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CHAPTER 1 INTRODUCTION 

It is now nearly 50 years since the appearance of Keynes's General 

Theory E...! Employment, Interest and Money and the stream of 

articles and books on what Keynes really meant or didn't mean 

shows no sign of abating. In part. this dissertation is a 

contribution to this voluminous literature, but what follows is 

hardly an attempt to provide an exhaustive interpretation. 

Instead the General Theory is examined from a certain angle, with 

the title "Equilibrium, Expectations and Information" providing 

the framework for the investigation. That the title has been 

borrowed from G.B. Richdrdson's 1959 Economic Journal article is 

no accident. Richijrdson's work has been unduly neglected and his 

trichotomy serves as a convenient platform from which to analyse 

Keynes's method and those of his interpreters, in particular the 

approaches stemming from the work of Clower and Leijonhufvud. The 

information structure of the Walrasian type of general 

equilibrium model is also examined as the ldtter forms the basis 

of both the neo-classical interpretation of Keynes's contri-

bution and the rational expectations approach that will be 

discussed. Finally Richardson's framework is applied in an 

analysis of two modern classical schools of thought. namely the 

rational expectations approach headed by Lucas, and the neo­

Ricardian school amongst which Garegnani. Eatwell and Milgate. 

for example, are prominent. 
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In a sentence, therefore, what follows is an examinat ion of the 

General Theory and certain interpretations thereof as well as an 

analysis of modern classical macroeconomics, with the 

equil1brium-expectations-informa tio n framework providing the 

unifying theme. As wl11 become apparellt. the framework does n0t 

consist of three watertight compartments. For example, whether a 

system 1s in ~il1brium or not will depend on whether the 

expectat ions of th ose who have the abl1 ity to effect change are 

realised. The specification of which agents have this power wi1 1 

depend on the information with which the model builder endows the 

agents in the model. In discussing this, attention is drawn to 

Keynes's important distinction between an entrepreneur economy 

and a cooperative economy. The distinction between the 

information available to the model builder and that with which he 

endows the agents in the model is also emphasized . The 

equil ibrium-expectations-information trichotomy is now dis­

cussed in greater detail . 

In what follows equilibrium will be regarded as a 

state of rest, rather than a situation in whic h (say) supply is 

equal to demand. A model which generates a state of rest in which 

markets do not necessarily clear can therefore be regarded as an 

equilibrium approach. Fixpr ice general equilibrium models, for 

example, although initially regarded as disequilibrium econ­

omics, st111 fall within the ambit of equilibrium ana ly sis. As 

in th e case of the flexprice generation, these fixprice models 
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require a recontracting or t~tonnement device to prevent trades 

not compatib l e with the equ ilibrium solution. The latter can 

therefore depict a state of rest even though markets are not 

clearing. When equilibrium;s regarded in this light. it becomes 

vita l to distinguish between those who have the power to effect 

change and those who do not [Chick, 1978. 1983]. This distinction 

will be discussed in more detail in the section on information. 

since the specification of which agents have the power to bring 

about change depends on the information suppl ied to the agents in 

the model by the model builder. 

If those who have the ability to effect change are satisfied with 

the status quo, the system will be in a s tate of rest whether those 

parties who do not have this power are satisfied or not . This 

illustrates the important link between equilibrium and 

expectations - the system will be in a state of rest when the 

expectations of those in the driving seats are satisfied. If we 

may be allowed to continue the metaphor, the expectations of the 

passengers is irrelevant as far as altering the state of rest is 

concerned. Of course it may be the case that the passengers do have 

some -influence over the drivers - this merely illustrates the 

importance of specifying which parties in the system have the 

ability to bring about change. In Keynes's approach, the 

entrepreneurs set the pace with the household sector playing a 

rather passive role. Keynes refers to such an environment as an 

entrepreneur economy. 1 f a supply and demand framework is 

employed in the 1 abour market, the entrepreneurs and workers 
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cooperate to establish a mutually acceptable solution - Keynes 

regards this as an example of a cooperative economy [Collected 

Writi'!Jl.!!. XXIXl. 

In the General Theory. the state of rest is generated by the 

principle of effective demand. This states that if those involved 

in the production of consumption goods do not spend their en tire 

incomes (including profits) on consumptio n goods, expenditure 

from elsewhere (Le . , exogenous ex.pendlture) will be required if 

entrepreneurs are to sell their goods at a remunerative price . In 

this exposition there is no mention of a labour supply and demand 

frame work . The state of rest is generated independently of what is 

happening in the labour market. There is therefore no assurance 

tha t everybody who is abl e and wi 111 ng to work will be abl e to fi nd 

emp l oyment. 

In an approach incorporating a supply and demand framework for the 

labour mark et, the demand curve repr'ese nts the intentions of 

entrepreneurs and the supply curve those of the workers. The state 

of rest which emerges from s uch a framework must be one which 

satisfies both entrepreneurs and work.ers since both have the 

ability to bring about change within such a framework. 

Involuntary unemployment is therefore not on the cards. Keynes's 

indictment against s uch an approach is that the workers have no 

control over the real wage - i .e . , the workers lack the ability to 

effect change. 
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Attempts to generate Keynesian fe a tures within a labour supply 

and demand framework can be class1fied as spanner-in-the-works 

Keynesianism. In such an approach, the potential state of rest is 

dictated by the intersection of the labour supply and demand 

curves. and it is only the presence of some or other spanner 1n the 

works (for example r1gid wages or a 1 iqu1dity trap) which prevents 

this position from being obtained. Even the Clower - leijonhufvud 

interpretation of the General Theory can be regarded as an example 

of such spanner-in-the-works Keynesianism. In their approach, 

firms and households are on an equal footing. Although the 

(notional) demand and supply curves of and for labour depict a 

potential state of rest at full employment, what prevents the 

latter from being obtained is the so - called communication problem 

existing amongst firms and households. (Leijonhufvud [1981] 

refers to such communication or coordination failure~ as 

effective demand failures.) Firms would like to offer more 

employment if only they could be sure of selling more 90ods. 

Workers would buy more goods if only they could be sure of 

obtaining employment. The inability of the households and firms 

to communicate their intentions to each other results in the 

system getting stuck. at a position of less than full employment. 

The principle of effective demand does not, however, require such 

information failures in order to generate involuntary unemploy­

ment. In chapter 5 a simple moriel will be introduced in which such 

communication failUres are absent, but where the principle of 

effective demand nevertheless generat e s involuntary unemploy­

men t. 
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The impression should flot be gained that the General Theory is 

devoid of supply and demand apparatus. When Keynes discusses the 

bond mark.et, the system is brought to a state of rest by the 

divergent opinfons of the bulls and the bears. Sometimes the bulls 

might have the upper hand. and some times the bears, but in general 

both suppliers and demanders have the power to effec t change. In 

such an environment Keynes does employ a supp ly and demand 

framework. The state of rest that obtains under these condi tions 

will be discussed in more detail in th e section on expectations. 

When the modern classical approach of the neo-Ricardians is 

di scussed i n chapter 7. it will become apparent that the state (If 

rest which this school has 1 n mind is a long-run centre of 

gravitation dictated by a un1form rate of profit. The R1cardians 

argue that if entrepreneurs are free to move in and out of ventufes 

as they wish, the system wi l l converge upon a long - run centre or 

gravitation characterfsed by a uniform rate of profit. 

The reason for classifying equilibrium as a state of rest rather 

than a situation in which supply ;s equal to demand should now be 

apparent. At least four types of equil ibri a have been id ent; fieo 

so far . While each may be regarded as a state of rest, not every 

one represents a situation in which supply is equa l to demand . The;: 

various ty pes of equilibria may be listed as follows: 
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(1) The equilibrium dictated by Keynes's principle o f effective 

demand 

(2) The bulls and bears equllibrium 

(3) The long-run centre of gravitatfon of the modern Ricardians 

(4) Supply and demand equilibrium . 

Types (1) and (3) require an entrepreneur environment for their 

employment. Types (2) and (4) require a cooperat ive environment. 

(1) and (2) appear in the Gene!!! Theory. The neo -c lassical 

synthesis and the Clower-Leijonhufvud interpretation of Keynes 

attempt to generate involuntary unemployment with the aid of (4). 

(It should be noted that Clower and leijonhufvud argue in favour 

of employing effective as opposed to notional demand schedules.) 

Modern Ricardians attempt to combine (1) and (3). Since the 

Ricardians are anxious to avoid the indeterminacy introduced by 

di vergent expectations, they have to argue that ( 2) ; s not an 

essential feature of the General Theory. Economists who str' ess 

the importance of expectations would no doubt argue that this 

smacks of Hamlet without the prince . Lucas employs (4) in 

suggesting that all unemployment is voluntary. These issues wil 'l 

be de .... elo ped at greater length 1n the following chapters when the 

models of Keynes, Clower and Leijonhufvud, Lucas, the generi11 

equil ibrium theorists and the modern Ricardians are analysed. A~ 

the above class ifi cation of equilibria has indicated, it ;s 

important to establish just what kind of equilibrium the model 

builder in question has in mind. 
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EXPECTATIONS When equil ibrium is regarded as a state of res t, 

care must be taken to specify which parties have th e ability to 

effect change. Those who have this ahil ity will not wish to bring 

about change if their expectations are realised. This illustrates 

the link. between expectations and eq uilibr -i um. 

While expectations playa role in determinin g whether the system 

i s in a state of rest or not, we shall adopt the viewpoin t that 

expectations which are generally realised are, in a sense , not 

really expectations at all. This 15 an importar.t point an d 

requires some discussion even if the issues involved appear to be 

largely terminological. 

Astronomers may expect that there will be a partial eclipse of the 

sun, say one year from now. Bullion dealers may expect the price of 

gold to be $500 in a year's time. It is unlike l y that different 

astronomers will entertain different expectations about the 

appearance of the ec lipse . I t is unl ikely that di f ferent bullion 

dealers will entertain simi~ expectations about the future 

price of gold. When expectations about the future are based on 

apparently immutable laws of nature, they are in a sense hardly 

expectations at all. It is for this reason that we hesitate to 

regard expectations which are generally realised as expectations 

at all, but rather part of existing knowledge. As the above 

examples illu strate, however, the tel"m expectations can be 

applied within the context of situations in whi ch people 

enterta in similar views of th e f utur e and within situations in 
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which different expectations are held. For this reason we sha ll 

refer to divergent expectations when describing a situation in 

which different people hold different views of the future, and 

speak of convergent expectations in cases where different people 

entertain reasonably co nfident views of the future based on an 

apparently unchanging structure. The work of Lachmann and Shac kle 

is of particular inlportance in this regard. When Lachmann and 

Stlackle speak of expectations, they are invariably referring to 

divergent expectations. (See Kregel [1977].) 

The presence of dhergent expectations does not nec essar ily 

const1tute a disequll ibrating phenomenon. In fact, in th e General 

Theory it is the opposing views of the bulls and bears that brings 

the bond market to a state of rest. precarious as the latter might 

be. Whenever there i s a movement to a con vergence of opi nion in 

such a speculative marke.t. the market will no longer be 1n a state 

of rest and the price will continue to lnove upwards (downwards) 

for as long as this convergence of op inion continues. The price 

will thus continue to move until the expectations of those who 

think the price will go up are counterbalanced by those who think 

its future movement is downwa r ds. 

There are therefore at least two types of equilibria living in 

uneasy harmony within the pages of the Gene~ Theory. On the one 

hand we hav e the equilibrium dictated by the principle of 

effective dema nd. On the other hand we have the bulls and bears 

equilibrium of the bond market. Both types may be regarded as 
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states of rest, although the bulls and bears equili~rium may be 

easily disturbed. 

At times Keynes lays great emphasis on the principle of effective 

demand and the state of rest associate d with it. In order to 

illustrate this principle, Keyr,es in fact usually assumes that 

the short-run expectations of entrepreneurs are realised . At 

other tiloes he emphasizes the importance of taking into account 

the fa c t that the future is fundamentally uncertain. The latter 

inc l ination reaches its c limax in Keynes's 1937 QJE article . Here 

Keynes note s the sense in which he is employing the term 

uncertainty, and pr ocee ds t o give examp l es. All the examples 

provided (for ex~mple. the price of co pper twenty years hence or 

t he prospect of a war) ar e situations in which ~~2.en.! e)(pect­

ations will be present_ Keynes also provides a number of examples 

of tile type of un c ertainty he is ~ ta l king about _ All the 

e)(dmples he then gives represent situations in which different 

people are likely to hold rather similar views_ In the QJE article 

Keynes emphasizes that we live in a world of f undam ental 

uncertainty. I n the very same year. however, Keyne s outlined his 

so-called static model in which the s tate of long-run 

expectations is given an d the stl o rt-run expectations of 

e ntrepreneurs arc always reallsed. He employed this tactic to 

indicate that the principle of effecti ve delnand applied even when 

entrepreneurs correct l y anticipate sales_ 
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Differences of opinion as to whether Keynes regarded expectations 

as important or not are therefore hardly surprising. Those who 

wish to emphas iz e the importan ce of fundamental uncertainty will 

no doubt continue to refer to Keynes's 1937 QJE article. Those who 

wish to argue that expectations and uncertainty playa relatively 

minor role in Keynes's work will no doubt conti nu e to refer to his 

1937 static model [Eatwell, 1979, p.40]. 

The distinction between convergent a nd divergent expectations is 

of use when the approaches of the so-called modern classical 

schools are 

n arne 1 y the 

investigated. The one modern classical 

rational expectations school of Lucas 

approach. 

and hi 5 

followers is basically anti-Keynesian in spirit. Although these 

economi sts emphasize the importance of expectations, the type of 

expectations that they have 1n mind are expectations linked to the 

relevant economic theory which is co nsidered to reflect the 

underlying economic structure. The expectat i ons at issue here are 

therefore convergent . The. other modern classical schoo l, that or 

th e neo-Ricardians, argues that expectations are ratl. ~ . · 

unimportant, and should be left out of the analysis, unl ess suc h 

expectations are ti ed to the underlying economic structure! The 

s imilar ity between the two moder n c la ss i cal SChools with regara 

to their attitude towards expectations becomes more compre­

hensible once the distinction between convergent a nd divergent 

expectations is made. The rational expectations approach is 

actually emphasizing the i mportance of convergent expectations. 

Modern Ricardians argue that expectations are unilnport ant unless 
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they are convergent . Both schools shy away from the divergent 

expectations of Keynes, Shackle, Lachmann and Davidson. 

INFORMATION 

of those who have the power to bri n9 about change must be real i sed. 

The specification of which agents in the model have this power is 

tied up with the info~t1on that the model builder endows upon 

t ile agents in the model. In analysing tile information aspect, a 

distinction should be made between the information available to 

the model builder and that with which he endows the agents in the 

model. There is not necessari 1y a one-ta - one COrt"cspondence 

between these two sets of information. (The rational expe c tations 

approa c h suggests that there should be.) For example, in the 

textbook version of perfect competition, the firms in the model 

are led to believe that they can sell a ll Y amount of their product 

at a given price. The model builder knows that this is not true in 

general. 

In a society inhabited by entrepreneurs and workers, it can be 

argued that there is no hard and fast distinction between the 

functions of entrep"eneurs and workers - in fact it can even be 

argued that each individual is a self .· employed artisan, i.e., 

each individual pel'form s the roles of both entrepreneur and 

worker. This is the view adopted in the rational expe c tations 

approa c h of Lucas [1977, p.16]. Since Lucas argues that a modern 

i ndustrial soc i ety ca n be adequately represented by a model 

inhabited by self - emp l oyed artisans, the absence of involuntary 
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unemployment in such an approach is hardly surprising. 

Alternatively. it can be argued that while the distinction 

between en trepreneurs and workers is not comp letely watertight, 

such a distinction is of importance. This is the v i ew adopted by 

Keynes and his neo-classical interpreters. What distinguishes 

Keynes from the neo - class i cal approach (amongst whom we include 

those economists whom Keynes crit i cised, although he referred to 

them as classica l economists) is the fact that in the General 

Th eory it is the entrepreneurs that set the pace, wi th the workers 

playing a relatively passive role. In the neo-classical approach, 

however, the entrepreneurs and workers are on an equal footing as 

far as bringing about change is concerned. 

In an ear ly draft of the General .!...!!eory [Collected Writings, 

XXIX], Keynes introduces what he terms a cooperative economy i n 

which firms and households are on an equal footing. A modern 

industria l so c iety, on the other hand, is an example of what 

Keynes refers to as an entreprene ur eco no my. Here the 

entrepreneurs set the pace, and if their expec tat ions of demand 

are rea l ised, the system will be 1n a state of rest whether th e 

household sector is satisfied or not. Key nes's principle of 

effective demand (which generates the state of rest for th e 

system) therefore operate s in an env ironment in which 

entreprene ur s (and not workers) have the power to bring about 

change . 

Keynes's important distin c tion between entrepreneur and co-
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operative systems helps to illustrate why an attempt to elicit 

Keynesian features within a system which includes a supply and 

demand framewor k for the labour market is an irreleva nt exercise. 

The employment of such a supply and demand framework presupposes a 

cooperative system. One may. of course, disagree with Keynes on 

thi s score, and argue that appearances notw; thstanding, a modern 

industrial society may be regarded as a cooperative econolny. As 

noted, this is the approach adopted by Lucas [1977]. Those, who 

wish to preserve the spirit o f the General Theor,t. however, should 

pre sent the action in an entrepreneur rather than a cooperative 

environment. To employ the prinCiple of effective demand in a 

cooperative economy is rather like putting Hamlet through his 

paces on a blasted heath instead of the court of Denmark. 

It makes a great deal of difference whether the agents in the model 

are endowed with the info rma t ion that they are to behave as sel f­

employed artisans or whether the model builder distinguishes 

between the roles of entrepreneurs and workers and doe s not allow 

the latter to have a say i n the determination of the state of rest. 

This might appear a rather innocuous point. but in our opinion it 

lies at the heart of the controversy over whether the economic 

system gravitates (naturally) to full employment or not. That the 

real source of disagreement has been obscured by miles of computer 

printouts has not helped matters. A society inhabited by self ­

employed artisans is a particular type of the cooperative model 

criticized by Keynes. If a self-employed artisan experiences 

difficulty in selling his labour services to somebody else, he can 
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alway s hire hims elf. One can ap preciate that a sel f-employed 

artisan would suffer a certain amo unt of emo tional angst as he 

weigh s up the advantages and disadvantages of toiling in the hot 

sun or lazing in the cool shad e , but the choice is basically Ilis. 

Nobo dy would deny that a capitalistic society has its share of 

self-employed artisans. The question raised by the contributions 

of lu cas and his followers 1s wh et her any valu ab le insiyht s into a 

modern indu s trial society can be gleaned from a model inhabited 

solely by sel f-employed artisans. 

Taking hi s cue from Hayek. Richardson emphasizes the important 

distinction between the information available to th e model 

builder and that whi c h the latter makes available to the agents in 

his model. We have already seen that if, for example, the model 

builder envisages the economic system as co nsisting largely of 

self - employed artisans, the agents in the model will obviou s ly b~ 

required to behave as self-employed artisans. As far as thi~ 

aspect of information is conce rned, the model builder s upplies 

the agents in the model with the same information that he has. nn 

other matters relating to information, however, there may not be a 

one-to-one correspondence between the information available to 

the model builder and that whi c h he mak.es available to the agents 

in the model. For example. an economist employing a simple supply 

and demand model can observe th e intersection of the curves and 

argue that 1t provides the state of rest for the system, but there 

is no assurance that the c reatur es in the model are aware of this. 
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A feature of the rat ional expectations approach is that the agents 

in the model do have access to the information possessed by the 

model builder. 

The distinction between the information available to the model 

builder as opposed to the inforlnat1on he makes available to the 

agents in his model will be of particular use when the question of 

microfoundations for Keynes' 5 aggregate expected demand function 

is investigated. In constructing such a function, th e model 

builder will in general have to make some or other di s tributional 

assumption. Keynes. for example , suggests employing the 

assumption that there is a certain distribution of labour amongst 

firms. With such (in assumption, the model builder is specifying 

that if any particular firm hires more (less) labour, so too ~lill 

the other firms, the relationship between the var ious employment 

le\lels being ghen by the distributional assumption. Without this 

type of assumption, a unique aggregate curve cannot be obtained. 

If such an assumption is employed , however, the question that 

arises is whether the agents in the model should be endowed with 

s imilar information . Firm would be more sanguine about 

expanding employment if it knew that (all) other firms were acting 

lik e wise. since demand for its products depends on employment 

opportunities in~!!:. firms. rather than on employment in firm i. 

It will be shown that different aggregate curves can be obtained 

depending on wheth e r we consider only the information available 

to the agents in the model or whether we consider the information 

known to the model builder as well. If the model builder and his 
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agents have access to different information, there will not be a 

simple correspondence between the situation at the microlevel and 

the aggregate function constructed by the model builder. 

The above remark.s i11u~trate how the information - eq uilibrium­

expectations framework will be employed to provide the unifying 

theme in investigating the General Theory . interpretations 

thereof and modern class i ca l school s of thought. In chap ter 2 

Keynes's trea tment of equilibrium, expecta tions and informati on 

is discussed. This 15 followed 1n chap te r 3 by an investigation of 

possib l e mi crofo undat i ons for Keynes's aggregate supp ly and 

ex pe cted demand func tions. Here the importance of th e distinction 

between the information available to the model builder as opposed 

to that made available to· the creatures 1n the model is stressed. 

In cha pter 4 the information structure o f general equil ibrium 

models is discussed, and compared t o that of the General Theory. 

The discussion of the genera l equ ilibrium approach is also a 

prerequisite for understanding the rational expectations school 

of Lucas and his followers (di sc us sed in chapter 61, s ince this 

school imposes rational expectations upon a general equilibrium 

mode l. In chapter 5 the effective demand failUre s of Clower and 

Leijonhufvud are introduced and it i s indicated that involuntary 

unemployment ca n be generated e ven when communication failures 

amongst entrepreneurs a lld workers are absent. This illustrates 

the importance of specify ing whether the action is to take place 

in a cooperative or entrepreneur e nvir o nment. In discussing the 

modern c lassical approach of lucas, we emphasize the distinction 
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between convergent and divergent expectation s and conclude that 

the rational expectations approach can hardly be talking about 

divergent expectations. In chapter 1 the other modern classica l 

school - tildt of the modern Ricardians - is investigated. The 

Ricardians employ the principle of effectilJe demand in an 

entrepreneur rather than a cooperative environment. and can be 

classified as Keynesians on this score. At first sight the modern 

Ricardian attitude towards expectations seems to be totally at 

variance with tllat of the rational expe c tations approach, since 

the latter appears to be embracing the expectations that 

Ricardians are anxIous to avoid . Once the distinction between 

convergent and divergent expectations is made, however, it 

becomes apparent that both classical schools have r a ther similar 

attitudes towards expe c tations . The clue to this lies in the fact 

that both a pproa c hes r ega r d Key nes ' s att i tude towards 

(divergent) expectations as i 11-conceived. 



CHAPTER 2 EQUILIBRIUM, EXPECTATIONS AND INFORMATION 

IN THE GENERAL THEORY 
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A system may be in a sta te of rest even jf not all the parties 

involved are sa tisfi ed with the status quo. Those who have the 

power to effect change may not wish to do so a nd those who would 

1 ike to change matters may not have tile means at their disposal. 

In what follows equilibrium will be regarded as a state of rest 

rather than a pOSition in which supply is equal to demand. The 

equilibrating forces associated with supply and demand may be 

weak or non-existent, and th e state of re st may be dictat ed by 

other forces. While it is possible for supply and demand forces 

to determine a state of rest , this is not necessarily the case, so 

that equilibrium as a state of rest is a broader co ncept than 

supply and demand equality . [ See Chick, 19 78, and Davidson, 1967, 

and compare with Chipman, p.342.] Trevithick and Mulvey [po 28] 

note that ~ ... Keynes defined equilibr ium in respect of the law s 

of motion of the economic system. An economy in which markets 

persistently fail to clear may be regarded as being in a state of 

rest and hence in equilibrium." While the General Theorl is not 

devoid of supply and demand apparatus, it constitutes a denial 

that s upply and demand forces in the labour market tend to brin ~ 

the economic system to a state of rest. Keynes's denial that thp 

rate of interest could be regarded as an equil ibrator of savings 

and investment can also be seen as an attack on the supply and 
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demand framework [Garegnani; 19 76; 1978; Keynes. Collected 

~~!~~. XIV. pp.212 & 471]. 

As noted , those who are dissatisfied with the condit i ons existent 

in the state of rest may lack the power to bring about change. 

Brown may wi s h to travel to the sea for the week-end whereas Smith 

may wisll to stay at home . If Smit h is the owner of the means of 

transport, Brown may have to wait until it su i ts Smit h to go to the 

sea. Of co urse it IIlay be within Brown's power to persuade Smit h to 

go to the sea, in which case some sort of co-operative arrangement 

might be found. If Brown possesses persuasive powers and/or can 

offer Smith various incent1ves. a cooperati ve solution might 

existinwhichbotharesatisfied. Then,too.Brownmightbeab l e 

to make use o f alterr,ative transport, ill which .::ase (as in the 

situation where Brown is aD1e to offer Smith incentives) both 

Brown and Smith have the power to effect change . The example 

illustrat~s that if equilibrium is to be regarded as a state of 

rest, W~ must specify which participants in the econom1c process 

have the power to effect change. 

Whether a systeln is in a state of rest or not will depend upon 

whether expectations are disappoint ed or not. Only the 

expectations of those who can bring about change are relevant as 

far as the sta te of rest is concerned. If Brown has neither the 

ability to influence Smith's decision nor the means to make use of 

alternative means of transport, the system may he be In a state 

of rest with Smith satisf ied but not Brown. Chick [1983, pp.21-2} 



notes that; 

There will be disequilibrium if and only if the party 

whose expectations are falsified has power to effect 

change . .. [£]xpectations play a major role in 

determining equilibrium: when expectations are falsi­

fied there is a desire for change. Where that desire is 

combined with the power to effect changes we have 

di sequil ibri urn. 
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The intentions of those whose expectations are disappointed might 

be crystal clear to those whose expectations are realized. If the 

latter but not the former can effect change, such signalling. 

a1 though quite apparent, will not alter the state of rest. Brown, 

may. for example, be signalling quite clearly to Smith that he 

wishes to go to the sea for the day. and may even be prepared to 

offer Smith some sort of reward. If Smith 1s quite content to stay 

at home, however. Brown's signals (although they may be quite 

apparent) are simply irrelevant as far as affecting the state of 

rest is concerned. Moreover, 1t may not be within Brown's power to 

vary the incentives offered to Brown. Keynes argued that while 

labour may wish to signal its intentions to work. for a lower real 

wage 1n order to entice firms to hire them, it may not be within 

their power to do so [General Theory, p.13]. Keynes accordingly 

denied that the labour supply curve was at all relevant in 

determining the state of rest for the economy. [See Ranson, p.94.] 

The identification of whi c h participants in the economic process 
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have the power to effect change lies at the heart of tile dispute 

over the question o f involuntary unemp loyment which has recently 

resurfaced. The rational expectations approach led by lucas 

argues that it 1s misleading to label unemployment as 

involuntary. Lucas points out that since there are voluntary and 

inv o luntary elements in all unemployment, it is not useful to 

distinguish between the two . His model of the business cycle 

accord ingly rules out suell a distinction: 

... it will be helpful to consider as an example a 

urepresentative" agent. Imagine a single worker­

producer. confronted each period with a given market 

price for a good which he then makes to order, at a fixed 

rate of outpu t per hour . That is, he comes to his place 

of work. observes his current selling price, 

determines how many hours to work that day, sells his 

produce. then goes home to relax . [lucas,1977, p.16] 

lucas suggests that it might be interesting {ll to distingu , s:, 

between the functions of entrepreneurs and workers, (Zl to 

consider the labour an d goods markets separate l y, (3) ·,0 

differentiate betwee n wages and prices and (4) to i nvestigate the 

in f ormation ava i lable to firms as opposed to that available to 

workers. ~Ie adds, however, that "None of these questions is 

without interest, but all are, in my opinion, peripheral for 

business cycle theory." [Lucas, 1977, p.17] lucas thereby implies 

that the esse ntial economic features of a modern industrialized 

society can be captured in a model which is inhabited by self-



23 

employed artisans. 

Involuntary unemployment cannot arise in an economy inhabited by 

se1 f-employed artisans [see Weitzman, pp. 791.793]. The 

possibility that a SEA might be unable to se ll his product is not. 

mentioned. In referring to the problem of deficient demand, 

Leijonhuf,ud [1968, pp.90-911 notes that: 

In an economy of self-employed artisans our problem 

simply ca nnot appear. If it does appear 1n a posited 

system, say. of big farmers "higgling and haggling" 

with prospe c tive farmhands over th e room and board and 

otller dire c t material benefits that are to co nstitute 

the real wag e , it will be most smoothly s olved in a 

thoroughly Walrasfan manner. 

In discussing the generation of a busfness cycle, Lucas 

[1972,1977] assumes that SEAs are unable to distinguish betweer 

nominal and relative price movements. If, as a result of an 

increase in the money supply, a SEA notices that the price of his 

product is rising . he chooses to work longer hours and produce 

more goods in the belief that the price of his product has 

increased relative to the prices of other products. Ack.ley 

[p.IO] points out that if workers are to be enticed to worK longer 

hours, they must believe that the rea l wage ha s risen. whereas if 

entrepreneurs are toO hire more labour, they must b e li eve that real 

wages have fallen. (A schizophrenic SEA would no dou bt be able to 

entertain both beliefs simultaneously.) Ac kley adds that "It was 
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a nice erlough trick to be able to fool ea c h yeomJn about his own 

real price; but it 15 an even nicer trick to fool both employers 

and workers - !..!! oppos.!..!! di recti ons - about the movement of the 

real wage paid by one and received by the other!" 

Lucas's model of a SEA economy is not materially different from 

the world according to Say [Ack.ley. p.9]. 

of a world of guilds: 

It is also rendniscent 

... the guild workman had no intermediary between 

Ilimself and the market. He generally sold a product, 

not his labour. and therefore controlled both product 

and work process. What we have to account for is 

why tile gulld division of labour evo lved into the 

capitalist division of labour, in which the workman's 

task typi c ally became so specialized and minute that he 

had no product to sell. or at least none for which there 

was a wide market. and had therefore to make use of the 

capitalist as intermed1ary to integrate his labour 

with the labour of others and transform the whole into a 

marketable product. [Marglin~ pp. 16-17] 

lucas' 5 approach may be compared to one in which the distinction 

between entrepreneurs and workers is important - where in fact 

workers have to wait until it suits entrepreneurs to hire them 

[Robinson and Eatwell, p.102]. It is revealing that Keynes 

originally entitled chapter 2 of the Genera!. Theory "The 

distinction between a co-operative economy and an entrepreneur 
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economy" and chapter 3 "The characteristics of an entrepreneur 

economy" [Collected Writings, XXIX, pp. 76.87] . Chapter 3 was 

subsequently to become '(The principle of effective demand" - a 

principle which indicates that the entrepreneurs set the pace. 

Chapter 2 ultimately became "The postulates of the classical 

economi cs" which depi c ts a world in which entrepreneurs and 

workers are on an equal footing, cooperating to establish a 

solution voluntarily chosen by both groups. 

The state o f rest generated by the principle of effective dem and 

will be discussed presently and in chapter 3 problems related to 

the appropriate microfoundations will be investigated. What must 

be emphasized at this stage, howe ver . is the importan ce of 

spe c ifying the type of environment in which economic events are to 

take place. Pre sumab ly no economist believes that a modern 

industrial society is inhabited only by SEAs. However. if an 

economist (su c h as lucas) regards the distinction between 

households and firms as largely irrelevant. he may put his model 

through its pa ces in an environment in which everybody is regarded 

as a SEA. In an economy of SEAs, however, the principle of 

effective demand is irrelevant and involuntary unemployment is 

impo ssi ble. unle ss a SEA regards himself as involuntarily 

unemployed because he is unable to persuade h1msel f to offer 

hims e l f a job . That Keynes rega rded i nvoluntary unemp l oyment as 

irr e levant in a coo perative society but not in an entrepreneur 

economy 1s evident from the following passage: 

In a ... co-operative economy the re 1s no obstac le in 
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the way of emp l oyment of an ad ditiona l unit of labour if 

this unit will add to the social product output 

expected to have an exchange value equal to 10 bushels 

of wheat. which is sufficient to balance the disutility 

of the additional employment .... But in ... [an] 

entrepreneur economy ttle criterion is different. 

Prod uction will only take plac e if the expenditure of 

£100 in hiring factors of production will yield an 

output which it is expected to sell for at least [lOU. 

(~lected !i.':.itlngs, XXIX, p . 18] 

Failure to specify whether events are to take place in a 

cooperative or an entrepreneur environment has led to unnecessary 

complicat i ons in the literature . For instance, the neoclass ical 

synthesis sought to capture Keynesian results in what was 

basically a cooperative environment. One has only to look at 

undergraduate macroeconomic textbooks with an IS-LM framework 

plus a labour marke t complete wi th supp l y and demand curves to 

observe this. In the IS-LM framework the principle of effective 

demand appears to be in force. Here aggregate demand consists of 

consumption and investment expenditure and since those involveJ 

in the manufacture of consumption goods do not spend their entire 

incomes on consumption goods, expenditure from elsewhere 15 

necessary if the entrepreneurs are to be abl e to sell the; r gaoes 

at a remunerative price . So the state of rest appears to be:: 

dictated by the principle of effective demand . When, however, 

this JS-lM diagram is linked via a production function to the 
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labour market [see for example Perlman, pp. 66, 71] certain 

anomalies present themselves. As far as the l abour market is 

conce rned, the state of rest Is dictat ed by the intersection of 

the supply and demand curves. In such a presentation, therefore . 

ther e are two possible states of rest, one det er mined by the 

principle of effective demand and the other by supply and demand 

for ces in the labour mark.et. O ... e rdeterm1nation ca n be avoided by 

introducing a real balance effec t so that the intersection of the 

I S and lM curves can occur at a level of income compatible with 

full employment. The state of rest for the economy is thus 

di c tated by s upply a nd demand f o rces in th e labou r market . ra ther 

than the prin c iple o f e ffecti ve demand. A vi tal Keynesian e lement 

is thus lack.ing in any approach which considers the suppl iers and 

demanders o f labour to be on an eq ual fo oti ng. Inv oluntar'.v 

unemployment cannot arise in a model in which the parties involved 

c ooperat e to establish a mutually satisfactory solution. [~ee 

Lekachman, p.74.] 

In a framework in whi ch the state of rest i s go ve rn ed by s upply a nd 

demand fo rce s in the l abo ur market, both firms and household s have 

the ability to bring about change. If the economic system is 

therefore st uc k at a pOSition of les s than full employment, it 

mu st be bec a use of some or other rigidity in the system ( s uch as 

for example infl ex ible wages). M09gridge [p . I S3 ] observ es: 

•.. [A] myth accompanying th e development of Keynesian 

economics developed during the establishment of the 

neo -c l ass ical synthe s is . It saw Keynes in the General 
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Theory simply maklng the special assumptions of rigid 

wages and a liquidity trap and thus made i t possible to 

accommodate him as a special case in the c onsensus over 

economic theory. This myth stll1 dominates nICst 

undergraduate textbooks. 

Patinkin's famous chapter 13 provides another example of the 

dlfficultics that can arise if it is not clear whether it is the 

prinCiple of effective demand that dictates the state of rest or 

wht:ther the latter arises because of supply and demand forces in 

the labour mark.et . tlere we find Patink1n referring to 

insufficient demand as the force majeure [Patinkin. p. 322]. and 

yet also arguing that the supply and demand forces in the labour 

market determine the state of rest [pp. 314 - 15]. 

In a c ooperative economy. it m.y be witllin the power of .n 
unemployed person to of Fe r hi s labour services .t • lowe r real 

wage. If he refuses to do so, he cannot be regarded as 

involuntarily unemployed. When the cooperative economy i 5 

inhabited largely by SEAs, there may of course be some people 

employed by others . I f they 're fired , however, there is nothing 

to prevent them from hiring themselves . The argument that 

unemployment arises because of a recalcitrant worker refusing to 

accept a l ower real w~ge should therefore be distinguished from 

the idea of a recalcitrant worker being unemployed because he 

refuses to employ himself. These two issues trlUS raise the 

following questions: (1) Are the unemployed in a modern 
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industrial society in a position to offer the ir services at a 

lower real wage? (2) Are the unemployed in a modern industrial 

society in a posHion to become SEAs. i.e .• to join the ranks of 

the entrepreneurs? As is well known. Keynes answered no to the 

first question: 

... the c la ss ical theory assumes that it is always open 

to l abour to reduce its real wage by accepting a 

reduction In Its money-wage. There may exist no 

expedient by which labour as a whole ca n reduce its real 

wage to a given figure by making revised money bargains 

wi th the entrepre neurs. We shall endeavour to 

show that primarily it is certain other forces which 

determloe the general 1 evel of real wages . [Genera l 

Theory , pp . 11, 13) 

Keynes did not specifically addre ss the second question, although 

his distinction between.ln entrepreneur and a cooperative economy 

constitutes a deni a l that a modern industrial society could be 

viewed as consisting of SEAs. 

Even if critics of the idea of involuntary unemployment were to 

concede that ft is not within th e powe r of workers to alter the 

real wage (i.e., even if they were t o agree with Keynes on the 

answer to question 1 above), they cou ld always fall back on the 

argument that an unemployed worker can always employ himself. 

This opportuntly is ipso facto always available to a SEA. 
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An unemployed factory worker could presumably start sel l ing candy 

floss at a circus or perhaps even get employed as a clown. In this 

example the unemployed person is offering his services to 

somebody else. If the circus is unwilling to hire him, then if he 

is a SEA he can presumably start manufacturing his own candy 

floss, or start a new fact~ry. or even s tart a new circus in whi';h 

he could hire him se lf as a clown. It is easy enough to reCOlJ,'t 

tales of unemployed persons taking on rather strange jobs from 

time to time. The question that should be answered, however, is 

whether ~ the unemployed in a modern ind ustrial society are in a 

position to become entrepreneurs. Lucas and his followers wou~d 

presumably answer yes, and Keynes would presumably have answered 

no, since the principle of eff~ctive demand operates in an 

environment in which firms and households are not on an equal 

footing. 

In Keynes's view employment is largely in the hands of 

entrepreneurs. If their short-run expectatio ns of demand are 

realised, the economy will be in a state of rest whether the 

workers are satisfied or not . In such an economy i t is possible to 

co nceive of involuntary unemployment. If we wish to discover what 

workers would like to do, we are not, of course. precluded from 

deriving a supply c urve for labour, but it is another question 

whether they have the power to implement their plans [Chick, 1983. 

p.141]. That they had such power was denied by Keynes. 



Robinson and Eatwe ll [p.l02] point out that: 

. . . industrial workers, unlike peasants. do not have 

access to means of production (in the model. machines) 

which they could use to meet their own needs, but have 

to wait until it suits the requirements of profit­

seeking firms to emp l oy them. 
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The argument that all unemployment is voluntary appears in many 

guises. For example, leijonhufvud analyses the labour market 

with the aid of search theory. This has th e effect of making all 

unemployment voluntary [see Bharadwaj. 1983, p. 8]. In the 

process the idea of entrepreneurs and workers being on an equa l 

footing reappears. 

The distinction between an entrepreneur and a cooperative economy 

can also be viewed from a different angle. Critics of the 

neoclassica l synthesis have made much of the fact that the 

neoclassical approach does not take time seriously [see Hicks. 

1976]. In a general equilibrium model trading at false prices is 

disallowed - a price vector must be established in which everybody 

is on his or her s upply or demand curve. Once the auctioneer has 

discovered this equilibrium price vector. the agents are 

permitted to trade with each other. In this way . economic event~ 

are determined simul taneously. with both firms and households 

capable of bringing about change . Alterna t ively we may say that 

the entrepreneurs and workers cooperate in establ i shing a 

mutually acceptable solut i on. Thi s is t~e cooperative view of the 
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economic system that Keynes attacked . In opposition to this 

approach is the idea that events in the Gene r al Theory occur in 

h i storical rather than logical time. In this view the production 

process follows a particular sequence. rather than being 

determined simultaneously. Chick [1978. pp.6-7] presents the 

following sequen c e of events. In the first period firms determine 

how much labour they require on the basis of thel r cost structure 

and the antiCipated demand for their goods. Thereafter the labour 

market opens. with firms determining the amount of employment. 

The labour lnarket then closes. 

unemployment. Since the labour 

e'len 1 f there Is substantial 

mark e t is now closed. the 

households c annot recontract with firms in order to establish a 

more s atisfactory solution. (In a Wall' as i an model, firms and 

households could, as it were, go back to drawing - boards during the 

tatonnement process and work out an agreement acceptable to 

both.) When the goods market opens, firms may discover that 

their price and output decisions have been inopportune. Since 

recontracting is not permitted, th i s can lead to new decisions 

only in the subsequent period. If there is an excess supply of 

labour in a Walrasian mOdel, there must be a corresponding excess 

demand el sewhere in the system, In the process envisaged by Chick, 

however. it makes no sense to look for a missing excess dema~d. for 

the labour market has closed and Walras's law does not apply, 

In a cooperative economy. the r efore , e vents are determined 

simultaneously. while in an entrepreneur economy the sequential 

nature of events must be taken into account, 
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In Keynes's approac h, entrepreneurs form expectations about the 

dell)and for their products and if these expectations are realised, 

the system will be in a state of rest whether the workers are 

satisfied 0)' not. At different times in the General Theory Keynes 

makes different assumptions about whether the short-r un expect­

ations of those who have the power to effect change (the 

e ntrepreneurs) will be realised or not and whether any 

disappointment will affect the state of long - run expectations. 

Kregel [1976] has accordingly identified three different models 

in the General Theory. namely the model s of static, stationary and 

shifting equilibria. In all three models the s tate of rest will be 

one in which the short-ru n expectations of th e en trepreneurs are 

realized. The expectations of the wo rkers are not relevant in 

determ i ning the state of rest. In the s tati c model the short-run 

expectations of the entrepreneurs are always realized. The 

po ss ibility of disappointed expectations constituting a 

disequilibrating force Is thereby ruled out. In the stationary 

model short - run expectations may be disappointed. but this is not 

permitted to alter the state of long-run expectations. If, for 

example, a f armer 's expectations regarding wheat sales are 

disappointed, s uch disappointment does not affect the farmer's 

demand for tractors. 

In the model of shift ing equilibrium, the disappointed short-run 

expectations of entrepreneurs ca n affect the state of long-run 

expectations. When expectations rega rding wheat sales are 

disappointed, the farmers' demand for tractors is affected. Since 
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the General Theory suggests that it is the state of long-run 

expectations that dictates the state of rest, the equilibrati ng 

forces are therefore continuously being interrupted by the forces 

of change. Hence although the state of long-run expectations 

determines a potential state of rest, the l atter may never be 

obtained : 

It follows that. although ex pectation may change so 

frequently that the actual level of employment has 

never had time to reach the long-period employment 

corresponding to th e existing state of expectation, 

nevertheless every state of expectations has its 

definite corresponding level of long-period employ ­

ment. [General Theory. p . 48] 

Now that we have specified the environment in which the pr1nciple 

of effective demand is to operate. let us examine the principle in 

grea ter deta i 1. 

In the final draft of the Gene!.!.!. Theory Keynes unfort unately 

c on si dered i t unnecessary to distinguish between an entrepreneu r 

ec onomy and a cooperative economy . In chapter 2. however. where he 

discusses "The Postulat..:s of the Classical Economi cs" it is 

nevertheless clear that those economists whom he regards a:o 

classical postulate a world in which both the entrepreneurs and 

wo rker s have the power to effect change . A necessary feature of an 

approach whi c h incorporates supply and demand curves of and for 

labour is that both parties are on an equal footing as far as 



bringing about changes is concerned. Keynes's fundamental 

objection [General Theory, p.13] to the classical supply curve of 

labour hinges on the argument that workers ultimately have no 

control of the redl wage . In other words, workers do not have the 

power to effect change . Al though Keynes omits references to 
, 

coop~rative and entrepreneur economies in the General Theory, 

within the first three pages of chapter 3 entitled "The Principle 

of Effective Demand", Keynes introduces his aggregate supply 

and demand curves, and both curves are presented from the 

viewpoint of the entrepreneurs. The aggregate supply curve (Z) 

represents the amount of proceeds that entrepreneurs require if 

they are to hire -various amounts of labour. The aggregate demand 

curve indicates the proceeds which entrepreneurs expect to 

receive if they hire various amounts of labour. Although Keynes 

refers to this curve as the 0 function, it will be more convenient 

to label it the De function or aggregate expected demand function 

1n order to indicate that it reflects the expectations of the 

entrepreneurs [see Wells, 1962, 1973, 1977, 1978]. The variable 0 

will be reserved for the sum of actual consumption (e) and 

investment (II expenditure, i.e., 0 will denote the aggregate 

demand function. as opposed to the aggregate expected demand 

function (De). 

In chapter 3 of the General Theory. Keynes discusses the 

combination of consumption and investment expenditure from the 

viewpoint of the expectations of the entrepreneurs (see in 

particular, General Theory. p. 29). When, however, Keynes 
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discusses consumption and investment in Books III and IV, 

co~sumptjon Is related to income, and investlRent to the rate of 

interest, and the fact that aggregate demand was originally 

introduced in Book I in terms of the expectations of entrepreneurs 

is almost forgotte n . Thus whereas In Book Keynes looks at 

aggregate demand in te rm s of the expectations of the suppl leI'S of 

consumption and investment goods, in Books III and IV he jumps to 

the decisions of the buyers of consumption and inv estment goods. 

The key to this jump is in Book II. 

In Book II Keynes distinguishes between short-run and long-run 

expectations. Short-run expectations are related to the sales 

expectations of entrepreneurs irrespective of whether the goods 

being manufactu red are r egarded as consumption or investment 

goods [General Theort.. p.46; Collected Writings .• XIV. p.395; 

XXIX. p.74]. Hence. an entrepreneur producing tractors has 

short-run expectations regarding the sale of the tractors. just 

as the producer of bread has short-run expectations regarding 

bread sa1es. long-run expectations are related to the demand for 

investment goods, (e.g., the demand for tractors). These 

expectations are ~ ... concerned with wh a t the entrepreneur can 

hope to earn in the shape of future returns if he purcllases (or. 

perhaps, manufactures) 'finished' output as an addition to his 

original equipment ." [General Theory, p . 47] 

Keynes usually assumes that the short - run expectations of 

entrepreneurs are realised. Under these conditions. the 
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expectations of those supplying consumption and investment goods 

will coincide with the actual decisions of those buying the goods. 

(This 15 no way presumes that the demanders of consumption goods 

are satisfied with the status quo.) 

If the short-run expectations of demand of entrepreneurs are 

disappointed, the intersection of the De and Z curves cannot be 

regarded as a state of rest since those whose expectations are 

disappointed have the power to effect change. Hence, by 

associating the intersection of the De and Z curves with the 

principle of effective demand [General Theory. p. 25], Keynes i s 

making the imp li cit assumption that the short-run expectations of 

entrepreneurs are realized . In other words Keynes is here 

employing what Kregel [1976] refers to as the static model. To 

postulate that entrepreneurs always anticipate demand for their 

products correctly. was for Keynes merely a simplifying 

assumption. He did not of course believe that they were always 

correct. and i n what Kregel [1976] terms the stationary model he 

allows for the disappointment of short-run expectations. In the 

stationary model the potentially disequilibrating events 

(disappointed expectations) are presumed to be overshadowed by 

the forces bringing the system to a state of rest . 

The intersection of the De and Z curves will now no longer 

necessarily occur at a level of employment at which the economy is 

at a state of rest, since the short-run expectations of those who 

have the power to effect change Inay be disappointed. For this 
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reason it wil l be convenient to r efer to the intersection of the De 

and Z c urves as the pOint of effective supply rather than the point 

of effective demand. since it i s associated with the output that 

entrep reneurs would like to supp l y [Kregel. 1979J. 

As noted earlier. Kreg el (1976) has al so identified a th; rd model 

in Keynes's writings, namely the model of shifting equilibrium . 

Here short-run expectations may not only be disappointe d , but if 

they are, they affect the state of long-run expectations . Once 

again the intersection of the De and Z curves, i.e. , the point of 

effective supply . no longer ne cessari ly constitutes a state of 

rest. 

We have mention~d that if the short-run expectations of 

entrepreneurs are real i zed. the syst em will be ill a state of rest. 

but have yet t o expla i n why. The answe r i s bound up with the 

principle o f effective demand . 

The principle of effective demand argues that since those 

involved in the p rod uction of consumption goods do not spend their 

entire income (including profits) on such goods, consump tion 

expenditure from elsewhere will be required jf the entrepreneurs 

of co nsum ption goods are to be wi ll ing to continue production. 

The central po t nt of the theory of effective demand is 

that the sa l es value o f goads that are available to be 

sold to the public (our corn) is determined by 

expenditure aut of t he incomes earne d in producing 



non - available output (our machines). Since less than 

the whole income (including profits) derived from 

available goods is spent on those goods, expenditure 

from other incomes is necessary to maintain profitable 

sales. [Robinson and Eatwel'. pp. 106 - 7] 
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With the aid of the principle of effective deilland Keynes sought to. 

provide an answer to the paradox of unemployment existing side by 

side with idle capacity. Failure to recognise this may lead one to 

believe that unemployment is arising because existing capacity is 

inadequate. Keynes presumed that if the existing capital 

equipment was fully utilized, the entire labour force would be 

employed [Garegnan;, 1978, p.33)]. 

The principle of effective demand seeks to explain the level of 

employment. Hence, the latter is an endogenous variable. 

(Although Keynes was primarily interested in the the relationship 

between consumption and employment. he found it more convenient 

to regard consumption as a function of income. This presumes a 

unique relationship between real income and employment [General 

Theory. p.90).) Demand for consumption goods depends on exogenous 

and endogenous factors. The principle of effective demand states 

that given the endogenous relationship between consumption and 

employment. the equilibrium level of employment wfll be dictated 

by exogenous factors. This definition is broad enough to cover 

both Keynesian and Kaleckian versions of effective demand. In 

this broad definition we have avoided specifying whether the 

exogenous component consists, for example. of investment, 
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90VernlA~nt expenditure, the external sector, or some combination 

thereof. Even if these particula r componen t s are left out of the 

analysis, however, the broad defi/litian ca n still be applied. 

Thi 5 lIlay not seem very important at thi 5 stage. As we shall see 

later, however. there have been certain interpretations of 

effective demand in which the only good produced is a consumption 

good [Barro and Grossman. 1971]. It is then useful to consider 

whether such a model 1s compatible with the principle of effective 

demand. 

Keynes pl"ovides several definitions of the prinCiple of effective 

demand. For exam pl e he states that : 

... given what we sha ll call the cOllllllunity's propensity 

to consume, the equilibrium level of emp l oyment, i.e. 

the leve l at wh ich there is no inducement to employers 

as a whole either to expand or to contract employment, 

will depend on the amount of current investment . 

[General Theory, p.2l. See also Collected Writings, 

XIII, p . 516, XXIX, p.160 . ] 

The qu~stion of whether supply will be equal to demand is left 

open. The principle of effective demand dictates a leve l of 

employment that is equivalent (when s hort-run expectations are 

realised) to the employment level at which Kt:ynes's aggregate 

supply and a99re~ demand functions intersect. But while 

aggregate supply and demand as defined by Keynes are equal at the 

equilibrium level of employment, there is no presumption that 
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supply is equal to demand in individual markets. Keynes's 

attention is, of course, focussed on the labour market . but it is 

important to consider other markets as well. Suppose that a 

factory f s not work i n9 at full capac; ty. Und er these 

circumstances the s upply and demand model becomes a slippery 

tool . Kregel [1975, p.60] notes that: 

For manufa c turing industry. where stocks can be run 

down or built up to meet changes in demand at given 

prices, or the level of ca pacity utilisation can be 

increas e d or decreased to meet changes ; n sal es at 

given pr ices, market-clearing pri ces or supply and 

demand determined prices have little meaning. 

In this chapter we have attempted to show that Keynes put the 

principle of effective demand through its paces in an 

entrepreneur economy. When, as in the neo-classical synthesis, 

the principle of e ffective demand is applied in a coo perative 

environment, the state of rest is dictated by supply and demand 

forces in the labour mark.et, and involuntary unemployment can be 

explained only by introducing some or other rigidity into the 

system, such as (for example) communication failures amongst 

firms and households. This will be discussed at greater length in 

chapter 5. 
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CHAPTER 3 MICROFOUNOATIONS FOR KEYNES'S 

AGGREGATE SUPPLY AND DEMAND CURVES 

Keynes's distinction between an entrepreneur and a cooperative 

economy has been emphasised in the previous chapters. Since a 

supply and demand approach presupposes a cooperative environ­

ment, which is the approach criticized by Keynes, the appearance 

of the terms supply and demand in the title of this chapter 

requires an explanation. While Keynes employs aggregate supply 

and demand functions in order to arrive at the point of effective 

demand . both functions are presented from the viewpoint of the 

entrepreneurs. The aggregate supply function represents th2 

proceeds that entreprene urs require if they are to hi re various 

amounts of labour. The aggregate (expected) demand function 

reflects the proceeds t hat entrepreneurs expect to receive from 

various employment levels . The action is therefore taking place 

in an entrepreneur env i ronment. These two functions are now 

examined in greater detail. 

3.1 THE AGGREGATE EXPECTED DEMAND FUNCTION 

In this section some of the problems involved in estdblishing 

rnicrofoundations for Keynes's aggregate expected denland cur",e 

will be in",estigated under the assumption that entrepreneurs do 

not necessarily correct l y anticipate the demand for their 

products. 
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When Keynes introduces the aggregate demand function, it is CitS", 

in terms of the expectations of entrepreneurs: 

.. , let D be the proceeds which entrepreneurs expect to 

receive from the employment of N men, the relationship 

between 0 and N being written 0 = f(N). which can be 

called the aggregate demand fUnction. [General Theory. 

p.25] 

Aggregate demand is thereafter divided into h ••• OI _ the amount 

which the community is expected to spend on consumption. and °2 _ 

the amount which it is expected to devote to new investment." 

[General Theory. p. 29] 

let us now introduce some terms that will prove of use in analyzing 

the expected demand curve. As noted in chapter 2. we shall refer to 

the aggregate expected demand function as the De curve. What 1S 

of importance;s to establish just whose behaviour the De curve is 

meant to represent . i.e., whether it is mea nt to repres e nt the 

behaviour of the agents in the model, or their behaviour as viewed 

from the vantage po i nt of the model-builder . It will accordingly 

be useful to distinguish between the information assumed known to 

the agents in the model (whom we shall refer to as AIMs) and that 

possessed by the model builder. Hayek points out that: 

The confusion about the concept of a datum i s at the 

bottom of so many of our di fficul ties Datum means, 

of course, something given, but the question which is 

left open, and which 1n the social sciences is capable 

of two di fferent answers, is to whom the facts are 
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supposed to be given .. . . [The question that arises is] 

... whether the facts referred to are supposed to be 

given to the observing economi st or to the persons 

whose actions he wants to explain . .. 

There seems to be no possible doubt that these two 

concepts of "data," on the one hand, in the sense of th e 

objective real facts, as the observ ing economist is 

supposed to know them. and. on the other, 1n the 

subjective sense, as things known to the persons whose 

behavior we try to explain, are really f undam enta lly 

different and ought to be carefu lly distinguished. 

[Hayek, p. 39. See also Richardson, 1960, p.40~ Laidler, p.2l 

and Loasby. p.lS7.] Leijonhufvud [1970 , p.3] remarks that: 

A.s economists. we are wont to put ourselve s in the role 

of outside observers. who , knowing the demand and 

supply functions. are able to calcula te the equi l­

ibrfum values for price and output. But we should not 

permit ourselves to assume that the inside observers­

the actual market participants - possess and act on 

this knowledge. 

The rational expectations approach will be discussed fn chapter 

6. We may note in passing, however . that the rational expectations 

hypot hesi s may be viewed as a denial of the proposition that a 

distinction needs to be made between the 1nformat1on known to the 

model builder and the AIMs. 

Let us regard an assumption concerning the distribution of l abo ur 

amongst firms as an IGA (interfirm guesswork assumpt1on). It will 
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also be useful to d is tinguish between inside and outside 

employment. From an i ndividual firm's po int of view. the labour 

employed by it will be regarded as inside employment, whereas 

labour hired by other firms will be called outside employment. 

Keynes's aggregate expec t ed demand function (De) link.s the 

employme nt levels of a ll firms to the total proceeds that can be 

expected from such employment levels. When investigating its 

microfoundations, we ca n imagin e the model builder ask.ing the 

AIMs to complet e a questionnaire. The latter consists of a blank 

graph with inside labour measured along the horizontal axis and 

expected proceeds along the vertical. Each firm is asked to 

complete the graph. i.e., to plot the proceeds it expects to 

receive from hiring various amounts of inside labour. (In the 

real world firms would presumably be able to respond to such a 

questionnaire. and there is no immediate reason why a firm should 

view expected proceeds as a positive function of inside 

employment. We shall be returning to this point presently.) 

Having obtained the questionnaire responses, the model builder 

can aggregate the graphs to arrive at the De curve. In general. 

some type of IGA will be requi red if the model buil der is to arri ve 

at an aggregate function rather than a correspondence [Casarosa. 

1982 , p. 73 - see a ls o Casarosa. 1981. p.189; General Theory . p.45 

and S. Weintraub. p.28]. This can be illustrated as follows. 

Suppose there are two firms 1n the economy and that their 

questionnair"e respon ses have different slopes. If one c onsidered 

only f irm 1 . the aggre gate curve would of co ur se be this firm's 
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expected proceeds and similar remarks apply to firm 2. In between 

these two extremes are various ways of co mbining the firms' 

expected proceeds. For example. one could suppose that half the 

labour force works for firm 1 and the other half for firm 2. 

whatever the total level of employment is. Countless other 

combinations are possible the point is simply that the shape of 

the De curve will depend on the IGA chosen. An IGA will not be 

required if the questionnaire responses are all horizontal. If 

they are linear with identical slopes, the shape of the De curve 

will be the same wh atever the distribution of labour amongst 

firms. 

To arrive at a De curve. therefore . the mode] builder will (in 

general) have to employ some or other IGA. As in the above example, 

he co uld specify a link between employment in the firms unde r 

c onside rat ion. This, in effect, is what the IGAs suggested by 

Casarosa. Keynes and Weintraub do - they preserve a specified 

rela tionship between inside and outside employment whatever the 

total level of employment might be . In what follo ws we shall 

consider only this type of IGA. (See Asimakopulos. p. 25 for 

different types of assumptions that c an be employed.) 

Alt houg h the model builder might employ an IGA in constructing a 

De c urve. the AIMs need not be endowed with such an IGA . An IGA 

employed by the model builder wi ll accordingly be r e ferred to as 

an 1GAm. and if the AIMs are permitted to entertain an IGA. this 

will be written as 1GAa . (If the latter is identical to the IGAm• 
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IGA a • an IGA m or an IGA ma is not always clear. For example. Wells 

notes that : "The expected pro cee ds function has been drawn with 

some positive slope to reflect the fact that higher levels of 

employment make for more robust markets and hence more optfmi stie 

expectations." [Wells, 1978, p. 319; see also Wells, 1977, p. 98.] 

These remarks might suggest that an IGA a ;s being employed, i.e., 

the AIMs regard expected proceeds as a positive function of inside 

employment be ca use outside employment is changing pari passu. 

On the other hand it might only be the model builder who is 

entertaining this belief (IGA m). A further possibility is that 

both the model builder and his AIMs share this view (IGA ma ). 

If an entrepreneur hires more (inside) labour. he can produce mor e 

goods along the lines dictated by the production function, but it 

is another matter whether he can expect greater proceeds. That, 

in general, would depend on outside employment. A production 

function employed as an expected proceeds function requires 

(inter alia) the AlMs to believe that everything produced can be 

sold. If this is assumed, it can be argued that the questionnaire 

responses will be dictated by the shape of the production function 

(multiplied by a scale factor, the expected price of the commodity 

in question). [See Casarosa, 1981, p. 189; 1982, pp. 69 - 70.] 

The model builder might not share the optimimism of the AlMs 

regarding unlimited sales pos s ibilities. If he is employing an 

IGAm• however, inside and outside employment move in step. and 

from the model builder's v1ewpoint~ expected proceeds ca n be 
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regarded as a positive function of inside employment. (There is no 

assurance that such upward sloping curves will be identical to 

those obtained from the questionnaire responses, since the IGAs 

employed in completing the questionnaires need nat be identical 

to the 1GAmo) Under these circumstances an upward sloping De curve 

is not simply depicting the behaviour of the AI~l s as indicated on 

their questionnaire responses, but is also reflecting the 

viewpoint of the model builder. If the AIMs all submit horizontal 

responses to the Questionnaire. the resulting horizontal De 

curve clearly depicts the behaviour of the AIMs, since no IGAm is 

required in its construction. The model builder receiving these 

horizontal responses may, however, be employing an IGAm. The 

lattel" ensures that inside and outside labour IPove pari passu, in 

which case expected proceeds may be regarded as a positive 

function of inside labour. Despite receiving horizontal 

responses from the AlMs, therefore, the model builder obtains 

upward sloping curves, which may be aggregated with the very IGAm 

employed 1n their construction. The De curve obtained in this 

fashion will be upwards sloping. This exaJnple illustrates that 

two di fferent De curves can be obtained , depending on whether we 

aggregate the questionnaire responses or employ an IGAm. If an 

IGA lIla 1s employed, a unique De curve can be obtained, but 

Casarosa [1981,1982] regards such an assumption as a violation of 

the conditions for perfect competition. 

An entrepreneur does not automatically believe that the simple 

expedient of hiring more inside labour will generate greater 
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proceeds . (We dre assuming that insi de labour's purchase of firm 

1 ' S product is negligible.) Once we deny the AIMs the belief that 

they have unlimited sales opportunities, their questionnaire 

responses will indubitably be related to outside emp loyment 

conditions. Under these circumstances the questionnaire re­

sponses must contai n some or other implicit link. between i nside 

and outside emp loym e nt, 1. e., some sort of IGA a , (This ne ed not, 

of course, be an IGA ma • and if it is not we are back at the problem 

of whose behaviour the De curve i s meant to represent.) Even a 

horizontal response could contain an IGA a • since suc h a r esponse 

co uld indi cate that a firm sees no connect ion between inside 

employment and expected proceeds because of recessionary 

conditions In the economy. If a firln submits an upward sloping 

response, the proximate reason Is th at it believes that it can 

sell all that it Cd n produce. But I f we wer e to investigate 

further. this belief will be linked in some way or other to outside 

employment. A firm producing bricks during a building boom may 

quite correctly suppose that it can sell all the bricks it is able 

to produce. but a questionnaire respons e may not reflect such 

optimism during a building recession. The diffusion index 

illustrates that even near the lower turning point of the business 

cycle. there will be cer tain firms expanding their operations. 

and eve n near the upper turning point some firms experiencing a 

decline in sales. In other words there will always be some firms 

submitting positively sloped returns even if the majority ar~ 

peSSimistiC about sale proceeds, and there will always be some 

submitting horlzorltal returns even if the majority of firms are 
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optimisti c. These examples do not alter the fact that ins i de and 

outside em ployment are link ed - they merely illustrate that the 

1 in!: may be an in verse one. The introduction of the foreign 

sector complicates matters without affe c ting our argument. A 

supplier of raw materials to the outside world may expe c t greater 

pro cee ds from the employment of more inside labour if the overse as 

country 1s experiencing a cyclical upswing, even though local 

outside employment cond1tions may be depressed. This is yet 

anothe r example that the link. between inside and (local) outside 

employment Inay be inverse. 

In Casarosa's approach entrepreneurs are endowed with the belief 

that they can sel l any amount of the product they produce at a 

given price. This raises the question of whethel" Keynes employed 

such an assumption . Keynes's decision to 1nhabit the General 

Theory with a large number of small firms was an attempt t o meet 

hi 5 cr1 tics on the; r own parade ground - if he had elllployed a small 

number of large firms, it could always have been c l aimed that 

involuntary unemployment was a result of monopolistic elements. 

On the other hand, could Keynes have re garded his theory as 

general. were it not able to deal with the situation, prevalent at 

the time of writing. that thousands of firms could not sell 

everything they produ ced? Keynes acc ordingly populated the 

General Theory with a large number of small firms. but there is 

convincing evidence in chapter 19 that these firms do not believe 

that they have unlimited sales opportunities . Thi s issue has been 

discussed at some length by Chick [ 1983 . chap te rs 2-5]. 



51 

Although Keynes provides little information as to how firms form 

ex pectatio ns, he does no te that " . .. it is se nsible for prod ucers 

to base their expectations on the assumption that the most 

recently realised results will continue, except in so far as there 

are defini te reasons for expecting a change." [General Theory. p. 

51] Our bri ckmak er is unl ike ly to believe that he can sell all 

the bricks he can produce if th e most recently realised results 

have indicated otherwise. Keynes's remarks co nt a in an implicit 

IGA a - when history enters the picture it becomes difficult to 

argue that entrepreneurs have no knowledge of the business cycle. 

A firm taking outside employment (or some proxy therof) into 

ac co unt is. however. employing precisely the kind of IGA a that 

Casarosa regards as Illegitimate. While Casarosa's IGAm incorp­

ora tes a link between inside and outside employment, the AIMs are 

assumed to be unaware of it. 

If the model builder se nds out the above mentioned questionnaire 

to his AIMs. with the additional information that in si de and 

outside employment are in tandem . the AIMs would be provided with 

a r eason to submit upward sloping graphs independently of any 

other informat ion at their disposal. Casarosa is unwilling to 

provide his AIMs with such additional information. Since he 

employs an IGAm• however, th e relation s hip between inside and 

outside employment remains th e same whatever the total level of 

employment. Unde r th e circumstances. the De c urve should slope 

upwards whatever (other) mlcrofoundations the model builder 

might have in mind. 
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A firm may of course believe that i t can sell everyth ing it is 

capable of producing - we do not wish to sugges t that firms never 

entertain such optimistic thoughts. What we s hould like to 

suggest, however. is that a firm's opinion regarding future sales 

prospects are affected in one way and another by the state of 

business confidence. Such an opinion contains an implicit 1GAa o 

The rational expectations school would presumably argue in favour 

of an 1GAma. since this approach argues that the expectations of 

the AIMs should be the same as the expectations of the model 

builder. Although the employment of an 1GAma makes it easier to 

interpret the De c urve . such an approach impl ies t hat there i s no 

real di fference between the micro and macro 1 eve l s as far as the Dc 

curve is concerned. The employment of an IGA m wllich is not an IGA rna 

means that the De curve is not simply a reflection of the firms' 

responses to the questionnaires. 

The questionnaire that we set up to investigate microfoundations 

for the De c urve had inside labo ur on the horizontal axis and 

expected proceeds on the vertical. In Casarosa's approach, the 

AIMs believe that they c an sell any amount of their product at a 

given price. Ca sarosa is, in effect, imp lying that the question­

naire responses s ub mi tte d by the AIMs are a ref lect ion of the 

production function (mult iplied by a scale fact or , the expected 

price of th e commodity in question). Casarosa's (micro) expected 

proceeds function might a1 so be seen as ttJe response to a 

different type of questionnaire. In the latter ttJe vertical and 
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hori zontal axes of our original questionnaire are reversed. 

Expected proceeds is now measured along the horizontal axis dfld 

inside labour along the vertical. Each firm 1s now asked to plot 

the amount of inside labour it would employ as a function of 

expected proceeds. If the axes are thereafter reversed. one would 

presumably ha ve a graph reflect ing the production function, but 

that does not mean that the simple expedient of hiring more inside 

labour will lead to greater proceeds. In the construction of hi s 

De c urv e , Casarosa allows entrepreneurs to suppose that expec t ed 

proceeds are a positive function of inside labour, since 

e ntrepreneurs are l ed to believe that every thing produced ca n be 

sold. Although Casarosa is unwilling to allow the AIMs to employ 

an IGA a , his aggregation procedure requires the use of an IGAm. 

3.2 MICROFOUNDATIONS FOR KEYNES'S AGGREGATE 

SUPPLY FUNCTION 

Aggregate schedules are usually derived by investigating micro­

foundations first, and thereafter applyi ng some or other 

aggregation procedure. As in the case of the demand side, however, 

Keynes presents his aggregate su pply function first. Random c lue s 

rega rding possible microfoundations are scattered around in 

subsequent chap ters. 

Towards the end of chap t er 4 the c l ose association between the 

aggregate supply c urve and the ordinary (Marshallian) supply 

curve is revealed. The latter, of course, is drawn in price -output 
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(PO) spa ce. Since Keynes wished to proceed to the mact'oleve l . and 

because the pr i ce s and qUdntit i es of different goods are non-

additive, he presented his micro supply curve i n proceeds­

employment (PO-Nl space . In this way thE: proceeds and employment 

levels of different firms could be added together . The expected 

proceeds are not the same as expe c ted sales unless the latter 

refers to final goods. Intermediate transactions are netted out 

by subtracting user c ost from both the aggregate supply and demand 

curves [General Th e ory. p. 24). The expected proceeds are 

therefore the sum of value added, or the expected sales value of 

final goods [Tarshis, pp. 370-7Il. 
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In Figure I, Keynes' 5 microprodu ction function [General Theory. 

p. 44] is presented in the south-east quadrant. (This diagram is 

based on that of LR. Weintraub, p.41.) Here the output of the ;th 

firm (0;) is given as a function of the labour employed by this 

fi rm (N; l. In the south-west quadrant expected price (P e ) is 

equated with marginal cost, where both are to be interpreted as 

net of user cost. If the expected price is p~. the firm would want 

to produce an output of at. which would require the employment of 

Nt units of labour . The expected proceeds (P!Oll required to 

induce the entrepreneur to hire Nt units o f labour is plotted in 

the north- east quadrant, and by conttnuing the exercise for other 

values of Pel Keynes's micro supply function zi .. ~i(Ni) is 

obtained [Gen era l Theory, p. 44]. 

Apart fr om presen ting his supply curve in PO-N space . and apart 

from his remarks about user cost, Keynes stressed that he was here 

marchfng to the beat of a Marshallian drum. 

The micro supply function 2i in Figure 1 indicate s the proceeds 

that firm i req uire s to receive if it is t o hire various amounts of 

labour. A poin t such as x lying below the zi curve i s simply not 

feasible - to hire Nl units of labour , the firm requires proceeds 

of at least zl = p~ot in order to cover its costs and make a 

profit. Naturally the firm would be happy to receive more than zl 

if it were hiring Nt units of labour, but it would be to the 

firm's advantage to hire more than Nt units of labour if more than 

zl were forthcoming [Tarshis , p.372]. lienee points lying 
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above the Ii curve are not positions of profit maximization. 

Keynes chose to present the I i curve in PO-N space because the 

proceeds and employment levels of different firms can lle 

aggregated. As noted in 3 . 1, however, an IGA will be required if 

the micro supply curves of different firms are to be added 

together. If we take the micro supply curves of two firms (II and 

IZ) we can obtain an aggregate supply curve (Z) if we assume (for 

example) that labour is distributed 50-50 between the firms. A 

different Z curve will be obtained if it is assumed that firm 

always employs twice as much labour as firm 2. 
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One way of getting around this problem is simply not to work Wit:l 

aggregate curves at a l" but rather to collect the points of 

profit maximization for each individual firnl . This requires the 

combi nation of the micro supply and expected demand cur ves, and is 

illustrated in Figure 2. 

In Figure 2, the micro supply curv e 'for firm 1 1s zl' The line dr 
constitutes firm l's response to th e hypothetical questionnaire 

discussed in 3.1. In other words dr represents firm l's response 

to a request to plot the proceeds It expec ts to receiv e if it hires 

various amounts of inside labour. We have simply taken the type of 

response one might expect from a sma ll firm under recess10nary 

conditions. The firm does not expect to receive greater proceeds 

if it hires more inside labour. The height of df reflects its 

re cent experiences regard ing sa les . The zl curve intersects the 

dr at El . As noted previously the firm requires the proceeds 

given by zl if it i s to hire various amounts of labour. If the 

expected proceeds forthcoming are given by df. firm 1 will hire 

N~ uni ts of 1 abour. 

Si nce the proceeds and employment 1 evel s of di fferent fi rms can be 

aggregated. E1 now becomes th e origin for firm 2. Firm 2's supply 

c urve Is z2 and its expected demand curve or questionnaire 

response is given by d~ wh ich we have a1 so assumed to be 

horizontal. Maximum profits are to be made at E2 , with firm 2 

hiring NiN~ units of labour. 
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Total employment in the system is thus given by ON; . This result 

has been obtaine d without resorting to the construction of 

aggregate curves. Point E2 could also haye beell obtained by 

co nstructing de = uf + d~ and Z where the construc tion of the 

latter require s an IGA reflecting labour distribution between the 

two firms. If this IGA is not compat ible with the l eve l s of 

employment dictated by profit maximization. the model will be 

overdetermined . Another way of looking at this to examine the 

instructions being given to tile AIMs. They are on tile one hand 

being required to observe profit maximization. On the other hand 

they are befng asked to obey a certain distribution of labour as 

reflected in the IGA . If the latter contradicts profit 

maximization, the agents will be confused as to ~/hich instruction 

to follow, in other words the model will be overdetermined. 

Since the model builder requires an lGA whi ch is compatible with 

the profit maximizing rule in order to cons truct the Z schedule, 

the construction of aggregate schedules is, in a sense, 

redundant . (Be ca use the questionnaire responses are horizontal 

in the above exercise. no IGA was required to construct them.) 

There is therefore in this example a one - t o-o ne correspondence 

between events at the microlevel and the situat10n at the 

macro1 evel. 

In this exercise there is no ass ura nce that the proceeds expected 

by fi rms and 2 will turn out to be the proceeds actually 

realised. That would depend on the actual consumption patterns of 
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the households. Accordingly we suggested earlier that a point 

such as E2 in Figure 2 be called the point of effective supply. 

rather than the point of effective demand. The point of 

effective supply thus determines what Casarosa [1981, p. 190] 

refers to as the "daily" equilibrium of the system. The point of 

effective supply ;s not necessarily a state of rest, however, 

because it may be a position in which the short-run expectations 

of entrepreneurs are disappointed . In the stationary model Keynes 

allows for such disappointment. He nevertheless assumes that the 

forces bringing the system to a state of rest dominate the 

potentially disequllibrating forces unleashed by disappointed 

expectations. In a letter to Hawtrey. he notes that: 

You are usually concerned wi th the hi 991 i ng of the 

market, the short-time lags lasting a few weeks during 

which everybody is discovering what the demand really 

is; whereas I am concerned with the forces determining 

the demand. i.e. the forces which are pretty soon 

discovered by the higgling of the market. and I am not 

much interested mysel f in the brief intermediate 

period during which the h1gg1ing of the market is 

discovering the facts. [Collected Writings, XIV. p.2l] 

With each firm selecting the intersection of the zi and df curves 

as the positions of profit maximization, the daily equilibrium 

for the system as a whole is established. The employment 

opportunities arising from this situation generate actual 
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consumption expenditure . With the aid of indifference curves 

Chick [1978J constructs individual consumption functions. These 

may then be aggregated . (The aggregation procedure will require 

some or other distributional assumption, simnar in effect to the 

IGA employed when constructing the De curve.) The position of the 

co n sumption function does ~ depend on the amount of employment 

actually offered. In other words the consumption function will 

not, for example, shif t upwards if more employment were offered. 

The consumption function is derived without taking into account 

whether workers will in fact be able to sell all the labour they 

would like to. In other words the consumption schedule is a 

notional or unconstrained functio n, as opposed to the effective 

or constrained consumption function of Clower. 

With the household sector viewed as play i ng a relatively passive 

role, the employment opportunities offered by firms determine a 

point on the consumption function . If firms decide in the 

subsequent period to offer more employment. the consumpt;or, 

function does not shift, for its position is invariant with regard 

to job offers [Chick., 1983, p. 109]. The new offers of employmen t 

simply determine a new point on the consumption function. This 

important point will be discussed in greater detail i n chapter 5. 

Failure to realise its importance may lead to the incorr'ect 

conclusion that involuntary unemployment arises because of 

communication fai lu res amongst firms and households. 



61 

When the short-run expectations of entrepreneurs are realised. 

the point of e ffective supply will be generating a level of 

employment which is the same as that dictated by the princip l e of 

effective demand. 
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CHAPTER 4 INFORMATION AND EQUILIBRIUM 

IN A GENERAL EQUILIBRIUM MOOEL 

The neoclassical sy nthesis sought to present Keynesian idea s 

within a general equilibrium framework. The latte r amounts to the 

type of cooperative eco nomy that Keynes cdticized. In this 

chapter the information structure of such a general equil ibrium 

model will be discussed in greater detail . This will not only be of 

use in the comparison of the information structure of the General 

Theory with that of the general equilibrium approach, but will 

also be of assistance when we discuss the rational expectations 

approach of lucas in chapter 6, si nce thi s approach is an attempt 

to impose expectations onto what is basically a gene ral 

equilibrium model. 

To start off it will be useful to examine the three ways in which 

an economic society can "resolve" the economic problem . These are 

by means of tradition. command and the market .!r.!tem [Heilbroner, 

pp. 9-17]. 

While illu stra ti ons of the economic problem being resolved by 

means of .!.!:.~tion Inay be observed 1n any society. the exampl~s 

noY'ma l1y giv e n 're from more "prill1i t1 ve" communities. The 

essentf al featUre of these examples j s tile resolution of the 

economic problem by means of individual s continuing to do 

whatever they are their fore fa ther s di d. Writing of h j s 

ex periences alnongst the Esk.imo, Stefansson [pp .62-3.362 1 
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I know now that the Eskimo temperament is that they 

never expect to find anything in any' place where no one 

has found it before, so far as they k.now, and never 

having heard of anyone catching fish in Smith Bay they 

had felt sure there would not be any .... This was a 

valuable lesson to me, and has on . many occasions 

encouraged me to go lnto districts that the Eskimo 

considered devoid of game and in which I have usually 

found pl enty. Temperamentally it seems di tt;­

cult for Eskimo to imagine that things can change. 

Natkusiak had found plenty of foxes on Cape Parry in 

January. 1910, and he could not see why there should not 

be plenty also in January. 1912. 
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Apart from tradition the economic problem Cdn a1 so be solved by 

means of the command system (for example, a socialistic or feudal 

system) and the market system. Whatever the combination employed, 

the problem of information dissemination is an important issue, 

and any model attempting to portray the economic system has to 

employ some device whereby information is conveyed . Hayek [p.7S] 

regards the problem as fundamental, and remarks that: "The 

various ways in which the knowledge on which people base their 

plans is communicated t:> them is the crucial problem for any 

theory explaining the economic process ... " Lachmann [1956. 

pp.vii-viii] refers to the need to "emphasize the transmission of 

knowledge, the interaction of minds, as the ultimate agent of all 
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economic processes. " 

The ways in which knowledge is c onveyed will, of course, differ. 

If fl oDds wi pe out hal f a coffee crop; n one area . coffee producers 

and middlemen who read newspapers and listen to ttle radio react 

accordingly. But a coffee middleman who has a violent aversion to 

the communications media (except for news about coffee prices) 

need neither know nor care whether there has been an earthquake 1n 

Brazil or whether e o: idence has been pr oduced that the drinldng of 

tea causes gout . Hayek [pp. 86 - 87 ] dnd Ar row [p.4] have remarked 

on the economy of information requ i red by a market system. 

The question of information dissemination needs to be seen in a 

broader conte x t than the mere a nalys i s of market signals, be they 

of a pri c e or quantity variety. I ndividuals do not simply react 

robot - like to signals; they have to be decoded, and 

interpretations may differ. in which case divergent expectations 

will be present. Attempts have been made to introduce 

information into general equilibrium model s as yet another 

c ommodity for which supply and demand curves can be derived. As in 

the case of money. however, i t can be argu e d that information 

pos~esscs characteri stics fundamentally di ff e rent fr om other 

items in the system. Lachmann [1976b, p. 12 7 ] points out that: 

Knowledge ... is an elusive concept wholly refractory 

to neoclass i cal metho d s . It cannot be quant i f i ed . has 

no location in space . a nd def i es insertion into any 

c omplex of functiona l relat i onships. 
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To apprecia te the role of prices ;n market economies, it is 

i nst r ucti ve to refer brl efly to the ral e of pri ces ina command 

economy. In a pure command economy. pri ces are mere accounting 

devices, rather than tran smi tters of information. 

(pp.348.357) remarks that: 

... the Soviet official view 1s hostile to the 

underlying concept of market socialism and ;s not 

prepared to recognize the logic of 'active' 

informatio n- carrying pri ces ... Such prices as thes e 

[i.e., prices in a command economy] are useless as 

indicators of e c onomic behaviour. They do not transmit 

information. 

Nov€: 

In general equil ibrium model s, the AIMs are in effect required to 

furnish their supply and demand schedules to an auctioneer or 

central trade coordinator who discovers the pri ce vector which 

cle ars all markets . It may help to imag i ne all the AlMs gathe ring 

in a huge market-place [Negishi. pp.605 - 608]. The auctioneer 

announces a price for each market. The first vector of pri ces is 

selected at random. whereupon the auctioneer col lects fnfor­

mation from the agents concerning the amounts that would be 

s upplied and demanded at these prices. The auctioneer will then 

cry out a new vector of prices. his rule being to raise (lower) 

prices on markets where there is excess demand (supply). The 

performance con tinues until a price vector has been obtained 

which ensures zero excess demands in al l markets . No trade is 

permitted until this state of rest has been establ ished. and trade 
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may take place at only these equil ibrium prices. The 

anthropomorphic device of the auctioneer, introduced by Walras to 

epitomize the mark.et process, thus discovers the equil ib r ium 

vector by means of the famous tatonnement (groping) process. The 

reincarnatiorl of tile invisible hand neither requires nor derRands 

a reward for discovering the equilib r ium vector. Edgeworth's 

recontracting device also seeks to eliminate trade at noo­

equilibrium (false) prices by allowing traders to recontract out 

of any agreements which are "later" discovered to be at false 

prices. 

One of the alleged virtues of the general equilibrium approach is 

that it suggests (under appropriate condittons regarding compe­

tition, externalities and returns to sc ale) that an optimal 

allocation of resourc~s is possible 1n a dencentralized market 

economy. The AIMs in a general equi l ibirium model appear to be 

reacting to price incentives. at least during the tttonnement 

process. But far from having the resolved the economic problenl by 

means of the ~~ system, the tatorlnement de-vice is nothing 1f 

not a command performance. 

But that is not all. In a static general equil ibrfum model, the 

AlMs simply continue to do whatever they did before . Laidler [po 

28] remarks that: ..• one interpretation of static gent!ral 

equilibriunl is that the same exchanges take place time and time 

again between tile same agents . " 

life amongst the Eskimo. 

We are reminded therefore of 
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There is, of course, a strong element of tradition in the General 

Theory as well . For instance, Keynes notes that; 

... it is sensible for producers to base their 

expectations on the assumption that the most recently 

realised results will continue, except in so far as 

there are defin; te reasons for expecting a change. 

[General Theory. p. 51 ] 

The picture thus em erges of a genera l equil ibrium model, avowedly 

repr esenting a market economy, actually resolving the economic 

problem by a combination of command and tradition. A further 

anomaly ;s that general equilibrium pra c tioners often extol the 

virtues of flexible prices which, as Loasby [po 163] point s out, 

is 1110gi ca l. since : 

the theory is formally concerned wi th stabl e pri ces in 

a stable si tuati on. and can certainly give no formal 

guidance whatever on the desirable responses to 

unforeseen change. 

Richardson [1956 . p. 121] in fact refers to the advantages of 

stable prices as far as information dissemination is concerned. 

One of the reasons why anomalies start arising wIlen we examine 

information disseminatio n in a general equlibrium model is 

because the auctioneer is, in effect. the personification of 

perfec t foresight. It has often been pointed out that money is 

important only in a world of uncertainty, but simfl ar remarks 



6B 

apply to prices as we ll [lai dler. pp. 27, 32]. The very existence 

of communications media should be considered eccentric in a world 

of perfect foresight [Morgenstern, p. 180]. The AIMs in general 

equi 1 ibri urn models woul d no doubt be as surpri sed as the Eskimo to 

hear of our inability to look into the future: 

When I showed ... the Eskimo ... my binoculars that made 

far-away things seem near and clear, they were of 

course interested ; when I looked to the south or east 

and saw bands of caribou that were to them invisible, 

they applauded, and then followed the suggestion : 

"Now that you have looked for the caribou that are here 

to-day and found them. will you not a1 so look for the 

caribou that are coming to - morrow, so that we can tell 

where to lie in ambush for them ? " When they heard that 

my glasses could not see int o the future, they were 

disappointed and naturally the reverse of well 

impressed with our powers. for they knew that their own 

medicine-men had charms and magic paraphernalia tllat 

enabled them to see things the morrow was to bring 

forth . [Stef~nsson. 1913. p.1B4] 

The auctioneer may:"'~ viewed as a colourful way of describing the 

operation of market forces. Or he can be seen as the 

personification of perfect foresight . It will be useful in what 

follows to regard the auctioneer concept as a device to prevent 

the potentially disequil ibrating forces i n a model from 

in terrupting the equilibrat i ng forces. 
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An equilibrium approach requires the belief that the eq uil­

ibrating forces in the system dominate the dlsequilibrating ones 

[Lachmann, forthcoming]. The action of the equi librating 

variables should. moreover, not introduce shocks that might 

seriously impede the movement to equilibrium. An example of such 

endogenously generated shocks are the income effects that arise 

when trade takes place at false prices. The tatonnement and 

recontracting assumptions may be viewed as devices to preclude 

the appearance of thi s type of shock. In other words these 

assumptions prevent the endogeno us variables (prices) from 

affecting the exogenous variable (incomel. The model will not 

provide a determinate solution if the endogenous and exogeno us 

forces are confounded. Without an implicit tatonnement 

assumption, for example, it is not possible to distinguish 

movements along a supply or demand curve from shl fts in the curve. 

Just as trade at false prices must be disallowed in a general 

equilibrium model. so too must trade at false expectations, i.e., 

expectations not compatible with the equilibrium conditions of 

the model. If, for example, trade is permitted when supply 1s not 

equal to demand, some expectations wfll be disappointed, and the 

intersection of the supp ly and demand curves no longer provides an 

equilibrium position [Robinson and Eatwell, p. 163]. The mode l 

builder may of course assume that such potentially dis­

equilibrating occurrences ariSing from income effects or 

disappointed expectations are of minor importance and dominated 
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by the equilibrating forces [Lachmann , forthcoming]. An equil­

ibrium approach does not require such endogenously generated 

shocks to be absent; it requires rather the assumption that the 

equilibrating forces in the system dominate the disequilibrating 

ones. We should also note that the presence of expectations does 

not necessarily constitute a disequilibrating force. As noted in 

chapter 1 , the bull s and bears type of equil ibri urn I'equi res 

different people to entertain different views of the future if the 

market is to be in a state of rest . In this type of equilibrium 

divergent e)(pectations play an equilillrating role . If everybody 

held similar views of the future, the market will not be in a state 

of rest. Other states of rest, on the other hand. might require 

everybody to have similar (convergent) expectations. Whether 

expectations are equilibrating or not therefore depends on the 

type of equilibrium one has in mind [Lachmann. forttlcoming]. 

A number of writers. arguing from wide l y divergent viewpoints, 

have maintained that the equilibrating forces of a supply and 

demand approach are not strong enough to provide the system with a 

centre of gravitation. 

Garegnani [1976. p . 38] notes that: 

Even if thi s equn i bri urn caul d be formally shown to be 

stable . the same impermanence of causes whiCh 

imposed consideration of its changes over time, would 

seem to prevent it from being conceived as a centre of 

gravitation of the economic system: the forces 



generating it would lack the persistence necessary to 

distinguish them from those other accidental forces 

which. at any given time, are lik. e ly to keep the economy 

out of this short-period equilibrium. 

La chmann [1979, p.7] argues that: 

General demand and supply equilibrium cannot serve as a 

"centre of gravity" A planet whose co mposition 

and mass are undergoing continuous transformation 

could not exert a gravitational force of constant 

strength. If so , how can it be asserted th a t economic 

equil ibrium for ce s. necessarl1y of varying s trength 

over time, will always overwhelm and outlast all other 

forces? 

Richardson [1959, p. 223] remarks that: 

..• the famil tar "general equ11brium of production and 

exchange" cannot be prope r ly regarded as a config­

uration t owa rds which a hypothetical perfectly com­

petitive economy would gravitate or at which it would 

remain at rest. 
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Richardson ( 1960, pp. 30-1] refers to information related to the 

tastes of consum ers and the production poss'ib'il i ties facing firms 

as technicial information. It is convenient to assume that 

conSUJners and entrepreneurs have perfect technical information. 

Such information is not enough, however, to enable an 

entrepreneur to know how much to produce. Information related to 

the expected activities of other agent s in the syst em is regarded 
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by Richardson as market information. lack of market information 

prevents the intersection of the supply and demand curves from 

being anything but an optimal position . The model builder drawing 

supply and demand curves observes the intersection of the curves 

and from his point of view this constitutes an equilibrium 

situation. Such market information is not . however, known to the 

AlMs. Richard son according l y emphasizes the importance of 

di stinguishing between the informaUon known to the AlMs and that 

known to the model bui l der and refe r s to : 

• .. the failure to distinguish clearly enough between 

the point of vfsion of the model-builder himself and 

that of his creatures within the model. For the creator 

there is 00 problem of knowledge, for the objective 

facts about the system appear as postulated data from 

wh i ch c ould be deduced (or so it was believed) the 

equi li br i um c onfiguratio n . [Richardson, 1960. p .40] 

Garegnani and l a c hmanns' reason s for reject i ng the supply .... nd 

deman d inte r sect i on as a centre o f gravitation are remarka i l~· 

similar. Both argu e that the disequilibrating for c es in such a 

model are stronger than the fo r ces of equilibrium. The supply and 

demand forces cannot there f ore provide a centre of grav i tation 

for the system. In argu i ng that supply and demand forces are too 

ephemeral for this purpose, Garegnaof argues 1n favour of the 

forces assoc i ated with a un i form rate of profit which make for .i 

long-run centre of gravitation . This neo-Ricardian approach will 

be investigated i n chapter 7. I n lachmann's view, the argumeo~ 
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which leads to the rejection of general supply and demand 

equilibrium as a centre of gravitation apply to the long-run as 

well. In the long-run, no less than the short-run, dis­

equilibrating forces will continuously be interrupting the 

forc es of equil ibrium. 

We hav e discussed th e presence of the auctioneer within the 

context of general equilibrium Inodels. Let us now examine what 

kind of auctioneer is required In the General Theory. It may come 

of something of a surprise to hear that Keynes's approa ch also 

require s an auctioneer of sorts. (After all. leijonhufvud 

[1968, p. 48] contends that Keynes dispensed with the auctioneer 

in the Genera 1 Theory.) 

Equilibrium models are concerned with equl1ibrlum situations and 

can have little or nothing to say about what might happen out of 

equilibrium. In fact the little that can be said about 

disequilibrium must be confined to the tStonnement process when, 

in fact, no trade is permitted. These remarks apply to any 

equilibrium model, and as such apply for examp le to Keynesls 

static model as well . Let us examine this in greater detail. 

If a determinate model co nsisting of say two functions is set up, 

the value of the endo genous variable at which the two functions 

are equal provides the equilibrium position. It would in fact be 

rather eccentric to set up such a model only to argue subsequently 

that the solution to the ::I ode1 does not occur at the value of th ~ 



74 

endogenous variable for which the two functions are equal . If 

·trade were permitted at a point which is not compatible with the 

equilibrium solution, the functions would shift, which would 

raise the question of why such functions were selected in the 

first place. 

In Keynes's static model the state of rest occurs at the level of 

employment at which the aggregate supply and demand curves 

intersect. If trade we re permitted at a different l e vel of 

employment, expectations would be di s appointed and the Z and 0 

c urv es would shift. In order to prevent this the model requires 

that such disequilibrium trading be disallowed - i n any event in 

the static model entreprene urs' expectations are. by definition, 

always realised. The equilibrium solution of the static model 

occurs at the intersection of the Z and 0 curves and being an 

eq uil ibr i um model. very little or nothing may be said concerning 

other positions in the diagram . Naturally the model builder may 

not believe that short - run expectat i ons are always realised. If. 

however. he believes that the equilibrating forces in the system 

dominate the disequilibrating forces (such as disappointed 

expectations) he may nevertheless suppose that short-run 

expectations are always realised. 

In section 3.2 it wa s mentioned that the equilibrium level of 

employment could be obtained by collecting all the points at which 

individual firms are in equilibrium. Firm 1. for example, will 

hire the amount of empoyment given by intersection of its df and 
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Zi curves - this may be regarded as the point of effective supply 

at the microlevel. In employment-proceeds space, this point of 

effective supply may now be taken as the origin for establ ishing 

firm 2's point of effect i ve supply. with the latter in turn 

becoming - the origin for the next firm. and so on. Let us now 

suppose that each firm submits its point of effective supply to an 

auctioneer. It sho uld be emphasized that the latt er does ~ 

receive information regarding individual supply and demand 

curves from households and fi rlns. What he does receive is 

information regarding emp loym ent levels already decided upon by 

the firms. In other words each firm calculates the intersection of 

the df and zi curves without the aid of the auctioneer. And having 

done so. each firm informs the auctioneer what amount of labour is 

to be employed . We can now imagine the auctioneer informing the 

workers what the emp loyment decisions are, and asking them what 

consumption would be forthcoming from such an amount of labour. 

The fi rms are therea fter inf ormed whe ther thei r expec ta t ions have 

been met or not. 

The point of this hypothetical exercise is that the auctioneer, 

such as he is, does not establish a mutually acceptable solution 

for firms and households. Moreover. no recontracting between 

firms and households is permitted [Chick. 1978. PP. 6 - 7]. The 

auctioneer is informed of the total level of employment being 

generated in the system, informs the household sector of this and 

thereafter informs firms whether their short-run expectations 

have been realised or not. (They always are realised in the static 
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model.) The auctioneer must nevertheless permit only those trades 

which are compatible with the principle of effective demand. 

Al though he refuses to compromise on this issue, the auct10neer 

permits no recontracting between firms and households. He is. as 

it were, very much on the side of the entrepreneurs 

he is operating in an entrepreneur economy. 

after all. 

By way of co ntra s t, the auctioneer in the cooperative environment 

of a general equili br i um model does not receive points of 

equilibrium already established by firms - he receives schedules 

of intent from firms and households. With the aid of these supply 

and demand curves he establishes a cooperative solu tion. 



77 

CHAPTER 5 INFORMATION AND EQUILIBRIUM IN THE 

CLOWER-LEIJONHUFVUD INTERPRETATION OF THE GENERAL THEORY 

A belief has recently emerged that insufficient aggregat e demand 

arises because of communication failures amongst firm s and 

households. This idea is associated with the interpretation of 

the General Theory offered by Clower and Leijonhufvud . Briefly. 

the argument is as follows. Unemployed workers would like to buy 

more consumption goods, but since they are unable to find jobs, 

they do not have the ability to make their demands effective. 

Firms would like t o hire more workers, but are unwilling to do so 

since they are already experiencing difficulties with sales . The 

system is thus racked by communication or coordination failures 

and Leijonhufvud [1981, p. 119] refers to such occurrences as 

effective demand failures. In this chapter we shall introduce a 

simple model in which such communication failures are absent but 

in which involuntary unemployment can nevertheless arise. 

Communication failures are therefore not a necessary condition 

for involuntary unemployment. This simple s tatic model will 

also be of use in illustrating Keynes's static model in which the 

short -ru n expectations of firms are always realised. In order to 

illustrate that i nvoluntary unemployment does not necessarily 

arise because of coordination failu re . we introdu ce the 

artificial assumption that workers in firm i spend thei r entire 

income on fi rm j' s product. Even under these condi tions there 1 sa 

limit to the amount of labour that an entrepreneur will want to 
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hire, and that limit is prescribed by th e princlple of effeclive 

demand. 

In the following model there are C- sector firms which make 

consumption goods (wheat) and I - sector firms making investment 

items (tractors). let each worker employed in the C-sector 

produce one bag of wheat in the period llnder discussion, and let 

the wage rate per worker per period be RI. If the entrepreneurs' 

costs per bag of wheat consist only of labour costs. he will want 

to sell a bag of wheat for more than RI . For conven ience. assume 

that the mark - up over labour costs is 1 , 5 so that entrepreneurs 

req uire pro ceeds of Rl.50 if they are to hire a unit of labour. 

Workers are permitted to buy fractions of a bag of wheat. 

I - sector wo rkers are also paid Rl per per i od . Workers in both the 

C- and I-sectors spend their entire income on C-sector goods. let 

us depict the cons umpt ion pattern of a worker as follows. If we 

write NCC> it will mean that a work er employed in the C-sector 

spends his income on C-sector goods. NIC will represent the 

behaviOUr of a worker who earns his income in the I - sector and 

spe nds it in the C-sector . (If we were to write NIl it would mean 

t hat a worker in the I-sector spends his income on I-se c tor goods. 

this is the very assumption t hat we are not making.) 

Entrepreneurs in both the C- and I - sectors know that workers I 

co nsump t ion patterns are given by either NCC or NIC ' 



79 

To make matters even simpler, suppose that there are two firms 

(firms 1 and 2) in the C-sector and one in the I -sector. Firms 1 

and 2 know tilat consumption demand of n will be forthcoming from 

the I-sector. (There are n workers 1n the 1 sector earning Rl per 

period and they spend their entire incomes on C-sector goods.) le t 

us suppose that of this exogenous demand, an amount of a is spent 

on firm l's product, with n- d being spent on firm 2's product. To 

begin with we shall suppose that a .c 1/2 n. 

Al though firms 1 and 2 know that 1 /2 n will be spent by I-se c tor 

workers on their output, what th ey do not know is whether their 

employees will spend their income on their product or on that of 

the other firm . Let us therefore write Nij if workers in firm i 

spend their incomes on firm j's product. (We are here dealing only 

with firms in the C-sector.) 

To begin with, let us employ an Nii . The expected demand curve 

arising from inside labour will thus be the same as the the line 

depicting the firm's wage bill. 

The picture so far is reflected in Figure 3. The section to ttle 

l eft of the origin (0) represents the consumption of workers 

employe d in the I-sector . Since we are employing an NIC ' these 1-

sector workers spend al l their income on consumption goods. The 

number of workers in the I-sector (n) 1s given and ref l ected in the 

di stance 0'0. Sinc e hal f of the i ncome earned by I - sector workers 

is spent on firm l's product and the other half on firm 2 ' s, OG 
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(which is half of OH) rep r esents t he exoge nous consumption of 1-

sector workers on f 1 rm l' 5 product . GH r epresents exogenous 

consumption of firm 2 ' s product . The line DE depicts the wage bill 

of firm 1 . It also represents consumption arising from inside 

employment . The total consumpt i on function facing firm 1 is GK. 

(The slopes of DE and GK are equal.) 
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If GK i s t he demand for firm l 's product . what amount of inside 

labour should be employed? The proceeds required to indu c e firm 
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1 to hire say 100 units of labour must include a profit. With a 

mark up of 1,5 the line OM represents the proceeds required by a 

firm if it is to hire various amounts of inside labour. Thus if 

firm is to hire OC units of inside labou r , it requires proceeds 

of CQ. where CQ" 1,5 times CR. Although Figure 3 is drawn from a 

Kaleckian viewpoint, OM can be regarded as Keynes' 5 micro supply 

function since it represents the proceeds necessary to induce 

the entrepreneur to hire various amounts of labour. A 1 fne such as 

OM wi 11 accord; ngly be referred to as fi I'm i' 5 supply curve or Ii' 

GK is the co nsumpt ion function fa c ing firm 1 as well as its 

ex.pected proceeds curve . Firm 1 will obtain maximum profits if it 

hires DB unit s of inside labour. This can be illustrated as 

follows. 

The firm must operate somewhere along the consumption fun ct ion 

GK. Points lying ·below the line OM are not feasible for the simple 

reason that the firm requires proceeds indicated by the line OM if 

it is to hire labour at all. Points to the left of OJ are feasible, 

but the firm can improve its position by moving towards J, since 

the verllcal distance between OM and OE 1S an increasing function 

of employment. Profi ts are max lmi sed at J where the 1 evel of 

profits (JFI is at its maximum. (A s argued above points to the 

ri ght of J along GK are not feasible even though they appear to 

indicate greater profits . I Beyond an employment level of DB the 

firm will discover that part of the output that it is producing is 

not sold - this is because the combination of endogenous and 

exogenous co nsumption is not great e nough to generate the 
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proceeds which the firm requires if it is to operat e at that level 

of employment. Hence eve n if an Ni l is employed a firm will not 

necessarily believe that i t has unlimited sales opportunities . 

Figure 3 illustrates the dua l nature of wages, in that wages 

constitute a cost to the f i rm as well as being a source of demand 

expenditure. There is in fact a one-ta-one relationship between 

the cost and demand !'>lements for the C-sector firms since an Ni ; is 

being employed. If money wages in both the C- and I -sec tors were to 

be cut by hal f. monetary demand for fi rm i' 5 product waul d fall by 

hal f. Chick (1983, p.109] points out that: 

... production cost s must be covered by sales to 

consumers/workers. who now are to the full both f1 rm' 5 

prime cost and the market for their output. The 

inherent contradiction is obvious : producers want 

cheap l abour but rich consumers . The balance is struck 

at the point of effective demand. 

As i n Figure 2, it is convenient to reg ard point J (the optimum 

pOSition for firm 1) as the origin for fir m 2. The wage bill for 

fi rm 2 and consumpti on by f1 rm 2 workers on f1 rm 2' s product is JK. 

JM represents the proceeds that f irm 2 requ i res if it is to hire 

various units of inside labour . The markup is presumed to be the 

same as for firm 1, so that JM is an extension of OJ. As noted 

earlier. exogenous consumption by workers in the I-sector on fi rm 

2's product amounts to HG which is equal to S,), so that the 
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consumption function facing firm 2 is given by ST. The proceeds 

required by firm 2 to induce it to hire various levels of 

employment is thus given by JM. and the expected proceeds or 

consumption function is ST. The position of maximum profits for 

firm 2 1s at Q. 

The I-sector has been duplicated in the north east of Figure 3, 

with Q as the origin . QE = 0'0. The I-sector requires proceeds 

over and above it s wage bill line (QT) if it is to produce at all. 

The markup is the same as that in the C sector . The triangle QTE is 

thus a duplication of O'HO, and when the markup line QM is added. 

it becomes a continuation of OQ. The total level of employment in 

the C- and I-sectors is given by 00 of which DC is in the C-sector 

and CD in the I-sector. 

In Figu re 3 the state of rest for the syst em has been obtained 

without constructing aggregate c urves. The point of profit 

maximization for firm 1 is at J. With J thereafter taken as the 

origin for firm 2. the latter obtains maximum profits at Q. which 

gives total employment in the C-sector of ~C. Point Q is then taken 

as the origin for the I-sector firm and total employment In the 

system is OD. 

Since both th e consumption functions and zi curves in Figure 3 are 

straight lines, it fs a simple matter to construct the aggregate 

curves. In fact the OM lfne in Figure 4 (which is the aggregate Z 

curve) Is identical to the OM line in Figure 3. 
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In Figure 4 OH represents consumption arfsing from the I-sector 

and the line HI which is the aggregate consumption function is 

identical to liT in Figure 3. The aggregate supply curve (OM) and 

the aggregate demand curve (HT) intersect at Q. 

The principle of effective demand thus dictates that ac units will 

be employed in ttle C-sector and this Is added to the CO units of 

employment in the I-sector to give the total level of employment 

(DO). In Figures 3 and 4 the distan ce CD depends on the state of 

long-run expe c tations. If the latter were to change, the 

principle of effectivp. demand would dictate a different level of 

employment. Figure 4 thus reflects Keynesls remark that "My 

solution, put In a sentence, is that. given the propensity to 

spend, demand is a function of the amount of investment." 

[Collected Writings, XIII, p. 516) 

The procedure involved in constructing the aggregate supply and 

demand curves is as follows. Let Xl and x2 represent the number of 

workers In firms 1 and 2 respectively . Consu mption expenditure on 

the products of firms and 2 is given by Y1 and Y2. The 

consumption functions facing firlos and 2 are then given by: 

Yl a + Xl 

Y2 n- a t )(2 

As noted previously. a represents consumption on firm l's product 

arising from workers employed i n the I-sector. Since workers 

spend a total of n I"a nd on consumption. n-a represents the 

consumption of I - sector workers on firm 2's product. 
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Let b be the markup applied over labour costs. (It was 1,5 in 

Figures 3 and 4.) Let Yl be the proceeds that firm 1 requires if 

it 1s to hire Xl units of labour. The proceeds required by firm 2 

are given by yE- For firms 1 and 2 we have therefore that: 

By setting Y1 = Yl and Y~ ;:: YZ' we obtain the points of effective 

demand for firms 1 and 2. Solving for Xl and x2 we obtain values of 

xI : a/(b-i) and x~ ;:: (n-a)/(b-l). (The e 5uperscipts denote 

equilibrium values.) 

The aggregate demand curve (y) is obtained by adding Yl and YZ" 

Total employment (xl is given by Xl + Xl' We thus have: 

Y Y1 + Y2 

a + Xl + n- d + x2 

n + xl + x2 

n + x 

The aggregate supply curve yr is given by; 

yr"'yi+yf 

bXl + bxZ 

bx 

The aggregate functions take on these simple linear forms because 

the individual functions from which they are derived are not only 

linear, but also have identical slopes. Because of the Nii 

assulnption, firm 1 can estimate demand for' its produ c t without 

worrying about employment in firm 2. It is nevertheless worth 
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considering the relationship between inside and total employment 

1 n the above example . As far as fi rm 1 is concerned. the ratio of 

in s id e and total e mp loym ent is given by Xl/Ix) + x2) ' In 

equilib rium this ratio takes on a particular value. Since xl 
a/(b-l) and x~ :: (n-al/lb-l). it fo110 \,/5 that in equilibrium, 

Xl/Ix) + x2) ::;: a/n o In other words the relationship between 

inside and total employment will be given by the ratio of 

exogenous consumption on firm l 's product (a) and total exogenous 

consumption (n). 

If we look. at the aggregate picture 1n Figure 4, 1t is impossible 

to tell what the relationship betw ee n inside and total employment 

is. Figure 3, however, reveals that it will be determined by a/no 

Suppose for example that workers in the I-sector spend their 

entire incomes on firm } IS product . In this case, x}/{xl+xl) = nln 

:; 1. In other words employment i n firm 1 is the same as total 

employment. and it is not profitable for firm 2 to hire any labour 

at all. The reason is that in this particular example consumption 

not arising from inside employment is equal to n-a:. n-n = O. The 

expected demand curve facing firm 2 is therefore identical to the 

wage bill line. This is JK in Figu re 3 . Now Jr~ r epresents the 

proceeds that f i rm 2 requ1res if it 1s to hire various amounts of 

labour and since JK lies below JI1, it is not profitable for firm 2 

to hire labour. Under these circumstances the aggregate supply 

curve in Figure 4 (OM) and the aggregate demand curve (tIT) are 

simply the curves of firm 1. If we suppose that the relationship 

between employment in fir"IDs 1 and 2 is 50-50, xl/(xl+x2) = aln :; 
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1/2. or a = 1/2. Th1s is what was assumed in the Figure 3 

exercise, but there is no way of knowing this simply by studyin~ 

Figure 4, which can incorporate any distribution of inside and 

total employment consistent with the condition that xl!(xl+x2} ~ 

a/n. 

The shapes of the aggregate fUnctions in Figure 4 do not therefore 

depend on the relationship between inside and total employme nt . 

Thi s results from the fact tllat the functions being aggregated 

have identical slopes . If this were not so, the shape of the 

aggregate functions would depend on the xl/(xl+x2) relationship. 

In general. therefore. the construction of the aggregate curve is 

dependent on the relationship between inside and total 

employment, as was indicated 1n section 3.1. 

In the above diagrammatic exercise we made the strong assumption 

of an Ilit. Even so, the state of rest generated by the prin c iple of 

effective demand was not necessarily one in which the workers were 

sati sfied wi th the status quo. Moreover, there was a limit to the 

amount of goods which entrepreneurs thought profitable to 

produce. The analysis is conducted entirely from the viewpoint 

of the entrepreneu,"s. The total amount of employment dictated by 

the principle of effective demand Is 00 in Figures 3 and 4 and with 

ED workers employed the system is in a state of rest whether the 

workers are satisfied or not. Of importance in the above 

exercise is the fact that we employed an Nii assumption anti an N1C ' 

In other words each C- sector entrepreneur know s that every rand 
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paid out in the form of wages will be spent on his product. whereas 

the I-sector entrepreneur never expects hi 5 workers to buy 

tractors. The employm~nt of the Nfi assumption ill ustrates that 

involuntary unemployment can arise even if there is no 

communication problem between C- sector workers and entrep­

reneurs. Eatwel1 [1979, p. 26] argues as follows: 

Suppose, for examp l e, that in a capitalist economy in 

which all profits are saved unemployed workers guar­

antee to employers that they will spend all the wages 

they might earn on the good s tlley produce. The 

information 15 conveyed , but c learly no capita li st 

would offer employment for ther e would be no poss­

ibility of prooflt - the total increase in expenditure 

would be equal to the illcreased wage btll. If 

employment is t o increase there must be an illcrease in 

investment. 

Let us now relax the assumption that workers In firm i buy only 

firm i I S product. let us in fact go to the opposit e extreme and 

employ a n Nij' (We are still assuming that workers spend their 

entire income on consumption good s .) As in the Nii exercise, let 

us assume that half of the co n sumption arising from the I-sector 

is spent on fi I'm lis product and the other hal f 011 f 'j rm 2' s. As fa," 

as the C-sector is concerned consumption on firm l's product will 

depend on employment in firm j. let us therefore ass ume that there 

Is a 50-50 relationship between employment in the two C-sector 
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firms. In other words firm i knows that if it hires, say 10 more 

units of labour, so too will firm j. This assumption is an example 

of what we referred to in 3 . 1 as an IGA (interfirm guesswork 

assumption). The particular IGA that we are employing here 

preserves the relationship be t ween inside and outside employment 

whatever the total level of employment is. 

Under the above circumstances, if firm i hires an extra unit of 

labour. it does so on the understanding that firm j will be do ing 

lik ew ise. S in ce workers i n firm 1 buy goods from firm j only (the 

Njj assumption), the co nsumption demand function fa c ing firms 1 

and 2 are in fa c t exactly the same as in the Nii exercise. Hence 

even if we adopt an Nij approach, the employment of an IGA produces 

exactly t he same results obtalned 1n the Nil exercise, and the N1j 

assumption together with the above IGA produces functions 

identical to those of Figures 3 and 4. 

In general the slopes of the aggregate curves will depend on the 

IGA chosen. The IGA will, however, have to conform to the 

requ i rements discussed in the Nii example, Le., the relationship 

between inside and total employment will be dictated by the ratio 

a/no The Nii and Nij exercises demonstrate the power of an IGA. 

When an IGA 1s employed the more realistic Nij assumption produces 

exactly the same results as the patently unrealistic Nii . 

In this simple static model the expected demand curves of firms 1 

and 2 have id e ntical slopes. According ly , the shape of the 
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aggregate expected demand curve will /lot depend on the IGA 

employed for aggregation purposes. When this is no l onge r the 

case, there 

between the 

is no longer 

situation at 

a s imple one-to-one correspondence 

the microlevel and that at the 

macrolevel. The employment of an IGA is one of the link.s between 

the micro- and mac roleve ls . If the model builder employs an IGA 

whi ch is not known to the AlMs, the aggregate curve may be 

reflecting the model builder ls views. rathe r than the behav10ur 

of the AIMs. 

The above static model was provided in order to illustrate the 

principle of effective demand . Let us now examine thf. 

interpretation of ef fective demand offered by Clower ( n~ 

Leijonhufvud. 

Leijonhufvud [1981, p.119] defines effective demand failures a~ 

f ollows: 

The fa; 1 ure of markets to transmi t messages about 

desired transactions from one side to the other is what 

we mean by the phrase "e ffe c tive demand failure." 

Clower in turn distinguishes between notional and effective 

demand funct ions. In th is section we shall investigate whether 

the effective demand functions of Clower and the effective demand 

failures of leijonhufvud are compatible with the principle of 

effective demand. 
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Keynes made no attempt to provide microfoundations for the 

consumption function apart from claimi ng that it incorporated a 

"f undamental psychological law" [General !.!!.!ory. p. 96]. 

C1 ower' 5 approa ch may be seen as an attempt to prav; de s uppo rt for 

the principle of effect ive demand at the microlevel. Clower 

points out that 1n a general equilibrium model the supply and 

demand functions contain prices. but not quantities as arguments. 

(See, however, Chick, 1978. p.1 2 , who disagrees on this issue.) He 

therefore had to show how inc ome could enter the demand schedules 

of the households. In doing so Clower distinguishes between the 

national and effective demand functions of house hold s . If 

consumers cannot sell all the labour services that they would like 

to. Clower argues that their notional or unconstr a in ed demand for 

commodities are irrelevant. What 1s relevant in determfning their 

consumptio n patterns is the income they earn from the lab o ur 

services they do manage to sell. The demand functions which arise 

once one takes into account the fact that households sense a 

constraint i n the labour market are termed effec tive or 

constraine d demand fll:lc tions. Hence the consumption at 

households emerges as a function of th e income they a c tually e('i, .~p.. 

Whereas Clower examines the households perceiving a constrain t in 

the labour market, Patinkln [ch. 13] examines the behaviour of 

firms when th ey discover that they canno t sell a ll the goods t!1at 

they would lik e to. In other words, perceiving a constraint in t he 

goods marKet, their dema nd for labour will be affected. A firm's 
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demand for labour is therefore not simply a function of the real 

wage; the firm has to take into account the sales constraint in 

the goods market a s well . It was left to Barro and Grossman to 

combine the models of Patinkin and Clowe r. In the combined model. 

households experien ce a constraint i n the labour market which 

affects their demand for goods . Firms perceive a constraint in the 

goods market wi th the resul t that the; r demand For 1 abaur is 

affected. 

In the Barro and GrosSlnan approach the state of rest is not 

determined by the intersection of the notional supply and demand 

curves. It is, however, dictated by the intersection of the 

effective (constrained) supply and demand curves, hence the type 

of supply and demand c urves being employed in this fixprice 

approach are no longer the supply and demand curves of the 

f l exprtce general equilibrium model . The analysis nevertheless 

still takes place within a supply and demand framework. Although 

the rules of the game have been altered (prices are no longer free 

to clear markets) the approach is still an equilibrium one, 

despite the title of Barro and Grossman s ' paper . The definition of 

equilibrium has been altered, but it is still an equilibrium 

approach . Grandmont [pp. 172-73] pOints out that although 

f1xprice models 110 longer require a tatonnement on prices 

required in a flexprice approach. they nevertheless require a 

tatonnement on quantities. In other words in the fixprice 

approach the auctioneer disallows any false trading at quantities 

not compatible with the intersection of the effective demand and 
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supply curves. Can the fixprice generation incorporate Keynesian 

features? E. R. Weintraub [p.126] remarks that: 

The assumption that neD-Keynesian disequilibrium. a 

theory of short-side rationing really. bears any 

relation to Keynes 15, for Hahn, a barbarism per­

petrated by the French sons of Walras. 

In the fixprice approach of Barro and Grossman, the sy s tem gets 

stuck in a situation of less than full employment. It is 

instructive to examine why. In chapter 2 we presented a broad 

definition of Keynes's principle of effective demand which stated 

that given the endogenous relationship between consumption and 

employment, the equl1 ibrium level of employment is determined by 

exogenous factors. let us now investigate the model of Barra and 

Grossman with this in mind. In their model only one good. namely 

a consumption good is produced - there is in other words, no 

investment. Following Clower's suggestion, Barra and Grossman 

derive an effective demand curve for this good. The effective 

demand for it depends on the amount of labour services which 

households are able to sell. Hence in a diagram with employment 

measured along the hori Ion tal ax i sand expendi ture along the 

vertical, the effective demand curve appears as a positive 

function of employment, with a positive vertical intercept [Barro 

and Grossman, p. 90, Figure 4]. This vertical intercept is of some 

importance. sin c e in the broad definition of effective demand 

given at the beginning of this paragraph, the state of rest is 
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dictated by the exogenous componen t . What determines the height 

of the vertical inte rcept in Barro and Grossmans' approach? 

Because of a real bal ance effect. the hei ght of the intercept 

depends on the price leve1. They point out that if the price level 

were to fall, the effective demand schedule would shift upwards, 

and if the fall is sufficient , the effective demand curve will 

shift up by enough to ensure f ull employment [po 90]. By 

implication, Barro and Grossman are suggesting tha t the system is 

stuck at a level of less than full employment because the price 

level is wrong . That was scarcely Keynes's intention. 

Leijonhufvud [1968, pp. 390-95] points out that prices have both 

an incentive role and a coordinating role, and argues that while 

Keynes does not deny the incent iv e ro le, prices do not necessari"ly 

coordinate economic act ivi ties to everybodyls satisfaction. A 

number of writers have accordingly laid the blame for 

insufficient aggregate demand on communication fai l ures between 

households and firms. leijonhufvud [1968, p . 116] himself notes 

that: 

. .. effective demand theory seeks to explain co­

or dina ti on failures th at ar i se thro ugh faulty commun­

ica t i on among transactors. 

Morgan [p .1 29 ] observes that : 

Clower's analysis therefore points to the overriding 

problem as one of communication - the un employed have a 

demand for work and also a potential demand for goods 



but they are unable to communicate these demands to 

employers, 1.e. they are unable to make their demands 

effective . 
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In discussing Leijonhufvud's approach. Arestis and Karakits~s 

(p.115) argue that: 

... if there ;s excess supply in the labour market 

excess demand 1n the goods market fail 5 to appear. The 

reason is that there is no dis s emination of inf or­

mation. This is so beca use the un employed 

workers do not, in fact, transmit the information that 

; n the future - a fter they have been re-employed 

they would be demanding more output. One can easily see 

that if the employed workers asked not for money wages 

but for payment in the form of the product of the firm. 

the signal for increased output would automatically be 

transmitted . 

The last sentence is particularly revealing, becaus e as indicated 

earlier in this c ha.-.ter, involuntary unemployment c an arise even 

when entrepreneurs producing consumption goods know that every 

rand paid out in the form of wages will be spent on that firm's 

product. In other words there can be insufficient aggregate 

demand even if there are no communication problems between 

workers and entrepreneurs in the consumption sector. 
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Leijonhufvud [1968, p. 90] writes; 

The workers looking for jobs ask for money not 

commod1ties ... The individual steel-producer cannot 

pay a hired worker by handing over to him his physical 

product (nor will the worker try to feed his family on a 

ton-and-a-half of cold-rolled sheet a week). The lack 

of any Qmutual coincidence of wants" between pairs of 

individua l employers and employees is what dictates 

the use of a means of payment in the first place. 

It should be noted that leijonhufvud's example deals with the fact 

that I sector workers do not wish to buy I-sector goods. This is 

the N1C assumptior. employed above, and it is in fact a very 

reasonable assumption to make. The steel producer's reason for 

refusing to employ a worker can hardly be that the worker will not 

consider buying the steel he helps to manufacture. The steel 

entrepreneur knows that hi s employees are hardly l1k.ely to buy the 

steel and the failure of an entrepreneur to hire an extra worker 

can hardly be blamed on a breakdown of communication unless the 

latter takes on a very broad meaning . Keynes's distinction 

between consumption and investment goods was based on the premise 

that different motives governed the decisions to buy consumption 

or investment items. To label the fact that a consumer refuses to 

buy a ton of steel from his employer a breakdown in communication 

is stretching t he meaning of the word too far . 
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No entrepreneur in the investment sector cdn ever suppose that a 

large proportion of his (tractor) sales will be to workers making 

the tractors, unless, of course, every worker ;s potentially an 

entrepreneur, i.e., potentially a sel f - employed artisan . This 

illustrates yet again the importance of specifying the environ­

ment in which the model operates. In the General Theory there;s 

a clear distinction b~tween the entrepreneurs and the workers. 

Although it is always possible that some workers may become 

entrepreneurs and vice versa, the principle of effective demand 

would not be relevant in a society of sel f-employed artisans. 

The situation in the C-sector is much the same. A firm in this 

sector can hardly suppose that a large proportion of the wages 

paid out to its workers will return in the form of payment for the 

goods the workers helped to manufacture. A businessman 

manufacturing hats is hardly likely to base his decision on 

whether to hire an extra worker on whether that worker is going to 

buy hats or no t. Even if we do make this (Nit) assumption. and 

remove in this fashion potential communication problems, 

involuntary unemployment can still arise. The state of rest 

generated by Keynes's principle of effective demand is one in 

which those who have the power to effect change (the 

entrepreneurs) do not wish to do so because their short-run 

expectations of demand are satisfied. They nevertheless know that 

if more employment were offered, more consumption expenditure 

would be forthcoming. 
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The picture that emerges from the Clower-Leijonhufvud approach is 

that the economy can be at a state of rest at less than full 

employment because of commun i cation problems between households 

and firms. According to the principle of effective demand, 

however , involuntary unemployment arises neither from a 

recalcitrant household sector refusing to accept lower wages nor 

from a communication breakdown amongst firms and households. The 

principle of effective demand operates in an environment in which 

employment is largely in the Ilands of the entrepreneurs. 

Once we put firms and households on an equdl footing, a 

cooperative solution is possible and if it is not obtained, some 

or other spanner mlJ~t be in the works of the supply and demand 

mechanism. In the Clower-Leijanhufvud approach the spanner 1S the 

inability on the part of firms and households to communicate their 

intentions to each other (e ff ectively) . In an entrepreneur 

economy, however. aggregate demand can be deficient even if we 

al l ow C-sector firms to k.now that everything paid out in the form 

of wages will be spent on their product. This was the whole point 

of employing the unreal 1stfc Nii assumption. 

From our point of view the s i gnificant feature of the fixprice 

approach is that the model operates in an env ironment in which 

firms and households are on an equal footing. Hence a key feature 

of Keynes's principle of effective demand is missing. In 

Keynes's approach entrepreneurs set the pace the work.ers 
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thereafter simply have the choice of accepting or rejecting the 

job offers that do materia li se. In the General Theory the 

household's supply curve of labour is simply irrelevant as far as 

the state of rest of the system is .:.oncer ned. In Barro and 

Grossrnans' approach firms and househo lds both perceive 

constraints, but neither party 15, as it were, ;n the driving 

seat. In the f1xprice approach a tttonnement on prices has been 

supplanted by a tatonnement on quantities. During such a process, 

the auctioneer must find a cooperative solution. Although the 

state of rest dictated by the intersection of the ef f ective demand 

and supp ly schedu les represents a co nstra i ned solution i n the 

se nse that firms and households would act di fferently in the 

absen ce of th e perceived constraints , the solution is a 

cooperative one with both parties having the means at their 

disposal to effect change. 

leijonhufvud al so creates the impression that bath entrepreneurs 

and workers have the power to effect change. He analyses the 

labour market with the aid of search theory [1968 , ch.2]. 

Bharadwaj [1983, p . 2] points out, however , that: 

. .• the explanation of unemployment in terms of a search 

procedure would seem to make the phenomenon appear to 

be vo lunta ry. The view ignores that, in a 

Key nesian world, the number of men to be employed is 

decided by industrial firms. 
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While leijonhufvud [1968, pp. 90-1] admits that problems of 

insufficient demand cannot arise in an economy of self-emp loye d 

artisans, he lays the blame for i nsufficient aggregate demand on 

communication fal1ures and the fact that the effective demand has 

to be expressed through the medium of money. In discussing the 

principle of effective demand, Robinson and [Atwell [p.l02) 

introduce "an embryonic financial system" becau se "a private­

enterprise economy could not operate without money in some form or 

other" [p.9 7J. but they argue that it 1s not the presence of money 

but rather the struct ure of economic society that gives rise to 

fluctuations in emp l oyment . 

If a model builder wishes to illustrate Keynesian features in what 

is basically a supply and demand framework, involuntary 

uh emp loyment ca n only be generated by introducing some or other 

rigidity into the syst..}m. We have tried to point out that the 

information failures between firms and households which Clower 

and leijonhufvud blame for the malfunctioning of the system are an 

example of such spa nner-in - the - works Keynesianism. Ironical ly 

enough leijo nhufvud himself [1968, p . 395] provides a most v1vid 

accoun t of the spanner-tn -the -works argument: 

This kind of Newtonian conception of what the economic 

system i s like works very well In equlibr; um economics. 

When th e huge machine does not ~Jork as it is 

supposed to (one tends to infer) it must be either 

because someone has thrown a spanner in the works -

dmo llopolfsts and un ion s fix prtces d - or because the 



cogs are slipping someplace - "savers and investors do 

not respond to interest incentives." 
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That the principle of effective demand does not rely on 

communication fail ures between firms and households ca n a1 so be 

seen with the aid of what may be referred to as Chick's invariance 

principle. Chick [1978; 1983. pp. 106-111] argues that it is not 

necessary to distinguish between notional and effective demand 

curves in order to obtain a micro consumption function. With the 

aid of indifference curves depicting leisure-labour and 

consumption-saving patters, she derives a consumption function 

by varying the real wage and allowing households to specify their 

consumpti on patters wi thout taki n9 into account whether they will 

in fact be able to sell their labour services or not. The 

consumption-income relationship obtained in this manner is a 

notional or unconstrained one 1n the sense that the household is 

not being asked to consider whether the firms want their labour 

services or not. Chi ck points out that the act ual position o n the 

Ilou sehold's notional consumption function depends on the hiring 

decisions of firms. Chicle's analysis is therefore very much in the 

spirit of Keynes's entrepreneur eco nomy. rather than in the 

tradition of the cooperative economy of th e neo- classica l 

synthesis. 

The co nsumption function derived by Chick does not take into 

account whether workers will actually be able to find employment 

or not. It simply expresses in consumpt i on-income space the 
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desires of the workers with regard to leisure and labour and 

consumption and saving . In particular, the consumption functio n 

does not shift if, as a mental experiment, we alter the wage rate, 

or change the number of jobs offered to labour : 

The theory of consumer choice states that the 

consumption-saving decision depends on ~£~! independ­

ently of its source in hours worked or the wage rate. 

[Chick. 1983. pp. 107-109] 

In other words. a worker ;s~. as it were, saying to a firm. "If you 

hire me, will buy more consumption goods and my consumption 

function will shift upwards." What he is in effect saying is. "If you 

hire me will buy more consumption goods, but my consump tion 

function will not shift - I win simply be moving to a different point on 

my consumption function . " The obvious point that an unemployed 

worker will not in any event be promiSing to spend a substantiai 

portion of his incom e on fir lR 1's product should also be emphasized. 

Firm i wil l in any event not be basing its employment decisions on t.ho: 

consumption patterns of inside workers . The expected demand for f .rr, 

i's product will depe nd largely on outside employment. 

The idea that the position of the consumption f unction does no: 

depend on the number of job offers made by firms is what we h(lve 

referred to as Chick's invariance principle. Chick [1983. p. 109] 

remarks that " . .. the positio n of the consumption function is invariant 

with respect to the level of employment .. . " The invariance principle 
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can also be illu strated with the aid of Figure 3 (see p. 80). In Figure 3 

it was assumed that workers in firm 1 spend their entire income on 

firm l's product. The consumption function arising from inside 

employment i s therefore DE and when consumptio n from outside 

employment i s added to this, the total consumption function facing 

fi r m 1 is G K. With 0 M depicting the proceeds which firm 1 requires if 

it is to hire various units of labour, ma ximum profits will be ma de at J, 

with firm 1 hiring DB units of labour. Firm 1 knows that if more 

employment were offered, more consumption expenditure would be 

forth c oming - the section JK of the co nsumption functi on bear': 

testimony to this. Chick 's invariance principle implfe s that if Firm ~ 

did offer more employment, the co nsumption function G K would remain 

fixed . i.e., G K would ~ shift upwards if firm 1 hired more workers. 

The section JK of the cons umpti on function l1es below th e OM curve. 

Along JK. therefore . the proceed s which firm 1 requires 1n order to 

sell output at a remunerative price are 1n excess of the pro ce eds it 

knows it will receive were it to hire more than 0 B units of l a bour. 

Firm 1 knows that more demand would be forthcoming if it were to hir .:­

more labour. In other words there 1s no question of a com munication 

failure between firms and households. Clower and Leijonhufvud imply 

that situations will arise in which firms are unwllling to hire more 

workers because they have no way of knowing whether the extra goods 

these extra workers produce will be sold. The prin c iple of effective 

demand ;s more robust than this. however. It implies that even if firms 

do know that more demand for their produ c ts will he forth c oming were 

they to hire more labour, they may be unwilling to do since the extra 

demand forthc o ming does not meet the proceeds they require if they 
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are to offer more employment. 

The interpretation of effective demand offered by Clower and 

Leijonhufvud 1s yet another example of an attempt to apply the 

principle of effective demand in a cooperative rather than an 

entrepreneur economy. The principle of effective demand is still 

applicable 1f such communcation failures are absent, but in order to 

operate, the principle must be put through its paces in an 

environment in which firms and households are not on an equal footing. 



CHAPTER 6 EQUILIBRIUM, INFORMATION ANO 

RATIONAL EXPECTATIONS 
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Since supply and demand curves reflect .profit and ut11 ity 

maximizing activity. an attempt to impose other behaviour on the 

agents;n the model (AIMs) runs the risk of confusing them. While 

it has been suggested (for example) that the speed at whi c h price 

changes ~s proportional to the horizontal distance between the 

supply and demand curves, such a constraint is not linked in any 

obvious way to maximizing activity [ Aoki and leijonhufvud. 

p.258]. AIMs who are observing profit and utility maximizing 

rules may be flouting the speed restri c tions and vice versa. 

Similarly. Patinkin's attempt to add the principle of effective 

demandtoa Wal r asianmodel[ch.13] has beencrit'icisedas ad hoc 

- Leijonhufvud [1974, p. 167] points out that "Patinkin seems not 

to perceive that the way in which the problem has been set up makes 

it overdeterminate." 

Ac c ording to the adaptive expectations hypothesis, the speed at 

which expe c tations are revised;s proportional to the difference 

between e x pected and actual events. The rational expectations 

(RE) approa c h argues that the imposition of adaptive expectations 

is bound to confuse the AIMs those obeying the speed 

restri c tions may not be exhibiting maximizing behaviour and vice 

versa. In fact, as Mills [p.338] implies, the economist imposing 

an adaptive expectations function is tile confused party, since 

such a function " ... is determined independently of the way in 
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which the econom is t ' s theory tel l s him tile variable 1s actually 

genera ted . " 

In the RE literature. the terms "model" and "expectations" are 

often used interchangeab ly [Radner. 1979, p . 655] and it is 

convenient to suppose that a model of price determination 

re flec ts the model-bu ilder 's expectations regarding the 

formation of pric es . If the model-builder wishes to avoid 

confusing the AIMs, he can specify that they form expectations 

about prices in the same way that he does - in other words the 

economist's model of price formation and the model of the AIMs are 

compatible. This , in effect. is Wil dt Muth [p.316] did when ilC 

argued that " ... expectations, since they are informed pre ·· 

dictions of future events, are essentially the same as the 

predictions of the relevant economic theory . " 

In Muth's approach , agents are forming expectat i ons about an 

endogenous variable by making f orecasts abo~t exogenous 

elements. In another vers i on of the RE approach. the argument is 

reversed - if the AIMs know the relationship between endogenous 

and exogenous components. they form expectations about the latter 

by observing prices [see Grossman . 1981. p . 546] . This is the 

interpretation offered by Lucas [1972]. and it will be 

investigated in greater detail. The following examples are based 

on those of Radncr [1979, 1982] and Radner and Jordan [1982] . 
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Assume that there are two AlMs and two co mmodities (ice- crea m and 

umbrellas) . Since only r elative pr ices are of interest here, let 

th e price of ice-cream be p and that of umbrellas I-p [Gale , p .62 ]. 

The utility deri ved from these goods depends on the qua ntities 

consumed and o n wh e th er it is col d (10 d egrees) or ho t (40 degrees) 

at the time of purchase, i.e .• util ity a1 so depend s on the s tat e 

of nature (e). Initially both AlMs can obta in acc urate inside 

informati on (at no cost ) about wheth e r it will be hot or co ld. 

Demand fun c tion s for both commodities are derived and the 

eq uilibrium price obtained by set ting e xces s demand eq ua" to 

zero. In thi s way the pri ce of ice- c re am i s obtained as a 

fun c tion of the state of natur e , and this function 1s referred to 

as the price or forecast fUncti on. The equilibrium is ca lled a 

full communication equilibrium or FeE [Radner, 1979, p.662]. 

Suppose now that only agent 1 ca n obtain inside informa tion. Agent 

2 forms expectations about e by multiplying each t empe r a ture by 

the probability of its occurrence and adding the products. (Call 

th e value obtained in this way e*. ) The price of ice-cream will now 

be a function of e and e*. Th e eq uilibrium 1s termed an 

unsophisticated eq uilibr i um or USE [Radn er, 1979, p.663 ] s in ce 

agent 2 continu es t o form e* even though it may always be hot when 

the price of i ce-crea m is high and cold when it ; s low . The RE 

approac h argues that agen t 2 s hould di sp lay more ingenuity than 

this - th a t he should in fa c t infer the state o f nat ure by 

observing pI' i ces. If he do es s o, the eq uilibrium co ncer ned is 

termed a rati o nal expec tations e qullibrium (REE). 



108 

If the AlMs are provided with a forecast function wh1ch reveals 

the state of nature, the equilibrium i s termed a revealing REf 

[Gale, p.62]. Such a forecast function depicts a one-ta-one (1-1) 

relationship between price and the s tate of nature. 

A REE may also exist if prices do not reveal the state of nature. 

in which case the RE£ is termed non-revea l ing [Gale, p.62] . If the 

price of ice-cream is the same whether i t is hot or c old, the 

fore c ast fun c tion depicts a one-ta-two (1 - 2) relationship. Le., 

for any particular pri ce there are two possible state s of nature. 

Although dgent 2 is now unable to infer the state of nature from 

the equilibrium price, he knows this, and is in a sense displaying 

more ingenuity than someone who does not . His expectations are 

nevertheless the same as they were in the USE, and are given by e*. 

The forecast fun c tion derived under these cond; tions may be 1-2, 

in which case a non-revealing REE exists, since market-clearing 

conditions conf i rm agent 2's bel ief that he cannot infer the state 

of nature from prices. The forecast function may, however. be I­

I, in which case a REE does not exist, since existenc e would 

imply a contradi c tion . Here the model-builder i s supplying 

agent 2 with a model telling him that the price when it i s hot is 

never the same as it is when it is cold. With these expectations 

the agent is supposed to arrive at the conclusion that the price of 

ice - cream is the same whether it is hot or cold . 

Allen [1982b , p.21] remarks that "st r ict rational expectations 

equilibria ne e d not exist, even for examples whi c h would 
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otherwise be considered to be quite well behaved." She also 

refers to the " ... convincing nature of the counterexamples ... " 

[1982a. p.245]. and Anderson and Sonnenschein [p.262] observe 

that " ... the most striking results have been counterexamples to 

the existence of equllibr'ium." Allen [l982a, p.245] argues, 

however. that "Oespite the reasonableness of counterexamples to 

existence, the situation is not hopeless." Her approach is to 

investigate "approximate equilibria" in which supply and demand 

are not strictly equal. Another 1 fne of attack has been to prove 

that the non -ex i s t ence of equil ibr1um requires higilly unlikely 

combinations of parameters. If such non-existence is possible. 

but improbable, the existence of a REE is regarded as "generic" 

[Radner, 1979, p.656l. 

In a REE, price determination and information acquisition take 

place simultaneously [Gale, p.63]. Strictly speaking, there­

fore. · the AIMs do not learn from prices they learn from 

equilibrium prices. A REE may exist even if agent 2's "initial" 

intuition about the link between prices and the state of nature 

turns out to be incorrec t. Suppose, for example, that agent 2 is 

Initially displaying unsophisticated behaviour and that the 

price of ice -cream is high when it 1s hot and low when it is cold . 

If he ;s now required to infer the state of nature by observing 

prices, he may dl sco vel" that it is cold when the price is high and 

hot when it Is low. 
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Early practitio ners emphasized that the RE approach was concerncct 

with equilibrium po s4 j..on 5 and left un explained the proces~ 

whereby equilibrium might be achieved [lucas and Prescott, p.660; 

Townsend, 19 78. p.481]. eyert and DeGroot [p.521] argue that sucil 

a process must be specified if the RE approach is to be regarded as 

something more than a religious belief. (See also [Deeania. 

p.48].) An attempt to ou t l ine such a process ;s concer ned with the 

s tability of the system [Townsend. 1978 . p . 481] . 

Duriny the movement to equil ibr i urn . the expectations of AIMs may 

not be compatible with the mode l' s equl1ibrium properties, in 

whi c h case their expectations are not rational. This problem may 

be viewed in the lig ht of th e two majo r appro ac hes t o stability 

that have been identified in the literature [Blume. Bray and 

Easley). 

In the one approach it is argue d that in non-equ il ibrium 

si tuations AIMs do not know the correct relat i onship between 

prices and the state of nature . They must therefore be supplied 

with an uincorrect U model , but as Br ay [p.329] points out, "a 

learnin9 method can eventually yield rational expectations even 

if it 1 s bas ed upon a misspecificat10n of the model in the 

situation when agents are learning." This a pproa c h accordingly 

entails a re laxation of th e assumption that AIMs entertain 

rational expectations [Bray, pp . 319.3 30; Radner. 1982. p.942], 

and. as might be expected , e xposes it s elf to the criticism that it 

1s ad hoc [eyert and DeGroot. p.522]. In the other approach 
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AIMs are equipped with the correct reduced form of the model, but 

dr"e ignorant of the values of the p~eters. A learning process 

is introduced whereby the AIMs extract information from prirej 

and revise their estimates of the parameters in Bayesian fashion. 

Here the AIMs are acting rationally in that they are employing the 

same model as the model-builder, but as Blume, Bray and Easley 

[p.314] point out, this approach is "extraordinarily demanding in 

terms of the information, understanding, and calculating ability 

of agents." 

While sta bility analysis is by nature concerned with 000-

equilibrium situations, observations about non-equilibriuM 

events shaul d be regarded as tatonnement or recontract 

experiments during which trade at false prfces or false 

expectations 15 disallowed. We can imagine an auctloneer calling 

out a set of prices which are employed in forming expectations 

about the state of nature. If the prices are not clearing all 

markets, the inferences drawn from them will not be correct. 

Trade at false expectations is therefore disallow ed , since if it 

were permitted, the structure of the model wOIJld c hange: 

Unl ess all agents at all times form rational 

expectations, the ~structure~ determining the reali­

zat ions of the forecast variable will evolve over time 

as the forecasting sophistication o f the agents 

changes . This point is similar to lu cas' obser-

vation that shifts in policy will c hange the 
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"structural" parameters of the economic system depend­

ing on how agents react to the polic i es. [DeCanio, p. 

55. See also Bray. p.319.] 

6.1 COSTLY INFORMATION ANO SPECULATION 

Until now it has been assumed that i nside information is free. If 

it is not, there is no incentive to pay for information which is 

reflected in prices. But if nobody is prepared to purchase 

inside information , prices can hardly ref lect the latter, in 

which case there will be an incentive to purchase 1t . Although 

each AIM believes that his actions will leave pr i ces unaffected, 

market prices will reveal such behaviour, and AH1s are oJice 

again in the position where it would be irrationdl to pay for 

i nf orma tion th at ca n be obtained by observ ing pri ces. Under 

these co ndition s, therefore, a competitive equilibrium will not 

exi st [Grossman, 1978; Grossman and SUgl ftz, 1976, 1980]. 

The Grossman-Stiglitz paradox a rises because the informational 

ro l e of prices is incompatible with the incentive role. Grossman 

a nd Stigli tz accordingly argue that there must be enough noise in 

the system to cover the acquisition co sts of those purchasing 

inside information. They introduce noise by assuming a fixed 

supply of the risky asset [1976, p.247]. The price system then 

becomes a somewhat inaccurate thermometer - a high price reading 

for ice-cream may be indicating a hot day, but the thermometer is 

also inclin ed to give a high reading if the supply of ice-cream is 
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low. In equilibrium there will be an endogenously determined 

fr act ion of AIMs who have chosen to acquire inside information. 

The thermometer is faulty enough to cover the costs of the latter. 

By spec; fyf"g a fi xed supply of the ri sky asset. Grossman and 

Stiglitz have exposed themselves to the charge that this requires 

certain agents to exhibit irrational behaviour since their supply 

of the asset is indep endent of the market price [Tirole. p.1168]. 

Tirole denies there is any scope for speculation in a pure RE 

enviro nment. In his mode l the AIMs exploit the link. between 

equi librium prices and the state of nature. The AIMs afe risk 

averse, prior probabilities are known to all, and the market is 

not used for insurance purposes. If AIMs are to engage in 

speculative activity, their expected monetary gain should be 

positive, but such a belief is incompatible with the market­

c lea ring requirement that nob ody can expect a monetary gain. 

Speculation therefore " ... relies on 'inconsistent plans and is 

ruled out by rational expectations." [Tirole, p.1163] 

Empirical support for Tiro le 's resu lt s has been provided by Plott 

and Sunder. In their study students were required to buy and sell 

securit ie s under laboratory conditions. The students were 

exposed to the stochastic process generating the state of nature, 

and some were provided with inside information. Plott and 

Sunders' results suggest that agents were exploiting the link 

between prices and t he sta te of natur~. Under the circumstances 

the absence of price bubbles or explosions is not s urpr ising. 
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Although Plott and Sunder argue that their results provide little 

evidence of the presence of Keynesian speculative activity. one 

suspects that different res ults would have been obtained had the 

state of nature not been selected by drawing a ball from " . .. 3 

bingo cage containing thirty-six balls numbered one through 

thirty-six." [Platt and Sunder , p.693] . These results illus­

trate that one should not look for bubbles in a vacuum, and leave 

open the possibility tha t bubbles will occur in the face of 

uncertainty over and above that gene rated by known probability 

distributions. 

Tirole points out that speculative activity can be introduced by 

relaxing any of his four assumptions. As we have secn Grossman and 

Stiglitz waive the requirement that all the AIMS entertain 

rational expectations . The req uirement that they all have 

identical priors can also be relaxed . Furthermore, if the AIMs are 

not all risk averse , those who are in initially risky positions 

may use the market for in surance purposes [Tfrole, p.1168]. The 

behaviour ensuing from the relaxation of these assumptions is 

similar to the behaviour one mig ht expect from AIMs wh o are 

confronted with uncertainty over and above that generated by 

known probabi1 i ty distributions . In an environment of fundamen­

tal uncertainty. AIMs may be unaware of any link between 

equilibrium prices and the state of nature. Furthermore it is 

unlikely that all AIMs will be risk averse under these conditions . 

They will also not have identic al priors (prior proba bilities may 

not even exist) and there will be many wishing to use the market 
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for insurance purposes. It is 31 so inevitable that the AIMs wil1 

entertain different expectations of the future when any of these 

assumptions is relaxed. This leads to a discussion of th~ 

di fterence between convergent and divergent expectations [~eE 

Lachmann, 1977, p . IS7; 1976a; Kregel, 1977l. 

6.2 CONVERGENT AND DIVERGENT EXPECTATIONS 

Suppose that on a certain island the profits of fishing firms 

depend on their knowledge of tide movements. Over time a theory of 

tides (enshrined in a list of tide tab l es) comes into being. The 

theory is not infallible since intermittent squalls an~ 

hurricanes lash the island and even on halcyon days the tables may 

be a few minutes out as the theory contains an error term . The 

average value of the latter is, however. equal to zero. Under 

these circumstances fishermen whose beliefs regarding tide 

movements is not linked in some way with the relevant tide theory 

could be regarded as eccentric . We should in fact find (as the 

RE approach suggests) that the " , •. expectations of fir~s • .. tend 

to be distributed. for the same information set . about the 

predictions of the theory ... " (Muth, p.316]. Although rational 

fishermen will not make systematic mistakes, they will be wrong 

from time to time. Such mistakes will not , however, affect the 

relevant tide theory - the movements of the tide are impervious to 

the hopes and fears of the fishermen. If the underlying 

structure were more flimsy. fishermen might be expected to re­

assess their beliefs each time their expectations were 
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disappointed. In this example the expectations of the fishermen 

are not of great importance. What 1s of importance is that there 

appear to be laws of motion which have generated tide movements in 

a certain way in the past and will presumably continue to do so, 

barring cataclysmic cosmological ctlanges . Whether expectatio ns 

associated with known laws of motion should be regarded as 

expectations at all is perhaps a matter of taste. Grinder [p.19] 

remar ks that " . .. inasmuch as expectations are conjectures about 

the future, it is pres umptuou s to graft expectations onto 

eq uilibrium models where the final pOSition is predetermined by 

conditions stated at the outset." When, as in the above example, 

di fferent people are entertaining similar ideas about the future. 

based on apparently stable l aws of motion, we shall refer to the 

presence of converge nt expectations: As Lachmann [1977, p.187] 

remark.s; 

In a stationary world it is possible to appeal to the 

constancy of the "data" and the con tinuous recurrence 

of events to justify the belief that all members of such 

a society will sooner or later become famll jar with 

them and their expectations vli11 co nverge on the 

recurrent pattern of events. 

Co nvergent expectati ons can al so be present when the outcome of a 

certain event is less certain - for example dice players will 

enterta in similar expecta tions about the probability of a two 

occurring when an unbiased dice is thrown. The presence of 

convergent expectations is neither a necessary nor a sufficient 



117 

condition for a system to be ;n a state of rest. It;s not a 

sufficient condition be cause time may reveal that everybody's 

(similar) expectations. based on past recurring events, were 

incorrect. It;s not a necessary condition since a system can be 1n 

a state of rest with different people entertaining different 

expectations. 

If different people hold different views on tile future. we shall 

refer to the presence of divergent expectations. Divergent 

expectations are unlikely to be present if there is a stable, 

underlying structure, impervious to disappointed expectations, 

as in the example of the tides. They are 1 ikely to be present when 

there is fundamental uncertainty about the 1 ikel ihood of a 

certain event, i.e., uncertainty over and above that generated 

by a known probability distr'ibution. Arrow [p.6] argues that with 

dffferent pe op le having access to different observations. 

n ••• it is reasonable to infer that they will never come into 

agreement as to probabilities of future prices." Keynes's 

remarks are worth recalling 1n this context: 

By 'uncertain' knowledge, let me explai n, I do not mean 

merely to distinguish what is known for certain from 

what is only probable. The game of roulette is not 

subject, in this sense. to uncertainty; nor is the 

prospect of a Victory bond being drawn. Or, again, the 

expectation of life ;s only slightly uncertain. Even 

the weather is only moderately uncertain. [Collected 

Writings, XIV, p.113) 
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In these examples individua l s are likely to entertain convergent 

expectations. Keynes goes on to explain, however. that 

The sense in which I am using the term is that in which 

the prospect of a European war is uncertain, or the 

price of copper and the rate of interest twenty years 

hence. or the obsolescence of a new invention, or the 

position of private wealth owners in the social system 

in 1970. About these matters there is no scientific 

basis on which to form any calculable probability 

whatever . We simply do not k now. [Collected Writings, 

XIV. pp. 113 - 14] 

In the presence of such fundamental uncertainty (over and above 

that generated by g known probability distribution) individuals 

are likely to entertain d i vergent expectations. 

Let us investigate a speculative market in which divergent 

expectat i ons are present. In such a market the pri ce of a 

commodity depends partly on the price that it can command in the 

future. What type of equil fbrium co uld emerge in the presence of 

divergent expectations ? Shackle argues that : 

The price ca n ~ to rest. But it will only do so by 

convincing enough members of the market that the 

prospects are now for a rise . The necessary condition 

for its com i n g tor est i s a sui tab 1 e d i vis ion of 0 pin ion 

concerning the movement of the price 1n the coming days 

or months. (Shackle. p . 199] 



The market cannot solve the problem of expectation . The 

only price it ca n distil, for a s torable, non ­

perishable good , is one whi c h divides the potential 

hold ers of that good into two c amp s, tho se who think its 

price will rise and those who think its price will fall. 

For at the moment when all are agreed on th e direction 

of the nex t movement, that movement, paradoxically. 

will prove to have already taken place. [Shackle, 

pp.83-841 
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These remarks indicate that it is f rom a divergence of opinion 

about the future price that an equilibrium emerges. In other 

words, diverg e nt expectations are playing an equilibrating role 

here [Lachmann, forthcoming]. Were the market participants to 

hold similar views of the future, the market would no long er be in 

eq uilibrium, so that in this example convergent expectations 

co nstitute a disequilibrating force. While the equilibrium that 

Shackle has in mind is a state of rest, it is a very pre car ious 

equilibrium - in fact Shack le [1972, p.200] obser v e s that NThe 

market seethes and eddies, it does not move towards anything that, 

in more than the most ephemeral sense, c an be called a dependable 

eq uilibrium •.. " Presumably this is not the kind of equilibrium 

that the RE appr oac h has in mind. 

The example about the tldes belongs more to the field of the 

natural sc iences than th~ soci al sciences. Let us now consider' 

the RE model of Townsend [L983] in which there are two islan u s . 
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While fish caught by firms operating from one island are not sold 

on the other, prices ruling on foreign markets are common 

knowledge . The number of fish cau ght by each firm is directly 

proportiona l to the number of boats employed. (Townsend actually 

assumes that output is directly proportional to the val ue of the 

boats. This rai ses the question of how t he latter are to be 

valued - Garegnani's critique of the ne oc lassical theory of 

capital will be d'iscussed in chap ter 7 . For convenience it is 

assumed here that the total value of boats is directly 

proportional to tile number of boats.) The demand for fish is 

subject to two kind s of shock s , namely s hocks common to both 

islands (common shocks) and local shocks affecting the i s lands 

independently. Firms draw conclusions about the commo n s ho ck by 

observing local s ho c ks and foreign prices . In doing so they must 

not only form estimates of the number of foreign boats, but must 

also forecast the forecasts of fo re igners . Unlike the one is land 

e xa mple in whi c h there was one way traffic be tween the laws o f 

motion of the sea and the formation o f expectations, there now 

appe a rs to be two way traffi c - Townsend points out that "The 

gen eral problem is that l aws of motion are needed for the 

inference problems. but the inferences in tUrn determine the laws 

of motion." [19B3, p. 569J Th e supposed law s of motion eme rging 

from such tw o way traffic may be referred to as expectations 

augmented (EA) l aws of motion. As in the case of the one island 

example. fishermen whose behav io ur is not linked to the (EA) laws 

of motion are eccentric from the RE viewpoint. And just as the 

movement of the ti des was consi dered to be impervi ous to 
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disappointed expectations. so too disappointed expectations are 

not permitted to affect the (fA) laws of motion in the two island 

model. Firms may incorrectly estimate demand for fish. They may 

incorrectly estimate foreign firms' estimates of the demand for 

f1sh. They may incorrectly estimate how many foreign boats are 

operating. But such disappointed expectations affect neither 

their day to day fishing habits nor their demand for fishing 

craft. In other words. the R£ approach al low s expectations to 

be disappointed,but such disappointment is not permitted to 

affect subsequent behaviour, since if it did, the laws of motion 

would change. 

If the RE approach is to be as applicable to the social sciences as 

it is to oceanography. the relevant economic theory must reflect 

laws of motion on a par with the laws governing tide movements. In 

Townsend's example, such laws are presumed to exist even when 

individuals are estimating what other individuals are estimat­

ing. If immutable laws of motion, impervious to disappointed 

expectations are to be found anywhere, they are to be found in the 

natural, rather than the social sciences: 

The pseudo-analogy with the physical sciences leads 

directly counter to the habit of mind which is most 

important for an economist proper to ac quire. One 

has to be constant l y on guard against treating the 

material as constant and homogeneous. It is as though 

the fall of the appl e to the ground depended on the 

apple's motives, on whether it is worth while falling 
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to the ground, and whether the ground wanted the apple 

to fall~ and on mistaken calculations on the part of the 

apple as to how far it was from the centre of the earth . 

[ Keynes. Co l lected Writings. XIV. p . 300 ] 

A reader studying the RE literature may be forgiven if he comes 

away with the impression tha t despite all the song and dance about 

expectations, expectations are, after ~ll. rather ulliinportant. 

Aoki and Canzoneri [pp. 59,69] note that: 

Rational expectations mode l s are diffi c ult to analyze 

because rational expectations are hard to handl e 

directly and there appears to be no convenient proxy 

for a rational expectation . The standard respose to 

this problem is somehow to eliminate the troublesome 

expe c tations and work with the resul ting reduced form . 

... By a 'reduced form l we simply mean any represen ­

tation of the model that contains no expectation terms. 

We have remar ked earlief" that the RE approach may be seen as ~fi 

at tempt to ensure that the model of the model builder and the m01e ~ 

that the AIMs employ are compatible, and that the words "model~ 

and "expectations" are often used interchangeab ly. As Muth 

[p.316] remarks, " .. . expectations, since they are informed 

predi c tions of future events, are essentially the same as the 

predictions of the relevant econonlic theory." In this sense the 

expectations of the AIMs are rather unimportant - what is of vital 

importance, ho we ver, is the model-builder's view of the economic 
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system. The expectations of the AIMs must thereafter simply 

conform to this view. In the case of the R~ approach head e d by 

Lucas, Sargent and Wallace. the relevant economic theory is a 

general equil ibrium model which generates a natural rate (NR) of 

unemployment. The combination of the NR and RE has been referred 

to as the new classical economics [Buiter, Stein. Tobin, 1980a, 

1980b], the so-called classical properties being the natural 

tenden c y towards full employment and the ineffectiveness of 

stabilization policies [Forman, p. 38]. These new classicdl 

economi s ts espouse what will be referred to as the NR£ approa ch, 

the acronym reflecting the idea that this school is not concerned 

solely with RE. but rather with the combination of the NR and RE. 

The idea that the economy gravitates to a natural rate of 

unemployment does not follow from the RE approach per se - there 

have. after all been attempts to impose RE upon Keynesian models 

[Begg. 1982]. As noted in chap ter 2. lucas considers it 

appropriate to regard economic society as consisting of self ­

employed artisans. A self-employed al'tisan can hardly entertain 

the expectation that he might be involuntarily unemployed. 

The expectations of the AlMs in RE models must conform to the 

relevant economic theory. If the AIMs are to entertain divergent 

expectations, the model builder will have to supply them with 

different models (expectations). This raises the question of why 

the model builder should wish to do so. If it is because of the 

presence of fundamental uncertainty, there is nothing . as it 

were. for rational expectations to bite onto. 
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CIIAPTER 7 EQUILIBRIUM, INFORMATION AND EXPECTATIONS 

IN MODERN RICARDIAN ECONOMICS 

Although the rational expectations approach of lucas and his 

followers has been referred to as the new classical economics, the 

term classical is not, of course, the sole prerogative of this 

approach. Another school a1 so argues i n favour of a return to 

classical modes of thought [see Bharadwaj, 1978, Harcourt, 1975. 

Levine, 1980b] . The classical scholars that this approach has in 

mind are Ricardo aJld Marx. For convenience they wil l be referred 

to as modern Ricardians. rather than Marxists , since the latter 

term casts too broad a net for present purposes. Sraffa is a 

standard reference, and Garegnani, Eatwell and Milgate, for 

example, are standard bearers . While modern Ricardians avoid 

expectations as far as possible and do not presume that the 

economy gravitates towards full employment. it should not be 

inferred that the two schools are engaged in acrimonious debate . 

Latter-day Ricardians have a l ways seemed more in t en t on attac ki ng 

Cambridge. MassachUsetts than Chicago, and there is 1 ittle 

evidence that Chicago has heard of Sraffa. 

Al though modern Ric a rdians and the NRE group appear at first sight 

to have diametrically opposed views on the ilnportance or 

unimportance of expectations. we shall attempt to show that this 

is not in fact the case. If. at this stage, we may be permitted to 

provide a clue. both sclloo1s drgue that Keynes's treatment of 

expectations was ill-conceived. 
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The equilibrium position or state of rest which Ricardians have in 

mind is referred to as a centre ~ gravitat i on (CG). This CG 

emerges from the assumption of a uni form rate of profit. If 

entrepreneurs ar e free to move in and out of ventures as they 

please, it is argued th at in the long-run the system will converge 

upon an equilibrium in which there i s a uniform rate of profit. In 

the literature the CG prices arising fr om a uniform rate of profit 

are called natural prices or production prices [Levine, 1980a; 

Ricardo, ch.4; Sraffa. p.9] and shou ld be distfnguish e d from 

supply and demand { SO } prices. Both CG and SO .prices shou ld in turn 

be distinguished from the prices ac tually observed in the market 

[Ro ncaglia, 1978. p.126]. Since Sraffa's 1960 approach is 

concerned with neither market prices nor SO prices [Roncaglia. 

1978, pp!xvii , 16]. the condition of a uniform rate of profit does 

not guarantee th at supply will be equal to demand in the long-run 

[Roncaglia, 1978, p.16]. The long- run CG is therefore not 

necessarily one of full employment. Garegnani has indicated 

that although Ricardo's model is open as far as the level of 

emp loyment is concerned [1976, pp.42-3; 1972, p. 27B ], his 

analys is lack.s a theory of effective demand . The combination of a 

uniform rate of profit with Key ne s's pr'inciple of effective 

demand provid e s modern Ricardians with a CG that is not 

necessarily one of full employment [Eatwell. 1979, p.39]. S ince 

the principle of effective demand requires that a distinction be 

made between the functions of entrepreneurs and workers, the 

creatures intlab1ting modern Ricardian models are not all self ­

employed arti sa ns. 
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As noted above, modern classicists of the NRE variety maintain 

that the relevant economir: theory upon which RE should be impose!! 

is a general equilibrium model . The latter was under suspic i o~ 

before the RE rose to prominence [Fusfeld, p . 19]. although this 

seems to have escaped the NRE school's notice . Garegnani has 

pro v ided the fo1101-l1n9 critique of the neoclassical theory of 

capital . (A useful summary of his al'gument appears in Petri . ) 

If one assumes (as Wfcksell did) that the stock of capital is a 

given value, one is engaged in circular reasoning. If one assumes 

(as Walras did) that the stock of capital 1s a given vector of 

quantities, the model will not in general have a solution. 

E1 ther way. there fore. a theory of capi tal based on supply and 

demand analysis is indetel'minate. Perhaps the NRE approach ' would 

disagree, and argue (for example) that the Walrasian model does 

have a solution . Our point is s i mply that the NRE s chool has not 

responded to Garegnani's critique - as noted above, the two modern 

classical approaches seem to be unaware of each other's 

existence. 

The R1cardians argue that theo ry sh ould reflect the dominant or 

persistent forces 1n the system under consideration. Since the 

system will be buffeted by transitory occurrences, i t is unl i kely 

that the magnitudes actually observed from day to day (e.g., 

market prices) will coincide with the magnitudes posited by the 

theory (natural pri ces) . The transito ry or special occurrences 

are, however, dominated by the persistent forces and the 

magnitudes dictated by the latter provide the system with a CG 
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(natural prices) from wh i ch market prices will deviate from day to 

day . (See Eatwell , 1979 , p.2 ; 1982, p . 211; Harcourt, 1981, p . 41.) 

Ricardians accordingly concentrate on the relations that would 

obtain under a uniform rate of profit, arguing that economic 

theory can have little to say about day to day fluctuations in 

market prices [Eatwell, 1979. p.3]. The CG should in fact be 

regarded as impervious to such transitory occurrences. In 

describing the transition to a long - run equilibrium, Petri 

[p.248] remarks that: "All this time, it will be noticed, the 

(theoretically defined) equilibrium does not change: it is the 

'centre of gravitation to which the economy approaches closer and 

closer . ' " 

Eatwel1 [1982, p . 222] points out that the short-run supply and 

demand equilibrium is actually a position from which the economy 

"would tend to move away" since the persistent forces making for a 

uniform rate of profit dominate the forces mal<ing for such a 

short-run situation. Hence even if the short-run equilibrium 

appears to be stable. it cannot serve as a CG: 

Even if the functions determining the equil ibrium were 

such as to display mathematical stabllity (commodities 

were gross subst i tutes). the equ i librium would not be a 

centre of gravitation since those functions are based 

on data •. • which profit - maximising behaviour would 

tend to change. The issue of stability in neoclassical 

analysis is not as easy to disentangle from existence 
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as many of its pract iti oners have implied. [Eatwell. 

1982. p.226] 

It is because movements towards such short-run equilibrium can 

upset the equi1~brium position that neo - Walrasian economists 

have to resort to t~tonnement or recontract assumptions [Petri. 

p.256]. The t~tonnelnent aS5Ulnption pins, as it were, the supply 

and demand funct i ons to the page during any discussion about 

stability. Petri's above remarks indicate that the CG is 

unaffected by what might happen on the way there. 

The employment of a CG requires the belief that the persistent 

forces in the system dominate transitory or special occurrences. 

Modern Ricardians argue that such a belief is unwarranted in the 

case of supply and demand equilibrium since supply and deloand 

forces are too epllemeral to be distinguished from dis­

equilibrating forces, and the actions of the latter w111 in fact 

upset the equil i brium pos ited by s upp ly and demand [Garegnani. 

1976, p.38]. Similar sentiments have been expressed by others 

who do not share Ricardian beliefs [Lachmann, 1979, p. 7; 

Richardsoll, 1959. p.223]. 

The Ricardian critique of intertemporal equ ilibrium boils down to 

the fact that such an equilibrium is unstable. An equilibrium 

cannot serve as a CG if it is unstable [Petri, p.248]. 

Instability thus represents a situation in which the 

eq uilib ra ti ng and disequilibrating forces are confounded with 
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the result that the system is as likely to move away from 

equilibrium as towards it, and, if it moves away . the posited 

equilibrium will ;n fact shift . A similar objection has in fact 

been levelled against the Ricardian eG. In Lachmann' 5 view the 

argument which leads to the rejection of general supply and demand 

equil ibrium appl ies to the long-run equll ibrium of the Ricardians 

as well - in the long-run, no less than the short - run, the forces 

of change will continuously be 'interrupting the forces making for 

a uniform rate of profit [Lachmann, forthcoming]. Lachmann's 

criticism is reflected in Harcourt's [1981, pp . 49-50] remarks 

that: 

... the dynalnic nature of capitalist development with 

the embodiment of technical advances through invest­

ment expenditures is so rapid in most periods as not to 

all ow sufficient hi storical time for centres of 

gravity of a lasting nature to be formed. The 

factors that we need theoretically to take as constant 

in order to allow the centres of gravity which they 

imply to be struck (for example, by the forces making 

for the formation of normal prices) are changing as 

fast or even faster than the outcomes that the 

relationships between them are intended to determine. 

From this point of view there is no CG in either the short - or the 

long-run. 
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The assum ption of a uniform rate of profit forms a vita l yet weak 

l ink in the Ricardian system [ Harcour t . 1972, p . 169 ; Lachmann, 

1973 , pp.35-6]. As far as expectations are concerned, th e 

co ncept of a un iform rate of profit is ambig uous if agents 

enter t ai n 

[Robinson 

expec tation s 

and Eatwe-ll, 

which are 

p.182] . 

su bsequently 

The s ubjectiv e 

disapPointed 

nature of 

expectations is anathema to the Ricardlans , a lthough th ey do not 

deny that expectations will affect market prices - i n this sense 

expecta t i ons are on a par with other accidental events [Petri. 

p.256]. Garegnani go es further than simply denyi ng that 

expectat i ons are important by arguing that if expec tations are 

granted a prominent role. no un ambig uous co nclusio ns coul d be 

drawn [Gareg nani , 1978, p.347 ; 1979a, p.72; 1979b , p .1S3]. 

Garegna ni maintains that i n the long-run. ho wever, s ub ject ive 

expectations are insi gnifi cant when view ed in t he light of 

objective f ac tors [19790, p .73] . 

During the capital controversy. Cambridge (Engl and) seemed to 

pre se nt a united f ront against Cambridge (Massachusetts). But 

Harcourt [19 76 . p.41] has poin te d out that while " . .. t he critics 

of neoclassicism may be un ited against a common enemy. they are, 

in other respects, a heterogeneous co ll ec tion. s pI l t into at 

le ast three camps neo-Keynesian, neo - Marxian, and neo­

Ricardia n - wi th some members managing t o have feet in more than 

one camp at the same time." One of the con t en tious issues be tween 

the Keynesian and Ricardian camps is the r ol e to be accorded to 

expectations. In the afterglow of the cap ital controversy i t is 
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apparent that while Robinsoll found it convenient to have her foot 

in the Ricardian camp when attacking neoclassical theory. her 

attitude towards expectations is Keynesian. In an obvious aside 

to the Ricardians she observes [1980, pp. 139-40]; 

Objection is 

expectations 

el ernent 1 nto 

sometimes raised 

as introducing an 

analysis. But if 

to the emphasis on 

unduly subjective 

we cannot mention 

expectations, we cannot say anything at all. Any 

economic action, say, buying a bus ticket, is made with 

a view to its future consequences and is influenced by 

beliefs about what the outcome will be. 

Ricardians try to avoid expectations as far as possible, arguing 

that the correct procedure to be adopted with regard to 

expectations is " . . • to relate them uniquely to objective 

phenomena, so as to bypass them and relate the facts explainin~ 

the expectations directly to the actions of the individuals." 

[Garegnani, 1976. p.39] Expectations linked to such objectivf> 

phenomena can be regarded as "inescapable". If we were to appJy 

this argument to the example of the tides provided in chapter 6, 

fishermen linking their expectations to the relevant tide theory 

are entertaining inescapable expectations. 

Althou9h the NRE approach appears to emphasize the importance of 

expectations, while the contrary is true of modern Ricardians, 

their treatment of expectations Is rather similar. The NRF 

approach 1 inks expectations to underlying laws of motion 



(generating a natural rate of unemployment) and calls such 

expectations "rational." Modern Rlcardians link. expectations to 

an underlying CG (so as to bypass expectations) and call such 

expectations "inescapable." Whether expec ta ti ons assoc t a ted 

with known laws of motion or an under"lying CG should be regarded as 

expectations at all is perhaps a matter of taste. 

Although modern Rtcardians have links with the Post Keynesian 

school. their attitude towards expectations is un-Keynesian . 

The uneasy alliance between Keynesian and Ricardian elements in 

the Post Keynesian school [Harcourt , 1982, p. 4] has recently been 

in evidence . (See the Robinson [1979] - Garegnani [1979b] and 

levine [1980a] - Roncaglia [1980] exchanges.) In presenting 

the Keynesian view, Davidson [1981, p. 159) remarks that uIn a 

world where uncertainty and surpri ses are unavoidable, 

expe c tations have an unavoidable and significant effect on 

economic outcomes." The Ricardian view, however, is that 

", .. the procedure by which unobservable. 'expected' quantities 

are used as determinants of the system runs the risk. of depriving 

the theory of any definite results." [Garegnani, p.183) 

Readers of the Gen e ral Theory and Keynes's 1937 QJE article might 

express some amazeme n t that ;n the modern Ricardian inter­

pretation of the General Theory. expectations and uncertainty are 

of minor irnportan ce (see Eatwell. 1979, p.4D). Keynes was 

inclined, however, to use expectations when they suited his 

needs, and disregard them when they did not [Lachmann , 1977, pp. 
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142,159], and expositions on the role of expectations in the 

General !heory often reveal more about the interpreter than 

Keynes. 

In Lachmann's view, the indeterminacy introduced by expectations 

should cause no undue dismay,for it is intelligibility rather 

than determinateness that should be sought in the social sciences 

[Lachmann, 1977, p.68]. These are views that Lachmann shares 

wi th Keynes . 

.. . you ought not to feel inhibited by a difficulty in 

making the solution precise. It may be that a part of 

the errol' in the classical analysis is due to that 

attempt. As soon as one is dealing with the influence 

of expectations and of trans; tory experience, one;s. 

in the nature of things, outside the realm of the 

formally exact. [Collected Writings, XIV, p.2. 

emphasis added . ] 

Modern classical economists, whether avowing allegiance to lucas 

or Sraffa. are confronted with the problem of indeterminacy 

raised by Keynes. Modern Ricard1ans avoid the indeterminacy 

introduced by expectations by avoiding expectations. The NRE 

approach avoids such i ndeterminacy by making expectations 

determinate. 
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CHAPTER 8 CONCLUSION 

Although several di fferent schools of thought have been presented 

in the preceding ch<lpte r s . we have attempted to provide a unifying 

theme with the aid of the equilibrium-expe c tations -information 

framework. In Keynes ' s approach the equilibrium position is 

dictated by the principle of effective demand. In the 

neoclassical synthesis and the NRE approach, the state of rest is 

governed by supply and demand forces in the labour market . The 

only state of rest which interests the Rfcardians is a long-run 

centre of gravitation associated with a uniform rate of profit. 

The type of equil ibrium employed should be viewed in co njunction 

with the i ntol'mation made available to the agents in the model. 

Keynes puts the principle of effective demand through its paces in 

a world in which the state of rest is determined largely by the 

actions of the entrepreneurs. In the neoclassical synthesis, 

the state of rest requires a cooperative envi ronment in which 

firms and households are on an equal footing as far as bringillg 

about change 1s concerned. Such a cooperative economy Inay, l t 

course, be deemed appropriate by the model builder, but it 

reflects the approach that Keynes criticized . To employ the 

principle of effective demand in a cooperative environment is 

therefore not an accurate representation of Keynes's views. The 

state of rest envisaged by those who combine rational 

expectations with a natural rate of unemployment requires a 

cooperative environment. lucas goes so far as to suggest that the 
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essential features of a capitalistic economy can be captured in a 

model inhabi ted by sel f-employed artisans. The Ricardians apply 

the principle of effective demand in an entrepreneur environment. 

Since they have a long-run centre of gravitation in mind, however, 

their approach raises the question of whether the principle of 

effective demand can be accommodated within a l ong-run framework. 

(See Milgate [1983] and the book of readings in whictl Bharadwaj 

[1983] appears.) 

The uneasy alliance between Keynesian and Ricardian groups within 

the Post Keynesian schoo l is nowhere more in evidence than in 

their divergent attituJes towards expectations. The modern 

Ricardian approach is to avoid expectations as far as possible 

except insofar as they are tied to the long -r un ce ntr e of 

gravitation; in which case they can hardly be regarded as 

ant icipa tions of an unknown future. Whether such an attitude can 

be reconciled with chapter 12 of the General Theory and Keynes's 

1937 QJ£ article is an open question. 

Exponents o f the rational expectations approach argue that 

expectations should be compatible with the relevant economic 

theory, which . in the case of the NRE approach, is a general 

equilibrium model. For such a combination to be applicable, 

general equilibrium theory should be on a par with theories such 

as those describing the movement of heavenly bodies. the fall of 

an apple to the ground, or the expected value of the toss of a 

dice. When, as in the preceding examp les, there appear to be 
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unchanging laws underlying such occurrences, different people 

are likely to have similar "expectations." SUCII expectations are 

best regarded as convergent. The presence of diverge nt 

expectations. on the other hand is a reflection of our ignorance 

of a Kno wn un derlying structure. or as Keynes [1937] remarks, "We 

sim pl y do not know." 

Battles have been fought in the past over the distinct ion between 

risk and uncertainty. While recent ye ars have witnessed a renewed 

interest in the role of expectations, too little emphasis has been 

plac ed on La c hmann 's important distinction between converge nt 

and divergent expectations . In the presence of fundamental 

uncer t ainty. divergent expec tati ons will be the order of the day. 

In situations where laws of probability can be identified, 

expectation s will t end to be convergent. The presence of 

divergent expectat ion s in a speculative mark~t i s not synonymous 

with market chaos. In fact. as Keynes's bulls and bears 

equilibrium indicates, a speculative market is brought to a state 

of rest by this very div er gen ce of opinion. 

At first sight the rational expectations and Ricardia n sc hool s 

appear to have totally di f ferent a ttitudes towards the importance 

of expectations. Once the distinction between convergent and 

divergent expectatio ns is made. however, it is apparent t hat ooth 

approaches ha ve converge nt expectatio ns in mind. The rational 

expectations approach argues t hat the expecta ti ons of the agents 

in the model s ho uld be in lin e with t he expec tations of the mode l 
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builder. If, therefore, the agents in the mode l were to entertain 

divergent expectations, this would be a reflection that the model 

builder is in at least two minds himself as to which economic 

theory is relevant. 

At least four types of equil ibria have been identified in the 

preceding chapters . Let us in conclusion inves tigate what meaning 

can be ascribed to the term disequilibrium. 

A model which has an equal number of unknowns and equations and has 

a solution, specifies what will happen when all the equations are 

satisfied, but ca nnot say what might happen if they are not. In 

other words, equi librium models are concerned with equilibrium 

positions and Cdn have virtually nothing to say about 

disequilibrium situations. unless of course reference is being 

made to "events U taking place during the tltonnement process. 

when in fact no events are allowed to take place! If the task of 

the auctioneer is to ensure that only equil i brium events may take 

place, all equilibrium models require an auctioneer. 

When equilibrium is regarded as a state of rest . it is possib le to 

regard a situation in which markets do not c lear as an eq ui libri um 

position. Within a framework in which markets do clear. such non­

market clearing positions appear to represent disequilibrium 

situations_ Hence, from the vantage point of a flexprice general 

equilibrium mOdel. fixprice models appear to constitute 

disequilibrium .ana ly sis. just as from the vantage point of 
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fixprice models, the flexprice solution appears to represent a 

disequilibrium situation . Use of the term disequilibrium i~. 

this sense requires two models, each specifying a different state 

of rest. Each approach ~ on its own parade ground , constitutes 

equilibrium analysis. 

tht s way, it may be 

di sequil ibrium. 

When the term disequilibrium is used 1n 

more accurate to refer to relativ~ 

Various writers have have argued that the General Theory 

constitutes disequilibrium analysis. This it may no doubt be, 

if. f or example, the framework of reference is supply and demand 

analysis. Since the disequilibrium involved is a relative one, 

however, the argument can be turned on its head. In an 

entrepreneur environment, the prfnciple of effective deman,j 

generates an equilib r ium position . and within such a framework. 

the state of rest dictated by supply and demand forces in the 

labour market is a disequilibrium position. In other words. the 

neoclassical approach can be regarded as disequilibrium 

economics. relative to that of the General !heory. 

The employment of an equilibrium approach requires the belief 

that the equilibrating for ces in the system dominate the 

disequilibrating ones [Lachmann, forthcomi ng] . Alternatively. 

one may argue th at economic theory should embody the persis tent 

(as opposed to the transient) forces in the system [Ml1gate. 

1983]. the implicit assumption being that the persistent forces 

dominate transient or chance occurrences, In a flexprice general 
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equ l1ibrium model. the equilibrating forces associated with 

supply and demand are assumed to ov~rshadow any dl se quil ibrating 

forces such as for example disappointed e xpect a tions, income 

effec t s and te ch nologi cal change. (It sho uld also be noted that 

the equilibrating forces in one market - say th e mark.et for 

potatoes - may dominate the disequil ibrating forces in that 

market, but that tho se forces which bring about equilibrium 1n the 

potato market. may be disequil 1brating forces in another ma r ket 

[Lachmann, 1977, pp . 190-91J.) 

In Keynesls static and stationary mOdels, the potentially 

disequil ibrating forces a re dom1nated by the forces moving the 

system to a state of rest. The persistent forces embodied in the 

pd nci pl e of effecti ve demand are presumed to overshadow any 

potentially disequilibrating events such as those arising from 

dIsapPointed short-term expectations . The equilibrium position 

1s dictated by the state of long-run ex pectations, and these are 

taken as given in these two models. 

In what Kregel [ 1976] refers to as the model o f shifting 

equilibrium. disap poin ted short-run expectations are permitted 

to affect the state of long-run expe c tations. It is the latter 

which (via the principle of effective de mand) generat es the state 

of rest for the system. Hence, th e work of the equil ibrating or 

persistent for ces are continuously being interrupted by the 

forc es of c hange . with the system moving towards an equil ibrium it 

IAay never reach. Suc h a view of the economic system is al so the one 



140 

emerging from lachmann's writings: 

In a kaleidic society the equilibrating forces, 

operating slowly. especially where much of the capital 

equipment is durable and specifi c. are always 

overtaken by unexpected change before they have done 

their work., dnd the results of their operation 

disrupted before they can bear fruit. .. . Equilibrium 

of the economic system as a whole will thus never be 

reached. Marshallian mark ets for individual goods mdy 

for a time find their respective equilibria. The 

economic system never does . What emerges from our 

reflections is an image of the market as a particular 

kind of process, a continuous process without 

beginning or end, propelled by the interactio n between 

the forces of equilibrium and the forces of change . 

General equilibrium theory only knows interaction 

between the former . [Lachmann, 1976a, pp. 60-1] 

Young expressed similar i deas in 1928 : 

... the counter forces which are continually defeating 

the forces which make for economic equil ibrium are more 

pervasive and more deeply rooted than we commonly 

realize [Young , p . 533) . 

We may hesitate to !'egard as equilibrium analysis an approach 

which suggests that the equilibrating forces never have time to 

complete their task. On the other hand it may be equally 
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misleading to consider it as disequilibrium economics. Such an 

approach is. in effect, casting doubt on whether the allegedly 

dominant or persistent forces are really dominant at all. Under 

such circumstances the employment of an equl1 ibrium framework is 

inappropriate. There may be times when we are unable to identify 

any systematic or dominant forces. There may be times when we 

simply do not know. 
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