest crisis.

5. Was it reasonable and fair to let
Lehman Brothers go Bankrupt?

A number of authoritative commentators see in the decision to let Lehman
Brothers go bankrupt the origin of the spate of devastating consequences
on production, employment investment and consumption, and thus on
exports (especially in Germany and Japan) that was only stemmed by the
turnabout in public intervention policies.

The collapse of New York’s banking giant on 15 September 2008 was
the most spectacular bankruptcy in the history of the United States, and
probably of the world, with $613 billion worth of banking debts and 155
of bond debts. The shock to the financial markets brought Standard &
Poor’s 500 Index plunging in the sharpest annual fall since 1938, froze the
credit market, forced Goldman Sachs to apply to Warren Buffett for an
investment of $5 billion in preferred shares and triggered a run on
Treasury Bills that set yield slumping below zero for the first time.’

Comparing the Lehman Brothers bankruptcy with the reparations
forced on the country that lost the First World War (as was the case of
Germany in 1918) or the demand that the country that won the Second
World War repay her debts (like the UK in 1945) is indeed audacious and
perhaps farfetched, given the different scale on which social and economic
ills and the tragedy of so many human lives entailed by the wars are
measured. And yet the consequences of the decision — apparently taken on
the basis of economic rationality — of letting Lehman Brothers crash are of
a systemic and moral order such as to suggest reconsidering the matter
with the categories applied by Keynes on those two occasions.

We might even use the scheme of the Consequences and, if only we
could, imitate the style of the celebrated portraits of Lloyd George,
Clemenceau and Wilson to tell the story, with its protagonists (Paulson,
Geithner, Bernanke, Fuld), of how Lehman Brothers was eventually left to
crash on that fateful week-end of September 2008.

Two days after the publication of the figures for the third quarter,
showing losses amounting to close on $4 billion in the Lehman Brothers’
balance sheet, the Federal Reserve convened an urgent meeting in its New

7 Stacy-Marie Ishmael in the Financial Times, 4 May 2009.
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York premises, inviting all the major investment banks of Wall Street. It
was Friday 12 September. Hosting the meeting were Hank Paulson
(Dartmouth and Harvard MBA), US Treasury Secretary, and Tim Geithner
(Dartmouth and Johns Hopkins MA), President of the New York Fed. It
was immediately made clear that the Bush administration held that it was
not up to the taxpayers but rather to the Wall Street banks to throw the
rope to haul Lehman Brothers up from the precipice.

Subsequently Paulson defended himself asserting that given the Fed
statute the government could not grant loans without collateral (which
Lehman Brothers could not provide), and the point was also borne out by
Berngnke, Chairman of the Federal Reserve, in an interview a few weeks
later.

However, accounts of the meeting reported by the press and emerging
from the official statements give a rather different picture of Paulson’s
reasons why Lehman could not be saved. As he himself put it to the
journalists on that Monday 15 September when application was submitted
for recourse to Chapter 11, the US bankruptcy law which allows firms
using it to restructure in receivership: “I never once considered it
appropriate to put taxpayer money on the line.” The US government would
not come in to save firms on the brink of bankruptcy because it “would
just invite more foolish risk-taking. It would create a ‘moral hazard’.””

Moral hazard applies to that behaviour which seeks to maximise gains,
characterised by risk propensity or scant care about avoiding or
minimising losses, encouraged by the conviction that State intervention
would be inevitable in the case of failure.

But let us return to that Friday 12. In the Lehman Brothers premises
the CEO Dick Fuld (University of Colorado and New York Stern Business
School) was waiting in his office convinced that the game was going in his
favour. Six months before, JP Morgan had saved Bear Stearns with a Fed
loan (Tim Geithner playing a leading role), and in early September the Fed
had taken over control of Fannie Mae and Freddie Mac, the two giants of
the real estate mortgage market, also on the brink of bankruptcy. If they
did not manage to find a buyer — for weeks Fuld had been desperately
searching for one — after the South Koreans withdrew from negotiations, it

¥ «A public-sector solution for Lehman proved infeasible, as the firm could not
post sufficient collateral to provide reasonable assurance that a loan from the
Federal Reserve would be repaid, and the Treasury did not have the authority to
absorb billions of dollars of expected losses to facilitate Lehman’s acquisition by
another firm” (at https://money.usnews.com/money/blogs/the-home-
front/2008/10/15/ben-bernanke-why-we-didnt-bail-lehman-out).

° E. Thomas and M. Hirsh, “Paulson’s Complaint”, Newsweek, 24 May 2009.
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was widely believed (not only by Lehman, but by many banks the world
over) that the Fed or the government would certainly intervene. Fuld was
not invited to the meetings, and his vice Bart McDade was leading the
Lehman delegation (Sorkin 2009: 306). Fuld was continuing his quest in
the market environment. One possibility was to make a proposal to the
Bank of America, and Fuld immediately set about contacting the
Chairman, Ken Lewis, but at the very same time Lewis was finalising an
agreement with John Thain, Chairman of Merrill Lynch, to acquire that
bank. He would not call Fuld back; Lehman Brothers was not able to offer
the system of retail brokers that the Bank of America was interested in.
Subsequently it came to light that it had been Paulson who prompted
Thain — a Goldman Sachs work associate — to meet Lewis for the possible
acquisition of Merrill Lynch. It is worth adding that an inquiry of the
Committee on Oversight and Government Reform is now (June 2009) in
progress,

[...] investigating the events surrounding Bank of America’s acquisition of
Merrill Lynch and the role the Federal Reserve Board (the Fed) and the
Department of the Treasury played in that transaction.'’

On Sunday morning Fuld played his last card with Barclays, the big
British bank, but there was the complication that nothing could be ratified
without the shareholders’ assembly; Paulson no longer answered Fuld’s
phone calls. So it was that when McDade brought an end to the “weekend
of fear” with the Fed and government top officials that Sunday,
bankruptcy had to be declared before the European and Asian markets
opened the following day, and there was nothing left to do.

Thus Hank Paulson, nicknamed “the hammer” — a non-smoking
teetotaller, Christian Scientist and keen bird watcher, of the Harvard and
Goldman Sachs tribe, got the better of Dick Fuld, nicknamed “the gorilla”,
a floor trader with state-school education who attended MBA evening
classes, and a gambler with a penchant for risky bets. Was this a clash
between two ethical codes, two world views,'' or simply the liquidation of
a rival in the world of investment banking that was to be restructured?

1% At www.oversight.house.gov.

' At the time of writing (7 June 2009), the magazine Time carried out an opinion
poll among its readers on the 25 people to blame for the financial crisis, and among
them appeared the names of Fuld and Paulson; of the two, the more blameworthy
according to the number of votes was the Treasury Secretary.
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This was the indictment launched by Dick Fuld, who stated before the
Waxman Committee'? on 6 October 2008:

On the same day Lehman Brothers prepared to file for bankruptcy, the
Federal Reserve significantly broadened the types of collateral all banks
were able to pledge to the Federal Reserve to create additional liquidity,
the lifeblood of our system, and the Federal Reserve also adopted, on a
temporary basis, the type of exemption that Lehman Brothers had applied
for earlier. Had these changes been made sooner, they would have been
extraordinarily helpful to Lehman Brothers. A few days later, the Federal
Reserve took expedited action to approve applications of Goldman Sachs
and Morgan Stanley to become bank holding companies.

It was Ben Bernanke (Harvard and MIT), who had studied the Great
Depression bank crashes in depth and upheld the effectiveness of the New
Deal regulations,”” who prevented total collapse by opening the Fed
coffers — with loans amounting to $1 trillion — and persuading Paulson to
go before a recalcitrant Congress to gain consensus for exceptional
measures.

The week-end after the one so fateful for Lehman Brothers, AIG was
saved by the government with an outlay of $85 billion and control of an
equity stake of 80% of the capital. Just a month later, the considerations
that had stood in the way of saving Lehman Brothers did not apply, or no
longer applied. Bernanke submitted two arguments to justify intervention,
in this case, by the Fed:

In the case of AIG, the Federal Reserve and the Treasury judged that a
disorderly failure would have severely threatened global financial stability
and the performance of the U.S. economy. We also judged that emergency
Federa114 Reserve credit to AIG would be adequately secured by AIG’s
assets.

With regard to the first point, the Fed and Treasury deemed that in the
case of Lehman Brothers bankruptcy would not have “severely threatened
global financial stability and the performance of the U.S. economy”;

12 Statement of Richard S. Fuld before the United States House Committee on
Oversight and Government Reform, Causes and Effects of the Lehman Brothers
Bankruptcy, 6 October 2008 (at www.oversight.house.gov).

1 “It might be argued that the federally directed financial rehabilitation — which
took strong measures against the problems of both creditors and debtors — was the
only major New Deal program that successfully promoted economic recovery”
(Bernanke 1983: 273).

MAt https://money.usnews.com/money/blogs/the-home-front/2008/10/15/ben-
bernanke-why-we-didnt-bail-lehman-out.
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unfortunately, the argument proved ungrounded and the suspicion remains
that the judgment was prompted by another motivation, namely reprisal
against the debtor, given an exemplary answer at the level of market law
rationale.

Questionable, too, is the second point, i.e. that Lehman Brothers lacked
sufficient collateral to obtain credit, if it is in fact true that when it crashed
Lehman had book equity amounting to $26 billion, as also emerges from
the evidence given by Luigi Zingales to the Waxman Committee:

The Lehman CEO will likely tell you that his company was solvent, and it
was brought down by a run. This is a distinct possibility. The problem is
that nobody knows for sure.'®

The case of Lehman Brothers — the only investment bank left to go
bankrupt in the USA or Europe — has yet to be studied, its darkest corners
scrutinised, above all in terms of the reasons of its protagonists.'®

6. Some Tentative Conclusions

The distinguishing feature of the Keynesian approach is a conception of
economics as extension of possibilities, as opposed to behaviours guided
by particular interest, proposing remedies to safeguard the general interest
as condition for prosperity and social harmony.

Forging his approach under the enlightening influence of Bloomsbury
and Moore’s Principia, Keynes combined the criterion of consequentialist
justice with criticism of the fallacy of composition, which he saw in
classical economic theory, to contest the equation: individual interest =
collective good.

The return to Keynes repeatedly called for in the emergency of the
economic earthquake that began in 2008 and the economic crisis persisting
into 2009 has taken the form of large-scale public intervention,

!5 According to Zingales, “the doubts about the value of its assets combined with
the high degree of leverage created a huge uncertainty about the true value of this
equity. It could have been worth $40 billion or negative 20” (United States House
Committee on Oversight and Government Reform, at www.oversight.house.gov).
' The conclusion of a recent and very well documented account of the events is:
“it cannot be denied that federal officials — including Paulson, Bernanke, and
Geithner — contributed to the market turmoil through a series of inconsistent
decisions. They offered a safety net to Bear Stearns and backstopped Fannie Mae
and Freddie Mac, but allowed Lehman to fall into Chapter 11, only to rescue AIG
soon after. What was the pattern? What were the rules? There didn’t appear to be
any...” (Sorkin 2009: 535).
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extraordinary injections of liquidity and abandonment of the rhetoric about
the superiority of the market.

There is, however, an aspect of Keynes’s approach that does not seem
to have received as much attention. Economic rationality seems to
authorise demands to bring debtors to book, imposing indiscriminate
sacrifices, ignoring the pleas of the weakest, invoking rigorous laws and
threatening social protection and security. By contrast, Keynes’s
reasonableness appeals to judgment on the basis of the circumstances, to
exercise of the imagination and creativity in seeking solutions
characterised by analysis of the consequences from the overall point of
view.

Foregoing exorbitant war reparations from Germany and cancelling the
UK debts — solutions proposed as conditions for a common future of
prosperity — are examples of the philosophy that Keynes promoted and
pursued. The same principle of reasonableness should have guided the
decision to save Lehman Brothers, abandoning the logic of uncertainty
about the true value of its assets and the idea of sending a message to the
investment banks or simply defeating a formidable competitor.
Consideration of its consequences for the stability of finance and
economic growth should been allowed for.

Comparing the Lehman Brothers crash with the decisions taken at
Versailles and in the Anglo-American negotiations of 1945 serves the
purpose of drawing upon the lesson of the Consequences and Keynes’s
teaching. The contexts are manifestly different, but we can see prevailing
the same logic of confrontation between personalities (Wilson,
Clemenceau and Lloyd George in the first case; the American
Morgenthau, Secretary of Treasury, White, Treasury Director of Research,
and Keynes in the second; Fuld, Paulson and Geithner in the third), and
contrasting interests (the Allies against Germany, the Americans against
the British, the Treasury and the Fed against Lehman) rather than a
solution that was and should have been seen as reasonable.
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CHAPTER NINE

WHOSE WELFARE STATE?
BEVERIDGE VERSUS KEYNES

MARIA CRISTINA MARCUZZO"

[Keynes] told me that he no longer believed in the importance of economic
reconstruction: what we wanted was more culture and beauty and noble
motive, and some sort of creed and code of conduct. But he so sorrowfully
admitted that he had no definite social creed and did not see the emergence
of'a new code of conduct.

(B. Webb to W. Beveridge, 13 July 1936)

[Your general scheme] leave[s] me in a state of wild enthusiasm [...] I
think it a vast constructive reform of real importance and I am relieved to
find that it is so financially possible.

(J.M. Keynes to W. Beveridge, 17 March 1942)

1. Introduction

There is a widespread tendency to portray Keynes as the founding father
of the Welfare State and to claim that the Keynesian revolution provided
the justification for the need of a large public sector in the economy.' As
the literature has amply shown, there are scant grounds for these claims.

" Earlier drafts of this chapter were presented at Hitotsubashi University, London
School of Economics, Federal University of Rio de Janeiro, and Storep Conference
in Lecce; I benefited from comments by the participants to these occasions, in
particular A. Komine, who was very helpful in correcting inaccuracies and
omissions in the first draft. I am also indebted to Alex Saunders for excellent
research assistance and to an anonymous referee. An abridged version of the
chapter is published in Italian in Marcuzzo (2006), where a tentative list, together
with a selection of the correspondence between Keynes and Beveridge, can be
found.

! There is a vast literature containing such claims, an extreme example being
Buchanan and Wagner (1977): see, for instance, the following assertion: “The
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Keynes’s criticism of /aissez-faire policy and disbelief in the smooth
working of market forces is antecedent” to the General Theory, where the
case for intervention is made when faced with aggregate demand failure.
The policy message in the General Theory is to sustain the level of
investment, but this should be interpreted more in the sense of “stabilizing
business confidence” (Bateman 1996: 148) than as a plea for debt-financed
public works (Kregel 1985). His reliance on “socializing investment”
rather than a fiscal policy aimed at smoothing out consumption levels over
the cycle shows his concern for the size of the deficit, and the importance
ascribed to market incentives to bring about the desired level of
employment. In the General Theory he made it very clear: “If the State is
able to determine the aggregate amount of resources devoted to
augmenting the instruments and the basic rate of reward to those who own
them, it will have accomplished all that is necessary” (CWK VII: 378).
Thus, the implication that Keynes was in favour of large and growing
public expenditure such as we have experienced since World War II — as
a consequence of so-called Keynesian policies — simply cannot be
drawn.’

Keynes’s role in the foundation of the Welfare State as far as his actual
contributions are concerned both in theoretical and practical terms has not,
however, been investigated in detail. This chapter sets out to propose some
further thoughts on the matter, focusing on two aspects in particular. The
first is an assessment of Keynes’s views vis-a-vis what we now understand
as the Welfare State; the second is a comparison between these views and
those of Beveridge, the twin founding-father of the system, as they emerge
in the exchange Beveridge and Keynes had on the subject. As a sideline, it
may also shed some light on the nature of their relations, from the years
that saw them playing leading roles in shaping contemporary economics,
respectively, at Cambridge and at the London School of Economics, to the
time when their commitment to a high and stable level of employment and
to spreading the benefits of higher standard of living widely found

legacy or heritage of Lord Keynes is [...] political bias toward deficit spending,
inflation, and the growth of government” (ibid.: 24).

2 “Keynes challenged laissez-faire as a policy well before he had developed a
critique of the orthodox economic theory of the self-adjusting tendencies of the
free market” (Meade 1990: 21).

3 “It is simply unreasonable to claim that [the] growth in government is the logical
consequence of Keynes’s views on the functions of government, as distinct from
those of his followers” (Peacock 1993: 28); “Keynes was concerned that
expansionary fiscal policies should not give rise to mounting budget deficit”
(Dimsdale 1988: 334).
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acceptance amongst the general public and was endorsed by the British
government.

Section 2 reviews the main issues faced today in defining the Welfare
State; section 3 compares Keynes’s and Beveridge’s ideas on
unemployment and social insurance; section 4 examines some aspects of
their relations as they emerge from the extant correspondence.

2. The Genesis of the Welfare State

Shionoya (2010) maintains that debates on welfare issues have had “a
longer history” than the rise of so-called welfare state in the twentieth
century and the underlying ideas “had been in circulation under different
labels”. Moreover, according to a popular textbook entirely dedicated to
this topic (Barr 2004), the Welfare State “defies precise definition”. The
main reasons are that welfare derives from other sources besides state
activity, and there are various modes of delivery of the services made
available to citizens. Some are funded but not produced by the State, some
publicly produced and delivered free of charge, some bought by the
private sector, and some acquired by individuals with the money handed
on to them by the State. Although its boundaries are not well defined, the
Welfare State is used as “shorthand for the state’s activities in four broad
areas: cash benefits; health care; education; and food, housing, and other
welfare services” (Barr 2004: 21).

The objectives of the Welfare State can be grouped under four general
headings. It should support living standards and reduce inequality, and in
so doing it should avoid costs explosion and deter behaviour conducive to
moral hazard and adverse selection. All these objectives should be
achieved minimizing administrative costs and the abuse of power by those
in charge of running it.

The road leading to endorsement of the above goals in Britain started
with the liberal reforms of 1906-14, but full commitment to them was
only sealed with the legislation of 1944-48, favourable conditions for
which derived from the experience of World War II and the aftermath.

In the first decade of the twentieth century the “new liberalism” was an
ideology based on the premise that, in order to advance individual
freedom, the state must adopt an active role in social reform; the new
measures resulted in the simultaneous introduction of old-age pensions,
unemployment insurance, sickness benefits and progressive taxation.
However, “the reforms were relatively minor and had limited coverage”
(Barr 2004: 13). Even less was achieved in the interwar period, apart from
housing and unemployment insurance. Unemployment benefits were in

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

202 Chapter Nine

constant danger of outgrowing contributions as unemployment levels
soared. By the late 1920s two lines of policy were dominating the political
arena: one concerned the financing of unemployment benefits, the other
the challenge of reducing unemployment. In 1931 the screws were
tightened on eligibility for benefits, and in 1934 the Unemployment Act
separated unemployment benefits from measures supporting the long-term
unemployed. So “in the 1930s the Welfare State was in abeyance, and new
measures were little more than crisis management [...] When intervention
came, in the form of rearmament and war production, the unemployment
problem disappeared — an unhappy way of ending an unhappy period in
British social policy” (Barr 2004: 26).

In this setting a major breakthrough came with the Beveridge Report
(Beveridge 1942)." It was based on three pillars: (a) family allowances; (b)
comprehensive health care; (c) full employment policy. The social
insurance scheme was “all-embracing in scope of person and of needs [...]
Every person [...] will pay a single security contribution by a stamp on a
single insurance document each week [...] Unemployment benefit,
disability benefit [and] retirement pensions after a transitional period [...]
will be at the same rate irrespective of previous earnings” (Beveridge
1942: 9-10). The system was to be centrally administered, and financed by
equal contributions from employers, employee and the state, with equal
benefits set at a physical subsistence level.’

Since the publication of the General Theory in 1936 Keynes had been
arguing in favour of control over total investment® — the bulk of it ought to
be carried out or influenced by public or semi-public bodies — as the viable
solution to maintain a steady level of employment.” He saw the “curse of
unemployment” (CWK XXVI: 16) as the root of the evil of market
economies, driving the risk of being overwhelmed by totalitarian solutions
— whether of right-wing or left-wing inspiration — to alarmingly high levels
in the 1930s. As he wrote to the editor of The New Statesman and Nation,
11 August 1934 “Marxists are ready to sacrifice the political liberties of
individuals in order to change the existing economic order. So are Fascists

* The background to it is given in Harris ([1977] 1997).

SThe 1944 White Paper, Social Insurance, accepted most of these
recommendations.

% This was just the final and mature stage of Keynes’s thinking on this matter. On
the earliest stage, mainly his contribution to Britain’s Industrial Future, see
Moggridge (1992: 458-60).

" The 1944 White Paper, Employment Policy, committed the government to “the
maintenance of a high and stable level of employment”.
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and Nazis [...] My own aim is economic reform by the methods of
political liberalism” (CWK XXVIII: 28-9).

The question arises of the relationship between two approaches taken
by Beveridge and Keynes, respectively, to counteract the instability and
insecurity deriving from a market economy, in terms of their source of
inspiration, design and implementation.

3. The Case for Full Employment and National Insurance:
Keynes and Beveridge

It has been argued (Cutler et al. 1986) that the Beveridge Report and the
General Theory “share a common political a priori”. I find the argument
not entirely convincing, since the comparison between the two approaches
brings us up against certain paradoxes, which have baffled both Keynes’s
and Beveridge’s biographers.

The first paradox is noted by Skidelsky:

Keynes’s incuriosity about this battle [Beveridge and Social Security] is
itself curious. The truth seems to be that he was not interested in social
policy as such, and never attended to it. The sole question in his mind was
whether the Exchequer could “afford” Beveridge.

(Skidelsky 2000: 270)

Skidelsky’s conclusion, which in the light of the common view taken of
Keynes is itself paradoxical, is that “Keynes was never a passionate social
reformer” (ibid.: 265). This evaluation takes Keynes off the Cambridge
path as followed by the “good-doers”, such as Sidgwick, Marshall and
Pigou, and has him in fact more attuned to a vision of society in which
“freedom from the economic problem” would create the conditions for
transforming human nature and thereby society. Thus Keynes made his
plea for government intervention on the grounds of a more “conservative”
social theory than Beveridge’s.

On the other hand, Keynes’s limited involvement in domestic issues
during the years in which the Beveridge proposals were being formulated
is explained by Moggridge “in part by his absences in the United States
and Canada for long periods in 1941, 1943, 1944 and 1945; and in part he
was probably deliberately excluded by the permanent Treasury officials
from some of the key Committees and discussions” (Moggridge 1992:
695). Be this as it may, it is true that “there never was a comprehensive
Keynes plan for maintaining full employment after the war. Keynes’s
contribution to the famous White Paper on Employment Policy, issued in
May 1944, was mainly by way of encouragement, commentary and

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

204 Chapter Nine

criticism, even though parts of it clearly reflected his theories” (Skidelsky
2000: 270-1). Evidently, therefore, Keynes’s involvement in the design of
the two milestones of the Welfare State in Great Britain, national social
insurance and full employment government policy, was rather limited.

The case of Beveridge is also interesting since he developed his ideas
independently and, in the case of full employment, in opposition to
Keynes.® The paradox here is that Beveridge made his proposals on social
reforms rest on the orthodox theory that Keynes was attacking. Beveridge
taught himself economics studying Jevons and Marshall above all, and
was drawn towards applied economics (facts and figures) rather than pure
theory (concepts and vision).

In this respect, it is interesting to examine Beveridge’s comments on
the General Theory, written while he was on holiday in Majorca with
Sydney and Beatrice Webb in March 1936, recovering from a distressful
period fraught with personal and professional anxieties (Harris [1977]
1997: 298-9).° His comments, examined in conjunction with his farewell
address as Director of the London School of Economics (LSE) (Beveridge
1937), show how little sympathy he had for Keynesian theory. Indeed, his
hostility to the “new theory” was such that at the end of 1937 he came to
the decision to engage in a study on unemployment, “purposely designed
to correct the methodological heresies of Keynes’s General Theory”
(Harris [1977] 1997: 351).

On reading Beveridge’s comments on the General Theory, one is
astonished to see how difficult that book appeared to someone who had
taught himself economics on the basis of Jevons and Marshall, and until
then had been close to the ideology (although much less to the theory) of
the LSE free market devotees, namely Robbins and Hayek. What strikes
the reader is how little he understood of the basics of the multiplier and of
Keynes’s argument against trusting in the effects of a fall in money wages
in bringing about full employment.

A few quotations will suffice. Commenting on the passage where
Keynes demonstrates that if the propensity to consume is 9/10, the
multiplier is 10, so that for any given increase in public works the

8 “Beveridge in the late 1930s had scornfully rejected Keynes’s analysis of
unemployment and there is no documentary evidence to suggest that he had
changed his mind by 1941-42” (Harris [1977] 1997: 427).

? Beveridge presented his comments at the Hayek seminar at the London School of
,Economics, but he was disappointed by its reception, as he wrote to Beatrice
Webb in a letter of 9 July 1936: “I did not myself get quite as much as I had hoped
out of the seminar discussion in the way of telling me whether my criticisms were
right or wrong” (BEV 2/B/35/3).
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secondary employment will prove 10 times the primary employment,
Beveridge writes:

because out of a given increment of income the community will generally

choose to consume nine-tenths and invest one-tenth, therefore with a given

increment of investment however caused, the community will find its
income increased by ten times the amount of the new investment.

(“Employment Theory and the Facts of Unemployment”

in BEV 9/B/23/4-5, emphasis added)'®

Noteworthy here is the confusion between propensity to save and
investment, and between income and investment. A few paragraphs on,
Beveridge again misses the point, accusing Keynes of holding that
“investment enriches, irrespective of the object of expenditure”
(BEV 9/B/23/5) and once more he fails to see why “a rise in the rate of
interest must always and in all circumstances reduce the volume of
savings, because it discourages investment” (BEV 9/B/23/6). As for
Keynes’s point that a reduction in money wages is unlikely ever to
increase employment. Beveridge accuses Keynes of endowing labour
“with some mystical quality making the demand for it in a market
economy independent of the price asked for it” (BEV 9/B/23/10).

From these premises it is not surprising that his assessment is that “the
General Theory does not in itself explain the actual phenomena of the
economic system as we know it. [...] involuntary unemployment is not a
proved fact but either an unproven assumption or a confusion of terms”
(BEV 9/B/23/14).

Harris rightly describes Beveridge’s reading of the General Theory as
“a shattering experience” (Harris [1977] 1997: 331). The key to his
rejection, apart from the fact that — as we have seen — his command of
economics was entirely self-taught, is revealed by one of his closing
remarks: “If economics is a science, the answer to this question must be
sought not by general reasoning but by analysis of the facts of
unemployment and reasoning about the facts” (BEV 9/B/23/17).

This is the theme of his farewell address to the LSE, which can be
taken as Beveridge’s manifesto against contemporary economics, whether
Keynesian or of the LSE brand. His methodological stance is very much in
the positivist vein:

It is the duty of the propounder of every new theory [...] to indicate where
verification of his theory is to be sought in facts — what may be expected to

1% Reference to the Beveridge papers (BEV), held at British Library of Political and
Economic Science, is given according to their archival classification.
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happen or to have happened if his theory is true, what will not happen if it
is false.
(Beveridge 1937: 464)

It had, however, a tinge of Robbins in it: “economics is concerned with
humaH behaviour in the disposal of scarce resources” (Beveridge 1937:
462).

Robbins (1932) had claimed that arguments pertaining to ethics and
political philosophy should be banned from economics. The message was
that, while moral sciences deal with what ought to be, economics is
concerned with what is. Keynes fought for the opposite view. Indeed, he
was challenging economics to abandon the “modernist claim” to be a
scientific study of society and become an investigation “into problems
which seek to bring about defined or desired end states (or solutions) and
clarify values” (see Marcuzzo 2004).

The premise of Keynesian economics, as we find it in the General
Theory, is that “we cannot hope to make completely accurate
generalisations” (CWK VII: 257) because the economic system is not
ruled by “natural forces” that economists can discover and order in a neat
pattern of causes and effects. The implication of this assumption is that the
task of economics is rather to “select those variables which can be
deliberately controlled and managed by central authority in the kind of
system in which we actually live” (CWK VII: 257).

The goal is to change the environment within which individuals
operate, so that moral and rational motives become the spring of action of
the collectivity as a whole (CWK XVII: 453). Keynes’s approach, based
on the categories of knowledge, ignorance and rational belief, is chosen as
the appropriate method for a “moral science” such as economics that deals
with complexity and judgement.

We may therefore take the profound methodological differences in
their approach to economics to underlie both Beveridge’s inability to come
to grips with the General Theory and Keynes’s conviction that it was a

case of “two minds which have not truly met”,"* since he reacted to

"' However, Beveridge did not entirely endorse Robbins’s formalistic programme.
See his comments to The Nature and Significance of Economic Science: “To be
content with deducing the implications of scarcity, is to reduce economics either to
the formality of one-dimensional geometry or (if we choose to multiply hypothesis
as to data in preference to collecting data) to the futility of a parlour game” (BEV
11/B/39/5).

2 Keynes was keen to have his ideas tested “in conversation” with others.
However, his interlocutors had to be attuned to his thinking or show a critical but
sympathetic attitude. See Marcuzzo and Rosselli (2005).
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Bevelr3idge’s comments, by pointing out to him “how very remote we
are”.

However, in the making of his scheme, Beveridge sought help and
assistance from Keynes — who responded readily and liberally — and soon
afterwards he became a convert to Keynesianism, possibly under the
influence of the group of progressive economists of Keynesian faith —
including Joan Robinson, N. Kaldor, E. Schumacher — that he had brought
together to assist him in an inquiry into full employment, which eventually
became Full Employment in a Free Society (Beveridge 1944).

The story of Keynes’s advice and help has been carefully reconstructed
by Harris, Skidelsky and Moggridge, and is only outlined here. In March
1942 Beveridge wrote to Keynes suggesting a talk on how his scheme
could be financed. Keynes reacted very enthusiastically and offered
suggestions to make it financially more viable.'* According to Harris, “the
co-operation of Keynes was to be of great importance to Beveridge over
the next few months, both in enhancing the financial viability of his report
and in smoothing the way for its reception in official circles” (Harris
[1977] 1997: 400). This is borne out by Lady Beveridge’s memoir: “[The
Beveridge Plan] was scrutinized and approved by the unquestioned
authority of William’s close but highly critical friend in such matters, J.M.
Keynes” (J. Beveridge 1954).

On substantive issues Keynes was not in favour of high taxes to pay
for social benefits and pensions, the costs of which ought to be borne out
by employers: “Should not the employer,” he wrote, “meet the total cost of
providing him with a healthy worker? If the unemployed were allowed to
starve what would employers do when the demand for employment,
seasonally or cyclically, increased again? Why should the general taxpayer
pay for a pool of available dock labour?” (CWK XXVII: 224).

Secondly, he was in favour of making the State accountable to the
taxpayer for the goods and services provided, associating “as closely as
possible the cost of particular services with the sources out of which they

1> We have a glimpse of Keynes’s pessimistic mood in general about the reception
of his book, in the letter Beatrice Webb sent to Beveridge after reading the latter’s
comments to the General Theory, “I lunched [...] with Keynes’s the other day, and
found him very depressed about the reception of his book, and the hopeless
disunity of opinion among abstract economists” (BEV 2/B/35/3).

4 Keynes’s suggestions were heavily dependent on contemporary estimates of
post-war national income, which were at their infancy and largely controversial.
For a discussion of the gap between the “pessimistic” (Henderson’s and the
Treasury) versus the “optimistic” side (Stone and Keynes), see Moggridge (1992:
707-8).
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are provided”, since he believed that “this is the only way by which to
preserve sound accounting, to measure efficiency, to maintain economy
and to keep the public properly aware of what things cost” (CWK XXVII:
225).

So while Keynes was appreciative of the “new features” of
Beveridge’s Plan, namely “the extension of the social security benefits and
contributions to the whole of the population, and not merely to the present
contributory classes” (CWK XXVII: 252), he was concerned with the
budgetary aspects of it. From the strictly economic point of view he was
keener to make “public investment a counterweight to fluctuations of
private investment” (CWK XXVII: 381), seeing “narrow limitations” in
any plan aimed “to stabilize consuming capacity in dealing with
depressions” (Keynes to James Meade, 8 May 1942, CWK XXVII: 206).

Both Keynes and Beveridge were concerned with the moral and social
problems deriving from unemployment, but while Beveridge stressed the
need to ensure everybody against the vagaries and fluctuations of
economic activity, Keynes believed that “to provide an adequate material
standard of life” was not the “real problem of the future”. He saw it rather
as “how to organize material abundance to yield up the fruits of a good
life”. For Beveridge, it was the human fight against scarcity, the plague of
cycles in production and business confidence — as unpredictable as
weather and natural calamities, as he saw them. Social insurance was
meant to disjoint individual coverage from general economic performance.
For Keynes it was the fight “to persuade [his] countrymen and the world at
large to change their traditional doctrines” (CWK XXVI: 16). By making
the future dependent on the economic success of an active social
investment policy it would free individuals from the deprivations deriving
from unemployment.

The two pillars of the Welfare State — distrust of market forces and,
with it, reliance on government intervention to bring about full
employment on the one hand, and lack of confidence in the power of
liberalism to achieve economic security and social stability on the other,
again making the case for government intervention — were formulated
independently and, perhaps, even in opposition to one another. Beveridge,
the Fabians’ heir, relied on neoclassical economic theory while Keynes,
the revolutionary economist, relied on reformed liberalism for his social
policy.
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4. The Keynes—Beveridge Correspondence

The excellent and extremely well-documented biography of Beveridge by
Jose Harris (1977) was being written when the edition of Keynes’s
Collected Writings (CWK) was under way; the revised edition was
published (Harris [1977] 1997) and indeed makes use of the new evidence
available, in particular on Keynes’s attitudes and reaction to the Beveridge
Report. I feel, however, that a comprehensive assessment of the
relationship between Keynes and Beveridge and a comparison of their
contribution to the Welfare State is perhaps still wanting." Studying their
correspondence sheds light on their personalities and intellectual
environment and may take us a step further in that direction.

The earlier extant letters between them go back to the eve of World
War I, when Keynes — in his capacity as editor — was dealing with
Beveridge’s requests to have his work published in the Economic Journal.
The first is “A Seventeenth-Century Labour Exchange” (EJ, September
1914), which Keynes found “exceedingly interesting” (JMK to WHB, 25
March 1914, BEV 2/B/13/18), in a letter also including praise of
Beveridge’s review of Pigou’s Unemployment (EJ, June 1914), which
appeared in the same issue. “I am glad”, Keynes wrote, “you criticise
Pigou’s treatment of the plasticity of wages theory. I entirely agree with
what you say about it. I do not think he commits himself to an actual
recommendation to the working classes to allow greater plasticity. But the
natural suggestion of what he says is misleading”.

Pigou wrote — in advance of Keynes’s General Theory — the first
theoretical treatise on systematic unemployment (Pigou 1913; 1933). In
the extant correspondence between Keynes and Pigou, we have five letters
on their collaboration concerning Wealth and Welfare in 1913 (Bridel and
Ingrao 2005).

Again, 1919 Beveridge submitted an article, “The Agricultural Factor
in Trade Fluctuations”, about which he was very excited: “I am inclined to
think”, he said in the accompanying letter, “that I have made something in
the way of a small discovery in connection with cyclical fluctuation”
(WHB to JMK, 20 December 1919, BEV 7/42/144). Keynes immediately
replied that he would be “delighted to print” it, and eventually the article
was published in two instalments, in the March and June issues of 1920.

' The excellent paper by Dimand (1999) is somehow more focused on Beveridge
than Keynes; while Komine (2010) addresses the issue of the integrated
perspective on the welfare state by Beveridge, rather than comparing the two
approaches, thus leaving perhaps room for the present investigation.

printed on 2/8/2023 2:32 PMvia . Al use subject to https://ww.ebsco.conlterns-of-use



EBSCChost -

210 Chapter Nine

In February 1920 he sent in another article, “British Exports and the
World Crops”, (WHB to JMK, 3 February 1920, BEV 7/42/147): in this
case Keynes came up with some reservation (JMK to WHB, 7 February
1920, BEV VI1/42/149), which Beveridge was prepared to accept (WHB
to JMK, 9 February 1920, BEV 7/42/150).

Again, three years later, after agreeing to print Beveridge’s Presidential
Address to the Royal Economic Society (“Population and
Unemployment”) Keynes had some criticisms to make, proposing to print
rejoinder of his own. Again Beveridge reacted very positively: “I certainly
hope you will make a rejoinder so that truth may ultimately emerge from
controversy” (WHB to JMK, 27 September 1923, BEV 7/37/8).

Throughout the period from 1914 to 1924, then, their relationship can
be seen to have been friendly and collaborative; they seem to have been in
general agreement on the issues involved, although it was mostly Keynes
who came up with advice and comments on Beveridge’s works rather than
the other way around. Things changed in 1931. In the late 1920s
Beveridge had come around to wage-rigidity as explaining unemployment,
possibly as a consequence of his work in the Coal Commission of 1925,
whose members had persuaded him that the miners’ wages were too high,
and certainly under the influence of Lionel Robbins he was converted to a
belief in the self-regulating virtues of a market economy. During the 1929
crisis he wrote to Robbins: “The first essential is to restore the price-
machine — in wage fixing and elsewhere” (Harris [1977] 1997: 321, 323).

It is of course a well-known fact that at The Economic Advisory
Council’s Committee of Economists and at the Macmillan Committee,
Keynes made a plea for protectionism to reduce unemployment, finding
himself in a minority position and in contraposition with Lionel Robbins
(Howson and Winch 1977; Eichengreen 1984). A group of people (among
others, Beveridge, Hicks and Robbins) joined together under Beveridge’s
chairmanship (CWK XX: 513) and opposed Keynes’s view, defending the
free trade position. The collective effort produced a book (Tariff: The Case
Examined)'® including a contribution by Beveridge, which he announced
to Keynes with an interesting declaration of intent: “I am naturally anxious
to make any public difference between economists appear to be as much as
possible a difference of judgement as to what is expedient (as indeed I
think it to be) rather than a difference as to scientific truth” (WHB to JMK,

' The book (Beveridge 1931) included contributions by Benham, Bowley,
Gregory, Hicks, Layton (the only one not a member of the staff of the School),
Plant, Robbins and Schwartz. A substantial contribution was made by Dennis
Robertson, who pulled out of the project only in August 1931. (I am indebted to a
referee for pointing this out.)
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14 January 1931, BEV 2/B/63/K). In March, six chapters of the book in
the proof stage were sent to Keynes, who unsurprisingly criticized them in
a letter of 23 March 1931 (CWK XX: 513-4). The next serious
confrontation arose between them in 1936, when another interesting
exchange occurred.

Since 1919 Beveridge had been Director of the LSE,"” making an
enormous effort to manage transformation from a small academic
endeavour into an international institution, with more than 3,000 students,
and 120 members of staff. In the field of economics, Robbins and Hayek
were the key figures, attracting foreign scholars and determined to make it
the intellectual centre of free market culture. Hicks recalled of himself and
his LSE colleagues that,

we seemed, at the start, to share a common view point, or even a common
faith. The faith in question was a belief in the free market, or “price
mechanism” that a competitive system, free of all “interferences”, by
government or monopolistic combinations, of capital or of labour, would
casily find an “equilibrium”. [...] Hayek, when he joined us, was to
introduce into this doctrine an important qualification — that money
(somehow) must be kept “neutral”, in order that the mechanism should
work smoothly.

(Hicks 1982: 3)

Besides the natural rivalry with Cambridge, as a competing academic
centre with an outstanding record of excellence in many fields, LSE
economics was also opposed to the heritage of Marshall, Pigou and partial
equilibrium, endorsing the Austrian and the general equilibrium approach
in the tradition of continental authors such as Walras and Pareto. The
controversy between Hayek and Keynes during 1931-33 seemed to have
stretched these differences to the extreme notwithstanding the efforts of
the younger and less “embattled” (J. Robinson 1951: viii) members of the
two groups to find a common ground (Marcuzzo and Sanfilippo 2008).
The situation came to a climax with the publication of the General Theory.
A line was drawn between those who felt themselves in total agreement
with Keynes and those who felt either misrepresented or alienated by it. In
Cambridge, Kahn, Joan and Austin Robinson belonged to the former
category, Pigou and Robertson to the latter. Sraffa was secretly sceptical.
At the LSE, Durbin, Lerner and Kaldor converted to it, Hicks found a
compromise, while Hayek, Robbins and Beveridge resisted, although only
Hayek remained unconvinced to the end.

'7 The position had first been offered by Sydney Webb to Keynes, who turned it
down. See McCormick (1992: 13).
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Keynes admitted to Beveridge in June 1936 that “the general nature of
your points is such as to convince me that I have really had a total failure
in my attempt to convey to you what I am driving at” (CWK XIV: 56).

Beveridge responded that by that time, thanks to Hicks’s article, he
thought he had understood what Keynes “was driving at” and the matter
was not discussed further. In September 1936 we see Keynes resuming his
role of soliciting articles for the Economic Journal (JMK to WHB, 22
September 1936). In this case it was the “Analysis of Unemployment”,
read at the British Association for the Advancement of Science, which
Beveridge had already committed to Economica (WHB to JMK, 24
September 1936).

At the outbreak of the war Beveridge and Keynes, together with other
veterans of World War I (“Old Dogs”), shared anxiety over the ability of
government to tackle the problems of the war (CWK XXII: 15-16). They
met at Keynes’s house in London and put forward strategies and policies
(Harris [1977] 1997: 354) and it is likely that these discussions
reverberated in Keynes’s How to Pay for the War.

The correspondence of those months in 1939-40 witnesses these
concerns. On one occasion there was a minor diplomatic incident. In July
1940 Beveridge sent Keynes a memo, wishing 