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Explorations into the concept of liquidity preference

Shortly before The General Theory came to light, Keynes
announced his research program as consisting in the study oftr}lly
monetary economies. These, that he called monetary production
economies, were defined by a certain number of fea[ure‘s,
foremost among which was the special role money performs in
them. According to Keynes, in a monetary economy one could
not conceive either of a short-period nor of a'long~period
equilibrium position without considering the behavior of money
“between the first state and the last” (CWIMK XIII, p 409)_. A
monetary economy could be conceived as in a state o_f rest in a
large number of long-period equilibrium positions but in order to
say which would actually be achievable one haf:l to be able fo
describe the actual monetary policy that was being followed in
that economy. (CWIMK XXIX, p. 55)

After the publication: of The General Theory, Keynes
insisted on the special role money played in the kind of economy
he was modeling. In “The General Theory of Employment”,
Keynes argued that there were two main novelties in his book:
the treatment of uncertainty and its relationship with money, and
the concept of propensity to consume (presented in the paper in
this order). Keynes accused the classics of accepting lunatic
behavior when they referred to the possibility of retaining money
as a store of value, because in a world affected only by
measurable risk there would always be an alternative asset to
dominate money. According to Keynes, money would lull one’s
disquietude when subject to unpredictable risks (non-measurable
uncertainty) because of its special properties so that only in a
model that recognized these risks money could be approached as
an asset. Keynes’s principle of effective demand, that is, the
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possibility that demand may falter because agents use their
income to buy non-reproducible wealth, specially in monetary
form, instead of using it to purchase reproducible wealth, followed
from this particular conception. The long-period non-neutrality of
money rested, thus, on the positing of money and reproducible
capital as alternative forms of accumulation of wealth.

The same fundamental ideas were also expressed in a
parallel debate with Ohlin, Robertson and others. Here, Keynes
defended his proposition that interest rates were a reward for
parting with liquidity and, thus, for parting with money, that was
the asset endowed with the highest liquidity premium of all. Again,
Keynes was arguing that money was a form of wealth and
interest rates were the price that guided the choice between liquid
and illiquid wealth, instead of the choice between present and
future consumption. As money was, however, also demanded as
a means of payment (to finance both the expenditures with normal
transactions and the discretionary spending, that Keynes then
called the finance motive for demanding money), monetary theory
was complicated by the need to consider this duality of roles for
money.

The complexity of the argument was to be the cause of
much misunderstanding in the development of liquidity preference
theory. The most important difficulty to be faced was the
relationship between money and credit. In effect, most authors
seemed to understand Keynes’s proposed monetary theory of the
interest rate as a cumbersome way of saying that interest rates
were determined by credit conditions, even though

insistently dismissed this view in his debate with Oh
Robertson.

Keynes

. lin and
Milton Friedman, for instance, could accuse

Keynesians of confusing money and credit. Blinder, years later,
explicitly resurrected loanable funds theory (according to which

interest rates are determined by supply of and demand for credit)

as the way to discuss the influence of interest rates in his
Keynesian model (Blinder, 1989).
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The dominant view seemed to have been proposed by
Hicks, according to whom in a general equilibrium model the
equilibrium position of any market depends on what happens in all
other markets. By Walras’ law, one can always drop one of the
markets when solving the whole model. If one dropped the
market for credit, one would be advancing liquidity preference, if
the money market was dropped, one would be adopting loanable
funds theory. It was a matter of convenience. perhaps, certainly
of preference, but not of substance.

In fact, the evolution of the mainstream approach to
liquidity preference led to a convergence with the quantity theory
of money, specially in the form Friedman gave it in the fifties. To
separate Keynesians and quantity theorists there remained only
their expectations as to the interest elasticities of the money
demand function, an issue to be settled by empirical testing,

There may be reasons, however, to consider liquidity
preference in a different way, and many “non-orthodox™ authors
followed this line, that was more faithful to Keynes’s own original
conception. In The General Theory itself, in a difficult and for
long forgotten chapter (the seventeenth), Keynes emphasized the
line of considering money as an asset, interest rates as a reward
for parting with the specific attribute monetary assets would have,
their very high liquidity premium. The theory could be generalized
to consider other kinds of assets, that would pay an “own-rate of
interest” . The equivalence of the market interest rate as an index
of money’s liquidity premium was clear also in other works where
it was seen as money’s marginal efficiency, term created by
Keynes to refer to the rate of return on real assets. According
to this line of interpretation, the attention given to the
determination of the interest rate by the interaction between
supply and demand for money results from the level aggregation
chosen by Keynes, confronting money, on the one hand, to bonds,
on the other. This choice of aggregates simplified the problem of
asset choice from the angle Keynes privileged. that was the
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opposition between liquid and illiquid assets. It was, however: olnly
a preliminary step towards a more general the_ory of asset prlf:lng,
highlighting the special role that was to be given to money in an
economy marked by non-measurable uncertainty. In this sense,
liquidity preference should not be seen as an awkward way of
conceiving the demand for money, but as the abstract argument
explaining how the price of assets (and debts) are formed.

It was this perspective that, in fact, seemed to justify the
whole effort of conceiving The General Theory as an expl
of why and how money could affect the real economy, not only
in the short but also in the long run. The relationship between
money and capital assets was, however, quickly forgotten
mainstream Keynesian macroeconomics. Authors like Joan
Robinson and Richard Kahn, first, and Davidson and Minsky,
among others, later, sustained that the original path was more
fruitful. In this paper, we try to reconstruct their attempts to
develop Keynes’s original argument to show, then, that some
extensions of the concept are still to be completed so that a
research program defined around the liquidity preference
hypothesis is still very much alive. To do it, we present first, in
section 2, a summary of Keynes’s General Theory presentation
of liquidity preference as a theory of money demand. Section 3
extends the argument to the examination of asset pricing,
introducing the arguments of Robinson, Kahn, etc. Section 4
presents the idea that money supply as much as money demand
can be approached through liquidity preference, in an argument
that could be seen as a way out of the usual confrontation
2 Actually, it would sometimes surface
Tobin’smodel of mone
should be seen as les

anation

in

inthe form of curiosa. For instance.
y and growth would suggest that monetary economies
s efficient than non-monetary economies since the
ble of growing more quickly. Also Clower’s dual

course. both cases illustrate the dif
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between “horizontalists and verticalists”. Section 5 focus on
extensions of the theory to deal with chronic inflation. Section 6
presents some provisional remarks related to the behavior of asset
demands in open economies. Finally, a summary is given in
section 7.

2. Money Demand
a. Money and Contracts

The cornerstone of Keynes's. and post Keynesian,
monetary analysis is the relation between money anc_l contracts.
Money-denominated forward contracts are an essential element
ofcoc;rclination of an economy where production is organized _by
autonomous private agents promoting seeking individliial_gam.
Forward contracts reduces and socializes the uncertainties of
undertaking production activities that take time to unfold and
allows some measure of cost control on the part of entrepreneurs
(Cf. Davidson, 1978). As Max Weber gxplnined, a n.mdern
capitalist economy is based on the mt.lmml calculatlonlof
advantages to be accrued by the indivuduals.tha[ organize
production. This calculation of advantages requires a common
unit of reckoning prospective costs and benefits. A
money-denominated system of forward contracts establishes this
unit of account at the same time in which it increases the degree
of predictability of economic processes.

Accordingly, Keynes states that the primary concept of
money is money-of-account, the unit in which contracts are
expressed (CWJMK, V, p. 3). Money proper, that is, the thing
which effectively circulates and discharges debts represents the
money-of-account. Again, according to Keynes, the moneyness
oftheﬂ legal tender, the thing that settles debts, is derived from its
relation to the money-of-account and to contracts. Other assets
that also play the role of money, namely of being accepted to
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liquidate contractual debts, derive their own moneyness from the
possibility of replacing the legal tender under certain conditions.

Money becomes an asset precisely because of its capacity
to discharge contractual debts when they come due (Davidson,
1978). This is the source of its liquidity attribute. Other assets can
share this property depending on their degree of convertibility into
money proper, the degree of risk involved in their exchange for
money'. Forward money contracts, on the other hand, are a factor
of continuity over time since they define flows of goods and

services to be made available and their money values for a

continuum of future dates. The more complete a system of

forward contracts is, the safer an asset money becomes. When
the time to settle debts comes, he who possesses money does not
run the risks of being incapable of honoring his commitments and
suffering the sanction such a system must impose in such cases.
Money becomes, thus, a general form of wealth, able to liquidate
any kind of commitment®, in contrast to other forms of wealth the
convertibility of which into means of payment is conditional on the
state of their markets at that same moment. On the other hand
it is also a safe claim to wealth in the future period covered b;
contracts: it is a claim against incomc—to-be-produced, at fixed
exchange rates, Future auction prices remain uncertain, but risks
are largely eliminated in the case of goods and services produced
to order and much reduced in the case of goods produced to
market when spot prices are stably related to costs of
that are themselves set by contract.
The character of money bein
makes it a suitable means toyeffectgdaefE:];rJSIsform 'Of \:veallh
rategies in the

production,

3 Something which depends on the existence of Spot markets for existi

stocks of these assets. See Kaldor (1960). Davidso e
. n(1978) a

(1992). (1978) and Carvalhg

4 Since one can see even spot transactions as g g

relations where the nature of the operation dgeg

formal contracts worthwhile.

pecial form of contractya]
not make the signatyre of
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face of an uncertain future. It is an asset the return of which
comes in the form of a liquidity premium rather than a pecuniary
compensation. Other assets do not offer the same defense against
uncertainty and compensate for this imperfection by paying
interest to their holders. Under uncertainty, that is, the possibility
that the future will bring unexpected changes, flexibility to adapt
to new environments is a gain in itself. That is why people may
prefer to remain with their choices open until things get clear
enough to allow a proper decision to be made. Holding money is
a form of precaution. Il wealth accumulation is a forward-looking
activity. agents will, in principle. prefer to remain liquid because
no one knows for sure what the future will look like and, thus,
which specific form of wealth would result more advantageous.
To accept less flexible alternatives, then, wealth-holders have to
bribed that is, they have to be pecuniarily compensated for the
reduced liquidity of assets other than money. The interest rate, as
the representative of this compensation, has to be whatever is
necessary to convince agents to part with liquidity. The higher the
degree of illiquidity of an asset, the higher must be, in equilibrium,
the compensation paid to convince wealth holders to accept the
risks it represents. This mechanism of determination of interest
rates is the fundamental statement of liquidity preference theory.

b. Industrial Circulation and Financial Circulation

Many post Keynesians consider Keynes's discussion of
monetary matters in the Treatise on Money superior to that
presented in The General Theory .’ In the latter, Keynes discussed
liquidity preference and the determination of interest rates in terms
of supply and demand for money. In the Treatise Keynes adopted
a more general approach, based on the distinction between two
circuits of monetary circulation: industrial circulation and financial
circulation.

5 For a dissenting voice see Minsky (1975).
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Industrial circulation refers to the amount of money in use to
support the flow of goods and services produced in an economy. The
amountofmoney required todo it depends, naturally, onthe average
interval during which money is retained between transactions.
Keynes distinguished between households and firms for having
different habits of payments which implied different velocities of
money circulation. Industrial circulation embodiesa view of money
very close to that of the Quantity Theory. It seems in accord with
Keynes’s criticism of the Quantity Theory expressedin The Genera|
Theory that it was not wrong but that it was incomplete, Keynes
sustained onc had also to consider a second monetary circuit, the
financial circulation. Thiscircuit included operations with financi
assets, being, thus, unrelated to current income. Moreover,
circuit, money wasnot just ameans of circulation, it could als
subject of circulation. Money itself could be held as an asset. This
notion went much beyond the Marshallian view that money was a
convenience a cheap way of covering the period between income
inflows and outflows.

Orthodox theory had actually always acknowledged the
possibility of hoarding, even though it was in the borderline with
irrationality. Keynes’s concept of financial circulation and of
retention of monetary assets referred to something more important
for the economy’s operation. It included both active balances yse
to buy and sell assets and inactive balances held in the expectation
of favorable future changes in the prices of assets. Confronted wig|,
the perspective of capital losses on financia assets were intereg(
ratesto rise in therelevant future, wealth holders might preferto hold
money instead. On the other hand, those expecting a fall ip futur
interest rates would buy securities now even if they had (o borr "
funds to do it. Keynes called the first group Bears and {|,e se o
Bulls. Banks would intermediate thejr Operations by acc Ccfnd
deposits from bearsand providing loans to bullsto allow them‘:gﬁali:g
securities. In equilibrium, interest rates woy|q settle at the |eye| iﬁ

which both bulls and bears would pe satisfi i :
: led with o
operations. their financig)

al
in this
obean
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Money, then, would perform very complex functions in this
kind of economy, connecting industrial and financial circulations,
operating in a dual role as a means of payment and of an asset,
facilitating the operation of the real side of the economy, but also
being a potential cause of trouble in the case of monetary assets
becoming more attractive than real capital. assets. Inflationary or
deflationary forces could be triggered if money flowed from one
circuit to the other. Banks and financial institutions, in particular,
performed a crucial function in this economy, not only as
intermediaries, butas actual creators and distributors ofmoneyamong
agents operating in each circuit.

¢. Motives to Demand Maney

InThe General Theory unfortunately, Keynes downplayedthe
dichotomy between industrial and financial circulation in favor of a
moreabstractapproach in whichan undifferentiated publicdemands
money forvarious motives. Every exchange operation ina monetary
economy, whateverits object, involves atransference of money from
a buyer to a seller. Someone who desires to make a purchase must,
thus, gethold of money first. Distinctionsas to the objectofpurchase
may be analytically convenient but do not refer to any fundamental
difference as to the role of money in transactions. Thus, forinstance,
one can define active balances as those held in advance of some
definite transaction in opposition to inactive balances held for possible
but still undecided purchases in the future, In Keynes's General
Theory liquidity preference was analyzed in terms such as these, The
industrial circulation became the transactions motive, asthe demand
foractive balances, and the financial circulation was transformed into
the precautionary and speculative demands for money, a proximate
approach to that of inactive balances.® The latter was kept as the

6 In fact, one may think of the financial circulation as inactive balances in
a more restricted way. that is of balances held independently of projected
purchases of goods and services. even though it may be justified by
prospective purchases of financial assets The precautionary motive was
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determinant of interest rates, together with the (exogenously given)
money supply.

The analysis of the demand for money for transactions does
not involve deep differences between Keynesian analysis and other
strands of monetary thought. As it was stated above, on this matter
Keynes considered the classics to be incomplete rather than wrong,
The transactionary demand for money, that s, the holding of money
in anticipation of a definite act of expenditure, would depend on the

projected purchases and the habits of payment. [n the aggregate, this

could be reasonably approximated by the level of current income

given the institutions that regulate forms of payment.” On the other
hand, the speculative demand was more a development than a radica|
departure of the ideas contained in the Treatise. The concept and its
application was made more precise, being utilized to set the price of
debts, that is the interest rate, rather than prices of assets in general,
allowing Keynes to differentiate, when necessary or adequate, the
determination of marginal efficiencies ofassets from the interest rate
(see Kregel, 1988).

The speculative motive is based on the idea or nor
Keynes inherited (and modified) from Marshal.
neoclassical notion of a natural rate of inte
factors (such as time preferences and pro
suggested instead that every

mality
Rejecting the
rest rooted in rea|

ductivity), Keynes
agent operating with assets has 3

mistreated by Keynes in The General Theory,
should be secn as an element of the financi
actually merged it with the transactions motive
of the transition between the bears and bulls of
for money and demand for other assets in The
( 1988). For a discussion of the origins of the n
as a model for asset choice see Kregel ( 1984
7 Davidson has insisted on the importancc ofre

as will be argued below It
al circulation, but Keynes
! Fora detailed €xamination
the Treatise and the demand
aneral Theory see Kregel
otion of liquidity preference
zflizing that the transactionary
c!mg On expected. rather thap
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subjective evaluation, given his own experience and access to
information, of what constitutes a normal rate of interest,
expected to prevail after short-term fluctuations are allowed for.
This normal interest rate acts as an anchor to his expectations of
future movements of the interest rate and defines whether the
agent will be a bear or a bull in face of the current interest rate.
The latter will be determined at the point in which bulls and bears
balance each other, as proposed before in the Treatise. In these
terms, if we call r the market interest rate and r* the normal rate
of interest, we have the following decision rules:

bears: r - r* < O and thus E (dr/dt) >0 so Ms > O (no
bonds are purchased)

bulls: r - r* > O and thus E (dr/dt) <0 so Ms = O (the
money is used to buy bonds) !

A third motive to hold money is introduced in The General
Theory that should also be part of the financial circulation, which
is the precautionary motive. Keynes gave it, however, a
surprisingly superficial treatment since one could argue that it is
as a prccaulion agninsl an uncertain future that money assumes
its peculiar role in a monetary economy.®

It seems that Keynes was overwhelmed with the difficulties
of analyzing the precautionary motive since it required to consider
explicitly the influence of states of confidence, a notoriously
elusive variable, on the demand for money. As Kahn (1954)
showed, we can consider the precautionary demand as inducing
agents to hold buffer stocks of both money and securities in order

8 According to Keynes. the precautionary motive is “to provide for
contingencies requiring sudden expenditure and for unforeseen
opportunities of advantageous purchase, and also to hold an asset of which
the value is fixed in terms of money (...)" (Keynes, 1964, p. 196). The latter
element means to be able to settle debts when necessary.
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to avoid capital and income risks, respectively. Wealth holders
would recognize that any expectation they may have is liable to
fail and would hedge against failing expectations by keeping
reserves of money and of securities. In this sense, bulls, for
instance, would not commit all their resources to securitjes unless
they expected a future fall of the interest rate with certainty. The
combination between speculative and precautionary motives
would, thus, mean that the speculative demand has to do with
specific expectations as to future movements of the rate of
interest and the precautionary motive with the degree of
confidence on those expectations.

Finally, in the debates that followed le publication of The
General Theory Keynes acknowledged a fourth motive to hold
money, which he called finance motive. It was meant 1o be a
bridge between industrial and financial circulations because it
referred to balances that are held inactive in advance of the
purchasc of investment goods. The finance motive was actuall
an element of the transactions demand but marked by a differen):
behavior, given its out-of-routine character that would break the
proportionality between current income flows and money demand
The finance demand for money would increase when prospectivé
not current, income was increased by planned discretionar
spending. On the other hand, balances were kept with a view Iy
a definite expenditure plan as with other transactions made | io
economy. Money was a convenience rather than an n‘ne
Although Keynes made it clear that the finance motive | -
to demand money, the use of the term finance gave oriS gzilnrizszll;
kinds of equivocations, relating it to savings, to financijg| relatio

etc., in a debate that was revived very recently ns,

9 See Asimakopulos (1983: 1986). Krege| 5

(1986). that were, among other papers,. %he ("]lzg]l /(:St;n:ggﬁ)ﬁ. Davidson
discussion. For a very good and clear account of the fina uhons_to this
Chick (1983, pp. 198/200). See also Wells (1981). Th e motive, gep
debates around thc issue, in the thirties and i the ej h'[, € tWo rounds of
in Carvalho (1994). ghties, are summarizeq
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Although the structure of the arguments were deeply
changed, this version of liquidity preference conserved the main
aspects of the approach: the relation between money, uncertainty
and contracts. The relation between money and uncertainty was
given two forms: one the one hand, it gave a place to influences
like the state of confidence and the precautionary motive; on the
other, it replaced the idea of a natural rate of interest by the
notion of normal rates of interest, formed subjectively by the
individuals operating in the money market. As Shackle (1961)
remarked, this gave to the interest rate a very peculiar nature. In
his words, interest rates have to be reslless variables, with
equilibrium rates always changing values since they result from
the interaction between groups acting under the influence of
heterogeneous expectations. Necessarily, somebody’s
expectations are always being disappointed leading to some
revision of their views and, thus, changing the balance between
bulls and bears. A durable equilibrium configuration, in these
circumstances, would be a contradiction in terms.

3. Liquidity Preference as a General Theory of Asset Pricing

The aggregative structure utilized in most of The General
Theory defined two composite assets: money and bonds." In this
case we may safely state, as Keynes did:

“Thus the rate of interest at any time being the reward for
parting with liquidity, is a measure of the willingness of those who
possess money to part with their control over it.” (Keynes, 1964,
p. 167)

10 Sometimes bonds and capital goods are fused together as in parts of
chapter 12. In the Treatise this confusion was widespread and gave origin
to criticisms even from Keynes's most intimate collaborators. See, for
instance, Kahn's letters to Keynes in CWJMK, XI11. One should notice, on

the other hand, that money is a composite asset too. See footnote 1 to page
167 in Keynes (1964).
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Liquidity in The General Theory could only be associated
with money or with bonds. In this dichotomic world, the interest
paid on bonds can only be a compensation for their lower degree
of liquidity as compared with money.

Working with only two composite assets had the advantage
of making it clear that the true nature of interest resided in its
being a compensation for the risk of illiquidity rather than a
reward for abstention of consumption per se, which was the
“classical” view of interest. It had, however, two major
weaknesses: it made possible for neoclassical synthesis
Keynesians to reduce liquidity preference to simply a formulation
of a money demand function; secondly, it could lead less careful
readers to ignore that the interest rate was an index related to g
composite asset. These less careful interpreters tended to choose
arbitrary market rates to serve as the interest rate of The General
Theory, giving rise to endless but essentially useless (because
misdirected) debates as to which rates Keynes had in mind when
presenting his money demand theory and his marginal efficiency

of capital model of investment and the empirical robustness of
estimated relationships.

The neoclassical synthesis was, in general, guilty of botly
faults and so were many of the neoclassical critics
Nevertheless, it could be easily seen that liquidity prefe
be generalized into a general theory of agset pricing b
same general principle that different degrees of liquidity should be
compensated by pecuniary returns that woulq define the rate of
return obtained for the possession of different assets !

S As point
by Wells (1983, p. 533), liquidity preference is theory to Expriafiii

of Keynes.
rence could
ased on the

1 1 As a matter of fact, Keynes himself dig iti
chapter 17, where he dealt with many assets instead of only tw :
a model of asset pricing based on attributeg of assets, includin o &llpd i::u_ﬂt
premium accruing to diverse assets in differen; degrees, in hisg a liquidity
interest scheme. > Own-rate of

n The Genera) Theory, in
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the spread between the rates of return associated to different
assets, an analog to Ricardo’s model of differential rent.

An extension to a richer menu of assets could be
undertaken along two lines: one could, as done by Kahn (1954),
explore how Keynes established the margins of indifference
between money and bonds in chapter 15 of The General Theory,
to serve as a basis for a generalization: alternatively, as Robinson
(1951) did, one could extend the analysis of chapter 17 of that
book, to consider a richer menu of asset attributes to differentiate
their prices. Let us examine each of these propositions separately.

Kahn extends the argument that supports the speculative
demand for money from a two-asset (money and bonds) setup to
a three-asset structure (money, bills and bonds). The speculative
demand for money was postulated to emerge when the
wealth-holder expects that the interest rate will increase in the
future so that bonds will suffer a capital loss. The margin of
indifference between money and bonds was established then
when the interest paid by a bond was equal to the expected rate
of increase of interest rates so that the income to be earned
would be exactly compensated by the loss in capital value. Kahn
extends then the same principle to differentiate now between bills

and bonds. In this case, the margin of indifference between them
would be set as follows:

“Ila person is indifferent between bonds and bills , then,
apart from considerations of risk, il must mean either that the two
rates coincide and he expects the long-term rate to remain
constant, or that the rate (measured as a proportional rate pe/
annum) at which he expects the long-term rate of interest to be
rising (i.e. the price of bonds lo be falling) is equal to the excess
of the long-term rate of interest (the rate on bonds, measured as
a rale per annum) over the short-tern rate of interest (the rate
on bills, measured as a rale per annum) - or a similar proportion
in terms of an expected fall in the long-term rate of interest if the

texto paradiscussio - iei/ufrj 17



short-term rate is higher than the long-term rate.” (Kahn, 1972,
p. 73).
With rs standing for the short rate of interest and rl for the

rate paid on a perpetuity, the margin of indifference between
bonds and bills would be defined by the equality:

rl - rs = E [drl/dt] ?

Thus, securities of different maturities cou
terms of a yield curve, in which the demand for each type of
security would depend on expectations as 1o (he future behavior
of the spectrum of interest rates in precisely the same way the
speculative demand for money was described in The General
Theory. One difficulty that would emerge in this new setup,
however, was that one could hardly see why, in a world where
securities of many maturities were available, including very liquid,
capital-risk-free bills, would anybody bother 1o hold money '

Joan Robinson chose a different path. Following Keynes’s
chapter 17, she developed liquidity preference into a theory of
asset pricing by considering a different array of attribuytes assets
would possess in different degrees. Robinson analyzed in detaj
the di;advanlmges that assets other than money would present
classifying them as: inconvenience (or “illiquidity ; . ’
sensc™); capital uncertainty; income Elncerlaﬂltl;(-h;ﬁ(;l: the llfirr9w

N : W D 5 ender’s risk
(“that is, the fear of partial or total failure of e borrower”
(Robinson, 1979, p. 140). Specific assets wou ver')

h . : Id then ;
by each disadvantage in a different degree, and theiy prl?sef;f:r:;tﬁg
u

Id be ordered in

12 Equivalently, the margin between bongs and mon :
E [dr/dt]. Yy wasde

13 There were two ways out of this dilem
The General Theory include very short-term bils inthe ¢q

itself; alternatively, as suggested by Wells (1983)to COns.dncept of mone
explaining interest differentials, byt not any refym lol er the model as
analogy with Ricardo’s treatment of differentia] rent money itself. in

fined by r =

Ma. one could, a5 Keynes dig in
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reflect wealth-holders’ evaluations of these shortcomings. In her
words:

“These qualities of the various types of asset are
differently evaluated by different individuals. ... The general
pattern of interest rates depends upon the distribution of wealth
between owners with different tastes relatively to the supplies of
the various kinds of assets. Each type of asset is a potential
alternative to each other; each has, so to speak, a common
frontier with every other and with money. Equilibrium in the
market is attained when the interest rates are such that no wealth
is moving across any frontier. Prices are then such that the
market is content to hold just that quantity of each type OF asset
which is available at the moment.” (Robinson, 1979, p. 143)

One should notice that also in Robinson's approach the
demand for money proper to hold would be hard to justify, except
for transactions costs involved in the purchase of bills, along lines
similar to the Tobin/Baumol approach. Liquidity preference theory
thus generalized, however, is no longer just a theory of money
demand, but a hypothesis as to how asset prices are formed. The
consideration of a set of close substitutes for money is not, in
itself, an objection to the model.

Kaldor had been one of the first and most important authors
to develop Keynes’s chapter 17 model, in his seminal 1939 paper on
speculation and stability (Kaldor, 1960). Keynes had shown that
current prices of assets were determined by the agents’
expectations of returns, considering risk. One could think returns to
be constituted by four elements: q, the rate of quasi-income one
expected to earn for keeping or using the asset: ¢, the carrying cost
ratio incurred in the conservation of the asset: a. its rate of capital
appreciation; and 1, its liquidity premium, all of them reckoned in
relation to their current market price. One would then define the



own-rate of interest of a given asset as: atq-ctl. From this it would
follow that for any asset,

CP=EP+Q-C+1.CP

that is, the current price (CP) of an asset is given by the sum of the
price the asset is expected to fetch in the date for which its resale is
planned, plus the value of Q one expected to rece
period in which the asset was held, minus its ¢
the value the assct-holder conferred to the possession of an asset
with a given liquidity premium, all of them calculated in money
terms. EP, Q, C and 1 are exogenously given (the sy
long-term expectations), so CP has to move 1o assure
will be reached. If Q-C+ICP > 0, then CP>EP, whi
backwardation, which means that this asset is relatively scarce, so
that purchasers are willing to Pay a premium to get hold of it
immediately rather than wait until the future date iy
will be lower. If this particular asset
asign of a unsatisfied demand, that i
the producers of that item.

Kaldor argued that it was the
existing stocks of assets that determ
Thus, not only the degree of risk )
investors but also how these expect
shocks of any kind depended on how
in particular, on how the participants
participants in these markets coy]
speculation and arbitrage. The role
in that he could take the risks of a
anticipation of future movements
behavior could be stabilizing or desta
of price oscillations. It was the exi

ive during the
arrying cost, C, plus

ate of
the equality
ch is called

. 1 which its price
Is reproducible, Cp>Ep will be
s, of a profitable Opportunity for
.exislcncc of spot markeys for
ined their liquidity attributes.
¢y represented in (he ey
ations were to pe affected by
v these markets Operated apd
behaved, According to Kaldor’
d play three roles: hedging’
of the speculator was strategic.:
c:.tmg against the market in the
in .th.e Price of asgets and this
bilizing, depending onthe range
stt?nce of speculators (and, in 4
rating ip organized market; that
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created the possibility of disposing of assets that is the content of
the liquidity premium. Liquidity, thus, is institutional: it depends on
markets that are created by private agents or by the state. This
insight was to be fundamental in the development of liquidity
preference theory.

Among the authors that realized the importance of relating
the concept of liquidity to markets and the behavior of speculators,
Davidson may be the most consistent in his work. He generalized
Kaldor’s model to differentiate between liquid and illiquid assets, on
the one hand, and to formulate a Keynesian theory of investment
that springs from the model of asset pricing (Davidson, 1978, ch. 4).
Inasense, Davidson completes Keynes’s model of asset choice by
showing that if one added a flow supply function for real capital
assets to the scheme of asset demands obtained from the asset
pricing model one could determine the volume o fcapital investment
that corresponded to a given state of expectations. In addition,
Davidson perfectioned Kaldor’s nsight as to the way markets
operate by identifying the strategic stabilizing role performed by
market-makers. These are residual operators, that perform
precisely the functions Kaldor envisaged to stabilize markets: they
act against the market tides, as if they were speculators that knew
best where the market would ultimately head to. Behaving this way,
market makers dampen fluctuations in the prices of assets,
increasing their liquidity premium.

But liquidity preference theory, understood now as a theory
of wealth accumulation, could be extended one step further. As
Minsky (1975; 1982; 1986) has shown, an agent, when choosing
assets to hold, is not restricted to his own original resources. The
purchasing power over assets may be complemented by access
to credit, that is, if the agent is willing to issue debits enlarging the
possibility of buying assets. To approach the portfolio strategy of
agents one has then to describe not only his decisions as to which
assets to purchase but also what amount and under what terms



he is willing to issue liabilities. Minsky reinterpreted Keynes'’s
own-rate of interest formula to represent the value of a portfolio
of assets and debts (“negative” assets). The current value of a
portfolio (CP) was determined by the expected yields of assets
(Q). minus the carrying cost of the portfolio, mainly determined by
the cost of interest paid on borrowed resources (C), plus the
exnccted valve of those assets when the time to rearrange the
poritolio came, and the degree of liquidity of the position,
reirresented by cash, cash-kickers and the facilities giving access
to additional credit.

In Minsky’s model two lactors have to be considered if an
agent’s strategy of wealth accumulation is to be described by his
whole balance sheet instead of Just by his assets. One has 1o
determine his solvency, which concerns the question of whether
his assets are worth at least as much as his liabilities, and his
liquidity position, i.e., his capacity to pay his liabilities as they
come due with the yields of his assets or by appealing to his
stocks of liquid assets. In other words, one has also to look at the
time profiles of his expected cash outflows. Prices of assets
depend on the demand for then. The possibility of issuing debts
influences the demand for assets. The conditions in which debts
can be created will determine (he limits to asset demands and,
thus, to the return rates offered on each type of asset. One could
thus measure the fragility of a balance sheet by
between expected inflows and outflows of cash
stocks of liquid assets (that Minsky calle
model of cyclically changing finan
generalization of liquidity preference
liabilities. '

All these models, be
The General Theory,

the comparison
as well as the
d cash-kickers). Minsky’s
cial fragility js, thus, a
theory to deal also with

ginning with Keynes’s chapter 17 of
are able to give us short-period solutions for
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the price of assets, when the quantities of each asset are giver‘l,
and a longer-period solution when the availability of assets is
allowed to change. In the complete model, all privately-created
assets are allowed to change in order to describe a long-period
equilibrium. Nevertheless, Keynes also postulated that money
could not be reproducible as easily as non-monetary assets
because, if it were, it would lose its peculiar characteristic of
having the greatest liquidity premium of all assets (Keynes, 1964,
p- 241n). In The General Theory the quantity of money available
is taken as given, insensitive to the demands of the public.

4. The Liquidity Preference of Banks and the Money Supply

Keynesian monetary theorists have generally assumed one
of two views in relation to the determination of the money supply.
Some take it to be controlled by the monetary authority, implying
that a model that considers private behavior in the money market
should take the money supply as an exogenous variable
conditioning private decisions.” In contrast, for other Keynesians
the amount of money in circulation is decided by the private
agents themselves, be it because the monetary authorities are not
capable of imposing quantitative limits on the amount of money
they issue, or because private agents are themselves capable of
creating money.

According to Kaldor, Keynes was an exogenist, that is, he
believed in the possibility of controlling the quantity of money
because he was never able to free himself entirely from classical
ideas (Kaldor, 1982). Moore (1988, p. 8) even charges Keynes of
discussing a commodity-money economy rather than a modern

15 One could argue, of course, that even if the moncy supply is under the
control of the central bank the latter could adopt a reaction function with
certain private actions as arguments that would make it an endogenous
variable. Be it as it may, the decision to adopt this or that function or to
change it should be seen as beyond the control of private agents.
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credit-money economy when he proposed that one fundamental
property of money was its low elasticity of production. In the
view of these authors, post Keynesians should abandon Keynes’s
treatment of money while keeping his theory of employment.'s
Others argue that money is actually taken to be exogenous only
in The General Theory, but that in other works he would be an
endogenist.

In this section we argue in favor of a different view, that
coiild be seen as a third position between horizontalists and
verticalists, defended by authors like Davidson, Kregel. and Dow
(c.g., Dow, 1986/7; Dow and Dow, 1989), among others, that is
more in agreement not only with Keynes’s own writings on the
behavior of banks but also with the empirical evidence as to how
money markets operate in the real world. This third way rests on
three main propositions, some of which were already presented:
money is a form of debt: debts are issued in result of portfolio
decisions; and liquidity is an institutionally-determined attribute.

We already argued that a particularly important Keynesian
proposition is that money is an asset, a form of wealth. It is so
because it represents, in the eyes of the public, purchasing power,
a claim over goods and services available or to be produced.
What is important, then, is that the public recognizes in a given
”‘i_"g the power of representing wealth, of being a claim on it. In
principle, the thing that has this property is set by the state, in the
|21\'vs that regulate the issuance and liquidation of contracts. The
Obje‘.:[ that mandatorily liquidates contracts is the legal tender, the
starting point to think of money proper in Keynes's sense. But
5(?me other Mmay come to share the moneyness attribute if there
zz)flvl:r(:iclj::l;:,stglls lhlﬂl guarantee that these. assets w'foulq be
IFa private agemisgiatender on der‘nand anq \wth(?ut capltal risks.

pable of Issuing a claim against himself that

e
16 These aut} ol
hors do not make ttclear to what extent this should mean the

abandonment iquidi
e of the whole Ilqu:dlty preference theory, or the notions of
amty, the role of CXpectations, ete '
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is as credibly a claim on income as the legal tender is, it will be
a perfect substitute for the latter. Again, to be perfectly
convertible into money means to be perfectly liquid, and liquidity
is an institutional question.”

Thus, although Keynes does say in The General Theory
that the money supply is determined independently of demand, in
a modern monetary economy most of what constitutes money is
created by private agents. Assets other than the legal tender can
become money if there is a market strong enough to guarantee
its convertibility, at fixed prices, into legal tender. It is precisely
because, by custom or by law, the monetary authorities of
practically every modern capitalist economy guarantee the
convertibility of some specified private liabilities, such as demand
deposits at commercial banks, at par to legal tender that these
liabilities become moncey. Thus, the supply of money certainly
includes money issued by the Authorities and deposits created by
Banks. If we consider, as Keynes did, that the Authorities can
control the amount of money they originally create through their
investment policy,® it is to banks we have to turn to examine
whether money is or is not endogenously created. In Minsky’s
words:

“In our economy, money is created as bankers acquire
assets and is destroyed as debtors fulfill their obligations.”
(Minsky, 1982, p. 17)

I'7 Hicks ( 1967) gives us a stylized description of the emergence of a
monetary economy in which institutional developments, particularly the
creation of clearing houses and lenders-of-last-resort cnlarge the stock of
money beyond what could be seen asa narrower definiiion of a legal tender.

I8 Some would refuse even this possibility arguing that the amount of
money the government actually issues serves mainly as reserves to the
banking system and is thus predetermined by the creation of deposits, that
is decided by banks to satisfy the public’s demand. So the monetary base
would also be endogenous, and not only the volume of deposits. This view
is associated to Kaldor and Moore. In Brazil. the Kaldorian view was
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Or, to quote Chick:

. “The money supply is mainly the liability of the banking
S.).‘- ~"i. not of government. Most monetary policy actions thus
rel« on the banking System to intermediate between the injtial

poiic: action and the final effect on tl n i
1679 ~p. 16720 ¢ Money supply.” (Chick,

The liquidity preference model
extended to include the issuance of de
C.COIIOHIIL“S is largely constituted by private debts issued by banks
(in the form of demand deposits). Therefore, if liquidity
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to each component of their balance sheets. It is by exploring
profitability/liquidity trade-offs that the overall profitability of the
banking business is established. The availability of means of
payment is decided as a by-product of these choices. Banks can
direct their resources to the financial circulation (when they buy,
for instance, government bonds and/or bills) or to the industrial
circulation (if they finance the working capital of firms).
Therefore, depending on the choices made by banks not only the
money supply can vary but also the relation between the
availability of money and aggregate demand can be different,
since, as seen above, industrial and financial circulations have
different connections with the flow of income.

The crucial point is that the most profitable placements for
banks are seldom the safer or the more liquid. If uncertainty is
high, banks may prefer the liquidity of excess reserves or, most
probably, the purchase of government sccurities rather than
running the risks of buying potentially more profitable but also
riskier private liabilities. On the other hand, if there are perccived
opportunities of profitable investment, banks can, through liability
management methods, bring money from the financial to the
industrial circulation, to the point of defeating monetary policies
intended to constrain the level of activity. The consideration of
liquidity preference on the part of banks certainly imparts a
[cature of endogeneity to the money supply, although one could
hardly argue that it makes the supply of money horizontal in the
interest/money space. In particular, the Keynesian argument is
that there is a larger degree of elasticity in the monetary system
than is usually supposed because of possible changes in the
relation between financial and industrial circulations, that have, as
we saw, expansive or contractionary impacts on the economy:.
What the approach really suggests is that the very dichotomy
between money demand and supply may be too narrow. It is
much the same fundamental factor that is in operation in both
sides of the market: liquidity preference, that orients the non-bank
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public in their planned purchases of assets and also orients banks
as how to utilize their money-creation facilities. As liquidity
preference is heavily influenced by expectations and the state of
confidence, one would expect that factors that originate optimistic
expectations in the non-bank public would also do it for banks.
This possible crincidencz of motives led Robinson to state that:

“... the supply of finance cannot be regarded as a rigid
borticueck limiting the rate of investment, but must be treated
railier as an element in the general atmosphere encouraging or
retarding accumulation.™ (Robinson, 1979, p . 21)®

5. Liquidity Preference and Inflationary Environments

Production in monetary economies is organized on the basis
of a system of forward contracts that allow entrepreneurs to
reduce, at least in part, the uncertainties that plague the future.
The role of contracts is to assure the entrepreneur that labor and
other inputs necessary for the continuity of the productive activity
will be available at the required rates and at prices that justify the
decision to produce, oriented by the expectation of profits from
the sale of goods in the markets. The existence of a widespread
system of contracts, as argued before, serves to anchor the
expectations as to the future value of money and to sustain the
calculation of prospective advantages that is characteristic of
capitalistic production.

The importance of contracts for Ke
Keynesian economics can h
wrole:

ynes and post
ardly be exaggerated. As Keynes

“The introduction of a money,

: . in terms of which loans and
contracts with a time element can b

¢ expressed, is what really

20 One should realize that a

- system with this characteristic tends to be ver
.

able if other components are absent to act in an opposite way.
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changes the economic status of a primitive society.”(CWIMK,
XXVIII, p. 255)

The strategic role of contracts gives us the point from
which to start when thinking about money:

“Now for most important social and economic purposes
what matters is the money-of-account; for it is the
money-of-account which is the subject of contract and of
customary obligation.” (CWIMK, XXVIII, p. 253)

Finally, Keynes could not be more explicit as to the
importance of a convention of stability, the generalized belief in
the stability of the purchasing power of money in the nineteenth
century, for the development of the financial relations that allowed
capitalism to grow (CWIMK, V)2

A post Keynesian approach to inflation, and, in particular,
to persistently high inflation, has to start from its effects on the
system of contracts, on the definition of the money-of-account
and on the implications of these effects on the liquidity
preferences of the public.

Inflation erodes the purchasing power of money between
two points in time. If a convention of stability survives this erosion,
it will be seen as a random occurrence not affecting bona fide
contracts. After all, the parties to a contract know that they
cannot control all elements influencing the outcome of a given
process unfolding overtime. Unexpected events, “acts of God”,
can always happen, disappointing one or both parties. Contracts
are defenses against predictable developments. In a stable-price
economy, inflation would be something like a natural accident. It
can disappoint expectations in the same sense that other
uncontrollable and unpredictable events may. If inflation is not
seen as a systematic force operating in the environment it will

21 Weintraub echoes most of these concerns in his writings. See, e.g.,
Weintraub (1978).
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probably be ignored by the parties when defining a contract.
Society has so much to gain from the existence of a system of
forward money-contracts that eventual losses, even if heavy at
times, do not lead agents to entertain doubts as to the convenience
of its maintenance. The money-of-account remains the same and
the liquidity properties of the legal tender and its closest substitutes
are reserved.

I'2isisieni vreeping inflation changes the situation but not in
at. cvsential way, Systematic but jow inflation is a nuisance 1o
corivacting paities, obliging them to take special precautions but
it still does not change the relation between the money-of-account
and money proper, that is, the means of payment. Contracts are
still made in terms of money, even if now the parties try to
anticipate the erosion that is expected to take place until the
settling date. The liquidity properties of money are at least partially

retained since the essence of moneyness, as we saw, is conferred
by the function of money-of-account th

is stll perfomm ed by mcney

An essential change takes place when infl
and high and the potential losses from mistaken expectations as
to the future course of prices makes it too risky to accept
contracts denominated in money. Agents will then search for
alternative monies-of-account which may be either 2 foreign
money, such as the US dollar, or other units of account, indexing
conlrz.lcts to price indices that represent baskets of goods that are
meaningful to one or both of the contracting parties. This author
has examined elsewhere the operation of a monetary economy
under hyperinflation or in a high inflation regime (Carvalho, [99]:
1993). For the purposes of this paper, what s important to’ stress;

at, in these circumstances,

ation is persistent

22 Actually mone
because financial
Innovations that will attract wealth ho
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is that in these cases money loses practically all its liquidity
premium. Now to hold money is no longer to have the asset in
terms of which debts are denominated. Money has to be
converted into the unit of contracts and this exchange rate is as
uncertain in advance as any other in the economy. Everybody
may expect that the purchasing power of money will fall but the
possibility of wrongly anticipating by how much it will be
depreciated involves the risk of heavy losses if one tries to hold
money.

Under highly inflationary regimes either financial
innovations are created, particularly assets that are denominated
in the same unit as contracts are made, or a flight into goods and
foreign assets will be unavoidable. Liquidity preference does not
disappear with high inflation but it does change the public’s views
as to what may constitute an adequate liquidity time-machine, to
use Davidson’s expression. A very unstable system may emerge
as the public and banks and financial institutions adapt themselves
to the existence of multiple units of account. '

6. Liquidity Preference in an Open Economy: Some Provisional
Remarks

No fundamental theoretical difficulties should be met when
generalizing liquidity preference theory to open economies even
though the model has been traditionally built under closed
economy conditions. In fact, as Kregel (1984) has demonstrated,
Keynes’s model of ownrates of interest was derived of his pre-
vious attempts to build a interest-parity theory of exchange rates.

as much as inflation itself. Keynes’s criticisms of the Fisher theory of
nominal interest rates as well as Davidson’s discussion of the most recent
versions of that theory assume a situation where no such policies are
implemented and no choices are offered to wealth holders. See Keynes
(1964, p. 142): Davidson (1981).
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Nevertheless, the properties of open economies have not been a
favorite theme for most post Keynesians, although exceptions can
be identified.” The increasing globalization of monetary and fi-
nancial operations requires, however, the transcendence of
closed-economy models towards the consideration of a global,
more or less integrated environment.

To deal with an open economy, the mode] has to be
amended in two main ways: first, one has to allow for the exist-
cece of different exchange rate regimes, that affect directly the
liquidity properties of assets denominated in the several monies
and, thus, their prices: sccondly, one can no longer restrict the
relevant amounts of assets and money to what is available or can
h_c created within the borders of a given country. Monetary and
l‘mzmcial resources can now travel very fast and witly much more
freedom than was the case a few years ago. This is not the result
of purely regulatory changes, but it is also caused by technological
changes that dramatically changed the relationship betwee;i:tl;e
national financial markets.

It is usually agreed that if one has absolutely fixed ex-
change |_'atcs and complete resource mobility, models for closed
ccanomies would be equally valid for the open economy. In fact
the world would be just one large country in what i]e:hle( [',
monetary and financial matters. Liquidity preference theor o Ij
not have to be adapled to these conditions. If mobilit s i
fect, balance of payments problems could e.merge thaty Isf'c;]}per_
two possible consequences: (he amount of mone i::uu d in a
given country of and hon-monetary financial assel%yd ninated

' . s denominated
in that currency could be rationed, the exchange rate might |
lo be changed in some future date. Thus, liquidity (rob;elg ; m\lfe
generate uncertainties as to the sustainability of a ]g)iven ;:21(1:;:1;

]-a[e a“d das a COI]SEiqllenCE 1S t d
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. dassets €Nno
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23 Most notably Davidson ( 1982).
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The equivalence of closed economies and open economies
with fixed exchange rates is conditional either on the perfect
mobility of resources or, much more realistically, on the existence
of institutions that are able to manage the supply of exchange in
order to avoid pressures on the exchange rates.

It is also usually agreed that perfectly floating exchange
rates are capable of isolating a given country from the interna-
tional money circuits. The cost of such option, however, is the
increased degree of uncertainty it represents to private agents
that enter into contracts with foreign partners, be they related to
production or to the financial circulation. The same reasons that
justify the existence of contracts with stably-valued
monies-of-account are valid for international transactions. Float-
ing rates force agents from different countrics to accept claims
and obligations the real content of which is basically unpredictable
in advance. It is not much different from accepting domestic
obligations the burden of which can only be known after the deal
is made. Liquidity problems are, again, very likely to arise in these
circumstances.

Keynes had always associated himself to movements of
reform of the international monetary system that intended to man-
age monetary and financial relations in such a way as to minimize
both types of shortcomings. In particular, his bancor plan® tried
to combine fixed exchange rates with institutions that would
manage international liquidity and incentives against hoarding of
reserves on the part of nations with surpluses in their external
operations, that would have the same deflationary effect as an
increase in money retention domestically. Modern Keynesians
have still to get hold of the subject to update the model and the
policy prescriptions.

24 To know Keynes’s last proposal of international monetary reform,
presented (and defeated) at the Bretton Woods conference of 1944, see
CWIMK XXV. To follow the negotiations that led to the acceptance of the
White Plan, see CWIMK XXVI.
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VI. Conclusion

The aim of this paper was to present the liquidity prefer-
ence theory as a unifying principle for Keynes’s and post

Keynesian macroeconomics, rather than Just a theory of supply
ana demand ior noney.

Liquidity preferer.c2 was originally presented as a theory of
the interest :uic, since il was developed in The General Theory
in a iramewerk in which oily two composite assets, money and
bonds, were considered. Posterior developments, mainly due to
Kaldor, Robinson and Kahn showed that the

scheme could be
casily generalize

d to the determination of the structure of interest
rates, by altering the degree of aggregation considered in the
model. Minsky advanced one step further by showing that the
scheme could be used to explain not only the prices of assets but
actually the balance sheet chojces ag a whole, including assets
and liabilities. Davidson showed that capital investment could also
be a result of the choice of assets by private agents.

Since most of what exists as money in modern economies
is created by banks, we showed that the behavior of the money
supply can be approached according to the same principles that
explain the behavior of the general public. In opposition to more
haive approaches tlyat offer extreme postulates as to the
interest-elasticity of the money supply curve, we can show that
money is at least partially endogenous because it is created as
part of banks’ strategies to interact with their environment,

Finally, we dealt with research subjects that are still in their
first steps, that is how persistently high inflation changes the
liquidity attributes of assets and of money in particular and how
to deal with open economies. Post Keynesian theory is specially
well-equipped to study these issues given the role it gives to
forward contracts denominated i money in the organization of

the economy and the definition of the forms of wealth available
for private accumulation.
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Important subjects still remain to. be develop(;d.) Op{:}
economy models of liquidity preference with the same eg:nzle |
elaboration that has been dedicated‘to closed economy mo cls,
taking into consideration the dramatic changes_that are oqflzlurrlrl;g
in the international financial and monetary n?a_:kets are still to be
formulated. The implications of these proposn!ons .Wlth rPfSpTCt to
asset pricing for theories of capital accumul_atmn, in partlcul?r-:(:
the financial support of long-term accwnulatnon are not yet clearly
formulated, especially when one, again, remc.mbers thc% |mporta‘1'n
technical and institutional changes that Ell'E-lal.\'lllg place in financial
markets. Finally, monctary policy prc?scrlplu)ns_‘ have to lu? made
explicit from these models that ObVIOlISI}’.rCI'IISC th'e axiom of
money neutrality characteristic of neoclassical theories.
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