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1. The main structure of the argument in the Treatise

In the Treatise, Keynes tries to analyze the factors responsible for fluctuations in the

purchasing power of money and the channels through which monetary policy influences prices

and money wages. In the Book 3 of the Treatise, Keynes divides goods into investment goods

and consumer goods, and then, presents the "fundamental equations".1

P = E/O + (I' – S)/R

This is the first fundamental equation. This equation may be represented:2

P = W1 + (I' – S)/R   or   P = W/e + (I' – S)/R

The second fundamental equation is as follows.3

Π = (PR+P'C)/(R+C) = {(E – S)+I}/O = E/O + (I – S)/O

The fundamental equations says that the price level for consumer goods is determined

by the unit cost of production, adjusted as to whether profits are above or below normal level.

That is, since profits are considered as the difference between the aggregate income from sales

and the sum of the cost paid to the factors, the price levels are equal to the costs when there is no

profits. If there is a gap between investment and savings, the consumer price level moves.

According to Keynes, because those who decide to produce are not the same as those who decide

to consume, the division of the output between investment and consumption is not necessarily the

1 Keynes begins by defining several macroeconomic aggregates. According to Keynes's notions, E
represents the current monetary income, I' the income earned by producing investment goods (= the
current value of investment, measured in term of production costs), E – I' the current cost of consumer
goods, E – S the current consumption expenditure, in which S means savings, O total monetary income
in terms of the base period, C the income by producing investment goods in terms of the base period, R
the income by producing consumer goods in terms of the base period, P the price level for consumer
goods. 

2 W means the monetary cost per factor unit, e an index of overall productivity ("coefficient of
efficiency"), and W1 = W/e the unit cost of production (E/O)

3 Π means the price level for both investment goods and consumer goods, I investment, P' the price level
for investment goods.



same as the division of the income between savings and expenditures on consumption. The

supply and demand for consumer goods are equal to each other if I' is equal to S. Equilibrium is

the situation that the price level equals the unit cost of production.

For Keynes, the decision to save a part of income means a further decision on the

financial form in which the savings are to be held. The decision to hold bank deposits or equity

shares depends on savers' preferences as well as the rate of interest on deposits and the price of

shares. The price of shares depends on the preference of the public and on the behavior of the

banking system, represented by the rate of interest on bank deposits. The state of bearishness of

the public and behaviour of the banking system affect the price of securities in the stock market

which in turn reflects the market value of investment goods. Keynes defines four types of

speculative markets in relation to bear positions. First, there is a "bull market with a consensus of

opinion", which is a decreasing bear position at a time of rising security prices. In this situation of

early expansion, the public believes that security prices have not risen sufficiently. Second, there

is a "bull market with a difference of opinion", where the bear position is increasing when

security prices are rising. In this case of late expansion, there are public sentiments that security

prices have risen more than sufficiently. Third, there is a "bear market with a consensus" which is

a rising bear position. This situation of early recession occurs at a time of falling security prices

and has the prevailing opinion that security prices have not fallen sufficiently. Fourth, there is a

"bear market with a division of opinion" which is a decreasing bear position when security prices

are still falling. In this case, the predominant view in the market is that they have fallen more than

sufficiently. For Keynes, the public financial sentiments can determine the turning point of a

business cycle. For instance, if the real profits do not meet the high expectations when security

prices are rising, the banking system's ability to accommodate a rising level of production may be

damaged.

The discrepancy between the market value of investments and its cost generates the

windfall profits in the investment goods sector. Because windfall profits in the consumer goods



sector implies the difference between the cost of investment and total savings, the total windfall

profits for both sectors is equal to the discrepancy between the market value of investment goods

and total savings.

The fundamental equations of the Treatise shows various kinds of transmission factors

being able to move the general price level even when money supplies is not changed. The factors

include preferences, behavioral patterns, and decisions. In the book 4 of the Treatise, Keynes

analyze the dynamics of price level by presenting the other transmission mechanism, which

implies the effect of money supply.

In the book 4, Keynes begins by dividing monetary circulation into two parts, i.e.,

industrial circulation and financial circulation. For Keynes, the former means the cash deposits

and the latter means savings deposits. The industrial circulation is determined by the equation

'M1V1 = E',4 while the financial circulation is related to the bear position, i.e., the matter of choice

between savings deposits and securities.

In an economy with a banking system an increase in the money supply is connected to a

willingness by the banks to grant credit on more favorable terms that previously. A part of the

increase goes into the industrial circulation and the other part consists of some bulge in

the price level for investment goods to generate more profits in that sector. In this case,

interest rates fall, and then savings decrease. Therefore, the difference between

investment and savings increases and thus inflates the price level for consumer goods.

Profits thus move the liquid reserves and current deposits. Also profits absorb the original

increase of money supply. That is, profits stimulate production and incur the increase of

the cost of production at the same time. Accordingly, a new equilibrium is reached. This

process is dynamics of the level of prices which Keynes explains in the Treatise.

4 M1 represents the volume of cash deposits, V1 the velocity, and E the level of whole monetary
income(=the cost of producing money). V1  is assumed to be constant in a short term.



2. The motive for the Treatise

In the Treatise, Keynes analyzes the problem of the quantity theory of money and

presents new theory of prices, i.e., the fundamental equations. He points out that the transmission

mechanism of the quantity theory of money does not working because the increase of money

supply affects the interest rate at first, and then the level of total demand, in which case the

variation of the volume of money affects the level of outputs more than the level of prices. In the

Treatise, Keynes wants to explain the short-term adjustment mechanism toward long-term

equilibrium, i.e., a kinds of equilibration process. His two fundamental equations are instruments

for adjustment mechanism of the level of prices. For Keynes, the level of prices in the quantity

theory of money, represented by the equation, 'MV = PT', can not show the purchasing power and

is just the " hotch-potch price level ".

In fact, Keynes admits the usefulness of the quantity theory of money for comparing a

market equilibrium with another equilibrium. However, he thinks that the purpose of the theory

of money is to analyze the dynamics of the path from a equilibrium to another equilibrium,

especially in the economy with bank system. According to Keynes,

"The fundamental problem of monetary theory is ... to treat the problem

dynamically, analyzing the different elements involved, in such a manner as to exhibit the

causal process by which the price level is determined, and the method of transition from

one position of equilibrium to another. The forms of the quantity theory ... are but ill

adapted for this purpose."(Keynes, 1930, p.120)

In this sense, Keynes calls his theory 'the monetary theory of production', which

implies that money affects the real production.


