PAGE  
1

Lectio Magistralis

'The Continuing Relevance of Keynes'

Lord Robert Skidelsky
Keynes and Italian economists

Let me start by saying a few words about Keynes and Italian economists. Keynes had met Luigi Einaudi, professor of public finance at the University of Turin, at the Paris Peace Conference in 1919. In 1921, Keynes commissioned him to write an article on Italian public finance for the Manchester Guardian Reconstruction Supplements, which he was editing. It appeared in the 8th issue on 28 September 1922. On 7 December 1921, Keynes met Einaudi’s twenty-three year old student, Piero Sraffa, armed with a letter of introduction from Professor Salvemini, in London. The relationship with Einaudi withered, that with Piero Sraffa flourished. Over time, it gave birth to the distinctive Sraffian or neo-Ricardian Italian school of Keynesian economics, of which Pierangelo Garegnani Luigi Pasinetti, and Alessandro Roncaglia have been distinguished exponents.

Keynes had no basis for an intellectual companionship with Einaudi. In my biography I wrote ‘Keynes, of course, had good liberal friends in Europe, dating from his Treasury and Peace Conference days. The trouble was that European liberals were against social experiments, while those favoured them were anti-liberal’. Keynes was a political liberal, but an economic interventionist, or anti-liberal as economic liberalism was then defined. This separated him from liberals like Einaudi, for whom laissez-faire economics was an integral part of their liberalism.

The relationship with Sraffa was much closer. As is well known Keynes brought him to Cambridge, despite Sraffa’s horror of teaching, and eventually found him a post as editor of the Royal Economic Society’s edition of Ricardo’s papers. Sraffa was a personal protégé of Keynes, but was much too independent-minded, to become an intellectual protégé. Besides, he came from a different intellectual tradition.

As has been well documented, there were two ‘revolutions’ taking place at Cambridge between the wars. The first was the development of the theory of effective demand associated with Keynes. The second was the attack on the marginalist theory of value and distribution associated with Sraffa. Asked at a conference by Laurie Tarshis ‘whether Keynes took an active part in the other revolution…’ Professor Austin Robinson replied: ‘almost none’. Joan Robinson recalled that Sraffa had showed Keynes the manuscript of his book The Production of Commodities by Commodities (not published till 1960) in 1928. ‘Keynes evidently did not make much of it…’ Reciprocally, Sraffa took almost no part in the Keynesian revolution.
 There is a puzzle here, because, as one scholar has pointed out, ‘Keynes’s contribution to economic analysis….fits less uneasily into the alternative account of value and distribution provided by the surplus approach developed by Ricardo and refined by Marx and Sraffa’. 

I am tempted at this point into some wider, and I hope not wild, speculation about the source of Keynes’s estrangement from the Italian economics of his day. Italian economics was connected to the wider community of economics in two ways. One led, through the massive contribution of Vilfredo Pareto, to the mathematico-scientisation of economics and development of the marginalist paradigm. The other link was with the older Ricardian ‘classical’ tradition, of which Marxism was the most important political offshoot. Keynes repudiated both. His General Theory was an attack on both the Walrasian system of simultaneously clearing markets and on the ‘Ricardian foundations of Marxism’.
 Indeed, he lumped both traditions together in his attack on ‘classical’ theory, which he thought had taken a decisively wrong turning with Ricardo. Turning Keynes into a neo-Walrasian after his death already involved a major distortion of his contribution; the attempt to turn him into a neo-Ricardian might seem like a doomed enterprise, but as I will show, there is a point to it.

Keynes and Uncertain Expectations

The neo-Ricardian interpretation of Keynes is an attempt to use the classical theory of value and distribution to provide Ricardian micro-foundations for Keynes’s theory of effective demand. Indeed, the strong claim is made that Keynes’s ‘general theory’ fails as a general theory unless this is done, since Keynes had failed to demonstrate any more than the presence of ‘imperfections’ in the market system which impeded instantaneous market clearing. This made his theory a ‘special case’ of the neoclassical theory, achieved by imposing ad hoc restrictions on wage and price flexibility.

I am tempted to say that the neo-Ricardians have tried to fashion a more coherent ‘general theory’ from the opening sentence of the ‘Concluding Notes’ of Keynes’s General Theory: ‘The outstanding faults of the economic society in which we live are its failure to provide for full employment and its arbitrary and inequitable distribution of wealth and incomes’.
 In other words, they want to make the level of employment depend on the distribution of income. Now Keynes did not make the distribution of income a determinant of employment in General Theory. In fact, for the purposes of his theory, he took the ‘distribution of the national income’ as given. Nevertheless, one of his determinants of employment, ‘the propensity to consume’, is capable of being given a Ricardian, and even Marxist, twist and I shall try to do this in my conclusion. But first I want to say what I think the main point of Keynes’s contribution is, especially in relation to the present crisis.

No explanation of the recent banking collapse is more widely held than that it was caused by the mispricing of risk. Indeed we have Alan Greenspan’s authority for saying so, and he should know. Behind this lies the notion that risk can be correctly priced, but that markets were impeded from discovering these correct prices by information or incentive failures. The key to prevention of further crises is therefore better ‘risk management’ by banks and regulators. The main argument is between those who say risks are always correctly priced and those who concede that exogenous shocks or misaligned incentives can cause market prices to deviate temporarily from the correct prices given by ‘fundamentals’.

In contrast, Keynes made a key distinction between risk and uncertainty. Risk is when probabilities can be known (measured); uncertainty exists when they cannot be known. Keynes economy is built on irreducible uncertainty. It is one in which our knowledge of the future is ‘usually very slight and often negligible’ and in which expectations are frequently subject to disappointment.
 This renders the theory of investment ‘a peculiarly unsuitable subject for the methods of the classical economic theory’.
 Forecasting models, which assume that we have calculable probabilities are essentially fraudulent prospectuses. In short Keynes’s chief claim was epistemological: a rejection of the view that market participants have perfect, or even adequate, knowledge of future events. He identified this as the key tacit assumption of the classical theory of the self-regulating market. All rational expectations theory has done is to make this assumption explicit. This is what the overthrow of the Keynesian revolution amounts to.

What was it that rendered large parts of the future impervious to probabilistic calculation? My favourite example from Keynes’s writing is his description of an apple endowed with ‘human’ characteristics. Newtonian physics tell us that it will always fall to the ground at a velocity determined by the force exerted on it divided by its mass. But no such prediction can be made about the ‘human’ apple. Keynes writes: ‘It is as though the fall of the apple to the ground depended on the apple’s motives, on whether it is worth while falling to the ground, and whether the ground wanted the apple to fall, and on mistaken calculations on the part of the apple on how far it was from the centre of the earth’.

Some part of the uncertainty attaching to the speed of the apple’s fall can be put down to mathematical errors on the apple’s part (‘mistaken calculations), which are in principle correctible. However, the main ‘human’ characteristic with which Keynes equips his apple is ‘motives’ and ‘intentions’. It is these which break the link between economics and physics, and which make economics a ‘moral’ and not a ‘natural’ science. Keynes’s point is that economics ‘deals with introspection and values…. with motives, expectations, psychological uncertainties’. The future can’t be predicted, because the future is unpredictably changeable. It is unpredictably changeable, in large part, because it is what we choose to make it. This view implies a large restriction on the applicability of econometrics. Basically Keynes believed it could applied only to those fields in which risk is measurable. This excluded many of the risks incurred in investment markets. 

The main technique we adopt to cope with an uncertain future is to give risk numbers –to assume that it is calculable. This is what mathematical forecasting models do, using some version of Bayes theorem for transforming subjective bets into objective probabilities. This gives us the assurance we need to invest. But it is a fake assurance. While repeated betting on horses allows you to update your bets to match the ‘true’ merits of the horses, no amount of data on past economic events brings you any close to their true likelihood of occurring in the future, because the future is bound to be different from the past. We use mathematics to invent a world of calculable probabilities, which we take to a mirror of the real world. 

Thinking about the future as calculable is compatible, as Keynes notes, with a considerable measure of stability. First of all, the very short-term future is calculable: the demand for products is not likely to change by much; over this domain rational expectations is a plausible stylisation. In addition, mathematical forecasts can shape the future they claim to predict by shaping our expectations. If everyone agrees house prices should be going up, they will continue to go up. 

The technique for transforming uncertainty into calculable risk is based on the convention that ‘the existing state of affairs will continue indefinitely, except in so far as have specific reason to expect a change in the near future…we are assuming, in effect that the existing market valuation, however arrived at, is uniquely correct in relation to our existing knowledge, and that it will only change in proportion to changes in our knowledge’. This convention is facilitated by the habit of seeing the long period as a succession of very short periods, breeding the illusion that at each moment in time the investor is possessed of all available information about the future course of share prices. In a passage of great subtlety Keynes writes that, by using the convention, the investor can ‘legitimately encourage himself with the idea that the only risk he runs is that of a genuine change in the news over the near future’, which is unlikely to be very large. ‘Thus investment becomes reasonably ‘safe’ for the individual investor over short periods, and hence over a succession of short periods…if he can fairly rely on there being no breakdown in the convention’.
 

The flaw in the method is that it abstracts from uncertainty by assuming that the future is made up a succession of very short intervals. In practice the prospective yield of an investment over a number of years is subject to all kinds of unknowns about the future state of demand for different classes of investments, as determined by interest rates, inflation rates, exchange rates, technical change, and so on. The assumption of the ‘efficient market hypothesis’ that all of the relevant information about the future prices of securities is already contained in their current prices is as heroic as is the belief that fundamental analysis will give us reliable information about the future course of both micro and macro economic variables. The first fails to explain how current prices can diverge from so-called ‘intrinsic’ values; the second assumes knowledge about of things for which there is no scientific basis. Keynes believed that uncertainty forced professional investment into speculation, since no one can afford to be left holding the bad penny when the music stops. He famously wrote: ‘Speculators may do no harm as bubbles on a steady stream of enterprise. But the position is serious when enterprise is a bubble on a whirlpool of speculation. When the capital development of a country becomes a by-product of the activities of a casino, the job is likely to be ill-done’.
 
Any view of the future based on ‘so flimsy a foundation’ is liable to ‘sudden and violent changes’ when the news changes, since there is no basis of real knowledge to hold it steady. ‘The market will be subject to waves of optimistic and pessimistic sentiment, which are unreasoning, yet in a sense legitimate, where no solid basis exists for a reasonable calculation’. 
 Suddenly everyone starts revising their bets. ‘The practice of calmness and immobility, of certainty and security breaks down. New fears and hopes will, without warning take charge of human conduct. The forces of disillusion may suddenly impose a new conventional basis of valuation. All these pretty, polite techniques, made for a well panelled board room, and a nicely regulated market, are liable to collapse’. (CW, xiv, 114-5).

This is as good a theoretical explanation as I know of for the meltdown in the autumn of 2008.

Now one, can, if one wishes, call ‘uncertainty’ a ‘market imperfection’, reducing its status to that of ‘imperfect’ or ‘incomplete’ information. In essence, this is what the ‘new Keynesians’ have done. We can then apply the same procedure to Keynes’s theory of liquidity preference and to his explanation of why money wage reductions are unlikely to increase the amount of employment (or why they don’t happen at all). By such methods mainstream economics can continue on its way and consign Keynes to a theoretical ghetto, while acknowledging the practical importance for policy of the various blemishes on market purity he identified.

Back to Ricardo?

However, there is a snag in explaining what Keynes really meant. The General Theory is based on uncertain expectations, but it is not about uncertain expectations. It is an equilibrium theory – a theory of ‘underemployment equilibrium’ - in which expectations, are taken as given. The collapse has happened; we are not told what caused it to happen. It’s as if someone has fallen into a hole. We don’t know why he has fallen into it. Perhaps he was pushed, perhaps he stumbled, into it. All we know is that he cannot get out of unaided. What Keynes has done is to combine financial instability and output adjustment to derive a theory of persisting unemployment. And it could be argued that the link is artificial: neither is dependent on the other. One can have a theory of financial instability, which does not lead to quasi-permanent unemployment; and one can have a theory of quasi-permanent unemployment, which does not depend on the existence of financial instability. This is the gap through which, unless I am mistaken, the neo-Ricardians have entered.

To understand how, let me go back to Keynes’s claim to have ‘knocked away’ the ‘Ricardian foundations of Marxism’. What did he mean by this? Ricardian economics, was famously, ‘an inquiry into the laws which determine the division of the produce of industry among the classes who concur in its formation’. The force of these laws was considered to be on a par with the laws of nature, immune to modification –except temporarily - by public action. There was a unique rate of profit associated with equilibrium: hence the case for laissez-faire. Ricardo’s ‘iron law of wages’ –which held that wages could never rise above subsistence – was based on Mathus’s law of population. Marx substituted surplus value for surplus population. Malthusian population cycles became Marxist employment cycles: capitalist profits could be maintained only by constantly creating and re-creating a ‘reserve army of the unemployed’. Thus capitalist crisis was, for Marxists, the direct result of a mode of production in which one class (the capitalist class) was able to rob a much larger class (the workers) of their labour power, which was the source of all value. This situation led, by various routes to crises, but the source of the crises was the same: exploitation. Keynes’s overthrow of the ‘Ricardian foundations’ consisted in the claim that production and employment could be limited by lack of effective demand; and that in most circumstances, and particularly when unemployment was heavy, could be boosted by government action to increase effective demand. It was in no sense the outcome of a particular distribution of income as Marxists, and left wing socialists like Hobson, claimed.

Keynes was making a political point, which was crucial to his role as the ‘saviour’ of capitalism. Mass unemployment was not the result of the wrong distribution of spending power: it was the result of unused capacity, which was not commanded by either the rich or the power. In other words, the expansion of demand by finding a productive use for unused resources to would be good for both wages and profits, leaving class income shares unchanged. It is easy to see how the full employment policy adopted by all western governments after the second world war became the basis of a new social consensus. With productivity at gains at full employment accruing to both classes through the countervailing powers of government and trade unions, the class struggle would be engulfed by a rising tide of prosperity.

However, there were two features of Keynes’s argument that suggested somewhat disturbing conclusions. His political genius was to see that when the problem was one of unused capacity, redistribution was a minor question, which could be postponed till later. But by the same token, his economics threw little light on what would happen to class shares of wages and profits when his own policies achieved full employment in conditions when unions were in a position to enforce wage increases ahead of productivity growth. In such a situation, would the employers need to recreate Marx’s ‘reserve army of the unemployed’ to stay in business? Or would government be forced to inflate to keep profits racing ahead of wages? The latter is what Jacob Viner assumed would happen when society got accustomed to full employment. 
 Keynes himself admitted that he had ‘no solution…to the wages problem in a full employment economy’.
 Marxists, too, believed that the class struggle would resume at full employment, and attempts to overcome it by inflation would bring only temporary relief. So capitalism was committed in the long run to maintaining a ‘reserve army’ of the unemployed to act as a check to wages. Where Marxists were wrong was to believe that such a situation, in which the poor and unemployed were protected by state benefits, would lead to widespread social unrest. As the last few days in Greece have shown, it is only when looming government bankruptcy threatens a withdrawal of these benefits that the class struggle hots up.

But there is a much more powerful ground for the neo-Ricardian entry into the Keynesian system, which lies in the influence of consumption on investment and effective demand. Pre-Keynesian theory held that there was an inverse relationship between consumption and investment. Keynes reversed this, believing that in conditions of unemployment, the more consumption there was the higher the national income would be and therefore the larger the saving of the community to finance increased investment.
 The causation ran, that is, not from saving to investment, but from consumption to investment – and in the end to consumption without investment when the demand for capital goods was saturated. Keynes, at any rate, recognised that, in a growing economy, it would be much easier to maintain full employment if less money went to the rich and more to the poor, on account of the latter’s higher propensity to consume.

Since the 1980s, we have operated on a complete different principle, allowing income inequalities to grow to levels normal in the 1920s, but which we thought had been banished. Throughout the western world the median level of incomes has shrunk as a percentage of GDP; and globally there has been an increased inequality between rich and poor countries. This is largely as a consequence of abandoning full employment policy, de-regulating the financial system, and freeing capital from national control. One consequence of the new paradigm is that the welfare state as the basis of the social contract has been replaced by access to credit. As one American commentator has written, ‘Maintaining growth of spending on consumption requires continued excessive borrowing and continued reduction in savings rates. Continued excessive borrowing requires ever increasing asset prices and debt/income ratios; hence the systematic need for bubbles (which eventually burst). Meanwhile, when the savings rate hits zero, little further reduction is possible. Consequently, both drivers of demand eventually exhaust themselves’. And ‘the policy triumph of corporate globalization accelerated the process and transformed it into a financial crash’.

Mr. President, Rector Magnificus, Ladies and Gentlemen, this growing gap between rich and poor is, I suggest, the real crisis of our time. It is both an economic, political, and human problem. We need a new political economy, rooted in Keynes, but drawing inspiration from the neo-Ricardians, as well as a more humane way of doing economics, to overcome it.

Robert Skidelsky, 12 February 2010
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