Expectations
One of the intrinsic properties of our world is that the future is uncertain. This uncertainty affects the way decisions are made because economic actors (entrepreneurs, bankers, employees, governments) have to define their priorities by relying on their expectations about the future so as to anticipate it (that is, to act in advance of what they think will happen). In The General Theory, Keynes explains how and why expectations influence the current and future states of capitalist economic systems and how expectations are formed.
The first problem when dealing with expectations is to understand at how and why they matter. Because we live in a monetary production economy, the most influential expectations are those of entrepreneurs and of the financial sector. Keynes distinguishes between short-term expectations, long-term expectations and confidence in these expectations. The first consist of expectations of costs and sale proceeds induced by a certain level of production, for a given level of capital equipment (new capital assets are not available for production yet). The aim is to find progressively the point of effective demand, that is to say, the point at which production is expected to generate the highest monetary profits. This point represents the current equilibrium position (by which Post Keynesians mean state of rest and not market clearing) induced by a given state of long-term expectations. The short term refers to the ‘shortest interval after which the firm is free to reverse its decision as to how much employment to offer’ (Keynes 1936, p. 47). These short-term expectations are gradually revised in the light of current economic results so that ‘if we suppose a state of expectation to continue for a sufficient length of time for the effect on employment to have worked itself out . . . completely . . . the steady level of employment thus attained may be called the long-period employment corresponding to that state of expectation’ (Keynes 1936, p. 48). To simplify the analysis, one can consider that entrepreneurs ‘do not, as a rule, make wildly wrong forecasts of the equilibrium position’ (p. 182) and Keynes considers that ‘the theory of effective demand is substantially the same if we assume that short-term expectations are always fulfilled’ (Keynes 1937b, p. 181). With this simplification, the level of production is always at the point of effective demand.
What really matters for the economic system are the past and current states of long-term expectations (Kregel 1976). These concern the future net cash flows provided by old and new capital assets. The past states of long-term expectations are reflected in the current amount and composition of the capital equipment. In the simple Keynesian economic model, the current state of long-term expectations (named E in a draft of The General Theory) determines the expected level of expenditures for investment (I) and consumption (C). Indeed, E is a key variable for the marginal propensity to consume (and so C), but also, and mainly, for the marginal efficiency of capital assets, their user cost and the interest rate (and so I). Therefore, the aggregate demand curve (D) and aggregate supply curve (Z) are drawn for a given E. Minsky (1975) complemented this analysis by showing how the state of long-term expectations affects the level of investment. Thus, for two different states of long-term expectation with short-term expectations realized, see Figures 9 and 10.
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PId is the demand price of capital assets, i.e. the price entrepreneurs are ready to pay for acquiring capital equipment. This price depends on the price of existing capital equipment as quoted in financial markets and in mergers and acquisitions (PK), and on the entrepreneur’s (or borrower’s) risk. The latter is the entrepreneur’s sentiment about the viability of his project (or, at the macroeconomic level, entrepreneurs’ opinion about the current and future states of the economy). Thus, PId is determined by entrepreneurs’ expectations about the future net cash flows E(ΠIF) generated by a certain level of investment. PIs is the supply price of capital assets. This price depends on the unit price (PI) charged by producers of capital assets, which in turn depends partly on the user cost of capital assets, i.e. the amount of expected profits forgone by producers from using their available capital equipment now rather than later. In addition, when the quantity of investment is not expected to be completely internally funded (OI > E(OIF)), the supply price also depends on the expected cost of external funds which adds a mark up over the producer price. The cost of external funds is influenced by the lender’s risk, which is the lender’s opinion about the creditworthiness of entrepreneurs and so the expected net cash flows provided by capital assets.
As long as economic conditions are favourable (PId > PIs), the equalization of the two prices generates a positive level of investment (I = PIOI). The more optimistic entrepreneurs and lending institutions are, the higher the desired use of leverage and the higher the level of investment are, leading to a higher level of effective demand (and so of production and employment). 
It is sufficient for the state of long-term expectations of one community (entrepreneurs, financial analysts or banks) to be degraded to decrease the level of investment. This depressive effect may grow because entrepreneurs and lending institutions are influenced by each other while determining their long-term expectations. Thus, more pessimistic (optimistic) expectations from one community can lead to more pessimistic (optimistic) in the other: PId and PIs are related (Keynes 1936, p. 145).
Actually, the reality is worse than that because the two prices do not depend only on the lending institutions’ expectations and entrepreneurs’ expectations. Indeed, the expectations of speculators are also very important. Kaldor (1939) shows in great detail how speculation may generate economic instability. Speculators make portfolio arbitrages to earn short-term capital gains, so they are not interested in future rents provided by a capital asset during its entire life. For speculators, buying financial assets is a game that consists in trying to anticipate what the main opinion of the financial community will be in the short run. This is the famous beauty contest situation described by Keynes in chapter 12 of The General Theory. Each judge of the contest is not asked to try to find the most beautiful woman (that is, the most economically viable capital assets), but rather the woman that other judges consider the most beautiful (that is, assets that others will buy in the near future). The problem is that this kind of behaviour has a tendency to become generalized in financial markets; it is possible to make quick capital gains and, by not adopting this behaviour, one may make capital losses. Thus, speculators can lead both lending institutions and entrepreneurs to adopt a speculative behaviour (forecasting the psychology of the participants of the financial market) instead of an enterprise behaviour (that is, act in expectation of future income streams provided by the productive use of capital assets). Therefore, the state of long-term expectations, which is already very fragile because it depends on forecasts of economic variables in the long run about which we know very little (wages, interest rates, tastes of consumers, degree of competition and other variables), is still more precarious because it depends on fads and fashions in the financial markets. This, however, does not mean that the state of long-term expectations is completely unstable. It means only that this state can change very abruptly for insignificant or purely cyclical reasons. These changes are largely independent of the realization or not of short-term expectations, because ‘it is of the nature of long-term expectations that they cannot be checked at short intervals in the light of realized results’ (Keynes 1936, p. 51). As explained below, this is important for policy purpose. 
However, for Keynes and Post Keynesians the real problem is elsewhere (Kregel 1976). What matters for employment is neither the fulfillment or not of expectations, nor the instability of long-term expectations. It is, instead, the level of the latter that is important because high unemployment (N* – Ni) results from an insufficient level of effective demand (De). Stated alternatively, because economic actors are not optimistic enough, their spending is too low to implement a level of production that is consistent with full employment. This shows that the conditions of equilibrium are determined endogenously by economic actors’ actions, which are based on their expectations. There is no predefined, or “natural,” state that the economy can reach; this state is created and modified by economic actors’ anticipations (Kregel 1986). At the macroeconomic level, economic actors are responsible for their own economic situation. Thus, pessimism may be so high that economic actors cannot solve their problems by themselves, or, economic actors can be too optimistic and indulge in dangerous behaviours leading to doubtful investments, and financial fragility. Indeed, during ‘a boom the popular estimation of the magnitude of both . . . borrower’s risk and lender’s risk, is apt to become unusually and imprudently low’ (Keynes 1936, p. 145). The government should thus do everything to limit and to regulate the economic impact of pessimism and optimism. Indeed, this economic actor has the financial and technical ability to anticipate the macroeconomic consequences of the current anticipations of private agents. Entrepreneurs are only concerned with expectations of profits of their own activities; and it is not their job to take into account the macroeconomic consequences of their own decisions.
For some Post Keynesians, the fact that unemployment mainly exists because the state of long-term expectations of employers in the private sector is usually stubbornly too low to give them an incentive to employ everybody willing to work, has some important policy implications. For example, this casts doubt that fine-tuning policies can achieve full employment because long-term expectations are largely independent of the current state of the economy; and expected demand, rather than current demand, drives employment. The only thing that fine-tuning can achieve more or less successfully is to smooth the business cycle. As a consequence, some Post Keynesians are for a direct involvement of the government in generating full employment through an employer of last resort program. This program would decouple the achievement of full employment from the state of long-term expectations prevailing among entrepreneurs and financial institutions (Wray 1998).
The preceding has shown how expectations influence the current state of the economy (determination of the level of production, the level of spending, the amount of external finance, and the current level of capital equipment) and why they are important (unemployment or unsustainable economic patterns). It is now necessary to look at how the state of expectations is formed to understand how it evolves. Here ‘the confidence with which we make this forecast’ (Keynes 1936, p. 148) becomes important.
Once again it is necessary to make a distinction between short-term expectations and long-term expectations. Concerning the former, Keynes agrees that they can quite easily be formed by using probability calculus. To find the effective scale of production, an entrepreneur will make ‘several hypothetical expectations held with varying degrees of probability and definiteness’ (p. 24 n. 3). The constant overlapping between short-term expectations and current results (p. 50) makes this probabilistic calculation quite easy because it is based on a routine process.
If probabilities can be used more or less easily for short-term expectations, long-term expectations cannot be based mainly on this kind of method of decision. The mathematical expectation is, at best, an element among others in the process of decision. Indeed, to apply probability calculus with confidence and to base his or her actions only on this method of decision, an economic actor has to assume that the economic system is ergodic. This means that the properties of the system in which decisions are made are not modified by these decisions (Davidson 1991). However, investment spending is a crucial decision (Shackle 1955) because it leads to irreversible qualitative changes in the economic system. Thus, future possibilities and properties of the economic system evolve as new technologies and methods of production are introduced. There is another important reason why long-term expectations cannot rely essentially on probabilities: these expectations depend on factors that we know little about, so that the state of confidence plays a dominant role in the formation and change of the state of long-term expectations. This implies that, contrary to probability calculus, probability and confidence do not necessarily move in the same way and have to be clearly separated. It is not because more information is available that confidence is increased.
Thus, ‘the state of confidence, as they term it, is a matter to which practical men always pay the closest and most anxious attention’ (Keynes 1936, p. 148). To evaluate this state of confidence, economic actors refer to the prevailing convention concerning the present and future states of the economy. This means that, to take crucial decisions, they rely heavily on the past and current economic situations, and that they judge the current opinion of the majority as the best (Keynes 1937a). However, entrepreneurs can also go against the convention in place and let their instinct dominate their decisions. Long-term expectations then depend on different elements that are related but have little to do with probability (Dequesh, 1999): animal spirits, creativity and uncertainty perception are three of them. It follows from this that conventions are fragile and subject to sudden changes. However, they are usually stable enough for entrepreneurs whose optimism and animal spirits push them to invest. Moreover, this uncertainty about the future is less an obstacle than a stimulus to investment. Uncertainty leaves the system open to the imagination of entrepreneurs regarding profit opportunities. If investment depended on ‘nothing but a mathematical expectation, enterprise [would] fade and die’ (Keynes 1936, p. 162).
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