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Synopsis

This paper traces outa historically-based survey of the development of Keynes’ wage
and employment theory. While the title includes employment theory, the paper
devotes particular attention to Keynes’s wage theory. The development of Keynes’s
wage theory has been given only the most sparing attention in the literature. This
glaring omission has usually been attributed to the dearth of material in Keynes’s
literary works to warrant a major study. Underpinning this, has been the
popularly-held view that Keynes said relatively little about wages. This paper
attempts to repudiate this interpretation and, in doing so redress this long standing
neglect by providing an exegetical account and analysis of Keynes’s wage theory.

Introduction

In the General Theory’s (GT) theoretical framework money wages and labour market
analysis in general play a mute role in the process of income determination. Money
wages are exogenously given and only in Chapter 19 is there analysis of how changes
in wages impinge upon income and employment. The peripheral role assigned to
wages in GT summarises, in a way, how the review literature on Keynes has
generally regarded his contributions on wage theory. There has, in fact, been a
dearth of interpretationist literature recording the historical development of Keynes
wage theory as a separate theoretical body of analysis. In attempting to inquire,
whether or not, this view is justified, this author undertook a survey of Keynes’s
collected works. 1 uncovered, particularly in Keynes’s ephemeral writings, a
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considerable amount of material pertaining to wages to the extent that the whole
area needs re-evaluation.

As we know, Keynes broke rank with his neoclassical colleagues over the
| decision to restore the Gold Standard given its implications for domestic economic
policy. After thatjuncture Keynes unleashed a flood of correspondence and articles
that rejected the concomitant classical medicine of deflation and wage-cutting. By
developing a robust critique of classical wage theory Keynes had, by the late
twenties, an early but incomplete command of the theoretical arguments that were
to appear in Chapter 19 of GT. This article will argue that the substance of Keynes’s
wage theory had been formulated some time before the theoretical framework of GT
took shape. For that reason alone the wage analysis, as it was, lacked coherence and
was founded upon classical dynamic disequilibrium analysis. This asymmetric
development in Keynes’s theorising explains the detached role wage analysis played
in the overall scheme of things in the GT. True to their role in the first opening chapter
of the GT, Keynes’s wage analysis, nonetheless, played a crucial part as his batter-
ing-ram against the citadel of neo-classical economics particularly its full employ-
ment and market-clearing nostrums.

The Twenties

Keynes's first dealings with the issues of employment, output and income
distribution had arisen with The Economic Consequences of the Peace (1919); it contained
aremarkably panoramic, yet succinct account of the nature and dynamics of the 19th
century mode of capital accumulation, growth and distribution. Keynes took
particular note of the servile working classes that had,

... accepted from ignorance or powerlessness, or were compelled, persuaded
or cajoled by custom, convention, authority, and the well established order of
society into accepting, a situation in which they could call their own very little
of the cake that they and nature and the capitalists were co-operating to
produce’”.

However, the post-war world was marked by upheaval in the underlying social

and psychological climate. There had been a breakdown in the conditions that had

- underpinned capital accumulation before the war. The working classes were, for,
one, no longer prepared to meekly surrender the larger portion of the ‘cake’ to the
capitalists without a fight. As Keynfs forewamed, ‘The labouring classes may no
longer be willing to forgo so largely”.

This particular outlook contained the seeds of Keynes’s later emphasis upon the
relative incomes struggle that arose between the “capitalist classes’ and ‘workers’
and ‘rentiers’. This antagonism would be expressed through the level of money
wages; their determination, Keynes inferred, being a politico-economic matter.

The Economic Consequences of the Peace was prescient for its depiction of a mat
economy facing the prospect of stagnation due to a savings-investment imbalance™.
This arose from the bourgeoisie’s diligent practice of setting aside funds for saving
whilst profitable investment opportunities shrunk. Keynes questioned not only the
purpose of the saving, but by inference, the maldistribution of income that allowed
it:
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‘the duty of "saving’ became nine-tenths of virtue and growth of the cake the
object of true religion ... the cake increased; but to what end was not clearly
contemplated. Saving was for old age or for your children; but this was only
in theory - the virtue of the cake was t}?tvit was never to be consumed neither
by you nor by your children after you.

Keynes sensed economic salvation from this conundrum through increasing
consumption; the rich may well be persuaded to consume more under the threat of
- having their wealth expropriated. Therefore, early in his career, Keynes called into
question the supposed rationale behind the (mal) distribution of income and effec-
tively presaged the forthcoming conflict over relative income shares. This interest
in distributional equity became a marked feature in his literary outpourings.

On the policy front, Keynes was known, during the early twenties, as a ‘dear
money man’™. His advice to the Chancellor of the Exchequer on dealing with the
inflationary boom of 1920 revealed an appreciation of the expectational effects
created by tight monetary policy; the expectational effects of sharply increased
interest rates would counteract the optimistic profit expectations held amongst
entrepreneurs. This would imparta reduction indemand for saving funds to finance
investment. Interestingly, Keynes did not believe it would cause unemployment
because there was a wide margin between firms’ solvency and bankruptcy. Under-
lying this policy advice was Keynes's acuteawareness of theeffect inflation had upon
money contracts - the numeraire on which the capitalist system was based: ‘A
continuance of inflationism and high prices ... will strike at the whole basis of
contract, of security, and of the capitalist system generally.”

Keynes’ next work, the Tract on Monetary Reform (1923) elaborated upon Haw-
trey’s hypothesis that price instability generated movements in output and employ-
ment. A cleverly-managed monetary policy, Keynes held, operating through the
short-term rate of interest, should maintain a stable price level. This view was
reflected in his oft-quoted remarks about a preference for inflation rather than
deflation indicating his early commitment towards maintaining stable employment
levels. Textual evidence corroborating this bias are readily found: ‘All of us ... are
now primarily interested in preserving the stability of prices, credit and employ-
ment’ (p. 138) and, ‘1 ret,gard the stability of prices, credit, and employment as of
paramount importance” .

The Tract's theoretical allegiance to the quantity theory meant that the business
cycle was predicated upon prior movements in the price level; a sudden, unantici-
pated rise in prices against costs already incurred would produce windfall profits
and stimulate production; conversely, an unanticipated fall in prices would, against
a backdrop of costs already incurred, deliver the opposite effect. Changes in em-
ployment were made dependent upon changes in the price level relative to a firm’s
cost level. Atequilibrium a firm paid out wages and other production expenses in
the confident expectation of recouping these outlays when the products were sold.
Under a regime of money contracts, the producer was, in effect, a hostage to fortune,
forced into a speculative position.

In the Tract therefore, Keynes remained faithful to the long-run version of the
Quantity Theory but showed dissatisfaction with the theory’s lack of realism about
the pre-supposed speed and flexibility with which prices and wages rgturned to
equilibrium; Ris famous phrase about the futility of the long runis apthere”. Keynes’
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discomfort was further drawn over calls for wage-cutting which orthodox opinion
invoked whenever unemployment arose. Keynes had already noted how rigid
money wages were despite significant unemployment and concerted calls for wage
cuts. Earlier, he had alluded to a post-war institutional development whereby
organized groups of workers had succeeded in winning reductions in working hours
and secured pay rises equal to, or greater than, the rate of inflation. Factually, one
could not, at this stage, ascertain whether this new state of affairs was permanent or
just a temporary phase. For Keynes, however, it presaged an era of downward
money wage stickiness. Keynes’s great mentor, Marshall, had always stressed the
value of wage stability in maintaining stable employment levels and had advocated
wage indexation to further that end”. Keynes carried on this tradition by attaching
considerable weight to money wage rigidity from an early stage and of course, used
itin GT.

In their campaign to hurriedly return Britain to the Gold Standard, neo-classical
economists like Cannan, Gregory, Hutt and Rueff argued for wage cuts, achievable
through the undeclared, yet deliberate policy of deflation. This brought to the fore
Keynes's predilection for domestic price stability (read money-wage stability) over
exchange rate stability, first enunciated in the Tract. Keynes became increasingly
ambivalent about the Gold Standard system where it dictated external balance
secured-by manipulating-domestic-prices and costs downwards._While Keynes did
not and, in fact, never would disagree with his contemporaries that real wages had
to fall to restore their alignment with the exchange rate, he begged to differ on the
means to bring this about. As early as 1922, Keynes proposed a policy of price
inflation, brought about by demand expansion, insteag of deflation as the means by
which to rectify the disequilibrating level of real wages . He was, of course, to invoke
the samé mechanism as the way out of the unemployment trap in the GT. Ina lecture
before the Institute of Bankers, Keynes alluded to the difficulties with the classical
approach and, in its place, offered his own solution:

“The business of forcing down certain levels of wages ... into equilibrium is
almost hopeless or it will take a long time’ and *... the continuance of unem-
ployment is to an important extent due to the fact that we have got the level of
wages of the unskilled, out of gear with everything else. The only way inwhich
they will get into gear will be by an increase in the level of prices’.

Underlying these statements were two-insights that run thematically through
Keynes's work. First, money wage cuts were only ultimately achievable with a
severe and sustained round of deflation. This would entail heavy losses in income
and employment for most yet generate financial asset gains for rentiers; moreover,
real wages would remain undisturbed implying that money wage cuts were ‘neutral’
in their effect. The second theme relates to the practicality of wage cutting. Trade
unionists would stubbornly resist any incursions upon their hard-won money
wages. Keynes argued that wage cuts - undertaken in a random, piecemeal fashion
- would violate the intuitive notions of faimess the workers held, firstly amongst
themselves and, secondly, between themselves and other classes. In short, they
would stridently oppose the orthodox, officially sanctioned policy that singled them
out to bear the brunt of economic adjustment. Ironically, their very resistance to
pressure for wage cuts only attracted an ever sterner policy response from Montagu
Norman at the Bank of England.
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Another related but early development in Keynes’ economic thought was his
abhorence of tolerating the blight of unemployment especially when it apparently
formed an integral part of official policy. This reflected his moral and philosophical
outlook, itself, a product of his cultural apprenticeship with1 e Bloomsbury group.
He often wrote of unemployment as a ‘frightful muddle’”" - an act of stupidity
perpetrated by economic policymakers. In the same article, Keynes described the
effect the officially-sanctioned policy of deflation had on the economy. In holding
expectations of falling prices, entrepreneurs were rightly reluctant to organise
production when it entailed a lengthy period between outlay and receipt of takings.
These expectations were triggered by movements in the bank rate operating side-
by-side with anticipated movements in prices:

“What influences enterprise and employment is not the money rate of interest,

but the anticipated real rate of profit over the period of the production process,

and this laﬁer is compounded of the bank rate and the anticipated movement
of prices.’

This key emphasis upon the expected rate of profit determining a firm's output
and accumulation level was carried through to GT. But, for the moment, it had
become apparent to Keynes hat: ‘Individualistic capitalism simply cannot stand a
declared policy of deflation’”". The persistence of unemployment stemmed from a
lack of confidence by entrepreneurs in the stability of the price level. Keynes retained
this distaste for ‘flexible’ wage policy right up to the GT denouncing its destabilizing
effect upon business decision-making.

The mid-twenties deflation had, in part, been brought about by the Cunliffe
Committee that had recommended the immediate restoration of the Gold Standard
with.the pound set at its old pre-war parity value. The Committee recognized the
consequential adjustment problems but advised nonetheless, a deflation of domestic
costs and prices to restore internal and external balance at the old parity. The
deflation of the price level was necessary because of the dualistic nature of British
industry. The ‘unsheltered’ industries had to reduce their prices after the revalu-
ation to keep competitive, yet had to purchase inputs from the ‘sheltered’ industries
at unchanged prices. Obviously, some price adjustment was necessary to restore the
balance between the two sectors. The Cunliffe Committee approach ultimately
entailed reduging the prices of the sheltered industry’s output in the midst of falling
output levels . Keynes attacked the realism of the theoretical nostrums underpin-
ning the Committee’s findings especially their tunnel-vision attitude on internal
price adjustments. Neo-lassical orthodoxy held that the recommended policy
could, by and large, engineer a decline in prices and incomes without disturbing
output and economic activity.

In “The Committee on the Currency’ %25) Keynes challenged the orthodox view
that a fall in the price level was neutral ~. He criticized the report for showing little
appreciation of the relationship between exchange management and economic
instability and for dogmatically dismissing devaluationasan option. A devaluation,
Keynes reasoned, would have reduced Britain’s level of ‘gold wages’ and avoid
plunging the country into an incomes deflation to achieve the same result. A
revaluation, as the Committee proposed in effect, would enable workers to enjoy a
real wage gain without any commensurate lift in productivity. Onthat score, Keynes
obediently subscribed to the neo~classical view of employment being determined by
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the real wage-marginal productivity nexus. Eventually, one way or another, the
economy would gravitate towards full employment with lower real wages prevail-
ing.
Throughout the twenties, Keynes laced his ephemeral writings with such sub-
jects as the growing problems of immobility of labour, wage rigidity and the
‘inelasticity’ of the industrial system. All these broadly combined to deny the
efficacy of market forces with respect to ridding Britain of unemployment. These
elements were woven together in his damning indictment of the Cunliffe Commit-
tee’s findings:

“Tsuspect that their conclusions may be based on theories, developed fifty years

ago, which assumed a mobility of labour and a competitive wage level which

no longer exist; and that they have not thought the problem through overagain
in the ]ﬁht of the deplorably inelastic conditions of our industrial organism
today.’

Another of Keynes’s observations in this regard, alluded to earlier, had been the
growing power of trade unions to maintain real wages in the face of unemployment,
even within the exporting industries. 17

In a piece entitled "Does Employment need a Drastic Remedy?’ (1924),"" Keynes
wrote on the exemplar of a high wage prosperous economy. This optimal state could
onty come to fruition-by monetary reform--in-the form-of-a managed currency.- and
the diversion of national savings into public works. Admittedly the public works
were presented as purely temporary expedients for reducing unemployment but it
was much better than a drastic, near impractical, cut in wages. The funds for the
latter could be made available by diverting them away from ‘barren’ foreign invest-
ment. This marked something of a volte-fare in Keynes’s thinking. Now Keynes
held that only foreign investment could be crowded-out. Beforehand and even in
concurrent drafts of the TOM Keynes had subscribed to the fully-fledged Treasury
view’ that capital expenditure financed by public borrcivgmg, could not exert any
positive economic stimulus and might do actual harm™™. This new proposal re-
flected Keynes’s growing disenchantment with orthodox opinion and was prompted
by his patriotic concern that too much capitallgvas being invested abroad while
substantial unemployment persisted at home ~. Fundamentally, under a fixed
exchange rate, foreign lending threw the balance of payments into disequilibrium
and necessitated an offsetting adjustment of either increased exports or reduced
imports brought about by a depreciating exchange rate. However, workers in the
sheltered industries would resist the concomitant real-wage reduction and thereby
impede this cycle of adjustment.

During the twenties Keynes also focused brief attention upon population growth
and the portent it held for wages and employment. He feared that population
growth was outstripping capital accumulation and threatening living standards.
Keynes had first raised the Malthusian spectre in his Economic Consequences of the
Peace. In a later article, Keynes held that while unemployment was partly attribut-
able to the low level of purchasing power, it could, also be in league with excessive
population growth, and the power of organized labour to majﬁtain real wages above
what underlying economic conditions were able to support™ .

Further evidence of Keynes unswerving loyalty to the marginal productivity
theory of wages is sampled on his view on protectionism. Here he upheld the
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classical tradition by deriding the idea that i}fould cure unemployment, terming it
a “fallacy in its grossest and crudest form’™". Keynes was later to recant on this
admittedly during the despair of economic depression.

At the Balfour Committee on Industry and Trade (1925), Keynes discussed the means
by which a gold standard imposed general reduction of wages could peacefully take
place in all industries. The orthodox approach, entailed a tight credit policy that fell
heavily upon the barely Eﬁofitable unsheltered industries with subsequent losses in
employment and output”*. Keynes termed this policy as one of ‘intensifying unem-
ployment’. Ideally a wage-cutting program, to be acceptable, had to be achieved
across-the-board. As Keynes put it,

“If all wages could be reduced simultaneously the cost of living would fall too,
and real wages would very likely be very little lower than they had been before,
and the working classes would not have suffered; so that if there was any
machinery by which you could reduce wages simultaneously the agjections to
the policy that I have been outlining would not be very serious’". Further-
more, ‘The difficulty I see is that those workers who are first asked to accepta
reduction have a legitimate grievance because if you ask workersin a particular
trade to accept a reduction they have no guarantee that the cost of living will
fall and you are in the first instance, until it has fallen, throwing on them a
reduction of their real wage against which they can legitimately protest.”

These passages suggest that Keynes, from an early stage supported a money-
wage cost pricing theory which was later employed in the GT. More importantly,
Keynes believed that workers adhered to a relative wage conditioning which effec-
tively governed their behaviour towards money wage cuts; workers were well aware
of the real wage/money wage dichotomy. The truly significant element in Keynes'’s
thought at this stage was his apparent disavowal of the classical proposition that
money wage negotiation between labour and employers determined the real wage.
Usually the secondary literature on Keynes dates this development from the Treatise.
However, this paper’s interpretation is supported by Keynes’ evidence before the
Balfour Committee and his numerous public writings during the mid-twenties®.

During this period Keynes also alluded to the new but growing problem of
structural unemployment - a product of the decline of the ‘staple’ industries.
Keynes’s advice on dealing with problems was, in terms of his later works, rather
prescient. He urgedzghe government to ‘create a condition of demand for labour in
the other industries’”. This advice was consistent with his allegiance to the expan-
sionist cause. Here Keynes found some support from the Federation of British Industry
which echoed his catch-cry that ‘prosperity is cumulative’. This group of industrial-
ists pushed for imaginative economic measures that would stimulate production
and, through the increase in output, allow some reduction in unit costs.

In his Economic Consequences of Mr Churchill (1925), Keynes raised the tenor of his
attack upon the internal adjustment policies being orchestrated by the Bank of
England 26. Elaborating upon the theme of workers’ resistance to wage cuts, Keynes
propounded the concept of a ‘National Treaty’ whereby all money incomes would
be uniformly cut to bring the price level into alignment with the appreciated
exchange rate. Reiterating the industrial disputation and social disruption that
would ensue from a wage-cutting campaign, Keynes underscored the more effusive



54 History of Economics Review

aspects of Churchill’s strategy. Keynes claimed that: “The problegy, how to bring
about this reduction is as much a political as an economic problem”*’. This marked
an important break in Keynes’s thinking on money-wage determination. He had
already gone some way in highlighting the deficiencies of the neo-classical approach
towards understanding wage behaviour in a capitalist economy. Now Keynes was
hinting that money-wage determination was an imponderable, not altogether
responsive to market forces of demand and supply. However Keynes never really
focussed much attention towards developing a rigorous, systematic theory of money
wage determination. This was demonstrated when he made an almost identical
statement in 1943 when discussing the contro, if any, upon rising money wages in
a full employment economy.

What Keynes did do in this period, however, was contrast the two altenatives
available towards conducting a wages policy in a capitalist society; one inbued with
considerations of equity and justice, the other subordinated to the ‘hard facts’ of
market pressures. Keynes rejected the latter policy as morally distasteful and, more
importantly, inoperable because of institutional constraints. Even in the midst of
deflation money yrages were recalcitrant yet the dislocation and unemployment
were immediate “~. Keynes also objected to the deflationist ‘internal adjustment’
policies on distributional equity grounds. As he wrote, ‘Intensifying une%ploymem
is a policy ... from which any humane or judicious person must shrink’.

For the moment Keynes was duty bound as a classical economist i regard money
wage cuts as theoretically justifiable in the circumstances. However, his intuition
and moral dictates led him to suggest more acceptable expedients towards resolving
the economic crisis. These policy recommendations were advanced without any
underlying theoretical support. This was a trademark of Keynes’ work; bold and
loosely-argued policy proposals embodied within his polemical writings always far
outstripped, in terms of development, the formal theoretical supports. Keyrnes
outpouring of articles on the return to the Gold Standard reflected his innately-held
optimism that Bank of England and Treasury officials would rethink their policies
and, like :?dxblic opinion, see good sense and vouch for price stability before exchange
stability

Yet, Keynes was still years away from presenting a theoretical tour de force that
would categorically announce his departure from the classicists by providing a
theoretical basis for his iconoclastic views,

During the long gestation in which the Treatise took shape Keynes. produced
several polemical essays that were to provide the philosophical backdrop for the GT
central message. Keynes’ search for ‘a new set of convicﬁoréﬁ’ began with his essays
‘The End of Laissez-Faire’ (1924) and ‘Am I a Liberal’ (1925) " . In the former, Keynes
asserted that private interests do not necessarily concur with the public interest.
Moreover, he perceived that the public were beginning to demaé\ﬁi economic stability
through state regulation of the levels of saving and investment™ . In the latter essay
Keynes devoted attention to the emerging juggernaut roles of trade unions and
employer groups within the economy; Keynes voiced concern about the growing
influence of the former, in particular, their ability to defy market forces in determin-
ing wages. Trade unions were, ‘once the oppressed, now, the tyrants whose selfish
and sectional pretensions need to be bravely opposed™. Interestingly, as Kahn
notes, Keynes did not develop this apparently isolated view of trade union irrespon-
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sibility in later writings but he had, gﬁbe sure, taken note of the power of organized
labour in negotiating money wages

In the latter essay, Keynes again pleaded for greater co-ordination between
saving and investment flows so that the ental economic forces could be led
towards economic stability and social justice™ . To bring this about meant inventing
a ‘new wisdom for a new age’ that would be a radical break with the prevailing
economic theory. For Keynes it meant adopting an intellectual predisposition that
was, ‘unorthodox, troublesome, dangerous and disobedient to them thatbegat us”
Certainly, after years of disquietude, Keynes had gone some way towards chllenging
the fundamental postulates underlying the neoclassical edifice. On the issue of
unemployment Keynes found that neo-classical ‘... theory starts off by ﬁsuming the
non-existence of the very phenomenon which is under investigation’.” A blithely-
held faith in the market clearing axiom assumed away the problem at the outset and
relieved the classicists of any doubt of their theory’s worth.

The 1929 pamphlet Can Lloyd George do it? co-authored with Hubert Henderson,
marked another milestone in Keynes’s thinking for it confidently postulated a
positive relationship between emggoyment and expenditure. This concept had been
first alluded to by Keynes in 19247, The notion of a multiplier was, of course, quite
alien to the neo-classicals since, in their world, full emgboyment was alWays proxi-
mate with a consequent zero elasticity of total output™ . There was, however, no
coherent theoretical conviction behind the multiplier concept, its early appearance
forming part of a populist electoral campaign policy for the Liberal party. Largely
based on ‘common sense’, the essay conveyed some simple logic. An economy like
Britain, which had an excessive savings problem could deal with it in two different
ways. The first approach, a non-interventionist one, effectively meant part of the
excess savings being expended, via taxation, upon dole payments, while the rest was
‘spilled on the ground’, in the form of business losses.

Alternatively, the State could harness the savings funds and re-engage them as
expenditure upowublic works. This would generate an increase in income, output
and employment . Employment would be created directly in the area of expendi-
ture and indirectly in the linkage industries. Furthermore, the employment increase
would generate an increase in ‘purchasing power’ thereby imparting a “secondary’
stimulus to activity,‘H\us ‘the forces of prosperity, like those of depression work with
acumulativeeffect” . The public works program wouldalso stimulate the economic
system into a higher level of efficiency, reducing somewhat the pressure to cut wage
costs. With plemiful credit, brighter expectations and higher prices, unemployment
would tumble™“. In the same essay, Keynes made reference to a new ‘transfer
problem’. Here the term was used to describe structural unemployment which
many commentators believed to be an intractable problem. Keynes rejected both
diagnosis and prognosis. It was the general lack of demand, or ‘purchasing power’
in the economy and the refusal by officialdom to consider fiscal action that lay at the
oot of the problem. The failure of labour migration to iron out differences in
unemployment among different trades was essentially due to the prevailing low
level of aggregate demand. Keynes reiterated that rising prices rather than cutting
wages was a better means of diverting resources from one kind of employment to
another.

The rest of this pamphlet was, like his other essays, given over to polemics.
Nevertheless one can still capture from his essays, a broad outline and indication of
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Keynes’ theoretical development and his interventionist policy orientation. Another
essay, Liberalism and Indus, (1927) is replete with policy suggestions relating to
industrial re-organisation™. It contained criticism of the technical inefficiency of
small-scale industry and the waste of cut-throat competition, and urged moves
towards full-scale rationalisation. Also advocated was greater state influence over
the allocation of capital. Citing the failure of private enterprise to address the
problem, Keynes also suggested state-sponsored training for workers to facilitate
labour mobility. Interestingly, Keynes went further and proposed that the State
should have some input into money wage bargainipg, insofar as it promoted the
‘betterment of the economic welfare of the workers” . It was apparent that, in his
mind, Keynes held to a wage policy of sorts - one that stipulated a fair and justifiable
share of the ‘cake’ to the working classes. Embodied within this was the key
emphasis upon keeping money wages stable.

The Thirties

The Treatise on Money (Treatise) (1930) contains some material, albeit brief, pertaining

to wages and employment. Before considering the Treatise’s contribution in this

regard one is mindful of es’ disclaimer that, ‘this is a Treatise on money and
I ot on” the' wage system™ ™ '~ The Treatisee-was-intended-to-provide a-systematic
theoretical framework to support the views and assertions contained in his public
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writings; however his prodigious work-rate and continual revision of his theorising
meant that the Treatise, at the time of publication, did not fully represent the content
of his contemporaneous writings.

While still beholden to the quantity theory, the Treatise presented a more elabo-
rate version with the Fisherine identity MV=PT, replaced by a savings equals
investment equilibrium condition. Assumptions of neutrality of money and con-
stant output were retained. The centre piece of the Treatise’s analysis - the funda-
mental equations - purported to explain the cyclical instability of the price level
generated by changes in ‘monetary’ and ‘investment’ factors. Consequently the
Treatise’s theoretical model regarded unemployment as ensuing from short-term
market imperfections; unemployment was not considered a viable equilibrium state.

’ A perusal of the causal dynamics of the model illustrates the relatively minor

- role wages played in the analysis. Once again, the level of profits was deemed the
locomotive force within the economy. Anincrease in the money supply would lower
interest rates, propel investment ahead of savings thereby pushing the actual price
level beyond their expected level. Windfall profits would ensue encouraging enter-
prises to expand operations and employ more labour. The subsequent increase in
the demand for money for ‘industrial circulation’ purposes pushed up interest rates
and brought investment back into line with savings. The new equilibrium would
have allg'gher price level, corresponding to the original increase in the quantity of
money

Conversely, a high interest rate policy would choke off investment spending.
With falling prices, entrepreneurs would record losses and respond by reducing
employment. Inevitably there would stem pressures for wage cuts as entrepreneurs
sought to realign their costs with lower prices. The longer workers impeded this
equilibrating adjustment, the longer unemployment would persist. Theoretically
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Keynes dismissed wage-cutting as the answer to this oversaving economy since it
merely redyced the spending power of the workers by as much as the costs of
production ™. With this argument, part of which was to reappear in Chapter 19 of
the GT, Keynes was effectively assuming a marginal propensity to consume of unity
for wage income. The true equilibrating factor in the scenario was the fall in the
interest rate engendered by the reduction in the demand for funds as the costs of
p tion fell. Mehta rightly identifies this as the prototype of the Keynes Ef-
fect’™". Using this coherent model in the Treatise Keynes could detail the modus
operandi of how the Treasury’s deflationist policy of a high bank rate actually took
hold. Officialdom’s view of the matter was that if {hey prosecuted the deflation of
prices the deflation of costs would look after itself . Keynes chide%heir naivete
and believed them ‘apt to contemplate a deflation too lightheartedly”

With wages, the fundamental equations enabled Keynes to differentiate between
cost inflation and profit inflation. Cost inflatiorcould occur whenever there was a
‘spontaneous’ rise in the rate of efficiency wages™ . Keynes regarded theoccurrence
of this type of inflation as being dependent upon the ‘character’ of the wages system,
including the behaviour of trade unions. A victim of the circumstances in which he
wrote, Keynes believed this type of inflation was unlikely to occur. Yet in the last
pages of Treatise he seemed well aware of the effect trade union power could have
upon the price level;

If there are strong social or political forces causing spontaneous changes in the
money rates of efficiency wages, ﬂgs control of the price level may pass beyond
the power of the banking system”

Confronting this type of inflationary problem would be difficult, for monetary
policy was ‘si.n%darly ill-adapted’ towards achieving money wage restraint from
trade unionists™ . In the GT, Keynes continued this theme with his comment that
trade union control of money wage setting would result in monetary policy being
effectively governed by them.

The other type of inflation, namely profit inflation, stemmed from the level of
purchasing power pushing prices above costs per unit of output. Workers might
achieve higher money wages due to the gxgswing in activity and the corresponding
strengthening in their bargaining power ™. Nonetheless some erosion of real wages
was initially likely since money wages usually lagged behind the rise in prices.

The Treatise focussed prime attention upon the perennial external economic
problem facing Britain which was itselfsg.)unded upon the relationship between the
interest rate and domestic wage costs.” Britain’s fundamental problem was that
her volume of aggregate savings vastly exceeded her total investments. The parlous
state of her foreign balance not only limited British foreign investment but also
curtailed domestic investment because of the high interest rates required to maintain
external balance. On a theoretical plane, wage cuts could improve the situation by
generating a more favourable foreign balance and thereby permit lower interest
rates. But with money-wages rigid, interest rate manipulation was the only means
to maintain external balance. However, manipulation of interest rates might induce
a haemorrhage of capital abroad™ . Should this occur, Keynes advised that: ‘there
remains in reserve a weapon by which a country can partially rescue itself g9\en its
international disequilibrium is involving it in severe unemployment’ ™. The
‘weapon’ was public works. In his public writings Keynes’ advocacy of public works
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to counter unemployment had become legendary. Now even passages in the Treatise
mirrored Keynes’ uneasines about accepting a body of thought that did not allow
for persistent unemployment, nor entertain any long period analysis other than that
befitting the quantity theory*. Indeed his throwaway line at the end of the Treatise
" harbours an element of dissatisfaction with the quantity theory’s explanatory power
and monetary policy generally: ‘Monetary theory, when all is said and done,g'g little
more than a vast elaboration of the truth that “it all comes out in the wash”"™".
Keynes admitted to being disappointed with the Treatise sometime before its
publication saying that it needed a ‘somewhat drastic rewriting’. It did not reflect
the state of his mind on matters of economic policy, prticularly his preference for
public works rather than fiddling with the Bank Rate.”™ Keynes was also in some
state of confusion about what determined the price level. In one part of Treatise the
pricelevel is apparently governed by &}e costs of production, in another, prices seem
determined by the quantity of money . Inhis ephemeral writings Keynes confided,
as shown, in a money-wage driven theory of prices. Despite his expressed doubts

about the Treatise, Keynes’ advice to the Macmillan C ittee and_the E
Advisory Council’s Committee of Economists still largely drew from its theoretical
schema.

The Macmillan Committee of Inquiry into Finance and Industry was charged with
inquiring-into,measures.thaLwould.pmmote_theAemployment,of,labgur and, more
fundamentally, rectify Britain’s excess savings conundrum. It reported against a
backdrop of increasing real wages due to falling prices and favourable movements
in the terms of trade. Keynes was to prove a key contributor to the Committee in
three ways; in the questioning of witnesses, in his own private policy submission,
and, in the formulation of its findings. He used the Committee as a sounding board

- for testihg the policy advice stemming both from the Treatise and his more contro-
versial writings. All was to little avail however since the majority report of the
Committee embraced the fiscal orthodoxy of the “Treasury View’.

Keynes began his seven days of evidence before the Committee by first diagnos-
ing the key problem with the official Bank rate policy - it had become jammed’ owing
to the rigidity of wages and could not by its own accord clear the disequilibrium
between prices and costs. He went on to put up seven policy options for considera-
tion. All were committed towards reducing the real wage and thereby lead to greater
entrepreneurial profits. Moreover, six of the seven expedients would engineer a
balance of payment surplus hereby allowing greater export of capital ‘without
resorting to high interest rates

As it turned out, Addendum I of the Macmillan Report, written under Keynes’
editorship eventually put forward three of his alternative recommendations; a
reduction of wages and salaries; a tariff-bounty mix of in%&stry support; and a
program of public works and subsidized private investment . Although recogni-
tion was given to the theoretic option of cutting all money incomes under some
National Treaty arrangement, Keynes deprecated the practical value of this proposal
since no machinery existed to expedite the policy. Britain was, saidé(eyn&s, ‘ex-
tremely ill-adapted to violent upward changes in the value of money’

Nonetheless scientific integrity still compelled Keynes to admit, in the Treatise,
that this option was ‘theoretically conceivable’ as a means of correcting disequilib-
rium; wage cuts would generate larger profit expectations, induce investment, and
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help improve the foreign balance, provided export and import elasticities were
favourable. But wage-cutting was a ‘dangerous enterprise’ and Keynes drew atten-
tion to the marked reh.g{ance of businessmen and employer associations towards
sanctioning that policy . Even the supposedly high priest of c&ssical economics,
Pigou, failed to commit himself wholeheartedly to this expedient . In a letter to the
Prime Minister, Keynes reported that there was: ‘a very set and deliberate determi-
nation in almost all quarters of the commugg'ry not to go back on this as a general
policy ... except as an absolutely last resort”™ .

Keynes had already questioned the magnitude of the employment-creating
benefits of a wage cut; proponents of the price deflation policy tended to overstate
the employment gains ® they overlooked the commensurate effect the wage cuts
had upon expenditure.” This point had, of course, been previously elucidated in
Keynes’s journalistic writings but it now re-appeared more formally presented than
hitherto. While he accepted that wage cuts would benefit the export trades his
pragmatic bent put forward for consideration the altemative expedient of a tariff-
bounty scheme. The Macmillan Committee were apparently convinced of Keynes’
stricture that an outbreak of competitive wage-cutting would ensue if Britain began
to cut wages in export industries.

Before the Committee, Keynes had also paraded the domestic expansion option
as a first-best megns of bringing domestic prices and incomes into alignment with
the exchange rate . Contrasted against the money-wage cut option, the expansion
in the price level, following domestic expansion, carried several inherent advan-
tages; first, it would fall equitably upon all money incomes; second, it entailed an
acceptable fall in real wages; third, it would provoke less resistanceégnd; fourth, it
would sidestep the problem of aggravating the monetary debt. Finally, the
domestic expansion expedient would help the labour ‘transference’ process.

The mostnotorious of Keynes’ expedients put to the Committee was his espousal
of trade protection. Underlying this proposal was Kg;nes’s insistence that the
conditions for the success of laissez-faire had banished.”” Protection obviated the
need for wage cutting, and possessed all the advantages of the domestic expansion
option. It enhanced profitability in the unsheltered industries would power
investment ahead of saving stimulating output and employment” *. Some pon-
dered whether the trade unions might seek out higher money wages from this
exercise; Keynes was opﬁn}'istic inthis regard believing that money wages, were, for
the most part, quite stable’ .

Despite this Keynes still subscribed to classical economic principlesand regarded
protection as an unsound long-term policy, but, for the interim, a necessary evil. In
pragmatically backing protection, Keynes had been particularly fearful that interna;
tional wage-cutting would emerge in the absence of protectionist measures.
However, when Britain escaped the ‘tyranny’ of the gold standard Keynes aban-
doned both his tariff and public works proposals because they were overly incon-
sistent with the Treatise’s theoretical schema. He did however remain somewhat
opposed to the idea of bowing to the dictates of coyy;araﬁve advantage especially
where it threatened a loss of economic stability.”” In this regard, Keynes was
uniquely aware of the usually unaccounted for adjustment costs borne by society
when resources needed redeployment.”

In his private evidence before the Macmillan Committee, Keynes had also
canvassed three other policy options that could help generate an economic recovery.
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One expedient, industrial rationalization, had been developed as partof the classicist
policy response to the economic crisis. In light of the intemational dimension of the
depression, Keynes spoke of a grand scheme where the leading central banks
launched a concerted policy of interational reflation to restore world price levels to
parity with world levels of costs of production. A more local and achievable
expedient was the idea of placing bounties upon exports. This way the whole
community subsidized the high wages prevalent in the export industries. Interest-
ingly, Keynes’s advocacy of this option mirrored his predilection towards raising
‘working class standards through the welfﬁe system (i.e. the social wage) rather than
directly pursuing a high wage economy.

In promoting this expedient, Keynes was aware of the ability of capital to
undermine a country’s independent wage policy, especially in Britain where the
perennial capital outflow necessitated a tight money policy that suppressed domes-
tic economic activity. He conveyed this to the Macmillan Committee: ‘I believe that
laissez-faire in foreign lending is utterly incompatible with our existing wage
policy”.”” Unfettered foreign lending could indefinitely ‘put off the day’ when
workers could claim their entitlemex}%to the enlarged income cake resulting from
generations of capital accumulation” Capital, in fact, could conspire to reduce
labour’s share of the ‘cake’ by provoking a balance of payments crisis. These views

———— were contained in Keynes's article The Question of High Wages_(1930).. Again recorded

\
|
|

was Keynes’s acceptance of the view that money wages were, in fact, the product of
historigg] and social forces rather than being strictly based on any productivity
nexus.” " It followed that, were the working classes to secure greater political-cum-
bargaining power, they would, under the rules of the game, appropriate a larger
share of the product of industry.

Another critical development in Keynes’s thinking on wages at this time relates
to worker psychology; Keynes believed industrial harmony would be enhanced only
if workers received the reyards of increased productivity in the form of higher wages
rather than lower prices’ . Conversely, a real wage fall was best expedited by prices
rising and wages remaining steady. This asymmetry in expediting real wage adjust-
ment translated into the policy lesson that money wages should be regarded as rather
sticky.

Ay key development, evident in Keynes' submissions before the Macmillan Com-
mittee and the Economic Advisory Council, was that, while still beholden to classical
persuasion that the maladjustment of réal wages was the root cause for all unem-
ployment, he was now of the opinion that the level of real wages was determined
and affected by other forces in the economic system. In answering a questionnaire
Keynes himself had circulated to the Committee of Economists in September 1930
he began to question where real wages actually came in when tackling unemploy-
ment. As he put it, ‘Real wages seem to me to come in as a by-product of the remedies
which we adopt to restore %ﬂlibrium. They came in at the end of the argument
rather than at the beginning” ~, and, ‘Employment is nota function or real wages in
the sense that a given degree of employment requires a det%ninate level of real
wages irrespective of how the employment is brought about.”

This marked a watershed in Keynes theorising on the wages-employment nexus
-namely the essential irrelevance of the former in determining the latter. Real wages,
for that matter, are seen to ‘fall out’ from the tempo of economic activity.* The

o
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essential contention of this article is that Keynes already, at this early stage, atbeit
incoherently, commanded the rudiments of the wage theory that was to appear in
the GT. For instance, the famous line in the GT relating how there may exist no
expedient by which labour can reduce its real wage was hardly a new insight; as
argued, Keynes had grasped that fundamental insight as early as 1922 and intermit-
tently incorporated it in his subsequent writings. However, Keynes had yet to
develop a theoretic framework that would add rigour to his then iconclastic views
on wages.

Privately, he began to do so in the same questionnaire invoking Kahn's multiplier
analysis in writing of ‘primary employment’ brought about by an increase in
investment spgnding and ‘secondary employment from the consequent increase in
consumption . Real wages would be reduced by the accompanying lift in prices.
Meanwhile the public Keynes’s opposition to the MacMillan Committee espousal of
wage cuts was still solely based upon the impracticality of doing so. He was at one
with his Committee colleagues that real wage cuts would increase employment. Yet
privately, as argued, Keynes was becoming uneasy about sharing with Pigou the
conviction that only labour market rigidities allowed unemployment to persist.

In his Harris lecture entitled ‘An Economic Analysis of Unemployment’ (1931),
Keynes modified his Treatise-based analysis by referring to a ‘spurious equilibrium’
at some éaw level of output where investment was dragged down to equality with
savings. - But this merely represented a transitory point at the trough of the
business cycle before replacement of stock and the pressure of capacity-constraints
again pushed investment ahead of savings. Nonetheless, Keynes had begun to
associate equilibrium with positions other than at full employment further signify-
ing a break with neoclassical thought.

In the same lecture, Keynes reiterated that the wage-cutting option would only
succeed in dragging down the price level and accentuate the burden of monetary
indebtedness.”~ Keynes cited examples of the British cotton and coal industries
where wage rates had fallen up to 40 per cent without any discernible output gains
since producers had merely cut prices. It would neither solve an economy’s excess
savings predicament nor lift its profit ratio. As he put it, ‘an all-round dimunition
in entrepreneur’s variable costs per unit of output may actually aggravate, rather
than gemedy a subnormal level of profit which is reacting unfavourably on out-
put’.”" The road to recovery, Keynes contended, was by raising the level of invest-
ment, achieved by restoring business confidence, reducing the rate of interest or by
undertaking public works.

In a commentary entitled ‘Report of the Australian Experts’ (1932) Keynes consid-
ered how far a program of actual wage-cutting could go in reducing unemployment
in a small open economy. Australia had just undergone a uniformly applied cut in
money incomes - along the lines of Keynes’ National Treaty proposal - and now
Australian economists pondered whether another round of wage and salary cuts
would be beneficial. Keynes, pointed out that high real wages were a result of the
slump and felt that the exercise wauld have little value apart perhaps from a minor
improvement on the trade balance™; Australia would remain locked-in to a state of
unemployment until it took stimulatory measures to alleviate the problem. This
would comprise a depreciation of the exchange rate and public works.

Meanwhile, at Cambridge, the first rudiments of what was to become the GT was
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taking shape. Abandoning the constant output assumption, Keynes, with the help
of the Cambridge Circus, transformed the Treatise’s fundamental equations into a
system that determined output and employment. Savings-Investment disequilibria
were now brought into balance by changes in output. With Kahn’s seminal multi-
plier analysis at his fingertips Keynes could examine the economy’s ability to supply
different output levels. By 1932 Keynes could profess what was to become the
fundamental theoretic import of the GT: ‘There is no reason to suppose tégt positions
of long period equilibrium have ... to be positions of optimum output™ .

The ground work supporting this finding first made its appearance in early drafts
of the GT. In these drafts, all trace of which were strangely omitted from the final
version, Keynes distinguished between a monetary production economy and a real
exchange economy. Using the Marxian schema M-C-M, Keynes outlined a monetary
economy founded upon nominal contracts where entrepreneurs hired labour, or-
ganized production and sought the recoupment of costs incurred by selling the
output to the very people they employed. In this money-contract based economy,
employment was determined by aggregate demand in conjunction with entrepre-
neurial expectations. Entrepreneurs sought to imise profits by enlarging the
margin between sale proceeds and variable cost.” Keynes’s other construct, the
co-operative economy, on theother hand, depicted anidyllic, equilibrium-orientated
economy where trade and exchange were conducted on a barter basis with money

rendered neutral. Full employment was reached at the point at which the value of
the expected output gid not exceed the cost of production with labour assured a
fixed share of output ™.

In the entrepreneurial economy profitability of entrepreneurs expenditure was
the key dynamic; consequently, employment was primarily dependent upon the
relation 'between aggregate expenditure and aggregate costs. Whenever aggregate
costs exceeded aggregate receipts firms could not mitigate the loss by adjusting
money wages since this effectively constituted the bulk of demand for the firm’s
output. Keynes emphasized that this was the great stumbling block for the classi-
cists; they assumeg} unemployment could be removed by workers bargaining for
lower real wages.~ They transposed the (micro) economics of the firm to the
economy at large. In contrast, Keynes outlined three expedients, should need arise,
that would ensure equality between aggregate expenditure and aggregate costs, !
namely loan-financed expenditure by government, redistribution of income meas- ‘
ures and, not least, manipulating interest rates™ .- - - - - -

One preface in an early draft of the GT forewarned of the intellectual resistance

the theory would arouse. Keynes intended to ‘raise some dust’ with his theoretical
assault on neo-classical economics for he feared that the classicists would expurgate
his work or, at best, only partly understand this theory. His criticismgqf their theory
would, he believed, be easily set aside, ‘like water off a duck’s back’™".
Although Keynes ultimately lowered the tenor of criticism in the preface to the
GT he was somewhat guilty, in his habitual self-promotion, of over simplifying
accepted neo-classical theory. In this vein, Keynes’ selective onslaught upon Pigou’s
Theory of Unemployment (1933) as the sole representation of classical economic theory
relating to wages and employment was somewhat unfair*. Only Robbins, Cannan
and Rueff actually advocated money wage cuts during the early thirties. Many |
classical economists, including Pigou, were more flexible than Keynes would have |
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one believe, especially on matters of employment creation and wage policy. Pigou,
for instance, acknowledged not only that the unemployment occurring in the early
thirties was involuntary but also expressed doubt - before the Macmillan Committee
- that a direct assault on money wages would impart any lasting beneficial effect.
Like Keynes, Pigou felt that unemployment arose sz'cause the level of real wages
was out of kilter with the ‘existing state of demand”™ ™.

Revisionist research undertaken by Schlesinger, Hutchison and more lately,
Bleaney also supports the contention that Keynes was guilty of a,jgibuting to his
predecessors a general position that was only, in truth, partly held.”™ Nevertheless
there still remained, before the publication of the GT, a strong literary tradition
within the economics profession, but more especially, within Whitehall and the City
in favour of wage reductions whenever unemployment arose. The credibility of the
Pigouvian theory of employment had obviously suffered in that it provided no
theoretical justification for the demand stimulating policies Pigou now recom-
mended. Certainly Keynes was utterly correct in identifying the classical model’s
theoretical presuppositions, as only, ‘applicable to a éciciety which is in equilibrium,
with all its productive resources already employed”.” " In short, the classicist econo-
mists had no conception of an effective demand constraint at the macroeconomic
level.

As the GT took shape Keynes characteristically pre-empted some of its content
by producing the pamphlet “The Means to Prosperity’ (1933)"". In it, Keynes put
forward two major policy initiatives. The first proposal was for the State to engage
in public works projects using loan-financed expenditure to induce an expansion in
local economic activity. Invoking multiplier analysis, Keynes now quantified the
actual employment gains. Importantly, he noted that as employment crept up, the
potericy of the employment multiplier diminished. The second proposal pushed for
the restoration of global prosperity by way of a multi-lateral staged program of
demand expansion. In sum, the article could be considered within the early GT
framework although Keynes had yet to fully flesh out the accompanying theoretical
system that would provide a convincing theory of unemployment.

This, of course, came to fruition in the GT (1936) which marked the pinnacle of
Keynes’s academic career. In contrast to the Treatise, the GT’s quaesitum was output
and employment. A completely new theoretical edifice was therefore needed to
justify the bold policies Keynes had been arguing for, on and off, for the past several
years. The revolutionary import of the GT, of course, was that the economy could
equilibrate atlevels of output below the full-employment level of output. Moreover,
the GT indicted the market capitalist system for its arbitrary and inequitable distri-
bution of income and for having involuntary unemployment as the general state of
affairs in the economy. Employment was determined by aggregate demand, com-
prising consumption and investment spending, the latter variable being the power-
house of the economic system. In that sense, Keynes’ theory of employment was
somewhat demand biased - aggregate supply simply assumed to be an aggregation
of Marshallian short-run supply functions. Similarly, the other half of the employ-
ment equation, wage rates, played a rather subsidiary role. The wage theory, albeit
effusive, was hardly new; Keynes having brought together all the disparateelements
of wage theory he had put forth over the years and merged them into a synthesis.

In the GT Keynes confessed to some difficulty in defining just what the classical
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theory of employment was before concentrating his assault upon Pigou’s Theory of
Unemployment. As argued, he had not been so hesitant in asserting the fundamental
dissimilarities between his theory and theggeo-classicals: ‘My difference from this
theory is primarily a difference of analysis’” . Keynes consigned the classical theory
as a special case, applicable only at full employment, whereas his theory held general
applicability, whether money wages were fixed or flexible. Theoretically, the clas-
sicists were reduced to arguing that only a rigidity of money wages prevented a
return to full employment since they held dearly to the axiom that wage bargains
between entrepreneurs and workers determined the real wage. As Keynes put it:
‘The Classical Theory has been accustomed to rest the supposedly self-adjusting
character of the economic system on an assumed fluidity of money ; and when
there is rigidity, to lay on this rigidity the blame of maladjustment’™" .
In Chapter Three of the GT the theory of employment determination was clearly
and succinctly put;
|
|
|
|

“The propensity to consume and the rate of new investment determine between
them the volume of employment, and the volume of employment is uniquely
related to a given level of real wages - not the other way round. If the
propensity to consume and the rate of new investment result in a deficient
effective demand, the actual level of employment will fall short of the supply
of labour potentially available at the existing real' wage, and the'equilibrium
real wage will bq)greater than the marginal disutility of the equilibrium level
of employment’.

In his exposition, Keynes included remnants of the classical theoretical edifice.
However, his advised use of the two classical postulates led to much confusion and
ultimately, served to obscure and sidetrack she true meaning of the GT as far as
employment determination was concerned” . This was particularly ironic as the
postulates had, at Harrod’s behest, been included to appeal to the classicists ‘on their
own ground’. The first postulate sets out the inverse relationship between real wages
and employment. This Keynes readily accepted as it was consistent with the
Marshallian tradition of diminishing marginal returns and marginal cost pricing.
Keynes however, took issue with the second classical postulate on two grounds®*.
The first reservation concerned the actual attitude workers held towards real wages
and mopey wages respectively though Keynes judged it not ‘theoretically funda-
mental’” . It did, however, negate the classical labour supply relationship with
labour supply now being more dependent upon relative real wages than upon real
wages per se, :

By framing this reservation Keynes had simply incorporated workers’ resistance
to money wage-cuts that he had observed, over the preceding years into a condition
underlying a hypothetical labour supply function. The second, more fundamental,
objection related to the received wisdom that labour in a monetary economy had the
ability to decide their real wage via money wage bargaining; labour had litile say in
their real wage outcome unless they could somehow influence the overall level of
aggregate demand. As argued, Keynes’ past writings had shown, ad nauseam, that
there was no direct link between the forces that determines money wage remunera-
tion and those that determined real wages. This culminated in his oft-quoted dictum
that: ‘There may exist no expedient by which labour as a whole can reduce its real
wage tg.g given figure by making revised money wage bargains with the entrepre-

.
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The classicists were reproached for not perceiving that a wage f(‘ﬁ would reduce
prices, more or less proportionately, under atomistic competition” . Since money
wage cuts neither altered the real wage, nor the level of employment, workers”
resistance to wage cuts could be exalted as sound economics since it preserved
monetary stability. Although Keynes concurred with the classicists that a decline in
real wages was the sine qua non for increasing employment the classicists felt this
could be only expedited by money-wage cuts. Keynes, of course, did not share faith
in this view; workers would accept a minor erosion of their real wage only as a
side-effect of some upswing in activity and output. This amounted to a violation of
the classical labour market behavioural relationship between real wage compensa-
tion and the disutility of labour; the existing real wage was no longer an accurate
reflection of the marginal disutility of employment. Keynes’s formal, but cumber-
some deﬁnitionl(% involuntary unemployment incorporated this element of real
wage elasticity.

‘Men are involuntarily unemployed if, in the event of a small rise in the price

of wage-goods relatively to the money-wage, both the aggregate supply of

labour willing to work for the current money-wage and the aggregate demand
for it at that wage would be greater than the existing volume of employment.

This contrasted with the classical view of things where: ‘any rise in the cost of
living, however moderate, relatively to the money-wqgg will cause the withdrawal
from the labour market of a number of workers ... The nexus between real
wages, determined by the level of aggregate demand, and marginal disutility of
employment was broken; it was only at full-employment that they were equal.

Keynes's renunciation of the second classical postulate upset traditional labour
market analysis. Consistent with this, Keynes attacked the legitimacy of an aggre-
gate demand curve for labour, founded as it was %gx fallacy of composition
argument - unless one held aggregate demand constant™ . Given this interdepend-
ence, one could not say whether cutting money wages would, in fact, generate
employment increases until one considered the effect upon aggregate demand. In
that light, Keynes’s convenient acceptance of the first classical postulate certainly
did not signify that he held the marginal product curve for labour to constitute the
aggregate demand curve for labour. Rather the labour demand curve constituted
points of effective demand themsel ﬁ.,derived from the intersections of the aggre-
gate demand and supply functions . The aggregate demand function, in tum,
represented the entrepreneur’s expected proceeds from the community’s spending
on investment and consumption.

This expectational element in Keynes’ thought on labour hiring was fully incor-
porated into the GT"s analytical system. Therehad, of course, been some antecedents
in this regard with The Tract and the Treatise, both of which placed entrepreneurial
expectations at the centre-piece in determining output levels within a monetary
economy. In the GT, the amount of labour businessmen employed was made
dependent upon their estimation of the expected proceeds arising from consumption
and investment expenditure matched against corresponding projections of supply
costs of output at that level.

In sum, the equilibrium level of employment was determined by the intersection
of the aggregate demand schedule with the aggregate supply function. This point
of intersection represented effective demand and marked the point of profit maxi-
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misation for entrepreneurs. Only a peripheral role was assigned to money wages in
the schema, except to underpin the aggregate supply curve which denoted labour
costs associated with differing levels of output. As effective demand increased,
employment would rise till a point is reached where there is no more supply of
labour at the existing real wage. Before reaching full employment, the economy
would run into a succession of semi-critical points or bottlenecks where money wage
rates would rise disproportionately with the increase in effective demand. This
reflected not only the problem of diminishing supplies of labour butalso the growing
bargaining power of labour in the circumstances.

Keynes' relative wage hypothesis became relevant for explaining the intensified
wage struggle that would ensue between groups of workers as full employment was
approached. Thus,

’ ... The struggle about money-wages primarily affects the distribution of the
aggregate real wage between different labour groups, ... The effect of combi-
naﬁonlé? the part of a group of workers is to protect their relative real
wage’

However, the relationship between labour’s bargaining power and the inflation
rate, itself a product of an increase in effective demand, was a ‘discontinuous’ one,
dependent upon the, ‘psychology of the workers and by the policies of emplo SE
and trade unions”and therefore, "did not lend itself to theoretical generalization”™ ™ ™
While Keynes left the matter of money wage determination open-ended, the possi-
bility of an inflation, fuelled by a relative wage struggle, was pre—conditional upon
an earlier lift in effective demand. Also alluded to in the GT was that cost-push
inflation can occur given the statement that d’i st unit (i.e.; money wages) can
change independently of monetary expansion” . There was continuity with the
Treatise where this possibility had been first aired.

At full employment, a state of ‘true inflation’ was reached where increases in
effective demand resulted in equiproportionate price rises and the quantity theory
was restored to its former relevancy. Keynes noted an asymmetric relationship
between money wages and aggregate demand; while money wages and aggregate
demand rose in tandem upwards,lxﬂoney wages would lag behind whenever aggre-
gate demand turned downwards™ .

| In the overall development of Keynes’ wage theory, Chapter 19 of the GT |

- represents the crowning piece in his long intellectual struggle with orthodoxy over
appropriate wage policy*. After detailing the GT's theoretical framework in the first
eighteen chapters, Keynes mounted a rigorous, systematic rebuttal of the classical
view that flexible money wages would ultimately guarantee full employment. To
repudiate this particular nostrum effectively amounted to denying once and for all
the self-adjusting character of the economic system.

On a general plane, Keynes criticised the neo-classical approach for slipping )ﬂt?
partial equilibrium analysis when examining the effect of money wage changes™™".
As discussed, Keynes had already alluded to the ‘disharmony of gelﬁ?l and
particular interest’ for some time when considering the wage-cut option” ~. This
focus on partial equilibrium precluded neo-classical economists from considering
the effects of changes in wages upon the aggregate level of demand. As Keynes
summed it, ‘the precise question at issue is whether the reduction in money wages
vf/vill orlﬁill not be accompanied by the same aggregate effective demand as be-

ore...”” " .
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Since classical theory ignored this approach, Keynes substituted in his own
method of analysis. He examined whether a cut in money wages would stimulate
employment either by increasing consumption expenditure, or increasing invest-
ment expenditure. The possibilities of success with the first were poor because the
redistribution of income from t&\fgﬂage cuts would deliver a net effect more likely
to be adverse than favourable” "~. Similarly, the odds were against investment
responding favourably to a round of Yigecuts, unless it was widely held that money
wages levels had reached their nadir.”** This left the interest rate effect to consider:
‘It is ... the effect of a falling wage ... on (the rate of interest) that those who believe
in the self-f\fyusting quality of the economic system must rest the weight of their
argument’ .

Should the quantity of money contract in step with the reduction in money
wages, the interest rate would hardly fall but otherwise the interest rate would fall
in the face of a lower demand for money balances. This might stimulate investment
spending. However, Keynes poured scepticism over this possibility insisting that
there was likely to be a highly interest-elastic demand for money and, in any case,
investment expenditure plans were likely to display, given the circumstances, a low
interest elasticity. If this is what the classicists were really about with their wage-
cutting proposals, Keynes reasoned, surely an easier expedient would be expansion-
ary policy. Keynes administered the coup de grace for classical theory and its
corollary, flexible wage policy: “There is, therefore, no ground for the belief thata
flexible wage policy is capable of maintaining a state of continuous full employment
.. The economic system cannot be made self-adjusting along those lines’ (GT pg.
267). Keynes decreed that it was only in authoritarian societies that a flexible wage
policy in a closed economic system would have any chance of success. In contrast,
it was too much to expect a market based system to exhibit a comparable degree of
control over the money supply and the level of investment that would ensure full
employment.

In the many reviews of the GT, it was apparent that many of the leading
neo-classicals (i.e. Viner, Pigou, Haberler) failed to grasp theimport of Keynes’ wage
theory or, less charitably, scandalously misinterpreted it. Many reviewers, sceptical
from the outset of Keynes’s claims of having overthrown classical theory singularly,
interpreted the GT as showing unemployment being the natural order of things
whenever sticky wages prevailed: Keynes inadvertently helped foster such miscon-
" ceptions by presenting the first 18 chapters of the GT under fixed wages mode.
Ironically this had to be done to “facilitate the exposition”. He added to the confusion
by giving reasons why money wages would be sticky and why this would be
beneficial for the economy’s monetary stability. The few readers that studied
Chapter 19 would have noted Keynes’s essential point that having a regime of
flexible wages made no difference to the analysis set out in the previous eighteen
chapters. Keynes apparently was not too perturbed by these types of misunder-
standings provided the major elements of the aggregative analysis and policy
implications of the GT were properly grasped and disseminated. He was not
interested in abstract theory per se, but in reasoning that led to clear thinking on
practical economic problems.

However, there was one isolated instance where Keynes took exception to
Haberler’s claim that there was little separating his wage theory from that of the
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classicals. It concerned the differing causal mechanisms that Keynes and the classi-
cals held with regard to money wage cuts. Keynes addressed the matter thus:

‘If classical economists here always meant that a sufficient increase of money
in terms of wage units would be a compensatory element, well and good. Iam
not aware of any passage written before the publication of my book, in which
anyone in the classical tradition has said this, or anything remotely resembling
it. T have always understood that they favoured a reduction in money wages
because they believed that this would have a direct effect YTdaroﬁts, and not
one which operated indirectly through the rate of interest.’

It was a telling remark; the classical economists had no pre<onception of the
possible stimulus wage-cuts could impart by engineering a fall in the interest rate.
Subsequently dubbed the ‘Keynes effect’ it became for some harsh reviewers of the
GT one of the few, significant, theoretical contributions from that work. (The fact
that Keynes had first written of it in the Treatise largely escaped notice.) What was
critically overlooked by many reviewers in this regard was the failure of the rate of
interest to balance the supply and demand for funds. Asargued, if the rate of interest
did not equilibrate planned investment with full employment savings, wage flexi-
bility would not, in any circumstance, guarantee a full employment equilibrium; the
question whether, money wages were rigid or not, was reduced to an irrelevancy.

After the GT, Keynes literary-activities-centred-upon-contributing-advice-on
economic policy. In his pamphlet ‘How to Avoid the Slump’ (1937) Keynes focussed
attention upon formulating a regionally tailored demand management policy. Fac-
ing a 12% unemployment rate, Keynes pressed for a ‘rightly distributed demand’ to
direct most of the stimulus to the distressed regions with less emphasis upon a
general stimulus. This switch in demand management was predicated upon
advancing the general interest; the “special’ areas - marked by pools of idle resources
- would allow rearmanent without inflation. Hitherto, the rigidity of Britain's
industrial structure had prevented broad-based expansionary measures from regis-
tering any impact in cutting unemployment in the depressed regions. At this
stage, Keynes was overly pessimistic about the threshold rate of unemployment
whereupon any further fiscal stimulus beyond that would generate inflation instead
of increased output.

As the dissemination of the GT took hold the review by Ohlin was of particular
note since it led to Keynes eventually modifying his theory of wages. Ohlinhad been
critical of Keynes for not freeing his analysis from the first classical postulate. In
contrast, Ohlin confidently speculated upon the likelihood of increasing returns to
scale upon an upturn inactivity. At first, Keynes was unrepentent about discarding
the postulate and decreed that decreasing physical returns in the short period was
an ‘uncontrovertible proposition’; the inverse relationship between real. wages and
employment was one of the ‘best established statistical conclusions.””“" The asso-
ciated relationship, raised by Keynes, namely, the movement in real wages always
being opposite in direction to changes in money wages was based upon his a priori
assumption that marginal cost increases in the short run with an increase in output
was synonymous with an increase in the marginal wage cost. The empirically-based
studies of Tarshis and Dunlop which refuted this relationship were acknowledged
by Keynes but he did not accept them as sufficiently compelling to completely
abandon the classical hypotheses. Keynes was aware that retention of the first
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classical postulate was incongrous with his interpretation of the real wage-employ-
ment nexus referred to repeatedly in the GT. This was, of course, that the real wage
fell only as a consequence of the rise in employment not the other way around.
Keynes was equally aware of the postulate’s distracting role when he wrote that its
retention within the GT framework'1 ’22 had a tendency to offset the influence of the
main forces which I am discussing’™ ",

In his 1939 Economic Journal article, Keynes pondered modifying his view of the
relationship between employment and output in the short run. An increase in
output could possibly be achieved without the marginal product of labour falling; a
fall in the real wage was no longer necessary for an increase in employment provided
there was an increase in aggregate demand. Keynes attempted to reconcile the
empirical findings of Tarshis and Dunlop with the contra-cyclical real wages behav-
iour in the GT by conjecturing that it was due to ‘our modemn quasi-competitive
system’ where producers operated under increasing returns to scale. Acceptance of
procyclical real wage movements allowed Keynes to simplify his ‘fundamental
explanation’ unded in the GT. Indeed, the simplifications gave his conclusions
added force. Keynes was also more than happy to accept the findings since it
dispensed with allegations of money illusion in the labour supply function and hence
any superficial similarity with Pigou’s theory of employment.

On that very matter Keynes rejected the claim that his theory of employment
rested upon workers being susceptible to a money illusion. Workers were fully
aware of their real wage, respective to their marginal disutility of labour. They
accepted incursions into their real wage during an upswing provided itdid notdrive
it below the marginal disutility of labour. Keynes’ later admission of a real wage
resistance phenomenon among workers removed any trace of money illusion from
his tHeory of employment but did not invalidate, in any way, that theory’s overall
force. It was the classicists who invoked a money illusion mechanism in reconciling
Keynes' theory of employm?% with their own. This had long been part of the
classicist theoretical baggage

In his next major essay ‘How to Pay for the War’ (1940) Keynes sought to integrate
distribution policy with employment and wage theory. The pamphlet set out to
devise a ‘means o{ﬁdopﬁng the distributive system of a free community to the
limitations of war’" ~~. With the “size of the cake’ fixed, Keynes pondered over the
means by which the State could marshall resources for the war effort. Inthelast war,
the resources had been appropriated by the State employing ‘nature’s remedy’ -
inflation operating in tandem with the tax system. Besides bearing heavily upon the
working classes, this policy had genfigted excessive post-war gains for rentiers in
the form of national debt dividends™™". This violated Keynes’ deeply-held notion
of economic justice. The inflationary solution to war financing was no longer
operable because workers would no longer tolerate incursions into their real wage
levels. Trade Unionists had become real-wage conscious; the lag between price rises
and compensating money wage risesllﬁd shrunk. As Keynes noted, ‘Wages will
pursue prices with not so lame a foot” ™.

To meet the physical demands placed on the economy by the prosecution of war,
Keynes proposed a deferred consumption scheme:

‘Thus, quite apart from its primary purpose to finance the war, it would be
worthwhile to introduce deferred pay at a time of scarce resources such as the
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present, if only with the object of releasing it subsequently at a time of surplus
resources and so preventing ... unemployment. I think of it asa first instalment
of a comprehensive social policy to regulate the general mtfz‘éf spending so as
to avoid the disastrous alternatives of boom and slump ... ",

Keynes’s perennial emphasis on the mal-distribution of income, now acting as
an agent behind unemployment, prompted the deferred-consumption scheme as an
equitable way of redressing the problem. It was also consistent with Keynes’
life-long concern over distributional equity and ensuring that the economy afforded
the working classes a reasonable standard of living. His deferred consumption plan,
expedited via regressive taxation, avoided direct adjustment of wages yet met the
long run interest of wage earners.

Earlier, Keynes dismissed the idea of a wages standstill as a means to alleviate
excess demand pressures. This long-held reluctance to directly tamper with wages
was repeated in Keynes’ advice on budgetary policy. The right to negotiate wages
was sacrgganct: ‘the freedom of the wage bargain is the ark of the covenant for trade
unions’. "~ The trade unions insisted upon exercising this right and dismissed
Keynes’s proposal as ‘pie in the sky’. Keynes seemed a trifle naive in expected union
compliance with the plan but, as Joan Robinson remarked, he sometimes over-esti-
mated the power of reason to persuade.

During-the-war-years Keynes-was-largely-uninvolved-in-the-dc ic-policy
committees but did play a considerable part in the 1941 budget preparations. Nor
did he assume a key role in the drafting of the 1944 White Paper gn Employment but
monitored its progress by reviewing drafts put out by Meade. Meade, in fact,
was left to do most of the running on devising ‘Keynesian’ policy ideas on employ-
ment blléﬁ Keynes did offer some further ideas for the post-war full employment
world.””" The White Paper, of course, carried the whole thrust of Keynes’s lifetime
work with its commitment towards full employment and the objective of price

- stability (read wage stability). Wilson records that the White Paper had elements of

caution within it, suggesting that Keynes’ earlier bolder proposals, like automatic
fiscal stimulus in times of slump, were now shelved. This, Wilson ax‘guesr 3Euzx'ely
reflected Keynes’s continuing state of mind on matters of economic policy

Another area where Keynes remained cautious was in estimating the actual
full-employment rate. In the GT full employment had been defined as the maximum
level of employment obtainable by lifting aggregate demand before ‘true inflation’
sets in. Over the past few years Keynes had been progressively lowering his
percentage estimate, usually at the behest of some mll%%ue; by 1943 Keynes had
settled on 5% of the work force as the acceptable limit™™~. When Beveridge sug-
gested 3%, Keynes was sceptical but urged an experimental attempt at it. Of course,
Beveridge’s experiment was to do better than expected, and without antagonising
the inflation bogey.

Keynes, in fact, spent most of the later war years devising the groundwork for
the new post-war international trading and financial system - these new arrange-
ments held some implications for Britain’s wage and employment policy in the
international context. Keynes’ proposed International Clearing Union would permit
countries to retain some sovereignty over the level of their ‘efficiency wages’ by
adjusting exchange rates where necessary. In a speech to the House of Lords, a key
thread of Keynes’ lifetime work, especially his disillusionment with unyielding
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exchange rates like the Gold Standard came to the fore with his declaration that,

‘... we will not accept deflation at the dictate of influences from outside ... We
abjure the instruments of bank rate and credit contraction operating through
the increase of unemp]oymenﬁgi a means of forcing our domestic economy
into line with external factors’.

Despite external pressures operating on wages Keynes attached key importance
to having wages ‘being seen’ to be determined largely by domestic economic
considerations. He was appalled however when Hubert Henderson and the parlia-
mentary Budgetary Committee sanctioned deflation to maintain the Yggue of ster-
ling; the persistence of old ways of thought was not to be under-rated™ ™.

It had also been during war-time that Keynes first pondered over the behaviour
of money wages in a full-employment economy. As the economy neared full
employment the bargaining power of labour was bound to strengthen, relative to
capital, and money wages were bound to give. As argued, Keynes had given only
scant attention in his works to the problem of rising money wages. Logically he
would be equally concerned with the problem as he was with wage cuts; both
directly affected the price level and thereby endangered the whole exchange basis
on which the economy was built.

The classical medicine of deflation was still one option that could be invoked to
suppress wage inflation. However Keynes believed less punitive means could be
devised to keep trade unions in check if only economists turned their minds to the
problem. In a way, Keynes absolved himself of that responsibility because his
theoretical writings always modelled money wages as exogenously-given and be-
yond direct policy control. To him the dilemma was primarily a political problem
rather than an economic one; scientific analysis could only go so far. In a later
comment, Keynes fudged the issue: ‘One is also, simply because one knows no
solution, ixi\g})ined to turn a blind eye to the wages problem in a full employment
economy.’

Although trade unions had practised co-operation and wage restraint during the
war years, Keynes discounted the reoccurrence of thjs in the post-war era and
predicted money wages inevitably creeping upwards.”™ Despite this, Keynes was
optimistic about receiving trade union support towards realizing the goal of full
employment. This support was expected on two counts. First, that unions wouid
not impose barriers to fullemployment by engaging in restrictive practices. Second,
and more importantly, that trade unions would not prove ‘i:lrfgponsible’ or ‘maso-
chistic’ enough to sterilize expansionary economic policy ™ . To reaffirm this,
Keynes impressed upon the union leaders the awesome responsibility they held with
respect to wage levels and economic stability generally. Keynes confidently held
that the more unions were told of their social obligations, the more they would be
willing to live by them.

The same was expected from economic policy makers. The maintenance of full
employment, required that they too not just be ‘good’ but “clever’ also*. Keynes's
comments on the White Paper on Employment policy were marked by an optimistic,
almost paternalistic air. Lingering doubts about the wisdom of pursing full employ-
ment were qu.iclilggdispelled by the power of reason and the “elitist presuppositions’
of Harvey road.
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Itis a rather pointless exercise to speculate what Keynes ‘might have said’ about
reconciling full employment with rising money wages had he lived longer. Extrapo-
lating about how his views might have crystallized is a dubious practice since he
had a disconcerting tendency towards changing his mind, especially on policy
matters, and having little allegiance to yesterday’s outlook. In that light, Keynes’s
last article, published posthumously, where he warmed against, ‘modemnist stuff,
gonewrong and turned sour and silly, is circulating’, ¢ seen as areaction against
the policies being propagated by Keynesian zealots. In that article, Keynes
reaffirmed that the market was still, except in times of marked unemployment, the
optimal means of allocating resources. Keynes’ long exposure to orthodox teaching
had made him beholden to certain fundamental shibboleths embodied in classical
economics including the marginal productivity theorem and not least, the role of
relative prices in guiding resource allocation.* This was not inconsistent with his
earlier call for the socialization of investment when satiation of consumption was
reached. Rather he sought to improve the efficacy of mﬁﬂ(ets or as he put it, ‘not to
defeat but to implement the wisdom of Adam Smith”’ Nonetheless, his moral
imperative, of ordering full employment of resources before allocative efficiency,
remained unchanged.

Conclusion

This article has presented material in a manner that emphasises the essential
continuity and systematic progression embodied within Keynes’ work on wage
theory. There was one or two conceptual breakthroughs along the path but
otherwise it was a slow, tentative progression. In reading the literature one is struck
by the repetitive and remorseless way in which Keynes developed and refined his
critique of classical wage theory. Underlying this were central interests that run
thematically through Keynes’ works, all of which relate to his social and
philosophical bearings. Among the more prevalent were the scourge of
unemployment, distributional equity and social justice, the need for wage and price
stability, the imponderability of money wage setting together with the expectational
element in labour hiring decisions and, not least, the futility of wage cuts.

* Faculty of Commerce, Charles Sturt University - Riverina, P.O. Box 588, Wagga
NSW 2650. This paper is wholly derived from a postgraduate dissertation submitted
to the Department of Economic History, Australian National University in 1985. A
longer version of this paper was presented at the History of Economic Thought
Society of Australasia Conference, Australian National University, July 3-6, 1989. I
am greatly indebted to the invaluable help given to me by my supervisor, Mr S.
Cornish. I also owe a debt of gratitude to Professor G. Harcourt for reading and
making helpful comments on the draft. Finally, I would wish to thank Debbie
Martinielto and the HER staff for their superb stenographical assistance.
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increases and wage adjusiments. See C.W. VOL 27 pg. 358.

141 C.W.Vol. 24 pg. 621
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