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As a first reaction to the title of this book a gtial reader would be forgiven for
wondering what more could possibly be written abKetynes. There must be
thousands of publications on Keynes' life, phildsgpand economics; after all, did
not Axel Leijonhufvud (1968) alert us to the distion between the economics of
Keynes and ‘Keynesian’ economics, and Robert S&kye{1982, 1992, 2003) has
provided us with an authoritative biography. So vahpther book on Keynes?

The simple answer is that much that has been writte the
macroeconomics literature about Keyn&seneral Theorywe now know to be
rather wide of the mark. This book by Geoff Tily dsfferent. It provides a
comprehensive assessment of the theory and pdiatygets Keynes’' economics
just about right. | say just about because thegeth@o small changes in emphasis
| would propose. With these adjustments Tily’s beeks out what Keynes said and
why he said it. The reader is not faced with theurmlrum of what Keynes really
meant because what he said has been filtered thithegheoretical lenses worn by
so many of his interpreters, including Leijonhufvu#dthough Leijonhufvud was
correct to stress that Keynes’ analysis does ptorewage and or price rigidities,
he ultimately embraced a loanable funds theoryhefrate of interest. The fact of
the matter is that Leijonhufvud was more Dennis &tdon than Keynes.

Geoff Tily avoids these theoretical distortions di¢se he surveys Keynes’
lifetime of work on monetary theory froimdian Currencyand Financeto the
General Theoryand his post World War Il policy proposals. By ptiog this
historical and evolutionary perspective, Keynesiam as a monetary theorist and
reformer emerges in sharp relief, as does the faethe break with ‘classical’
theory in theGeneral TheoryBut at the time very few theorists (academicsjewe
persuaded by KeynesGeneral Theoryand that remains true today despite the
influence of ‘Keynesian’ economics.

Tily first carefully exposes the distinction betweeKeynes and
‘Keynesian’ economics noticed by Leijonhufvud. histrespect it is interesting to
highlight the parallel with Keynes' early attempms policy advice outlined in
Essays in Persuasioieynes remarks in the prefaceBssayghat, in view of his
failure to persuade policy makers, the book wowddehbeen better entitldessays
in Prophecy Generally the prophecies were vindicated and #usounted for
Keynes' early notoriety. Skidelsky (1983) itopes Betrayed 1888-1926aptured
the theme of betrayal of Keynes’ early policy wimkt entitled the second volume
more optimistically:The Economist as Saviour 1920-193ily takes a much
darker view of the theoretical debate about Keyitesdry and policy proposals pre
and post theGeneral Theory For Tily the betrayal of Keynes’ ideas continued
unabated.

Tily presents convincing evidence that the origiob ‘Keynesian’
economics lie with the work of Ralph Hawtrey andnbis Robertson while John
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Hicks simply packaged the message that there wtsnigoat stake for existing
theory. On this view, th&eneral Theorypresented some new definitions and
labels but was, once you had seen through the eewmirtology, just a special case
of already existing theory. Tily (chapter 4) catBfudocuments how this
Robertson version of ‘Keynesian’ economics succdédequeezing out Keynes’
vision. The model behind Robertson’s vision is amsly recognisable by all
students of economics today and consists of the ftat there exists anique
long-run equilibriumaround which the economy fluctuates during boomd a
recessions. This vision underpinned Robertson’84)1dustrial Fluctuations
and the Natural Rate of Interesthich was essentially a generalisation of Knut
Wicksell's framework to allow for what Robertsonlled ‘quasi natural rates’.
Furthermore, in a footnote reference to James MeRdbertson (1934, p. 656,
n2) makes it clear that fluctuations in aggregaieoimes also arise. From this
insight it is a simple step to Roy Harrod’s diagrafithe ‘classical’ theory of the
rate of interest included in th@eneral Theonand from there to Hickd'S curve.
But, as Tily explains, the message that Keynesedaito convey was a
generalisation of a different sort: one that isdohen the existence afiultiple
long-period equilibria Instead, Robertson, aided by Meade, Harrod arddsi
offered a vision ofultiple short-run equilibrisassociated with variations in the
level of income surroundinginique long-period equilibriumand this laid the
groundwork for mistaken theoretical equivalence.

Tily also documents how Robertson played a key molpromoting his
vision at the expense of the one proposed by Keyimeparticular, Robertson
played a prominent part at the League of Nationgromoting the ‘neo-classical’
synthesis that appeared in Gottfried HaberlBrgsperity and Depressiofi937).
Robertson used the models by Hicks, Harrod and Blet support his
interpretation against Keynes’ vision and this a@hpe to those in search of a
‘synthesis’. The Hicks—Harrod—Meade model is esaliythe ‘Keynesian’ vision
that appeared post th&eneral Theoryto be augmented later by Franco
Modigliani’'s (1944) analysis of the aggregate syptie with its conclusion that
rigid wages are the cause of unemployment.

Apart from the fact that Keynes (1936, p. 257) dbed rigidities as the
classical explanation for unemployment, Tily makeslear that this ‘Keynesian’
interpretation overlooks entirely that Keynes wasaerned with the existence of
multiple long-period equilibriain the General TheoryFurthermore, despite some
ambivalence towards Hicks' ‘little apparatus’, Kegnrejected the Robertson
vision encapsulated iRrosperity and Depressioand consequently in what now
passes for ‘Keynesian’ economics. Tily (2007, p4,1émphasis added) quotes a
letter from Keynes to Ohlin dated 3 February 198@T7ich is unequivocal:

| am very glad that you have been able to put dowa way
that | can understand the theory of interest asbéished by the
demand and supply for credit. This is an idea whsctvidely
held outside Sweden, e.g. to some extent by DdRolgrtson
and Hicks. For my part, | am not convinced by itl @onsider
it fundamental heresy.. So far from its being an alternative
version of my theory, my first impression is tiiais and mine
are wholly irreconcilable
Those who still think the Keynes endorsed Hicks'LI8 interpretation should
think again'



134 History of Economics Review

Tily then goes on to explain how, with the replaeainof Keynes’ vision
by Robertson’s, it was a simple step to bring ineyKesian’ activist policy
recommendations as these were widely accepted thnsktes of the Atlantic well
before theGeneral Theoryln America both Harvard and Chicago economistewe
strong advocates of ‘public works’ to create empient during the Depression
while in Britain most economists, apart from thei$¥ians’ at LSE, were in favour
of such measures. The Austrians provided a conntetaeget for the ‘Keynesians’
by advocating a ‘do-nothing’ response to the degioes arguing that the mal-
investment that had occurred needed to be ‘work&dbefore recovery could
begin. In this fashion the ‘Keynesian’ advocacycofintercyclical fiscal policy
crept in as a means of smoothing the business @rdend itsunique long-run
equilibrium trend. Thus, along with the replacement of Keyndséory,
‘Keynesian’ economists substituted an already aetd policy strategy. In many
respects Tily's exposure of the continuity of ‘Keyian’ theory and policy pre and
post theGeneral Theonyjs consistent with David Laidler's (1998gbricating the
Keynesian RevolutionThere Laidler argues convincingly that in view thie
continuity in the theoretical and policy propogaie and post th&eneral Theoryt
is difficult to find any sign of a theoretical rdution! He is quite right. There was
none in the work parading as ‘Keynesian’.

We turn now to Tily’'s presentation of Keynes’ visjeconcentrating on the
General Theory

Tily's thesis about th&eneral Theoryis straightforward and compelling.
In terms of theory, Keynes breaks with traditiod aeplaces the ‘classical’ theories
of the rate of interest with the liquidity prefecentheory. What has been missed by
many ‘Keynesians’ of all shades in their interptieta of liquidity preference
theory is the importance of the normal rate ofriegé as anndependent variable
that is not determined by the forces of ‘supply dechand’. In th&eneral Theory
Keynes adopted common-sense definitions of savirtyimvestment so that in a
national accounting sense saving and investmerdleugys identical. They cannot
therefore interact to determine ‘the’ rate of iet&rto produce a unique natural rate,
as Wicksell supposed. Keynes also generalised tassical notion of time
preference by breaking it down into the propensdyconsume and liquidity
preference. The rate of interest is then determimediquidity preference, which
establishes the composition of wealth held in manyeaind non-monetary forms as
facilitated by the existing monetary system. Thaethen as many natural rates of
interest as there areng-period equilibrium solutionén Keynes’ new ‘model’
based on the principle of effective demand. Whighildrium is selected depends
on ‘the’ rate of interest determined by the monetrstem as it interacts with the
liquidity preferences of the private sector inchglithe banks. In modern jargon,
the monetary architecture determines the ‘norngliléorium rate of interest.

Furthermore, Keynes' analysis ¢ausal not simultaneousind causation
runs from the rate of interest to output and empleyt. From this perspective it is
apparent that the static equilibrium in tleneral Theoryis about Marshallian
long-period equilibrium and is defined only for et ®f factors treated as given.
Examples of factors treated as given were the gyasft money and the state of
expectationd.But in treating a factor as given, Keynes (193@4%) does not mean
that it is constant or fixed. In Keynes' analys$ie thdependent variables are the rate
of interest, the marginal efficiency of capital ¢hd marginal propensity to consume.
Economic policy can influencdl of these factors but of particular importancethaee
rate of interest and expectations. Tily stressemB& view that the manipulation of
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expectations was an important element in the impfeation of economic policy.
Policy that was seen to be experimental or lackedtiction would not work.

I am in full agreement with this overview of Keyhesion and attempted
a brief theoretical sketch of it along these liiesRogers (1989). What is
compelling is that it clears away all the muddlest thave surrounded ‘Keynesian’
interpretations of Keynes and clearly encapsulatessical’ theory as a special
case that relies omnattainable aggregate market behaviota achieve full
employment equilibriunautomatically

The only addition | would make to the positive staent of Tily's
interpretation of Keynes’ theory would be to planere stress on the role of the
principle of effective demand. The essence of ttiecjple of effective demand is
the idea that, in #issez-fairemonetary economy, the existence of the ‘normal’
rate of interest as an independent variable, hreldlace by ‘rational belief’ in its
‘natural’ character, produces a limit to the prtfie expansion of investment and
output before full employment is reached. Hence'sShaw fails. Say’s Law fails
because any attempt to increase supply beyondpthiig of effective demand
causes entrepreneurs to incur losses by drivingaddnprices below long-period
supply prices. Arguing that wage and price flextpilvia deflation, can restore full
employment equilibrium automatically in the longris then seen to be wishful
thinking. It requires costs, that is, wages, to fiadter than prices and there isao
priori reason why this should be true. It may happenomescircumstances but
experience with deflation suggests that the stotiglsl to generations of
undergraduates about the Pigou effect are justfantastic for words”.

Once we have a clear outline of the theory undeglykeynes’General
Theory his policy proposals come into sharper focuspdrticular it is clear that
Keynes' policy proposals are aimed at makingeamanent structural change a
laissez-faireeconomy. As Keynes (1936, p. 204) stressed, tiftéeftself such an
economy could fluctuate for decades about a levehativity too low for full
employment—Ilargely because what was thought to tataral equilibrium’ rate
of interest was too high. Consequently, Keynes @sed a two-pronged policy
attack toshift permanently the point of effective demanderdo full employment
(i) the creation of the ‘green cheese factory'ttilsaa central bank, acting in the
public interest and, (ii) the ‘socialization’ ofviestment. These policy proposals
were intended to achieve the following results.

First, it is necessary in a monetary economy toehsame control over
interest rates. Although much institutional detiail suppressed in th&eneral
Theory the importance of the reform of the monetary ieckure required by
Keynes' notion of the principle of effective demaisdrevealed by his cryptic
remark about the need for public control of theticdrbank. Recall that Keynes
was appointed to the board of the Bank of Englanti942. Keynes (1936, p. 235,
explanation added) makes the point as follows:

Unemployment develops, that is to say, becauselpaggnt
the moon; — men cannot be employed when the olijegt
desire (that is, money) is something which canmoptnduced
and the demand for which cannot be readily chockedrhere
is no remedy but to persuade the public that geerese is
practically the same thing and to have a greensehéactory
(that is, a central bank) under public control.

In other words, the principle of effective demanidtates a policy that
requires public control of the central bank, whishto be tasked with setting the
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rate of interest to ensure not only price stabitityt also high employment. This
aspect of Keynes’ policy proposals was implementbén the Bank of England
was nationalised in 1946. Although the existenca oéntral bank operating in the
public interest is now taken for granted, Keyné&dretical analysis of its role has
been forgotten. Nevertheless, Keynes’ objectiveschrar.

For Keynes, once the principle of effective demdattrmines equilibrium
in alaissez-fairemonetary economy, the trade cycle is driven bgtélations in the
marginal efficiency of capital. As Tily explainselnes advocated low amsthble
interest rates a ‘cheap money’ policy, as a means of stabilisihg cycle in
addition to shifting the point of effective demaimdthe right direction. Although
Keynes' emphasis on low interest rates has beguofi@n, contemporary monetary
policy aimed at price stability usually has someight attached to high
employment and these twin objectives are still temitinto most central bank
charters. Keynes saw that high interest rates aeeipe for a boom-bust cycle for
reasons we would now recognise as the phenomeadvefse selection.

Second, Keynes proposed a policy to increase tipectad marginal
efficiency of capital and reduce its variance imme of what he called the
‘socialization’ of investment. The ‘socializatioaf investment is a more ambitious
scheme than advocating temporary public works, whés we have seen, many
economists recommended well before fBeneral Theory What Keynes was
advocating was apermanent role for the state in investmeint public
infrastructure Jan Kregel (1983) has provided a useful outlihelttat Keynes had
in mind. One thing is clear, the vision behind th®posal was based on the
objective of ‘crowding in’ private sector investnten

To some extent Keynes’ message has been absorhmasbWorld War 11
policy makers where the state now accounts foragmately 20 per cent of GDP
and much of that is directed at what we would éhass public infrastructure. The
motivation for this state of affairs seems to bebljgu pressure and political
expediency rather than the principle of effectivemdnd, as the latter has
disappeared from sight as a guide to macroeconguoiicy. Nevertheless, the
existence of ‘big government’ acts as a stabilmarwithout Keynes’ principle of
effective demand to explain what the objectivepalfcy should be. It is then all
too easy to slip into policies of income suppo away from investment aimed at
the marginal efficiency of capital. The costs assed with rent-seeking behaviour
and moral hazard are then also too easily underatgd.

Of these two complementary proposals, Tily placestmveight on the
first prong, the need for low interest rates, inagtempt to restore the impression
created by ‘Keynesian’ economics that Keynes whakalut countercyclical fiscal
policy. This impression has arisen partly, on thenetary side, because money is
neutral in the long run in ‘Keynesian’ models, gethaps because Keynes noted
that cyclical fluctuations in the marginal efficgnof capital would be too great to
be offset by monetary policynaided Keynes was not advocating countercyclical
manipulation of interest rates. Also, on the fissidle, Keynes was supportive of
‘public works’ as an emergency measure in a chaishis main objective was the
permanentstructural changeto the economy that could be implemented by his
proposal for the ‘socialization’ of investment. Theention was to rescue free
enterprise from itself—not to nationalise it. Withoa grasp of the principle of
effective demand ‘Keynesians’ miss this dimensiorKeynes’ policy proposals
and to some extent Tily also underestimates this@slt is here that | think Tily's
thesis would benefit from more emphasis on therspoong’
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Nevertheless, the clear message from Tily's thdsisthat current
‘Keynesian’ theory is at best a special case ofriésyGeneral Theory Policy
based on that theory is then also dependent ornasjggcumstances and in need of
re-interpretation and generalisation. An importearample of current analysis in
need of generalisation is the ‘Keynesian’ analysfignterest rate rules that are
presented as a variation on the Hicks—Robertsamalda funds version of the 1S—
LM model. The traditional LM curve now vanisheshe replaced by an interest
rate rule, with the central bank setting the irgerate at Wicksell's unique natural
rate and adjusting it only when the price levetaie of inflation deviates from the
target level or rate. This ‘New Keynesian’ modepige Wicksell as, for example,
in Romer (2000).

This broad-brush overview of what | perceive totlhe vision underlying
Tily's thesis should make it clear why | think & $uch an important book. It is not
merely another book on the history of Keynes' manetthought. It provides
compelling evidence of where the ‘Keynesians’ ¢shhdes have gone wrong and
simultaneously provides them with the ammunitiorgemeralise what passes for
modern monetary theory and macroeconomics. It esaimkacroeconomists to put
Keynes back into Keynesian economics.

* School of Economics, University of Adelaide, SimAustralia 5005, Australia.
Email: colin.rogers@adelaide.edu.au.

Notes

1 Tily also points out that the similarity betwethe interpretations of th&eneral
Theory produced by Harrod, Meade and Hicks arose as wt relsthe collaboration
between them. Tily documents that Hicks saw the ddeand Harrod papers before
completing his own and makes the case that they \aéirattempting to generalise
Robertson’s diagram fronmdustrial fluctuations and the natural rate of émést For a
comprehensive analysis of the flaws in the Robartd®ory of loanable funds see
Bibow (2001).

2 Tily's interpretation of the ‘Keynesians’ alsoshmuch in common with Skidelsky
(1992, chapter 16).

3 Most of the ‘Keynesian’ interpreters came to gease this without acknowledging
the importance of the principle of effective demaBee Tily (2007, p. 285). For a
discussion of the treatment of expectations agmat beliefs’ for the case of multiple
stationary equilibria in th&eneral Theorsee Rogers (1996).

4 See Rogers and Rymes (2000, p. 89, n.9). Noettion the consequences outlined
in Irving Fisher’'s (1933) debt-deflation process.

5 Keynes also noted that the propensity to conswasea function of the distribution
of income and this opened up the possibility dfiedtprong to policy, as Tily suggests.
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