AN EXPLORATION OF MONEY & INTEREST IN THE
THEORY OF VALUE

A Thesis
Submitted In Fulfillment
Of The Requirements For The Degree Of
Doctor Of Philosophy

Economics

At

GOKHALE INSTITUTE OF POLITICS AND ECONOMICS
(University u/s 3 of UGC Act, 1956)
By
MILIND DESAI
Under Guidance of

DR. RAJAS PARCHURE

Gokhale Institute of Politics and Economics

2014



AN EXPLORATION OF MONEY & INTEREST IN THE

THEORY OF VALUE

Number of VVolumes

Name of Research Student

Name of Principal Supervisor

Degree

Name of University

Month and year of submission

Thesis (One)

Milind Desai

Dr. Rajas Parchure

Doctor of Philosophy in Economics

Gokhale Institute of Politics and Economics

August 2014



Declaration by the Research Scholar

This is to certify that the thesis entitled “An Exploration of Money and Interest in the
Theory of Value”, submitted by me to the Gokhale Institute of Politics & Economics,
Pune for the award of the degree of Ph. D is a bonafide record of research work carried
out by me under the supervision of Dr. Rajas Parchure. The contents of this thesis, in
full or in parts, have not been submitted to any other Institute or University for the award

of any degree or diploma.

Pune 411001
Date: Milind Desai



Thesis Certificate

This is to certify that the thesis entitled “An Exploration of Money and Interest in the
Theory of Value”, submitted by Milind Desai to the Gokhale Institute of Politics &
Economics, Pune for the award of the degree of Ph. D is a bonafide record of research
work carried out by him under my supervision. The contents of this thesis, in full or in
parts, have not been submitted to any other Institute or University for the award of any

degree or diploma.

Pune 411001 Dr. Rajas Parchure



Acknowledgements

This work has grown out of a series of dialogues with my research guide Dr. Rajas
Parchure during the summer of 2005. These dialogues culminated first into a master
thesis submitted to this institute in 2006 and finally into this thesis. | am very grateful to
Dr. Parchure for his support, mentoring and an ever-friendly attitude which gave me the
motivation to complete this work.

| am thankful to the Gokhale Institute of Politics & Economics for providing me ample
scope and infrastructure to carry this work. The support provided by Mrs. Anjali
Nilangekar in this regard needs a special mention and | am thankful to her for the same.
This work would not have seen the light of the day without the support from Ms. Anjali
Shitole whose skills in mathematical programming made the insurmountable task of
solving complex polynomial equations seamless.

I would like to place on record the support and help provided by Prof. Pradeep Apte
during the numerous discussions had with him over the dinners.

Lastly, I would like to thank my family & my wife who constantly encouraged and
supported me to write this thesis and achieve completion.

In the 54" year of the publication of his book, Piero Sraffa and his works stand as an
epoch making event in the history of economic thought. These works have constantly
inspired me to take his line of thought and incorporate the same in this work. | would like

to dedicate this work to this great man and a scholar- Piero Sraffa.

Milind Desai



Acknowledgements
Index

List of Tables

List of Abbreviations
Abstract

Chapter |

Chapter Il

Chapter 111

Chapter IV
Chapter V

Chapter VI

Chapter VII

Table of Contents

Abstract

Literature Survey

Closed Sraffa Stock-flow system

A Theory of Currency Money

A Theory on Interest Rates

A Theory of Currency & bank Money
Fiscal & Monetary Policy
Conclusions

Annexure

References & Bibliography

v
Vi
Vii

Xii

17
27
39
46
100
127
137
222

Vi



Chapter Summary & Outline
Chapter I: Literature Survey
1. Introduction & Hicks’ ISLM framework and attack on Keynes
2. Pigou’s and of Real-Balance effect
3. Choice theoretic approach and monetary theory
4. Patinkin’s integration of money & value
5. Clower & Hahn critique of Patinkin
Chapter I1: Closed Sraffa stock-flow system
6. Equations of the System
7. A numerical example
Chapter I11: A theory of Currency Money
8. Equations of the System
9. A numerical example
Chapter 1V: A theory of Interest Rates
10. Functions of Banks
11. Risks
12. Equations
13. Numerical example
14. Remarks on the theory of interest rates
Chapter V: A theory of Currency & Bank Money
15. Equations of the System
16. A numerical example

Chapter VI: Fiscal & Monetary Policy

vii



17. Fiscal policy- Public god, taxation and borrowings
18. Monetary Policy- CRR and OMO
19. Interplay of Fiscal and Monetary Policies
Chapter VI1: Conclusions
20. Section I: Comparisons with Keynesian & Patinkinisque Syntheses
21. Section I1: Monetary and Value Theory
Chapter-wise Annexures
i. Annexure to Chapter 1- Survey of Classical, Keynesian & Neoclassical Monetary
Theory
ii. Annexure to Chapter 2- Sraffa’s Economics
iii. Annexure to Chapter 3
a. A Model of Commodity Money
b. A Model of Currency Money with deficit financing
iv. Annexure to Chapter 5- Failure of Quantity Theory of Money as a closing
equation

v. Annexure to Chapter 6- Inter-temporal Equilibrium

viii



List of Tables- Chapter-wise solutions of the hypothetical numerical examples

Table No. Description Page No
I-A Nature of currency money disequilibrium- prices 34
1-B Nature of currency money disequilibrium- outputs 35
V-A Withdrawal probability matrix 81
V-B Results of deposit money economy- interest rates 82
V-C Results of deposit money economy- Prices 82
V-D Results of deposit money economy- Outputs 83
V-E Clearing of commodity markets 85
V-F Iteration-wise rate of profits, growth and wage 95
V-G Iteration-wise interest, loan-deposits and employment 86
V-H Impact of changes in money-turnover ratio on prices, wage and profit | 88
V-1 :?rtlf;ct of changes in money turnover ratios on interest rates 90
V-] Impact of changes in MPC on prices, wage and profit rates 92
V-K Impact of changes in MPC on interest rates 93
V-L Impact of changes in debt-equity ratio on prices, wage and profit rates | 95
V-M Impact of changes in debt-equity ratio on interest rates 95
VI-A Price solutions with a tax imposition 104
VI-B Banking solutions with a tax imposition 105
VI-C Output solutions with a tax imposition 105
VI-D Price solutions in presence of government borrowings 109
VI-E Banking solutions in presence of government borrowings 110
VI-F Output solutions in presence of government borrowings 110
VI-G Banking solutions 117
VI-H Price solutions 117
VI-I Output solutions 117
VI-J Banking solutions after CRR 117
VI-K Price solutions after CRR 118
VI-L Output solutions after CRR 118




VI-M Banking solutions after new CRR 119
VI-N Price solutions after new CRR 119
VI-O Output solutions after new CRR 119
VI-P Banking solutions with OMO Case | 120
VI-Q Price solutions with OMO Case | 121
VI-R Output solutions with OMO Case | 121
VI-S Banking solutions with OMO Case 1 122
VI-T Price solutions with OMO Case II 122
VI-U Output solutions with OMO Case 11 123
VI-V Deficit financing & interplay- | 124
VI-W Deficit financing & interplay- |1 125
VI-X Deficit financing & interplay- 111 126




List of Abbreviations

S, - i" Stock coefficient in the j" industry
A, - i flow coefficient in the | industry
L, - Labour used in the ™ industry

w- Uniform wage rate across industries
r- Uniform rate of profit across industries

P, - Price in the j" industry

i, - Interest rate in the t" period, t=1 to n
|, - Loan/ Debt in the t" period, t=1 to n
D, - Deposit in the t" period, t=0to n
B, - Output for the j" industry

g- Growth rate of the economy
a- Marginal propensity to consume of the capitalists
B- Marginal propensity to consume of the workers

k, - i"" money turnover ratio in the j" industry

k”- Capitalists share in the currency out of their incomes

k! - Capitalists share in the equity out of their incomes

k- Capitalists share in the demand deposits out of their incomes

k,” - Capitalists share in the fixed deposits period 1 out of their incomes
k) - Capitalists share in the fixed deposits period 2 out of their incomes
k- Capitalists share in the fixed deposits period 3 out of their incomes
k.’ - Workers share in the currency out of their incomes

k.’ - Workers share in the equity out of their incomes

ko - Workers share in the demand deposits out of their incomes

k)" - Workers share in the fixed deposits period 1 out of their incomes

Xi



k,' - Workers share in the fixed deposits period 2 out of their incomes
ki’ - Workers share in the fixed deposits period 3 out of their incomes

Curr- Currency in the economy
NNP- Net National Product

Xii



Abstract

The most serious challenge the existence of money poses to the theorist is this-
even the best developed models of the economy cannot find room for it.

On one more thought, another great economist had posed this:

How to make money appear without making standard theory disappear?

Yet another in the theory has to offer:
Recent work on the existence of an equilibrium has been concerned with a world
without money while all work in monetary theory has ignored the ‘existence’

question.

Do all of these have something in common? Yes indeed- these are thoughts as
well on “An exploration of money and interest in the theory of value”. When
Ostroy has to question us on how to make money appear without making standard
theory disappear- to him the standard theory is the theory of value. Also, Hahn’s
best developed models are not different than the standard mainstream neoclassical
models of the time. He also questions Arrow- Debreau reasoning in proving the
existence of a monetary equilibrium. These similarities are indeed good enough
motivations to begin this thesis. In what is to follow, we would be exploring the
possibility of synthesizing a monetary and value theory. In the process, since
precedents have shown that the monetary economy cannot be integrated with the
mainstream theory, we deviate from the standard mainstream theory itself.
Instead, we find that the model proposed by Sraffa in his 1960 book comes to our
rescue. The Sraffa system of production of commodities by means of
commodities becomes an ideal system for us to describe the real activity in the
economy. On the monetary front, mainstream theories before us cannot be
adapted to suit the requirements of the real system described and hence, we
develop a pure theory of banking during the course. Unifying the two doctrines of

monetary and real system, we proceed to explore the properties of the such an
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economy using hypothetical (numerical) examples of economic situations. In the
end, we get over all the three questions above (and more questions as well that are
posed in the theory but not listed above) and provide for the role of money
through this integration of the monetary and value theory. In so doing, we would
come across the conclusion that though this integration may be possible in the
non-standard theory, a natural monetary equilibrium is not possible. More so, and
importantly, it would be discovered that money is not neutral in theory as well.
Money affects prices, outputs, interest, employment and fiscal activities equally.

It plays an important role in determination of the overall economic behavior.
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