
John Maynard Keynes Theory Of Employment 1

John Maynard Keynes Theory Of Employment

John Maynard Keynes Theory Of
Employment

Downloaded from app.ardentx.com by
Vaughan & Gwendolyn

UNDERSTANDING THE FOUNDATIONS: JOHN
MAYNARD KEYNES THEORY OF EMPLOYMENT

The world of economics was forever changed by the publication
of John Maynard Keynes's seminal work, The General Theory of
Employment,  Interest  and  Money,  in  1936.  Prior  to  Keynes,
classical economic theory largely held that a market economy
would  naturally  tend  toward  full  employment.  The  pervasive
unemployment and depression of the 1930s, however,  proved
this assumption catastrophically wrong. Keynes challenged the
classical  orthodoxy,  offering  a  revolutionary  explanation  for
persistent  unemployment  and  a  framework  for  government
intervention.  The  John  Maynard  Keynes  Theory  Of
Employment  remains  one  of  the  most  influential  and  debated
concepts  in  macroeconomic  thought,  forming  the  bedrock  of
modern macroeconomics and fiscal policy.
This article provides a comprehensive, step-by-step exploration
of the Keynesian theory of employment. We will examine its core
principles, including the principle of effective demand, the role of
aggregate demand, the consumption function, the importance of
investment,  and the  concepts  of  liquidity  preference  and the

multiplier effect. By the end, you will have a clear, non-technical
understanding of why Keynes believed that unemployment was
not  a  temporary  anomaly  but  a  possible  equilibrium  state
requiring deliberate policy action.

THE CORE OF THE THEORY: THE PRINCIPLE OF
EFFECTIVE DEMAND

At  the  heart  of  the  John  Maynard  Keynes  Theory  Of
Employment  lies  the  principle  of  effective  demand.  Classical
economists believed that supply created its own demand (Say's
Law)  and  that  flexible  wages  and  interest  rates  would  always
restore full employment. Keynes completely reversed this logic.
He  argued  that  the  level  of  employment  in  an  economy  is
determined  not  by  the  supply  of  labor  or  the  price  of  labor
(wages), but by the aggregate demand for goods and services. In
other  words,  firms will  only  hire  enough workers  to  produce the
quantity of goods they can sell profitably.
Effective  demand is  the  sum of  two components:  consumption
expenditure  (what  households  spend)  and  investment
expenditure  (what  businesses  spend  on  capital  goods  like
factories, machinery, and inventory). Keynes demonstrated that if
aggregate  demand  is  insufficient,  firms  will  cut  production  and
lay off workers, leading to involuntary unemployment. This was a
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direct  rejection  of  the  classical  idea  that  unemployment  was
voluntary (due to workers refusing to accept lower wages) or
frictional.

Why Aggregate Demand Is
the Key Driver
Keynes observed that in a modern monetary economy, decisions
to save and decisions to invest are made by different people for
different  reasons.  The  classical  assumption  that  all  savings
automatically  flow  into  investment  via  the  interest  rate
mechanism does not hold in the real world. When uncertainty
rises, businesses may postpone investment, and households may
hoard  cash  (increase  their  liquidity  preference)  rather  than
spend. This can create a shortfall in aggregate demand. Since
production adjusts to demand, a persistent lack of demand leads
to a persistent lack of employment. The John Maynard Keynes
Theory Of Employment identifies insufficient effective demand
as the primary cause of recessions and high unemployment.

THE CONSUMPTION FUNCTION AND THE PROPENSITY
TO CONSUME

Keynes introduced the concept of the consumption function to
explain how household spending relates to income. He argued
that as income rises, consumption also rises, but by less than the
increase in income. This fundamental psychological law means
that richer societies save a larger proportion of their income. The

portion of additional income that households spend is called the
marginal propensity to consume (MPC). For example, if an
individual receives an extra $100 and spends $80 of it, the MPC is
0.8.
The consumption function can be written as C = a + bY, where 'a'
is  autonomous  consumption  (spending  when  income  is  zero,
covered  by  savings  or  borrowing),  'b'  is  the  MPC,  and  'Y'  is
income.  This  relationship  is  central  to  the  John  Maynard
Keynes  Theory  Of  Employment  because  it  shows  that
consumption  alone  is  often  insufficient  to  absorb  the  full
productive capacity of an economy. As income grows, the gap
between income and consumption widens, meaning that more
and more investment is required to fill the gap and maintain full
employment.  If  investment  is  not  forthcoming,  aggregate
demand  falls  short,  and  employment  contracts.

THE ROLE OF INVESTMENT AND THE DETERMINANTS
OF INVESTMENT

Investment is the most volatile component of aggregate demand.
Keynes  dedicated  significant  analysis  to  understanding  what
drives  business  investment  decisions.  He  identified  two  key
determinants:  the  marginal  efficiency  of  capital  (MEC)  and
the  rate  of  interest.

Marginal Efficiency of



John Maynard Keynes Theory Of Employment 3

3

Capital
The MEC is the expected rate of profit from an additional unit of
capital. It is calculated by comparing the expected future income
from an investment project with its supply price (cost).  If  the
expected returns are high relative to the cost, the MEC is high,
and businesses are more likely to invest. However, because the
future  is  inherently  uncertain,  the  MEC  is  heavily  influenced  by
business  confidence,  or  what  Keynes  called  "animal  spirits."
Optimism can lead to a surge in investment, while pessimism can
cause it to collapse.

The Rate of Interest
The rate of interest is the reward for parting with liquidity (not
holding cash). It represents the cost of borrowing for investment.
Keynes  argued  that  businesses  will  only  invest  if  the  MEC
exceeds the interest rate. If interest rates are high, only projects
with very high expected returns will be undertaken. If interest
rates are low, more projects become viable. However, Keynes
noted that interest rates cannot fall below a certain floor, known
as the liquidity trap. When everyone expects interest rates to
rise in the future, they prefer to hold cash rather than bonds,
making monetary policy ineffective.
Therefore, the John Maynard Keynes Theory Of Employment
emphasizes that investment decisions are forward-looking and
fragile. A fall in the MEC (due to pessimistic expectations) or a
sticky  high  interest  rate  can  reduce  investment  drastically,

contracting aggregate demand and employment.

LIQUIDITY PREFERENCE AND THE THEORY OF
INTEREST

Keynes rejected the classical idea that interest is determined by
the supply and demand of  savings.  Instead,  he proposed the
liquidity preference theory, which states that interest is the
reward for giving up liquid cash. People hold money for three
motives:

Transactions motive: To pay for everyday purchases.
Precautionary motive: To meet unexpected expenses.
Speculative motive: To profit from future changes in
interest rates or bond prices.

The demand for money (liquidity preference) combined with the
supply of money (controlled by the central bank) determines the
interest rate. When liquidity preference is high (people want to
hold more cash), interest rates rise to entice them to lend. This
link  clarifies  why,  in  a  deep  recession,  monetary  policy  can  be
ineffective.  If  everyone  is  hoarding  cash  (high  liquidity
preference) and businesses are pessimistic (low MEC), even very
low  interest  rates  may  not  stimulate  enough  investment  to
restore full employment. This insight is a critical component of
the  John  Maynard  Keynes  Theory  Of  Employment,  as  it
explains  why  government  spending  (fiscal  policy)  is  often  more
powerful than monetary policy in a liquidity trap.
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THE MULTIPLIER EFFECT: HOW SPENDING CREATES
MORE SPENDING

One of Keynes's most practical contributions is the concept of the
investment multiplier.  He showed that an initial  increase in
investment  or  government  spending  does  not  just  add  that
amount  to  aggregate  demand;  it  sets  off  a  chain  reaction  of
increased spending and income throughout the economy. The
multiplier effect occurs because one person's spending becomes
another person's income.
Consider a government spending $1 million on a new highway.
The construction workers and suppliers earn $1 million. If their
MPC is 0.8, they will spend $800,000 on goods and services (food,
clothing, etc.). Those businesses and workers now have $800,000
in extra income, and they spend $640,000 (80% of $800,000),
and  so  on.  The  total  increase  in  national  income  can  be
calculated using the formula: Multiplier = 1 / (1 - MPC). With an
MPC of 0.8, the multiplier is 5. So the initial $1 million of spending
can generate $5 million in total income. This powerful mechanism
is  central  to  the  John  Maynard  Keynes  Theory  Of
Employment because it demonstrates how targeted fiscal policy
can lift an economy out of a depression.

INVOLUNTARY UNEMPLOYMENT: KEYNES'S
BREAKTHROUGH

Perhaps the most important part of the John Maynard Keynes
Theory  Of  Employment  is  the  concept  of  involuntary
unemployment. Classical economists believed that if wages fell,

the labor market would clear. Keynes argued that cutting wages
would actually worsen the problem. Lower wages mean lower
income for  workers,  which  reduces  their  consumption.  Lower
consumption reduces aggregate demand, which further lowers
production and employment. Moreover, falling prices and wages
can  lead  to  deflation,  increasing  the  real  burden  of  debt,  which
depresses spending even more. This is the paradox of thrift and
the  paradox  of  flexibility:  what  seems  rational  at  the  individual
level (cut costs) can be disastrous at the macroeconomic level.
The equilibrium level  of  employment,  according to  Keynes,  is
determined  by  the  intersection  of  aggregate  demand  and
aggregate supply. It  is entirely possible for this equilibrium to
occur at a level below full employment. The economy can get
stuck in what Keynes called an "underemployment equilibrium."
This  was a  radical  departure  from classical  economics,  which
assumed that the economy always tends toward full employment
in the long run. Keynes famously retorted, "In the long run, we
are all dead." He advocated for active government intervention to
boost aggregate demand in the short run.

POLICY IMPLICATIONS OF THE KEYNESIAN THEORY

The John Maynard Keynes Theory Of Employment laid the
intellectual  foundation  for  modern  fiscal  policy.  If  private  sector
demand  is  insufficient  to  achieve  full  employment,  the
government  must  step  in.  The  primary  policy  tools  are:

Government spending on public works and
infrastructure: Directly increases aggregate demand and
creates jobs. The multiplier effect amplifies the impact.
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Tax cuts: Increases disposable income for households,
boosting consumption. However, if households save a large
portion of the tax cut, the effect is weaker than direct
spending.
Expansionary monetary policy: Lowering interest rates
to encourage borrowing and investment. However, in a
severe recession or liquidity trap, this may be ineffective.

Keynesian  economics  also  introduced  the  concept  of  a  full
employment budget surplus and the importance of counter-
cyclical  policy:  running  deficits  during  recessions  and  surpluses
during booms. This approach dominated Western economic policy
from the 1940s until the 1970s, and it made a strong comeback
after the 2008 global financial crisis and the COVID-19 pandemic.

CRITICISMS AND LEGACY

While the John Maynard Keynes Theory Of Employment is
immensely  influential,  it  has  faced  substantial  criticism.
Monetarists,  led by Milton Friedman,  argued that  government
intervention often creates more problems than it solves, and that
the long-run effect of fiscal stimulus is inflation with little gain in
real  output.  New  Classical  economists  contend  that  rational
expectations  undermine  the  multiplier  effect  because  people
anticipate  government  borrowing  and  adjust  their  behavior
accordingly. Others have pointed out that large public debts can
crowd out private investment in the long term.
Despite  these  criticisms,  the  core  insight  of  Keynes  remains
widely accepted: aggregate demand matters in the short run, and
economies  can  experience  prolonged  periods  of  high

unemployment without automatic self-correction. Modern "New
Keynesian"  economics  incorporates  rational  expectations  and
price  stickiness  but  retains  the  central  message  that  fiscal  and
monetary policy have an important stabilizing role.

CONCLUSION: THE ENDURING RELEVANCE OF THE
KEYNESIAN REVOLUTION

The  John  Maynard  Keynes  Theory  Of  Employment
transformed  how  economists  and  policymakers  understand
recessions, unemployment, and the role of the state. By shifting
the focus from supply to demand, from wages to spending, and
from long-run equilibrium to short-run crises, Keynes provided a
powerful analytical toolkit for managing modern economies. His
theories justified the creation of counter-cyclical fiscal policy and
inspired landmark legislation such as the New Deal in the United
States and the creation of the modern welfare state.
The Keynesian perspective reminds us that economic instability is
not  a  rare  aberration  but  a  recurrent  feature  of  market
economies.  When private spending falters,  government action
can—and should—fill  the gap to protect  jobs and incomes.  More
than  eighty  years  after  its  publication,  the  John  Maynard
Keynes  Theory  Of  Employment  remains  a  vital  lens  for
understanding economic downturns and formulating responses to
them. Whether the context is the 1930s Great Depression, the
2008  financial  crisis,  or  the  post-pandemic  recovery,  the
principles of effective demand, the multiplier,  and the priority of
employment over balanced budgets continue to shape the most
consequential economic decisions of our time.


