John Maynard Keynes The General Theory 1

John Maynard Keynes The General Theory

Downloaded from template-
dev.mobaptist.org by Saige & Mariana

John Maynard Keynes The General
Theory

INTRODUCTION: THE MAN WHO CHANGED
ECONOMICS

In the pantheon of economic thought, few figures stand as tall as
John Maynard Keynes. His magnum opus, The General
Theory of Employment, Interest and Money (published in
1936), remains one of the most influential and contested works
ever written. Before Keynes, the prevailing economic orthodoxy
held that markets were self-correcting and that depressions were
temporary, painful but necessary adjustments. John Maynard
Keynes The General Theory shattered this consensus, offering
a new framework for understanding why economies can get stuck
in prolonged slumps and, crucially, what governments can do
about it. This article explores the core ideas of this revolutionary
book, its historical context, its policy implications, and its
enduring legacy.

HISTORICAL CONTEXT: THE FAILURE OF CLASSICAL
ECONOMICS

To grasp the revolutionary nature of John Maynard Keynes The
General Theory, one must first understand the intellectual

climate of the early 20th century. The dominant school of
thought, often called classical economics, was rooted in the ideas
of Adam Smith, David Ricardo, and Jean-Baptiste Say. Its central
tenet was Say's Law, which, in its simplest form, states that
"supply creates its own demand." The logic was that the very act
of producing goods generates enough income for those goods to
be purchased. Any temporary glut would be corrected by falling
prices and wages, restoring full employment automatically.

The Great Depression of the 1930s presented an insurmountable
challenge to this view. Unemployment in the United States
soared to over 25%, and industrial production collapsed. In
Britain, Keynes' home country, the situation was dire as well. The
classical prescription - austerity, balanced budgets, and wage
cuts - seemed only to deepen the misery. Markets were not self-
correcting; they were stuck. It was against this backdrop of
human suffering and theoretical bankruptcy that Keynes wrote
his masterpiece.

The Problem of Involuntary
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Unemployment

A key innovation of John Maynard Keynes The General
Theory was the concept of involuntary unemployment.
Classical economists argued that any worker willing to work at
the prevailing wage could find a job. If wages were too high, they
needed to accept a cut. Keynes disagreed. He argued that
workers could be willing to work for less, but still find no jobs
because there simply wasn't enough demand for the goods they
would produce. This was not a matter of worker stubbornness but
a fundamental failure of the economic system. The book thus
shifted the focus from microeconomic wage flexibility to
macroeconomic aggregate demand.

CORE CONCEPTS OF THE GENERAL THEORY

Keynes built his theory around several novel and interconnected
concepts that directly challenged the classical framework.
Understanding these ideas is essential to appreciating the depth
of his contribution.

Aggregate Demand and
Effective Demand

At the heart of John Maynard Keynes The General Theory is
the concept of effective demand. This is not just total spending
in the economy, but the point where the aggregate demand

curve intersects the aggregate supply curve. Keynes argued that
the level of output and employment in an economy is determined
not by the capacity to produce, but by the willingness of
consumers, businesses, and governments to spend. If total
spending (consumption + investment + government
expenditure) is insufficient, firms will produce less and lay off
workers. The economy can settle at an equilibrium below full
employment - a deficient-demand equilibrium - contradicting
the classical assumption that full employment was the natural
state.

The Propensity to Consume
and the Multiplier

Keynes introduced the psychological law of the propensity to
consume: as income rises, consumption also rises, but by less
than the increase in income. This means that saving becomes a
larger proportion of income as people get wealthier. While saving
is virtuous for an individual, it can be a vice for the economy if it
is not matched by an equal amount of investment spending. This
is the famous paradox of thrift.

Building on this, Keynes' disciple Richard Kahn developed the
multiplier, which Keynes incorporated into his theory. The
multiplier shows that an initial increase in spending (say,
government investment in public works) leads to a larger final
increase in national income, as the spending circulates through
the economy. A dollar spent becomes someone else's income,
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who then spends a portion of it, and so on. This concept provided
a powerful theoretical justification for fiscal stimulus during
recessions.

Liquidity Preference and
the Rate of Interest

In classical economics, the interest rate was seen as the price
that equates saving and investment. Keynes turned this on its
head. In The General Theory, the interest rate is determined by
the supply and demand for money, not saving. He introduced the
concept of liquidity preference: people's desire to hold cash
rather than bonds. This desire is driven by three motives:

* The transactions motive: holding cash for everyday
purchases.

e The precautionary motive: holding cash for unexpected
emergencies.

* The speculative motive: holding cash to take advantage
of future changes in interest rates.

Keynes argued that when uncertainty is high, people's liquidity
preference increases, pushing interest rates up. High interest
rates then discourage investment, further reducing aggregate
demand. Crucially, he warned that monetary policy could become
ineffective during a liquidity trap, where interest rates are so
low that people hoard any additional money rather than lending it
out. In such a scenario, government spending becomes the only

reliable tool to boost demand.

THE BREAK FROM CLASSICAL ECONOMICS

John Maynard Keynes The General Theory was not just a
collection of new ideas; it was a direct assault on the foundations
of the classical school. The book's title itself is a polemical
statement. Keynes argued that classical economics was a
"special case" that applied only under conditions of full
employment. His theory, the General Theory, was meant to
explain the more common reality of an underemployed economy.

Rejection of Say's Law

Keynes explicitly rejected Say's Law. He argued that money is not
merely a veil over barter transactions but plays an independent
and disruptive role. People can decide to hoard money, breaking
the link between production and spending. A decision to save
does not automatically become a decision to invest. This
hoarding can lead to a shortfall in aggregate demand, causing
unemployment.

Wage Rigidity and Money
lllusion

Classical economists argued that cutting wages would restore full
employment. Keynes countered that even if workers agreed to
nominal wage cuts, this could reduce aggregate demand further



because workers have a higher propensity to consume than
capitalists. Moreover, he observed that workers resist nominal
wage cuts (a phenomenon later called money illusion) but are
often willing to accept a reduction in real wages through inflation.
This psychological resistance, along with institutional factors like
labor contracts, makes wages "sticky downward." Therefore,
wage cuts are neither practical nor effective as a cure for mass
unemployment.

POLICY IMPLICATIONS: THE CASE FOR ACTIVE
GOVERNMENT

Perhaps the most enduring legacy of John Maynard Keynes
The General Theory is its profound implications for economic
policy. If the private sector could not guarantee full employment,
the public sector had to step in. Keynes famously compared
government spending during a depression to digging holes and
filling them up again, as even useless spending would set the
multiplier in motion. His practical advice was far more sensible.

Fiscal Policy Over Monetary
Policy

Keynes was skeptical of the power of monetary policy, especially
in a deep slump. While he acknowledged that lower interest rates
could stimulate investment, he believed that the demand for
investment was relatively insensitive to interest rate changes
(inelastic). More importantly, in a liquidity trap, monetary

expansion becomes "like pushing on a string." The central bank
can create money, but it cannot force banks to lend or businesses
to borrow. Therefore, the primary tool for fighting a depression
had to be fiscal policy: government spending and tax cuts.

Deficit Spending and
Counter-Cyclical Policy

Keynes argued that during a recession, the government should
run a deficit - spending more than it collects in taxes. The
resulting increase in aggregate demand would boost output and
employment. During a boom, the government should run a
surplus to cool the economy and pay down debt. This is the
essence of counter-cyclical fiscal policy. It was a radical
departure from the pre-Keynesian orthodoxy of balanced budgets
at all times. The idea was not to abandon fiscal responsibility, but
to recognize that the budget should be balanced over the
business cycle, not every single year.

LEGACY AND CRITICISM

The influence of John Maynard Keynes The General Theory
on both economic theory and policy cannot be overstated. For
roughly three decades after World War Il, from the late 1940s to
the early 1970s, Keynesian economics was the dominant
paradigm in most Western economies. Governments actively
managed demand through fiscal and monetary policy. The result
was a period of unprecedented economic stability, low
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unemployment, and high growth, often called the "Golden Age of
Capitalism."

The Keynesian Consensus
and Its Critics

The post-war consensus began to unravel in the 1970s with the
arrival of stagflation - a combination of high inflation and high
unemployment that Keynesian theory struggled to explain. This
gave rise to new challenges from:

e Monetarism (Milton Friedman): Revived the quantity
theory of money and argued that inflation was always a
monetary phenomenon. Friedman also argued that activist
fiscal policy was destabilizing due to "long and variable
lags."

e New Classical Economics (Robert Lucas): Emphasized
rational expectations, arguing that anticipated policy
changes have no real effect on output. They revived the
idea that markets clear continuously, making
unemployment largely voluntary.

e Supply-Side Economics: Focused on tax cuts and
deregulation to boost production rather than demand.

Despite these attacks, the core insights of The General Theory
have proven remarkably resilient. The 2008 Global Financial
Crisis and the subsequent Great Recession led to a major revival
of Keynesian thinking. Governments around the world

implemented massive fiscal stimulus packages, and central
banks engaged in unconventional monetary policies (quantitative
easing) precisely because of the fear of a liquidity trap - a
concept straight out of Keynes. The COVID-19 pandemic in 2020
saw an even more dramatic embrace of Keynesian policies, with
governments providing direct cash transfers and extensive
support programs.

Enduring Relevance in a
Post-Keynesian Era

Modern economics has largely absorbed the lessons of John
Maynard Keynes The General Theory into a neoclassical
synthesis. This hybrid framework combines Keynesian
macroeconomics with microfoundations based on rational
behavior. However, the core message remains: unemployment
due to insufficient demand is a real possibility, and government
intervention can be a powerful stabilizing force. The debate today
is not whether government should intervene, but how much and
in what form - a debate that Keynes himself would recognize.

CONCLUSION

John Maynard Keynes The General Theory was more than
just a book; it was a paradigm shift. It provided a new language
for understanding depressions, a new set of tools for managing
economies, and a new justification for government action in the
face of market failure. While the specifics of Keynes' theory have



been debated, refined, and sometimes discarded, his central
insight - that aggregate demand is the primary driver of
economic activity in the short run, and that economies can get
stuck with mass unemployment - remains as relevant today as it
was in 1936. From the fiscal responses to the Great Recession
and the COVID-19 pandemic to ongoing debates about secular

stagnation and inequality, the ghost of Keynes, and his profound
General Theory, continues to shape our economic world.
Understanding his work is not merely an exercise in intellectual
history; it is essential for anyone who wishes to understand the
economic forces that shape our lives.
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