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1. Introduction

One peculiar feature of the evolution of our understanding of the essential characteristics of
Keynes’ revolution has been the rise to ascendancy at one time of the notion of the pivotal impor-
tance of money illusion.' In its crudest form it refers to how transactors make decisions on the
basis of selected nominal prices and does not take account of changes in the general price level.
This is the sense in which it is used here. Money illusion in this context is not intended to embrace
all possible reasons as to why the labor-supply equation in not homogeneous with respect to
(current) money wages and prices. For example, where monetary injections are temporarily misin-
terpreted as real, agent-specific, relative improvements in the terms of trade, this is not money
illusion in the primitive sense employed here which relies on irrationality. Illusion once shared,
with minimum wage laws and obstinacy of union officials, the role of explaining the rigidity of the
money wage in the face of unemployment. Perhaps money illusion was seen by neoclassicals as
having an advantage over the others in that it had some kind of microeconomic foundation and
was untainted by sordid, institutionalist considerations.

The position of money illusion is less clear nowadys in view of the plethora of rival micro-
foundations of Keynes’ economics, and in particular, Lejjonhufvud’s dismissal? of it spurred no
passionate rebuttals from the old Keynesian school. It appears that no one wishes to defend the
doctrine of money illusion since transactors nowadays are acutely aware of the nominal-real
- distinction. You either have to reject Keynes as being irrelevant or search further in The General
Theory for other ways to produce an unemployment equilibrium.

That money illusion has held away both in textbooks and in the writings of some historians
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of economic thought can hardly be doubted.?

Long ago it was held that Keynes’ econimics was of practical value largely because workers in
a depression did indeed fail to appreciate that the prices of wage-goods had fallen by more than
the nominal wage and would resist cuts.” Similarly, during a boom, workers could be deceived and
unemployment levels could be set by the social planners at some politically desirable figure of, say,
two percent, which could be sustained by government expenditure even if the natural rate of
unemployment — in this context, the maximum sustainable in a market system devoid of illusion
— was higher. But, when we look at The General Theory, what do we find?

II. Money Illusion in Keynes

The most surprising discovery is that money illusion plays no part whatsoever in Keynes’
analysis of the labor market. Workers are fully aware of what they real wage is in comparison to
their marginal disutility of labor and are not deceived by a decline in real wages during an upswing.
Workers

do not resist reductions of real wages, which are associated with increases in aggregate and
leave relative money-wages unchanged, unless the reduction proceeds so far as to threaten
a_reduction of the real wage below the marginal disutility of the existing volume of
employment.

In other wards, workers fully perceive it if the real wage falls, or is even about to fall, below
the marginal disutility of labor. They know what is happening to each. When the real wage falls
in the upswing it is with their open-eyed consent, unless it proceeds too far when it is met with
open-eyed opposition.® Workers are prepared to accept the lower real wage required in the ups-
wing as determined by their lower marginal productivity. Keyneé accepted that the real wage was
inversely related to the level of activity, because he accepted that the Law of Diminishing Returns
would prevail as output grew.®

Before attention can be given to the important question of the nature of labor market
responses to disequilibrating shocks, some general remarks on adjustment processes are called for.

In a state of confusion and disarray,.even if the correct price vector were to emerge miracu-
lously in the absence of an auctioneer, agents simply would not know it to be the appropriate
vector. An auctioneer does two tasks. He cries out a vector and he assures agents that this indeed
is the mutually consistent and correct one. Leijonhufvud does not suggest, as some have done,
that agents in the absence of an auctioneer have in mind a probability distribution and, on average
and in the short run, grope successfully, There is no orderly search in his account whereby agents
engage in some optimal number of trials to learn of the true state of demand. Such models could
be plausible in dealing with small, or microeconomic, shocks, where much of the environment is
intelligible, but under more severe forms of dislocation, about which agents know little from past
experience, models incorporating risk, as distinct from Knightian uncertainty, could prove mislead-
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ing. In the face of large shocks. demand curves are shifting. It is not a simple case, as in Arrow,
where agents are merely testing the elasticity of their given demand curves. One can, as does
Leijonhufvud, abstain from probabilistic versions of search activity based on perceptions of risk
and prospective gain without veering to the opposite extreme, as might some fundamentalists, and
to deny that a solution exists even in principle. For all intents and purposes, groping in a darkened
room for a black cat which is there but uncooperatively elusive would look to the scientific
observer much the same as the groping for one which is in truth not even there. One might sensi-
bly prefer the more radical approach which denies the very existence of the Walrasian vector in an
uncertain world and yet feel that to frame an assault on Leijonhufvud in those terms is rather too
harsh. Much of interest can be said even if one does not utterly reject Walrasianism.,

In any event, it is not clear that Keynes himself gave any weight to either uncertainty or
merely imperfact knowledge in explaining how labor markets can in logic settle into a state of in-
voluntary unemployment and how labor markets do in fact behave. Uncertainty to Keynes was
a problem in other markets. Workers are only too well aware of their own unemployment. The
labor market has a passive role. It responds to uncertainties which rock other markets.

Nevertheless, attempts have been made to understand Keynes’ money-wage dynamics in terms
of uncertainty.” Darity and Horn® make the interesting suggestion that the suppliers of labor are
themselves uncertain about the appropriate real wage, but in fact Keynes never says that himself
choosing instead to emphasize the fundamental point that the nexus between money and real
wages is non-existent. Uncertainty is not pervasive, and besides, workers know the current real
wage and are willing to accept a lower real wage even if they do not know the Walrasian wage. In
Keynes, there is a neutral real wage corresponding to full employment, and it takes on a definite
value, the marginal product at full employment. Keynes does not emphasize difficulties in
perceiving marginal (revenue) products. On the contrary, he is happy to jump from one compara-
tive-static state to another without giving much thought to the problems of groping. In the
General Theory, the real wage’s equality to the marginal producf is not difficult to achieve. It
occurs automatically in flow supply equilibrium in the goods market.® Workers resist money-wage
cuts, it is true, but not because they are uncertain merely about how far the reduction needs to
be.'® They resist any nominal cuts.

Why then do laborers reject money-wage cuts in a depression even if they are prepared to
accept a real-wage cut? Keynes offers two reasons. The first is not theoretically fundamental
although it is the one which has attracted more attention, especially in Britain."! Keynes!?
suggests that workers that workers guard their positions relative to those of other workers and
resist money-wage reductions “which are seldom or never of an all-round character”. There is no
money illusion here, apparently just some sort of jealousy or pride. Perhaps, as suggested by
Lejjohhufvud,' the remuneration of others is being used as an indicator of one’s own marginal
revenue product, no direct knowledge of it being possessed by any given laborer.’® The impor-
tance Keynes attached to his alternative objection to Classical thought, which does not opend on
money illusion either, remains largely unappreciated. There is “the other, more fundamental,
- objection”!s
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There may exist no expedient by which labor as a whole can reduce its real wage to a
given figure by making revised money bargains with the entrepreneurs.

Leijonhufvud, to his credit, elevates this quotation to a position of importance yet appears to
grasp only part of its significance to the microfoundations of macroeconomics. Leijonhufvud*®
rightly emphasises that the dynamics of a monetary system cannot be assumed analogous to one of
barter.

The workers looking for jobs ask for money, not commodities. . . . The fact that there
exists a potential barter bargain of goods for labor services that would be mutually
agreeable to producers as a group and labor as a group is irrelevant to the motion of the
system.

Leijonhufvud” however, sees no further microeconomic ideas behind what Keynes wrote and

argues that the representative worker is engaged in job search and this imparts inflexibility to the
money wage in view of inelastic price expectations. He does not consider that they workers them-
selves might rationally choose not to attempt to counter involuntary unemployment ‘“‘through a
futile competition for employment between the unemployed laborers”.'® If a worker realizes that
‘others will simply retaliate, then the incentive to undercut others largely disappears and the
opportunity for a collective truce, policed by the unions, exists. It cannot be said, however, that
Keynes clearly had this in mind. He gives us little to go on and seems rather impatient to go onto
weightier matters:

Whilst workers will usually resist a reduction of money wages, it is not their practice to
withdraw their labor whenever there is a rise in the price of wage-goods. It is somethimes
said that is would be illogical for labor to resist a reduction of money wages but no resist
a reduction of real wages. For reasons given below (p. 14) this might not be so illogical
as it appears at first; and, as we shall see later, fortunately so. But, whether logical or
illogical, experience shows that this is how labor in fact behaves.'?

Keynes notes that such seemingly bewildering actions by unionists can, in part, be explained
by the fact that inflation, with constant money wages, does not alter relativities among laborers.
He also seems to argue that administrative difficulties would prevent wage earners being able to
demand higher money wages whenever the price of a wage-good rose and slightly altered the real
wage. The wage could hardly be renegotiated on a daily basis.Z® But he teases the reader by leav-
ing a third option open: '

Thus it is fortunate that the workers, though unconsciously, are insinctively more rea-
sonable economists than the classicial school, inasmuch as they resist reductions of
money-wages, which are seldom or never of an allround character. . . . %

In other words, even in the rare case where the reduction in the money-wage rate were across-the-
board and did not affect relativities, the wage-cut would still be rejected. Workers would have to
be forced to accept even a general reduction in the nominal wage-rate even a general reduction in
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the nominal wage-rate even if the administrative machinery to make possible a general wage cut
were provided.

It is only when a highly authoritarian society, where sudden, substantial, allround
changes could be decreed that a flexible wage-policy could function with success.?

Note also that Keynes is not greatly concerned about how the facts of worker behavior could
be explained. Whether their conduct is logical (rational?), or unconscious and instinctive is an
open question. Consequently, what Keynes felt to be the microfoundations of resistance to cuts
in money wages is uncertain. >

One can look at changes in the real wage, assuming that money-wages are not falling, so that
the realationship between the real wage and the marignal disutility of labor — the subject of the
second Classical postulate which Keynes sought to attack — can be studied in isolation.

If the inability of workers to reduce their real wage even if money wages were flexible down-
wards, is the fundamental issue, then the difficulties which exist in exactly specifying Keynes’
supply-of-labor function can be dispensed with.?* If workers resisted money-wage cuts it was not
because they confused nominals and reals, but it was for a completely different reason. For a
discussion of involuntary unemployment, it is the non-resistance to real wage cuts per se which is
of direct concern. Money wage behavior in the real world is a different issue.

If money illusion is rejected as an essential property of transactor behavior in the labor
market, did Keynes assign any role to it in his analysis of other markets?

If we examine Keynes’ views on consumption expenditure we find that habits may, among
other things, impart some degree of stickiness® but as Leijonhufvud once again rightly points
out,?® workers are free of money illusion. Also suggestive of denying any more than the passing
relevance of money illusion is a passage from a draft of The General Theory

An increment of voluntary saying . . . is only to be welcomed . . . when employment is
supra-optimal and earners are finding themselves tricked by the industrial machine into
exerting themselves on a scale, the marginal disutility of which is not adequately reward-
ed by their marginal product — a state of affairs which actually in the modérn world is
very infrequent.?’ v

Keynes’ views are illuminated by his treatment of illusion so far as it applies in the industrial
sector.

For a time at least, rising prices may delude entrepreneurs into increasing employment
beyond the level which maximizes their individual profits measured in terms of the pro-
duct. For they are so accustomed to regard rising sale-proceeds in terms of money as
a signal for expanding production, that they may continue to do so when this policy has
in fact ceased to be to their best advantage; i.e. they may underestimate their marginal
user cost in the new price environment.?®

Keynes is clearly aware of what money illusion is, and expressly gives it a minor and peri-
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pheral role in explaining temporary deviations which constitute certain practical qualifications®
of his basic model.

Further evidence of the unimportance of money illusion can be obtained from his discussion
of the determination of interest rates and his dispute with Irving Fisher about whether inflationary
expectations could cause nominal interest rates to rise to preserve a real return for wealth holders.
Whether Keynes or Fisher was correct is not the issue here. What matters is that Keynes could
easily have chosen to resort to the arugument that savers were overcome by money illusion and for
that reason nominal interest overcome by money illusion and for that reason nominal interest
rates would not rise. Keynes® did not, even though he was fully aware of Pigou’s argument that
borrowers and lenders might at different rates appreciate the fact that the price level was changing.

A conclusion which now clearly emerges is that, while Keynes knew what money illusion was,
at no stage did he rely on it in his attack on orthodox thought.

1. Money Illusion in Classicial Economics

Attentidn is now turned to a remarkable aspect of the controversy between Keynes and the
Classicials. Examining writings prior to The General Theory indicates that is was Classical
economics where money illusion had a significant role to play. Note that Keynes, rightly or
wrongly, considered Pigou and Mill to be major representatives of the Classical school, and money
illusion appears in the works of both.

The notion makes an appearance as early as Mill when he sought to identify the limited cir-
cumstances in which a geernal glut of commodities could occur. If all classes of producers are
enderavoring to expand operations beyond the level which can profitably be sold,

. it is a certain proof that some general delusion is afloat. The commonest cause of
such delusion is some general, or very extensive, rise of prices (whgther caused by specu-
lation or by the currency) which persuades all dealers that they are growing rich. And
hence, an increase of production really takes place during the process of depreciation is
not suspected . . . But when the delusion vanishes and the truth is disclosad, . . . they will
be likely to repent at leisure.

Pigou certainly incorporated money illusion into his analysis. It played an important role,
along with the immobility of labor, in explaining why fluctuations in employment can become
pronounced.*?

When prices rise, business men become more prosperous . . . Furthermore, besides the real
change in their fortunes there is also an element of imagined change. For when people
have more or less money than usual, even though prices have changed in precise
correspondence, the natural tendency to “think in gold” is apt to make them imagine
themselves really richer or really poorer.
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Pigou also specifically refers to money illusion in the labor market. He states: 33

that the tendency of workpeople to *‘think in gold’’ leads them to resist reductions in
money wages when prices are falling and to acquiesce in refusals to raise money wages
when prices are rising, thus in effect demanding an increase in the rate of real wages in
times of depression and assenting to a decrease in times of prosperity,

Pigou repeats that appropriate adjustments to real wages are thwarted by“‘factoys of inertia
... which . . . in a money economy tend to keep money wages stable. To a great extent people —
employers and employed alike — think in money.””*

In his review of The General Theory,* Pigou objects to Keynes’ accustations that the Classi-
cals had overlooked how changes in the price level, at a given money wages, alters the real supply
schedule of labor. His point was that money illusion matters and he later repeats the claim,3

It is also clear that Keynes knew that money illusion was important to Pigou, and he even
criticized Pigou for depending on such a limited assumption to justify the fiscal intervention which

'Pigou had advocated with Keynes ten years earlier.

I was already arguing at that time that the good effect of an expansionist investment
policy on employment, the fact of which no one denied, was due to the stimulant which
ti gave to effective demand. Professor Pigou, on the other had, and many other econo-
mists explained the observed result by the reduction in real wages covertly effected by
the rise in prices which ensured on the increase in effective demand. It was held that
public investment policies (and also an improvement in the trade balance through traiffs)
produced their effect by deceiving, so to speak, the working classes into accepting a lower
real wage, effecting by thie means the same favorable influence on employment which,
according to these economists, would have resulted from a more direct attack on real
wages (e.g. by reducing money wages whilst enforcing a credit policy calculated to leave
prices unchanged).?’ .

Consequently, even though Pigou did recommend fiscal policy along with Keynes, his theore-

' tical justification could have differed markedly.38

It can be concluded that money illusion sometimes was relied upon by some Classical writers
to explain why prices need not adjust to maintain equilibrium at full employment. Keynes plainly
knew what money illusion was. He fully realized that is played a significant role in the writings of
others, but that is did not in his own.

IV. Money Illusion and Post-Keynesians

What is strange is that theoreticians and historians of economic thought have not viewed the
debate between Keynes and Classicals in this light. Instead of an interpretation of Keynes based
on money illusion being spurned at its birth, it has been clasped warmly against the bosom,

James Tobin® provides an interesting example. In order to protect Keynes’ outcome of in-
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voluntary in the face of falling money wages, Tobin reasons that money illusion could be extended
to all markets. It should be noted, however, that Tobin, in a manner resembling that of his 1972
Presidential Address, treats money illusion in a broader fashion to include such things, other than
naive deception, as inelaastic price expectations, ignorance of prevailing states of demand and
administrative lags in contractual renegotiations, all of which impede price flexibility.

More striking, however, is Patinkin’s** extension of money illusion into Keynes’ theory of the
speculative demand for money.*" His argument is an involved one, the full details of which cannot
be discussed here. Put crudely, Patinkin in maintains that Keynes’ failure to clearly and validly
distinguish between real and money balances indicates that Keynes felt that money-holders do not
draw that distinction either and were thercfore afflicted with money illusion. Perhaps Keynes’
blurring of the two — accepting that Patinkin’s textual evidence does indicate this — suggests mere
obscurity and looseness, and one ought not to maintain that a tacit assumption of illusion is the
explanation. It might be that in some passages Keynes was tacitly assuming constant money-wages
while in others, where the effects of wage deflation were under direct examination, he did not.*?

One passage is sufficient to illustrate.*

Unless we measure liquidity-preference in terms of wage-units rather than of money
(which is convenient in some contexts), similar results follow if the increased employ-
ment ensuing on a fall in the rate of interest leads to an increase of wages, i.e. to an in-
crease in the money value of the wage unit.

Keynes clearly indicates that to measure liquidity-preference in terms of wage-units is
convenient in some contexts.

Plainly Keynes' model usually assumes constant money wages and only in some contexts
(such as examining the effects of money wage cuts on the MEI schedule and the interest rate)
considers there to be a need to differentiate real and nominal balances.

Patinkin* wonders key Keynes did not recognize that greater real balances can increasingly
satisfy the speculative demend for money if that too were measured in real terms. Whether
Keynes made a mistake or not in overlooking this — assuming that he did indeed fail to consider
the issue — it is not clear that this lapse should be construed as meaning that money illusion in
. Patinkin’s broad sense (let alone in the narrow and primitive sense used here) can be attributed by
Keynes to the speculators. It is too strong a conclusion to draw from circumstantial evidence.*
Keynes shole theory of liquidity preference bore the marks of being in only semi-finished form,
and whether or not he could or would have specified the demand for real balances while preserving
the (long-run) non-neutrality of money one cannot say, of course.

Whether or not agreement with either Tobin or Patinkin is ultimately arrived at, it certainly
emerges that money illusion is often relied upon to give some insight into aspects of Keynes’
arguments found difficult to clearly understand at the literal level. The profession has often and
willingly adopted it, yet it is argued that, in its simplest form, Keynes plainly rejected it. It
appears that the once official version of the history of economic though is completely at variance
with the facts. The problem with Keynes’ allegedly naive theory of expectations based on money
illusion in the labor market never existed.
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V. Concluding Remarks

Leijonhufvud is certainly correct to reject money illusion, but an alternative account of
money wage inflexibilities can be offered which has considerably more exegetical support than
Leijonhufvud’s speculative suggestion about inelastic wage expectations. Not only is money
illusion rejected in the labor market. It is rejected as a characteristic of any market. Ironically,
it was Pigou who saw it as important, not Keynes.

One final comment needs to be made, To anticipate possible misunderstandings, it is not
intended that, by denying illusion and by considering real variables important Keynes is being
taken to trivialize actions that use money. Money matters even if agents think in real terms.
Labor can think in reals without being able to act in reals. The non-neutrality of money is not
being denied.* Neither does this stance necessarily prevent the incorporation of the additional
problems agents could have in judging appropriate wage offers, in real terms, under conditions of
uncertainty. The argument also is fully consistent with the view that agents in money-using
systems are unable realiably to effect desired real exchanges even if all parties were aware of the
possibility of mutually beneficial real trades.
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The interested reader is referred to the discussion of Pigou for his reasons for relying on fiscal policy
rather than moneywage deflation. See Chapter 4.

James Tobin, “Money Wage Rates and Employment” in Seymour E. Harris (ed ), The New Economics:
Keynes’ Influence on Theory and Public Policy, Dennis Dobson, 1947, pp.579-585.
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failure to see wealth effects in Keynes, whereby reductions of the money wage increases real balances
applies downward pressure to interest rates, upward pressure on asset prices and therefore increases con-
sumption, should not be overlooked. This issue is taken up in the chapter on wealth effects.
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—106 —




Leijonhufvud’s Interpretation of the Money lllusion

s g4kl 33k LEIJONHUFVUDS] o 4

sl gel ¢ Bl UM @IhrEe 1 gel gol Azl By A% Nde )
wo 2 SAHE RS Hleoh 2w ol B Ade vz ahnhel
A 1 %8l LEIJONHUFVUDS! 7)2jo) Slaf4] 2 1417} 2 8ol ot

olzig Slolol M KMol M Keynes o shll @4l oh@ Ao, AAKMER 5 &
4o hBH7h, H— Keynesiansl S84l thg H7HE Mol Ao

olAhgel BT Keynes & @ Folxbgol 4oa1 BEthe olF2 ASae a8y
o 1M YELTHE FAE GA ABAD, Keynese o Bt AU} Holat of
gl ATHE Pigous) =X 248 ANPLATE 71H4 o] washn ok A
£ a89,

RABARANAE i@ Eo] sl @49l Aol Uehhs o, ol due AT A
ARGl FARG] TS FA] AAA s120] 238 Wart e olfE A
Q3] sl 2 Nl ATAG W Keynes = S840l Tl E X AaA Bt
2, a0l ehlel wEAA F28 8L Ve A8 IWAW, 7 Aol Aue
o b= 21 AT

VY e AAAIE o2 AALEE oldl Aoz AUz RAGKE Aol
=4 A Yokohe AW 25 e MEE A DY Ade] 722 Keynes ol 3
Yoael 2 ge) Baeg WA welEel AT

LETJONHUFVUD®) sl 8ol tjat 712 4 88hm, 9] wBAHola A%
St Aol ohlet Yol AFAME AVED, 2207, Keynesst siv] B4e A%
ST S5 B BEES FFA UGS AL ol aelm ST Asd]  mew
2E Aol 45 oI5 Yt 4UAY H54e ANTADE ANY AL nae
PFsdel Wzol Sel F—hufhe ARA oo

11

—-107 —






