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CHAPTER I

INTRODUCTION

Since the writing of Thg Gemeral Iheory gg Emgloxgent! Interest,
and Money by John Maynard Keynes in 1936 the liquidity preference theory
of interest has become one of the most comtroversial subjects in economic
theory. The objections to the theory range from minor criticism to a
complete ;ejection of the theory, Im the midst of this argument and
counter-argument some of the main igsues have been forgotten, There haes
been some misunderstanding and confusion. In addition, there has been a
substantial body of criticism that has caused modification and restatement
of the liqﬁidity preference theory of interést. Much of the controversy
is an anachronism since there are more potent fiscal policies available
"~ to maintain, as a primary economic goal, high levels of income, employment,
and output,

Purpose. The purpose of this theis is to make an amalysis of the
liquidity preference theory of interest. More specifically, I propose,.
first, to treat the relationship between the liquidity preference theory
and other modern monetary theories of interest., This treatment will
attempt to show that there is no manjor incompatibility between these theories
and that for the purpose of determining the rate of interest the question
of which theory one may wish to use depsnds upon weighing the advantages
and disadvantages. of these theories,

Second, I propose to clarify the use of such concepts as (a) stocks
and flows, and {b) simultansous, ex-ante and ex-post, and time lag analysis

in the treatment of interest theory, The clarification of these concepts
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provide the basis for determining what are some of the principal elements
of a theory of interest,

Third, I shall treat many of the arguments advanced against the
liquidity preference theory of interest., In addition to the analysis of
liquidity preference proper, I shall treat the limitations to theoretical
analyeis, the concept of a "single" rate of interest, the conventional or
psychological motive of uncertaihty, the role of interest in economics,
and present some stafistical evidence that pertains to the tﬁeory.

Lastly; I wish to point out some Bf the weaknesses of the liquidity
preference theory itself.

Scope and k;é;ﬁg{gg Study. There has been a tremendous amount of
literature that.ia critical of the entire theory of John M, Keynes,
particularly his liquidity preference theory of interest. It would be
a task to treat every argument that attempts to disprove or weaken the
theory., It wo&ld, also, be a great task to elarify the misunderstanding
and confusion of Keynes' terminology, t6 determine the importance of the
theor&, and to test its loglcality and consistency because of the inherent
limitations to theoretical analysis and becaus; of the paucity of data,

The next three chapters are devoted to a history of interest
theory with special reference to the cause of interest and the factors

that give rise to changes in the magnitude in the rate of imterest.



CHAPTER II
THE HISTORY OF INTEREST THEORY

The purpose of tﬁis chapter is to trace the development of the.
theory of interest from the Hebrews through the time of Adam Smith,l
The next two chapters will be devoted to a history of interest theory
to=-date, Chapter IV will cover a detailed presentation of the "loan-
able funds" and the "liquidity preference" theories of interest, since
they are, today, the leading interest theories.

Throughout these history chapters emphagis has béen placed‘on
the origin and fluctuation of interest rates, and on the treatment of
interest fr;m the religious, ethical, and political sphere to.the
economic sphere where it "rightfﬁlly bolongs®. An attempt has been
made to preserve a historical sequence of evolutionary chaﬁgsa in
thought which is essential to the understanding of interest theory.

It is assumed throughout this paper that interest is a price
paid ts e factor of production and that it is unnecessary for the
purpose of this thesls to justify its existence,

‘Hgg;ews. According to Mosaic law, "Thou shalt not lend upon
usury to thy brother; usury of money, usury of victuals, usury of any-‘
thing that is lent upon usury’ (Deuterqnomy 23119-20). However, lending

for usury to strangers was permissiblé,? In the case of loans to the

1 The scope of interest theory in these chaplers follows the
traditional pattern outlined by Lewis H. Haney, History of Economic
Thought end Alexander Gray, The Development of Economic Doctrine.

2 The Hebroews did not distinguish clearly between usury and
interest, Usury is usually defined us any payment in excess of the
normal or legal rate of interest,



4
poor, lending was to be regarded =& = form of charity (Exodus 22:125), and

loans should be wade even through the seventh or jubilee ysar, when debts
should elapse (Deuteronomy 15:7-9, 24:13),

Security for loans was forbidden, particularly if the pledge
consisted of necessities {Deut. 2536), "Anotier rule was that one must
not go into the borrower's house and take his pledge, but nust let him
bring it out; and if the borrowsr were a poor ran his pledge should be
returned before the night"(Deut. 24310-13). 3

The Hebrews distinguished between two kinds of loans, namely,
"Thou ghalt not give him (1) thy money upon usury, nor lend him (2) thy
victuals for increase™ (Leviticus 25827. Nurbers not in original text.).

With the incresse in irade and commerce jubilee ysars were not
enforced and the Hebrews departed more and more from these laws. Thus,
there is a gradusl change from the prohibition to the regulation of
interest, such as, the setting of maximum interest paywents, cessation of
interest on the jubllee year, and distinciions between borrowers.

The Athenian Philosophers, Aristotle recognized noney as =
necessary, indispensable devics to exchanze., Nevertheless, he condenned

usury on the grounds that it was unjust, In The Politics he says,

The most hated sort (of meking money), =nd with the greatest
reason, i usury, which makes a gmin out of money iiself, and
not from the natural use of it, For monsy was intended to be
used in exchange, ut not to increase at iantersst, And this
term usury, which neans the birth of money from money, is
ap;lisd to the breeding of money because the offspring resembles
the parent. Wherefore of all modes of making money this is
the most uwnnstiurel,

3 Lewis H, Faney, Hictory of fEconomic Thought, pe. 37
4 Aristotle, The Polities, teken from Early Economiu Literature,
edited by Artohur E, Momtoe, p. 20.
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Plato seems to have condemned interest; also, he suggested that

the principal of a debt need ever be repaid.s .
B 28 gyppars that the condemmation of inte;'est wvas justified by

both the Hebrews and the Gresks on the ground thet loans were primarily
mede‘to-the poor since trade had not played a prominent part in the early
nistory of their economies, ‘To_the Hebrews loans for usury werse a
violation of a,div:’_.ne' edicts to the Greeks, usury was unjust and condemned
on ethical grounds, 7 |

The Romans. Early Roman law sppears to have opposed interest.
The Laws of the Twelve Tables fixed the rates of interest in 357 B. C,
at ten per cemt, in 347 B. C. they were reduced to five per cenmt, and
in later years interest was altogether forbidden, Later, with the:
-expansion of the Romen Empire, borrowing and lending became a permanent
institution with interest rates as high as forty-eight per cemt in the
provinces., “Finally, the Institute of Justinian fixed rates frgm four
to eight 'pex; cent, according to the character of the 10&11."6

On the whole, the Romans made a distinction between interest and
usury, first condemning, later regulating the first, while at all itimes
condemning the latter. To them interest was the restitution of an
equivalent, while usury is the repayment of more than its equivalent,
Interest, then, is the payment of a "just price” for ‘i:hs use of a thing
lent, while usury is the payment of more than a “just price". Legislation

regulating the rote of interest, for the most part, was ignored and the

5 Lewis.H, Haney, gp. cit., p. 61.
6 Lewis H, Haney, op. cite., p. Tl.



rate of interest fluctuated with the market conditions.
The Middle Ages. The story of interest during the lNlddle Ages is,
largely, a reflection of the history and evolution of Church doctrine,
In the begimming {325 A. D,) usury was forbidden the clergy, and by the
end of the twelfth ceniury the prohibition was extended to all., As lete
ag 1311 interest was absolutely illegal. The Church looked to the Bible,
to Aristotle, and to civil law as = justification for the condemnation of
usury.
The principal arguments againet usury ray be stated as followss
(1) The Holy Bibls forbids it. There are numercus passages taken
from the Mosaic law as noted above condemning usury-taking from a brother,
In the New Testament Jesus said, "lend, hoping for nothing again.” (Luke
6135).
(2) Arietotls argmes that money can not breed money, for it is
barren; and to tazke interest is unjust,
(3) St. Thomss Aquinas, an outstanding theologian of the Middle
Ages, advanced the srgurent that
to receive usury for money lent is, in itself, unjust, since
it is @ sale of what does not exist (since money is regarded as

a consumable); whereyy inequality obviously resulis, which is
contrary to Jjustice,

The reasoning Aquinas puts forth is that "4if a man wished to sell wine and
the use of the wine separately, he would be selling the same thing twice,

or seolling what does not exiat."a Under these circumstances, the lender

7 ©S5t. Thomas Aguinas, "gumua Theologica", Question LXXVII, "Of
the Sin of Usury, ¥hich is Commited in Loans", taken from Early Economig
Thought, edited by Arthur B. Monroe, p. 66,

§ “1bia, p. 66.
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would receive two comp&ns’&tiona‘; “orig -as the restitution of an equivalent
thing, the other as a price for the use;, which is called usury 7

{(4) Following thﬁargxmoat of Agiatot}.e, Aquinas conceived anpther
reason for the prohibition of usury, namely, that *interest ie looked upon
as the hypocritical and underhand price asked for a good common to &lle-
mlg time.,ﬂis Since time is a common property be:;ongiﬁg. to God, no man
has the right to sell it.

. According to St. Thomas Aquinas a man does not sin nor is it
unlawful to “receive & priée?' for lending & durable goed such as g house,
Nor is it unlawful for one to receive a free gift which was not e.s‘f:ed
for or given by any tacit or explict obligation. "Compensation in the
form of things which are measured by money may, however, be exacted
lawfully, such as good will and love for the lender, or something similar,"1l

The Scholastics, including Aquines, recognized certain exceptions,
as where a loss was incurred by a loan or where a profit wans missed,
Furthermore, the Scholastice approved the taking of interest by Jews
and Lombards as well as the Hons de Piete. There were indirect exceptions,
such ass the buying of annuities, the t&kiné of land mart-gaged for & loany
discounts on bills of exchange, and the payment of a premium above the
cash price when the payment for an arﬁicle wag deferred, Ini:erest taking

was permiseible in the case of partnership arrangements.

9 Ibid, p. “B6e

10 Eugen Bbhm Bawerk, Capital _ﬁ Interest, ‘{:ranslated by ¥illiam
Smart, p. 23. ,

11 St. Thomas Aquinas, op. git., p. 67 and 71,
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Nicole Oresme, carrying on the tradition of Aquinas, illusirates
most elearly the hostility to usury at that time. He says,
There are three ways, in my opinion, in which one may make
profit for money, aside from its natural use. The first of
these is the art of exchange, the custoedy of or trafficking
in moneys the second is usury, and the third is the altering
of money. The firatlas base, the second is bad, and the
third is even worse,

As for usury, it is certain that it is ha§3 detestable,
and unjust, as we learn from Holy Scripture.

Up to this time economic and social organizations were not
capitalistic, These organizations were primarily small, local communities
that were for the most part self-sufficient, Production was for consump-
tion within the groups; and exchange, what 1ittle existed, was primarily
barter., Money was scarce., Since economic activity centered in the clan
or family, and business affairs were personalized, it is understandable
why there was m general condemmation of interest.

Carclus Molinseus. With the growth of commerce and industry,
the breaking up of the manor system, the introduction of eraft guilds,
and the increased use of money, another group of men, convinced by
experience that interest was a necessity, began to write in opposition
to the Church doctrines. The first outstanding writer on the subject
was Carolus Molinaeus, a great French jurist of the early sixteenth
century,

In answer to the argument that money is barren Molinaeus says,

12 Nieole Oresme, "Traictie de la Premiere Inventoire Des
Monnoies", Chap. 17, taken from Barly Economic ught, edited by
Arthur E, ¥onroe, p. 95.

13 Ibid, p. 96.



for even fields do mot fruetify By themselves, without
expense, labor, & the industry of men; momey, likewise,
sven when it bas to be returned after a time, ylelds mean 7
while & consideradle produet through the indusiry of man,

o o <Just as exchange would bs very sumbersome & even

harmful, 12 we wore deprived of the use of money, so if we
wore deprived of all use of usury, the business of lending
ooney, which is espeeially gmsury for a state, would be
very sumbsrsome & hemtul.

His arguments are leveled against eanon law., Ho says the words
of the Hely Writ were misinterpreted, since "they are net inteaded to
forbid the taking of interest im general; but enly sauch interest as
violates the laws of charity and brotherly lovo;"l‘

Therefors, all jmst hating, eondemming & pwnishing of

usury should be understood as applying to cx”uii &
usreesonable, not to moderate & acceptable usury,

To Aquinas® argument that interest taking is selling the same
thing twice, or is selling scmething that has no existence at all,
Molimmeus answers that the use of momey is & thing independemt of the
capital sum, and may therefore be sold indopondﬂxtly.ls

Molinmeus sums up his arguments by saying,

First, that it is necessary & useful to retain 2 tolerate

some usury. Seeond, that it ought to be mederaie & restrained
ae far as pecsible. . Third, . . .it is lawful, not enly
acvording {to human law dbut also according to all law, divine &
nataral,

The history ef interest theory so far has been that of an argument

based on the social and religious justificationm against imterest itsking.

14 Carolus Molinmasus, “‘l‘rntniuc Contractuun et Uswrarum R.ﬁxiuu-quo
Pecunia Constituteruw” {1546), Chap. 11, taken from Egrly Bconowie Thought,
edited by A. E. Momres, p. 113,

15. Ibid, p. 116,

16 Eugen Mbm Bawerk, op. eit., p. 30.

17 Garolus Molinseus, ¢p. cit., p. 114,

18 Eugen BD¥hu Bawerk, gp. sit,, pp. 30-l,

19 Carolus Molinaeus, ep. cit., p. 123,
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None has consideréd it'on econoﬁic grounds nor has anyone looked into ;he
causes of the 6riéin aﬁd fiuctuétions in the megnitude of interest, With
the Mercantilists interest theory begins fo come,into 1£s own sphere~-the
economic sphere,

The Mercantilists, There is no complete agreement among the
Hercantiliéts on interest., To most of these writers the voiume of trade
and the quaentity of money rise and fall together, and that a low interest
rate would increase industrial activity. A-few ﬁriters of the time hold
that interest is a result rather than a cuase of industrial activity,
Also, in this period, is found the idea that there is a connection )
between the rate of imterest and the productivity of capital,

According to Haney,ao Thomas Mun regarded the rate of interest
as the result of industrial conditions. Following the same argument
Thomas Manley pointed out that "as it is the scarcity of moneyl(and of
borrowers) that maketh the high rates of‘inﬁereet..,..so the plenty of
money and a few borrowers will make the rates low.”21

Sir Dudley North in hie Discourses Upon Trade (1691) explaine
the rate of interest by the productivity of cepital, He reasons as
followss

But as the Landed Man letts his land, so these still lett

their stocks this latter is call'd Interest, but is only Rent
for Stock, as the other is for land, ., .if there be more Lenders
than Borrowers, Interest will also fally wherefore it is not

low interest (that) makes Trade, byt Trade increasing, the Stock
of the Nation makes Interest low.

20 Lewis H, Haney, op. cit., pe 123.

21 Ivid, p. 123

22 Ibid, p. 124, Taken from Sir Dudley North's Discourse Upon
Trade, p. 4, (1691). ‘
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Nicholas Barbon came close to the idea of productivity as an
explanation in the fluctuations of the rate of interest when he said,
"Interest is éommonly reckoned for monys, . .but this is a mistake;
for the igtggest is paid for stock. . .No man takes up money at interest
to lay it by him, and lose the interest on it,"23

Against Mun's idea, Sir Thomas Culpepper wrote two tracts in
favor of establishing a low rate of interest (A Iract Against the High
Rate of Usurie, 1621 and 1640). But perhaps the most prominent sponsor
for a low rate of interest was Sir Josiah Ghild.24 His argument was that
a low rate of interest would attract capital and make it cheap, yet would
compel frugality‘by making smeller profits necessary. A high rate of
interest would make money scarce because savers would send it to the
goldsmith,

For the most part the Mercantilists explained the height of the
rate of interest by the tofal quantity of money as pointed out and

illustrated by Heckscher.25

23 1Ibid, p. 124, Taken from Discourse of Trade, pp. 31-2. Under-
-1ine not in the original,

24 Ibid, p. 123. Taken from Discourse of Trade, pp. 27, 29, 167,
and Preface by Sir Josiah Child, H#un holds that the rate of interest is
the result of industrial activity while Culpepper and Sir Josiah Child
holds that & lower rate of interest gtimulates industrial activity.

25 Heckscher, Mercantilism, Vol. II, pp. 20l. Theso few examples
are taken from The General Theory by Johm M. Keynes, p. 342.

Gerard Halynee stated, giving detailed reason for his assertion,
that "Plenty of money decreaseth usury in price or rate.” (Lex
NMercato ria and Haintenance of Free Trade, 1622), His truculent
and rather unscrupulous adversary, Edward Misselden, replied that
"The remedy for Usury may be plenty of money” (Free Trade or the
Meanes to meke Trade Florish, same year)., Of the leading writers
of half a century later, Child, the omnipotent leader of the East
India Company and its most skilful advocate, discussed (1668) the
question of how far the legal maximum rate of interest, which he



12

Locke presents dual quantity theories, - In the first, the rate
of interest depended on the proportion of the quantity of money to the

total volume of trade. In the second, in exchange the valus of monsy

depended on the proportion of the gquantity of money to the total volume

of goods in the market.26

.Richard Cantillon. Richard Cantillon, a wealthy British merchant

.of Irish descént, éttributés the height of the rate of interest to the

" “numericel proportion between tho Lender & the Borrowers", in the same
manner as "the price of things are determined in the altercations of the
mﬁrkets by éhe quantity of things offered éor séle in proportion to the
amount of money offered for them.“27 To him the ofigin of interest
comes from the attraction:of profit by the borrowsrs amd "this profit
nust have been in proportion to the needs of the Borrowers & to the
fear & the avarice of the Lenders."zS The merchants, herholds, adjust

their rate of profit to the rate of interest.

emphatically demanded; would result in drawing “the money™ of the
Dutch away from England, He found a remedy for this dreaded
disadvantage in the easier transference of bills of debt, if
these were used as currency, for this, he said, "will certainly
‘supply the defect of at least one~half of all the ready money

we have in use in the nation, .

26 John Locke, Some Condiderations of the Conseguences of the
Lowering of Interest & Raising the Value of Money, 1692, taken from -
The igngrg;‘zhaorx<g£ Employment, Interest and Money, John M. Keynes,

. 343.
P 27 Richard Cantillon, "Essai Sur La Nature Due Commerce en
General®, Chap, VIII, from Early Economic Thought, Arthur E. Monroce,
p. 273.
28 Ibid, p. 273.
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Fordinando Galiand (1728-1787). Galiani states that "interest
ariges from chancej from unoertainty."29 Interest, he seys,

is the équalizing of present money end money distant in

space, made by an epparent premium, which is sometimes added
to the present money, and sometimes to the distant money, to
make the intrinsic value of both equal, diminished by the less
conveniaence or the greater risk, & 50 true is this, that
sometimes in exchange present money is worth less than distant
money, and exchange is said tc be below pary and the bills
representing money, which really are simply future money, gra
often worth more than cash and .this excess is called agio,

Since interest is a premium for risk it appears that the degree
of risk measures the magnitude of the interest rate., Galiani adds that
all payment in excess of this risk premium is 11licit and usurious.

He believes the Prince should lower the rate of interest, for a low
rate of interest would prevent monopoly of monéy and would at the same
time insure repayment, The easi;at method of lowering interest ratesn
'is to make the return on the state debts as low as possible,

David Hume (1711-1776). Hume marks the transition in economic
‘theory-the transition to classicel thought. According to him the
rate of interest is determined by three causess (1) A greater or
smaller demand for borroﬁing,'(2) little or great riches to supply

than deménd, and {3) great or emall profits from commerce,3Y Gonse~

quently, interest is not derived from the quantit& of money. Hume,

29 Feordinando Galiani, Dells Honeta, 2nd Ed., 1780, from gp, cit.,
A, E, Bonroe, p. 302, Galiani, a native of Chieti, was educated for
the Church, but spent most of his 1life in the service of the stats, It is
difficult to classify him into a school of thought. I include him hers
" because hie interest theory resembles that of John K. Keymes,
31 Dav1d Hume, Folitical Discourses, 1752, taken frcm.A. E. Monroe,

op. cit., pp. 312-13.
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also, tries to answer the question whether low interest or low profits
is the cause or ths effect, To this Hume says, "They both arise from
an extensive commerce, and mutually forward each other."32

Turgot (1727-1781). In the writing of Anne Robert Jacques
Turgot are found many ideas that were to become the principal tenst of
economic writers in the next century, The main points of his interest theory
may be stated as follows: The rate of interest depends upon the market
relation botween demand and supply. This relation depends upon the
amount of capital in existence, whether in the form of money or capitai
goods, Assuming no change in the lenderse' side of the market, the greater
the amount of accumulated eapital, including aavihgs from revenues and
further profits, the lower the rate of interest, The amount of capitml
accretions comes primarily from all saving in excess of that reqﬁired
for subsistence, The current rate of interest performs a vital
-function in Turgot's fructification theory.
The current rate of interest on money is the thermometer
by which we can form an opinion as to the abundance or scarcity
of capitals; it is the measure of the degree to which a Netlon
can extend i§§ agricultural, manufacturing, and commercial
onterprises,
The rate of interest may be regarded as a kind of level
below which all labor, all cultivation, a&ll industry, all
commerce ceases. . oIt is the abundance of cepitals which
enlivens all enterprises, and low inmterest on money is at

once the effect and the index of the abundance of capitale.34

Turgot reasoned that land without any labor will give the least yield

32 Ibid, p. 318,
Anne Robert Jaeques Turgot, "On the Formation & Distribution
of Riches", 1766, edited by A, E, Monroe, op. cit., p. 371.
34 Ibid, p. 372,
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(a yield in perpetuity without the application of labor), interest on
money loans will give a lerger yield, and investments in agriculture,
manufacture, and commercial enterprise give the 1a;gest yield., Never=
theless, despite the inequality of the yiel&s in the different employmentse
they are ﬁutually limited and maintained by a kind of equilibrium, Thus,
when the yields in ons form of employment increeses, capital and money -
will flow in from other employments,. Yet,'§urgot states that the
movement of capital will not cause.the'yields in all employments to be
the samej there wili tend to bé equalitj between th; yield differentisls
among the various employments of-capital.

The FPhyslocrats, The Physiocrats were chiefly concerned with
production and exchange, Thus, interest was génerally regarded as an
expense of production--as an advance from the revenues of agriculture.
They held that interest wae possible because land produced a "net |
produit®, Typical.of the Physiocratic point of view in general was
that of Quesnay who rejected "supply and demand” and "risk" intereéf
theories, saying that the level of interest is determined by the price
and volume of the "net produit"™, that is, they rise and fall tOgether.35
In addition, the price of grainm and other cormmodities as well as the
rate of interest is subject to natural law which, under comﬁetition,
would set a price just enough to cover cost, -

Adem Spith, Adan Smith did not lay down a distinct theory of
interesty ratber, like many other economic concepts and theories with

which he dealt, his book contains the elemente of almost all the theories

35 Lewls H. Haney, op. ggi.,-p. 62,
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to be put forth in the next one hundred years,

According to Adam Smith, an increase in the quanﬁity of capital,
which raises wages, tends to reduce profit, In the same bupiness or
occupation competition tends to lower profit (Book I, Chap. IX, p. 87).36
In another place Smith says that profits are "regulated altogether by the
value of the stock employed, and are greater or smaller in proportion to
the extent of this étock" {Book I, Chap. VI, p. 48), Smith writes that
profits are a residue after the payment of wages and rent and that the
lowest ordinary rate of profit must be sufficient to covér capitel risk,
He also writes that "profits must-cover the cost incurred by the employ-
ing capitalist in advancing wages to his laborers® (Book I, Chap. VI, p.
52.).

Since interest is a part of profit Smith deduces the following
determinants of the rate of interests (1) Interest is regulated by the
amount of profit (which hints at the relationship betwsen capital and
compstition as the determinants). (2) Since profite vary from day to
day because of changes in prices, Smith suggesis that "the progress of
interest, . .may lead us {to form some notion of the progress of profit%
{p. 88). (3) The idea of risk as a cause for the rate of interest is
implied in this guotation: "The lowest ordinary rate of interest must
o « Jbo something more than sufficient io compensate the occasional -

losses to which lending, even with tolerable prudence, is exposed." (p. 96)

36 -Adam Smith, An Inquiry Into the Nature and Cause of the Wealth
of Nations, Cennan edition, The Modern Library, New York, 1937. References
in the text are taken from this edition.
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(4) The maximum rate of interest is 1imited by the amount the borrower
can afford to pay from his g;égg profit {(p. 96). {(5) A defect of the
law may raise the interest rate, as for example, in the case uhére thé
law fails to enforce the performance of contracts,

Summary. For over iwenty centuries the controversies concerning
the rate of inmberest were based on social and religious grounds, Loans
wore made primarily to the poor and to those in distress., The lender
was usually a rich man vho waee epitomized as & villain who gqueezed
something from the padr {0 add to his auperfluouﬁ wealth. Usury, there~
fore, was frowned upon, ‘

Aftor the twelfth century the discusslon gradually broadened to
ipcluda the economic aspscte, The great controversy, beginning before
| the time of Molinaeous, was the conflict between the church and those
who recognized the utility of interest as a necessary part of production
and commerce, At first, the arguments were attacks on cannon law; later
when the doctrine of interest bscame more mcceptable, the economic
aspects of interest were noted by the Hbrcantiliﬁps and their contem=
poraries. None of these writers appear to have formed anm interost
theory, yet the elements of practically all theories may be found in this

pericd prior to Adam Smith,



CHAPTER IIX
THE RISTORY OF INTEREST THEORY

In this chapter the history of inteiest theories is concluded,
Because of ths tremendous amount of literature writien on the subject
since the time of Adam 3mith the various theories will be presented
according to the factors that determined their origin, This method
will retain to some degree the characteristics of the several achools
of economic thought ee well as the period of time in which the
particular theory evolved,

For the purpose of this chepter interest theory will be clasa;-
fied in the following manners (1) Colorless thecries, (2) Abstinence
Theory, (3) Productivity theoriee, (4) Lebor Theory, (5) Tiie Preference
Theory, (6) Exploitation Theory, and (7) Belectic theories.t

Colorless Theories: Theories under this classification are so

called because in my opinion they have coptribnted little to the
development of interest theory as a whole. More specifically, these
theories fail to present a simple, unified intorest theory as is the
case of Adam Smith, or the theory was a rewording of the writer's
predecessors ae is the case of David Ricardo, Perhaps the real justi-
fication for including them is becﬁuse of either the personality of the

writer or the peculiarity of the theory.

1 Tho writer has adopted the classification of interest theorles
used by Eugen von BBhm=Bawerk in his Capital and Interest. Where the
theory does not seem to fall eppropriately under one of these categories,
a new ono has been added., In placing the different theories of interest
in the classification listed sbove, thers is a tendency for rigicdity
which is somotimes unfair to the theory. This is particularly true where
a writer appears, in the course of presenting his theory, to give one
that may well come under more than one of the classifications,
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The theories of Adem Smith might well fall in this category,

since his Wealth of Nations contains the seeds of 2 number of theories

which grew up after his timej yet, he never worked out any of these °
theories to its logical conclusion, |

Ranking high among colorless theories is that of David Ricardo.
The peculiarity of his theory of interest comes from his theory of
distribution. According to Ricardo, when land is firat settled the
best lend falls under cultivation, As long as there is plenty of
land no rent is paid, and the revemnve is divided betwﬁen wages and
profits., As population increases end as less desirable land is brought
under cultivation the land becomes less productive., Competition tends
to bring the rete of profit on all capitals employed to the same level,
All surplus obtained from the better land is taken as remt., Consequently,
profit and wages, together, are always determined by the returns on )
the least productive (marginal) capitel and land. Of these two factors,
wages are determined at subsistence by & hard and fast lew. A sube
sistence wage is one that will just perpetuate the humen race, neither
increasing nor decreasing. Profit thus becomes a residue or resultant,
increasing and decreasing in en inverse relation to wages,

Ricardo fails to distinguish between the portion the two eolementg-~
interest and the undertaker's profit--of profit are divided. Hence,

interest is determined by the amount of profit., This is ptated clearly

in his own wordss
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If a manufecturer always sold his goode for the scme

money, for B 1,000, for example, his profite would depend
on the price of the labour necessary to manufacture those
goods., His profits would be less wher wages amounted to
b 800 than when he paid only & 6002 'In Qroportion then
as wages rose, would profits fall.

Vhat determines the magnituée of profits and, thus, the amount
of interest? In the Ricardian scheme of distribution profits are |
determined by wagés, wages by the price of necessaries, and the price
of necessaries by the price of food, Bui, also, wages are determined
by subsistence; therefore, if the price of necessaries increases wﬁges
must also increase, The point to be noted here is that Ricardo did
not work out a complete answer to the determinant of profits. He does
point out that "profits can never rise so high. . .that enough will not
be left to furnish the labourers with absolute neceossaries; on the other
hand, wages dan never rise so high as to leave no portion of this sum
for profits;”3

Ricardo took his argument for the existence of profit from
Smith's Weelth of Nations, namely, that if profits were reduced to almost
nothing there woulg be no motive for accumulation or that there must bev
gufficient profitlto compensete for the entrepreneur's trouble and risk,

According to Ricardo there is a natural tendency for profits to
fall, for in the progress of society additional quantities of goods are
obtained by the sacrifice of more and more labor. This tendency has
been happily checked by techrology says Ricardo. In another connection

2 David Ricardo, Principlos of Folitical Economy and Taxation,

3 ZIbid, pp. 91-2.

p. 88.
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he saye that "if the market rate of interest could be accurately knowm
for any coneiderable period, we should have a tolerably correct eriterion
by which to estimate the progress of profite,“4 |

The Abstinence Theory. In Ricarde's theory of distribution value
is determined by labor, which, if followed to ite logical conclusion,
leaves no room for an interest theory; and moreover, it is a confused
explanation for the existence of prefit, Following Ricardo there were
many theories formulated fo bridge this gap in classical thought, One
group, for exampls, attempted to show that labor creatod value and ex-
plained interest as being derived from labor and that it was a wage of
labor.' The most representative attempt was pmde by James Mill.,
Another group attempted to correlate fect with theory, and proposed
the idea that capital and lebor are both productive, But in the midst
of thisldivergence of thought a new tﬁeory, the Abstinence Theory,
appeared to give an explamation of interest,

Nassau ¥William Senior is the father of the Abstinence thsory
which first appeared around 1836, although he may have gotien the
idea from the earlier writings of Scr0pe.5 The main elemenés of
Senior's explanaticn consist of two primary factors of production~-
labor and "natural agents®™, But these,he contended, cannot be
combined efficiently unless they are supported by a third factor,
abstinence. "Abstinence®, says Senior, "expresses both the act of

abstaining from the unproductive use of capital, and also thec similar

4 Ibid, p. 281,
5 Eugen von BYhm=Bawerk, Capital znd Interest, p. 271,
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conduct of the man who devotes his labour to the production of remote |
rather thaniof,immediate results."6 Thus, profits are a reward for
abstinence, as wages is a reward for labor. Abstinence is the act of
deferring enjoyment; profit rewards this act of deferring.. Hence, we
have three factors of production-~labor, "natural agents", and abstinence,
the first receives a wage, the sgcond, rent, and the third, profit.

What determines the rate of profit? Senior says, "The rate of
" profit would depend partly on the productiveness of labour, and partly
on the period that must elapse between tho time of the advances and of the
returne."7‘ Interest bacomes a reward for abstaining from prgsent
enjoyment in response to a future reward.

Like his predecessors, Senior also thought that in the natural
progress of society, both capital and population increase while the
rate of profit temds to fall.8

The lLebor Theory. Among the English writers James Mill as early
as 1821 expounds an interest theory based upon 1abor.9 Ip thie theory
interest is e wage for laboer rendered by the capitalist. Cost of
prqduction regulates the exchange value of goode, Since capital and
labor are the chief components of cost, Mill reduces ecepital to labor
believing that capital comes into existence through labor. He concludes,
therefore, that labor is the sole fegulator of exchenge value. In his

reasoning wages are remuneration for direct labor, while profit is

6 MNassau William Senior, Folitical Economy, p. 89.
7 Ibid, p. 191, '

8 Ibid, p. 193,

9 Eugen von BBhm-Bawerk, op. cit., pp. 297=300.
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remuneration for indirect labor. Capital, so to speak, is a bundle of
stored labor which can be used at any future time.

'How doas pwofit arise? Mill does not solve this question; rather,
ﬁe assumes it, He assumes that capital over its life has a velue equal
t0 a number of annual payments including interest which is equal to the
assumed total value. So in the final analysis his theory assumes
interest which he offers as an explanation of the role of profitg~-

a wage for labor,

Another theor& asserts that interesf is the wage of labor which
consists of saving capital.lo In this theory there are two kinds of
labor-muscﬁiar labor and the labor of savings. This latter is explained
by a person's foresight and his aﬁareness of future needs., This is a
continual moral effort on the part of manjy therefore, the capitalist
rocsives a wage in the form of intersst to remunerate him. If there
were no interest man would spend all his command over goods for current

enjoyment, This theory is actually Senior's Abstinence theory in dis~

guise,
The magnitude of interest is determined by the law of supply and

demand; it depends upon two opposing forces:s the wish and the ability
to expend a sum of capital reproductively and a wish and the ability to
save this sum,

The labor theories, in summary, are incomplete and fail to add

10 1Ibid, pp. 300-305. Taken'from»the French writer Courcelle~-
Seneiul whose works appeared around 1858,
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anything new to interest theory. Most of them seem to have neglected
the answer to the question, what determines the magnitude of profit
and interest? It is perhaps mors correct to say that these theorists
offered a justification for their attempts to show that interest is a
wage to the capitalist,

The Exploitation Theory. One of the most controversial doctrines
to come out of the nineteenth century was the Socialist theories of
Karl Marx, Lassalle, Rodbertus, and Prdudﬁon. Marx and Rodbertus were
the theorists; lasealle, the propagandist amd agitator,

The basic elements of the Exploitation and lLabor Theories of
interest can be traced to writings before the time of Adam Smith,
However, the classical school, in a sense, had been the unconscious
godfather of these theories, The chief impetus came from two sourcess
first, the populafization of the Ricardian labor theory of value, and,
second, the great development of capitalistic forms of production which
created & gulf between labor and capital,

The essemce of the theory is extracted from the cconomic
principle that human labor is the sole determinant of value. Since
labor is the source of all value, they rsasoned as to why the laborer
should not receive the full value of his product. These Socialists
argued that the capitalists, eince they own the means of production,
appropriate for themselves a share of labor's product, The capitalist
is able to do this because he is more powerful, and the laborer through

his own ignorance is compelled primarily by hunger to sell his labor
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power, Thus, inzereét and profit are the appropriated or defrauded
product of other peoples' labor; they are an additional tax on the laborer.

Rodbertus says that only those goods that cost labor are economie
goods.l1 All other goods of use value are natural goods and have né
sconomic consideration, The conclusion is that 211 ecomomic goods are the
product solely of labor which includes consumer goods and capital goods,
All capital goods are reduced to labor and their source of labor can be
traced back for generations. lLabor receives only a portion of the value
of the géod it produces; ths rest is expropriated under the name of rent;
Rodbertus classifies rent as (1) land-rent, and (2) profit on capital,
Rent is here defined as "all income obtained without personal exertion
solely in virtue of pasvs:esssim."""2 Rent owes its existence to two
factors=-one legal, the other economic, The legal factor is the
institution of privete property in land and capital. The economic
factor assumes that laborers produce more then is required to support
themselves, presumably at subsistence.

To en answer to the question, what determines the amount of rent
and the levél of interest these theorists look to the Ricardian analysis,
Howevar,.ﬁodbertps saye that competition places ailimit on the amount of
surplus appropriated by the capitalist, ‘

The theory of Karl Harx is a repetition of the main elements of

Rodbertus' presentation, The Marxian theory states that in the progress

11 Ibid, p. 328.
12 Ibid, p. 330.
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of society with its accumulation of capital fewer laborers are required
to produce the same amount of goods, and therefore, there is ercated an
"industrial regerve army" which competes for the remaining jobs. The

rest of the theory is common knowledge to studenmts of economics.

Marx goes deeper into this theoretical analyais£13 In this
scheme the value of all goods is measured by the quaniity of sccially
necessary lebor required to make the product. Socially necessary labor
is the amount of product made by a laborer of ordinary skill in one
hour, For example, a skilled worker who produces in one hour three times
the amount of goéds that an ordinary laborer produces is credited with
three units of socially necessary labor,

How does surplus value come into existence? DSuppese it requires
five hours of socially nseceasary labor to maintain a leborer and his
family at subsistence. Any worker who works more than five hours pro=-
duces a surplus good for which he is nol paid, This surplus is
expropriated by the capitalist, Surplus labor is unpaid labor, Capital
in this scheme may be defined as a command over unpaid labor,

Among this group of writers interest is m small and relatively
unimportant part of the theory of distribution, The main concern is
the determination of wages and profits, No attempt has been mads to
treat interest as a payment to a factor of productions rather, it has

been lumped with profit or surplus value and presumably it fluctuates

with changes in the amount of exploited labor,

13 Ibid, pp. 367-74.
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The Productivity Theories. J. B, Say in 1803 and Lord Lauderdale
a year later began to explain interest by the productive power of capital.
There are many productivity theories which seeck to explain interest in
whole or in part., In this section, no attempt will be made to explein
these theorles in deteil; rather, the primary oﬁject is.to point out the
main elemenis of some of these theories and the wvarious meanings
associated with the term produciivity.

The task of the productivity theories is'to explain interest by
the productive power of capital, The preductive power of capital may
assume ﬁany forms, but most imporiant is the idea. that capital creates
a physical and/or a yalue surplus. Some productivity theories of
interest are interpreted to mean thal capital has, in simple form, the
capacity of serving towards the production of goods; others that
capital has the power .of producing more value than it has in itself,
which~is 1o say that its owmer will receive owver the life of a capital
asset a return, over and aﬁove the cost of replacing that asset.,

Productivity of 6apita1 has another aspect. First, productivity
may refer 4o the return attributed to the creation of an additional
agset, hence, the marginal productivity of capital. Second, productivity
may refer to the sum total of cmpital at any given instant in society.

Eugen von BBhm-~Bawerk in his Capital and Interest stetes that
if surplus value is to be explained by the productive power of capital,
it must be shown that capitel either by iteelf or in conjunction with

other factors of production must be the cause of this surplus value.14

14 Ibid, p. 117-18.
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He lists three possibllities of showing a surplus value baged upon
value productivity, physical productivity, and a combinstion of the
two, The first gives capital itself tho power to create value and
therefore surplus valuej the second, physical productivity, makes
surplus value & self-explematory recult (the creation of a surplus
of physical goods)s the third gives capital ths power not only to
create more goods than would bse made by labor alone but also to
create goods that have a greater valua,.

BBhm-Bawerk classifies productivity theories intv three groupss
(1) Naive Productivity Theory, (2) Indirect Productivity theory; and
(3) Use theory.ls

The Naive Productivity theories ascribe to capital either value
or phyeical productivity., For the moet part this theory assumes
capital to be productive. The founder of the Nalve Productivity
theory is J., B. Say. In his book Zgggﬁg d'Economie Politique and
Cours Complet d'Economie Politigque Practigue, Say claims that Fapital
has the direct power to create surplus valua.16 However, later in
the book he reverses the process of causation and claims that the
productive services of capital are a cause and require compensation,
The followers of J. B, Bay provide many examples of capital productiyity,
but none in my opinion prove that capital has the power to create

veluo.

16 Ibid, p. 120,
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The Indirect Productivity theorists pursue the subject of value
from the sta;ting-point that physical goods is the manifestation of
productivity, They attempt to prove that this physical productivity
leads to a surplus value,

The firsi proponent of this school was Lord Lauvderdale writing
in the year 1804. How does a surplus velue arise? Lauderdale in his
book An Inquiry into the Nature gnd Origin of Publie Wealth (1804)7
explaing that profite arise from the fact that capital has the power to
supplant laborers. In other words, the capitelisi gets the wages of
the workers displaced by capital. But the entrepreneur would not realize
the full value of the wages displaced because competition will force
down the price of goods, For example, if a machine will operate under
the direction of one man, and this machine does the work of four men,
theoretically, the owner could claim the wages’of thres men. But
competition forces this prfit down since the price of goods depend upon
suppiy and demand, Interest is derived from the amount of profit,

Thoméa Malthus and Henry C. Carey carry on the tradition of
Lauderdaie, but it is Johann Heinrich von Thinen who presents ths indirect
productivity theory in its most logical and aecceplable form.

Yon Thﬁnenl8 assures the physical productivity of capital, which
has been illustrated by many examples in the history of productivity
theories, namely, that a larger product will result from the application

of capital than from the application of labor mlone. The returns from

17 ibid, p. 143,
18 Ibid, p. 164-71, also, Lewis H. Haney, History of Economic

Thought, pp. 337-40.
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capital is composed of two elementss (1) the emount necessary to
replace the capital used in production, and (2) an additional amount
which declines as successive units of capital are applied to a given
combination of other factors of production, This latter share falls to
the capitalists, and is in subsfance the decreasing marginal physical
(a1se volue) productivity of capitzl. The return on the wholo supply of
" capital is determined by ths use of the last unit of capital applied,
Should capital.be epplied until the marginnl product is gero, there
would still be a surplus because the tetal‘proceede from the preceding
units measure the total eurplus (net profit or interest) accruing to
the capitalist, since wages, also, are determined at the margin, The
amount after allowances for depreciztion is aufplus vzlue.

%hat explains the existence of this surplus value? Thilnen
assumes the existence of surplus value by saying that capital enables
the worker to produce a surplus product. Thus, capital possesses the
power to reproduce itself {depreciation allowance) and to produce some=
thing more (net interest or net profit).

In the theories thus far reviewed it is to be noted that competition
prevents the capitalist from meking e profit equal to the wage of the
laborer times the number of workers the capital displaces, Yet, none of
these theorles has shown why competition should not or could not force
the price of goods down to the point where no surplus value existed or
even below the point where a part or all of the replacement value is

not realized. Secomily, it must bo assumed that the rate of interest
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fluctuates with the rate of marginal productivity of capital. Thilnen
suggestoa, but does not develop, the idea that a capitalisi receives his
highest total profit when a certain amount of profit is obtained, and
that additional units of capitel cause a decrease in total profit;
consequently; there is a limit beyond whiqh the capitalist will not
add successive units of capital.

The Use Theory. J. B, Say was the first to suggest the Use Theory;
but it wap Menger who gave it the most complete presentation. The
fundamental idea of the Use Theory is that in addition to the gubstance
of capital, capital has a usg which is independent of ites substance and
creates or forms an independent values Thus, in the production of goods
there are two sacrificess (1) the substance of the cepital, and (2) the
use of the capital,

Bince. + othe value of the product is equal to the sum of

the values of the means of production spent in making it, end
since, in confomity with this principle, the substance of
capital and the use of capital, taken together, ars equal to

the velue of the product, this product naturally must be
greateor than the wvalue of the substance of capital by itself,

19
Surplus value is, therefore, the share that is attributed to the "use of
capital®, |

Menger's theory may be explained as follows:20 The guestion that
has plagued theorists up to this time (1871) has been the question-=does

the value of the product depend on the means of production, or does the

value of the means of production depend upon the vaelue of the product?

19 1Ibid, p. 186.
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Menger was the first to attempt an enswer and formulate it into a law,
According to him the value of the product determines fhe value of the
means of production, Earlier theorists had assumed one or the other,
He reasoned that the value of a good dépenda upon its ability to satisfy
vants, since goods could be menufactured Qithout any use value at great
expense, Also, there must be a coincidence or identity between the cost
of production of & concrete ggod and the degree of importance the geod
possesaes for thé s&tisfac%ion of wants. This is the foundation upon
which Menger builds his theory of interest.

The transformation of the means of production into products
roquires a certein period of {iime, depending upon the type of goods
produced., And to do this a person must have the productive goods st his
dieposal for the entire period of time and bind them with the other
factors of production, Thus, Eenger, arrives at the principle that one
of the conditions of production is the power of disposal over quantities
of real capital during a definite periocd of time,

Now the uss of cépital,~or the disposal over capital, is écarca,
causing the "power of disposal®™ over the capital goods used to give
rise to é value in the anticipated article over and above the other
costs of production ( raw meterials, labor, etc.). Surplus value is
accounted for by the "use of capital™ which at the same time expleins
the origin of interest, Interest is thus a payment for the use of
-capiteal, The peculiarity of this theory is that it preswres that capitel

has two distinct attributess (1) the substance which is to replace the
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amount of physical depreciation and (2} use value which arises bscause
of the scarcity of capital which is joined with the power of disposal
over the capital. ‘

The theory of interest presented by BBhm-Bawerk in his Positive
‘gggggg of Capital has been Classified by different economists as a
productivity theory or an exchange theory of interest. His theory of
. interest concerns th§ solution as to why, for example, $100, January 1st,
is equal to $105, December 31 following, To this question he says we
got interest simply becaucse we préfer a remote to & present result, The
three main influences that account for interest ares. (1) the fact that we
discount the future by thinking that lsss stringent days arc ahead, (2)
the fact that we over-estimate our means in the'future, s0 wo tend to
underestimate our future wents, and (3) the superiority of "roundabout
methods of production“.21 Interest is discount, It reflects the fact
that the capitélist prefers a remote to a present good.

In roundabout methods of prcductionﬂthe employment of capital
transforms goods of low value, because of theirArgmotenesé (time) to
satisfy human wants, to goods of a highef';alue. As a result of the time
element there is a growth of excess value or surplus value which accounts
for interest?2?>

Bhm-Bawerk's theory links interest to capital, but he ascribes

no independent power to capital, directly or indirectly, as the cause of

interest. It might be better for purposes of classification to term his

21 Alexander Gray, The Develbgggnt,gg Economic Thought, pp. 359-61,
22 Lewis H, Haney, op. ¢it., . 555.
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theory of "waiting" or an "exchange"™ theory of interest.,. -

The modern productivity theofy of interest is that of John Bates
“Clark first disclosed in his publicﬁtion, The Distribution of Wealth, 1908.
According to this theory the specific'productivity-of labor determines
wages; the specific productivity of~capi£éi yiélds interest, If the amourt
of goods attributed to each is ascertained the rate of interest can be
determined.23 "Paying interest is buying the product of cap;tal, as
paying wages is buying the product of’labor; The Fower of capital to
create the product is, then, the basis of interest.“z4 ‘

The comélete theory may be stated in a series of propositions,
‘Interest is fixed by the earning power of the marginal increment of
social capital. This increment consists primarily of the instruwents of
production (rather than the intrument in its physical form), Competition
acts as a leveler which causes the earning power of this incremental
capital to conform to a normal level. Therefore, any marginal capital
earning less is not used. When the final products of all the different
capitals are brought to equality, the earning power of capital (that is,
the marginal capital) determines interest.

The Eclecticss The eclectic theory is so called beéauae it combines
two theories to explain interest. The most outstanding theories in this
group is that of Alfred KEershall, Briefly, the theory states that the
rate of interest is determined by the supply of and the demand for capitals

The eupply price is accounted for by time~preference~=that most men prefer

23 John Bates Clark, The Distribution of Wealth, p. 47
24 Ibid; p. 135.
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present'gratifications to those which are deferred., The demand for
capital is determined by productivity, more particularly, the gain
anticipated in its use.

The supply of eapital is the total amount of productive wealth
in a country, and savings made in any short period of time constitutes
but a minute fraction added to 1t.2” This “Aecumulation of wealth is
generally the result of a postponement of enjoyment, or of & waiting
for 1t.,+26

The accumulation of wealth is governed by a great variety

of causes: by custom, by habits of self-control and reel-

iging the ggture; and above all by the power of the family

affection,
Marshall says that on the average the general tendency is that an
increase in the volume of savings will result from an increase in the
rate of intdrest, Consequently, the lower the rate of interest, the
"lower the margin at which a person finds it just not worth while to
give up present pleasures for the sake of those future pleasures that are
to be secured by saving some of his means.“28 Marshall notearthat there
are -exceptions to this rule.

The demand for capital is determined by the net annual surplus

of capital in relation to the rate of interest., Theoretically, if the

net annual surplus of capital is three per cent any interest rate above

25 Encyclopedia of Social Science, Vol. VIII, pp. 136 '

26 Alfred Marghall, Principles of Ecomomies, Vol., I, 4th ed.,
(1899), »p. 313. -

27 1Ibid, p. 316.

28 Tbid, p. 314.
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this amount will prevent capital accumulation, and any rate of interest
below this amount will lead to inveetment.29 Investment will be pushed
up to the point where the net annual surplus equals the rate of interest
which is the equilibrium levsl. The aggregate démand for all capital is
laxplainéd by Harshall as followss

Each underteker having regard to his own msans, will push

the investment of capital in his business in each several
direction until what appears in his Judgment to be the margin
of profitableness is reached; and the margin is., . .a boundary
line cutting one after another every possible line of invest-
ment, and moving irregularly outwards in all directions where
there is a fall in the rate of interest at which extra capital
can be obtained,30
The demand, as it is seen, for capital consists of the demands of all
individuals in all lines of business and obeys the laws of auﬁply and
demand,

The equilibrium rate of interest, which is %ha price paid for
the use of capital, is that rate where "the aggregate demand for capital
in that market, . .is squal to the aggregate stock forthecoming, . ."31

It is to be noted in Marshall's theory that the rate of saving is
highly inelastic, since it comprises a small amount of total capital,
The demand for capital on the other hand is highly elastic, Under
such circumstances, a sudden and violent increase in the demand for
capital will not cause an immediate increase in savings to meet the capital

demand, The rate of interest in such a case will rise, Provided the

increased demand is maintained, the rate of interest will gradually

29 Ibid, p. 590.
30 Ibid, p. 591.
31 Ibid, p. 606.
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fall as the volume of savings becoms large enough to satisfy demand.
This general situation requires considerable time. The emphasie in this
theory is on the demand for cﬁpital, supply being treated for the mosi
part as a given condition.sz-
¥hile it is iﬁpossible to give a complete account of all the
interest theories, a brief history of interest should not be complete
without the fine work of Irving Fisher,>> a theory thet might be called
either a psychological, a time prefsrence or an agio theory of interest.
This theory is important partly because the name of Fisher is
associated with interest theoryj but, also, because he worked out the
theory in such great detail. Since interest theory is but a emall part
of pro%uction and distribution, the economists prior to that time
usually place emphasis on wages and profits, often neglecting to account
in en adequate way for the origin and the magnitude of interest rates.
According to Irving Fisher the rate of interest is the result of
three sets of principles which he calls (1) the market principles, (2)
the principles of human impatience, and (3) tﬁe principles of investment
opportunity, In a sentence, the theory of interest is the relationship
between the impatience to spend income and the opportunity to invest it.
With respect to.impatience to spend, Fisher draws the analogy
between the theory of prices and the theory of interest. Just as the

ratio of exchange between two articles is based upon the marginal

32 XIbid, p. 607.

33 Irving Fisher, The Theory of Interest, 1930, The Macmillen
Company, New York, ' The page number in parenthesis denotes the source
of the material from this book,
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preference {a psychological or subjective element) of an individusl, the
rate of interest is based upon the marginal preference of future goods
over present poods, Marginel preference is galled time-preference or
human impatience {p. 61), _Timé-preference is eaéenﬁﬁally what BBhm-Bawerk
calls the ”pe¥spective undervaluation of the future®,

The degree of time preference varies from one individusl to the
Qext, and dspénds upon the size, time-shape, and probability of this
income stream which extends from the present into the indefinite future.
(p. 71). Individual differences arise from six factors whieh Fisher
calls (1) foresight, (2) self-control, (3) habit, (4) expectation of
life, (5) concern for the life of others, and {6) fashion {p. 81),

The opportunity to invest is the opportunity to shift one's income
stream from one.option to another, that is, to modify one's future income
by lending and borrowing which will change the shape of this income stresm
in the future in terms of real goods. For example, a persen who borrows
todey thinking his income stream will be larger in the future enjoys a
larger real income today snd will reduce his income stream in the futurse.
He has modified his income so as to enjoy a larger reml income in the
present at the expense of a decreased real income in the future,

Theoretically, an indivldual hes an infinite number of oPtigns to
modify his incoms stresm, By the principle of comparative advantage he is
faced with advantages (retﬁrns) and disadvantages {costs). "This hypo~
thetiecal rate of interest which if used in calculating the present worth

of the two optioms compared would equalize them or their differences
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(cost and return) may be called the rate of return over cost,"3% Of the
options, the inccme stream selected is thie one which maximizes present
value reckoned et the market rate of interest, O0f the options, the
individual, by ths principls of comparative advantage, selects the one
which entaile the fewer disadvantages. The principle of return over
cost means that the individual, of the options, will select the one which
yiélds a return equal to or greater than the market rate of interest.
This rate of return is the marginal rate of return on cost {p. 165).
.According to the market principle, the rate of interest must be
such that it equulizes supply and demand and will c¢lear the market.
4Also,
the loans must be equivalent in present worth to repayments,
or. . othe additions to any individual®s income, brought by
borrowing or selling, in some time interval must be equivalent
in the present worth to the deductions from his iancome in other
time intervals brought sbout by lending and buying.35
Thus, the rate of interost is determined so as (i) to make the
most of opportunities to invest, (2) to make the best adjustment
for impatience, and (3) to clear the market and ropay debts.3
Summary. In retrospect, the following conclusions may be derived
from the history of interest over the past one hundred snd twenty-five years,
{1) For the most part, the magnitude of the rate of interest was
determinad by the forcee of supply and demand,

(2) The origin and cause of interest was attributed to a number

of fectoras. One group related interest to the productivity of capital of

34 Ibid, p. 155.
35 Ibid, p. 148,

36 Ibid, p. 149.
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which there were several meanings given to "-‘pro&acﬁvity" . Other groups
found causation in abstinence » in the exploitaiion of the worker, and in
%ime and gzsyéhclogical factors. :

{3) 85 = whole, the early ﬁheerie‘s wem i;oi;“cbmpf}ete~1y vzcrged
outy vather, they were ;a\by'—prudnci: ‘Qf“the system of d:m‘tribz‘rtieg.v The
ca:aef concern was é;he determi-n&tiqn of wages and rents Profit wes 4
residue ai;d, inferesﬁ formed a component part of préfitg.~ The most 'Wi&ely- ,
: acce;ﬁrt*edlthéo:iezs compounded productivity ‘-’s#«i.;hh‘ some psychologieal law
to account for interest.

| {4) The importance of mgneyr as g ds%aminant‘iref interest was
neglected, which, as will e shown in 'bhAe‘ next chapter, ‘i’s a;i important

_part of economic theory.



CHAPTER IV
THE LIQUIDITY PREFERENCE AND THE LOANABLE '
FUNDS ?HEORIES OF INTEREST

This, the last chapter on the hisﬁory of intérest, is devoted to
an explanation of the "loanable fundsg" and "liquidity-preference" theories
of interest, The primary reasons for the treating of these two theories
together ares (1) the controversy between the two theories, rsal and
imaginary, éndv(z) their popularity and prominence among economists today,

The Loanabls Egggg,Thgofzél The formulation of the loanable funds
theory varies among its adhoremts, Nevertheless, the main elements of
the theory are present in all the versions. According to the hard core of
this theory the rate of interest is determined by the supply of and the
demand for loahable funds, Dennis H, Robertson traces the earlier develop-
ment of the theory from Marshall's "free or floating cepital™, which iater
writere have called "capital disposal” or "command over capital™, and which
today is referred to as either "loanable funds™ or ™investable funds".2
In this theoretical scheme, the rate of interest

can be conceived as emerging from the interaction of schedules

of supply end demand, showing the amount of loanable funds which,
at given hiring-prices, people are respectively willing to put on

to, and to take off, the market during the slice of time selected
for observation,3

1., Dennis H. Robertson, Essays in Monetary Theory, pp. 1=38, 1940.
Cottfried von Haberler, Prosperity and Depression, Chap, 8, 1941, George
N. Halm, Monetary Thegory, pp. 312=35.

2 D. H. Robertson, op. cit., p. 2.

3 Ibid, p. 3. The complete theory presented by Robertson, one of
the leading proponents of the loanable funds theory, appears in his many
writings since 1933. It has undergone change since that time, and nowhere
is there to be found the theory in complete form., Rather one gethers the
threads of this theory by adding together all his writings.
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What determines the supply of loanable funds? Robertson names
four sources, some of which msy be negative,

(i) current savings effected during the period: _

(i1) "disentanglings," i.e. savings which have been made in
the past and are being currently releassd from embodiment either
in fixed capital, . .or in working capital . . .and 80 becoming -
aveilable for re-embodiment either in the same or in different
formss

(iii) "net dishoarding,” i.e. previously saved, or previously
disentangled, money now being withdrawn fromw store and placed
on the market; less money which is being currently saved, or
currently disentangled, and withheld from the markets

(iv) net additional bank loans, i.e. the gross amount of
new bank loans during the period less repayments to banks out
of current disentanglings or current savings,

The demand for loanabls funds fall into four claasifications:
{i) funds destined for expenditure on building up new incre=

mente of fixed or working capitals

(1i) funds destined for expenditure on the maintenance or
replacement of existing fixed or working capitals

{111) funds destined to be put in store:

(iv) funds destined for expenditure on consumption, whether
individual or collective in excess of current income,

George N. Halm presents the theory in greater detail and in some-
what revised form. According to Dr., Halm people who spend less thaen their
disposable income offer money for loan and people who propose to invest
in the means of production demand money. "The sums of mwoney supplied and
demanded in the credit market may be called ;ggggylg<§gggg."6 Helm
enumerates six sources and/or conditions influencing the supply of funds,

First, savings of individusls and corporations, except the amount

of corporate funds intended for investment. Savings in this sense is

4 Ibid, p. 2.
5 1Ibid, p. 3.
6 George N, Halm, op. cit., p. 315.
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defined as aggregate dispoeable incomse sarned in onse period minus the
emount of aggregate expenditure in the next period, which introduces
o lag between expenditures and income. Tﬁare are soms additional
exceptions as when dissaving occurs and when funds ewaitning investment
are offered temporerily on the credit market.

Second, savings minus dissavings constitute a supply of loanable
funds if they are rade available in the market. . This involves two
decisionst the act of saving and the act of making th; savings available
in the market. Sovings not mede available in the market are called hoarde
ing, which result in a reduction in the income velocity of circulation.
The motive for hoarding is the desire for liquidity (via the transaction,
precautionary, and séeculative motives), which as will be shown below,
constitute the core of Keynes' theory. Halm does not say that ligquidity is
the primary or only motive which causes hoarding, but that it can and
does happen since it reduces the amount of savings actually supplied as
loanable funds. The act of hoarding carried to its logical conclusion
reduces income in the next period. ©Saving is, consequently, a function
of income. Howevef, Halm gtates that the total quantity of loanablé
funds is partly independent of incomes, since over many periode dishoarding
may take place which would increese income,

Third, the effects of hoarding and dishoarding on the supply of
loanable funds (and incomé) can be theoretically offset by changes in the
quantity of money. Thus Halm concludes that comrercial banks are the

main factor determining the supply of loanable funds. The offset is
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eccomplished by increasing the quantity of money when hoarding increeses
and decreasing the amount when dishoarding appears.

Fourth, enother source of the supply of loanable funds is amortization
guotas., Halm would include them in “gross savings™, but would exclude
them from “net savings™, Thls is consistent so long as we remember that
the difference between gross end net Investment is the amount of the
allowances for capitai replacemont, The reason for including these
reserves in the supply of loanable funds is because they ere potentially
available,

Fifth, the recurremt {turnover of working capitel is another
gsource which is similar to the amortization quotas described above; that
is, they are potentially available in the market when not tied up in
production,

Sixth, the last factor determining the supply of loanable funds
includes "all those measures Af economic policy which influences the
decisions of people taken as a group as to what part of their incomes
will be saved or spent on current conaumption.“7 An example of this
would be social security reserves of all types, which amount to

8

involuntary saving,
In the operational scheme, some changes in the supply of loanable
funde will have no effect on the flow of money (money, ¥, times velocity, V).

A change in either the veloeity of momey (V) or in the quantity of money (M)

7 1Ibid, p. 320..
8 Ibid, P 316"200,
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will affect the supply of loanable funds, vhich will produce entirely
different resulte depending on whether V or M changes. For example,
changes in the velocity of circulation of money will have elther
inflationary or deflationary consequences, while variations in the total
amount of money spent will change total demand, money incomes, and
possibly total output. .The‘effect on the latter, total output, is
indeterminate. What the relation between MV, trade (T), and the price
level (P) will be depends "largely on the existence of an unused
investment potential."9

The Demand Schedule of Loanable Funds. The demand for loanable
funds consists of both preducer an consumer demands, since they are
both used to finance e time consuming process. Consumer demand reflects
itself in the purchase of durable consumer goods whose services will be
used over a period of time, just as the service of ecapital goods is
uged by the producer over a period of time,

The producer's demand for loanable funds is determined by the
anticipated profitability of the plammed invesﬁment.A The degree of
profitability can be erranged in a descending scale so that

the degree of profitability determinse the.eagerness of

the competing entrepreneur to obtain the necessary loansble
funds and their disposition to pay rates of interest only
slightly lower than the expected profits, should competition
force them to do so0.10

‘The anticipated profits rest primarily on past experience and on the

9 1bid, p. 321,
10 Ibid, p. 322.
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entreprenocurs' estimate of changes in cost and demand conditionms,
According to the demand schedule for loanable funds an increasing number
of producers will be willing to use increasing amounts of loanable funds
at a decreasing interest cost. Now the interest rafe is not a single,
homogeneous rate, but refers in this schedule to the different rates of
interest in the different loan markets for thé different types of
loans=--a complex of rates,

Part of the demand for loanable furnds is a demand for cash
balances rather than a demand for capital goods which appears to be
idontical with Keynes®' transaction and precuationary motives.

The Supply Schedule of Loanable Funds. The factors that determine
{the supply of loanable funds include not only the present rate of interest
and present income, but also ths expected future income and interest rates.
Aggregate consumption and saving habits are difficult to determine., Thus,
the basic assumption to the supply of funds is that the supply curve of
loanable funds moves upward to the righte-thet people tend to save more
at higher rates of inte;est. Halm, however, is aware that persons with
fixed income goals may save less at a higher interest rate.

As to the influence of income on savings, Halm accepts as a first
approximation the Keynesian consumption function, that "men are disposed,
as a rule and on the average, 1o increase their consumption as their income
increases, but not by as much as the increase in their 1ncome."11

Hoarding, tdo,dependa on the rate of interest., Thus, in Halm's

11 John M. Keynes, The Theory of Employment, Interest, and Money,
Pe 960
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loanable funds theory interest is considered in part as a "reward for
parting with liquidi'by”.l2 Hoarding is limited to "cases of spontanecous
changes in the demand for cash balances and not to, + ot28es in which cash
balances tend to adjust themselves to changes in the money income received".13

Yhile the loanable funds theory states that the rate of interest
is & function of the supply of and demand for loanable funds, Halm
modifiss this by noting that changes in income may have more influence
on the rate of interest than variations in interest rates,

In summary, the origin and magnitude of the rate of interest is
dotermined by the supply of and the demand for loanaﬁle funds in the loan
markets, The demand for loanable funds is governed chiefly by profit
expectations; the supply is explained by present and future income and
present and future rates of interest,

Liquidity Preference Theory of Interest.t4 According to John M,

Keynes an individual has two distinct sets of decisions to make with

12 Ibid, p. 167. '

13 George N. Halm, op. git., p. 326. It is not clear whether
Halm is referring to the distinction between.the transection and the
preecautionary motives on the one hand, and the spsculative motive on
the other. A careful reading of Halm's presentation of the loanable
funds theory shows it to be, with minor exceptions, the liquidity
preference theory of Keynes, This will be taken up below,

14 There are abundant sources explaining liquidity preference.
Among these are J. M. Keynes, The General Theory of Bmployment, Interest,
and Money, Chap, 13 and 153 J. M, Keynes, "The General Theory", The New
Bconomics, edited by Seygour Harris, pp. 181=933 J. ¥. Keynes, "The Theory
of the Rate of Interest", Readings in the Theory of Income Distribution,
edited by the American Economic Association, pp. 418-4243 Kenneth K,
Kurihara, Monetary Theory and Public Poliey, Chap, 6, pp. 105-120; Alvin
H. Hansen, Monetary Theory and Fiscal Policy, Chap. 53 Lawrence R. Klein,
The Keynesian Revolution, pp. 84=90.

> *



48
respect to his income, First, he decides what portion of his income
he will spend and what portion he will reserve for future consumption,
Th;s is the Reynesian "consumption function®, and the proportion of
expenditures out of a given income depends upon the psychological
‘prOpensities of the people and the capital and institutionel structure
of the economy, ’Sacond, he decided the form in which he will hold his
savings. He may hold cash or he may invest it in assets or securities
which wili return to him e yield, Thislappliea not only to individuals,
but also‘to corporations and other businsss enterprises, Corporations
which mzke & profit are confronted with the cholce of holding the money
in idle balances, investing in assets to exfand plant and equipment, or
temporarily purchasing securities on the market during the time the
funds are not needed,
It is this psychologicai time-preference of individuals which
~give rise to liquidity preference, the desire to hold cash instead of
parting with caeh in exchange for some less liguid asset for some period
of time, Hence, Keynes defines tho rate of interest as "the price which
equilibrates the desire to hoid wealth in the form of cash with the
available quantity of cash".l5 It 1s the reward for parting with liquidity,
since cash is the most liquid form 6f wealth and the safest form in which
to hold this wealth, | . |
 The demand for cash ie a schedule of 1iquidit§ preference which

shows the amount of cash individuals will desire to hold at different

15 John M. Ksynes, The General Th eo;x of ploxgent, Interest, and
Money, p. 167,




49
rates of interest., Given liquidity preference, an increase in the
quantity of money will cause a fall in the rats of interest., Given the
quantity of monsy, & change in liquidity preference can take place in
two waye. First,‘individuals may shift their position up or down the
liquiditf preference curve, and second, the entire curve may shift,
however, it is not always possible to decrease the rate of interest by
increasing the quantity of money, sinc; the liquidity preference curve
may shift faster (demoting an increase in the desire to hold cash) than
an increase in money., This will cause the rate of inmterest to rise,

It has been seen that the demand for money is a desire to hold
money in idle balances or a demand for liquidity, as a store of valuse,
The question may be asked, why do people pfefer money to interest-bearing
assets? The necessary condition to prefer monsy to securities is
uncertainty, particularly uncertainty as to ths future of the interest rate.

Uncertainty may be exflained in three forms. First, people
desire money to carry on mormal transactions of business and exchangeg
second, people hold money "to provide for contingencies requiring
sudden expenditure and for unforesecen opportunitles of advantageous
purchases, &nd also to holdian ass;t of which the valus is fixed in terms
of money to meet a subsequent liability fixed in terms of money"16; and
third, people withhold from spending in order to gain speculative profit

throﬁgh future changes in prices, These are named the transaction,

precautionary and speculative motives, respectively.

16 Ibid, p. 196,
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The transaction and precautionary motives are a function of income.
As income inereases, the pize of these cash=balances increase; s incoms
decreases, cash~balances decrease. Interést may have a mincr effect on
these two motives; since a high rate of interest may cause individuals
to economize on cash balances,

However, the speculative motive is entirely a function of the rate
of interest, and it is this motive together with the amount of cash
available to satisfy this motive that dete}mines the rate of interest,
While the precautionary and transaction motives are relatively interest=
inelastic, the speculative motive is interesteeléatic fof the marginal
holder of cashy thet is, it is highly flexible and subject to erratic‘
fluctuations, since it depends upon the relation between the current
rate of interest and the state of expsciations, _

Ve may summarize the liquidity fumction by the following formula,
Thus, ‘

M=y AMp 21y (Y) £ Lo (r),
whers My is the amount of money necessary to satisfy the transaction
end precantiona&y motives (Ll) which ie a function of income (Y), and
Hy is the amount of money needed to gatisfy the speculative motive (Lo)

which is a function of the rate of interest. The total quantity of money

(M) is equal to Hy plus ¥Ma.
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The Neo-Keynesian Theory of Interest. The theory of interest which
is presented by John Maynard Keynes in The Gensral Theory and above is
essentially static, but it renders itself readily to dynamic treatmont, )
It is the purpose of this section to present the neo~Keynesian theory
of interest which will show that the Marshallien and the Keynesian
theories are but a specisl theory of interest, the first assuming income
as given or constant at full employment, the second treating the subject
under conditions of less than full employment.17 In this more general ;
theory the rate of interest is determined by a system of four equationa.la

The operational aspects of this theory may be stated as followss

(1) The first equation, M = L (i, Y), states that there is a functional

17 This analysis is an exiension of Keynes restricted analysis
in The Genersl Theory. Oscar lange and John R, Hicks have attempted
to combine the Marshgllian and Keynesian theories into their more
general theory. This is perfectly compatible since the Marshallian
theory had undergone considerable revieion et the hends of his followers.
The fundamental ideas are to be found in the following articless Oscar
Lange, "The Rate of Interest and ths Optimum Propensity to Consume®,
Readings in Business Cycle Theory, published by the American Economic
Associationy John R. Hicks, “"Mr, Keynes and the 'Clessics'y A Suggested
Interpretation”, Readings in the Theory of Income Distribution, The
American Economie Association, The fundamental equetions were first
worked out by ¥, B. Reddaway, "The General Theory of Employment, Interest
and Money", The Economic Record, June, 1936, Alvin Hansen treats liquidity
proference theory of interest in a similar manner in his book, Monetary
Theory and Fiscal Policy, Chap. 5, pp. 82-92, but he faile to show or
gtress the relationship between orthodox or classical and Keynesian
theories, The articles referred to above by Oscar lLange received the
approval of Keymes before he died. For this see John H. Willlams'
article, "&n Appraisal of Keynesian Economics™, The American Economic
Review, ¥ay, 1948,

. 18 4 comparison of Lange's equational oystem with that of Keynes,
Hicks, the followere of Marshall, and Hansen shows that the variables
that influence the sutonomous variables differ because of the imporiance
or lack of importance the writer attributed to them. These differences
will become more clear as we develop the neo~Keynesian model, The
theories may be stated mathematically as followss
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relation between the total amount of money held in cash balances (1) to
the rate of interest (i) and to income (Y}, M and Y bheing meesured in
terms of wge-units, The cash balances decrease in response to an
incresge in the rate of interest, and they increase in response to
en increase in incoms.19

(2) The second equation, € = f (Y, i), expresses the ides that
consumption (C) depends (f) on income (Y) and the rate of interest (i),
This is en expression of Keynes' psychologlical law that consumption
increases as income increases, but bf'not.as much as the increase in

income, with the exception of the influence interest has on aggregate

Lange - Hicks Hansen Keynes Karshallian
1, M=L (1, ¥) M=L (Y,4) L=L (I, i, A)M =L (1) M = kY ‘
2, C=4 (Y, 1) czc{y, a4, i
3.I=F (3,C) T=C(Y,4) T=1(3, Y, A)I=c(4) Iz (4)

I =5 (Y, i) I=3() =8 (i, 7Y)
4. Y®C A1 Y=1I/co (Y)

In the Hansen equilibrium semse, I = I (1), C=C (Y), L =L (1, Y), ¥ =1L,
and ¥ = I £C (Y), ¥ is the quantity of money, L the liquidity preference,
1 the rote of interest, Y aggregate income, C the amount of consumption or
the propensity to consume, I aggregete investment, k the Cambridge k for
cash balances, S aggrezate savings, and A is Marshall's aggregate assetls,
The symbols 4 means "depends upon" and # is an identity, The variables
underscored in Hansen's system of equations indicates that these are the
main functions of the autonomous variables, These equations may be found
in the works cited above, _

19 Lange's equation has the advantage that the rate of interest
has an influence on the size of cashebalances, Keynes does not deny this
possibility although he assumes that it has a minor effect, It is difficult
to say that Lange's squation is en improvement over the Keynesian one since
the proof is subject to emperical evidence. Keynes' accounts for income
via. the transaction and precautionary motives., For purposes of simplicity
the phrase, measured in terms of wage=-units, is sliminated in the following
enalysis, although it is to be understood that all the variables are
expressed in this numereire,
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expendifures for consumption, According to Lange, this latter function
follows no general rule.2°

(3) The investment function, I = F (i, C), states that the

emount of investment per unit of time is a functicn of the rate of interest

(1) and of aggregate Eonsumption expenditures (C) or the propensity to
consume.21 The rate of investment per unit of time operates to equalize
the net rate of returﬁ to the rate of interest. The net rate of return
is derived from the marginal efficiency of capital. Investment {I) depends
upon the propensity to consume, which introduées the acceleration
principle that was neglectsd in The Gereral Theory as a factor affecting
the marginal efficiency of capital.22 The demand for investment is
derived from the demand for consumption, and a decrease in consumption
dampens investment,

(4) The above equations give the fourth equation, the identity
that Y =€ £ I,

With the aid of the following diagrams, page 54, we can readily
illustrate the determimation of the rate of‘interest from the four

equations.23

20 Oscar Lange, Op. s_&c'v Pe 171. .

21 Underscore not 4n the original, MNote that the amount of invest-
ment per unit of time refers to a flows while the marginal efficiency of
capital refers to ths expected rate of return on a gtock, This will be
olaborated on more thoroughly under the section comparing the liquidity
vraference and loanable funds thsories of interest.

22 Keynes assumes consumpiion to be a passive variable and to be
relatively stable., On page 124 of The General Theory he indicates thet
the propensity to consume is not entirely passive, but the effect is
temporary. .

23 Oscar Lenge, op. ¢it., pe. 173. The three disgrams are taken
directly from Langse's article, except that the symbols have been made to
conform with those used throughout this thesis,
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In figure 1 let OM be the quantity of money and 0if the rate of
interest., The curves Yé, Y3, etec., give us e family of liquidity curves
that correspond to different levels of income. Higher levels of income
are denoted by a shift upward of the Y curves,

In figure 2, income 1s measured on the horizontal axis and
consumption expenditures on the vertical axis, ig, i3, etc.; are a
family of interest curves, one for each rate of interest which relates
income and expenditures on consumption,

In figure 3, OI represents investment per unit of time and 01
represents the rate of interest, The family of curves Co, 01; etc.,
shows the amount of investment that corresponds to each walue of the
rate of interest on the vertical axie, From these curves we get the
marginal net return on each amount of investment per unit of time,

In figure 1, if we assume the amount of money (OMy) and income
(Yo) as constant, income determines the liquidity preference curve and
the amount of money determines the rate of interest., The rate of
interest (ig in Fig. 1) determines the position of the consumption curve
(3 in figure 2, which is the propensity to consume. When this latter
curve is determined, it is possible éﬁen to determine from the rate of
interest ip the amount of investment per unit of time, Y, in figure 3.
We thus have the amount of expenditures on comsumption (0Cy in Fig. 2)
and the amount on investment (0Iy in Pig. 3) which gives us the fourth
equation (Y = C £ 1), This latter, when in equality, is an equilibrium

position,
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In its operatiomnl aspects, 1f cuusumption and investment are
not equal to the given income, the liquidity preference curve in figure 1
ghifts to correspond to a new level of income, Bocause of the shift of
the liquidity preference in figure 1 and of the change in the level of
income, there will be a new level of consumption (Fig, 2) and hence a
new level of investment (Fig, 3), which in turn will give a different
level of income and so on., This process will continue until the curves
in the three diagrams have reached a position, theoretiecally at least,
in which, barring exogenous influences, there will be no change, or to
say the same thing, until equilibrium is reached,

This skeleton model shows that the rate of interest is fumctionally
related to the other independent variables in the Keynesiaﬁ system, but
Lange's main contribution to the liquidity preference theory is that thers
is a unique relationship botween the rate of interest, consumption, and
investment, This relation is stated in & lucid manner by Lange,

Since investment per unit of time is a function of both

the rate of interest and expenditure on consumption (Equation

3 above) & decrease of the propensity to consume (or an increase
in the propensity to save) has a twofold effect. On the one
hand the deerease of sxpenditure on consumption discourages
investment, but the decreass in the propensity to consume

also causes, . .a fall in the rate of interest (Equation 1)

on the other hand, The optimum propensity to consume is that

at which the ancouragin§ and the discouraging effect of a
change are in balance 2

24 Ibid, p. 183, Words in italics not in the original quotation,
A decreamse in consumption lowers the marginal efficiency of capital (the
discouraging effect) and a decrease in the rate of interest (the encourag-
ing effect) widens the gap between the marginal efficiency of capital and
the rate of interest. This is essentially the Keynesisn analysis of The

General Theory.
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We might restate the central ideas, perhaps at the sacrifice of some
accuracy, by saying there is for each rate of interest a unique relation-
ship between the amouni of investment, consumption, and income, This
does not mean that a particular rate of -interest is at all times
associated with a particular level of incoms, though it may be true
for a short period of time. To do so would mean that the autonomous
variables in the Koynesian model are fixed or rigid.

The above analysis does'not tell us the shapes of the investment-
savings schedule {or the schedule of the marginal efficiency of capitel)
and the liquidity preference scheduls. In figure 4, page 58, 01 is the
rate of interest, and OY is the amount of income.25 The liquidity
preference curve, LM, gives the relation between the rate of interest
and the level of income (See equation 1 above). The curve slopes up
and to the right to indicate that the demand for money is an increasing
function of income, - From equations 2 and 3 above we can derive the
investment~savings (IS) which shows the relation betwsen income and
interest that must be maintained to make savings and investment equal.
This curve slopes down and t6 the right since investment is an inverse
function of interest., This IS schedule or the marginal efficiency of

capital (MEC) determines the value of investment at any given rate of

25 Thie diasgrem is taken from Alvin Hansen's works, op. ¢it.,
pp. 76-82, John R, Hicks employs the sams analysis, 1M is derived from
the equation L = M, where L is the desired cash and M is the actual cash.
Similarly, in the same manner IS is reduced from the equatiomn I = §,
which are always equal in Keynes' scheme.
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interest, while the multiplier tells us what level of income must be
mainteined to meke § equal to I, The rate of intersest and income are
determined by the intersection of the IS and LM curves. This method
is analogous to ths modern theory of supply énd demand which determines
~ price and output. |

According to figure 4 the IM schedule is interest-inelastic
at high levels of income, interest-slastic at low levels of income.
Conversely, the IS schedule is interost-elastic at high levels of income
and interest-inelastic at low levels of income. The reason for assuming
the shape of these curves is ag followss At low levels of income, which
wo can think of in terms of the depression phase of the business cyecle,
the L¥ function tends to be elastic with respect to income because there
is a minimum level below which the rate of interest will unlikely go.
At high levels of income the LM function becomes interest-inelastic
because there is a maximum level of income which can be financed with
a given amount of money. An increase in the quantitiy of money will cause
the 1M, curve to shift to the right to L¥j. Whore the LM curve is perfectly
interest:igelastic} we ray think of this in terms of a full employment
economy. At low levels of employment the merginal efficiency of capital
(MEC) or the IS schedule is low, and below the point ofAintersoction of
the IS and IM schedule the IS curve becomes inelastic to interest,

The first approximation, ISo curve, shows that an increase in the
quantity of money from I3fo to 1My will increase income from Yo to Yl-

while the rate of interest will fall from iy to ij. Note that the
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Quantii-y Theory of Honey comes inte its own, and the determimation of
the rate of interest is a gbcd appraximatio:x’ of the ﬁarsﬁallian g;rzzilys,is.

The second a;p;wozimati@, I8y curve, shows that et low levels of
iﬁéeme the 1M schedule is ;int srosteslastic aﬁd the IS eurve is intereste
inslastic, The rate of interest canvot i}é lowered aﬁtl*if it ecsuld it
wonld not ét‘imu;lfaf%e investment, as clwing"b-& depression, By 'imreasing;
money from Lo to L3y ample-me}zt cannck be irzcréaasd since all money will
entar-'idie‘ zcashk balances and the rate of inierest and income will remain
in the same position. That is, {‘i’fi}e@nd 11 are in the same pes‘i%ian
before and after the increase in the q’u‘a’;ﬁﬂty;of mohey'.,, Thisla{)ecial case
a’pprnximateﬁ. & striet | iﬁterprat&ﬁox: of :Kesmea' liquidity preference
%heersf of interest. |

Ag a third spproximation, & shift in the ISy curve to IS5, the
following results wi‘llﬂéppear.. ‘Au increase in 'thg gua‘:rtityf of money from
Lilo 4o 18y would csuse the rate of interest to decrease from iz to iy and
Vincom&jwiil inc}j-aasﬁa only slightly, which is the horizontal difference
between the .iiatsfes@cﬁi:en.of the IS, with Lo and ,%he‘ I8, with 1y
gurvss, This t’hixé& approximation ,falls into K.é_}ne‘s apalyais of interest
theory, 4

Kﬁk&il}t, should the IS and the IM curves meve simuitaneocusly fo
%fxe right as during a ps»rie& of inflation there would be a little effect
on the rate of interest. If the IS curve shifts faster than the LM curve
the rate of in_iareé‘t will rise., This last case is the Wieksel’iian

inflationary process.
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From this analysis 1t becomes clear that a general theory of
interost includes both Keynes and Marshallisn theories, and that
liquidity preference is both a function of income and the rate of
interest.

In suwwery, the rate of interest and income are determined by
four factors: (1) the investment~demand schedule or the MEC, (2) the
consumption function or the propensity to save (which Lange usses to
form the idea of savings), (3) the liquidity preference schedule, and
(4) the quantity of money. An incremse in the MEC affects the rate of
interest through its effect on income (Y), and income affects the
liquidity preference schedule. The first two wariables gives us the
IS curve, the last two the 1M curve. The uniqueness of this theory of
cf intoraat ie that there is nol always & direct relation betwesen the
quantity of money and income as is assumed by the classical school of
thought, nor does Keynes theory supplant Marshallian theory; instead,

it supplementis it,



CHAPTER V

A DIGRESSION

In this chapter we ghall treat e number of {topics which have
been the center of controversy and/or misunderstanding among economistis
gince the publication of The General Theory of Employment, Interest, and
Money. ¥hile some of the controversies are only of historical signifi-
cance, this chapter will ettempt to (1) clear up soms of the "misunder=
standing” associanted with the works of Keynes in interest theory, (2) to
eliminate many of the criticisms of the liquidity preference theory of
interest which are “irrelevant”, and (3) to cleer up differences in
terminology. This chapter should also serve to point out soms of the
elements that are essential to an adequate theory of interest.

Keynes Objection to the Classical §ggggl,1 Keynes' objections to
the classical thecries of interest are analogous tc his objections to the
general body of clasaicél.thought. The classical school attributes the
equaiity between savings and investment to the rate of intereast; Keynes

the equality to ipccme.z Second, Keynes holds that the classicists are

1 Many oconomists question Keynes' use of the word “classical
economists” to include the followers of Ricardo including J., 5. Mill,
Marshall, Edgeworth and Pigou, Traditionally, "The classical economlata
are thought to include the predecessors of Ricardo and Maes Mills, It
would seem more appropriate to include those economists who base their
theories on the assumption of full employment as Keynes' adversaries in
economic thought, Even at this it must be remembered there is nc consist=-
ent body of thought which follows from these assumptions, Other economists
have used the words “"traditional"™ and "orthodox"™, I do not choose to setitle
the terminology, but I wish to point out there are many facets to this
terminology, and, perhaps, embiguities in labeling as "claesical™ all that
Keynes objected to,

2 John M, Keynes, The Generel Theory ¢f Employment, Intersst, and -
Honey, Chap. 14. Also, J. M, Keynes, " Theory of the Rate of Interest“

Readingsg in the Theory of Income Distribgjlon, Americen Economic Aseociation,
Chap., 22, pp. 418=424, This distinction bscomes more clear when he treats
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incorrect in assuming that income is constant while asserting that the
~rate of interest is determined by the intersection of investment-demand
(ID) schedule and the savings-income (S8Y) schedule. In this respect
Keynes states tpﬁt savings and investment are determinates, not deter-
minants, Savings and inveétmsnt are.the twin result of tgg proﬁensity to
consume, the marginai efficiency of capital, and the rate of interest,

If thé~assumption'of constant income is relaxed it is still impossible to
determiga the rate of intgrgst, since the ID and the SY curves mre
indepéndently determined and it ie quite possible thet they may not
even intersect. According to the classieists, & £3ll in the demnd for
investment £eads to a fall in the rate of interest which will discourage
savings sufficiently to accommodate the fall in investment, Or when
people &esife io save éofe, %hé réte ofrintereét will fall to encourage
the demand for investment which will absorb the increased savings. Thus,
& decrease in consumption will accommodate the increase in investment,
and vice versa, vhich is another way of stating that there will be no
changes in aggregate employment ;nd income when consumer demand declines,
Thus, Keynes arrives at the conclusion that the classical thsory of
interest ie one btep ahort of ; determinats sgkution. The missing step
is the one which states that the rate of interest is de#ermined by the
quantity of money and the state of liquidity preference, -

The cleesical assumption of full employment depends upon Say's law,

the theory by eipressing all commodities and money in terms of their own
rates of interest., ¥For this ses The General Theory, Chap. 17, pp. 222-39
and the above article in Readings in tho Theory of Inmcome Digtribution,
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that supply creates its own demand., Say's law implies two other
propositions which-ere questioned by Keynes: that wants ére unlimited;
end thet there are unlimited investment opportunities, This is & denisl .
of the possibility of hoarding.

Further, classical theory is based upon perfect competitiong
namely, th;ﬁ the rate of interest is the automatic, self-regulating
mechanism that equates savings aﬁd investment. Classicists hold that
rigidities, time lags, stc., tond to thwart the efficient operation of
competition to adjust supply and demand to equilibrium levels., According
to the Keynesian thesis competition 1s not sufficient to insure
equilibrium at full employment, for so long as there is hoarding,
competition becomes ineffective, H, Gordon Hayes stetes that hoarding
ié an integral part of ecomomic theory which 1s augmented by inecuslity
of income distribution end large-secale industry.3 Another way of stating
this aréument is that the classical theory assumes a comstant and definite
ptate of expectations,

17 one followé the classical assumptions to their "loglcal con-
clusions?, an increase in the rate of interest will lead to an inerease
in savinge, On the other hand, Keyﬁes argues that an increase in the
rate of interest will lead to a decrease in savings, because an increased

rate of interest dempens investment which leeds to a decreass in income

3 H. Gordon Hayes, "Hoarding and the Competitive Bquilibrium",
The American Economic Review, 28:89-91 (1938), Note that price rigidities
are not essential to the Keynesian model which is an answer to those who
say that Keynesian economics would fall to the ground if rigidities are
elimineted, Ses also, J. ¥, Keynes, The General Theory, Chap. II.
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and out of a smaller income less will be saved. Actually Keynes treats
savings as a function of income, with savings and income increasing and
decreasing together, Safings, he asserts, is the passive facfors invest-
ment is the active factor and determines the amount to ss.'vings.4

On the whole there has been 1little criticism of Keynes' fundamental
ideas regarding classical assumptions, Furthermore, there is no dispute
among economists in defining savings as income minus consumption, se
long as we treat the potenﬁially available part of savings in a consistent
manner, That is, in the gross formulation the potentiglly available
portion of savings rust be included in the supply as ;ell as the demand
side of the equation,

A Note on the gggnablg'zgggg and Liquidity g;ggg;gggg Theories

of Interest. After the publication of The General Theory a controversy

developed between Keynes on the one hand and Dennis H. Robertson, Bertil
Ohlin and R. G, Hawtrey on the other over the determination of the rate
of interest. John R. Hickse and Abba P, Lerner, by two different routes,

ettenpted to reconcile the divergences between the disputants, and they

4 If we choose we may distinguish between two versions of the
classical theory of interest. The first version places emphasis on the
rate of inteorest as the automatic regulator between savings and investe
ment, The second view atiributes the equality to Say's law., Thie assumes
unlimited investment opportunities which leads to the impossibility of
overinvestment., These theorists (L. Mises, F, Hayek, L. Robbins and others)
conclude that overconsumption is the principle cause of depression. Note
that all of these assumptions are interrelated since they stem {rom two
basic assumptionss (1) Say's law of the markets and (2) perfect competition.

With respect to savinge and investment, the amount of savings is
determined by the propensity to consume together with income, Investment
determines the amount of saving that will be absorbed in an economy during.
8 given period of time. According to Keynes ex-ante saving is the cause
of decreases in employment, output, and income, since the normal situation
in advanced capitalistic countries is one of a low propensity to consume,
Investment thus fails to absorb the desired or planned eavings,
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both came to the contlusion that the lomnable funds ard liquidity
preference theories of interest are esgentially the same and the theory
which one uses is more a matter of convenience than a matter of resl
divergence between the two, Harold M. Somers and,Wiliiam Fellner
defended the ioanable funds theory, while Lawrence R. Klein and Alvin
ﬁénsen supported the liquidity preference thsory against the attempis
of Hicks and Lerner's reconciliation.5

Hicks employs a system of simultaneous equatioﬁe for all commodities,
money and loans, Thers are n equations and n unknowns, As Hicks sees it,
the money squation may be eliminated. The interest rate like the price

of commodities would be determined by supply and demand, That is, the

5 The controversy over the liquidity preference theory of interest
and other theories are found in the following articles: J,. M. Keynes,
Dennis H, Robertson, R. G, Hawtrey, "Alternative Theories of the Rate of
Interest,” The Lconomic Journal, Vol. 47, 1937, pp., 241-52 and 423-43;

J. M, Keynes, "The 'ex-ante' Theory of the Rate of Interest", The Economig
Journel, 1935, p. 663-9; D, H, Robertson, "Mr. Koynes and Finance", The
Economic Journal, 1938, pp. 314-18, reply by J. M. Keymes, Ibid, p. 318-22;
D, H, Robertson, "Mr. Keynes and 'Finance's a Note", The Economic Journal,
1938D PD. 555'60 .

The controversy, still going on, confined itself to the liquidity
preference and the ldanable funds theoriss of interest.

J. R. Hicks' defense of the identity between the two theories of
interest may be found in his Value and Capital, 1940, pp. 155-162; Abba
P, Lerner by a different route errives at the same conclusion., For this
see his article, "Alternative Formuletions of the Theory of Interest”,
The- New Economics, edited by Seymour Harrie, pp. 634~543 also, Lerner's
"Interest Theory=--Supply and Demand for Loans or Supply and Demand for
Cash", Roview of Fconomic Stetistics, Moy, 1944, pp, 88-91,

For a defense in favor of Keynes theory see Lawrence R. Klein,

The Keynesian Revolution, pp. 118-123,

For a dofense in favor of the loanable funds theory of interest
see Harold M, Somers, "Monetary Policy and the Theory of Interest,"
Quarterly Journal of Economics, 1940-41, pp. 488-5073 William Pellner and
Harold ¥, Somers, “Alternative Monetary Approaches to Interest Theory®,
Review of Economic Statistics, Vol, 23, Feb. 1941, pp. 43-8; also, “Note
on 'Stocks' and 'Flows' in Monetary Interest Theory," Review of Economic
Statistics, Vol. 31, 1949, pp. 145-6,
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rate of interest would be determined by the supply and demand for loans,.
This is essentimlly the method employed by Ohlin and Robertson., In like
manner, the loans eguation can be eliminated which Keynes does,

If this is dons, the n~l ordinery prices and the ons rate

of interest are determined by the n commodities, including money,
Of course, as always, each equation plays its part in the deter-
mination of all pricesy but since it is natural to 'match' the
price of each commodity with the demand end supply equation for
the same commodity, the rate of interest is bound to He ‘matched*
with the equation for the demand and supply of money,

Hicks concludes that this method is legitimate and that the choice of

interest theory one may use is a matter of convenience which is discussed
more adéquately below,

Abba P, Lerner begins his analysis by pointing out that there are
two steps to be teken from the classical theory to the modern theory of
interest.7 The first of these two steps is the recognition that hoarding,
dishoarding, end changes in the quantity of money affect the supply of
credit and the rate of interest. The second step 1s the recognition that
savings and investment for the whole economy are always equal irrespective
of the level of the interest rate.8

By taking the first step one finde that

The rate of interest is the price that equates the supply of

“eredit", or saving plus the net increase in the amount of money

ina period, to the deman fcr“credxt", or investment plus net
"hoarding" in the period,

6 John R, Hicks, Valua and Capitsl, p. 161.
7 Abba P, Lerner, “"Alternative Formulations of the Theory of Interest"

The new Economics, edited by Seymour Harris, pp. 634~54,

T8 For an explanation of the equality of § and I irrespective of the
level of the interest rate see Lerner's article, ”Savlngs and Investment”,
The New Economics; edited by Seymour Harrise, pp. 619-625,

79 Ibid, p. 637. Specifically, in a echedule sense, supply of credit
consists of a Bchedula of the amount that would be saved at each rate of
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This does not solve the interest problem since in the absence of netl
hoarding savinge would not necessarily equal investment, because some
money comes from finencial institutions, net from savers,

By taking the second step, it is recognized that savings aiways
equals investment sinece for eacﬁ scale of investment there is a level of
income which is determined by the propensity to consume, Given the
propeneity to consume, its counterpart the propensity to save is determined.
Hence, savings equal investment. This can be shown as a single schedule
showing the functional relation between savings and income and between
investment and the rate of interest. Figure 5 ia congtructed so as to
treat the various modern theories of interest.lo

The rate of interest is measured along the 0Y axis, The supply of
and the demand for "credit® is measured along the OX axis. Thus, L is the
liquidity function which shows the changes in the net amount of hoarding
at the various rates of interest, and OM is the net changes in the amount
of money. The savings~investment (SI) curve shows the amount of saving
and investment that corresponds to each rate of interest, and it is equal
to OA in figure 5, By adding the net increase in the amount of money (X)
and the changes in the amount of net hoarding (1.} to the S5I curve we get
the S £ M and the I # L curves, which means, respectively, that the rate

of interest (i).is determined where savings (S) plus the net increase in

interest plus the M curve showing the increase in money during the period,
The demend schedule consists of a schedule showing the amount of invest-
ment that would take place at each rete of interest plus the L curve showing
the incressed amount of money that would be hoarded at each rate of imterest.

10 Ibdd, p. 639.
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the quantity of money (M) is equated to investment (I) plus net hoarding,
or where the supply of "credit” is equated to the demand for "oredit” 11
In this scheme there cen be no difference between 5 and I, nor can there
be a divergence betwsen an increase in the Suppiy of money in the period
end the amount of hoards,12

Savings and investment are in the nature of flows which means
they are measured as "so much per unit of time® or "so much during é
given period®, Savings, investing, and hoarding respond to meladjustments,
such as, changes in the marginal efficiency of capital, the stale of
liquidiiy preference, the quantity of money, amnd the propensity to
consume which changes income, employment and output. The first two
variables, savings and investing, have & tendency to wips out maladjuste-
ments beeause savings increase the value of assets held by an individual,
while investing increases the stock of capital which causes a lowering
of the marginal efficiency of capital. Hoarding on the other hand is
the result of
inequality between the marginal utility of the stock of money
'held initially by an individual and the rate of interest which
is the price that has to be paid. . .for the sake of enjoying
puch a maladjustment which arises when there is a chanze in the
rate of interest,:

In this "scheme®™ the level of savings and investwment depends on fhe level

of interest rates, while hoarding depends on changes in the rate of interest,

11 Bertil Ohlin uses the word "credit"”, while Robertson uses “loans",

12 The intersection of the M and I curves show that hoarding is
equal to the increase in the supply of money,

13 Abba P, Lerner, op._cit., p. 642,
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Or, in figure 5, the total supply of monsy may be substituted
for the changeés in the net amount of money, and the demand for money
{1iquidity preference) may be substituted for net hoarding, This will
have no effect on the diagram excepi ﬁo shift all the schedules to the
right, since the total supply of money in existence is alwnys in cash-
balances, By eliminating the SI curve, which is unnecessary to the
anélygis, since by definition they are equal and independent of the
rate of interest, we then have the Keynesian formulation of the rate
.of inxerest.14

By the use of figure 5, Lerner tests Ohlin's net formulation of
the rate of interest.l’ The net supply of credit is the amount of K
savings minus any net dishoarding (or plus net hoarding) while the net
demand for credit is the amount invested plus any net hoarding (or minus
any net dishoarding). Substituting in figure 5, the W curve is the
amount of net hoarding by lenders and the L curve is the amount of net
hoarding by borrowers, while the SI curve retains its prévious meaning.
For simplifieation, the SI curve may be eliminated since it is excess-

baggage. The rate of interest is, then, determined by the imtersection

14 The need for eliminating the 5I curve to form the Keynesian
system mway not be so obvious since there are more than one step in the
process, First of all, it is incompatible to include the 5I curve
since it has no meaning except when it is thought of in terms of a period
of time. The totel amount of money and the schedule of liquidity pref-
erence is independent of time. Yet, since the saving and the investing
in the arsgregate are always equal, being determined by income, it preforms
ro real function by adding it to the diagram, The relevant portion of the
preceding analysis is to be found in changes in hoarding, not in the level
of savings and investment which depend on the level of the rate of interest,
The dstsrmination of the rate of interest is a function of change.

15 Abba P, Lerner, op. cit., pp. 645-46.
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of the L and ¥ curves with their new meanings or where net hoards squal
zero.

Ohlin's gross capital formulation can be compared directly withr
Keynes' ‘1iquidity preference theory of interest by the useé of figure 6.16
In figure 6 the vertical axis measures the rate of interest, the
horizontal axis measures the amount of money,., Let ON measure the amnunﬁ
of momey (supply) in the econoﬁy.- The line LPQ is the liquidity,prefgrence
schedule which shows the amount of nmoney the,people desire {demand) to
hold at each rate of interest. AEQ is the amount of mssets in the
economy., At tho rate of interest B people hold an amoﬁnﬁ'of money - equal
to BD (ON), and assets whose money value is equal to DE. But they
desire to;hbld assets whose money valus is equal to CE at the current
rate of interest apnd the amount of money equal to BC., In this case people.
willrexchange €D amount of money for assets which tends to increase their
price. This process will comiinue up o the point where the liquidity
curve intersects the M curve giving a rate of interest NP.17 This
must fbllow because the demand for money is always equal to the supply

of money, Otherwise, people would hold less money than there is in

16 _Il)_i-_g, Pe 648.

17 That the velue of assets increase as the rate of interest
decreasss may be shown by an illustration, Assume a $1,000 bond bearing
5% interest. Should the rate of interest drop to 4% the value of this
bond capitalized at the lower rate of interest would be $1,250., This -
illustretes another point, the reason why the balances held for the
speculetive motive is so sensitive to changes in the rate of interest.
Assuming a rate of interest at 4%, with the expectation of an increase
to 5%, & holder of idle cash would be able to buy the same income for
$1,000 instead of $1,250 if he would wamit until the rate of interest
changes., If the rate of interest were to decrease ths speculator would
buy now and sell after the decrease- in interest. rate,
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existence which is an impossibility as soon as we realize that all money
is in somecne's cash balance,

According to Lerner, Ohlin's gross formulation of the rate of interest
can be sxplained with the use of figwre 6., Starting from the right side
of the diagram, let the iine ¥N be the supply of credit and the line LFQ
be the demand for assets. At the rate of interest B, the demand for
assets or "claims"™ is equal to CE, while the supply of money is egual to
BD, Since people have a demand for asaets,‘or "olains® in the amount of
CD, they will be willing to exchange the amount of money (CD) for claims,
This process will continue until the supply of and the demand for claims
ere in equilibrium with the emount of money, ON, The equilibrium point
(P) is the rate of interest where the supply of “credit®, OP,'is equal
to the demand for “"eredit", PR. This becomes clear when it is emphasized
that Keynes stresses the supply of and demand for cash, Ohlin on the
other hand stresses the supply of and demnd for assets, By analogy
Keynes enters the building from thelnorthg Ohlin enters the same building
from the south., The ex-post and ex-ante concepts as well as the saving-
investment curve have been left out for this treatment without affecting
Ohlin's interest theory.

In comparing the modern theoriss of interest Lerner points oul that

the difference between Professor Ohlin's formulation of the

theory of interest and that of the other "modern™ tut not quite

Keynesiag economists, like Dr, Hicks and Mr. Robertson, are very
slight,1

18 Abva P, Lerner, op. cit., p. 650,
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Lerner continues by saying of Hicks, Robertson, and Ohlin that

any differences betweecn these can only be in the nature of
some arbitrary variation of the base line for measursments
which affect supply and demand equelly and glve the same
rate of interest as the answer.lgu

Dr, Hicks emphasizes the arbitrary nature of the choice
belween speaking in terms of loans or of gaph, declaring
that, if we equate the supply and denmnd for money, the
equation of the supply and demand for loans follows auto-
matically, and, if we equate the latter, the former equation
is otiose,20 ’

This is shown in figure 6.
To Hicks and Lerner the problem of imterest resolves itself into
. weighing the advantages and disadvantages of each theory and using the

one which seems the more appropriate.21 :

19 Ibid, p. 650. Robertson speaks of "loanable funds", Hicks of
"loanse™ and Ohlin of "credit”, Robertson's sccount of this where he
agrees to use Keynesian terminology is found in "Alternative Theories
of the Rate of Interest", The Economig Journal, Vol, 47, 1937, p. 428.

20 Ibid, p. 650. '

21 According to Lerner (Ibid, pp. 651-4), Ohlin's gross formu-
lation has the advantages that it makes it difficult to forget that there
is a rate of interest for each kind of credit, that it stresses the effect
of interest to changes in msset valuss, that it lends itself more readily
to the treatment of the long and short term rates of intersst as well as
the whole interest rate struecture. Apgrinst these advantages Lerner
states as disadvantages Ohlin's emptiness of treating saving-investment
in the net formulation and that one might give too much attention to
this savings-investment formality which leads to the illusion that it is
the rate of interest that equates savings to investment., Keynes fell
into this illusion, See Chlin'e statement, "Alternative Theories of the
Rate of Interest] The Ecomomic Journal, Vol, 47, 1937, p. 224 and Keynes
eriticism in the same journal, pp. 241=52, particulerly, p. 245.

The advantage of Keynes' theory lies in its simplicity since it
deals with one rate of intersst and one a2sset, Furthermore, according
to Hicks, Value and Capital, p. 162, Keynes stresses the close connection
between money and interest. A more libsral interpretstion of Keynes,
Roberison, Ohlin, and Hicks theories of interest would give them
essentially the same advantages as well'as the many disadvantages,
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Of course this synthesis of Hick's and Lerner's did not stamd
without criticism. Lawrenece Klein says Hicks' amalysis is essentially
right, but it does not prove anything,?2 It does mot tell how the rate
of interest is determined, Furthermore, numeraire problems are never
essential problems in ecomomic theory.23 Hicks' ireatment shows that
there is mo inconsistency in determining the rate of interest by sither
of the methods used.

With respect to Lerner's net formulation of interest theory, Klein
arguurthat it is incorrect to make the IS scheduls coincident, for to do
so would lead tc an indeterminate solution of the rate of 1uteres"k, and
might finally rest on Say's law.?* Klein's eriticiem is net "legiiimate™
since the IS schedule refers to only a point on the schedule as being
relevant and that point ls at the intersection of the L and M schedules.
It is & given rate of interest for a given imecome. 4nd for each level
of income there is a point, given the rete of interest, where savings
squale investment. This misunderstanding 4m Klein's eriticism is to
assume, that im figure 5 sbove, the IS curve is postulated on the
traditional saving and investment schedules where actually it is the
Keynesian formulation that savings is by definition always equal to
investmeni. Xlein says that Lerner treaits income as an arbitrary
constant.2’ This is true for the purpose of simplicity. The curves

eould be redrawn to inelude changes in income, interest, and the other

22 lawrence R. Klein, The Keynesian Rewolution, pp. 118-9.
23 Ibid, p. 96.
24 Jbid, p. 120.
25 Ibid, p. 121.
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variables, but this would complicate tho anelysis since it would involve
the construction of & three dimensional diagram., For example, it is
assumed for analysis that the amount of money is constant, Klein's
third criticism is that (I F delta L) and (S / delta 17) might not intersect
in the relevant portion ofvthe graph.?6 This criticism is an extension
of the first criticism end is based on classical or traditional anelysis
of savings and investment and Say's iaw.

However, Klein is ready to admit thet if the ligquidity proference
and loanable funds thsories of interest are stated in terms of stocks
“they will come to the same thing and there is nothing to choose between
then” .27 TFellner and Somers sdmit that there is no difference betwsen
the two theories in determiﬁing the rate of interest. Their primary
criticism is that the two theories would be identical, "and that they
imply the same geteris paribus essumptions, if the liquidity‘prefarence
theory applies to the demand and supply of money during a period of
time.“28 The estock versus flow analysis will be discussed below.

It should be pointed out thot the two theories are not identical
in all respects, nor can it be assumed that the controversy betwecn the
two hag ended, even though a major part of the misunderstanding has been
cleared up., Such a thing, for example, asthe role of liquidity preference,

pust always romain a controversial subject.

26 Ibid, p. 121,

27 Ibid, p. 122,

28 See William Fellmer and Harold M. Sowmers' articles cited in
footnote 5 above, particularly, "A Note on 'Stocks' and *Flows' in
Monetzry Interest f¥heory, Review of Economic Statistics, Vol, 31, 1949,
p. 146,
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Stocks and Flows. One point of controversy is concerned with
the concept of stocks and flows. Traditionally, the "loanable funds"
énd Ohlin's "ecredit" theories treat fhe supply and demand for loans or
credit as é flow measuréé as 80 much per unit of time, while Keynes'
1iquidity preference theory is & stock analysis,

o To say that the sﬁpply of and demend for loéns determines the
rate of inﬂerest is to leave out part of the analysis of interest. We,
 therefore, must deﬁl gith the concept of sfocks and flo&s. In the concept
of flows, the changes in the rate of interest depends on the rate of
change in the supply and demend for loans, while the level of the rate
of interest depends on the lewvel of the supply and demand for loans,
Lerners' analysis above shows that if the stock of cash is added to
both sides of the‘supply and demand for loans and subtract the decrease
in demand for cash from both sides the supply and demand for loans is
translated into the supply and demand for cash.

The classicists contend that it is price that is the allocator
between two flows, pariicularly commodities whose stocks are small and
of a perishable nature, But, in the case of a commodity, such es assets
and money, whose stocks are of significant size, the equation of supply
and demand may not lead {o éhe same resuli. T. de Scitovszky29 states

When, however, the volume of stocks is a function of price

and is large relatively to current production {as in the stocks
of securities and money, possibly wheat), then supply will no

29 T. de Scitovezky, "4 Study of Interest and Capital", Economica,
VII {ns), 1940, pp. 293-317. T. de Scitovszky by a very neat ergument
substantiates the essumptions regarding the shape of the liquidity prefer=-
ence curve, :
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410nger be equivalent to production, but wille-at certain prices--
be temporarily augmented by a reduction, or temporarily reduced
by an accumulation, of stocksy and this factor may become so
important relatively to current production as to render the
above picture of the determination of short-period equilibrium
incorrect and misleading.30
The nature of the ;etardation of stocks to respond to prics depends on the
limites set by the size of stocks, the price-elasticity of stock-holding,
and the time rate at which price can change, When price fails to equate -
the changes in supply, the change will be brought about by changes in
income, Thus, the grester the value of the current stocks to ell other
stocks together, the more sticky its price will be, and the more quickly
will the level of income adjust itself through changes in the activity
of other parts of the economy. S5ince interest is earned on existing
stocks of securities or assets as well as on the current flows, the
rate of interest and changes in income become the allocating mechanism
between the holdings of earning and non-earning assets.31 From this it
is evident that a complete theory of interest must take into account
stocks of all securities as well as the stock of money., Note that this
is not a contradiction of the net formulations of loan theories, but
supplements and completes these theories, It is also psrfectly consistent
with the Keynesian formulation,
Ex-ante and ex-post ys. time lag, ys. simultancous gconcepts. It
is poesidble to treat savings and investment in several ways, most important

of these are the Swedish School of ex-ante and ex-post, the Robertsonian

- 30 Ibid, p. 295. Vords in parenthesis not in the original, -
31 For an excellent illustration of this see, Ibid, p. 297-8,
where T, de Scitovezky uses, for an example, large stocks of wheat,
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time lag, and the Keynesian simultaneous concepts., There exists some
confusion or misconception regerding the equality of savings end invest-
ment. It was pointed out above that by definition savings is always
equal to investment in the same sense that expenditures are the same as
receipts, both being different amspects of the same transaction., It ise
obvious there can be no difference between receipts and expenditures in
this sense.32 What is dealt with here is something different.

Savings ars equal tdlincome in one period minus consumption in
the same period according to Keynes., Robertson introduces a time lag
which makes savings equal to yesterday's income minus today's consumption,
Invesiment and savings will differ by the amount of yesterday's income
minus today's income. In the Swedish school, the difference between
I and 5 represents unexpected depletion of stocks plus unexpected income.

| Which concepté will be used in interest theory depends on the
advantages and disadvantages of each as well as emperical evidence.

Koynes was aware of the possibility of a time lag between income and

32 Abba P, Lerner, "Savings and Investment: Definitions, Aesump=-
tions, Objectives™, Readings in Business Cycle Theory, American Economic
Association, p. 161-2., Alvin Hansen, "4 Note on Savings and Investment®,
Review of Economic Statistics, Vol. 30, 1948, pp. 30-3. Hansen says,
"Evidently there are two concepts with respect to the relation of actual
pavings to investments (1) that they are alwvays identically equal, and
{2) that actusl savings equal investment when the "multiplier" process
has raised income to a level sufficiently to induce that much saving,
These two concepis are, however, not contradictory or inconsistent. What
is true is that actual savings may or may not be at a point corresponding
to the normal relatlon of savings to income." ¢ pp. 30=1.

For a neo~classical interpretation see Friedrich A. Lutz's article,
"The Outcome of the Savings-Investment Discussion®, Readings in Business
Cycle Theory, AEA, pp. 131-157. Lutz holds there are only two conceptss
(1) Keynes and (2) the Ohlin, Robertson, and Hawtrey concept which can be
converted into each other,




81

expenditure on consumption, but thought it small enouéh to ignore, since
it simplifies the presentation of his thaory.33

According to Alvin Hansen the ovidence tends to support the view
that the lag is so aﬁall.that we ray for practical purpeses neglect it,
although-ha does favor Robertson's formulation for other reaeons.34

With respoct to Keynes' definition, it is the simplest and most
convenient to use., Robertson's definition is useful in analyzing income
fluctuatio;s, the inflationary gap, and the mmltiplier process, The
Swedish concept emphasizes future expectations. Keynes' concept suffers
from the static presentation of a dynamic theory. M4any economiste
favor the Robertson time lag concept since it appears logical to assume
a lag betweer income and expenditures on consumption. The amount of lag
may be one day, one week, one month, thres monthe or any amount of time
one wants to choose. To define the length of time is the critical problem.

The Concept of Hoarding, There exist differences with respect to
the concept of hoarding as used by the modern theorists of interest.
Keynes identifies the propensity to hoard as identical with liquidity
prefe;ence which éxpressea the desire to hold money as opposed to securities

or other asgsets, This doeg not mean there is an increage in the amount of

33 John M, Keynes, The General Theory of Employment, Interest, and
Money, pp. 123~4. Note that the simultaneous concept does not mean thsat,

for example, expenditures out of disposable income occurs instantaneously,
but thet in period 1 all expenditures out of disposable income earned in
that period will be completed in the manner determined by the propensity to
consume, ‘ '

34 Alvin H. Hansen, "The Robertsonian and Swedish Systems of Period
Analysis", Review of Economic Statistics, Vol. 32, pp. 24-9, 1950, Evidence
wae taken from book by Lloyd lMétzler, Income, Employment and Public Policy.
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money since all money is in somoone's cash balance. It is an increase
in the desire to hold money; and if the quantity of money does not
incréase, the rate of interest will rise until the propensity to hoard
- 1is equal to the available quantity of money in exiétence. This may be
expreesed as o desire or a change in sentiment of the public, This may
occur in two other wayss (1) by an increase in total wealth and (2) by
an increase in the requirements of active eirculation., Note thet this
is not the same as the decrease in the velocity of circulation of money
pince hoarding refers to the cash which is sensitive to the rate of
interest.35

Hoarding may be thought of as an increase in the cash balances of
ar individual, This argument defests itself because what one individual
hoards eanother individual dishoards by the sams amount:. Without an
increase in the total quantity of money eggregate hoarding is squal to
the total amount of money in existence.

Hoarding may also be thought to mean idle balances which is
total money minus the quantity of money used for sctive circulation,
Hoarding may be thought of as an increase in‘the actual stock of money
held by the public in their cesh balances, which resulis from‘én increase
in the quantity of money by financial institutions, These concep%s may
also be eipresse& in terms of real resgources instead of monsy, in ths

same panner we can express wages in terms of money wages and real wages.,

35 dJohn M, Keynes, m Geperal Iheory of Dmplovment, luterest,
and Money, p. 174. Joan Robinson, "The Concept of Hoarding", The Economie

Journal, 1938, pp. 23136, The latter article points out pix distinctions
in the concept of hoarding. '
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,Iﬁ the Keynesian system it is the firsi explamation that is
significant. ﬁearéing is a pmae'naiiy, not a physical increnss in mey_,.
h&t is identifised w:tth the hquldzty prai’erence thacry of interesi, |
Surmery., The treatment of %he concepts of haarémg;, stocks and
ﬂm‘m, ex~ante and ex-post, Sime lag, and sioultaneous treatment of
savings and mv*sstmemﬁ should tend; te c;eﬁr up some of the misunderstanding
asgociated wi ith the. thearles of inte?esﬁ and eliminate much of the
- argument end coumber-argument concerning definitions, The synthesis of
“the modern mon@tary theemee ’by Lernsr and Hicks servas to show that
‘thesa varigus theories come ’ea substantm.ny the same thing. The- pr-imar‘y
~differences &s i;i; will be_s.een in the next chapter come grimril# from
-x?ary.ingz emphasis on the relevant factors that -&e:%emine_‘the rate of

interest,



CHAPTER VI

AN ANALYSIS OF THE LIQUIDITY PREFERENCE THEORY OF INTEREST

In this chapter the liquidity preference theory of interest will
be troated in the following manner, First, the assumptions of the '
General Theory will be stated, It will be‘unnecessary for the purpose
of this thesis to deal with an analysis of all of these assumptions
since they pertain either to the entire theory, or are logically
essential to economic theory--both clessical and Keynesian, In treating
the liquidity preference theory itself the amalysis will be divided
into six partss (1) uncerfainty, (2) the Keynesian use of a "single"
rate of interest, (3) an analysis of ligquidity preference proper,

(4) an examination of statisticel evidence relative to the theory of
interest, (5) an analysis of the importance of the interest rate in
determining the amount of investment together with supporting statistical
studies that are available, and (6) "a miscellaneous treatment® of some
of the objections to Keynes theory of interest. The nature of this last
section cannot, of course, cover every ergument since they appeor to be
almost infinite, so en attempt will be made to treat them by way of an
example, It should be remembered that Ke&nes is to blame for much of

the misunderstanding, since The General Theory conteins a rough outline

of the problem with which he was dealing. Further, from the controversies
that followed the writing of The General Theory, it was appareat that
Keynes did not fully comprehend the full meanings end implications of

some of his ideas and terminology. Otherwise, thers would not be as many
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degrees of Keynesimns as there exist today,

‘It is known thet an economy such as that of the United States is,A
‘highly complex, dynamic, and composed of mang“heieragenecns *gituations",
Consequently, in dealing with any %hearetical ﬁﬁbgect, it is necessary to
essume eertain conditions that seem éharacteristic-of the real world in
which we live., 0f squal importance, it must be realized that because
of the iimi%ations to theoreiical annlysis, the cconomist is attémpiing
o gerveralize om observed siﬁu&tions.r As a resuli, ne one theory can
gover all possible situationss yat,lha‘triée~to-strﬂke~afbalance betwoen
simplicity and the nﬁmﬁer of significant variables te be included in 8
theoretical model. For this reason theory never approaches reality, nor
can it ever. Generalization of individusl situniions is part of the problem
that all social scientists encounters their findinge represent “#erm@“,
"averages®, ete,

No one is concerned with theory as an end inAitselfg'butvthey
ore concerned with it &s a ool for deseription, smmlysis, and prediction,

Because of the limitations that are inherent to theoretical
analysis and becauss of the paucity of data, it is necessary to ireat
the liquidity preference theory with some reservations. The conclusions
for the most part can not be based on emperical observations., One is
forced te rely on certain established economic principles plus ones own
observations snd reasoning together with what little data exists. An
analysis such as this could not possibly settle for all times euch

problems as what determines the level of interest rates, what determines
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changes in rate of interest, and what theory of interest satisfies all
the conditions of a general theory of economics, At most, it should be
posaible to clarify some of the issues involved in the tremendous amount
of literature put forth on the subject since 1936, 4lso, it should be
possibie to point out some of the stremgths and weanknesses of the
liquidity preference theory.

The Assumptions of the Genersl Theory.l The General Theory is
based on the follqwing'aseumptionss It assumes staﬁle monsy weges and
a stable price level in the short period, a closed system, no government
interference in formal analysis, and the given stéte of the arts, It
assumes competition; more epecifically, it neglecis the role of monopoly.
Keynes' presentation is basically static, and it assumes that the normal
equilibrium position is one of less than-full employment,

Uncertainty: In the Keynesian scheme uncerteinty is the cause
of money as a store of valﬁe. In chapter V it was shown that uncertainty
is the basis for the precauticnary, transaction, andvspeculative motives.,
It is the uncerteinty as to future rates of interest that lies at the
base of the speculetive motive, and; hence, the rate of interest, In
the other motives uncertainty is a function of income, Uncertainty ié a
psychological motive which eludes measurements it hes no fixed and definable

boundaries. For this reason, there is some question as to the validity

1 Arthur Smithies, "Effective Demand and Bmployment", The New
- Economics, edited by Seymour Harris, pp. 558-571, For a critical analysis

of these assumptions see the following articless Wassily Leontief,
"Postulates: Keynes' General Theory and the Classicists", Ibid, edited

by Seymour Haerris, pp. 232-42; James Tobin, "Honey Wage Rates and
Employment”, Ibid, edited by Seymour Harris, pp. 572-87.
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and usefulnsss of such & concept in sconomic theory. Uncertainty in the
field of economics is relatively untouched, It requires the help of
others in the fields of social science to reduce psychological preferences
to scales and norms.2

In epite of these limitstions uncertainty is a reality and it is
a essential part of economic theory, particulerly, of interest theory.
According to Arthur Smithies, if all else could be assumed awny the
uncertainty of human mortality would still remain.3 Furthermore, it is
équally obvious that if all uncertainty were assumed away, there would
be no use for money as a store of value and "we are confronted with
Schumpeter's compelling argument that., . .there is no room for tpe
phenomenon of interest“.4 Keynos hzs shown and history is filled with
oxcmples which show that people will substitute other goods ap a store
of value if deprived of money.

Yost economisis, however, agres that uncertainty is the major
detorminent of changes in the size of cash balances, that is, it is
the main cause of liquidity preference. L. M, Lachmann believes that
liquidity preference can be explained either by convention or mass
psychology or by the institutional setting. Since so little is known

about the former, he prefers the latter.5 If Keynes is correct, the

2 Albert G, Hart, "Liquidity and Uncertainty", The American
Economic Review, Vol. 29, 1949, pp. 171-01,

3 Arthur Smithies, "The Quantity Theory of Money and the Rate
of Interest", Review of Economic Statistics, Vel. 25, 1943, p. 69,

4 1Ibid, p. 69.

5 L. ¥, Lachmann, "Uncertainty and Liquidity Preference”,
Economica, Vol. 4 (ns), pp. 295=308.
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- atrength of liquidity preference can be measured by changes in interest
rates, even at that, this is a crude measure. An attempt in this
direction is the use of indifference curves as a substitute for the
marginal utilities concept.

Lachmann argues that uncertainty can be accompanied by a dimin-
ution in the demand for money, as for example, when there is a flight
‘from the currency which would resulf in the purchase of goods that are
ordinerily illiguid, This is not a serious objection because many
commodities could satisfy the desire for liquidity., This is evident
by the number of different articles that were used as a common medium
of exchange as well as a store of value at different periods of time in
history. With respect to Lachmann's argument, money in this cese loses
most of the properties that make it a common denominator, It ceases to
bacome scarce, it fails to be taken without enormous discount in exchange
and in the discharge of debts, and it has an extremely high degree of
substitutability, Lachmann is confusing when he says that "money performs
one function for which there are not substitutes and that is it will
serve to discharge a debt.”6 If money means any article that serves as
a common denominator, he is quite correct, KHis statement implies there
can be no other substitute for the Federal Reserve Note, for example, and
yot he denies that no other commodity can serve as a standard of value as
well as a medium of exchange. It is by this method that he is able to

say that money can not perform the function as a "store of value®, that

6 Ibid, p. 305.
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it is demanded only for the purpose of discharging a debt,

What actually happens is that assets that are ordinarily i1lliquid
perform the functions 6f money. That is not an exception to the
liquidity preference theory since there was a shift in the common unit
of exchangé and valus, Under these e¢ircumatances gold, jJjewsla, and a
few other scarce commodities become substitutes for money. His argument
éoas not prove that the demand for money as used in his sense is not at
all times elastic. It could also be argued that this example is not
essential to Keynes' liquidity preference concept since it deals with
circumstances which are not ordinarily peculiar fo any economy,., Lachmann
raises the question "why is the motive of an asctivity purporting to
gsecure profit from speculation described as ’uncartainty'?”7 He answers
this question by saying that the speculator works on a hpnch. Keynes
would say he is uncertain whether the present valuation of the market is
the correct one. |

Lachmann priticizes Keynes® statement, "for in the ebsence of an
organized market, liquidity-preference due to the piecautionary-motive
would be greatly increased, , .“8 His eriticism is that Keynes' market
is a hybrid market and

it is just because Mr. Keynes' market is not an organized

forward-market that here 'bearishness' entails liquidity-pre-
ference! For on a market which is organized for intertemporal

exchange, everybody is able to express his expectations of the
future by buying and selling for delivery in the future.?

7 1bid, p. 360,

8 John M, Keynes, The Ceneral Theory of Employment, Interest and
Money, p. 170-1, :

9 Lachmann; oD, _c_é-_&o, Pe 301.
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Lachmann assumes that because of a forward-market there is "no opportunity
for wide fluctuations in 1iquidity;praference dus to the spgculatiye
motive," 10 That is, a forward market eliminates Sr palances out the
divergence in opinion as to future rates of interest, Lachmann's
argunent appears to bs confusing, An organized market in securities
does not eliminate divergence of opinion; it provides the mechanism by
which these divergences can be registered, A forward market facilitates
transactions when changes occur without the need for liquidating past
purchasesas that i, a change in opinion as to future retes of interest
can be accomplished most easily by hedging without ths use of additional
eash, It provides the means of minimiging the use of’cashg it does not
eliminate the use of cash as Lachmann implied when he says, "on an
organing forward-market both individuals could exprégs their expectations
by forward=-tranmsactions which @o not require any cash,*11

Lochmann disagrees in part with Keynes' explamation of the pre=-
c&utiongry motive wherg he says it is used "to provide for contingencies-
requiring sudden expenditureafénd for unforegeen opportunities of advan~
tageous purchases“;la He thinks, for the purpose of meeting unforeseen
circumstances, money is just as good or as Bad as any other good, and it
all depends upon the nature of the circumstances. This argument would

geem to depend upon the definition of money. - Mongrheld for this purpose

10 John M, Keynes, gg.‘ggg., pe 171,..
11 L. M, Lachmenn, op. cit., p. 301.
12 John M. Keynes, op. cit.; p. 196,
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might be in the form of cash, checking accounts, savings accounts, bonds
for which there is a ready market, or in some less liquid form where it
can be readily converted intoc cash depending on the nature of the unforseen
contingency, It appears that the criticism or confusion conesrns the c¢lar-
ification or definition of money,

With respect to the transaction motive Lachwmann says that uneertainty
here iz of causal significance., 8ince "irade creates ite own means of
payments there is therefore no such thing as a necessary relationship
betweon total output and the aize of business-funds."13 The relation is
betwesn business funds and the rate of increase in their shorteterm
liabvilitiea, This does not appear to be an argument, as much as a misg-
understanding, sincs thers is s functional relation betwssn cmsh balances
for the transaction motive and output, as well as an increasss in shorb=-
term liabilities, It is the incerease in output that gives rise to the
inereases in short~term liabilitles, or, perhaps morse correctly, it is
an anticipated as well ss an aciual increase in trade and effeclive
demand that gives rise to short~term liabilities,

For the most part Lachmamn's article deals with the complieztions
of uncertainty and the motives which cause liquidity preference., His
grticle does point out the limitetlons to the use of psychological motives
in treating economic phenomens and that perhaps the problems involved are
not as simple ap Keynes assumes them to be. On balance, Albert C¢. Hart

and Arthur Swithies sum up the problem by saylng that uncertainty cannot

13 L. M. Lachmann, gp. cit., pp. 305-6.
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be ignored ez an sconomic factor, and that it is an intangible which
eludes measurement and forms no conerete boundaries. It would seen to
the writer that the re=2l probler is concerned with the releiive importance
liquidity preference plays in determining the rate of interest. Other
nodern monetary theories give it as one of the factors, while Keynes
places it as the most im-ortant factor dstermining the rale of interest,
and, hence, the volure of employuent, effective demand, and income. This
rust remain a coniroversial issue becauss of the very nature ¢f psychologe-
ieal phenowena.

Keynes' single rate of inmterest. Yany economists criticize Keynes'
usze of a single rate of interest, for it implies homogeneity in the
interest rate structure. It further implies that 81l rates of interest
fluctuate together, This is a "legitimate eriticism", but the prodlem
resolves itself into a matter of choice.

Against this eriticism it might be said that to include a larger
nurber of variables unduly complicates the theoretical analysis, and
that for the purpose of analyzing the causes and behavior of the interest
rate, the scales are in faver of a single rats, particularly long term
rates on high grade bonds, because of its simplicity for the purpose.
Hicks holds that differences in rates for the various loane are due to
“differences in the risk of default by the borrower” or the rate for each
type of loan is the pure rate of interest plus a risk premium.14 Because

of competition the purs rate of interest, it is assumed, will be the

14 John R. Hicks, Value and Capital, p. 143,
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same for all types of securities,

Koynes in stating that his single rate of interest is actually
a complex of rates for all types of securities, assumes that they move
together in the same direction, The evidence does not bear ocut this
blank;t assertion fully unless Keynes is conceruned with only long term
rates on high grade sscurities, Edward Marcus plotted the monthly
average of yieids.for the period January, 1928, through December, 1934,
for U. 8. goverrment bonds, high-gréde municipal bonds, and Hoody's
Aaz, Aa, 4, and Baa'ratings.ls The evidence indicates that all these
categories moved together in the same direction, except for the year
1933-1934 when the U, S. government and high-grode municipal bonds
moved upward together, while the remaining groups moved downward., The
evidence also indicates thai the rate of changeAbetween the various
categories, in absolute spread and in relative 5pread, varied. In the
case of Moody's four grades, the pattern showed that the lower the
grade of bond the greater the change in the rate of interesti. MNarcus®
conclusion is that "the wvariocus rates of interest do not move in a fi£ed
relation, and, in fact, may even move in different directions."16 Harcus
points out thalt govermment policy to reduce the rate of interest tends
to raise the rate of interest on second grade bonds, which will account
for some of the divergence,

Before any conclusions can be reached it will be necessary to

15 Edward Marcus, "The Interest Rate Structure”, Review of
Economic Statistics, 1948, pp. 223-6.
16 Ibid, p. 225.
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cover a longer period of time and to account for any exogenous factors
affecting the interest rate structure. The argument resolves itself into
choosing whether to reformilate interest theory to covér mgre than one
rate of interest or whether, for the purpose, a single rate with ite
simplicity is sufficient,

Liquidity Preferencs Proper. This section consists of the main
body of eriticism concerning Keynes' imterest theory.

P. T. Ellsworth asserts that liquidity preference is not an
independent variable, because, he asserts, it varies with income.17
| How does he arrive at this conclusiont According to Ellsworth, the rate
of interest is defermined by liquidity preference and the amount of
money. If the average propensity to consume changes because of variations
in the marginal propensity'to consume , savings changes along w;th income
and employment, Since savings depends on the amount of income, the
scale of liquidity preference depenis on the volume of savings. The
quantity of monsey varies directly with income and employment because of
the nature of our banking system, This being true the rate of interest
becomes one of a series of interdependent equations in which all the
elements become mutually interdependent,

The criticism is partly "legitimate”, but Ellsworth is not so
secure in hie reasoning. He is incorrect in assigning the volume of

savings as the ceuse of changes in liquidity preference, The argument

17 P, T. Bllsworth, "Mr. Keynes on‘ﬂnvﬁafe of Interest and the
Marginel Efficiency of Capital“ Journal of Folitical Economy, December,
1936 p. 767, '
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becomes more c¢lear when ii is carried out to its conclusion, which can
be restated as followss Since iiquidity preference determines the rate
of interest, and éince liquidily preference depends on the volume of
aavings,‘thgrefore, the rate of interest depends upon the volume of
savings, which is the classical contention, If this is Ellsworth's
point, then, in my opinion, this is not a correct statemsnt of Keynss
theorys; insteaé, it is a siriet interpretation of classical theory
stated in Keynesian terminology.

There is no argument with respect to the statement that liquidity
preference varies with the amount of income, but it can not be concluéed
from this that income is the causal factor, If income is to have any
effect on liquidity preference it would be, in part, of an indirect
nature, BSince, income is a resultant, determined by the volume of
investment and the propensity o consume, Ellsworth must show that the
gtate of liquidity preference comes from investment and/or consumption,
Keynes has shown that liquidity preference is a function of income with
respect to the transaction and precautionary motives, and it is the
state of liquidity preference in the speculative motive that, together
with the amount of money, determines the rate of interest.

A change in income is, for the most part, a reflection of the
state of confidence and expectations as it affects the marginal efficiency
of capital. It is the state of confidence or uncertainty that affects
the deéire to hold money rather than part with it for an interest bearing

security, It is quite possible, that an increase in the state of confidence
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or a decrease in’uncertainty towards future rates of interest will result
from inereased investment, income, and empléyment in the same analogous
manner as an increese in investment inersases consumptiom and, hence,
income, and that increases in consumption will stimulate furthsr incresses
in investment, etc., This latter is thé femiliar acceleration principle.

It remains for Ellsworth to show that the variables of the
Keyneéian gystem are mutually interedependent for if this were true it
might be possible to expect such = condition in which income becomes
the determinant of investment and consumption,

If Bllesworth means that the independent variables of Keynes system
are not wholly interdependent hs ig quite correct, and Keynes aecounts
for this in The General Theory.

The reraining criticiem of Ellsworth aro (1) that it is not clear
how changes in the rate of interest work out their effects on investment
and employment,(2) that it is impossible to arrive at a theoretical
solution until “money" is rigorously defined, and (3) that the distincfion
botween the activity of those who borrew the funds required for investmemt
purposes and those who supply thess funds is b& no means clearly maintained
byKeyneg.l8 | )

The firef criticism may be ignored since this is explained adequately
in The General Theory. With respect to the second criticism, money can
be defined ms any asset that satisfies the desire for liquidity; viz, eash

and demand deposits being the most important, It is not essential that

18 1bid, p. 775.
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money be rigorously defined in vlew of changes in institutions and
changes in.the iype of instruments that may assume the functions of
liquidity., Government securities, such as the series E bonds held by
individuals, may be included in cash since the& are easily.and readily
convertible into cash. Or, any asset that salisfies liquidity is one that
does not bear imterest. This definition would exclude savings deposits
and government bonds. Vhile there may not be complete agreement on a
definition for money we must arbitrarily draw a line between liquid
and non~-liquid assets, in the same manner that we arbitrarily draw a
line between investment and consumption goods, A dividing line might
well be drawn for purposes of liquidity between money in circulation
and money im banks plus demand deposits as againot all other asseis.
With respect to the last criticism, such a distinetion is not necessary
since the same person may be both lender and borrower at different
time in the same market. From Ellsworth's article it is not clear
whother he subscribes another interpretation to this last statement.

Ellsworth and othere have made the statement that substantial
funds are not subject to liquidity preference, He has in mind the idle
funds of corporations that are withheld from-earnings.l9 This arises
from a possible misunderstanding of the theory. 4 corporation, like
an individual, desires to hold cash, and it is faced with the seme

choice that an individual is faced when he is in possession of idle funds.

19 Ibid, p. 777.
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The corpor&tiOﬁ may (1) holé the funds idle, (2} invest in plant and
equipment, or (3) lend it out at -interest by yarchasing securities,
ﬁﬁ&tvﬁﬁe corporation daes.d8§6ﬁd3’ﬁpaﬂ the state of éeﬁfidence‘and
expectationg=-that ié, the marginal efficiency of ;api%él for investmwent,
gnd uncertainty as té the future rates of inﬁer@st.*
Carl Landauer pe;nts out that the two Keynesaan assuwptlars,
{1) that the rate of interest is determined by niiguidity prefercnce”
of thskinvestp;, gﬁé {2) that~%he‘marginal efficiency of capital declines
Qiﬁﬂ‘gg‘iierea$s in the amaunt'af ea?itai,iare in@qﬁp&tible,zﬁ',ﬁgre
"épeeificg;ly,bLandauer asserts tﬁét interest is no% the~priée'fqr hoard=
ing and that it is not highiy‘cdnventi&hal¢ . Becond, the margiaaz
efficiency of 6a§iﬁai has been mi$iﬁter§rétsd %y‘KekneSgwheﬁ“he assgrts-
that it mugt decline because of the law of diﬁinishing réturHQ, In
this case one factor of pro&uction is held c@n&%antiwﬁila the others
‘are increased, which would bring-ahoat~&iminiahiﬂg reﬁurés. iandausr
declarss that’"n§ oﬁﬁeﬁv&%ion of the kind can be m#de if land, labor
and ecapital ars increaaed in equal preportfonm.”al In other warés,
the prznczple of &imini$h1ng returne refers to “optmmum proportlon of
the elemgﬂta in prodmetion“,zg Thig analysxu he aums up by - saylng that
if 811 kinds of‘éapital goods are proportionately inereased,
it is no% clear that the returas will decrsase bacause in thzs

case we have ne reason 10 assume that the exchange valus of the
products will be altered,23 '

20 Qari Lanéauer, VA Bresk in Keynes Tﬁeory‘of Xnterest" Tha
&merican Economic Review, Juns, 1937, pp. 260-66.

21 Ibid, p. 261

22 Ibid, pe 261,

23 Ibid, p. 261.
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Furthermore, interest is the equilibrating factor bestween invest-
ment and consumption., It is the result of the actions of lenders and
borrowers. The rate of interest arises becmuse there is a rival use
for money in the minds of owners. That rival use is consumption, Hence,
liquidity preference is not an ultimate purpose for lending, And since,
consumption is the rival purpose with investment, the function of the
rate of interest is to check the prOpensity‘to consume, Interest then
is really the price for postponing consumption or for waiting, If this
is true "the marginal efficiency of capital requires a theory of interest
of the general type as the theories of Marshall end BBhm-Bawerk " 2%

Another view by Landauer is that a direct analysis of the
incentives to liquidity preference would show that they are not likely
t0 be of such a sirength that the rate of interest could be derived from
them., Landauer gives no reason for this.

In reply to Carl Landauwer, R, H. Riley points out ths most obvious
errors which are briefly listed as.folloWB!25

a., "His (Landauer‘'s) proof of this incompatibility (between the
two assumptions of Keynes) is fatally defective because he declines.to be
bound by the postulates of the system he secks to test."26

b, As to the marginal efficlency of capital Keynes regards the
diminishing efficiency of capital as the decrsasing adaptability of capital

to employ the available units of labor as output increases,

24 Ibid, p. 264, -

© 25 R. H. Riley, "Rejoinder™, The American Egonomic Review, June,
1938, pp. 213-19. ' ‘
26 Ibid, p. 312. Words in perenthesis not in the original.
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¢e. Landauer assumes that capital funds and capital equipment are
"capital®™ and treats them as equivalents. This identity of capital funds
and squipment neglects the dynamics of Keynes theory of an increase in
consumption and invesiment together,

d. There can be no competition between investment and consumption
for resources except in the special case of full employment,

e, Landauer proceeds to argue his case on the assumpiion that
investment is made from past accumulation, Keynes' restatement of the
quantity theory doés not support this conclusion,2T

Max Millikan asserts that Keynes uses six different and incompatible
theories of interest, some by implication, in The Gonoral gggggz.zg
M¥illikan breaks these down into two classifications which he calls "formal®
meanings and “substantial™ meanings. Formal meanings are those defined
by reference to some relation not directly dependent on the common sense
notion of liquidity, while substantial meanings are the common sense
notion of liquidity which is identical with the banking and ecommunity
notion of liquidity. Under the formol meanings Millikan lists four which
are as followss

(1) Instenteneous fotal demand curve for momeys The liquidity
preference demand curve is instanianeous in the sense that it represents
those demandé for money which would immediately arise in the given

gituation of income, expectations, etc., if the rate of inmterest were

27 John M, Keynes’ op. _c_g'.’ PP 295 ff.
28 Max Millikan, "The Liquidity Preference Theory of Interest®,
The Amorican Economic Review, June, 1938, pp. 247-60,
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placed gt any given figure, all other factors remaining unchanged,

In a schedule sense it would be diagrammed as followss

Schedulg gg‘Liguidity Freference Theory of Interest
b 4 i o

transaction and \\\ Speculative motive
precautionary .., a8 a function of the
motive as a \\\Fate of interest
function of .
incoms “&-m______,L
C e N
AV
(3} . M
i
Figure 7,

The liquidity preference curve (L) slopes down and to the right, on
_the vertical axis (M3i1) is the rate of iﬁterest, and on the horizontal
axis is the quantity of money (OM), Any change in liquidity preference
would be a shift in the L curve either to the right or to the left,
The prscautionary and transéction motives are a function of income {0OY)
“and the size of thg\total cash balances are OM; of the total quantity
of money OM, and ié‘§m1tted from this theory of interest,

(2) The instantaneous partial demend eurve. This is a modification
of the one previously given, excepi that the demend for monsy is broken
down into two partss the transaction and precautionary motives are a
function of income only and the speculative motive is a functlon of the
rate of interest only.

(3) The eguilibrium total demand curve for money. This demand
curve ic tho same as the first one presented above exeept that it represents
e series of equilibrium positions rather than a series of instantaneous

alternatives, The demard curve is held constant and changes in demand
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are along the demand curve. Each rate of interest corresponds to each
level of income,

(4) The equilibriuym ggrtial demand curve for money is a mbdification
of the one preceding except the demand is dbroken down into two parts in
the same manner as "the instantansous partial demand curve",

The two substantial meanings are as followss

| (1) Liquidity preference is essentially the same as the prapenéity
to hoard., ¥ne interpretaéion is the demand for idle balances. It is
the amount of money that people will try to hold in the form of idle
balances at various rates of interest. The second irterpretation of the
propensity to hoard is the percentage of their total assets {including
tdle balences but excluding active balances) which people will try to
hold in the form Qf idle belances at various rates of interest. Part
of these balances ére a function of income, and part are a function of
the rate of interest.

(2) The second meaning, the liquidity preference proper, consists
of a liquidity preference index for all assets., This index is determined
by (a) the length of time required for realizing in cash the full value
of the asset (or the period of maturation in the gase of a loan), {(b)
the probable amount obtained from quick liquidation of an asset; and
(c) the loss of pert of the principal by risk, such ae, by default, fire,
and damage, Therefore, for an individual there is, in a given set of
circumstances given the rate of imterest, income, and state of expectations,

e given average liquidity which is preferred to others, An individual
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will increase his liquidity by moving into cash, by changing from long
term to short term assets, and by moving from 2 high to a low degree of
risk, ‘

Milliken holds that Keynes uses all these theories of interest
as a unified theory and that all of these are incompatibie, that is,
there is incompatibilitly between the various formal and substantial
meanings, Furthermore, each requires certain essumptions which are
different from those required by the othéra., In ¥illikans' words,
“only under very strict limiting assumptions can any of the formal
meanings be made equivalent to any of the substantial meanings, The
assunptions are such as o destroy completely the generality of the
' theory.“a? By using the substéntial meanings ti. formal meanings are
incorrects by using thé formal meanings the substantialvmeaniﬁgs are
neither useful nor fruitful tools of analysis.

ds soon as the assumption of a constant or given income is‘'dropped
thees objections are removed, It is not clear why there should be
incompafibility between formal and substantial meanings as outlined by
Hillikan,

Hillikan rejects the instantaneous tetal demand curve for money
beeause it assumes all factors influenecing demand for money other than
interest are constant. is would be true because in an instantaneous
picture of the economy all elements would be constant, much like-a

click of the camera would give an instantaneous picture of the view

29 Ibid, p. 251.
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oxposed before the lense. The rate of interest, also, would be constant,
The writer can find nothing in The General Theory that assumes the
liquidity schedule can change when the other relevant wvarisbles in this
scheme are constaﬁt. This type of reasoning is applied to the other
formal concepts of liquidity preference stated above., Millikan's
objection to the remaining formal concepts are of this nature and form
nonéignificant objection to the Keynesian theory., It remlly boils down
to the fact that Keynes has used a static presentetion of a subject that
is highly dynamic for the purposes of enalysis for in a two dimensional
scheme it is necessary to hcld one or more of the variables constant,
though Keynes and others realize that in the real world income, liquidity
prefersnce, the rate of interest, and the quantity of money are constantly
fluctuating. |

The second formal objection, the incompatibility between the
instantaneous and the equilibrium concepts, can readily be disposed of
in much the same manner, The first covers a given instant of time, the
latter is independent of times It shows that there is a unique relation
between the level of income and the rate of interest and the quantity of
money. This unique relation applies when the rate of interest has worked
its full effect on income. The liquidity preference curves show a
series of points thaet hold in an equilibrium sense. This does not imply

that income is stable and expected to remain indefinitely at the exilsting

level as Millikan asserts,
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The instantanecus and equilibrium total demand curves are incorrect
as an explanation of Keynes' theory of liquidity preference, although
Keynes is perhaps to blame for some of this misrepresentation. On page
168 of The Ceneral Thecry Keynes says that the liquidity preference is
8 potentiality or functional tendency that may be written by the followe
ing equations M = L (r). It is not clear whether mwonsy is the total
emount of money or the portion of that amount accounted for by the
speculative motive. Yot on page 199 he points out clearly that the
rate of interest is determined by only that part of the total amount
of roney that satisfies the speculative motive,

The relevant concepts of liquidity preference theory of interest
are the instantaneocus particl demand curve, the wquilibriux partial
demand cwrve of the formal meanings, and the first of the substantial
meanings which states that the liquidity preference is the sane as the
propensity to hoard, The second substantial ineaning is not inconsistent
with Keynes theory, imstead it is a refinement which would include more
alternatives than either cash or securities. John R. Hicks and David
W, Lusher have used this latter concept as an explanation of liquidity
preference.3°

Milliken's objection to all these theories is Keyres' use of the
assumption of a given level of income, which has been shown above to be

but 2 minor ocbjection, namely, that for the purpose of analysis Keynes

30 John R, Hicks, Value and Cepital, p. 163. A4lso, David W.
Lusher, "The Structure of Interest Rates and the Keynesian Theory of
Interest”, Journal of Political Ecoromics, 50:272-9, April, 1942,
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h&s‘usedva two dimensional static an&lysis. A reé&ing~of‘chapters 13
-and 15 of The Ganeralfgggggz shows %hatvﬁéynes never iﬂﬁanﬁed that the
liquidity prefergﬁce curve could shift under cohditiéns of a given -
level of income, |

It hes begn stated ﬁh&i if there are other £actors affec&ing the
rate of interest which do not afféct either liqui&ity>pre£erence or the
- gquantity of money the Keynesiﬁn theory of interest is incﬁrract; Three
au&h-caﬁditisgg havé‘bean ligted by Millikems (1} If the physical
_bpreductiviﬁy'qf éapi£ai‘is increésed, as by inventions, and if demﬁnﬁ
‘dces‘ﬂat’call for an equivalent incremse in the quantity of money it
will raise the market rate of interest, yet i will.netbaffact idle
balances, the propemsity té.hoard, ef‘liguid;ty préfershce prdpero
(2) If the banking system dees not inecrease the supply of money;'an
“increase in income will increass demand fo; active balanéeé and thus
increase the rate of interest. {3) If the marginal efficisncy of
capital incéeaseg, the rate of interest will change wifhogt affecting
| liquidity preference St

With respect to the first condition it is not sodlear thet an
increase im demand, because of an increase in physical praductiviﬁy,
will not affect liquidity preference. Seversl alternative results
might appear when therse is an increase in deman&‘caused by an increase
in productivify. Increased productivity may lead to a decreass in price,

and without an inerease in demend, the balances arising from the

"31 Jax Millikan, op, Cit., pe 253s
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speculative motive will increase, and, essuming no other changes,; the
rate of interest will decrease., If the increased productivity is financed
by incrensed capital investment, it will increase the demand for cash |
either by an increase in money from the monetary authorities or by an
increase in demand on the idle balances held for the speculative motive,
In the latter case the rale of interest will increase,

In the second case an increased demand for active balances without
an increase in money, will reduce the balances of the spsculative motive
and thus affect the rate of interest as well as liquidity preference.

In the third cese an increase in the marginai efficiency of
capital, because of the brightening of long and/or short term expsctations,
will increaseAinvestment which will increase the demand for monsy and,
hence, affect liquidity preference. If there is nc increase in investment
with a rise in the maréinal efficien&y of capital, an unlikely poseibility,
and there is no increase in demand, the quantity of money and the other
variables in the economic system will remain constant. Another possibility
is that an increase in the marginal efficiency of capital may be expected
to be of such a short or temporary duration-by 1ender5 there will be an
increase in the propegsity to hoard and a rise in the rate of interest.

R. G, Hawtrey stetes that the marginal efficiency of capital is
adjusted to the rate of interest in the very short pung but the assumption
made in the clessical theory that the rate of interest adjusts to the

yields of capitol is true, only if subject to-a time lag.32 Actually

32 R. G. Hawtrey, Capital and Employment, pp. 196=7.
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the long term rate of interest ié'relaiively'sﬁable, while the marginal
efficiency of capitai‘flucﬁuateé~vialently. ﬁiehoiaa Kaldor replies in
answsr to Hawtrey that,

‘the rats of interest has np business to behave in the way it
ac¢tuslly does behave, but ought to fluctuzie widely with the
slightest change in the demand for investment., In my view, the

- mere stability in the short period-level of the long-term rate

 of interest provides the strongest emperical proof of Mr. Keynes'
view on the long=term rate of interest and the functicning of
the capitdl market .33

,D H; Bobertsom, one of the greatest crificé of Reynes, @oin%s out

that Keyﬂesian terminclogy is & pretty rough de&crlption of %he éetermln-

34 For example, ke

ation of intarest a1$haugh.at times he is too severes
i8 quite correch in showzﬂg thatv1iquxdzty*preferance dﬁes,not satisfactors
il&:hanﬁle,the;siﬁuéﬁion in which'chéﬁgeé iﬁ §he velocityaoffcireulatian
fcperates directly on priceé‘andvthan oa.in%eresﬁ, while it does handle
the situation where changes in the quaniity of money acts directly on
interest then °ﬁ‘Pri¢93635 ;Aggerding +o Dr. Hicks Rcbertson,ﬁaé_failed
to solve this problém 100,36 | |
Robertson éuastiéns\ﬁeynes trapﬁagtiaﬁ.mgtivé. Eeynes sayé‘thaf
eagh is helds | | |
t0 bridge the interval betwe en the time of “ineurring busﬁnﬁss :
costs and that of the receipts of the sale-proceeds; cash held

by dealers to bridge the interval between gurchase and reale
isation being included under this heading,37

33 “Nicholss Kaldor, "Review of Capital and Employment“, Fconomica,
vol,. 5, 415 1938, Pe- 4650

34 D, H. Robertson, Zasays inm Monetary Theory, Chap. 1, PP. 1-38,

'35 Ibid, pp. 214,

36 John R. Hicks, "The Monetary Thecry of D. H, Rebertson”,
Economica, Vol., 9, ne, 1943, pp. 55-6.

37 John ¥, Keynes, one gite; Pe 195.-
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Robertson and others say that this is tbe interval during which the
person in quastion doss not hold money, but has parted with it.38
Robertson assumes that all cests incurred are paid by cash immediately,
hence, there iz no nesed to hold cash, He can‘even assume that all
transactions are financed by loans which fall due when the sale of goods
are completeﬁ which would require no holding of cesh, This is not an
accurate interpretetion of ﬁeynes. Cash held refers to the normal
concept of cash~$a1§nce vhich is a function ¢f the size of incoms being
determined by the value of current output or economic activity. For
example, cash is required by a manufacturer betwesn the interval he
incurs cost for production of goods and the timé he receives receipts
from the eale of goods. This cash is held to meet recurring contingencies,
such as wages, fixed costs, and raw materials. The size of the cash
balance defendﬂ on the size of income received, the frequency of income
payment and the fre juency of expenditures. This applies to the individual
as well as the corporation, If everyone received income in cash and paid
expenges in cash simultancously, there would be no need tc hold money
balances, for there would be no interval to bridge. It thus becomes
illogical to argue that individuals and corporations do not hold cash
between the interval between purchases and receipts or costs and sales,

There is no inconsistency in the stateﬁant that “the desire to save
does not promote investment® and that "it is thriftiness which makes

investment possible. . .in an age of expansion, thriftiness appears as

38 Demis H. Robe!‘tson,‘gg. -c_i&.’ Pe 12.
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a cause of investment.“39 Savinge, during a period of less than full
employment, depresses invesiment, while a decrease in the propensity to
save will increase consumption which ordinarily will stimulate effective
demand, employment, and investment. But during & period of expansion
where there is full employment ssvings is neceasary for the promotion
of investment, namely, to prevent inflation. Joan Robinson in her
second statement does not say savings is.ths cause, buf thaﬁ it appears
fo‘ba the cause, of investment in the senee of the nineteenth century
sxpansion,

John R, Hicks points out that Keynes reduces all interest to two
types of risks part of iﬁterest is attridbuted to defeault rick and part
is attributed tn uncertainty of the future rates of interest.4° Interest,
he concludes, is nothing but a risk premium, This includes the cost of
lending, that is the trouble involved in lending funds.

Stetistical ¥Wyidence Bearing -on the Liguidity Preference Theory.

Jemes Tobin has plotted the relationship between average idle deposits
and average commercial paper rates for (1) all commercial banks between
1922-1941, (2) New York City Banks, 1922-45, (3) banks in 100 centera
cutside of New York City, 1922-45, and (4) Chicago banks, 1922944.41
Figure 8§ shows & rough estimate of the general shaps of the liquidity

function.42 It shows that at low rates of interest the changes in the

39. D. B, Robertson, op. cit., p. 20. Here Robertson criticizes
Joan Robinson's statements in her Introduction to the Theory of Employment.
40 J. R, Hicks, Value and Capital, p. 163.
41 James Tobin, "Liquidity Preference and Monetary Policy", Review
of Economic Statisties, 1947, pp. 124-131, The purpose of Tobin's article
is to refute Fellners statement that the L function is inelastic with respect
to the interest rate in his book Monetary Policies and Full Employment.
42 The lines of regression are rough estimates and I have drawn

\




size of average idle balances are interest-inelastic, and that at higher

rates of interest the changes in the size of idle balances are interesi=-
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In other words, Tobin concludes that "the relationships are
of the goneral form postulated by the liquidity preference theory of

M. Kalecki points out that the marginal convenience of holding cash
is an increasing function of the velocity of c:chulation.44 The short~

term rate of interest is connected with this marginal convenience since
with a higher rate of interest there is an inducement to lend,

low rate of interest it is profitable to withdraw from short-term assets
and acquire cash.

With a
Bquilibrium is reached when the short term interest
them free hand rather than computing them by the method of least squares
because the statistical data was not available.

43 1Ibid, p. 131.

44 M, Kelecki,
of Cash Circulation“
97=9.

"The Short-Term Rate of Interest and the Velocity

Review of Economic Statisties, Vol. 23, 1941, pp.
The statistics used were taken from the London Clearing Banks from
1928~1938 comparing the velocity of circulation of Treasury Bills,
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rate is equal to tﬁe marginal convenience of holding cash.45 From this
Kalecki concludes that the short term rate of interest is determined by
the amount of cash offered by the banks and by the volume of transactions.

According to Keynes the classical theory requires two more
propositionss
(1) +the rate of interest depends upon the marginal efficiency
of capital mssets other than money, and {2) the scale of invest-
ment will not attain its equilibrium level until the point is
reached at which the elasticity of output. as.-a whole has fallen
to zero, i.e., capacity production for the economy as a whole
is reached,
Charles F. Roos and Victor von Szeliski attempts to substantiate these
two propositions by statistical analysis. The following procedure wase
employeds Moody's Aza bonds covering a period of twenty years (1920-1939),
. adjusted for time trend, were used. Correlations were made between (1)
demand for commercial loans and the supply of funds, (2) government
securities and the supply, (3) bills discounted and excess reserves, and
{4) security loans and the supply of funds 47
The significance of these correlations may be summarized as followss
(a) That ¥oody's Aaa yields were due not only "to the business
demand for short-term and long-term funds but also in considerable part

to monetary factors, such as bank deposits, security loans, govermment

45 1Ibid, p. 97.

46 Charles F, Roos and Victor von Szeliski, “The Determination
of Interest Rates", Journal of Political Economics, Vel. 50, 1942, p. 502.
The account of Keynee statement of these two propositions expressed in
these terms are found in his article titled "The Theory of the Rate of
Interest™, Readings in the Theory of Income Distribution, pp. 418-24,

47 For a statistical and diagrammatic presentetlion of this see his
erticle, op. cit., pp. 518-22,
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securities outstanding, etc."48
(b) The study favors the monetary theories of interest (as against
the "pure" theory of Wicksell) and that it is ®"within the power of monetary

legislation and monetary authorities to control long~term interest rates

with a close approach to exactitude,"*?

(¢) The introduction of expectations as measured directly by
new orders for goods received by manufacturers is a tacit
recognition of Keynes' observetion that the rate of interest
depends upo? the marginal efficiency of capital assets other
than money, 0 :

{(d) The positive sign of the new-orders, or demand for
commercial-loan term in the equation bears on Keynes's sécond -~
obaervation that the scale of investment will not attain its
oquilidbrium level until the point is reached at which the
elasticity of supply of output is zero.ol

The conclusion is that the most important factors affecting intasrest

rates are

(a) the money supply or liquidity-assets supply, which is
largely demand deposits, (b) ths business demand for funds as
measured by the volume of new orders being placed with business
in relation to the working capital of corporations, {¢c) the
security market's demand for funds., . ., (d) the governmernt
demand for funds, (e) the bank's ability to extend credit and
(f) the supply of bonds outside of govermment agencies, 2

The Role of Interest Ratea., In spits of the tremendous literature

concerning interest theory during the past fifteen years, it is somewhat

48 1Ibid, p. 523.

49 Ibid, Pe 523.

50 Ibid, p. 524. .

51 Ibid, p. 525. In other words, when the elasticity of supply of
output as a whole is zero at the top of the business cycle the rate of
interest according to the "pure" theory should be in equilibrium. Instead
speculation sets in because of the inablility of merchants to receive
deliveries. The result is equilibrium can not be maintained,

52 Ibid, p. 532,
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of a paradox to assess the importance of interest in the realm of economic
theory and practice. Most economists feel that interest plays & small
part in determining decisions to invest and a small part in the determine-
ation of changes in the business cycle. It is sirange that Keynes gave
it euch an important role in The General Theory.

P. T, Ellsworth says "moderate changes in the rate of interest will
not appreciably affect the expected profitability of proposed improvement
of existing p}gnt“;53 J. Tinbergen concludss thﬁt changes in interest
rate play & minor role or no role at all in the changes in investment
activity.>* Benjamin Caplan thinks a fall in the rate of interest will
tend to hasten the abandonment of capital, btut this does not mean there
will automatically be an increase in new inveatment.55 John B, Canning does
not deny that interest may meve some influence on the decisions of
entrepreneurs to.invest, but he feels they are grossiy overstated.56

J. Franklin Ebersole studied 762 cases from a total of 13,119
collected by the Harvard Graduate School of Business Administration since
December, 1920 concerning the cause of entreprenur's deciqions to invest,

0f the 762 cases studied there were 118 cases involving problems of

53 P. T. Ellsworth, "General Interest Theory", The American
Bconomic Review, Vol. 28, 1938 (supplement), p. 72. '

54 J. Timbergen, Statistical Testing of Business=-Cycles, Vol, I,
A Method of Its Application of Investment Activity; Vol, II, Business
Cycles in the United Sﬁates of America, 1919-1932 (Geneva, 1939) quoted
by Trygve Haavelmo, “"The Effect of the Rate of Interest on Investment:
a Note," Review of Economic Statisties, 1941, p. 49.

55 Benjamin Caplan, "Reinvestment and the Rate of Interest”,
The American Economic Review, Vol, 30, 1940, p. 561.

56 John B. Canning, "Rate of Interest”, The American Economic
Review, Vol. 28, 1938 Osupplement)}, p. 74.
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expansion in which interest rates might have been a factor, 91 cases in
which interest was not mentioned, and of the 27 cases in which interest
was mentioned only 10 said it was a factor, and none said it was the
controlling factor.?] Tt is obvious that a lowering of the interest rate
will not stimulate investment. Note that these statements are nof a
contradiction of Keynss' intersst theory itself, it is independent of any
theory of interest, It does, however, apply to the importance of interest
in the theory of the business cycle. The primary importance of a low
interest rete is the ease with which the nationsl debt can be handled.

To control the business cycle there are too many other fiscal policies
that can be used without manipulating the interest rate, Deficit spending,
consﬁmer subsidies, redistribution of income to low income classes by
éaxation, public works, unemployment compensation are a few of these
leicies. These policies are more effective, and results will appear in

a shorter periéd of time,

The Economics of Illusion.58 I treat Hahn's book as an example of

57 J. Ebersole, "Rete of Interest", The American Economic Review,

. Vol. 28, 1938 (aupplement), P. T4=5, The statistical techniqué has some
'1imitat10ns. (A) Limitations to the technique of sampling. (B) Possibility
of overwelghting one phase of the business cycle. (C) the disadvantage of

interpreters to interpret and record and of the business executives to -
recognize and describe their decisione to invest. {d) The written reports
maybe a simple statement of a complex situation. (e} preconceived notions
and bias may have crept into the interpretations of these actions or incen~
tives to invest.

58 The Economics gg Illusion by Albert Hahn is purported to be a
complete refutation of Keynesian theory, that he claims to have anticipated
Reynes ideas by several years, and that he has found them to be utterly
false, or in a more popular expression, to be "false economy™, - There is
no question that there is much anti-Keynesian literature subsidized by
leading interests, For reference and authority see Seymour Harris' book,
The New Economics. Other books included in this category is Henry Hazlitts,
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much of the literature in the field of economics that hes been, I think,
typical of much of the faulty criticiams of Keymesian economics, Much
of the fallacious reasoning is self-evident and reguires little comment,
This is not a defense of Keyness it is an attempt to correcét false ideas
concerning Kayneeién thinking that is prevalent in economic textbooks
and journals., In this section I shall be concerﬁed only with the liquidity
preference theory of interest, for to deal with the entire book would be
a large tome in itself, |

ﬁahn saye
It is the contention of this.chapter that the concept of
liquidity preference is not applicable under present conditions
(post World War II). In part, it has always been superfluous,
moreover, the aspects to which it was once appropriate have
lost practical importance through institutional changes that
have taken place in the last decade,
That the great expansion of purchseing power résulting from World War II
has destroyed liquidity preference is not clearly proven by Hahn. A4n
increase in the quaﬁtity of money will gatisfy the desire to hold money,
but it does not mean that it has destroyed this desire in the ssnse that
people would be as willing to hold illiquid assets over money irrespective
of the rate of interest. This becomes more obvious when we realize thatl

the function of the rate of interest is to modify the price of assets to

the point where the desire to hold cash is in equilibrium with the

Economics in One Easy Lesson and George Terborgh's Bogevy of Economig
Haturity. The book Economics in One Easy Lesson is based on the classical
assumption of full employment, unlimited investment opportunity, and .
Say's law of the markets,

59 L. Albert Hahn, op. cit., p. 147. Words in parenthesis not in
the original. 1In the succeeding annlysis of Hahn's book the page numbers
will be included in parenthesis rather than footnoting to avoid reference
to many footnotes.
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aveilable cash. It is only in the unusual circumstance of post World
War I Germany that we see anything skin to Hahn's contention, and even
in this case the base for liduidity vreference has shifted from cash -
to assets that ordinarily are illiquid, Under these circumstances
liquidity performs its vital function in an economy,.

Hahn rejects Keynes monistic interest theory in favor of the
loanable funds dualistic interest theory, since the dualietic theory
rgcognizes both the demand for ﬁoney to0 spend as well &s to ﬁoard, and
the supply of money to save as well as to dishoard (147f49). The General
Theory adequately treats both saving and spgnding as well as hoarding
and éishoarding. Haln is not too clear if by hoarding he means saving
or the propensity to save. In either case his dualistic "loanable funds®
theory is monistic like Keynss. actnaliy hoarding and dishoarding have
no place in Hehn's scheme since the monetary theory developed in his book
is based upon Say's law, which is & denial of the possibility to hoard,
and in parte of his book he assumes the claesical view of full employment

and unlimited investment Opportunities.6°

60 For oxample, "“under one condition alone could investment create
saving it could not absorbs if the increased income led to a decrease in
consumption” (197). "Savings cannot really hinder production and employ-
ment (p. 98)". "Savings creates its own investment opportunities (p. 99)".
"The incentive to invest in machines is the necessary correlative to delay
conswnption (p. $8)" and savings stimulates investment, "Investment is
always sufficient to absorb the saving it creates"(p. 197). "Employment
is dependent solely upon the wage level and the marginal productivity
of labor (p. 193) and "income rises when employmemt increases after wages
have been reduced {p. 191)". Hahn's remedy is to correct maladjustments
in the cost-price relationship, hence, “national income depends on the
amount of labor it pays to employ (p. 212)". ‘
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Hahn seoks to escape liquidity~prefepance:by.ééferring to the
"idle balances of corporatioms as subject $0 isveStmsnﬁ preference (p., 151},
When investment prospects are dim, the idle_balancesfaf cerporatiansfare-
still.subjec% to liquidity greference,. xt“?hen becomés a mé$ter §f-daciéing
in what form to hold these idle«balaans;{in cash, or lend them out at
fxiﬂﬁetestjéy,pur¢hasing $eeu§itiési Yhat the corporation does‘depends
-~ in part on the existing level of interest rétes and future eﬁ?eei&tibns of
of tﬁe m&rgin&i effipiéﬁcy of capital. |

:Hé&n’helds‘%ha% the difference baﬁweenltha epread between high
grade snd lew g?adatinwestments.is’ﬁot due ta.liquidity’yrafarence,
but isicauséd by "the bipcking of the flow between the pure money and
capital ﬁaykets éné,the,investment markets”.él Whéther Hebn means
‘ “riéigitiea“ or same~other’eceﬁemic forece is not Qleér;'

Hahn's maﬁetary pbliey,vas can be expected from above, is oné of
regulating,the_gu&a%ity of‘mnney anﬁ’the,ratefef~in%ere$t to control
iﬂflaﬁion énd deflation. ‘Thué, higher imtersst rates Qiil prevent
inflation (p. 139); andA"1§wer interest rates, . .facilitates production,*5?

In the inte?estvbf‘iruth@ however, sné should not gpeak of

doller searcity until one has tried to increase tho supply of
and decrease the demand for domestic capital through higher
énterest rates'ig orggr to avoid the alleged crisis of.the
balance of paymenis.
The only relimble way to regulate priﬁes'is through contrdlling

the quantity of spendable momey by a strict finemecial and interest
ratexyclicy.64

61 Ibidy p. 153.
62 Ibid, p. i74.
63 1Ibid, p. 182.
64 Ibid, De 82o
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Hahn's hasic-argument is a crusade for the return to policies
advocated by pre-Keynesien thinkers because these policies are adequate
to cope with economic maladjustments,

Conclusion. It has been shown ebove thet many_of the arguments
against the liquidity preference theory of interest sre either irrelevant
to the theory or feils to destroy liquidity preference. They do point
out one thing, that the theory is & crude and rough draft of & complete
theory of interest. It is defective in many aspects, and in conclusion
I should like to summarize the short-comingé,and questionable assumptions
of the theory.

(1) It is essemtially static.

(2) It places little significance on time lags,

(3) It fails to account for éhanges in the velocity of circulation
of money and its effect on price and the rate of interest.

(4) It assumes that the resting'place for all idle balances is
either in the speculative or finance mative.

{5) It assumes that the demand for money is infinitely elastic.

{(6) Xoynes foiled to differentiate alwaye between stocks and flows,
sometimes using flows, even if by implication, which is alien to Keynesien
tradition.

{(7) He can be accused of oversimplifying the interest rate structure
which points out another short coming, that the theory can not deal with
the intersst rats structure.

{8) He has simplified the alternatives--between cash and securities.

(9) ~ The strength of liquidity preference as a determirmte of the

rate of interest may have besn overrated by Keynes.



CHAPTER VII

CONCLUSION

The histo;y of interest since the time of Adam Smith has been

a minor element of the theory of distribution. For the most part, the
theory of distribution empbasized the determinztion of wages, profits,

and rent, Few.economists, indeed, developed ; complete theory of interest,
not only in theory, but as a guide to’economic policy and the treatment of
economic dieeéses. It is to Bugen von Bbhm=Bawerk and Irving Fisher
that we can lock to for the most outstanding development of interest
theory, It is now known that ths role of interest has been greatly
over-exaggerated, though it still has a function to perform in any type
of economy. If Keynes has overemphasized the role of interest, he has

3

also helped to correct an underemphasis.,

Chepter VI showe that it is possible to determine the rate of
interest by either the liquidity preference or the loanable funds
theories of interest, This is~arsimple matte; when it is realized
that the question involves what actually constitutes the supply of funds,
This by the way is a méttér of accounting for all funds that are sensitive
to the rate of interest. The gross and net fofmulations come to the
same thing, since in the gross formulation weiinclude allowancea for
capital réplacement on both aides of the equation, It is generally
agreed that savings equal investment irrespective of the interesi rate.
The reasl problem of intere;t is how much emphasis shall we place on

specific focters that determine the rate of interest. This remmins

controversial,
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The difference between Keynes and the other intersst theorists
is a matter of emphasis in the general theory of economies,

{1) Keynes emphasizes the willingness of people to hold cash;
Ohlin approaches the problem from the other side and says it is the
willingness of people to hold claime or securities. Robertson and Ohlin
place as much emphasis on savings as on investment., Keynes stresses
the‘imboriance of investment and treats savings as'a resultant, being
determined by the propensity to consure and the size of income. Keynes
holds savings equal to investment by definition and gives them no
important role in the'economic system, Ohlin, on the other hand, agrees
to Keynes definition, but still asaserts there is some relation between
the rate of interest aﬁd the saving=-investiment procees.1 Robertson
recognizes the importance of liquidity yreference, but in the final
analysis he feels the rate of interest is determined in the long run by
"prospectiveness and productiveness“.2 Liquidity preference in XKeynes
theory is the dominant determinate of interest rates. In the other modern
monetary theories liquidity preference is only of the the factors., Some
of the theories treat liquidity preference in the sense of "bankers
liquidity"™. The loanable funds theory includes bankers' as well as
people's liquidity. In this theory it is a factor affecting the supply
of loanable fundsj in Keynes theory it is treated on the demand side of

the equation, which is a much broader concept of liquidity preference.

1 Bertil Oblin, "Alternative Theories of Interest", The Economic
Journal, Vol. 47, 1937, pp. 424 and 427.

2 John R, Hickse, "The Monetary Theory of D, H, Robertson" Roview
of Economic Statistics, Vol, 9, 1942, p. 56.
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(2) Part of the distinction between Keynes"intarest theory and the

other interest theories stems from the difference in describing and
analysing the real world in which we live., Keynes' theory is concerned
with income, the classical and neo-classical school are more concerred
with prices, In this respect, Keynes emphasizes the volume of expendi-
tures or the doficiency in effective demand, not the lack of money as
the cause of inflation and deflation. The other school holds that it is
the variation in the quantity of money that explains income. In the
Keynesian system the-amount of money and its wvelocity are regarded as
changing in response to'changee in aggregate outlay, incoms, wages,
and prices, Classical theory is based on one or: more of three
assumptionss (1) full employment, (2) Say's law of the markets, and
(3) unlimited investment opportunities. Keynes denies these assumptions
end holds that the normal economic situation is one of underemployment.
Full employment is a special case and is rarely found in capitalism
today. The Keyneslans atate that the classical world of full employment
with its theory of distribution is more characteristic of a socialist '
economy. Classical theory holds that fluctuations in the economic
system are caused by price rigidities, deficienéies or'éxees;ea in tﬁa
quantity of money, maladjustments in the cost-priece structure, particulerly,
weges, and the rate of interest., To theiKeynesiane the nature of the
business cycle is found to fluctuate within the limits set by the
consumption function and. the acceleration principle. The ceause is the

violent fall in the marginal efficiency of capital,
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The truth is that Keynes' treatment of underemploymént is an
addition to the Yarshallisn view of full employment, They support and
complement one another in the semse that Marshallian theory is a good
deseription of the case for full employment, while Keynes is e good
déscription of underemployment, The complete theory lies in the
synthesis of Keynee and Marshall.

Keynes has made three major contritutions to interest theory.

(1) He has convineingly shown why the rate of interest will
not fall to zero, in other words, why the rate of interest must be
always positive, It is now generally accepted that at some point
before it reaches zero the liquidity preference curve becomes infinitely
elastic,

(2) He has stressed the importance of holding money as an
alternative to holding assets., This has increassed the importance of
the role of money in economic activity, not only as a function of
effective demand, but as a store of value which points to one of the
major defects of capitalisme=the part is plays in causing a deficiency
in aggregate effective demand.

(3) 1t is becoming increasingly clear £hat the marginal efficiency
of capital ie lower than had been generally assumed in ecomomic¢ theory
and that uncertainty plays a very significant part of economic activity.

David MeCord VWright says,

It is in the case of unemployment that Keynes's interest

theory makes its greatest contribution, For if the rate of
interest be explained primarily in terms of demand and supply
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for free resources, or "capital disposal”, how can one explain
the existence of a rate of o time when "free resources"=--
starving men--are walking the streets unclaimed?®3

¥hile Keynes and the Keynesiens do not have the last word in interest

theory we may speculate on the future role of interest. The rate of

interest in the future depends upon the character of economic institutions,

Thua,fiq the near future it seems quite logical to assume a continutation
and_inténsification of the present trepd toward a lower rate of interest
because the national debt will be significant, if not increaaed, in the
futuré. |

' ;’The typo of interest policy and the importancé of the raée of
interest depend upon the type of economie situation and sconomic
institutions with which we are facedf This assertion is based upon the
aesuﬁption that theé changing structére of economic institutions and
the increasing role of the government in economie affairs call, not for
a theory of interest and interest policy that are immutabie, but fof
theories Qf interest that best characterize the économic situation in
which we live.

It seems quite possible that a highly capitalized country which
approaches the statiomary state will face the problem of excess savings
because of a low propemsity to consume., But it nmay not be denied that
any far reaching chenges in technology and innovations cen reverse the
process, and, for a while, a situation may develop where the &emand~for

capital seems a2lmost infinite. Uar .huas . been a boon to investment

3 David McCord Viright, "The Future of Keynesian Economics”, The
American Economic Review, Vol. 35, 1945,. p. 304,



reaching importance almost as great as the discoveries of gold and the
exploitation of new tarritory. So long as fisal policy oan be uesd
to maintain an economy at & high 1ével of employment and output, the
future rate of interest will assume & minor role in the determinxtion

of economiec activity.
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