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ABSTRACT 


Ideas inform Economic method. Keynes's philosophy of 

life was geared to action. His approach to analysis was 

or iented to real:l. ty. Above all else, his ac tions and his 

analysis were dedicated to seeking a solution to the Economic 

Problem. Hence, the consequences of actions carne to take 

on overriding importance for him. He concluded that 

consequences could best be assessed by the use of rational 

judgement. To Keynes, this process is rational in the sense 

that the logical analysis of facts is involved. Rational 

judgement also includes the exercise of intuition, however, 

especially when straightforward analysis of the facts cannot 

yield a satisfactory conclusion. This is often the case in 

real life situations, where there exists a potential for 

change in every field touched by humans and human relations. 

I t is thus that rational j udgemen ts abou t the future 

expectations are comprised of whatever examinations of 

the available f ac ts pr ac ticable under pr eva il ing circumstance. 

To make up for any remaining deficit in knowledge about the 

future, expectations contain an element of intuition. Keynes 

referred to intuition and the confidence that it inspired 

as 'Animal Spirits'. For him, expectations are reasonable, 

.. 
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given the limitations of knowledge. They are also, due to 

the volatility of intuitive confidence, vulnerable and 

unstab le under certain conditions. Low rates of investment 

and unemployment can result from crises of confidence caused 

by the weakening of the intuitive element in expectations. 

Keynes recommended that, when this occurs, authorities must 

be encouraged to exercise their own rational judgement in 

an effort to re-establish expectations and intuitive 

confidence. 

The Rational Expectations Hypothesis is based on very different 

ideas about the nature of the reasoning process, and is 

incorporated into theoretical constructs that reflect ideas 

about the economic world and about analytic method that are 

antithet i cal to Keynes's. In pursuit of predictab i lity, 

Rational Expectat i ons theor ists have sought to prove that 

an economy functions optimally if specific • rules' are followed 

by decision-making authorities. By extension, rules should 

also be followed by private economic decision-makers. 
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INTRODUCTORY NOTES 


On Content 

I once considered going into economics 
but decided against it. It is too hard. 

Max Planck l 

I have thought about going into economics, 
but decided against it. It is too easy. 

Bertrand Russel1 2 

The study of economics does not seem to 
require any specialized gifts of an 
unusually high order. Is it not, 
intellectually regarded, a very easy 
subject compared wi th the higher branches 
of philosophy or pure science? An easy 
subject, at which very few excel! The 
paradox finds its explanation, perhaps, 
in that the master-economist must possess 
a combination of gifts. He must be 
mathematician, historian, statesman, 
philosopher - in some degree. 

John Maynard Keynes 3 

Of late the discipline of Economics has been dominated 

by those who, in great measure, possess the credentials of 

the first and perhaps the third profession Keynes lists as 

required of the 'master-economist'. Few who are also sk illed 

at the second and fourth aspects of Economics have appeared 

at the forefront for some time: Milton Fr iedman and John 

Kenneth Galbraith were probably the last household names in 

1 
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Economics who possessed all of the attributes of a 

master-economist. 

Increas ing ly, Economic s has turned to rna thema tic s as 

both a tool for interpreting data (econometrics) and a method 

for constructing abstract representations of reality (models) 

for analytic purposes. This trend is in keeping with the 

direction of all of the Social Sciences. Numbers, and 

associated with them, the habit of thinking in linear 

sequences, have together penetrated every aspect of our daily 

lives. From the glowing red numerals that we open our eyes 

to every morning, to the computer terminals and word processors 

with which we earn our daily bread, to the digital recordings 

of synthesized music that entertain us in our leisure time, 

we are everywhere surrounded by the symptoms and symbols of 

a Digital Age. 

I believe there is a danger in allowing the linear 

modes of thought and numerical forms of expression inherent 

in Digital ideas 4 to dominate our understanding of reality. 

First, economic processes and relations are not, in every 

respect, numerical. Yet mathematics, by its very nature, 

reduces economic phenomena to mechanistic numerical analogues 

tha t can then be man ipula ted us ing theorems and formu lae 

that are based on linear sequences of thought. It cannot 

be denied that our grasp of certain aspects of economic 
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reality is facilitated by this approach. There is, however, 

no logical ground for assuming that what holds true in an 

abstract mathematical world will or should be true of real 

life. 

Second, real life is not, despite the artificial trappings 

of the Dig i tal Age, mechan ist ic and wholly quanti f iable. 

That social reality consists of factors, variables and 

influences that do not have quantitative characteristics 

does not dictate the defeatist conclusion that these matters 

are unanalysable. Analysis is possible, and it is possible 

not simply because these non-numerical characteristics can 

be safe ly assumed to be inva r ian t or non-ex is tent. It is 

possible because men are capable of thinking associatively, 

of grasping intuitively the relevance and meaning of 

non-quantifiable characteristics and considerations and of 

using their power of judgement. Intuitive knowledge works 

hand in hand wi th that der i ved v ia the exam ina t ion of emp ir ical 

evidence with linear thought sequences. 

Keynes was a 'master-economist' according to his own 

defini~ion. He saw very clearly the fact that intuition 

plays a role in the thought of rational men. He realised 

intuition is a faculty that not only should be used in 

making theory, it also should be recognised as an integral 

part of economic processes that are described by theory. 
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The first chapter below sketches the process of theorising 

as it was practised in Economics from Smi th to Marshall. 

19 th cen tu ry the or is ts le ft a mixed legacy to Keynes's 

generation of Economists. The discipline was imbued with a 

normative 'social reformist' colour. In keeping with the 

intellectual tenor of the times however, Economics was 

increas ing ly tu rn ing to the me thod s of Sc ience in par t to 

surmount the element of uncertainty inherent in phenomena 

associated with a species liable of change. 

The second chapter identifies the ideas that together 

form wha t has been termed Keynes's Pr ac tical ph ilosophy. 

These tenets are the product of his discovery that one cannot 

conduct oneself according to rules if the objective of life 

is to do good - not simply be good according to an accepted 

social standard. 

The third chapter identifies these ideas as Keynes 

incorporated them in his theory of probability. In his 

mind, probability does not involve only the calculation of 

variables that can be given numerical characteristics. Nor 

can it assume tha t pe r fect in forma t ion ex i sts about all 

factors relevant to a given situation. These detractions 

from a perfect statistical method of estimating probability 

could be surmounted, Keynes suggested, by the use of rational 

judgement. He lent to the term 'rational' a meaning that 
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facilitated the treatment of probability from a pragmatic 

standpoint. In his sense, reason is not exclusively logical 

and the re fo re 1 ine ar. When called for, as is often the 

case in p r ac tice, the in tu i t i ve faculty of the in tellect 

must playa role in the reasoning process, and therefore is 

an integral part of rational judgement. It i s be c au s e 0 f 

the constant need for reference to intuition that Keynes's 

concept has been termed 'triangular' - as opposed to linear 

- reasoning. 

The fourth chapter e labor a tes upon th is poin t wi th respect 

to Keynes's theory of economic expectations. It will be 

seen that the tones of Keynes's Practical Philosophy colour 

his perception of how decision-making works in a modern 

capitalist economy. This perception is juxtaposed with that 

of the Rational Expectations school of thought. The notion 

of reason underlying this latter approach is distinguished 

from that of Keynes in that it is essentially linear. That 

is to say, reason is conce i ved of as i ncorpor a t ing the log ical 

analysis of empirical fact. In consequence, not all rational 

decisions are explicable in terms of the Rational Expectations 

Hypothesis. In fact, decisions that are taken under conditions 

of economic crisis might not be accounted for using this 

narrower approach. Keynes's perspective, however, does offer 

some insight into such situations. 
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The fifth and final chapter examines the consequences 

for both Economic analysis and our economic future should 

Digital ideas corne to exclusively dominate the discipline. 

On Form 

I have experimented below with the use of the names of 

colours as chapter designations rather than utilising the 

standard numerical approach. The origins of this experiment 

are, of course, to be found in the above sentiment. Numbers 

are use fu 1 in that they guid e the reader to the orde r in 

which the parts of a tract should be read. Hence the 

desirability of page numbering. The chapters of a treatise 

appear in a particular order. To then give each chapter a 

number is redundant as far as indicating order is concerned. 

For the purpose of distinguishing one chapter from another, 

it is just as useful to call a chapter "chapter RED" as it 

is to call it "chapter 4". No meaning, however, other than 

the fact that "chapter 4" follows "chapter 3" and precedes 

"chapter 5", is imparted by the use of digits. Other words 

do have meanings that can be conveyed in association with 

the theme or content of a particular chapter. I have chosen 

colours for personal reasons: it is not intended that this 

practice should or can be generalized. The mean ing s I 
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associate with the colours I have chosen - white, the three 

primaries and black - are as follows. 

white The absence of colour; a blank canvas ready for 

thought and ideas to be brushed upon it. 

Blue A clean, clear colour; these are the qualities of 

philosophy and metaphysics. 

Yellow A bright colour; the illumination cast by an inspired 

idea. 

Red The colour of passion; from controversy comes 

comprehension. 

Black The consequence of combining all three pr imary 

colours: a metaphor for a potentially ominous 

ou tcom€!; the absence of I igh t: cone Ius ions are 

of a necessarily uncertain character. 

The only other eccen tic i ty to be found be low is the 

use of upper case to distinguish, in the case of Economics 

and economics, the formal sub ject from a c lass of soci al 

phenomena; with respect to Rational and rational, that 

associated with the Rational Expectations Hypothesis as 

differentiated from the ordinary use of the term. 
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Apologia 

It is hoped that what follows will be thought provoking. 

The intention is not, despite appearances, to invite futile 

polemic. 5 The mere mention of Keynes is often accompanied 

by the brandishing of theoretical bias and prejudice. It 

is not Keynes's theory (or particular part thereof) that is 

of primary interest here. As is pointed out below, he would 

have been the first to admit that much of his theoretical 

work is now outdated and unsuited to the times. More 

interesting by far are the ideas underlying his method and 

theory.6 

To d a te, very little effort has been directed to examining 

the course of contemporary Economic theory. It would seem, 

and unfortunately so, that those who are best equipped to 

penetrate the maze of mathematics that characterises 

contemporary Economics are least inclined to undertake 

self-conscious introspection about the ideas that motivate 

and guide their effort. 7 Marshall once wrote: 

It always seems to me that some apology 
is needed for talking about Economic 
Method, when we never bother ourseeves 
about method in the other sciences. 

Perhaps there is a general reason for this need, perhaps 

not. For my part, I have great respect for the abilities 

of those working on the frontier of Economic thought. It 
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is thus that I herewith duly apologise if any of the following 

causes frustration or anger among those who practice the 

techniques and think in the manners described as antithetical 

to that epitomised in the work of Keynes. 

This endeavor is motivated by a belief that Economics 

seeks to define and explain one plane of a wholly artificial 

institutional interface that man erects between himself and 

what might be termed his natural environment. 9 This construct 

exists partly as a physical entity, and partly in the minds 

of men. It functions accord ing to the act ions of man; it 

is given form and content by ideas. Production and exchange 

are thus a part of the economic plane, determined in every 

respect not simply by the dictates of resource limitations 

and technology; they are determined by ideas. This work is 

addressed, therefore, to ideas. 
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ENDNOTES 


1. 

2. 

3. 

4. 

5. 

Reported in Robert L. Heilbroner's The Worldly 
Philosophers, Simon and Schuster, New York, 1980; p. 259. 

Ibid. 

J. M. Keynes, Essays in Biog raphy, Geoff rey Keynes (ed.), 
Rupert Hart-Davis, London, 1951; p. 141. We continue 
the passage here as it is too leng thy to inc lude in 
the text, and too revealing of Keynes's attitude to be 
left unrepeated. 

[An economist] must understand symbols 
and speak in words. He must contemplate 
the particular in terms of the general, 
and touch abstract and concrete in the 
same flight of thought. He must study 
the pre sen t in the ligh t of the pas t 
for the purposes of the future. No part 
of man's nature or his institutions must 
lie entirely outside his regard. He must 
be purposeful and disinterested in a 
simultaneous mood; as aloof and incor
ruptible as an artist, yet sometimes as 
near the earth as a politician. 

Etymologically, the word "digit" is associated with 
the concept of numbers and counting, as well as with 
the idea of measurement (the breadth of the human finger 
corresponding to one digit unit). In using this word 
as I have done, I wish to convey the meaning of lending 
quantifiable qualities to the object of analysis, 
d i scounting the non-quantifiable and emphasising the 
activity of measurement in analysis. 
Methodo log ical stud i es such as th i s are usually in tended 
to 
int

explain 
erpreted. 

how 
As 

a particular theory 
Piero Mini observes, 

ought to be 

Normally, the spirit behind studies on 
method is ei ther polemical or apologetic, 
motivated by a desire either to detract 
from or reaffirm the formal correctness 
of economic theory. 

It is not the intention here to prove one or another 
theory r igh t or wrong. The theor i es have, in so far 
as this is possible, been taken as data to be analysed. 
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See Mini's 	 Philosophy and Economics: 
the Origins and Development of Economic Theory, The 
University Presses of Florida, Gainsville, 1974; p. 7. 

6. 	 Again as far as possible, the tendency of other writings 
on Keynes to become overly dogmatic has been avoided. 
To the extent that enthusiasm for Keynes's thought and 
modes of analysis has shown up in the following, I 
plead for the tolerance one must have for the unini tiated 
and idealistic. Keynes himself would probably disapprove 
of even this. To paraphrase a comment he made concer ning 
the work of a younger economist, I hope the enclosed, 
as it stands, looks more like economics than theology. 
See The Collected Wr it ing s of John Maynard Keynes, Vol
ume XXIX: The General Theory and After, a Supplement, 
Donald Moggridge (ed.), Macmillan, London, 1979; p. 282. 
Hereinafter, this volume of Keynes's Collected Writings 
will be cited as JMK XXIX. 

7. 	 See, for example, Michael Parkin who states in a 
'Methodological Postscript' to a discussion of Rational 
Expectations: 

I have an aversion to methodological dis
cussions in the abstract no doubt 
arising from the fact that I am an econo
mist and not a philosopher of science. 

He goes on to admit that some insight can be obtained 
by "standing back" from the detail and thinking in 
more general abstract terms. It is however, standing 
back from the generalized abstractions of the Rational 
Expectations theory that needs to be undertaken, as 
done in the RED chapter. See Park in's otherwi se exce lIen t 
intermediate textbook entitled Modern Macroeconomics, 
Prentice-Hall, Scarborough, 1982; p. 423. 

8. 	 From Robert Skidelsky's John Maynard Keynes, Macmillan, 
London, 1983; p. 61. 

9. 	 The existence of this interface and its composition 
was pointed out to me by Dawn Cameron-Smith, for whom 
this discourse has been written. 
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Keynes in Context 

Introduction 

Keynes's Economic theory and philosophical and 

methodological orientation are coloured by ideas culled from 

his intellectual environment. This discussion will identify 

the sources and themes of these ideas, with the object of 

understanding the primary external influences on the basic 

tenets that carne to shape Keynes's theory of expectations. 

The important respects in which Keynes can be 

distingu i shed from his predecessors and contemporaries are 

not easily discerned. l Differences will become more apparent 

with the introduct i on of Keynes's per sonal ph i losophy in 

the chapter immediately following. There, emphasis is placed 

on Keynes's links with three sources of ideas: Marshall 

the leading Economist of the day, Neville Keynes - a protege 

of Marshall and renowned methodologist (and Keynes's father) 

and G.E. Moore, a popular Cambridge philosopher of the day. 

Here, the discussion centres on the ideas prevalent in what 

might be termed the 'Economic intellectual milieu I at the 

turn of the century. 

12 
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Reality, Measurability and Mind 

"The task of economic science", in the opinion of a 

contemporary scholar of Economics, 

is to observe and describe empirical 
social reali ty and to analyse and explai9 
causal relations between economic facts. 

The organised body of observation, description, analysis 

and explanation that evolves as successive generations of 

Economic thinkers undertake this task is collectively termed 

Economic theory. 

Those who are particularly concerned that Economics be 

a 'sc ience' in the same sense as phys ics is a sc ience (care ful, 

perhaps, of the taxonomic d ist inct ion between 'pure' and 

' social' science) also tend to consider Economic theory to 

be a corpus of 'knowledge'. The connotation of the word 

knowledge used in this way is that Economic theory is true 

in that its components have not been shown to be logically 

inconsistent or empirical ly unsupportable. Economists past 

and present have in general been occupied with determining 

the rules and laws that govern the economic universe just 

as Physicists seek out the physical regime of the universe. 

This approach to the analysis and explanation of causal 

relations among economic phenomena is not without drawbacks. 

In the course of th is expos i t ion and that of the chapte r s 

to follow it will be made clear that the fact of the potential 
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for change creates a si tuation in which Economic theory 

strains its credibility unnecessarily in attempting to provide 

time-independent explanations for what might be time-specific 

economic phenomena. 

"Empir ical social reali ty" - those aspects of man's 

interface with h is environment that can be experienced - is 

not definable solely in terms of numerically quantifiable 

characteristics. An Economic theory that is limited to 

examining and evaluating only the characteristics of the 

economic plane that are numerically measurable may have 

d iff icul ty expla in ing economic real i ty in all of its subtle ty. 

To an extent, Economists must deal in the abstract because 

reality is too complex to be grasped in its entirety; nor 

is it necessary to know everything in order to explain a 

single thing. Economic theory must engage in some amount 

of simplification in recognition of man's capacity to know. 

The exclusion of non-quantifiable factors from Economic 

thought however, is not justified in the name of 

simplification. Nor is it demanded in the name of Science. 

It is indicative of a particular way of thinking and of a 

particular objective of thought. This is the Digital 

orientation to the study of the economic plane. It utilises 

linear reasoning - the logical analysis of numerical data 

in an effort to predict. 3 
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When Economic s was in its infancy, be fore the idea 

that social phenomena could be examined usefully using the 

scientific method had gained momentum, measurability and 

pred ictab iIi ty were not the rna in concerns of Economic th inker s. 

In keeping with Descartes' Discourse ~ Method, early 

theoret ical attempts depended more on direct apprehens ion 

with the mind than on observations perceived only indirectly 

through the senses. 4 For example, the notion of an imaginary 

'invisible hand' equilibrating equally fictional forces of 

'supply' and ' demand' was quite acceptable to early 

theoreticians, despite the fact that it is not numerically 

or otherwise empirically measurable. The idea was accepted 

because internal l y, it was log ically cons i sten t. It also 

seemed to accord with the facts of economic reality. Most 

important to the futureof Economic thinking, the idea of 

economic forces balancing one another in mechanistic fashion 

appealed to those who were captivated by the concept of a 

universe that worked like an enormous machine. 5 

This ordered way of thinking about economic phenomena 

was found to be especially attractive for one further reason. 

Entities that exist only in the imagination are 

characteristically 'certain' in a way that the objects of 

empirical experience cannot be. The 'invisible hand', as 

an abstraction of complex reality that often denies empirical 
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measurment, was a simple concept the factual existence of 

which could be believed with confidence: there was a good 

deal of evidence in support of the argument and very little 

to the contrary. This intellectual certainty may have 

contributed to the notion's intuitive appeal. As Descartes 

suggested, 

Physics, As tronomy, Med ic ine, and all 
other sciences that have for their end 
the consideration of composite objects, 
are indeed of a doubtful character: but 
Arithmetic, Geometry and other sciences 
of the same class, which regard merely 
the simplest and most general objects, 
and scarcely inquire whether or not these 
are truly existent, contain somewhat 
(sic] that is certain and indubitable. 6 

To the extent that Science deals with the simple, easily 

grasped and understood phenomena of the human imagination, 

meaningful things can be concluded therefrom. These 

conclusions are only valid, however, wi thin the realm of 

the mind. Extended to reality, where a myriad of factors 

not accounted for in the imaginary version have their 

individual and collective influences, these conclusions are 

not unquestionable. 7 

Einstein once noted that 

(i]n so far as geometry is certain, it 
says nothing about the actual world, and 
in so far: as i ~ s~ys somet~in~ about 
our exper1ence, 1t 1S uncerta1n. 
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The simple irony of Einstein's observation is that the 

class of things that can be known with certainty includes 

none of what can be observed empirically. Digital Economics 

either does not recognise this, or is motivated by the belief 

that exactly the opposite is true that the extent to 

wh ich someth ing can be quanti f ied re flects the deg ree to 

which it it can be made certain. The weapons used in defence 

of this belief are mathematics and statistics. 

Mill once observed that the mathematical principles 

forming the foundation of empirical analysis are 

mani festly inapplicable, where the causes 
on which any class of phenomena depend 
are so imperfectly accessible to our 
observation, that we ca~1not ascertain ••• 
their numerical laws. 

The particular economic phenomena examined in later 

chapters are expectations. An understanding of how economic 

expectations are formed and changed is widely recognised as 

prerequisi te to analysing modern capi talist economies .10 

Expecta t ions are not, of cour se, nper fectly access ible to 

our observation n . Dig i tal Economi sts have sough t to overcome 

this problem by assuming that expectations are equivalent 

to that which is predicted on the basis of statistical inference 

and Economic theory. This is the motivation for and essence 

of the Rational Expectations Hypothesis. This approach did 
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not spring full blown at a particular time. It evolved 

from some of the traditional elements of Economic thought. 

The roots of the British Marginalist approach to 

dec ision-mak ing can be traced to Thomas Hobbes. Hobbes 

maintained that all human behaviour is motivated by 

propensities to maximize pleasure and minimize pain. The 

idea that pleasure and pain could be measured was introduced 

by Jeremy Bentham. The quantity to be maximized, however, 

was termed 'utility'. In its later manifestations, cardinal 

measures of util i ty were spurned as impracticable and replaced 

with ord inal techniques. The idea of a dec i sion-mak ing process 

based solely on calculation remained long after Utilitarianism 

was formally d r opped as the philosophical foundation of 

Economics .11 Th i s idea i s at the hear t of the Rational 

Expectations Hypothesis. 

Marshall, Keynes and Change 

Al fred Mar shall was the lead ing Br i t i sh Economi st dur ing 

Keynes's undergraduate years studying mathematics at 

Cambridge. Marshall considered Economics to be a branch of 

applied Ethics. He held, for example, that the members of 

the middle income segment of society were the most likely 

to be of good moral character because, according to his 
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beliefs, people become better and better with incremental 

increases in income, up to a point beyond which the reverse 

is true. 12 He was not, however, so caught up with the ethical 

implications and applications of Economics that he favoured 

maintaining the discipline as part of the Moral Sciences 

programme under which it was taught at the time. 13 

Marshall's Principles of Economics is widely accepted 

as the rock upon which 20th century Economic theory was 

built. 14 In it, the hard and by then unacceptable cardinal 

core of the Ut iIi tar ian approach to economic choice was 

altered somewhat. Marshall's formulation of decision-making 

incorpora ted the not ion of ord inally measurable human mot i ves. 

His analysis did not stop there however. He also recognised 

that man's economic decision-making is motivated by more 

than just the pursuit of material wealth. IS 

In his inaugural lecture as Professor of Economics at 

Cambridge in 1885, Marshall warned of the trends he detected 

in his discipline. The speech, entitled 'The Present Position 

of Economics', reflected an attitude that was later to become 

evident in the writings of John Maynard Keynes: 

••• [M]an himself is in great measure a 
creature of circumstances and always 
changes with them. The chief fault of 
English economists at the beginning of 
the [1 9th] century was not that they 
ignored history and statistics but that 
they regarded man as so to speak a constant 
quantity, and gave themselves little 
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trouble to study his variations. They 
therefore attr ibuted to the forces of 
supply and demand a much more mechanical 
and regular action than they actually 
have. Their most vital fault was that 
they did not see how liable to change 
are the habits and institutions of 
industry.16 

Unfortunately, it was not Marshall's inclination to 

dwell on matters he considered obvious fact. "We are not 

at liberty", he said, "to exercise ourselves on subtleties 

that lead nowhere."17 Like many Digital Economists, he had 

a personal dislike for what he considered the self-conscious 

in tellectual process, prefer ring to trus t what he called 

his "trained instinct" on matters of methodological judgement. 

In keeping wi th his d isda in for 'mere Theory', he 

advocated that economists accept the fact that reali ty is 

changeable and work from there. 18 Marshall chose not to 

formally address the methodological problems posed by the 

fact that as man and the ideas that motivate him change, 

the economic plane that he fashions with those ideas alters 

its shape and form. 19 Prediction under such circumstances 

is per i lous: conf idence in the time less uni ver sal i ty of 

Economic theory is impossible. The task of grappling with 

this difficulty remained for others, including his student 

John Maynard Keynes. 20 

http:industry.16
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The Present $ The Future 

Keynes might be considered the originator of modern 

macroEconomics. This honour is bestowed largely on the basis 

of his contr ibution in The General Theory of Employment, 

Interest and Money. Attention is often drawn to the passage 

(in his chapter on The Theory of Prices) wherein he suggests 

that Economics be divided into the 'Theory of the individual 

industry or firm' (interpreted as microEconomics) and the 

Theory of output and employment as a whole 

(i. e. mac roEconomics). Less often not iced is Keynes's fur ther 

suggestion that an even better division than this would be 

... between the theory of stationary 
equil i brium and the theory of shifting 
equilibrium - meaning by the latter the 
theory of a system in which chang ing 
views about the future are capab~i.. of 
influencing the present situation. 

Keynes's ideas on the 'Theory of shifting equilibrium' 

including his concern for the effects of expectations on 

economic matters began early in his career. They evolved 

slowly, originating with pursuits of a philosophical nature, 

influenced his reflections on matters of method and finally 

were synthesized wi th important aspects of h is Economic theory. 

Like Marshall, Keynes was not satisfied with the then 

current state of Economics. 22 At least part of his discontent 

stemmed from the fact that the objects of Economic analysis 
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had changed radically since the fundamentals of Economic 

theory had been conceived. The 19th century had been 

tumultuous: rapid industrialization, the burgeoning of a 

new working class, a population boom and an expansion of 

international trade all contributed to his perception of 

the need for a re-examination of Economic thought. 23 Perhaps 

topmost among the important changes Keynes noted was the 

fact tha t money was coming into its own as the singular 

medium of exchange. 

An example of the inadequacy of apprehended Economic 

thought as perceived by Keynes is contained in his 

The Economic Consequences of Mr. Churchi 11 (1925) in wh ich 

he charges that 

The gold standard, with its dependence 
on pure chance, its faith in 'automatic 
adjustments' , and general regardlessness 
of social detail, is an essential emblem 
and idol of those who si t on the top 
tier of the machine. I think they are 
un i versally r ash in the i r regard lessness, 
in their vague optimism and comfortable 
belief that nothing really serious ever 
happens. Nine times out of ten, nothing 
really serious does happen - merely a 
little distress to individuals or groups. 
But we run a risk of the tenth time 
(and are stupid into the barg ain), if 
we continue to apply the principles of 
an economics which was worked out on 
the hypothesis of laissez-faire and free 
competition, to a society which is rapidly 
abandoning these hypotheses. 24 
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A transforming economic reality rendered inappropriate 

and potentially dangerous a theory that neglected change 

and uncertainty. I t also seemed inc reas ing ly risky under 

such circumstances to trust assumptions based on the comfort 

of "a nine times out of ten" empirical finding. Keynes 

felt the import of money was as a symptom of change that 

did not coincide with the traditional assumptions and 

approaches of Economics. Money was, in his view, a commodity 

made indispensible by the very fact of time and change. 

Classical theory had denied all of the important implications 

of these. Much later, in ruminating over the preparation 

of The General Theory, Keynes observed that 

••• the far reaching and in some respects 
fundamental differences between the con
clusions of a mone t ary economy and those 
of a s impl i f ied real exchange economy 
have been greatly underestimated by the 
exponents of traditional economics, with 
the result that the machinery of thought 
with which real exchange economics has 
equipped practitioners in the world of 
affairs and also of economists them
selves , has led in practice to ma~S erro
neous conclusions and policies. 

To rectify this situation, Keynes began to develop a 

theory of monetary economics. Money, he became convinced, 

is important because it is a medium capable of transcending 

time to connect the present wi th the future. 26 It was in 

pursuit of this i dea that Keynes became acquainted with the 
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con text in wh ich people's dec i s ions to inves tare re la ted 

to their expectations of the distant future. 

Reason, Intuition and Rationality 

The potential for change over time obscures the future 

from a vantage point in the present. The Digital approach 

to penetrating this obscurity utilises past experience mixed 

wi th statistical analytics, relying on the unspoken hope 

that whatever change does take place over the forecast period 

does not affect the magni tude or character of measured 

relationships.27 

Keynes could not be satisfied with this view. He noted 

that our experience of the past is not necessarily a useful 

guide to the future. Information is often incomplete and 

unclear; it is certainly not always adequate for the advance 

calculation of what the future holds. 28 

Accurate prediction may be difficult, but some meaningful 

insight into the future is possible, Keynes believed, by a 

process of reason involving arguing from the facts wi th 

logic and intuition. Logic, if used properly, provides an 

objective connection between our experience and our 

expectations. Intuition plays a role in rendering what is 

often a muddle of seemingly unconnected evidence meaningful. 

http:relationships.27
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Descartes defined intuition as 

[t]he conception which an unclouded and 
attentive mind gives us so readily and 
distinctly that we are usually freed fr~~ 
doubt about that which we understand. 

Keynes saw that intuition does indeed play the dual 

role Descartes attr ibutes to it. By provid ing a means whereby 

evidence can be sorted and conclusions suggested, intuition 

mitigates the doubt that would be associated with an 

un sa tis factory argumen t based on incomplete ev idence and 

logic alone. 30 

Economic expectations are, in Keynes mind, the sum of 

"all sorts of vague doubts and fluctuating states of confidence 

and courage" about the future. 31 As will be discussed in 

further detail, i ntuition is a key factor influencing these 

doubts and states of confidence. 

In sum, Keynes's view of the consequences for Economic 

analysis and for everyday economic expectations of the 

potential for change is pragmatic. Economic investigations, 

it they are to be appl i ed to the presen t, must focus pr imar i ly 

on the 'short run'. Attempting to draw analogies over too 

long a period will inevitably result in changes in 

circumstances that will invalidate conclusions assuming 

constancy.32 This idea contradicts the objective and method 

of Digital theorists, who strive to determine the eternals 

http:constancy.32
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of the economic plane for the purpose of prediction. Economic 

laws might well be discernable, they just could not - in 

Keynes view - be assumed to remain in force indefinitely.33 

The question as to whether Keynes's inclusion of the 

admittedly subjective element of intuition in the formation 

of eibher theory or expectations is anti-rationalistic must 

be addressed. 34 The answer would seem to depend on the 

definition of what is 'rational'. 

It was mentioned above that Digital investigators would 

rely on the tools of logic to analyse and draw conclusions 

from a body of empirical information. It is this 

characteristical l y straightforward or linear reasoning 

process that is usually considered to constitute the basis 

of rationality. Keynes took a slightly different approach 

in light of the fact that conclusions are not always clearly 

discerned by this logical processing of information alone, 

espec i ally where informat ion - the fuel of log ic - is in 

short supply. 

Reason, more broadly conceived, is the faculty of mind 

that ordinarily guides our thinking. It is used to adapt 

our thought - from whatever source - to the end set before 

35us. Some of these thoughts spring from unknown depths; 

their evolution from whatever assortment of facts and feelings 

http:indefinitely.33
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is not logically traceable. These are intuitions. Despite 

the fact that intuition is necessarily subjective, its 

importance in the reasoning process as indicated by Descartes 

is undeni able. The role of i ntu i t ion is not assumed in 

linear reasoning. It cannot, therefore, be considered 

charactistic of what is "rational" from the perspective of 

those who fee 1 only log ic is leg it imate ly involved in the 

reasoning process. To distinguish rationality that includes 

this third basic factor in the process of reason from that 

assuming only linear reasoning, the former shall be referred 

to as triangular reasoning. 36 From the perspective of 

triangular reasoning then, a conclusion may be deemed 

"rational" even if logic alone could not have produced it, 

intuition serving to fill in the gaps in knowledge and logical 

analysis (see the chapter following). 

An expectation that is the result of triangular reasoning 

is not, it follows, irrational. The inclusion of intuition 

means that a subjective element of judgement has been 

introduced into the process of deriving conclusions from 

evidence. There is no room for subjective judgement in 

linear reasoning. The very idea is anathema to Digitial 

method. 37 
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Summary 

Econmomic theory, as it existed pr ior to the rise of 

the utilitarians, used imaginative yet credible notions to 

explain reality. This approach greatly reduced the ambiguity 

and uncertainty associated with social relations in general 

and those of the economic plane in particular. Identifiable 

in this approach is a mechanistic conception of the economic 

plane. Man, as a component of this economic machine, was 

viewed as a fixed and unchanging entity behaving in patterned 

and therefore predictable ways. Jeremy Bentham, using the 

pure sciences as a methodological guide, attempted to ascribe 

cardinally measurable qualities to theoretical abstractions. 

Marshall recognised that not all economic entities and 

relations could be adequately understood using the 

quantifiable mechanistic analogy: man, as both creator and 

subject of economic phenomena, changed with the passage of 

time. As man changes, Marshall noted, so do the institutions 

he shapes. The potential for change introduced an element 

of uncertainty to Economics that was to captivate John Maynard 

Keynes. Keynes had, through his study of philosophy, a 

particular view of the implications of uncertainty for personal 

decision-making. His studies of method were to provide him 

with a key to understanding economic decision-making under 

conditions of less than perfect knowledge of the future. 
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This key was the faculty of intuition and its role in the 

process reason and in the making of rational judgements. 

Keynes became interested in the problem of right conduct 

in the face of uncer ta inty as a Cambr idge undergr adua te. 

The primary impetus to this inquiry was a philosophy professor 

named G.E. Moore and his book Principia Ethica. It is to 

th is ear ly study of ph i losophy that the discuss ion now turns. 38 
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ENDNOTES 


1. 	 Opinions on the novelty of Keynes's theory range from 
that of Robert Lucas, who believes that nothing in his 
work is at all original, to G.L.S. Shackle, who feels 
one aspect of Keynes's thought (uncertainty) overshadows 
everything else in Keynes's thought, if not Economics 
in toto. Shackle concludes that Keynes - in the end 
was nihilistic about the predictive prospects for Econom
ic theory. The exact opposite, as will be shown here 
and in the chapters to follow, is true. Lucas's remarks 
are, however, more indicative of the general trend in 
contemporary Economic thought: 

The General Theory is, to be sure, a 
mine of acute and well-phrased remarks 
about the trials of conducting one's 
affairs in an uncertain world. Perhaps 
there are some, though I would not like 
to have the task of documenting this, 
that are both central to business cycle 
behaviour and not prefigured in, say, 
Mi tchell, or even a century before in 
Henry Thornton's writings • 
. •• Economists who find Keynes's style 
congenial will continue to use his writ 
ings as Dennis Robertson did Lewis 
Car rol:' s but surely there is more to 
the cumulative nature of economics than 
this! 

- from Lucas's 'Methods and Problems in Business Cycle 
Theory', Journal of Money, Credit and Banking, Vol. 
12, No.4, Part 2 (November 1980); p. 700. See Shackle's 
Keynesian Kaleidics; the Evolution of ~ General Political 
Economy, Edinburgh university Press, Edinburgh, 1974; 
passim. 

2. 	 Gunnar Myrdal, The Political Element in the Development 
in the Development of Economic Theory, Harvard Uni ver si ty 
Press, Cambridge, 1955; p. 1. 

3. 	 Ibid. 

4. 	 Mini believes that this Cartesian outlook pervades Eco
nom i cst0 t his day. See Pie r 0 v. Min i , 
Philosophy and Economics; the Origins and Development 
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of Economic Theory, Flor ida University Press, 
Gainsville, 1974; pp. 15 - 18. 

5. 	 Adolphe Lowe, On Economic Knowledge: Toward a Science 
of Political Economics, Harper and Row, New York, 
1965: p. 31. Newtonian Mechanics, according to Mini ( 
op. cit. , pp. 86 - 87), was largely responsible for 
this trend. In light of the discussion to follow, it 
is interesting to note here that Newton recognised the 
significance of the existence of exceptions to general 
ru le s. 

6. 	 Descartes, The Meditations, as reproduced byMini, ibid., 
pp. 20 - 21. 

7. 	 Ibid. 

8. 	 From a lecture delivered to the Prussian Academy, January 
1 921, as reproduced by Philipp Frank in Einstein: His 
Li fe and Times; p. 177, and quoted in Mini, op. ci~ 
pp. 21 - 22. 

9. 	 From Logic (Book III, Chapter 24, Section 9), as quoted 
in John Neville Keynes's The Scope and Method of Political 
Economy, Augustus M. Kelly, New York, 1963; pp. 256 
257. 

10. 	 More on this in the RED chapter. 

11. 	 These historical references and connections are in part 
suggested by Myrdal, op. cit., pp. 35 - 37. 

12. 	 A biographical note of interest: Marshall was the son 
of an evangelical Bank of England cashier. Once destined 
for Holy Orders, he gave up this idea and turned to 
Economics. See Robert Skidelsky, John Maynard Keynes 
1... Volume .!...!.. Hopes Betrayed 1883.:. 1920, Macmillan, 
London, 1983: p. 41. 

13. 	 Ibid.; p. 32 . 

14. 	 Phyllis Deane sets out the consensus on method as 
exh ib ited in Marshall's work in her article 'The Scope 
and Method of Economic Science', The Economic Journal, 
Vol. 93, No. 369 (March 1983); pp. 1 -12. 

15. 	 Skidelsky, op. cit •. ; p. 43. 

16. 	 This quote comes from J.M. Keynes's Essays in Biography 
(Geoffrey Keynes ed.), Rupert Hart-Davis, London, 1951; 
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pp. 170 - 171. To foreshadow that which is to follow 
in the BLUE and YELLOW chapters, a further quote from 
Keynes's portrait of Marshall: 

Marshall arrived very early at the 
point of view that the bare bones of 
economic theory are not worth much in 
themselves and so do not carry one far 
in the direction of useful, practical 
conclusions. The whole point lies in 
applying them to the interpretation of 
current economic life. This requires a 
profound knowledge of the actual facts 
of industry and trade. But these, and 
the relation of individual men to them, 
are constantly and rapidly changing. 

17. 	 Skidelsky, Ope cit.; p. 40. 

18. 	 This description is by H.O. Meredith (Professor of Eco
nomics at Belfast) in a letter written to J.M. Keynes, 
dated 22 November 1931, as reproduced in 
The Collected Writings of John Maynard Keynes, Volume 
XIII: The General Theory and After: Part 1, Preparation, 
Donald Moggridge (ed.), Macmillan, London, 1973; pp. 266 

267. He re ina fter , th i s volume of Keyne s 's 
Collected Wr i tings will be cited as JMK XIII. 

19. 	 Hutchison points out: 

Among the characteristics of the dominant 
English school of economic thinking at 
this [(Marshall's)] time, there was, per
haps, a cer ta in complacen t unwi lli ngness 
to re-examine fundamental assumptions, 
in particular regarding knowledge, uncer
tainty, and money. 

See T.W. Hutchison, On Revolutions and Progress in Eco
nomic Knowledge, Cambridge University Press, London, 
1978; pp. 161 - 162. 

20. 	 All of Keynes's formal study of Economics was under 
Marshall, and took place during the eight week period 
prior to Keynes's writing the British civil service 
examination. 

21. 	 J.M. Keynes, The General Theory of Employment, Interest 
and Money Macmillan, London, 1964; p. 293. 
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22. 	 Hutchison, Ope cit.; pp. 165 and 172. Apparently, Keynes 
considered much of Classical theory inconsistent and 
lacking in coherence. 

23. 	 Robert Skidelsky, 'The Reception of the Keynesian 
Revolution', in Milo Keynes (ed.), Essays on John Maynard 
Keynes, Cambridge University Press, London;-1975: p. 92. 

24. 	 Quoted in D. E. r10gg ridge, Keynes, Macmi llan, London, 
1976; pp. 72 - 73. 

25. 	 JMK XIII; p. 410. See also Hutchison, OPe cit.; p. 123. 
Heilbroner does a good job explaining what he believes 
to be the factual roots of Keynes's non-traditional 
approach to the 'savings = investment' notion; see 
The Worldly Philosophers, Simon and Schuster, New York, 
1980; pp. 261 - 263. 

26. 	 J.M. Keynes (1964), Ope cit.; p. 293. 

27. 	 See Keynes's critique of the "Statistical Frequency" 
approach to probability discussed in the YELLOW chapter. 

28. 	 See, for example, Keynes's 'The Lessons of Monetary 
Experience: Essays in Honour of Irving Fisher' (1937), 
in The Collected Wr it ings of John Maynard Keynes, Volume 
XIV: The General Theory and After - Defense and Develop
ment, Donald Moggridge (ed.), Macmillan, London, 1973; 
pp. 106 - 107. Hereinafter, th is volume of Keynes's 
Collected Writings will be cited as JMK XIV. 

29. 	 Rules for the Direction of Mind, cited in Mini, 
OPe cit.; p. 17. 

30. 	 During a radio talk show transcribed and published in 
The Listener (34.l1.2l) Keynes said: 

Th e heretic s [of economic theory] of today 
are the decendants of a long line of 
heretics who, overwhelmed but never 
extinguished, have survived as isolated 
groups of cranks. They are deeply dissat
isfied. They believe that common 
observaton is enough to show that .facts 
do not conform to the orthodox reasoning. 
They propose r emed ie s prompted by 
instinct, by flair, by practical good 
sense, by experiencing the world - half 
right, most of them and half wrong • 
.•. Now I range myself with the heretics. 

http:34.l1.2l
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I bel i eve the i r f 1 air and the i r ins tinc t s 
move them towards the right conclusion. 

JMK X I I I ; p p • 488 489. I do not believe I take 
liberties by reading 'intuition' for 'instinct' here. 

31. 	 JMK XlVi pp. 106 - 107. In his famous Quarterly Journal 
of Economics (October 1937) article Keynes explains: 

Actually, ••• we have, as a rule, only 
the vaguest idea of any but the most 
direct consequences of our acts. Some
times we are not much concerned wi th 
their remoter consequences, even though 
time and chance may make much of them. 
But sometimes we are intensely concerned 
with them, more so, occasionally, than 
with the immediate consequences. Now, 
of all human activities which are affected 
by this remoter, it happens that one of 
the most important is economic in charac
ter, namely, wealth. 

From 	JMK XIV; p. 113. 

32. 	 Keynes defines 'the short period' as the duration in 
which the quantity of finished capital equipment is 
assumed to be constant. He notes that the short period 
"merges into the long per iod and the changes of the 
real world". See JMK XIV; p. 238. 

33. 	 The motive for seeking these elusive universals could 
be, suggests Keynes, immortality. This objective must 
be set aside, he advises: 

Economists must leave to Adam Smith the 
glory of the quarto, must pluck the day, 
fling pamphlets to the wind, write always 
sub specie temaoris, and achieve immor
tality by acci ent if at all. 

From E.A.G. Robinson, 'John Maynard Keynes: Economist, 
Author, Statesman', in the Economic Journal, Vol. 82, 
No. 326 (June 1972); p. 537. 

34. 	 See Mini, OPe cit.; p. 12. 

35. 	 Paraphrased from The Oxford English Dictionary (Volume 
VIII), Oxford at the Clarendon Press, Oxford, 1933; 
p. 212. Keynes's thinking in this context seems to 
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coincide with this definition. Consider for example 
his description of what the activities of a scientist 
consist of: 

[The scientist] is presented with a mass 
of facts, possessing similarities and 
differences, arranged in no kind of scheme 
or order. His first need is to perceive 
the precise nature of the different 
details ••.. He [then] holds the details 
together clear ly be fore h is mind. 
Finally, he will with a kind of sudden 
lnsight see throug11t'fle -obscur i ty of the 
argument of the apparently unrelated 
data, and the details will quickly fall 
into a scheme or arrangement between each 
part of which there is a real connection. 
(emphasis added) 

Quoted in Skidelsky (1983), op. cit.; p. 159. 

36. The term triangular is used for several reasons. First, 
it emphasizes the fact that intuition is the 3rd element 
of a process that includes two other elements: "the 
facts" and log ic. Second, I came to under stand the 
mechanics of Keynes's theory of probability (see the 
YELLOW chapter) only after drawing a diagrammatic repre
sen tat ion 0 fit t hat, in the end, took the for m 0 f a 
triangle. Third, I was struck by the coincidence of 
the above with the tr ipart i t ie typo logy of phenomena 
suggested by Nicholas Georgescu-Roegen in his book 
The Entropy Law and the Economic Process, Harvard Uni
versity Press, Cambridge, 1971; p. 116-117. Phenomena 
that can be deduced directly using algebra or calculus 
(i.e. mechanistically) are termed "rational phenomena 
of the first order". Those that can only be known 
indirectly via observation are called rational phenomena 
of the second order. Finally, phenomena that exhibit 
the potential for novel manifestations despite uniform 
bases and there for e deny pred ic t ion are rat ional of 
the third order (" ..• this peculiarity separates by a 
broad line the sciences of life-bearing structures from 
those of inert matter.") 

37. Keynes writes i n his A Treatise on Probability: 

The course which the history of thought 
had led Logic to follow has encouraged 
the view that doubtful arguments are not 
within its scope. But in the actual 
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excerc ise of reason we do not wai t on 
certainty, or deem it irrational to depend 
on a doubtful argument. If log ic investi 
gates the general principles of valid 
thought, the study of argument s, to wh ich 
it is rational to attach some weight, 
is as much a part of it as the study of 
those wh ich are demonstati ve. (or ig inal 
emphasis) 

J.M. Keynes, A Treatise on Probability, Harper and Row, 
.New 	York, ]..962: p. 3. In Keynes mind then, it is clearly 
rational to "attach some weight" to "doubtful" arguments, 
that is, arguments that are not certain due to imperfec
t ions in the ev idence on wh ich they are based. It is 
this type of argument that often depends on intuition 
to render it complete. See the YELLOW chapter for 
more detail. 
Keynes felt that intuition was essential to the under
standing of Economics. See JMK XXIX: pp. 150 - 151, 
and the preface to the 1934 draft of The General Theory 
in JMK XIII: p. 269 or Donald Moggridge's 'Keynes: the 
Economist', in D.E. Moggridge (ed.), Keynes: Aspects 
of the Man and His Work, Macmillan, London, 1974: pp. 63 
- 64. 

38. As Heilbroner advises: 

All views of the world express 
philosophical premisses, tacitly if not 
explicitly, and it is often at this 
half-exposed level that their ultimate 
strengths or weaknesses are located. 

R.L. Heilbroner, Marxism: For and Against, W.W. Norton, 
New York, 1980: p. 29. 



BLUE 

Practical Philosophy 

In trod u c t ion 

Throughout his life, Keynes was moved by ideas. Over 

th e year s, he deve loped a ab id ing concern for the human 

condition.l He lived in a difficult and violent era and 

worried over how civilised society would survive the 

catastrophes of the Great War and the Depression. 2 These 

events so influenced him that his single desire was to put 

an end to 	what he called 

the Economic Problem ••• the problem of 
want and pover ty and the economic strugg Ie 
between classes and nations •••• 3 

Despite its enormity, Keynes was convinced that the Economic 

Problem was solvable. It is "nothing but a frightful muddle", 

he said, "a transitory and an unnecessary muddle", because 

the exertion of intellectual energy could bring about its 

solution. (original emphasis) 4 

As discussed in the chapter preceding, the impetus to 

do something about the Economic Problem, to act to solve 

particu la r economic difficulties of the day, carne from Keynes's 

backg round and exper ience and h is exposure to 'eth ical" 

37 
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Economi sts 1 ike Al fr ed Mar sha 11. Imper at i ves ar ising fr om 

his own personal philosophy as it evolved from the time of 

h i s studies at Cambridge contributed to his orientation, as 

well as to his particular way of thinking about what is 

involved in the rational process. S 

Cambridge and Son 

Although he took keenly to rna thema tic s as a boy, 6 Keynes's 

academic interest up to at least 1908 (age 2S) was in the 

area of philosophy.7 Keynes was influenced in a general way 

by what might be termed the 'Cambridge philosophic tradition' 

of the late 19th and early 20th centuries. 8 His father, 

John Ne v i lIe Keynes, and Al fred Mar shall, the Carnb ridge 

professor of Economic s when Keyne s was an undergraduate, 

were the products of this intellectual tradition. Their 

thought and work mi rror the ideas that permeated Cambridge 

at that time. A third Cambridge mind, G.E. Moore, whose 

Principia Ethica was published the year after Keynes arrived 

at Cambridge, is perhaps the single most important instigator 

of Keynes's philosophic beliefs. 9 

The Scope and Method of Political Economy, John Neville 

Keyne s ' s magnum opus, has been acclaimed as one of the finest 

discourses on Economic method ever written. 
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At the turn of the century, Economics was taught formally 

as one of the 'Moral Sciences'. As Neville Keynes relates, 

It [was] universally agreed that in eco
nomics the positive investigation of 
facts is not an end in itself, but is 
to be used as the basis of a practical 
enquiry, in which ethical considerations 
are allowed their due weight. IO 

The Scientific aspect of Economics - that is, "the positive 

investigation of facts" - had to be kept separate from ethical 

and practical considerations for fear of contaminating the 

process of evidence collection. ll This caveat notwi thstanding, 

Neville's conception of what he termed 'Applied Economics' 

was of a discipline standing between Science and Art, in 

which 

the functions of the economist and the 
moralist are combined, the general 
principles of social morality being 
considered in their special bearing 
economic activities. 12 

on 

The ob ject i ve of applied economics is, the elder Keynes 

held, to define man's duties to his fellow man in his economic 

relations, and the duties of society "in so far as it can 

by its action control or modify economic conditions."13 The 

origins of Keynes's attitude toward the responsibility of 

the State in aIle v ia t ing the Economic Pr oblem are ev ident 

here. 

Neville Keynes accepted that the Economist takes as 

his subject of study "not the entire or real man", but 
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'Economic man' - an abs tr act ion. He refused to limit his 

perspective to this abstraction. To him it was unacceptable 

to circumscribe economic analysis to the study of "a being 

who, in the pursuit of wealth, moves along the lines of 

least resistance, and does not turn aside towards other 

ends" • Those who maintain this limited perspective of man, 

he believed, 

[mistake] the part for the whole, and 
[imagine] political economy to end as 
well as begin with mere abstractions. 14 

Marshall, the instructor of both elder and younger Keynes, 

believed that Economics was a science of life in its higher 

(moral) rather than lower (material) manifestation. IS He 

shared with Neville a concern that Economics remain oriented 

to reality. He criticized even Neville for paying too much 

attention to the logical symmetry of his analysis and too 

little to "nature and the facts of life."16 

The younger Keynes absorbed the moralism and pragmatism 

of his father and his teacher. He learned from them that 

Economics is not a Sc ience to be pursued merely in the 

in terest of the advancement of human knowledge. It is a 

means to an end, that being to relieve economic oppression 

and misery. Economics can not be divorced from moral 

imperatives, nor can it be confined to the realm of abstraction. 

To be useful in the practical world, Economics must in the 
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end account for the subtleties, complexities, anomalies and 

inexplicables of everyday life. 

Digital Economists have chosen to adopt a different 

view. They liken their labours to those of the Scientist. 

Their method, accordingly, is motivated by the belief that 

Digital tools of analysis can be used to understand all 

relevant aspects of the Economic plane. 

The Consequences of Moore 

The most important influence on Keynes's personal 

philosophy during his early Cambridge years was the philosopher 

G.E. Moore. 17 Keynes revered the principles Moore espoused 

as a "religion", "nearer to the truth", he said, than any 

other. It was for him "a good religion to grow up under", 

and keep with him "under the surface" throughout his adult 

life. 18 

The main principles of Moore's ethical system are four .19 

First, "good" is an intrinsic property of a thing, noticable 

by way of either direct inspection or intuition. It is 

otherwise considered undefinable. Second, the most valuable 

things, and only things good in themselves, are "states of 

mind".20 Action is ultimately a means to good states of 

mind. Third, actions are judged according to their 

http:mind".20
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consequences. Finally, Moore believed in the existence of 

"organic unities". 

According to the principle of organic unities, the value 

of a state of mind (or some lesser state of being) depends 

upon the amount of good associated with it taken as a whole. 

He did not hold that a consequence could be evaluated on 

the basis of the result obtained when the amounts of good 

attached to each of its component parts are summed. 

Moreover, Moore held that the immediate effect of an 

act is the only basis for assessing the goodness of the 

act. This is so because the goodness of actions can only 

be based on conc lus i ve proo f. In pract ice, truths respect ing 

the consequences of an act would be difficult to corne by 

except for those effects that immediately and directly result 

from the act. Over longer periods, so many complex relations 

and chains of events are involved that conclusive proof as 

to the nature of consequences would be unobtainable. 21 Keynes 

accepted all of these principles save the last. 

He could not be convinced of the practicality of doing 

otherwise than assessing the goodness of an act according 

to its en tire str ing of consequences through time. 22 Th is 

must apply, Keynes thought, regardless of the complexity of 

the relation between original act and eventual consequence, 
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and no matter how remote from the act a consequence might 

be. 23 

Keynes's rationale for this position is clear enough. 

He felt it trivially obvious that it is impossible to know 

completely the consequences, direct and indirect, of an action 

through time. 24 Causal truth is too difficult to corne by 

under ordinary circumstances to limit actions to those the 

results of which can be known with certainty. Moore's apparent 

avoidance of this difficulty, in conjunction with his emphasis 

on the irnrned ia te, led Keynes to conclude that Moore was 

deny ing that real i ty and forma 1 ph ilosophy had sooner or 

later to confront one another. 

It is remarkable how wholly oblivious 
(Moore] managed to be of the qualities 
of the life of action and also of the 
pattern of life as a whole. He was 
existing in a timeless ecstasy.25 

The critical distinction between Moore and Keynes in 

this respect is essentially the difference between being 

good and doing good. Decisions, Keynes thought, can be 

exceedingly important. "We live in the realm of the finite", 

he observed, "where everything we do is alternative and not 

additional to something else. "26 The simple fact that not 

all 0 f the consequences of a dec ision can be known wi th 

certainty definitely complicated matters for Keynes, who 

was determined that h is actions - the ir consequences eva lua ted 
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in toto BE good. He realised that decisions to act positively 

must be based on less than perfect information. 27 This was 

only practicable, in light of human limitations and the 

usual constraints of circumstance. 28 

Th is v iew was to corne to sep ar ate him fundamentally 

from the prevailing orthodoxy of Economic thought: 

The orthodox theory assumes that we have 
a knowledge of the future of a kind quite 
different from what we actually possess. 
This false rationalization follows the 
1 ines of the Ben thami te ca lcu lus. The 
hypothesis of a calculable future leads 
to a wrong interpretation of the 
principles of behaviour which the need 
for action compels us to adopt, and to 
an underestimation of the concealed 
factors of utter doubt, precariousness, 
hope and fear.29 

The "kind of knowledge" we do possess about the future 

is limited and transforms over time. 3D Perhaps, as regards 

completely novel possibilities lurking in the future, our 

knowledge is non-existent. Knowledge that we do have must 

therefore be used thoughtfully and precisely.3l This is the 

essence of Keynes's Practical Philosophy. The basic axioms 

of this philosophy, derived from the mixture of his own 

beliefs with those of his father, Marshall and Moore, are 

as follows. 

First, man is rational. 32 In this context, rationality 

means that provided with information pertinent to making a 

http:precisely.3l
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decision, people will use it to the full extent of their 

menta l faculties. 

Second, change occurs, sometimes without warning and 

on a large scale. 33 A decision made at one instant on the 

basis of informat i on however complete, will not necessarily 

provide an identical outcome if made at some other point in 

time. 

Third, in light of these axioms, what is objectively 

considered rational action may vary according to 

circumstance. 34 Each decision, therefore, must be made in 

accordance with available evidence and information about 

the alternatives and circumstances at hand. 

Fourth, if information sufficient for making a decision 

is not available or forthcoming, the rational decision-making 

process must involve more than logical analysis. Most 

decisions, including those related to economic matters, are 

made among alternatives 

••• none of which is demonstrably more 
'rational' than the others, in the sense 
that we can arrange in order of merit 
the sum aggregate of the benefits 
obtainable from the complete consequences 
of each. (W]e fall back, therefore, 
and necessarily do so, on motives of 
another kind, which are not 'rational' 
in the sense of being concerned wi th 
the evaluation of consequences, but are 
decided by habit, instinct, preference, 
desire, wi ll, etc. 35 
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It cannot, there fore, be assumed tha t the motives usually 

ascribed to 'Economic Man' are sufficient to explain all 

economic decisions. Just as his father advised, Keynes 

believed that Economics must account for man's overall 

nature. 36 

An important example of this approach is found in Keynes's 

observation that people find "peace and comfort of mind" in 

what 	 he termed decision-making 'conventions': 

.•. the chief of which is to assume, 
contrary to all likelihood, that the 
future will resemble the past.37 

conventional behaviour is quite 'irrational' if linear 

reasoning is assumed to define what is 'rational': the 

"future never resembles the past - as we all know".38 

Act i ng on the basis of convention is not without rational 

foundation in Keynes's sense of the term. He suggested 

tha t in mak ing dec is ions according to conventions people 

utilise a "practical theory of the future" to form their 

expectations. In prac t ice, th is theory can inc lude three 

alternative assumptions about what the unknown future will 

hold. 

i. 	 The assumption that the present is a much more serviceable 

guide to the future than past experience would warrant. 

"In other words, we largely ignore the prospect of 

http:know".38
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future changes about the actual character of which we 

know nothing."39 

ii. 	 The assumption that the existing state of opinion "is 

based on a correct summing up of future prospects, so 

that we can accept it as such unless and until something 

new and relevant comes into the picture." 

iii. 	The assumption that the future will conform to what 

the majority expect it to consist of, or to the average 

of individual expectations. 

Since it is based on what are clearly flimsy foundations, 

conventional behaviour is "subject to sudden and violent 

changes."40 Keynes observed that the actual course of events 

could eas i ly upset a dec is ion-mak ing convention if 

consequences are other than an tic ipa ted. Un ti 1 such time 

as some event occurs that establishes a new convention, or 

renews confidence in the old one, decisions that involve a 

little known future may be avoided. 

Desp i te the ex i stence 0 f conventions then, Economic 

analysis is not a simple matter. Keynes was aware that 

economic expectat i ons are volatile. While they are rational, 

they are clearly composed of more than log ically analysed 

facts. Indeed, some of the factors that influence economic 

expectations are not obvious at all, lying deep in the 
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wellsprings of human nature itself. These are difficult to 

in corpora te in to an Economic theory of expectations, but 

they cannot be ignored simply because they are not rationally 

explicable in linear terms. 4l 

Rationality in a Changing World 

It was not Keynes's intention to convey the idea that 

economic affairs depend solely on the stability of events 

such that conventions remain reliable. The key factor in 

rational decision-making is the quality and quantity of 

available evidence concerning alternatives and the 

consequences of each. 

Decisions can be made rationally despite a lack of 

pertinent information. For example, the decision to do nothing 

because evidence is not available or sufficient to risk a 

change in the status quo is perfectly reasonable and rational. 

"Our power of prediction is so slight", thought Keynes, 

it is seldom wise to sacrifice a present 
evil for a doubtful advantage in the 
future. • .. We can never know enough 
[when the potential sacrifice is great] 
to make the chance wor th tak ing , and 
the fact that cataclysms in the past 
have sometimes inaugurated lasting 
benefits is no argument for cataclysms 
in general.42 

http:general.42
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Equally reasonable, one might also "wait and see" what 

develops. In the meantime, of course, more information can 

be acquired upon which to make a decision. In essence the 

decision to wait is based on the suspicion that a relevant 

change in the near future is plausible. Hence, the decision 

to wait can, in particular cases, be prudent especially if 

to decide conclusively may set in motion a series of events 

that are not entirely knowable in advance. 43 

A third possibility is to take precautions. Th is is 

especially necessary when a decision that is normally made 

conventionally is difficult because circumstances are such 

tha t th i s type 0 f behav iour is unusually risky. Wi th respect 

to liquidity preference, for instance, Keynes notes that 

••• partly on reasonable and partly on 
instinctive grounds, our desire to hold 
money as a store of wealth is a barometer 
of the degree of our distrust of our 
own calculations and conventions 
concerning the future. Even though this 
feeling about money is itself 
conventional or instinctive, it operates, 
so to speak, at a deeper level of our 
motivation. It takes charge at the 
moments when the higher, more precarious 
conventions have weakened.44 

Finally, dec i sions to act on a scale smaller than we 

would prefer, but still in the desired direction is sensible 

if information is scanty concerning the larger picture. 

The same would be prudent if available evidence points to a 

http:weakened.44
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low probability of obtaining a favourable outcome on a large 

scale. 45 

Where circumstances permit, the best course of action 

when faced with little or no information upon which to make 

a decision is simply to obtain more evidence and data relevant 

to the decision. 

Throughout his writings, Keynes exhibited the concern 

that one must, if he is to be successful in analysing a 

situation and making a decision, be aware of the facts relevant 

to the matter at hand. Keynes believed that when postulating 

a relationship between or among economic elements, a useful 

gu ide to the facts can always be found in exper ience. He 

frequently accused Classical theorists of ignoring the facts 

in favour of a convenient fiction. "The facts from 

experience," we read in The General Theory, "are prima facie 

grounds for questioning the adequacy of the classical analysis" 

on a number of fundamental points. 46 

To the extent that the "facts" change over time, analysis 

must take this into account. This entails constantly 

re-thinking relationships and proposing new hypotheses about 

problems that may appear to be similar to those encountered 

in the past. The task is to discern the manner in which 

the current problem is unlike those of our experience, 



51 

recognizing that the relations and apparent "truths" that 

have been discerned in the past may have changed in important 

respects. 47 

Summary 

The or ig ins 0 f th is or ien ta t ion, as has been shown, 

are in Neville Keynes's belief that Economics is essentially 

a practical pursuit, and in Alfred Marshall's admonishment 

to pay attention to the "facts of life". Inc luded among 

these "facts", as we have seen, is the inconstancy of the 

economic plane. Neville Keynes must have passed this awareness 

along to h is son. In add it ion, the younger Keynes migh t 

have ab sorbed some 0 f h is energy for seek ing so lu ti ons to 

the Economic Problem from his father's attitudes: 

••. we are not justified in assuming 
finali ty in regard to concrete industr ial 
facts, or in affirming that, in the 
economic world, what is must be. 48 

In keeping with this sentiment, Keynes adopted an attitude 

toward personal action and Economic analysis that spurned 

unquestioning adherence to moral rules in the first instance, 

and theoretical rules in the second. In his personal life, 

Keynes reserved the right to use his own judgement in each 

case where a decision is demanded. 49 In Economic practice, 

Keynes denied the utility of building a body of theoretical 
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"knowledge" that amounts to a set of rules to be referred 

to whenever problems are to be addressed.50 

Concomitant with the potential for change is uncertainty. 

It arises from the fact that as reality evolves, knowledge 

is in some respects no longer accurate. Th is too Keynes 

recogni sed, but he was determined to come to in te llectua I 

grips with the problems change and uncertainty pose for the 

theorist. This orientation is well illustrated in his concept 

of the process of Economic modell ing. "The object of a 

model", Keynes believed, 

is to segregate the semi-permanent or 
relatively constant factors from those 
which are transitory or fluctuating so 
as to develop a logical way of thinking 
about the latter, and of understanding 
the time sequence s to wh ich they give 
rise in particular cases. 51 (emphasis 
added) 

The chang ing ra ther than the unchang ing parts of the 

economic plane interested Keynes. It is the forme r that 

constantly produce chains of consequences that must, if 

decisions are to be taken properly, be accurately anticipated. 

The objective of models was, in his words, to provide "our 

practical intuition" with tractable material upon which to 

work. Intuition, Keynes thought, could better take account 

of a detailed complex of facts than could any set of generalized 

theoretical principles. 52 

http:addressed.50
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Intuition can be a useful tool for dealing with deficient 

information. As noted above, it is integral to Keynes's 

conception of reason and rationality. It also allows the 

opportunity to reject rules in favour of judgement - whether 

in decision-making of any type or in Economic analysis. As 

will be discussed in the chapter to follow, Keynes termed 

this type of judgement, not surprisingly, 'rational 

judgement,.53 

In sum, the Cambridge intellectual environment, 

especially as manifest in the presence of such minds as 

Moore, Marshall and Neville Keynes, anchored John Maynard 

Keynes's thought. Alleviating human misery became his 

ultimate end, doing good his singular means. The attempt 

to do good must be preconditioned by a reasoned assessment 

as to the 1 i ke ly consequences of ac tion. The gu ide lines 

for arriving at these assessments can be called Keynes 

Practical Philosophy: 

i. Man and the i nst i tut ions and re la tions he c rea tes are 

liable of change. It may not therefore be practical to 

seek out the 'eternal rules' governing the economic plane. 

ii. Each situation has the potential to be different from 

those in our experience and should be analysed accordingly. 
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iii. Theoretical abstraction that precludes practical 

applicability is to be avoided. Heed must be paid to reality 

in all of its complexity. 

iv. Know the limitations of available information. 

v. Intuition can be a useful guide where information is 

imperfect. 

vi. Reasonable actions are practicable even when complete 

knowledge is unavailable. Decisions to act can be based on 

conventions or, more generally, on rational judgement. 

The sixth tenet demands further investigation to 

demonstrate that it is meaningfully linked to the first 

five. Keynes took on exactly this task in the dissertation 

he wrote in hopes of obtaining a Cambridge Fellowship. The 

result of this endeavor is discussed in the chapter to follow. 
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ENDNOTES 


1. 	 Evidence of this in Keynes's writings is ample. In a 
letter to his mother at Christmas, 1917, Keynes wrote: 

My Christmas thoughts are that a further 
prolongation of the war, with the turn 
things have now taken, probably means 
the disappear ance of the soc ia 1 order 
we have known hither to. Wi th some reg rets 
I th ink I am not on the whole sor ry. 
The abolition of the rich will be rather 
a comfort and serve them right anyhow. 
What frightens me is the prospect of 
general impoverish- mente (original 
emphasis) 

Reproduced in Robert Skidelsky's John Maynard Keynes; 
volume.!..:.. Hopes Betrayed 1883 - 1920, Macmillan, London, 
1983; p. 346. Later, in his Economic Consequences of 
the Peace, Keynes was critical of the victor's claIm 
for reparations in light of Germany's ability to pay 
without causing great suffering: 

I t is an ex traord inary fact tha t the 
fundamental problems of a Europe starving 
and disintegrating before their eyes, 
was the one question in wh ich it was 
impossible to arouse the interest of the 
[victors] • 

Reproduced in Robert Heilbroner's The Worldly 
Philosophers, Simon and Schuster, New York, 1980; p. 256. 
Keynes's dlsrespect for those who failed, in their igno
rance, to see the consequences of acting on the basis 
of theoretical principles alone is exemplified in his 
reaction to the decision to return to the gold standard 
in 1925. British coal miners, Keynes fumed, 

represent in the flesh the 'fundamental 
adjustments' engineered by the Treasury 
and the Bank of England to satisfy the 
impatience of the City fathers to bridge 
the "moderate gap" [between the current 
and old more acceptable exhange rate] 
...• They (and others to follow) are 
the moderate sacrifice still necessary 
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to ensure the stability of the gold 
standard. (original emphasis) 

From D.E. Moggridge, Keynes, Macmillan, London, 1976; 
pp. 71 - 72. 

2. 	 Skidelsky makes much of the influence of Keynes's mother 
Florence (nee Brown) and John Neville Keynes, his father. 
The former was apparently dedicated to community service 
work while the latter, the son of a minister, turned 
to the Moral Sciences despite having been first in his 
class in Mathematics; OPe cit; pp. 7,15 and especially 
58. I pre fer to downplay these factor s, however, for 
Keynes clearly developed a 'social conscience' at a 
fairly late stage, perhaps during the First World War. 
My evidence for this is the preface to Keynes's 
My Early Beliefs, written by David Garnett. As Garnett 
- a longtime friend of Keynes - relates, D.H. Lawrence 
wrote a confidant (whom Garnett knew) after being 
introduced to some of Garnett's friends, including 
Keynes, 

To hear these young people talk fills 
me with black fury: they talk endlessly, 
but endlessly - and never, never a good 
th ing sa id. They are cased each in a 
hard little shell of his own and out of 
this they talk words. There is never 
for one second any outgoing of feeling 

Lawrence later advised Garnett: 

(Y ] ou must leave these friends, these 
beetles, Birrell and Duncan Grant are 
done forever. Keynes I am not sure ... • 

Keynes began to turn in the direction of promise, Lawrence 
might have agreed, when close friends of his met with 
death in the War. See J.M. Keynes, Two Memoirs, Rupert 
Hart-Davis, London, 1949; preface. 

3. 	 J.M. Keynes, Essays in Persuasion, Macmillan, London, 
1931; p. vi - vii. 

4. 	 Ibid. Revealingly, Keynes goes on: 

[1 1 hope and believe that the day 
is not far off when the Economic Problem 
will take the back seat where it belongs, 
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and that the arena of the heart and head 
will be occupied, or re-occupied, by our 
real problems, of creation and behaviour 
and religion. 

As it shall later be revealed in the context of expecta
tions, the conclusion of this same passage is interesting: 

And it happens that there is a subtle 
reason drawn from economic analysis why, 
in this case-;--!aith may work. For if 
we consistently act on the optimistic 
hypothesis, this hypothesis will tend 
to be realised; whilst by acting on the 
pessimistic hypothesis, we can keep our
selves for ever in the pi t of 
want. (emphasis added) 

Foreshadowed here is Keynes's attitude toward expecta
tions. Clearly, he sees the problem of discrepancies 
between ex ante forecasts and ex post facto results as 
minimal, just as the Rational Expectations Hypothesis 
postulates. The difference is that whereas the latter 
assumes agents know what will take place in the future, 
Keynes view was that agent's expectations cause their 
realisation in fact. More along this line in the RED 
chapter. 

5. 	 Donald Moggridge insightfully advises that: 

[B] efor-e we can begin to understand Keynes 
the economist ..• it is necessar-y first 
of all to get .•• inside the man ... , 
become aware of his habits of thought, 
his methods of working, his views as to 
the nature of economic enquiry, the just 
society and the like. 

Moggridge (1976), op. cit.; p. 54. 

6. 	 Young Maynard was coached 8 hours per week in mathematics. 
His teacher once remarked that "now and then he does 
really brilliant work, but soon tires and has not the 
perseverance in the face of difficulty". See Skidelsky, 
op. cit.; p. 71. At about this time, mediaeval poetry 
occupied a good port i on of Keynes's spare time (p. 93). 

7. 	 At that time, Keynes was considering returning to 
Cambridge as a student of logic and statistical theory, 
according to a letter written to A.C. Pigou. See 
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R.M. O'Donnell, Keynes: Philosophy and 
Economics: an Approach to Rationality and Uncertainty, 
ph.D. dissertation, Trinity College, Cambridge, 1982; 
p. 11. Skidelsky agrees, (1983) Ope cit.; p. 119. 

8. 	 O'Donnell, Ope cit.; p. 12. Harrod, in his biography 
of Keynes, makes much of this notion as well. 

9. 	 As recollected by Keynes himself (1949), OPe cit.; p. 81. 

1 0. J.N. Keynes, The Scope and Method of Political Economy, 
Augustus M. Kelly, New York, 1963; p. 47. 

11. 	 Ibid. The position of ethics relative to science is 
made clear further on: 

••• [O ] ur treatment of economic science 
may remain strictly positive, ••• while 
at the same time we enquire in detail 
in what ways economic phenomena are or 
may be affected by the pressure of public 
opinion, or by motive of justice, and 
kindliness, and concern for the general 
well-being. (p. 45 ) 

12. 	 Ibid; p. 61. 

13. 	 Ibid; p. 62. 

1 4. 	 Ibid. ; p. 118. 

15. 	 Skidelsky (1983) , cit. ; p. 46.012· 

16. 	 Ibid.; p. 62. Marshall's criticism of early 
drafts seems to have been heeded. In the 
published ed i tion of The Scope and Method, 
Neville repeatedly emphasized the importance 
of history and statistics to Economic analysis. 

17 . In My Early Beliefs Keynes recounted how the 
e f fect of princiEia Ethica 

and the talk which preceded and followed 
it, dominated, and perhaps still domi
nate, everything else. We were at an 
age when our beliefs influenced our 
behav iour. •• and the hab its of fee ling 
formed then still persist in a recogniz
able degree. 
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Keynes (1949), OPe cit.: p. 8l. 

18. 	 Ibid.: p. 92. Skidelsky hypothesises that Keynes was 
attracted to Moore's teachings at least partly because 
he saw them as a "latter day version of the monastic 
ideal which had excited his admiration as a schoolboy". 
See Skidelsky (1983), OPe cit.: p. 142. 

19. 	 Most of the description of Moore's thought is abridged 
from Skidelsky (1983), OPe cit.: p. 139 140 and 
R.B. Braithwaite's essay 'Keynes the Philosopher' in 
Milo Keynes (ed.), Essays on John Maynard Keynes, 
Macmillan, London, 1976; p. 243. 

20. 	 Keynes was of the impression that Moore felt nothing 
but states of mind mattered. See Keynes (1949), OPe cit.: 
p. 83. 

21. 	 Moore, OPe cit.: p. viii - ix. 

22. 	 J.M. Keynes (1949), OPe cit.; p. 83. 

23. 	 Kregel elaborates on this point. See J.A. Kregel, 
'Economic Methodology in the Face of Uncertainty: the 
Modelling Methods of Keynes and the Post Keynesians', 
in The Economic Journal, Vol. 86, No. 342 (June 1976); 
p. 223. Moore freely admits that he is concerned with 
knowledge only, however trivial, not with making useful 
members of society. See G.E. Moore, Principia Ethica, 
Cambridge University Press, London, 1959: p. 63. Moore's 
chapter on 'ethics in relation to conduct' was not, 
reportedly, even noticed by Keynes because it contained 
little more than classical Utilitarianism sanitized of 
its hedonism. See Braithwaite, OPe cit.: p. 92. 

24. 	 This is obvious and was well known in the Economics 
profession. Consider Neville Keynes's observation in 
his Scope and Method: 

All laws of causation may be said to be 
hypothetical, in so far as they merely 
assert that given causes will 
in the absence of countervailing causes 
produce certain effects. As a matter 
of fact, in the instances that actually 
occur of the operation of a given cause, 
counteracting causes sometimes will and 
sometimes will not be present, and, there
fore, laws of causa tion are to be regarded 
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as statements of tendencies 
only. (original emphasis) 

Ope cit.; 	p. 217 - 218. 

25. 	 J.M. Keynes (1949), OPe cit.; p. 92. Keynes goes on 
to explain that, at the time, neither he nor his fellow 
Apostles (a Cambridge 'secret society') were remotely 
concerned with matters of the real world: 

the economic motive and the economic cri 
terion [were] less prominent in our phi
losophy than with st. Francis of Assisi, 
who at least made collections for the 
birds.... [Ilt follows that we were, 
amongst our generation, to escape from 
the Benthamite tradition. 

Ibid.; p. 96. (Keynes's definition of Benthamite tradi
tion is given in endnote 29) There is evidence that 
the contrary is true, at least in Keynes's case. His 
practical bent was apparent even before he was exposed 
to the pragmatism of Marshall. In an undergraduate 
essay written in 1904 entitled 'The Political Doctrines 
of Edmund Burke', Keynes wrote: 

[Burke ] did not much believe in political 
ends good in tr ins ically and in isola t ion. 
The happiness of people was his goal 
and the science of government worthless 
except in so far as it guided him to 
that end. 

Quoted in 	Skidelsky (1983), OPe cit.; p. 155. 

26. 	 Someth ing Keynes learned from h is wartime exper ience 
of work ing for the bene fit of a governmen t that had 
involved itself in a conflict he did not believe in. 
See Sk idelsky, 'The Reception of the Keynesian 
Revolution', in Milo Keynes (ed.), Ope cit.; p. 103. 

27. 	 • •• in one's behaviour one ought to con
sider the total effect of one's action 
on the situation taken as a whole. 

From 	Keynes's testimony before the Royal Commission on 
Lotteries 	 and Betting, 15 December 1932, as recorded 
in The Collected Wr i tings of John Maynard Keynes, Volume 
XXVIII: Social, Political and Literary Writings, Donald 
Moggridge (ed.), Macmillan, London, 1982; p. 407. 
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He re ina fter th is volume of Keyne 's The Collected Wr i t ings 
will be cited as JMK XXVIII. 

28. 	 J.M. Keynes , ~ Treatise on Probability, Harper and Row, 
New York, 1962: p. 310. Clarity would dictate a brief 
explanation as to why consequences are so important to 
the selection of a 'correct' action. First, Moore's 
principle of organic unities stipulates that a whole 
may have constituent parts, each of which is intrinsically 
good or bad in some measure (See Moore, OPe cit.: p. 27). 
These are the act itself and its consequences in time. 
Moore believed that there could be no regular relation 
between the good of the whole and that of the sum of 
its par ts ( ibid.). Keynes ag reed, add ing that the 
preference foZ:-One alternative action over another 
required that some judgement be made as to whether the 
cumulative goodness of the parts were favourable or 
unfavourable to the goodness of the whole: 

The possibility of our knowing that one 
thing rather than another is our duty 
depends upon the assumption that a greater 
goodness of any part makes, in the absence 
of evidence to the contrary, a greater 
goodness in the whole more probable than 
would the lesser goodness of the part. 

See J.M. Keynes (1962), OPe cit: p. 301 - 311. 

29. 	 JMK XIV: p. 122. The 'Benthamite School' according to 
Keynes could be characterized as believing that: 

all possible consequences of alternative 
courses of action [are] supposed to have 
attached to them, first a number 
expressing their comparative advantage, 
and secondly another number expressing 
the probability of their following from 
the cour se of action in question: so 
that multiply ing together the numbers 
attached to all the possible consequences 
of a g iven action and adding the results, 
we could discover what to do. In this 
way a mythical system of probable knowl
edge was employed to reduce the future 
to the same calculable status as the 
presen t. (I bid. ) 

As the RED chapter will bear out, Keynes's opinion 
that "even today ••. our thought is sometimes influenced 
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by some such pseudo-rationalistic notions" still rings 
true. 

30. 	 In a brilliant and thought provoking essay entitled 
'Mr. Keynes replies to Shaw' published in the New States
man and Nation on 10 November 1934, Keynes compares 
the thought and intellectual predispositions of 
H.G. Wells and George Bernard Shaw. He likens the differ
ence between the two to that between Scientists 
(represen ted by We lIs) and the Cle rgy (Shaw). The latter 
believe that "we know all there is to be known", and 
that our feelings and passions are the variables in 
the system. Scientists, on the other hand, take our 
fee ling s as given and our knowledge as var iab Ie. It 
is this variability that is important, for it reflects 
the world as it truly is, in a state of constant change. 
See JMK X~VIIIi p. 30 - 35. 

31. 	 Keynes's ideas along this line may have been stimulated 
by per sona I exper iencee. In March 1907 he was trans fe rr ed 
from the Military Department of the India Office to a 
post in the Revenue, Statistics and Commerce Department. 
Meanwhile, he was working on his dissertation on probabil 
ity in his spare time. His complaints, in a letter to 
Ly t ton Str achey, of the fr ustr a t ions of bureaucr at ic 
life are most t el l ing: 

[T ] he public write in to obtain infor
mation on some point. One has material 
which isn't in the least secret and which 
may prove most useful to them. But they 
musn't have it unless it is absolutely 
certain that the information is correct 
in every detail .... The consequence 
is that although one is most careful to 
acknowledge by re~urn post and to spend 
an infinite amount of trouble finding 
out what is "absolutely certain", your 
final letter to the public is not worth 
the postage although as the result of 
your investigations you may be bubbling 
with information of ordinary reliability. 

All my thoughts are on Probability 
•••• (original emphasis) 

From Roy Harrod's The Life of John Maynard Keynes, 
Macmillan, London, 1951;~12~ 

32. 	 It has been suggested that Keynes abandoned this view 
later in life. See, for example, Braithwaite, OPe cit.; 
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p. 245. To conclude this from Keynes's later work, 
which emphasized the elements of business and market 
psychology and uncertainty is to miss the point. Keynes 
sought to minimize the extreme vulnerability of real 
var iables like employment and output to these psycholog i 
cal factors. Hence, he analysed the behaviour of inves
tors under crisis conditions. It is possible that 
Keynes's personal concept of rationality was once only 
two dimensional, excluding the factor of intuition that 
he later came to realise was part and parcel of the 
reasoning process. For evidence of this, consult 
J .M. 	 Keynes (1949), op. cit.; pp. 99 - 101. 

33. 	 J.M. Keynes, The General Theory of Employment, Interest 
and Money, Macmillan, London, 1964; p. 249. 

34. 	 In a pape r presented to the Apostle s soc ie ty, Keynes 
stated that 

men .•. will come to see that while the 
good is changeless and apart, the ought 
shifts and folds and grows new shapes 
and forms. 

Recorded by R.M. O'Donnell, op. cit.; p. 249. 

35. 	 JMK XXIX; p. 294. 

36. 	 Ibid. 

37. 	 From Keynes's Galton lecture to the Eugenics Society, 
as reported in the Eugenics Review (April 1937) and 
reproduced in JMK X~V; p. 124. 

38. 	 Ibid. 

39. 	 Ibid.; p. 114. 

40. 	 Ibid.; pp. 114 - 115. 

41. 	 J.M. Keynes (1949), op. cit.; p. 101. 

42. 	 Keynes, in an undergraduate essay on John Burke (see 
endnote 25), wrote 

Burke ever held, and held rightly, that 
it can seldom be right to sacrifice the 
well-being of a nation for a generation, 
to place whole communities in distress, 
or to destroy a beneficient institution 
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for the sake of a supposed millenium in 
the comparatively remote future. 

From 	Skidelsky (1983), OPe cit.; p. 155. 

43. 	 From a letter to the editor by Keynes, to the New 
Statesman and Nation, which appeared 8 August 1936: 

••• Your recent [editorial] suggests 
that, in your mind, a war between the 
democracies and the dictatorships is 
absolutely certain. And you complain 
against Mr. Baldwin's Government for not 
aligning itself definitely against the 
dictatorships. But Mr. Baldwin is per
haps wi ser than you are. He may be 
hesitating because he knows that nothing 
is certain. It may conceivably pr')ve 
to have been right on our part not to 
clinch the position: not to crystalliz'~ 
the fa tal al ignment of forces... • Some
th ing totally unexpected may sudden J.y 
change the whole situation. 

From 	JMK XXVIII: p. 49. 

44. 	 As an aside, it should be noted here that Keynes does 
not say that money holding is a measure of uncertainty 
about the future as is popularly believed. He makes 
it quite plain that the amount of money held is a 
collective measure of the degree of confidence 
decision-makers have in their expectations. We shall 
return to this point in the RED chapter. JMK XIV: 
p. 116. 

45. 	 Keynes, in a let ter to King sley Mart in, fr iend and 
editor of the New Statesman and Nation, dated 19 April 
1931: 

of course international action such 
as you propose ••• would be exce llent. 
But who believes that we are going to 
get any such thing within a reasonable 
period of time? This applies 
overwhelming ly to [the suggestion of 
an] ••• international government with 
powers to override obstructive elements 
of nat iona 1 sovere ignty. If, however, 
you do not expect anything to corne of 
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these hopes at present, what do you pro
pose to do in the meantime? 

JMK X~VIII; p. 11. 

46. 	 In The General Theory, there are several examples of 
this accusation. A case in point: 

[T)he contention that the unemployment 
which characterises a depression is due 
to a re fusal by labour to accept a reduc
tion in money wages is not clearly 
supported by the facts. It is not very 
plaus ib le to asser t that unemployment 
in the uni ted States in 1932 was due 
either to labour obstinately demanding 
a real wage beyond what productivity of 
the economic machine was capable of 
furnishing. Wide variations are experi
enced in the volume of employment without 
any chang e either in the minimum rea 1 
demands of labour or in its productivity. 
Labour is not more truculent in the 
depression than in the boom - far from 
it. Nor is its physical productivity 
less. 

Op. cit.; P • 9. 

47. 	 For this approach Keynes is often accused of having a 
'problem dependent' theoretic bias. For example, John 
Pheby, Are Popper ian Criticisms of Keynes Justified?, 
paper presented at the Cambridge Journal of Economics 
Conference on Methodolog ical Issues in Keynesian Econom
ics (12 - 14 September 1983), Trinity College, Cambridge, 
1983; p. 20. 

48. 	 John Neville Keynes, OPe cit.; p. 43. 

49. 	 Braithwaite, OPe cit.; p. 245 derives his conclusions 
from Keynes's 'My Early Beliefs' in which he states 
that "We repudiated entirely customary morals, conven
tions and traditional wisdom", (1949), OPe cit.; pp. 97 
- 98. 

50. 	 In a paper written while at Eton, Keynes quoted Peter 
Abe 1hard admi ring 1y, "Not because God has taught it, 
is a thing to be believed, ••• but because it is proved 
to be so." Much later, in a 1918 letter to his mother 
Keynes wrote: 
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Everything is always decided for some 
reason other than the real merits of 
the case, in the sphere with wh ich I 
have contact. And I have no doubt that 
it is just the same with everything else. 

From Skidelsky (1983), Ope cit.; p.113 and p. 347 
respectively. It would seem that Keynes adopted the 
trea tmen t of each case of dec is ion-mak ing on an ind i v id ual 
basis on principle. He later applied this principle 
in his economic investigations. 

51. 	 Keynes in a 1938 Ie t ter to Roy Har rod, as quoted in 
Mogg ridge, 'Keynes: the Economis t', in his Keynes: 
Aspects of the Man and his Work, Macmillan, London, 
1974; p. 55. Compare this to the ideas of Robert Lucas, 
who holds that a "theory" is 

an expl ic it set 0 f instruct ions for bu ild
ing a parallel or analogue system - a 
mechanical, imitation economy. 

From 	Robert Lucas Jr., 'Methods and Problems in Business 
Cycle Theory', in Journal of Money, Credit and Banking, 
VoL 	 12 , No.4, Par t 2 (N 0 v e mbe r 19 80); p. 6 9 7 • 

52. 	 J .M. Keynes (1964), OPe cit.; p. 249. 

53. 	 Keynes once wrote that "The inevitable never happens. 
The unexpected always" (JMK XXVI I I; p. 117). To re lega te 
action to the realm of the certain was, therefore, 
absurd. Keynes took issue with Moore on this basis, 
contesting the philosopher's belief that 

Our utter ignorance of the far future 
gives us no justification for saying that 
it is even probably right to choose the 
greater good within the region over which 
a probable forecast may extend. ( 
Principia Ethica; p. 152) 

Keynes considered fundamentally erroneous the notion 
that 	if certainty cannot be shown, probability cannot 
be shown. See J .M. Keynes (1962), OPe cit.; p. 309. 
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Rational Judgement 

Introduction 

A Treatise on Probability is a handbook for making what 

Keynes termed 'rational judgements,.l Keynes's theory of 

economic expectations is connected to h is theory of probabili ty 

through the concept of rational judgement. The basic tenets 

of what was called Keynes's Practical Philosophy in the 

preceding chapter are manifest in both of these theories in 

the form of rational judgement. In many respects Keynes's 

theory of probability is differentiated from orthodox 

approaches to the subject by the same characteristics that 

distinguish his theory of expectations from that of the 

'Rational Expectations' school, as will be discussed in the 

chapter to follow. 

Fundamentally, this distinction arises from Keynes's 

perspective on what constitutes the process of rational 

judgement. Part and parcel of the Practical Philosophy was 

the application of the intellectual faculties to empirical 

evidence in pursuit of solutions to current problems. 

'Rationality' as usually conceived involves the logical 
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analysis of evidence with the objective of arriving at a 

mean ingful conc lus ion. I twas sugge sted in the chapter 

previous that the meaning Keynes lent to rationality involved 

th is and more. 

Keynes recognised that the evidence at our disposal is 

seldom sufficient to produce judgements the conclusions of 

which are felt to be certain. More often, information is 

incomplete or of such a vague nature that no amount of 

applied logic can bring about certain results. 

The Treatise was written to demonstrate that imperfect 

information can be utilised to make judgements that, while 

not certain, can be rational and objective. Keynes set out 

to accomplish this in scientific fashion, employing his 

knowledge of stat i stical theory and formal logic. He 

determined that, armed wi th the facts and log ic alone, it 

is not always possible to produce a rational judgement. 

Rational judgement had to include the use of the intuitive 

faculty in the vast majority of cases, that is, where perfect 

information and clear logical connections are unavailable. 

Keynes's desire was to set down an objective method of 

determining probabilities. He was convinced that, once the 

information concerning a given proposition is clear, it should 

be poss ib le log ica lly to der i ve the deg ree of rat ional bel ie f 
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it is legitimate to have for that proposition. He was not, 

it should be mentioned, concerned with the actual beliefs 

of individuals in particular situations. These, he admitted, 

mayor may not be formed rationally.2 

By constructing his theory of probability on this basis 

Keynes was not suggesting a theoretical recipe for the making 

of rational judgements. In its fundamentals at least, Keynes 

felt that he was inquiring into the way in which rational 

judgements are formed. As mentioned in the White chapter, 

Keynes was moved to find ways of analysing the consequences 

of decisions in advance. He was sure that rational judgement, 

through argument from the facts , results in pos i t i ve dec is ions 

to act. This is because confidence can be had in beliefs 

derived from the type of reason employed in the process of 

rational judgement. 

Confidence in degrees of probability, rather than 

demonstrative certainty, is the factor that underpins 

dec is ions to act in the rna jor i ty of cases. Th is is pract ically 

and necessarily so because demonstrative certainty is not 

obtainable from the quality of information ordinarily at 

our disposal. Certainty does not, in short, playa significant 

role in everyday decision-making. Indeed, Keynes observed, 

if cer ta in ty was prerequis i te to the dec is ion-mak ing process, 

few decisions would ever be taken. 
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The discuss ion be low beg ins wi th an examina t ion - th rough 

Keynes's eyes of course - of the problems and limitations 

of what he termed the Statistical Frequency approach to 

probability.3 Next, the meaning attributed to 'probability' 

that allowed Keynes to approach his theory from a 

non-numerical, imperfect information perspective will be 

introduced. Following th is, the mechanics of the theory 

will be outlined. The implications of this discussion for 

theoretical practice in general and the theory of economic 

expectations in particular are then listed briefly. By way 

of conclusion, the precise connections between Keynes's 

practical philosophy and his concept of rational judgement 

are enumerated. 

Statistical Frequency and Limited Information 

Keynes once remarked that Economics should not be "reduced 

to mere numbers" by its practitioners. 4 He did not, however, 

deny the important role of statistical data and analysis in 

describing some objects of Economic inquiry. In his article 

'The Capac i ty of Ge rmany to Pay Repar at ions' for example, 

he criticised the Allies at Versailles for ignoring their 

defeated enemy's ability to pay reparations. He appealed 

to the negotiators to set aside thoughts of the political 

mileage that could be had from imposing a harsh settlement 
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and to return "to first principles, and, whenever we can, 

to such statistics as there are".5 AS food for theoretical 

or practical thought, statistics were indispensible according 

to Keynes. 6 This sentiment did not however, extend to the 

belief that meaningful predictions can be made solely on 

the basis of statistics. 

His position in this respect rested on the grounds 

that statistical analyses assume either that what held in 

the past will continue to hold in the future, or that what 

holds in one place (or set of locations) will be true for 

any other location. 7 

Despite the 'psychological appeal' of these assumptions, 

the tenets of Keynes's Practical Philosophy predisposed him 

to cons ider them inval id. 8 Once the poten ti al for change 

over time is admitted, the value of time series analysis 

for the prediction of a particular instance becomes dubious. 9 

Conclusions der ived from cross-sectional observation are also 

open to doubt because of the possibility of a result obtaining 

in one place due to the combination of a set of causes 

being completely different from that occurring in another 

place as a result of an identical combination. lO Moreover, 

Keynes doubted that statistical observations of a given 

si tuation could be so exhaustive as to account for all relevant 

considerations. Social phenomena are not, Keynes observed, 
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always quantifiable in those aspects that seem to us to be 

important. The strict application of direct mathematical 

me thods in study ing human re la tions had to be accompan ied 

by so many unsupportable assumptions that the conclusions 

based thereon could be of little practical use. ll 

Most objectionable to Keynes was the fact that the use 

of statistical approaches to making predictions necessarily 

excludes the use of human judgement in the process. Regression 

analyses for example, produce estimates for coefficients of 

independent variables that 'explain' some calculated 

proportion of the var iation observed in the values for a 

presumed dependent variable. These coefficients have 

accuracies that are specifiable within particular confidence 

intervals and measured allowances for error. 12 

Armed with the results of regression analyses, what is 

the responsible investigator to do when, in defiance of his 

calculations, most recent observations indicate the presence 

of a new element or relation that had not been accounted 

for previously? To be valid, statistical analysis requires 

that observations are independent in the sense that knowledge 

obta i ned from additional observations should not affect the 

estimates any more than dictated by statistical theory.13 

The Digital analyst who judgementally adjusts his prediction 

http:theory.13
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is exhibiting little faith in his beliefs. On the other 

hand, meaningful change cannot be ignored. 14 

When making predictions on the basis of accumulated 

expe r ience in the form 0 f numer ical obser vat ion , Keynes argued, 

the liklihood of being correct depends less on the number 

of instances than 

on the degree in which the circumstances 
of these experiences resemble the known 
circumstances in which the prediction 
is to take effect. 1 5 

Keynes was sceptical about the possibility of 

circumstances "identical in every particular" recurring over 

time or space. To an even lesser degree was he confident 

of our ability to perceive such a recurrence even if it 

were to happen. 16 

It is of course extreme to claim that statistical 

prediction is based on the assumption of exact uniformity.17 

What is presumed at a fundamental level however, is that 

the universe is comprised of knowable entities, each of 

which has characteristics specific to itself, including its 

influence on other entities. 18 A change in the universe is 

necessarily comprised of a rearrangement of these entities; 

their characteristics do not change. 

http:uniformity.17


74 

Keynes desired a notion of probability that allowed 

for the components of the universe to, in arranging themselves 

in new combinations, acquire new characteristics. 19 It is 

thus that novelty in combination, the distinguishing 

characteristic of human phenomena, can be accounted for. 20 

A new preconception of the universe was not what Keynes 

required. Forcing some mechanistic construction onto reality 

was antithetical to his purpose. Re s t ric ting the for m 0 f 

the object of analysis was also, he thought, to confine our 

ability to understand its content. 

The preconception Keynes proposed in the Treatise 

involves not the phys ical universe, but the metaphysical 

universe: the information and knowledge we use to describe 

and explain the physical universe. 

To conclude this part of the discussion, it is reiterated 

that Keynes did not reject out of hand the use of statistics 

and mathematics in the determination of probabilities. He 

was only concerned tha t a heavy re liance on these tools 

would create the impression that we have more knowledge 

about spec ific si tuations than we actually possess a 

contravention of the Practical Philosophy.21 

To illustrate, consider the proposition that increasing 

the number of observations in which two events occur together 

http:Philosophy.21
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du ly increases the ca lcu la ted probab i 1 i ty that they wi 11 

occur together in future. By extension, added observations 

will eventually result in the probability of the concurrence 

of these events being infinitely close to 1.0. The problem 

is, Keynes explains, that even though there seems to be the 

promise of certainty or near certainty, the achievement of 

either cannot be pinpointed with confidence: 

we are left with some vagueness as to 
the number of instances we require [for 
certainty]. We know that we can get as 
near certainty as we choose by a definite 
number of instances, but what th is number 
is we do not know. This is not very 
satisfactory.22 

Similarly, statistical theorems are readily applied to 

the prediction of the behaviour of a penny over a series of 

say one thousand tosses. These theorems are on ly valid, 

Keynes argues, if a priori we have 

such exhaustive knowledge of the penny's 
constitution and of other conditions of 
the problem that nine-hundred and 
ninety-nine heads running could not cause 
us to mod ify in any respect our 
prediction •••• 23 

Less amenable to statistical treatment than the tossing 

of pennies are real life situations in which decisions must 

be made. 

The Treat i se was, as ment ioned ear lie r, or iented to 

the problem of making correct decisions from an ethical 

http:satisfactory.22
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standpoint - Keynes was, at the time, concerned with the 

means to do 'good'. 

One of the terms Keynes coined in respect of ethical 

considerations in probability determinations that resurfaced 

in his later economic work was 'moral risk'. Nowhere is 

this concept satisfactorily defined. In con tex t however, 

it appears to mean the uncalculable element of risk arising 

from the unknowable factors present in a given decision-making 

situation. 24 The application of formulas to the calculation 

of potential benefits could not, Keynes claimed, account 

for this type of risk. 25 In The General Theory moral risk 

was partly responsible for the significant role often played 

by business 'confidence' in the process of investment 

decision-making (this theme will be picked up again in the 

next chapter) . 

In sum, Keynes was of the view that the use of statistical 

techniques is best confined to the intelligible arrangement 

of the numer ical aspects of whatever information is available 

concerning an obj ect of enquiry. 26 Th i s view, reflect ing 

his Pr act ic al Ph i losophy, gu ides Keynes's approach to Economic 

method. 27 

The thread common to all aspects of Keynes's critique 

of Statistical Frequency is that with regard to most everyday 
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decision-making applications, the amount and quality of 

information available is far too limited to afford any scope 

for statistical methods. Perfect information - statistical 

and otherwise - would presumably lend itself to certain 

conc lus ions. The fu ture could be known in every detail. 

'Bad' consequences could be avoided whenever possible. In 

the world of experience however, Keynes was convinced that 

probability and not certainty is the "guide to life".28 The 

meaning that Keynes attached to the word probability however, 

was somewhat different than that normally associated with 

the term. 

Probability Undefined 

Keynes began his Treatise with the blunt statement that 

probability is not formally definable. Like Moore's 

de f ini t ion of 'good', Keynes found it convenient to thi nk 

of probability as a primitive, ultimate concept. He made 

it clear that probability did not mean an intrinsic 

char acter i st ic of propos i t ions. Nor, as has been shown above, 

is it an algorithmic abstraction. 29 

Instead, Keynes equated probability statements with 

judgements of the bear ing of evidence upon conclusions. 

There ex i s t s , he though t, a log ically d iscer nable - and 

http:life".28
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therefore objective - relationship between the premiss and 

conclusions of an argument. 30 

"The Canadian Dollar will be worth $1.10 u.s. by the 

end of the decade" is a propos i t ion that has no inherent 

degree of probability a~sociated with it. What gives this 

sentence meaning and a probability is the evidence that is 

used to give it form. This evidence might include propositions 

about future variables that affect foreign exchange markets, 

together with information that describes how these variables 

affect the relative value of currencies. 31 Even the current 

exchange rate ($.7491 U.S.) and the average exchange rate 

over the past ten year s ($.87 U. S. ) could be ev idence included 

in the information set. 32 

The log ical analy si s of these propos i t ions, perhaps 

combined with h i stoz:-ical data and postulates that relate 

the two, constitutes the bulk of the argument for the 

probability of the above statement. 

Keynes felt that a log ically analysed argument could 

contr ibute to our knowledge in the same way as direct 

exper ience. Thus, hi s theory of probab iIi ty is concerned 

wi th that part of our knowledge we obtain by argument. 

Knowledge garnered in this way is, a~ is clear in the example 

given above, not necessar ily certain. Keynes's theory of 
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probability is designed, however, to determine the degree 

of probability that can legitimately be held in propositions 

of this type, given a specific set of evidence. 

Keynes was convinced that with the addition of probable 

knowledge gained through the rational judgement of arguments, 

decision-making on the basis of small amounts of pertinent 

information is possible. "Ordinary logic", he claimed, is 

much more useful in this direction than the "sophisms and 

ingenuities of metaphysicians, logicians, mathematicians, 

and even theologians".33 

The Treatise consists of numerous guidelines as to the 

employment of 'ordinary logic' in the making of rational 

judgements about the bearing of evidence upon conclusions. 

A good deal of the text is devoted to the examination of 

evidence, the determination of relevance and the assessment 

of how the cumulative weight of information bears on a 

proposition in one way or another. 34 Regardless of the amount 

of evidence available, specific degrees of belief can be 

maintained about particular propositions that are perfectly 

rational under existing circumstances. 

To understand how Keynes's theory of probability works, 

it is necessary to examine it in some detail. 

http:theologians".33
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The Mechanics 

In The Treatise, the facts from experience emphasized 

in Keynes's Practical Philosophy are termed the objects with 

which we are 'directly acquainted'. Included under this 

heading are three categories of items: 

i. 	 Sensory experiences 

i i . 	 Ideas 

iii. 	Perceptions of facts, characteristics or 

relations about i and ii. 

What we 'know' are not these th ing s. Ra ther we know 

propositions that use these as their basis. There are two 

types of propositions: 

i. 	 Primary proposition - a statement, like the above 

example about a bouyant Canadian Dollar. It is 

not known. 

ii. 	 Secondary proposition - statements that are, in 

some degree, known to be true. For example: 

enhanced international business confidence in the 

Canadian economy positively influences the exchange 

rate. Secondary propositions are cognized directly 

from evidence - the objects of direct acquaintance 

listed above. 35 
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Secondary propositions are linked to their evidence by 

means of a logical relation, that is , a category iii "object 

of direct acquaintance". This logical relation, it is 

recalled, is termed an 'argument'. 

Now, the obj ecti ve is to determine the deg ree of rat ional 

belief (i .e. probability) we can objectively hold in a given 

primary proposition. 

Knowledge of the pr imary propos i tion can be obta ined 

ind irectly, by way of argument from the secondary proposi tion 

(and its related evidence) to the primary. This relationship 

is, again, one that we are acquainted with "directly". 

Rational beliefs about pr imary propositions are 

conditioned by the probabilities of secondary propositions. 

If a secondary proposition is certain, that is, if it is 

'true' given the available evidence, then the primary 

proposition linked to it by means of argument is known. 

Should the secondary proposi tion be only probable in some 

degree less than certainty, the primary proposition is also 

only probable in some degree. 36 

Let us say that in the same wayan artist knows that 

mixing the primary colours blue and yellow yields green, an 

economist can know that the exchange rate responds positively 

to an increase in business confidence. If our primary 
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proposition is that the value of Canada's currency will 

rise against the u.s. dollar next year, and we know that 

confidence is at a high level, and further, this is all 

that we know, then on the basis of available evidence, we 

can entertain a certain degree of belief in the proposition 

that the value of the Canadian Dollar will rise. 

If we are not entirely sure of the relation between 

confidence and the Dollar, but we have some reason to believe 

that they are not negatively related, then we have some 

degree of rational belief that robust confidence will result 

in a stronger Dollar next year. 

Keynes noted that we are not always able to perceive 

(by direct acquaintance) the exact nature of the logical 

argument that links a secondary and primary proposi tion. 

The example of business confidence is particularly appropriate 

because it is an economic phenomenon that is neither precisely 

measurable nor always amenable to log ical explanation. Keynes 

suggested that in such cases we judge the relation 'directly'. 

That is, we just know that the relation exists, even though 

we are not able to say exactly how we know this. 37 

It is the intuitive faculty that Keynes refers to with 

the phrase 'direct judgement,.38 

http:judgement,.38


83 

Intuition is also valuable, Keynes states explicitly, 

as a tool for distinguishing the relevance of a bit of 

evidence to the proposition in question. 39 In similar fashion, 

intuition can be used to link the evidence with a secondary 

proposition where logic is inconclusive. For example, it 

might be proposed that low interest rates in Canada relative 

to those in the United States will cause the value of the 

Canadian Dollar to rise. Since Canadian interest rates in 

the relevant past have followed those of the United States 

fairly closely, there exists no evidence upon which it can 

be argued that this proposition has, say, an extremely low 

probability. There may, in the circumstances surrounding 

the period in which the proposition is made, be some reason 

to believe that the probability of the statement is low (or 

high ), but there is no logical connection between these 

circumstances and the proposition itself. In such a case, 

direct judgement - intuition - may be utilised to make a 

connection between evidence and proposition. 

It was mentioned in the WHITE chapter that Keynes 

considered intuition to be the wellspring of creative thought. 

There is evidence in some of Keynes's non-economic writing 

that he had a very high regard indeed for intuition as a 

faculty of the rational intellect. 40 It is difficult to 

discern whether, when writing the Treatise, Keynes was aware 
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of the import of intuition in this sense. He did, however, 

at tr ibute to in tu it ion the abi 1 i ty to prov ide - in the absence 

of other evidence - the impetus that results in the formation 

of a proposi tion from evidence that otherwise does not suggest 

it d i r ect ly : 

[w]e depend upon the initial presumption 
that, if a proposition appears to us to 
be true, this is, by itself, in the absence 
of opposing evidence, some evidence for 
its being as well as appearing true. 41 

With this sketch of Keynes's theory and his Practical 

Philosophy to use as reference tools, other interesting aspects 

of his approach to probability can be interpreted and 

understood. 

i. The Information Constraint. 

Do not assume the existence of information that is not 

available, runs one of the tenets of the Practical Philosophy. 

A Primary proposition is certain only if a body of evidence 

and a secondary proposition together form the basis for a 

certain argument in its favour. Lacking certainty in this 

argument renders the proposi tion less than certain. The 

degree of rational belief that can be obtained from an uncertain 

argument is objectively determined however, making for a 

useable - albeit uncertain - conclusion. Clearly, the class 
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of propositions falling into this category is far larger 

than that which includes certain propositions. 

ii. The Effect of Change. 

The probability of any proposition, in that it is 

dependent upon the available evidence that supports or refutes 

it, will change with the addition of new information. 

Highlighted here is the tenet that each situation has to be 

evaluated on its own merits due to the presence of the 

potential for change. "The world is flat" was once a 

proposition that, in light of all of the information available, 

was deemed to have a probability of 1.0. Subsequent events 

the observations of Galileo Galilei, Magellan's 

circumnavigation of the globe, live television pictures of 

the earth from an orbital vantage point - resulted in the 

probability of this statement eventually being reduced to 

0.0. At each point in time, the accumu la ted ev idence is 

qualitatively and quantitatively different. The probability 

relation judged in each period is, accordingly, related to 

th is ev idence. The fact that the or ig ina 1 statement was 

finally proven false does not, however, detract from its 

rationality in light of the original set of evidence. 

It would seem to follow that generalized rules formed 

on the basis of probability calculations are ill-advised. 

All the swans observed over the duration of one's experience 
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might very well be whi te in colour. A valid proposition 

based on this evidence might be that "all swans are white". 

This 'rule' - stated with implied certainty - will only 

hold until the sighting of a single black swan. Less certain 

but perhaps more practical in recognition of the fact that 

not a 11 swans have been observed is the rational be lie f, 

based on the evidence, that there is a high probability 

that all swans are white. 42 

The type of ev idence prov ided by s ta ti stical cor re la t ion 

must be used with particular care. The "Phillips Curve" 

was derived from the observable correlation between 

unemployment and inflation (nominal wages) in Great Britain 

over the 1861 to 1957 period. The postulated connection 

between these two variables tacitly assumed that over time 

inflation and unemployment are caused by the same phenomena. 

As Keynes would put it, a per fect analogy in the circumstances 

of all observations was taken for granted. 43 The associated 

conception that economies are mechanistic in character led 

to the suggestion that one variable could be controlled by 

manipulating the other. 44 This situation is not, of course, 

impossible.§45s The point is that, other than the statistical 

correlation itself, there was no other evidence upon which 

the assumption of analogy over time (and in later attempts, 

over space) could reasonably be based. 
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The Treatise and Theory 

The implications of Keynes's approach to probability 

are, with respect to theory in general, both interesting 

and relevant to the discussion to follow. The primary 

objective of theory, thought Keynes, was to render a complex 

and puzzling bundle of information about a particular problem 

"r at ional and manageab Ie n .46 If it is accepted that in forma tion 

is imperfect, theories are obliged to produce two results: 

i) they must be able to sort the relevant from the irrelevant 

information associated with the matter at hand, and ii) 

they must explain existing information. 

No theory is significant, in Keynes's opinion, if it 

cannot account for the observable facts. 47 Note that whether 

a theory continues to account for the facts once it has 

been shown to explain a particular time or space specific 

situation was not overly important to Keynes. Change was 

always liable to make any theory about social phenomena 

obsolete. That any or all of the theory he espoused in the 

first half of this century is now found to be obsolete 

would have neither upset nor surprised Keynes. 

Attention is thus drawn to the belief that theory is 

tantamount to universal truth. The fact of change obviates 

the necessity to arrive at a theoretical conclusion that 

will be true in all places for all time. 48 In recognition 
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of th i s, Keynes frequently altered his prescription for a 

particular economic ill, believing that despite the similarity 

in symptoms to situations of the past, the current instance 

was in some respect different from those of the past and 

therefore called for a different remedy.49 Observers of this 

habit often criticized Keynes for what they perceived to be 

inconsistency and opportunism. 50 

A final observation concerns the implication of Keynes's 

critique of statistical inference for the theoretic process. 

As ment-ioned earlier, statistics are extremely useful in 

presenting the numerical characteristics of a problem in an 

organi sed fash ion. Statistical analysis could be used to 

enhance th is descr ipt ion, so long as it was pract i sed proper ly. 

As the sole basis for making predictions of the future however, 

Keynes felt statistical techniques were definitely 

insufficient. The uni ver se, or even jus t that por t ion of 

it that is r elevan t to a part icular ob ject of theory, is 

too vast and var ied to be amenab le to such a 1 imi ted approach. 

Far too many simplify ing assumptions are required in the 

attempt to render the universe mechanical for a theory derived 

51therefrom to be of any practical use. Keynes preferred to 

conceive of knowledge itself as the object of theory, the 

body of knowledge concerning a particular question being 

http:remedy.49
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governed by "laws of necessary connection" derived not from 

all kinds of convenient assumptions but from ordinary log ic. 52 

The Treatise and Reasonable Expectations 

Some of the ideas and considera tions that colour Keynes's 

pragmatic approach to the theory of probability were precursors 

to his theory of economic expectations. This latter theory 

will be set out in detail in the chapter to follow. It may 

be useful at this point, however, to enumerate the threads 

common to both. 

i. Information is limited. No theory of expectations can 

reasonably assume that decision-makers know the future. 

The probab il i t ie s of fu ture even ts, inc Iud ing the consequences 

of actions, can usefully be assessed however, using ordinary 

logic in the service of rational judgement. 

ii. Rational judgement involves making arguments about 

spec i f ic propos i t ions based on the facts that log ically suppor t 

re la ted proposi tions. The process often involves the use 

of intuition, especially where the quality and quantity of 

evidence is unsatisfactory. 

iii. There is, by virtue of the logical procedure involved, 

an element of objectivity in rational judgement. Logical 
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processing is entirely dependent upon the nature of available 

information. The extent to which any rational judgement is 

objective then, depends upon the characteristics of the 

information set and the nature of the argument that can be 

made from it. It follows that, where there is little evidence 

and an unclear argument, the subjective element of rational 

judgement must come to the fore. Recall from the previous 

chapter that the complete absence of information causes actions 

to be based more on conventions. A convention then, is 

composed of two parts: the log ical assumption that since 

nothing went wrong using the convention in the past, 

disappointment is unlikely in future; and the intuition that 

the future will not contain change that will mean 

disappointment. In such circumstances, conventional actions 

are clearly reasonable and rational given Keynes's 

perspective. 

i v. Keynes e labor ated in The Gener al Theory that economic 

expectations, particularly those involving the distant future, 

are necessarily indefinite. The set of evidence upon which 

expectat ions of the far future are based is so limited that, 

Keynes found, such expectations are grounded less in logic 

than in "vague doubts and fluctuating states of confidence" 

about the unknown. 53 
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v. The above would seem to imply that "uncertainty" plays 

a predominant role in all economic expectations. This is 

not to be denied. The influence of uncertainty is not as 

str a igh tforward as it may appear. First, Keynes was wont 

to be very specific about what uncertainty meant as far as 

expectations were concerned. Furthermore, the exact scope 

of uncertainty in any given situation must be identified. 

A proposition is 'uncertain' if it has a probab il i ty 

characteristic of less than 1. o. In this sense then, nearly 

all propos i t ions are to some deg ree uncertai n. In that 

probability relations concern arguments that can be made to 

relate evidence and conclusion, arguments themselves are 

liable to some degree of uncertainty. There is an important 

distinction between the uncertainty attached to a proposition 

and that which is associated with an argument. In the first 

case, although a proposi tion is determined to be only probable 

in some degree, there is an objective element in the process 

of the argument that leads to an element of confidence in 

this assessment. Where there is uncertainty in the argument 

however, due to a lack of sufficient evidence or the 

i napplicability of logic, only intuition can serve to 

strengthen the relation, as noted above. Th is be ing the 

case, matters that involve either very little grist for the 

logical mill or very little evidence altogether are 

particularly dependent upon the intuitive element in the 
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process of rational judgement. An example of this type of 

case would be the attempt by investors to foresee the 

consequences of their decisions to purchase new capital 

equipment and hire workers. 

with regard to this last point, it is not to be implied 

that fundamental uncertainty of the type associated with 

the occurrence of a completely novel event is of any 

significance to Keynes's theory of probability or his 

perspective on expectations. If a particular event cannot 

be assigned a probability a priori, then it can not affect 

a given decision. 54 There can, in sum, be a good deal of 

'confidence' associated with the probabilities assigned to 

propositions. This confidence is directly attributable to 

the quali ty of the argument however, which explains why 

Keynes devoted such large part of the Treatise to the matter 

of improving arguments. 

As mentioned earlier, where logic or evidence fails in 

the process of rational judgement, intuition must often 

substitute. It is then, only if this final rational factor 

fails that the basis for judgement is undermined completely. 

The significance of this point will become clear in the 

chapter to follow. 
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Summary 

The connections between what has been termed Keynes's 

'Practical Philosophy' and his theory of expectations can 

be seen to be contained in the concept of rational judgement. 

i. That phenomena - particular ly social phenomena - are 

liable to change over time and space led Keynes to reject 

the Statistical Frequency approach to probabili ty. It is 

not reasonable to expect perfect analogies between past and 

future. 

ii. The set of information pertinent to a particular 

proposition may change with time or circumstance. The 

probability at tached to a proposi t ion is not, there fore, 

intrinsic to the proposition itself; rather, it is associated 

with the quantity and quality of evidence and the argument 

that can be made linking this evidence to the proposition. 

iii. Not every type of proposi t ion is amenable to the 

quantitative calculation of probability.55 An over-emphasis 

of the numerical aspects of a matter can lead to distortions 

and errors. 

iv. Central to the objective assessment of probability is 

the proper use of logic in the analysis of evidence. It is 

important therefore that the evidence be of a quali ty and 

http:probability.55
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quantity sufficient to allow the use of the tools of logic. 

It follows that a thorough acquaintance wi th the circumstances 

and body of information relevant to a proposition is 

prerequisite to rational judgement. 

v. Rational judgement often involves the use of the intuitive 

facul ty. In tui tion is used to evaluate the re levance of 

evidence, link an item of information to a proposition where 

logic fails to be a useful guide and provide propositions 

where they are not clearly presented on the basis of the 

evidence alone. 

vi. Rational judgements seldom involve the establishment 

of certain conclusions about propositions. The non-existence 

of complete information and the impossibility of fabricating 

solid logical connections between evidence and conclusion 

(i. e. making perfect logical arguments) precludes the 

establishment of certain conclusions in almost every case. 

Keynes found this last point reflected in everyday 

dec is ions that necessar i ly involve expectat ions of the future. 

He was not of the view that entrepreneurial investment risks 

could always be calcula ted prec isely using numer ically der i ved 

probabilities. Nor did he feel that objective assessments 

of the facts, combined with a degree of intuition concerning 
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unknown factors were 'irrational'. In fact, doing so is 

perfectly reasonable. 

Expectations are rational and objective to the extent 

tha t they are based on the facts and log ic; they are subject i ve 

in that intuition is involved where objective analysis fails 

to produce a result in which one can be confident. Keynes's 

view of expectations is that they involve, through reason, 

the use of available dec is ion-mak ing re sources. They are 

not rational in the sense that John Muth portrays them in 

his Rational Expectations Hypothesis, but they are rational 

to the realistic limits of information and ordinary logic. 

The fundamental distinction between linear reasoning as 

assumed by Dig i tal theor i sts and the tr iangular process 

involved in rational judgement described by Keynes is reflected 

in divergences in method and results in diametrically opposed 

theoretical conclusions. 
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ENDNOTES 


1. 	 O'Donnell feels that, because of the wide range of 
iss uesc0 vered the rei n - log i c, rat ionali t y, prob a b iIi t Y , 
epistemology, induction, causality, statistics and meta
physics - the book is a work in philosophy. See his 
doctoral thesis enti tIed Keynes: Philosophy and Econom
ics: an Approach to Rationali ty and Uncertainty, Tr ini ty 
College Cambridge, September 1982; p. 2. This is cer
tainly true, but philosophical content is read only 
between the lines, as is the case for most of Keynes's 
writings (save for the last chapter of 
The General Theory). I concur most readily with 
O'Donnell that the work represents a "general theory 
of rationality" (p. 2 as well), motivated primarily by 
Keynes's desire to discern the rudiments of action based 
on rational belief. Braithwaite claims Keynes's main 
moti ve for wr i ting the Treastise was for the purpose 
of explaining how a degree of belief could be quite 
rationally arrived at in a credible and consistent manner. 
See his essay 'Keynes as a Ph+losopher' in Milo Keynes 
(ed.), Essays on John Maynard Keynes, Cambridge Univer
sity Press, London, 1975; p. 241. At the time, Keynes 
called his method "a new kind of logic", applicable to 
"doubtful arguments and uncertain conclusions", which 
would lead to conclusions that were perfectly rational 
and objective. Robert Skidelsky, John Maynard Keynes, 
Volume 1 =- Hopes Betrayed 1883 =- 1920, Macmillan, London, 
1983; p. 183. 

2. 	 J.M. Keynes, A Treatise on Probability Harper and Row, 
New York, 1962; p. 4 

3. 	 A capsuli zed vers ion of the orthodox theory and its 
problems is provided by Keynes in the Treatise (op. cit.); 
p. 81 - 101. Keynes comes down hard on the principles 
of Bernouilli, Laplace and Venn. He then admits some 
affinity with what he calls 'the generalized frequency 
Theory' of sta t i st ical probab i Ii ty, wh ich holds that 
probability is not identical to statistical frequency, 
but must be based thereon (ibid.; p. 101 - 103). 

4. 	 Skidelsky (1983), OPe cit.; p. 208. While many Econo
mists are aware of this sentiment, less well known, as 
Sk idelsky re la tes, i s that Keynes had a keen in te rest 
in statistics dating from his childhood (ibid.; p. 54). 
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5. 	 J.M. Keynes, Essays in Persuasion, Macmillan, London, 
1931: p. 8. Keynes illustrates his notion of IUser 
Cost l in a 1934 draft of The General Theory with figures 
from Colin Clark IS INational Income, 1924 - 1931 1 

, showing 
gross investment, gross output, the value of physical 
wastage of old capital and net current investment. 
See JMK XIII: p. 473 and p. 473 fn •• User Cost refers 
to the value of capital sacrificed in order to produce 
a given output. See J.M. Keynes, The General Theory 
of Employment Interest and Money: pp. 52 - 53. 

6. 	 E.A.G. Robinson relates that Keynes once told him that 
all his best ideas came to him from "mess ing abou t 
with figures and seeing what they must mean". See 
Robinsonls article IJohn Maynard Keynes: Economist, 
Author, Statesman", in Economic Journal, Vol. 82, 
No. 3 2 6 (J u n e 19 7 2): P • 5 3 5 • 

7. 	 In the case of econometrics, such relations are used 
to show how an economic system operates and, thereafter, 
to make predictions about the values of dependent vari 
ables under specified conditions. See Ronald 
J. Wonnacott and Thomas H. Wonnacott, Econometr ics, John 
Wiley and Sons, Toronto, 1979: p. 3 - 5. 

8. 	 Roy Harrod, The Life of John Maynard Keynes, Macmillan, 
London, 1951: pp. 654 - 655. See also J.M. Keynes, 
A Treatise on Probability, Harper and Row, New York, 
1962: p. 81. Early in 1933, Keynes and Robert Kahn 
corresponded over the concept of an employment multiplier 
for government spending. Keynes had recently received 
a set of statistics from Colin Clark that seemed to 
confirm the multiplier hypothesis. Keynes wrote to 
Kahn on 29 January 1933: 

Colin was delighted with the multiplier 
for secondary employment, but I tell him 
that all it does is to increase slightly 
my conf idence in the accuracy of his 
statistics. He has further elaborated 
.•• [his calculations] but I tell him 
not to overcook it because, if he succeeds 
in making the actual and computed figures 
identical, I shall distrust his statis
tics again, since I know for sure that 
the multiplier is not always 2. 

JMK XIII: p. 413. 

9. 	 J.M. Keynes (1962), Ope cit •• : p. 112. 
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10. 	 Keynes illustrates his point by reproducing an alleged 
conversation between Jacques Bernouilli and Leibniz. 
To Bernouilli's query as to whether it is justified to 
conclude that a young man is twice as likely to survive 
an older man if it is known that out of 1500 cases a 
man of twenty outlives a man of sixty 1000 times, Leibniz 
replied: 

The calculation of probabilities is of 
the utmost value, but in statistical 
enquiries there is need not so much of 
mathematical subtlety as of a precise 
statement of all the circumstances. The 
possible contingencies are too numerous 
to be covered by a finite number of experi
ments, and exact calculation is, there
fore, out of the question. 

Ibid.; p. 368. 

11. 	 Ibid; p. 367. 

12. 	 The weak assumptions for the char acter i st ics of the 
error, as used in the method of ordinary least squares 
regression analysis, are that the error for any given 
observation is independent of that for any other observa
tion, and that these errors overall have a mean of 
zero and a finite variance. 

13. 	 J.M. Keynes (1962), OPe cit.; p. 214. 

14. 	 The universal applicability of the simple arithmetic 
mean and normal law of error is doubtful, Keynes thought, 
because they just do not coincide with the reality of 
organic populations. He suggests alternatives in ibid; 
chapter XVII,passim. --- 

15. 	 Ibid.; p. 240 - 241. 

16. 	 Ibid.; p. 248 - 249. 

17. 	 Keynes calls this the 'principle of the Uniformity of 
Nature'. Pheby, it is worth noting, interprets Keynes's 
discussion of this principle as evidence that he accepted 
its validity but I am not persuaded of this. See John 
Pheby, 'Are Popperian Criticisms of Keynes Justified?', 
a paper presented at the Cambridge Journal of Economics 
Conference on Methodological Issues in Keynesian Econom
ics, 12 -14 September, 1983, Trinity College, Cambridge; 
p. 5. 
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18. 	 J.M. Keynes (1962), OPe cit.; p. 249. 

19. 	 Ibid. 

20. 	 Novelty in combination, explains Georgescu-Roegen, is 
the phenomenon of a "multiplicity of novel forms" 
spr ing ing up f rom the same bas is. The impl ica t ion of 
this is simply that 

it prevents us from predicting the outcome 
even after the same combination has been 
actually observed once, or twice, or even 
several times. 

The Entropy Law and the Economic Process, Harvard Uni
versity Press, Cambridge, 1971; p. 117. 

21. 	 J.M. Keynes (1962); OPe cit.; p. 384 and above, p. 55 
(point i v) • 

22. 	 Ibid.; p. 388. 

23. 	 Ibid.; p. 343. 

24. 	 Refer to The General Theory of Employment Interest and 
Money, Macmillan, London, 1964; pp. 144, 208. Moral 
risk is associated particularly with the likelihood of 
a borrower deliberately defaulting on a loan, whether 
lawfully or unlawfully. It is not difficult to see 
how, when bus iness con f idence is at a low ebb, even 
the most cred i twor thy of custome r s cou 19 find themse 1ves 
having to pay a premium due to lender's assessments of 
this type of risk. 

25. 	 J.M. Keynes (1962), OPe cit .. ; p. 316. 

26. 	 Ibid; p. 392. 

27. 	 Skidelsky is of this opinion and I must say I agree 
upon examining Keynes's work, but perhaps not as defini te
ly as Skidelsky seems to imply (1983, OPe ci t.; p. 222). 
Keynes worried that in his experience, statistically 
based argument tends to run from observations about 
correlation coeffients to theories about the nature of 
the var iables in question instead of the other way 
round. See J .M. Keynes (1962), OPe cit.; p. 425. 

28. 	 Ibid; p. 323. Keynes quotes from Locke: 



100 

in the greatest part of our concern
ment, God has afforded only the Twilight, 
as I may so say, of Probability, suitable, 
I presume, to that state of Mediocrity 
and Probationership He has been pleased 
to place us in here. (Ibid. ) 

29. 	 From N.R. Hanson's introduction to the edition of the 
Treatise used here; p. Vll. Defining probability is 
le 55 lmpor tan t to Keynes than "advanc ing the enqu iry 
as to its nature"; ibid.; p. 8. 

30. 	 Harrod, in asserting that probability is attributed to 
a proposition, rather than to an event, is half right. 
For Keynes, probability lies in the nature of the relation 
between a proposition and its evidence, not in the 
proposition itself. A change in available evidence 
will alter the probability relation, not the probability 
of the proposition. See Harrod, OPe cit.; p. 654. 

31. 	 Keynes draws an analogy between speaking of a probability 
of a proposition and saying that a place is three miles 
distant. We mean, in the latter case, that the location 
is three miles from where we are at the time; the 
three miles is not a characteristic of the place itself. 
Hence, the probability of a statement varies with the 
evidence presented, that is, with its origin of reference. 
J.M. 	 Keynes (1962), Ope cit .. ; p. 7. 

32. 	 That is, the average noon spot rate, as reported in 
the Bank of Canada Review (Bank of Canada, Ottawa), Janu
ary 1985; p. S129 (Table 11). 

33. 	 J.M. Keynes (1962), Ope cit., p. 52. 

34. 	 Ibid.; p. 72. 

35. 	 Ibid.; p. 14. 

36. 	 This discussion is greatly distilled from ibid.; p. 11 
- 15, 

37. 	 Ibid.; p. 13. where the logical relation between primary 
and secondary proposi tions can be descr ibed, Keynes 
claims that the knowledge obtained thereby is "knowledge 
proper". Where this argument is only asserted, with 
no support, we can only end up with "uncompleted 
knowledge". (p. 14) 
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38. 	 Intuition is not mentioned expressly by Keynes in this 
context. In interpreting him in this manner, I might 
be disagreeing with O'Donnell, who equates intuition 
with Keynes's definition of 'direct knowledge'. Direct 
knowledge arises out of contemplation of the objects 
of direct acquaintance (p. 12). Intuition would seem 
to me to be other than this - an undefinable knowing 
(see Descartes descr iption quoted in the WHITE chapter) ; 
as such, the idea of intuition accords much more closely 
with what Keynes otherwise refers to as "direct 
judgement". Proof of my position is found in two places 
where Keynes equates 'intuition' with 'direct judgement' 
explicitly (1962, [Ope cit.]; pp. 63 and 70). Nowhere 
could I find a similar correspondence between the terms 
direct knowledge and intuition. See O'Donnell, op. cit.; 
p. 76. 

39. 	 J.M. Keynes (1962), OPe cit •• ; p. 54. That the existence 
of relevant and irrelevant evidence is a peculiarity 
of probability that precludes the measurement of proba
bility by purely statistical methods is elaborated; 
see IbId.; p. 104. 

40. 	 Of Sir Isaac Newton Keynes wrote: 

In the eighteenth century and since, 
Newton came to be thought of as the first 
and greatest of the modern age of scien
tists, a rationalist, one who taught us 
to think on the lines of cold and 
untinctured reason. I do not see him 
in this light ...• Newton was not the 
first of the age of reason. He was the 
last of the mag ic ians. •• • Hi s peculiar 
gift was the power of hold ing continuously 
in his mind a purely mental problem until 
he had seen stra ight through it. I fancy 
his pre-eminence is due to his muscles 
of intuition being the strongest and most 
enduring with which a man has been gifted. 

Keynes, J.M., Essays in Biography, Geoffrey Keynes (ed.), 
Rupert Hart-Davis, London, 1951; p •. 310, 312. Similar 
intuitive faculties are attributed by Keynes to Marshall 
in the same volume; p. 136. 

41. 	 J.M. Keynes (1962), OPe cit.; p. 239. 

42. 	 Keynes borrows this illustration from Mill; ibid.; p. 267 
268. Keynes's contends elsewhere thatlt is the 
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direction of change rather than the amount that should 
be of concern to us. Only the former can be inferred 
wi th a degr ee 0 f probab il i ty approach ing cer ta in ty. 
See JMK XXIX; p. 41. 

43. 	 J.M. Keynes (1962), OPe cit.; pp. 389 - 390. 

44. 	 "The purpose of the present study", writes Phillips, 

is to see whether statistical evidence 
supports the hypothesis that the rate 
of change of money wage rates in the 
united Kingdom can be explained by the 
level of unemployment and the rate of 
change of unemployment .... 

He concludes his study thus: 

••• it seems from the relation fitted 
to the data that if aggregate demand 
were kept at a value which would maintain 
a stable level of product prices the 
associated level of unemployment would 
be a little under 2 1/2 percent. 

See A.W.H. Phillips, 'The Relation Between Unemployment 
and the Rate of Change of Money Wage Rates in the 
United Kingdom, 1861 - 1957', in Economica (New Series), 
Vol. 25, No. 100; pp. 283 - 289. For these passages 
consult pp. 284 and 299. 

45. 	 Ibid.; p. 391. 

46. 	 Quoted from Keynes's introduction to the Cambridge 
Economic Handbooks, as reproduced by A.F. Plumptre, 
'Maynard Keynes as a Teacher', Milo Keynes (ed.), 
Essay on John Maynard Keynes, Macmillan, London, 1975; 
pp. 252 - 253. 

47. 	 According to John Pheby, OPe cit.; p. 10. Pheby suggests 
that Keynes's exhibits his father's methodo1og i ca 1 
approach (ibid.; pp. 20 - 21), which is true - see 
J.N. Keynes, OPe cit.; p. 48; but is is not the entire 
truth, as will become apparent below. 

48. 	 Keynes's thoughts on accounting for changes in human 
behaviour in economic theory are found in JMK XIV; 
p. 115. 
Keynes criticises himself for not accounting for the 
potential for change of an institutional character when 
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writing his Treatise on Money; see p. vii of The General 
Theory of Employment, Interest and Money, Macmillan, 
London, 1964. 

49. 	 This was part and parcel of Keynes's understanding of 
the 'scientific method'; see Pheby, OPe cit.; p. 8. 

50. 	 Harry Johnson considered him an "opportunist and an 
operator"; see his essay 'Keynes and British Economics', 
in Milo Keynes (ed.), OPe cit.; pp. 115 - 116. 

51. In correspondence with von Hayek on the occasion of 
his publication of The Treatise on Money, Keynes not 
too subtly alludes to the qualitative difference between 
'pure Theory' and "the actual world we live in". He 
suggests that Hayek's theory, stripped of its 
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Confidence Crises 

Introduction 

Keynes conceived and wrote The General Theory in the 

1930' s. Many of the ideas that shaped the economic plane 

then have since been transformed or replaced. Free Enterprise 

is no longer an unquestioned panacea for social welfare. 

Government has come to play significant roles in production, 

exchange and wealth d istr ibut ion and of course consumes a 

large proportion of the national dividend. Small business 

and entrepreneurs are endangered species, often absorbed by 

corporate giants who constantly require profitable enterprise 

to survive. 

Economic institutions and practices are constantly 

established, moulded and rendered obsolete by changing ideas. 

Understanding new facts and details manifest in the economic 

plane depends crucially upon the nature and scope of Economic 

analysis. 

Modern Economic thinkers have fashioned a sophisticated 

tool to apply to the simplification of this increasingly 

complex subject. They have taken to setting out in 
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mathematical, mechanistic form the variables and relations 

of a changeable, organic entity. 

This Digital approach to rendering the objects of Economic 

scrutiny more tractable is vastly different from that used 

by Keynes. He likened the mental exercise of grasping the 

essen t ia 1 aspects of economic real i ty to an ar t. 1 Few of 

the symbols he used, even when the resulting 'models' of 

reality were set to paper, were intended to be filled out 

with numerical content. Their primary purpose was to highlight 

for the in ves t ig a tor the na ture of re la tionsh ips and en ti ties 

that were accepted as variable over time. As has been 

discussed, Keynes's method was informed by the potential of 

change. 

The implications of these two approaches to conceiving 

of and analysing the economic plane are the final subject 

of enquiry here. The Rational Expectations Hypothesis, 

embedded in a model of the Digital type, will be juxtaposed 

with the expectations theory developed by Keynes, following 

upon his Practical Philosophy and investigations of rational 

judgement. 2 
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Models: Reality Simplified or Apotheosised? 

Dig i tal macroEconomic models are ideally in tended to 

be mathematical analogues of economic reality. They are 

often, especially when designed to be estimated 

econometrically, intricate and elaborate. It is not 

surprising that modern Digital theorists would see the primary 

distinction between Keynes's models and those of today as 

being a technical one. It is true that Keynes's models 

seem simple and more symbolic than mathematical; it is also 

true that the mathematics at Keynes's command was less 

sophisticated than that possessed by some top-flight theorists 

today. It is incorrect to conclude however, as this discussion 

will bear out, that Keynes - equipped with the same mathematical 

expertise - would have been more inclined to use economic 

models different from those traditionally associated with 

him. On the contrary, such models contradict his Practical 

Philosophy and exclude the process of rational judgement. 

The idea that underlies Digital Economic thinking and 

shapes Digital models is 

that one might describe an economy as a 
system of stochastically disturbed 
difference equations, the parameters of 
which could be estimated from actual time 
series (emphasis added).3 
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Attention has been drawn to the use of the word "as". The 

connotation is clear. Digital Economists seem convinced 

that all relevant economic aspects of society can be modelled 

as systems of equations because in reality they work in the 

precise, mechanical, predictable way equations work. Keynes 

did not perce i ve the economic plane in th is way: he did 

not, therefore, perceive many uses for models of the Digital 

type. 

The Digital perception of the economic plane is 

cond i tioned in part by the technolog ical facade that has 

been built onto most aspects of late twentieth century life. 

A Dig i tal ised outward form has led to the be lie f in quant if iable 

content: and the gathering and organising of 'data' now 

consumes a great deal of intellectual talent and energy. A 

mass of information has been collected that was not available 

to Economists in Keynes's day; nor could today's machinery 

for manipulating th is in format ion have been conce i ved of 

fifty years ago. But the impulse to Digital modelling finds 

its origins at a level deeper than this technological facade. 

It is argued here that the ideas that motivate Economics 

and hence the purpose of economic models has changed. 

Accordingly, the scholar's perspective as to what is important 

for theory and most useful in modelling has shifted. 
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Li ke the 'pure sc ience s " Dig ita 1 Economics is not 

singularly devoted to solving contemporary problems, although 

it cannot be denied that doing so is incorporated in the 

larger objective of determining the laws of the economic 

universe for the purpose of predicting the course of economic 

events. "The ultimate goal of a positive science," Milton 

Friedman tells us in his now classic essay 'The Methodology 

of positive Economics', 

is the development of a "theory" or 
"hypothesis" that yields valid and mean
ingful (i.e. not truistic) predictions 
about phenomena not yet observed. 4 

Keynes would not have argued with this basic tenet, as 

long as the purpose env is ioned by Fr iedman toward wh ich 

prediction is directed is the solution of pressing problems. 

Proof of this is found in Keynes's philosophic and 

me thodolog ical preoccupa tion wi th the consequences of act ions 

and rational decision-making. To add to our predictive power 

would, in his view, aid in the making of decisions. 

Decision-making would be enhanced, however, not simply because 

we would better know the future (even if this could be 

practically demonstrated). What is more important, as will 

be borne out in the discussion below, is that improving our 

capacity to predict would strengthen the confidence we have 

in our decisions to act. Predictive ability is, in short, 



109 

very useful to decision-making but is not to be pursued as 

an end in itself. 

Where Keynes would certainly differ with Digital 

Economists is in their belief that accurate prediction is 

exclusively the child of 'better' mathematical models. 5 He 

would not have agreed with the necessarily prior assumption 

that every important aspect of the economic plane is 

descr ibable wi th stochastic equations the parameters of which 

have the quality of numerical law. Nor would he have abided 

the belief, implicit in this method, that the Statistical 

Frequentist probabili ty approach inherent in such models 

will yield useful fruit in instances where potential change 

is of the essence of the situation. 6 

Recall from the two previous chapters that Keynes's 

focus was on problems and decisions of the present. While 

knowledge of the future would be exceedingly useful for the 

mak ing of present dec isions, Keynes was equally sceptical 

of the assumption that the future can always be accurately 

predicted on the basis of statistics describing the past. 

Keynes did not use probabilistic models because he 

believed that there cannot (not did not) exist sufficient 

information to produce, using mathematical formulas and 

statistical techniques, accurate conclusions about all 
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relevant variables. In his mind, models are useful for 

interpreting the knowledge we have and for making mental 

connections between phenomena that may not be linked in an 

empir ically observable manner. While the "bare bones" of 

economic theory was expressable in mathematical form, Keynes 

held that many of the causes of economic events have no 

quantitatively measurable qualities. Mathematical models, 

therefore, can not be expected to carry one far "towards 

establishing useful results."7 The point is expressed in 

The General Theory thus: 

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 organised and orderly 
method of th i nking out particular 
problems. 8 

Rational Expectations and Reasonable Expectations 

Since Keynes's pathbreaking investigation of investor's 

expectations in The General Theory, Economic theorists have 

been keenly aware of the important role expectations play 

in a capi tali st economy. 9 Dig i tal mode Is of expectations 

can be distinguished from Keynes's conceptualization in many 

different respects. 
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With the objective of accurate prediction in mind, Digital 

Economi sts be lieve that, in the ir economic mani fes tat ions, 

the actions of man are patterned. That is to say, economic 

decisions and actions predicated thereon are determined by 

the systematic interaction of a myriad of economically relevant 

var iables. 10 Under ly ing thi s v iew are the tenets Keynes 

identified as associated with the adherents of the Frequency 

School of probabi Ii ty. The ir pr inc iple opera t ional assumpt ion 

is that an economic plane is comprised of mechanistic 

components - of which man is but one - related to one another 

according to empirically observable laws. ll On the basis of 

the presumed existence of these laws, probability 

distributions for economic variables, including the behaviour 

of man, can be calculated. 

It is a relatively short logical leap from this premiss 

to John Muth's proposal that the expectations of economic 

agents are quantitatively similar, on average, to the 

predictions Economic Theory derives from Digital econometric 

mode Is. 12 Mu th 's 'Rational Expecta tions Hypothes is' was simp ly 

that the expectations of firms (or, more 
generally, the subjective probability 
distribution of outcomes) tend to be 
d istr i buted , for the same information 
set, about the prediction of the theory 
(or the objective probability
distribution of outcomes) .13 
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As Muth originally conceived the notion, Rational 

Expectations are r at ional because, on aver age, they are 

consistent with the output of econometrically estimated 

models. He was quite aware that in reality, individual 

expec ta t ions are based on 1 i t tIe more than "sc r a tchwor k" , 

just as Keynes had noted decades before. Expectations are 

not, as such, amenable to quanti fica t ion and inc Ius ion in 

Digital models. Some numerical analogue had to be concocted 

to represent the manner in wh ich real 1 i fe expectat ions 

were formed. The Rational Expectations Hypothesis is simply 

the log ical extension of two assumptions: that man's behaviour 

is patterned and that the essence of human reason is identical 

to the reasoning process at the heart of Dig ital models. 

This latter process will be clarified shortly. 

In spite of his grasp of the reality of expectations, 

Muth chose to justify his hypothesis ~ priori by suggesting 

that if agent's and Economist's expectations were not 

consonant, the latter would be in a position to realise 

profits from commodity speculation or the sale of investment 

advice. 14 Muth is inadvertently presupposing that Economist's 

forecasts are, on average, correct. Nonetheless, Economic 

theor ists of the Rational Expectations persuasion tend to 

conduct themselves as if their models are "true", inevitably 
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concluding that if agent's expectations are not, in reality, 

equivalent to their own, they are not behaving "rationally" .15 

Keynes, some thirty years before Muth, observed that 

some correlation exists between the predictions of economic 

agent's and, not the predictions of economic theory, but 

the actual future.1 6 In part, Keynes concluded, th is phenomenon 

is attributable to the fact that agents act according to 

their expectations, and that these actions, in concert, tend 

to bring about the realisation of the expectations that 

motivated them. 17 

As Keynes saw it, the mechan ism whereby th is comes 

about is comparatively simple: 

If prices are expected to rise and the 
business world acts on this expectation, 
that very fact causes them to rise for 
a time and, by verifying the expectation, 
re in forces it, and s i~i lar ly if it expects 
them to fall. Thus a comparatively weak 
ini tial impetus may be adequate to produce 
a con siderable fluctuation. 1S 

Th is was possible, in Keynes I s eyes, because of the 

inherent qualities of a monetary - as opposed to a real 

exchange - economy.19 The posses s ion of money (or other 

relatively liquid assets) allows investors the option of 

hold ing the ir money income until such time as they are conv inced 

that spending it on capital equipment now will reap them 

larger future returns than waiting to do so at some later 

http:economy.19
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date. Hence, "chang ing views abou t th e future are capab Ie 

of influenc ing the quanti ty of employment." 20 In a sense 

then, the quantity of money holdings is a barometer measuring 

the degree of confidence associated with the rational beliefs 

that form the basis of agent's ~xpectations.21 

The distinction between Rational Expectations and what, 

for reasons that will become clear as the discussion 

progresses, wil l be termed Reasonable Expectations along 

the 1 ines of Keynes's approach, is c lear at the outset. 

Muth feels that to be rational, expectat ions mus t be equ ivalent 

to those calculated statistically within the framework of a 

mathematical model. Keynes, on the other hand, considered 

an economic expectation to be a purpose-spec if ic rat ional 

judgement. He saw expectations as the result of calculation 

only in so far as this is possible and relevant. This is 

the objective element of Reasonable Expectations. It 

corresponds to the objective component of rational judgement. 

There is also a subjective component of expectations arising 

from the intuitive element of rational judgement. This 

component is directly responsible for the degree of confidence 

with which expectations are held. The distinction between 

Rational and Reasonable Expectations arises, therefore, from 

the type of reasoning assumed in each: the former assumes 

http:xpectations.21
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linear reason ing wh i le the la tter incorpor a tes tr iang ular 

reason i ng. 

Both constructs involve the character of expectations 

as they exist at discrete moments. In the case of Rational 

Expectations however, this focus is motivated by a desire 

to explain deviations in output from trend. 22 Expectational 

errors (along with random shocks) are responsible for such 

deviations. Rational Expectations are (ex hypothesi) correct 

within a measured margin for error of a stochastic origin. 23 

The primary causes of output deviations then, are random 

events. The focus of Rational Expectations models becomes 

the identification of sources of random shocks to the economic 

mechanism. 

Reasonable Expectations are not assumed to be correct. 

Accuracy is of secondary importance in light of the fact 

that Keynes's objective is not to predict but to explain 

fluctuations in investment (ergo employment). Reasonable 

Expectations, unlike Rational Expectations, are volatile 

constructs, stemming as they do from the process of rational 

judgement. 

That Ra t i onal Expectations are based exclusively on 

linear reasoning l ends to them a stability that is not assumed 

for Reasonab le Expectations. The difference between the 
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two arises from the process of reason at each heart of each 

theory. It has been stated that linear and tr iangular 

reasoning are associated with Rational and Reasonable 

Expectations respectively. This dichotomy will be clarified 

in three steps, as follow below. 

Human Nature 

The utilitarians, it will be recalled from the White 

chapter, were the first t o wed analytically a concept of 

human motivation with a quasi-scientific empirical method. 

Implicit in this approach was the firmly held belief that 

human nature is definable and constant. 24 

One of the aspects of man that defines him is the 

objective to maximise pleasure and minimise pain. 25 The 

consistency of man's behaviour in this respect rendered him 

predictable, at least to the extent that pleasure and pain 

could be identified and measured by the scientific observer. 

This consistency is considered indicative of people's 

rationality. As rational beings, individuals behave in like 

manners in like circumstances, presupposing of course that 

they recognise like circumstances when such occur. 

Having evolved from this Utilitarian approach, Rational 

Expectations theory has this perspective of human nature at 
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its heart. Man is assumed to be an Optimizer (maximizing 

pleasure and minimi zing pa in under cons tr a in ts) • He does 

not knowingly repeat errors in a systematic (and therefore 

irrational) manner. He efficiently collects and uses 

information. Finally, he is consistent in his 

decision-making, due to his presumed use of (Rational) decision 

rules. 26 

This particular characteristic of the theory was not 

expl ic it in the or ig inal hypothes i s suggested by Mu th. Rather, 

it was appended later by those who reali sed that it was 

logically consistent with the assertion that man behaves as 

if he uses a Digital model to make economic decisions. 

Muth's hypothesis treats calculation as a metaphor for 

thinking. The suggestion is that thinking proceeds according 

to a linear reasoning process, just as calculation of 

rna thema tical probabil i ty d istr ibut ions is a process of steps, 

one following upon another. By extension, decisions can be 

thought of as being formed in the same way as the conclusions 

of mathematical models - by the use of established formulas 

or rules. 

For the most part, Keynes would have agreed with this 

aspect of Rational Expectations. As a young man, he was 

convinced of man's rationality in Muth's sense. 27 That is, 

he believed just as Rational Expectations contends that man 
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is an 'optimizer' in so far as his economic actions are 

concerned. Later in life, when 'rationality' took on for 

him a more cons idered meaning, Keynes would have deemed 

Optimizing Man a useful abstraction with which to begin 

theorising about expectations. 28 He did not, as Rational 

Expectations does, conclude his analysis of man's nature 

and the consequences thereof for his actions wi th this 

incomplete abstraction. 

Muth's hypothesis that real life expectations are 

equivalent to the predictions of Digital Economic theory 

restr icts reason to a process analogous to mathematical 

calculation. Subjective valuations of future outcomes are 

confined to the evaluation of variables which are predictable 

using statistical frequencies. Such calculation, in that 

it involves only that which is known together with the logical 

principles of arithmetic, is linear. Muth assumes that man 

reasons in li near fash ion. Hi s behav iour is cons istent; 

his actions predictable. Man's nature is thus idealised in 

an abstract Digital form. It is not coincidental that it 

is only in this form that man's actions are predictable 

using Digital analogue models as one's sole guide to analysing 

the economic plane. 

Keynes saw the Rational Optimizer in man's nature. He 

took after his father as well, however, in attributing to 
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man the potential to be original and creative. And he detected 

a natural intuitive capacity. 

In his considerable experience with securities and money 

marke ts, Keynes observed that business decisions are 

reasonable - reasonable that is, in the sense that he used 

to explain the process of rational judgement. Investment 

decisions are based on the facts (including statistics), 

processed with logic and advanced by intuition. Where 

information is sufficient to do so, decisions need be the 

outcome of logical market valuations only; intuition is not 

required. In practice, however, this is rarely the case. 

Most often, decisions must be made in light of incomplete 

or vague knowledge, which can only lead to less than certain 

rational beliefs in potential outcomes. In situations like 

these intuition comes into its own as a precursor to action. 

In Keynes's experience, 

[i)t is a characteristic of human nature 
that a large proportion of our positive 
activities depend on spontaneous optimism 
rather than on a mathematical 
expectation, whether moral or hedonistic 
or econom i c. (emphasis added) 29 

We are all familiar with Keynes's term for "spontaneous 

optimism" - Animal Spirits. 3D Less well understood is the 

precise role Animal Spirits play in the making of investment 

decisions. 
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While on one hand, robust Animal Spirits are a 

prerequisite to investment decisions, we "should not conclude 

from this that everything depends on waves of irrational 

psychology," cautions Keynes. 3l Animal Spirits, in that they 

compensate for uncertainty that arises from deficient 

know ledge, must be equivalen t to what, in the con tex t of 

probability assessments, Keynes has termed 'intuition'. 

This interpretation is supported by Keynes's elaboration 

of the idea that Animal Spirits motivate decisions. 

Reminiscent of his views on the Frequency theory of 

probability, Keynes explains that in perceiving investment 

related expectations in this way we are 

me re ly remind ing our se lves that human 
decisions affecting the future ••. cannot 
depend on strict mathematical 
expectation, since the basis for making 
such calculation does not exist; and that 
it is our innate urge to activity which 
makes the wheels go round, our rational 
selves choosing between the alternatives 
as best we are able, calculating where 
we can... .32 

In sum, when decision-makers invest, they do so on the 

basis of the information at their disposal, however paltry. 

Any deficit in knowledge about matters relevant to the 

investment decision is compensated for under normal 

circumstances - by intuition perhaps combined with a desire 

to act postively. It is "rational" for an investor on the 
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basis of both logic and intuition, to proceed as if his 

evaluation is based on sufficient information. 

In vestor s that make dec is ions accord ing to ru les, or 

act as if they are following rules, behave rationally in 

that they apply logic to their knowledge of the facts. But 

they cannot - as Keynes would allow - act in contradiction 

or in spite of the facts, as intuition might suggest they 

do. People are often unconvinced of the accuracy of their 

pred ict ions, yet they act in the hope that thei r forecas t 

will not be far off the mark. Rational Expectations 

decision-makers would, since they are always (within a known 

margin of error due to random disturbances) correct, presumably 

have comple t e confidence in their valuations of the future. 

Th i s dis tinc t i on i s t r i v i a Ion the sur fa c e : both 

theoretical constructs could produce the same decision under 

stable circumstances. Under other cond it ions th is might 

not be the result. Below the surface each theory is founded 

upon a particular notion of human reason. It is at this 

leve 1 that dis tinct ions between the two theor ie s become 

important and result in dissimilar consequences in practice. 

Related to this distinction are the respective presumptions 

concerning the scope of human knowledge contained in each. 
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Knowledge 

The Rational Expectations Hypothesis, despite its 

'correct' expectations assumption, does not presuppose that 

knowledge is "perfect".33 That is, Rational agents are not 

assumed to know everything. Perfect knowledge is unnecessary 

to obtain subjective expectations that are compatible with 

objective mathematical expectations. All that is required 

is that economic agents have sufficient knowledge on average, 

to duplicate the predictions of Economic theory. Any 

predictive error is attributable, by definition, to a random 

stochastic "shock" that could not have been anticipated. 

Muth saw that, in reality, information is scarce. His 

only assumption pertaining to knowledge is that agents do 

not waste information in their possession. 34 Followers of 

Muth have further refined this assumption, claiming that 

decisions are based on all the data available to market 

participants at whatever cost they deem justified by the 

potential value of the predicted outcome of the decision. 35 

It follows, therefore, that in every case, investors need 

only have information sufficient to make forecasts that, 

when the objectively (i.e. mathematically and statistically) 

unforeseeable is accounted for, will approximate reality ex 

~ facto. 

http:perfect".33
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Again, the contrast with Keynes's theory is subtle. 

Whereas Rational Expectations implies that knowledge is always 

sufficient to make a decision to act accordingly, Keynes 

observed only that decisions are made as if knowledge is 

sufficient to act. 36 

Bus iness dec isions are not always made wi th full knowledge 

of the consequences of choosing one alternative over another. 

As noted in the preceding chapter, the evidence available 

to support a given proposition is most often incomplete. 

Expectations - propositions about the future - are limited 

by the amount and quality of information available. The 

facts may be sparse, of questionable reliance, or incompletely 

understood. 37 

What is more, business decisions are not solely the 

product of evaluations of quantifiable entities and relations. 

War, drought, pestilence and political upheaval are 

economically relevant occurrences that cannot be assigned a 

certain degree of statistical probability. Even those events 

that do possess measurable aspects may not always be completely 

accessible to ordinary decision-makers. 38 

The Practical Philosophy would suggest that real life 

expectations cannot, and cannot be assumed to, incorporate 

non-existent information. In any given situation, a 
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decision-maker may be faced with having to make a choice in 

vie w 0 f ve r y 1 itt 1 e c e r t a in in for rna t ion. This would, it 

seems, be especially true with respect to decisions that 

involve the distant future. 

Keynes was primarily concerned with a problem rooted 

in the natural limitations of our knowledge. In order to 

explain this fully, the process by which expectations are 

formed must be g i ven some consideration. 

Coping with the Unknown: Crises of Confidence 

Keynes observed that business decisions are often made 

on a 'conventional' basis. This is in keeping wi th the 

tenets of the Practical Philosophy and the construct of 

Reasonable Expectations. Economic circumstances, he said, 

continue substantially unchanged from one 
day to the next. Accordingly, it is 
sens ible for prod ucer s to base the ir 
expectations on the assumption that the 
most recently realised results will 
continue, except in so far as there are 
definite reasons for expecting a 
change. 39 

If circumstances do not in fact change, conventionally-based 

expectations will, ex post facto, be confirmed. If 

circumstances change in an unforeseen fash ion, these same 

Reasonable Expectations may be disappointed. Eventually, 
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expectations would be revised in keeping with new 

circumstances. 40 It seems that Keynes would have found 

acceptable the Rational Expectations assumption of sufficient 

41knowledge for the short-run case. In fact, Keynes insisted 

that the major thrusts of The General Theory would be unaffected 

even if agent's short-term expectations were always 

fulfilled. 42 This process applies, however, only to forecasts 

that can be updated in view of recent developments. The 

proce ss by which expectations of the more dis tant fu ture 

are formed is different in some important respects from the 

way in which more short-term forecasts are made. Decisions 

to invest in productive capital involve expectations of returns 

over a re la t i ve ly long per iod and must incorporate, there fore, 

investor's visions of the distant future. 43 

Unlike short-term expectations, expectations over the 

period that is associated with the productive lifetime of a 

capital asset 44 concern two classes of information. The 

first - "existing facts which we can assume to be known 

more or less for certain" - includes historical data and 

whatever mathematical inferences we care to derive therefrom. 

The second cons i st s of If fu ture events wh ich can on ly be 

forecast with more or less confidence. "45 

Uncertainty due to a lack of information about the 

future can, clearly, be a significant factor when it comes 
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to the longer term. It was mentioned ear lier that An imal 

Spirits make up for deficiencies in information that cause 

less-than-certain degrees of rational belief in potential 

outcomes. Animal Spirits, or as suggested above, intuition, 

plays a significant role in decisions involving the distant 

fu ture. 

It was Keynes's experience that, over time, long term 

expectations are as consistent as short term expectations. 

The "existing facts" have little to do with expectations 

for an extended interval, since generally speak ing, such 

knowledge is "extremely precarious, usually very slight and 

often negligible."46 Again, Keynes perceived people to fall 

back on "conventions" when a more sound basis of knowledge 

for decision-making is absent. 47 In his estimation, this 

sort of action could be decided upon for a number of sound 

reasons. conventional expectations in the long term sense 

are, therefore, Reasonable and rational. 

The specific convention Keynes saw operating in the 

investment marketp~ace is identical to that which forms the .. 
basis of short-period expectations. It is the working 

assumption that 

the existing state of affairs will 
continue indefinitely, except in so far 
as we have specific reasons to expect a 
change. This does not mean that we really 
believe that the existing state of affairs 
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will continue indefinitely. We know from 
extensive experience that this is most 
unlikely.48 

Yet, investors proceed as if this is the case, and there is 

the rub. Should some change occur, expectations will be 

thrown into doubt. Unlike short term expectations that can 

be revised at convenient intervals according to the nature 

of a change, conventional long term expectations may be 

abandoned entirely.49 

Keynes as soc ia ted wi th each "state of expectat ion" a 

"definite corresponding level of long-period employment". 

Ad isturbing turn of events then, can have negative employment 

effects. 50 The extent and duration of these effects have 

little to do with our knowledge, since in the case of long 

term expectations, knowledge is min imal at best. Rather, 

the changes in investment engendered will depend on the 

degree to which investor's confidence is affected by the 

event in question. 51 The actual content of investor's 

expectations may not have been affected by the change. All 

that is required to alter the pattern of investment is a 

loss of confidence in these expectations that normally makes 

up for the dearth of hard facts available to form them. If 

expectations are no longer held with as much confidence, 

that is, if in tu i tion/optimi sm - the An ima 1 Spi r its - are 

unable to compensate for existing marketplace uncertainty, 

http:entirely.49
http:unlikely.48
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then employment and output will suffer just as surely as 

they would if the state of knowledge actually had changed. 

It is not, in other words, the mere fact of uncertainty 

that is of concern. 52 Analytic focus should be on the 

instability of decision-makers, due to the perilous balance 

between insufficient knowledge of the future and investor's 

intuitive optimism. 

This was the impetus to The General Theory. Given the 

link between expectations and employment, influences on the 

former have significant effects on the latter. Investment 

iss teady so long as expectations can sa fe ly be based on 

past and current exper ience. When the future and its 

inherent uncertainty - come to take over the predominant 

role in expectation formation, intuitive confidence can be 

shaken. 53 Investment, hence employment and output, can change 

dramatically. 

Rational Expectations theory paints a different picture 

of how the future figures in investment decisions. Novelty 

cannot be anticipated regardless of whether it is statistical 

frequencies or rational judgement that is being used to 

form expectations. In this sense then, the accuracy assumed 

of Rational Expectations is acceptable. Accuracy is not, 

however, the main point according to Keynes. In that they 

are conditioned solely by what is known for certain (historical 
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da ta ), Ra t ional Expectations are not on ly accurate, they 

are held with the degree of confidence associated with 

cer ta in ty. They do not include a conf idence factor. Indeed, 

there is no need. As sUbjective probability distributions 

are formed like their objective counterparts, confidence in 

the resulting estimations is assured. Rational 

decision-makers always behave as if they have complete 

confidence in their Rational Expectations. 

Muth recognised the importance of knowing the kind of 

information agents use, as well as the way in which it is 

processed. 54 But his hypothesis neatly circumvents the 

difficulty of determining the answers to these questions. 

If it can be assumed that the fr equenc ie s of different poss ib le 

events are observable, it is safe to conclude that agent's 

subjective probability distributions reflect these observable 

frequencies. 55 Confidence however, has less to do with 

observable frequencies than it does with intuition. Because 

it assumes for investors an analogue of linear reasoning, 

Rational Expectations excludes intuition from the reasoning 

process and the element of confidence from expectations. 

Digital models are predicated on the describability of 

the economic plane with probability laws. 56 Decision-makers, 

according to the Rational Expectations Hypothesis, are 

therefore limited to forming their expectations solely on 
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the basis of information and procedures that will lead to 

conclusions identical to those derived from observable 

statistical frequencies. 57 If this body of information was 

insufficient for the derivation of relevant probabilities 

and the making of decisions, Rational Expectations and 

econometric prediction would be of little use. 58 

This is not to argue that Rational Expectations in any 

way necessitates that the probabilities attached to observable 

frequencies are certain (Le. equal to 1. 0).59 Knowledge 

is, as mentioned above, only sufficient, not complete. 

Formally speaking, the information set upon which a Rational 

Expectation is based is nothing more than what can be inferred 

from the available empirical evidence using logical 

procedures. 60 "Rationality" therefore, consists of data and 

logic only. The argument thus returns once again to the 

point that in the Rational Expectations sense reason is 

linear. The third element, integral to Keynes's triangular 

reasoning and to the process 0 f rat ional j udgemen t, is mi ss ing. 

An Illustration 

Rational Expectations holds that all relevant 

probabilities are numerically calculable. Intuition is 

therefore not required to come up with initial propositions, 
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or to br idge gaps between incomp lete knowledge and conclu s ions. 

Nor, it follows, is investor's confidence at all significant 

in the theory. Rational agents are always perfectly confident 

of their expectations and are motivated to action accordingly. 

This distinction notwithstanding, expectations formed 

on the basis of either theory are, given the "conventional" 

composition of Reasonable Expectations, unlikely to differ 

in most cases. When the present is like the past, and no 

current event affects expectations in a manner that would 

lead to the belie f that the future will not be like the 

present, Reasonable and Rational Expectations will be stable 

and accurate respectively. In a particular case, however, 

circumstances may not yield this result. It is in such 

cases that the distinction between the type of reason asssumed 

to form expectations becomes crucial and decisive. 

It is eas i ly shown that nei ther theory can pred ic t 

certain types of events, or changes in the status quo. 

Define a "particular case" as one in which there exist 

qualitative differences between it and the cases upon which 

the statistical frequencies (for Rational Expectations) or 

conventions (for Reasonable Expectations) are based. 

Suppose that the qualitative difference involves an 

unprecedented change in government fiscal policy. The Finance 
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Minister has just announced that, contrary to the experience 

of living (and statistical) memory, the budget surplus will 

be spent on raising old age pensions and welfare transfers. 

In the past, any surplus was used to purchase high-technology 

armaments from foreign manufacturers. 

Since this policy is a novelty, Rational Expectations 

theory will not, even if the government's intention is known 

be forehand, be able to predict the short run effects on 

variables such as the price level or output. Only after 

th is policy or ientat ion continues for a per iod, allowing 

economists (and agents) time to adjust their models according 

to newly produced data will it be incorporated into objective 

(and subjective) probability distributions. As soon as the 

new information becomes available, there is a discontinuous 

jump in current endogenous variables and expectations are 

revised immediately.6l Action predicated on these new 

expectations would follow as a matter of course. 

The same would presumably be true for Reasonable 

Expectations: the cur ren t con ven t ion would be seen to be 

inappropr ia te for the new circumstance, necess i ta t ing the 

establishment of a new convention. There is however, no 

assurance that conventions will be immediately revised, nor 

can it be taken for granted that the new convention will 

result in the same sort of discontinuous behaviour exhibited 

http:immediately.6l
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in the Rational Expectations construct. Th is 1 a s t po i n t 

will be elucidated shortly. 

Even if the new policy is not a true "surprise" - if, 

for example, the government decision is selected from a 

number of alternatives all of which are within the experience 

of agents (and Economists) - both types of expectations are 

still impotent. 62 If there is no way of discerning ex ante 

what the authority's choice will be, even if the effects of 

each separate policy are (statistically or otherwise) known, 

there is no way of determining either the immediate or future 

consequences of a policy change. Economic analysis cannot, 

of course, concern itself with the prediction of the 

unpredictable. More important are insights into the 

consequences of events that cause expectations to be upset. 

Consider a scenario the converse of that depicted above. 

Contrary to tradition, government allocations to the poor 

are now to be channelled into defence spending. In fact, 

the recently elected administration is willing to do what 

the previous government was not - go into debt to assure 

what it terms "adequate defence and the fulfillment of our 

global responsibilities". Since the country has no armaments 

industry, these expenditures will have to be made abroad. 
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Ag ain, the consequences of this new policy are 

unpredictable with any accuracy. Rational Expectations would 

be revised, relevant var iables newly and correctly 

anticipated. The business community would adjust immediately 

and comfortably to the new situation, continuing investment 

according to the altered circumstances, confident in their 

new antic ipa t ions. Reasonab Ie Expectations would not be 

adjusted so easily. Quite clearly, very little actual 

information has changed. All that is known for certain is 

that the new government's orientation is vastly different 

from the old. Investors might~ in light of the uncertainty 

involved, lose confidence in the conventional expectations 

that prevailed under the old regime. The rate of investment 

could slow, or it could cease altogether should it be decided 

to adopt a "wait and see attitude" about the effects on 

consumption of the new policy. 

The "real life" inaccuracy of expectations, formed 

Rationally or Reasonably, is unavoidable where unforeseeable 

events, 1 i ke disc retionary policy changes, are concerned. 

Inaccuracy does create problems that must be dealt wi th 

however. In the case of an economic plane that works according 

to Digital rules, inaccuracy causes undesirable deviations 

in real variab :i.es. In Keynes's world, disappointed 

expectations can mean a decrease in investment and concomi tant 

http:variab:i.es
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loss of jobs. Each theory proposes a resolution to these 

negative possiblities, the character of which is discernable 

in the nature of the theory itself. Since these natures 

are very different, it is not surprising that each involves 

a distinct, and in fact opposite, solution. 

Rules versus Rational Judgement 

Rational Expectations finds its solution in an 

assumption: governments follow policy rules. This solution 

derives directly from the fact that if government 

decision-making is not systematically related to other 

variables in the system, government action, for all intents 

and purposes, becomes a 'random' component affecting output. 

Its inf luence would therefore be unknowable for Rational 

agents and of course, unpredictable with Digital models. 

This necessary constraint on the ability of government 

to make decisions evolves from the idea that the economic 

plane can be described in all of its aspects "as a system 

of stochastically disturbed difference equations."63 If 

government policy (monetary or otherwise) cannot be descr ibed 

by an equation of this type, prediction on the basis of 

statistical frequencies becomes impracticable. 64 
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To the extent that government policy (or any other 

variable) i s unpredictable, uncertainty enters into the 

Rational Expectations construct. This uncertainty is of a 

different order than the measurable risk element represented 

by the random error term in the equations of a stochastic 

model. It is different because it is not measurable. 

Expectations can be Rational as long as it is only risk, in 

this quantifiable sense, that must be accounted for. "In 

cases of uncer tainty", Lucas just i f iably warns, "economic 

reasoning [(of the linear type)] will be of no value.,,65 

To make appropriate plans (i.e. ones that minimize 

error) , economic agents must identify the sources and duration 

of random shocks. The' conclusion' for government action, 

which is quite clearly embodied in, rather than derived 

from, the theory, is ready made. Policy that does not follow 

rules - discretionary stabilization policy for instance 

s i nce it may lead to surprises, is not acceptable. 66 

On the other hand, should policy be formulated according 

to a rule and policy authorities be possessed of the same 

informat ion that other agents have (and v ice ver sa), then 

the effects of policy are predictable and are accounted for 

in Rational agent's expectations. 67 
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The conclusion drawn is simply this: those who accept 

the Rational Expectations Hypothesis to be valid must also 

accept that the world can be made more intelligible to agents 

(and Economists) if government is restricted in its ability 

of make economic decisions to that which is dictated by 

rules. 68 Digital Economists have, perhaps unwittingly, 

transcended mere positive theory to make recommendations 

wi th profound poli tical implications, as will be shown in 

the Black chapter. 69 

Returning to the scenario wherein authorities have 

eschewed precedent and decided to do something novel, the 

fate of an economy wherein agents use conventional Reasonable 

Expectations is unclear. As noted, they too would fail to 

predict accurately a government policy adjustment. While 

this event might have short run effects on output and 

employment, the crucial question for Keynes was whether the 

change would reinforce or undermine agent's confidence in 

their long term expectations. 70 

In the event that confidence is shaken, a crisis - the 

suffocation of investment by a sudden deflation of confidence 

- could ensue. For Keynes, it is this phenomenon that any 

business cycle t heory must, above all else, explain. 7l 
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The Rational Expectations school of thought ignores 

the occurrence of such cr ises in theory and as will be 

shown below, would bar them in practice. The existence of 

cr ises compelled Keynes to account for them in his explanation 

of the factors that influence the rate of investment. His 

solution to such events is a practical one, consisting of 

three components. 

First, the rate of interest must fall to levels where, 

should investors be so inclined, they would begin purchasing 

capital goods. Second, investor's confidence must be 

strengthened such that they do become inclined to invest. 72 

In the interim, Keynes felt that government should sponsor 

new construction programmes "to improve the level of business 

profi ts and hence to increase the likelihood of pr ivate 

enterprise again lifting up its head."73 

Banking policy can affect the first of these remedies, 

and fiscal policy the last, but as to the restoration of 

business confidence, Keynes was not sure that anything 

deliberate could be done to set matters aright. In fact, 

the turning point may come in part from 
some chance and unpredictable event • 
••• In the main, however, restoration of 
conf idence must be based, not on the 
vague expectations or hopes of the 
business world, but on a real improvement 
in fundamentals .••. 74 
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As explained at length in The General Theory, only with a 

fall in interest rates and a concurrent rise in the marginal 

efficiency of capital Keynes "fundamentals" would 

investor's long term expectations regain the stable optimism 

they require to be acted upon. 

Whether Keynes's theory of investment as it relates to 

his expectations construct is correct is not the main object 

of our inquiry. What is of primary interest here is that 

Keynes's theory of expectations, particularly as it involves 

an element of intuition, not only explains the causes and 

consequences of an investment crisis; it is also suggests 

solutions to alleviate such crises. 

Keynes maintained a characteristically practical stance 

on both the causes of business slumps and their effects. 

In keeping with this pragmatic approach, his theory of 

expectations seems to recommend a role for government of 

proportions somewhat larger than that entailed by a mechanical 

adherence to rules. Indeed, government must, as exemplified 

in the tripartite prescription given above, be empowered to 

act in whatever manner suggested by its judgement of the 

circumstances. After all, solving difficulties was the 

objective of Keynes's Economics. 75 
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Keynes would have agreed with the argument contained 

in contemporary Economic thought that a limited set of factors 

are responsible for oscillations in output and employment. 76 

But he did not conclude therefrom that these 'natural' 

tendencies must be allowed to persist as if dictated by 

Economic law: 

The unimpeded rule of [such] conditions 
is a fact of observation concerning the 
wor ld as it is or has been, and not a 
necessary principle which cannot be 
changed. 77 

From his perspective, Keynes felt that the freedom for 

government to act was unassailable. "In conditions of 

laissez-faire," he wrote, 

the avoidance of wide fluctuations in 
employment may, therefore, prove 
impossible wi thout far-reach ing change 
in the psychology of investment markets 
such as there is no reason to expect. 
I conclude that the duty of ordering 
the current volume of investment cannot 
solely be left in private hands. 78 

Keynes was not, by any means, of the mind that government 

has all of the answer s. Discretionary fiscal or monetary 

decisions mayor may not have the desired effect and could 

even cause some addi tional negative outcomes if they are 

not adequately thought through. 79 In fact, Keynes felt that 

it is essential, if policy decisions are to have the maximum 

positive effect, that agents believe that the government is 
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not in possession of all the answers. Instead, he believed 

the public should be of the opinion that government policy 

is reasonable and practicable and above all, at least intended 

to be in their best interest. 80 Those in a position to do 

so must, Keynes insisted, be free to act according to their 

best rational judgement. 81 

Summary 

The Rational Expectations Hypothesis epitomises the 

Digital mode of Economic thinking. Human beings - abstracted 

as 'optimizing economic agents' - are assumed to reason in 

linear fashion when making decisions. Th is same process 

provides the kinetic force for both Digital Economic theory 

and its exper imental vehicles: econometrically estimated 

mathematical models. Limitations of the form of such models 

have restricted the scope of Economic theory to that which 

is numer ically observable. And theory itself has become 

confined to the point where only the digitally representable 

is thought to be analysable. As a consequence, that which 

is not mathematically intelligible, like government policy 

formation, must be forced to conform. It must be made linear, 

reproducable mathematically and predictable. 
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Man is more than an abstraction. This is the reason 

Digital Economics cannot pin his motives, his behaviour, 

and his actions down in the form of equations. That man is 

creative, inventive, and intuitive does not mean that 

Economists have no hope of analysing him. I t only means, 

as Keynes understood, that Economic analysis must account 

for the fact that man does not employ linear reasoning, 

even in those aspects of his life that appear on the surface 

to have simple quanti tative character istics, the log ical 

processing of which would seem so natural. Indeed, man 

does this logical processing with the information at his 

disposal, and acts according to the conclusions he can draw 

therefrom. But, as Keynes recognised, his decisions are 

partly shaped by confidence that finds its source in the 

intuitive faculty. This is necessar ily the case, because 

never can the consequences of actions in all of their myster ious 

future intricacy be known. 

Digital Economics has chosen to confine man to those 

decisions that are dictated by linear reasoning. They have 

defined this behaviour as 'Rational'. Accordingly, all other 

behaviour is irrational. 'Economic agents' that exhibit 

irrational behaviour must correct this defect. For this 

reason it has been concluded that government must behave 

according to rules. Only thus will human decision-makers 
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and Economists, both thinking Rationally, be able to predict 

accurately the consequences of economic acts. 

Expectations were to Keynes and continue to be an 

essential component of Economic theory and models. The 

distinction between his perception of expectations and the 

Rational Expectations conception is rooted in the dichotomy 

of linear versus triangular reasoning. 

Keynes took from his personal approach to life a set 

of principles - the Practical Philosophy - and applied it 

to Economic analysis. His theory of expectations allowed 

men the power of rational judgement - the ability to make 

reasoned decisions despite imperfections in information about 

those decisions. The very nature of rational judgement, 

particularly its reliance in varying degrees on intuition, 

make long term expectations volatile. He concluded that 

Economics must recommend ways of dealing wi th si tuations 

that are caused by this inherent instability. One such 

recommendation was for government to influence economic 

n fundamentals" in ways that would contr ibute to the restoration 

of stability via the strengthening of intuitive confidence. 82 

Unless free to exercise its own rational judgement, government 

could not accomplish this task. Keynes did not, as Rational 

Expectations does, simply recommend the eradication of the 

'irRational' components of rational judgement. 
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Government intervention in the economy has long been 

the primary policy recommendation of so-called 'Keynesian' 

theory. While this is true - as we know from his personal 

philosophy and actions throughout his life - never should 

it have been construed that Keynes advocated extraordinary 

government intervention in the private sector as a rUle. 83 

In particular, Keynes would have recognised the negative 

effects of prolonged and unnecessary monetary and fiscal 

stimuli, and accordingly begun to calIon government to 

restrain its act i vities when no longer required. 84 

For more than a decade now, Digital ideas, and hence, 

perceptions and methods have dominated Economic inqu iry. 

During this period, the wisdom and the ability of government 

to act to alleviate economic hardship has been profoundly 

questioned. North America is just now feeling the effects 

of the adoption of rules for government dec ision-mak ing. 

In that new conservative authorities have voluntarily 

restrained themselves from acting despite high levels of 

unemployment and low, no or negative growth, the power of 

the 'conclusions' of Rational Expectations theory is 

evidenced. The consequences of an Economic theory that 

focusses attention on systems of equations and the laws 

that govern the relations depicted thereby, in apparent 



145 

disregard of nthe facts of real world n , are addressed in 

the chapter to follow. 
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ENDNOTES 


1. 	 Keynes considered thinking in terms of models to be an 
art, according to a letter written to Roy Harrod. In 
the letter, Keynes comments extensively on Tinbergen's 
ear ly econometr ic ef for ts in 'A Method and its Appl ica tion 
to Investment Activity'. The letter is reproduced in 
D.E. 	 Moggridge,'Keynes: the Economist', in 
D.E. Moggridge (ed. ) , Keynes: Aspects of the Man and 
His Work, MacMillan, London, 1974; p. 61. 

2. 	 Mathematical models and linear thinking are characteris
tic of mainstream Economic theory in the Digital Age. 
This is true, regardless of whether a particular Economist 
purports to be a 'Keynesian' , Neo-classical, New Classi
calor Monetarist. Chronologically, the New Classical 
school (and its Rational Expectations fraternity) is 
the newest development in Digital Economics. If theory 
and method do indeed evolve over time, then Rational 
Expectations models, currently at the forefront of Eco
nomic theory, are the epitome of Digital thinking. 
They have been chosen as the most appropriate subject 
for comparison with Keynes's thought, particularly as 
the consequences of adherence to this line of theory 
are so antithetical to what Keynes believed and to 
what most Digital theorists would claim as their desired 
social legacy. 
See Kevin D. Hoover, 'Two Types of Monetar ism' in The 
Journal of Economic Literature, Vol. 22, No.1 (March 
1984); p~ 58-76 for a taxonomy of Economic theory over 
the past decade. 

3. 	 F rom Rober t E. Lucas Jr.' s 'Methods and Problems in 
Business Cycle Theory', The Journal of Money, Credit 
and Banking, Vol. 12, No.4, Part 2 (November 1980); 
p. 701. Lucas attributes this seminal notion to early 
econometricians like Slutsky and Tinbergen. 

4. 	 FromWilliamBreit and HaroldM. Hochman (eds.), Readings 
in Microeconomics, Holt, Rinehart and Winston, New York, 
1968; p. 26. The ultimate test of a theory, as Michael 
Parkin interprets Friedman, "is its ability to predict 
the future". See Parkin's Modern Macroeconomics, 
Prentice-Hall, Scarborough, 1982; p. 420. 

5. 	 Lucas, OPe cit., p. 700. 
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6. Theorists who use econometric models for predictive 
purposes proceed on the assumption that their specifica
tion of the model is a 'true' depiction of how the 
world works. That prediction is attempted on this basis 
indicates that the world is assumed to be temporally 
constant within the period covered by the data informing 
the model. Support for this argument is found in Randall 
Bausor's somewhat controversial article 'The Rational 
Expectations Hypothesis and the Epistemics of Time', 
Cambridge Journal of Economics, Vol. 7, No.1 (March 
1983); pp. 1 10. The 'Keynesian' approach to 
econometr ic modelling is examined by Tony Lawson in 
'Keynesian Model Building and the Rational Expectations 
Critique', in the same volume of the Cambridge Journal, 
pp. 311 - 326. Lawson's position is that the Keynesian 
approach rejects the notion of the existence of 'true' 
or 'correct' models, begging the question as to why 
such models would be constructed at all if they are 
not considered by their makers to be correct. A justifi 
cation for mathematical models in general is provided 
by David F. Hendry thus: 

[O]ne seeks to parameterise [sic] models 
to achieve 'sufficient' constancy for a 
relevant class of interventions such that 
the resulting model is useful for a 
'reasonable' time period and range of 
perturbations. Such constancy is a con
jecture ••. an uninteresting conjecture 
for models which exper ience wi thin-sample 
prediction failure, ... interesting for 
models which have good historical track 
records •••. 

Cambr idge Journal of Economics, Vol. 9, No. 1 (March 
1983); p. 72. Hendry seems to miss the point that a 
'reasonable ' duration cannot be discerned until such 
time as the model predicts inaccurately; one would clearly 
be taking one's chances if a 'reasonable' period over 
which a model should predict accurately is stipulated 
a head of time. 

7. 	 J .M. Keynes, Essays in Biography, Milo Keynes (ed.), 
Rupert Hart-Davis, London, 1951; p. 158. In the letter 
to Harrod mentioned in endnote ' l above, Keynes writes: 

In chemistry and physics and other natural 
sciences the object of experiment is to 
fill in the actual values of the various 
quantities and factors appearing in an 
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equat i on or formula; and the work when 
done is once and for all. In economics 
that is not the case, and to convert a 
model into a quantitative formula is to 
destroy its usefulness as an instrument 
of thought. Tinbergen endeavors to work 
out the var iable quanti ties in a particu
lar case, or perhaps in the average of 
sever al par ticular cases, and he then 
suggests that the quantitative formula 
so obtained has general validity. Yet 
in fact, by filling in figures, which 
one can be quite sure will not apply 
next time, so far from increas ing the 
value of his instrument, he has destroyed 
it. All statisticians tend this way •..• 

See Moggridge (1974) Ope cit.; p. 61. 

8. 	 J.M. Keynes, The General Theory of Employment, Interest 
and Money, MaCiUllan, London, 1964; p. 297. 

9. 	 See for example, Rober t E. Lucas Jr., I Under stand ing 
Business Cycles I, Stabilization of the Domestic and 
I nternational Economy, Kar 1 Brunnerand Allen H. Meltzer 
(eds.), Carnegie-Rochester Conference Series on Public 
pol i cy, Volume 5, North-Holland, New York, 1977; pp. 7 
- 30. For a testimonial to this effect see particularly 
page 15, where Lucas remarks: 

To practice economics, we need some way 
(short of psychoanalysis, we hope) of 
understanding which decision problems 
agents are solving. (original emphasis) 

Or Steven Sheffrin ' s introductory remarks in his Rational 
Expectations, Cambridge University Press, London, 1983, 
especially page x. 
Keynes believed that the present behaviour of an economy 
is influenced by "changing ideas about the future". 
The role of expectations in economic affairs was, he 
admitted, one of the three "perplexities" that delayed 
his progress with The General Theory. In the end, he 
determined that 

in a given situation of technique, 
resources and factor cost per uni t of 
employment, the amount of employment, 
both in each individual firm and in the 
aggregate, depends on the amount of the 
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proceeds which the entrepreneurs expect 
to receive from the corresponding output. 
(emphasis added) 

See J.M. Keynes (1964), OPe cit.; p. vii, 37 and, for 
the quote above, p. 24. 

10. 	 Adolphe Lowe's comments are quite illustrative of this 
point: 

Since the dec is ion-mak ing uni ts represent 
the "forces" in the universe of economic 
motion, ignorance about the relevant 
behaviour patterns can be compared with 
the state of mind of a physicist who 
tr ies to predict planetary motion wi thout 
knowing the strength and direction of 
the force of gravitation. 

On Economic Knowledge: Toward a Science of Political 
EConomics, Harper and ROw, New York, 1965;-Pp. 5 - 6. 

11. 	 Randall Bausor calls th is a "quan ti f iable, stochastically 
representab l e and ergodically constant universe". See 
his article 'Towards a Historically Dynamic Economics: 
Examples and Illustrations ' , Journal of Post-Keynesian 
Economics, Vol. 6, No.3 (Spring 1984); p. 365. 

12. Muth observed, in formulating the Rational Expectations 
hypothesis, what he termed the "expectations data" which 
include the fact that ex post facto averages of expecta
tions in an industry are more accurate than the predic
tions of naive models I and as accurate as the predictionsI 

of elaborate equations systems. He purported to explain 
this factoid by suggesting that expectations, defined 
as "informed predictions of future events", are "essen
tially the same as the predictions of the relevant 
economic theory. He goes on to admi t that his hypothesisII 

is not intended so much to explain as to be "descr iptive" 
of actual reality. See John Muth, Rational ExpectationsI 

and the Theory of- Price Movements ' , Econometrica, 
Vol. 29, No. 3 (July 1961); pp. 315 - 335, especially 
p. 316. 

13. 	 Ibid. 

14. 	 Ibid; p. 330. 

15. 	 Steven Sheffrin provides a good example of this. In 
an otherwise excellent treatment of the rudiments of 
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Rational Expectations, he submits that one way to ensure 
Rationality is to insist, as he presumes Muth did in 
his seminal work, that the expectations of economic 
agents 

be consistent with the models used to 
explain their behaviour. Muth's insight 
was that it was possible to require eco
nomic agents to form expectations of eco
nomic variables by using the very model 
that actually determined the variables. 

Not only has Sheffrin reversed the intention of Muth's 
hypothesis, but he has given to econometric models the 
quality of infallibility that is anathema to Rational 
Expectations critics. It is illustrative of the mind 
set of many Digital Economists. S_ee Sheffrin, OPe cit.; 
p. 5. 

16. 	 Refer to endnote 11. 

17. 	 See for example D.E. Mogg ridge (ed.), The Co11e'Cted 
Wr i tings of John Maynard Keynes, Volume XVr--:- Activi ties 
1914 - 1919: The Treasury and Versailles, Elizabeth 
Johnson (ed.), Macmillan, London, 1980; p. 221. 
Hereinafter this volume of Keynes's Co11ected·wri'tings· 
will be cited as JMK XVIL 

18. J.M. Keynes, Essays in Persuasion, Macmillan, London, 
1931; p. 10 1 . Keynes argued with R.G. Hawtrey that, 
in conceiving of this cause - effect relationship between 
expectations and real variables, he was nsimply trying 
to put more precisely what is implicit in most contempo
rary economics. n See JMK XIII; p. 602. 

19. 	 A 'real exchange' economy is one which uses money only 
as a neutral link for transactions in real things and 
real assets. Money is not allowed to enter into motives 
or decisions. See JMK XIII; pp. 408 - 409. 

20. 	 J.M. Keynes (1964), OPe cit.; p. vii. An interesting 
case is presented for Keynes's belief that money is a 
'good' that "allows one possessing it to more effectively 
dea l in a world of change" is made by Michael E. Brady 
in his doctoral dissertation, The Foundations of Keynes 

Ar
Macrotheory his Logical Theory of probability and its 

P1ication in the General Theory and After, University 
o California at Riverside, July 1983; p. 85. 
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G.L.S. Shackle, Keynesian Kaleidics: the Evolution of 
~ General Political Economy, Edinburgh university Press 
Edinburgh, 1974: p. 4 and D.E. Moggridge, Keynes, 
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'rational belief' of) an expectation despite the exis
tence of uncertainty. Money holding, therefore, would 
be just as great as it would be if there was no lack 
of information, that is, certainty. It is hoped that 
this point will become clear as the discussion proceeds. 

2 2 . 	 An example of a Rational Expectations aggregate supply 
equation is given by Br ian Kantor in his 'Rational 
Expectations and Economic Thought' , Journal of Economic 
Literature, Vol. 17, No.4 (December 1979)i!P. 1425. 

23. 	 Sheffrin, Ope cit.: p. 8. Kantor (op. cit.), seems to 
attempt to disguise this assumption (usually explicit) 
as a "result" derived from the empirical properties of 
the forecast error, to wit: 

The forecast error has the property that 
a regression of the forecast error [sic) 
on [the available information set] is 
zero. The implication of this result 
[(?)] is that only the unanticipated 
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24. Gunnar Myrdal, The Political Element in the Develo~ment 
of Economic TheoE..Y, Harvard Univers i tyPress, Cambr ~dge, 
1955; p. 26. 

25. 	 Ib id ., p. 41. 
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paraphrasi ng of Bennett TJ-. McCallum's' Rational Expecta
tions and Macroeconomic Stabilization Policy' , Journal 
of'MoneY', ' -Cretii.t anti' Ban,dng', Vol. 12, No. 4 (November 
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are formed i n a way that is stochastically consistent 
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wi th the behaviour of the realised values of the var iables 
in question: another way of saying that expectations 
a r e correct, save for events of a completely unexpectable 
character, as mentioned above. 
Begg notes that decision rules are necessarily assumed, 
given the nature of empirical information available. 
See David K.H. Begg, The Rational Expectations Revolution 
in Macroeconomics , Johns Hopkins, Baltimore, 1982: 
pp. 11 - 12. [Hereinafter, this monograph will be cited 
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in his article 'Keynes: the Economist', op. cit.; p. 67. 

28. 	 In The General Theory Keynes writes: 
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investment do not depend on Precaution, 
Foresight, Calculation, Improvement, 
Independence, Enterprise, Pride or Ava
rice. vi rt ue and v ice play no part. 
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after taking account of the marginal effi 
ciency of capital. 

J.M. Keynes (1964), op. cit.; pp. 111- 112. In Keynes's 
view, entrepreneurs do make calculations after a fashion. 
A firm, accord ing to Keynes, has "no ob ject in the 
world except to end up with more money than it started 
with." (JMK XXIX; p. 89) 

29. 	 Ibid.; p. 161. 

30. 	 Ibid. Joan Robinson comments 

TO understand the motives for investment, 
we have to understand human nature and 
the manner in wh ich it reacts to the 
var ious kinds of social and economic sys
tems in which it has to operate. We 
have not gone far enough yet to put it 
into algebra. 

See Joan Robinson, Economic Philosophy, C.A. watts, 
London, 1962; p. 107. 
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assumptions". A case in point is Randall Bausor, 'The 
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From 	D.E. Moggridge, (1976): OPe cit.: p. 142. 
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See for example T.J. Sargent and Ne il Wallace, 
, "Rational" Expectations, the optimal Monetary Instru
ment and the Optimal Money Supply Rule' in the 
Journal of Political Economy, Vol. B3, No. 2 (April 
1975) ; pp. 241 - 254. Therein, the authors allow monetary 
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the interest rate in each period according to a 
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discretionary setup". See Robert Barro and David Gordon, 
'A positive Theory of Monetary Policy in a Natural 
Rate Model ' , Journal of Political Economy, Vol. 91, 
No.4 (August 1983); pp. 589 - 610. 

69. 	 Myrdal sees this tendency arising from the "normative 
implications of the natural law type" that are implicit 
in the Neo-classical concept of equilibrium. See 
op. cit.; p. 32. Myrdal asserts that "practically every 
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the time arranged for the very purpose of drawing [such 
inferences]": ibid., p. 5. 

70. 	 "With the confused psychology that often prevails", 
Keynes warns, government policy can influence employment 
in either direction, depending upon its effect on confi
dence: 

[T]he Government programme may, through 
its effect on "conf idence", increase 
liquidity preference or diminish the mar
ginal efficiency of capital, which, ••• may 
retard other investment. 

J.M. 	 Keynes (1964), Ope cit.: p. 120. 

71. 	 Ibid: p. 314. The pathology of an investment crisis 
is as follows: 

The later stages of the boom are 
characterised by optimistic expectations 
as to the future yield of capital-goods 
sufficiently strong to offset their 
growing abundance and their rising costs 
of production and, probably, a rise in 
the rate of interest also. It is of 
the nature of organised investment mar
kets, under the influence of purchasers 
largely ignorant of what they are buying 
and of speculators who are more concerned 
with forecasting the next shift of market 
sentiment than with a reasonable estimate 
of the future yield of capital assets, 
that, when disillusion falls upon an 
over-optimistic and over-bought market, 
it should fall with sudden and even cata
strophic force. 

Ibid: p. 315 - 316. 

72. 	 JMK X I I I: p. 358 - 359. 

73. 	 Ibid: p. 364. 

74. 	 Ibid: p. 363 - 364. 

75. 	 It could be suggested that, in effect, Keynes's ultimate 
solution to the problem of crises of confidence is 
identical to that of the Rational Expectations school. 
One might interpret the notion of the "soc ial i sat ion 
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of investment" as advocated by Keynes in Chapter 24 of 
the The General Theory (p. 378) as tantamount to 
eliminating private sector investment altogether, and 
therefore removing the problem attached to confidence 
in expectations. Chapter 24 represents a deviation 
from the realistic orientation of the preceding 23 chap
ters; in it Keynes waxes philosophical. Understood in 
context, the "socialisation of investment" does not 
mean either State ownership of the means of production 
or the elimination of entrepreneurs. Keynes's primary 
aim, as he describes in ample detail, is to bring down 
the rate of interest to that commensurate with covering 
normal risks and costs of operations, plus some addition 
in recognition of the skill and judgement required to 
run productive equipment efficiently (p. 375) • 

••• [IJ t is not necessary for the stimula
tion of [entrepreneurial] activities and 
the satisfaction of [moneymaking] 
proclivities that the game should be 
played for such high stakes as at present. 
Much lower stakes will serve the purpose 
equally well, as soon as the players 
are accustomed to them. (p. 374) 

His purpose was not to eliminate entrepreneurs and the 
role of expectations. Expectations would not according 
to his vision, become irrelevant; under a controlled 
interest rate regime, crises of confidence would simply 
become more unlikely and less costly. 

76. 	 I am thinking of the list of regularities set out in 
Lucas (1977 ) , OPe cit.; p. 9. 

77. 	 J.M. Keynes (1964), OPe cit.; p. 254. 

78. 	 Ibid; p. 320. 

79. 	 In The General Theory Keynes commented: 

It is true that in a society liable to 
change [a practical policy] ••• cannot be 
perfectly successful. 

Ope cit.; p. 289. And in a letter to the editor of 
the New Statesman and Nation dated 24 November 1934: 

I think it extremely difficult to know 
what ought to be done, and extremely 
difficult for those who know (or think 



160 

they know) to persuade others that they 
are right ...• 

Quoted in JMK XXVIII; p. 36. 

80. 	 In some rough notes Keynes made for his evidence before 
the Br i t ish National Debt Inqu i ry Commi ttee, Keynes 
wrote: 

[The Cha irman] sa id game was up when 
everyone understood it. In fact the game 
is only up when the public believe that 
the Treasury understands it. 

From Donald Moggridge (1976); op. cit.; p. 131. Less 
flip and probably more indicative of his true feelings 
is Keynes's comment in The General Theory, op. cit.; 
p. 203. 

81. 	 To his credit, David Begg recognises that, if one first 
accepts the possibility of "involuntary unemployment", 
a government following what he calls Monetarist polcies 
would be powerless to accommodate anticipated shocks 
and thereby stabilize employment at desired levels. 
(1982b), op. cit.; p. 42. 

82. 	 "In doling out his economic prescriptions", Elizabeth 
Johnson relates, 

Keynes's sty Ie was to make a direct appeal 
to action - to governments, to heads of 
state (as in his 'Agenda for President 
Roosevelt') or to individual citizens. 
Often it was an appeal for internat ionally 
concerted action. 

Op. cit.; p. 20. 

83. 	 Heilbroner quotes from a letter Keynes wrote to the 
New York Times in 1934: 

I see the problem of recovery in the 
following light: How soon will normal 
business enterprise corne to the rescue? 
On what scale, by which expedients and 
for how long is abnorma 1 government expen
diture advisaale in the meantime? 

Robert Heilbroner, The Worldly Philosophers, 5th edition, 
Simon and Schuster, New York, 1980; p. 273. 
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84. 	 In a 1919 essay entitled 'Inflation and deflation', 
Keynes warned that 

[b]y a continuing process of inflation, 
Governments can conf i sca te, s ecre tly and 
unobserved, an important part of the 
wealth of their citizens. 

As well, Moggridge notes that in a series of articles 
published in the London Times in 1937 Keynes concentrated 
on policies designed to avoid fluctuations in demand 
in either direction. See Keynes (1931), OPe cit.; p. 77; 
and Moggridge (1976), OPe cit.; p. 110. 



BLACK 


The Consequences 

Introduction 

Ideas are importan t. They shape the in ter face man crea tes 

between himself and his natural environment. This artifice 

consists of several planes - political, religious, economic, 

artistic. Each can be isolated from the others analytically 

but all are functionally interconnected. Th ink of transparent 

panes of glass, each tinted a distinct colour. Laid one on 

the other and v iewed from above or below, the whole takes 

on the hue that results from seeing all colours together. 

Ideas are the medium that lend to these panes their colour. 

It is in this sense that society has come to take on what 

has been termed a Digital colouring. 

As the economic plane has become imbued wi th Dig i tal 

ideas, so has the formal study and analysis of economic 

phenomena. Economics affects the objects of its inquiry, 

and vice versa. The ideas that inform Economic method 

influence perceptions of economic entities and relations. 

It is such that the analytic range and scope of penetration 

of Economics is set. Ultimately, Economic knowledge is a 
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function of the ideas that motivate and guide analysis and 

interpretation. The dual of this relationship is that 

knowledge affects actions. Actions influence the function 

of the economic plane. In the end, the objects of examination 

are created by man's perception of them. 

John Maynard Keynes could have been a watershed in the 

course of Economic ideas. His Practical Philosophy - a set 

of analytic 'rules of thumb' - could have been the foundation 

of an Economic method that would have included aspects of 

what has been termed the Digital approach and more. Keynes 

recognised the importance of facts, numerical and otherwise, 

and the value of experience with matters economic. He also 

realised the limits of information, and the fact that as 

the world changes, so too does our knowledge of its contents. 

The mode of reasoning he saw at work in the economic world, 

and found best to use in his own analysis was one that 

recognised the inherent confines of our knowledge. It also 

incorpor ated the in tu i t i ve faculty, a tool that is used 

when logic alone cannot produce meaningful results from limited 

information. It is this type of reason that is at the 

heart of the process he called 'rational judgement'. 

Rational judgement, guided by the Practical Philosophy, 

is the core idea of Keynes's perception of economic 

expectations. A very different set of ideas forms the essence 
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of the Digital concept of expectations, as represented in 

the Rational Expectations Hypothesis. 

Digital Philosophy 

The main currents and general direction of British 

Economic analysis at the turn of the century were set out 

in the White chapter. At that time, the scientific impulse 

to measure and quantify was becoming increasingly strong. 

The 'applied ethics' aspect of Economics was being left 

behind. In its place (protected for a time from the onslaught 

of positivism by Marshall himself) a practical social 

orientation carne to prevail. Economic man had been adopted 

as a necessary a bstr act ion, but it was st i 11 recogn i sed 

that ultimately, Economics had to account for the other 

elements of man's complex nature as well. 

As narrated in the Blue chapter, Keynes began his study 

and practice of Economics with these ideas at his elbow. 

His exposure to Moore's philosophy, comingled with the views 

and beliefs of Alfred Marshall and his father Neville, led 

to his synthesis of a set of ideas that formed the basis of 

his analytic approach - the Practical Philosophy. 

The discipline, meanwhile, continued to evolve. Keynes's 

personal impact was in the form of his theories and particularly 
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the conclusions for government policy that seemed to be 

sugge sted the re from. These contributions notwithstanding, 

never did Keynes influence the course of Economic method 

away from its increasingly mathematical and abstract path. 

His own work was popularised in mathematical form, at the 

cost of the loss of components Keynes considered essential: 

the potent ia 1 for change, the sign i f icance of not actual, 

but expected values. 

The importance of economic expectations was brought 

horne by Keynes's treatment of them in The General Theory. 

It was not until the advent of Muth's Rational Expectations 

Hypothesis that expectations were found to be assimilable 

in to the burgeon ing corpus of Dig i tal theory. Like the 

Ut i 1 i tar ians, Economics came to assume numer ical features 

for factors that were otherwise quantitatively unobservable. 

But the origins of Muth's hypothesis are not found in the 

obv ious fact that, wh ile expectations are impor tant, they 

are not readily observable and measurable. The assumption 

that subjective expectations are, if they are rational, 

equivalent to objective mathematical expectations, is 

reinforced by a set of ideas, analogous to those in Keynes's 

Practical Philosophy. 
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i. Man is predictable. Predictability is achieved by 

observing and identifying the laws that govern economic 

activity. 

ii. The economic universe is a mechanism. It does not 

change in ways that in fluence the laws t ha t gu ide its funct ion. 

Knowledge of t he past there fore prov ides ins igh t in to the 

future, and meaningful predictions can be made accordingly. 

iii. Only those aspects of reality that have quantitative 

qualities are Economically analysable. That which is 

numer ically observable can be isola ted from its non-numer ical 

qualities without loss of applicability in the result. 

iv. Informational constraints are a technological problem. 

Until such time as these are resolved, they can be safely 

assumed to have little effect on the quality of conclusions 

drawn from limited evidence. 

v. Linear reasoning - the process of drawing conclusions 

from quantified information using logic - is the only method 

for establisl!ing expectations, whether of the subjective 

human or objective mathematical variety. 

vi. Rational action is solely the product of linear reasoning. 

Economic decisions are therefore predictable using this same 

process. Whatever is not observably rational in this sense 
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is irrational, and undesirable. Those actions that are not 

governed by the rules of linear reason must be made to 

conform. 

The consequence of this Digital Philosophy for Economic 

analysis is straightforward. To the extent that the 

suppositions of mechanistic regularity and quantifiability 

hold true in fact, Digital Economics will eventually yield 

insights into the solution of the Economic Problem the likes 

of which Keynes could not have hoped to ach ieve. In view 

of the dua I rela t ionsh ip be tween Economic theory (and the 

conclusions thereof) and economic reality, this outcome is 

clearly dependent upon how the economic plane - particularly 

the actions of men - is influenced by the ideas contained 

in the Digital Philosophy. 

A Rational Judgement 

Economists corne from a long line of would-be social 

reformers, none of whom would have denied the re-shaping of 

society according to a theoretical ideal to be the object 

of their endeavor. l 

Despite the mathematical form of expression of modern 

theory, even the most 'positive' Economist would likely admit 

to shar ing wi th Keynes a norma t i ve or ien tat ion in some deg ree. 2 
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And such is their right as intellectually free social thinkers. 

There is, however, an obligation attendant upon this right 

to investigate the probable consequences of the implementation 

of their theoretical recommendations. 

Politics and government policy are affected by Economic 

theory. In times of economic hardship, this is particularly 

true. From the depths of the Great Depression, Keynes 

attempted to shake the orthodox thinking of most politicians 

and many Economists who believed, contrary to his own 

conclusions, that governments can and should do nothing in 

times of economic difficulty. Keynes tried to persuade his 

audience that, under then prevailing conditions, any action 

on the part of government was less likely to exacerbate the 

Depression than bring about improvement, however short-lived. 

Today, many modern industrialised economies face high 

inflation or low employment or both. Keynes is widely held 

to be personally responsible for this situation for it was 

The General Theory and the conclusions for policy therein 

that shaped government decision-making from the end of the 

second World War to the late 1970's. 3 

Not even Keynes could have foreseen the consequences 

not so much of his theory or the policy recommendations 

derived therefrom - but of the cult of personality that 
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grew up around him and his ideas. Ironically, the kind of 

blind adherence to Economic dogma that his Practical Philosophy 

abhored was practiced by those who associated themselves 

with him. 

The origins of this blind faith is not in the strength 

of Keynes's theoretical conclusions, although it cannot be 

denied that the liberal character of his conclusions was in 

keeping with the intellectual tide that rose after the Second 

World War. More precisely, it was the increasing influence 

of the Dig ital Philosophy in Economics that led to the relig ious 

acceptance of Keynes's recommendations long after the 

situation for which they were intended to apply had 

disappeared. 

There can be no doubt that the theoretical precepts 

and conclusions that predominate in contemporary Economics 

are not those espoused by Keynes and his followers. The 

essential elements of the Digital Philosophy have, however, 

rema i ned intact and indeed are more entrenched than ever in 

Economic thought. The practical consequences of the 

theoretical ideas currently in vogue, when mixed with the 

Digital Philosophy, cannot be predicted with certainty. 

Our expectations in this respect need not, of course, be 

merely a speculative matter. We can have some degree of 
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confidence in an expectation of these consequence.s if arrived 

at through the proper process. 

The Ev idence 

The 1970' s saw a sh i ft in the or ienta tion of macroEconomic 

theory and, by extens ion, macroeconomic policy. What had 

corne to be known as 'Keynesian' theory and policy approaches 

were discarded in favour of ideas closely resembling those 

Keynes descr ibed in The General Theory as be ing Classical 

in origin. 4 This transition has been attributed to several 

impulses. The simplest, yet most insightful explanation is 

that the old 'Keynesian' theories - as Keynes himself would 

have pred icted - no longer conformed to the new economic 

reality.5 

Alternative theories seemed to accord closely with the 

facts. More important, they offered a solution to both the 

poli tical and economic problems of the day, the former stemming 

from the obstinacy of the latter. Simultaneously, the state 

of the art in new Classical theory came to be expressed in 

the form of models incorporating the Rational Expectations 

Hypothesis. 

The policy implications of this marriage were 

straightforward. The suggestion that government should use 



171 

fiscal and monetary instruments to maintain a high level of 

employment was demonstrated theoretically (i.e. 

rna thema t ically) to be fu tile and even detr imen tal. In the 

long run, economic agents would incorporate these 

manipulations on the part of government into their output 

and labour supply decisions such that increasing the money 

supply, for example, would have no real effects. While 

these adjustments were taking place moreover, there is the 

potential for financial or efficiency loss. Hence the 

recommendation that government follow strict guidelines in 

making policy in order to facilitate the anticipation of 

their moves by economic decision-makers.6 

A convenient conclusion indeed. As the proponents of 

Rational Expectations freely admit, current modes of analysis 

are limited to the explanation of behaviour that follows 

rules. No other type of action can be accounted for and 

understood using a mathematical model to simulate reality.7 

Government policy-makers are not simply better advised to 

act according to rules; their actions are also better analysed 

if they behave this way. More than this, their actions are 

more accurately predicted if they follow rules - by economic 

agents and, of course, by Economic scientists. 

Economists are not engaged in a conspiracy of monumental 

proportion the objective of which is to regain credibility 
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lost during the reign of the 'Keynesians'. On the contrary, 

most contemporary Economists are quite justifiably seeking 

the analytic certainty that can only be obtained by using 

mathematics and statistics to represent economic reality. 

Mathematics is of that class of things that has the potential 

for cer ta inty, in that it ex ists in pure form wi th in the 

confines of the mind. 8 It follows that if reality exhibits 

the qualities of mathematics, certainty can also characterise 

reali ty. Rule s then, will make the economy work better 

than rational judgement. Economic theorists and, for other 

reasons, politicians, advocate exactly this.9 

A proposition 

Rational Expectations models depict government 

dec is ion-mak ing with a stochastic equation - the formula 

that is used to arrive at a decision. The same sort of 

'decision-making' on the part of economic agents is implied 

by the Rational Expectations Hypothesis itself. People are 

assumed to make dec isions as if they were using a rna thema tical 

mode l to form their expectations. If expectations were to 

be modelled explicitly, they too would have to conform to 

the formulaic constraints of this type of theory.lO 

Accordingly, the reasoning process used to arrive at Rational 

Expectations would be based solely on quantitative evidence 

http:theory.lO
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and logical sequences of analysis. The process, like the 

equation used as its metaphor, is linear. Non-quantifiable 

variables are left out of the determination, as is the faculty 

of intuition. 

The conclusion that economies would be more predictable 

and therefore better off if governments followed rules would, 

it seems, also hold true for the decisions of individual 

economic agents, that is, people. Economic forecasts and 

the theory upon which they are based would be that much 

more likely to be accurate. ll A simple proposition follows 

from this evidence. Digital Economic theory incorporating 

the Rational Expectations assumption can contribute to the 

establishment of totalitarianism. 12 

The Argument 

It is but another aspect of our Digital Age that Economics 

has taken on a technical character that may one day see the 

complete exclusion of the historical, political and 

philosophic viewpoints from the discipline. Th is trend, 

comb ined wi th increas ing ly 'sc ienti fic' approaches to business 

management will create a generation of policy advisers, 

economic decision-makers and businesspersons who see nothing 
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inherently wrong with adopting rules to determine economic 

act i on. 

The gradual demise of small business and the crowding 

out of individual entrepreneurs at the hands of corporations 

and large financial concerns, sets the stage for a change 

in ideas. Ind i v id ual fr eedom to act accord ing to per sonal 

judgements ( including the freedom to make mistakes) was once 

the idea that coloured the economic plane. The notion that 

rules are better than rational judgement, if it succeeds in 

supplanting this idea, will eventually lead to the formation 

of a planned economy not unlike those of State-controlled 

soc ie tie s. 

No Economist holds the idea of liberty of choice in as 

high esteem as did John Maynard Keynes. Far from being a 

Communist13 , Keynes praised the capitalist system for its 

inheren t var ie ty .14 But his Pr actica 1 ph i losophy sugges ts 

that he would have scoffed at the advice that an economy is 

better off if government 'is restrained from acting in times 

of need according to its best judgement. 

Keynes real i sed that, as economic condi t ions change, 

new thoughts and new solutions must be found to cope with 

and eventually conquer the Economic Problem. 

The General Theory was not meant to be definitive, nor was 
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it i ntended to answer all questions for all time. The 

conclusions therein were admitted by Keynes to be subject 

to al l sorts of "special assumptions" related to "the 

particular conditions of the time".15 Keynes's Practical 

Philosophy of method and ideas on rational judgement are 

his legacy. 

Keynes showed that in practical terms intuition is an 

integral element of the reasoning process. It is therefore 

a component of expectations formation of which Economic theory 

should take account. Keynes was not thereby clever ly avoid ing 

the issue of modelling (mathematically) expectations. 16 Quite 

the contrary. It is accepting the fact that expectations, 

because of their intuitive component, cannot be modelled 

mathematically. In attempting to do so, Rational Expectations 

is not adopting a "second best" approach in light of the 

limitations of mathematics. It is making a fundamental 

analytic error because to reduce expectations to linear 

constructs results in a false, not approximate, representation 

of reality when the expectational environment is subject to 

change. 

As long as governments acted in the public interest to 

the best of their ability and judgement, Keynes believed 

that the Economic Problem could eventually be solved without 
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undue interference with the capitalist colour of the economic 

plane. 17 

In 1932 he wrote: 

For the next 25 years, in my belief, 
economists, at present the most 
incompetent, will be never the less the 
most important group of scientists in 
the world. And it is to be hoped - if 
they are successful - that after that 
they will never be important again.18 

As much of the foregoing attests, Keynes was not given to 

prognostication where great unknowns are involved. He was 

optimistic that future Economists would tackle and solve 

the Economic Problem. His observation that 

[w]e do not know what the future will 
bring, except that it will be quite 
different from anything we could 
predict. 19 

has proven most insightful. Perhaps Economists are indeed 

on the verge of conquering the Economic Problem. There is 

irony in that Keynes envisioned the solution to involve the 

emancipation of men's minds, not their enslavement to a set 

of rules. 20 

The proposi tion suggested here by way of conclusion 

may, in the end, prove of very low probability indeed. 

Economies may continue through the Digital Age and beyond, 

shaped by the intuitions as well as the calculations of 

men. If this is the case, then heedless of the warnings of 

http:again.18
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Keynes 1 S teachers and of the example of Keynes 1 s thought, 

Economics will indeed become too abstract and far removed 

from the real world to be of practical use. 

Confidence in this proposition is strengthened by an 

in tu it i ve ins ight obtainable from the word s with wh ich Keynes 

concluded The General Theory. 

At the present moment people are unusually 
expectant of a more fundamental diagno
sis: more particularly ready to receive 
it: eager to try it out, if it should 
be even plausible. . .• The ideas of econ
omists ... both when they are right and 
when they are wrong, are more powerful 
than is commonly understood. 2l 

In assessing the probability of this proposition, given the 

evidence and argument set forward above, the reader is, for 

now, f r ee to use his own judgement. 
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ENDNOTES 


1. 	 Marshall, Marx and of course Keynes are all examples 
of this type of theorist. Apropos the discussion of 
the New Classical school herein, it is interesting to 
note that the first theorists who, in the interest of 
social reform over scientific explanation, abstracted 
from "natural law" those rules they felt should govern 
the economic system were the Physiocrats. See Gunnar 
Myrdal, The Political Element in the Development of 
Economic Theory, Harvard University Press, Cambridge, 
1955; p. 30. 

2. 	 Ibid.; p. 4. 

3. 	 To argue thus is unfair and academically unprincipled. 
See Elizabeth and Harry Johnson's The Shadow of Keynes: 
Understanding Keynes, Cambridge ancrKeynesian EConomics, 
University of Chicago Press, Chicago, 1975; p. 203. 
The' interpreters' of Keynes who were eventually respon
sible for the practical implementation of some of his 
specific recommendations are to blame for any economic 
damage done in the name of 'Keynesianism'. Robert 
J. Barro - a member of the Rational Expectations school 
- describes the situation thus: 

The truth is that in the mid-60's there 
was an artificial, essentially political 
consensus on the Keynesian model, which 
was not built on much supporting economic 
theory or empirical evidence. 

From 	'Rational Expectations and Macroeconomics in 1984', 
American Economic Review, Vol. 74, No.2 [Papers and 
Proceed1ngs of the 96th Annual Meeting of the American 
Economic Association] (May 1984); p. 181. 

4. 	 See J.M. Keynes, The General Theory of Employment 
Interest and Money, Macmillan, London, 1964; p. 3 and 
fn. 

5. 	 David Begg maintains that the Rational Expectations 
literature "cast doubt on the efficacy of demand manage
ment policies in stabilizing output and employment". 
See his article 'Rational Expectations, Wage Rigidity 
and Involuntary Unemployment: a Particular Theory', 
in the Oxford Economic Paper s, Vo 1. 34 (New Ser ies) , 
No.1 (March 1982); p. 23 [Hereinafter cited as Begg 
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(1982b)]. The main source of doubt was that, contrary 
to the ad hoc Keynesian assumptions about the manner 
in which expectations are formed, Rational Expectations 
assumes that agents revise their calculations when reali 
ty proves their initial conclusions inaccurate. Begg 
details this in his book The Rational Expectations 
Revolution in Macroeconomics, Johns Hopkins, Baltimore, 
1982: p. 1 [Hereinafter cited as Begg (1982a)]. 

6. 	 liThe consensus among AIDer ican Monetary economists is", 
Harry Johnson explains, 

••• that (Central Banking Authorities] 
are not (intelligent], and that their 
efforts to be 'smart' cause more trouble 
than they are worth. Not just Milton 
Fr iedman, but a number of others 
(including the Joint Economic Committee 
of the u.s. Congress) have corne out in 
favour of limiting the power of the cen
tral bank to introduce arbitrary distur
bances in the market by subjecting it 
to some sort of rule (or band limits) 
on what it can do to the money supply. 

Ope cit.: p. 142. 

7. 	 Lucas admits that understanding the effects of rules 
is "the most that there is any chance of doing well". 
Quoted from Lucas by Bennet t T. McCallum, "Macroeconomics 
After a Decade of Rational Expectations: Some Critical 
Issues', in Federal Reserve Bank of Richmond Review, 
Vol. 68, No.6 (November/December1982): p. 11. In 
Lucas's view, 

The preference for "rules versus authori
ty" in economic policy making ••• is not 
based on any demonstrable optimality 
properties of rules-in-general (whatever 
that might mean). There seems to be no 
theoretical argument ruling out the pos
sibility that (for example) de~egating 
economic decision-making authority to 
some individual or group might not lead 
to superior (by some criterion) economic 
performance than is attainable under 
some, if not all, hypothet ical rules. .. . 
The point is rather that this possibility 
cannot in principle be substantiated 
empirically. The only scientific quanti 
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tat i ve policy eva lua t ions a va i lable to 
us are comparisons of the consequences 
of alternative policy rules. 

From 'Econometric policy Evaluation: A Critique', in 
Journal of Monetary Economics, Supplement, 1976; p. 41. 

8. 
We understand that which we make and 
especially that which we make by applying 
mathematical formulae. If we could only 
refashion the world along mathematical 
lines, we could understand it too. 

This or some variant of this seems to be at the root 
of the Rational Expectations policy approach. See Piero 
v. Mini, Philosophy and Economics; the Origins 
and Development of Economic Theory, The University 
Press of Florida, Gainsville, 1974; p. 285. 

9. 	 policy rules, Barro tells us, in that they provide 
"commitments about future governmental behaviour", can 
"encour age e ff ic ient behav iour of ind i v id uals .•. . 
The gold standard and constitutional limits on money, 
taxes and government spending are, from the Rational 
Expectations perspective, "possibly useful rules". See 
Barro, op. cit.; p. 181. 

In empirical tests against present reality, the Rational 
Expectations Hypothesis has met wi th what advocates 
prefer to call "mixed results". See, for example, 
Frederic S. Mishkin, A Rational Expectations Approach 
to Macroeconometrics; University of Chicago Press, 
Chicago, 1983; pp. 156 and 157 or Steven Sheffrin's 
concluding chapter wherein he discusses the essential 
(bu t not i r remed iable) fai ling s of Rat ional Expecta t ions 
theory, beginning with its use by the Reagan administra
tion in 1980 to predict levels of output and inflation. 
Shortcomings that result in predictive errors can, in 
his opinion, be overcome with further theoretical 
(i.e. mathematical) refinements. Sheffrin winds up 
re fer ring to the Rational Expectat ions "pr inc ip1e" , 
leading one to believe that these refinements are only 
necessary to discover a truth that exists only slightly 
beyond our analytic reach. See his Rational 
Expectations, Cambridge University Press, London, 1983; 
p. 190. 

10. 	 According to Begg (l982a), op. cit.; pp. 11 - 12. 
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11. 	 Begg prefers to remain optimistic about the prospects 
for specifying a mathematical analogue for expectation 
formation only because if this is not possible, 

.•• we may as well abandon attempts to 
understand the macroeconomy through 
empirical work. [A]nd we can never 
forecast. 

Innocen t and ominous. See Begg (19 82b) , op. ci t .; pp. 26 
- 27. 

Adolph Lowe constructs a system of theory cum authority 
that he feels should solve the problem of the dichotomy
between reality and theory. His conclusion is that 

... only to the extent to which Control, 
while orienting itself on the findings 
of (Lowe I s spec ial type of analy s is] , 
succeeds in making reality conform to 
the goal underlying that analysis will 
economic theory succeed in making con
formable predictions (italicised in the 
original) • 

See On Economic Knowledge: Toward a Science of Poli tical 
Economics, Harper and Row, New York, 1965; Po 148. 

12. 	 Lowe remarks that if behaviour is determined by expecta
t ions, but economic theory cannot explain expectations
ad equately, the only alternative is to remove the 
behav iour of ind iv idual agents as inf luences on economic 
processes. "What on the surface looks like a problem 
in methodology", says Lowe, "really concerns the future 
of decentralized decision-making in the framework of 
modern industrialism". Ibid; p. 98. 

Lucas seems, in light of this potential, quite oblivious 
to the implications of his remarks: 

Should [equilibrium methods as applied 
to the business cycle] prove 
unsuccessful, it will suggest important 
changes in the way we think about policy. 
Most fundamentally, it will focus atten
tion on the need to think of policy as 
the choice of stable rules of the game, 
well understood by economic agents. Only 
in such a setting will economic theory 
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help predict the actions agents will 
choose to take. 

See Lucas and T.J. Sargent, 'After Keynesian 
Macroeconomics', in Federal Reserve Bank of Minneapolis 
Quarterly Review; Vol. 3, No.2 (Spring 1979); p. 15. 

13. 	 See, for example, Elizabeth and Harry Johnson, OPe cit; 
p. 69. 

14. 	 In the closing pages of The General Theory, Keynes 
writes: 

above all, individualism, if it can 
be purged of its defects and its abuses, 
is the best safeguard of personal 1 iberty 
in the sense that, compared with any 
other system, it greatly widens the field 
for the exercise of personal choice. 
It is also the be st sa feguard of the 
variety of life ••• the loss of which is 
the greatest of all losses of the homoge
neous or totalitarian state. 

Op • cit.; p • 3 80 • 

15. 	 JMK XIV; p. 122. 

16. 	 Keynes's expectations schema is not, in any event, indica
tive of a pessimistic attitude toward "defining" the 
manner 	in which expectations are formed, as Begg suggests 
(1982a), OPe cit.; pp; 18 - 20, and 258. 

17. 	 Keynes wrote to Hayek of the latter's book 
The Road to Serfdom: 

Moderate planning will be safe enough 
if those car ry ing it out are r igh tly 
or iented in the ir own minds and 
hearts... • But the curse is that there 
is also an important section [of society] 
who =ould be said to want planning not 
in order to enjoy its fruits, but because 
morally they ... wish to serve not God 
but the devil. 

As quoted by Robert Heilbroner, The Worldly Philosophers, 
Simon and Schuster, New York, 1980; p. 276. 
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18. 	 From 'The Dilemma of Modern Socialism' in 
Political Quarterly, Vol. 3 (April - June 1932) , pp. 155 
- 161 as quoted by the Johnsons, OPe cit.; p. 18. 

19. 	 Keynes wrote extensively about the rise of fascism and 
the ~otentia1 consequences for England and Europe. He 
worrled over hasty, ill-considered reactions that could 
bring on war needlessly. This quote is from such an 
article, reprinted in JMK XXVIII; p. 67. 

20. 	 J.M. Keynes , Essays in Persuasion, Macmillan, London, 
1931; pp. v i - vii. 

21. 	 J.M. Keynes (1964), OPe cit.; p. 383. 
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