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Abstract

Research background:One of the principal contributions of Maynard KegtseGeneral
Theory was identification of the phenomenon of iowbary unemployment, due (on ac-
count of adverse expectations and confidence omdhieof potential buyers) to a want of
demand for the quantity of output which a fully-doyed labour force was capable of
producing. Such unemployment, he insisted — coptaconventional opinion — was not
due to workers pricing themselves out of work byneading wages higher than employers
could afford. Far from unemployed workers beingniselves responsible for their plight,
they were, in reality, victims of circumstances day their control. Keynes'’s understanding
was, for many years, widely accepted by acaderpmig;y-makers and the general public.
In recent times, however, mainstream macroecondimeiory has shown a regrettable ten-
dency to return to old modes of thinking. Blamedaemployment is again put on the work-
force, whose alleged misunderstanding or slow nespdo change are said to imply seeking
employment on unrealistic terms. A more extremevvie that worklessness may reflect
a deliberate choice of leisure. To anyone sceptitdhe validity of such analyses there is
a clear need to recover the Keynesian understarafitige possibility not just of frictional
or voluntary, but also of involuntary unemployment.

Purpose of the article: Ezra Davar, recognising that it is important notase sight of the
idea of involuntary unemployment, has recently mafited in this Journal to explain
Keynes's concept. Unfortunately, however, he failsecognise that Keynes accounted for
involuntary unemployment as resulting from deficgmof aggregate demand for output, not
as the consequence of any supply-side factor.tthibating involuntary unemployment
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a peculiarity in the labour supply function Davartq misses Keynes’s point, and in fact
identifies as involuntary unemployment a situatddnvhat Keynes would have described as
“voluntary” employment. The objective of the preseate is to clear up this misunderstand-

ing.

Introduction

In a paper recently published in this journal, ERavar (2016, pp. 605—
629) claims to be presenting a clarification of dmncept of involuntary
unemployment, resolving what he describes as “tdusion” created by
Keynes’s allegedly “vague and incomplete” definitioDavar’s proposed
elucidation consists of an interpretation of Keysdkeory of involuntary
unemployment as a derivation from Walras’s accaintoluntary unem-
ployment. According to Davar, Keynes achieved thxy changing
Walras’s assumptions” regarding conditions of lateupply? Responding
to that rather surprising suggestion, this note anathe point that while
Davar seems to understand well enough what Walesstrby “voluntary
unemployment,” it is evident that he does not himeeghost of an idea of
what Keynes was getting at in teneral Theorywith the notion of “in-
voluntary unemployment”. Our purpose thereforehis paper is to bring
out the true nature of Keynes’s concept of invamptunemployment,
contrasting it with the very different state ofaaf§ which Davar chooses to
describe as “involuntary unemployment”. We belitivat Davar’s sugges-
tion as to the source and character of involuntamgmployment is ifiact
highly misleading and likely to cause confusiont@svhat Keynes under-
stood by “involuntary unemployment”. As the issa@he of both theoreti-
cal and practical importance, correction of Davarisunderstanding is
desirable.

Davar on voluntary and involuntary unemployment

Let us briefly review Davar’s interpretation of uotary and involuntary
unemployment and then set Keynes’s explanatiomwebluntary unem-
ployment against that of Davar.

1 While not accepting Davar’s description of Keyrsed&finition of involuntary unem-
ployment as “vague and incomplete”, we do agreh hiitn that Keynes’s concept of invol-
untary unemployment is a unique and important doution, and that it is deplorable that it
has disappeared from much of the modern literatireour opinion, however, Davar’'s
attempt to explain involuntary unemployment failsathieve its objective.

2 . - . . . - . .

The mere suggestion that Keynes found inspirdtimm Walras is implausible: it was
not Keynes'’s wont to approach theoretical issussfa Walrasian perspective.
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Davar correctly shows Walras’s treatment of emplegt and unem-
ployment (Walras, 1874), which covers betiiuntary unemployment and
forced unemployment, to be of a characteristically ne®itas character.
Employment is represented as determined withinlgbeur market at the
point of intersection of the “labour demand” (mauai product of labour)
and labour supply schedules (both are functionshefreal wage) [See
Figure 1(a)]. Note that, from this point of viewemployment is to change
in the short term, the labour supply curve mustt ¢far the reason that in
the short run the “labour demand” function is fixadgosition by the given
technology in use).

In this standard labour market diagram [Figure J1{&jth labour avail-
able for employment measured along the horizonxial a/hatever quantity
of labour lies to right of the point corresponditogthe intersection of the
demand and supply curves is deemed (a la Walrasg twoluntarily un-
employed”. A person is voluntarily unemployed, Daeaplains, “because
the wage he or she requires to be employed is hitjae the equilibrium
wage.” In the situation shown in Figure 1(a) — gitbe tacit assumption
that demand for output can be relied upon to accodate itself to what-
ever quantity of output is produced — if employmento increase in the
short run, a downward shift of the labour supplyveuis sufficient to per-
mit equilibrium with more employment.

It may be mentioned that Davar, following Walrassctibes as “forced
unemployment” any unemployment which results frone tfixing of
a minimum wage too high to permit full employmehRigure 1(b)]. That
may be so if an external agency is involved, buwnuployment resulting
from an attempt by labour itself to set an unréiakdly high rate of wages,
Keynes would consider as voluntary: he remarked3§l®. 15),“Nor
should we regard as “involuntary” unemployment wighdrawal of their
labour by a body of workers because they do noseho work for less
than a certain real reward.” Keynes makes the phaita collective deci-
sion not to work for an offered real wage, justragch as an individual one,
implies voluntary unemployment (the workforce hasateol over the situa-
tion).

Before moving on to what Davar has to say aboutriéels theory, note
his obervations concerning the Walrasian labourpsugurve (Davar,
2016, p. 607). He remarks that the type of unemmpty depends on the
character of that aggregate supply curve. Thus,

When it is a strongly increasing function, as in IK&sls approach [Figure
1(a)], there might be only voluntary unemployment. [If on the other hand,]
the supply curve of labour is a weakly increasimg,owhich means that the
supply function [has] a horizontal segment, thegréhmight be involuntary un-
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employment if the equilibrium point is located betw the boundary points of
the horizontal segment.

Davar’s conception — call it his “quasi-Walrasiamodel — is illus-
trated in Figure 2. The diagram shows a situatidth \ftwvhat Davar de-
scribes as) involuntary unemployment.

Given that the intersection of the labour demandPiyl and supply
curves in Figure 2 does occur on the horizontdi@eof the supply curve,
Davar’s point is that workers who would accept tharket determined
going wage may nevertheless find themselves ungmgloThus Davar
(2016, p. 626): “So, in such a case, an individaahvoluntarily unem-
ployed against his own wishes, because an equifibwage defined by
free competition is equal to the wage which he iregu’ In Figure 2 work-
ers, indicated by the number N2 — N1, are willingvork at the going real
wage, but no work is on offer. That rate of wagas &ttracted more people
into employment than can profitably be employednsoare inevitably
disappointed (to Davar, they are “involuntarily onoyed”). We are,
presumably, meant to set this situation against ifentified above as
“voluntary unemployment” which occurs when the gpmate of wages is
insufficient to induce (some) labour to offer ies\@ces for employment.

According to Davar, therefore, the critical issustidguishing involun-
tary from voluntary unemployment is whether or fediour is willing to
work for the wages on offer. This seems to us @waw a view; apparent-
ly it does it not matter whether or not the wage rahich labour has decid-
ed as acceptable is realistic or not? What does®m to count with Da-
varis the fact that, in the situation depicted, enovembers of the labour
force than actually are employed could not profitaiie employed at the
chosen rate of wages. Furthermore, in terms ofntaxlassical model of
the labour market (with which Davar seems to havegroblem) the “in-
voluntarily” unemployed could find employment ifeth were to accept
a sufficient wage reduction (see Figure 2); a smiuis therefore in their
own hands.

Is it meaningful for Davar to describe this as ‘Ghuntary unemploy-
ment”? It is certainly not involuntary unemploymesas understood by
Keynes. To Keynes, involuntary unemployment octesause of a lack of
demand for output and consequently want of denfianihbour — nothing
to do with supply-side conditions. We take the vidnat the situation de-
scribed by Davar as one of “involuntary unemploythés nothing of the
sort. The hard fact of the matter is that the urleygal workers in question
are seeking a wage which exceeds the value of skeiicesIf, as in the
Davar scenario, labour is asking for a wage in sxcef its marginal
productivity, but at the same time, could secujebaby accepting a lower
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rate of pay, that state of affairs ought not talbecribed as one of involun-
tary unemployment. We suggest that this nothingemtban a case of vol-
untary withholding of labour (because the desireal wage exceeds that
which employers are prepared to pay). Contrary dedD's contention, the
existence of a horizontal section of the labourpbugurve in his “quasi-
Walrasian” model, does not give us an instance ladtweynes would de-
scribe as involuntary unemployment: Davar's “quA&ilrasian model”
has nothing at all to say about the problem of luwtary unemploymerds
Keynes envisaged it.

At this point in the discussion we may take notehaf existence of an-
other analysis of unemployment which features azbotal labour supply
curve, an analysis overlooked by Davar. AppareDdyar has not realised
that Professor Pigou in his 193Beory of Unemploymermtctually envis-
aged a reverse-L-shaped labour supply cuhegizontal over its whole
length as descriptive of the contemporary state of #dimur market (see
Keynes, 1973, p. 54 and Figure 3 above).

Pigou’s theory calls into question the validity@divar's proposition re-
garding the relationship between a horizontal latsupply curve and in-
voluntary unemployment. Contrary to what Davar rhighve expected
given the form of Pigou’s labour supply curve, Rigcertainly did not
characterise the unemployment of the time as “imiary”. Quite the con-
trary: to Pigou the unemployment in question wasgffect, essentially
voluntary (even if that was not the terminologyus®ed): he believed it to
be the fault of the workforce in holding out for ges too high to be com-
patible with full employment. We conclude that Dgvéocusing on the
shape of the labour supply curve in his attempeltidate the Keynes
theory of involuntary unemployment, has actualketaus back to some-
thing very different, with a model which approxirestto Professor Pigou’s
representation of the labour market; but Pigoualysis leads not to a the-
ory of involuntary unemployment — in fact to the pogite — to
a conception which Keynes described as being oneohlintary unem-
ployment.

Keynes, for his part, did, of course, reject Pigaexplanation of the
contemporary unemployment as voluntary (wage-cam&td) and diag-
nosed it as being of an involuntary characterbut that diagnosis had
nothing whatever to do with the shape of the latsoyply curve Whether
Pigou’s labour supply curve was horizontal or medis quite irrelevant to
Keynes’s explanation of involuntary unemploymeneyKes, recognising
that the demand for labour is derived demand, dantke conclusion that
a general collapse of demand for output was rediplen®r the contempo-
rary want of demand for the services of labour.K&ynes saw the situa-
tion, the root of the unemployment problem lay wéth insufficiency of
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demand for output, not with the conditions of labsupply. We shall come
back to the Keynesian explanation of involuntargmployment.

To return to Davar's attempt to clarify Keynes'sagnt of involuntary
unemployment: we note that having introduced thigonoof a labour sup-
ply curve with a horizontal section, Davar belietxeshas found the key to
the Keynes theory of involuntary unemployment. tiud appear that he
connects Keynes with his hypothetical Walrasiantigéy horizontal sup-
ply curve construction by way of contributions byrige (1944) and
Patinkin (1965), particularly the former (see Dava0l16, pp. 615-621).
Davar wishes to find in Keynes the account of (alted) involuntary un-
employment as presented via his (Davar’s) “quasirigan” horizontal
labour supply curve model. And he thinks he findé et us now see what
Davar has to say about Keynes's handling of theeisx involuntary un-
employment; we will then come back to the questibiow Davar may
have arrived at his particular interpretation oyKes.

With respect to the Keynes theory, Davar tells2@d 6, p. 615) that, we
may conclude that Keynes, by supposing that thed tabour supply func-
tion is “weakly”, not “strongly “increasing”, as Was had assumed —
changed Walras’s assumptions. The function cowddefore feature a hori-
zontal segment (as is the case with Davar's “qWairasian” labour sup-
ply curve depicted in Figure 2).

To emphasise the point. Davar is attributing to kes/the assumption
of a (partly) horizontal labour supply curve, which (Davar) believes is
the necessary condition for the occurrence of Wkadescribes as involun-
tary unemployment. Davar asserts thatthe equilibrium state there might
be involuntary unemployment if the equilibrium pdénlocated on the hor-
izontal segmerit From this perspective, he concludeSo; Keynes stated
that voluntary unemployment is characterised byribigl-wage phenome-
non, . . . Thus, in the absence of rigid wagesethis also no involuntary
unemploymerit Davar makes it clear that, as he understandsisige,
whether unemployment is voluntary or involuntargpends on the shape
of the labour supply curve. He sums up: “. in. the framework of free
competition, the kind of unemployment, if it exidepends on the charac-
ter of the assumptions, i.e., on the form of thgpsucurve of labout
[Emphasis addedThis understanding is evidently what Davar pee-
senting as his clarification of Keynes'’s theoo§ involuntary unemploy-
ment

There we have it. That is what Davar thinks ofresKeynes theory and
the meaning of involuntary unemployment. In otheras, as Davar stated
in the opening statement of his paper, “Keynesilimtary unemploy-
ment derived from Walras’s voluntary unemploymeytniieans of chang-
ing the characteristic of the aggregate supply edfunction) of labour.”
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The crux of the matter, according to Davar, is Kaynes introduced into
his model a horizontal section of the labour supplyve the presence of
which he deemed a necessary condition for the oceooe of (what he
called) involuntary unemployment. To that allegatis added, we may
note, the old charge of Keynes assuming wage tygittiis clearly to the
supply side of the labour market that Davar directsattention if we are to
understand how involuntary unemployment comes about

We find it very difficult to recognise Keynes'ssibry of unemployment
from the above description offered by Davar. Thgitkwage phenome-
non”, “the supply curve of labour with a horizonssgment” — where do
these come from? This is not teneral Theoryas we know it. What is
clear, however, is that Davar is attempting totfois Keynes the account of
what he (Davar) calls involuntary unemployment —daseloped via his
“quasi-Walrasian” model. But his is not an aauo of involuntary un-
employment as understood by Keynes, and seemsatonuerelation to
anything said in thé&eneral Theory The question is — how did Davar
arrive at his particular reading of the Keynes Tg@o

We think we have the answer to that question. Asitioeed above
Davar has evidently given particular attention k& Lange’s 1944 study,
Price Flexibility and Full EmploymentHe comments that “Lange was one
of the first economists to define involuntary uméoyment graphically,
that is, close to its genuine meaning in the ecoo®fiterature”. We sug-
gest that Davar has been misled in his understgrafiiKeynes’s work by
Lange’s unsatisfactory exposition — including hiaglammatic treatment.
We need therefore to examine Lange’s handling @figbue of involuntary
unemployment. Accordingly, Lange’s labour markégdam is repro-
duced below (Figure 4):

Davar’s “quasi-Walrasian” model, when compared wlitnge’s ac-
count, is seen to bear a suspiciously close ressmdlto what Lange
thought to be the characteristics of Keynes'’s cptioe of the labour mar-
ket (see Lange, 1944, p. 6 and Davar, p. 616). €angodel shows the
conventional neoclassical determination of emplaynimy the intersection
of the labour demand and supply curves. The labapply curve has —
presumably, for Davar, the critical feature of tinedel — a horizontal
section such that its intersection with the labdemand curve is above and
to the left of what would have been the intersect the labour demand
curve with a normal, positively-sloped labour sypplirve. The situation is
described by Lange in the following words:
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“Underemployment” is the excess supply AB (=PQ)ileviikeynes considers
the line D is the demand curve and S the supplyecof the factor. In our
treatment CQS as the supply curve, P an equilibrpoint and PQ (=AB) in-
voluntary unemployment.

“Involuntary unemployment” in the Keynesian serse.i. an equilibrium posi-
tion obtained by intersection of a demand asdpply curve, the supply
curve of labour, however, being infinitely elasticer a wide range with re-
spect to money wages, the point of intersectiongo® the left of the region
where elasticity of the supply of labour to moneges becomes infinite.”

Davar comments hat “by Lange’s definition involugtanemployment
only exists if the labour supply curve includesogizontal segment (imply-
ing wage rigidity)”. It looks very much as if Davgot the key element of
his model — the horizontal labour supply curve -enirLange’s (incor-
rect) representation of Keynes (he certainly didyet it directly from
Keynes). The trouble, though, on our understandmthat Lange’s model
(and Davar’'s model apparently derived from it) maghing to do with
Keynes’s interpretation of the nature of involugtamemployment. As
a guide to Keynes, it is misconceived and irrelévan

Use by Lange and Davar of the standard neoclasspatsentation of
the labour market, which explains employment agrd@hed at the point
of intersection of the (conventional) labour demaatl labour supply
curves, reveals that these authors have failedaspgan essential element
of Keynes'’s (revolutionary ) conception — namehattdemand for labour
is derived demand. As demand for labour dependseamand for the out-
put that labour will produce, labour demand ougbt to be shown dia-
grammatically as dependent simply on the rate alf wages sought by the
workforce. In offering employment employers areerested not only in the
productivity of labour, but also, crucially, in thospects for the sale of
the output that labour will produce. We will deathwthis point more fully
below when we come to examine Keynes model ofghedr market.

Furthermore, Keynes certainly did not suppose a@heur supply curve
to be horizontal — and rigid — at some level ofl nwages incompatible
with full employment (as shown in Lange’s diagramjage rigidity is not
a cause of unemployment in Keynes'’s theory (hen ¢weught it could be
a beneficial source of stabilityJhe essential point of the Keynes theory of
unemployment is that the problem was not one ofhigh wages but of
want of demand for the output of labolm the Keynes analysis, far from
employment being constrained by a labour supplyweuixed “in the
wrong position” as suggested by the Lange modebuais “off its supply
curve” (diagrammatically) in a position determirtsdeffective demand for
output, somewhere to the left of the point on td@lr supply curve which
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indicates labour’s preferred position. Contraryvar’s contention labour
cannot be involuntarily unemployed if it is on sispply curve — though it
may be voluntarily unemployed.

In short, the situation portrayed in the Lange eloghich seems to
have determined Davar’s conception, correspondsonigeynes account in
the General Theonbut has more resemblance to Pigou’s picture ofewag
constrained employment — that is to say, in Keynéstms, to a case of
voluntary unemployment.

Once we have developed our account of the Keyrexsry of involun-
tary unemployment (which we do immediately belowg whall be in
a position better to explain, with the aid of agfam which properly illus-
trates the Keynes conception, how the Lange — Dmnaatels fail to cap-
ture Keynes'’s understanding. It looks as if Dawatrtge key element of his
model — the horizontal labour supply curve — froanbe’s misrepresen-
tation of Keynes (he certainly didn't get it fromethes) Davar has missed
the essential insight of Keynes's theory of invééug unemployment,
namely that deficiency of demand for output is thetor responsible for
involuntary unemployment of labour. It is the (ded) demand for labour,
not wages or anything else (such as the shapeedfbour supply curve)
that matters.

Keynes on involuntary unemployment

To appreciate how far off the mark Davar’s intetatien of Keynes is, we
now turn directly to Keynes'’s explanation of thégor and nature of invol-
untary unemployment.

The essential and original feature of Keynes'sthef involuntary un-
employment is its recognition that the level of ¢éoyment depends not
only on conditions within the labour market, butjaally also, on condi-
tions outwith the labour market — that is, on ttetesof demand for output
in the commodities markets. In other words, demfandabour is derived
demand, derived from the expected demand for thpubuhat labour
would produce if employed.

Davar apparently does not appreciate that Keyneerstood the de-
mand for labour to be derived demand; this lackraferstanding is in fact
characteristic of the conventional neoclassicaltinent of the functioning
of the labour market. In terms of the standard rhéftee marginal product
of labour function is invariably described as thebbur demand function”,
which is incorrect — that description ignores tlaetfthat whatever the

3 This section draws heavily on Grieve (2017).
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marginal product of labour may be, it cannot befifable to employ and

pay labour according to the notional value of itmidishing marginal

product if that product cannot actually find a netrkf we maintain, neo-
classical fashion, the idea of diminishing margirelirns to labour in the
short run, the reality (not properly recognisedtis conventional theory) is
that if employment is to increase, it is necessat only that the going
wage falls as the marginal product of labour distieis, but it is essential
also that any increase in employment offered mastabcompanied by
a sufficient increase in demand for output to fydtiat extra employment.
In other words, with respect to the labour markagihm, it is an increase
in demand and output that justifies additional eyplent, with the wage
reduction being an automatic (accommodating) aceomnpent of the in-

creased employment. The MPN curve should therdiereead as a real
wage function, with the real wage (the dependeniabke) depending on
the volume of labour employed, not vice versa.

As demand for labour depends crucially on cond#tibeyond the la-
bour market, on the state of expected demand fipubuwve may, in order
to depict the impact of demand for output on theila market, impose on
the conventional labour market diagram a vertica indicating how much
labour (corresponding to demand for output) is @ttudemanded in the
labour market. This link between the markets weé tba “derived demand
for labour function” (DDR). See Figure 5 which indies how the demand
for labour in the labour market derives directlgrr effective demand for
output in the commaodities market.

With demand for labour thus determined quite indeleatly of labour
supply, demand for labour may equal, exceed orsfatirt of the available
supply. With insufficient demand relative to thaguired for full employ-
ment, a corresponding “gap” exists in the labourkelbetween the quan-
tity of labour offered for employment, and the quigndemanded by em-
ployers. This gap, reflecting the “derived” natofehe demand for labour,
indicates the difference between the demand fauahs dependent on the
volume of expected demand for the output of thiablas, and the quantity
of labour available for employment on realistiavier A situation of invol-
untary unemployment is illustrated in Figure 6(c).

Note Keynes'’s formal definition of involuntary unployment:

“Men are involuntarily unemployed if, in the eveasita small rise in the price
of wage- goods relatively to the money-wage, ba¢haggregate supply of la-
bour willing to work for the current money-wage ahd aggregate demand for
it at that wage would be greater than the existioume of employment.”
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This definition takes the form of a test to confithat involuntary un-
employment was present. If the specified conditeomet, it must be the
case that such a gap between labour demanded laout Isupply did in-
deed exist.

If we trace through the sequence of events deplmyddis three-part di-
agram, the nature of Keynes’s involuntary unemplegmas demand-
deficient employment should become clear. We camsfitst Keynes'’s
1936 account as presented in the General Theorythéfe describe the
simplified, but in basic principle identical, acedwadvanced by Keynes in
1939.

Start with the 45 degree line (“Keynesian crossdgdam in figure 5(a).
We suppose that initially the aggregate demandtimmgAD1) lies in
a position corresponding to full employment (incoared output equal to
Y1). The position of the “derived demand for laoaurve (DDN1) in
diagram 5(b) indicates, via the production functitmat level of output
requires for its production the volume of employinsa (corresponding to
full employment) in Figure 5(c).

Now suppose a fall occurs in aggregate demand, &brh to AD2. In
response, with unsold inventories piling up, firmg production and em-
ployment, so that output falls to Y2 and employmenN2. DDN shifts to
position DDN2. In the labour market a gap emerdé&s- N2) indicating
the extent to which the contraction of final demdéodoutput has brought
about a decline in the demand for labour. Thisesand-deficient unem-
ployment; it is also involuntary unemployment irathvorkers hitherto in
employment have lost their jobs through no actiorfaalt of their own.
There has occurred no change either in the teciwalloconditions of pro-
duction and employment, nor in the terms on whaibolr is seeking em-
ployment: all that has happened is that conditionghe output markets
have deteriorated, so that only a proportion ofghevious volume of out-
put can be sold.

But what is happening with wages? If demand foolathas fallen and
unemployment has emerged, the above model showsethlawages will
have risen (W1 to W2). But Keynes in tBe&neral Theorymakes the em-
phatic point that any such increase in real wagéisd consequence, not the
cause, of the rise in unemployment. What has hagpes that, with

* If we compare the Keynes model of the labour ntarkesee Figure 5(c) — with the
conventional neoclassical model, the “labour detigMPN) schedule of the latter im-
plies that demand for output will match employmeotresponding to any value of the real
wage. It is the real wage, not demand for outpat ts the effective constraint on employ-
ment. On the other hand, introducing DDN specifiespecific volume of demand for la-
bour, and a demand constraint, which is independiatirrent labour supply. See Figure
5(c); also Kerr and Harcourt (2009, diagram p. 31).
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demand for output falling, firms have moved dowaittshort run supply
curves reducing output and employment (DDN movepdsition DDNZ2)
and implying, even with no alteration of money wage fall in commodity
prices — and so some fall in the cost of living.tihe face of falling de-
mand, the workforce has certainly not pushed forirmnease in money
wages. The rise in real wages is simply an indaleesult of the contrac-
tion of activity, a consequence, not the causé®effall in demand and pro-
duction.

Moreover, a reduction in money or in real wages matybe helpful in
stimulating increased aggregate demand. Neithdindgaprices — with
expectations of further deflation — nor falling reacomes can be ex-
pected to induce more spending.

Consider the opposite case — of a rise in aggregemeand — from
AD2 to AD1. Output and employment increase, baekj, $0 Y1. DDN
shifts from DDN2 to DDN1 and N from N2 to N1. Astput and employ-
ment rise, so does the cost of living, with priciesng (slightly) against
unchanging money wages. Thus, real wages fall p&momi movement
down the MPN function, but that movement is inggby, and occurs only
with the rightward movement of the DDN curve. WHatwe make of this
fact that real wages have fallen (W2 to W1)? Agai®,in the equivalent
case of a decrease in output and employment, thegehin wages is the
consequence, not the cause of the change in dearahdemployment.
Keynes's reasoning here was that, when employnseintcreasing, even if
the cost of living is rising a little, workers wiflot risk missing out on in-
creased employment by insisting on higher moneyewag

We have, however, a further step to take beforeomeplete our exposi-
tion of Keynes's theory of effective demand andoiowmtary unemploy-
ment. What remains to be noticed is that, shortigrgublication of the
General Theory Keynegl939) simplified the story offered the General
Theory regarding wages and employment. On the lodisiewly gathered
empirical evidence he concluded that in realitynfcary to the standard
neoclassical prediction) real wages did not fakemployment increased. In
fact, on the evidence, no systematic short-terraticglship appeared to
exist between employment and real wages. Keynesauomsidered it ap-
propriate to treat the MPN (real wage) scheduleasizontal, meaning that,
in the short run, output and employment could b&eustood to increase or
decrease without any accompanying changes in ragésvoccurring. (See
Figure 6.)

Figure 6 presents essentially the same unders@adinoes Figure 5 of
how the situation in the labour market dependshenstate of demand in
the product markets. The labour supply curve (NM®&Wws how much labour
is available at the going (real) wage W1. For siaifyl (and possibly real-
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ism) we have borrowed Pigou’s right-angled labayspdy function. It is
understood that that wage corresponds to the (amMamarginal) value
placed by employers on all labour available for Ewment (maximum
labour supply, Nf). The vertical lines DDN1 and D®Nhow the derived
demand for labour according to the levels of agaieeglemand for output.
The quantity of employment offered is determinedthat point of intersec-
tion of the relevant DDN curve with the labour slypfunction. DDN
moves rightwards or leftwards according to whetgggregate demand for
output is rising or falling. Any gap which existetiveen the equilibrium
level of employment thus indicated (N1 or N2) ahd tevel of full em-
ployment (Nf) represents demand-deficient unempkytmwhich, by its
nature, is involuntary unemployment. From this espntation of the labour
market, which no longer makes reference to a dowarstoping MPN
function, it is absolutely clear that the goingdewf employment is deter-
mined without reference to the current rate of veadjes.

We end this section on Keynes's treatment of uneympént with
a short resumé. We have observed that in the Kayieesy employment is
not set by the intersection of the marginal prodafctabour and labour
supply schedules as it is in the neoclassical mofie labour market, but
by the position of the DDN curve which indicates tturrent extent of de-
mand-deficient involuntary unemployment. The voluwwie demand for
output and so for labour is what matters — notrtite of wages. The dif-
ference in employment, N1 minus N2, indicates thesequent effect on
employment of a deficiency of demand for outputttiig wages cannot be
of direct help — as is shown by the position of DDNhere are presently
no further employment opportunities available. Reatje reduction would
be more likely to reduce than stimulate demandaftdput. Neither is defla-
tion, occurring via falling money wages and priéepromising route to
increased expenditure. Under conditions of defic@emand for output
there is in fact little possibility of the workfagdbeing able to remedy the
situation through its own efforts.

Conclusions

We arrive at the conclusion that neither Ezra Dawar his presumed guide
to these matters, Oskar Lange, have got anywhexe toeunderstanding,
far less elucidating, Keynes'’s theory of involugtamemployment. As
already discussed, what Davar identifies as “inntaty unemployment” is
nothing of the sort. What he describes is the walynwithholding of la-

bour from employment because potential employeesiawilling to work

on terms on which employment is available. Thesempioyed workers
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may think themselves unlucky in that others havenbable to find em-
ployment at a wage for which they would have beapply to work, but in
the situation envisaged by Davar and Lange theggaiage is too high to
allow who would accept these terms to find employme

Neither Lange nor Davar have succeeded, conceptatiagrammati-
cally, in capturing what Keynes meant by “involugtainemployment”.
Both focus on the supply side — neither recognigedssential insight of
the Keynes theory that the problem originates enside of demand. Yet
Keynes's thesis is straightforward — involuntaryemployment occurs
when workers, willing to work on realistic termsngpatible with their
employment, are without employment because thetdgyar employment
on offer falls short of the quantity of labour dahble.

Davar and Lange both chose to stay with the coinweait neoclassical
model of the labour market, fatally flawed by igldre to take account of
the fact that demand for labour is derived demdiné. MPN — so-called
“labour demand schedule” is read as indicatingt tleanand for labour is
a function of wages, so that, according to thigdim, the only constraint
on employment is the position of the labour supplyve. As regards de-
mand for labour there is no way, in terms of theatessical diagram, of
showing that employment may be limited by a coistran the side of
demand. The traditional (pre-Keynesian) theory waable properly to
take into account and represent the impact of atmmg the demand for
output on the labour market. To demonstrate thadl@yment may indeed
be limited by demand, given the supply of labouroffier, a more satisfac-
tory representation of the demand side (other dadimg the MPN sched-
ule the labour demand curve) of the labour marketeieded. That is what
our DDN (derived demand for labour curve) providgslinking directly
demand for output in the goods markets with (defiveeemand for labour
in the labour market.

With demand for output and labour and the suppliabbur determined
independently of each other it becomes possibladwance beyond the
limitations of the neoclassical analysis and coreef a situation in which
the supply of labour available for employment ahel demand for labour
services from employers are not equal; while thay be in balance, the
issue here is that they may, more commonly, beblime with each other:
that for the reason pointed out by Keynes — denfandutput is an inde-
pendent and unstable determining factor which caieoguaranteed al-
ways to be such as to induce employers to takedl dimealabour on offer to
them would be produced through their employment.

This note demonstrates that Ezra Davar (2016) quitses Keynes's
point concerning the nature of much observed uneynpént. His account
altogether fails to recognise how fundamentallyedént Keynes's under-
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standing was from that of the neoclassical scHostead of identifying the
sharp contrast which exists between the views ghks, and his orthodox
predecessors (and successors!), Davar actuallyn@tieto subsume the
Keynes theory into the neoclassical mode of thigkiepresenting it as
a variant of the Walrasian treatment of the laboarket. That misreading
of Keynes's theory of involuntary unemployment skomiot be allowed to
pass without comment.
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Annex

Figure 1.From Davar: Walrasian “voluntary” (and forced”) umgloyment”
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Figure 2. Davar’s “weakly increasing” aggregate supply euof labour
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Figure 3. Pigou’s aggregate supply curve of labour
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Figure 4.Lange’s representation of involuntary unemployment
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Source: Lange (1944, p. 6), Davar (2016, p. 616).

Figure 5. The derived demand for labour function (DDN) — (sho-- - -) and
involuntary unemployment.
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Figure 6. A representation of Keynes’s 1939 model of the laboarket
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