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			The General Theory of Employment, Interest and Money

			A revolutionary social approach to achieving full employment

			On 5 February 1936, John Maynard Keynes published his General Theory of Employment, Interest and Money, which was the fruit of six years’ uninterrupted labour. This was just two days after the inauguration of the Cambridge Arts Theatre, the construction of which had been almost entirely funded by Keynes, whose wife Lydia Lopokova (Russian ballerina, 1892-1981) starred in the first performance held there. Naturally, this gave rise to no small number of jokes about which of the two events was nearer and dearer to Keynes’s heart. Shortly afterwards, Keynes suffered a heart attack which forced him to reduce his workload, but his weakened physical state did nothing to change the fact that the Keynesian Revolution was now in full swing.

			The General Theory is generally considered to be Keynes’s masterpiece, and represents a pivotal moment in the evolution of economic theory. In order to fully understand its message, we must first examine the life of its author and the historical context in which it was written. Keynes was an intellectual, a professor of economics at Cambridge, a talented debater, a civil servant, a financial speculator and a lover of the theatre who issued a challenge to traditional economic theory by offering a more socially-based alternative.

			The book’s target audience comprises his fellow economists who remained loyal to classical economic theory, even though it had proven itself incapable of resolving the economic problems of the “real world” (p. 306), meaning problems related to unemployment and the trade cycle. At the time the General Theory was written, the world was still locked in the grip of the Great Depression, and Keynes was determined to demonstrate that the facts refuted the hypotheses put forward by classical theory.

			Political laissez-faire was the cornerstone of classical economic theory, based – wrongly, according to Keynes – on the assumption that this was the key to preventing unemployment. He noted that his aim was not to attack the superstructure of economic theory, as he believed that it had been “erected with great care for logical consistency” (p. v); on the contrary, he hoped to create a general analytical framework which would encompass all of the theory which his peers were trying to express through more specific, abstract examples.

			While classical economic theory was more focused on the laws that govern the economics of production, Keynesian economics analyses the ways that the various components of aggregate demand – meaning investment and the consumption of goods and services – interact within economic systems during periods of sluggish growth or recession. Keynes used this analysis to show why state intervention and recovery policies are the most effective ways of overcoming an economic crisis and dealing with high unemployment rates, even if this results in a budget deficit. Keynes’s key idea was that economics can be social in nature.

			The use of the word “general” in the title symbolises Keynes’s subversion of established economic theory. While the concept of “underemployment equilibrium” is the cornerstone of Keynes’s colossal theoretical structure, the concepts of “effective demand” and the “consumption function” are two other key tools that he developed to show that the prevailing confidence in the market’s capacity to regulate itself was ill-founded, as the facts proved the opposite to be true.
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					Underemployment equilibrium: a situation which falls short of achieving full employment, even though wage supply and demand are in equilibrium.

					Effective demand: the sum of all spending which determines the aggregate income of an economic system.

					Propensity to consume: the relationship between a community’s revenue and its spending for the purpose of consumption.

					Speculation: a risky financial procedure which involves anticipating market fluctuations and buying goods with the aim of re-selling them later at a profit.

			

		

				

			


		
			Context

			The author: John Maynard Keynes

			The birth of an economist

			John Maynard Keynes was born in Cambridge on 5 June 1883. As a boy, Keynes was shy, extraordinarily intelligent and somewhat arrogant. His academic success at Eton gave him the opportunity to study mathematics and classics at King’s College, Cambridge. During his studies there he met Alfred Marshall (British economist, 1842-1924), whose influence led him to focus his attention on the field of economics.

			During his time at university, Keynes joined the Cambridge Apostles, a semi-secret debating society whose other members included many individuals who would go on to shape the British cultural landscape. Keynes formed particularly close relationships with Duncan Grant (Scottish painter, 1885-1978), intellectuals such as Bertrand Russell (British philosopher, 1872-1970) and George Edward Moore (British philosopher, 1873-1958), and novelists such as Lytton Strachey (1880-1932) and Virginia Woolf (1882-1941).

			Keynes was chiefly interested in the worlds of business and politics, and displayed a pragmatic attitude towards both. After finishing his studies, he took the civil service entrance exam and was offered a position in the India Office.

			
				
					Did you know?

					The person who places first in the entrance exam for the British civil service is traditionally offered a position in the Treasury. In an ironic twist of fate, Keynes only managed to place second because of a poor result in the economics section of the test!

				

			

			The first forays into writing

			Keynes’s light workload at the India Office gave him the opportunity to write the first draft of a treatise on the Indian monetary system (published in 1913 under the title Indian Currency and Finance) and an essay on probability theory. Although Keynes had never considered his academic career a priority, he resigned from the civil service in 1908 to return to King’s College.

			In 1909, the first draft of what would eventually become A Treatise on Probability (published in 1921) paved the way for him to begin actively teaching at Cambridge, and he went on to become a lecturer on economic science, a fellow of King’s College and, thanks to Marshall’s support, editor-in-chief of The Economic Journal and secretary of the Royal Economic Society.

			World War I: a turning point

			The publication of Indian Currency and Finance brought Keynes sufficient renown for him to be offered a post in the Royal Commission on Indian Currency and Finance, where he enjoyed great professional success. Against the advice of his pacifist friends, he took a position in the Treasury just before World War I (1914-1918) broke out, and continued to work there until 1919. Keynes’s stated ambition was to find innovative solutions for a variety of problems related to financing the war effort, particularly with regard to managing the terms of credit between Great Britain and its wartime allies, and this led him to take part in many of the secret international negotiations of the time.

			At the end of the war, Keynes was made the representative for the Chancellor of the Exchequer to the 1919 Paris Peace Conference. However, he resigned before the Treaty of Versailles (1919) was signed due to his frustration over being unable to participate in the negotiations.

			
				
					The Treaty of Versailles

					The Treaty of Versailles is a peace treaty which was signed during the Paris Peace Conference (1919-1920). It officially brought World War I to an end and obliged Germany to pay the staggering – and unjust – sum of 132 billion marks in war reparations. No country could possibly have hoped to pay such a towering sum.

				

			

			Keynes then wrote The Economic Consequences of the Peace (1919), a book which brought him into the heart of British politics and made him a household name throughout Europe. He used this book to publicly denounce the foolhardiness which led the negotiators at the Peace Conference to demand extortionate reparations from Germany, regardless of the accusations of treachery to the British establishment which were levelled at him as a result. Keynes believed that these heavy sanctions would provide a breeding ground for growing poverty, political extremism and the stirrings of insurrection.

			After resigning from his position at the Treasury, Keynes was appointed to the board of directors of the Provincial Insurance Company and of the National Mutual Life Assurance Society, and he was soon appointed chairman of the latter. During this time he also published his completed Treatise on Probability (1921) and A Tract on Monetary Reform (1923).

			Keynes and politics

			In 1926, Keynes published The End of Laissez-Faire, in which he suggested that the state should take a more active role in regulating the economy in order to ensure that it remained fair, free and effective, especially given the rising threat from totalitarian regimes in Italy, Germany and the Soviet Union. He also accepted a role as a government consultant for a public works project created by the Liberal Party as a way to combat unemployment. In the early 1930s, when the British economy was flagging due to the Great Depression, he was appointed chairman of the Economic Advisory Council and a member of the Committee on Finance and Industry, and published his Treatise on Money (1930).

			
				
					The Great Depression

					The Great Depression is the most common name for the recession that struck the global economy following the famous Wall Street Crash, which took place between 24 and 29 October 1929, with these two dates being known as “Black Thursday” and “Black Tuesday” respectively. This crisis is considered one of the most significant economic events of the 20th century because of its lengthy duration, its severity and the number of countries it affected.

					To give you an idea of the extent of the economic disaster, nearly 13 million shares were sold at a loss on 24 October 1929, while 10 million securities were put on sale on 29 October, even though their value had dropped by more than half. The resulting financial crisis had numerous consequences, the most striking of which was the exponential rise in the United States unemployment rate over the next three years: from two million unemployed people in 1929, it rose to four million in 1930 and reached eight million in 1931.

				

			

			By this stage, Keynes was universally regarded as a key player in the British political landscape – so much so that he was invited to the White House in 1934 to meet the President of the United States, Franklin D. Roosevelt (1882-1945). Roosevelt held Keynes in very high esteem, and had just implemented the New Deal, a comprehensive nationwide intervention policy which aimed to rebalance the American economy.

			
				
					The New Deal

					The New Deal is the name given to the programme of government intervention implemented by the American President Franklin D. Roosevelt between 1933 and 1937, which aimed to pull the country out of the Great Depression. Roosevelt’s approach involved taking measures to combat poverty and to protect the general public.

				

			

			This programme introduced regulations limiting extreme forms of oligopolistic capitalism and speculative economics, laws restricting the powers granted to trusts (large companies which dominated one or more industrial markets), restructuring of the credit system and tax reforms. It also introduced a minimum wage, a large-scale public works programme and a social security law which safeguarded most workers’ right to retirement.

			In 1936, Keynes published The General Theory of Employment, Interest and Money, which proved tremendously successful and cemented his reputation as an eminent economic theorist.

			After spending some time convalescing following a heart attack, Keynes resumed his work for the British Treasury in 1940 on the personal invitation of Winston Churchill (British politician, 1874-1965), who had by then been elected Prime Minister (1940-1945). Keynes was an advisor to the Chancellor of the Exchequer at the start of the Second World War (1939-1945), and a year later he was appointed to the Court of Directors of the Bank of England. In 1941, Keynes’s social ascension reached its peak when he was named Baron of Tilton.

			From then on, his diplomatic activity was focused on resolving problems related to international economic relations. He made many trips to the United States in order to negotiate the conditions for loans taken out by Britain to subsidise the war effort.

			When the war was coming to an end in 1944, he was a key member of the British delegation at the Bretton Woods Conference. He and his American counterpart Harry Dexter White (American economist, 1892-1948), with whom he had paved the way for the negotiations, were the central figures of the conference. Keynes’s goals were to ensure that the terms of the agreement reached by the Allies were equitable for the United Kingdom, and above all to ensure that the agreement was capable of counterbalancing the economic power of the United States, which was the least weakened of the Allied nations, and its predominance in establishing the new world order.

			In 1946, an ailing Keynes, first Baron of Tilton, retired to his country house in Firle, where he died on 21 April aged 62.

			Context and background

			The 1930s: economic stability versus the Great Depression

			During the reconstruction period that followed the First World War, the main concern in European economics was to rebuild production structures which would from then on be focused on the necessities of peace instead of the necessities of war: in other words, structures which would be capable of rebuilding trust between European nations.

			At that time, the British economy was caught between its fear of being displaced as a global financial hub by the rapidly expanding American economy and the inertia of an economy in recession.

			Winston Churchill, who at that time was the Chancellor of the Exchequer, believed that in order to navigate this situation it was necessary to ensure the pound sterling’s supremacy on the global financial market. As such, he reintroduced the gold standard in Britain in 1925, which restored the sterling-dollar exchange rate to what it was prior to the war.

			
				
					The gold standard

					The gold standard is an international payment system which creates a direct link between the amount of money in circulation and a country’s gold reserves. It therefore allows fixed exchange rates to be established between different currencies. For example, if a banknote in one currency can be converted into ten milligrams of gold and an equivalent banknote from a different currency can be converted into two milligrams of gold, one unit of the first currency would be worth five times more than one unit of the second currency.

					In practice, this kind of agreement means that paper money can always be converted into gold. Central banks then use interest rates to ensure that the relationship between the amount of money in circulation and the country’s gold reserves remains stable, as this is necessary in order to sustain trust in a currency’s stable value and to increase the likelihood of avoiding capital flight. Furthermore, assuming that interest rates are equivalent to the price

				

			

			
			
					On the one hand, it involved implementing an austerity policy which also left the British government itself trapped, given that it was suffering from a budget deficit and could no longer launch public spending programmes without losing international credibility.

					On the other hand, Keynes predicted that it would have terrible repercussions on British industrial production. According to Keynes, the pound sterling was valued too highly in comparison to the dollar and would quickly lose competitiveness in terms of exports. Indeed, in 1926 (one year after the gold standard was imposed), the British unemployment rate rose to 20% of the active population and drove the British economy into a recession which would later be compounded by the economic crisis of 1929. On an international level, this crisis caused trade to plummet: in 1932, world exports dropped by 72% in value and by 60% in volume. By the end of 1936, the quantity of British exports had dropped by two thirds in comparison to 1929.

			

			The role of the state
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