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FOREWORD

FEW topics in economics have aroused so much academic |
debate as the theory of interest. Few topics have led
~ to so many divisions of opinion among economists, so
‘many mlsconceptxons and so much of vigorous attack and
-equally vigorous defence. The publication of Keynes's
‘General Theory did nothing to appease the fratricidal
~ war, rather it added to the fury of the battle. It seemed
to unsettle points which had already received wide
acceptance and emphas:ze the differences that ~already
existed among the warring economists. Mr. S. Lakshmi- -
‘narasimhan has addressed himself to the task, an arduous -
task, of appraising the different theories of “interest, of
reconciling the differences between rival schools of
thought and of building up a theoretical structure based
on the greatest common measure of agreem g
-economists. . |
For long we have been famlhar thh twg__ggj;s_of
interest theories, non-monetary and monetary, each further
subdivided into subjective and objective. {The subjective
¢ non-monetary theory is associated with Bohm-Bawerk and
Fetter. For them the rate of interest is a function of an
individual’s time-preference. . The ob]ectlve non-monetary
theory is represented - by Wicksell and Knight. Forl
them the rate of interest is the outcome of the marginal
_productivity . of capital. There is also a ‘group of !
“economists, led by Irving F isher, who explain the rate of
interest 'in terms of both the subjective and objecme
elements of the rion-monetary theory) o
The monetary explanation of the phenomenon of
" interest rendered so popular by Keynes has its exponentsj
both on the subjective and objective sides. While agree-
' -ing among themselves that interest was a purely monetary
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phenomenon, the rate of interest being determined by
the demand and supply of money, some like Lerner and .
Robinson stress the sub]ectxve factor while others like
‘Robertson, (flaberler "and Ohlin stress the objective
factor. Subjectively considered the rate of interest is -
the resplt of liquidity preference, that is, it is a payment
‘made for parting with liquidity. Objectively considered
the rate of interest is the “result .of the supply of and
{ demand for loanable funds, that is, it is a price paid for
. sums lent per unit of money per. unit of time. It is thus
seen that there are five variants of interest theory—the
two non-monetary and the two_monetary theories and the
theory which in the Wicksellian fashion attempts to
reconcxle the monetary with the non- -monetary. The
impression that is left on the reader’s mind is that the
i author discards no theory i12_folo but proves that each
theory is true under given conditions or valid under given
assumptions.. He proceeds to discover the extent to
which interest functions as a regulator of the economic
system. After the manner of Wicksell he traces the
influence of the interest rate on banking policy and price-
level and_in doing so provides us ‘with some tools for
regu]atmg the regulator. .

At any given moment an individual has certain
economic resources” at his disposal. He has the power
of allocating these resources among various uses or for
various purposes such as holding ready cash, investing
in- securities, engaging-in production, or spending on
consumption. The apportioniment of his resources on
each of these yields a return to him.* One could thus
speak of rates of return on resources devoted to each of
these purposes.  The returns may be expressed in
marginal terms, that is, as marginal rates of substitution
between the respectwe resources. The rates of return
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may be compared with one another either objectively or
through the conversion of a subjectlve satisfaction into
something measurable such as price..

An individual when confronted with these altematxve
rates of return from the outlay .of his resources would, -
other things bemg equal, seek to obtain the maximum
.amount of gain. Applying the technique of marginal -
analysis, the maximum amount is reached. through that
distribution of resources which equalizes the marginal
revenue in the several uses. . These decisions have to be
made not only by individuals but also by corporate bodies
such as business concerns, banks and governments. If,
due to economic friction‘or any other cause, no attempt
is made to maximise returns the marginal- principle will
lose its significance. . But the existence of a desire to
maximise returns by the application of the marginal
principle is fairly universal. For, example, whenever a
‘change takes place in any one of the marginal rates there
‘will be a tendency on the part of individuals or firms to
re-allocate the resources until orice again equahty of rates
at the margin, though at a different level, is réstored.
In economic analysis the rate- of interest refers to.the
‘marginal rate of return on a standard_investment made
by a representative institution or as Pigou would say,
by a representative ' Englishman.

The development of the theory of interest appears to
have proceeded along the familiar logical steps of thesis,
antithesis and synthesis. Propositions have been made,
counter-propositions have been adduced and finally con-
flicts have been resolved and reconciliations brought
about between rival theories. One could be wise after
the event and propound the doctrine that every one of
the theories takes account of some factor or other which
must be considered in any scientific exposition of the
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theory of interest. (The several seemingly independent
‘theories can be brought together under one umbrella,
as it were.)\g' he time-preference theory stresses the
‘marginal rate of return on consumption; the productivity
theory emphasizes the marginal rate of return on produc-
tion; the liquidity-preference theory assigns the leading
role to the marginal rate of return on casb finally the
loanable-funds theory concentrates on the marginal rat

of return on securmes)\) In proportxon as people act o
the self-regarding principle of maximum' satisfaction the
diverse marginal rates tend to.equality. All these
elements play a part, the importance of each varying with
circumstances, in brmgmg about an adjustment when-
ever the equilibrium is upset.

. The author has‘worked his way through the alter-
native formulations of the theory of interest. He has
shown that the different approaches to interest-theory are
not mutually exclusive nor are they irreconcilable, - He
has unravelled the knots in the theory of interest tied up
by the Cambridge school and the Swedish economists.

* In sum, there has occurred in recent years an
incessant debate-in the theory of mteres; and the cognate
subjects of money and trade fluctuations. The debate
has turned partly on questions of the meaning of words,
partly on’questions -of the right mode of approach and
partly on questions of bankmg policy. One has to
discover, as our author has tried to do, how far the
disputants are really at issue on matters of substance.
The debate has now reached a point, the author rightly
claims, where it is possible to sum up the whole position
broadly in general terms and to distinguish between the
various parts of the controversy that are concerned
primarily with words, methods or substantial issues. He
has attempted to give an account of the new developments
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in interest theory, rejecting what is superfluous or merely
superficial and takmor care not to expose himself to the
charge. of distortion and mxsrepresentanon The long-
felt need for a readjustment of views and s}uft in emphasxs
has now been supplied by the author. :

- V. L. D'SOUZA



PREFACE

DESPITE the large number of works on the ‘theory of
interest there is none which deals with all aspects of the .
problem. In this book I have attempted to present a

co-ordinated picture of the various strands. of thought.”
The contributions of the more important economists are
appraised and fitted into their proper place in-a reconside-
ration and restatement of the interest theory. I have
_bestowed particular attention on the monetary approach:
to the problem. I have also argued out the case for co-
ordinating the Theory of Value and the Theory of Money

It is impossible for me to mention, in a book of this
kind, all the sources from which I have derived i inspira-
tion. But it is.only just'that I should make special
mention of Bohm-Bawerk’s Positive Theory and Capital
and Interest, Keynes's General Theory, Fraser's Economic
Thought and Language, Wicksell's Lectures and Lindahl’s
Studies. in the Theory of Money and Capital (particularly
the section on the Rate of Interest and the Price-Level).

I cannot adequately express my gratltude to Profes- -
sor V. L. D’Souza for the keen and continuous interest -
he has taken in my studies. This essay was written
under his guidance, and he has offered many. .valuable
‘suggestions and much helpful crmclsm He has saved
me from many a slip in the dense thlcket of modern
monetary controversy. ‘

I must express my profound obllgatlon to Ra;a,éaryd-}
pravinaMr. N. S. Subba Rao, Vice-Chancellor, University
of Mysore, for the great interest he has evinced in me
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and in my work, and for his generosxty which has enabled
me to pubhsh this book in the series, Mysore University
Studies in Economics and Politics.

It gives me.great pleasure to thank Professor B. P.
Adarkar of the University of Allahabad for going through
the manuscnpt and offenng many va!uable comments and
cntlcxsms

Mr. S. L. Rama Rao was good enough to read the
last 'six chapters. Dr. A. N, Narasimhaiah, University
Librarian, has been extremely kind to me in the matter’
of books and journals. My friend Mr. A. N. Subrah-
manyam has rendered me much valuable service at varidus
stages of this book. ' |

MYSORE, } S. L.
12-6-1941.
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CHAPTER 1

THE PROBLEM

THE theory of interest has presented a moral and an.
<conomic problem from time immemorial. {Lending at
interest was condemned by the Mosaic Law as between
Israelites; it was declared by Aristotle to'be unnatural,
was forbidden by the Roman Church until modern
times, and 'is denounced by most Socialists to-day
Yet it persists age after age; and its Justlﬁcatlon seems
to most businessmen too obvious for discussion. - If
we turn from moralists and businessmén to professed
economists, we find that although most of them justify
interest, they are well-nigh hopelessly disagreed as to
the theory of its justification. As Professor Von
.Haberler remarks “The theory of interest has for
a long time been a weak spot in the science of economics,
and the explanation and determination of the interest
rate still gives rise to mqre disagreement among
<conomists than any other branch of general economic
theory.”* It is a problem which has been in the fore-
front of discussion in modern monetary theory.

The student of the theory of interest is confronted
with a vast literature on thé subject. He comes across
-diverse and conflicting theories of interest, such as the.
Productivity Theory, Abstinence Theory, Agio Theory,
‘Exploitation Theory. It should be his business to
analyse the fundamental postulates of ‘the various
theories, to see whether the existing theories differ
only in terminology or: in funclamentals‘, and lastly,

. . ,
1 Haberler, Prosperity and Depression, 1939, p. 195 _
- - F
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to construct a theory that incorporates the truth in the
various theories and that is tenable under all circum-
stances. The present essay is an attempt in that
direction. ~
But before embarking on this ambitious task, it
is necessary to base ourselves on firm ground with
"regard to the nature and method of our enquiry. In
other words, we come to the controversial subject of
the scope and method of economics. - Whether econom-
ics is positive or normative is a question to be
answered by every economist for himself. There can
be no such thing as unanimity about it. So-far as our
enquiry is concerned, we shall take nofice of both these
aspects. But while we do so, we shall be most careful
in keeping the two aspects of the question quite distinct
from each other. @V‘é have to distinguish sharply
1the theoretical problem of interest from the social
-and political problem of interest) The theoretical or
econqmic problem seeks to answer the question ‘Why
1is there interest on capital?” The social and political
problem seeks to answer.the question “Whether there
should be interest on capital—whether it is just, fair,
useful, good; and whether it should be retained,
modified or abolished”.? {The theoretical problem dis-¢
“cusses.the causes, and the social problem the effects of'
interest’y In the former case we are concerned with
truth or falsehood, and in the latter with expediency)
It is the practical problem of interest which has brought
the theoretical problem and its scientific treatment to-
the forefront. But the reasoning in the two spheres
should be separate. '

Next we come to the method of our enquiry. We
* -——-—"

2 Bohm-Bawerk, Capital and Interest, p. 2.
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have to make use of both-induction and deduction, “but
in different proportions for different  purposes®:

“Observation and description, definition and classifica-
tion are the preparatory activitiges/But what we desire
f

to reach thereby is a knowledge/of the interdependence
of economic phenomena.... VInduction,and deduction
are both needed for scientific thought as the right and
left foot are both needed for walking.”* ‘There has
indeed been a great theoretical development of the
problem of interest. Some deprecate’ the sort of “mere
theory”, and armed with statistical weapons of correla-
tion are in pursuit of quantitative measurements. But
each method and each point of view is in turn needed—
now to present working hypotheses, then to test them;
to relate newly discovered facts to thé existing body of
knowledge, and again to reappraise older accepted
views in the light of new evidence. | '
The procedure to be adopted in this enquiry will
be as follows. First, we shall state briefly the ‘problem’
of interest. Then we shall critically examine the
existing theories of interest.. Lastly, we shall present
a theory that incorporates the truths discovered in the
various existing theories, and which is not only
consistent logically but is also compatible with reality.
There has been recently a growing tendency to.
use ‘interest’ to mean money paid for the use of
money lent. But many economists have viewed it as’a
problem in the distribution of national income. {They
have regarded interest as the earnings Qf_‘_c_apjtal’,\
‘capital’ being considered to be a ‘factor of production’y
Since the problem of the distribution of the national
income among the ‘factors of ‘prqduction’ is essentially”

*

8 Marshall, Principles, p. 29, sixth edition,
4 Ibid, p. 29. '
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a problem of the pricing of the ‘factors of production’,
"interest . is also defined as the price of the use or,
service of ‘capital’.)
To illustrate: supposing a person has a sum of
Rs. 100 to spare. Under normal circumstances, it is
possible for him to obtain from the Rs. 100 a permanent
net income without his perspnal exertion. In the first
place, he can lend the Rs. 100 to someone, say for
a period of one year, and at the end of it get back
from the borrower not only the Rs. 100 which he had
lent, but a premium of say Rs. 5. The lender has
obtained a surplus income of Rs. 5, which may be
regarded either as the earnings of the Rs. 100 lent, or
as the price charged by the lender for the use of his
‘Rs. 100 by the borrower for a period of one year. This
premium of Rs. 5 is said to constitute ‘interest’. This
_1s said to be a narrow conception of interest, and this
kind ofAinterest on money. lent is usually called by
.economists by the name Loan Interest or Contractua
Interest) ' | K
- But, very often the owner of ‘the Rs. 100 may
not hand over the temporary use of his money to
another man against a fixed compensation or price.
He may inyest his money in some productive activity.
Let us suppose thatLlhe invests his money in a small
[ lour-mill.y In that case, the total product obtained by
the help of the flour-mill, under normal circumstances,
will have a higher: value than the total cost of the
goods expended in the course of production, including
the cost of repair and depreciation of the machine (so
that it is as good as new) and undertaker’s profit. {This
surplus value is called Natural Interest.®\ It is also

5 This ‘Natural Interest’ is not the same as the concept of the
“Natural Rate of Interest’.
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called by various other names such as proﬁLQn_ra.thal’
or ‘earnings of capital. {The concept of . natural‘
interest’ is a broader one. It stands for the return from'!
investment in any form, whether from money. lent to
Governments, banks and mortgagors, or from stocks
and shares, real estate and factorles}’ We shall examine
later the 1mp11cat10ns of these two concepts of interest,
\/pd the precise relat1onsh1p between the two.
LThe theory of interest has to explain two Ehenom—
ena. In the first place, it has to explain the origin
‘or cause of 1nterest'§ Why should the lender of Rs. 1
receive a premium of Rs. 5 at the end of the year?
Or why should the person who inyests the : same money
in'a flour-mill or in any other productive activity get
a surplus net increment of Rs. 5 or 10 at the end.of
the year? \{rr the second place, the theory has to.
- explain the forces determining the amount of interest,
~ the amount usually being thought of as a rate per cent.
per annum. ! In other words, the main task of the theory
’of interest 'is to explain the nece551tv of interest andl
the rate of interest) . ‘
So far we have stated brleﬂy the problem of
- interest. ILet us analyse ajl that it implies, and the
various doubts and questions to which it gives rise. {In
‘the first_place, we have to be sure as to what we mean
* by Ccapital’.) Does capital mean a sum of money?
Does capital stand for instruments of production? Or,
do we mean by capital wealth in general? (To solve
the enigma of capital is to solve three-fourths of the
¢ problem of interest. Unfortunately, the theory . of
capital is one. of the subtlest and most comphcated
‘*”f)roblems in the entire body of economic theory.
Different concepts of capital have been respon51ble
for controversial theorles of interest. It has given
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rise, broadly, to]two sets of theories, viz.,, (a) Creal’
capital’ theories) running in .essentially non-monetary
terms. Here capital is taken to mean real capital in
the sense of concrete goads, and the rate of interest
as the price of capital, “determined by the marginal
productivity of capital in a technological sense and by
certain psychological factors (time-preference) in-
fluencing the relative urgency of present and future
needs”.® ,( b)\/ﬁeonetarx_theories of the rate of interest.
Here capxtal means money ‘capital in the sense of
loanable funds or credits or claims, the rate of interest
being” determined by the supply of and demand for the
funds or claxms‘) The division of opinion between the
two schools is serious and marks a ‘real dispute’. But,
as Prof. Hicks remarks, “the real dispute has been
lately complicated by a sham dispute within the. ranks
of those who adhere to the monetary approach”.”
Of course, serious attempts have been made to reconcile
and integrate the ‘real dispute’ between the ‘real capital’
and the ‘monetary’ approaches. It is difficult to say
how. far this attempt has been successful.

In the analysis of the capital concept we will also
consider the nature of the services rendered by ‘capital’
in production, since capital is regarded as a ‘factor of
production’.  'We will also answer the questions ‘Why
is a price paid at all for the use of capital?” ‘How
much of it is to be paid?” In other words, we have
to study the mechanism of the market for capital and
the forces operating on the demand and supply sides
of the market.

A second 1mportant problern that -arises in our
study of the theory of interest is the element of time.

8 Haberler, op. cit., p. 195,
T Value ond Cepital, 1939, p. ‘,153'
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] Lapse of time is a necessary condition for the accruing
of interest, whether it is:.Loan interest or Natural
interest. Rates of exchange between present goods
and future goods are an aspect of the theory of interest
The facts about both spot transactions and forward
transactions are that both sides of the transactions “are
~executed 51multaneously, either on the spot_in the case
of the spot transaction, or at a later date in the case
of the forward transaction. But there is a third kind
of transactions, loan transactions, the feature of which
is that one side of the transaction is executed on the
spot and the other side is left to be executed at a later
date, (In other words they}éan transaction is divided
in time. And the element of time is responsible for
‘many a difficulty in economic investigations,) We have
to analyse the effects of the lapse of time on production,
consumption .and exchange. We have to consider the
t1me—preferences of individuals, the relatlye_urgency of
present and future wants, of the relative values of
present and future goods. KTlme introduces dynamic
elements into the economic structure and analysis.
Thus population may change; the tastes and” habits of
the community may vary; capital may ’accumulate ;
there may be vast changes in the methods of production
and the forms of business organisation. These dynamic
‘elements very oftén cause maladjustments in the
economic machinery.\ Business calculations are upset
and equlhbnum between production and consumption
disturbed.” - Thus we have to study the dynamics_of
the rate of interest, that is, the mutual relationship
between the rate of - interest .and the' five types of

‘changes mentioned above.
(‘Thirdly, our problem is intimately connected W1th‘
money y and monetary probleins” If we accept the
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monetary theories of interest, then money becomes all
important in the theory of interest. Even otherwise,
money plays an important role in the determination of
the rate of interest) We are living in an exchange econ-
omy based on money and therefore a system of money
prices. Just as direct exchange of one sort of present
goods for another sort of present goods is rare, owing
to the inconvenience of barter, similarly exchange of
present real goods for future real goods is rare. (In
\fact, the whole practice of loan transactions is
’dominated by the fact that both sides of the transaction
are in money form. Since value is expressed and
measured in terms of money, and since the term money
is loosely used in everyday speech as a synonym for
wealth in general, many regard capital as equivalent
to money, thought of in its loan aspect,) This will be
discussed at length in later chapters.

" 'Money also plays a significant part in the problem
of interest and prices. Econo‘r’nist‘s for a long time
have suspected the existence of a functional relationship
between changesﬂin the ‘rate of interest and changes
in' the general price-level. Because of the enormous
_powers that modern banks possess as purveyors _ahd
creators of money,(it is suggested everywhere thatithe
banks could, by purSuing a proper interest-rate policy,
control and guide the economic system and enable it to
achieve maximum production, employment, and welfare.
That is why many economists regard the rate of‘
‘intergg._ as the regulator of the economic mechanism’)
The intimacy with which the rate of interest is
connected with' the economic system cannot be ex-
aggerated. As Prof. Hicks says, “It is evident that
any treatment which pretends to deal with the econorhic
system as a whole cannot possibly regard the rate of
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interest in isolation. It is a price, like other prices, and
must be determined with them as part of a mutually
interdependent system.”®

Hitherto we have been talking of the rate of

interest as though there was only one rate of interest.
ButCin the actual world we have to deal with a _whole
system of interest rates. {The existence of several rates |
of interest is due to certain factors like the ex1stence
of risk, duration of the loan and the presence of certain
other elements like normal proﬁts§ In countries where
the capital market is not developed on an efficient basis,
the lenders very often run the risk of losing the
principal lent. So they charge a very much higher
percentage of interest on the loans they make than
they would if the risk element were absent.( Here
the actual rate of interest paid contains a risk-premium. -
In India the Afultanis charge 50 to 75 per cent. interest
for the same reason.” Even in countries where the
capital market is developed satisfactorily, risks of- one’
kind or another are present in varying degrees and
hence differences in interest rates are largely to be

accounted for by varying rlsk-premlums (The perlod
"of the loan accounts for "different interest rates.
Generally, the longer the duratxow the loan, the
higher will be the rate of interest. \Very often interest
rates differ because they contain elements of rent and‘
entrepreneur’s profit.y In reality the rates of interest
contain all these elements to some extent. The rate of
interest that fnfer alic contains elements like_ risk-
premium and entrepreneur’s profits is designated by
economists as gross mtgmmterest is the pure

rate of interest on capital, de_xfoid of other elements

8 Value and Capital, 1939, p. 154.
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like risk-premium. \) No doubt the concept of net interest
is largely one of abstraction and simplification. In
studying the net rate of interest, we reduce things to
a simplified model, armed with ceteris paribus. We
have also to deal with several conceptgal’ rates of
interest put forth by various economists, either as actual
-rates or ideal rates.

The last of the series of - problems we have to
tackle is the question whether interest is peculiar to the
present capitalistic system based on .private property
and freedom of enterprise, or whether the existence of
interest is independent of the actual form of our
economy.

Looking back, we see that the Theory of Interest
has to solve varied and difficult problems. We at once
realise the immensity and complexity of our subject.
But we shall analyse these step by step without, at the
same time, failing to visualise the problem as a whole.
Finally, we shall evaluate the true place of interest in
the economic world, and we shall critically examine
whether the rate of interest is the regulator of economic
activity, as many claim, or whether its importance is
unduly exaggerated.



CHAPTER 1I
THE BEGINNINGS

LENDING money at interest has been the subject of
‘acute controversy from the earliest times in history.
. The controversy was largely theological and political in
nature till about the beginning of the eighteenth century..
‘It was rarely treated as an economic problem. .

In Greece, lending money at interest (which was.
called tokos) was forbidden by philosophers like.
Aristotle, whose views on interest exertéd a profound
influence on the later controversies about the subject..
Aristotle held that money could not breed interest as it:
was barren. The sole object of the use of money was,
according to him, to {facilitate exchange and the
fuller satisfaction of human wants. - That was the.
natural purpose of money. Money itself could not.bel
used as the source of accumulation, i.e., to increase at!
interest. So accumulating money by lending it at
interest was the most unnatural of alL_he ways _ of
making’ money. o

Even in Rome money-lending was looked upon as
unnatural. So, for a long time, both in Greece and-
Rome the charging of interest was forbidden. More-
over, as Prof. Knight says, “In Greece and Rome,
where the ownership of landed estates was the gentle-
manly source of income, the opposition to money-
lending was ostensibly grounded in ideas of social
respectability; the opposition tended to disappear when
money-lending -was regularly conducted on a scale
which permitted the capitalist to live according to the
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genteel standards of the old aristocracy.”* With the
development of commerce the law permitted the charging
of interest, but controlled at restricted rates. Prohibi-
tion was replaced by regulation.
%In the Middle Ages, the payment of interest (on
a money loan), which was then called usury was
prohibited by the Canon Law and the Church with
the -utmost severity.y The prohibition of usury was
based, as may be expected, on ethical and religious
grounds. ‘“The whole scheme of medizval thought
attempted to treat economic affairs as part of a hierarchy
of values, embracing all interests and activities, of
which the apex was religion.” In the Middle Ages,
the condemnation of usury was part of the general
condemnation of unjust exchange. That is why the
use of the term usury was extended to include all
exchange transactions in which the stronger party
takes advantage of the weaker.in order to derive undue
profit. AMedizval thought on trade and exchange was
guided by the principle of ‘just price’. “That price was
objective, inherent in the values of articles of commerce,
and to depart from it was to infringe the moral code.”®s
In general, the idea of ‘just price’ expressed no other
than that of the conventional price. And the idea of
a conventional price was not unnatural and unrealistic
in a society where trade and industry were restricted
and where markets had not developed, and where above
all the authority of the Chdrch was supreme.
This was the broad basis of the opposition to
usury. ‘There were several specific arguments against

1 “Interest”, in Ethics of Competition and other Essays, pp. 251-2.

2 R. H. Tawney, Religion and the Rise of Capitalism, Pelican edition,
p. 145. : T

3 ¥, Roll, History of Economic Thought, 1938, p. 48
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usury. AIn those days most of the loans were made to
poor people for purposes of consumption and not for
. production.\ The farmer whose harvest fails or whose
beasts die, must have credit to buy seeds and cattle.
And in those days the money-lenders and the merchants
were in a monopoly position and often took undue
advantage of the distress of the borrower. \It was
morally improper to take advantage of the plight of
a poor fellow and charge usury for the loan of money
made to him.} The lender lost nothing by lendmg his
money since there were no opportunities for proﬁtable
investment. § In the Middle Ages, once again, the
Aristotelian argument of the barrenness of money
was revived- to oppose usury. " This argument was
combined with the doctrine of Roman Law which
distinguished between goods which were consumptibles

and those which were fungibles. Money was put in
the first category. Since no value could attach to the
use of a consumptible good separate from the good
itself, and since money could be used only by parting
with it, no price should be asked for the use of money,
apart from the replacement of money.  Another
argument was directed against the payment for time.
It was argued that time could not breed interest, since
it was common to all, i.e., it belonged to both lender
and borrower. Armed with these arguments the
Church enforced the prohibition of usury with all the
might it possessed. The thirteenth century saw the.
zenith of this prohibition. .

But it is interesting to note that the medizval
practice did not object to interest-on loans made in
the course of business where the use of funds had
a money value to the borrower as well as the lender.
If income was obtained by personal employment of
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money capital in the form of profit, it was not objected
to. Again, the payment of rent for the services of
land or durable goods was not condemned by the Church
or the Canon Law; for rent is produced by nature
and not wrung from man. So rent-charges on land
were bought and sold. And a lender of money was
allowed intersse (a2 Roman Law expression, from
which the modern word interest comes) or compensation
if he was not repaid the principal at the time stipulated.
A charge on the principal was allowed if there was
a risk of the loan not being repaid. “It is no usury
when John Deveneys, who has borrowed "£19-16-0
binds himself to pay a penalty of £40 in the event of
a failure to restore the principal, for this is compensa-
tion for damages incurred.”* ‘Therefore what was
declared unlawful to the end was ‘“that which appears
in ‘modernt economic text-books as ‘pure interest’—
interest as a fixed payment stipulated in advance
for a loan of money or wares without risk to
the lender. The essence of usury was that it was
certain, and that, whether the borrower gained or lost,
the usurer took his pound of flesh. Medizval opinion,
which has no objection to rent or profits, provided that
they are reasonable—for is not everyone in a small
way a profit-maker P—has no mercy for the debenture-
holder. His crime is that he takes a payment for
money which is fixed and certain, and such a payment
is usury”.® ‘Thus ‘interest’ more and more became the
.general term given to payments for business loans,
‘whilst ‘usury’ was restricted to signify the payment for
money advances made for consumption.

In spite of the stubborn attitude of the Church, the

4 Tawney, op. cit., p. 54.
8 Ibid., p. 54.
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practice of taking interest 'grew with economic develop-|
ment. {As .trade _and industry..developed,. lending.. at
interest became 1ncreasmg1y .common....and.....the:
pI‘Ohlblthl‘l of usury by the Church .and_ the. Canonic,
Law was evaded in various ways, so that by the end
of 'the fourteenth century the doctrines of the
Canonists became hopelessly out of keeping with
current economic . practice.} So various modifications
appeared in the theory of ‘usury’, just as many quali-
fications were made in the principle of ‘just price’. As
we have already seen, intersse was allowed for delay
of the repayment of the loan. So lenders prescribed
only a formal and short period, before the end of ‘which
the borrower: usually failed to return the loan Another
way of concealing the lending of money at “interest
was that of business partnership, which was -usually
a sleeping one. Another important doctrine which
helped the virtual breakdown of the proh1b1t10n was
that which allowed the lender to claim interest if he
could prove that he had lost the chance of gam
through lending his money.

It is difficult to say what part the Reformatmn
played in hastening the decline of the prohibition of
usury. The effect of the evasion of interest' was that
some reformers compromised themselves with the
weakness of human beings, and agreed to the taking
of interest on grounds of expediency. Martin Luther
and Zwingli belonged to this school. Bacon too held
some such opinion. “Since of necessity men must
give and take money on loan, and since they are so
‘hard of heart that they will not lend it otherwise, there
is nothing for it, but 'that interest should be permitted.”®

8 Bacon, “Discourse on Usury,” quoted by Bohm-Bawerk in Ca[uta!
and Interest, p. 34. ‘
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He concludes that to abolish interest is to abolish
lending altogether.

As a result of these, and with the gradual declmc
of the authority of the Church and the rise of the
secular power, lending at interest came to be tolerated.
Moreover, there could no longer be maintained the
distinction between the different kinds of interest.
Everywhere in Europe the prohibition of usury was.
removed. LIfi “England the prohibition was removed in
_the“'t;me of Henry VIII (1545)8 Other countries fol-
lowed ~suit. But in most countries, the prohibi-
,g_qgwgf usury was followed by a regulatxon of the rate.
of mterest ‘There was a correspondmg change in the
meaning of usury, whose meaning was narrowed,
referring only to excessive loan charges. A moderate
rate was covered by the word ‘interest’. In England at
the time of Henry VIII, the legal maximum was 10
per cent. Later controversies regarding interest were
concerned more with what was to be the fair rate of
interest for purposes of legal enactment than with the
justification of the payment of interest. YThus men
like Sir Thomas Culpepper, Sir Josiah Child and
Sir Francis Bacon spoke more against high rates than
against the payment of interest itself.

Though the prohibition of usury was removed in
‘most countries by the end of the sixteenth century, for
two more centuries the justice of charging interest was
the subject of acute theological and political contro-
versy, and very little attention was paid to the
economic aspects of the problem. The attack on usury
was based. on the moral and religious principles
enunciated above. ‘The attack on:the prohibition of
usury, especially in the seventeenth and eighteenth
~centuries, equipped itself with theoretical apparatus of
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principles. But-the whole controversy is barren for
our purposes. IHowever, we may point out’ that it-
ended in a victory for those that attacked the prohibi-
tion. Anti-usury laws were wiped out from the statute
books of most countries, dnd to-day the -Canonic
doctrine can only.be the butt of ridicule. But it does
not mean that with the repeal of anti-usury laws, the,
theoretical problem was solved. 'On the other hand it
was shifted backwards; for the defence of_ 1nterest
was based on the idea that money ‘can be ‘used as
a source of galn and therefore it commands interest.
This theory is Very well put in the words of ‘Adam
Smith. “As something can everywhere be made by the|
use of money, somethmg ought- everywhere to be pald'
for the use of it.” So loan interest was- explained from
the existence of natural interest. The problem of loan
interest was not solved, but shifted backwards

Thus during all these centuries- of controversy
over usury, the theory of interest on scientific lines
could not be developed.  The Canonist methods’ of
Sophistry ‘and Appeal to - Authority -proved ‘fatal to
a clear understanding as to the nature of interest.-
‘When the prohibition of 1nterest was followed by‘ an
era of regulatlon of the rate of 1nterest some progress
was made in.the theoretical study of 1nterest because
thinkers devoted their attention to the consequences
of alterations in the rate of interest. The control of
interest rates was exercised with a desire to protect
the economically weak agamst the monopoly of the
money-lenders. Enquiries on consequences of changes
of interest rates threw some hght on the economic
aspects of interest. - The necessary " conditions of
a scientific treatment of the problem of interest were:
supplied by the economic revolutlon and the emancipa-

tion of thought.
2




13 - THE THEORY OF INTEREST

At the same time we must not be under the
impression that all that medizval theory said against
the takmg of interest was foolish and insane. The;
opposition to interest in the Middle Ages and the.’
control of ‘the Yate of interest in the later years were
intended to prevent the exploitation of the weaker-
members of society and thus promote welfare. And’
Mr. Keynes believes that there was also an economic
_motive’ behind the medizval prohibition of usury.
Thus he confesses, “I was brought up to believe that
the attitude of the Medizval Church to the rate of
interest was inherently absurd, and -that the subtle
discussions aimed at distinguishing the return on
money-loans from the return to active investment were
merely jesuitical attempts to find a practical escape
from a foolish theory. But I now read these discus-
sions as an honest intellectual attempt to keep separate
what the classical theory has inextricably confused
together, namely, the rate of mterest and the marginal
‘efficiency of capltal For it now seems clear that the
disquisitions of = the school men were directed
towards the elucidation of a formula which should
allow the schedule of the marginal efficiency of capital
to. be high, while using rule and custom and the
moral law to keep down the rate of interest.”?

In the twentieth century again we notice
a tendency in most of the nations of the world to
apply ethical standards to economic policy because of
the waning faith in economic liberalism and in the
automatic adjustment of economic processes. It has
been recognised to be the duty of the state to promote
maximum welfare of its citizens by interfering with

T Ceneral Theory of Employment, Interest and Money, pp. 351-2.
Henceforth this book will be referred to as General Theory.
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the free play of economic forces. It may be that this
welfare is conceived in essentially economic terms and
not based on religion. But the point to note is_that
interference by the state is recognised to, be necessary
in the interests of the well-being of the citizens. In
olden days in the absence of a powerful state, this
object was achieved with the authority of the Church.



CHAPTER 111

‘\IERCANTILISTS INDUSTRIAL CAPITAL-
ISTS AND PHYSIOCRATS

BY the end of the fifteenth century the. dedle Ages
came to a close and the Modern Times began. The
Renaissance, the Reformation, the growth of national-
‘ism, and the progress of the concept. of natural law in
jurisprudence and political thought were responsible
for the loosening of the central doctrinal authority of
the Church, and they- paved the way for a rational
and scientific approach to social problems. - From this
happy change economics benefited .a great deal. These
factors coupled with the rise of commercial and later
industrial capitalism sowed the seeds of the beginnings
of theoretical economics based on scientific and rational
analysis. During the period that elapsed between the
end of the Middle Ages and the appearance of Adam
Smith’s Wealth of Nations, there was a large output of
theoretical economics. In fact, systems of economic
theory such as the Mercantilists and the Physiocrats
began to develop. The writers of this period deserve
to be treated at length. But for our present purposes,
we need consider only those who played an important
role in the theoretical development of the problem of
interest.

- We saw how even towards the end of the Middle
Ages the necessity of interest was recognised, and
that the prohibition of interest (‘usury’) was followed
by a regulation of the rate of interest. The demand for
regulation was largely based on mercantxhst grounds,
as we shall see later.

Later discussions on interest were concerned
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chleﬂy with the effects on industry and trade of a fall
or rise in -the rate of interest. {The writers who

played a prominent part in such discussions were Bacon,

Sir Josiah Child, Sir Thomas Culpepper, Sir Dudley
North, Thomas Manley, Thomas Mun, Sir William

Petty; John Locke and David Hume.} Though these

writers were primarily concerned with the probable:

effects of alterations in the rate of interest, at the same

time, they gradually developed a new conception. of
the nature of interest itself.(l Gradually it was realised
e looked upon as a thing

that interest could no longer

that could be influenced by deliberate policy, but that¢

'it was an objective_phenomenon, influenced’and deter-

‘mined by economic forces. Henceforth the concept

‘Natural’ began to play a prominent part in-economic
writings®y Note for instance, the- followmg words of
Sir William Petty: -

‘“The vanity and fruitlessness of making C1v11“

Positive Laws against the Laws of Nature. ”1-

Towards the end of the seventeenth century there,

was a,growing recognition that interest was a market
price, determined by demand for and supply of money
capital. ‘Thus, for instance, Sir.Dudley North tried
to show that a rise in the rate of interest was necessary

to increase the supply ‘of capital. €But the economists

of the seventeenth century were mainly concerned with
the demand side of the market, 7.e,, the influence of

variations in the rate_of ‘interest upon the volume of
trade. ‘They opposed high rates because they feared
it would offer no inducement to investment, since’
prospective profits were low compared to the . high '

rates of interest to be paid on loans Lew ‘interest

1 “A ‘Treatise of Taxes and Contribution”, quoted by Cassel in
Nature and Necessity of Interest, 1903, p. 14.
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rates would help English merchants to compete. success-
fully with foreigners, especially the Dutch.y .
Thus the interest theory began to develop. There
was of course a great deal of vagueness about interest.
In the first place, no independent cause was put forth
for the justification of interest. Interest was derived
analytically from rent of land, which was considered
to be the only form of surplus. Another important
source of this vagueness was the confusion between
money and capital. Does money constitute capital or
do material goods constitute capital? This is a ‘real’
- dispute even to-day. And we see the beginnings of
this dispute towards.the end of the seventeenth and thc
beginning of the eighteenth century
- LFrom the .earliest times to the end of thc%
~muercantilist period money was identified 'with capital.
- In fact money was the earliest form of wealth, when
once private exchange and medium of exchange were
recognised. - That is why the accumulation. of . the
precious metals of which money consisted was common
in the ancient world. In Greece and Rome, and
throughout the Middle Ages the accumula\t&&n of metal-
" lic hoard was a deliberate aim of policy.yMercantilism
and Commercial Capitalism gave a new impetus to'
this view. Commerce was the chief source of economic
actmty And "the belief was that wealth and its
increase were due to exchange. So ‘the accumulation
of money and treasure was to be the national policy.
There was the search for gold. The mercantilists were
oppressed by the ‘fear of goods’ and the scarcity of
money. ‘They were always of the view that it is
always better to sell goods to others than to buy goods.
from_ them. This ‘fear of goods’ manifested itself
most clearly in the field of foreign trade. The
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- mercantilists emphasised the need for an export surplus,

L.

for that would bring into the country treasure. That
is why legislation was passed in that direction. “Ean

"Thus the mercantilists identified' money w1th“
capital, “For them money was—to use the terrmnology
of to-day—a factor of production on the same footmg{
as land, sometimes regarded as ‘artificial’ wealth as
distinct from the ‘natural’ wealth; interest on capital
was the payment for the renting of money similar to
rent of land.”? They ascribed a definitive force to
money. Q\ccording to them trade depended upon plenty
of money; otherwise trade would be sluggish. Because
of the great demand for money, ,they demanded- the
regulation of interest at low ratesh This view was
explicitly put forth by Sir Josiah Child and Sir Thomas
Culpepper. \‘They argued that a low rate of interest.
would stimulate trade and sé it was - the cause ‘of
wealth, and not the result of it. They held the view
that the rate of interest depended ‘upon the quantity.
of money available. Interest rates would be low if the
quantity of money was abundant; it would be high if,
the quantity of money was Iovu Of course, money in
those days was mainly metallic money. And according
to Mr. Keynes,- “they were even aware that the rate
of interest depended on l1qu1d1ty—preference They were
concerned both with dlmlmshmg l1qu1d1ty—preference
and with increasing the quantity_ of money, and several
of them made it clear that thexr preoccupatmn with
1ncreasmg the quantity of money was due to their
desire to diminish the rate of interest.”® They de-
manded a legal fixing of maximum rates. because
“Mercantilist thought never supposed that there Was

2 Heckscher, Mercantilism, vol. 11, p. 200.
8 General Theory, p. 341, g
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a self-adjusting tendency by whlch the rate of injefest
-would be established at the appropriate level”.* “Vhat-
ever the shortcomings of the mercantilists, for one
thing they were quite correct in holding that the rate (
of interest is essentially a monetary proble It was
rather unfortunate that this view of the rate of interest
should have been rejected by the succeeding generatlon
of economxsts. However, in recent years, there is an
increasing boay of opinion which regards the rate of
interest as essentially belonging to the sphere of
monetary theory. -

LBut gradually, the amount-of -money concept’ of
mtetest was given up and it was followed by the
‘amount-of-riches concept’. This change of view was
the result of the advent of industrial capitalism. During
the phase of commercial capifalism, money was identified
with capital. But commercial capitalism was superseded
by ;vndustrml capitalism, and capital was more and more
used in the sense of ‘stock’, i.e., capital goods.\\The
power of creating wealth was now attributed to the
‘sphere of productlon and not merely of exchange. So
the rate of inferest depended not upon the quantity of
money, but upon the riches of the country) Of course,
for a long time both the views of capital and interest
had - adherents, “<Among. the ‘economists who threw
valuable light on this question, we may consxder John
Locke and David Hume.

did not make any great progress in the
theory of interest. He tdo regarded that rent of land
was the only form in which surplus could accrue and
he derived interest analytically from rent; interest was
paid for the ‘use’ of money. But the importance of
Locke lies in the fact that he was the first to express

"4 General Theory, p. .‘341.
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P

in abstract terms the relationship between the rate of

interest and the quantity-of money.§ He held that money
had a double-value, (@) Its value in use, which is given

by the rate of interesty “In this it has' the nature of.

land,”® This use value or the rate of interest depended

upon the quantity of money (velocity of circulation being
taken into consideration) in proportion to'the total value
of trade. (b)Its value in exchange}and “in this it
has the nature of a commodity”,® this exchangé value
depending upon the quantity of money in proportion to.

the total volume of goods on the market. L “Thus Locke
was the parent of twin _quantity theories.’ 1)Of course,

as Mr. Keynes points out, he confused the relationship

of these two proportions and he neglected changes in

liquidity-preference. He too identified money and capital.

~But he held the view 'that a reduction in the rate of

interest had no direct effect on the price-level and
that it might affect it 1nd1rectly by leading to the export-

of cash or an increase in output.

‘David Hume is said to be the first economist to have

drawn_the distinction between money and capital, and
combated the prevailing view that lowness of interest

was due to plenty of money, though he admitted that
they went together. \}fe went on to show that a‘low
rate of interest was not a cause but an effect, That was

why Hume, like Locke, opposed the state regulation of_

interest. “The greater or less ~quantity of - ‘money, in

a state has no ‘influence on the rate of intefest.” But it
is evident that the greater or less stock of-labour and’

commodities must have a great influence; since we really
and in effect borrow these, when we take money upon

5&6 T,ocke, “Some Considerations, etc., " - quoted in Casse! op. czt
p. 18
7 Keynes, General Theory, . 343
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interest.”®* Hume followed Locke in his theory that
prices were determined by the quantity of money. That
is why he declared that “Money, however plentxful had
no other effect, if fixed, than to raise the price of labour
"and commodities,”® but it could not lower the rate of
interest. But low interest rates and plenty of-money
were inseparable, because the growth of industry and
trade attracted great abundance of precious metals and
this-lowered interest. Though he isolated the problem
of interest from that of. money, he knew that money
played a great part in affecting the volume of mdustry
and trade. If prices rose as the result of an increase
in the quantxty of money, industry would be stimulated.
But at the same txme{Hume knew that the increase in
the quantity of “money was beneficial owing to the
time-lag in the appearance of its effects. Changes
in the prices of different goods are affected in turn and
the increase ‘of money will “quicken the diligence of
every .individual,. before it increases the price of
labour”.}® ‘That is, Hume made a clear distinction be-
tween dynamic and static conditions. He knew that
if the rise in price became general to all commodities,
the fillip to industry would no more exist.y He says
“The augmentation (of money) may have some influ-
 ence, by exciting mdustry, but after the prices are
settled suitable to the new abundance of gold and sxlver,
it has no manner of influence.”™
«/ “}Hume distinguished three factors as determining
‘the rate of interest. They were the demarg_c_l__gi_b;o_rrow-

e

. ers, amount of riches in the country and proﬁts of

8 Quoted in Cassel, op. cit., p. 19.

® Fetter, “Interest Theory and Price Movement”, American Economic
Review Supplement, 1927, p. 63.
7 10 Hume, “Political Discourses”, quoted by Roll, op. cit., p. 121.

. 11 Quoted by Cassel, op. cit,, p. 20.
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commerce Thus high interest rates were the result of
“a great demand for borrowing”,”? and !little riches.
to supply that demandj’ 13 These in turn were the.
results of a small amount of industry and commerce:
The third determinant of the high rate of interest was..
“great profits arising from commerce”.*y He regarded
that profits_and interest were interdependent. . “The
low profits of .merchandise induce the me;?ants to
accept more willingly of a low interest.”*WSimilarly
a low rate of interest was the result of three.opposite
circumstances, namely, low demand, large r1ches to.
supply and low profits from commerce3 :
Hume only stated the problem of interest, and his
explanatlon of the three factors governing the rate of

~ interest was not complete; especially the relation between.”

interest and profits was superficially treated by him,

‘though his analysis of the demand for borrowing was

penetrating, abounding with psychological factors.
But his essay on interest was epoch-making, for, since
his time, the abundance-of-money concept of interest
was definitely displaced by the abundance-of-goods
concept, though, of late, there is a definite tendency
towards the former view. |

Hitherto we have been concerned excluswely
with English economists. The physiocrats of France,
particularly Tg__got contributed a great deal towards
the theory of interest.

.JQuesnay recommended the fixing of the rate of.
interest By governmental authority.” The rate should
correspond to the revenue drawn from a piece of land
which is equal in value to the loan of money.} According
to him, the money-lender could not claim a higher rate

12,13 &14 Quoted by Fetter, 0p. cit., p. 64.
15 Quoted by Roll, op. cit., p. 22.
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than this by arguing that he could earn a higher rate by

investing his money in commerce and industry, since

the revenue from tillage was the only legitimate way of;
increasing ‘wealth. Profit from commerce was agamsi

natural order.

It waskT urgot wholdisplayed an acute msxght intoV
the nature of interest. \He rejected the old idea that
interest was the price paid for the use of money. He
defined interest as “the Pprice given for the -use of
.a certain quantity of value during a certain time”.’®
He was the first to emphasise theinfluepce 6f time on
the_valuation of goods, that a difference in tjme meant
a_difference of value) He frequently used the word

waltmg’ to describe what the advances enable workers
of all kinds to do. So capital is value. This use of
value for a certain time was treated by him as an inde-
pendent factor of production. He analysed the demand
and supply aspects of capital, especially the demandi
side. He also pointed out clearly to the competition of
the various branches of production for the use of
capital. And here he spoke first not. of manufacturing
-and commerce, but the purchase of an estate of land.
That is, he stated that capital could -not be 'used in
manufacturing and trade, if it did not yield the same
rent as the capitalist can get for himself by buying
land. WThe Austrian economist Bohm-Bawerk, unawareV
of the full significance of Turgot’s theory of interest,
dismissed it as “Fructification theory of mterest”\
Boéhm-Bawerk’s criticism was as follows:—

Turgot exp}amed that the cause of interest was
the possibility of gaining rent from land; but this was
reasoning in a circle. For Turgot explained the value

18 Cassel, op. cit., p. 20.
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of land as determined by the rate of interest on
capital. But why is interest paid on capital? So
Turgot explained interest, which was réally the cause
of the exchange between land and capital, as the result
~of this exchange. But, many critics have pomted out
that Bohm-Bawerk did scant Justlce to Turgot s
theory. ‘

According to Fetter,"” Turgot tned to explaln the
valuation of land independently, without referring to
the current rate of interest on money loans, that this
value of land could be determined by the demand and
supply of buyers and sellers of lands. He conceived of
an investment rate in land, determined by the proportion
of the revenue of lands to the value for which they
were exchanged. Of courser he was aware 'that
different ways of employing capital were mutually
‘related in their rates of return by the possibility of
shifting investments. But this did not prevent Turgot
from conceiving of a distinct factor in helping to find
the value of land, independent of the contractual rate
of interest determined in the money market. No doubt
this view of capltahzatlon was limited to the valuation
of land, and could not be applied to the valuatlon of
other ‘capitals’ such as houses, machlnery, etc. ‘That
is why Fetter calls this theory as ‘Limited Capltahzatxon
Theory’."® ~

For all his- short—commgs[j‘urgot’s contribution to
interest theory is enormous. His concept of capital as
a certain sum of value for a certain time has nevér:
been surpassed in clearness, and his conception of an-
investment rate in land is an original contribution, to
economic thought.™ )

17 Fetter, op. cit., pp. 65—7
18 Op. cit., p. 65.
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THE CLASSICAL THEORY OF INTEREST

THE next stage in the historical development of the
theory of.interest comprises the work of the classical
school of economists beginning with Adam Smith. l\'By
the ‘classical_economists’, Marx meant 'Adam_Smith,
Rxcardo and’ James Mill, and their predecessors But
/ Mr. J. M. Keynes mcludes in the classxcal s¢hool’
economists like J. S. Mill, Marshal] Edgeworth and -
Prof. Pigou, because these have * adopted and perfect-
“ed the theory of the Ricardian economics’ 'jFor our
purposes; we. may adopt Mr. Keynes’s view. -
Though fundamentally all the economists of the
class:cal school mentioned above hold the same views
on interest theory. we notice great refinements done to
" the body of the theory by individual economists with
the progress of~ .economic thought and the rise of rival
schools of econotnic theory. - We shall do well to begin
{"’with“Adam Smith and Ricardo, the founders and the
chg_f_g;mnents of the classical school.
A\Adam Smith did not contribate anythmg of specml
r 1mportance to the theory of interest.y .) “He stated the
results ‘already won in simple and clear language and
gave them the whole weight of his authority.”?
n‘Rxczu'do s contribution was to reﬁn\e_}Smmh’A_thgory and
remove certain inconsistencies in it4 Adam Smith did
, not develop a scientific theory of functional distribution
'of wealth.”; P He was primarily concerned with the

1] M. Keynes General Theory, p. 3 (foot note).
2 Cassel, op. cit,, p. 23.
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production of wealth. Though he was the first to

popularise the concept of ‘distribution’ of wealth in

English economic writings, ‘“Adam Smxth’suh" eory of

distribution instead of being made one:of.the main’
subjects of the book, is inserted in- the middle of ‘the
ichapter on prices as a mere appendage or corollary of his

{doctrine of prices.” The price of, evéry ‘commodity,
Adam Smith stated, resolved itself into wages,, rent|
and profits. Even Ricardo, who placed great emphasis

on value and distribution, did not develop a functional *
theory of distribution, based on an analysis of the

factors of production. @oth Smith -and Ricardo-
N regarded the ‘problem of distribution not as one of-
pricing services- furnished to production but as one of
dividing the total income of the society into the shares.
of the three economic classes which they reoogmsed”ﬁ

namely the landlords, the labourers, and’the capitalist--
employers. The.shére of the landlord Was rent, and it
was -explained as a surplus, which d1d not enter the

price of the final product. Wages were the share of

the labourers. Profit was the share of the cap1ta11st-

employer. .

Smith and Ricardo, ev1dent1y, did ot dlstmguxsh,‘
clearly between™ the servxces of the capitalist-and those.
of the entrepreneur “They treated the capltallst as ’
a kind of entrepreneur and interest as a kind of
profit rather than they treated the entrepreneur as
a kind of capitalist. They spoke of ‘profits of stock’.
For profits to accrue, there must be stock or capital.

It would be a mistake to suppose that Adam Smith
and Ricardo did not know the difference between
business profits in general, and that part of them
'which is properly interest on capital. To them, the
revenue derived from stock, by the person who mafiages
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or employs it was profits. But they knew that gross
profits contained wages of management, or reward for
the function of ‘inspection and direction’, and insurance
_for risk, both of which had to be eliminated from gross
proﬁts to arrive at net or ‘clear’ profits on stock. That
is, by profits they meant the return from investment
of capital. (They\confmed the word ‘interest’ to the
price charged by the lender for the use of money.. To
Smith and Ricardo, interest on money was essentially
a ‘derivative revenue’, derived from and depending for
its magnitude on the ‘profit’ that could be made by
the use of money. Interest was the compensation which
the borrower paid to the lender for the profit he could
make by the use of moneyy So they confined them-
sclves mostly to the broader problem of profits. Also
they did not carry out consistently the difference be-
tween gross profits and pure interest on capital. The:
result was that the problem of pure interest was not
isolated, and the forces acting on it were not under-/
stood clearly)

Let us first examine the views of Smith and
E_l_c_ardo on the nature of capital. By the time Adam
' Smith wrote the Wealth of Nations the word ‘capital’
was not widely used. But the word ‘stock’ was used.
'Then, the word ‘stock’ was being used in different
senses. Stock meant an original sum of money inv rest-
ed in any vy business enterprise. The word also stood
for the money value of the net assets of an enterprise.
Gradually, ‘stock’ came to mean the machinery, tools
and such other productive instruments. And for a long
time the word capital was used to denote an interest-
bearing sum of money. It was in this sense, that,
Adam Smith used the word ‘capital’ in his Lectures. In
the Wealth of Nations, Adam Smith used the word
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‘“stock’ or capital to mean' that part of the wealth of
'an individual which was used not for h1s consumption,
-but which was used in further productlon to bring him
money revenue or profit.) Thus Adam Smith’s ca}_p}_tgl"
included ‘'machinery, raw_materials, bullcl_ggs, food and
“clothlng * Adam Smith’s ‘conception of capital is’
scentlally an individualistic}one. Food and clotlnng
are not cap1tal irom the point of“the community, but
they are capital from the point of the individual since
‘he can advdnce them to labourers. in. production ‘and
make a profit. Ricardo too- held practically - the samel
views on ‘capital’s Hence (t_he general conception of?
capital of Smith and Ricardo was that it-was _produced
by labour and so was the embodiment of a certain
yantity of Yabour, or it was the embodiment-of the
sub51stence gaods on which the labqurers hved whlle
pertormmg that labour,) . ‘
{ fRicardo clearly*indicated that' capltahsj;_pm_cluctxon
is essentm]ly a-roundabout or timecusing- process. He"
‘too -held the view that all capital may ultimately  be
traced: to labourd¥” “In estimating the . exchanoeable
value of stockings, for example we shall find that their
tvalue ‘depends on the total quantlty of labour neceSsary,
tto" manufacture them and br1ng them to market First,
there is the labour- necessary to cultivate the land on
which the raw cotton is grown; secondly, i;he labour of
conveymg cotton to the country- where the stockings
are to' be manufactured which mcludes a portion of the
]abour %n building the.ship in which it is conveyed, and
which 13 charged in the frelght of the goods; thirdly,
- the labour of ‘the spinner and the weaver; foyrthly,
a portmn of the labour of the engineer, smith and
carpenter ‘who erected the bulldlngs and machinery by
the heh of which they are made; fifthly, the labour of
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the retail dealer, and many others whom it is unneces-
‘sary to particularise.”® A Thus Ricardo correctly con—‘
ceived of capital as two—jxmensxonal a labour dimension
and a time_dimensiofy ‘

(\Smxth and Ricardo explained the necessity for
profits on stock by stating that there must- be profits
from stock, . otherwise the capitalist would have no
interest - in employing his capital) And ‘the profits
should bear some proportion to the stock employed,
'otherwxse the capitalist would have no inducement to
employ a greater rather than a less amount of stock.
If profits fell, the incentive to the accumulation of stock.
(saving) would decline. X Accumulation of stock was
the result of parsimony and parsimony would not be
practised unless a reward was expected for this sacritice.
rHence we have the theory that mterest is the reward
L:fgiil_lg_s,jmence or_saving??¥
Yn thé writings of Smith and Ricardo are to be

found the seeds of exploltatlon, productivity and ¢
abstinence theories of interest.}  In_explaining-the-origin
of profits, Sn Smith_had-to- abandon the.labour theory of
“value. “He explained profits as a deduction from the
. value—of the product—oi.labour The labourers must
share their product with the owners of stock. The
labourers '~ agree. to profits, . the deduction fromr
the  value produced by them, because they are
“necessitous; i.e., they have no means of subsistence and

no materials of production with them. ' This deduction,
under the name of sur] plus value, became the central
. theme of Marxian a ‘aha [ysis. “{Smith was the first to}
develop clearly the concept of surpIus value and to stress |
the fact that it was bound up with capitalist productlon)

3 Ricardo, Principles of. Political Economy and Taxation, McCulloch’
edition, p. 17.
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Adam Smith also developed the theory that wiges,
.profits and rent are three or1g1nal sources. of exchange
value. Accordmg to thls,Ghe origin of profits is tow

be found in the fact that the employment of .capital .
in production results in an increased value of the
product]over the labour value. Here there is no question’
“of exploitation of labour. In this, we see the seeds of i
Yhe productivity theory of interest

Unlike Smith, Ricardo was mol:____.CQnSLStent |
Unlike Smith, Rlcardo did not-limit the validity of. the
laboitr theory of value to pre-capltahst times.. He
showed that labour_created value even in a capitalist
society, for, as we saw, he held that tools and machines |
were only stored-up_labour. {But if stored-up Tabour
did not belong to the labourers but belonged  to. the
capitalist, then the-total product of tools and current
lahour was divided into_twa. shares, one of which- was.
paid as wages to labourers and the other was the- proﬁts'
of the cap1tahst According to this theory, proﬁt’ is-
defined as Wages of indirect or stored-up labour. Bu
there is a serious objection to this theory. \3 The laboux3
formative of capital has already been pald in the form\
of wages. Profits must therefore be an extra_wage.
‘Then the ‘question is naturally raised as to why such
mediate (stored-up) labour should be more hlghly paid
than immediate labour. ({What Ricardo really meant)
must be that stored-up labour is more productlve than
immediate labour, and this dlﬁerence in productivity *
constituted interest™ Of course, Rlcardo d1d “not
express all this in clear language. .

LThe rate of profit, according to. Adam Smlth
depended .upon the amount of stock' existing in the
‘community. YAn increase of stock employed -in one
trade tended to lower profits in.that trade, owing to
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‘the prevalence of perfect competition. And when
there was an increase of - stock in all trades,
argued Smith, the same competition produced the same
“effect in -.all; that is to say, the rate- of proﬁts was
lowered everywhere. Similarly a diminution in the
quantity of stock raised the rate of profits by lowering
wages and raising prices. Smith said nothing about
the manner in which competition brought about these
Tesults.

X Ricardopw hile holding similar views went’ further,
Reahsmg that .a simple theory of demand and supply
was insufficient to explain the actual rate of profits, he
attempted to find quantitative factors affecting proﬁtsV
’Hrs theory of the rate of proﬁts can be summed up in
‘two propositions. The first is that the rate of" proﬁts
depends upon the level of wages. The second is that
the level of wages depends upon the yield from the
margmal land."

“~LIn other words profits and wages were determined
by the return to the worst land in cultivation, 7.e., the
‘return to the - margmal or no-rent land. But- wages~
were determined by the Iron Law. That is, they were
practically” ﬁxed So, proﬁt was the residual element. -
'‘Hence proﬁts depended upon the “productivity of the
:marginal land S 1As population grew, more and more
unfavourable land would be cultivated. And a greater
and greater proportion of the output at the margin
would be absorbed by real wages, which could not fall
below the subsistence level. Consequently profits, 3
which was a residual element, would decrease. But
profits could not reach zero, for before this. stage, all
accumulation will have been arrested, because with

, every fall in the rate of profits the motive for accumula-
“tion will diminish. Another factor which checked the
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tendency of the rate of profits to reach zero was the

jfrequent mxprovement effected in agrlcultural produc-v

tion. | " -

There is a lot of mlsunderstandmg regardmg
‘Ricardo’s proposition that the rate of profits depends ||
‘upon_the Wges In the first place, by .the-
‘height of wages’ should be understood the wages—blllk

as a proportion of the joint final product of capltal and .
labour.’ Profits = Total product — the wages bill.:
The ratio of this prafit to the advafices to labour
constitutes the rate of profit. Hence it is obvious that.

} the rate of profit and _the height of wages are 1nversely

‘ related. That is, the rate'of profits falls with a rise
in the height of wages and vice versa. In theé second
place, when it is said that the rate of profits depends
upon the height of wages, the depends may be inter-
preted.either in a formal or in a causal sense.* Ricardo
really meant it in the formal sense.” That is,.a fall in
the rate of profits was merely ‘an accompanying
circumstance of a rise in the height of wages, without
necessarily being the result of the latter,*

{In *spite of the facts that he. appears to be
excluswely concerned with_the return to land and
“that he thought that populatlon always ' obeyed the
subsistence law of wages Limdos theory of profits
is really a marginal -productivity theory of. interest.)
+And most of the elements of the theory of capital and
interest in the writings of Bohm-Bawerk and Wicksell,

* concepts such as indirect production, period of produc-
tion are already to be found in the works of Ricardo}
Besides Ricardo held the view, which is sufficiently
familiar to economists to-day, that a rise in wages will"

4 See chtor Edelberg, “The Ricardian Theory of Proﬁt Ecana}m'ca,
1933. .
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encourage capxtahsts to substitute. .machinery for labour '
and vice versa.

Smlth and Ricardo felt the dxfﬁculty of speaking
of an average rate of profits, since it was subject to
great variations of timte, place and type of business.
‘So they suggested that the rate of loan-interest gave
a clue- to the actual rate of profits. LThat is, if the
rate of loan‘interest rose, it meant that profits had
Tisen, and vice versa. 'That was so because interest on\
money was .a derivative 'revenue, and its magnitude
depend d upon the rate of profits on stock. Their '
maxim’ was that “whenever a great deal can be made
by the use of money, a great deal will be given for the
use of it.”™ )LBut Smith and Ricardo, following David
Hume, rejected the view that the rate of interest:
‘depended upon the quantity of _money, and they put
forth the very arguments of Hume i an this connection. *
‘The effect of an increase in the quantity of money was
only to raise prxces‘)

James Mill was too faithful a follower of Rlcardo
to say anythmg new on the nature of interest. He too
held the view that capxtal was hoarded or accumulated
labour and that ‘profits were the wages of that labour,

. LBy the time J. S. Mill wrote his Principles, Senior
had developed the abstinence theory of interest ‘)And
- Mill- made use of this theory in explaining the
* phenomenon of interest. Mill admitted that “as the‘
“-wages of the labourer are the remuneration of lahour,
so the profits of the-capitalist are properly, according
to Mr. Senior’s well-chogen expression, the remunera- -
tion ,of abstinence.”®-(Mill very ably analysed: the
various eléments in gross profits, such as an ‘indemnity

/

”~

- 5 Adam Smith, Wealth of Nations, vol. I, p. 338. .
¢ J. S. Mill, Principles of Political Economy, Longman’s edition, p. 245.
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for(risk,’ and ‘remuneration for the labour and sklll
requlred for superintendence’.” - Both these \elements‘
had to be deducted from _gross. proﬁts to- obtam
interest, or “the real remuneration for abstlnenc
On the rate of profits, and on the relation between
tate of interest and the quantlty of money Mill’s * v1evvs
were identical with those of Smith and. R1cardo ;
' In his time the theory of interest Was diverted to
‘the unfruitful controversy of the Wages Fund Theory.
It was thought that the sum which can at any time be
paid as wages was equal to the quantlty of capital,.
which was identified with a store of co’nsumable goods.‘
Capital was to serve a “Subsistence ‘Fund™ to maintain
labourers. The supply of -capital was. supposed to
depend on the rate of interest; that every fall in the_
rate of interest would check accumulation. - This view .
was borrowed from Smith and Ricardo, but never
proved. The doctrine of the Wageés Fund was rather}

a hindrance to the development of the theory of
interest.
‘ The next -~ 1mportant econom1st of the classical
school to-whom we should tugn: our - attention now .is-
Alfred Marshall. In his theory of interest, - Marshall )
‘was.an eclectic, as in many other. respectst E\_BMarshall
developed a funmm_of_d;stnbutmn ased. on
‘fthe four factors ot:_productlon ‘Marshall’s’ theory of )
Lvalue and dlstrlbutlon " combined margmal _utility
( product1v1ty) analys1s with subjective real cost.) The
forces behind both sup_p_y and demand defermme value.
4 ¥So .the forces governing the rate of interest on cap1ta1
were prospectlveness on. the supply side, and_ ‘pro-~
ductiveness’ on the demand side.} Marshall abandoned

7 Mill, op. cit., p. 246,
8 Ibid., p. 248.
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| Senior’s term ‘abstinence’, because it was too suggestxvc
of an apolegetic intention, and used the word * waiting’.
The suppher of capital has_to postpone consumptlon.
He-has to savé and then waxt So, on the sugp_y side
mtergs,t___;s the :reward f6r the sacrifice of saving or.
waiting. The demanijf)r “capital depénds’ upon its -
margmal productmty nd the rate of interest, in the)’
words of “Marshall “tends to an equilibrium level such
that the demand for capital in that market at that rate
of interest is equal fo the: aggregate stock forthcoming
»there at that rateﬁ*
. - Hitherto we have con51dered the theories of the
individual economists of the classxcal school. We have
observed that their views on interest, though differing
in detail, are fundamentally ther same. So we shall
now test’the interest-theory of the classical 'school as
a whole, especially in the light of the criticisms. Tevelled
agamst it by Mr, 1 M Keynes: - Of course, one may
raise the objection that the lumping of all the classical
economists under one head means that the shortconiings
of anyoxie economist are attributed to all. But this
danger is not: much SO far as the theory. of interest is
oncerned
Let us ﬁrst put down the mamlf_qatures of the
classzcal theory of the rate of interest. Tn the classical
théory there are tle,mowns and two gquations.. The’
two unknowns are the volum _Qi_§avmg (=the volume
.of investment) and the rate__g_f_lm;ﬁﬁ “Eirst there is
'the demand equation. The demand for(gapital depends
upon its ‘marginal productivity. The margmal pro-
‘ductivity of capital depends upon the amount of invest-
iment on capital outlay per unit of time, and so much.

« 9 Principles, Sixth edition, p. 534,
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‘capltal will be 1nvested that’ its. margmal productn 1ty _
lis'equal tp the rate of 1nterestD Mr. Keymesstop agrees
with this view that the amount of investment depends
upon .the rate of 1nterest and it w1ll ‘be carried up to

" the point at'which the marg:ma px,od_uctlwty (or what
- Mr.. Keynes calls the marglnal efficiency’) of \capltal.ls :
" equal to the rate of interest.” Then there 1s'2the supply
equation. - On the supply mde"mterest is the reward
}mvmg or abstamlng from consumptlon lhe .
supply of cap1tal or the’ amount which individuals choose
{to save (which is equal to the amount of 1nvestment)
depends “upon the. rate_gj_mterest It is this equatﬁon~
~which Mr. Keynes disputes.} These two_equatiors or
curves. of the - classical- theory are, analogous to the
demand and supg{y L~ Curves relatmg to a particular
commodity. Anq‘a the rate of 1nterest is determired-at
jthe point of mt@ggtlon of the demand and supply}
"teurves  for saving. *'If the" supply of saving is
greater than the demand for savmg for - invest-
ment - the rate of interest falls,” and -investment
increases till equ111br1um is reached between savmof
and investment. Slrmlarly if the demand, for saving is
greater than the supply of savmg, then the rate of
interest rises, and investment d1m1mshes until, equlh-_'
brium between the two-is restored: once agg
he first attack of Mr. Keynes on- the=classical

\ theory is that interest is not a d for saving, for
'one can save‘without lending at inteFest, and one can,
- get jnterest for:lending-money/which. he has not saved’
but Wthh he has inherited. Accordmcr to Mr. Keynes]
! interest is ‘the. price for- lendmg ‘money or. partmg with
i hqu1d1ty But it must be noted that saving :is ‘the’
*necessar ry condition an@_terest because w1thout?
savmg there will be nothing to lend and no liquidity to!
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" part with] Unterest-is the feward. for saving thhout
liquidityy” ‘This proposmon, however, is true only m
the case of individuals and not banks who can create
eredxt and lend money which is not the result of saving’

at :

j There is. no dxfference of opxmon between the
. classical’ economists and Mr. Keynes on the equality of
($aying and investment. Both hold the view that over!
a period of time saving and investment are necessarily
»equal ) Since this equality between saving and: mvest-
ment appears suspicious to many, let us glve a.con-
vincing proof of it.

' “By investment is meant, an addxtxon..lo_.xegl
/capital, such as occurs when a new house or a new
factory is built,"a railway line constructed or a store

"of raw maferials accumulated”;" «saving is,the_excess

” of_income over expenditure on’ current consumptlon
In a society income_is_egrned in two ‘Qvays either in
producmg_coﬂsumptxon_goods or in producmg invest-
ment_goods.* That is, total income y.is equal to value
of consumptlon goods ¢ plus value” of investment
goods i.- Saving is equal to total income minus that
part of the income spent on consumptlon goods. * Smce
the value of consumption goods and the’ amount of
income spent on consumption goods are , necessarily®
»equal it follows that saving is- always equaIJov invest-.
ment. This may be expressed in three equations: .-

iJncome == consumptlon + investment.

i.e., Investment = income — consumptlon . (1),
" Saving = Income — consumption +  ° - (2)
From (1) and (2) it follows that f .

“ Saving = Investment > . : (3).

10 Joan Robinson, Introduction to the Theory of E'mplo:vment, p. 7.
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AIt must be clearly noted that the proposmon that;
saving is equal to investment apphes only to aggregatel
.’ saving and investment, .. 4. e., ~ for ‘the, commumty as
-a whole. In the-case of an -individual. saving. and|
/ investment need not be equall} The equahtyf between’
saving and 1nvestment appears’ rather suspicioiis because ‘
of the fact that we are accustomed to look at saving
. from the point of view of the 1nd1v1dual ‘and not from
.the point of view of society as a ‘whole. ) When an
-iridividual saves more than before, it does not necessanly
increase aggregate savingp because when one sayes more
(which is the same thing as his spending less on con-
sumption) the income .of t‘hose who. sell consumption
goods falls, by exactly the same amount as the increased
saving. That is, total income has diminished ,by an'
amount equal to the increased savmg.) Hence aggre-
gate saving remains the same as before. The fact is
that when one saves more others save as much less as
he has saved more, -

It may be argued that hoarding may upset the
equality of saving and investment. In the”case of an,
individual, hoardmg is the excess (of money holdmg)
of . his saving over investment. 'But for society as
a whole there -cannot be net hoardmg, because , when:
a man hoards, some other man dishoards exactly- the
same amount of money, so that the community’s total
stock of moneyhas remained consfant. ) Net hoa.rdmg
“in the sense of an increase in the total stock of mioney
‘can only take place when th&monetary authority issues
more rnoney But this increase in the total stock of

. money does in no way upset the equality between saving
and ‘investment. For ‘the new money must be spent

* either on consumption or on investment, and as ‘usual
we get the equality between saving and investment.
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/If then there is no. dxfference of opxmon between
.. Keynes and the classical economxsts on the neces-
’sary equahty between saving and investment, then
where is the real difference between them? (The real
difference between them lies in this. @ccordmg to the
classxcal cconomxsts it is the rate of interest which
brmgs about the cquahty between saving and invest-
ment. " If saving is in excess of investment, the rate of
‘interest falls and investment is stimulated, so that
equality between them is restored. On the other hand,
Mr. Keynes holds the view that it is the level 'of
incomes rather than the rate of interest that ensures
this equahtD) -
. % JAccording to Mr. Keynes, there is no_jndependent
\cuny,c_for,ihe.supplywo£ s_,avmgs. He admits that there'
is an independent demand curve for savings. But not:
so in‘thé case of supply .Saving_depends upon the
tlevel of employment and incomes. The level of incomes
depends upon the ratg__qj__my_estment and the prog propensity
to consume. - The rate_of investment (i.c., the demand
.schedule’ for saving) depends upon the rate of interest.-
“Hence the supply schedule of savings is the same as
the curve of the rate of investment orthe demand
schedule for savings. That means the rate of mterest
is not. determined at ally’ S .
" @et us see how _equality is ensured between savmg
and investment in Mr. Keynes’s system. Let us sup--
pose that investment increases. Then the incomes of
people increase. As income increases, part of the
increase is spent on consumption and the rest saved.
Given the rate of investment, ‘the level of incomes is
determined by the propensity to consume. {which
simultaneously determines the propensity to save).
The higher. the propensxty to consume the higher the,
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level of incomes. And in: the end. aggregate saymg is-
equal to aggregate mvestment Thus «an -increase -in
aggregate investment increases aggregate saving ' by
exactly the same amount)} - . .
-~ But an increase in the propen51ty to. save does not
necessanly promote 1nvestment An ~increase . in
the propensity to save d1m1mshes the income of the
consumption-good_traders, who in turn curta1l con-
sumption, and this leads to a- further fall “in_incomes.
With the fall in 1ncomes the amount which individuals
‘want to save is cut down, “and income for the community
ras a whole is reduced to the level at which’ the actual
‘rate of saving is no greater than the rate of invest-
ment. ThusCwe come to the inevitable conclusion that )
sthe supply schedule of saving is not an 1ndependent one,
but that it is entirely dependent upon the schedule of’
nvestment’) \“The initiative lies with the entrepreneurs,
inot with the savers. The savers, as a. group, are
\helpless in the "hands of 'the entrepreneurs, though
4nyone 1nd1v1dually is free to save as much as he
likes.”11S.

*\Then why is it _that the classmal econom1§ts retaml
an mdependent curve for the ,supply of saving? The
reason for this is that they assumed a ‘constant level Qfg
income for the community as a whole.” In that case, it
is true that the rate of interest must lie at that point |
where the demand curve for’ capital correspondlng to |
different rates of interest cuts the curve of the amounts
saved at corresponding rates of interest. It is on the
same assumptlon of a constant level of 1 1neome that they -
held that saving was a function of the rate of interest,
that aggregate saving would. increase with a rise in the'

o

‘i'- B . s LI

11 Joan Robinson, op. cit., p. 13.
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-rate of interest, and would fall with a fall in the rate
of interest. Thus the classical economists did not take
into consideration changes in the level of income, or
more correctly, they considered 1 incomes to be constant
corresponding to ‘full’ employment." )

It is‘illegitimate to assume that the level of income
in a commumty is constant. :The assumptxon of . ‘full’
Vemployment is unreal. The level of income is not
constant-and it varies with the rate .of investment
decided upon by entrepreneurs. Therefore we must
treat the level of income also as one of the unknowns
in the determination of the rate of interest.

{Secondly, as Prof. Gustav Cassel has clearly
;pointed out, the amounts saved by individuals out of
)2 given income X largely insensitive to changes in the
rate -of interests With a rise in the rate of interest,
some may save more, or- the same, or less than they did
before.) The motives behind an act of saving are
'complex. {The proport1on of its income which a com-
munity saves depends upon the size of its income, the
distribution of its income, desire for security and power
and psychological states of: preference as between the -
present and future. Hence net saving is likely to
be. very little affected by changes in rate of
interest.s. . ‘

How then, can it be maintained that.an act of
individual _saving leads to an increase in aggregate,
\savmg also? 'The answer of the classical economists
is this. They held that évery act of saving on the part
,of the individuals led to a correspondmg and simultane-
4ous us act of investment. ‘There is an 1mportant obJectmn
against this view. There is no automatic mechanism
, by which any increase in saving leads to a corresponding
increase in the amount of investment. The classical
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argument is that’ every increase in saving relative to-
1m estment would bring down the rate of. interest and
lthus stimulate mvestmm classical theory attri-
buted* rubber-like elasticity to the “economic, system.’
The rate of interest no doubt may fall) But how can
the rate of interest be brought down in the absence of
the intervention of some factor like the monetary
l authority? Moreover the increased saving need mot
stimulate investment, 1f the prospective yield of mvest—
ment is not improved. Very often a diminution 1 in-the
propensity to consume depresses expectations regardin
{5 prospective yied, and thus as an adverse effet on
“Investment. fThen there is another most important
consxderatlon to which the classical theory has paid
practically no attention at all, namely, that when once
the decision to save is taken, there is the further decision
to be taken as to the fo;r_m_ﬁ_ghxch_the_swsgo
be held.. The entire saving of the individual or a pa.rt'
‘of it m may be invested, loaned, or it may be hoarded, i.c.,
the saving may be held in the form of idle cash. The
last possibility is very important*in the modern world,
(and it is one of the main obstacles in the way, of an'
increase in investment. But the classical economists
assumed that in a civilized community with an organ-
ised investment market, savers would not hold their
savings in the form of idle cash for any length of .
time, but that they would lend or invest it irrespective
of the market rate of interest. This is a very unreal
assumption. »

*Many classmg_l,‘egnomlsts confused the rate of“
interest with the marﬂnal productivity of capltal The
rate of interest is not determined by the marginal
productivity of capital® It is true that in equilibrium
the rate of interest and the marginal productivity of

—
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capital are equal, for if the rate of interest is less thm the -
margmal productivity of capital, it pays the ehtrcpre-
neur to increase the scale of investment until: thd ‘two
‘are equal. {But it is the rate of interest that determines
jthe margmal productivity of capital. For, marginal
productivity-of capital depends upon the scale of invest-
ment; and the-scale ‘of investment depends’ upon the
rate of interest) It would therefore be arguing in
a circle to suggest that the rate of interest is determmed
by the marginal productivity of capxtal)

lIt must not be inferred from the above criticisms .
-of the classical theory that the propensity to save, and
zthe demand for savmgs for investment have  no
influence on the rate_of_interest. - They do affect the
rate of interest but their influence .is indirect.- ~Thus
an increase m the rate of savmg, cet. par., ‘lowers fhe
rate of interest. Agam an anticipated rise in the
profitability of capital increases the current demand.
for investible funds and thus increases the current raée
of interest.y Mr. Keynes does not deny these results‘:
This must be so, for‘saving, Zinvestment, *incomes and;

the‘frate of interest are 1ntgx_-gl_gpgn\__’__cler1tmggbles in the
situation, and they mutually determine ohe -another
‘But this kind ofsmutual determinateness can be said of
everythlng in the world. Theré are certain factors
which are, in our opinion, the most important ones and
"whxch are the key to all the variables. Hence we treat
these as the determining factors. Otherw:se it would be
mpossible to make causal statements at all. (‘That is
whyiMr. Keynes holds the view that the demand and
‘supp]y schedules of saving are determmates and not
;determmants of the rate of interest” They do not
affect the rate of interest directly. According to him
the two factors determining the rate of interest are the
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“ state of chund _y-preference of the savers and the
)vquantity of money in the community y Later ‘we wil
deal with this positive thegis of Mr. Keynes...
. This leads us to another significant shortcommg of
' the classical theory of interest. L_The classical economists -
'failed to recognise that t v_q_t@wm_hadi
h-a direct effect on_the rate of interest.- Rather, they
\ explicitly stated that the rate of interest had nothing
‘to do with the quantlty of money existing)) They
" thought that the rate of ‘interest ‘belonged more to the:
realm of ‘real’ or pure economics than to-the realm of
monetary economics. CThough they used ‘interest’ Syno-
nymously as ‘the price of capital’ and ‘price of money’,
they consxdered the former (natural interest) as the
primary one, and ‘the latter (loan mterest) was only
a derivative from the former .5 This is, not.at all true..
In the actual world the quantity .of money directly
infliences the rate of interest. And- 15: is " the IoanG
interest that is really the significant one.’” .. -+~
(The  classical economists were . too much pre-
occupleww_lgs of an economy which
is essentially .monetary. They distinguished be;ween1
influences from the side of goods and influences from:
the side of money. But money had no mgmﬁcant
influence on.the economic mechanism because  money
({was only a ‘veil’ which concealed the deeper and more
fundamental relationships = 'of the economy) “The
whole classical theory was d theory of relative prices’ ofl
a barter_economy in a state of equlhbrlum For. the
classical economists analysing the nature and mechanism
of value, this value must have appeared to be inde-
pendent from the accidental price in money. Money
was only the ‘veil’ to be removed. The central and
fundamental price theory was theréfore isolated from the
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money theory.”"(The quantity of money had no
[inﬂueﬁce on relative prices and the quantities of goods
produced. This is a direct consequence of the classical
}assumption of ‘full’ employment. An increase in the
quantity of money therefore increased only prices. This
meant a strict interpretation of the Quantity Theory
of ‘Money, that MV =PT. V and T were supposed
to be fixed, and hence P varied directly with M.} To
explain the transformation of relative prices into
absolute prices, the Quantity Theory of Money was
introduced as an additional chapter, not really made an
integral part of the system.l It was thought by the
classical economists that the results of equilibrium
theory in a barter economy were the same as in
a monetary economy,) “The economic analysis referred,
therefore, to a barter economy, and the differences due
to the monetary factor were added ‘aftérwards as
a secondary correction.”?® *Thus while dealing with the
theory of. value they held one theory of interest, which
ran in terms of-abstinence and marginal productivity of
capitaly. But they held quite another theory when
dealing with the theory of money. For, though they
‘denied that the quantity of money had anything to do
with the determination of the rate of interest, it was
supposed by them that an increase in the quantity .of
money had a tendency to bring down the rate of interest,
in the short period. Yet no explanation was offered for it.
The source of this mistake of the classical
economists was that they took into_consideration only
the first two functions of money, namely ‘unit of
‘account’ and ‘medium of exchange’. They neglected

12 P> N. Rosenstein-Rodan, “The Co-ordination of the General
Theories of Money and Price”, Economica, August 1936, p. 257.
13 Ibid., p. 258. '
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the third and the most important function of money,
namely, the ‘store of value’. This neglect on.their part
was not accidental. It was deliberate. The classical
‘economists were concerned with long-period or static
equlhbrtum and they ruled out "all uncertainty regardmg‘
the future> “At any moment the facts and expectations
were assumed to be given in a definite and calculable
form; and risks, of which, though admitted, not much
notice was taken, were supposed to be capable of an
exact actuarial compunction. The calculus of probabi-
lity, though the mention of it was kept i the back-
ground, was supposed to be capable of reducing,
uncertainty to the same calculable status as that of
certainty itself.”4 That is why the classical economists
neglected the holding of inactive balances, i.e., the
hoarding of money. (They were obvxously wrong- in
this. The importance of money lies partly in its
function as a.store of value. In the absence of
uncertainty regarding the future, there is no need for
money as a medium of exchange. 'The dlstmctlon
between money and assets vanishes. ‘

In ‘addition to the assumption of the. absence of
uncertamty, the classical economists upheld Say’s Law
that supply creates its own demand, and that general
§over-produetlon is impossible. Hence the . classical
theory offered no adequate explanation of the-trade
cycle.. It only explained the forces conducive to the
ethbrxum of the economic systenﬁ] Of the later
classical economists Marshall modified the Ricardian
analysis of long-term equilibrium by “grafting on -to
this the marginal principle and the principle of substi-
tution, together with some discussion of the passage

14 7, M. Keynes, “The General Theory of Employment" Quarterly
Journal of Economics, February 1937, p. 212,
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from one period of equilibrium to another.”*® But in
essentials Marshall’s analysis remained the same as that
of Ricardo. His analysis too was based on the
assumption that the amounts of factors of production
in use were given, and the problem to be solved was
the way in which they would be used and their relative
rewards. |

It may seem that this whole chapter is a long
tirade on the classical economists. It is not so. It is
impossible to belittle the contribution of the classical
economists to the theory of capital and interest. A As we(
have noted, the Ricardian theory of capital and interest
1S vewxlar o the Bohm-Bawerkian theory of capital
and interest. “The classical sy system is logically most
consistent. ‘,Our object in these pages is to point out
the shortcomings and omissions of its theory. The)
.classical theory was deﬁcxent on points of formulation.
»It _attached much importance to the influence from the:
'side of goods and rather little importance from the
side p_fm;gy)

"~ {For one thing, the classical economxsts, particularly
Smith anc_]__l_l_xcardo, were Jusgﬁed in most of their
assumptlons They were living in a world which was)
fairly static and in which violent changes were rare
And it must be said to the credit of Ma__h_all that he
anticipated many modern developments in the theory of
money and interestl He knew that all was not well
with the traditional theory. He incorporated the
traditional views in his theory under certain special

i assumptions regarding their validity. LMarshaII was®
explicitly aware of the monetary nature of the rate of
‘interest. Thus he writes “Interest, in the strict sense

13 J. M. Keynes, op. cit., p. 213. .
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of the term, is the payment, which anyone receives
during a given period, in return for a loan: whether
to a private person, or to a Government, e.g., when
buying Consols; or to business undertakings, e.g., when
buying the debentures of a railway.”® ("Marshall knew
well that to determine the rate of interest from the
marginal productivity of capital is to be involved . in
cxrcular argument.!” )Marshall' clearly knew that un<
certainty regarding the future, especially changes in the
value of money, could create disturbances in the economlc:A
system. ) Like Mr. Keynes, Marshall attached great
importance to the 1nﬂu¢nce of expectations -on _the’
current rate of interest, But the weakness of Marshall

was that he did not mcorporate these fine' ideas. mtol
his system as an 1ntegra1 part of 1t31 “He was a centre

of unity, of acquiescence, , of quiescence. "8 {He 1gnoredz
the effects of dynamic. changes by assuming. the -exist-!
ence of monetary stability, “that money has the same|
purchasing power when it is borrowed and when it is#
returned”.’®} The- most important -of ~the differences
between the setting in which the present-day economists

work and that in which the classical economists worked

has been,beautifully expressed by Prof. Pigou in these

words: ‘JEconomists then had grown\ulﬂn,‘ and their

whole  experience was confined to, a world which, as
regards politics and economics. alike, was reasonably
stable. There were, of course, local political "distur- -
bances. There were the ups and downs of the so-called

trade cycle, fairly moderate in amplifude. There were

16 Money, Credit and Commerce, p. 73.

17 Principles, Sixth edition, pp. 519-20.

18 Pigou, “March of Time”, being the Presidential Address to thek
Royal Economic Society, 1939, printed in Ecénomic Journal, June 1939,
p. 220.

19 Marshall, Principle;, pD. 5_93—4.
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also large basic changes going on due to the impact
of American and, later, Antipodean agriculture upon
the structure of our economy, But the basic changes
were gradual and slow-working. There were "no
catastrophes. How different is the experience of
economists to-day! The War, with its aftermath of
ruin; the period of unbalanced Budgets and astro-
nomical inflations; the slow readjustment; the terrible
telapse of the great depression and the political tensions -
that accompanied it! This fundamental difference of
experience is, I' thigk, largely accountable for the
difference in the way in which the old generation of
economists and the new approach their problems. In-
evitably now the short run presents itself with far
greater urgency relatively to the long run than it did
then.  The economists from, say, 1890 to 1910 did not,
“of course, ignore problems of transition or the great
evils of fluctuating employment. But, relatively to the
underlying forces by which production and distribution
are governed, these things took second place. For the
same reason, I.think, the influences that monetary
reactions exert upon what one may loosely call the real
situation were subordinated. It was mnatural for
Marshall, as things then were, to attack the problem of
foreign trade by way of <‘bales of goods’, and to bring
in its monetary aspects at a later stage. For, to put
the point over-sharply, the part played by money is
dominant in the short run, but secondary for long-run
problems. In a period when our minds are attuned to
sudden and violent changes, a dlﬂ'erent view-point is
natural. In calm weather it is-proper to reckon the
course of a ship without much regard fQLthxvavcs
But in a_storm the waves may be everything. (The
problems of transition are the urgent problems For,
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if they are not solved, what happens is not transition,
but catostrophe; the long run never comes.) I will not
labour further what is obvious. The moral is clear.
If the difference in emphasis and outlook between
post-war and pre-war economists is a natural, indeed
an inevitable, consequence of their different environ-
’\ments, neither outlook can properly be called more
right than the other. The two are not competitive:

they are complementary.”?

20 Pigou, op. cit, pp. 217-8.



?HAPTER v
THE ABSTINENCE THEORY OF INTEREST

i
pAM SMITH and Ricardo did not offer a satxsfactory
solution of the phenomenon of interest, which, as we
have already noticed, (they called profit. . They pro-
nounced labour to be the only source of value.
Logically, then, there was no place for profit. But they
- were aware of its existence. So/they called ‘profit’
a ‘surplus’ and explained it on the basis of the labour
theory of value. The successors of Ricardo like James
Mill, McCulloch and Torrens were faced with the
dilemma of explaining profit while preserving the
labour theory of value.) They did not know how to
make profits a part of the value of commodities.
Therefore either they evaded the explanation of the so-
called ‘surplus’ or provided an inadequate solution of it.
J (Gradually it was realised that the labour theory
of value or the Simple demand and supply analysis
could not offer a satisfactory explanation of the
existence of profit, and so serious attempts were made
to explain' it. These attempts fall into two broad
branches: on the one hand there were economists who
.attempted to explain profit in terms of some species of
I! real_cost’, analogous to labour, for which profit was
/an equivalent and not a surplus value; on the other
hand there were others who sought to explain profit in
Herms of the advantages to the borrower or the owner
of capital, such as the productivity of capital or the use
of capital. The former was an analysis of the problem
from the side of supply, while' the latter was
an analysis from the side of dem;md\yBut it is
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uecessary to bear in mind that an economist who
emphasised one aspect of the problem was not entirely
ignorant of the other aspect. It only means' that, to
him, that aspect which he emphasised, was relatxvely
more important than the other. o ‘
(Let us begin with the supply side: Here the most
important nomist we have to consider i{§ Nassau
WilliamySenior) with whom is associated the ‘abstinence’.
theory of interest.V Senior began by rejecting Rlcardo s
idea that labour embodied in a commodity was the
source and measure of its value. He put the causes
of value as utility and relative §carc1ty) .Senior
attempted a solution of the . Ricardian and ~post-
Ricardian dilemma of explaining proﬁt while preserv-
ing the labour theory of value! { According to him,
homogeneity between labour cost an capital cost could
be worked out through his discovery of at_)_§:c_g_r1_e_gce pam
as the condition to which the existence of capital is
subjected Thereby Iabour and abstinence- were con-
ceived to be reducible’ to a common denomlnatxon of
pain. This also admitted the product1v1ty of capltau’
LOn this basis, Senior analysed the ‘instruments of
production’ into three groups, namely, ‘Labour’,
‘Natural Agents’ and ‘Abstmence The first two were
‘Prxmary Productive Powers”, but they requlred the
concurrence of a third productlve principle’, namely,
abstinence, “to give to them complete efficiency”. J\By‘1
‘abstinence’ Senior meant “the conduct of a person who
either abstains from the unproductive use of what he
can command, or designedly prefers the production of
remote to that of immediate results.”® Senior substitu-;
ted the term ‘abstihenée’ for capital, because_capital, as

1 Senior, Outlines of the Science of Polmcal ‘Economy, p. 58.
2 0p. cit, p. S8. ,
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-

it had been defined then, itself was the result of labour,
‘natural agents and abstinence. }§ By the word ‘abstinence’,
Senior wished to express [that agent, distinct from
"labour and the agency of nature, the concurrence of
which is necessary .to the existence of capital, and"
which stands in the same relatxon to profit as Labour
does to Wages”.

4 (From this”we see that Senior definitely stressed
the productivity «of capital, in addition to his main
thesis, that interest is the reward for the abstinence
of the capitalis " We are now primarily concerned
with his main the esis, LSenior explained why abstinence
was scarce, in these words. ““T'o -abstain from the
enjoyment which is in our power, or to seek distant
rather than immediate results, are_among the most
painful exertions of the human will’...... of all thé
means by Which man can be raised in the scale of being,
abstinence, as it is perhaps the most effective, is the
slowest in its increase, and the least generally diffused.”

VEThls is essentially a pam-cost theory of price.
According to this, profit_is no longer a surplus, but an
element of cost] But the mistake which Senior coms

ent ol o ———rn;
mitted and which later economists avoided, wathaé:
he did ot mention that profit is determined by the price ’
which must be offered for the marginal abstmencé)
That is, though a certiin quantity of abstinence may be
obtained for no price or for very little price, a higher
price must be paid to all abstinence in order to -obtain
sufficient quantity of abstinence to meet the demand)
This he failed to do, and so it became an easy task for
Lassalle to ridicule the conception of abstinence thus:
“The profit of capital is the ‘wage of abstinence’.

8 Senior, op. cit., p. 59.
4 lbid., p. 60.
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Happy, even priceless expression! The ascetic million-
aires of Europe! Like Indian penitents or pillar saints
they stand: on one leg, each on his column, with strain-
ing arm and pendulous body and pallid looks, holding
a plate towards the people to collect the wages of
their abstinence. In their midst, towering up above all
his fellows, as head penitent and ascetic, the Baron
Rothschild! This is the condition of society! How.
could I ever so much misunderstand it * . |
ﬂThough Senior too developed a real-cost theory of
profit, yet he departed from Ricardian theory in-one
significant respect, namely, that Senior’s real-cost was
made sub;ectlve.\ Senior realised how the attempt to
find an objective basis of real-cost in terms of the
things abstained from could have no significance as
"a cost, unless some pain was involved to the owner in
parting with these things. ‘-‘So the concept of ‘surplus’
was dropped and ‘abstinence’ was to be thc subjective
equivalent of proﬁtv
{But here sprang up a new dlﬁiculty There ‘was
no limit to such a subjective cost, like abstinence, short
of including in it the sale or hire of every sort of
property. 1f abstinence was to be allowed to all those
who possessed inherited capital, why should it not be
allowed to the landlord who let his property for rent
or hire, 1.e., all rent becomes profit. (Semor, who was
aware of thxs difficulty, hastened to exclude all.capital,
which was inherited or a gift, from his definition. But
this only meant that abstinence could not explain all
profits. . As Cannan has remarked, Senior’s theory
ended by “reckomng as rent the greater part of whatJ
every political economist has termed proﬁt” &

5 Quoted by Béhm-Bawerk in Ca[ntal and Interest, p. 276.,
€ Theorics of Production and Distribution, p. 198. ) ’
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v {Another defect of the abstinence theory as pru-
pounded by Senior and his followers was that they did

| anot use the theory to develop a quantitative explasation
of the rate of interest. According to Senior, abstinence
sets a minimum level of ‘profit’, but this is indetermi-
nate. In.that case this theory reduces itself to the
statement that som_e__mtirsst is a necessary inducement
to saving, a fact whych had ‘already been recognised by
Smith and Ricardo .

For all his shortcomings, this much must be said
to his credit that Seniag was the first economist to bring
to prominence the importance of time in the employment
of capital. Nn his writings many find seeds of the time-
|preference theory of interest, which was later developed

°by the Austrian school of cconom:sts) In his analysis
of the part played by capital goods in production we see
[ the beginning of the Austrian theory of roundabout
production, and his discussion of ‘the average period
%of advance of capital’ reveal the concept of a ‘period
of production’. But these were notions which Senior

failed to develop systematically. )
ﬁetter than the word ‘abstinence’ is one suggested
ne, namely the word wamhg' It was
adopte'c'f by Marshall and others since then.  The reason
for Marshall’s abandonment of the word ‘abstinence’
\was that the word implied ‘abstemiousness’, or a diminu-
jon’in aggregate consumption. (He used the word
iwaltmg as .equivalent to ﬁostpon;ment_,f enument’
or as applying- to the simplé fact “that a person
abstained from consuming anything which he had the
power of consuming, with the purpose of increasing
his resources in the futaure.”” ‘Though Marshall

T Principles, Sixth edition, p. 233.
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discarded the word ‘abstinence’, in etsentials, his word:
. ‘waiting’ retained the character of siibjective Jeal cost
whxch Senior had propounded. ) .
<~ “_With the advent of the concept ‘waiting’, interest
has been defined as the price of ‘waiting’, ‘waiting’
being considered as an “independent and elementary
lfactor of production”. anestment is said to constitute
the demand for ‘waiting’* and saving is said tb
constitute the supple( \_of/‘&alt,g’ @And interest is the
price which equates at the margin the demand for
‘waiting” and supply of ‘waiting’. The demand for
‘waiting’ is analysed in terms of the margmal pro-
ductivity of capital and the supply of ‘waiting’ in terms
of the marginal disutility and sacrifice of waltlng’\)
‘This is practically the same doctrine of interest s that
which we came across in the last chapter, namely, that
(interest is.the price which equilibrates the demand 'for
.saving and the supply of savm@ In so far as the
supply of waiting is identified with saving, most of the
criticisms which we levelled against that theory of
‘saving’ apply in toto to the theory of ‘waiting’,>
{There is another variant of this theory of ‘waiting’.
Economists like Prof. Casiel and Mt. Henderson regard
it useless to find w;:mst in the marginal]
disutility or sacrifice involved in the supply of waiting..
Accordmg to_them "a price is charged for waiting
(the price being interest) just:to restrict the demand:
for waltmg to the level of the available supply Their
argument is that in the absence of a price for waiting,
the demand for waiting would be so enormous as to,
exceed the limit set by the availability of the supply.
‘According to them, the rate of interest does the
function of dirfecting investment only to those
channels which are most™ frmtful}: In the words of
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Mr. Henderson, ‘It (the rate of interest) separates
the sheep fro&he goats. It serves as a screen, by
means of which capital projects are sifted, and through
*which only those are allowed to pass which will benefit
the future in a high degree. For this essential purpose,
it isehard to imagine how a better instrument could be
devised.”? ‘

{Thxs theory is correct so far as it goes. The
function of price is certainly to restrict the demand for
a good in rglation to its supply. But this kind of
{dqmand—and-supply analysis of the interest problem is
not very illuminating. It has been rejected, and rightly
too, by Ricardo, Marx and Bohm-Bawerk. It does not
analyse thoroughly the forces behind the limitation of
the supply of ‘waiting’y

/In view of its tremendous importance in problems
of capital and interest, let us analyse at length, the
nature and services of waxtmg’ in productlon 4
" Lln the first place, ‘waiting’ is considered as “an
independent and elementary factor of production”.!®
The argument runs thus: all productjve processes take
itime to accomplish. ‘There is an interval of time be- -
tween production “and consumption.% M For instance,
a farmer must plough the soil and sow seed months
before he can reap the harvest. That means it is not
sufficient that the Tarmer and his labourers should work,
but it is also essential that they should walt for some-
time to get the reward for their efforts. aiting” is
~ also_involved- in man@gﬁmmg. industry.y With the
advent of the Industrxal Revolution and the introduction

g ——————
* 8 Supply and Demand, p. 130
9 It may be noted that ‘waiting’ is a quantity of two’ dimensions, viz.,
quantity of value and time. Therefore Measure of waiting = Quantity X
Time.
10 Cassel, Nature and Necessity of Infere:t p. 67
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of machinery for purposes of production, productive
processes are becoming more and more_roundabout.|
Instead of directly producing final consumption goods,
we first manufacture tools and machines, most of them
very complicated, and then with the aid of these we
» manufacture final consumption goods. .

" The reason why we adopt this kind of" indirect
production is that we hope to make production more
efficient. “We expect a given amount of labour and
natural resources to yield more utility if some of it is;
devoted to the construction of ‘instruments and other‘
forms of capital equipment than if the Iabour is apphed
directly to the land without their a1d »L This 1ncreased
efficiency of production is only an emplrlcal fact and
canhot be proved theoretically.” But of this later. What
we are primarily concerned with at present is the fact
that this kind of indirect or _roundabout _production

" involv es waltmor to ‘those who apply the original pro:
ductive’ age ts to productlon before they can reap_th
rewards. VAVaiting’ is also involved in the consurgp_tlon
‘of "durable consumption goods such as houges, whose
use is spread over a number of years. Therefore _we
may conclude that all production and consumption of; J
’durable things demands ‘waiting’..’
‘ But in the interval of time during which the farmer,
or the manufacturer has to ‘wait’, he must- consume..
‘He must pay wages to the labourers employed' by himr
‘so that they too may consume., For these purposes he
needs purchasing power, which represents command
over goods in general. If he has not sufficient purcha-
sing power, he must borrow from those .who have.
That is, in an exchange economy waxtlng can_ be

\‘v‘.

11 1,. M. Fraser, Economic Thought and Language, p. 235.
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Atransferred from one person to another.’ When an
entreprencur takes a loan to construct a factory and
start manufacturing, what he does in reality-ts to get
the lender of the loan to do the waiting for him. By
the loan, the entrepreneur acqulres a temporaty control
over’ wealth,

- {So waxg_x]gj_x_'ggr_csgms one_of the essential condi-
t}_ns of efficient production.  Therefore, it is regarded
by economists as an independent factor of production
distinct from both land and labour, and it is often given
the name of capxtal’ ‘and the payment for it is interest,
This concept of capltal’ which is associated with the

. function of ‘waiting’ is distinct from the concept of
i‘capital’ which refers to capital goods, t.e., tools and
machines which are produced means of productxon
But the latter concept of capital is not very illuminating.
Capital goods are all multiform and heterogeneous.
‘And they are essentially derivative, in the sense that
. they are the product of past labour and land, and not
- original productive elements. But the concept waltlng\
on the other hand, is the essential reality underlym
the phenomena of capital and interest.

{But infwhat sense is ‘waiting’ a factor of pro—

duction?\A'aiting' is .not a factor -of productionﬂ in
a technical sense nse. It is not an active participant in the
productive process. (But it is a factor of grodu ction in
the economic_sense, namely, that ‘waiting’ is an_indis-
\pensable condition of the productive process.) ss.) For
little production could take place without it, though it
is not a part of the productive process nor an element
in it. \Prof. Pigou therefore cal]s ‘waitin > a ‘source’

of productlon must be a commodxty, whxch is either
supplied by the entrepreneur himself or borrowed by
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him from some one else) And we have already seen
that what is supplied by the entreprenéur himself or
borrowed by him is not ‘waiting’, which appears
meaningless, but purchasing power or ‘control over
'resources’. \\&nd it is this ‘control” over resources’
which constitutes an ~ independent factor of pr
duction, distinct from labour and land, - and it" is
given the name ‘capital’) People are willing to lend
the use of some part of their wealth or income and wait,
because they expect an mcome from what they have
lent in the form of interest. ¢~ -

Qn a monetary economy such as the one we are
living in, the lending of ‘control over_ _resources’ is
invariably effected by means of a quantity of a medium
of . exchange, namely money.) "The lending of the
resources in this way is very advantageous to both the
lender and’the entrepreneur, because money represents
the control over resources in the most liquid form, and
it is general purchasing power. In this sense, capital

{becomes equivalent to a sum of Joney, and interest the
! price of the use of money. But)it must not be assumed
that money is indispensable for the \1;9d ing of the
control over resources. That is to sayMinterest is not
peculiar to a monetary economy. It can exist in a non-
“monetary economy too, though it may be called by
a different term, namely rent. But only in a monetary
economy the determination of its rate and its signifi-
cance in the economic mechanism give rise to interest-
ing and complicated problems for a monetary economy
is invariably an. economy in which there is glllghl

developed credit system.. -
“Moreover ‘waiting” mterpreted in terms of money

ror ‘control over resources’ in a liquid form helps us to

‘understand better the relationship between land and
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capital on the one hand and rent and interest on the
other. Now ‘waiting’ is not connected with capital
alone. Waiting is involved.when a land-lord rents out
his land or factory building to the entrepreneur in
return for a rent. ~This transaction is in the nature of
a loan. But what the landlord supplies is usually called
land and not capital. e distinction between land and
capital rests on whether what is loaned is liquid or not.

Land as a factor. of production is. usually associated

with specific pieces—_of . wealth, whereas capital is
associated with wealth in ger;gral.) It means then that
the distinction between land and capital is practically

\useless in a society where there is no recognised medium

f exchange. In such an economy all loans must be
made in concrete goods. However, it is possible that
even in a barter economy there may be some relatively
liquid resources, consisting moastly of non-specific goods,
commanding a wide market. But the fundamental
distinction between a monetary and barter economy is
that in the former .there is one commodity (money)
which is used primarily and even exclusively as a means
of buying other forms of wealth and as a store of
fiquid purchasing power. CHere purchasing power
becomes an independent entigy.) Neglect of this basis
of distinction between land and capifal caused many
puzzles t6 economists like Senjor and Marshall in their
explanation of the interest phenomenon.

Hitherto we have only examined the several impli-
cations of the concept ‘waiting’. But we have not yet

discussed the main issue why a price is paid for ‘waiting”

in the form of interest. To do this we must go behind
the supply of and the demand for ‘waiting’, and study

the nature of the forces at work. *
}The theory which explains the payment of interest
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in terms of subjective real cost, such as abstinence pain

or disutility involved in the supply of waiting, is errone-
ous_and untenable. ‘Waiting’ can only be a subjective

s AT S

real cost if it involves abstemiousness on the part:of

the suppliers of ‘waiting’, 7.e., the savers. -But most"

of the ‘waiting’ is supplied by relatively rich people to

whom ‘waiting’ does in no way mean abstemiousness.}

;This capacity of the rich to save itself is a result of
inequality of wealth and incomes. The ultimate
incidence of ‘waiting’ falls upon the commumty as

a whoIe, and especially upon its poorer members, who)

receive no interest, and not upon the relatively rich!
capitalists who receive interest. Moreover, t)h;__cs_quly
of ‘waiting’ does not vary directly mlanges in the
rate of interest. The psychology of saving is both

"complex and obscure.¥ And even if some ‘sacrifice 1s]

entailed in the case of a few savers, it is too vague to
be measured. \There is no mnecessary _connection

-between_money costs and real costs) Therefore it is
'difficult to dogmatise that the prevailing rate of interest.
‘is a measure of the sacrifice involved in ‘waiting’ "eVen\

‘in the case of the ‘marginal waiting’. Moreover in an
‘economy where there is a highly developed credit system,
‘most of the ‘waiting’ in the sense of ‘purchasing power’
;or money is supplied by credit institutions which there-

by make no_real sacrifice. ‘The mere empirical fact of

‘waiting’ which is necessary for the charging of interest
does not therefore explain any real sacrifice at all. ‘The

(concept of disutility or abstinence is, therefor\e too

narrow or too wide to have any 31gn1ﬁcance at all./

There is another theory which is very 51m11ar in
many respects to the abstinence theory of interest and

which offers a psychological explanation of the pheno-

menon of interest. It is the time-preference:or the agio
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theory which, explains interest in terms of the psycho-
logical preference for present goods over deferred or
o future goods. . Economists like Bbhrp_;Bmerk and
Fxsher hold the view that ‘waiting’ and time-prefe
Yare dxﬁ'erent things. They obJect to ‘waiting’ bemg
onsxdered as a separate cost in addition to the sacrifice
involved in the renunciation of alternative’ enjoyments,
To them ‘waiting” is not an_ independent cost, but it
‘actually measures the one sacrifice already made. And
these regard’interest as a ‘surplus’. Other economists
like Marshall'and Fetter feel that the dxstxnctlon between
waiting and tlme-preference is fallacious, a” matter of
‘psychological subtlety.” ‘We shall take up this question for
discussion when we deal with the time-preference theory.
~ XYet another important’ theory which explains the
necessity of interest as a price for the supply of
‘waiting’, is - the liquidity-preference theory of
Mr. Keynes.\ As we shall see later, it offers a fairly
satisfactory explanation of interest from the supply side.
Interest is also explained in terms of opportumty
cost. The supplier of ‘waiting’ demands ‘a price for
waltmg’ becausé of ‘the fact that he has given up the
chances of making a gain by employing his capital
himself in business. This explanation of interest comes
under what is known as the productivity theory of
interest.
. The conclusion we arrive at in this chapter is that
- the theory which explains the necessity of interest in
terms of the demand and_ supply of ‘waiting’ is only
" superficial, and in the last resort it has to rely on other
ifinal explanations such as the time-preference, liquidity-
preference and productivity theories., In the following
pages we shall attempt an exammatlon ‘of these
theories.




CHAPTER VI

-

THE PRODUCTIVITY. THEORY OF INTEREST

TueRE has been an importan ng school of thought which
~has held the view that Mapital’ produces its own
interest. CEconomlsts of this'school regard product1v1ty'
as a property inherent in ‘capital’, ahd explam that this
‘productivity’ of capital is the cause of interest.- Tt is”
assumed by these - economists that this ‘productivity’ [
explains not merely the amount or prlce-sum yielded
by a group of capital goods, but also the rate per cen cent./
of yield computed on the valuation of the principal or
‘capital value. This explanation of the plienomenon of
interest has been termed the product1v1ty theory of
interest’.” It is to the critical genius of Bohm-Bawerk
that we owe a thorough analysis of the product1v1ty
theory of ‘interest™¥ '
The ‘productivity’ theory of interest has to explaln
clearly two things, nangly, (1) the meaning of the
phrase ‘Productmty of capital’; (2) the nature of the
theoretic task assigned by this theory to the productlv-—
ity’ of capital. «
 !Productivity’ of capltal can be mterpreted in four
ways. wf
(1) “Capital has the capac1ty of serving towards
the production of goods.” {
(2) “Capital has the power of servmg towards
the production of more goods tha,n could be produced
without it.”? -

1 &2 Bohm-Bawerk, C'a}ital and Interest, p. 114,
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“ These two interpretations lay stress on the ph_Lx-
cal productivity of capital. But in ecgnomics we are
primarily concerned with the productmtz of value, -
So there are two more mterpretatxons explaining the
productive power of capital in terms of value.

"\ (3) “Capital has the power of producing. more
value than could be produced without it.””*

\(4) “Capital has the power of producmg more
value than it has in itself,” ie, there is a surplus of
value over and above the value of the capital consumed
in productxoxr It Is this view which is in common usage§

Now what is the theoretic task assigned to the
productive power of- capital? * Obviausly, (the produc-
tivity theories attempt to explain _interest by the
productive power of capital. These theories confine
themselves .to the explanatxon of what we have called
‘natural interest’, and treat ‘logs’interest’ as essentially
derivative. Now what the\ oductmty theories have
to explam 1s that the productive power of capital is not .
merely the necessary but also the sufficient condition
\for the emergence of surplus value.)

(By capital the productivity theories mean capital

goods or produced_mgans of production or stored-up®
Elabour and land M1l the productivity theories of
interest start thh the physical Eroductmty of capital.
‘ We know that, ‘as a matter of fact, capital is necessary
;for all production and in its absence the product will be
»-more or less neglxglble.,) Cap1tahst1c_productlon is becom-
mg the rule, and the result has been anenormous growth
in the quantity of goods produced F'rom this physical
. productivity of capital it is not difficult to prove that
;cap1tal also_produces valuds) It is"true that the goods

l

3 &4 Bshm-Bawerk, Capital and Interest, p. 114,
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produced with the assistance of capital have value, not
| because they are produced, bu} because they are demand-
.(ed for satisfying wants. 150 capital derives its value

from the value of its products. But this is meaningless,
unless we modify the statement by adding that the supply |
of capital itself is in some degree limited or inelastic. |
(\WWe may therefore accept the proposmon that * capital
\produces v a.luef)

(But from this it is wrong to_jump to the conclusion
that capital produces. <ux_'plus value) It is reasonable
“that a capital good should, during its life-time, earn a
value equal to itself, s.e., its replacement cost. But why
should it earn or prOducé a value greater than that?(‘The
fact that capital is used in productxon does not explain
interest. >

LThe existence of interest or surplus value is explain-
ed in another way by stating that capital has the power }

of producing more or better goods than could be pro-
duced without it, and by proving that the more or better{
goods should be_of more value than the alue of capital
‘consumed in their production.®y Ve y, without | any
dispute for the present, take for granted the first part
of the above proposition, namely} that ‘capital has the!
power of producmv more or better goods thau could be /
produced without it The _great productivity ‘of goods
of the capxta.h.\,txc form of production is an admitted fact.
of experience and it cannot be proved a pnon \There-
fore it'may be taken almost as a rule that the total pr

duct 1s increased by the emp!oyment of capital by a

greater quantxty of product than corresponds to the
capital used up in production.  This excess of product
1s said to constitute interest. \And in this connection the
maro-mal analysis is s is made_use of. \Wicksell explains
“interest as follows: “Capital is sayed-up labour and
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saved-up land -ﬁnterest is the dlﬁerence between the
margmal productmty of sa ed—up labour and land, and
current labour- and Iandj’) Suppose ‘we take 1t for
granted that the indirect us€ of land and labour is more
productive of goads than the direct use of them; does
‘it always prove the existence of interest? !In other words,
is  the superior productivity of capital ‘hot merely the
necessary but also the sufficient condition for the emerg-
ence of interest? Why should not, for instance, the
\ value-of capital rise till it becomes equal tq the value of
its product, and interest dlsappear? Or, why should pot
competition either reduce thé valiie of the product fo the
] value of the capital, or why should it not force the owners
- of capital to accept only- the replacement charges of
. capital? (It is a well-known phenomenon that with the
advent of cap1tahst1c production, prlces of goods have
fallen enormously owing to the superior productivity of
this process. Why should not this tendency go further,
so that the return from capital is no more than its
, replacement charges? >
"It is therefore’ theoretxcally difficult to prove the
| existence of interest by the superior physical productxv-
{xty of capxtal goods. The shole difficulty lies in. the]
transition-of physxcal roductmty into value productiv4
ity. But the fact remains’ that the productmty theorists
“have proved the existence of interest. They are “able to
do so because they assume the existence of stationary
ond;txons, especially the condmon that the exchange
alue of goods and services remains constant over a
eriod of years. This assumption answers the objection
against the productivity theory of interest. The con-
stancy of prices means that the increased quantity of

& Lcctur?:‘on Poiiti}al EcMy, vol. 1, p. 154. -
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goods produced by capital neither reduces the value. of
the goods nor raises the value of capital, so thata surplus
value (interest) of ‘the product of capxtal over the value
of capital is always present. But, in practice, economic'
» conditions are rarely stationary. Wl? productivity/
‘theory ignores the dynamic changes that are recurrent‘
in a monetary economy.- It runs too much in ‘real’
terms, assigning only a subordiWey‘ and
expectations. ' This is one of the most important defects
of the productivity theory of, mterest Tt is a known fact
that an increased productivity of goods often results in
a fall in the price of those goods Sometimes the fall
in price may be so great as-to make the actual rate of
interest earned negative.w ,‘ * -

+ .But how is it-that a positive rafe of 1nterest does
exist? What happens in the real world is that though
the employment of capxtal results in a fall in price of
its product, this fall in price does not continue to the
extent of e*ctmO'ulshmg all interest, because of the fact
that the demand for capltal is for ever greater than
the supplv of it.; There is practically no limit to the
demand for capital for production and for durable’ con-
sumptlon On the ‘other _hand, the supply of capltal
cannot increase indefinitely because of the scarcity of
human resources.’ ‘The . production of capital goods
involves the ‘oregomg of - the opportunities of manu-
facturing and enjoying consumption goods at present
and so there is a definite limit to our capacity to produc«;I
capital goods. ‘Hence the supply, of capﬁa'l is always
relatwely scarce to the demand fot it.\” Interest is thus
2 rent paid for the use of capital on account of its
iscarcity. ; Capital would not be deemed’scarce if it were
not productxve nor kuld 1t be deemed productive 1f
it were not scarcea@ -
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L {But the productivity theory of interest is incomplete
as a final explanation of the existence of interest.
It is too much preoccupxed with the artificial goods
(produced means of productlon) concept of capxtal\
Capital, in this .sense, is reckoned to, be one of
the factors of production in the same way as land and
labour are considered to be factors of production.
. Thus the productivity theory attempts to construct
a homogeneous_theory of distribution, without paying
much attention®to the distinctions between factors
of production For instance, it is practically overlooked
that in the ca case of capxta] unlike that of land or labour,
it is necessary to- set apart out of its earnmgs, a sum
for replacement of capxtal This fact is of the greatest
1mportance to the theory of interest since it is difficult
| to prove as to why the eammgs of capital should exceed
its replacement charges.) If capltal were everlastmg like
land, it would be productlve in the sense land is product-
iveJ/To link the origin of interest solely with capital
goods is to restrict 1llogxcally the broader problem of
interest. Qnterest arises not merely in the field of pro-
duction but also in the field of consumption.”y The
productmty theory obscures the importance of time as
a general factor in the use of goods of every kind.
Demand for borrowing comes not merely for productive
purposes but also for consumption of durable goods,‘
as well as foy acquiring present wealth of consumption
in anticipation of future wealth} ThuM/ery producti-
vity theorist must hold aulual theory, or, rather, two
different theories, one to cover interest on indirect
goods and the other to cover interest on consumptlon)
goods. )1t is no doubt true that in the modern world the
most 1mportant source of demand for borrowing comes
from production. But this circumstance .should *not
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blind us to the fact that interest is a general pheno- '
menon, and.that it arises whenever resources are trans-
ferred from one person to another for a period of time, -
irrespective of the fact whether these resources are .
- utilised for further productlon or for consumption. -
AThere is another objection against the productivity
etheory of interest. Marx pointed out that it is illicit
'to impute to the owner of productive goods the pro-[
<ductxv1ty’ of the things he owned But this -objection
has no significance in an individualistt¢ economy based
on private property, where it'is only the owner of pro-
‘ductive wealth that receives the product of his wealthd
Hitherto, we are proceedxng on the assumption of the
existence of private property. 'Granted this, the merits
and demerits of 1nterest-ta.kmg are essentlally those of
private property. '

Thus we see how difficult it is to prove theoretlcally
the surplus value—creatmg power of capltal. The
attempt involves us in a maze of, assumptlons, comph—
cations and confusions, in spite of which there is no
guarantee that we can conclusively prove the existence
of surplus-valu&” {It is therefore de51rable to_redefine
productivity in an entirely y different. way. ‘Productlv-
ity’ of capital should 51mplv be taken to mean that there.
are advantages to the borrower for the tx_rg_t_:_—_ggmrol
of the resources he has borrowed, on account of which
he is disposed to pay a Lennum over and above the
resources he has borrowed J1In a monetary economy
lending and borrowing of rapital is done in the form
‘of money. Therefore, let us confine ourselves to this

~money-capital. The reason why the borrower is pre—
pared to pay a premium in the form of interest for the
money he has borrowed i 1s the fact that he has a bright’
- chance of making a gggn with the time-control of the
‘ money ney he has borro“ed. He may obtain this pecuniary
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gain in various ways. He may invest his money in
indirect goods and appropriate for himself the increased
- productivity of the indirect pracesses of production.
,'He may invest his money in a commercial enterpnse
and make gain by the constant fluctuations of the pnce
of commodities, or it may be that he hopes to gain by
speculating on the stock exchanger” Of these, no doubt .
the most important source of gain is mvestment inj
\productwe enterpnse -’ T
“Therefore, without worrying ourselves about a
metaphysical (hscussmn of. the relations of cause and
effect, we may suggest that, for economic purposes, the
fact that(a surplus value'does follow the employinent of
capital amounts to éxactly the same thing as though the
scapital were, in an unequivocal sense, the cause of the
Isurplus value. It is immaterial to the borrower whether
(the surplus value is the result of the employment of
capital or is purely incidental to it. So long as th
acquisition of this surplus value is conditioned uporf\
the possession or control of capital interest will be pzud f
So capltal, it may be admitted, is productive, an
/interest is the payment for this productivity, or 51mply,
interest is its product. This productivity of capital is .
by far the miost important cause of interest. In_its
tabsence, the only source of interest would be the loans
&made for consumption. The situation would be exactly
the same as in- a medizval society where there were
few opportunities for investment, and where loans
were made largely for consumption.)- And in such a
society the taking of interest would be subject to severe
moral condemnatlon ) However even in such a society,
mterest is very necessary, and it has the important
economic function of puttlng a.check on the extrava-
gance of consumption. For, in the absence of interest,
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men would not practise economy in the use of - loanable
funds. They would simply borrow to increase thelr';
consumption far beyond their means. They would
repay a loan by means of a new loan. ) In fact, the
demand for loans would so much exceéd the supply, that
either a price for loans (interest) would have to be
charged or the rationing of loans to the most deserving
would have to be done. And surely, the former ,step
would be adopted.

Hitherto, we have pnly discussed the questlon how
-far productivity of ‘capital*is the cause of interest.
Now we must study how far this ,productlwtx is. a
'determinant of the rate onterest NThe peculiarity of
‘the ra”t.é of interest is that it is a ratio_| bcngen_.tmo;
exchange_values, between the valye of the servxggs_gf‘\
-capital and that of capital itself. It is this fact of thd
measuremient of capital in terms of its exchange value
that disturbs the theoretical correspondence between-
capital and the other factors of production. Land and
labour are measured each in terms of its own technical
-unit, namely, working days or months and acre per”
annum. But capital i§ measured by a unit that isy
extraneous to itself, namely, exchange 1 value. And this
mode of measurement has this advantage, namely, that
,it makes all cagia_l_&r_r_xggeneous and also secures the
homogenexty of interest as well as its source.)

“The productivity theory. of interest, or the more
dccepted version of it, namely, the 'marginal productiv-
ity theory of interest, fails to explain the rate of interesty
The marginal "productivity of a: capital asset ejcplainsI
sonly the rents paid.‘on capital assets. This rent is
merely a sum:) To calculate: the rate of intefest, we
;must know the value of capital assét itself. The value
of capital asset depends upon the value of its product
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to arrive at the value of capital, there must already be
a rate of interest prevxously determined. ' Thus if there.
-is a capital asset earning a net income of Rs. 400 every
year, the market value of the capital asset depends upon
the prevailing rate of interest on money loans. -Thus,
if the rate is 10 per cent., then the value of the capital-
asset is Rs. 4,000; if the.rate is 5 per cent,, then the
value is Rs. 8,000. This mode of arriving at the value
of capxtal is known as the process of ‘Capitalization’.
"It is clear, therefore, that the attempt to-explain the
/rate of interest on a money loan through the productiv-
ity of the borrowed capital involves us in a circular
rgument. For this explanation in trying to find the
te of interest already assumes .the existence of that
ate. It takes for granted the very thing it has to
etermme //

\s Mr. Keynes has clearly pointed out, the margi-
nal prodt.ctxvxty or efficiency (as he puts it) of capital
and the rate of interest are entirely different things.

YT,he marginal productivity of capital depends upon the

- or services. Given the value of the product of capital}

Iscale of current investment, which in turn depends
upon the rate of interest. If the rate of interest to be
paid on borrowed money is lower than the marginal
productivity of capital, investment will be increased,
until there is a tendency for the two to be almost the

ame. It will be arguing in a circle to suggest that the

Eate of interest is determined by the margmal productxo

Ylvity of capltaD

)\Moreover, ay¥ Mr. Keynes pomts out, we must not

5 confine}‘marginal productxvxty’ of capxtal to the “incre~
ment of value obtainable by using an additional quantlty

Nof egp;xal, in the existing situation”® only. We must
—%—KTynes, General Theory, p. 138. -
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take into account the prospective yield of the capital-
asset over the whole period of its life. Margmal
productivity therefore depends upon the state of expecta-{|
" tions regarding the future prices, costs of production,
-tastes, inventions and technique. . JHence Mr. Keynes
defines marginal efficiency of capital as being “equal tol
that rate of discount which would make the present
-value of the series of annuities given by the returns
expected from the capital-asset during its life just equal.
to its supply price”.’% _ SLfel et
It is only under the impossible condx;xons of ideall
perfect competition, where omniscience prevailed (
’,{/vhere time and space were annihilated, that the margi
lnal productivity of capital and the rate of interest
would be the same. - And the prospective yield of the
capital-asset would be the same during the entire life
of the asset. Incidentally, it is, as Mr. Keynes-has,
pointed out, a state of ‘full’ emglglp_lent> It is a world L
sof static equilibrium of Ricardo and J. B. ( Clark™ In
such a world; if there were a divergence between - the
‘two, investments would shift until the two coincided.
"But under real circumstances, they can never be the
same. There-is divergence between- the two, which
/ constitutes profit accruing to the entrepreneur. That
is to say, the yleld from investments does invariably
contain an element of profit, so that it is impossible to -
lknow the magmtude of the true return on capltal‘) The
real world is a dynamic one, full of changes in popula
“tion, tastes, groth of capital, inventions and 4dn th
prices of goods ‘and productlve services: 4
Morem er in the actual world chang's in the
‘ quantxty of money play a_decisive part in determmmg!

7 Keynes, General Theory, p. 135, -
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the rate of interest.} To-day, the banking system has
enormous powers of creating money and it can directly
control the rate of interest. Thus changes in the'
quantity of money coupled”with the state of expecta-
tions reO'ardmg the future play a more vital part than
the changes in productivity of capital in the actual
determination of the rate of interest. {The productiv-, ‘
ity theory, which is essentially a static theory, safely
neglects the xmportanee of money and credity
I\Therefore, in the actual world, marginal productiv-

ity or efficiency of capital, while offering a cause fo i
the payment of interest, does_not determine the rate of
1n£erest\ Of course, it cannot be denied that changes
1in the productivity of capital have some influence on
ithe rate of interest. If there is an increase in the
‘marginal productivity of capital owing to a new inven-
tion or a sudden rise in demand, the demand for loan-
able. funds increases. If the supply of funds is not
responsive, the rate of interest goes up. But if the
monetary authorities quickly respond to the increase. in
the demand for funds by an expansxon of m‘edxt, the
rate of interest -does not at all arise. S.Hence“the
influence of the productivity of capital on’the rate of
1ntWect and when it acts, 1tdacts mamly
through the monetary sphere YSo, for all -practical and
theoretical purposes, it is better we keep: the marginal
productivity of capital and the rate of mterest separate
and distinct. @y the ‘rate of interest’ we shall smplyd
‘mean the price paid for the use of money lent. - From
earliest times, economists have used interest in a_two-
fold sense, namely, natural’ interest and 'loag_,lr_xjerest
§The former is used to denote the margma] productxvxty
‘of capital. ‘Loan’ interest is the price paid for the use
of money and it is treated as a subsidiary phenomenon,
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incidental to, and depending for its magnitude upon the
former. But in recent years, interest is primarily
regarded as a money premium paid for the use of
money lent for a specified period of time. Needless tQ
say this is a change of view in the right direction and
a most welcome one, for it removes all ambiguity’
regarding the rate of interest.



CHAPTER VII
THE EXPLOITATION THEORY OF INTEREST

/THE ‘unsatisfactory way in which the problem of
interest or ‘surplus value’ was treated by the classical
economists led,to a contemporaneous development of a
‘school of thought which regarded all property incomes. -
‘as_exploitation of labour. This was the Socialig

School, the founders and most important members of
which are Rodbertus and Karl Marx\ The theories of
‘these two men regardmg the & explanation of ‘surplus
value’ are similar in many respects. \lé‘ut Marx’s expla-

‘nation is more comprehensive and critical. Hence in
the following pages we shall confine ourselves to Marx,
as the typical .exponent of the Socialist School.
LThe exploitation theory of interest was an inevit-
;.able consequence of the labour theory of valuely The
acceptance of the labour theory of value of Adam Smith
and Ricardo)(who may be regarded as the involuntary
godfathers of the exploitation theory) and-the spread
..of capitalist production with its inevitable gulf between
capital and labour prepared the way for the appearance
of the exploitation theory. -
As we have noticed earlier %1\//Iarx rejects the
[abstmence and .productivity theories of interestls To
" him, interest is not a reward for saving or abstmencc)
The simple act of saving in the form of money would
exclude the possibility of its expansion as capital; while
saving in the form of the hoarding of commodities “will
be sheer tomfoolery”.! The abstinence theory is illogi-
cal in annther sense, because “it has never occurred
T 1 Marx, Capital, vol. 1, p. 599.
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to the vulgar economist to make the single reflection
that ev ery action may be viewed as abstinence from its
opposite. ) Eating is abstinence from fastmg, walking is
abstinence from standing still, working abstinence
from idling, idling abstinence from working, etc.”?
&Slmllarly prod__u_gtlwty cannot be, according to Marx,
an explanation of ‘surplus valu¢’ because productlvxty’
is not an inherent property of capltalj Moreover, it is
illicit to impute to_the owner the productivity of the,
things "he owns. (JTo Marx the only explanation of
.‘surplus value’ lies 1n the class structure of the existing
E\society. Society is divided into two classes, the owners
of property and the propertyless. The propertyless are
at the mercy of the property-owners, and they are
subject to exploitation.]

To understand Marx’s them_'z of surplus value,
we must first know his theory of value. There is very
little that is original or new in Marx’s theory of value.
He simply restates the classical labour theory of value,
as expounded by Smith and Ricardo. Marx’s main
thesis is that the ¥alue of commodities depends _ex-
clusively upon the amount of labour involved in their
production. This - labour is not the labour of any
particular worker, but an abstract labour, analocous to
the conception of horsepower in mechanics. The intrus
sion of ‘capital’ as a factor of production need not upset
the labour theory of value, for after all, all capital
goods are nothing but stored-up labour and stored-up
land (which is a free gift of nature and costs nothing).
All capital is ultimately the product of lahour,) There
is no need to dispute this proposition.. It contains
a large element of truth: | |

2 Marx, Capital, vol. I, p. 608.
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@‘he essential problem for Marx is the explanatxon
of surplus value’. {'The ‘surplus value’ of Marx is not
merely interest, but it includes rent and proﬁg It is ‘
the sum of non-labour or property incomes. To explain
the origin of ‘surplus value’ Marx takes two very
important ingredients of the classical theory. is
the proposition that labour is the sourge_gnd_m%ureu
of value. The @ is that wages of labour tendl
always to subsistence level. - Out of these two propo-
sitions Marx explains his doctrine of ‘surplus value’
Thus, Marx takes over these two_doctrines. from the
classical _ _theory, but he draws entxrely _different con-
clusions from them.Yy

Marx analyseS the emergence of surplus value
: Labour alone is creative of value” The labourer .
produces more than- is necessary for his subsistence.
The labourer is made to work for a longer time than
is necessary to maintain hxmself‘) '‘But the more
1important reasons for the production by. labour of a.
value in excess of its cost of production are the benefits’
of * co-operation zhd division of labour.~ But the
labourer, on the other hand, is paid only enough to
€énable him to subsist and reprpduce his” kind. LThe
rest of the value produced by the labolirer, or ‘surplus }
value’ as Marx called it, is appropriated by the
capitalist, -because e has bought labour power forl
‘a subsistence wage “and set it to work.y\This ‘surplus
value’ is the source of rent, interest and profits and -
this is clearly the exploitation of labour, and so, it is
robbery.>)The labourer, is compelled to accept only
‘subsisterice wages from the capitalist because he lacks
the means of production and the means of consumption.l
Production takes time. - In order to realise the value
of his product, the labourer has to wait for some
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period of time. But during this period, he must live. -
So he needs cohsumption goods. Since it is only the
capitalist that commands the consumptlon goods, ,the\/
labourer has to depend upon the capltahst who ‘has
obtained a strategic posmon“y |
\{go the essential feature of cap:t?lstlc productxo
is that property owners advance their assets in tha‘«
form of money with the sole view of getting back th
money with a. premium or- surplujx w =
for descnbmg the capitalistic productlon is M-C-M’,
where M’ is greater than M. It may also be stated
thus— ~ Do o

M ﬁc{% p---1C or {AC‘*M'{A—%E",M’;; |
That is, capitalist production consists of three stages.
(a) M —> C. Money capital M is transformed into
elemerits of production: C. One part . of M, namely c
or ‘constant capltal’ is invested in materials of
productlon nt; another part of M, namely v or vartable
,capltal’ is invested in dabour power as wages. (b) p.
This is the activity of productlon ‘or. the creation of
new utlhtles by the application of labour power. Itis
in this process that C grows into C' (i.e,, C is greater
than C). (¢) C—M. The newly created ‘goods
are again transformed into théir money form; s.e., the
finished goods are’ sold for .money. - M’ is obvjously
greater than M, C’ is greater| than C.*_.The first and
the third stages belong to the field of circulation or
exchange and the second to the field of productlon.
According to Marx, s or the increment in m (i.e.,
M'—M) or ‘surplus value’, though it is realised in the

3 Fan-Hung, “Keynes and Marx on the 'Theor_y 6t Capital Accumu-
lation, Money and Interest”, Review of Economic Studies, 0ct 1939, p. 28
4 This assumes a constant level of prices.
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field of .exchange, it is actually creatdd/in the field
of production. It does -not arise in the field of
circulation, i.e., by a process of buying cheap and
selling dear, because by this process one loses what the
other gains. Thergforef“for the (economic) system as
/a whole S is a function of the expenditure of current
labour power, at any given ratio of productivity to
ages”.® In other words it is only the variable capital
%}vested in labour power that producem%xe
arx calls the ratio s/ s/v the rate of surplus value, and
this expresses the degree of exploitation of labour by
capital. But the capitalist should invest his money in

constant capital as well. He therefore calculates the
increment of value on his total capital. It is the ratio

. 8 .
~ g5 y» oF what Marx calls the Rate of Profit.

~ fﬁhe ‘surplus value’ of Marx contains interest, rent
and . profit. But its most important element is of
cour’se interest. 1Marx’s explanation of/\sgrplus value
is really an explanation of what we have called ‘natural’
interest or productivity of capital. Marx’s theory too
' may be regarded as a productivity theory of interest
because he is aware that capitalist production is more
/ productive than simple production.y Of course Marx
is wrong in stating that it is only the variable capital
/that produces ‘surplus value’. Fixed capital too—in
fact primarily—produces * ‘surplus value’.) But the
difference between Marx and other productivity
theorists is that Marx claims the ‘surplus value’ as
‘)wholly belonging to labour and labour alone.» Marx is
not satisfied with the answer that capital aids labour
“in production, and, therefore, the owner of capital is

o

8 Fan-Hung, op. cit., p. 28.
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entitled to the ‘surplus value’. For, Marx will carry
the argument back and point out that capital goods
themselves were originally produced by labour -and
therefore even the promww_gw
labour. !/The proposition that the origin of all incomes
from capital goods may ultimately be traced to past
labour incorporated in them is in the main correct. But
'the fundamental defect in the argument of Marx and
his followers is that they would have the labourer now
receive the entire future value of his product. This is
only possible when the labourer is prepared to wait for
the realisation of the full value of his product. All
Jproductxon involves waiting.X It is this waiting which
is most fundamental to the phenomena of capital and
interest. That is to say, capital is_a quantity of two,
dimensions, a labour dimension and a time dlmensmn‘
But the labourér has got 6 live during the périod-of
waiting. Since he lacks command over resources, he
trans '_gLs/llliﬂaLtmg to the capitalist and accepts from
him now a value lower than the full realised value of
his product. The capitalist thus gets the surplus value|
for waiting But Marx is entirely correct in rejecting
7the view that this waxtmg on the part of the capltahstg
is a sacrifice. e is also correct in his assertion that
? the appropriation of the surplus by the capitalist is the
.result_of the class-structure of society. In fact it is
}this that is the cornerstone of Marx’s theory of ‘surplus)
value’) Many critics seem to be of the opinion that”
Marx is jgnorant of the fact that capital is two-
dinfensional, and that he emphasmes only the labour-
dimension to the exclusive neglect of the time-dimension.
It is hard to imagine that Marx is ignorant of this
elementary fact. Marx’s contention is that the appro-
priation of the surplus value by the capitalist is the
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result of the institution of private property, and is
therefore subject to the prevalence of a particular
system of economic relations. It is not eternal just as |
the individualist society is not eternal.

\Jhe Marxian theory of ‘surplus value’ is in
essentials an attack on the present mode of distribution
of wealth among the several classes of people‘.) Under
the guise of the theory of the so-called functional dis-
tribution of wealth, we have come to tolerate gross
inequality of wealth, incomes and opportunities in the
community. ‘This inequality leads to further inequality.
Though we may reckon any number of ‘factors of
production’, there is only one ‘factor’ which enjoys the
incomes of all ‘factors’. This ‘factor’ is the human
being. Thus) Marx does not deny the existence of
‘surplus value’y. All that he-claims is that this ‘surplus
value’ should be shared not by a few but by the whole
commumty.

(All along we have assumed the prevalence of the
institution of private property and freedom of enter-
prise. Granted thxs, interest is necessary and inevitable.)
We ought to be in wide sympathy with Marx and his
followers for the social _injustice resulting  from
inequality of wealth and incomes. But “‘as to the ethical”’
challenge which they ( exploitation ‘theories) present,
it goes without saying that in competitive society every
income is based on economic power/ { Whether or when
or how far property income is defensible on grounds of
abstract right or of social expediency is a question to be
answered by the. ethical or political philosopher rather

{han by the economist. {Interest is merely a form of

payment for the use of real wealth transferred from
ne person to another/ Hence no special objection could
be raised against it; its merits and demerits are those
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of private. property and of a soc1a1 order based on
ownership.”® ) :

{1t must be noted that Marx does not construct
a theory of interest out of his theory of surplus value (
It must be said to his credit that Marx anticipates many
modern views on money and the rate of interesty” In
fact, the views of Marx and Mr. J. M. Keynes on
capital accuimulation and the rate of interest are said to
be almost ‘identical” {Marx’s theory of ‘surplus value’
is intended only to explain the productivity or profita-
bility’ of capital. He conceives the rate of interest as
essentially a money-rateYWe shall deal with this part
of Marx’s theory in a later chapter: :

I
L

6 Knighnt, .0p. cit., p. 255.



CHAPTER VIII
THE AUSTRIAN THEORY OF INTEREST

I

TOWARDS the latter part of the nineteenth century
“economics underwent a profound change by the advent
of ‘the Austrian School of economists, {the . most
important members of this school “being, Menger,’
erser and Bohm-Bawerk, on the continent. Jevgns in
England had very “much i in common with this school of
‘thoughty The importance of this school lay in .its
/ subjective approach to_economics.y, The emphasis was’
shifted from supply and cost to demand and (marginal)
utility as the determinants of exchange value. In the
“present chapter “we are primarily concerned with the:
contribution of the Austrian School to the theory of
‘capital and interest. On the continent, the most
important contribution to the theory of caprtal and
mterest was made by Bohm-Bawerk, and in England,
evons. Y Jevons’ theory was more or less the same
at put forth by Bohm-Bawerk. But Bohm-
Bawerk’s theory is more widely known and discussed,
since it is expressed in non-mathematlcal language,
unlike that of Jevons)y Hence we shall content ourselves
with examining Bohm-Bawerk’s theory of interest.

\l ohm-Bawerk was drawn into discussion on the
theory of Thterest for two main reasons. The first and
the more important reason was his eagerness to destroy"

'the influence of Marx) who, with his followers,
- preached that all property-income was robbery. The
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. other was his desire to adopt a subjective approach to
. problems of capital and interest®
The first part of his work was Capital and Interest'
in which he critically examlned the various earlier
- theories of interest such as the Product1v1ty, Abstinence
and Exploitation theories.~ In cr1t1c1smg -these he was _
unjust to many economists. ¥The chief reason why he
rejected the earlier theories .of interest was that they\s
dealt inadequately or not at aJl with the’ txme-element .
in the phenomena of productioff and value) -
The second part of his work was the Positive
Theary of Capital in which he set forth his own views |
on capxtal and interest. This' book has exerted a pro-
found influence on later discussions of capital and
.interest, and has given rise to endless controversy
The major part of the Positive /Theory is con-
cerned \VltV description of the capltallstrc system of
-productlon (j}rccordmg to Bohm-Bawerk the ‘capital- «
listic process o _productron "is the prlmary concept, and
- “capital’ itself is the secondary concept. (The essential
feature of the capitalistic_ structug:__of_productxon (as
distinct from the capitalistic orgamsatxon of society) is
. { that it is a time-using process. | It is the adoption of
wisely chosen_roundabout r methods of productlon JAs
civilization advances, we rarely _produce consumptlon
goods directly. On the other hand, we first make tools
and machines, and then with the aid of these we manu-
facture final consumption goods. That is to say, we |
apply a given amount of labour and natural. resources
 to remote ends, such as the construction of tools and
machinery rather than apply the labour directly to land.
L(,We adopt roundabout methods of production hecause
of their superior efficiency in production. ) As -Bohm- |
Bawerk savs. “With an equal expenditure of primarv
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p;'oductive powers (that is.to say, labour and valuable
natural powers) more or better goods can be produced }
by a wxse‘ly chosen capitalist process than could be by
diréct unassisted produc;.;on.”l o measxu;,th_deg_ree]
of roundaboutness Bshm-Bawerk conceivesof a period
of_production,. The period of production is concexved«
as_the average_time between the expenditure of the]
uses of land and labour and thexr turning out of. the!
finished consumptxon good.) Bihm-Bawerk asserts that
after a tirié ®very increase in the length of the perlod
of prodiiction results in an absolute increase of product,”
but only at a diminishing rate.y But, Bshm-Bawerk
‘realises that the great disadvantage of capitalistic:
production is its sacrxﬁce'/of time. 2
LBohm—Bawerk/d'f nes mas nothmg but the
‘complex of intermediate products) or products destined
for further production. That is/ capital is no longer an
mdependent factor of production. The only economic
factors of production are labour and land. Capital is
simply stored-up land and d labour. In this analysis,
there is no distinction between fixed and c1rculat1ng
capxtal) : ('-'"' N K77
~.Thus, the great contributions of Bohm-Bawerk
'to the theory of capital are his' conception of the
capitalistic production as a time-consuming process, and
his view of capital as nothing but intermediate goods.’
But his concept of the ‘period- of production’ has given
rise to acute controversy regarding its relevance and
usefulness.) We shall return to this subject towards the
end of this chapter. '
. Then Bohm-Bawerk proceeds to the ‘analysis of
‘the causes for the existence of interest. 1@5” theory of

1 Bahn»Bawgrk, Positive Theory of Cepital, Smart’s translation, p. 82.



THE AUSTRIAN THEORY OF INTEREST - 93

interest is generally known as-the ‘Agxo or the ‘Tgnf_ ‘
Preference’ theory\. What he’ proclaims as a single
theory of interest, in reality consists of twg _different
theories. Bghm-Bawerk first ¢ “Xléiders the problem of
interest in its widest aspect. ntewrded by"
him, in the first instance, as an exchange phenomenon.
It is not entirely the result of production and dxstnbuf
tion. Q?»ohm-Bawerk finds the cause of interest in the
fact that human beings prefer present goods to future‘
oods of like kind and number)y “Present goods are,”
as a rule, worth more than future goods of like kind
and number.) This proposition is the kernel and centre.
of the interest theory which/T have to-present.””?) Let
us take the simplest case g interest as it appears in the
loan for consumption.VA person borrows Rs. 100 at
present and promises to return Rs. 105 a year hence.
Here there is an exchange of present money for future
money. Rs. 105 is returned a year hence because it is
the equivalent in value to the present Rs. 100 lent.
In other words, the surplus value of Rs. 5 of the sum
returned over the sum borrowed is_only apparent. -This
premium or agio of Rs. 5 on present money is interest/|
In other words, interest is the complementary part of
the principal lent. In this sense, a loan without interest|
is equivalent to a sale below market price. 1
vlfohm—Bawerk puts forth three grounds for the
human preference of pres,ep_t_ggods to future goods of
the same kind and number. They are (I‘f“Dlﬁerences :
in want and prov151on for want”.? This is true of those
people who are in immediate distress, and of people
whose economic prospects for the future are bright,
but who lack resources at present. These two sets of

2 Béhm- Eav&erk FPositive Theory of Capital, Smarts transIatnon, p. 237
3 Ibid., p. 251. '
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people value a given amount of present wealth much
more than they do .the same wealth in the futureS
Bohm-Bawerk goes further and asserts that even those
who are much better provided in the present than they
hope to be in the future, value present goods either at
the same figure as the future or a little higher since,
in most_cases, it is possrble to preserve goods txll the
_ futurg
i/(2) (The second ground is the perspective under-*
- estimate of the future. 1h1§_/ under-estimation is said
'to be due to: (a) Want of imagination, (b) Defect of
} will, (¢) Uncertainty of life, and above all to the fact
.that future goods are simply future. ) That is, just as
objects appear smaller if they are at a distance in space,
SO too they appear smaller at a distance of time. D
The third ground is the technical supenorlty:
of present goods over future goods /) Present -goods
could be used for indirect productlon in order to obtain®
an increased product in the future™
These three grounds so operate that the marginal
utlhty of present goods 1is greater than the magginal
utlﬁty of the. same goods in the futured) Th€ first
two grounds empha51se the under-valuation of future
goods. for psychological reasons; the third ground
emphasises under-valuation for technical reasons based
on productivity. (The first two grounds are cumulative
and the third alternative. That is, in a society .in
which there is no organic production and distribution,
the first two grounds are sufficient to ‘explain the
phenomenon of interest.:.But in a society where there
is organic production the third ground becomes all
important and it helps the measurement of interest in"
terms of time. (In other words, interest will be deter-
mmed by the margmal productivity of roundabout
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~production. } But even here, the origin of interest is
\essentially subjective.) The third .ground operates only
on the demand side. Hence this ground alone cannot
ldetermine the rate of interest.’ (It is necessary that one,
of the other two grounds must be operative. But why
the third ground is the most important in-the theory of
interest is the fact that demand -for saving is very
elastic, while the supply is relatively inelastic. 3Of
course. this argument applies with greater force. to
a stationary economy where the influence of changes in’
j quantity of money is neglected‘i ‘ :

{ Let us now see how, according to Bohm—Bawerk
interest accrues subjectively. Means of production are
really future goods. Their value is therefore less than
the value of present goods. But in course of time
these future-goods,. that is, the means of production,
ripen into present goods with the full value of present
goods. {Interest is the difference in value between the
forrrierly future and now present goods,) In the same}
way, the rent or hire from durable goods can be
explained. 3

(Thus “in the actual world all the}three factors
co- operate in making, to the overwhelmmg majority of
men, the marginal utility of esgfit goods higher than

ythat of the future goods é)hm-Bawerk has clearly‘
emphasised the. SIgmﬁcance of -time in the spheres of
consumptlon and productlon \‘*AT he 51gn1ﬁcance of time
e\
‘in the field of consumptxon is that future goods are
permanently discounted in_value, and in the field of
production the po-s_src%smn of goods at present cah be
‘expended pn roundabout productive processes to' obtain -
increased and better product. As a result of these two\
influences, the ‘competitive market places a premium or {
‘an agio on present goods as against future goocfs LThe
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first factor influences the supply side; the second
“influences the demand side. ‘The first stresses why
interest should be paid and the second how interest can
‘be-paid. And hence Bohm-Bawerk concludes that
"interest is not_exploitation but that it_is a natural
lphen@on and an _econquc necessity, and that
| interest would be present??én in a socialist state” And
Bohm-Bawerk feels that he has finally refuted Marx’s
explanation of surplus valu

LBut, unfortunately, the fundamgntal thesis of
Bbhnr_Bmgxk_xs?wmng\) As we observed earlier, since
‘the publication of Bshm-Bawerk’s books discussion has
centred round the question whether the view of a non-
technical psychological*preference for present goods or
what is called by the names agio or time-preference
theory is different in principle from the theory of
\abstmence “Our answer to this question is that|shiere)
is very little difference between the time-preference or|
the agzo theory and the theory of abstinence or
waiting.’{THough Bohm-Bawerk holds that any one of
the three grounds he has mentioned is sufficient to
explain the existence of interest, yet the. subjective
factors are the most 1mportant in explammg interest
as an enduring phenomenon Thus, for instance, the
third ground, namely, the ” technical superiority of
present goods, cannot explain the existence of interest.}
It is as weak an explanation as any other of the
productivity theories which Bohm-Bawerk severely
condemned. LIf roundabout processes are more produc-
tive, it does not explain-the fact why the roundabout
processes are scarce and are not adopted on an infinite
scale®\ According to the Austrians, it is only the sub-
jectivé factors which really create the scarcity of means
in relation to ends and without them value cannot arise.
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| The decisive factor operating on the supply of capital,

according to Bohm-Bawerk, is the subjective under+|.
Yestimation of the future. The suppher of capital sacri-
fices present wealth for future wealth of relatlvely
lower marginal utility and receives interest. >In what
way is this different from the notion that interest is the
reward or compensation for thd:y;'gf abstinence of

i

the capitalist? (It may be that /710 theory conceives)
of interest as a part of the principal lent, while the]
abstinence theory regards interest as a premium overl
and above the principal lent. But this distinction is'
useless for practlcal purposes) Hence the distinction
between the agio theory and the abstinence theory of}
Interest ig fallacious, a matter of words or of psycho-
loglcal subtlety Since we have refuted the abstinence
theory, the agio theory too stands condemned. *
It is impossible to accept the existence of time-
preference (preference for present goods or wealth as
"'ag';;iﬁ;t the future) as a universal phenomenon Y1t is
no doubt true that persons who are‘in 1mmed1ate distress -
and those who start careers, in short¢all borrowers at.
the moment they borrow, set a higher value on present
wealth than they do on the future wealth, But how
can the same be said of the lender? - With the advance
, of civilization, we tend to yalue the future more than
ithe present.\, That is to say; instead of discounting the
future very often we discount the present at a rapid
/ rate. (There are numerous motlves, moral and social,)-
‘for our looking beyond our lives, and these motlves}.
really explam the creation or the supply of capital. YWe™
‘have an interest in our post-mortem reputa.tlon That, ,
is why we spend huge amounts of money on such}:
things as the building of pyramids, founding of Unlver—x
sities. 'We have personal affection for our relatives,

.o
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and we save and invest our resources for their benefit.

And we have various ideal interests in our life. (A5\
Prof. Knight and Mr. Bertrand Russel emphasise, most

of our activities in the acquisition of wealth may ulti-

mately be traced to our desire for personal prestige and

social er.

The cardinal error of Bohm-Bawerk is that he
attempts the comparison of the value of commodities of
entirely dlﬂere/_pex;gds of txmeB As Wicksell puts it,
MIn Bohm-Bawerk’s opinion, the difference in value
between present and future goods which comprises this
agio, originates, like all other exchange values, in their
different .gga;gjnal,_utilitie_s‘.] But at an earlier stage,
Bohm-Bawerk himself had defined marginal utility as
‘the significance of the least significant of the concrete
needs or partial needs which are satisfied-by the avail-
able supplies of the kind in question’, and we may add,
in full agreement with the whole trend of his reasoning,
‘during a given consumption period’. ~ But if we seek
to apply this directly to present and future.goods, the
difficulty clearly arises that both the supply (of future
goods) -and the period of consumption are quite in-
determinate.””® | |
g {But there is some truth in the first ground of

shm-Bawerk. This has been well developed by Irving
Fisher and Frank Fetter, *who are the principal follow-
ers of Bshm-Bawerk’s agio theory. The essénce of 1t is
that there are some people who are better provided now
‘than they hope to be in the future, while there are many
iwho hope to be better provided in the future than at pre-
sent. The individual in each group is anxious to distri-
bute his expenditure on consumption as evenly as possible

4 Wicksell, Lectures on Political Economy, vol. I, p. 169.
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over,_time. § Naturally, if these two sets of people meet -
in the market, exchange of present for future wealth
takes place. Now in a barter economy, it is possible
that the lender is prepared to accept less quantity of
goods in the future than what he has lent’at present.|
That is,\ifiterest may be negative. But in % monetary\
~economy the lender will demand' the repayment of at
least the principal lent, because money involves no or,
vvery little carrying costs.. But the presence of people
who are anxious to borrow and pay a premium above
the amount of loan induces the lender to charge interest;
and the lender undergoes no. sacrifice. ‘This kind of,
borrowing for evening_out incomes ovér. time is vei'yi'
common. But the great defect of this theory is that.
it pays too much attention to loans for’ consumption(:
and neglects the demand for loans s _for _production,
which is of the greatest importance in the modern indus-
trial world. | s
In spite of the above arguments, it is a fact that
'the generality of men as consumers prefer the present
to the future. But it is impossible to accept the sub-
jective undervaluation of the future as a legitimate
factor in thesupply of capital, for reasons mentioned
abo‘ve.“\:&\ oreover .in the modern world most of the
‘lending is done by banks which have no time-preference
\for the present. If there i8"an agio or interest,-it is
not entirely due to human natuteN It is facilitated by
a particular social framework, and by such factors ‘as
class divisions, distribution of income. This particular
social framework is historically determined and cannot
be eternal. Hence there is no such thing as a natural
right to an.income from capital in the shape of interest.
- Bshm-Bawerk’s third ground for the existence of
interest, namely, the technical -superiority of present_{
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goods, has given rise to endless criticism and contro- \
versy. For one thing, critics are right when they point
out that this third ground is nothing other than a ?

- reasonably correct presentation of the marginal produc-

R

4 tlvitheorx__qf interest, which he severely ,condemned
in his book, Capital and Interest. Though\e interprets
even the third ground in terms of subjectxve preference, y
clearly it is an objective and technical fact. It is tanta-
mount to admitting that capital is productneﬁf* In othe
words, Bshm-Bawerk’s theory, is_essentially a produc-;
tivity theory of interest.” :In so far as that is so, all the
criticisms we have levelled against that theory hold
good in the case of Bshm-Bawerk’s theoryy .
“*  After stating the three grounds for the existence
of interest, Bohm-Bawerk deals at length with the
determination of the rate of interest. Of course, here
‘he 1s mairly concerned with the principal form of
interest, namely, that which arises in production, or
what he calls ‘Natural’ interest. In- this context,\he
makes an elaborate excursion into the relation between
wages and interest, and puts farth a theory which is
similar in_many respects to the classical Wages’ Fund
doctrine,[{(The most important factors affecting the .
rate of interest are, according to Bohm-Bawerk, three,
namely, (1) The amount of the National Subsistence
Fund, (2) The number of producers or labourers to be
provided out of the same, (3) The position of the scale
of surplus returns or the degree of productivity con-
nected with the increasing extension of the caplta};st
.process - of production. LWaves and mterest,phvaryx
inverselyj, For, an increase in the subsistence’ fund:
increases wages while the rate of interest-is lowered. '
Tt comes about thus. The value of labour (i.e., wages)
depends upon the anticipated product of labour, which"
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in turn depends upon the length -of the productive
process. That is to say, wages are not fixed at any
particular point from which we can start. Therefore, it
is best to start with a given quantity of .subsistence
fund which will buy up the whole of the available
labour. Now if this subsistence fund increases rela-
tively to population, -it will seek for employment.
According to Bohm-Bawerk, this increased subsiStcnce-}
fund will not raise wages, since the productivity of!
labour has not increased. The increased fund will be
employed in extending the .period of production..
Now @ery increase in-the period of production results
in an absolute increase in the product but at a diminish
ing rate. Now the rate of interest is determined b
the marginal productivity of capital, which ‘diminishes
as the production period is lengthened. ‘Hence when
there is an increase of subsistence fund, .the rate of
Mnterest will fall. ‘But the absolute increase in the pro-
duct will be shared by labour, that is, it will increase
Ahe level of wages. Conversely, if population increases
relatively to the subsistence fund, opposite results will
follow; that”is,” wages fall and the rate_ of 1nterest
rises, since the period of productxon is curtalled and
consequently the marginal productivity of capltal rises.

ence a fall in the rate of interest or a rise in wages
1s symptomatic of an extension of the penod of
__productlo:rﬂ \

. In spite of its many weak points- (especially those
connected with the concept of the period of productlon)
i this_theory offers a fairly satlsfactory explanation of
| the distribution of wealth between capital and labour.
~It is a known fact that as a country grows Wealthler
» the rate of interest falls while wages risexy But this
theory is very abstract, and “one of its most important
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‘ >assumptions is the existence of perfect competftion and
static conditions. However, the theory explains how
the increased productivity of capital is not enjoyed
)exclusxvely by capital itself, but how it is shared be-’
tween capital and labour.)
Bohm-Bawerk is aware that his subsxstence fund
\15 in many respects similar to the Wages Fundm
iclassmal economists. He therefore hastens to point out
.the difference between his theory and that of the classi-
cal economxsts. LBy subsistence fund Biéhm-Bawerk
means\not simply food and the common necessaries of
life, but all that goes to the maintepance of the workers,
whatever their standard of life is. It is\the entire "
wealth of the community. It consists of products at
all stages of maturity. It thus inclides the means of
production too. Hence capital is synonymous Twithy
wealth in general. But here is some apparent inconsist-
ency. Earlier, @bhm—Bawerk means by capital essen-
tially capital goodsD How is this definition con%ent.

with the definition of capital as wealth in general{{ The
cause for this apparent inconsistency ‘is that ‘capital
goods’ is a social concept and capital in the sense of
wealth is a private or individual concept.\Bchm-Bawerk
clearly points out that capxtal goods do not produce
interest. Interest arises in the exchange of present
private wealth for future private wealth. That is,

.ifiterest arises not in the sphere of production but in®
the sphere of exchange.

. Another inconsisténcy of Bshm-Bawerk is that in
hxs theory of the relation between wages and interest,
‘he practically abandons the agio doctrme and puts}
“Forth a productivity theory.’

- Qur final estimate of Bohm-Bawerk’s work is that
after almost a thousand pages of prolix argumentation
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he gives a none too clear but reasonably correct state-
ment of the productivity theory, with an admixture of
the wages-fund doctrine. 4 His is really a marginal
ﬁproductlvxty theory of interest, emphasising the mgmﬁ-
cance of the time element in production. And it is this
theory which is most widely accepted by Bohm-Bawerk’s
,Austnan followers. \; The agio theory is no longer the
accepted doctrine of the Austrian School..)
[{I‘?l»_‘ohm-Bawerk’s theory gave rise to two schools of
thought. The one school represented mainly by Profes-
sors Frank Fetter_and Irving Fishet” of America
adheres to the time- yreference theory, though Fisher,
in his Theory of Intérest attaches importance to the
investment opportunity principle in the ‘interest prob-
lem. The other school represented by Knut Wicksell
and Prof. Ha2 ek entirely rejects this tlme-preference
theory and stresses the productlve element of capital.
All that Wicksell has done is to modify and complete
Bohm-Bawerk’s margmal productivity - theory. @h
fundamental ideas of Wicksell's theory—the idea that
;émtereat is the difference between the marginal producti-!
i vity of direct and indirect uses of the factors of prodch
‘tion and his view that when there is an increase in capital
different existing capital investments are not increased
proportionately, but that relatively Ionger 1nvestments1
predominate, and that through this an increase in wages'e
and the prices of the original services due to the
increase of capital is counteracted—constitute an
important contribution to the theory of capital 'and
interest., His most important contribution is his theory
concerning the relationship between the rate of interest
and the price-level. Wicksell was one of the first to
recognise the monetary character of the rate of 1ntéres'—t=.
We shall study this part of his work in another section
of this essay.
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~ After this general survey of the Austrian theory
of interest, we shall return now to the very important
and most controversial part of the Austrian theory,
namely, the concept of the ‘period of production’ or the
‘period of investment’, originally expounded by B&hm-
Bawerk agd developed by, among others, chksell and
Prof. Hayek. v |

| We shall do well to discuss first the central feature
of the Austrian theory that roundabout processes are
more groductive than direct processes.\ As a general
statement this is correct and consistent with facts.
But there is_nothing Jnhcrentluonomxcal in round-
about methods; only the most economical methods often
happen to be roundabout. - Many _short processes._tao
are > efficient. Moreover the ultimate quantity of value)
'will not increase, even if their physical productivity is
increasing, as the processes become more and more
roundabout. It would yield to entrepreneurs a smaller
proﬁt than otherwise. With a givén amount of labour
and capital there is a definite limit to the length of the
productive process that could be used to advantage.
For, a longer process involves more waiting than
a shorter one. Waiting is disagreeable, because of the”
postponement of consumption to a later -date. We
cannot increase the period of production indefinitely
because of the scarcity of present resources; on account
of which consumption cannot be postponed beyond
a certain point. ‘“Given the optimum amount of round-
aboutness, we shall, of course, select the most efﬂciené-
roundabout processes which we can find up to thé
required aggregate. But the optimum amount itsel
should be such as to provide at the appropriate dates for.
‘that part of consumers’ demand which it is desired to
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defer. In optimum conditions, that is to say, produc-
tion should be so organized as to produce in the most
efficient manner, compatlble with delivery at the dates at
which consumers’ demand is expected to become effec-
tive. It is no use to produce for delivery; except in so
far as the prospect of a larger meal, so to speak,

induces the consumer to anticipate or postpone the
hour of ‘dinner. If; after hearing full particulars of
the meals, he can get by 'fixing dinner at different
hours, the consumer is expected to decide in favour of
eight o’clock, it is the business of the cook to provide
the best dinner he can - for service at that hour,
irrespective of whether 7-30 or 8 o’clock or 8-30 is
the hour which would suit him best if time counted for
nothing, one way or the other, and his only-task was
to produce the absolutely best. dinner”.®: (Moreover
another important factor which shortens the round-
aboutness is the presence of interest costs on the capltal]
invested. Because interest has to be paid on capital,

therefore roundabout processes which involve muich
locking up of capital are not, undertaken unless they
% ield more than the rate of interest to.be paid. { Thus’
'it is not certain that more roundabout processes are_
more efﬁc1ent than less roundabout ones. "}

/ 1 On the general and clear concept of “thé roundabout
production Bohm-Bawerk builds the -very obscure
concept of the ‘period of production’. This concept
forms an important ingredient in the capital and trade
cycle theories of the Austrian economists.y It has been
modified and adopted by economists like Wicksell and
Prof. Hayek. Bohm-Bawerk is by no means the
originator of this concept. It may be traced to the

5 Keynes, Genercl Theory, pp. 215-6.
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Physiocrats, to Ricardo, to Senior and above all to
Jevons, who was the first to elaborate the idea.

‘“The period of production is the average lapse of
time intervening between the activities of the original
factors of production and the fruition of their product
by consumers.”® In calcilating the period of produc-
tion we must not take the absolute period of time
Iapsed into consideratiori. For example, if the produc-
tion of a commodity requires in all 100 days’ labour,
and of these hundred one day was expended 10 years
tefore the completion of the commodity, one day 9
years before, and others respectively 8, 7,6, 5 .... 1
before, while the remaining 90 days were expended
immediately before the completion, the average pro-
duction period of the commodity is ,
Z10%1,9%1,8x%1.---+3x1,2x1,J90%0_ 55'__11 _

100 - N ~100 20"

“The purpose of the Austrian or ‘time period’
theory of capital was”, in the words of Mr. N. Kaldor,
l“t_o show that ‘capital’ is a distinct factor of production,
Jwhich can be measured.in homogeneous units, both in
‘the production of particular goods and in the economic
~system as a whole; that the price of this factor is the
"rate of interest; that'both capital and interest can thus
be brought into the framework of production and
distribution theory on the same plane as ‘labour’ and
‘land’. (It rested on two premises. First, the assump-
tion that it is possible to make a ‘valid’ general
distinction between capital goods and other productive
Tesources. Second the attempted demonstration that,
with the aid of the concept of the investment period
the heterogeneous mass of capital goods can be reduced,

.55 ycars.

o R GC. Hawtrey, Capital and Employment, p. 11.



THE AUSTRIAN THEORY-OF INTEREST,” - 107

to homogeneity, and thus ‘capital’ can be treated as
a4 quantity per se”.” Capital becomes measurable in
fterms. of time. (The critics of the Austrian theory
reject both these premises. }@hey' declare that the
concept of the production-period is neither relevant nor
useful in the analysis of economic problems,: espec1ally
the dynamic problem of the trade cycle)

The critics of the Austrian theory deny that any
general distinction can be drawn between capital goods
"and other productive instruments. In other words, it
"is impossible to distinguish between ~original and
produced means of production, or between permanent
and non-permanent resources. ) In one. sense permanent
resources never exist. Every productive resource
including labour requires maintenance. In another
sense, all resources are permanent, if they are main-
tained for ever. The point is that it is impossible to
draw any distinction between permanents and non-
- permanent resources. (Similarly the distinction between

| original and produced factors is invalid because in the

real world resources are produced with the help of ‘the
services of all kinds of resources, original as well as
produced, and it is not true as the Austrian theoi;j‘r'
implies that produced’ factors’ are produced excluswely
with the aid of original factors. This circumstance, as
we shall see, destroys ‘the . concept of the per1od of
production.

(Secondly, there_is._no real _distinction between
expenditures. involved in. malntalmng resources and
those involved in replacing them. Hence _capital must
be regarded as permanently maintained rather than
penodlcally replaced. ) '

T “On the Theory of Capital: A Rejomder to Prof nght ,
Econometrica, 1938, p. 163.
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On behalf of the Austrian theory it is contended
that though there may be no distinction between
permanent and non-permanent resources or between
original and produced resources, there is still a distinc-
tion between what Mr. Kaldor calls ‘augmentable’ and
‘non-augmentable’ resources. On this basis we have to
distinguish capita] resources. from non-capital resources.
‘The significance of this distinction is that it explains
interest as a distributive share, determined by the
marginal productivity of capital,” and that it also
explains the relation between wages and interest. It
is a known fact that an- ifncrease in the quantity.
of capital leads to a fall int the rate of interest. That
is, capital too is subject to the law of diminishing
returns. This law assumes the existence of a fixed
factor with reference to which the law of diminishing
‘returns operates. Thus the distinction between capital
‘and non-capital' resources is useful, though funda-
' mentally there may be no difference between them.
The fact that all living beings have the same
characteristics is no reason why we should not dis-
tinguish between them as belonging to separate and
distinct groups. The same holds true in the case of
the distinction between capital and non-capital resources.

The notion of a factor of production and the
orthodox classification of the factors of production no
doubt bristle with difficulties and are highly unsatis-
factory. Within each factor class, there must be a high
idegree of internal substltutablhty and a low degree of
‘external substitutability. It is very doubtful if the
orthodox classification satisfies this criterion, and very
often the opposite is the-case. The orthodox classifi-
cation is unsatisfactory on technical grounds. To-day
capital is identified with ‘waiting’, and there is the new
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factor ‘enterprise’. These two are not technical factors
of production. The orthodox classification cannot- be
defended on distributional grounds too. It is not
a perfect scheme to explain the classification of incomes
in soczety Therq is no identical relatxonshxp of a factor )
to its income in the case of all the four factor classe52
Moreover it utterly fails to explam the economi

cleavage and conflictamong the income-receivers of
society. . » - ' -

Hence” we must elther formulate an alternatlve
scheme of factor-classification, or, if we cannot do this,
-we must totally abandon the notion of a factor-class and
talk in terms of mere factor units. But unfortunately
it is well-nigh impossible to present an alternative
classification. On grounds of substitutability the-factor
classes will be so many as to lose all significance. There
is also a great variety of non-competing groups.
Moreover any factor-classification ~tmay have mno
permanent validity since economic conditions change
very frequently. And we cannot abandon the notion of
a factor class, for in spite of its many drawbacks, it
has a certain usefulness. It is a useful tool in analysing
and exposing economic phenom»na especially that of
the division of incomes in society. The orthodox
classification has survived in economic theory for two
reasons. First, the conservatism of economists which
makes them loath to abandon it; secondly, the four-fold
«classification has an esthetic value.

We shall therefore admit the. distinction . between
‘capital goods and non-capital googds. Granted this, we
‘shall see whether the concept of the productlon-perlod
has any meaning and how far it is relevant. o

In the first place, the fact that capital goods are
produced with the aid of capital as well as non-capital
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g____;, and not merely by non-capital goods, invalidates
" the concept of the period of production. If the services
of capxtal gdods aid the production of other capital
goods in endless succession, the period of production
becomes infinite. Hence the concept is meaningless
,when applied to a single investment, that is, in the
Iproductxon of one consumption good. The concept has
 no significance even for the productive system as
"a whole for certain dynamxc reasons to be discussed
below. . '

’ 'Secondly, as pointed out above, there is no
dxstmchon between mintpnnmund__mp]acmt
expendxtures on capital  Part of the output of capital
goes to co-operate in its own replacement. Hence
“Capital must be treated as perpetually maintained
rather than periodically worn out and reproduced
except where one’s interest is in the life-history of
some particular unit, taking the rest of the system as
given”.®* In replacement too there is the co-operation
.between capital and non-capital resources. Hence the
\productlon-perlod becomes indeterminate.

. Economists. who talk of the average period of
production do not make it clear whether they conceive
_of the period of production ex-post or ex-ante® 'That
1s the average production-period may look to the past
or future. If 1t refers to the past, it is the time
Tapsing between the beginning and end of ‘the processes
by which the present output of consumption goods has
been produced. This is ex-post. If it refers to the
future, it is the average period lapsing between the
Y

8 Knight, “On the Theory of Capital: In Rep!y to Mr. Kaldor”,
Econometrica, 1938, p. 68.

9 Detailed explanation of er-ante and ex-post concepts will be given
in Chanter IX.
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application of present labour and the completion of its
final product. This is ex-ante. QObviously it is in the]
ex-ante sense that the concept of the period of produc-
tion is relevant to the theory of “interest. (Of course
in a world of stationary equilibrium the distinction
between the ex-post and ex-ante magnitudes is not
important.) An increase in the ex-ante or anticipated
period always will be followed by an increase in the
ex-post or completed period of production. (But the
real world is dynamic. Hence anticipations will not
‘always be realised. ) There may be no correspondence
( between the ex-anfe period of production and the
' ex-post period. In fact they may move. in opposite
/ ways. ) At the beginning of a depression, the ex-ante
period may be short, but the completed period of
production may be actually longer. : :

Because of the fact that the economic world is

dynamic, the measurement of the investment period,

| presents numerous difficulties. There-is no one period,
of production for all branches of industry. ) The ratio
of total capital value to annual maintenance and
"replacement cost gives some measure of the investment
period. ﬁBut this presupposes the existence of a definite
rate of inlzé'st, and the prevalence of perfect foresight
and other™ stationary conditions. (The period varies
with changes in the rate.of interest. The period.
depends upon the level of employment, that is, upon the"
particular phase of the trade cycle.

Again, it is difficult to measure the functional
~ relationship between the quantity of capital and the
.period of production.) The quantity or value of capital

embodied in any productive instrument is the aggregate
net present worth of the value of all the services
which it will render in the future years. (To determine
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this value, we must have all the data regarding the
;future.)(We must know clearly the future history of
/the investment. We must know beforehand the pre-
\vailing rate of interest and the level of pnces.) Again,
two capital assets of different periods of production may
thave the same present worth on account of their
different rates of yield or on account of different
quantmes of resources tied up per unit of time.
kThe Austrian theory is wrong in assertmg that
the sole function of the rate of interest is to diminish
or to lengthen the average period of production. It is
argued by the Austrian economists that a fall (or rise)
in the rate of interest leads to a lengthening (or
shortening) of the period of productxon An increase
or decrease in the quantity of capltal is said to have
similar effects. This may be true in certain cases,’
but it is not universal, ) A lowering of the rate of
interest might incrase the total volume of production
without any lengthening of the average period of
production. * Capital is a quantity of two dimensions,
namely, the| quantity or valug of resources tied up in it,
and time during which they are tied up, which is the’
perlod of production. ( The error of the Austrian theory
is that it stresses the time-dimension at the expense of
‘the quantlty-dlmensmn )A lowenng of the rate of
interest means that investments whose expected yield
was lower than ‘the previous rate of -interest now
‘become worthwhile undertaking. But the new invest-
‘ments need not imply a longer production-process.

The Austrian theory does not pay attention to the
influence of inventions, which, in many cases, shorten
the average production-period. 'Inventions also make
some of the investments obsolete, and thus falsify
"mtxcxpatxons
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The concept of the period of production has been
widely made use of in the analysis of the trade cycle
by the monetary averinvestment theorists like
Professors Hayek, Mises and Ropke - These eco-
nomists argue that an expansion ‘of credit initiated by,
say, lowering the money-rate of - interest relatively to
the ‘natural’ or ‘equilibrium’ rate leads to a mal-
distribution of resources and a distortion in the capita-
listic structure of production. With a lower rate of
interest resources will be devoted more and more:to
the production of intermediate goods, and the vertical
structure of production will be elongated farther than
it can be permanently maintained. A greater amount
of capital will be used per unit of output of consump-
tion goods. This will alter the relative supply of
consumption and production goods. The supply of
consumption” goods will become scarcer in relation to
demand, while the contrary will happen in the case of
productioxi goods. The prices of the former rise and
those of the latter fall. The result will be a slump in
the production goods industry, and this will spread to
the entire industrial field. But this explanation is
defective in paying too much attention to the time-
dimension of capital. As Prof. Knight says, “Orne
might cross out such expressions as ‘increased round-
aboutness’ or ‘lengthemng of the productlon-penod’
and substitute ‘increase in the amount of capital’ ‘or
‘further investment’ (Ceteris parzbus) without seriously
affectmg the argument”® of the Austrian theory. =~

CI:Enough has been said to show that the concept of
‘the period of production is beset with many difficulties.
The concept is: not entirely meaningless, but "the

10 Knight,i op. cit.,, p. 64.
8 ,
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difficulties relate to the measurdbility of the period.
The concept is tenable only under the assumption of
perfect foresight and.other static conditions, which are
far removed from reality.| Yet the concept is not
entirely worthless, since an understanding of economic
phenomena in a stationary- state goes a long way in
helping one to understand dynamic changes of economic
phenomena. If it is possible.to give an index to the’
degree of roundaboutness, it can be demonstrated that
an increase in capital associated with a lower rate of
interest leads to the adoption of more roundabout
processes. \ But *“there can be no doubt that for am.
fanalysxs of dynamic problems—and especially of the
par excellence dynamic problem of the trade cycle the

;nvestment-penod concept could hardly be of -any-
ﬁse nn)

’ .

11 Kaldor, “Annua] Survey of FEconomic Theory: The Recent
- Controversy on the Theory of Capital”, Econometrica, 1937, p. 233.



CHAPTER IX
THE MONETARY THEORIES OF INTEREST

IN an earlier chapter we have made reference to the
fact that{{the theory of interest has given rise to two
distinct schools of thought, namely, the ‘real capital’
. (or ‘pure’) and the monetary theories of. the rate of
interest,) HithertoGve have exammed(the ‘real capxtal’
theorles according to which, the rate of interest is
‘determmed by the marginal productivity of capital in
2 technological sense and by psychological factors like
abstinence or tlme-gl_'g_ference These theories attach
“little sxggxﬁcance to mopey in the determination of the
rate of interest. They are too much occupied with
‘real’ economics. But the monetary theories of interest
‘regard ‘interest’ as essentially a monetary problem..
The_monetary theories are less concerned with the
cause of the ‘existence “of , interest than with the
‘deférmination of the Tate of anterestl)') We have already
seen {low, roductivity of capital is the most 1mooﬁant,
cause of the exxstencg__Qi_mterest But productxvxty‘
does not explaxn the rate of interest. The monetary’
‘theories regard the rate of interest as essentially a
money-rate and its, determmatlon purely a monetary
phenomenongrl T
In the T apter on the, classical theory of mterest
we have dealt at length with the shortcommgs of the
‘real’ approach to the problems of economics, especially.
that of the rate of interest. A brief recapitulation of
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them will help us to understand better the monetary
approach. (

For a very long time, until practically the end of
the nineteenth century, economists were too much
occupied with the ‘real’ economics of an economy) that
is essentially monetary. tThey held the view that)there
was very little connection. between whatis usually
taught as Monetary Theory and the General Theory of
Prices (or Value). Money was only a ‘veil’ which
hid the true relationships of the economy. @‘he quantity
of money had no influence on relative pnces and the
quantities of goods produced) Relative prices were
governed by demand and supply. In this connection
marginal utility, marginal cost, elasticity of substitution’
and similar concepts played an important part. The
traditional theorists-made use of monetary theory only
to explain_the_ transition_ from _relative prices to
absolute prices. For this purpode they constructed the
Quantity Theory of Money, and made use of .concepts
Tlike “Velocity of Circulation”, “Exchange’ Value of
Money” and “Inflation”. But there was absolutely no
relation between these concepts and the earlier concepts
6f marginal utility and elasticity of substitution, which
were entirely absent in Monetary Theory. (_It is a false

rassu sp_tlon that the quantity of money has no y influence

on relative prices, and the quantities of goods produced
and_exchanged. i‘lf as-the traditional theory assumed
it to bé, spending power at the disposal of the spenders
is created by the process of production of other com-
modities, incomes are . determined by the value of
marginal net products; and the quantity of money has
no effect on relative prices, and general disequilibrium
cannot arise. But if it is possible to vary the spending
power of individuals by the creation of credit by banks
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or by the issue of fresh notes by the state or its agent,
the Central Bank, there is now created some spendmg
power which is not the result of the production of any
commodities at all. The new incomes create an
additional demand for goods, and this by aﬂectmg
relative prices gives a stimulus.to production of com-
modities. { The classical economists could not correctly
understand the effects of changes in .the supply of
money. They were too much occupied with the idea of|
‘Value of Money’ or changes in the general-pﬁce—leve

TAgain, there was very little connection between
the rate_of interest as determined by ‘real’ factors like
the marginal groducthty of capltal and the rate ¢ of
interest presented in treatises on money and bankm_g)
There was no unity of approach even .within the
Monetary Theory itself. ‘The. exchange value of
money’ was defined as the reclprocal of  the general
price-level. The term ‘price of money’ was used to
designate the rate of interest on short-term loans.
There was no attempt to co-ordinate- these several
views at all. A ,

(The classical economists were mai inly concerned
with"static equilibrium. They ruled out all uncertainty
and expectations from their analysis. That is why they
took into account only the first two fiinctions of money,
namely, the medium of exchange and the standard of
value, and neglected the third and most important
function, namely, that of the store of value. The
function of money as a store of value obviously refers
to intertemporal contracts, and naturally the timeless
static theory of the classical economists could not make
this an integral part of their analysis. '

The classical economists did_not dévelop a theory of

output as a_whqle. They iyere mainly concerned with
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j.hcfhnalys:s of particular equxhbnum Thcy did not pay
attention to the repercussions of changes in the supply
©of and demand for one commodity on the price system
‘as 3 whole. .

. WThe classical economxsts accepted Say’s- dictum
(the enunciation of which owes much to James Mill)
that supply creates its own demand* So general ovef-
productxon was impossible. ) Say’s Law of Markets
‘may be expressed as, follows. _Exchange is a two-sided
process. Hence, it is to be viewed as a series of tran-
sactions between two sets of producers, each of them
,‘bartermg its product against the others. Thus Ricardo
said, “No man produces but with a view to consume or
sell, and he never sells but with an intention to purchase
some other commodity, which'may be immediately use-
ful to him, or which may contribute to future
productxon By producing, then, he necessarily becomes
e;ther the consumer of his own goods, or the purchaser
and consumer of the goods of some other person.’”?
‘Al individual supplies ‘and demands are equal,- and
consequently aggregate supply and demand are equal.’
There may be a disparity between the demand for and
supply of -particular commodities, but this disparity
would soon be corrected by appropriate changes in the
price of that commodity. But general over-production
was impossible. } In other words; Say’s Law means that.
aggregate costs of production’ are always spent in
purchasmg the aggregate product, i. e., aggregate
{demand price and aggregate supply are always equal.
’}ncxdentally Say’s Law is equivalent fo the assumption
lof ‘full’ employment") Production will" be expanded

.\'—‘_‘“ . . .

until the supply price is equal to the demand price.

2 Principles 6f Political Econ'amy ond Tazation, p. 174,
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But supply cannot be mcreased beyond the pomt at
which the supply of output as a whole has become quite
inelastic. =~ Competition' would increase production up
to this point. [It follows from Say’s Law that every
individual spends his income on eonsumptlon, and that
~whatever he saves- he 1mmed1ately 1n_vests ‘the ‘whole
of 1t) That is why the’ classical economlsts held the
,view that every act of individual 5av1ng led to a cor~
respondlng increase ,in the aggregate sav1ng of ‘the
‘community. ‘The whole economic system was . supposed
to be self-adjusting.” (For the same reasons, the classical
economists held that capital "accumulation could never -
be in excess of the use to which it could be put)

[The classical theory was thus wro Ag;}n neglectlng
the aggregate demand function. The propensity to
consume is an independent variable, ‘and it determines,
in conjunction with the amount of investment the level
of aggregate incomes. Corresponding to a given
amount of investment the level of income and thus. the

/amount of employment is .higher the greater 1s “the.

| propen51ty to consume out of a given income. Thus
a low propensrty to consume is very often a formidable
obstacle to the attainment of ‘full’ employment by the
commumty ) T :

CT hese were some of the shortcommgs of the real’
approach to economic theory. ‘The traditional economists
thus created a false division between the Theory of
Value and Distributfon and the ‘Theory ' of - Money,
Economists like Marshall were aware that the monetary
factor could create’ .drsturbances in the-economy. ‘They,
_therefore, overcame the difficulty by assumlr;g the}
| ‘existence of mo\n;ﬁy/__vstabuhty, But this is an unreal

i assumptlon The actual wprld is ‘dynamic, M -
certainties. It is premcause of the existence of

LY
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uncertainties that money becomes important as a store
of value. Hence static equilibrium and money are in-
compatible, for in such an economy there is no
difference between money and debts. Because of its
static character, the traditional analysis could not
explain the occurrence of such dynamic phenomena like
the trade cycle and unemployment.) Now-we-must_trace
the history of the attempt to co-ordinate the theones of
value and"'money“"Many“earher ‘economists like
Bentham Thornton, Malthus and Marx criticised many
postulates of the classical theory, especially Say’s Law
that supply creates its gwn demand. In the writings of
these economists are to be found many modern ideas
on capital, money and interest. But these attempts were
not systematically co-ordinated.,” '
+ { There were twg_&eircumstanceg,wwhich...pavedl the
way for the co-ordination of the theory of value and
the theory of “‘money, namely the cash-balance analysis
and .the gapital analysis. Both these took the time-
!factor into consideration and built a2 dynamic theory
{ atfaching due importance to the role of expectations and
uncertainties in the determination of current pnces,
~output and employment.) | /
The cash-balance analysis explained”the demand
’for meney as an integral part of economic theory.
"What monetary theory had not explained so_far was
thy people_desire ‘to_hold_a part of their wealth_ in
the form of idle money (which earns no income at all)
x'ather than invest it in_ificome-bearing assets.._Tradi-
tional theory was pre-occupied with the notion of value
 of money) A\The explanation of the demand for cash-
balance, i.e., the desire to hold wealth in the form of
money is par excellence the monetary problem. The
rst important economist to explain the desire for
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cash-holdings was Leon Walras‘; Smce then greater :
and greater attention is being pald by economlsts to,
this problem. - g -
In explaining the.. demand for cash-balances, R
ecoriomists_for_the e first time made use of the marginal
utxhty analySIS in the sphere of monetary theory} It
. was realised that money too poséessed marginal’ utility
like any other commodity. Now marginal utility is
nothing but a choice between alternatives. ‘The desire
/to hold money is an alternative to holding assets. ,The
holder of wealth is always-anxious to obtain the best
advantage from the possession of wealth.) So he dis--
tributes his' wealth between the holding of money and
' 'the holding of assets in such a proportion as to equalise
‘their marginal utilities. (So the desire to hold money .
‘15 dependent upon other economic variables such as the
;gprlces of assets, state of expectatmns regardlng the
fut : " v R
The most 1mportant smgle cause for the demand]
sfor money or cash-balances is the presence of un-

‘Vcertainty regarding the course of future prices _of
assets and commodities) Our knowledge of the fuiture
events is imperfect "Our expectations regarding the
future -are invariably surrounded by a penumbra of
doubt. A As Mr.. Keynes: puts it, (“Our desire to hold
‘ money as a store of wealth is a barometer of the degreel
of our .distrust of our,own calculatlons _concerning. the
\future ... The possession of actual money lulls our
disquietude. ”“'9 (Money is a very safe means of exchange’
and it has future saleability. -That is, it -possesses
high hqu1d1ty The * possession .of money .invé)lv:es
negligible carrying costs. -Apart from the motive of

‘ 2 “The General Zheory of .Erimployment", Quarterly. Journal of
Economics, Feb. 1937, p. 216. '



122 - THE THEORY OF INTEREST

secyrity there ‘s/the speculative motive which creates
a large demand for cash holdings. People may desire
to hold money with the expectation of a fall in the
prices of goods and securities. Hence, cet. par., the:
demand for money varies directly with the degree of
uncertainty.? |
There are a few other reasons for the keeping of
idle cash. - Generally, investments for relatively short.
‘perlods are not made because’ of such costs as brokeragc |
and_stamp. duties. .- These costs are relatively large in
companson with the yield expected from such invest-
ments. Also a lot of trouble is involved in such short-
riod investments. . | SR
[_The jmportance of the holding’ of cash-balances
lies in the fact that the relative preferences of
individuals to hold money- or securities determine the
rg_e;l_qxgl,gf investment goods. Thus an unduly hlgh
‘preference to hold money may create' a slump in
mvestment-goods industries, and this slump may (and
often will) spread to the other industries. (Tthash-
‘balance approach brings together the theories of money
and prlce.\} At the sametime it t indicates the incompati-
.bility of money and static equilibrium;
‘ Knut,chksell may be sajd to be the ﬁrst economist
to make real progress in the unification of the theories.
of value and money. ‘This task was (and is) pursued

3 However, as Mr. Lag_r_n_g_nn‘has poi;xted out (in Economica, Aug.
1937), there are two exceptions to this statement. The first is that
when the future of the currency is in dahger or when there is a flight
from the currency, the demand for money diminishes and people ex-
change cash for ﬂlxqmd goods. like articles of “consumption, clothing,
chellcry and furniture: Sccondly, people may desire to hold cash be-
cause they are certain that prices will fall in the near future. The first
exception is an abnormal situation and the second is unusual, Hence
they do not diminish the 1mportance of uncertainty in determining the
demand for 'cash-balances '
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by his critics like Davxdson and Cas.sel and followers
like Hayek, Lindhal, Myrdal Ohlm Mlses, Keynes
Robertson and Hawtrey.

 4AWicksell abandons.-Say’s Law of Markets and
attempts to construct a theory\gf_/o_utput as a whole.
He develops the thesis that just as a change m the .
price of a single commodity is due to a ‘change in the
relation between the supply of and demand for it, the

commodity pr1ce-1eve1 Thus, a rise in’ the general

{ same must be true in the case of a change in the general

\

price-level means that the demand~for -all- com;nodltles
“taken together has risen relatively to their su supply.s This-
thesis is explained by Wicksell through an analysis. of
h S———
saving and -investment. {According to him the four
elements of e _equilibrium are (a) demand fér consump-.
tion goods, (b) production of consumptlon goods,
~ (¢) saving, and (d) investment, in real capltalﬁ The}
_amount of consumption goods produced is’ dlrectlyi
governed by the amount of income:.people spend on,
consumption; but the amount_of investment is not’
directly- governed by that parf of income which peoplei
save. The key governing this equ111br1um_ is the rate.
of interest. In analysmg the conditions of equlhbrlum‘
Wicksell brings in the .theory of money "and credit.
In the actual world money and credit play an unportant“
\part in determining the volume of output and employ;»
ment. A Wicksell holds the v1eW that an increase in the
quantlty of money, while raising the general price-level
also increases productlon, especially the productlon of

4

‘cap1tal ‘goods. " This happens for two reasons. In the

first instance, the demand for all commodities i increases,
and immediately prices r1se ~ So the entrepreneurs earn
greater profits.™:Also the money rate of interest falls

owing to the increase in the quantity of money. Hence
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.production of all goods, and in particular that of capital
goods, increases) . ,

Another very 1mportant contrxbutxon of Wicksell
is his theory of the relation between the rate of interest’
and the general price-level. Vj{ccordmg to_Wicksell, -
the condition of equilibrium is that the m rate.
of interest and the money or. market rate of interest
should be equal. chksell’s ‘normal’ rate is supposed
to. .d6 three functions. In’the first place, it is the
marginal yield on real £3P1t31 determined by the round-
about process of production. Secondly, it is the tate
which equates the supply of and demand for savings.
~Thirdly, it is the rate which stabilises the general .
prxce-level) We shall discuss later whether these three’
conditions of ethbrmm are identical. What we should
emphasise here gs .that, according to Wicksell, any
divergence between the.‘normal”and money rates of _
interest would lead to a cumulative process of produc-
tion and prices, «Thus, if the money rate of “interest
was kept lower than the ‘normal’ rate for a .sufficient
Iength of time, a cumulatxve expansionist process would
set in, and the’ general price-level would rise until sich
time that the two rates become identical. Similarly, if
the money-"rate were kept above the - ‘lormal’ rate,
-then a continual downward pressure would be exerted
‘on pnces and productxon

Thus Wicksell attempted to co-ordmate ‘real’
beconomlcs ap.d mone_m;conomms) But his efforts
were not completely successful. For, while his theory
of money was dynamic, his theory of value was
essentially static. He assumed constant_prices and
perfect foresxght Complete co-ordination between the
theories of money and price'is possible- only when both
the theories are.dynamic. Wicksell was a strong
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adherent of the view that, to begin with, the e.ssen\D
problems of production and consumption should
kept separate from the purely monetary problem. He
attached equal unportance to the ‘real’ as well as the]
Amonetag aspects of the economy.  That ‘is why hej
refised to accept the view that the trade cycle is
essentxally a monetary phenomenon.

So far we have: only stressed the tremendous
importance of money in the modern economy, and we

_have pleaded for the co-ordination of ‘the theories of
value and money. Let us study in greater detail the
impact of this on the theory of interest.

In-the earlier chapters, we have rejected the ‘real’
thecries -of interest on the . ground that they do not
explain how the rate of interest is determmed. Now‘
we shall examine whether the monetary theories offer
a satisfactory solution of the- interest problem.. We
have already made out a case ‘for regatding interest as
a monev-premium_over money lent.* Here we shall
dwell at length on the monetal'y_qpproach. 1 et Ly Thot

/"L_he monetary amgroach to the-theory of interest
has produced two rival theories. One is the Loanable
Fu _,g___tb,aory, and the other is the ‘cash-balan __g,e or
“liquidity preference’ theory. - The difference of opinion
between the two theores rests on this: g the rate of |
interest determined by the supply of ‘and demand for!
loanable funds (or credit or claims)? Or, 4s it deter-
mined by the supply of and demand for money itself a8
The former view is held by Prof Bertil Ohlin and his
group of Swedish economists, ‘and by Professors}
Robertson and Hicks, “and many others. The latter
view is held by \Ir J. M. Keynes and his followersl
Most of, the writers of the ‘Loanable Fund” theory
believe that ’\Ir I\evness theory is on the whole the
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same as. thexrs, whereas Mr. Keynes olds the view
that the two_theories are “rad@ly opposed to onj
another.”

. Both the schools of . thought have many thmgs in-
common. Both of them aim at constructing a- theory ‘
bf output as a whole. - Their a analysis runs mainly in
monetary terms instead of in ‘real’ terms. Both the
.schools reject the view of the classical economists that
the rate of interest is “‘determined by the condition
that it equalxses the supply of and the demand for
savings, ém other words, equalises savmgs and

1N )

investment

- But- 1t should not be’.presumed that’ both the
schoo'ls hold that saving is always equal to investment. -
According to the ‘Loanable Fund’ theones there can be!
‘a difference between. savmg and mvestment and in thlS*
'connection they make use of a penod analysis. On the
contrary - Mr.- Kgynes maintains _ that sav;ng an
investment are always equal), But as we will point
out, there is no real difference of opmlon between
the two views..

The ‘I,oan,ablc Fund_theory of interest represents
the rst step in the transition Irom the classical theory
to the modern theory. 'Economists ‘of this school\
recogmse that hoarding, dishoarding and changes in
the amount_of ‘money have ‘something to do with the
supplx_gi__cmdxt credit and the. rate. of interest.” They base
their theory of mterest on a thorough analysis’ of “the
‘concepts of savmg and investment. UnllkaMr.-Keynes
they do not maintain in that savmg is always equal to

'«ﬁ

4 J. M. Keynes, “Alternative Theories of the Rate of Interest”,
Economic Journal, 1937, p. 241.

i 5 Bertil Ohlin, “Some Notes on the Stockholm Theory of Savings
and Investment: 117, Economic Journal, 1937, p. 221.
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investment, They admit both the pOSSlbllltleS of saying
being equal to investment, and saving and 1nvestment
being unequal. .In this connection they adopt a. penod-‘
analysis. ‘Here we have two slightly different versions
of it. One is the version developed by Prof. Robertson,)

and the other is the ex-post and ex—anie ~analysis of
the Swedlsh economxs@ Mr. Hawtrey too develops!
a similar scheme. Since these schemes of analysis are
practically the same, it is ‘enough if we study any one
‘of them. We shall take the ana1y51s of .the Swedish
schogl into consideration. Swedh
« HThe Swedish economists look upon economic
variables like i mcome saving and investment in a doubl;i

sense, namely, ex-post and ex-ante.y Ex:post refers to
the past, and er-ante_refers-tq. the...iui:ure.‘; Lookin
back over a period | of time that has Just “elapsed, it
is p0551b1e to mgasure correctly what income, saving
and investment are: (This is an ex-post account of the/
macrmtudes, It is a .retrospective or a book-keeping
vie w. ' The ex-post account gives us a dlreQL__l_mowledge
of the actual conditions at present, such as the supply
of capital goods and commodlty stocks; and. the nature
of existing contracts An ex-post knowledge influences,
expectations . regardmg the future, course  of events\
The. Swedish school too holds_the v1ew that ex-post,}
savmcr and investment are equ@

"N ow we must, study the course of expectatlons
recrardmcr the future penod » because in the  actual
business world, these expectatlons play, an importan
role in determining current prices "and productlon.'
This type of forward-looking analysis is called ex-ante. .
The entrepreneur has certain ‘expectations’ regarding
the futufe events, such as prices, costs/and rates of
interest. In addition to these expectattons h‘e ,possesses_‘;

- L
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certain knowledge’ regarding his productive capacity,
contracts, etc. {On the basis of these he constructs
certain plans regardmg his investments during the next
period, and carries them out. These plans are based on
‘the expected rate of profits and the rate *g_f___ﬂmtergst.‘ )
Similarly, the production of consumers’ goods is
planned, taking into account the consumers’ plans and
preferences. In the same way consumers also plan
during the coming period to spend so much on con-
sumption and to save so much. Their plans ‘too depend
upon their expected incomes, prices of . consumption
goods, and future needs. Taking all these into consider-
ation for the economy as a whole, we get the ex-ante
or planned magmtudes of income, consumption, saving’
Zand mvestment) These ex-ante magnitudes refer to
schedules. For example, the schedule of ex-ante saving
'shows the amounts that people choose to save at different
hypothetlcal rates of interest. -
(‘According to the Swedish sch school, it ought not to
‘be assumed that planned saving o and planned investment
should be equal. . But at the end of the planned period,
i.e., ex-post, they are equal. The way in which this
equahty comes about is “that the mequahty of planned
saving and planned investment sets in motion a process
which makes realised income differ "from expected
income, realised savings from planned savings, and
realised new investment differ from the corresponding
plan. These differences we can call Unexpected income,
Unc.r[)ected new investment and Unmtentzonal
savings.”® ) And it must be noted that an expansionist
iprocess is possible “even if planned savings and planned
investment should happen to be equal. The only thing

8 Bertil Ohlin, “Someq Notes on. the Stockholm Theory of Saving
and Investment: 17, Economic Journal, 1937, pp. 64-5.
n/ 0
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then required is that, expected incomes grow, and that
consequently consumers increase their purchases ”T

T (The length of the period chosen varies ‘with
dlﬁ'erent economists.) " For instance, ; Prof, Robertson’s
‘day’ is such that during this period the money income
received cannot be spent within the same period.
“Prof. Ohlin’s period is so chosen that no alteration
wnll be made in the plan by the entrepreneur till the
beginning of the next penoﬁ :

/This analysis of saving and investment leads us
to the ‘Loanable Fund’ theory of interest. This theory
too rejects the v1ew “that the ‘rate of interest is
determined by the condition_that it brings about the
equality between sav __g and i 1nvestment> “There is no
such market for savings- and no price for savmgs )8
though there is a supply curve for savings and
a demand curve for savings. -

I According to this school, “the rate of interest 'ls
,sugﬂy the price of credit, and it is therefore governed
by the supply of anpl demand for credit”® or claims or
loans. L}There is a demand ciirve or schedule for credit,
and also a supply_curve for credit, and the rate of
interest is_determined at the pomt of _intersection ion of J
these two_curves. These two curves are, of course,.

ex-ante concepts, and refer to a period-of time. The
demand curve for loanable funds has close affinity with'
the curve of marginal productivity of cap1tal This
curve normally slopes downward from the left to the
right, indicating that as the rate of interest falls, more
funds will be demanded by entrepreneurs for invest-
ment. The supply of loanable funds comes from three,

7 Bertil Ohlm “Some Notes on thé Stockholm Theory of Saving
and Investment: I”, Economic Journal, 1937, p. 66.

8 Bertil Ohlm, “Alternative Theories of the Rate of Interest”,
Economic Journal, 1937, p. 424. o : ’

-9 Bertil Ohlin, “Some Notes .... etc.”, p. 221.

9

.
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sources, namely, amortidation quotas, new savings and
“inflation® which includes not only newly created bank
money but also dxshoardmg ‘of cash. Generally the
supply curve of loanable funds rises upwards from left
to right.) Of course, it is difficult to state precisely the
celasticity of this curve. Sometimes it is elastic and at
other times it is inelastic. That is why, very often an
increase in,demand for funds results not in an increase
in supply but in a rise in the rate of interest. We may
note that normally the amgunt saved from current
\income 1is largely insensitive to changes in the rate of
interest, at least in the short perxod But the supply

Tt is necessary to emphasise that the supply and
demand curves for loanable funds are related to the
curves of ex-ante saving and mvestment But the
two-pairs of curves are not identical. For instance,
the supply of loans may be greater or less than planned
savings, accordmg as the quantity of the cash-holdings
of the savers is diminished or increased. Similarly,
the demand for loans may not be equal to planned
investment, for the entrepreneurs may vary their cash-
tholdings.; In short, all that is-saved need not be lent,
and all that is lent need not be invested. ‘Thus, this
‘ﬂleory too attaches great importance to the desire for
.cas}h-holdmgs |

@he ‘Loanable Fund’ theory may be expressed
mcLsLBrecxsely in Mr. Lerner’s words. “The rate of
interest is the prlce that equates the supply of ‘credit’,
or saving plus net increase in “the amount of money in
la period, to the demand for_‘credit’, or investment plus
het hoarding in the period.”T

|

10 “Alternative Formulations of the Theory of Interest”, Lconomic
Journal, 1938, p. 213. : o~ A
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Now we shall descgbe‘\Mr,"Keynes s theory}' As
we have already seen*@e holds that irrespective of anf[
rate of interest, saving and investment are alwady
equal. / Of course, this must be ex—po.s"t In _fact, the
classical theory too held that saving was always equal
to mvestment{ In statmg the equality of saving and
investment Key is returmng to old-fashioned.
orthodoxy”. n \é:e nqx_r___elty in Mr. Keynes’s theory
lies in his contention that it is, not the rate of i _,_erest‘
but the level of incomes ‘which ensures the equality{
between saving and investment.} If the rate of interest™
is not determined by the demand; for and supply:of
saving, then how is it determmed at-all?- Perhaps it.is
determined by the margmal productlvlty of cap1tal
But Mr. Keynes rejects this view as it leads to. elrcular
reasoning. .
Mr. Keynes offers a sglution. \Tl( fault of the
traditional theory was that it did not.pay attention to
the point, “in what form is the unconsumed part of
)income going to be held?”. Will.it be held in the form
of money or in the form of securities or debts?
Mr. Keynes pays most attention to this. point. In
doing so, tie draws his {nspiration_from the .Mercanti-
lists @mordlng to Mr. Keynes; interest i ﬂ,slmply__he}
premxum obtaxﬁablemcuxrenLeash..over defg;md,cash
It is not ‘the prlce or reward for saving or ‘not
spendmg but it is the _payment for lenﬁlng,mpney, “
it is the reward for ‘not hoarding’ or the reward for
parting with ‘liquidity’ for a_specified period.: “It is
a Fﬁeasure of the unwﬂllngness of those who- possess
money 10 part with their liquid control over it .
It is the ‘price’ whlch equlhbrates the desire to hold/

v"
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11 I\eynes,' “Alternatwe Theories, etc.”, Economic J oumal, 1937, p. 249.
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»

wealth’in the form of cash with the available quantity
.of cash.”%y But as Professors Robertson and Viner
have poifited out, this definition of interest does not
exclude the previous definitioh.V Without saving there
can be ng liquidity to surrender. Hence interest is the
retum for saving without liquiditﬂ That is to say, it

reward both for not-spending and for not-hoard-
1ng However, it is a different matter in the case of
banks which Tend money which is not, often, the result
of saving at all.

The _monetary theoties of__,;xuerest are less\
~copcerned with the origin of interest_than with the
Torces determining the level of and the fluctuations in
“the rate of interest, ‘The only cause for the payment
of interest is the opportunity of making a gam with the

se of ‘money borrowed.

%ccordmg to Mr. Keynes, the independent
variables determining the rate of interest are twao,
mamely, liquidi l_p_r_gference and the quantity of money.
In this context money may be taken as co-extensive
‘with bank-deposits.) Hence the total quantity of money
is a heterogeneous mixture of cash and bank-deposits
of various kinds. [ Thus the quantity of money is
a known term depending upon banking policy. It
constitutes the supply of- money. ) ‘

' " Liquidity-preference is nothing but the demand
Lfor"money The schedule of llqmdxty-preference shows
the"amounts of money an individual will desire to hold
at different rates of interest.y Mr..Keynes holds that
the hquxdltz-preferenc curve slopes” downward from
left to right. : That is «'/ the rate of interest falls as the
quantity of money is mcreased The rate of interest

12 Ke}nes, ‘General Theory, p. 167.
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is determined at that level where the demand for .
money is equal to the supply of money) The same.
‘might be expressed in a different way. (The supply of
money depends upon the quuxdlty-prefezence of the
banks. The demand for money depends upon™ the
liquidity-preference of the public. Hence we may say
that the rate of mterest is determined by:thg interplay
of the terms on which the public- desires to become
more or less liquid and those. on which the Janking
system is ready to become more or less illiqmd)

LMr. Keynes enumerates three motlves for hquldlty—
preference ) ' S .

(1) The transactzons-motwe —A certam amount :
of cash is always necessary for perso onal and business
exchanges There is always a- time-lag between the
receipt and the disposal of mcome by the pubhc:) In
the case of entrepreneurs, the amount of money
requxred for transactions purposes consxsts of two parts.
One is the active business dep051ts ‘to meet costs"
durmg the time-lag between the receipts of their sale,
and the payment by.them of wages and other-costs.
Another source of demand for money is ‘du€ to the
time-lag between the inception and the execution of
entrepreneurial decisions.” This is the financial depgsxts
or what Mr. Keynes calls ‘ﬁnance) ‘Entrepreneurs
accumulate . cash-balances for outlays in the future.
This need for cash is the result of the ex ante character
of investment decisions. This temporary demand for .
money is quite dlStlnCt from the demand for activey
balances which "will arise when the investment is
actually being executed. Between ‘the two kinds of
deposits for transaction purposes, (he active business
deposits are larger in volume. Financial deposits are
relatively small in volume, but have a very high velocity..
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That is why Mr. Keynes regards ‘finance’ as a revolving
fund. Hence the total quantity of money required for
transactions purposes depends upon the level of business
activity, the level _QLn_z/oQ.y income, and the volume of
‘ planned’ investment.’ =

& (2) The precautionary motive —L’éash is needed

“to provide for contingencies requiring sudden expendi-
‘ture and for unforeseen opportunities of advantageous
purchases, and also to hold an asset of which the value
is fixed in terms of money”.® The first part of this
sentence is vague;.but the second contains the truth®
Money is the commodity which possesses debt-discharg-
ing quality.

~ X (3) The speculative-motive—~This is by far the)
'most_important motive for liquidity-preference.’ The
reason for this motive is the existence of-a special

course _‘gf rates of interest, which, accordx_ng to
Mr. Keynes, “is the sole intelligible explanation of- the
type of liquidity-preference”* mentioned herel “If
the rates of interest ruling at all future times could
be foreseen with certainty, all- future rates of interest
could be inferred from the present rates of interest for
debts of different maturities, which would be adJusted
to the knowledge of the future rates.”” "It is on
account of the element of uncertainty that speculators
\desire cash-holdings with “the object of securing proﬁt
“from knowing better than the market what the future
kwﬂl bring forth™® and also with the object of avoxdmg

13 Keynes, General Theory, p. 196.
14 Jbid., p. 201.
18 Jbid., p. 168.
16 Jvid., p. 170.



THE 3ONET4RY THEORIES OF INTEREST 135

i
capital-loss. Liquidity-preference due-to the specula-~
tive motive is a highly psychological phenomenon.§ "=
/Thus the total demand for money (M) is made up
of two parts. One part of it (M:i) consists of the
amount required to satisfy the transactions and pre—
cautionary motives. This is the active money.” o) he;
liquidity-function of M: varies with the ~general!
business activity and the level of money income, but it
is very insensitive to changes in the rate of interest.
The second_part (M:) is the amount required ‘to
satisfy the speculative-motive. It is the inactive br’
idle or hoarded money. The liquidity-preference for
M: "may be called ‘liquidity-preference proper’}
Mr. Keynes does not clearly distinguish between
liquidity-preference in the wider sense of the total.
demand for money (Mi-+M:) and ‘liquidity-prefer-
ence proper’. Sometimes he uses it in the wider sense .
and sometimes in the narrower one. But his- main

emphasis is on the ‘liquidity-preference proper’.

L The lquxdxty—preference curve proper is very
sensitive to changes in the rate of interest and
| expectations regarding the future course of the rates®
Ma is negatively correlated with the rate of interest,
and Mz has a greater negative correlation with the rate
of interest than has M, the total quantity of money. It
is because of the high degree of sensitiveness of M
to the rate of interest that monetary management can
influence economic activity either through ‘open market'

operations’ or by discount-rate policy.’ .
UAIr. Keynes attaches very great importance to
| liquidity-preference as a determinant of the volume of
" investment t and employment.;, The schedule of liquidity-
preference might often negate the efforts of the
menetary autherity to increase.the rate of investment.
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Thus, an increase in the quantity of money may not
cause the rate of interest to fall (and thus stxmufate
investment), for it may so happen that the\ncrease in
.the quantity of money might create a high degree of
‘uncertainty regarding the future and thus strengthen®
the liquidity-preference of the investing public. Con-
-versely, liquidity-preference may be the author of
recovery. Certainty and optimism regarding the
future, by lowering liquidity-preference may encourage
investment, especially long-term ‘investment.) The
success of any policy of monetary management depends
upon the existence of a. variety of opinion regarding
what -is uncertain in the future. In other words, the!
success of capitalism 1tself depends on the pohcy of
divide and rule.
/ So much for Mr. Keynes's theory of mterest just
at"present. In his theory the quantity of cash and the
state of ‘long-term expectations_occupy a central place..
It is this feature that gives a sense of reahsm to his
heory of interest S
“Now that we have stated the two theories of the
monetary ~approach, let us examine the criticisms
levelled against each other. This will enable us to judge
whether the theories are fundamentally different or
practically the same.*
{ Mr. Keynes believes that the ‘Loanable Fund’
the_o_ry is precisely the same'as the ¢ classical theory of

1§terest He argues that the net supply of credit ‘is

thing but the quantxty of saving, and the net demand
r credit is the same as the quantity of net investment.
Mr Keynes therefore regards the™ ‘Loanable Fund’
theory as implying that the rate of interest is determin-
ed by the condition that it equates the demand for
saving to the supply of saving. t this criticism of
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Mr. Keynes 1s not correct because he does not dis-
tmgulsh clearly between the ex-post and the .ex-ante
phenomena. Saving and investment are equal ex-post
|but not ex-ante. The ex-post equahty between savmg'
and investment “‘does not prove that the price of
credit cannot be determined by the condition that in
a free market supply and demand at this price is made
equal”"A1Prof. Ohlin_gives an instance to prove this.
If in an authoritarian state the rate of interest is fixed
below the rate of interest that would prevail in a free
market, then ex-post saving and investment . are no
doubt equal, but the quantity of credit demanded is
greater than the quantity offered, and rationing h3s to
be resorted to. The equality of saving and investment
is consistent with any rate of interest. But, ‘“not so
with credit. Given a certain willingness to grant and;
to take credit on the part of individuals, firms and]
banks, only one interest level is. possible 'in a free
market.- The truth is that the price of 3 per cent.
bonds—and thus the long-term rate of interest—is
fixed on the bond market by the demand and supply
curves in the same way as the price of eggs or straw-
berrles on a village market”.® . . |
{ Mr. Keynes forgets, ‘that tl}g ‘Loanable Fund’
theonsts have made it clear-that the curves relating
'to the demand for and. supply of credit, and the" curves
relatmg to savings and 1nVestWt ~This
is because of the importance of hoarding-or the desire
for holding catsh3 ‘Moréover, the desire to vary cash
holdings due to hqu1d1ty-preference is manifested in
the supply and demand of credlt for it is only in the’

17 Bertil Ohlin, “Alternative Theones of the Rate of Inte.rest”
Economic Journal, 1937, p. 423.
18 Ihid., p. 424.
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market for credit that the exchange of claims and
cash takes place.) The point is well expressed by
Prof. Hicks: “For any short period, the difference
between the value of the things an individual acquires
(including money) must, apart from' gifts, equal the
change in his net debt—his borrowing and lending.
The same will apply to a firm. If, therefore, the
demand for every commodity and factor equals the
supply, and if the demand for money equals the supply
‘of money, it follows by mere arithmetic that the
demand . for loans must equal the supply of loans
(when these latter are interpreted in a properly
inclugive way).”*? .
@nother point of controversy is how a rise in
investment demand for funds (owing to a rise in the
arginal efficiency of capital) affects_the rate of
hterest. According to the ‘Loanable Fund’ theory,

is would,” cet. par., raise the rate of interest.
Mr. Keynes apparently seems to deny that such an

crease in demand raises the rate of interest] He
writes: “The schedule of the marginal efficiency of
capital may be said to govern the terms on which
loanable funds are demanded for the purpose of new
investment; whilst  the  rate of interest governs
the terms on which funds are being currently
supplied.”?® This will be valid only if one of the two
following assumptions is fulfilled, namely, that the
liquidity-preference curve is perfectly elastic, the curve
representing a horizontal line. " For in that case, every
increase in money will have no effect on the rate of
interest; or that the monetary authority not only

19 “Mr, Keynes's Theory of Employment”, Economic Journal, 1936,

p. 296.
20 General Theory, p. 165.
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possesses the power but also uses it to keep down the
rate of interest to some level in face of an increased
demand for funds. But Mr. Keynes does not believe
in both the assumptions. He says that the liquidity-
preference curve slopes downwards from left-to right.
He also denies the ability of the monetary authority to
control the rate of interest thoroughly. In reality,
" Mr. Keynes admits that the “increased demand for
money resulting from an increase in activity has
a backwash which tends to raise the rate of interest;
and this is indeed, a significant element in my theory
of why booms carry within them seeds of their own
destruction. But this 1s, essentially, a part of the
liquidity theory of interest, and not of the orthodox
theory” *' It is thus: The entrepreneur may need more
cash in anticipation of an increase in his future
expenditure. Secondly, the additional money he has
borrowed may all be spent on transactlons and this-
means that the quantity - of money available for
speculative purposes is diminished.” So in either case:
the lxqmdlty-preference has nsen and hence the rate
of interest rises.

Moreover, there is another important factor which,
owing to the rise in the marginal efficiency of. capital,
increases the demand for money. This is ‘finance’ of
which we have already spoken. The discovery of
‘finance’ is an amendment of Mr. Keynes’s theory.

It must be noted that rate. of interest rises .
only if the supply of money is not increased either by
banks or by dishoarding by the public at the current
rate of interest. Usually the supply of money in the
short period is inelastic and this will lead to a rise in

21 Keynes, “The General ' Theory of Emp!oyment" Quarferly
Jeurnal of Economics, February 1937, p. 210.
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the rate of interest. But if the supply of money is
actually ‘increased, the rate of interest will not go up.
In this case the increased supply of money by the
banks would mean, according to Mr. Keynes, that the
banks are willing to become more illiquid. ‘This would
cancel the effect of the rise in the liquidity-preference
of the public. Dishoarding by a part of the public
would mean the same.

“Thus (Mr. Keynes does not deny the fact that
a rise in the margmal_ efficiency of capital has
a tendency to raise the rate of interest. .But this
is far from admxttmg, as Prof. Robertson holds, that
the rate of interest is actually determined by the
marginal productivity of capital. In the first place, it
is not the_current marginal productivity (as the
classical theory implied), but it is the rise-in the
anticipated marginal productivity or what Mr. Keynes
calls the marginal efficiency of capital that raises the
rate of interest. Moreover, the classical theory did not
explain the causal route through which the rate of
interest is_affected. Mr. Keynes furnishes the answer
to this. C’ghe rate . of interest rises owing to the
increase in the liquidity-preference of the entre-
preneurs. And the rate of interest does mot
always rise. It is only when the monetary authority
does not respond quickly to the increased demand for
credit that the rate rises. If the monetary authority
is very responsive, then there will be no rise at all in
the rate of interest.’

The second important point we have to consider_
is the inter-relation between saving, liquidity-prefe~
rence and the rate of interest.; Let us study the effect
of a rise in the propensity to save (a fall in the
propensity to consume) on the rate of interest and the
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amount of investment. (This subject-has been the topic
of a long controversy between Mr. Keynes and
Prof. Robertson. The outcome of this controversy is
that both are agreed that the rate of ‘interest yaries
7 inversely with the propensity _To saye. But . their
explanations of\ this _consequence are different. C’l:he
classical theory,;as we have seen, \assumed a constant
level of aggregate income. An increase in the
propensity to save, they argued increases - the aggre- |
\ gate quantity of saving in relation to aggpegat,e
investment. They made the further assumption that
the increased savmg would always be mvested Hence
the quantity of saving is greater than the amount of
investment. So the rate of interest falls and
aggregate _investment is’ increasea) [he ‘Loanable
Fund’ theory would explain the same by 'sgying that
the rate_ of interest falls owing to an increase in the
upply of credit relative to the demand for i it.)
Mr Keynes does not_accept this explanation. If, as
“the classical and the ‘Loanable Fund’. theonsts hold, '
an increase in saving were always invested and the
/total money income remained constant, the _rate of[
interest need not fall. For with the “same income,
11qu1d1ty—preference, or the demand for money as well
as the supply of money have remained the same. That
means the rate of intérest too remains,at the same
level. Even if the increased saving is hoarded; instead
of being spent on investment, the rate of interest
iremains the same. An increase in the quantity of
saving diminishes aggregate incomes and thus
diminishes the demand for money for active balances
(Mi), while the demand for money for_ speculativ el
‘purposes (Mz) increases by the same amount. Again,
the total demand for money as well as the total supply




142 THE THEORY OF INTEREST

remam the same so that the rate of interest too remams
at the old level.

. Mr_Keynes’'s explanatlon of the fall in the rate
of mterest is this. An increase in the propensity to
save, which is not itself hoarding, diminishes aggregate
income, and at the same ‘time reduces the marginal
efficiency of capital. Aggregate employment and
income fall. That means the demand for active
‘balances is lowered. That is, total demand for money
falls, But the total quantity of money, which con-
stitutes the supply of money, remains constant. Hence
the rate of interest falls.{ So Mr. Keynes’s conditions
for the fall in the rate of interest are: (+) a fall in
aggregate income and employment (i) the aggregate
quantity of money must remain the same. As to th
effect on investment, Mr. Keynes would not admit that
the increased saving stimulates inv estment) '

(Thus, though there is agreement of opinion be-
tween Mr. Keynes and his opponents regarding the
effect of a change in the propensity to save on the rat
of intérest, Mr. Keynes’s theory is more satisfactory
in that it indicates the causal route through which
changes in the propensity to save affect the rate of
interest.

et another important point we have to discuss:

here is the effect of an increase in_the quantity of.

money on the rate of interest. The classical economists

held that the primary effect of the increase in the

quantity of money was to raise prices and not lower.

the rate of interest. This is a direct result of their
¢ rate ot mt

assumptlon of ‘full’ employment / But Mr. Keynes
,holds that the prxmary effect of the increase in the
quantity of money is to lower the rate of interest, the-
rise of prices being an ultimate consequence of
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- r . 4 -
a change in the rate of interest;) Mr. Keynes afgh‘es
_ that the increase in the quantify of ‘money will-increase
effective._demand and ,employgle'nt.D He therefore
restates the quantity theory of money as follows; “So
long as there is unemployment, employment - will
change in the same proportion as the quantity of
money; and when there’is full employment, prices will
change in the same proportion- as the quantity of
money.”” But he does not deny that -in addition to
the increase in employment the quantity of money
will partly raise prices too./: = S
According to Mr. Keynes, the increase 1
effective démand is brought about through the fall in
the rate of interest. For, liquidity-preference remain-
ing the samé,“f\mcrease in the quantity of money
must lower the rate of interest. At the lower rate
of interest more _money is held for transactions
purposes, since the fall in the rate of interest increases.
investment and effective demand)) More idle money
too will be held because of the lower cost of holding
_money. Equilibrium will be established- between the
-demand for and supply of money at.the lower rate
. of interest. Mr. Keynes is aware of the fact that the
actual increase in effective demand and employment
due to an increase in the quantity of money depends
upon such factors like ‘the marginal eﬁ’icxency of capital,-
homogeneity of productive resources, elast1c1ty of
supply of factors of production and the level of wages.
-Mr. Keynes does not hold that the increase in the
quantity of money aIways leads to a fall in the rate
of interest. If the increase in the quantity of money
causes uncertainty regarding the future-level of prices

22 Keynes,” General Theory, p. 296.
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‘and interest-rates, liquidity- preference due to the
security-motive rises and the rate of interest is not
lowered at all. The volume of investment docs not
‘increase. The rate of interest loses its power as
‘a regulator. of investment. ) As Mr. Keynes says, “If,
however, we are tempted to assert that money is the
drink which stimulates -the system to  activity, we
must remind ourselves that there may be several slips
between the cup and the lip”.** The ‘Loanable Fund’f
‘theory would not probably deny all these repercussxons
~of changes in the quantity of money. |

( Incxdentally we ‘might discuss another point. I
‘every increase in the quantity of money brings down
the rate of interest, is there no limit to the fall in
the rate? Cannot the rate of interest reach the zero
level? Mr. Keynes admits that there is a limit_to_the
fall. If the rate of interest is 2 pe per cent. or below
that the elasticity of demand for money becomes
~almost infinite. This is because of two reasons. /In
-the first place, such a rate is considered to be lower
;than the ‘safe’ rate. In the second place, the earning
rof f interest by parting with liquidity is not much., That
is why Mr. Keynes regards the rate of interest as
a highly conventional phenomenon, because it depends
upon what the community thinks to be the ‘safe’ rate,
Apart from this limit to the fall in the rate of interest,
there are certain other reasons why the rate of interest
cannot fall very low. In the first place, there are costs
‘of banking. [n the second place, a risk-premium has
;always to be paid for the loan of money?) At very low
rates of interest the demand for loans becomes infinite,
especially for the buying of durable consumption

23 General 'Thé:;ry, p. 173.
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devoted to satisfying the whims of the rich people
while the elementary needs of  poor people go
unsatisfied. | e

At present, we need not concern ourselves with
the problem of distribution of<the national income in
a socialist society. Since property-incomes are absent
in such an economy, and since the members of such an
economy are entitled to an equal benefit from the
productive activity, the national incomes will be more
evenly distributed among the members, and there will
be very little inequality of wealth and incomes. * Hence
we shall concentrate our attention on the problem of
| allocation of productive resources. '

In the absence of a central planning authorxty,
capitalism solves the problem of the allocation of
resources between the several industries and occupa-.
tions through -the mechanism of a price system
\established by the forces of competitive and semi-
competitive conditions. Price is the index of the’
supply and demand conditions. Equilibrium between
demand and supply of a single good is brought about.
by appropriate changes in the prices of those goods.
Similarly the allocation of resources between several
industries is done by the level of relative prices. And
the allocation of productive resources between the
‘manufacture of consumption goods and the manu-
facture of capital goods is determined by the rate
cof interest. The amount of investment,depends upon
the marginal efficiency of capital in relation to the rate
of interest. ‘That is, the rate of interest has a second
important function. It determines the distribution of
"resources between the several “capital-good  industries.
It helps the entrepreneur ‘to -undertake those industries
which are most profitable with the current rate of

interest.
11
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A socialist state too should solve the problem of
the allocation of productive resources. If the socialist.-
economy has to achieve the maximum efﬁciency in
productxon, it must have a mechanism of pricing, which
is the indicator of the conditions of demand and
supply. At present, we shall be content with studying
the factors that determine the allocation of resources
between the manufacture of present and future
_ (cap1tal) goods in a socialist economniy.

"In the first place, the planning authority in the
socialist state has to determine how much of the
aggregate productive resources wielded by the com-
munity will be reserved for ‘capital maintenance and
net investment. In a socialist community the amount
of .investment is determined not by individual choice
but by the state. The state can cover the costs of
investment in two ways. The state might collect it in
the. form of taxes and loans, or, instead of making
a money levy on the public, the state might allow the
public to spend all their incomes, and nrark the prices
of the goods sold to them in such a way that it can
raise whatever sum it needs for purposes of capital
maintenance and net investment. Doctoring of prices
is the beiter method. In a socialist community, the
amount of net investment is not determined, unlike
under capitalism, by the voluntary forces of supply and
demand operating through the rate of interest. Thus
in a socialist society (like Russia in 1918) where the
initial capital equipment of the society is very little, the
state will devote a far greater proportion of its pro-
ductive resources to the building of capital equipment
than -it would .be the case under capitalism. The
present sacrifice to be made by the community for the
increased future satisfaction is decided by the state.

*
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Now that the total volume of investment is
decided upon by the state, should interest be- included
_as cost in the price of the final consumption goods
produced? " If the socialist commumty has attained
absolute stationary equilibrium, that is, 1f it possesses
.all the capital equipment it requires and accumulates no
new capital, and the only costs of capital are the costs
of maintenance, there is no need to include interest iri
the cost of goods.. Prices of goods will be identical
with labour costs. | e

But, in reality, conditions are mnot statxonary.
Capital equipment can never reach the saturation point.
Thé supply of capital will for ever fall short of the
demand for it. There is no limit to the want of
people for capital goods. Increase in populatlon,
inventions and new wants of people always open up
new channels of investment, That means there will
always be a certain net accumulation of capital. In
this case, interest would have to be included as one of -
the elements in the price of goods. The presence of
interest as an element of cost would mean that only
a part of the total output is distributed by the state in
the form of consumption goods. If, interest were not
treated as an element of cost, then goods and services
embodying large quantities of capital would be relatively
cheaper, and it would be impossible for the state to
meet the demand by the public for such goods and
services. Hence it is absolutely necessary that interest
should be included in the price.of goods and, services
embodying capital. Since _'there is no capital market
and no market rate of interest, the'actual rate of
interest will be fixed by the state and it depends upon
the quantity and variety of the 'capital equipment that
it already possesses, and the state of demand for further
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equipment by the community. As the capital equipment
of the community increases the state might gradually
lower the rate of interest. We shall discuss the actual
determination of this rate below.

A socialist community should make use of the
device of a rate of interest for another important
reason. When once the aggregate amount of invest-
ment is decided upon, there is the further decision to
be taken as to the allocation of resources between the
various investment industries. In a capitalist society,.
this allocation is solved by the marginal efficiency of
capital relative to the rate of interest. In a socialist
society too there must be some such device if produc-
tive efficiency is to be maximised.

" Now in a socialist society there are many kinds
of capital equipment, which do not yield a stream of
output, but which are essential for civilized life. In
this class of equipment fall roads, hospitals, schools
and colleges, playgrounds and parks. The investment
of resources in these is not governed by the rate of
interest at all. And naturally a socialist society will
make abundant provision for such investments.

. Apart from such types of maintenance and
investment, there is a very wide range of investment
over which the rate of interest plays a decisive part
in the task of allocation. It is not necessary that
a rate of interest should be present if the allocation is
to be done. The allocation may be done arbitrarily—
by guesswork or by luck. But this kind of allocation
will involve a maldistribution and hence a waste of
resources. As Prof. Von Hayek says, “We should
expect to find over-development of some industries at
a cost which. was not justified by the importance of
their increased output, and to see unchecked the



INTEREST IN A SOCIALIST COMMUNITY - 165

ambition of the engineer to apply the latest develop-
ments made elsewheré, -without considering whether:
they were econormcally suited in the situation.’? To
put the same thing in Mr. Henderson’s words: The
rate of interest “separates the sheep from the goats.
It serves as a screen, by means of which capital
projects are sifted, and through which only those are
allowed to pass which will benefit the future in a “high
degree.”*

The calculation of the rate of interest in a socialist
community does not present any great obstacle, if, as
we have assumed, there is a free consumers’ market
for finished goods. Noweeach capital undertaking in
the economy should draw alternative plans of the scale
of investment at hypothetical rates of interest. At
each rate of interest, the amount of investment decided
upon by the undertaking depends upon the schedule of
marginal efficiency of capital in that undertaking.
Investment will be carried up to the point at which the
marginal efficiency of capital and the rate of interest
are equal.] This marginal efficiency or expected yield
is directly dependent upon consumers’ choice, i.e., upon
the prices they are willing to pay for the final product
of the capital undertaking. With the help of mathema-
tical and statistical technique it is possible to calculate
the marginal efficiencies of each capital. undertaking.
This procedure gives the planning authority an idea of
the demand for capital in each undertaking at hypotheti-
cal rates of interest. The sum ‘of these individual
demands for capital is the aggregate demand for capital
for the whole community. Of course, the productive
plans of each undertaking have to be submitted for the

8 Collectivist Economic Planning, p. 204.
4 0p. cit, p. 130.
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approval of the Central Planning Authority, which may
alter the plans in any manner it thinks n€cessary. As
Prof. Von Hayek points out the Central Planning
Authority is not merely a super-lender. It has a direct
and an ultimate responsibility for the mistakes com-
mitted by the various individual productive under-
takings. | ' i

There are two ways of fixing the amount of
investment and the rate of interest. First, the Central
Planning - Authority may fix the total amount of
capital to be invested. Then the actual rate of interest
will be determined by the schedule of the marginal
efficiency of capital. Or, the planning authority may
fix . the rate of interest, and thus determine the
aggregate amotint of capital demanded. The rate of
interest would be determined at the level where the
demand for and the supply of capital would be equated.
Though this rate of interest is arrived at by
taking into consideration, as far as possible, consumers’
preferences, it has a large element of arbitrariness
about it, since a capital market is absent in a socialist
“economy. The rate of interest may be either too low
or too high. The correct or equilibrium rate cannot
be determined at one stroke. The equiliprium rate of
interest will be arrived at by a series of adjustments.
Of course, the success of the planning authority in
fixing the correct accounting rate of interest depends
upon the rapidity with which prospects and expectations
. undergo change. But we may reasonably expect a large
element of stability in a socialist society, owing to
-a more or less equal distribution of wealth -and the
absence’ of profit-making. There will be temporal
variations in the rate of interest fixed by the state.
As the capital equipment and the incomes of the
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community increase, the community can afford
to make a greater provision for future. Thus the 'rate
of interest can be lowered. One of the reasons for
relatively low interest-rates in a socialist economy is
the presence of low liquidity-preference. Do
There is no reason to believe that in the absence
of a free market for capital, the amount of capital’
maintenance and net investment would not reach the
optimum level. , In fact, there is reason to believe that
in this respect the record of the socialist society would
be a much better one than that of a capxtahst com-
munity. In a capitalist society, investment is much
dependent upon the profit-motive. ‘The expected rate of
profits plays a greater part in determining aggregate
investment than the rate of interest does. Secondly, in
a capitalist society private individuals' often fail to
.distribute their resources equally between present and
future provision for satisfaction. That is, their pre-
ferences are very often non-rational. In a socialist
economy, the planning authority ‘will distribute produc-
tive resources between present and future in such a way
as to maximise economic welfare.
So far we have dealt only with the rate of interest.
But in a socialist economy too there are two rates of
interest, the long-term and the short-term. The pro-
vision of long-term and short-term capital will be made
through a Central Bank. In addition to the provision
of long-term and short-térm-capital, the state has also
to provide capital for durable consumption. In
-a socialist society the state will provide in greater
“abundance amenities like dwelling houses, furniture,
motor cars and radios. The state may provide these
on the basis of hire or hire-purchase.
We have now finished our enquiry of the
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‘importance of the rate of interest in a socialist economy.
We have discovered that the rate of interest does exist
in a socialist society both as an element in the cost of
production and as an instrument for the economic
' utilisation of productive resources. That is to say, in
a socialist economy too it fulfils precisely the functions
it does in a capitalist society. That is why many
-economists‘hald the view that the fundamental character
‘of the economic problem and economic laws remain
the same in spite of changes in social and economic
institutions. For instance, Mr. Henderson points to
“the existence in the economic world of an order more
profound and more permanent than any of our social
schemes, and equally applicable to them all.”®

O0p. cit, p. 11.



CHAPTER XI

THE REAL NATURE OF CAPITAL AND
© INTEREST

WE have now . finished the detailed survey of the
various theories of interest. We have criticised each
theory in detail and pointed out its merits as well as
its shortcomings. But at the end of this long survey
we cannot help feeling that most of the theories of
the nature of interest are ultimately less divergent than
appears at first sight. In this chapter we shall attempt
to co-ordinate the important truths we have discovered
in the several theories. o
We must begin with an analy_sm of the nature of
capital, for (mterest is regarded as the earnings of
capital. or the payment made for the use of cap1tal 4
~ ‘Capital’ may be regarded as a factor of production in
any one of three ways. It may be an active agent in
the productive process. In this sense it stands for
. tools, machinery and raw_materials. These are ‘inter-
medlate, ‘goods’ or produc_Means_Qf__pmductlon 28
¢ ‘Capital’ may also be used to denote purchasmg
power or - ‘control over resources’. In this sense,
. capital as a factor of production has come to be
associated with the function of “waiting’> In an earlier
chapter we have dwelt at length on the nature and
services , of = ‘waiting’. (Al production and the
consumption of durable goods demand ‘waiting’. In
an exchange economy this ‘waiting’ can be transferred
from one person to another, by means of a loan of
liquid purchasing power or ‘control over resources’.
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(Cagi}al becomes identical with a’certain sum of value
for a certain period of time. In a monetary economy
value is expressed in terms of money) That is, the
transfer of value or ‘control over resources is effected
by means of a quantity of money. | So in the second
sense, capital stands for.'a.'sum_of money’. )

Capital, in the third sense, denotes ‘capital
cla_x_nl§ . ‘It is a source of a particular kind of income.
When a person lends a sum of mofxey to another, he
Tecetves in turn a premium over the money lent. This
premium is interest. Or the same person may invest
his money in the shares of.an industrial corporation and
earn dividend on the shares. These shares constitute
capital, because they are the source of an income to
the owner)

/ Though some quantitative and causal gelationship
does exist between these three senses of capital, they
are dlstmct) A person Inay lend money to an entre-

‘preneur by buying the debentures issued' by that
entrepreneur against a fixed rate of interest. The
entreprencur may invest the purchasing power in
machines, raw materials and factory building. . In
this case, there is a very close causal and quantitative
correspondefice between capital purchasing’ power,
capital claim and capital equipment. But in the actual
world, the correspondence between-the three senses -of
capital is not complete. All those in possession of
capital purchasing power do not part with it by lending
to entrepreneurs. They may spend it on durable
consumption goods. The borrower of capital purchas-
ing power may not invest it on capital equipment.
He may not be an entrepreneur at all. He may spend
it on consumption goods. It may be that he expects
a larger income in the future than at present. Hence
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he may desire to live temporarily above his income.
JAnd even if entrepreneurs borrow capital purchasing -
power, they may not utilise it for capital equipment.
So there may be capital purchasing power . without "
capital claims or capital equipment.. ‘Again, there may
be capital claims without there being any correspondmg.
capital equipment.

“Of the three senses of capltal that of capital |
equipment is of the least 1mportance to the theory of
interest. Capital, in_this sense, is purely a techmcal1
factor of productxon) Capital goods are multiform
and heterogeneous. They. include instruments of pro-
duction of various kinds, raw materials and semi-
manufactured goods. (Moreover they are essentially
derivative, in the sense that they are the product-of
past labour and land, and not original productive
elements :

" Of far greater importance to the theory of. interest |
are the concepts of capital claims and capital purchasing -
power.” We shall study the nature of these concepts
and the relatxonshlps between the two. (A cap1tal claim .
arises in various forms. [It. arises \Mete
material goods are leased in return for a fixed 1 payment -
in kind or cash for the use of these goods “But this
kind of claim is not usually regarded as: capital, and

the payment made for the use of concrete goods is
“regarded as ‘rent’ and not as ‘interest’) But the
distinction between ‘rent’ and ‘interest’ is not funda-
~mental. Both are alike in several respects. In both
a principal thing is lent to be returned together with a
payment for the time-control of the thing lent. With both
the relation is one of an exchange between the contractual
object. of the present and the contractual “object of the
future The chief dlﬂerence between the two is that

N s e
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hwhile rent is expressed in real terms as a sum, ‘interest’
is expressed in value terms as a rate. 'The distinction
between ‘land’ and ‘capital’ rests on the fact that
a loan is regarded as a capital claim and the payment
Arom that claim is regarded as ‘interest’ if the loan is
liquid and represents not concrete pieces of property,
but ‘wealth in general’ or ‘control over resources’ or
‘general purchasing power’. {In a monetary economy all
loans are made in the form of money. Productive
property is not rented for various reasons. Most kinds
of rentable goods can be produced under conditions and
at a cost more or less accurately known. So it is not
'necessary to hire concrete pieces of productive
property. It is enough if a loan is taken in the form
lof money. Secondly, loans are made in the form of
money to carry as far as possible the specialization of
the. entrepreneur funchon) Many people who are in
possession of spare purchasmg power are ignorant of
the best way of investing it. The institution of lending
money at interest relieves owners of wealth from this
burden. The entrepreneurs take upon themselves the
;responsibility of investing the resources borrowed to
the best advantage. (So in a monetary economy
a capital claim arises when a person parts with a sum
of money for a"period of time in return for a regular
net income.)

;-(In a monetary economy, a capital claim_arises in
two ways. A person in possession of money and
desirous of investing it, may do so in two ways. In
the first place, he may invest his money in a capital-
asset. ) That is, he may buy shares of an industrial
corporation and derive income in the shape of dividend
—he becomes an owner of the industrial concern. (This
kind of investment is of the greatest importance in the
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modern world) Ever since the industrial revolution
roundabout production is becoming more and more
important. Industry is being carried on a gigantic
scale. ‘The joint-stock company form of business
organisation with limited liability and the presence of
organised markets in securities have given a great
impetus to investment in’ business undertakings CThe

et income from this kind of investment is known as
r:latural interest_ “

A capital claim can also arise in a second way.

The same person, instead of buying the shares of

company may lend his money against a fixed payment'

f interest to another individual, or- a bank or
a municipality, or to a government.) He now exchanges
his Cash for a debt. It is immaterial to the lender as
to what use the borrower will put the money borrowed)
The borrower may spend the money for consumption,
particularly that of durable goods. . The borrowing of
money for this purpose is becoming increasingly
important. The borrower, if he is an entrepreneur,
may invest the money in a business undertaking. This
is precisely .the thing done when industrial concerns
borrow money by the issue of debentures. Governments
borrow for all sorts of purposes—to provide.relief
fo the poor and-unemployed, to undertake public works
or to wage a war." People also desire to borrow money
to strengthen their cash-holdings, because of uncertain-
ties regarding the future. They may indulge in specu-
lative activity on the stock exchange with the object of
making a gain. CThese forms of direct lending of
money are becoming as important a kind of investment
as that of buying industrial securities. The pa}ment
made for Ioans of this kind is contl;_ctual’ or ‘loan’
mterest )
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_ QThus, the holdmg of capital purchasing power
‘(or money), the holding of capital-assets or the hold-
ing of debts are alternative forms of holding wealth.
The way in which an individual distributes his wealth
among these three forms, depends upon the relative
advantages and disadvantages.of each type of holding
the wealth. The fundamental distinguishing feature
between capital purchasing power and capital claims is
the degree of liquidity that each possesses. Money has
hundred per cent. liquidity, while capxtal claims are
relatxvely illiquid,

. So far we -have discussed the several senses in
which -‘capital’ is used. For ous purposes, we have
preferred to use ‘capital’ in the sense of capital
purchasing power. (In the modern world it is capital
purchasing power that is primarily demanded, whether
for production or for consumption, or for simply
holding wealth in liquid form. So the loaning of
resources is invariably done by means of money) But
in this chapter we have not yet answered the question
as to why an income in the form of either ‘natural’
interest or ‘loan’ interest accrues to the owner of
a capital-claim. An answer to this question is to be
found in the preceding chapters. All that we shall' do
here is to piece together the conclusions we have
Lalready arrived at.

& First, why does ‘natural’ interest exxst’ We have
answered this questxon fully in the chapter on the
productmty theory of interest. When resources are
invested in capital goods for purposes of production,
these cdpital goods earn a 'net income because they are.
productive and they are scarce,) The supply of capital
goods is always scarce in relation to the demand for
them. ; The demand for capital goods is insatiable.

-
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But the supply of capital cannot increase indefinitely,
because of the scarcity of economic resources. The
more of capital goods we produce, the less of consump-
tion goods do we produce for the presenty If we
want more capital goods, we must be prepared to have

a smaller amount of consumption goods for the present.
Thus (there is a definite limit beyond which we cannot
curtail present consumption. That is to say, there is a
definite limit beyond which the supply of capital goods
cannot be increased. How much of capital goods we .
produce and how much of consumption goods we
produce during any period of time depends upon our
relative preferences for present as against future
consumption. The amount of investment or capital-
production we decide upon depends upon the urgency
. of our present wants and the margl\ nal productivity of
the capital goods we produce.; If we expect
the marginal productivity. of capital to be very
high, we. do not mind foregoing a little more
of present consumption in order to enjoy a greater
and finer product in the future. If the marginal
productivity of capital appears to “be very-low, we
do not care to postpone present consumption
bey ond the point we are domg at present. { Thus th

- productivity of a-capital good is nothing but the ren:l;
of scarcity paid for the use of capital. And it may
be noted that we measure the productivity of capltal

1 not in physical units, but in value units. The margina
productivity of a capital good is nothing but the value,
\\e attach to the marginal product obtained with the
! aid of the capital good in the course of its life-time.>

. There is absolutely no necessity to enter the/
industrial world to prove the existence of interest.
Interest is a universal phenomenon. It does exist evern <

L —
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lin a society where opportunities for investment are
‘absent. In such a society there will always be demand
for loans for purposes of consumption.) There are
people who expect to get higher incomes in the future
than they do at present. Hence they desire to borrow
to increase present consumption beyond the level of
their present incomes. (There are many people who pay
no attention to their future, but who want to spend
money extravagantly, far above their present or future
incomes. At the same time, there are persons who are
.better provided in the present than they hope to be in
‘the future. These are prepared to‘lend their present
resources to be returned in the future. 'The first group
of persons-is prepared to pay a premium in the form
of interest for the loan it takes. The second group can
certainly lend with advantage. The interest which is
paid on money loans in such a community is ‘loan’
or ‘contractual’ interest.

) ( In addition to the demand for money for purposes
of production and consumption, money is also demand-
ed for commercial and speculative purposes, with the
object of making a profit. The people who are engaged
in such activities are prepared to pay interest on the
money they borrow.) .

S “Thus there are various sorts of people who want
fto borrow money and who are prepared to pay interest.
This only. explains the demand side. What are the
forces operating on the supply side of capital?) We
have definitely rejected the view that the supplier of
capxtal undergoes a sacrifice such as abstinence.
“Interest is not a reward for saving; even if there
/were no interest people would save. In a society in
"which opportunities for investment are absent, the
lender of money makes no sacrifice at all. But even in
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such a society a positive rate of interest is necessary,
Jjust to restrict the demand for loans. - In the absence-
of a positive rate -of interest- the demand for loans
would be infinite) At zero rate of interest there will
be too many borrowers and very few lenders. The
same happens in a society where there are opportuni-
ties for investment. At zero rate of interest the’
demand for capital goods and durable consumptlon
goods becomes insatiable., {Zero rate of - 1£tgest is
p0551ble only when the community’s. stock of capital’
equipment has reached a saturation point, and the <

marginal productivity of capital is nil, and when the
incomes of people are constant over time, -and nobody
wants to borrow any money to increase present con-
sumption. This is an 1mag1nary and an 1m@ss1ble statel
of affairs. So a posmve “rate of mterest is always
necessary\; : :
¢In an industrial society, there are always opportu-
nities for employing money-capital gainfully.' Money
capital may be used for investment in a business
undertaking to obtain a perpetual income. Or money
capital may be utilised for speculative purposes. {So
that in a progressive society the most important.reason
for the payment of interest on a money loan is the|
productivity of money-capital. By productjvity of
capital, we mean, that there are advantages to the
borrower from the txme-control of the resources he
has borrowed.’ : -~
We have also come to the conclusion that a rate
of interest is necessary even in a socialist community
In the preceding chapter we analysed the nature and
services of the rate of interest in such a community.
Interest would not exist as a class-income, but- it
would be an endurmg phenomenon as an element of

cost.
12
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We have clearly demonstrated the necessity of
‘natural’ interest as well as ‘loan’ interest. ¢ Many
economists have thought that these two forms of
2 < qt e .

terest are identical, and that the ‘loan’ rate of interest
is derived from, and is dependent upon, “the ‘natural”
rate of interest} We have already criticised this view
and it is unnecessary for us to dwell on it at length
once again. {{‘Natural’ interest is -nothing but the
marginal productivity or the marginal efficiency of
a capital-asset. The marginal productivity of capital
depends upon the scale of investment, and the scale of
investment depends upon the current_rate of interest.
So we cannot determine the rate of interest from the
‘marginal productivity of capital. Marginal producti-
vity of capital explains only the rents earned by
_capital-assets. ‘This rent is only a sum and not
a rate.\ To know the purchase value of a capital-asset:
we must already have a pre-determined rate of interest
on a money loan. ‘Natural’ interest and ‘loan’ interest
cannot be equal, for there is always an antagonism
bétween industrial-capitalists and money-capitalists.
If the two rates of interest are equal, then industrial-
‘capitalists have no inducement to .borrow at all.’
Moreover, in the modern world the banking systemr
can create any amount of money and maintain the
>rate of interest at any level it desires. It can create
money which is ndt-at all the result of saving. It is
only under the impossible conditions of perfect compe-
tition and stationary equilibrium that ‘natural’ and
|‘loan’ rates of interest are equal. In the actual -world
the ‘natural’ or ‘pure’ interest is only a fiction. The
.concept of ‘matural’ interest is not very helpful in the
determination of the rate of interest.) Hence we ought
to give up the phrase ‘natural interest’ and simply use
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instead the phrase ‘marginal efﬁcxency of capltal’ VVe
should reserve the word ‘interest’ exclusively to mean:
the money-premlum paid on the money-sum lent.
Thus ‘the rate of interest .is essentially a money ratel
and its determination primarily a monetary phenomenon7
If there is no money in a community, there wxll be no.
. unique rate of interest at alL>

The question naturally arises as S to why it is the
money-rate of interest that is of the greatest 1mportancJ
in the economic world. The answer to this is to be
. found in the fact that money possesses certain
characteristics which make the money-rate of - -interest
the most sxgmﬁcant one. e S

People aim at obtaining the best advantage from
the possession of wealth. This will set up a tendency
for capital-assets to exchange, in equilibrium, at values
proportionate to their marginal efficiencies in terms
of a common umt (money): It is usually the: greatest
of the own-rates of interest that ‘determines how far
the production of ,any new capital-asset will be
carried. In other words, the ‘marginal efficiency -of-
any capital-asset, if it is to be newly produced must’
be equivalent to the greatest of the own-rates of interest..
And we can show that it is the money—rate of interest.
(i.e., the margmal efﬁcxency of money - -in terms of
-1tself ) that is the greatest. ’ -

All capital-assets possess three attrlbutes in dxf-
ferent degrees. They produce-a yield or ‘output q
They suffer a wastage or involve a carrying cost ¢’
‘They possess l1qu1d1ty—prem1um l. - Hence gq a-c+l
(all measured in terms of .a common unit, namely
money) is the own-rate of interest of any capltal-a.sset.

1 The terminology used here is borrowed from Mr Keyncs’s‘
~General Theory. ’
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Some goods like instrumental capital have a yield
greater than their carrying-cost, while their liquidity-
premium ‘is practically negligible. In the case of
money, its-yield is nil, its carrying cost negligible, but
its liquidity-premium substantial. ‘The marginal effi-
cxency of most capital-assets falls as the output of it is
increaded. Bufikthe characteristic of the money-rate
of Anterest is that it declines most slowly as the
_ d{rxxtity of money is increased. This is because of the
ﬁollowing characteristics of money: o
" () The elasticity. of production of money is zero,
Jor very ngar that, so far as private enterprise is
concerned, apart from the ability of the monetary
authority, -“elasticity of production meaning, in this
context, the response of the quantity of labour applied
to producing it to a rise in the quantity of labour
which a unit of it will command”.? This condition is
most strictly fulfilled when there is a managed mcon-
~ vertible currency. \
(#%) The elasticity of substitution of money is
jzero, or very near that. This is due-to the fact that
" the utility of money is solely derived from its exchange-
value, “so that the two rise and fall pari passu, with
the result that as the  exchange value of money

".rises there is no motive or tendency, is in the case
of rent-factors, to substitute some other factor
for it”.? ) ' “

(##t) Even if the actual supply of money is
increased, the fall in the rate of interest will be very
gradual, and below a certain level it will not at all fall
in response to a large increase in the quantity of money.
This is because money commands a very high liquidity-

2 Keynes, Genercl Theory, p. 230.
3 Ibid., p. 231.



THE REAL NATURE OF CAPITAL AND INTEREST 181

premium. And the possession of money involves
negligible_carrying-costs.

On_account of these factors the money-rate of
interest is very sticky. Hence it is. the marginal-
‘efficiency of capital-assets that has to adjust itself to.
the rate of interest and not zice versa. This stickiness
of the money-rate of interest often retards investment-
and is responsible for unemployment. Thus - if the,
money-rate of interest is fixed at a relatively high
level, the production of many capital goods is retarded
while the output of money is not stimulated.’ Thus
unemployment occurs “when the object of desire (i.e.,
money) is something which cannot be produced and
the demand for which cannot be readily choked off”.*.

Interest, we must empha51se once again. is the.
return on the loan of monev.

¢ Keynes, General Tlieory, p. 235.



CHAPTER XII

INTEREST RATES: SHORT-TERM AND
LONG—TERM

Tiry now we have been talking of the rate of interest
as if there were orﬁy one rate of interest. This is
not so. In fact) there are ma iny . different rates of
- interest, which are classified broadly into long-term
tand short-term. There -are many kinds of loans to
ch of which is attached a distinct rate of interest.
{ The-relationship betwegn these interest rates presents
'very intricate problems.) What are the causes for the
divergence of the rates of interest? Do long-term and
short-term rates move together in the same_direction?
‘What is the relative magnitude of the changes in the
long and ‘short rates? Can the two rates be regarded
a single factor, each being derived by appropriate
additions (for the element of risk) to the pure rate of
interest? Or, are the two rates separate and distinct
elements? In answering these questions there is not.
always. identity of views between those who rely on
statistical investigation and those who draw conclusions
theoretically.

First, let us dtudy the causes for the divergence
of interest rates. NThere are two_reasons for the
apparent multiplicity of interest ratesy (a) the market
~considers that the risk® of various sorts is greater in

1 In this context, risk is defined in a broad sense. It -includes
“uncertainty’ also. Thus every rate of interest includes a risk-premium
as well as an uncertainty-premium. The uncertainty-premium may be
greater or less than the actual loss the lender suffers from the loan
transaction. Hence when we say that every rate of interest contains
a risk-premium, we mean it includes an uncertainty-premium also.
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the case of some loans than in the case of others; and
- (b) loans are made for different periods of timel

L (a)( When money is lent at a fixed rate of mterest
«for some time, there is always the danger | fo the lender | ‘
‘that the borrower may fail-to return the loan.} This
danger varies with regard to different gersons \ The !
ability of certain people to repay the loan is certain.
Their ‘credit’_stands very lgh" On the other hand
(the credit of some- borrowers is ‘low’. CThe borrower
whose credlt 1s low has to pay a hxgher rate of interest
than-the one whose_credit is relatively hxgh) For the
'same reason, loans which -are ‘unsecured’ carry .
‘a2 higher rate of interest than loans which are
securedj.)) .

{ 'There is another_ kind of risk present when loans
are made. € The value of money might greatly degreaate
when the loan is repaid} {In so far as changes.in the
value of money are foreseen by the lender, he demands-
a hxgher rate of interest as a compensatlon for the
fall in the future value of money.

_*Differences in the rates of interest are also to be
accounted for by the use to which the loan is going
to_be put.y If a spendthrift borfows money for
extravagant consumption he will be charged a higher
rate, because there_is the risk of his falhng to repay
the loan.

! The rate of interest also depends upon such
factors as pohtlcal and social security. ‘Political turmoil
and msecur1ty raise the rate of mterest to a very high
Tevel.® . )

- All.these factors of risk raise the rate of interest.
These elements of risk are present not only when
individuals borrow, but also when governments and
municipalities borrow}) The credit of some governments
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stands higher than that of others. For instance, on
15th September 1937, the following were the three
quotations of market prices of securities on the
London Stock Exchange?

Securities ° Price P}cx;;:;gxge
‘ ' ) : £ s d.
British consols 23% e W 73 380
Southern Railway 4% debenture e 104 317 0O
Polish Government 7% . .. . 64 1018 9

" This indicates that the ‘credit’ of the British Gov-
ernment was h’gher than that of the Southern Railway,
and. very much hxgher than that of .the Polish
.Government. '

( Thus one of the 1mportant reasons for dlﬁ‘erences
Tn the rates of interest is the presence of an insurance-
. premium against risks of various kmd;’)

J((b)f Another very important factor responsible
for differenies in the rates of interest is the length
of the period for which the loan is ma@; On the
one k¥Ad are loans which are repayable on demand.
These are the ‘current’ deposits held by individuals in
banks. These carry no interest at all”’ It is even
possible that the depositor himself may have to pay
something periodically to the bank towards ‘incidental
charges’. (At the other end there are loans which
are not repayable at all. Between these two extremes,
loans are made for all kinds of periods, from a day or
a week up to a fifty or hundred years. /

‘Toans .are classxﬁed according to the length of

2 Benham, Economics, p. 255.



INTEREST RATES: SHORT-TERM AND LONG-TERM 185

the period for which they are made(gLoa.ﬁs made for
\gﬁny period less than one year are called short-term
loans. Bills of exchange and Treasql__Bxlls are
familiar éxamples of short-term loans) The rate of
\}mteres,t charged for short-term loans i the short-term
rate. {Loans made for a period from one to, say, five
or even ten years are called ‘intermediate’ or ‘medium-

N term’ loans. Loans made for longer periods are e called

‘long-term’ loans. nsols and debentures are examples
of long-term loan§)-) It is sufficient if we keep the
distinction between long-term and short-term loans.
f’l‘hough the distinction betiveen long-term and short-
j term loans is arbitrary, a distinction does ‘exist
betweeri them. In a country like Gregt Britain the
distinction between the two kinds of, loan is . very
important. In that country are to be found two

. separate money. markets, the. money market ‘proper’
dealing iri short-term credit ‘and the ‘capital—marketfl
specialising in long-term credit. There is-a further
~complication within the group of long—term loans.

! Long—term_loans may_be permanent loans. They are
not repayable. ' Consolsare an example of this kind
of loan. Some I6anis—#re payable at a definite date’
lafter a term of years. Y In the case of a few loans the
borrower has the option of repaying the loan after
a definite period or not as he wishes.

(,Generally the rate of interest on long-term loans’

'is higher than the rate of-interést on short-term loangjj
This is so-for various reasons. When a person lends
money for a long penod he is liable to risks such as
those mentioned in K( a)> There are the risks -of
default, of a fall in the market value of the asset,
especxally if he wants to sell it before it matures.} The
capital value of his asset may also fall due td a rise )
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L ] o
in the rate of interest. {Jn other words, a long-term
loan . possesses a low degree of liquidity))3 Hence
lenders of long-term loans demand and” deserve
a higher rate of interest.§ Short-term loans, on the .
other. hand, possess a high degree of- lxquxdxty') It
must be noted that the higher liquidity-premium of the
short-term loan is only relative. CUnder normal
circumstances both loans are liquid, and in a period of }
crisis both are illiquid) (The difference between the
‘two loans is that the lender on short-term runs only
a slight risk of losing any of his money) We may
regard the short-term rate of interest as a payment to
lenders to compensate them for the sacrifice of
liquidity. D, '
It is possible for a long-term rate of interest to
/be lower=than short-term rates of interest if the
investors are confident of the stability of future -
conditions. They may nat like to undergo trouble and
expense in investing and reinvesting in short-term
loan® In that case long-term investment would
appear attractive and the long-term rate of interest
may be lower than short-term ones) But this situaticn
is far from reality in the present world which is full
of uncertainty.
 Short-term rates of interest ﬂuctuate much more

‘w;dely over a period of time than the long-term rates

o. One reason for this is the fact that changes in
he.rates of interest normally take their origin in the
market for short-term loans!) Moreover, chapges in
the liquidity-preference of the public as well as the
‘banks fluctuate for various reasons. ‘\Thus@.during a
depression and in the early stages of recovery the
short-term rate’is low because the demand for bank
loans and overdrafts is lox_v_,)whether for transaction or



INTEREST RATES: SHORT-TERM AND LONG-TERM 187

for speculative purposes iqvhereas in the upper stages
of "the boom, there is a tendency for the short-term
rate to rise owing to the enormous increase in the
demand for funds. That is,(fluctuations in the short-
* term rates of interest are the ‘direct consequence of
fluctuations m the demand for money relative to the
supply of it. )The demand for short-term loans comes
+ mainly from mdustnalxsts commercial men and
i gov ernmen@"i )
It is very important to note that the short—term
*rates of interest are completely determined buhe
. Central Bank in co—operatloi_wllh-iti.mgmbc;,_banl\s”\
In countries where central banking has developed fully,
all the short-term rates of interest follow the Bank ank Rate,
the rate at which the Central Bank dxscounts good
\commermal bills. The Central Bank can easily dictate
‘the short-term rate. It can keep the rate low in the
face of a large increase in the demand for loans by
!a corresponding increase in the supply of money. The
Central Bank, subject to certain legal and conventional
restrxctxons, can increase the supply of money m
Tesponse to any increase in demand)

(,The demand for long-term loans comes from
‘'various sources. The Iargest demand comes from
{mdustnal ﬁrm§ } Though firms raise large amounts of
capital by the issue of shares, they also raise money
by the issue of long-dated ﬁxed~mterest securities,
which are called! debentures or bonds. Different kinds
of secunty are issued to satisfy different preferences:
of investors. Many. investors do not like to invest-
their money in shares. But they readily buy bonds.
They prefer a fixed money-income to a fluctuating one.
Many investors act the other way. They prefer shares
to bonds.( Another Source of demand for long-term
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loans .are governments and municipalities. To-day
these two borrow on a very large scale)} Government
borrowing for armament and public works is reaching
tremendous figures. ¢The demand for long-term loans
E‘Iso comes from consumers for acquiring durable con-

umption goodPsuch as houses, motor cars and radios.

his demand for loans is becoming very | great.)

V4 ( The supply of Iong-term loaris comes' from various
sources. The first source is the saving of mdxvxduals
"The second and a larger source is the credit issued by
‘banks. . In addition to these supplies, a large amount
of savmg is done by joint-stock companies themselves
by not dxstnbutmg a portion of the' dividends.
Insurance compames are a source of further supply of,
loans. /

‘(thle the control of the Central Bank over the
short-term rate of interest is absolute, it is not so in
‘the case of the long-term rate. The long-term rate
.depends upon various factors such as the expected
.yield of investments, changes in demand for loans due
"to-changes in population, inventions and tastes, state of.
confidence and expectations regardmg the future}. The
policy of the Central Bank is one of the important
factors in the situation. But ‘the control of the long-
term rate by the Central Bank is_not “absolute for the
followmg reasons :—

(1) There are certain legal and conventional
‘rules which limit the monetary authority’s willingness
to deal in Iong-term debts. (The banks have to keep
their assets.in liquid form. (Their power to expand the
issue of notes and credit is subject to legal restrictionsy’

(2) 'The public may have no_confidence in the
permanence of the rate established by the monetary
-authorityy The public might’ feel that a particular rate
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of mterest fixed by the monetary authonty is only
experimental. C,Moreover the public may feel that it is
unsafe for the rate of interest to fall below .a certain
level, which, it thinks, is ‘safel) That is whyIMr Keynes
calls the rate of interest a hlghly conventional pheno—
menon( (If, for these reasons, the pubhc has no
confidence, then its 11qu1d1ty-preference increases, and
any increase in the amount of money will be absorbed
by the public to satisfy llquldlty-preference.a '

v(3) The monetary authority cannot bring the
rate of interest below a certain figure, say 115 or 2
per cent. because_of the presence of banklng costs
and risk-premium. - : -

. If the Central Bank is to control the long-term,
rate of interest effectively, it must be freed from
" certain legal restrictions. The Bank itself should pursue
a bold policy of dealing in long-term debts of wvarious
‘maturities instead of confining 1tself to short-term
debts. /

" There are two principal classes of long—term_________l_qz_lgs
One class comprises of the loans which the government
‘borrows. The other comprises of the loans borrowed
by others such as municipalities and mdu@:m
Investment in long-term government debts, such as the
Consols, is the safest form of long-term 1nvestmerltj,
There is absolutely no risk of a default of payment.
“That is why the rate of interest on such government
’securmes is considered to be the long-term rate of
‘interest. The terms on which others can borrow on.
lIong-term is governed by this rate of 1ntere§g Usually
the rates at which the mumc1pa11t1es can borrow are
fixed higher than.that at whi whlch the goyernment can
borrow. The rates at which industrial borrowers can
obtain loans are still higher by an amount sufficient to




1190 THE THEORY OF INTEREST

compensate the lender for the extra risk he runs of
losing his capital or his interest or both. Usually this
“rate is higher than the rate on gilt-edged securities by
one to two per cent. ~

, »_’\Thus the rate of interest on gilt-edged securities
occupies a most important position in the long-term
interest - structure.y’ So we should study the factors
' which determine this rate of interest.A{This: rate' is
_influenced by any or all of the following factors:—

(1) The short-term rate of interest at which the
money-market can borrow from the commercial banks:

~ (i) Purchase and sale of government securities
by the banks;

- (1i1) The state of publxc conﬁdence in the solvency

'of the-government;

(iv) The expected yleIMLmoﬁts from industrial
enterprise. If the expected Ayleld of profits is high,
then investment _in government securities hecomes
relatively unattractive. Their prices fall and the rate
of interest goes up; and

(v) The state of hquldlty-preference of the
publj cj‘)‘ \ :

, Normally there is a’ tenden_y__fgr,long—term rates
of interest, as measured by the ‘yield of consols or
bonds, and short-term rates to move together. One of
the reasons for this is lending at short-term and lending
lat long-term are alternative forms of investment. There
is a close connection between the relative levels and the
_relative movements of short and long rates owing to
the presence of an efficient. market in securities and
blllg) The presence of the Stock Exchange facilitates
the movement of funds into the long-term capital
market, because at any time the investors may sell their
long-dated securities on the Stock Exchange and realise
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cash. Hence there is mobility of funds between they
long and short markets; and corresponding sympathetic
movements of the two rates.” f'ﬁ: the short-term rate of
interest rises sharply, mvestors may sell their long- -
term securities and invest in short-term ones. This
lowers the prices of long-term securities and thus raises
the long-term rate of interest also. A rise in the
“short-term rate of interest also deters firms and other”
persons from resorting to bank advances for short-.
term, and they either sell securities or borrow long-
term. ‘This leads to a rise in the long-term ratej Thus,
to the borrowers too, long-term and’ short—term loans
are. alternative modes of borrowing funds. :

( The fact that normally the long-term and. short-
term rates mov é\together gives rise to an interesting |
problem. Which is“the rate that affects the other?J
Does the short-term rate of interest affect the long-
term rate or wice versa? ! Or do certain common ¢ causes
affect -both the rates of interest? Actually "all the
three tendencies are present in varying: degrees.,

( We have just now studied hg_\ubggges_jm_t_hé
short-term rate produce_corresponding changes in thei
long-term r rate of interestf Similarly a change in the long-
term rate affects the short-term rate. If the long-termr
rateﬁsow, relatively to the short-term rate, industrialists
and traders borrow on long-term instead of paying high
rates for short-term advances, and they may deposit
the idle cash in the banks and fnake a profit. Now the
banks stand to lose because thelr incomes f fall owing to-
the low demand for bank advances, and to to the fact that
their payments for -_interest on dep051ts are increasing.
Hence the banks will reduce the rate both on deposits:
and advances, unless the Central Bank is determined
to enforce a high rate.~ Similarly, when the long-term«
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rate is unduly higher than the short-term one, lzmg-o

‘term borrowers begin to borrow short-term on a large
scale. This will raise the short-term rate, unless-again
the Central Bank wants to enforce a low rateb The
substitution of short-term borrowing for long-term one
(when the long-term rate is unduly high) is more wide-
'spread than the substitution of long-term borrowing
for short-term one (when the long-term rate is low
,rela?vely to short-term rate). .

There are many common causes affecting the lorg-
term and short-term rates. War or the-fear of war
would, very often, raise both the rates of interest. In
a period of rising trade activity, there is a large demand

" for working as well as fixed capital. This leads to a
rise in both the rites. Again, in a period of depression,
the demand for working capital falls and with it the
short-term rate also falls. The long-term rate too falls))
in spite of the increased demand from ‘distress’ borrow-
ers like governments with unbalanced budgets, collap~
sing business firms and long-term debtors. All the idle
funds which were invested in shortterm canital
are now liquidated and transferred ta the long-term
market. Moreover the demand for long-term loans for
investment falls very low. Hence the supply of long-
term funds will be greater than the demand for them
and, so the long-term rate also falls.

i ( Because of the tendency for the short-term and the
long-term rates' to vary together, many economists
suggest that the long-term rate of interest could be
controlled by the banking system by influencing the
short-term rate. Mr. Keynes is one such economist..
XM:'. Keynes does not agree with Mr. Hawtrey that

changes in the short-term rate of interest affect appre-
ciably investment in liquid goods. {According to Mr.
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Keynes, changes in the short-term rate of interest affect
capital outlay by influencing the long-term rate’
Obviously Mr. Keynes_underestimates the influence o

the short-term rate on investment in liquid goods.and
overemphasises the influence of the Bank Rate on the
rate of investinent in capital goods. Still there is some
truth in his contention that the short-term rate rinﬁuen-i
!ces the long-term rate correspondingly.) We have already
seen how the short-term rate affects the long-term one.

'But the d1ﬂiculty lies in finding out the degree to which
‘changes in the short-term rafe e affect the long-term rate
correspondingly. Economists like Mr. Meade are. oj
the opinion that -changes in the short-term rate have'
very little effect on the long-term rate, which, they
argue, depends much more upon the bullishness or the
bearishness of the market (i.e., upon its expectations
regarding the future price of long—term secuntles) than
upon the short-term rate. ‘This is, in the main, true.)
Yet, for-reasons stated already, the short-term rate does
Paﬁ'ect the long-term rate. ("It is possible for the banking"
system to influence the long-term rate through the
short-term rate)} Now, one of the factors governing the
long-term rate of interest is the ant1c1pated short-term
rates for future years. If the public is confident that-
a particular short-term rate will prevail for a certain
period of time, the long-term rate would correspond-
ingly vary. Therefore the monetary authority should
make an announcement concerning its future policy in
respect of short-term rates. This will create plenty of
confidence in the minds of the investors. If, for
instance, the rise in the short-term rate is believed to
be temporary, the long-term rate would not at all be
affected. But if the rise in the short-term rate is
believed to be permanent, the long-term rate would

13
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(rise correspondingly, though not to the same extent as
the former. However, Mr. Keynes would be the last
-person to believe that the only way of controlling the
long-term rate is by the manipulation of the short-term
rate. ((The Central Bank should pursue boldly the
open-market operations; that "is, the Central Bank
should act as a buyer or seller in the bond market. Its
control of the long-term rate will be considerably
effective, if it is supported by the government. Let us
*suppose that the Central Bank wants to raise the long-
term rate. Then it should begin selling bonds. If it
so happens that the sale of the entire stock of the bonds
with the Bank is insufficient to lower the prices of
bonds, then the Bank itself should issue bands,
guaranteed by the government.
o' XThe long-term rate of interest has a peculiar
fcharacteristic in that it remains constant over long
penods of txme‘} It is found that for many centuries
in Babylonia the rate of interest stood at 20 per cent.
In Ptolemaic Egypt -the regular rate was 2 per cent.
per month. In Greece, in the days of Solon the rate
was‘ 16 per cent. In the Middle Ages the Jews were
charging nearly 40 per cent. But with the development
of banking the rates of interest have fallen enormously.
Thus in England between 1825 and 1880 the rate stood
at between 3 and 314 per cent. Since the beginning
of the twentieth century the rate has stood between 4
and 415 per cent. Recently, Mr. Kalecki has shown
that the long-term rate of interest has ‘remained
prac'fxcally constant between the years 1853 and 1932.°
So far we have differentiated between rates of
interest concerning the length of the period for which

3 Essays in the Theory of Economic Fluctuations, p. 114,
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loans are made. Now we must make a further
differentiation between deposit and loan rates of interest.
The banks charge a higi)gr_rate on the loans they make
than the rate they pay on the money deposited with
them. The reason for this difference in.the rates is
that the banks have to raise money to meet banking
expenses and to obtain profits -for the owners of the
banks. The margin between the two rates varies with
the degree of monopoly that the banks enjoy. The
- margin cannot be unduly high, because it would lead

to loan transactions directly between the_lender and the
borrower without the mediation of the banks. The
deposit rate is not of much significance to the
entrepreneurs who work with borrowed capital. But
those investors who have a choice between investing
their money in industrial enterprise and depositing it
with the banks pay attention to the deposit-rate. A
fall in the deposit rate may induce such persons to
invest money in industrial shares. A fall in the deposit
rate rarely discourages savings. The fall in the rate
alters only the form in which savings are made rather
than the aggregate amount of savings.

The loan rate, on the other hand, is of very great
importance to the entrepreneurs, since most of them
work with borrowed money. Moreover, the demand
for loans is more elastic than the supply of loans from
savings. Hence the loan rate of interest exerts
greater influence on the investment schemes of entre-
preneurs and the price level than does the deposit-rate.

HThus in a highly developed monetary economy there

are sev ergl__S_xgg_l_ﬁ_c_anL.tL__p_f__.mterest\ We may

enumerate them:
< (@) The Bank Rate ——That is, the rate at which
the Central Bank discounts approved commercial bills,

- ~
~.
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(b)) The Call Rate.—That is, the rate at which
dealers in bills and other money titles can borrow from
the commercial banks at call or short notice. Usually
this is 1 per cent. below the bank rate.

J(¢) The Deposit Rate—That is, the rate at whxch
the banks pay interest on deposits, which could be
withdrawn-at a week’s notice. This rate is 134 per
cent. to 2 per cent. below the bank rate. -

J(d) The Market Discount Rate—~That is, the
rate at which commercial borrowers can obtain money
for short periods from the money market. This is
usually 1 per cent. below the bank rate. )

«{e) The Rate at which Depositors can Borrow
from the Banks—This is 1 to 2 per cent. above the
bank rate. ,

“(H) The Rate on Treasury Bills.—That is, the
rate at which “the government borrows for short
perlods This is about ¥4 per cent.

~ “Z(9) The Rate at which the Government Borrows
for Long Penods—-—Very often these loans are not
repayable. This is the Consols rate. It varies from
5 to 3 per cent. This is often considered as the long-
'term rate of mterest .

.~ (k) The Rate at which the Other Borrowers like
Municipalities and Joint-stock Companies can Borrow
for. Long Periods~This is the debenture rate. This
varies from 3 to 7 per cent., depending upon the
credit of the borrowers and the _purpose to which
they put the loan..

The survey of the general theory of interest we

have made serves to emphasise the complex_character
‘of the (interest ‘phenomenon. It Gs influenced by

technical, psycﬁologxcal political and institutional

“‘factors. At any moment of time there is no one rate
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of interest. \We find a great variety of.interest rates.)
(In a country which is highly industrialised and in
/which there has been a remarkable development of
banking, relatively low rates of interest prevall) CThe
" banks act as a reservoir of funds. They lower the -
risk-premium payable on loans. More than all, the ‘
banks are not only the purveyors of money; but are
" also the creators of money. It is no doubt true that
banking facilities increase the demand for money, since
borrowing is cheaper and less hazardous. But the
banking system as a whole can meet any demand for
loans.” The banking system, by controlling the quantity
of money supplied, can control the rates of interest.
This control by the banks is greater the greater the
extent to which central banking has developed in
a country'j Thus in Great Britain, where central bank-
ing has developed to a very great extent, the control of
the rates of interest by the banks is much greater and
more effective than in a country like the U.S.A., where
central banking is not highly developed. Again, in
the U.S.A., the central banking structure is very rigid.
because it is dominated by legislation. Whereas in
Great Britain legal enactments do not hamper the
freedom of the Central Bank. The whole banking
system is very flexible. Hence control of the interest-
rates is easier in Great Britain than in the U.S.A. ~
(In a country like India which is geographically
vast, and which is mainly an agricultural country, and
where the banking system is inadequately developed,
not only are the rates of interest unduly high, but there
is a lot of confusion and chaos of rates of interest.
In the absence of adequate banking facilities the local *
money-lenders charge ruinous rates of mteresﬂ The
money-market in India is divided into several segmentse
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*

which are only loosely connected. Hence there is no
relation between the 'several rates of interest. The
bank rate-has no significance as the regulator: of the
other rates of interest.

* Even in the most advanced countnes with a hxghly
developed ‘loan market there is no one general money
market and no one rate of interest. It is a paradox
‘that there should be so many prices for.a commodity
like money which is most liquid in form. Loans seem
to be less amenable to standardization than many
concrete commodities such as wheat or cotton.



CHAPTER XIII
RATE OF INTEREST AND THE PRICE-LEVEL

IN modern economic theory no subject has been more
controversial than the relation between the rate of
interest and the price-level. This subject is not only
of great importance to.economic analysis but also of
‘paramount significance to economic policy. The theore-
tical importance of the subject lies in that it is an
1mporta}}£,§£§B.l_ILbndg‘mg the gulf between valué theory%*
and monetary theory. In spxte of the fact that there
is wide disagreement of opinion among economists
regarding the ultimate ends of economic poixcy and the
means for carrymg them out,{the majority of economists
are of the opinion that by controlling the complex of
rates of interest, it is possible to influence the course
of prices, output and employment in the best interests. -
of the commumty That is why the rate of interest is
regarded by many as the regulator of the economic
system. } In the following pages we shall trace briefly
the history of the doctrine of interest and prices, and
. e SN —— -—

then examine the several ‘conceptual’ rates of ‘interest
suggested by economists “either as the ‘ideal’ rates to
which the banking system should endeavour to align its
actual rates of interest, or as criteria- which it should
use in the control of monetary and industrial con-
ditions.” - :
Changes in the general level of prices have excited
great interest among economists and business men. A

1 B. P. Adarkar, Theory of Monetary Policy, p. 8.
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Such changes aﬁect the entire economic system They
upset busmess expectations and cause injury to several
sections of the community. They affect the debtor-
creditor relation to the advantage of the one and to
the disadvantage of the other. {Thus a rise in the
general level of prices is to the: disadvantage of all
those whose incomes are fixed in terms of money,
such as salaried people, wage-earners and capitalists
who lend money at fixed rates of interest.} But indus-
‘trialists and merchants gain from the rise in prices.
A fall in the general level of prices has the opposite
effects. (Changes in the general level of prices would
ot have these repercussions if they were foreseen with
certainty by the community. ) In that case, people would
so adjust their contracts at present as to nullify almost
complete]y future changes.in the prices of commodities.
A better adaptation of means to ends would be possible.
But the real world is dynamic, and full of uncertainty
» regarding the future. ( It is rather difficult to measure
precisely the net benefit or injury to the community as
a whole from changes in the general level of pr1ces\
Some economists hold the view that a rise in prices is’
on the whole beneficial to the community, since higher
/prxces stimulate industrial activity, though in many

cases the stimulus may be short-lived. On the other
hand, .many economxsts plead for a stable level of
prices. :
Changes in the general level of prxces however
important they may be from the point of view of social
justice, would not be primarily relevant to economic
theory if all prices, in the broadest sense of the term,
were affected equally’ and simultaneously. In fact,
some prices change much more than others do. That
is to say, there will be a significant change in relative
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.prices also. CChanges in relative prices e;xert great
-influence on industrial activity? Productiont’ of . all

goods is increased or decreased. Production-” of
particular goods is affected much more than the
production of other goods. And there will always be
isome time-lag between chancres in the prices of, one set.
"of commodities and’ changes in the other. It must not
be thought that changes in relative prices are purely
incidental to changes in the general price-level. Changes,

'in relative prices are probably more important than

changes in the general price-level, and both are very
often the result of the'same cause.

In the present chapter we are mainly concerned
with the relation between the rate of interest and the
price-level, general as well as relative. ‘We must find

.out whether there is any functional relatlonshlp between

changes in the rate of interest and changes in prices,
and if a relation exists we must determine the nature of
the relationship. In this connection we must employ
two points of view. Aln the first place, we must ‘study
how far changes in the rate of interest exert an active
influence on the price-level. In the second -place, we
must also study how the rate of interest itself is
influenced by changes in the price-level. In’ the
termmo!ogy of Prof. Adarkar we may call the former
the ac_;_e and the latter the pajgxe aspect of. the
interest-prices relatlonshlp\ This distinction between
the ‘active’ and the ‘passive’ aspects of the interest-
prices relations helps us to av01d much confusion and
misunderstanding. -

There is no doubt that there must be some relation
between the rate of interest and the level of prices.

For, both'the rate of interest and prices are primarily
"monetary phenomena. The level of prices and the leve]
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of interest are both determined by the quantity of
» money. HenceCthe quantity of money plays a very
'fxmportant part in the interest-prices problem.
| As we have already noticed, the mercantilists, were
the first to conceive of the relation between the rate
{of interest and the quantity of.money. They held the
view that the rate of interest was determined by the
quantity of money.} John_ Iiocke explained that the
quantity. of money affected both the rate,of interest
and the level of prices. {But he was of the opinion that
changes in the rate of interest had no direct effect on
the price-level.) |
- From the time of David Hume onwards, the theory
,that the rate of interest is determined by the quantity
of money was definitely rejected. Attention was con-
centrated on the effect of changes in the quantity of
money on the general level of prices.or the value of
money. The Quantity Theory of Money was expound-
fed to explain the relation- "between the quantity of money
‘and the general price-level. Thus some economists
concentrated their attention on the value of money or
the effect of changes in the quantity of money on the
general price-level, and some concentrated their at-
tention on the price of money or the effects of changes
in the quantity of money on the rate of interest. But
they could not comprehend that there was some relation
between the value of money and the price. of money.
‘Fconomists from very early days were aware that
a rise in the general price-level due to an increase in
the quantity of money ‘stimulated industrial activity.
David Hume was aware of this, but he knew that the
increase in the quantity of money was beneficial to
industry and trade owing to the time-lag in the appear-
ance of its effects. Changes in the prices of different
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goods. are affected in turn, and the fillip to industry
would cease when the rise in price bccame general to
all commodities.

The first economist to state clearly the relatlon
between the rate of interest and the quantity of money
was Henry Thornton. He put forth the view that there
was no limit to the quantity of money that would bé
demanded from the banks so long as the rate of interest
at which the banks lent money was lower than the
amount of profit that could be ;obtained by the employ-
ment of the borrowed money in industry or trade.

Ricardo too held the same view. He was of the
opinion that the banks could regulate at will the general
level of prices. If the banks lent money at a rate lower
than the ‘natural’ rate or the rate of profit, the demand
for money would increase, and the banks could meet
this increased demand. But atcording to Ricardo,
the increase in the quantity .of money - would not
increase production, but would ‘only raise prices. -This
was the direct consequence- of his assumption of full
employment, in which case every increase in the
quantity of money would only raise pnces 1nstead
of increasing output.

But economists like Locke, Fullgrton and J.: S
Mill held a different view. They maintained, on the
assumption that the banks issue notes primarily by way!
of lending on security, that the banks had no power
of influencing prices. The quantity of money required
was entirely dependent on the requirements of
busiress. Obv 1ously this view is erroneous. The
banks, by varying the terms on which they advance
money, can directly affect the total amount of money
in circulation.

So far we have studled the line of thought which .
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pays attention to the relation between the rate of interest
and the quantity of money in circulation, and the
,general level of prices as influenced by the quantity of
‘money. Now we shall pursue another and a more
important line of thought which pays attention to the
effect of an increase in the quantity of money upon the
production_of commodities, especially that of capital
goods, either dxrectly qr through the rate of interest.

Robert Malthus was the first economist to discuss
this problem. He explained that if the increase in the
quantity of money went into the hands of entrepreneurs
‘they would devote the,money to investment in - capital
‘goods, that the increased demand for _goods would lead
to a rise in the prices of commodities until the produce
of the country has been increased. Industrialists and
businessmen “would make greater profits, and hence
la certain section ‘of the community would suffer
'injustice. | s
' "The first economist to co-ordinate the two lines
of thought we have discussed now was Knut Wicksell.
_He was the first economist to deal at great length with
“the problem of interest and prices. We have already
considered his contribution to the theory of capital
and interest, and we have indicated briefly how he
attempted (and succeeded to a large extent) the co-
ordination of. the theories of value and money. Now
we shall study at length his theory of the relatxon’
between interest and prices.

{?\ccordmg to Wicksell the most important cause
_for movements in the level of prices and production is
the divergence between the ‘natural’ or ‘normal’ rate
_and the money or market rate of interest. Wicksell’s
‘normal’ rate has three attributes. (i) It corresponds
-to the ‘natural’ or the ‘real’ rate of interest in
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a non-monetary stationary economy. It is the marginél
productivity of real capital determined by roundabout

_process of production. (ii) It establishes equilibrium

;

between the demand for and supply of real savings.

_(iii) It is neutral in relation to the .price-level, and

stabilises the general price-levely It is a matter of
great doubt whether each of these characteristics of
‘normal’ rate is sufficiently clear and whether - these

~ three conditions of equilibrium are identical, or mutual~

ly consistent with the same interest rate.

In the first place, the concept of a non-monetary
or barter economy is vague and bristles with difficulties.
It is doubtful whether a barter economy is also a stable
economy. In a barter economy too there would be
several goods doing the function of money for different
individuals. Even in such an economy there is no
guarantee that demand for and supply of . saving
would meet directly. It is extremely doubtful whether
a barter economy can be a good model for a monetary

‘economy. \Monetary economy and barter economy are:

fundamentally different. The existence of money and
that of static equilibrium are incompatible, These
difficulties regarding the barter economy led Wicksell
to abandon gradually. the idea of the ‘natural’ rate
which would prevail if loan transactions were Iriade in
kind, and to conceive of the ‘natural’ rate as the rate
of profits on capital, measured and received in terms of

‘money. NDefined thus, the ‘natural’ rate becomes the

same as Prof. Irving Fisher’s ‘rate of return over cost’
and Mr. Keynes’s ‘marginal efficiency of capital’:P
Wicksell's formulation of the ‘natural’ rate is
defective in another important respect. As Davidson
and Prof. Hayek have pointed out, the two functions
attributed to the ‘natural” rate, namely, that it equalises
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'savings and investment, and that it stabilises the general
price-level are mutually inconsistent. It is true that
so long as the ‘natural’- rate and the money-rate of
interest are equal, the rate of interest remains neutral
towards prices, in that it does not influence the price-
level either in an upward or in a downward direction.
‘The development of prices proceeds in accordance with
the dispositions and expectations of the public. But
a neutral rate of interest does not imply an unchanged
price-level, except in a community which has attained
perfect stationary equilibrium, and in which there is
no net increase in capital and output. In a progressive
economy, the banks could either maintain equality
‘between the demand for real capital and the supply, of
savings or keep the price-level stable, but they cannot
do both. For, in a progressive economy, where the:
volume of production and transactions rises, the flow
‘of money must be increased in order to keep the price-
level stable. And if there is to be a net inflow of
‘'money into circulation, the money-rate of interest.
[should be lowered. If the monetary authority does not
inject an additional ‘quantity of money, the price-level
must fall. Hence the rate of interest which stabilises
the price-level is lower than the rate at which the
demand for real capital is equal to the supply of
savings. We shall »therefore abandon this third
attribute of the ‘natural’ rate of interest. Henceforth
we shall tredt “Wicksell’s ‘natural’ rate as equivalent
to the ‘marginal efficiency of capital’.

" Hitherto we have considered the features of the
‘natural’ rate of interest. CBut in a monetary economy,
there is another significant rate of interest, namely,
'the rate of interest on a money loan” In a monetary
'economyvthe ‘natur.al’ rate and the money-rate do not
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coincide. \There is always a divergence between the
two, because the demand for and the supply of savings
do not meet in their natural form, but meet in the”
form of money. / But the quantity of money in exist-
ence is directly controlled by the banking system. That
is, the banking system can keep the rate of interest at
any arbitrary level. The divergence between the
‘natural’ r rate og__m_jerest and the loan rate of interest
comes about in two ways. FEither the ‘natural’ rate
itself varies relative to the loan-rate or the loan-rate
varies relative to the ‘natural’ rate. A~ dxvergence
between the ‘natural’ and loan-rates of interest would
result in a cumulative process of expansion or contrac-
tion of prices and production L7 ) .

In order to understand most clearly the relation
between the rate of interest and the prlce-level it is
advisable, as Wicksell did, to start with simplifying_
assumptions. Let us suppose that the monetary system
of the saciety has the followin _g‘__haractenstlcs.

1. The monetary system operates in a closed
economy. Wicksell assumed that the leading banks-of
the world act together. But it is sufficient if we confine
our analysis to a single closed economy. By doing SO,
we can safely neglect the complications arising from
international transactions in goods and money.

2. A free currency exists 9rr such an economy.
Banking is cut loose entirely from any reserves. The
monetary authority is under no obligation' to keep the
currency on a parity with gold or any other commodity.

)The monetary authority enjoys complete autonomy as

regards the credit policy it pursues.
3. The creation of credit as well as the issue of
legal tender is centralised under, say, the Central Bank.
4. The credit system is so highly developed in that *
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economy that therc are no cash holdings-at all, and all
transactions are done by means of instruments of
credit. -

5. To start with, a stationary ethbrmm prevaxls
in that society. T

In such an economy the primary causes affectmn'
the price-level are the policy of the monetary authority,
the demand for consumption goods, the supply of pro-
ductive services, and the result of the co-operation of
productive services. These causes are partly objective,.
-such as changes in population, wants, productivity, and.
partly subjective such as expectatlons and preferences.

The most important instrument in the hands of the
monetary authority for influencing the price-level is the
control of the rates of interest on deposits and loans.
For a while we may neglect the dxfferentxatlon of
interest rates.

With these prehmxnary notions we may study’ the
effects of a lowering or a raising of the rate of interest.’
Since we have started with a position of static equili-
brium, the ‘natural’ rate of interest and the market or
loan rate of interest are equal. Hence, when we speak
of a lowering of the rate of interest, we'mean the lower-
ing of the loan rate in relation to the.natural rate.
Similarly for a raxsmg of the rate of interest. Im
“studying the relation between interest and prices we
shall follow in thé main Wicksell’s theory. Of course,
we shall introduce modifications to his'thcory .wherever
necessary. g :

Under these cxrcumstances the thesxs which Wick-
sell develops, is as follows: ¢If, other ‘things remaining
the same, the leadmg banks of the world® were to lower

2 As indicated above, we shall for the present conﬁne our analys:s
" to a single society. Hence we shqll‘ speak of the policy of the leading
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the rate of interest, say 1 per cent. below its ordinary
level, and keep it so for some years, then ‘the prices of -
all commodities would rise and rise and rise without any
limit whatsoever; on the contrary, if the leading banks*
were to raise their rate of interest, say 1 per cent. above:
its normal Jevel, and keep it so for some years, then all
prices w ould fall and fall and fall without any limit :
except zero.’ ’
Let us(s Ctart with a position of full employment and’
a rigid investment period. That is, resources in the
consumers’ goods and. capital goods industries are. so -
highly specialised as to constitute non-competing groups.
In this case a lowering or a raising of the market rate:
of interest relative to the ‘natural’ rate does not give
rise to a cumulative process of expansion or contraction.
If entrepreneurs want to expand production of capital
goods owing to the lowering of the rate of interest. and
‘the rise in capital values, it will only raise the price of
the factors of production, so that the advantage of low
interest costs would be neutralized. = Similarly, in the
consumption goods industries the advantage of -low
interest costs would be neutrahzed by a rise in the price
of capital goods:} Hence in such an ¢conomy the absolute
height of the loan rate of interest exerts no mgmﬁcant\
influence on the general prxce—level. h .
Let us now drop the assamption of technical rigi-
dity in_the organisation of productlon “‘Wwhile retaining
the assumptlon of full lemployment. Let us now study
/ the effects of ‘a lowering the market ‘rate of interest
“below the normal’ rate. ‘*\)

~ banks within a country rather than that of the ladmg banks of the
world.

* 3 Wicksell, “Tbe Inﬂuenoe of the Rate of Interest on Prices”,
,Ecanomic Journal,” June 1907, p. 213.

14
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KWhen the. market rate is lowered the demand for
loans increases in a thousand ways and the banks corres-
pondingly grant more credit. An increase in the quantity.
of money increases the demand for goods in general
relative to their supply. Hence prices risc\ Thus, accord-
ing to Wicksell, changes in relative ag™well as general
level of prices can be explained in terms of demand
for and supply of goods.  “Every rise or fall in
the price of a particular commodity presupposes
a disturbance of the equilibrium between the
“supply of and the demand for that commodity,
whether the disturbance has actually taken place
or is merely prospective. What is true in this respect
of each commodity separately must doubtless be true
of all commodities collectively. A general rise in prices
is therefore only conceivable on the supposition that
the general demand has for some reason become, or is
expected to become, greater than the supply.’”

AWhen the rate of interest falls, capital values rise.
Production of capital goods is stimulated, because the
-profitability of -capital is greater than the rate of-
mter.ch, Since we have started with a position of full
employment, factors of production can only be shifted
from consumption goods industries to capital goods
industries at higher rates of  remuneration. Thus the
increase in demand for labour, raw materials and land
raises their prices. And entrepreneurs can pay more to
the factors of production. With a lower rate of interest,
entrepreneurs can borrow more for the same total
interest cost. This is most common in the case of long-
term mvestments ; For instance, if a railway company
could borrow money through the issue.of debentures

¢ 4 Wicksell, Lectures on Political Economy, vol. 11, p. 159. .
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*

at 3. per cent. instead of at 4 per cent., it could afford
to borrow, and pay 33"/ per cent. of more money to
the factors of -production. Hence the production of
capxtal goods is stimulated and their prices rise. «

(On the other hand, the output of consumers’ goods
is diminished, since factors of production are partly
shifted to capital goods industries. But the demand
for consumers’ goods increases owing to the increase in
incomes of labourers, landowners and owners of raw
materials. Hence the prices of consumers’ goods. rise'.\
Thus every increase in the production of capital goods\
increases the incomes of people and their demand for
consumption goods, and leads to a fresh rise in the
price-level of consumptlon goods.

“Thus a fall in the rate of interest below the
‘normal’ rate leads to a cumulative rise of prices, and
'this process continues so long as the market rate is kept
)at the lower level) Though the costs of production of
the entrepreneur have increased, he gets higher prices
for his product. He is exactly in the same position as
before the rise in prices took place. Hence the money
demand for goods and services during any period is
always greater than their supply and a continuous rise
in their prices takes place. Now, if the rate of interes
1s restored to its normal level,®there would be n
.tendency for prices to go down, because a new level of
:relati\e prices will have already been ‘established, and
the rise in prices will have been uniformly spread over
all commodities. Relative prices will have attained a
new equilibrium position once again, and the higher
rate of interest cannot disturb that equilibrium.
Entrepreneurs would still be able to pay higher prices |
for factors of production since they expect the same
increased prices for their products to continue. ~ ©

!
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. If the inflationist cumulative process is to be
stopped, it is not sufficient if the rate of interest- is
restored to the original level. It has to be fixed at a
Eu her level than that. For, to restore the rate of
interest to the « orwmal level, when prices are expected
to rise has the same effect as a low rate of interest has
when prices are not expected to rise)

- We need not enter the controversy whether the

, Increased saving as a result of the greater production

‘of capital goods is ‘forced saving’. In the case of full
employment, there is ‘forced saving’ from the point of
view of the community as a whole, since the redistribu-
tion of factors of production from consumers’ goods
industries to producers’ goods industries entails a
restriction of consumption. But from the point, of view
of the individual there is no ‘forced saving’.

We shall now drop the assumption of full employ-
ment. et us suppose tgat there are unemployed
_resources, especially labour.

(lf unemployment is confined to consumptlon goods
industries only, and if factors of production cannot be
transferred from consumption goods industries to
capital goods industries, then, production will not in-

‘rease in either of the industries owing to a lowering
of the market rate of interest. But, if the factors of
productxon can be transferred, then the production of
capltal goods will be increased. The output of con-
sumption goods may not be much affected. But the
\demand for them increases. So there will be a rise in
‘sthe prices of both types of goods,/ though not to the
same extent as in the previous cases.
, ( If there is unemployment in cap1tal goods indus-

7 tries only production of capital goods increases., Thef
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!dem:md for consumers’ goods increases and the prlce
' of these goods goes up. - .

{ If there is unemployment in both types of mdustry
:md if factors of production cannot be transferred
from one industry to another, then a fall in the rate of
mt est will increase productlon in both types of indus-

The ‘rise in prices of these goods wﬂl be very
rrradual

( Now we come to the most realistic case, w here
junemployed resources are present in both types of in-
‘dustry and these resources can be transferred from one
‘industry to another. As a consequence of a fall in. the
rate of interest production of capital goods will first,
‘increase. This increases the incomes of those: em-
ployed in the production of these goods. They spend
a part of their increased incomes on consumption goods
and save the rest. The production of consumers’ goods
increases. There will be a steady rise in the prices of
both types of good‘s:l Even after the economy attains
full employment, the cumulative process of expansion
of prices takes place in the same manner descrlbed
earlier.

:‘We have now completed our study of the effects
of a_lowering of the market rate of interest below the
‘natural’ rate. We have seen that the lower rate of
jintetest starts an expansionist process. The general
‘price-level rises and there will be a change in the level'
of relative prices also due to the transfer of the factors
of. production’ from one type of industry to another.
{Aggregate production will increase: so long as' there
iare unemployed resources present. The problem we
hate to solve now is how long this cumulative
prqcess will continue. Will it continue indefinitely?
Or “Will a new stationary equilibrium gradually be
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established when capital resources have been so.greatly
increased that no more capital can be absorbed at
existing interest rates?”® “If individuals expect that
lpresent. prices will be* maintained in the future,
then at some point the transfer of factors of
production from consumption goods industries to
capital goods industries will come to an end,
“because of the diminishing profitability of capital.
he rise in prices too would stop, and the economy
ould have attained stationary equilibrium,) Of course
it takes a long time for equilibrium to be established
once again. (But, if individuals, particularly the
entrepreneurs, expect prices to rise higher and
higher, then the cumulative process will continue
indefinitely. )
¢ If the banks kept the rate of interest permanently
above the ‘natural’ rate, effects opposite to those we
have discussed -above would follow. A cumulative pro-
cess of contraction of prxces and productlon would
set’ in.)

'd Thus under the assumptions we have made, therc
is no limit to either inflation or deflation.” The price-
level would be absolutely at the mercy of the bankmg“
system '

/In the actual world we do not come across the
type' of cumulative processes we have discussed above
because’ the conditions we have postulated are not
present) Wicksell himself says that his thesis “cannot
be proved directly by experience because the fact re-
.quired in its hypothesis never happens”.® In spite of its
-abstract nature Wicksell’s theory contains a profound
truth and it will go a long way in helping one to under-

5 Enk Lindahl, Studies in the Theory of Money and Capital, p. 180.
6 0p. cit., Economic Journal, p. 213.
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stand clearly the mterest—pnces relation. His theory
brings to light the importance of the rate of interest
as an instrument for controlling the course of produc-
. tion and prices. For, in the actual world many of
Wicksell’s assumptions are present in varying: degrees.
_The development of central banking has conferred
enormous powers on the banking system of controlling
the quantity of money and the rate of interest. With
the cessation of the circulation of metallic money, with
the issue of inconvertible paper money and with a highly
dev eloped credit system, metallic reserves are losing the
pre-eminence they once enjoyed. . 5
(The most important contribution of Wicksell to
the theory of interest and prices is the point that it is
not the absolute height of the market rate of interest,’
but its height relative to that of the ‘normal’ rate that is
responsible for variations in the price-level.ly \ “It can at
once be seen that it is quite useless to try to demonstrate
the existence of any direct relation between the absolute
movements of the rate of interest or. of the discount
rate and movements of prices.”” _
This relative concept of the market rate of inte-
rest explains a fact which appears to be contrary to
Wicksell’s theory of interest and prices. It is the fact
ithat the market rate of interest and the general level of
iprice's vary directly, both- rising or falling together.
"When trade is brisk and prices are rising, the rate of
profit on capital is high. The rate of interest on money
follows the same course, but with a time-lag. ‘The rate
of profits being higher than the market rate of interest
1S the same as the market rate being kept lower than
the ‘natural’ rate. “In one word the interest on money

7 Wicksell, Intcrest.and Prices, p. 107. .
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is, in reality very often low when it seems to be high,
and high when it seems to be low.”®

Hitherto we have studied the interest-prices prob-
lem under certain simplifying assumptions. Now we
shall study’how far they have to be modified if our
analysis is to be applicable to real conditions. 3 |

In the first place, cash-holdings are present in the
real world) We do not have a: completely developed
credit system. 'We have already studied the importance
of and the reasons for cash-holdings. The dcsire for
increase m uncertainty hqmdxty—preference increases,
and this retards the. acceleration of the cumuhtlve
process of mvestmenﬂ

. Again, the banks cannot entirely dispense with
‘metallic reserves. There is a limit to the capacity of
the banks to increase the supply of credit. They can-
not go on expanding credit ad infinitum. That is, the
cumulative process of contraction or expansion cannot
go on indefinitely.

It may also happen that the Central Bank’s
-authority “over "the .other banks in the country is
not complete, and the actions of the Central Bank
may very often be nullified by a deliberate action on the
part of the other banks. But this complication is not
of much importance in countries where central bank-
ing has developed appreciably. Because of their control
of the note-issue and because they are the lenders in-
the last resort, the Central Banks do exert very great
influence on the banking system.
~ {_Another source of complication in the real world
is that there is no_one rate of interest. There ate
divergent rates, as we have already noted, depending

€ 8 Wicksell, op. cit., Economic Journal, p. 217,
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upon the length of the time for which the loan is made
and the degree of risk present in each loan.) We have
earlier discussed the significance of the interest-rates
differentiation. _ Changes in the short-term rates -of
interest have a little influence on investment in liquid
goods owing to the lower storage costs. Long-term
rates of interest have a decisive influence on investment
in fixed capital. For reasons we have discussed in the
previous chapter, (while the banking system’s control of
the short-term rate is absolute, its control of the long-
term rate is not complete. Hence the banking system’s
ability to stimulate an expansionist process of invest-
ment is limited.) : I

* In our hypothetical case, we were under the im-
pression that the ‘normal’ rate of interestZ(i.c., the
marginal efficiency of capital) remains constant while
the cumulative process takes place. But this is not
true. f,::[‘ he marginal efficiency of capital itself varies!
with the market-rate of interest. When the market
rate is lower than the marginal efficiency of capital
investment is increased. But the increase in investment
brings down the marginal efficiency of capital to the
level of the market rate of interest. And with this the
cumulative process stoffs} If production and employ-
ment are to rise further and further the market rate
of ‘interest will have to be continually ldwered);

- :Then we have to consider complications due to
international relations. No economy in the world is
‘closed’. In fact, the more industrially advanced-an
economy is, the greater is its contact with international
economy. Hence the monetary policy of an economy
cannot be completely out of harmony with the monetary
policies of other countries, especially when there is a
cominon currency link between them as in the case oé
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the International Gold Standard. If the rate of interest
in a country is too low it may lead to transfer of
investible funds from that country to another. If
a country’s price-level is unduly high, it may lead to
the import of goods from foreign countries, - The
domestic price-level is not independent of the price-
level of other countries. Of course, since the Great
War economies are becoming practically = ‘closed’
~owing to the abandonment of the International Gold
Standard and the restrictions imposed on international
trade. The Central Banks have now greater freedom
to pursue any monetary policy and, hence they can
influence prices and production to a‘very great extent.
Apart from these purely monetary factors, there-
are certain technical, psychological and institutional
factors which often retard the progress of industrial
activity. {Any lowering of the rate of interest may not
\ lead to an expansionist process beyond a limited extent.
In the first place, productive resources are, not homo-
geneous. Very oftéhy . they are not mterchangeable.f
Thus in certain industries the elasticity of supply of
factors of production will have reached zero, while in
many ‘other industries there will be unemployed factors.
Then there are many rigidities in the economic system.
Factors of production are immobile in various degrees.
Prices of factors of production are not flexible. They
do not move quickly when there is a change'in the
relation between the supply of and the demand for the
factors :
!Agam, the real economic worId is 'dynamic and
not - stationary as we assumed. FExpectations play
a dominant part in the determination of .output- and
emr)lovment The public may have no confidente in
she permanence of the policy of the monetary authority.
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p
Hence the hquldlty-preferences of the public - may
rise and no fall in the rate of interest may mduce‘
investment.) R X
‘The several complimting factors we have
enumerated above do not invalidate .our fundamental
thesis that the banking system can influence the course
of prices and production by pursumg a suitable
interest-rate policy, These factors in the situation
serve only to emphasise the point that in the world as
it is, an interest-rate policy does not lead to a cumu-
lative process ad infinitum, but that the intensity of
the cumulative process will be lower than it is in our
hypothetical case. C The banking system by varying
the terms of lending and the quantity of money can
influence the rate of production of capital goods as
well as that of consumption ‘goods, and .thus regulate
the total demand for commodities. Hence the rate of
interest is one of the most important .instruments in
the hands of the monetary authority for controlling
the general as well as the relative level of prices;} Now
we should study the ideal way in which the “banking
system -should use this instrument of control. This
leads us to the theory of monetary policy. .



CHAPTER X1V

RATE OF INTEREST AND THE, PRICE-L EVLL
(Continued)

It is beyond our scope in this chapter to discuss the
wider aspects of the theory of monetary policy. Our
object here is a narrower one. We shall examine
whether it is possible to achieve the several ideals of
‘monetary policy through a control of the complex of
rrates of interest by the monetary authority.

) (The major economic problem of every country
to-day is the problem of controlling booms and
depressions, and of utilizing human and material
resources as fully, continuously and efficiently as
possible. We have failed miserably in conducting our
monetary and economic affairs to promote maximum
production and employment. And we no longer believe
that there are natural forces in the capitalist world,
which, unaided, can enstire maximum economic well-
being. We have come to believe that some kind of
deliberate and concerted monetary policy by the State
or its agent is an indispensable pre-requisite of the
smooth and efficient working of the economlc -system.
We have noted already that the control of thé complex
of rates of interest is one of the most important
instruments in the hands of the monetary authority
for influencing the trend of production and prices)
Now we must discuss the possible ways in which this
instrument of monetary pohcy can be used, and we
Should decide upon the most practicable and the most

Jesirable one.
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It is not necessary for us to dwell at length .on:
the nature and causes of the trade cycle. The.trade
cycle is a highly complex phenomenon. A complete
explanation of the trade cycle will have to take. into
account various economic factors. However, there is
one factor which is considered by the majority of
economists to be the most- important factor in the
_explanation of the trade cycle. (It is the factor of
[money and bank credit. Money and credit occupy
"a central position in our economic system.) Money
and credit link the various markets of the economic
system. Money is also a link between the present and
the future. Demand and supply are ’expres§ed in
-terms of money. And to-day the banking system
possesses enormous powers of creating money by
various means. And in the last chapter we have
studied how by lowering or raising the rate of interest
(and thus by increasing or diminishing the supply of
money) (the banking system can exert a predominant'
influence on the level of prices and, output.) It is, .
.therefore, most natural for economists to deduce from
this relation between the rate of interest and the price-
level that fluctuations in prices and output are
primarily due to a wrong credit policy pursued by the’
banking system.) Therefore, different schools of the
monetary ,theory of the trade cycle trecommend
.'diﬁerent norms for interest-rate policy to be pursued
iby the banking system in order to achieve a particular
ideal, which, they believe, will control booms and
depressions. It is with these norms for interest-rate
policy that we are concerned in this chapter.

We shall content ourselves with considering only
two objectives of monetary policy, because they are
the most fashionable and each of them commands®
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a wide following of eminent economists. A\The first
objective is_the stabilization_of the_general price-level.
he second objective is that money should_be neutral
owards the formation of prices.y
| {The economists who recommend the stabilization
'of the price-level are those who pay the greatest
attention to the influence of changes in' the rate of .
interest on the géiicral price-level. . According to this
school of thought, changes in the flow of money and
credit are the main cause of fluctuations in prices and
output,-' of the alternation of prosperity and depressiony
T hc_l;:'mfcing system, by means of credit expansion and
'“c?qc_lit contraction, influences the demand for goods and
services in terms of money, and hence affects the
‘movement of prices and production. ‘The analysis of
this school regarding the effects of changes in the rate
of interest (and therefore changes in the quantity of
the supply of money and credit) on the level of prices
and output is practically the same as the analysis we
gave in the last chapter, except that(this school pays
greater attention to changes in the gencral level of
[ prices and their influence on output of goods rather
‘than to the effect on relative prices.) As we have
'observed, in the actual world a cumulative process of
expansion of output and prices cannot go on indefinitely,
because the banks cannot extend credit ad infinituin,
due either to the depletion of their cash reserves or to
the outflow of gold owing to the rise in prices, if the
country is on the gold standard. The banks, therefore,
contract their credit .by raising the rate of interest.
The contraction of purchasing power depresses
industrial and business activity, the total money
income of people shrinks and there will be a fall in the
weneral level of prices. The process of contraction too
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is cumulative and this goes for a long time, until there:
is again.a revival of prices and output, by a.lowering-
of the rate of interest made possible by the accumula-
tion of cash, return of business confidence, etc.-
Thus, the way in which it is being operated; the Bank
Rate is no longer a “most delicate and beautiful’
4instrumen't;& fouegulatmcr the prlce—and-mone)—mcom f
structure. It 1S respon51ble for . severe~ fliictuations in
prices ‘and Tncomes and is very often brutal in its
effects.. This kind of excessive fluctuations in' prices,
output and incomes is very injurious to the economic
well-being of a country. Under these circumstances
(the idea of the stabilization of the level of prices as
a factor in the control of booms and depressions came
to prominence and faith was lost in the mechanism of .
the Bank Rate and the international gold standard. )

Before we deal with the problem of the stabiliza-
tion of the price-level, we had better offer some
criticism of th¢ view that the reason for the collapse
‘of the boom is the rising tendency of the rate of
mterest There s no doubt that the rise in the rate of
mterest is one of the factors in the collapse of the’
boom. But the most important reason for the collapse:
is, as Mr. Keynes has pointed out, “a_sudden collapse
in the marginal efficiency of calg_t::ll”’l “Towards the
later stages of the boom people expect that the marginal
efficiency of capital will be high_enough to offset the
rise in the prices of capital goods and the increase in
their quantity. { When once the marginal efficiency of
capital falls, the liquidity-preference of the public is
strengthened and thus the rate of interest rises. Thus,
though the fall in the marginal efficiency of capital and
the rise in the rate of interest go together, “the essence
——‘Tf(z;ncs, General Theory, p. 315.
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of the situation is to be found, nevertheless, in .the
collapse in the marginal efficiency of "capital”.* This
is precisely the reason why during the depression cven
an exceedingly low rate of interest fails to bring about
recovery. That is to say, the reason for the collapse. of
the boom is more psychological than monetary. ) More-
over, the long-term rate of interest is fairly stable over
time. This "excludes the theory which attributes the
breakdown of the boom to the rise in the rate of inte-
rest, since investment in capital goods is mainly
dependent on the long-term rate.

Now we shall get along with the subject  of
the stabilization of the price-level (Iherc. are
many criteria for the stabilization of the price-level.
Some recommend a stationary price-level, others
'a slowly rising price-level, and a few others a slowly
 falling price-level.)(The object of any policy of
stabilization of the general price-level should not
be merely to keep the value of mondy at a parti-
cular point, but to maintain and enlarge the volume
(of _production and employment) The _problem _ of
the stabilization of the-prxce—_ﬁvﬁl.ls,.the...pmblem of
knamtammg equxhbnum of the margin between prices
land costs, of ensuring the reasonable profitableness of
the productxon of goods and services. To put the same
_thing in another way, there must be a proper relation-
ship between_the, various prices. Otherwise disequili-
brium arises in the economic systém. For instance, the
,most important reason for the 1929-30 slump in the
U.S.A. was the excessive growth of profits without a:
corresponding rise in wages and salaries. |

We need not discuss the respective merits of the
case for a stationary price-level, the case for a slowly

€

2 Keynes, General Theory, p. 316.
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rlsmg prlce-le\ el and lastly the case for a slowly
Afalling price-level. -\What we are concerned with here
'is how far it is possible to achieve these objectives by
deliberate monetary pohcv, in partzcular by mani-
‘pulatmg the rate of interest. - -
(The argument of thosc who recommend stabiliza-
tion of the general-price level is that the banks should
control their_rates of interest in both the active and
passive_aspects. In_the active aspect, it is suggested =
that first the rate of interest should be lowered to induce
a rise_in prices and_an_expansion of output_ and that
it should be_ raised before the_boom reaches. dangerous w
hu"hts and thus stabilise output and the level of prices.
Vanous difficulties are involved in this proposal.)In
the first place, it is difficult to find the true index of the -
mtenmty of the boom. The general prxce—level is a very
vague and elusive thing. ~ It is an average of averages)
Tt throws no light on the position of relative prices, and
the’ relative importance of partlcular groups of com-
modities.(3)Moreover,(in the present world e\tpectatlons
regarding future prices and proﬁts play a more import-
ant part in the further rise of prices and output than
the rate of interest which may lose’its power as a regu-
1ator)In such periods variations in the rate of interest
might have to be very violent in either direction to
maintain equilibrium. This causes disturbances in the -
business w orld(‘b)And(\ ery often the control of the
banking system over the rate of interest, espec1ally
long-term, is not complete.) Hence if is .extremely
doubtful if the banks could stabilise the general price- .
level by a control-of the complex of rates of interest. )
In the passive aspect, it is suggested that corres-
ponding to changes in the_general level of prices . the .
rate of interest should be varled in a compensatory' .

i .

i

]ﬂ k . -
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manner in order to preserve etlmlxbrmm Prof. Irving
Fisher’s ‘real’ rate_doctrine is an_instance of this.
Prof. Fisher dxstmgulshes between ‘real’ interest and
‘money’ interest. According to the ‘real’ rate,

expressed in “terms_of _a pamcu!ar group_of__goads,

ﬂuctu_ates wxdely owing to changes in the valuc of
money. Fishet’s ‘real’ rate is got by correcting not only
the interest but also the principal for price changes.

t is in this _that the ‘real’ rate of interest differs fromr
‘real’ wages Because of the inclusion of the principal
for correction owing to changes in the value of money
the ‘real’ rate is said to vary very widely) Thus Fisher
states, “The real rate of interest in the United States
from March to April, 1917, fell below minus 70 per
cent.! In Germany at the height of inflation, August
to September 1923, the real rate of interest fell to the
absurd level of minus 99.9 per cent.”

The fallacies in the ‘real’ rate doctrine of Fisher
have been most illuminatingly pointed out by Prof.
Adarkar.()For one thing, Fisher is wrong in including
the principal also for correction of price-changes. The
principal is in many.cases not at all returncd}IS in the
case of Consols, or returned after a very long-time as
in the case of debentures, and even if it is‘returned
it is re-lent. ‘That is why the lender and the borrower
are not hit or benefited to any appreciable degree by
changes in the value of money. As Prof. Adarkar says,
“The fact is that money capital, whether short or long;
is a contimuous process, a mobile fund; it is continually
embodied in real capital, either over long periods or
over a series of short- perxods according to the prefe-

rence of the lender. ”;

3 Theory of Imterest, p. 44.
t  40p cit, p. 10
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Changes in the general level of prices are no doubt
of some importance when we take into account only the
interest, but not the principal. Changes in the value of
money are of importance to the lender in so far as
interest is-a source of regular income to him. In the
same way they would be of importance to the borrowerr
as an element of cost. In this way the ‘real’ rate would
be of as much significance as the concept of real wages.
But {the ‘real’ rate as applied to the pr1nc1pal is of no
importance for one more reason. When there is a ris
in_the_general level of prices, the entrepreneur wh;
carries on the industry makes a profit, not at th?
e‘tpcnsc of the lender, but really at .the expense

-,of the other factors of production whose prlces have"
not risen correspondmcrly) :

The ‘real’ rate doctrine as a guide-to bankmg,
policy would lead to absurdities) Thus, if the general
price-level rises by 10 per cent., and if a ‘real’ rate of
S5 per cent. is to be established, then a money rate of
15.5 per cent. is necessary (LpMoreover(this doctrine
ignores the fact that one of the most important causes
for changes in the general price-level are changes in thel
rate of interest itself. kﬂ‘o say. that the money rate of[
interest (which has given rise to a-rise or fall in the,
price-level) should be fixed at a different level to restore

the ‘real’ rate at the normal level is meaningless and
involves circular rea.sgning.) Even -if the changes in
the general-level of prices are not due to a variation in
the money rate of interest, a raising of the money-rate
to such stupendous heights like 15.5  per cent. is not
!at all ‘necessary. A small rise in the money-rate IS
isufficient to check the rise in prices.

(So far weé have considered only one mstrument of
achieving the stabilization of price-level. . There ar®
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other monetary, as well as non-monetary factors like
‘taxation, public works policy, and rigidity or flexibility
of the prices of the factors of production which decide
the success or failure of any policy of stabilization.
So many difficulties are involved in the pursuit of a
policy .of price stabilization. There is no guarantee that
a mere stabilization of the general price-level will ensure
.a stabilization of employment and output at an expand-
ing rate.) But we need not despair ‘that to search for
.economic stability in price stabilization is to pursue a
will-o’-the-wisp. (Though price stability cannot be a
remedy for all ills of the economic system, it is far more
conducive to smooth economic progress than no stabil-’
ity at all.) ‘

Now we shall take up for consideration the neutral

money doctrine of a group of Austrian economists of
which Prof. Hayek is the outstanding figure.” The
>object of the neutral money doctrine .also is to mitigate
'{the occurrence of industrial fluctuations.\y Unlike the
purely monetary theorists of the trade cycle, the eco-
“nomists of the neutral money doctrine hold that the trade
cycle is mot _merely a monetary phenomenon. This
school of thought analyses the effects of fluctuations
in the supply of bank money not so much in terms of
fluctuations in the general price-level as in terms of
"fluctuations_of relative pricgs, and their effects on
the time-structure of production. AAccordingly these
?,eco'xv;dﬁistshabandon the concept "of stable money and
[talk in terms of neutral money. |

It is not necessary for us to trace at length the
Austrian theory of the trade cycle as expounded by
Prof. Hayek. We have briefly indicated his- theory
while considering the Austrian theory of interest.

Léccording.to Prof. Hayek, the lowering of the market
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rate of interest below the ‘equilibrium’ rate leads to a
relative increase .in the production of capital goods and:
“a lengthening in the structure of production.., Factors .
of production are shifted from the production of con-
%sumption goods to the production of capital goods.y All -
this is familiar to us. But according to-Prof. Hayek
this process cannot go on for ever: Gradually the
borrowing of the entrepreneurs are paid out as wages,
rent, interest, etc. ‘The demand of these income-’
receivers for consumption goods‘ increases  and“ the
scarcity of these goods raises their price-level relative
\to that of the capital goods. There is a relative over-
production of capital _goods in terms of consumptmn‘
‘goods. ‘The structure ‘of production becomes top-heavy.
Many extensions in the structure of production cannot
be completed. The error of the initial anticipations
regarding profits becomes revealed. And the hanks too .
¢annot expand credit ad infinitum. = So they raise their
rate of interest and restrict the supply of credit. For
these reasons, the boom comes to an' end. Thus .the
most important factors in Prof. Hayek’s ‘explanation
of ‘booms and depressions are two. The first is. the
fact that the- banhng _system, by artlﬁclally lowering
the rate of interest, increases the supply of money, and"
is thus responsible for a maldistribution of resources
and a distortion in the structure of production which
ultimately leads to a collapse of the boom. Secondly,
the boom cannot last long because_of the shortage of
saving. The increase in incomes of those who are
employed in the capital goods' industries is not saved
but goes towards the raising of the demand for con-
sumption goods. Hence Prof. Hayek’s. proposal for
controlling the trade cycle is’ that the banks should not
|artificially increase the supply of money, but that they
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should keep the effctive quantity of money in the eco-
nomic system fixed. Equality should be established
~between the volume of. current saving and _current
investment. The rate of interest that establishes
equality between current saving and current invest-
ent and which also keeps the effective quantity of
F:oney constant is called the ‘equilibrium’ rate of inte-
rest. When hwarmatLaQQJMJq@Edllnl ’_rate
are_ equal, money is said to_be neutral towards prices.
We shall not go to the extent of criticising Prof.
Hayek’s theory of the trade cycle. We shall only study
the ,implications of the ‘equilibrium’ rate of interest
and ‘neutral’ money. ~His conception of. the ‘equilibrium’
rate of interest is rather vague. And as for the defini-,
tion of a neutral money system we'may adopt Mr. J. L.
Meade’s. “A neutral money system is one which simply
interprets the decisions of individuals, of companies or
f the Government thhout by its own action or in-
ction, making the effects of such decisions different
rom what they would have been in a non-monetary
conomy.”® .
. It is extremely doubtful in the first place, whether
lthe ‘equilibrium’ rate of interest is able to perform both
Elxe functions of keeping the total effective quantity of

oney constant and at the same time maintaining

eutrality. Now the total effective money in the com-
munity is the aggregate quantity of the media of ex-
change times their velocity of circulation; and both of
them vary. And when a change occurs in any one
'of these magmtudes the banking system will have to
vcorrect it by varying the other to countervail corres-
pondmo'ly _ Prof. Hayek himself admits the need for

5 The Rate of Interest in a Progressive State, p. 11.
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such corrections ¥(i) to offset changes in the velocity
of circulation, Wii) to counteract such changes in the
co-efficient of money transactions as are occasioned by
the amalgamation of firms, and the like, and ‘(iiif)/ to
provide for any changes in non-monetary means of
payment, such as book credit, that may be taking place.
To effect corrections for changes in these magmtudes‘l
certainly involves the violation of neutrality. . More-
over, it is very difficult to measure the changes in these
magnitudes accurately and in time. - Errors of - esti-
mation are likely to have serious consequences of
inflationary or deflationary movement.

In the second place, it is not certain whether the
‘equilibrium’ rate can equilibrate real savings and invest-
Iment and at the same time keep the effective quantity"
of money constant in the sense' of correctlng for
changes in the \eloc1ty of circulation. : :

In a progressive economy (“an economy in whlch
output per head is increasing”)® where the quantity of
effective money is fixed, the general pr1ce-level will fall
,over a period of time. This has grave consequences rso
[1ong as productivity varies and does not remain con-
stant. In the modern world,- due to the advancement
of science, increasing productivity is on the whole the
normal state of affairs. Now when the productivity
of individual industries rises, their unit -costs fall.
)Since the quantity'of money remains constant, the
price-level must fall. But the banking system cannot
lower the individual price of commodities. Hence
‘there is no guarantee that the fall in pricés will take
place in those commodities that are produced at lower
&costs. If the prices of some of these commodities are

6 Meade, op. cit., p. 1.
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,-}}b;eld above their costs, the effect of neutral money will
¢ to force down the prices of commodities whose costs
have not fallen. Thus the equilibrium between costs
»dnd prices will be upset. Of course this. disequilibrium
_between costs and prices does not occur if- perfect
~competition is prevalent in the economic system. But
\the assumption of the prevalence of perfect competi-
tion is grossly unreal.
. We should also consider the effects of a constant
stock_of money_on_wages. According_to_Dr. Hayek’s
hesis the increase in productive efficiency leads to a
Efcline in the price-level; but the average money wages
ust remain stationary. But labourers are psychologi-
cally averse to a constant level of wages though prices
are declining. - They would rather prefer a constant
price-level and a rising wage. Again, when productive -
efficiency is rising piece rates have to fall, if equilibrium
+ is to be maintained. But the labourers organised in
powerful trade unions demand a rise in money wages,
both time-rate and piece-rate. Thus it is difficult to see
how frictions and maladjustments can be avoided.
Moreover, certain contracts are fixed in terms of
~money for a long time. For instance, the rate of inte-
rest payable on debentures is fixed in terms of money.
When money prices are falling, ‘the debenture-holders
receive disproportionately high interest in terms of real
goods and services. And the presence of such fixed
money costs as interest on debentures may lead to
several ~bankruptcies, often very premature. The
swelling-up of fixed money costs lowers the normal
profits of many industrial and business concerns. These
‘consequences are disastrous to industry.
~ These are some of the grave consequences of a
neutral’ money system. Instead of leading to stability
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and progress, it appears as though a ‘neutral’ money;
system leads to disequilibrium and maladjustment
Prof. Hayek’s doctrine of ‘neutral’ money presupposes
the existence of perfect competition and rubber-like
elasticity_in the economic system. His ‘neutral’ money
is nothing but a new term for the old conception of
‘veil of money’. It is extremely doubtful whether .a
theory of barter economy is useful in the understanding
of monetary phenomena. A barter economy is_not
necessarily a stable economy; changes- in fashion,
habits and inventions do occur in a barter economy
also. There will be no equilibrium even in a barter
\economy if different. goods serve - for different
persons as a store of value. And this is much
more true in the case of a monetary economy.
- Prof. Hayek completely neglects the - fact that- the
“actual world is full of uncertainty, and that ex-
pectations play a_large part on current economic
behaviotr. He attaches no 1mportance to.the function
{of money as a store of value. He seems to be totally
unaware of hoarding or high liquidity-preference. Even
in a ‘neutral’ monetary system there will be some hoard-
}mfr. This hoarding does retard investment act1v1ty
| unless the monetary authority intervenes by increasing
' the quantity of money. Hence the existence of money‘
" and static equilibrium are incompatible.

Prof. Hayek’s most important object in recom-
mending a ‘neutral’ money system is to achieve equili-
brium between real saving and investment, and to pre
vent ‘forced’ saving. Readers of Mr. Keynes’s General
-Theor'v will realise that no object is served by trying
to equilibrate saving and investment because they are
‘211“’3.}75 equal. Every increase in investment leads to a
‘corresponding increase in saving. So the object of the
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monetary authority should be to promote investment
and allow saving to take care of itself. We have
therefore no use for delightfully vague concepts like
‘equilibrium’ rate of interest, or the ‘natural’ rate of
Jinterest. These rates only preserve status quo and hence
‘they are of significance only in a statxonary economy
with full employment.

-.As Prof. Adarkar remarks, “underlying the whole

concept of Neutral Money, there is to be found a great
;abhorrence for any active, exogenous policy—a philo-
sophy of defeatism and nihilism, the mental con-
‘figuration of a terrified Alice in Wonderland”.! The
marvellous industrial and commercial progress of the
world is to a very great extent the result of a highly
developed banking and credit system. It is unwise to
suggest that the monetary authority should be passive.
By following a bold credit policy the banking system
can stimulate industrial activity, so long as there are
unemployed resources. And the assumption of full
employment is far from reality. That means active
intervention by the banking system is nécessary to
promote maximum production and full employment.
And it is gratifying to know that Prof. Hayek con-
esses that “money is of course never ‘neutral’ in the
ense of being merely an instrument or servant: it
lways exercises some positive mﬂuence on the course
f events”.? : -

i\ We therefore reject the schemes of stable money
and neutral money. Our object should be to promote
full employment by all means at our disposal, especially
by means of appropriate interest rate policy. We

7 “Prof. Hayek’s Neutral Money Doctrine”, Indian Journol of
Economics, January 1937, p. 268.
¢ 8 The Pure Theory of Capital, p. 407.
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ought not to think of depressions, but maintain the
boom till such time as full employment is attainedl
“The right remedy for the trade cycle is not to be found
in abolishing booms and thus keeping us permanently’
in a semi-sluthp; but in abolishing slumps and "thus
keeping us permanently in a (lg_zlsg;hgmn”” That is
why Mr. Keynes suggests that “the rtemedy for
the boom is not a higher rate of interest- but
a lower rate -of interest”.’® The rate of interest
should be continuously lowered to that point relatively
to the marginal efficiency of capital at whlch there
is full employ ment}
@ is not however possible to achlexe the 1deal of
_full employment solely through monefary policy. A bold
and vigorous monetary policy has to-be supple.mented
by other means. We must manipulate those factors
&hat affect the rate of investment and the propensxty to
onsume, for these two, between themselves, determine
Jaggregate incomes and employment. We must stimulate
the propensity to consume by various means.such as a
/inore equitable dxstrlbutlon of wealth and consumer’s
credit. The rate of i investment should be accelerated
by appropriate credit policy and by a policy of public
works! But there are certain factors in the- capitalist
system which do not make for harmony. and progress.
The most dangerous of these factors is the psychologi-
cal expectations of the public. In the present world,
expectations regarding the future vitally affect the
volume of business activity. When business confidence
is high, industry and trade are brisk and employ-
ment increases. Then, for some unknown reason,
business confidence is shaken, and the marginal

® Kevnes, General Theory, p 322
10 Thid., p. 322,
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efficiency of capital collapses' and liquidity-preferences
of the public are unduly strengthened. There is a violent
contraction of output leadmg to severe unemployment
and waste of economic resources. Very often the
breal\down of confidence is not at all due to genuine -
reasons. These e*cpectatxons or the errors of optxmxsm
and the errors of pessimism would not be so mjunous
to industry and trade if there were a \anety of opinion
among the public regarding the future. In that case
errors of optimism and errors of  pessimism would
cancel one another. But actually these errors move in
.one direction. The minds of entrepreneurs work in a
team, There is a subtle sympathy which unites the
entire business world, for “we devote -our intelligences
to~ antxcxpatmn' what average opinion expects the
average opinion to be.”™

It is practically 1mposs:ble to control the expcctao
tions of the public in any effective way in an
individualist economy. Mr. Keynes concludes “that
the duty of ordering the current volume of investment
cannot safely be left in private hands”.'* A certain
amount of centralized economic_ planning is _very
desirable if the industrial system is not to breakdown.
And happily almost all nations are attempting to find
a. half-way house between the complete anarchy of
capitalism and the complete -regimentation of the
Russian model. The object is to combine the merits .
of private enterprise with the benefits. of central
co-ordination. The experiment is by no means
discouraging. '

11 Keynes, op. cit., p. 156.
12 Ibid., p. 320.



CHAPTER XV
| CONCLﬁSION

W have now finished our study of the theory of
interest. We have answered all the_problems we raised
in the beginning of this essay. - We have examinéd in
detail the various theories of interest from the earliest’
times to the present day. And we have analysed the.
real nature of interest and the various influences that
are operating on it. We have also studied in detail
the central part it pla)s in the working of the economlc
system. Q\thle there are differences of opinion among
economists as to the relative importance of the forces
determining the rate of interest, there is unanimity-
among them as to its importance in the economic
system. Low interest-rates are welcomed by academic
cconomists as a major factor in recovery and as
a stimulus to a process of expansion. Business com-
munity too welcomes a policy of cheap. money/
Fluctuatlons in output and prices have been explained
in terms of changes in the rate of interest. . Thus the
‘rate of interest has comg to be regarded as a regulator
~of the economic system., :

(Yet, beneath the outw ard a‘cceptance of the
importance of the rate of interest there has been. wide-
spread bewilderment and scepticism regarding its claim
to be a regulator of -the economic system.] “The
question is asked as to why. a low rate of interest
should induce the trader to increase his stocks and the
entrepreneurs to undertake long-term investment. If
the trader stocks more goods, it is' because he expect3
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a rise in demand and prices. Then it is ‘not
low interest-rate that is the cause of the increase in
stocks. It is also doubted whether a low rate of interest
will induce a large.amount of long-term investment.
If long-term investment is to be undertaken, a rapid rate
of obsolescence will have to be allowed for. The future
is uncertain and any machine may become obsolete at
any moment owing to inventions. So the capital good
,must be able to pay for itself in a short period. And
it is held that when new capital construction is under-
taken bulldmg costs are of greater importance than.
the rate of interest: . -

- Many economists have statxstxca]ly \erxﬁed the
importance of the' rate of interest “as a factor -in
influencing business decisions, and come to very
interesting conclusions. Thus Mr. Carl Snyder of
-America formulated the view that the rate of interest
is not-an important element of cost and that therefore
changes in the rate of interest cannot ewcplain the
occurrence of business cycles. Recently, in an article in
the Oxford Economic Papers, No. 1, Messts. }. E.
Meade and P. W..S. Andrews have emndeavoured to
appr:nse the influence of the rate of interest on business-
men’s decisions with respect to both the scale of
current activity and new investment. The articles are
based on questionnaires submitted to 37 British business-
men, drawn from a wide range of enterprises. The
sample is thus small, but this defect is partly offset by
nearly unanimous agreement. According to them,
“There is almost universal agreement that short-term
rates of interest do not directly affect investment either
in stocks or in fixed capital”® The reason for this is

¢ 1 Meade and A:f;drews, op. cit., p. 28.
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that changes in the short-term rate are ‘too small
compared’ with the rate of profity Similarly the
majority of businessmen expressed the view that the
long-term rate of interest too does not affect’invest:
ment directly, except in the building and public
utility industries. The principal reason appears to be
that changes in interest-rates are usually small relative
to changes in other relevant expectations like demand
prices, -profits , and cgnstruction costs Another
important reason seems to be that a® ‘number~ of
businesses have sufficient funds at their disposal for
the replacement and extension of plant. “These con-
clusions have- been broadly confirmed by a more
detailed enquiry undertaken by the Oxford Econormsts
Research Group, which issued questionnaires tb 1,308
British businesses, regarding the xnﬂuence of the
complex of rates of interest on businessmen’s dec151ons
with regard to, repairs and maintenance of plant,
extensions of planf and the size of: the stocks held.? _
Lastly, Prof. Hayek in a recent book, writes:
/“The main point”on which- this revised version: differs:
from my earlier treatments of the same problem (the
problem of crises and depressions) is that I believe
now that, it is, properly speaking, a rate of profit
rather than a rate of interest in the strict sense which
is the dominating factor in this connection.”® «
All this evidence apparently goes to prove that
the rate of interest has no appreciable  influence orr,
business activity and that expectations regarding
future profits are of greater importance] We do not:
deny that there is a large element of truth in the
arguments of the economists we have referred to. We

2P W S Andrews O.tford Economic Paﬁers No. 3, February 1940.
3 Proﬁf.r Intevesf and Investinent, p. 1. ~
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ourselves have admitted more than once that the rate
of interest is not the only factor that-affects invest-
ment activity. In particular,(variations in interest rates
pertaining to old investments in fixed and circulating
capital have no influence on production from the cost
angle. The state of expectations, the prices of factors
of production and. the rate of profits, in the sense of
the marginal efficiency of capital, are the other
‘important factors which determine the volume of
investment] And’we have noted how, Qunder certain
conditions, when expectations are very low the rate of
interest may lose all importance as a rcgulator;l But
this is far "from holding the view that the rate of
interest has no direct influence on business activity.
(The rate of interest is an important factor for
several reasons. In the first place, there, are certain
“industries engaged in the production of durable con-
sumption goods like building, and public utility
services, which borrow on long-term.and are vitally
affected by changes in the rate of interest.) The demand
‘for these goods is steady and can be foreseen. There
is no fear of uncertainty and obsolescence. And many
investments are undertaken by public bodies like
mumc:p'xhtles not. for profit but for communal bencfit.
,In’ these industries the capital goods are so longlived
that the rate of interest is an important element of
cost. “A lowering of the rate of interest will increase
capital’ expenditure of this kind and quch expenditures .
are growing more and more important. }

. Again, to-day governments undertake public works
pohcy in order to mitigate cyclical fluctuations in
investment activity. So the governments have to raise
money either by taxation or by loans. Usually a larger
proportion of money is raised by means of loans. And
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the rate of interest will be an important factor
influencing the volume of expenditure on public works;
The governments too havé to balance their budgets, 4t
least in the long run, and a low rate of interest by
diminishing interest charges would certamly increase
expenditure on public works. :
(Moreover, changes in' the rate of 1nterest by
raising or lowering security prices appreciably influence
business activity. A lowering of the rate of interest
will raise security values. This is considered to be
a sign of confidence and business is stimulated,
Individuals are induced to spend more because of the
rise in security values and the consequent capital gains.
The rise in security prices improves the balance-sheet
position of compames which hold marketable securities.
“The_ cost of raising new capital will be lowere@? All
this is bound to'induce companies to extend their
activity. “And the rise in value of durable capital
goods results in a rise in their prices, and so long as
these prices exceed the cost -of construction { the
production of longlived capital goods is stimulated.
Thus the most important way in which the rate of
interest influences business activity, is in its capitalisa-
tion aspect and not in its cost aspect. P |
‘Again,)as we have already showed r;chanrfes in the
rate of interest aressynonymous with changes in the
quantity<of money supplied by the banks. A lowering
of the rate of interest is accompanied by an increase in
the quantity of money, and this increases the liquidity-
position of entrepreneurs] The presence of large liquid
resources induces entrepreneurs to expand activity.)
(Thus, the rate of interest exercises considerable
influence on the volume of production and the level of
prices] The rate of interest may not be all-pervasive
15a
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in character. - For one thing it is not Alladin’s
Wonderful Lamp. People may refuse to call. it the
tegulator of the-economic system. But it cannot be
_denied that the rate of interest is one of the most
important factors - that make -for progress and
equilibrium. Its importance can never be exaggerated.
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