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INTRODUCTION

CHaPTER 1

THE GENERAL THEORY

have called this book the General Theory of Employment,  In-

terest and Money, placing the emphasis on the prefix general .
The object of such a title is to contrast the character of my argu-
ments and conclusions with those of the classical ™ theory of the
subject, upon which I was brought up and which dominates the
econorhnic thought, both practical and theoretical, of the gover-
ning and academic classes of this generation®!’, as it has for a
hundred years past. I shall argue that the postulates‘?’ of the
classical theory are applicable to a special case only and not to the
general case, the situation which it assumes being a limiting point
of the possible positions of equilibrium. Moreover, the character-
istics of the special case assumed by the classical theory happen

» “The classical economists” was a name invented by Marx to cover Ricardo and
James Mill and their predecessors, that is to say for the founders of the theo-
ry which culminated in the Ricardian economics. I have become accustomed.
perhaps perpetrating a solecism, to include in “the classical school” the fol-
lowers of Ricardo. those, that is to say, who adopted and perfected the theo-
ry of the Ricardian economics, including (for example) J. S. Mill, Marshall.
Edgeworth and Prof. Pigou.

(1) the governing ... this generation X BHUMSHRIE S AR
(2] postulate n. fB5E ;AT
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not to be those of the economic society in which we actually live,
with the result that its teaching is misleading and disastrous if we
attempt to apply it to the facts of experience.

CHAPTER 2

THE POSTULATES OF THE CLASSICAL ECONOMICS

OST treatises on the theory of Value and Production are

primarily concerned with the distribution of a given volume
of employed resources‘!? between different uses and with the
conditions which, assuming the employment of this quantity of
resources, determine their relative rewards and the relative values
of their products. *

The question, also, of the volume of the available resources,
in the sense of the size of the employable population, the extent
of natural wealth and the accumulated capital equipment, has
often been treated descriptively. But the pure theory of what de-
termines the actual employment27 of the available resources has

(1) agiven ... employed resources BEE MBHC FHER
« This is in the Ricardian‘tradition. For Ricardo expressly repudiated any inter-

est in the amount of the national dividend, as distinct from its distribution.
In this he was assessing correctly the character of his own theory. But his
successors. less clear-sighted, have used the classical theory in discussions
concerning the causes of wealth. Vide Ricardo’s letter to Maithus of October
9, 1820. “Political Economy you think is an enquiry into the nature and cau-
ses of wealth — I think it should be called an enquiry into the laws which de-
termine the division of the produce of industry amongst the classes who con-
cur in its formation. No law can be laid down respecting quantity, but a toler-
ably correct one can be laid down respecting proportions. Every day I am
more satisfied that the former enquiry is vain and delusive, and the latter
only the true objects of the science. ”

(23 actual employment SLBRERNk
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seldom been examined in great detail. To say that it has not been
examined at all would, of course, be absurd. For every discussion
concerning fluctuations of employment, of which there have been
many, has been concerned with it. I mean, not that the topic has
been overlooked, but that the fundamental theory underlying it
has been deemed so simple and obvious that it has received, at the
most, a bare mention. *

1

The classical theory of employment — supposedly simple and
obvious — has been based, I think, on two fundamental postu-
lates, though practically without discussion, namely:

1. The wage is equal to the marginal product of labour"!’

That is to say, the wage of an employed person is equal to
the value which would be lost if employment were to be reduced
by one unit (after deducting any other costs which this reduction
of output would avoid); subject, however, to the qualification
that the equality may be disturbed. in accordance with certain
principles, if competition and markets are imperfect®?”.

» For example, Prof. Pigou in the Economics of Welfare (4th ed. p. 127)
writes (my italics): “Throughout this discussion. except when the contrary
is expressly stated. the fact that some resources are generally unemployed
against the will of the owners is ignored. This does not affect the substance
of the argument . while it simplifies its exposition. ” Thus, whilst Ricardo
expressly disclaimed any attempt to deal with the amount of the national divi-
dend as a whole, Prof. Pigou, in a book which is specifically directed to the
problem of the national dividend, maintains that the same theory holds good
when there is some involuntary unemployment as in the case of full employ-
ment.

t1) the marginal product of labour 35 BBUZIBR/™ &
£23 subject, however. ... are imperfect WRERSHHLARL BEELRE,
X — SR EELITH
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Il. The utility of the wage when a given volume of labour is em-
ployed is equal to the marginal disutility1’ of that amount of em-
ployment.

That is to say, the real wage of an employed person is that
which is just sufficient (in the estimation of the employed persons
themselves) to induce the volume of labour actually employed to
be forthcoming; subject to the qualification that the equality for
each individual unit of labour may be disturbed by combination
between employable units analogous to the imperfections of com-
petition which -qualify the first postulatet2’. Disutility must be
here understood to cover every kind of reason which might lead a
man, or a body of men, to withhold their labour rather than ac-
cept a wage which had to them a utility below a certain mini-
mum.

This postulate is compatible with what may be called “fric-
tional” unemployment®37. For a realistic interpretation of it le-
gitimately allows for various inexactnesses of adjustment which
stand in the way of continuous full employment: for example. un-
employment due to a temporary want of balance between the rel-
ative quantities of specialised resources as a result of miscalcu-
lation or intermittent demand®*’; or to time-lags consequent on
unforeseen changes; or to the fact that the change-over from one
employment to another cannot be effected without a certain de-
lay, so that there will always exist in a non-static society a pro-
portion of resources unemployed “between jobs”. In addition to
“frictional” unemployment, the postulate is also compatible with
“voluntary” unemployment due to the refusal or inability of a unit

[ 1) marginal disutility i1 Br 51808

£2) be disturbed ... first postulate T REL A B EBE &2 K WiHT 85, ansE— AT iR E
RRZATEMZRE

737 “frictional” unemployment “BE#E¥E” K

{43 intermittent demand At 2ERGE SR
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of labour, as a result of legislation or social practices or of combi-
nation for collective bargaining or of slow response to change or
of mere human obstinacy, to accept a reward corresponding to
the value of the product attributable to its marginal productivi-
ty" 17, But these two categories of “frictional” unemployment and
“voluntary” unemployment are comprehensive. The classical pos-
tulates do not admit of the possibility of the third category, which
I shall define below as “involuntary” unemployment.

Subject to these qualifications, the volume of employed re-
sources is duly determined, according to the classical theory, by
the two postulates. The first gives us the demand schedule for
employment, the second gives us the supply schedule; and the
amount of employment is fixed at the point where the utility of
the marginal product balances the disutility of the marginal em-
ployment.

It would follow from this that there are only four possible
means of increasing employment:

(a) An improvement in organisation or in foresight which

diminishes “frictional” unemployment;

(b) a decrease in the marginal disutility of labour, as ex-
pressed by the real wage for which additional labour is
available, so as to diminish “voluntary” unemployment;

(¢) an increase in the marginal physical productivity of la-
bour in the wage-goods industries®2’ (to use Professor
Pigou’s convenient term for goods upon the price of
which the utility of the money-wage depends) ;

or (d) an increase in the price of non-wage-goods compared
with the price of wage-goods, associated with a shift in
the expenditure of non-wage-earners from wage-goods

€17 toaccept ... marginal productivity 504 34 F Hhbra 7= H 7= S M E A 1
T%
€27 the marginal ... wage-goods industries T ¥ & T b #3553 Ay h BRI R £ 7= 1
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to non-wage-goods.
This, to the best of my understanding, is the substance of
Professor Pigou’s Theory of Unemployment — the only detailed
account of the classical theory of employment which exists. *

I

Is it true that the above categories are comprehensive in view
of the fact that the population generally is seldom doing as much
work as it would like to do on the basis of the current wage? For,
admittedly, more labour would, as a rule, be forthcoming at the
existing money-wage if it were demanded.™ The classical school
reconcile this phenomenon with their second postulate by arguing
that, while the demand for labour at the existing money-wage
may be satisfied before everyone willing to work at this wage is
employed, this situation is due to an open or tacit agreement
amongst workers not to work for less, and that if labour as a
whole would agree to a reduction of money-wages more empioy-
ment would be forthcoming. If this is the case, such unemploy-
ment, though apparently involuntary, is not strictly so, and ought
to be included under the above category of “voluntary” unemploy-
ment due to the effects of collective bargaining’ !, etc.

This calls for two observations, the first of which relates to
the actual attitude of workers towards real wages and money-
wages respectively and is not theoretically fundamental, but the
second of which is fundamental.

Let us assume, for the moment, that labour is not prepared
to work for a lower money-wage and that a reduction in the exist-
ing level of money-wages would lead, through strikes or other-

» Prof. Pigou’s Theory of Unemployment is examined in more detail in the
Appendix to Chapter 19 below.
»+ Cf. the quotation from Prof. Pigou above, p.5, footnote.
€13 due to ... collective bargaining B THREKRFIMER



