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1

INTRODUCTION

The Great Depression of the 1930s was one of the most dramatic
economic events of the last century. It shook economists’ belief in the
existence of self-adjusting forces and prompted Keynes to write his master-
work, The General Theory of Employment, Interest and Money (1936). His aim
in this book was to justify the possibility that the economy might be stuck
in a state of underemployment, which he qualified as involuntary unem-
ployment and which, he claimed, could be remedied only through state
interventions.

A large majority of economists soon rallied to Keynes’ views and praised
his enterprise as a success. Nobody objected to the involuntary unemploy-
ment concept because, in the wake of the Great Depression, it looked
evident that the prevailing mass unemployment was involuntary. It took
economists several decades to realise that important stumbling blocks
were standing in the way of the integration of this concept into neoclassi-
cal theory. At the end of the 1960s and in the 1970s Milton Friedman and,
later, Robert Lucas and his new classical colleagues launched a scathing
criticism of Keynesian theory bearing on both its conceptual consistency
and the efficiency of its policy prescriptions. Involuntary unemployment
was not the central target of their attack, yet it became a collateral victim.
So-called New Keynesian economists reacted by constructing new involun-
tary unemployment models built on stronger microfoundations. However,
while still claiming that the functioning of the market system could be
marred by market failures, they gradually ceased to put the defence of
involuntary unemployment on top of the agenda, thereby implicitly giving
in to the Lucasian criticism that theoretical conversations would lose
nothing by dispensing with it. The aim of my book is to recount and
ponder this demise.

Why devote a whole book to a concept that to all appearances has
failed? Several justifications can be offered. First of all, the possibility
cannot be discounted that, in spite of its present disrepute, involuntary
unemployment will return to prominence in the future. Moreover, invol-
untary unemployment has played a central role in the development of
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macroeconomics – it was once deemed to be the sine qua non of
macroeconomics. Hence its study may constitute a powerful angle of
attack for the understanding of the broader evolution of macro-
economics. Finally, this concept has been the object of heated debates,
defended and attacked by prominent economists with equal vehemence.
Witness the following two quotations from Mancur Olson and Robert
Lucas:

There are, of course, large numbers of people who voluntarily
choose not to work for pay (such as the voluntarily retired, the
idle rich, those who prefer handouts to working at jobs, those who
stay at home full time to care for children, and so on) and, given
the way unemployment statistics are gathered in the United States
and other countries, no doubt some of these show up in the
unemployment statistics. Yet common sense and the observations
and experiences of literally hundred of millions of people testify
that there is also involuntary unemployment and that it is by no
means an isolated or rare phenomenon . . . Only a madman – or
an economist with both ‘trained incapacity’ and doctrinal passion
– could deny the reality of involuntary unemployment.

(Olson 1982: 195)

Involuntary unemployment is not a fact or a phenomenon which
it is the task of theorists to explain . . . It does not appear possible,
even in principle, to classify individual unemployed people as
either voluntary or involuntarily unemployed depending on the
characteristics of the decision problem they face. One cannot,
even conceptually, arrive at a usable definition of full employment
as a state in which no involuntary unemployment exists.

(Lucas 1978: 315)

A concept that gives rise to such trenchant views must be of some interest!
To the layperson, the expression ‘involuntary unemployment’ raises no

eyebrow. Perhaps the usefulness of the ‘involuntary’ modifier could be
questioned because of its redundancy – leaving aside a small proportion
of profiteers, unemployment seems involuntary by definition. A philo-
sopher might have a different attitude, realising that a basic philosophical
issue, freedom, is hidden behind this modifier – a theme on which Aris-
totle pondered in his Nichomachean Ethics, on which I will reflect in
Chapter 14. Turning to economics, it is clear that theorising involuntary
unemployment proved to be more difficult than expected.1 Is this diffi-
culty due to a defect of economic theory or is it rather that, in spite of its
prima facie plausibility, the involuntary unemployment concept is of little
use when it comes to economic theory?

I N T R O D U C T I O N
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Unfortunately, no compelling answer can be given to this question. Let
me just point out a few factors that are responsible for the complexity of
the problem. First, for better or worse, economic theory is about human
choice. It is predicated on the optimising rationality assumption: eco-
nomic agents are depicted as making constrained optimising choices. The
question then arises of how a theory which is premised on such an
assumption might be left with non-chosen results. Another factor is that
involuntary unemployment was only one element within Keynes’ broader
programme. Hence the challenge facing Keynesian authors was not just to
demonstrate involuntary unemployment. Such a demonstration had also
to prove to be congruent with the other facets of Keynes’ programme. As
will be seen, several decades had to pass before involuntary unemploy-
ment models saw the light of day, at which juncture it turned out that
their success occurred at the expense of other elements of his pro-
gramme. This in turn raises the question as to whether it is worthwhile to
give priority to the involuntary unemployment aim over the others.
Finally, involuntary unemployment is a value-laden concept. Most of the
authors who have set forth the task of demonstrating it wanted to bring
out something deeper, a flaw in the functioning of the capitalist economy.
Actually, to them, involuntary unemployment seemed to be the market
failure par excellence. Involuntary unemployment thus carries a symbolic
charge and constitutes a rallying banner for those who do not believe in
laissez-faire. The opposite is true for its opponents, their rejection usually
going hand-in-hand with an endorsement of the free market.

In order to disentangle these issues, I will critically examine the differ-
ent explanations of involuntary unemployment that have been offered,
starting with Keynes’ The General Theory and ending with New Keynesian
developments up to the end of the 1980s, as well as the criticisms that
have been levelled against them. My investigation does not claim to com-
prehensiveness. Instead of trying to cover the whole range of models that
have been proposed, my attention will be limited to seminal contribu-
tions.2

Most of my book will follow a historical thread except for the three
chapters forming Part I of the book. Written in a retrospective spirit, they
pursue the twofold aim of clarifying the concepts that will be used subse-
quently and of constructing the benchmarks against which my historical
analysis will proceed.

In Chapter 2, I compare different definitions of involuntary unemploy-
ment and justify my endorsement of the ‘breaching the reservation wage
principle’ definition. I also emphasise the need to make a distinction
between involuntary unemployment and underemployment. Finally, I
bring to the fore the ambiguity of the notion of full employment, of which
no less than six different meanings are shown to be possible.

In most of the models that will be surveyed, labour market rationing

I N T R O D U C T I O N
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and involuntary unemployment are considered synonymous. This is also
the definitional line that I shall adopt. Chapter 3, ‘From labour rationing
to (involuntary) unemployment’, stands as an exception in this respect
since it explores the consequences of drawing a distinction between
labour rationing and unemployment. That is, labour rationing exists when
a given labour market features an excess supply of labour while unemploy-
ment refers to the specific activity of job searching. The former can be
viewed as a necessary yet insufficient condition for the latter. Hence the
need to study agents’ post-rationing trajectories, of which voluntary and
involuntary unemployment are two conceivable end-results amongst
others. By bringing out the conditions under which labour rationing can
result in involuntary unemployment, I show that Lucas’ assertion above as
to the impossibility of making sense of the opposition between voluntary
and involuntary unemployment can be overturned.

While my work was in progress, I gradually realised that I needed to
tackle some broader topics. The first is the working of markets or what,
following Clower, I shall call trade technology or trade organisation, i.e.
the institutional assumptions that are necessary in order that a logically
existing equilibrium may come into effective existence as the result of eco-
nomic agents’ interactions. The second is the relationship between the
Marshallian and the Walrasian approaches, both of them broadly under-
stood as encompassing neo-Marshallian as well as neo-Walrasian models.
The standard view is that the Marshallian and the Walrasian approaches
are complements, the former being supposedly concerned with partial
equilibrium, the latter with general equilibrium. I have been led to ques-
tion this view and to argue instead that they are alternative research pro-
grammes. The models that will be studied can be classified as belonging
either to the Walrasian or the Marshallian line. It then occurred to me
that the stumbling block impeding the attainment of the involuntary
unemployment result were different according to which approach was
taken. In short, in the Walrasian framework the obstacle relates to trade
organisation, in particular the auctioneer hypothesis, while in the Mar-
shallian approach it lies in the specifically Marshallian perfect information
assumption upon which the working of markets rests.

These views are expounded in Chapter 4. I start by drawing the reader’s
attention to the difference between centralised and decentralised markets.
Although most real-world markets are decentralised, for better or worse,
economic theory, be it Marshallian or Walrasian, usually assumes that
markets function in a centralised way. An essential feature of the cen-
tralised market is that exchanges are confined within well-defined trade
rounds. Hicks’ week device, with exchanges taking place exclusively on
Mondays, turns out to be the proper time framework both for Marshallian
and Walrasian models. Next, I examine the trade organisation assump-
tions underpinning the Walrasian and Marshallian approaches, a rather

I N T R O D U C T I O N
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easy task for the Walrasian, a more complicated one when it comes to the
Marshallian stream. In a further step, I bring out the two stumbling blocks
mentioned above. Chapter 4 ends with a critical reflection on the
meaning on the notions of rigidity, flexibility and slow adjustment.

Part II investigates Keynes’ attempt to give a foundation to involuntary
unemployment in his The General Theory. The purpose of Chapter 5 is to
delineate the theoretical project that Keynes set forth in this book. In my
reconstruction it comprises four linked objectives: demonstrating the
existence of involuntary unemployment; demonstrating that wage rigidity
can be exonerated as a cause of the phenomenon; explaining involuntary
unemployment in a market interdependency perspective while assuming
perfect competition; demonstrating that demand stimulation is its
remedy.

Chapter 6 probes into the inaugural chapters of The General Theory.
While few works have been as much dissected, I nonetheless believe that I
am able to say something original about it. This is due to my following
Clower and Leijonhufvud in taking in earnest the premise that The General
Theory ought to be read against the background of Marshallian theory.
Two main lines of argumentation are developed by Keynes. The first con-
cerns the working of the labour market. Keynes’ claim in this respect is
that wage-earners are unable to fix the market-clearing real wage in spite
of their ability to fix the nominal wage. Market non-clearing supposedly
ensues. Keynes’ second line of argumentation consists of claiming that
involuntary unemployment is caused by a deficiency in effective demand.
After an in-depth examination of these two claims, I come to the conclu-
sion that neither of them stands up. I also elucidate why the contrary has
long been held true. In my view this has to do with the ambiguity of the
full employment concept and a confusion between involuntary unemploy-
ment and underemployment. Finally, I also consider the claim developed
by Keynes in Chapter 19 of The General Theory that the wage-rigidity
assumption can be removed without harm for his earlier conclusions, and
show that it is flawed. In sum, no valid explanation of involuntary unem-
ployment remains after Keynes’ reasoning errors have been straightened
out.

My concern in Part III is the first generation of Keynesian economists.
In Chapters 7 and 8, I study the rise of the IS-LM model, Chapter 7
dealing with Hicks, Chapter 8 with Modigliani. My claim in these chapters
is that, although Hicks invented the IS-LM model, it is Modigliani who
gave it lasting form. In Hicks’ model, involuntary unemployment exists
both in the classical and the Keynesian regime, the result of nominal wage
rigidity. The contrast between the two regimes is a matter of policy effec-
tiveness. An increase in monetary supply is able to counteract the effects
of wage rigidity in the classical regime, yet it fails to do so in the Keynesian
regime, due to the preference for liquidity. In contrast, in Modigliani’s

I N T R O D U C T I O N
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model, market clearing prevails in the classical regime while involuntary
unemployment, still resulting from wage rigidity, characterises only the
Keynesian regime. Money activation is now the proper remedy. Chapter 9
critically examines the contributions of other pioneering Keynesian econ-
omists, Lange, Leontief, Tobin, Klein and Hansen. Finally, in Chapter 10,
I examine the account of involuntary unemployment to be found in a few
macroeconomics textbooks of the 1960s during the heyday of Keynesian
economics. I show that these textbooks mark no progress on The General
Theory for what concerns the vindication of involuntary unemployment.
Their basic flaw is a confusion between underemployment and involun-
tary unemployment: while macroeconomists were claiming that their
models were about involuntary unemployment, their actual object of
analysis was underemployment in its most trivial form.

Gradually, the weakness of standard Keynesian theory became better
perceived. This led to two distinct developments. First, as I show in Part
IV, a few authors, who were initially known under the ‘disequilibrium
school’ label, became aware of the need to give Keynesian theory better
microfoundations. Chapter 11 examines the pioneering works of Patinkin,
Clower and Leijonhufvud, Chapter 12 the models of Barro-Grossman,
Drèze, Malinvaud and Benassy. I show that the link between these authors
is thinner than usually claimed. Patinkin and Leijonhufvud are criticised
on the ground of their willingness to explain involuntary unemployment
as the result of slow adjustment, a claim that I have discounted in Chapter
4. The ambiguities of Clower’s celebrated ‘Keynesian Counter-revolution’
article (1965) are brought to the fore, and I show that none of its possible
interpretations stand up to scrutiny. As for the authors of the second gen-
eration, I endorse Lucas’ criticism that the price rigidity assumption
comes on a collision course with the Walrasian trade technology hypothe-
sis. Eventually, the lesson to be drawn from the disequilibrium episode is
that Keynes and Walras are indeed incompatible bedfellows.

While the authors studied in Part IV were trying to salvage Keynes, the
contrary is true for the other reaction to standard Keynesianism that I
study in Part V of the book, entitled ‘The anti-Keynesian offensive’. It
arose at the end of the 1960s and the beginning of the 1970s. In a context
where the upsurge of stagflation suggested the failure of traditional Key-
nesian demand-activation policy, economists who did not share the Keyne-
sian viewpoint as to the role of the state in the economy started to become
more outspoken and to break away from the earlier existing consensus.
Partly responsible for this move was Milton Friedman. His influential 1967
Presidential Address to the American Economic Association, introducing
the expectations-augmented Phillips Curve, was a powerful first step in the
dismissal of the too-hastily endorsed Phillips Curve apparatus. But the
decisive blow was struck by Lucas. In his ground-breaking 1972 ‘Expecta-
tions and the Neutrality of Money’ article, he demonstrated the ineffec-
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tiveness of monetary policy in a more rigorous way than Friedman. From a
broader perspective, Lucas’ blunt view on Keynesian theory was that it was
to be disposed of. Macroeconomics, he claimed, needed to abide by the
discipline imposed by equilibrium, and to rest on the twin postulates of
optimising behaviour and market clearing.

Chapter 11 provides an in-depth – and again, I think, original – analysis
of Friedman’s 1967 Presidential Address. I show that it must be read
against the background of Marshallian theory to make sense. However,
Friedman failed to be a fully consistent Marshallian economist. In particu-
lar, his famous notion of the natural rate of unemployment comprises two
features which I find contradictory, the matching of supply of and
demand for labour, on the one hand, and the existence of unemploy-
ment, on the other. The former implies market clearing, the latter market
non-clearing. How could they be combined? Hence my claim that the
proper object of analysis of Friedman’s model is the natural rate of employ-
ment rather than the natural rate of unemployment. When this line is taken,
it turns out that Friedman’s model is about market clearing departures
from the natural rate of employment taking the exclusive form of either
under- or over-employment. No resorting to involuntary unemployment is
needed.

In Chapter 12, I discuss Lucas’ views. First, I take on his claim that
Keynes betrayed what Lucas calls the ‘equilibrium discipline’. In my
opinion, Keynes has been unable to achieve his project of demonstrating
what I shall call states of individual disequilibrium. Nor have most sub-
sequent Keynesians fared batter in this respect. However, I disagree with
Lucas’ indictment that such a project runs counter to first principles.
Second, I assess Lucas’ three arguments against the involuntary unemploy-
ment concept: first, that there is no rationale for drawing a distinction
between two sorts of unemployment; second, that every economic
outcome features both voluntary and involuntary options jointly; and,
third, that alternatives to unemployment are always present. My conclu-
sion is that while Lucas must be credited for having spotted the flaws of
Keynesian theory, his criticism is nonetheless less compelling than often
believed. Be that as it may, he and his associates won the battle. They were
able to change the agenda of macroeconomics, shifting its subject matter
from the malfunctioning of the market system to fluctuations and growth
without market failures.

Of course, this is not the end of the story. In Part VI, I study the
reaction of New Keynesian economists to the new classical offensive. To
speak of a New Keynesian school is certainly an exaggeration since quite
different research strategies are co-existing under the single New Keyne-
sian label. Moreover, the meaning of the ‘Keynesian’ modifier has become
blurred. Earlier, it designated the conjunction of a Keynesian apparatus,
the IS-LM model, and of a Keynesian motivation, i.e. bringing out market

I N T R O D U C T I O N
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failures that required demand activation as their remedy. In the present
context, these two dimensions are disjoined. The conceptual apparatus
used by New Keynesians has nothing specifically Keynesian about it. What
remains is the motivation of denouncing market failures although these
are no longer necessarily related to demand deficiencies. For what con-
cerns the subject of my inquiry, the main divide is between models aiming
at demonstrating involuntary unemployment and those purporting to vin-
dicate underemployment. In Chapter 15, I examine Azariadis’ implicit
contract model, in Chapter 16, Shapiro and Stiglitz’s special brand of effi-
ciency wage model, the shirking model, and in Chapter 17 Lindbeck and
Snower’s insider–outsider theory. As far as the shirking model is con-
cerned, I claim that it displays a paradoxical state of affairs: true, it demon-
strates involuntary unemployment in the ‘breaching the reservation wage’
meaning, yet no real progress of the Keynesian cause goes along. First,
other elements of Keynes’ programme, the interdependency perspective
and demand activation, are sacrificed. Second, contrary to what is usually
asserted, its involuntary unemployment result is efficient. Thus, its success
has a pyrrhic victory flavour. My assessment of the insider–outsider model
is also original. According to Lindbeck and Snower, involuntary unem-
ployment exists as soon as outsiders have a reason for being jealous of
insiders. I show that this definition has the odd implication that some
agents need to be considered involuntarily unemployed in spite of their
having a job!

Chapters 18 and 19 deal with coordination failures and imperfectly
competitive general equilibrium theory. In Chapter 18, three models are
examined, Diamond’s search equilibrium model, Howitt’s transaction
costs model and Roberts’ coordination failure model. The first two have,
to all intents and purposes, foregone the involuntary unemployment
concept in favour of the study of the underemployment concept. The
positive counterpart of such a retreat is that they fare better with respect
to the other elements of Keynes’ programme. Roberts’ model confirms my
view about the decisive role played by trade organisations: his involuntary
unemployment result springs from his dispensing with the Walrasian trade
technology. Chapter 19 is mainly concerned with Hart’s model on the one
hand, and Blanchard and Kiyotaki’s on the other. Both models witness the
same shift from involuntary unemployment to underemployment as
Diamond’s and Howitt’s models. Yet Blanchard and Kiyotaki’s is con-
sidered more Keynesian, especially because of its rebuttal of the ineffec-
tiveness of the monetary policy claim.

Chapter 20 offers concluding remarks. I show that, for all the headway
made by Keynesian theory, to date, almost seven decades after the publica-
tion of The General Theory, Keynes’ programme still remains unfulfilled.
There is thus a strong presumption that it is unfeasible. Which of its ele-
ments should then be foregone? Should it be involuntary unemployment?

I N T R O D U C T I O N
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More precisely, should economists with a Keynesian motivation keep fight-
ing for the involuntary unemployment concept or should they focus on
underemployment results? No compelling answer can be given to these
questions. I will nonetheless endorse the view that, in the present state of
economic theory, Keynesian economists have some good reasons for
putting aside the involuntary unemployment objective. They are not those
invoked by Lucas – that the ‘thing’ to be explained does not exist or that a
concept like involuntary unemployment falls outside of the ‘equilibrium
discipline’. It is rather that the few models that have succeeded in
demonstrating involuntary unemployment are disappointing with respect
to the other elements of Keynes’ programme. Moreover, the root of the
problem may lie deeper: what is lacking is a broader theory as to the func-
tioning of markets wherein market clearing would cease to be a foregone
conclusion.

The above considerations will suffice to indicate to the reader what sort
of book mine is. It is a study in the history of modern economic analysis –
and for that matter macroeconomics. Its methodological ingredients are
internal (rather than external) history, rational reconstruction and the
retrospective method. It is also a book that does not eschew semantic
issues. A lot of time will be devoted to discussing the meaning of concepts,
to drawing distinctions and building up taxonomies, the result of my
belief that the very reason debates over involuntary unemployment have
ended up in an impasse is that semantic issues have been dodged.3

Finally, the target audience of my book consists of macroeconomists as
well as historians of economics. At present, the gulf between economic
theorists and historians of economic thought has yawned wider than ever.
Different factors, on which I cannot comment, may explain it. Let me just
say that I deeply regret this state of affairs. I am of the opinion that, in our
age of widespread division of labour, which has turned economists into
specialists of narrow fields of knowledge, historians of economics have a
new role to play, to bring theorists the broader historical and critical
perspective that they are usually lacking when left on their own. To use an
analogy, historians of art are often better able to grasp the evolution of a
given artistic domain than the artists who shaped it. The same can be
stated, I think, of historians of economics with respect to economists. My
hope is that this book will contribute to bridging the gap.4

I N T R O D U C T I O N
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Part I

CONCEPTUAL
PREREQUISITES



2

DEFINING INVOLUNTARY
UNEMPLOYMENT

Anybody interested in studying what economic theory has to say about
involuntary unemployment will soon discover to their dismay that all econ-
omists using the term ‘involuntary unemployment’ hardly share the same
definition of it. Several definitions co-exist, most of which claim to have a
lineage in Keynes’ The General Theory. The task set forth in this chapter is
to disentangle this unfortunate conceptual confusion.

Alternative definitions of involuntary unemployment

At least four main definitions of involuntary unemployment can be sepa-
rated. They can be regrouped into two broader categories, each of which
has a lineage in The General Theory: the ‘breaching the reservation wage
principle’ and the underemployment definitions.

The ‘breaching the reservation wage principle’
definitional line

According to standard microeconomic theory, the fact that an economic
agent is not participating in the labour market has nothing incongruous
to it. Simply, it must be the case that the prevailing wage is lower than or
equal to his reservation wage (i.e. the highest value of the real wage such
that the demand for leisure is equal to the total time endowment of the
agent concerned).1 Call this the ‘reservation wage principle’. The exist-
ence of involuntary unemployment can then be seen as its violation. It
occurs if agents are observed as non-trading despite the fact that the
market wage exceeds their reservation wage. According to the first order
condition of their decision problem – i.e. the equalisation of the marginal
rate of substitution between consumption and leisure with the real wage
rate – they should be participating, yet they are not. Nonetheless trading,
instead of an adjustment in the wage rate, is occurring. Put differently, at
the real wage/employment mix characterising effective trading, some sup-
pliers are ‘off their supply curve’ and rationed. Market non-clearing and

13



the breaching of the reservation wage principle are thus two faces of the
same coin.

This definition can be traced back to Chapter 2 of The General Theory,
where it is pinpointed by Keynes as a violation of the second classical pos-
tulate. It has also been the most accepted definition. The following quota-
tions illustrate:

It is assumed [in conventional discussions] that individuals may
work as many hours as they wish at a known wage rate. Suppose
now that this latter assumption is false and that there is some
upper limit on the number of hours that a consumer-worker can
sell to his employer or to any other employers he can find. A
worker is then defined as involuntarily unemployed if the number
of hours he would otherwise choose to sell is greater than
the number of hours he can sell. By this definition a worker who
is involuntarily unemployed is forced to consume more non-
market time than he would prefer and, consequently, a smaller
bundle of commodities. Alternatively, a worker who is involuntar-
ily unemployed cannot work as much as he would prefer and thus
cannot purchase as large a bundle of commodities as he would
prefer.

(Ashenfelter 1978: 136)

From the economist’s point of view, there is involuntary unem-
ployment whenever, for any substantial number of workers, the
marginal (consumption) value of leisure is less than the going
real wage in occupations for which they are qualified.

(Solow 1986: S 33)

For Keynes a worker is involuntarily unemployed if the market
wage for his labour exceeds his shadow wage. The shadow wage is
that wage at which a worker would be indifferent between not
accepting and accepting an offer of work.

(Hahn 1987: 1)

For Keynes, a worker is involuntarily unemployed when he is
willing to work at the same wage received by workers like him in
every respect, yet the employer will not hire him.

(Hoover 1988: 58)

The ‘breaching the reservation wage principle’ definition has the merit of
giving a micro-founded definition of involuntary unemployment. It suc-
ceeds in locating exactly wherein the departure from standard micro-
economic theory has to be rooted, i.e. the reservation wage principle.

C O N C E P T U A L  P R E R E Q U I S I T E S
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Even detractors of the involuntary unemployment result should admit it as
an apposite definition. Moreover, it brings about the fact that unemploy-
ment is a phenomenon of disparity, marked by a split between the
employed and the unemployed. It exists when total employment is
unequally distributed across agents, as it affects a proportion of the active
population – the unemployed – while leaving the employed agents
undamaged. Although every valid unemployment theory should display
this disparity feature, this is far from always being the case, as will be seen.

With hindsight, it has turned out that the reservation wage principle
definition can be understood in two distinct meanings: a narrow and a
broad one. The former may be called the ‘individual disequilibrium’ defi-
nition, the latter the ‘frustration’ definition. Clearly, the former implies
the latter while the converse does not hold.

To give a foundation to the individual disequilibrium meaning, it is
necessary to reflect on the notion of equilibrium. Authors such as Hayek
and Patinkin may be taken as our guides. As to Hayek, he wrote:

I have long felt that the concept of equilibrium itself and the
methods which we employ in pure analysis have a clear meaning
only when confined to the analysis of the action of a single person
and that we are really passing into a different sphere and silently
introducing a new element of altogether different character when
we apply it to the explanation of the interactions of a number of
different individuals.

(Hayek [1937] 1948: 35)

The same insight is to be found from Patinkin’s pen when drawing a dis-
tinction between individual experiments and market experiments (1965:
11–12; 387–392). Patinkin’s distinction has been aptly summarised by
Yeager in the following way:

An individual experiment involves discovering, at least conceptu-
ally, the desired behaviour of an individual person, of a small or
large group of individuals, or even of all individuals in the
community, acting in certain capacities, under certain specified
circumstances. Whether these circumstances are compatible with
other economic conditions and whether they can in fact prevail
(whether they are genuinely or even conceptually attainable, to
use the Chicago terminology) is beside the point: it is not the
purpose of an individual experiment, by itself, to describe the eco-
nomic equilibrium that will tend to emerge . . . This other type of
analysis, which pulls together the results of various individual
experiments, examines the conditions under which the plans of
various persons would and would not mesh, and describes the

D E F I N I N G  I N V O L U N T A R Y  U N E M P L O Y M E N T
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processes at work when plans fail to mesh, and describes the equi-
librium position, is what Patinkin means by market experiments.

(Yeager 1960: 59)

Elaborating on Hayek’s and Patinkin’s views, I suggest to separate the
notions of optimal plan and optimising behaviour. Optimal plan then
refers to an agent’s solution to the choice-theoretical problem being con-
sidered. It is formed before the opening of trading. As stated by Patinkin:

We can consider the individual – with his given indifference map
and initial endowment – to be a ‘utility-computer’ into whom we
‘feed’ a sequence of market prices and from whom we obtain a
corresponding sequence of ‘solutions’ in the form of specified
optimum positions.

(Patinkin 1965: 7)

Agents’ optimal plans become expressed in their individual supply or
demand (or excess demand) schedules. In contrast, optimising behaviour
refers to what is observable after trading has started. Thus, optimising
behaviour implies that the optimal plan has come through. The gist of the
above quotations is that optimal choice and optimising behaviour need to
be logically separated – finding out a solution to a choice problem and
having it implemented are not one and the same thing.

To follow Hayek ([1937] 1948: 37), individual equilibrium exists when-
ever the action of a given agent during a given trade round turns out to be
the execution of his or her individual optimising plan as decided at the
beginning of the trade round. Individual disequilibrium refers to a case
where this is untrue. Individual disequilibrium thus means the inability of
some agents to transform their optimal plan into optimising behaviour.

What is usually understood by equilibrium tout court is actually an inter-
active equilibrium, i.e. a state where optimal plans have been made com-
patible. Thus, interactive equilibrium implies generalised individual
equilibrium. In Hayek’s terms:

Equilibrium in this connection exists if the actions of all members
of society over a period are all executions of their respective indi-
vidual plans on which each decided at the beginning of the
period.

(Hayek [1937] 1948: 37)

The interactive disequilibrium notion follows, as referring to a state of
incompatibility across individual plans. Its counterpart at the individual
level is that at least some agents are in a state of individual disequilib-
rium.
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Returning to the definition of involuntary unemployment, the sponta-
neous interpretation is to view it as a typical case of individual disequilib-
rium. In this line, involuntary unemployment ought to be understood as
‘forced leisure’, as opposed to ‘chosen leisure’. The unemployed, the
argument runs, are deprived of the capacity normally attached to every
economic agent to participate in the interactive process through which
market outcomes are generated. Excluded from the opportunity to work,
they are left aside by the market system through no fault of their own.2

Therefore, the ‘involuntary’ modifier seems perfectly appropriate.
The problem with this understanding of the “breaching the reserva-

tion wage principle” definition is that constructing models able to
demonstrate this has proven to be a most daunting task. True, a straight
way to get such a result exists. It consists of assuming an exogenous
nominal wage. A mandatory nominal wage floor, imposed by the state,
will do. Involuntary unemployment results as soon as supply and demand
match a nominal wage that is lower than the wage floor. In this case,
some agents must become rationed, without their responsibility being
involved. However, the wage-floor assumption has little to recommend it.
Either the wage floor is instituted for some good reason, and then the
existence of involuntary unemployment is the price to be paid for it. Or it
would suffice to eliminate the floor to get rid of unemployment.3 As will
be seen, trying to give a rationale for rigidity, thereby removing the con-
trived character of the wage-floor idea, has been an important research
track. As long as wage rigidity is not vindicated, in one way or another,
any explanation of involuntary unemployment resting on it must be con-
sidered trivial.

With the unfolding of economic theory, a softer version of the ‘breach-
ing the reservation wage principle’ definition has emerged. This emer-
gence, and the types of models in which it became embedded, will be
studied in Chapters 15 and 16. Here, we still find the feature that the
agent wishes to be working (or to be working more) at the ongoing wage.
A mismatch between supply of and demand for labour (market non-clear-
ing) also remains present. Yet the individual disequilibrium characterisa-
tion is no longer valid. On the contrary, the breaching of the reservation
wage principle now goes along with individual equilibrium. For example,
in Azariadis’ implicit contract models (1975), a lottery allocates the risk-
averse members of a firm’s labour pool in two sub-groups: those who work
and those who do not. It is assumed that the lottery offers them a
favourable bet. After it has taken place, the losers are frustrated, being
jealous of those who, having won, are working. Nonetheless, theirs is a
position of individual equilibrium, since it was optimising behaviour to
enter into the lottery. In this context, the ‘involuntary’ modifier must be
understood in a milder sense, as simply meaning that agents are frus-
trated. Its infringement on freedom connotation is lost.4
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The underemployment definitional line

According to the second definitional line, to which I now come, involuntary
unemployment designates cases where the employment level endogenously
reached by the economy is deemed to be inferior in welfare or efficiency
terms with respect to some higher level, attainable only through exogenous
action. In other words, amongst the conceivable employment levels, that
which endogenously prevails is not that which allows the most utility to
agents. To every agent, it is optimal in the sense that it results from con-
strained optimising decision-making. Thus, the reservation wage principle is
satisfied and supply of and demand for labour are matching. Nonetheless, a
higher utility would be reached if a greater employment level could be
arrived at. The wedge between the optimal and the effective level of employ-
ment is then called involuntary unemployment. Here, the ‘involuntary’
modifier makes sense only in a loose way as referring to some inability to
achieve a welfare-dominating higher level of employment.

This conception of involuntary unemployment is to be found in the
writings of several authors. Its gist was captured by Haavelmo long ago:

Consider a situation with given technological constraints and a
prevailing system [i.e. ‘the totality of rules – adopted collectively,
either explicitly or by silent agreement – under which the indi-
vidual groups must operate] S ', leading to a market point x'. Let
S " be an alternative system under the same technological con-
straints, and let x" be the corresponding market point [i.e. the
value of an economic variable]. Suppose that if the two situations
(S ', x') and (S ", x") were presented for collective decision, the
decision would be in favour of (S ", x"). In that case we shall say
that the society is involuntarily operating under the system S '
. . .Why should one call the maintenance of system S ' involuntary
if the system is not in fact discarded in favour of S "? Should not
this be called ‘irrational’ rather than ‘involuntary’? The crucial
point here is the following. Each group operating under the
system S ', may, from that group’s point of view, be acting in the
most rational and consistent fashion. The eventual decision to
change the system S ' is of an entirely different nature. It requires
collective action. The posing of the alternative S " for collective
action requires a way of thinking and a power to act which are
outside the functional sphere of any individual group as such.

(Haavelmo 1950: 3)

The notion of involuntary economic decision, of which the Keyne-
sian definition of involuntary unemployment is an example, is –
stated generally – that a market point x' entails involuntary action
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to the extent that it differs from another ‘more desirable’ market
point x" . . . The ‘involuntariness’ consists in maintaining S ' when
S " would be collectively preferred.

(Haavelmo 1950: 5)

Several present-day authors have followed Haavelmo’s footsteps, probably
unwittingly. Darity and co-authors (Darity and Horn 1983; Darity and
Horn 1987–1988; Lawlor, Darity and Horn 1987; Darity and Goldsmith
1995) characterise involuntary unemployment as the opposite of full
employment, viewed as the maximum feasible level of employment. It ‘is
reached when the elasticity of employment with respect to an increase in
the effective demand reaches zero’ (Darity and Horn 1983: 722). Borrow-
ing from The General Theory’s Chapter 3, they note that ‘as long as an
expansion in effective demand could continue to raise output or employ-
ment, Keynes’ involuntary unemployment would exist’ (Darity and Horn
1983: 724). In this conception, employment can increase without a con-
comitant increase in real wage. What is now called involuntary unemploy-
ment is perfectly compatible with market clearing.

This definition, these authors argue, permits the de-emphasising of the
role of rigid wages as an explanatory factor of involuntary unemployment
and, for that matter, at ‘getting labour markets out of the way’.5 Thereby,
they come close to defending a radical or quasi-Marxian line of thought. It
amounts to asserting that the labour market should not be considered as a
market, i.e. characterised by the confrontation of two ‘forces’ to be put on
the same footing – supply and demand. Rather, it should be viewed as the
locus of some unequal social relationship between members of two oppos-
ite social classes, the capitalists and the workers. It is assumed that workers
are in a position of subordination and dependence with respect to capital-
ists, the latter deciding unilaterally on employment.

Allan Meltzer is another economist having adopted the sub-maximum
level of employment definition (yet without the above connotation).
According to him:

Keynes’ involuntary unemployment is the difference between
maximum unemployment and equilibrium employment.

(Meltzer 1988: 118)

My definition of involuntary unemployment does not depend on
whether the labour supply curve is horizontal at the given money
wage until full employment or is generally upward sloping, as sug-
gested by Keynes’ rejection of the reverse-L-shaped curve. Invol-
untary unemployment is the difference between the point at
which the supply curve of labour becomes vertical and any equilib-
rium position at a lower level of employment. At full employment,

D E F I N I N G  I N V O L U N T A R Y  U N E M P L O Y M E N T

19



the supply of output – output supplied as a function of the price
level – becomes inelastic and involuntary unemployment is zero.

(Meltzer 1988: 166)

Finally, this definition is also sometimes to be found in the coordination
failure literature, as the following extract from Drazen (1987) makes clear:

For inefficiency to be present (which is what the notion of ‘invol-
untarity’ is attempting to capture), there must exist another equi-
librium, which for the same tastes and technology (but perhaps a
different level of government activity), has a higher level of
employment. Hence, models of involuntary unemployment are
often ones with multiple equilibria.

(Drazen 1987: 437)

The ‘less-than-maximum’ definition of involuntary unemployment faces a
serious ambiguity. The point is that one should be interested in the
optimal level of employment rather than in the maximum feasible level,
and often they will fail to coincide. Three cases are conceivable:

1 they coincide;
2 the maximum level is one among several optimal levels;
3 the maximum level is not optimal.

Evidently, the optimality criterion must have the upper hand. Therefore a
distinction must be drawn between two types of underemployment:
‘dominated underemployment’, on the one hand, and ‘efficient under-
employment’, on the other. The former pertains to cases where the exist-
ing level of employment is non-maximum and sub-optimal – it is
welfare-dominated by one or several higher levels. The latter will desig-
nate cases where the existing level of employment is non-maximum yet
optimal – reaching a higher level of employment does not increase
agents’ utility.

Models that demonstrate efficient underemployment should cut no ice,
this result being uninteresting and trivial. Of course, we are not going to
find models that declare explicitly that they demonstrate a state of under-
employment that is less-than-maximum yet optimal. However, to all
intents and purposes, such models have existed and have played an
important role. The very fact of a lack of distinction between dominated
and efficient underemployment has allowed the belief that a case of less-
than-optimal employment had been demonstrated. The most striking
example is models based on the inverse-L-shaped supply of labour. In
these models it is declared that involuntary unemployment exists when-
ever the demand for labour intersects the supply on its horizontal section,
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the extent of involuntary unemployment being measured by the distance
between this intersection and the kink of the supply curve. This is wanting
because agents utility remains unchanged over this distance. No increase
in utility results from moving towards full employment. Thus, we have a
situation of less-than-maximum employment that is nonetheless optimal.6

Involuntary unemployment in the dominated underemployment sense
captures an idea that must certainly have been relevant to Keynes and is
still so to Keynesian economists. It suggests that underemployment ought
to be related to a systemic flaw associated with the decentralised nature of
the decision-making process in capitalist economies rather than to wage
rigidity or too-high wages. However, its drawback is that it is not ambitious
enough. Models demonstrating involuntary unemployment in this sense
fail to come to grips with the unequal distribution of total employment
across agents, deemed to be a central feature of unemployment. In these
models, every agent wanting to participate in the labour market does so in
an optimising way – no individual disequilibrium is present. It is just that
their participation can be increased through exogenous actions. So what
is called involuntary unemployment has nothing to do with joblessness –
i.e. people who are totally out of work – while the very motivation of the
theory was to give a theoretical account of this phenomenon. In short, we
have an alleged theory of involuntary unemployment from which unem-
ployment, strictly understood, is absent.

The connections between the four definitions

Four meanings of involuntary unemployment have been identified:

1 involuntary unemployment in the reservation wage sense

a with the individual disequilibrium connotation
b without the individual disequilibrium connotation

2 involuntary unemployment in the underemployment sense

a dominated underemployment
b efficient underemployment.

This list of definitions of involuntary unemployment is hardly exhaustive.
For example, it will be seen that the insider–outsider model does not
enter my taxonomy. Moreover, other definitions exist. One of them, to be
found in the writings of French interpreters of Keynes (Benetti 1998; Dos
Santos Ferreira 2000; Rivot 2001; Rosier 2002), consists of adding a sup-
plementary criterion to the individual disequilibrium definition, namely
that unemployment cannot be trimmed as the result of a decrease in
wages. Only at this condition, these authors claim, can one can speak of
involuntary unemployment.7
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These four definitions can be viewed as distinct branches of a concep-
tual tree spanning different sub-types of the general notion of underem-
ployment, as shown in Figure 2.1.

At the risk of repetition, let me underline the contrast between the two
main branches of this tree. The left-hand branch exhibits two important
features, a breaching of the reservation wage principle and an unequal
allocation of total employment across labour suppliers (i.e. unemploy-
ment properly speaking). This goes along with market non-clearing. All
these features are absent from the right-hand branch of the tree. There-
fore, contrary to the practice adopted by several authors, the concepts of
involuntary unemployment and underemployment cannot be considered
synonymous. ‘Involuntary unemployment’ may well be a sub-category of
‘underemployment in general’ yet it must be separated from ‘underem-
ployment’ tout court.

It will be seen in the course of my analysis that, somewhat oddly, invol-
untary unemployment is not necessarily an inefficient result. Thus, the
efficient/dominated divide can also be applied to the left branch of my
tree.

Further reflecting on the links between these definitions, it may be
observed that whenever the criterion for involuntary unemployment in
the first meaning (individual disequilibrium) is satisfied, involuntary
unemployment in its second meaning (frustration) will also be present.
Likewise, whenever the criterion for the third definition (less than
optimal employment) is satisfied, the fourth (less than maximum employ-
ment) will also be verified. In contrast, the existence of involuntary unem-
ployment according to the second definition does not imply involuntary
unemployment according to the first definition. Nor does the existence of
involuntary unemployment according to the fourth definition imply invol-
untary unemployment according to the third definition.

In the next chapter I will adopt the ‘breaching the reservation wage
principle’ definition. That is, involuntary unemployment implies the
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breaching of the reservation wage, the existence of unemployment as
defined above, and the existence of market non-clearing (this term will be
taken as synonymous to market rationing). I will not follow the authors
who take the underemployment definitional line, and will call ‘underem-
ployment’ what they call ‘involuntary unemployment’.

Full employment

Hitherto, no reference has been made to the concept of full employment.
While I believe that theoretical discussions would lose nothing from dis-
pensing with it, it cannot be left aside, since it has been abundantly used
in the literature, on top of having found an important place in ordinary
language, be it political discourses, newspapers articles or daily-life opin-
ions. Full employment, understood as the minimum feasible rate of unem-
ployment, is viewed as a target for economic policy, and a criterion against
which governments are gauged. Unemployment in turn amounts to the
total active labour force minus the employed labour force. As it is deemed
an evil, any decrease of it is judged to be good news, even if it is admitted
that some uncompressible level exists.

The problem is that at least six different definitions of full employment
can be found in the literature.

According to a first definition, full employment is any point on the
supply of labour curve. This definition, which can be found in Patinkin’s
Money, Interest and Prices (1965), has an undeniable choice-theoretical
foundation as it considers the choice problem of a given economic agent
who envisages participating in the labour market.8

According to a second definition, full employment is selfsame to
market clearing. This definition, which refers to a sub-set of the first one,
comes more spontaneously to mind. It is to be found, for example, in
Robinson (1947).9 Whenever this definition is adopted, the converse of
full employment is involuntary unemployment in the reservation wage
sense. Yet it faces two problems. First, if full employment means market
clearing, why have two concepts for a single result? Second, semantic con-
fusion arises as soon as it is admitted, as it is standard in the Marshallian
approach, that a distinction must be drawn between market equilibrium
and normal equilibrium. It is possible to have, at the same time, full
employment (i.e. market clearing) and underemployment (i.e. the market
level of employment being lower than the normal level), definitely an
awkward state of affairs.

The third definition takes care of this drawback. It consists of making
full employment selfsame to normal equilibrium. Here market clearing
becomes a necessary yet insufficient condition for full employment, the
latter term then coinciding with the notion of the natural rate of employ-
ment.10
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The fourth definition arises when multiple equilibria are considered in
coordination with failure models. In this case full employment refers to
the employment level that generates the highest social welfare.

The fifth definition pertains to general equilibrium models with imper-
fect competition. Here full employment designates the employment level
that would exist if perfect competition rather than imperfect competition
prevail.

Finally, according to a sixth definition, full employment can be equated
with maximum employment. While this definition fits the common-sense
understanding, its integration into economic theory is troublesome. What
counts is an assessment of the optimal employment level, yet maximum
and optimal employment will coincide only under special assumptions.

This profusion of definitions cannot but generate a semantic mess.
The main issue, however, concerns the confusion between the second
definition (full employment as market clearing) and the last one (full
employment as maximum employment). In Chapter 6, I will claim
that this confusion is present in Keynes’ The General Theory. The most strik-
ing example of this confusion is to be found in models adopting the
inverse-L-shaped supply of labour curve evoked above. In Figure 2.2
below, full employment arises at point A according to the market clearing
definition, and at point B according to the maximum employment defini-
tion. For all its common-sense validity, the latter should yield to the
former.11

Unfortunately, many economists have scarcely even been aware of the
need to differentiate between these two main definitions of full employ-
ment. Let me illustrate their difference by comparing two possible
accounts of the labour market, illustrated in Figure 2.3. Assume, on the
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Figure 2.2 The labour market with an inverse-L-shaped supply of labour.
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one hand, a Keynesian economist adopting the less-than-maximum defini-
tion of involuntary unemployment and resting his or her case on the
inverse-L-shaped supply of labour (panel a) and, on the other hand, a
standard neoclassical economist reasoning in terms of an upwards sloping
supply of labour, and taking the stance that full employment equates
market clearing (panel b). They will interpret the effect of a decrease
in the demand curve in two distinct ways. Referring to panel a and
assuming that full employment (according to the maximum employment
definition) is not achieved to begin with, the Keynesian economist
will claim that the decrease in demand moves the economy farther away
from full employment and hence increases involuntary unemployment. In
contrast, the neoclassical economist will argue that the decrease in
demand for labour merely leads to a shift from one full employment level
to another one, if the full employment term is to be used at all. To this
economist, the decrease in employment does not go along with an
increase in unemployment. Actually there is no reason to evoke unem-
ployment since market clearing is prevailing both before and after the
change.

Underpinning this difference in interpretation lies the fact that, in ref-
erence to the real world, the concepts of employment and unemployment
are usually considered converse. That is, it is taken for granted that any
increase in employment means a decrease in unemployment, and vice
versa. But this assertion is false for what concerns standard neoclassical
theory. Market clearing is a constant result in elementary Marshallian and
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Figure 2.3 Two accounts of the labour market.
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Walrasian theory, as I shall argue in Chapter 4. In these theories, the con-
verse of changes in employment are changes in chosen leisure, the unem-
ployment category remaining empty whatever the employment level.

Frictional or search unemployment

Up to now no mention has been made of what used to be called frictional
unemployment (in more modern terms, search unemployment).12 Should
it be brought into the picture, by stating for example that, when involun-
tary unemployment (or underemployment) arises, it comes on top of fric-
tional unemployment? This was Keynes’ stance. To me, however, this is
not the right way of putting the matter. I would rather keep involuntary
unemployment and underemployment models separate from search
models.

The reason for this is that they are underpinned by alternative assump-
tions about the organisation of trade (more on this in Chapter 4). Search
unemployment involves a highly decentralised trading set-up. First,
markets are seen as functioning continuously, with labour suppliers visit-
ing firms in sequence. In this context, queuing is a normal feature.
Second, the unicity of wages is dismissed. Third, trade occurs in a bilateral
way. No preliminary market-wide equilibrium conditions are required for
trading to start. In this framework, all existing unemployment, however
big, should be put under the mantle of search unemployment. Periods of
high unemployment are characterised by the fact that search is longer
than normal. Thus, there is no need for introducing another category of
unemployment. Reference could be made to involuntarity in its common-
sense meaning. If somebody’s offer to work with a firm is refused, their
remaining in the pool of the unemployed is, it can be stated, involuntary.
If, on the other hand, an individual refuses a job proposal, remaining
unemployed would be voluntary. Yet there would be no involuntary unem-
ployment distinct from frictional unemployment. Moreover, the ‘involun-
tary’ modifier would now become trivialised.

Semantic pitfalls

Theoretical discussions about involuntary unemployment are marred with
semantic confusion. This is no surprise in view of the co-existence of the
above definitions. To give just an example, the distinction between under-
employment and unemployment is scarcely made. A compounding factor,
to be analysed in more depth in the next chapter, is the fact that labour
market rationing and unemployment are corollaries only if the assump-
tion of a single labour market is made. Actually, economic theory may well
discuss unemployment, yet its real object of analysis is market rationing.

Another semantic problem is that the common-sense and the theo-
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retical meanings of either involuntary unemployment or voluntary unem-
ployment are often on a collision course. Consider the involuntary unem-
ployment notion. Either it means what the terminology suggests, and then
its integration into economic theory faces formidable obstacles. Or it
receives the softer, counter-intuitive meaning of frustration, and the ques-
tion must be raised of why misleading terminology is retained. In contrast,
in common-sense language, the involuntary nature of unemployment is
grosso modo taken for granted, to the effect that the ‘involuntary’ modifier
looks redundant.

Consider now voluntary unemployment. When this concept is used in
the theoretical discourse, it refers to chosen leisure, an optimising refusal
of participation in the labour market. However, such a terminology is
awkward. While the ‘voluntary’ modifier may well be fitting, the ‘unem-
ployment’ substantive is inadequate, in view of the fact that it normally
applies to job-searchers while here we have people who do not want to
participate in the labour market. On the other hand, in common-sense
speech, the idea of voluntary unemployment makes sense in two different
ways. It can, for example, refer to those who prefer to keep looking for
jobs corresponding to their skill levels rather than accepting jobs for
which they would be over-qualified. Yet it may also designate people who
pretend to be searching for a job in order to get unemployment benefits
without doing it in earnest.
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3

FROM LABOUR RATIONING TO
(INVOLUNTARY)
UNEMPLOYMENT

The previous chapter has established that the semantics of involuntary
unemployment are far from simple. In this chapter, I want to draw atten-
tion to a compounding factor: Is the object of analysis of unemployment
theory really unemployment as this term is understood in common lan-
guage? The answer is no. Most of the models that will be studied below,
while allegedly dealing with unemployment, are concerned with a nar-
rower subject matter, labour rationing. They just presume that labour
rationing results in unemployment while this is true only under restrictive
conditions.

A distinction must then be drawn between labour rationing and unem-
ployment. Labour rationing refers to a specific market outcome, the
occurrence of excess supply in a given labour market. Unemployment in
turn pertains to a typology of the active population, where people are
classified according to the sort of activity they are engaged in. The cat-
egory of unemployment applies to those agents whose specific activity is
job searching. They have, it is supposed, experienced labour rationing in
their preferred labour market and remain in a waiting position with the
hope of participating in a later trading round, instead of engaging in non-
wage activities or taking a job in some less preferred labour market at
once. Obviously, labour rationing and unemployment are linked, as the
former is a necessary condition for the latter. Yet labour rationing is not a
sufficient condition for unemployment. It is not necessarily true that indi-
viduals who are rationed in their preferred labour market will end up
unemployed.

The task set forth in this chapter is to explore the steps leading from
labour rationing to unemployment. Two aims will be pursued. First, I will
examine the transition from labour rationing to unemployment by assess-
ing rationed agents’ possible post-rationing trajectories (including unem-
ployment). Imagine a violinist who fails to be hired in an orchestra, e.g.
because of insider–outsider factors. Let the violinist be considered
rationed. Which paths are open to him or her – to go on the dole, to give
private violin lessons (with the risk of losing the chance of being hired
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later on), to drop the violin and start another occupation, to emigrate? To
raise comparative issues, would a low skilled manual worker face the same
choice set as the violinist? Or, take two violinists, both rationed in their
preferred job (to play in an orchestra). They are identically able violinists
but one is wealthy and the other poor. How does this influence their lot?
These are the sorts of questions that I will address. Second, I will discuss
the issue of whether the involuntary unemployment concept – the
emphasis on involuntary – makes sense once unemployment is under-
stood as a post-rationing activity rather than as synonymous to rationing.

A taxonomy of post-rationing activity possibilities

In this section, I present a taxonomy of the social forms in which eco-
nomic activities can be embedded. The notion of an economic activity
choice set (in short, choice set) will be introduced to capture the idea that
distinct social forms are available to agents for their economic activities.
Before, however, a few methodological points must be settled. First,
certain sections of the population, namely the young, the old and the dis-
abled, are left aside. Second, for the sake of keeping things simple, I do
not enter into the issue of the intra-household distribution of activities.
Third, the notion of social form of economic activities ought to be sepa-
rated out from that of occupation. For example, occupations as different
as being an engineer or a lorry driver can be grouped in the same cat-
egory, in as far as they are exercised in the same social form, i.e. as an
employee. On the other hand, two plumbers who technically speaking are
doing the same work, ought to be classified differently in social relation-
ship terms if one of them is an employee whilst the other is self-employed.
Fourth and finally, some boundaries must be assigned to the choice set.
There are activities individuals are entitled not to envisage entering into.
That is, the choice set should comprise only ‘decent’ activities allowing
normal social integration whilst those expressing or prompting social
exclusion, should be excluded, for example, entering into illegal activities.
The same will be the case for activities such as begging, washing car
windows at street corners, etc. More delicate is the matter of whether emi-
grating or moving down the skill ladder should be viewed as belonging to,
or excluded from, the choice set. Evidently, the choice set will be wider or
narrower according to the stance taken on these issues. Here, to simplify, I
will exclude emigration but retain lower-skill activities. That is, an agent
refusing to relocate still qualifies for the involuntary unemployment classi-
fication, while an agent refusing a job in his or her residential area
because of over-qualification is excluded from it.

In Table 3.1, I give a general typology of conceivable forms of eco-
nomic activities prior to any rationing. It is built on very simple criteria, as it
follows from asking two questions: are agents participating in the product
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and/or labour markets? And second, if they are, are they sellers, pur-
chasers or both?1

Five main categories of activities emerge.2 The first one is the autarkical
activity. It pertains to agents engaged in self-production and consumption.
They function entirely outside the market sphere (or, to put it the other
way, entirely within the domestic sphere). Whenever this mode of subsis-
tence is an effective possibility, it means that agents are able to survive
without trading. As this activity is borderline, it will not be considered.
The rentier activity, concerns individuals who live on unearned income.
They act as purchasers in the product market without participating in the
labour market. They are full-time ‘leisure choosers’ and hold this activity
either on a definitive or a temporary basis. In order to belong to this cat-
egory, an obvious condition is that agents are endowed with enough non-
labour resources to ensure subsistence without working.

Agents will differ widely with respect to the activities open to them. The
broadest conceivable set will include all the different types of activities, the
narrowest being the wage-earning activity as any individual’s labour power
is his or her smallest endowment.3 Agents whose activity choice set com-
prises only this activity will be dubbed as ‘wage-dependent’. Wage depend-
ency thus encapsulates the old idea that some agents may have no
alternative to wage labour in order to earn their subsistence. In Marx’s
term, they are ‘proletarians’.4

Think of two individuals, alike in terms of occupation and skill as well
as other professional features and who are both wage-earners, yet differ in
terms of their personal wealth. As a result, one of them is wage-dependent
whilst the other has an extended choice set and could have taken up a
non-wage activity if desired. The second agent enjoys a wider scope of
freedom and is less vulnerable to economic adversities than the wage-
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Table 3.1 A taxonomy of social forms of economic activities

Participation in goods market

Lack of Participation in Participation in 
participation demand yet not supply and 

in supply demand

Lack of the autarkical the rentier the self-
participation activity activity employment 

activity

Participation Participation the wage-
in the labour in supply earning activity
market

Participation the capitalist 
in demand activity



dependent one; were both of them to become rationed, their prospects
would be different. In the same vein, take the case of wage-dependent
agents belonging to the same occupation but at different levels of skill.
One can argue that the higher skilled have a broader scope of freedom
than the lower skilled. Were they rationed in their own market, i.e. the
market corresponding to their skill, they would still have the possibility of
participating in lower-skill markets. Such a recourse is obviously lacking
for those whose own market corresponds to the lowest skill.

The labour market structure

For the purpose of my argument, a unique labour market cannot be
assumed. Instead, it is necessary to identify the relationship between
markets in a simplified way. Some assumptions ought to be made about
agents’ mobility possibilities across labour markets. It is also necessary to
be more specific about the organisation of trade.

To begin, I assume that the amount of labour markets depends on the
occupation-skill structure. Assume that m different occupations i (i.e. i�1
. . . m) exist, each sub-divided into the same amount n of skill-levels j (j�1
. . . n). Moreover, assume there exists one further category, z, the unskilled
type, to which no specific occupation is attached. The occupation-skill
structure is the array consisting of (m�n)�1 elements. Supposing that
one specific labour market is attached to each of them, we thus have
(m�n)�1 different labour markets.

Table 3.2 describes the occupation-skill structures. xij is the market for
workers of occcupation i and whose skill level if j. Skills are decreasing
from left to right, i.e. x11 is a market with a higher skill than x12. The
market corresponding to a given agent’s skill-occupation will be called the
normal market, which is also the preferred market for labour participa-
tion. Occupations and skills are given. It is further assumed that mobility
across occupations is impossible, even from a higher to a lower skill level
(e.g. from x11 to x22), and that people cannot be employed above their
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Table 3.2 The structure of markets

Skills
1 j n

1 x11 x x1n

Occupations i xi1 xij xim

m xm1 xmj xmn



skill within their occupation. As a result, the only form of mobility is down-
wards intra-occupational mobility.5 Take the case of agent hij whose skill-
occupation characteristic is ij. If the agent is rationed in his or her normal
market xij, all lower-skill markets in his or her occupation plus the
unskilled market remain feasible. Thus, the agent’s labour market partici-
pation opportunities amount to (n � j)�1.

Finally, some additional assumptions about the organisation of trade
must be made. Let us assume that the economy consists of a sequence of
self-contained trade rounds. My interest here is in what arises in one of
them rather than in their intertemporal dynamics. Assume that each self-
contained round is sub-divided into two phases, input markets taking
place in advance of goods markets (the only input I am actually con-
cerned with is labour). Wages are set instantaneously. Assume moreover
that there is a sequential order within the operation of labour markets:
they open in decreasing order of skill. As each occupation is sub-divided
into the same number of skill levels, trade occurs in parallel across occu-
pations down the skill ladder. The first decision an individual therefore
has to make concerns his participation in his normal labour market.
Labour rationing is considered to be a possible outcome within each
labour market and rationed agents are allowed to participate in lower
markets within their occupation. As a result, two types of labour suppliers
can be encountered in each labour market (excluding the highest skill
ones): downwardly mobile agents, i.e. people rationed in higher markets,
as well as those agents for whom the market in question is their normal
market.

Unemployment as an element of the post-rationing
activity choice set

Let me now sketch out the possible trajectory of a skilled agent who has
experienced rationing in his or her normal market. The activity choice
set, as described above, needs to be modified and replaced by a post-
rationing activity choice set. The very fact that the agent made a trade
offer in the market from which he or she was excluded means that the dif-
ferent elements comprising this new choice-set are all second-best out-
comes. The post-rationing activity choice set contains two additional
differences from the first-best activity choice set: first, participation in
other labour markets may still be possible; second, a new activity enters
the picture, namely unemployment.

More precisely, the agent in question potentially faces a threefold
choice (its effectiveness depending on the content of the agent’s choice
set): first, accepting the downward-mobility solution, i.e. supplying labour
service in a lower-skill market; second, dropping labor participation and
engaging in one of the non-wage activities referred to in Table 3.1 and,
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third, opting for the unemployment solution.6 I suggest subsuming the
first two alternatives under the new term ‘misemployment’. The prefix
indicates the second best character of such an outcome, whereas the suffix
‘employment’ is meant to indicate that they have chosen whatever activity
except unemployment.7 The upshot of rationing is either misemployment
of different forms or unemployment. To illustrate, let me go back to the
violinist example. Assume there is a correspondence between the ranking
of the orchestra and the musicians’ skill. Were the violinist not to be hired
by an orchestra corresponding to his or her skill, he or she might (a)
apply to a lower-ranking orchestra, (b) become a self-employed violin
teacher or, were he or she wealthy, commence living as a rentier or,
finally, (c) prefer to be registered as unemployed thereby declaring his or
her aim to apply to orchestras corresponding of his or her skill-level at the
next trade round.

Whenever the agent chooses either unemployment or the non-wage
activity, the course of his or her post-rationing trajectory ends. However, if
the downward mobility solution is taken, the trajectory continues, as in the
lower market the agent may either be employed or encounter rationing
again. Possibly, the agent may end up in the unskilled labour market,
while at each step retaining the possibility of foregoing labour market par-
ticipation. Assume that eventually the agent ends up in the unskilled
market and again becomes rationed. Even now, selection is still available
as the agent may either register as unemployed or decide to take up
another social form of activity, other than the wage-earning activity. The
choice concept remains relevant as there is still more than one element in
the choice set. This reasoning is illustrated in Figure 3.1 below which, for
the sake of simplicity, considers one specific occupation i and assumes
there is just one skill-level, j�1. There are thus two ordered labour
markets to consider: the skilled and the unskilled labour market.

The conditions for involuntary unemployment

For my purpose, the most interesting question is to know whether involun-
tary unemployment is conceivable. Recall that here my object of analysis is
different from what it was in Chapter 2. There, by ‘involuntary unemploy-
ment’, I meant ‘labour rationing’. Here I am interested in post-rationing
activities, and unemployment means what it means vernacularly, i.e.
looking for a job, wanting to participate in the labour market. But still the
question arises, can unemployment so understood be involuntary? If yes,
under which conditions?

Take case I of unemployment in Figure 3.1. For sure, the agents
involved cannot be considered involuntarily unemployed since an agent
who happens to be rationed in the skilled market always has the possibility
to supply his or her services in lower markets. Hence, they ought to be
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classified as voluntarily unemployed. A first necessary condition for invol-
untary unemployment then emerges, namely that rationing must arise in
the unskilled labour market. An additional condition is that the rationed
agent has to be wage-dependent as his or her choice set then turns out to
be a singleton: it comprises no other possibility than the unemployment
status. Only when this is the case, can his or her status no longer be con-
sidered chosen. In contrast, as soon as a non-wage activity alternative
exists, any unemployment position should be considered as chosen.

It could be argued that even if an agent’s choice comprises only one
element, this element might be the option they would have chosen anyhow
even if alternatives were available. This objection leads to an issue which
has not been considered up to now, namely the moral hazard effects of
unemployment benefits. Evidently, their existence may prompt some
people to prefer to withdraw from labour market participation, in as far as
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Figure 3.1 An example of post-rationing choice trajectory.

Positive supply of labour
in one's normal market

RationedHired

Unemployed
(case I)

Non-wage activity
(misemployment)

Supply of labour
in the unskilled-
labour market

Hired
(misemployed) Rationed

Unemployed
(case II)

Non-wage activity
(misemployment)



the difference between wage and benefits does not compensate for labour
disutility. Since unemployment benefits are normally conditional to job
search, these people may have to pretend they are searching, whereas in
fact they are moonlighting or living as temporary insurance-financed
(small-scale) rentiers. Hence the need to draw a distinction between two
sorts of labour rationing separating those agents who are true victims of
rationing from those who are not. A further condition should then be
added, namely that the agents considered are not ‘pseudo-rationed’.

In total, three conditions ought to be fulfilled for the existence of
involuntary unemployment:

1 the national agents experience labour rationing in the unskilled
labour market,

2 the rationed agents ought to be wage-dependent,
3 the rationed agents are not pseudo-rationed agents.

At this point, it may be worth giving neater definitions of the different
concepts introduced above. They run as follows:

1 Labour rationing: An individual is labour rationed when the market
real wage rate exceeds his reservation wage, yet he is not participating
in labour trade. A skilled individual may successively enter into lower-
skill markets and be rationed each time.

2 Unemployment: Unemployment is a social category regrouping indi-
viduals (i) who have encountered labour market rationing, (ii) who
neither take up a job in lower-skill markets nor take up a non-wage
activity, and (iii) who still want to participate in the specific market
from which they have been rationed at the first possible opportunity.

3 Voluntary unemployment: Voluntary unemployment refers to individuals
who, after being rationed in their specific labour market, prefer to
remain jobless during the trade round under consideration in order
to preserve their chances of being hired in this market in further
trade rounds, rather than either supplying their labour service in a
lower-skill market or taking up some available non-wage activity.

4 Involuntary unemployment: Involuntary unemployment refers to indi-
viduals who face rationing in the unskilled labour market and who,
moreover, lack any non-wage activity possibility.

5 Misemployment: Misemployment is the alternative to unemployment
when somebody is rationed. It refers to individuals who have suc-
ceeded in taking up a second-best activity position, either by participat-
ing in a lower-skill labour market or by adopting a non-wage activity.

I believe that these definitions constitute notable progress in the phrasing
of the issue. In particular, drawing a distinction between labour rationing
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and unemployment permits an important clarification. In addition, my
classifications suggest that the current understanding of voluntary/involun-
tary unemployment should be replaced by a more complex set of relation-
ships. Three observations are worth making in this respect. First, the
voluntary unemployment category is too heterogeneous. To many authors,
it means chosen leisure. In my view, leisure requires a category on its own –
the rentier activity – and should not be considered as belonging to the
sphere of unemployment. Even leaving the rentier activity aside, the volun-
tary unemployment label remains ambiguous as it groups together two
cases which should be separated out: workers preferring the job-seeking
activity to misemployment and the pseudo-rationed agents pretending to
be looking for a job. Things would be clearer if voluntary unemployment
designated only the first of these two types.8 Second, voluntary unemploy-
ment (narrowly understood) should not be viewed in a pejorative way. Vol-
untary unemployment is better than misemployment in many cases.
Finally, the voluntarily unemployed and the involuntarily unemployed cat-
egories should be viewed as two sub-types of the broader job-searcher cat-
egory rather than as being polar opposites. The only difference between
them pertains to agents’ scope of freedom. Involuntary unemployment
implies that some agents have less freedom than assumed in economic
theory. When rationed, they have less scope to manoeuvre than better
endowed agents. Hence, whenever involuntary unemployment yields
ground to voluntary unemployment, this should be hailed as good news!

Social embedding

To expand on the above definitions, it is worth reflecting on the social
context in which they may become embedded. Clearly, my classifications
apply best to a developed economy or ‘welfare state economy’, where
unemployment benefits have become a pervasive social institution. More-
over, it should be realised that the unemployment concept is not univer-
sal. It emerged only gradually, not having its present-day meaning initially.
The following observation by Piore, in his review of Salais et al.’s, L’inven-
tion du chômage, and Keyssar’s Out of Work: The First Century of Unemployment
in Massachusetts, brings the point home:

In the early nineteenth century, unemployment as we know it
today does not seem to have existed as a category, at least in the
modern sense of the term. The word was widely used, but it
referred mainly to ‘those who were simply “not employed”, who
were idle or not working’. It thus included small children, who
were never engaged in productive labor and grown men who had
taken the day off to go fishing. By the end of the century,
however, it had come to be understood exclusively in the modern
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sense of ‘involuntary idleness’, wanting a job but being unable to
find one.

(Piore 1987: 1838)9

The autonomisation of unemployment as an effective social category fol-
lowed the emergence of unemployment benefits. In Piore’s terms, it
might have been the case ‘that workers have been induced to behave as
unemployed by the fact that they thereby become eligible for unemploy-
ment insurance payments’ (1987: 1837). Thereby it became possible to
drive a wedge between rationing and poverty, for without this wedge, the
threat of falling into poverty loomed large on rationed agents.10

These brief remarks may help to explain why the unemployment category
is not found in the writings of the first generation of classical political econo-
mists. Adam Smith is an enlightening example. If, at his time, one were to
look at the activity choice set of agents populating the wage-earning category
then, without doubt, the overwhelming majority of them would belong to
the wage-dependent group. As stated by Smith, propertyless labourers ‘stand
in need of a master to advance them the material of their work’ (Smith
[1776] 1976: 83). Actually, in this context, nobody having a choice would
take up waged labour, because such jobs were unattractive, low skilled
and badly paid. Labour rationing was then an issue affecting only wage-
dependent agents, whereas misemployment was of marginal importance.
What was strikingly absent, however, was the unemployment outcome. The
following extract is from his Wealth of Nations chapter on wages witnesses:

But it would be otherwise in a country where the funds for the
maintenance of labour were sensibly decaying. Every year the
demand for servants and labourers would, in all the different
classes of employment, be less than it had been the years before.
Many who had been bred in the superior classes, not being able
to find employment in their own business, would be glad to seek
it in the lowest. The lowest class being not only overstocked with
its own workmen, but with the overflowings of other classes, the
competition for employment would be so great in it, as to reduce
the wages of labour to the most miserable and scanty subsistence
of the labourer. Many would not be able to find employment even
upon these hard terms, but would either starve, or be driven to
seek subsistence either by begging, or by the perpetration
perhaps of the greatest enormities. Want, famine and mortality
would immediately prevail in that class, and from thence extend
themselves to all the superior classes, till the number of inhabit-
ants in the country was reduced to what could easily be main-
tained by the revenue and stock which remained in it.

(Smith [1776] 1976: 90–91)
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Smith’s account is telling. Excess supply triggers downward mobility (mis-
employment), with people moving from superior to lower markets. As a
result, the wage rate decreases and reaches the subsistence floor, before
being able to absorb the excess supply. Rationed agents would then, one
might think, become unemployed. However, this will rarely be the case
because, in the Smithian framework, rationed agents barely have the
means to survive without working: ‘Many workmen could not subsist a
week, few could subsist a month, and scarce any a year without employ-
ment’ ([1776] 1976: 84). Thus, unemployment can have only a fugitive
existence. Either people are able to leave it quickly or they slide into
poverty. There is, as it were, a short-cut from labour rationing to disen-
franchisement, with the unemployment stage being skipped. Labour
rationing, according to Smith’s argument, is the antechamber of poverty
and starvation – a dramatic yet effective way of radically solving the excess
labour supply issue.

Concluding remarks

In this chapter I have examined the neglected issue of post-rationing
occupational trajectories. Its basic purpose was to make more explicit the
mediating elements that need to be considered in order to link labour
rationing and involuntary unemployment. I have brought out the con-
ditions under which rationing can lead to involuntary unemployment.
The coincidence between market rationing and unemployment arises
only in models with a single labour market and wherein self-employment
and other alternative activities are assumed away. Otherwise unemploy-
ment theory should be viewed as distinct from labour rationing theory, its
concern being the issue of how and why rationed agents end up unem-
ployed.

The broader lesson to be drawn from this chapter and the previous one
is that the subject of involuntary unemployment needs to be tackled with
subtlety. Any straightforward definitional stance cannot stand up to
scrutiny. To give an example, my colleague Professor Alain Béraud from
the University of Cergy-Pontoise, who was kind enough to comment on my
manuscript, wrote to me that, to him, unemployment was involuntary by
definition. Hence one should not speak of involuntary unemployment but
only of unemployment tout court. While at first many will concur with him,
upon reflection, the matter turns out to be more complicated. Béraud
may well be right whenever the topic I have discussed in this chapter is left
aside (i.e. no distinction is drawn between labour rationing and unem-
ployment). In that case, the ‘involuntary’ modifier is effectively redundant
in so far as it is accepted that the voluntary unemployment terminology
should be refused for designating chosen leisure. Still a distinction should
be made between two types of unemployment according to whether they
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carry the individual disequilibrium or only the frustration connotation.
However, this standpoint is no longer valid whenever rationing and unem-
ployment are considered separate. In this new context, the distinction
between voluntary and involuntary unemployment makes perfect sense, as
argued above.

Be that as it may, most of the models that will be studied do not con-
sider the distinction between labour rationing and unemployment. They
assume that only one labour market exist and that no alternative activities
are possible. As a result, rationing automatically ends up in unemploy-
ment. Such an approach can be criticised for its incompleteness. However,
this criticism must be mitigated by the admission that demonstrating
labour rationing is the most challenging part of the programme. Hence, it
is understandable that it receives the most attention.

The definitions of labour rationing, unemployment, voluntary unem-
ployment, involuntary unemployment and misemployment given above
are the right ones to me. Nonetheless, for the rest of this book, I will abide
by the standard terminology and call ‘involuntary unemployment’ what,
strictly speaking, should be called ‘labour rationing’, i.e. a breaching of
the reservation wage principle. I could have adopted a narrower definition
by considering that involuntary unemployment is a breaching of the reser-
vation wage principle manifesting individual disequilibrium. Instead I
have opted for a somewhat wider definition where involuntary unemploy-
ment covers both the individual disequilibrium and the frustration cases.
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4

TRADE ORGANISATION

As the rest of this book will amply demonstrate, giving involuntary unem-
ployment its theoretical credentials has proved to be a daunting task. It
took several decades after Keynes’ The General Theory to be achieved, and
then still in an unsatisfactory way. The aim of this chapter is to explain
with hindsight why this has been the case. What, in other words, is (are)
the stumbling block(s) standing in the way of getting at a robust theory of
involuntary unemployment in the individual disequilibrium meaning?

Answering this question will take me on a long journey. My starting
point will be the basic distinction between the determination and the
formation of equilibrium. Its consideration will allow me to introduce the
notion of trade technology that will be central to my argumentation. Next,
I will draw a contrast between the centralised and the decentralised market
organisation, and claim that the notion of trade round is an essential ingre-
dient of the centralised trade technology. Tracing back the presence of the
trade round in Marshallian and Walrasian theory, I will further contend
that, though present in the two approaches, the trade round is organised
differently in either of them. In Walras, the driving force of the formation
of equilibrium is the market secretary while in Marshall it is agents’ perfect
information (rather than haggling and bargaining as it is usually claimed).
At this juncture, I will be able to answer my initial question: the basic stum-
bling block to involuntary unemployment viewed as an individual disequi-
librium phenomenon lies in the assumption of a centralised market. In
effect, adopting this assumption makes market clearing a foregone conclu-
sion, at least in canonical models. Finally, to close the chapter, I engage in
a minute examination of the meaning of the notions of rigidity and flexi-
bility as well as of the linked notion of slow adjustment.

The difference between the determination and the
formation of equilibrium

Let me start with recalling a basic distinction that should never be side-
stepped when discussing equilibrium, the distinction between the deter-
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mination and the formation of equilibrium.1 The issue of the determina-
tion of equilibrium consists of assessing whether an allocation making
agents optimising plans compatible exists logically. The issue of the forma-
tion of equilibrium pertains to the effective coming into existence of the
equilibrium solution – how the equilibrium values calculated by the theo-
retician can effectively be attained as the result of agents’ interactions.2 It
comprises an institutional dimension related to the organisation of trade
or ‘trade technology’ enabling the equilibrium outcome to be arrived at.
If ‘a market is an institution for the consummation of transactions’, as
Stigler once stated ([1957] 1965: 245), this institutional dimension cannot
be shelved.

Centralised versus decentralised markets

A straightforward observation to be made about the real-world market
economy is that the market notion does not cover a single reality. Many
sorts of markets co-exist. For the sake of my inquiry, let me regroup them
in two ideal types: the ‘centralised’ and the ‘decentralised’ markets.

The centralised market – is characterised by the fact that trading takes
place within well-defined, self-contained trade rounds, whose boundaries
pertain to time, space, the type of good or service traded and the agents
participating in trading.3 It may also feature the presence of an institu-
tional price-setting mechanism, eliciting a single final price. In many cen-
tralised markets – and certainly in those where a market secretary of some
sort is present – effective trading takes place only after the determination
of equilibrium. Such an arrangement insures that agents’ optimising plans
are made compatible.

In contrast, decentralised markets lack precise boundaries. This is cer-
tainly true for what concerns time and space. On the one hand, there are
no well-delineated trade rounds. Trade is ongoing, sometimes around the
clock. On the other, the spatial boundaries of a market are imprecise.
Product delineation is vague as well. In short, it is hard to assess where one
market stops and another begins. The trade round category makes no
sense in such a context. For sure, no auctioneer is present. Agents are no
longer simultaneously interconnected, as in the centralised set-up. Sellers
post prices, while potential purchasers visit them sequentially.4 In this
framework it is plausible to have some agents being rationed, without any
opportunity of over-bidding, simply because inventories were already
depleted when they visited suppliers, the system working on a ‘first come,
first served’ basis.

A centralised market is directly observable. Its operations and
results are visible to everyone interested. In contrast, in the case of decen-
tralised markets, the only observable reality is a myriad of bilateral mone-
tary exchanges. The ‘market for good x’ exists only as an intellectual

T R A D E  O R G A N I S A T I O N

41



reconstruction undertaken by economists and statisticians, the result of
complex data processing. Assuming that statistics could be obtained about
the different trades that occurred in a given time-span, it would be
observed that the same product has been sold at different prices.5

Both types of markets co-exist in the real world, yet most commentators
would agree that the second type, the decentralised market, is overwhelm-
ingly dominant. Surprisingly enough, when it comes to economic theory,
it is the other way round. Most economic models are based on the assump-
tion that markets function in a centralised way, search models being the
important exception. It is straightforward to see that this statement is true
in relation to Walrasian theory, yet it is also valid for Marshallian theory.6

The trade round in the Walrasian approach

The Walrasian economy, the object of analysis of Walrasian theory, consti-
tutes a single centralised market, encompassing every agent and every
good and service. Its cornerstone is the auctioneer whose main task con-
sists of using the price system in order to bring the economy into equilib-
rium. To this end, he announces price vectors to which agents react by
naming the optimal quantity they wish to trade. General equilibrium (at
which every market excess demand is nil or negative, in which case the
price is equal to zero) will be arrived at through changes in prices. Actual
transactions remain suspended until the equilibrium price vector is
arrived at. The duration needed for the price formation mechanism to
come to an end matters little in this context. Therefore, making use of
Occam’s razor, it can as well be assumed that equilibrium is formed
instantaneously, i.e. in logical time. Every auctioneer-led tâtonnement
process is associated with a giving trade round, itself viewed as being a
point-in-time.

All this is well-known.7 A less noted feature of the auctioneer-led
economy is its democratic character. The very fact that the market solu-
tion will make agents’ plans compatible means that this outcome can
come through only if no agent is left out, their optimising program
remaining unfulfilled. Thus, whatever agents’ endowment, they hold a
veto power on the decision to decree the closing of the price formation
process. Put differently, the corollary of agents’ participation in tâton-
nement is their right to optimal trade. Agents are supposed to participate
freely in this set-up while every agent’s participation is needed for the deal
to be struck. This amounts to a unanimity decision-making process. As a
result, it is inconceivable that trade might occur with non-consenting
agents in a tâtonnement context. Whenever an economic agent is
observed as non-trading, the conclusion must be drawn that such a lack of
participation is the outcome of his or her optimising choice.

The idea that the auctioneer hypothesis is a central ingredient of the
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Walrasian research programme (broadly defined so as to encompass neo-
Walrasian models) will play a central role in my analysis. I am well aware
that many, if not most, general equilibrium theorists recognise the role of
the tâtonnement hypothesis only grudgingly, and openly declare their
dislike of it.8 Yet, it remains that, whenever the question of the institu-
tional procedure through which a Walrasian equilibrium might effectively
be realised is raised, the only available answer is the auctioneer led-
tâtonnement.

The trade round in the Marshallian approach

I must start with a brief reminder of the Marshallian conception of equi-
librium. It rests on two equilibrium concepts; market-day (in short market
equilibrium) and normal equilibrium, respectively.9 Theirs is a relation-
ship of hierarchy with normal equilibrium being the higher or more fun-
damental concept and market equilibrium the lower or less fundamental
concept.10 Normal equilibrium exists whenever the market outcome in a
given branch is such that firms lack incentives to change their behaviour
(Marshall’s attention focusing more on firms than on households). Yet
another definition of normal equilibrium is that it consists of a matching
between normal supply and demand. Market equilibrium concerns a given
trade round in which exchanges take place, and is equivalent to market
clearing, i.e. the equality between market supply and demand.

Three outcomes are a priori conceivable. The first is full equilibrium –
the combination of market and normal equilibrium, arising whenever the
values associate with market equilibrium coincide with those characteris-
ing normal equilibrium. Full disequilibrium is the converse case featuring
both market disequilibrium and normal disequilibrium. The third
outcome is when market equilibrium (the matching of market supply and
demand) and normal disequilibrium (a mismatch between normal supply
and demand) are combined. I will shortly claim that full disequilibrium is
absent from Marshall’s analysis. As a result, the third outcome can be
called disequilibrium without ambiguity. Yet it must then be kept in mind
that disequilibrium means the non-attainment of normal equilibrium and
goes along with market clearing.

Let me now delve into the functioning of the market-day, Marshall’s
specific trade round.11 It is well delineated in terms of space, time and
product. It is implicitly assumed that all potential participants are present
from the start of the trading process until the end. As a result, any phe-
nomenon of the ‘first come, first served’ kind, with the risk of rationing it
puts on latecomers, is excluded. However, the auctioneer figure is absent,
and the market equilibrium is supposed to result from agents’ price-
making behaviour. Perfect competition is assumed to be present. The
issue to be addressed is the formation of market equilibrium – how agents’
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actions will end up in making effective the equilibrium values calculated
by the external economist.

Two explanatory factors are to be found in Marshall’s analysis. The first
is the bargaining that takes place between agents: ‘And in like manners,
buyers will fence, and pretend to be less eager than they really are. So the
price may be tossed hither and thither like a shuttlecock, as one side or
the other gets the better in the “haggling and bargaining” of the market’
(1920: 333). The second is the assumption that economic agents hold
perfect information about every data necessary for the calculation of equi-
librium: ‘The price of 36s. has thus some claim to be called the true equi-
librium price: because . . . every dealer who has a perfect knowledge of the
market expects that price to be established’ (Marshall 1920: 333; my
emphasis).

Interpreters usually adopt the first of these explanations while shelving
the latter, probably because it conveys the appealing vision of a bazaar-like
market place. However, upon scrutiny it appears that no clue is given as to
how haggling and bargaining can lead to the realisation of the equilib-
rium price and quantity values calculated by the omniscient economist.
On the other hand, perfect information suffices for getting such a result.
Therefore Marshall’s argument reminds me of Voltaire’s parable about
the possibility of killing a goat through black magic, the sufficient con-
dition for such an outcome being to combine magic with a little dose of
poison. In Marshall’s reasoning, bargaining is the witchcraft and perfect
information the poison.12

Perfect information à la Marshall means that agents know as much
about the market as the outside economist. As a result, they can mentally
reconstruct supply and demand functions and calculate equilibrium
values. Note that perfect information à la Marshall’s is stronger than
perfect information à la Walras, since in the latter agents are not sup-
posed to be knowledgeable about market supply and demand functions,
and their underpinnings.13 Returning to Marshallian theory, the very fact
that everybody has perfect foresight about the equilibrium price will
insure that trading will take place only at this price. But there is no need
for bargaining if all agents know this price from the onset. Marshall’s bar-
gaining argument turns out to be just window dressing, leaving the less
appealing assumption of perfect information in the shadows.14

Although Marshall devoted some attention to the particularities of the
demand for, and the supply of, labour, he never claimed that they
impinged on the working of the labour market. The latter should then be
viewed as operating on the same principles as the corn market, and the
labour market would be no exception to the market clearing principle.15

The ‘Week’ device was proposed by Hicks in Value and Capital in order
to structure the temporal dimension of Walrasian theory. Time is sub-
divided in discrete periods, the day constituting the unit period. Trade
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takes place every Monday, the rest of the week being devoted to the execu-
tion of contracts. Thus, the notions of trade round and Mondays are
equated. In the light of my above considerations, it turn out that this
device fits Marshallian theory as well. The conclusion drawn above when
discussing the Walrasian approach, that the duration required for the
formation of market equilibrium, then applies also to Marshallian theory.
Any Monday equilibrium can be arrived at fast or slowly, yet this should
have no impact, since the implementation of decisions made on Mondays
starts only on Tuesdays. It must be considered as arising in logical time,
i.e. instantaneously. On the other hand, were it accepted that the adjust-
ment process could still be unfinished by Monday midnight, the ‘week’
framework would collapse.

Two broad conclusions surface. First, although Marshall is usually
hailed for having given a more realistic account of the working of markets
than Walras, I have shown that both accounts are based on a deus ex
machina, perfect information in one case, the auctioneer in the other.
Perfect information is no less a betrayal of the alleged theoretical
explanandum, a decentralised trading system, than the auctioneer, because
the hallmark of a decentralised economy is that private data will not
become public. As aptly perceived by Hayek, the underlying flaw is that
two levels of knowledge, which should have been kept separate – the
knowledge of the outside omniscient economist and that of the economic
agent – have become blurred.

The second conclusion is that the point made above about the Wal-
rasian model – that the market system functions in a democratic way, to
the effect that no market outcome will effectively emerge without the
assent of all participants in the market – applies to the Marshallian model
as well. Market clearing, i.e. the matching of market supply and demand,
is always realised in Marshallian value analysis as it is in Walrasian theory
That is, neither frictional nor involuntary unemployment has any room
within it.

In both cases, the explanatory factor is the centralised market assump-
tion, and in particular the trade round assumption, i.e. the fact that trade is
confined to, say, Mondays. Whenever the Monday trade assumption is com-
bined with the auctioneer, in one case, with agents’ omniscience, in the
other, market clearing becomes a compelling result. Conversely, it may be
wondered whether the market clearing notion makes any sense in a decen-
tralised framework, because of the absence of its prerequisite, the trade
round. Market demand and supply become elusive concepts, the same
being true for the notion of their matching.16 Put differently, there exists
only one context within which raising the question as to whether market
clearing is present makes sense, the centralised market, yet in this context
market cleaning is a foregone conclusion. In contrast, the concept of
market clearing seems useless against the decentralised market framework.
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Justifying the centralised market assumption

Most real-world markets function in a decentralised way. Why is it that,
with a few exceptions, economic theory has nonetheless adopted the
opposite assumption? Let me answer this question in reference to the
Marshallian framework.

Tractability is certainly a possible explanation. The trade round
assumption distorts reality yet it makes things easier. In contrast, con-
structing a theory aiming at explaining the functioning of truly decen-
tralised markets has proved to be a daunting task. Two other arguments
can be evoked. The first is benign neglect. It amounts to claiming that the
issue of how exchanges take place concretely is of secondary importance
relative to the issue of the formation of normal equilibrium. In other
words, competition is viewed as bearing on more basic adjustments than
those governing individual trade rounds. This line of thinking is long-
lived, going all the way back to Adam Smith. Smith was interested in the
formation of natural prices and only dealt offhandedly with market prices.
Likewise, to Marshall normal equilibrium was the important equilibrium
concept. Likewise, it may be presumed that Marshall would have found it
inadmissible to discard the possibility of disequilibrium as a departure
from normal equilibrium, while having no qualms about discarding depar-
tures from market equilibrium. The second argument has to do with the
divide that existed within Marshallian theory between value theory and
business cycle and money theory. Marshall did not deny the existence of
unemployment and surely aimed to explain it, as well as relieving it. But
then, Marshall’s was a split personality. On the one hand, as seen, no
room existed for market rationing in his value theory. Yet, on the other
hand, this was deemed of little consequence because unemployment had
full right of abode in business cycle theory. The latter was deemed, as it
were, an annexe of value theory – what could not be generated in value
theory, like unemployment, would find a place in business cycle theory.

Rigidity

Rigidity and its converse, flexibility, are central to the literature that will
be surveyed later in this book. Yet their meaning should not be taken for
granted.

Rigidity concerns the behaviour of prices and wages over a given time-
span. It exists whenever a price or wage that should be changing does not
do so, the result of some externally imposed impediment to the formation
of equilibrium. In turn, flexibility is said to prevail when no such impedi-
ment is present. Sluggishness or stickiness or still slow adjustment will des-
ignate cases where a change in a price or wage is observed, yet not to the
full extent required.17
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The main distinction made about rigidity, especially in reference to
wages, is between nominal and real rigidity. Nominal rigidity concerns a
monetary economy and raises no special problems. Real rigidity is more
troublesome, because it can be used in two different contexts. The first is
Walrasian general equilibrium theory. Here, since money is absent, at least
from elementary models, the only rigidity concept that can be considered
is real rigidity. It indicates the blocking of the price vector, a fact that will
obviously impede the formation of equilibrium (except if by chance it is
blocked at the equilibrium value).18 The second context is the study of
bilateral relations between employers and employees as, e.g. in the effi-
ciency wage model. Now it makes sense to distinguish monetary and real
values. It is usually claimed that this model’s hallmark is real rigidity.
However, if my definition is accepted, such a characterization is inappro-
priate. In effect, nothing in this model impedes the formation of equilib-
rium. A lack of reaction to a mismatch between supply and demand does
not imply rigidity in the impediment meaning. Hence, contrary to the
usual characterisation, wages should be considered flexible rather than
rigid in efficiency wage models. If the contrary is believed true, it is because
of the mistaken view that only rigidity can explain market rationing.

Another pitfall that should be avoided consists of representing wage
rigidity under the form of a specially-shaped labour supply curve. To me,
this account is off the mark, as I will show in Chapter 8, when discussing
Modigliani’s theory.

Finally, the rigidity term should be understood differently according to
whether it is used in statements aimed at describing real-world processes
or in statements pertaining to the theoretical universe. In the first case,
the attention focuses on the evolution of a given price or wage index over
a conventionally defined span of time, say, one year, this index being con-
structed through some complex data processing. Rigidity will be said to
exist if no change in the index is observed in spite of the fact that reasons
exist for such a change. Whenever the discussion bears on abstract theo-
retical models, the matter is different as soon as it is accepted that these
models, be they Marshallian or Walrasian, are based on the specific tem-
poral framework of the Hicksian ‘week’. As a result, any possible market
rationing outcome must happen on a given Monday.

If this analysis is accepted, the popular view that market rationing can
be caused by slow adjustment, should be rejected. To make this point, let
me resort to the well-known cobweb example. Figure 4.1 illustrates.

Let me assume a time-to-build factor: it takes two trade rounds to change
the quantity produced. Producers have adaptive expectations – supply at a
given trade round is a function of the price that prevailed at the previous
one. Start from a state of normal equilibrium at price p*, and assume that a
shift in normal demand occurs at t1, moving the normal demand schedule
from DN* to DN** (where N stands for normal). The normal supply function
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is assumed to remain unchanged. The earlier normal equilibrium is A, the
new one is B. At t1, market supply equals S1(p0), and the market equilibrium
price is p1. At t2, market supply equals S2(p1), and the market equilibrium
price is p2. Eventually, point B will be reached where the new equilibrium is
established at p**.

Two features stand out. First, the formation of normal equilibrium
takes time. In other words, slow adjustment is present. Second, during the
interval separating the two normal equilibria, the market exhibits disequi-
librium. Yet, this is a disequilibrium against normal equilibrium and not
against market equilibrium. Actually, it co-exists with market clearing.
That is, at each trading round, market demand and market supply (verti-
cal lines starting from S1(p0), etc.) match. As it stands, the graph suggests a
reccession of states of excess supply until B is reached. This assessment is
correct, of course, yet it must be realised that the mismatch in point con-
cerns normal supply and demand instead of market demand and supply.

To conclude, while slow adjustment explains disequilibrium, i.e. the
delayed attainment of normal equilibrium, it nonetheless generates no
market rationing since the latter is a matter of non-attainment of market
equilibrium.

Unfortunately, this point has been recurrently passed over. Let me give
two examples. The first is Blinder’s following statement, which he presents
as a central tenet of Keynesian economics:

Keynesians believe that goods markets and, especially, labour
markets respond only sluggishly to shocks, i.e. that prices and
wages do not move quickly to clear markets.

(Blinder [1988] 1997: 111)19
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The question must be raised as to whether Blinder’s statement pertains to
the real or the model economy. As far as the first is concerned, as stated
above, any reference to market clearing is misplaced because real world
markets are decentralised. Be that as it may, Blinder’s statement cannot be
accepted as far as the model economy is concerned. In the latter, there is
no room for stickiness. Trade rounds operating in logical time, wages are
either flexible or rigid. Sluggishness can only characterise adjustment
across trade rounds.

My second example is Hahn and Solow’s following definition of
flexibility:

Nominal-wage rates are flexible if they rise pretty promptly and
rapidly when there is excess demand for labour and fall pretty
promptly and rapidly when there is excess supply of labour.

(Hahn and Solow 1986: 1)

This definition is unsatisfactory when gauged against my above remarks. Its
first flaw is the vagueness of the rapid adjustment idea. No distinction is
made between trade round adjustment and adjustment across trade rounds.
Because of their lack of attention to the trade round notion, and its require-
ments, Hahn and Solow miss my point that slow adjustment cannot cause
market rationing. Second, it follows from their definition that a price or a
wage is rigid whenever it does not adjust in case of excess supply or excess
demand. This definition is in accord with the usual characterisation of effi-
ciency wage models. Yet, as claimed above, it is inadequate because it comes
on a collision course with what seems to me to be the basic feature of rigid-
ity, namely its being an impediment to the formation of equilibrium.

Concluding remarks

In this chapter I have studied the institutional assumptions underpinning
the Marshallian and the Walrasian approaches, and clarified some related
concepts. The following observations have been made:

1 In both approaches exchanges take place in a centralised way. They
are confined within trade rounds, contrary to what is the case for
decentralised markets. The operation of trade rounds must be con-
ceived of as taking place in logical time.

2 Any market rationing outcome must be explained within the trade
round framework.

3 The auctioneer is the modus operandus of the Walrasian trade round.
He is absent from the Marshallian trade round. In the latter the auto-
matic formation of market equilibrium is due to the assumption of
agents’ omniscience.
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4 The auctioneer, in the Walrasian approach, or the agents’ omniscience
assumption in the Marshallian approach are the two stumbling blocks
impeding the success of the involuntary unemployment programme
since their very presence guarantees market clearing. As long as they
remain, this programme is doomed to fail.

Two main lines can be envisaged in order to achieve the project of
demonstrating involuntary unemployment: breaking away from the auc-
tioneer trade organisation whenever the Walrasian approach is adopted;
removing the perfect information assumption whenever the analytical
framework is Marshallian.20 Evidently, these are retrospective prescrip-
tions. As will be seen, it took economists a long time to engage with either
of them, due to both their lack of awareness as to the nature of the stum-
bling blocks and the genuine difficulty of the task at hand.
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Part II

INVOLUNTARY
UNEMPLOYMENT IN KEYNES’

THE GENERAL THEORY



5

KEYNES’ PROGRAMME

A reconstruction

Keynes wrote The General Theory (1936) with both a political and a theo-
retical motivation. Whereas the policy dimension remained somewhat
implicit, it nevertheless stands to reason that Keynes wanted his book to be
more than just a theoretical work. To him, it had to serve a policy purpose
– positively, a justification for government intervention in the economy
and, negatively, a dismissal of wage deflation policy. His targeted reader-
ship, however, was academic, which resulted from his perception that
these policy recommendations faced a theoretical hurdle. Economists, he
recognised, were torn between their ‘flair and instinct’ (Keynes [1934]
1973: 486) and their analytical tools. Their flair prompted them to believe
that mass unemployment resulted from a system failure and was to be cor-
rected accordingly, whereas their theoretical reasoning compelled them
to trace it back to wage-earners’ unwillingness to accept a fall in wages.1

Something thus had to be done in the field of theory, in order to unravel
the existing deadlock and give the new policy its missing intellectual
credentials.

From the theoretical viewpoint, The General Theory is a complex book,
mixing different objectives. Looking for what Keynes intended to do
when undertaking to write his book, we may turn to his 1931 Chicago
Lectures, where he discussed the issue of whether decreases in wages
could be viewed as a remedy for unemployment, and answered in the
negative (Keynes 1973: 355–372). It can then be argued that the purpose
of The General Theory was to provide theoretical foundations for this view.
This assessment is plausible when considering Keynes’ initial intention.
However, finished works do not necessarily achieve the programme their
authors had in mind when starting to write them. While the adjustment
dimension does not fully disappear from Keynes’ book, it nonetheless
takes the back seat with respect to the aim of demonstrating the logical
existence of involuntary unemployment, independently from any adjust-
ment problem.
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A radical or a reformist strategy?

A preliminary issue to be tackled is to ask, to put it in a crude way,
whether The General Theory should be viewed as neoclassical or anti-
neoclassical. Favereau (1985) argues that when starting to write The
General Theory, Keynes was wavering between two lines of thought, a
radical and a reformist one, to finally opt for the latter. Underlying the
radical research strategy is the conviction that, without the consideration
of a series of factors – such as radical uncertainty, money, real time, asym-
metry between firms and workers – the involuntary unemployment claim
cannot win the day. Given that the existing theory is impervious to them,
a thorough change in paradigm is deemed to be needed. On the con-
trary, the reformist strategy rests on the opinion that the integration of
the hitherto excluded concept can be achieved with only minimal
changes in economic theory as it exists.2

Keynes himself would probably have refused to be locked into having to
choose between the two strategies that Favereau attributed to him. Assum-
ing that he would recognise their difference, he would probably have
avoided seeing them as antagonistic. Actually, his discourse was either
radical or reformist, depending on the occasion.

So, both trends appear in Keynes’ work. They can partly be disentan-
gled by drawing a distinction between the bare model it contains and that
part of it which consists of meta-theoretical commentaries about the
model. The most popular view is that Hicks’ IS-LM model aptly captures
the gist of The General Theory. Its meta-theoretical part would then consist
of the passages falling outside of this model, as well as Keynes’ statements
of purpose, polemical passages, earlier and posterior expositions of his
main insights, etc. If this line is taken, the impression prevails that, as far
as model is concerned, Keynes’ work ought to be put under the mantle of
the reformist strategy. Keynes’ claim to offer a generalisation of classical
theory, his desire to change only one postulate whilst keeping the other
ones testify to such a strategy.

However, taken alone, this argument cannot win the day. The problem
is that the model contained in The General Theory is in prose, and several
alternative interpretations as to its features are possible. While the IS-LM
model is a plausible reading, it is certainly not the only one. Moreover, it
would be an exaggeration to state that all radical elements of Keynes’
work belong to its ‘sub-text’. For example, the drafts of the first chapters
should be considered as more than commentaries.3 On the other hand,
the very fact that they were dropped is indicative of a shift from the radical
towards the reformist strategy. Assuming that, at an initial stage of his
writing, Keynes found the radical programme more appealing intellectu-
ally, it might have dawned on him that the pragmatic programme had the
advantage of being easier to ‘sell’ to fellow economists. In view of the
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urgency of the policy issues underlying the debate, this would have been a
crucial argument to him. Yet, he did not fully renounce the radical view-
point, as his 1937 Quarterly Journal of Economics demonstrates.

Be this as it may, in this book my interest will be limited to Keynes’
reformist strategy. The issue to be addressed can then be described as
follows: granting that, at a certain stage of theoretical development, a
given concept (involuntary unemployment) is absent from the theory,
what are the smallest possible changes in assumptions that are required in
order to allow its integration in a ‘methodologically correct’ way?

Keynes’ programme

My reconstruction of Keynes’ research programme pursued in The General
Theory consists of the constellation of the following four elements.4

First of all, Keynes pursued the objective of demonstrating the theo-
retical existence of involuntary unemployment. Beyond doubt, he had in
mind involuntary unemployment in the individual disequilibrium
meaning. He reckoned it as a phenomenon whose real-world existence
was compelling yet for which economic theory could find no room. Bridg-
ing this gulf was the task he set himself.

Second, Keynes’ interest in involuntary unemployment followed from
the presumption that it expressed some system failure, a malfunctioning
of the decentralised economy.5 Its existence had to temper, if not upset,
the optimistic interpretation of this system put forward by economists
since Adam Smith. In particular, he wanted to link it with a deficiency in
aggregate demand for the output as a whole, itself associated with some
leakage from the productive towards the financial sector.

The claim that involuntary unemployment follows from some system
failure affects the type of analysis which emerges. The common explana-
tion in the time of Keynes was that unemployment was the result of wage
levels being too high. Such an explanation is part of a Marshallian analysis
in which one market, here the labour market, is considered in isolation
from the rest of the economy. Keynes wished to escape this framework in a
twofold way. On the one hand, he wanted to exonerate too high wages
from any responsibility in the existence of involuntary unemployment. On
the other hand, he believed that its explanation had to be looked for
outside the labour market. As Meltzer puts it, ‘the problem is manifested
in the labour market, but it does not arise in the labour market’ (1988:
197).6 What he was actually striving for was to move the analysis of unem-
ployment from a partial to a general equilibrium framework (although
this terminology was non-existent at this time).7 Yet, such a willingness to
adopt an interdependency perspective should not be interpreted as an
adhesion to the Walrasian general equilibrium approach. In Keynes’ time,
Walras’ views were hardly appreciated in Cambridge and, for better or
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worse, Keynes did not think that Walras’ theory could be of any help to his
own project.8 To him, the route to be taken was to generalise Marshallian
analysis, by taking into account the interdependency across markets.9

On the other hand, Keynes did not want to join the imperfect competi-
tion line of argument which was emerging at the time in Cambridge. He
wanted to put his argument in terms of perfect competition, – possibly
because he associated imperfect competition with collusion, unions, etc.
His concern was to bring to the fore something deeper, namely that
unemployment could be possible even when the labour market was func-
tioning in a perfectly competitive way without either frictions or market
power.10

The third objective concerns policy. Keynes believed that a remedy
existed for the flaw in the economic system that he had strived to display,
and that was different from lowering wages. While Keynes held the insight
that the government had an active role to play, it received no precise
content in The General Theory. For all Keynes’ evasiveness on this matter,
the interpretation, which quickly became popular, that the appropriate
remedy was state-induced demand stimulation, seems appropriate.11 The
rationale for this view is that demand activation follows from the diagnosis
Keynes is positing, namely that involuntary unemployment results from
aggregate demand deficiency. The latter implies demand activation as its
remedy!

The above analysis can be summarised by stating that Keynes’ research
programme consisted of four items:

1 the phenomenon to be explained is involuntary unemployment in the
individual disequilibrium meaning;

2 demonstrating that wage rigidity can be exonerated as its cause;
3 giving a general equilibrium explanation of the phenomenon within a

perfect competition framework;
4 demonstrating that demand stimulation is the proper remedy to be

taken for solving the problem.

The aim of my book is to assess whether this programme has been met
with success, first in Keynes’ The General Theory, and second, in subsequent
Keynesian models.

The broader context: Keynes as a Marshallian economist

A basic intuition guiding my interpretation of Keynes is that he was a Mar-
shallian as opposed to a Walrasian economist, as forcefully argued by
Clower and Leijonhufvud (e.g. [1975] 1984). Therefore, no correct assess-
ment of Keynes’ contribution can be made without positing it in reference
to Marshallian theory. In this light, three aspects are worth insisting on.
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The first has already been touched upon. Keynes should be considered
the creator of a nascent Marshallian general equilibrium perspective,
having little to do with Walrasian general equilibrium theory. However, if
he initiated such a move, it was hardly for the mere sake of it, but rather
because it was a prerequisite to a new explanation of unemployment. As a
result, two tasks were to be tackled – first, to boost a transformation within
the standard Marshallian approach (that is, a shift from partial to general
equilibrium analysis) and, second, to drive a wedge within this recast stan-
dard theory by replacing its normal market-clearing result with involun-
tary unemployment.

A second way of characterising Keynes’ enterprise in contrast to the
standard Marshallian approach is to view it as an attempt to move the
unemployment category away from business cycle into value theory. I have
claimed in Chapter 4 that, in the Marshallian tradition, business cycle
theory rather than value theory was deemed to be the proper place for a
subject matter like unemployment. Against this background, Keynes’ aim
in The General Theory can be recast as consisting of trying to transfer invol-
untary unemployment from business cycle to value theory. Put differently,
the originality of Keynes’ project turns out to lie in his attempt to generate
labour-market rationing in a value-theory framework. Until then it had
been absent from this framework, while its existence in a business cycle
theory framework was taken for granted.

Finally, a third way in which Keynes’ project marks a departure from
standard Marshallian theory relates to equilibrium. The Marshallian con-
ception of equilibrium has been sketched out in Chapter 4. Two distinct
outcomes can arise in Marshallian analysis. Let me call them the ‘equilib-
rium triad’ and the ‘disequilibrium triad’. The former is the combination
of individual equilibrium, market clearing, and normal equilibrium, the
latter the combination of individual equilibrium, market clearing and
‘normal disequilibrium’ (i.e. a departure from normal equilibrium). This
disequilibrium triad is considered a perfectly plausible outcome and as
theoretically correct as the equilibrium triad.

Against this background, Keynes’ aim in The General Theory can be
reconstructed as the replacement of the ‘Marshallian disequilibrium triad’
with the ‘Keynesian triad’, i.e. a combination of individual disequilibrium,
market non-clearing and normal equilibrium. Table 5.1 illustrates the
involuntarily unemployed would be in a state of individual disequilibrium,
and the labour market would close with a mismatch between market-day
supply and demand. Such a state of affairs should nonetheless be con-
sidered as a normal equilibrium (or standstill situation).

At the time Keynes was writing, no basic methodological objections
were levelled against his overall project. Microeconomics was insufficiently
developed to bring out the difficulties involved. Moreover, the fact that
unemployment was massive was seen as an indication of the fact that it was
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involuntary. Finally, the view that some system failure was present, which
needed state interventions as a cure, was hardly revolutionary. Against the
Great Depression context, the majority of English economists were
opposed to wage-cuts and advocated public works against unemploy-
ment.12 It is only with the unfolding of time that the daunting character of
Keynes’s programme was gradually to surface.

The real world versus the theoretical universe

Following Marshall’s footsteps, Keynes’ methodological stance was that
theory should be as close as possible to reality. Therefore, he felt allowed
to jump back and forth from theoretical to empirical statements. To him,
economic reasoning might well have consisted of models, yet the latter
were only present implicitly – they were still in prose and far from what
this notion came to mean. Soon after The General Theory, things began to
change and a new, more formalised, style of theorising emerged, gradu-
ally taking the upper hand. Hicks’ IS-LM model, which transformed the
impressionistic mode of reasoning of Keynes’ book into a simultaneous
equations equilibrium model, was a benchmark in this respect.

Once formal modelling becomes predominant, the rules of the game
change. To borrow from Lucas, models deal with artificial, fictitious
economies created by economists for the sake of reasoning in a demonstra-
tive way. They need to be non-realistic even if they draw their inspiration
from reality. Modelisation has it advantages – and they are compelling – yet
it also bears a price. In particular, a sharp line must be drawn between
propositions that pertain to the real world and propositions valid for the
fictitious theoretical universe. One cannot move freely from the real world
to the fictitious theoretical world. Take involuntary unemployment. In the
context of the Great Depression, most economists would have endorsed
the view that the unemployment they were observing was involuntary. The
problem, however, is whether real-world existence is sufficient to make the
phenomenon theoretically admissible. To all intents and purpose, Keynes’
answer was positive. Yet, to me, his viewpoint, which is still often held today,
is wrong. The ‘real world’ and the fictitious universe of economic theory
should not be amalgamated.13 One may prove able to put forward solid
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Table 5.1 Keynes’ triad against Marshall’s two triads

The Marshallian optimising market clearing normal equilibrium
equilibrium triad behaviour

The Marshallian optimising market clearing normal 
disequilibrium triad behaviour disequilibrium

The Keynesian triad individual market non- normal equilibrium
disequilibrium clearing



arguments for the empirical existence of the involuntary unemployment
category, whilst being unable to succeed in making it theoretically accept-
able. Conversely, a cogent demonstration of the unacceptability of involun-
tary unemployment in the theoretical parable does not allow that this
category is irrelevant for characterising reality. Real-world existence may
serve as a motivation for attempting to introduce the corresponding
concept in economic theory. Yet, the ‘authority of reality’, i.e. the undis-
puted existence of a phenomenon in the real world, cannot by itself
warrant the theoretical acceptability of the concept that is meant to repre-
sent it.
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6

INVOLUNTARY UNEMPLOYMENT
IN KEYNES’ THE GENERAL THEORY

One way of recasting the objective pursued by Keynes in his The General
Theory is to state that he purported to demonstrate the possible existence
of involuntary unemployment within a neoclassical framework. Starting
from the realisation that this concept had no place in neoclassical theory –
he, for one, was speaking of ‘classical’ theory – his aim was to elicit which
minimal change in hypotheses could reverse such a state of affairs. Quite
sanguinely, Keynes believed that he had achieved this. This was also the
prevailing opinion in the years which followed the publication of The
General Theory. From the 1970s onwards, however, this view has been
strongly questioned. As a result, at present most economists rather think
that Keynes failed in his enterprise, which in turn raises the question of
why people believed the contrary earlier.

This chapter comprises four sections. In the first, I critically examine
Keynes’ definition of involuntary unemployment. In the second, I discuss
Keynes’ account of the working of the labour market, in particular his
claim as to the existence of a wedge between the nominal and the real
wage. In the third section, I assess his other claim that the cause of invol-
untary unemployment lies in an effective-demand deficiency. Finally, in
the fourth section I examine Keynes’ claim that his earlier wage-rigidity
assumption can be removed without harm for his earlier conclusions
(Chapter 19 of The General Theory). My final conclusion is that no valid
explanation of involuntary unemployment remains after Keynes’ reason-
ing errors have been straightened out.

Keynes’ definition of involuntary unemployment

Keynes did not invent the concept of involuntary unemployment. It
can, for example, be found in Pigou’s short book, Unemployment (1914)
and Dennis Robertson’s A Study of Industrial Fluctuations (1915).1

However, he gave it a more central role. As stated above, he aimed
at introducing it into the core of economic theory, i.e. value, theory
rather than letting it exist only in its confines, i.e. business cycle theory.
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Moreover, he may be credited for having identified the basic microeco-
nomic proposition which had to be modified in order to introduce the
involuntary unemployment notion. What was needed, he stated, was a
removal of what he called the ‘second classical postulate’, according to
which the ‘utility of the wage when a given amount of labour is
employed is equal to the marginal disutility of that amount of employ-
ment’ (1936: 5). The following graph à la Jevons illustrates what Keynes
had in mind.

Involuntary unemployment exists whenever the quantity of labour that
is traded is lower than the equilibrium quantity. For any such lower quan-
tity the marginal utility drawn from consuming the wage income exceeds
the marginal disutility of labour. In modern terms, this statement is tanta-
mount to the reservation wage definition of involuntary unemployment
analysed in Chapter 2. Moreover, to Keynes, the ‘involuntary’ modifier
was definitely to be understood in its common-sense meaning. Thus, to
him, involuntary unemployment was selfsame to individual disequilib-
rium.

Keynes was right in stating that demonstrating involuntary unemploy-
ment was a matter of removing a postulate from the canonical model. Yet
he was unable to identify properly the postulate that needed to be with-
drawn. In effect, the equality between the marginal disutility of labour and
the marginal utility of income cannot be a postulate, rather it stems from
some upstream choice-theoretical or trade organisation premise.2 Identify-
ing the latter is the task which he should have set for himself.

Figure 6.1 The second classical postulate.

Marginal
utility,

disutility

Marginal utility
of consumption

Marginal disutility
of labour

Employment
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Keynes also insisted on giving the involuntary unemployment notion a
narrow meaning. As noted by Leijonhufvud:

It is extremely important to be clear on three things: (a) how very
widely Keynes defined ‘voluntary’ unemployment; (b) that his
own concern was entirely with the residual category of ‘involun-
tary’ unemployment and that it is with this unemployment that
his theory of employment deals; (c) that his policy recommenda-
tions and remarks on the relative efficacy of fiscal and monetary
policy measures refer specifically to the task of relieving ‘involun-
tary’ unemployment, so that his judgements of the usefulness of
monetary policy, for example, apply to such situations and not in
general.

(Leijonhufvud 1968: 92)

To Keynes, other forms of unemployment should be considered vol-
untary:

In addition to frictional unemployment, the postulate is also com-
patible with ‘voluntary unemployment’ due to the refusal or
inability of a unit of labour, as a result of legislation or social prac-
tices or of combination for collective bargaining or of slow
response to change or of mere human obstinacy, to accept a
reward corresponding to the value of the product attributable to
its marginal productivity.

(Keynes 1936: 6)

Any unemployment resulting from the existence of unions or imperfect
competition should be considered as voluntary. The same is true, of
course, for chosen leisure.3 All this is fine. However, I disagree with
Keynes on his assertion that any unemployment resulting from the exist-
ence of a legally imposed wage floor must be considered voluntary. Here
Keynes’ criterion for involuntary unemployment, the violation of the
second postulate, is met. Therefore, it would have been better to have
stated that he was not interested in this type of involuntary unemployment
instead of denying that it was involuntary unemployment!

A further step should be taken. Accept, first, that the category of fric-
tional unemployment has no room at the level of abstraction at which the
analysis in The General Theory is evolving; second, that perfect competition
is present and, third, that ‘chosen leisure’ should not be labelled ‘unem-
ployment’. Under these conditions, if any unemployment is present in
Keynes’ model, it must be involuntary unemployment. Put differently, as
long as, first, it is admitted that chosen leisure should not be called volun-
tary unemployment and, second, the issue of post-rationing trajectories
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analysed in Chapter 3 is put aside, the ‘involuntary’ modifier can be con-
sidered redundant, and unemployment can be equated with labour
market rationing.

Correctly defining the involuntary unemployment concept is an indis-
pensable task, yet it is hardly sufficient to make involuntary unemploy-
ment theoretically acceptable. There is a gulf between correctly defining a
concept and generating it in a methodologically correct way (i.e. to
provide a causal explanation of it whilst respecting the basic premises of
neoclassical theory). New classicists could agree about Keynes’ definition
whilst refusing to integrate his concept into the theoretical discourse.

As far as Keynes’ attempt to give a foundation to involuntary unemploy-
ment is concerned, two distinct arguments can be disentangled. The main
one is indirect. It bears on the possibility of an effective-demand defi-
ciency of which involuntary unemployment is deemed to be the result.
This line dominates the scene from Chapter 3 of The General Theory
onwards. However, in Chapter 2, Keynes presents a more direct argumen-
tation related to the working of the labour market. In particular, in his
famous second observation, he claims that involuntary unemployment is
caused by wage-earners’ inability to bargain over the determination of the
real wage. I need to scrutinise these two streams, and will start with the
second.

Involuntary unemployment and the labour market4

Keynes’ second observation

One difficulty in interpreting Keynes’ passages on the labour market in
Chapter 2 of The General Theory, is his lack of explicitness. Keynes seem-
ingly took for granted that there existed a well-established standard view
as to the functioning of the labour market, from which he had just to
depart. This is hardly true. First, as claimed above, the Marshallian
approach is plagued with a basic ambiguity on this issue of the functioning
of markets. Recall that Marshall claimed that the market-day equilibrium
was the outcome of agents’ ‘haggling and bargaining’ while, actually,
there was no theory to support these words. While the rhetoric was about
bargaining, the effective driving force behind the formation of equilib-
rium was agent’s omniscience – their ability to reconstruct mentally the
market equilibrium. Second, to compound the matter, the commonly
accepted view, that the labour market equilibrium is a matter of real wage
adjustment, ought to be questioned.

This is the background against which Keynes’ second observation,
which he considered as fundamental, ought to be examined. It states that
involuntary unemployment originates in the fact that wage earners
bargain in monetary terms rather than in real terms. In other words, the
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logically existing real wage rate that would equate the demand for, and
the supply of labour cannot be reached endogenously. The following quo-
tation summarises his claim:

The traditional theory maintains, in short, that the wage bargain
between the entrepreneurs and the workers determine the real wage; so
that, assuming free competition amongst employers and no
restrictive combination amongst workers, the latter can, if they
wish, bring their real wages into conformity with the marginal
disutility of the amount of employment offered by the employers
at that wage. If this is not true, then there is no longer any reason
to expect a tendency towards equality between the real wage and
the marginal disutility of labour

(Keynes 1936: 11)5

Unfortunately, Keynes’ statement does not stand up to scrutiny. To make
this point, I must delve into the institutional set-up wherein the adjust-
ment flaw is supposed to occur, namely what I have suggested to call a
‘Marshallian economy’, the only set-up in which Keynes’ reasoning makes
sense (De Vroey 1999b). It can be characterised in a threefold way. First,
each market is a separated locus of equilibrium formation. Second, it is a
monetary economy. Third, it comprises a two-stage sequential trade pro-
cedure, with factors being traded before final goods.

Keynes considers that in the standard Marshallian vision the real wage
is a magnitude whose value is determined within the labour market: ‘the
traditional theory maintains in short, that the wage bargain between the
entrepreneurs and the workers determine the real wage’ (1936: 11). Most
economists will agree with such a statement. To give one of many
examples of contemporary re-formulations of this viewpoint, consider the
following statement by Gerrard: ‘In classical theory the real wage and
employment are determined simultaneously in an allocative process in the
labour market’ (1995: 448). To me, however, while this statement is true
in reference to a Walrasian economy, it is false with respect to a Marshal-
lian economy. The correct formulation should rather run as follows
(following the pattern of Gerrard’s statement): ‘In classical theory – now
understood as meaning the Marshallian approach – the nominal wage and
employment are determined simultaneously in an allocative process in the
labour market. The real wage, an index purporting to measure the pur-
chasing power of the nominal wage, can be determined only afterwards at
the closure of goods markets’.

The basic principle is that the labour market adjusts through changes
in the nominal wage. No conclusion of monetary illusion should, however,
be drawn. When households supply their labour they must develop expec-
tations about the general price level that will prevail when they enter the



I N V O L U N T A R Y  U N E M P L O Y M E N T  I N  T H E G E N E R A L  T H E O R Y

65

goods markets, as it will determine the purchasing power of the income
drawn from hiring out their labour services. Hence there is no contra-
diction between the assertion that markets function in a monetary way
and the assertion that agents reason in real terms. In other words, and
assuming a single final good, the supply of labour should be expressed as

LS � f(w; pe
w)

rather than as

LS � f(w/p)

where w is the money wage, p the price of the final good and pe
w workers’

expectations about p.6

Whenever workers are assumed to hold perfect information, this wedge
between the formation of the money and the real wage is of no practical
consequence. While it remains true that the nominal wage is fixed before
the real wage, this gap is just formal since no surprise will arise as to the
value of the real wage.7 As a result, economists may feel authorised to
make the short-cut of putting the real wage on the vertical axis of their
labour market graphs. However, the wedge should be kept in mind as a
matter of principle. Note, for example, that the mere statement that such
graphs having the real wage on the ordinate describes a labour market
outcome is misleading, since it actually collates the labour market and the
goods market results. Be that as it may, as soon as perfect information is
removed, the short-cut becomes invalid.

At this juncture, the important point is whether this wedge can be the
cause of involuntary unemployment, as claimed by Keynes. My answer is
‘no’. Assume, as will be the case in Friedman’s Phillips Curve model (to be
studied in Chapter 13), that workers hold imperfect information about
the price of consumer goods. Surprises can then arise at the end of the
market-day. The possibility of a nominal/real wage wedge now turns out
to be a wedge between the expected and the realised real wage. Suppose
that (contrary to what is the case in Friedman’s model) wage-earners
receive a real wage higher than expected. This is the very situation
described by Keynes when writing that ‘a decline in employment,
although necessarily associated with labour receiving a wage equal in value
to a larger quantity of wage-goods, is not necessarily due to labour’s
demanding a larger quantity of wage-goods’ (1936: 18). Thus, the wedge
can cause a positive or negative discrepancy between the expected and the
real wage. Yet – and this is the central point – it generates no involuntary
unemployment. The latter must arise inside the labour market as a result
affecting the formation of the market-day equilibrium. Note that this
formation (or the lack thereof) is a matter of having the right (or the
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false) nominal wage, and not a matter of getting the right (or the false)
real wage. Once the money wage is formed – that is, as soon as the labour
market has come to a close – what exists is either market clearing or
market rationing. At this stage, the matter is already sealed. In other
words, if involuntary unemployment is present, it must have come into
existence before the determination of the real wage. Labour market
rationing and the formation of the real wage are two distinct issues. The
former is a labour market outcome, the latter a goods market outcome,
these two outcomes occurring sequentially.

To understand Keynes’ mistake, reference can be made to Patinkin’s
distinction between individual and market experiments evoked in chapter
2. As far as the individual experiment aspect is concerned, the formation
of agents’ optimising plans is a matter of confronting the utility provided
by consuming the real wage with that of enjoying leisure. Here the real
wage is indeed the relevant variable. Yet it is wrong to conclude from this
that the real wage remains so when it comes to the market experiment,
the functioning of the labour market. As far as the latter is concerned, the
relevant variable is the nominal wage.

Hitherto my analysis is based on the assumption that what is going on
in the labour market has no impact on the goods market result. It can be
posited that Keynes had the opposite in mind. Let me therefore examine
the interrelationship between the labour and the goods market, as illus-
trated in Figure 6.2. LS(w; P� e

w) is the labour supply, a function of the
nominal wage with workers’ expectations about the goods price as a para-
meter. LD(w; P� e

f) is the demand for labour, a function of the nominal wage
with firms’ expectations about the goods price as a parameter. GD(p; w�) is
the demand for goods, a function of their price with the wage as a para-
meter. GS(p; w�) is the supply of goods, a function of their price with the
wage as a parameter. Consider the nominal adjustment process in the
labour market and compare two out-of-equilibrium nominal wages W1 and
W2, both supposedly above the market-clearing wage, with W1 �W2. Going
from W1 to W2, the argument runs, has an impact on what goes on in the
goods market, where the supply and demand functions are supposed to
comprise the nominal wage as a parameter. As a result, the transition from
W1 to W2 would displace both the supply of goods and the demand for
goods – the former to the right (from GS

1 (P ; W�1) to GS
2 (P ; W�2)), the latter

to the left (GD
1 (P ; W�1) to GD

2 (P ; W�2)). A possible outcome is that the equi-
librium quantity of the goods remains the same while the price will fall.
Hence the possibility that W1/P1 �W2/P2. As in Keynes’ argument, the
decrease in the nominal wage is unaccompanied by a decrease in the real
wage. Of course, the story should not end here, since a change in price
expectations will in turn displace the labour market functions, which will
have a further impact on the conjectured goods market outcome, etc.
However, my above reasoning remains valid. Only two occurrences are
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conceivable. Either, a joint equilibrium in the two markets logically exists,
in which case agents will be able to discover it, due to the perfect informa-
tion assumption. Or it does not exist, in which case we are in the dark as
to what is going to happen. Salvaging Keynes’ observation by viewing it as
pointing to this last possibility – that involuntary unemployment exists
because no compatible labour market and goods market equilibria exist –
seems difficult to accept.

The conclusion to be drawn is that whenever perfect information is
assumed, the real wage is de facto known at the closure of the labour
market. Accepting to use the ‘bargaining’ terminology for a while, it could

Figure 6.2 The interrelationship between the labour and the goods market.
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be stated that wage-earners are able to bargain the nominal and the real
wage in one stroke. In contrast, in an imperfect information context, it is
possible that workers are unable to bargain the real wage. Friedman’s
expectations-augmented Phillips Curve model is an example. Still, Keynes’
second observation remains of little interest. As argued, it cannot explain
the emergence of involuntary unemployment. Moreover, it is unsatisfac-
tory, less because of its falseness than its triviality. It just brings to the fore a
general feature of a Marshallian economy with imperfect foresight, charac-
terising all factors which are used extensively.8 For example, it could be
stated that imperfectly informed oil owners are unable to bargain the real
price of oil when participating in the oil market.

Keynes’ first observation

Let me now turn to Keynes’ first observation, which Keynes found less fun-
damental than the second. He describes it as follows:

A fall in real wages due to a rise in prices, with money-wages unal-
tered, does not, as a rule cause the supply of available labour on
offer at the current wage to fall, below the amount actually
employed prior to the rise of prices.

(Keynes 1936: 12)

The main comment to be made about Keynes’ observation is that it pro-
vides no causal explanation of involuntary unemployment but a mere test
for its existence. As Keynes’ money wage–real wage paraphernalia is now
considered as invalid, his claim can be recast with no damage as pertaining
to a fall in the money wage. Keynes had in mind a real-world observation,
but again he was too prone to jump back and forth from the real-world to
the fictitious universe of theory. My own reasoning refers exclusively to the
latter. Look at a given market-day result, at the very instant when the
market has come to a close and trading has not started yet. Assume that for
some reason, an outside regulatory agency steps in at this very moment and
impedes the occurrence of trading. Starting to play the auctioneer’s role, it
announces a new price, lower than the previously prevailing one, and
gathers agents’ new trade proposals. The normal result, presuming that the
market has adjusted to its market equilibrium – which is the right presump-
tion to be made because it would not have closed otherwise – is that dise-
quilibrium will ensue. That is, the quantity supplied will decrease, the
quantity demanded increase, and excess demand will emerge. Were trade
to occur under these conditions and a short side-rule adopted, the quantity
traded would be lower than before the agency’s intervention. To have the
contrary result, the market under discussion must have been in a state of
market non-clearing before, in which case this intervention would have
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corrected the previous state of imbalance, and the quantity traded would in
effect increase. Thus, whenever such an experiment results in an increase
rather than a decrease in trade, it can be concluded that market rationing
was existing beforehand. This is the import of Keynes’ observation.

In section IV Chapter 2 of The General Theory Keynes gives the following
definition of involuntary unemployment:

My definition is therefore as follows: Men are involuntarily unem-
ployed if, in the event of a small rise in the price of wage-goods relatively to
the money-wage, both the aggregate supply of labour willing to work for the
current money-wage and the aggregate demand for it at that wage would
be greater than the existing volume of employment . . . It follows from
this definition that the equality of the real wage to the marginal
disutility of employment proposed by the second postulate, realis-
tically interpreted, corresponds to the absence of ‘involuntary
unemployment’.

(Keynes 1936: 15; his emphasis)9

This definition is hardly different from Keynes’ first observation. Hence it
should similarly be interpreted as an existence test rather than as a defini-
tion, strictu sensu Leijonhufvud (1968: 94). For the latter purpose the state-
ment that the reservation wage principle is breached suffices. Thus, I
would have inverted Keynes’ sentence order. I would have begun with
writing the last sentence of the above quotation, which he presented as a
result of the definition, and call its converse the proper definition of
involuntary unemployment while ending up with introducing his formal
definition as an existence test.

Workers’ resistance to a cut in nominal wages

Keynes stated that any unemployment due to workers resistance to a wage
must be characterised as voluntary. He also admitted that workers’ resis-
tance to a cut in nominal wage was a recurrent real-world occurrence. The
nominal/real wage wedge provided him with a way out from this corner.
The refusal of a decrease in nominal wage, which he explained in terms of
agents’ preoccupation with relative wages, posed no threat for his argu-
ment, he declared, as long as it went along with workers’ disposition to
accept a decrease in real wage coming along through a different route –
that is, whenever the price level increased alongside an unchanged
nominal wage. ‘Whilst workers will usually resist a reduction of money-
wages, it is not their practice to withdraw their labour whenever there is a
rise in the price of wage-goods’ (Keynes 1936: 9).10

There are several reasons explaining why Keynes’ argument cannot
prevail. First, it runs counter to my above claim that any labour market
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rationing must be a matter of the malfunctioning of the labour market
with the nominal wage functioning as the adjustment variable. Second, the
standpoint taken by Keynes here is hard to reconcile with his second obser-
vation, suggesting that workers are ready to take a lower nominal wage yet
are unable to transform any decreased nominal wage into a decreased real
wage. Third, one wonders what ‘workers’ resistance to a cut in nominal
wage’ exactly means? It is an odd expression in reference to economic
theory, because, in any standard account of the working of markets, agents’
choice bears on a price/quantity mix, rather than on the price alone. If
refusing ‘a cut in nominal wage’ is simply tantamount to a refusal to trade
the same quantity of labour for a lower wage, it is hardly subversive – it just
expresses the upwards sloping of the supply of labour curve. We find here
in a nascent way a mistaken interpretation of the rigidity concept that will
be encountered again and again in the subsequent literature. While rigid-
ity should characterise the functioning of the labour market, it is often mis-
takenly represented as a trait of the supply of labour. Market rationing
must be attached to the former and not to the latter.11

In sum, Keynes’ observation on workers’ resistance to a cut in money
wage serves only the purpose of discarding an objection that should not
have been surfaced to begin with. Be this what it may, Keynes decides to
adopt the assumption of a rigid nominal wage. In section II of Chapter 3,
he notes:

In this summary we shall assume that the money-wage and other
factors costs are constant per unit of labour employed. But this
simplification, with which we shall dispense later, is introduced
solely to facilitate the exposition.

(Keynes 1936: 27)

Contrary to what this quotation suggests, this assumption of constancy is
not limited to Keynes’ summary of his view. He keeps it until Chapter 19.
However, Keynes claims that its removal at the latter juncture will hardly
imperil the demonstration made earlier. As to the meaning of constancy, I
take it as meaning that the nominal wage is considered fixed. Yet, at which
level? It would be nice for Keynes’ enterprise to have it fixed at the level
insuring market clearing, since wages could then be definitively exempted
from being the cause of market rationing. But the possibility that the wage
is fixed at a superior level cannot be excluded, in which case it is hard to
avoid the conclusion that it indeed plays a causal role.
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The effective-demand deficiency explanation of
involuntary unemployment

From involuntary unemployment to effective-demand deficiency: the
claim of equivalence

As it has often been noticed, a breach of continuity exists between
Chapter 2 and Chapter 3 of The General Theory. In the former, the exist-
ence of involuntary unemployment is attached to some malfunctioning of
the labour market, summarised in Keynes’ second observation. In the
latter, the labour market takes the back seat and another explanatory line
is taken, involuntary unemployment now being viewed as the result of a
deficiency in effective-demand.

To Keynes, effective-demand designates the intersection between the
aggregate supply and the aggregate demand functions. This intersection,
he argues, can occur at different employment levels, full employment
being only one of them (1936: 25). Effective-demand deficiency arises
whenever the level of employment needed to produce the amount of
output corresponding to the matching of aggregate demand and supply
in the goods market falls short of full employment.12 It can be overcome
(and employment increased) by autonomous increases in aggregate
demand.

It follows, therefore, that, given what we shall call the commun-
ity’s propensity to consume, the equilibrium level of employment,
i.e. the level at which there is no inducements to employers as a
whole either to expand or to contract employment, will depend
on the amount of current investment . . . Thus, given the propen-
sity to consume and the rate of new investment, there will be only
one level of employment consistent with equilibrium . . . There is
no reason for expecting it to be equal to full employment.

(Keynes 1936: 27–28)

Keynes seems to claim that his theory is able to demonstrate a case where
only one market, namely the labour market, features rationing. What he
calls the ‘equilibrium level of employment’ to all intents and purposes
describes the equilibrium in the goods markets. He goes on to state the
possibility that no state of full employment may correspond to the goods
market equilibrium. If lack of full employment is understood as equivalent
to involuntary unemployment in its reservation wage definition, one may
conclude that the labour market features market non-clearing. Nothing is
stated about the bonds and the money market. They can thus be con-
sidered in balance.13

Attention ought to be given at this juncture to Keynes’ use of the full
employment notion. In Chapter 2, it is posited in contradistinction to
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involuntary unemployment. In other words, it corresponds to my ‘full
employment equals market clearing’ definition. However, in Chapter 3,
Keynes gives another definition of full employment, which, he claims, is
selfsame to the first. Here, full employment is seen as the point where
demand expansion has no longer any quantitative effects (at a given wage).
So understood, full employment is lacking whenever there is a gap between
the maximum and the effective level of employment. This is my ‘full
employment equals maximum employment’ definition. In Keynes’ words:

In the previous chapter we have given a definition of full employ-
ment in terms of the behaviour of labour. An alternative, though
equivalent, criterion is that at which we have now arrived, namely a
situation in which aggregate employment is inelastic in response
to an increase in the effective demand for its output.

(Keynes 1936: 26; my emphasis)

This quotation suggests that involuntary unemployment and effective
demand deficiency are selfsame. There could be no involuntary unem-
ployment without effective demand deficiency and vice versa. They consti-
tute the same occurrence, approached from two distinct angles. Let me
call this the ‘claim of equivalence’.

Although Keynes does not voice this claim explicitly, its presence is evi-
denced by the narrative thread of The General Theory. Keynes regularly
skips between the themes of involuntary unemployment and demand defi-
ciency, as if they were twins. In Chapter 2, Keynes devotes five sections to
the subject of involuntary unemployment before, quite abruptly, broach-
ing aggregate demand in his criticism of Say’s Law in section VI. Eventu-
ally, the two threads are brought together in section VII, in which the
equivalence of involuntary unemployment and effective-demand defi-
ciency is proclaimed.14 Afterwards, i.e. from Chapter 3 onwards, the invol-
untary unemployment theme gradually fades away whereas the twin
notions of lack of full employment and effective-demand deficiency come
to the fore.15 In the subsequent chapters, involuntary unemployment
intervenes only incidentally (1936: 274, 284, 289) and then just as the
corollary of the claim made about effective demand.

At first sign, the claim of equivalence looks plausible enough. Obvi-
ously, involuntary unemployment is a case of non-maximum employment.
Moreover, no reason for thinking that demand activation could fail to
remedy it seems to exist. Hence, falling back on Keynes’ test of the exist-
ence of involuntary unemployment discussed earlier, one is easily tempted
to assess the existence of effective demand deficiency through an experi-
ment of the style ‘the proof of the pudding is in the eating’: if the employ-
ment level can be increased exogenously, involuntary unemployment
must have been existing beforehand.
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At Keynes’ time, the validity of the claim of equivalence was an open
question. At present, however, this is no longer true. With hindsight, it is
clear that it is wanting. It is invalidated as soon as it proves possible to
demonstrate cases of involuntary unemployment unaccompanied by a
deficiency in effective-demand, or the inverse. This is precisely what
modern Keynesian theory has been witness to. As will be seen, in those
models which have succeeded in demonstrating involuntary unemploy-
ment – e.g. efficiency wage models – demand deficiency is conspicuous by
its absence, whereas, on the contrary, models exist that feature a demand
deficiency result without involuntary unemployment, such as coordination
failure models. Thus, contrary to what Keynes assumed, involuntary unem-
ployment and demand-deficiency do not fall and stand together and do
not logically involve each other.

The widespread acceptance of the effective demand-deficiency
explanation

Before entering the task of examining whether Keynes succeeded in
demonstrating his claim that involuntary unemployment was caused by a
deficiency in effective demand, I want to document its widespread accep-
tance. A great many Keynesian economists seem to have believed that this
claim is indeed the centre piece of The General Theory, and, moreover, that
Keynes succeeded in demonstrating it. The following quotations,
spanning forty years of commentaries and ranged in chronological order,
illustrate:

Classical economics, in Keynes’ view, assumes that the marginal
disutility of labour is equal to the real wage. Against this postulate,
Keynes contends that involuntary unemployment generally pre-
vails, a condition associated with an excess of the real wage over
the marginal disutility of labour. Involuntary unemployment prevails
when demand is deficient.

(Harris 1947: 551–552; my emphasis)

Whenever unemployment could be reduced by expansion of
aggregate demand, Keynes regarded it as involuntary.

(Tobin 1972: 3)

Keynesian involuntary unemployment is defined, of course, as the
situation in which unemployed workers are willing to accept
employment at currently prevailing real wages (or slightly lower
wages) or as the situation in which employment can be increased by
increasing effective demand with an unchanged level of real wages.

(Negishi 1979: 27; my emphasis)
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On this view, the Keynes characterisation of involuntary unem-
ployment is to be regarded as a test for the existence of deficient
aggregate demand, and is inseparably and simultaneously linked
both to the theory of effective demand and the determination of
the level of employment and output and to the policy of demand
management.

(Hines 1980: 145)

His [Keynes] ‘involuntary’ unemployment is the result of effective
demand failures.

(Leijonhufvud 1983: 195–196)

In a Keynesian world, on the other hand, involuntary unemploy-
ment is due to an insufficiency or lack of effective demand.

(Davidson 1984: 364)

In chapter 2, and throughout The General Theory, Keynes stressed
that the tools of traditional theory need not be rejected com-
pletely, but just one axiom: That axiom is the second classical pos-
tulate. The revolution in economics was complicated by the fact
that the offending axiom was enunciated differently in different
theories. While the second postulate was the form dominant when
Keynes wrote, he argued that the equality of demand and supply
price for output as a whole at all levels of output expressed as
Say’s law was formally equivalent. He thus found it necessary to
provide a separate argument for each of the two forms of the
axiom: one on the level of individual decision in the labour
market (in chapter 2), and another (in chapter 3) in terms of
aggregate supply and demand price for output as a whole. Since
Keynes considered the most general expression of the axiom as
the absence of involuntary unemployment, he also had to provide
two definitions of involuntary unemployment, one for the ‘clas-
sical’ labour market version and another for the aggregate Say’s
law version of the axiom.

(Kregel 1987: 135)

The main argument of The General Theory, namely, that it is
income that adjusts to bring savings and investment into equality
and persistent involuntary unemployment occurs through the
lack of effective demand.

(McCombie 1987–1988: 205)

Whether or not unemployment is to any great extent involuntary
has enormous implications for policy. If it is, if there is ‘system
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failure’, an increase in aggregate demand is called for; but if not,
if there is simply labour market failure, the remedy lies in adjust-
ment of prices and wages.

(Collard 1990: 334)

Keynes used the term [involuntary unemployment] intentionally
to take the blame for mass unemployment away from labour –
organised or not – and on to the economic system itself.

(Corry 1996: 21)

Keynes’ argumentation

I now turn to Keynes’ Chapter 3 argumentation as to involuntary unem-
ployment being caused by a deficiency in effective demand. As argued by
Clower (1989), Keynes’ reasoning is less original than it appears at first
sight. His discussion of aggregate demand and supply for output is
actually a mere extrapolation of Marshall’s short-period equilibrium analy-
sis of individual markets.

The point I shall try to make can be summarised as follows. A contrast
can be drawn between ‘effective demand à la Marshall’ and ‘effective
demand à la Keynes’. The former states that variations in the aggregate
demand for goods generate variations in the employment level, from one
market clearing position to another. For example, a decrease in aggregate
demand results in a lower level of employment. However, as explained in
Chapter 2, no unemployment phenomenon ensues, the counterpart of
the decrease in employment being an increase in leisure. ‘Effective
demand à la Keynes’ claims that involuntary unemployment results from a
deficiency in aggregate demand. Any decrease in aggregate demand has
the joint effect of decreasing the employment level and of creating (if full
employment was prevailing before) or increasing unemployment. Here,
the converse of employment is unemployment. I will claim that ‘effective
demand à la Keynes’ is wanting on two grounds: first, the only rationale
that it can receive is nominal wage rigidity, and, second, it rests on a con-
fusion between two definitions of full employment.

Let me begin by pondering upon Marshall’s discussion of short-period
equilibrium in Book V, Chapter 5 of the Principles, where his concern is
the firms’ supply behaviour in the final goods markets. This is a partial
equilibrium analysis, yet it comprises an element of interdependency, as
firms decide jointly about the supply of outputs and the demand for
factors. When they establish their supply curve (their marginal cost func-
tion) they need to make a conjecture about the cost of their input, associ-
ated with varying levels of demand for it. As stated by Marshall, ‘a cloth
manufacturer would need to calculate the expenses of producing all the
different things required for making clothes with reference to the
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amounts of each of them that would be wanted’ (1920: 364). In this
chapter, Marshall goes to some length to explain the factors which may
intervene in this calculation. Although he does not state this explicitly,
what he describes is the experiment through which firms construct the
whereabouts of the determination of equilibrium in the different inputs
markets which are of concern to them. Therefore one must conclude that
the wage rate (to limit myself to this input) which firms will embody in the
mental construction of their supply function is a market-clearing value.
Put differently, expected market-clearing values in inputs markets is part
of the formation of market clearing in the goods markets. Again, we need
to fall back on the assumption of perfect information. Marshall’s main
concern is the logical existence of equilibrium. Yet it is also implicitly
assumed that the logically existing equilibrium may become effective (that
is, be achieved rather than just being a centre of gravitation).16 Reflecting
on how such an equilibrium may be attained and discarding the auction-
eer hypothesis, the only conceivable procedure is to assume that firms are
able to conjecture rightly the outcomes of the different markets they are
participating in and pre-compute equilibrium values. In short, they must
be omniscient. Before the starting of the economy, they must have calcu-
lated the equilibrium values in every market having bearing on their own
decisions. In other words, the determination of normal equilibrium in a
given branch, as illustrated in Frisch’s graphs (1950: 501), first occurs as a
thought-experiment in the minds of firms’ managers to become imple-
mented as an objective observable market experiment only later.

Keynes’ reasoning in Chapter 3 of The General Theory does not depart
from Marshall on the matter of perfect information.17 When reading the
first pages of this chapter against the background of my account of Mar-
shallian theory, it turns out that the formation of effective demand is
accounted for along the same line as the formation of the representative
firm’s equilibrium values. It occurs firstly in entrepreneurs’ minds as the
result of a thought-experiment on markets outcomes. They forge conjec-
tures about the aggregate supply price and the aggregate demand price
functions and derive effective demand as their intersection. This exercise,
it should be noticed, bears on the whole economy as well as the part
played by each firm within it. As in Marshall, no problem of realisation is
evoked. In other words, it is implicitly assumed that these conjectured
values actually unfold once the economy starts to operate. All this could
not happen if entrepreneurs did not have perfect information.

The departure of ‘effective demand à la Keynes’ from ‘effective demand
à la Marshall’ must thus lie elsewhere. The only possibility that I see is as
follows. The element of the Marshallian reasoning which Keynes abandons
is the view that the aggregate supply price function incorporates inputs’
costs at their market clearing values, at least as far as labour is concerned.
Instead, it is assumed that the wage rate upon which firms elaborate their
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supply price function is a ‘false’ (i.e. market non-clearing) wage. Therefore,
all the claims to the contrary notwithstanding, it is difficult to escape the
view that Keynes’ effective demand reasoning is based on a fixed wage
hypothesis. Effective demand becomes a specific Keynesian argument only
because it is no longer true that firms make the thought experiment leading
to their production decision by conjecturing a market clearing wage rate.

Turning to the issue of what might explain why firms enter a false wage
in their decision-making process, two lines are conceivable yet neither is
convincing. Either, the story could run, firms are mistaken or unable to
make the right conjecture. Their estimate of what will be market clearing
wage will turn out to be mistaken, hence their incorporating of a false
wage in their cost function. This scenario may explain bad surprises, e.g.
that firms’ profitability will be different from what it would otherwise have
been, but not why market clearing will fail to arise once the labour market
is opened. In the alternative story, firms are aware when making their
thought experiments that something will happen in the labour market
preventing market clearing. They take this into account when devising
their supply price function. As a result, they are conscious of incorporat-
ing a false (i.e. non-market-clearing) wage in their cost function. But the
reason for unemployment then lies in the labour market, and no fuss
should be made about effective demand as being its cause. Unemploy-
ment logically precedes the determination of effective demand rather
than the other way round. Moreover, no explanation of the false wage is
available, except the exogenous wage floor type of explanation. Nor can
the argument of sluggishness adjustment be brought in here, for in
Chapter 3 of The General Theory Keynes implicitly assumes that the adjust-
ments towards market outcomes occur instantaneously.

Conceptual pitfalls

Keynes was probably right in believing that the remedy for mass unem-
ployment as it existed at the time he was writing lay in increasing aggreg-
ate demand – and thus that its cause was an aggregate demand deficiency.
However, one can be right factually while being unable to make a robust
theoretical demonstration.18 It is also possible that some argumentation
may look strong at a given juncture while turning out to be weak with
hindsight. In Keynes’ case, conceptual looseness played a decisive role in
hiding the flaws in his reasoning.

When Keynes’ argumentation is gauged against the background of my
taxonomy of forms of underemployment (Figure 1.1), it surfaces that he
implicitly assumed that the underemployment category was empty or, in
other words, that involuntary unemployment was the only possible form of
‘underemployment in general’. Hence a lack of realisation that unemploy-
ment and underemployment were two different occurrences. The same
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lack of perception of the need for sharper concepts surfaces when pon-
dering Keynes’ use of the full employment concept. As stated above, in
Chapter 2 of The General Theory, full employment designates market clear-
ing, and is an endogenous variable varying with market conditions, while
in Chapter 3, it refers to maximum employment, and is a single, exoge-
nous magnitude. Keynes claims that these definitions are equivalent,
without realising that they belong to two different conceptual worlds, stan-
dard Marshallian value theory, on the one hand, and a more descriptive
account of the economy, on the other. If the discussion takes place in the
first of these frameworks, the equivalence assumed by Keynes is verified
only if agents decide for no leisure, clearly an exceptional outcome.
Otherwise, full employment in the market clearing sense will co-exist with
lack of full employment in the maximum employment sense.

Consider ‘effective demand à la Marshall’. Starting from a situation of
equilibrium, assume a decrease in demand in the market for bonds going
along with an increase in the demand for goods. An increase in the demand
for labour ensues. A new equilibrium is established in the labour market,
with an augmented quantity of labour traded. Obviously, the level of
employment has increased, yet semantics are treacherous here. The change
that is occurring is a shift from a given market-clearing level of employment
to another higher one or, looking at the matter against the market-clearing
definition of full employment, a shift from one level of full employment to
another. Since the unemployment category is absent, it makes no sense to
state that unemployment has decreased. It is leisure that has decreased.

When the same evolution is interpreted against the less-than-maximum
definition of full employment, a different interpretation surfaces. It will
now be asserted that a progress towards full employment has taken place,
with the connotation that social welfare has improved. The concepts of
employment and unemployment being viewed as converse, it will be
claimed that unemployment has decreased.

However, no good reason exists for using this second definition in a
Marshallian theoretical context. Why should an absolute increase in
labour market participation have an automatic welfare implication? We
are so impregnated with the common-sense view, that more employment
is better than less, that we tend spontaneously to transpose it in the world
of theory, where it is definitely false.

Finally, look at Keynes’ own pinpointing of the essence of The General
Theory in his Chapter 3 proposition (5):

(5) The volume of employment in equilibrium depends on (i) the
aggregate supply function (ii) the propensity to consume and
(iii) the volume of investment. This is the essence of the General
theory of Employment

(Keynes 1936: 29)
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Keynes argues that this proposition stands in sharp contrast to the classical
position. Yet, this is untrue. On the contrary, it is perfectly congruent with
it. To bring about the contrast between Keynes’ and the classical view-
points, proposition (5), which pertains to employment, must be trans-
formed into a proposition pertaining to unemployment. Consider then
proposition (5') where I have substituted ‘unemployment’ for ‘employ-
ment’:

(5') The volume of unemployment in equilibrium depends on
(i) the aggregate supply function (ii) the propensity to consume
and (iii) the volume of investment. This is the essence of The
General Theory of Employment.

Here, the contrast between the two viewpoints comes out. To Keynes, this
proposition is equivalent to proposition (5), since to him employment
and unemployment are opposite concepts. Things are different from a
Marshallian value theory point of view. While proposition (5) is accept-
able, this is not so as far as proposition (5') is concerned since the unem-
ployment category is absent from this theory, at least from its kind of
canonical model to which Keynes was confronted

Any salvation from chapter 19?

Involuntary unemployment can be studied either as an end-state or as a
process occurrence.19 Hitherto I have been concerned with the first type
of analysis. As seen, while Keynes’ initial motivation was to explain invol-
untary unemployment, in terms of a flaw in the self-adjustment capacity of
the economic system, he ended up with presenting a claim as to the
logical existence of involuntary unemployment at one point in time.
However, in Chapter 19 of The General Theory he returned to the topic of
adjustment. The relationship of this chapter to the rest of the book needs
therefore to be examined.

To Patinkin, an eminent Keynes scholar, it constitutes its apex:

Thus chapter 19 is the climax of The General Theory. And it is clear
from it that, the many contentions to the contrary notwithstand-
ing, the analysis of this book does not depend on the assumption
of absolutely rigid money wages.

(Patinkin 1987: 28)

Patinkin follows suit with Keynes in believing that the distinct task per-
formed in Chapter 19 consists of removing the wage rigidity assumption
provisionally made before, thereby prompting the rebuttal of the indict-
ment that ‘it all hinges on wage rigidity’.20 This is the last point I need to
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examine in this chapter – is it true that Chapter 19 allows to get rid of the
wage rigidity assumption? My answer is ‘no’.

To begin, note that Keynes’ procedure is rather odd. If wage rigidity is
not the cause of involuntary unemployment, why introduce it to begin
with? Be that as it may, the issue addressed by Keynes in Chapter 13 is
‘what effect on unemployment will a reduction in money-wage have’
(1936: 260)? Unfortunately, this question is awkward. A twofold clarifica-
tion is needed. First, we need to make clear whether this question relates
to the real world or the fictitious theoretical universe. As to the issue of
whether decreases in nominal wages have succeeded to decrease mass
unemployment during the Great Depression, many economists will
concur that it did not. Yet the aim is to generate this result in the theo-
retical model. Second, it is necessary to separate adjustment as pertaining
to a given trade round (‘point in time adjustment’) and adjustment across
trade rounds (‘intertemporal adjustment’). As discussed in Chapter 4,
when speaking of adjustment it must always be made clear which of these
is of concern. Whenever the discussion bears on involuntary unemploy-
ment, a flaw in the first of these two adjustment processes must be
demonstrated. The rigidity factor in need of removal in order to substanti-
ate Keynes’ and Patinkin’s claim pertains to adjustment at a given trade
round. That is, the alleged removal must consist in a replacement of the
‘point-in-time rigidity’ by ‘point-in-time flexibility’ assumption.

Against this background, it turns out that a trick is at work in Chapter
19. Outward claims to the contrary notwithstanding, Keynes’ reasoning is
not concerned with this replacement. His discussion bears on a different
topic, namely intertemporal rigidity, point-in-time rigidity remaining
assumed. His subject-matter is variations over time of the exogenous rigid
wage. In other words, the question addressed is: will employment increase
if an exogenous wage-floor decreases from t0 to t1, an exogenously rigid
wage being assumed at each trading round, yet possibly a different one at
each round? Keynes may well have clinched a point when stating that
intertemporally rigid wages might be more desirable than intertemporally
flexible wages, yet this is hardly tantamount to removing the point-in-time
rigidity assumption, his alleged claim. So, contrary to what Keynes,
Patinkin and the others have claimed, the rigid wage assumption is not
abandoned for what concerns the trade round analysis, the proper
context in which the arising of involuntary unemployment must be dealt
with.
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HICKS’ ‘MR KEYNES AND THE
“CLASSICS”’

When Keynes’ The General Theory was published in 1936, the first reaction
it elicited was perplexity. Pigou, who admittedly had reasons to be preju-
diced against it, found it ‘barely intelligible’ ([1936] 1983: 21). Yet he was
scarcely alone in holding this opinion. Many of those who were to become
fully-fledged Keynesians shared it. As noted by Young:

The majority of ‘working economists’, however, seemingly did not
know how to digest Keynes’ new book and remained in a state of
what may be called ‘conceptual inertia’ until the IS-LM approach
was expounded in the papers of Harrod, Hicks and Meade.

(Young 1987: 17)1

However, this state of affairs changed swiftly. In their contributions to the
1936 Oxford meeting of the Econometric Society, the three authors men-
tioned by Young were able to recast Keynes’ arcane and kaleidoscopic
piece into a tractable model. Although their contributions were quite
similar, Hicks’ piece, which became his ‘Mr. Keynes and the “Classics”
article (1967), has by far been the most influential. It constitutes the
subject-matter of the present chapter.

Hicks’ appraisal of Keynes’ The General Theory

Before discussing Hicks’ article, it is worth pausing on his recounting of
Keynes’ theoretical project. There is plenty of material in this respect, for
‘Hicks has gone on reviewing it [The General Theory] throughout his
career’ (Coddington 1983: 66).2 Hicks’ appraisal can be accounted for
under three headings. First, he interprets Keynes’ argumentation as
geared towards criticising the old ‘neutrality of money’ viewpoint. Second,
he praises Keynes for having generated a shift in the main subject-matter
of economic analysis, from the long-period to the short-period perspect-
ive. Third, to him, one of the central features of Keynes’ theory is its fixed
wage assumption.
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Keynesian theory as monetary theory

In Hicks’ eyes, there was no doubt that The General Theory belonged to the
field of monetary theory. According to him, the main issue it addressed
was whether changes in money supply could have real effects and, thus,
whether monetary expansion could be used as a policy tool when the
economy was slack. Keynes’ real target when attacking classical theory,
Hicks claimed, was not Pigou but a much older viewpoint to be traced
back to the writings of authors such as Hume, Ricardo and Mills. Their
bone of contention was the effectiveness of money supply activation. As
Hicks puts it:

Would it be true, even in a world where all borrowing and lending
was long-term borrowing and lending (for that, at the least, must
be assumed if we are to have no credit), that interest rates will be
entirely determined by saving and investment, that the level of
activity will be solely determined by the real factors in the system,
and that the quantity of money will solely act upon the level of
prices?

(Hicks 1967: 159)3

A short-period analysis

To Hicks, the main originality and interest of Keynes’ theory lay in the
shift it operated about the time period under which the analysis was led,
from the long-period – the classical economists’ main subject of interest –
to the short-period. This assertion is one of the most recurrent themes in
Hicks’ commentary of Keynes. Here is how he put it in what was to be his
last book, A Market Theory of Money (1989):

What is the essence of the ‘Keynesian revolution’? I would now
state it in the following way. It had been a common assumption of
his predecessors that the economy under study had a ‘long-term
equilibrium’ about which it would indeed fluctuate, but the fluctu-
ations would be limited and by wise policy their amplitude could
be damped. I think I can show that this was in their day a defens-
ible position; in the days of the old Gold Standard it made a good
deal of sense. By the time Keynes was writing his The General Theory
that standard was being abandoned; by his ‘persuasions’ he had
contributed to its abandonment, especially the abandonment of its
old authority; he had no desire to go back to anything so rigid, so
firm. Thus the only equilibrium which survives in his theory is a
short-term equilibrium with no sheet-anchor to hold it.

(Hicks 1989: 1)
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Hicks did not object to the classical conclusions as far as the long-period
was concerned. In his words, ‘the classical long-period theory is full-equilib-
rium theory’ (1967: 149). Rather, his point was that a change in emphasis
from the long- to the short-period was overdue. According to him, classi-
cists admitted that ‘in the short period, while the supply of money is
increasing, the increase can be a real stimulus’ (1967: 161). Yet they
refrained from uttering their views on this, for fear of the consequences it
might have.4

By characterising the Keynesian revolution in such a way Hicks allowed
himself to claim co-paternity over it. Keynes and himself, he recounted,
started independently to build up a short-period model. Before the publi-
cation of The General Theory, Hicks had already begun to tread the short-
period route in his ‘Equilibrium and the Cycle’ paper (1982). His
temporary equilibrium model, a central piece of his Value and Capital,
stemmed from the same purpose.5 His very interest in Keynes’ theory
sprung from the discovery of this similarity. Hence, his suggestion that the
revolution towards short-term period analysis was a case of ‘parallel
discovery’.

Keynes as the initiator of the fixprice method

In Value and Capital, Hicks stated that ‘Mr Keynes goes as far as to make
the rigidity of wage-rates the corner-stone of his system’ (1946: 266). More
generally, he praised Keynes for having laid the groundwork for a shift
from the flexible to the fixed price method.

To pass from the one pure method to the other is quite a revolu-
tion. It is a revolution that is mixed up with the so-called ‘Keyne-
sian revolution’; but I do not think that it is accurate to identify
them . . . There is, however, no question that, as between his two
works, Keynes was moving in the direction of the new method;
and it is in the work of his interpreters and successors that the
clearest examples of the new method are to be found.

(Hicks 1965: 77)

Terms of truce

Finally, as to Hicks’ broader appraisal of the role played by The General
Theory in the development of economics, a contrasting picture emerges.
On the one hand, he concurred with Harrod and Meade in believing that
Keynes’ claim as to its revolutionary character – in particular, his claim
that his theory was more general than the classical – did not stand up to
scrutiny. However, such a belittling of Keynes’ theoretical contribution
went along with an opposed judgement concerning policy. Leijonhufvud
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and Coddington aptly captured the whereabouts of the ensuing terms of
truce:

The terms of the truce between the two factions comprise two
broad propositions: (1) the model which Keynes had the gall to
call his ‘general theory’ is but a special case of the Classical
theory, obtained by imposing certain restrictive assumptions on
the latter; and (2) the Keynesian ‘special case’ while theoretically
trivial, is nonetheless important because it so happens that it is
better guide in the real world than is the general (equilibrium)
theory. Together the two propositions make a compromise that
both parties can accept, since one of them has been more inter-
ested in having the policy-relevance of its view recognised, and the
other in carrying off the theoretical honours.

(Leijonhufvud 1968: 7)

His [Hicks’] verdict is that Keynes was misguided in presenting
his own theory as an attack on and as in conflict with the ‘clas-
sical’ system . . . Keynes’ method of associating, on the one hand,
national income determination with saving and investment
decisions and, on the other hand, interest rate determination
with asset-holding decisions (as between money and bonds), is
demonstrated by Hicks to be not a new theory but rather an
alternative analytical procedure which, properly handled, leads to
the same results as the previously-adopted procedure . . . [But]
despite his analytical verdict’s being so uncompromisingly harsh,
Hicks’s attitude to The General Theory was (after some early waver-
ing) unambiguously favourable: indeed he regarded himself as a
convert to Keynes’s way of thinking.

(Coddington 1983: 89–90)

‘Mr Keynes and the “Classics”’ revisited6

The labour market

A common feature of Keynes’ The General Theory and Hicks’ ‘Mr Keynes
and the “Classics”’ is their lack of giving an explicit account of how the
labour market functions and which state it happens to end up in. The only
information Hicks’ reader gets is that the per capita rate of money-wages
is given and that the employment level can be increased both in the clas-
sical and in the Keynesian model (1967: 128).

The reason why Hicks offered no explicit vindication for the assump-
tion of money-wage rigidity is that he had no qualms about it. To him, its

I S - L M  M A C R O E C O N O M I C S

86



adoption was simply a matter of empirical relevance. As stated in his sub-
sequent article, ‘The “Classics” Again’:

This [price rigidity] is a special assumption that can be incorpo-
rated into any theory. Certainly the economists of the past cannot
be criticised for not making it, for in their time it would quite
clearly, not have been true. This is not a matter on which there
can be any theoretical contradiction; it is the kind of change in
the exposition of the theory which we ought to be making, all the
time, in response to changing facts.

(Hicks 1967: 147)

However, as far as the cause of wage rigidity was concerned, Hicks had an
explanation of his own, emphasising the role of fairness – a theme which
runs through all his writings. Here is how he put it in Value and Capital:

The most important class of prices subject to such rigidities are
wage-rates . . . They are particularly likely to be affected by ethical
notions, since the wage-contract is very much a personal contract,
and will only proceed smoothly if it is regarded as ‘fair’ by both
parties.

(Hicks 1946: 265)7

The fairness argument was an original and quite modern line of explana-
tion for wage rigidity, making Hicks a forerunner of Bewley’s views
(Bewley 1999). However, when it came to depicting its impact on the
working of the labour market, Hicks’ reasoning was anything but original.
In fact, he did not conceive it differently from an exogenous wage floor,
with its effect of disallowing the realisation of market clearing. As a result,
the Hicksian labour market can be assessed as featuring involuntary
unemployment in the reservation wage definition caused by the existence
of an exogenous wage floor. Oddly enough, Hicks did not mention the
term ‘involuntary unemployment’ in his article. Nor is it to be found in
Hicks’ other works.8

If facts of life can be considered as compelling, both the classical and
the Keynesian models should adopt the same assumption about wages in
as far as they purport to enlighten the same real-world phenomena.
Hence Hicks’ similarity of treatment of the labour market in the two
models – the fixed money wage is present in both cases. Had he believed
that the labour market was different in the Keynesian and the classical
model, he would have stated it. Thus, unlike the case of modern textbook
IS-LM models, it cannot be asserted that market clearing is present in the
classical model whilst lacking in the Keynesian model. In both of them
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the labour market is supposed to be in the same state of market non-
clearing.

A comparative exercise in policy effectiveness

At stake in Hicks’ article is a confrontation of what the classicists and
Keynes had to say on the subject of the short-period real effects of mone-
tary expansion in a context of money-wage rigidity. In short, Hicks’
endeavours to make a comparative exercise in policy effectiveness. His
particular interest is to study the effects of an increase in the inducement
to invest in employment and the interest rate respectively. Table 7.1 below
summarises the argument.

The solution for what concerns the classical model is straightforward.
The effect of monetary expansion is to increase the level of employment
and to decrease the interest rate.9 An increase in the inducement to invest
(i.e. a rightward movement of the schedule of the marginal efficiency of
capital) always elicits a rise in the interest rate. However, its effect on the
employment level depends on the elasticity of supply in the two sectors of
production considered.10

Let me now turn to the Keynesian outcome. According to Hicks, a pre-
liminary distinction ought to be drawn between Keynes’ ‘special’ and
‘general’ models. In the former it is assumed that the demand for money
function has a single argument, the interest rate. This amounts to consider-
ing that the only motive for demanding money is speculative or, conversely,
that no transaction demand for money is present. Hicks believed that such a
position, on top of being untenable, was not to be found in The General
Theory. He rather regarded Keynes as taking a more orthodox line by also
considering the transaction motive in addition to the speculative motive.
This is Keynes’ ‘general’ model. Only the latter, Hicks argued, should be
taken into account when drawing a contrast with classical theory. To com-
pound the matter, two versions of the Keynesian general model ought to be
distinguished, each depending on how liquidity preference is characterised,
the ‘standard Keynesian general model’ and the ‘liquidity trap Keynesian
general model’.11 In the latter, the liquidity preference schedule has a
section where the demand for money exhibits perfect-interest elasticity.

Looking at the ‘standard Keynesian general model’, both an increase in
the supply of money and an increase in the inducement to invest will have
the same effects as in the classical model. As far as the second of these
factors is concerned, Hicks observes that:

A rise in the marginal-efficiency-of-capital schedule must raise the
curve IS; and, therefore, although it will raise income and employ-
ment, it will also raise the rate of interest.

(Hicks 1967: 135)
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Thus, no basic difference between the two models exists. The only dif-
ference is in the reasoning procedure.12 However, this conclusion should
be amended as soon as the liquidity trap assumption is made, the case
where the LM curve has an horizontal section.13 A specifically Keynesian
outcome can now arise, hinging on where the initial intersection between
the IS and the LM curves is located. Consider first the case where the IS
curve intersects with the LM curve on its horizontal section. Here, a rise in
the money supply affects neither the interest rate nor employment since
only the positively-sloped section of the LM curve will shift to the right,
whereas its horizontal section will remain unchanged. In contrast, an
increase in the inducement to invest, eliciting a rightwards move of the IS
curve, boosts employment without changing the interest rate. Next, con-
sider the case where the IS curve intersects with the LM curve on its
upwards sloping section. Here, an expansion either of the money supply
or of the inducement to invest will increase employment. But these factors
will exert an asymmetric effect on the interest rate: monetary expansion
results in a decreased interest rate whereas a shift in the IS curve raises it.
Finally, consider the case where the IS curve intersects with the LM curve
on its vertical section. The result of monetary expansion is the same as in
the earlier case, whereas the change in the inducement to invest has no
impact on employment but does increase the interest rate.

In sum, the Keynesian model is fully at odds with the classical model
only when the liquidity trap assumption is made and when it is further-
more assumed that the intersection between the IS and LM curves lies on
the horizontal section of the latter. Then, but only then, is the Keynesian
system ‘completely out of touch with the classical world’ (1967: 136), as it
displays both a stumbling-block to the traditional monetary recommenda-
tion (the liquidity trap) and an alternative remedy (acting upon IS
through fiscal policy). In this case, the classical and the Keynesian models
exhibit differences in policy effectiveness. The Keynesian model is charac-
terised by the inefficiency of monetary policy, contrary to what is possible
in the classical model.

Concluding remarks

When Hicks’ model is gauged against Keynes’ programme, the following
result comes out. As far as involuntary unemployment is concerned, the
first thing to be noted is that this term is absent from Hicks’ article.
However, this does not mean that the occurrence it usually designates – a
market rationing phenomenon underpinned by a breaching of the reser-
vation wage principle – is absent. I have claimed that the contrary is true.
Involuntary unemployment in the reservation wage sense is present in
Hicks’ model, the result of the existence of a false wage. In Hicks’ model
the latter is postulated, probably because his main interest is in the policy
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issue. But hints of what may explain it are to be found in Value and Capital.
In particular, he stresses an interesting aspect, the fairness element.
However, failing to perceive that it requires a theoretical demonstration of
its own, to all intents and purposes he assimilates its impact with that of an
exogenous wage floor.

Hicks’ approach thus differs from that of Keynes by the fact that he
admits without qualms that nominal wage rigidity is the cause of unem-
ployment. As he feels no need to look for its explanation in some systemic
flaw, no reference is made to effective-demand deficiency.

Another interesting conclusion bears on the relationship between
Hicks’ model and subsequent IS-LM models. Here, it turns out that the
lineage between Hicks’ model and subsequent IS-LM is less direct than
usually believed. First, in Hicks’ account, involuntary unemployment exists
both in the classical and the Keynesian model. This is no longer true in
the textbook account of IS-LM, where only the Keynesian model is sup-
posed to exhibit involuntary unemployment. Second, in Hicks’ article,
monetary expansion has real effects in the classical model, whereas this is
not necessarily the case in the Keynesian model. In contrast, in the text-
book account the inefficiency of monetary expansion is the hallmark of
the classical model, the opposite being true for the Keynesian model.14

Therefore, the standard view about the supposedly direct relationship
between Hicks’ own model and the IS-LM model as it was to stand in
macroeconomics textbooks must be challenged. The transition from
Keynes’ economics to Keynesian economics is actually a two-step process,
of which Hicks’ models constitutes the first stage. Its second stage con-
cerns the shift from Hicks’ use of the IS-LM framework to its modern
understanding. It will be seen in the next chapter that Modigliani’s article,
‘Liquidity Preference and the Theory of Interest and Money’ (1944)
played the decisive role in this transformation. It is Modigliani’s and not
Hicks’ version that underlies the standard models.
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8

IS-LM À LA MODIGLIANI

In Hicks’ account the specificity of the Keynesian model hinges on the liq-
uidity trap argument. No difference between the Keynesian and the clas-
sical model would remain were this argument proven to be weak or
flawed. Now, this is precisely what happened with the emergence of the
‘real-balance effect’, put forward by Pigou (1943).1 Eventually, the only
bequest from the Keynesian revolution was a rudimentary pragmatic
general equilibrium model, the IS-LM apparatus, devoid of any specific
Keynesian trait. Clearly, Keynesians were in need of finding a new way of
contrasting the Keynesian and the classical models.

Modigliani’s explanation of involuntary unemployment

Modigliani’s role (Modigliani 1944) in the unfolding of the debate was both
destructive and constructive. From the former viewpoint he argued for the
dismissal of liquidity preference – to him, it was just a curiosity. From the
latter, he put forward a new account of the contrast between the classical
and the Keynesian models. In sharp contrast to Hicks, Modigliani’s claim
was that the Keynesian model was characterised less by a lack of investment
than by a maladjustment between the quantity of money and the money-
wage, the latter being too high relative to the quantity of money.

It is usually considered as one of the most important achieve-
ments of the Keynesian theory that it explains the consistency of
economic equilibrium with the presence of involuntary unem-
ployment. It is, however, not sufficiently recognised that, except
as a limiting case to be considered later, this result is due entirely
to the assumption of ‘rigid wages’ and not to the Keynesian liq-
uidity preference. . . . The monetary conditions are sufficient to
determine money income and under fixed wages and technical
conditions, to each money income there corresponds a definite
equilibrium level of employment. This equilibrium level does not
tend to coincide with full employment except by mere chance,
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since there is no economic mechanism that insures this coincid-
ence. There may be unemployment in the sense that more people
would be willing to work at the current real wage rate than actu-
ally employed; but in a free capitalist economy production is
guided by prices and not by desires and since the money wage
rate is rigid, this desire fails to be translated into an economic
stimulus.

(Modigliani 1944: 66)

According to Modigliani, the distinctive feature of Keynes’ theory is that it
contains a particular supply of labour: it has a perfectly elastic section up
to a kink from which it becomes upwards sloping.2 The employment level
corresponding to the kink is called ‘full employment’.3 And, ‘unless there
is “full employment”, the wage rate is not really a variable of the system
but a datum, a result of “history” or of “economic policy” or of both’
(Modigliani 1944: 47). Whenever the demand for labour intersects the
supply schedule on its horizontal section, involuntary unemployment sup-
posedly exists.

The contrast between Hicks’ and Modigliani’s approaches can now
easily be drawn. It is synthesised in Table 8.1 below. As seen, Hicks’ clas-
sical model is characterised, first, by the existence of a false wage and its
ensuing lack of market clearing and, second, by the effectiveness of mone-
tary expansion in increasing employment, on the other. Modigliani’s Key-
nesian model takes up these two traits, which, in contrast, are absent from
the classical model. The latter refers to a new configuration, characterised
by wage flexibility and labour market clearing on the one hand, and inef-
fectiveness of monetary policy on the other. Modigliani’s recasting of the
classical/Keynesian divide will become the accepted view, dethroning
Hicks’ initial contrast.

An assessment

In Modigliani’s model, the existence of involuntary unemployment exclus-
ively depends upon the particularity of the labour supply schedule, i.e. its
incorporating a horizontal section. At first, this interpretation may look
appealing, if only because it echoes Keynes’ remarks on the sociological
factors giving the labour market its specificity. However, upon scrutiny, it
turns out to be flawed. Two objections can be levelled against it. First, no
involuntary unemployment in the reservation wage sense is present. This
result surfaces as soon as the choice-theoretical foundation of the inverse-
L-shaped labour supply is made explicit. The case at hand is underemploy-
ment, and even worse, efficient underemployment. Second, attributing a
special shape to the labour supply is an incorrect way of capturing wage
rigidity.
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The choice-theoretical foundation of the inverse-L labour supply

First of all, a discrepancy exists between Modigliani’s model, or more pre-
cisely its labour supply component, and his meta-theoretical commentary
about it. He states that the horizontal section of the labour supply sched-
ule expresses a ‘datum, a result of “history” or of “economic policy” or
both’ (1994: 47), which suggests that workers’ volition is not involved.
This is wrong. A supply function (as well of course as a demand function)
expresses agents’ optimising trading dispositions, and nothing else. To
Modigliani, the supply of labour curve is supposed to express two different
realities according to which of its two sections is considered: before the
kink it is meant to embody a datum alien to workers’ volition while,
beyond it, it is supposed to regain its standard status of expressing optimis-
ing behaviour. This is an odd and ultimately indefensible account.

Modigliani claims that involuntary unemployment exists whenever the
demand for labour intersects with the supply of labour along its horizontal
section. Its magnitude is equal to the distance between the kink and the
intersection (AB in the upper panel of Figure 8.1). An exogenous increase
in the demand for labour can absorb it, assuming additionally that pro-
ductive capacity is available. Clearly, underemployment of some sort is
present. However, when assessing it against the typology put forward in
Chapter 2, it turns out that it coincides with my efficient underemploy-
ment category, the uninteresting case! Involuntary unemployment in the
reservation wage sense is absent, and so is involuntary unemployment in
the dominated underemployment sense.

Reaching the highest possible employment level – i.e. going up to the
kink – would give agents no higher utility when compared to the other
employment levels belonging to the horizontal section of the supply
schedule. When the choice-theoretical foundation underlying the inverse-
L supply curve is reconstructed, consumption and leisure turn out to be
perfect substitutes. The agent’s indifference ‘curves’ are linear. Except
when the expected real wage is equal to the absolute value of the slope of
the indifference lines, such cases usually result in corner solutions (cf. the
lower panel of Figure 8.1). This exception is exactly what happens at the
wage magnitude corresponding to the horizontal section of the supply
curve all levels of employment are indifferent to him at this wage. Hence,
any increase in employment along the horizontal section does not affect
utility. In the quotation given above, Modigliani states that ‘more people
would be willing to work at the current real wage rate than actually
employed’. His model does not verify this statement – its representative
worker is indifferent towards working either more or less at the existing
wage.

What explains the fact that Modigliani’s mistake has passed unseen,
with only few exceptions?4 The main reason probably lies in a lack of
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reflection on the meaning of the involuntary unemployment and full
employment concepts. Moreover, the labour supply curve à la Modigliani
hides a twofold pitfall. First, as stated, the maximum level of employment
gives the agent the same utility as less than maximum employment levels.
Thus, it deserves no prominence. Obviously, looking at standard IS-LM
models that have adopted Modigliani’s viewpoint (cf. Chapter 9), this
principle is hardly respected. On the contrary, it is erroneously taken for
granted that more employment is always better. For all its possible truth
with respect to real-world economies, this proposition cannot be trans-
posed to the theoretical universe. In the second place, whenever a stan-
dard upwards sloping labour supply is assumed, a growth in employment
at the same wage level is normally inconceivable, except if rationing is
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Figure 8.1 The inverse-L supply of labour and its choice-theoretical founda-
tion.
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present. Hence, any demonstration that employment can increase without
a decrease in wage would indicate the existence of rationing. But a small
step is then needed to extend this ‘proof of the pudding is in its eating’
argument to the case of a Modigliani-type supply of labour. Yet what is
valid for the standard labour supply is not so for Modigliani’s. Apropos
the latter, a change in employment along the horizontal section of labour
supply amounts only to passing from one full employment point (in the
market clearing sense) to another.

Can wage rigidity be expressed in a specially-shaped supply curve?

Modigliani’s claim that involuntary unemployment is due to the special
shape of the labour supply is flawed in a second way because it rests on a
semantic confusion between rigidity as a feature of the supply function
and rigidity as characterising the functioning of the market. At stake here
is the meaning of the wage rigidity notion, a point already discussed in
Chapter 4. That this notion plays a central role in Modigliani’s reasoning
is obvious. What escaped his attention is that the type of rigidity he should
be concerned with must affect the working of the market, i.e. be an
impediment to the formation of the market equilibrium, rather than
being a characteristic of either supply or demand. The supply function
may be such that it can be called rigid – in that it comprises an infinitely
elastic section, as in Modigliani – yet rigidity so understood causes no
market rationing. The fact that one of the two blades of the scissors has a
special shape does not prevent their intersection. To put the matter in
Patinkin’s terminology, referred to in Chapter 2, rigidity needs to be
grasped as a market experiment rather than as an individual experiment.
Rigidity viewed as an individual experiment means that a given agent does
not change his or her optimal quantity choice across different prices.
Rigidity viewed as a market-experiment means that an impediment to
price variations is present. Modigliani’s mistake is to have failed to per-
ceive this distinction and to have believed that labour market rigidity
could be equated with a labour supply curve of a special shape.5

Concluding remarks

Modigliani’s model departs from Keynes’ programme on three scores.
First, involuntary unemployment in the reservation wage sense is absent.
Second, he evidently parts company with Keynes’ programme for what
concerns the aim of discharging wage rigidity from playing any role in the
existence unemployment. Finally, consider the policy dimension. True,
increasing money supply will result in a higher employment level.
However, such an increase in employment cannot be really viewed as a
remedy, since there is no failure to remedy!
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9

LANGE, LEONTIEF, TOBIN, KLEIN
AND HANSEN

My aim in this chapter is to complete my previous analysis by examining
how involuntary unemployment is accounted for in the works of other
outstanding first-generation interpreters of Keynes.1

Lange
Oskar Lange’s conception powerfully illustrates how little unanimity on
the meaning of the involuntary unemployment existed in the post-war
period. At the beginning of his Cowles Commission monograph, Price Flex-
ibility and Employment (1944), Lange devotes a lengthy footnote to the
subject of involuntary unemployment:

Underemployment, having been defined by us as excess supply of
a factor production, implies thus the existence of excess demand
somewhere else in the economy. This treatment of underemploy-
ment differs from the ‘involuntary unemployment’ as defined by
Lord Keynes. ‘Involuntary unemployment’ is not an excess supply
of labour but an equilibrium position obtained by intersection of a
demand and a supply curve, the supply of labour curve, however,
being infinitely elastic over a wide range with respect to money
wages, the point of intersection being to the left of the region
where elasticity of supply of labour with respect to money wages
becomes finite. Thus ‘involuntary unemployment’ in the Keyne-
sian sense, does not imply excess demand for cash balances, or for
other goods, or for both. Demand and supply for cash balances as
well as for all other goods are supposed to be in equilibrium in
the Keynesian theory. The difference is shown in the adjoining
diagram [see below Figure 9.1]. D is the demand curve and S is
the supply curve of the factor. In our treatment ‘underemploy-
ment’ consist in the excess supply AB (PQ), while Lord Keynes
considers the line CQS as the supply curve, P as an equilibrium
point and PQ (�AB) as involuntary unemployment.

(Lange 1944: 6)
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Figure 9.1, drawn from Lange (1944: 6), illustrates.
In contrast to most of the authors studied, Lange is aware of the

divide between underemployment and involuntary unemployment yet he
defines them very differently to the way I have. While it is hard to see which
textual evidence from The General Theory may support his definitional
stance, its underlying rationale can be reconstructed as follows. As seen in
Chapter 6, Keynes claimed that involuntary unemployment was an equilib-
rium outcome. He envisaged it as a result where a single market, the
labour market, featured disequilibrium while market clearing was prevail-
ing in the other ones. To Lange, this was an inconceivable result as it vio-
lated Walras’ Law. Thus, he felt that either the labour market mismatch or
the idea that involuntary unemployment was an equilibrium phenomenon
needed to be foregone. He chose to dispose with the former and keep the
latter.

Leontief
Like most, if not all, of his contemporaries, Wassily Leontief was con-
vinced of the real-world existence of involuntary unemployment. If the
latter had no place in theoretical models, the model was at fault or, more
precisely, its premises were:

The orthodox theory proves that involuntary unemployment
cannot exist, but we know that it actually does exist. Since the
formal logic of the orthodox proof is essentially correct, the fault
must be sought in its choice of the basic empirical premises.

(Leontief 1947: 242)
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Figure 9.1 Underemployment and involuntary unemployment according to
Lange.
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His own solution was hardly original, as it amounted to assuming the exist-
ence of an outside mandatory wage floor. In his contribution to the
Seymour Harris volume (1947), he claimed that this was the only plausible
reading of Keynes’ theory.2 Apparently, he had no qualms about the fact
that Keynes’ views thereby ceased to be different from those of classical
economists. Nor was he interested in textual exegesis, contenting himself
in this respect with a vague reference to the spirit of The General Theory:

Much more in keeping with the spirit of The General Theory is an
interpretation which ascribes the monetary bias of the Keynesian
supply curve of labour to the influence of some outside factor,
that is, factors clearly distinguishable from the preference system
of the workers. A minimum wage offers a good example of such
an outside factor.

(Leontief 1947: 236)

As a result, the normal functioning of the labour market is disturbed, at
least in so far as the market clearing nominal wage is lower than the wage
floor. Figure 9.2, drawn from Leontief (1947: 236), illustrates. Whenever
the equilibrium wage is below the wage floor, the labour supply schedule
(S1) becomes ineffective over some section of its domain and labour trans-
actions are fixed by the intersection of labour demand and the horizontal
line amounting to the wage floor (at point B).

Leontief suggests that the wage floor idea should be understood in a
broad sense, covering the idea that wages are historically determined. By
this, he seems to mean that, as soon as a given money wage has been
granted, it becomes impossible to reduce it for some sociological or hys-
teresis-type reason.3 As a result, at each new point in time, the earlier
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money wage acts as the wage floor. This means that any necessary decrease
in nominal wage, as in an economic depression, will be impeded.

Leontief departs from Modigliani by emphasising the existence of an
outside factor impeding the attainment of market equilibrium instead of
the shape of labour supply.4 However, he follows Modigliani as far as
policy is concerned by endorsing monetary policy.5 Start from a situation
in which involuntary unemployment exists as the result of the wage floor
and assume a general rise of all prices whilst keeping the wage floor
unchanged. Both the monetary demand and supply curve shift upwards.
The eventual result will be a decrease or an elimination of involuntary
unemployment (point C in Figure 9.2). Further inflation would make the
supply of labour effective again. Note that such a policy would not work if
the floor was conceived of in real terms.

In sum, Leontief’s views come close to Modigliani’s, except for his sub-
stituting an exogenously fixed wage to Modigliani’s inverse-L labour
supply. This represents some progress – contrary to the special labour
supply schedule, the wage floor can cause involuntary unemployment in
the reservation wage sense, albeit in a trivial and contrived way.

Tobin

At the time, economists did not object as they do at present against the
view that workers supplied their labour services against the consideration
of the nominal rather than the real wage. Such behaviour was interpreted
as money illusion, yet the latter was considered an empirically plausible
assumption.6 James Tobin, then a Harvard Junior Fellow, was one of the
defenders of this line of thinking. In one of his first articles, also pub-
lished in the Harris New Economics (1947) volume, he admitted that invol-
untary unemployment could not exist without workers’ irrationality and
money illusion.

Clearly one of Keynes basic assumptions – Leontief calls it the fun-
damental assumption – is that ‘money illusion’ occurs in the
labour supply function. Labour does attach importance to the
money wage rate per se, and more labour will be supplied at the
same real wage the higher the money wage. This assertion con-
cerning the behaviour of wage-earners is indispensable to Keynes
in establishing the existence of involuntary unemployment.

(Tobin 1947: 580)

Wage-earners are the only inhabitants of the Keynesian economy
who are so foolish or so smart, as the case may be, as to act under
the spell of the ‘money illusion’. They are under its spell only in
their capacity as suppliers of labour. The ‘homogeneity postulate’
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is denied for the labour supply function; for all other demand
and supply functions it is retained.

(Tobin 1947: 581–582)

Basically, Tobin’s defence of the money illusion hypothesis is that it is a
realistic assumption. The four reasons he gives in favour of the ‘non-
rational’ behaviour of labour are all related to presumed ‘real-life’ behavi-
our – high money wages is the target pursed by union leaders;
wage-earners have obligations fixed in terms of money; labour has inelas-
tic price expectations; and labour may genuinely be ignorant of the
course of prices. All of which lead him to conclude that:

Altogether, the support for Keynes’ assumption in regard to the
supply of labour is convincing; his denial of the ‘homogeneity
postulate’ for the labour supply function constitutes a belated
theoretical recognition of the facts of economic life.

(Tobin 1947: 581)

How times have changed! While Tobin’s argumentation raised no eye-
brows in 1947, at present almost nobody would dare to endorse it.7

While Tobin followed Leontief’s 1936 interpretation of The General
Theory, ironically enough, Leontief dismissed his earlier view in the same
Harris volume, observing that the Keynesian supply of labour function, as
based on money illusion:

would include, among the ultimate constituents of an individual’s
preference varieties, not only the physical quantities of (future
and present) commodities and services but also the money prices
of at least some of them. In particular the money wage rate would
be considered as entering directly the worker’s utility function:
confronted with a choice between two or more situations in both
of which his real income and his real effort are the same, but in
one of which both the money wage rates (and, consequently, also
the prices of consumers’ goods) are higher than in the other, he
would show a definite preference for the former. A classical homo
economicus would find neither of the two alternatives to be more
attractive than the other.

(Leontief 1947: 235)

Thus, to Leontief in 1947, money illusion represented some odd prefer-
ence structure characterised with a fetishist attitude towards monetary
magnitudes. Furthermore, Leontief claimed that it missed its target:

It deprives Keynes’ unemployment concept of its principal
attribute. Why should any given rate of employment or unemploy-
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ment be called ‘involuntary’, if it is determined through con-
scious preference for higher money wage as against larger real
income?

(Leontief 1947: 236)

Two objections must be levelled against the money illusion argument.
First, that agents are to some extent victims of it when it comes to describe
the real world is beyond doubt. Yet the same could be stated for example
about rationality. The question is whether these real-world refutations of
the strict truth of these assumptions warrant their being removed, and the
answer to this question is ‘no’. Second, Tobin takes it for granted that
money illusion is a sufficient condition for market non-clearance, yet this
claim receives no justification. The existence of money illusion may well
lead to a market result different from the result that would have prevailed
without it, yet it would still be a market-clearing result, as illustrated by
Friedman’s expectations-augmented Phillips Curve model, to be studied
in Chapter 13. Why, in other words, would there be a causal link between
money illusion and involuntary unemployment?

Klein

Another important interpretation of Keynes’ views is to be found in
Lawrence Klein’s The Keynesian Revolution (1948), a book in which Klein
tries to distance himself from the standard interpretations according to
which either the liquidity trap or rigid money wages as the central contri-
bution of The General Theory.8

Klein admits that Keynes’ theory comprises a twofold change with
respect to the supply of labour. First, the real wage is replaced by the
nominal wage as the argument of the supply of labour function. Second, a
change in shape occurs, with the supply of labour being portrayed as per-
fectly elastic at the going wage up to the full employment level. In this
respect, Klein follows suit with Modigliani. However, to him, these
changes cannot be considered as the core of Keynes’ contribution. Even
without them, he claims, Keynesian theory would keep its basic originality:

It hardly seems possible that Keynes could say that his major con-
tribution to economic theory was to point out a money illusion on
the part of workers as a cause of unemployment.

(Klein 1948: 80–81)

Moreover, if true, workers would be responsible for unemployment,
whereas ‘Keynes consistently worked against these theories which blamed
the depression on labour’ (1948: 46). In fact, according to Klein, Keynes’
emphasis on wage rigidity as well as his definition of involuntary
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unemployment testify to his own lack of understanding of the views he
was putting forward!9 To him, Keynes central contribution lies instead in his
alteration of the savings–investment equation from its classical formulation:

Keynes’ real contribution has been to show that if savings are not
offset by legitimate investment outlets, failures to generate a high
level of employment will follow. Even if the Keynesian supply curve of
labour is replaced by the classical supply curve in terms of real wages, there
remains the problem of making savings pass into investment.

(Klein 1948: 81; his emphasis)

According to Klein, the non-existence of a general equilibrium is a per-
fectly plausible outcome. The underlying reason is an inconsistency
between the savings and investment schedules, due to their possible inter-
est-inelasticity. As a result, it is quite conceivable that there exists no posit-
ive rate of interest allowing for an equality between saving and investment:

The classical theory of interest assumes that savings decisions and
investment decisions both respond sensitively to changes in the
rate of interest. But Keynesian economics assumes that both func-
tions are interest-inelastic. Under these conditions there may be
no solution (r�0) to the above equation [S� I] when Yw [the
income level with the wage taken as numeraire] is at a full-employ-
ment level. In order for the equation to hold something must give
way, either r or Yw. Obviously r cannot give way because it is
bounded by the restriction r�0. But (Yw) can change. If Yw falls
we may be able to get savings equal to investment. In fact, Yw will
fall until S and I adjust to an equilibrium.

(Klein 1948: 202–203)

Central to Klein’s reasoning is the idea that some ‘giving in’ process is
present. First, income yields, this going along with a decrease in employ-
ment. The latter is possible only because of a second ‘giving in’, that of
workers with respect to employers. The underlying reason is that firms
and wage-earners are in an asymmetrical power relationship.

If there is ever any conflict between the demand and supply of
labour in the perfectly competitive case like the one we are con-
sidering (e.g. one of no trade-union influence), we can be certain
that a short demand will dominate a long supply.

(Klein 1948: 203)

The same point was made with an even more radical overtone in Klein’s
1947 article where he viewed involuntary unemployment as a manifesta-
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tion of the capitalist nature of the economy, namely the subordination of
workers to capitalists:

The essence of capitalism is that there exists a definite legal
respect for private ownership of the means of production. The
owners of the means of production, the capitalists, make all the
final decisions with regard to the use of the means of productions.
The workers have nothing to say about the amount of employ-
ment that will be forthcoming at any point of time. Either the
entire concept of the supply curve of labour must be dropped, or
the supply curve of labour must become a curve of virtual points
on which observations do not occur.

(Klein 1947: 116)

The problem with Klein’s argumentation is its contrived character. To
begin, the savings- and investment-inelasticity assumption looks ad hoc.
Moreover, there is a sharp contrast between Klein’s claim that Keynes’
theory represents a revolution with respect to traditional theory and the
fact that the only difference which really matters concerns the shape of
two functions. Klein’s dismissive remark apropos money illusion could be
returned to him: Keynesian theory turns out to be just a special case of
classical theory, nothing revolutionary is present.

As far as Klein’s ‘workers’ giving in’ argument is concerned, the ques-
tion is whether there is room for it within neoclassical theory. It amounts
to stating that the labour market cannot be conceived of on the same
pattern as normal markets, in the way economists envisage them in their
theory. As stated in Chapter 4, according to the standard account, all
participants in the market, however small, have their say in its final
outcome. Any agent might prevent the closure of the market and the start-
ing of trading, were his or her right to optimising trading infringed. This
feature, Klein claims, does not hold for the labour market. The latter
should rather be viewed as based on a relationship of subordination
between capitalists and wage-earners. In particular, the decision to create
employment is exclusively bestowed on the former. Such a unilateral
decision-making process is much stronger than monopoly power. As the
monopolist always chooses a point on the market demand schedule, it
does not run counter to the optimising plan of demands. On the contrary,
if employers set employment off the labour supply curve, this comes on a
collision course with suppliers’ optimising behaviour. Thus, we are in a
Kaleckian–Marxian, world.10 As put by Sebastiani:

They [capitalists] are ‘masters of their fate’. As a result – and this
is the most relevant political implication – the responsibility of
unemployment is thrown back on capitalists.

(Sebastiani 1994: 95)
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Hansen

Alvin Hansen is an important figure in the development of Keynesian eco-
nomics. His Monetary Theory and Fiscal Policy (1949) popularised the IS-LM
analysis and the income–expenditure interpretation of Keynesian theory.
His Guide to Keynes (1953) is said to have shaped the thinking of an entire
generation of American economists (Lawlor, Darity and Horn 1987: 526).
In contrast to Modigliani, Hansen believes that the originality of the Key-
nesian approach lies in its emphasis in income: ‘It is the volume of expen-
ditures, not the quantity of money, to which primary attention must be
given’ (1949: 83).

Hansen seems to have been unaware of the need to delve into defini-
tional matters. He draws no distinction between involuntary unemploy-
ment and underemployment. Actually, when scrutinising the two books
mentioned above, involuntary unemployment turns out to be conspicuous
by its absence. Instead, the full employment/less-than-full employment
divide comes to the forefront. Unfortunately, for its overwhelming pres-
ence, the notion of full employment is never defined. Likewise, the
working of the labour market is hardly broached. The analysis is con-
cerned with the formation of the IS and LM curves and their intersection.
Any income magnitude obtained as the result of the intersection of IS and
LM is gauged against an implicit ‘employment index’, having the full
employment as its benchmark. Whenever full employment fails to be
reached, ‘underemployment equilibrium’ is said to exist.

Hansen claims that ‘given the wage rate, employment is fairly uniquely
determined by the volume of aggregate output’ (1949: 119). This
statement, encapsulating the gist of Keynes’ effective demand theory criti-
cised above, will pervade the Keynesian literature. It is hardly mentioned
that it stands in sharp contrast to the canonical microeconomic way of
positing wage determination. According to the latter, employment and
wage are co-determined. In contrast, Hansen posits that employment and
wages are determined separately without giving any justification for this
view.

Finally, Hansen claims that Keynes’ theory is not dependent upon wage
rigidity:

Some writers have maintained that Keynes’s underemployment
equilibrium is based on the assumption of wage rigidity. Accord-
ingly, it is held that in this respect there is really no difference
between Keynes and the Classicals. The Classicals and the neoclas-
sicals had always held that, given rigid wages, unemployment
would result from any falling off in demand. If, however, wage
rates were flexible (so they believed) there could be only short-
run unemployment, and this would be due to frictions and lags in
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the adjustment process. It is, however, not correct to say that
Keynes’ analysis of underemployment assumes wage rigidity.
Keynes in fact made a thorough analysis of employment assuming
the condition of flexible wage rates. He did not regard this
assumption as realistic, but he was prepared to make it in order to
see whether in fact wage cuts could be an effective remedy for
unemployment. But his conclusion is not (as with the Classicals)
that under flexible wages the economy must tend toward full
employment.

(Hansen 1949: 122)

The crucial sentence in this passage is Hansen’s statement that Keynes
gave a thorough analysis of underemployment under wage flexibility.
Above I have shown that this is not the case. As a result, Hansen’s claim
turns out to lack any justification.

Concluding remarks

The first generation of Keynesians set themselves the task of clarifying
Keynes’s somewhat confused ideas at a time where no frontal attack
against the validity of the involuntary unemployment notion was on the
agenda. Table 9.1 summarises my analysis of the meaning of involuntary
unemployment in their writings.

A first conclusion to be drawn from the examination of these attempts
is that they present no single explanation. Wage rigidity, money illusion,
the liquidity trap, the inconsistency of savings and investment at full
employment, the special form of labour supply have all been presented as
alternative causes of involuntary unemployment. However, as shown, these
factors should not be put on the same footing.

The liquidity trap argument must be disposed with because it explains
only the persistence of unemployment, and not its emergence – on top of
the fact that it rests on a curiosum, the special shape of the LM schedule.
Another two of these factors have proved to be wanting, the special shape
of the labour supply and money illusion. Even when they are present, no
causal link exists between either of them and labour market non-clearing.
In other words, they may explain over- or underemployment yet not invol-
untary unemployment. Moreover, as far as the inverse-L-shaped supply
curve is concerned, I have shown that the widely held view, initiated by
Modigliani and according to which the shape of the labour supply is a fine
way of encapsulating the wage rigidity idea, is wanting. Finally, as far as the
remaining two factors are concerned, the inconsistency of savings and
investment at full employment, as put forward by Klein, and nominal wage
rigidity, as put forward by Leontief, neither is very convincing. For what
concerns Klein’s standpoint, it suffers from two flaws. First it is too easy an
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escape to claim that the general equilibrium solution is non-existing.
Second, the ‘giving in’ explanation is ad hoc. Leontief’s position is trivial
and unoriginal. However, a way out can be conceived of, as hinted at by
Leontief himself. It consists of stating that wage rigidity may result from
other causes than a genuine mandatory wage floor. For some sociological
reason, possibly linked to the specificity of the labour market, nominal
wages cannot be trimmed. Therefore the trade round starts with a prede-
termined wage that acts as a mandatory wage floor without really being
one. Hysteresis and staggering contracts models have followed up this
insight.

This combination of Leontief and Modigliani is the line that most Key-
nesian authors have taken. At every trade round the nominal wage is sup-
posedly given. If it happens to be higher than the market-clearing wage,
involuntary unemployment ensues. The action to be taken to correct this
malfunctioning is for the central bank to increase the money supply.
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10

INVOLUNTARY UNEMPLOYMENT
IN MACROECONOMIC

TEXTBOOKS

The previous chapters have shown that most Keynesian economists of the
first generation were unaware of the need for a precise definition of the
concept of involuntary unemployment. As a result, they usually failed to
draw a distinction between involuntary unemployment and underemploy-
ment. They were also prone to understand the notion of full employment
in its common-sense, instead of its theoretical, meaning. The aim of this
chapter is to verify whether these flaws are also discernible in the macro-
economic textbooks that gradually came to flourish. Being unable to
engage in a systematic study of a large number of textbooks, I will content
myself with a small sample of them. It consists of Ackley’s Macroeconomic
Theory (1961), Dernburg and McDougall’s Macroeconomics (1963) and
Allen’s Macroeconomic Theory (1967).

Ackley’s Macroeconomic Theory

Ackley displays an eclectic position as he is upholding three arguments at
the same time, wage rigidity, the liquidity trap, and the inconsistency
between the saving and investment schedule at full employment, not
counting slow adjustment. According to him, ‘we do not have to choose
one among these competing views as correct, rejecting the others. They
are matter of emphasis, and of degree’ (1961: 406).

To Ackley, involuntary unemployment is a case of breaching the
reservation wage principle (although he does not use such terminol-
ogy) or off-the-labour-supply curve trading. Actually, he writes
about unemployment tout court, without referring to the ‘involuntary’
modifier. However, the ambiguity as to the meaning of full employ-
ment, so often to be found, is absent from his analysis. Full employment
is equated to the quantity of labour traded at the market clearing 
wage.

His analysis of unemployment starts with emphasising the nominal
wage rigidity assumption:
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Keynes’ treatment assumed the money wage level to be depend-
ent upon institutional and historical forces, subject to some influ-
ence also by the state of the economy. Money wages at any point
in time are at the level where they are mostly because it is close to
where they have recently been. To be sure, they may have recently
risen or fallen somewhat in response to institutional pressures,
such as minimum wage laws, or through the efforts of trade
unions, or public opinion.

(Ackley 1961: 380)

But at any given time and place the money wage rate level was,
more or less, a matter ‘autonomously’ determined.

(Ackley 1961: 381)

According to Ackley, rigid nominal wages result in the fact that a logically-
existing position of general equilibrium will fail to be reached while it
would have if wages had been flexible. This position is the exact same as
Leontief’s. However, while Ackley could have stopped here, he makes a
step towards Klein’s insight by considering the possibility that the equilib-
rium result can be logically non-existent even with flexible wages because
of the investment schedule’s insensitivity to the interest rate. That is, no
positive interest rate exists that can equalise saving and investment at full
employment. Although he does not use Klein’s ‘labour giving in’ expres-
sion, this is what Ackley’s argument amounts to. In this new context, ‘rigid
wages, he claims, are not the cause of unemployment’ (1961: 405). Its
cause lies rather in the non-existence of a full-employment general equi-
librium. Furthermore, under such circumstances, wage rigidity is benefi-
cial because it prevents ‘unemployment from creating a painful, largely
useless, even bottomless deflation’ (1961: 405).

Finally, the adjustment slowness argument is also to be found under
Ackley’s pen:

This concept of the money wage level is a very different one from
the ‘flexible’ wage level assumed by Classical writers. If the wage
level is truly flexible, it falls continuously and without limit, when-
ever there is any unemployment, and is stable only if all workers
seeking jobs can find them.

(Ackley 1961: 381)

The flatter the speculative demand schedule (even though it
never becomes infinitely elastic), and the steeper the investment
schedule (even though it is not vertical), the greater is the neces-
sary fall in wages and prices. So great a fall may be impossible to
accomplish in any reasonable period of time. Thus wage flexibility
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may be a theoretical but not a meaningful or practicable solution
to unemployment.

(Ackley 1961: 385)

Ackley’s flaw here is to fail to make explicit the trade technology assump-
tion underpinning his reasoning. Whenever the ‘week’ device is adopted,
as I advocate, the adjustment towards market clearing operates on the
Monday following the shock, whatever the size of the needed adjustment.
In this context wages will not start to fall after unemployment has begun
contrary to what Ackley suggests. Instead, they will fall before the actual
emergence of unemployment, their very fall serving the purpose of pre-
venting it. In contrast, Ackley’s view is that a fall in wages may fail to make
unemployment disappear. Thus, he takes it for granted that unemploy-
ment exists prior to the fall in wages. In other words, the question he awk-
wardly addresses is that of the adjustment across trade rounds – how can
such adjustment correct a labour market rationing result that occurred on
a given trade round, due to exogenous rigidity? No explanation as to the
trade-round emergence of rationing is provided.

Dernburg and McDougall’s Macroeconomics

Dernburg and McDougall seem to adhere to the reservation wage defini-
tion, stating that ‘when more workers are willing to work at the going real
wage rate than business is ready to hire, we have involuntary unemploy-
ment’ (1963: 144). However, they also endorse Modigliani’s inverse-L-
shaped labour supply curve, defining involuntary unemployment as the
distance between the kink in the supply curve and the intersection of
supply and demand on the horizontal section of the supply:

The distance N* – N0 measures involuntary unemployment – the
number of people willing to work at the existing level of real
wages that do not find employment.

(Dernburg and McDougall 1963: 149)

Clearly, they are unaware of the contradiction that is involved in bringing
these two definitions together. Nor do they feel the need to separate invol-
untary unemployment in the reservation sense from involuntary unem-
ployment as less-than-maximum employment. Moreover, whether they
view involuntary unemployment as an equilibrium or a disequilibrium
phenomenon is unfathomable. They begin their chapter by suggesting
that it refers to disequilibrium:

The IS-LM intersection is a position at which the market for
goods and services and the money market are simultaneously
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cleared. But the level of production that is implied by this inter-
section may require the use of less labour than is willing to work
at the existing rate of remuneration. In other words, equilibrium
in the product and money markets may be accompanied by dise-
quilibrium – specifically, excess supply – in the market for labour
services.

(Dernburg and McDougall 1963: 142–143)

Yet a few pages later, they declare that Keynesian theory is about ‘under-
employment equilibrium’ (1963: 155).

Allen’s Macroeconomic Theory

Chapter 7 of Allen’s Macroeconomic Theory, entitled ‘Keynesian Models’,
contains two distinct theories, the first bearing on ‘equilibrium unemploy-
ment’, the second on ‘disequilibrium unemployment’, his own appella-
tions.

His first theory combines money illusion and the inverse-L-shaped
labour supply.1 As discussed, none of them, taken in isolation, can solve
the problem. Putting them together brings no improvement.

When Allen is read against the conceptual distinctions drawn in
Chapter 2, it becomes clear that his understanding of full employment is
wanting. On p. 103, in reference to the classical model, he declares that
full employment is realised whenever the demand for labour equals the
supply. In contrast, when studying the Keynesian model, his reasoning
rests on its less-than-maximum employment definition. Endorsing a
labour supply function à la Modigliani, he states that full employment is
achieved whenever trade takes place on or beyond the kink on the supply
(1967: 126). Whenever the demand for labour intersects labour supply on
its ‘rigid’ section, ‘unemployment equilibrium’, he declares, is prevailing.
Clearly, he is enmeshed in a confusion between involuntary unemploy-
ment and underemployment. Moreover, like Modigliani, he confuses
wage rigidity and a specially shaped labour supply.

This is Allen’s theory of unemployment equilibrium. After having
expounded it, he goes on to say that there is more to the problem of
unemployment and introduces what he calls the disequilibrium unem-
ployment theory. The latter is nothing more than Klein’s insight. It can
happen, Allen notes, that ‘the range of variation of investment (e.g. when
investment is interest-inelastic) is so narrow that no r exists’ (1967: 130).
As in Klein, the way out consists in abandoning one equilibrium con-
dition:

The way out is to drop an equilibrium condition, to allow for dis-
equilibrium . . . We have a choice of which market to take for
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disequilibrium and the obvious selection is the labour market,
keeping the demand based on marginal productivity but drop-
ping the supply function as a longer-run concept.

(Allen 1967: 130)

Here, the outcome is involuntary unemployment according to the reserva-
tion wage definition with trading taking place off the labour supply curve.
But Allen seems to be unaware of the fact that this unemployment
concept is not the same as that which he used in his first theory.

Concluding remarks

A first lesson to be drawn from my brief exploration of macroeconomic
textbooks is that their authors have evidently followed in the footsteps of
the earlier Keynesian authors. They depart little from the works of Keynes’
first interpreters. They adopt the same explanations – money illusion,
wage rigidity (without any distinction being made between an exoge-
nously fixed wage and a special supply of labour schedule), preference for
liquidity and, finally, inconsistency between saving and investment at full
employment. They often resort to a combination of them as though they
think that one alone is insufficient. They also differ in terms of consis-
tency, because, as seen, not all the factors put forward by the pioneering
authors are compatible. Of the three authors analysed, Ackley’s account is
probably the most consistent one. Therefore its wide recognition seems
well deserved.

A second conclusion is that the conceptual framework of these texts
remains coarse. The need to draw a distinction between the concepts of
unemployment and underemployment is hardly perceived. That the con-
cepts of wage rigidity and the shape of the labour supply curve are unre-
lated phenomena fails to be perceived. The same is true for the link
between money illusion and market non-clearing. The concept of full
employment remains undefined, except by Ackley, with the risk of surrep-
titiously jumping from one to another of its possible definitions.

A third conclusion is that the authors of these textbooks do not insist
much on the concept of involuntary unemployment and hardly bother to
explicitly define it. Nonetheless, its theoretical legitimacy is taken for
granted.

Finally, these authors have in common the will to keep theory closely
tied in to facts. In a more critical vein, they make the same mistake as
Keynes of not drawing a sufficiently sharp divide between the theoretical
universe, necessarily an artificial one, and the ‘real world’.
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Part IV

RECONSTRUCTING
KEYNESIAN ECONOMICS

The disequilibrium approach



11

THE FORERUNNERS

Patinkin, Clower and Leijonhufvud

This chapter and the subsequent one are concerned with the so-called dis-
equilibrium approach. Its starting point is Chapters XIII and XIV of
Patinkin’s Money, Interest and Prices (1965). Patinkin’s views received a new
impetus in Clower’s Keynesian Counter-revolution article (1965) and Lei-
jonhufvud’s book On Keynesian Economics and the Economics of Keynes
(1968). Patinkin and Clower’s views were synthesised by Barro and Gross-
man in their 1971 article and 1976 book. While Barro and Grossman were
soon to recant the line they had opened, their work sparked important
developments. Benassy, Malinvaud, Drèze, Grandmont, Laroque, Younes,
Muellbauer and Portes were amongst the main proponents of the new
approach. The latter took off fast yet its success was short-lived, as most of
the economists who rallied it gradually shifted their attention to other
research themes.1

Disequilibrium authors share several common features, which are
worth explaining before starting to examine their specific contributions.2

First, they were all educated as microeconomists – more precisely Wal-
rasian general equilibrium theorists – at a time when the contrast
between macroeconomics and microeconomics was still sharp. Therefore
they are more sensitive to micro-foundations requirements than standard
macroeconomists. While their base camp is Walrasian theory (Walras’ Ele-
ments of Pure Economics) and neo-Walrasian theory (the Arrow-Debreu
model), their very aim is to depart from the Walrasian canon by produc-
ing a rationing result. Hence the non-Walrasian label attached to their
models.3 Second, they share the same basic insight that the cause of invol-
untary unemployment ought to be looked for in the phenomenon of
wage stickiness. In fact, their justification for its introduction into eco-
nomic theory rests on the view that it is an important ‘fact of life’, which
cannot be sidestepped. Third, their Keynesianism is mostly a matter of
spirit and policy motivation. While they hardly bother to take up Keynes’
own insights and concepts, they nonetheless buttress to a ‘Keynesian
motivation’, in that they want to vindicate the view that free competition
is insufficient to nurture socially optimal outcomes. As a result, their

117



models are geared towards supporting active state interventions in the
market economy.

In this chapter, I examine the views held by the founders of the
approach: Patinkin, Clower and Leijonhufvud. The contributions of Barro
and Grossman, Drèze, Benassy and Malinvaud will be the subject-matter of
the next chapter.

Patinkin’s Money, Interest and Prices

The overriding aim of Patinkin’s celebrated book Money, Interest and Prices
is to study the integration of monetary and value theory in a general equi-
librium framework. To his own testimony, its main contribution concerns
the real-balance effect and its implications on monetary theory (1989:
XVI). However, he broaches the theme of involuntary unemployment in
Chapters XIII and XIV, which were the eventual outcome of a reflection
started when writing his doctorate dissertation.4

Patinkin took it for granted that the corpus within which his work’s
integration had to take place was Walrasian theory. However, he was also
aware of the difficulty that was involved in making involuntary unemploy-
ment acceptable within the Walrasian paradigm. He did not question its
non-acceptability as long as the analysis was confined to the domain of the
existence of equilibrium (1965: 315). This could have solved the issue for
some, but not for Patinkin. The existence of equilibrium route being
blocked, he laid claim to what seemed to him the only other alternative –
that involuntary unemployment existed as a disequilibrium phenomenon.
That is, its existence was limited to the re-equilibration process separating
two successive equilibrium positions, its occurrence hinging on the slow-
ness of the adjustment process. Patinkin adamantly defended this claim
from his first writings at the end of 1940s until his death in 1995.

It is within the foregoing framework of dynamic disequilibrium
. . . that we must study the problem of involuntary unemployment
. . . The essence of dynamic analysis is involuntariness: its domain
consists only of positions off the demand or supply curves. Indeed,
it is this very departure from these curves, and the resulting striv-
ing of individuals to return to the optimum behaviour which they
represent, which provides the motive power of the dynamic
process itself.

(Patinkin 1965: 323)

Patinkin’s theoretical scenario

Patinkin gives no model of involuntary unemployment, in the strict sense
of the term. Rather he tells his readers a reasoned story, a sort of theo-
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retical scenario, about its existence. Starting from a state of equilibrium,
an increase in the demand for bonds is supposed to have occurred, result-
ing in a decrease in the demand for commodities. Its effects are studied in
two alternative contexts. In the first, the adjustment process in the goods
market is supposed to operate quickly. As a result, a new equilibrium is
rapidly established. In the second context, the proper domain of involun-
tary unemployment according to Patinkin, this adjustment process is
assumed to occur at a slower pace. The proximate effect of the decrease in
demand for goods is that its supply exceeds its demand. Firms’ first reac-
tion is to pile up inventories. However, after a while, when inventories
become too important, they have no choice but to decrease production.
As a result, their demand for labour also diminishes – that is, the
‘notional’ demand for labour, to use later terminology, ceases to be opera-
tive. Trading in the labour market takes place off the supply curve, what is;
tantamount to involuntary unemployment.

Patinkin insists on the fact that prices are sluggish rather than rigid in
his story. To him, the state of involuntary unemployment so created
should not be viewed as a position of equilibrium susceptible to perpetuat-
ing itself. On the contrary, he thinks that its very existence automatically
calls into operation corrective forces, which will ultimately eliminate it, as
the decrease in the price of the goods exerts a positive effect on demand
through the real-balance effect. So, any instance of involuntary unemploy-
ment is transitory. Clearly, this is a significant retreat from Keynes’ own
standpoint.5 To Patinkin it is the price to be paid for making involuntary
unemployment acceptable within economic theory.

Patinkin’s story is lent credibility by its realism. Unfortunately, it does
not stand up to scrutiny. The reason for this has to do with the trade
organisation dimension. Patinkin’s flaw in this respect is to surreptitiously
make an arbitrary twist in the trade technology assumption from his
microeconomics to his macroeconomics analysis.6 No involuntary unem-
ployment result ensues without it.

Trade technology in Patinkin’s microeconomics and macroeconomics

In Chapter III, Section 3, Patinkin makes it clear that he adopts the tâton-
nement or auctioneer assumption, including its recontracting compo-
nent. ‘It is by this continuous groping – tâtonnement – that the economy
ultimately finds it way to the equilibrium position’ (1965: 39). This
amounts to assuming a centralised market structure, with the formation of
equilibrium proceeding instantaneously. Several passages bear witness to
Patinkin’s awareness of the fact that disequilibrium states have a virtual
rather than real existence, the corollary of offers to trade not being
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binding.7 He also treads in Hicks’ footsteps by adopting the ‘week’ device
with trading taking place on every Monday (Patinkin 1965: 11).

At this juncture, the only difference between Patinkin’s view of the
formation of temporary equilibrium and mine relates to time. To him, it is
a time-consuming phenomenon. It can work quickly or slowly. In contrast,
as claimed above, I think that the duration of formation of equilibrium is
of anecdotal importance for the ‘week’ device. It makes no difference
whether Monday’s equilibrium is attained quickly or slowly.

One would expect Patinkin to keep the same basic assumptions in the
macroeconomics part of his book. After all, to him, macroeconomics is
just a pragmatic version of the more complex general equilibrium model.
At first sight, this is the case since Patinkin continues to refer to tâton-
nement in his Keynesian analysis:

The very existence of disequilibrium anywhere in the economy
automatically calls into operation corrective forces, which ulti-
mately eliminate it. Conversely, once the equilibrium position is
reached, the generation of market forces making for further
changes ceases. That is the process of tâtonnement by which the
market successfully gropes its way toward the solution of the
system of equations of the preceding section.

(Patinkin 1965: 234)

However, it turns out that the earlier institutional set-up is de facto aban-
doned.

Abandoning the ‘no false trading’ assumption

Actually, Patinkin already has it all wrong when describing the quick
adjustment case, in which, he claims, no involuntary unemployment
arises. First, he states that, under the standard adjustment assumption, the
economy would ‘quickly return to a full employment position at a lower
level of wages, prices, and interest’ (1965: 318). In other words, to him,
involuntary unemployment will fail to arise whenever adjustment forces
proceed quickly. However, casting the issue in this way is misleading. As
argued above, in a Walrasian economy the formation of prices should be
considered as taking place instantaneously. ‘Instantaneous’ and ‘quick’
are not the same thing. Second, Patinkin declares on the same page that
‘throughout this period of adjustment there will exist a state of excess
supply in the commodity market. But due to the assumed shortness of this
period, producers will react to their temporary inability to sell by simply
permitting their inventories to build up’ (1965: 318). For all its descriptive
appeal, this assertion hardly fits the Walrasian trade technology. Patinkin
takes it for granted that firms’ inability to sell is a definite fact, to which
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they have to react in a specific way, for example by letting their inventories
pile up. Yet, this view runs counter to the basic feature of the tâtonnement
process that states of excess supply have only a virtual existence. It is true
by definition that, if excess supply prevails, sellers are unable to sell all
that they want to. Still, the auctioneer’s very job is to correct any mis-
match. Hence the only thing firms must do is to let him complete his job
rather than to take any action themselves. In short, a virtual excess supply
cannot be confused with an actual excess supply.

Abolishing the ‘no false trading’ rule turns out to be a crucial move
and one would have expected Patinkin to make it explicit, which he fails
to do. Assume, however, that he did. Chapter XIII of Money, Interest and
Prices could then be described as providing a non-tâtonnement model
avant la lettre, anticipating the works of authors such as Hahn or Negishi.
Nonetheless Patinkin’s model would still be flawed, because of its discard-
ing income effects. In the microeconomic part of the book, as well as in its
appendix on tâtonnement, Patinkin correctly states that the rationale for
the recontracting assumption is to permit that the equilibrium values
reached at the end of the adjustment process coincide with those arrived
at when studying the logical existence of equilibrium. Introducing false
trading prompts the formation of a different allocation. Oddly enough, he
loses sight of this point in his involuntary unemployment discussion, and
income effects are brushed aside.

To all intents and purposes, in this discussion Patinkin seems to have
totally forgotten the ‘week’ framework he adopted at the beginning of his
book. Hence the reader is at a loss to understand which trade technology is
underpinning it. Patinkin’s intention was probably just to amend the Wal-
rasian trade technology assumption. Consistency would then have dictated
that the slow adjustment related to the attainment of equilibrium on a given
Monday. Yet Patinkin’s story is about ‘change in production and long
drawn-out modifications’ which cannot be viewed as taking place within the
Monday time span. Patinkin’s Mondays may last for months, if not years!
Clearly, the change involved is more important than the mere replacement
of quick by slow adjustment in an otherwise unchanged scenario. However,
while the ‘week’ set-up has disappeared, the new trade technology assump-
tion replacing it remains totally unspecified.

Process disequilibrium versus end-state disequilibrium

Patinkin’s central claim is not that prices are rigid but that they adjust
slowly. In his model involuntary unemployment has only a temporary
existence since the real-balance effect prompts forces which will restore
equilibrium. He admits, however, that if either the wage rate or the price
level is absolutely rigid, ‘the system will remain in a state of unemploy-
ment disequilibrium’ (1965: 328), since the real-balance effect will cease
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to work. To Patinkin this is only an extraneous consideration. But a
semantic twist now crops up. To Patinkin, disequilibrium states exist when-
ever the end-state of some adjustment process has not yet been reached.
However, whenever prices and wages are absolutely rigid, to the effect that
the system remains indefinitely in disequilibrium, involuntary unemploy-
ment becomes a case of end-state disequilibrium rather than of process
disequilibrium. Patinkin seems to have been unaware of this shift in
meaning of the disequilibrium concept.

Most subsequent authors, disequilibrium theoreticians of the second
generation, have substituted price rigidity for price slugglishness, as will
be seen in the next chapter. A change in the meaning of disequilibrium
ensues, since it now refers to market non-clearing viewed as an end-state
outcome existing after adjustment has come to a close – something quite
different from what Patinkin had in mind. At the same time, these authors
still mean to defend Patinkin’s insight by claiming that the fixprice
assumption underpinning their theoretical models is a proxy for real-
world sluggish prices. In Tobin’s words:

The ‘fixprice’ method used in many textbooks was a convenient
device for expounding the Keynesian calculus of adjustment of
quantities to quantities and to interest rates. It was carried to
extreme in modern formal ‘disequilibrium theory’. The method is
misleading when it conveys the impression that Keynesian eco-
nomics assumes price rigidity and indeed is defined by that assump-
tion. It is especially misleading if it gives the idea that that such an
assumption is necessary. This impression of Keynesian theory,
whether the result of caricatures by its enemies or careless
exposition by its friends, appears to be a source of the defection of
many economists. Consider a spectrum of the degree of nominal
price flexibility from complete flexibility at one extreme to com-
plete rigidity at the other. Complete flexibility means instantaneous
adjustment, so that prices are always clearing markets, jumping suf-
ficiently to absorb all demand or supply shocks. Complete rigidity
means that nominal prices do not change at all during the period
of analysis. In between are various speeds of price adjustment,
various lengths of time during which markets are not clearing . . .
Any degree of stickiness that prevents complete price adjustment at
once has the same qualitative implications, and can even be treated
by the fixprice method on an ‘as if’ basis.

(Tobin [1993] 1997: 145)

Tobin’s viewpoint cannot be accepted because it falls prey to the criticism
made in Chapter 4. Either it is admitted that the week device is the proper
time framework to be adopted. In this case the idea of slow adjustment
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must be discarded at once as far as the formation of market equilibrium is
concerned. Or, alternatively, this device is refused but then the issue is as
to which alternative trade organisation is proposed. When reading Tobin,
one is at a loss to see what it may consist of.

Clower’s ‘Keynesian Counter-revolution’ article

Clower’s article ‘The Keynesian Counter-revolution’ ([1965] 1984) is the
second keystone of the disequilibrium approach. Like Patinkin, Clower
aims at demonstrating the possibility of involuntary unemployment in the
reservation wage sense. Yet adjustment slowness is no longer summoned.

The underlying story is as follows. Households are unable to sell the
quantity of labour they wish to trade at the ongoing wage. As a result, their
demand on the goods market is smaller than what it would have been
otherwise. In other words, the quantity of labour effectively traded
replaces the notional quantity of labour in their budget constraint. In
Clower’s model, the goods markets end up in a state that could be quali-
fied as a ‘pseudo equilibrium’, where firms’ notional supply of goods
matches households’ effective demand for goods rather than their
notional demand. The price and quantity emerging at this pseudo equilib-
rium differ from the Walrasian magnitudes, and are sub-optimal with
respect to them. Walras’ Law is violated because only one market, the
labour market, features market non-clearance.

Clower’s argumentation can be reconstructed in two main alternative
ways. According to the first, it is assumed that markets operate sequentially
with the factor markets taking place in advance of goods markets. It is
moreover assumed that market clearing fails to take place in one of the
factors markets, the labour market. No explanation for its occurrence is
given.8 This is the context in which his dual decision hypothesis makes
sense. Rather than having the standard choice structure where agents
decide on all their trades in one stroke, decisions about the trading of
inputs are made first, with decisions about the trading of consumers goods
being made second. Note that this first reconstruction hardly fits Wal-
rasian theory, since the latter has no room for a sequential operation of
the economy. Moreover, it has the drawback of falling back on the exoge-
nous wage rigidity explanation of rationing.

According to the second reconstruction, Clower’s article pursues the
aim of amending Walrasian theory. Here, the labour market mismatch
‘observed’ by households has initially no effective existence, in so far as
tâtonnement has not yet come to an end when they are making this obser-
vation. Rather, they only conjecture such a mismatch. The particularity of
Clower’s scenario is that, although prices are flexible, the signalling
process that should trigger their change is defective. ‘As a result, excess
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demand may fail to appear anywhere in the economy’ ([1965] 1984: 53).
The tâtonnement institution is not working as it should, and the false
numéraire wage underpinning households’ observation is not removed by
the auctioneer because he fails to notice it. Eventually, what was initially
pessimistic conjecture becomes an effective reality.

This second reconstruction is more appealing than the first because it
displays the coordination failure idea. Involuntary unemployment turns
out to be the result of a defect in signalling, a phenomenon of self-fulfill-
ing predictions locking the economy into inefficient states. Moreover, it
has the advantage of having nothing to do with rigidity, as Clower
wanted.9 Yet, the dual decision hypothesis must be abandoned.

To assess its validity, we need to gauge whether the departures from the
standard tâtonnement hypothesis introduced by Clower are justifiable.
First, it must be assumed that the auctioneer must announce a price for
every good except the numéraire. This condition raises no problems. If the
excess demand for all goods except the numéraire is nil, market clearing
will also prevail for the numéraire good. Second, it must be assumed that
labour plays the role of numéraire. Thus, in reference to Clower’s two-
goods example, the auctioneer contents himself with watching the excess
demand for the commodity. This is of course a totally ad hoc assumption.
Although hardly made explicit, it underpins Clower’s reasoning. Other-
wise the auctioneer would be able to notice the labour market mismatch
and react to it. Had the good been used as numéraire instead of labour, he
would have noticed the excess demand for labour and have changed the
price ratio.10 The third change in assumption is that agents move from a
standard to a modified budget constraint, the result of their conjecture
about the existence of a labour market mismatch. The question to be
raised is how such a conjecture can arise. In a tâtonnement framework,
agents have no way of becoming aware of the existence of any mismatch,
since they have no knowledge of the economy until equilibrium is
obtained. It then turns out that the assumption of their pessimistic conjec-
ture falls from the blue and runs counter to the well-functioning of a
tâtonnement economy implies that agents react to the auctioneer’s ques-
tionnaire on the assumption that no rationing will eventually exist. In
other words, the right way to avoid rationing is to have agents expressing
their standard budget constraints. Moreover, the assumption that agents
might be able to observe a mismatch between supply and demand is odd
in a Walrasian universe because agents are supposed to have no know-
ledge at all of market supply and demand functions.11

Thus, the assumptions underpinning Clower’s reasoning (at least the last
two) prove to be contrived. A possible radical conclusion to be drawn from
this observation is that the very stumbling-block impeding the involuntary
unemployment result is the tâtonnement hypothesis itself. This is the line
that Clower, jointly with Leijonhufvud, was to take afterwards. While his
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1965 article can be viewed as a reformist attempt within the Walrasian
approach, his later writings manifest a clear recantation of this strategy.
Clower and Leijonhufvud ([1975] 1984), Clower (1975] 1984) bring to the
fore the incompatibility between the Walrasian approach and Keynes’
objectives, while indicting Keynesian economics for its Walrasian drift. In
Clower’s terms:

The history of the Keynesian Revolution – more particularly the
reasons why it effectively fizzled out – can be fully appreciated,
therefore, only by viewing it as an episode within a broader and
ultimately more influential series of developments which, for
reasons that will soon become evident, I shall refer to as the neo-
Walrasian Revolution . . . Keynes did not view his analysis of the
General Theory as ‘Variations on a Theme of Walras’. How is it pos-
sible, then, to maintain that developments set in motion by the
publication of the General Theory can be fully appreciated only by
viewing them as part and parcel of a neo-Walrasian revival?

(Clower [1975] 1984: 189–190)12

Positively, Clower and Leijonhufvud’s aim was to construct a Marshallian
‘general process analysis’, proposing a theory of the decentralised
economy, which should have the following features:

(1) lacks a central information-processing and bill-collecting
agency; (2) has, instead, middlemen trying to coordinate produc-
tion and consumption activities in each output market separately;
(3) makes the management of stocks of inventories essential to
the coordination of these activities; and (4) has the system poten-
tially subject to commercial crises associated with expansions and
contractions of the volume of bank and nonbank credit. All this
might be J.S. Mill or Alfred Marshall.

(Clower and Leijonhufvud [1975] 1984: 217)

Unfortunately, it proved highly difficult to Clower and Leijonhufvud to
develop their views beyond the blueprint stage. To date, the scenario of a
decentralised economy with money as a social link, in which private mer-
chants substitute the auctioneer and in which multiple disequilibria could
be the norm, has hardly been transformed into a full-fledged theory.

Before leaving Clower, another interpretation of his 1965 article, to be
found in Jean Cartelier (1993, 1995) and Carlo Benetti (1998), is worth
considering. It pulls Clower’s views in a Marxian-Kaleckian direction, thus
treading in Klein’s footsteps. The dual decision hypothesis is now inter-
preted as reflecting an asymmetrical power position between firms and
workers, with firms taking employment decisions unilaterally. In contrast,
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workers are in a subordinated, passive position. As a result, the labour
market must be viewed as falling outside the scope of the stricter sense
market category. Of course, a labour market is formally existing in that its
basic ingredients, a supply and a demand function, are present. However,
the hallmark of the market set-up, namely the existence of a process
through which some market result emerges to make demand and supply
compatible, is decreed to be absent. This impinges on the scope of
Walras’ Law. It is now claimed that it bears on all transactions except
labour trading. Walras’ Law in its standard formulation remains valid for
this restricted trade space. However, whenever labour trading is added to
it, Clower’s claim that its equality sign should be replaced by the � sign is
verified as soon firms’ employment decisions are such that excess labour
supply exists. Hence Clower’s claim is rescued.

This radical interpretation has, in its favour that asymmetry in decision-
making, in particular when employment decisions are concerned, may well
be a central feature of capitalist economies. Nonetheless it can be criticised
on several grounds. First, its assumption of a polarised distribution of endow-
ments across agents, with the majority of them having their labour power as
their exclusive endowment is very restrictive. Second, wage-dependency is
hardly a sufficient condition for arguing that the labour market is not a real
market. Third and finally, one may wonder whether it makes sense to import
a subordination perspective within the Walrasian system considering that the
latter is, in essence, a democratic system functioning on an unanimity rule.

Leijonhufvud’s On Keynesian Economics and the Economics
of Keynes

Leijonhuvfud’s name has been evoked in relationship to his attempt to
develop general process analysis, in collaboration with Clower. My aim here
is to assess his renowned book On Keynesian Economics and the Economics of
Keynes (1968). Its main claim is encapsulated in its title: according to Leijon-
hufvud, Keynes’ theory is quite distinct from Keynesian economics (1968:
8).13 To him, Keynesian economics completely misrepresents Keynes’ main
insights for at least two reasons: its adoption of the wage rigidity assumption
and its neglect of the role of money. What is needed is to return to basics;
Keynes’ The General Theory. Moreover, while most of the interpreters of
Keynes’ book have ended up viewing it as a kaleidoscope, mingling incom-
patible theoretical claims – a point of view that I share – in contrast, Leijon-
hufvud is firmly convinced that the different components of The General
Theory are all pieces of the same jigsaw puzzle.

Disequilibrium à la Patinkin rather than à la Clower

It is beyond doubt that Clower’s views play an important role in Leijon-
hufvud’s reasoning. Nonetheless, his filiation to Patinkin should not be
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overlooked. What unites them is the central role they give to the adjust-
ment process and its slow character. This feature marks them apart, non
only from Clower but also from the other disequilibrium theoreticians,
who all hold end-state models.14

The real question is why, in the Keynesian unemployment state,
the forces tending to bring the system back to full employment
are so weak.

(Leijonhufvud 1969: 22, note 1)

The subject of his work [Keynes’s The General Theory] is not ‘unem-
ployment equilibrium’ but the nature of the macroeconomic
process of adjustment to a disequilibrating disturbance.

(Leijonhufvud 1968: 50)15

However, Leijonhufvud departs from Patinkin on one central point.
Patinkin claims that his Keynesian model belongs to the Walrasian
research programme, while, as noted, it hardly respects the Walrasian
trade technology. Leijonhufvud is more lucid in this respect. To him,
Keynesian theory must be anchored in Marshallian theory. Realising that
Walrasian theory and the auctioneer hypothesis are part and parcel, he
draws the right conclusion that, as soon as this hypothesis is adopted, no
room is left for those very features which Keynes wanted to demonstrate.
So, the one thing Leijonhufvud is sure of is that the auctioneer figure
must be disposed of in order to give Keynes’ insights any chance of being
vindicated:

To make the transition from Walras’ world to Keynes’s world, it is
thus sufficient to dispense with the assumed tâtonnement mechan-
ism. The removal of the auctioneer simply means that the genera-
tion of information needed to co-ordinate economic activities in a
large system where decision making is decentralized will take time
and will involve economic cost.

(Leijonhufvud 1967: 404)16

The claim of a reversal in adjustment speeds

Like Patinkin, Leijonhufvud believes that the assumption of wage rigidity
is unnecessary for the involuntary unemployment result. What must be
foregone is the instantaneous price-adjustment assumption, and it needs
to be replaced by the imperfectly flexible prices and wages assumption.
His original contribution is to have put this assumption in a broader
context, by stating that Keynes’ reversed Marshall’s ranking of the price
and output adjustment speeds.
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In the Keynesian macrosystem the Marshallian ranking of price-
and quantity-adjustment speeds is reversed: In the shortest period
flow quantities are freely variable, but one or more prices are
given, and the admissible range of variations for the rest of prices
is thereby limited. The ‘revolutionary’ element in the The General
Theory can perhaps not be stated in simpler terms.

(Leijonhufvud 1968: 52)

In Marshall, roughly speaking, prices are assumed to adjust ‘very
fast’ relative to the speed of output adjustments . . . In Keynes,
rates of output (and employment) are the first to ‘give’ when a
disturbance occurs, and prices (especially wages) lag behind.

(Leijonhufvud 1969: 29)17

This claim of a reversal in the ranking of speeds of adjustment has been
very popular. However, I am not inclined towards it. To begin with, I dis-
agree with Leijonhufvud’s statement that the ranking of speeds of adjust-
ment is a significant characterisation of Marshallian value theory. As a
result, the idea that Keynes reverted it loses its impact.

Is there a ranking of speeds of adjustment in Marshallian theory?

As stated above, the most consistent account of the time structure under-
pinning the Marshallian theory of value is to consider that trading takes
place within trade rounds that are separated by time intervals during
which no trade is occurring. Therefore Hicks’ ‘week’ device, where
trading takes place every Monday while the execution of contracts takes
place during the rest of the week, fits Marshall’s conception. Let me use it
as my frame of reference. Figure 11.1, freely drawn from Marshall’s Prin-
ciples (1920: 346, Figure 19), illustrates.

The formation of market-day equilibrium (the matching of market-day
supply and demand) is assumed to occur instantaneously. Consider for
the sake of simplicity the market for a perishable good and let the discus-
sion bear on short-period normal equilibrium. The latter, corresponding
to A, is supposedly existing at t0. Assume an increase in normal demand
(ND) occurring at t1 and prompting the representative firm to change its
variable capital while leaving its fixed capital unchanged. Assume, more-
over, a time-to-build element – say, that changing production requires a
two-week interval. That is, any decision to increase output made at t1 will
become effective only at t3. At t1 and t2 the market is in disequilibrium
(point B), with market-day equilibrium differing from normal equilib-
rium. In other words, at t1 and t2 the market supply (MS) is different from
what it should ideally be, i.e. q3. This is so at t1 because this is the trade
round where the change in normal demand occurs, and at t2 because of
the time-to-build factor. Nonetheless market-day supply and demand

R E C O N S T R U C T I N G  K E Y N E S I A N  E C O N O M I C S

128



match. The new normal equilibrium (C) arises at t3, when market-day
values and normal values coincide. The same reasoning can of course be
made for the case of a decrease in demand.

Does this standard characterisation of Marshallian theory exhibit any dif-
ference in speed of adjustment? A new market-day equilibrium price is estab-
lished every Monday, while it takes several weeks to finalise a change in
output. Hence it can be stated that prices adjust faster than output. However,
there is nothing profound in this assertion. Recall that a correct understand-
ing of Marshallian theory requires a strict distinction being drawn between
market and normal equilibrium and, concomitantly, between market supply
and demand and normal supply and demand. Leijonhufvud’s claim is that
the formation of the equilibrium price arises faster than that of the equilib-
rium output (one week versus three weeks). However, the snag is that this
formulation fails to specify whether he is referring to the market equilibrium
or to the short-run equilibrium. Once this point is clarified, the claim of a
difference in speed of adjustment turns out to be hollow.

Every Monday a market-day equilibrium arises. It consists of a price-
quantity mix. By definition, they are formed jointly. Hence they must have
the same speed of adjustment. As to the formation of the short-period
normal equilibrium, its implementation takes two weeks by assumption. It
occurs at t3, with prices having first moved to p1 at t1 and remaining there
at t2, to eventually arrive at p3, while output has remained constant at t1

and t2, moving to its equilibrium value at t3. So, in total two weeks were
required for both price and output to reach their new short period equi-
librium value. Again, there is no difference in speed of adjustment. The
formations of the short-period quantity and the short-period price arise
over the same time span.
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Thus, Leijonhufvud’s assertion makes sense only when the price adjust-
ment towards market equilibrium is confronted with the quantity adjust-
ment towards short-period equilibrium. It is true that the former is faster
than the latter, yet no fuss should be made about this feature. Whenever
the speeds of adjustment of prices and quantities are compared within the
context of a single adjustment process, either towards market equilibrium
or normal equilibrium, they are identical. In other words, Leijonhufvud’s
claim of a difference in speed of adjustment boils down to the proposition
that the short-term period is longer than the market-day period or, put
differently, that adjustment over time takes more time than point-in-time
adjustment!

Keynes’ alleged reversal in ranking

According to Leijonhufvud, the idea of a reversal in adjustment speeds –
that is, that quantities might move faster than prices – is the cornerstone
of Keynes’ message. Its validity is better assessed by studying the impact of
a decrease in normal demand. Figure 11.2 below illustrates.

Retaining the above assumptions, assume price flexibility (the upper
panel of Figure 11.2). The decrease in normal demand will generate a
move from the initial short-run normal equilibrium (A) prevailing at t0 to
the new normal equilibrium (C) at t3. In the meantime, however – that is,
at t1 and t2 – point B prevails. Here, we observe that a change in price has
already occured at t1 while for a change in quantities, one has to wait
until t3.18 This is the so-called Marshallian difference in speed of
adjustment.

What would its reversal be like? Assume a downwards rigid price, due to
the existence of a price-floor, p� (the lower panel of Figure 11.2). Assume,
moreover, that the equilibrium price and the price-floor happen to coin-
cide at t0 (p0 �p�) so that the floor is ineffective. Yet it will come into play
after the decrease in demand. The market outcome at t1 is now D rather
than B – that is, supply is rationed. Since the good is perishable, q0 – q�1 is
wasted. The same is true at t2. Taking the existence of the price floor in
account, the firm will decide to restrain its production to the quantity cor-
responding to D, a decision that will become effective only at t3. Since pro-
duction has now decreased, rationing has come to an end. Yet D is not a
normal equilibrium point, since it is off the normal supply curve
(although, I repeat, it is a market equilibrium). Can this situation be pin-
pointed as a reversal in adjustment speed? That is, do quantities adjust
faster than prices? Again, the answer is ‘yes, but in a trivial way’! True, a
change in quantity will start and finish before any change in price, yet this
is due only to the fact that no change in price has been allowed to occur.
Why resort to the reversal of the speed of adjustment argument if the
stumbling block is merely price rigidity?19

R E C O N S T R U C T I N G  K E Y N E S I A N  E C O N O M I C S

130



Figure 11.2 The impact of a decrease in demand in a price flexibility and
price rigidity context.
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The cause of involuntary unemployment: a false interest rate rather
than a false wage?

One of the main reasons for Leijonhufvud’s rejection of standard Keyne-
sian economics lies in the fact that it rests on the assumption that wages
are rigid.

The emphasis on the ‘rigidity’ of wages, which one finds in the
‘new economics’, reveals the judgement that wages did not fall
enough in the early thirties. Keynes, in contrast, judged that they
declined too much by far. It has been noted before that, to
Keynes, wage rigidity was a policy recommendation and not a
behavioural assumption.

(Leijonhufvud 1967: 229)

To Leijonhufvud, wage rigidity assumption is a betrayal of Keynes’
project – a view on which I agree in so far as Keynes’ intentions are con-
cerned. The problem of course lies in their implementation. We have
just seen that the reversal of the speed of adjustment argument cannot
do because it is just rigidity in disguise. Yet Leijonhufvud has another
iron in the fire. Faithfully to Keynes, he argues that involuntary unem-
ployment, although manifesting itself in the labour market, originates in
the financial sector, more precisely it is due to the existence of an
intertemporal failure, the inability of the rate of interest to coordinate
saving and investment. The false price governing the malfunctioning of
the system is the long-term interest rate.

The essence of Keynes’s diagnosis of depression is this: the actual
disequilibrium price vector initiating the contraction differs from
the appropriate, hypothetical equilibrium vector in one major
respect – the general level of long-term asset prices is lower than
warranted.

(Leijonhufvud 1968: 335)

Again, this brings Leijonhufvud close to Patinkin. The latter claimed
(1965: 340) that involuntary unemployment was compatible with the Wal-
rasian real wage, a claim which Barro and Grossman were to take up and
which will be examined in the next chapter. In the Marshallian context
adopted by Leijonhufvud, substantiating this claim amounts to demon-
strating that involuntary unemployment co-exists with the nominal wage
that equates the supply of, and the demand for, labour:

Although the most eye-catching symptom of maladjustment is that
of great excess supply in labour markets, money wages rates may very
well be ‘correct’, i.e. roughly equal to the money wages that the system
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would have at equilibrium. Once demand prices for augmentable
assets have moved to ‘too low’ a level, the pressure of excess
supply in the productive sectors of the economy will rapidly be
transferred back to the labour market over the whole front.
Although this has been allowed to occur, the burden of adjust-
ment should not be thrown on this market. Asset prices are
‘wrong’ and it is to asset markets that the cure should, if possible,
be applied.

(Leijonhufvud 1968: 336; my emphasis)

Unfortunately, Leijonhufvud simply asserts the possibility of a co-existence
beween involuntary unemployment and the equilibrium money wage (in
the sentence in italics) without giving any hint of a demonstration. Thus,
we have an assertion lacking any justification.

Concluding remarks

To Leijonhufvud, the central explanatory factor of involuntary unemploy-
ment is slow adjustment. Thus, we fall back on Patinkin! And unfortu-
nately, we reach the same conclusion. For all its outward appeal, the claim
that slow adjustment causes market rationing is not vindicated. As soon as
the trade round framework is adopted, the issue is sealed. Slow adjust-
ment may well explain why normal equilibrium is not attained at once yet
it cannot explain market rationing. Any argumentation as to a reversal in
speeds of adjustment hardly improves on this state of affairs.
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12

THE SECOND GENERATION

Barro and Grossman, Drèze, Benassy and
Malinvaud

The Barro-Grossman model

Barro and Grossman’s aim in their 1971 paper and 1976 book was to syn-
thesise and generalise Patinkin’s and Clower’s models.1 To work out this
synthesis, they had to do violence to both Patinkin and Clower. They
abandoned Patinkin’s governing-idea, that involuntary unemployment
could only exist during the process of price formation, to replace it by an
end-state analysis of the existence of equilibrium. Fixed prices were thus
substituted to slowly adjusting prices. Clower for his part attributed the
sub-optimal end-result of his model to a signalling defect occurring in a
context of perfectly flexible prices. This claim also vanished from their
synthesis.

Barro and Grossman reason in terms of a simplified general equilib-
rium model, comprising only three goods: labour, a commodity and a
non-produced good (which they inappropriately call money). Prices are
formed under the aegis of the auctioneer. It is assumed, however, that the
Walrasian equilibrium price vector does not come through. This depar-
ture of the effective price vector from Walrasian equilibrium prices can be
rationalised as a blocking of the tâtonnement process. It is as if nothing
could occur after the auctioneer had cried out a first price vector, result-
ing in prices being stuck at this initial vector. Most plausibly, it will be a
‘false price’ vector.

The gist of their model is the generalisation of the spill-over effects
already present in Clower’s and Patinkin’s models. They propose a typol-
ogy of the possible configurations of the economy according to the
characteristics of the false price vector, i.e. the direction and size of its
departure from the equilibrium vector. No less than nine configurations
are sorted out in Barro and Grossman’s book (compared to three in the
article). The most outstanding of them is ‘Keynesian unemployment’.
Arising as the result of combining Clower’s and Patinkin’s insights, it
exhibits excess supply in both the labour and the goods markets. I will
return to it in my discussion of Malinvaud.
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Drèze

The aim of Drèze’s paper (1975) is to show that an economy in which
prices are rigid still possesses an equilibrium solution, making agents’
optimising plans compatible. While Drèze leaves the issue of the under-
lying institutional set-up untouched, most commentators (e.g. Donzelli
1989; Picard 1993; d’Autume 1985; Grandmont 1977; Guerrien 1989)
have nonetheless interpreted his model as requiring the auctioneer
assumption.

The economy studied by Drèze is a Walrasian exchange economy
where the price vector is blocked. Every agent is supposed to know these
prices. The difference from the standard Walrasian case is that a quan-
tity tâtonnement leading to a fix-price equilibrium substitutes for the
usual price tâtonnement. The auctioneer sends agents individual quan-
tity signals – that is, a limit to the quantities they can sell or buy. Every
agent must express his or her trading offers taking this new constraint
into account. Whenever the auctioneer observes a non-zero excess
demand, he or she changes the quantity constraint. Equilibrium – that
is, an array of trades making agents’ plans compatible – is obtained when
the excess demand for every good is zero. Any fixed point of this tâton-
nement in quantity is an equilibrium in Drèze’s sense. It satisfies three
conditions: net trades maximise utility under quantity constraints; they
are mutually compatible; supply and demand for a given good are not
simultaneously rationed. This result can be considered a non-Walrasian
equilibrium – it is an equilibrium in that it makes agents’ plans compati-
ble, it is non-Walrasian in that it differs from the equilibrium price and
net trade vector that would have occurred had the price system been
working.2

Benassy

Benassy’s distinctive feature with respect to the other disequilibrium
authors is to have taken Clower’s dual-decision hypothesis seriously. It
constitutes the leitmotiv of Benassy’s model while, to all intents and pur-
poses, it is put aside by most other authors. Benassy also claims a stronger
departure from Walrasian theory. The institutional set-up he evokes is
poles apart from the Walrasian trade technology. The economy is mone-
tary, and composed of independently organised and decentralised
markets. No auctioneer is present, so that agents set prices. While the
economy gropes towards its equilibrium position, this is the result of
agents’ ability to perceive market signals and to adjust accordingly. Thus,
the comment made in the previous chapter about Leijonhufvud – that he
identified the Walrasian trade technology as constituting the main stum-
bling-block to involuntary unemployment, applies to Benassy as well.3
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The originality of Benassy’s institutional set-up rests on two elements.
First, he takes up Clower’s concept of effective demand:

Following Clower and Leijonhufvud, we shall call effective
demand for good h the exchange the agent wishes to realize on
market h to maximize his utility, taking into account the
exchanges he perceives as feasible on the other markets (while
the neoclassical demand function implicitly assumes that the indi-
vidual can realize whatever exchange he wants on the other
markets).

(Benassy 1975: 507–508)4

The gist of this definition is an asymmetry in agents’ perception as to the
existence of a quantity constraint on their exchanges. It is asserted that
they perceive a quantity constraint for every good in the economy except
for the good being currently traded.

Second, Benassy strives at explaining the functioning of markets
without resorting to the auctioneer hypothesis. His model depicts a
process where agents learn from and react to market signals, which in
turn permits the economy to arrive gradually at its equilibrium point.
According to several commentators, e.g. Picard (1993), this feature makes
his model appealing, since it amounts to taking a very decentralised
system as its object of analysis.

In order to display the underlying working of markets, and following
Benassy’s lead, I start by focusing my attention on a particular goods
market while making the assumption that the labour market has ended up
earlier with market non-clearing. The scenario is thus sequential. House-
holds first sell their labour service. The income obtained is spent on pur-
chasing goods in a second stage. In spite of their being rationed in the
labour market, it is assumed that households enter the goods market
without envisaging the possibility of their being rationed therein as well.
Clearly, we fall back on the first reconstruction of Clower’s model, and its
dual-decision hypothesis. However, Benassy makes the further step of dis-
pensing with the auctioneer. Not surprisingly, the level of information
supposedly held by agents as well as their calculation ability must be
stronger than in the Walrasian model.

The analysis bears on a given trade round and pertains to a particular
good. It is assumed that the participants in the market are well identified.
It is also assumed that they are connected within a single communication
network. Each in turn, agents express their effective demand. Thereby
trading offers become common knowledge. Moreover, it is supposed that
every agent is able to calculate the effective market excess demand by
adding up individual effective excess demands. Agents know that indi-
vidual plans are incompatible as long as the effective market excess
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demand is different from zero. It is furthermore assumed that they have
agreed on some non-manipulable rationing scheme. Every agent then
revises his or her effective demand, according to the size of the market
excess demand and the rationing scheme. The equilibrium of the market
arises as soon as it is no longer necessary to modify the market excess
demand, trade remaining suspended until then. Picard’s following quota-
tion summarises:

Effective demands are expressed independently on each market
and they do not depend on the rationing constraint perceived on
that market. They only depend on the constraints perceived on
the other markets. Effective demands may be incompatible and
therefore are different from the ex post trades. The incompatibility
of effective demands makes agents perceive quantity constraints
that limit the possible exchanges and these perceived constraints
allow to define new effective demands. A Benassy equilibrium
(hereafter a K-equilibrium) is reached when these new effective
demands coincide with the previous ones. It is a fixed point of the
compound mapping: effective demands → perceived constraints
→ effective demands.

(Picard 1993: 21)

The end-result of this adjustment process is a non-Walrasian equilibrium,
as in Drèze’s model.5

Malinvaud

In their 1971 article, Barro and Grossman introduced the categories of
classical unemployment, Keynesian unemployment and repressed infla-
tion, as in passing. Malinvaud’s contribution is to have delved into their
respective characteristics. Their combination, he showed, was neatly cap-
tured in the following two-entry table (Table 12.1).

The Keynesian unemployment result must be music to Keynesian econ-
omists’ ears. It gives an interdependency explanation of involuntary
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Excess supply Keynesian Classical 
Labour market unemployment unemployment

Excess demand — Repressed inflation



unemployment. It abides by the reservation wage definition of involuntary
unemployment. It also supports the Keynesian policy of exogenous
demand stimulation. Moreover, as in Patinkin, involuntary unemployment
co-exists with the Walrasian real wage. Thereby the objection that involun-
tary unemployment results from too high wages, is rebutted.

According to Malinvaud, the Keynesian revolution is characterised as
‘a shift of emphasis from one type of short-run equilibrium [classical
unemployment] to another type [Keynesian unemployment] as providing
the appropriate theory for actual unemployment situations’ (1977: 29).
He also claims that this contrast has an immediate practical bearing.
‘Keynesian unemployment, he claims, is much more frequent than clas-
sical unemployment. Casual observation shows this to be a fact’ (1977:
77). On the other hand, the policy to be undertaken is radically different
depending on whether the unemployment is of the classical or of the
Keynesian type.

To cure Keynesian unemployment, one should lower prices or
raise wages. To cure classical unemployment, one should do pre-
cisely the reverse. This explains why debates on economic policy
were so heated in the thirties, when most economists were more
or less consciously thinking in classical terms, whereas a few
others were already ‘Keynesians’ without knowing it.

(Malinvaud 1977: 66)

Finally, the contrast drawn between the two concepts allows for the estab-
lishment of some truce between the Keynesian and the classical points of
views. It is not denied that, under specific circumstances, the classics are
right in their diagnosis. The classical remedy of a decrease in wages is
counter-indicated only if unemployment is not of the classical type.

An assessment

While the works reviewed in the previous chapter look like blueprints for
a theory, those examined here consist of fully-fledged formalised models.
Therefore they mark an undeniable progress. But the point is to see
whether they have fulfilled the programme set forth by the pioneering
authors.

The incongruity of the rigidity assumption within the Walrasian
institutional set-up

Barro and Grossman must be credited for having generalised Patinkin’s
and Clower’s models. The two separate spill-over effects that were present
in them are now brought together. As a result, a general equilibrium
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framework is arrived at. However, at this juncture the Achilles heel of the
whole enterprise surfaces, i.e. the incongruity of trying to conciliate the
assumption of rigidity and the auctioneer hypothesis, the institutional set-
up intrinsic to the Walrasian research programme.6

This is Lucas’ very criticism in his book Models of Business Cycles (1987).
Why resort to the theoretical artefact of the auctioneer, he claims, if it is only
to arbitrarily prevent them from doing the job for which he was created?

It is common, particularly in macroeconomic discussions, to sum-
marize the inadequacies of models based on the Walrasian sce-
nario by saying that they ‘assume cleared markets’ and, of course,
they do. But this way of stating the problem has had the unfortu-
nate consequence of suggesting to many that better models,
models without these inadequacies, can be obtained simply by
dropping the assumption of market clearing while retaining all
other aspects of the Walras auction scenario. In these ‘fix-price’
models, agents continue to submit sell orders for their labour ser-
vices to the impersonal market just as they do in an equilibrium
model. Terms like employer, employee, quits and fires continue
to have no counterpart in the theory. The only difference is that
the auction terminates, and trading occurs, at some price vector
other than the ones that clears the market. The theory, so modi-
fied, loses whatever ability it had to account for wage and employ-
ment determination in terms of preference and technology . . .
The fix-price model cannot help us get past the limits of the Wal-
rasian scenario, on which the equilibriums model rest because it,
too, accepts the Walrasian abstraction from any kind of continu-
ing relationship between buyers and sellers, or between firms and
employees. What we mean, in ordinary usage, by ‘unemployment’
is exactly disruptions in, or difficulties in forming, employer-
employees relationships. Simply hamstringing the auctioneer in a
Walrasian framework that assigns no role at all to such a relation-
ship is not going to give us the understanding we want. If we are
serious about obtaining a theory of unemployment, we want a
theory about unemployed people, not unemployed ‘hours of
labour service’; about people who look for jobs, hold them, lose
them, people with all the attending feelings that go along with
these events. Walras’s powerfully simple scenario, at least with the
most obvious choice of ‘commodity space’ cannot give us this,
with cleared markets or without them.

(Lucas 1987: 52–53)

Lucas’ criticism is clever. It amounts to disarming the disequilibrium
theorists, who are all pledging allegiance to the Walrasian approach, by
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lecturing them on its limitations and indicting them for not taking these
into account. This approach, Lucas insists, is unable to conceptualise
notions such as an employment relationship, a job or unemployment,
owing to the fact that it rests on the tâtonnement trade technology. If it
has no room for unemployment, a fortiori there is none for involuntary
unemployment.7

A related criticism bears on the notion of voluntary exchange. All dise-
quilibrium authors have argued that short-side trading takes place as soon
as market rationing exists.8 Such a result is usually rationalised by recur-
ring to the principle of voluntary exchange. In Barro and Grossman’s
terms:

Voluntary exchange is synonymous with the institution of free
markets. Voluntary exchange means that no transactor can be
forced to buy more than he demands or sell more than he sup-
plies. Thus voluntary exchange suggests that actual total transac-
tions of any good will equal the smaller of the quantities supplied
and demanded.

(Barro and Grossman 1976: 39–40)

To these authors – prior to their recanting their earlier view – the case of
somebody working more than planned was unacceptable because it con-
tradicted the voluntarity principle, whereas the converse case of somebody
selling (buying) less than his supply (demand) raised no objection.
Graphically, in reference to a standard labour market graph, trading off
the supply curve on its left is accepted yet trading off the supply curve on
its right is excluded.

This account is wanting because it runs counter to the democratic char-
acter of the tâtonnement process. At stake is the question of the agents’
right to optimal trading. Any agent facing the possibility of being rationed
should express an ‘optimal trading or nothing’ stance: either an optimal
outcome is arrived at, in which case he or she will sign up for the closure
of tâtonnement or, if not, he or she will refuse to sign up, thereby imped-
ing the start of trading.9

Upon reflection, it thus appears that a notion such as short-side trading
has been accepted too swiftly. Contrary to what disequilibrium authors
assume, any trading off the curve, be it on its left or on its right, must be
excluded. Patinkin’s assertion, that we should ‘free ourselves of the
mental habit – long ingrained by the methods of static analysis – of seeing
only points on the demand or supply curve’ (1965: 323) has no founda-
tion, at least in a Walrasian perspective. Implications are devastating since
any market rationing result becomes inconceivable.
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The underlying methodological debate: Malinvaud against Lucas

From the beginning, the driving force of disequilibrium theorists has been
their firm belief that involuntary unemployment was a recurrent real-
world phenomenon. As it was lacking in Walrasian general equilibrium
theory, their preferred type of economic theory, their programme was
straightforward: to make this fact-of-life enter Walrasian theory.10

Yet, is such a programme valid when due account is taken of the
methodological principles upon which Walrasian theory is based? To
address this issue, let me narrow the discussion to a confrontation
between Malinvaud, the disequilibrium theoretician most alert to
methodological issues, and Lucas, heralded as the ‘the master of method-
ology’ by Prescott (Snowdon and Vane 1999: 264). Let me start with Mal-
invaud’s viewpoint as expressed in his Mass Unemployment book (1984),
where he takes on the new classical approach.

First of all, Malinvaud adopts the view that I have criticised in Chapter
4, that slow adjustment is the cause of market rationing. After depicting
how the law of supply and demand operates in the determination of tem-
porary equilibrium, according to new classicists, he states that

It is clear that the labour market does not operate in this way.
Wages are not flexible in the short term in the way assumed by
this form of the law of supply and demand. They are not com-
pletely insensitive to pressure on the labour market, but they
adjust much less than would be required for permanent market
clearing.

(Malinvaud 1984: 18–19)

He does not deny that the law of supply and demand is at work in the
labour market. Rather, he believes that it cannot exert its full effects in the
short period:

To conclude, let me say that the law of supply and demand is not
completely inactive in the labour market, but that its influence is
slow and, therefore, quite limited in the short term. Large quan-
tity adjustments then have to occur: hours of work are changed,
recruitments are accelerated or stopped, or lay-offs of greater or
lesser members of workers decided upon.

(Malinvaud 1984: 20)

While admitting that a good explanation of wage rigidity is still unavail-
able, Malinvaud (writing in 1984) nonetheless believes that it should be
integrated in theoretical models at once, since it is a compelling observ-
able phenomenon:
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Economics is therefore not at fault in considering the con-
sequences of wage rigidity if this rigidity has been proved to exist.
Of course, explanations of it are (or would be) useful for sub-
sequent scientific progress, but even if they are (or were) lacking,
it would still be wrong to overlook the observed facts.

(Malinvaud 1984: 21)

The basic discord between Malinvaud and Lucas relates to the epis-
temological status of equilibrium in Walrasian theory. Malinvaud takes the
common-sense stance that equilibrium and disequilibrium are features of
reality. Hence, to him, investigating whether a given market (or economy)
is in equilibrium is a sensible task to pursue. Evidently, more often than
not, the result of such an inquiry will be negative. Malinvaud furthermore
thinks that Lucas agrees with him on this way of putting the issue. Accord-
ing to Malinvaud, the difference between them is that Lucas defends a dif-
ferent factual result by claiming that real-world markets always feature
equilibrium, a claim that to him is definitely non-verified.

The point, however, is whether Lucas is actually taking such a stance.
Look at what he stated in an interview with Snowdon and Vane:

I think general discussions, especially by non-economists, of
whether the system is in equilibrium or not are almost entirely
nonsense. You can’t look out of this window and ask whether
New Orleans is in equilibrium. What does that mean? Equilib-
rium is a property of the way we look at things, not a property of
reality.

(Snowdon and Vane 1998: 127)11

Lucas’ assertion amounts to radically shifting the terrain of discussion. If
equilibrium is not a feature of reality but a property of the way we look at
it, Malinvaud’s indictment is circumvented. Lucas’ statement amounts to
taking an agnostic stance about whether markets effectively clear in reality
– either this point simply cannot be assessed (my own viewpoint, as
defended in Chapter 4) or market non-clearing, although an effective
reality, can be overlooked when it comes to constructing a theory such as
Walrasian general equilibrium theory. In other words, market clearing is
adopted as a matter of postulate. The validity of such a methodological
stance hinges on how ‘productive’ models based on it are. If this is true,
Malinvaud’s insisting on the lack of existence of market clearing is hardly
biting.12

The present discussion must be related to the distinction between the
centralised and the decentralised market assumption make in Chapter 4.
Malinvaud’s claim amounts to stating that the labour market is a decen-
tralised market. Therefore, it comes as no surprise that it features queues
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and slow adjustment. However, for better or worse, Walrasian theory is
based on the opposite assumption, the centralised market assumption.
Market clearing and instantaneous adjustment arise as corollaries. Does it
make sense to try to introduce the very features that qualifies a market as
decentralised into the centralised market hypothesis? I do not believe so. I
rather think that disequilibrium theorists are attempting to squeeze a
circle by wanting to make a real-world phenomenon acceptable within the
Walrasian approach without recognising the incongruity of such an
attempt. The reason why Lucas got the upper hand over Malinvaud and
the other disequilibrium economists is simply that he had the easier task
of sticking to the logic of the Walrasian system.

An assessment of Benassy

I have just argued that trying to introduce the categories of rigidity and
unemployment in the Walrasian framework is a dead end. The immediate
conclusion that comes to mind is that what is needed is to remove the
Walrasian trade technology. As seen, this is the route Clower and Leijon-
hufvud decided to take, with a twofold departure from earlier thinking – a
shift from the Walrasian to the Marshallian approach, on the one hand,
and from the study of the logical existence of equilibrium to that of the
equilibration, on the other. Benassy’s aim was to follow suit, yet in a less
radical way.13 While he must be praised for his attempt, his analysis testi-
fies to the difficulty of the enterprise.

In my above account of Benassy’s theory, I have limited myself to pre-
senting his effective demand theory with respect to a single market, that is,
in a partial equilibrium context. As long as this is the case, no objection is
to be levelled against his adoption of Clower’s dual-decision hypothesis.
Moreover, Benassy improves upon it by conceiving a process of formation
of equilibrium without auctioneer. However, in Benassy’s mind, the single
market analysis is just a pedagogical preliminary to his main objective of
constructing a general equilibrium model. And here comes the twist: the
sequentialism assumption is swept under the rug, it now being assumed
that trading over all goods takes place concomitantly. In his 1982 book
Benassy admits that the underlying rationale for dropping the sequential-
ist approach is tractability:

In Part I we studied the microeconomic theory of individual
agents and markets . . . On this basis, it would be possible in prin-
ciple to construct dynamic models of the whole economy by
having the set of agents interacting in this way in a sequence of
markets. However, the model obtained would be fairly cumber-
some, as one would have to specify such things as the order in
which agents visit markets, or short-run expectations formation,
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and our knowledge of such factors is not strong enough for the
results to be at all robust.

(Benassy 1982: 61)

Benassy does not seem to be aware of the implications of this passage to
general equilibrium. In particular he fails to realise that his earlier institu-
tional set-up becomes contrived and, ultimately, unnecessary. While his
conception of effective demand with its underlying idea of asymmetry in
perception makes sense in a sequential framework, it ceases to do so in a
system where trading takes place simultaneously. In the sequential scheme
it is easy to understand why agents perceive the existence of rationing in
those markets which closed earlier – it is simply that rationing is an objec-
tive fact. This is no longer true in the general equilibrium framework.
Here, there is no reason to assume an asymmetry in perception any
longer. Instead, it must be assumed that, if agents perceive the possibility
of rationing, this must be the case for every market, including the market
for the good under trade. As a result, the effective demand definition
ought to be understood as meaning that agents, although perceiving a
quantity constraint for the good under trade, nonetheless deliberately
neglect it and express a trade offer in violation of it. I can see no rationale
for such a behaviour, except Benassy’s will to remain faithful to Clower’s
insight and to stick to the effective demand concept developed in his
partial equilibrium analysis.

The end result is frustrating since it turns out that the very features,
which made Benassy’s partial equilibrium analysis original, became con-
trived and at bottom unnecessary when it comes to a general equilibrium
analysis. As stated by Donzelli:

The equilibrium rationed net trades, indirectly generated by the
equilibrium trade offers through the rationing mechanism, are
exactly the same as the equilibrium trades that the agents would
be able to determine directly, if only they were allowed to maximize
their preferences subject to all the quantity constraints they are
supposed to perceive in equilibrium. In other words, under the
above assumptions, the equilibrium trades obtained in an indirect
manner by following the entangled procedure suggested by
Benassy would precisely be the same equilibrium trades as would
be obtained in a direct manner by following Drèze’s procedure.

(Donzelli 1989: 296; his emphasis)

From individual disequilibrium to individual equilibrium

To Keynes, involuntary unemployment was a case of individual disequilib-
rium, i.e. the inability of a given agent to realise his optimising plan.
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Whenever involuntary unemployment, so understood, exists at the level of
a given individual, interactive disequilibrium – an incompatibility across
agents’ plans – is present at the level of the economy as a whole. An opti-
mising plan must always be defined with respect to a budget constraint. In
the canonical model, it comprises two elements that are considered as
given by the agent, his endowments, on the one hand, and prices, on the
other. However, things are different in the models studied here since the
standard budget constraint is modified with the inclusion of an element
that was absent earlier, namely a bound on sales or purchases.

A taxonomic problem ensues. Involuntary unemployment is present in
Drèze’s and Benassy’s model in so far as the standard, unmodified budget
constraint remains the reference. In contrast, whenever the existence of a
rationing scheme is taken into account, agents must be viewed as having
realised their optimising plans in so far as these are defined with respect to
the modified budget constraint. But in this case the individual disequilib-
rium idea (and hence the involuntary unemployment idea) vanishes! The
diagnosis made about the result of the model turns out to hinge on a defi-
nitional choice, a pure matter of convention, which is rather embarrassing.

Be this as it may, it is clear that Drèze’s and Benassy’s models belong to
an equilibrium perspective. The aim of these authors differs from that of
the initiators of the approach. It consists of bringing to the fore the logical
possibility of equilibrium, a state of mutual compatibility of plans, as well
as its effective existence, the result of a tâtonnement over quantities, in
spite of the existence of rigidity. In contrast, the early authors wanted to
show that rigidity led to disequilibrium. It is as if Drèze and Benassy set it
as their objective to salvage the notion of equilibrium in the presence of
such a strong impediment to it as price rigidity. The role assigned to the
rationing schemes is then to reconcile price rigidity and optimising
behaviour. The shift in label from disequilibrium theory towards a theory
of non-Walrasian equilibria rightly expresses this change in objective.14

Concluding remarks

A first result of my examination of the disequilibrium approach is that it
should be de-homogenised. While the different authors have engaged in
much cross-quotations and often presented their views as being unified,
my investigation has shown that the differences between them are signific-
ant. Some authors defend the view that involuntary unemployment can
exist only during the adjustment process. This is true with regard to
Patinkin and Leijonhufvud (joined later by Clower). Yet it can hardly be
claimed that these authors are therefore fully on the same wave-length,
since Patinkin reasons against a Walrasian background while Clower and
Leijonhufvud embed their claim in a Marshallian framework. The other
authors have taken end-states of the economy as their exclusive object.
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How have these contributions fared with respect to the aim of attempts
at introducing involuntary unemployment into economic theory? The
answer is mitigated. Restricting myself to the second-generation authors,
they have succeeded in producing an involuntary unemployment result
that fits Keynes’ project. In particular, they have dispensed with the earlier
view that too high a wage (in their case a numéraire wage, i.e. at bottom a
real wage) is responsible for involuntary unemployment. Involuntary
unemployment can co-exist with the Walrasian wage rate. Increasing the
latter may even be the remedy. However, its cause is still an exogenous
rigid price vector (i.e. other components of the price vector are false).
Moreover – and now more than before – this assumption looks contrived
as it comes on a collision course with the institutional set-up proper to the
Walrasian approach. But it was probably necessary to try seriously to integ-
rate involuntary unemployment within a neo-Walrasian model to make it
plain that involuntary unemployment and the Walrasian research pro-
gramme are indeed incompatible bedfellows.
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Part V

THE ANTI-KEYNESIAN
OFFENSIVE



13

FRIEDMAN

My aim in this chapter is to study Friedman’s role in the dismissal of Key-
nesian theory, and in particular of the involuntary unemployment
concept.1 His two most interesting writings in this respect are his 1967
Presidential Address to the American Economic Association (Friedman
1968), and A Theoretical Framework for Monetary Analysis (1974a, 1974b).

Although on scrutiny Friedman’s Address turns out to be a muddy text
The well-functioning of a tâtonnement economy implies that agents react
to the auctioneer’s questionnaire on the assumption that no rationing will
eventually exist. In other words, the right way to avoid rationing is to have
agents expressing their standard budget constraints. Moreover, the
assumption that agents might be able to observe a mismatch between
supply and demand is odd in a Walrasian universe because agents are sup-
posed to have no knowledge at all of market supply and demand func-
tions.

(De Vroey 2001b), it exerted a tremendous influence, paving the way
for the eventual demise of Keynesian macroeconomics.2 Its purpose was to
attack the view that the downwards-sloping character of the Phillips curve
allowed for using monetary policy in order to decrease unemployment at
the expense of some increase in inflation. It was also an attempt to defend
the classical sub-model of the IS-LM model. Contrary to subsequent new
classical economists, Friedman raised no objections of principle against the
IS-LM model – at the least, he was ready to discuss his views within its
framework.3 However, he considered that only its classical regime was valid,
rejecting the Keynesian regime on the grounds of its ad hoc wage rigidity
assumption. The hallmark of the classical regime was that monetary expan-
sion exerted only nominal effects. The problem confronting Friedman was
that the real world seemed to be on the side of Keynesians since casual
observation suggested that monetary expansion led to real effects, what in
turn suggested that the economy was in a state of underemployment
beforehand. The task that Friedman then set himself was to reassess the
validity of the classical version of the IS-LM model against contrary evid-
ence. To this end, he needed to re-introduce the short-long period divide,

149



which the IS-LM tradition had thrown overboard by concentrating the
attention exclusively on the short period. Against this background, he
argued that, while money expansion had indeed real effects, these were
temporary, reversible and due to a surprise or misperception effect.

As to Friedman’s A Theoretical Framework for Monetary Analysis (1974a,
1974b), its aim was to address the request of his critics and commentators
that he should make explicit the broader theoretical framework under-
lying his quantity theory of money. However, as an aside, he used this
opportunity for confronting his views with those of Keynes.4

I will start by discussing Friedman’s misperception on expectations –
augmented Phillips Curve model presented in his Presidential Address.
Next, I will reflect on his criticism of the Keynesian approach. Friedman
was not radically opposed to the Keynesian methodology because to him
Keynes had the great merit of being a Marshallian (as opposed to a Wal-
rasian) economist. Instead of launching an all-out attack against Keyne-
sian theory, he chose to co-opt Keynesian tools – the Phillips Curve, the
IS-LM model – while transforming them into weapons against Keynesian
policy prescriptions. Similarly, Friedman did not frontally attack the invol-
untary unemployment concept, apparently preferring to ignore it, thereby
implicitly demonstrating its lack of relevance. I will also show that Fried-
man’s framework permits a subversive alternative interpretation of some
of Keynes’ key propositions. In a third stage, I will assess whether Fried-
man’s expectations-augmented Phillips Curve model succeeds in demon-
strating policy inefficiency and will show that it does not. Finally, I will
ponder upon Friedman’s ‘Marshallianism’. In particular, I will claim that
his views mark a return to the Marshallian conception of equilibrium,
from which IS-LM models had departed.

Friedman’s misperception model

The gist of Friedman’s claim is that non-neutrality follows from workers’
misperception.

Because selling prices of products typically respond to an unantici-
pated rise in nominal demand faster than prices of factors of pro-
duction, real wages received have gone down – though real wages
anticipated by employees went up, since the employees implicitly
evaluated the wages offered at the earlier price level. Indeed, the
simultaneous fall ex post in real wages to employers and rise ex ante in
real wages to employees is what enabled employment to increase.

(Friedman 1968: 10)

Friedman’s analysis starts from a state of equilibrium where the natural
rate prevails. He assumes that the government nonetheless wishes to
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increase employment and therefore orders the central bank to engage in
monetary expansion. Were agents without money illusion, the govern-
ment’s attempt would fail because agents would not respond to such a
purely monetary shock. However, Friedman needs them to react positively
for the sake of getting a theoretical result supporting the empirical obser-
vation of a downwards-sloping Phillips Curve. To this effect, he introduces
two assumptions. First, monetary expansion must spill over differently in
the goods and labour markets, so that nominal wages increase by less than
average prices. Second, firms’ and workers’ expectations are asymmetrical.
While workers hold adaptive expectations about the goods prices, firms
have perfect foresight. Under these conditions monetary expansion
results in workers and firms agreeing to trade a higher quantity of labour
for a higher nominal wage. At the end of the trade round, a trade-off
between inflation and unemployment surfaces, confirming a downwards-
sloping Phillips Curve. However, as Friedman warns us, this is only half of
the story:

But this situation is temporary: let the higher rate of growth of
aggregate nominal demand and of prices continue, and percep-
tions will adjust to reality. When they do, the initial effect will dis-
appear, and then even be reversed for a time as workers and
employers find themselves locked into inappropriate contracts.
Ultimately, employment will be back at the level that prevailed
before the assumed unanticipated acceleration in aggregate
nominal demand.

(Friedman 1977: 14)

When goods markets come to a close, workers realise that their expecta-
tions about their real wage were wrong. Were the monetary expansion a
one-shot move, the labour market would quickly return to its normal equi-
librium. To keep the higher level of employment, monetary expansion
must continue at an increased rate. The lesson is clear: a departure from
the natural rate is possible only if inflation is unexpected. Moreover,
maintaining it requires an unsustainable permanent acceleration of the
inflation rate. In other words, the labour market cannot permanently
depart from the natural rate of unemployment.

Friedman’s argumentation in his 1968 article is rather cryptic and
he later gave a more explicit account in his price theory textbook (1976a:
221 ff.). It comprises a graph depicting the labour market and is taken up
below as Figure 13.1.

Whenever inflation is absent, everything is assumed to proceed
smoothly. The natural rate of employment (E0) prevails.5 Consider now
the first trading round at which the impact of monetary expansion
becomes effective in the labour market. At this juncture, the goods market
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has not yet opened. Expectations about its future price now become
crucial. Friedman’s account of what is going on in workers’ minds is as
follows:

To them [the workers], the real wage that matters is their
nominal wage divided by a price index of the goods and service
they buy. As yet they have no reason to suppose a change in the
price level, hence they have no reason to change their supply
function. It will remain the solid supply curve on Figure 12.6
[Figure 13.1 above], if we interpret P* as the price level perceived
or anticipated by workers. To them, it will appear as if the demand
for labour had shifted to the right, to the dashed demand curve.
At each nominal wage rate (also real wage as perceived by them),
employers are seeking to hire more workers.

(Friedman 1976a: 224; his emphasis)

Workers falsely conjecture that the market demand for labour has
autonomously increased with respect to the previous trading round. Yet,
they view no reason to change their supply schedule, the result of their
lack of anticipation of a rise in the goods price. On the basis of this
twofold conjecture, they mentally construe the new market equilibrium
position (point Aw), at the intersection of the new perceived demand
curve and the unchanged supply curve.

Turning to firms, Friedman notes that:
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Employers faced with an increased nominal demand for their
products will count on being able to get a higher price or the
equivalent. The same nominal wage means a lower real wage in
terms of that higher price of his product. For employers as whole,
it will appear as if the supply curve had shifted to the right to the
dashed supply curve.

(Friedman 1976a: 224)

Firms are endowed with the same capacity to reconstruct market sched-
ules as workers. They realise two facts, that each firm’s demand for labour
function remains unchanged and that the market supply of labour, as
based on the real wage, shifts to the right. This is a correct assessment
since workers’ misperception is tantamount in its effects to a change in
their preferences. Hence firms are ready to go down their demand curve
to the point Ae , where the unchanged demand for labour curve intersects
with the shifted supply curve.

Having these conjectures in mind, workers and firms come to the
market with an exchange proposal that happens to involve the same
increased amount of labour traded (EF) and the same nominal wage, WE

(WE �W0). Exchange on this basis is possible and will take place.
I find Friedman’s graphical account of working of the labour market

wanting on two points. First, it does not show the nominal wage (WE) that
allows the matching of supply and demand. Second, it blurs two results
that should be kept separate because of their sequential occurrences, the
market-day equilibrium result (EF,WE) and the determination of the real
wage (WE/p). Actually, the latter arises only later, when the goods markets
come to a close. In other words, his graph collides the result of two
markets (the labour market and the goods market) instead of depicting
the labour market result alone.6

Beyond doubt, Friedman’s model fits the Marshallian perspective. Its
only difference with the Marshallian canonical model lies in the fact that
it grafts the misperception insight onto it. Friedman’s natural rate of
employment is nothing more than the quantity component of Marshallian
normal equilibrium. The result described in Figure 13.1 can be viewed as
a standard case of Marshallian disequilibrium, featuring a deviation of the
market-day equilibrium values (EF,WE) from their normal equilibrium
values (E0,W0). The existence of market clearing needs to be underlined –
the market-day quantity of labour supplied and demanded are equal and
amount to 0–EF . Every agent realises his optimising plan.7
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A natural rate of unemployment or a natural rate of
employment?

As stated, Friedman’s Presidential Address exerted a tremendous influ-
ence. In particular, it introduced the notion of the natural rate of unem-
ployment that was to play a key role in further theoretical developments.
The irony, however, is that strictly speaking there is no room for this
notion in Friedman’s model.

The conundrum surfaces when reflecting on the standard way in which
the natural rate of unemployment is defined. Friedman’s definition is as
follows:

My definition of the natural rate of unemployment is that rate at
which demand and supply are equal so there is no excess supply
or demand and in which people’s expectations are satisfied.

(Snowdon and Vane 1999: 130)8

The genuine problem I have with this definitional stance is that if supply
and demand are equal, no rationing, and hence no unemployment, are
present. How can market rationing and zero excess demand co-exist?
Friedman’s graph confirms this. Nothing in it points to the existence of
unemployment, be it involuntary or frictional unemployment.

It will be objected that the natural rate of unemployment is under-
pinned by frictional or search unemployment. I have already claimed, in
Chapter 4, that these categories have no room in the Marshallian value
analysis.9 The same is true for what concerns Friedman’s model. As stated
by Hahn, ‘Traditional search theory finds no formal representation of the
economy in macro theories of the natural rate. It is referred to, or better
appealed to, but it is not connected with the theory proposed’ (1995:
52).10

Again, we witness here a blurring of the descriptive and the theoretical
levels. Santamero and Seater are evidently right when writing that
‘because of market frictions and structural changes, unemployment always
is positive’. Yet, such a statement does not fit the theoretical universe of
Friedman’s model.11 Therefore, the passages about unemployment in
Friedman’s article – for example, he refers to the ‘unemployed who now
take jobs at the former nominal wage’ (1968: 10) – should be considered
as inappropriate meta-theoretical commentaries rather than as belonging
to the model contained in his article. Since the model should prevail over
the narrative or meta-theoretical commentary, the elements that are
present in the narrative yet absent from the model ought to be put aside.
Departures from the natural rate of employment rather than from the
natural rate of unemployment turn out to be the real object of Friedman’s
model. The issue under consideration is the possibility of variations in
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employment rather than variations in unemployment. Assuming identical
agents, the notion of a natural rate of employment indicates their normal
equilibrium level of participation in the labour market as grounded in
traditional microfoundations. In this context, a departure from the
natural rate of employment indicates a level of activity below or in excess
of this rate, that is either under- or overemployment.12 Recall the distinc-
tion made in Chapter 2 between unemployment, an unequal distribution
of total employment, and underemployment, an equally distributed
employment lack. Terminology to the contrary notwithstanding, Fried-
man’s model, when correctly recast, is based on the second of these
concepts.

A related point is that, while disequilibrium is present in Friedman’s
model, it should not be made tantamount to market non-clearing. It is dis-
equilibrium in the Marshallian sense, as analysed in Chapter 4, i.e. a
departure from the normal equilibrium values going along with market
clearing. Many authors have failed to perceive this point as the following
quotations from Hoover and Carlin and Soskice illustrate:

Even Friedman, who with his natural rate hypothesis asserted the
dominance of frictional unemployment interpreted as a con-
sequence of voluntary actions, did not deny that involuntary
unemployment was real.

(Hoover 1988: 36)

He [Friedman] skillfully captured the mainstream by proposing
that, while markets clear in the long run where classical results
obtain, they do not necessarily clear at full employment in the
short run because of a lack of perfect information on the part of
all agents.

(Carlin and Soskice 1990: 74)

Hoover takes it for granted that the category of involuntary unemploy-
ment is conceivable in Friedman’s reasoning while I have argued to the
contrary. Carlin and Soskice’s mistake is to take it for granted that any
departure from the natural rate amounts to market non-clearing.13

Friedman’s criticism of Keynes

While Friedman’s work was aimed at destabilising Keynesian policy views,
he was nonetheless far from launching an all-on attack, as Lucas and
Sargent were to do ten years later (1978). To wit, in the introduction of his
address Friedman characterised Keynes’s analysis as ‘rigorous and
sophisticated’ (1968: 1). The only target of his criticism, he claimed, was
‘simple-minded Keynesianism’ (1968: 5).14 Two factors may explain his
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moderate tone. First, Friedman was clever enough to understand that too
stern a stance would have been counter-productive. At the time, the Keyne-
sian citadel was still strong. Hence his more subtle strategy of apparently
embracing the viewpoint of his opponents just to turn it upside down and
make it serve opposing conclusions.15 On the other hand, there was a real
intellectual proximity between Keynes and Friedman related to their style
of theorising and their common ties to Marshallian theory.16 Friedman
praised Keynes for being ‘a true Marshallian in method’ and for adopting
the Marshallian instead of the Walrasian framework (1974a: 18).17

To Friedman, Keynes’ basic challenge to orthodoxy consisted of three
propositions:

1 As a purely theoretical matter, there need not exist, even if all
prices are flexible, a long-run equilibrium position characterised
by ‘full employment’ of resources.

2 As an empirical matter, prices can be considered as rigid – an
institutional datum – for short-run economic fluctuations . . .

3 The demand function for money has a particular empirical
form – corresponding to absolute liquidity preference – that
makes velocity highly unstable much of the time, so that
changes in the quantity of money would, in the main, simply
produce changes in V in the opposite direction.

(Friedman 1974a: 15; his emphasis)

Proposition 1 and 3 hold together. Proposition 1 is denied by Friedman
because of the existence of the real-balance effect. The latter, he claims,
‘undermines Keynes’ key theoretical proposition, that even in a world of
flexible prices, a position of equilibrium at full employment might not
exist’ (1968: 3). Therefore, any position departing from the natural rate
of employment must be temporary. Proposition 2 is assimilated by Fried-
man to the reversal in speeds of adjustment underlined by Leijonhufvud.
While, unlike myself, Friedman does not object to Leijonhufvud’s claim
that the difference in speeds of adjustment is the hallmark of Marshallian
theory, he refuses the idea of its reversal, which he finds arbitrary:

He [Keynes] rationalised the assumption [of a reversal in speeds
of adjustment] in terms of wage rigidity arising partly from money
illusion, partly from the strength of trade unions. And at a still
deeper level, he rationalised wage rigidity by proposition (1) [of
the above quotation]: under conditions when there was no full-
employment equilibrium, there was no equilibrium nominal price
level; something had to be brought in from outside to fix the
price level; it might as well be institutional wage rigidity. Put
differently flexible nominal wages under such circumstances had
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no economic function to perform; hence they might as well be
made rigid.

(Friedman 1974a: 18–19)

To Friedman, Keynes’ stance is unacceptable because it amounts to treat-
ing prices as institutional data determined outside the economic sphere.
In his words, ‘the rigid price assumption of Keynes is, in this sense, much
more arbitrary. It is entirely a deus ex machina with no underpinning in
economic theory’ (1974a: 44).18

Friedman’s criticism of Keynes’ theory makes reference neither to
involuntary unemployment nor to market non-clearing. To the best of my
knowledge, these terms are absent from his vocabulary. He rather pro-
ceeds in terms of a opposition between the more general terms of under-
employment and full employment, the modifier ‘full’ often being put in
inverted commas.19 Yet, such a benign neglect is in a sense more potent
than an all-out criticism as it amounts to showing that economic theory is
able to explain phenomena that, it was earlier believed, needed the invol-
untary unemployment concept.

Friedman could have pushed his advantage against Keynes further, had
he been wanting to enter into conceptual discussions. In effect, certain
passages of Chapter 2 of The General Theory prove perfectly amenable to a
Friedmanian reading – that is, they support Friedman’s claim as much as
the standard Keynesian interpretation. Let me give two examples, Keynes’
definition of involuntary unemployment, on the one hand, and his second
observation as to wage-earners being unable to bargain real wages, on the
other.

As claimed above, Keynes’ formal definition of the involuntary unem-
ployment concept might be seen as a test of its existence. Assume a situ-
ation where the money wage is fixed yet the general price level increases
as the result of a monetary expansion. If employment increases, it can be
inferred, Keynes argues, that involuntary unemployment must have been
present previously. If labour supply and demand were matching before
the intervention, the falling real wage would have led to a decrease in
labour supply and the observed increase in employment would have been
impossible. The very existence of some increase in employment is then
interpreted as manifesting a return towards market clearing, starting from
an initial situation of rationing. Friedman’s model offers an alternative
explanation. Far from witnessing the correction of some earlier state of
market non-clearing, the observed ex post decrease in real wage and
increase in employment now becomes interpreted as the manifestation of
a newly created disequilibrium grafted onto a previous equilibrium state
and occasioned by an unwarranted monetary expansion. To Friedman,
this expansion elicits a disequilibrium, the exact opposite of the Keynesian
insight that it corrects a disequilibrium!
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My second example is Keynes’ second observation (about workers’
inability to determine the real wage). It turns out that Friedman could
readily endorse it as an apt account of his own theory. Remember what
Keynes wrote in support of his observation:

A decline in employment, although necessarily associated with
labor receiving a wage equal in value to a larger quantity of wage-
goods, is not necessarily due to labour’s demanding a larger quan-
tity of wage-goods.

(Keynes 1936: 18)

Friedman’s reasoning comes close to Keynes’ statement, except that it
bears on the opposite case of an increase in employment. In his model,
workers accept an increase in their participation in the labour market
because they expect an increase in the real wages to be forthcoming as the
result of a nominal wage increase. Yet, they end up having a lower real
wage. Thus, in analogy to Keynes’ assertion, the increase in employment is
due to labour expecting to get a larger quantity of wage-goods yet not
receiving it. Keynes’ second observation could be recast to Friedman’s
taste as follows:

The increase in employment, although associated with labour
receiving a wage equal in value to a lower quantity of wage-goods,
is due to labour’s expecting to get a larger quantity of wage-goods

Keynes advanced his second observation as an argument in favour of the
existence of involuntary unemployment. Now it turns out that this obser-
vation is vindicated by Friedman’s model as illustrating agents’ mispercep-
tion and the ensuing state of Marshallian disequilibrium without any need
for resorting to the involuntary unemployment concept.

Policy ineffectiveness

Friedman’s address claimed that any attempts by the government to exploit
the trade-off implied by the downwards-sloping Phillips Curve in order to
decrease unemployment would lead to displacements of the curve. This
prediction became verified in the 1970s, leading Lucas to claim that for
once a theory has been verified through real-life experimentation.20

Later such a conclusion became questioned. Yet my aim is not to
analyse the much-discussed empirical dimension of the Phillips Curve.21

Instead, the question that I want to address is theoretical: did Friedman’s
policy ineffectiveness claim really provide a theoretical rebuttal of Keyne-
sian policy prescriptions?

True, Friedman put forward a theoretical scenario where the fact that
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monetary expansion had real effects no longer meant that some market
failure was pre-existing. Thus, Keynesians ceased to have an interpretative
monopoly on the topic of the real effects of monetary changes. Moreover,
Friedman made his point by using the Phillips Curve that Keynesians had
too hastily claimed to be part of their paradigm.

The reason why Keynesians adopted the Phillips Curve with such enthu-
siasm has to do with its supplying the so-called missing equation of the IS-
LM model. However, with hindsight it appears that they should have been
more circumspect. In fact, Phillips’ observations were congruent neither
with the Keynesian nor with the classical model. While the latter implied a
vertical Phillips relationship, the former would have needed the opposite,
a horizontal Phillips relationship, coinciding with the abscissa, at least for
that part of unemployment which is in excess of the natural rate. Had Key-
nesians been more alert, they would have been less prone to let the
Phillips Curve feature in their models. The story, if any, they advanced in
order to conciliate the empirical form of the Phillips Curve and their
theoretical framework was that the different labour markets might witness
to different states of employment, so that some had already reached full
employment while other were still experiencing underemployment.
Hence the combination of price and real effects.22 To me this is a rather
poor explanation. What was needed was a theoretical explanation within
the framework adopted when constructing IS-LM models – that is, without
removing the assumption of a single labour market. Keynesians hardly
addressed this challenge. As a result, when Friedman proposed his own
explanation reconciling the short-term negatively slope of Phillips Curve
with its long-term verticality, and thereby dismissing the claim of a trade-
off between inflation and unemployment, they had little ammunition for
responding.

However, there is a less sanguine judgement to be made about Fried-
man’s enterprise by pointing out that his ineffectiveness claim suffers
from the basic flaw of having been constructed in reference to a case
where hardly any stimulation policy is needed. From the start, Friedman
hypothesises that the (unique) natural rate of unemployment is already
realised. ‘Let us assume that the monetary authority tries to peg the
“market” rate of unemployment at a level below the “natural” rate’ (1968:
9). As soon as this hypothesis is made, the issue is sealed, and Friedman’s
conclusion becomes compelling. Friedman’s argument consists of assert-
ing that demand stimulation policies will have no lasting effects whenever
the natural rate of employment is realised. In other words, it is declared
that overemployment cannot persist. But who would oppose such a state-
ment? To undertake demand stimulation in this context is absurd, since
all defects that such a policy might correct are conspicuous by their
absence. The success of Keynesian policy should only be assessed in a
context in which it has some raison d’être.
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Oddly enough, this flaw was hardly perceived at the time – perhaps
because it was too obvious, like Edgar Poe’s stolen letter. It was voiced
only later, when the rational expectations revolution was already well on
its way.23 Keynesians should not have accepted Friedman’s way of positing
the issue. Their lack of reaction was possibly due to the fact they had no
alternative model to offer, where a really Keynesian result was obtained – a
model featuring, if not involuntary unemployment in the reservation wage
sense, at the least dominated underemployment.

The Marshallian character of Friedman’s model

Friedman a Walrasian economist?

In his Presidential Address, Friedman seemed to give the natural rate of
unemployment notion a Walrasian lineage by defining it in the following
way:

The ‘natural rate of unemployment’ is the level that would be
ground out by the Walrasian system of general equilibrium equa-
tions, provided there is embedded in them the actual structural
characteristics of the labor and commodities markets, including
market imperfections, stochastic variability in demands and sup-
plies, the cost of gathering information about job vacancies and
labor availability’s, the cost of mobility, and so on.

(Friedman 1968: 8)

Several authors have taken this definition in earnest – the last of them
being Leeson who writes that ‘the natural rate of unemployment is a Wal-
rasian concept’ (2002: 10) – with the result of ranking Friedman within
the Walrasian approach. To me, there is little grounds for such a point of
view. As many commentators have noticed (Hall 1979: 154; Dixon 1995:
64; Rogerson 1997: 76), Friedman provides no real definition. For
example, Hall states ‘this definition is hardly more than a list of things to
think about’ (1979: 154). Moreover, as seen above, there is no room in the
Walrasian framework for notions such as jobs or unemployment. Finally,
such an interpretation runs counter to the several assessments of Wal-
rasian theory made by Friedman both before and after he wrote his
address.24

In sum, little credit should be given to Friedman’s definition. The
latter should be viewed as a mere ecumenical gesture, a rhetorical strat-
egy serving the purpose of rallying as many people as possible around
his views.
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A return to the Marshallian conception of equilibrium

Friedman’s model marks a return to the Marshallian conception of equi-
librium on two scores. First, as the following quotation makes clear, he
shares the view defended in Chapter 4 that the market-day should be
viewed as operating instantaneously:

Alfred Marshall’s distinction among market equilibrium, short-
period equilibrium, and long-period equilibrium was a device for
analysing the dynamic adjustment in a particular market to a
change in demand or supply. The device had two key character-
istics . . . The second is the assumption that prices adjust more
rapidly than quantities, indeed so rapidly that the price adjust-
ment can be regarded as instantaneously.

(Friedman 1974a: 17)

Second, Keynes and Hicks departed from Marshall by concatenating the
market-day and the short-period, on the one hand, and by cutting off this
new short-period from the long-period (the market equilibrium from
normal equilibrium), on the other. This is a mistake Friedman is aware
of.25 The inner connection between the market-day and the normal equi-
librium dimensions is restored in his model. As shown above, the natural
rate of employment is understood as a normal magnitude, the quantity
counterpart of the real normal equilibrium wage. Market-day outcomes
can witness to disequilibrium – a departure from the natural rate of
employment – yet this co-exists with market clearing. Moreover, as ought
to be the case in Marshallian analysis, this state of affairs triggers a re-equi-
librating process resulting in the eventual disappearance of the disequilib-
rium. As stated by Rogerson:

Reading Friedman’s Presidential Address, I think he also is
describing an economy in which at any moment actual unemploy-
ment may be either above or below its natural rate, but it is
continually gravitating towards its natural rate.

(Rogerson 1997: 90)

Perfect information

In Chapter 4, I emphasised the pivotal role played by perfect information,
as implying agents’ ability to reconstruct equilibrium values, in the
Marshall approach. It constitutes, I have argued, the deus ex machina
underpinning the formation of market equilibrium. Marshallian econo-
mists never admitted to this, putting instead (incorrectly) the burden of
the price-setting mechanism on the bargaining process. Friedman is tread-
ing in Marshall’s footsteps. Although he fails to mention perfect informa-
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tion, his explanation of the working of the labour market makes no sense
without it.

The snag is whether demand and function can be considered directly
observable phenomena. Friedman takes it for granted that this is the case.
Yet there is nothing on which this view can be grounded. Again this shows
how much a Marshallian he is, since he implicitly assumes that workers are
able to mentally reconstruct market functions. Equilibrium is virtually
determined before the effective opening of markets, as it already exists in
the market participants’ minds. The agents’ omniscience assumption, mit-
igated with workers’ mistakes in assessing the demand for labour function,
is as much required in Friedman’s model as it is in Marshall’s corn model.

However, Friedman’s reasoning faces a problem of consistency that is
absent from the standard Marshallian model based on perfect informa-
tion. It bears on what triggers workers’ conjecture that a shift in the
demand curve has occurred. The spontaneous answer is that workers
observe that a higher wage is announced and rationalise it by conjecturing
that a shift in demand must have occurred. However, this answer cannot
suffice. As stated above, in the Marshallian analysis of market equilibrium
there are neither price nor quantity signals. Any conjectured change in
price results from a conjectured change in supply or demand. Hence, the
idea, that a change in supply or demand schedule is drawn from an
observed change in price, is unacceptable. This anomaly is interesting for
my purpose because it suggests that Friedman mingles the Walrasian con-
ception of the functioning of markets – where prices function as a signal
announced by the auctioneer – with the Marshallian view, where agents
need to reconstruct these functions and derive the market equilibrium
price as a result.

What arises when Friedman’s reasoning is recast to conform with Mar-
shallian principles? Figure 13.2 helps to answer this question.

The vertical axis now indicates the nominal wage. Expectations about
the goods price, assuming a single final good, enter the supply and
demand functions as fixed parameters. That is:

Lt
S �Lt

S (w ; pt
ew)

Lt
D �Lt

D (w ; pt
ef), where pt

ew (pt
ef) stands for workers’ (firms’)

expectations about pt held before the opening of the trade round.

It is assumed: that pt
ew �pt –1, pt

ef �pt , that pt �pt –1 and that wt /wt –1 �pt /pt –1. It
is furthermore assumed that the natural rate prevails at t0, with dis-
equilibrium arising at t1. In Friedman’s scenario, firms hold perfect fore-
sight of the price in the goods market and thus are aware that it will
increase. As a result, the labour demand schedule shifts to the right (from
L0

D to L1
D). In contrast, since workers hold adaptive expectations, the

T H E  A N T I - K E Y N E S I A N  O F F E N S I V E

162



labour supply schedule remains constant (L0
S to L1

S). At t1, the labour
market market-day equilibrium is W1, N1. This result features market clear-
ing and disequilibrium at one and the same time (disequilibrium exists
because the market values (W1, N1) depart from normal values (W0, N0)).

Figure 13.2 is based on the Marshallian premise that participants in the
market are able to calculate the market-day equilibrium values (point B)
before the starting of the market. Still, the argument remains wanting. If
workers are able to reconstruct the market result, they must correctly con-
jecture the market demand, which implies that they are aware that firms’
behaviour is based on price-expectations different from theirs. In fact,
they are supposed to be able to reconstruct these expectations. But then,
why should they stick to their own misleading adaptive expectations?
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LUCAS

While Friedman paved the way, the decisive role in the dismissal of Keyne-
sian economics was played by Lucas.1 Put crudely, the standard view is that
‘Keynesianism’ was overthrown in a two-step revolution, the first stage of
which is associated with monetarism and the second with new classical
macroeconomics. Such a formulation suggests a line of continuity
between monetarism and new classicism. On the contrary, I argue that the
watershed should be located between Friedman and Lucas. In other
words, the real divide separates an era of ‘Marshallian macroeconomics’
from one of ‘Walrasian macroeconomics’.2 The first era was a period
where the IS-LM apparatus was the cornerstone of macroeconomic think-
ing, shared by both friends and foes of Keynes, Friedman being the best
example of the latter group. The second era marks the dethroning of IS-
LM and its replacement by a new theoretical apparatus, the dynamic
macro model.

Lucas’ contribution to the object of my investigation is threefold. First,
he finalised Friedman’s attempt at demonstrating the inefficiency of mon-
etary policy. Second, he criticised Keynesian theory on the grounds of first
economic principles. Third, he claimed that the concept of involuntary
unemployment was non-intelligible.

Clinching Friedman’s claim

Lucas’ motivation for writing his ‘Expectations and the Neutrality of
Money’ (1981) article was to strengthen Friedman’s policy ineffectiveness
claim by giving it stronger micro-foundations and casting it in an explicit
general equilibrium framework.3

Lucas’ model is an overlapping generations model with agents living
for two periods. There is one perishable good, produced by the young
generation yet consumed by both young and old agents. The young are
self-employed. They acquire fiat money, which does not enter the utility
function, by selling the good to the members of the old generation, and
spend it to purchase goods when old. The overall size of the population is
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fixed with an equal proportion of young and old people. Production
decisions depend on the relative price of the good across the two periods.
As the substitution effect is supposed to outweigh the wealth effect, young
agents will plan to consume more when old if they expect the next period
price to be relatively low with respect to today’s, and vice versa.

A decisive assumption of the model, marking a break with both Fried-
man and Lucas’ earlier work with Rapping, is the adoption of the assump-
tion of rational expectations. That is, agents are assumed to hold
expectations which are consistent with the predictions of the theoretical
model. A rational expectations equilibrium is a market equilibrium in
which traders use equilibrium market prices to draw inferences about
their uncertain environment.

The set-up of Lucas’ reasoning is explicitly stochastic with two types of
stochastic shocks being introduced – a real and a nominal shock (whereas
in Friedman’s model only a nominal shock was needed). The nominal dis-
turbance follows from the fact that the members of the older generation
receive a beginning-of-period money transfer proportional to their pre-
transfer holdings of money. The real shock results from the fact that trade
is supposed to take place in two physically separate places, each of them
organised under the auspices of an auctioneer. It is assumed that young
agents are allocated stochastically across the two trading places, whereas
old agents are equally distributed across them. Whenever a young agent
happens to be in a market with a proportionally low young population,
thus facing a higher per capita demand, he will produce more and
consume less in his young age, in order to consume more when old. The
young are supposed to know the density functions of the two stochastic
variables yet to ignore their drawing at the present period. As a result, they
face a signal extraction problem, as they need to sort out whether the
changes in price they observe follow from either a nominal or a real
shock.

Three results are obtained. First, whenever the shock is exclusively
monetary, young agents will be able to interpret it correctly. Con-
sequently, no real effects are elicited. Second, an exclusive real shock is
likely to generate changes in output. Young agents finding themselves in
the market with a less-than-average number of suppliers will increase their
production and hold higher real balances. The reverse will be true for
those finding themselves in the thicker market. However, the two opposite
movements will not necessarily balance each other. Finally, in the general
case when the two shocks occur concurrently, agents are unable to separ-
ate them out, since the available information bears on their joint effect.
Under certain conditions put on the densities of the two shocks, Lucas’
result is that ‘monetary changes have real consequences only because
agents cannot discriminate perfectly between real and monetary demand
shifts’ (1981: 78). Like Friedman’s, Lucas’ model deals with variations in
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employment going along with market clearing. The bottom line is that
Friedman was right. A positive relationship between the rate of inflation
and the rate of employment can be observed yet cannot be used as a
policy tool.

Beyond doubt, Lucas’ model shows tremendous progress compared to
Friedman’s. It is a rigorous and elegant model, and succeeds in realising
Friedman’s initial aim. As Lucas writes in the paper’s conclusion, ‘the
Phillips Curve emerges not as an unexplained empirical fact, but as a
central feature of the solution to a general equilibrium system’ (1981a:
84). Introducing rational expectations has a far-reaching impact. On the
one hand, workers’ unintelligent behaviour, which the adaptive expecta-
tions amounted to, is now swept way. On the other hand, the rational
expectations hypothesis provides an operational solution to the difficult
problem of modelling expectations. In short, as Sargent claims (1996),
Lucas’ contribution has mainly been methodological. It blazed the trail
for real business cycle theory and dynamic macroeconomics.

This being stated, it must be remarked that the criticism levelled
against Friedman’s argumentation, that it justifies policy ineffectiveness
only in cases where policy is blatantly unnecessary, applies to Lucas’ model
as well. In its framework, policy interventions have no raison d’être.

Lucas’ rejection of Keynesian theory

Criticism of Keynesian theory can be undertaken from several angles.
Friedman’s consisted of using the Keynesian apparatus while subverting it
by drawing anti-Keynesian conclusions from it. I, for one, have entered
into an internal criticism of Keynes’ concepts and theory. For his part,
Lucas refuses to enter into any substantive discussion of the Keynesian
model because he believes that its dismissal is a matter of first principles.

Lucas’ negative judgement goes beyond Keynes’ own contribution as it
relates to the general state of economic theory at his time. In effect, he is
prone to draw a divide between pre-scientific economics, as consisting of
verbal discussions, and scientific economics, consisting of model-building.
To Lucas, Keynes’ General Theory is definitely on the side of the former. He
views it as a rambling verbal exposition, eliciting endless hermeneutic dis-
cussions – ‘disconnected qualitative talk’ as stated in Lucas and Sargent
([1979] 1994: 6).4 The problem that existed at the time of Keynes – and,
of course, before – was that economists lacked the technical (i.e. math-
ematical and econometric) apparatus needed to move discussions to a
more productive level (Lucas 1981: 275).

While Keynes and the other founders of what we now call macro-
economics were obliged to rely on Marshallian ingenuity to tease
some useful dynamics out of purely static theory, the modern the-
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orist is much better equipped to state exactly the problem he
wants to study and then to study it.

(Lucas 1987: 2)5

Lucas’ indictment

According to Lucas, Keynes intended initially to construct a theory of the
business cycle – massive unemployment being then associated with depres-
sion – yet ended up in redirecting his project to the apparently simpler
issue of explaining the logical existence of involuntary unemployment at
any given point in time. This is a move that Lucas regrets.

The onset of the Great Depression did nothing to improve
Keynes’s equipment for understanding the business cycle, viewed
as a recurrent sequence of booms and depressions. Instead, it per-
mitted him to reformulate the problem itself as one of accounting
for the level of output and employment at one point in time, as
opposed to one of accounting for a particular pattern repeated in
the time series. So reformulated, the problem could productively
be studied simply by discarding an equation of static equilibrium
(the labour supply curve) in contrast to the much more difficult
task, undertaken in the Treatise, of supplementing this static
theory with suitable short-run dynamics.

(1981: 275)6

Lucas’ remark can be related to my argument in Chapter 5. There, I
emphasised the divide that existed at Keynes’ time between value theory
(i.e. price theory), on the one hand, and business cycle and monetary
theory, on the other. To Marshallian economists, from Marshall until
Keynes, a phenomenon such as unemployment was considered a market
failure. Its qualification as involuntary raised no eyebrows. Yet, to all intents
and purposes there was room for it only within business cycle theory. Hence
my reconstruction of Keynes’ project as an attempt to transfer involuntary
unemployment from the field of business cycle to that of value theory. The
contrast between Keynes’ project, on the one hand, and that of Lucas and
real business cycle theorists, on the other, can then be captured in the
following way. While Keynes’ project amounted to wanting to import invol-
untary unemployment from the field of business cycle into value theory,
Lucas and real business cycle theorists aimed at merging these two fields
while extending the exclusion of unemployment (and hence of involuntary
unemployment), already present in value theory, to the new wider field.7

Turning now to Lucas’s main argument, a striking point is that, con-
trary to Friedman, he engages in no substantive analysis of Keynes’ theory.
Its dismissal follows exclusively from a matter of principles. At stake is the
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equilibrium ‘discipline’ – a metaphor dear to Lucas – by which economists
should abide when constructing theories. Its gist is simple: two postulates
ought to be adhered to, that markets clear and that agents act in their
own self-interest (Lucas and Sargent [1979] 1994: 15).8 Moreover, to
Lucas and Sargent these two postulates are linked by a relationship of
implication. Economic rationality, they claim, implies market clearing.
These postulates are not viewed as circumstantial, i.e. linked to particular
models in view of their specific purpose. On the contrary, they are
deemed to constitute a universal requirement. This claim pervades all of
Lucas’ methodological papers. It has been taken up, not only by new clas-
sical economists, to whom it has become a dogma, but also by a wider
range of economists – with hardly any justification, as though the matter
were so obvious that none was needed.

According to Lucas, Keynes’ basic flaw is to have betrayed this equilib-
rium discipline. Keynes, he states, gives us an example of ‘bad social
science: an attempt to explain important aspects of human behaviour
without reference either to what people like or what they are capable of
doing’ (1981: 4). The following two excerpts bring the point home:

After freeing himself of the straightjacket (or discipline) imposed
by the classical postulates, Keynes described a model in which
rules of thumb, such as the consumption function and liquidity
preference schedule, took the place of decision functions that a
classical economist would insist be derived from the theory of
choice. And rather than require that wages and prices be deter-
mined by the postulate that markets clear – which for the labour
market seemed patently contradicted by the severity of business
depressions – Keynes took as an unexamined postulate that
money wages are sticky, meaning that they are set at a level or by a
process that could be taken as uninfluenced by the macroeco-
nomic forces he proposed to analyse.

(Lucas and Sargent [1979] 1994: 15)

Keynes chose to begin the General Theory with the declaration (for
Chapter II is no more than this) that an equilibrium theory was
unattainable: that unemployment was not explainable as a con-
sequence of individual choices and that the failure of wages to
move as predicted by the classical theory was to be treated as due
to forces beyond the power of economic theory to illuminate.

(1981: 219)

The counterpart of Lucas’ claim that optimising behaviour is a postulate is
his rejection of the disequilibrium notion on the grounds that it lacks
micro-foundations (1981: 221) or is ‘unintelligent behaviour’ (1981: 225).
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In sum, Lucas’ indictment is not that Keynes offered his readers a
flawed economic explanation of unemployment but rather that the gave
them a non-economic explanation of it. Keynes’s lapse from the equilib-
rium discipline, Lucas is ready to admit, was understandable in view of the
apparent contradiction between cyclical phenomena and economic equi-
librium, yet ex post it turns out to have been a dramatic mistake that
prompted a long detour in the progress of economic theory.

A critique of Lucas’ indictment

My objection to Lucas’ claim bears on his central assertion that the pres-
ence of optimising behaviour and market clearing are two sine qua non
requirements for any theoretically correct argumentation. To me, he is at
fault by making this claim because of a failure to note the distinction,
which I introduced in Chapter 2, between optimal choice or optimal plan,
on the one hand, and observable optimising behaviour, on the other.9

The notion of optimal plan refers to agents’ intentions as existing
before the opening of trading. Optimising behaviour refers to what is
observable after trading has started. Thus, optimising behaviour implies
that the optimal plan has been realised. These two phenomena must be
separated because conceiving a solution to a choice problem and having it
implemented are not the same thing. Whenever optimising behaviour is
the sole concept used, the possibility of a wedge between them is dis-
carded by definition. My very introduction of the notion of individual dis-
equilibrium serves the purpose of capturing the possibility that agents find
themselves unable to transform their optimal plans into optimising
behaviour.

If my claim that a distinction must be drawn between optimal planning
and optimising behaviour is accepted, Lucas’ view must be recast as stating
that the economists’ discipline rests on two distinct postulates, optimal
planning and market clearing. These are not two faces of the same coin.
Their validity must be assessed independently. Nor can it be taken for
granted that the former implies the latter.

No objection will be levelled against adopting optimal planning as a
postulate. The assumption that agents have the ability to solve optimally
any decision problem they are facing is certainly an exaggeration.
Nonetheless, it is acceptable as it is probably better, and certainly more
tractable, than alternative assumptions. But what about market clearing?

As stated in Chapter 4, market clearing is the consequence of some
prior assumption related to trade technology, the institutional set-up that
is needed to make the realisation of equilibrium possible. Like other Wal-
rasian models, Lucas’ models are based on the auctioneer hypothesis. The
latter is a theoretical scenario explaining how the equilibrium values cal-
culated by the economist when studying the logical existence of a general
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equilibrium could effectively come into existence in the artificial economy
described by the model. As soon as this hypothesis is made, market clear-
ing is always present. But then market clearing is the direct consequence
of the auctioneer hypothesis rather than the implication of agents con-
struing their plans of action in an optimising way.

Two intertwined aspects must be disentangled. The first is the extent of
what can be conceptualised taking market clearing as a postulate. The
merit of authors like Lucas and other new classicists is to have demonstra-
ted that this scope for theories resting on this postulate is wider than was
previously believed. In effect, prior to them it was taken for granted that
no theory of the business cycle could be based on it. They have proved the
contrary. However, and this is the second aspect, this success does not
justify the view that the aim of demonstrating market non-clearing, as a
particular type of pathology of the functioning of market economies –
Keynes’s very project – is theoretically illegitimate. Why would this be the
case? Lucas’ view to the contrary notwithstanding, no objections of prin-
ciples should be levelled against such a project. The individual disequilib-
rium notion does not run counter to the view that agents are rational and
develop optimal plans. It just points to their incapacity to transform the
individual optimal plan into optimising behaviour

In other words, Lucas’ claim that market non-clearing should be
rejected because of its lacking a motivation in individual rationality is ill-
grounded. Unfortunately enough, this view has been widely endorsed,
even by such a lucid mind as Woodford’s (1999: 25). I readily admit that
market non-clearing has no room in neo-Walrasian models, yet this is due
to a trade technology rather than to an individual rationality reason.

The problem with the auctioneer hypothesis is that it runs counter to
the deep nature of the theoretical explanandum as it amounts to picturing
a decentralised system under the traits of a centralised organisation of
trade.10 Moreover, if axioms mark the stage beyond which one does not
seek to explain, as aptly put by Hahn (1985: 6), it is unacceptable to
exclude the very basic issue that political economy has been supposed to
address from Adam Smith onwards.11 In effect, the auctioneer hypothesis
can be justified only on the grounds of an argument of expediency – the
admission that any alternative scenario about the making of equilibrium is
lacking. The change induced by Lucas then becomes no small matter. It
amounts to transforming expediency into methodological virtue.

To conclude, I have taken on Lucas because he declares that Keynes
betrays the equilibrium discipline. Contrary to him, I believe that attempt-
ing to demonstrate individual disequilibrium does not fall outside the
scope of the equilibrium method. The fact that neither Keynes nor Keyne-
sian economists have succeeded in demonstrating individual disequilib-
rium, their real target, cannot be equated with the proposition that such
an aim ought be rejected as a matter of first principles. Had Lucas simply
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stated that Keynes and his successors have been unable to achieve their
program, I would have been in agreement with him. It is the claim of the
illegitimacy of Keynes’ project that is unacceptable to me.

Lucas’ critique of the involuntary unemployment concept

On top of his main indictment, bearing on Keynes’s alleged abandonment
of the equilibrium discipline, Lucas also criticises Keynes for having intro-
duced the messy involuntary unemployment concept into macroeconomic
thinking:

What is the excuse for letting his [Keynes’s] carelessly drawn dis-
tinction between voluntary and involuntary unemployment domi-
nate aggregative thinking on labour markets for the forty years
following?

(1981: 242)

Small wonder, he claims, that trying to assess involuntary unemployment
or to measure full employment has led to confusion, since ‘the “thing” to
be measured does not exist’ (1981: 244). The sooner involuntary unem-
ployment is disposed with, the better:

This misses the point: involuntary unemployment is not a fact or a
phenomenon which it is the task of theorists to explain. It is, on
the contrary, a theoretical construct which Keynes introduced in
the hope it would be helpful in discovering a correct explanation
for a genuine phenomenon: large-scale fluctuations in measured,
total unemployment. Is it the task of modern theoretical eco-
nomics to ‘explain’ the theoretical constructs of our predecessor,
whether or not they have proved fruitful? I hope not, for a surer
route to sterility could scarcely be imagined.

In summary, it does not appear possible, even in principle, to
classify individual unemployed people as either voluntarily or
involuntarily unemployed depending on the characteristics of the
decision problem they face. One cannot, even conceptually, arrive
at a usable definition of full employment.

(1981: 243).

This conclusion results from three separate arguments. First, Lucas
claims that Keynes should not have opposed two sorts of unemployment,
frictional and involuntary unemployment. Second, he argues that every
economic outcome features voluntarity and involuntarity jointly. Third, he
argues that unemployment, viewed as an activity amongst others, should
be considered voluntary since alternative activities are always present.
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Why separate two sorts of unemployment?

The first question Lucas raises concerns Keynes’ separation of two types of
unemployment:

[Keynes made] the prior assumption that measured employment
can be decomposed into two distinct components: ‘voluntary’ (or
frictional) and ‘involuntary’, with full employment then identified
as the level prevailing when involuntary employment equals zero.

(Lucas 1981: 241)

Accepting the necessity of a distinction between explanations for
normal and cyclical unemployment does not, however, compel
one to identify the first as voluntary and the second as involun-
tary, as Keynes goes on to do. This terminology suggests that the
key to the distinction lies in some difference in the way two differ-
ent types of unemployment are perceived by workers. Now in the first
place, the distinction we are after concerns sources of unemploy-
ment, not differentiated types . . . The recognition that one needs
to distinguish among sources of unemployment does not in any
way imply that one needs to distinguish among types.

(Lucas 1981: 241–242)

I agree with Lucas on this point. Whenever the concern is value theory –
i.e. the issue of the existence and formation of equilibrium – either market
clearing exists, in which case unemployment is absent, or there is market
non-clearing, in which case unemployment (or forced leisure) is effectively
present. But then no other unemployment category should be introduced.

The mixed presence of voluntarity and involuntarity in any economic
outcome

The second argument put forward by Lucas runs as follows:

The worker who loses a good job in prosperous time does not vol-
unteer to be in this situation: he has suffered a capital loss. Sim-
ilarly, the firm which loses an experienced employee in depressed
times suffers an undesirable capital loss. Nevertheless the unem-
ployed worker at any time can always find some job at once, and a
firm can always fill a vacancy instantaneously. That neither typ-
ically does so by choice is not difficult to understand given the
quality of the jobs and the employees which are easiest to find.
Thus there is an involuntary element in all unemployment, in the
sense that no one chooses bad luck over good; there is also a
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voluntary element in all unemployment, in the sense that however
miserable one’s current work options, one can always choose to
accept them.

(1981: 242)

At stake is the meaning of voluntarity in general, an issue that is directly
related to a much larger philosophical problem bearing on freedom. On
this matter, Lucas has illustrious predecessors, the foremost being Aris-
totle, who devoted several passages of The Nicomachean Ethics to the volun-
tarity-involuntarity divide. The following is worth quoting:

Those things, then, are thought involuntary, which took place by
force or owing to ignorance . . . With regards to the things that are
done from fear of greater evils or for some noble object (e.g. if a
tyrant were to order one to do something base, having one’s
parents and children in his power, and if one did the action they
were to be saved, but otherwise would be put to death), it may be
debated whether such actions are involuntary or involuntary.
Something of the sort happens also with regards to the throwing
of goods overboard in a storm; for in the abstract no one throws
goods away voluntarily, but on condition of its securing the secur-
ity of himself and his crew any sensible man does so. Such actions,
then, are mixed, but are more like voluntary actions; for they are
worthy of choice at the time they are done, and the end of an
action is relative to the occasion. Both the terms, then, ‘voluntary’
and ‘involuntary’, must be used with the reference to the moment
of action. Now the man acts voluntarily; for the principle that
moves the instrumental parts of the body in such actions is in
him, and the things of which the moving principle is in a man
himself are in his power to do or not to do. Such actions, there-
fore, are voluntary, but in the abstract perhaps involuntary; for no
one would choose any such act in itself.

(Aristotle 1980: 48–49)

Ought individuals, the underlying question runs, be considered respons-
ible for their present condition? Whenever this question receives a
straightforward ‘yes’ answer, the rejection of any involuntary outcome
ensues automatically. All consequences of actions ought to be seen as vol-
untary. Think, for example, of a thief caught after a robbery and sent to
jail. According to the strong acceptance of voluntarity, he is behind prison
bars voluntarily. Before committing the robbery, he knew the odds of
being caught. Likewise, a heavy smoker who ends up with lung cancer
ought to be qualified as ‘voluntarily ill’. However, as underlined by Aris-
totle, at least two factors run counter to such an affirmative answer: first,
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force – ‘and that is compulsory of which the moving principle is outside,
being a principle in which nothing is contributed by the persons who acts’
((1980: 48) – and, second, ignorance (going along with regret) – ‘of
people, then, who act by reason of ignorance he who regrets is thought an
involuntary agent’ (1980: 50). The ‘full responsibility’ view has a polar
opposite, wherein, on the contrary, individuals are seen as socially deter-
mined, e.g. because of their class membership. As a result, they are
depicted as mere ‘products of the social structure’ rather than as free
choosers.

Neither of these two extreme views is satisfactory. Nonetheless, the
involuntary unemployment category may still make sense in so far as it is
accepted that some ‘responsibility boundary’ can be drawn. Placing this
limit at a high or a low level would mean that one bends towards or away
from the full responsibility viewpoint. By studying the occupational trajec-
tory of individual unemployed people and by knowing the configuration
of their choice sets, it should be possible, in principle, to assess whether or
not an individual could be qualified as involuntarily unemployed. To put
some flesh on this, think of the following case: a highly-skilled person, yet
one who is already aged, has lost his job because the firm where he used
to work went bankrupt. Assume, moreover, that the branch in which he
was working is declining. Whereas his age is an handicap to getting a
lower-skilled job, he lacks the means to become self-employed. Suppose
also that the emigration solution is precluded. The question at hand is
whether his unemployment qualifies for the ‘involuntary’ modifier. The
answer to this question hinges on where to put the responsibility bound-
ary. When younger, this person could have anticipated the frailty of the
firm employing him and quit it immediately, in which case he would have
found a job. Placing the responsibility boundary at a high pitch amounts
to judging whether it was in his reach to make such a judgment and his
responsibility to take the consequences. Hence the conclusion would be
that he should be considered voluntarily unemployed. On the contrary,
placing the boundary lower amounts to considering that expecting people
to be able make such judgments and decisions amounts to overtaxing
their rationality. Hence he should be classified as involuntarily unem-
ployed. Significantly, in such a framework, nobody could be ‘100 per cent
involuntarily unemployed’, because some responsibility is always involved.
It should come as no surprise that the proportion of the involuntarily
unemployed within the pool of the unemployed would be higher in a
context of depression. Therefore, the association made by Keynes between
involuntary and mass unemployment is quite plausible.

To conclude on this point, Lucas is right when stating that all unem-
ployment situations comprises a mix of voluntarity and involuntarity.
However, it must be remarked that this statement bites as much at the new
classical conception of economic theory as to that of Keynesians. If it is
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accepted that the assertion ‘Mr. X is 100 per cent involuntarily unem-
ployed’ is too extreme, the opposite assertion, that ‘Mr. X’s unemploy-
ment is 100 per cent voluntarily’, is just as wanting. Now this, it may be
argued, is the very conception of freedom that underpins rational expec-
tations models.

The existence of alternatives

To Lucas, unemployment should be viewed as an activity among others
that, like them, should be tackled in choice-theoretical terms. If agents are
observed as being unemployed, they must have chosen this activity over
other ones:

Workers who lose jobs, for whatever reason, typically pass through
a period of unemployment instead of taking temporary work on
the ‘spot’ labour market jobs that are readily available in any
economy . . . To explain why people allocate time to a particular
activity – like unemployment – we need to know why they prefer it
to all other available activities.

(1987: 54)12

This claim can be addressed in terms of the distinction between labour
rationing and unemployment as an activity that was presented in Chapter
3. There, I brought out the conditions necessary to assess the existence of
involuntary unemployment. If my analysis is accepted, Lucas’ claim, that it
is impossible, even in principle, to construct the category of involuntary
unemployment, is refuted.

This being stated, it must be admitted that eliciting the conditions
making a phenomenon possible is only a preliminary step. Their plausibil-
ity must furthermore be assessed. One of them is that market non-clearing
must exist in the unskilled labour. This brings us back to square one,
demonstrating involuntary unemployment in the individual disequilib-
rium sense. The stumbling block to the realisation of the Keynesian
project, it turns out, lies less in bringing out involuntary unemployment in
the activity sense (that is, that rationing may end up in agents being invol-
untarily unemployed) than in generating involuntary unemployment as
meant by Keynes (that is, that a market ends up with agents for whom the
reservation wage principle is breached and who, on top, turn out to be in
a state of individual disequilibrium).

Concluding remarks

In this chapter, I have critically examined the validity of Lucas’ indictment
of Keynes that he freed himself from the equilibrium discipline. I have

L U C A S

175



argued that it is flawed because of Lucas’ failure in drawing a wedge
between optimal planning and optimising behaviour, to which earlier
economists, whom he seems to hold in high esteem, like Hayek and
Patinkin, were sensitive. Against this background, I have defended the
view that there is no reason to claim that Keynes’ involuntary unemploy-
ment project – in fact a project of demonstrating a case of individual dise-
quilibrium – falls outside the equilibrium method. I repeat that what is at
stake is theoretical legitimacy rather than success, for I readily admit that,
more than half a century after having been launched, Keynes’ project has
hardly been implemented.

The second theme that I have tackled is Lucas’ critical remarks on the
involuntary unemployment concept. They are, I find, salutary. Lucas’
merit is to have assessed this, and shown how messy the concept is, while it
had long been taken for granted that its content was obvious. I have
agreed with his first criticism that Keynes has no reasons for separating
forms of unemployment. As for his other two criticisms – the mixed pres-
ence of voluntarity and involuntarity and the ever-presence of alternatives
to unemployment – I find them interesting yet less compelling than he
seems to believe.

In this chapter, my reflection has focused on a narrow aspect of
Lucas’ contribution to economic theory, and for that matter its negative
part. I have not broached his positive contribution (as well as that of
related authors such as Sargent, Kydland and Prescott, and many
others), pertaining to the development of a conceptual framework
enabling economists to come to grips with a subject that before had
eluded them, namely dynamics. This contribution can be characterised
in a twofold way – first as a shift from Marshallian to Walrasian macro-
economics and, second, as the introduction of the business cycle phe-
nomenon within the field of value theory. On both scores, the
intellectual achievement is impressive.

Beyond doubt, the attack led by Lucas and the other new classicists
against Keynesian economics was a tremendous success. The latter was par-
tially due to the strength of their theoretical criticism. It was also due to the
empirical breaking down of the Phillips Curve relation. But the main cause
of their success lay in their methodological breakthrough and its ensuing
change in theoretical agenda. I am amazed that this dramatic shift from
standard IS-LM macroeconomics to the new dynamic-stochastic macro-
economics has scarcely been accounted for as a Kuhnian scientific revolu-
tion because it perfectly fits such a characterisation.13 Both the purpose
and the programme of macroeconomics changed radically. Before the
new classical revolution, macroeconomics was geared towards discussing
the possibility of the malfunctioning of the market system – after all, it was
born in the aftermath of the Great Depression. This is a perspective that
new classicists have swept away, as aptly perceived by Hahn and Solow:
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The irony is that macroeconomics began as the study of large-
scale economic pathologies: prolonged depressions, mass unem-
ployment, persistent, inflation, etc. This focus was not invented by
Keynes (although the depression of the 1930s did not pass
without notice). After all, most of Haberler’s classic Prosperity and
Depression is about ideas that were in circulation before The General
Theory. Now, at last, macroeconomic theory has as its central con-
ception a model in which such pathologies are, strictly speaking,
unmentionable. There is no legal way to talk about them.

(Hahn and Solow 1995: 2–3)

The hallmark of new macroeconomics is to take for granted that the
market system is functioning well. Thereby a return is made not only to
Keynes’ direct predecessors but also to themes that were dear to the
founders of political economy, the explanation of the ‘wealth of nations’,
growth, differences in growth patterns, etc. Both the ancient and the new
classicists dodge the issue of the formation of trade round equilibrium
prices. The great difference with respect to classicists, as Lucas has recur-
rently insisted, lies in the tools available. Now at last, dynamic theory can
be made in a rigorous way.

As always with scientific revolutions, the earlier central themes have
become old-fashioned. To return to the object of my inquiry, Lucas and
his co-writers have succeeded in removing involuntary unemployment
from the agenda. After initially strenuously defending it, most Keynesian
economists have gradually ceased to feel the need of keeping fighting for
it. To wit, the term has almost disappeared from macroeconomic text-
books.

However, the new classical attack on Keynesian economics did not put
an end to the debate. On the contrary, by a standard dialectical effect, it
stirred up a revival of Keynesian thought, known as ‘New Keynesian eco-
nomics’. It is examined in Part VI.
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Part VI

THE NEW KEYNESIAN
COUNTER-ATTACK



15

IMPLICIT CONTRACT THEORY

The theory of implicit contracts constitutes one of the first Keynesian
attempts at retorting to Lucas while accepting his microfoundations
requirement. An interesting example of ‘simultaneous discovery’, it was
developed independently at more or less the same time by different
authors, Azariadis (1975), Baily (1974) and Gordon (1974). My analysis
will be limited to Azariadis’ model as it is probably the most influential of
these three papers.

Motivations and sources of inspiration

Although implicit contracts models have a definite microeconomic char-
acter, macroeconomic issues provided the impetus for their emergence
(Azariadis 1987: 735). Azariadis wanted to vindicate the Keynesian cause
against Lucas’ criticism by putting forward a claim, which at first looked
typically Keynesian, bearing on the existence of involuntary unemploy-
ment and the disengagement of the real wage from the marginal produc-
tivity of labour. Azariadis wanted to beat Lucas on his home turf, as it were
– ‘Oh, you want optimising behaviour’, he might have said, ‘then you’ll
get it, and it will lead to a Keynesian result!’.

This endeavour arose against a twofold background, the looming
demise of the disequilibrium approach, on the one hand, and the arising
of search models around the famous Phelps’ volume, Microeconomic
Foundations of Employment and Inflation Theory (1970), on the other.
According to the disequilibrium approach, involuntary unemployment
resulted from the fact that price rigidity impeded the attainment of Wal-
rasian magnitudes. Wage rigidity was considered both an important fact of
reality and a basic tenet of Keynesian macroeconomics. Yet Keynesians
were well aware that its vindication was urgently needed. Implicit con-
tracts, it was claimed, could do the job. Search theory arose as a serious
theoretical rival to standard Keynesian theory. Its explanation relied
exclusively on frictional unemployment, leaving no space for the addi-
tional category, involuntary unemployment, that Keynes wanted to bring
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to the fore. A theory as to redundancy, of which involuntariness seemed a
natural feature, appeared as an appealing alternative to search models.

Against this background, what triggered Azariadis and his co-inventors
was the long-standing insight that the labour market cannot be put on the
same footing as the other markets. As stated by Azariadis:

The drift of the preceding arguments points to a more complex
view of the labour market than is customary in conventional short-
run analyses: in uncertainty, labour services are not auctioned off
in quite the same way fresh fruit is. Rather they are exchanged for
some implicit set of commitments, hereinafter called an implicit
labour contract, on the part of the firm to employ the owner of
those labour services for a ‘reasonable’ period of time and on
terms mutually agreed upon in advance.

(Azariadis 1975: 1185)1

In order to substantiate the idea that the labour market is different from
others, the founders of implicit contract theory took a rather roundabout
path as they drew their inspiration from an outwardly remote source,
Arrow’s insurance theory, rather than from any direct observation of the
working of real world labour markets.

One can, for analytical purposes, regard a cost-plus contract (e.g.
the government contracting for military procurement) as being
made of two contracts, one a fixed-price contract of the usual
commercial type, and one an insurance contract by which the
government agrees to reimburse the manufacturer for his unex-
pected costs.

(Arrow 1971: 136)

The central hunch of implicit contract models follows: the labour contract
ought to be viewed as bearing on a wider package than the spot determi-
nation of a wage-hours pair. On top of serving the purpose of exchanging
labour services, it comprises an insurance component. In Baily’s terms:

In deciding what wage-employment strategy to set, the firm will be
willing to reduce worker risk. By doing so, the firm is offering a
joint product, employment plus an insurance of financial inter-
mediation service.

(Baily 1974: 37)
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Azariadis’ model

Contract theory, in Azariadis’ initial format, is a one-period, partial equi-
librium model revolving around the relationship between a firm and its
labour pool. Uncertainty exists as to the level of demand faced by the
firm. To simplify, it can be assumed that two states are possible, a
favourable and an unfavourable one, corresponding to a high or a low
demand (and hence to a high or a low price). Technology being of the
standard type, two levels of marginal value product of labour exist accord-
ingly. It is assumed that the firm is risk neutral – its utility function is
linear in profits – while workers are risk averse. As a result, firms and
workers have a mutual interest in fixing a wage and employment contract
contingent on the states of the world.

A two-tier process is present. Its first stage concerns the distribution of
workers across the firms. It occurs through an auction market bearing on
contracts and giving workers a given utility level, v�. The value of the con-
tract offered plays the same role as the price in a competitive market. In
equilibrium it must be equal for all firms. It is assumed that every worker
gets an employment contract. Nobody is formally jobless. The second
process, the very subject matter of the model, bears on the contents of the
contract between a firm and its labour pool. Here, v� acts as a constraint
on the firm’s objective function. At stake is whether the wage and the
employment level – i.e. the rate of utilisation of the members of the
labour pool – will be identical or vary across the states of the world. That
is, is it optimal to have a wage equal to the marginal productivity of
labour? Is the full employment contract optimal? Azariadis defines full
employment as a state where the number of workers that the firm will put
at work (n) is equal to the size of the firm’s workforce (m), and underem-
ployment as any state where n�m.

The model is based on a series of precise assumptions that I shall not
detail, except for two crucial ones. The first is labour-time indivisibility: it
is assumed that workers are endowed with one unit of time that must be
used fully either as labour or as leisure. Second, the class of admissible
contracts is restricted in that firms can insure volatility in wage yet not
volatility in employment, i.e. provide severance payments to redundant
workers.

A twofold result is obtained. First, the firm and it workers have a mutual
interest in having the same wage across states of nature. This is Azariadis’
‘rigidity’ result. It is the straightforward consequence of their different
attitudes towards risk. As a result, the wage will be higher than the mar-
ginal value product in the unfavourable state since workers receive an
insurance benefit, and lower in the favourable state since an insurance
premium is now deducted from the marginal value product. Thus, the
employment contract is coupled with an insurance contract. To Azariadis,

I M P L I C I T  C O N T R A C T  T H E O R Y

183



this disengagement of wages from the marginal-revenue product of labour
amounts to a validation of Keynesian theory:

There is indeed among macroeconomists a shared impression
that, over a typical business cycle, average real compensation per
hour fluctuates considerably less than does the marginal revenue-
product of labour or, for that matter, the total volume of employ-
ment. One consequence is that wage and price rigidity are among
the key assumptions of Keynesian macroeconomics both in the
Hicksian IS-LM framework and in the concept of quantity-
constrained equilibrium developed by Clower and formalised by
Benassy and Drèze . . . Involuntary unemployment is for many
economists the sine qua non of modern economics.

(Azariadis 1987: 734)

Azariadis’ second result is that full employment is not necessarily optimal.
Redundancies can be in the mutual interest of the firm and the workers
in the unfavourable state of the world. They are more likely the lower the
revenue marginal productivity in the unfavourable state, the smaller
workers’ risk premium and the higher the opportunity cost of leisure.
Layoffs, which go along with a nil wage, are decided randomly. Those
who lose out in this draw are worse-off than those who are put to work.
Therefore, according to Azariadis, they must be considered involuntarily
unemployed: ‘The employed workers . . . are to be envied by their laid-off
colleagues – a situation that many economists would call “involuntary
unemployment”’ (Azariadis 1987: 734).2

So, Azariadis thought that he had provided a new impetus for the Key-
nesian cause. This new line of research also appealed to those authors
who wanted to abandon the disequilibrium approach. Grossman’s follow-
ing statement illustrates:

At that time, the observation that markets chronically failed to
clear appeared to me so obviously correct that an effort to fill the
missing link in the micro-economic foundations of the non-
market-clearing paradigm seemed to me the only defensible
research strategy. More recently, however, a theoretical innova-
tion based on the idea that labour market transactions involve
largely implicit contractual arrangements for shifting risk from
workers to employers has led to models that rationalise the
observed stickiness of measured real wage rates and explain the
alleged symptom of non-wage rationing of employment without
invoking the failure of markets to clear.

(Grossman 1979: 65)
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Misleading semantics

Two objections can be addressed to Azariadis’ model. The first is that it is
based on ad hoc assumptions. It did not take long to realise that its invol-
untary unemployment result was fragile. As soon as the assumption that
firms cannot pay indemnities to the laid-off workers is removed, they are
no longer worse-off. A mixed broader judgement eventually ensued. It was
admitted that his model had made a breakthrough for a new field of
research, contract theory, yet it was considered a failure for what con-
cerned its initial purpose of justifying Keynesian claims. As stated by
Rosen:

Contract theory neither resolves nor illuminates questions of Key-
nesian unemployment based on nominal wage and price rigid-
ities, money illusion and non-market clearing.

(Rosen 1985: 1145)

While agreeing with this criticism, I also want to add a second one, more
in keeping with the subject of my inquiry and bearing on Azariadis’ distor-
tion of the meaning of the concepts of rigidity, unemployment, involun-
tarity and full employment.

Rigidity

Implicit contract models were motivated by the aim of justifying rigidity as
existing in fixprice models. Yet, during the process of theoretical construc-
tion, a shift occurred from rigidity, understood as an impediment to the
formation of equilibrium, to a totally different object of analysis, rigidity
across states of the world. Rigidity à la Azariadis is present whenever the
optimal contract turns out to feature the same wage across the states of
the goods market. Does this mean that, to Azariadis, flexibility is present
whenever the contract comprises different wages contingent on the states
of the world? Merely raising this question shows that the shoe fits. Azari-
adis’ conception of rigidity has nothing to do with rigidity and flexibility
as understood in the earlier chapters. In no way has rigidity à la Azariadis
been an impediment to the normal working of markets. On the contrary,
it is associated with efficiency. Azariadis’ model must thus be characterised
as a flexible wage model in spite of his claims to the contrary.

Unemployment or labour hoarding?

Azariadis’ model provides a distinction between two allocative processes
bearing on jobs or contracts, on the one hand, and on labour, on the
other. The former concerns the distribution of workers across firms, the
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latter the rate of utilisation of the labour pool. The highest level of utilisa-
tion may be called ‘full utilisation’, all the others ‘labour hoarding’.
According to the assumption made about labour divisibility, a given total
labour hoarding may be obtained either by an equal or by an unequal dis-
tribution.

The problem with Azariadis’ model is then as follows. The generic
notion of employment can designate either the fact of having a job, i.e.
belonging to a peculiar labour pool, or the fact of belonging to that frac-
tion of the labour pool that is effectively put at work. These two states
should not be considered equivalent. The same is true for the unemploy-
ment notion, which can designate either joblessness or labour hoarding.
While Azariadis’ effective object of analysis is labour hoarding, his state-
ment of purpose, his meta-theoretical commentaries suggest that it is,
instead, unemployment in the joblessness sense.

Involuntarity

Keynes provided a plausible definition of involuntary unemployment – a
state where agents are unable to participate in the labour market in spite
of their readiness to work at a wage lower than the existing wage. As
pointed out in Chapter 2, a breaching of the reservation wage must be
involved. However, as seen in previous chapters, there is a gulf between
defining a phenomenon and demonstrating its existence. Except for the
wage floor factor, no theory of involuntary unemployment in the reserva-
tion wage sense has been put forward in the four decades that followed
the publication of General Theory. Azariadis’ model is the first to have suc-
ceeded in this respect, an undeniable feat.

Yet the main question to be addressed is whether any progress in the
realisation of Keynes’ programme has thereby been achieved. Keynes saw
involuntary unemployment as an non-chosen result. Beyond doubt, this
makes its insertion within neoclassical theory problematic – in short how
can one conceive of obtaining a non-chosen result from the premise that
people are free-choosers? Implicit contract theory resolves the dilemma in
an ingenious manner, thanks to the inclusion of uncertainty and the
lottery device. In the above simplified version of the theory, the
representative agent must choose between two lotteries. The first leads to
working with certainty at a given wage, whatever the prevailing state of the
world. The second results in work at a higher wage if the state of the world
is favourable yet in incurring a risk of no work and no pay, if it is
unfavourable. Azariadis demonstrates that under certain conditions it is
optimising to prefer the second lottery over the first. As a result, some
agents will find themselves out of work if the state of the world is
unfavourable. Keynes’ reservation wage criterion for involuntary unem-
ployment is met: at the going wage, the ‘unemployed’ would like to be
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working, since the wage is higher than their reservation wage. But should
they be put in the involuntary unemployment pigeonhole? No, if the
‘involuntary’ modifier is understood in its individual disequilibrium
meaning. Keynes understood involuntary unemployment as a manifesta-
tion of individual disequilibrium. This is hardly verified in Azariadis’
model. The link made implicitly by Keynes between the breaching of the
reservation wage principle and individual disequilibrium no longer holds.

Thus the meaning of involuntary unemployment is dramatically nar-
rowed. Its exclusive import is now that the involuntarily unemployed are
frustrated and envious of their employed colleagues. The connotation
that it buttresses a restriction on freedom and that the unemployed are
not responsible for their fate, is now discarded.3

Moreover, the involuntary unemployment result that Azariadis derives
is efficient. The fact that involuntary unemployment dominates full
employment in terms of agents’ utility strongly suggests that semantics
have gone astray! As noted by Bryant (1978), the letter of Keynes’ project
may be saved yet its spirit is sacrificed.

Full employment

In Chapter 2, I underlined the ambiguities surrounding the full employ-
ment notion. Azariadis’ model illustrates what happens when semantic
confusion reigns. In his model, full employment means full utilisation of
the labour force. This amounts to defining full employment as equal to
maximum employment. As pointed out above, it is quite conceivable that
full employment so understood is sub-optimal. Azariadis’ model is a case
in point. But why make a fuss about the lack of realisation of full employ-
ment if this term is understood in a trivial and uninteresting way? Azari-
adis’ semantics is misleading, because he suggests that his model supports
lack of full employment in some Keynesian sense, i.e. the non-attainment
of the optimal level of employment, while this is not the case.

Concluding remarks

When Azariadis’ model is assessed against Keynes’ programme, the follow-
ing result comes out. First, it succeeds in demonstrating the existence of
involuntary unemployment in the reservation wage sense. Yet, the indi-
vidual disequilibrium connotation is not met. Second, while Azariadis’
model was motivated by the aim of giving a foundation to wage rigidity,
upon scrutiny, it turns out that it should be considered a flexible wage
model. Thus, paradoxically enough, Keynes’ criterion of exonerating
wage rigidity is verified. In contrast, the remaining two criteria are not ful-
filled: there is no general equilibrium perspective, and no justification of
demand stimulation is offered.
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16

EFFICIENCY WAGE THEORY

Efficiency wage theory refers to different types of models that have flour-
ished since the 1980s and focus on issues of information and incentives.1

According to Akerlof and Yellen, ‘they have in common that in
equilibrium an individual firm’s production costs are reduced if it pays
a wage in excess of market clearing, and, thus, there is equilibrium 
involuntary unemployment’ (1986: 1). Different reasons, such as asym-
metric information, morale, fairness or inside power, may explain such
behaviour.

As before, my examination will be limited to the issue of the meaning
and place of the involuntary unemployment concept within this theory.2

Moreover, I will mainly be interested in a single (yet probably the most
popular) model: Shapiro and Stiglitz’s shirking model (Shapiro and
Stiglitz 1984).

The shirking model

According to Akerlof and Yellen (1986), the gist of the shirking model is
as follows:

In the simplest model, due to Shapiro-Stiglitz, workers can decide
whether to work or to shirk. Workers who shirk have some chance
of getting caught, with the penalty of being fired . . . Equilibrium
then entails unemployment. If all firms pay an identical wage and
if there is full employment, there would be no cost to shirking
and it would pay all workers, assuming that they get pleasure from
loafing on the job, to shirk. Under these circumstances, it pays
each firm to raise its wage to eliminate shirking. When all firms
do this, average wages rise and employment falls. In equilibrium,
all firms pay the same wage above market-clearing, and unemploy-
ment, which makes job losses costly, serves as a worker discipline
device. Unemployed workers cannot bid for jobs by offering to
work at lower wages. If the firm were to hire a worker at a lower
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wage, it would be in the worker’s interest to shirk on the job. The
firm knows this and the worker has no credible way of promising
to work if he is hired.

(Akerlof and Yellen 1986: 5)

In short, work is disagreeable. Left to themselves, workers will shirk
rather than exert effort. Individual workers cannot be adequately moni-
tored. As a result, to get them working requires both a carrot and a stick.
The carrot is a wage higher than the market-clearing wage. The stick is
the fear of being unemployed. To avoid shirking, the wage must be equal
or higher than a given value determined by a series of parameters.
Shapiro and Stiglitz call this the non-shirking condition.3 Labour market
equilibrium is determined by the intersection of aggregate labour
demand with the aggregate non-shirking condition rather than with the
aggregate labour supply. Figure 16.1, drawn from Shapiro and Stiglitz
(1984), illustrates.

Full employment is inconsistent with non-shirking, since workers would
fail to exert effort if it were realised. Involuntary unemployment is equal
to the horizontal distance between E and the vertical labour supply.
‘Those without jobs would be happy to work at w* or lower, but cannot
make a credible promise not to shirk at such wages’ (Shapiro and Stiglitz
1984: 438).

This model shares several features with the implicit contract model.
First, it explains involuntary unemployment as an equilibrium phen-
omenon (Shapiro and Stiglitz 1984: 433). That is, equilibrium is no
longer associated with market clearing. As stated by Stiglitz in his Nobel
lecture:
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The efficiency wage theory explained the existence of unemploy-
ment in equilibrium. It was thus clear that the notion that underlay
much of traditional competitive equilibrium analysis – that
markets had to clear – was simply not true if information was
imperfect.

(Stiglitz 2002: 464; his emphasis)

Second, like in the implicit contract model, the wage serves a twofold
function, ‘to allocate labour and to provide incentives for adequate
employee performance’ (Katz 1986: 242). Third, frustration is considered
the core element of involuntary unemployment. In Katz’s words, ‘Equilib-
rium unemployment is involuntary in this model since identical workers
are treated differently and since the unemployed strictly prefer to be
employed’ (Katz 1986: 242).

What about efficiency? As seen in Chapter 15, lack of full employment
is efficient in Azariadis’ model. In the efficiency wage model, things are
less clear. Shapiro and Stiglitz claim that ‘the equilibrium is not in general
Pareto optimal’ (1984: 439). However, this claim is true only in the special
case where the owners of the firm are the same individuals as the workers,
and ownership is equally distributed among workers – i.e. the firm is self-
managed. In this case, if profits are taxed away and wages subsidised,
employment increases, and a Pareto improvement takes place. Otherwise,
when the workers and the owners are distinct individuals, the equilibrium
level of unemployment is Pareto optimal in spite of its failing to maximise
net national product. Thus, Shapiro and Stiglitz are exaggerrating when
claiming that it is in general inefficient. But they also make another claim
related to the two fundamental theorems of welfare economics. According
to them, the standard result that the issue of distribution can be separated
from the issue of efficiency is no longer valid whenever imperfect informa-
tion enters the picture. ‘Externality-like effects are pervasive whenever
information is imperfect or market incomplete – that is always – and as a
result, markets are essentially never constrained Pareto-efficient’ (Stiglitz
2002: 478).

An assessment

The main criticism levelled against the shirking model is that alternative
mutually advantageous contracts, involving no unemployment – in
particular, posting bonds (Carmichael 1985) – can be devised.4 Another
criticism bears on its relevance for modern industrial economies. It per-
tains, the criticism runs, only to menial jobs and hence to the secondary
unskilled sector.5 In spite of these criticisms, the efficiency wage explana-
tion of involuntary unemployment has not been met with the same blunt
dismissal as the implicit contract explanation. Twenty years after its intro-
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duction, it remains alive and well, having found its place in textbooks
while being still present in research papers.6

Let me now gauge its contribution with respect to Keynes’ programme.
Its first component is the demonstration of involuntary unemployment in
the reservation wage sense. In this respect, it should be stated at once that
the shirking model succeeds in generating such a result. However, I have a
lot more to say on this matter, and will return to it shortly.

The second element of Keynes’ programme is the discharge of wage
rigidity. Keynes wanted to exonerate wage rigidity as the cause of involun-
tary unemployment. Yet we have seen that neither him nor the first genera-
tion of Keynesian economists were able to deliver on this score. How does
the efficiency wage model fare in this respect? The answer is close to what
was concluded apropos implicit contracts. In his Nobel lecture, Stiglitz
observes that ‘standard interpretations of Keynesian economics emphas-
ised the importance of wage and price rigidities, but without a convincing
explanation of how those rigidities arise’ (2002: 481). This remark suggests
that that efficiency wage model may be credited for having filled the gap.
But, if this is true, it departs from Keynes’ programme. The irony, however,
is that characterising the shirking model as a rigidity model is misleading –
as it was the case for the implicit contract model. The motivation under-
lying Shapiro and Stiglitz’s model may well have been to achieve the pro-
gramme that followed from the criticism addressed to disequilibrium
models – since these models postulated wage rigidity, the task to be
addressed is to give rigidity a foundation. Yet, motivations and end results
may diverge. We have here a case in point: the shirking model ends up
with a totally different result where market non-clearing goes hand in hand
with flexibility. The market non-clearing situation described in Shapiro
and Stiglitz’s model ought to be stamped as an equilibrium (agents have
no incentives to change their behaviour), whereas market-clearing posi-
tions would represent disequilibrium. No impediment to the attainment of
equilibrium is present. The erroneous view that the shirking model is
about real rigidity follows from, first, its motivation and, second, the mis-
taken view that only rigidity can generate market non-clearing.

The third objective in Keynes’ programme is to bring to the fore a
system failure related to the interdependency across markets. In contrast,
the concern of shirking model is a labour market flaw rather than a system
failure. Thus, Keynes was wrong when believing that involuntary unem-
ployment and an interdependency perspective were part and parcel.

In regard to the fourth element, the justification of demand stimula-
tion, the shirking model fares no better. Its policy recommendation, if
any, is taxation and subsidisation, a far cry from demand policy.

A final remark relates to my earlier discussion of the notion of
the natural rate of unemployment. In Chapter 13, I have argued that no
positive rate of unemployment is present in Friedman’s perception model.
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This criticism cannot be levelled against Shapiro and Stiglitz. Theirs is a
theory of the determination of the natural rate of unemployment. Yet it is
hardly a contribution to Keynes’ project. To serve the latter, it is necessary
for unemployment to be in excess of the natural rate. In the same line,
their theory cannot challenge Friedman’s and Lucas’ policy ineffective-
ness claims.

Meta-theoretical interpretations of the shirking model

Keynes took it for granted that involuntary unemployment was occurring
against agents’ will – they were forced into leisure. The conclusion reached
in the previous chapter is that such a characterisation is absent from the
implicit contract model. In the latter, involuntarity means frustration and
jealousy, and nothing more. I now want to assess whether the same conclu-
sion must be drawn about the shirking model.

According to the standard description of the shirking model, firms play
the active role in eliciting the efficiency wage result.7 Two aspects are
present. First, the firms are deemed to call the shots. Second, they seem to
be the villains of the piece. The efficiency wage comes into existence, the
story runs, because it is in firms’ interest. Profit maximisation then seems
to be the ultimate cause of unemployment. Firms hold the power, unilat-
erally decide to fix the wage according to the efficiency wage principle,
and impose the efficiency wage and its involuntary unemployment corol-
lary on the workers. According to Stiglitz, ‘unemployment is the discipline
device that forces workers to work hard’ (2002: 465). Lindbeck and
Snower make a similar statement:

In the efficiency-wage theories, all labour market power rests with
the firms, who make the wage and employment decisions under
asymmetric information . . . In this case, the unemployment must
be understood in terms of a conflict of interest between the firms
and the unemployed workers.

(Lindbeck and Snower 1988: 77)

Workers are rendered as passive, as victims, in the shirking model, which
gives it a left-wing tone.8 Their powerlessness is manifested by their inabil-
ity to bid down wages (and thereby gain jobs). In Stiglitz’s terms:

An unemployed worker goes to a firm and offers to work for a
wage less than it is currently paying its employees; but now the
firm rejects this offer, since it believes that were it to hire this
worker his productivity would be lower than that of current
employees, lower enough that its total labour total costs would
actually increase.

(Stiglitz 1975: 29)9
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My claim is that the above considerations belong to the domain of the
meta-theoretical comments made about the shirking model rather than to
the model itself. Moreover, they are not the only conceivable story, and
another story, lacking these connotations, is more appropriate. To make
my point, I need to delve into two issues, first, the formation of equilib-
rium and, second, the rationing scheme.

The formation of equilibrium

My starting point is the distinction between the issues of the determina-
tion and the formation of equilibrium introduced in Chapter 4. These two
aspects must be present in every model, and thus also in the shirking
model. When Shapiro and Stiglitz comment on the graph shown in Figure
16.1, and claim that point E represents the equilibrium of the model, this
claim pertains to the issue of the logical existence of equilibrium. When in
turn they state that firms are offering workers the wage rate correspond-
ing to E, they are concerned with the formation of equilibrium. Instead of
assuming, as they could have, that prices are announced by an outside
auctioneer, they state that firms are setting the wage. We are thus in a
Marshallian framework.

At this juncture, three features from the Marshallian analysis of the
formation of market-day analysis are worth recalling. First, the Marshallian
price formation process is based on a deus ex machina, perfect informa-
tion à la Marshall, which is stronger than perfect information à la Walras
and implies that agents are as knowledgeable about the data of the market
as the outside model-builder. They are supposed to know the market
supply and demand functions, and hence to be able to calculate the equi-
librium values. Second, while imperfect competition is often characterised
by the fact that agents are price-setters, the Marshallian corn market inval-
idates this view, as it combines price-setting agents and perfect competi-
tion. Third, in this context it matters little whether either suppliers or
demanders set the price. Since the members of the two groups know the
equilibrium price, no deviation favourable to the two sides of the market
will ever emerge.

The hallmark of the shirking model is imperfect information. There-
fore, it may look odd to put it under the banner of perfect information à
la Marshall. The truth is that Shapiro and Stiglitz’s is a quasi-perfect
information model. It comprises only a drop of non-information in an
ocean of perfect information. Firms’ information may well be defective for
what goes on in the workshop, yet this should not hide the tremendous
amount of information that they are supposedly holding. To wit, they
must be able to read the minds and hearts of workers, to know their pref-
erences and every element on which their decision-making process is
based. These are workers’ most private data and yet they are perfectly
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transparent to firms.10 Workers are hardly left out for what concerns
perfect information. In order to be make their optimising choices they
must be cognoscenti of all the data of the market, the probability of being
detected, the exogenous quit rate, the flows out of unemployment, the
unemployment rate.

Shapiro and Stiglitz seem to be unaware that perfect information in the
Marshallian sense underpins their entire model. The information dimen-
sion is acknowledged on only two scores. First, they note that workers hold
perfect information about job availability (1984: 433, 439). This assertion
is misleading – why emphasise this particular object of knowledge while
leaving unmentioned the fact that the domain over which workers hold
perfect information is immensely wider? Second, they note that the
information problem present in their model is that ‘firms are assumed
(quite reasonably, in our view) not to be able to monitor the activities of
their employees costlessly and perfectly’ (1984: 439). This information
imperfection may well be reasonable, yet it should not hide the less rea-
sonable high pitch of firms’ perfect information over every other domain.

Next, let me investigate the implication of the fact that firms are setting
wages. Whenever being a price-maker is associated with imperfect
competition, as it is usually the case, the characteristics of market power
and rent-capturing ensue at once. Yet, as stated above, this implication is
invalid for the Marshallian corn model. The same is true, I think, for the
shirking model. The latter is not a model of a monopsonistic firm. Its dif-
ference from the standard account lies elsewhere, in the replacement of
the traditional supply schedule by the non-shirking condition schedule.
What Shapiro and Stiglitz call the non-shirking condition is actually
workers’ supply of effective labour input, as distinct from their supply of
time to be spent on the job. In other words, the generic concept of supply
of labour needs to be separated into two distinct concepts. What they keep
calling the labour supply has actually become the maximum level of
employment, without any optimising behaviour contents, while what they
call the non-shirking condition should be considered the effective labour
schedule, expressing agents’ optimal plans. In other words, as soon as lack
of monitoring and workers’ shirking tendencies enter the picture, the
standard supply schedule ceases to play a role, and the modified supply
schedule – i.e. the non-shirking condition – takes over. Equilibrium then
consists of the intersection between the demand for labour curve and this
modified labour supply schedule.

As to the mechanism of formation of equilibrium, it is like in Marshall’s
model: firms set the wage and employment at the level corresponding to
this intersection, the constituting elements of which they are supposed to
know perfectly. The correct account of the working of Shapiro and
Stiglitz’s labour market is thus that it hinges on the foreknowledge on the
part of all transactors. The question can be raised of why workers accept
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this wage and employment level. The answer is plain: they have made the
same calculation as the firm and come to the same result about the equi-
librium values. Hence it does not matter whether it is the firm or the
workers who set the wage. The same result would be obtained by assuming
that workers do so.

The rationing scheme

Shapiro and Stiglitz have put forward what sociologists call a functionalist
explanation of involuntary unemployment. Its existence is justified by the
function it plays. But a further question arises: on whom will the burden
of unemployment fall? What, in other words, will determine that Mr A is
employed whereas Mr B is unemployed? The standard account is that

The unemployed are a rotating pool of individuals who have quit
jobs for personal reasons, who are new entrants to the labor
market, or who have been laid off by firms with decline in
demand.

(Akerlof and Yellen 1986: 5)

Yet such a statement is unsatisfactory because it is too vague and fails to
make clear the underlying allocative mechanism. The more precise expla-
nation to be found in the literature – yet not in Shapiro and Stiglitz’s
paper, for they do not consider the issue – is that this distribution occurs
through a lottery. The firm, it is stated, chooses its workers randomly from
its applicant pool, every applicant having an equal probability of employ-
ment. While most commentators have felt no need to investigate the
matter any further, it is necessary for my purpose to delve into it.

Consider the first trading round in the history of the labour market
under consideration. A lottery is established that distributes the workers
across the two employment positions. The winners get employment.
Because of the wage setting process, they will avoid shirking. The only way
they can lose their job in subsequent trading rounds is through what
Shapiro and Stiglitz call exogenous separation, i.e. for other reasons than
the detection of shirking. At each subsequent trading round, vacancies,
owing either to the need to replace the workers who left for these exoge-
nous reasons or to factors such as increases in demand, etc. will be alloc-
ated through a new lottery among the unemployed. This process will then
go on over time.11

Thus, we have to explore how the initial lottery becomes established.
That is, who has decided to resort to this precise rationing scheme instead
of any other? Is it a decision made unilaterally by firms and imposed on
workers without their assent, as the subtext of Shapiro and Stiglitz article
suggests?
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The need for the lottery institution springs from the shirking tendency.
Both firms and workers know about it and recognise it as a universal,
unfortunate yet irredeemable, feature of human nature. If everybody
were shirking, as would be the case if the wage was lower than the non-
shirking wage, nothing would be produced! It may then be conjectured
that in the face of the shirking threat, all participants in the market,
both firms and workers, come together and agree that unemployment
is the solution to the problem – all this assuming that it is impossible to
write contracts that ensure that the workers bear all the consequences of
their actions. Any conflict of interest vanishes, both firms and workers
having a common interest in checking the shirking tendency. Recall that
the only case where Pareto inefficiency is demonstrated by Shapiro and
Stiglitz is when the workers are the owners of the firm they are working
for. In this case the lottery device will certainly be a joint decision by firms
and workers. Even otherwise, it is quite plausible to have workers accept-
ing it on the grounds of their wanting to avoid the paralysis of the
economy.

In sum, Shapiro and Stiglitz’s meta-theoretical commentary proves to
be misleading. Being unemployed amounts only to suffering from bad
luck, like in the implicit contract model. No individual disequilibrium
connotation should be attached to it. Recall Stiglitz’s passage quoted
above about workers knocking at the doors of firms to underbid the wage
yet being turned down. It suggests that the unemployed have not been in
contact with the firm or other workers before and that they just happen to
come into the game late. They are, as it were, outsiders. But then, the
underlying rationing scheme must be different from the lottery device, for
example a first-arrived, first-served rule. In contrast, the formation of equi-
librium device underpinning Shapiro and Stiglitz’s model implies that all
the participants in the market are present together. Hence Stiglitz’s
comment is beside the point.

In the light of the above considerations, the spontaneous reading
of the shirking model according to which firms are responsible for
the existence of involuntary unemployment while workers are its
victims can no longer be held.12 No conflict of interest is present. The effi-
ciency wage may well be a discipline device, but then it is self-inflicted
discipline.

A radical change in perspective ensues. In the type of universe assumed
by the shirking model, involuntary unemployment should not be viewed
as a problem about which some action should be taken. Instead, it is the
solution to a problem, namely shirking and moral hazard. Unemployment
must now be viewed as a necessary evil. No idea of market failure should
be associated with its existence. If there is a failure, it is a human nature
failure of which unemployment is the solution.13

Only a few authors seem to be aware of this, most commentators having
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endorsed Shapiro and Stiglitz’s meta-theoretical interpretation without
qualms. Phelps and Kolm are among the exceptions:

There is no doubt, then, that this involuntary unemployment is
bad. It is an unfortunate side effect, or third-party effect, that the
employers in trying to guard against the shirking and quitting of
their own employees inflict on others – the workers whom they
would otherwise have employed in addition. The result is a failure
of labour markets to achieve ideal efficiency. But what as a prac-
tical matter can be done about it? What can be done to shrink the
pool of involuntarily unemployed workers – the pool that young
would-be workers must swim in until fished out by an employer –
without making employed workers (who may have swum in that
pool) and owners of firms (who may have once been unemployed
also) worse off? There is not necessarily much or anything that
can be done that would work and not harm anyone. Some things
are regrettable but are not genuine problems, because they have no
solutions!

(Phelps 1985: 421)

But above all, the theory of efficiency wages by itself leads to the
exact opposite conclusions of the one it wishes to demonstrate in
fine. The original intention was to find a base from which to
counter the ‘new classical’ assertion that the government should
not intervene (with Keynesian policies) because the labour
market is in competitive equilibrium and is thus Pareto-efficient.
The ‘efficiency wage’ does yield a labour market in disequilibrium
and involuntary unemployment. But the situation it describes is
Pareto-efficient since it corresponds to an unconstrained profit-
maximisation in the labour market by the firms choosing both
employment and wages. This theory does not justify therefore
government intervention to improve the efficiency of the
economy.

(Kolm 1990: 230)14

Beyond the shirking model

Hitherto my analysis has focused on the shirking model because it is the
best-known efficiency wage model. The conclusion reached about it is that
it succeeds in demonstrating involuntary unemployment in the reserva-
tion sense while failing for what concerns the individual disequilibrium
aspect. My next task is to investigate whether this conclusion is valid for
other types of efficiency wage models. Without engaging in a systematic
study, I will show that there exists at least one model in which the
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individual disequilibrium component is present, Dasgupta and Ray’s mal-
nutrition model (1986).15 This model returns to the initial efficiency wage
tradition where emphasis was placed on the link between nutrition and
effort. Thus, the moral hazard dimension is absent from it.

The economy described in Dasgupta and Ray’s model comprises a con-
tinuum of agents along the unit interval [0, 1], each with a landownership
label, n. The higher n, the larger the amounts of land the agent owns.
Figure 16.2, drawn from Dasgupta and Ray (1986: 1017), illustrates. All
agents ranking from 0 to n� are landless.

µ being the wage paid to an unit of labour power, define µ* as the
minimum cost of buying an efficiency unit of labour. This cost is relatively
high for landless peasants, due to the link between food intake and work
capability. Effort is a function of the food intake, the latter resulting from
a linear combination of wage income and land ownership. Landless
people cost more because their consumption is exclusively wage-financed.
That is, it is necessary to pay a landless agent above his reservation wage
because at this wage he is malnourished and hence his efficiency is low. In
contrast, the small landed peasants have access to some income from culti-
vation or rental. Hence they cost less per efficiency unit of effort than
landless labourers. The more people own land, the higher their reserva-
tion wage. Hence µ* is shaped as in Figure 16.3, also drawn from Das-
gupta and Ray, where its horizontal part coincides with what they call the
food-adequacy standard, i.e. ‘the cut-off consumption level below which a
person will be said to be undernourished’ (1986: 1017).

Let the µ� line represent the wage that is equal to the aggregate mar-
ginal product of effective labour. For workers whose cost exceeds this
wage, the demand will be nil. Consider the case where the µ� line is below
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Figure 16.2 The distribution of land in Dasgupta and Ray’s model.
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the horizontal section of the minimum cost. All persons between n1 and n2

are employed. In contrast, ‘all n-persons below n1 and above n1 are out of
the market: the former because their labour power is too expensive, the
latter because their reservation wages are too high – they are too rich’
(Dasgupta and Ray 1986: 1024).

In Dasgupta and Ray’s model, the landless people’s reservation wage is
lower than the food-adequacy standard. As a result, if the difference
between the horizontal section of µ* and the µ� line is sufficiently large,
the reservation wage criterion will be fulfilled for the landless agents. It
will also be realised for the landed small peasants who are on the left of n1.
Thus involuntary unemployment in the reservation wage sense is present.
In the shirking model individual disequilibrium was declared absent
because of the lottery rationing scheme. The latter is missing here. If
some agents are out of work, it is due to their lack of endowment. Their
responsibility is not involved. Therefore the connotation of individual dis-
equilibrium or encroachment on freedom is also present. Keynes’ aim of a
model as to involuntary unemployment embedding individual disequilib-
rium is achieved, yet in the totally different context of a subsistence
economy.

Efficiency wages and the dual labour market

Involuntary unemployment as present in implicit contract and efficiency
wage models ought to be understood in a narrow, technical meaning,
different from its common-sense meaning. Nonetheless, it is difficult to
cling to a such a narrow definition, especially when the motivation that
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Figure 16.3 Involuntary unemployment in Dasgupta and Ray’s model.
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triggered the interest for the involuntary unemployment concept was real-
world unemployment and the conviction that, in large part, it is involun-
tary in the common-sense meaning.

The definitional issue is compounded whenever more than a single
labour market is considered, a case that some efficiency wage theorists
have considered while associating their models with the dual labour
market literature. In a nutshell, the latter claims that the primary sector
has the ‘good jobs’ and the secondary the ‘bad’ ones. According to these
authors, two propositions can be formulated:

Proposition 1: certain unemployed agents must be characterised both as
involuntarily and voluntarily unemployed. The following two quotations
illustrate.

In such a world an individual could, at the same time, be both vol-
untarily and involuntarily unemployed. That is, he could have
applied for a number of jobs for which he was perfectly well quali-
fied (i.e. as qualified as the individuals who obtain the jobs) and
not obtained them, and in this sense his unemployment would be
due not to his choice but to the random selection of the market;
but at the same time, he could have chosen not to apply for a job
that he might have obtained, and in this sense he would be volun-
tarily unemployed.

(Stiglitz 1992: 54)

With a secondary sector all workers can get a job. Does that not
imply that all unemployment is voluntary? In some sense that it is
true . . . And, although it is true that every unemployed worker
might be able to get a secondary sector job (so that in one sense
there is no involuntary unemployment), it is also true that unem-
ployed workers would be more than willing to work in primary
sector jobs at prevailing wage rates. In that sense such workers are
involuntarily unemployed.

(Akerlof and Yellen 1986: 10)16

Proposition 2: an involuntarily unemployed agent can end up being
employed! In Akerlof and Yellen’s and Hahn’s words:

Dual labour markets can be explained by the assumption that the
wage-productivity nexus is important in some sectors of the
economy but not in others. For sectors where the efficiency wage
hypothesis is relevant – the primary sector – we find job rationing
and voluntary payment by firms of wages in excess of market-
clearing; in the secondary sector, where the wage-productivity
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relationship is weak or non-existent we should observe fully neo-
classical behaviour. The market for secondary sector jobs clears,
and anyone can obtain a job in this sector, although it may be at
lower pay.

(Akerlof and Yellen 1986: 3)

[Involuntary unemployment] denotes a state in which the market
wage of ‘labour’ exceeds its shadow price. In a more agreeable
context it means that there individuals for whom the expected
utility of some jobs which it is known that they can do, exceeds
their expected utility from their present position. That need not
be one of unemployment. Thus, imagine Professor Lucas dis-
missed from his post because of serious malinvestment by his uni-
versity. We find him washing up in a hamburger parlour. He is
likely to be involuntarily unemployed as an economist.

(Hahn 1983: 225)

For all their awkwardness, these two propositions make sense. However,
they gain by being recast against the distinction between rationing and
unemployment, presented in Chapter 3. Recall that rationing denoted the
outcome of a given labour market trade round, and unemployment a spe-
cific post-rationing activity. Hitherto I have abided by standard terminol-
ogy by calling ‘unemployment’ what, strictly speaking, should be termed
‘rationing’. Let me now return to the first of the above propositions in the
light of the strict terminology. A given agent, the story runs, is rationed in
the primary sector for an efficiency wage reason. While he could subse-
quently have been employed in the secondary market, this has not hap-
pened. Whether his unemployment is or not involuntary depends on the
conditions that I have analysed in Chapter 3. A necessary condition for
involuntary unemployment is that the secondary market fails to clear.
Oddly enough, this very condition is discarded by the authors quoted
above without justification. According to them, the efficiency wage factor
plays only in the primary sector. As a result, any observed unemployment
must be declared voluntary – in view of the wage that is prevailing in the
secondary market, the unemployed agents have opted for leisure (or
search) instead of labour market participation. Hence proposition 1 per-
tains to people who are first rationed and subsequently become voluntar-
ily unemployed.

The situation addressed in proposition 2 differs from the previous one
only because rationed agents are now characterised as having accepted a
job in the secondary sector. Yet, despite their employment, efficiency wage
theoreticians want to call them involuntarily unemployed in reference to
their initial rationing situation. In contrast, my taxonomy permits to recast
this proposition as describing a situation that combines rationing in the
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primary market and market clearing in the secondary market. In other
words, market rationing here results in no unemployment at all.

Propositions 1 and 2 have in common the exclusion of the possibility of
involuntary unemployment in the activity sense. This is the direct implica-
tion of the view that secondary markets always clear, thus absorbing any
labour force that has been rationed in primary markets. Efficiency wage
authors seem unaware of how much they are yielding by taking such a
stance. In effect, any ambition of explaining real-world unemployment
must be forgone since the explanatory power of efficiency wage theory is
admittedly restricted to the phenomenon of labour rationing, involuntary
unemployment in the activity sense falling out of its scope.

In the light of these remarks, it turns out that the difference between
the efficiency wage and the new classical standpoint is smaller than it first
appears. To make this point, let me confront the view of the two towering
figures of New Classicism and New Keynesianism, Lucas and Stiglitz.

In an interview by Klamer, Lucas calls Steinbeck to the rescue of his
views:

Did you ever look at Steinbeck’s book The Grapes of Wrath? It’s a
kind of protest pamphlet from the ’30s about migrant farmers in
California. There’s one passage in there that is a better anecdote
that I could have written for the kind of models I like. It illustrates
the auction characteristic of the labour market for migrant farm
workers. He writes about a hundred guys who show up at a farm
where there are only ten jobs available. The farmer will let the
wage fall until ten people are willing to work for that wage and
ninety people say ‘the hell with it’, and just go on down the road.

(Klamer 1984: 46)

Lucas’ fondness for Steinbeck’s story is not-surprising. Here is a renowned
left-wing novelist offering him on a silver platter an illustration of his own
views. Market clearing prevails in Steinbeck’s story. Those workers who say
‘the hell with it!’ are actually choosing leisure, however shocking the term
may be in this context. For his part, Stiglitz’s reaction against Lucas’ obser-
vation is outwardly vehement, suggesting that their views are poles apart:

At one level, the issue here is just a matter of semantics. It is little
different from the old story that so long as there is a competitive
labour market anywhere in the economy (grape picking in Cali-
fornia) all unemployment must be voluntary, since any individual
could have moved to California (‘purchased a job’). To us, the
fact that during the Great Depression 20 or 25 percent of the
labour force in Chicago, workers who were once gainfully
employed, were sitting idle at home, willing to work at the going
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wage in Chicago suggests a massive market failure, regardless of
whether one says that, because of their decision not to migrate to
California, they were voluntarily unemployed.

(Shapiro and Stiglitz 1985: 1215)17

However, for all Stiglitz’s strong overtones, the difference between Lucas’
standpoint and his own is small. It cannot bear on the outcome of the grape
picking market in view of Stiglitz’ acceptance that the secondary market
always clears. As stated above, in this case, the issue of voluntarity is sealed at
once; any agent who is observed as not working must be so by choice. Thus,
Stiglitz agrees with Lucas on the central point that those people who say
‘the hell with it’ are voluntarily unemployed. Both of them concur on the
non-existence of involuntary unemployment in the activity sense.

Thus, their disagreement is limited to what happened earlier on in the
primary market. In this respect, Stiglitz’s claim is that even if the welders
had remained in Chicago and were eventually observed as unemployed
after their initial rationing, they should be classified as involuntarily
unemployed in the activity sense, despite their refusal to emigrate to Cali-
fornia. Recall my earlier discussion on choice sets, and the possibility of
drawing their boundaries in a broad or in a narrow way. When a broad
definition is taken, actions such as moving down the skill-ladder or emi-
grating are considered as belonging to the choice set. So, if an agent
refuses to emigrate, he will be classified as voluntarily unemployed, no
blame being attached to this label. On the contrary, such options will be
considered as falling outside the choice set, if the choice set is defined
more narrowly. Hence an agent who refuses to emigrate or to accept an
under-skilled job could still be classified as involuntarily unemployed.
Thus, Stiglitz implicitly defends a restricted definition of an agent’s choice
set, excluding emigration from the number of acceptable solutions. This
stance is perfectly defensible. Yet, be this what it may, once these workers
have moved to California and entered in an auction market there, their
ultimate joblessness must be considered voluntary.18

A stronger difference would have emerged had Stiglitz admitted that
the efficiency wages phenomenon could also arise in the secondary
market. Assume that grape picking is the sort of activity that prompts
shirking tendencies. Wages will then be fixed at their efficiency wage value
with labour rationing ensuing. Thus, some agents will have been rationed
twice, in their normal Chicago welder market and in the secondary grape
picking market. Involuntary unemployment would become possible, even
if the choice set was defined in a broad way. Some ex-Chicago welders may
be amongst the rationed agents. If it is moreover assumed that they lack
non-wage alternatives – if they had any valid alternative, they would not
have moved to California – the conclusion can be drawn that they are
involuntarily unemployed in the activity sense.
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Concluding remarks

Both the efficiency wages and the implicit contract models have played a
pioneering role and paved the way for a thriving research programme –
contract theory on the one hand, and the information paradigm, on the
other. However, their success is mitigated on the score of what was their
initial motivation, namely their will to achieve Keynes’ programme. True,
they have succeeded in demonstrating the existence of involuntary unem-
ployment in the reservation wage sense, which is a real feat – after all, it
has taken several decades to get such a result. Yet, this is a Pyrrhic victory:
when, at last, Keynes’ aim of demonstrating involuntary unemployment is
achieved, it turns out that this realisation hardly serves the purpose that
Keynes himself had in mind!

T H E  N E W  K E Y N E S I A N  C O U N T E R - A T T A C K

204



17

INSIDER–OUTSIDER THEORY

Efficiency wage models can hardly be considered as having given a theo-
retical embodiment to ideas on the causes of unemployment that were
widespread among commentators of the economic scene. The contrary is
true for the model that will be examined in this section, the insider–
outsider model. The fact that unemployment might be caused by the
powerful position of insiders has been a recurrent theme, often associated
with the existence of unions. The merit of Lindbeck and Snower is to have
translated such an opinion into a theoretical model while at the same time
driving a wedge between the insider–outsider phenomenon and the pres-
ence of unions.1 Contrary to the authors examined in previous chapters,
they do not claim a Keynesian lineage, so that, strictly speaking, their work
should not be included within the New Keynesian tradition. Yet, it will
seen that important affinities exist between their models and those I have
studied in the previous two chapters.

The point that I want to make about Lindbeck and Snower’s theory
relates to the appropriateness of their definition of involuntary unemploy-
ment. At first, it is engaging – in particular because it incorporates the
limited choice set aspect that I discussed in Chapter 3 – yet, upon scrutiny,
it leads to an absurd situation where some agents need to be classified as
involuntarily unemployed in spite of their having a job!

The basic idea underlying the insider–outsider theory is that the source
of unemployment lies in the phenomenon of labour turnover costs (Lind-
beck and Snower 1988: 72). Two types of these need to be separated, ‘pro-
duction-related’ and ‘rent-related’ turnover costs. The former relate to
technical differences in the costs of employment between insiders and
entrants. For example, the hiring, screening and training of new recruits
is costly. The second follow from insiders’ ability to capture a rent. For
example, they can get severance payments, they can refuse to cooperate
with insiders or they can harass them, to the effect that their productivity
is lowered.

In the insider–outsider model, the workforce is sub-divided into two
categories: the incumbents or insiders and the non-incumbents or
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outsiders. Insiders are active in the wage setting process. According to the
context, they will remain insiders or lose their employment. Outsiders are
passive or voiceless, to borrow Hirschman’s term. At the end of the wage
setting process, they will either become entrants or remain outsiders.2

Insiders are the villains of the piece. They are able to capture some rent
from the firm, forcing their wage above the reservation wage level before
it becomes profitable for the firm to replace them. The outsiders’ exclu-
sion from participation in the labour market ensues.

The crucial assumption [of insider–outsider] is that it is costly to
exchange a firm’s current, full-fledged employees (the insiders)
for unemployed workers (the outsiders), and that the rent associ-
ated with this turnover cost can be tapped by the insiders in the
process of wage negotiation . . . Accordingly, involuntary unem-
ployment arises out of a conflict of interest between the insiders
and the outsiders.

(Lindbeck and Snower 1988: 77)

Lindbeck and Snower’s is not a pure market power theory. While it com-
prises some market power, prompting rent-related turnover costs, this
power is grafted onto objective differences in the costs of employment
between insiders and outsiders, the production-related turnover costs.
Moreover, they are keen to insists that their theory stands up indepen-
dently from the existence of unions. Actually, the latter are absent from
their main models.

Lindbeck and Snower’s richest model is the cooperation–harassment
model (Lindbeck and Snower 1988, Chapter 5). However, the point I am
interested in can be made in reference to their simpler hiring–firing
model. The latter will therefore be my main object of analysis.

The hiring–firing model

In the hiring-firing model, it is assumed that hiring costs, such as search,
screening and training are production-related, whereas firing costs – for
example, job security legislation or severance pay – are rent-related.3 On
account of these differentiated turnover costs, a distinction ought to be
drawn between two demand functions, one for insiders, the other for
entrants. The demand for insiders is determined as the marginal product
of labour plus the marginal cost of firing labour, the demand for outsiders
is equal to the marginal product of labour minus the marginal cost of
hiring workers (Lindbeck 1993: 39).

The first step in Lindbeck and Snower’s reasoning is to draw a distinc-
tion between three alternative occurrences, which they call the retention,
the hiring and the firing scenarios. The first designates the case where it
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is in the firm’s interest to keep all its incumbent workforce without
hiring new recruits, the second the case where the firm will expand its
workforce, the third when it will fire a fraction of its workforce. The
hiring scenario is associated with a small incumbent workforce, the
firing scenario with a large one, and the retention scenario with an inter-
mediate one. The benchmarks between these scenarios are determined
by intersections of the two labour demand functions with the reservation
wage, supposedly identical for insiders and outsiders. Figure 17.1
illustrates.

There exists a lower bond (m), set at the intersection of the demand for
entrant labour schedule with the reservation wage and an upper bound
(m�), set at the intersection of the demand for insider labour schedule with
the reservation wage. The hiring scenario refers to a case where the
incumbent workforce (m) is small with respect to demand, i.e. when
m � m (for example, m1 in Figure 17.1). The retention scenario prevails
whenever m�m�m� (for example, m2), the firing scenario whenever
m�m� (for example, m3).

Equilibrium values are supposed to be formed in two steps. First, the
nominal wage is fixed by the insiders in an ‘individualistic’ way (Lindbeck
and Snower 1988: 69). Each insider sets his wage as high as possible, con-
sistent with his continued employment. Production and employment
decisions are made by the firm in a second stage, taking the nominal wage
as given. The insiders’ opportunity of capturing a rent will vary according
to the scenario that is prevailing. The underlying general principle is that
‘the insider wage is the smaller of the insider marginal product (net of
firing costs) and the sum of the entrant wage and the marginal turnover
costs’ (Lindbeck and Snower 1988: 69). That is:
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Figure 17.1 The hiring–firing model.
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w*
I �min [(f(m)�F), (R�F�H)], where the asterisk indicates the

equilibrium value, w*
I is insiders’ equilibrium wage, f'(m) is the

marginal product of labour, F the marginal firing cost, R the
reservation wage and H the marginal hiring cost.

In the hiring scenario, when the incumbent work force is small (m1 in
Figure 17.1), insiders’ equilibrium values are:

w*
I 1 �R � F�H,

w*
E �R [where wE is entrants’ wage],

L*
I �m1 [where LI is the number of insiders who remain employed],

L*
E �m – m1 [where LE is the number of outsiders who are hired].

In the retention scenario, where the incumbent workforce is intermediate,
i.e. m2 in Figure 17.1, insiders will set the wage at the point of the insiders’
demand function corresponding to the incumbent workforce. The smaller
the incumbent workforce (within the range m – m�) the higher the insid-
ers’ wage.

w*
I 2 � f '(m2),

L*
I �m2,

L*
E �0.

Finally, in the firing scenario, where the incumbent workforce is large (m3

in Figure 17.1), the insiders are unable to capture any rent and fix the
wage at the competitive level, at which point they are actually indifferent
to being either employed or unemployed.4 Still, some incumbents are
fired. A fortiori, no outsider is hired.

w*
I3 �R,

L*
I �m�

L*
E �0.

Lindbeck and Snower’s definition of involuntary
unemployment

Contrary to other authors, Lindbeck and Snower cannot be accused of
eschewing conceptual and definitional issues. Here is their definition of
involuntary unemployment:

At prevailing current wages and future expected wages, some
workers are unsuccessful in finding jobs because, at no fault of
their own, they face a more limited choice set between work and
leisure than employed workers, even if the wage demands of the
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former are adjusted for productivity differences, including
unavoidable (production-related) resource costs in connection
with hiring and firing of workers.

(Lindbeck 1993: 47–48)

It must be noted that this definition does not coincide with the reserva-
tion wage definition. Looking at the retention and firing scenarios as
depicted in Figure 17.1, the wage which the firm is able to pay to entrants
(in the hiring scenario, outsiders are hired up to the intersection between
the demand for outsiders and the reservation wage) is lower than the
reservation wage.5 Moreover, Lindbeck and Snower characterise involun-
tary unemployment in two intertwined ways, first by noting that it is a
matter of outsiders enjoying a more limited choice set than insiders, and,
second, by stating that it constitutes a phenomenon of discrimination, the
existence of which hinges on the passing of a threshold. The limited
choice set idea is appealing. As argued in Chapter 3, it can play an import-
ant role in the analysis of post-rationing trajectories. The problem with
Lindbeck and Snower in this respect is that, for all their recurrent refer-
ences to it, they hardly elucidate its meaning. For example, they write on
p. 7 that ‘the outsiders have a smaller choice set – in terms of wages
received and productive services offered – than the insiders’, but then
what does the expression ‘in terms of wages received and productive ser-
vices offered’ exactly mean? Does the limited choice set idea convey some-
thing more than the discrimination idea? Put bluntly, my impression is
that it belongs to Lindbeck and Snower’s meta-theoretical discourse while
playing no effective role in their model. As to the latter, its central tenet is
the idea of discrimination, the existence of which hinges whether a
precise threshold is passed.

Whenever this wage differential exceeds the insider–outsider pro-
ductivity differential minus the production related turnover cost,
there is unemployment, which we have argued may be charac-
terised as ‘involuntary’ in a well defined sense.

(Lindbeck and Snower 1998: 75)

Envy is central to involuntarity à la Lindbeck-Snower is envy. Outsiders are
not envious of insiders as long as the differential between the insiders’
wage and their reservation wage encompasses only production-related
costs (and productivity differences in more complicated models). Envy
arises when this differential is larger because it includes a rent-related
element. It can then be concluded that, to them, envy and involuntary
unemployment amount to the same, what brings them close to the frustra-
tion aspect characterising implicit contract and efficiency wage models.
In reference to the simple hiring–firing model, where no difference in
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productivity between insiders and entrants is present, the envy threshold is
passed whenever w*

I �R�H. This condition in turn hinges on the size of
the incumbent workforce. The latter ought to be relatively small. More
precisely, the threshold is passed as soon as m � ~m, where ~m is the incum-
bent work force size prompting insiders to fix a wage equal to ~w I. Thus,
outsiders will be envious of insiders only if w*

I � ~wI . In contrast, if m � ~m ,
the outsiders have no reason to envy the insiders. According to Lindbeck
and Snower’s definition, they ought to be considered as voluntarily unem-
ployed.

Lindbeck and Snower do not use the envy threshold term. Rather they
call it the ‘involuntary unemployment constraint’ (1998: 102 ff.). More-
over and oddly enough, this constraint is made explicit only in their
cooperation–harassment model. It should however be introduced in the
hiring–firing model as well because otherwise no way of sorting out volun-
tary from involuntary unemployment exists.

Finally, it should be noted that, while Lindbeck and Snower’s definition
of involuntary unemployment fails to incorporate the reservation wage
aspect that was present in Keynes, it takes up Keynes’ lack of freedom
dimension, with its connotation of exclusion, discrimination and injustice:

By no fault of their own, outsiders are exposed to social discrimi-
nation as compared to those who already have a job, and there-
fore they have a smaller choice set than incumbent workers, in
addition to what can be explained by differences in intrinsic pro-
ductivity . . . This notion of the involuntariness of unemployment
in the insider–outsider theory probably captures what laypeople
consider to be its most distinguished feature: The social injustice
of being unemployed due to the discriminatory job rationing asso-
ciated with the unequal opportunities caused by social factors
rather than by intrinsic differences between individuals.

(Lindbeck 1993: 50)

Beyond doubt, these views are appealing. What Lindbeck and Snower are
pointing at is exactly what the succession of authors who ventured into
demonstrating involuntary unemployment had in mind. The question is
whether their model delivers on such a claim.

The existence of involuntary unemployment

The possibility of involuntary unemployment à la Lindbeck and Snower
varies according to the prevailing scenario. Let me start with the retention
scenario, where any new hiring is absent. Here, the unemployed and the
outsiders group coincide. However, involuntary unemployment is not
necessarily present. Its existence depends on the size of the incumbent
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workforce relative to the envy threshold. For example, in Figure 17.1 with
incumbents numbering m2, the unemployed are voluntarily unemployed
since m2 � m̃.

Consider now the firing scenario. Here, the envy threshold is never
passed. Though unemployment is more important in this scenario than in
the other two, it ought to be considered as voluntary unemployment.
Fired incumbents are no worse-off than those who keep their jobs. Out-
siders have no reason to envy insiders, as the latter are unable to capture
any rent. In fact, the employed and the unemployed are on the same
footing, as they all get their reservation wage. 

Turning to the hiring scenario, a distinction ought to be drawn
between two categories of employed workers, the insiders (m1) and the
entrants (m � m1). They do not receive the same wage. While insiders’
wage is equal to the total turnover costs, entrants’ wage equals their reser-
vation wage. In Figure 17.1, w*

I 1 � R � F � H. In this scenario, the envy
threshold (w̃I � R � H) is always passed. Surprisingly enough, however,
the entrants are not better off than those outsiders who remain unem-
ployed, as both of them gain their reservation wage.

We now witness the odd situation where, in spite of their opposite
employment status, entrants and non-hired outsiders must be ranked in
the same involuntary unemployment category, according to Lindbeck and
Snower’s criterion for the latter.

By now the oddity of Lindbeck and Snower’s stance should become
clear. In their view, passing the envy threshold is a sufficient condition for
involuntary unemployment. The employment status does not need to be
considered. Put differently, unemployment is not a necessary condition
for involuntary unemployment. As a result, the set of the involuntarily
unemployed people may be larger than that of the unemployed! At the
limit, it may be imagined that all outsiders become entrants (if NE �
m – m1, where NE is the total number of outsiders), to the effect that full
employment and involuntary unemployment à la Lindbeck and Snower
would co-exist.

Lindbeck and Snower cannot be accused of being unaware of the exist-
ence of such an odd case of ‘employed involuntarily unemployed’ agents.
In their cooperation–harassment model, they coin the term ‘job discrimi-
nation’ to designate it (Lindbeck and Snower 1988: 107). However, they
mention it in passing, as if it was an unimportant curiosium. After all, it
arises only in one of their three scenarios and then it affects barely a frac-
tion of the outsiders. Hence, they could argue, there is no point making a
fuss about it. I totally disagree with this standpoint. The conclusion drawn
in the hiring scenario has implications for the retention scenario – the
only other one which matters since unemployment is voluntary in the
firing scenario. True, the retention scenario features involuntary unem-
ployment both in the envy and joblessness meanings. Yet, the combination
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of the two criteria, it now turns out, is just a coincidence. In particular,
frustration is not caused by unemployment, since the outsiders’ frustra-
tion would not disappear were they getting a job (assuming for example
that an increase in demand for labour triggers a shift from the retention
to the hiring scenario).

The lesson to be drawn is that the real subject-matter of Lindbeck and
Snower’s investigation is not what they claim, unemployment or people’s
failure to find a job. More rightly, they study the issue of the conditions
under which members of an unprivileged group will effectively become
jealous of those of a privileged group. This, it turns out, never hinges on
the employment status per se. In still other words, if the criterion they use
for assessing the existence of what they call ‘involuntary unemployment’
generates cases of either ‘job discrimination’ or ‘jobless discrimination’, it
is misleading to state that joblessness is the specific subject-matter of their
analysis. Discrimination is the subject-matter.

A discrepancy exists between what I believe is Lindbeck and Snower’s
real definition of involuntary unemployment and the several definitions of
it they give in their essays. One of them has been given above, but similar
ones abound in their book. In these definitions, the discrimination and
the jobless characteristics are always mixed, which inevitably induces the
reader to think that, to them, involuntary unemployment means jobless-
ness and its ensuing frustration while actually it exclusively means frustra-
tion. Let me give two examples.

Their [outsiders] unemployment is ‘involuntary’ in the sense that
they would like to be in the ‘shoes’ of the current insiders but are
unable to find jobs on account of the discrimination they face in
the labour market.

(Lindbeck and Snower 1988: 7)

This proposition would be better if rephrased as: ‘Their unemployment is
“involuntary” in the sense that they would like to be in the “shoes” of the
current insiders, point blank, this being the case whether or not they have
got a job’. Now consider this other statement:

According to our definition, workers are involuntarily unem-
ployed when they are unable to find work on the same terms as
insiders.

(Lindbeck and Snower 1988: 8)

Where should the emphasis be put? On ‘finding work’ or on ‘the same
terms’? The statement suggests that what is central for being involuntarily
unemployed is the inability to get a job – and indeed, this is what one
should expect – yet this is not what ensues from their threshold definition
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of involuntary unemployment. According to the latter, people can be invol-
untarily unemployed even if they have found a job as long as discrimination
is present (and whenever entrants will be hired, terms will be discrimina-
tory).

Underlying Lindbeck and Snower’s awkward classification, we have an
interesting case of backfiring, a subtle and only half-acknowledged shift in
theoretical explanandum. Whereas their initial intention must certainly
have been to study unemployment, they have ended up tackling a differ-
ent subject-matter, namely the issue of envy. A sharp contrast then
emerges between the use of the involuntary unemployment concept in
efficiency wage and insider–outsider models (besides the difference about
breaching the reservation wage). Whereas, in the former, frustration is the
result of unemployment – to the effect that they disappear concomitantly
– in the latter theory, it becomes an autonomous feature, liable to exist on
its own, i.e. without unemployment. This is why Lindbeck and Snower’s
view recalls an image of Lewis Carroll’s Cheshire Cat. We may have the
grin (frustration) without the cat (unemployment)!
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18

COORDINATION FAILURE
MODELS

The primary aim of the models studied in the three previous chapters
was to rehabilitate the involuntary unemployment concept after Lucas’
blunt attack against it. To this end, the authors adopted a partial equi-
librium framework. Coordination models, the subject-matter of the
present chapter, take a different route. Returning to a general equilib-
rium perspective, they aim at highlighting cases where the economy is
stuck in an inefficient equilibrium, their main thrust being the idea of
multiple equilibria. Dominated underemployment comes to the fore-
front. As far as involuntary unemployment in the reservation wage
meaning is concerned, while a few models still purport to demonstrate
it, most have, to all intents and purposes, foregone it. The gain from
such a renunciation is that the other elements of Keynes’ programme,
which the earlier New Keynesian models were unable to cover, now
receive pride of place. My analysis of coordination failures will be
limited to three articles that I have selected for their representativeness
and seminal character: Diamond ([1982] 1991), Howitt (1985) and
Roberts (1987).1

Diamond’s search equilibrium model

Description of the model

The parable underpinning Diamond’s model runs as follows:

It is common in theoretical economics to use a tropical island
metaphor to describe the working of a model. The island
described here has many individuals, not one. When employed,
they stroll along the beach examining palm trees. Some trees have
coconuts. All bunches have the same number of nuts but differ in
the height above the ground. Having spotted a bunch, the indi-
vidual decides whether to climb the tree. There is a taboo against
eating nuts one has picked oneself. Having climbed a tree, the
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worker goes searching for a trade – nuts for nuts – which will
result in consumption.

(Diamond [1982] 1991: 42)2

The economy comprises only self-employed agents. They fall into two
classes. Either they are searching for a productive activity, i.e. for a tree
that is worth climbing, or they are looking for a trading partner after
having found a suitable tree. Agents who are searching for a production
opportunity are called the ‘unemployed’, those who are searching for a
trading opportunity, the ‘employed’ ([1982] 1991: 33). Every coconut tree
bears the same number of coconuts yet trees vary in terms of the effort
needed to reach and pick up the coconuts. The arrival of production
possibilities is stochastic. The effort must be below some threshold per-
taining to the individual willingness to act on production opportunities
(the cut-off cost c*). Once agents are in possession of coconuts, they must
find somebody also in possession of coconuts with whom they can trade.3

This is the second searching process. When it is over, trade takes place on
a one-for-one basis, and the good is consumed.

Diamond’s central assumption is that the arrival rate of trading part-
ners is a strictly increasing function of the  level of activity, i.e. the number
of agents holding coconuts to trade. Thus, trade technology exhibits
increasing returns to scale: an increase in the level of activity makes trade
easier.

The time derivative of the employment rate satisfies:

ė �a(1� e) G(c*)� eb(e)

where e is the level of activity, a the arrival rate of production
possibilities, (1� e) is the unemployment rate, G the distribution
of costs and b the arrival rate of trading partners.

The first element of the right-hand expression is the rate of inflow in trad-
able goods, the second the rate of outflow, i.e. the decrease in the stock of
inventories.

As illustrated in Figure 18.1, drawn from Diamond (1982), the steady-
state employment rate, ė �0, is an upward sloping function of b, ‘since a
greater willingness to invest goes with a greater number of traders if the
flows into and out of inventories are to match’ (Diamond 1984: 11). It
starts from a positive lower bound of possible production costs, c, and is
bounded above by the employment level reached if all production
opportunities are accepted.

The next step in Diamond’s analysis is to consider the determination of
c*, the cut-off cost. Individuals, who are supposed to know a and b, choose
c* to maximise their expected lifetime utility. c* is shown to be a positive
concave function of e, starting from the origin.
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As Figure 18.1 shows, Diamond’s model features multiple Pareto-
rankable equilibria:

As long as the economy has an equilibrium with a positive level of
production, it will have multiple equilibria . . . Thus, I have
demonstrated that an active economy with this trading technology
has multiple equilibria.

(Diamond 1984: 17)

After a shock, the economy can get stuck in a ‘wrong’ steady state equilib-
rium, even if the shock has gone away. Thus the way is paved for exoge-
nous interventions.

With multiple equilibria there is an important potential role for
government. The government can attempt to influence beliefs by
suggesting that there is nothing to fear but fear itself. More import-
ant, the government can take fiscal action to increase aggregate
demand and so launch the economy on the optimistic path. In this
way we can model pump-priming while being completely consisted
with individual maximisation and rational expectations.

(Diamond 1984: 26)

An assessment

Diamond uses the ‘employed’ and ‘unemployed’ terms in a particular way.
As stated, to him, somebody is unemployed whenever he is searching for a
production opportunity, while an employed person is somebody who is

T H E  N E W  K E Y N E S I A N  C O U N T E R - A T T A C K

216

Figure 18.1 Underemployment in Diamond’s search model.
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searching for a trading opportunity. My own definition is narrower.
According to it, an agent is unemployed if he is attempting to participate
in the labour market. Although there is something in common between
the self-employed person who happens to be without clients and the
jobless person, I believe that they should be viewed as belonging to dis-
tinct types of activities. In other words, without the existence of a labour
market, the unemployment notion is irrelevant.5 As a result, the involun-
tary unemployment concept in its reservation wage definition makes no
sense in Diamond’s model. Hence, the first point of Keynes’ programme
is not met. In reference to my Chapter 2 taxonomy, I would rather charac-
terise his model as pertaining to dominated underemployment.

In contrast, Diamond’s model wins the day as far as the other three
items on Keynes’ agenda are concerned. First, it exhibits a system failure.
Second, demand activation is the proper policy to be undertaken to coun-
teract this. Third and finally, wage rigidity is discharged from any respons-
ibility in the underemployment phenomenon.

Howitt’s transaction costs model

Howitt has been more keen than other authors to draw a connection
between modern models and Keynes’ own conceptions – probably
because of his close link to Clower and Leijonhufvud.6 One of his strong
beliefs about the Keynesian programme is that fixed prices should have no
place within it. Keynesian economists, he argues, ought to be criticised for
their failure to follow suit with this principle.

Keynes was a great success in many respects. But in his main
objective, that of freeing the theoretical explanation of unemploy-
ment from depending upon sticky wages and prices, he was a
failure. The Keynesian revolution soon settled on the conclusion
that Keynes’s system made sense, and resulted in unemployment,
only under the assumption of a sticky money wage rate.

(Howitt 1990: 7)7

As seen, Keynes himself proved unable to dispense with wage rigidity.
Therefore any theoretical development that might succeed in this enter-
prise should be warmly welcomed. According to Howitt, getting rid of the
standard claim ‘that people are unemployed because they are asking too
much’ is what coordination failures models have contributed.

Howitt’s model

Howitt’s model (1985) has a twofold lineage – first, the disequilibrium
tradition and, second, Diamond’s model. From the former, Howitt retains
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the presence of quantity signals, while abandoning its fixprice feature.
From Diamond, he borrows the trade externality idea.

The auctioneer is present in Howitt’s model yet he exerts only his price
announcing function without arranging trade. Agents have to find traders
in a costly way, i.e. they must use resources in order to execute transac-
tions. Firms have to use up a fraction of the produced good to this end,
households a fraction of their time. The thrust of Howitt’s model is that
the per unit cost of selling decreases with the quantity traded. Hence the
‘thin-market externality’: the thinner the market, the higher the transac-
tion cost, and vice versa. The existence of these costs changes agents’
decision-making process, as they need to be alert to quantity signals.
Hence, the demand for labour is a function not only of the real wage but
also of the quantity of labour traded, the same being true for labour
supply.

An increase in aggregate demand for output raises the demand
for labour even with no change in the real wage, not because it
raises the maximum amount a firm can sell, but because it makes
any given amount of output easier to sell.

(Howitt 1985: 93–94)

To Howitt, labour trading costs is a sort of unproductive labour, to use
classical economists’ parlance. This unproductive labour is ‘unemploy-
ment’.

I shall interpret unemployment as labour services used up in the
selling of labour services . . . The rate of unemployment is the
fraction of all labour services used in selling labour.

(Howitt 1985: 93)

Increases in trade reduce the unit selling cost. More precisely, there are
two markets, labour (n) and output (y). Call s the total sale effort per
capita (of either a firm or a household), sy the total sale effort per firm
and sn total sale effort per worker. Call y

_
total output, n

_
total labour

traded, s
_

the aggregate total sale effort, s
_

y firms’ total sale effort and s
_

n

workers’ total sale effort. The unitary sale effort per firm is 	, the unitary
sale effort per worker is 
. Howitt’s claim is that 	 and 
 are a function
respectively of y

_
and n

_
, with 	�(y

_
)�0 and 
�(n

_
)�0.

The eventual effect of such transaction costs is that equilibrium will not
generally be unique.

[Without externalities] equilibrium would be unique because the
assumptions of declining marginal product and rising marginal
disutility of labour would guarantee that the demand price was
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decreasing and the supply price increasing in n . . . But with exter-
nality, D [the demand for labour] can be upward sloping because as
employment increases, the unit cost of selling output decreases,
which tends to increase the demand price. Likewise, S [the supply of
labour] can be downwards sloping because as employment
increases, the unit cost of selling labour decreases which tends to
lower the supply price. These effects of externalities make it possible
for D and S to intersect more than once in non-pathological cases.

(Howitt 1985: 95–96)

Figure 18.2 below, drawn from Howitt (1985: 95), illustrates.
The welfare implication of multiple equilibria is that households’ utility

will be greater whenever employment is greater. This result, Howitt
claims, must be interpreted as a case of involuntary unemployment, the
latter being equal to the fraction of labour services used up in the selling
of labour services.

There is a sense in which at least some of the unemployment in a
low-level equilibrium (nL in Figure 18.2) fits Patinkin’s criterion of
involuntariness. For, in this equilibrium, the transaction-cost con-
straint could be regarded as ‘unusually severe’. In order to sell nL

units of labour, the household is required to spend the amount 
nL
(nL) in unemployment instead of the smaller amount nL
(nH)
that would be required to sell that much if the economy were at
its high-level equilibrium. Thus, the amount nL(
(nL)�
(nH))
might be regarded as involuntary.

(Howitt 1985: 98)
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Figure 18.2 Underemployment in Howitt’s model.
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An assessment

In discussing Diamond’s model, I have argued that it cannot be con-
sidered having unemployment as its proper object because it comprises
no labour market. Although the labour market is present in Howitt’s
model, I still find it inappropriate to characterise it as having demon-
strated unemployment. What Howitt calls unemployment does not fit
what I consider to be its appropriate definition. In his model there is
market clearing, everybody who wants to work is working, and the loss
in employment is equally distributed across agents. Thus, like Diamond’s
model, its real object of analysis is dominated underemployment. Since
unemployment is absent, the ‘involuntary’ modifier is disqualified as 
well.

Howitt asserts that he is just borrowing Patinkin’s definition of involun-
tary unemployment, yet this claim is unconvincing. In Chapter XIII of
Money, Interest and Prices, Patinkin states that any element of involuntari-
ness which may be present must result from a confrontation between ideal
circumstances, taken as the norm, and some given circumstances. Such a
statement is too general, yet, fortunately enough, Patinkin makes it clearer
by asserting that the norm consists of being on the supply or demand
curves, while the deviation from it amounts to being off these curves. It is
then quite logical to see Patinkin’s earlier statement as just an introduc-
tion to his narrow definition. Howitt on the contrary, views Patinkin’s
introductory remark as forming a definition on its own, therefore stating
that by ‘involuntary’ Patinkin meant ‘chosen subject to an unusually
severe constraint’ (1965: 98). Thereby he leaves in the shadow the fact
that his model features no involuntary unemployment against Patinkin’s
criterion of being off the supply curve.

Howitt is a good example of modern Keynesian economists’ ambiguous
stance with respect to involuntary unemployment. On the one hand, as
just seen, he claims to have demonstrated it – although, it seems to me, at
the price of a semantic twist. On the other hand, in another essay we find
him stating that the voluntary/involuntary unemployment distinction is of
little interest.

The above discussion suggests that the distinction between volun-
tary and involuntary behaviour is not a useful one for macro-
economic theory. The misery of unemployment is as great if it is
voluntary or involuntary, the behaviour of the unemployed does
not depend upon whether they quit or were fired, and the reac-
tion of a firm to an accumulation of inventories does not depend
upon whether the accumulation was voluntary or whether it is a
result of voluntary speculation.

(Howitt 1990: 31)
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Howitt is on firmer ground for what concerns the other elements of
Keynes’ programme. First, his result belongs to the system failure type.
Any demand boast will result in decreasing the unitary transaction cost.
Hence agents’ welfare will be improved. Moreover, no objection should
be levelled against Howitt’s claim that price rigidity plays no part in his
model.

Roberts’ coordination failures model

As seen, authors like Clower, Leijonfvud and Benassy had realised that the
trade organisation assumption, i.e. in the auctioneer hypothesis, consti-
tuted the decisive obstacle to introducing market rationing in Walrasian
or neo-Walrasian theory. The difficulty, however, was how to opera-
tionalise this insight that one should dispose of it. Roberts’ model (1987)
marks an important progress in this respect.

According to Roberts, his model formally captures Clower’s idea of self-
confirming conjectures. He also claims to be heir to authors such as
Barro-Grossman, Drèze and Benassy in emphasising perceived quantity
constraints as well as the idea that demand constrains employment. Yet
the fixprice assumption is disposed with.

The following two quotations bring home the gist of Roberts’ model:

Equilibrium with full employment exists, with all agents transact-
ing their Walrasian quantities. Simultaneously there are also equi-
libria at the same prices and wages in which markets fail to clear.
In particular, some price-taking and wage-taking workers are
rationed in their labour market transactions and are unable to sell
as much of their labour as they desire at the given wage. This
involuntary unemployment arises despite the model’s incorporat-
ing markets for all commodities . . . and in equilibrium no such
agent finds it worthwhile, for example, to reduce wages in the
face of involuntary unemployment.

(Roberts 1987: 856)

The economy and institutions together define a game in extensive
form. We then examine the subgame perfect equilibria of the
game. These have the crucial property indicated above that equi-
librium in this strong sense does not imply market clearing.
Subgame perfection implies that consumers are price-takers.
However, they may be subject to quantity rationing and thus be
unable to buy and sell their Walrasian utility-maximising quanti-
ties at a given vector of prices. This rationing arises because other
consumers’ output orders are inadequate to justify firms hiring
the Walrasian input quantities, even if they are offered, or
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because others’ input supply offers will not allow firms to meet
the Walrasian demands.

(Roberts 1989: 149)

Roberts’ claim is stronger than Howitt’s since he is unambiguously striving
at demonstrating involuntary unemployment in its reservation wage defin-
ition where ‘workers facing given prices and wages are off their supply
curves in equilibrium’ (Roberts 1987: 858). Coming after decades of fail-
ures, such a result, if vindicated, cannot but be good news for the Keyne-
sian camp.

In line with the conclusion reached in Chapter 4, the possibility of such
a result stems from the radically non-Walrasian trade technology adopted:
‘the key is in the modelling of the processes determining prices and indi-
vidual transactions’ (1987: 856). Roberts assumes a separation and special-
isation in production and consumption. There are two types of producers
(A and B), two types of worker-consumers (J and K), two types of labour (r
and s) and two flows of goods (x and y). In total the economy comprises
five commodities, money (m), which is non-produced, being the fifth. The
model is based on a generalised absence of a ‘Ford effect’. No worker can
supply inputs to a producer from whom he might buy outputs. Symmetri-
cally, a worker buys output only from the type of producer to whom he
supplies no labour. As shown in Figure 18.3, the J’s can supply input only
to A’s while they can purchase output only from B.

All agents are endowed with money. Only producers have the technical
knowledge to produce goods. Labour is the only factor of production.
Returns to scale are constant. The input–output coefficient is set at unity.
Production is made to order. No inventories are present. Prices and wages
are flexible, in that each producer may set the price and wage it controls
at any level it wishes.

A more formal account is as follows. Producers of type A care only
about money, i.e. VA � (m, r, s, x, y) � UA(m). Their endowment is 
eA � (m�A, 0, 0, 0, 0). Producers of type B care only about money, i.e. VB

� (m, r, s, x, y) � UB(m). Their endowment is eB � (m�B, 0, 0, 0, 0). Workers
of type J care about m, r and y, i.e., VJ � (m, r, s, x, y) � UJ(m, r, y). Their
endowment is eJ � (m�J, r�J, 0, 0, 0). Finally, workers of type K care about m,
s and x, i.e. VK � (m, r, s, x, y) � UK(m, s, x). Their endowment is eK �
(m�K 0, s�K, 0, 0).

There are n agents of each type. Assume that n�2. The production
functions are: x� fA(r)� r and y� fB(s)� s.
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Three stages in the formation of equilibrium prices and quantities are
separated:

Stage 1: price announcements by producers

A producers announce p1
x, p2

x and w1
r, w2

r , B producers announce p1
y, p2

y and
w1

s, w2
s, where the subscript identifies the producer.

Stage 2: workers react by making a trading proposal

Each J worker proposes simultaneously r1
J, r 2

J, subject to r 1
J � r 2

J � r�J, and y1
J,

y2
J, subject to mJ �p1

y y1
j �p2

y y2
j � m�J �w1

r r1
j �w2

r r 2
j . Each K worker proposes

simultaneously s1
k s2

K, subject to s1
k � s2

K � s�K, and x1
K, x2

K, subject to
s�p1

x x1
K �p2

y x2
K � m�K �w1

s s1
K �w2

s s2
K . The subscript indicates the producer

to whom the worker makes his trading proposal.

Stage 3: producers make their quantity decisions

Each A-producer selects x1
A � x1

K, x2
A � x2

K and r1
A � r 1

J, r 2
A � r 2

J , where x1
A is the

sale of x by the concerned A-producer to K-agent 1, r 1
A its hiring of r from
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Figure 18.3 The trade structure in Roberts’ model.
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J-agent 1, etc. Each B-firm selects y1
B � y1

J � y 2
J and s1

B � s1
K, s2

B � s 2
K, where y1

B

is the sale of y by the concerned B-producer to J-agent 1, s1
B its hiring of s

from K-agent 1, etc.
The economy and institutions together define a game in extensive

form. Examining its subgame perfect equilibria, Roberts shows that a con-
tinuity of equilibrium is possible. Walrasian equilibrium is one of them. In
this case, in spite of the special trade technology assumption made, the
observed price and wage and quantities traded are the same as those
which would have been obtained had the price formation process been
auctioneer-led. Another possible equilibrium is when agents do not trade
at all. Keynesian equilibria can also exist, where some of the consumers
trade their Walrasian quantities at the Walrasian price and wage while a
subset of consumers consume their initial endowments. They can be
observed as supplying no labour and demanding no output.

As for the explanation of such a result, it has to do with the non-coop-
erative character of the game coupled with its institutional arrangement,
on the one hand, and with the presence of the non-produced good, on
the other. Involuntary unemployment will result from households of one
type developing self-fulfilling pessimist conjectures about the quantity
choices made by households of the other type (Roberts 1987: 868). As a
result, some agents may become stuck in

Zero-activity level equilibria that involve each consumer ordering
zero because the person expects no labour to be supplied and
thus no output to be available, and simultaneously offering no
labour because he or she expects zero output demand and hiring.

(Roberts 1987: 869)

Such pessimist conjectures arise for example when a K-consumer, whose
optimising plan is to sell labour and purchase output, conjectures that their
‘correspondent’ J-agent decides to consume their endowment and make a
zero labour and output offer. Agent J makes the same conjecture about
agent K. As a result, none of them will supply labour and demand output,
against their optimising plan. In this case, the state of involuntary unem-
ployment of some agents results from their conjecture of a voluntary unem-
ployment choice (i.e. the decision to use the total time endowment as
leisure) of others. Another example is the case where a K-household, whose
optimising plan is to trade s and x, conjectures that the correspondent
agent-J chooses to supply r while expressing no demand for y. They further
conjecture that the firm B to whom they were intending to propose their
labour will end up refusing their offer for lack of demand for y while in con-
trast the firm A, from whom he or she was intending to buy x, will accept
the trade offer. Realising that they therefore might end up with negative
money holdings, they will refrain from trading (Roberts 1987: 868).
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An assessment

Two main criticisms have been levelled against Roberts’ model. The first is
that it comprises too many equilibria. The second is that its result is ad
hoc because it follows from the special trade arrangement made. In
particular, Jones and Manuelli (1992) show that Robert’s conclusion no
longer holds if inventories are introduced, replacing made-to-order pro-
duction. That is, Roberts’ three-stage price and quantity formation process
is replaced by a four-stage process, where firms set prices in the first stage,
workers make an offer to work at the announced prices and wages in the
second stage, firms hire workers, production takes place, workers are paid
and output goes into inventories in the third stage, and finally, workers go
shopping in the fourth stage (Jones and Manuelli 1992: 453). As these
authors argue, ‘what seems like only small changes in the economic struc-
ture can give rise to altogether different conclusions about the qualitative
properties of equilibrium’ (1992: 466).

Should this ‘ad hoc’ criticism be accepted? The borderline between
what is and what is not ad hoc is difficult to draw. There are cases
where the ad hoc indictment is valid. For example in Azariadis’ model, the
fact that the firm is able to insure workers against wage fluctuations
yet not against employment fluctuations is definitely ad hoc. Yet, the case
at hand here is less clear-cut. Economists construct models with a precise
intention in mind. Roberts aimed at getting an involuntary unem-
ployment result and shaped his assumptions to this end. Jones and
Manuelli want to produce the opposite result and therefore modify
some of Roberts’ assumption to this purpose. In this way, every model is
ad hoc!

Be that as it may, Roberts should be hailed for having succeeded in
developing a theory about involuntary unemployment in the reservation
wage sense. Does it also feature individual disequilibrium? Roberts,
himself, does not make such a claim. His paper is based on Selten’s notion
of subgame equilibrium. This leads to the result that ‘the unemployed
workers correctly perceive that there is nothing that anyone of them can
do that will lead to gainful employment’ (1987: 857). Roberts wants his
agents to exhibit optimality and rationality, two features which he views
selfsame to their being in equilibrium. It then seems unwarranted to refer
to individual disequilibrium. However, such a definitional stance rests on
equating optimality, rationality and equilibrium. As a result, individual
equilibrium is axiomatic. My viewpoint is different. As claimed in Chapter
2, and in my Chapter 14 discussion of Lucas, I believe that a distinction
should be drawn between individual planning and effective or observable
behaviour – it is not because an agent has rationally conceived an optimal
plan that the latter will necessarily be realised. Roberts’ model bears
witness to this. My very definition of individual disequilibrium refers to the
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case where an agent is unable to make his optimal plan come through.
Thus, individual disequilibrium does not exclude rationality and optimis-
ing planning. If my distinction and definition are accepted, Roberts’
rationed agents ought to be considered as being in a state of individual
disequilibrium since they are stuck in forced leisure through no fault of
their own.

Finally, let me turn to the other features of the Keynesian programme.
The framework adopted by Roberts is general equilibrium. The involun-
tary unemployment result co-exists with the Walrasian wage, so that wage
rigidity cannot be incriminated as its cause. Unfortunately Roberts’ paper
misses the full realisation of Keynes’ programme for it fails to properly
tackle the policy dimension.

Concluding remarks

Table 18.1 summarises the results of my investigation as to how the three
models fare with respect to the Keynesian programme.

Two main conclusions stand out. First, all three models mark an unde-
niable progress with respect to the type of new Keynesian models studied
in the previous chapters for what concerns the realisation of Keynes’ pro-
gramme (even if it is at the price of foregoing the involuntary unemploy-
ment claim). My second, less sanguine, conclusion is that these models do
not make the cut in spite of the progress they have brought about. Take
Roberts’ model. In my opinion, it marks a victory on the front of demon-
strating involuntary unemployment. But then, it turns out to be a one-shot
victory – yes involuntary unemployment has been demonstrated, yet so
what? On the one hand, no research programme ensues. Roberts just pro-
vides an example of involuntary unemployment – and for that matter, it
rests on particular assumptions. On the other hand, the victory may have
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Table 18.1 The realisation of Keynes’ programme

Diamond Howitt Roberts

Involuntary unemployment no no yes
In the reservation wage sense

Involuntary unemployment in no no yes
the reservation wage definition
plus individual disequilibrium

System failure yes yes yes

Price and wage flexibility yes yes yes

Demand activation as the yes yes no
proper remedial policy



come too late. At least in the United Sates, the problem of unemployment
was about to cease to be a central topic for research. Moreover, on the
theoretical front, the works of Lucas and Kydland and Prescott had
sparked off a change in the agenda of macroeconomics away from the
study of market failures.
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19

IMPERFECTLY COMPETITIVE
GENERAL EQUILIBRIUM MODELS

In this chapter, I examine another strand of literature, imperfect competi-
tion models. While Keynes aimed at reaching his results within a perfect
competition framework, the authors whom I will now study base their
models on the view that a departure from this framework is needed in
order to vindicate Keynes’ insights. As in earlier chapters, my analysis will
be limited to a few seminal works – first, Hart’s model ([1982] 1991) and,
second, Blanchard and Kiyotaki’s model ([1987] 1991).1 Hart’s paper
played a pioneering role in promoting the idea that imperfect competi-
tion had Keynesian features, as indicated by its title, ‘A Model of Imper-
fect Competition with Keynesian Features’. However, it soon appeared
that imperfect competition alone was insufficient for getting strong Key-
nesian results. A supplementary ingredient, such as nominal rigidity, had
to be brought into the picture. This led to a second generation of models
of which Blanchard and Kiyotaki’s work is emblematic.

Hart’s model

According to Hart, his model displays the following Keynesian features: in
equilibrium, the economy operates at too low a level of activity and fea-
tures underemployment; government policy can increase employment;
exogenous demand shocks have a multiplier effect greater than one.
Moreover, he claims that his model shows that ‘“depressions” occur when
the demand shifts from the produced good to the non-produced good’
([1982] 1991: 334). This is reminiscent of Keynes’ insight that the ulti-
mate cause of involuntary unemployment is to be found in financial
factors, which led Hicks to emphasise the preference for liquidity.

The model

Hart’s model is a static general equilibrium model with imperfect
competition, based on a Cournot-Nash conception of equilibrium. The
economy comprises three goods, a produced commodity, a non-
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produced commodity and labour. The non-produced good serves as
numéraire.2

There is a given large number of firms (N) producing a single good.
The number of individuals is a multiple of that of firms (mN, where m is
large). Agents are endowed with k� units of the non-produced good and T
units of labour. Each agent is assumed to own a fraction 1/mN of every
firm. Agents’ utility function is U(k,y), where k is the consumption of the
nonproduced good and y the consumption of the produced good. Prefer-
ences are homothetic. Leisure does not enter the utility function – i.e.
labour is inelastically supplied.3 mNT is the fixed total labour supply. The
demand addressed to the market for the produced good is h(p)I, where I
indicates the joined wealth (or income) of consumers in the market in
point. It is formed from wages and profits as having accrued in the other
markets and their endowment in the non-produced good. Although I is
taken as given in every market, it is endogenously determined at the level
of the economy as a whole.

Different market structures are considered. Consider first the output
market. At one extreme, all firms may belong to the same market. In the
other cases, it is assumed that this single market is sub-divided into sepa-
rated entities, each of them being a reduced version of the economy, with
the same ratio of firms to consumers. Since the total number of firms is
given, the higher the number of separate markets the higher the prevail-
ing degree of monopoly. The latter is measured by parameter ϑ, with
1�ϑ�0. The limiting cases (ϑ�0 and ϑ�1) indicate perfect competi-
tion and monopoly. Hart is interested in the case of oligopoly. Each goods
market thus comprises 1/ϑ firms and m/ϑ agents. There are N/q separate
and identical labour markets. Each of them has a large number of firms
(q) and a still larger number of individuals (mq). It is assumed that
workers form syndicates, whose objective function is to maximise total
receipts. The smaller the number of unions per market, the higher their
market power. Call � the degree of monopoly in the labour market, with
1���0. Each union has mq� members. It is assumed that oligopolists
know the objective demand functions.

This setting enables economic actors to be of significant size relative to
the market they operate in, yet negligible with respect to the aggregate
economy. Thereby, it can be assumed that only a negligible fraction of
workers purchase output in a market served by the firms they work for.
Similarly, it is assumed that a negligible fraction of workers’ income comes
from holding shares in the firms they work for.

The existence of oligopoly results in the economic activity being
lower than under perfect competition. Efficiency is equated with the
latter. More precisely, efficiency exists only if all labour is employed
(in view of the fact that labour is supplied inelastically). In this context,
full employment means the level of employment prevailing in perfect
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competition, which is both the maximum and the optimal level of
employment.4

Hart’s reasoning proceeds in four stages.

First stage: firms’ optimal decisions

In every output market, firms act as Cournot oligopolists. An individual
firm chooses its output level in order to maximise profits, taking as given
the amount of output sold by other firms (as well as the wealth of the
buyers and the wage rate). In equilibrium marginal revenue equals mar-
ginal cost. That is:

p(1 � ϑ/(p))�wC'(ϑh(p)I)

where  is the elasticity of market demand and C' the marginal cost.

Second stage: unions’ optimal decisions in a partial equilibrium
context

Unions know the solution to the firm’s optimal decision, ~p(w, I).
Therefore, they are aware that the demand for labour in each labour
market is:

L(w, I)�qC(ϑh(~p(w, I))I).

In a partial equilibrium analysis, the choice-problem of an oligopolistic
syndicate simply consists of picking up the point on its residual demand
for labour curve that maximises its objective function, taking as given the
quantity of labour traded by other unions. This leads to the following first
order condition:

w(1 � �/�(w, I))�0

where � is the elasticity of demand for labour with respect to the wage,
with equality there is underemployment.5

Third stage: unions’ optimal decisions in a general equilibrium context

In a general equilibrium context, syndicates must take into account the
fact that any reduction in labour traded will drive the wage rate up, which
in turn will generate a higher price and lower output and employment.
Therefore, Hart re-expresses �(w,I), the elasticity of demand for labour, in
terms of (p), the elasticity of demand for output. With a few additional
conditions, he arrives at the following result:
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If there is underemployment in equilibrium, syndicates will
choose the wage rate so that the price of the produced good in
output markets is p̂; i.e., they will set w so that �(p̂)�wC'(ϑh(p̂)I)
[where � is the marginal revenue of the firm]. That is, it is as
if the syndicates controlled the price of the produced good
directly.

(Hart [1982] 1991: 325)

Fourth stage: making wealth endogenous

The joint wealth of the buyers in an output market at the Cournot equilib-
rium price, ~p, must be the same level of wealth 

~
I that determines the

demand curve faced by firms.6

Hart’s model nicely captures the interdependency between the
labour and the goods markets, i.e. that the degree of competition exist-
ing in the product market is an integral element in the determination
of the equilibrium quantity in the labour market. Silvestre (1993: 112)
has proposed the notion of the ‘eventual demand-for-labour curve’ to
designate this linkage.7 Figure 19.1, drawn from Silvestre (1993: 113),
illustrates.

Figure 19.1 describes the labour market result conditionally to the
output market competitive structure. It features two eventual demand-for-
labour curves. The upper curve assumes that the output market exhibits
perfect competition, the lower that it is oligopolistic. Point A corresponds
to the situation where both the output and the labour market are
competitive (ϑ�0 and ��0). When ϑ�0 and ��0, the equilibrium
point is on the upper curve, either at A or some interior point, as B. When
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Figure 19.1 Underemployment in Hart’s model.
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ϑ�0, the equilibrium point is on the lower curve. If the labour market is
competitive, D will prevail. Otherwise, the equilibrium point will be D or a
point on its left, as C. A and D are full employment outcomes while B and
C are states of underemployment. To get the Keynesian result – i.e. trade
on the left of mNT – a necessary yet insufficient condition is that oligopo-
listic conditions prevail in the labour market. Put differently, as soon as
the labour market is competitive, there is full employment whether or not
the output market is competitive.

The occurrence of B or C, rather than of A or B, depends on the rela-
tionship between p̂, the price of output that is optimal to unions, and
another benchmark, p*, the price of the produced good relative to the
non-produced good generating the level of demand consistent with full
employment. The equilibrium is ~p�max(p̂, p*). If p̂�p*, underemploy-
ment exists. If p̂�p*, there is full employment, and the union raises the
wage until p* prevails.

To conclude, the existence of underemployment hinges on two factors,
the market power of the syndicates, on the one hand, and the way in
which income is spent across the produced and the non-produced good,
on the other. This is turn depends on k� and p*. The higher the price of
the produced good, the higher the income spent on the non-produced
good and the lower the demand for labour.

Hart lucidly recognises that his model comprises no unemployment
result – i.e. an unequal allocation of the total number of hours worked
across agents. Its exclusive concern is underemployment. ‘Each member is
underemployed to the extent of T�L/mq� – in our analysis there will be
underemployment but no unemployment’ (Hart [1982] 1991: 317).
Unfortunately, commentators of Hart have not always been as cautious as
him concerning terminology.8

The fact that in Hart’s model the cause of unemployment lies in the oli-
gopolistic structure of the labour market may suggest that unions, rather
than the firms or the ‘system’, are the culprit. Clearly, this was not what
Keynes had in mind. D’Aspremont, Dos Santos Ferreira and Gérard-Varet
(1989, 1990) have tried to turn this conclusion upside down. Generalising
Hart’s result, they specify the conditions under which underemployment
is possible with a perfectly competitive labour market going along with an
oligopolistic output market. Competition in the labour market may then
result in the equilibrium wage being equal to zero.9 Figure 19.2, also
drawn from Silvestre (1993), illustrates.

Now an oligopolistic labour market is no longer a necessary condition
for underemployment. Its cause lies instead in the goods markets and in
firms’ monopolistic position. Thereby, workers responsibility for under-
employment is lifted. Too high a wage cannot be responsible for unem-
ployment since the latter can exist even when competition drives the wage
to zero. In Silvestre’s words:
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The quantity of labour demanded reaches a finite number L� at
zero wage, which may well be lower than the labour supply mNT.
In that case, there is unemployment at any wage, even at zero
wage . . . If the labour market is perfectly competitive, then equi-
librium means excess supply at zero wages, that is to say, labour
becomes a free good, yet there is still excess supply, as in point E.

(Silvestre 1993: 114)

Moreover, d’Aspremont et al. claim that the change they introduce into
Hart’s model results in justifying the existence of involuntary unemploy-
ment:

This we have called a situation of ‘involuntary unemployment’ in
the spirit of Keynes, according to whom unemployment is invol-
untary when there is ‘no method available to labour as a whole for
attaining full employment’ by making revised money bargains
with the entrepreneurs.

(d’Aspremont, Dos Santos Ferreira and Gérard-Varet 1990: 896)

An assessment

In Chapter 2, I insisted on the need to draw a distinction between unem-
ployment and underemployment and remarked that many authors were
unaware of this distinction, and used the two terms indistinctly. Such a
criticism cannot be levelled against Hart since he explicitly asserts that his
model is concerned with underemployment rather than unemployment.
If there is no unemployment, there can be no involuntary unemployment.
A fortiori, Keynes’ idea of individual disequilibrium can play no part.
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Figure 19.2 Involuntary unemployment according to d’Aspremont, Gérard-
Varet and Dos Santos Ferreira.
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Thus, the case at hand is one of dominated underemployment, to refer to
my Chapter 2 typology. As such, it features an inefficiency or loss of social
welfare.

What about d’Aspremont, Dos Santos Ferreira and Gérard-Varet’s
claim that their result deserves the involuntary unemployment label? I
cannot agree with them. The exclusion of labour from the utility function
must be interpreted as meaning that leisure is considered a neutral good,
in which case agents’ indifferent curves are horizontal lines, with the
lowest line coinciding with the abscissa. As soon as the wage is positive, a
corner solution will prevail and the total time endowment will be devoted
to labour market participation. However, if the wage is zero, agents are
indifferent between working or consuming leisure. Thus, the supply func-
tion is not a vertical line, as it first appears. It has rather an inverse-L-
shape, its horizontal section coinciding with the abscissa. On any point of
this horizontal section, agents are indifferent between leisure and work.
Their reservation wage is zero, there is no infringement of the reservation
wage principle. No grounds exist for invoking involuntary unemployment.

I now turn to the other items of Keynes’ programme. On the score of
the exoneration of the price and wage rigidity explanation, Hart’s fits. In
his model, prices and wages are fully flexible. If they fail to decrease in the
presence of underemployment, it is because the consequent increase in
demand would not offset the loss in revenue of the price-making agent.
The same positive conclusion can be drawn about the general equilibrium
character of his type of analysis. But evidently, Hart departs from Keynes
for what concerns the choice between a perfect or imperfect competition
line of research. As far as the vindication of demand stimulation is con-
cerned, his model is less convincing. The increase in demand that Hart’s
is considering amounts to changing the data of the economy, either the
per capita endowment in the non-produced good or agents’ tastes.
Likewise, the fiscal policy he is proposing is inconclusive because of its
sensitivity to assumptions about technology and preferences. All in all, the
Keynesian features of Hart’s model are secondary.

Blanchard and Kiyotaki’s model

The model

Hart considered his model as non-monetary. Other imperfect competition
theorists had less qualms about introducing money in similar models, in
spite of their being as static as Hart’s. An important paper taking this
stance is Blanchard and Kiyotaki ([1987] 1991).10

Theirs is a model of monopolistic competition. Every seller, be it a firm
or a household, has a monopoly over the good that they sell yet their mon-
opoly power is limited by the existence of imperfect substitutes. I will not
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enter into a detailed description of firms’ and households’ optimising
behaviour. Equilibrium consists of a relationship between the aggregate
demand for goods and real money balances, the demand functions for
goods and labour, and the price and wage rules. These refer to the way in
which monopolistic firms (households) set prices (wages). In equilibrium,
symmetry will prevail and all relative prices and wages will be equal to
unity.

The ‘aggregate price rule’ is summarised by the following equation:

(P/W)�(ϑ/(ϑ�1)) Kp Y��1

where P is the price of the output, W the wage, ϑ/(ϑ�1) the degree of
monopoly power of firms in the goods market, Kp a constant that depends
on the technology and the number of firms, Y the aggregate demand for
goods, � is the inverse of the degree of returns to scale, ��1 the elasticity
of marginal cost with respect to output.

If firms operate under decreasing returns, the price wage ratio is an
increasing function of the level of output.

The ‘aggregate wage rule’ consists of the following equation:

(W/P)�(	/(	�1)) Kw Y�(��1)

where 	/(	�1) is the degree of monopoly power of workers in the
labour market, Kw a constant depending on the parameters of the utility
function and the number of households, ��1 the elasticity of marginal
disutility of labour.

The real wage is a positive function of output:

If � is strictly greater than unity, that is, if workers have increasing
marginal disutility of work, an increase in output that leads to an
increase in the derived demand for labour, requires an increase
in the real wage.

(Blanchard and Kiyotaki [1987] 1991: 351)

In a competitive set-up, the same equations remain valid except that, at
any level of output, the price-wage ratio consistent with firms’ behaviour is
lower by ϑ/(ϑ�1), the real wage consistent with households’ behaviour
by 	/(	�1).

Figure 19.3, drawn from Blanchard and Kiyotaki ([1987] 1991: 354)
and where A’ is the competitive equilibrium and A the monopolistically
competitive equilibrium, illustrates.

The view that monopolistic competition leads to a sub-optimal level of
employment is a staple of economic analysis. Yet Blanchard and Kiyotaki
re-interpret this feature as an externality, bringing thereby a system failure
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flavour to their model. The economy is viewed as stuck in a state from
which agents have no incentive to depart in spite of the fact that all agents
would benefit from a symmetric departure.

In the monopolistically competitive equilibrium, each price
(wage) setter has, given other prices, no incentives to decrease its
own price (wage) and increase its output (labour). Suppose
however that price setters decrease their prices simultaneously;
this increases real money balances and aggregate demand. The
increase in output reduces the initial distortion of underproduc-
tion and underemployment and increases social welfare.

(Blanchard and Kiyotaki [1987] 1991: 354)

In Hart’s model an increase in the existing quantity of the non-produced
good directly raises the level of activity. In Blanchard and Kiyotaki’s model
the matter is slightly more complicated, because the aggregate price rule
and the aggregate wage rule are homogenous of degree zero in P, W and
M. As a result, ‘nominal money is neutral, affecting all nominal prices and
wages proportionately and leaving output and employment unchanged.
Thus something else is needed to obtain real effects of nominal money’
([1987] 1991: 356).11

The additional element is nominal rigidity. In their model, it is justified
by ‘menu costs’ – changing nominal prices, it is assumed, implies a fixed
cost.12 Assume an increase in the aggregate demand triggered by an
increase in money supply. Because of the price-setting cost, firms and
workers may judge it profitable not to adjust the price of the output and
the wage while accepting to meet the increase in demand. This accep-
tance is due to the fact that price exceeds marginal cost and wage exceeds
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Figure 19.3 Underemployment in Blanchard and Kiyotaki’s model.
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marginal disutility in the initial equilibrium. As a result, under certain
conditions, firms and unions will satisfy the extra-demand. While menu
costs are second-order (i.e. small), the increase in real money balances
resulting from monetary expansion has first-order (i.e. significant) effects
on welfare.13

The results of this paper are tantalisingly close to those of tradi-
tional Keynesian models: under monopolistic competition, output
is too low because of an aggregate demand externality. This exter-
nality, together with small menu costs, implies that movements in
demand can affect output and welfare. In particular, increases in
nominal money can increase both output and welfare.

(Blanchard and Kiyotaki [1987] 1991: 368)14

An assessment

Assessing Blanchard and Kiyotaki’s model against Keynes’ programme is
easy. First of all, they do not seem to be interested in involuntary unem-
ployment. They avoid using the this term and take a position similar to
Hart’s. No household is unemployed in their model. Thus, their result
pertains to dominated underemployment. Obviously, they also depart
from Keynes’ programme on the matter of exonerating wage rigidity from
any responsibility in explaining the underemployment outcome. To them,
nominal rigidity is an essential ingredient of Keynesian theory. For what
concerns the remaining two items, Blanchard and Kiyotaki are more in
line with Keynes’ programme. They take up the interdependency claim, as
they insist on their model being about a system failure. Finally, demand
stimulation is an effective remedy against the externality. In this respect,
their model is more convincing than Hart’s.

But the main contribution of Blanchard and Kiyotaki’s model is to have
strengthened the case for the effectiveness of monetary policy against
Friedman and Lucas’ claim to the contrary.15

Benassy on imperfect competition models

Benassy, who on top of his contributions to the disequilibrium approach,
has also played an important role in the development of imperfect
competition theory – his first paper on imperfect competition goes
back to 1976 (Benassy 1976) – claims that imperfect competition and
fixprice models are two parallel branches of the same broader non-
Walrasian framework (1990, 1993). Hence he feels that no breach is
involved when moving from perfect to imperfect competition models –
imperfect competition amounts to generalising the fixprice approach by
making its price formation process endogenous. According to him, the
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quantity-constrained agents encountered in disequilibrium theory and the
monopolist are in a similar position. Both exhibit the same phenomenon
of perceived constraint and rationing. The following quotation sum-
marises his claim:

Each seller sells only one good and, we shall see below, sets its
price high enough so as to be willing to satisfy all demand for that
good. In equilibrium each agent thus will be constrained only on
his sales, and we shall somehow have a situation of ‘general excess
supply’ . . . This boils down to finding total demand for goods i
and j as a fix-price K-equilibrium.

(Benassy 1990: 153)

To assess Benassy’s point of view, which is not shared by other imperfect
competition theorists, let me proceed in two steps. First, Table 19.1 draws
a contrast between the two approaches on a series of scores.

Table 19.1 shows that the differences between the two approaches are
significant. The main point, however, is to see whether we can follow
Benassy when he is asserting that monopolistic sellers are rationed. To
him, this assertion is based on the fact that they are trading off their
supply curve. According to the definitional stance that I have adopted in
Chapter 2, I should agree with him. In effect, in this chapter, I have
claimed that involuntary unemployment in the reservation wage sense can
be viewed from two angles: from the individual’s point of view, it amounts
to a state of individual disequilibrium while, from the interactive point of
view, it gives rises to a phenomenon that can be captured through the
synonyms ‘terms of market rationing’, ‘market non-clearing’ and ‘off the
supply curve trading’.

But this characterisation ceases to be valid when it comes to imperfectly
competitive general equilibrium models. As far as the first of these two
aspects (individual disequilibrium) is concerned, the matter is clear:
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Table 19.1 A comparison between the fixprice and the imperfect competition
approaches

Fixprice models Imperfect competition models

Market structure perfect competition imperfect competition

Prices and wages real rigidity nominal rigidity

Foundation of the none menu costs
possible rigidity

Market outcome involuntary unemployment underemployment
and market non-clearing



imperfect competition models do feature optimising behaviour. Evidently,
the seller chooses an optimising point. The same is true for purchasers. At
the risk of stating the obvious, a monopolist cannot impose upon his cus-
tomers any economic outcome they are unwilling to accept. He just picks
up the element of their optimising plan that is the most favourable to
him. So, both the seller and the demanders are in an optimising situation.
The second aspect, the interactive point of view, is more troublesome. It is
admitted that trade takes place off the supply curve under imperfect
competition. Should it then be concluded that imperfect competition
models exhibit market non-clearing or is it the case that the earlier
coincidence between market non-clearing and trading off the supply
curve ceases to be valid for such models (market rationing and market
non-clearing still remaining synonymous)?

While Benassy adopts the first option, I prefer the second. For a start,
note that the matching of supply and demand should be seen as an imme-
diate definition of market clearing. Its ultimate meaning is to be a state
where the plans of the agents participating in the market (or the
economy) have become compatible, at least for what concerns the specific
trade round under consideration. If market clearing means the matching
of supply and demand, it is not realised in the case of monopoly.
However, if its ultimate, instead of its immediate, meaning is taken in
consideration, i.e. the compatibility of agents plans, market clearing
should be considered verified. The criterion of compatibility of plans
dominating the equality between demand and supply criterion, monopo-
listic competition models should be viewed as featuring market clearing,
in spite of their exhibiting a mismatch between supply and demand.16

In my opinion, Benassy’s mistake consists of amalgamating things that
should be kept separate. An agent should be considered rationed when-
ever he is impeded to trade the quantity that is optimising to him at some
outside-determined price. When looking at the imperfect competition
case against this definition, it turns out that it departs from it on two
scores. On the one hand, the ongoing trade allows for the realisation of
the seller’s optimising plan. On the other hand, the seller chooses the
price-quantity mix at which trade occurs. Therefore, trading off the curves
cannot have the same meaning as in a perfectly competitive one. Deciding
to move off the supply curve because it is optimising is not the same as
being forced from it!17

To trace the lineage of the imperfect competition approach, I would
rather look in a direction different from the Walrasian approach, namely
the Keynesian models of the first generation, and more precisely
Modigliani’s 1944 model. Like Modigliani’s, Blanchard and Kiyotaki’s
model is based on nominal wage rigidity, and on the insight that monetary
expansion increases social welfare. However, two changes are introduced
– first, the shift from perfect to imperfect competition and, second, an
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allegedly better foundation for the rigidity premise. Another feature
worth emphasising is the turning upside-down of the significance of rigid-
ity. While before rigidity was considered as an unmitigated evil, now it
plays a virtuous role. Under perfect competition, rigidity is a ‘source of
alarm’, to borrow Modigliani’s expression (Modigliani 2002) since it con-
stitutes an impediment towards the realisation of Walrasian equilibrium,
resulting in a loss of social welfare. In contrast, under imperfect competi-
tion it is a ‘source of optimism’ as it provides a positive opportunity allow-
ing for a gain in social welfare as compared to the outcome prevailing
when imperfect competition goes along with flexible prices.18
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20

EPILOGUE

Two tasks are undertaken in this concluding chapter. First, I synthesise
the results of my survey of Keynesian models with respect to their success
in achieving Keynes’ programme. Second, I consider the issue of whether
Keynesian authors should keep fighting for the involuntary unemploy-
ment concept.

The achievement of Keynes’ programme

Involuntary unemployment has been defined as a breaching of the reser-
vation wage principle, and as being tantamount to a labour market
rationing. Moreover, two meanings of involuntary unemployment have
been separated, the individual disequilibrium and the frustration mean-
ings. To the question, ‘are there models which have succeeded in demon-
strating involuntary unemployment so defined?’, the answer is ‘yes’. The
shirking model demonstrates involuntary unemployment – yet only in the
frustration meaning. Some particular types of efficiency wage models,
such as Dasgupta and Ray’s model, feature involuntary unemployment in
the individual disequilibrium sense, due to their consideration of the
existence of objective differences between agents. The same is true for
Roberts’ model, where involuntary unemployment in the individual dis-
equilibrium sense occurs as a result of an alteration in trade technology.
In contrast, the other models that I have studied fail to demonstrate invol-
untary unemployment in the reservation wage definition, yet several of
them succeed in demonstrating dominate underemployment.

However, involuntary unemployment should not be considered in isola-
tion from Keynes’ broader programme of which it is only one element.
This programme has been defined as consisting of four principal items,
plus two subsidiary ones:

1 the phenomenon to be explained is involuntary unemployment in the
reservation wage sense;
(1a) with the additional individual disequilibrium characteristic;
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2 demonstrating that wage rigidity can be exonerated as a cause of the
phenomenon;

3 giving a general equilibrium explanation of the phenomenon;
(3a) within perfect competition framework;

4 demonstrating that that demand stimulation is the proper remedy to
be taken for solving the problem.

I argued in Chapter 6 that Keynes was unable to fulfil his programme in
The General Theory. True, immediately after its publication and for many
years afterwards, the contrary opinion prevailed. This early positive
impression was made possible because of a confusion between involuntary
unemployment and lack of full employment. While in Chapter 2 of The
General Theory, Keynes defined involuntary unemployment according to
the reservation wage criterion, in Chapter 3, he shifted to the lack of full
employment concept. At one point, full employment was defined as the
absence of involuntary unemployment, at another as maximum employ-
ment. The two definitions were declared to be selfsame. The same then
applies for their opposite, lack of full employment as meaning involuntary
unemployment and lack of full employment as meaning less than
maximum employment. Yet, this claim of selfsameness is invalid. The con-
clusion to be drawn is that Keynes may have succeeded in making a point
about the existence of lack of full employment in the most general (and
trivial) sense of lack of maximum employment without making it clear
whether it was sub-optimal. Yet, he failed in demonstrating involuntary
unemployment. General Theory was sufficiently opaque to allow readers to
be unaware of the flaw.

From Chapter 7 onwards, I have examined whether Keynesian econo-
mists have been able to improve on Keynes. To this end, I have studied
the works of the first interpreters of Keynes, such as Hicks and Modigliani,
some textbook versions of the IS-LM model, the Walrasian disequilibrium
school and, finally, different brands of New Keynesian theory, the implicit
contract model, efficiency wage models, the insider–outsider model,
coordination failure models and imperfect competition models. Table
20.1 summarises how they fare with respect to the different elements com-
posing Keynes’ programme. The assessment is either positive (�) or
negative (�). (. . .) indicates that the question is irrelevant (e.g. if a model
does not aim at explaining involuntary unemployment in the reservation
wage sense, it cannot be considered as aiming at explaining it in its indi-
vidual disequilibrium dimension).

Rather than providing a thorough commentary of Table 20.1, I will
point out a few salient traits. Starting with Hicks, his seminal ‘Mr Keynes
and the “Classics”’ paper aimed at identifying more precisely Keynes’ pro-
gramme, an essential task in view of The General Theory readers’ perplexity
as to the exact nature of its contribution. To Hicks, Keynes’ real target was
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the neutrality of money view, coming down all the way from Ricardo.
Hicks’ reasoning started from the premise that the money wage was rigid
at a level such that employment has potential to increase. This was true
both for his classical and his Keynesian systems. Their difference rather
bore on another point, namely persistence and policy effectiveness. In the
classical system a monetary expansion would necessarily increase employ-
ment (at least, in the short term), whereas, in the Keynesian system, this
result might fail to arise as soon as preference for liquidity exhibited
perfect interest elasticity over a certain domain. In Hicks’ paper, no
attempt was made at explaining the cause of the false nominal wage (and
hence of unemployment). An exogenous wage floor was implicitly
assumed to be present. This explained involuntary unemployment but
only in a trivial way.

Moving on to disequilibrium authors, the aim of most of them was to
develop their analysis within the framework of Walrasian general equilib-
rium. While in Patinkin’s opinion the only way to give room to involuntary
unemployment was to conceive of its existence as limited to the adjust-
ment process, most subsequent disequilibrium authors based their analysis
on the fixprice assumption. This led them to bring out the ‘Keynesian
Unemployment’ regime, which fared well with Keynes’ programme,
except for the rigidity factor. The general lesson that I have drawn from
the disequilibrium episode is a stronger realisation that no place exists in
Walrasian and neo-Walrasian models for the phenomenon of rationing
and hence for involuntary unemployment because of the centralised char-
acter of its trade technology.

New Keynesian models arose as a reaction against Friedman’s and
Lucas’ anti-Keynesian offensive. Their aim was to take up the Keynesian
banner while accepting Lucas’ way of positing issues, especially the equi-
librium requirement. Three sub-schools of New Keynesian theory have
been separated. The first, regrouping implicit contract and efficiency
wage models, adopts a partial equilibrium approach. While these models
succeed in demonstrating involuntary unemployment in the reservation
wage sense, this goes along with its meaning being narrowed down to frus-
tration. The individual disequilibrium connotation is thus lost. Moreover,
no support for demand stimulation is given. The second group of New
Keynesian models is coordination failures models. To all intents and
purposes, Diamond’s and Howitt’s papers renounce to demonstrate invol-
untary unemployment in the reservation wage sense. But they succeed,
first, in exonerating wage rigidity and, second, in modelling a state of
dominated underemployment equilibrium that can be remedied by
demand stimulation. While no foregoing of the involuntary unemploy-
ment programme is to be found in Roberts’ model, the latter is wanting
on the matter of justifying demand stimulation. The last group of New
Keynesian models is imperfectly competitive general equilibrium models.
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In Blanchard and Kiyotaki’s model, two items of Keynes’ programme are
sacrificed, involuntary unemployment and flexibility. On the positive side,
these authors are able to give a foundation to the non-neutrality of money
and thus to offer a rebuttal of Friedman’s and Lucas’ claims. Moreover, in
their model, wage rigidity becomes a positive factor allowing to trim the
inefficiency due to the existence of monopolies.

My investigation leads to the conclusion that no model fully succeeds in
achieving Keynes’ programme. While several achieve all of its items but
one, none reaches complete success. How should this failure be inter-
preted? My opinion is that, seven decades after the publication of General
Theory, the most plausible explanation is that Keynes’ programme must be
unfeasible; at least, one of its elements is always too much.

None of the authors studied have cast their standpoint in reference to
Keynes’ programme as I defined it. Otherwise, they could have stated that
their departure from this programme stemmed from such a realisation of
its non-implementability and from their feeling the need to replace it by a
more implementable programme. If this viewpoint is accepted, my analy-
sis resolves two standard enigmas in the history of Keynesian economics.
The first is why Keynesian theories, departing from Keynes’ own way of
putting issues, have emerged. They did so, it can now be asserted, because
Keynes’ programme is unfeasible. The second conundrum is why, if
Keynes’s programme had to be amended, has it not been replaced by a
single alternative programme, rallying the views of all Keynesian econo-
mists? Why, in other words, are there competing Keynesian theories? Here
again, the answer is simple. Once it is admitted that some departure from
Keynes’ programme is necessary, several alternatives present themselves,
according to which aspect of the programme is shelved. It is then a small
surprise that different Keynesian theories co-exist. They have all a lineage
in Keynes’ programme and there is no reason to argue that one particular
departure is superior to the others.1

Still the models studied can be regrouped according to where they put
the priority. First, we have a group of models – disequilibrium theory,
implicit contract theory and efficiency wage theory – emphasising the aim
of demonstrating involuntary unemployment in the reservation wage
sense. Models that give a priority to exonerating wage rigidity as crucial –
implicit contract, efficiency wage and coordination failure – form a
second group, partially overlapping with the first.2 Third, there is the
group of models whose authors view the Keynesian project as based on the
nominal rigidity/non-neutrality of money couple: Hicks’ model,
Modigliani’s model, textbook IS-LM models, imperfect competition à la
Blanchard-Kiyotaki (not à la Hart). This is probably the dominant stream.
All in all, the main divide is between models giving the priority to the
demonstration of involuntary unemployment, at the price of abandoning
the demand stimulation aim, and models based on the opposite choice.



Thus, we have implicit contract and efficiency wage models on one side
and all the rest on the other.3

The realisation that Keynes’ programme has not been fulfilled should
not be interpreted as meaning that Keynesian theory made no headway.
The contrary is true. However, progress has been far from uniform. It
went through ups and downs, with incessant shifts from one line of
research (i.e. a specific combination of the items on Keynes’ programme)
to another. New models came and went, as in fashion. Interestingly
enough, their dismissal has been founded on conceptual rather than
empirical grounds. This is obvious, for example, for what concerns the dis-
missal of fixprice theory or implicit contract theory. The discussion about
the validity of efficiency wage theory also bears witness to this. Claims to
the contrary notwithstanding, Friedman’s contribution is no exception.
His criticism of the Phillips Curve was mainly conceptual. True, Fried-
man’s views gained a lot of success because of his prediction about the
arising of stagflation, but I would argue that the two are not organically
linked, as implicitly acknowledged by Lucas in his introduction to the
volume Studies in Business Cycle Theory (1981: 8). Thus, the effective theo-
retical practice to be found in the literature surveyed here comes on a col-
lision course with the explicit empiricist methodological stance taken by
most participants in the debate.

Should Keynesian economists keep fighting for the
involuntary unemployment concept?

What explains the difficulty of constructing a theory as to involuntary
unemployment? Is it, as argued by Lucas, that the ‘thing’ to be explained
is non-existing or is it due to some deeply built-in premise of economic
theory?

To many of the authors whom I have studied the main motivation for
their defence of involuntary unemployment is that they believe that it is
an important fact of life. For example, Shapiro and Stiglitz write ‘To us,
involuntary unemployment is a real and important phenomenon with
grave social consequences that needs to be explained and understood’
(Shapiro and Stiglitz 1985: 1217). This belief is shared by most Keynesian
economists. They are convinced that out there in the real world some-
thing exists which deserves to be called involuntary unemployment, and
bears the connotations mentioned above, especially that people are unem-
ployed through no fault of their own.4 Hence their will to introduce this
concept in the theoretical discourse. Yet, every time they tried to do it,
they stumbled on daunting obstacles, as my analysis has amply testified.

My view as to the basic reason explaining this failure can be summar-
ised as follows. Economic theory is an abstract language. The premises
upon which it is based have the advantage of allowing tractable rigorous
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theorising yet with the drawback of excluding important facts of life from
the theoretical universe. Non-chosen outcomes is one of them. The
underlying reason lies in the trade technology and perfect information
assumptions upon which both the Walrasian (and neo-Walrasian) and the
Marshallian (and neo-Marshallian) theories of value are based. Put differ-
ently, as soon as the centralised market hypothesis is adopted, the demo-
cratic character of the market becomes a compelling conclusion: no
non-optimal solution can be imposed upon any agent or, in other terms,
interactive equilibrium implies individual equilibrium. The exclusion of
non-chosen outcomes ensues.

As far as the real world existence of involuntary unemployment is con-
cerned, I am unaware of the existence of studies aiming at assessing it.
Such studies should tackle two tasks. The first is to settle the taxonomic
issues that I have evoked in Chapter 3. In particular, some convention
must be established as to what enters or is excluded from agents’ choice
sets. The second task is an empirical assessment, possibly through experi-
ments. One might, for example, interview people on the dole and suggest
to them a job they are qualified for at the existing, or at a slightly lower,
wage. If they accept, they could be considered as involuntarily unem-
ployed. I strongly suspect that a significant fraction of people would
qualify for such a classification.

Assume that such an experiment was made and that its result was posit-
ive. Facts of life and economic theory would be shown to be on a collision
course. One straightforward way out would consist of stating that, if the
neoclassical paradigm has proved unable to generate an involuntary
unemployment result over so many years, this must mean that there is
something wrong with it. Among others, Coddington and Kregel are of
this opinion.5

The difficulty of the task of giving a coherent and convincing
choice-theoretic account of involuntary unemployment, however,
may be taken in either of two ways: it may be taken as reflecting
on the concept to be clarified or on the method by which clarifi-
cation is sought. Thus, taking the latter alternative, if the idea of
involuntary unemployment cannot be made to emerge from the
logic of choice in the labour market, then that may be seen as a
deficiency of the choice-logic approach to the problem. On this
view, we should simply hold fast to the concept of involuntary
unemployment, and disregard any framework that cannot accom-
modate it.

(Coddington 1983: 29)

Modern labour markets theories which find that voluntary unem-
ployment is ‘not the best account of employment fluctuations but
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rather the only account’ (Lucas) cannot then imply that involun-
tary unemployment does not exist, but only, as Keynes suggested,
that it cannot be expressed within the choice-theoretic set of
axioms.

(Kregel 1987: 135)

We fall back on the dilemma, which Keynes faced when starting to write
The General Theory, between opting for a radical departure from standard
theory, implying the creation of a totally new paradigm, or ‘working
within the system’. Keynes himself, I have argued in Chapter 5, gradually
retreated from the radical in favour of the reformist strategy. Two facts
suggests that this choice is still justified for what concerns the present state
of affairs. The first is the failure of alternative paradigms, based on a more
heterodox reading of The General Theory, to take off. The second is the
impressive resilience of the neoclassical apparatus and its capacity to
tackle issues that were earlier thought to be beyond its grasp.

In a brilliant and often quoted passage of the The General Theory, Keynes
wrote:

Obviously, however, if the classical theory is only applicable to the
case of full employment, it is fallacious to apply it to the problems
of involuntary unemployment – if there is such a thing (and who
would deny it?). The classical theorists resemble Euclidean
geometers in a non-Euclidean world who, discovering that in
experiences straight lines apparently parallel often meet, rebuke
the line for not keeping straight – as the only remedy for the
unfortunate collisions which are occurring. Yet, in truth, there is
no remedy except to throw over the axiom of parallels and to
work out a non-Euclidean geometry.

(Keynes 1936: 16)

Let it be accepted that Keynes is right in his diagnosis. Still, this does not
bring us very far. The fact that a non-Euclidean geometry may be some-
thing one might pray for is hardly the same as bringing it about. And if it
proves so difficult to construct, what should be done in the meantime?
With the exception of Clower and Leijonhufvud, on the one hand, and of
defenders of the radical interpretation of Keynes, on the other, Keynesian
economists can be seen as geometricians who have opted for continuing
to use traditional Euclidean geometry for want of a strong alternative.

Euclidean geometry means economic theory without involuntary unem-
ployment. However, the dismissal of the latter would concern only the
theoretical sphere. Drawing conclusions from it concerning real world
existence would be a mistake. That is, one should not deny the existence
of real world involuntary unemployment on the mere ground that the
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concept of involuntary unemployment can find no room in the theo-
retical discourse. As a counterpart, the fact that solid arguments can be
put forward as to real world existence cannot be a sufficient condition to
give it theoretical legitimacy. But this position makes sense only if one
accepts the separation between the real world and the fictitious theo-
retical universe, that I have sketched out in Chapter 5. Unfortunately
enough, the principle of such a separation is scarcely accepted either by
Keynesians or by new classicists. The latter have hardly hesitated to trans-
pose to the real world the non-existence of involuntary unemployment
statement that is valid only in the special construct of the theoretical
parable. The flaw of Keynesians such as Stiglitz is overdoing their achieve-
ments: while their models demonstrate involuntary unemployment only in
the narrow frustration meaning, they proceed as if they had succeeded in
giving an explanation of involuntary unemployment in its common-sense
meaning.

To forego the involuntary unemployment claim may look too high a
price to pay, since the existence of mass unemployment, interpreted as
having an important involuntarity component, was the real world phe-
nomenon that triggered the whole Keynesian enterprise. Yet in fine,
would its abandonment be so dramatic? Not necessarily. First of all, as
stated above, this theoretical abandonment should have no impact on
assessments made about reality, in as far as the principle of a separation
between the two levels of discourse is accepted.

Second, the reasons for its dismissal should be taken into account.
There is the hypothesis of an extremely strong rationality, as existing in
neoclassical theory – and its corollary, an extremely strong viewpoint
about freedom. This assumption is defensible, in particular on the
grounds of tractability and lack of better alternatives. Furthermore, there
is the trade technology dimension. Market clearing is the corollary of the
assumption that markets function in a centralised way with either the auc-
tioneer or perfect information serving as the driving force of the forma-
tion of market equilibrium. There is nothing to boast about the adoption
of these two hypotheses. Their only justification is expediency. If involun-
tary unemployment is deemed to be theoretically unacceptable only on
such grounds, there is no reason to make a fuss of its dismissal. The latter
is a matter of methodological convention.

Third, the issue is less that involuntary unemployment in the reserva-
tion wage meaning result cannot be demonstrated (since the contrary is
true) than to judge whether it is the best path to take. As my investigation
has revealed, the involuntary unemployment objective may turn out to be
an obstacle against the vindication of the other points on Keynes’ pro-
gramme. To him, the concept of involuntary unemployment was instru-
mental in the realisation of a larger cause, namely the denunciation of a
system failure and the vindication of state interventions in the economy. If
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this concept has been an object of controversy, it is mainly because it was a
metaphor for the wider judgement to be made on the efficiency of a
competitive market system, and of the opportunities for state intervention
in it. Wanting to defend the involuntary unemployment concept then
amounts to taking up a sceptical stance about the virtues of laissez faire,
and to defending the view that outside interference in the market can be
beneficial. Similarly, the opposition to involuntary unemployment would
stem from the fact that one supports full laissez faire. This is the real issue
in the dispute. But this debate does not necessarily need the involuntary
unemployment concept. Therefore, one should not stick to Azariadis’
statement, evoked above, that involuntary unemployment is the sine qua
non of Keynesian theory.
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NOTES

1 INTRODUCTION

1 As aptly recounted by Lindbeck and Snower,

Strange as it may seem to the layman, economists have found it diffi-
cult to agree on what should be meant by involuntary unemployment
and to pose coherent arguments that show why people who are willing
and able to work at the prevailing wages in market economies cannot
find jobs when they seek them . . . Economists have had a difficult time
explaining how involuntary unemployment comes about and why it
may persist for substantial periods of time. They appear to have gone
through all the various behaviours that doctors exhibit in the face of
unresponsive patients: scepticism, diagnosis, refinement of the diagno-
sis, finding reasons for doubt, retracting the diagnosis, pronouncing
the problem non-existent, formulating a new diagnosis, and so on.

(Lindbeck and Snower 1988: 19)

2 A further restriction of the scope of my work is that I will only consider models
that stand in a Keynesian lineage (and the criticism put forward against such
models). Therefore, for all their interest, unemployment models belonging to
other traditions, especially search models, will not be tackled.

3 In particular, I would have expected defenders of the involuntary unemploy-
ment concept to have undertaken the task of resolving any conceptual muddle
besetting it. Instead they have often been the first to dodge the issue. The
following quote from Stiglitz illustrates: ‘Critics might say at this juncture, “Aha,
so unemployment is really voluntary”. We think little is gained from a semantic
debate over whether unemployment is, in this sense, voluntary or involuntary’
(Stiglitz 1987a: 35).

4 Beaud and Dostaler (1995) pursue the same aim.

2 DEFINING INVOLUNTARY UNEMPLOYMENT

1 A standard definition of the reservation wage, drawn from Pencavel is as follows

‘the real reservation wage, w*/p, is the slope of an indifference curve
between consumption and hours at work evaluated at h�0 [i.e. the
corner solution at which total time is allocated to leisure, MDV] . . .
Equivalently, the real reservation wage is the individual’s implicit
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valuation of his time when at the margin between participating in the
labour market and not participating. If, at that margin, the market’s
valuation of his time, w, exceeds the individual’s implicit value of his
time, w*, then he will participate in the labour market and supply a
positive number of market work’.

(1986: 28–29)

2 In Coddington’s terms: ‘To say that someone is involuntarily unemployed is to
relieve him of the responsibility for his condition; it is to suggest that he is
unemployed “through no fault of his own”’ (1983: 27).

3 The market rationing effect of a price or wage floor is, for example, acknow-
ledged by Walras (1954: 432–433).

4 The shift from the first narrow definition to the second broad definition can
be captured in reference to Dworkin’s distinction between ‘brute bad luck’
(the former case) and ‘option bad luck’ (the latter case):

‘Option luck is a matter of how a deliberate and calculated gamble
turns out – whether someone gains or loses through accepting an iso-
lated risk he or she should have anticipated and might have declined.
Brute luck is a matter of how risks fall out that are not in that sense
deliberate gambles. If I buy a stock on the exchange that rises, then
my option luck is good. If I am hit by a falling meteorite whose course
could not have been predicted, then my bad luck is brute.

(1981: 293)

5 To Lucas’ remark that ‘Keynes wanted to get labour markets out of the way in
Chapter Two so that he could get to the demand theory which really interested
him’ ([1978] 1981: 242), they react by stating the following:

In contrast to Lucas, we appreciate Keynes’ desire ‘to get labour
markets out of the way’. Why not have an analytical scheme that
permits the level of employment (and the extent of involuntary
unemployment) to be determined independent of the labour
market? Keynes’ aggregate demand and supply price model from
Chapter 3 of The General Theory provides such an apparatus.

(Darity and Horn 1987–1988: 220)

6 This point will be taken up again in Chapter 8 in my discussion of Modigliani.
7 This stronger definition is also to be found under Hawtrey’s pen in his corre-

spondence with Keynes (letter dated 29 April 1936), wherein he criticises
Keynes’ conception of involuntary unemployment. In his words: ‘My point was
that if unemployment is to be regarded as “involuntary”, it must be such that a
reduction of wages would not remedy it. If the requisite reduction is within the
power of wage policy, then wage policy is responsible for not making it, and
the unemployment is voluntary’ (Keynes 1973: 30).

8 As long as workers are on their ‘supply curve’ – that is, as long as they
succeed in selling all the labour they want at the prevailing real wage
rate – a state of full employment will be said to exist in the economy
. . . It also follows that the benchmark of full employment is not an
absolute constant, but something which itself varies with every change
in the real wage rate or in the subjective or objective determinants of
the labour supply curve.

(Patinkin 1965: 314–315)
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9 The point of full employment is defined by the point of intersection
of the supply curve and the demand curve. When effective demand is
such that actual employment stands at this level, then every unit of
available labour at the corresponding level of real wages is bespoken
and one entrepreneur can increase the amount of labour he employs
only by reducing the amount employed by someone else.

(Robinson 1947: 126)

10 The use of the notion of a natural rate of employment rather than a natural
rate of unemployment is justified in my discussion of Friedman in Chapter 13.

11 This will be demonstrated in Chapter 8.
12 Cf. For example Mortensen (1970), Okun (1981: Chapter II), Pissarides (1990)

and Mortensen and Pissarides (1999).

3 FROM LABOUR RATIONING TO (INVOLUNTARY)
UNEMPLOYMENT

1 Some occurrences have been discarded because of their lack of plausibility.
The first one is the case of the exclusive supply participation in goods markets
(it is assumed that in order to supply goods or services other inputs than labor
ought to be purchased). The second one is the case of joint supply and
demand participation in the labor market.

2 Since rationing is excluded, unemployment ought to be left aside.
3 Thus there is no empty choice set.
4 The existence of the wage-dependency category implies the existence of bar-

riers to entry for self-employed jobs. As stated by Lindbeck and Snower, ‘If
workers were always able to achieve self-employment, then there could be no
involuntary unemployment. Whoever could not work for someone else, would
work for himself’ (Lindbeck and Snower 1988: 51).

5 Moreover, mobility across social forms of activities will also be assumed possible.
6 It is unnecessary to delve into what may motivate agents to prefer unemploy-

ment against taking their chances in lower-skill markets. Just to give a hint,
they may for example assume that taking a lower job prejudices the chances of
getting a job in their normal market in the future (which amounts to believing
that the risk of human capital loss is higher with downwards mobility than with
unemployment).

7 The ‘misemployment’ term ought thus to be understood widely, as it may
encompass the rentier activity.

8 Agents of the second type could be called ‘disguised rentiers’.
9 In the same vein, in an essay on unemployment in Britain in the inter-war years,

Whiteside and Gillepsie note that a possible rationale behind the rise of unem-
ployment as a distinct category was the need to differentiate it from poverty:

‘Unemployment’ as originally conceived in the late nineteenth
century had no uniform or self-evident meaning. The ‘unemployed’
were distinguished from the rest of the pauper host by their moral
superiority: made evident in their previous regular working habits,
their independence, thrift, sobriety, and honesty. Policies for the
unemployed therefore aimed to save these stout fellows from the
horrors of a punitive poor law, on whose tender mercies they might
be thrown in hard times, through no fault of their own. Such policies,
however, excluded the ‘residuum’ – those surplus to labor market

N O T E S

253



requirements whose physical and mental weaknesses rendered them
incapable of regular work.

[1991: 674–675]

10 As stated by Whiteside and Gillepsie: ‘The survey [New Survey of London,
carried out at the London School of Economics between 1928 and 1931] con-
cluded that the loss of six weeks wages in the course of six months would be
enough to place the average unskilled worker in poverty. At the beginning of
1929, a relatively prosperous year, almost 14 percent of the adult male work-
force fell within this category’ (1991: 671).

4 TRADE ORGANISATION

1 Sometimes this distinction, which does not coincide with the distinction
between existence and stability of equilibrium, is made under a different termi-
nology. For example, in his translator’s commentary in the English version of
Walras’ Elements, Jaffé calls ‘emergence’ or ‘establishment’ what I suggest
calling ‘formation’:

The laws of the emergence or establishment of equilibrium prices refer to
the laws of those operations of the market that result in equilibrium,
whereas the laws of the determination of equilibrium price take into
account ‘the ultimate facts and forces which constitute that price.

(1954: 501)

2 While the formation of equilibrium is the task that the economic agents need
to achieve, establishing the logical existence of equilibrium is the job of the
outside supposedly ominicient theorist.

3 The notion of trade round will play a central role throughout my book. In the
literature it is sometimes referred to as the ‘market period’.

4 ‘Simultaneous assembly is replaced by arrangements whereby one market side,
buyer or seller, stands ready to serve at irregular arrival times. The bazaar or a
system of posted prices emerges’ (Brunner and Meltzer 1993: 136).

5 In Clower and Due’s words: ‘Strictly speaking, therefore, the term “market price”
is a misnomer; the typical commodity has no market price, only market prices . . .
In virtually all cases, the term will refer to some kind of index of prices rather
than a single figure associated with all trades in a particular market’ (1972: 80).

6 The Marshallian approach is less easily reconstructed than the Walrasian.
Hence more time will be devoted to it.

7 Cf. De Vroey (1998).
8 Lucas is an exception. See Lucas (1986).
9 Cf. De Vroey (2000). For a comparison with the Walrasian conception, see De

Vroey (1999a) and De Vroey (2002).
10 In modern parlance a distinction is drawn between short and the long period

equilibrium. I prefer to stick to Marshall’s terminology, which is less equivocal,
and use the market/normal equilibrium divide.

11 The central reference is Marshall’s corn model, to be found in Book V,
Chapter 2 of his Principles.

12 This point that has scarcely been perceived, with a few exceptions. Hayek was
one of them:

In the usual presentations of equilibrium analysis it is generally made
to appear as if these questions of how the equilibrium comes about
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were solved. But, if we look closer, it soon becomes evident that these
apparent demonstrations amount to no more than the apparent
proof of what is already assumed. The device generally adopted for
this purpose is the assumption of a perfect market where every event
becomes known instantaneously to every member . . . The whole
economic system must be assumed to be one perfect market in
which everybody knows everything. The assumption of a perfect
market, then, means nothing else than that all the members of the
community, even if they are not supposed to be strictly omniscient,
are at least supposed to know automatically all that is relevant for
their decisions.

(Hayek [1937] 1948: 45–46)

Brown (1994) makes the same point: ‘The process of “haggling and bargain-
ing” referred to in Marshall’s account is strictly redundant, as it is not haggling
that results in the final price, but a foreknowledge on the part of transactors’
(1994: 78).

13 On this difference, see De Vroey (2003).
14 Marshall also stressed the possibility of false trading. Here, his argument was

based on the assumption of a constant marginal utility of money. The latter
permits the elimination of income effects yet requires that an agent’s expendi-
ture in every market is small with respect to his total expenditure. However –
and this is what counts for my purpose – market clearing remains present in
this false trading context, in the sense that the total quantity traded is equal to
the quantity that would have been traded without false trading while the last
transaction takes place at the ‘true equilibrium’ price.

15 For an analysis of Marshall’s views on the labour market, see Matthews
(1990).

16 Stating that market clearing becomes an irrelevant concept when it comes
to the decentralised market organisation does not amount to altogether
abandoning an equilibrium perspective. First, the notion of individual
equilibrium remains relevant. Moreover, the notion of normal equilibrium,
although no longer being underpinned by that of market equilibrium, is still
operative.

17 Often, authors take rigidity as an extreme form of stickiness, in which case a
rigid price is also sticky. I believe that this way of putting things is misleading
and prefer to have three non-overlapping categories, rigid prices (or fixprices),
flexible prices and sticky (or sluggish or slowly adjusting) prices.

18 At stake are prices expressed in terms of a numéraire, which should not be con-
fused with monetary prices.

19 The same view is to be found under Tobin’s and Blanchard’s pens: ‘I shall
argue that Keynesian macroeconomics neither asserts nor requires nominal
wage and/or price rigidity. It does assert and require that markets not be
instantaneously and continuously cleared by prices. That is a much less restric-
tive assumption, and much less controversial’ (Tobin [1993] 1997: 136). ‘In
retrospect, the post-war consensus was a consensus about two main beliefs . . .
The second main belief was indeed that prices and wages did not adjust very
quickly to clear markets’ (Blanchard 1987: 634).

20 A further line, fitting only the Marshallian approach, consists of trying to give a
foundation to the wage rigidity notion, thereby releasing the otherwise con-
trived character of this assumption. Onne might have believed that perfect
competition was another stumbling block. Yet, it will be shown below that
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substituting imperfect for perfect competition allows a dominated underem-
ployment result yet no involuntary unemployment.

5 KEYNES’ PROGRAMME: A RECONSTRUCTION

1 As stated by Keynes: ‘A classical economist may sympathise with labour in refus-
ing to accept a cut in its money-wage, and he will admit that it may not be wise
to make it to meet conditions which are temporary; but scientific integrity
forces him to declare that this refusal is, nevertheless, at the bottom of the
trouble’ (1936: 16).

2 For an alternative interpretation, see Gerrard (1995).
3 On their contents, see, amongst others, Tarshis (1989).
4 The analysis presented here is a rational reconstruction of Keynes’ project. A

study along the same lines yet different in style is Laidler (1999). For more his-
toriographical studies, see, e.g. Bateman (1996), Clarke (1990), Dimand
(1988), Moggridge (1992), Skidelsky (1983, 1992, 2000).

5 In Leijonhufvud’s terms: ‘Keynes was concerned with a systemic problem that
could be defined neither in terms of individual decision situations nor in terms
of interactions between buyers and sellers in a single market’ (Leijonhufvud
1983: 195–196). Or as stated by Coddington: ‘Involuntary unemployment
arises because of a malfunctioning of the economic system: it is not that indi-
viduals lack the willingness or ability to work but rather that the economy is
failing to provide them with the opportunity to do so’ (Coddington 1983: 27).
See also Kregel (1987: 135).

6 For example, in his Appendix to Chapter 19, where he criticises Pigou, Keynes
writes the following: ‘I maintain that the real wage . . . is not primarily deter-
mined by “wage adjustment” . . . but by other forces of the system . . . in particu-
lar the relation between the schedule of the marginal efficiency of capital and
the rate of interest’ (1936: 278).

7 Cf. Patinkin (1987a: 27, 35) and Weintraub (1979: 39).
8 Clower (1975) quotes an extract of a letter from Keynes to Georgescu-Rodan,

dated December 1934 and running as follows: ‘All the same, I shall hope to
convince you some day that Walras’ theory and all the others along those lines
are little better than nonsense!’ (1975, reprinted in Walker 1984: 190).

9 On Keynes’ Marshallian roots, see Clower (1979, reprinted in Walker 1984),
Clower (1989, reprinted in Clower, 1995) and Leijonhufvud (1968, 1999).

10 The fact that Keynes saw no connection between unemployment and
imperfect competition has puzzled many commentators. For example, Tobin
notes that:

By assuming that firms are price takers in auction markets rather than
price setters in monopolistic competition or oligopoly, he [Keynes]
made it harder to sustain his vision of persistent disequilibrium, with
failures of coordination, communication, and adjustment. Imperfect
competition was the other revolution in economics in the 1930s; one
of its sites was Keynes’ Cambridge, and two of its agents, Joan Robin-
son and Sraffa, were in his group. Yet for some mysterious reason the
two revolutions were never meshed.

(Tobin 1981: 207)

However, Tobin is wrong in asserting that Keynes’ reasoning supposes that
firms are price-takers in auction markets. As seen in Chapter 4, price-setting
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agents and perfect competition are compatible in a Marshallian framework.
On the subject of Keynes’ attitude towards imperfect competition, see Feiwel
(1989: 32 and seq.), from which Tobin’s quotation is drawn, Marris (1991) and
Keppler (1994).

11 For an opposite view, see Meltzer (1988).
12 On this see Hutchison (1978) and Laidler (1999).
13 As the French philosopher Louis Althusser used to say, ‘the concept of dog will

never bark’!

6 INVOLUNTARY UNEMPLOYMENT IN KEYNES’
THE GENERAL THEORY

1 Cf. Kahn (1976: 19) and Corry (1996: 12–15). Boianovsky and Trautwein
(2001) analyse the use of the involuntary unemployment concept in English
literature before Keynes as well as in non-published lectures by Cassel and
Wicksell where this concept is to be found. For an analysis of Pigou’s theory of
unemployment, see Klausinger (1998) and Ambrosi (2002).

2 Leontief emphasised this point long ago:

Keynes by analogy refers to it as a fundamental postulate, which it
obviously is not . . . Far from being directly assumed, the real supply
curve of labour is derived by the modern non-Keynesian theory from
a set of other much more general propositions. The truly fundamen-
tal postulates of orthodox theory deal with the general nature of eco-
nomic choice.

(Leontief 1947: 233–234)

Keynes must have had in mind that the cause lying behind the violation of the
second postulate was the insufficiency of effective demand, yet, as will be seen
below, he was unable to clinch the argument.

3 ‘Nor should we regard as “involuntary” unemployment the withdrawal of their
labour by a body of workers because they do not choose to work for less than a
certain real reward’ (Keynes 1936: 15).

4 For a more standard account of Keynes’ analysis of the labour market, see e.g.
Snowdon and Vane (1994: 68, seq.)

5 Or also:

But the other, more fundamental objection, which we shall develop in
the ensuing chapters, flows from our disputing the assumption that the
general level of real wages is directly determined by the character of
the wage bargain. In assuming that the wage bargain determines the
real wage the classical school have slipped in an illicit assumption. For
there may be no method available to labour as a whole whereby it can
bring the wage-good equivalent of the general level of money-wages
into conformity with the marginal disutility of the current volume of
employment. There may exist no expedient by which labour as a whole
can reduce its real wage to a given figure by making revised money bar-
gains with the entrepreneurs. This will be our contention.

(1936: 13)

6 Only a few economists seem to have been aware of this point. Lipsey is one of
them. He writes:
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Shortly after I published my first Phillips Curve article, Milton Fried-
man visited me at the London School of Economics. He argued that I
was perpetrating money illusion by putting a nominal wage variable
on the vertical axis of my figures rather than using some variant of
the rate of change of real wages. My answer to him then was the same
as my response now. The variable that workers bargain over is the
nominal not the real wage (with rare exceptions). If workers care
abut the real wage, then their expectation of how the nominal rate
and the real wage may differ should enter the wage formation equa-
tion as an independent variable. But the dependent variable should
be the true behavioural variable, the nominal wage change.

(Lipsey 2000: 70)

Branson (1972, Chapter 6) is another exception.
7 In this case, the two above formulations of the labour supply function – Ls

� f(w/p) and Ls � f(w; pe
w) – amount to the same. The fact that in Marshallian

and neo-Marshallian theory reasoning usually proceeds in terms of the first of
these formulations can be viewed as an evidence of it being based on the
assumption of perfect foresight.

8 This point was already noticed by Harrod ([1937] 1947: 598).
9 Keynes’ statement would have been clearer had he written that ‘Men are invol-

untarily unemployed if, in the event of a small rise in the price of wage-goods
relatively to the money-wage, the new volume of employment would be higher
than the existing volume’.

10 Contrary to me, Hoover (1995) claims that Keynes’ concern for relative wage is
fundamental.

11 To be more specific, rigidity cannot be captured under the form of a specially
shaped supply of labour, like the inverse-L-shaped supply of labour. This point
will be taken up in Chapter 8.

12 The ‘effective-demand deficiency’ expression is introduced on p. 30 of The
General Theory. An effective-demand deficiency can also be characterised as an
aggregate-demand deficiency, as it is the insufficiency of aggregate demand
which explains the gap in effective demand.

13 De Vroey (1999c) defends the view that, for all its non-acceptability in a Wal-
rasian context, the claim that rationing can exist in a single market raises no
problems in a Marshallian general equilibrium framework.

14 ‘These three assumptions, however, all amount to the same thing in the sense that
they all stand and fall together, any of them logically involving the other two’ (1936:
21–22; my emphasis).

15 More generally it is the labour market itself which seems to have been put
aside, a point which hardly escaped Lucas’ sharp eye: ‘The fact is, I think, that
Keynes wanted to get labour markets out of the way in Chapter Two so that he
could get to the demand theory which really interested him’. ([1978] 1981:
242).

16 Were one considering that normal equilibrium values are never realised, but
act just as centres of attraction, it should still be assumed that a firms’ conjec-
tures are not too false, as cumulative disequilibria processes would otherwise
arise.

17 This statement runs counter to what Keynes wrote in Chapter 12 of The General
Theory as well as in his Quarterly Journal of Economics 1937 article. But then, this
is testimony to the co-existence in his writings of the radical and the reformist
strategy.
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18 Some solace may be found by returning to Schumpeter’s appraisal of the rela-
tive contributions of Malthus and Ricardo to economic theory:

It is perfectly compatible with recognition of these facts that much
less ingenuity went into Malthus’s than into Ricardo’s analytic
schema, and that the former was throughout in the most unenviable
position an economist can be in, namely, in the position of having
to defend plain sense against another man’s futile but clever pirou-
ettes.

([1954] 1994: 483)

19 On this distinction, see Blaug (1997).
20 Several interpreters have taken it up this interpretation. To give just two

examples: ‘Also it is clear that Keynes did not rely upon the fixity of nominal
(or real, for that matter) wage in characterising his system. In fact, he devoted
an entire chapter, Chapter 19, to examining the effects of “changes in money
wages”’ (Lawlor, Darity and Horn 1987: 321; their emphasis). ‘It is true that
Keynes assumed a fixed money wage for the first eighteen chapters of the
book, but this, as he explained, was just “to facilitate the exposition” (p. 27). In
Chapter 19, entitled ‘Changes in Money Wages’ he relaxed the assumption
and argued that it made no difference to the conclusions of the previous
eighteen chapters’ (Howitt 1990: 72). See also Trevithick (1992).

7 HICKS’ ‘MR KEYNES AND THE “CLASSICS”’

1 Samuelson’s testimony is worth recalling:

I think I am giving away no secrets when I solemnly aver – upon the
basis of vivid personal recollections – that no one else in Cambridge
Massachusetts really knew what is was about for some twelve to
eighteen months after its publication. Indeed, until the appearance
of the mathematical models of Meade, Lange, Hicks, and Harrod,
there is reason to believe that Keynes himself did not truly under-
stand his own analysis.

(1947: 146)

2 Of interest in this respect are Hicks’ following papers: ‘The “Classics” Again’
(1967), ‘Monetary Theory and History – An Attempt at Perspective’ (1967),
‘Recollections and Documents’ (1977), ‘The Formation of an Economist’
(1983), ‘IS-LM. An Explanation’ (1982), A Market Theory of Money (1989) and
Klamer’s ‘An Accountant Among Economists: Conversations with Sir John R.
Hicks’ (1989). For a broader appraisal of the relationship between Keynes and
Hicks, see Coddington (1983), Leijonhufvud (1984), Hamouda (1993), Hage-
mann and Hamouda (1994), McKenzie and Zamagni (1991).

3 Notice that a change in opinion is discernible in his Market Theory of Money,
where Hicks comes closer to the view that I am defending. ‘I have nevertheless
come to feel sure that when Keynes spoke of “classical” theory it was Marshall’s
he had in mind’ (1989: 72). In the accompanying footnote, Hicks adds the
following commentary:

So it was that when Keynes saw it [‘Mr Keynes and the “Classics”’],
though he found my version of his own theory fairly acceptable . . .,
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he insisted that I had got the ‘classics’ all wrong. My ‘classical’ was
much more primitive than his ‘classical’ theory. I now regard this as
evidence that his ‘classic’ was Marshall.

(1989: 72)

4 Quite a number of things will fit into place if we suppose that the clas-
sical economists, of this important and in so many ways constructive
period, did have some such short-period theory, somewhere at the
back of their minds, though they preferred not to emphasise it . . .
They were afraid that if too much weight were given to short-period
effects, it would play into the hands of crude inflationists. The long-
period, it would be said, is just a succession of short-periods. Why not
keep the stimulus going, when the first dose is exhausted, by another
dose? They were afraid of that question, for they did not know the
answer to it. Yet they felt in their bones that the suggestion in it was
wrong.

(1967: 162)

5 The model [the ‘dynamic’ model of Value and Capital] was already in
my mind before I met that of Keynes. When I did read him, I recog-
nised at once that my model and Keynes’ had some things in
common. Both of us fixed our attention on the behaviour of an
economy during a period – a period that had a past, which nothing that
was done during the period could alter, and a future, which during
the period was unknown.

(1982: 319)

6 Other critical studies of Hicks’ article are Darity and Young (1995) and Barens
and Caspari (1999).

7 The fact that Hicks wrote his ‘Mr Keynes and the Classics’ while he was
working on Value and Capital may also explain why he did not bother to
justify the wage rigidity assumption in his article, since he was doing it in
the book. Cf. Young (1987: 98). The fairness theme is also present in his
Theory of Wages (1963: 69–74) and in The Crisis in Keynesian Economics (1974:
64–66).

8 Except for scattered remarks, no explicit reason for this absence is given. In his
new commentary in the second edition of the Theory of Wages, Hicks remarks
that he finds Keynes’ distinction between voluntary and involuntary unemploy-
ment awkward (1963: 318) without further elaboration. The same opinion is
expressed in Hicks (1983: 127).

9 To Hicks the fact that monetary expansion can have real effects does not
necessarily justify it being undertaken:

It follows from this theory that you may be able to increase employ-
ment by direct inflation; but whether or not you decide to favour that
policy depends upon your judgement about the probable reaction on
wages, and also – in a national area – upon your views about the inter-
national standard.

(1967: 130)

10 Labour will be employed more in the investment trades, less in the
consumption trades; this will increase total employment if the elastic-
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ity of supply in the investment trades is greater than that in the con-
sumption-goods trades – diminish it if vice versa.

(1967: 129)

11 The ‘liquidity trap’ terminology is not due to Hicks but to Robertson.

12 In a world where the interest-rate mechanism can always operate –
where the rate of interest is flexible, and sufficiently flexible, in either
directions, for its movements to have a significant effect on (saving
or) investment – the Keynes theory is true and the ‘classical theory’ is
true; they lead to the same results. Though the paths of analysis are
different, the end-results, achieved when all the same things have
been taken into account, are the same. And either analysis can be put
into a general equilibrium form in which it is directly apparent, that
they come to the same thing.

(Hicks 1967: 144)

13 Hicks labelled his curves SI and LL respectively.
14 Other differences between the Hicksian and the textbook versions of IS-LM

exist, bearing on the change in labelling of the model, the abandonment of
Hicks’ two sectors perspective and the shift from money to real income. Yet in
comparison to the two above central differences, they look benign.

8 IS-LM À LA MODIGLIANI

1 Cf. Patinkin ([1948] 1951, 1987).
2 Modigliani also seems to think that another characteristic of the Keynesian

labour supply is money illusion – that is, its argument is the nominal rather than
the real wage. However, this factor plays no effective role in his argumentation.
On the one hand, money illusion can co-exist with a standard upwards sloping
supply of labour. On the other, with an inverse-L supply of labour, money illu-
sion is not needed in order to have less than full employment.

3 The inverse-L labour supply curve mentioned in Chapter 2 is thus an extreme
form of Modigliani assumption, as it supposes in addition that from the kink
onwards labour supply becomes perfectly inelastic. To be simple, in the sub-
sequent discussion I will reason in terms of the inverse-L case.

4 Patinkin (1965: 342) and Stiglitz (1992: 73) are among them.
5 This point is made by Rubin in his doctoral dissertation (Rubin 2002b,

Chapter 2).

9 LANGE, LEONTIEF, TOBIN, KLEIN AND HANSEN

1 For a similar critical survey, see Darity and Young (1995).
2 In his earlier 1936 review of The General Theory Leontief ([1936] 1990) had

proposed a different interpretation, namely that Keynes’ theory rested exclus-
ively on the money illusion assumption. Keynes, he claimed, assumed a
non-homogeneous supply of labour – that is to say, he abandoned the general
postulate that demand and supply is homogeneous of degree zero in uniform
changes in its arguments. This homogeneity postulate was criticised by
Patinkin (1965: 174, seq.) on the grounds that the complete separation
between the theories of relative and absolute prices, which it implied, was
invalid.
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3 On the notion of hysteresis, see Cross (1995).
4 This being stated, at one point Leontief falls prey to the mistake of believing

that, due to the wage floor, a new supply of labour schedule replaces the
normal upwards sloping labour supply curve (Leontief 1947: 236).

5 ‘Involuntary unemployment could thus always be eliminated through an
upward shift of the classical monetary supply and demand curves, a shift which
necessarily would follow a general rise of all prices (excluding the price of
labour)’ (Leontief 1947: 237).

6 I have argued above that putting the nominal wage as the argument of the
labour supply function does not necessarily imply money illusion, as long as a
price-expectation parameter is introduced in this function.

7 However, Hoover (1995) claims that this money illusion interpretation of
Keynes’ message still retains some currency in textbooks.

8 Klein (1947) is a precursor of this book.

9 Again, as in the Treatise, Keynes did not really understand what he
had written, and chose the wrong thing to publicize as his innovation.
The Keynesian supply curve of labour and definition of involuntary
unemployment were no more important to The General Theory than
the ‘fundamental equations’ were to the Treatise.

(Klein 1948: 83)

10 At the time Klein was writing the pieces discussed here, he was, in effect,
defending Marxian views.

10 INVOLUNTARY UNEMPLOYMENT IN MACROECONOMIC
TEXTBOOKS

1 It is in the specification of the supply function that the Keynesian
analysis diverges from that of the classical system, and in two respects.
First, the supply of labour is made to depend, not on the real wage w,
but on the money wage rate W. This takes account of the institutional
aspects of wage negotiations and it allows for the fact that workers
may be subject to the ‘money illusion’ that higher money wages are
always a good thing, without regards to what may happen to prices.
Second, whereas the real wage rate of the classics is completely flexi-
ble up and down, the money wage rate of the Keynesian system is
limited in its flexibility in the downwards direction . . . The Keynesian
supply function is a truncated one, cut off below at certain level at
which the wage rate becomes inflexible.

(Allen 1967: 124)

11 THE FORERUNNERS: PATINKIN, CLOWER,
LEIJONHUFVUD

1 For a methodological appraisal of the disequilibrium approach, see Backhouse
(1995, Chapter 10).

2 As will be seen, Leijonhufvud stands as an exception with respect to several of
these traits.

3 Semantics is treacherous here because these so-called non-Walrasian models
still largely belong to the Walrasian research programme rather than being
antinomic to it, as the modifier ‘non’ suggests. In other words, they are non-
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Walrasian in a radically different way from other types of models that might be
called so, in fact more deservedly, such as Marxian theory, Sraffian theory or,
for that matter, Marshallian theory.

4 For a study of the evolution of Patinkin’s ideas on involuntary unemployment
from his doctorate to Money, Interest and Prices, see Rubin (2002a).

5 Patinkin has recurrently claimed, e.g. Patinkin (1987, 1990), that Keynes was
his precursor in conceiving involuntary unemployment as a disequilibrium
phenomenon. Yet his argumentation in this respect seems unconvincing to
me.

6 Money, Interest and Prices comprises two parts, entitled respectively Microeco-
nomics and Macroeconomics. The only difference between them signalled by
Patinkin is that the idiosyncrasies of individuals’ demand function are still
reflected in the microeconomics part, while the market demand functions
assume the aggregative forms familiar from Keynesian theory in the macro part
(1965: XXV).

7 See pp. 532 and 534.
8 In reference to his champagne example, Clower writes: ‘For the moment let us

imagine ourselves to be involuntarily unemployed in the sense of Keynes’
([1965] 1984: 48). Likewise, in his formal argumentation, Clower starts by
evoking the case where households’ effective and notional income coincide.

He then goes on by noting that: ‘in the contrary case, however, i.e. if �
n

j

pjSj

��
n

j

pj S
–

j, a second round of decision making is indicated, namely maximise

[utility] subject to the modified budget constraint’, where s indicates traded
quantity, a parameter to the agent and s� his notional optimal trading offer at
the given wage ([1965] 1984: 49–50). The same statement is made on p. 53:
‘suppose that the notional aggregate demand for factors is less than aggregate
supply (in the sense indicated). Then involuntary unemployment may be said
to exist’.

9 As he states in his Afterthoughts to the Walker volume (1984), ‘this paper does
not take issue with the price adjustment rules of established theory, nor with
the presumption that all prices (including wage rates) are freely flexible’
(1984: 262).

10 In Clower’s example, there is no numéraire since it comprises a single relative
price. Yet my main point – that it happens that the auctioneer is discarding
one of the markets – is still verified.

11 Cf. De Vroey (1998: 208).
12 The eventual result is paradoxical, however. Clower may well have castigated

Keynesian theory as it stood in the 1960s as being too Walrasian yet, actually, its
full Walrasation came only afterwards in the works of Barro and Grossman and
subsequent authors, who took their lead from him!

13 When speaking of Keynesian economics or the ‘income-expenditure model’,
Leijonhuvfud has in mind the IS-LM apparatus (1968: 4).

14 The fact that later on Clower and Leijonhufvud jointly wrote the programmatic
piece evoked above ([1975] 1984) may then suggest that it is Clower who made
the step towards Leijonhufvud.

15 See also Leijonhufvud (1968: 53, 333).
16 See also Leijonhufvud (1968: 85).
17 At present, Leijonhufvud formulates the matter differently by accepting a

difference in behaviour between wages, supposed to be sluggish, and prices,
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supposed to be fast adjusting. ‘The correct statement is that, in Keynes’ theory,
wages adjust less rapidly than output rates and that prices adjust either as fast
or faster than output rates’ (1998: 226). As will be seen, this reformulation has
no impact on my assessment.

18 Note, however, that the attainment of the new equilibrium price has also to
wait until t3.

19 For a different assessment of Leijonhufvud’s claim, see Backhouse (1980,
1982).

12 THE SECOND GENERATION: BARRO AND GROSSMAN,
DRÈZE, BENASSY AND MALINVAUD

1 Barro and Grossman’s 1971 paper and 1976 book present the same basic
claim, the only difference between them being that the argumentation is
significantly more complete in the book – in particular, some dynamic
perspective is introduced.

2 I would nonetheless classify Drèze’s model as Walrasian because it belongs to
the Walrasian research programme.

3 Benassy’s contribution to the debates on unemployment has not been limited
to the type of models examined here, i.e. perfectly competitive models. He was
also among the initiators of the imperfect competition approach to the
problem. More on this in Chapter 19.

4 ‘Effective demand (or supply) on one particular market is the trade which
maximizes the agent’s criterion subject to the usual constraints and the quan-
tity constraints on the other markets’ (Benassy 1993: 739; his emphasis).

5 Amongst others, d’Autume (1985) and Silvestre (1982) have demon-
strated that Drèze’s and Benassy’s equilibrium concepts result in similar alloca-
tions.

6 Benassy’s case will be discussed later.
7 Of course, Lucas has hardly been alone in highlighting the incongruity

between Walras and Keynes. See for example the following statements made by
Negishi and Leijonhufvud: ‘Walrasian economics cannot explain Keynesian
equilibrium with involuntary unemployment since tâtonnement always results
in a general equilibrium with full employment in the labour market’ (Negishi
1979: 17). ‘It is a silly endeavour to insist on trying, by hook or crook, to
produce some sort of “involuntary unemployment” which could be called
“Keynesian” and which could at the same time obey all the strictures of the
neo-Walrasian code’ (Leijonhufvud 1998: 234).

8 The short-side rule was first introduced by Marschak. Cf. Boianovsky (2002: 235).
9 According to the disequilibrium viewpoint, he or she should accept the deal,

because receiving half the amount gives a higher utility than receiving nothing
does. Yet it is more plausible to assume that this person, feeling that the con-
tract has been breached and his rights encroached, will prefer to block the
whole decisional process rather than receiving the smaller amount.

10 As seen, Clower and Leijonhufvud made their mind rather early on the
conclusion that this programme could not succeed. Hence, they must be put
aside from the others.

11 The same point had been made earlier by Weintraub:

This symposium provided additional examples of such argumentations:
the discussions generated by McCallum’s paper, and Grandmont’s,
contained various appeals to the ‘Principle’ that the world either was or
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was not in equilibrium. The commentators in this audience seemed to
think that they had a way of discussing the truth of the idea that
observed states were equilibria without committing themselves to any
particular theory of macroeconomics. This is, of course, an illusion:
equilibrium states, or disequilibria are characteristics of our theories,
and are thus imposed on the world

(1990: 273)

12 Many interpreters have followed Malinvaud by assuming that Lucas was making
a claim as to the real-world existence of market clearing. ‘The “new classical
macroeconomists” claim that markets do clear at every instant – in the Wal-
rasian sense – in actual economies’ (Grandmont 1983: 2). ‘I have probably to
remind you that an important school of thought in modern economics
chooses to deny everything. Its members argue that supply and demand actu-
ally do balance in the labour market as they do in the fish market’ (Solow
1990: 28). ‘If we are to make empirically interesting statements about disequi-
librium and equilibrium, statements that have potential empirical contents, we
must define these two terms so that both are meaningful and both can be
observed – in order to say that in fact we do not observe one of them’ (Lipsey
2000: 72).

13 Clower was hardly enthusiastic about Benassy’s enterprise, as the following
extract from his Afterthoughts to the Walker volume witnesses.

As for the dual-decision hypothesis, I gave it up, for the reasons indi-
cated, before the ‘Reconsideration’ appeared (and also before the
‘Counter-revolution’ was published). Imagine my astonishment when
a virtually distinct branch of economic theory began to develop from
the dual-decision hypothesis and from the surprisingly similar (but, to
my mind, even less coherent) Patinkin model of constrained supply. I
refer, of course, to the fix-price models of Barro and Grossman,
Drèze, Negishi, Grandmont, Benassy, Malinvaud, Varian and other
writers. Although I am an acknowledged ‘grandfather’ of all these
‘babies’, I disowned them at the 1980 Aix-en-Provence World Confer-
ence of the Econometric Society as ‘monsters’ begotten by a father
(the dual-decision process) whose paternity I admitted but whose
character I deplored. I then gave my blessing to other babies – a
motley lot, excepts for their distinctively Marshallian grins – describ-
ing them as well-formed off-springs of a fraternal twin of the father
whose babies I just disowned.

(Walker 1984: 266)

Clower, however, is wrong when stating that the above mentioned authors
adopted his dual-decision hypothesis. Only Benassy did.

14 It took some time for the need for such a shift to be perceived. For example,
Benassy entitled his 1982 survey The Economics of Market Disequilibrium (1982)
while his 1990 piece received the title ‘Non-Walrasian Equilibrium, Money and
Macroeconomics’ (1990).
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13 FRIEDMAN

1 For a broader methodological assessment of Friedman’s views, see Hammond
(1996).

2 Its importance has been admitted even by Friedman’s opponents, as Tobin’s
following statement illustrates: ‘In retrospect, Friedman’s 1967 Presidential
Address to the American Economic Association was the opening shot of the
new classical macroeconomics, the precursor of Lucas’s misperceptions’ expla-
nation of Phillips curve observations and of the “policy ineffectiveness proposi-
tion”’ (Tobin 1995: 32).

3 The paper was first published as a NBER occasional paper. Afterwards, it was
published as a book, edited by R.J. Gordon, jointly with critical comments from
opponents of different boards. Finally, it was included in Friedman and
Schwartz’s book Monetary Trends in the United States and the United Kingdom
(1982) as its general theoretical framework.

4 See, for example, his contribution to Stein’s volume on monetarism (Friedman
1976b).

5 The reason why I find it more appropriate to refer to the natural rate of
employment rather than to the natural rate of unemployment will be
explained shortly.

6 Recall my Chapter 6 analysis of Keynes’ second observation where I claimed
that the proposition as to the real wage being formed at the closure of the
labor market is admissible if perfect information is assumed yet becomes unac-
ceptable whenever it is removed. Friedman’s model is a testimony to this point.

7 In other words, the default lies in the construction of the optimising plan
rather than in its implementation.

8 This definition comes up again and again in the literature. For example, it is
to be found in Santomero and Seater’s Journal of Economic Literature survey:
‘Because of market frictions and structural changes, unemployment always is
positive. By implication, then, there will be unemployment even when the
economy is in general equilibrium, defined as the absence of excess demand
in each market’ (1978: 515). To take another, more recent, example, in
their Macroeconomics textbook, Hall and Taylor (1991) define the natural
rate of unemployment as ‘the amount of unemployment when the labor
market is in equilibrium’ (1991: 71) while they define equilibrium employ-
ment as ‘the volume of employment at the intersection of supply and
demand’ (1991: 85).

9 In Marshallian theory, the non-instantaneous attainment of normal equilibrium
can be explained in terms of frictions (i.e. the fact that adjustment is slow, e.g.
because of a time-to-build factor). However, frictions play no role in the attain-
ment of market equilibrium (i.e. market clearing).

10 See also Rogerson (1997) who confronts Friedman’s categories with the
search approach and makes it clear that his model is far from being a search
model.

11 My point is not that a theory as to the natural rate of unemployment (i.e. a
theory where unemployment in positive at equilibrium) is inconceivable. To
restrain myself to the models analysed in this book, the efficiency wage model
is a contribution to such a theory. My claim is rather that no such contribution
is to be found in Friedman’s misperception model.

12 A further sign of the existence of an anomaly in Friedman’s reasoning is his
resorting to the awkward notion of ‘overfull employment’ (1976a: 223).

13 Tobin has admitted to have fallen prey to the same mistake: ‘until I re-read

N O T E S

266



Friedman’s Presidential Address in order to write this chapter, I had the
impression that Friedman accepted a Keynesian non-market clearing explana-
tion of unemployment in excess of the natural rate’ (Tobin 1995: 40).

14 Later in an interview with Snowdon and Vane Friedman characterised The
General Theory as a ‘remarkable intellectual achievement’ and the ‘right kind of
theory’ even if it eventually proved to be an ‘unsuccessful argument’ (Snowdon
and Vane 1999: 127).

15 The following anecdote told by Mark Skousen is instructive:

On December 31, 1965, Time magazine put John Maynard Keynes on
the cover and quoted Friedman as saying, ‘We are all Keynesians
now’. Later, Friedman said he was quoted out of context. ‘In one
sense, we are all Keynesians now; in another, no one is a Keynesian
any longer. We all use Keynesian language and apparatus, none of us
any longer accepts the initial Keynesian conclusions.

(Skousen 1988)

As will be seen, this is a type of statement that Lucas would never make.
16 On this see Hirsch and de Marchi (1990), Dostaler (1998) and Hammond

(1992).
17 The following excerpt from his ‘Marshallian Demand Curve’ illustrates:

Of course, it would be an overstatement to characterise all modern
economic theory as ‘Walrasian’ in this sense. For example, Keynes’
theory of employment, whatever its merits or demerits on other
grounds, is Marshallian in method. It is a general equilibrium theory
containing important empirical content and constructed to facilitate
meaningful predictions.

(Friedman [1949] 1953: 92)

18 Friedman suggests that Keynes’ mistake was due to the exceptional quantity
disruptions that characterised the Great Depression:

However rationalized, the basic reason for the assumption was
undoubtedly the lack of concordance between observed behavior and
the implications of a literal application of Marshall’s assumptions to
aggregate magnitudes . . . If anything, at least in the decades and a
half between the end of World War I and the writing of The General
Theory, economic fluctuations were manifested to a greater degree in
output and employment than in prices. It therefore seemed highly
plausible that, at least for aggregate phenomena, relative speeds of
adjustment were just the reverse of those assumed by Marshall.
Keynes explored this penetrating insight by carrying it tot he
extreme: all adjustment in quantity, none in price.

(Friedman 1974a: 19)

19 Asked by Snowdon and Vane ‘Do you think that the distinction made by
Keynes between voluntary and involuntary unemployment has been a useful
one for the development of macroeconomics?’, Friedman’s answer is typically
subdued: ‘I have not myself found it a terribly useful distinction, but I cannot
speak for others’ (1994: 173).
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20 As stated by Hoover:

Friedman’s analysis seemed remarkably prescient. Phillips curves esti-
mated in the early 1960s continued to fit well until the early 1970s – a
few years after Friedman’s address. But this was a period of moderate
inflation and so in line with his prediction. When inflation acceler-
ated in the early 1970s, the Phillips curve broke down, just as Fried-
man said they would.

(1988: 26)

21 For a more general assessment, see Leeson (1997a; 1997b).
22 See, e.g. Lipsey 1978.

23 It is puzzling to find it [the short-run Lucasian Phillips curve] put
forward as a discovery that a higher inflation rate will not increase the
full-employment level of employment: Keynes and the Keynesians
would not have claimed otherwise . . . In fact, the world that they [the
Lucasians] describe quite plainly needs no macro-policy. Keynesians
were concerned with the problem of pushing the economy to its
natural rate, not beyond it. If the economy is already there, we can all
go home.

(Hahn, 1982: 74–75)

When the rational expectations people describe policy they have
always a nice trick: they start from full employment where there is no
need for anything, then the government stupidly does something and
that ends up being completely ineffective in real terms, because you
start at ‘full employment’ and eventually you end up at full employ-
ment.

(Modigliani in Feiwel 1989: 570).

24 Several pieces of evidence exist in this respect. The first is Friedman’s endorse-
ment of the Marshallian approach against the Walrasian is his article on
demand theory ([1949] 1953: 90), a viewpoint which he re-asserted in
Friedman (1974b). Second is his interview with Snowdon and Vane (1997:
202).

25 Even his [Keynes’] steps were essentially Marshall’s, his short-run
being distinguished from his long-run by the fixity of the aggregate
capital stock. However, he tended to merge the market period and
the short-run period, and, true to his own misleading dictum ‘in the
long run we are all dead’, he concentrated almost exclusively on the
short run.

(Friedman 1974a: 18).

14 LUCAS

1 An interesting yet unfortunately unpublished paper on the genesis of Lucas’
ideas is de Marchi (1990). For an investigation of the methodological and epis-
temological foundations of his theory, see Vercelli (1991).

2 Cf. De Vroey (2004).
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3 See Snowdon and Vane (1998: 126) and Lucas’ introduction to Studies in Busi-
ness Cycle Theory (1981).

4 Nonetheless, Lucas recognises that the shift towards modern, scientific eco-
nomic theory arose with the first macroeconomic models constructed in the
aftermath of the Keynesian revolution, a development that Keynes hardly
encouraged yet that was often made in his name (1981: 219).

5 See also his Nobel lecture (1996: 669).
6 See also Lucas (1981: 215).
7 One of the hallmarks of the initial business cycle models (Lucas 1979, Kydland

and Prescott 1982), which sprung from Lucas’ neutrality of money model, was
that they require no unemployment concept, their object of analysis being
fluctuations in employment rather than variations in unemployment.

In most such models [of the business-cycle] unemployment as a distinct
activity plays no role whatever. For many other economists, explaining
business cycle is taken to mean accounting for recurrent episodes of
widespread unemployment. From this alternative viewpoint, a model
with cleared markets seems necessarily to miss the main point, however
successful it may be accounting for other phenomena, and the work of
‘equilibrium”’ macroeconomists is often criticized as though it were a
failed attempt to explain unemployment (which it surely does fail to)
instead of as an attempt to explain something else.

(Lucas 1987: 48)

Unemployment per se, Lucas goes onto argue, should be studied ‘as an indi-
vidual problem, identical in character in business cycle peaks and troughs
(though more people have this problem in troughs)’ (1987: 67), an investiga-
tion to be undertaken under the distinct banner of search theory rather than
that of the business cycle.

8 For a more in-depth analysis of Lucas’ conception of equilibrium, see De Vroey
(2002).

9 Vercelli (1991: 20 ff.) offers a more methodological criticism of Lucas’ equilib-
rium method.

10 Cf. De Vroey (1998).
11 In Hahn’s terms, ‘Imposing the axiom that the economy is at every instant in

competitive equilibrium simply removes the actual operation of the invisible
hand from the analysis. By postulating that all perceived Pareto-improving
moves are instantaneously carried out, all problems of co-ordination between
agents are ruled out’ (1985: 4).

12 Lucas’ stance has, in fact, a long lineage. To wit, it was voiced by von Mises in
his 1949 Human Action book: ‘Unemployment in the unhampered market is
always voluntary. In the eyes of the unemployed man, unemployment is the
minor of two evils between which he has to choose’ (1949: 596).

13 Cf. De Vroey (2004).

15 IMPLICIT CONTRACT THEORY

1 The ‘implicit contract’ term is an evocative coinage. Unfortunately, it is mislead-
ing, at least for what concerns Azariadis’ model where the contract bears only
on a given trade round, is perfectly explicit, and is simple rather than complex.
The implicit contract notion is more apposite for other works, e.g. Okun
(1981), where the idea of a long-standing relationship is more central and
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which are concerned with ‘arrangements that are not legally binding but that
give both sides incentives to maintain the relationship’ (1981: 49).

2 An alternative definition is Ito’s: ‘After the revelation of states of nature, if
unemployed workers have lower utility than retained workers in some states of
nature, they are said to be unemployed involuntarily’ (1991: 10).

3 As stated by Hahn and Solow, ‘Involuntary unemployment has nothing to do
with any metaphysical conundrum about “free will”’. (Hahn 1983: 225). ‘The
key point here is that the notion of “involuntary unemployment” is not meta-
physical or psychological; it has little or nothing to do with free will.’ (Solow
1986: S 33).

16 EFFICIENCY WAGE THEORY

1 Cf. Lazear and Moore (1984), Salop (1979), Shapiro and Stiglitz (1984), Weiss
(1980), Yellen (1984).

2 For broader surveys of these models see Katz (1986), Riley (2001) as well as
Akerlof and Stiglitz’s Nobel lectures (Akerlof 2002, Stiglitz 2002).

3 The critical wage for nonshirking is greater: (a) the smaller the detec-
tion probability; (b) the larger the effort; (c) the higher the quit rate;
(d) the higher the interest rate; (e) the higher the unemployment
benefit; and (f) the higher the flow out of unemployment.

(Shapiro and Stiglitz 1984: 438)

4 Cf. MacLeod and Malcomson (1998).
5 Cf. Weiss’ comments on Katz (Katz 1986: 285–286).
6 A possible explanation for this success is tractability. Introducing the efficiency

wage assumption in a standard model is an easy task, as it just consists of replac-
ing a traditional production function, y� f(k, l), with the function y� f(k, e(w)l).

7 See, e.g. Akerlof and Yellen (1986).
8 Bowles’ Marxian recasting of Shapiro and Stiglitz’s basic insights (1985) thus

appears a natural extension of the initial model.
9 See also Akerlof and Yellen (1986: 5).

10 This is a point that, to the best of my knowledge has hardly been underlined. It
definitely contradicts a remark that Stiglitz voiced years later in his Nobel
lecture, that ‘there are incentives on the part of individuals for information not
to be revealed, for secrecy’ (2002: 463).

11 An all-round lottery at each trading round, involving a total reshuffling of
workers – the assumption made by Solow (Solow 1990: 44 ff.) – cannot do
because workers would have no incentives to work in such a framework.

12 Moreover, why should the firms be the villains? After all, the workers are at
fault, since they fail to respect the hiring contract.

13 I am not claiming that this conclusion is valid for every type of efficiency
model.

14 Both Phelps and Kolm seem to adopt the unilateral decision assumption that I
have criticised above.

15 For a pedagogical account of the Dasgupta-Ray model, see e.g. Bardhan and
Udry (1999: 35–36).

16 Similar statements can be found in Bullow and Summers (1986: 405),
Hahn (1987: 3) and Layard, Nickel and Jackman (1991: 41), Akerlof (2002:
415).
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17 The same point is repeated in Stiglitz:

To most economists, and to almost all non economists, pinning the
label ‘voluntary’ on unemployment simply because an unemployed
worker has foregone the option of moving to California to pick
grapes is semantic quibbling. The trained welder living in Chicago
who is unemployed, while other welders are working, considers
himself involuntarily unemployed as a welder. He would be willing to
work at the going wage for welders (or perhaps even at somewhat
lower wages). But he is justifiably unwilling to relocate to California to
become a grape picker.

(Stiglitz 1993: 712)
18 As far as Lucas is concerned, he expresses no opinion on what happened to

those people before they went to California. My guess is that while he might
admit that they experienced rationing in their normal Chicago market, he
surely would prefer to explain it in terms of a standard search model than of
efficiency wages.

17 INSIDER–OUTSIDER THEORY

1 Their main articles have been collected in Lindbeck and Snower (1988). See
also Lindbeck (1993) and Lindbeck and Snower (2002). These authors have
also written an excellent survey of the unfolding of involuntary unemployment
theory (it became Chapter 1 of Lindbeck and Snower (1988)).

2 The transition from the outsider to the insider status, as well as the inverse
move, depends on membership rules or the length of the initiation period.
Lindbeck and Snower usually make the simplifying assumption that the initia-
tion period amounts to the unitary period of time considered in their model. As
a result, the status of incumbents and insiders coincide.

3 Cf. Lindbeck and Snower (1988: 70). The advantage of the cooperation–harass-
ment model is that rent-related costs follow more directly from insiders’ behaviour.

4 Lindbeck and Snower assume that, whenever turnover costs have no impact and
as long as a reserve of unemployment is existing, competition leads the wage
rate to be equal to the reservation wage rate.

5 In their cooperation–harassment model, Lindbeck and Snower consider the
possibility of the reservation wage criterion being met, yet it remains a minor
and rather contrived element of their model.

18 COORDINATION FAILURE MODELS

1 Cooper and John (1988) is probably the best-known paper on coordination fail-
ures. It shows how an outwardly disparate stream of literature can be unified by
pointing out their common two traits, the existence of spillovers and strategic
complementary. However, it will not be discussed here, because its aim is not to
offer a specific unemployment or underemployment model. Other interesting
coordination failures articles are Bryant (1983), Drazen (1987), Heller (1986)
and Weitzman (1982).

2 In my eyes, the third sentence of Diamond’s quotation should read ‘when
unemployed’ in view of what he writes on p. 33, ‘Individuals have 0 or y units for
sale. The former are looking for production opportunities and are referred to as
unemployed’.

3 On top of the assumption that agents cannot consume the product of their own
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investment, it is also assumed that they cannot undertake a production before
having exchanged the coconuts they hold.

4 Drawn from Diamond ([1982] 1991: 36).
5 Therefore, the remark that I made above about Friedman should be extended

to Diamond. While he claims that his model exhibits multiple natural rates of
unemployment, it would be more correct to state that it is concerned with mul-
tiple natural rates of employment, each of them being an equilibrium state.

6 See in particular Howitt (1990).
7 In the same vein, Howitt notes that ‘from Modigliani to Taylor the modern Key-

nesian position has been the classical one that Keynes was attacking: that sticky
wages are to blame’ (1990: 75). However, when reading his review of Bewley’s
1999 book (Howitt 2002), one gets the impression that he may have changed his
mind.

19 IMPERFECTLY COMPETITIVE GENERAL EQUILIBRIUM
MODELS

1 Survey papers are Benassy (1993), Dixon and Rankin (1995), Gordon (1990)
and Silvestre (1993).

2 Hart recognises that it should not be considered as money, since agents have
no reason to hold money, due to the static character of the model.

3 In section 5 of his model Hart removes the assumption that work has no disu-
tility. This, he claims, compounds the conclusions of his model without radic-
ally modifying them.

4 I.e. the fifth definition of full employment pointed out in Chapter 2. In this
chapter, I also observed that full employment will be different from the
maximum feasible level of employment, as long as it is optimising behaviour
for agents to consume some leisure. Since this is not the case in Hart’s model,
the socially optimal and the maximum levels of employment coincide.

5 The right-hand side zero stems from the assumption that labour has no dis-
utility.

6 That is, ~I� . Cf. Silvestre (1990: 10).

7 Define an amount of labour eventually demanded at a given wage to be a
number of units of labour for which there exists a price of output a
quantity of output per firm and a level of buyer’s wealth per market
satisfying: (i) the price and the quantity of output solves the profit
maximisation problem of a Cournotian firm that faces the given wage
rate and the market demand curve defined by the level of buyer’s
wealth when each other firm in its market produces that quantity of
output; (ii) the level of buyer’s wealth is the one determined by those
prices, wages and quantity of output; (ii) the amount of labour equals
the economywide input requirement when each firm is producing
that quantity of input.

(Silvestre 1990: 902)

8 For example, Dixon and Rankin write that “Some of these possibilities were
realised in Oliver Hart’s study, which thus had as part of its title’ . . . with Key-
nesian features’, the Keynesian Features being a multiplier and involuntary
unemployment” (Dixon and Ranking 1995: 4).

9 D’Aspremont, Dos Santos Ferreira and Gérard-Varet depart from Hart by ques-

mk� /�
��
1�

~ph(~p)
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tioning his hypothesis that firms’ marginal revenue – i.e. p(1�ϑ/(p)) – is
always positive, an assumption that Hart vindicates on the grounds of analytical
simplicity. Since (p)�0, Hart’s assumption requires that ϑ/(p)��1, which
will be true only for certain values of  and ϑ. In particular, ϑ (which, I recall,
is the degree of monopoly) must be small. Instead, they assume that the mar-
ginal revenue of a firm with significant market power becomes negative for
large quantities (i.e. when prices are low).

10 Benassy (1987), which appeared simultaneously, is close to Blanchard and Kiy-
otaki’s model.

11 As noted by Benassy, ‘If one wants to obtain less “classical” results, one has to
add other “imperfections” than imperfect competition such as imperfect
information or costly price changes, to quote only two’ (Benassy 1995: 16).

12 Cf. Akerlof and Yellen (1985) and Mankiw (1985).
13 As explained by Dixon and Rankin, ‘If we take a Taylor’s approximation to

firm i’s forgone profits of not increasing Pi, or to union h’s forgone utility of
not increasing Wh, it will contain no term in �M0, only in (�M0)2 and higher
powers of �M0. By comparison, the increase in output is first order, i.e. propor-
tional to �M0.’ (Dixon and Rankin 1995: 45).

14 Blanchard and Kiyotaki admit that, although an increase in nominal money
increases output and employment, it cannot succeed in attaining the competit-
ive equilibrium ([1987] 1991: 365).

15 Blanchard and Kiyotaki have not been the first authors to have counter-
attacked on the ineffectiveness claim. Staggering contract models (Fischer
[1977] 1991, Taylor [1979] 1991), aiming at justifying wage rigidity by the fact
that labour contracts extended over several trade rounds, paved the way. I have
not retained them for examination because they put little emphasis on the
unemployment aspect.

16 Hart’s following remark goes in my direction:

In an imperfectly competitive equilibrium an agent will generally
want to buy or sell more at the going price. It is inappropriate,
however, to describe this as ‘rationing’ or to associate it with the non-
clearing of markets.

(Hart [1982] 1991: 337)

17 At one juncture, at least, Benassy has conceded to my view:

We see first that at equilibrium there is both underemployment and
underproduction: equation (27) shows that the firm would by happy
to produce and sell more if the demand for its product was forthcom-
ing. Similarly equation (29) shows that the household would like to
sell more of its labor if the demand was present. We should point out
however that this underemployment of resources is not really ‘invol-
untary’ as each agent himself chooses a price or wage high enough
for him to be rationed.

(Benassy 1991: 130)

This is the very point I want to make: unemployment cannot be equated to
underemployment.

18 Of course, this is true only if it is assumed that abolishing the monopolistic
situation is not possible.
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20 EPILOGUE

1 This conclusion runs on a collision course with Patinkin (1990), who argues that
the only possible reason for differences in interpretation of The General Theory
resides in political motivations.

2 Recall that I have criticised the view that implicit contract and efficiency wage
models are rigidity models.

3 As stated in Chapter 17, the insider–outsider model should be put aside.
4 As once stated by Solow, ‘I believe that what looks like involuntary unemploy-

ment is involuntary unemployment’ (1980: 3).
5 This was also Leontief’s opinion, as seen in Chapter 9.
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