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Abstract
It is demonstrated that Keynes’ liquidity preference theory of interest
combined with his realization that it is expectations that determine employment, output, and income makes it possible to establish the temporal
order in which events must occur in a dynamic analysis of economic behavior. It is argued that this makes a logically consistent, causal analysis
of dynamic behavior possible within the analytical framework developed
by Keynes’ throughout The General Theory and that to reject Keynes’ theory of interest is to reject any possibility of being able to provide a logically
consistent, causal analysis of dynamic behavior in economics in general.
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Causality in Keynes’ General Theory
George H. Blackford

1. Introduction
In November of 1936, Dennis H. Robertson proclaimed: “Ultimately,
therefore, it is not as a refutation of a common-sense account of events in
terms of supply and demand for loanable funds, but as an alternative version of it, that Mr. Keynes' account as finally developed must be regarded.”
(p.183) The following February Keynes asked Robertson to provide “at
least one reference as to where this common-sense account is to be found.”
(p. 210) Thus began the controversy that evolved into what became known
as the liquidity-preference/loanable-funds (LP/LF) debate. This debate
continued long after Keynes’ death in 1946 when the torch was passed
from Keynes to the Keynesians.
With the Keynesians in charge the debate took a decidedly Walrasian
turn. While some Keynesians continued to defend Keynes’ argument from
A Treatise on Money to the effect that the rate of interest cannot change in
response to a ceteris paribus change in saving or investment in the absence of a change in income, the vast majority fully embraced John R.
Hicks’ 1936 argument to the effect that it makes no difference which theory one accepts since the static equilibrium properties of the two theories
are the same. The Keynesians embraced this argument in spite of the fact
that Keynes had rejected it in June of 1937.
In response to the Keynesians, Robertson and his fellow antiKeynesians continued to insist that Keynes was wrong in his rejection of
the idea that the rate of interest is determined by saving and investment
through the supply and demand for loanable funds irrespective of whether
the equilibrium properties of the two theories are the same. The position
of the anti-Keynesians was best summarized by Harry Johnson in 1961:
The liquidity preference-loanable funds debate turns on the
question of whether the rate of interest is better regarded as
equilibrating the flow of funds onto and off the market for securities or as equilibrating the demand for and supply of the stock of
cash. The answer … seems to be that … it makes no difference …
provided … one is concerned only with the determination of the
equilibrium level of the rate of interest…. The two theories become different, however, when applied to dynamic analysis of
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disequilibrium situations.… In a dynamic context, the loanablefunds theory definitely makes more economic sense; and the sustained resistance of Keynesians to admitting it, evident most notably in the prolonged defense … of the proposition that an increase in the propensity to save lowers the interest rate only by
reducing the level of income, is a credit to their ingenuity rather
than their scientific spirit. (1961, pp. 6-7)

And so it went until Robertson died in 1963, a point in time at which the
Keynesians so dominated the discipline of economics that there seemed to
be no need for them to continue to respond to the anti-Keynesians on this
issue, and the controversy just petered out.
Since it made no difference to the Keynesians which theory was assumed, the Keynesians walked away from the debate confident they were
victorious as they concentrated on the equilibrium properties of their
models. And since the anti-Keynesians were no longer rebuffed by the
Keynesians the anti-Keynesians walked away equally confident of the victorious nature of their performance. Thus, the debate ended with both
sides declaring victory. As a result, the issues of the Robertson/Keynes
controversy have never been resolved, for while it is generally agreed that
the two theories have identical static equilibrium properties, there exists
no consensus as to the nature of their dynamic properties.1
It is the purpose of this paper to provide a definitive explanation of the
fundamental difference between Keynes’ and the classical theories of interest—namely, that Keynes’ theory is causal and dynamic while the classical theory is descriptive and static.
We begin by examining the fundamental relationship between expectations and employment, output, and income in Keynes’ general theory
and why the fundamental difference between Keynes’ and the classics can-

With regard to the consensus on the static equivalence and lack of
consensus on the dynamic properties of the two theories see Ackley,
Asimakopulos, Brunner, Davidson, Fellner and Somers, Fleisher and
Kopecky, Holmstrom and Tirole, Horwich, Keynes, Klein, Kohn, Lerner,
Lloyd, Modigliani, Ohlin, Patinkin, Robertson, Robinson, Rose, Stauffer,
Stiglitz, Terzi, Tsiang, and Wray (2004). For surveys of the early literature
see Haberler, Shackle, Johnson (1962), and Blackford (2020a). For an
analysis of the later literature see Bibow (2009).
1
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not be examined within the context of the Walrasian paradigm and can only be understood by way of Marshall’s ceteris paribus methodology. We
then examine Keynes’ fundamental objection to the classical theory of interest—namely, that the classical theory of interest is inconsistent with the
basic Marshallian principles of supply and demand—and how this objection led to Keynes’ liquidity preference theory of interest. In the process it
is demonstrated that Keynes’ rejection of the classical theory in favor of his
liquidity preference theory combined with his realization that expectations
determine employment, output, and income make it possible to establish
the temporal order in which events must occur as the economic system
changes through time. It is argued that it is the ability to establish the
temporal order in which events must occur that makes it possible to separate cause and effect within the context of Keynes’ general theory and that
this is the sine qua non of being able to provide a logically consistent,
causal analysis of the dynamic behavior in Keynes’ general theory and in
economics in general.2

2. Expectations and Employment, Output, and Income
Keynes took great care in constructing his definition of income as being equal to sales less user cost, where user cost “is the measure of what
has been sacrificed (one way or another) to produce [sales].” The fact that
this “sacrifice” is, by definition, inversely related to changes in inventories
and “maintenance and improvement” means that Keynes defined income
as being equal to the value of output produced. (1936, pp. 52-5, 63)
The significance of this definition can be seen by examining Keynes’
explanation of the way in which employment and output produced are determined in his general theory:
All production is for the purpose of ultimately satisfying a

I should, perhaps, note at the beginning that I am concerned here with
what Hicks (1980, pp. 5-29) referred to as “sequential” causality as
governed by Hume’s (p. 45) principle that a cause must proceed its effect
(i.e., “priority of time in the cause before the effect”). I would also note
that I do not accept the notion that contemporaneous, permanencies, and
reciprocal causalities as described by Hicks (1979, pp. 2-3, 18-19) are
contradictions to Hume’s principle. Even in these examples of causality
the cause must exist before there can be an effect. I view the difference
between these forms of causality with regard to the priority of time as
being one of semantics, not of substance.
2
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consumer. Time usually elapses, however—and sometimes much
time—between the incurring of costs by the producer (with the
consumer in view) and the purchase of the output by the ultimate
consumer. Meanwhile the entrepreneur ... has to form the best
expectations1 he can as to what the consumers will be prepared
to pay when he is ready to supply them (directly or indirectly) after the elapse of what may be a lengthy period; and he has no
choice but to be guided by these expectations [emphasis added],
if he is to produce at all by processes which occupy time.
These expectations, upon which business decisions depend
[emphasis added], fall into two groups.... The first type is concerned with the price which a manufacturer can expect to get for
his “finished” output at the time when he commits himself to
starting the process which will produce it.... The second type is
concerned with what the entrepreneur can hope to earn in the
shape of future returns if he purchases (or, perhaps, manufactures) “finished” output as an addition to his capital equipment.
We may call the former short-term expectation and the latter
long-term expectation.
Thus the behaviour of each individual firm in deciding its
daily1 output will be determined by its short-term expectations—
expectations as to the cost of output on various possible scales
and expectations as to the sale-proceeds of this output.... It is
upon these various expectations that the amount of employment
which the firms offer will depend [emphasis added]. The actually realised results of the production and sale of output will only
be relevant to employment in so far as they cause a modification of subsequent expectations [emphasis added]. Nor, on the
other hand, are the original expectations relevant, which led the
firm to acquire the capital equipment and the stock of intermediate products and half-finished materials with which it finds itself
at the time when it has to decide the next day’s output. Thus, on
each and every occasion of such a decision, the decision will be
made, with reference indeed to this equipment and stock, but in
the light of the current expectations of prospective costs and
sale-proceeds [emphasis added]. (1936, pp.46-7)

Thus, Keynes argued that whenever production takes time, at each and
every point in time at which a decision must be made concerning employment and output that decision must be made with reference to existing

6
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capital equipment on the basis of currently held expectations with regard
to the costs to be paid and the proceeds to be received in the future while
the output is being produced and when it is to be sold. The actual costs
and proceeds that result from employment and output decisions cannot
have a direct effect on these decisions, only an indirect effect, and, even
then, only to the extent they have an effect on stocks of capital assets and
subsequent expectations, that is, on the capital stocks that exist and expectations formed after the expected costs and proceeds are (or are not) actually realized.3 This argument has a clear implication with regard to income.
As was noted above, Keynes constructed his definition of income in
such a way that income is equal to the value of output produced. Whenever production takes time, income, so defined, is earned (accrues) before
the output produced in generating income is sold. This makes income a
psychological phenomenon in Keynes’ general theory, determined in the
minds of decision-making units, and this value cannot be separated from
the expectations of these units. The implication is that whenever production takes time, at each and every point in time at which a decision must
be made concerning income, that decision must be made on the basis of
currently held expectations just as the corresponding decisions concerning
the employment and output that generates that income must be made on
the basis of currently held expectations.4
The relationship between employment, output, income, and the entrepreneurs’ expectations is stated explicitly by Keynes in his definition of ef-

3

Keynes:
It is evident from the above that the level of employment at any time
depends, in a sense, not merely on the existing state of expectation but
on the states of expectation which have existed over a certain past
period. Nevertheless past expectations, which have not yet worked
themselves out, are embodied in the to-day's capital equipment with
reference to which the entrepreneur has to make to-day's decisions,
and only influence his decisions in so far as they are so embodied. It
follows, therefore, that, in spite of the above, to-day's employment can
be correctly described as being governed by to-day's expectations taken
in conjunction with to-day's capital equipment. (1936, p. 50)

4

See Keynes 1936, chs. 5-6.
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fective demand:
Furthermore, the effective demand is simply the aggregate
income (or proceeds) which the entrepreneurs expect [emphasis
added] to receive, inclusive of the incomes which they will hand
on to the other factors of production, from the amount of current
employment which they decide to give. The aggregate demand
function relates various hypothetical quantities of employment to
the proceeds which their outputs are expected [emphasis added]
to yield; and the effective demand is the point on the aggregate
demand function which becomes effective because, taken in conjunction with the conditions of supply, it corresponds to the level
of employment which maximises the entrepreneur's expectation
[emphasis added] of profit. (1936, p. 55)

Effective demand as defined in terms of the proceeds producers expect to
receive as they maximize their expectation of profits through the employment of resources is assumed to be the direct determinant of employment,
output, and, hence, income in Keynes’ general theory, and the importance
of the psychological dependence of income on expectations is emphasized
again by Keynes in his discussion of the relationship between net income
and consumption.
In defining net income, Keynes adjusted gross income (i.e., the value
of output produced) for all of those factors that are either “voluntary” (e.g.,
user cost) or if not voluntary at least “not unexpected” (i.e., supplementary
costs), and he explicitly excluded consideration of those factors that are
“unforeseen” (i.e., windfalls). (1936, p. 57-8) By defining net income in this
way Keynes was able to draw a distinction (at least conceptually) between
the way in which net income (defined in terms of expected and not unexpected results) and windfalls (defined in terms of unexpected results) affect decision-making behavior with regard to consumption. Thus, decisions concerning consumption in Keynes’ general theory are made with
reference to existing wealth (i.e., “capital account”) on the basis of currently held expectations with regard to net income. 5

See Keynes (1936, ch. 6). It is worth noting the importance of expectation
is implicit in Keynes' definition of income in the Treatise where income is
assumed to include “normal remuneration” and exclude “profits” or
“windfalls” (see Keynes, 1930, Chapter 9). The concept (as opposed to the
definition) of income employed by Keynes in The General Theory is, to a
5
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The psychological dependence of decisions concerning employment,
output, income, and consumption on expectations is of the utmost importance in Keynes’ general theory for it is the psychological dependence
of decisions on expectations that provides the distinction between the way
in which expected and realized results affect decision-making behavior:
Expectations affect current decisions directly whether they are realized in
the future or not while realized results only affect decisions made after the
results are (or are not) actually realized. This distinction lies at the very
core of Keynes’ view of casualty for, as we shall see, it determines the temporal order in which events must occur which makes it possible to separate cause and effect. It is the ability to separate cause and effect that
makes a causal analysis of dynamic behavior possible in Keynes’ general
theory.
When income is defined as Keynes defined it the causally significant
variable becomes the value of output produced as perceived by decisionmaking units in light of their current expectations, and, given the level of
employment and output, income cannot change in the absence of a change
in expectations.

3. Walras and Causality
Keynes’ liquidity-preference theory of interest is fundamentally differlarge extent, the same as the concept of income employed by Keynes in the
Treatise (see Keynes, 1936, pp.77-8). Keynes did not attempt to provide an
operational definition for his concept of income, and no attempt shall be
made to do so here except to note that I see no fundamental inconsistency
between Keynes' theoretical construct and Friedman's (1957) permanent
income hypothesis. I find this hypothesis to fit fairly well within the
context of Keynes' general theory as it relates to the equilibrium
properties of Keynes’ model where the distinction between expected and
realized results defines the circumstances in which the system is in
equilibrium, namely, when expectations are realized and windfalls do not
occur. Friedman’s formulation does seem to be somewhat lacking,
however, when it comes to accounting for the effect of windfalls on
consumption in that Keynes did not assume that net income was the sole
factor in determining consumption: “This is not, of course, the only factor
of which he takes account when he is deciding how much to spend. It
makes a considerable difference [emphasis added], for example, how
much windfall gain or loss he is making on capital account.” (1936, p. 58)
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ent from the theory of interest envisioned in the classical tradition irrespective of whether the classical theory is formulated in terms of savings
and investment or in terms of the supply and demand for loanable funds.
In the classical tradition, the rate of interest is assumed to equate saving
and investment in either case; in Keynes’ theory, the rate of interest is assumed to equalize "the advantages of holding actual cash and a deferred
claim on cash," (Keynes 1937, p. 245) that is, to equate the supply and demand for money (i.e., liquidity). The difference between the two theories
becomes obvious when one compares the difference between the causal
explanations of the way in which the two theories predict how a change in
saving will affect the rate of interest through time. While it may appear
there are two paradigms in economics in which it is possible to make this
comparison, namely, the Walrasian and the Marshallian, in fact, this comparison is only possible within the Marshallian paradigm.
The reason it is impossible to make this comparison within the
Walrasian paradigm arises from the fact that the Walrasian budget constraint assumes the choices of decision-making units are made simultaneously at a point in time and are constrained by realized income. This may
be the way in which budgets are created in the real world, but it is not the
way in which decisions are made. Real-world decisions are made sequentially through time, not simultaneously at a point in time, and neither
households nor firms are constrained in their choices by income, realized
or otherwise, at the point in time at which a decision must be made. The
real-world choices of decision-making units are constrained by a) the value and liquidity of their assets, b) the availability of sellers of goods and
assets at various prices, c) the availability of buyers of goods and assets at
various prices, and d) by their access to credit. (Cf., Foley; May, p. 3; Lavoie and Godley; Clower; Blackford 1975; 1976.) The rate at which decision-making units receive or earn income at the point in time at which a
choice must be made has no way of affecting that choice other than
through its effects on expectations as anyone who has purchased a home, a
car, or has simply walked the aisles of a supermarket knows implicitly, and
as any business owner who has had to meet a payroll knows implicitly as
well. Decision-making units have no alternative but to be guided by their
expectations with regard to the income they expect to receive in the future
and are constrained by the way in which the income they have received in
the past has affected the stock of assets they hold in the present, as Keynes
insisted (1936, pp. 46-7, 50), but at the point in time at which a choice
must be made they are not constrained by the rate at which they actually

10
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receive or earn income in the present or in the future. (Blackford 2020a;
2020b ch. 3, 6; Hawtrey)
Even though the Walrasian budget constraint is called a “constraint” it
does not actually constrain the choices of decision-making units at any
point in time. As a result, the only situation in which this constraint is relevant is when decision-making units and the system as a whole are in a
state of static equilibrium. It has no relevance when the system is not in a
state of static equilibrium, and even when the system is in a state of static
equilibrium the Walrasian budget constraint is little more than an accounting identity that makes it possible, through aggregation, to eliminate
a redundant equation in models that assume the system is overdetermined. (Buiter; Blackford 1975; 1976; Clower; Foley; Jaffe; Lavoie
and Godley; May)
There is no mystery about this. It is well known that by virtue of the
simultaneity assumption implicit in the Walrasian budget constraint a
causal analysis of dynamic behavior is impossible in Walrasian models.
It is the mythical Walrasian tâtonnement/recontract auctioneer that causes prices to change within the Walrasian paradigm, not decision-making
units that actually exist in the real world. As a result, such models cannot
be used to establish the temporal order in which events must occur—that
is, the order in which their endogenous variables must change in response
to a change in an exogenous variable—and, thus, they cannot provide the
basis for a causal analysis of dynamic behavior.

3. Marshall and Causality
It has been widely recognized that Marshall had a significant influence
on the development of Keynes’ thought (e.g., Blackford 2020a; 2021;
Johnson; Johnson and Johnson; Clower; Parrinello; Jensen;
Leijonhufvud; Brothwell; Brady; Hayes; Lawlor; and de Vroey and
Malgrange), but little if any attention has been paid to the relevance of the
Marshallian ceteris paribus methodology to the concept of causality emphasized by Keynes throughout The General Theory.6
This methodology is generally explained in terms of a competitive
market characterized by an upward sloping supply curve (which shows the

Words that refer to causality (cause, causes, causing, causal, caused,
causally, causative, causation, because) appear over 250 times in Keynes’
General Theory.
6
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quantities suppliers are willing to sell at various prices), a downward sloping demand curve (which shows the quantities demanders are willing to
purchase at various prices), and an equilibrium price and quantity as determined by the intersection of the initial supply and demand curves. This
schemata is then used to explain what will happen if there is a ceteris paribus change in either the supply or the demand curve. The result is either
an excess supply or demand at the initial equilibrium price depending on
the nature of the change, and it is argued that competition between suppliers and demanders will cause the price and the quantity produced for, and
sold in the market to change in such a way as to move toward the new partial-equilibrium price and quantity as defined by the intersection of the
new supply and demand curves. This movement is assumed to continue,
ceteris paribus, until the new equilibrium price and quantity is achieved.
The significance of this kind of analysis is not simply that it makes it
possible to explain and predict how a ceteris paribus change in supply or
demand will affect the partial-equilibrium value of price and quantity in an
isolated market. Its significance lies in the fact that it provides an analytic
framework within which it is possible to identify and to isolate those factors—including the non-price factors that affect the willingness to buy
and sell that determine the positions of the supply and demand curves—
that in themselves have a direct effect on the determination of the quantity
produced for, and traded in a given market and the price at which exchange takes place in the market at any point in time whether the market
is in equilibrium or not.7 This, in turn, makes it possible to examine systematically the causal interactions not only within a given market, but between the given market and other markets. That is, it provides an analytical framework in which it is possible to examine the effects of a change in a
determinant of either supply or demand in a given market on the price and
quantity produced and exchanged in that market over time beginning with
an examination of the way in which price and quantities are affected in the
given market. It is then possible to consider the effects of changes in the
price and quantity exchanged in the given market on the behavior of participants in other markets (substitutes and compliments) and the feedback
effects in the given market of the changes in prices and quantities exchanged in other markets. (Blackford 2020b ch. 6. M)

For detailed comparison of the way in which the equilibrium is defined
and achieved in the works of Marshall, Keynes, and neoclassical economists see Hayes (2006), Keen, and Kregel.
7

12

Keynes’-Theory-of-Interest .

And most important, this analytic framework makes it is possible to
establish the temporal order in which these effects and feedback effects
must occur which makes it possible to separate cause and effect.
The simple dynamics of supply and demand examined above assumes
competitive markets, but even if the market is not competitive we can still
use the Marshallian ceteris paribus methodology to examine the cause
and effect implications of various kinds of non-competitive phenomena
with which we are confronted as anyone who has taken an undergraduate
intermediate microeconomics course or read Marshall’s Principles or Industry and Trade well knows. And even when the assumptions underlying the analysis are not fully met, the overall contribution of the metaphorical application of this kind of analysis to the understanding of practical
economic problems is such that it is an indispensable part of the economist’s way of thinking. One might even say: “This is the nature of economic thinking.” In any event, this was clearly the nature of Keynes’ thinking
as he wrote The General Theory:
The object of our analysis is, not to provide a machine, or
method of blind manipulation, which will furnish an infallible
answer, but to provide ourselves with an organized and orderly
method of thinking out particular problems; and, after we have
reached a provisional conclusion by isolating the complicating
factors one by one, we then have to go back on ourselves and allow, as well as we can, for the probable interactions of the factors
amongst themselves. This is the nature of economic thinking.
Any other way of applying our formal principles of thought
(without which, however, we shall be lost in the wood) will lead
us into error. It is a great fault of symbolic pseudo-mathematical
methods of formalizing a system of economic analysis ... that
they expressly assume strict independence between the factors
involved and lose all their cogency and authority if this hypothesis is disallowed; whereas, in ordinary discourse, where we are
not blindly manipulating but know all the time what we are doing and what the words mean, we can keep ‘at the back of our
heads’ the necessary reserves and qualifications and the adjustments which we shall have to make later on, in a way in which we
cannot keep complicated partial differentials ‘at the back’ of several pages of algebra which assume that they all vanish. (1936,
pp. 297-8)

This is the methodology of Marshall, not Walras, and the methodology
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described in this passage and embodied in the simple example discussed
above is the single most powerful analytical tool available to economists as
a guide to understanding how the economic system actually works in the
real world.8 There are two reasons for this:
1. The ceteris paribus assumption of the Marshallian methodology makes
it possible to explain the determination of prices and quantities and
what will cause prices and quantities to change in terms of the behavior
of those decision-making units (e.g., buyers and sellers in the simple
example discussed above) that actually have the power to determine
and change prices and quantities bought and sold in markets.
2. There must be a change in the variables that affect the behavior of
those decision-making units that actually have the power to determine
and change prices and quantities bought and sold in markets (i.e., supply or demand must change) and decision-making units must respond
to this change before a change in price or quantity can occur within the
Marshallian paradigm. This is what makes it possible to establish the
temporal order in which events must occur which makes it possible to
separate cause and effect within the Marshallian paradigm.
It is these two characteristics of the Marshallian ceteris paribus methodology that make it possible to provide a causal explanation of dynamic
behavior within the context of the Marshallian paradigm.

4. Loanable Funds and Marshall
In writing A Treatise on Money, Keynes discovered that it is not
enough to know what is happening to the flows of saving and investment
to know what is happening to the prices of assets. He also had to know
what is happening to output and the supply and demand for the stock of
money. The fact that money or debt (i.e., borrowed money) is required as
a medium of exchange in a monetary economy implies that, given output
and the supply and demand for money, an increase in the amount saved by
savers must be exactly equal to the increase in the total value of assets willingly relinquished by investors. As a result, there is no way to explain why
savers or investors would be willing to change the prices of assets in reIt must be noted that Marshall’s supply and demand methodology is also
the single most powerful analytical tool available to misrepresent how the
economic system works by those who use this tool in a fallacious manner.
See Blackford (2020a; 2020b, ch. 6), Davidson, Kwak, Kuttner, Madrick,
Smith, and Schlefer.
8
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sponse to a change in either saving or investment if output and the supply
and demand for money remained unchanged.
This is the essence of what Robertson (1940, p. 18n) dubbed Keynes’
“old argument” in A Treatise on Money (pp. 130-1). What this means is
that given the ceteris paribus assumptions on which this argument is
based Keynes could not use the Marshallian ceteris paribus methodology
to explain the determination of the prices of assets if he were to assume
that the prices of assets are determined by savers and investors. Within
the analytic framework developed by Keynes throughout The General
Theory, this argument translates into the argument that, if the flow of income and the supply and demand for stock of money are assumed to be
given, the Marshallian paradigm of supply and demand cannot be used to
explain the way in which rates of interest (or prices of assets) are determined if it is assumed that rates of interest (or prices of assets) are determined by the flow of saving and investment. Nor can they be explained by
the supply and demand for loanable funds if the supply and demand for
loanable funds are defined in terms of the flows of saving and investment.
(Keynes, 1936, pp. 173-4; Blackford 2020a; 2020b chaps. 3, 6)
If we think of the rate of interest in terms of “the complex of the various rates of interest current for different periods of time, i.e. for debts of
different maturities” (Keynes, 1936, p. 167n) “and risks” (p. 28), the inconsistency of the loanable-funds theory with the Marshallian paradigm of
supply and demand implicit in Keynes’ old argument can be explained by
way of Figure 1 which illustrates the direct effects of a ceteris paribus increase in the propensity to save on the rate of interest within the
Marshallian paradigm. In this figure, S represents the initial position of
the flow of loanable funds supply curve as determined by savers, and D
represents the initial position of the flow of loanable funds demand curve
as determined by investors; R and L denote the initial market and equilibrium rate of interest and the flow of loanable funds, respectively.
If it is assumed that a ceteris paribus increase in saving increases the
supply of loanable funds by shifting S to S* in Figure 1 and leaves the
demand for loanable funds unchanged at D, the new equilibrium rate of
interest and flow of loanable funds predicted by these curves are given by
R* and L* at the intersection of the initial loanable funds demand curve D
and the new loanable funds supply curve S*. This will create a theoretical
excess supply of loanable funds at the initial rate of interest R equal to the
difference between X and L. But even though the new equilibrium rate of
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interest is predicted to be at R*, it cannot be assumed the suppliers and
demanders of loanable funds will react to this excess supply at the initial
rate of interest R in such a way as to drive the market rate of interest to
R*.
Figure 1: Loanable Funds and Marshall.

If the flow of income and the supply and demand for the stock of money are to remain unchanged in this ceteris paribus situation, producers of
consumption goods will no longer be able to replenish the transactions
and precautionary balances needed to maintain their scale of operations
through sales as these balances are expended over time. By virtue of
Keynes’ old argument this means they must be willing to either borrow
money or sell assets to obtain the money needed to meet their expenditure
obligations at the same rate savers are willing to increase lending and purchase assets if the level of output and the supply and demand for money
are to remain unchanged. Thus, in the absence of portfolio-balance effects
savers will be able to lend all of the money they are willing to lend at the
initial rate of interest and purchase all of the assets they are willing to purchase at the initial (complex of the various) price(s) of assets, and investors will be able to borrow all of the money they are willing to borrow at
the initial rate of interest and sell all of the assets they are willing to sell at
the initial price of assets.
So long as the initial flow of income and the supply and demand for
the stock of money are maintained in this situation, there is no way in
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which investors can force savers to accept a lower rate of interest or higher
price of assets, and there is no way in which savers can force investors to
accept a higher rate of interest or lower price of assets. Thus, there is no
reason for the market rate of interest or the price of assets to change in the
ceteris paribus situation illustrated in Figure 1 since there exist no market forces that can cause either rates of interest or prices of assets to
change other than portfolio-balance effects which can go either way.9
In addition, even if employment, output, and income fall, as both Robertson (1940, pp. 18-9) and Keynes (1938, p. 321) argued they must eventually fall in this situation, there is still no reason to believe this will cause
the market rate of interest to fall to R*. Since income is one of the nonprice factors that affect the willingness to lend that are subsumed in the
functional form of the loanable funds supply curve, a change in income
must cause a shift in the loanable funds supply curve and, thereby, change

Since firms have a choice between borrowing money or selling assets to
obtain the needed funds in the face of an increase in thriftiness, and
households have a choice between lending money and buying assets in
order to dispose of their excess balances, to the extent the choices of
households and firms are not compatible at the existing rate of interest
and price of assets the rate of interest and the price of assets can be
expected to change to make them compatible. If firms choose to borrow
money and households choose to purchase assets we would expect the rate
of interest and price of assets to increase. If firms choose to sell assets and
households choolse to lend we would expect the rate of interest and price
of assets to fall. It is important to note, however, that these are portfoliobalance decisions that involve changes in the supplies and demands for
money and assets, not saving and investment decisions. Since a) there is
no a priori reason to believe that changes in saving or investment
determine the nature of the incompatibility, b) the change in the rate of
interest and price of assets can go either way depending on the nature of
the incompatibility, and c) these kinds of changes in the rate of interest
and price of assets can and do occur even when there is no change in
saving or investment these changes cannot be explained in terms of
changes in saving or investment; they must be explained in terms of
changes in the supplies and demands for money and assets. See Keynes
(1930, pp. 130-1; 1936, pp. 173-4, 166), Grieve (p. 47), and Blackford
(2020a; 2020b ch. 4, 5, 6).
9
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the equilibrium rate of interest given by the intersection of the loanable
funds supply and demand curves. If, for example, there is a fall in income
that causes the loanable funds supply curve to fall from S* to S** in Figure 1 the equilibrium rate of interest that is supposedly given by the intersection of the new loanable funds supply curve S** and the initial loanable
funds demand curve D must increase to R**. There is obviously no reason
to expect the market rate of interest to fall to R* in this situation, nor is
there any reason to expect the market rate of interest to fall to the new
theoretical equilibrium rate ostensibly given by R**.
As employment and output fall in the consumption-goods industries
the need to borrow money and sell assets to maintain transactions and
precautionary balances at the initial rate of interest R must also fall. At
the same time, the fall in income must cause saving to fall at the initial rate
of interest R by exactly the same amount as the need to borrow money
and sell assets falls. Why should we expect the rate of interest to change
as saving, and, therefore, the amount of loanable funds supplied falls by
exactly the same amount as the need to borrow money and sell assets and,
therefore, the demand for loanable funds falls?
There is no reason to expect anything about changes in the market
rate of interest with regard to the intersection of these two curves since by
virtue of Keynes’ old argument these two curves tell us nothing at all about
the actual behavior of suppliers and demanders in the loanable funds market in response to a change in either saving or investment in the absence of
an explanation as to what is happening to the supply and demand for
money. The loanable funds theory simply assumes that the system will
somehow adjusts from R to R* with no change in income such that S*
does not change, or if income does change and S* shifts to S** the system
will somehow end up at R**. This may make sense as a description of the
change in the short-run static-equilibrium rate of interest without or with
a negative interest rate sensitivity of the demand for money, (cf., Robertson 1940, pp. 18-9) given the assumptions, whatever those assumptions
may be, on which these equilibrium positions are assumed to depend, but
this tells us nothing about how these equilibriums are obtained. It is
simply impossible to give a logically consistent, causal explanation of the
dynamic behavior of the rate of interest as the system moves from one
point of equilibrium to another based on the information contained in
Figure 1. (Cf., Bibow 2000a; 2001; Blackford 2020a; 2020b chaps. 3, 4,
5, 6; Hayes 2010.)
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The fundamental contradiction in the loanable funds theory with the
Marshallian paradigm of supply and demand that we see in trying to analyze the dynamic behavior of the rate of interest in Figure 1 arises from
the very nature of the circular flow of the stock of money in sustaining the
flows of income, credit, and expenditures in a monetary economy. Whenever decision-making units are unable to obtain the money needed to finance their desired transactions otherwise, they have no place to turn if
they are to execute those transactions in a monetary economy except to
the credit market or to the markets for assets in order to obtain the money
needed to finance those transactions. As a result, prices of assets and rates
of interest on loans and debts cannot change in the absence of portfoliobalance effects in response to a ceteris paribus increase in saving if income
and the supply and demand for money are given.

5. Cause and Effect in Keynes’ General Theory
In his 1937 response to his critics Keynes explained the way in which
he arrived at his liquidity preference theory of interest:
As I have said above, the initial novelty lies in my maintaining that it is not the rate of interest, but the level of incomes
which ensures equality between saving and investment. The arguments which lead up to this initial conclusion are independent
of my subsequent theory of the rate of interest, and in fact I
reached it before I had reached the latter theory. But the result
of it was to leave the rate of interest in the air. If the rate of interest is not determined by saving and investment in the same
way in which price is determined by supply and demand, how
is it determined? One naturally began by supposing that the rate
of interest must be determined in some sense by productivity. . . .
It was only when this line of approach led repeatedly to what
seemed to be circular reasoning, that I hit on what I now think to
be the true explanation. The resulting theory, whether right or
wrong, is exceedingly simple—namely, that the rate of interest on
a loan of given quality and maturity has to be established at the
level which, in the opinion of those who have the opportunity
of choice—i.e. of wealth-holders—equalizes the attractions of holding
idle cash and of holding the loan. (1937, p.250)10

All that is necessary to understand what this means with regard to

10

See also Keynes (1936, pp. 178-9, 181).
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causality within Keynes’ general theory is to follow the causal chain of
events implied by Marshall’s ceteris paribus methodology as the system
adjusts through time to the increase in saving examined in Figure 1.
What is significant about the ceteris paribus increase in saving examined in this figure is that while there are no economic reasons for rates of
interest or prices of assets to change in this situation, there are economic
reasons for employment, output, and income to change. The accumulation of debt and depletion of marketable assets on the part of producers of
consumption goods must eventually lead to a change in expectations with
regard to the profitability of continuing to maintain their current scale of
operations. This change in expectations must motivate producers in the
consumption-goods industries to reduce employment and output.11 The
resulting fall in income can be expected to continue until the willingness to
save is equal to the willingness to invest since it is at this point, and only at
this point, that producers in the consumption-goods industries will be able
to avoid the necessity of having to increase debt or sell assets in order to
obtain the money needed to finance their scale of operations. (Blackford
2020a; 2020b chaps. 3, 5; Keynes 1936, pp. 46-7, 50-5)
This means that in order to provide a logically consistent, causal explanation of the way in which a change in saving or investment affects the
economic system through time that is consistent with Marshall’s ceteris
paribus methodology it must be assumed that income, not the rate of interest, is determined by saving and investment since income must change
before the rate of interest can change in this ceteris paribus situation.
Furthermore, the fall in income that results from a change in expectations in response to an increase in saving must, in turn, cause a fall in the
demand for money, and just as there are economic reasons for income to
change in response to a ceteris paribus change in saving, there are economic reasons for the rate of interest to change in response to a ceteris
paribus fall in the demand for money. Given the supply of money, a ceteris paribus fall in income must cause a fall in the demands for transacIf expectations do not change before employment output and income
change there is no way to explain why firms are willing to sell at a loss today or reduce their current scale of operations if their expectations are unchanged to the effect that they can accumulate inventories and otherwise
maintain their current scale of operations today and expect to sell at a
profit tomorrow. See Keynes 1936 (pp. 46-55) and Blackford 2020a;
2020b (chaps. 3, 4, 5).
11
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tions and precautionary balances that increases the supply of what Keynes
referred to as speculative balances, that is—money balances decisionmaking units have no use for other than to lend or to hold as an asset.
(Keynes 1936, p. 171; Blackford 2020b ch. 5) What happens to the prices
of assets in this situation will depend on the supplies and demands for assets (Keynes 1936, p. 186n; Blackford 2020b ch. 6), but what happens to
the rate of interest will depend crucially on what happens to the supply
and demand for money.
To the extent the increase in the supply of speculative balances increases the willingness of wealth holders to purchase new and existing
debt, competition for new and existing debt must, ceteris paribus, lead to
a decrease in the rate of interest. As the resulting decrease in the rate of
interest increases the capitalized value of existing assets and, thereby, lowers the prospective rates of return on assets (Fisher 1930, pp. 14-29; Blackford 2020b ch. 6), members of the nonbank public (i.e., wealth holders)
will be forced to either a) accumulate money balances for which they have
no use other than to hold as an asset or b) accept lower rates of interest on
the debt assets they choose to accumulate. At the same time, banks will be
forced to either a) accumulate reserves relative to their other assets or b)
accept lower rates of interest on the debt assets they choose to accumulate.
Keynes (1936, Chap. 13) argued that as rates of interest fall below the
rates wealth-holders expect to be realized in the future, wealth holders will
be motivated to hold a larger portion of their wealth in the form of money
(i.e., highly liquid resources) and a smaller portion in the form of debt in
an attempt to minimize the risk of a capital loss on holdings of debt in the
future. Thus, to the extent the resulting fall in rates of interest enhances
the willingness of wealth holders to hold their wealth in the form of money—that is, to willingly accumulate speculative balances to hold as an asset—the quantity of money demanded must increase. And to the extent
the resulting fall in rates of interest enhances the willingness of banks to
accumulate reserves relative to their deposits the quantity of money supplied must fall. The fall in rates of interest can be expected to continue,
ceteris paribus, in this situation until the quantity of money supplied is
equal to the quantity of money demanded for it is at this point, and only at
this point, that rates of interest will equalize the marginal advantage of
wealth holders holding speculative balances as an asset or holding debt,
and the marginal advantage of banks holding reserves or holding debt, and
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there is no economic reason for rates of interest or the stock of money to
change. 12
What this means is that in order to provide a logically consistent,
causal explanation of the way in which a change in savings or investment
affects the economic system through time that is consistent with Marshall’s ceteris paribus methodology it not only must be assumed that income, not the rate of interest, is determined by savings and investment, it
must also be assumed that the rate of interest, not income, is determined
by the supply and demand for money.
This also means that the loanable funds view of causality as expressed
by Robertson and his anti-Keynesian followers (Horwich, Kohn, Liang,
Ohlin, Tsiang, and Leijonhufvud) can find no theoretical justification within the Marshallian paradigm of supply and demand. Robertson’s (1940,
pp. 18-9) ad hoc assertion that an increase in saving “lowers the rate of interest quite directly through swelling the money stream of demand for securities; and that this fall in the rate of interest increases the proportion of
resources over which people wish to keep command in monetary form”
Keynes generally assumed the quantity of money to be exogenously determined by the monetary authorities in The General Theory, but in December of 1937 he noted that:
12

Dr. Herbert Bab has suggested to me that one could regard the rate of
interest as being determined by the interplay of the terms on which the
public desires to become more or less liquid and those on which the
banking system is ready to become more or less un-liquid. This is, I
think, an illuminating way of expressing the liquidity-theory of the rate
of interest; but particularly so within the field of ‘finance.’ (Dec. 1937,
p.666)
See also Keynes (1936, Chaps. 13, 15, and 17; 1937a, p.241; 1937b, p.668;
1938, p. 319). The quantity of money is assumed to be endogenously determined by the interactions between demanders for money and banks
given the actions of the central bank in the text above as explained in
Blackford (2020a; 2020b ch. 5), but it can be assumed to be exogenous
determined if one wishes or even that the quantity of money is determined
by the financial system responding passively to the demand for money
(Wray) without changing the fundament conclusion of the argument,
namely, that Keynes’ assumption that the rate of interest is determined by
the supply and demand for the stock of money (i.e., liquidity) makes it
possible to establish the temporal order in which events must occur. See
also Bibow (2000b; 2005; 2009, Chp. 5)
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has it backwards. Arguing that an increase in thriftiness “lowers the rate
of interest quite directly” implies that the rate of interest can fall before
there is a decrease in income and an increase in the supply of speculative
balances in this ceteris paribus situation. This runs afoul of the ante hoc,
ergo propter hoc fallacy. Such arguments only make sense to those who
believe an effect (the fall in the rate of interest) can come before its cause
(the increase in the supply of speculative balances). (cf., Hume)
Keynes’ (1936, Chaps. 3, 5) realization that employment, output, and
income are determined by expectations means that given the supply and
demand for money the rate of interest cannot change in response to a ceteris paribus increase in saving until after there has been:
1. a change in expectations, that leads to a fall in employment, output,
and income, that
2. decreases the demand for transactions and precautionary balances,
that
3. increases the supply of speculative balances, that
4. forces wealth holders to choose between increasing their holdings of
money as an asset or debt and banks to choose between increasing
their holdings of reserves or debt.
This causal chain of events must occur before the rate of interest can
fall in response to a ceteris paribus increase in saving in a monetary economy, that is—in an economy in which either money or debt (i.e., borrowed money) is required as a medium of exchange. The direction of
causality runs from changes in saving and investment, to changes in expectations, to changes in income, to changes in the demand for transactions and precautionary balances, to changes in the supply of speculative
balances, to changes in the rate of interest. In light of Keynes’ old argument, it defies the laws of supply and demand (not to mention the laws of
logic and reason) to argue that causality runs in the opposite direction
from changes in the rate of interest to changes in the quantity of speculative balances demanded before there is an increase the supply of speculative balances (i.e., the supply of those balances that decision-making units
have no use for other than to lend or hold as an asset) brought about by a
fall in income and the demand for transactions and precautionary balances
in this ceteris paribus situation. (Blackford 2020a; 2020b ch. 3, 5)
What this means is that it is impossible to provide a logically consistent, causal explanation of the way in which a change in saving or in-
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vestment affects the economic system through time that does not fall prey
to Robertson’s ante hoc, ergo propter hoc fallacy if it is assumed that the
rate of interest is determined by saving and investment. Nor is it possible
to provide a logically consistent, causal explanation of the way in which a
change in saving or investment affects the economic system through time
if the rate of interest is assumed to be determined by the supply and demand for loanable funds if the supply and demand for loanable funds are
defined in terms of the flows of saving and investment.13 (see Blackford
2020a; 2020b chaps. 3, 5, 6)

6. Keynes’ Indeterminacy Criticism
The failure to understand the logical inconsistency of the classical saving-investment/loanable-funds theory with the basic principles of supply
and demand misled both Keynesians (e.g., Hansen 1951) and nonKeynesian (e.g., Horwich, Ch. X ) alike into believing that Keynes’ (1936, p.
179) indeterminacy criticism of the classical theory of interest applies to
Keynes’ own theory as well.14 It is, of course, true that if either the savings
or investment curve shifts the resulting change in income will cause all of
these curves to shift (save, perhaps, the supply of money) over time, but
this is not the point of Keynes’ criticism. The point of Keynes’ criticism of
the classical saving-investment/loanable-funds theory of interest is that
“the assumption that income is constant is inconsistent with the assumption that these two curves can shift independently of one another,” and
Keynes’ point is behavioural, not definitional.
As was demonstrated in the discussion of Figure 1 above, the only
way in which income can remain constant in the face of a ceteris paribus
increase in the propensity to save is if the willingness of producers of consumption goods to borrow or sell assets increases in such a way as to make
it possible for income to remain constant. But if the willingness to borrow
or sell assets increases in this way there is no reason for the rate of interest

It must be noted that the issue here is not simply a choice between “alternative hypotheses about the Marshallian ‘law of motion’” as
Leijonhufvud (2006, p. 71) has suggested. The issue here is the ability to
separate cause and effect, that is, the ability to establish the temporal order in which events occur.
13

See Klein (1966, Ch. IV) for an example of the kind of confusion embodied in the consensus with regard to this criticism and also Hansen’s (1953)
exposition of the Keynesian understanding of Keynes for an example of
this confusion in the early 1950s.
14
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or prices of assets to change (other than by way of portfolio-balance effects
which can go either way), and if the willingness to borrow or sell assets
does not increase in this way income must fall “with the result that the
whole schematism [of the classical theory] based on the assumption of a
given income breaks down,” not only because income must change before
the rate of interest can change, but because if income does change the savings curve must shift and the equilibrium rate of interest given by the intersection of the two curves must change before the market rate of interest
can change. (cf., Nevin)

7. Liquidity Preference and Marshall
That Keynes’ liquidity preference theory is fundamentally different
than the above can be seen by examining the effects on the rate of interest
of a ceteris paribus increase in thriftiness that takes the form of an increase in the demand for securities within the context of Keynes’ liquidity
preference theory. This situation is illustrated in Figure 2 where S represents the initial position of the money supply curve and D the initial position of the money demand curve; R and M denote the initial market and
equilibrium rate of interest and stock of money, respectively.
Figure 2: Liquidity Preference and Marshall.

Since an increase in thriftiness cannot have a direct effect on the de-
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mand or supply of money in the liquidity preference theory other than by
way of portfolio-balance effects there is no reason to assume the rate of
interest will either increase or decrease as a direct result of the increase in
thriftiness. It can, however, have an indirect effect on the rate of interest
through its effects on expectations and income. To the extent the increase
in thriftiness leads to a subsequent change in expectations that, in turn,
causes a fall in employment, output, and income the demand for money
must fall. This situation is represented in Figure 2 by the shift in the demand for money curve from D to D*. This fall in the demand for money
must cause the equilibrium rate of interest and stock of money to fall from
R and M to R* and M*. The result is an excess supply of money at the initial rate of interest R equal to the difference between M and X, and, unlike
the loanable funds theory, there are market forces that will cause the market rate of interest to fall to R* in this ceteris paribus situation.
As we have seen, the fall in income will reduce the demand for transactions and precautionary balances and, therefore, the willingness of decision-making units to secure or maintain these balances. Given the supply
of money, this must increase the supply of speculative balances. As speculative balances accumulate, competition for new loans and existing debt
must cause the rate of interest to fall until the stock of money supplied is
equal to the stock of money demanded for it is at this point M*, and only
at this point, that the rate of interest R* equalizes the marginal advantages
of wealth holders holding money/debt and banks holding reserves/debt,
and there is no way for wealth holders to achieve a higher rate of interest
and no reason for banks to accept a lower rate of interest. (Blackford
2020b ch. 5)
Thus, it is possible to provide a logically consistent, causal explanation of the dynamic behavior of the rate of interest as it adjusts to this
new point of equilibrium within the context of Keynes’ liquidity preference
theory by way of the supply and demand for money curves in Figure 2,
but what is most important to observe about this example is:
The forces that are assumed to drive the market rate of interest from R
to R* in Figure 2 can be explained in terms of the choices of those decision-making units that actually have the power to affect changes in the
rate of interest—that is, demanders and suppliers of money—as the existence of surpluses and shortages in the demand and supply of money affect
their willingness and ability to borrow and lend money at the given rate of
interest.
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As the effects of the increase in the propensity to save work their way
through the system, there is nothing to prevent demanders and suppliers
of money from continuing to adjust the rate of interest toward the rate of
interest that equates the supply and demand for money at each point in
time as the system adjusts through time whether the rest of the system is
in equilibrium or not.
There is no reason to believe the new state of short-run equilibrium
that results from an increase in thriftiness will leave income unchanged.
(Cf., Clower, Bibow, Brady, Davidson, Grieve, Hayes, Keen, Marshall,
Keynes, and Syll.)
This last point is of particular importance. If income changes in this
situation we cannot know the position of the new short-run equilibrium
supply of loanable funds curve S** in Figure 1 without first knowing the
level of income that equates the willingness to save and invest, which is, of
course, the basis of Keynes’ indeterminacy criticism. Thus, we cannot
know the new short-run equilibrium value of the rate of interest based on
the information contained in Figure 1; this figure can only tell us that the
new equilibrium rate of interest will be R* if income and, therefore, the
supply of loanable funds does not change.
Robertson and his fellow anti-Keynesians dealt with this problem by
assuming the equilibrium values of income and the rate of interest are determined simultaneously within each period. (Blackford 2020b ch. 4)
What they missed is that by denying the relevance of Keynes’ old argument
to their intraperiod dynamic analysis as to how this equilibrium comes
about they limited the relevance of their intraperiod dynamic arguments
to the imaginary world of the Walrasian auctioneer. (Blackford 2020a;
2020b ch. 6)
The same approach was adopted by the Keynesians as they followed
Robertson’s lead when they chose to adopt Hicks’ (1937) IS/LM model
which combines the supply and demand for money with saving and investment to arrive at the equilibrium rate of interest and level of income
simultaneously. (Blackford 2020b ch. 6) This simply begged the question
of causality raised by Keynes since the Keynesians’ method of approach
was Walrasian and, therefore, descriptive and static. Even though some
Keynesians defended the logic of Keynes’ old argument in their debate
with the anti-Keynesians, the vast majority failed to grasp the relevance of
this logic to Keynes’ causal/dynamic methodology and what this logic
means with regard to the irrelevance of Walras’ Law and the Walrasian
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auctioneer to the way in which the rate of interest is determined in Keynes’
general theory. As a result, when the Keynesians adopted Hicks’ IS/LM
model they did not adopt Keynes’ causal/dynamic methodology in spite of
the fact that there was nothing to prevent them from doing so other than
their fidelity to the tâtonnement/recontract methodology of Walras and
their inability to grasp or to appreciate the fact that Marshall’s causal/dynamic methodology is the sine qua non of causality in Keynes’ general theory and in economics in general.
The position of the Keynesians in this regard was best summarized by
Klein in 1966:
Keynes took income to be the important variable in the savings investment equation, and took interest to be the important
variable in the liquidity preference equation. In the end result of
the most general Keynesian system one cannot pick out cause
and effect. The interest theory of this system is the solution to the
entire set of equations which is based on the liquidity preference
building block. (p. 97)

This completely misses the point of Keynes’ liquidity preference theory, namely, that Keynes’ theory makes possible what is impossible in the
classical theory. Once it is realized that:
1. rates of interest and the prices of stocks of assets are determined by the
supplies and demands for stocks of assets—including the stock of money—in the markets for assets, and
2. the prices and quantities of flows of economic goods and resources are
determined by the supplies and demands for flows of economic goods
and resources in the markets for economic goods and resources,
it then becomes possible to establish the causal interactions within and between these two kinds of markets by way of the Marshallian paradigm.
Keynes’ Marshallian approach to the theories of consumption, investment,
interest, and money when combined with his understanding of the way in
which expectations affect economic behavior provides an analytic framework in which the interactions within and between these fundamentally
different kinds of markets can be analyzed, understood, and explained
within the context of a single, integrated paradigm in which a logically
consistent, causal analysis of dynamic behavior is possible. This is the
very essence of Keynes’ general theory. (Keynes, 1936, pp. 293-4; Grieve
p. 47; Blackford 2021; 2020a; 2020b chaps. 1, 6)
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8. Summary and Conclusion
The fact that Keynes’ LP theory is consistent with the Marshallian ceteris paribus methodology makes it possible to identify those forces that
operate directly and in themselves to determine the rate of interest at each
point in time and to explain these forces in terms of the optimizing behavior of those decision-making units that actually have the power to determine the rate of interest at each point in time. As a result, a logically consistent, causal explanation of the dynamic behavior of the rate of interest is
possible within the context of Keynes' general theory in that it is possible
to establish the temporal order in which events must occur within this
context—that is, the exogenous variables that determine the positions of
the supply and demand for money curves must change, and decisionmaking units must react to these changes, before the rate of interest can
change. This makes it is possible to formulate logically consistent dynamic
hypotheses within Keynes’ general theory as to how the market rate of interest is determined at each point in time in terms of the behavior of those
decision-making units that actually have the power to determine the market rate of interest as the system evolves through time.
The fact that the LF theory is inconsistent with the Marshallian ceteris
paribus methodology means that it is impossible to identify those forces
that operate directly and in themselves to determine the market rate of
interest at any point in time by way of this theory or to explain these forces
in terms of the optimizing behavior of decision-making units. As a result,
it is impossible to provide a logically consistent, causal explanation of dynamic behavior within the context of the loanable funds theory since this
theory requires some kind of instantaneous adjustment or tâtonnement/
recontract assumption to achieve the equality of ex ante saving and investment that is not require within the context of Keynes' liquidity preference theory. Thus, contrary to conventional wisdom, Keynes' liquidity
preference theory is causal and dynamic in that it provides a logically consistent analytic framework in which a causal explanation of dynamic behavior is possible while the loanable funds theory is static in that it can only be used to examine points of short-run equilibrium where ex ante saving
and investment are equal and cannot be used to provide a causal explanation as to how these points of short-run equilibrium are attained.
The argument that Keynes' liquidity preference theory is dynamic
while Robertson and his followers’ loanable funds theory is static may
seem surprising in light of the fact that the proponents of the loanable
funds theory have insisted from the beginning that the opposite is true,
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namely, that Keynes' theory is static and the loanable funds theory is dynamic. However, the fact that the loanable funds theory is static is clearly
indicated by the fact that in all four major expositions of this theory (Robertson 1940; Horwich 1964; Tsiang 1956 and 1980; and Kohn 1981) it is
assumed that the economic system adjusts instantaneously each period to
equate ex ante saving and investment. (Blackford 2020b ch. 4) By the
same token, the fact that Keynes' liquidity preference theory is dynamic is
clearly indicated by the fact that the General Theory is filled with dynamic
analysis (e.g., pp. 27-32, 46-52, 71-2, 77-9, 117-9, 122-5, 147-64, 166-8, 173,
229-36, 245-54, 257-71, 292-4, 313-32), and while this analysis depends
on various ceteris paribus/mutatis mutandis assumptions, at no point is
any kind of instantaneous adjustment or tâtonnement/recontract assumption needed to justify Keynes' analysis or conclusions.
Keynes demonstrated, beginning with his old argument, that in a
monetary economy, that is—in an economy in which either money or debt
(i.e., borrowed money) are required as a medium of exchange—the entire
Marshallian paradigm of supply and demand breaks down if it is assumed
that income is determined by anything other than saving and investment
or that the rate of interest is determined by anything other than the supply
and demand for money. If it is assumed otherwise, the Marshallian implications with regard to the temporal order in which events must occur are
inconsistent with the reality that economic transactions require money or
the creation of debt as a medium of exchange. This means that anyone
who argues otherwise must, to paraphrase Ohlin (1937, pp. 446), refute
the Marshallian supply and demand curve analysis in toto and in the process reject any possibility of being able to provide a logically consistent,
causal analysis of dynamic behavior in economics. 15

The insistence Keynes’ theory static is particularly incongruous in light
of Keynes’ explanations as to the dynamic nature of his general theory:
15

When I began to write my Treatise on Money I was still moving along
the traditional lines of regarding the influence of money as something
so to speak separate from the general theory of supply and demand.
When I finished it, I had made some progress towards pushing
monetary theory back to becoming a theory of output as a whole. But
my lack of emancipation from preconceived ideas showed itself in what
now seems to me to be the outstanding fault of the theoretical parts of
that work (namely, Books III and IV), that I failed to deal thoroughly

30

Keynes’-Theory-of-Interest .

References
Bibow, Jörg. 2000a. “The Loanable Funds Fallacy in Retrospective,” History of Political Economy. 32, 769-831.
_____. 2020b “On exogenous money and bank behavior: the Pandora's
box kept shut in Keynes' theory of liquidity preference?” The European Journal of the History of Economic Thought. 7, 532-568.
_____. 2001. “The loanable funds fallacy: exercises in the analysis of disequilibrium.” Cambridge Journal of Economics. 25, 591-616.
_____. 2005. “Liquidity Preference Theory Revisited—To Ditch or to
Build on It?” Working paper 427, The Levy Economics Institute of
Bard College, reprinted with amendments in 2007 Arestis, Philip
and Malcolm Sawyer ed. A Handbook of Alternative Monetary
Economics. Edward Elgar Publishing.

with the effects of changes in the level of output …. the dynamic
development, as distinct from the instantaneous picture, was left
incomplete and extremely confused. This book, on the other hand, has
evolved into what is primarily a study of the forces which determine
changes in the scale of output and employment as a whole….
[emphasis added] (1936, pp. vi-vii)
And again:
We can consider what distribution of resources between different uses
will be consistent with equilibrium under the influence of normal
economic motives in a world in which our views concerning the future
are fixed and reliable in all respects;—with a further division, perhaps,
between an economy which is unchanging and one subject to change,
but where all things are foreseen from the beginning. Or we can pass
from this simplified propaedeutic to the problems of the real world in
which our previous expectations are liable to disappointment and
expectations concerning the future affect what we do to-day. It is
when we have made this transition that the peculiar properties of
money as a link between the present and the future must enter into our
calculations. But, although the theory of shifting equilibrium must
necessarily be pursued in terms of a monetary economy, it remains a
theory of value and distribution and not a separate 'theory of money'.
[emphasis added] (1936, pp. 293-4)
See Blackford (2020a; 2020b, ch. 6; 2020c; 2021)

Causality in Keynes’ General Theory

31

_____. 2009. Keynes on Monetary Policy, Finance and Uncertainty: Liquidity Preference Theory and the Global Financial Crisis. Kindle:
Routledge.
Blackford, George H. 1975. “Money and Walras’ Law in the General Theory
of Market Disequilibrium.” Eastern Economic Journal. 1-9.
_____. 1976. “Money, Interest, and Prices in Market Disequilibrium: A
Comment.” Journal of Political Economy. 893-894.
_____. 2018. Where Did All The Money Go? How Lower Taxes, Less
Government, and Deregulation Redistribute Income and Create
Economic Instability. Second Edition. Amazon.com:
www.rwEconomics.com.
_____. 2020a, The Theory of Interest: Robertson versus Keynes and the
Long-period Problem of Saving and Debt. Third Edition. Amazon:
http://www.rweconomics.com/.

_____. 2020b. Essays on Political Economy, Volume III: Keynes.
Amazon: www.rwEconomics.com.
_____. 2020c. “The Theory of Interest and Causality in Keynes’ General Theory.” www.rwEconomics.com.
https://rweconomics.com/CIKGT.pdf.
_____. 2021, “Keynes on Economic Stagnation and Debt.” International Journal of Political Economy. 50:1, 28-43.
DOI: 10.1080/08911916.2021.1894826
Brady, Michael Emmett. 1994. “Keynes, Pigou and the Supply Side of the
General Theory.” History of Economics Review, 34-46.
_____. 1995. “A Study of J. M. Keynes' Marshallian-Pigouvian Elasticity
Approach in Chapter 20 and 21 of the GT.” History of Economics
Review. 55-71.
Brothwell, John F. 1986. "The General Theory" after Fifty Years: Why Are
We Not All Keynesians Now?” Journal of Post Keynesian Economics. 8, 531-547.
Buiter, Willem H. 1980a. “The Macroeconomics of DR Pangloss A Critical
Survey of the New Classical Macroeconomics.” The Economic Journal. 90, 34-50.
_____. “Walras' Law and All That: Budget Constraints and Balance Sheet
Constraints in Period Models and Continuous Time Models.” International Economic Review. 21, 1-16.

32

Keynes’-Theory-of-Interest .

Clower, Robert W. 1965 “The Keynesian Counter-Revolution: A Theoretical Appraisal.” In F. Hahn and F. Breeching, eds., The Theory of Interest Rates. New York: St. Martin’s Press.
_____. 1975. “Reflections on the Keynesian Perplex.” Zeitschrift für
Nationalökonomie/Journal of Economics. 1-24.
Davidson, Paul. 2012. “Is economics a science? Should economics be rigorous?” Real-World Economics Review. 59, 58-66.
de Vroey, Michel and Pierre Malgrange. 2011. “The History of Macroeconomics from Keynes’s General Theory to the Present.” Discussion
Paper 2011-28. Institute of Economic and Social Research.
Fisher, Irving. 1930. The Theory of Interest: As Determined by Impatience
to Spend Income and Opportunity to Invest It. New York: Macmillan.
Grieve, Roy H. 2014. “‘Right back where we started from’: from ‘the Classics’ to Keynes, and back again.” Real-World Economics Review.
68, 41-61.
Hansen, Alvin H. 1951. “Classical, Loanable-Fund, and Keynesian Interest
Theories.” The Quarterly Journal of Economics. 65, 429-32.
Hawtrey, R. G. 1933. “Mr. Robertson on ‘Saving and Hoarding’.” Economic
Journal. 43, 701-08.
Hayes, M. G. 2006. The Economics of Keynes: A New Guide to The General Theory, London: Edward Elgar.
_____. 2010. “The loanable funds fallacy: saving, finance and equilibrium.” Cambridge Journal of Economics. 34, 807–820.
Hicks, John R. 1937. “Mr. Keynes and the ‘Classics’; A Suggested Interpretation.” Econometrica. 5, 147-59.
_____. 1980. Causality in Economics. Canberra: Australian National
University Press.
Horwich, George, 1964. Money Capital and Prices. Homewood: Irwin,
Hume, David. 1739. A Treatise of Human Nature. International Relations
and Security Network, Eth Zurich, Last accessed 2/9/2018:
https://people.rit.edu/wlrgsh/HumeTreatise.pdf
Jaffe, William. 1967 “Walras' Theory of Tâtonnement: A Critique of Recent
Interpretations.” Journal of Political Economy. 1-19.
Jensen, Hans E. 1983. “J. M. Keynes as a Marshallian.” Journal of Economic Issues. 17, 67-94.
Johnson, Elizabeth S. and Harry G. Johnson. 1974. "The social and intellectual origins of The General Theory." History of Political Economy. 6, 261-77.

Causality in Keynes’ General Theory

33

Johnson, Harry G. 1961. "The General Theory after Twenty-Five Years."
The American Economic Review: Papers and Proceedings. 51, 1-17.
Keen, Steve. 2011. Debunking Economics – Revised and Expanded Edition: The Naked Emperor Dethroned? Zed Books Ltd. NY, Kindle
Edition.
Keynes, John M. 1930. A Treatise on Money. ed. Austin Robinson and
Donald Moggridge (2013), The Collected Writings of John
Maynard Keynes, Vol. V, Cambridge University Press.
_____. 1936. The General Theory of Employment, Interest, and Money.
New York: Harcourt, Brace and Co.
_____. 1937a. “Alternate Theories of the Rate of Interest.” Economic
Journal. 241-52.
_____. 1937b. “The ‘ex-ante’ Theory of the Rate of Interest.” Economic
Journal. 663-69.
_____. 1938. “Mr. Keynes and ‘Finance’.” The Economic Journal. 314322.
Klein, Lawrence R. 1966. The Keynesian Revolution. New York: Macmillan.
Kohn, Meir. 1981. “A Loanable Funds Theory of Unemployment and Monetary Disequilibrium.” American Economic Review. 71 (5), 859-79.
Kregel, J. A. 1976. “Economic Methodology in the Face of Uncertainty: The
Modelling Methods of Keynes and the Post-Keynesians.” The Economic Journal. 86, 209-225.
Lavoie, Marc and Wynne Godley. 2007. Monetary Economics: An Integrated Approach to Credit, Money, Income, Production and Wealth.
New York: Palgrave Macmillan.
Lawlor, M. 2006. The Economics of Keynes in Historical Context. An Intellectual History of the General Theory. London: Macmillan.
Leijonhufvud, Axel. 2006. “Keynes as a Marshallian” in Backhouse, R. and
B. Bateman eds. The Cambridge Companion to Keynes. Cambridge
University Press. 58-77.
Liang, Ming-Yih. Aug., 1988, “A Note on Financial Dualism and Interest Rate Policies: A Loanable Funds Approach.” International Economic Review. 29, 539-549
Marshall, Alfred. 1920. Industry and Trade, 3rd edition, New York: The
Macmillan Company.
_____. 1961. Principles of Economics, 9th edition. New York: Macmillan.
May, Josef. 1970. “Period Analysis and Continuous Analysis in Patinkin's
Macroeconomic Model.” Journal of Economic Theory. 2, 1-9.

34

Keynes’-Theory-of-Interest .

Nevin, Edward. 1955. “Professor Hansen and Keynesian Interest
Theory.” The Quarterly Journal of Economics. 69:4, 637641.
Ohlin, Bertil G. 1937. “Alternate Theories of the Rate of Interest: Three Rejoinders.” Economic Journal. 47 (187): 423-27.
Parrinello, Sergio. 1980. "The price level implicit in Keynes' effective demand." Journal of Post Keynesian Economics. 3, 63-78.
Robertson, Dennis H. 1940. Essays in Monetary Theory. London: P. S.
King.
Syll, Lars Pålsson. 2012. 2012. “Rational expectations – a fallacious foundation for macroeconomics in a non-ergodic world.” Real-World
Economics Review. 62, 23-57.
_____. 2010. “What is (wrong with) economic theory?” Real-World Economics Review. 55, 34-50.
Tsiang, Sho-Chieh. 1956. “Liquidity Preference and Loanable Funds Theories, Multiplier and Velocity Analysis: A Synthesis.” American Economic Review. 46, 539-64.
_____. 1980. “Keynes’ ‘Finance’ Demand for Liquidity, Robertson’s
Loanable Funds Theory, and Friedman’s Monetarism.” Quarterly
Journal of Economics. 94, 467-90.
Wray, L. Randall. 1990. Money and Credit in Capitalist Economies: The
Endogenous Money Approach. Edward Elgar Publishing Company.

