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  Praise for

  Where Keynes Went Wrong

  “[An] impassioned . . . and . . . much needed book. In plain prose, . . . Hunter Lewis . . . begins by patiently walking us through precisely what Keynes said . . . then reveals why Keynes’s work is ‘remarkably unsupported by evidence or logic.’ Lewis does much more besides, showing how Keynesianism has lived in the minds and hearts of politicians, with disastrous results.”

  —GENE EPSTEIN,

  Barron’s

  “Lewis has exposed with unmatched clarity the lineaments of Keynes’s system and enabled us to see exactly its disabling defects. Keynes defied common sense, unable to sustain the brilliant paradoxes that his fertile intellect constantly devised. Lewis’s book is an ideal guide to Keynes’s dangerous and destructive economics. . . .”

  —DAVID GORDON,

  LewRockwell.com

  “Just what the world needs, and just in time. Keynes is demolished and his quack system refuted. But this wonderful book does more.It restores clear thinking and common sense to their rightful places in the economic policy debate. Three cheers for Hunter Lewis!”

  —JAMES GRANT,

  Editor of Grant’s Interest Rate Observer

  “Hunter Lewis has written a splendid book called Where Keynes Went Wrong. The dissection of the English economist who died in 1946 is especially timely, given that the past two administrations and the current one are identical in believing wholeheartedly in . . . key Keynesian dogma.”

  —PATRICK MCILHERAN,

  Milwaukee Journal Sentinel

  “[This] compelling, powerful, and extremely readable book . . . is fantastic. . . . ‘Must’ reading.”

  —KEVIN PRICE,

  CBS and CNN Radio and BizPlusBlog

  “Lewis has done a service, even if in the negative, of concisely and critically summarizing Keynes’s economic theories, and his book will make readers think.”

  —LIBRARY JOURNAL

  “[This] highly readable . . . book fills a missing niche in the literature: a debunking of Keynes for the general reader. . . . Lewis is an excellent writer [and] demystifies . . . a famously difficult author to understand. . . . The work contains so many gems that it would be impossible [to list them all]. Reading Lewis, it’s somewhat shocking to see how weak [Keynes’s] arguments are and how poorly they stand up to any kind of logical examination.”

  —ROBERT BLUMEN,

  Mises.org

  “Defogs what Keynes said [in] terms that a layman can understand.”

  —CECIL JOHNSON,

  Widely syndicated reviewer for the Fort Worth Star-Telegram and other McClatchy newspapers

  “Should one read Where Keynes Went Wrong by Hunter Lewis? My answer is yes.”

  —SUZANNE CHRISTENSEN

  Sacramento Book Review /San Francisco Book Review

  “May be the best book on Keynes [in half a century].”

  —GARY NORTH,

  GaryNorth.com

  “In Where Keynes Went Wrong: And Why World Governments Keep Creating Inflation, Bubbles, and Busts, author and financial expert Hunter Lewis . . . begins by demystifying Keynes . . . revealing what he actually said in his General Theory of Employment, Interest, and Money and other works. . . . [He] reveals the folly of creating policy based on unproven economic theories of the past, and dares us to question the policymakers that are shaping our future.”

  —NATIONAL REVIEW
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  Introduction
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  Commonsense Economics

  WHAT WOULD A commonsense economics look like? What would it have to say about the Crash of 2008, the ensuing economic slump, or the best policy response for a crisis of this kind?

  We might begin by addressing this question to Timothy J.Kehoe, distinguished professor of economics at the University of Minnesota. He is a self-described “lifelong Democrat and Obama voter.” He tells us that “if you postpone short-term pain, you end up with long-term pain.”

  He is thinking in particular of the Bush administration’s bailout of banks, a giant insurer, and two auto companies: “[The] money disappeared; it was scandalous. . . . Unproductive firms need to die.”1

  This is hard advice, but it does sound commonsensical. Is it not better for sound companies to buy cheap assets from failed companies and put them to productive use?

  We might next turn to Kenneth Rogoff, professor of public policy at Harvard and former chief economist of the International Monetary Fund. He says, in regard to the 2008 economic crisis and its aftereffects, “we borrowed too much, we screwed up, so we’re going to fix it by borrowing more.”2 Rogoff is, of course, being ironical. He may also be trying to inject an element of commonsense into the economic policy discussion.

  Consider this background. During the 1980s, the 1990s, and the 2000s, the US economy grew, but the amount of new debt grew much faster, especially during the housing bubble. Economist Marc Faber drew the commonsense conclusion: “When debt growth vastly exceeds nominal GDP [gross domestic product] growth, sooner or later something will have to give.”3

  Given this background, is it not defiant of commonsense for the US government to start up another and even bigger round of printing money, lending, and borrowing? This does sound suspi-ciously like trying to cure a hang over with more alcohol.

  Wait a moment. We need to address an important question. Does commonsense actually have any relevance for national or global economic policy?A * If an individual, family, or business has been living for the day without regard for the morrow, spending more than it makes, buying what it does not need, saving nothing, making foolish and reckless investments, and borrowing more than it can repay, we do not prescribe more of the same. We counsel abstinence. But societies and governments are different, are they not? Has economics not taught us that the rules applying to an individual do not apply to society as a whole?

  The general principle here is labeled by logicians the fallacy of composition. In this particular economic application, it is commonly referred to as the Keynesian paradox of thrift. The argument runs approximately as follows. If one spendthrift gets religion and starts saving, that is good. But if we all stop spending at the same time, that is bad, because the economy needs the spending.

  If the spending stops, an economy does not just collapse. It keeps on collapsing, because a market economy is not self-correcting. Everything gets worse until the government steps in and starts spending on our behalf. Once this happens, the free fall stops, we all shake off our panic and start borrowing and spending again.

  This kind of thinking takes some getting used to. Can the act of saving, so virtuous for the individual, really be so destructive for society at large? Veteran Keynesian economist Peter L. Bernstein says that it is so. He warned in July of 2008, a few months before the Crash, that “a mass effort by American consumers to save [as little as] 3.9% of their after-tax incomes would be a disaster for the world economy.”4

  President Bush seemed to agree. In December 2006, with air leaking out of the housing bubble, he advised the American people to “go shopping more.”5 He also knew that additional spending would have to come from the consumer, because new Democratic majorities in Congress were critical of his government budget deficit spending. At that time, they would not let him run up a bigger budget deficit to stimulate the economy.

  When the crisis hit in late 2008, a Congressional majority comprised of both Democrats and Republicans finally agreed on the need for more government borrowing and spending, for bailouts and stimulus. President Bush explained his actions to conservative critics in the following way:

  I’ve abandoned free market principles to save the free market system. . . . You can sit there and say to your-self, “Well, I’m going to stick to principle and hope for the best, or I’m going to take the actions necessary to prevent the worst.” 6

  One wonders. How exactly did Bush know that his actions were necessary, or that they would prevent the worst? How could he be sure that his actions would not make matters worse, either immediately or over time?

  Bush said that he was relying on advice from Henry Paulson, secretary of the Treasury, and Ben Bernanke, chairman of the Federal Reserve Board. Paulson and Bernanke were in turn relying on and reflecting the ideas of John Maynard Keynes. Gregory Mankiw, Harvard economist, former chair of Bush’s Council of Economic Advisors, and author of a best-selling economics textbook, agrees that

  If you [are] going to turn to only one economist to understand the problems facing the economy, there is little doubt that the economist would be John Maynard Keynes. Although Keynes died more than a half-cen-tury ago, his diagnosis of recessions and depressions remains the foundation of modern macroeconomics.

  Mankiw then summarizes Keynes’s view of recessions and depressions: “According to Keynes, the root cause of economic downturns is insufficient aggregate demand.” He touches on the Keynesian “paradox of thrift”: “For the overall economy . . . a recession is not the best time for households to try to save more.” And he concludes by noting that “policymakers at the Fed and Treasury [whether appointed by Bush or by Obama] will be looking at [policy responses] through a Keynesian lens.”7

  Keynes’s influence has had its ups and down. During World War ii and its immediate aftermath, Keynes was immensely influ-ential. In 1947, a year after his death, the leading French economist Jacques Rueff said that “the Keynesian philosophy is unques-tionably the basis of world policy today,” 8 and this remained true for another quarter century.

  By the 1970s, a Great Inflation was unfolding and it created something of a backlash. Some thought that Keynesian ideas had been responsible. But even Keynes’s chief critics, such as economists Milton Friedman or Robert Mundell, still retained many Keynesian assumptions. Keynes was in the air that everyone breathed, and with the crisis of 2008 Keynesian policies came back with a bang and reoccupied center stage.

  In essence, Keynesianism is the opposite of commonsense economics. It offers not only “the paradox of thrift,” but, as we shall see, numerous other paradoxes. It is complicated and technical. Some of it is presented in mathematical terms. Most people do not, therefore, try to understand Keynes themselves. They rely on others. Like President Bush, and perhaps President Obama, they essentially take Keynes on faith.

  Following the Crash of 2008, this is no longer satisfactory, if it ever was. If the entire global economy is to follow Keynesian prescriptions, which require more money printing, spending, borrowing, and bailing out, on top of all the money printing, spending, and borrowing that preceded the crisis, then we need to understand more of the thinking behind the prescriptions. We need to look at them with fresh and critical eyes.

  The place to begin is with what Keynes actually said. Because few people read Keynes, it is easy to be confused about what he said. Because his name has acquired such immense authority, it is tempting to take one’s own ideas and falsely attribute them to him. An example of this is the attempt by some Republicans to describe tax cuts as Keynesian.9 Keynes clearly wanted to create government budget deficits by spending, not by cutting taxes. B

  When we do read Keynes, we find much that is puzzling. In his General Theory, he said that, as a rule, people save too much. He proposed to deal with this alleged problem by having government print a lot of new money, which he said we should regard as “genuine savings.”10 Printing new money does not sound like saving. But even if we accept this premise, why will more of the new “savings” help alleviate an alleged problem of people saving too much?

  We will not try to disentangle this particular paradox just yet, but will mention that part of the solution involved bringing interest rates lower and lower until they eventually reached zero. Think about that for a moment. Interest rates at zero. Definitely not a commonsense idea.C

  What is perhaps most startling when we actually read Keynes is the complete lack of support for his ideas. He exhibits a brilliant and fertile mind, full of intuited hunches, but it is intuitive hunches by and large that we are getting, not closely reasoned chains of logic or empirical evidence.

  When the world responded to the Crash of 2008 by launching an immense economic experiment on Keynesian lines, most people just assumed that the rationale was clearly spelled out in Keynes’s own writings. It is not. Keynesian policies are still mostly based on intuitions, no more, even if some of the intuitions have been dressed up in mathematical form. It is unsettling to discover how unsupported these anticommonsense intuitions really are.

  A Harvard University course from the 1970s was named “The Failure to Be Factual.” It covered Marx and Freud, but might have included Keynes as well. In each case, these important thinkers present us with a “science” that is really the opposite of science. Indeed, to accept it as science requires the complete suspension of our rational faculties of disbelief.

  This is in no way meant to denigrate intuition. Keynes said of the great scientist Isaac Newton, “I fancy his preeminence is due to his muscles of intuition being the strongest and most enduring with which a man has ever been gifted.”11 Keynes is right about this. Intuition will always be the leading trait of a truly creative thinker. But it is not enough. Conclusions must eventually be presented in the language of logic and evidence, just as Newton eventually presented them, or they remain mere speculation.

  It is sometimes argued that Keynes’s prescriptions for economic crashes and depression may not be fully supported in his books, but that they were tested during the Great Depression of the 1930s and proved themselves then. After all, did not President Roosevelt rely on Keynes’s ideas, and did not President Roosevelt pull us out of the Great Depression? We will discuss the Depression further in the body of the book, but the short answer is no on both counts. President Roosevelt did not rely much on Keynes, although his policies were broadly Keynesian. D Roosevelt’s policies did not pull us out of the Great Depression, which continued for a decade until World War II.

  There are many books that present Keynes’s ideas in a positive light. Some of them are quite good; they have the initial advantage of being much better organized than Keynes himself. There is, however, a shortage of good books on the other side, the critical side.

  Friedrich Hayek, Keynes’s chief critic in England during his lifetime, should have written a full-scale rebuttal of The General Theory. He said he regretted not doing so, but thought that Keynes would soon change his mind, so that it would be a waste of time. Since Keynes frequently changed his mind, the mistake was understandable. Hayek did write a shorter critique, as did many other economists.

  By far the best book criticizing Keynes’s General Theory is Henry Hazlitt’s The Failure of the “New Economics,” published in 1959. Hazlitt was a genius and a polymath: journalist, liter-ary critic, philosopher, and self-schooled economist who wrote about economics for The New York Times and Newsweek. One of his books, Economics in One Lesson, published in 1946, sold over a million copies and remains popular today.

  Hazlitt’s book on Keynes directly inspired this one. Why, it might be asked, is another book even needed? Why not just rely on Hazlitt?

  The answer is that Hazlitt, like a hunting dog in pursuit of prey, follows Keynes through every briar and thicket of The General Theory. Keynes was especially good at creating briars and thickets, so Hazlitt must follow him wherever he leads, disentangling and refuting hundreds of logical fallacies, large and small, as he goes.

  It is truly a tour de force, and it is hard to imagine anyone other than Hazlitt having the knowledge, skill, and, above all, patience to accomplish the task. But it necessarily takes the reader over technical, repetitive, and often barren ground. The reader too must have much patience.

  In his introduction, Hazlitt wrote that

  my first thought was that I might do a short work, an-alyzing Keynes’s chief doctrines so that the reader who wished a critical analysis would be able to find one in a brief and readable form. But when I actually embarked on a line-by-line analysis, . . . [of The] General Theory. . . I . . . found . . . [such] an incredible number of fallacies, inconsistencies, vaguenesses, shifting definitions, and usages of words, and plain errors of fact [that the book grew].12

  Where Keynes Went Wrong may be thought of as the book that Hazlitt initially planned to write, or at least something along similar lines. It does not follow Keynes page by page, but rather concentrates on a few key topics. It is meant to be understandable by almost anyone, whether or not a student of economics.

  Keynes’s General Theory does not begin with economic policy prescriptions. It begins with economic theory and slowly twists and turns, wanders and meanders toward the policy prescriptions, a majority of which are at the back of the book. Where Keynes Went Wrong takes a different tack and focuses on the policy prescriptions. The Theory is discussed, but within the policy context.

  This is clearer and more relevant for the contemporary reader. It is also the way that Keynes himself thought. Economist John H. Williams, who knew Keynes, said that “it was policy, in [his] case, that led to Theory,”13 and most of Keynes’s contemporaries agreed. Keynes’s most authoritative biographer, Robert Skidelsky, also agrees: “He invented Theory to justify what he wanted to do.”14

  Keynes was really the first of a breed that we have come to know well: the government policy entrepreneur. He lived and breathed policy, loved being consulted, pursued, and even lion-ized by the political and business elite. Throughout his adult life, he worked himself to the point of nervous exhaustion to fulfill the demands of press and politicians along with those of his academic colleagues and students.

  Prior to Keynes, economists played a role in public life, but at a remove from the action. They were like biblical prophets of old who would appear from time to time to speak truth to the political leaders, but unlike the old prophets spoke quietly through their articles and books. The economists’ job was to focus on what was best overall, not just for special interests, but for the whole nation, even for humanity as a whole; and not just for the short term, but for as far as they could see ahead, even into future generations. These economists were, above all, custodians of the future.

  Politicians’ eyes have always been fixed firmly on the next election, not the long-term. But they did not want to be scolded by economists guarding the public weal, and thus had to pay some heed. With Keynes this all changed. The lines became blurred, economists began working directly for politicians, and the pro-phetic custodians of the future completely disappeared.

  Where Keynes Went Wrong has been written in five parts, this introduction being Part One. Part Two attempts to summarize what Keynes really said, frequently relying on exact quotation. This part is not meant to be a “hatchet job.” It is meant to present Keynes honestly, wherever possible speaking for himself.

  The aim has been to be fair, but also to be clear. Keynes himself is often obscure, even at first glance self-contradictory. In some cases, very close examination reveals that Keynes was not actually contradicting himself. Often he was simply being sloppy, although sometimes he seems to be intentionally opaque, rather like former US Federal Reserve Chairman Alan Greenspan used to be when testifying to Congress. Opacity has its uses in politics, especially when there is a logical difficulty to obscure or evade.

  Keynes’s arguments are presented without interruption in Part Two, because that is the fairest way to present them, and also the best way to understand them. The same arguments are repeated in Part Three, sometimes verbatim but usually in condensed form, so that they can be dissected, reviewed, discussed, and rebutted. A reader who does not want to read Keynes’s ideas in full and without interrruption can skip Part Two and go directly from Part One to Part Three. Conversely, a reader interested only in what Keynes said can skip Part Three.

  Part Four tells us more about Keynes, especially his methods of persuasion. Part Five explores the paradoxical nature of Keynesian economics and also explains why it has so much potential for harm.

  It might be objected that this book treats only Keynes, not the Keynesians who have followed. There are several justifications for this. In the first place, Keynes himself is enough for one book. In the second place, it is Keynes who is cited as the towering authority for government money printing, borrowing, spending, and rescuing in the wake of the 2008 Crash. So, at least in this book, the spotlight will be narrowly focused on Keynes himself.

  As we now turn to Part Two, we will begin by presenting what Keynes had to say about lending and borrowing. In someone else’s hands, it might be a dry topic. What Keynes has to say about it is, on the contrary, quite startling.

  FOOTNOTE

  * Uppercase superscripted letters refer to Endnotes, which begin on p. 307.
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  What Keynes Really Said
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  Drive Down Interest Rates

  Keynes on Lending and Borrowing

  
1. Without government intervention, interest rates are almost always too high.


  As Keynes says,

  The rate of interest is not self-adjusting at a level best suited to the social advantage but constantly tends to rise too high. . . .1 [Interest] rates . . . have been [too high for] for the greater part of recorded history. E 2

  
2. This is the principal reason that humanity still remains mired in poverty.


  That the world after several millennia of steady individual saving, is so poor . . . is to be explained . . . by . . . high . . . rate[s] of interest.3

  High . . . rate[s] of interest [are] the outstanding evil, the prime impediment to the growth of wealth [because they discourage borrowing and, by doing so, discourage investment].4

  
3. There is no good reason for interest rates to have been so high throughout human history, a few periods excepted, or to continue to be so high.


  Why do interest rates tend to be higher than they should be? Partly because people “hoard” their money out of fear, which creates a shortage of lendable funds, and thus drives up interest rates.5 Partly because it is expensive to “bring . . . borrowers and lenders together,” which also drives up rates.6 Partly because there may be a “wide gap between the ideas of borrowers and those of lenders”7 with the result that “wealth-owners” simply do not “accept” lower rates.8

  
4. Government can and should bring interest rates down to a more reasonable level.


  If private “wealth-owners” withhold their funds from the loan market or refuse to accept reasonable rates, the government can help bring rates down by increasing the “quantity” of lendable funds.9 This is done by printing new money which is made available to banks to lend.* 10 The more money there is to borrow, the less it should cost to borrow:

  A change in the quantity of money . . . is . . . within the power of most governments. . . . The quantity of money . . . in conjunction with [lenders’ willingness to lend] determines the actual rate of interest.11

  
5. Fears of government intervention and of a government-engineered increase in the amount of money circulating in the economy are ill founded.


  New money that has been printed by the government and injected into the banking system is

  just as genuine as any other savings. . . .12 [Since] there is no special virtue in the pre-existing [high] rate of interest . . . [there can be no] evil [in bringing it down by government intervention]. G 13

  
6. If the government reduces interest rates, the ultimate target level should be “zero.”


  This is both feasible and desirable. But it should not be undertaken abruptly:

  I should guess that a properly run community . . . ought to be able to bring down the . . . [general rate of business profit and interest rates] approximately to zero within a single generation.14

  Eventually, provided that government supplies an inexhaustible well of capital, borrowers should not have to pay interest or businesses a dividend:

  [Our] aim (there being nothing in this which is unattainable) . . . [should be] an increase in the volume of capital until it ceases to be scarce, so that the [owner of savings] will no longer receive a bonus.15 The . . . owner of capital [is] functionless. . . . [He or she] can obtain interest because capital is scarce. But . . . there can be no intrinsic reason for the scarcity of capital [since government can always print and distribute more of it]. . . .16 W [Making capital freely available] may be the most sensible way of gradually getting rid of many of the objectionable features of capitalism. The rentier [wealthy lender or investor] would disappear . . . and [so would] the cumulative oppressive power of the capitalist to exploit the scarcity-value of capital.17

  Viewed in this light, it is an abomination for workers to remain unemployed, when there is much useful work to do, just because capital is made artificially scarce, interest rates too high, and investment consequently too risky. This is just

  a desperate muddle.18

  
7. Should the government ever reverse gears and deliberately raise interest rates? No.


  In this matter, like most matters, Keynes said different things to different people at different times.19 But, at least in The General Theory, he was emphatically against raising interest rates. He was aware of the argument that a runaway economic boom could lead to inflation, and that higher interest rates could be used to dampen a boom and thus forestall inflation. But he thought it

  extraordinary

  that this line of argument

  should exist,

  or at least that anyone should regard punitive interest rates as the preferred way of combating inflation:H 20

  The remedy for the boom is not a higher rate of interest but a lower rate of interest! For that may enable the boom to last. The right remedy for the trade cycle is not to be found in abolishing booms and thus keeping us permanently in a semi-slump; but in abolishing slumps and thus keeping us permanently in a quasi-boom. 21

  
8. It was fear of the boom that led the US Federal Reserve to raise already too high interest rates in the late 1920s. This led directly to the Great Depression.

  I attribute the slump of 1930 primarily to the . . . effects . . . of dear [expensive] money which preceded the stock market collapse [of 1929], and only secondarily to the collapse itself.22

  
9. Economic booms should be welcomed, not feared. To think otherwise is a “serious error.” 23


  The problem with most booms is that businessmen become carried away by “overoptimism” and make investments which will not pay for themselves, given the “excessive[ly high] rate of interest.”24 If we lower the rate of interest, the same investments will earn a satisfactory rate of return. Since the human race is still poor, we should be encouraging, not discouraging, investment. There will always be some “misdirected investment,” because people make mistakes, but this “happens . . . even when there is no boom.”25

  The correct conclusion is very simple:

  We should avoid [high interest rates] . . . as we would hell-fire.26

  
10. Inflation is an “evil,”27but it is unlikely that a boom will lead to “true inflation.”28


  Booms may create

  bottle-necks

  in which the price of some products rise.29 But we cannot

  declare that conditions of inflation have set in

  until unemployment has completely disappeared.30

  Keynes’s Cambridge University colleague, collaborator, disciple, and interpreter Joan Robinson wrote a 1937 book with Keynes’s approval setting out her mentor’s General Theory in simple terms. She explained that

  Wars and revolutions have frequently led to violent inflation, but in times of peace and with . . . competent . . . [policy] it is little to be feared.31

  The real problem is unemployment, not inflation, since as Keynes said,

  Full or even approximately full employment is of rare and short-lived occurrence.32

  
11. In the rare event that full employment does arrive, there are better remedies than “clapping on a higher rate of interest.”33


  Instead of increasing interest rates, government should raise taxes, run a budget surplus, and keep the extra cash idle.I 34 In extreme cases, such as the onset of World War II, when the economy had to be run on hyper-speed, some inflation is unavoidable, but Keynes advocated raising taxes very high in advance of inflation to help control it.35

  
12. Progressive income taxes, in which the rich pay a higher and higher tax rate, also help to reduce economic inequality:


  [An] outstanding fault of the economic society in which we live [is] its arbitrary and inequitable distribution of wealth and incomes.36

  Keynes thought that high income and estate (death) taxes had done much to make a more economically just society. But governments had hesitated to go further because the rich are best able to save, and their savings are needed to finance much needed investment.37

  Keynes’s program of financing investment with newly printed money injected into the banking system helps solve this problem. Thanks to this innovation, society need no longer depend so heavily on the savings of the rich. If inflation does appear, the economy can be cooled by taxation without jeopardizing investment. Indeed, if the government raises taxes and runs a budget surplus, it will itself become a principal economic saver.J

  
13. If the government prints a great deal of new money and injects it into the banking system, interest rates should fall. But if they do not fall enough, other measures will be required to boost investment.


  It is possible that cheap new money from the government might not fully succeed in driving interest rates down to the

  optimum [level].38

  This is because “wealth-owners,” who have not yet been completely displaced as lenders, might find low rates “unacceptable” and succeed in blocking them. If so,

  The State, which is in a position to calculate . . . on long views and on the basis of the general social advantage , . . . [will have to] directly organiz[e] . . . investment.39

  
14. For now, national governments must take the necessary actions to bring interest rates down and keep them low. Eventually, global institutions might assist in this task.


  Keynes hoped that what became known as the International Monetary Fund would instead be called a bank. He further hoped that it would act as a global central bank and have the power to print new money and inject it into the global economic system in order to reduce interest rates.40

  
15. We should pay our respects to the “army of heretics and cranks”41 who in earlier periods argued for lower interest rates.


  In The General Theory, Keynes acknowledged that he was refurbishing and updating

  sixteenth and seventeenth century . . . [economic writers generally known as] Mercantilists.42

  This was ironic, because Keynes’s teachers in Britain, and Keynes himself early in his career, had regarded Mercantilist thought as a “fallacy” long since exploded.43 Now Keynes saw an

  element of scientific truth in Mercantilist doctrine, [especially in their view] that an unduly high rate of interest was the main obstacle to the growth of wealth [and in their] preoccupation . . . [to] increase . . . the quantity of money [in order to] . . . diminish the rate of interest.44

  In addition to the Mercantilists, Keynes acknowledged his debt to the economist Thomas Malthus (1766–1834), a few other economists, and even some 20th century figures, Sylvio Gesell and Major C. H. Douglas, whom he had previously dismissed as

  no better than . . . crank[s].45

  In The General Theory, he described Gesell, best known for advocating stamped money whose value would expire if not spent by a certain date, as

  an unduly neglected prophet . . . [with] flashes of deep insight.46

  Douglas, another proponent of what is sometimes called easy money, he somewhat backhandedly praised as

  at least . . . not wholly oblivious of the outstanding problem of our economic system.47

  These people together Keynes called his

  brave army of heretics48

  in which classification he happily included himself.

  FOOTNOTE

  * The government does not literally print money. See Note F for clarification.
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  Spend More, Save Less, and Grow Wealthy

  Keynes on Spending and Saving

  1. Consumption—to [state] the obvious—is the sole . . . object of all economic activity.1


  This does not mean consumption someday. It means consumption now. It is rather easy to lose sight of this fundamental truth:

  The “purposive” man is always trying to secure a spurious and delusive immortality. . . . He does not love his cat, but his cat’s kittens; nor, in truth, the kittens, but only the kittens’ kittens, and so on forward forever to the end of cat-dom. For him jam is not jam unless it is a case of jam tomorrow and never jam today.2

  
2. 19th century capitalists turned self-denial and thrift into a kind of religion. But it was a religion based on “bluff or deception.”3


  On the one hand the laboring classes accepted from ignorance or powerlessness, or were compelled, persuaded, or cajoled by custom, convention, authority, and the well-established order of Society into accepting, a situation in which they could call their own very little of the cake that they and Nature and the capitalists were cooperating to produce. And on the other hand the capitalist classes were allowed to call the best part of the cake theirs and were theoretically free to consume it, on the tacit underlying condition that they consumed very little of it in practice. The duty of “saving” became nine-tenths of virtue and the growth of the cake the object of true religion. There grew round the nonconsumption of the cake all those instincts of puritanism which in other ages has withdrawn itself from the world. . . . And so the cake increased; but to what end was not clearly contemplated. . . . Saving was for old age or for your children; but this was only in theory—the virtue of the cake was that it was never to be consumed, neither by you nor by your children after you.4

  
3. Christianity joined hands with the secular religion of saving.


  Religious leaders such as John Wesley, the founder of Methodism, preached that: “You should save all you can.”5 In this way, as Keynes explained,

  the morals, the politics, the literature, and the religion of the . . . [19th century] joined in a grand conspiracy for the promotion of saving. God and Mammon were reconciled. Peace on earth to men of good means. A rich man could, after all, enter into the Kingdom of Heaven—if only he saved.6

  “Classical” (18th, 19th, and some 20th century) economists played a pivotal role as secular priests charged with explaining and defending the dogma of saving.

  Yes, they said, spending was needed to make an economy work. When the baker buys vegetables from the greengrocer, the greengrocer will then have money with which to buy bread from the baker. But saving was another, much more special form of spending. When we save, the money does not simply disappear. It is spent on expanding businesses, making them more efficient. If we work hard, produce, and save, we will enjoy a cornucopia of cheaper, better, and more abundant products.

  Over time, compounding will start to work its magic. If saving and investment enable production to grow at only 3% a year, production will double in 25 years. In a lifetime we can be three times richer. With each doubling, we can eliminate some poverty. Within our children’s lifetime, we might hope to eliminate poverty completely. Moreover, if we follow these simple principles of working, producing, and saving, we can have full employment, and we can do so without economic slumps.

  This is a very appealing story, and it is not surprising that, as Keynes said, the cult of saving

  conquered England as completely as the Holy Inquisition conquered Spain.7

  Unfortunately, Keynes tells us, the story told by the “classical” economists is merely a fable. It does not capture what happens in real life. In real life, poverty persists. We are beset by unemployment. We are beset by economic slumps. There is clearly something very wrong with what the classical economists have told us.8

  
4. The principal error in the “classical” vision is that savings may not be channeled smoothly and fully into a widening stream of investment.


  If savings are smoothly and fully invested, society will prosper. But that is the rub—there is no certainty whatever that savings will be invested.

  Perhaps the savers will want too high a rate of interest, higher than the business owners can pay.9 Perhaps business owners or managers are lacking in the confidence or conviction required to borrow and invest. Perhaps the saver will simply decide not to lend—to hoard cash instead. As Keynes observed,

  an act of individual saving means—so to speak—a decision not to have dinner today. But it does not neces-sitate a decision [either] to have dinner a week hence or a year hence [or to invest what is not spent].10

  It is

  absurd

  to think that investment will be increased by one pound or one dollar for every pound or dollar that is not spent on consumption.K

  
5. Nor should we deceive ourselves that a mismatch between saving and investment is either a rare or an unlikely occurrence.


  On the contrary:

  There has been a chronic tendency throughout human history [for savings to exceed investment].11

  And it has become more of a problem, not less of one, as societies have advanced.

  We all know that becoming richer makes it easier to save. In the same way, a rich society tends to save more than a poor society. As the savings increase, so does the mismatch between savings and investment.

  
6. During an economic slump, we especially want to save more, because we fear losing our jobs.


  This just makes things worse, because the additional savings are unlikely to find an outlet in investment at the moment. The unused savings sit idle, the flow of money through the economy slows further and the slump deepens.L

  What we need to understand, under these circumstances, is that

  the more virtuous we are, the more determinedly thrifty, the more obstinately orthodox . . . the more our incomes will have to fall. . . . Obstinacy can bring only penalty and no reward. For the result is inevitable.12

  
7. There are better and worse ways to address the problem of a savings glut. (We will begin with some of the worse ways.)


  We could hope for

  [enough] unemployment to keep us . . . sufficiently poor . . . and [our] standard of life sufficiently miserable to bring savings [down]13

  We could instead hope that

  millionaires [will stop their relentless saving and instead] find their satisfaction in [putting their savings to use by] building mighty mansions to contain their bodies when alive and pyramids to shelter them after death, or, repenting of their sins, erect cathedrals and endow monasteries.14

  We could rely on the unexpected:

  [Throughout history, natural disasters such as] earth-quakes, even wars . . . [have] serve[d] to increase wealth [by using up savings].15

  We might petition governments, even those wholly devoted to free market (“laissez-faire”) principles to

  fill old bottles with bank notes, bury them at suitable depths in disused coal mines which are then filled with town rubbish, and leave it to private enterprise to [invest in] dig[ging] the notes up again.16

  As Keynes says, it would be

  more sensible to build houses . . . but digging up bank notes is not so different from “gold mining” and would equally serve as a way to consume excessive savings.17

  
8. There are, of course, better ways to reduce unused savings.


  One way is for society to bring interest rates down so that businesses can afford to borrow all of it. As discussed earlier, savers may try to block this by refusing to lower the rates they will accept. If so, government can overrule them by printing new money and injecting it into the loan market. This will add to the total available “savings,” but if interest rates are lowered enough, the extra money will not hurt. At a sufficiently low rate, all of it will be used by investors.

  An alternative to lowering interest rates (thereby increasing investment) in order to reduce unused savings is to

  consume . . . more [that is, spend more as consumers so that we save less] or work . . . less [that is, reduce our income and thus our ability to save].

  Keynes said that this works

  “just as well” as more investment.18

  A practical way for society to consume more is to tax the rich at high rates and redistribute the wealth to those who are needy and thus sure to spend it.19 If we keep clearly in mind that

  the growth in wealth, so far from being dependent on the abstinence [savings] of the rich, as is commonly supposed, is more likely to be impeded by it,20

  we will then see that “death duties” [estate taxes] as well as progressive income tax rates will help society prosper.

  And what if the rich succeed politically in blocking these death duties and high income taxes? Well, governments can also borrow from the rich. This will soak up their excess savings. And, having borrowed the money, government can then spend it, which will get it into circulation and stimulate the economy. In this case, government becomes what might be called the spender of last resort.

  But this reference to government spending gets us a bit ahead of our story. Before considering the role of government spending, we will digress for a moment to discuss Keynes’s personal values, and how they both influence and reflect his economics.


  4

  

  The Immoralist

  (A Digression to Discuss Keynes’s Personal Values)

  AVISITOR TO KEYNES’S London lodgings found the economist and his wife, the ballerina Lydia Lopokhova, in a state of mutual hilarity. Keynes pretended to instruct his wife in the logic of the Christian trinity, and she pretended to be his artless and uncomprehending student.1

  Satire and intellectual burlesque were dear to Keynes’s heart. Organized religion, with its “superstition” and “hocus-pocus,” was a favorite target.2 He had been

  brought up in a free air undarkened by the horrors of religion.3

  About Soviet Communism, he remarked:

  To say that [it] . . . is the faith of a persecuting and propagating minority of fanatics led by hypocrites is, after all, to say no more nor less than that it is a religion.4

  One wonders what (by then Lord) Keynes would have thought of his own memorial service in 1946, a very traditional service with age-old Anglican prayers and hymns held in Westminster Abbey and attended by the great of the land including several prime ministers.

  Keynes’s satire sometimes degenerated into what others regarded as ridicule or mockery, but it was not meant to wound. It was meant to be fun. Keynes deprecated seriousness, appreciated silliness, and said of some minor 16th and 17th century English authors that they were

  silly and neurotic in just that way I fancy.5

  One Cambridge University economist, Dennis Robertson, referred to his colleague as “an imp.”6 Another fellow economist called him an “enfant terrible.”7 But those were just partial views. The “imp” and “enfant terrible” could, for the nonce, become sympathetic, authoritative, commanding, or combative. The combative Keynes once commented that

  over against us, standing in the path, there is nothing but a few old gentlemen tightly buttoned-up in their trade coats, who only need to be treated with a little friendly disrespect and bowled over like ninepins. Quite likely they will enjoy it themselves, when once they have got over the shock.8

  Financially well-heeled Britons of the 20th century were very keen on clubs, and Keynes belonged to many of them, both formal and informal. He joined the Apostles, a secret organization of Cambridge undergraduates, in 1903. Along with fellow Apostle Lytton Strachey, he helped create what came to be called The Bloomsbury Group, an assortment of like-minded bohemian intellectuals and nonconformists that also included the painters Vanessa Bell and Duncan Grant, as well as the novelists Virginia Woolf and, at a bit of a remove, Morgan Forster.

  For many years Keynes participated in a Memoir Club comprised of Bloomsbury personalities. An essay entitled “My Early Beliefs,” prepared for the group and read aloud one evening in 1938, describes how the youthful Apostles had completely rejected traditional values, especially those of their Victorian parents and grandparents:

  We repudiated entirely customary morals, conventions, and traditional wisdom. We were, that is to say, in the strict sense of the term, immoralists. The consequences of being found out had, of course, to be considered. . . . But we recognized no moral obligation on us, no inner sanction to conform or to obey. . . . [Others may regard this with] justifiable suspicion. Yet so far as I am concerned, it is too late to change. I remain, and always will remain, an immoralist.9

  Keynes already had heart trouble by the time he composed this memoir. It required effort to present it, especially because it was so deeply felt, and he had to be helped to his bedroom to recover, while his wife served ham sandwiches and hot cakes to the guests.10

  Was Keynes an immoralist? His brother Geoffrey sought to burn “incriminating” letters after his death,11 but correspondence with Lytton Strachey and others was preserved. This revealed a youthful obsession with sex and sexually explicit language, both a sharp departure from Victorian moeurs, and much debate about the “higher and lower sodomy,” culminating in rivalry between Keynes and Strachey for Duncan Grant’s affections.12

  Even before these letters came to light, Bloomsbury as a whole developed a degree of notoriety for partner swapping, whether homosexual, heterosexual, or bisexual. Initially this was not supposed to be about pleasure.13 Pleasure crept in, but it did not erase the original high-minded zeal to reshape the world, first in the direction of sexual freedom, and then beyond. For most of Bloomsbury, beyond meant the world of art, literature, and culture; for Keynes it meant business and public life as well.

  This difference led to conflict, not only between Keynes and his friends, but also within Keynes. During World War I, he held a Treasury post which kept him safe from the slaughter that consumed much his generation, but wrote to Duncan Grant,

  I work for a government I despise for ends I think criminal.14

  He also asked a group of undergraduate Apostles at Cambridge,

  Is there any brother [Apostle] who would rather not be a scientist than a businessman, and an artist than a scientist?15

  In time, Keynes became rich through his investments. This was neither incidental nor accidental. He wanted very much to be rich, worked assiduously at it, lost everything once and nearly everything again with the onset of the Great Depression, but recovered each time and died a multimillionaire in today’s money. This very financial success, however, posed a problem. Apostles and then members of Bloomsbury were supposed to hold money in contempt. As Keynes said:

  The economic [motive was] . . . less prominent in our philosophy than with St. Francis of Assisi, who at least made collections for the birds.16

  The pursuit of money in general was regarded as

  the worm which is gnawing at the insides of modern civilization.17

  In 1926, Keynes wrote that

  the essential characteristic of capitalism [is its] dependence upon an intense appeal to the money-loving instinct of individuals.18

  Keynes thought this had an undeniable utility. It motivated people,

  it was “efficient.”19

  No other system worked so well.20

  But it was also

  extremely objectionable.21

  In “Economic Possibilities for Our Grandchildren,” an essay written in 1930 at the beginning of the Great Depression, Keynes expressed the hope that one day, perhaps within a hundred years,

  The economic problem may be solved.22

  By then there might be sufficient

  economic abundance

  to meet everyone’s legitimate needs. If so, we could then

  return to . . . the . . . sure . . . principle . . . that avarice is a vice, . . . the exaction of usury [high interest rates] is a misdemeanor, . . . the love of money is detestable, . . . those walk most truly in the paths of virtue and sane wisdom who take least thought for the morrow.23

  In this context, he quoted with approval Jesus’s admonition to

  consider the lilies of the field, how they grow; they toil not, neither do they spin.24

  and would probably have agreed with Jesus’s warning that “It is easier for a camel to go through the eye of a needle, than for a rich man to enter the Kingdom of God,”25 not because the rich have too much money, but because they cling to it avariciously, and even when they do open their pocketbooks to spend, generally choose the wrong objects to spend it on.

  Keynes complained that the behavior

  of the wealthy classes today . . . is very depressing. . . . [But] I feel sure that with a little more experience we shall use [wealth] quite differently from the way in which the rich use it today.26

  He also expressed hope that humanity would employ its wealth

  to live wisely and agreeably and well,27

  by which he meant that a surplus of funds would be spent on both the arts and the art of life, as defined by himself and his Bloomsbury friends.

  It will be quite evident that Keynes did not want the masses of humanity, when finally rescued from poverty, to emulate the rich by going on a consumer-buying binge. The economic advice for society to focus on today—spend more, stop saving, and reduce interest rates to make debt more affordable—was not meant to engender mass consumerism.

  Nor was Keynes saying that governments should go on a buying binge either. As early as 1909, the then president of Harvard University, Charles W. Eliot, had said in a commencement address that

  the Religion of the Future should concern itself with . . . [public] needs . . . with public baths, play grounds, wider and cleaner streets and better dwellings.28

  Harvard (and Keynesian) economist, John Kenneth Galbraith, seconded this thought in books like The Affluent Society and The New Industrial State. In Galbraith’s version of Keynesianism, society needed to stop saving and spend more, but on public goods, not on tasteless, mass produced, mass advertised consumer goods.

  Would Keynes have backed this position? Perhaps in part. He might have agreed that society has a greater need for public goods than consumer goods. But the whole emphasis on goods, public or private, would have struck him as unduly materialistic, part of what he called the

  Benthamite Calculus,

  after the 18th and 19th century materialist philosopher Jeremy Bentham.M

  A jaundiced observer might find more than a touch of elitism in this. If so, Keynes would not have denied it. Just as he simultaneously sought wealth and descried the love of money, he also simultaneously backed

  social justice

  right alongside unabashed privilege.

  We have already seen that he recommended high taxes and death duties on the rich. He described himself as a “leveller”:

  I want to mold a society in which most of the existing inequalities and causes of inequality are removed.29

  But he also said about Soviet Communism:

  How can I adopt a creed which, preferring the mud to the fish, exalts the boorish proletariat above the bourgeois and the intelligentsia who, with whatever faults, are the quality of life and surely carry the seeds of all human advancement?30

  And, in a similar vein, he said that he could not join the British Labor Party because

  it is a class party, and the class is not my class. . . . The class war will find me on the side of the educated bourgeoisie.31

  This sense of elitism carried Keynes into even more treacherous waters:

  The time may arrive . . . when the community as a whole must pay attention to the innate quality . . . and [not] mere numbers of its future members.32

  Keynes’s values always had many facets. The central theme, the rejection of Victorian “copybook morality”33 as

  medieval [and] barbarous34

  was clear. But even this was qualified.

  For example, the Victorians exalted hard work, yet Keynes worked as hard as any Victorian. Sometimes he was sly about it. Like other upper class Englishmen of his time, he consciously sought to make it all look as effortless as possible, because deliberate toil had a proletarian tinge. Many mornings found him in bed until noon (even before the heart troubles began). But after breakfast, brought on a bed tray by a servant, there was reading, writing, and dictating, and by the end of the morning a full day’s work might be done.

  Despite these unstinting if eccentric work habits, Keynes did transvalue Victorian values, and was immensely successful in doing so. Mr. Micawber in Charles Dickens’s 19th century novel David Copperfield issues a stern warning:

  Annual income twenty pounds, annual expenditure nineteen, nineteen six, result happiness. Annual income twenty pounds, annual expenditure twenty pounds ought and six, result misery.35

  Before the Keynesian revolution, the average Briton or American nodded his head in agreement with Mr. Micawber. After-ward everything changed and, especially in America, overspending, undersaving, debt, and disregarding the future became a way of life. As German economist Wilhelm Röpke said, Keynes “seduced” succeeding generations and persuaded them to “pecca fortiter, that is, do with a light heart what you have hitherto regarded as a sin.”36
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