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Chapter X

MOUSY ASD IIS MAHAGBMBfll.
Money and Money economy.

Our modem industrial civilization with its minute division 
of labour and a complicated system of production and distribution owes 
its development not to a little extent to the institution of money. Ihe 
difficulties of barter are too well known to deserve any mention and 
the first foundation stone was supplied by money for founding a 
monetary economy by alleviating the necessity of double co«inoidenee 
for a sufcesful exchange of goods. Specialisation and division of 
labour which made ever rising production* of goods possible are 
unthinkable without the institution of money. Fox, a man being 
assured that he would be able to purchase all his needs by means 
of money was able to devote his time, energy antes skill to the 
production of goods which yielded the highest return in terms of 
money, fhis made possible the exploitation of immense potentialities 

Of production of wealth by the combination of human skills and 
endeavour with the resources supplied by benevolent nature.

Moneys as a common medium of exchange, which is generally 
acceptable to all, at once demarcates the frontiers of a barter 
economy and a money economy. But a thing which has to fulfill the 
attribute of general acceptability must have also a stable value 
through time. Ihe medium of exchange also requires to be a numeraire 
or a unit of account the numerical value of which remains the same 
through time. Money then becomes a transmitter of value through time 
and space • Without the second attribute of moneji exchange' of goods 
would^ave been extremely limited and money economy would have 'been 
quite narrowly separated from that of barter.

In practice, a thing which is a medium of exchange can also be
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a unit of account* though “both these attributes can he theoritically 
separated by saying that ' money of account is the description or title 
and money is the thing that answers to the description'] it is money 
as a unit of account that made fine and precise i«oaomyccalculations 
possible. With the help of money, it also became possible to compare 
values of goods at two different points of time and this* in turn* made 
possible the settlement of debts. In this case i.e. of deffared pay­
ments, when the State* with its authority and power* gave a definiteness 
.'«nS of description to the unit of account* confidence in transactions 
involving deffared payments was enhanced. It is true that general accep­
tability of money didpot essentially owe its origin and existence to the 
aaara^glam sovereign authority of the State* Even then, it is not improper 
to attribute a certain modicum of power to the state in guaranteeing 
the general acceptability of money. Originally, no doubt, money derived 
its value from the precious metals like golds and silver* Even when gold 
coins were replaced by paper money, the general acceptability of the 
latter was insured by gold backing rather than by the state. But, as to 
how general acceptability came to be established prior to the development 
of well organised sovereign national $tat& of modern times may be only 
of historical Importance The emergence of flat money and ijaofc depos­

its as circulating media at once brought in the picture the authority 
of the state., The state essentially, aeoures the valuableness of money 
by limiting, its supply i.e. by regulating its quantity. It is true that* 
so long as gold standard prevailed* the supply of money (at least the 
increase in the supply of it) did not depend upon the discretion of the 
State. But* even within the frame-work of the gold standard with conver­
tible paper, the state eould significantly Influence the quantity of 
1. J .i!.Keynes. Treatise on Money Voi.I. 1950 p.4.
2* A.P.Lerner. Money as a creature of the State. A.iS.R.May 1947. jqsSJfi 

■ p.313. - ■ • '
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ffioaey via the bank deposits* Shat is to say, the monat;a authority cos 
bring about changes in the qaantity of money by influencing the cash 
reserves of banks* That is why; the contention of the German economist. 
Prof* Knapp, that money is the creature of the State, howsoever incorrec 
it may sound from a theoritcal point of view, is much near reality of ot

Itimes*
When a man is able to obtain whatever he wants by exchanging 

moneyi money becomes generalized purchasing power* such power enables 
its hollar to make economic choices in^uch a way that the purchases made 

are expected to yield maximum satisfaction* The aggregate of the econo­
mic choices of all the individuals oonsitutes the choices of society as 
a whole • As these choices are J^eelei? in terms of money payments 

made and money payments received for different goods taken separately,
9o&dS : S>\omV^

(that is to say in prices) they enable the society to ascertain whatK^ 

be produced* The society is thus enabled to utilize its productive 
resources in the best manner possible to serve the desired ends* In the 
case ox an individual, money that he receives by exchanging his service 
or his produce, that is to say his money income, enables him to make hj
individual choices as to what description of goods ha wants to consume

2 .and in what quantity* He can also make a choice whether he should 
consume all h'is income as soon as itjls received or postpone the consumj 
tion of some of it to some future date* This is possible because money, 
in addition to its being a medium of exchange and unit of account^ is 
also a store of value, it is not possible for a man to anticipate pro®;

all his wots wants* Sven if it may be possible to know before hand 
the future needs, it is not convenient ana,some time,not possible to ( 
store all future needs. But storing of && money as generalized purchas-

1 *. H*S*3llis*„ German Monetary Theory* Harward University Press 
St 1934 pp.14-22.2, p.H.Robertson ‘Money', London 1946* P.5*



power is the least inconvenient when this purchasing power is embodied) 

as it is the case in the. present context, in metallic coins or paper 

money.,
When all values are expressed in terns of a single commodity, 

that is to say money, which is g of a definite description, precise 
comparison of values becomes at once possible* Honey places at the 
disposal of individuals freedom of choice in the true sanse of the term 

which is not possible in a moneyless economy* She economic calculations 
which can be made in terms of monetary quantities bring about the allo­

cation of productive resources without any directional control by Gover 
ment. She price-mechanism , given a certain pattern of the distribution 
of national income, brings about also the distribution of consumers* 
goods according to the subjective valuations of each consumer.

In spite of all these services of money, money cannot have
importance of its own. It is only an lntermediaxyrnhiiah which divides
the exchange of goods for goods into two separate transactions. As for

example, a seller of goods exchanges goods for money with the consumer
while the latter would have obtained money by exchanging his services c
produce with some other man. Though the consumer has been enabled to

■ • •• ' fclctet, ■

purchase his needs by means of money in the first plee, he had to work
or sell/his goods for getting the neccessary amount of money for
purchasing his nusisx needs, Ultimately , therefore, goods exchange^by
money is that it alleviates the necessity of double coincidence for
effecting a successful exchage. It only intervenes in the exchange of
goods against goods and jin so doing jit only conceals the real nature of
exchange which cannot be materially changed by the intervention of mon«
It isji only a veil and as soon as this veil is removed^ the reall nature
of the exchange of goodsagainst gooisbecomes obvious. Such a descriptie

of the grafts h role of money characterises money only as a possible
agent of exchange, which, even if left fe* itself, is Incapable of



changing the real nature of the working of the economic system# It is* 
therefore* said that economic life would not become meaningless without 
money 1 ,

Tout money should be managed? _

When money is considered to he a passive agent of exchange* thex 
arises a question as to v&tak it should be managed* This is a relevant 

question* In a community in which production takes place in a highly 
decentralised fHBiia fashion so that there are no classes such^employer 
and workers (that is to say all producers of goods work for themselves) 
and where production is a simple process so that the producer has not 
to calculate the risk involved In far off future,, money would be 

essentially a msmm of exchange. Such an economic society can be said 
to have existed before Industrial Revolution* The problem of monetary 
management was a simple one in such a, society* It was restricted to an 
adequate supply of money for, the purpose of exchanging commodities. In 
order that this need may be better served, there was the further need 
to supply money as a unit of account with the greatest possible degree 
of similarity in appearance , weight and fitness and to provide it with
a stamp that was not easy to immitate and that coulee recognised by

*every body. This was and still is the most px&x primary purpose of 
monetary management. In such a society fluctuations Jm prices ±*e* in 
the value of money} no doubt5 would take place- but the range of these 
fluctuations would be negligibly narrow* The system of distribution* 
was i*e* organisation of markets*was also a simple one in the period 
preceding the Industrial Revolution in iingland. Large masses of people 
participated in trade only to the extent of purchasing the absolute 
necessities of life such as salt, spices, simple tools etc. , which the 
themselves could not produce. The bulk of their needs were satisfied 
by the products of their own agricultural activities. The volume of 
exchange that money was: required to help was considerably small in suol 
1* A.C.Pigou. ?The, Veil of money* • London 1949.p*24*



15a society* Money was in this oaav&st only a passive agent which heljoei 
the exchange of goods by alleviating the necessities for double coincU 
*0600*

In such a simple monetary economy changes in the quantity of 
money would influence prices too* But these changes were not considered 
to be of much importance* David Hume has well described the effects 
of changes in the quantity of money with reference to the mid 18th. 
Century snglamd in which Industrial production with its attendant 
increasing importance of wage-payments had not developed* as yet. Thus 
he statesj 1

"All augmentation(of money) has no other effect than 
to highten the price of labour and commodities and 
even this variation is little more than that of a 
name. . . After the prices are settled aaaatafrigs 
suitably to the new abundance of gold and silver it has no manner of influence".i

This is because the changes in the quantity of money were calculated
to exert proportionate changes in prices of commodities, The relative
prices of which would remain unchanged* Thus Hume Observes, "The greats
or less plenty of money is of no consequence since the prices Of comma* 

■ • o

ditles are always proportioned to the plenty of money".
With the beginning of industrihli^ationj money could not remain

only a passive means of exchange* Tho capitalistic system of productioi
which characterised new industrial society made the rewards of the
factors of jroauotio* cssentlal^onetary as against real*. *« interes-
of a large mass of new working population, namely wage-earners and
salaried employees., In the product of their labour was limited to the
money income they received in the form of wages* The suppliers of raw-
materials were paid-in terms of money. The producers of goods were also

interested in monetary gains, for, the larger these gains the greater

1* David Hume in ‘Political Discourses* quoted by JC.B.fllebyl la ‘studi 
in the classical Theories of Money* flew fork 1946, p.46.

2. D.Hume in Assays* moral , political and! literary* quoted shidi lb 
page 47*
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the command, over productive resources that they could secure. She new

type of consumer^ i.e. the Industrial wage-earner, was no longer O&r able
to supply his needs out of the product of his own labour. He was require)
to purchase almost all his needs by means of money and the importance of
commodities on the market to the consumer lay in their prices. Money in
the developing industrial, society was no longer a passive means of
exchange • It provided strong stimulus to trade and economic activity 

1in general!
She volume of exchange transactions in the new industrial socle 

considerably increased. For carrying out this large v&urae of the exchange
v,of goods there hi so arose a need for an equally large volume of money. 

She producer needed money to purchase raw materials and to pay wages to 
the workers employed in his factory. The supply of precious metals fell 
short of the requirements for l&gtA liquid capital. She volume of the 
means of pjyment had to be increased. Shis need for a larger volume of 
the means of payments was supplied by merchant bankers in gagladd. They 
issued notes on their siown credit in favour of producers, fhese notes 
were readily accepted by the public because the merchant houses were

p ibetter known? fhis marks the early beginning of using bankers* debts
as a means of making payments. After the centralization of note issue
by the Bank Act of 1844 in England, though the system of issuing notes by
individual bankers was abolished, the system of using bankers*promises
to pay on demand for making payments did not vanish. On the contrary,
with the increasing enormity and complexities of exchange, the bankers*
debts or bank deposits became more popular as means of making payments
than even legal tender, fhe preponderating use of this new type of monejc
namely bank deposits,considerably minimised the need for hard cash. Por,
the banker was not required to redeem all his debts at a time. He,
therefore^required only a fraction of his deposit liabilities to be
maintained with him in the foxm of cash, fhe result of this system was
1. J.viher ‘studies la the theoacy of International $rade* 192?,p*36.
2* K.H.Mebyl. 0p.Cit.p.20.



thats; the volume of mousy (which how iucludd both cash and hank deposits 

became considerably unstable. For, a small rise or fall in the cash 
reserves of the banker was capable of bringing about several times 
larger corresponding rise of fall in the volume of bank money.

©pro important consequences followed from th&se two products of 
the Industrial devolution via., the change in the mod© and organisation 
of production ends the emergence of a new type of money l.e. bank money* 

In the first place, the capitalistic system of production divided the 
income-earners into two broad income groups as those with contract&al 

Incomes and those with fluctuating incomes. When all incomes are fluc­
tuating, changes in prices conseqent upon the changes in the quantity 
of money will induce corresponding changes in almost all incomes. But 

when certain incomes are contractual, l.e. fixed by contractions other 
incomes are fluctuating in response to changes in prices, fluctuations 
in prices have different significance in real terms for different level! 

of incomes. In the second place, as the fluctuations in the volume of 
money at times proved violent due to the preponderance of bank money, 

they judge jade induced corresponding fluctuations in prices with equal 
violence.

$hese two consequences of industrial revolution have Important 
bearing for monetary management* Abnormal changes in the value of money 
have to be avoided, for , they bring about a redistribution of wealth 
the ultimate effects of which,some time,prove catastrophic for society* 

A fall in the value of money or rise in prices benefits the producers 
whose money incomes rise. As a result, their command over real resources 
far increases, while,those incomes which are fixed by contract suffer a 
fall in their real value. Quite the opposite happens when the value of 

money rises or prices fall. But even in this case,the wage-earners as 
a class may suffer. For* their employment is enditioned by high busines 
activities, which in their turn are dependent upon expectations of 

profits. Falling prices considerably reduce these expectations and,



observationstherefore business activity in general slackens. It follows from these/ 
that changes in the value of money are important to society. For, they 
produce vast social consequences especially when they are abnormal 
sudden. This is because when the value of money changes it does not 
change equally for all persons and for all purposes!

However, changes in the value of money at all times should not 
be condemned. They some times exercise salutary influence On business 
activity, Thus, a small rise in prices brought about by increasing the 
quantity of money improves the expectations of pr of its whereby business 
-men are Induced to expand their business undertakings. This results in 
an increase in output and employment. Shis indicates that money in a 
monetary economy can be used as a potent Instrument for economic mobil­
isation, for, it provides a strong incentive to work and enterprise. All 
individuals are Interested to a large extent in monetary gains and they 
try to avoid monetary losses. Wage-earners can be made to exert them­
selves more by offering,to them higher wages though some time the gains 
from these may be quite iMnagdottcti illusory. Entrepreneurs are also 
interested in money profits • They are instCB induced to take business 
risks when prices are rising. Money can be used as^strong force for 

increasing production and employment. In spite of this its use should 
be made with great caution . For, relying on the benevolent effects of 
money on production and employment, if the monetary authoritiy increases 
its quantity beyond limits, such a policy is likely to be followed by 
unfavourable reactions on the body economic. For, though such a policy 
may excite the body economic to greater activity this excitement would 
be a morbid excitement stimulated largely by a concentrated intoxicant 
of money profits. It is therefore bouna to be succeeded soon by 
equally morbid langour. For, the abnormal rise in prices that is 
inherent in this policy, considerably reduces the real consumption of 
those whose money incomes do not experience a rise so as to be

1. J .fl.Keynes* *A Tract on Monetary Heform* 1923* p.1.



commensurate with the: rise in prices* She prosperity of community 
ul t imat ely(dipends upon real consumption, for, the ultimate ^purpose 
of all production is that whatever has been produced should he consumed. 
Ihen real consumption does not risej the prosperity brought about by 
money comes to a standstill and,, after a brief interval of time* suffers 
a catastrophic reversal!

Money^ as it began to function in a complicated industrial 
societyj no longer remained only a passive means of exchange* Changes 
in its value exercise a strong influence on production and distribution 
of wealth* Such changes,therefore,have to be regulated by properly, 
managing money so that highest possible real national income an 
equitable distribution of this Income may be secured*

Money «» a Veil ? .

fhe above discussion points out that money is not only a passive 
instrument the use of which only facilitates the exchange of goods* It 
cannot be called only a veil that shrouds the real nature of exchange* 
In a monetary economy when people hold money with them, they hardly do 
so with a conscious understanding on their part that what they hold is 
only a means to an end and not an end in itself* ffais Is because.,when 
money becomes ant. instrument of storing wealth Or of settling debts, 
we take into consideration essentially the dynamic character of monetary 
economies^'economies in which the expectations of future exercise a 
strong influence on the present situation*A society in which money 
functions only as a medium of exchange is only a barter economy from 
which inconvenience due to want of double coincidence is removed* such 
a society is a static society in which the expectations of future do not 
influence the present. .........

She importance of money in a dynamic economy, as geyens has 
rightly observed, essentially flows from its being a link between the 
1., K.H.iJiebyl. *What rights should the holdemeof money have1?* A*3>.E*

Hay 1947, p.302. :



' 20present 'the future• No possible economic anticipations about future
oan be free from uncertainty and holding of money balances is meant to
remove or much reduce this uncertainty, The future trends of prices and
income cannot be ascertained with any exactitude because they are the

i . 1 J i
result of the interaction of innumerable individual decisions. In an

’ ' i ^ ’economy without friction3where everybody oouldforesee with perfect
certainty his tastes, incomeyfuture prices and the dates as well as the

tP *
siae of his purchases, no body would keep a cash balance! In such an
economy, though money would be retained for sometime in the form of cash^ 
, it would be earmarked for some future definite transactions. Demand 
for money in this case wouldla be only a derived demand and money, there­
fore, wouia^ have utility of its own. But,when money balances are held 
not for any pre—determined purpose, money obtains utility- of its own for 
all practical purposes* When money has got the utility of its own, dement 
fox money is competitive with thatfor other goods or, saying it the 
ether way, one has got to exercise a choice between money and other 
goods* Shis is nothing but the general theory of choioe which is applied 
whenever the choice is between alternatives that are capable of quanti­
tative expression* As money becomes substitutable for other goods, it 
woul^also have a marginal utility of its own for, substitution between 

goods can take place only at the margin*

1.2*

4*

G.T. p.293* ’ . :
m da moram mfcam P.N.Rosentein Rodan ’The coordination of the General 
theories of Money and Prices* Economica New sertes, August 1936 p*
It is true that ’whenever money is valued by any body it is because
he supposed it to have a certain puxchaing activemoney cannot have its subjective value independent oi its objective
exchange value. (See ludwig Von Mises**The Theory *eSatiJn
1953 p.99>* But this view does not properly take into consideration 
the dynamic character of a money economy. In such an economy molding 
of money satisfied the want for certainty and convenience just as 
any other economic good has,the characteristic of satisfying a want. 
As money satisfied this want*the demand for money is not a derived 
demand only'b^V it can he said to have utility of its own as other
goods have. «J.R.Hicks *A suggestion for simplifying the Theory of Money**
Eoonomica Vol.AI•No s.5S-8. P*
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Demand for Money and Its Alternatives.

Shis leads one to the consideration of how an individual disposes 

of his money income. In the first instance, the money income of an 
individual can he divided into, two parts as one that he uses for purch­

asing his cnsumption needs and the other that remains after meeting 
these needs. This is exactly the way in which the classical writers 
divided the money income of an individual. The part , of income that is 
not spent on consumption is called saving. So long as the part of, in­

come that is saved is held by the Jadfcofe individual in the form of cash 
with him,it represents his damnd demand for money which is competitive 
with his demand fox consumption goods. An Individual will dispose of 

: his money income in such a way that the marginal satisfaction derived 
from spending anti extra unit of his money income is equal to the 
marginal unit of safety and convenience that he derives from holding it 

in the form of cash. But, aecordirgj to the classical explanation as

regards the disposal of money income of an individual, the part that is
' ' ■ \ ...

saved is not held in the form of cashjay the individual hut it is used
for purchasing investment goods or securities which hear a return* in 

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

money is not competitive with;.: the demand for consumption goods* It is 
the demand for investment goods or securities that is competitive with 

demand for consumption goods* Here, therefore* the inxiatt individual 
exercises a choice not between holding money and purchasing consumption 

goods but between the latter and purchasing securities. Demand for money 
as such ha3 no place in this expla-Yibtlon of the disposal of money 

income.
fhe classical explanation,however, is not the correct explanation 

of the disposal of money income. For, in actual practice*whatever is 
saved is not used for purchasing mmiuaiamaai securities by the individual* 

Keyens has made a distinct contribution by extending one step further
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the explanation of the disposal of the money Income of an individual. 

After deciding what amount the individual would use for consumption, he 
has to decide in what form he woul^hold the rest of his income. He will 
have to dacidejin the next instance , whether he would hold the surplus 
of his income in the form of money i.e. cash or in the form of non-cash, 
assests such as securities which hear an interest yield, fhus the demand 
for money has an Important alternative in the form of demand for securir 

ties. In selecting between these two alternatives of holding one’s 
surplus income, one has to take into consideration the relative liquid­

ity of the two ways and their capacity to yield income. Both the alter* 
natives have certain advantages and disadvantages which an individual 

has to weigh against one another. In the first instaoe , money is an 
assett whose face value does not depreciate. A hundred rupees currency 
note remains worth rupees hundred through years (provided the authority 

of the State does not withdraw its legal hacking)• Secondly money 
that is held in the form of cash is readily available at any time in 

future, for, it can be made use of as purchasing power directly due to 
its general acceptability* But against these advantages, there are 
disadvantages too. Money does not bear any yield in the form of interests 
as its alternative-securities- bears* Shis is the point where the rate 
of interest emerges as an important factor in the theory of money* If 
a man is certain as regards the period after which he would be required 
to make payments in cash, he can holc^his money savings in the form of 

securities and can ertfoy an Interest income* She traditional theory of 

the rate of Interest based on psychological time-preference and ab St in­
ane© from present consumption did not take into account the advantages 
of holding one’s money savings in cash or the disadvantages of holding 
them in the form of securities. 2hat is why tiey equated under asmIX

ouconditions of equilibruim Savings and investment* Interest wasK reward 
paid for the abstinanoe suffered by the supplier of saving# As this 

1. General iheory, p*166.
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fW theory did not take into consideration the alternative of holding

.. . ' ; . OOUldsaving in the form of cash, it did/notprovide a correct explanation 
for interest* For, as Keyens, if a man hoards s his savings in cash* he
earns no interest, though he saves just as much as before* Again, the
classical theory presents an aneraalous explanation of the rate of
interest* According to it^greater abatinance on the part of the masApianJ
recipients of income is not rewarded by a higher rate of interest* On
the contrary more savings are likely to bring about a fall in the rate
of interest^for, greater abstinanc® reduces the demand for consumers*
goods this; in turn, adversely affects the demand for savings 4-i*e*.

investment) •
The demand for money and* demand for securities have been 

described by Keyens in his Treatise on Money as two competitive 
alternatives for holding money**5 In his General Theory also he points 

out the same relationship between demand for money and demand for bonds* 
while elaborating his general theory of the rate of interest* Keynes 
has,, however, brought about this correlation between money and securi­
ties more or less in terms of speculation of 'bearishness*
and ’bullishness' of the public. Demands: for cash according to such a , 
representation, would largely be governed by the considerations of the 
interest yield borne by bonds. This may, not be true under all circumsta-

I , , , ; ‘
nces •,For, though the essential difference between money and other 
assess feTfwg springs forth from the difference in their relative liqui­
dity, n liquidity cannot be the sole criterion of this difference. It 
may be true in a large number of cases that the greater the degree of . 
liquidity the lower the interest-yield that, would be borne by an assept. 
But there are assets which are almost as liquid as money and despite 
that they bear some yield in the form of rate of interest* Though such
1. General Theory p.267.
3. Treatise Voi.I. Macmillan gg* 1950*
5* General Theory oh.13*
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assets may bo as liquid as money , they stand at a discount in comparison 
with money proper or they have imperfect 'moneyness* in them. If this 

wore not so, they would not have borne any reward for holding thorn in 
the form of interest yield. This is well pointed hjc out by J.K, Hicks]

If the risks arising out of the default of paying back the amount 
of borrowing and the uncertainty as to the future course of interest- 
rates are assumed to be absent from a, particular type of asset which 
is not money, the rate of Interest borne by such an asset will be pure 
rate of interest. A practical illustration of this is supplied by the 
modern Treasury bill. There is absolutely no risk of default of redeem 
-lug the Treasury bill on par and,as during war-time, when the policy 
of Government is to keep the interest rates pegged at a particular 
level,there cannot be any uncertainty as to the future trendu of
interest rates at least during the short period of three months. Despite 
that, the Treasury bill bears an interest yield. Investment in assets 
like the Treasury bills is perfectly safe and liquid. But, though the 
Treasury bills bear these monetary qualities , they are at a dis­
count * in comparison with money. This is because of two reasons. 
Firstly, conversion of pure money in any other asset involves:a separa­
te transaction. The trouble of undertaking this transaction must be 
compensated by some return in the fora of interest. The smaller the 
amount of money to be converted into a non-cash asset the greater the 
inconvenience and trouble.'Secondly, even if a complete absence of 
default risk may be assumed in the case of certain short term bills, 
such bills may not acquit® the qualities of money.* This is because 
debts of private individuals cannot be generally acceptable as means
of payments as the debts of a monetary authority or those of a banker 
are. This lack of general acceptability in certain assets causes

CWV^Itrouble for investing in them therefore, they stand at a discount 
vis-a-vis money.

1. J.H, Hicks. Value and Capital. II kda. 1948* Ck.XIII and Ch.XIX.
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As the degree of risk of default and uncertainty is increasing, the 

quality of 1 moneyness* in an asset or security declines. The less the 
degree of moneyness in different securities, the higher the rate of 
interest that they bear. Amongst the assets in which a man can hold his 
purchasing power to be used in future, money is the most liquid and 
generally acceptable asset. The policy of Government or private institution 
which aims at reducing the element of risk from non-cash assets, darivestta 
closer and closer towards money.,The opposite polioy would drive them 
to the other extreme. >)

Determination of the Rate of Tnt^a*.
i

Ihile deciding as to in vhat fora they would hold their money 
savings, people have to take into consideration the relative advantages 
and disadvantages of the two alternatives mmawawwrfiin viz., cash and 
securities. If people decide to prefer securities to money, they will 
purchase more securities Shan before and,as a result^the prices of 
securities will rise, tjieir supply remaining the sacTe. 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 demand for them, there 
would be a corresponding fall or rise in the interest yield that the 
securities would be carrying. Ihus, the rate of interest depends upon the 
desire of people to hold more or less money at a particular time. This is 
the explanation of the rate of interest that is given by Keynes in his 
General According to him the rate of interest is the reward
for parting with liquidity fior a; specified period. It is a measure of the 
unwillingness of those who possess money to part with their liquid control 
over it. The rate of interest equilibrates, not saving and investment as 
the classioal theory assumes, but! the desire to hold wealth in the form of 
castor liquidity-preference, with the available quantity of cash.

1. General 0^,
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This way of explaining'the rate of interest differs to a large 

extent from the classical explanation which describes the rate of interes 
as a price which equates saving and investment. The classical explanation 
is based on the demand and supply of capital while the liquidity prefer-

; ,. _ i i

ence theory of the rate of interest is based on the demand and supply 
of money. The demand fior capital or investment* according to the classical 
theory9 rests on the marginal productivity of capital*while the supply 
of capital depends upon the psychological time-preference of people in 
order to overcome which an inducement in the form of interest has to be 
given. This psychologtoal time-preference*i.e. the decision to consume a 
part of current income in fliture rather than at present, gives rise to 
savings* These savings would be demanded for investment when the margin­

al productivity of capital is higher than the current rat© of interest. 
If the marginal productivity of capital is greater than the current rate 
of interest, demand for savings will rise and as a result the rate of 
interest will also rise. But at s fairer level of the rate of interest* . 
supply of saving will increase and this will exercise a downward press­
ure on the rate.of interest. Ultimately, therefore, the rate of interest

‘"V

will rest at a level at which savings and investment are equal.
This theory of the determination of the rate of interest has been

rejected by leynes on especially two grounds. Firstly, as stated before,
>

the decision of not consuming a part,of current income has not strai^it 
away increases supply of savings for investment. A part of income savec 

may be haorded and*therefore*it would have no influence on the rate of 
interest. Secondly, saving primarily does, not depend upon the rate of 
interest* but on income currently earned. The classical theory assumes 
the level of income as given. This particular assumption may not hold goc 
For, increased investment would automatically raise income and out of 
increased income more savings would be effected so that savings and 
investment would be equal irrespective of the change in the rate of 
interest!-
1. General Theory, a.184.
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Keynes contends that not only that there cannot be any discrepancy between 
savings and investment but both these quantities are equal and identical* 
This is because savings represent the difference between total income

currently earned and total consumption expenditure out of this income.
While investment also represents, total current income minus the expenditure 
on consumption. These, saving and investment are equal and identical as 
both constitute the difference between total income and consumption. Sav­
ing and investment for the community as a whole are merely different aspec­
ts of the same thing?1 then there iSjiuaiiaailUBantoj &hmes thusysstabli shed an 

identity between saving and investment, they cannot be the fiffifcntgfflffiaaiig m£ 
determinants of the rate of interest, for, they would be always equal at 
any level of the rate of interest.

Keynes and his followers agree that at a certain level of the rate 
of interest saving would definitely take place and an individual may try
to increase his saving at a higher rate of interest in order to equate the 
marginal satisfaction from consumption foregone to the marginal utility of 
interest-bearing assets acquired. In the same way, businessmen would try 
to calculate the profitability of maiaiaa investment or marginal efficiency 
of capital as Keynes calls it, on the basis of the current rate of interest 
He would try to increase investment until the marginal efficiency of capi­
tal is equal to the rate of interest. But %hat the schedule of marginal
efficiency of capital tells us is; not what the rate of interest is, but

- - - ' .

the point to which the output of new investment will be proved, given
9

the rate of interest1*. ‘Thus, according to Keynes, though saving and 
investment may be influenced by the: rate of interest, they- do not deter­
mine it.

The contention of Keynes that .saving and investment are identical 
and, therefore, always equal irrespective of the changes in the rate of 
interest is based on the peculiar way in which he has approached the 
problem.

1. General Theory, p.63 and p.?4.
B. General Theory, p.184, also A.P.Lerner, Jew Economics n.641.



.9 According to Keynes, during any given period factor costs incurred 

bg the entrepreneurs plus their pfofits are equal to the total income of 

the community. It is, therefore, necessarily equal to the value of the 

output. The value of output is equal to what people spend on consumption 

plus what they spend on investment. This amount of expenditure constitutes 
the income of the community. Keynes then expresses both saving and inves­

tment as difference between total income and total consumption expendi­
ture. This can be true so long as total expenditure remains the same 

so that whatever amount the community does not spend on consumption, it 
spends on investment, -But what will happen if the total expenditure falls, 

suppose, due to a fall in the expenditure on consumption and thereby a 

certain amount of output remains unsold ? Clearly, in ordinary language, 

one would say in this case, that saving exceeded investment. But)even 
herej the Keynesians would say that the equality between saving and 
investment has not d been disturbed. The part of putput that remains 

unsold due to a fall in consumption expenditure or a rise in saving Am 
is nothing but investment which just counterbalances the increase in 
saving} In the above example v&at ordinarily would be described as a rise 

in saving over investment is described in keynesian terminology as a 
fall in total expenditure andjtherefore*in income. The difference between 
the explanation of the relationship between saving and investment as 

given by Keynes and that given by other writers, is only terminological 

and not fundamental. Keynes himself has accepted that the same thing can 
be expressed differently by using his or Prof .Robertsons terminology::. 

Thus he writes; * When Mr.Robertton says that there is an excess of saving 

over investment, he means literally the same thing as I mean when I say 
that income is falling, and the excess of saving in his sense is exactly 
equal to the decline in income in my sense”. **

1. Haberter, ’Prosperity*^ Depression*, 1946, U.fl.p.173.
2. General Theory, p.78.

28



Bat, even if it is proved that saving and investment necessarily 

differ, the first contention of Lord Keynes, that whatever has not been • 
consumed is not iSfinrested and, thereby, cannot influence the rate of 

interest, remains, This is not all. According to Keynes,not all money 
balances that ere hoarded are responsible for influencing the rate of 
interest. Only a part of these money balances that is not used for^ 

purchasing securities, is responsible for bringing about changes in -foe 
rate of interest; Keynes divides the money balances held by an individual; 

(or the individuals»s demand for cash) into three parts based on tfe diff­
erent motives for holding these money balances. Firstly, an individual 
would hold cash for meeting certain transactions whioh are almost foreseen 
for, they may be regularly taking place. This motive is called, the 
transactions motive* by Keynes. Secondly, cash may be demsYufeiVor certain 
transactions which cannot be foreseen blit which may crop up and which, 
therefore,require a sort of precaution on the part of an individual or a 
firm to make provision of cash to meet them c onveniently vdienever they

occur. This is the precautionary motive for holding oash. And 
thirdly, people hold cash for purely speculative purposes,i.e.»for secur­
ing profits from knowing better than the market what the future will 
bring forth*. ^ lhe demand for cash or the liquidity-preference for 
transactions-motive and precautionary motive 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 economic activity and income and 
not upon the rate of interest.

Given these assumptions, the Keynesian theory of the determination 
of the rate of interest, rests on the activities of the speculators 
or ’bears* and’bulls* as Keynes calls them. The whole position can 
be described as follows: On any day there will be a certain amount of 
money in possession of some one and also there will be a certain amount



of securities held ’ey come individuals*' bant® and other financial as well 

as non-finaneia 1 business establishments# This holding of money sM gQ 

holding of securities would be in equilibrium at a certain rate o- 

interest so that at this particular rate of interest no one who'holds 

money wishes to part with money for ggci.itatiocs or vice—ver^a# U6vrt. it th© 

rate of interest rises* some people would try to exchange their cash for 

securities in order to take advantage of a higher rate of interest* Su’fih 

a behaviour on the part of holders of money would cirri?© up the prices of 

securities and hence lower the rate of interest to a level at which no
\

more aonov would bo exchanged for securities# In the same way if the

rate of interest is lower than the level at which peoplesdeimnd for

money and that for securities can be balanced^people will sell ot

socuritios in order to obtain rsore cash and thus would,put up the rats

of interest at a level at winch there would be no more offer of

securities for money and vice-versa. Thus* at any tisia the level ox the

rate of interest is determined by the behaviour of the .speculators and

would rest at a level at which no one who owns securities wants to sell
1them and no one who owned money wants to buy them#

The Keynesian Approach and its Alternatives#;
It- is worthwhile to examine the Keynesian approach in the light 

of the alternative theories of the rate of interest*. One of such alter ns* 
tiveu theories is the classical theory which postulates the rate of intoi

*$&£xswv&

-est as a price which equilibrates supply and demand for saving* The see©* 

alternative theory is provided by approaching the problem from the side 

of the activities of lending and borrowing or supply and demand for
, i

'credit5 or * loans* and viewing the. rate of interest as a price that is 

arid and received for borrowing and lending respectively#

The first alternative, which postulates the rate of interest as a 

uriee which, equilibrates the supply and demand for savings is the ’real1 

theory as against a monetary theory of the rate of interest. This point 

is worth emphasising for Keynes has criticised it on the pointed of 

how 'monetary* savings are disposed of- by those who save a part of tneii

1. ,7.Robinson * Introduction to the Theory of Employment' ,1947 P#57.



current income* Money income according to the classical theory represent
\ . “j

1^r only a command over real resources* Shis command may be used either 
for purchasing consumers* goods or producers* goods* When a community 
saves a part of its current income* it does not consume reaia goods 
available to the full extent of the money income earned* The command 
over consumption goods thus spared may be used for purchasing productive 
resources or investment* But those who spare this command over real 
resources or those who effect savings are generally different fhople 
from those who intend to use these sparedover real resources 
proa* otively* As a result,, the latter set of people who msy be conven­
iently called the entrepreneurs* have to purchase this command over real 
resources from those who have spared it* by paying a price. Shis price 
is nothing but the rate of interest*

If we interpret saving in this way* its role in the economic 
system can be very easily understood* Suppose*for the sake of illust­
ration* that the community decides to effect no saving and spends all 
the Income that is currently earned for purchasing consumers* goods*
The prices of consumers* goodwill begin to rise as soon as the stocks 
are exhausted* The rise in prices will provide an incentive to producers 
to invest in consumers* goods industries* But* for this purpose, they 
will need money (or command over real resources) to purchase productive 
resources* Suppose they obtain necessary funds by borrowing from banks 
or private individuals* so long as there are unused resources* It would 
be possible to undertake investment expenditure without raising prices* 
But as soon as all resources become fully employed, prices will rapidly 
begin to rise indicating an inflationary situation in the Keynesian 
sense* After this stage^no more investment will be possible except by 
’forced saving** That is to say that entrepanours will be able to get 
command over resources only by blddlng^lSai prices* Thus, to make any 

investment possible at full employment without inflation, savings are
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essential* As the classical economists assumed the existence of mi full 
employment* the importance of savings Cannot he over-emphasixed in their 
case* During the time of war or a period in which Government expenditure 
is rising with rapid strides irrespective of the increase::; in the procee­
ds of tarnation the savings drive organised by Government is not intend­
ed to bring down the rate of interest by increasing the supply of saving 
but to make people spare real resources for Government use without, 
causing inflationery rise in prices.

this significance of savings cannot be denied. But the relation 
of sayings to the rate of interest remains still unexplained* At any 
rate it cannot be direct as the classical theory postulates it* What­
ever effect the changes in the volume of savings can have On the rate 
of interest, it will be through the changes in the marginal productivity 
or marginal efficiency of capital:;. Decreased propen­
sity to maraiwm save means increased propensity to consume. If,therefore* 
propensity to consume rises indicating thereby a corresponding fall in 
propensity to save* marginal efficiency of capital will rise* Shis will 
induce the entrepreneurs to pay a higher rate of interest than before. 
'If for leans actually increases,the rate of interest also will
rise* In this sense the traditional theory is correct in attributing the 
Change in the rate of interest to the marginal productivity of capital* 
But whether the rate of interest 4i3twill change at all)or will remain 
steady at the new higher level if it rises to that level) will depend 
upon the elasticity of demand for liquidity* If this demand is highly 
elastic to the Changes in the rate of interest a slight rise in the 
rate will release cash from private hoards and* as a result, the rate 
of interest may not b© able to stick to the new higher lever. Here* 
there Is a vital difference between the traditional theory and the 
theory of Haynes* For* according to the former* the rate of interest 
will definitely rise due to the discrepancy between the supply of savings
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ana demand for them* In the opposite ease of a fall in the propensity

, V ' i

to consume and rise in the propensity to save, the marginal efficiency 
of capital will fall* fhere would he, therefore, a decreased demand for 
and increased supply of savings* According to the classical thaoxy, in 
this case, the rate of interest will fall* hut the rate of interest may 
not fall Af the liquidity preference increases corresponding to the fall 
in the marginal efficiency of capital*

It is some-times argued that the theory of the rate of interest 
hosed on demand and supply of savings does not differ in substance from 
that of liquidity-preference approach . Hr*Oscar Lange has stated that 
*the traditional statements that the rate of interest rises together witl| 
the marginal net productivity of capital and vise-versa and that it 
moves in the oppo sit ^direction td the propensity to save* can he shown 
to hold good even under the liquidity-preference approach to the rate 
of interest*1 Mr.Lange* s contention rests on a special condition that 

liquidity preference is determined by the level of income rather than 
by the rate of interest.* His ‘^uae^ runs some what as follows*

/When the propensity to save increases the marginal efficiency of capital 
is adversely affected* As a result investments! will fall followed by 
a fall in the level of income* The latter is enhanced by a fall in the 
expenditure on consumption. Ihis would cause a fall in the liquidity 

. preference on income account • fhus reduced fox demand for liquid 
capital (i.a. money ) due to a fall in investment and increased supply 
of money due to a fall in the liquidity preference on income account/ 
both together exercise a downward^ pressure on the rate of interest, 
fhe some result follows even according to the traditional theoxy when
the marginal productivity falls and savings increase* fhls^a^^^ot of

a& ’
Mr.Lange msy be correct so far^his special condition goes* But one can­
not stop only here in tracing the effect of the fall in the liquidity

O.Lange.*2he Bate of Interest and Optimum preference
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preference on income account. One should also take Into consideration 
the interest-elasticity of the demand for liquidity. For, according to 
Keynes, it is the interest-elasticity of the demand for liquidity rather 
than its income-elasticity that is important in the determination of
the rate of interest. If we taken into consideration interest-elasticity

-H'l-e

of demand for liquidity, -the similarity between Keynesian approach and -a 
traditional theory can be drawn only conditionally, as frof, Haberler has 
shown. When propensity to save increases, the rate of Interest will fall 
only if the people direct the money (not used for consumption ) simul­
taneously to the purchase of aecuritiieal Or, to put it in other words, 

the effect of increased saving on the rate of interest will be &ust 
according to the classical representation if the interest elasticity of 
the demand for llqldity is less than unity. It may be assumed that, so 
long as the rate of interest does not pome down to an abnormaLy low 
level (e,g, well above zero) , increase in savings will be used to 
purchase^assets and this will bring dovmx the rate of interest, fhls is 
because beyond the point of convenience and security, it will not be 
worthwhile to hold curren&t having in the form of cash. For, the 
moment an individual has effected saving, he has to think of the loss 
that would be caused to him if he keeps the balance idle with him* wdien 
the marginal rate of satisfaction in the form of convenience and secur­
ity derived from holding money i© less than the current mtfrate of 
.interest, Thus, it may be concluded that absence of any fall in the 
rate of interest,despite increased propensity to save, will be realised 
only under the special conaitions of infinite interest elasticity of 
the demand for liquidity • Infinite elasticity of the demand for
liquidity will be possible only at a very low level of interest,

-preference .....Keynes's liquid!ty/theory of the rate of interest, ascribing infinite
agataisd elasticity of demand for iHidtyliquidity is ,therefore, only a
1. G.Haberler «fc 'prosperity and Depres3ion*0p,Git. ,p,216.
2, J.R.Hicks. 'Mr.Keynes and the Classics' in Readings in the Sheory 

Of income distribution. A.3.A.1946, p.467.
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Alimiting oase* or a * special theory* ana not a * general theory* of 

interest® - . :: | ^

But* even if we may think for a while that Keynes’s theory is 
only a limiting case, the Idea that the rate of Interest may not rise 
despite increase in the marginal efficiency of capital and fall in the 

propensity to consume or may not fall at all in the opposite situation 
*ls original and is of considerable theoritlcal interest*^. Sven if we 

accept the view that the effects of Changes in savings and marginal 
effeicieney of capital on the rate of interest are generally similar 
hoth under the Keynesian theory and the classical formulation except & 
under the speoial ease, of infinite-interest elasiclty of demand for 

money, Keynes's theory provides a hotter explanation of the rate of 
interest, fhis is because Keynes’s theory is not surrounded by unnece­

ssary provisos and conditions* Keynes has clearly pointed out that ’what 
matters is hot the absolute level of the rate of interest but the degree 
of its tirarsigm divergence from what is considered a fairly safe

' f -

level of it, having regard to those calculations of probability Milch 
are being relied on’*. 3Jhe first such calculation of probability will 

be about the stability of interest-rate policy of the monetary authority. 
If the monetary authority declares its will to stabilise the long-term 

rate of interest for a fairly long period to come* the next calculation 

will be as regards the ability of the monetary authority to maintain 
its declared policy in view of certain economic forces working in the 

opposite direction. Here, a number of factors will influence the Jaekaxiaor 
hfhaviour of the holders of money such a3 the movement of the short­
term rate, the trade activity in general, the trends in the balance 
of payments, the relative movements in the yields on equities and bonds

1* Q.Lange.Op.Git.»pp,176-177*
2* J.R.Hicks. Op*Cit«, p.4"68.
3* G.Haberler* Op.Git., p.219. :
4* General fheozy* p*,291*

“ i
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etc,» including; Government policy in general. Amidst all these influent 
ces, if the rate of interest falls as a result of a rise in the propens— 

ity to save and a fall An the marginal efficiency of capital , it would 

he more correct to say that the holders of liquidity have thought the 

new lower level of the rate of interest fairly safe taking all the cal- 
eulation^of^probability into cnsideration and,therefore, they parted 
with^iiapiiiky• fhough,here,the classical theory can as well provide an 

explanation for the fall in the rate of interest, it can do so only so 
long as the holders of la^idity consider the new level fairly safe.

Given the quantity of money the psychological reactions of the 
liquidity holders to a change in the rate of interest under different 

economic situations are mte very important in the determination of the 
rate of interest at least in a Short period,during which technoligical 

changes etc,, are not intervening. It cannot be denied that Keynes made 
a distinct contribution 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 to save out of a given income andjagain out of the 

amount saved how much to hold in the form of cash and how much in the
' • ’ 1 • ( 1 1 . v

form of securities, it is the latter type of decision that needs empha­
sis and not the first! in practise, though, some time,it may be that 

all savings may be converted into interest-bearing securities, the 

theoritical explanation of this can be given better in terms of the 
liquidity-preference theory rather than in terms of saving, and invest­
ment fckeoV^ (J >C •VW. ■ &cv\

P^mand and Supply of Gredit and The Rate of Interest.

: She second alternative to the liquidity—preference theory of the 
rate of interest as, mentioned, before, is the theory of demand supp­
ly applied to credit or loans. Shis theory describes the rate of intere 

—st as the price which results out of the inter-action of these fources

1. L.R.Klein •SEhe Keynesian Revolution* London, 1950, p*123«
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of supply and demand. In a sense, the action of extend*^ loans or 

credits does involve parting with li^uidit^y. But this explanation of 

the rate of interest carries ua to a special type of market,namely, 

the credit market. When we takers into consideration the transactions 

of credit makakmarket, we are tempted to ask certain questions such 

as ; Why do people supply Credit ? - clearly because they get a price 

as the seller of any goods gets a price for supplying it. But why is 

there a demand for credit or loans and an offer of higher or lower 

price for them ? There isfca demand.for loans because those Who borrow 

expect a return from the use of the proceeds of the Iona • If they 

expect a higher maxmarginal return from the use of the loans, they would
, til® ca

be ready to pay a slightly higher price or interest for hix/loans. In

the opposite case they would borrow at a lower rate of interest. If the

marginal rate of return that is to result from the use of the loan is

expected to rise, the demand for loans would increase. This rise in
demand for loansj other things remaining the same, would raise the

rate of interest. But if the supply of loans increases corresponding to
the rise in the demand for them, the.rate of interest may not rise

and may perhaps even fall. Hie above description provides a simple -

explanation of what happens in the market of funds which are currently
to be loaned, out and currently to be borrowed*.

' . loanable
It is worthwhile to. consider this ianadais^funds theory or the

•market supply and demand method.* of the explanation of the rate of

interest especially from two points of view. Firstly, it is worthwhile

to consider whether there is, any fundamental difference between the
two rival approaches namely; the &kxuwk Keynesian theory and the loanable

funds theory * and on this account, whether both u can be reconciled.
Secondly, it should be clarified whether two formulations provide

an explanation of the same level of the rate of interest or the differenl
levels.
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It Is contended that the fundamental distinction between the 

two theories is that the liquidity-preference theory essentially deals 

wxth stocks (i.o, stocks of money and stocks of claims) while its rival 

theory deals with flows (I.o. flow of mama^ new credit and flow of new 
claims) . This contention is not correct looking to the way in which the 

expositors of the loanable funds theory have described the demand and 
supply of loanable funds, Prof.Robertson, one of the famous expositors 
of the* theory*has described the supply of loanable funds ’which people 

are willing to put on the market* so as to include not only bank loans 
but also the sdpply of da funds from stocks of savings or net dishoard­

ings along with the flow of current savings. Similarly, the demand for 
loanable funds is constituted by the demand not only for new capital 
investments but also for fundee to be placed in stores? Bertin Ohlin, 

another loanable funds theorist}has taksn into consideration the demand 

and supply of both new and® old claims which he calls, gross demand and 
supply of claims? Shu a, the exponents of the theory have taken into 

consideration * flows* of new claims supplied and demanded along ffcLth 
the changes in the stocks of the old claims. According to these theorists 

the rate of interest is the result of the interaction of demand and a 
supply of claims. Bemand and supply of cash is part and parcel of this 

market of claims and the rate of interest that results out of the 

complex working of the market forces is naturally Influenced to a certass 
in extent by the demand** and supply of cash, This is well brought out 
by Ohlin. Thus he writess "if goes without saying that the interest 
rates existing at any given moment fulfil the condition that they make 
people willing to hold as cashp the total amount outstanding. But the 
same is true of all other claims ands assets .... The market for cash ^ 

has no key position in relation to other markets.... It is simpler

1. I».R.IClein,0p.0it.#p.121.
£*5i??bertson# Sss®ys in Monetary Theoiy. London, 1940, p.3.

3. B.Ghlin, ’Some notes on the Stockholm Theory of Savings and Investment 
in Reft Readings in Business CyeleVTbeory.Op.Cit., p»1T2*
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and clear to ask directly what sums people want to hold in form A 
(1*e. cash) rather than in B (or bonds) in a certain price situa­
tion and with certain expectations! e.g. , with a certain constel- 
lation of Interest rates, share prices etc*"

Shis sort of description of the demand and supply of loan­
able funds and envisages the same level of rate of interest which 
determines the price of loans oT credit and also the price which 
is to be paid for parting with liquidity or cash, both at a time. 
The difference between the two approaches is one of emphasis* Which 
-ever way we may choose we are led to the explaation of the sane 
level of the rate of interest* The loanable funds theorists espe-

~~ ' Jdaily point out to the forces of productivity (i.e. real forces) 
that work behind the demand for loanable funds while the liquidity 
-preference theariissts draw our attention especially to the pscho-
logical motives for the demand for cash* Both the methods may be
called perfectly legitimate* The choice between them is purely a

2matter of convenience.

1* Ibid p*113* Mr. A.P.Berner has presented a similar formulation 
which takes into consideration both the stocks aftd flows of mon -ey and securities* The demand for money for liquidity purposes 
is added to the demand for finds for investment purposes. The 
supply of savings is added to the supply of bank loans* The agg -regate demand for credit (Investment plus liquidity-preference) 
and the aggregate supply of credit (saving plus new money by ba 
—nk loans) are equated* at a. single level of the rate of inters 
-at* A*J?*I»erner 'Alternative .Formulations of the Theory of Int­
erest' • In hew economics Sd. S*S.Harris,1952• London p*637*

• ' * _ - s
2* J.iufiicks. Value and Capital, p.161. Prof#Hicks has approached 

the problem in a different way. He has taken a system of certain 
number of prices wherein each one of them is determined by the equality between the demand* anc^supply of respective 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 different commodities. 
How, 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 given, 
the equation of supply and demand fof cash would automatically 
follow* along with the price i.e. the rate of interest;. Simil­
arly, the rate of interest would equate the demand and supply
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Both the theories in^y be accepted as correct but what is 
important is that they tell us only half the story* Hone of them 

, thoroughly explains how the rate of interest is actually determi 
~ned looking to the interactions of different forces* for the pu 
-rpose of monetary management)it is relevant to note who actuall 
-y determines the rate or rates of interest* The liqui&i&y-prefe 
-rence theorists wouldr, say that it is determined by the holders 
of cash. But it may be further asked as to who are these holders 
of cash* There are institutional as well as ixixit* individual ho 
—lders of cash and securities* Amongx these, it is most relevant 
to assign the actual leading role in the determination of the ra 
->te of interest*

In the present financial system, banks occupy a strategi 
•c and important position* The behaviour of the banking system 
as the holder of cash and securities differs from that of other 

N holders of cash and securities* for explaining the determination 
of the rate of interest in actual practice)it is necessary to exa 
•mine the correlation between the behaviour of the banking system 
and that of non-bank holders of securities as a reaction to an 
initial change in the rate of interest* A bank has with it at any

(foot-nbte; 2 p* 3ft contdjf
of loans when the deaand and supply of cash are given* The defect 
of this i general equilibrium approach of Hicks is that the rate of 
interest cannot be explained if some third equation other than 
those of cash and loans.is unknown* According to Hicks's represen 
•tatlon, either the equation of cash or that of loans should Only 
be eliminated in order 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 simultaneously• However, Hicksf s approach 
comes very near to 0hlln,S)for, both point out that taking either 
the demand and supply of loans of those of cash the rate of inter 
•est that results is the same and)therefore, it is immaterial which 
particular way is chosen for explaining the rate of interest*



time assets bearing different Interest yields and also cash some of 
which forms the legal reserve requirements against its deposits 
liabilities* A banker arranges his assets of varying degrees of 
risks and atari ty in such a way that the marginal fleatascfluB rates of 
return on different investmentsiare equal* Shis ordering of the 
assets-strueture of the banker is not a sort of permanent arrange­
ment* Shuffling in the bank*s assets is taking place from time to 
time for, the banker always tried to secure the most advantageous 
position by bringing about necessary changes in the quality and 
quantity of his assets in response to changes in the eranagatia 
economic situation* lhis sort of behaviour is displayed by even 
Individuals who have to exercise a choice between cash and securitJhr 
-es under changing expectations or, probability calculations* But 
a banker’s position differs from that of an ordinary individual, for, 
a banker has not to make a choice between cash and securities as 
such but between one type of securities and the other* This will 
be clear from the following representation*

It is worthwhile toask as a loanable fends theorists would
>' t V " ■ ‘ \ ........do, as to why a bank reshuffles its assets from time to time* Shis

seemis because some investments fcty/tnore advantageous than others* This 
relative attractiveness of some 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 for short-term credit increases, the 
short rate of interest would, go up* This rise in the demand for 
short term loans and consequent rise in the short term rate of 
interest is brought about by an increase in the marginal producti­
vity of loans. This is the position that is taken by the loanable 
funds theorist** The effect, of the increased demand for loans due 

to rise in marginal prodetivity on the rate of interest cannot be

1. D.H.Eobertson, Op.Git*, p.11.
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denied even by a liquidity preference theorist*
Jut the loanable funds theorist should not stop with this primary

secondaryeffect only* He should exaine the/aaggndry effects too as the liqui 
-dity preference theorist insists upon. It is here that the behavior 
of the banks emerges as the most important factory in the determin­
ation of the rate of.interest* The drawback of Keynesian theory 
lies in the fact that it does not properly distinguish between the

i

diffsxxjEdr two different sets of holders of cash and securities 
namely^the banks and the non-bank public, plearly, the first impact 
of the rise in the demand for loans and consequent rise in the short 
term rate of interest falls upon the banking system* Banks are 
essentially short .term lenders, .and the banking system as a whole 
constitutes a special mark* market in which the effect of the inrea- 
3e in the demand for loans is first felt. She non-bank lenders upto 
this stage are generally out of the picture. Shea the short-term 
rate of interest rises,the banks may not part with cash as such 
(e.g. they may be fully loajadd up and they may hot have extra cash 
with them to fall, upon) but they may liquidate other long-term 
investments in preference for short term loans! As a result, the 

prices of long-term Government securities would fall or the long 
term rate of interest would rise. Now the speculative holders of 
cash will forthcome and purchase the securities unloaded by banks. 
3!hese are the transactions largely in stocks rather than in flows 
but they have been initiatec^y changes in the flows of demand ana 

supply of loanable funds. If the holders of cash go on purchasing 
securities as the banks sell them offj the long term rate of interest 
may not rise and as some liquidity preference theorists would argue, 
it may even fall if the hid holders of cash at once try to unload
large amounts of cash with them for purchasing securities? This,
1. Shis is well illustrated by the post-war experience. Thus in 

India the banks liquidated Govt, securities when the short term 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, cannot happen. For, If the prices of securities do not
fall, there cannot be any incentive for buying securities. This is j 
because the aggregate demand for money to satisfy the speculative 
motive usually shows a continuous response to gradual changes in 
the rate of interest, The hanking system can purchase ox sell bonds
in exchange ofor cash only .by bidding the prices of bonds up or

• ■ - by
down in the market Ug^modest amounts* The banks would soli secu­
rities at lower prices until the long term fate of interest rises 
above the short term rate sp as to condensate for the risk involved 
in long term investment, The banks will stop selling securities 
as soon as the margin between short and long rates becomes accep­
table to thewfoeaks. At this hew higher level of the long terra rate 
there would be no more purchases and sales of securities. One can 
now ask the questions How has the long term rate been increased ?
She loanable funds theorist would say that it has been raised due 
***-~to an increase in the demand for loans while the liquidity-
preference theorist wouldsay that the long termixoxa rate rose

. : liquidity- ,because of the changes in the preference of the holders
of cash. Xn fact, it is better to say that the new levels of

/ - • * ^short term and long terra rates are the results of the preferences
, , r , ' , t . \Of the banking system. In the case of banking system* it is both 

flows and stocks that are important. She banking system strikes 
a balance between the influences and of flows and stocks*

Thus, the rate of interest is determined by the preferences 
of the banking system. These preferences are not essentially those 
for securities against cash or vice-versa* but for one type of 
assets against other types. At no time the rate of interest can 
be explained without lafcsg taking into consideration separately and 
independently the behaviour of the banking system. This is well.borne 
out by the experience in several countries in the post-wax period.

1* General Theory p.l& 197.

i
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As for example, In the G.s*» when the short term rate of interest 
rose, banks* preferences for short term assets increased and they 
began to unload Government securities the yield rate on which would 
have risen but for the Government policy to maintain the prices of . 
Government securities*, ■ „

fhis is a theoritical explanation as to how the rate of inter­
est is determined in the, present financial context* In actual practice 
at a particular, time, there may be innua@erable other factors which 

would influence the behaviour of the bankers and other holders of 
securities, but at all .ta&?'ikxi* times , the influence of the act­
ivities of the bankers would be dominating* Again, there, are innumer­
able types of assets with varying degrees of yield and it is difficult 
to provide a preciselytheoretical explanation for the fluctuations 
in-them. •

V.

Prof.D.H.hobertson has pointed out the importance of banks
as ’performing the primary, function,of fcafei banking i.e* lending
■febar jsrtrmavy money to the people who want to make productive use of it^* 
hut it is necessary to examine the effects of the lending ^.operations
of banks on their assets-structure. In this respect Prof.Ohlin* s
approach is sounder, for, he has given importance to the supply and
demand for assets* Again, as Mr .A.P.Lerner has well pointed Out,
the emphasis on the asset side also diminishes the danger, (which
is quite considerable if, like Keynes, we look only on the money
side) of overlooking the effect of changes in the total value of other

. , ' , • . (
c\assets, on the rate of interests Prof* Ohlin seems to have Just

struck the relevant note when he writes?2ha% the theory of interest

.should take into consideration the .’analysis of the markets for
claims and other assets, where their prices and thus, the rates of
interest are determined. This includes£ the phenomena of credit
1. p.H.EObertson 0p.Cit.,p.12 and p.24. Prof.Eobertson has referred to 

the strategic role of1 the banking system in influencing complex of 
interest rates in this * hanking Policy and Price level * • fhus, lie

r < '
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of credit policy >y banks e*g. ©pen market operalioasV But lie has not 
clearly brought out the significant role of the banking system as a 
strategic faotor in the determination of the rate of interest* Banking 
system has been enumerated by him as one among several other factors 
that affect the demand and supply ael and price of bonds?

Share are especially two reasons why the banking system should 
be ascribed a determining role* .Firstly, as stated before, the demand 
4of short term credit is directed to the banking system and hence it is 
the banking system which is required to weigh the advantages of hold­
ing one type of assets against others, i’he impulse s^that m& are thus 

released by the banking system spread out to the other parts of the 
finantxal market wherein each one of the individual may be taken as 
a son; of banker* secondly)the significance of liquidity is not the 
same for the banks and other li^idity-holders. In the case of banks, 
the choice is not always to be exercised between cash and non-cash 
assents t as; it is generally true in the case of individuals* A bank 
in a given situation has to chooee between alternatives of hold- 
in^ less or more liquid assets. Shis would be very clearly understood 
if we take into consideration the whole logic of monetary management 
as based on the changes in the bank reserves* When the Central, Bank 
■brings about an increase in bank reserves the • banks have to lose , 
interest on the idle cash which is in excess of what is, dsmasat deemed 
a safe level of reserves. She banks will not wait till the rate of 
interest rises as it can be generally expected in the case of private 
individuals • 'they would readily purchase securities, especially short

(Foot-note 1 page 1$-^- contd*)
maintains that a change in short-rate causes chag.es in the 

long-rats also and thus a new balance is brought about between the two 
mainly by the banking system. (Banking Policy and Price level , P*S* 
King & Son London, 1926 ,p*9)*
1* B.Ohlin Op.Clt., p*113*
.2* Ibid p.111* ,
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purpose of iucreasing the bank: reserves would be realised. If the
! .banks do not exchange their increased cash resources for Interest- 

bearing assets until the rate of interest has risen, the policy of the 
central bank would have no effect.,,

Keynes has referred?in his treatise on Money, though indirectly, 
to the importance of the banking system la the determination of the rate 
of interest. He writes: * fhe price-level of investments as a whole and 
hence of new investments is that price-level at Which the desire of the 
public to hold saving-dpas deposits is equal to the amount of savings* 
deposits which the banking system is willing and able to create*3 But 

elsewhere after the publication of his General fheoiy he has recognised 
categorically that it is the banking system and not the public that 
plays a strategic role in the determination of the rate of interest, 
fhua he writes: " 1'he banks hold the key position in the transition 
from the lower to the higher scale of activity. If they refuse to 
relaxj the growing congestion in the short term loan market or of the 
new issue market as the case may be will inhibit the improvement,

' il ’

no matter how thrifty the public proposes to be out of their future
p ■ •’income." In his General Theory,too, he has expressed the view that

•the complex of the rates of interest would simply be an expression 
\ 7:' ' ■Of the terms on which the banking system is prepared to acquire or

* ’’ ,

part with sS: debts' • But while developing his General Theory of 
Interest and Money, he has nbt taken into consideration the domina­
ting role of the banking system. This may be because s Keynes in his 
General Theory essentially explains the’nature* of interest and its 
relation to money as against the * determination* of the rate of

1# treatise Voi.I, p.14-3*
2, jr.HUKeynes *Hx-rAnte Theory of the Rate of Interests E.J.Dec. 1937 

j>.663.
3. General Theory p. 203.

' s * . 11
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interest* But it is one thins to explain the nature of a phenomenon and
r

it is quite another thins to show how It comes into actual Being* Our 

preference for liquid Balances tells us about the basic nature of 
Interest and the psychology underlying it but it tells us very little 

about the determination of the rate of interest in a real market for 
loanable funds and still less about the complex: of rates tinder dynamic 
conditions* Beynes? a theory is perfectly, logical as a theory of*nature

: * ‘ ' vV ,.

of interest but It is not. certainly a theory, of the determination of 

the rate of interest* Fox explaining how the rate of interest is 
determined in actual practice, one has to draw his attention to the 
preferences of the banking system* J3o one would deny that in the con- 
text of present financial organisation in ar$r individualist society, 

where a substantial part of total 3tock of money and other assets is 
control by the banking system, it is the behaviour of the banking system 
that dominates any other individual behaviour in the case of financial 

transactions*

Money and its Management* , .

She decision of the public as to in what form it would hold its 
liquid monetary resources at'its command is very germane to monetary 

management* If the public decides to hold them in the form of cash) 
the rate of interest will rise which would have adverse effects on 

marginal efficiency of capital* Investment, may shrink as a consequence 
and the level of employment also may go down* If the public decides to 

be less liquid and purchasesmore securities,the rate of interest would
, 1 «. * i

go down which would improve prospects of borrowing and investment*
•_ } i

Mae in investment: would raise the level of employment and general 

economic activity* Ihus, the liquidity preference of the people hsx* 
has got important bearing on employment. and-.; general economic activity 
through changes in the rate of interest. ‘ ’

1* Bhabatosh Butt* ^Interest and Complex of freferences11» I*»T*B* 
Vol.XIX 1938-39, p.4-99.



She most important factor that influences the decision of the 
public to be more or less llipaid is the expectations of the public as 

to the future course of interest rates.If the rate of interest is 

stabilised by the monetary authority for a long period to come, expec­
ted fluctuations in the rate of interest will no longer be able to 
induce changes in the liquidity preferences of the people* 23a© monetary 
authority or the central bank of a country 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 
interest rises in consequence, the central bank can counteract this 

, rise', bt^ putting more cash at the disposal of the banking system*

As the banks are skuam prone not to keep more than necessary cash with
them, they woul^be at once induced to purchase securities that the 

public is not ready to hold* As a result^ the prices of securities would 

not fall or the rate of. interest will not rise, hut it is contended 

that if the level at which the; monetary authority desires to aiabhixe 
sfcke* stabilize the rate of interest is not considered to be a safe 
level by the public, the preference for cash will still continue
and as a result the policy of the monetary authority may become

1 : 'ineffective.
Shis cannot be the impasse if the central bank is determined 

to maintain the rate of interest at a lower level at any cost* For,
then. } the speculative holders of cash cannot expect a higher return
on their investments* In this co at ext > whatever rate of interest they 

be, a sort of rent, for, otherwise, idle cash would ha 
would^earn by purchasing securities would-be yielding no Income at

all* if there is no reversal of the policy of the central bahksthe
2psychological resistance to.low interest rates cannot persist*

Despite this, tnere is the possibility of fluctuations in the.

1 * J.M.keynes, General Theory, p*203.
2. H.S.iSilis ’Monetary Policy and Investment*- headings in Business 

Gyels Theory, Op.Clt,, p*415* .

48



40 49
liquidity-preference of people* For, though the monetary authority may

)

become successful in stabilizing the rate of interest (l.e. the yield 

on any one representative security, e*g* ,Government bonds )j it is 
difficult fox it to stabilize the rates of interest or the relative 
yields on different sets of securities including equities* It may be 

that the monetary authority, may be able to stabilize even relative 

yields in the case of a large number of. assets by F.&eallng, both ways 
on specified terms, in debts of all maturities! Such a policy has 

been described by Keynes as*the most important practical improvement 
which can be made in the technique of monetary management!

Ho doubt such a policy would directly influence the complex 
of rates of interest and the cash-holders, after having once settled 
down to a particular preferatial position,would have fewer opportuni­

ties for securing a better one. fhe relationship between the complex
2of rates of interest gftd the ,qsai quantity of money would be directi

However, one cannot subscribe unscrupulously to the probable

efficacy of such a policy in the light of recent experience* In the
post was period, monetary policy has been especially,directed towards
the stabilization of the prices of Government securities in gjaroanEaft
several countries. Such a policy no doubt directly influences the

long ftaaBiffarm ana nmainm aaata term rate of interest at least on
gilt-edgeds and it is not left to be influenced by the belated and

imperfect reactions from the price of short-term debts which was once
objected to by Keynes* But this policy has raised more problems for

monetary management than it can be said to have solved*
‘ ‘ - " !

\shea the monetary authority attempts to stabilize the prices
of debts of various maturities and risks, the difference between money
as such andK non-money assets at once vanishes* She holders of all
assets would be as liquid as they would be if they held money alone*

1* General fhecry, p*2Q6.
2. Ibid ,p*205*
3* Ibid, p.206.
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It is true that this policy will remove from the public all possible 

speculative lndcements to hold cash but it is equally true that the 

public will not be hit deterred from converting its non-cash assets 

into cash whenever it liked to do so. The people may liquidate their 
interest-bearing securities an^use the proceeds for purchasing real 

assets or consumers* goods. She effects of such a behaviour of the 

people are likely to prove inflationary in a period when incomes arc 

rising or are at a high level. In such a periods it is extremely 

necessary to control the quantity of money as the first measure to 

check inflation. But if the monetary authority follows the policy of 

stabilising the prices of whIbh debts of different maturities, it would 

lose all possible control on the 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 Government securities were able to readily monetise 

them,thanks to the monetary policy of stabilising the prices of Govt, 

bonds. This policy contributed to a large extent to the inflationary 

pressure in the post-war period. Againjit is not possible and even 

desirable for the monetary authority to stabilize the prices of 

all types of financial assets, prices of equities at least cannot be 

stabilized with any degree of suooess by way of dealing in different 

equities. In that case it would be easy for the banks and other 

holers of securities to sxla sell off their interest-bearing assets 

without any loss and U3e the proceeds for purchasing assets with 

higher yields or the yields on which are expected to rise. The policy 

as recommended by Keynes, is likely to facilitate speculation more than 

it would reduce it. The working of the economic system is likely to 

1 be rendered more unstable. Further, the policy of stabilization of 

the prices of debts of various maturities makes the payment of Interest

1. It may be noted that the monetary authority may be able to control 
equity prices by direct controls but it cannot control them by 
dealing in various equities.
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on long term assets meaningless and illogical^ fox, the differences in 

the rate of interest carried by assets of different !»*»*>* maturities 
<K^3r*4»6d partly the differences in the degree of'moneyness* Contained 
in various assets. When,therefore, the holders of securities are pdid 

interest without aay loss in their liquidity, a high rate of interest 
paid to them is as good as that paid on money or, at the most, on hank 
deposit's. , •

The characteristic which distinguishes money from all other
\

assets, real as well as financial, is that it is the most liquid of 
all assets*, fills difference'be tweenii the relative liquidity of money 

and other assets is essential fox the purpose of odcbJch monetary 
management. She recent experience in several countries has clearly 

pointed out the significance of the difference between money and other 
assets to those who are concerned with the management of money. If 
monetary management to 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. She gap between money and other things
should be made as wide as possible* She wider the gap# the more effect-

1lve earns be the control over the quantity of money*

Monetary Management through Bank Reserves.

Fox managing the quantity of money, the monetary authority 
can more successfully influence the preferences of the banks than it 
can do those of the public. This is because of especially two reasons. 
Firstly> as observed before, the rate of Interest is dominated by the 
preferences of the banking system. The monetary authority can influence

* ‘ J ’

the rats of interest by hgxis bringing about the changes in the 
preferences of the banks. This power to bring about the changes in 
the liquidity of banks is vested in the central bank which is the

1. i£.€.Simmons, ‘The Relative liquidity of Money and other things* 
la Readings in Monetary Theory* 'A.J2.A.1952, p*33*



source of money of cash as a generally acceptable medium of exchange.
But In the present context of monetary exchange economies# as money 
payments are made in large volume through the banking system, the 
banks have come to occupy a position of great importance in the monetary 
system of a country* A banker's promise to pay up his debt is not at 
all called in question and payments made through the banker's debts 
are as good as those made in terms of legal tender. In modern econom­
ies therefore bulk of the quantity of money is constituted by the debts 
of bankers* fhis is the second and most important reason why monetary 
management should be addressed to influencing the preferences of the 
banking system.

As the banker's debts are not expected to be paid up all at 
a time, a banker is in a happy position not to maintain cent*percent, 
cash with him in order to meet the demand of his creditors* By 
experience3he is able to know what percentage of his debts he should 
maintain with him in cash at aiy time so as to successfully redeem 
his debts on demand, fhe changes in these cash reserves bring about 
corresponding changes in the capacity or the desire of the banker to 
create more or less debts or bank money. She monetary authority or 
a central bank can bring about desired changes in the quantity of 
money by influencing the basin sources of bank money i.e. bank—cash 
reserves. She methods of re serves, their relative
efficacy and effects etc*, therefore,.form an important steak subject 
matter of monetary management*

In actual practice, as the, importance of bank money increased, 
management of the quantity pf money has been based on the policy 
of central bank to directly influence the cash reserves of banks*
BElses and falls in these reserves induce the banker to part with his 
liquidity at a lower or higher rate of interest. As a lower rate of 
interest induces more borrowing from the banks for productive >r. use
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a higher fsto of intsrsst is osloulstsd to do the oppositO) 

monetary management through influencing the terms on which banks are 
ready to lend bears a significant relation to the fluctuations in the 
economic activity in general* Howk far this logic of monetary manage­
ment is realised in practice, and what difficulties are faced in the 
practical realisation of it constitute important problems of monetary 
management* In the following pages an attempt has been made to examine 
these problems of monetary management along with the examination of 
the methods a uptil now used to tackle them*


