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Economic Possibilities
for our Grandchildren:
A Twenty-first Century
Perspective

Lorenzo Pecchi and Gustavo
Piga

The idea for this book materialized one evening, as we were talking on
the telephone about a short essay written by John Maynard Keynes in
the early 1930s, Economic Possibilities for our Grandchildren. In the space
of a few pages Keynes formulated a series of fascinating and daring
predictions on social life and economic conditions one hundred years
on, giving almost the impression of wishing to challenge posterity to
put his predictions to test. This was a tempting challenge indeed, com-
ing from a man considered by many as the greatest economist of the
twentieth century, and a mighty challenge too, given the number and
nature of the questions raised in the essay and their potential to gener-
ate lively debates and passionate disagreement.

It came natural to us to share this idea with other economists and to
ask them to give their opinion of Keynes’s short essay by writing one
of their own. We contacted many leading economists, some of whom,
we knew, would be well disposed toward Keynes’s opinions and
some of whom, we expected, would oppose them. Some of those we
contacted politely rejected the offer, but we received sixteen affirmative
responses from some of the most celebrated economists in the world:
William Baumol, Leonardo Becchetti, Gary Becker, Michele Boldrin,
Jean Paul Fitoussi, Robert Frank, Richard Freeman, Benjamin Fried-
man, Axel Leijonhufvud, David Levine, Lee Ohanian, Edmund Phelps,
Luis Rayo, Robert Solow, Joseph Stiglitz, and Fabrizio Zilibotti.

This book collects their essays in addition to Keynes’s own. It is a
book about growth, inequality, wealth, work, leisure, culture, consum-
erism, and entrepreneurship, offering a variety of perspectives on
where the Economic Possibilities for our Grandchildren stand at the start
of the twenty-first century and presenting the reader with many fasci-
nating new questions and answers, hopefully as fascinating and pow-
erful as the original ones.
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According to Keynes’s biographer Robert Skidelsky, Economic Possibil-
ities for our Grandchildren (Economic Possibilities from this point on) has
been generally considered by economists as no more than a divertisse-
ment (Skidelsky 1992). We do not have any direct records of how
much Keynes valued this particular piece of work, but we are con-
vinced that he was particularly fond of the ideas presented in the
essay, and that they should therefore be considered as a small but
important clue to his way of thinking.

The first version of Economic Possibilities dates back to the beginning
of 1928. After delivering it a few times, mostly as a talk to students’
societies, Keynes undertook some major revisions for a lecture to be
given in Madrid in June 1930, adding a specific reference to the oncom-
ing Great Depression. The final version of the essay, which appears re-
printed in this book, got included in Keynes’s 1931 Essays in Persuasion.

By 1930 Keynes was convinced that he and his contemporaries were
witnessing a very deep economic crisis. On May 10 he wrote in The
‘Nation”: “The fact is—a fact not yet recognized by the great public—
that we are now in the depth of very severe international slump, a
slump which will take its place in history amongst the most acute ever
experienced. It will require not merely passive movements of bank
rates to lift us out of the depression of this order, but a very active and
determined policy.” (Harrod 1972, p. 469). Despite the difficulties of
the time Keynes refuted the “bad attack of economic pessimism” pre-
vailing at that moment in many economic circles and did not feel the
need to alter his optimistic view about the long-term prospects that
capitalism was supposed to deliver. Finally he included Economic Possi-
bilities in his 1931 Essays in Persuasion collection.

Economic Possibilities contains three relevant elements (1) a remarkably
modern account of the determinants of economic growth, (2) a set of
predictions concerning living standards and working habits one hun-
dred years on (i.e., in 2030), and (3) some speculations about people’s
future lifestyles, based on his moral philosophy and aesthetical views.

The contemporary reader will be surprised both at how accurate
some of his predictions on income levels turned out to be and at how
off the mark he was when speculating about working hours and future
lifestyles. As to this particular point, he predicted that, by 2030, the
grandchildren of his generation would live in a state of abundance,
where satiation would be reached and people, finally liberated from
such economic activities as saving, capital accumulation, and work
would be free to devote themselves to arts, leisure, and poetry.
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Despite substantial economic growth between 1930 and the pres-
ent—not to mention the exceptional achievements in such fields as
medicine, biochemistry, transportation, computing and telecommuni-
cation—nothing today looks farther away than the world envisioned
by Keynes (even if twenty-five years are still separating us from the
time when his prophecy is supposed to take place). Keynes’s grand-
children are wealthy indeed and even wealthier than he had forecast.
But they still have to save and to accumulate and work long hours,
and they do not seem to have reached satiation in consumption. How
could it be that a man of Keynes’s intelligence, with a deep under-
standing of economics and society, could be so right in predicting a
future of economic growth and improving living standards and so
wrong in understanding the future trends of labor and leisure, con-
sumption, and saving?

Keynes’s Forecast on Growth

Keynes’s prophecy that “the standard of life in progressive countries
one hundred years hence will be between four and eight times as
high” turned out to be right or, if anything, wrong by default. As cal-
culated by Zilibotti in this book, “Keynes’s forecast implies an upper
bound growth rate of about 2.1 percent. The population-weighted av-
erage growth rate over the half-century in question is 2.9 percent per
year, implying a 4-fold increase in the standards of living in just fifty
years . ... If the 2.9 percent annual growth is projected over one century,
it corresponds to a 17-fold increase in the standards of living, amount-
ing to more than double Keynes’s upper bound.”

Making such predictions in England in the 1930s would not have
been obvious for at least two reasons. First, ever since the start of
World War I, growth had been very slow—far from increasing, per
capita income had actually slightly decreased—and, what is more
important, growth was much lower than during previous decades
(Boldrin and Levine, chapter 12 of this book), making it too gloomy
a setting for optimistic predictions. Second, economists then did
not have many tools to make theoretically sound predictions about
growth: “Growth theory—as we know it today—did not exist in
the 1930s. There was little in the way of theory that would lead an
economist of that era to predict confidently a steady state growth path
in which output remains close to its long-run trend. The Harrod-
Domar model that was developed in the 1930s predicted that market
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economies were unstable, with chronically high unemployment and
that steady states were knife-edge propositions.” (Ohanian, chapter 6
of this book).

In Economic Possibilities for our Grandchildren, Keynes, generally
acclaimed for his contribution to business cycle theory, proves to be a
superb growth theorist well aware of the mechanics of economic devel-
opment: capital accumulation and technical progress. Keynes did ne-
glect aspects of the growth process that could not be imagined then:
the prospects for global climate change, which is today an important
economic issue given the scale of the costs that it may impose on soci-
ety or “the growing availability of weapons of mass destruction at
bargain prices”—as William Baumol reminds us in this book—that
may seriously impair our future prosperity. But he also neglected
details about growth that could have attracted his attention: the lack
of universal improvement in the standards of living, both within and
across countries, its possible fragility due to inappropriate government
policies and the reversal in social and political arrangements, like de-
mocracy, if living standards were to start stagnating once more.

Keynes's Forgetfulness about Distribution

Keynes’s main concern in writing Economic Possibilities was the future
of those grandchildren living in the so-called progressive countries,
namely Europe and North America. The least we can say is that he
had a manifest ethnocentric view and that he did not pay much atten-
tion to the destiny of the rest of the world. Data presented by Zilibotti
in this book show how growth has been very different over time and
various geographical areas. In Europe, per capita income growth was
very high in the 1950s and 1960s, slowing down afterward. In North
America, the opposite occurred, with per capita income growing mod-
erately in the 1950s and 1960s and picking up later in the next decades.
Japan and other Eastern Asian countries suffered quite a lot in the
1990s, while India and China have experienced an exceptional growth
in the last two decades. Latin American countries presented a strong
economic performance in the third quarter of the century and later
went through a series of crises. A similar destiny awaited North Afri-
can and Middle East countries. Unfortunately, no significant progress
was made by sub-Saharan Africa in the last 50 years. On average then,
humankind has been able to progress in line with Keynes’s most opti-
mistic expectations. Income distribution, however, remains a problem



Economic Possibilities: A Twenty-first Century Perspective 5

that, as more than one author in the book points out, Keynes utterly
overlooked.

As Stiglitz recalls in this book “some 50 percent of the world still
lives on less than two dollars a day, some one billion still live on less
than a dollar a day.” To this it might be added that not only do we see
extremely poor countries next to affluent countries (cross-country in-
equality) but also extremely poor individuals living next to rich indi-
viduals both in developed and developing countries (within-country
inequality). This aspect is here emphasized by Friedman who provides
data about the increased inequality in the United States in the last
quarter of the century concluding that the “more unequal distribution
had prevented the great majority of the nation family from any in-
crease in real terms.”

In many industrialized countries we observe a larger and larger
portion of income concentrating in the hands of capital owners and
highly skilled workers (human capital owners) with a considerable in-
crease in their living standard while living standards of unskilled
workers are stagnating or growing very slowly. This brings about an
interesting issue regarding the relationship between wages and eco-
nomic growth. Keynes’s forecast is based on the assumption that
with technical progress and increasing capital-labor ratios, wages will
always increase. He does not pay attention to distributional issues and
their consequences.

This view is challenged by Robert Solow who, having stated that
“Keynes’s utter lack of interest in distributional matters is a serious
flaw,” goes on to argue that “the distribution of income and output be-
tween wages and profits depends on the ease with which capital can
be substituted for labor. ... If this kind of substitution is relatively easy,
profits will come over time to absorb an ever-increasing share of aggre-
gate income. Wages will also rise, but not enough to keep up with
profits.” The extreme case is one of a society where the production is
performed almost entirely by machines or robots. In this case the
share of wages would be close to zero, and workers could survive
only if they own capital. These distributional scenarios were not con-
templated by Keynes, but in a not too distant future they could belong
more to reality than to science fiction. Some of these trends are already
showing up in the data. Society will have to solve some complex
political issues. An increasing degree of inequality may result in a
deterioration of the necessary social cooperation required by a well-
functioning society. A solution to this situation—as Solow suggests—
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is to have institutions that guarantee a more democratic capital
ownership.

Keynes on Hours Worked

A society where production is largely robotized is a society where
humankind works very little and has a lot of free time. This is what
Keynes predicted, though in his mind the choice of leisure over labor
would have resulted from a rational calculation. This was another dar-
ing forecast that Keynes expressed in the Economic Possibilities essay: an
income effect caused by increasing real wages would lead individuals
to substitute leisure for labor, a superior good, to the point that the
normal working week would be of only fifteen hours.

A significant reduction in the number of hours worked was well in
place at the end of the nineteenth century and in the first decades of
the twentieth: the average annual number of hours worked per worker
fell by almost 30 percent between 1870 and 1930, both in Europe and
the United States. Ohanian shows that Keynes’s prediction could be
justified on the basis of macroeconomic trends around the years
Keynes was writing. But this declining trend slowed down strongly in
the aftermath of World War II, particularly in the United States.

While it is true that the fraction of an individual’s lifetime spent on
working activities is much smaller today than in 1930 (Zilibotti), it is
also true that, as Freeman says in his essay, “The United States is the
most striking counterexample to Keynes’s prediction that increased
wealth would produce greater leisure. The United States has 30 to
40 percent higher GDP per capita than France and Germany, but
employed American work 30 percent more hours over the year than
employed persons in those countries.” “The decision of Keynes’s
grandchildren to work so much,” he continues, “is associated with a re-
versal of what had been an historic inverse relation between hours and
pay. In past decades the poor have worked more than the rich. They
had to work long and hard to feed themselves and their families.
Work or perish. The rich, by virtue of their land holdings or hereditary
position in society, could be idle if that was their fancy. The phrase idle
rich had real meaning. In the latter half of the twentieth century, the in-
verse relation between hourly pay and hours worked reversed itself, at
least in the United States. The workaholic rich replaced the idle rich.
Those earning higher pay worked more hours than those earning
lower pay.”



Economic Possibilities: A Twenty-first Century Perspective 7

Why do we work more than Keynes predicted? The question is not
irrelevant even for policy purposes as the debate is nowadays raging,
for example, as to why these differences exist on the two sides of the
Atlantic. Several factors are at play and are laid out in this book by
our contributors. We briefly cite just a few.

First of all, Keynes might have underestimated the pleasure of work-
ing. As Freeman argues in his essay, “Many people go to work for rea-
sons beyond money, and might prefer to work longer than Keynes’s
fifteen hours a week under almost any situation. Workplaces are social
settings where people meet and interact. On the order of 40 to 60 per-
cent of American workers have dated someone from their office.”

A similar argument is put forward by Phelps who focuses on the fig-
ure of the entrepreneur: Keynes conveyed no sense of the role of inno-
vations in imparting excitement and personal development to business
careers. “...nowhere does Keynes recognize the wisdom of the prag-
matic school—from James to Dewey to Rawls and on to Sen—that
people need to excite their minds with novel challenges—new prob-
lems to solve, new talents to develop....So, were working-age people
not to work or to work only a few hour a week, a great number of
them would find themselves deprived of the fruit that is the special
prize of the most advanced economies.”

Increased participation of women to the workforce after World War
IT compensated for the reduction in working hours by men. Inequality
and globalization also might have induced individuals to work more.
Freeman argues that “greater inequality enlarges the earnings gap be-
tween greater/lesser success in the market and thus gives workers
more incentive to work long hours to succeed.” Also, he argues, “the
advent of the computer and Internet make it easier for many people to
work away from their offices.”

Becker and Rayo argue that “Keynes was misled in his predictions
concerning the effect of higher income on hours worked by the behav-
ior of gentlemen in Britain—who Keynes believed provided a window
onto future behavior as everyone’s income rose. Their behavior gave a
distorted picture of what to expect because these gentlemen had siz-
able wealth in the form of physical and financial assets, but not high
human capital or earnings. So economic theory would predict that
these gentlemen would take more leisure than would equally wealthy
persons in the future who in fact would be holding the vast majority
of their wealth in human capital, rather than land and other assets. En-
glish gentlemen indeed had mainly just an income effect, while those
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who have to work for their high incomes also have powerful sub-
stitution effects. This difference is illustrated by the working habits
of wealthy individuals in the various Gulf States, who typically get
the vast majority of their income from oil revenues. It is said that in
many of these countries, such as the Emirates, Qatar, or Kuwait, the
typical working day for natives—as opposed to the imported laborers
who do not share in oil revenues—is about three to four hours a day.
This is actually very close to Keynes’s estimate of how many hours
would be worked in advanced countries after another century of eco-
nomic growth.”

But Keynes was twice wrong. He claimed not only that work would
disappear but also that additional consumption needs, beyond the
“basic ones,” would not materialize. Baumol reminds us in his essay
that if Keynes were to have been right in his working hours forecast,
humanity would have responded to the increase in prosperity less
in output growth and more in “immeasurable psychic and aesthetic
pleasures....” In this case humanity could not have experienced the
explosion of output, innovation, and consumption that we have had in
the last century. This would have deprived us of an interesting thought
experiment, since now we can imagine what kind of luxuries an aver-
age western citizen will have at her disposal if real income will once
again increase sevenfold in the next century!

Keynes on Conspicuous Consumption

Keynes’s idea of a virtuous steady state where robotized production
provides for all human necessities without the need for capital accu-
mulation and technological progress contained a final ingredient: sta-
ble consumption and no (or little) saving.

Consumption satiation and the end of technological innovation
(whether through capital deepening or new discoveries) were thus
in Keynes mind two self-sustaining dimensions of life in the quasi-
proximate future. He was wrong on both counts. Both Frank and
Friedman, for example, argue that while satiation might occur for
increasing doses of a given type of product, the sheer mass of new
products created since the 1930s (air conditioners, television sets,
home computers, washing machines for both dishes and clothes)
thanks to efforts of innovating entrepreneurs might themselves create
new desires and new demands by consumers. This in turn requires
increasing doses of human effort. Indeed, if this is the case, Frank
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argues, “it is hard to imagine that a two-hour workweek might some-
day enable most people to buy everything they ever wanted.”

In his essay Keynes distinguished among “absolute needs,” what we
feel “whatever the situation of our fellow human beings might be,”
and “relative needs,” what we feel only insofar as they make us “feel
superior” to our fellow citizens. He discarded this last cause of con-
sumption in his successive reasoning, as if to imply it was an unimpor-
tant component.

In the book, however, several authors forcefully argue that Keynes
neglected many facets of what motivates consumption in a human
being. Fitoussi takes issue with the notion of absolute needs, arguing
that as their satisfaction is conducive to social inclusion, they change
over time together with the evolution of society. Much in the same
vein, Leijjonhufvud and Becker-Rayo argue that medical care has
expanded with technology, becoming that vastly superior good that
motivates people not to be satiated with consumption. Friedman seems
to endogenize the concept by arguing that growth (especially the im-
pressive one correctly forecast by Keynes himself) brings about vast
improvements in the social, political, and moral character of people.
Growth may therefore also contribute to the evolution of the concept
of basic needs.

Other authors recognize that Keynes did not dwell enough on the
concept of consumption desires that are relative. He certainly saw that
some citizens might take pleasure from consuming more than their
neighbors, but that might well have been at the heart of his mistake.
Leijonhufvud claims that “a similar but somewhat less sordid incentive
to consume is the desire to earn the respect of one’s peers.” As Frank
argues, Keynes “seems to have believed that context mattered only for
goods that ‘lift us above,” or ‘make us feel superior to, our fellows.
Like most other economists, he believed that demands originating in
such feelings are at most a minor component of overall economic activ-
ity. I share that belief. Indeed few people are consciously aware of any
desire to outdo their friends and neighbors. But the ways in which con-
text shapes demand run far beyond such feelings...[A] model [of the
demand for quality] would be essentially identical to one based on
a desire not to own quality for its own sake but rather to outdo, or avoid
being outdone by, one’s friends and neighbors. . .. By placing the desire
to outdo others at the heart of his description of the category of goods
whose demands are shaped by context, Keynes confined that category
to the periphery. The demand for quality is universal and inexhaustible.”
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Stiglitz points out that preferences might be endogenous. With ad-
vertisement and marketing-shaping preferences, individuals may be
induced to value consumption (leisure) more and, even if wages do
not increase, to work more (less) to satisfy their changing needs. This
latter theory is useful as it would explain why certain societies seem to
be shifting toward more and more leisure (Europe?) and others becom-
ing more prone to consumerism (United States?).

Furthermore, increased inequality might have had an impact on con-
sumption patterns. Leijjonhufvud argues that tolerance for greater in-
equality in society might have increased due to greater income levels
and the perception that basic needs are by now guaranteed. In turn,
increased acceptance for inequality makes “relative needs” more
accepted in society, as shown by the competition for status in the cor-
porate world as well as in youth gangs.

Finally it should not be forgotten that Keynes was right at least
in forecasting the vast decline in the saving rate of western economies.
Frank claims that such a right prediction comes from wrong reasons,
as declining saving have occurred with rising consumption levels.
Perhaps, he argues, context here too has played a role: as income
growth has been reserved to the top earners within each income
group, the laggards might have felt left behind and might have reacted
by consuming more of their income to keep up with their reference
group.

Is this consumerism and addiction to work something to be worried
about? Not all authors in the volume agree on this, as should be
expected. Those who indeed express their worry argue that more pub-
licly funded education (see Stiglitz and Zilibotti), redistribution (see
Solow), or consumption taxation (see Frank) would bring about greater
happiness, together with growth. The worry with these government
policies, however, is that they might cause more troubles than advan-
tages. After all, as Ohanian argues, in the aftermath of World War II
“advanced economies were ultimately able to grow because the
worst government policies of the 1920s and 1930s were reformed or
eliminated.”

Keynes on the Good Society
Economic Possibilities is more than a simple attempt at sketching out an

economic fresco of the twenty-first century. It has the ambition of a
philosophical treatise indicating an ideal society soon to come on earth.
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Keynes believed that thanks to “purposeful money-makers” the
world would achieve a state of economic abundance where people
would be able to get rid of “pseudo-moral principles” (avarice, exac-
tion of interest, love for money)—that have characterized capitalistic
societies—and devote themselves to the true art of life. Capitalism—
however detestable it might look—has the advantage that with its
marvellous mechanism of compound interest it will take humankind
toward the good society. This seems to be Keynes’s only concession to
capitalism. Fitoussi agrees with Keynes that economic progress should
“serve moral objectives” but he disagrees with the caricatured picture
Keynes offered of capitalism and its vices. For example, for Fitoussi it
would be difficult to understand why carpe diem as a moral principle
to guide our actions would be superior to the one—prevailing in a cap-
italistic society—that would give high consideration to the future. In
the end the moral strength of capitalism is “its consequentialism as it
can lead to intergenerational altruism.”

The vision of the world of which we dream is the reflection of our
personal experiences and cultural environments. In envisioning his
ideal world Keynes is no exception. He had been at Eton and Cam-
bridge and was an active member of the Bloomsbury Group, a literary
group active in the field of art criticism and scholarship and also
counting Virginia Woolf, Lytton Strachey, and E. M. Forster among
its most prominent members. The Group rejected the Victorian and
Edwardian restrictions on religious, social, and sexual issues. They
promoted contemporary arts. They took anti-imperialistic and pacifis-
tic positions in foreign policy, although these views were not always
shared by Keynes. Robert Skidelsky says of Keynes’s attachment to
this group: “Bloomsbury was Keynes’s conscience. ... They were not
just his friends but his ideal.” The good society he had in mind was
something arising from that cultural surrounding and experience. He
was contemplating a sort of “elite communism,” to use Fitoussi’s
pregnant definition. If we look at social customs, tastes, and at how
people enjoy life in today’s affluent societies, it is hard to find some-
thing that resembles the Bloomsbury lifestyle; at most it is a lifestyle
reserved to a subset of the community. If anything, we observe
a variety of lifestyles in today’s customs. As Axel Leijonhufvud
says: “People of Keynes’s class and generation tended to think that
economic progress would have to involve also the acculturation of the
lower classes to bourgeois cultural values, and a variety of educational
institutions were at one time founded to aid that process. Keynes, of
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course, was hoping to see bourgeois culture evolve away from what it
then was in a Bloomsbury direction. But he would not have envisaged
the middle classes emulating ghetto tastes.”

Keynes was persuaded that “[W]hen the accumulation of capital is
no longer of high social importance, there will be great changes in the
moral code.” In this Keynes was wrong and right at the same time. As
many authors in this book emphasize, it is hard to believe that there
will come a moment when people feel that the economic problem is
solved and capital accumulation comes to an end. The aspiration for
improvement is always there, no matter what level of living standard
has been achieved, and with it the need to save, accumulate, and work.
Keynes, however, was right in believing that rising living standards
consist both of material and moral improvement.

This theme of socially responsive growth is extensively developed
by Friedman who explicitly recognizes that people today live in
“a more open, tolerant, fair and democratic society” thanks to the
economic improvements that industrialized countries have achieved.
However, he believes that the link between living standards and moral
strength is fragile. The combination of economic stagnation and
increasing inequality, which can be observed today in some high-
income countries such as the United States and the United Kingdom,
may impair the morality and the values of a good society. These recent
developments especially in countries such as the United States and the
United Kingdom made Friedman look at the future in a more gloomy
way than Keynes did.

Becchetti takes a slightly different stand on these issues. He believes
that a silent revolution or a “civil dissension” is actually taking place
in an environment of global prosperity to correct some of the social
imbalances that economic development is bringing about. According
to Becchetti, in today’s economies “the traditional system of checks
and balances, which was typically performing the task of reconciling
economic development with social justice in the past, is in a state of
crisis.” In the traditional system corporations were creating value and
at the same time they were producing various negative externalities
whose effects were mitigated by the action of powerful trade unions.
Globalization has weakened this system. However, society has been
able to produce endogenous defenses to contrast some of the un-
desired effects of the more competitive environment. According to
Becchetti, the actions of concerned consumers and investors have
compensated for the growing weakness of trade unions. The rising
phenomenon of corporate social responsibility is the result of this
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bottom-up pressure. Data presented by Becchetti show that today one
out of nine dollars under professional management in the United
States is invested in socially responsible portfolios.

In the end many authors in this book tend to agree with Keynes that
economic growth induces higher moral standards. Yet this relationship
may be impaired by the existence of social imbalances or the excesses
of a competitive environment. The transition to the good society or to
higher levels of civilization appears to be a more complex and dialecti-
cal process than the one envisioned by Keynes.

Keynes’s major contribution to economic theory at the time of writing
Economic Possibilities for our Grandchildren had been the Treatise on
Money, a lengthy work aimed at describing price dynamics in terms of
discrepancies between planned saving and investment. No particular
attention was paid to changes in the level of output and unemploy-
ment nor to effective demand, which would become the focus of his
magnum opus The General Theory.

This makes it all the more remarkable that in the few pages of Eco-
nomic Possibilities Keynes is sketching a primitive theory of technologi-
cal unemployment and also a theory of effective demand failure.

Boldrin and Levine follow up this specific lead on technological un-
employment, discarding, both on theoretical and empirical ground,
the possibility that the reduction in employment in Britain in the 1930s
could be the consequence of technological change leading to labor sav-
ing. In Keynes’s defense, we can say that he must not have been fully
convinced of this theory if he never mentioned it again in his succes-
sive writings. More promising is perhaps the sketched theory of effec-
tive demand.

Boldrin and Levine argue that Keynes implies that there are two
sides in human attitude or, said in other terms, two types of human
beings. The first type of people, including both workers and entrepre-
neurs, is the product of a long biological evolution that makes them
prone to fall victim to the capitalistic ideology and to an unsuppressi-
ble need—to work and accumulate, even after reaching satiation. In
this environment, demand tends to fall short of supply. The second
type of people pursues the art of life and has abandoned the capitalistic
ideology. At some point in the future the second type will prevail, ev-
erybody will work less, and unemployment will disappear. For those
familiar with Keynes’s writing it is not difficult to recognize here some
primitive elements of the effective demand failure theory that will take
its more complete form in The General Theory.



14 Lorenzo Pecchi and Gustavo Piga

Several authors in this book, including Boldrin and Levine, find
Keynes’s tendency to take a moral high stand vis-a-vis capitalism
when theorizing about human behavior disturbing.

First, Keynes’s general disparagement of work is excessive to the
point of snobbishness. Here is where his “Bloomsburyism” shows
most. As Richard Freeman points out “many people go to work for
reasons beyond money.” Workplaces are social settings where people
find a way to express themselves. This is true, of course, for high-level
jobs but more and more so also for those jobs that are less prestigious.

Second, some authors are uncomfortable with Keynes’s characteriza-
tion of the “capitalistic ideal.” One wonders if it is not misleading to
put the love for money, or avarice, which is certainly a pathology exist-
ing in a capitalistic societies, at the center of the motives of human
action, while plainly disregarding other important motives that may
determine entrepreneurs’ behavior. It is a pity that Keynes, when theo-
rizing on these issues, turned to Sigmund Freud and ignored some
insightful thoughts of his teacher Alfred Marshall, who claimed that:
“The chemist or the physicist may happen to make money by his in-
ventions, but that is seldom the chief motive of his work. ... [B]usiness
men are very much of the same nature as scientific men; they have the
same instincts of the chase, and many of them have the same power of
being stimulated to great and even feverish exertions by emulations
that are not sordid or ignoble. This part of their nature has however
been confused with and thrown into the shade by their desire to make
money....And so all the best business men want to get money, but
many of them do not care about it much for its own sake; they want it
chiefly as the most convincing proof to themselves and others that they
have succeeded.” (Pigou 1956, pp. 281-82)

Third, several authors in this book insist that Keynes failed to recog-
nize the constant aspiration of humans to improve their condition as
well as the satisfaction that may derive from exercising one’s mind in
facing new challenges. People are striving for knowledge, for exploring
new things, for setting new goals, and not for a stagnant workless soci-
ety. As Freeman eloquently put it: “Evolution presumably imbued us
with a work ethic for our survival and not for a Garden of Eden exis-
tence.” Similarly Phelps argues: “But if Keynes had recognized that
people need a system that throws out problems to challenge the mind
and engage the spirit, he would still have gone wrong. He never saw
that with the technical progress and capital deepening that he aptly
postulates, an ever-increasing share of people can afford jobs that are
stimulating and engaging. So unless the economic system is prevented
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from doing so, more and more jobs will be supplied that offer stimula-
tion and engagement.”

Again, if Keynes had paid more attention to his old teacher, he could
have probably changed some of his perspectives. Marshall developed
the doctrine that it is new activities that give rise to new wants rather
than the other way around. As people improve their conditions—
moved both by the desire of excellence and distinction—they demand
new and better things in an endless fashion. “It is, again, the desire for
the exercise and development of activities, spreading through every
rank of society, which leads not only to the pursuit of science, literature
and art for their own sake, but to the rapidly increasing demand for
the work of those who pursue them as professions. Leisure is used less
and less as an opportunity for mere stagnation; and there is a growing
desire for those amusements, such as athletic games and travelling,
which develop activities rather than indulge any sensuous craving.”
(Marshall 1947, p. 88)

It is also surprising that Keynes, while theorizing about the achieve-
ment of a state of consumption satiation where humans would devote
themselves to nothing else but the art of living, did not give any tribute
to John Stuart Mill who developed a similar doctrine almost a century
earlier. It is striking how the argument presented by Keynes in Eco-
nomic Possibilities is close to the Mill’s doctrine of the stationary state
(Mill [1848] 1909, bk 4, ch. 6). Mill is convinced that the economic prog-
ress will come to an end and that at this end “lies the stationary state.”
However, he remarks that a stationary condition of capital and popula-
tion does not imply a stationary state of human improvements, since
“There would be as much scope as ever for all kinds of mental culture,
and moral and social progress; as much room for improving the Art of
Living, and much more likelihood of its being improved, when minds
ceased to be engrossed by the art of getting on.” Mill believed that in
the stationary state people will improve their moral standing through
a better distribution of property obtained by a system of legislation
favoring “equality of fortunes” and against excessive concentration of
property. He also believed that everyone has the right to a state of “sol-
itude in the presence of natural beauty” that is “essential to any depth
of meditation.” In a world with continuous growing population noth-
ing is left to the spontaneous activity of nature and the earth will “lose
that great portion of its pleasantness.”

After more than 150 years from Mill’s meditations and 75 from those
of Keynes, as the authors in this book remark, there are no signs that
the world economy is moving toward a stationary state yet. Quite
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to the contrary, the capitalistic economy is spreading fast in all areas of
the globe. Living standards are raising for millions of human beings.
It also seems that people are willing to accept increasing levels of in-
equality as far as they can participate to this bonanza.

It is true that one of the undesired effects of economic growth is the
emission of greenhouse gases that contribute to global warming. But
in recent years we have witnessed a significant shift in the debate on
climate change. Today it is no longer a theme restricted to scientists, it
is part of daily discussion among citizens. In the business world firms
are recasting their policies and their “corporate and social responsibil-
ity” claims, while governments are beginning to consider remedies.
Even if such increased concern brings about some policies that have a
negative effect on growth in the years to come, we do not need to take
a gloomy view of the future. Again, the inventiveness of human beings
can be expected to find good solutions to these problems through inno-
vation and technical change.

We believe the reader will find much food for thought in the pages
to follow. We are left with only one thing to say on Keynes and the
century he lived in. Keynes did not predict the brutality that many
of his grandchildren experienced during the twentieth century, from
violent ideologies and infamous oppressions of free will, nations and
religions. Maybe the twenty-first century that we leave to our grand-
children will be that of joyful work, endless innovations, and free
entrepreneurship, all over the planet. This was not Keynes’s favorite
dream in 1930, but being a great thinker, he would probably agree
with us today.
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1 Economic Possibilities for
our Grandchildren (1930)

John Maynard Keynes

We are suffering just now from a bad attack of economic pessimism. It
is common to hear people say that the epoch of enormous economic
progress which characterised the nineteenth century is over; that the
rapid improvement in the standard of life is now going to slow
down—at any rate in Great Britain; that a decline in prosperity is
more likely than an improvement in the decade which lies ahead of us.

I believe that this is a wildly mistaken interpretation of what is hap-
pening to us. We are suffering, not from the rheumatics of old age, but
from the growing-pains of over-rapid changes, from the painfulness of
readjustment between one economic period and another. The increase
of technical efficiency has been taking place faster than we can deal
with the problem of labour absorption; the improvement in the stan-
dard of life has been a little too quick; the banking and monetary sys-
tem of the world has been preventing the rate of interest from falling
as fast as equilibrium requires. And even so, the waste and confusion
which ensue relate to not more than 7% per cent of the national income;
we are muddling away one and sixpence in the £, and have only 18s
6d, when we might, if we were more sensible, have £1; yet, neverthe-
less, the 18s 6d mounts up to as much as the £1 would have been five
or six years ago. We forget that in 1929 the physical output of the in-
dustry of Great Britain was greater than ever before, and that the net
surplus of our foreign balance available for new foreign investment,
after paying for all our imports, was greater last year than that of
any other country, being indeed 50 per cent greater than the corre-
sponding surplus of the United States. Or again—if it is to be a matter
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of comparisons—suppose that we were to reduce our wages by a
half, repudiate four-fifths of the national debt, and hoard our surplus
wealth in barren gold instead of lending it at 6 per cent or more, we
should resemble the now much-envied France. But would it be an
improvement?

The prevailing world depression, the enormous anomaly of unem-
ployment in a world full of wants, the disastrous mistakes we have
made, blind us to what is going on under the surface—to the true in-
terpretation of the trend of things. For I predict that both of the two
opposed errors of pessimism which now make so much noise in the
world will be proved wrong in our own time—the pessimism of the
revolutionaries who think that things are so bad that nothing can save
us but violent change, and the pessimism of the reactionaries who con-
sider the balance of our economic and social life so precarious that we
must risk no experiments.

My purpose in this essay, however, is not to examine the present or
the near future, but to disembarrass myself of short views and take
wings into the future. What can we reasonably expect the level of our
economic life to be a hundred years hence? What are the economic pos-
sibilities for our grandchildren?

From the earliest times of which we have record—back, say, to two
thousand years before Christ—down to the beginning of the eigh-
teenth century, there was no very great change in the standard of life
of the average man living in the civilised centres of the earth. Ups and
downs certainly. Visitations of plague, famine, and war. Golden inter-
vals. But no progressive, violent change. Some periods perhaps 50 per
cent better than others—at the utmost 100 per cent better—in the four
thousand years which ended (say) in A.D. 1700.

This slow rate of progress, or lack of progress, was due to two
reasons—to the remarkable absence of important technical improve-
ments and to the failure of capital to accumulate.

The absence of important technical inventions between the prehis-
toric age and comparatively modern times is truly remarkable. Almost
everything which really matters and which the world possessed at the
commencement of the modern age was already known to man at
the dawn of history. Language, fire, the same domestic animals which
we have today, wheat, barley, the vine and the olive, the plough, the
wheel, the oar, the sail, leather, linen and cloth, bricks and pots, gold
and silver, copper, tin, and lead—and iron was added to the list before
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1000 B.C.—banking, statecraft, mathematics, astronomy, and religion.
There is no record of when we first possessed these things.

At some epoch before the dawn of history—perhaps even in one of
the comfortable intervals before the last ice age—there must have been
an era of progress and invention comparable to that in which we live
to-day. But through the greater part of recorded history there was
nothing of the kind.

The modern age opened, I think, with the accumulation of capital
which began in the sixteenth century. I believe—for reasons with
which I must not encumber the present argument—that this was ini-
tially due to the rise of prices, and the profits to which that led, which
resulted from the treasure of gold and silver which Spain brought from
the New World into the Old. From that time until to-day the power of
accumulation by compound interest, which seems to have been sleep-
ing for many generations, was reborn and renewed its strength. And
the power of compound interest over two hundred years is such as to
stagger the imagination.

Let me give in illustration of this a sum which I have worked out.
The value of Great Britain’s foreign investments to-day is estimated
at about £4,000 million. This yields us an income at the rate of about
63 per cent. Half of this we bring home and enjoy; the other half,
namely, 31 per cent, we leave to accumulate abroad at compound in-
terest. Something of this sort has now been going on for about 250
years.

For I trace the beginnings of British foreign investment to the trea-
sure which Drake stole from Spain in 1580. In that year he returned to
England bringing with him the prodigious spoils of the Golden Hind.
Queen Elizabeth was a considerable shareholder in the syndicate
which had financed the expedition. Out of her share she paid off the
whole of England’s foreign debt, balanced her Budget, and found
herself with about £40,000 in hand. This she invested in the Levant
Company—which prospered. Out of the profits of the Levant Com-
pany, the East India Company was founded; and the profits of this
great enterprise were the foundation of England’s subsequent foreign
investment. Now it happens that £40,000 accumulating at 3f per cent
compound interest approximately corresponds to the actual volume of
England’s foreign investments at various dates, and would actually
amount to-day to the total of £4,000 million which I have already
quoted as being what our foreign investments now are. Thus, every £1
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which Drake brought home in 1580 has now become £100,000. Such is
the power of compound interest!

From the sixteenth century, with a cumulative crescendo after the
eighteenth, the great age of science and technical inventions began,
which since the beginning of the nineteenth century has been in full
flood—coal, steam, electricity, petrol, steel, rubber, cotton, the chemi-
cal industries, automatic machinery and the methods of mass produc-
tion, wireless, printing, Newton, Darwin, and Einstein, and thousands
of other things and men too famous and familiar to catalogue.

What is the result? In spite of an enormous growth in the population
of the world, which it has been necessary to equip with houses and
machines, the average standard of life in Europe and the United States
has been raised, I think, about fourfold. The growth of capital has been
on a scale which is far beyond a hundred-fold of what any previous
age had known. And from now on we need not expect so great an in-
crease of population.

If capital increases, say, 2 per cent per annum, the capital equipment
of the world will have increased by a half in twenty years, and seven
and a half times in a hundred years. Think of this in terms of material
things—houses, transport, and the like.

At the same time technical improvements in manufacture and trans-
port have been proceeding at a greater rate in the last ten years than
ever before in history. In the United States factory output per head
was 40 per cent greater in 1925 than in 1919. In Europe we are held
back by temporary obstacles, but even so it is safe to say that technical
efficiency is increasing by more than 1 per cent per annum compound.
There is evidence that the revolutionary technical changes, which have
so far chiefly affected industry, may soon be attacking agriculture. We
may be on the eve of improvements in the efficiency of food produc-
tion as great as those which have already taken place in mining, manu-
facture, and transport. In quite a few years—in our own lifetimes I
mean—we may be able to perform all the operations of agriculture,
mining, and manufacture with a quarter of the human effort to which
we have been accustomed.

For the moment the very rapidity of these changes is hurting us and
bringing difficult problems to solve. Those countries are suffering rela-
tively which are not in the vanguard of progress. We are being afflicted
with a new disease of which some readers may not yet have heard the
name, but of which they will hear a great deal in the years to come—
namely, technological unemployment. This means unemployment due to
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our discovery of means of economising the use of labour outrunning
the pace at which we can find new uses for labour.

But this is only a temporary phase of maladjustment. All this means
in the long run that mankind is solving its economic problem. 1 would
predict that the standard of life in progressive countries one hundred
years hence will be between four and eight times as high as it is to-
day. There would be nothing surprising in this even in the light of our
present knowledge. It would not be foolish to contemplate the possibil-
ity of a far greater progress still.

II

Let us, for the sake of argument, suppose that a hundred years hence
we are all of us, on the average, eight times better off in the economic
sense than we are to-day. Assuredly there need be nothing here to sur-
prise us.

Now it is true that the needs of human beings may seem to be insa-
tiable. But they fall into two classes—those needs which are absolute
in the sense that we feel them whatever the situation of our fellow
human beings may be, and those which are relative in the sense that
we feel them only if their satisfaction lifts us above, makes us feel supe-
rior to, our fellows. Needs of the second class, those which satisfy
the desire for superiority, may indeed be insatiable; for the higher the
general level, the higher still are they. But this is not so true of the
absolute needs—a point may soon be reached, much sooner perhaps
than we are all of us aware of, when these needs are satisfied in the
sense that we prefer to devote our further energies to non-economic
purposes.

Now for my conclusion, which you will find, I think, to become
more and more startling to the imagination the longer you think about
it.

I draw the conclusion that, assuming no important wars and no im-
portant increase in population, the economic problem may be solved, or
be at least within sight of solution, within a hundred years. This means
that the economic problem is not—if we look into the future—the
permanent problem of the human race.

Why, you may ask, is this so startling? It is startling because—if, in-
stead of looking into the future, we look into the past—we find that
the economic problem, the struggle for subsistence, always has been
hitherto the primary, most pressing problem of the human race—not
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only of the human race, but of the whole of the biological kingdom
from the beginnings of life in its most primitive forms.

Thus we have been expressly evolved by nature—with all our
impulses and deepest instincts—for the purpose of solving the eco-
nomic problem. If the economic problem is solved, mankind will be
deprived of its traditional purpose.

Will this be a benefit? If one believes at all in the real values of life,
the prospect at least opens up the possibility of benefit. Yet I think
with dread of the readjustment of the habits and instincts of the ordi-
nary man, bred into him for countless generations, which he may be
asked to discard within a few decades.

To use the language of to-day—must we not expect a general “ner-
vous breakdown”? We already have a little experience of what I
mean—a nervous breakdown of the sort which is already common
enough in England and the United States amongst the wives of the
well-to-do classes, unfortunate women, many of them, who have been
deprived by their wealth of their traditional tasks and occupations—
who cannot find it sufficiently amusing, when deprived of the spur of
economic necessity, to cook and clean and mend, yet are quite unable
to find anything more amusing.

To those who sweat for their daily bread leisure is a longed-for
sweet—until they get it.

There is the traditional epitaph written for herself by the old
charwoman:—

Don’t mourn for me, friends, don’t weep for me never,
For I'm going to do nothing for ever and ever.

This was her heaven. Like others who look forward to leisure, she
conceived how nice it would be to spend her time listening-in-for there
was another couplet which occurred in her poem:—

With psalms and sweet music the heavens’ll be ringing,
But I shall have nothing to do with the singing.

Yet it will only be for those who have to do with the singing that life
will be tolerable—and how few of us can sing!

Thus for the first time since his creation man will be faced with his
real, his permanent problem—how to use his freedom from pressing
economic cares, how to occupy the leisure, which science and com-
pound interest will have won for him, to live wisely and agreeably
and well.
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The strenuous purposeful money-makers may carry all of us along
with them into the lap of economic abundance. But it will be those peo-
ples, who can keep alive, and cultivate into a fuller perfection, the art
of life itself and do not sell themselves for the means of life, who will
be able to enjoy the abundance when it comes.

Yet there is no country and no people, I think, who can look forward
to the age of leisure and of abundance without a dread. For we have
been trained too long to strive and not to enjoy. It is a fearful problem
for the ordinary person, with no special talents, to occupy himself,
especially if he no longer has roots in the soil or in custom or in the be-
loved conventions of a traditional society. To judge from the behaviour
and the achievements of the wealthy classes to-day in any quarter of
the world, the outlook is very depressing! For these are, so to speak,
our advance guard—those who are spying out the promised land for
the rest of us and pitching their camp there. For they have most of
them failed disastrously, so it seems to me—those who have an inde-
pendent income but no associations or duties or ties—to solve the
problem which has been set them.

I feel sure that with a little more experience we shall use the new-
found bounty of nature quite differently from the way in which the
rich use it to-day, and will map out for ourselves a plan of life quite
otherwise than theirs.

For many ages to come the old Adam will be so strong in us that
everybody will need to do some work if he is to be contented. We shall
do more things for ourselves than is usual with the rich to-day, only
too glad to have small duties and tasks and routines. But beyond this,
we shall endeavour to spread the bread thin on the butter—to make
what work there is still to be done to be as widely shared as possible.
Three-hour shifts or a fifteen-hour week may put off the problem for a
great while. For three hours a day is quite enough to satisfy the old
Adam in most of us!

There are changes in other spheres too which we must expect to
come. When the accumulation of wealth is no longer of high social im-
portance, there will be great changes in the code of morals. We shall be
able to rid ourselves of many of the pseudo-moral principles which
have hag-ridden us for two hundred years, by which we have exalted
some of the most distasteful of human qualities into the position of
the highest virtues. We shall be able to afford to dare to assess the
money-motive at its true value. The love of money as a possession—as
distinguished from the love of money as a means to the enjoyments
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and realities of life—will be recognised for what it is, a somewhat dis-
gusting morbidity, one of those semi-criminal, semi-pathological pro-
pensities which one hands over with a shudder to the specialists in
mental disease. All kinds of social customs and economic practices,
affecting the distribution of wealth and of economic rewards and pen-
alties, which we now maintain at all costs, however distasteful and un-
just they may be in themselves, because they are tremendously useful
in promoting the accumulation of capital, we shall then be free, at last,
to discard.

Of course there will still be many people with intense, unsatisfied
purposiveness who will blindly pursue wealth—unless they can find
some plausible substitute. But the rest of us will no longer be under
any obligation to applaud and encourage them. For we shall inquire
more curiously than is safe to-day into the true character of this “pur-
posiveness” with which in varying degrees Nature has endowed al-
most all of us. For purposiveness means that we are more concerned
with the remote future results of our actions than with their own
quality or their immediate effects on our own environment. The “pur-
posive’ man is always trying to secure a spurious and delusive immor-
tality for his acts by pushing his interest in them forward into time. He
does not love his cat, but his cat’s kittens; nor, in truth, the kittens, but
only the kittens” kittens, and so on forward forever to the end of cat-
dom. For him jam is not jam unless it is a case of jam to-morrow and
never jam to-day. Thus by pushing his jam always forward into the
future, he strives to secure for his act of boiling it an immortality.

Let me remind you of the Professor in Sylvie and Bruno:

‘Only the tailor, sir, with your little bill,” said a meek voice outside the door.

‘Ah, well, I can soon settle his business,” the Professor said to the children,
‘if you'll just wait a minute. How much is it, this year, my man?’ The tailor
had come in while he was speaking.

‘Well, it’s been a-doubling so many years, you see,” the tailor replied, a little
gruffy, ‘and I think I'd like the money now. It’s two thousand pound, it is!”

‘Oh, that’s nothing!” the Professor carelessly remarked, feeling in his pocket,
as if he always carried at least that amount about with him. ‘But wouldn’t you
like to wait just another year and make it four thousand? Just think how rich
you’d be! Why, you might be a king, if you liked!

‘T don’t know as I'd care about being a king,” the man said thoughtfully. ‘But
it dew sound a powerful sight o’ money! Well, I think I'll wait—’

‘Of course you will!” said the Professor. “There’s good sense in you, I see.
Good-day to you, my man!’
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‘Will you ever have to pay him that four thousand pounds?” Sylvie asked as
the door closed on the departing creditor.

‘Never, my child!” the Professor replied emphatically. "He’ll go on doubling it
till he dies. You see, it’s always worth while waiting another year to get twice as
much money!

Perhaps it is not an accident that the race which did most to bring
the promise of immortality into the heart and essence of our religions
has also done most for the principle of compound interest and particu-
larly loves this most purposive of human institutions.

I see us free, therefore, to return to some of the most sure and certain
principles of religion and traditional virtue—that avarice is a vice, that
the exaction of usury is a misdemeanour, and the love of money is de-
testable, that those walk most truly in the paths of virtue and sane wis-
dom who take least thought for the morrow. We shall once more value
ends above means and prefer the good to the useful. We shall honour
those who can teach us how to pluck the hour and the day virtuously
and well, the delightful people who are capable of taking direct enjoy-
ment in things, the lilies of the field who toil not, neither do they spin.

But beware! The time for all this is not yet. For at least another hun-
dred years we must pretend to ourselves and to every one that fair is
foul and foul is fair; for foul is useful and fair is not. Avarice and usury
and precaution must be our gods for a little longer still. For only they
can lead us out of the tunnel of economic necessity into daylight.

I look forward, therefore, in days not so very remote, to the greatest
change which has ever occurred in the material environment of life for
human beings in the aggregate. But, of course, it will all happen gradu-
ally, not as a catastrophe. Indeed, it has already begun. The course of
affairs will simply be that there will be ever larger and larger classes
and groups of people from whom problems of economic necessity
have been practically removed. The critical difference will be realised
when this condition has become so general that the nature of one’s
duty to one’s neighbour is changed. For it will remain reasonable to be
economically purposive for others after it has ceased to be reasonable
for oneself.

The pace at which we can reach our destination of economic bliss
will be governed by four things—our power to control population,
our determination to avoid wars and civil dissensions, our willingness
to entrust to science the direction of those matters which are properly
the concern of science, and the rate of accumulation as fixed by the
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margin between our production and our consumption; of which the
last will easily look after itself, given the first three.

Meanwhile there will be no harm in making mild preparations for
our destiny, in encouraging, and experimenting in, the arts of life as
well as the activities of purpose.

But, chiefly, do not let us overestimate the importance of the eco-
nomic problem, or sacrifice to its supposed necessities other matters
of greater and more permanent significance. It should be a matter for
specialists—like dentistry. If economists could manage to get them-
selves thought of as humble, competent people, on a level with den-
tists, that would be splendid!



2 Economic Possibilities for
our Grandchildren 75 Years
After: A Global Perspective

Fabrizio Zilibotti

In the heart of the Great Crisis, amid great uncertainty and concerns
surrounding the future of capitalism, John Maynard Keynes launched
his optimistic prophecy that growth and technological change will al-
low humankind to solve its economic problem within a century. He envi-
sioned a world where people work much less and are less oppressed
by the satisfaction of material needs. He made quantitative statements
predicting that “the standard of life in progressive countries one hun-
dred years hence will be between four and eight times as high...” as
in his time. And he wrote about work time that “...a fifteen-hour
week may put off the problem for a great while.” He also expected the
new era to bring about “great changes in the code of morals,” such that
the new society will “honour those who can teach (us) how to pluck
the hour and the day virtuously and well, the delightful people who
are capable of taking direct enjoyment in things....”

To what extent have his predictions turned out to be accurate? Eco-
nomic growth indeed resumed during the 1930s, but the conflagration
of World War II was soon to come. Yet the engine of growth restarted
at the end of the war, and the world thereafter underwent an unprece-
dented transformation. And people today indeed spend a smaller frac-
tion of their lives in work activity. However, there are large differences
in both standards of living and attitudes toward work across countries
and individuals.

A Half-century of Growth: The Empirical Evidence

I will begin by diverging from Keynes’s focus on “progressive coun-
tries” and considering the long-run growth experience of the entire
global economy. Version 6.1 of the Penn World Tables provides a
panel of annual observations for 168 countries during the period 1950
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to 2000,' namely purchasing power parity adjusted data on gross do-
mestic product (GDP) per capita. Despite well-known limitations these
data provide an estimate of the evolution of the material standards of
living over time and across countries.

The panel is unbalanced, as the time series of many countries are in-
complete. For reason that data for countries that were formerly part of
the Soviet block are only available for recent years, these countries are
excluded from my sample. In addition, because 1952 is the earliest year
for which the data from China are available, I include observations
only after that year. So I leave a panel including up to 127 countries
representing between 74 and 85 percent of the world population.?

I compute the population-weighted average GDP per capita growth
for the world and for a subset of large geographical areas, weight-
ing the annual growth rate of each country by its population size.?
Keynes'’s forecast implies an upper bound growth rate about 2.1 per-
cent. The population-weighted average growth rate over the half-
century in question is 2.9 percent per year, implying a 4-fold increase
in the standards of living in just fifty years (recall that an increase by
a factor of four was the lower bound of Keynes’s prediction over a
hundred-year horizon). If the 2.9 percent annual growth is projected
over one century, it corresponds to a 17-fold increase in the standards
of living, amounting to more than double Keynes’s upper bound.
Clearly, the second half of the twentieth century was an era of unprec-
edented material progress.*

So far there is no evidence, at the global level, that the engine
of growth is losing steam. Quite the opposite, Figure 2.1 shows that
(population-weighted) growth has accelerated in the last part of the
century. What accounts for this performance? Figure 2.2 shows a
growth breakdown by large geographical areas. Observe that in the
first panel OECD and non-OECD countries are compared.” With an
average growth rate over 4 percent (3.5 percent, if Japan is excluded),
OECD countries grew significantly faster than non-OECD countries
(2.2 percent) in the period 1950 to 1970. The situation then becomes
reversed, and in the period 1970 to 2000 OECD countries only grow at
an annual 2.3 percent annually whereas non-OECD grow at an annual
3.1 percent annually. Interestingly, from a global perspective, the third
quarter of the century was an age of divergence between rich and poor
nations; the last quarter was, however, one of convergence.

A breakdown of the economic performance into subareas within the
developed and developing world also offers some interesting results.
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Figure 2.1
Average world growth rate from 1950 to 2000.

First, in the rich economies the growth rate of income per capita was
very high in Europe throughout the 1950s and 1960s; then it slows
(top-right panel of figure 2.2). In contrast, North America (United
States and Canada) shows a less pronounced trend. In the 1990s GDP
per capita grew significantly faster in North America than in Europe.
As will be discussed later in this chapter, changes in labor supply be-
havior were largely responsible for this divergence.

The development boom was largely an Asian phenomenon (third
panel). What Gunnar Myrdal described in the end of the 1960s as an
“Asian drama” has to a large extent turned into an “Asian miracle.”
Strong economic performance was confined to East Asia in the third
quarter of the century. Economic success then spread to the two Asian
giants, India and China. Their exceptional growth in the last quarter-
century accounts for a large share of the high world average. East
Asia, in contrast, suffered some slowdown in the 1990s.°

Unfortunately, the rest of the developing world has failed to show
comparable progress (last panel). The performance of Latin America
was strong in the third quarter-century (3.2 percent per year) but
weakened considerably (1.1 percent) thereafter amid repeated crises.
The Middle East (including North Africa) followed a similar trajectory.
Sub-Saharan Africa likewise made no significant progress toward the
solution of its “economic problem.” Sub-Saharan average growth over
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the half-century was low, and the trend even more discouraging in the
1980s and 1990s when the standards of living fell rather than improv-
ing. By 2000 the average GDP per capita of sub-Saharan African coun-
tries was US$1,576, slightly exceeding a mere 6 percent of the average
GDP per capita in OECD economies. It will take a century of steady 3
percent annual growth for the average sub-Saharan African country to
attain the standards of living rich countries enjoy today.

In summary, humankind has managed to attain, on average, major
progress in the second half of the twentieth century, well beyond
Keynes’s optimistic expectations. Nevertheless, the solution of the eco-
nomic problem is still distant for a large share of the world. By 2000,
the average GDP per capita among non-OECD countries (which repre-
sent more vast majority of the world population) was still short of the
GDP per capita of the United States a century earlier. The tragedy of
sub-Saharan Africa remains as acute as ever, with AIDS, civil wars,
and political unrest making miserable living conditions for the major-
ity of its 600 million inhabitants. There are further unpleasant develop-
ments: within-country inequality has increased all over the world,
making the increase of extreme poverty in the low-performing regions
even more dramatic.”

Why do standards of living persistently remain so diverse? Part of
the difference is due to capital accumulation. But, as a number of recent
studies document, an even larger part is due technological differences
(or differences in “total factor productivity”). Poor countries fail to
adopt the more productive technologies that firms use in the industri-
alized world, or only do so with a significant delay. Explaining why
the diffusion of ideas and technical improvements remains so slow
worldwide is the subject of a long-standing debate. Institutional and
political failures generating barriers to technology adoption are cer-
tainly an important factor.® In Acemoglu and Zilibotti (2001) we argue
that even if such barriers were absent, the process of innovation origi-
nating in the industrialized world may produce technologies which
are “inappropriate” for the needs of the developing world, because of
the complementarity of new technologies with human skills. Innova-
tions in developed countries tend to evolve new technologies that re-
quire skilled workers (vide the IT revolution in the 1990s). The scarcity
of highly educated workers limits the ability of poor economies to ben-
efit from these technologies, inhibiting technological convergence.’ The
concurrent presence of growth-promoting institutions and high educa-
tional investment indeed seems to be the key of the success in South
and East Asian economies.
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More Income or More Leisure?

Keynes forecasted that a consequence of the material progress would
be a reduction in the time people devote to working activities. He pos-
ited that because consumption needs would be subject to some sati-
ation, every person would only need to work about fifteen hours a
week.

A strong trend toward the reduction of the work time was recorded
well before Keynes’s forecast (see Marimon and Zilibotti 2000). Ac-
cording to the estimates reported by Huberman and Minns (2005), the
average annual number of hours worked per worker fell by almost 30
percent between 1870 and 1930, in both Europe and the United States.
The sharpest drop actually occurred in the three first decades of the
twentieth century, so the trend must have made a strong impression
on Keynes’s contemporaries. After World War II, on the one hand, the
number of hours per worker fell further, but at a lower rate, and more
in Europe than in the United States. On the other hand, the female
labor participation increased significantly, partially offsetting the de-
cline in the number of hours worked by male workers. To date, the
working week has not fallen to fifteen hours anywhere in the world,
nor can we reasonably expect this to occur by the year 2030. A number
of factors should, however, be taken into consideration in order to
assess how much leisure people enjoy today.

First, work time as a share of an individual’s life has indeed fallen
significantly. By 2000, life expectancy in Great Britain was about
twenty years longer than it was in 1930 (seventeen in the United
States). Although part of this difference can be attributed to lower in-
fant mortality, life expectancy is also significantly higher, rising for the
US white males at age twenty by approximately ten years, and the
even higher for females and ethnic minority groups. Likewise the life
expectancy of white males aged sixty also rose from fifteen to twenty
years in the same period. In contrast, retirement age fell. The median
retirement age for men in the United States has fallen, again by 2000,
from age seventy to age sixty-two (see Eisensee 2006). This means that
the fraction of an individual’s lifetime spent on working activities is
much smaller today than in 1930.

Let us construct a fictitious “Keynes forecast.” Suppose that Keynes
did not anticipate the changes in life expectancy, female participation
rate, and retirement age. In this scenario, an agent who enters the labor
force at fifteen works fifteen hours per week with probability 60 per-
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cent up to age sixty-five, then works fifteen hours with probability 30
percent up to age seventy, and then dies. Here, age seventy matches
the life expectancy of a twenty-year-old in 1930, while 60 and 30 per-
cent are the share of employed people in the respective age group.'®
Now contrast “Keynes’s forecast” with a 2000 real world scenario,
where an agent enters the labor force when fifteen, then works (in two
alternative experiments matching, broadly the European and US expe-
rience) either thirty or thirty-eight hours per week with probability 70
percent up to age sixty-five, then lives as a retiree up to age eighty,
and then dies.!! In both cases assume agents to have at their disposal
sixteen hours a day (with eight hours being devoted to sleeping), and I
ignore the lifetime between birth and age fifteen.

The results are as follows: In Keynes’s forecast, the average individ-
ual works 7.6 percent of her/his lifetime endowment. In contrast, in
my 2000 real world analysis, she/he works 14.4 percent of her/his life-
time in the thirty hours workweek case, and 18.3 percent in the thirty-
eight hours workweek case.

Second, Keynes expected affluence to free time for leisure. If we
want to know how much time people can devote to enjoyment, we
must subtract from the time available to humans not only the number
of hours they work in the market but also the time they spend in
house-related work activity. I should stress up front that there is no
consensus in the literature about the secular trend in housework.
According to the estimates reported by Greenwood et al. (2005), house-
work per US household amounted to an average forty hours in 1930. A
recent study by Achen and Stafford (2005) based on the Panel of Study
of Income Dynamics (PSID) concludes that in 2001 this amounted (for
married couples in the United States) to 25 hours per week. Assuming
that the data are comparable, more than one hour per person per day
was freed from the yoke of housework. Such change has been made
possible by labor-saving technical improvements in basic facilities
and electrical appliances (running water, refrigerator, washer, vacuum,
etc.). Not all the time saved at home has been devoted to leisure,
though, and the study of Greenwood et al. (2005) attributes an increase
of about 28 percent points in the female labor supply between 1900
and 1980 to the technological revolution in the household sector.!?

Third, people spend today a larger share of their time on educational
activities. Ramey and Francis (2006) report that the annual per capita
hours in a cross section of the US population spent on school rose
from six hundred to nine hundred in the period 1970 to 2000. How
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should we regard this pursuit of learning? I suspect that Keynes would
count it as one of the benefits of humankind’s liberation from the ne-
cessity of material production. But if one takes the pessimistic view
that educational effort is as painful as working in a mine, one may
want to account the increase in education as an offsetting factor in the
secular reduction of worktime.

Because people work for a smaller fraction of their lives today than
in 1930, I believe they do enjoy more leisure, although I acknowledge
that there is not overwhelming consensus on this point. Technological
progress has had equally important effects on the quality of work time
and leisure activities. Working conditions are better and more pleas-
ing. And if, to put it like Keynes, “three hours a day is quite enough to
satisfy the old Adam in most of us,” entering the labor market had
some positive implications for Eve. Labor participation and the possi-
bility of developing a career have been vehicles of female emancipa-
tion. Finally, technical progress has increased the variety of leisure
goods and reduced the time necessary for performing many leisure
activities (e.g., progress in transportation facilities makes it possible to
travel more extensively and in a shorter time).

I would like also to comment on the adaptability of labor supply
over the last thirty years to technological progress, and the different
tastes developed by European and Americans on how to enjoy the
fruits of this progress. Europeans have extended—perhaps following
Keynes’s inclination—their leisure hours, while Americans have
chosen longer work hours. More precisely, back in the mid-1970s
Britons, Germans, and Frenchmen worked on average 5 to 10 percent
more than Americans. At the turn of this century, however, they work
only 70 to 75 percent of their American counterparts (see Prescott 2004,
tab. 1).13 Interestingly, although the GDP per capita grew faster in the
United States than in Europe, the opposite occurred with output per
hour worked. The GDP per hour increased by 38 percent in the United
States between 1970 and 2000, while the GDP per hour in France rose
by 83 percent in the same period."* Germany and other continental
European countries behaved much like France. This is almost entirely
due to the labor supply behavior. What can explain this difference?
According to Prescott (2004), the key is cross-country differences in the
distortionary effects of labor income tax. Blanchard (2004) attributes
this difference to Europeans choosing a more balanced allocation of
the productivity gains between increasing income and leisure. Whether
as a matter of taste or as the effect of policies (which are in any case the
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outcome of democratic processes), Europeans seem to be moving in
the direction Keynes suggested. Whether movement in this direction
will be steady is uncertain, however, especially since the demographic
trend of increasing retirees in the population and work time reductions
among the active population such that may jeopardize the sustainabil-
ity of the pension system.

Why do Americans work more hours than forecasted by Keynes?
Economic theory offers no compelling reason for technological prog-
ress that impells people to work less. Textbook economics teach us
that as productivity grows, income and substitution effects work in
opposite directions: as we get richer, we demand more leisure (income
effect), but at the same time we become more conscious of the increase
in its opportunity cost (substitution effect). With standard preferences,
the net effect can go either way.

Nevertheless, Keynes proposed a sophisticated argument that goes
beyond the simple trade-off between labor and leisure. By his argu-
ment, some evolutionary process (or learning) affects the intensity
with which people are capable of enjoying leisure or tolerating labor
effort. The ability to appreciate leisure would depend on some acquired
taste and, possibly, on complementary investments increasing the
ability to appreciate specific leisure activities. For instance, it takes
time, effort, and devotion to appreciate literature or classical music. In
Keynes’s view, the secular slavery of economic necessity has selected
human preferences for a high tolerance of labor effort and some limited
ability to appreciate good life. Keynes anticipated that the progressive
satiation of material needs would naturally generate a shift of pref-
erences, whereby people would become better at appreciating arts
and beauty. Moral values would also change, and the obsession for
money-making would be replaced by a new humanism.

Interestingly the recent economic literature on “endogenous prefer-
ences” echoes this view. For instance, we use a similar—if somewhat
opposite—argument in Doepke and Zilibotti (2005, 2008) to explain
the decline of the aristocratic elite at the outset of the British industrial
revolution. We argue that the pre-industrial elite, accustomed as it was
to rearing its children in the devotion to arts, pleasures, and a variety
of leisure-oriented activities (from classical music to fox hunting),
developed a sense of disdain for hard work and a low propensity to
save and invest. The urban middle class, in contrast, was reared in the
values of thriftiness and perseverance which were most important in
the life experience of artisans and traders. For this reason, the latter
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developed a “capitalist spirit” that, as emphasized in the celebrated
work of Max Weber, became a major advantage once new opportuni-
ties arose with the Industrial Revolution. This can explain the triumph
of the bourgeoisie and the demise of the aristocracy during the Indus-
trial Revolution.

Keynes’s argument goes one step further in time. He argues that
when economic needs are satiated, a reversal will occur, and the appre-
ciation of arts and leisure will again become the evolutionary success-
ful trait. Can we see evidence of the change predicted by Keynes?
Hardly, in my view. The growing phenomenon of obesity is emblem-
atic of the quantitative (as opposed to qualitative) nature of people’s
consumption habits. Another is the growing pressure for downsizing
the provision of public goods such as health services, green areas, or el-
derly care that affect people’s daily quality of life. The return to these
savings is yet more private consumption, in a society where private
opulence risks being coupled with public poverty. Markets seem to
have been proved capable of supplying an amazing quantity and vari-
ety of leisure goods that require more money than time to be enjoyed.
These goods are strong competitors for traditional cultural consump-
tion goods, requiring lengthy training and education toward their ap-
preciation. But the last word has not been said, and we may just be
learning to appreciate the good life too slowly.

Conclusion

Did Keynes’s optimism prove warranted? His expectations about
improvements in the material conditions of mankind were correct. Ma-
terial progress has indeed led to extraordinary expansion of the oppor-
tunities that we can today enjoy. Keynes'’s forecasts about the cultural
implications of growth are more problematic, and material needs do
not show any clear tendency of becoming satiated.

Material progress continues, however, to be the primary problem for
large parts of the world, especially for the 600 million people who con-
tinue to live in conditions of extreme poverty. My hope is that growth
will be contagious and spread in the developing world. Although
future generations may decide to enjoy the fruit of the technological
progress in different ways, including shorter work time, I do not expect
productivity growth and technological change to slow down in indus-
trialized economies.
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Nevertheless, growth is not just about good news. I see environmen-
tal sustainability as a major unresolved question. I cannot subscribe
to the optimism of many economists in this respect. There are neither
effective self-correcting nor, to date, institutional mechanisms that
can prevent a “tragedy of the commons” on a global scale. We can
hope that technological progress will move more in the natural re-
source-saving direction. But this will not come through the invisible
hand. It will instead hinge on a strong political will to constrain and
make more expensive the use and abuse of natural resources as well as
the emission of pollutants. On the one hand, the action of special inter-
est groups in some rich countries is blocking these necessary interven-
tions; on the other hand, environmental issues remain a luxury good
for countries striving to solve their “economic problem.” If these coun-
tries decide to use natural resources as intensively as the first industri-
alizers, the environmental effects might be dramatic. The only hope for
success is for rich countries to induce poorer countries, through their
financial and technical support and via incentive-compatible mecha-
nisms, to adopt environmentally friendly technologies. The set of cur-
rent international institutions is far too underdeveloped to tackle this
issue. The risk of a global failure is, in my view, severe.

Notes

I thank Gino Gancia, Sally Gschwend, Dirk Niepelt, and Maria Saez Marti for very useful
comments.

1. The dataset is available online at http./pwt.econ.upenn.edu/php_site/ pwt_index.php.

2. Since China accounts for almost one-fourth of the world population, not having China
in the dataset before 1952, but having it thereafter, would affect significantly the estimate
of the world average growth rate. In my estimates China is always included.

3. More precisely, the annual growth rate of the world (or of any subset of it) is the arith-
metic average of the growth rates of all countries in the sample, where each observation
is weighted by its population size (e.g., in year 2000, China has a weight of 0.24 while
Switzerland has a weight of 0.0014). The five-year average is then constructed as an aver-
age of the relevant five annual observations.

4. By construction, population-weighted average growth rates differ from the growth rate
of the average GDP per capita in the world. For example, suppose that the world consists
of two countries with identical populations, A and B. Let A and B have, respectively, a
GDP of 100 and 200. Suppose that the GDP doubles in A and remains constant in B (thus
the world GDP increases from 300 to 400). Then the population-weighted average growth
rate is 50 percent, whereas the world average GDP only grows 33 percent. The latter mea-
sure understates, relative to the one I use, the performance of low-income countries.
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My measure provides, conceptually, an answer the following question: What is the
annual growth rate in an individual’s standards of living, if she or he, behind the veil of
ignorance, is dropped in a random country in 1950? Interestingly, if one focuses on the
alternative measure, the growth rate is 2.2 percent, which matches Keynes'’s forecast very
closely.

5. I'regard Korea and Mexico as non-OECD countries as they only entered the organiza-
tion in 1994 and 1996, respectively. The results are shown both with and without the
inclusion of Japan, since Japan is a large country that was relatively poor in 1950 and
had an exceptionally strong performance.

6. The data for India are presented here jointly with Bangladesh, Bhutan, Nepal, Paki-
stan, and Sri Lanka. Although none of these countries performed as strongly as India,
the average regional performance is only marginally affected, as India is by far the largest
country.

7. For instance, Sala-i-Martin (2006) estimates that the number of people living with less
than one and a half USD per day in Africa has increased by more than 200 million be-
tween 1970 and 2000.

8. See, for example, Parente and Prescott (2002) and Acemoglu et al. (2006).

9. In Acemoglu and Zilibotti (2001), we calibrate a growth model with endogenous tech-
nical change where the extent to which new technologies enhance the productivity of
skilled and unskilled workers is also endogenous. The model can account for a large
share of the empirical variation in cross-country total factor productivity differences.

10. In 2000, the employment rate (i.e., the proportion of employed in the population
aged 15-64) was about 70 percent in the Anglo-Saxon world (65 percent in the average
OECD). As stated in the text, I construct the “pseudo-Keynes forecast” by ignoring the
increase in the female participation rate and other changes in labor supply behavior. In
1930, the female participation rates in the United States and United Kingdom were, re-
spectively, 26 and 35 percent, whereas they amounted to 60 and 53 percent, respectively,
in 2000 (see Costa 2000). Since changes in the length of education and early retirement
went in the opposite direction, I assume that Keynes underestimated the actual employ-
ment rate by 10 percent points (60 percent in the “Keynes forecast” vs. 70 percent in the
#2000 real world”).

In addition many elderly were working before the establishment of modern pension
systems (e.g., about 40 percent of males above 65 were working in major OECD countries
in 1950). For this reason I assume in the “Keynes forecast” that 30 percent of the popula-
tion over 65 is at work. In contrast, no retiree is assumed to work in the “2000 real
world.”

I should also stress that my simple calculation assumes, for simplicity, a constant pop-
ulation age structure. See Ramey and Francis (2006) for a thorough discussion.

11. European employed workers (both full- and part-time) worked in 2000 an average 30
to 33 hours a week, and enjoy roughly 35 days of holidays and vacation. In the United
States, the corresponding figure is 38 hours, and with roughly 20 days of holidays and
vacation.

12. Ramey and Francis (2006) criticize the data of Greenwood et al. (2005). According to
their evidence, housework per capita, somewhat surprisingly, did not fall, and even
increased in the United States in the period 1900 to 2000. Their study reports that house-
wives did over 50 hours housework a week around 1930s (see p. 16 and fig. 8). This is
double the housework done by American couples in the PSID in 2001, according to the
study of Achen and Stafford (2005).
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13. The data in the text, borrowed from Prescott’s study, detail hours worked per person
aged 15 to 64. Thus they include persons who are unemployed or out of the labor force. If
instead we look at weekly hours per worker in 2000, they were 38 in the United States, 33
in the United Kingdom, and between 30 and 32 in continental Europe.

14. The example and figures are from Blanchard (2004).
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3 Toward a General Theory
of Consumerism:
Reflections on Keynes’s
Economic Possibilities for
our Grandchildren

Joseph E. Stiglitz

Keynes’s Economic Possibilities for our Grandchildren is as fascinating
for the hidden assumptions about the nature of man as it for the
predictions—clearly wrong—about the evolution of the economy.
Keynes suggests that because of the huge improvements in technologi-
cal possibilities and accumulation of capital, the economic problem—
providing the necessities of life—will be solved, opening up a new
world, in which each of us could devote our energies to higher callings.
He suggests moreover that many of the conventions and institutions
of society have arisen to solve the economic problem; shorn of those
needs, a whole new set of institutions and social conventions may
arise.

Keynes underestimated, by an order of magnitude, the pace of inno-
vation as well as the rate at which capital could be accumulated—and
invested well. The world had never seen anything like China, with its
saving rate in excess of 40 percent and with growth rates averaging 9.7
percent for three decades. Even the more modest global growth rates
of 3 to 4 percent that emerged in the years after World War II and per-
sisted through the early 1970s, and which once again occurred, at least
in the United States, beginning in the early 1990s, were unprecedented.
Had Keynes been right about what such increases in output per capita
portended, it is clear that the new world he envisioned would already
be on the horizon.

The possibility of solving the economic problem (as he called it) is, of
course, already on hand. If the more than $48 trillion dollar global
GDP! were divided equally among the earth’s some six and a half bil-
lion inhabitants, each would have some $7,000, more than enough to
bring everyone out of poverty. (That number is even greater than
America’s poverty line for a family of 4.2) The key issue—to which
Keynes repeatedly paid insufficient attention—is that of distribution.
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While most of those in the advanced industrial countries have more
than enough to meet their economic needs, some 50 percent of the
world still lives on less than two dollars a day, some one billion still
live on less than a dollar a day.? These individuals confront the eco-
nomic problem of subsistence day in and day out; our society has
failed to provide an answer for them.

How has the rest of the world confronted the challenge of the elimi-
nation of “the economic problem”? It is clear that the fundamental
changes that Keynes seems to have predicted have not occurred. To be
sure, institutions and practices have changed; for instance, Keynesian
economics itself has led to a major shift in the conduct of macroeco-
nomic policy. But the evolutionary changes that have occurred do not
relate to the “solution” of the economic problem; rather, they have
focused on how we can produce more goods more efficiently and
how we can deliver them more efficiently. The underlying economic
“model” has remained essentially unchanged.*

What Is to Be Explained?

If individuals don’t “need” the income that they earn to meet their
basic economic needs, what will people do with their potential leisure?
Keynes strikes a pessimistic note, as he refers to those who have been
relieved of economic burdens, “the wives of the well-to-do classes, un-
fortunate women...who [have been] quite unable to find anything
more amusing.” He did not, of course, anticipate the advent of televi-
sion, which manages to absorb a huge chunk of the waking hours of
both those who are gainfully employed and those who are not.”

The puzzle suggested by Keynes’s paper, though, is not so much
what people have done with their leisure, but why they have chosen
to enjoy so little leisure. Why do people work as hard and as long as
they do? Why have increased wages and wealth translated mostly into
increased goods, not into increased leisure? Keynes seems to have
overestimated the desire for leisure, especially in the United States,
where people appear to be working about the same number of hours
as thirty years ago: average weekly hours worked by persons of work-
ing age in the United States went from 24 in 1970 to 25 in 2004.° A par-
ticular aspect of this puzzle is the growing differences in leisure within
the advanced industrial countries (e.g., between the United States and
Sweden). While it is hard to get fully comparable data, it appears that
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Americans work far more hours than do comparable individuals in
other countries at similar levels of development. Especially striking are
the changes that have occurred over the last third of a century. In 1970,
there was little difference between the United States and France or Ger-
many or the United Kingdom; by 2000, Americans were working some
40 percent more than the French, Italians or Belgians.”

Not only do Europeans work less today than Americans, but they
also vacation more. The French take an average of seven weeks of
vacation a year (including holidays) while the Germans take close to
eight. The average in the United States is four weeks.®

Is it possible that a society could go down a path of “excess consum-
erism”? Is it possible that, of two societies, initially similar, one ends up
consuming more, the other less? In this chapter, I argue that at, best,
the standard model of consumer behavior provides little insight into
these fundamental questions; at worst, what it says about the efficiency
of free market outcomes is misleading. I say fundamental because there
are few issues of more import than how society responds to the oppor-
tunities that improvements of technology have afforded. America, as a
whole, has responded in ways that seem to have made less of a differ-
ence to the lives of the vast majority of its citizens than Keynes sug-
gested; solving the economic problem simply hasn’t made that much
of a difference. In some ways, as I suggest, individuals and families
may even be worse off. Problems of epidemic levels of obesity and of
individuals working so hard to get what they view as the basics of
life for their families that they have no time to spend with their families
suggests dysfunctional behavior. If Galbraith could write about exces-
sive consumption in 1958 in Affluent Society,” what would he say
about America today? As much as economists may be loath to form
judgments—are people really consuming more and enjoying leisure
less than they should?—it is hard not to entertain the possibility that
something is wrong, that there is something here to be explained.

In some of the simpler models we explore here, there are clear mar-
ket failures where government interventions—such as mandatory
vacations—would lead to Pareto improvements.

But even more strongly, once we open up the possibility that prefer-
ences are endogenous, there is no presumption that private market
solutions have any optimality properties. By the same token, while the
kinds of policy prescriptions, calling for government interventions,
that arise naturally from our analysis may not be as theoretically tight
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as those that arise in the context of market failures with well defined
preferences, at least in some instances the case for collective action is
compelling.

Before turning to alternative explanations for the seeming anomalies
in the patterns of enjoyment of leisure, I want to discuss the possibility
that there is in fact nothing to be explained, that the seeming anomalies
are either perfectly consistent with standard economic theory or a re-
sult of a failure to look at the data appropriately.

There Is Nothing to Be Explained

Keynes anticipated that some energy would be devoted to helping
those who are less fortunate, for whom the economic problem still re-
mains. As he put it, “it will remain reasonable to be economically pur-
posive for others after it has ceased to be reasonable for itself.” Given
the huge inequalities in global income, there is ample scope for such
“charitable” drives. Such concerns have played out strongly in many
parts of Europe—with some countries giving 1 percent or more of their
income to the developing world. But in the United States and most
other advanced industrial countries, these concerns about the poor do
not provide much of an explanation for why individuals work as
much as they do. For instance, in 2005, the United States gave 0.22
percent of its GDP for development assistance. But even these paltry
amounts include money spent for debt forgiveness (forgiving debts
that would not in any case have been repaid) and assistance to Iraq
and Afghanistan—expenditures that are more appropriately viewed
as part of the war on those countries than humanitarian assistance.

Keynes’s seeming presumption in Economic Possibilities for our Grand-
children that leisure would increase as wages and wealth increase is
based on the hypothesis that most consumption is directed at meeting
our economic needs—food, clothing, and shelter. He seems to believe
diminishing returns would rapidly set in in these basic needs—far
more rapidly than the marginal value of leisure. Just as Keynes seems
to have overestimated the magnitude of charitable urges, so too he
seems to have overestimated the marginal value of leisure and under-
estimated the marginal value of goods.

Some of our increased expenditure does go for more luxurious ways
of meeting the same desires (economic “needs”) that Keynes thought
would be fully satisfied—and much of this chapter is devoted to
explaining why. Still, we should recognize that some expenditures
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are directed at improving health and to goods that are complements to
leisure (vacations). More money is being spent on education and
“culture.”

Two further factors complicate this analysis. The first is that house-
hold formation is endogenous. Some of the benefits of increased pro-
ductivity have been “enjoyed” in the form of more households with
only one working-age person. This change may be affected, however,
by the drive for “excessive consumerism”; as both adults in the family
work more and share less time together, family ties may weaken.

Second, one would expect to see the decision to enjoy more leisure
reflected both in more leisure during working years and in fewer
working years (entering the labor force at a later date, leaving it at
an earlier date). Thus one would expect to see a decline in the fraction
of those of working age in the labor force (offset, at least in part, by
increased female labor force participation).

Standard economic models do not prejudge the relative rates at
which the marginal utility of goods or leisure diminish. That is why
standard economic theory makes no prediction as to whether increases
in wages will lead to more or less work (leisure), and it eschews pater-
nalistic judgments about the merits of how individuals spend their
time and money. The fact that higher productivity individuals work as
much as lower productivity individuals is simply the consequence of
offsetting income and substitution effects.

Some of the increased expenditures are simply a move from home
production to market production, motivated in part by changes in
technology which have made market production more efficient. (See
appendix A.) At the same time, the standard statistics underestimate
the true level of leisure. Some studies of how people spend their time
attempt to differentiate between true leisure and home production.'®
Time spent cleaning the house or washing dishes is typically not
viewed to be pleasurable, and changes in technology have improved
the efficiency with which these tasks can be done: dishwashers have
reduced the time required for washing dishes, washing machines and
dryers for washing clothes. As a result the amount of discretionary
time available at home (or not at work) seems to have increased far
more than the time spent not working on a job.

Further reflection makes it clear that the usual frame with which
economists approach the problem of the allocation between work and
leisure (even within the expanded framework that identifies separately
home production and consumption) is fundamentally flawed, because
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it does not recognize the enjoyment of work (whether in the market or
at home). The standard model views work as a “cost,” yet work gives
meaning to life for many individuals. The distinction is at best blurred.
For a farmer to toil in his fields is work, but for a middle-class Ameri-
can or European to toil in his garden is pleasure. Cooking may be
toil, but for many individuals—and for almost all individuals on
occasion—cooking is a pleasure. Similarly, commuting to work (which
would presumably normally be added to market hours worked) may
entail some elements of leisure (if individuals can read for pleasure),
but the nature may change over time (as individuals conduct business
over the cell phone or as crowded trains make commuting less pleasur-
able). As a result I have not attached much weight to the studies
emphasizing that because the number of hours of home work has been
reduced, true leisure has increased. (In addition this finding cannot
explain the differences between the United States and Europe, since
the same changes in the technologies of home production have
occurred in both regions.)

Is writing this chapter toil or leisure? There is no direct financial re-
turn. I do it because thinking about these ideas gives me pleasure.
Thinking about the puzzles—and trying to articulate the answers in
ways that are clear to others—is hard work; yet doing so gives me
enormous pleasure, which clearly exceeds the “work,” for otherwise I
would not be doing this.

Even in jobs that are themselves not very fulfilling, there can be con-
siderable pleasure in the social interactions that occur at work. And
even when individuals are sitting at their desks, they may be playing a
game of solitaire on their computer, pleasurably daydreaming, or talk-
ing with friends on the phone. Difficult to observe, and even more
difficult to quantify, changes in the nature of these pleasurable aspects
of work—and differences between these aspects of work in Europe and
the United States—could partially account for observed patterns of
hours spent at work.!!

If jobs were easily divisible, this observation would have little conse-
quence: individuals would work to the point where work turned from
a marginal benefit to a marginal cost, and the usual calculus would
apply. The fact that individuals enjoy work would mean, of course,
that as wages increase, the amount of time spent working might not
decrease, even if consumption itself was subject to rapidly diminishing
marginal utility. Labor supply will not diminish below the critical level
where the marginal disutility of work is zero, and as labor approaches
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that critical level, changes in wages may have an increasingly small im-
pact on leisure.

If, however, there are indivisibilities in work (increasing returns to
scale)—it is difficult, for instance, for the job of CEO to be divided
between two individuals—then, in competitive markets, individuals
may, in effect, bid for jobs, and the winning bid may entail low levels
of leisure. As productivity increases, the winning bids may, however,
entail little changes in hours; indeed, if the costs of coordination
increase as the complexity of the economy increases, the winning
bid may actually involve more hours, with an offsetting increase in
compensation.

This analysis helps explain why we might not expect measured lei-
sure to increase, even as technologies improve, but it has a further im-
port: it will be difficult to measure true leisure. Given the pleasures
associated with work—Dboth at home and in the “market”—the distinc-
tion between work and pleasure is not always well defined. Yet for
many workers in our economy—those whose jobs are marked by
drudgery or backbreaking physical exertion—it is not the enjoyment
of work that drives them to work every day, and, for these, the puzzle
is still there: Why are so many Americans working so long and so
hard?

There is another explanation for why the demand for leisure may
not have increased in the way that Keynes seems to have anticipated:
wages, at least in the United States, for most workers, have not in fact
increased. Median wages for American males in their thirties (a good
predictor of lifetime incomes) were indeed lower in 2004 than they
were in 1974.'2 Higher real wages might have led to more leisure; the
problem, however, was that for most workers, real wages simply were
not increasing. More generally, aggregate (average) levels of leisure
depend on the distribution of income/wealth. Economic theory has no
clear prediction on whether an increase in dispersion—such as the
United States has experienced in the last third of a century—can lead
to an increase or decrease in average (aggregate) leisure.'3

Finally, demand for leisure may not have increased as Keynes pre-
dicted because labor force participation decisions are affected by social
mores, and changes in social mores occur differently in different coun-
tries. One of the large differences (between the United States today
and thirty years ago) is in female labor force participation.' It has
become the norm for women to participate in the labor force, which is
evidence of increased gender equality. Lowering of barriers to women
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working would be expected to lead to more labor force participa-
tion. This may be true even more so if there is pleasure in work, at
least up to some level. In this view, we should be celebrating the
increase in hours worked by women. There is, however, one telling
criticism of this euphoric interpretation: lowering of the barriers could
be viewed as a further increase in household productivity, an outward
movement in their opportunity set, one that would normally be
expected to lead to more consumption of leisure by the household, not
less consumption. (In any case, differences in female labor force par-
ticipation do not explain differences between the United States and
Europe.'®)

There Is Something to Be Explained

The arguments in the preceding paragraphs have explained why it
is possible to reconcile the failure for leisure to increase as much as
Keynes’s analysis would have suggested with standard economic
theory. As is so often the case, standard theory seems to suggest that
anything is possible. In that sense it has little predictive power. Keynes
can be thought of as putting forth particular hypotheses concerning
the shapes of preference functions; what is clear is that the observed
behavior seems inconsistent with these hypotheses. We have, evi-
dently, not solved the economic problem. Human desire for material
goods is clearly insatiable. To be sure, one can only eat so many calo-
ries but can consume calories that are more expensive (e.g., meat vs.
vegetables), and may get increased enjoyment out of these more expen-
sive calories than out of the less expensive calories.

There is, however, still something to be explained. Increased wages
might lead individuals to work a little more (or, as Keynes suggested,
much less), but it does not seem plausible that it would lead them to
work so much more that the quality of their life suffers. Yet leisure has
diminished to the point that we are developing a “harried working
class,” with both parents working so hard—supposedly to enhance
the quality of life with their families—that they have no time to share
with their families.'® While data on “happiness” remain controversial,
studies suggest that the increased productivity in America’s economy
has not resulted in greater happiness.'”

Equally troubling are the seeming trade-offs that Americans are
making: they often seem to work hard for goods of which the value is
hard to ascertain. Like perhaps other parts of Americans’ needs—such
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as the need of even city dwellers to have SUV vehicles, four-wheel-
drive cars designed for off-road traveling—these are just made-up
needs, to compensate for the disappearance of real economic needs,
part of America’s approach to dealing with “solving the economic
problem.”

The statistics suggesting very high real incomes may indeed them-
selves be somewhat misleading. I wrote earlier about the great strides
in efficiency—efficiency in production. But efficiency in production
need not correspond to systemic efficiency, nor efficiency in consump-
tion. Building superhighways that encourage individuals to travel
long distances to work, in turn emitting high levels of pollution, may
not represent a “systemically” efficient system of residential location
cum production. Solving efficiently these systemic problems is enor-
mously difficult. When we do not solve them efficiently—and markets
typically do not—then increases in measured GDP per capita may
grossly overstate increases in standards of living.

One aspect of America’s pattern of living that may be associated
with less efficient production of true consumption goods may be re-
lated to the deterioration in communal life.'® Mothers used to play a
more active role in their children’s schools, enhancing the quality of
these and other public or communal goods. As women have increasingly
joined the labor force, such participation has declined, with a resulting
decline in the quality of public schools.! Parents as a result compen-
sate by spending more on private education (as a substitute or comple-
ment of public schools), but this increases their demand for income. A
vicious circle is created—there may be multiple equilibria, one with
high communal participation and lower labor force participation and
one with lower communal participation and higher labor force partici-
pation. The level of well-being may be higher in the former, though the
measured GDP would be higher in the latter.

A considerable part of America’s high GDP is spent, of course, in
ways that do not contribute to a higher standard of living, and in that
sense (as in so many other ways) GDP is a misleading measure of
well-being. America’s expenditures on arms may make the world
safer, but arguably, much of this money is wasted. But even if well-
spent, it is an investment to maintain the country’s standard of living
in the future, not part of today’s current consumption.

At home, America has been spending huge amounts on prisons.
From 1980 to the present day the proportion of state spending on cor-
rections has risen relative to state spending on higher education, with
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Massachusetts spending more on prisons than on higher education in
2004.%° These investments are again included in GDP, but they are
symptoms of a dysfunctional society.

Consuming inefficiently (in the broad sense just discussed) is one
way to respond to the challenges posed by ever increasing production
efficiency. There are clearly better ways.

In the remainder of this essay, I will assume, however, that Ameri-
cans’ real consumption is higher and real leisure is lower than Keynes’s
analysis would have predicted. I ask, how can we reconcile this Amer-
ican “consumerism” with models of rational behavior?

Conventional and Unconventional Interpretations of the US—EU
Comparison

Just as, with some work, one might be able to reconcile the failure of
leisure to increase to the extent predicted by Keynes in the United
States with the standard model, so too can one attempt to use standard
models to explain the lower levels of consumption of leisure in the
United States relative to Europe. In US-EU comparison the anomaly is
not just that America’s seemingly higher wages have not resulted in
substantially more leisure but actually in less leisure.

One explanation that critics of the European economic model often
raise is that taxes discourage work. But the puzzle is that individuals
at similar (after-tax) wages seem to work less in Europe, enjoying, for
instance, far longer vacations.

Again, with some work, one might be able partially to reconcile
these results with conventional theory. For instance, there could be
wealth effects, but by most accounts the average American is wealthier
than the average European. However, the provision of social services
(like health care) may be higher for the average European, and this
should have the opposite effect. Countering this argument is the fact
that most Americans receive health care benefits from their employer,
and these benefits do not depend on the hours worked. The fact that
one must work to get these benefits might explain higher labor force
participation but not higher hours of those in the labor force.?!

Some European countries (most notably Sweden) provide assistance
to women participating in the labor force, for instance, with generous
family leave policies and public support for day care. One would have
expected that the provision of these public goods, which are comple-
ments to work, would have resulted in higher labor force participation
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Table 3.1
Controls
GDP per person GDP per hour Hours per person
1970 2000 1970 2000 1970 2000
United States 100 100 100 100 100 100
EU-15 69 70 65 91 101 77
France 73 71 73 105 99 67

Source: Blanchard, Olivier, 2004, The economic future of Europe. NBER working paper
10310.

in Europe. While it is true that Sweden, which has been most generous
with these benefits, does have a higher labor force participation rate
than that of other European countries, female labor force participation
for Europe as a whole is less than that of the United States.

But the more telling reason that the standard theory is unpersuasive
is seen from table 3.1. The differences in levels and changes over time
between Europe in general, and France in particular, and the US stan-
dard cross-sectional labor supply studies®® (as well as other countries)
suggest low labor supply elasticities, with income and substitution
effects basically offsetting each other. If this is correct, and if there were
no differences in preferences between Europeans and Americans, then
one should expect to see little difference in levels of leisure either across
time or between countries.

In 1970, there was little difference in work between European and
American workers, even though productivity was markedly lower in
Europe. If taxes were then higher in Europe than in the United States,
the discrepancy in wages was even greater. The small difference in
labor supply is consistent with the standard cross-sectional results on
low labor supply elasticities.

It is what has happened since then that presents a puzzle. Relative
productivity in Europe has increased (with total taxes on labor that
have remained largely unchanged since the early 1970s).3 It is clearly
difficult to reconcile this result with the hypothesis of a low labor sup-
ply elasticity. Why have Europeans responded to rising incomes with
a much larger increase in leisure than Americans? By the same token,
one cannot explain current differences in work by differences in after-
tax wages.** Indeed the general argument put forward by Alesina et al.
and Prescott® that taxes, unions, and regulation explain the lower sup-
ply of labor is inconsistent with the observation, noted by Nickell, that
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hours worked in Scandinavia are higher than in much of the rest of the
OECD, even though taxes are higher, unions stronger, and regulations
more pervasive. As he concludes, there is something to be explained.

There is a parallel puzzle in the difference between cross-sectional
and time series data for the United States. In 1965, males with less or
greater than twelve years of education worked almost the same num-
ber of hours. By 2003, the more educated Americans were working
some 15 percent more than the less educated,?® consistent with a
strong positive elasticity of labor supply, a result hard to reconcile
with the vast majority of empirical studies which show a low, or nega-
tive, labor supply elasticity.?” (This result is even harder to explain
given the progressive nature of the income tax, which results in an
implied positive income in the budget constraint; this in turn should
mean a higher enjoyment of leisure.?®)

Alternative Hypotheses

In the discussion below, I explore several alternative hypotheses for
why rising wages might not lead to more leisure—and might not even
lead to increased well-being—why different societies, with similar
preferences, might make different choices, and why different societies,
initially similar, might evolve in different directions, with one society
ending up with a strong preference for leisure and another for consum-
ing material goods.

Hypothesis 1 concerns what happens if individuals’ sense of well-
being depends not so much on their actual level of consumption, but
on their consumption relative to others. In this Veblenesque world it is
predictable that increases in wages do not lead to increased leisure.”* A
focus on relative consumption gives rise to a rat race, and changing
wages changes the terms of the rat race: everybody simply works the
same, enjoying neither more nor less leisure. They get more goods, but
the increased consumption of goods bring no greater sense of happi-
ness or well-being, for as their consumption increases, so does every-
one’s consumption around them.

Americans have come to take as necessities what those elsewhere
(and their own parents) might have taken as luxuries. They do not
want to see their children deprived of $150 Nike shoes—not because
life with a $30 pair of shoes is so terrible but because their children
will feel deprived if all their classmates have $150 shoes, and they do
not.
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Hypothesis 2 shifts the focus from consumption to leisure: the full
enjoyment of leisure requires sharing that leisure with other members
of one’s family /community, which gives rise to a coordination prob-
lem. The failure to solve this coordination problem effectively can lead
to an equilibrium with lower levels of leisure—and lower levels of
well-being.

Hypothesis 3 presents the third, and perhaps most radical, view:
preferences are, in one sense or another, endogenous. Our experiences
shape our preferences. We can learn how to consume better, or we can
learn how to enjoy leisure better. But our preferences are also affected
by education and advertising. There are biases in market forces: there
are stronger incentives to “distort” preferences in certain directions,
and these market forces have played a relatively larger role in America
than elsewhere.

The analysis of this chapter explains why two societies that are ini-
tially similar might diverge, and it describes the dynamics of diver-
gence. In some cases historical circumstances help explain the initial
divergence. (One of the important conclusions of the analysis is that
history matters, not just in the short run but in the long run.)*® But in
other cases no adequate explanation is possible for the seeming differ-
ences, such as why should one society be more sensitive to relative
consumption than others. Then, again, why did one society manage to
solve the leisure coordination problem better than others? While the
analysis of the dynamics of divergence goes a little beyond the bound-
aries of standard economics (which focuses on individuals with fixed
individualistic preferences), providing fuller answers to these ques-
tions takes us still further afield.

The Relative Consumption Hypothesis

The American model®" works particularly well in a world in which
people are especially attuned to differences in income. If one gets one’s
satisfaction out of having a larger house than one’s neighbors, there is
no limit to the size of housing that one can desire.

Indeed, in appendix B, I show that under the extreme relative con-
sumption hypothesis (where well-being depends only on relative
consumption), changes in wages have no effect on leisure; individuals
work just as hard as before (and this is true regardless of the strength
of ordinary income and substitution effects). Higher wages are always
simply reflected in higher consumption, but because (by definition) rel-
ative consumption is unchanged, welfare is unchanged.
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One might have thought that a focus on relative consumption might
lead individuals to consume more today, but if they are rational and
anticipate that their well-being will be affected by relative consumption
tomorrow, then the relative consumption hypothesis does not neces-
sarily lead to lower savings. The remarkable result, shown in the
appendix, is that the savings rate, as well as the labor supply, is inde-
pendent of wages. Thus, if an individual’s preferences can be repre-
sented by a utility function that is, in some sense, a weighted average
of “individualistic preferences” and “relative consumption prefer-
ences,” then concern for relative consumption will drive those who
would have saved a lot to save less, but it will also drive those
who would have saved a little to save more. By the same token, those
who would have worked little work more, and those who would have
worked a lot, work less. If Americans are more focused on relative
consumption, it would help explain why Americans respond less to
changes in wages by increasing leisure.

None of this explains why Americans should be more focused on
relative consumption, or whether such differences in preferences are
of recent vintage. A focus on relative consumption may be a correlate
of a focus on consumption itself. If, in particular, consumption has
exceeded the levels required to meet basic needs, then at least part of
the enjoyment may be derived from consuming more than one’s neigh-
bors. The theory of endogenous preferences developed from hypothe-
sis 3 might explain how societies can evolve in different ways.

It is possible that America’s growing inequality too may contribute
to “consumerism” and to corresponding lower levels of leisure. Those
who, because of lower productivity, inevitably consume less, still strive
to reduce the observed gap between their consumption and that of their
richer neighbors. It is the rich that define the aspirations of the rest of
society.?? At the same time, those at the top struggle to separate them-
selves from those below. It is only by working hard and conspicuously
consuming the fruits of that work that they can demonstrate their su-
periority. There is, in effect, an arms race, a race to consume more and
more, working harder and harder, in which no one is the winner.33

The Coordination Failure Hypothesis

Second among the alternative hypotheses explored here is one that
arises out of “coordination failure.” In models where coordination fail-
ures occur naturally, there may be multiple equilibria, one of which
may Pareto-dominate others.
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The idea is simple: the value to a husband of a vacation depends on
whether his wife can take a vacation at the same time. If not, beyond a
brief respite from work, each party would prefer the additional income
to staying at home alone, or going on a trip alone. The problem is
that the market does not provide a good mechanism for coordinating
vacations.

Many European countries have solved the coordination failure prob-
lem by having everyone go on vacation at the same time. There are
costs associated with this system: capital is idle. But, arguably, the ben-
efits exceed the costs.

There may be some interaction between the magnitude of the coordi-
nation failure and the overall demand for leisure. Assume, for instance,
that everyone were to take some time off during the month of August.
If each person takes one day off, and there is no coordination, then the
probability that the two spouses will have the same day off will be
very small. (Assume 21 working days, so there is a 1/21 chance of two
persons coordinating their vacation.) If each person takes a full month
off, then there is no coordination problem.

There is a parallel argument for the enjoyment of certain other lei-
sure activities. Prior to the television, much of leisure activity was
spent in communal activities (e.g., churches). The decrease in time
available for these communal activities led to lower participation levels
and a decrease in their availability. But this in turn has led to lower en-
joyment and a lower demand for communal activities—and a higher
demand for goods.?*

Endogenous Preferences

Failure of Culture as the Solution to the “Resolution” of the Economic
Problem While economists traditionally focus on “economic needs,”
psychologists emphasize the importance of other basic human needs
and pleasures—to solve problems, to feel needed, to experience the
pleasure that one gets from seeing a beautiful painting or hearing a
musical composition; while our physical needs may be limited (a point
especially poignant today, with increasing problems of obesity), our
mental and emotional needs are insatiable. It is not even clear that
they are subject to the usual laws of diminishing returns. The demand
for culture, broadly defined, may be unlimited. In the past, for in-
stance, only a small fraction of our society could enjoy the arts, and,
correspondingly, only a small fraction of our population was engaged
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in the production of the arts. The solution of the “economic” problem
means that these pleasures can and should be available more broadly.
It was, perhaps, Keynes’s hope that this would occur, but it has not, or
at least not to the extent that he might have hoped.*

The reason can be stated a couple of different ways. We can think of
preferences as being endogenous—shaped by a variety of forces that
can be studied systematically; or we can think of individuals as learn-
ing how to “consume.” The two perspectives come to much the same
conclusion, though the latter formulation is closer to the standard
theory of consumer behavior.

Economists typically assume a fixed set of preferences, but advertis-
ing and marketing help shape preferences—and firms have been as in-
ventive in creating new demands as they have been in creating new
products. Even food has taken on new dimensions, as consumers seek
out exotic foods.>

The forces that shape demand in different countries can differ, and
thus societies can evolve in different directions. Preferences are, at least
in part, socially determined: we are influenced by those around us. In
Europe, for instance, there is a growing slow food movement, which says
that the point of eating is not efficiency, providing the largest number
of calories per dollar or in the shortest span of time. The movement
sees eating as a pleasure in itself; it is an intellectual activity, combin-
ing sensory perceptions with an analysis of the nature of the pleasures
to which the senses give rise. It sees cooking as a creative activity and
not just a question of how “outsourcing” food preparation to a frozen
food company can reduce the time and resources required to transform
raw food into food on the table. This movement has far fewer adher-
ents in America.

In the discussion below, I will put forward, in somewhat stark form,
the hypothesis that one society can evolve, with endogenous prefer-
ences, toward “consumerism,” and the other toward a higher pref-
erence for leisure.

In each of these two sets of preferences—the one with high prefer-
ences for goods, which we refer to as the American model, or the
model of consumerism, and the high preference for leisure, which we
refer to as the European model—there will be differences in the con-
sequences of improvements in productivity. Going forward, in the
American model, one can foresee smaller changes in the levels of work
(even possibly increases), but ever increasing levels of consumption.
Television screens can become larger and can be put in every room
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and in both the front and the back of automobiles, and square footage
of housing can become ever larger.

As we have noted, the American model works particularly well in a
world in which people are especially attuned to differences in income
(the kinds of models discussed under hypothesis 1). In such a society
the return to targeted advertising can be especially high. If one induces
“consumer leaders” to buy SUVs, other consumers will follow.

Learning In this and the next subsection, I attempt to model endoge-
nous preferences, to formalize the notion that societies can evolve in
quite different directions. As I suggested earlier, there are several ways
of approaching the problem. In this section, I explore the learning
hypothesis.

Individuals learn about consuming by consuming (like learning by
doing®). We learn how to consume from others (at school, from our
parents, from our peers), and we are “taught” to consume by others,
especially by firms. We can, as a result of this learning, improve the
efficiency of consumption, and this can increase the marginal return to
consuming.

The enjoyment of cultural and other pleasures of the mind, in partic-
ular, does not come easily. A person must be trained. It is work,
though not of the physical sort—the toil that used to be required to
bring food to the table and to provide basic shelter. Our society has
failed to provide the requisite education, which is why so many people
get their enjoyment from the modern version of Roman circuses, our
television programs and sports.

Markets (monopolistic firms) have an incentive to expand demand
(e.g., through advertising) in products in which they have market
power. It is, accordingly, not surprising that the multi-million dollar
budgets for advertising of movies often equals or exceeds that for the
production of the movie itself. For a variety of reasons—not least of
which is that much of culture, our heritage of music and art, is in the
public domain—there is less market power in “culture,” and thus less
incentive for private firms to provide the “learning.”

Learning by Consuming Even without firms attempting to distort
consumption patterns, individuals can learn—they learn how to con-
sume by consuming, they learn how to enjoy leisure by enjoying leisure.
This means that history matters. Figure 3.1 shows the budget constraint
and indifference curve in period 1. But because the individual has
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L
Figure 3.1
Learning by consuming
C
L

Figure 3.2
Learning by consuming

consumed a lot in this period, and enjoyed little leisure, he is even
better at consuming goods in the next period—and less good at enjoy-
ing leisure. His indifference curves have tilted so that if his budget con-
straint were to have remained unchanged, he would have changed
his choices, to consume more goods and enjoy less leisure. Over time,
even with no changes in wages, consumption increases and leisure
decreases.

By contrast, the individual depicted in figure 3.2 has initially the
same preferences, but with a lower initial wage, he consumes less.



Toward a General Theory of Consumerism: Reflections on Keynes 59

Figure 3.3
Learning by consuming

However, this means that he learns to enjoy leisure more and goods
less. Over time, the initial differences in consumption/leisure choices
are reinforced.

If, after many periods, the second individual is now confronted with
the same wage as the first, his preferences have so changed that
markedly different choices are made. Because the second individual is
better at enjoying leisure than the first, he enjoys more leisure. (See
figure 3.3).%

There may be more than one steady state. Figure 3.4 shows a case
where, if consumption lies along the rays OA, OB, or OC, marginal
rates of transformation remain unchanged with experience. But over
time, if individuals consume anywhere between OA and OB, they in-
creasingly come to prefer (at the margin) goods, while between OB
and OC, they increasingly come to prefer (at the margin) leisure. This
means that once the economy deviates toward more consumption
than OB, it increasingly does, eventually converging to some point
along the ray OA.

Appendix D formalizes a set of possible dynamics, where consum-
ing more leads to increases in the efficiency of consumption, while
enjoying leisure leads to increases in the marginal return to leisure.
Whether an increase in the “productivity” of consumption goods leads
to an increase or decrease in the marginal utility of consumption de-
pends on whether the elasticity of marginal utility () is greater or less
than unity. If the elasticities of the marginal utility of goods and leisure
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Multiple steady states

are both large and if individuals then consume a lot, they demand
more consumer goods, and if they enjoy more leisure, the demand for
leisure increases: there is a strong centrifugal force.

The dynamics described in the appendix exhibit some interesting
properties. The steady state level of labor depends on the rate of in-
crease in wages: it is the adaptation of preferences that drive every-
thing. Again, the steady state may not be stable; it is possible that if
the economy deviates from the steady state, it either converges to an
equilibrium of extreme consumption or extreme leisure.

Addiction and Myopia An extreme case of preference formation
(or deformation) is illustrated by addiction: having tasted an addic-
tive drug, the individual’s trade-offs between that drug and other
commodities is changed; often individuals do not know, at the time
they first take the addictive drug, what its effects on future preferences
will be.

There is now ample evidence that the cigarette companies took ad-
vantage of addictive behavior (and even of consumers’ lack of knowl-
edge of the addictive characteristics of the products they were being
sold). They designed cigarettes to make them more addictive, thus
increasing their profits—at the expense of individuals’ life expectan-
cies, and imposing high medical costs both on those who consumed
their products and on the rest of society. The fact that as individuals
have become more aware of the addictive properties and health conse-
quences they have changed consumption patterns suggests that indi-
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viduals preferred not to have their preferences deformed in this way.
The unfettered market led to behaviors that not only ex post were re-
gretted but ex ante would have been different from what individuals
would have done had they been more fully informed.

While cigarettes may be an extreme example, it has elements in com-
mon with other markets. Individuals respond to stimuli: the rush of
sugar in a donut gives them pleasure, and they therefore will buy
more donuts and other fast food if they have more sugar. Many con-
sumers may not see clearly the relationship between weight gain and
sugar consumption, but even those that do may find it difficult to stop
themselves. The pleasure of the now is more present than the future
cost of obesity.

Firms may not know why consumers buy more of their products
with higher sugar content; they too, in a sense, are simply responding
to short-run stimuli: higher sugar brings higher profits. The market
competes on addiction—the most addictive products win out. With re-
search, they, like the cigarette companies, may find out which of their
ingredients is most effective in increasing sales/addiction.

The response of many of the fast-food companies to attempts to stop
legislation that would limit the opportunities to promote their prod-
ucts among school children suggests that while they may have come
upon addictive design by accident, having found out what causes sales
to increase, through “addictive” changes in preferences, they are loath
to give up these profit opportunities, no matter the costs to society.

Optimality There is no theory to suggest that the evolution of
preferences—especially as they are shaped by market forces—has any
optimality properties. It is indeed not even clear how to formulate such
questions properly; the standard models evaluate how well economic
systems do in fulfilling individuals’ given preferences. But how are we
to judge whether consumerism is good or bad? Should we condemn
the attempts of cigarette companies and fast-food firms to alter prefer-
ences in ways that increase their profits? What we can say is that there
is no presumption that markets lead to socially desirable outcomes (as
there is in the idealized conditions under which Adam Smith’s invisi-
ble hand theorem is true). Furthermore there is a broad consensus that
something is wrong with the attempt by cigarette and fast-food firms
to change preferences in the way they have—even if it results in higher
profits. These are difficult questions, and they are beyond the scope of
this brief essay.



62 Joseph E. Stiglitz

Concluding Comments

I have contrasted what I have casually called American consumerism
with consumption/leisure patterns in Europe. Which has a higher
standard of living? To the extent that each society has made its choices
in an informed rational way, each may be seen to have chosen the way
that best reflects its own preferences and values. But that answer, per-
haps natural to an economist, is too glib. For I have suggested that the
response to the solution of the economic problem has involved changes
in preferences—to oversimplify, the development of never-ending
demands for consumer goods in the one case, the demand for leisure
and culture in the other.*

In writing this essay, I recognize that I have trespassed the bounda-
ries of conventional economics, which simply takes preferences as
given. It makes no judgments on those preferences or their conse-
quences. Rather, it proceeds on a single hypothesis, that of rationality,
and by rationality, it simply means consistency: Do individuals repeat-
edly make the same choices? There is a simple test of inconsistency
(transitivity): if, at one point, individuals could have chosen A but
instead chose B, and then later could have chosen B but instead chose
C, when confronted with the choice of A and C, these individuals
should consistently choose C.*! There is a broader sense of rationality:
Do individuals pursue actions that are “rationally” connected with
their expressed desires? Individuals say they care about their families,
that the most important thing to them is their family. They work hard
for their family. But, as I have suggested, there is some evidence that
Americans work so hard (seemingly for their families) that family life
is destroyed. The means destroy the ends that they seek.

Today there is an even more present problem: obesity. Obesity
is reaching epidemic proportions. It is a disease that is spreading
throughout the population, but it is not being spread by a virus. It is
clearly a cultural phenomenon, the result of forces shaping individuals’
choices in ways that most individuals would agree is adverse to their
long-term interests. This chapter has tried to highlight some of the
forces that may be contributing to such extremes of consumerism.
They are, at least in part, economic forces, and they should accordingly
lie within the domain of enquiry of economists.

Keynes concluded his essay Economic Possibilities for our Grandchil-
dren by urging us not to “overestimate the importance of the economic
problem, or sacrifice to its supposed necessities other matters of greater
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and more permanent significance. ...” In one sense, he was and still is
right, but in another sense he was fundamentally wrong. At least in
some countries, and those widely judged to be among the most suc-
cessful, the economic system has created an insatiable set of wants,
which ensures that the perceived economic “problem” will never be
solved so that “matters of greater and more permanent significance”
have been, and will continue to be, sacrificed on its altar.

Appendix A: Theory of Home versus Market Production

To extend the standard model of time allocation, we write
max U(C, CH, L7 LH) = U(ZUL7 CH(LH), L, LH),

where {C, L} refer to market consumption and labor; {Cy, Ly} to home
production of goods and labor, and for C = wL, the w is the (real) wage
rate. The first-order conditions are

Uiw+ Uz =0,
U,Cy + Uy = 0.

Adopting separability between leisure and goods, and additivity be-
tween home and market production obtains

U=u(C+Cy)—v(L+Ly) = u(wL + yb(Ly)) — v(L + Ly),

where y is a measure of the productivity of home labor, implies
w = yb'(LH), (A1)

u'w="1v". (A.2)

The immediate implication in (A.1) is that home labor increases or
decreases, depending on whether home productivity increases or decreases
faster than market productivity. If w/y increases over time, then home
labor will decrease over time.

Let L* and C* denote total labor and total consumption. Then (A.2)
implies that

cllnC*Jr dinL* dnw
Ta TR T

(A3)

wheren=—-dInu'/dInC*,and u=dInv'/d In L*.
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Appendix B: Implications of Preferences Based on Relative
Consumption
Model B.1
Utility depends only on relative consumption
Uu=u <Cl , L) .
C2
All individuals have the same wage w.

Individual i maximizes U given the level of consumption of individ-
ual j:

{L} )
This implies that
U.w _ .

C2

Or, in the symmetric equilibrium, where ¢; = c,, we have
Uu.(1,L) = —-LU;.

PROPOSITION B.1  The equilibrium level of leisure does not depend on
the wage rate.

An immediate corollary of this proposition is that changes in the wage
rate leave equilibrium welfare unchanged, even though consumption
levels change.

Model B.2 (Two-Period Model)

We assume that individuals only compare themselves with members
of their own generation:

U= U<& C1,t41 L).

) )
C2t €2 t+1

Individuals now must choose both a savings rate, s, and a labor
supply.
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max u(w(l —s)L ’ wLs(1 + 1) L>.
{L,s} Cot €2 t+1
This implies

u2(1 + T)ZU _ Uiw

)

C2 141 Co ¢

Uyw(l —s) N WUyws(1 + 1)

C2.¢ C2,t+1

+ Uz =0,

or

U(1,1,L%) B Uy (1,1,L%)
(1—s*) s* ’

Uy(1,1,L%) + Up(1,1,L%) + Us(1,1,L*)L* = 0.

Neither labor supply nor savings depends on the wage rate.

As a slight generalization of this model, welfare can be represented
as a weighted average of a traditional utility function (not dependent
on relative consumption) and the relative consumption utility function.
Then concern about relative consumption will lead an individual with
high leisure-low consumption to work more, and it will lead an indi-
vidual with low leisure-high consumption to work less.

Appendix C: Implications of Coordination Failures in Leisure
Model C.1

The value of leisure of individual 1 depends on how much leisure indi-
vidual 2 (spouse) consumes:

U = U(Ci, Ly, L)

If each individual chooses his own leisure (work) independent of
others, then

max U(wiL,', L,’, Lj).
So

Uyw = —Uy, (Cl)
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or, in the symmetric equilibrium
Uy (wL,L,L)w = —Uy(wL,L,L). (C.2)

For simplicity, assume that there are only two groups, 1 and 2. Then
(C.1) defines L, as a function of L, and a symmetric equation defines L,
as a function of Ly:

dL, Usw + Ups

dl, Upw? + Upw + Unw + Uy

It is clear that if consumption and leisure are substitutes, but the
leisure of the two individuals are complements: the amount worked
by individual 1 is an increasing function of that of individual 2, and
conversely. Figure 3.5 shows the case where there are multiple
equilibria.

In general, there will be underconsumption of leisure. A socially
coordinated equilibrium is defined by the solution to

Uyw = _(UZ + U3)7

meaning that even the Nash equilibrium with the most leisure can be
improved upon by an increase in leisure. Each individual fails to take
into account the effect of the increase of his leisure on the well-being of
others.

Ly
Lr(Ly)

Li(Ly)

Ly

Figure 3.5
Multiple equilibria in leisure
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Model C.1a

If we assume that leisures of individual 1 and 2 are perfect comple-
ments, and separabililty between consumption and leisure, we have

U = u(c) — v[max(Ly, Lp)].

Any L* > L**, where

ul(wL**)w — Z)/(L**)7

is an equilibrium, since
u'w>0 for L < L*,

ww—ov <0 for L > L*.

The equilibrium with the minimum work (maximum leisure) Pareto-
dominates, meaning Pareto optimality requires that L = L**.

Model C.2

The value of leisure of individual 1 depends on coordinated leisure.

In the previous model it was simply the number of hours worked
that mattered, not when individuals took their leisure time. But timing
is critical. Assume, for instance, that there are two time periods (vaca-
tions in June and July); well-being depends on the coordination of
vacations:

U=Uu(cLy,L{, Ly, L)

Assume that there are two social arrangements. In one, everyone
takes their vacation in the same month and works full time in the other
months—the coordinated equilibrium. In the other, the timing of vaca-
tions is random.

Assume symmetry. Now it makes no difference whether individuals
coordinate on the first or second period. For concreteness, we assume
that the utility function takes on the form of

u(c) + Ev'min L* — Ly, L* — Ly] + Eo*[min L* — Ly, L* — L),

where each individual assumes that the event that his spouse will have
a vacation in the same month will occur with probability 0.5.
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The coordinated equilibrium is the solution to
wl, =7,

whereas in the uncoordinated equilibrium, half the time there is no
(marginal) value to vacation time. So

wlU, = 0.50

It is clear that given the lower (expected) marginal utility of leisure,
there will be shorter vacations. Notice that welfare is higher in the
coordinated equilibrium.

Appendix D: Learning by Consuming

Assume that individuals learn how to consume by consuming, and
how to enjoy leisure by enjoying leisure (L* — L), but act myopically:

U = u(ac) + v[b(L* — L)].

So
au'w = o'b. (D.1)
Then
at+h—nla+h+gl=p—x[f—gm, (D2)
where
o= dg;a:fx(C% o' >0,0=0, forc>c*, (D.3)
In
= % = B(L* - L), B >0, (D.4)
dlnu'
E PR D.
" dInc =% -
dInvo’
i I s R (o)
o L >0, (D.7)

L*—L
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dinL
odr
dInw

As a result

oo N =)
um +n

whenever

B(L* = Le)(1 — %) = (a(wLe) + h)(1 —1n)
or

_[BA =]

h_[ln]

Likewise

dL, 1—17

dh Bl — %) +a'w(l—p)

and

dg _dw(l-m+p-n)

= = or <0
dLig=0 xm+n

as
Z=odwl-n)+p1-% > or <O.
Define¢=dIna/dInc,and 2 =d In ' /d In(L — L.). Then

A1 —x)

Z> or <0 asg¢(l—pn)+ > or <0.
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(D.10)

(D.11)

(D.12)

(D.13)

(D.14)

It should be clear that standard economic theory puts no restrictions
on the sign of Z. For instance, if the utility function is logarithmic in
both leisure and consumption, then Z =0 (the borderline case). If

o' =0, then sign = sign(1 — x).
Thus we have three immediate implications.
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PROPOSITION 1 In the long run, if there is an equilibrium level of lei-
sure (g = 0), the equilibrium depends on the rate of wages, not on the
level of wages.

In the long run, preferences adjust so that, for countries with the same
level of growth of wages, the same level of leisure is chosen.

PROPOSITION 2 Faster rates of growth of wages are associated with
higher (lower) levels of leisure depending on whether (1 —#)/Z > or
<0.

PROPOSITION 3 The steady state level of leisure is (locally) stable if
(and only if) Z < 0.

Otherwise, if L exceeds L}, g becomes positive, increasing further (by
expression D.14). As L approaches L*, m approaches infinity, and g
approaches zero. Hence (assuming Z does not change sign), if Z is neg-
ative, there are two equilibria, one at L = L*, and one at L = L., and
only L = L, is stable. If Z is positive, then there is an unstable equilib-
rium at L = L,. For L > L,, the economy converges to L = L*, and for
L < L., the economy converges to L = 0.

Appendix E: Toward a Theory of Addictive Consumerism in the
Case of Obesity

Individuals respond to stimuli. They quickly learn that an injection of
calories provides pleasure. It is much harder to come to understand
the long-term consequences, in terms of weight gain, shortened life
span, and so forth. Their behavior is, in that sense, myopic but not eas-
ily controllable. The result is that individuals end up heavier than they
“should”—and even heavier than they themselves would like, given
the way eating has distorted their preferences.

We assume individuals’ preferences for calories (c), increase with
weight:

U = u(ct(w)) — c,

where w stands for weight and where the second term represents the
opportunity cost of purchasing calories.
Because they act myopically, taking their weight as given,

u' (ctw))t(w) =1 (E.1)

or
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c= w =y (w). (E.2)

So

dinc  twu'[l —n] [1—-7]
dlnw  u"2c g (E:3)

where ¢ =dInt/dInw and n=—-dInu'/dInc with dInc/dInw >0
so long as 7 < 1, which we will assume.
We define weight gain by the differential equation

é—z: = —uw +c = —uw + Y(w). (E-4)
From (E.3),

I 'ﬁé[l B 77]
v = S (E.5)

If we assume that ¢ and # are constant,

" o__ 5[1_77} é[l_ﬂ]_
o=y p [ 1], (E.6)

w? n

meaning ¥ can be concave or convex. Thus there can be more than one
equilibrium weight, where

v_,
- .
(See figure 3.6.)

We focus for the moment on the case of a unique equilibrium,
denoted by w*. While individuals’ short-run behavior is driven
by stimulus response, long-run well-being is heavily dependent on
weight. Assume that an individual’s well-being is given by

A =u(ct(w)) — V(w) —¢;

that is, being heavy has a high cost but individuals do not understand
(or take into account) the relationship between consumption and
weight. (In a behavioral sense, they may not be able to restrain them-
selves from eating.) Despite the increased pleasure that being heavier
garners from the act of eating (captured in the dependence of the mar-
ginal utility of consumption of calories on weight), individuals are
clearly better off eating less.
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Figure 3.6
Multiple weight equilibria

For simplicity, we focus now on steady states, where
Hw = c. (E.7)
Then, substituting, we have
max u(t(w)uw) — pw — V(w).
The utility-maximizing level of weight is given by
wtulé+p —pu—V' =0. (E.8)

If the marginal cost of obesity is large enough, then myopic consumption leads
to excess consumption.

An Example

Assume u’ = (ct)"°°. Then

Ut = (05,705 _ 1 (E.9)
implies that
c = tHw). (E.10)

t=w? (E.11)



Toward a General Theory of Consumerism: Reflections on Keynes 73

Then the steady state weight is

W =p (E.12)

On the other hand, the optimal steady state weight is the solution to

(u+2)(et) P tu=pu+ V',

or

(ﬂ+2)l//045w0.5 — Iu+ V/'

Consider the value at w* of the derivative of steady state utility with
respect to w:

(u+2)w—[u+V'].

So a sufficient condition for the optimal weight being less than w* is
simply that

V() > u* + .
Appendix F: Limitations of Standard Analyses

The question why Europeans on average enjoy more leisure than
Americans has attracted the attention of several scholars.*? Using stan-
dard neoclassical models, they have attempted, for instance, to ascer-
tain whether differences can be explained by differences in tax rates or
unionization and regulation. Most of the “standard analyses” use spe-
cial parameterizations and ignore essential features of labor markets.
While they may provide “rigorous” proofs of labor market responses
to, say, increases in taxes or unionization, the analyses are of only lim-
ited relevance to understanding actual labor market behavior. This
appendix calls attention to some of the critical limitations of these anal-
yses. In many cases, introducing these elements of realism introduces
ambiguity into even the qualitative predictions.

Uncertainty
The standard model pays no attention to uncertainty and differences in

risk in different countries, such as differences in the strength of the so-
cial safety net. Long-standing theories of household behavior under
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uncertainty are used to explain why the response to uncertainty may
be large but may be of uncertain sign. On the one hand, individuals
may work more (if they are very consumption risk averse). Moreover
there may be an increase in labor force participation if households
want to be sure that at least one member of the household always is
employed. On the other hand, wage uncertainty may reduce the attrac-
tiveness of participating in the labor force (e.g., in choosing between
working in the market or nonmarket sector, since an increase in the
risk of market labor reduces the attractiveness of market labor relative
to nonmarket labor).

America’s weaker social safety net may explain some of the greater
labor force participation (a greater need for precautionary saving and
a greater need to be sure that at least one member of the household is
engaged in the labor market*3).

Unionization

Some analyses within the standard model argue that stronger unions
in Europe have driven up wages and thereby lowered employment.
Because of their monopoly power they have, in effect, created the prob-
lem of unemployment and low labor force participation. There are
several crucial errors in the standard analysis.**

Local Bargaining

First, the standard analysis assumes that in the absence of unions, there
would be perfectly competitive labor markets, with perfect information
and complete risk markets, and the other attributes of the perfect mar-
kets paradigm so that, in particular, in the absence of unions, labor
markets would clear. One of the major developments in the analysis
of labor markets in the last several decades is an understanding
that many workers face small-scale bargaining problems with their
employers. The labor market is thus better described as characterized
by bilateral monopoly and/or monopoly/monopsonistic competition
than by models of perfect competition. There may be large search
costs associated with finding another job, uncertainty about the myriad
of important nonpecuniary characteristics, and uncertainty about the
myriad of relevant skills possessed by the employee. Hiring and train-
ing costs can be significant. Insider/outsider theory has explained why
insiders may be reluctant to train outsiders. Most of the relevant risks
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are uninsurable, and not surprising, given all of these limitations, the
market equilibrium is not in general Pareto efficient.*

Moreover, once hired, the worker’s pay is only partially related to
his labor supply (effort). Typically a worker’s pay depends on a host
of other factors, including the performance of others.*® This means, in
particular, that returns to labor supply are risky, with the ambiguous
effects noted earlier.

Unions may play an important role in correcting (or at least offset-
ting) these market failures, for instance, in attempting to get contrac-
tual arrangements with better risk sharing between employees and
employers. As a result it is not obvious that, in theory, unionization
would necessarily lead to less work.

Flawed Theory of Monopoly Power

Much of the standard analysis is, in particular, based on the old fash-
ioned theory of monopoly, where in order to receive a higher price,
supply is restricted. But more than three decades ago, it became clear
that there were serious flaws in this theory.*” In particular, a perfectly
discriminating monopolist would not introduce any distortions in
resource allocation; the only distortions arise from limitations in the
ability to discriminate—limitations, for instance, that arise from imper-
fections of information. Unions, in particular, are able to (and in fact
do) sign complicated, non-linear contracts with firms.*® These contracts
may or may not result in reduced labor supply* (by reducing risk,
they may indeed, as noted earlier, increase workers’ labor supply); in
any case, the argument that they reduce labor supply should be based
on a more sophisticated analysis of monopoly power.”

For instance, while unions may have worked to ensure that workers
face less risk (so that firms bear more of the risk than they otherwise
would have), it is not obvious that when they succeed in doing so
(with appropriately designed contracts), labor supply is less than it
would otherwise have been.”!

By the same token, most observers believe that unions have been a
force for equalitarianism, compressing the wage structure from what it
otherwise would have been. The effect of wage compression on aggre-
gate labor supply, in turn, depends on the concavity or convexity of
labor supply functions.

In short, even if unions succeed in obtaining more rents for
their workers, the distortions in the labor supply may be limited. If,
however, unions do succeed in getting for their workers a larger share
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of the rents associated with corporations, then one would expect a de-
crease in labor supply by union members but an offsetting increase in
labor supply by others. Since at least a fraction of wealth is owned by
retirees who have no labor supply response, the net effect would be a
decline in labor supply. The quantitative significance of this effect,
however, is not apparent.

Two-Sector Economies with Competitive Labor Markets
Even if employment in unionized industries is reduced, not all sectors
of the economy are unionized—and even when there are unions, in
some sectors they may have little or no bargaining power. Thus, at the
very least, a one-sector model needs to be replaced by a two-sector
model; reductions in labor input in the unionized sector are offset by
increases in labor input in the competitive labor market.
Non-unionized workers face lower wages (as a result of the increase
in labor supply in their sector). With the negative elasticity of (uncom-
pensated) labor supply elasticity estimated by most cross-sectional
regressions, this would imply an increase in their labor supply. The ag-
gregate reduction in labor supply will be smaller than the reduction in
employment in the unionized sector; the magnitude depends on the
elasticities of labor demand and supply in the non-unionized sector.

Efficiency Wages

The long-run effects of unions may be smaller than the differences in
wages between union and non-union sectors would suggest. Higher
wages may, for instance, induce firms in the union sector to search for
higher ability workers. And the higher wages may allow the firms in
the union sector to pick whomever they want.

This is an example of productivity depending on wages.>*> Even without
unions, firms may realize that productivity depends on wages, and ac-
cordingly pay workers more than they have to. There can be unem-
ployment, even in a competitive labor market. Higher wages lead to
greater effort (either as a result of better morale or better discipline—
the threat of being fired has greater consequences) or greater profit-
ability either as a result of lower labor turnover®® or higher quality
employees. Hence, even if unions succeeded in increasing wages
greater than they otherwise would be, the net effects on employment
may be much smaller than they would have been without these
productivity-enhancing effects.

European social policy could lead to higher unemployment; in, for
instance, the Shapiro-Stiglitz efficiency wage model, higher unemploy-
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ment benefits lead to higher levels of unemployment, because of the
lower discipline exerted by the threat of being fired.>* Of course, if
individuals are risk averse, even if unemployment is higher, welfare
may also be higher. (Higher job protection in Europe, however, may
be related to lower or higher unemployment rates; some job protection
is likely to be welfare enhancing,* just as unemployment insurance is
welfare enhancing, even if it leads to more unemployment.)

But differences in unemployment rates may also be related to differ-
ences in capital markets or firm behavior. If American firms are more
focused on short-run profits (the oft-noted problem of short-termism, or
myopic behavior), then they may pay lower (real) wages even without
unions.>® The benefits from savings from lower wages are immediate;
the benefits from a more stable labor force are felt over the long run.

In short, while unions may lead to lower levels of employment (la-
bor supply), there are a number of other factors within the labor market
that may differ between the United States and Europe, and which may
have changed over time, which may play an important role in deter-
mining labor supply differences.

Impact of Public Expenditures

In the standard model, increases in tax rates (with no changes in bene-
fits) increase or decrease labor supply depending on whether labor
supply elasticities are negative or positive. But the revenues raised by
taxation are, of course, spent somehow, and how they are spent may
have an effect on labor supply. Theoretical models trying to ascertain
the effects of differences in tax rates across countries have to specify
what happens to the revenues.

Some models® postulate that public expenditures are perfect substi-
tutes for private expenditures (i.e., that the utility function is of the
form U(c + g,L), where c is private consumption and g is public con-
sumption). But, of course, if that were the case, there would be little
reason to have a public sector, since raising money through taxation
introduces a distortion.

Some forms of public expenditure may lead to higher labor supply,
such as the provision of public support for day care and family leave
policies, which facilitates female labor force participation. These expen-
ditures are presumably part of the reason that countries like Sweden
have higher labor force participation than other European countries
with comparable standards of living.
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As I note in the text, some forms of public expenditure (like retire-
ment benefits) are closely linked with contributions; presumably the
shift from the private to the public sector has little effect on labor sup-
ply. To the extent that individuals are “forced” to save more than they
otherwise would like, there may be some effect on labor supply, but
the effect is of ambiguous sign. To the extent that public programs are
more efficient than private programs, the effect of the shift is to in-
crease real wages, with the effect on labor supply depending on the
elasticity of labor supply with respect to wages.

Similarly, to the extent that expenditures on public investment goods
increase labor productivity (i.e., w = w(g), where g is the level of public
expenditure), then the effect of increased public expenditures depends
again on the labor supply elasticity.”® To the extent that the utility
of public goods expenditures are separable from leisure, then these
expenditures may have little effect on labor supply, and the standard
analyses (ignoring expenditure effects) apply directly.

Finally, to the extent that public revenue is spent to redistribute
income,” the effects are complex. Individual payments (benefits) that
depend on before-tax incomes give rise to complicated patterns
of effective marginal tax rates, for instance, with negative marginal
tax rates on very low-income individuals (with the earned income tax
credit) and very high marginal tax rates on low-income individuals. At
the same time, income effects lead to less labor supply (than otherwise
would have been the case) among low-income individuals (the benefi-
ciaries of the redistributions) and higher labor supplies among high-
income individuals partially offset each other.

Progressive Taxation

Generally, progressive taxation, with marginal tax rates exceeding av-
erage tax rates, imply that the adverse effect of taxes is greater than it
otherwise would be because the substitution effect is larger. One way
of thinking about the consequences is to consider a simple linear in-
come tax with a surtax. Then those in the surtax range have a linear
budget constraint,

C=a+bw(l—-1t)L,

with an intercept (a) for higher income individuals that is higher than
that for lower income individuals, so that the implied income effect on
upper income individuals partially leads to lower levels of labor

supply.
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Aggregation

Precise aggregation (consistent with using a representative agent
model, e.g., with labor supply depending only on average wages)
requires labor supply functions that are linear in wages and income.
This is only true for highly restrictive conditions. For instance, in the
log log formulation of employment, individuals maximize

In(wL+1) +aln(L* - L).
So

w a
wL+I1 L*—L’

or

wL* — wL = awL + al,

or

wL* —al

= aw

While labor supply is linear in I, it is not linear in w. (It is linear in
1/w). Indeed

_ LTl gl
T 1l+a 14a w
Because labor supply is a concave function of w, the greater the wage

dispersion, the lower is the labor supply. Differences in wage disper-
sions across countries or changes over time can affect aggregate labor

supply.
Notes

I am deeply indebted to Stephan Litschig, Gustavo Piga, and Lorenzo Pecchi for helpful
comments.
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4 Whose Grandchildren?

Robert Solow

Although it was not published until 1930, Keynes’s essay was written
early in 1928 and read to a student society at Winchester (an elite pub-
lic school, maybe slightly more intellectual and slightly less aristocratic
than Keynes’s own Eton). Keynes’s biographer, Robert Skidelsky, tells
us that the piece was revised and read at other places before it was fi-
nally published.

In 1928 the Economic Journal, which Keynes edited, published Frank
Ramsey’s famous article “A Theory of Saving.” That was an attempt to
analyze how rapidly a community ought to accumulate capital and in-
crease consumption. To make the mathematics work, Ramsey had to
assume that the representative household could be effectively satiated
with consumer goods. He called this state of affairs Bliss. Keynes uses
the same word here. It is a fair guess that this essay was stimulated in
part by Ramsey’s investigation (which, the story goes, Keynes had sug-
gested to him).

This is not irrelevant information. Keynes was aware of the Great
Depression by 1930, but much of the “waste and confusion” he men-
tions must relate to England’s prolonged economic troubles that were
already a source of worry in the second half of the 1920s. The Keynes
who wrote Economic Possibilities had not yet begun to work out the sys-
tematic ideas that became the General Theory. That book was primarily
short-run macroeconomics, but its conceptual framework would have
helped him to think about the long-run issues in Economic Possibilities,
if only through the advantages that come with a systematic accounting
for national income, consumption, investment and saving.

It is probably better to treat this essay, especially given its origin, as
a jeu d’esprit, an occasion to speculate freely, cleverly, and even shock-
ingly to a roomful of bright schoolboys, future bankers, and high civil
servants. As Skidelsky says, Keynes preferred that sort of exercise to
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the more formal, constricted style of writing that was necessary in
addressing an audience of economists. Nevertheless, I think we have
to read the essay also as the work of an economist. It lays some
claim—only some—to professional authority.

With this in mind, I propose to reflect on a handful of questions.
What exactly was Keynes predicting about the future, about 2030?
Will he turn out to have been right, or nearly so? In any case, was it a
sound prediction, given what he could have known at the time he
made it? And what did he have to say that is relevant to the economic
possibilities for our grandchildren? We have to include among his “pre-
dictions” his firmly held ideas about the social and moral consequences
of early and late capitalism, because those—like the role of entrepre-
neurial energy, greed, and systematic invidiousness—were certainly a
part of the possibilities offered to distant future generations. These
more general reflections were the main focus of his essay, but I want
to make some connections to the economics in the background.

Keynes’s general remarks about the long centuries of slow or
nonexistent growth and the role of technical progress and capital accu-
mulation sound very modern (although my private consultant on eco-
nomic history tells me that he dates the beginnings of “modern”
growth too early). The story he tells in a few paragraphs reminds one
of Robert Lucas’s remark that once you begin to think about economic
growth, it is hard to think about anything else. Nevertheless, with
three-quarters of the century already gone by, one does not quite feel
that “mankind is solving its economic problem.” Far from it. What
went wrong?

He puts the annual rate of growth of the capital stock at about 2
percent, which might even be a little slow. And he says that “technical
efficiency” increases by at least 1 percent per year. (Let us suppose,
anachronistically, that he meant total factor productivity here. He was
a clever man.) The standard calculation would then have aggregate
output growing at, say, 1.7 percent per year. Grant Keynes’s assump-
tion, made only for convenience, that population levels off. Then, after
a hundred years, output per person will have multiplied 5.4 times.
Raise the annual growth rate to 2 percent, and the growth factor after
a century is 7.2. The numbers hang together.

Of course, the world’s population has not been level since 1930, not
nearly, and that accounts for much of the failure to “solve the economic
problem.” One can say: Oh, well, it was just for the sake of a quick cal-
culation; the adjustment to a growing population is easy to make.



Whose Grandchildren? 89

True, but I think the discrepancy also reflects something unattractive in
Keynes and his circle. “Mankind” in that sentence quoted above does
not seem to include Africans, Asians, Latin Americans, maybe not
even southern Europeans. The “our grandchildren” of the title seem
tacitly to be limited to the descendants of well-born, educated English-
men. If this omission had been brought to his attention, Keynes would
certainly have acknowledged it and made conventional noises. But the
implicit narrowness of scope is there in the background.

The mere arithmetic of population growth is not the whole point. In
much of the interval since 1930, the processes of capital accumulation
and technical progress skipped over those large parts of the world for
reasons that development economists still argue about, and that still
operate. Most of that world’s grandchildren are pretty poor, and will
still be poor in 2030.

There is also a technical growth-theoretic glitch in Keynes’s calcula-
tion. He starts by projecting into the far future the rough empirical
judgment that the stock of real capital accumulates at a rate of 2 per-
cent a year. If capital as a productive input is subject to diminishing
returns, however, it may not be possible to keep the capital stock
growing that fast, not even if all of output were invested. Under the
assumptions about technology normally adopted by economists today,
it will not be possible forever, and probably not for a century. To reach
Keynes’s conclusion, the rate of technical progress would have to be
faster than he thinks it is. (It probably is a little faster, now.) This is
another reason why he is too optimistic about the grandchildren’s
prospects, even his friends’ grandchildren.

Still, one has to give him credit for understanding, at an unpromis-
ing time, that the longer run trajectory of developed capitalist econo-
mies depends on the forces of investment and innovation, and also for
seeing, though imperfectly, how the story might work itself out.

I will come back to some background issues of economics later, but
first I want to turn to those matters that were really on Keynes’s mind
when he addressed the Essay Society at Winchester. He was arguing
that sooner or later, if not in one century then in two, the march of cap-
ital accumulation and technical progress will have enabled “us”—
whoever “we” are—to produce all the marketable goods and services
we need, and with very little effort. How will we spend our time then
and, more tellingly, what will motivate us?

In the days before the economic problem had been “solved,” activ-
ities like working, saving, investing, and inventing were indispensable
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for economic progress. And they were kept going, in a market econ-
omy, by what Keynes called “money-grubbing.” There is nothing in-
trinsically wrong with working or inventing, for instance. Mozart
worked and Newton invented. What Keynes found distasteful was
greed, the love of money, and they were—and are—the drivers of the
processes that drive capitalism.

He is eloquent about his dislike of this way of life, maybe a little
over the top. The love of money is “a somewhat disgusting morbidity,
one of those semi-criminal, semi-pathological propensities which one
hands over with a shudder to the specialists in mental disease.” (He is
not above some polite anti-semitism on this subject, nor is he above ca-
sual error: immortality plays no special role in Jewish thought.) Since
these repugnant motives will not be necessary after 2030, what could
appear in their place? And what does the experience of the past 75
years of rising incomes tell us about what seems likely to appear in
their place?

Keynes’s hope is that “we” will occupy our leisure by cultivating
what are usually called the finer things in life. There is no need to be
too hoity-toity about this. It doesn’t have to be all Mozart and Newton
and Raphael and Proust, though reverse snobbery is not so attractive
either. Perhaps pushpin is not as good as poetry, but playfulness is cer-
tainly part of the good life. We don’t know if Keynes was broad-
minded about Everyman’s use of leisure, but the rest of us can enjoy
the World Cup with good conscience.

It is sort of amusing that Keynes did not, perhaps could not, foresee
the burgeoning growth of the entertainment industry: film, television,
DVDs, popular music, tourism, golf. The profit motive that he so dis-
dained is filling the leisure time he was worried about.

The real thrust of the essay is not so much the specific uses of all that
leisure, as long as they are nondestructive, as it is the motives and the
frame of mind that govern choices. Keynes’s real worry is that the
grandchildren may not be able to shake off the acquisitiveness, the con-
spicuous consumption, the narrowness of purpose that may perform a
useful function at current levels of productivity but will be merely un-
pleasant in the future. He does not find much comfort in contemplat-
ing the behavior of the already rich in 1930. That is why he thinks
there is a problem. He claims to be optimistic about the future, but
he would not think there had been an improvement up to the present
day.
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Naturally a lot of this concern sounds hollow in a world in which
many millions of people live on less than $2 a day, or even in Europe
and North America where mere millions have trouble paying for ade-
quate food, shelter, and health care. Keynes’s utter lack of interest in
distributional matters is a serious flaw. But that is not adequate reason
to ignore the particular challenge that occupied him. Even at today’s
productivity levels, let alone those another century from now, it is le-
gitimate to wonder why anyone with a billion dollars would want to
have two. If the answer is that it is greed for power or preeminence
rather than sheer wealth, that only makes the desire more repugnant
and more dangerous. The justification that the search for the extra bil-
lion contributes to economic efficiency lacks conviction. Even if it did,
Keynes’s point is that a little extra efficiency might not be worth the
accompanying disfigurement of human motives. And, I might add, it
doesn’t do much for equity either.

This brings me to a last comment, an economist’s comment. In
speaking of the attraction of having at least some useful work to do,
Keynes traces this to “the old Adam,” to remembered habit. He would
presumably have been glad to allow something for the instinct of
workmanship: that may actually be one of the finer things in life. But
in the grandchildren’s world he imagines, not much useful work will
be required: he mentions a fifteen-hour week, and even then as a con-
cession to habit. This is another indication of how far off Keynes’s tim-
ing was. Counting a four-week vacation for everyone, that would be
720 hours of work per year, less than half of the current average in
western Europe, and considerably less than half in the contemporary
United States. I already have one grandchild who works a full week,
and the younger ones will do much the same. Labor productivity will
increase further during the next twenty years, but annual hours of
work seem unlikely to fall anywhere near Keynes’s estimate.

Where did he go wrong? This is not a simple matter. Economists
argue today about the substantial current difference in hours worked
between the United States and Europe: Does it reflect cultural differ-
ences in attitudes toward consumption and leisure or more pedestrian
differences in the financial incentive to work provided by patterns of
compensation and taxation? But Keynes must have missed something
common to both sides of the Atlantic. Maybe, in common with econo-
mists generally, he thought of “leisure” as an alternative to consump-
tion, whereas in reality it is an adjunct to consumption. You can listen
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to music on an expensive piece of electronics, read on an expensive
computer screen, play with expensive golf slubs, drive a classy car or a
not-so-classy motor yacht. And reverse snobbery has not overcome
conspicuous consumption.

But now think about wages. Here we are (2130?) with all that enor-
mous output and a fifteen-hour workweek, just to give people a sense
of busyness. (Remember that Lady Bracknell, in The Importance of Being
Earnest, asks Jack Worthing: “Do you smoke?” He replies that he does.
“I am pleased to hear it. I always say that a young man should have
some occupation.”) How big could the marginal product of labor be?
Not very big, one imagines, even at a very high capital-labor ratio. It
is all imagining, unfortunately; there is no experience to go on. But in
that world, awash in technology and capital, with near satiation in con-
sumption, it is hard to believe that the addition of another hour of the
old Adam’s labor will add much to the value of output. There is at
least a good possibility that the wage will absorb only a small fraction
of all that output. The rest will be imputed to capital.

There are some technical gears meshing in the background. The set-
ting is presumably a capitalist market economy, with ongoing tech-
nical progress, and with the ratio of capital to employment rising
dramatically. The distribution of income and output between wages
and profits depends on the ease with which capital can be substituted
for labor, either directly in production or through shifts in consump-
tion between labor-intensive and capital-intensive goods. If this kind
of substitution is relatively easy (in technical terms, if the economy-
wide elasticity of substitution exceeds one) profits will come over time
to absorb an ever-increasing share of aggregate income. Wages will
also rise, but not enough to keep up with profits. That seems like a
plausible outcome in Keynes’s imagined world where technical prog-
ress and capital accumulation have “solved the economic problem.”
(The extreme case of this is the common scare about universal robots:
labor is no longer needed at all. How will we live then?)

The answer seems pretty clear. For the grandchildren, or their
grandchildren, to have a viable world, the ownership of capital will
have to be democratized. If capital is the only source of income that
matters, then everyone who matters—in other words, everyone—will
need an adequate claim against income from capital. There are many
institutional mechanisms that could bring this democratization about.
But it will take political ingenuity and imagination, whether through
some form of compulsory savings or universal dividend or expanded
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pension funds or something else. Not much thought has been given to
this problem. Luckily, contra Keynes, there is still a lot of time to make
those arrangements, even in Winchester and Cambridge.

Even if my problem were solved, Keynes would still not be happy if
everyone were a money-grubbing millionaire, trying to get ahead of the
other money-grubbing millionaires. I have to say that I would find it
pretty awful too. I don’t know about Keynes, but I would probably
not like it either if everyone were a Cambridge apostle. Variety is the
spice of life, even in a state of economic bliss. The achievement of
equity—my problem—has to be the first goal of modified economic
arrangements, and will certainly involve at least initial redistribution,
one way or another. The content of life—Keynes’s problem—would
still remain. Maybe, if need were no longer urgent, much more room
could be found for Veblen’s instinct of workmanship, instilled by
“vocational” education in a new sense. We could live with—may have
to live with—the invidious competitiveness of Mozart and Salieri, or
the Red Sox and the Yankees.

How long must we wait for any of this to be relevant? Remember:
“The pace at which we can reach our destination of economic bliss will
be governed by four things—our power to control population, our de-
termination to avoid wars and civil dissensions, our willingness to
entrust to science the direction of those matters which are properly the
concern of science, and the rate of accumulation as fixed by the margin
between our production and our consumption.” In other words, a long
time.






5 Corporatism and Keynes:
His Philosophy of Growth

Edmund S. Phelps

Of the main contests in twentieth-century political economy, the con-
test between capitalism and corporatism still matters. And it matters
quite a lot, as I believe the recent economic record of continental west-
ern Europe helps to confirm.! My discussion here of the economic
thought of John Maynard Keynes will focus on his early “corporatist”
dissatisfaction with the market—a dissatisfaction that ran deeper than
the Pigovian critique of laissez faire, later known as the “free market”
system.

Intellectual Currents in Keynes’s Day

Before we can discuss Keynes in relation to corporatism and capitalism
we have to ask: What do they mean now? And in what ways did their
meaning differ in Keynes’s day?

Today a predominantly capitalist economy, whatever its minor devi-
ations from the ideal type, means a private-ownership system marked
by great openness to the new commercial ideas and the personal knowledge
of private entrepreneurs and, further, by great pluralism in the private
knowledge and idiosyncratic views among the wealth-owners and finan-
ciers who select the ideas to which to provide capital and incentives
for their development.?

A corporatist economy today is a private-ownership system with
some contrasting features: It is pervaded with most or all of the eco-
nomic institutions created or built up by the system called corporata-
vismo that arose in interwar Italy: big employer confederations, big
labor unions and monopolistic banks—with a large state bureaucracy
to monitor, intervene, and mediate among them. Yet without some
knowledge of the purposes for which the system was constructed it
cannot be understood at all adequately.
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I think it is fair to say that the core function of the distinctive corpor-
atist institutions is to give voice and levers of power to a variety and
range of social interests—"stakeholders” and the “social partners” in
postwar terminology—so that they might be able to have a say or
even a veto in market decisions that would harm them. The indi-
vidualism of free enterprise is submerged in favor of these entities
and the state representing them. This purpose, or function, expresses
what might be called solidarism/communitarianism and consensualism/
unanimitarianism. The very word “corporatism” (corporatavismo in Ital-
ian) derives from corporazione, the Italian word for the medieval guild,
which served to empower the artisans in a craft.? It is clear on its face
that the system operates to facilitate the introduction of changes in the
direction of the economy sought by the state, following consultations
and negotiations with stakeholders and social partners, and to impede
(thus also to discourage) or block changes opposed by some of the
stakeholders or partners: relocations of firms, entry of new firms, and
so forth. The system’s performance thus depends heavily on the estab-
lished roles of established companies, helped by local and national
banks.* (The name “corporatism” fell into disuse after the second
world war and was replaced by the social market in Germany, concerta-
zione in Italy and social democracy in France. Yet some French politicians
and journalists freely speak of corporatisme. In any case, the western
continental European economies are still importantly corporatist, in-
cluding those in the big three—Germany, France, and Italy—both in
structure and in intent.’)

Today economists view capitalism as having evolved into a rousing
system for cutting-edge innovation and view corporatism as designed
for industrial peace, social consensus and community stability—Mars
and Venus, roughly speaking.

The thinking in the second half of the 1920s was more nearly the op-
posite. In 1927 Italy was suffering the effects of an exchange rate stabi-
lization similar to Britain’s crisis over its revaluation of the pound and
it was at that time that Mussolini abandoned the experiment with neo-
classical policies and sought the ideas for revamping the economy that
would be dubbed corporatist. The redesign was to go for growth. Gino
Severini’s futurist paintings came to symbolize the aim of the new eco-
nomic policy. The economic historian Marcello de Cecco comments on
the added purpose, writing about this period, remarks:

The limits and modes of State intervention were to be established not by theory
but by necessity, and the only imperative was that of making the country as
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rich and powerful as was possible, given the constraints that existed at all
times.®

Yet the Italians did theorize. Many of the corporatist theoreticians
thought that the corporatist system beginning to take shape in 1927
would be more dynamic than capitalism—maybe not more fertile in
little ideas, such as might come to petit bourgeois entrepreneurs, but
certainly in big ideas. Not having to fear fluid market conditions, an
entrenched company could afford to develop expensive innovations
based on current or developable technologies. And with industrial con-
federations and state mediation available, such companies could ar-
range to avoid costly duplication of their investments. The state for its
part would promote technological advances in cooperation with indus-
try.” The state could indicate new economic directions and favor some
investments over others through its instrument, the big banks. In the
eyes of these theoreticians, then, the system’s purpose was a mobiliza-
tion of the nation’s collective knowledge—a view that might be termed
scientism.

The Corporatism in Keynes

Keynes in the mid-1920s confronted an economic system in Britain that
suffered many of the stresses that Mussolini’s new economic policy
aimed to solve. And Keynes, then in his early forties, was not too old
to be intrigued by the new arguments against the Smithian economic
model coming out of Italy. Keynes’s political economy in fact showed
some parallels with corporatist thinking. Some of these parallels are in
the area of industrial organization theory and industrial policy.

Keynes an Exponent of Top-down Growth

Contrary to American impressions that his microeconomics was
neoclassical—more than Marshall’s was—Keynes rejected atomistic
competition as an efficient market form. The policy he advocated called
for the government to assist the ongoing movement toward cartels,
holding companies, trade associations, pools, and others forms of
monopoly power; then the government was to regulate the affected
industries.® “In the 1920s at least,” James Crotty concludes, “Keynes
was unabashedly corporatist, supporting a powerful microeconomic
as well as macroeconomic role for the state.””
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Such a wave of consolidation and unionization did occur to varying
degrees in the 1930s not only in the United Kingdom but also on
the European continent and in the United States. In the United States
by the end of the decade, there were three giant auto makers where
there had been tens of companies in the early 1920s. The Temporary
National Economic Committee (TNEC) was established by Congress
in 1938 to advise on the regulatory and dissolution questions posed
by the oligopolistic organization of much of American industry. This
was the corporatist-tinged system that prevailed in the United States
from the presidential terms of Franklin Roosevelt through those of
Richard Nixon, whereupon it began to erode and, in places, to
break up with antitrust breakups, deregulation initiatives, and global
competition.

Was this modified system for the good, as Keynes and the corpora-
tists believed? The economies of scale, Chandler’s economies of scope,
and the dynamic economies of “learning,” or practice, on the repeti-
tive assembly line that were achieved over the span of consolidation/
rationalization (leaving aside the unionization, which may not have
helped) running from 1920 to 1941 must have been extraordinary. The
increase in hourly productivity and of total factor productivity over
both those decades were unprecedented and have not been matched
since (with the possible exception of the past ten-year span). Hitler
marveled at the stunning productivity level at the Ford Motor plant,
according to records of his “table talk” in the early 1940s. But was this
system better at innovating than was the system of the 1920s that it
replaced? In the judgment of Joseph Schumpeter in 1944 the answer
was yes. That is also the verdict of our own William Baumol in his
2003 book.'? But the econometric results are not in—not yet, although
it is safe to say that they are now not far off. In an excoriating attack
on that period, Carl Schramm sees it as having been replaced in succes-
sive steps beginning in the 1970s by a more nearly capitalist system
that is far more innovative than the semi-corporatist system was.!!

In the late 1930s and early 1940s Friedrich Hayek was to initiate a
modern theory explaining how a capitalist system, if not too weighed
down with imperfections and departures, would possess the greatest
dynamism—not socialism and not corporatism.'? First, virtually every-
one right down to the humblest employees has arcane “know-how,”
some of it what Michael Polanyi called “personal knowledge” and
some merely private knowledge, and out of that an idea may come
that few others, if any, would have.’® In its openness to ideas of all or
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most participants, the economy tends to generate a plethora of new
ideas. Second, the pluralism of experience and knowledge that the fin-
anciers bring to bear in their decisions gives a wide range of entrepre-
neurial ideas a chance of an informed, insightful evaluation. And,
importantly, the financier and the entrepreneur do not need the ap-
proval of the state or of social partners. Nor are they accountable later
on to such a social body if the project goes badly, not even to the finan-
cier’s investors. So projects can be undertaken that would be too
opaque and uncertain for the state or social partners to endorse. Third,
the pluralism of knowledge and experience that managers and con-
sumers bring to bear in deciding which innovations to try and which
of those to adopt is crucial in giving a good chance to the most promis-
ing innovations launched. Where the continental Europe system, act-
ing in the spirit of scientism, convenes experts to set a product
standard before any version is launched, capitalism gives market ac-
cess to all versions—an inconvenience that pays off later.

Keynes writing in the mid-1920s knew nothing of such an argument.
Keynes must have reflected upon the theorizing of the Italian corpora-
tists and of Theodore Roosevelt’s Progressive Party but could not have
encountered the Hayekian argument for the superior innovativeness of
capitalism. There is nothing in his writings up to that time that sug-
gests he would have been attuned to it.

Keynes Disdainful of the Quest for Wealth

Keynes was blind to almost all of the satisfactions that might come
from an economy of real dynamism. He brilliantly grasped the results
of Frank Ramsey on the optimality of growing through capital forma-
tion until some sort of “bliss” level of satisfaction is reached: After all,
he had inspired Ramsey to do the analysis and he provided Ramsey
with an intuitive explanation of the algebraic formula for the opti-
mum rate of saving. Keynes’s Economic Possibilities for our Granchildren
reflects in several passages his clear understanding of the benefit—
mainly in the form of rising leisure—that comes from capital accumu-
lation: from piling on more and more machinery until the marginal
productivity of it has ceased to justify any more capital deepening. He
appeared to see no satisfactions from the growth process.

This attitude of Keynes—unusual for an economist—was em-
blematic of the intellectual current in Europe at that time called anti-
materialism. That strain in social thought was the main theme of the
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“Christian corporatism” that arose on the continent in the second half
of the nineteenth century: an indifference to business life and a devalu-
ation of wealth, its accumulation and its holding. The 1893 Papal En-
cyclical of Leo XIII, Rerum novarum, is all about the higher value to be
placed on life, community, and worship compared with the materialist
satisfactions of, say, consuming and earning. From this point of view,
the commercial economy is no more than a regrettable necessity. That
view of the world was yet another strain in twentieth-century eco-
nomic corporatism, which sees a conflict between employee and share-
owner, between one employee and another, and between one company
and another but did not see know-how, entrepreneurship, and innova-
tion as driven by various materialist desires including the pursuit of
wealth, know-how, and fame.

Keynes and the corporatists did not understand that much of the
huge rise of productivity that the world was to see from 1920 onward
would be traceable to new commercial products and new business
methods that could only have been developed and launched in the
relatively capitalist economies.”* They also did not realize that if
increased wealth, which successful innovations result in, is denigrated,
that would constitute one more “minus” among the pluses and minuses
of undertaking innovative projects and that such an effect would put a
premature end to economic growth.

Keynes Blind to the Intellectual Satisfactions in Business Life

Corporatism did not comprehend that an economy fired by the new
ideas of entrepreneurs serves to transform the workplace—in the firms
developing an innovation and also in the firms dealing with the inno-
vations. The challenges that arise in developing a new idea and in
gaining its acceptance in the marketplace and the challenges to man-
agement and consumers in figuring out how and whether to adopt the
latest innovation provide the workforce with high levels of mental
stimulation, problem solving, and thus employee engagement and per-
sonal growth. (Note that an individual working alone cannot easily
create the continual arrival of new challenges. It takes a village, better
yet the whole society.)

Is there any precedent for thinking that people—virtually all
people—value such stimulation, mastery, growth, discovery? The con-
cept that they do originates in Europe. There is the classical Aristotle,
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who writes of the “development of talents,” later the Renaissance fig-
ure Cellini, who jubilates in achievement and advancement, and the
baroque writer Cervantes, who evokes vitality and challenge. By the
early part of the twentieth century economists Alfred Marshall and
Gunnar Myrdal write that engagement in the job is already hugely im-
portant in the advanced economies. It may be that this view, some-
times called vitalism, is now strongly associated with the pragmatist
school founded by the American William James to which Henri Berg-
son in France and John Dewey in the United States belonged. The
American psychologist Abraham Maslow coined “self-actualization”
and John Rawls the terms “self-realization” to refer to a person’s
emerging mastery and unfolding scope. (Amartya Sen has referred to
“expanding capabilities to do things.”) These two Americans under-
stood that most, if not all, of the attainable self-realization in modern
societies can come only from career. We cannot go tilting at windmills,
but we can take on the challenges of career. If a challenging career is
not the main hope for self-realization, what else could be? Even to be a
good mother it helps to have the experience of work outside the home.

The solidarism that is a part of corporatist culture militates against a
life of such personal development. Although anti-materialism led to a
certain devaluation of wealth, and thus also to frowning on any visible
efforts at increasing the amount of observable wealth one possessed,
the idea of solidarism sees it as unacceptable to move out of one’s place
in the community. In a solaridist society people who go to great
lengths to stand out in their group or to escape their group are hated.

Alas, Keynes conveyed no sense of the role of innovation in
imparting excitement and personal development to business careers.
Nowhere is this clearer than in his famous passage in Economic Possibil-
ities of our Grandchildren:

[I]f we look into the past, we find that the economic problem, the struggle for
subsistence, always has been hitherto the primary, most pressing problem
of the human race....If the economic problem is solved, mankind will be
deprived of its traditional purpose....Thus for the first time since his creation
man will be faced with his real, his permanent problem—how to use his free-
dom from pressing economic cares, how to occupy the leisure, which science
and compound interest will have won for him, to live wisely and agreeably
and well.

For many ages to come the old Adam will be so strong in us that everybody
will need to do some work if he is to be contented. ... When the accumulation
of wealth is no longer of high social importance,...we shall be able to rid



102 Edmund S. Phelps

ourselves of many of the pseudo-moral principles which have hag-ridden us
for two hundred years, by which we have exalted some of the most distasteful
of human qualities into the position of the highest virtues.'®

The most basic of these is that nowhere does Keynes recognize the
wisdom of the pragmatist school—from James to Dewey to Rawls
and on to Sen—that people need to exercise their minds with novel
challenges—new problems to solve, new talents to develop. A mistake
like that in the initial premise dooms the essay to misguided conclu-
sions, such as the conclusion that people will learn simply to enjoy
things without any effort.

But if Keynes had recognized that people need a system that throws
out problems to challenge the mind and engage the spirit, he would
still have gone wrong. He never saw that with the technical progress
and capital deepening that he aptly postulates, an ever-increasing
share of people can afford jobs that are stimulating and engaging. So
unless the economic system is prevented from doing so, more and
more jobs will be supplied that offer stimulation and engagement. So,
were working-age people not to work or to work only a few hours a
week, a great number of them would find themselves deprived of the
fruit that is the special prize of the most advanced economies. The
only persuasive position to take is that with steady technical progress,
an increasing number of jobs will offer the change and challenge that
only the predominantly capitalist economies, thanks to their dyna-
mism, can generate.

We come then to the likely answer to what might be called the
Keynes puzzle. The puzzle is that if we accept Keynes’s psychological
and economic framework, which is essentially that of Frank Ramsey,
we should expect to see the workweek shrinking over the centuries to
next to nothing, as Keynes made explicit, and yet we see nothing of
the kind. It is a fact—notorious among some social critics—that in the
United States the workweek has shrunk little if at all in recent decades.
Indeed, as more and more people work in the financial industry and
the legal profession, we may see the mean work week begin to reverse
field and rise toward some steady state level higher than it is now. The
answer to the puzzle is that work is not everywhere an inferior good. It is
locally inferior at an onerous work level but not at levels so low that
they would deprive of us of some of the stimulation, challenge, and
personal development we can find in our careers. The fact that work
has not come to an end in some Ramseyan march toward “bliss” is
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strong evidence of the fallaciousness of the Keynes—Ramsey theory of
what people want and where, accordingly, societies are headed—if
they haven’t already got there.

The Legacy of Corporatism

Keynes’s thinking nevertheless proved prophetic in a way. Most of the
continental economies, including even the largest ones, though repeat-
edly able to catch up technologically with the world’s “lead economies”
after one or more of the latter have spurted ahead, continue to exhibit
sub-par innovation, job satisfaction, and employee engagement. As a
result a range of social and economic indicators, from birth rates
and emigration to participation rate and unemployment, continue to
signal the stultifying influence of corporatist culture and policy on the
continent.

Notes

This chapter constitutes the first half of a paper presented at the conference Keynes’s Gen-
eral Theory after Seventy Years, July 3-6, 2006, Santa Colomba (Siena). My thoughts here
about Keynes have benefited from conversations with several scholars, including Jean-
Paul Fitoussi, Roman Frydman, Axel Leijonhufvud, Robert Mundell, Joseph Stiglitz, and,
among those deceased, Harry Johnson and James Tobin.

1. Many blame the “social model” for the continental Europe’s relatively high unemploy-
ment and anemic participation rates, though perhaps not for the lower hourly productiv-
ity. And, empirically, employment does not appear to have suffered in the United
Kingdom and Ireland despite their large welfare outlays.

2. The term free enterprise might convey better this Hayekian conception of capitalism,
but I would rather not proliferate terminology.

3. With the rise of the market economy, these bodies were criticized as monopolistic, and
in the French Revolution the D’Allarde decree abolished them, though many managed to
come back.

4. A recent survey of the strains of corporative economic thought in interwar Italy
is Marco E. L. Guidi, 2000, Corporative economics and the Italian tradition of
economic thought, in Storia del Pensiero Economico 40: 1. The paper is available at
{www.dse.unifi.it/spe/indici/numero40/guidi).

5. Since the Second World War, some European countries have became less corporatist
with liberalizations that have reduced the monopoly power of firms and banks (as
in France). In most of Europe, however, new corporatist institutions have sprung up:
Codetermination (cogestion, or Mitbestimmung) has brought “worker councils,” and
in Germany a union representative generally sits on the investment committee of the
corporation.
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6. Marcello de Cecco, ca. 1983, Keynes and Italian economists, manuscript unpublished,
Fiesole, p. 19. A revised version is in P. A. Hall, ed., The Political Powers: Keynesianism
across Nations, Princeton: Princeton University Press, 1989. The author emphasizes that
some of Mussolini’s new economic policy of 1927 had roots in pre-Fascist times.

7. A presidential decree of February 1919 established a board “aiming at preparing a
projected constitution for a National Research Council,” whose purpose was “the plan-
ning and promotion of researches for science and industry” along with national defense.
The CNR came into being with a decree in November 1923. A similar body in France was
formed in 1939. The US National Science Foundation was created only in 1950 “to
promote the progress of science; to advance the national health, prosperity, and welfare;
to secure the national defense....”

8. Two of these statements are from Keynes, The End of Laissez Faire, reprinted in Essays
in Persuasion, and the Liberal Party publication, Britain’s Industrial Future (1928).

9. James Crotty, 1999, Was Keynes a corporatist? Keynes’s radical views on industrial
policy and Macro Policy in the 1920s, Journal of Economic Ideas 33 (3): 555-78. A reviewer
at Amazon.com argues that Keynes’s agenda was no different from that of the 1912
Progressive Party of Theodore Roosevelt.

10. J. A. Schumpeter, 1944, Capitalism, Socialism and Democracy, New York, Harper; W. J.
Baumol, 2003, The Free-Market Growth Machine, Princeton, Princeton University Press.

11. C. J. Schramm, Entrepreneurial capitalism and the end of bureaucracy, paper pre-
sented before the Annual Meetings, American Economic Association, Boston, January
2006.

12. F. A. Hayek, 1937, Individualism and Economic Order, Chicago: University of Chicago
Press, and F. A. Hayek, 1944, The Road to Serfdom, London: Routledge and Kegan Paul.

13. A column in the Wall Street Journal told of a deliveryman who was asked whether
he found it best to work from the top floor down or the reverse. “It depends on the time
of day,” he replied. A beautiful Hayekian moment.

14. These include household appliances from vacuum cleaners to refrigerators, sound
movies, frozen food, pasteurized orange juice, television, transistors, semiconductor
chips, the Internet browser, the redesign of cinemas, and the recent retailing methods.
(Of course, there were often engineering tasks and technical advances required along the
way, yet business entrepreneurs were the drivers.)

15. Keynes, 1930, Economic Possibilities for our Grandchildren (in this volume, chapter 1).



6 Back to the Future with
Keynes

Lee E. Ohanian

In the early stages of the Great Depression Keynes took time out from
his role as a policy adviser, research economist, and economic journal-
ist to write Economic Possibilities for our Grandchildren, an essay present-
ing his forecasts for the world economy of the twenty-first century.
Published in 1930, Economic Possibilities reveals a fascinating and very
different portrait of Keynes. The essay shows that Keynes had an un-
derstanding of modern economic growth that was at least twenty-five
years ahead of his time. His views about long-run growth are very
similar to today’s frontier growth theory, more so than his much
better known and much more influential views about business cycles.
Keynes’s qualitative and quantitative predictions of the continuing suc-
cess of the leading economies was remarkably accurate. After making
these extraordinarily accurate hundred-year predictions, Keynes freely
moves away from economics to try on the much broader hat of a wide-
ranging social scientist and social critic. But here, Keynes’s assessments
are wide off the mark, reflecting his idiosyncratic views about human
nature and the counterfactual view that the income elasticity of leisure
was much higher than that of consumption in the long run.

Keynes on Growth: Way Ahead of His Time

The modern theory of economic growth—Solow (1956), Swan (1965),
Cass (1965), Koopmans (1965), Lucas (1988), and Romer (1990)—
provides the foundation for long-run (steady state) growth driven by
technological change and capital accumulation, and provides the stan-
dard competitive decentralization for growth economies. Given a con-
stant rate of technological progress, a plausibly restricted one-sector
growth model can establish a unique long-run growth path with mon-
otonic convergence to that path for any value of the capital stock. The
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breakthrough development of modern growth theory, combined with
over 200 years of roughly average per capita growth, provides modern
economists with an advanced understanding of long-run economic be-
havior and the ability to make reasonably accurate predictions. For ex-
ample, Leamer (2004) shows that real GDP over nearly the last forty
years has never been more than 3 percent above or below its long-run
trend of about 3 percent growth. But would any economist today,
even with the benefit of training in frontier growth theory, try to make
serious economic projections one hundred years out? Very unlikely,
but Keynes did, and did so remarkably well—in all honestly, much
too well—given the available theory and the existing economic condi-
tions when he was writing.

Keynes, as well as other leading economists of the early twentieth
century, did not have sufficient theory nor a sufficient empirical record
to gauge long-run economic behavior the way modern economists can.
Growth theory—as we know it today—did not exist in the 1930s.
There was little in the way of theory that would lead an economist of
that era to confidently predict a stable steady state growth path in
which output remains close to its long-run trend. The Harrod-Domar
model that was developed in the 1930s predicted that market econo-
mies were unstable, with chronically high unemployment and that
steady states were knife-edge propositions.

There was also little to guide an economist to confidently predict
long-run changes from an empirical perspective. At the time Economic
Possibilities was written, the United Kingdom was entering its second
decade of severe depression. Real GDP per person in 1930 relative to
a 1.4 percent average trend was more than 20 percent below its 1913
level, and had been close to 20 percent below trend during the entire
previous decade. Moreover hours worked were 27 percent below its
historical average throughout the 1920s and 1930s (see Cole and Oha-
nian 2002). Keynes somehow remained optimistic after more than a de-
cade of abysmal economic performance in his own country, and with
the start of the Great Depression around the rest of the world:

It is common to hear people say that the epoch of enormous economic
progress...is over; that the rapid improvement in the standard of life is now
going to slow down....I believe that this is a wildly mistaken interpretation of
what is happening. .. the economic problem may be solved, ... within a hundred
years. The standard of life in progressive countries one hundred years hence
will be between four and eight times as high as it is to-day.
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The “economic problem,” as Keynes called it, has certainly been
solved for the majority of households in the “progressive countries”
over the last seventy-five years, as Keynes’s forecast that per capita in-
come would advance by a factor of four to eight between 1930 and
2030 (which is an eerily accurate average growth rate of between 1.4 to
2.1 percent per capita across the industrialized countries) has indeed
been realized. Moreover rapid growth over the last fifty years has
made many East Asian countries rich, and by 2030, which is the end of
Keynes’s hundred-year horizon, there is enormous potential for much
of the world’s remaining population to achieve a reasonable degree of
economic success. China and India, which together account for close
to 40 percent of the world’s population, have clearly entered the era of
modern economic growth, and may double their per capita income
levels by 2030.

Perhaps the only regions during the lifetimes of Keynes’s “grandchil-
dren” to remain in poverty will be Africa and the Middle East, and cer-
tainly no one in 1930 could have foreseen the enormous development
impediments that these two regions face. Keynes’s long-run forecasts
were remarkable well beyond any reasonable expectation for success
in this venture.

What factors led Keynes to make such “startling” and accurate pro-
jections? Perhaps the most important reason is that Keynes had all the
makings of a superb growth theorist. Economic Possibilities reveals that
Keynes had a sophisticated understanding of the key ingredients
that would form the foundations of the modern theory of economic
growth, which would not be written for thirty years: technological
advances, capital accumulation, low population growth. Keynes com-
bined these ingredients with a strong expectation of the robustness of
the steady state growth path, rather than the knife-edge nature of the
growth path of the Harrod Domar model that dominated growth until
Solow’s 1956 paper. Keynes’s discussion of the transformation of the
leading economies from the Malthusian era—in which there was virtu-
ally no per capita income growth—to the era of sustained economic
growth, could appear in a modern growth text or journal article:

From the sixteenth century, with a cumulative crescendo after the eighteenth,
the great age of science and technical inventions began. ... What is the result?
In spite of an enormous growth in the population of the world...the aver-
age standard of life in Europe and the United States has been raised, I think,
about fourfold. ...in our own lifetimes, ... we may be able to perform all the
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operations of agriculture, mining, and manufacture with a quarter of the
human effort to which we have been accustomed.

Keynes’s views on long-run growth, featuring the role of labor-
saving technological change and capital accumulation, are squarely in
line with modern neoclassical growth theory. His insights into the pro-
cess of growth are truly striking.

But there is a bit—or more than a bit—of luck contributing to
Keynes’s successful predictions, as he perceived the Depressions of
the 1920s and 1930s as purely transitory episodes that were related
to post-World War I adjustments. In contrast, recent studies of
Depressions—including the UK depression that began in 1921 and
that would continue until after World War II—show that these long-
run episodes were the consequence of poorly designed government
policies that substantially reduced steady state hours and/or produc-
tivity. From this perspective the depressions of the 1920s and 1930s
should have led Keynes to have important reservations about the fu-
ture long-run performance of the industrial economies. Keynes, how-
ever, dismissed the impact of these policies, and clearly considered the
UK depression and the Great Depression as a transitory phenomenon
that was unrelated to labor policies:

We are suffering ... from the growing-pains of over-rapid changes, from the
painfulness of readjustment between one economic period and another...
the banking and the monetary system of the world has been preventing the rate
of interest from falling as fast as equilibrium requires.

Of course, Keynes did not have the benefit of modern theory to
guide his assessment. But other leading economists of the early twenti-
eth century clearly understood the contractionary implications of the
policies adopted at that time. Pigou (1927) described how the United
Kingdom’s protracted depression was significantly affected by govern-
ment policies:

[Plartly through direct State action, and partly through the added strength
given to workpeople’s organizations engaged in wage bargaining by the devel-
opment of unemployment insurance, wage rates have, over a significant area,
been set a level which is too high...and that the very large percentage of un-
employment which has prevailed during the whole of the last six years is due
in considerable measure to this new factor....

More generally, Keynes held the view that government policies that
significantly changed the incentives to work and save did not have
any significant negative effects. In the 1940s he argued that the United
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Kingdom should significantly increase the taxation of capital income
and adopt a capital levy, and his views considerably influenced UK
tax policies through the 1970s. During the early stages of World War
II, Sir John Hicks debated Keynes about the effect of high capital in-
come tax rates. Hicks argued that high tax rates would reduce the rate
of capital accumulation and growth, to which Keynes replied, “My
Dear Hicks, I scarcely imagine that individuals are as actuarially-
minded as you presume they are.” The view that capital accumulation
was insensitive to taxes led Keynes to conclude that capital income
should be taxed at nearly 100 percent during the war, and that a per-
manent capital levy should be adopted following the war (see Cooley
and Ohanian 1997).

Keynes’s failure to understand the distorting effects of government
policies, and his view that economic depressions were temporary
bumps on the road, were central for his very optimistic and very accu-
rate forecast of continuing long-run economic growth. Keynes was un-
believably accurate, but some of this accuracy is for the wrong reasons.
The advanced economies were ultimately able to grow because the
worst government policies of the 1920s and 1930s were reformed or
eliminated. The UK unemployment benefits system, which initially
provided very high benefit levels indefinitely for employment tenure
of as little as one day, was reformed considerably, and the capital tax
rate of nearly 100 percent that was adopted in the 1940s declined to a
level comparable to that in the United States by the early 1980s. And
in the United States, labor policies such as the National Industrial Re-
covery Act and the National Labor Relations Act were either unwound
by President Roosevelt during World War II or declared unconstitu-
tional by the Supreme Court. If these policies had remained in place,
the United Kingdom and the United States might be much poorer to-
day than Keynes had predicted.

The “Perils” of Leisure: The Decline of the West?

According to Keynes, the problem of producing sufficient output was
not the central difficulty facing the industrial economies. Rather, it
would be dealing with the “problem” of the enormous amount of lei-
sure that would be consumed as societies became sufficiently rich and
sated with physical consumption. Keynes’s view was likely influenced
by the fact that hours worked per adult in the advanced countries was
falling during the preceding fifty years. Thus the central issue for
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Keynes was creating “solutions” for “the idle hands” of the population
as economies grew increasingly wealthy. Keynes forecasts that hours
worked might be around fifteen hours per week, which would reflect
roughly a two-thirds decline from the existing workweek length in
1929.

Keynes does not provide any details on how he arrived at this fore-
cast, and this raises the question of what economic theory or quantita-
tive procedures that he used to arrive at this number. The decline is
much larger than a forecast produced from simply extrapolating the
historical decline in hours worked. In particular, hours worked per
capita declined about 10 percent in the United States between 1889
and 1929, and this same rate of decline between 1929 and 2029 gener-
ates a further 23 percent decline, far short of the two-thirds decline pre-
dicted by Keynes.

To try to shed light on this forecast and to specifically see if Keynes
was making a forecast consistent with modern growth theory, I con-
struct a model economy and simulate it in response to technological
change over the century Keynes considered. The model is presented in
the appendix, and here I briefly summarize it. There is a production
side of the model, featuring a standard constant-returns-to-scale pro-
duction function that combines labor and capital to produce a single
good that is divided between consumption and investment. The pro-
duction side of the model, featuring labor-augmenting technological
progress and capital accumulation, is entirely consistent with Keynes’s
discussion. As is standard, the capital stock depreciates at a constant
rate over time. There is a constant rate of technological progress that
leads to increasing wealth over time. Regarding the household side of
the model, there is a representative household that values consump-
tion of output and leisure. I make use of the observed decline in hours
worked preceding 1929 to quantitatively choose the preference param-
eters of the model that govern the income elasticities of consumption
and leisure. This will tailor the model so that it capture Keynes’s
expectations that leisure rises as society becomes increasingly wealthy.
I will then use the model to deduce the change in hours that would
occur in this model economy over the century that Keynes considered.

The solution to the model is characterized by solving a set of
nonlinear equations for the endogenous variables in the model—
consumption, hours worked, leisure, output, and investment—at each
date from 1930 until 2030. The model is solved numerically, since a
closed form solution does not exist for this model.



Back to the Future with Keynes 111

The model generates the observed decline in hours per adult popula-
tion between 1889 and 1929, and it generates a 40 percent decline in
hours worked between 1929 and 2006, and a 54 percent decline be-
tween 1929 and 2029, compared to Keynes prediction of a 67 percent
decline. Thus Keynes’s forecast was fairly close to that predicted by a
modern growth model calibrated using the methods developed by real
business cycle theorists Kydland and Prescott!

Of course, technological change increases welfare by generating
higher leisure and higher consumption in this model. But Keynes held
a very different view regarding the value of leisure that he based on his
observations of how wealthy women spent their time, and his subjec-
tive view of the value of those activities:

...wives of the well-to-do classes, unfortunate women...who have been
deprived by their wealth of their traditional tasks, ...are quite unable to find
anything more amusing.

Keynes extrapolated these opinions more generally, and clarified his
view that leisure was indeed a negative consequence of economic
growth: “Yet there is no country and no people, I think, who can look
forward to the age of leisure and abundance without a dread.”

Keynes takes on the role of a social critic at this juncture. And as
a social critic, Keynes stumbles a bit, using neither observation nor
theory to guide his reasoning or his conclusions. Keynes presents no
evidence or analysis to convince us that wealthy women in 1920s En-
gland were indeed “unfortunate,” nor does he convince us that their
leisure time is unproductive. And his presumption that leisure would
continue to rise significantly over time as the world became increas-
ingly wealthy did not occur. Hours worked in the United States and
the United Kingdom are in fact higher now than they were thirty years
ago, and there seems to be little concern among social scientists study-
ing time allocation that leisure time is not highly valued among house-
holds (see Schor 1992).

It is unfair to compare Keynes'’s social criticism presented in a brief
essay to the more detailed analyses of social issues written by others
around this time, but it is nevertheless significant that the works of
others who addressed similar issues using a blend of economics, soci-
ology, and anthropology are more carefully constructed and informed
by observation, and have had more impact. For example, Thorstein
Veblen (1899) argued that “status” drove economic activity, and pro-
vided support for this argument through socioeconomic data taken
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from many different cultures over time. Veblen’s work has had long-
lasting impact on social science, and even on neoclassical economics
(see Cole, Mailath, and Postlewaite 1992). In particular, Veblen’s obser-
vations and analysis have been regarded as sufficiently interesting as
to challenge the neoclassical approach of purely market-based ex-
change of goods and services.

Cole, Mailath, and Postlewaite were the first to formally incorporate
the challenging concepts of “status” and “mores” into neoclassical
models and thus study the allocation of nonmarket goods in this
environment. They interpreted an individual’s status as a ranking de-
vice that determines their success in the nonmarket sector, and they
showed that the existence of a nonmarket sector can endogenously
generate a demand in society for relative position. Keynes’s best work
combined theory and observation in interesting ways, but his discus-
sion of the leisure class did not adequately use either theoretical tools
or empirical tools, and his analysis and predictions of this phenomena
were wide off the mark.

Conclusion

Economic Possibilities presents a rare view of Keynes. As he sensibly
and clearly describes the foundations and implications of the Solow
and Swan models twenty-five years in advance of their development,
the essay provides a glimpse of a gifted economist with enormous po-
tential as a growth theorist. It is indeed intriguing to imagine how the
history of growth theory—and economics—could have changed had
Keynes pursued growth in greater detail. It is likely that neoclassical
growth theory—and perhaps the methods developed by Kydland and
Prescott—would have arrived much sooner.

The essay also reveals Keynes to be a judgmental and critical social
commentator who uses his economist’s pulpit to make a rather
puritan-based vision of the future in which he feared that wealth
would lead to lives of unproductive leisure and unhappiness. Despite
achieving the wealth Keynes had predicted, hours worked in advanced
countries, such as the United States, remain much higher than he
would have predicted. Moreover declining hours worked in the last
forty years in the European countries are not due to rising wealth, but
rather can be accounted for by higher taxation and various labor mar-
ket restrictions and benefits programs (see Prescott 2002; Ohanian,
Raffo, and Rogerson 2006; Ljungqvist and Sargent 1998).



Back to the Future with Keynes 113

Ironically, Keynes argued that policies that change the incentives to
work, consume, and invest would not lead individuals to significantly
substitute to nonmarket activities. And since we have not come close to
achieving the leisure-filled lives Keynes predicted for the twenty-first
century, the question of how high leisure levels would affect our lives
remains unanswered. I do hope that we become sufficiently rich to
achieve a society in which individuals choose to consume more leisure,
but not because of government policies that reduce the incentives to
work and save.

Appendix: Economic Model

The economic model that captures Keynes’s views about growth and
leisure is given by the following constrained maximization problem, in
which a representative household maximizes the discounted sum of
lifetime utility:

max iﬂt{u(ct) —o(hy)}.
=0

The maximization problem must obey the set of constraints
F(ke, xthe) = ¢ + 1,

ir = ki1 — (1 =0)ks,

X1 = (14 9)x,

where f is the rate at which households discount future utility, c is con-
sumption, h is hours worked, x is long-run technological change, y
is the growth rate of technology, i is investment, k is capital, F is a
constant-returns-to-scale technology (which I will assume is Cobb-
Douglas with capital share 0), and ¢ is the depreciation rate.

This model is typically parameterized with balanced growth prefer-
ences, so that hours worked is constant along the steady state growth
path. The balanced growth specification requires a unit substitution
elasticity between consumption and leisure. For the case of separable
utility between consumption and leisure, this requires that preferences
are logarithmic in consumption and that v(h) is a convex function.
However, Keynes’s view was not balanced growth but rather declining
hours worked as wealth increased.
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To capture Keynes’s view, I assume the following preferences:

ht1+x//

u(e) o) = (e = &) ~n .

This specification generates higher leisure over time as technology
grows and consumption approaches the bliss point, ¢. The key parame-
ters in the model that govern the change in hours worked over time are
the bliss point value, the curvature parameter i, the scale parameter 7,
and the growth rate of technological progress, y. Keynes implicitly pre-
dicted a long-run growth rate of technology ranging between 1.4 and
2.1 percent per year, so I will choose a value of y of 1.75 percent per
year that is the middle of this range. The parameter y governs the la-
bor supply elasticity. I assume that the Frisch elasticity is two, which is
consistent with the value of this parameter used in other applications
of this model. I choose values for the bliss point (¢) and # so that given
the rate of technological change, the model generates the observed
level of hours worked in the United States in 1889 and in 1929. I choose
the year 1889 as the starting date as it is the earliest year for which
Kendrick (1961) constructs aggregate hours worked in the United
States. The remaining parameters are f, the discount factor, and J, the
depreciation rate. These are set to standard values of 0.96, and 0.06,
respectively.
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7 Spreading the Bread Thin
on the Butter

Axel Leijonhufvud

The power of compound interest makes an almost irresistible mental
plaything. Everyone succumbs to it once in a while. You can run it
backward or forward. Backward, we find that the Dutch paid the Indi-
ans much too much in purchasing Manhattan. Keynes plays this game
in tracing Britains overseas investments to the Queen’s share in the dep-
redations of Sir Francis Drake. Or you can play it forward as in the
possibly apocryphal story of the mathematician attending a demogra-
phy conference where everybody was lamenting the consequences of 2
percent population growth a hundred years hence. “According to my
calculations;” he said, “and assuming the biblical date for Adam and
Eve, I find that as of this moment the Earth is a solid ball of flesh, one
light-year in diameter and expanding at the speed of light.”

In running compound growth backward, we have some sense of
history, however sketchy, to help us decide whether a serious point is
being made or someone is pulling our leg. Playing it forward from the
present is trickier. Keynes was always clear that we cannot know
the future and most certainly not the distant future. The economist’s
notion of rational choice, even be it augmented with the actuarial cal-
culus, is to no avail in the face of ontological ignorance. In dealing
with the incalculable future, he maintained, one falls back on conven-
tion. People buy life insurance or a house on a thirty-year mortgage be-
cause it is considered the prudent thing to do.

When Keynes succumbed to the imprudent whim to speculate on
the economic prospects of people two to three generations hence,' he
bequeathed us some glimpses of his own mental conventions. It is
pretty clear, for instance, that like any British patriot when the Empire
still stood, he felt that Drake stole the loot “fair and square.” (A more
modern sensibility might worry about what a potential restitution to
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the original owners—not necessarily the Spanish, that course—might
entail. At compound interest, naturally.)

Keynes asked himself what a sensible, average consumer would do
if his real income as of 1930 were quadrupled. This was a question
about income elasticities. Economists of his generation did not have a
lot of empirical data at their disposal, but they did know a bit about
Engel curves. From these they had learned that consumers have a hier-
archy of wants. Keynes took for granted that the consumer’s “basic
needs” would be amply met. He would have thought these “basic
needs” to comprise food, clothing, a roof over the head. We cannot
know whether he imagined the future common man as owner of a
“motor car,” but he certainly did not envisage what London or Los
Angeles would be like at rush hour when everybody simultaneously
exercises this later-day basic need.

On these basic needs, as it turned out, Keynes got it roughly right. In
the year 1930, US households devoted 25.7 percent of their consump-
tion spending to food. By 2000, the proportion had almost halved to
13.7 percent. Clothing took 11.4 percent of spending in 1950 and only
4.4 percent seventy years later. Housing expenditures were more
nearly normal going from 16 to 15 percent, whereas cars, gasoline, and
transportation declined from 15.8 to 12.7 percent. Of course, Americans
were generally better (or, at least, more amply) fed, better clothed, bet-
ter housed and far more mobile than in their grandparents” day.?

Once basic needs were met, goods in that category would become
inferior. As income grows the proportion of it that is spent on inferior
goods declines, whereas that of less basic goods stay superior within
some range, only to eventually also become inferior. So the general
logic of the adjustment to riches is “to spread the bread thin on the
butter.” The notion was widespread in his day that as real income
increased, one category of goods after the other in a common hierarchy
of wants would become inferior. Keynes extended this same standard
reasoning to the aggregate consumption function in the General Theory
where he conjectured that the proportion of income spent on consump-
tion declines with income.® But this meant moving onto pretty thin ice.

He went one step further (on that ice) and conjectured that two to
three generations hence the marginal utility of income—of purchasing
power over commodities—would have fallen very low and that conse-
quently so would the incentive to work effort. He thought it plausible
therefore that people would work only about fifteen hours a week and
save much of the income thus earned. He and his friends and asso-
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ciates knew, of course, how to “live wisely and agreeably and well”
but what riches and idle time would do to “the ordinary man” filled
him with “dread.” There was the possibility of a “general nervous
breakdown” as among the “unfortunate women” of the well-to-do
classes that did not know what to do with themselves.

These expressions of attitudes of his class, gender, time, and place
might have some slight anthropological and historical interest.* What
should be of considerable interest to economists, I think, is how much
Keynes missed and how much he got wrong. It is of interest because
he was by all accounts one of the most intelligent men ever to devote
himself to economics, and he based his reasoning on a simple, robust
model. It is a lesson in what ontological uncertainty means. After all,
we may not be justified in assuming that the agents populating our
intertemporal models will do better at long-term forecasting than
Keynes.

The United States today presents a strange contrast to Keynes'’s fu-
turistic vision of short work weeks, time to spare, and money to save.
It is common that both parents work and spend all of the combined
income and then some. Households are doubtful about the future of
Social Security and about the solvency of corporate pension plans but
apparently are not worried enough to actually save anything. Europe
looks somewhat more as Keynes envisaged it would. Since the 1960s,
annual working hours per adult have declined substantially. Italians,
for example, have less female labor force participation, work fewer
hours, take longer vacations, and retire earlier than their American
counterparts.” They also enjoy their food and the talk that comes with
it more. Americans tend to take a jaundiced view of all this as yet
another example of “eurosclerosis,” probably due to high taxes or
other governmental or collective obstacles to efficiency and dynamic
growth.®

“What makes (Uncle) Sammy run?” Keynes did not give much
thought to possible demographic developments. In 1930 it would have
been utterly impossible to anticipate the dramatic declines in the inci-
dence of various diseases as well as the increase in the average age at
which many traditional degenerative syndromes set in. But he would
have known, I think, that life expectancy was increasing even if it was
still impossible to know how long those great-grandchildren were
going to live. The strongly superior good that he missed in thinking
all consumption would eventually turn inferior was medical care.
Expenditures on medical care in the United States, which constituted
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3.4 percent of all consumer spending in 1930, had risen to 15.2 percent
by the year 2000.” Medical care consumes a rapidly growing propor-
tion of national income in most industrialized countries, and in the
United States at least, rising medical and medical insurance costs pose
a powerful incentive to keep working.

Idleness has not exactly become the scourge that Keynes dreaded. In
predicting that people would consume so much more leisure, he forgot
that it would become more costly and thus missed the substitution ef-
fect of the quadrupled return to working time. My compatriot Staffan
Burenstam-Linder had it more nearly right in his The Harried Leisure
Class.® The “unfortunate woman” (or her almost equally unfortunate
husband) in today’s United States is not very likely to have a nervous
breakdown from involuntary idleness but far more likely to get it
from the sheer stress of combining full-time work with the “basic
need” of shuttling children around to all the organized activities that
have replaced unsupervised play in the dangerously unsupervised lo-
cal park.

International welfare comparisons based on per capita gross national
product make no corrections for gross national costs. Deflating per
capita (or average household) income by the CPI is taken to yield a
corresponding real consumable income. But a sizable portion of the
household’s revenue is actually spent on services or activities that far
from being in the nature of discretionary consumption are necessary
“inputs” in order to earn that income in the first place. The second car
of so many American families surely belongs in that category as does
the running expenses and the time spent in commuting to work. Simi-
larly various cost-cutting efficiencies achieved by business in recent
years, while reducing the pecuniary cost to the customer, have trans-
ferred time and trouble to that same representative’ agent also with
the result that the usual real income measures overstate the welfare
gain.

In addition to ordinary consumption as a motive for economic effort,
Keynes recognized another class of “needs,” which are “relative in the
sense that we feel them only if their satisfaction ... makes us feel supe-
rior to our fellows.” How important this version of conspicuous con-
sumption may be is difficult to say and Keynes in fact did not make
much of it. A similar but somewhat less sordid incentive is the desire
to earn the respect of one’s peers, and rising real income changes the
conditions under which this is to be achieved as well. Not very long
ago holding a steady job, managing a home, and feeding a family
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would suffice to earn respect in one’s community. Nowadays these
things are too easily accomplished, and young people search for other
goals in life and other ways to impress their peers. It would be silly to
try to explain all the rapid cultural changes of our times simply in eco-
nomic terms. But rising real incomes enable new behavior patterns that
may hardly have been feasible when the pressure to meet basic needs
was harsher. High rates of illegitimate births, for example, are not
compatible with a society in which the nuclear family is the elemental
economic organization. In strictly economic terms, the stable family is
something that the high income society “can afford” to do without.
The emergence of distinctive “youth cultures,” more or less decoupled
from older cultural traditions, is also a realization of the economic pos-
sibilities of the grandchildren of Keynes’s generation. Moreover, inso-
far as youth culture has set the directions for the evolution of popular
culture in general, it has led it in a rather different direction from
Keynes'’s conception of how to “live wisely and agreeably and well.”

People of Keynes’s class and generation tended to think that eco-
nomic progress would have to involve also the acculturation of the
lower classes to bourgeois cultural values and a variety of educational
institutions were at one time founded to aid that process. Keynes, of
course, was hoping to see bourgeois culture evolve away from what it
then was in a Bloomsbury direction. But he would not have envisaged
the middle classes emulating ghetto tastes.

Keynes was looking forward to a time when “the problem of eco-
nomic necessity” would be solved for “ever larger and larger classes
and groups of people.” Although he had noted that the “relative
needs” might well be “insatiable,” he still thought that these people
would recognize that this would also change “the nature of one’s duty
to one’s neighbour.” A pious hope of an impious man! The extent to
which people remain motivated by “relative needs” rather than just by
real income is apparent at both ends of the real income spectrum,
by the competition for status in the corporate world as well as in youth
gangs. The spectacular earnings of our New Managerial Class are
largely unrelated to any demonstrable marginal product or social
contribution—and time in the budget of the recipients hardly allows
them to consume these incomes in any other sense than in the enjoy-
ment of relative status. But the sense of entitlement of this class is
strong and, indeed, seems to have grown even stronger in recent years.
In the ever more elongated upper tail of the income distribution, it is
the logic of tournaments that determines the distribution of prizes, and
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tournament winners feel little obligation to sympathize with the losers.
As the star system spreads to other occupations, as in academe, the
same tendencies show up there as well. Perhaps increased acceptance
of inequality is at least in part another consequence of rising per capita
income. As the “basic needs” in the lower income brackets are per-
ceived as being met—and as obesity is seen as more of a problem than
hunger—good fortunes in the upper reaches are more easily enjoyed
without embarrassment.

The Great Depression was gathering momentum by the time that
Keynes’s essay appeared in print. Great Britain had been in serious re-
cession ever since its return to gold in 1925. Given the time in which
it was written, its optimism about the future is notable. At this time
Keynes still saw the depression as a consequence of “the disastrous
mistakes we have made.” Britain’s plight was the “economic conse-
quences of Mr. Churchill.” A few years later events had brought him
to a more pessimistic view, namely that something was deeply wrong
with the capitalist economic system—that it was not capable of self-
regulation, of automatically recovering from shocks or mistaken poli-
cies. In the pessimistic view of the General Theory, saving is no longer a
capitalistic virtue that fuels economic progress and in due time makes
itself superfluous but a vice that tends to perpetuate depression. In the
event the depression not only lasted another decade but was followed
by the second “European War” that Keynes was hoping would be
avoided. Remarkably, his long-run optimism about economic growth
proved justified nonetheless. The power of compound interest has
made us richer today than he could imagine. Moreover economic prog-
ress has spread to parts of the globe that Keynes, in all probability,
gave not a thought when he prophesized that the economic problem
of “mankind” would be solved. He would not have envisaged the
sheer number: the billions—of people who have been swept into
the global division of labor.

He believed, however, that this compound growth was going to be
driven by the accumulation of capital just as he attributed the prosper-
ity of his own generation to past capital accumulation. Today we know
better. We know it is all in the Solow residual, and our problem is
merely that we do not know what it is that is in the Solow residual. He
was right, however, in predicting that productivity in food produc-
tion was about to increase as dramatically as had “already taken place
in mining, manufacturing, and transport.” Seventy-five years later it is
manufacturing that is following in the train of agriculture in the pro-
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portion of the working-age population employed in the sector. In the
time of our grandchildren, the number of assembly-line workers may
be no larger than that of farmers today.

Not many of Keynes’s long-term forecasts have stood the test of
three-quarters of a century very well. One might make the excuse that
the essay was written in a playful mood with the intent of being pro-
vocative, except that the evidence indicates that Keynes himself took
it rather more seriously than that.!® Nonetheless, it is the falsifiable
propositions of the paper that makes it interesting and no less so be-
cause a number of them turn out to be falsified. One may compare it
with Robert Lucas’s Presidential Address to the American Economic
Association,'! a paper equally preoccupied with the power of com-
pound interest. Lucas is concerned to argue that since “the problem of
depressions has been solved,”!? macroeconomists should switch their
attention from stability to growth. Even a minuscule boost in the
growth rate will “over 40 or 50 years” produce a change in welfare of
a magnitude such as to completely swamp the costs of cyclical varia-
tions of output in a fully employed economy. But Lucas attempts no
image of what this future economic welfare will be like. It is simply
the time-integral of growing consumption. Keynes gave his readers
more to reflect upon.

My great good friend, Robert Clower, loved to quote Keynes’s con-
cluding line wishing for economists who would be seen as “humble,
competent people, on a level of dentists.” Keynes must have found
this quip clever because he used it more than once. (Neither Keynes
nor Clower fulfilled much more than half of this desideratum.) Since
Keynes’s time economists have undoubtedly gained competence in
a number of dimensions (although perhaps not all). But humility re-
mains somehow in short supply.
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most purposive of human institutions,” namely compound interest.
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8 Economic Well-being in a
Historical Context

Benjamin M. Friedman

Are we better off than our great grandparents? Do we lead happier,
more satisfying lives than they did? And do we expect our great
grandchildren to be happier, and more satisfied with their lives, than
we are? In short, is there such a thing as human progress, and if so are
we attaining it from one generation to the next?

Today most citizens of economically advanced countries would
probably point first to the achievements of modern medicine. Surely
we are better off—and surely it makes us happier—that fewer of our
children die as infants. It likewise matters that diseases like smallpox
and polio, which within living memory killed or maimed millions, are
now largely under control or even eliminated. Since the discovery of
penicillin and other modern-era drugs, countless infections that once
were life-threatening have shrunk to the level of minor inconve-
niences.! Even cancer, in many cases, now yields to effective treatment
via surgery, chemotherapy, or radiation. Here, if nowhere else, is
unmistakeable evidence of progress.

Once we put advances in medicine aside, however, the claim that we
are better off in some fundamental sense is harder to establish. Yes,
there have been scientific advances, including expanded knowledge of
the world in which we live as well as the development of countless
practical applications of new technology. But few people would argue
that the average citizen is happier because we now know about sub-
atomic particles, or the nuclei of cells, or the age and size of the
universe. Similarly, while few of us would readily give up the opportu-
nity to travel quickly to another part of the planet, or see on television
events that are taking place (or have taken place) elsewhere, or live in
houses that are neither too cold in the winter nor too hot in the sum-
mer, whether our lives are really more satisfying as a result of these
advantages is harder to say. Our great grandparents knew none of



126 Benjamin M. Friedman

these developments; but were they less happy than we on that ac-
count? And will further advances that we can only perhaps imagine
enable our great grandchildren to lead happier lives than ours?

Keynes apparently thought so, although the mere improvement of
material living standards for their own sake was not what he had in
mind. Correctly predicting that the average income in the advanced
economies would continue to double every generation or two, he went
on to infer that in time most citizens would be sufficiently satisfied
with their material circumstances to regard “the economic problem” as
“solved,” and hence would be willing to devote a substantial part of
the ongoing expansion of production capacity to achieving ends other
than private consumption. And, here following the tradition of many
utopian thinkers of the nineteenth century whose understanding of the
underlying economic prospects was far less prescient than his, he fur-
ther speculated that in these circumstances society as a whole would
deemphasize the link between people’s personal role in the production
process and their claim on what gets produced, so that the typical indi-
vidual would spend far less time working than in his day but would
suffer no reduced access to the usual goods and services nonetheless.
As a result the chief problem, as Keynes saw it—indeed, “a fearful
problem for the ordinary person”—would be how to occupy the great
increase in leisure time.?

Keynes was wrong. His expectation of a four- to eightfold increase in
living standards over the hundred years from 1930 looks remarkably
on target. (For America it was even too modest; extrapolation of the
average increase in per capita income since Keynes wrote gives some-
what more than an eightfold gain over the hundred years.) But there is
little sign of the consequences he foresaw for private consumption, for
work effort, or for attitudes toward economic initiative and institu-
tional arrangements. The source of his error—puzzling in light of his
normally keen sensitivity to both the inner psychology of economic be-
havior and the consequences of that behavior’s playing out in an inher-
ently social setting—was his failure in this instance to bring just these
insights to bear in addressing what people seek from the goods and
services they consume.

Adam Smith, a century and a half before, had pointed to the unceas-
ing quest for improvement as a central and inherent element of human
nature. “[T]he desire of bettering our condition,” Smith wrote, “comes
with us from the womb, and never leaves us until we go into the
grave. In the whole interval which separates those two moments, there
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is scarce perhaps a single instant in which any man is so perfectly and
completely satisfied with his situation as to be without any wish of al-
teration or improvement.” Further, economic conditions were central
to the improvement that most people spent their lives seeking: “An
augmentation of fortune is the means by which the greater part of men
propose and wish to better their condition.”?

Keynes expected rising living standards to cause this desire for im-
provement to atrophy, at least in its economic dimensions. The reason,
in brief, would be satiation of people’s material wants (apart from
those, which he recognized but chose not to emphasize, motivated by
the desire to compete with other people). An eightfold increase from
what the average Brittan or American enjoyed in 1930, he thought,
would be sufficient for significant satiation to take place.

But as Smith had also observed—and others beside him, including
both Marx and Marshall—people’s sense of what constitutes a normal
everyday standard of living, and therefore what distinguishes progress
from the lack of it, adapts over time to whatever their circumstances
happen to be. “[A]ll men,” Smith wrote, “sooner or later, accommodate
themselves to whatever becomes their permanent situation.”* Similarly
Marshall noted that “after a time, new riches often lose a part of their
charms. Partly this is the result of familiarity.”® Surveys and other psy-
chological studies have repeatedly confirmed that people’s sense of sat-
isfaction depends less on their absolute living standard, at least once it
has advanced beyond some very basic level, than on how it is chang-
ing. Further, as Smith’s observation suggested, even notions of what
that “very basic” level is likewise appear to be highly sensitive to peo-
ple’s prior experience. (Even what it means to have the minimum basic
nutrition is, to a surprisingly great extent, a matter of accepted habit;
physical well-being improves with nutrition over a fairly wide range,
but in fact people can survive with very little nutrition.®)

The importance of improvements in living standards is likely to be
especially great in just the situation that Keynes had in mind, in which
technological advances are central to what makes the standard of liv-
ing rise in the first place. Keynes pointed to two bases underlying the
ongoing economic growth that had characterized much of the Western
world since the early eighteenth century, and that he foresaw for the
coming hundred years as well: capital accumulation and technological
change. But when changing technology is part of the underlying pro-
cess, economic growth provides people not only with higher incomes
that enable them to buy more of whatever they had before but also
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much that is new or improved. Much of what makes the modern
household different from that of 1930 is the profusion of devices not
yet invented, or even if known certainly not generally available, at
that time: air conditioners, television sets, home computers, washing
machines for dishes and clothes, to name just a few. Today many of
these conveniences are so commonplace in the economically advanced
countries that being unable to afford them is part of the accepted no-
tion of poverty. In time perhaps people might, as Keynes predicted,
reach satiation in their consumption of any given bundle of goods and
services. But by then new technology will have created new, and differ-
ent, goods and services to consume.

To be sure, as Keynes also acknowledged, part of what motivates
people to seek an ever higher standard of living is the desire not just to
live better than how they have become used to living themselves but
also to live better than others to whom they compare themselves. As
Mill put it, “Men do not desire merely to be rich, but to be richer than
other men.”” In this regard, of course, some individuals may succeed
but the quest is inevitably self-defeating in the whole.

This realization has led numerous economists, beginning with Thor-
stein Veblen, to argue that a form of market failure skews atomistically
determined economic behavior toward more work effort and more
consumption—and within the aggregate, more private consumption at
the expense of public goods, and within private consumption an over-
emphasis on “conspicuous consumption”—than would be consistent
with optimally coordinated outcomes.®

But socially competitive consumption is not the sole driver of the on-
going desire for higher standards of living, nor of the satisfaction peo-
ple take when their living standard increases even when others around
them are living better as well. The combination of habit formation (to
use the current-day economic term for it) and the desire for improve-
ment in one’s condition of life is importantly at work as well, and
while it is obviously impossible for everyone to succeed in living better
than everyone else, it is not only possible but plausible for all people to
live better than they, and their parents and grandparents, have lived
before. For just this reason Smith also argued that “it is in the progres-
sive state, while the society is advancing to the further acquisition,
rather than when it has acquired its full complement of riches, that the
condition of ... the great body of the people, seems to be the happiest
and the most comfortable.”
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Contrary to Keynes, therefore, most people never regard their “eco-
nomic problem” as solved. As habits adjust to whatever living stan-
dards have become customary, the aspiration for improvement always
begins from there. In America, for example, this is no less true today
(2006), when per capita income is $44,300, than it was in 1929 when
per capita income was only $8,300 in 2006 dollars. (Writing in 1930,
the latest data Keynes would have known was for 1929; besides, his
point was not simply about recovery from the Depression.) And it is
very likely to be true as well in 2030 even if, at the top end of Keynes’s
predicted range, per capita income has risen to $66,000—or better yet,
on an extrapolation of the trend since 1929, $74,700.

But contrary also to what some observers of this “hedonic treadmill”
have concluded, the consequences of habit formation do not imply that
people in 2030 (or today, for that matter) are no better off because of
the impressive record of economic growth along the way that Keynes
correctly foresaw. The importance of a rising standard of living lies
not just in the material improvements it brings to how individuals and
families live but in how it shapes the social, political, and ultimately
the moral character of a people. More often than not, rising living stan-
dards for a clear majority of citizens foster such characteristics of their
society as a whole as more open opportunities, greater tolerance, a
deeper commitment to fairness, and a more robust dedication to de-
mocracy. Experience shows that even societies that have already made
great advances in these very dimensions, including today’s established
Western democracies, are more likely to make still further progress
when their living standards rise. Conversely, when living standards
for the broad bulk of the population stagnate or decline, most societies
make little if any progress in any of these areas, and in all too many
instances they plainly retrogress.

A model of economic behavior that is capable of explaining these
observed tendencies combines habit formation and the importance of
relative incomes, for each of which we have ample empirical evidence,
with a further assumption: if people evaluate their living standards on
a relative basis, and use not one but two distinct benchmarks for com-
parison—so that their sense of well-being depends both on how they
live compared to how they have lived in the past and on how they live
compared to others around them—these two potential sources of satis-
faction with one’s life can be either complements or substitutes in the
standard sense used in representing consumer demand. If they are
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substitutes, so that getting ahead by either benchmark strictly dimin-
ishes the urgency that people attach to getting ahead by the other one,
then when everyone lives better than in the past, the effect is to dimin-
ish the importance that people attach to living better than everyone
else. Hence resistance to movements that allow others to get ahead is
softened, and aspirations for the public character of the society face
less opposition.

Hence citizens of Britain, America, and the other economically
advanced countries that Keynes had in mind are better off today be-
cause of the rise in living standards that he predicted—but simply not
in the way he expected. People still seek further increases in their mate-
rial living standard, and they still work hard to make that improve-
ment happen. How to fill leisure time is not most people’s problem.
Nor have most of these countries sharply skewed their consumption
toward public goods. But people almost surely do live in more open,
tolerant, fair, and democratic societies than they would have today
had there been no material gains during these seven decades. And it is
a good prediction that if economic growth continues along the upper
end of Keynes’s predicted range, these societies will make still further
progress along such lines in the future.

The same argument also applies, perhaps with even more force, in
parts of the world that Keynes did not have in mind. In many coun-
tries today even the most basic qualities of any society—democracy or
dictatorship, tolerance or ethic hatred and violence, widespread oppor-
tunity or economic oligarchy—remain in flux. In some countries where
there is now a democracy, it is still new and therefore fragile. Because
of the link between economic growth and progress in these essential
aspects of political and social development, the recent strong economic
performance in many countries in the developing world is welcome in-
deed. By contrast, the absence of growth in some of what we usually
call “developing economies,” even though they are not actually devel-
oping, threatens their prospects in ways that standard income and con-
sumption measures do not begin to suggest.

Considering the implications of rising living standards for develop-
ing economies highlights the possibility, for which there is also consid-
erable evidence, that the lines of influence between economic growth
and a society’s social and political structure do not run in only one di-
rection. It does not take much knowledge of economics to realize that
barring half of a country’s population from receiving an education or
from eligibility for certain jobs even if they are adequately educated,
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simply because of their sex, is unlikely to result in the optimal deploy-
ment of the country’s human resources. The same basic principle
applies to discrimination on racial or religious or ethnic lines. Research
also suggests that key institutions commonly associated with political
democracy—freedom of the press, the rule of law, and independent
judiciary review, for example—are likewise conducive of superior eco-
nomic performance. Even a more equitable distribution of income,
long thought to be inimical to economic development, now appears to
be a favorable influence in this regard.'” The idea that political and
social factors help shape a country’s economic growth prospects is in
no way inconsistent with the idea that the difference between rising
and stagnating living standards powerfully affects a country’s political
and social trajectory. For those countries in the developing world
where the resulting two-way interaction looks more like a vicious
circle than a virtuous one, the absence of economic growth is therefore
all the more problematic.

Even in the economically advanced countries, however—and even
with their better established and more secure democracies—some of
the same concerns are pertinent. Many countries with highly devel-
oped economies and well-established democracies, including Britain and
America, have experienced periods of economic stagnation in which
their democratic values and institutions have weakened, their commit-
ment to a fair society with open opportunity has eroded, and intoler-
ance has gained renewed acceptance. As Alexander Gerschenkron
once observed, even a long democratic history does not necessarily im-
munize a country from becoming a “democracy without democrats.”*!

What makes such concerns especially relevant today, in many of
what are already (by today’s standards) high-income countries, is the
combination of modest economic growth in the aggregate and widen-
ing inequality. In America, for example, since 2000 gross domestic
product has risen on average by 2.5 percent per annum after allowance
for rising prices. With population growth of 1.0 percent per annum,
the average increase in real per capita income has therefore been 1.5 per-
cent. This rate of growth is within the range predicted by Keynes, though
barely; with 1.5 percent annual growth, living standards would increase
modestly more than fourfold over a century. It is certainly slower than
the average growth rate realized in the United States since 1929.

What compounds the problem of slower aggregate growth is the
ongoing trend in distribution. As in most other advanced industri-
alized and postindustrial economies, America in recent decades has
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experienced a seemingly relentless tendency toward widening income
inequality. From the 1930s through the 1960s—even into the 1970s on
some measures—incomes were mostly becoming more equal. Since
then the reverse has been true. In 1974 the top twentieth of American
families received 14.8 percent of aggregate income and the top quintile
40.6 percent, while the bottom quintile received 5.7 percent. By 2005
the top twentieth’s share had risen to 21.1 percent and the top quin-
tile’s to 48.1 percent, while the bottom quintile’s share had fallen to
just 4.0 percent. Over the same years, the overall Gini measure of
inequality rose from 0.355 (0.348 in 1968) to 0.440.12

Just why income inequality has been widening in this way, not just
in America but throughout much of the industrial and postindustrial
world, remains an object of continuing inquiry. Most economists have
emphasized not only the rapid rate of technological change but, within
that change, the bias toward more intensive reliance on some skills and
parallel decreased use of others in the production process. In most
countries income inequality has increased not randomly, but systemat-
ically along lines of skill, education, and experience. Similarly some
kinds of jobs in the high-income countries (but not solely those requir-
ing no skill or education) are more exposed than others to competition,
or even replacement, by “offshoring” to the developing world. Still
other contributing factors to which research has pointed include, in
the United States, the disproportionate share of low-skill and low-
education workers among new immigrants, the decline of trade
unions, the lack of restraint from corporate governance on compensa-
tion of top executives, and the erosion in the real value of the legal
minimum wage. Clearly, some of these developments are matters of
public policy while others reflect more fundamental economic trends.
Likewise some are more readily reversed than others.

Regardless of the exact allocation of relative importance among
these and other potential causes, with only modest aggregate growth
the more unequal distribution has been sufficient to prevent the great
majority of the nation’s families—even those in the top quintilel—
from seeing any increase in real terms. For those in the bottom quintile,
the average income in 2005 dollars fell from $16,000 in 2000 to $14,800
in 2005. For families in the middle quintile, the decline was from
$57,500 to $56,200. In the top quintile, average income declined from
$177,900 to $176,300.3

Six years of stagnation does not represent a secular trend. But it sig-
nals a problem that goes well beyond the usual ups and downs of the
business cycle. Indeed, except for a period of rapid advance in the mid
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and late 1990s that was no longer than the current post-2000 decline to
date, incomes for Americans at or below the middle of the country’s in-
come distribution have been more or less stagnant for the past three
decades. For the average citizen the first half of the post-World War II
period was a time of rapid advance in material living standards. The
latter half of the postwar period has not been.

Nor is this problem limited to America. With differences in timing
and extent, many countries in Western Europe have likewise experi-
enced slower aggregate growth, and within that aggregate a widening
distribution of family incomes, in recent decades. So too has Japan,
albeit with even more idiosyncratic timing. Precisely the part of the
world’s economy that Keynes had in mind, in contemplating the conse-
quences of a four- to eightfold increase in living standards over the
coming century, is no longer delivering much if any increase for the
average citizen.

One implication, were this stagnation to persist, is that the social
transformations Keynes predicted—reduced emphasis on material in-
crease, reduced work effort, increased consumption of public goods—
would be unlikely. But experience suggests that they would have been
unlikely in any event. The more significant question is whether these
countries’ commitment to remaining open, fair, tolerant societies, and
the strength of their democratic institutions, would remain intact. Surely
no one expects a wholesale dismantling of existing social arrangements,
such as the abolition of public pension and health institutions, or the
repeal of laws that protect the standard civil liberties. Still less would
anyone predict political transformation from electoral democracy to
some other form of government in any of these countries. Experience
suggests, instead, that change takes place at the margins.

But change at the margin is significant nonetheless, especially when
it accumulates over time. If the current stagnation of incomes and liv-
ing standards for the broad cross section of citizens were to continue,
the likely consequence would rather be the re-emergence of familiar so-
cial, political and, yes, moral pathologies that have often afflicted eco-
nomically stagnant societies in the past but have typically atrophied
when a clear majority know that they are getting ahead and have con-
fidence that their living standard will continue to advance.

Whether such an outcome will take place, in either the economic or
the social and political dimension, is in significant part a matter of pub-
lic policy. Certainly for the United States, and most likely for the other
high-income countries as well, there is no lack of policies that, if imple-
mented, would simultaneously spur the rate of economic growth and
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contribute toward preserving and even enhancing a fair and demo-
cratic society. Pursuing economic growth is the source of important
positive social and political externalities. Moreover doing so through
policies that are at the very least congruent with the characteristics of
society that we treat as central to those positive externalities—indeed,
that in many cases reinforce them—is a principle with not just concep-
tual but practical force. When we debate policies that either encourage
economic growth or retard it, and even when we consider our response
to growth that takes place (or not) apart from the push or pull of public
policy, we would do well to keep these potential consequences in mind.
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9 Why Do We Work More
Than Keynes Expected?

Richard B. Freeman

When a rich man doesn’t want to work. He’s a bon vivant. Yes, he’s a bon vivant. But
when a poor man doesn’t want to work, He’s a laugher, he’s a lounger he’s a lazier
good for nothing He’s a jerk!

—E. Y. Harburg and F. Saidy, “When the Idle Poor Become the Idle Rich,”
Finian’s Rainbow (Broadway musical, 1947)

Pondering the increase in income per head of 2 percent or so per year
in the United Kingdom and other advanced countries for a century or
so, which thanks to the power of compound interest raised incomes
eightfold, Keynes foresaw a future world free from economic cares. He
predicted that incomes would increase massively in the next hundred
years and that the higher standard of living would produce an unpar-
alleled era of leisure, where humans would work “three hour shifts or
a fifteen hour week” and “do more things for ourselves...only too
glad to have small duties and tasks and routines.” Keynes’s grandchil-
dren would be bon vivants not good-for-nothing jerks because they
would be rich, but unlike the rich loungers of his era, whom Keynes
felt “failed disastrously ... (because they had) no associations or duties
or ties” the people of 2030 would lead more meaningful lives, doing a
modicum of useful work as well as other morally desirable activities.!
Keynes was right about the rise in incomes. Compound interest at
2.1 percent per year produces a eightfold gain in incomes. As a result
Keynes’s grandchildren have much higher living standards than
Keynes’s generation: home computers, the Internet, cars, color TVs,
huge medical advances, central heating (even in the United Kingdom),
cheap airfare travel to anywhere in the world, and so on. But Keynes
was wrong in thinking that this improvement in living standards
would lead us to greatly reduce our hours and spend more time doing
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small household or leisure tasks. To be sure, hours worked among
employed persons declined for much of the twentieth century but hours
then stabilized toward the end of the period at levels far above the
fifteen-hour work week that Keynes envisaged.? In every country
the proportion of women working in the labor market rose greatly. In
the United States the result was that between 1970 and 2005, hours
worked per adult in the labor market increased by 10 percent while
hours worked per adult in the household dropped.? A similar pattern
occurred in the United Kingdom in the 1980s and 1990s. Moreover in
both the United States and United Kingdom, where individuals have
great leeway in choosing hours and where earnings inequality gives
workers great incentive to put in long hours,* hours worked far
exceeded hours worked in continental countries such as France or Ger-
many, where union policies and legal institutions limit hours worked
and where earnings inequality is much lower.

The United States is the most striking counterexample to Keynes’s
prediction that increased wealth would produce greater leisure. The
United States has 30 to 40 percent higher GDP per capita than France
and Germany, but employed American work 30 percent more hours
over the year than employed persons in those countries. Since the
United States also has a higher proportion of the adult population
employed than France, Germany, and most other EU countries, the
average American adult works 40 percent more over the year than
the average European adult. Americans are so committed to work that
they don’t take four vacation days from the two weeks that they typi-
cally receive, whereas Europeans take almost all of their four to five
week vacations. And more Americans than Europeans say that they
want to increase hours worked than to decrease hours worked at given
wage rates.”

The decision of Keynes’s grandchildren to work so much is associ-
ated with a reversal of what had been an historic inverse relation be-
tween hours and pay. In past decades the poor have worked more
than the rich. They had to work long and hard to feed themselves and
their families. Work or perish. The rich, by virtue of their land holdings
or hereditary position in society, could be idle if that was their fancy.
The phrase idle rich had real meaning.

In the latter half the twentieth century the inverse relation between
hourly pay and hours worked reversed itself, at least in the United
States.® The workaholic rich replaced the idle rich. Those earning
higher pay worked more hours than those earning lower pay. There



Why Do We Work More Than Keynes Expected? 137

are surely persons of great wealth who contribute nothing to the na-
tional product and persons who gain wealth through criminal work.
But the typical high earner sits at the top of the earnings distribution
by working a lot on something that society values. The problem for
the highly paid today is not that of finding a modest amount of work
to fulfil what Keynes called “the old Adam” in human nature of want-
ing to do something useful, but of finding ways to reduce pressures to
work more. And, higher living standard or not, the problem for the
low paid is to find sufficient work to earn a decent living. For the low
paid it is a matter both of obtaining the money necessary to buy what
have become normal consumer goods in modern society, such as tele-
visions, washing machines, cars, cell phones, and computers, but also
having a sufficient buffer in income to enable them to pay the rent,
heating bills, and in the United States, medical expenses, as well as put
money away for retirement, even in an economic downturn.”

Why did Keynes miss the boat on work?

He missed the boat by failing to appreciate the power of economic
incentives to induce people, even those with high standards of living,
to work long and hard. He did not expect that the increased cost of
leisure due to rising wages would dominate the income effect that
induces people to take more leisure. This was nothing peculiar in his
expectation. Until the latter part of the twentieth century, when it be-
came clear that people were not going to reduce hours greatly as
income rose, most economists believed that the income effect was
more powerful than the substitution effect. Textbooks often displayed
backward-bending labor supply curves in illustrate the point. But the
race between the substitution and income effects turned out to be
more of a fair race than the sure-fire guaranteed winner that your local
tout promised. Among women, the substitution effect due to higher
wages for women dominated the income effect arising from the higher
income of their spouses, leading many women to leave the household
to work in the market. Among men, substitution effects greatly influ-
enced the timing of retirements, and appear to have become dominant
in decisions about hours worked, at least in conjunction with the
increased inequality and tournament style economic system that gives
the person who puts in an extra hour of work a potentially high
return—all of which outmodes the traditional textbook representation
of labor supply as a backward-bending relation.

Two other factors have enhanced the impact of the substitution effect
on work. The first is the increase in inequality that was most pervasive
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in the United States but occurred in other advanced countries as well.
Greater inequality enlarges the earnings gap between greater/lesser
success in the market and thus gives workers more incentive to work
long hours to succeed. Inequality, after all, involves not only a more
uneven distribution of earnings, which most citizens view as undesir-
able, but also greater incentives to rise in the earnings distribution
through hard work. If everyone is paid more or less the same, there
is little pecuniary reason to put in more hours to gain a promotion or
otherwise advance at work. By contrast, if pay varies greatly, there is a
sizable incentive to do what it takes to climb up the earnings distribu-
tion, including putting in long hours. Empirically, advanced countries
with higher inequality exhibit greater hours worked and a greater
desire by the population to work more hours. In the United States,
workers in occupations with high inequality work more hours than
those in occupations with low inequality.®

The second factor enhancing the substitution effect is the rise of per-
formance related compensation systems. Piece rate pay has declined in
manufacturing due to the advent of assembly-line and team-based
modes of production that make it difficult to ascertain the productivity
of individual workers, but in many lines of work firms pay workers in-
dividual bonuses. Commissions are common in sales jobs. Many firms
base wage increases on supervisors’ evaluations of individual perfor-
mance. Tournament reward systems, in which the firm promotes the
best performers over their peers, are widespread. Experiments with
tournament modes of pay show that increased inequality produces
more effort up to point. By analogy, increased inequality may also con-
tribute to hours worked.

Two other factors that Keynes did not foresee have also increased
work time. The advent of the computer and Internet make it easier for
many people to work away from their offices. In 2004, 10.2 million
American workers reported that they did unpaid work at home in ad-
dition to paid work at their workplace. These workers averaged 6.8
hours of additional work—essentially an extra day for which they are
not reimbursed beyond their normal pay.” With email and digitaliza-
tion of white-collar work, it is easy to do some work-related tasks at
home or after hours. The incentive for putting in the extra time is that
by completing or improving projects, employees can increase their
chances of being promoted or keeping their job if the firm has to lay
off workers. In an economy with considerable income inequality and a
low social safety net, these are sizable income incentives.
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The competitive pressure that globalization places on workers also
operates to induce longer hours worked. The spread of modern tech-
nology and education has created a world where low-wage workers in
developing countries, most prominently China and India, are competi-
tive with workers in advanced countries in ways that were unimagin-
able when Keynes wrote. Multinational firms can pressure workers in
advanced countries to work longer or harder or at reduced wages be-
cause firms have an ample supply of low-wage labor in developing
countries that can do much of the work. In the domestic economy,
immigrants often work long hours to succeed, and immigration has
been increasing rapidly even in traditional emigrant-sending European
countries. Off shoring of work based on modern technology and com-
munication further allows firms to move jobs readily to low-wage
sites.

As a sign of the global pressures for workers in advanced countries
to keep their nose to the grindstone, in 2006 Germany’s IG Metall
Union, which had been in the forefront of bargaining for reduced
hours of work in the German automobile industry, agreed to extend
its 29 hour work week to upward of 33 to 34 hours a week at Volkswa-
gen without any pay rise. In return the firm committed itself to invest
in German plants and to maintain production there. Absent the agree-
ment, Volkswagen would have laid workers off and shifted production
to lower wage countries.™’

What is most surprising about Keynes’s treatment of work in his
essay is not his incorrect prediction that higher incomes would cause a
huge drop in time worked, but his general disparagement of working
overall. Using the Professor in Lewis Carroll’s little known Sylvie and
Bruno, Keynes mocked the purposive man who invests in the future
as seeking “jam tomorrow and never jam today.” He attributed this
behavior to “the habits and instincts of the ordinary man, bred into
him for countless generations,” which creates a desire for work and an
excessively low discount rate in assessing the present in terms of the
future. In a world facing climate change and human destruction of the
environment, the idea that people give too much weight to the future
and not enough to the present in decisions seems well—misplaced, to
be it mildly. Rather than mocking purposive man with the passage
from Sylvie and Bruno, Keynes would have done better to pay atten-
tion to the invisible hand version of the Lobster Quadrille from Alice’s
Wonderland. Let me remind you of this passage, which seems apropos
to the world of Keynes’s grandchildren:!!
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“Will you work a little longer?” said the supervisor to the staff,
“There’s a new firm close behind us doing time and a half.
Low paid foreign labor threatens to win the market race!

We must put in more hours or else we’ll lose our place!

Will you, won't you, will you, won’t you put in extra time?

“Will you, won’t you, will you, won’t you do more for your dime?

“There is another shore, you know, upon the other side.

Where the socially excluded and unemployed reside

The further off from England the nearer is to France—

It’s your future, staff, unless you come and join the dance.

Will you, won't you, will you, won’t you put in extra time?

Will you, won't you, will you, won’t you do more for your dime?”

From the perspective of today’s debates over global warming and
climate change, Keynes’s preference for high discount rates also strikes
a peculiar chord, since it downgrades the danger that environmental
change poses a major disaster to future human life. Marshall’s prefer-
ence for a low discount rate would seem more appropriate for a world
that faces potentially catastrophic future risks, though the issue of how
to evaluate such risks and the discount rate to apply is a complicated
one.'? With hindsight, Keynes’s underlying postulate in his essay that
humanity had effectively solved the economic problem was excessively
optimistic, given the ensuing impact of economic production on the
environment.

One attraction of work—the intrinsic component, which Keynes pre-
sumably viewed positively as representing higher moral value—also
helps explain why his prediction of vastly reduced work hours is so
far off the mark. Since work produces income, which has positive value
to people, at the point where the person decides to stop working, the
marginal utility of work has to be less than the marginal utility of lei-
sure. But up to some infra-marginal point, work can be more desirable
than hours of leisure, even at zero wages. Surveys that ask people
about their life happiness find that unemployment is one of the major
drivers of self-reported unhappiness, and one that has a larger impact
than income per se.'”> Many people go to work for reasons beyond
money, and might prefer to work longer than Keynes'’s fifteen hours
a week under almost any situation. Workplaces are social settings,
where people meet and interact. On the order of 40 to 60 percent of
American workers have dated someone from their office. In the United
Kingdom many persons look forward to the staff heading to a nearby
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pub at the end of the day. In the United States, and to a lesser extent in
the United Kingdom, many people volunteer to work for charitable
causes without pay rather than lolling around the house as did the
idle rich in Keynes’s era. My guess is that Keynes would applaud
volunteer and charitable activities as good allocations of time, had he
focused on them, but his vision of a world with no economic problems
precluded some of the incentives that motivate such behavior.

In any case, we grandchildren are working far more hours than
Keynes expected us to do. Perhaps we are wrong in doing this. Per-
haps we should strive toward Keynes’s desired outcome—a more
leisurely world where people reject avarice, the pursuit of economic
gain, and the rat race of work. This normative view attracts diverse so-
cial critics and analysts today, for much the same reasons that it seems
to have appealed to Keynes.'*

At the risk of being seen as a killjoy, I have the opposite view of the
normative aspect of work and leisure. Rather than bemoaning purpo-
sive behavior, I applaud the internal adjustment mechanism that leads
us to take today’s consumption and happiness as given and to strive
for improvements. As members of a thinking species on a small planet
in a giant universe with no more than eighty to ninety years of life, I
think it is wrong to sit on our haunches and enjoy economic well-
being. We are, after all, in a great race—for life against death, for
knowledge against ignorance, for exploring and understanding the
world around us before the Big Contraction or Crash or whatever
comes next. And hard work is the only way forward. Evolution pre-
sumably imbued us with a work ethic for our survival and not for a
Garden of Eden existence. That is fine with me.

Keynes ended his essay by telling us that we ought not overestimate
the importance of the economic problem in the face of “other matters
of greater and more permanent significance,” without specifying those
“other matters.” He hoped that as economic scarcity diminished econo-
mists would become humble, competent people, on a level with den-
tists. Dentistry? Talk about dismal professions. My hope for us and for
our grandchildren is quite different. If by working hard and devising
new incentive and market forms and advancing our understanding of
economic behavior, economists can get ourselves thought of as vision-
ary creative social scientists, on a level with entrepreneurs or science
fiction writers or jazz musicians, that would be splendid! And if we
can’t be that cool, I'd rather be a sociologist than a dentist.
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In short, thank heavens Keynes was wrong about the strength of
human devotion to work. There is so much to learn and produce and
improve that we should not spend more than a dribble of time living
as if we were in Eden. Grandchildren, keep trucking.
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10 Context Is More Important
Than Keynes Realized

Robert H. Frank

The standard of living in the United States, as measured by GDP per
capita, has increased more than fortyfold since the end of the eigh-
teenth century. In his 1930 essay, Economic Possibilities for our Grandchil-
dren, John Maynard Keynes joined a large group of distinguished
thinkers who have predicted that people would experience great diffi-
culty filling their days once productivity increases eliminated the ne-
cessity to spend more than a token amount of time working. These
fears seem unfounded, even comical, in retrospect. Productivity has
continued rising sharply, sure enough, yet people are still working just
as hard as ever.

Keynes was, by all accounts, an extremely brilliant man. But this
specific prediction struck me as so absurd that I was eager to see the
details of how he defended it. My expectation was that upon reading
his essay, I would discover that he had mysteriously failed to take into
account the boundlessness of human desire. I was thus astonished to
encounter the following passage in which he acknowledged this possi-
bility only to dismiss it:

Now it is true that the needs of human beings may seem to be insatiable. But
they fall into two classes—those needs which are absolute in the sense that we
feel them whatever the situation of our fellow human beings may be, and those
which are relative in the sense that we feel them only if their satisfaction lifts us
above, makes us feel superior to, our fellows. Needs of the second class, those
which satisfy the desire for superiority, may indeed be insatiable; for the higher
the general level, the higher still are they. But this is not so true of the absolute
needs—a point may soon be reached, much sooner perhaps than we are all of
us aware of, when these needs are satisfied in the sense that we prefer to de-
vote our further energies to non-economic purposes.

But although Keynes was clearly aware that certain kinds of de-
mands might continue escalating without limit, in this passage he
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embraced far too narrow a view of the extent to which context shapes
demand. From the quoted passage, he seems to have believed that con-
text mattered only for goods that “lift us above,” or “make us feel su-
perior to, our fellows.” Like most other economists, he believed that
demands originating in such feelings are at most a minor component
of overall economic activity. I share that belief. Indeed few people are
consciously aware of any desire to outdo their friends and neighbors.
But the ways in which context shapes demand run far beyond such
feelings.

The specific source of Keynes’s error first became clear to me during
a conversation before a lecture I gave at the University of Chicago sev-
eral years ago. Three of us were waiting outside a restaurant when the
fourth member of our dinner party arrived at the wheel of a brand new
Lexus sedan. Once we were seated at our table, the Lexus owner’s first
words to me were that he didn’t know or care what kinds of cars his
neighbors and colleagues drove. As it turned out, I had had numerous
conversations with this gentleman over the years and found his state-
ment completely credible.

I asked him why he had chosen the Lexus over the much cheaper,
but equally reliable, Toyota sedan from the same manufacturer. He
responded that it was the car’s quality that had attracted him—things
like the look and feel of its interior materials, the sound its doors made
on closing, and so on. He mentioned with special pride that the car’s
engine was so quiet and vibration-free that the owner’s manual posted
warnings in red letters against attempting to start the car while its en-
gine was already running.

I then asked him what car he had been driving before trading up. I
forget what he said, but for the sake of discussion will suppose that it
was a five-year-old Saab. I asked him how he thought people would
have reacted to his Saab if it were possible to transport it back to the
year 1935 in a time capsule. He answered without hesitation that
anyone from that era would have been extremely impressed. The car’s
acceleration and handling would have felt spectacular; its interior
materials would have amazed people; and its engine would have
seemed unbelievably quiet and vibration-free. His own evaluations of
his former car were of course strikingly different on each dimension.

We then discussed what a formal mathematical model of the de-
mand for quality might look like, quickly agreeing that any reasonable
one would incorporate an explicit comparison of the car’s features with
the corresponding features of other cars in the same local environment.
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Cars whose features scored positively in such comparisons would be
seen as having high quality, for which consumers would be willing to
pay a premium.

Such a model would be essentially identical to one based on a de-
sire not to own quality for its own sake but rather to outdo, or avoid
being outdone by, one’s friends and neighbors. Yet the subjective
impressions conveyed by these two descriptions could hardly be more
different. To demand quality for its own sake is to be a discerning
buyer. But to wish to outdo one’s friends and neighbors is to be a
boor, a social moron. To be sure, there are people whose aim is to
flaunt their superiority over others. But most of us do our best to avoid
such people, and the fact that we succeed most of the time suggests
that they are relatively rare. My point is that by placing the desire to
outdo others at the heart of his description of the category of goods
whose demands are shaped by context, Keynes confined that category
to the periphery.

But the demand for quality is simply not limited in this way. It
applies to virtually every good, including basic goods like food. When
a couple goes out to dinner for their anniversary, for example, the
thought of feeling superior to their friends and neighbors probably
never enters their minds. Their goal is just to share a memorable meal.
But a memorable meal is a quintessentially relative concept. It is one
that stands out from other meals.

Can anyone really doubt that the standards that define a memorable
meal are highly elastic? When my wife and I were living in Paris a few
years ago, we went out to dinner with well-to-do friends who were
visiting from the United States. The restaurant we chose had a good
reputation and, by our standards, was not cheap. My wife and I
enjoyed our meals enormously. But it was clear that our friends found
theirs disappointing. I'm confident that they were not trying to impress
us or make us feel inferior. By virtue of their substantially higher
income, they had simply grown accustomed to a higher standard of
cuisine.

There are no obvious limits on the extent to which quality standards
can escalate, since the richer we become, the more we are willing and
able to pay for memorable experiences. Even if you choose the least ex-
pensive wine on the list, dinner for two at Sketch in London can easily
top $700. For that price, you'll get a memorable meal. But productivity
will continue growing, and it is just a matter of time before the price
of a memorable meal becomes twice that amount. As our incomes
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rise, chefs will discover novel ingredients and new ways of combining
them with traditional ones into ever more interesting and exciting
meals.

As we approach the frontiers of existing quality standards, even mi-
nor quality improvements can be enormously expensive. Until recently,
for example, the Porsche 911 Turbo was considered perhaps the best
all around sports car that money could buy. Priced at over $150,000
with even minimal options, it handles impeccably and completes the
standard zero-to-sixty sprint in a blistering 3.9 seconds. But in 2004
Porsche raised the bar with its new Carrera GT, which handles slightly
better than the Turbo and beats its zero-to-sixty time by two-tenths of a
second. People who really care about cars find these small improve-
ments genuinely exciting. To get them, however, Carrera GT buyers
must pay almost three times as much as for the 911 Turbo.

Quality standards have escalated sharply even for bicycles, the sim-
plest form of transportation other than walking. The lighter a bicycle
is, the better. But manufacturers have long since exhausted the cheap
and easy ways of making bikes lighter. The Serotta Ottrott frame,
hand-built from carbon fiber and titanium, sells for $5,300. People who
care enough to buy that frame will also want wheels with carbon-fiber
rims, steel spokes, and aluminum hubs ($2,500 a pair); carbon-fiber
forks ($600); and Shimano Dura-Ace brakes, derailleur, crankset, cables
and shifters ($3,000). Add a seat post, seat, headset, pedals, and a cus-
tom paint job and you have a bike that sells for $14,210. For the mo-
ment, it’s a bike that any enthusiast would love to ride, even someone
who didn’t care at all about feeling superior to others. But at some
point soon, it, too, will seem out of date.

I 'am laboring the point, because it is an important one. The demand
for quality is universal and inexhaustible. Keynes and others were thus
profoundly mistaken to have imagined that a two-hour workweek
might someday enable most people to buy everything they ever
wanted. That will never happen.

Keynes did, however, make one other specific prediction in his essay
that has proved strikingly on target, at least in some countries. Thus,
he wrote, “I see us free, therefore, to return to some of the most sure
and certain principles of religion and traditional virtue...that those
walk most truly in the paths of virtue and sane wisdom who take least
thought for the morrow.” Here, Keynes envisioned a day in which
living standards would be so high that people would no longer feel
compelled to accumulate additional capital. In the United States that
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Figure 10.1

Personal savings rate in the United States: Personal savings rate (PSAVERT).

Shaded areas indicate recessions as determined by the NBER, 2006, Federal Reserve Bank
of St. Louis (research.stlouisfed.org). Source: US Department of Commerce: Bureau of Eco-
nomic Analysis.

prediction has been realized with a vengeance—although not for the
reasons he imagined.

Thus, as shown in figure 10.1, the American personal savings rate
began a steady decline in the mid-1980s and actually became negative
in 2005, the first time that has happened for an entire calendar year
since the Great Depression. This decline does not appear to have
resulted from Keynes’s prediction that the desire for additional con-
sumption goods would eventually be sated. On the contrary, our debt
levels and bankruptcy filings now stand at record levels, and when we
take more time off from work, it is only when legislation either requires
or encourages us to do so.

The decline in personal savings rates is especially puzzling in light of
the fact that income and wealth inequality have been rising sharply in
the United States in recent decades. Although the reigning permanent
income and life-cycle theories of savings claim that the rich save at the
same rate as the poor, people who actually work with the data have
long since conceded James Duesenberry’s point that the rich save at
much higher rates. So if most of the income gains in recent decades
have been accruing to top earners, it would seem that aggregate sav-
ings rates should have been rising, not falling.

Here, too, a possible reconciliation of the apparent contradiction is
suggested by the influence of context on demand. Evidence suggests
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that spending by the wealthy has little direct effect on the consumption
context that shapes spending by middle-income consumers. For people
at all income levels, what matters most are the expenditures of others
with similar incomes. And data suggest that no matter how we sub-
divide the population, we see a similar pattern of increased inequality.

Thus, in each group, most income growth is confined to the top
quintile of earners, with little significant income growth experienced
by others.! For example, this pattern is observed for college graduates,
engineers, dentists, and real estate agents. The pattern also repeats
itself as we move up the income ladder. Among the top quintile of
earners, for instance, the lion’s share of all income growth has been
captured by the top 1 percent. Among the top 1 percent, similarly,
most of the income growth has gone to the top one-tenth of 1 percent.

The upshot is that during the last several decades, most consumers’
incomes have failed to keep pace with those of people at the top of their
respective personal reference groups. Within each group, increased
incomes of top earners have led those people to spend more, which in
turn appears to have induced other members of the group to have
spent more as well, even though their incomes have not grown signifi-
cantly.? In short, even though we are richer now, on average, the local
contexts in which we operate have also shifted. In relative terms most
of us, even the very rich, are poorer than in the past, and hence per-
haps our declining savings rate.

Keynes, of course, was hardly the only economist to have ignored
the central role of context in shaping demands. Indeed neoclassical
models continue to assume that utility depends only on the absolute
amount of consumption in each category. These models completely
ignore any possible role of context.

Failure to incorporate the influence of context is responsible not only
for prediction errors of the sort that Keynes and others have made but
also for even more important errors in welfare analysis. Conventional
invisible hand theorems say that efficient allocations result when peo-
ple decide individually how to spend their incomes in unfettered mar-
kets. But if context shapes demand more heavily for some goods than
others, these theorems no longer hold. Conventional models that incor-
porate context portray welfare-reducing distortions analogous to those
we see in military arms races.

The essential idea can be grasped easily by asking yourself which of
the following two worlds you would choose if you were society’s me-
dian earner:
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A: You save enough to support a comfortable standard of living in
retirement, but your children attend a school whose students score in
the twentieth percentile on standardized tests in reading and math, or
B: You save too little to support a comfortable standard of living in
retirement, but your children attend a school whose students score
in the fiftieth percentile on those tests.

Because the concept of a “good” school is inescapably relative, this
thought experiment captures an essential element of the savings deci-
sion confronting most middle-income families. In most jurisdictions,
after all, school quality is strongly correlated with the average price of
houses in the corresponding neighborhoods. There are perhaps no ex-
penditure categories for which context is more important than those
that can ensure that our children will enter adulthood successfully.
And buying a house in a safe neighborhood with good schools is per-
haps the most important such expenditure.

If others bid for houses in better school districts, failure to do like-
wise will often consign one’s children to inferior schools. Yet no matter
how much each family spends, half of all children must attend schools
in the bottom half. The choice posed by the thought experiment is one
that most parents would prefer to avoid. But when forced to choose,
most say they would pick the second option.

Of course, saving less today means having to endure a lower stan-
dard in retirement. But even though context surely matters for the
evaluation of future consumption, most parents would be willing to
tolerate reduced living standards in retirement if that meant being able
to provide a better environment for their children today.

When the extent to which context shapes demand differs across
domains, the general result is that expenditure shifts in favor of the
domains most sensitive to context, reducing aggregate welfare in
the process. As noted, this claim is precisely analogous to the claim
that closely matched rival nations tend to spend too much on military
armaments. A necessary and sufficient condition for the latter claim
is that relative position matters more for armaments than for other
goods—a condition that surely holds in practice. Being less well armed
than rivals puts a nation’s political independence at risk. And although
the utility from consumption of nonmilitary goods may also depend
on the corresponding levels of consumption in other countries, the con-
sequences of having fewer toasters and televisions are much less severe
than the consequences of being less well armed.
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In the private consumption arena, credible evidence suggests that
the sensitivity of demand to context differs sharply across multiple
domains.®? Demands for leisure and safety, for example, are far less
sensitive to context than consumption demands generally, which is
consistent with the observation that most societies take collective steps
to promote both leisure and workplace safety. Yet despite the existence
of norms, laws, and regulations that stimulate consumption of goods
whose demands are least sensitive to context, substantial welfare losses
remain. Elsewhere I have described how switching to a steeply pro-
gressive consumption tax would boost savings and help eliminate
welfare losses of several hundred billions of dollars a year or more in
the United States alone. This claim has been energetically contested.*
Yet the premises on which it rests are completely uncontroversial.®

What is perfectly clear, in any event, is that Keynes needn’t have
fretted about the possibility that our grandchildren might someday
feel hard pressed to fill their days. The economic challenge, as he called
it, will always be with us. Local context shapes perceptions of quality,
the demand for which knows no limits.

Economic historians will someday struggle to explain how the pro-
fession could have ignored the seemingly obvious influence of context
for so long. The key to explaining this anomaly is that Keynes, like
most other economists, understood this influence far too narrowly.

Notes
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11 The End of (Economic)
History

Jean-Paul Fitoussi

Some papers, for reasons that remain at least partially obscure, leave a
persistent trace in intellectual history. Such is the case with Keynes’s
Economic Possibilities for our Grandchildren, although it never attracted
much attention within the economic profession, besides reference here
and there to the power of simple economic calculations: “The greatest
economists of my lifetime have been extraordinarily wise in guessing
by rule of thumb what the more elaborate models of the cliometricians
will derive after tedious calculation” (Samuelson 1983). A possible ex-
planation is that Keynes, in freeing himself from economic rigor, is
attempting to unveil his moral philosophy. There is nothing wrong in
such an attempt as it is utterly normal that a thinker of the caliber of
Keynes undertakes to look beyond his own field. Because a great econ-
omist is not necessarily a great philosopher we should not ab initio
expect the result to be at the level we are accustomed to in reading
Keynes. But we should nevertheless expect it to be worthwhile, as
what matters is not so much the way Keynes answers the questions he
poses but the nature of the questions themselves. Could the very func-
tioning of the capitalist system lead to the solution of the economic
problem and hence to the end of capitalism itself? Would an era of
abundance entail a radical change in the system of values on which
capitalism presently relies? What can the life of the people in the new
era reasonably expected to resemble?

The answers by Keynes to these questions are grounded on three ele-
ments: arithmetic, the neurosis of capitalism, and the communism of
the elites.

Arithmetic

At the beginning of Keynes’s reflection is the calculus of compound in-
terest and its well-known spectacular outcome when applied to long
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periods of time. At a rate of growth of 2 percent any figure will be mul-
tiplied by 7.5 in a century. So would be the GDP per capita of human
beings living in the civilized world, thanks to capital accumulation
and technical progress.' Keynes is prudent enough to give a multiplier
lying in between 4 and 8. With insight backed by powerful intuition, a
back-of-the-envelope calculation may deliver more truth than the most
sophisticated model. That is the most robust element of Keynes’s pa-
per. One could quarrel with the mercantilist view of capital accumula-
tion developed in the paper or with its explicit focus on developed
“progressive” countries—Europe and the United States. But even if he
would have taken into account the developing countries, Keynes'’s pre-
diction would not have been that wrong, thanks to China, India, Brazil,
and the like, before 2029 which is the time horizon of the reasoning.

So what? Would the economic problem of humankind be resolved
by an eightfold increase of all economic dimensions but the popula-
tion? The answer by Keynes is a straightforward yes, because such an
increase will allow the satiation of what he calls “the absolute needs.”

True, Keynes is well aware that relative needs—keeping up with the
Joneses—will never be satiated, but he thought that to the extent that
the needs of the first type would be satisfied, those of the second type
would become of a second order of importance. Implicitly, he thinks
that the rush to fulfil the desire for superiority will appear so remote
from the search for the good life that it will soon be recognized as a
mental disease rather than a sign of strength. Indeed Keynes is refer-
ring to the nervous breakdown “which is already common enough in
England and the United States amongst the wives of the well-to-do
classes, unfortunate women, many of them who have been deprived
by their wealth of their traditional tasks and occupation....” Of course,
Keynes was not predicting that in one century from now we should
expect a general “nervous breakdown” because “mankind will be
deprived of its traditional purpose.” We would progressively learn
how “to devote our further energies to non-economic purpose.”

But here sheer arithmetic should have rung a bell in Keynes’s ears:
nowhere in the paper is Keynes concerned with income distribution,
nor is he expressing the idea that inequalities will progressively, if not
disappear, at least significantly shrink. Now an eightfold increase of all
percentiles of the income distribution leads to an eightfold increase
in the absolute differences between the percentiles. Relativities stay
unchanged, but the range of the distribution is becoming so huge that
it will make people of the same society live in entirely different planets.
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In the 1920s inequalities were considerable, perhaps as considerable as
in the belle époque. Keynes was well aware of that state of affairs in
other texts; as in The General Theory, he considered income and wealth
inequalities as one of the two flaws of our system, the other being un-
employment. But in Economic Possibilities he disregards completely the
question as the following quotation of the paper shows: “Let us, for
the sake of argument, suppose that a hundred years hence we are all
of us, on the average, eight times better off in the economic sense than
we are to-day.” Now even if the utility function of every household is
of a lexicographic type, we are not sure that an eightfold increase in its
income will allow it to satisfy its absolute needs.

Here ends arithmetic and begins the complexity of human nature.
How can we define “absolute needs”? Like Marx, by the value of the
goods necessary for the reproduction of the workforce of a wage
earner? Or by what Ricardo calls the subsistence level of wage? Are ab-
solute needs independent of time and place? Were they the same at the
beginning of the twentieth century and are they now? Answers to
these questions are crucial to Keynes’s thesis. A straightforward yes
would mean that he is right, a no that we are in trouble. And I think
we are in trouble: a human being is a social being, and this has far-
reaching consequences. One of them is on the definition of “absolute
needs.” If we depart from the fiction that economic agents are Robin-
son Crusoes, we have to define absolute needs as those whose satisfac-
tion allow social inclusion, and not, as Keynes does, those “that we feel
whatever the situation of our fellows human beings may be.” But that
means that absolute needs are relative after all! They are relative even
if we do not take account of social interaction: life expectancy has
increased with time thanks to the progress of medicine and hygiene
and to the increased quality and diversity of the basket of goods aimed
at satisfying the “absolute needs.” They are relative because there is no
such a thing as a one-to-one mapping of specific goods to each “abso-
lute need.” They are relative because at a certain date and place, goods
are more or less satisfying the needs to which they apply: think of
glasses, water, bathroom heating system, medicine, prostheses, beds,
and the like. The demand for a better match between goods and needs
seems to be boundless and constitutes one of the more powerful
engines for scientific research and innovation—in short, progress. The
taxonomy of needs between absolute and relative is too crude to serve
as a hierarchy for human wants. Even if we limit ourselves to the fulfil-
ment of subsistence needs, we have to admit that the degree with
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which goods may satisfy those needs may vary widely with the quality
of the goods (e.g., think of the complementarity between goods” qual-
ity and health). Hence the positional concern of consumers is not the
only sign of nonsatiation of needs; the search for a better life suffices.

Why does a brilliant’s mind like Keynes rely so heavily on such a
simplistic characterization of human needs? One possible answer is
that he uses it as a rhetoric devise to belabor his point “that the eco-
nomic problem is not—if we look into the future—the permanent
problem of the human race.” For all of us who believe in economic
and social progress, this statement may be exaggerated, but not
entirely wrong. There is little doubt, if we learn how to avoid the poten-
tial catastrophes emerging from our time and mode of development—
such as climatic change, wars—that economic and social progress will
in a remote future lead to the resolution of the most pressing economic
problems on a global scale. At least we could hope that a time will
come when the economic problem will no more be as it is today, a
question of life and death. I am writing these lines from France, a very
rich country where each week brings its news of the death of some
homeless person. But the social protest against homelessness is very
strong, and all political parties have agreed to sign a charter to put
an end to such a state of affairs. There also exist in France “restaurants
of the heart,” privately funded establishments that serve millions of
lunches and dinners to the needy, and their number has been increas-
ing year to year since the early 1980s. Indeed it is feasible to believe
that essential needs will be satisfied in a not so remote future. To be-
come reality, this utopia needs at least two conditions, an increase of
the standard of living through compound interest, and social cohesion,
that is the refusal by members of society to endanger the life of the
poorest through a lack of redistribution. But that will not mean that
the economic problem will be solved, rather that its nature will change.
There is no such a thing as a stationary state, where with all needs be-
ing satiated, humankind will cease to hope for a better future, at least
on earth.

Another complementary interpretation is that Keynes is trying to op-
pose a “modern” view to the grand (but melancholy long-run) dynam-
ics of the classics. Keynes seems to be addressing Ricardo, Malthus,
and Mill.? They were the theorists who set the stage for Carlyle to call
economics “the dismal science” with the specter of stagnation as the in-
evitable long-run fate of economic prophecy, mainly due to diminish-
ing returns. In Economic Possibilities Keynes is extolling the virtues of
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increasing returns, hence his affinity with Solow, Lucas, and compound
interest. After all, if increasing returns and compound interests trees
can, so to speak, grow sky high—the end of scarcity—and the avarice
of Nature as emphasized by the classics is no longer a limiting factor.

But the emphatic tone Keynes is using throughout the essay aims at
a more definitive conclusion: that of the solution of the economic prob-
lem. He has to believe in his own taxonomy of needs to reach such a
conclusion. How could it be? A possible explanation lies with his un-
derstanding of Freud’s contribution. According to Skidelsky, “Keynes
was fascinated by Freud’s reflection on the pathology of money,
particularly its association with the anal sadistic character, and by the
Freudian mechanism of sublimation. Freud enabled him to build on
his insight into the sacrificial nature of capitalism, first expressed in
Keynes’s The Economic Consequences of the Peace. Here the price of
economic progress is seen as the cultural deformation of the ‘rentier
bourgeoisie” who have sacrificed the ‘art of enjoyment’ to ‘compound
interest.”” The “love of money” that Keynes seems to associate with
the satisfaction of relative needs is thus indicative of a neurotic disposi-
tion, and in a world where all the material needs are satisfied, the
course toward differentiation would appear inadequate so as to be re-
mote from the good life. Keynes is drawing on pathological cases for
some general conclusions. Psychoanalysis is teaching that human
desire cannot be satiated because of a permanent, boundless human
search for fulfillment. Of course, desire and needs are not the same
thing. But it can easily be imagined how the boundlessness of desires
translates into the boundlessness of needs.

The Unlovable but Unavoidable Capitalism

Pathological cases aside, Keynes nevertheless expects a prosperity
whereby it is “in the long run that mankind is solving its economic
problem.”? Of course, the road to prosperity is never smooth, but those
who are intelligent enough would discern under the surface “the trend
of things.” So the time will come when economic history will end. This
is the message Keynes wanted to convey to his readers in prophesizing
the withering away of the problem of economic scarcity. The illusion
of the end of history has re-emerged recently in Francis Fukuyama'’s
thesis. For Keynes it is the end of the struggle for subsistence that leads
to the end of (economic) history. For Fukuyama, it is the end of the
struggle between ideologies and the triumph of liberal democracy that



156 Jean-Paul Fitoussi

leads to the end of history, tout court. It is interesting to notice that both
conclusions are consequences of a dichotomy—between absolute and
relative needs in Keynes’s essay, and between Soviet socialism and lib-
eral democracy in Fukuyama’s book. The prophecy of the end of his-
tory seems hence to be the outcome of a narrow, partial vision of the
world. But here the similarities end. In Fukuyama’s view, it is the satis-
faction of the need for recognition by liberal democracy that provides
the end point for history. In contrast, the need for recognition would
rather be classified by Keynes within the range of relative needs. Hence
on this point their conclusions are incompatible.

Furthermore there was a period when the feelings of Keynes about
Soviet socialism were ambiguous. In the article he published upon his
return from Russia in the October 25, 1925, issue of The Nation (“Soviet
Russia”), he even asserted: “It is here [Russia] that we feel from time to
time, despite poverty, stupidity and oppression, that lies the true labo-
ratory of life.” Indeed most of the arguments of Economic Possibilities
are already contained in this article.

What Keynes disliked most about capitalism is that economic means
are an end in themselves, but he found Soviet socialism to be even
more detestable both as a political and an economic method. Hence if
capitalism is taken as an efficient means—however disgusting it may
sound—and the advent of pure communism as the only moral end of
any economic system, compound interest will lead to that end. In other
words, there are at least two ways to reach abundance, through Soviet
socialism and through capitalism. While the former explicitly moves in
that direction—in promising after a period of transition the advent of
pure communism in a world of abundance—the infringement of free-
dom was not something Keynes was ready to accept: “Comfort and
habits let us ready to forgo, but I am not ready for a creed which does
not care how much it destroys the liberty and security of daily life,
which uses deliberately the weapons of persecution, destruction and
international strife” (Keynes 1925, p. 258). Capitalism is thus to Keynes
the surer way, and although he does not find much to recommend to
it, its efficiency as a method to increase the standard of living was
proved in past centuries. Capitalism might be morally inferior, because
of less attractive human behavior and because vices are confused with
virtues, but in Keynes’s new era “we shall be able to rid ourselves of
many of the pseudomoral principles which have hag-ridden us for
two hundred years, by which we have exalted some of the most dis-
tasteful of human qualities into the position of the highest virtues. The
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love of money as a possession. ... will be recognised for what it is, a
somewhat disgusting morbidity, one of those semi-criminal, semi-
pathological propensities which one hands over with a shudder to the
specialists in mental disease.”

One cannot but agree with Keynes’s view that economic progress
should serve moral objectives and yet disagree with the caricatured
picture he gives of capitalism. If avarice, the exaction of usury, the
love of money were the main characteristics of capitalism, certainly
the system would not be efficient and able to deliver, even several centu-
ries ahead, the fruits of abundance. If purposiveness has always to be
considered a vice, investment, education, and entrepreneurship would
have to be considered sins. Whatever the world in which we live, it
would be hard to understand why carpe diem is always morally supe-
rior to the action we must undertake in consideration of tomorrow and
even the day after tomorrow. It may even be that the moral strength
of capitalism is its consequentialism as it can lead to intergenerational
altruism. As Edmund Phelps forcefully argued in his Nobel Lecture,
a good economy—via entrepreneurial capitalism—may even deliver a
good life.

Elite Communism

Any articulated proposition can be considered a metaphor, combining
the idiosyncratic circumstances in which we live, the fashionable ideas
of our time, our moral judgments about the social framework, and a
vision of the world that we dream will prevail—dream, not hope
as sometimes we do not want our dreams to come true. Then we have
to recognize that Keynes’s Economic Possibilities contains all these ele-
ments of a metaphor.

This is why, depending on the angle from which his essay is viewed,
his thinking may appear sophisticated or simplistic, as almost right or
exactly wrong. In particular, Keynes’s calculation is almost right, his
rejection of capitalism—because of the greediness it exacts from eco-
nomic agents and their egoistic behavior—is not so badly founded.
But there are many moral principles, and the one Keynes seems to
prefer is not so superior indeed! It is a pity to find in a paper so great a
contempt for so many categories of people: the purposeful, the Jews,
the wealthy classes, the wives of the well-to-do classes, and so forth.
“Yet it will be only for those who have to do with the singing that life
will be tolerable and how few of us can sing!...But it will be those
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peoples who can keep alive, and cultivate into a fuller perfection, the
art of life itself and do not sell themselves for the means of life, who
will be able to enjoy the abundance when it comes.” This kind of arro-
gance is all but sympathetic; it is so idiosyncratic of Keynes’s milieu, so
remote from the virtues he seems to praise that it is no wonder that it
did not pass the proof of time.

The “educated bourgeoisie,” those who had been at Eton and fre-
quented the Bloomsbury circle, are those who are elected to the new
paradise after the end of economic history. They had the luck of bene-
fiting from the then luxury goods, higher education, an understanding
and appreciation of the arts and music, and so on, because they had
the means to pay for these pursuits and the leisure time to enjoy them.
The others, “the ordinary persons with no special talents,” will have to
elevate themselves in order to benefit from the new freedom they are
entitled to. The first, rather than the last, will, on the contrary, be
chosen to enjoy this paradise. Keynes here, somewhat naively, nods to
Freudian sublimation. Only those who are able to sublimate their non-
satiated relative needs to a higher ideal can find their way to paradise.
“We shall honour those who can teach us how to pluck the hour and
the day virtuously and well, the delightful people who are capable of
taking direct enjoyment in things, the lilies of the field who toil not,
neither do they spin.”

Elite communism may appear to be a contradictory phrase, but
Keynes’s wording does not allow for any other interpretation. Of
course, with time and in a world of abundance one might expect the
class of elites to become larger. But such enlargement could well lead
to Schumpeter’s prediction as interpreted by Samuelson: “That ratio-
nality of Capitalism which makes for productivity will serve to corrode
the irrational sentiments of social cohesiveness. The spoiled children of
affluence will reject their parents and heritage. Their self-hate will lead
to boredom and anomie.” I prefer, without hesitation, the conclusion of
Keynes that an increase in the standard of living will help cure us
of our neurosis over that of Schumpeter according to which it will
aggravate it. It is not pure chance that capitalism, with its built-in
Keynesian mechanisms—a system that Schumpeter calls capitalism
under an “oxygen tent”—has been a success story since the end of
World War II, which even Lucas (2003) recognizes.

But I do not understand Keynes’s position when he asserts that we
should value ends above means. First, it appears to contradict Keynes’s
own rejection of socialism: he finds the Soviet regime detestable as a
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means but not its end, which seemed to him to contain the germ of an
ideal (“Soviet Russia”). Second, and more important, such a principle
is morally highly questionable. The caricatured Machiavellian principle
according to which the ends justify the means has led in the past to the
most abominable, atrocious actions of mankind and today it helps to
justify terrorism and torture. It is why, already for a long time, it has
been consensually agreed at least in the democratic countries of the
world to obey the Gandhian principle that on the contrary the ends do
not justify the means. One can attempt a generous interpretation of
Keynes’s assertion, according to which he wanted to alert the reader
on a possible confusion between ends and means. After all, such confu-
sion is very common nowadays, so common that it frequently leads
to an inversion in the hierarchy of socioeconomic objectives (a lower
level of public debt rather than a higher level of employment; a bal-
anced trade account rather than a higher level of growth, etc.). But it is
difficult to believe that a thinker of Keynes'’s caliber does not pay atten-
tion to the words he uses, especially in the final version of a paper that
he had already presented several times.

I end this reflection with mixed feelings. What is remarkable in “the
economic possibilities” is the powerful intuition of Keynes and even
more remarkable the nature of the questions he poses. Each and every
economist should try to answer the question of the ends of the eco-
nomic system and of its possible end. Maybe this would lead them to
consider their discipline differently. What is deceptive is the naivety
with which Keynes deals with human needs and even more deceptive
his arrogance and the questionable moral that goes with it. Of course, I
know that Keynes condemned Nazism as early as 1933, but I know
also that for reasons that pertained to an exactly inverse perspective
than that of “the economic possibilities”—the short-medium run rather
than the long term—his preface to the German edition of The General
Theory was very ambiguous vis-a-vis the German regime.

Notes

The quotations are from The Economic Possibilities for our Grandchildren unless otherwise
specified. I am very much indebted to Vela Velupillai for helpful comments on earlier
versions of this chapter.

1. Ever since, the power of compound interest has always amazed economists. As Lucas
wrote: “in Korea, over the same period [1960-1988], per capita income grew at 6.2 per-
cent per year, a rate consistent with the doubling of living standards every 11 years.”
And Lucas concluded: “If we understand the process of economic growth...we ought to
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be capable of demonstrating this knowledge by creating it in these pen and paper (and
computer-equipped) laboratories of ours. If we know what an economic miracle is, we
ought to be able to make one.” (Lucas 1993) Utopias are alive and well!

2. This interpretation has been suggested to me by Vela Velupillai.

3. In The Tract on Monetary Reform, Keynes told us that we were all dead in the long run!
He should have added that fortunately for humankind our grandchildren will be alive!
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12 All the Interesting
Questions, Almost All the
Wrong Reasons

Michele Boldrin and David K.
Levine

Here is the bottom line: Keynes got his economic theory wrong, and
the facts too. But, and not a minor feat, he got all his questions and his
guess about the future right. This may prove that while the man was a
tad arrogant, he perhaps was not a fool. Perhaps, indeed, he was bril-
liant, possibly so much so that he never had to bother with logical con-
sistency and facts adequate to convince his audiences that he had got it
right. That is a pity, because he could have spared humanity a whole
lot of poor economic advising, and academic economists a never-
ending debate about what he “really meant,” had he bothered to pon-
der a bit longer upon some of his statements and their analytical
underpinnings. Bygones are bygones, and the questions he posed are
among the most important an economist may dare to ask. Let us begin
with the questions, continue with Keynes’s answers, and then figure
out why, despite guessing it right, he got all the “reasons” wrong.

The Questions

1. Is the 1930s “attack of economic pessimism” due to permanent and
fatal causes, or is it just a transitory one?

2. Until the recent depression got underway, we had been growing at
unprecedented speed for the last couple of centuries or so: where did
such growth come from?

3. Roughly until Ap 1700 humanity’s standard of living had barely

moved since the neolithic age: Why did economic stagnation last so
long and characterize all societies earlier than ours?

4. What, if anything, does our understanding of the causes of eco-
nomic growth so far suggest about our foreseeable economic future?
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The Guesses

1. The malaise is temporary, and will go away. It may be partly acci-
dental, due to mistakes the banking system has made in not letting the
rate of interest fall quickly enough, but its main cause is the excep-
tional economic growth of the last few decades, which was in turn due
to major labor saving technological changes. This has led to a fast re-
duction in the demand for labor while the pace at which we were capa-
ble of finding new uses for it has been much slower, hence the high
technological unemployment we currently experience.

2. Historical experience shows that the sources of economic growth
are capital accumulation by compound interest, and science cum tech-
nical invention. The kickoff was a sudden accumulation of financial
wealth—mostly stolen gold—that was wisely invested abroad and
that, by compound interest, grew to unexpected amounts.

3. The sources of stagnation, first, and, later, of depression have been,
respectively, the unexplained failure of every society prior to the Brit-
ish one in Ap 1700 to engage in both technical progress and capital
accumulation, and the natural inability of most humans to find some-
thing useful to do with the excess time that technical progress frees
from work.

4. The future can bring us more of this bounty if we steer the ship
away from (a) the storms of war and civil disorder, (b) the sand banks
of lack of trust in scientific invention, (c) the contrary winds of popula-
tion growth and, (d) the gorges of investment falling below saving. As
the latter—hear it, hear it—tends to adjust by itself as long as the pre-
vious three are satisfied, the long-run outlook is basically good. The
standard of living a century hence will be between four and eight times
higher than today.

All right, he got carried away a bit with his claim of “humanity solv-
ing its economic problem” and England reaching a per capita income
eight times as high as the one in the 1930s, but more than three times
is still a pretty good achievement! More to the point, Keynes got
his main prediction right. The 1930s depression, even the Great De-
pression of the United States, was a temporary event that has not re-
peated since; technological progresses and capital accumulation have
continued—in the so-called progressive countries and in the few more
that joined the club—at an unprecedented speed. Finally, our standard
of living is already between four (USA) and almost eight (Japan) times
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what it was back in the 1930s, with twenty-four years to go on
Keynes’s clock. The man had a superb intuition, an unflinching trust
in the capitalistic system, and a hardly matched ability for seeing
straight and clear into the long-run trends of our societies, even in the
long run in which he, at least, is dead.

He asked the right questions, and he also made almost all the correct
predictions. But, we insist, he incoherently answered the underlying
economic questions: he guessed the correct outcome, but his guesses
hardly followed from the analytical apparatus he set up, or the histori-
cal facts, or plain logic. In other words, as our title insists, he suggested
all the wrong reasons for his correct guesses. Because, as an economist
and a thinker rather than as a guru looking into a crystal ball, Keynes
was highly respected and listened to, it is the analytical apparatus he
used and the economic logic with which it was instilled that matter.
It is Keynes’s economic theory and method that have survived almost
to our day and affected generations of economists and policy makers
around the globe, not his lucky predictions about growth continuing
at around 2 or 3 percent a year for the century after him.

Let us be clear. That fact is the only one he got right; from that fol-
lows the rest of his predictions. Even during those years of widespread
gloom he was not, however, the only optimist, and his trust in the cap-
italist system, while possibly fading in the intellectual circles he spent
most of his life within, was not particularly unique in the world at
large. It was Keynes'’s analytical apparatus that left a permanent mark
on the pathways of economic science, not his lucky guess, and it is in
this sense that, here like elsewhere, he got most of his “reasons” wrong.
To see why, we better forget the guesses for a while, and focus on the
internal structure of his arguments and his readings of the facts.

The Answers: Keynes’s Model of Economic Growth

1. Technological change leads to labor-saving innovation.

2. This leads to unemployment: because, first, the freed labor supply
does not meet a compensating demand from other sources, and sec-
ond, humans are naturally programmed to work long hours. Hence
humans cannot adapt quickly to using their free time in activities other
than working and producing.

3. Unemployment can be eliminated if either additional demand for
consumption goods emerges or humans develop an interest in leisure
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and activities other than economic ones. This requires even longer time
and more adaptation than coming up with new consumption needs.

4. There is a tension between two sides of the human soul, or even two
kinds of humans: the wealth-seekers and those that pursue the art of
life through leisurely activities. The first side (or kind) will produce, ac-
cumulate wealth, and make us richer until a state of abundance and
satiation is achieved. At that point the other side (or kind) will take
over, and we will all be working little, if at all, and enjoying the arts
during most of the day.

The closing lines read like the description of realized communism in
Karl Marx, when machines will produce everything, everyone will be
able to consume according to “his needs” and poetry writing will rule;
but never mind. That also Keynes could let his imagination fly free and
come up with utopian descriptions of the far away and ideal future so-
ciety is not something either strange or surprising. Equally unsurpris-
ing is his (and Karl Marx’s) failure to anticipate how technological
progress might not only satisfy existing wants, but create new ones.
What we are concerned with here is the internal analytic structure of
each one of these steps and, in particular, with the light they may shed
on Keynes'’s better known and still widely believed theories about eco-
nomic policy and the functioning of the competitive market system.

Can Labor-saving Innovations Cause a Depression?

No one doubts that labor-saving technological change can lead to sus-
tained growth in productivity and income per capita. The question
then is, how does this happen and is the manner in which labor-saving
innovations are adopted bound to lead to long-lasting periods of eco-
nomic depression, as Keynes claims in step 2?

What evidence did Keynes have to support the statement that tech-
nological progress caused the depression that England, and a number
of Western economies, experienced in the 1930s? As far as we can tell,
none. Growth in England from 1913 to 1930 was not high—in fact in-
come per capita did not grow during this period but instead fell off just
a little bit (Cole and Ohanian 2002)—and, what is more important,
growth was much lower than during the decades preceding WWI or
in the six decades after the end of WWIL The growth of labor produc-
tivity, in particular, slowed down progressively both in England and in
the rest of Europe, while it continued at roughly the same pace in the
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United States, until 1929. Had Keynes got it right, the great depression
should have taken place in the United States only: in Europe the labor-
saving innovations he had in mind dated about thirty years before the
time of his writing. So we must conclude either that the depression
could hardly qualify as “temporary” or that Keynes had not bothered
to look at the data.

Looking at the data would have lead him to realize, among other
things, that while all the inventions he listed had been adopted by
most European countries, Australia, Canada, Japan, and the United
States, growth dynamics were uneven across the same set of countries.
During the two decades preceding 1930, labor and total factor produc-
tivity growth in the United Kingdom was slow, not booming, and it
was turning negative right at the moment of Keynes’s writing. Japan
was showing no signs of depression and was in fact beginning a sub-
stantial acceleration. France was growing briskly but would enter a
long recession the following year, the same one in which, instead,
Australia escaped its own. There is no space for a more detailed exam-
ination of the facts, but all the studies we are aware of (e.g., Cole and
Ohanian 2002; Crafts 1999; David and Wright 1999; Gordon 2004,
2005) show that evidence suggesting the Depression was due to an ex-
traordinary wave of labor-saving inventions is altogether absent.

If the facts militate solidly against Keynes’s statement, maybe some
economic theory supports his model. Having worked ourselves on the
theoretical side of the issue (Boldrin and Levine 2002, 2006), we can
certainly think of labor-saving innovations as generating subsequent
growth in productivity and income, accompanied by an asymmetric
U-shaped path for employment. Maybe the latter is what Keynes had
in mind: there is no doubt that a labor-saving innovation initially
decreases employment for given output. That is, after all, how it is
defined, despite recently popular “Keynesian” econometric research
claiming that a positive technological shock cannot induce a short-run
reduction in employment (Gali 1999, and the literature following it)
because the identification procedure defines a “technology shock” as
the one that raises employment asymptotically. There is little doubt,
though, that even if employment does drop initially it will recover
after the innovation is introduced, as more of the technological im-
proved capacity is added and growth resumes briskly. In this case it
is the speed at which new productive capacity is accumulated that
determines the growth rate of employment, and there is little, either
in the theory or in the evidence, suggesting that a twenty-year-long
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depression would normally ensue, unless the innovations being con-
sidered were of a magnitude we have not yet faced.

Pause for a moment, and take stock of one finding: that long-run
growth comes from factor-saving, and particularly labor-saving, innovation
is a coherent hypothesis, supported by theory and a substantive
amount of statistical and historical evidence. While this may sound ob-
vious to most students of actual economic growth, it is not according
to recent theoretical trends. Hence we use this opportunity to lay bare
the essential argument.

Labor-saving innovations can be modeled as either exogenous or
endogenous. Trivially everything is endogenous, but it is sometime
useful to treat technological progress as exogenous. This is what Ro-
bert Solow (1956, 1957), among others, did about fifty years ago, and
we have no complaints about that choice: given the state of knowledge
and the issue addressed, that was the right way to proceed. Exoge-
nous labor-saving technological progress needs to be Harrod-neutral
or labor-augmenting in order to be reconciled, if ever vaguely, with
long-run data. In such a case it certainly cannot cause any form of un-
employment or even a reduction of employment. Other versions are
certainly possible, for example, Hicks-neutral, but they all lead to one
kind of complication or another. Nothing against complications here,
some of them are useful and stimulate original thinking. The fact is
that among all the interesting complications we know of, a reduction
of employment has not yet been found to be the consequence of an
exogenous increase in labor productivity—unless, we should add, one
believes that the income effect dominates the substitution effect. In that
case, though, employment decreases not because there is less demand
for it but because less of it is supplied by the now richer households.
This is not what Keynes had in mind: his concern is that such an in-
come effect is not strong enough and that people want to work too
much instead of taking the leisure they ought to, given their newly
acquired productivity and wealth. Summing up: while Keynes might
have guessed right that labor-saving innovations are the engine of eco-
nomic progress, there is no coherent sense in which their exogenous
version can generate the technological unemployment he talks about.

Conceive, then, of labor-saving innovations as endogenous. Details
of the model aside, when a costly innovation is adopted (free innova-
tions will always be undertaken, hence they are tantamount to exoge-
nous ones), there must be some convenience in so doing. Because a
labor-saving innovation reduces labor demand for given amounts of
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output and all other inputs, its cost must be compensated by the
implied reduction in the wage bill. Hence such innovations will be
more frequent the higher is the real wage, everything else equal. When
innovations of this kind are undertaken by many firms, the aggregate
demand for labor drops, and in the presence of an upward-sloping
supply of labor, this cannot lead to an increase in the real wage, at least
immediately after the new technology is adopted. Could this induce a
long-lasting drop in employment? This question is answered nega-
tively in the model we have proposed, but we can conceive of other
situations where it may happen, which gives hope of modeling coher-
ently what Keynes argued. Two cases stands out as particularly
relevant, and are better understood against the background of our pre-
ferred parable of labor-saving innovations and growth.

After the innovation is undertaken, demand for labor drops, and so
does employment. Because the wage bill per unit of output is now
lower than before, there is an incentive for profit-seeking capitalists to
invest in the new technology—an exogenous reduction in the real rate
of interest may help, but is not required in what follows. Capitalists
invest in the new kind of productive capacity, which increases the de-
mand for labor. This leads to an expansion with increasing labor pro-
ductivity, wages, and output per capita. The expansion comes to an
end when productive capacity of the new kind is so large that labor
has become too costly to allow further profitable investment. At this
juncture either the economy reaches a new steady state (with higher in-
come, wages, and labor productivity) or a new innovation is found
that is profitable, and the virtuous cycle of growth repeats itself. In
this story there is no depression but a temporary drop in employment,
the asymmetric U-shaped pattern of employment mentioned earlier.
Was this Keynes’s model? We like to think it is, as it would allow us to
enroll in the ever-powerful army of “Keynesianism” and feel part of a
larger intellectual community than the one we are currently enlisted
in. Unfortunately, everything Keynes wrote conflicts with this, person-
ally desirable, conclusion. Nevertheless, if this is what “Keynes really
meant,” then we were “Keynesian” from the start, and did not know.

Back to the cases where a permanent reduction in employment can
be engineered, then. There are two cases we can think of. One assumes
that building productive capacity of the new kind is very costly and
therefore proceeds slowly. When accumulation proceeds slowly, low
employment may persist, possibly for a long while. Maybe this is what
Keynes had in mind, as his reference to the interest rate not having



168 Michele Boldrin and David K. Levine

dropped to the new equilibrium would suggest, when interpreted
loosely. But this gives us a coherent theory only on the account of pre-
tending that “moody entrepreneurs” are the main driving force behind
economic growth, and here is why. If accumulating new capital is very
costly, this may be because it actually is so on the ground of funda-
mental facts or because those that are supposed to purchase it believe
it is so on the ground that they are in a period of low spirit and have
little desire for more capital. In either case, reducing the rate of interest
may seem helpful. Helpful, though, in what sense?

Begin with the case where capital is not being accumulated because
entrepreneurs do not find it convenient, and this is due to a correct
evaluation of the costs and benefits of new enterprises. Consider first
the case of a temporary reduction in the rate of interest. This would be
of no great use in the circumstances considered. Investment projects
last for more than one period and are irreversible, which is particularly
the case when productive capacity incorporating new technologies is
being built. A temporary drop in the real rate of interest may induce
a temporary jump in the investment rate only if the investment game
is over after one period. If instead the new productive capacity is
expected to last for more than one period, while investors know that
the drop in the real rate is only temporary, nothing will happen. Entre-
preneurs will reason: once the new capacity is installed and the desired
rate of return on capital goes back to its original higher level, those
undertakings that appeared profitable, when the rate of interest was
low, will start making losses and be terminated, together with the em-
ployment they had only temporarily produced.

Move next to the case where entrepreneurs are in a bad mood and
their “animal spirits” make them pessimistic about the future, even if
there is no good reason for them to be so unhappy. If entrepreneurs
are in low spirit, then offering them a temporarily cheap price of capi-
tal may cheer them up, get investment started again, allowing the price
of capital to rise back to the permanent equilibrium level if the joyful-
ness continues. Indeed even a reduction in the short-term interest rate
might cheer them up. Perhaps so too would a circus.

On the other hand, how can one lower the desired rate of return on
capital forever? Lowering the rate of interest permanently is clearly
useful both when entrepreneurs are “rational fundamentalists” and
when they are “spirited animals,” so consider how this may be
achieved. Certainly not by convincing the bankers as Keynes seems to
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imply, since bankers are also profit maximizers and we do not expect
them to lower their prices just to do theorists a favor. They may be
“surprised” into it, as we had been taught for many decades, but this,
as the 2006 Nobel Prize winner taught us, does not really lead very far
and certainly does not lead to a permanent reduction in the real rate of
interest. Increasing saving permanently would do it in fact: it seems to
be pretty much the only way in which a permanent reduction in the
rate of interest can be engineered. Walking through this door, though,
leads us into a complicated world we have not yet well mastered:
how do we change the propensity to save and invest forever? This
requires a change in preferences of a kind opposite to the one Keynes
advocates—it requires a generalized increase in thriftiness, avarice,
and parsimony—so let us leave it at that for now.

The second road to persistent lower employment following a labor-
saving innovation is more “Keynesian” in spirit: rigid (real) wages. If
the drop in labor demand caused by the innovation is not accompa-
nied by a reduction in wages, the accumulation of capital, caused by
the initial labor-saving innovation in our parable, will be slower. Still
it will not lead to a permanent reduction in employment, just to slower
growth and faster adoption of yet another labor-saving innovation. If it
were profitable to employ one worker at a wage of one apple to pro-
duce two apples before the innovation cut the labor input in half, it
should be profitable to employ (at least) the same worker at the same
wage to produce four apples after the innovation is introduced. Unless,
clearly, the cost of innovating exceeds the additional two apples pro-
duced by that one worker with the new machine. In that case the
labor-saving innovation would have never been adopted in the first in-
stance, and the story is over before it starts. This suggests one extreme
possibility: following the adoption of the innovation, the drop in the
demand for labor induces a sharp increase in the real wage rate, an in-
crease large enough to cancel out the beneficial effects of technological
progress. The outcome is a state of higher output, productivity, and
wages but lower employment. In a world with trade unions and all
kinds of labor market imperfections, this is certainly a possibility and
one that a number of European countries appear to have experimented
with, on and off, since the early 1970s. Maybe Keynes had conceived of
“Eurosclerosis” almost fifty years before it materialized, a fascinating
conjecture indeed. Nevertheless, again, this is not what his writing sug-
gests: there is no trace of an excessively high real wage in the article,
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nor does he seems to be blaming unions and other market rigidities for
keeping the wage too high and impeding employment growth as,
instead, recent literature seems to be convinced was the case (Cole
and Ohanian 2002). He blames, briefly, the interest rate for being too
high, and as we already saw, this road does not lead to the desired
implications.

Conclusion: all the facts we are aware of suggest that Keynes did not
bother to check them before making his statement that labor-saving
innovations caused the malaise, and there is no coherent economic
model of labor-saving technological progress, be it exogenous or
endogenous, that predicts a persistent employment depression of the
kind the United Kingdom, and the United States, experienced during
the 1930s—unless, as we insist, Keynes had in mind supermonopolistic
labor unions raising real wages in the face of declining employment.
Maybe this was the case, but then should not our author have told us
so, instead of spending various pages debating the sociopsychology of
effective demand failure?

The Sociopsychology of Effective Demand Failure

Let us move forward and consider the second half of point 2 and point
3 in Keynes’s putative model. This allows us a glimpse of the sociopsy-
chological foundations of Keynes’s most famous “contribution” (quota-
tions marks are de rigueur, as you will see) to economics: the theory of
effective demand failure. Here are the key phrases in the light of which
the whole text should be interpreted:

We are being afflicted with a new disease of which some readers may not yet
have heard the name, but of which they will hear a great deal in the years to
come—namely, technological unemployment. This means unemployment due to
our discovery of means of economising the use of labor outrunning the pace at
which we can find new uses for labour.

The analytical potential of this most captivating overture we have al-
ready examined, and it leads to the theoretical hypothesis, considered
earlier and there discarded, according to which Keynes was assuming
that either wages were too high or new investment too costly to keep
up with the unusual pace at which innovations were shaving labor
away. But this is not what he had in mind because, once the paper pro-
gresses, it is on another kind of theory that he focuses that is beauti-
fully summarized by the words:
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Yet it will only be for those who have to do with the singing that life will be
tolerable and how few of us can sing!

This is Keynes’s main concern here: the brutish part of ourselves, or
the brutish ones among us (the many who cannot sing), still want to
work and accumulate instead of taking up music. May we advance the
absolutely crazy idea that here rest the microeconomic foundations of
Keynes'’s theory of aggregate demand failure?

We have been taught in school that Keynes is the man that first
clearly figured out why the market mechanism is not self-equilibrating,
why Say’s (or was it Walras’s?) law does not hold, and why eco-
nomic crises and depressions are intrinsic and unavoidable features
of a market economy. When we were taught classical Keynesian
economics—that is long before the recent explosion of post, new, and
neo-Keynesians variations appeared—the logic was relatively straight-
forward. Wages and prices are rigid (that is both the main assumption
and a self-evident truth) and human desires and plans are volatile,
while installed capacity and the size of the workforce are not. Because
of this, demand for goods and services oscillates wildly, following the
equally wild movements in animal spirits. The good times come when
demand is high, so that plants can run at full capacity and the work-
force be fully employed, but in those ugly days or months in which
the population is, for whatever reason, depressed and pessimistic, de-
mand is low, and because of price rigidity, lots of productive capacity,
both physical and human, goes unemployed. This situation we call one
of “lack of effective demand,” and it is due to the self-evident failure of
free markets to bring about the necessary changes in the relative prices
of goods and factors.

Well maybe, but this is not the impression one garners from reading
this particular piece. Why? First off, he never mentions any of these
factors: no rigid wages, no animal spirits, no demand for investment
incapable of equilibrating with its supply, that is saving. Second, he
explicitly denies such possibility when he states that “... and the rate
of accumulation as fixed by the margin between our production and
our consumption; of which the last will easily look after itself, given
the first three.”

We read the latter as saying that markets will do their job, and sav-
ing will equal investment, as long as “the first three” conditions men-
tioned earlier are satisfied. No failure of capitalism and free markets
here, just the opposite. Still, Keynes argues, we cannot currently find
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uses for the excess labor that technological progress has generated, and
this is due to (1) approximate satiation of our material needs and (2) an
animal-like impulse to work, work, work. We will spare you the irony
of having to consider the mass unemployment of the depression as due
to a primitive desire to work even if it would have not been necessary
per se. We will not do this; still we will insist on our un-orthodox thesis
that this whole paper and, most important, the discussion about the
lifestyle of the aristocratic people

[who have] return[ed] to some of the most sure and certain principles of reli-
gion and traditional virtue—that avarice is a vice, that the exaction of usury is
a misdemeanour, and the love of money is detestable, that those walk most
truly in the paths of virtue and sane wisdom who take least thought for the
MOTITOW.

has to be read as Keynes’s microfoundations of the theory of effective
demand failure. The following constitutes indeed the biological under-
pinnings of the “animal spirits” concept, ordained to become the theo-
retical jack-of-all-trade of Keynesian economics: humans are mostly
brutish animals, biologically selected to work and greedily seek satis-
faction of a few basic needs. When such needs are satiated, humans
will still want to work and accumulate (as workers and capitalists, re-
spectively), but (as consumers) they will be unable to dream up things
to demand and new material wants to satisfy. Being satiated, they can-
not generate additional demand; being brutish, they seek to generate
additional supply. Notice that the unpredictable and altogether arbi-
trary “animal spirits” are not needed here to make the theory coherent.
Some of the people, or a part of people’s brain, having reached sati-
ation is no longer increasing its demand for produced goods and
services, while some other people, or the other portion of the brain, in-
satiably wants to work, produce, and accumulate: hence the effective
demand failure, hence the need to repeatedly engineer persistent drops
in the real rate of interest, to artificially induce demand for goods
where there would not otherwise be, waiting for the humans to evolve
out of their satiated and brutish schizophrenia. Like it or not, this is the
least inconsistent sociopsychological foundation of the theory of effec-
tive demand failure we are aware of. Once its aristocratic overtones
have been stripped away, it may even have something to do with very
recent research in decision theory, as we speculate at the end.

The bio-cultural theory of human preferences Keynes proposes, and
we are now stepping into the territory of point 4 in Keynes’s hypothet-
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ical model of economic growth, is also a beautiful exercise in stretched
coherence. There are two kinds of needs, we are taught: the absolute
and the relative. The first satisfy the satiation assumption, while the
second do not as their value is determined in a kind of habit-forming
or catching-up with the Joneses’ fashion. Good, one says, as long as
preferences are insatiable along some dimension: economic growth,
even if it needs effective demand to be spurred, will continue along
those dimensions. But the relief is short-lived as the “relative needs”
do not seem to have an economic nature: we (well, only some of us)
actually like to devote our energies to noneconomic purposes, we are
told. What a “noneconomic purpose” is that nevertheless requires ex-
pense of human energy, it is not clear and it is never said. What is said
is that it is somewhat “nonhuman” as the whole species has been nur-
tured for solving the economic problem. Why a machine that has been
built for the exclusive purpose of doing A will suddenly elect to do —A
even when it does not know how to do —A and, as a consequence, has
a nervous breakdown, we are again not told.

Let us stop here. The point is not to be facetious but to underline a
mode of reasoning that is completely unscientific. In the light of con-
temporary moral values, obviously Keynes's statements read as utterly
classist, sexist, and eurocentric—just notice how he ignores the eco-
nomic conditions of about 6/7 of humanity that, especially at the time
of his writing, no one could possibly assume capable of overcoming
the economic problem within a century. Leave these issues aside; the
man was after all a man of his time. What is really surprising is that
one could try to build a theory, economic or not, of the long-run evolu-
tion of humanity on such a badly assorted collection of British upper-
class prejudices: the sloppy description of human preferences we just
ridiculed, the completely unsubstantiated argument about the exis-
tence of two kinds of humans, the neurotic housewifes, the vulgar rich
person, the lazy but artistically inclined rentier....

There is hope nevertheless even for the masses of nongeniuses: a lit-
tle amount of work will apparently be available even in the country of
unbounded cornucopia we are fast approaching, and these few hours
of work may be enough to keep the inferior among us away from the
psychiatric ward while those who can sing will reproduce and spread
around, and maybe educate the least brutish among the other humans.
Once the transformation process is completed, effective demand fail-
ures will forever be gone, and central bankers with them. There is
always a silver lining.
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Keynes’s View of Human History and of the Origins of Growth

In 1930 the love for wealth and money, apparently, was only about 200
years old, and bound to disappear into eternal oblivion about a hun-
dred years hence. Never mind that today, only twenty-four years from
the end of history as we have known it, you do not yet feel the symp-
toms and that, apparently, about three billions of Chinese and Indians
are going crazy for accumulating wealth and material goods. That
much even Keynes was not able to forecast, he was not Karl Marx after
all. What is truly amusing, though, is the fact that such a finely edu-
cated superior being as Keynes had never heard of the Fuggers and
the Medicis, of the Roman senators and the Pharaohs, of the Shylocks,
and the Gengis Khans. In fact he had not even heard of the (Christian)
Church and of the Jews, as the first had been prohibiting interest (sim-
ple or compound, equal sin) for more than a millenium—evidently
someone had been sinning—and the second had been sinfully dele-
gated to take care of collecting it.

No doubt Keynes was right that he lived in a period of unsurpassed
technological and economic wealth and continuing transformation. As
we talk today of “jobs being exported overseas” so then Keynes wor-
ried neurotically about too many workers becoming redundant due to
technological change—despite, as we have remarked above, ample
evidence that this does not happen, and that it was not happening at
the time.

For Keynes history starts about three hundred and fifty years before,
roughly in 1580. Before that time, certainly for four thousand years,
nothing happened—and this was because of the lack of technological
progress and the failure to accumulate capital. Then the Industrial Rev-
olution struck and everything changed. If Keynes is to be believed, in
1000 BCc we already had banking, the state, religion, astronomy, and
mathematics, they have apparently not changed or improved since,
and, indeed, nothing else worth mentioning had been invented by
humans until about Ap 1700. We will leave aside the fact that, as an
empirical matter, this is as false and simplistic as anything can be (Dia-
mond 1997; Lane 1963; McNeill 1963; Mokyr 1990; Rostovzev 1926;
Trevor 2000), since, unfortunately, Keynes is not alone in perpetuating
this myth that has made it almost intact to contemporary writers of
economic growth. Taking up in the remaining three pages the whole
“nothing happened ‘till the Industrial Revolution” narrative is not fea-
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sible. So let us focus on a couple of minor, but revealing, points of
theory.

What is truly fascinating is how confused Keynes was between real
and monetary factors, between aggregate accumulation and private
and nominal accounting profits. Accumulation, he say, begins in the
sixteenth century and was driven by the price inflation spurred by
the arrival of Spanish gold and silver from the Latin America colonies.
Such inflation generates profits, we are told. How this could be—how
inflation can generate real physical surplus—only Keynes knows. For
every borrower who profits as the real value of his debt collapses, is
there not a lender who looses his shirt?

Nay, assume someone makes profits and this is all that matters,
maybe because those making the losses do not count or disappear. For-
get also the fact that the “inflation” of that period is partly due to fast
population growth during a long respite from the plague and it corre-
sponds, as historians have well documented, to a decrease in the aver-
age standard of living. Maybe the inflation, by making borrowers
richer, transferred resources from an incompetent and primitive social
class (the lenders) to a trade-oriented, capitalist, and entrepreneurial
one (the borrowers), and this got that great thing called the Industrial
Revolution going. Forget the obvious fact that this had happened
dozen of times before in Byzantium and Venice, in Florence and Maas-
tricht, in the Flanders and Cadiz, in Hamburg and Marseille, and still
the Industrial Revolution had not come.

Forget all this obvious common sense, and just ask: who were the
big borrowers of Europe during the sixteenth century? The autocratic
kings, obviously! Like Henry VIII, who debased the currency around
1542 to get (partially) out of his troubled debt position (this is the cen-
tury of Gresham, after all, later to become an advisor to Elizabeth I).
Or Felipe II, of Spain, the most eternally in debt of them all. If this is
not enough evidence to convince anyone that Keynes’s theory of the
causes of the Industrial Revolution was just a made-up-on-the-spot
story meant to impress the audience until he left the room in the midst
of applauses, nothing else will. Ironically something did happen
during that century, and in England, that Keynes did not notice but
somewhat favored the accumulation of capital in the hands of the
entrepreneurial class: the expropriation of monasteries, carried out be-
tween 1534 and 1539 by Thomas Cromwell on behalf of Henry VIII—
yes, he was into expropriating anything he could grab (Youings 1971;
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Duffy 1992). But then, if Keynes had heard of it he would be ready to
argue that the English Reformation was just a consequence of the
Spanish bullion inflation.

Let us move on; even if the original accumulation did not come from
the inflation of the sixteenth century, maybe it is true that it all started
then and there. That is fine: forget the Hanseatic League, the Italian
Comuni, the Netherlands, and all the rest; assume that capitalism
started in England around 1580, as our Cambridge Don would like us
to believe because it so pleases his ego. How did it continue? Com-
pound interest, we are told: we, the civilized British people, stole the
money from the Spaniards, invested it properly (mostly in colonial
enterprises) and the power of compound interest did the rest. It is
strange that the power of compound interest kicked in only in 1580—
and indeed why would compound interest become effective and yield
all this wealth if it were purely a matter of receiving interest from bor-
rowers? Where does the REAL stuff come from? Adam Smith founded
modern economics by exposing the fallacious mercantile idea that
owning lots of gold and silver is a good thing for an economy. And En-
glish accumulation only begins with Drake’s capture of a Spanish trea-
sure in 1580! Can any human being suffer of monetary illusion more
than this man did? No wonder he believed what he believed about the
economic behavior of other humans, monetary illusion and all that: he
was working through introspection. Keynes was guilty of the ultimate
eurocentrism: he believed that our capital is what we invest abroad
and its yield is what the “other guy” pays us. Our wealth is their pov-
erty, our income is their loss. Fortunately three billion Chinese and
Indians have learned otherwise, and so, whatever Keynes could have
really meant, the virtuous cycle of physical production goes on.

Standing on the Shoulders of Giants

Standing on the shoulders of giants requires, sometimes, very good
balancing skills. Keynes, we are told, was a giant of economics, so we
have tried to stand on his large shoulders. We came up empty-handed,
but we learned something about how not to theorize about human
needs and their determinants.

That, possibly due to our “selfish genes,” human desires are unlim-
ited and that—despite the fact that it is always a limited set of “charac-
teristics” we are seeking in goods and services—technological progress
itself seems to offer an unbounded sequence of forms in which such
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characteristics can be satisfied, this we have also learned. How such
desires evolve and how predictably we pursue them over time, we do
not know. In fact we do not even know the extent to which the “animal
impulses” inside ourselves determine our choices vis-a-vis the more
rational, or calculating, pre-frontal cortex. We do not even reject the
hypothesis that, maybe, our decision-making procedures are better
modeled as a game between two of us, or two parts of our brains
(Levine and Fudenberg 2006), as Keynes possibly meant to suggest
with his metaphors of the brutish animal and the elevated spirit who
can sing. We know we know little about this, but we do know this is
something worth figuring out.
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1 3 Why Keynes
Underestimated
Consumption and
Overestimated Leisure for
the Long Run

Gary S. Becker and Luis Rayo

Keynes’s short article, published in 1930, gives a remarkably optimis-
tic, and in many ways prescient, assessment of the long-term economic
future of the Western world, even while Britain and many other
nations were immersed in a major depression. Keynes argues that the
depression would be temporary, and that eventually growth would
resume at the pace Britain and other nations in the economically
advanced world had experienced since the early nineteenth century.
That was a brave and in large measure accurate forecast of future
growth over the long term. Actual British and American incomes have
already grown some four- to fivefold since 1930 compared to Keynes’s
forecast of four- to eightfold increase by 2030. This is an excellent
match, especially given the state of the economy in 1930.

We are impressed by the many insights crammed into this very short
essay: the economic stagnation of the world until a couple of hundred
years ago, the remarkable effects of compound interest on potential
improvements in income, the importance of harnessing science to eco-
nomic life to produce technological progress, the elimination of the
need in the rich countries to toil hard just to acquire basic necessities,
and still others. Yet Keynes went wrong in believing that the “eco-
nomic” problem would disappear by 2030 if economic growth con-
tinues at the pace of the hundred years prior to his article. This
outstanding economist was also mistaken in his expectations about
the consequences of long-term growth for consumption and hours
worked.

We highlight several problems in Keynes’s discussion. These are
principally his neglect of the positive implications for hours worked of
the substitution effect induced by higher earnings, the difference be-
tween working habits of rich English gentlemen of his time and that
of Americans and many other rich individuals working in different
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countries, the nature of the utility function that would be motivat-
ing most consumer behavior, his ignoring the possibility of future
inventions of revolutionary goods and services in great demand by
consumers, the nontrivial economic challenges involved in the alloca-
tion of time, including leisure time, and the economic advance of the
vast majority of the world’s population who then lived in mainly very
poor countries. We discuss these issues partly in light of developments
in economic analysis since Keynes wrote his essay almost eighty years
ago.

Keynes assumed that higher incomes would lead to increased de-
mand for leisure through what is now called the “income” effect. But
in the same year as Keynes published this article, Lionel Robbins pub-
lished a classic article showing that higher hourly earnings have con-
flicting effects on hours worked (Robbins 1930). The substitution effect
leads to more work, whereas the income effect considered by Keynes
reduces work. The net effect on hours worked depends on the utility
function—for example, with a Cobb-Douglas function, hours worked
are unaffected by permanent changes in wage rates. The empirical evi-
dence also indicates that Cobb-Douglas is not a bad first approxima-
tion, at least after 1960, since average hours worked per adult between
ages 18 and 65 have not declined much in response to the large
increases in hourly earnings.

Keynes was misled in his predictions concerning the effect of higher
income on hours worked by the behavior of gentlemen in Britain—
who Keynes believed provided a window onto future behavior as
everyone’s income rose. Their behavior gave a distorted picture of
what to expect because these gentlemen had sizable wealth in the
form of physical and financial assets, but not high human capital or
earnings. So economic theory would predict that these gentlemen
would take more leisure than would equally wealthy persons in the
future who in fact would be holding the vast majority of their
wealth in human capital, rather than land and other assets. English
gentlemen indeed had mainly just an income effect, while those who
would have to work for their high incomes would also have powerful
substitution effects.

This difference is illustrated by the working habits of wealthy indi-
viduals in the various Gulf States, who typically get the vast majority
of their income from oil revenues. It is said that in many of these coun-
tries, such as the Emirates, Qatar, or Kuwait, the typical working day
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for natives—as opposed to the imported laborers who do not share in
oil revenues—is about three to four hours a day. This is actually very
close to Keynes’s estimate of how many hours would be worked in
advanced countries after another century of economic growth.

Modern research also indicates that utility of most individuals gen-
erally depends not on the absolute level of their consumption but
rather on how large their consumption is relative to their past con-
sumption, and relative also to the consumption of peers and other
reference groups (a point only partially recognized by Keynes, as dis-
cussed below). To the extent that utility depends on reference points
that ratchet up as income increases, individuals will always be striving
for greater utility by trying to do better than they did in the past, and
also by trying to keep up with their peers. This means that even a large
growth in income does not automatically lead to satiation of consump-
tion: as individuals strive to do better, they partly but never fully
succeed since their reference points continue to rise along with their
earning power.

Rayo and Becker (2007a, b) argue that humans evolved biologically
so that they have reference points that adjust upward as their circum-
stances improve. In particular, their analysis implies that habits and
peer influences would be major determinants of utility. They also
show that this evolutionary model of utility is consistent with modern
brain research. For example, analogous to utility, the human eye is
specifically designed to measure light in relative, not absolute, terms
(Kandel et al. 2000).

Interestingly Keynes also recognized the evolutionary origin of our
drive to succeed: “we have been expressly evolved by nature—with
all our impulses and deepest instincts—for the purpose of solving the
economic problem.” In addition he clearly recognized that human
beings have needs that are “relative” in the sense that “we feel them
only if their satisfaction lifts us above, makes us feel superior to, our
fellows.” And these needs, by definition, are insatiable: “for the higher
the general level, the higher still are they.” If Keynes had only placed
more weight on our relative needs—and the fact that human nature
is not easily changed—his predictions would have been radically
different.

Central to Keynes’s argument was his trust that at least our “abso-
lute” needs, which we feel “whatever the situation of our fellow hu-
man beings may be,” would eventually be satisfied. But he was also
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mistaken in this respect. Independently of peer influences, most types
of material consumption are strongly habit-forming. After an initial
period of excitement, the average consumer grows accustomed to
what he has purchased, and perhaps driven by “natural purpose,” he
rapidly aspires to own the next product in line. Given these habits,
even what Keynes called “absolute” needs may in fact be relative in
nature—and therefore insatiable.

In addition Keynes paid essentially no attention to the likely devel-
opment of revolutionary goods that would be greatly desired. This
omission is especially surprising in light of Keynes’s keen insights into
the importance of technological progress in generating income growth.
The three decades prior to his article saw the development of many
goods that revolutionized living in the twentieth century: the invention
of the light bulb, the electric motor, automobiles, airplanes, radio, and
movies. Shortly after his article, came small washing machines, dryers,
dishwashers, vacuum cleaners, television, and motorboats. Later came
computers, videos, digital cameras, and cell phones, among many
other consumer goods. The process of developing new goods that gen-
erate great demand continues unabated into the twenty-first century,
and there is no obvious reason why this process should end. For exam-
ple, if nothing else, it seems safe to expect that demand for medical
advances and medical treatment will increase with no limit as income
and technological developments continue to expand. After all, the de-
sire for a longer, healthier life, is one that faces no bounds.

This discussion reveals a major blind spot in Keynes’s approach to
life. He correctly emphasized the future importance of technological
advances that would raise the productivity of labor and capital, but he
essentially ignored the potential creation of consumer goods that
would continue to motivate individuals to have enough earnings to
afford them.

Since Keynes believed that the “economic” problem would eventu-
ally largely disappear, and men and women would hardly have to
work for a living, he concluded that we economists would become
much less important. Of course, essentially the opposite has happened.
For instance, no political candidate of any significance can now be
without his or her coterie of economic advisors, and economists’ opin-
ions are constantly sought by the news media. Keynes went wrong
partly because economists have greatly broadened their analysis be-
yond the material aspects of life to include subjects like happiness,
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altruism, social interactions, marriage and divorce, and others dealing
with more nonmaterial aspects of life.

These developments indicate that Keynes defined “economics” much
too narrowly. About the same time Keynes wrote this essay, Lionel
Robbins also published his important 1932 book An Essay on the Nature
and Significance of Economic Science, which took a far broader approach
to “economics.” Robbins’s definition of the economic problem is the
analysis of, and prescriptions for, the allocation of scarce means to
competing ends. This definition includes the allocation of time outside
of work, as well as between work and leisure. So even if Keynes had
been right, and hours worked declined to a low level as income grew,
a nontrivial economic problem would remain of how to allocate much
larger levels of leisure time to various competing and time-absorbing
activities. Keynes largely ignored the fact that time is the fundamental
resource, and that time allocation requires serious economic analysis.
Perhaps this omission simply reflects that he was not shy about pre-
scribing what he considered to be the best way to use our leisure time.
Apparently he considered that to be mainly a matter of valued and cul-
tivated tastes that were outside the scope of economics.

Finally, Keynes showed little interest in this essay in the fact that, in
1930, about 90 percent of the world’s population lived far below the
standard of living in England, America, and a few other progressive
countries. Indeed the standard of living in countries of Asia, Africa,
Latin America, and elsewhere, was close to the low subsistence level
that Keynes recognized was the lot of mankind until a couple of hun-
dred years prior to his article. Thus, even if the economic problem, as
Keynes defined it, disappeared in the few countries he was consider-
ing, economics would continue to be enormously important in analyz-
ing the developing world.

Even though we have emphasized several blind spots in Keynes’s
article, we have done this with the benefit of hindsight—and the bene-
fit of modern economic tools that were not available in Keynes'’s time.
Few economists have been as productive as Keynes, and much prog-
ress in economic thought has been stimulated by the work of this inno-
vative thinker.
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1 4 What Is Wrong in Keynes’s
Prophecy? How the End of
Economics Turned into the
Rise of the Economics of
Social Responsibility

Leonardo Becchetti

Predicting what humankind is going to be in the future is a fascinating
but daunting task. Despite our theoretical and empirical progress in
economics and in social sciences, we are able today, at best, of “doing
good history” by interpreting and describing rigorously (with the help
of statistics and econometrics) what has happened in the recent past.
Whereas, as it is well known, our capacity to predict the near future is
akin to that of car driver who decides what direction to take by looking
out the rear window. This is all the more so for Keynes as the tools
of social scientists in Keynes’s age were much less sophisticated than
today.

When there are no univocal coordinates for our prediction and vi-
sion of the future, the latter risk to become what we would like to see.
It is therefore inevitable that when we dare to extend our scrutiny
ahead in the future as far as the age of our grandchildren, we inevita-
bly mix our inference with prejudices, ideals, and values. We suspect
this has happened also for Keynes.

In evaluating Keynes’s vision today, we must acknowledge some
great intuitions (the growing and persistent role of technological prog-
ress in the future and the defeat of the Malthusian gloom prophecies,
together with the reopening of the debate on the goal of human life
and socioeconomic action due to the growing perceived importance
of immaterial needs) together with less successful ones (the predic-
tion of the progressive reduction of hours worked and of the end of
economics—intended as the end or the much reduced relevance of eco-
nomic problems).

In my comments to Keynes’s short essay I will also highlight what
are the missing elements that generated the wrong predictions and, in-
evitably, play the same game Keynes did by extending my look into
the future. To resume in a few words my point, Keynes’s immediate
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translation of higher aggregate affluence into social prosperity falls into
the typical shortcut of assuming the existence of a benevolent planner
doing that job. What is actually happening today is that the traditional
system of check and balances, which was typically performing the task
of reconciling economic development with social justice in the past, is
in a state of crisis. The development and evolution of the new system
of checks and balances will tell us whether we will be able to fulfill
Keynes’s prophecy about the end of economic problems.

The Successful Intuition: Enduring Technological Progress

We must acknowledge the great intuition of Keynes, who was able
to extend his look beyond the Great Depression era in which he was
living, and to identify it only as a temporary slowdown of a long-run
trend of growth of per capita GDP, ensured by the sustained and per-
sistent pace of technical progress.

From its “time-constrained” point of view, Keynes could not see the
information and communications technological revolution looming at
the horizon, but even without seeing it, his confidence in the relentless
march of technical progress leads him to predict that the wave of inno-
vations would proceed (despite the Great Depression) and ensure
increasing welfare to humankind. As is well known, we witness
today an incredible acceleration of this process determined by the
wave of innovations in the electronic and telecommunication industry
known as information and communication technology (or ICT). This
stream of technological advancements has dramatically reduced the
cost and increased the speed at which everything “weightless” (e.g.,
voice, images, data, and music) may be transferred across distant
places in the world. To make an astounding example, as is well
known, in 1979 it took us almost 7 hours and 800 dollars to fly from
Rome to New York. The situation is almost the same today (with
some bounces back since the Concord is not flying anymore...). If
time and cost of transport of what has a weight had followed the
trend of what is weightless, we should be able to fly to New York
today in less than a second by paying less than a penny! Despite this
enlarged gap in innovation in the two areas, the technical progress
in the speed of microprocessors and competition in the computer in-
dustry has rapidly spread ICT as a multipurpose innovation capable
of dramatically improving productivity in all fields of industry and
human life.
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Such a revolution, and the sustained pace of technical progress
before it, produced the miracle of an increase in population in less
than a century never witnessed in the past (from 1.5 billion to more
than 6 billion). Even though we still have around 1 billion people be-
low the absolute poverty line (without tackling the issue of the com-
plexity of the calculation of such a threshold), the last decades were
able to ensure decent life to around 4.5 billion neonates. Yet distribu-
tional bottlenecks do not allow us to extend prosperity to all human
beings, as would be possible given the economic value created at the
aggregate and the global level.

The Wrong Intuition: The Reduction of Worked Hours and the
Anthropological Fallacy

The question then is what went wrong with some of Keynes’s intu-
itions. The most unfortunate is that technical progress would have led
to an almost jobless age in which the dramatic increase in productivity
would allow humankind to produce what is needed in much fewer
worked hours, thereby dedicating much more time to leisure. To be
more precise in addressing this issue, we need to decide whether this
prediction is substantially incorrect or, alternatively, is correct in the
long run, and it is just a question of time before we see happening
what Keynes had envisaged.

My strong belief is that this specific prediction of Keynes is driven by
a crucial “anthropological fallacy.” Keynes’s vision of labor is too much
influenced by the Marxist concept of alienation and framed in the spe-
cific perspective of economic textbook “manual workers.” To broaden
this perspective consider that the main difference between the Marxist
conception and that of the Christian Social Doctrine is that, for the for-
mer, work is only alienation whereas for the second, it has two dimen-
sions. The first (objective) dimension is still alienating and painful but
has a sense on its own, given that man realizes himself also by carrying
such a burden. The second (subjective) dimension is creative and
emphasizes that, through his job, man continues and perfects God’s
work of creation.

By keeping in mind these two perspectives, if we look at most for-
malizations or theoretical thinking in labor economics, and at those
prevailing in Keynes'’s age, they are quite close to the Marxian perspec-
tive. The individual chooses the optimal allocation of his hours be-
tween work and leisure. Work does not produce any enjoyment and,
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in standard formalizations, is accompanied by an immaterial cost rep-
resented by the disutility of effort. Such disutility, or lack of utility, is
compensated by a monetary reward (the wage), which is used to enjoy
consumption goods in the leisure time. It is therefore clear that if we
stick to this vision, which we must understand as greatly influenced
by the prevalence of alienating tasks in Keynes’s time, we are likely to
expect that the “alienated” homo oeconomicus should try to exploit
increased productivity and hourly wages to reduce worked hours, or
in other terms, that income effects should dominate substitution effects.

The anthropological fallacy by which Keynes is affected is that of
considering only the alienating component of human work without
considering its positive side, consisting in the realization of the human
creative dimension and, even, in the deep value and motivation of
his physical sacrifice. In simpler words, if Keynes were to have been a
psychologist working today on the mental depression of many white-
collar workers soon after their retirement, he would have had a clearer
vision of this missed positive dimension of human work.

But Keynes was wrong not just because we cannot merely live off lei-
sure and instead find pleasure in our jobs (at least in those professions
that are less alienating and more gratifying) but also because we need
to work even after great technical revolutions are ensuring us a grow-
ing amount of goods and services. We need to work because the
pace of technological progress needs to be sustained by our creativity
but also because we need professionals to organize the fruition of our
leisure (i.e., leisure and entertainment is an industry in itself creating
many jobs). If we slightly correct Keynes’s prediction from that on
overall worked hours to that of hours worked in the production of ma-
terial goods, we come to be almost correct. Just consider how, today,
the share of manufacturing on GDP is around 20 percent or lower (it
was much higher in Keynes'’s time), whereas the share of services to the
industrial sector or of the leisure industry is progressively increasing.

The great miracle that even Keynes’s optimism could not envisage is
the transformation of jobs and of value-creating activities in our econo-
mies, with the progressive reduction of alienating works in the produc-
tion of physical goods, and the parallel expansion of production of
“ecologically lighter” nonrival goods or services in the fields of art, lei-
sure, and entertainment. This transformation will make it easier in the
future to maintain significant growth rates, while framing them in an
ecologically and socially sustainable perspective (given the more parsi-
monious use of environmental resources) and reducing the share of
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alienating tasks, thereby increasing the enjoyment associated with
human enterprise.

If we just reflect on some of the “productive activities” that are dom-
inant today, we can really see how much this change has happened. In
the past people had to perform hard work and talked about sports or
futile issues in their free time. Nowadays barroom discussions have
turned to professional activity, tunnelled into successful TV programs
and drawing millions of people to them. In parallel, we have the indus-
tries of gossip, of holiday village entertainment, and so on. I am, of
course, aware that at the moment the North—South division of labor is
not equally allocating the benefits of this transformation, but I am con-
fident that, as far as the process of conditional convergence proceeds,
also this imbalance will be progressively reduced.

A fallacy in the anthropological vision of human work and the inca-
pacity of understanding the evolution of jobs and value-creating activ-
ities are at the root of Keynes’s misleading notion about the future of
worked hours.

Absolutely Satiable and Relatively Insatiable Wants: From Growth
to “Economically Sustainable Happiness”

Part of Keynes’s analysis revolves around the evolution of human
needs in this process of increasing prosperity. The point of Keynes is
that absolute needs will be satisfied by economic growth and techno-
logical progress while it will be impossible to do the same for relative
ones. In another crucial passage Keynes argues that the economic prob-
lem (related to the satisfaction of absolute needs) will be solved. If this
is going to occur, the cultural background developed to stimulate cre-
ation of economic value will not be necessary anymore, and the main
problem will be a different one, namely adaptation to the new scenario
and capacity to enjoy immaterial and spiritual goods.

Again, in this framework we find more successful and less successful
intuitions. Among the former, we find the distinction between absolute
and relative needs, where relative ones are those more complex to sat-
isfy. A second brilliant point is the identification of a cultural dimen-
sion, superstructural in the Marxian sense, that produces those values
that are instrumental and functional to support economic progress
of humankind at a given stage of its evolution. If we think of the im-
portance of duty and sacrifice in the culture of just some decades
ago, and how these values have partially disappeared in our times, we
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understand that this intuition is profound. Keynes develops it by
making reference to a cultural value that is functional to the goal of
sustaining workers’ productivity, the value of money accumulation
considered as an end in itself and not as a mean to pursue immaterial
and superior goals. In this sense Keynes’s argument is close to the
Smithian “deception” argument where philosophers know that pro-
ductive activity is not the ultimate driver of human happiness, but
they consciously deceive the masses because the materialist ranking of
values is necessary to stimulate the creation of material goods that are
necessary for the well-being of higher classes (Smith 1759).

In this perspective, I believe that the era of deceit is going to end be-
cause we are at the eve of a great change that is also reflecting on the
way economics is going to be conceived in the near future. The evolu-
tion of aspirations in people that are always more free from needs (at
least in some parts of the world) will probably bring in a modification
in the conception of the homo oeconomicus and of our objective function.
Such modification is needed if economists aim to give successful ad-
vice to politicians. The pursuit of purely economic goals (GDP growth),
which may eventually trade off immaterial goods such as quality of
human relationships, may generate, in this modified framework, the
paradoxical effect of a drop in political consensus with richer but less
happy electors that are going to punish and not to praise their govern-
ments in charge. Politicians who depend on it will be the first to re-
quire this change of perspective from economists. The new economics
of happiness is born for this purpose and is attracting ever more and
more research (Alesina et al. 2001; Bruni et al. 2004; Clark 1994; Frey et
al. 2000; Layard 2005).

What made possible this renaissance of happiness studies is the nov-
elty of the collection of ample and detailed empirical information on
self-declared happiness at the individual level for most of the world
countries. We tend to use this empirical evidence to test hypotheses
stemming from theoretical model derivations, but we should also use
it to test whether crucial assumptions, on which our models rely, are
sound. The available evidence on self-declared happiness gives us the
unique opportunity of verifying whether the way we build our utility
function is correct. Results, available for different countries and differ-
ent sample periods, clearly show that the assumption of self-interested
individuals maximizing the level of their consumption is clearly
untenable.



What Is Wrong in Keynes’s Prophecy? 191

We imagine ourselves as “rational fools,” but hopefully, we do not
succeed in transforming ourselves as such. Empirical evidence on hap-
piness and empirical “anomalies” that reject the homo oeconomicus re-
strictive assumptions seem to confirm Sen’s (1977) famous critique
arguing that, together with self-interest, we have the two fundamental
dimensions of sympathy and commitment, both having strong influ-
ence on our behavior. This helps us understand why empirical studies
on happiness show that immaterial values, such as the time spent
enjoying relationships, religious practice, education, and health are so
important for people in any part of the world.

It is also worth trying to frame the role of money in a different per-
spective, as a means and not as an end in itself, as Keynes correctly
argued. Happiness studies are almost univocal in telling us that even
though we must not neglect the fact that personal and domestic afflu-
ence may be crucial to achieve superior goods, such as quality of edu-
cation and health, we must equally be aware that happiness is not at
all monotonically increasing in personal income. The relationship be-
tween the two variables is much more complex and depends on rela-
tive affluence with respect to the reference group (the sociological
dimension) and from the complex dynamics of achievements and aspi-
rations (the psychological dimension), where the latter become inevita-
bly higher every time a new peak has been climbed. Furthermore some
of the most recent studies disclose a potential negative indirect effect of
income on happiness, the so-called Baumol disease of relational goods
(Becchetti-Santoro 2006). The problem is that as we become more pro-
ductive, the opportunity cost of leisure becomes higher. Unfortunately,
the “productivity” of human relationships does not grow at all, or does
not grow apace with productivity in manufacturing (we must dedicate
the same amount of hours as ever to develop a friendship or to raise
children if we believe that cell-phone conversations cannot replace
other kinds of human contacts...). Hence we require time to develop
friendships or to invest in different types of relational goods (family
ties, development of clubs or association, organization of a football
match among friends, etc.). Unfortunately, relational goods are “local
public goods” that require the joint investment of individuals who are
both producers and consumers of these goods at the same time (family
or club members). Hence, as productivity grows, the risk of coordi-
nation failure grows because individuals with stronger preferences
for relational goods may end up being less happy if their peers, who
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should co-produce and co-consume the relational goods, do not share
the same preferences. Far from what was predicted by Keynes, what
we are facing today as a consequence of the increasing productivity is
not the reduction of worked hours but a deterioration of the quality of
relational goods.

Empirical evidence on this point is significant. The effect of the time
spent in relationships with friends, family members, members of differ-
ent types of association, is a robust and positive determinant of indi-
vidual happiness (Becchetti, Londono Bedoya, and Trovato 2006). In
turn a negative relationship exists, at individual and country levels, be-
tween income and enjoyment of relational goods.

This evidence confirms and provides new insights for a well-known
saying: Individuals in our societies are rich in money and poor in time,
while those in less affluent societies are poor in money but richer in
time.

To sum up, we may refine Keynes’s intuition here by arguing that
individuals tend to be always more and more aware of the importance
of immaterial goods as their income grows and as they realize that
the relationship between the latter and their happiness is definitely not
ever increasing. They start demanding more immaterial goods, and
“enlightened” politicians understand that homo oeconomicus based rec-
ipes are not enough to make them win the next elections.

With Work Still Necessary and Distributional Conflicts Not Yet
Solved, How Do We Square the Circle?

A main limit of Keynes’s arguments is the idea that the unstopping
pace of technological advancement would automatically solve the eco-
nomic problem. Actually he admits that to fulfill this dream, some side
conditions need to be met, such as “power to control population, deter-
mination to avoid wars and civil dissensions, willingness to entrust to
science....” In this list two issues are missing: environmental sustain-
ability and the idea that distributional problems arise as productivity
grows and remains concentrated in a few hands.

Beyond Keynes'’s cursory reference to “avoid civil dissension” (or so-
cial conflict) there are the crucial questions of environmental and social
sustainability of economic development in globally integrated markets.
The problem that economists need to address is not just the aggregate
amount of production generated in a given unit of time but also the
negative externalities and distributional conflicts that this level of
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production may generate. The ICT revolution and economic global
integration have actually increased interdependences among once
distant regions and have made more urgent the problem of market
failures (insufficient production of public goods, negative environmen-
tal externalities, inequality in starting conditions, etc.). The simplistic
approach of Keynes mirrors the heroic assumptions of those economic
models in which representative individuals hide all distributional
problems and perfectly informed benevolent planners successfully
bridge the gap between individual and social optimum bypassing con-
flicts of interest and informational asymmetries.

What is happening in reality is that global market integration has
weakened the old system of checks and balances that was based on
the interaction among three actors. According to the previous system,
on the one side, corporations created economic value but also negative
externalities, on the other side, powerful domestic institutions and
trade unions acted to address and correct these imbalances. The old
“three-pillar” system has fallen into pieces as corporations have started
moving into a globalized scenario in which domestic institutions and
trade unions have much less bargaining power (due to government fis-
cal competition and competition of labor costs generated by the option
of delocalization). A new system of global checks and balances has
actually raised “civil dissension” (to use Keynes’s words), even within
a framework of rising global prosperity. In this new framework the
economic system has been able to produce endogenous temporary
defenses with the rise of a new important actor: the civil society. In
this vacuum of global rules and institutions, a minority of concerned
individuals started to vote with their portfolios, using consumption
and savings to promote those corporations that were more innovative
in terms of socially responsible action. The old three-pillar system has
therefore been replaced by a new one in which the weakness of domes-
tic trade unions has been compensated by the vicarious action of con-
cerned consumers and investors.

The rise of the phenomenon of corporate social responsibility is just
the result of this bottom-up pressure. In the last decade social pressure
assisted the significant growth of so-called socially responsible invest-
ments in terms of the volumes brokered by financial intermediaries.
According to the 2003 Report on Socially Responsible Investing Trends
in the United States (downloadable at http://www.socialinvest.org/
resources/research/) the stock of ethically managed mutual fund as-
sets reached $2.16 trillion in the same year if one includes all US
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private and institutional ethically screened portfolios. Based on these
figures, one out of nine dollars under professional management in
the United States was invested in socially responsible portfolios. On the
consumption side, the 2003 Corporate Social Responsibility Monitor
(downloadable at http://www.bsdglobal.com/issues/sr.asp) finds that the
proportion of consumers looking at social responsibility in their choices
jumped from 36 percent in 1999 to 62 percent in 2001 in Europe. Re-
search undertaken in February 2004 by the German market research
company TNS Emnid on a representative sample of the population
finds that 2.9 percent of those interviewed buy fair trade products reg-
ularly (Becchetti Rosati 2007), 19 percent rarely, and 6 percent almost
never. Of the respondents 35 percent said they support the idea but do
not buy these products (wwuw.fairtrade.net/sites/aboutflo/aboutflo). In a
parallel UK survey, Bird and Hughes (1997) classify consumers as eth-
ical (24 percent), semi-ethical (57 percent), and self-interested (19 per-
cent). Of the surveyed consumers 18 percent declared to be willing to
pay a premium for socially responsible products. In the light of these
important changes, it should not come as a surprise that for the 2005
KPMG report, 52 percent of the top 100 corporations in the 16 more
industrialized countries published a corporate social responsibility
(CSR) report.

The stimulus for corporations to adopt a more socially responsible
stance does not come only from the bottom-up action of socially respon-
sible consumers and investors. Costs of paying greater attention to the
interests of workers, subcontractors, local communities, or future gen-
erations when choosing CSR may be compensated by at least three po-
tential benefits, beyond that of the support of concerned individuals:
(1) the minimization of conflicts with stakeholders (Freeman 1984) and
therefore of costs of litigation and legal actions, (2) the opportunity of
signaling product quality in a framework of asymmetric information
between sellers and buyers, above all in those sectors (e.g., the food in-
dustry or the banking system) where the consequences of purchasing
“lemons” may be more serious for consumers, and (3) the positive ef-
fect of CSR on workers motivation and therefore on their productivity.
The last point is quite promising and deserves to be investigated in
more detail in the future. To shed light on this point, just consider how
the most recent surveys in labor economics and personnel manage-
ment (Baker, Jensen, and Murphy 1998; Baker, Gibbons, and Murphy
2002) emphasize how, in the move from the Taylorist to the modern
and more creative way of production, intrinsic motivations are always



What Is Wrong in Keynes’s Prophecy? 195

more crucial in triggering the extra creativity of workers, which may
generate product and process innovation and new varieties of goods.

The emerging economics of social responsibility tells us a few impor-
tant things. First, the centrality of consumption suggests us that the
Marxian idea of an external social conflict (between capitalists and
workers) is transformed into a new “internal” conflict between our
working and consuming selves. This is because corporations depend
on consumer choices, and in many cases, below a certain threshold of
price there is a welfare improvement of our second dimension (that
of consumers) at the cost of a humiliation of the first dimension
(that of workers). Second, the market for socially responsible products
suggests that not all individuals consume (invest) on the basis of the
lowest price (or of the highest risk-adjusted return), documenting that
self-interest cannot explain all economic behavior. Third, the dichot-
omy between the moment of creation of economic value (which gen-
erates negative externalities and distributional conflicts) and that of
redistribution (which corrects them) may be avoided in principle if,
under the principles of CSR, economic value is created in a more so-
cially and environmentally responsible way. Fourth, a new type of eco-
nomic agent, the market social enterprise, is born. The market social
enterprise is a step beyond the dichotomous alternative between cor-
porations, which create economic value and maximize shareholders
wealth, on the one side, and those not-for-profit organizations that ful-
fill social goals but do not create economic value. Market social enter-
prises (fair trade producers, microfinance institutions, etc.) but also
traditional corporations moving from the goal of maximizing share-
holders wealth to that of satisfying the interests of a wider set of stake-
holders (workers, local communities, component producers, etc.) fill an
important gap in the economic system by creating both economic and
social value, and by creating economic value in a more socially and
environmentally responsible way, that internalizes their potential neg-
ative externalities.

Conclusions

Keynes'’s vision of the future for our grandchildren discloses great in-
tuition but not without some fallacies. We are neither at the end of
history, nor at the end of labor and economics. The astounding pace
of technological progress creates new opportunities but also new
challenges. Economic value creation per unit of time is continuing to
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rise, but this is not enough to solve our economic problems. What
Keynes took for granted in his prophecy is that the system of checks
and balances would have transformed the higher aggregate affluence
into an acceptably equitable social outcome, necessary to avoid “civil
dissension.” What he did not foresee is that global market integra-
tion has significantly weakened that system of checks and balances,
pushing the economic system to produce new endogenous defenses
under the form of the new phenomenon of the economics of social
responsibility.

If the toll of labor is not to be removed from our shoulders, the
economics of social responsibility and the rise of market social enter-
prises—by pressing human entrepreneurship toward the higher goal
of the pursuit of social inclusion and less toward material goods—
may reconcile the need to solve social and environmental imbalances
and the dream of making our productive effort less humiliating and
more rewarding.
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15 Really Thinking Long
Run: Keynes’s Other
Masterpiece

William J. Baumol

Economic analysis offers us weapons like the Ricardian growth model
that are designed to help us think about the very long run—about the
wonders that history has achieved and what it promises for the future.
But few of us take the bait. Economists are all too prone to provide
forecasts for the next few months, or even a year or two ahead. Econo-
mists” record at this is not quite brilliant, so it should come as no sur-
prise that, seventy-five years after John Maynard Keynes undertook to
look a century ahead, it is clear that much of what he foretold then will
not come to pass. But, as I will argue here, his misjudgments are as
illuminating as his valid observations.

I am in no position to complain about erroneous predictions. On the
many occasions when I have been asked for an economic forecast, my
response has been that my only prediction about the future is that it
will surprise me.! But in the essay under discussion, Keynes’s observa-
tions about the distant past are so remarkable—and the poor predic-
tions that emerged from his clouded telescope so illuminating—that
we must forgive him his many sins, not only for his outright errors but
even his then-fashionable anti-Semitism. Accordingly, in this chapter I
will undertake to praise Caesar, not to bury him (or rather, his predic-
tions). That is, I will not seek to point out the source of Keynes'’s errors
nor to offer a forecast of my own—one that, I would dare to suggest
there is reason to believe, will fare better than his. After all, who can
lay plausible claims to qualification as a seer or can even claim to have
undisputable explanations of the past? Is there, even today, a unique
and certain account of any past economic phenomenon such as one of
the depressions of the nineteenth century?
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Keynes on the Distant Past: Prehistoric Breakthrough Invention

Let me begin with the past—with two of Keynes’s observations that
must lead us to reevaluate standard conclusions that are usually taken
to be nearly self-evident and largely beyond dispute. I will decide
that the standard conclusions remain valid, but that they must be
regarded with a soupcon of modesty, that is, with a bit less unalloyed
confidence.

The first of these matters is the uniqueness of the achievements of
“the” industrial revolution and its sequel, as well as our intuitive grasp
of the magnitude of those achievements. The second relates to possible
explanations of the ensuing growth in per capita wealth accumulation.
With good reason, we think of the innovative accomplishments of
the past two centuries as something unparalleled in human history.
When before has humanity been able to travel so fast or so far, to hear
the voices and see the faces of its ancestors, or to communicate
instantly with someone at the opposite end of the world? When before
has real per capita GDP nearly octupled in one century? All this is
often said, but is extremely difficult to digest and comprehend (a topic
to which I will return presently). Yet the point I want to make here
is that Keynes already provides a major insight in his caveat on this
conclusion:

The absence of important technical inventions between the prehistoric age and
comparatively modern times is truly remarkable. Almost everything which re-
ally matters and which the world possessed at the commencement of the mod-
ern age was already known to man at the dawn of history. Language, fire, the
same domestic animals which we have to-day, wheat, barley, the vine and the
olive, the plough, the wheel, the oar, the sail, leather, linen and cloth, bricks
and pots, gold and silver, copper, tin, and lead—and iron was added to the
list before 1000 B.C.—banking, statecraft, mathematics, astronomy, and reli-
gion. There is no record of when we first possessed these things.

At some epoch before the dawn of history—perhaps even in one of the com-
fortable intervals before the last ice age—there must have been an era of prog-
ress and invention comparable to that in which we live to-day.

This passage certainly is effective in suggesting the need for a sense
of proportion in our thinking. We and our immediate ancestors did
not inaugurate the accumulation of breakthrough inventions. Argu-
ably, many of those that Keynes lists—as contributions that apparently
appeared out of nowhere—can be taken to dwarf virtually any of
those of the past two centuries. But there is something to be said on
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the other side. That prehistoric period since humankind, fully evolved,
had first made its appearance, up until the first recording of historic
events and characters, spans more than 100,000 years. The inventions
and discoveries on Keynes’s list add up to some 20 items. Assuming
that these were meant merely to be suggestive, and that a defensible
list with 100 such entries can be put together, means that in the period
at issue, on average, one breakthrough appeared every thousand years.
That is hardly what we would take to be an outpouring of inventive
contributions. Of course, we may yet be surprised—archeologists con-
stantly encounter surprises in this arena, as in others, finding complex
Greek toothed gears and Chinese instruments of mass production, but
neither of these examples is prehistoric. A Stone Age era of invention
at anything like the nineteenth century pace is hardly very plausible.

Keynes on Post-Renaissance Accumulation

With good reason, we credit the bulk of the achievement since the In-
dustrial Revolution—in terms of growing incomes and accumulating
wealth—to rising productivity, primarily taken to be attributable to
the inventors, the scientists, the entrepreneurs, and perhaps the educa-
tors of the modern era. But Keynes offers another startling observation,
which does not negate this conclusion but should surely give us
pause. It is an evaluation of the conceivable size of the portion of post-
Renaissance economic growth that could have been achieved by mere
accumulation.

... the power of compound interest over two hundred years is such as to stag-
ger the imagination.

Let me give an illustration of this a sum which I have worked out. The
value of Great Britain’s foreign investments to-day is estimated at about
£4,000 million. This yields us an income at the rate of about 6% per cent. Half of
this we bring home and enjoy; the other half, namely, 31 per cent, we leave to
accumulate abroad at compound interest. Something of this sort has now been
going on for about 250 years.

For I trace the beginnings of British foreign investment to the treasure which
Drake stole from Spain in 1580. In that year he returned to England bringing
with him the prodigious spoils of the Golden Hind. Queen Elizabeth was a con-
siderable shareholder in the syndicate which had financed the expedition. Out
of her share she paid off the whole of England’s foreign debt, balanced her
Budget, and found herself with about £40,000 in hand. ... Now it happens that
£40,000 accumulating at 3 percent compound interest approximately corre-
sponds to the actual volume of England’s foreign investments at various dates,
and would actually amount today to the total of £4,000 million which I have
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already quoted as being what our foreign investments now are. Thus, every £1
which Drake brought home in 1580 has now become £100,000. Such is the
power of compound interest.

None of this means that mere accumulation achieved all or even most
of the growth miracle of the past few centuries. It seems quite clear
instead that invention merits the primary place as the fundamental
source of the growth accomplishment. I interpret Keynes at this point
merely to be drawing attention to the enormous power of accumula-
tion and compounding. We all recognize this mechanism but tend not
to grasp the incredible magnitude of its force. Keynes’s argument can
be extended. According to Angus Maddison’s (2003) rather conserva-
tive estimate, during the twentieth century, British real per capita GDP
rose by a multiple of approximately 4.5 (that of the United States rose
nearly sevenfold). We may note that the British figure is right in the
range in Keynes’s forecast. In the same period British total real GDP
rose by a multiple of 6.5.

But if the initial (1900) figures had risen at the rate cited by Keynes—
3.25 percent per annum, over the century, with compounding—they
would have increased about 25 times! Of course, this does not make
irrelevant the contributions from the inputs that are usually taken to
underlay productivity growth. No nation does or can place its entire
wealth in a bank account yielding a steady 3.25 percent, nor could any
bank account have offered such a real rate of return without the growth
of productivity contributed by the sweat of the brow and the exercise
of the mind. Still it does suggest, as Keynes points out, that sheer in-
vestment has contributed more to the growth miracle than is currently
credited to it. It implies that any recipe for really substantial growth
should call for a significant saving rate, somehow elicited when no
Keynesian recession is on the horizon, so that the saving will not im-
pede growth rather than magnifying it as only accumulation may be
able to do.

On Assessment of Incomprehensible Magnitudes: The Value of the
Erroneous Forecasts

The most obvious observations on a first reading of Keynes’s essay are
the mistakes in what he presages:

Now for my conclusion, which you will find, I think, to become more and
more startling to the imagination the longer you think about it.
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I draw the conclusion that, assuming no important wars and no important
increase in population, the economic problem may be solved, or be at least within
sight of solution, within a hundred years. This means that the economic prob-
lem is not—if we look into the future—the permanent problem of the human race.

Why, you may ask, is this so startling? It is startling because—if, instead of
looking into the future, we look into the past—we find that the economic prob-
lem, the struggle for subsistence, always has been hitherto the primary, most
pressing problem of the human race—not only of the human race, but of the
whole of the biological kingdom from the beginnings of life in its most primi-
tive forms.

Keynes goes on to offer an evaluation of the prospect:

Will this be a benefit? ... [F]or the first time since his creation man will be faced
with his real, his permanent problem—how to use his freedom from pressing
economic cares, how to occupy the leisure, which science and compound inter-
est will have won for him, to live wisely and agreeably and well....

Yet there is no country and no people, I think, who can look forward to the
age of leisure and of abundance without a dread. For we have been trained
too long to strive and not to enjoy. It is a fearful problem for the ordinary
person, with no special talents, to occupy himself, especially if he no longer
has roots in the soil or in custom or in the beloved conventions of a traditional
society.. ..

For many ages to come the old Adam will be so strong in us that everybody
will need to do some work if he is to be contented. We shall do more things for
ourselves than is usual with the rich to-day, only too glad to have small duties
and tasks and routines. But beyond this, we shall endeavour to spread the
bread thin on the butter—to make what work there is still to be done to be as
widely shared as possible. Three-hour shifts or a fifteen-hour week may put off
the problem for a great while. For three hours a day is quite enough to satisfy
the old Adam in most of us!?

Three-hour workdays! Intolerable boredom! Total elimination of pov-
erty throughout the world (surely the meaning of solution of the eco-
nomic problem)! How different this is from the reality of the onset of
the twenty-first century. How could Keynes have gone so wrong? Al-
though that is not my point, as we will see, there are a number of
explanations ready to hand. There have indeed been wars since 1930,
wars whose destructiveness may well have exceeded anything experi-
enced before the twentieth century. And there has been a flood of
innovative products, television, computers, and many others that con-
sumers found irresistible (at least after stimulation by abundant adver-
tising), and found it necessary to work long enough to pay for them.
But even if these explanations are right and nearly adequate, does
it imply that we are better equipped than Keynes to provide valid
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prognostications for the century that follows today? I very much doubt
that, particularly given the prospect of global climate change and the
growing availability of weapons of mass destruction at bargain prices.

The misjudgment of Keynes is helpful to us for an entirely different
reason. Not because it teaches us to become better prophets. Patently it
does not. Rather, what it helps us to do is to give ourselves and others
the beginnings of a sense of the magnitude of what recent centuries
have brought to the more fortunate nations and the more fortunate of
their inhabitants. As reported above, in the United States, real per cap-
ita income has increased by a factor of nearly seven in the century that
has recently concluded.

I maintain, particularly on the basis of recent experience, that this is
a change so enormous that it is virtually impossible to comprehend.
In numerous lectures on entrepreneurship and growth, I have tried
repeatedly to give audiences a sense of the magnitude of this miracle. I
have described indicators of the old ways of living: for example, that in
most households in the nineteenth century ink was expected to freeze
in the inkwells every winter, and that in much of continental Europe
famine and widespread starvation were experienced about once a de-
cade until at least the seventeenth century. I have emphasized that our
forebears (perhaps with exceptions like Jules Verne and H. G. Wells)
could not have imagined today’s luxuries, which are now almost uni-
versally available. I have called attention to revolutionary inventions
that could only have been explained as acts of magic to our ancestors
(and perhaps even to ourselves). I have challenged my listeners to un-
dertake the following thought experiment: Imagine that you have the
income and wealth of an average American today and that suddenly
six dollars out of every seven is removed from your wages, your bank
account and every other money supply that is available to you. Can
you envision what your life would then be like? The response has usu-
ally seemed to be somewhat uncomprehending acknowledgment. I
have never felt that my effort had produced the desired insights. In-
deed I must admit that despite my investment of substantial effort,
I myself have never really succeeded in meeting that challenge of
comprehension.

But now Keynes'’s failed foresight offers me a new way to go about
the task. My approach had been to try to get the audiences to look
backward, to envision what life was really like a century earlier. The
natural reaction, surely, is that it could not really have been all that
bad. After all, our ancestors did survive and did not feel themselves to
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be living in abject poverty. Indeed they were well enough to contribute
to our own appearance. Now Keynes has offered me a new and prom-
ising approach to effective explanation: a forward-looking challenge,
rather than a challenge to look backward. I can now ask the audience
to suppose that real US income will once again increase sevenfold in
the next century. Can you imagine what luxuries average-earning
Americans will then have at their disposal? And perhaps I can then
stimulate their thinking further by recalling Keynes’s failure as a
prophet. Surely that will help get my point across.?

Notes

1. I'learned my lesson the hard way when I predicted in 1936 that Alfred Landon would
win the American presidency against Franklin D. Roosevelt. The reader may recall that
FDR’s subsequent victory was one of the greatest landsides in US history. This experience
led me to excessive caution. When, in our 1966 book on the economics of the performing
arts, William Bowen and I laid out the cost disease theory and, on it, based projections
that have proved qualitatively accurate for forty years, I was too cowardly to label our
numbers as a forecast (see Baumol and Bowen 1966, especially pp. 405-407).

2. Or, as Henry Ford is reported to have put the matter, “The unhappiest man on earth,
is the one who has nothing to do” (cited in Landes 2006, p. 132).

3. But this thought experiment will not work so easily if we take Keynes to have been
right in his prognostication. For if humanity were to react to growing prosperity as he
foresaw, the pace of output growth will be far less than it has been, and the benefits in-
stead will consist predominantly of immeasurable psychic and aesthetic pleasures whose
magnitude will be far less obvious and even far less definable than a continuing explo-
sion of output and innovation.
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