Chapter 1 '
MONEY AND ITS MANAGEMENT,.
15&015.@3;'~ and Money economy. |
Our modern industrial civilization with ite minute division
of labour and a complicated system of production and distribution owes
its develpppemt not to a little extent to the institution of money. The
aifficultles of barter are too well known to deserve any mention and
the first foundation stone wa.;a‘” supplied by money for founding a
monetery economy by alleviating the necessity of double co=incidence
for a sufcesful exchange of goods. Spéeial&ation and division of
'J.abou;: which made ever rising productiona of goods possible are
unthinkable without the institution of money. For, & man being
essured that he would be able to purchase all his needs by means
of money Vwas able to devote his time, énergy ands skill tol'the
production of goods which yigkded the highest return in terms of
money. This made possible the exploitation of imme;:se pdtentiq;;tﬁzg,s :
of production of wealth by the combination of human skill: and
endeavour with the resources supplied by benevolent nature.
| oney, as a common medium of exchange, which is generally
acceptable to all, at once demarcates ﬁxe frontiers of a barter
@conomy and a money economye. But & thing which has to fulfil: the
attribute of general acceptability must have also a stable value
through time. The medium of exchange also requires to be a numeraire
ox a unit of account the numeiical value of which remains the same
through time. Money then becomes a transmitter of value through time
and space . Without the second attribute of money, exchange’ of goods
wanldpave been extremely limited and money economy would hava ‘neen
guite naxrowi{'s;parated from that of barterx.
In practice,a thing which ;g;a medium of exchange cax‘;;also‘ be
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a unlt of account, though both these attributes can be theoritically
separated by saying that ' money of account 18 the deseription or title
and money is the thing that answers to the deacxiption'1 It is money

as 2 unit of account that made fine and pregise 33355%§c alculations
possible. With the help of manayiit'also became possible to compare

- values of goods at two different_points of time and this,in turn,made
possible thé settlement of debts. In this case l.e. 0f deffered pay-
ments, when the State, with ;ts”épthqrity and power, gave a definitencss
;i OF doseription to the unit’bfﬂaocount;confidahsa’1n:transéctions
involving deffered payments was enhanced. It is true that general acoep-
tability of monoy didbot essentially owe its origin and existence to the
mawedgiom sovereign autharity ‘0f the State. Bven then,it is-not improper
to attribute a certain modicum bf'power to the State 1n'guarantéeing"
the genéral acceptability of money. Originally, no dcgﬁt,'monay'aerived
its value from the preeions,mctéls like gold=z and salvei} kven wﬁen’gcld
c¢oins were replaced by pepexr money,7the general  acceptability of the
lattai was. insured by gold backing rathsxy than by the state. But, as to
how general acceptability came to be established prior to the development
of well organiged sovereign national Stai@ of modern times may be only >
of hietorical 1mparhance.2
1ts as circulating media at once brought in the pilcture the authority

The emexrgence of fiat money and gaek depos=

of the State.. The State essentially secures the valuableness of money
by limiting i%s supply d.e. by regulating its quantity. It is true that,
so long as gold standard prevailed, the supply of money (at 1easilthé'
1ncréas§ in the supply of 1t0‘did not depend upon the discretion of the
state. But,even within the frama—work‘of the gold standard with cohvere
tible papexr, the State eould significantly influence the quantity of

1. J1, Keynese Treatise on Money Volel. 1950 pe.d.
2. Q;P.Lerner: Money as a- creatnre of the State. A‘L.R.May 1947, xxiif
pu3130 -
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money via the bank’ deposits. That is to say, the m‘m&taxy authority em:
bring about changes in the gantity of money by influencing the cash
resexves of banks. That is why,; the contention of the Gérman aconomiat
Prof, Knapp, that money is the ceeatuxe of the State, howsoavex 1ncorrec
it mgy sound from a theoritcsl point of view,is much near reality of ou
times.V S

When a man ls able to obtain whatever he wants by exchanging
mongy, monegy becomes generalized pnrchasing power. Sueh power enahleﬂ
’its holder t0 make economic cho.tcea m‘auch a way that the purchases made
are gxpected to yield maximum sktisfaction. The aggrega’ce of the econo=~
mic choices of dll the indivi&uals consitutes’ the cholces of soclety a=
a whole . As these choides are gee%sé@in teérms of money payments |
made and monay payments i'ecaivea for different goods taken séparately,
(that is to say in prices) they ew.able the society to ascer%m v.vsh\;%u%
be produced. The society is thus enabled to utilize its productive
resoumes in the best ‘manner yossible to serve the desired ends. In the
case oi an individual, money that he recelves by exchanging his service
or his produce, that is to 33&, his money income, enables him to make hf
individual choices as to what deseription of goods he wants $0 consume

and in what quantity?

He can also make a choice whether he should
consume all kis income as soon as 3.3‘?.5 recei\‘ved oxr postpone the consum
tion of some of it to some future date. This is possible because money,
in mdcition to: its being a medium of exchange ‘and unhlt of aecodntjf ip
also a store of value. It is :n'o'\t possible for a men to anticipaé? ;3:3&:
=3y all his wmhe wants. Bven if it may be possible to know before hand’
the fubture needs, it is not ¢onvenient and, some time,not possible to .

Prthodiv
store all future needs. But storing of 2§ money as genéralized purchas:

1. H.S+E1115, German Mometary Theozy . Harward University Press
4 1934 P§¢14"’22v
2, D.HeRobeortson ‘B&oney'. Londan 1946, P.5.
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power 1s the least incoiivanient when this purchasing power is embodidd,
as it is the case in thgf'piesaﬁt’ context, in metallic coins or paper
money. : DT \‘

¥hen all values are exprasse& in terms of a single comodity.
that is to say money, which is z of a definite &escr.tption, pracise
comparison of vgluea becomes at once possible. Money places at the
disposal of individuals freedom of cholce in the true sanse of the term
which is not possible in a moneyless economy. The economic calculations
which can be made in terms of monetary quantities bring about the alloe
cation of productive resourees witlmu‘a any ditectional control by Gover
ment. The price-mechanism y Zlven a cartain pattem of the aiatribution
of national incame, brings about also the distribution of ccnsumars'
_gecds aceording 1o the sabjeetive valuations of each consumer.
In spite of allx thase services of money, money qarmot have
- importance of its own. ii is dhlsv an intexmedd.arynhﬁmh which divides
.the exchange of goods for goods into two separate tranaactions. @s' for
example, a seller of goods exahansea gooda for money with the consumer
o while, the lattex woultl have obtained money ’oy exchanging his services ¢
: pm&me with some other. man. %hough the consumer has been enablea to
purchagse his needs by means of money in the i’:l.rst plee, he had 40, work
or seﬂl/hia goods for getting the neccessary am%u‘?t a‘f; mgsn\.ey Q\:,l.'o:r .
purchasing his RERSEX naeds. Ultimately ’ fhir:;p:;xe 5\‘ b;;ogda ;"xcﬁma bﬁsvw
money is that it ghev;ates the necessity of dpuble coincidence for
effecting & succeasful exahaga. It only interxvenes ‘in the. exchange of
‘ gae&s against goods and,in so doing 'ii; only conceals the real nature of
exchange which cannot be materﬁauy changed by the mtervan'cion oi’ mont
it is, only a velil and as soon as this veil 13 removed jthe reali: nawre
-of the axchange of gooasagainst gnoashecomes obvious. Such a descript:u
¢f the xxmis 2 role o:t money charactarises monay only és a mﬁ 1
agent of exchange, which, even if left ﬁ%w itself, is :I.ncapab}.e of



£ R

changing the real nature of the woirking »f the economic system.’lt is,
thexrefore) said that economio life'would not become meaninglesas without
manayz

money. hould be m e¢?

When msney i3 considered to be a passive agent of exchange, ther
‘arises a question as to wha& it should be managad. This is a relevant
question. In a commnity in which production takes place in a highly
decentralised fmmtim fashion so that there are no classes sueﬂ:%mployar
and woxkers (that is to say all producers of goods work for themselves)
K ané where produgtion is a simple process so that the producexr has not
to ¢alculate the risk involved :in far off future, mongy would be
assent;ally a QMﬂBf exchange. Such. an economic socliety can be said
\to have exlsted before dindustirial Revolutlon. Phe problem of monelary
menagement was a simple one in such a, soclety. It was restricted to an
adequate supply of money for the purpose of exchanging cormodities. in
order that this need may be betier .served, there was the further nesd
to supply mohay as a unlt of account with the greatest possiﬁle~aegree
of similarity. 1n appaarance , weight and fitness and to provide it with
" a stamp that was not easy 1o immitaxe and thas. coulépe racognisad by
every body. This was and st11l 15 the most pxdim primexy purpose of
monétaxy mapagemeni, in such a society fluctiations #n prices i.e. in
the value of money,no doubt,would take plaée'but the xange of these
- Tluctuations would be negligibiy narrows The gystem of distr&butiéng
RER e organisatioaAof markets, was also a, simple one in the psriod
preceding the Industrial Revolution in,Ensland. Large masses' of people
participated in trade only to the extent of purchasing the absolute
'necésgsities of life such as salﬁ,‘apiqés,tsimpie fopL& etc. , which the
themselves could not produce. The buik of thelr needs ware satiafiea
. by the products of their own agxicultnxal activities. The vnlume of
‘axchanga that money was required to help was. considerably small in suck
:1e AsCoPigou. 'The Vell of money."' London 1949.9.24.




a soclety. sionsy was in this coatest ORiy a pasaive ageht which hetbg
the exchange of goods by alleviating the ,;;epas_sitie;a;;fp;‘doubie‘ coinsid
“gRegs . | ’ '

N In .such a simple monetary econﬁmg changes in the quantity of
money would 1nf1uenee prices %00, wa these ¢changes were not consldersd
to be of much 3.mportame. David ﬁame has well deserihed the effecta
of changes in the quantity af money w;l.th raferenea to the mid 18th.
Gentury Englamd in which industrial yrcduet:mn with its attendant
increasing importanee ef wagempaymenta had mt develnpeds as yet. Thus
he statesy %

"All augmentation( of money) hes no othex affect than

t0 highten the price of labour and commodities and.

even thig varliation is little more than that of a

name, ‘. » After the prices are settled

suitably to the new abundance of gold anﬂ ‘silver

‘4t has no manner of influence™.1 . .
Thizs is beosuse the ehanges in the quantity of wioney were calculated A
0 azxert p:qpoxtionata changes in prices of commoditias, The ¥elative
prices of which would remain unchanged. Thus Hume Observes; "The greats
'or less plenty of momey is ei no consequence since the priceg of commﬁJ
diﬁies are élwéys propartioned %o the plenty of money".a

with the beginning of industridligation,money could not: remain

only a passive means of exchange. 'mhe; capitalistic system of productio:
which characterised new industrial soclety made the rewaxds of the.
factors of production essentia?ﬂﬁnonetary es against resl¥. The interss
of a large mass of new working population, namely wage=earaners and
salerisd employees,in the product of thelr labour was limited to the
money income . they received in the form of wages. The suppliery of Tawe
matexiaﬂ.s were paid:i.n terms of 'incney.' The producers of goods were alse

. interested in monetayy gaing, for, the larger ithese gaing the groater

ot ;aavid Hume in 'Politieal Piscourses' ‘quoted by K.H.Niebyl in *sStudl

in ¢lie Classical Theories of Money® Hew York 1946, p.46.
2. I).hu:az?in tassaysy woxal politieal andi: litemry’ ouoted akidt 1b
- Page 4. - ‘ .
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the command over productclve resourcey thatl they could secure. The new

type of consumex, i.e. the indusfgrial wage-earnex, was no longer 6 able
to supply his needs out o the produet of his own labour. He was ieéuii'éq
to purchase almost all his needs by means of money and the importance of
comnodities on the ,ma:k‘_et‘ to the consumer lay in thelr prieces. Money in
the developing industrial socﬁ.ety was no lobger & pagsive means of
exchange « It provided strong atimulus to trade and economic activity
in F'anez'alz '
The volume of axchange transactions in the new industrial socie
considerably - incmased. For carz*yiag out thig, large vaume of the exchang
- @f goods there also arose a nead. for an equally laxrge volume of. rnoney.
The producer needed mamay to- purchase raw materia]s and to pay wages to
the workexs employed in ‘his factory. Qhe 5upply of precious met:als fall
ghoxrt of the requirements for um nqu.td cays.tal. The volume of the
means of pawmemt had to be imx'easad. This need far a larger volume of
the msans of pa,yments wasg .supplied by merehan‘b bankexg in Englaﬁa. They
issued notes on their pwn oredit in favour of prcﬂuear;s; These notes
were readily accepted by the public ‘beaaﬁse the mefdhant houses wexe
better known‘? This marks the early beginning of using bankers® debts
as a means of making payments. After ‘the oentralization of note :.ssue
by the Bank Act of 1844 in Englami) thongh the sys,tem of 1ssuing notee by
individnal baukers was ab&lishad; the sy.;iem of using iankerafpromises
to pa;,r on demand for making payments d:i.a not vanish. on tne contrary,
with the increasing emmity and complexit*tes of exchange, the ‘bankers’
r:iebts or bank deposits became more popular as means of making paymenta
than evem legal tender. :Ehs prepondemting use of this new type of money
namely bank depwits, considez:ably minimised the nee& for hard Gaah. For,
the bankex was not reqqireﬁ ,to reae}em all his debts at a time, He,
the;xefo:;e; required on;& a f&c-iatif.aiz- of bis deposit liagilitias to be
maintzined with him in the fomm of c‘aéh. The result of this syatem was

1. JoViner 'Studies in the theary of International Trade’ 19357,p«36.
2. K,H,Niebyle. 0?.01’3-9120. '




that: the volume of momsy {whioh now ihcluﬁd both cash and Yank depEQZ;s
became considexably unstable. For, a small rise or fall in the cash |
reoserves of the bankex was‘capable of bringing about several tiqea
larger eorresﬁcnding rise of fall in the volume of bank ménay.

Two important consequences followed from these two products of
the Industrial Revolution vis., the change in the mode and organisation
of production andn the emergence of a new type of money l.e. Bank money.
In the first placa,thé capitélistic ayétem of production divided the '
income~earners into two broad income groups as those with contractisl
' incomes and those with fluctuating incomes. When all incomes are fluc=
tuating, changes in prices consegent upon the changes in the quantity
of money will induce corxésgonéing changes in almost all incomgs. But
© when certalin incomeg aﬁé ébnxxgctual,i.e. fixed by contract,and other
incomes are fxuétuaxinénin respﬁnse to changes in prices, fluctuaiions
in prices have different significance in real terms Eor dsfferent level
of incomes. In the sec@nd plage, as the fluctuations in the volume of
moncy at times proved vﬁolenx‘dug to the preponderance of bank money,

. they imdes imie induced corresponddng fluctuations in prices with equal
viclence. ~ |

These two consequences of industrial xevolution have important
bearing for monstary management. Abnormal changee in the value of money
have to be avoided, for , they bring about a redistrihution;offwealth
the ultimate effects of which,some time,prove catastropﬁic,for society.
A fall in the value of mongy or rise in prices benefits the producers
-whose money incomes rise. As a result, thelr command over réa; resources
far increases. While,those incomes which are fixed by contract suffer a
£5l1l1 in thelr real ?aiue, Quite thewopposite happens when the value of
money rises or prices fall. But even in this case, the wageQearners as
‘@& ¢lass may suffer. Fdx% ihei?lémpléymsnz is cnditioned by high busines
activities, which in ﬁ%;ix tu?é,are dependent upon expectations of

profits. Falling prices considerably reduce these expectations and,
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thersfore business aotivity in genersl slackens. It follows from these/

that changes in the value of money are important to society. For, they
oroduce vast social consequences especially whon they are abnormsal ang
gudden. This ‘is‘beoauae whé;z-fhe value of money changes it dogs not
change equally for all persons and for all purposesz :

‘ However, changes in the value of money at all times should not
be condemned. They some times exercise salutary :Lnflu,ence‘ on business
activity. Thus, & small rise in prices brought about by increasing the
quantity of money improves the expectations of mofits whergby' business
-men are induced to expand their business undertakings. This resulis n
an incxeaée in output and employment. This indicates that money in a
mon&ta:y economy can be used as a potent instrument for ecomomic mobile
isat:!.an, ‘for, it prov:i.des a sireng incentive to: work and enterprise. All
indlviduals are intexrested to a 3.arga extent in monetary gains and’ they
try to avaia monetary losses. Wage—earners can be made to exert them=

‘ se}.veg‘ more by offer:,pb to tl;gm higher wages though some time the gains
 Irom these may be gqulte mmmmmmn illusory. Entrepreneurs are also
interested in money profits ..They are imiee induced to take business
risks whep prices axre ris:i.‘x‘:e;.j.‘ Honey c¢an be used as?\/strong foroe for
increasing production and "ez'up"ioyment. In spite of this its use should

) be,ma?ae_ with great cautios V.’ , For, relying on the benevokent effects of
_money 6n pz;oduqtion and ‘eui;;:ibyment, if the monetary aithoritiy increases
1ts quantity beyond limits, such a policy is likely to be followed by

. unfavourable reamctions on the body ;equmic.l Foxr, though such a policy
may excite the body economic. to greater activity this excltement would
be a moxbld excitement stimulated largely by a concentrated intoxicant
pf monay profits.. ;{‘bria therefore bound to be gucceeded soon by
equally morbid langaﬁr; For, the abnoxms)l risze in prices that 1s
inherent in this policy considerably reduces the real consumption of

those whose money incomes do mot expéz:ience'.a rise so as to be

1+ d.M.Keynea,. 'A Sract on Xonetaxry Reform' 1923, p.is



10

- commengurate with the_:" rige in prices. The prosperity of communlty

19

ultimatelyidﬂpends upon. :re‘al . ¢onsumption, for, the ultizaate purpoge
of all _broduction 1s that whatever has been produced should be eonsumeé.
Waen yeal consumption does not rise, the prosperity brought about by
mongy comes %o a standstill and,after a brief interval of time,suffers
& catastrofphic reversall

| Monem as it began to function in a comyliaated industrial
society,m lox;gar ;'e;nainea only a passive means of exchange. Changes
in its value exepcise a strong ini‘luemoa on pruductioxi and distribution
of wealth. Such changes, therefore, hava to be xegulated by properly.
managing money so that higheat passiﬁle real national lancome and an
equﬂ.ta‘ble diatribution of this d.ncame may be secursd. .

Money _.- a Ve,j_.‘l__l :

The gbove’ discussion points out that money is not only a paeaive
instrument the use of which only facilitates the exchange of gaoda. it
cannot be called only a veil that shrouds the real nature of exchange.

.- In & monetaxy ecommy when péople hold money wikh them, they hardly do

S0 wiih a consecious understanding on'thelr part that what they hold is
only & means t0 an end and not an end in itself. This 15 beeau_sa_,when
monsy becomes anu instrument of storing weslth or of sSetiling debts,

‘we take into consideration essentially the dynamic character of ‘monetary

economiosw economlies in which the expéctations of future exercise a

-strong influence on the present situation.a seciety in which ménéj

. functions only' as a mediulm of exchangé is ouly a barter economy from

which incehvehiénc‘e due to want of double coincidence is removed. Sixeh'

& scclety 1s a static society in whieh the expactations of fut;u:e do not

influence the present. ,
' | The impo:rtance pf money in a dynamic economy, as Keyens has
rx".ghtly obgerved, essentially “flows from its being d link between the

1. Ko H,ﬂiebyl. ‘Y¥hat rights should the holdewmxof money have?! A.E.R.
ﬁay 194‘7’ 903020

i
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present and the future, No %Qééiblgiegonnmic anticipations about future
can be free from uncextainﬁy}aﬁd nolding of money balances is meant to
remo&g ox uwueh reduoa:this ﬁﬁé;xtainiy. The future trends of prlces and -
income cannot be a:cartaingéiwith any exactituge because they are the
result of the intersction ;fiihuﬁmerable individual decisions. In an
ecohomy without frioti&n,wééf%ﬁevegybody ooulé?oreseé with perfect
certainty his tastes, §ncqm§;fg£urafprioe§ and'the~dates ag well as the
size of his purchéaes;4no hody.wpulé Xxesp a cash balance? In such an
econonmy , ;hpugﬁ money wculd'be'retaihedlfor somefime’in the form of cagh,
y 1t woulgd he,earmarked for some future definite tréns&ctibhs. Demand
for money in this case wouddi: be onlyla derived demand and monsy, there=
fore, would?@g have utility of its oW, Butyﬁheﬁ money balances are held
not for'any'pre-determinéd purpOSe,'money obtains utiliiy,of its own for
all practical purpéées? When m@ney has got the utility of its own, demang
for méney is eompatitive‘with tharfdr:ather géods ox, séyihg it the
other way, one has got to exercise a §hoice betwoen honey and other
£00ds. This is nothing but the general theory of choice which is applied
whenever the éhoiee is betwgé# alte;pagiyés that are capable of guantie
tative expressionﬂ Ag”moneiiﬁecoméé substitutable for other goods, it

woul%also have a marginal #@i;ity of its own for, substitution between

. goods can take place only at the margin.

1 o Gl P92930‘

2. @ o wmm kot P.N.Rosentein Rodan *The Coordinstion of the General
" Jheories of Money and P:icgs' Economica New Sertes, August 1936 pe

3, 1t is true that ‘*whenever money 1s valued by any body it is because
he supposed it to have a cértain purchaing power. This means that
mongy cannpt have its subjective value independent of its objective
exchange value. (See Imdwig Von Mises, 'The Theory of Money & (redit
1953 p.99)e But this view does not propexly take into consideration
the dynamic character 01 a money &CONONY. In such an economy molding
0% money satisfied the want forx certainty and convenience just as .
any other ecoxomic good nas the characteristic of satisfping a want.
AS money -satisfied this want, the demand for money is not a derived
demand only, by it can he said to have utllity of its own as other

' goods have. . *

4+ J.R.Hicks .*A suggestion for simplifying the Theory of toney'e.

Zeonomica Vol.AL.NoS.58=8. P
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Demand for Money and its Altermatives.

This leads one to the consideration of how an 1ndividual ﬂisposej
of his money income. In the first instance, the money income of an |
individual can be divided inato two parts as ohe tgatlhe uses for purchp
asing his cnsumytion'neeas aﬁd the other that remalns a:ter meeting
these needs. This is exactly the way ;n which @he clagsical writeré
divided the money income of an indiwidual. The part. of income that is
not spenx on consumption is called saving. SO long as the part. of in-
come that is saved is held by the txma individual in the forxrm of cash
with him,it represents his &nanﬂ demand for monay which 1s competitive

with hlB demand for conbumption gooés‘ An 1ndiv1dual will dispose of

- his monqy income in- such a way that the matginal satisfactiion derived
- from spending an. extra unit of his money income 15 equal to the
"marglnal unit. of safety and convenience that he derives from holding it
" in the forxm cf cashe But, eoon&ng to the classical explanation as: -

regards ths diSyObal of money income of an 1ndividual,the part that is
saved is not hold in the form of cashpy the indlvidual but it 1s used

~ for purchasing investment goods or sacurit;es which bear a returne in

the form of rate of interest. according to this explanation, demand for

,monﬁy is not competitive with: the demand for consumption goods, It is

the demand for investment goods or securities that is competitive with
demand foi consumption goods. Hers, therefore, the imwidt individual
exercises a choice not between holding monsy and purchasing consumption
goeds but betwéen the latter and purchasing securlities. Demand for money
as such has no place in this explawbtion of the disposal of money
income. | ‘ |

_ The ciassieal éxplanétion,howéver,is not the éorrect explanation
of the. disposal of money income. For, in actual practlce,whatever 1ls
saved is not used fcr'pnrchasing moumummm securities by the individual-

Keyens has ma@e a distinet contribution by extending one gtep further

ot ’
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the explanation of §§e disposal of phe'manej income of an individual.
After deciding what amount the individual would use for consumption,he
has to daciae in what form he woulqpold the rest of his income. He will
have to decide,in the next instance ’ whether he would holad the surplus
of his income in fhe form of mnney i.e. cash or in the form of non=cash
assests such as 'securities which beax an interest yield. Thus the demangd
for woney has an impoxiant altexnative 1n the form of demand far securi—
ties. In selecting between these two alternatives of holding one‘
surplus inccme, one has to take 1n$o consideration the relative liqui&~

ity of the twu ways and their eapacity to yield income. Both the alter~

natives have certaln advanxages and aisadwahtages which an inﬂividual

has %o weigh against one another. In the fiﬁat instage , monsy is an

assekt whose face value does not deprsciate. A hundred rupees currency

‘note rgmalnsﬁworth rupees hundred through years {(provided the anthoxity

of the State does not withdraw its legal backingje. Secondly mnnej*g;gg
that is held in the form of cash is readily availeble at ‘any time in
future, ;or, it can be made use of as purehasing power directly due to

its general acceptability. But agalust these advantages, there are

| disadvantages too. Money does not bear any yield in the form of interest:

as 1ts alternative-securities- bearss This is the paint Whera the rate

of lniexrgst emerges as an 1mportant factor in the theory of money . If

" a man is certain as regards the period after whlch he wnuld be required

to make payments in cash, he can holéhis money savings in the form of

" securities and ¢an enjoy an interest 1ncoma. The tradmtional theoxy of

the zate of interest based on psychological time~preference and abstine
ance from present consumpiion did not take into account the advantages
of holding one's money savzngs in cash oz the disadvanxages of. holding
thém in the form of securities. That is why g&ey equated under zardk
conditions of equilibruim savings and investmant. Interest was, reward

pald fox the absthance suifexed by the supplier of gaving. As this

TR SR I Sy S o

1. Genexal Theory, pe166.
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theory did not take into consiﬁeraﬁian the alternative of holdlng
S ce d

saving in the form of cash, iﬁ ?t& not, pf%vide a correct explanation’
- (o} (3
for interast. For, &s Keyens, it \Zf‘n?an hoardzsu his savings in cash, he

garns no interest, though heusaves 3ust'as much as before. Again, the

clagsical theory presents ah;anamalQus explanation of the rate of .

interest. According to 1x,gieaterrabstinance on tha part of the mam&m&anw

recipienms cf income is- not rewarded by a higher rate of interest. On

the eontrary more savings are 1ikely to ‘bring about a fall in the rate
of intﬂreatmfor, greater abst&nance reduces the demand for consumera'
gaoas and this, in turm, adversely affects the gemand for savings ti.e..
investment) . | . .
The demand £or money ands Gemand for securities have been
desgribed by Keyens in his Treatise on Money as two competitive
‘alternatives for holding money.2 In his Genersl Thecry also he polnts
out the same relationShip between demand for money and demand for bonds,
uhilu glaborating his general theory of the rate of ﬁntereut3 Keynes
has, hcwever, brought about this correlation between money and securie
ties more or less in terms of ngnnniﬁtx speeulatlon of 'bearishness’
and ‘bullishness' of the publie. Demand: forxr cash according te such a

, rapresentation, would largely be governed by the. considerations of the

interest yleld borme by bonﬁa. This may not be true under all circumsta-
uces o For, though the essential difference between money and other
agsekss BxEx springs forth from the difference in thelr relative 1iqui-
dity, ® 1iquzaﬁty cannot be the sole eriterion of this difference. It

may be true in a large nnmber of cases that ﬁhe_greater the degree of..

liguidity the lower the intereéb*yiéia that would be borme by an assest.

But there are assets- which axe almost as 11quid as money and desplte

 ‘that they bear some yield in tha form of rate of imterest. Though such

N A S 1l S04 ot SUD  B.

1. General ' Thnozy p.267.
3. Treatise Vol.I. Macmillan = 1950,
3. Gensral Theoxy Chae13.
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assats way be as liguid as money, they-stand at & discount in comparison

with money preoper or‘thay'have imperfect 'monsyness® 4in them. If this |

Ware not so, they would not ﬁave hérne any reward foxr h&lding them in
the form of interest yueld. This is well pointed Iy out by Je R,Hiaks!
If the riaks arising oum of the default of paying back the amount
of boxrowing and the uncertainxy ag to the future course of 1nterest-
rates are assumedzio be absent Lrom a‘particular typé of asset whieh
1s not monsy, the rate of interest borne by such an aaset will be pure
rate of iniexest. A practical illustration of this is supplied by the
modexn freasury bill. There is- absolutely no rlsk of default of redeem

~ing the Treasury biil on par éﬁd,aa du:ing war-time, when the poliocy

0f Government is {o keep ihe 1££e;est»rates pegged at'é particulax

isvel,there cannot be any uaceriiiaty as %o the future trendu of
intexest rates at lesast auringlthe shoxt period of thres months. Despite
that, the Treasury bill bvears é%kiﬁterest yielde Invesiment in assets.
like the Treasury bills is pexfectly éafe and liguid. But, though the
Treasuxy bills bear these monétaty quglities » they axe mak at a dise

count; in comparison with money. This is because of twO’raagona.

F&rstly, conversion of pure mansy in any Gathex asset 1nwolves a sepaxa-
te transaction. The txauble of unaertaxing this transacticn wust be

¢ompeusated by scme return in the form of interest. The smaller the

| amount of momey to be converted into s pom-cash asset the greater the

iﬁcon&enienae and trcuble.‘ﬁebbnﬁiy, even 1f a complete abgsenss of

default risk may be assumed in the case of certain short texm bills,

:ﬁueh bills may not aequite the qualities of money. Thig 1s because

debis of private inﬁiwiauals cannot be generally acceptable as means
o payments as the gebtis cf a monetaxy aathcrity or those of a banker

arc. This lack of genexal acoeptability in certaln assets causes

: ornc
txcuble for investing in theﬂ‘gﬁ therefore ) they stand at a dilscount

i

' vig—a-vig money,

NPy g

14 deReHicks. Valus and Cepital-II £dn. 1948+ CR.XIII and Ch.XIX.
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As the degree of risk of default and uncertainty is J.ncraasmg, the
quality of 'moneyness' in en asset or security dsclines. The less the
degree of moneyness in different securities, the higher the rate of
- interest thet they beer, Amongst the assets. in which a men cen hold his
purchasing powsr to be used in future, money is the most 1i quid and
generally acceptable asset, The policy of Government or private instltutmn
which mims at reducing the element of risk from non-cash assets , dariveg the
closer and closer towards money. The opposite policy would drive thenm
to the other extreme. .. o

Determinetion of the Rate of .Ifntg" rest.

While deoiding ds to in what form they would hold their money
savings, people have to take into consideration the relative advantages
and disadvantages of the two elternatives mhmmemwie viz., eash and
securities, If people decide o prefer securities to money, they will
purchase more securities fhan before and, 25 a result, the prices of
securities will rise, t ; heir supply remaining the sem” e. The opposite will
happen, if people prefer money to securities. As the prices of securities
would rise or fall in response to more or less demend for them, there
would be a corresponding fall or rise in the interest yield that the
securities would be carrying, Thus, the rate of interest depends upon the
desire of people to hold more or less noney at a particular time, This is
the explanation of the rate of interest that is given by Keymes in his
General Mé&l Aoccrdmg to him the rate of interest m the reward
for parting with. liquidxty 601' g spemﬁeﬁ period. It is a neasure of the
:unmllln@ess of those who possess money to pawt with their 1i ould control
over it. The rate of mterest equihbratea not saving and mvestment as
the classical theory assumes, but the desire o hold wealth in the form of

1. Generel Theory, Ch,
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This way of expleinmg the ra’ce of interest differs to a large
extent from the c¢lassical expl;«:nat_mn which deseribes the rate of interee
a8 a price which equates séviia% end investment. The classical explanatior
is based on the demend 'and supply of capital while the liquidity prefer-
ence theory of the rate of" mteres‘b is besed on the demend end supply
of money., The demend Sor capltal or investmént, according to the classical
theory, rests on the xnargmsl prcduétlvxty of capital,while the supply

.. of capital depends upon the paychologwal time-preference of people in

order to overcome which an inducement in the form of interest has to be
given, This psychologiml time-preference,i.e. the decision %o consume a
part of current income in fubture rather then at present, gives rise to
savings, These savings would be demended for investment when the margine
al productivity of capital is higher than the current rate of interest.

If the marginel produckitity of capitel is greater then the current rate

of interest, demend for sevings will rise and as a result therate of
interest will also rise. But st & higher level of the rate of interest,

“supply of savings will increase end this will exercise a downward press=

ure on the rate.of interest. Ultimately, therefore, the rate of interest
will rest at a level at which savings and investment are equal.

- This theory of the de‘herminat’ion of the rate of interest has been
rejected by Keynes on especially two grounds, Firstly, as stated before,
the decision of not e msuming & part of current income bas not straight
away- \increaséphe supply of ~‘sa_v(1ngs for mv:.astment. A part of income saved
msy be haorded and, therefore,it would have no influence on the rate of
interest. Secondly, sa\ting priﬁxariijdoes not depend upon the rate of
interest, but on income currantly earned, The classical theory assumes
the level of income as given, Thls particular assumption mey not olc'? ‘ggc
For, increased investment would sutomatically reise income and out of

increassed income more savings would be effected so thet savings end

investment would be squal irrespective of the change in the rate of

interestl

B 0 s G v -

. 1. General Theory. n.laé.
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Keynes contends that not only that there cannot be any disorepaney between
savings eand mVes’ament but both these quant:.ties are equal and 1dentzcal.
This is because sevings represent the da.f'f'erence between total income
currently earned snd total eonsumptmn expenditure out of this income.
| ‘\«‘lhlle investmenfﬂféio reipresents total ourrent maome mlnus the expenditure
on consumption. Theee, saving and investment are equal and identical &s
both constitute the difference between total income and eonsumptmn. Sav-
ing and mvest;ment for the eommum.ty a8 a whole are merely different sspec-
ts of the some thing®! §hen there ;.s,mmm Aoy thus yesteblished an
identity between saving end inVestment they cennot be the dstmumimieg f
determinants of the rete of in‘terest, f’or, they would be always equal at
any level of therate of interest. ” -

Keynas and hxs followers agree that et certam level of the rate
of interest saving wpuld definitely take ;_place and an individual ney try
'to increase his saving at a higher rate of interest in order to equate the
marginal satisfégtion from consumption foregone to the marginal utility of
interest;beeriné assets aequire&. In the same way, businessmen would try
to caloulate the profitability of hatmmm investment or marginel efficiancyl'
of capital as Keynes ealls it, on"'t‘he basis of the current rate of interesi
He would try to increese ir{irestmen‘t until the merginal efficiency of capi-
" tal is equel to the rate of mterest But "what the schedule of margmal
efficiency of capital tells us is not what the rate of mterest is, but
the point to which the output of new mvestment will be ’gxaav-ed given
the rate of interest". 2 ‘i’hus accorchng to Keynes though saving and
‘investment may -be influenced by the: rate of interest, they. do not deter=~
mine it. | ’ |

The contentmn of Keynes that ‘saving and investment are identical
and, therefore, always equal’ 1rrespeative of the changes in the rate of
- interest is based on the peculiar way in which he has approached the

problem. | | o

1. General Theory, p.63 and p. %4,
2, General Theory, p.184, also 4. P.Lernar \\Iew Economics p.641.
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According to Keynes, dﬁring any given period factor costs incurred
by the entrepreneurs plus their pfofits are equal to the total income of
the community. It is, therefore, nscessarily-eqdal to the valué of the
output. The #alue of output is equsl to whet people spend on consumption
plus what they spend on investment, This amount~of expenditure constitutes
the income of the community. Keyneslfhsu expresses both seving and inves-
tment as difference between total,incbme'and total consumption expendi-
ture. This can be true so long ss total expenditure remesins the same
so that whatever amount the,eb@munity does not spend on consumption, it
spends on investment, Butﬁwhgt%qill happen if the tcfal;ex;enditureqfalls,
suppose, due to a1fall in thévéxbendifure on copsumption and thereby =
certaln amount of output remalns unsold ? CUlearly, in ordinery lenguags,
one wonld say in thls case, that seving exceeded 1nvestment. But,even
‘here, the Keynesxans would say that the equallty between sgving and
investment has not & been dlsturbed. Tha part of putput that remsins
unsold due to a fall in consumptzon expendzture or a rise in saving dnm
is nothing but 1nvnstment whxch Just counterbalances the inoresse in
BQVIBQ} In the above example*what ordlnarlly would be described as a rise
in saving over 1nvestment is deseribed in keynesian terminology as &
fall in totel expenditure and ytherefore, in income. The dlfference between
. the explanation of the relatlonshlp between saving and investment as
given by Keynes and that given by other writers is only terminological
end not fundemental. Keynes himself hes accepted that the same thing cen
be expressed differently by using his dr Prof.Robertson's terminclog?c.
Thus he writes; " When Mr.Robertion says that there is an excess of saving
over investment he meéns 11terally the same thing s I mean when I say
thet income 1s falling, and the excess of ‘saving in his sense is exactly
equal to the deeline in 1ncome in ny sense“ 2

W S a4

o .
1, Haberter, ’?rQSpewlty ef Depre581on' 1946, U.N.p.173,
. 2. General Theory, p.78. S
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But even if it 1s proved that saving and 1avestment necesaarzly
d1ffer, the first eontentlon of Lord Keynes that whetever hss not been -
consumed is not ;g¥¥¥g§§%d and, thereby, cennot influence the rate of
interest, remasins, This is’ not all. Accordlng to Keynes,not all money
balences that are hoarded are responsible for influencing the‘rate of
interest, Only'é part of these money belences thet is not used for
purchasing securities, is responsible for brlnglne about changes in the
‘rete of interest: Keynes divides the money belances held by an 1nd1viduah
(or the individualz's demend for cash) into thres parts based on tam diff-
erent motives for holding these money balanees.‘Firstly, an individual

would hold cash for meeting certain transactions which are almost foreseen

. for, they may be regularly taking place. This motive is called, the
, Pransactions motlveg by Keynes. Secondly, cash mey be deman&%for'certain
‘ transactlons which cannot be foreseen bat which may erop up and which,

.therefore,require a sort of precaution on the part of an 1nd1v1du&l or a

firm to meke provision of cash to meet them convenlently whenever they
~=====gccur, This is the preeautlonery motive for holding cash. And
thlrdly, people hold cash for purely speculative purposeyi.e.!for secur-
ing profits from knowing better then thn narket what the future will
brlng forth"g The demand for cash or the llqnldlty-preference for
transactions-motive and precautlonary motlve has no relation to the
rate of interest. For, changes in the quantity of cash held for these
two motives depend upon the levels of economia aet1v1ty and income and
not upon the rate of interest. _ ,

Given these assumptlons the Keynesxan theory of the determlnatxon
of the rate of 1nterest rests on the aet1v1ties of the Speculators
or 'bsars' and'bulls! as Keynes oalls them. The whole position can
be desoribei as follows: On any day there will be a certain amount of

,monay in possesszon of Some one and aldo there will be a certaln amount
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- of sccwrities held by some individuals, banks and other fivancilal as well

,-

as non-financial businoess 'esmblisme?m;a. This holding of money and 3 0
holding of securitieg would be .in ~qui3.i5:t3rim at'a certain rave of
interest ac theb at this nas:’t.uzw~ ar iaac of intorest no cne who holds
money wishes $o part with money for securitles or vicewsversa. Now, if the
rate of interest rises, some pecple would try to @{&h&ng;e their ¢ash far
segurities in order to take pdvanbage of & higher rato of interdst, Suth
& behaviows on the part of holders of money would drive up the prices of
securisics ané hence lower the rate of interest vo a lavel at which no
more money would be exeha%ed Tor sccurities, In the -*iz'ao "fa‘i if the
rate of imterest I lower than the level ab shich g:{:op’tnsdemnd for
money and thot for securities can be balance{i, people will sell of
seouritios in order %o obtaln more CcﬁS apd thus would ‘ziu'i: up the rate
of interest at a level at which there would be no more offer of

8 cur‘i ties for money and vicowversa., Thus; at anzy Tlass the l@'é@l of 'the
rate of inberest is determined by the bele w:uam* of the gpeculators axicl
would rebt at a level at which no one who owne securivios wante to sell
them 'am"a a0 ons who owmed money wants to buy t’»h@ﬂlal

The Kewnesion Approach and its Alberantives.

Tt ip worthwhile to exomine the Keynesian approach in the light

of the alternative ime@m.eo 0:6‘ the rate of inﬁerest . One of such altbernas

he clagsical theory which postulates the rate of intor
% . . &aﬁm&
~e3%t a5 2 mrice which equilibrates smpif v and demand for saving. The secoe:

tiver: theories iao

o

almr* ive theory :i:s peovided by approaching the problom from the side |
of tho activities of lending aumd borrowing or supply and demand for |
toredist oy tloans?t and viewling the m‘ce of interest' as a prico that is
aaid and regeived fov bcym*m-kiﬂg; and lewding x'csgaect ivelys |

The firét‘ alternative which postulates the rabe of intér@st as; a
price which eguilibrates the éup*pl:\f ant demap! for savings is the ‘resl!
theoory as against a monetary theory of the rate of interest. This point

is worth amphas*‘a zing for Yeynes has eriticiged it or the pointa of

how tmonetaryt savings are dicyosed of by those who save & part of bhair*‘z
: : |

fiee)

1e JaR2 abinson tTntroduchion to the Theory of PEuployment',l9%7 pe57.
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curxent incoma. MHoney imome accc:r:ding to the classical theoxry represemts
L ex:ly a command over real resauxces. This command may be used either
for purchaskng eonsumgxs! ggods or producers' goods. When a community
saves a pext of its current :mpome,- it does not consume real:x goods
availeable to the full extent o0f the money income earned. The command
‘ovexr consumption goods thus spared may be used for purchasing proguctive
resources or imvestmenty But those who spare thiS command over real
résources or those who effect savings ave generally different phople
from those who intend to use these spared.: eamncfk ovey real rogources
prodrotivelye As a result,the latier set of peoplc who may be conven=—
iently called the entxeﬁraneuxs, have to purchase this command over real
resources from those who ’have a;iared it, by paying a price. This price
is nothing but the rato of intérest. i,

If we Aintexrpret saving, 'in this wey, its role in the economic
system can be very easily gnderstood. Supposeyfor the gake of illugt-
ration, that the community decides to effect mo saving and spends all
the income that :.a aurréntly garned for purchasing consumers' goods.

The prices of c.onsumera'_f goodswill begin to rise as soon as the stooks
are exhausted, The rise}iﬂ prices will provide an incentive to producers
to invest in consumexs’: (ginvéds iii&ustries. But, for this purpose, théy
will uneed money (or command over real resources) tov purchase productive
resources. Suppose they obtaln necessaxy fundsg by borrowing from banks
or private individualse So long as therd axe ﬁnnsed' resources, it would
be possible to undertake investment expenditure without raising prices.
‘But as soon as all resources bescome fully employed, prices will xapidly
begin to rise indicating an inflationexry situation in the Keynesian

- gense. Aftexr this stage,no more investment will be possible except by
'forced saving'e That is to say that entremmnours will be able to get
commend’ ovexr reaiguroga only by t_)i.ddihgzm“pﬂ,éosv. Kthus} to make any
inveétmant PO ssiblé at full employment without inflatlon, savings are



essential. As the classicsal economists assuned the existence of =k full
employment, the jmportance oi aavings cannot be over-smphasized in their
case. During the time of war or period in which Government expandituxe
is rising with rapld strides irxespectz.vs of the increasen in the proceas=
‘ds of tasation the savings dxiye_ ‘organixed by Government is not intend-
ed %t bring down the rxate of interest bjr inereasing the supply of saving
but to nake paople‘ apax'e real xesourcgs for Government use without
cau.sing infla‘bicnery xisa in pricas. | , |
mis s&gnificamo of savings cannot be denied. But the relation
of savings to the rate o:f Mtexast remains still unexplained. At any
z:ate it cannot be direct as the classical theoxry postulates it. Vhat-
ever effect the changes in the valume pof savings oan have on the rate
of int.erest, it will be through the changes in the marginal productivity
or nmammiz mﬁmmmjl :narginal efucianoy of capitael:. Descreased propén-

| aity to mnmm save moans 1ncraased propensity to consume. If,thexefore,

propensity $0 consume z':l.ses 1ndie.ating shereby a coxresponding fall in
;gropensity to save, ma:ginal ei‘ficiemy of capi.tal will rise. This will
induce the entx'epreneurs *o psy a hagher rate of interest than hefcx'e.
If the Jemand fox laans actually ‘increases, the rate of lnterest also will
risa. In this sense tha tradii:n.onal theo:ry is ¢orrect in attributing the
change in the rate of im:orsst to the maz-gimal productivity of capital,
But whether the ate of imberest Wamill changs at all,or will remain
st;eady at the new higher level :Lf it rises to that level, will depend
upon the elasticﬁ.ty of demand for liguidity. If this demand is highly
glasgtic to the changes in the rate of interest: a glight rise in the

" rate will release eash from px*ivate hoardas anﬁ, es a result, the vate
of :ln‘aarest may not be able to stick: to the new highex- -levex, Here,
there 1s a vital diffexence between the traditiomml <theory and the
theary ot Keynes. Fox, accorﬁmg to the former, the rate of 1n'cerest

will aefa.niﬁaly ‘xise due to the aasorepanoy betwean the aupply a:c savings
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~and demand for them.In the oppasite case of a fall in the proyensity

to consume and rise in the  propensity to save, the marginal efficiency .
of cap:?.};al will fall. There would ba, therefore, a decreased demend for
and increased supply of savings, Aé;‘cqrding to the claasical theory, ;!.n
this case, the rate pf ,iqteré,ét will falle But the rate of interest may
not fall Af the liguidity preferanee increases éorzeepppaipg to the fall

_:m the marginal effieieney of capital.

It :15 some-timas arguaﬁ tha‘t 'she theoz'y of the rate of interest
based on aamand and supply of. aav:l.ngs daes not diffex in substance :from
tha'b of liquidity-prefarence appzoach ﬂ:c.Osaar Lange has stated that
'the traditional statementa that the rate of interest rises together ity
the marginal net pmductivity of capital and vise-versa end that it
moves m the Opposite\mreetion ) the zaropensity to save' can he shown .
te hold good even undex the liquidity-preference approach to the rate
of interest."‘m.l’aange's contention resta on a special condition that

. 1iquidity preference is aBtermined by the lavel of income ratheyr than

v
by the rate of :m’cereat. H:Ls q&@é% runs some what as follows: \

. When the propensity to aave :!.nereases the ma:cginal eificiency of ‘capital
, is sdversely affected. as & reault :Imrestmenm will fall followed by

a fadl in the level of :Lne.ome. The 1attez- is enhanoed by a f=li in the

‘exgenditure on consmnption. ‘I‘his would cause & fall 'in the liquidity

; ‘, ,‘pre:faxenoa on ineama account . :Ehus reduced fax demand for ligquid

capital (i.e. monay ) due %o a i:‘all in investment ‘and increased supply
of mney due to a fall in the l:lvpmity preferenee on income account;

[voth tagethex exerc:!.ae a downwards pressure on the rate of interest.
N The game result followa even according to the traditional theoxy when

et

2
tbe marginal productivity .falls and savings increase. This%en‘q of

.Lanue may be correet 80 far,\hés special condition goes. But one can=-

‘not stop only here in tracing the effect of the fall in the ligquidity

1, .Lange.'i‘he ‘Rate .0f Interest and Gptimum o preference

Propengity to: consume' in Reaﬁ s in
Theory of ”business cycle AE.AS 44.p %5.
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pxeference on inconme accaunt. One should also take into conslderation
the interest~elasticity of the demand for liguidity. For, according to

Keynes,it is the iz_;téxest-‘-él&sticity of the demand for liquidity rather
than its income~-selasticity that is important in the determination of

the rate of interest. If we take: into counsideration interesteelasticity
of demand for liquidity, the similarity between Keynesian spprosch and.?éQ
tradit:lonal -theory can be drawn only eonditionally as prof. Haherler has

shown. ’When. m'opensity tn save mcreases, the ra‘be of interest will fall

| cenly if the people direct the money (not used for eonsumption ) simule

taneously to the puzchase oi secnriti:‘:esm Or. tc put it in other woxds,
the effect of mcreased saving on ‘the rate of interest will be Pust
according to the classical representata.on 1f the interéat elaatﬁ.city of

'the demand iox 11141&5.1;;7 :!.s less than unity. It mey be assumed that, 80
' .‘long a3 the xate of intere,st does not come dovm to an abnomeﬂ.y law

| level (8ege WEll above ze:a) ) increase in savings will be used to

Ikenedt e e tal Nt

" purchase, assets and this iv.tll bring dom the rate of interest. This is
' becanse’ beyond the point of convenieme and seeuriw, 1t w:lll 1ot be

worthwhile to holg eurrenm saving :Ln the ferm of ¢ash, For, the

‘moment an individual has effectea saviz:g, he has to hhinlc of the loss

" thet would be caused to. him if ke keape the balance idle with him, Men ‘
-, the marginsgl rate of satisfaction in the form of convenience an& secur~

v ity derived from holding, money is less than the mrrent mirate of
mteresta dhusg, 1t may be concluded thet abseme of any fall in the

‘ rate of ;I.ntereegt, despite inereased pro;aensity to save, will be :eealised
"..only under the special conditfons of infinite’ infere'vafelasticity of

. the demand for liguidity . Infinite elasticit'y of the demand for

liauid:ity will be possible onl, at a vexy low level nf interegt Emu&
reference v xy o%

" Keynaes's liquidity?i;heory of the rate of interest, ageribing infind te

© damaR® elastiolty of demand for mtmliquintty is ,therefore, only a
SR T G.Haberler 4 'Prosperity and Bepression'()p.cit. 9De216.

2+ JeReHickss ‘'Mr.Keynes and the Clhssics' in Readings in the Theory
of income distribut:lon- A.EOAO1946' Po4670
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1imiting case" or 8 'sgeeial theory' &and not & 'general theory' of
:!m;areste - SR . ,

. But, even if we may th.ink i’ox A while that Keynea's thaoxy :l.s
only a limitz.ng case, the 1dea that the rate of intereat may not rﬂ.se
despite inc:rease in the marginal effia:!.oncy of capital and fall in the
propengity to consume ox may not fan at all in the opposite situation

48 original ang is of considerable theoritical interest93 amn 1£ we

accept the view that the effects 03; changes in aaiings and marvinal

‘ezie:i.cieney of capital.on the rate of d.ntersst axe generally similar

both under the Keynesian theory and the classical formulation except &

‘under the spacial case of infinive-interest alaéﬂ.city, of demand for

inoney, Keynes's theory provides a betier sxplamation of the rate of
intexests This is because Keynes*s thoory is not surrounded by Yunnes&-
ssary provisos -and conditions. Keyziasi‘ has clearly peointed out that. ’whaf
matters is not the absolute level of the rate of intexest but the degree
ot its ti:xzuxm divergence fram what is considered a falrly aafe
lovel of it, having regard 'l'.o ‘those- calcul‘attona of probability whioh

" gre heing relded on"" The first such’ celoulation of probability. will

4. General Thaory. p..261

be about the stab:.lity of mtarsst-rate pol:tcy of the monetary authority.

'If the monetary authority deelares its will to gtabilise the 1ang—tem

rate of interest for a :&‘airly long pericd to come, the next oaleulation

| w:gll be as regards the ability of the monetary authority to maﬁ.ntain

:.tg t;aclgred policy in view of certain economic’ forces working in the

N opposite direction. Hexe, & mumber of factors will ,inxf‘iuenca the iwmztn

"'b#haviour of the holdexrs of money such as the movemext of the shorte

term rate, the trade 'a'c‘tii,vi'sy‘ in genexal, the irends in the balance

bf Qayménts. ‘bﬁe' rehative movements in the yields on equities and bonds

( . 10 O.I;ange.ﬁp Git. 'p9017&177’;

2. J«RJHickS,. Q?oﬂitc’ 904680
e, G,iiaberler. Opceito’ p.219¢ .

L . 2
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etc.. including Government policy 1n general. &midst all these influenw
cea,if the rate of interest falls as a result of a riae in the propens—
ity to save and a f£alli $n the marginal efficiency of capital, 1t ‘would
be more correct o say that the ‘holders of liquidity have thought the
néw lower level of the rate af 1nterest fairiy safe taking all the cal=
culations of probability into cnsideration and therefore,they parted

Yiquidity .
withétigniﬂtx Though,hare,the classical theoxy can as wall prcvide an

explanation for the fall in tha rate of interest, it can 40 s0- only 80
long 88 the holders of ligidity consiaer the new level faizly aafe.
: Given the quantity of‘money the paychalogical reactions of the

'liquidity holdezrs to a change in the rate of interest under different

economic situations are ak very important in the determination of the
rate of anterest at 1east in a short pexiod, during which technoligical
changes etc., are nnt inkervening It cannot be denie& that Keynes made
a distinct contributian by pointing out that in the determination of the

'rate of interest out of the two types of decisions as to how much to

’consume and, how much te _save out of a given income an@pgain out of the

amounx aaved.how much to hold 1n the form of cash and how much in the »
form of seaurities, it is the iatter tyye of decision that needs empha-
&18 and not the first! In praet&ee, though,same time,it msy be that
all savings may be con&erted into interest—bearing securities, the
theori&ical explanation of thia can be given bettex in terms of the

liquidity-preference taeory rather ihan in terms of saving and invest=

g mentthec:’v‘\ (,\ »6 *\’\'\e ﬁﬁ.c»)rmecx\-i\fxw‘%ﬁg‘}

mhe second alternatave %o the. liouidity—@reference theoxry of the

rate of interest as. mentiened before, 1s the theory of demand and supp=

iy applied to credit ox logns, This theoxy desaribes the rate of intere

=5t ag the piicetwhiqh‘results;qut of the inter-action of these fources

e

1. L.R.Klein "The Keynesian Revolution' London, 1950, p.123.
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'6f'aﬁpply énd4deméﬁd. In a aeﬁse,‘the action of‘exteﬁl&ﬂg loans or
‘credita does involve parting with 1iquidit§y. But this explanation of"
the rate of interest carries us to a special type ot market,namely,
the credit market. When we takex into consideration the transactions
of credit makat maxket. we are tempted to ask certain questions such
3 Why do people supply credit ?,- clearly because they get a price
as the $ellstr of any gaod gats a price for supplyiné it. But why is
there a demand for credit ox 1oans and ‘an offer of higher or lower
price for them ¢ There 1&:& demand for loans because those Who- borrow
expeet a raturn from the use of the proceeds of the lona o IT they
exyect a higher muxmarginal return from the use of the loans, they would
'be ready to pay a slightly higher price or interest for hii?%ggns. In
. the opposite case they would borrow at a lower rate of interest. If the
marginal rate of retuxn that 1s to result from the use of the loan is
expeeted to rise, the demand fox loans would increase. This xrise 1n vhe
" demand for loang,other thinga remaining‘the same, woqld'raise the
‘rate of interests But ;ffthe supply of loans increases corresponding to
the rise in the Gemand for them, the rate of interest may nob rise
aﬁd nay perhapé even fall. ihe.above description provides a simple
:explanation of’what‘happené in'the market of funds which are currently
to be loaned out and cuxrenxly %o be. borrowed.
loanable
It is worthwhlle to consider this ksnak¥e/funds theory or the
‘market supply and demand method' of the explanation of the rate of-
interest especially fyum two points of view. Firstly, it is worthwhile

to cousider whether there is any fundamental difference between the

two rival approaches namely the Kxnnun Keynesian theory and the loamadle

, . funds theory, and on this acconnt, whether both 3] can be reconciled.

- Secondly, it should be clarified whethar two fbrmulations provide
an explanation of the same- level of the rate of 1nterest or the differeni

levels .
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_ 1% 1s contended that the fundamental distinction between the

two theories is that the liquidiﬁy—preference theoxy ossentially deals
wzth stoc&s (i.e. stacks of monay and stoeks of claima) while its rival
theoxy deals with flows (i.s. flow of o new credit ‘ana flow of new
claims)q. mhis contention is not correct 1ookin@ %0 the way in which the
expositors of the loanable funds theowy have described the demand and
supply of Joaznable fundse Prof.Robertsnn, one af the famous expositors
ox théz thao:yyhas desaribea the supply of lcanable funds 'which people
are willing to yut on the market' so as to incmude not only bank loans
but also the aﬂpply of 4 4 funes from stocks of savings or net éishoar&—
ings along with the flow of currenx savings. Similaxly, the demand for

loanable funds is constituted by the demand not only fbr new capital
, investments but also for funasz to be placed in store%g Bertin Ohlin,

another loapable funds theorist,has takan into consideratlon the demand

| and supply of hoth new andsr olﬂ claims which he calls. grOSs demand and
,:supply of claims? Thus, the exponents of the &heoxy have taken into
‘}consideraxion ’flows' of new claims aupplled and demanded along With
' the changes in the stocks of the old clamma. Aceording to these theorists

the rate oi Ikn tntereat is tha result of the interaction of demand andg =

: supgly of ulaime. Demand and bupply of cash is part and parcel of thisg

market of claima and the rate of interest that results out of the
eomplex workin5 of the market forcea is naturally influenced to a certaw
1n extent by the damandxn anﬁ supply of cash. ths is well brought out

'by Ohlin. mhus he writes: “If goes withou* saying that the interest

rates existing at any given moment fulfil the condition that they make
people wﬁlling to hold as cash, the total amgunt outstanding. But the ;

' sane is true of" all other claims and assets seee The market for aash

has no key position in relation tolzka-other marketa.... It is simpler

banteutas -y

1. LQRM{leiR’OF ﬁit..p.12‘?. . :

2+ DeH.RObexsson. Essays in ubneta:y Eheoxy. London. 1940, De3Je

3« BeGhlin, *Some notes on the Stockholm Theoxry of Savinés and Inwestmenx
Cdn Red Readings in Buainesa chlcvwﬁco:y.Op.cit., p

J
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slear to ask directly what sums people went %o hold in fomm A

and

(1.0. cash) rather than in B (or bonds) in a certain price situa-
tion and witﬁ.certain expectaﬁionag 8.8+ With a certain caﬁatel-
lation of lntersst rates, share prices e’cc:."1

This sort of description:qf:the‘damand and supp;y of loan=
able funds amit envisages fhe saﬁégi;vel of rate of interest which
determines the price of lgané oficmbdit and also the price which
is to be paid for parting with 11%@}d1ty or cashy both at a time.
The difference between the”two.apgroaches is one of emphasis, Which

=3aver way we may choose wé;are led'to the explaation of the asame

~level of the rate of interest. ihéfioanabla funds theorists espe=

cially point out to the forces afiiioductivity (i.e. real forces)
that'work behind the deﬁénd for loanable funds while the liquidity
=proference thaax{%;ta draﬁ'our atféntion.aspecially to the bscﬁa-
logical motives fox the demand for cashe. Both the methods may be
called perfectly legitimate, The choice between them is purely a

nmnatter of convenienoe?-

- 1e 1Ibid pell3. Hux. A.F.Lerner has presented a similar formulation

which takes into consideration both the stocks ahd flows of mon
«gy and securitlies. The demand for money for liyuldity purposes
is added to the demand for fénds for invesimeni purposes. Ihe
supply of savings is added to the supply of bank loans. The sgg
~regate demand for credit (Investment plus liquldity-preference
and the aggregate supply of credit (Saving plus new monay by ba
~nk lOan§§ are eguateds at a. single level of the rate of interxe
=at. AeP.lLerner 'Alternative Formulations of the Theozy of Int-
erest's In Hew Hconomics £d. -Sed.Harris,1952. Loadon pe637.

2. Je.R.Hicks. Value and Capital, p.161. Prof,Hlcks has approached
the problem in a different wayes He has taken a system of certain
number of prices whereln each one of them is determlined by the
equality between the demandx andgupply of respeetive commodities
The demand and supply of loans and the demand and supply of cash
are also included in the total number of equations of demand
and supply which determine the prices of dkffirent commodities.
Now, according to Hicks, if any of these equations is unknowns
it can be very easily derived from the rest that are given. If
we include the equation of supply and demand of loans as glven,
the equatdon 0f supply and demand fof cash would automatically
followx along with the price i.e. the rate of interest. Simil-
arly, the rate of interest would equate the demand and supply

Ny
e



51

.
o)

L S
Thie Bankigg'gzatem and the Rate of Interest.
Both the theories may be accepted as carrect but what is
1mportant is thatzthay tell us only half the stoxy» None ef them
thoroughly explains how the rate of interest is actually determi
=ned 1ook1ng to the 1nteractions of different forces. Fox the pu'

. wXpOse of meneta:y management,it is nelevant to note who actnall‘

-y determines the rate or rates of inzerast. The liquiﬁttynprefe
=pence thearists wbuldr sy that it is determined by the halders'
af cash. But it may be further asked as 1o who are these hhlders

~of aash.yﬁhere ara institutzonal as well as in&xtu 1ndividual ho

-lders of cash and securities. Amongv these, it is most televan£
to assign the actual laading xole in ‘the determinhtion of tha ra
-%e ar 1nterest. ‘

| In the pxesant finantial aystem, banks accupy a strategi |
-C and important positicn. The behaviour of the hankinﬁ system
as the holder of cash and: securities differs from that of other
holders of cash and securities. For explaining the determination
of the rate of interast in actual practice,it is necessaxy to exa
~mine the coxrelatiou between the behaviour of the banking system
and that of non-bank holaera of securities as a reaction te an

initial change ithhe rate of inxarest. A bank hag with 1t at any‘

(Foot-ncta 2 pe 301 contd..'}

of loans whan the demand and supply of caah are given. The defect
¢f this.general equilibrdadm approach of Hicks is that the rate of

interest cannot be explained if some third eguation other than
those of cash and loans. is unknowns Accoxding to Hicks's represen
~tation, either the equation of cash or that of loans should only
be eliminated in oxder to explain the rate of interest as a price .
which equates both the demand .and supply of cash and the demand.
and supply of loans simulteneously. Howsver, Hicks's approach’ .
comes very near to Ohlin's,for, both point out that taking eithex

the demand and supply of loans or those of cash the rate of inter.

~zot that results is the same and,therefors, it is immaterial which

paxticular way is- ehnsen fer expmainin& the rate of interesta
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time assets bearing different interest yields and also cash some of
which forxms the legal reseyve requiremenis against its depositu
liabilities. A banker arranggs his assets of varying degrees of
xisks and mSurity in such a way that the ma:ginallmxigxﬁ3 xates of

" return on dirferent in&est@énxéaze equale This ordering of the

aggets=struciure of the baakéx,is not a swrt of permanent arranga=
ment. Shuffling in the bank}s azgets is taking place from time to
time for, the bankerx always triea to .secure the mnst advantegeous
position hy bringing about necessary changes in the quality and
quantity of nis assets in response to changes 1n the gxanﬂmkn
ec0nomie aituation. This 20rt of behaviour is displayea by even

f individuals who have k7 exercise a choice. between aash and. securitiﬂ

-38 under ehanging expeotations or probability calculations. But
a. bankex's position diffexs from that of an ordinaxy indiviﬁnaL for,

a banker has not 10 make a choice between cash and securitiea as

such but bgtween,one,mypeﬁqf gecuxixies and. the other. This will

be clear from the following rapresenxationa,”,u : ‘ ]
It is worthwhile toask as a laanabla funds theorist would

do, as to why a bank reshufflas 1ts assets from time to time. This

i8 because some investments tﬁ(ggig advantageous than others. This

relative attractiveness of aome .assets is made possible by the rise

in the demand for the type of credit that creates. such assets. As

for example,when the‘demand-fpn shoxtnterm eredit 1ncreases, the

_ short rate of interest would go upe This rise in the demand for

short  term loans and conséﬁueht rise:inwiﬁe short term rate. oL

' interést is brought about by an increase in the marginal producti=-

| irity of loans. This is the position that is taken by the losnable

funds theoxiste.

1 gne effect of the increased demand for loans due

o rise in marginal prodctivity on the rate of interest cannot be

4+ DeHeRObortson, 0p.Cite, pell.
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denied even by a kkquwkikipethanxywx liguidity preference theorist,

But the loanable funds theorist should not step with this primary
" gecondary
affect only. He. should.exaine the/aazanixx effects &oo as the ligui

~3ity preference theoristA;ns;sts upon. It is here that the behaviow

of.the banks emerges as the most important factox: in the determin=-
ation of the rate. oi interest. The drawback of Keynesian theory
lies in the fact. that 1% does not properly distinguish between the-
ﬁiﬁfexzna'two differenx sets of holders of cash ,and securities, |
ﬂamslygthe ‘banks and the nonpbank public. elaarly. the first impact

.0f the riae in the demand for loans and ccnsequent rise in the short

term rate of . 1nterest falls upon the banking systeme Banks are
senzlally short tera lsnéers and the banking system as a whole

- eonstitutes a sgecial marma market in walch the effoct of the inrea-

se in the demand foxr loans is first felt. The nonrbank lenders upto

‘ this stage are generally out of the pictu:e.°Whén the shoxt*term

rate of interest rises,tne banks may not part with cash as- such
(eeg. they may be fully loamdd up and they ‘may not have extra cash
with them t0 fall upon) but they may liquidaate Other long=term

iHVestments in preference for short term loansz As a result the

‘prices of 1ong-term Government securitiea would fall or the long

term rate of interest would rise. Now the speculative holders of
cash will.forthcdme énd~purehase fhe securities unloaded by banks.
These are the transactions largely in stocks rather than in flows
but tney have baen initiateihy changes in the flows of demand and
supply of loanable funds. If the holders oi casi &0 on pprchasins

sgcurlties as the banks sell them offy the long te;m rate of interest

- may notﬁmiée énd as.somé,liqpidity preference theq;ists wou;d'argue{
- 1t may even>£éll,i£ the kkd holders of cash at once try to unload
- ge gmounts of .casii with them for purchasing securitiesy This,

1. This is well illustrated by the post=war experience. Thus in
. India the banks liquidated Govtesccurlties when the short texm
rate rose due to a’'rise in the demand for bank advances for
speulative building of inventories in 1950=51.
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however?Icannot‘bapyen.,ForP it the‘pricesngf securlities do not

fall, there canuot be any incentive fior buying securities. Thiz is }
because the aggreéate demand for noney to satisfy'ﬁhe speculétive
motive usually s@cﬁs a continuous response to gré@ﬁalycﬁanges in

the rate of 1nterest; The bankiﬁg system can pﬁrchésé ox séll bonds
in exehan&e gfor cash only by bidding the prices of bonds up ar

down in the market fh;[ggdest amounta! mhe banks would sell secu=
zities at lower priees until the long term rate of interast risea
above the skort term rate so as to cempenaata for the risk 1nvolvad

in long term’ 1nwestmenx. The banks will stop selling seeurities

' as ‘zéon as the margin between.short and 1ong rates becomes accep-

table to . thewbeamts. Al this new higher level of the 1ong term rate
there would be no. more purchases and sales of securities. One can

now ask the gquestion: qu,haé tae long term rate been increased ?

 The IOanable'fuﬁds’thebrist‘ﬁould'Say that it hashbean xaiéeﬁ due

===t0 an increase in the demand for loans ‘while the liquidity-
preferenoe ‘theorist woulﬁsay tggt Ihgtlong tezmjxﬂ:n rate rose
because of the changes in the iigztgxiy;feference of the holders
of cash. In fact, it is betéer to say that the new 1evels of
short term and long texrm rates are the results of the preferences
of the banking system. In the case of banking system,it is'both
flows .and stocks that are 1mportant. The banking aystem skikes
a'baiance betwaen the' iniluences anﬁ of flows and stocks'

Thus, the rate of 1nterest ia determined by . the preferenees
of tha ban&ins aystem. These preferences are not essentially ‘those
forfaecurities against caah‘ox v;ce-vexaa. but for one type of
assets agabnst other tyges,;At,nb'éi&e’the,réte'o£ ihxerestxcan
be explained without fakag takihg into consideration separately and

‘independently the behaviour of the banking system. This is well borne

_out by the experience in éeﬁeral‘conntxies in thé,ﬁost—wax'period.

" 1. General Theory poXa 197,
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As for example, in the U.s., when the short term rate of intereat
rose, banks' prefarences fer short tarm assets increased and they
began to unlaad.eovernment securities the yield rate on which would
have risen but for the Government policy to maintain the prices of

Governnent securitlies..:

. This is. a xheoxitiqallgxplaqation as t0 how the rate of intere

es8t 1s &Gterminéd in_thé(prégénk financiél context. In actual practice

at a particular time,<theéé mé& be’innnﬁ@brable other factors which
would influence the ‘behavicur of the bankers and other holders of
gecurities, but at all. zmxsz zkxtn times g the 1nfluence of the act-
ivities of the bankers would be dowinating. Again, there. are 1nnnmew-
able types of assets with varying degrees of yleld gnd it is difficult

to provide a precisely theoritical explanation for the fluetuations
in. them.

Ay

Prof.D.H.Kobertson hes pointed out the importance of banks
as 'performing the primary functfen of Wakk banking i.e. lending

ks pxiwmaxy money o the people who want to mske productive use of iﬁg-
Bat 1t 1s necessary to examine the effects of the lending ioperations

of banks qn:thgix assete—structuxe.ﬁln this'respeet 9xof.0hl1n's
apprcach is soundeisfor, he ﬁés’given 1mportahce to tﬁe‘aupply anﬁ'
demand for assatso ﬁgain, as. ﬁr.AmP.Lerner has well pointed out,
the emphasis on the asset siée also diminishes the danger. (whicﬁ

ris wmite eansiderable if, like Keynes, we look only on the meney

gide) of ove*looking the effect of changes 1n the total value of other

_ asgots, on the rate of 1nterest. Prof. Ohlin seozs o have just

struck tha melevant nnte when he wri*es“ﬁhat the theoxy of interest

.sh@uld take inxo consideration the analysis af the maxkets fOr
‘clﬂims and Dther asaets, where their pIiceg and taub, ﬁhe rates ef

 interest are determined. This 1nnluéesi the yhenomena of cred&t

S D.H.Robertson 0p.91t.,p.12 and pe34. Prof.Hobertson has referred to

mhe strategic Tole of' the banking system in -influencing complex of
" interest rates in.xhi 'Banking Policy and Price Level'. Thus, he
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of credit policy by banks c.g. open market Operai&nnagﬁ But he has not
clearly brought out the significant role of the banking system as a
gtrategic factor in the determination of the rate of interest. Banking
system has baen'epume:atsd by him as one among several other factors
that affect the demand andsupply af and price of bon@g?

There are especially two reasons why the banking system should

be asqribed a determining role. Firstly, as stéted befors; the demand

© $oX short term'credit is direcied to the,banking system and hence it is
~ the banking system which is required to wezgh the advantagesn 07 hold=

inb one type ¢l assets against othersa The impulseé?hat BEE arxe thus
released b;.the banking system spread out to‘the other parts of the
finential market wherein eack onpe of the individual may be taken as
& BOYv of’banker.}seeon@ly,thg gignigiqance cf“liqnidipy i§ not the
‘s%me for the banks and other ;iqiﬁiﬁfwholdgxs, In the case of banks,
the cholde 1s not always tokbe‘ekereised beﬁwéen cash and nom~cagh
agsests » 88 it 1s generally trus in the case of indivianalse A bank

in a given situation has wet to chosee between alternatives of holde

i, less or more liguld sssetm. This would be vexy clearly understood

if we take into consideration the whoiellqgic\of monetory management
as based on the changes in the bank reserves. When tue Central Bank
‘brings about an increase in bank resexves the banlshave to lose
interest on the idle cash which is in excess of what is damund deemed
a safe level of reserves. The banks will not wait till the rate of

intexest rises as it can be ' generally expected 1n the case of private

”individuals « Ythey would readlly purchase securities,especially shoxt

(Fooi=-note 1 page Ly contdo

maintains that a chang& in short~rate causes chagés in the
long=rate also and thus a new balance is brought about between the two
meinly by the banking system, (Banking Policy and Price Level , PeSe
King & Son London, 1926 ,p.9). ,
1¢ BeOhlin Op.Clte, peli3e
2s Ibid pJa1l, |
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wtarm, and would. ‘bring Qﬁgnthe i&gf-tarm rate of interest. Thusg,' the
purpose of increasing the bank reserves would be realized. If the
bauks do not exchange thoir inereéséd cash feaources for interest-
bearing assets until the rate af interest has risen, the policy of the
central bank would have no effect. 2

Keynes has referreé,in his" freatise on Heney, though indirectly,
to the 1mpoxnance of the- bankinQ aystem in the determination of the rate

of interest. He writes: 'The price—level of inwestmenms as a whole and

hense oi new investmenxs 18 that priae-level at‘wmich the desixe of the

public to bold saving-ﬁgna uepoaits is eqaal to the amount of savings=
degasins which the banking syatam %8 willing aud able %o create" But
elgewhexe aiter the publicauxon of Mig ueneral Wheoxy hs has racognisea
categorzcally that it is the- banking aystem and not the public that
plays a strateg;c role in the‘ﬁaterminatinn‘of the_ra$e,o£ interest.

‘Thus he writess * Thé banks hold the kej posiﬁion in the transition
'from the lower to the higher scale oF activity. 1f they refuge to
\relaxathe growing conge&tion 1n the shart term loan market oxr of the

new igsue maxket as the ease may be b will inhibit the 1mprcvemenx,

' no matier how thrafny the publio proyo ;@5 10 be out of their future

oZ in his General &heoxy.too, he.haa expressad the view that

*the complex 0f the rates of inzerest ‘would simply be ‘an expression

" of the terms on which the banking aystem is prépared %o aequire ox

paxt with i debts'3 But whz.le develﬂpin.._; his General ‘Theory of

Interest anﬁ uonay, he has not taken 1nto ccnsiderabion the domina-
ting role of ‘the banking syatem.whis may be because Keyneo 1n,his
General Theory essenxially axplains the nature'of interest and 1ta

relaxlcn.to monay as against the'detezmlnation' of th@ rate Qf

i

1. Tl’Ba"LiS@ VOloI’ Po1430 : I

2e .gézeynea 'mfonze Theory of tha Baxe of Interest! Bed s Bec.1937
p+008. i

Do General xheoxy Po 205.
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interest. But it is one thing to explain the nature of a phenomenon and
it is guite another thing to bﬁow howlit‘comes into ag¢tusl being. Quy
preference for, liquid balanaes tells us about the basic nature of
interest and the paychology underlying it but it tells us very'little
about the determination af the rate of interest in a resl merket for
loanable funds and still less ahout the complex of rates under dynamio
conditiens. Eeynas 8 Eheo:y is pexfectly logical as a theoxy ofhnature
of 1uter¢st but 1t is not. certalnly a theory of the determination of .
the zate of inxarest. Fox czplaininb how the. rate of interest 1s

detexminsd 1n actual practmca,one has te draw his attention to the

) PrafEXEﬂBEw of the banking aystem. o one would deny that in the con=
: text of present financial o:ganisation in any individualist gociety,

, where a substantial part of total stock of money aud -othex assets is

acnx al by the banklng aystem, it 1is the hehaviour of the banking sy stem
that dominates any other indiviﬂnal hehavieur zn the case of financial

tx ansactxons.

. Monay and its Management.

The decision of the public as to in what form it would hold 1ts

: liguid monetazy rasourees. at its command is very germane to monetary

management. 1L the puhlic deci&es to hold them in the form of cash,
the rate of intersest: will rise which would hava adverse effects on
marginal efficlency of capital, Inwestment‘mayushrink as.a congaquence
and the level of employment éiéo nmay go down. If the public dscides to

‘be less liquid and gurchasesmare sacuritiessthe rate of interest would

g0 4own which would impxova prospects of borrowing and invesiment.

Rise in investment wauld raise the level of employment and gueneral

‘aconomic activity. Thus, the liquidity preference of the people haxe .
“'has got 1mportant beaxing on.employment andy genaral economic activity
- Yhrough changea in the rate of 1nterest. . ‘

1+ Bhabatosh Datte 'Interest and Oomplex ot Preferences' IedeBe
VoleXIX 1938—39, p.499.
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The most important faﬁtor tﬁat influcnces the decision of the
public to be more or less liyudd is the expectations of the public as
to the future cumrse of interest rates.lf the rate of interest is
stabilized by the monetary authority for a long period to come, expec-
ted fluctustions in the rate of interest will no longer be able %o
induce changes in the liguldity preferences of the people. The monstary
authority oxr the central bank of a ccunt:y can do this by influencing
the preferences of. the banking system. As for example, if the demand

-, for liquidity on the part of -the public increases and the rate of

inzarest rises in consequenée,‘thexcentral bank. can counteract thils

risée, by putting more cash aﬁ ‘the ﬁsg disposal of the hanking systems

As tue banks are fimom. prone Aot o kaep” more than necessery cash with

them, they wculd@e at onge @p@aeea o purchase gecurities that tie -

public is not ready to hpld.7Ag a,zésnlt,the‘prices of securitlies would

:.ipaf fall or the rate of.intéiéét will not rise. But it 1ls contended

that 1f the level at waich the monetary awthority desires to skabiikze

\#ka}gtahi;igerth@wratgipf interest is-not considered to be a safe

level by the public, the preference for cash will still continue.
and as a result the palicy of the monetaxy authcrzty may become
ineffective!
h fhis cannot be the impasse if the central bauk is determined
to waintain the rate of intérésf at a lower level at any cost. For,
then, the speculative holders of cash cannot expecf a higher retﬁrn
on their investments. In this contex%,whateﬁer rate of intarest they
wouldfearn by gﬁrﬁz’;:;ni"i;caii“%i";"éSiauiﬁiie“?;ﬁléi‘z’gdn?ﬁn@m at
all. If thers is no reversal of the policy of the central bank,the
paychological resistence to low interest rates cannoi persi.at2

Despite this, tnere is the possibility of fluctuations in the

1. dd.Keynes, Gensral Theory, De203.
2. HiSeillis ‘iMonetary Policy and Investment'~ Readings in Business
" Qyecle, Theory. Op.Cit., p.415.
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liguidity-preforence of peopla. For, though the monetary authority mey
become successful in stébilizing the rate 6£ interest (l.e. the yield

. on any one representaiive security, e.g.,G0overmment bonds), it is

difficult for it to stabilize the rates of inierast ox the relative
yields on dffferent sets of securities including equities. 1t may be
that the monetary authority may be able to stabilize even relative -
yields in the case of a large number ol assets by {dealing, both ways
on specified texms, id debts.oflall matﬁrities!"Suéh;a policy has

been descxyibed by Keynes ag?'the most important practical improvement

which cen be made in the technique of mﬂnetaxy managemant3

Ho doubt such a policy would directly influence the complsx -
of rates of inmexest anﬁ the cash-holders, aiter having once aettled"
down to a particular prefern&ial positlon,would have fewsr opportuni-

tles for sécuring a hettax one. The relationship between the complex

of rates of intexest aﬁd the gsx guentity oi monsy would be dixect?

However, one, cannot subscribe unscrupulously to the probable
effieéqy of such a go;iax‘in‘the_lighm of receni experience. In the .
post was'period. monetary pollcy has heen especially, diracted towards |
%he stabilization of the priees of &overnmeni securities in gumameh
sevexal eountries. such a policy no doubt directly influences the
1ong ﬂmanmnmm )] manmmm smb term rate of interest at 1east on
gilt-edgeda and it is not left to ba influenced by the belated and
1mnwrfeot raactions from the yrica of short—term debts which was once
obgected to by Keynaa3 But this policy has raised more problems for
monetary mensgement than it can be said to have Solved. -

uhen the monetary authority attampts to stabilize the prices
of debts of varioug maturitias and risks, the difference beltwaen’ monsy
as -such andw nnnrmonay asaets at once vanishes, The holders of all

assels weuld be as liqu;d as they would be if they held monay alone.

- 1. Goneral Theoxy, pe.206. .

2« 10id ,pe205.
3. Tbid, pe206e
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It is true that this policy wxll remove from the public all possible
speculative indcements to hold cash but it is equally true that the
public will not be kkx deterre&vfrom converting its non-cash assets
into cash whenever it liked to do so. The people may liquidate fheir
interest-bearing securities anﬁuse the proceeds for purchasing real
assets or consumers® goods. The effects of such a behaviour of the
people are likely to prove inflationary in a period when incomes are
rising ox are at a high level. In such a period.it is extremely
necessary to control the quantity ol money as' ‘the first measure to
chack inflation. But if the monetary authoxrity follows the policy of
stabilizing the prices of wakenm debts of different maturities, it would
lose all possible conﬁrol on tﬁe quantity of money. The most practical
illustration of the consequences of such a policy can be provided from
the post-war experience in several countries. In the post-war period
the holders of Governmepf securities were able to readiiy monetise
them, thanks to the mbnetary policy of stabilizing the prices of Govt,.
bonds. This policy contributed to a large extent to the inflationary

pressure in the post-war periods Againsit is not possible and even

degirable for the monetary authority to stablilize the prices of
all types of financial assets. Prices of egquities at least cannot be
stabilizelwith any degree of success by way of dealing in different

equities. !

in that case it would be easy for the banks and other
holérs of -securities to sakm sell off thelxr interest-bearing assets
without any loss and use the proceeds for purchasing assets with
higher yieidé'or the ylelds on which are expected to rise. The toliqg
as recommended by Keymes,is likely to facilitate gpeculaticn woxe than
it would reduce i1t. The working of the economié system is likely to

be rendexed more unstable. Furthai, the policy of stabilization of

the prices of debis of various maturities makes the puoyment of Interest

A 0 4l 3005 g s T

1. 1t may be noted that the monetary authority may be able to control

equity prlces by direct controls but it cannot control them by
dcaling in vaxious equities.
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on long term assets meaninglass and 1llogicaly for, the differencés in

tha\rate of interest carried by assets of different mxuxk maturities
eLbpla v
oxpieinel partly the differencea in the degree of'moneynesa® contained

in variocus assets. When,therefore, the holders of securities are paud
interest without any loss in their liguidity, a high rate of interest

paid to them ls as good as that paid on mongy oI at the moot,an bank
deposits. _ Y o '

l»l

The eharacteristic which distinguishes money from all other

- assets, real as well as financial, 1s that 1t is the most liqpid of
- --all assets. This difference’ heﬁweanJ the relative liquidity of money
_and other assetis i&;qssentié;jfor the purpose of mERkR monetary

management. The recent experiénce in several countyies has clearly
pointed out the significahce of the difference betwsen money and other
asgsets to those who arxe concernsd with the managemenm of money. If

moneta:y management 1s to0 be relied upon along with fiscal management

" to control the level of activity in a free market economy, the quantity

of money must have dimensions. The gap hetween money ané other things
should be made as wide as possibles fhe widexr the gap, the more effect-

ive caniz be the control over the guantity -of money!~

Monﬁtarz %ggggemenx through Bank Reserves.

For managing the quantity of money. the moneta:y authority

can more successfully influence the preferences of the banks ,than it

can 4o those oi the public. This is because of especlally two reasons.

Eirstlyyas ohserved before, the rate of 1ntarest is dominated by the

preferences of the banking ayatem. The monetaxy authoxity can influence

the rate of interest by hgxtn bringing about the chanées in the

preferences ef the banks. This powexr to brinb about the changes in

ihe liguidity of banks is v&sted in the cenxral bank which is the

. Ve BeCoSimmons, 'The Relative Liqniuity of loney and other things!

- In Readings in Moneta:y Theoxy. A~B.&.1952, Pe33.
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source of money or cash as a generally acceptable medium of exchange.

But in the present context of. monetaxy exchange economies, as mon@y
payments are made in 1arge volume threugh the banking system, the |
banks have come %o occupy a pqsitzon of‘g?eat 1mpartance in the moﬁetaxy
system of a country. A banker's promise to péy up hisldebt 15 not at

all called in' question and payments ﬁa&e thiough the banker's debta

- are as good as those made in terms of legal tender. In modern econom~

les thersfore bulk of the quantiuy ot monay is constituted by the debts

" of bankers. This is the second and. most 1mportanx reason why mnnataxy

management ‘should be’ addreosed to influenc;ng the preferences of the
banking system. ’ L
As ‘the hanker’s debts are not expected to be p&nd up all at
a time, a banker is in a happy position not to malntain cent.percenx
casi with him in order to meet the demand of his creditors. By
experlence,he is able to know what percentage of his debts he should
maintain with him in cash at any time 80 as to suoceosfully redeem |
his debts on demand. The changes in these cash reservas bring ahout -
corresponding changes in the capacity or the desire of the banker to
create more or less debts or bank money. The monetaxy authority or
a central bank can bring apout @esired changes in the quantity of
money By influehcing‘ﬁhelbasin,sourceﬁ\of“hank money. i.¢. bank-cash
reserves. The methods of affeétinébank reserves,their relative .
efficaqy and effects atCey therefore, form an 1mportanx zuzk subject
matter of monetary management;

in actual practice, as the imporitance of bank money increased,

‘management oi the quantity of‘money has been based on the policy

of central bank to directly influence the cash reserves of banks.

' Rises and falls in these reserves induce the banker to-part with his '

liquidity at a 1ower or higher rate of intereat. As a lower rate of

interest induces more borrowing from tha banksfor productive ;= use



44

33

and a higher rate of intereat is caleulated to do tne opposite,
monetary managemeunt through influencing the terms on which banks are
ready to lend bears a sxgnifieanx relaiion to the fluctuationa in the

" economic activity in general.‘HDWc fax this logic of monetary menage=-
ment is realised 1n practa.cev and whatéhffieulties are faced in the

practical realisation of it cunstitute important problems of monetarxy
management, In theAfollowing pages an attempt has beeﬁ made to examine
these problems of monetary managemnnt along with the examinatian of
the methods uptil now used to tachle theme



