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INTRODUCTION

CHAPTER 1

THE GENERAL THEORY

have called this book the General Theory of Employment , Interest

' and Money, placing the emphasis on the prefix general. The ob-
ject of such a title is to contrast the character of my arguments

and conclusions with those of the classical © theory of the subject, upon
which I was brought up and which dominates the economic thought, both
practical and theoretical, of the governing and academic classes of this
generation , as it has for a hundred years past. | shall argue that the postu-
lates 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 characteristics of the

@ ‘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 theory
which culminated in the Ricardian economics. 1 have become accustomed, perhaps
perpetrating a solecism, to include in ‘the classical school’ the followers of Ricardo,
those, that is to say, who adopted and perfected the theory of the Ricardian economics,
including (for example) J. S. Mill, Marshall, Edgeworth and Prof. Pigou.
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special case assumed by the classical theory happen 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 experi-
ence.



CHAPTER 11

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 re-
sources between different uses and with the conditions which,
assuming the employment of this quantity of resources, determine their rel-
ative rewards and the relative values of their products. U
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 descriptive-
ly. But the pure theory of what determines the actual employment of the a-
vailable resources has seldom been examined in great detail. To say that it

@ 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 Malthus of October 9, 1820; * Political Economy you think is
an enquiry into the nature and causes of wealth—T1 think it should be called an enquiry
into the laws which determine the division of the produce of industry amongst the clas-
ses who concur in its formation. No law can be laid down respecting quantity, but a tol-
erably correct one can be laid down respecting proportions. Every day 1 am more satis-
fied that the former enquiry is vain and delusive, and the latter only the true objects of

the science. ’
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has not been examined at all would, of course, be absurd. For every dis-
cussion concerning fluctuations of employment, of which there have been
many, has been concerned with it. 1 mean, not that the topic has been o-
verlooked, but that the fundamental theory underlying it has been deemed
so simple and obvious that it has received, at the most, a bare
mention. ©

The classical theory of employment—supposedly simple and obvi-
ous—has been based, I think, on two fundamental postulates, 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 im-
perfect.

. The utility of the wage when a given volume of labour
is employed is equal to the marginal disutility of that a-
mount of employment.

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

@ 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 dividend 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 employment.
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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 im-
perfections of competition which qualify the first postulate. 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 accept a wage which
had to them a utility below a certain minimum.

This postulate is compatible with what may be called ‘ frictional” un-
employment. For a realistic interpretation of it legitimately allows for vari-
ous inexactnesses of adjustment which stand in the way of continuous full
employment ; for example , unemployment due to a temporary want of bal-
ance between the relative quantities of specialised resources as a result of
miscalculation or intermitient demand; or to time-lags consequent on un-
foreseen changes; or to the fact that the change-over from one employment
to another cannot be effected without a certain delay, so that there will al-
ways exist in a non-static society a proportion of resources unemployed
‘ between jobs . In addition to* frictional” unemployment, the postulate is
also compatible with ‘ voluntary’ unemployment due to the refusal or ina-
bility of a unit of labour, as a result of legislation or social practices or of
combination 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 productivity. But these two catego-
ries of * frictional > unemployment and ° voluntary’ unemployment are
comprehensive. The classical postulates do not admit of the possibility of
the third category, which I shall define below as ‘ involuntary’ unemploy-
ment.

Subject to these qualifications, the volume of employed resources 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 mar-
ginal employment.

It would follow from this that there are only four possible means of in-
creasing employment :

(a)An improvement in organisation or in foresight which diminishes

‘ frictional’ unemployment;
(b) a decrease in the marginal disutility of labour, as expressed by
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the real wage for which additional labour is available, so as to di-
minish ‘ voluntary’ unemployment;

(¢)an increase in the marginal physical productivity of labour in the
wage-goods industries (to use Professor Pigou’ s convenient term
for goods upon thc 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 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. ©

II

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 de-
manded. @ The classical schoel reconcile this phenomenon with their sec-
ond 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 employment would be forthcoming. If this
is the case, such unemployment, though apparently involuntary, is not
strictly so, and ought to be included under the above category of ‘ volunta-
ry’ unemployment 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.

@ Prof. Pigou’s Theory of Unemployment is examined in more detail in the Ap-
pendix to Chapter XIX below.
@ Cf. the quotation from Prof. Pigou above, p. 5, footnote.
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Let us assume, for the moment, that labour is not prepared to work
for a lower money-wage and that a reduction in the existing level of money-
wages would lead, through strikes or otherwise, to a withdrawal from the
labour market of labour which is now employed. Does it follow from this
that the existing level of real wages accurately measures the marginal disu-
tility of labour? Not necessarily. For, although a reduction in the existing
money-wage would lead to a withdrawal of labour, it does not follow that a
fall in the value of the existing money-wage in terms of wagegoods would do
so, if it were due to a rise in the price of the latter. In other words, it may
be the case that within a certain range the demand of labour is for a mini-
mum money-wage and not for a minimum real wage. The classical school
have tacitly assumed that this would involve no significant change in their
theory. But this is not so. For if the supply of labour is not a function of
real wages as its sole variable, their argument breaks down entirely and
leaves the question of what the actual employment will be quite indetermi-
nate. © They do not seem to have realised that, unless the supply of labour
is a function of real wages alone, their supply curve for labour will shift
bodily with every movement of prices. Thus their method is tied up with
their very special assumptions, and cannot be adapted to deal with the
more general case.

Now ordinary experience tells us, beyond doubt, that a situation
where labour stipulates ( within limits) for a money-wage rather than a real
wage, so far from being a mere possibility, is the normal case. Whilst
workers will usually resist a reduction of money-wages, it is not their prac-
tice to withdraw their labour whenever there is a rise in the price of wage-
goods. It is sometimes said that it would be illogical for labour to resist a
reduction of money-wages but not to resist a reduction of real wages. For
reasons given below , this might not be so illogical as it appears at first;
and, as we shall see later, fortunately so. But, whether logical or illogi-
cal, experience shows that this is how labour in fact behaves.

Moreover, the contention that the unemployment which characterises
a depression is due to a refusal by labour to accept a reduction of money-
wages is not clearly supported by the facts. It is not very plausible to assert
that unemployment in the United States in 1932 was due either to labour

@ This point is dealt with in detail in the Appendix to chapter XIX below.
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obstinately refusing to accept a reduction of money-wages or to its obsti-
nately demanding a real wage beyond what the productivity of the economic
machine was capable of furnishing. Wide variations are experienced in the
volume of employment without any apparent change either in the minimum
real demands of labour or in its productivity. Labour is not more truculent
in the depression than in the boom—far from it. Nor is its physical pro-
ductivity less. These facts from experience are a prima facie ground for
questioning the adequacy of the classical analysis.

It would be interesting to see the results of a statistical enquiry into the
actual relationship between changes in money-wages and changes in real wa-
ges. In the case of a change peculiar to a particular industry one would expect
the change in real wages to be in the same direction as the change in money-
wages. But in the case of changes in the general level of wages, it will be
found, I think, that the change in real wages associated with a change in
money-wages , so far from being usually in the same direction, is almost al-
ways in the opposite direction. When money-wages are rising, that is to say,
it will be found that real wages are falling; and when money-wages are fall-
ing, real wages are rising. This is because, in the short period, falling mon-
ey-wages and rising real wages are each, for independent reasons, likely to
accompany decreasing employment ; labour being readier to accept wage-cuts
when employment is falling off, yet real wages inevitably rising in the same
circumstances on account of the increasing marginal return to a given capital
equipment when output is diminished.

If, indeed, it were true that the existing real wage is a minimum be-
low which more labour than is now employed will not be forthcoming in any
circumstances, involuntary unemployment, apart from frictional unemploy-
ment, would be non-existent. But to suppose that this is invariably the
case would be absurd. For more labour than is at present employed is usu-
ally available at the existing money-wage, even though the price of wage-
goods is rising and, consequently, the real wage falling. If this is true,
the wage-goods equivalent of the existing money-wage is not an accurate
indication of the marginal disutility of labour, and the second postulate
does not hold good.

But there is a more fundamental objection. The second postulate flows
from the idea that the real wages of labour depend on the wage bargains
which labour makes with the entrepreneurs. It is admitted, of course, that
the bargains are actually made in terms of money, and even that the real



