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Loanable Funds and Liquidity Preference Theories:
An Attempted Dynamic Reconciliation

Abstract:

The thesis of this study is that the Keynesian
liguidity preference theory of interest determination can
be reconciled with the loanable funds view by distin-
guishing the former as technically static economics and
the latter as implicitly dynamic in nature. No value
Judgement is involved in distinguishing static econom-
ics from dynamic economics: static systems frequently
require sz supplementary description of their out—-of-
equilibrium states whereas dynamic systems may some-
times be observed to tend toward s position capable of
static description.

In the first chapter of +this study, an attempt is
made to set out for inspection the two theories which
constitute the raw material of succeeding chapters., At
this stage, some of the differences in emphasis and ap-
proach of the important loanable funds theoriests (Oh-
lin, Haberler, Robertson) are set down and discussed rio)
clear the way for a statement of loanable funds doctrine
comparable in simplicity to the standard versions of
Keynes' interest theory,

Introductory to the main synthesis of the two theor-
ies, Chapter Two presents what the writer calls 2 semi-
classical model of interest determinetion similar to a
theory that did, in fact, appear after publication of
Keynes' General Theory of Empdoyument, Interest and Money.,
This model leads into the discussion of reconciliation
central to the second chapter in which the Keynesian
model is integrated with a dynamic loanable funds (or
neo-classical) version of interest rate determination,’




Auxiliary problems of interpretation of the ‘maltip-
liert and stock-flow distinctions occupy the remsind-
er of Chapter Two; the longest chapter of the study,

Chapter Three sets down various past attempts to
draw together liguidity preference and loanable funds
theories. In a number of respects, the approaches
employed by the various writers differ from the method
used in Chapter Two in significant respects. It can
be said however that since the early 1938 syntheses of
Lerner and Hicks, the treatment of +the theories has ev-
olved toward the view that +the theories are complement-
arys this is particularly evident in the work of S, C,
Tsiang and Warren Smith. I+t is difficult to give these
last two writers enough credit for the synthesis stieme—
pted in the present study;

The concluding chapter Presents two additional as-
vects of interest theory which raise wider questions,
The first section discusses extant definitions of dy -
namic economics and relates the model of Chapter Two
to these definitions., The second seciion indicates
that the rate of interest may be interpreted as equat-
ing saving and investment in longer run systems ex=~
ploring the problems of growth economies,




Prefatory Note

The study following grew out of a term paper and
additional reading in connection with an advanced course
in Money and Banking given by Professor C. L. Barber
during the University of Manitoba's 1965-66 session.,

The writer owes particular thanks to Professor XK. J.
Charles for inspiration and advice unstintingly given
during preparation of this thesis, Professor R, Sim- .
kin read and discussed sections of Chapter Two as well,



Note

Abbreviations have been avoided in most cases;
those which are employed include:

General Theory for Lord Keynes'! General Theory
of Employment, Interest and Money (Iondon: MacMillan,
1936) pp. 403,

Le-curve for Lord Keynes' liquidity preference
demand curve for idle balances developed in the Gener-
al Theory, :

IM-IS analysis to refer to Professor John R, Hicks'
diagrammatic construction of the complete Keynesian
system in his "Mr, Keynes and the Classics, A Sugges-
ted Interpretation" Econometrica vol. 5, 1937, pp. 1l47-
159, and,

1gt to denote the average propensity to save out
of income, that is saving/income.

Other notations are identified in the text or by
footnotes when they are employed.
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Introduction: Two Theories of the Rate of Interest
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gives rise Lo the existence of okd securities revresent—

ing past flows of vurchasing power into investment and
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as g whole has two aspects - the flow asve
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to current investment finasnce, and



D

lating to the accunmulation of past wealth, Taking ex=—
tremes, 1t is possible +Ho say that the rate of interest,
ag an average of a2ll securities and absitracting from
segmentation and sneculation among maturitiecs, seeks 2

level such a2s to ecuate the 4

e
urities as a flow or as 2 stock., Helther em:
wnolly correct = the flo
what Keynes called the classical 4

0
stock view constiitutes & rather bal

Keynesilan position itself except that the holding of
previou sly dssued securities was envisaged by Kevnes
speciricaelly as an alternative to holding cash. 4LL The
time of Keynes' culmineting worl, the classical doctrine
wasg changing into what he himself hes called the neo-

i D

classical apnroach wherein, withoul gbandoning
c

LY, e

seristice of the rote of interest det
N
U

nomists like Robé¥itson and Haberler

G 0 of money and securities., In
e middle of this gentle modification of old ideas
ste d the revolutionary »nrophet of the Hew Lconomics
disparaging the old ideas as, collectively, a "nonsense
theory", declaring that the neo-classical progression has
worst muddles of all", and, above all, erect-

e
r all to consider, a new theory of the rate of in-

3 Eal fal
1ng 10
te Y and clear of all the bagzage of

0
the subject. One of his most »pro-

sed disciples has remarket that the Xeynesian theory
of the rate of interest stands as the first accepntable

ot to exrlain the phenomenon, "I deny the exis-—-

oy
o]

£ the e2lleged orthodox theory," he says, "and

0
that the Xeynes theory ought proverly




(o) '1
garded =25 an attemnt to £ill o void." ¢
ber grants incompleteness as

in filling any interest theory 'void": viewed synthet-
ically, they are not alternatives but different and sup-
porting expressions potentially leading to a unified
explanation. It Es the purpose of the second chapter

to describe this unified explanation =28 the writer con-—

0
ceives it., Past writings, since 1936, have contributed
immeasurably to this reconciliation and they will be
civen what ig hoped is their prover due in the third
chapter. The present oLapter and the final fourth chap-
A
%)

ter are shorter accounts. The latter picks up some loose

.

ends and problems associated with the middle two chapiers
T 0

n which we are now

ag a prelude to their maLiyu

sections. Without further comment i
the task of describing the independent interest theory

r the ensuing dis=-

contributions which serve as data
cussion.

e

Recause of its

i
between active or transactions

1, Sir Roy Harrod, Towards s Dynamic Iconomics
(London: Iliaciiillan, #948) ». 67
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asked why savings

Tlows have no direcs effect on the determination of
i 1
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terest li:eoﬁlyg This first defence is clearly fallacious
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ii.
I the Xeynesian theory be 1ﬂ*vf3¢ ted as centring
attention on eguilibriun pogitions whereiﬁ income shifts

~T

have nermitted the onlooker to svesk of ex def
v

ini
equality between savings and investment, the observer
0
0

might hope to interonret the neo~clasggical or loaonable funds
doctrine in the same nmanner But this hoped-for point
of agreement between loonabple funds and licuidity prefer—

i
classical system™®

+h anable Tunds bDogiti rrey & .
e Lognaole ITUunas DosLiTlon was un

1. J. M. Keynes - "The Ex-ante Theory of the Rate
of Interest" Economic Journal vol. 47, 1937, p. 667

O i - ey ey e ? o N St - o -
2. from the statements by, among others, Ricardo,

General

(ZLondon: liaci! ) 36), Apvendix Chapter

14, vop.
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le D, H, Robertson -~ "Alternative Theories of +the

1

Rate of Interest Leonomic Journal ¥6l. 47, 1937,
4

128, Vorks cited are his "Some Iotes on v,
Un

nemployment” CQuarte

—

Keynes!' General Theory of

terly Journal of Iconomics 1936, pn, 168-191

and Haberler's Prosoerisy and Deovression (Lon-
llen and Unwin, rev. ed.) 1958
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be recalled, b Profeszor Patin-

Kin (Eoney, Interest and Prices - 1956) in discussing
&

-

terminacy of the loanable

ssary to introduce a2 Ileynesian
liquidity preference function to describe the devnendence

of dishoarding on changes in the interest rate reflect=
o 1

ongsonance wit the General Theory howéver,
P13t [k e Yo Iu Ik ol Yt i ar-Ye T ecaottingo '1’t Shoaan
Turisaery moalil SCOULLITE U, 1 gevrlng ou srege
modificetions, clear that, for the vresentd,

mmted ig hetween the

. . c oo . - 1
Keyneslan and mpnlified Robertsonien visions™ ., Thus,
ure

an income-expendit lagz (the Robertsonian tday') is
the important time interval in what follows.
2
P le &

In 2 1956 article”™°, Professor Tsisng undertook to
1

-

show the ildentity of the loanable funds and liguidity

1, the comparison to follow adheres to The gen-—

eral line Gaken by the writer in a money and

banking term paner submitted to Professor C.

T, Barber in larch 1966 and entitled "Loan-—
able Funds and Liguidity Preference Theories:

in Attempted Dynemic Reconciliation® (parts

. _ ) G s a e o P
2. S, ¢, Tsiang - "Liquidity Preference and LOo2n=

U
b

able Funds Theori

Beconomlc Review v

(See also Chapter Three.
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income (not tomorrow's income as would be the case wit!

a letzler-Iundberg log perio&); This choice of periods

in the sequence analysis is employed here because of its
simplioity as well because 1t follows most closgely Pro-

Tegsor Robertson's own views,

aking note of these problems, the analysis will be

allowed to proceed on the lines sugszested by Teiang.
Teiang's analysig involves following flows of money through

0
the econonic system rather than flows of ince
Keynesian approach emphaesizes., This apvaren
need not have uncomnfortable overtones: 1in a g
nortrayal of the Xeynesian syvetemly the only rigidi
troduced is that the so-celled T,-curve (relat
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N 1 (2 \ o (i (10)
Substituting from (5) for L. (%) and from (8) for L](t+1),
)

V() + 52(rﬁ) = ~3(Vt) + I<rt+l + LQ(rt+1)(ll)
stituting for D(Y+4) from equation (7) and cancel-
\
J

]

m both sidesg,

) = =5(¥%) + I(r

gr1) * () (12)

ot et et st st
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In the semi-classical model 1t wag indicated verbally and
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It would be & mistake to imply that Keynesian and
Robertsonian positions can be wholly recounciled via con-
struction of a dynamic system converging on a steady
(i.e., sequentially repetitive) equilibrium position.
The nature of the model just outlined was indicated by
a verbal discussion which masked the possiblity, so
important in D. H., Robertson's thinking, that the sys—
tem might not, due to changes in parameters, evolve to a
position of 'statid' equilibrium. For Sir Dennis, the
most important way of looking at the model was in its
transitional, disequilibrium condition for, in his
view, this condition corresponded most nearly to reality.
He is careful "...not to deny that, as a result of mon-
etary expansion, a position of stable equilibrium at sh
enhanced level of income may be reached, in which...the
rate of saving and the rate of invesgstment per unit of
time are equal, and no further net money creation or
dishearding, or the converse, is taking place."l’ But
the final equilibrium was not, for Robertson, the impor-—
tant attribute of capitalism - its true nature was
turbulence, as Schumpeter phrased it, "ecreative dest-
ruction” and economic Darwinism. Change is heaped upon
change and even the parameters of the model can be un-
reliable: about the consumption function on which the
‘multiplier depends, he added "...in this so-called mar—
ginal propensity to save (not very happily called, as I
think, for the propensity to save depends on other things
besides recently acquired income - on capital wealth for
instance, and especially perhaps on the proportion of
capital wealth which is ready to hand and easy to spend),
we have a potentially useful little trick, but not yet a
very firm foundation for that imposing edifice of com-

l. D. H. Robertson, op. cit. p. 186
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bined prosperity and stability which we would all like

t0 build if only we knew how:"l‘ Robertson also visual-
ized the accelerator as preventing the attainment of
stable equilibrium; savings, he used to remark, might
well "walk off" to finance new induced investment which
Had no part in creating the income from whence these save
ings were derived. The relatively static marginal ef=-
ficiency of capital curve of Keynesian models mm contrasts
sharply with Robertson's vision of the shifting, restless
productivity of capital when innovations are frequent

and important, when expectations are buoyant and re-
enforeing...equilibrium is an impossible assumption in
such a world. It is an impossible assumption for any
economigt like Roberitson, Schumpeter or Spiethoff, for
whom the essence of capitalism is the change wrought by
the irregular ébb and flow of investment opportunities
and the attendant irregular ebb and flow in the demand
for credit. In such a system it is not difficult to see
the ascendency of the loanable funds approach arising
from the considerations of disequilibrium; of anti-tran-
quility. "There is much o be learned," Mrs. Robinson
has allowed, "from a priori comparisons of equilibrium
vositions, but they must be kept in their logical place.
They cannot be applied to actual situations; it is a mor-
tal ecertainty that any particular actual situation which
we want to discuss is not in equilibrium."z‘ And about
the Keynesian system, Ohlin remarked: "I cannot f£ind

1, D. H. Robertson - Money (Chicage: Chicago
Press, 1962) Chapter 10, p. 178

2, Joan Robinson - Essys im the Theory of Eco-
nomic Growth (London: MacMillan, 1962)
P. 25.




that the economic system tends toward a stable equil-
ibrium described by simple reference to the change in
the volume of investments. It is highly improbable

that the system ever gets to a state where expectations
are fulfilled...nor is there a tendency to move in the
direction of some such position. And if the system
should happen to get into such a position, this does not
mean that it tends to remain there."l’ Ohlin does not
admit even the magnetism of equilibrium but his postion,
let it be said, is rather stronger than the one being
taken here. The great power of equilibrium, albeit a
seductive power, is its ability to act as a frame of ref-
erence for a dynamic analysis; its ability to demonstrate
the system's likely behaviour between those shocks and
dislocations whose absence would otherwise permit what is
only a tendency to equilbrium to be transformed into the
beautiful state itself,“* A loanasble funds theory which
expresses the determinants of the rate of interest inca
system whidh is forever approaching and seldom, if ever,
reaching a Keynesian equilibrium is an accurate and
important description of reality. Description of equil-
ibrium as that state which a turbulent system is be-
coming is significant in its own right. Sometimes
equilibrium may even be temporarily realized...so it

may have seemed to the author of the General Theory in

1, B, Ohlin - "Some Notes on the Stockholm Theory
of Saving and Investment,II" Economic Joure
nal vol, 47, 1937, p. 238

2., c¢.f. Ragnar Frisch - "Propagation Problems
and Impulse Problems in Dynamic Economies" in
Economic Essays in Honour of Gustav Cassel
(London: Allen and Unwin, 1933) pp. 171-206




the depths of the Great Depression. Keynes certainly
made it clear at one point at least in the General Theory
that equilibrium ought to be regarded as a goal in the
development of a rationally arranged simulation of econ-
omic reality although it is not capable of exactly de-
seribing the system at any chosen timej discussing Hume's
contributions to the stream of monetary thought, he |
credits him with starting "...the practice amongst eco-
nomists of stressing the importance of the equilibrium -
position as compared with the ever-shifting transition
towards it, though he...[Hume]...was still enough of a
mercantilist not to overlook the fact that it is in

the transition that we actually have our being..."l'

The statical impression of the General Theory and
the statical interpretations of it cannot, apparently,
be viewed as completely representative of Keynes' gen=-
sral method of thought; Six years prior to the General
Theory stands the record of monetary theory given in
the Treatise on Money and in the latter work, dynamics
is central in Lord Keynes' thinking, A coherent mon-
etary theory must "...treat the problem dynamically, an-
alysing the different elements involved in such a manner:
as to exhibit the causal process by which the price-
level is determined, and the method of tramsition from
one position of equilibrium to another"g‘ The "fundae=
mental equations" there set out are basically dynamic =

1, J. M. Keynes ~ General Theory of Employment,
Interest and Money (London: MacMillan, 1936)
P. 343n.

2, J. M, Keynes - A Treatise on Money (London:
MacMillan 1930) Vol. One, p. 134
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take the second fundamental equation, being the most

generals

gt (22)

where ¢v is the general price level, E is total money
income, -0 is total output of goods, I is money value of
new investment, and S stands for the money value of
savings defined as the difference between money income
in a unit of time and expenditure on consumption goods
in the same period of time, Removing the emphsis from
the price level through multiplication by '0O! and re-
definihg '440' as the current period's total money income
(Yt), one has,

Yt =E +1I-3S (23)
Now 'E' corresponds to the previous period's income
(¥t - 1) while 'I' and 'St apply to the current period so
that (23) can be re-written as

Y6 - % - L=I, -85, (24)

an expression which is very similar to both equations
(17) and (18) representing the dynamic process of income
generation in the Keynesian and semi-classical models,
respectively, as previously set down. Professor Ohlin
also expressed faith in the ability of economists to
modify a species of quantity equation into a dynamic an-
alysis of income and prices., He observed the transition
from Myrdal's formulation which "does not attempt to
construet a dynamic price theory which considers the
rate of change..." +to Lindahl's interpretations involving
"an analysis of a process in time, which is divided into

different periods", And Ohlin specifically credits
Bbertson with an influence in this transition™*, as does

1, B, Ohlin - "Some Notes on the Stockholm Theory
of Savings and Invesiment, I" Economic Journal

vol. 47, 1937, PDe 54-5




5

Keynes himself in the preface to his Treatise. In the
Treatise, Keynes introduces the constraint that the rate
of interest must lie on the publicts deémand curve for
idle balances.- he says: "The price level of investments
as a whole, and hence of new investments, is that price
level at which the desire of the public to hold savings
deposits is equal to the amount of savings deposits which
the banking sysbtem is willing and able to create."l' An
egcess of invesiment over saving involves a transfer of
deposits from the savings-deposit sphere to the business-
deposit sphere and would, in the absence of compensating
action on the part of the banking system to increase
savings deposits in the hands of the public, depress the
prices of securities., The public can be induced %o

move along its demand curve for savings deposits: ", ..the
amount by which the creation of a given quantity of
deposits will raise the price of other securities above
what their priece would otherwise have been depends on

the shape of the public's demand curve for savings dep-
osits at different price-levels of other securities."g'
Keynes could perfectly well have expressed his relations
in terms of a loanable funds theory at this stage of

his rapid advance toward the statement of the General
Theory, for alteration in the mix between idle and act-
ive money clearly plays a role in this dynamic theoryr.
Hoarding and dishoarding had not as yet become, for him,
repugnant terms, He also makes it clear that "...in
equilibrium...the public is neither bullish nor bear-
ish of securities...and...the volume of saving is equal

1. J. M. Keynes - Treatise on Money (London:
MacMillan, 1930) Vol. One, p. 143
2, J. M., Keynes , ibid., p. 1l42.
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both to the cost and to the value of new investments;.."l'

The exact method of transition from one such equilibrium
to another is not plainly stated although it involves:
this change in the mix of idle and active balances which
can be characterized as hoarding or dishoarding. The
later argument that savings and invesiment are neces-
sarily continuously equal was a bugaboo.;.a condition
only applicable to equilibriwm: David MeC, Wright com=—
ments that, ",..Keynes has shown thet it is always pos-
sible to arrange the national accounits se that the net
saving and investment of the periods are equal, For
example, if actual investment exceeds planned savings
because it has been financed either by more bank credit
or the transfer of idle funds from speculative balances
there will be windfall profits. We add the windfall
profits to the planned saving and the total t*saved?! will
then equal the amount of investment, Reverse the case
and the reverse will be true...in this sense the equality
of saving and invesitment is a mere logical quibble;"Z‘
There are, of course, any number of ways of foreing
identity between savings and investment - "windfall
profits" is just one method, implying rising prices. If
prices do not rise but stocks of finished goods are de-
pleted at last period's prices, then the identity can be
preserved by including a positive change in inventories
as investment., A combination of both definitions may
be used. Or, the immediate passage of dishoarded finds
into the income stream leaves one open to interpret
this new, and as yet unspent, income as unintentional
savings to be added to the actual flow of saving vol=

1. ibid., p. 146
2, D, McC, Wright — The Keynesian System (New
York: Fordham, 1962) p. 42 ‘




untarily offered in the period considered. A rise in the
price level may be looked on as ‘'foreing savings' in

some sense by reducing real consumption. All these pos-
sibilities have, at one time or another, been suggested
in satisfaction to the god of continueus saving-invest-
ment equality;

Now it can be said, as Professor Tsiang apparently
did,”* that complete reconciliation of the Keynesian and
loanable funds theories is achieved by the understanding
that Keynes was concerned with a point of inter-equil-
ibrium transition while Robertson was describing an in-
terval (defined above) of time in a disequilibrium sys-
tem. The undated nature of the 'fundamental equations!?
would support this view together with the absence in the
Ireatise of a loanable funds equation in any way compar-
able to equation (14) listed above. Keynes was viewing
a dynamic system at a point of time in a strictly 'stock!
manner = observing the determination of the rate of
interest by the supply and demand for inactive funds,
the size of windfall profits and inferring the latter
as the difference between two recent flows: those of
saving and investment. But while stocks are clear-cut
at a poiht of time, flows don't exist at all; they re-—
quire an interval to become economic observables., It
was the interval that Professor Robertson insisted upon
when he pointed out that "there are inevitable diffic-
ulties in expressing in statically-~framed terms the sit-
uation existing at a moment of time during a period of
ghange; it is precisely for this among other reasons

1. in his article "TLiquidity Preference and Loan-
able Funds Theories...A Synthesis" (&merican
Economic Review vol. 46, 1956, pp. 539-564)

in which the early section of the second
model derived depends so heavily,




that Mr, Keynes! photographic formulation seems to me o
need supplementing by a cinematographic one".l' This
question is, of course, entirely separate from the gques-
tion as to whether the General Theory was expressed in
terms of ultimate equilibrium - equality not only of sup-
Ply and demand for money but also of savings and invest-
ment - as opposed to an expression and description of
transition between such states. The question at hand
has rather to do with alternative views of the trans-
ition period only: the Robertsonian view involving an
interval of time and the view imputed to Keynes (of the
Treatise at least) by Robertson and Tsiang wherein a pro-
cess of change can be looked at using a "moment of time"
rather than an interval. The present writer inclines
to look at such snapshots as deceiving when an essential
part of the system is flow analysisj; intervals are not
optional gear when flows are deemed important in a model.
To the extent therefore that Keynes may be said to apply
statical concepts to a transition period by looking at
the interest rate determination model at a point of time,
he sacrifices a complete picture of how the system attains
its ultimate equilibrium shown in the Hicksian IM-IS
formulation and suggests, unreasonably, that a serious
rift exists between liquidity preference and loanable
funds methods; a rift which Robertson did not believe
to exist at the time of the original dispute.

Before this line of criticism gets out of hand,
it ought to be added that its content is largely un-
important in terms of the reconciliation here attempted.

1, D. H. Robertson - "Nr, Keynes and the Rate
of Interest" American Economic Association
Readings in the Theory of Income Distribution
ed, Pellner and Haley (Homewood: Irwin, 1951),p.440




The reason is that it is not wholly clear that Keynes view-
ed fleeting inter-equilibrium states in the same static
terms as he viewed what has here been called the ultim-
ate (or Hicksian) equilibrium. It is this last as a
tendency which we identify here as the Keynesian theory
of interest (and income) determination. The other gues-
tion asks whether or not Robertsonian methodology pro-
vides a valuable and accurate method of discussing
transitional behaviour and the second of the above two
models has answered this, it is hoped, affirmatively.
There may well be other methods of looking at the process
deseribed in loanable funds analysis and these methods
are not hereby ruled out.,

iv.

Recent controversy about the ligquidity preference
and loanable funds approaches centres on what has been
called the 'stock-flow! problam;l' This problem is in-
deed a complex one; it might be useful at the outset to
point up two fundamental questions relating to any econ-
omic market:

a) are the participants in the market aiming at pos-
sessing a stock of the good in question, depending on

1, for lists of the artieles involved in this
somewhat voluminous debate see H, G. Johnson-
"Monetary Theory and Policy" American Economic
Review, vol, 52,1962, pp. 335-84, and G. Shackle
- "Recent Theories Concerning the Nature and
Role of Interest", Economic Journal, vol. 71,
1961, pp. 209-254 (both reprinted in Surveys
of Economic¢ Theory (vol. one), London: Mac-
Millan, 1965). The present paper notes some
contributions as well in the bibliography following.
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the price, or are they aiming at achieving some flow of
the good in question relative to some particular period?
b) once property a) has been decided upon, to what ex-
tent ‘do the market participants fulfill their aims in any
particular period and if they fall short (or possibly
exceed) these aims, what subsequent action is taken by
way of compensation for such a miscalculation or incom-
pletion?

For any particular market - be it for bonds, food
or old masterpieces - the answers to the two questions
posed are a question of fact., Economic theory, when
describing any particular market, alone or as a section
of general equilibrium analysis, must simply do its best
to approximate, in a fairly convenient manner for a model
system, the stock-flow properties of the market as it
operates in reality. In what follows, these strictures
ought to be remembered; the criteria in judging the mar-
ket mechanisms of the second model (agbove) will be in
terms of manageability and realism,

Clearly, the two questions posed gre wide enough
t0 permit a considerable variety of economic markets
t0 exist, not to mention the possibility that different
sections of the same 'market' may reflect differing as-
pirations on the parts of the respective groups of par-
ticipants. Such markets have been clagsified as 'stock-
flow' markets (by Clower and Bushawl'), the price deter-
mined being due to the interplay of both stoek desires
and flow desires treated in an additive fashien, This

1. R. Clower and Bushaw - "Price Determination
in a Stock~Flow Economy" Econometrica vol., 22,
1954, pp. 328-343, and Clower -~ "Productivity.
Thrift and the Rate of Interest" Economic Jour-

nal vol. 64, 1954, pp. 107-115




is the type of market one has to worry about in the loan-
able funds-~liquidity preference reconciliation. The
Keynesian model is concerned with the stock of money to
hold and the flow of money going into current purchases

of securities by way of savings: the stock-flow relationg
for securities is implicit in the model, Money is the
key variable. For consistent comparisoh, this must also
be so of the loanable funds theory and has been assumed

to be the case in the preceding discussion, But alter-
native interpretations of the loanable funds model have
sometimes been proposed: chapter one has already noted
that Professor Ohlin preferred to treat supply and demand
for credit, i.e., financial obligations, Hicks, in

1938, reconciled the theories by arguing that the loan-
able funds theory referred to the demand for bonds as

a stock as determining the rate of interestl', and it

is clear that Ohlin's terminology, that is, his tendency
t0o emphasize credit flows rather than monetary flows,
could lead to an interpretation of the loanable funds
theory in terms of stocks of securities, Hicks' view,
when combined with the Keynesian approach - that the
interest rate depends on the demand for money as a stock -
in the context of a general equilibrium suggests that in
solving the general gystem, one or the other demand
function can be removed. Whether one is left with a loan-—
able funds or liquidity preference theory of the rate of
interest then would depend simply on which demand function
were discarded? This approach is valid only provided

1. J. R, Hicks - Value and Capital (@xfords: Clar-
endon, 1939) pp; 153-162, More detailed dis-
cussion of Professor Hicks'! reconciliation of
liquidity preference and loanable funds theo-
ries follows in Chapter Three.
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the definition of loanable funds employed is considered
reasonable...most succeeding writers have not thought so,
believing adamantly that the loanable funds approach is,
instead, strongly flow oriented., A second alternative
Pormulation was that loanable funds theories must be
referring to flows of securities rather than monetary

- flows and it is clear that these flows must indeed be
kept in mind...more will be said about such flows in a
moment,

Assuming that monetary stocks and flows are the
most important touchstone of both theories, what pro-
perties of these stock-flow variables are required to
produce the sort of reconciliation attempted here?

True to Keynesian thinking, the influence of stocks is
profound; in faet, the stock equilibrium characterized
by the liquidity preference schedule cannot be ruptured,
it is continuously maintained on an intraperiod basis.
The stock itself is, however, changing to reflect (temp-
orary) disequilibrium in the flow section of the market
consisting of saving and investment. DProfessor Johnson
has described the action of a stock-~flow market in the
following terms as one possibility: ", ,.price is deter-
mined at every moment by the demand for the emisting
stock, but at this price, there may be a net flow de-
mand or supply which gradually changes the existing
stock and therefore the price; and full equilibrium re-
quires a price which both equates the stock demand and
supply and induces a zero net flow"fl‘ This is precisely

1., H, G. Johnson - "Monetary Theory and Policy" _
American Economic Review vol. 52, 1962, p. 363,
intended as a description of K. Brunner's ap-
proach in "Stock and Flow Analysis: Discussion!
Econometrica vol. 18, 1950, pp. 247-251




the way the Keynesian adjustment has been looked at as it
moves ‘toward ultimate equilibriwn; if and when the latter
has asserted itself, the net flow into, or out of, idle
funds is zero., The flow of savings and investment is

of course positive in ultimate equilibrium but utilizes
not idle balances, by definition; but rather a fraction
of transactions balances depending on the propensity

t0 consume.

Provided the flow into or out of idle balances re-
flects the exigencies of continuous stock equilibrium in
the demand for money and provided saving and investment
flows can be properly defined and are unrelated to ques-
tions of stock equilibrium in the balance holding sphere,
the model here advanced does not run into trouble from
the new stock-flow debate, Klein™* strongly objected
to the implication that, because in some instances, a
flow may be regarded as a change in stock, the two con-
cepts always stand in this relation to one another, Pro-
fessor Gardner Ackley in particular takes a strong stand
against the view that the hoarding-dishoarding flows of
the loanable funds formula can be interpreted as changes
in stocks occurring on the locus of the Bé-curve. He re-
gards hoarding as a decision relating specifically to flows
in the current period. If however, these flow decisions
can be related to the difference between actual idle bal-
ances and balances desired according to the liquidity
preference schedule, then the Pathtdto ultimate equil-
ibrium, in the Hicksian IM-IS sense, is modified though
the achievement of this state is not peecluded. Under

1, TILawrence Klein - "Stock and Flow Analysis in
Economies" Econometrica vol, 18, 1950, pp. 236-241




Ackley's assumptions, the L~ function loses its con-
straining property during the transition from one Key-
nesian equilibrium to the next. The formulation of

this alternative opinion about the reaction speed of
money market participants is reserved for Chapter

Three which discusses various historiecal attempts to
synthesize Keynesian and loanable funds doctrines as

well as mentioning critiques of these syntheses. Id-
entity of stock and flow analysis is definitely not
being assumed ih:zthe present discussion - it is only
being assumed that in this particular market, the asp-
irations of the participants express themselves in stock
demands while the nature of the particular market is

such that price changes occur rapidly so that stock
equilibrium is continuously in effect -~ the Lz—curve

is a constraint, that is, visually, the economy may

slide along the Lg-curve but may not find ikself temp-
orarily off the curve. The dominant aspect of this:
stock equilibrium in the process of adjustment can be
mogt easily seen by the effects of a shift in the liquid-
ity preference curve., Should it transpire that a shift
in liquidity preference oceur (say during a period of
disequilibrium adjustment following a shift in the invest-
ment demand function), instantaneous market equilibrium
occurs via a change in the interest rate: instabilitly

of stock equilibrium changes the initial conditions

under which the flow adjustment operates and, in fact,
gsets up its own flow adjustment as does any other shift
in the basic functions (see figure seven)e This sort of
instability in the demand for idle balances was import-
ant in the original Keynesian formulation and lends a
further reason (additional to the volatility of investment
demand) to suppose that ultimate equilibrium is the tend-
ency while transitional disequilibrium states are the
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realistic norm, In any event, diagram seven brings out
clearly the dominance of the demand for money as a stock
of idle balances in defining the nature of both temp-
orary and ultimate equilibria and it is in the sense
that the rate of interest must always adhere to the Lz-
curve (or the IM curve) that it is reasonable to declare
that monetary factors are the key to understanding the
actual rate of interest as "...the price which equil-—
ibrates the desire to hold wealth in the form of cash
with the available quantity of cash...]represented bY oo
a smooth curve which shows the rate of interest falling
as the quantity of money is increased."l'

It would be possible to discuss this sort of system
including lags and distributed lags with respect to the
monesary sphere or with respect to savings and invest-
ment schedules, The effects thereby achieved on the
equilibrium tendency remain yet to be explored although
two contributions in this line ought to be mnoted: in
his discussion of monetary factors in A Contribution to
the Theory of the Trade Cyecle, Professor Hicks chose
to lag investment decisions on the rate of interest re-
flecting a gestation or decision lag., In terms of his
own famous diagram from earlier analysis, the only
change is that the IS curve is elastic to yesterday's
interest rate and this produces a familiar cobweb form of
adjustuent (illustrated in figure eight) according to
Professor Hicks., He suggests that this is a form of
monetary trade cycle but not only is the exact mechanism
of adjustment absent in this model but the cycle it pro-

1, J. M. Keynes - General Theory of Employment,
Interest, and Money (London: MacMillan 1936)
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duces is a wierd one with income and interest rate move-
ments occurring in alternation, an effect which past
business cycles do not confirm.l’ In another contribution,
D, Smyth began with the same assumptlion that invest=
ment spending is lagged on the rate of interest and went
on to add an accelerator as well.z' Smyth's article, and
a precursor by H., Minsky (footnote below) accept the
emptiness of strictly non-monetary approaches to busi-
ness cycle theory (and, one might add, growth theory).
The ultimate Keynesian equilibrium is not employed in
their analyses for +the ob¥ious reason that it is never
attained and they require a dynamic monetary theory which
utilizes, at the same time, the basic contributions of
Keynesian theory. This is a direction in which theor-
etical economics is surely headed - we have dynamic
theories of cycles and growth involving intricate spider-
webs of real variables sequentially related in ingenious
ways and to this it seems highly probable that a dyn-
amic monetary theory will be added containing its own
problems of lagged or unlagged adjustment and at the
same time generating problems of real versus monetary
relations in a moving econony.

Returning to more direct questions of stock-flow
relations, some difficulties have evolved around the
choice between bonds or money as the key variable in

l. J. R, Hicks - A Contribution to the Theory
of the Trade Cyecle (Oxford: Clarendon, 1950)
Chapter Eleven, p. 201

2., D. J. Smyth - "Monetary PFactors and Multiplier-
Accelerator Interaction" Economics vol. 30-31
1963, pp. 400-407, also the earlier article
"Monetary Systems and Accelerator Models" by
H. Minsky(American Economic Review vol. 47,1957)

ppo 859—83
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interest theory. The preseht discussion has been carried
on in terms of money since both Keynesian and Robertsonian
theory can be interpreted as being mainly concerned with
this variable, as regards interest determination at least.
A wider theory will however take more explicit:note of
stocks and flows of securities; the basic problem, lead-
ing to a theory involving multiple asset-holdings, has
been pointed out, in independent contributions, by Turv-
ey and by Gurley and Shaw.l' Turvey draws Keynesian
liquidity preference curves as dependent on the stock

of bonds required to be held in conjunction with the

idle money-stock. Comparing different Keynesian equil-
ibria as in figure nine, it was Turvey's contention that
an economy with a 'small' stock of bonds (but a stock of
money equal to M) would have an equilibrium interest rate
of r while another economy, alike in all respects, with
the same stock of money, but having a 'large! stock of
bonds wouvld reside, in equilibrium, at a higher inter-~
est rate - r', The differences in equilibrium conditions
are meant to reflect a theory of asset choice whereby a
rate of interest equilibrates not only the demand and
supply of bonds (the approach has been expanded by Tobin
and others recently to the point of Walrasian generalityz').
Concentrating on the traditional liquidity preference
curve obscures the fact that saving-ianvestment flows

add to the stock of securities 1o be held although only

1. Ralph Turvey - Interest Rates and Asset Pricéss
(London: Allen and Unwin, 1960) Chap. Two
Gurley and Shaw - "Financial Aspects of Eco-
nomic Development" American Economic Review
vol.45, 1955 esp. pp. 523-32

2, for example, Brainard - "Financial Intermed-

iaries and a Theory of Monetary Control" Yale
Economic Essays vol. 4, 1964, pp. 431-82
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inequality of savings and investment flows makes an im=-
pression on the stock of money o be held inactive.

Thus there is an assymetry. Suppose equilibrium has
obtained at r in figure nine in the sense that savings
and invesitment are equal while the public is Jjust prepared
t0 hold the existing stock of money and bonds at the
Bond price implied by the level of r. But the going
forward of saving and investment adds to the stoek of
bonds 10 be held in the following period, depending
quantitatively on the degree of external finance so

that the Keynesian equilibrium appropriate to the second
period in such an anlysis may involve interest rate r!t
rather than r, the rise being necessary to induce the
public to hold bonds in place of money or rather, bonds
without the compensation of an additional supply of mon-—
ey equal to M!'-M., Gurley and Shaw remark that "...an
ample supply of money implies in the Keynesilan model
that the taste for liquidity is relatively sated. With
bonds in short supply to spending units, the taste for
interest is relatively unsated and the price of bonds in
terms of money is high., If bonds are hot held by banks
but by the public, money and liquidity are in short sup-
ply. Then the taste for interest income is relatively
sated, bond prices are low in terms of money and the
interest rate is high.">" They go Qn to affirm that

the external finance of investment spending by the is-~
sue of securities is likely to create a deflationary
influence on investment spending itself unless active
money creation offsets the résulting period by period
upward shifts in the Lz-curve. Their interpretation of

1. J. G. Gurley and E. S, Shaw - "Financial As-
pects of Economic Development" American Econ-
omic Review vol. 45, 1955
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the demand for balances is not Keymesian however: it is
"diversification" demand (to use their own term), not
speculation, which defines the postion and shape of the
demand curve for idle balances. Both influences must
be reckoned on in a complete theory and the addition of
divergification aspirstions to the speculative element
of the General Theory requires the explicit attention

to stocks and flows of securities that is being evolved
in the present literature. In an economy whose sub-
jects are prone to diversify poritfolios between money
and a range of securities (here referred to by the all-
embracing and inadequate term 'bonds'), a constant sup-
ply of money cannot be expected to maintain static equil-
ibrium if saving and investment involve the piling up

of new securities period by period., Growth of the money
supply becomes an organic condition for t*staying in

the same place'. '

With the exception of this problem surrounding the
accunulation of illiquidity in Keynesian 'equilibrium?,
the stock-flow discussion with respect to bonds has
centred on points similar to the discussion with respect
+0 money. Since the present commentary assumes that the
choice between idle money and old securities is taken
in separation from the decision t0 save or consume cur-

rent income, the comments of writers on the nature of
the bondholders' aspirations will be largely the con=-
verse of the nature of idle balance holders!' aspirations
as summarized in the liquidity preference schedule (with
pogsible modifications to allow for the diversification
nature of demand for money and securities by the public);
Clowerls 1954 articlel' on the stock-flow relations

1. R. Clower - "Productivity, Thrift, and the

%%?elgg_iﬁgerest" Economic Journal vol,64,1954
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making up a theory of interest determination is phgraged
in terms of security holdings and the changes in these
holdings. Clower tackles the problem from the point of
view of diversification demand rather than from the

pure liguidity preference side - liquidity preference is
introduced as a particular case of price expectation:
",,.an individual will distribute his holdings in such
a way as to equalize the marginal advantages of holding
a dollar's worth of any one asset with the marginal ad-
vantages of holding an equal value of any other asset.
That is to say, given expected future prices and given
the current prices of all other goods, an individual's
demand for bonds will be a function of current bond
prices."l’ The demand curve for bonds so conceived is
demand for a stock of bonds and the equilibrium is ach-
ieved continuously as the price intersection of this
demand function and the fixed supply of old securities
available to hold. But the price hereby prescribed
probably induces flow disequilibrium whereby net new
issues are positive or negative (positive or negative
investment) and this flow disequilibrium produces,
period by period, change in the stock of old bonds which
nmust £ind holders and, according to the elasticity of
the demand for securities curve, change in the price of
bonds, Flow disequilibrium in Clowert's semnse covers
both temporary and ultimate equilibrium in the model giv-
en above: in temporary equilibrium both the stock of
bonds and the stock of money to hold is changing and ex-
erting a double-barreled effect on the rate of interest
(the price of securities), in the ultimate or Keynesian
equilibrium, Clower's flow disequilibrium applies only
to0 a changing stock of bonds for saving and invesitment are

1, ibid, p. 107
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in squality. In both cases, the rate of interest does
not maintain a steady level, Unless it is posited that
the public desires to augment its old bond stock by each
periodt's saving without balancing the increase by hold-
ings of money (a view that may well be accurate), the
only persistent equilibrium with an unchanging money
stock is zero saving and invesiment (net).l‘ In con-
ditions of flow disequilibrium, Clower grants a tendency
for dual (stock and flow) equilibrium to be established
via the gradual mechanism that, with respect to the
liquidity preference 'side of the picture', has been
identified with the operation of the Kahn-Keynes mult-
iplier in terms of money income, But he echoes the
approach of Robertson: ";;.changes in productive tech-
niques occur almost constantly, and individual ex=
penditure patterns are subject to ceaseless development
over time, If considerations of this sort are intro-
duced: into the model, it is apparent that its behaviour

1. The suggestion that the willingness to add to
the stock of bonds, that is save rather than
consume is likely to depend on additional
money being created to 'balance! (in the pori-
folio-liquidity sense) the addition to sec-
urity holdings can most economically be ex—
pressed by returning 4o a classical depende
ence of savings on the rate of interest (as
well as income following Keynesian rules). But:
with this notion savings varies inversely rath-—
er than directly, with the interest rate, be-
cause, the lower is the rate of interest, the
greater is the supply of idle balances avail-
able to balance additions to security portfol-

ios, This would be in part offset by the us~
ual unattractiveness of highpriced securities...
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will be different from that outlined... DBond prices
will still tend towards a stationary...[ultimate]...
equilibrium level, but the stationary equilibrium pos=-
ition will itself shift with the passage of time so
that the market may 'develop! indefinitely.;."l'
According to Clower's interpretation which agrees
with the view presented in +the model of section ii, the
stock equilibrium is the dominant determinant of the lev=-
el of the rate of interest at any point in time. Both
Brunner and Shaek&ez’ are in basic agreement with Clow~
er's views on this point, though Shackle asks what price
conditions are required if non-zero flow equilibrium
must persist alongside stock equilibrium when both seg-
ments of the market are sensitive 0 the price in ques-
tion., No such equilibrium is possible with positive
flows if the flow is conceived of as adding to stock
continuously unless stock demand rises period by period
paripassu with the addition to stock generated by the
most recent flow into the market., If stock-flow equil~
ibrium is to be a possibility, the flow demand schedule
nust be interpreted as an 'increase in stock'! demand
schedule in the dyhamic Keynesian model sketched above,
The liquidity preference schedule is a speculative sub-

1. R. Clower - "Productivity, Thrift, and the
Rate of Interest" Economic Journal vol. 64
1954, p. 114

2., K. Brunner -~ "Stock and Flow Analysis: Dis~
cussion" Econometriea vol, 18, 1950, PP. 247-251
G. Shackle -~ "Recent Theories Concerning
the Nature and Rate of Interest" Economic
Journal vol, T1l, 1961, pp. 209-254,
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stitution curve, that is, movements along the L2 locus:
imply an exchange of money for bonds; otherwise Turvey's
method of multiple liquidity preference functions would
be required. The nature of the market is such thet the
speculative substitution curve is always adhered to as
the model develops., A more complete model would include
in the liquidity preference schedule the motives for di-
vergification as between the public's holdings of money
and gll securities as Clower and Gurley-Shaw emphasize,
Saving also involves exchange of money for securities,
and as a decision, is regarded as separate from the one
implied by the liquidity~-preference schedule. Hoarding
income is admissable, for example, by admitting an up-
ward shift in the liquidity-preference function sim-
ultaneously with a downward shift in the propensity to
save during the period considered. The desired saving
flow as a proportion of last period's receipts is fully
realized; recalling that, by a period, is meant the
necessary time lapse for a unit of money of average in-
come velocity to pass from one income recipient to the
next, The dynamic Keynesian model presented here hass
ignored the buildup of securities occasioned by the get
of saving and the effects of this growth in stock on

the liquidity preference schedule over time: in summary,
three interpretations are possible, either the rate of
interest is driven upward by this accretion of secur-
ities, represented by a rightward movement of the L2—
curve (Turvey, Gurley=Shaw), or the public is construed
as demanding a steadily larger amount of securities al-
ongside the same stock of idle balances so that the LZ'
curve remains steady in spite of saving, or, as a last
possibility, the saving-flow may be interpreted as too small
relative to the stock of outstanding securities for the
effect of additions to stock from this source to be re-
garded as significant.



T3

Vo

The Keynesian suggestion that the forces of pro-
duetivity and thrift play only an indirect role in set-
ting the overall level of the rate of interest repre-
sents an overly radical break from the stream of tradition-
a2l economic theory. Keynes' theory of interest deter-
mination has effectively won the field by cutiting off
progress in the classical-neo-classical camp; Yet the
latter formulations have something to contribute, even
in a monetary approagh to interest theory and macro-
economics in general., In the market periocd, the rate
of interest reconciles the forces of a complex market,
residing, as Keynes indicated, at a level so that all idle
balances find willing holders while moving to permit a
change in idle balances sufficient to resolve positive or
negative excess demand for investment funds reflecting
goods market disequilibrium, The market rate repres—
ents a resolution of forces including not only those
described in Keynesian monetary theory, but also includ-
ing productivity‘and thrift interactions. The resol-
ution of saving-investment inequality in the market
for loansble funds by hoarding and dishoarding may well
change the conditions in which changes in idle balancess
are accomplished by altering the position and shape of
the liquidity preference function itself; if expec—
tations held by the public as to the normal level
of interest rates in the economy depend on an average
of recently experienced interest rates. If, as Keynes-
ian theory suggests, the liquidity preference function
is centred on the normal rate, then the dynamic deve
elopment of the loanable funds market toward an ultim-
ate (stable) Keynesian equilibrium involves gradual
shifting of the conditions attendant on hoarding and
dishoarding since the Lz—curve itself will alter in



inter-equilibrium transition;l' The main purpose of
this chapter has been to link the statical Keynesian
formulation of macro-economic equilibrium with its em=
phais on money holdings to the neo-classical dynamic
approach to interest determination, The theory pre-
sented isg a distillate of a number of contributions

in the last thirty years since the appearance of the
General Theory. There are a number of important strands:
in these contributions which deserve further consid-
eration, therefore, the next chapter will set about
surveying past attempts at liquidity-preference, loan-
able funds synthesis with a view 1o relating them

to the composite model just presented and discussed,

1. see in particular, H, G. Johnson, "Some Camb-
ridge Controversies in Monetary Theory" Rev-
iew of Economic Studies vol. 17-19, 1951~
52, PD. 101-102, where he discusses the
fundamental significance of productivity
and thrift in longer period interest rate
determination,..
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III.

A Survey
of the Ligquidity Preference and Loanable Funds Debate

In the introductory chapter beginning this paper,
the liquidity preference theory according to Keynes and
the Hicksian refinement of it was set out. In the same
chapter, an outline of a composite loanable funds ap-
proach was presented in contrast to the Keynesian meth-
od, Chapter Two attempied an exposition of what the
writer regards as a fruitful reconciliation of the two
expressions of interest rate theory with a view to main-
taining the spirit of both contributions while welding
them into a fuller theory of interest and income de=
termination - a theory which has its static aspect
useful for purposes of comparative equilibrium study
but which also builds in a dynamic aspect useful for
the study of growth and cycles. The present chapter
fills in a historical gap between the first two chap-—
ters; showing the evolution from the apparently dis—
parate gstatements of loanable funds and liquidity pre-
ference theories of the first chapter to the unified
expression of the second chapter. This section, it is
hoped, will also assgst in clarifying further the re-
coneclliation of the last section, particularly with
reference to money market reactions.

i,
Conceptually, the earliest attempt to prove equiv-
alence of the loanable funds and liquidity preference
theories was that of J. R, Hicks in 1939,7° He des-

1. J. R. Hicks - Value and Capital (Oxford:
Clarendon, 1939) pp. 331, Chapter Twelve
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eribed the opposition of the two theories as a "sham
dispute within the ranks of those who adhere to the
monetary approach +to interest theory ";l‘ To deme
onstrate the uselessness of the argument, Professor
Hicks employed Walrasian general equilibrium snalysis
and its corollary viz. that: if overall equilibrium
(zero excess demand) is implied by the solution of such
an n-equation system while at the same time equilibrium
(zero excess demand) is implied as the solution for
each of the system's component markets, then the equil-
ibrium of one of the component markets must follow
simply by definition so that the equation of supply and
demand pertaining to this market (whatever it may be)
can be conveniently dropped from the analysis as otiose;
Hicks regarded the economiic system as composed of n-2
goods markets, a money market, and a loan (or bond) mar—
ket, In his view, accurate if his interpretation is
accepted, the decision to eliminate the money market
equation gives a loanable funds flavour to the deter-
mination of the rate of interest since his understanding
of the loanable funds theory is that the supply and de-
mand for bonds sets the rate of interest. The decision,
on the other hand, to eliminate the bond market equation
would leave the supply-demand relation for money as es=-
sential in solving the general equilibrium and would
lend a liquidity preference flavour to the Walrasian
system., The question to be asked here is: in what res-
pects is this description comsistent or inconsistent
with the approach outlined in Chapter Two? Most ob-
viously, the model of the last chapter differs in gen-
erality from the system proposed for study by Professor

1. J. R, Hicks - Value and Capital (Oxford:
Clarendon, 1939), p. 153




Hicks; instead of containing 'n' markets, 1t containss
only three and even the interactions of this relatively
small number are restricted. The goods market under
consideration here has been aggregated in the sense
that a potential number of goods markets equal to n-2
has been consolidated into a single market for all
goods, This consolidation accomplished, so that the
general system is condensed into a particular system

of only three markets (money, bonds and goods in the
aggregate), the prices which affect the supply and
demand relations of the goods market ought theoret-
ieally to be two in number: the rate of interest and
the price of all goods expressed as some sort of average.
The latter effect is then neglectedl‘ while the ef-
fect of the rate of interest on demand-supply relations
is largely confined to only a portion of the goods
market - that is, the supply and demand for productive
goods rather than consumption goods.g‘ With respect to

1., alternatively the price level in the aggreg-
ate goods market can be regarded as dependent
on money wages which, in turn, are assumed
sticky (eonstant in the short period) so that
introducing prices in the goods market is just
a question of adding a parameter not a variable
to the analysis. When looked at this way, per-
haps the word "neglect" is not an unreasonable
way of describing Keynes' methodology...

2,..elasticity of the savings schedule to the rate
of interest (see the First model of the prev-
ious chapter) means that consumption demand is
elastic to the rate of interest in addition to
the investment demand, Supply in the goods
market is infinitely elastic at the (parametric)

price level due +to unemployment in original
versions of Keynes,
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the remaining markets for money and bonds, the effects
of the average commodity price level in decisions of
the participants is wholly ignoredl‘ while the supply
of money is inelastic to both commodity prices and the
interest rate. The Walrasian system envisaged in
Hicks' analysis has indéed been drastically simplified!
But to a purpose. Xeynes has requested the student of
monetary economics to put questions of general equil-
ibrium aside, take ﬁp a microscope and bear in upon the
demand function for money: a single side of a single
narket, yet of sufficient importance to affect the pos-

1. Professor Patinkin (Money, Interest and Prices,
Evanston: Row-Peterson, 1956, p. 510) beliewves
that ignoring this effect of commodity prices
on holdings of money and bonds and ignoring
inelastic supply relations for goods (pre-
ceding footnote) constitutes a fundamental
error inimical to the insight of Classical
economic theorists. His book is concerned to
advance the generality of the consolidated
Keynesian model to the point where these ef-
fects are taken account of in describing ec-
onomic reality. Previously, Professor Oh-
lin had remarked that ".,.Keynes' construction -
unless it is interpreted in a way which he pro-
bably does not accept - seems to regard the
rates of interest as determined largely ‘outb-
side!' the price system, or at least as having
almost no connection with the mutually inter-
dependent prices and quantities." (Ohlin -
"Some Notes on the Stockholm Theory of Savings
and Investment, II" Economic Journal volQ 47,
1937, p. 227
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ition of the entire system of markets in an essential
way. Any other market, conceptually, has the same
potential for disturbance but for Keynes, in the early
Thirties, it was the money demand function that ex~
ercised this power in a manner that was worth calling
attention to, that was worth all the simplifications
involved in bringing out its prominence in the general
model; in the General Theory. The money market could
not be left to pass as merely a market among markets;
events contrgdicted such an ivory tower interpretation
of reality. Our microscope brought to bear on the de-
mand for money equation, this relation can be elabor-
ated to allow not only for the effect of spot interest
rates on the demand for cash, but also to allow for
the effect of future rates on the public willingness
$0 absorb money, Symbolically,

L, = £(zr,r) (25)
Here again, the Keynesian power of consolidation comes
$0 bear in reducing equation (25) to a two dimensional
relation wherein the current rate of interest (r) acts
as a norm, as a predictor of the expected rate of int-
erest (re). The demand for money %o hold (Lz-demand)

is hereby summarized by the famous L,-curve which places:
money at the core of the general equilibrium analysis

in a simple and understandable way, as a link between
the present and the future.l'

1. +the dynamic Keynesian system outlined previous-
ly shows the importance not only of tge present
~future relationship but also of the past-
present dependence., See later comments on
the articles by Tsiang, "Liquidity Prefer-
ence and Loanable Punds Theories...A Synthes~
is" American Economic Review vol. 46, 1956,
pp. 539-564, and Warren Smith, "Monetary Theo-

(cont'd...)
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We have, then, that the clearest difference be-
tween Hicks'! reconciliation and the one described in
Chapter Two, centres around the generality of the as-
sumptions made about the economic system., Generality
is further impaired by the assumption of continuous
zero excess-demand in the bond market (2 problem dis-
cussed without suggested solution in Chapter Two) so
that the money and goods markets only remain to be con-
sidered as the final distillate of the Walrasian sys-—
tem, That this is the standard approach to Keynes!
contribution can be inferred from normal textbook ap~
proaches following the Hicksian IM-IS exposition;l'
Effectively, then, the minimum number of markets re-
mains for any meaningful discussion: as Hahn reminds
us: ",..unless some very special assumptions, not us-
ually found in the literature, are made, we shall nor-
mally require at least two excess~demand equations to
determine any one price, or the equilibrium quantity
of any asset. If this is correct, it will be imposs—
ible for us to find one particular market relation
(excess~demand equation) which willibe sufficient to
determine the equilibrium rate of interest. It is the
attempt to do this, nonetheless, which may be respons=
ible for the continued controversy in this field, es-
pecially the liquidity preference versus loanahble
funds dispute.“z' Demand and supply relations for bonds

v...ries of the Rate of Interest, A Dynamic An-
alysis" Review of Economics and Statistics
vol., 39, 1957

1. eg. Ranlett — Money and Banking (New York:
Wiley and Sons, 1965) pp. 3008313

2., H. Hahn - "The Rate of Interest and General
Equilibziwn Analysis" Economic Journal v0l.65,
1955, p. 54
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are either ignored or assumed to enter the system in a
trivial way in the sense that the rate of interest con-
sistent with equilibrium in stocks and flows of money
establishes, ex hypothesi, equilibrium in stocks and
flows of securities. Appropriate assumptions, then,
about the supply and demand functions for bonds in the
¥eynesian system would permit of the elimination of the
money functions so that equilibrium would be resolved
in terms of the goods markét consolidated and the bond
market (consolidated) and the interest rate so deter-
mined would stand at the same level as the rate deter—
nined by the usual expression of the Keynesian system
in terms of the money and goods markets., Hicks would
presumably regard the former method of determining

the rate of interest as the loanable funds procedure,
that is as simply an alternative way of describing

what the previous chapter referred to as ultimate equil-
ibrium, Stated this way, a loanable funds theory of
interest determination is simply redundant; it adds
nothing to the Keynesian description of economic equil-
ibrium. Most wkiters have refused to accept Hicks!
interpretation of loanable funds analysis - Smith writes,
", ..the validity of Hicks' analysis can scarcely be
guestionéd if we accept his interpretation of the two
theories. However, the writer does not believe that
Hicks construes the loanable funds theory correctly.
This theory, as presented by its proponents, differs
from the liguidity preference theory not by virtue of
the fact that the one is developed in terms of the sup=-
ply of and demand for money. The difference lies rathemw
in the fact that the liquidity preference theory employs
the total stock of money and the offsetting demands a-
gainst that stock, while the loanable funds relates en-—
tirely to flows of money (funds) into (supply) and out
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of (demand) the capital market. It is a question not
of & money theory versus a bonds theory, but of a stock
theory versus a flow theory."l‘ The present writer
agrees with Professor Smith's objection to Hicks' re=-
conciliations the Walrasian model was never equipped
t0 handle questions of dynamic adjustment to the equil-
ibrium it describes and disequilibrium behaviour, it
has been contended, lies at the heart of the problem
of merging loanable funds and liquidity preference
models, Although modern theory may take exception to
the Hicksian interpretation of loanable funds, his
emphasis on security holdings achieved by elimination
of the liquidity preference equation in the general
equilibrium model serves to draw attention to effects on
the interest rate sometimes ignored in Xeynesian theory,
He remarks that "...Mr. Keynes' method loses something
in convenience when we leave the spot economy, with itss
one rate of interest and begin to concern ourselves with
the system of interest rates"Z‘. In a gense, this com-
ment parallels the recent move back toward general
equilibrium analysis of portfolio assembly (Chapter
Two, DP. 65 ).

We may permit this critique of Hicks' method to ap-
ply to the discussion by Fleming3' as well, He isolates

1, Warren Smith - "Monetary Theories of the Rate
of Interest, A Dynamic Analysis" Review of
Economics and Statisties vol. 39, 1957, pp. 17-18.
See the flow-of-money interpretation atirib-
uted to Robertson in Chapter One,

2. J. R, Hicks - Balue and Capital (Oxford:
Clarendon, 1939) p. 161

3. Fleming - "The Determination of the Rate of
Interest" Economica vol, 5, 1938, pp. 333-41
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three types of "property": goods, claims, and money in-
volving two pricess: the price level of goods and the
price level of bonds, Each type of property involves

a market with supply and demand functions related to
the goods price level and the rate of interest and the
clearing of these markets together with clearing in the
overall system leaves, as in Hicks'! analysis, which
Fleming mentions approvingly, a redundant market clear-
ing relation for elimination. Fleming discusses some
of the simplifications necessary in bringing the Was-—
ragian system as three markets into line with the Key-
nesian version: they parallel the above observations.
Thus Fleming reaches the same conclusions as Hicks by
much the same type of reasoning and by much the same
unsatisfactory interpretation of the loanable funds
doctrine as representing resolution of stock demand and
supply of bonds (or claims),

ii.

A second full-scale attempt to reconcile the two
theories was made by Professor Lerner and the following
discussion is based on an article writien by him in a
book of readings on Keynes' work published in 1948.1‘

1. Abba P, Lerner - "Alternative Formulations
of the Theory of Interest" in Bhe New Eco-
nomics (ed., Harris) (New York: Knopf, 1948)
pp. 634-654. Prior to Lernert's exposition
was an attempted reconciliation by Fellner
and Somers ("Alternative Monetary Approaches
to Interest Theory" Review of Economics and
Statistics vol. 23, 1941, pp. 43~48). Where-
as Hicks' attempt dealt with a stock equil=
ibrium and involved a misunderstanding of
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Lerner, unlike Hicks, Fleming, and Fellner-Somers, was
perfectly clear that the loanable funds theory was
phrased in terms of money flows or security-flows not
stocks of money and bonds while the liquidity prefer-
ence theory dealt with stocks of money in one sphere
and flows of money in the other, the transactions
sphere., He held however that the flow of money into

or out of, hoards in any period of time would be elastic
$0 the level of the interest rate (see the discussion
of Haberler's presentation in Chapter One) and this
interpretation, since it leads to the result that only
a zero interest rate can induce gero flows of hoarding
or dishoarding (assuming the 'hoarding curve' to begin
at the origin), had to be altered later in his present—

....the liquidity preference theory for they ap-
peared to construe a flow of money against
securities expressed by demand and supply
schedules elastic to the rate of interest
as representative of Keynes' liquidity pref-
erence contribution. They mention that
v, .. the essential suggestion of the Keynes—
ians... [is] ...that the desire %o hoard is a
significant determinant of the interest rate
v.o" (Fellner and Somers - "Alternative Mon-
etary Approaches to Interest Theory" Review
of Economics and Statisties vol. 23, 1941,p. 48)
but this is inaccurate representation of
Keynes' tool. The authors argued that Keynes!
theory saw the rate of interest determined at

the supply-demand junction for the entire

stock of money while loanahle funds theorists

saw the interest rate as framed un the bond
market so that reconciliation involves as-
sumption of equilibrium in the goods-money

£low mechanism, Little else will be said ab-

out the effort; most writers cite it as a failure.
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ation to the Keynesian view that the demand for money

as a stock, rather than a flow, only has interest el-
asticity. Having switched from flow to stock analysis
in the demand and supply of money, Lerner went ahead *to
face the problem of disequilibrium between savings and
investment flows by postulating that savings and invest-
ment must always be identical in magnitude so that they
can be amalgamated into a single "SI curve", He Jjust-
ified this procedure by pointing out that "...for any
particular rate of interest there is a particular scale
of investment...corresponding to that rate of interest
on the invesiment curve, and a particular supply schedule
of savings showing how much would be saved at different
rates of interest if income were at the level corres-—
ponding to the particular rate of interest, so that the
two curves will have this point in common. All other
points in the particular supply schedule of saving are
illegimate and may be left out of the picture, because
they contradict themselves in assuming a rate of int-
erest other than that which forms the postulate on which
the whole curve is constructed... The only legitimate
point on the supply curve of saving is the one which falls
on the investment curve and shows &hat at that particular
rate of interest the amount saved will be equal to the
amount invested;"l’ Lerner's purpose, then, is to in-
dicate ultimate equilibrium and his apparatus is infer-
ior to Professor Hicks! IM-IS approach in meeting the
task, He cannot argue that his is a picture of the mar-
ket period in the Roberitsonian sense for no explanation
is offered to explain how income magically leaps to the

1, A, P. Lerner - "Alternative Formulations of
the Theory of Interest", The New Econonmics,
ed. Harris, (New York: Knopf, 1948). p- 640
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level required to justify defining investment and sav-
ings as equal at any rate of interest - there is in-
sufficient time for the multiplier to work out and the
operation of the multiplier, as Chapter Two tried to
show, is intimately dependent on savings and investment
inequality resolved by a shift of funds into, or out
of, idle balances subject to the liquidity preference
constraint, Except in the sense of ultimate or Key-
nesian equilibrium, savings and investment are unequal
provided these decisions are made in separation from
one another and in response to different motives; there
isy therefore, no point in defining them to be contin-
uously equal and this paper has avoided what the writer
regards as a sterile attempt to equate two flows whose
inequality is an essential mechanism of change. In
this, Robertson's (presently unorthodox) point of view
is accepted,

Professor Lerner has attempted to discredit the
loanable funds theory, it may be said, on two grounds.
He justly argues that a theory in which flows of hoard-
ing or dishoarding are elastic to the level of interest
rates cannot be reconciled with the Keynesian approach.
Less justly, in fact, quite wrongly, he suggests that
a coherent loanable funds theory must provide for con-
tinuous equality of savings and investment whereas the
Robertsonian explanation of dynamic disequilibrium out-
lined in the last ¢hapter indicates that such an equal-
ity wipes out the explanatory value of a loanable funds
theory of interest rate determination,

iid.
We come now to two attempts to synthesize +these
theories which bear considerable affinity to the dis-
cussion of Chapter Two and upon which the analysis there
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rested in many places. The articles referred to are
by S. C. Tsiang and V. Smith.l‘ Tsiang's method will
be first discussed; it appeared more than a year in
advance of Smith's though there are a number of par-
allelisms. Tsiang is very careful about the stock-flow
distinction in his analysis; he selects a time period
in which the average velocity of active money is unity
so that income, investment, saving and consumption
flows can be regarded as flows of money. The writer
wishes to summarize Tsiang's discussion of dynamics:
during a day there are income-expenditure flows, in-
volving flows of money in the circular style often
shown to illustrate national income concepts. The
beginning of a Robertsonian day is an infinitesimally
short period in itself serving as a decision period

in which contracts are made on the loan market and ir-
reversible plans made for the income-expenditure day
coming up next. The rate of interest is set in this
short sub-period for investors decide on their mon-
etary requirements for expenditure in the upcoming day
and consumers do the same, A movement of funds may
occur to satisfy both sets of decisions and money not
earmarked for the day's use pust be held and the rate
of interest shifts to ensure that this is so., Then
expenditures are made as planned, completing one in-
come circuit to provide data for the next day's dec-

1, S. C, Tsiang - "Liquidity Preference and
Loanable Funds Theories, Multiplier and Vel-
ocity Analysis: A Synthesis", American Econ-
omic Review vol. 46, 1956, pp. 539-64
W. Smith - "Monetary Theories of the Rate of
Interest, A Dynamic Analysis" Review of Eco~-

nomics and Statisties vol. 39, 1957, pp. 15-21
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isions. Then, again, the bond markets open, consumerss
make decisions;, investors make decisions and a new rate
of interest gets determined resulting in the whole mon-
ey stock being held after possible instantaneous move-
ment of funds from holders (in the passive sense) o
holders (in the active sense) or vice-versa.

This is a rather contrived description of sequence
analysis but Tsiang finds in it what he believes to be
complete synthesis of Robertsonian and Keynesian pogw
itionsy, The close of the brief period at the outset
of each day sees the rate of interest set st a level
equating demand and supply of money on the Keynesian
fashion, while examination of period by period dyne-
amics: reveals shifts from idle to active uses and vice-
versa as new contract (decision) periods pass by so
that a loanable funds description of the model can be
employed with equal truth but involving different em-

phasis, Although the writer has relied heavily on Tsiang's

analysis, the description of dynamiecs given in Chapter
Two is simpler than this one. The sequence structure
employed there involved only a single time period for
consideration chosen as equal to the decision lag in-
volved in working out consumption expenditures, a
bench-mark used by Professor Robertson in discussions

- of interest rate theory. Thus, expenditure of one per-
iod generates, bwm assumption, income in the same per-
iod and lags required in describing decisions, like

the one-period income-~consumption lag, can be expressed,
in a first approximation, in terms of an integral num-—
ber of periods, The liquidity preference curve serves
as a sort of constraint indicating the price of chang-
ing the level, but not the nature of, the stock of pas-
s8ive money., The rate of interest always resides on the
currently existing liquidity preference schedule because
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this is assumed to be an instantaneously achieved,

and therefore, in a sense, inviolable, stock equil-
ibrium, Flows into or out of the idle sphere reflect
a moving stock equilibrium; the judgement being that

a) the demand for money to hold is summarized as a
stock demand as Keynes suggested not as a flow demand,
b) asset holders react with great speed in the correct
direction without overshooting to adjust their money-
interest position, and ¢) the financial markets are
rapid sensitive transmitters of aggregates of indiv-
idual decisions., These three characteristics of the
idle money-bond relationship are all questions of fact.
Gardner Ackley has criticimed Tsiang on the grounds
stated in judgement b) - that is, he believes that
Tsiang has not specified the reaction timing of as-

set holders; has not indicated explicitly that the de-
sired volume of idle hoards and the actual volume of
idle hoards are always the same; and has not previded
a rigourous description of asset-holders behaviour if
and when desired and actual cash balances are observed
to be out of kilter;l‘ The present writer has indicat-
ed here, and previously, that Tsiang probably does ime-
Ply an instantaneous theory of asset adjustment in his
reconciliation: ",,,.it seemed to me as reasonable an
assumption as any that whatever changes in the stocks
of idle cash may be desired can be carried out instant-
aneously..."Z: The trouble here is that Tsiang says

l. G. Ackley - "Liquidity Preference and Loan-
able Funds Theories of Interest: A Comment"
American Economic Review vol., 47, 1957, DD
662=673.

2, S. C., Tsiang - "Reply" (%o Ackleyis comment)

American Economic Review vol. 47, 1957, p. 675
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"ean be carried out instantaneously" which really re-—
lates to judgement e¢) concerning the efficiency and
convenience of the financial markets: - Ackley was talk-
ing about decisions not their transmission once embarked
upon, If the liquidity preference schedule is a curve
of desired stocks then the adjustment mechanism of act-
ual to desired magnitudes must also be known in order
to establish the magnitude of hoarding or dishoarding
flows and Professor Ackley sees this as the main prob-
lem in comparing Keynesian and neo-classical interest
theory.l‘ The model to this point has assumed instant-
aneous attaimment of full-stock equilibrium in asset
holdings; it is howeve® true that this adjustment
problem "...iss an empirical question about the behaviour
of wealth holders that our stock analysis - normally
framed only in equilibrium terms - never raises much
less answers., But it is obviously not only relevant
but indispensable for a loanable funds, disequilibrium
analysis"Q2. Professor Ackley does not specify exact-
ly what sort of hoarding function he has in mind but

he does allow the existence of the liquidity preference
function as representative of desired blanaces at every
level of the interest rate so that, presumably, desired
dishoarding would be linked to a discrepancy between
desired and actual balances at any rate of interest.
Equilib®ium would be said to obdain in the money sphere
when desired and actual balances had been brought into

1. see also his Macroeconomic Theory (New York:
MacMillan, 1961) Appendix: to Chapter Nine,
pr. 201=209

2., G. Ackley - "Liquidity Preference and Loan-
able Funds Theories of Interest" American
Economic Review vol, 47, 1957
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equality (by movements of balances into and out of the
active cireculation and by interest rate movements) so
that the desire to hoard -~ the excess demand for idle
money - becomes equal to zero.l’ Pigure ten (page 92)
illustrates a simple case of the kind of flow disequil-
ibrium behaviour suggested by Ackley's criticisms, Im-
agine an interest inelastic investment function pre-
vailing and a shift in the demand for idle balances,
say upward, from L2 to Lé. Tsiang's way of looking at
such an event and the method adopted in Chapter Two
would be t0 see an immediate new equilibrium established
with the rate of interest standing at D in the diagram
(the inelastic investment funetion rules out a change
in the idle money supply (MZ) so that attention can be
confined to the process of adjustment in +this one mar-
ket)., But if Ackley's strictures are borne in mind,
the adjustment from B to D following the demand shift
is not instantaneous but rather involves the sequential
resolution of a flow disequilibrium: at the rate of int-
erest appropriate to point B, actual balances are mM2
while desired balances are equal to AC soithgt Sthere
is an excess demand for money equal to BC if asset
holders attenpt complete adjustment to the new situation
represented by the new demand curve., Suppose, in gen-
eral, that desired dishoarding is functionally related
to the difference between desired and actual balances
(=BC) in diagram nine, so that, i
DHA = £(Ty, = Iop), £'2% £(0) =0 (26)

1. But the formulation of this kind of hoarding
function (equation (26) below) is entirely

distinct from +the interpretation of +the hoard-

ing function given by Lerner and mentioned
in the preceding section of +this chapter,
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where DH4A = desired dishoarding, EQA = gctual balances:
available to satisfy idle demand, LZD = desired idle
balances, elastic in the Keynesian way, to the rate of
interest,l’ Dishoarding is of course, a flow variable
while actual and desired balances are stock variables;
Tn general, desired dishoarding expressed by (26) has
two effects: it produces a change in actual balances
(LzA) as interest rate movements cause a shift into

or out of active balances via investment demand; it
also produces a movement in interest rates altering
the magnitude of desired balances, Only the latter ef-
fect is being considered explicitly in diagram #den

so that,

r, =Ty g = g¢DHA) (27)
where Ty represents the rate of interest at time 't°
and gt 0, g(0) = 0. In (26), when actual and desired
balances are equal, desired dishoarding is zero and
according to equation (27), the rate of interest stab-
ilizes. Referring again to the figure, desired hoard-
ing is related, functionally and by hypotheses, to the
distance BC...this desire to increase idle balances
exerts selling pressure in the securities markets
driving the rate of interest upward as indicated funct-
ionally by (27). If the rise in the rate of interest

1. the market behaviour equation representeé in
(26) has become a popular way of discussing
adjustments to equilibrium. R. G. D, Allen
(Mathematical Economics (New York: MaclMillan,
1959) pp. 69-72) describes: its operation.
Originated (according to Allen) by A, Phillips,
it has also been used by Bent Hansen (A Study
in the Theory of Inflation, London: Allen and

Unwin, 1951, 262 pp.) to describe the in-
flationary process,.




can be représented as equal to EA in the diagram then
the difference between desired balances (now EH) and
actual balances (EG = AB) has been narrowed, by the
outcome of period one's events, from BC to GH. The
second period witnesses a similar reapplication of re-
lations (26) and (27) and assuming stability conditions,l'
the system converges infinitely on point D which repres-
ents the new equilibrium state between idle balances
and the wish to hold them. Thus the model proceeds
t0 its new equilibrium in a series of steps in the same
way that the multiplier pperates; though the approach
may be more rapid than that of the income multiplier
though it is not here acéomplished in a sudden lunge of
sufficient speed to justify referring to the money mar-
ket equilibrium as, in a sense, inviolable or constrain-
ing.

In one sense, this view of the securities market
as adjusting.via a sequence movement is damaging to an
attempt to reconcile the liquidity preference and loans
able funds theories and in another sense it is nots Ex~
cept for cases in which the money market is unstable,
under the new assumptions the Keynesian equilibrium in
the monetary sphere is finally attained after a once-

I; it is possible that convergence to point D
would involve overshooting ‘o kield a stable
cobweb cycle., Divergent movements or un-—
stable cobwebs might briefly dominate a norm-
ally 'orderly!' market characterizing it temp-
orarily in terms of its latent unstable, spec-
ulative elements., For a brief discussion of
some stability conditions see Clower -~ "Pro-
ductivity, Thrift and the Rate of Interest"
Eoonomic Journal vol. 64, 1954, pp. 107-115




for-all shift in the economic schedules, Thus ultimate
equilibrium as illustrated by the Hicksian IM-IS dia-
gram would still be established as the end product of

a once-for-all change in the basic functions. The time
constraint on the re-establishment of equilibrium is
moreover likely %o remain centred on income generation
necessary for savings-investment equality since the
attaimment of equilibrium between the demand for and sup-
Ply of idle balances probably proceeds more rapidly than
the income generation sequence., Therefore, in the sense
that ultimate equilibrium is not precluded by lesss

than instantaneous stock adjustment in the monetary
sphere, the Keynesian discussionm as interpreted by
Hicks' ILM~IS equilibrium, remains perfectly valid as

the outcome of a loanable funds model with flow hoard-
ing aspirations. However, some writers, including
Tsiang (in the articles under discussion) and E. S.
Shawl‘ have interpreted Keynes to mean that the IM
equilibrium must be continuously fulfilled during dis-
equilibrium adjustment, Thus the revision envisaged
by writers like Ackley represents a break up of Keynes!
essential contribution to monetary economics for these
economists. While Chapter Two represented IM equilib-
rium as a constraint in the sense that it is a const-
raint for Tsiang, the present writer does not believe
that viewing the monetary part of interest-income +theo-
ry as a dynamic tendency to reach the Keynesian L2—
curve involves repudiation of Keynes' statements be-
cause comparative static procedure involving juxta-
position of ultimate equilibria was his main concern}

l. E, S. Shaw - "False Issues in the Interest
Theory Controversy" Journal of Political
Economy vol. 46, 1938, c.f. p. 830




And imperfect dynamic adjustment of the IM sphere does
not affect the eventual attainment of a new ultimate
equilibrium to be compared, logically, with the prev-
ious ultimate equilibrium, To undermine the validity
of thé Keynesian comparative macro-statics from the
money market side by this appreach, it would be necess-
ary to show that the public's behaviour is formulated
so that unstable overshooting or one-way instability
characterizes equations (26) and (27) or, alternately
it would be necessary to show that the desired flows

of dishoarding or hoarding do not, in fact, proceed
from stock disequilibrium but are desired by the public
in their own right and with no reference to a stock
demand for idle balances - in this event, reconciliation
is indeed an impossibility.

Turning to a second modern contribution, Profes=
sor Warren Smith begins his discussion with a clear
statement of purpose; his object being ",..t50 clarify
the relation between the Keynesian liquidity preference
theory and the loanable funds theory espoused by Rob-
ertson, Haberler, and others..,to produce a clearer
understanding of the relation between stock and flow
analysis in monetary theory and...to develop an impor-
tant distinction between (a) the determination of the
rate of interest in a short period when the level of
income is not in equilibrium and (b) the forces that
explain the change that occurs in the rate of interest
during a longer period as the level of income moves
from one equilibrium position +to another;"l’ Smith

1. W. Smith - "Monetary Theories of the Rate of
Interest: A Dynamic Analysis" Review of Eco-
nomics and Statisties vol. 39, 1958, p. 15
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chooses to formulate his model specifiecally as a linear
system of difference equations— this system differs
from Tsiang's and the reconeciliation presented in Chapt-
er Two in that savings of the current period are elas-
tic to the current period's interest rate and in that
investment depends not only on the current interest
rate bput also on the level of income lagged.l’ On
these grounds, his model is more general than the ones
so far discussed in that it incorporates elements of
the last chapter as well as a form of the accelerator
which has appeared frequently in business cycle and
growth models since Samuelson's and Harrod's early con—
tributions.z' His equation system is as follows:

G% =<XYtF1 + %Rt +r (28)
I,=3aY¥, q =bR + e (29)
Y, =C, + I, (30)
Myu= R, + @ (31)
My = kY, (32)
My =My + Moy (33)
Sy =Yy q - Cy (34)

where C = consumption, Y = income, R = rate of interest,
I = investment, M, = idle balances, Ml = active balances,
M = money supply, S = saving, @:,ﬁ sy esee@y, k = constants,

1. see Kaldor - "A Model of the Trade Cycle"
Economic Journal vol. 50, 1940, pp. 78-92

2, P. Samuelson - "Interactions Between the Mult-
iplier Analysis and the Prineiple of Acceler-
ation" Review of Economies and Statisties vol.
21, 1939, pp. 75-78
Harrod -~ "An Essay in Dynamic Theory" Economie
Journal vol. 49, 1939, pp. 14-33
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The system is soluble provided Mt is given as a constant
s0 that seven equations determine the equilibrium values
of seven variables. Such a solution with constant mon-
ey supply can show the Keynesian {ultimate) resting
place of the model in the same way that the ", ..ele~
gant graphical technique developed by Hicks can be used
to show the simultaneous determination of the equil-
ibrium values of income and the interest rate."l‘ In
his graphical treatment of +the two dimensional variety
gimilar to that of Lerner and Haberler (see Chapter
One), Profewwor Smith adopts the unitary income velocity
assumption already familiar to the reader (velocity

= 1/k = one, in equation (32) ). In his mathematical
discussion, however, Smith prefers to treat 'k' as a
general parameter rather than assume it equal to unity
and with this in mind, we may trace his discussion of
the effeets of creating new money in any period. It has
already been mentioned that creation of additional mon-
ey nust be assumed, except under special conditions, if
additional expenditure is to have full multiplier im-
pact as the dynamics of the model are worked out (Chap-
ter Two, diagram six and accompanying explanation). A
change in the total money supply. may be viewed either

@b g pndicater of eaonewtit CiLange, oy Lk atay be pidueds

as an event superimposed upon existing economic change
oceurring for other reasons, When the former occurs,
it might appear that the full force of the shift in
total money falls in the liquidity preference sphere
inducing a later move of funds between the active and
idle segments of the model -~ this is often the way mon-
etary policy under the Keynesian assumptions is described.

l. W. Smith = "Monetary Theories of the Rate of
Interest: A Dynamic Analysis" Review of Eco-
nomics and Statisties vol., 39, 1958




If, however, the model is in transition, with invest-
ment in excess of saving, say, then a change in the
money supply may gppear to be channeled entirely into
the finance of new investment via "banks performing
the primary function of banking i.e;, lending money
10 people who want to use it for investment purposes
as finance".l' So much for appearances; the truth is
that a change in the total money supply is parcelled
out between active and idle balances by depressihg the
rate of interest below what it would otherwise have
been whether or not 'what it would have otherwise been!
means a Keynesian equilibrium interest rate or a rate
which would have solved the market problem of the pres-—
ent, but not the future, slice of time., The interest
rate moves swiftly (in the model of Chapter Two) to a
position such that the sum of hoarding (which would
not otherwise have occurred) and new investment just
suffices to absorb the whole change in the money sup-
ply. The extent to which hoarding or new investment
takes a greater or smaller share of new money depends
on the relative elasticities of the L2-curve and the in-
vestment function over the relevant intervals (see also
figures three and four in Chapter Two).

When new money is injected into the model's mech-
anism during any period, it is sonmetimes convenient o
state equation (14) in a modified manner as:

22 d?é.—
S(Yt-l) + L2(r46 - rt-l) + LMt - 4= I(rt)
(35)

suggesting that active balances are augmented in the
current period E(t-l) o (tX} by the whole current

1. D. H. Robertson - "Alternative Theories: of the

Rate of Interest" Economic Journal vol. 47,
1937, p. 432
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change in the money supply (Mt - Mt_l).l‘ What has im-
plicitly occurred here is a netting operation: the sec-
ond term representing dishoarding has had the fraction
of new money added to hoards netted out in formulating
equation (35). Potentially, two things are happening

" in equation (35): dishoarding is going on because the
system is moving between uliimate equilibria gnd new:
money is being injected part of which adds to hoards
and part of which goes into active circulation at once
by the finance of new investment. Dishoarding, pos-
itive or negative, would have occurred, in the most
general case, regardless of the new money created butb
if new money is added to the system in the current
period, dishoarding which would otherwise have occurred
must be adjusted downward by the amount of new money
noarded for equation (35) to be accurate, Perhaps this
is a small point but it has seemed worthwhile setting
it down for clarity - when stated it makes clear how
changes in the money supply are superimposed onto
equation (14).

Equation (35) lists the sort of statement made by
Robertson and Haberler, Smith however prefers to measure
saving and investment over a period other than that in
which the turnover of active balances is unity. His
equation system shows an income velocity equal %o 1/k.
Thus a loanable funds equation with this assumption
needs to have saving and investment 'deflated' to ac—
count for this:

ks(Yt-l) + LZ(rt - rt-l) + €Mt - Mt_£%= kI(rt)
(36)

1, W. Smith - "Monetary Theories of the Rate of

Interest: A Dynamic Analysis" Review of Eco-
nomics and Statistices vol. 39, 1950
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a formulation identical to the one offered by Smith
as a solution to equations (28) to (34) above, viz.
KT, + &My, = kS, +ol (37)

Whereéﬁmzt stands for 'hoarding! of the current period,

Income generation functions comparablé to (I7) can
easily be obtained as the difference between saving and
investment}l’

Smith makes it plain that in his reconciliation,
the liquidity preference curve relates to both desired
and actual stocks, thereby rejectihg the loanable funds
hypothesis of Ackley discussed and made explicitrearl-
ier in this section. The Lz—curve is for him a con-
straint, as it is with Tsiang, and flows are simply
changes in stocks taken with respect to a specified

1. One of the earliest statements of an income
generation function, stated dynamically, that
the writer has found is contained in an art-
icle by Richard Goodwin ("Secular and Cyeclic-
al Aspects of the Multiplier and the Acceler-—
ator" in Income, Employment and Public Poliey,
Essays in Honour of A. H. Hansen (New York:
Norton, 1948), esp. pp. 112-118, Goodwin
was not primarily concerned with conflicting
interest rate theories but rather with the
monetary mechanism of the multiplier - he
writes él + s(y) = i where s(y) = saving, i =
investment and my = change in active money,
indicating the need to finance differences
in monetary saving and investment flows out
of idle hoards or by new money. Compa?e this
formulation with equation (17), where mq 1s new
income in the period for which velocity is unity.
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time interval: "...the adjustment involved in our model
is a stock adjustment., Corresponding to each interest
rate there is a certain stock of cash balances that is
desgsired, Whether we think of this adjustment directly
in terms of stocks or indireetly in terms of the incre-
mental changes necessary to attain the desired stock

is of no real consequence."l' In this way, the satis-
faction of +the demand and supply of idle cash does not
preclude the idea of continuous money market equil-
ibrium shifting through time (according to the loanable
funds formula outlined in Chapter Two) toward ultimate
equilibrium of stock and flow variables.

iv.

Mr. Rose's analysisz', also a product of the mid-
fifties, is rather complex and he side-steps the ques-
tion of income gsneration, a matter which will occasion
criticism after his approach has been described., He
seems t0 have in mind a specifically dynamic adjustment
of demand and supply of money in which ".,..excess demand
for money...can be expressed either in terms of flows
as the excesgs of planned hoarding over the planned
increase in the supply of money, or in terms of sitocks,
as the excess of the public's demand for money to hold
over the amount of money the banks wish the public to

1. W. Smith - "Monetary Theories of the Rate of
Interest..." Review of Economics and Statis-
ties vol. 39. 1958, p. 20

2. Hugh Rose - "Liquidity Preference and Loan-
able Funds" Review of Economic Studies vol.
24, 1956, pp. 111-19
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hold."l’ Planned saving and investment will normally

differ in magnitude and the excess demand in this (the
goods) market will result in passive investment or
disinvestment in stocks of finished goods., Rose interp-
rets the loanable funds theorists to mean that the rate
of interest responds to the sum of the excess demand
for money and the excess demand for goods in any period,
He also construes Keynes as suggesting that the rate

of interest responds only to the excess demand for mon-
ey and not to the excess demand for goods: saving and
investment do not enter into interest determination at
all. The latter interpretation is so in the sense that
the effects of saving and investment flows on and off
the capital market were not included in the Keynesian
interest theory as they were in the loahable funds
theory but it is not so in the sense that the level of
transactions balances, which depend on investment, have
been included in all refined versions of Keynesian
interest determination since the General Theory. Having
however, drawn this distinction between the loanable

1. Hugh Rose = "Liquidity Preference and Loan-
able Funds" Review of Economic Studies vol,
24, 1956, pp. 111-112, Rose lists his
Keynesian interest determination function
8Se.. bdr/dt = 1(r,§) - m, which can be de-
rived from our equations (26) and (27) and
does not preclude intra-period full adjust-

ment. In this function, b is a paremeter,
T /at shows the rate of change of the int-
erest rate, 1(r,y) is the public's demand
for idle balances while m is the actual

supply of money available to hold.
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funds and liquidity preference theories, a distinction
which accords exactly with the system of Chapter Two
if "excess demand for money" is resolved immediately
and invodwves the problems surrounding Ackley's crit-
ique of Tsiang if it is not so resolved, Rose then in=
troduces an assumpbion, allegedly due to Keynes, %o
clear up the difference in formulation. He argues that
on excess of investment over saving involving the with-
drawal of idle funds results in disinvestment of fin-
ished goods -~ capital equipment in this case - as the
new active money is spent so that the holders of fin-
ished goods discover themselves in possession of "un-
wanted cash". This money is then returned to the sec-
urities markets in exchange for bonds by those whose
stocks have been depleted. The demand for new active
funds due o an excess of planned investment over sav-
ing is promptly offset by an equal supply of money in
exchange for securities by those who next receive the
funds; thus the excess demand for goods is neutral-
ized in the market period by an excess supply of goods
so that the demand and supply of money is unaffected
from this source. Provided this pattern of behaviour
is followed, Keynes could then ignore the excess de-
mand for goods as a determinant of the market rate

of interest and formulate interest determination as

dependent strictly on the excess demand for money.l'

1., Mrs. J. Robinson ("The Rate of Interest"
Econometrisia vol. 19, 1951,7pp. 92-111...)
has adopted an explanation of Keynes' think-
ing similar to Rose's and is able to focus
her attention most closely on bonds and mon-
ey in portfoliosswith reference to the term
structure.
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This system leaves the investigator free to concentrate
on the shifting desires of the public to hold balances
as these desires are reflected in excess demand for mon-
ey. But this freedom of investigation is purchased at
a heavy price for the assumption that the goods market
does not affect the rate of interest - that productiv-
ity and thrift can be ignored - destroys the interdep-
endence and unigueness of the Keynesian system. What
is really involved here is a subtle form of Say's Law
- investment spending can never be in excess of saving
because dishoarding to finance additional capital out-
lay iscpromptly channeled into the finance of said
outlay via the purchase of securities (saving). The
only disequilibrium that the model is required to re-
solve relates to the excess demand for money and the
regolution of +this function will affect the rate of
interest and the volume of funds moving in and out of
'tidle?' valances as investors expand their borrowing
while the recipients of the spent funds expand their
lending pari passu. "A rise in the demand price of
tea raises directly the market price of tea" Rose ob-

serves, "but a rise in the demand price of funds for
capital outlay does not directly raise the market price
of funds."* The income generation mechanism so imp-
ortant to the Keynesian doctrine has been brushed aside:
there is no multiplier, there is no time-—consuming
transition from one conceptual ultimate equilibrium to
the next except insofar as the excess demand for money
is resolved by a step-wise sequence. Too much of Key-
nesian theory has been lost in reaching this particular

1. H. Rose - "Liguidity Preference and Loanable
Funds" Review of Economic Studies vol., 24,
1956, p. 115
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reconciliation and Rose, at times, seems to recognize
this, for he distinguishes his analysis from other ap-
proaches by arguing that he is referring to the "market"
rate of interest rather than the "short-run equilibrium”
rate. However, his "short-run equilibrium" rate seems
to refer to what the present writer has ealled ultim-
ate equilibrium and if this is the case, then his ex~
planation of the '"market" rate in the terms just out-
lined does not demonstrate how ultimate equilibrium

is approached, Alternative or supplementary assump-

- tlons are necessary for such a demonstration and these
ought to be supplied to yield a complete model.

In one sense, Rose's analysis has considerable
value for it points up the sort of slippage in the
generation of income that is important in reality and
is likely to be obscured by the assumption that the
exit of cash from idle balances will be mechanically
added to the income stream such as to appear, prob-
abilistically, one turnover period later as income.
Rose shows that this is not necessarily a reasonable
assumption: additional capital outlay may be followed
by disappearance of the finance involved into hoards,
Possibly being employed to demand securities in the
process. Income generation itself is subject to an
uncertainty that has been glossed over in the mechan-
ical descriptions of Chapter Two and of the contri-
butions by Tsiang and Smith. But a model incorpor-
ating these slippages must not preclude income gen-—
eration or make it a mystery as does Professor Rose's
system,

Ve
Of all contributions mentioned in this chapter as
seeking resolution of the liquidity preference-loanable
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funds polemic, the most recent was that of Patinkin,
Yet in a way, it is the oldest for the method of at-
tack is closer to Hicks' and Fleming's methods than to
the 'modern' approach produced by Tsiang and Smith and
examined in the previous section. This is not %o im-
ply that Patinkin's procedure is incorrect but on the
other hand it should be clearly understood that Pat-
inkin is not a Keyneslan in any normal sense of the
word. Patinkin stands in the Walras-Pareto-Hicks (of
Value and Capital) tradition, seeking economic gener-
alization of the highest abstraction. The reader will
recall the paragraph opening the first section of this
chapter on the transformation of general statie equil-~
ibrium into particularist Keynesian static equilibrium
and the multitude of Jjudgements about the economic
behaviour of a particular (capitalist) society re-
quired to effect this transformation. But Patinkin,
ag distinet from Keynes (and Robertson)g' prefers

to deal with the problem of 'bond' price formation on
an almost Walrasian level, At the same time, he will
press forward into the newer field of dynamics as evi-

1. Don Patinkin - "Liquidity Preference and
Loanable Funds; Stock and Plow Analysis®
Economica vol. 25, 1958, pp. 300-318

2, One might state the contrast as between in-
stitutional or policy systems like +the Ric-
ardian or Keynesian models and the general-
ized system containing "...the idea to 1ift,
as it were, the logical core of the economic

process above the ground of the institutional

garb in which it is given to observation."
(Schumpeter — Ten Great Economists (New York:

Oxford Press, 1965) Chapter on Pareto, pp. 125

~142
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denced in Money, Interest, and Prices (1956) so that
Walrasian equilibrium becomes 'Walrasian' disequilib-
rium, It is in this frgmework that Patinkin attacks
the liquidity preference-loanable funds problem in

his 1958 article. And attack he does: ",..it is mean-
ingless", Patinkin begins in Hicks' vein, "to classify
interest theories by the nature of the equation chosen
for elimination"l‘. His contention is that economic
decision-making cannot be comparmmentalized into con-
venient schedules involving simple two-dimensional
alternatives like bonds versus money (liquidity prefer-—
erence) or goods versus bonds (consumption function)
rather, bond purchases, commodity purchases and money
purchases all relate to the general price level and

to the price of bonds in the spirit of Walras., The
rate of interest (and commodity prices) is determined

by three excess demand equations summing o zero so
that a complete description of interest determination
requires two excess demand equations not simply one.

In Patinkin's system, no single excess demand function
is capable of indicating the direction of movement of
the interest rate, for example, an excess supply of
money may be reflected in an excess demand for goods
and could have no effect on the lemel of interest
rates., The Keynesian system on the other hand, is less
general and implies specific effects on the money market:
due to the operation of the consumption function and
the liquidity preference schedule., Patinkin's con-
clusion is that there can only be one general explan-
ation of interest determination which applies to stock

1., D. Patinkin - "Liquidity Preference and Loan-
able Funds; Stock and Flow Analy&is! Econom-—
ica vol. 25, 1958, p. 301
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and flow analysis provided the excess-demand functions
are appropriately formulated&, Analysis by means of a
bond equation only or a money equation only would be
futile and it is for this reason that he condenmns
liquidity preference-loanable funds controversy as "not
a chapter in the recent history of economic doctrine

of which we should be particularly proud."l'

It is, perhaps, true to say that Patinkin's sys-
tem resembling Hicks' analysis in Value and Capital
as it does, cannot touch the original loanable funds-—
iiquidity preference question., His system represents
construction of an alternative and more general (not
necessarily more useful) model of interest determination
within which the Keynes-Roberison-Ohlin debate has
very little place as a theoredical issue., Whether
this move toward greaber generality in interest rate
study (including Tobin and others work in asset port-
folio balance mentioned in Chapter Two, page 65) re-
presents an advance in understanding or not, however,
must be left to the judgement of the reader...

The last chapter of this study, to follow, returns
t0 problems involved in what has been called here, the
"modern synthesis" outlined in Chapter Two with contrib-
utions to its construction noted in the'present chapter,
particularly in the work of Smith and Tsiang., The model
of Chapter Two will be placed in the context of the writ-
ers conception of general dynamic models and the visions
of growth and change entertained by Harrod and Hicks.
Links between the liquidity preference-loanable funds
synthesis and traditional theory will be suggested.

1, D. Patinkin - "Liguidity Preference and Lean-
able Funds; Stock and Flow Analysis" Econ-
omica vol., 25, 1958, ps 317
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These comments will provide an opportunity to re-~
examine some of the simplifications involved in con-
struecting the 'Keynesian loanable funds'! model,
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v,
Further Problems of Dynamic Interest Theory

i.

In the realm of dynamic economics;, it is possible
to distinguish two main classes of essential linkage
binding past, present and fubture into a self-contained
sequential model, The first linkage purports to de-
serike, perhaps by functional propensities, and in an
agegregative manner, the decision-making processes of
economicrunits in their various capacities of spender,
saver, investor, asset-holder, employer, etec. These
socio-psychological decisions may relate to observed
past experience or may relate to the participants!t
expectations concerning future conditions, The future
conditions to be expected are undoubiedly related,
though perhaps loosely, to past experience;l' Brilliant
examples of summarization in the isolation of mass de-
cision functions form main building blocks in Keynes'
work and are, indeed, often cited as his most fundament-
al contribution - one immediately thinks of the pro-
pensity to consume, the propensity to hold idle balances
and the propensity to invest. In a dynamic system,
these propositions would take on specific character=
isties of dating. The second temporal linkage in dyn-
amic economic models describes physical or institution-
al connections which are not direct products of human

1. see the discussion, in Chapter One, of the
difference between Professors Robertson's
and Ohlin's formulation of the income receiv-
er's saving-spending decision and the stat-

ical contrast offered by the Keynesian con-
sumption function,
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behaviour, in the sense that they supply the background
or boundaries within which temporal linkages of the first
type operate., It is not implied that institutional
linkages are invariant without exception, only that they;
can conveniently be employed as data in short-run mod-
els of the type discussed in Chapter WO, Examples

that come to mind include the technology of production,
gestation lags in the construction of plant and equip-
ment and the structure of the payments mechanism, Nor-
mally, linksges of this second kind are time consuming
and demand dating of the variables involwved.

The overall lag structure of an economic model
therefore consists, in general, of a mixture of lags
denoting decisions and lags denoting the time consuming
structure of economic reality., Of all structural and
socio-psychological lags considered as relevant to
any particular dynamic problem, there exists, logic-
ally, one lag which is as short as, or shorter then,
all other lags, and it is this particular space of
time which must serve as the basic building block for
the formalized system. All other lags involved would
then be expressed as multiple of the one selected as
shortest in constructing a difference equation model of
the inter-related phenomena. For the purposes of con-
structing a simple illustrative model, the lag structure
employed is likely to be fairly arbitrary in the inter-
ests of manageability; indeed, gometimes the dynemics
of the real world can suggest the presence of actual
lags which cannot be measured but can be assumed 1o ex-
ist, as hypotheses useful for the simulation of the
real world observations. Reasonable business cycle
theories can be built up from a wide variety of struct-
ural and psychological lag assumptions employed singly
or in combinations. Any dynamic system must assume the
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existence of time-consuming reactions as a premise of
its own significance even if the time units involved as
its building blocks are expressed in differential rather
than difference calculus. Without the specification,

by direct observation or by inference, of functional
lags, an economic model is static, descriptive of equil-
ibrium, or just logical. The Keynesian system has been
variously described in 2ll three ways. It would be pos-—
sible to express the model in Chapter Two (equations
(14) and (17) ) in terms of differentials and then ar—
gue that for any finite time period, the position of

IM and IS intersection would have to hold i.e., Keynes-
ian tequilibrium! would continuously be in effect., But
the two equations are stitl required for formal (Robert-—
sonian) dynamization of the Keynesian position and it
seems unsatisfactory to avoid contact with transitional
states by glibly ignoring an economic system's propen-
sity to consume time in its operation; Dynamization

by the use of the infinite calculus has itss advantages
for exposition, for certain essential time relations can
thereby be introduced while retaining some of the ade
vantages of equilibrium economies. The result is a
system which we might call logical dynamics and the prime
example of this methodology resides in Harrod's growth
modell'. Harrod's statement has sometimes been looked
at as a moving Keynesian equilibrium: in some respects
this is a puzzling description but it can be seen that
it follows quite naturally from Harrod's method. This
section has earlier argued that meaningful economic

l. Sir Roy Harrod - "An Essay in Dynamic Theory"
Economic Journal vol. 49, 1939, pp. 14-33
and Towards a Dynamic Economics (London: Mac-~
Millan, 1948) Chapter Three, pp. 63-100
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systems must have a dynamic aspect by virtue of the time
consuming nature of decisions and processes = it is in
this sense that models like those of Chapter Two and
business cycle models like those of Hicks, Kalecki,
Tinbergen, and Samuelson are dynamic. But Harrod has
a more philosophical view of dynamics.

It is Professor Harrod's contention that it is
not time-using decisions and structural processes which
render an economic system dynamic in essence, rather
movement is inherent in the fundamental timeless form-—
ulation of the relationships. The implication is, that
since static equilibrium can be framed in a pureély logie-
al manner, the same ought to bé true of systems in
which chage inheres., Time, for Harrod, is a medium in
which inherent economic relations manifest themselvess
and explicit recognition of time-oriented reactions
does not ensure the dynamical nature of a model, rath-
er the relations of the model itself possess this fun-
damental power. "I do not myself +think," he comments
at one point, "that it is natural to regard lags as in
essence dynamic phenomena, I think one might well
find that we had one set of lags and one kind of cyc-
le in a stationary economy and a different set of lags
and a different kind of cycle in an expanding one, and
that lag study will fall partly into each division."l'
Harrod's intention is to expose laws of dynamics rather
than 0 build an empirical model”*. In his terms, the

1., Sir ﬁoy Harrod - Towards a Dynamic Economiecs
(London: MacMillan, 1948) Chapter One, pe 13
2, Sir Roy Harrod - "Second Essaey in Dynamic
Theory" Economic Journal vol, 70, 1960,
p. 277, para. two
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difference between statics and dynamics represents a
difference in basic mechanisms and tendencies as be-
tween the stationary and the expanding economy; lags

of the two types mentioned above represent the addition
of a second layer of problems serving to bring the stat-
ic or dynamic framework into closer accord with reality.
As distinet from what has been said above about time-
consuning reactions and processes as being character-
istic of economic dynamics in line with Hicks' think-
ingl', Harrod would contend that the dynamic method is
only superficially concerned with the consumptlon of

time and more properly concerned with fundamental
characteristics of the model., Harrod would view the
dynamic nature of the acceleration principle as pro-
ceeding from the fact that investment depends on change
in income rather than from the lagged manner in which

the principle works (if it works) in reality. An in-
vestment friction like Kaldor's early expression in which
invewtment spending was lagged on the level of.incomez‘
would not be dynamic in Harrod's sense although it would
be so in Hicks' sense since the variables involved in
the formulation are dated so as to include time in a
specific way.

Although a model which is Harrodian dynamic never
ineludes a lag formulation, models involving decision
lags and process intervals may well include elements of
Harrod's dynamic conception; this is true for example

1. see his Value and Capital (Oxford: Clarendon,
1939), Chapters Nine and Ten, and Capital
and Growth (New York: Oxford Press, 1965)
Chapter One.

2, N. Kaldor - "A Model of the Trade Cycle"
Eeonomic Journal vol. 50, 1940, pp. 78-92
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in the lagged accelerator business cycle models first
postulated by Samuelson and refined in Hicks' Cont-
ribution to the Theory of the Trade Cyele published
in 1950,

In terms of lags of both types and Harrodian
logical dynamics, how then can the model of Chapter
Two be classified and characterized? In Harrod's
sense, it is clear that the model is not.dynamicl';
the model does not inherently expand without outside
influence and is by this definition, static. But it
is dynamic in Professor Hicks'! sense since the system
is described by dated variables. Two lags have been
mentioned and the dynamic Keynesian model involves
both = a decision lag is involved in the Robertson plan-
ning period whereby consumption expenditures lags the
receipt of income whereas a structural lag is implied
in lagging income behind expenditure according to the
active velocity of circulation of money.

Perhaps the writer should make clear that the mod-
el developed previously is a special and not a general
reconciliation, It can be claimed that the method of
synthesigzing Keynesian and loanable funds analysis ad-
opted here is general, but it cannot be claimed that

1. One simple test for Harrodian dynamism might
be to express a system involving dated var-
iables in terms of infinite (differential)
calculus., A Harrod dynamic system 'explodes!
in finite time using this formulation - in
fact, its existence is questionable. A mo-
del which is not dynamic¢ in Harrod's sense
would be in continuous equilibrium in fin-
ite time under these conditions, The lat-
ter is true of Chapter Two's model.
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choice of structural and socio-psychological time lags
is general. The lags employed - Robertson's consumption
decision lag and the structural expenditure-receipts gap
- might well be shown to be empirically false or second-
ary to other time-consuming reactions and mechanisms,
But the methodology should hold, provided time consum-
ing relations remain as part of the dynamic prototype
(Hicks) chosen to elucidate interest theory. It may
well be that consumption data indicate‘the go-called
Robertson lag as unimportant; the model of Chapter Two
may be revised then to eliminate this feature. On the
other hand, one might choose to lag investment spend~-
ing on the rate of interest or build in a gestation

lag and an accelerator function and. the model could

be extended to cope with these additional relations.
Some writers might say that the expenditure-income lag
represented by the structure of the flow of funds, sum=-
marized by income velocity of active money, ought not

t0 be emphasized. But time will be essential in all re-~
vised versions of dynamic economic theory with the ex=~
ception of the scheme employed by Harrod though the
consumption of it may be principally attributed to dif-
ferent, or new, linkages in the economic complex. Ee¢-
onomists have advanced too far on the path "toward a
dynemic economies" to view the loanable funds method

of discussing interest theory as bad Keynesianism,
primitive fclassical' economics or as any other mere
intellectual outcast.

ii.

One of the observations reached in formulating a
dynamic model in Keynesian terms was realization of the
direct and perhaps overpowering influence of saving and
investment flows on the rate of interest in the ghort-—
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run, The argument runs as follows by way of reviews
the normal Keynesian Lz-curve is a congtraint tel-
ling, in itself, nothing about the rate of interest
and everything about the set of interest rates which
the public is prepared to associate with a set of var-
ious quantities of money to be held inactive. Move-
ment along the constraint under constant total money
supply conditions involves a transformation of bohds
into money, or vice-versa and such movement with the
associated substitution stems from inequality of the
desire to save and the propensity to invest. Move-
ment along the constraint would be modified, for the pos-
ition of the' I, ~curve depends on the normal rate of
interest and the normal rate of interest depends on
recent experience as to the level of the rate. In
diagram eleven, the L,-curve is centred on r, (the nop=
mal rate emtablished by experience)., Now point A is
stable (relatively) but movement along L2 to0 B because
of an excess investment demand for funds changes the
publie's experience of the interest rate from r, to,
after some finite time, rﬁ. The view that rﬁ is nor-
mal and not a reversible aberration of Ty changes

the centring of the L2—eurve, as spown, from L2 o

Lé (the latter centred on point C). Verbally, the
satisfaction of excess investment demand (excess rel—
ative to the level of saving associated with the pre-
vailing income level) occurs relatively cheaply from
idle balances because the public can be induced, under
Keynesian assumptions, to supply money in exchange for
securities at a slight discount on the latter provided
they feel that the discount will shortly be reversed
enabling a profit to be realized in capital gains. Once
the new securities price assumes the stature of norme

ality in the public mind however, so that the probabil-
ity of speculative gain in falling interes% rates is
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substantially reduced, the public will require a high-
er discount in securities to convince them to hold

the mix of bank deposits and industrial-financial pap-
er with which they have been endowed. The rate of in-
terest is driven up by attempts to switech out of bonds
and into cash and this movement is identified as a
shift to a point on a different and higher L2-curve
centred on a different and higher normal rate of int-
erest,

This possible tendency on the part of the Bé-
curve to line itself up with experienced and time-worn
rates of interest which in turn depend on the inter—
action of the excess investment function (Chapter Two,
section ii) and the I,=-curve suggests a useful dis-
tinction between short and long run approaches to int~
erest theory; The writer's approach to short-run int-
erest theory has already been outlined and at least
one remark added that the level of the rate of interest
at any time depends on the interaction of the same fac-
tors included in Hicks' static expression of the Keynes-
ian contribution;l’ Such remarks stand, yet the varia-
bility of the liquidity preference curve for idle bal-
ances suggests that the level of the rate of interest
in a longer run growth model contéxt may have its prin-
cipal function in equating the supply and demand of
savings as traditional analysis used to emphasize., Fig-
ure eleven certainly indicates that movement of the
rate of interest may be related very closely to the
saving-investment relation, possibly sufficiently so
to warrant exclusion of the L2—curve from formalized

1. J. R. Hicks - "Mr, Keynes and the Classics,
A Suggested Interpretation" Econometrica
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problems of very long-run behaviour.l‘ It may be true

that in longer run situations the rate of interest has
more profound effects on saving and investiment flows
than are generally allowed empirically and 2 priori
for the short-run. Sir Roy Harrod has advanced a the-
ory of saving based on the argument that the marginal
utility of income declines so that a positive rate of
interest elicits savings for old age, helrs, COrpor-—
ate expansion, ete...Harrod supposes that the propen—
sity to save out of any income is elastic to the int-
erest though he does not suggest what speed the reac-
tion may have, or how it ought to be measured. Har-
rod builds the theory into his dynamic system begun _
in 1939 with the concept of warranted growth in a 1960
articlez' in which a rate of interest is aimed at by
appropriate monetary-fiscal co-ordination with a view
to obtaining the maximum growith rate for an economy,
consistent with the expansion of its labour force and
the broadening of its knowledge sbout labour-use, The
long range effect of the rate of interest on the volume
and capital-intensity of investment expenditures is
plainly uncertain: most modern long-range models opt
in favour of gsome kind of accelerator as the main exp-
lanatory variable of investment while some models, not-

1. Once again, a long-run and short-run distinc-
tion has crept into the analysis though com-
ments on pages 35-36 of Chapter Two suggest-

ed that this would be resolutely avoided. The
distinction made here though is being made
guardedly: all Hicks IM-~IS factors play a role
at any moment and in any period but one set of
factors may set the dominant trend and cond-
ition the position and movement of the model,..

2. R, Harrod - "Second Essay in Bynamic Theory"
Economic Journal vol, 70, 1960, pp. 277=293
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ably Solow's 1956 modell', posit functional dependence
of capital-intensity on the rate of interest relative
to wage costs though the relationship is unproven.

Regardless of functional dependence of saving and invest-

ment on the rate of interest, these flows have profound
direct effects on the rate, a point well recognized by
businessmen and loanable funds theorists, but oftimes =
obscured in the Keynesian static analysis employed in
theoretical economiecs. It may be worth noting that

a flat liquidity-preference schedule denoting rather
firm convictions about the fubure stability of the rate
upon which the function is centred together with un-
willingness to revise opinion about the normal rate
provides a flexible background for the outside finance
of investment expenditure since considerable switching
of bonds versus money can be accomplished with moderate
change in security prices. In a seunse, capital form-
ation is furthered by the public's willingness to bet
on the stability of interest rates - absence of public
surety would leave less room for bursts of investment
activity since prohibitively expensive interest rate
levels could be approached with only a mild flurry of
'excess' investment projects. In figure twelve, L2
illustrates a curve where r, is not held as firmly as

a normal or expected rate relative to r, on curve Lé.
From the growth point of view, the flat curve has
greater permissiveness, however it is also true that
relatively certain expectations about the rate of int-
erest by money market participants would allow a great-
er decline in investment spending relative to the level

1, R. M. Solow - "A Contribution to the Theory

of Economic Growth" Quarterly Journal of Eco-

nomics vol., 70,1956
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of savings than would be permitted by curve L2 in the
diagram (assuming that investment outlay has some el-
asticity to the rate of interest).

Modifications of ‘'‘eclassical'! theory such as these
are important; clearly the statement that saving and
investment determines the rate of interest cannot be
accepted, yet on the other hand it is equally unac-
ceptable to argue as if saving-investment flows have
no direct effect on the rate of interest. Their dir-
ect effect on the rate of interest is just as tradition-
al theory implies: through the money and bond markets.
The supposition of Keynesian theory then, from this
point of view, means the addition of new (specifically
monetary) forces to the ancient theory., The demons-—
tration that the Keynesian revolution can be made %o
mean the addition of new forces to the flow-oriented
saving and investment model of rate of interest deter-
mination has been an essential theme of this thesis,
The other basic theme, no less important, has been
that the Keynesian elements permit of completion of
the traditional system i;e.r the conversion of the
traditional model into an income=interest rate deter—
mining model of wider significance;
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