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The whole world groaned and marveled to find itself Keynesian.
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Preface viii
Preface to the 4™ edition

This book’s title and structure imitate St. Thomas Aquinas’ Summua
Contra Gentiles, and when one is young, one thinks little of the arrogance
required to conceive of a book that would dare rival that of the great doctor.

Itis a humbling realization that whenin 2021 I set out to repair this
book, just rereading it was a painful and brutal experience. When I wrote
the first “edition” of this book, I was barely out of my 20s and dealing with
some serious issues. I was horrified by what I had written, indeed I had
nightmares about it.

The flaws were galling: I put everything but the kitchen sink in it;
there were errors in economic reasoning; some stuff was weird; some
downright embarrassing. There were a lot of extraneous commas. One
thing I particularly regret is the unseemly treatment of David Friedman, a
great economist and libertarian.

The revision of this book is part of a four-year project during which
I wrote four other books: Choice, Shmoice on the philosophy of abortion,
Distribute This on John Rawls, G..A. Coben: The Anti-Moses on an important
socialist egalitarian, and Secrets of Metaethics which incidentally incorporates
some of the deleted material.

This book is in the Austrian tradition; for example, I learned my
interest theory from Rothbard, and my business cycle theory from Mises,
but certainly I take recourse to any school or approach that seems to yield
truths.

A note on language in our tragicomic age. When I say something
like “an entrepreneur faces uncertainty because he has to deal with the ac-
tions of his competitors,” “he” also includes women and all the other 72
genders. Itis granted thatan entreprencur can be female. I do not slight the
deviants by not writing “he or she or xe.” I will not use “they” because,
unlike the demon-possessed man who is legion, “entrepreneur” is singular.
This is merely traditional English grammar which is concise, beautiful, and
utterly non-“oppressive.” And there are also good reasons to use “he” ra-
ther than “she,” such as that it recognizes men’s honor and their status as
first among equals and demonstrates that the author does not fear the fem-
inists.



Introduction

That Keynes’ fantastic “ideals” shaped his
economics

There are only two kinds of politicians in Washington today: liberal
Keynesians who favor borrowing and spending and conservative
Keynesians who prefer to lower taxes while still running deficits to “stimu-
late the economy.” Neither group, moreover, finds any fault with credit
expansion as monetary policy. Such is the intellectual legacy of John
Maynard Keynes, a revolutionary whose economic ideas have dominated
both theory and policy for almost 100 years. “When I was asked some years
ago whether Keynes was dead, I had to reply: ‘Yes, Keynes is dead. And so
are Newton and Darwin.”” So said Paul Samuelson (1983), one of the most
prominent early Keynesians. Keynesian economics is indeed very much
alive. The aim of the book is to show that shouldn’t be.

Keynes’ magnum opus is entitled The General Theory of Employment,
Interest and Money. The name is ironic. (1) Keynes didn’t get employment
right, thinking it depended on aggregate demand and specifically “invest-
ment” when in fact it depends on the marginal productivity of labor and
the workers’ preferences for leisure, i.e., on the demand for and supply of
labor. (2) He didn’t get interest right, imagining it to be a purely monetarty
phenomenon when in factitis a real phenomenon arising from exchanges
between people with different time preferences, with monetary influences
temporarily perturbing the interest rate up or down but not determining its
fundamental value. (3) He didn’t get money right, believing that “liquidity
preference” or hoarding could cause depressions, when in fact demand for
money is too humble an economic variable to produce any such mischief,
and that uncertainty of the future (that makes money useful as a store of
value) made the free enterprise system unstable, whenin factit is the source
of economic progress. All these matters will be discussed in the book in
due course. Since then Keynesianism has had its ups and downs. The Post
Keynesian Victoria Chick (1983) argues that “policy must be designed for
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specific circumstances... Disillusionment with ‘Keynesianism’ in recent
years has been caused by the fact that ‘Keynesian’ policies were being ap-
plied to a world for which they were never intended.” (316-7) Scandalous!
Economic laws are the same for all people and at all times. The policies
informed by those laws will also tend to be very similar, assuming some
concern with human happiness. Chick proceeds to deny this point: “eco-
nomic theory is not a body of abstract logical analysis based on general
principles applicable to all times and types of economic systems” (360). (4)
Some “general theory” Keynes must have proposed according to her doc-
trine.

Keyneswas an aesthete and hedonist, or in less flattering terms per-
vert, a privileged, aristocratic, cold-blooded, ambitious, self-absorbed, will-
ful, impatient, immensely charismatic man with zero moral scruples. Eve-
ryone for him was just a means to his ends. He had ideals, but he was no
Keirseyan Idealist. His personal magnetism and self-conscious contempt
for all restraints explain his bizarre economics (since economics studies
laws of human action), his revolutionary zeal, his boundless self-confi-
dence, his lust for influence and ability to convert people to his heresy, his
power to seduce other economists into adoring him, and his ferocious hos-
tility toward the bourgeoisie with their “conventional morality.” He des-
pised the very people he was supposed to instruct. “A lot of the theory was
made up ‘on the hoof’, to fit the practical requirements of the moment. ...
[Keynes] could not touch any topic without weavinga theory about it, how-
ever fanciful. ... His mind was mercurial, which meant that he quickly
changed his opinion.” Deep thinker Keynes was not. “Keynes was the most
intuitive of economists...” (Skidelsky 2010: 56-7).

Keynes was a man of action, and his was policy, or a hodgepodge
of random conflicting policies, seeking a philosophy. (“Keynes developed
his political theories long before his economics, and the principles of his
economics reflected his politics rather than the other way around,” says
Fitzgibbons (1988: 54-5).) What he found was an illusion. The policies
Keynes advocated were indeed popular among government functionaries,
and often even among the public. But they were popular only in the sense
in which sin is popular. They were destructive in the longer run, but Keynes
dismissed the problem on the crazy grounds that “in the long run we are all
dead.” But of course the readeris alive, and he has to deal with the present
consequences of past Keynesians misdeeds; in Henry Hazlitt’s (19906)
wotds, “today is already the tomorrow which the bad economist yesterday
urged us to ignore” (4). Economists before Keynes were guardians of the
long run, not in the sense that they preferred it to the short run but in the
sense that they took into account the long-run consequences of policy on
human welfare. Keynes’ revolution consisted in legitimizing the exclusively
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short-run focus. With Keynes, the answer to the question “How did we get
so poor?” is “Gradually, then suddenly.”

From the philosopher G.E. Moore, Keynes took his “moral” ideals
of truth, love, and beauty, insofar as Moore considered the highest good to
consist in the pleasures of friendship and contemplation of beautiful ob-
jects. (Moote’s Principia Ethica has the distinction of being, in my view, sty-
listically the best philosophy book ever written as a single uninterrupted
perfectly smoothly flowing developing line of thought going for over 200
pages (I do not mean to say that Moore’s arguments are corredd).) “Nothing
mattered” to Keynes “except states of mind,” specifically his own states of
mind in the present which later grounded his denigration of the economists’
worties about the long run. From Edmund Burke he took his anti-rational-
ism and principle of expediency in economics and politics which were only
means to the pursuit of the ideals. There were no such things as human
rights, for example, or moral law. The state, specifically, was to be unlim-
ited. “It was known before Burke’s time that government ought to aim at
the happiness of the community; but there were innumerable minor aims
and so-called rights that eternally stood in the way” (quoted in Fitzgibbons
1988: 58). One might object that the happiness of the community is pro-
moted precisely by limitations on government power, and that human rights
are how the community defends itself from government. Moorean “religion”
“made morals unnecessary,” Keynes wrote. “Why should I not let the uni-
verse go to the devil and save my own soul?” (41) The result was that the
purpose of the economy for Keynes was to satisfy not just any consumer
preferences but only “ideal” ones. He was no utilitarian; the economy was
a means towards “a state of consciousness” (64), “the moral transformation
of humanity” (188), “sublimation of materialistic egoism” by “the pursuit
of anideal life for the whole community of men” (CW: IX: 254). The alleg-
edly crude interests of the people and the bourgeoisie were to him of little
concern. Keynes felt that bourgeois values, including work, thrift, charging
interest, precaution, care for the future, private property, faith, sexual re-
straint, were, in Hillary Clinton’s parlance, deplorable. These things may
have been useful for a time because they led to high economic growth. But
times had changed, and these morals had become vicious. Keynes wanted
to remake the world in his own image. His idealismis summed up in the
following passage:

For purposiveness means that we are more concerned with
the remote future results of our actions than with their own quality
or their immediate effects on our own environment. ... I see us
free, therefore, to return to some of the most sure and certain prin-
ciples of religion and traditional virtue — that avarice is a vice, that
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the exaction of usury is a misdemeanor, and the love of money is
detestable, that those walk most truly in the paths of virtue and sane
wisdom who take least thought for the morrow. We shall once more
value ends above means and prefer the good to the useful. We shall
honor those who can teach us how to pluck the hour and the day
virtuously and well, the delightful people who are capable of taking
direct enjoyment in things, the lilies of the field who toil not, neither
do they spin. (CIV: IX: 329-30)

Itis paradoxical that he prescribed purposelessness to the individual
yet central planning to the state. But then he thought of himself as a phi-
losopher-king uniquely fit to plan. (No would-be philosopher-king wants
to be ruled by a king of whose philosophy he does not approve.) His ideal-
ism colored his economics, indeed he rejected the view that economics was
value-free. There is nothing wrong of course with thinking that there is
more to economic progress than ever improving bread and circuses. Sub-
jectivism in economics does not entail subjectivismin ethics, in ethics we
need not take ends as given and immune to all criticism. But it must be
recognized that desire for improvement, the “the original and ineradicable
craving for a fuller and happier existence” (Mises 1996: 882) is at the heart
of human nature, and progress is good even for its own sake. Yet Keynes
envisioned a utopia which would bring an eventual end to economic devel-
opment. In addition, evenif we accept his contempt for “love of money,”
it does not follow that the state ought to coercively prevent people from
acting on the profit motive. Maybe that is unjust or does more harm than
good. Like Marx’s idealism, Keynes’ idealism and fervor were ultimately
wasted on indefensible causes.

Salerno (1992) maintains that up until General Theory, Keynes be-
lieved that despite its moral unattractiveness capitalism was still capable of
bringing the wotld to his utopia. Having solved the “economic problem,”
capitalismwould witheraway. But the Great Depression changed his views.
Capitalism, however crippled, was the wrong means to the end. Various
statist “experiments,” including both Sovietand Nazi kind, were now called
for to replace it. General Theory detailed one such fantastic experiment.
Keynes long ago condemned “avarice, usury, and precaution” as immoral;
when these became in General Theory“liquidity preference, interest payments
to the rentier, and saving,” he tried to argue that they were uneconomic, too.
(29) “With respect to capitalism, then, the Keynes of the General Theory is
not a saviorin any sense but a vengeful angel come at last to destroy what
is immoral and unaesthetic because it has finally proven useless.” (38) Like
Marx, Keynes was howling gigantic curses at capitalism but in his own
unique ways. Keynes’ ethics and “religion” (by which we can suppose
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Keynes meant his highest values) were the cornerstones of his economics;
it is strange that later Keynesians enthusiastically adopted the latter while
completely ignoring the former. But if the ethics and religion are suspect,
and they are, to that extent the economics stands undefended.

Meltzer (1988) argues that “although... Keynes advocated invest-
ment planning, he neveradvocated state ownership, and he opposed social-
ism” (253). But this is a distinction without a difference. “Investment plan-
ning” is not some middle ground between capitalismand socialism. Itis not
eveninterventionism. Socialism just /s “investment planning” by the state.
But if one wants to call Keynes a fascist who extolled “semi-autonomous
corporations” (nominally private ownership, state control) rather than so-
cialist, I have no objection. Fascism, after all, is sort of culturally conserva-
tive nationalistic socialism for the middle class. Skidelsky (2010) makes it
clear: that “capitalismwas evolving new forms of public-private partnership
which blurred the traditional separation of state and market and weakened
the emphasis on maximizing profit” met with Keynes’ approval (133). He
objected only to socialismin which he himself or his fellow elitists were not
in command of the state.

The essence of laissez-faire capitalism is that there is no conflict
between individual liberty and the common good, between individual pur-
suit of happiness and general welfare or the greatest good for the greatest
number. Keynes denied this thesis vigorously, thinking that a free economy
severely underperformed and in addition was subject to devastating busi-
ness cycles. Capitalism “doesn’t deliver the goods,” he wrote, and in addi-
tion “it is not intelligent, it is not beautiful, it is not just, it is not virtuous”
(CW: XXI: 239). Thus, his economic and moral (or aesthetic) misgivings
pointed in the same direction.

Many people say that Keynes was a genius. But genius is as genius
does. Piling up mistake upon mistake, however great one’s wit, charm, elo-
quence, force of personality are, signifies incompetence, not high IQ.
Keynes’ personal libertinism and overweening ego manifested themselves
in the desire to overthrow the established core of economics. He failed at
doing so, but, like the fallen Lucifer, dragged many economists to hell with
him. “A man who thought and acted in terms of power and brutal domina-
tion, who reviled the concept of moral principle, who was an eternal and
sworn enemy of the bourgeoisie, of creditors, and of the thrifty middle
class, who was a systematic liar, twisting truth to fit his own plan, who was
a Fascist and an anti-Semite, Keynes was nevertheless able to cajole oppo-
nents and competitors.” (Rothbard in Skousen 1992: 194-5) If he was a
genius, then only an evil one.

Keynes’ great mission in life consisted in devising rationales to free
the state from all bourgeois moral restraints. He was, by his own account,
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an immoralist. He was an amoralist too who “entirely repudiated a personal
liability... to obey general rules.” Rod Dreher (2022), writing for American
Conservative, notes: ... the world [Aleister] Crowley (d. 1947) envisioned in
his writings... was a world in which individuals were ‘liberated’ from sexual
taboo, and believed that they discovered their true selves through assertion
of the will via sex acts, especially ones that Christian culture perceives as
disordered or otherwise perverted.” That works for both crime and per-
sonal vice. Why would anyone be a thief, a bank robber? There is to be sure
a financial incentive if one is good at the “job.” But there is also the desire
to flaunt his freedom from moral strictures and his contempt for the au-
thorities. The outlaw life is about apparentliberation from both the law and
the law’s Author. It’s affirmation of amoralism, “whatever feels good, do
it,” and indeed immoralism, “shock the bourgeoisie.” And shocking the
bourgeoisie was Keynes’ specialty. Violent delights have violent ends, and
it is the world economy that has suffered for decades from the corruption
unleashed by Keynes’ economic theories.

If you decide to reject the moral wisdom of the past generations,
you should at least have the intellectual power to work out the correct mo-
rality, including with the help of economics, yourself from scratch, from
the ground up. Keynes could not manage this feat, and that was his down-
fall. He produced a lot of satire which might have been funny if only it were
true.

Flighty, light-minded, and irresponsible, Keynes was all over the
place, changing his positions seemingly randomly, as Meltzer documents.
His endless list of policy prescriptions was extremely varied and mutually
contradictory. At one time or another Keynes advocated every conceivable
government intervention into the economy. From protectionism to capital
controls to price controls to inflation to “redistribution of income” to gov-
ernment monopolies, there was no aspect of economic life that Keynes
agreed to leave alone to private discretion. He seemed to arrive at his eco-
nomics not from immutable logical deductions but by observing the events
happening around him and reactingto them. For example, he observed sig-
nificant unemployment in Britain and the U.S. in the 1930s and decided
that this situation was the “norm” and there was such a thing as “equilib-
rium with unemployment” as a feature of the unhampered free market.
Keynes made and then lost a lot of money on the stock marketand soon
enough started blaming capitalist economy, “speculators,” and “uncer-
tainty” for his own failures. (He also speculated for capital gains and forgot
about the role of interest in determining income.) He was a central planner
in Britainand figured that he liked the job, therefore socialismwas perfectly
hunky-dory, as long as he personally would remain in charge.

As Dillard (1948) points out, “the concept of pre-established har-
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mony of economic forces... is absent from Keynes’ thinking,” therefore
“social controls are needed to prevent [the economy] from plunging to its
own destruction” (325). Keynes let his prejudice against laissez faire gain
the upper hand when he was constructing his theory. One of his arguments
is that what is rational for an individual or firm like desire for liquidity or
cuttingwages is irrational (or impossible) for economy asa whole. But there
are no Keynesian, or Marxian for that matter, contradictions within a free
economy. It might appear, as many interpreters have suggested, that Keynes
sought to destroy capitalism (withinterventionism) in order to saveit (from
socialism). It’s probably truer to argue that Keynes was a socialist in the
long run while advocating various and sundry government interventions for
“economic problems” in the short run. Mises of course objected that inter-
ventionism, far from being some stable and beneficial Third Way between
capitalism and socialism, theoretically does not hang together and practi-
callyis merely an alternative method of transitioning to socialism. Interven-
tionism leads to socialism not by revolutionary violence of the masses but
by deception by the elites as the government blames the inevitable failure
of every intervention on the remnants of the free market. It’s not the case
that the government saved us from socialism by means of interventionism.
On the contrary, it crippled the market economy with interventionism and
gave socialists more ammunition to claim that due to the resulting chaos
capitalism has “failed” when in fact it was interventionism that failed.' The
way to save capitalism is to stop sabotaging it every step of the way.
Keynes then took the cyclical unemployment in the Great Depres-
sion exacerbated enormously by government intervention and declared that
it was in fact “involuntary” unemployment, an essential feature of the mar-
ket economy. (Business cycle theory was not one of Keynes’ concerns,
some “short notes” on it being tacked on in Chapter 22 of General Theory as
an afterthought.) A significant part of the Keynesian revolution was based
on this misconception. Unemployment is “inevitably associated with pre-
sent-day capitalistic individualism” (GT: 381). Keynesian economics col-
lapses as soon as the premise of permanent mass involuntary unemploy-
ment under free-market capitalism is denied. For Keynes, “involuntary un-
employment” does not just mean unemployment where many people are
starving to death after somehow being excluded from social cooperation.
It also means underemployment due to lack of what he called “full invest-
ment” and less production and output than is optimal. It may well be under
his involuntary unemployment that everyone is working, it’s just that they
are somehow not working at peak efficiency. His story of how this is sup-

1 E.g.,John Cassidy’s bookcited here is entitled “How Markets Fail,” and Richard Posner’s
book, “A Failure of Capitalism.” The message is: thoseevil exploiters really did it this time!
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posed to work is extravagant; the point for now is that his theory does not
explain actual unemployment. Keynesians later deduced that Keynes must
have meant that wages and prices are rigid. Of course, when prices are rigid,
the systemis not a market economy, and it doesn’t work. Keynes then rec-
ommends monetary manipulation to “fix” the problem.

Keynes neither understood nor ever expressed an interest in how
the market worked, the coordinating nature of prices, or how economic
progress occurred. He was perpetually mired in aggregates, oblivious to the
relations of the variables within them. His immoralism in his personal life
may have spilled into rejection of economic laws. Disconnecting macroe-
conomics from microfoundations allowed him completely free rein (or ra-
ther arbitrary power) in manipulating his grand variables. He felt that mon-
etary and fiscal policies, i.e., inflation and deficit spending, could replace the
mutual relative adjustment of individual wages and prices in ensuring full
utilization of resources. The fact, however, is that they cannot, and they
have deadly consequences in the longer run. Keynes did not integrate value
theory and monetary theory, he merely brought attention to the idea that
certain monetary tricks can have real results, something that few “classical”
economists ever denied.

That labor unions should be empowered to inflict violence on their
employers and customers in order to “raise wages” was an extremely pop-
ulardoctrine of Keynes’ time. The union members could, through coercion,
redistribute some income to themselves from their less lucky brethren (who
had to contend with bad jobs and below-market wages), but by crippling
the market economy they surely lowered their overall standard of living
When the inevitable consequence of keeping wages above market-clearing
values in every industry, mass unemployment, manifested itself, Keynes
popped out and recommended inflation to shock the system into better
coordination, to “drown all economic maladjustments in a flood of
money,” as Wilhelm Répke put it (Hazlitt 1995: 273). This remedy was
crude, did not work in the slightly longer run, and had toxic side effects.
But it was “new economics.” Don’t trust any economist over 30, Paul Sam-
uelson essentially declared in his ode to Keynes.” Keynes’ prescription,
Hahn (1949) writes, “transformed the evil of a rigid wage system into the
virtue of an inflationary employment theory” (240).

Keynes starts withan assumption of an equilibrium with unemploy-
ment and then argues that lower overall wages will just result in lower ag-
gregate demand and lower prices without alleviating the unemployment.

>

2 Some economists call the unconverted “pre-Keynesians,” as if separating history to be-
fore and after Christ. Even Jesus, however, did not seek to abolish the Law ot the Proph-
ets.
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That’s obviously true. If unemployment is an equilibrium phenomenon,
and the free market tends toward equilibrium, then full employment can
only be a temporary disequilibrium situation. Unemployment is “normal.”
The classical argument that lower wages will equilibrate the economy and
thereby bring about full employment therefore, in Keynes’ theory, is null
and void. Only government intervention might be able to force some sort
of disequilibrium full employment for a short while. Itis Keynes’ assump-
tion, however, that offends. Another interpretation is that unemployment
is after all a disequilibrium phenomenon, but the free and unhampered by
interventions market has no means of returning to equilibrium. But in this
case Keynes supplies no reason why this must be so.

The business cycle, and hence unemployment, is not a problem in-
herent in capitalism. It’s not due to “selfishness” or “greed” or as Keynes
would have it “fear.” Rather it’s due to anti-capitalist flaws in our system of
money and banking. It is not, for example, individual bankers who are self-
ish and greedy, at least no more on average than anyone else, ratheritis the
long-established business model of fractional-reserve banking that’s vicious
and antisocial. If 100%-reserve banking had been implemented before the
Great Depression, as Fisher (1936) and later Rothbard (2008) recom-
mended, there would have been no such thing as Keynesian economics,
indeed General Theory would not have been written. The interventionist
manuals that are modern macro textbooks would not now exist; thete
would not be the IS-LLM model with its monetary and fiscal policies. This
is because there is no need for any “policies” at all under sound money and
honest banking. The Federal Reserve and its lawless member banks, a kind
of financial anarcho-tyranny, are why we can’t have nice things in this coun-
try. Laissez-faire capitalism, when all property rights under it are well en-
forced, works fine on its own.

The strangest aspect of Keynes’ teachingis his dismissal and even
failure to acknowledge the time preference theory of interest. It may be that
he did not grasp the primordial fact that consumption and investment (or
present consumption and future consumption) are alternative uses of scarce
resources and cannot both be had at the same time. He did not think that
people abstained from present consumption and saved in order to invest,
rather (at least under unemployment) investment by government automat-
ically through his “multiplier” generated the equal savings. In Ventelou’s
(2015) interpretation, we are “freed, almost completely, from the con-
straints of scarce resources. ... Human decisions are substituted for natural
laws, sweepingaside the paralysisand fatalism that such laws inspire.” (141)
It was an incorrigible, rebellious mind that could have concocted a doctrine
like that. Keynes’ neglect of time preference may be explained by his as-
sumption of the modern monetary and banking system. It doesn’t matter
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how much people save and invest out of their incomes: the Fed and the
fractional-reserve banks, by creating (or destroying) money and credit out
of thin air, can set the interest rate to any value whatsoever. Therefore, the
people’s preferences about allocating their money between present and fu-
ture consumption are irrelevant: the government simply overrides them
with its own valuations. The state steers the economy as regards inter-
temporal allocation of resources in ways that have nothing to do with what
the public wants. Everything in General Theory thus depends on the dual
assumption of rigid prices and unbound interest rates. However, the will of
the people will not in the end be defied. Riding roughshod over time pref-
erencesin this manneris the primary cause of business cycles and economic
instability. Further, to the extent that people hold cash in their hands rather
than depositing the money in the banks, the power of the banks to print
money and expand credit is curtailed. This “liquidity preference” puts a
damper on government omnipotence, and so Keynes considers that to in-
fluence the interest rates. Why did Keynes disregard time preference? He
thought that given unemployment in a depression, resources for investment
did not have to come out of present consumption, and we could have a sort
of free lunch; he may also have thought that the same reasoning applied in
his long-run underemployment equilibrium. His theory of the multiplier
causes government investment, under mass unemployment, to zzcrease con-
sumption, as well as to generate the savings necessary to pay for itself.
Whenever employment picked up, such as due to a monetary injection, in-
come to factors increased, and out of higher income more could be saved,
hence saving depended not on the interest rate but on income. A higher
interest rate, far from calling out more savings (as it does on the supply of
loanable funds curve), instead reduces investment, hence employment,
hence income, hence saving. It was demand for money that depended on
the interest rate instead. Time preferences are supposedly ineffective in a
depression because there is no opportunity cost of using unemployed re-
sources. Capital goods are no longer scarce. We will see later why unem-
ployment does not affect the interest rate. In addition, both real and human
capital are misallocated in a boom and devalued in a slump and need to be
redeployed propetly, that is, to uses that serve the consumers best. They are
indeed scarce insofar as they have alternative uses. It is true that greater
efficiency of resource utilization can boost both present and future con-
sumption, but it’s precisely ignoring time preferences, as the state’s mone-
tary policy does, that gets the economy into a depression in the first place.

Unemployment or at least underemployment, in Keynes’ opinion,
was an essential feature of the market economy even in equilibrium. Free-
market capitalism was eternally sick. Even an economist, and not just an
entrepreneur, could see actual workers and capital goods idling. Therefore,
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giventhata large amount of resources was sitting there doing nothing, there
is no real trade-off between consumption and investment. Both could be
increased together. Therefore the time preference theory of interest could
not be true, or least it had little relevance to the economic conditions that
Keynes was observing around himself. What then explained interest?
Keynes latched onto another idea which was that interest was essentially
rent the borrower paid on the lender’s cash balance. Keynes’ liquidity pref-
erence theory of interest is not entirely bankrupt, but he is wrong in making
it the primary determinant of interest rates. Hoarding decisions affect the
interest rate in the extremely short run only, in the long run they only
change the purchasing power of money.

How is it possible to condemn, as Keynes did, at the same time a
high savings rate and low investment? Isn’t it the purpose of saving to in-
vest? Keynes lampooned excessive as he judged it concern with the future
but also lamented a perpetual insufficiency of investment. What is invest-
ment, however, if not provision for an increasingly distant future? Keynes
was worried thata high propensity to save would diminish the multiplier.
He thought that saving will turn into hoarding, neither consumption nor
investment. But people generally consume and invest continuously from
their income month after month; they do not hoard continuously. (If they
did, the economy admittedly would be in trouble.) Once they’ve decided to
keep a certain amount of cash for precautionary reasons, they achieve their
target balance and then hoard no more, spending the entirety of their in-
come from then on. The demand for money of course fluctuates since it
depends on individual and business preferences which change but not
wildly. It’s not the demand for money that we must look to in order to
explain business fluctuations but the supply of it.

Keynes was not just a monefary economist; it’s as if he perceived in
the economy #othing but money. There is a woeful insufficiency of both con-
sumption and investment, he writes. But the more consumption there is,
the less investment, and vice versa. How can bo#h be increased at the same
time? Through inflation and credit expansion, says Keynes. Monetary pol-
icy will spur investment, and fiscal policy, such as his public works, will raise
consumption. By lowering the interest rate down to zero, as though no real
factors impinged on it, Keynes sought to abolish the “scarcity of capital.”
Manipulating the money supply is supposed to result in a massive boost to
general prosperity. There are no limits, Keynes holds, to what can be ac-
complished by society as a whole with just money. To borrow from Mises
(1996), Keynes was “guided by the idea that the height of interest rates as
the free loan market determines it isan evil, thatit is the objective of a good
economic policy to lower it, and that credit expansion is an appropriate
means of achieving this end without harm to anybody but parasitic money-
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lenders” (573). The government interferes with market price formation and
sets the most important price in the economy, the rate of interest, to an
arbitrary value unconnected with real supply and demand. It expects cook-
ies for this senseless act of violence but gets the business cycle instead. As
Jesus fed the multitudes with a few loaves and fishes, so the Fed and the
banks have the miraculous power to create money out of thin air. Far from
being divine, however, the Fed is actually demonic, and when the devil does
miracles, the results are less than stellar. It’s not that Keynes believes that
the interest rate can be permanently reduced below its natural rate, though
this is not so. For Keynes there is no such thing as the natural rate; the
interest rate is arbitrarily set by the authorities, and setting it to zero hap-
pens, in his view, to promote general welfare. Many of Keynes’ shocking
policy presctiptions, suchas inflation or “stamped money” or socialism, are
based on his theory of interest. He simply takes his errors to their logical
conclusions, so what he wrote about Hayek, “how, starting with a mistake,
a remorseless logician can end up in Bedlam” applies only to himself.

Keynes, like the Austrian school, emphasized uncertainty of the fu-
ture as a prevailing human condition; unlike the Austrian school, Keynes
got uncertainty wrong. Keynes’ idea of uncertainty from which he deduced
investorirrationality, the stock market as a casino, speculation as a vicious
psychological game, violent instability of the marginal efficiency of capital
was merely a bludgeon with which he attempted to destroy “classical” eco-
nomics. Ultimately, he feared that individual liberty would result in eco-
nomic chaos. Once he denied coherence to the free market, it became easy
for him to devise interventions to make up for the alleged market failures.
Butitis not the case that the free market “fails” because of uncertainty; on
the contrary, the market utilizes uncertainty to generate economic progress.
There is a way to dispose of uncertainty altogether, and that is with social-
ism, but that destroys progress along with it. Keynes held that the fact that
profit expectations under capitalism are uncertain resulted in less invest-
ment and higher interest rates than optimal. The possibility of the bor-
rower’s bankruptcy resulted in lenders charging a premium on loans. Un-
certainty also, he felt, meant that the volume of investment was volatile and
unstable. His condemnation of capitalist uncertainty led him to recommend
socialism or as we saw “investment planning.”

Modern policymaking is based on the ideas of Keynes. There is the
presumption of “equilibrium with unemployment,” such that mass invol-
untary unemployment is endemic and normal under laissez faire. There is
the notion of a simple trade-off between unemployment and inflation.
There is the belief that interest rates have a purely monetary cause and re-
flect no undetlying scarcities of goods or trade-offs. There is the idea of an
undifferentiated blob of “capital.” There is the claim that the free market
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as a whole is subject to “irrational” waves of investor optimism and pessi-
mism. There is the view that “liquidity preference” or hoarding is an evil
that must be combated with fiscal policy. However, we are by no means
“once again in the age of Keynes.” The “policymakers” do not believe in
Keynes or in any ideology for that matter. Ours is the age of feelings not
reason, indeed of every-man-for-himself looting and irresponsibility that
are occasionally justified, when justification is insisted on, by appeals to
Keynes. Evensocialists nolonger promise a new golden age with the arrival
of socialism; all they seek is to destroy capitalism without presenting any
vision of any glorious future to be built on the ruins of the old world.

Small states like local governments would engage in unlimited war,
destruction, and rapine #f they could. However, they are too weak fully to
express their hatred for the citizens they rule. National governments, on the
other hand, are always in pursuit of absolute power over their subjects.
Sometimes they are frustrated in this endeavor by courts who affirm that
there are such things asindividual rights, other times by a common ideology
as the people put pressure on the state through electoral politics. The his-
torical role of Keynes was to convince the masses that government control
over the economy was in their own interests. The 20" century was infused
with socialist and interventionist ideas but for a time lacked an intellectual
foundation for them. Western governments were already doing as they
pleased when Keynes appeared and explained why their fake omnipotence
was allegedly for the greater good. He was a prophet of statism and the
inevitable disintegration of the economy.

I don’t agree with the thesis of “policy ineffectiveness” of the mon-
etary and fiscal policies. These policies ar effective but only at destabilizing
the economy and fostering poverty. They produce results opposite those
their own advocates publicly claim they want to achieve. The monetary and
fiscal policies are precisely the millstones of inflation and taxation in be-
tween which the bourgeoisie are to be crushed, as communists have sought
to do.

The Keynesianideais that by using the “tools” of the monetary and
fiscal policies, the government canameliorate the extremes of recessionand
inflation. But that’s exactly like putting the fox in charge of the henhouse.
Itis precisely the monetary policy that causes the unsustainable boom that
collapses into a recession. It is the Fed that, by printing money, causes
money supply inflation thatinevitably manifestsitselfin price inflation. And
it is the fiscal policy that transfers purchasing power from the people to the
state: behold, socialism has become intellectually respectable.

Itis instructive to compare the vision of Keynes, of the Keynesian-
Neoclassical synthesis (KNS), and of the Austrian school. According to
Keynes, the free market works neither in the short run (because of business
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cycles caused by fluctuatingaggregate demand) nor in the long run (because
of uncertainty and nonzero interest rates). KNS has it that the market fails
in the short run (because of rigid wages) but works in the long run (when
wages adjust). And the Austrians argue that the market works fine both in
the short run and in the long run, uncertainty and steadiness of the price
level notwithstanding, but certain external monetary shocks to it such as
especially by fiat and credit money expansion bring about instability. Since
Keynes did not possess the correct theory of business cycles, his “depres-
sion economics” is an exercise in futility. He does not diagnose what starts
an unsustainable boom, and how to prevent one, nor how the boom turns
into a bust, and how to recover from one. In fact, he thinks the boom is
benign and wants to keep the economy booming forever without realizing
that that’s impossible.

Keynes was eccentric and iconoclastic in more ways than one, e.g,
commenting on his endorsement of autarky, Skidelsky (2010) points out:
Keynes’ “idea that ‘globalization’ can lead to war, national self-sufficiency
to peace, was of course a complete reversal of the traditional teaching”
(189). He does not call this idea false, but I will. If there is azy truth to it, it
lies in the fact that the world’s monetary system, with its hundreds of fiat
currencies, endless inflation, credit expansions, devaluations’, volatile ex-
change rates that wound international trade, is broken. But that, too, is
Keynes’ fault. It is amusing that a consideration of “fresh importance” for
Skidelsky is that “Keynes kept alive the idea of the ‘just price.”” But there
are no such things as just prices. (Perhaps inflation that corrupts inter-
temporal contracts and injures creditors might be an example of injustice.
But Keynes despised the “usurers” and was eager to see them fleeced)
Skidelsky might have said as well that a legacy of Keynes is that he kept
alive the idea of the flat earth. Skidelsky’s defense of this notion consists in
noticing that “the idea of justice in exchange is a very old one, and is far
from dead in the popular mind” (145ff). With this, as with so much in his
economics, Keynes, far from producing new revolutionary ideas, merely
revived ancient fallacies. Perhaps it was his lusty boisterous decadence that
caused him to be seduced by paradoxical new, or rather (as the case may
be) old and long discarded, ideas. It is a scandal that he got away with it.

Keynesianism in economics is as much a retrogression as paganism
in religion. In paganism, the gods are always acting in the natural world.
When it thunders, that means Zeus is angry. Likewise, the god-state con-
stantly intervenes into the natural order of the economy, “correcting” and
“fine-tuning’ it. It pretends to help, to improve economic outcomes, but it

3 Devaluations increase “net exports” and hence, as Keynesians figure it, GDP and em-
ployment. But what happens when every country tries this grotesque short-term remedy?
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always fails, and it gives the people no rest. Economists must rise up and
slay the false gods to free the wotld from their destructive meddling. In this
book I embark on this quest. Or, to use a Christian metaphor, the state is
by its essence a Satanic institution, the principalities and powers, butit is a
legitimate function of the demons to punish wicked humans. For example,
it belongs to the state to crush violently aggressive labor unions. Therefore,
the state, or at least the executive branch of the separated powers on the
local level, cannot be fully abolished. Its influence, however, can be con-
fined to the hellish realms where it belongs and be prevented from reaching
“middle earth” and its free markets.

Keynesian economics is a terrible evil that has plagued mankind for
far too long. It defiled economic theory and damaged our economy. For
that reason I felt that a thorough refutation of Keynes was needed.

If it is true that Keynes “was a wonderful user of the English lan-
guage, but even more important was his passionate commitment to com-
municating his ideas in language which his readers could understand”
(Skidelsky 2010: 58), the only conclusion about General Theory is that it was
deliberately obfuscated and made confusing. There is as vast a literature
devoted to divining “what Keynes really meant” as to what Marx really
meant. There are as many interpretations of Keynes as there are
Keynesians, each claiming descent from the master. The interpretation put
forward in this book is, of course, my own.



Part I: Keynes

1. That Say’s Law works adequately under laissez
faire

The version of Say’s law that Keynes rebels against affirms thatin
a free-market economy there are no permanent inefficiencies that leave ei-
ther producers or consumers unhappy. The economy tends toward equilib-
rium. There is in particular no such thing as a “general glut” of goods that
cannot for any considerable amount of time be disposed of by their pro-
ducers.

Jones’ money income comes from Smith’s expenditure, says
Keynes. In fact, this “insight” is supposed to be the essence of the
Keynesians revolution. Butit’s only anillusion, a failure to pierce the money
veil. When Smith pays money to Jones for something Jones has produced,
Jones’ income does not come from Smith’s “pocketbook,” unless Smith is
dishoarding his cash balance; it comes from Smith’s own production and
the income Smith receivesin its exchange. Goods are traded for goods, and
money is only a medium of exchange.

Keynes phrases the law as that “supply creates its own demand.”
There seems to be no reason to sell unless one looks forward to buying
The only way to buy is to sell first: the purchasing power to buy is obtained
by selling. The act of putting a product for sale indicates a demand by the
seller for other goods. The imbalances in the system are due to temporary
disequilibria which are correctable by ordinary market forces. There are
three types of the relevant disequilibria.

First is between supply and demand (SD). If the price of a good is
too high, there is a surplus; if too low, a shortage. Both surpluses and short-
ages are “bad,” we don’t want either of them. In the case of a surplus there
is a sense in which there is “overproduction.” This is an aspect of consump-
tion. The SD disequilibrium can be fixed simply by lowering or raising the
price of the good.

Second is betweena firm’s revenues and costs (RC). If the revenues
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exceed the costs, there is profit; if costs exceed revenues, loss. Profits are
“good,” and losses are bad, both for the entrepreneur experiencing them
and for the economy asa whole. If a businessman is losing money, he again
can be said to be overproducing. His business plan is unsustainable, and he
is under the necessity to curtail the production of whatever good is selling
below costsin the future. Thisis an aspect of znvestment. The remedy for this
is more difficult than in the previous case: the entrepreneur needs to be-
come more competent or alert to opportunities. If he cannot, then he will
be forced to forsake his vocation and become a mere laborer.

For example, perverse central bank policy will trigger a recession as
part of the business cycle in which the economy is revealed to have been
affected, during the boom, with a high level of discoordination, with losses
far outnumbering profits. Malinvestments must be cleansed; failed compa-
nies, disappear; prices of remote capital goods and many wages, come down
and be readjusted relatively for the economy to recover. Keynes maintains
that trusting the equilibrating forces to operate is a naive course of action
and suggests ways to increase aggregate demand instead. This, he hopes,
will increase the particular demand for existing goods and therefore their
producers’ revenues and profits.

Third is between the past and present “price levels” (PL) which is
an aspect of hoarding. Hoarding is an increase in the demand to hold money
or cash balances. The purchasing power of money increases when people
hoard more and decreases when they dishoard and spend. The hoarded
money is like insurance: one never really wants to find himselfin a position
in which he needs to resort to using it. Other motives for hoarding or for
keeping cash balances in general are outlined in (I, 18): e.g., the purpose of
hoarding for insurance is to prepare for unforeseen future pains, while the
purpose of hoarding to take advantage of presently unfathomed opportu-
nities to consume or produce is to prepare for unforeseen future pleasures
or challenges. The argument is that when there is an increase in hoarding,
the absoluteprice level becomes too high, and it is this that can be interpreted
as a general glut.

It is sometimes said that Say’s law works for all goods other than
money, or that it would work only if money were in fact a mere veil. It thus
neglects the fact that money too is a commodity with its own supply and
demand. But despite the fact that the allocation of one’s income in any pe-
riod between consumption, investment, and hoarding is each man’s per-
sonal decision, entrepreneurs generally are able to function and make prof-
its. Changing demand for money is no more an obstacle to them than
changing demand for goods.

It’s true that while for consumption lower demand for one thing
entails higher demand for another, and for investmentlower demand in the
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present entails higher demand in the future, for hoarding lower demand
seems to mean just lower demand. Butin fact the lower demand is simply
a desire on the part of the public for a lower price level. There is no need
for production to decline: for society as a whole individual hoarding is a
free lunch. As people add to their cash balances, prices of those goods for
which demand has slackened drop, necessitating that the wages of the
workers producing them drop also, causing income to them to fall off, so
their demand declines too, resulting in still more prices falling, and so on.
Under excess demand for (or rather quantity demanded of) money there is
still no overproduction or general glut, merely the wrong price level. But
the pricelevel does not, and need not, decline all at once — which admittedly
the market could not handle; rather prices decline in a sequence one after
another. This is a mirror image of the opposite process of an inflationary
stimulus fanning out gradually in the form of higher prices throughout the
economy. There is no reason why a free-market economy needs to be more
troubled by a rise in the demand for money (hoarding) than by a rise in the
supply of money (inflation), provided that these disturbances are mild in
intensity. It is true that some business plans will be shown to be faulty be-
cause of hoarding; such erring entrepreneurs might have been better off
keeping their capital in the form of money in the bank and waiting for it to
appreciate. Keynesians argue that if they had foreseen the new demand,
they would have cut production, but in fact they would have cut first, prices,
and second, wages. To the extent that they didn’t foresee it, the problem is
even easier. Nor should production decline in the longer run, once price
deflation is fully absorbed, because their (lower) revenues will consist of
money of higher purchasing power. In any case, the people’s success at
security seeking is more important than the entrepreneurs’ success at gar-
nering profits.

Theoretically, equilibrating PL disbalances requires only price
changes and no alteration of production patterns. And since disequilibrium
here entails that consumer desires — including the desire not to consume —
are satisfied, both types of PL disequilibria are “good.” That’s not to say
that this is always true in practice. What happened in the Great Depression
was the recession explained by the Austrian business cycle theory (see (I,
37-40)) turning into a major depression due to the subsequent collapse in
the money supply (itself due to failures of fractional-reserve banks and
credit contraction) and the ensuing secondary price deflation that severely
aggravated the problem. The reason is that while changing a single price
can be done very quickly and with little effort, adjusting the entire price
level downward, especially as the money supply keeps shrinking, takes a
long time, proceeds in fits and starts, and can be attended by entreprenecurial
errors. In the meantime, in lieu of full price adjustment, PL disequilibrium
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can feature quantity adjustments and hence unemployment.

John Eggerargues that “all unemployment is caused by mispricing,
and none by insufficient aggregate demand” (Skousen 1992: 43). This is
true if we mean the corruption of wages due to anti-market violence pre-
venting mutually beneficial agreements or corruption of the interest rate
due to inflationary credit expansion. In the case of PL disequilibrium, spe-
cifically excess demand for money, however, these are the same. The mis-
pricing is global, meaning that a// prices are wrong. The problem can be
remedied either with prices adjusting or with an increase in aggregate de-
mand in money terms.

As an adjustment of this sort proceeds, the money rate of interest
can temporarily deviate from its real value. (For example, dishoarding can
lower the interest rate by its effect on the supply of money loans, and it can
alsoincrease profits by raising the demand for consumer goods.) But hoard-
ing does not cause a cluster of entrepreneurial errors thatis so characteristic
of the business cycle.

It may be the case in a depression that numerous people hoard
money. Still, hoarding is a result of individual decisions. There is no coor-
dinated hoarding in which all people agree to withdraw large amounts of
money from circulation. For this reason it is necessary to look at this prob-
lem from the point of view of an individual hoarder who is faced with the
market data over which he himself has no control. For such an individual
hoarding has clear opportunity costs: the hoarded money can be neither
spent nor invested. Moreover, as other people hoard, prices fall, enticing
him and others to spend.

Prediction of deflationary hoarding is part of the job of the entre-
preneurs. Even when making such predictions is exceedingly hard, as pre-
dicting the bust during an economic boom, the fault for economic destruc-
tionism lies not with the hoarders but with those institutions that induced
the boom-and-bust cycle in the first place. If the large crowd of losers dur-
ing the bustis fed with government money, receiving windfall profits, then
the market price signals telling them to quit producing are disregarded.
These entrepreneurs (and society as a whole) are deceived, imagining that
they can evenly rotate and even profit in the future. But when factor prices
adjust, the equilibrating forces seek once more to purge the business losses
from the system, thereby presenting the government with yet another op-
portunity to do things right and avoid the childish game of coddling the
losers with empty “profits.”

It is true that hoarding can cause general price deflation that bene-
fits creditors and harms debtors, but so what? If lenders and borrowers
want, in contracting with each other, to hedge against the changing pur-
chasing power of money, they are free to do so; if this practice is uncom-
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mon, this means only that people are willing to take their chances in this
matter.

Lastly, hoarding in a depression has healing properties to be de-
scribed in (I, 43).

The remedy for the PL disequilibrium under laissez faire is even
more involved: it requires a universal gold standard, free trade, an end to
wars, abolition of the business cycle, and a steady general improvement in
the people’s standard of living. For example, in the absence of trade be-
tween isolated villages, a fluke in the weather that ruins the harvest means
death to the entire population. Global free trade mitigates such vulnerabil-
ities. People hoard in a depressionbecause they are afraid of the future. Nip
the business cycle in the bud through sound money and honest banking,
and sharp fluctuations in liquidity preferences will come to an end. The
enhanced economic secutity obtained thereby will make it increasingly less
necessary for workers to keep large hoards of cash as insurance against an
uncertain perilous future.

Hoarding under normal circumstances is not a significant factor
that can vitiate Say’s law and induce serious discoordination. In other
words, this phenomenon is theoretically important but practically irrele-
vant.

SD is partial equilibrium, RC is general equilibrium, PL is monetaty
equilibrium. SD disequilibrium is a local pricing error, (bad) RC disequilib-
rium is a production error, PL disequilibrium is a global pricing error. It
follows that if you can’t sell your stuff, lower the price. If producing this
stuff at this price is unprofitable, change your business model. And if M1~
fallsin a recession, abolish government price controls, defang labor unions,
end cartelizationand price fixing, get rid of unemployment insurance (since
wages will not fall if people prefer to go on the dole rather than work for
less money), improve the quality of money and banking so as to eliminate
the business cycle for good. Given these, aggregate demand just is aggregate
supply, and there is no overproduction.

Say’s law does not argue that there is never disequilibrium, but it
affirms the equilibrating tendencies in the economy. Keynes demurs, pro-
posing that the market does not always clear, which is why Say’s law is sus-
pect. It is part of the purpose of this book to describe what real and appar-
ent features of the economy caused Keynes to believe that the market pro-
cess was irrational or at least inefficient. Some of those are: (1) wage sticki-
ness, (2) scarcity of money, (3) high (or nonzero) interest rates, (4) uncer-
tainty of the future, (5) the business cycle, and (6) hoarding as opposed to
spending.

It is true that Say’s law can be disrupted by government interven-
tions into the economy, but Keynes distrusts it for all the wrong reasons.
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Even in the case of the business cycle, the only phenomenon he notices
that can in actual fact play havoc with the economy, he fails to identify its
cause.

2. That the money illusion is implausible

Keynes makes the psychological claim that workers may sometimes
care about their nominal wages more than about their real wages in order
to shore up his inflationism. If wages are sticky downward which means
that wages and prices cannot adjust relative to each other, then this could
explain “involuntary unemployment.” His solution to this pseudo problem
is to trick workers who viciously would not take lower nominal wages into
accepting lower real wages. Inflating the money supply would boost profits
at the expense of wages and induce entrepreneurs to hire the involuntarily
unemployed.

This opinion can be defended as follows. First, it is easier to calcu-
late one’s nominal salary than the price index of some arbitrary basket of
goods. But this logic can only be taken so far, for, as Mises (1996) writes,
“a judicious housewife knows much more about price changes as far as they
affect her own household than the statistical averages can tell” (222-3).
Now the purchasing power of money (PPM) is an intuitive and imprecise
notion. This is because comparing the PPM at two different moments is
hindered by (1) relative price changes, (2) improvements in the quality of
articles, (3) emergence of brand-new products, (4) all-out disappearance of
old products, (5) changes in the techniques and capital used in production
(in short, the changes due to economic progress), and (6) the necessity of
looking not at all prices but only ata certain subset of them, arbitrarily ex-
cluding everything else. Admitting the problem, Keynes uses the notion of
“the public’s standard articles of consumption” (TM: Vol 1, 223). Of
course, there are no standard articles of consumption. Mises counters that
on the market “every penny spent has the power to work upon the produc-
tion processes. The publishers cater not only to the majority by publishing
detective stories, but also to the minority reading lyrical poetry and philo-
sophical tracts. The bakeries bake bread not only for healthy people, but
also for the sick on special diets.” (271) By whose authority are the con-
sumers of poetry, etc. not given consideration? These complicating factors
make determining PPM “scientifically” all but impossible while still permit-
ting easy rough generalizations via “historical understanding.” It follows
that one cannot fool all of the people all of the time about their real wages.

Second, nominal income may for some people be a status symbol.
A diminution of that income may strike them as an insult, a slight, as being
treated with contempt, regardless of how economically reasonable and even
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necessary for them to stay employed the pay cut may be. Itis asif the em-
ployee’s faithfulness to the company has been betrayed. His seniority and
years of service are not being properly appreciated or given their obligatory
“respect.” But I think thatin a competitive economy such thinking will be
discouraged.

Third, a businessman who up and decides to lower his workers’
wages across the board will be sort of punishing the workers for his own
losses. Not only is this bad for morale, but it will also simply not work. If
he lays people off, he retains some control over who goes and who stays.
But reducing wages like this will cause many employees, including those
who were fully pulling their weight, to jump ship, and the owner will have
no control over that. This argument is much less powerful in a recession,
though, insofar as a//workers face unpleasant choices. Evenifexisting wage
contracts are somewhat stable, zewjob offers are fully sensitive to new mar-
ket data. There may thus be a temporary spike in unemployment during an
economic downturn, but the wages the unemployed can obtain will be
lower than during the boom. Evenif there is mass unemployment, it will
be frictional not involuntary.'

Chick (1983) produces the following additional arguments. Work-
ers may “resist” offers of lower wages because “it damages their self-image,
knowing the currently employed are getting more.” But surely getting gem
would seem even worse in comparison with the wages of the currently em-
ployed and would damage their “self-image” even more. Also because “it
would diminish their human capital... if the new wage became established.”
But the “establishment” of a wage is a global phenomenon to which the
contribution of an individual worker is miniscule. As for human capital, the
longer one is out of work, the rustier his skills get. One is well advised not
to have large gaps in employment on his résumé. Finally, “because willing-
ness to work for less may be taken by the employer as evidence of these
particular workers” inferiority” (145). But again not working at all is evi-
dence of supreme inferiority. This attitude is particularly silly because a
worker is not “unjustly” downgraded from a superior to inferior caste; his
wages decrease simply by means of a change in market conditions, and he
has no right to any particular wage. Nor need the willingness to work for
less “signal” to the employer that the worker is unproductive if the em-
ployer too is fully aware of the market data.

These rather unpersuasive reasons are the most important ones that
Keynes can advance if he is to justify his belief that wages are sticky down-

I'There might not, strictly speaking, be such thing as frictional unemployment if searching
for a job is itself productive work. A person looking for wotk is essentially a self-employed
entrepreneur who is admirably busy attempting to find customers for his skills.
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ward. Other ideas either attribute irrationality to market actors, fail to dif-
ferentiate sufficiently between wages and all other prices which are presum-
ably less sticky or not at all, or depend on lamentable government interven-
tions into the free market, suchas pro-union and minimum-wage legislation
which are merely signs of our corrupt times and have no compulsion to
exist.

For example, if most workers are subject to the money illusion (in
which they value the money wage more than the real wage), then those
cleverer workers who see the truth can demand higher wages and win in
the competition. There is a powerful incentive to each worker to pierce the
illusion and see reality for what it is. One cannot build an economic theory
on the basis of human irrationality since being rational pays off, and being
irrational condemns. Irrationality is self-liquidating. Now those economists
who advocate a predictable “rules-based” monetary policy do not grasp that
monetary policy can only “work,” that is, increase employment in the pres-
ence of wages coercively set above market-clearing values, by deceiving the
public. There is simply no point to any “policy,” indeed to the central bank-
ing system itself, without the hanky-panky (otherthan as a socialist-destruc-
tionist means to empowering the state). But secrecy cannot plausibly be
maintained. L. Albert Hahn (1949) makes the point that “psychological
phenomena like the money illusion become obsolete when they are discov-
ered. If Lord Keynes has discovered the mechanism of lowering real wages
through monetary manipulations, he has at the same time destroyed the
working of the mechanism by drawing attention to it.” (62) The money
illusion cannot be a permanent feature of the economy.?

To the extent that governments are led by the logic of money supply
inflation to resort to price controls to combat price inflation (thereby de-
stroying the free marketand unleashingeconomic chaos), they demonstrate
their awareness of the fact that money illusionis a feeble reed to hang “full
employment” on.

Keynes tells us breathlessly that “workpeople in fact stipulate, not
for a real rate of wages, but for a money-rate” (G1: 272). That’s true but it’s
a consequence of the fact that under indirect exchange a// prices are quoted
in money terms. Nothing significant whatsoever can follow from a propo-
sition so general, least of all the alleged ubiquity of “involuntary unemploy-
ment.” More specifically, Keynes proposes that “it is because of money’s

21In one kind of illusion, prices rise and money wages stay the same with workers thinking
that their real wages are unchanged. This allows entrepreneurs to hire more labor and
increase output. In another kind, both prices and money wages rise, but workers think that
their real wages rise. They falsely imagine higher demand for their labor, and as a result
quantity supplied of labor and output increase. (In fact, the mistake shifts the supply cutve
to the right.)
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other characteristics — those, especially, which make it liquid — that wages,
when fixed in terms of it, tend to be sticky” (GT: 233). Yes, money is liquid,
that’s just the definition of money as a medium of exchange. Liquidity
measures the ease of convertibility of an asset into money (and the security
that the asset will not have lost value at the time when it is sold), and money
is perfectly convertible into itself. What has that to do with wages? Keynes
means that sound money cannot be produced out of thin air and so real
wages cannot be brought down by inflation.

In a free-market economy blessed with a noninflationary monetary
regime, the “price level” will be stable or decline slowly due to general eco-
nomic progress. A good example of “rigid” prices despite vigorous quality
competition is the information technology industry. In the past two dec-
ades, computers have improved with respect to some physical parameters
1,000-fold or even more, but their prices have hovered around a constant
value and may even have dropped if we adjust for inflation. There is noth-
ing economically perverse in this.

Modern-day Keynesians bring in other reasons for price inflexibili-
ties. The first one is “listed prices.” These refer to the fact that most stores
do not allow negotiations between salesmen and customers. (It would be
too time-consuming or inefficient, the salesmenwould not have the author-
ity to change prices, etc.) Moreover, one does not generally go into a de-
partment store, buy up all the shoes, and attempt to resell them at a profit,
meaning that there is no instant arbitrage. However, these features of to-
day’s economy do not prevent equilibration of supply and demand. The
owners will set prices by trial and error and with understanding of past
prices in such a way as eventually to dispose of their entire stock. Arbitrage
can take place at the level of the suppliers or wholesalers in the structure of
production. The quantity produced every day will depend on profit expec-
tations at the contemplated prices.

Menu costs and long-term contractual agreements are alleged to be
responsible for other instances of inflexible prices. A restaurant, say, would
incur the cost of printing new menus every time it wanted to update the
prices of its dishes. It may be cheaperto keep prices stableif these costs are
prohibitive.

Consider though, first, what rigid prices imply. Itis a (rather whim-
sical) definition of insanity that it consists in doing the same thing over and
over again and expecting different results. An alternative definition might
be doing the same thing in response to different environments and expect-
ing the same results. Mulishly keeping prices the same in an always changing
market amounts to precisely that. Therefore, the Keynesian insistence on
price rigidities is tantamount to presuming market participants to be — lit-
erally — nuts. And that is far too strong a condemnation to be true. Human
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beings go to enormous lengths to earn a living. Surely, they can be expected
to strive to minimize menu costs and avoid long-term contracts whenever
possible.

For example, it is unsatisfactory to have to choose between a small
loss from wrong prices and a greater loss from printing the menus. If menu
costsare high, then people will simply not start the businesses thatlay them-
selves vulnerable to such costs in the first place, thereby easing competitive
pressures on those entrepreneurs who s#// decide to operate such busi-
nesses. Menu costs are not some fundamental metaphysical evil in the
wortld like scarcity or inevitability of death, such that fixing them is beyond
human power. What’s interesting is not a diagnosis of this problem by an
economist who has studied the marketat the present time but precisely how
entreprencurs will seek to lower the menu costs in the future. Where there
is a will, there is a way, and we can be assured that with economic progress
solutions will be found.

Long-term contractual agreements are useful if there is a need to
prevent a worker with unique skills that are impossible to replace easily
from blackmailing the employer. Thus, an actor starting work in a comedy
show may be required from the outset to limit his future demands if the
show becomes successful, lest he threatens to leave and ruin the show
(which is defined in the minds of the viewers by the actors). It’s a kind of
bilateral monopoly. The idea is to make prices sticky #pward, i.e., to lock in
the prices of resources, for the length of several periods of production and
thereby reduce surprises in calculating costs and revenues. I agree that the
darker side of this is that prices are also made sticky downward. But how is
that beyond the economic pale if the benefits of this practice outweigh the
costs for all concerned?

There is a variety of business models, some of which may involve
wages or prices that tend to stick. This, however, would most likely be a
benign practice that hurts neither the buyers nor the sellers.

“Another explanation for price stickiness,” writes Thomas Hall
(1990), “is the notion that many firms routinely engage in markup pricing,
basing their pricing decisions more on the cost than demand considera-
tions.” (111) The idea is that this way companies can be free from the va-
garies of consumer demand. But in the first place, costs of production fluc-
tuate, too. And second, firms that used this sort of “strategy” would be
irrational and ensuring their own destruction. One cannot make business
decisions by calculating the costs of production of an arbitrary item, adding
a no less arbitrary markup, and pricing the product with this sum. A busi-
nessman does not pick arandom good out of thin air, say, shovels or mush-
rooms or kittens, slapa markup on it, and get busy producing it. How would
he decide, out of millions of possible production processes, which one to
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undertake on the “markup” pricing strategy? Any good can be marked up.
And how would he determine the value of the markup? The sky seems to
be the limit. Further, the demand curve suggests not only the price but
quantity supplied, as well. Without it, what determines how much output a
firm engaged in markup pricing will produce? In short, costs of production
determine not prices but whether a given good will be produced at all. Fi-
nally, why wait for a change in costs if one can profit from changing the
price immediately? Why not charge whatever the market will bear?

John Hudson suggests thata firm may be “often faced with the cost
of dismissingunsatisfactory workers and rehiring others. To minimize such
costs the firm may pay above the market wage, reasoning that workers
know their own abilities and poor workers will recognize that this is a job
that they will soon be fired from and hence not apply.” (King 2003: 114)
This is supposed to explain why wages may be set above the workers’ dis-
counted marginal value product (DMVP). But of course any wage rate vol-
untarily agreed upon is a “market” wage. Furthermore, it is the definition
of “unsatisfactory worker” that his wages are not justified by his productiv-
ity. A “good” worker may be quite unsatisfactory if he is overpaid, and a
“poor” worker may be an assetif his wage is sufficientlylow. What the firm
is actually doing is simply getting better workers at higher prices, a perfectly
ordinary behavior. Finally, this strategy is entirely self-defeating if every firm
1s engaging in it.

A firm that has earned especially high profits this year may indeed
want to give its employees a bonus in hopes of reducing labor turnover.
But clearly a one-time payment like this is the opposite of “rigidity.”

New Keynesians bring in other reasons for wage stickiness. There
is, for example, “implicit contract theory” according to which a worker
would agree to a long-term contract for a fixed lower wage. The worker
would then apparently forgo raises in exchange for job security. This seems
irrational. If a company can’t afford raises in a given year, it will deny them
explicitly. Why would a worker agree not evento ask for a raise? If a worker
wants a low wage, he can just take it, he doesn’t have to sign a long-term
agreement in addition. He will be an asset anyway, contract or not. And
even underpaid workers can be fired if the company is badly run and losing
money. Finally, workers with such low self-esteem that they are willing to
slave away thanklessly just to reduce the possibility of having to look for a
new job are probably rare.

Another interpretation of implicit contracts is that “workers would
prefer wage stability to employment stability” (Bellante in Skousen 1992:
126-8). I know I wouldn’t. What sense is there in resenting a change from
a higher wage to a lower wage more than a change from some wage to zero
wage? But perhaps it means that a worker will trade off a higher wage for a
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chance of being fired in a recession. Maybe he’s gambling man. If evety
worker is like that, then they all bet that it will be the other guy who will get
fired. This Russian roulette does seem vicious as it harms production. It’s
an empirical question whether such apparent irrationality is prevalent. But
ifitis not universal, when risk avoiders agree to lower wages, this puts pres-
sure on the risk preferers. They will be the ones targeted for termination.
The more reasonable workers are hired, the greaterthe risk to the gamblers;
some marginal gamblers will buckle and agree to a lower wage, increasing
the threat to their former brethren; this will strengthen the incentive to
them to agree also, and so on in a snowball effect. Gambling of this sort
then is unstable and will be discouraged.

The alleged “market failure” of “asymmetric information” is an-
other bugbear. Workers do not know for sure that the demand for the
product of the company they work for has declined. They will distrust the
management and refuse to acquiesce tolower wages until the downsizing
actually begins, at which point it’ll be too late. I suppose it’s possible that
stubborn and suspicious parties can fail to come to a mutually beneficial
agreement. But it’s not the high demand for its product that prevents a
company from lowering wages, it’s the competition. If a company can af-
ford to cut wages, it will do so, regardless of the demand. Workers are al-
ways on a lookout for better opportunities, and it is this, and not “asym-
metric information,” that can make them unwilling to accept lower wages.
If there are no such opportunities, they’re plain out of luck and are forced
to deal. Lastly, except in cases of general price deflation, lower demand 7e-
qguires that the company shrink. This way resources, including labor, will be
reallocated to those lines of production the demand for which has risen.

The idea of “efficiency wages” that claims that a worker’s produc-
tivity can be increased by a higher wage is obscene. No manager thinks, “I
want Smith to do a better job, therefore I will raise his salary.” If he raises
the salary of a slothful or inefficient worker, then far from encouraging
productivity, he’ll just be subsidizing sloth and inefficiency, thereby getting
more of them. He thinks instead, “Smith has been doing very good work
lately; I want to make sure he stays with this company; to that end I will
raise his salary since we can afford it.” Keynesians claim that wages are
sticky because lowering them also lowers the productivity of the workers.
But this is implausible. What a lower wage can do is cause a worker to quit.
But in a recession he is out of options, anyway. He will be grateful to the
company for not firing him. Evenif there is some efficiency link between
wages and productivity, such as a higher wage spurring a worker’s efforts
(such as because it becomes costlier to shirk and risk getting fired), no par-
ticular nominal wage corresponds to any given level of productivity. In a
recession, each worker realizes that he competes for scarce jobs with all
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other workers, and it is this fact — the threat of being outdone — that causes
him to excel, to strive to raise his productivity. In such a situation a partic-
ular productivity can be obtained by firms for less money wages.

Itdoes not seem therefore that payingefficiency wagesisa plausible
substitute for good management on the employer side and for work ethics
on the employee side. Cheating cannot be eliminated that easily; the lazy,
the malicious, the incompetent need to be weeded out by other means. But
ifit could be, the argument is that the combined effect of every firm offering
efficiency wages is unemployment (since then quantity supplied of labor
exceeds quantity demanded) which in itself causes workers to fear being
fired and value their present jobs more and thus raises their productivity.
But unemployment does not follow if overall worker productivityis higher,
since then revenues increase and companies are driven to expand, thereby
hiring more labor. In other words, the demand curve for labor shifts to the
right, restoring equilibrium.

If a company does not discriminate between employees of different
quality and pays both superior and inferior employees the same, then this
is a problem. Some workers are overpaid and are a drag, others are under-
paid and will soon quit. But raising the wage indiscriminately seems point-
less: it improves the situation on one end only to worsen it on the other.

Allow me to illustrate another argument of this sort with an exam-
ple from biology. Ants display an interesting behavior. Any time a group of
ants is dragging a caterpillar or leaf or some other useful to them object
toward the ant hill, some of the ants are indeed dragging it foward their
home, while others, bizarrely, are dragging it away from it; it is just that the
number of the ants moving in the right direction is greater than the number
of the ants moving in the wrong directions, and so the item slowly advances
toward its destination. It may be contended that companies are somewhat
like that. If most of their employees’ productivity exceeds their wages, then
they tolerate a few bad apples hiding here and there who do not, on the
contrary, earn their keep. They remedy the situation only occasionally, such
as during yearly employee performance reviews. The excuse is that the cost
of the reviews is very high.

Note what this means again, however. Apparently, what is difficult
is calenlating profit and loss, whereas the market system is designed around the
ability of individuals to look after their own self-interest. Even if reviews
are rare, if a company is suddenly experiencing losses or even a general
considerable diminution of its profits, then I guarantee that it is going to
decide to conduct reviews very speedily and cost-effectively or go bankrupt.
To the extent that some large corporations have slow-to-react bureaucratic
management, the alleged difficulty of performance reviews is the least of
their problems: such companies, barring government subsidies or protec-
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tion or monopoly privileges, are already half-dead and on their way out. In
addition, if carrying out reviews is presently so expensive, then this work
will be a gold mine for consultants who could offer advice and assist com-
panies with doing the reviews. Their entering the industry will assuredly
serve to lower prices.

Another reason why wages sees to be sticky downward is that we’re
inured to perpetual money supply inflation and its usual consequence of
price inflation. But inflation is not inevitable like death or even (allegedly)
taxes. It’s a consequence of our vicious system of money and banking,

As far as Keynesis concerned, however, all these considerations are
irrelevant. For him, prices are not endogenously sticky for reasons that can
be debated; they are exogenously assumed to be fixed. The supply of and
demand for labor, according to the “classical” view, determine both the
wage rates and quantity of work. Keynes gets rid of the supply curve, argues
that wages are fixed at a certain level, and that quantity is inadequate. The
way to increase quantity thenis to shift the demand curve to the right. Enter
monetary and fiscal “policies.” The obvious question to ask is why wages
are fixed at the level at which they are fixed. What determines this level?
Why would employers and workers agree to wages that they realize will be
stuck to their own future disadvantage? Keynes supplies no answer to this
question. He has no theory of wages.

Price flexibility does not mean that prices will vary randomly. It
does not mean that we approve of chaos with prices fluctuating wildly every
day. It means that sellers are, or should be, free to update the prices they
charge, or indeed refrain from doing so, as they see fit, as it serves their
interests, specifically in response to new information or changing market
data. The main reason for the stability of prices is simply the stability of the
money supply if it is indeed stable, mildness of fluctuations in the velocity
of circulation of money, and the fact that most of the economy in short run
evenly rotates, with entrepreneurial changes actuated by net savings and
novel investments happening on the margin. The free market permits
menus, long-term contracts, and so on because it counts on these stabilities.
Wages are sticky not because they @’ change but because people find no
reason to change them often. The government and the Fed break the econ-
omy during the boom and then during the bust blame the market for not
instantly accommodating the need for significant price adjustments which
allegedly justifies still more interventions.

A business practice like sticky prices may be efficient under laissez
faire and not so efficientunder interventionism. The market resists the cor-
ruption to the extent that it can — for example, prices come completely un-
stuck during hyperinflation. But it is as senseless to condemn the market
for losing to the state as to condemn the body for being damaged by poison.
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The assumption of rigid or sticky wages is one of the pillars of
Keynesianism, and we’ll see how Keynes uses it in the next chapter.

3. That an “unemployment equilibrium” cannot
exist

Mises (1996) did not explicitly use the term “involuntary unemploy-
ment,” but he would approve of defining it as the existence of

men, who, although able and ready to work, cannot find
regular jobs because there is no room left for them in the social
system of production. ... They are poor or paupers in the old sense
of the term, supernumerary and superfluous, a burden to them-
selves and a latent threat to the minority of their more lucky fellow
citizens.

Eventhough the wage rate of an unemployed person is zero, business firms
have no resources left to pay that person anything for any work he is capable
of doing. He cannot find work at any rate sufficient to sustain his life. He
cannot contribute to any production process whatsoever. In short, he is
supposedly dying of hunger in the middle of a large city. If such is the state
of affairs, then that person is unemployed involuntarily. Mises goes on:

As faras there is unhampered capitalism, there is no longer
any question of poverty in the sense in which this term is applied
to the conditions of a noncapitalistic society. The increase in popu-
lation figures does not create supernumerary mouths, but additional
hands whose employment produces additional wealth. (836)

It is precisely this claim that Keynes disputes. His definition is:

Men are involuntary 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 labor 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. (GT: 15)

Keynes’ contention is that a small change in real wages affects employment
if and only if there is involuntary unemployment. Here is the argument:

1. People are resistant to the lowering of their nominal wages.

2. People are much less resistant to the lowering of their real wages if
their nominal wages remain the same.

3. Therefore, a sufficiently small decrease in real wages will not cause
workers to work less or less hard or go on strike.
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4. But such a decrease, if brought about by higher prices of “wage-
goods” (i.e., consumer goods), will garner higher profits for com-
panies.

5. These profits will not be eaten away by the presently employed
workers” demands for raises (from (3)).

6. Some of those companies will choose to use a part of those profits
to employ more labor.

7. But if they succeed, then there was not full employment.

8. Therefore, there is involuntary unemployment.

The argument works if there is an increase in some or all prices
unaccompanied by a corresponding increase in wages that would equalize
wages and productivity. Then the only way for companies to grow is to
employ more people, and that is possible only if there was involuntary un-
employment. It involves a counterfactual: If 77 were the case that the profits of
various companies suddenly increased by a small amount due to higher
prices of their products, as if by magic, and with no attendant losses to
other companies, yet none of those companies could expand operations by
hiring additional labot, then it would be the case that at present there is full
employment. The demand for labor increases because of the rise in prices,
and the quantity supplied of labor increases because the unemployed be-
come up for grabs, whereas before, though they were counted among the
labor force in toto, they were somehow unemployable.

Keynes’ contention then is that there often prevails under laissez
faire an equilibrium with involuntary unemployment. His argument starts
with an evenly rotating economy and then, as a mental experiment, raises
revenues of business firms, so as to test whether excess labor is out thete
and available. To the extent that the experiment could be conducted in the
real world at all, and very roughly at that, it would have to be by means of
the government’s fiscal policy, such as borrowing and spending. The setup
would be something like this: (1) the economy is left alone for a long time
with unemployment persisting throughout, then fiscal policy comes to the
rescue which (2) diminishes unemployment (3) unambiguously due to the
policy. In other words, there is involuntary unemploymentin the case when
if prices were to rise relative to wages, or presumably for that matter if
wages were to fall relative to prices, more people would be hired; unfortu-
nately, this cannot acuallyhappen because the system is already in equilib-
rium. How shall we evaluate this opinion?

As Henry Hazlitt (1959) argues, it’s nonsense because in an evenly
rotating economy, given an unchanging set of market data such as con-
sumer tastes, time preferences, technology, resources, everyone is fully em-
ployed by definition. Unemployed labor enfails disequilibrium. Then there
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is Walras’ law. Suppose that the market for X, such as labor, is in disequi-
librium with too high a price and quantity supplied exceeding quantity de-
manded. With this excess supply, the amount of labor that people expect to
sell is higher than what they actually sell. 1f this situation persists, that means
that the market actors are ignorant of easy ways of gaining from trade. But
if people are deceived about what they can sell, that is, if planned sales of
X exceed actual sales, then they are to the same extent deceived about what
they can buy, and the planned quantity demanded of some Ys elsewhere in
the economy exceeds actual quantity sold. Hence the market for atleast one
Y will also be disequilibrated. An error in one market spills over to mirror-
image errors in other markets. There cannot therefore be an equilibrium
(everywhere but in the labor market) with unemployment. Now perhaps
Keynes means that this disequilibrium cannot be equilibrated. It’s true that
“free market” and “involuntary unemployment” are not /Jogical contradicto-
ries, though economiclogic suggests that they cannot coexist. “Involuntary”
unemployment might at first glance seem to mean that there is some coer-
cion involved such as by the government or labor unions. This is not
Keynes’ idea. There can be unemployment even in the absence of any un-
toward interventions. Keynes’ reason for proposing this is simple: if you
want to empower the state, as he did, you must first claim that the market
economy fails. Marx held that capitalism was brazn-dead as suffering from
“anarchic,” uncoordinated production. Keynes proposed that it was the
market’s beart, the price system, that stopped. Ways of animating the corpse
could now be devised.’ There is, Keynes goes on, perpetual insufficiency
of aggregate demand or spending on both consumer and capital goods. The
“propensity to consume” is too low, entrepreneurial profit expectations are
too chaotically volatile, and the interest rate is too high. But how can (pri-
vate) consumption and investment Zogezher which make up the entirety of
income be insufficient? Changing demand for money accounts for the gap
between spending and income. Keynes feared and condemned individual
hoarding. Extra employment and extra production will not create sufficient
demand to buy back the product, he believes, because some of the new
income will be hoarded, and the attempt to increase employment will be
defeated. This is whatin (I, 1) I called the price level or PL disequilibrium

3 Leijonhufvud (1968) writes that in order to “get from the Classical to Keynes’ Theoty of
Markets” with inflexible prices we need the idea that “the information needed to coordinate
economic activities in large systems where decision-making is decentralized is seen to take
time and to involve economic costs” (38). This is funny considering that the word “infor-
mation” is not found anywhere in General Theory. It’s one thing to like Keynes’ assumptions
and conclusions, quite another to defend them with arguments that have no connection
to Keynes” own. It is safe to say that Keynes knew very little if anything about “cybernet-

2

1Cs.
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and what Leland Yeager (1997) calls monetary disequilibrium which is ad-
mittedly of some importance. Walras’ law does not say anything specific
about money, but we can say that the excess supply of goods at the old
price level is due to the excess demand for money.

Keynes then assumes that wages are fixed or rigid in which case of
course PL disequilibrium must result in quantity adjustments. Hoarding will
produce unemployment and dishoarding will relieve it. Demand for money
is the root of all evil. Keynes may be thinking that lowering wages one after
another in the presence of PL disequilibrium is less efficient than raising all
prices of consumer goods at the same time through monetary policy. But
the latter is impossible. Prices too rise one after another in sequence in re-
sponse to money supply inflation. Prices of consumer goods do not rise all
at once any more than wages fall all at once. It may be that raising prices is
somehow less costly for the economy than lowering wages which are stick-
ier. Now price level equilibration, while it’s going on, changes relative prices.
Some of these prices are more flexible than others. Butin the long run the
web of relative prices is restored to its prior level. If workers realize what is
happening, they need not “resist” this process, and those who don’t realize
it will end up on the street anyway.

Another way to see this is by means of the equation of exchange,
MV = PQ. Excessive and rigid wages will raise the price level P but at the
expense of quantity 0. And Q will drop because of unemployment. This is
different from a drop in the population causing higher P. Consider the ex-
treme case of everyone but one man dying with just one firm remaining in
business. If M is $10 trillion, then this guy will produce 5 widgets / day, get
paid $10 trillion / day which he will spend on the widgets at $2 trillion /
widget. So I will stick around, and P will rise to compensate. An entrepre-
neur will then have a certain money stock, such as received from previous
sales revenues, and with a smaller supply of workers, he’ll be bidding up
wages. Higher wages will be spent (on fewer goods), bidding up prices. So
P, the wage-pricelevel, will rise. In this case fewer people working will cause
higher money wages, whereas with involuntary unemployment, it is the
mandated above-market wages that cause a drop in 0 and rise in P. Thus,
for example, if the government tries to fight a recession by keeping wages
high, hoping to stimulate aggregate demand, then instead of raising the ve-
locity of circulation 1] it will just get unemployment (i.e., lower ¢)). Not
even a socialist economy can mess with [ that easily.

If wages are flexible though too high at the present price level (as
during a bust), and in addition there is excess demand for money (as during
a secondary deflation), then wages will fall faster than prices, still creating
profit opportunities for entrepreneurs from offering jobs.

On the other hand, if unemployment is due not to excessive wages
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enforced with violence but to a bust within the business cycle, then I does
decline alongside O (because the unemployed are not spending), and P need
not change. Unemployed workers diminish the demand for the goods that
are still being produced, but employed workers increase this demand be-
cause there are fewer goods for them to spend their money on. So it’s a
wash.

Keynes attaches enormous weight to the idea that the people who
save may be distinct from the people who invest. But so what? That’s just
division of labor. We may as well say that there is a problem with the fact
that bakers are different people from tailors. A crucial purpose of banks,
for example, is to act as intermediaries connecting savers and investors. If
they perform this function well, to that extent prosperity is increased. And
banks themselves are becoming almost obsolete, especially in the age of
inflation and ultralow interest rates, since today investing directly for any
saveris only a few mouse clicks away. If this is so, then as Keynes himself
admits, “all the rest follows — the social advantages of private and national
thrift, the traditional attitude towards the rate of interest, the classical theorty
of unemployment, the quantity theory of money, the unqualified ad-
vantages of /aissez-faire in respect of foreign trade...” (GT: 21). The reason
for the distinctionis that Keynes thinks thatinvestmentis wild and unstable
and is traded off with hoarding capriciously.

Note thatin equilibrium “investment” has nothing to do with em-
ployment or income to the original factors of production. The entirety of
money income to these factors within the entire structure of production
comes from consumer spending. In the real economy with constant change,
it is true that in each round of production entrepreneurs will invest their
money in a slightly different way than in the previous round. Nevertheless,
much of the money that entrepreneurs invest in each round comes to them
from the sales revenues in the previous round. Few businesses operate for
a single round and then shut down. Investment affects employment only in
the context of the business cycle. But that’s only because of the mass losses
engendered by perverse monetary policy and the consequent impossibility
of even rotation on the part of many firms. It’s only because entrepreneurs
have failed to profit or at least break even in the previous rounds that they
fire employees in the next round.

Even if the manifestly contrary to fact claim that we have, or had
by 1930, reached stagnation under which there are no “profit opportuni-
ties” were true, this would not cause any gap between income and spend-
ing.*If no new investments ate possible, why save only to hoard? Why not

4This is really outrageous. Capitalism, whose very essence is dynamism and progress, was
accused by some Keynesians and Marxists of a tendency toward “stagnation,” that it



Summa Against the Keynesians 35

consume instead?

A sufficiently powerful shock to the system, Keynes proposes, will
upset many profit expectations and cause people to substitute hoarding for
investment. This resulting PL disequilibrium, with the general price level
being too high, that is difficult to fix will produce a depression. This isn’t
much of a theory of business cycles, and it’s simply false — that’s not how
business cycles come about.

Another idea by Ventelou (2015) is that the sales revenues received
by entrepreneur Smith depend upon the spending of the factors of produc-
tion who receive income from employment in firms elsewhere in the econ-
omy. If other entrepreneurs are fearful and pessimistic and abstain from
investing, incomes drop, and Smith’s own business suffers. Smith himself
then loses confidence which in turn affects other businessmen. Fear and
optimism then are contagious and snowball. “The process of estimating
economic reality, and its validation, is not just self-fulfilling; it is se/f-referen-
tial, or, as some systems analysts like to say now, reaursive. Everyone looks
around to see what others are doing. Business owners are driven to imitate
eachother.” This accounts for violent and unpredictable swings in business
confidence, therefore investment, therefore employment. This explanation
of business cycles is the opposite of that supplied by the real business cycle
theory (see (II, 17)): “Expectations about reality create reality.” (115-6)
There may be something to this “ideal business cycle theory” in a very small,
almost Crusoe-Friday, economy, though even there price adjustments will
contribute to equilibration. But it has zero plausibility in the real world. In
addition, businessmen seek not to imitate each other but precisely to dif-
ferentiate themselves from each other, that’s the only way for them to earn
profits. Jones’ pessimism feeds not Swith’s pessimism (because of infinites-
imally lower aggregate demand) but on the contrary his optimism because
Smith can now capitalize on one of his competitors’ weaknesses.

Robert Dimand proposes that when Keynes says “equilibrium with
unemployment,” he “really means” disequilibrium with unemployment:
“making money wages more flexible by eliminating trade unions, minimum
wage laws, and the dole might just make things worse. ... involuntary un-
employment might be a disequilibrium phenomenon, but the system might
not have any mechanism to move it back to the full-employment equilib-
rium after a sufficiently large negative demand shock.” (Bateman 2010: 98)
This desperate attempt to rehabilitate Keynes (by putting words in his

should come to this! Truly, Schumpeter (2008) was right in saying that “capitalism stands
its trial before judges who have the sentence of death in their pockets. They are going to
pass it, whatever the defense they may hear; the only success victorious defense can pos-
sibly produce is a change in the indictment.” (144) They’re the wolfin the fable, and capi-
talism is the lamb.
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mouth) fails because price changes are precisely one essential part of how
equilibration within the free market occurs. (Flexible prices are a necessary
not sufficient condition, since the market may be crippled in other ways
that may check equilibration.) One may of course deny that the market
tends toward equilibrium at all. But then one is no longer an economist.
There is nothing to s#dy under the assumption that the economy is pure
chaos. No, Keynes assumes rigid wages and, to justify his remedy for them,
invents the idea of “aggregate” supply and demand.

revenue AS

Ne Nfull N

Figure 1.3.1. Keynes’ aggregate supply and demand.

In Figure 1.3.1 aggregate supply ASis all the revenues entrepreneuts
would need to generate to want to employ different amounts of labor. Ag-
gregate demand AD is what they actually expect to receive by employing
this labor. The intersection of the two curves is Keynes’ effective demand,
or equilibriumatless than full employment, N. < Ngy. At Ny then the total
costs of production to firms Cexceed the total revenues R. Nominal wages
ware fixed and are too high, so AD which affects the price level p picks up
only N, which may be less than full employment; shifting AD upward raises
the prices, therefore lowers real wages w/p, therefore raises N. Unfortu-
nately, these are fake, screwy curves, Keynes made them up out of whole
cloth. Keynes claims that thus dehomogenizing aggregate supply and ag-
gregate demand is what makes his theory “general,” with the curves being
identical beinga mere “classical” special case. As we’ll see, however, there
is no reason to keep them distinct. This faux sophistication is just another
Keynesian illusion.

If wages are flexible, then raising AD is not necessary for full em-
ployment, so it is wage rigidity that is the implausible special case of an
economy wounded by the state. If wages are rigid, then it’s not sufficient.
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This is because employment is promoted when individual finns make at least
the going rate of profit or profit equal to the rate of interest. It’s nota matter
of just total spending. Unanticipated inflation can indeed knock an ossified
system toward better coordination. Some firms might find themselvesin
the black. This result is incidental, random, short-term, and an invitation to
further inflation.

The free economy’s alleged property of a large unemployable un-
derclass, even if for some Keynesian reason it was there, must be highly
unstable because any one of these people can become an entrepreneur and
pick up the other unemployed as workers for some ridiculously low price.
Complementary to them capital goods can be rationed among the workers.
Even if one has savings, the longer he is out of work, and the more the
savings dwindle, the more amenable he will be to working anywhere even
for low wages.

4. That Keynes’ AS/AD makes little sense

In Figure 1.3.1, AS links the independent expected aggregate reve-
nue and dependent employment, AD links independent employment with
dependent actual revenue. Overproduction allegedly occurs above equilib-
rium: by offering employment at Ny, entrepreneurs expect to receive C'in
revenues but are disappointed and receive only R. As a result, this level of
employment is unsustainable, and it will drop back down to NN, resulting in
an unemployment equilibrium. Keynes gives no plausible reason, however,
for these mass losses.

The economic meaning, if any, of these macro curves is distinct
from that of the micro curves which would plot (price * quantity) against
employment of factors within a firm. In the micro world, the shapes of the
supply and demand curves would stem from the laws of diminishing mar-
ginal utility and increasing marginal cost. For a single firm, as it hires work-
ers, two things happen. (1) The quantity supplied of its product (widgets)
increases which necessitates that the firm lower the price of each widget.
Hence, the marginal product of each worker, i.e., the amount of revenue
that a marginal unit of work yields for the company, declines. (2) At the
same time the marginal cost of a worker increases because workers are
plucked from increasingly more important uses in other parts of the econ-
omy. At some point the marginal revenue will be equal to the marginal cost,
and that is the equilibrium.

It follows that the supply curve slopes upward at an increasing rate,
representing the law of increasing marginal costs (more workers * higher
wage), and the demand curve slopes upward at a decreasing rate and may
even come to slope downward depending on the elasticity of demand, rep-
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resenting the law of diminishing marginal utility (higher quantity * lower
price).

The first point is that it would be illegal to use the two microeco-
nomic laws to justify our macro curves. For example, we might be tempted
to argue that high level of investment (on the AS curve to the right of N,)
creates many jobs but causes there to be insufficient revenues (on the AD
curve underneath the point on AS) such that there is an excess of losses
over profits in the entire economy. Analogously, “underinvestment” entails
many missed opportunities in which case total profits outnumber losses.
These wake up the equilibrating forces which move the economy into a
state in which profits and losses are in balance. The problem with this is
that the level of investment does not determine whether an economy is
progressing or retrogressing. Profits and losses are due to entrepreneurship
ot direction of investment, not the raw amount of money savings slated for
investment (or vo/ume of investment). Even at effective demand profits and
losses accrue to different companies and are both disequilibrium phenom-
ena. The alleged equilibrium is a mirage.

Here’s another idea. For the AS curve, with more people working,
the volume of output will increase. But what about prices? If we are talking
about the general price level, then givena stable money supply, more people
+ more goods will result in higher demand for money, /owering the price
level. For the AD curve, Paul Davidson (1978) argues that “expansion of
the flow of production in our economy often involves the hiring of less-
skilled workers and the utilization of older, less-efficient equipment and
therefore, adds to diminishing returns” (341). This may be interpreted as
the point that more efficient workers are worth disproportionately more to
the company than less efficient ones. It’s true that more competent workers
make a given amount of product with less of both consumption and depre-
ciation of complementary to them capital goods. Such workers also tend to
lower management costs. Still, everyone’s skills have a price at which they
will be bought. Perhaps Davidson means that during a boom people who
work overtime are less efficient on average than they would be working
normally, or that people are drawn into the workforce who would otherwise
be studying. I agree that within many companies there may be excess ca-
pacity and perhaps even more and less efficient idle equipment. It is plau-
sible that superior machines will be used before the inferior ones. So higher
employment will cause ouzput to be increasing at a decreasing rate. But
whether there are more people working receiving lower wages or fewer
people working receiving higher wages need not predictably affect #oza/ busi-
ness costs; likewise, whether there are more goods at lower prices or fewer
goods at higher prices need not affect zozal business revenues. As a result, not
only are AS and AD identical, but they can be drawn as horizonal lines.
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It may be possible to reimagine AS/AD in terms of the Phillips
curve which is an alleged inverse relationship between inflation and unem-
ployment as in Figure 1.4.1. Let the AS curve measure the marginal social
cost of inflation on the ordinate, and the AD curve, marginal social benefit
of inflation. For AS, inflationary credit expansion causes employment to
pick up, as measured on the abscissa. Entrepreneurs invest in hopes of
reaping profits. Their expected income from the sale of their products deter-
mines how much employment they will extend. (It is not necessary and in
fact is not the case that their expectations are realized.) However, there are
diminishing returns to the increase in hiring achieved through the inflation-
ary stimulus. Asinflationis ratcheted up, it takes increasingly more inflation
to get an extra worker hired. For AD, with a given capital stock, as previ-
ously unemployed workers are hired, the same capital goods are getting
scarcer relative to labor. As the proportion of capital to labor diminishes,
the returns to society from an extra person working go down. It may even
worsen the average welfare (if “society” is taken to consist of only those
people who are participatingin social cooperation, that is, those who are
employed.) Here employment determines the ad¢ual/ income in terms of
goods consumed and enjoyed to society as a whole. More labor paired with
no greater capital results in progressively smaller increases in output.

inflation consequences cost
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Figure 1.4.1. AS/AD as unemployment vs. inflation.

The equilibrium point, on this view, represents the decision of the
central bank (the “Fed”) to create so much inflation that the harzto society
from an extra dose of inflation is equal or is just outweighed by the benefit
to society from a marginal worker hired. We can see immediately how equi-
librium in this particularsense can coexist with unemployment. For in order
to achieve full employment Ny, the Fed has to create an unacceptable
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amount of inflation. At the same time, too little inflation will result in too
much unemployment at point N,. The golden mean is the point of “effec-
tive demand” IN..

We’ll explain later why unemployment and economic instability re-
sult precisely from “inflation,” i.e., from the bust that is an inevitable con-
sequence of the boom brought about by credit expansion. Inflation does
not relieve unemployment; inflation now azuses unemployment later. Nor is
the boom necessary to alleviate some initial mass unemployment. A laissez-
faire economy performs optimally, particularly at allocating goods over
time, and is superior to a hampered economy. The only pretext for cheap
creditis precisely prior interventionism under which the economy grows so
slowly due to the government’s own interference with business that this
same government (spurred perhaps by social unrest) decides to resort to
credit expansion in a futile attempt to escort the economy out of the very
rut into which it itself has led it.

In other words, wages set, due to union or government violence,
above the market-clearinglevel resultin structuralunemployment. A dose of
unanticipated inflation might have a (very temporary) coordinating effect.
However, inflation takes the form of credit expansion which initiates the
boom which later inevitably turns into a slump, causing additional ¢yclical
unemployment. As a result, inflation, far from being a (toxic) remedy, just
makes the problem worse.

The Phillips curve fails even on its own terms. Goods undergo the
market test of the judgment of the consumers. Ideologies undergo the po-
litical test of the judgment of the voters. But the Fed’s policy is supposed
to be “scientific.” It is explicitly, as a socialist institution, isolated from the
vagaries of consumer interests. The Fed is also nominally independent of
politics. How then is it supposed to find the right combination of inflation
and unemployment on the level of the nation or world as a whole? Who
could possibly instruct the Fed chairman on whether he is right or wrong?

5. That wages must fluctuate, lest capitalism be for
naught

Keynes thinks that (1) money wages cannot fall, (2) even if they
could fall, that would not help, (3) evenif that could help, there is a better
way.

(1) Labor as a whole, he writes, cannot reduce its real wage by
means of individual laborers negotiating their own personal money bargains
with their employers. We have seen that “labor” can be overpriced either
due to general government and union interference with the market or in
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the slump phase of the business cycle. In the first case money wages indeed
“cannot” fall but only because their excessive height is violently enforced.
It’s not the fault of “laissez faire,” in fact laissez faire is precisely the cure.
In the second case the boom initiated an unsustainable expansion, and the
bust now featuresa phenomenon of mass business losses and bankruptcies.
The losses outnumber the profits, and the boom is revealed to have setinto
motion a process of economic retrogression. As a result, the social share of
the workers is too great compared with the share of the entrepreneurs; the
workers are overpaid.

As Keynes would have it, any fall in anyone’s wages will harm that
person, call him Smith, and will benefit every other worker. A decrease in
the money wages of group X lowers X’s command over consumer goods
and benefits ipso facto group Y whose money wages have remained intact.
Those who “consent to a reduction of money-wages relatively to others,
will suffer a relative reduction in real wages, which is a sufficient justification
for them to resist it” (G1: 14). Any change in wages will, according to
Keynes, simply redistribute income from one set of workers to another.
Evenif a worker knows that his wage falling will result in social good such
as the proper relationship between wages and prices, it will harm him indi-
vidually; hence he is not motivated to let it happen. Leijonhufvud (1968)
mentions the interpretation of this that workers seek to “keep up with the
Joneses” and so rebel against any development that hampers them in the
race with their neighbors but considers it “implausible” that this is what
Keynes meant (96-7). It doesn’t matter anyway. In order for Smith to be
working for his employer, call him Brown, two necessary conditions must
be satisfied, namely (1) that Smith’s working the agreed-upon number of
hours per week at the agreed-upon wage outweighs the marginal disutility
of labor for him, and (2) that this wage is no higher than Smith’s marginal
contribution to Brown’s production process. If the wage leaves this gap,
then Smith will not work for Brown for long. If (1) is violated, then Smith
will switch to another line of work where the distance between the benefits
and costs of working is positive for him, or at the very least cut the number
of hours waited on Brown’s business; and if (2) is violated, then either his
wage or again hours worked or both will have to be reduced. Now busi-
nesses are always started and wound down; they expand and contract; they
discontinue old products and begin making new ones; thus, entrepreneurs
continuously churn the market which results in constant updates to Smith’s
and everyone else’s discounted marginal value product. It may so happen
that Smith is presented with a choice to keep working at a lower wage or
be unemployed. Therefore, Smith cannot “resist” adapting to a changing
environment; if he refuses a pay cut, then he will soon be entirely without
income. There are after all swo parties to any labor contract, and the worker
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cannot always get what he wants. No worker in general can resist a wage
reduction when his unemployed brethren agree to work for lower wages,
any more than an entrepreneur can resist price reductions when his com-
petitors cut their own prices.

Whenever profits come to exceedlosses by more thanbefore, there
is a decline in money wages, though profits do indicate that consumers are
being served. Here temporarily lower nominal wages end up bringing about
permanently higher real wages, and workers would be harming themselves
if they threw a monkey wrench into the market process. A later economy
will differ from the eatlier economy in terms of who is receiving what
money income, but this reshuffling of cash is hardly the only significant
event, since the overal// consumer happiness, standard of living, and real in-
come in one economy will also be different from those in the other one.
The free marketis not zero-sum, that wages can fluctuate has a social pur-
pose, hence society has a reason to allow this.

(2) Keynes’ worty is that even if some Smith is accepting a lower
wage, then overall employment will not increase. Alvin Hansen (1953) ex-
plains Keynes’ rejection of the sufficiency of wage adjustments as follows:
“Thus if money wage rates (under the pressure of ruthless competition in
the labor market) fall all round, the money-demand function for goods (and
therefore the demand function for labor) will also fall.” (23) As Rothbard
and Hazlitt point out, Keynes confuses the howurly wage of an individual
worker with #ozal payro// or total income to all workers. There is no need for
the latter to decline when the former falls if as a result employment in-
creases. And even if both decline, what matters is the proper (equilibrium)
relation between the various wages and prices, and if it should be achieved,
whatever the level of either is, full employment will follow. The correct
absolute wage-price level depends on M1 and can, in the presence of excess
demand for money, be reached by means of proper deflation; once this
level is attained, it need not change any further.’ It’s the re/ative mispricing
that causes unemployment and can be corrected by lower wages. Lower
wages for workers in, say, the textile industry which before was coercively
restrained will cause the industry to expand somewhat and bring about
lower prices, too. If the demand for the goods of this industry is elastic,
then employment zhere will increase significantly. Ifit is inelastic, then after
buying the goods the consumers will have more money in their pockets.
They will use this money to buy goods produced elsewhere in the economy,

5 This refutes the idea that “a quasi-equilibrium would result... in which output would
remain constant but the price level would fall at... an ever-increasing rate as workers be-
come frantic. ... the economy could not continue to function as a cutrency-using system.”
(Littleboy 1990: 279)
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thereby increasing demand for them. This will cause a// other industries to
expand and hire more workers, relieving unemployment further.

The reason why a considerable number of money wages need to fall
at the same time may be to help society overcome a recession. But the
whole awfulness of a recession is that there are no entrepreneurs to bargain
with in the first place, they all have collapsed, from small speculative ven-
tures to the erstwhile high and mighty financial giants. The economy has
imploded, and with it attempts to produce and aggregate real wages. The
fantastic illusions of the boom are over; material goods and human capital
that were overvalued and vigorously competed for in the boom part of the
business cycle are now plentiful, with worker competition high, and busi-
ness competition low. Is there any doubt that smaller compensations will
help the economy?*

Then there is the income effect on the supply of labor. At $40 /
hour Smith might want to work 40 hours per week, and at $80 / hour he
might be willing to be burdened with only 30 hours per week. The reason
is that the 40™ hour in the first case will supply $40 worth of goods but at
a lower overall income (namely, $1,600 / week), such that the desires satis-
fied by the extra $40 are relatively high on Smith’s value scales and higher
than the utility of spending the marginal hour on leisure. In the second case,
the 31" hour will supply $80 worth of goods, but the set of desires this
amount will satisfy is relatively l