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Correspondence: ruizdc@servidor.unam.mx

1. Keynes and the end of an era

Keynes was a man of his time; he was part of a generation that shaped twentieth-

century institutions. Keynes’ contemporaries became involved in a very intense

discussion that is reflected in the correspondence compiled in Keynes’ collected

writings. Today’s economists can learn from the method: an exchange of ideas

that leads to enriching dialogues that create a common vocabulary and guide

participants to an understanding of the workings of the real-world economy.

The power of ideas was developed in those dialogues.

The following paragraphs highlight some of the basic ideas that make

Keynes’ ideas as contemporary as any from the twenty-first-century gurus.

He was able to identify and address complex problems in a way that could be

useful for understanding the new world that was being shaped by the end of

an epoch, the end of the empires and the progressive emergence of democracies.
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In the early twentieth century, there were several great changes: the switch

from the gold standard to a new monetary system and the emergence of mass

production and the reshaping of labour markets made it necessary to reshape

economic theory; old ideas were incomplete and were not able to give

support to policy makers in facing the new challenges of this society. Keynes

was able to set up dialogues that helped develop new ideas on economic activity;

let us go over some of them to analyse how they have affected late twentieth-

century ideas and how they are helping to reshape twenty-first-century

economic policy.

2. Dialogues on life and politics

Keynes was an intellectual; he was more than an economist. As Backhouse and

Bateman (2006) describe, on June 21, 1921, John Maynard Keynes delivered the

Presidential Address to the Annual meeting of the Apostles—a secret society of

Cambridge University students and alumni which included luminaries like

Alfred North Whitehead, Bertrand Russel, G. E. Moore and Henry Sidgwich.

The ideal career for Keynes’ cohort of Apostles would have been that of the

artist, creating beauty and living in a community of artists with whom one

had close bonds of friendship. But what should one do if one simply does

not have the talent to become an artist? In his address, Keynes seems to

suggest that the best option for those who lack artistic talent may be to use

their other talents to pursue a career in finance or business. Keynes argues

that the true reward of such activity lies not in wealth itself so much as in the

cunning purchase of wealth. The secret society found, much earlier than

twenty-first-century thinkers, that interdisciplinary economics is better than

pure economics and that art and discussion can contribute more to the

improvement of mankind than the formulas of isolated economists who are

unable to think of society as a multidimensional world. Little by little, econ-

omics have been able to make use of knowledge from other disciplines and

enrich economic thinking. Today’s world has to understand that the solution

to a crisis has to take into account a broader view of the world; we are not

merely facing the collapse of financial institutions, but rather the situation

could be better described as the emergence of new institutions bringing in

new players, along with the redesign of politics. Keynes was firm on his

opinion that it was necessary not only to build a large theoretical apparatus,

but also to maintain a dialogue with the politicians who were going to take

the decisions that would transform a system which was based on nineteenth-

century thinking. This is the sort of thinking that led to the writing of Essays

in Persuasion (Keynes, 1932). In a 1931 letter to W. S. Woytinsky of the

German Trade Union Federation, he refers to this book as ‘essays written for
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popular consumption against deflationists in this country’ (Zimmermann and

Saalfeld, 1988).

3. Dialogues on investment and employment

Keynes’ fight against deflationists led him to build up his theory of adequate

demand in the long run. He discussed the idea of the socialization of investment

as a way to get out of financial crises. This set of ideas shaped what Fred Block

(2008) has called the developmental state in the US, which embraces not only

public works as under the Roosevelt administration, but also the emergence

of a large network of support through different mechanisms, such as public pro-

curement in industrial countries, that has encouraged the development of new

businesses and helped finance the learning curve in the development and

improvement of new products. It is clear that what he foresaw as necessary

was not only a period of large budgets, but also an accompanying partner for

business, one not very visible but still always interconnected to the business

world. In that sense Keynes was an intellectual and a politician, but also a

business economist.

Discussions of investment helped him to understand that employment is

determined at the level of aggregate demand and not in the isolated space of

the firm. He was able to move the understanding of the economy from cost deter-

mination to a more complex system of technology, innovation and investment

interactions. His ideas contributed to our understanding of the ways in which

economies are unstable and made us aware of the need for systematic public

sector intervention, which might vary from society to society depending on the

level of development, but which will be required in order to bring stability into

the economy.

But Keynes’ main contribution was making clear that in a capitalist economy,

profits motivate and reward businesses: they validate the past and influence the

future. Tomorrow’s profits depend upon today’s investment, linked necessarily

to a financial structure, which requires continuous financing that is validated

in the market through asset prices. This is the role of Wall Street: to keep an

eye on financial strength; but since euphoria is contagious, the market has to

be helped by an institutional framework that can prevent euphoria from trans-

forming into a panic, as explained by Kindleberger (2005) in his book on

manias, panics and crashes.

4. Dialogues on probability, securitization and the transfer problem

Wall Street yuppies would have loved to have had Keynes as a professor. His

Treatise on Probability is the basis of today’s risk analysis; it explores aspects of
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randomness and chance, inductive reasoning and logical statistics. He was able to

foresee that financial institutional development required analytical tools to open

the doors to options, derivatives and all sorts of instruments that were going to

build up the securitization era. It has to be clear that Keynes’ thinking is not that

of a formula designer; what is interesting about him is how he was able to build

arguments to solve problems. One of Keynes’ key contributions in this area is his

book Economic Consequences of the Peace, in which he is able to develop an

analytical framework that was utilized by international economists in the 1980s

to discuss the debt crisis.

5. Keynes, Minsky and the mortgage crisis

One of the main contributions of Keynes in his day was the development of a

framework of how asset prices relate to profits. Later, Minsky was able to

develop this hypothesis into a framework describing how the banking system

works and, with his instability hypothesis, how a financial crisis develops.

Today’s mortgage crisis can be explained in terms of Keynes’ 1931 article

‘The Consequences to the Banks of the Collapse of Money Values’. In this

article he states that once the threshold of safety has been crossed, financial

instability is created and transforms itself into a crisis. What was clear for

Keynes was the transition from an industrial to a financial capitalism, where

the aggregate demand correlates with the financial structure of the economy,

so that any distress in the latter would create a crisis requiring intensive govern-

ment intervention. In this sense, Keynes might not have quarrelled with

present-day central bankers who regard low nominal interest rates as the first

line of defence against stagnation; and he would have approved of European

and American financial authorities who expanded public expenditure to

support the financial system.

6. Keynes and institutional development

One of the main ideas that Keynes outlined was the emergence of institutions

and their impact on economic development. He introduced a historical type of

analysis in the Treatise of Money which is a careful and detailed follow-up on

his previous work on institutional development and which explains how in

each stage of capitalism, actors have been able to keep the ‘animal spirits’ in

place. As Minsky (1986) states, ‘in an era when performance failures demonstrate

the need for economic reform, any successful program of change must be rooted

in an understanding of how economic processes function within the existing

institutions’. This understanding is what economic theory is supposed to

provide; and in that sense, Keynes’ institutionalism can help twenty-first-century
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policy-makers to set up regulations that could make the path of growth less

unstable. But what Keynes did make clear is that ‘animal spirits’ will always

encourage financial innovation, and that this innovation will always be ahead

of regulatory and institutional development. For a new era of serious reforms

to enjoy more than transitory success, it should be based on the understanding

of why a decentralized market mechanism is an efficient way of handling the

many details of economic life, and how the financial institutions of capitalism,

especially in the context of production processes that use capital-intensive

techniques, are inherently disruptive. What is required is the development of

economic institutions that constrain and control liability structures, particularly

financial institutions and production processes that require massive capital

investments. The capitalism of the twenty-first century will differ from preceding

forms of capitalism in that it will be linked to a more complex world of pro-

duction in which the division between manufacturing and services is minute.

As financing structures become necessarily more dynamic in order to support

larger operations requiring greater capital input, a greater degree of instability

will result, unless a new institutional framework replaces the old regime. What

is expected is exponential growth. The challenge today is to follow the Keynesian

recipe, to understand that we have reached the end of an epoch and are entering a

new one—one without rules that will be able to maintain control of the unstable

economy. Creating rules in a global economy requires larger dialogues that can

reappraise the role of institutions and how they could be reshaped to allow

them to play their role in a more complex society where knowledge is the

primary asset—a counterpart on the assets’ side against liabilities. The

challenge is to design a scheme of financial innovations that would be able to

finance the new growth path while keeping in mind that instability will not dis-

appear, but could be kept under control. It can be argued that Keynes provides

one of the most important points of reference when analysing the financial

crisis that the global economy is currently facing.
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The question posed for us—‘Is Keynes obsolete?’—should be treated, because we

are at a SASE conference, not solely as a question about Keynes’ writings per se,

but about the discourse on Keynes—how his ideas have been used, and are

being used, and how these fit into the political sociology of our era about econ-

omic ideas and actual policy making. Keynes remains central on some issues in

macroeconomic policy, fighting recessions and international economic

cooperation. He is marginal on other ideas that have become important in our

fields concerning ‘micro’ processes inside the firm and society.

Keynes remained a central figure in the political economy of the past seven

decades because he offered a way of thinking that rejected the two big hegemonic

discourses of the first half of the twentieth century—neo-liberal orthodoxy and

central planning. As such he laid the foundation for a ‘third way’, government

intervention to counter market failure without eliminating the benefits of

decentralized incentive-based processes. He developed an ‘efficiency’ reason to

care about income distribution, equality and investment in public goods. The

evaluation of Keynes’ relevance can be explored along two dimensions: first,

the political location of his policy ideas, and second, the relationship of Keynes

to new lines of enquiry about microinstitutions in society and the economy,

and as a conclusion, the political implications of the latter.

1. The political sociology of Keynesianism

The big break with orthodoxy of the left and right from the 1930s onwards was

countercyclical demand policy. We so much associate these ideas with Keynes that

Page 6 of 20 Old ideas in modern times: Is Keynes obsolete?



it is often assumed the policy making happened because of his writing. This

interpretation deserves questioning. Articulating an idea is not the same as

making it the cause of policy selection. Was Keynes’ writing essential to the

pursuit of demand stimulus policy in the 1930s? Less so, I would argue, than

many have contested. Spending money in times of hardship did not begin in

the 1930s. Interest group support for public spending on infrastructure, transpor-

tation, utilities and military equipment can be traced back well into the nine-

teenth century. Demand for inflationary policies, to fight the contraction of

tight money, can be traced back at least to the lobbies pushing for monetizing

silver, and the famous Cross of Gold speech of 1896 by William Jennings

Bryan. Demand stimulus ideas were circulating through Europe in the late

1920s and early 1930s several years before the publication of Keynes’ general

theory in 1936. A notable example was the WTB (Woytinsky, Tarnow and

Baade) plan proposed by the German trade union movement and rejected by

the Social Democratic Finance minister, Rudolf Hiflerding; something like it

was pursued by the New Deal in the US, the Social Democrats in Scandinavia

and the Nazis in Germany. Interest group politics shaped the pressure to spend

or balance the budget, then as now (Gourevitch, 1986, 1989).

Keynes’ writing helped broaden the intellectual foundations for these policies.

With orthodox ideas against deficits and regulation on the right, and demands

for nationalization and planning on the left, Keynes helped articulate ideas

appealing to interest groups and intellectuals who rejected both those distant

poles in favour of ‘market-enhancing’ market-correcting policies. These interven-

tions sought to use the market and market incentives but to correct deficiencies

and failures. Some groups supported them on behalf of equality and protection

of the weak; but many saw them as fixing inefficiencies and correcting market

failure. The liquidity trap, inadequate demand because of income inequality, weak

regulation, inadequate institutions for solving coordination problems—ideas

about beneficial regulation appealed to people on both the left and the right then,

as they do today. Keynes is the constant reference point for these arguments: a

believer in both markets and regulating markets for the common good. He reflects

as well the divides within both left and right and the points under which they can

converge—a theme in current writing by the ‘Varieties of Capitalism’ school

among others (Hall and Soskice, 2001; Thelen, 2004; Thelen and Streeck, 2005).

From the 1970s onwards, Keynesian interventionism came under attack.

The intellectual foundations of this were rational expectations theory and

monetarism. The political foundations were efforts to push back the welfare

state and policies that promoted equality and privatization of government

activities. Battles ‘royale’ raged in the advanced industrial world over how far

to roll back the activist policies from the 1930s and 1940s; the outcome varied

according to the political balance in each country. Thatcher and Reagan
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pushed hard in some areas, like deregulation and privatization, but not in others,

like social security and in the UK the health system.

Despite the challenge to these ideas from theorists of rational expectations

monetary policy and deregulation, Keynesianism remains central to what govern-

ments continue to do—stimulate the economy with demand stimulus policy in

the face of recession, deflation and market failures of various kinds. This was

true even before the financial meltdown of 2008. Since then Keynes’ name has

appeared even more frequently in a new discussion of the proper bounds of

government action in the economy. The academic attack on Keynes seems at

some considerable variance with what policy makers actually do. The existence

of a Philips curve trade-off between inflation and unemployment has been strongly

refuted, yet governments spend money to combat economic downturns and

unemployment (Iversen and Wren, 1998). Politically, governments of all political

colorations are actively intervening in the face of an acute credit crunch.

2. Beyond Keynes

If Keynes remains an essential element in the armoury of government policy

towards macroeconomic problems, in other respects new themes have emerged

for which his writings are not relevant. Much social science revolves now

around the examination of microinstitutions and structures. Keynes, like most

of his economics colleagues of the time, black-boxed the firm and disregarded

in his models how economic activities interacted with society. ‘Industrial organ-

ization’ meant looking at the monopoly/competition dimension, and not at how

firms worked internally.

In recent decades, the box has been opened, and indeed linked to other boxes. The

internal organization of firms, families, communities, schools, labour inspectorates;

the structure of contracts, both formal and informal; the role of networks; social

capital—these fill the agenda of SASE and of modern social science, and on these

items, Keynes did not have much to say. Coase’s writing on contracts and private

bonding mechanisms as well as the development of these ideas by Williamson and

Ackerlof among others—these have led in economics to an explosion of interest in

the microinstitutions of the economy. That in turn has led some economists to an

interest in society and its mechanisms—to a broader view of how incentives are struc-

tured—and to careful accounts of family, community, networks, religion, gender and

social capital. SASE President Michael Piore is an exemplar of this line of enquiry.

The economy is not a wholly autonomous system, separate from the rest of

society, but a subsystem interacting with others: education, law, family, ethnicity,

culture, values. Considerable work has been done locating the economy in the

other microsystems. Indeed the counter attack to the criticism of Keynes has

drawn on this concern with other systems. For example, the rational expectations
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critique assumed perfect market flexibility. But, Iversen and Soskice (2001) argue,

the institutions of the modern economy have plenty of rigidities from industrial

networks to trade unions, so that in fact things work differently. Hall and Franz-

ese (1998) make a similar critique of central bank independence ideas.

Economic sociology has developed substantially, addressing everything from

the operation of stock markets, trust mechanisms in microcredit systems, the

role of religion and the cultural foundations of contracts. Streeck’s (1991,

1992) interest in the acquisition of skills in labour markets contributed to the

Varieties of Capitalism literature. The capacity and limits of state action have

been explored in the work of political scientists, like Levy’s (1999) Tocqueville’s

Revenge, and in work by Pepper Culpepper. Suzanne Berger emphasizes choice

options in exploring how firms and countries respond to globalization (Berger,

2005). Thelen (2004) stresses the path-dependent contingency of how countries

developed their industrial models, with unintended consequences of early

choices leading to big differences. Keynes did not address these issues, and the

researchers in these fields did not draw on Keynes for inspiration.

3. Conclusions: politics and the new economics options

Keynes was taken up by the moderate left as an instrument in its combat with

the far left and the market-oriented right. Today, the microrevolution remains

politically unclear. In analysing social ills, the right critiques labour market rigid-

ities; the left responds with calls for more demand stimulus. But is microanalysis

politically progressive or conservative? Who takes it up and who opposes it?

In much of the world, calls for privatization are seen as conservative. Where

market reforms have led to hardship, neo-liberalism is under attack. Historically

there have always been divides within both the left and the right: on the left

between a centralized anti-market view and a decentralizing pro-local initiative

approach—the battle between Jacobins and Girondins, or later between Marx

and Proudhon. Hirschman’s writing and career exemplifies that tension; in his

fights with centralizing New Dealers who wanted to impose that particular

Washington Consensus on Latin America, Hirschman urged respect for local

knowledge, varying conditions, experiments. While some progressives have

taken up these ideas, others appear attached to statist and centralized models.

But the left does not seem to have developed a political movement that uses

microideas—it does not, for example, call for the break up of monopolies like

Carlos Slim’s control of telecommunications in Mexico. A Proudhonian or Jeffer-

sonian idea of small producers and competition as progressive against the big

trusts does not make progress among reformers in much of the world. Rajan

and Zingales’ (2003; see also Gourevitch and Shinn, 2005) attack on regulation

and rent seeking by capitalists—Saving Capitalism from the Capitalists—seems
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to resonate mostly on the right, though they surely aimed the book in that

direction as a critique.

Just what are the progressive positions on issues of family, finance,

institutions—the new agenda of modern economics? The role of Keynes was to

expand the issues space, to expand the range of options being fought about.

The location of the new ideas politically remains a field of contestation.
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My remarks will be brief and derivative, but I think they can provide some

constructive focus for this discussion.

Multiple criticisms of John Maynard Keynes’ macroeconomic theories

appeared between the mid-1960s, when dissident schools of economic theory

and research consolidated their prominence at the Department of Economics

of the University of Chicago and other institutional sites of economic

research and writing (Delazay and Garth, 2002), and the early 1980s, when

these views and theories became internalized in governmental and non-profit

institutions and dominated journalistic writing and public opinion at large

(Lind, 1996).

The Keynesian economic model was criticized on a number of points: for

stressing the demand side of the economy, for being too short term in its perspec-

tive, for disregarding agents’ rational expectations. It was criticized for being a

‘closed-system’ and for depending too much on fixed exchange rates and on

stable global costs such as oil prices. In terms of policy, it was suspected that

Keynesian economic theory was subject to or even inclined towards irresponsible

misuse—e.g. the ill-timed and excessively stimulative use of specific economic

policy instruments within a ‘political business cycle’—and it was criticized for

being too dependent on monetary preconditions.

In response to these criticisms, I will simply call attention to two aspects of

Keynesian economics that would support contemporary or prospective economic

and financial policies in a Keynesian perspective.

1. Keynesian cyclical common sense

There are conceptual and theoretical aspects in the work of a seemingly discre-

dited Keynes—as in the work of a discredited Freud—that have passed not

into disrepute or oblivion but into common sense. The devaluation of Freudian

psychoanalysis occurred as a consequence of increased experimental scientific

stringency, alternative therapeutic developments and the neuropharmacological

revolution. This devaluation, however, overlooked the passage of key Freudian
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ideas, such as projection and the Oedipal complex, into common sense and dis-

regarded the robust survival of Freudian theory of the therapist–patient relation,

in particular. Likewise, with the devaluation of Keynesian ideas, the relevance

of short-term fiscal stimuli to business cycle stabilization has passed into the

inventory of policy makers’ common sense. Of course, these robust adoptions

do not amount to a reconstitution of the demand management theory of the

1950s. However, mainstream macroeconomists in policy-making positions are

still inclined to see tax cuts and spending increases as stimulative when recession

hits or when capacity realization is low.

Martin Feldstein, supply-side economist and early Chairman of the Council of

Economic Advisors of President Ronald Reagan, affirms this point with regard to

short-term stabilization policy. In a 2006 comment for a symposium put on by

the Financial Times Deutschland, Feldstein writes, in regard to the relevance of

aggregate demand, excessive savings rates and government spending increases

for national income, that ‘fluctuations in aggregate demand influence short-run

cyclical movements of output’; that ‘a rise in the level of saving can reduce aggre-

gate activity temporarily’ and that ‘increased government spending can provide a

temporary stimulus to demand and output’ (Feldstein, 2006). Somewhat gener-

ously, Feldstein (2006) rationalizes Keynes’s short-sightedness:

Keynes’ ideas reflected the very unusual conditions of the Great

Depression years. Fortunately, the Western economies have not seen

a return to those conditions at any time in the past half century.

Our next affirmation of Keynes suggests that Feldstein is a bit too pessimistic—

sanguine even from his perspective—in his assessment of where we are now and

when Keynes’ relevance is marginal. The return of those supposedly distant con-

ditions is not as rare as Feldstein assumes, and, for example, not necessarily far

beyond the horizon in the US in the summer and fall of 2008.

2. Keynesian universalism, contingency and return

The circumstances under which Keynes’ policy-relevant specifications hold best

are not just those of the Great Depression or even conditions of recession;

indeed, the circumstances under which they hold best are conditions of stub-

bornly and extremely low interest rates—what has been termed the ‘liquidity

trap’. In fact, Keynesian theory has an inherent assumption, a meta-theory if

you like, which has its own relevance. In his Introduction to the 2007 Palgrave

edition of The General Theory of Employment, Interest and Money, Krugman

(2007a, pp. xxxii) argues:

The impression that The General Theory failed to give monetary policy

its due may have been reinforced by John Hicks, whose 1937 review
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essay ‘Mr. Keynes and the classics’ is probably more read by economists

these days than The General Theory itself. In that essay Hicks inter-

preted The General Theory in terms of two curves, the IS curve,

which can be shifted by changes in taxes and spending, and the LM

curve, which can be shifted by changes in the money supply. And

Hicks seemed to imply that Keynesian economics applies only when

the LM curve is flat, so that changes in the money supply don’t affect

interest rates, while classical macroeconomics applies when the LM

curve is upward-sloping.

In fact, this view is overstated and sees Keynesian relevance even in circumstances

in which there are less than near-zero interest rates or flat LM curves (Krugman,

1994). However, it is this defence of Keynes which stresses the importance of high

liquidity preferences and vanishingly low interest rates that I will now highlight.

To return to Krugman’s (2007a) words:

The essential story laid out in The General Theory is that liquidity pre-

ference determines the rate of interest; given the rate of interest, the

marginal efficiency of capital determines the rate of investment; and

employment is determined by the point at which the value of output

is equal to the sum of investment and consumer spending.

Also,

[G]iven the propensity to consume and the rate of new investment,

there will be only one level of employment consistent with equilibrium

[. . .]. The General Theory is pervaded by skepticism about whether

merely adding to the money supply is enough to restore full employ-

ment. (Krugman, 2007a, pp. xxxv)

However, this was not because Keynes was ignorant of the potential role of

monetary policy. Rather, it was an empirical judgement on his part: The General

Theory was written in an economic situation in which interest rates were

already so low that there was little an increase in the money supply could do to

push them lower. That is, Keynes wrote with an actually existing liquidity trap

in mind.

Was he correct? In Figure 1 of his ‘Introduction’, Krugman (2007a, p. xxxvii)

shows rates of interest on US 3-month Treasury Bills for 1920–2002. These rates

stayed close to zero from the early 1930s through the mid-1940s. As Krugman’s

data show, The General Theory was written in a very specific monetary environ-

ment, one in which interest rates stayed close to zero for an extended period. If

the appearance of Keynes’ theory hardly looks accidental, neither does the stabi-

lizing impact of the policies derived from it, at least through the 1970s.
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The relevance of Keynes can return. To cite Krugman (2007a, pp. xxxiii) again:

[. . .] but from the early 1990s at least through 2004 Japan was in much

the same monetary state that the U.S. and U.K. economies were in

during the 1930s. Short-term interest rates were close to zero, long-

term rates were at historical lows, yet private investment spending

remained insufficient to bring the economy out of deflation. In that

environment, monetary policy was just as ineffective as Keynes

described. Attempts by the Bank of Japan to increase the money

supply simply added to already ample bank reserves and public hold-

ings of cash while doing nothing to stimulate the economy. (A Japanese

joke from the late 90s said that safes were the only product consumers

were buying.) And when the Bank of Japan found itself impotent, the

government of Japan turned to large public works projects to prop up

demand [. . .]. Keynes made it clear that his skepticism about the

effectiveness of monetary policy was a contingent proposition, not a

statement of a general principle.

We might say it was an expression of general principles that specified contingen-

cies like the absence of a very strong ‘liquidity preference’.

The Japanese scenario raises its head today in the world’s largest economy. The

last recession was scary because when the Federal Reserve felt that stimulative cuts

in Fed Fund rates were no longer necessary, there was only one percentage point left

to cut. Yet, the ‘effective’ Fed Fund rate was at 0.92% as of October 29, 2008; and

3-month treasury notes were at 0.84% on the same date.1 The liquidity trap may be

near, though no one is keen to announce it prematurely. For example, in the op-ed

column ‘A Slow-Mo Meltdown’ in the New York Times on August 4, 2008, the

author, discussing the housing meltdown, writes: ‘What more can policy do?’

(Krugman, 2008). ‘The Fed has pretty much used up its ammunition: nobody

thinks that additional interest-rate cuts would accomplish much (and there’s a

faction at the Fed that wants to raise rates to fight inflation)’. Neither Keynes nor

the ‘liquidity trap’ is mentioned—even though the author concludes by referring

to an earlier ‘column about the early stages of the financial crisis’, a column entitled

‘Very Scary Things’. And even though the author’s name is Krugman (2007b).
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It is important to revisit the great social thinkers. SASE selected Marx, Polanyi,

Keynes and Hirschman to revisit at the 2008 conference, and I am grateful for

this chance to participate in a discussion of the contemporary relevance of

Keynes. When I first drafted this essay in June of 2008, I sensed that I was

going out on a limb in responding to the question in the title with such a

strong affirmative answer. As I put the essay in final form in October 2008, in

the midst of a global financial collapse, a massive government intervention

and a political discussion of considerable future government spending to offset

the economic downturn, my sense is that this affirmative response will now

appear timid.

There are a series of much-heralded, new developments in economic thought

today: experimental economics, behavioural economics, complexity theory

and agent-based modelling, to name a few. These are all impressive technical

developments. But there is very little of substance about the economy in any

of these, much less a coherent vision about social relations, that is about the con-

nections among states, markets, firms and households—that is, about capitalism.
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Capitalism is a word that has in fact disappeared from the lexicon of economics—

it is not mentioned in Gregory Mankiw’s bestselling, 500-page economics

principles textbook.

Keynes’s General Theory of Employment, Interest and Money appeared in 1936,

at a time of:

† Steep economic decline in industrialized countries, brought on in part by

the bursting of a financial bubble.

† Plummeting asset values that reduced wealth, discouraged consumption and

put a clamp on job creation.

† Declining and low interest rates.

† Governments in advanced capitalist countries searching for answers, that is,

policy responses to the financial collapse and the associated economic

downturn.

† The US (where the financial crisis started) had moved to implement a large

package of state-sponsored economic stimulus.

Regarding the risks of a finance-led economy, Keynes (1964 [1936], p. 159) wrote

famously:

Speculators may do no harm as a bubble on a steady stream of enter-

prise. But the position is serious when enterprise becomes the bubble

on a whirlpool of speculation. When the capital development of a

country becomes a by-product of the activities of a casino, the job

will likely be ill done.

How could Keynes possibly be relevant today?

But it would be too easy—and not entirely right—to say Keynes is relevant

because we are again facing a 1930s-like scenario. In fact, Keynesianism is nor-

mally rejected today because the heightened international mobility of capital—

globalization—has rendered national governments powerless. Since Keynes’s

economic model in The General Theory was about a largely closed economy, it

is sometimes argued, the fiscal policy recommendations are no longer relevant

in today’s world of hypermobility of capital internationally. Thus a friendly

version of this critique might be that Keynes may have identified problems

that are present at this juncture of the twenty-first century, but is his analysis

still relevant?

I would argue that Keynes is relevant today for four basic reasons:

(1) For his conception of capitalism as a system of ‘monetary production’, in

which there is no divide between the financial and the real sides of the

economy, and in which uncertainty about profits and expectations of

future profits play a central role in determining the economic outcome today.
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(2) For his theory of liquidity preference, according to which a response to risk is

to seek liquidity. Money has absolute liquidity and the demand for money

creates no employment. Lenders fearful of the creditworthiness of borrowers

will hold cash rather than lend.

(3) For his view that aggregate demand, and especially investment, is the main

determinant of output and employment.

(4) For his view that the level of aggregate demand will generally be inadequate

to bring full employment—that is, that the monetary production system has

no natural tendency to move to full employment—and thus the state has a

central role to provide the needed demand when it is inadequate.

This last point is a key insight that remains particularly important today: the

laissez-faire market economy will not generate full employment. Keynes’s point

was that this radical conclusion comes not from the presence of rigidities in

labour markets, not from high minimum wage rates, not as a result of excessive

union bargaining power and not because of distortionary taxes, but rather it is the

result of inadequate aggregate demand.

Why does not the free market produce adequate demand? It might, Keynes

admitted. But in general the outcome depends on expectations of the future.

This future is inherently uncertain because production takes time (meaning

that wages are paid out in advance of sales receipts). Monetary production can

result in unrealized expectations. Uncertainty about the future creates the

desire to be liquid, that is, to save. But this increased demand to hold liquid

assets, the increased demand for money, in itself creates no new jobs (as

Keynes explained, the employment elasticity of money demand is zero). Wage

reductions will be of no help in bringing about labour market equilibrium at

full employment and in fact are likely to make things worse: the wage is not

just a cost of production but a source of income, that is, of the expected future

demand that spurs investment.

Keynes begins his analysis in The General Theory not with rational individual

choice (as in almost all the recent developments in economics) but with the

fallacy of composition and a case for economists to understand the macrofoun-

dations of microeconomics. The macrofoundations of micro emerge on the first

page of The General Theory. The ‘classical theory’ (Keynes’s term for the writings

of Marshall and Pigou and their followers) understood labour markets like all

other markets in the sense that they will equilibrate at the full-employment

real wage. Keynes notes in the third chapter of The General Theory that

workers do not bargain for a real wage. They argue for a nominal wage. The

real wage is determined by a combination of the bargain for the nominal wage

and the determinants of the aggregate price level. This price level is determined

in the macroeconomy. Thus, to understand the determination of the real wage
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and the level of unemployment requires a macroeconomic theory, that is,

macrofoundations.

The fallacy of composition is also related to the notion of macrofoundations:

savings may be good for an individual, but may be detrimental for the economy

if all agents have a high rate of saving. This is the well-known paradox of thrift.

The point is acutely relevant to the financial crisis today in which derivatives

purchases by one firm may be good for that firm but when such assets are

purchased by all financial institutions it creates a systemic risk that has not

been adequately appreciated by the individual participants (even with their

most sophisticated technical model of derivatives pricing). The result, as we are

experiencing today, is a system-wide failure. Minsky (1986) expanded this to a

cyclical theory financial crisis, in which economic upturns and associated asset

bubbles lead to increasingly risky borrowing by firms (and, as in the current

crisis, households) that becomes systemically unsustainable, leading to collapse.

So what are the implications of these Keynesian insights? First of all, Keynes’s

scheme constituted a reversal of accepted notions of causality. In the ‘classical’

theory it was presumed that savings generates investment. For Keynes, it was

the reverse: investment was understood as a function of expected sales and the

availability of bank credit. Since higher investment constitutes an increase in

demand and thus raises national income, it is investment that drives saving,

since the latter is itself a function of the level of national income.

A second implication is the rejection of economists’ traditional conception of

equilibrium as a state of the world in which all markets clear. In the Keynesian

model, unemployment equilibrium is the general case—thus the title of the

1936 book. It is the likely outcome in a monetary production economy.

Third, the persistence of unemployment and the centrality of investment in

aggregate demand led Keynes to re-theorize the role of the capitalist state, to

be the provider of demand when private actors generate a socially unacceptable

low level. Thus was Keynesianism born. With significant bank nationalization

in the advanced capitalist countries in 2008, and calls in the US at least for a

significant infusion of government funds to consumers and the auto and

energy sectors, Keynes’s claim in the concluding chapter of The General Theory

seems spot on. ‘I conceive, therefore’, he wrote, ‘that a somewhat comprehensive

socialisation of investment will prove the only means of securing an approxi-

mation to full employment’ (Keynes, 1964 [1936], p. 378).

In socio-economics, there is not much attention paid to aggregate demand. In

the proceedings of the annual meeting of the SASE, for example, there are very

few papers on aggregate demand. We observe supply, production conditions—

machinery, workers, regulations—directly. In many of our case studies of indus-

tries or global supply chains, we take the conditions of aggregate demand for

granted. This, in a sense, is the opposite of Keynes, who took enterprise and
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industrial organization for granted and focused on the components of aggregate

demand. It would be worth thinking hard about how to find a balance between

these two.

But we ignore aggregate demand at some risk. For all the research focus on

labour market institutions and regulations in wage determination, aggregate

demand pressures may be more important than any of these.

Not labour standards—the focus on International Labour Organization conven-

tions and state bureaucracies—but mechanization, driven by aggregate demand

and the expectation of its expansion in the future, may be the most important

force for generating higher labour standards.

So, getting back to our original concern: What about the politics? Is Keynes-

ianism viable in a globalized economy? Keynes (1964 [1936], p. 377) considered

his views ‘moderately conservative’. But he would have abhorred the Washington

Consensus for its wrong-headedness in showing backward priorities by pushing

for inflation targeting and for its mistaken effort to impose government austerity

in a depressed economy where precisely the opposite is needed for economic

recovery. He would have abhorred the hypocrisy of developed country advocates

of the Washington Consensus who quickly pushed through fiscal stimulus, mon-

etary loosening and financial market bailouts when the markets weakened in

2007/2008—‘Keynesianism for us, monetarism for them’, as Chang (2007,

Chapter 7) explains. There is no doubt that international capital mobility and

free trade makes Keynesian policy less effective. Firms can move to avoid unde-

sirable cost and regulatory conditions. And financial capital can move instantly

when market and political conditions change. We certainly lack the global

institutions necessary to promote full employment and rein in financial capital.

Moreover, the system of international payments continues to place the burden

of adjustment on the deficit countries—typically with contractionary policy

that reduces import demand. Keynes had in fact formulated a plan to combat

this system of ‘downward adjustment’. His proposal to give incentives for

surplus countries to bear the burden of adjustment by spending or investing

their exchange reserves died at the Bretton Woods conference. Imagine a parallel

universe in which China did not feel the need to accumulate foreign exchange

reserves, but instead sought a more domestic demand-led, wage-led, path to

economic development. This might have been a more viable, sustainable

model, and it certainly would have been more just to the Chinese workers on

whose backs the exchange reserves are generated.

Keynes was one of what my former colleague, the late Robert Heilbroner,

called a ‘Worldly Philosopher’. Along with Smith, Ricardo, Marx and Schumpeter,

Keynes had a vision of the relation between states and markets, a sense of the

long-run trajectory of the economy. Although Keynes is the most contemporary

of this distinguished group (although Schumpeter lived a few years longer), he
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may be the one who is most difficult to make a case for in the eyes of scholars of

socio-economics and of social scientists generally. The classicals—and now I am

speaking of Smith, Ricardo, Marx and their contemporaries—understood indi-

viduals as inherently social beings. Individual identity was defined only in

terms of social class identity. Ricardo (1981 [1817], p. 5), for example, writes that

The produce of the earth—all that is derived from its surface by the

united application of labour, machinery, and capital, is divided among

three classes of the community; namely, the proprietor of the land, the

owner of the stock or capital necessary for its cultivation, and the labor

whose industry is cultivated . . . To determine the laws which regulated

this distribution, is the principal problem in Political Economy [. . .].

What could be more appealing to students of socio-economics?

Keynes did not embrace this notion of class identity as primary to an under-

standing of individuals and social action. But he engaged, in a profound way, with

the problem of capitalism. Keynes writes in The General Theory, ‘The outstanding

faults of the economic society in which we live are its failure to provide for full

employment and its arbitrary and inequitable distribution of wealth and

incomes’. This problem—the persistence of unemployment and inequality—

remains today. Keynes should be read and his ideas digested—across the social

science disciplines.
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